
CHAPTER III-MANAGEMENT AND OPERATIONAL 
DEFICIENCIES 

INTRODUCTION 

In the 1967-70 period, the securities industry concentrated its re
sources on sales, and paid insufficient attention to properly handling 
and processing the business brought in by its sales efforts. 

The Special Study criticized the practice in the industry of promot
ing individuals to branch manager positions and other supervisory 
roles primarily on the basis of their success as salesmen, and of com
pensating management personnel on the basis.of sales made by them 
and their subordinates.1 This overemphasis on sales is illustrated as a 
constant factor in the industry by the consistently high expenditures 
for sales as compared to other elements of the cost of doing business.2 

In the 1967-69 period, moreover, this tendency was evidenced by the 
rapid expansion of sales facilities through the opening and acquiring 
of branch offices and otherwise.3 

These factors, together with the heavy concentration on the firms' 
own securities activities,· rendered the financial community particu
larly vulnerable to the 1969-70 onslaught. They were the ingredients 
for the operational problems which beset the industry throughout 
that period and contributed substantially to practices of desperation 
which resulted in the loss of control of customers' funds and securi
ties on an unprecedented scale,5 and in stolen securities of tremendous 
magnitude.6 

1 Special Study, pt. 1, pp. 133-38. 
o An analy~ls of the composite Income and Expense Report Forms of NYSE member 

organlzntions for 1970 indicates thn t expenRes Identifiable with the following four functions 
were alIoca table as 55 percent to sales offices; 27 percent to execution plant; 14 percent 
to admlnlstra tion ; and 4 percent to research. 

'ITn 1965. 651 N YSE member organizations had 3,521 offices whereas In 1968,646 New York Stock Exchange 
member organizations had4,2780Ilices. More specifically, thelollowlng broker-dealers Increased their number 
of offices in this sarno time period. 

dll Pont ............................................................... . 
Goodbody.l< Co ....................................................... . 
Hayden. Stone. Inc .................................................... . 
McDonnell & Co ...................................................... .. 

1965 1968 

105 
74 
64 
19 

112 
99 
75 
26 

Source: New York Stock Exchange 1971 Fact Book and New York Stock Exchange Directory July 1965 
and July 1968. 

• This Is In part demonstrated by the Significant amounts of securities and commodities 
of NYSE member firms carrying accounts of public eu~tomer8 In relation to total assets. 
Long positionR In securities and commodities represented 40 percent of total assets for the 
year end 1970; 30 percent for year end 1969; 24 percent for year end 1968; 21 percent for 
year end 19G7; 31 percent for year end 1966; and 24 percent for year end 1965. See 
Table 16 of ch. II at p. 81. 

• See ch. IV: "Use of Customers' Funds and Securities." 
• See ch. V, "Stolen Securities." 
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1. Failure to maintain book8 and record8 
The effect of the unpreparedness of the industry for the 1967-68 

upsurge in volume was the inability of its "back offices" to keep pace 
with its sales. This resulted in massive levels of fails to deliver and fails 
to receive which placed such a strain on its record keeping facilities as 
to cause them to break down.7 

As trading volume continued at high levels the industry not only 
found itself unable to keep up with current sales, but it was unable to 
research the significantly increased number of errors which were result
ing from its being unable to handle the unprecedented volume. More
over the industry was equally unable to implement long needed tech
nica;l improvements to more effectively handle the volume because 
most of its resources were being directed into sales rather than 
operations. 

As many brokerage houses fell further and further behind in 
researching operational errors, the tendency was to hold in abeyance 
further attempts to solve the problems until volume subsided because 
all existing personnel were already working overtime in a futile 
attempt to keep up with current volume.8 As time went on these errors 
became compounded; and, when resources were finally able to be 
allocated to the resolution of the errors, the passage of time and sub
sequent events made resolution virtually impossible. 

These unresolved operational problems thus became financial prob
lems. If a customer's stock certificates were misdelivered two years ago, 
recovery today would be unlikely; and, eventually, the certificates will 
have to be purchased for delivery to the customer. The firm has to 
bear the cost of repurchase by taking the money out of current income 
or retained earnings. Additional costs like these came at a time when 
the industry could least afford it. Volume and income decreased 
significantly by the end of 1969 and the beginning of 1970, and the 
"operational crisis" evolved into the "financial crisis." 

In order to explain the relationship between operational problems 
and their consequences, it is first necessary to mention the peculiarities 
of broker-dealer accounting.9 

As a service-oriented industry, the securities industry holds millions 
of dollars worth of securities which are either their own or belong to 
customers and which are held by brokers for the customers' con
venience, or to secure loans to customers. 

The consequence of this function is the need of the broker-dealer 
to maintain two sets of books. One is the norm~l set of books utilizing 
double-entry bookkeeping principles which are maintained in the nor
mal course of business to record, classify and summarize transactions 
in terms of money. The other is a double-entry system designed to 
show the movement of certificates in securities positions.10 

7 See the statement of Patrick E. Scorese, liquidator fOr the NYSE at the A ngust 2, 
1971, hearings before the House Ruhcommlttee on Commerce and Finance of the Com
mittee On Interstate and Foreign Commerce, in Which be sums up the pre-1971 problems 
of the industry in this way: "rTJbe maJor and seminal problem was the tremendously 
accelernted volume In all secnritieR markets which resulted in the breakdown of record
keeping by certain broker-dealers." 1971 House Subcommittee hearings, at P. G8. 

SA .dlscns"lon of the event. and the actions taken by the Commission, the self-regulatory 
agencIes and the industry dealing with the operational problems during 1967 to 1969 
is fonnd in Appendix A, infra. 

• For n.n p,xplanation of the operation of the CommiSSion's net capItal rule Rule 15c3-1 
(17 CFR 240.15c3-1), the reader's attention is directed to Exchange Act HeJease No, 
8024, ,Tanuary 18, 1967, found in Appendix E. 

,. ThIs Is called the "securities record" or "stock record" and Is prescribed by Rule 
17a-3 (a) (5) under the Exchange Act. 
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In securities transactions, the market values of the underlying 
securities move independently of the contract price established at the 
trade date. Therefore, the record of certificates movement has to be 
maintained in units and by issue rather than in dollars. A "long posi
tion" shows ownership and indicates to whom a particular number of 
units of a given issue is owed. For example, a broker's stock record 
may be long 100 shares of issue "A" common stock in its trading 
account or in a particular customer's safekeeping account. The entry 
indicates who owns the certificates. A "short position" on the other 
hand, shows the location of the certificates; it indicates where the 
-certificates may be found or from whom they are due. If, f?r i~lst~nce, 
the certificates are pledged at a bank, the stock record WIll mdlCate 
a short position for the certificates and their location. Because long 
and short refer to two aspects of the same thing, the long and short 
entries in the stock record must·be equal. Every certificate owned 01 
held by the broker must be accounted for in this fashion. Security 
positions are always valued at market value, while the corresponding' 
journal entry, if one exists, is always at the cost or contract price. 
Thus, on Form X-17A-5, an item of Fails to Deliver having a debit 
balance of $1,000 and a long position with a market value of $1,100 
would indicate that at the trade date (the date of the sale) the secu
rities were worth $1,000 but at the date of the trial balance, the market 
value of the certificates increased to $1,100. Similarly, the item Fails 
to Receive on the trial balance might have a credit balance of $1,400 
and a short valuation of '$1,200. This would indicate that at the trade 
date, the value of the securities were worth $1,400 but the market 
value of these securities had fallen by $200 at the time of the trial 
balance. Market action respecting open contracts may not be critical 
if a broker succeeds in obtaining certificates to effectuate delivery, 
because certificates in a given issue are fungible and the delivery will 
be accomplished by presenting the requisite number of units or shares, 
irrespective of the market pnce at the time of the delivery.l1 

The impact of the operational problems on the financial condition 
of brokers was summarized by Fred J. Stock, Jr., Assistant Vice Presi
dent of the NYSE with the Department of Member Firms. In an 
address to the Accounting Division of the Association of Stock Ex
<:hange Firms on Monday, October 19, 1970, Mr. Stock stated: 

One Qf the lessQns that we at the Exchange have learned during the past three 
years is with the firms who. stated that while they had SQme prQblems basically 
they bad their Qpera'tiQns under cQntrQl. SQme Qf these firms were nQt restricted 
by the Exchange during the early part Qf the restrictiQn prQgram but, were 
restricted during the latter part Qf 1969. Tbese were the same firms that had the 
mQst severe prQfit squeeze during the last 6 mQnths. Unfertunately it is a fact 
that the tQP management Qf many QrganizatiQns is cQmpletely sales Qriented and 
has nQt been resPQnsive to. YQur needs and ideas. It is imperative that this attitude 

·Qf management change. While yQU de nQt bring in much in the way ef productien, 
there is no. questiQn abQut the fact that YQU can drive cQnsiderable prQductien 
away through operatiQnal errers. It is far better fOol' yQU to. cQnvince your firm's 
management Qf the prQblems that exist and then take the necessary steps to. 
corrf'ct them while operating within YQur capacity than fer the Exchange to. haye 
to. impQse restrictiQns uPQn yQur firm. 

II On the other hand, If a broker-dealer has an open obligation to deliver securities, 
·elther to a customer or to a second broker-dealer, because of the failure to receive them 
from a third broker-aealer, he Is exposed to the fluctuation of the market In the event 
he must repurchase the securities in the open market, or Is "bought In" on the open 
market by the second broker-dealer. 
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The lesson Mr. Stock referred to must have been the Exchange's 
experience in liquidating its members. The Exchange had either com
mitted or guaranteed the use of $30 million of its $55 million Special 
Trust Fund to facilitate the liquidation of ten member firms at the time 
of the statement. In a letter to Chairman Budge on August 31, 1970, 
Robert "V. Haack, President of the Exchange, related: 

Over 90 percent of the estimated potential costs for liquidating the 10 firms 
referred to in the July 14 letter [Amott, Baker & Co., Baerwald DeBoer, Blair & 
Co., Fusz Schmelze & Co., Gregory & Sons, Kleiner Bell, Meyerson & Co., McDon
nell & Co., and Orvis Brothers] is directly related to the paperwork and record
keeping problems which developed in five of them in the past few years. 

Inaccurate books and records which are not current have resulted 
for many firms in losses from errors in bad debts, short stock record 
differences, long stock record differences, fails differences, interoffice 
differences, aged transfers and aged receivables which have spelled 
disaster for them. . 

A. Losses from errors and bad debts 
Table I lists the income and expense aggregates 12 for members of 

the NYSE from 1961 to 1970. It is apparent from this data that losses 
from errors and bad debts 13 increased markedly neal' the end of the 
decade. 

12 Rule 17a-lO under the Exchange Act requires the reporting of the data at the end' 
of each calendar year. 

13 Bad debts In the brokerage Industry are largely the result of operational problems. 
A broker normally Is a creditor with respect to securities transactions with other brokers 
or with cURtomers. These transactions are required to be adequately collaternlized since 
all transnctlons with cnstomers mnst meet the Initial credit requirements of R~g"lIlatlon T 
and must be maintained In accordance with the credit requirements of the NYSE rnles. 
Further. open transactions with other brokerR are required to he bought In after a certain 
period by the rules of most self-regulatory organizations. Thus, In either case If the col
lateral for the loan Is Insufficient, resulting In the broker'S haYing a potential bad debt, 
It will usually be the conseqnence of the broker being either unwilling to make a margin 
call to a customer, or to buy·ln a fall of another broker, or of the fact thnt the broker's 
bookR are In such poor condition that It is unable to ascertain when the' collateral for a 
loan has become Insufllclent to protect his debt. 



TABLE I.-REVENUE AND EXPENSES OF NEW YORK STOCK EXCHANGE MEMBERS: 1961-70 

(Dollar amounts in thousands( 

1961 1962 1963 1964 1965 1966 1967 1968 1969 1970 

Revenue: 
Securities Commission income •••••••••• $613,472 $855,926 $915,740 $1,054,421 $1,413,200 $1,766,148 $2,519,639 $3,245,455 $2,562,992 1 $2, 080, 501 
Gain or loss from principal transactions in 

securities in trading accounts ••••••••• 106,408 128,908 125,341 150,087 169,020 186,103 355,962 640,524 442,187 564,858 
Profit or loss from management 01 and 

participation in underwriting syndi-
cales and selling groups ••••••••••••• _ 89,526 121,455 109, 068 112,632 168,722 208, 084 315,214 462,160 495,130 472,283 

Income .from sale 01 investment company 
seculltles ••••••••••••••••••••••••••• 24,812 33,775 27,949 38,683 67,069 84,261 95,413 156,772 139:496 79,929 

Interest income on customers' accounts •• 114,265 191,182 231,712 263,002 264,147 336,549 345,526 444,707 471,810 376,981 
Realized gain or loss from firm Invest-

Othe~ni~come: ~ ~ ~::: ~:~~:: ~: ~ ~::~::::: 22,936 14,975 22,946 31,731 35,494 33,807 75,484 132,706 23,075 24,480 
76,072 116,792 143,094 140,380 201,861 236,520 284,823 320,467 371,094 360,562 

Gross revenue •.••. ....•.........•... 1,047,491 1,464,013 1,575,847 1,800,935 2,319,515 2,851,472 3,992,060 5,402,793 4,505,785 3, 59,594 
CO 

Expenses: CO 
Commissions paid to other brokers •••••• 36,493 69,392 73,590 82,321 119,202 159,165 228,977 320,951 162,684 1131,867 
Stock brokerage, clearance and commis. 

sion fees •• _ •••••••••••••••••••••••• 43,064 65,533 71,299 84,947 113,656 139,332 190,812 240,677 203,527 168,792 
Registered representatives' compensation. 206,163 256,069 263, 115 .296,301 405,109 507,119 710,631 945,253 798,889 618,898 
Interest expenses •••••••••••••••••• ___ 75,921 138,441 180,575 212,161 222,877 264,626 266,ll1 392,374 442,909 403,087 
Clerical and administrative employee 

costs. ____ ••• _. _____ •••• __________ • 225,810 360,438 341,830 386,732 474,654 586,171 780,751 1,095,325 1,161,135 972,894 
Communication costs •••• _____________ : 80,672 135,885 131,482 148,626 177,383 208,227 253,592 330,794 378,951 331,887 
Occupancy and eqUipment costs_. _____ 49,856 96,132 94,678 103,063 122,044 140,383 173,403 236,761 291,622 304,313 Promotional costs __ •• _____ ._. ______ :.: 29,497 48,946 45,226 53,252 67,399 81,604 105,675 141,099 156,242 119,810 
Losses in error account and bad debts ___ 7,754 11,025 8,913 8,780 13,937 33,226 44,559 92,983 107,730 81,365 
Other expenses '_. _ ••• ____ • _______ • ___ 38,905 63,440 61,603 68,528 86,933 103, 111 157,091 250,205 228,097 211,370 

Total expenses ______________ ._. __ ••• 794,133 1 245,302 1,272,312 1,444,713 1,803,194 2,222,964 2,911,603 4,046,421 3,931,786 3,344,278 
Income before partners' compensation 

and taxes.. ___ • _____ • ___ • _ •• __ • _____ 253,358 218,711 303,535 356,222 516,321 628,509 1,080,457 1,356,372 573,999 615,316 

Number of firms , ___________ ._._. __ ._. 337 346 312 310 374 371 374 386 379 313 

1 Includes interim se~/ice charge which went into effect on Apr. 6 1970. Revenue n88320' Note: Figures may nat add to total due to rounding. 
expense, $8,506. " " 

, Includes gross receipls laxes. Source: NYSE income and expense reports. 
, The NYSE income and expense report was not mandatory until 1935. 
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Losses from errors and bad debts as a percentage of total expenses 
increased 2.8 times between 1961 and 1969. Table II shows losses from 
'errors and bad debts as a percent of total expenses for the period 
,covered. 

TABLE II 

Year 

1961 1962 1963 1964 1965 1966 1967 1968 1969 1970 

Losses from errors and bad debts as a 
percentageoftotalexpense __________ 0.98 0.89 0.70 0.61 0.77 1.49 1.55 2.30 2.74 2.43 

Moreover, the true financial impact of such losses becomes even more 
significant when expressed in terms of a percentage of net income 
before partners' compensation and taxes. 

TABLE III 

Year 

1961 1962 1963 1964 1965 1966 1967 1968 1969 1970 

Losses from errors and bad debts as a 
percentageofnetincome ____________ 3.06 5.04 2.94 2.46 2.70 5.13 4.12 6.85 18.77 13.22 

,While many of the expenses from errors and bad debts incurred 
in 1968 to 1970 were the result of errors which occurred in those 
years, many too, were Unquestionably the result of errors carried 
from earlier years which the firm became unable to resolve and had 
eventually to charge to income. Thus, operational problems when 
"swept under the rug" eventually become a significant factor in rela
tion to the broker's profiitability and eventually to its financial con
dition. Analysis of each of the following categories demonstrates the 
importance of immediately resolving recordkeeping errors. Moreover, 
as will be seen, the failure of firms to treat operational difficulties with 
great urgency led to financial difficulties of such magnitude that the 
firms became unable to recover. 

B. Short stook reoord differenoes 
A short stock record difference occurs when a firm's books and rec

ords indicate securities are owed to someone but the firm neither 
possesses the securities nor lmows where the securities are. To the 
extent short differences are not favorably resolved by research, they 
represent in practical effect a liability of the firm. Short stock record 
differences can arise when the stock record shows the possession of 
certificates which are not found upon an actual count of the certificates 
on hand. They can also arise as the result of an accounting error 
between the control and detail ledgers; and, finally, a short stock 
record difference could occur when an entry to the stock record is not 
balanced, e.g., when a long entry is made for 100 shares of Issue A 
common stock and the corresponding short entry is 100 shares of 
Issue A preferred stock. 

While undoubtedly many of the short stock record differences are 
the result of bookkeeping errors which can be corrected, many repre-
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sent an actual loss of securities 'which will eventually have to be 
repurchased. Further, even with the "pure-bookkeeping" shorts, if 
the incorrect entry is not found, the firm may eventually have to 
buy-in the security represented by the short 'stock record difference 
anyway, because it cannot prove the existence of the bookkeeping 
error. This kind of situation multiplies when there is a loss of control 
over the books and records. Unless entered on an appropriate money 
ledger account by establishing a reserve for prospective losses, un
resolved stock record differences have no led~er balances and would 
not appear on a balance sheet. Stock record differences are reported 
in the Form X-17A-5 report as locations only. Because they are not. 
included in total liabilities, they are not subtracted from total assets· 
in computing net worth and thus would also plausibly be claimed to
be e~1;rinsic to a normal net capital computation. 

In the past, short stock record differences were discovered only 
whcn a firm had its annual audit, and the auditors made a comJ?lete
count of all securities in the broker's possession. Normally, the illltial 
level of stock record differences immediately after the count is high. 
They are continually researched during the course of the audit, and 
are reduced as their origin is discovered. Under Rule 17a-5 of the 
Exchange Act the audit report must be filed within 45 days of the 
audit date unless an extension for filing is granted. The amount of 
stock record differences reported at the filing represent the differences 
which the firm and the auditors have been unable to resolve between 
the audit date and the date the report is filed. Those differences prob
ably do not represent all the firm's differences at the filing date, how
ever, because presumably new differences will have occurred after the 
audit date and would consequcntly not normally be reported. 

Short stock record differences lllcreased to SIgnificant levels during 
1968, 1969 and 1970. Table IV reflects the magnitude of the short 
stock record differences for some of the major firms and for some that 
experienced financial difficulties during the 1969-70 financial crisis. 
Large retail firms which survived the crisis are also included for 
comparison. 

TABLE IV 

Firm 

Merrill Lynch. ______________________________________ _ 
Bache ______________________________________________ _ 
duPont. ____________________________________________ _ 
Goodbody ________ • __________________________________ _ 
Dean WItter _________________________ • _______________ _ 
Walston _____________________________________________ _ 
E. F. Hutton _________________________________________ _ 
Paine, Webber ______________________________ • ________ _ 

~~~~bl~;et~Vi eeks~ ~ ~ ~~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~:: Lehman Bros ________________________________________ _ 
Blair ______________________ .. _______________________ _ 
Dempsey-Tegeler ____________________________________ _ 

Short stock record differences 

1968 

$9,844,080 
<') 

5,383,676 
(I) 

8,638,231 
5,160,033 
8,404,576 
2,980,376 

10,260,000 
(') 

3,635,404 
772,888 

2,631,817 

1969 

$9,359,369 
2,830,000 
8,759,845 

18,000,000 
2,743,797 
4,550,632 
2,560,000 
2,013,158 
8,900,000 

<,> 
384,339 

2,904,394 
12,063,694 

1970 

$3,405,852 
2,850,000 

19,948,150 
9,200,000 

875,000 
760,000 

.500,000 
880,361 

6,905,792 
2,376,155 

<I) 
(I) 
(2) 

I N/A (not applicable)-Figures were not included in the audit filed with the CommIssIon. EIther short stock record 
dIfferences did not exist or the fIrm's audItors dId not deem them material thus leavIOg them out. 

2 No audit report was filed. The firm was either in liquidation, out of bUSIness or merged WIth another firm, 

Source: Form X-17A-5 reports. 
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Furthermore, unresolved short stock record differences, when com
pared to net worth (exclusive of subordinated borrowings) demon
strate the potential exposure for certain firms, because, in the event 
these differences are incapable of being resolved, they develop into 
liabilities. Table V indicates that unresolved stock record differences 
at some firms in 1969 were at a dangerous level. In the cases of Blair & 
Co. and Dempsey-Tegeler the unresolved short stock record differences 
were twice net worth. Hayden, Stone, Goodbody and duPont experi
enced levels less than reported net worth, but even at those levels, each 
firm would have been close to insolvency in the event their short stock 
record differences were all incapable of being resolved. 

TABLE V 

Firm 

W:~h~~ ~~~~~: :~~ ~ ~ ~~ ~~ ~ ~~ ~~~ ~~ ~ ~~ ~~ ~~ ~ ~~ ~ ~~~ ~~: ~ ~ ~ ~~:~::: 
duPonL ••..••.•.•••.....•...••.•.•••... _ •.•.. _ ..... _ ••.. 
Goodbody •••........••...••.•...• _ ...••.•.•.•••..••. _ .••. 
Dean Witter .• _ •..•••..•••....••...•••... _ ••..• _ ...•• _ ..•• 
Walston .. _ ..•••.••••....•.....•.....•..••••.. _ ••... _ •... 
E. F. Ilutton .••...••.......•.••....•••... _ •.... _ .....•...• 
Pai ne, Webber .••...•••..•••....•....••..•.•... _ •••.. _ ••.. 

~rJ;~~~: ~:~~:::::: ::::: ::::::: :::: :::: :::::::::::: ::::::: 
Dempsey· Tegeler .•...••...•••....• _ ....••..... _ .... _ ..••• 

Net worth 1969 

$291,831,795 
61,033,739 
22,898,705 
26,402,019 
18,419,886 
23,795,185 
29, 119,410 
24,383,626 
10,808,466 
1,438,416 
5, 65!, 443 

Short stock record Percentage 
difference 1969 of net worth 

$9,359,369 3.21 
2,830,000 4.64 
8,759,845 38.26 

18, ODD, 000 68.18 
2,743,797 14.90 
4,550,632 19.12 
2,560,000 8.79 
2,013,158 8.26 
8,900,000 82.34 
2,904,394 201. 92 

12,063,694 213.46 

Not only was the magnitude of short stock record differences alarm
ing, but the failure of the firms to resolve these differences led to aged 
differences. A memorandum to the Commission dated September 21, 
1970, from the Division of Trading and Markets outlines the effect of 
aged short stock record differences. 

Aged stock record differences indicate that a firm is not maintaining its books 
and records in a current manner. They evidence a cavalier attitude toward cus
tomers. ill that the majority of the complaints which the firm receives is due to 
non-delivery of customers' .stock and money, which is often traceable to faulty 
customer account records. More important, continued failure to research old 
stock record differences raises the possibility that a firm is deliberately trying to 
evade its responsibility to customers to have their securities on hand and in 
segregation. That is, where a firm has a large excess of short differences over 
long differences, a firm is really making use of customers' securities amounting to 
at least the excess-and failure even to attempt to clean up these differences for 
a whole year after the audit suggests that the firm might be financially unable 
to end this improper practice. 

The practice on the part of some firms of carrying unresolved short 
stock record differences on their books for extended periods without 
buying them in, represents particularly, a gamble in a rising market 
because the exposure increases by procrastination. Despite this gam
ble, several firms did engage in this practice. For example, Francis I. 
duPont, Glore Forgan Inc. represented to the Special Committee of 
the Board of Governors of the NYSE which deals with troubled firms 
that it placed the resolution of short stock record differences at the 
bottom of its list of priorities.14 At the time of the 1070 audit the firm 

u :lIemorandum to the Commission September 21. 1970. "Considerable discussion cen· 
terpd on the firm'" Rtock record differences. The officials stnted that thev had so many 
prohlems last year that the~' had to set an order of priorities for dealing with thl'm, 
nnd thllt they plnce the resolution of stock record dlll'erences ao the bottom." The fruits 
of this policy were that when the firm wns taken over by the Pprot Interests, $55 million 
were neeuI'd to put the duPont operation oa u going basis. See Washington Post, Aug. 21, 
1971, p. C7. 



103 

was still carrying short record differences carried over from its 1969 
audit.15 A subordinated loan by the NYSE to Hayden, Stone was con
ditioned on Hayden, Stone~s buying in its aged differences, some of 
which were three years 01d.16 

The Commission charges the full amount of short stock record dif
ferences to net worth in computing net capital under Exchange Act 
Rule 15c3-1. This same procedure was followed by the NYSE under 
its net capital rule, Rule 325, until May 6, 1D69. Thus, an internal 
NYSE memorandum to the staff dated May 5, 1969 stated: 
Re Treatment of unlocated 8hort differences 

Effective with analysis of answers to financial questionnaires made on and 
after May 6, 1969, we will reverse our previous method and compute original 
Capital positions without any deduction for unlocated short differences. 

Immediately after the present3Jtion of the original capital position on the face 
of analysis an adjusted capital position will be shown giving effect to deduction 
of short differences and a notation relative thereto. 

The form of the notation relative to the adjusted capital position should be 
substantially as follows: 

"The market value of Unlocated Short Differences reported in the answers in 
the amount of $ __________ have not been deducted from the above net capital. 
If these values hwd been deducted the capital position would be as follows: Net 
capital, $-_________ ; ratio, 0/0." 

A similar notation should appear in visit reports in connection with capital 
pOSitions at answer dalRs and current dates when applicable. If the answers 
being reviewed -in a field visit were analyzed on the old basis, capital position in 
visit reports must be stated in accordance with new method. 

L. W. MOCHESNEY. 

This policy of the NYSE was stated publicly by an Exchange official at 
a panel discussion on June 23, 196D. The record of the panel discussion 
reveals this Exchange's position with regard to short stock record 
differences : 

Our policy is and has been for sometime in the past one whereby we compute 
capital without writing off any short security differences. We made a capital 
computation on ,that basis. 

We then adjust that capital computation to reflect what the capital position 
would be if we wrote off the short securHy differences. 

These two positions are then referred to the administraltive end of the Exchange. 
the Department of Member Firms and its coordinators, and there is a work-out 
'between the Stock Exchange and the member firm on the resolving of the details 
as it applies to their capita!." 

The effect of this change in procedure and the "work-out" between 
the Exchange and the member firm was to "sweep under the rug" a 
highly dangerous element. Retail houses, were pa.rticularly affected 
adversely by this approach. Table VI shows the net capital ratios com
puted before and after deduction of short stock record differences from 
net worth. In firms that failed and had to be taken over, the matter of 
being in compliarrce with the net capital rule depended upon the 
difference between charging and not charging the firm for such 
differences. 

llIl\Iemornndnm to the Comml~"lon, Octoher 29, ]970. "At present. It appear. that 
[stock record] differences dating back to 1060 amount to $2,830,000 long and $9,832.000 
short." 

16 June 25. 1970. agreement between Hnyden. Stone and the NYSE. 
l7 The stntement was made fit a panel conference at New York University on the 

subject of the "surprise audit" by Independent public accountants. 



104 

TABLE VI 

Firm 

Merrill Lynch __________________________________________________________ _ 
Bache ________________________________________________________________ _ 
duPonL ______________________________________________________________ _ 
Goodbody _____________________________________________________________ _ 
Dean WItter ___________________________________________________________ _ 
Walston _______________________________________________________________ _ 
Hayden. Stone _________________________________________________________ _ 
Blair _________________________________________________________________ _ 
Dempsey-Tegeler ______________________________________________________ _ 

RatIo of aggregate indebtedness to 
net capital (percent) 

Before charging 
short stock 

record dIfferences 

928 
1.123 

1 $1. 342. 517 
1.980 
1.208 
1.175 
1.728 
1.226 
2.169 

After charging 
short stock 

record dIfferences 

1.008 
1.189 

1 $7.131. 517 
45.180 
1.342 
1.601 
9.492 
4.321 

1 $7.350.207 

1 Net capItal defIcIt-No ratio of aggregate indebtedness to net capital can be computed because net capital is O. 

Short stock record difference,s thus can play a significaJ1t role in a 
firm's finaDcial condition. Analysis of the treatment of short stock 
record differences at BIniI' and 'Co., for example, reveals that, if the 
full amOlUlt of the 1969 stock record differences which were unreso'lved 
at lenst after 73 days (the firm filed its audit 28 dnys late) were charged 
to net capital in computing the firm's net capital ratio, the firm would 
have been ill net capital violation. The firm ultimately filed a volUlltary 
petition in bankruptcy on September 29, 1970, and was liquidated_ 

O. Lon,q stock 1'ecoTri diffe?'ence8 
A long stock record difference is created when a broker has securities 

in its possession bnt its books and records do not indica,te who O"'"11S 
the 'securities. The securities might belong to the firm, customers or 
other brokers. Long stock record differences represent a problem 
becn.use those representing customers' securities are not readily identi
fiable as snch on the books of the firm. 

Long stock record differences for eleven major retail houses for 1968r 
1969 alld1970, are shown in Table VII. . 

TABLE VI I.-LONG STOCK RECORD DIFFERENCES 

Merrill Lynch. _______________________________________ _ 
Bache __________________________________________ • ___ _ 
du PonL ____________________ • _______________________ _ 
Goodbody ___________________________________________ _ 
Dean WItter _________________________________________ _ 
Walston _______________________ • _____________________ _ 
E. F. Hutton _________________________________________ _ 
PaIne. Webber _______________________________________ _ 
Hayden. Stone _______________________________________ _ 
Blair _______________________________________________ _ 
Dempsey-Tegeler ____________________________________ _ 

1968 

(I) 
(I) 

$29. 875. 067 
(I) 

19.412.730 
4.488.176 

18.527.929 
7.703.551 

(I) 
2.180.154 

18.363.753 

1 Not applicable. 
2 No audIt flied; the firm was beIng liquidated before its audit date in 1970, 

1969 

$15.013.718 
4.350.000 

30.848.696 
25.000.000 
4.977.478 
7.224.246 
4.750.000 
3.982.283 
2.803.000 
2.966.628 

10.877.961 

1970' 

$3.713.869 
8,782.420 

10.083.671 
12. 750,000 

1. 100.000 
754.000 
444.000 
989.087 
279.419 

~:~ 

Long stock record differences present additionrul problems not asso
ciated with short stock record differences. 'When long stock record dif
ferences are not resolved, they provide the temptation for the broker to 
use the securities by selling or pledging them, 01' otherwise turning 
them into cflJsh. Because such a practice provides cash for the firm, 
there may be aJ1 economic incentive in not resolving the differences. 
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However, the sale could well represent conversion if the securities 
belong to customers. Moreover, while the firm has use of the money 
upon the sale of secudties encompassed in a long stock record differ
ence, the securities will have to be repurchased, in the event the mistake 
is resolved after the saile (and if it is a customer's security that is sold, 
it usually will be resolved). This could result in a loss to the firm in a 
rising market. 

F. I. duPont ostensibly improved its net capital position by selling 
its long stock record differences. It utilized this procedure in an at
tempt to correct its net ca.pital violation reveaJed by the 1969 audit. 
Throughout 1970, the firm continued to research and sell 0:0:' the securi
ties included in its long stock record differences, a practice which was 
halted in 1971. A July 12, 1971, memorandum to the Commission sets 
forth problems experienced by duPont in selling such secmities. 

The firm's Treasurer was cautioned against selling out long differences, as the 
firm has done in past years, on the grounds that it could be considered both 
fraudulent under our rules and a ,iolation of the N.Y. Abandoned Property Law. 
He replied that they didn't plan to sell out the long differences this year because 
they had had bad experiences in the past, where the ownership was later iden
tified and the securities had to be repurchased. 

D. "Fail8" difference8 
Differences in fails to deliver or fails to receive represent a species 

of stock record differences. Differences in fails accounts a.rise pri
marily because of the mU'ltiple entries required in tracing the move
ment of uncompleted contracts in a firm. vVhen an incorrect entry is 
made or when a required entry is not made, a fails difference will arise. 
Fails differences represent a serious problem in large retail brokerage 
houses because they normally involve customers' securities. A fail to 
receive difference involving customers' securities may indicate that 
the firm has in fact received and incorrectly delivered or used the cus
tomer's securities. 

Several firms experienced high 'levels of fails differences during the 
end of the 1960's which, presumably, were la.rgely the result of the 
increased levels of fails which occurred with the record levels of trad
ing volume. In its 1969 report, Dempsey-Tegeler reported fails to de
liver of $11,106,433 (contract value) from brokers whose identities 
were not known. Similarly the firm reported $1,311,089 in fails to re
cei ve from brokers whose identities were unknown. 

The manner in which fails differences were treated at Dempsey
Tegeler illustrates in part why that firm experienced later difficulties. 

The differences were charged to net worth in computing net capital 
at the audit date. The Exchange computed the firm's net capital ratio 
at the audit date of June 1, 1969 to be 2169 percent. After the audit 
was completed, the ExchanO'e directed the firm to sell the securities 
failed to deliver where the other broker was unknown. The firm's audi
tors, however, were unable to identify the pa.rticular securities to be 
sold. In a memorandum by the Division of Trading and Markets, dated 
October 29, 1969 the auditors' difficulties were set forth. 

·[The auditors] stated that the securities failed to deliver ledger value and 
long market value, where the other side is unknown, had been determined ... in 
the following .manner: The accountants traced every transaction of Dempsey
Tegeler for two months. Every trade which was in It failed 'to deliver status on the 
audit date was compared with the firm's failed to deliver cage file system. If 

71-109-72-8 
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tiJere wns no card in the fniled to deliver cage file reflecting the fail. the account
Jlnts prepared a card. The results of this study of transactions were ret;0rded 
in the general ledger, and the accountant's prepared cards were pl.aced lU t!le 
caO"e file. 'I'he fails to deliver in the general ledger were compared with the falls 
to "deliver in the firm's cage file. Approximately 11.2 million dollars of falls to 
-deliver appeared in the general ledger but not in the cage file and other side was 
unknown. Tho accountants then compared the securities in the failed to deliver 
cage filo ns supplemented by their additional cards recorded as being failed to 
-deliver with the stock record. This comparison showed approximately 8 million 
dollars worth of securities reflected as failed to deliver Oll the stock record. but 
not in the cage file. 'I:'his figure was reported as the long value for securities failed 
to deliver other side unknown and was related to the 11.2 million dollar ledger 
'figure. 

[The auditors] stated that to ascertain which of these securities could be sold 
would take some time and work. They had three people working to prepare a list 
()f securities in the 8 million dollar figure (fails in the stock record but not in the 
cnge files). 'I:'his list has to be compnred with long stock dilIerences to see if the 
securities had hBen delivered to the firm. After thls, the remainder of the list 
would have to be compared with the various intrafirm difference accounts. 'I:'he 
end result could then be sold out. This search would take one good man and two 
-or three assi~tnnts working full time one month. 

The auditors a.lso reported t.hat the search referrerl to above WltS recom
mended to the firm three months earlier, but that Dempsey-Tegeler had 
declined to adopt the suggestion. 

Actual resolution of these differences caused a great deal of prob
lems for Dempsey-Tegeler. In Exhibit A to a February 11,1970 letter 
to Chairman Budge, the Executive-Vice President of the NYSE 
stated: 

~'he firm is concentrating efforts on the Fail Difference Acconnt but so far this 
month has succeeded only in increasing the differences ns maJlY invalid fails to 
deliver detail cnrus are "pulled" and research shows these items were actually 
previously delivered. The firm expects that continued research, however, "ill 
-establish a significant amount which Rhould be trnnsferred from its fail control 
(which will reduce in imbalance) to a failliqnidation account. Of course, to make 
the trnnsfer valid, the firm will ba Ye to idcntify its related securities. 

It was at this time that Dempsey-Teleger was seeking additional 
capital to correct its capital violn.tion. ,John King, a Denver financier 
and the head of King Resources, was contemplaJting an investment into 
Dempsey-Tegeler, but King ,,-anted to be assured that the firm would 
be in capital compEn.nce after the investment. A February 18, 1970 
memorandum of the Division of Trading and Markets noted a change 
in the NYSE policy regarding the treatment for net capital purposes 
-of f,tils differences at least, with respect to this one firm. 

The stnff hns noted the remarkable decrense in capital deficiency in the lnst 
month. 'I'his decrease is even more significant in light of the firm's ~700.000 opern
tions loss for Jannary and the withdrawal of $100,000 in capital. The staff dis
-cussed this matter with an official of the Exchange, who reported that the im
provement occurred as follows: Through December, 1!l69, the firm had a 5.5 mU
lion dollar difference between its fail to deliver (FTD) control Rnd detail ac
counts. As FTD are assets under the Exchange's capital rule, this difference 
account \Vns charged to cRpitat In January the firm mov('d this difference into 
a fnilfl liquidation account. To support this account the firm took a run of aU 
FTD on its stock record. All FTD which the firm believed to be good (there were 
oocuments indicating that the other side acknowledged the trRde) were removed 
trom the run. This left a long FTD of $21.000,000 and a short F'.rD of $8.000.000. 
The secnrities in n.n million fails liquidation account were then valued at market 
!price raising the debit balRnce in the account of $9,000,000. 

The firm, without Exchange objection. treats the $21.000.000 in ~ecuritie~ FTD 
.JlS a good nsset. Offsetting this are the $9,000,000 in the fails liquidation account, 
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the $8:000.000 short FTD and a $6.300.000 haircut on tbe long FTD. This produces 
a total offset of $23,300,000 from which $21,000,000 is deducted giving a charge 
to capital of $2,300.000. This is in lieu of the $5,500.000 charge for the FTD ac
count as charged in December and prior months. The Excbange official furtber 
stated tbat he could not follow all tbat has happened. Nor has there been any 
verification or other cbeck to ascertain if there are any securities in tbe box or 
elsewhere to support these figures. The Exchange official commented, however, 
that be was sure there were some securities and that a box count was going to be 
conducted this weekend. ~'his action raises' serious questions as to whether the 
firm, with tbe Excbanges's approval, is creating difference accounts as assets for 
capital purposes in contradiction of the Exchange pOSition promulgated in Mem
,ber Firm Circular No. 276. In either event tbe question is raised as to wbether 
.the January capital deficiency has been understated by $3,200,000. 

The existence of differences in fails to deliver creates a likelihood 
that the firm will be exposed to mandatory buy-ins by brokers on the 
-other side of the trade under the rules of the self regulatory organiza
tions. In a rising market a firm will probably lose money when an open 
fail to deliver is bought in because the difference between the contract 
price and the price at the time of the bUY'-in must be borne by the 
broker which is unable to deliver the securities. A firm with incorrect 
records in its open contracts will be particularly vulnerable to buy-ins 
because its records cannot be relied upon as the basis for taking neces
sary steps to protect itself from a buy-in. 

Similarly, differences in fails to receive might result in the selling 
out by the broker on the other side of the transaction after repeated 
attempts to deliver the securities. As in the case of a buy-in, the broker 
eausing the sell-out is financially responsible for the losses experienced. 

E. Interoffioe differenoes 
Records are maintained by different offices of a particular brokerage 

house. Branch offices keep certain subsidiary or detail records and con
trol records are kept in the home office. It is not uncommon for various 
branch offices to deal with regional accounting centers which in turn 
deal with the home office. 

'When the records of various officers do not agree, an inter-office dif
~erence will result. Normally, inter-office differences are resolved dur-
1ng the audit. 'When the differences cannot be resolved before the audit 
1S filed, they are reported in theX-17A-5 report. 

Dempsey-Tegeler experienced serious inter-office differences in both 
1968 and 1969 between its Los Angeles, St. Louis, and N ew York ac
counting centers. Table VIII shows the inter-office differences reported 
by the firm at its audit dates in 1968 and 1969. 

TABLE VIII 

1968 196' 

$2,543,044 $4,331,176 
2,280,707 •• _ •• _. __________ _ 
3,272,784 5,320,837 

17,452,478 4,480,05% 

These differences arose in Dempsey-Tegeler's case because it main
tained three accounting centers. These centers were eventually com~ 
bined, and as part 9£ an offer of settlement to charges brought by the 
NYSE, Dempsey-Tegeler agreed to reduce its size to allow all its 
_records to be kept at one accounting center. 
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F. Aged tran8fer8 
To transfer the ownership of securities, a broker transmits certifi

cates to the issuer's transfer agent to reflect the change of ownership 
on the books of the corporate issuer, and to have. a new certificate is~ued 
in the name of the new shareholder. 'When certIficates are not receIved 
back from the transfer agent within a reasonable time (20 days, as a 
rule), a question ariSes as to the validity of the broker's entry concern
inO" the location of the securities. Instead of being at the transfer 
aO"~nt, the securities could have been otherwise misdelivered or re
ccived back from the transfer agent without the proper bookkeeping 
entry having been made. 

Because customers' securities can be involved, aged transfers repre
sent a potential problem for a customer. Even when firm securities are 
involved, by not being able to locate the securities the firm is deprived 
of their use; and, if it is eventually discovered that the entry is in
correct, a short stock record difference is created. 

Aged transfers are not treated as a sepn;rate item on the annual re
port on Form X-17A-5, hence no specific figures are available on them. 
Several firms, however, had serious problems with aged transfers dur
ing the 1968 to 1970 period. Dempsey-Tegeler, in particular, was 
troubled by aged transfers. In qualifying its answers to the firm's 1969 
Form X-17A-5 report, the independent auditors stated in pertinent 
part: 
... further, we have not 'ben able to satisfy ourselves with respect to securi

ties having an approximate market valuation of $7.000,000 shown by the records 
to be held by transfer agents since replies were not received to our requests for 
confirming of such securities. A reserve of $3,000,000 [for aged transfers and 
other items as well] has been provided for possible losses with r!'spect to such 
securities, but we have ndt been able to satisfy ourselves as to its accuracy. 

O. Aged unsemtred receivables 
Aged unsecured receivables by brokers are normally in the form of 

dividends and interest receivable which are due from disbursing agents 
of the issuer paying the dividend or interest or from other broker
dealers. The payment by the issuer is always made to the record owner 
of the securities on the corporate books as of the record date. Because 
the registered owner is often times not the beneficial owner, it is often 
difficult for industry to channel the payment to the rightful owner. 
This is even further complicated by the existence of the "ex-dividend" 
date, which for certain reasons and on rare occasions is subsequent to a 
record date and results in the trading of "due-biBs:' as among 
brokers,18 evidencing that the holder of the due bill is entitled from 
the maker the dividends or interest to which the due bill refers. 

In its study for the Amex, North American Rockwell Information 
Systems Company considered the dividend problem. 

The problem of dividends and dividend reclamations is one of the most costly 
on Wall Street today. Dividend suspense accounts [pending final determination 
of their owners] on the street are currently estimated to total well over $100,000,-
000. This estimate of dollars tied up in dividend reclamations tells only part 
of the story. Larger retail brokerage house may employ as many as fifty people 
in the dividend sections, block trading houses as few as five. Extrapolating to 
the entire securities community, estimated costs for processing dividend reclama
tions amount to millions more. 

18 A discussion of the use of "due b!lJs" among broker-dealers Is contained In Appen. 
dlx G at p. 282. 
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The skill, patience. 'and energies of many individuals throughout the industry 
are required to reclaim dividends. It is their responsibility to recover dividends 
distributed to registered owners on record day, but who were not the beneficial 
'real', owners. Dividends are distributed to corporate shareholders indicated on 
the corporate accounts the specified record day. For many reasons, however, the 
beneficial or rightful owner of corporate shares on record day may not be shown 
-on the corporate accounts, and a dividend claim must be initiated.'• 

As can be seen, significant dividend problems occur even without 
the introduction of errors into the system. However, with the introduc
tion of account errors, the problems can reach such magnitude that 
they are incapable of being resolved. And, when this occurs, the broker 
will suffer the financial consequences because the dividends and inter-

-est owed to customers must be paid, irrespective of whether or not it 
is collected.20 In the case where dividends paid on firm securities prove 
to be uncollectible. the firm does not receive the dividend income due 
it. Even where the interest or dividends receivable are eventually 
,collected, the broker loses the use of the money between the time the 
money is paid its customers and it is actually collected. 

The research of errors is further complicated because the disbursin~ 
'agents do not identify the certificates upon which the dividend is paia 
in the case of the payment on securities in "street name." Identifica
,tion by the broker thus might become impossible if its stock record is 
not perfectly accurate. 

Table IX shows the dividend receivable figures for some major firms 
in 1969. The figures are broken down into total and aged, the latter 
having been uncollected for at least 30 days. Further, the dividends 
receivable are divided into cash and stock. Stock dividends receivable 
.are represented by a short position. 

TABLE IX.-DIVIDENDS RECEIVABLE, 1969 

Firm 

'Merril Lynch _____ .. ____ .. __________ _ 
'Bache ____________________________ _ 
'duPonL __________________________ _ 
Goodbody _________________________ _ 
'Dean Willer _______________________ _ 

~~~~nri_~~~~~~ ~~ ~ ~ ~ ~ ~~ ~ ~ ~ ~ ~ ~ ~= ~ ~ ~ = ~ E. F. Hullon _______________________ _ 
Paine, Webber ____________________ ._ 
Hornblower & Weeks _______________ _ 
Lehman Bros ______________________ • 
Blair _____________________________ _ 
Dempsey-Tegeler __________________ _ 

1 Not available. 

Total 

Cash 

$10,516,606 
2,573,444 
5,212,816 
5,515,598 
1,259,051 
3,848,332 
1,220,967 

623,259 
1,327,841 
1,923,971 

691. 576 
597,597 

r, 400, 799 

Short 

$30,824,016 
4,764,377 
4,703,507 
3,483,942 
1. 940, 896 
9,070,068 
1. 530, 310 
3,582,970 
3,154,578 
6,734,638 
1,524,475 
1,647,618 
2,149,647 

Aged 

Cash 

$7,504,545 
538,444 

3,511,240 
3,099,504 

805,322 
2,768,793 

974,449 
431,418 

(I> 
825,119 

(I> 
(I) 

1,050,660 

Short 

$21,021,799 
449,377 

3,964,627 
1,415,244 
1. 371, 335 
2,283,260 

884,924 
1,394,943 

(I> 
1,396,182 

(15 
(I> 

1,799,34> 

The percentage of aged dividends receivable to total dividends receiv
able demonstrates the problems experienced by firms in collecting 
dividends. Table X compiles these figures from the 1969 figures set 
forth in Table IX. 

1. Securities Indu~try Overview Study, Final Report to the American Stock Exchange. 
September, 1969, p. 5S. 

20 Unlike most situations in the brokerage industry where a broker Is owed money or 
securities which Is normally adequately collateralized, dividends or Interest receivable 
are not collateralized and the broker's losses are greater In the event they prove to be 
uncollectible. 
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TABLE X.-Aged dividends 7'eceivablej total dividends 7'eceiva.ble 

Firm: Percent 
~!errill Lynch ___________________________________________________ 69.00 
Bache ______________________________________________________ --- 13.46 
duPont ________________________________________________________ 7fi.39 
Goodbody ______________________________________________________ GO.17 
JDean 'Vitter ____________________________________________________ 68.02 
I1ayden, Stone__________________________________________________ 39. 11 'Valston _______________________________________________________ 67.58 
E. F. Hutton____________________________________________________ 43. 42 
Hornblo\ver ____________________________________________________ 25.65 
JDempsey-Tegeler _______________________________________________ 80.27 

A high ratio of aged dividends receivable to total dividends receiv
able increases the likelihood that no recovery can be made and thus 
represents potential financial exposure to the firms. In fact, dividends 
receivable have proven to be a reliable indication of a firm's opera
tional condition as a reflection of possible financial exposure. In testi
mony before the Subcommittee on Commerce and Finance of the 
Committee on Interstate and Foreign Commerce, House of Represent
atives, officials of the NYSE testified on August 21, 1971. 

Another new surveillance technique being applied by the Exchange involves 
sending Examiners into firms to look specifically at their handling of dividenils. 
There appears to be a high degree of correlation between problems in the divi
dendarea and problems elsewhere in a firm's operations. 

Different treatment is afforded with respect to dividends and inter
est receivable for net capital purposes by the Commission and the 
NYSE. In computing net capital, the Commission charges the total 
dividends and interest receivable to net worth because these receiv
ables are unsecured and thus may not be recovered. Such treatment 
is consistent with the liquidity concept of the net capital rule. Prompt 
payment of dividends receivable rests entirely on the solvency, good 
faith, and identity of the debtor. 

The NYSE, on the other hand, charges to capital only that amount 
of dividends and interest which is uncollected after 30 days. As stated 
in Member Firm Educational Circular No. 276 dated December 8, 
1969: 

JDividends receivable from other hrokers, dealers or paying agents are similarly 
allowed as goon assets providing that the outstanding receivables are less than 
30 days old. Receivables more than 30 days old are not considered readily 
collectable, despite the possibility that they may later prove to have been paid 
within the next 30 days. This interpretation comes from another basic principle 
underlying the capital rule-that the firms must comply based on what their 
books show at the time. -

However, in the case of Goodbody & Co., net capital credit was 
allowed for dividends receivable in excess of 30 days old. Unfortu
nately for Goodbody, this merely delayed the day of reckoning, since 
Goodbod.v was eventually taken over by Merrill Lynch, Pierce, Fen
ner and Smith, Incorporated. 

Other problems emanating from faulty and non-current books and 
record relate to customers' unsecured and partly secured accounts. 
Moreover, such ft condition creates a tendency to sweep matters "under 
the rug" through the use of Suspense Accounts. 
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H. Oustomers' unsecured or partly secu1'ed accounts 
In dealing with customers, brokers have fully secured accounts, 

partly secured accounts and unsecured accounts. vVhen the value of 
the collateral equals or exceeds the debit balance, the account is fully 
secured, and the broker is not in danger of suffering financial exposure. 
To the extent the collateral is insufficient to cover the customer's debit 
balance, the customer's account is partly secured. These situations nor
mally occur when the value of the collateral in a margin account 
declines below the debit balance. A partly secured account can also 
occur where the customer does not pay for a security purchased in a 
special cash account and the market value of the purchased securities 
decEnes. The customer must pay for the securities within five business 
days after the purchase; under Regulation T the broker must sell the
securities or cancel the transaction upon the lapse of the seventh busi
ness day if the customer has not paid. The broker might have a partly 
secured debit balance if the market price of the security has declined' 
from the contract price. . 

Unsecured accounts occur when delivery of securities is made to a. 
customer before the customer pays for a purchase or when payment for 
a sale is made to a customer before the properly endorsed securities are 
delivered. An unsecured debit balance will also occur if the value of 
the collateral for a security held on margin becomes worthless or where 
the collateral in a margin account cannot be sold for some reason; for 
instance, where control stock collateralizing a debit balance must-meet 
the registration provisions of the Securities Act before it can be sold. 

H customers owe money to brokers that is unsecured or partly 
secured, the solvency and the willingess of the customer to pay deter
mines ,,'hether or not the broker will be successful in eventually col
lecting the debt. In some instances, legal proceedings might have to be
instituted to recover the debit. The deficit in a partly secured account 
and unsecured debit balances are charged to net worth by both the 
Commission and the NYSE in computing net capital. This treatment is 
in conformity with the liquidity concept of the net capital rule. From 
Table XI it is apparent that the receivables from customers which 
were unsecured rose to a high in 196!) when the back-office problems 
were the most critical. The figures fell off with volume in 1970. 

TABLE XI.-DEFICIT IN PARTlY SECURED CUSTOMERS' ACCOUNTS AND UNSECURED CUSTOMERS' ACCOUNTS 

~:~h~~ ~~~~~::::::::::: :::::::::::::::::::::::::::::: 
duPonL •....•••.••.....••.•..•.•...•.....••.•......• 

~~~~bW~lter~::::::::::::::::::::::::::::::::::::::::: 
~~~t~~.~~~~~:::::::::::::::::::::::: ::::: ::::::::::: 
E. F. Hutton ....••••...•.•..•.•......••.•.•.......•.•• 
Paine, Webber ....................................... . 
Hornblower & Weeks .......•.•••..•........•..•.•..•.• 
Lehman Bros .••.•.•..........•.....•........••......• 
Blair ..••...•...•••.....•.••.•••....•.•.•...........• 
Dempsey· Tegeler. ••...•••.••..•...•.•..•..•••..•••..• 

1968 

$15, 112, 076 
3,619,126 
3.879,067 
1,907,743 
1,063,870 
4,363,248 

847,646 
3,372,626 
1,691,297 
5,840,744 

484,228 
557,512 

1,434,847 

1969 

$20,757,187 
5,183,949 
7,033,961 
5,777,561 
1,533,795 
4,206,286 
3,837,716 
3,034,332 
1,751,982 
7,017,697 

560,719 
640,759 

1,514,634 

1 No eudit report was filed in 1970 because the firm was in liquidation by the NYSE, 

1970 

$13,048,479 
4,033,001 
7,855,982 
3,949,467 
1,863,851 
3,564,881 

790,495 
585,980 
775,316 

5,548,263 
235,928 

<I) 
<I> 
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Customers' unsecured balances are set forth in Table XII. 

TABLE XIJ.-CUSTOMERS' BALANCES IN UNSECURED ACCOUNTS 

Firm 

:~:;h~~ ~~~~~:::::::::::::::::::: ::::::::: ::: :::::: ::: du Pont. _____________________________________________ _ 
· Goodbody ___________________________________________ _ 

Dean Witter _________________________________________ _ 
· Hayden, stone _______________________________________ _ 
Walston _____________________________________________ _ 
E. F. Hutton _________________________________________ _ 
Paine. Webber _______________________________________ _ 
Hornblower & Weeks _________________________________ _ 
Lehman Bros ________________________________________ _ 

· Blair _______________________________________________ _ 
Dempsey-Tegeler ____________________________________ _ 

1968 

I $15, 112, 076 
3,095,349 
3,839,933 
1,540,045 
1,004,388 
4,254,224 

783,411 
2,904,103 

984, III 
4,257,041 
1484,228 

(2) 
1,272,173 

1 The firm's auditors reported only unsecured customers' accounts in these years. 
2 The firm's auditors reported no unsecured debit balances in 1968. 
3 Firm in liquidation, no 1970 X, 17A-5 filed. 

1969 

1 $20, 757, 187 
3,610,592 
5,538,606 
4, 155,883 
1, 397, 152 
4,155,375 
3,756, 198 
2,050,544 
1,035,141 
3,867,878 
1560,719 
505,208 

1,444,524 

1970 

1 $13, 048, 479 
3,112,292 
7,021,292 
2,943,912 
1,716,798 
3,562,638 

624,096 
275,197 
499,200 

2,881,638 
1235,928 

(3) 
(3) 

A firm may be unable or unwilling to liquidate a customer's un
secured account. Specific instances demonstrate the magnitude of this 
problem and the effect it has on the financial condition of a broker. 
Kleiner, Bell, one of the firms liquidated by the New York Stock Ex
change, suffered a $2 million loss occasioned by a customer not having 
paid for securities purchased a year before the firm's liquidation. The 
customer purchased 60,500 shares of a common stock in February, 
1969, at a total cost of $4,652,000, but never paid for it_ Pursuant to an 

· exchange offer the shares were exchanged for 151,000 warrants and 
$3,630,000 principal amount of debentures of the company making the 
tender offer. Kleiner, Bell sold the warrants and debentures between 
May 7 and August 22 for a total return of $2,985,000. The loss was 

· charged off by Kleiner, Bell and, although suit was filed against the 
customer, service has not been effected. Kleiner, Bell was eventually 
liquidated at the instance of New York Stock Exchange and the Com
mission instituted administrative proceedings resulting in the revoca
tion of its registration as a broker-dealer on November 30, 1070 for 
among other things, violations of Regulation T. 21 

Another instance involving a possible inadequately secured custom
er's account was uncovered in 1970 by the NYSE in its inspection 
during J une-J uly of Thomson and McKinnon, Auchincloss, Inc. Ac
cording to the Exchange report, the firm had been allowing a cus
tomer to secure a debit balance of $3,265,998 with securities which in-

· cluded possible "control" stock,22 Had this account not been treated as 
fully secured by the Exchange, the firm would have had to charge the 
unsecured portion to capita1.23 

1. Suspense account8 
A suspense account is [tn account used to record securities 'and monies 

- that can't be immediately identified and cleared. Suspense accounts 

21 See Exchange Act Rel~ase No. 9031. Novpmber :l0. 1970. 
22 "Control stock" which Is subject to registration requirements under the Securities 

Act Is treated as not readily convertible Into ca~h for net capital purpo~"R under Rule 
15c3-1 under the Exchange Act. See Exchange Act Release No. 8024. pp. 256-275, Janu
ary 18. 1967. In Appendix E. 

23 Although the firm was supplied an opinion by counsel for the customer that the 
- stock was not "control" stock even though t,he customer was a director of each issuer 
- of the securities, the question was debatable. 
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can have both debit and credit balances which mayor may not have 
related long or short positions. In addition such accounts oan have 
only long or short positions with no related ledger balances. Many 
suspense items may be resolved in a short period of time while others,. 
incapable of being resolved should properly be transferred to another
account, for example, short stock record differences, or be charged 
to income as a loss. 

Suspense accounts arise from the movement of funds or securities' 
without full supporting documentation and appropriate journal en
tries with respect thereto. As an example of how items in suspense ac
counts arise, securities may be delivered to a party whose identity is 
unknown because of faulty records. The entry to the stock record 
would be short to the suspense account. 

This is a temporary entry and should be researched later in order 
that the short entry might be attributed to a particular position. 
In the event further investigation fails to reveal the true owner· 
a short stock record difference might arise. Suspense accounts should 
not be netted out, but should be reported using gross figures. 1£ su
spense accounts can be classified, they should be reported as such. 

Table XIII shows the suspense accounts for certain firms during 
1970. 1970 figures were used because it was the first year most firms in 
the sample reported uncombined figures. In the cases of Dempsey
Tegeler and Blair, 1969 figures were used because they did not file an 
audit report in 1970. 

TABLE XII I.-SUSPENSE ACCOUNTS 1970 

Firm Debit Credit Long 

Merrill, Lynch ______________________ 0 0 0 Bache ___________________ .. ________ $661,772 $60,902 $966,695 duPont. ___________________________ 2,346,719 1,043,712 788,476 Goodbody __________________________ 4, 114,045 102,482 7,046,784 Dean Witter ________________________ 844,012 0 0 Hayden Stone _______________________ 1 410, 502 (2) 1589,950 Walsto n ____________________________ 76,803 89,414 92,948 E. F. Hutton ________________________ 0 0 0 Paine, Webber ______________________ 0 0 0 Hornblower Weeks __________________ 610,337 0 1,199,861 Lehman Bros _______________________ 0 0 0 Dempsey-Tegeler (1969) _____________ a 4, 331, 176 0 a 5, 320, 837 Blair (1969) ____________________ •••• 0 0 0 

1 Other cashier's department account balances and positions (a special suspense account). 
2 Not available. 
'Inter·office accounts (a special suspense account). 

Short 

0 
$972,425 
694,063 

8,562,861 
0 

11,308,403 
263,762 

0 
0 

1,609,974 
0 

a 4, 480, 052 
0 

The Commission charges the sum of the debits and shorts in suspense 
accounts to net worth in computing net capital. The credits and the 
shorts are not offset against the deblts and longs. The Exchange, how
ever, treats suspense accounts in slightly different manner by treating 
long positions with related ledger balances and short positions with 
related credit balances as proprietary accounts. Member Firm Educa
tional Circular No. 276 states: 

The treatment given to suspense accounts is also one that merits a reminder. 
This category includes, DK Fails, Unidentified Fails, Unallocable Securities 
Received vs. Payment, Returned Deliveries, or any other Receivable or Payable 
(both money and/or securities) "suspended" because of doubtful collectibility or 
deliverability. Unsecured debits are to be deducted. Credit balances withou·t 
related security positions are to be included in aggregate indebtedness. Short 
security values without identifiable related credits are to be deducted. Long-
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security values without identifiable related credits are to be ignored. Debits with 
related long security values and credits with related short security values are 
to be treated as proprietary accounts except that net capital may not be in
creased as a result. Member organizations are reminded that all Suspense Items 
are to be reported "broad"'" Suspense accounts in this context do not include 
stock record differences. 

However, the treatment set forth in Member Firm Educational Cir
cular No. 276 was not always followed by the Exchange. As reflected 
in a memorandum to the Commisslon from the Division of Trading 
and Markets dated October 27, 1970, this standard was relaxed in the 
case of Goodbody & Co. to enable it to show a net capital deficiency 
of not more than $10,000,000. 

The significance of the $10,000,000 figure is that, at the time, Share
holders Capital Corporation was considering a maximum investment 
in the firm of $10,000,000. Although the investment never materialized 
and the firm's operations were eventually taken over by Merrill, Lynch, 
Pierce, Fenner and Smith, it is doubtful that a $10,000,000 investment 
by Shareholders Capital Corporation would have corrected the net 
capital deficiency. 

Hayden, Stone also experienced problems with suspense accounts. 
The May 31, 1966 audit revealed that the net of all the suspense ac
counts was a debit of $1,191,651 and 'a credit of $373,481. However, 
netting hides the magnitude of errors in the firm. One account, the cage 
collectIOn account, actually contained a debit balance of $8,125,950 
and a credit balance of $7,401,866. The firm continually had to use 
suspense accounts from this time on to balance its books. By July 31, 
1968 suspense accounts were reported by the firm in two categorles
those with related securities positions and those without related securi
ties totaled $10,415,000 in debits, $12,746,000 in credits, $11,714,000 
long and $13,700,000 short. Suspense accQunts without offsetting securi
ties positions, consisted of debits of $13,200,000 and credits of 
$8,400,000. 

Faulty records of a firm also generate disputes between the firm and 
its customers and other firms and persons. 

J. I te1nS in dispute 
Brokers in dealing with customers, other brokers, clearing corpora

tions and transfer agents frequently are unable to agree on what they 
owe and are owed by the other party. Most of these differences occur 
when delivery to the other party is not properly recorded by one or 
both of the parties. 

Items related to dealings with transfer agents have been discussed 
earlier (See Aged Transfers, supra). Items respecting dealings with 
clearing corporations are normally resolved in a short period of time 
by both parties. While disputes with customers are understandably 
the cause of great concern to the individual customer, the aggregate 
of such disputes do not show up as 'a mruterial problem for the -broker 
because they are not normally identified on the Form X-17A-5 report. 

Items in dispute with other brokers, however, represent significant 
sums and, if not resolved, result in financial loss to a firm. Most dis
puted items occur in connection with the use of an "omnibus" account, 

.. "Broad" R~ \IRed In thIs context reql1lre~ reportIng the figures wIthout offsetting 
the longs agaInst the shorts or the debits against the credits. 
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an account which normally is utilized to facilitate the clearing by one 
broker for another broker that does not maintain its own clearing 
facilities.25 All transactions by the correspondent broker are effectuated 
in the omnibus account of the clearing broker. The omnibus account 
takes the place of the settlement function for the correspondent. The 
clearing broker settles all its own transactions plus the transactions for 
the correspondent broker. Clearing arrangements between brokers are 
normally used because the correspondent cannot economically operate 
a clearing facility or because the correspondent is a regional firm which 
does not maintain separate clearing facilities near the clearing corpora
tion or in N ew York City where most transactions are cleared. 

Omnibus accounts are also commonly used by a broker when it takes 
over the accounts of another broker. The normal procedure is to have 
the acquiring firm clear for the customers of the other firm on an 9mni
bus basis until each customer account can be individually transferred 
to the acquiring firm. 

A defiCIt in an omnibus account like a deficit in any other unsecured 
account might not be susceptible of recovery. This is particularly true 
if the omnibus account comes from a broker that was taken over be
cause it was in serious financial or operational condition. Both the Com
mission and the Exchange charge the deficit in an omnibus account 
to net worth in computing net capital. 

The financial problems experienced by certain firms were largely 
attributable to items in dispute in their omnibus accounts. A difference 
in an omnibus account at First Devonshire Corporation, arising out 
of its acquisition of the fWancially and operationally troubled First 
Hanover Corporation, caused the First Devonshire firm to eventually 
lapse into bankruptcy.26 

The deficit in the omnibus account consisted of $1,500,000 of securi
ties carried long by First Hanover which had disappeared. 

Similarily, the duPont firm experienced a deficit of about $3,000,000 
of short stock record differences in its omnibus account arising from 
its merger with Glore Forgan. 

McDonnell & Co., another firm liquidated by the Exchange with the 
use of funds from its Special Trust Fund, was permitted to take credit 
for disputed items with other brokers in order to avoid a net capital 
violation. A .January 16, 1970, staff memorandum to the Commission 
reported McDonnell as having a net capital ratio in excess of 2,300 
percent, without giving the firm such net capital credit. 

[(. Vn1'econciled bank account8 
When records are not current, there is a tendency to permit recon

ciliation of bank statements to lag. 
Several firms experienced errors in connection with their bank ac

counts, which caused their assets to be overstated for the time that the 
error was unresolved. Their net capital was correspondingly ·over-

"" This refers to the "Special Omnibus Account" ilefineil in Section 41b) of Re!(ulntion T 
[12 CFR 220.4 (b) 1 as an flccount in which fln pxchan.;e member may effect and finance 
trnnSflctions for another broker-dealer, and which is the subject of an "Omnibus Acount 
Agrepment". 

ro The Commi~sion filed an Injunctive complaint lu!ain.t the firm on September 1. 1969. 
for violations of the financial responsibility record-keeping. and anti-frand provisions of 
Federal securities laws after it had been suspended from the NYSE on Augnst 1. 1970 wlth
ont the protection being afforded its customers of the Special Trust Fund. Liti~ation Release 
No. 4735, September 1, 1970. Such protection was later restored when the SIPC Act was 
under consideration. See 116 Congo Rec. S19,998 (daily ed. Dec. 19, 1970). 
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stated, and their customers were not protected to the extent that the
errors existed. For example, the duPont firm experienced problems in 
this area. A staff memorandum to the Commission of October 29, 1970,. 
on the subject indicates that the capital exposure to the firm was, 
serious, and that the firm was not as diligent as it might have ooenin 
keeping current on its bank accounts. 

Dempsey-Tegeler's bank reconciliation problems were perhaps even 
more serious for in at least one case a significant item in excess or 
$1,500,000, representing the failure to record a check drawn to the 
order. of Stock Clearing Corporation, was unresolved for over two' 
years. 

L. I nsuranoe olaims 
Another troublesome item generated by poor records relates to in

surance claims. Short stock record differences or other missing securi
ties might eventually be researched to the point of establishing that the' 
certificates are not in the broker's possession. Such certificates might be' 
lost, stolM, or inadvertently misplaced or delivered. In this event it is. 
possible to put a "stop-transfer" on the certificates missing with the 
transfer agent and upon posting a bond receive re-issued certificates .. 
The transfer agent will refuse to transfer the lost or stolen certificates· 
when presented.27 In some cases, however, it is established that the' 
missing certificates have already been transferred to bona fide pur
chaser for value and a claim must then be filed by the broker with his 
insurance company. :M:embers of certain stock exchanges are required 
by the exchanges to carry fidelity insurance 28 and some brokers carry 
additional insurance to augment the cov~rage of their brokers' blanket 
bond. 

There is a considerable time lapse between the time of the filing of 
the claim by the broker and the time the insurance company honors· 
the cl'aim. The Commission has never treated insurance claims as good' 
capital because of their illiquid nature and because of the possibility 
that ultimately they might not be honored in every instance. The 
Exchange, ori the other hand, has taken a different approach. Member 
Firm Educational Circular No. 267 states: 

In recent years, the Exchange has given immediate credit for potential insur
ance claims .against the broker's blanket IJond where notice has been given to the 
Insuror and firm counsel is of the opinion that the claim is collectible. Under this 
provision. it hns recently been noted that credit has been giYen for some ma·tters 
which are in litigation for some 'time pending the filing of an insurance claim. 
Consequently, the Exchange will in the future apply the 30 day test to the insur
ance claims: credit will be given during the first 30 days after a loss is discov
ered providing that notice has been given to the insuror and firm counsel is of 
the opinion that the loss is collectible, Howeyer, items which remain unpaid or 
unacknowledged for immediate payment by the insuror will not be allowed 
when aged more than 30 days. 

The possibility of a broker receiving the money from a claim within 
30 d'ays is unlikely. During an inspection by the staff of the NYSE 
net capital rule, the Department of Member Firms (the department 
responsible for enforcing the net capital rule) informed the Commis-

'" In the event the securities nre presented for transfer bv a hona fide purchaser for 
value, the transfer agent must issue sepurlties to thp hona fide purchaser and look to thl) 
gnarantor of the s\gna.ture on the assignment or the bond for recovery, See .Article S 
of the D.C.C. 

28 See, e.g" NYSE Constitution and Rules, Rule 319. 
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~sion's staff that the "30 day test" should be expanded to a "60 day 
test" because insurance companies are not capable of processing claims 
within 30 days.29 

Hayden, Stone took credit for net capital purposes in a case where 
·:the insurance claim had not been filed. Had the unfiled claims not been 
given credit for net capital, the firm would have been in violation of 
applicable net capital requirements. The Exchange did require the 
firm to treat its insurance claims in conformity with the treatment the 
Exchange required of its other member firms. 
13. Exce88ive C08t8 of faulty record8 

The costs of researching and carrying errors also presents a finan
-cial burden on a firm. Such costs are difficult to isolate, but certainly 
_are present. In addition to a particular error, such as a short stock 
record difference, not being resolved by a firm resulting in the firm 
,being required eventual'ly to buy-in the securities, the overhead in
"curred in researching the error is likewise expensive. Further, if firm 
assets are involved in the error, the firm might be deprived of the use 

,of some of its capital, and, at least theoretically might have to obtain 
'the capital from another source at an unnecessary cost. 

In a speech given to the Institute for Advanced Technology (for 
·the securities industry) on June 4, 1971, Wilmer 'Wright, founder of 
,the management consultant firm of 'Vright Associates, spoke of the 
,cost of errors. 

Miost firm's would hire a new employee, sit him down by an experienced worker 
'and tell the worker to show the new employee how to perform the operation. 
Since the worker was not trained as an instructor and in many cases didn't 
really know the job he was supposed to be doing. the training period resulted 
in poor 'training and a net decrease in out put of aibout 50% on the part of the 
experienced worker. In other words, for each new employee added, we tempo
rarrly reduced our total capacity by one ha,!f employee. When you remember 
that Exchange member firms added a total of 25,000 employees from 1967 to 
1698, or an increase of 20% 'in one year, you can begin to picture the conse
quences of 'inadequa'te training techniques and short sighted personnel poli
cies .... The number of monp.y errors in 1968 was five times the 1964 rate. 
Non-money errors increased at least three times as mUch. Here, again, the cul
prit was lack of trained employees. Our stUdies indicate that for each original 
error ma'de, at least three or more were made in the process of correcting the 
first one. 

The magnitude of expenses resulting from errors has been so great 
,as to impel Dr. 'Villi am C. Freund, Vice-President and Economist 
.of the New York Stock Exchange, to s'tate: 

'l'he need for better planning and con'trol is dramitized, for example, by the 
'ballooning of "losses and errors in accounts"-an expense item that may serve 
as an index of operational effiCiency. Between 1967 and 1969, expenses directly 

.associated with losses and errors soared 112 percent to $83.5 million-a rate of 
increase sharply out of proportion to the climb in gross income. It can be assumed 
that general inefficiencies buried in other expanse categories also rose,'· 

CONCLUSION 

One of the principal factors which contributed to the distress of 
tl~e financial community was !he tendency. to stand off the evil day, 
WIth the consequent accumulatIOn of operatIOnal problems to the point 

". Staff memorandum to the Commission, April 15, 1970. 
so Address by Dr. W!lliam C. Freund. Management Conference of the Association of 

. Stock Exchange Firms, September 10, 1970. 
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of no return. This should not be permitted to occur again; and every 
effort of the industry must be expended to place it in a position through 
modern computer technology to handle the anticipat(d volume of the 
1970's. 

The inadequacy of management in the securities industry can be 
laid to the door step of its excessive concentration on sales and on 
trading.31 On the latter point, reference has already been made to the 
heavy expenditure by the industry of customers' free credit balances 
and other cash equities in the firms' proprietary securities. 32 

Recent independent studies have commented on the phenomenon 
of the lack of managerial caliber in the industry with the consequent 
absence of planning and .of the use of ordinary management tech
niques as constituting a function of the focus on saies. The Lybrand 
report 33 urges that "firms should eliminate the serious hierarchical 
void that exists at the middle-management level where important 
supervisory posts have been filled by personnel lacking administrative 
ability or training." 34 

'Wright Associates, the management consulting firm which has per
formed services for the industry for many years, conducts an ongoing 
survey of originally seven, then of thirteen, and, now, of about nine 
NYSE firms of substantial size.35 Four of the firms included in the 
group experienced snch difficulties that they could not survive except 
by merger or being taken over by new management with a substantial 
infusion of capital. These are, Goodbody & Co., Havden, Stone In
corporated, Hirsch & Co. and F. 1. duPont & Co. Had their manage
ments been sensitive to the volume of business required to break event 
they might have recognized their plight in time to initiate cost-cutting 
measures to reverse their downward trend. The quarterly reports 
rendered to these firms by Wright Associates based on the records of 
these firms revealed that, by the first quarter of 1969, they exceeded 
the "margin of safety" in the relationship between gross income and 
direct and periodic costs. The formula employed by "Tright is ex
plained by the following example: 

Million 
Total gross income______________________________________ ______________ $25 

Direct costs: Producers compensation; excess production salaries; 
managers' salaries and bonuses; commissions paid others; clearing 
charges; exchange fees; and net brokerage costs. 

Total direct costs_____________________________________________________ 10 

81 See supra p. 53. Amex found it necessary in October 1969 to adopt Its Rule 23, to 
restrict short term trading by members for their own account from off the floor. See p. 38 
of Amex Report to SEC nnder cover of its June 1, 1971. letter. 

32 See ch. II, p. 75 supra. 
33 This Is a report sponsored by Lybrand, Ross Bros. & Montgomery, a certified public 

accounting firm which engages in brokerage accounting. The report Is entitled "Paper 
Crisis (1970) In the Securities Industry: Causes and Cures" [hereinafter called the 
Lybrand Report) and it was prepared hy Professor Sidney Robhins of the Columbia 
Graduat!' School of Business, Walter Werner, Professor of Business Law, Columbia 
School of Law and Columbia Graduate School of Business, Craig Johnson, Assistant 
Profpssor In Finance, Columbia Graduate School of Business, and Aaron Greenwald, a 
member of Lybrand's consulting stafl'. Both Robbins and Werner are former staff officials 
and had Important roles In the Special Study . 

.. Lybrand Report, p. 9. 
35 The variation in the number of firms studied Is accounted for principally by such 

events as the insolvency and merger (with consequent disappearance) of some of the 
number. A Wall Street Journal article on Jnne 30, 1970, p. 30 Identlfl!'9 the 13 
firms as at that date as Reynolds. Paine-Webber, Hirsch, Goodbody, Shearson-HammlI!, E. F. 
Hutton, Thomson-McKinnon, Dean Witter, Walston & Co., Hayden Stone, Hornblower & 
Weeks, duPont and Bache. 



119 

Profit contribution____________________________________________________ 15 
Period costs: Personnel; communications; occupancy and equipment; 

promotional; and other expenses. 
Total period costs____________________________________________________ 14 

Customer interest profit: 
Interest received from customers______________________________ 3. 5 
Less: interest paid on money lJorrowed________________________ .5 

Total customer interest profiL_________________________________________ 3 
Period costs after customer interesL___________________________________ 11 
Operating profit after customer interest________________________________ 4 

Margin of safety after customers interest, .267. 

Thus, if gross income declined 26.7 percent, total direct and period 
costs would equal gross income and no profit would be realized by the 
broker-dealer. 

Using this margin of safety percentage these were the margin safety 
percentages for the four broker-dealers: 

1st Quarter 1969 ................................... . 
2d Quarter .•••.••.........•.•.•.••.•..•.•.•.•.•..•• 
3d Quarter .•.••.•••........•.•.••••.•..•...•••.••... 
4th Quarter. ..•..•...•.• ".".".".,., •.•..•••..•.. 
lst Quarter 1970 .••..••.•.•••..•.•.•••.••.•.• , ...•.• 
2d quarter .•••.•••.••..•..•.....•••• """ ....•.••• 

Firm 
No.1 

0.225 
.055 

(.247) 
(.096) 
(.121) 
(.135) 

Firm 
No.2 

0.017 
(.228) 
(.550) 
(.251) 
(.099) 
).270) 

• Firm 
No.3 

0.054 
(.073) 
(.311) 
.1I0 

(.372) 
(.436) 

Firm 
No.4 

(0.016) 
(.194) 
(.865) 
(.010) 
(.294 ) 
(.551) 

It is seen from the foregoing that the signs of trouble existed as 
early as the first quarter of 1969 for the four firms and continued 
until the middle part of 1970; and that one of them already had ex
penses exceeding its gross income. The obvious solution to this situa
tion was to increase income or cut costs, or both. By 1970, however, it 

, was no longer possible to increase income because of the contraction in 
market values and concomitant reduction in trading volume and loss of 
commission income. 

The attempts to cut costs, begun in 1970 were classic examples of 
"too little, too late." For firm No.1 period costs continued at the same 
level until the thi.rd quarter of 1970, while gross income declined 29 
percent from the first quarter of '69 to second quarter of 1970. As for 
firm No.2, gross income declined 34.6 percent from first quarter of 1969, 
whi.le period costs declined only 7.8 percent over that period. For firm 
No.3, period costs increased in the second quarter of 1970 by only 8.0 
percent, where. gross income declined 17.6 percent. The gross of firm 
No.4 declined 41.4 percent over this period. Although cost reductions 
of 10.1 percent were made in the fourth quarter of 1969, total reduc
tions made in the first quarter of 1970 of 15.9 percent over costs in the 
first quarter were not sufficient to stave off the inevitable. 

During this same period, broker-dealers expanded by increasing 
the number of branch offices and employing more registered representa
tives. New York Stock Exchange member organizations, which had 
3,036 offices in 1960 and 27,896 registered representatives, had, by 1968, 
increased to 4,278 offices and 49,644 registered representatives. 
By 1970, moreover, 333 NYSE member organizations had 63,514 
registered representatives. With regard to the expenses of these same 
NYSE member organizations, of the, costs identifiable with the sales 
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function, 62.1 percent of the compensation paid to all partners, officers 
and employees were identifiable with the sales office, according to 
Wright Associates.36 

This emphasis on the sales end of the business was not matched by 
the service necessary to keep up with the volume of sales. As the 
Lybrand report expresses it, a customer dealing with the same house 
for the past twenty five years would have been very favorably im
pressed with the modermzation of the board room and the various 
electronic gadgets at the command of registered representatives who 
need only to press the right keys to get up to the minute data on 
price, volume, dividends and earnings information. In contrast, says 
the Lybrand report: 

But had he asked for a description of the path his order took, from the time 
he submitted it until he finally received a stock certificate, his registered repre
sentative might have presented a flow diagram yellowed with age. In other 
words, from a system's viewpoint, there was little change." 

In fact, says the Lybrand Report: 
Had the customer visited the back office of his brokerage house, he probably 

would have experienced a growing discomfort. Threading his way through the 
crowded personnel hurrying about their business, he would find that more people 
in the same physical location made the atmosphere denser, the noise louder, 
and the general environment dingier . . :' 

Firms began raiding each others' back office help, and when they 
realized that this did not augment the back office force, they hired 
untrained people, all to no avai1.39 

Some firms excitably attempted abruptly to effect a Cure for these 
ills of long standing, by instant computerization with dire results.40 

3(l According to a representative of the Rand Corp. which also engaged in an industry 
stud~' "Ueducing Costs of StoSk Transactions A Study of Alternative Trade Completion 
Systems" (Dec. 1970) about 7[) percent of broker-dealers costs are sales related, including 
sales personnel researCh, office lease, telephones and communication equipment. 

'" IJybrand Report, p. 22. See also the statement in the "Report of the American Stock 
Exchange To The Securities And Exchange CommiSSion In Uesponse to Uequests 1)'01' 
Commenoo Regarding Section 11 (h) of the Securities Investor Protection Act of 1970" 
under cover of a letter to the Commission dated June 1, 1971, at p. 13: "Partly as the 
result of the managerial role played by sales personnel. there has been a tendency among 
some firms to try to solve financial problems by sales, rather than management, tech
niques", and, on the same page: "A related practice which has been observed, particularly 
where those with an exclusively or principally sales background decided the policy of 'a 
firm, was an attempt to avoid difficult management problems by operating a business 
largely on the belief that the problems would resolve themselves and the market would 
turn," See also the address of Wilmer Wright of Wright Associates to the Institute of 
Advanced Technology at The Greenbrier on June 4, 1971 [hereinafter called the Wright 
speech] uncler the caption, "Resistance To Change, at p. 8. 

38 Idem at p. 23. On this subject, the Lybrand Heport concludes: !'Generally speaking 
business is conducted in the brokerage bacl. office the same way it was years ago." Idem 
at p. 25. See also, Idem at p. 62. Attached as Exhibit H, is a flow chart in the Lybrand re
port which shows In graphic terms how a transaction proceeds through In the back ollice. 

Oil Idem at pp. 36-1)7. See also the Wright speech at pp.2-3. 
40 "As a substitute for people, firms sought refuge in the computer installations often 

previously avoided; but such changeovers cannot be made in haste. In olle instance a 
company dismally reported that it had let senior clerks (those who had asked fo~ a 
raise) go during the period of rising activity. The firm believed that they were super
fluous, since it was converting to electronic systems. However, the tranSition became so 
drawn out that the company was left with fewer qualified clerks ulld no functioning 
computer to take their place. Another firm discovered that newly recruited programmers 
attempted to establish packages that bent ollice procedures to the computer ruther 
than adapting the machine to internal systems. Consequently, just when the need for 
such technology was particularly acute, the new equipment was of little help in re
lieving back office problems." Idem at p. 38. And see NYSE, Aug. 10 1971 letter to 
Irving 1\1. Pollack, Director of the Commission's Division of 'I.'rading and Markets in 
which It was pointed out that Amott Baker & Co. Inc. converted from a munual system 
to computerized llookl.eeeping in November 1968 without maintaining a puraUel manual 
system, the result having been that by the end of December, 1968 "the firm had lost 
complete control of Its records." See also the Wright speech, p. 3. 
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All of these breakdowns can be laid at the door of incompetent 
management, and one does not have to seek far to find the reason: 

Under crisis conditions, as developed in the securities industry following the 
sharp volume rise in 1965, there is a crying need for effective top level leader
Sllip to help adjust to new circumstances. In general, such steadying and 
knowledgeable guidance was absent in the securities industry during most of this 
period. Often the highest level managers lacked operational background and could 
not fully apprehend the scope of the problem nor the solutions that would be 
developed. It is not easy for a man, geared to the sales end of the business, 
to realize suddenly that the firm's major problem lies in the back office. While 
realization may prove difficult, formulation of an effective plan, under the 
existing pressures and without adequate background from which to work, is a 
virtual impossibility.41 . 

Benefiting from those recently hard earned lessons, the brokerage 
industry has implemented new programs to monitor the operational 
and financial 'condition of the industry and thus provide brokers an 
effective management tool. At an April 19, 1971, meeting with the 
Commission, the self-regulatory organizations reported: 

These surveillance activities have greatly expanded in quality and quantity 
over past efforts. Where specific problems are uncovered they are promptly dealt 
with, and so far only a handful of firms in the whole industry are under any 
kind of restriction due to operational difficulties.'" 

The NYSE has reorganized its Department of Member Firms. Be
sides the annual inspection, examiners now conduct two special inspec
tions on segregation and on dividend control. Principal coordinators, 
experienced operationa~ men, are assigned to work closely with trou
bled firms in specific areas. The surveillance system has been expanded 
to include monthly profitability data and an exposure index for each 
member firm. The exposure index is the ratio to excess net capital of 
the total of aged transfers and aged dividends and of various error, 
suspense and difference accounts. The figure expressed as a decimal 
should be as low as possible and as it increases the Exchange is alerted. 
In February 1971 an operations check list of significant controls was 
sent to each firm to help it identify possible problems and to review 
each firm's responsibility in the operational area.43 In addition, the 
Exchange is working with other self-regulatory organizations to 
develop a standardized reporting system for the industry. 

The Amex has developed the F ACS program (Feedback and Anal
ysis of Control StatistIcs) which is based on certain norms devel
,oped by the accounting firm of Ernst and Ernst after a searching re
view of industry operations at the instance of the Amex. Under this 
system, members of the Amex (many of whom are members of the 
NYSE) are furnished yardsticks of performance in such areas as 
paper processing, customer service, personnel ratios, money man
agement, and computer operations. Separate standards have been 
established for different classes of firms, categorized as N ew York 
retail houses, institutional firms, and regional firms, respectively. 
Under the program, monthly reports are submitted by members to 
the Amex setting forth information classified in such a manner as to 
enable Amex to guage how the member is operating as against the 
.standard which applies to him. A report is then sent back to the firm 

41 Lybrand Report at p. 39. 
" Exchange Act release 9155, April 19, 1971. 
,J See NYSE M. F. Educational Circular No. 322, Febrnary 5, 1971. 

71-109-72--9 
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indicating how·its operations vary from the norm, with the implied 
suggestion that improvements are called for in the troublesome areas. 
The Amex also publishes and distributes to its members a magazine 
entitled, "Management and Operations" with the view of encourag
ing professional management in the industry. 

The NASD has revised its surveillance program by adopting its 
Form Q, a questionnaire developed as the result of meetings with the 
Commission and the major stock exchanges in October and Novem
ber 1969. The form contains requests for financial and operational 
information to be filed quarterly by each NASD member. One third 
of the members file each'month. 

The Association of Stock Exchange Firms has recently published 
a manual entitled "Solution to Operations ProbleTM in Stock B1'oker
age Fi1'1n8: A Guideline of Oase Histories." This Association serves 
nearly 500 member firms of the NYSE and its principal function is 
to improve the management capacity of its membership. This manual 
was prepared by Lybrand, Ross Bros. & Montgomery 44 to provide 
insight into operational problems by citing case histories of problems 
for each major back-office department of a brokerage firm. 

In addition to these steps taken to improve the industry's ability to 
manage its operations, the regional exchanges have supplemented the 
efforts of the major exchanges. All programs are aimed at collecting 
meaningful data in as short a period as possible to enable the firm to 
utilize the data as an effective management tool in addition to pro
viding the self-regulatory organizations with new surveillance tech
niques necessary to fulfill their obligations under the Securities 
Exchange Act. 

Proposed Rules 15c3-3 and 15c3-4 on the subject of reserves respect
ing customer's securities and credit balances contain provisions for 
periodic reconcilement of bank accounts and for maintenance of rec
ords which, by their nature would have to be current/5 and Rule 17a-
11 requires a broker-dealer to give telegraphic notice to the regulatory 
authorities promptly when his books and records are not current, and 
to follow that up with a written communication within 48 hours 
thereafter stating the corrective steps taken.46 

.. This Is the same firm as the one which published the Lybrand report . 

.. See Exchange Act release No. 9388, November 8, 1971 . 

.. Rule 17a-11. See Exchange Act release No. 9268, July 30, 1971. 



CHAPTER IV-USE OF CUSTOMERS' FUNDS AND 
SECURITIES 

IN'l'RODUCTION 

The chaotic condition in which the industry found itself during 
the period under study was accompanied by the mishandling of funds 
and securitics of customers on a significant scale. There was a dis
regard on the part of some broker-dealers of applicable segregation 
requirements for customers' fully-paid and excess margin securities 
and violations of applicable standards for the hyothecation and 
lending of customers' securities. Moreover, proprietarx securities of 
many firms far exceeded the resources which could possIbly be attribu
ted to invested capital; hence, these firms were speculating in securities 
with the credit balances of customers. 
1. Oustomer assets 

Customer assets in the possession or control of broker-dealers may 
be divided into two general categories: customer funds and securities. 
Customer funds consist of free credit balances and other credit balances 
or cash equities.1 Free credit balances may be defined as those amounts 
of cash owed by broker-dealers to customers which the customers have 
an immediate, unrestricted right to withdraw and are created in the 
ordinary course of the broker-dealer's business when (a) the customer 
deposits cash with the broker-dealer and indicates that instructions 
to purchase securities for his account will be forthcoming; (b) the 
broker-dealer sells securities for the customer and holds the proceeds 
pending instructions from the customer as to reinvestment or other dis
position of the proceeds; or (c) the broker-dealer receives and does 
not transmit interest and dividends on customers' securities which 
broker holds in "street" name.2 

Members of the NYSE held free credit balances of $3.636 billion at 
December 31, 1968, $2.758 billion at December 31, 1969, and $2.245 bil
lion at June 30, 1970. 

1 As discussed herein, the term "other credit balances or cash equities" is equivalent 
to "other credit balances" and "deposits on open transactions" which are defined by 
Exchange Act release No. 34-9388 (Nov. 8,1971) as follows: 

The term "other credit bahtnces" shall mean liabilities of a broker or dealer to 
customers reflected on the books and records of the broker or denIer, other than 
free credit balances. deposits on open transactions and amounts segregated in 
accordance with the Commodity Exchange Act and rules and regulations thereunder; 

The term "deposits on open transactions" shall mean cash payments by cu~tomers 
or application by bookkeeping entry of customers' free credit balances in payment 
for securities purchased, until such time as the securities are appropriated for 
the account of the customer. 

• Securities in "street" name are securities which are registered in the name of the 
broker-dealer or Its nominee but which are beneficlalIy owned by the customer. As 
Issuers of securities transmit Interest and dividends to the holder of the record (I.e. the 
registered owner) the broker-dealer will ordinarily receive such interests Or dividends. 
Normally, unless the customer specifically requests delivery of his securities or requests 
that his securities be registered In his name. the broker. as a means of operational 
convenience, will hold securities purchased for the account of the customer in "street" 
name as such securities are more readily deliverable. Special Study, pt. 1, p. 395. 

(123) 
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Other cash equities include funds of customers in cash and margin 
accOlUlts which are not freely and immediately withdrawable by the 
customer but the broker-dealer has an accountability for their use, 
and should not be free to utilize such funds for its own trading 
purposes. 

These cash equities are created in several different ways in the 
ordinary course of the business of the broker-dealer. First, when a 
customer instructs the broker-dealer to effect a purchase of a security 
with all or part of a free c:r:edit balance in his account, the amount 
of the purchase price ceases to be freely withdrawable by the customer 
and that amount constitutes a cash equity until used by the broker
dealer to effect a purchase. Secondly, a margin account customer may 
be prevented by the retention requirements of the Federal Reserve Sys
tem (12 CFR 220.3 (b) (2)) or applicable rules of a national stock ex
change from "ithdrawing part or all of the cash in his account. When 
a customer effects a short sale, his account is credited with the sale 
price, but he cannot withdraw either the proceeds of sale or the funds 
he was required to furnish as margin for the transaction,S until he 
covers the short sale. 

Additionally, broker-dealers hold customers' funds deposited as 
payment for securities they purchased, but which the broker-dealer 
on the other side has failed to deliver. The basic characteristic of all 
of these cash equities is that the broker-dealer has an ultimate ac-
countability for them. . 

Data regarding the amount of customer cash equities is not readily 
available. However, from statements furnished by its members, the 
NYSE does compute an aggregate amount designated as "other credit 
balances" of cllstomers. The amount of "other credit balances" of cus
tomers of NYSE member firms was $2.962 billion at December 31, 
1968, $2,080 billion at December 31, 1969 and $1,361 billion at June 30, 
1970. Such "other credit balances" represented in excess of 50 percent 
of the free credit balances outstanding on these respective dates.4 

13. Oustomer sec'urities 
Customer securities in the possession and/or control of broker

dealers may be classified as fully-paid, margin or excess margin. 
A. Fully paid securities 

Customers who utilize a special cash account (as defined in Section 
4( c) of Regulation T, 12 CFR.220.4( c)) must pay in full for any pur
chased securities promptly, which according to trade custom is 
five business days. 'When these "fully-paid" securities are deliv
ered to the broker-dealer, he mayor may not deliver them to the pur
chasing customer, depending on the customer's instructions as to 
disposition. If the customer has not requested delivery, the broker
dealer will generally hold these fully-paid securities for the account of 

3 Under Regulation T, sec. 8, 12 CFR 220.8, the current margin for short sales is 55 
percent of current market value. 

'Memorandum, "The Financial Condition of Broker-Dealers: A Question of the Adequacy 
of Capital and Regulatory Safeguards," Office of Polley Research, Securities and Exchange 
Commission, June 8, 1971, p. 5. 

6 See Sp~clal Study, pt. 1, p. 398. 
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the customer. The customer may instruct the broker-dealer to hold 
these securities for a variety of reasons, primarily, however, as a con
venience.5 If such securities are held by the broker-dealer, they are 
normally registered in "street" name and as such are more readily" 
transferable at such time as the customer may wish to sell. 

There are currently no statistics available regarding the total value 
of customers' fully-paid securities held by broker-dealers. However, 
the largest brokerage house, Merrill Lynch, Pierce, Fenner & Smith, 
held in 1970 al?proximately $18 billion of customers' fully paid secu
rities.6 At AprIl 30, 1971 the regional firm of A. G. Edwards & Sons, 
Inc. held $246 million of customers' securities for safekeeping.1 

B. lJ! argin seourities 
Securities which are purchased by customers who utilize margin 

accounts pursuant to which credit is provided by the broker-dealer 
are designated as "margin" securities. Margin securities are held and 
used by the broker-dealer as collateral for the amount (debit balance) 
owed him by the purchasing customer pursuant to applicable margin 
requirements. 

O. Exoess margin seourities 
Excess margin securities are those margin securities having a market 

value in excess of the amount required to be held as collateral for the 
debit balance in the margin account. For example, if a margin cus
tomer purchases 100 shares of XYZ at $100 per share, and deposits 
required margin of $5,500 (55 percent of purchase price), he has cre
ated a debit balance of $4,500. Those shares of XYZ having a market 
value in excess of 140 percent of the debit balance are "excess margin" 
securities according to the rules of the NYSE.9 Thus, if the market 
value of XYZ is $100 per share, and the debit balance is $4,500 and the 
required collateral is 140 percent of the debit balance or $6,300, then 
$3,700 ($10,000-$6,300) is "excess margin." 
3. Use of customer assets by broker-dealers 

A. Oustomer funds 
(i) Free oredit balanoes 

Free credit balances of all NYSE member firms aggregated $3.636 
billion at December 31, 1968, $2.758 billion at December 31, 1969, and 
$2.245 billion at June 30, 1970. It is significant to consider the amounts 
of free credit balances of customers held by NYSE members who con
duct a public (or "retail") securities business. As seen from Table 1, 
the 25 largest member firms listed on the basis of gross income 
in 1969 reported the following amounts of free credit balances as of 

• Statement of Hamer H. Budge, ChaIrman, Securities and Exchange CommIssIon, 
Hearings before the Subcommittee on Securities of the Senate Committee on BankIng 
aud Currency, on Bills to Provide Greater ProtectIon for Customers of RegIstered Brokers 
aud Dealers and Members of National Securities Exchauges, 91st Coug., 2d Sess. (1970), 
p.9. 

7 RegIstration statement of A. G. Edwards & Sons, Inc., on Form S-l, p. 19 (File No. 
2-41309). 

• NYSE Rule 402. See also NASD Rules of Falr PractIce sec. 19(d). 
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their respective audit dates for the years 1968, 1969 and 1970, as 
follows: 

TABLE 1 

Customers' free credit balances 

Firm name 1970 1969 1968 

~:i.h~~tC~~! ~~::: :_~: ~ ~ ~::::::::::::::::::::::::::::::::::: 
g~~~~~ftt:r ?_o_-_-_-_-_-_-_-_-_-_-_-. ~ ~~~:::::::::::::::::::::::::::::: 
Walston & Co., Inc _________________________________________ _ 
E. F. Hutton _______________________ .- ___________ • __________ _ 

m~~:~~~J:i:~;I;~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~::::::::::::::::::::::::::::::: 
~~~~~~';i~~weeks:::::::::::::::::::::::::::::::::::::::: Reynolds & Co _____________________________________________ _ 
Eastman, Dillon _________________________________ • __________ _ 

~~:i~~ !~~~~~~::::: ::::::::::::: ::::::::: ::::: :::::::::::: Burnham & Co _____________________________________________ _ 
Harris, Upham _____________________________________________ _ 
A. G. Becker _______________________________________________ _ 
Bear, Stearns ______________________________________________ _ 
Dominick & Dominick. _____________________________________ _ 
H. Hentz & Co _____________________________________________ _ 
Shields & Co ______________________________________________ _ 
Thomson & McKinnon ______________________________________ _ 

$337,924, 053 $381,640,045 $398, 592,383 
51,283,727 85,863,120 91,847,190 
48,256,861 45,809,758 59,653,61\ 
33,663,247 51,566,052 61,631,870 
34,755,617 49,843,640 52,428,635 
30,031,659 34,328,190 40, 190,885 
32,687,492 48, 557,779 63,724,437 
39,639,646 39,892, 104 46,684, 230 
72,993,521 97,759,470 62,860,036 
28,726,764 40,081,703 40,076,046 
19,495,924 29,098,663 41,990,535 
29,697,328 40,770,262 39,970,039 
30,865,0\4 28,249,098 31,215,497 
16,140,268 31,076,688 28,752,972 
20,042,340 19, 189,600 22,864,747 
23,124,910 31,917,502 25,733,566 
27,724,960 27, 190,400 30,818,414 
14, 213, 885 26,329,218 23,771,952 
25,027,707 34,352,836 35,945, 124 
13,335,099 22,580,365 16,028,060 
9, 165,627 10,885,626 11,486, ISS 

17,090,396 21,812,619 20,465,546 
8,861,164 11, 550,031 19,906,616 
9,233,683 7,789,491 9,981,808 

18,934,654 17,376,294 20,937,325 
--------------------~. 

$1,235,510,554 $1,297,557,679 Total. ______________________________________________ _ $992,915,546 

Thns, as Table 1 indicates, the top 25 broker-dealers having public 
customers carried free credit balances of $1,297,557,679 in 1968, $1,235,-
510,554 in 1969 and $99,915,546 in 1970. 

A further indication of the imporlance of free credit balances 
is the following listing of free credit balances held by 59 selected 
NYSE member firms at December 31, 1970. These firms are classified 
as (1) "institutional," firms whose average transactions involve at 
least 1,000 shares per order, (2) "regional," firms whose main offices 
are situated outside New York City, and (3) "retail," firms whose 
transactions average between 100-199 shares per order.9 

Free credit balances of firms 

Institutional firms: 
Salomon Bros. & Hutzler __________________________________ _ 
Seligman __________________________________________________ _ 
Kuhn, Loeb & 00 ___________________________________________ _ 
Donaldson, Lufkin J enrette ________________________________ _ 
Drexel Harriman Ripley ______________________________ ~---__ _ 
Lipper (A.) _______________________________________________ _ 

Regional firms: Advest & 00 _______________________________________________ _ 
Bosworth, Sullivan ________________________________________ _ 
Bradford & 00 _____________________________________________ _ 
Butler, Wick _______________________________________________ _ 
Ohristopher & 00 ___________________________________________ _ 
Orowell, Weedon ___________________________________________ _ 
Daly & 00 _________________________________________________ _ 
Davis, Skaggs & 00 ________________________________________ _ 

Tlw!l8a"d.~ 

$2,622 
4,226 

12, 766 
3,47::1 
4,014 

24 

5,814 
1,G43 
3,385 
1,327 
1, 184 
1,927 

612 
1, 756 

• Memorandnm, Estimated Impact of Reserve Requirements Against Credit Balances 
In Customers' Securities Accounts Based on Proposed Rule 15(c) (3)-(4), Office of 
Policy Research, Securities and Exchange Commission, pp. 8-10, Mar. 22, 1971. 
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Free credIt baZances at firms-Continued 

Regional firms-Continued Elkins, ~iorris, Stroud _____________________________________ _ 
First Mid-.A.merica __________________________________________ _ 
Foster & MarshalL ________________________________________ _ 
Howard, Weil, Labouisse, Friedrichs _________________________ _ 
Illinois Co _________________________________________________ _ 
~1cCarley & Co _____________________________________________ _ 
Rothschild & Co ____________________________________________ _ 
Rowles, Winston ___________________________________________ _ 
Shuman, .A.gnew ____________________________________________ _ 
Sutro& Co _________________________________________________ _ 

Retail Firms: Bache & Co ________________________________________________ _ 
Baker, \Veeks ______________________________________________ _ 
Bear, Stearns ______________________________________________ _ 
Brown Bros., Harriman ____________________________________ _ 
Burnham & Co ______________ ~ ______________________________ _ 
Clark, ])odge _______________________________________________ _ 
])ominick & ])ominick ______________________________________ _ 
Eastman ])illon, Union Securities ____________________________ _ 
Edwards, .A.. G. & Sons ______________________________________ _ 
Faulkner ])awkins & Sullivan _______________________________ _ 
Harris, Upham _____________________________________________ _ 
Hornblower & Weeks Hemphill-Noyes ________________________ _ 
Hutton (W. E.) & Co _______________________________________ _ 
Josephthal & Co ___________________________________________ _ 

J{idder, Peabody--------------------------------------------La wrence & Sons __________________________________________ _ 
Lehman Bros ______________________________________________ _ 
Merrill Lynch Pierce Fenner & Smith _______________________ _ 
Mi tchum, Jones Templeton _________________________________ _ 
Neuberger & Berman _______________________________________ _ 
Oppenheimer & Co _________________________________________ _ 
Paine, Webber Jackson & Curtis ____________________________ _ 
Pershing & Co _____________________________________________ _ 
Rauscher Pierce ___________________________________________ _ 
Reynolds Securities, Inc ____________________________________ _ 
Rothschild (L. F.) & Co ____________________________________ _ 
Scheinman, Hochstin Trotta ________________________________ _ 
Shearson, Hammill __________ ~ ______________________________ _ 
Smi th, Barney ______________________________ ' _______________ _ 
Spingarn, Heine ___________________________________________ _ 
Thomson & McJ{innon ______________________________________ _ 
Weis, Voisin _______________________________________________ _ 
Wertheim & Co ____________________________________________ _ 
White, Weld _______________________________________________ _ 
Witter ])ean & Co __________________________________________ _ 

Thou8ands 

3,341 
2,660 
2,362 
1,715 

771 
452 

1,092 
386 

3,578 
12.214 

82.335 
7,029 

10,669 
4 

24,403 
20,675 
14,341 
15,309 
14,307 
2,424 

24,018 
49,131 
IG,487 

4. 000 
25,549 
7,769 

15,408 
368,900 

8,933 
18,061 
25,624 
38,886 

393 
4,290 

45,169 
9.282 
2,336 

41. 415 
21, 756 
1,207 

22.311 
4,480 

29,206 
33, 119 
42,865 

Total ________________________________________________________ $1,125,355 

In addition to the foregoing amounts for NYSE members, data is 
available as of December 31, 1969, for NASD members who are not 
members of the NYSE.l0 Seventy-seven firms which are members of 
national securities exchanges other than the NYSE and which had 
gross securities commission income of more than $100,000 but less 
than $1,000,000 reported an aggregate total of $72,013,859 in free 
credit balances. 131 firms which are members of national securities 
exchanges other than the NYSE and had gross securities commission 
income of more than $1,000,000 reported an aggregate total of $104,-
599,452. 458 firms which are not members of any national securities 

10 Data compiled from form X-17 A-10 reports filed pursuant to sec. 17 (a) of the 
Exchange Act and rule 17a-10 thereunder. 
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exchanges and which had gross securities commission.income of more 
than $100,000 but less than $1,000,000 reported an aggregate total of 
$29,376,987 in free credit balances. 62 firms which are not members of 
any national securities exchange and which had gross securities com
missions of more than $1,000,000 reported an aggregate total of 
$7,162,424. Thus 520 non-exchange members held an aggregate total 
of $36,539,411 of customers' free credit balances. 

The total figures for all N ASD members at December 31, 1969, 
were as follows: 

(a) 779 firms who had gross securities commission income of 
more than $100,000 but less than $1,000,000 had $72,446,271 in free 
credit balances; 

(b) 660 firms who had gross securities commission income of 
more than $1,000,000 had $2,847,265,839 in free credit balances; 
and 

(0) These 1,439 NASD firms held a total of $2,919,712,110 in 
free credit balances as at December 31, 1969. 

The amount of free credit balances held by a particular broker
dealer is usually related to the number of individual accounts it has 
and the type and volume of business it conducts. For example, a firm 
which specializes in servicing institutional customers, such as mutual 
funds and insurance companies, is unlikely to have a significant amount 
of free credit balances because such customers dQ not leave any monies 
in the custody of the broker-dealer but, instead, cause the securities 
they purchase to be registered in their name and delivered to them or 
their agent Bank against payment, so that dividends and interest 
would be remitted dlrectly to them. For example, Salomon Brothers, 
one of the largest "institutional" broker-dealers, held only $1,218,6H) in 
customer free credit balances at July 31, 1970.11 Also, broker-dealers 
which specialize in the sale of mutual fund shares or variable annuities 
would not hold customer free credit balances in the normal course of 
business. 

Conversely, a broker-dealer which services numerous individual ac
counts and acts as broker or dealer in the sale or purchase of listed 
securities and OTC securities would in the normal course of its busi
ness hold substantial amounts of free credit balances. For example, 
Merrill Lynch Pierce Fenner & Smith, Inc., the largest of the "retail" 
broker-dealers with 200 domestic offices and approxImately 1.5 million 
accounts, reported that in 1970 the aggregate average free credit bal
ances computed on a monthly basis in Its possession were $362,000,000.12 

An independent survey 13 of several large "retail" firms indicated 
that the median percentage of funds available to these firms comprised 
of free credit balances was 28.85 percent in 1968, 29.69 percent in 1969, 
and 28.07 percent in 1970. In many instances, free credit balances com
prised the largest single source of funds available to these firms.14 

11 Response to item 6 (F) of form X-17 A-5 filed by Salomon Brothers & Hutzler pursuant 
to sec. 17(a) of the Exchange Act and rule 17a-5 thereunder. 

1lI Registration statement of MerrllJ Lynch, Pierce, Fenner & Smith, Inc., on Form S-l 
at p. 11, June 23, 1971 (file No. 2-40156). 

,. Wright Reports. Wright Associates, New York, N.Y. (1971). 
1< "Funds Avallable" as used in the Wright Reports would be comprised of funds from 

the following sources: funds borrowed from banks, free credit balances, stock loans 
(lesR stock borrowed), customer short accounts, faUed to receive (less faUed to deliver), 
drafts payable and capital (cash only). 
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Although small NYSE member firms do not hold significant dollar 
amounts of customers' free credit balances, nevertheless, these balances 
can account for the financing of a relatively large proportion of the 
total assets employed by such firms. . 

The data in the following Table 2 shows the concentration of free 
credit balances among NYSE members firms at year-end 1969.15 

TABLE 2.-CONCENTRATION OF FREE CREDIT BALANCES IN CUSTOMERS' SECURITIES ACCOUNTS AMONG 
NYSE MEMBER FIRMS (YEAR END 1970) 

Member firms asset size 
(millions) 

Free credit 
Number balances 
of firms (millions) 

Cumulative totals 

Free credit 
Number balances 
of firms (millions) 

Percent· 
age 

"$250 and over.. •••.•••..•••••••..••.. 13 $807 13 $807 39.8 
$100 to $249.9........................ 24 477 37 1,284 63.3 
$50 to $99.9.......................... 20 185 57 1,469 72. 4 
$25 to $49.9. ......................... 54 242 111 1,711 84.3 
$10 to $24.9.......................... 85 197 196 1. 908 94.0 
$5 to $9.9............................ 77 88 273 1,996 98.4 
Under $5............................. 60 33 333 $2,029 100.0 

-----------------------------------------Total.. ........................ 333 $2,029 ......................................... . 

Source: NYSE I & E reports, Office of Policy Research. 

It should be noted that free credit balances held by broker
-dealers fluctuate widely as the following data illustrates.16 

TABLE 3.-MONTHLY FREE CREDIT BALANCES HELD BY NYSE MEMBER FIRMS 

(In millions( 

End of month 

January .••..••••.•••..••••••••..••..••••••••.•••••• 
February .......................................... . 
1I1arch ••• _ ........................................ . 

~~~~:::::::::::::::::::::::::::::::::::::::::::::: 
June .............................................. . 
July .•..••..•.••••••••••••...•..••..•.••.•••.•..••• 
AugusL ...... _ •. __ " __ " __ .•..•• _. __ • __ •••.• __ •• _ .• 
September._ •. __ .. ___ ... __ ...... __ .. _. __ .. _____ .• _. 
October ••• __ • '_' __ " ___ • ______ •• __ ••••••..••••..••• 
November ......................................... . 
December ......................................... . 
Monthly average ................................... . 

(ii) Other credit balances 

1968 

$2,942 
2,778 
2,692 
2,979 
3,064 
3,293 
3,269 
2,984 
3,126 
3,407 
3,419 
3,717 
3,139 

1969 

$3,597 
3,647 
3,294 
3,077 
3,084 
3,084 
2,783 
2,577 
2,579 
2,753 
2,613 
2,803 
2,991 

1970 1971 

$2,626 $2,452 
2,463 2,743 
2,441 2,798 
2,248 2,660 
2,222 2,550 
2,009 2,440 
2,180 2,210 
2,083 2,200 
2,236 2,100 
2,163 2,160 
2,197 ._._. __ ••••• _. 
2,286 ........ _ .... _ 
2,263 ......... _ •••• 

As hereinbefore noted data regarding the three specific types of 
·customer cash equities 17 is not readily obtainable as to each compo
nent. However, the NYSE does provide aggregate data with respect 
to "other credit balances" which is defined as credit balances of cus-

15 Memorandum, Reserve Requirements Against Customers' Credit Balances, Omce of 
Policy Research, Securities and Exchange Commission. p. 8 (Jan. 23, 1971). 

16 Federal Reserve Bulletin, table AS8 (monthly bulletins February 1968-August 1971). 
Customers' free credit balances are end of month ledger balances as reported to the 
NYSE by member firms that carry margin accounts. 

"See footnote 1 on p. 123 for explanation of the items comprising "cash eqUities." 
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tomers other than free credit balances. For the following firms cus
tomers' other credit balances for the years 1968, 1969 and 1970 were: 

TABLE 4.-AMOUNT OF OTHER CUSTOMERS' CREDIT BALANCES HELD BY LARGEST NYSE BROKERAGE FIRMS 

1970 1969 1968' 

~::~~I iYcn;.~ -I iii:~ ~::::::::: =: = =:: =: =:::::::::::::: =::: =::::: F. I. duPonL ______________________________________________ _ 
Goodbody & Co ____________________________________________ _ 
Dean, Witter ______________________________________________ _ 
Walston & Co., Inc ___________________________ ••....•.••. ___ _ 
E. F. Hutton _________ • _____ ._. ___ ._. ___ • _____ • _____________ _ 
Paine, Webber ____ . ____________________ •. __________________ _ 
Loeb, Rhoades _____ . _. _____ • _____ • __ • __ • _______ . ___________ _ 
Shearson, Hammill ___ .' ___ .• _____ • ___ . _______ • ____ . ________ _ 
Hayden, Stone ___ . ____ . ___ . _____ . ___________ . ____ . _______ . __ 
Hornblower & Weeks ____________________ . _______ . __________ _ 
Reynolds & Co ___ ._. _________ . __ . __ .• _ .• _______ . _______ . ___ _ 

~~~F~l,~~{~~~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ Burnham & Co_. ____ .. ___________ ._ •. __ •. __________ ._. __ .• __ 

~~~:sB~~~~~:::::::::::::::::::::::::::::::::::::=::::==:: Bear, Stearns __ • _______ . ___ . ______________ . _____________ .• __ 
Dominick & Dominick ______________________________________ _ 
H. Hentz & Co __ •• ________________ • ______________________ • __ 
Shields & Co ___ •• _______________________________________ • __ 
Thomson & MCKinnon ____________________________________ • __ 

$179,153,732 $312,079,174 $233,165,967 
52,786,849 70,071,388 57,913,334' 
37,184,159 42,870,604 49,886,617 
25,946,911 29,643,900 43,477,721 
37,087,186 40,715,822 39,120,723 
32,352,412 35,356,306 46,690,202 
21,498,344 20,152,619 45,406,205 
26,537,741 39.371,879 38,819,538 
44,844,322 89,243,781 49,996,814 
13, 147,610 26,312,093 24,619,352' 
26,119,438 29,221,611 56,457,866 
19,914,981 27,630,931 32,993.163 
17,039,560 17, Ill, 877 31,121,448 
13,766,576 34,373,099 32,790,912' 
51,165,569 76,744,169 36,374,696 
14,499,504 33,255,760 15,307,526 
29,228,129 48,230,253 65, 303, 565· 
25,499,627 44,552,563 33,842,567 
18,781,543 18,359,317 19,376,712 
13,954,776 24,893,859 24,622,699 
27,685,281 42,334,168 63,701,085 
18,307,814 33,985,386 23,797,717 
13,660,196 28,100,452 24,965,723 
9,426,603 19,241,737 19,738,352 

18,154,965 10,972,839 11,531,671 
-----------------------------Total ___ •• ___ • ______________________________________ _ $762,244, 201 $1,194,825,587 $1,121,022,175. 

The amount of "other credit balances" for 59 monitored NYSE mem
ber firms as of December 31, 1970 was $945,552,000. 

The foregoing data illustrating the amounts of "other credit bal
ances" shouM be compared with Table 5 which indicates the concen
tration of such "other credit balances" among NYSE member firms. 

TABLE 5.-CONCENTRATION OF CUSTOMERS' OTHER CREDIT BALANCES AMONG NYSE MEMBER FIRMS 
(YEAR END 1970) 

Other credit 
Number balances 

Member firms asset size (millions) of firms (millions) 

13 $755 
24 432 

$250 and over._.- •• __ • __ • ________ •• __ 
$100 to $249.9 ______________ • ________ _ 
$50 to $99.9 ________________ ._. ___ • __ _ 20 108 $25 to $49.9 _________________________ • 54 172 $10 to $24.9._ •• __________ • __________ _ 85 147 $5 to $9.9. _____ • ___ • ____ • ________ • __ _ 77 58 Under $5 __ •••• _________________ ._. __ _ 60 17 

Cumulative totals 

Other credit 
Number balances 
of firms (millions) 

13 $755 
37 1,187 
57 1,295 

III 1,467 
196 1,614 
273 1,672 
333 $1,689 

Percent 

44.1 
70.7 
76.3 
86.9 
95.6 
99.0 

100.0 -------------------------------------Total. _. _____ • __ • __________ • __ _ 333 
$1,689 • __________ • ____________________________ ._ 

Source: NYSE I. & E. reports, Office of Policy Research. 

This truble indicates that the distribution of "other credit balances" 
among NYSE member firms is comparable and almost equivalent to 
the dlstrrbution of "free credit baJarrces" among these same firms 
indicated in Table 2. 

B. Oustomer's fully-paid securities 
There are three principal ways in which fully-paid securities of cus

tomers in the hroker-dealer's custody may be misused. These are (a) 
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hypothecation (pledging), (b) lending and (c) deli very to other 
persons. 

(i) Pledged in error 
As will be discussed hereinafter, broker-dealers are not allowed to 

hypothecate customers' fully-paid securities, but this nonetheless has 
occurred. If a broker-dealer does hypothecate customers' fully-paid. 
securities, this should be reported 111 response to question 6 (G) in 
Form X-17A-5 under the heading "customers fully-paid securities 
not segregated-pledged in error." As the following table 6 indicat~s 
for a number of leading firms, the amounts of such fully-paid secu~l
ties "pledged in error" for the years 1968, 1969 and 1970 were qmte 
substantial.'s 

However, as will be hereinafter discussed, question 6 (G) is also util
ized to report the amount of customers' excess margin securities 
pledged in error. Thus the amounts reported in 6(G) are net figures 
representing the total amount of cash account customers' fully-paid 
securities as well as excess margin securities of margin account CllS

tomeI's' which are pledged in error. 

TABLE 6.-AMOUNT OF CUSTOMERS' FULLY·PAID SECURITIES PLEDGED IN ERROR BY LARGEST NYSE 
BROKERAGE FIRMS 

Merrill Lynch •••••.•.•••••••••••••••• __ • __ '_ ._. _____ • ____ -._ 
Bache & Co ••• _ •• ' __ • __ .•. _ •.••...•..•..•• _ •• _ ••.• _. __ • __ ._ 
F. I. duPont. _. __ ._ •• _._ •• __ • _ •. _ •• _ ••.•• _ •• __ •.•••• _._ .. __ • 
Goodbody & Co_._ •• _._. __ • _ ••• _ .•.••••..• ____ . _. ,_ ••. _ .•••. 
Dean, WitteL_ ••..• _. __ ._ •• _ .• _ ••....•.....••.•• __ •• _ •• ___ ._ 
Walston & Co., Inc •• __ • __ ._ •••• _ •.•.•.••.••.... _ ••.•.••.•.•• 
E. F. Hutton. _ .• _ ., •• _. "" __ ._._ .•.••.••.••.• ___ ._ •.•••••• _ 
Paine, Weber. _ •• _._ ••. _ • __ •.. __ ••••••• __ ._ ••••••••• _ •• _ ••. _ 
Loeb, Rhoades .• _ .. _ •• " __ .••. ' ••• _._ ••• _ ••• __ • __ •• __ ._ .• _ •• 

~~~~~~,nSt~~~~~I~::::::::::::::::::::::::::::::::::::::::: : 
Hornblower & Weeks ___ • _ • __ •• __ • _ •. _ ••. _ •• _._. __ ._ ••• _ ••.•• 
Reynolds & Co __ • _ ••• __ •.••••••• _ ••• _ •.•. _._ .• _ •• __ • __ • __ •• _ 
Eastman, Dillon •••.•• __ ._ •• _ ._ ••• _ ••• _ .•. _ •• __ ••• _ •• _._ ••• _. 
Smith, Barney _ .• _. ___ • _____ ._ ••• _. __ .•.••• _._ ._ •• _ •••••.••• 
Kidder, Peabody. __ •••••• __ ._ .• __ " __ •• _ •. _ •••• _ •• _ ••.•..••• 
White, Weld _____ •• _._ ' __ '_'" ••• _ .•.•• __ •• _ ._. _ ••• __ •••••• _ 
Burnham & Co •••••••••••••• _ ••• _ ••••.• _ .•• _ ••••••. __ •• _ .•. _ 
Harris, Uphan ••••••• _ •. ' __ •• _ •••.. , __ .. _ • ____ •• : •• __ •.•• _._ 
A. G. Becker_._. __ .,_ • ___ "'. _. _ •• _ ••• _. _ •.••• ,._". __ .,. _._ 
Bear, Stearns_._ •• _ •. __ •• _'.'" _ ••. __ •• _. _____ . __ ._. _____ • __ 
Dominick & Lomimck. ___ . ____ •. __ • __ ... _ .••.• __ •• __ •. __ ••.•• 
H. Hentz & Co._ ••• __ ••••. __ •• _ ••. _ •••• _. __ .. _ •• __ • __ •••.••. 
Shields & Co ••• __ •. _ .. __ '_ •• _ •• ___ •.••• _ ••• _. _ •• _ •• _ ._. _ •. _. 
Thomson & McCinnon. ____ ••.• _ ••• _ •. _ ._. __ •••• __ •••••• " •• _ 

Total. __ " _. __ ._ •• __ . , __ • __ •• __ • _ .•• '_" __ •• _._. _ •• _. 

NA-Not available. 

Customers' fully·pald securities pledged In error 

1970 

$3,482,986 
24,896,949 
42,550, 104 
18,957,886 

303,431 
5,049, 515 
2,519,269 
1,909,741 

4,700 
639,651 
173,668 

10,298,936 
785,641 

1,438,346 
605,909 
463,223 

o 
NA 

663,685 
NA 

411,848 
839,302 

1,355,826 
130,589 

18,621,841 

$136, 103, 216 

1969 

o 
$9,495,843 
35,566,081 
34,205,445 

330,962 
110,740 

1,196,909 
1,900,643 
1,215,783 

129,548 
3,542,983 
6,387,514 

646,717 
5,034,390 
2,689,607 

376,385 
o 

NA 
274,252 

NA 
257,649 
345,628 
936,293 
172,255 

29,365,079 

$134,180,706 

1968 

o 
$1,532,276 
9,010,329 
3,200,767 

494,049 
137,222 
492,378 

1,152,818 
o 

192,709 
19,402,566 
4,494,762 
3,922,871 

11,086,078 
3,015,115 

25,755 
40,835 

NA 
471,895 

NA 
NA 

2,424,856 
1,297,611 

O. 
4,509,686 

$66,904, 668 

Thus, for 23 leading firms the total amount of such "errors" was 
$136,103,216 in 1970, for 23 firms it was $134,180,706 in 1969 and for 
21 firms it was $66,904,668 in 1968. It is significant to compare the 
pledged-in-error securities with the total amount of customers' secu
rities pledged by these same firms pursuant to secured margin lend-

,. Members of tbe securities industry have asserted that a portion of this amount may be 
attributable to errors caused by operational inefficiencies or Inadequacies rather than 
Intentional miS'Use. 
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ing on behalf of customers. Table 7 indicates the total amount of 
customers' securities (including fully-paid securities) hypothecated 
and the total amolmt of bank oorrowings so obtained. 

TABLE 7.-MARKET VALUE OF CUSTOMERS' SECURITIES HYPOTHECATED AND AMOUNT OF BANK 
BORROWINGS SECURED BY CUSTOMERS' SECURITIES AT LARGEST NYSE BROKERAGE FIRMS 

1970 1969 1968 

Market Bank Market Bank Market Bank 
value of borrOWings value 01 borrowings value of borrowings 

customers' secured by customers' secured by customers' secured by 
securities customers' securities customers' secuntles customers' 

Firm name hypothecated securities hypothecated securities hypothecated securilles 

Merrill Lynch .•••.. $377,915,300 $191,257,670 $217, 504, 505 $76, 976, 000 $237,368,705 $16,873, 500 
Bache & Co., Inc •.. 146,987,387 94,350,000 162,109,173 99,440,430 191,749,700 121,849, 200 
F. I. duPonL •..•• 240, 973, 394 149,846,000 236, 962, 386 167,389,000 249, 534, 564 186,759,325 
Goodbody & Co .••• 142, 830, 852 80,892,889 186,900,759 129, 325, 000 117, 654, 006 78,504, 000 
Dean, WitteL .....• 144, 125,713 88, !O5, 000 113,842, 112 75,875, 000 107, 851, 300 71,375,000 
Walston & Co.,1 nc •• 100,947, 100 68, DID, 568 27,690,200 16,950, 000 67,584,940 22,050,000 
E. F. Hutton ....... 82,036,850 57,850,000 72,081,530 47,675,000 41,476,560 28,675,000 
Paine, Webber •.... 46,588,200 38, SOD, 000 39,400,000 31,320,000 40,648,700 10,855,500 
Loeb, Rhoades ..... 34,450,985 11,800,000 71,833,813 53,860,000 55, 131,288 38,940,000 
Shearson, Hammill. 65,871,816 38,860,000 49,211,600 17,700,000 58,685,532 32,075,000 
Hayden, Stone ....• 60,023,551 45,700,000 89,065,895 64, ODD, 000 109,751,016 80,100,000 
Hornblower & 

Weeks .....••... 73,922,824 42,717,700 77,008,349 35,916,000 49,300,000 91,086,250 
Reynolds & CO--•.• 92,398,744 72,750,000 72,976,551 52,350,000 89,105,987 42,422,000 
Eastman, Dillion .•• 25,077,200 20,205,000 40,339,720 30,635,000 41,419,702 30,927,000 
Smith. Barney ..... 23,357,070 11,750,000 30,770, 598 22,750,000 37,502,325 27,650,000 
Kidder, Peabody ••. 24,572,251 17,516, 181 31,444, 101 22,325,560 40,295,486 28,403,919 
White, Weld •.....• 44,161,753 32, 100,000 43,321,400 33,827,000 52,889,370 44,600,000 
Burnham & Co ...•. 24,712,037 18,378,209 76,397,209 57,743,612 53,720,586 41,441, 147 
HarriSS Upham ....• 40,707, 100 27,300,000 56,400, 100 43,300, 000 71,553,594 62,800,000 
A. G. ecker •.•..• 6,624,551 475,000 50,900, 135 38,425,000 40, 545, 132 30,450,000 
Bear, Stearns ...••• 14,261,383 10,450,000 27,804,800 19,950,000 65,687,421 51,850,000 
Dominick & 

Dominick ..• _. _. 15,007,400 10,910,000 23,737,408 17,495,649 41,068,029 28,251,063 
H. Hentz & Co .•..• 57,203,060 44,900,000 45,440,500 35,400,000 77,737,900 58,400,000 
Shields & Co ____ ._ 42,288,752 28,220,000 19,307, 125 10,585,000 0 0 
Thomson & 

McKinnon ...• _._ 80,878,315 50,746,600 81,465,491 42, 130,350 59,450,030 41,838,930 

TotaL •... $2, 007, 923,588 $1,253,590,817 $1,943,915, $460 1,243,343,601 $1,997,711,883 $1,268,276,834 

Table 8 shows for the leading firms: (a) customers' securities 
hypothecated-market value, (b) customers' fully-paid securities 
pledged in error, (c) percentage of (a) represented by (b) for years 
1970, 1969, 1968. 



TABLE 8.-PERCENTAGE Of THE MARKET VALUE Of CUSTOMERS' SECURITIES HYPOTHECATED COMPRISED Of CUSTOMERS' SECURITIES PLEDGED IN ERROR AT LARGEST NYSE 
BROKERAGE FIRMS 

1970 1969 1968 

A B A B A B 
Customers' Customers' Customers' 

Market value fully-paid Market value fully-paid Market value fully-paid 
of customers' securities B as a of customers' securities B as a of customers' securities B as a 

securities pledged in percent- securities pledged In percent- securities pledged in percent-
Firm name hypothecated error age of A hypothecated error age of A hypothecated error age of A 

Merrill Lynch - - ------------- --------____ __________________ $377,915,300 $3,482,986 .92 $217,504,505 a 0 $237,368,705 0 0 
Bache & Co., Inc__________________________________________ 146,987,387 24,896,949 16.94 162,109,173 $9,495,843 5.86 191,749,700 $1,532,276 .80 
F. I. duPon'--____________________________________________ 240,973,394 42,550,104 17.66 236,962,386 35,566,081 15. 01 249,534,564 9,010,329 3.61 
Goodbody & Co___________________________________________ 142,830,852 18,957,886 13.27 186,900,759 34,205,445 18.30 117,654,006 3,200,767 2.72 
Oean. W,tter______________________________________________ 144,145,713 303,431 .21 113,842,112 330,962 .29 107,851,300 494,049 .46 
Walston & Co., Inc_________________________________________ 100,947,100 5, 049,415 5. 00 27,690,200 110,740 .40 67,584,940 137,222 .20 
E. F. Hutton______________________________________________ 82, 063,850 2,519,269 3. 07 72, 081, 530 1,196,909 1. 66 41,476,560 492,378 1.19 
PalOe, Webber_ ------------------------___________________ 46,588,200 1,909,741 4.10 39,400, 000 1,900,643 4.82 40,648,700 1,152,818 2.84 t;; 
Loeb. Rhoades____________________________________________ 34,450,985 4,700 .01 71,833,813 1,215,783 2.11 55,131,288 a 0 0.:> 
Shearson, Hammlll________________________________________ 65,871,816 639,651 .97 49,211,600 129,548 .26 58,685,532 192,709 .33 
Hayden, Stone_ -- -----------------------__________________ 60,023,551 173,668 .29 89, 065, 895 3,542,983 3.98 109,751,016 19,402,566 17.68 
Hornblower & Weeks______________________________________ 73,922,824 10,298,936 13.93 77, 008, 349 6,387,514 8.30 49,300, 000 4,494,762 9.12 
Reynolds &Go____________________________________________ 92,398,744 785,641 .85 72,976,551 646,717 .89 89,105,987 3,922,871 4.40 
Eastman, Oillon___________________________________________ 25, 077, 200 1,438,346 5.74 40,339,720 5,034,390 12.48 41,419,702 11,086,078 26.77 
Smith, Barney____________________________________________ 23,357,970 605,909 2.59 30,770,548 2,689,607 8.74 37,502,325 3, 015, 115 8.04 
Kidder, Peabody -- - - -------------- -- ----___ _______________ 24,572,251 463,223 1.89 31,444,101 376,385 1. 20 40,295,496 25,755 . 06 
White, Weld_ - -------------------------__________________ 44,161,753 a a 43,321,400 a 0 52,889,370 40,835 .08 
Burnham & Co____________________________________________ 24,712, 037 <') (1) 76,397,209 <') <') 53,720,586 <I) <') 
HarriSs Upham_ - ----------------------------______________ 40,707,100 663,685 1. 63 56,400,100 274,252 .49 71,553,594 471,985 .66 
A. G. ecker______________________________________________ 6,624,551 <I) <I) 50,900,135 <I) ,I> 40,545,132 <I> <') 
Bear, Stearns ___ ------ ------------________________________ 14,261,383 411,848 2.89 27,804,800 257,649 .93 65,687,421 <I) <I> 
Dominick & Dominick______________________________________ 15, 007, 400 839,302 5.59 23,737,408 345,628 1. 46 41, 068, 029 2,424,856 5.90 
H. Hentz & Co____________________________________________ 57, 2e3, 060 t, 355, 826 2.2: 45,440,500 936,293 2.06 77,737,900 1,297,611 1. 67 
Sh,elds&Co ____ ._. ________________________________________ 42,288,752 130,859 .31 19,307,125 172,255 .89 a a 0 
Thomson & McKlnnon_____________________________________ 80,878,315 18,621,841 23.03 81,465,491 29,365,079 36.05 59,450,030 4,509,686 7.59 

-------------------------------------------------------------TotaL __________ ----------------- __________________ $2, 007, 923, 588 m6, 103,216 '6.78 $1,943,915,460 $134, laO, 706 26.90 $1,997,711,883 $66,904,668 '3.35 

I Not available. 
Average_ 
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As the foregoing table indicates, a total of $136,103,216 of custom
ers' fully-paid secmities were pledged in error by 23 firms or 6.i8 
percent of the total of all customers' securities hypothecated in 1970. 
The averages for the years for 23 firms in 1969 and 21 firms in 1968 
were $134,180,706 and 6.90 percent and $66,904,668 and 3.35 percent 
respectively.. . ,. 

As noted some nt'ms had substuntJally no customers fully-paid 
securities pledged in error, whereas one, Goodbody & Co., had 
$18,957,886 or 13.3 percent of all customers' securities ~lPothecat?d. 
From the foregQing it woul.d appear t~at at some firm~, a Slg

nificant amount of firm financmg was obtamed through the Improper 
hypothecation of customers' fully-paid securities, and that the back 
office operations of these firms were significantly defeCtive in allowing 
errors of such magnitude. 

The danger in such improper hypothecation is perhaps best sum
marized by the following statement by the Court regarding Charles 
Plohn & Co., a former NYSE member: 19 

Since in or about May 1970 defendant Plohn illegally hypothecated hundreds 
of thousands of dollars of its customers' fully-paid for or excess margin securities 
as collateral for a loan obtained by defendant Plohn from a bank ... Defendant 
Plolm used, diverted and subjected to the risks of its business fully-paid securities 
held for safekeeping ... Defendant Plohn sent customers statements of account 
confirming that their fully-paid for securities were readily available for such 
customers when such securities were not in the possession or custody of 
defendant .... Defendant Plohn lacked the financial means to withdraw these 
fully-paid for customers securities pledged as collateral on its bank loan alld 
return them to customers. 

The dan O'er in such hypothecation of customers' fully-paid securities 
is that it piaces them at the risk of the broker-dealer's business ,,,hich 
has no justification in the dealings or relationship between the cus
tomer and the broker-dealer. If the broker-dealer should fail to repay 
the loan, the bank has an absolute ri~ht to liquidate the collateral (i.e., 
customers' securities) or hold it pending repayment of the debt. If the 
broker-dealer should become bankrupt, the customer whose fully-paid 
securities have been improperly hypothecated would be unable to re
tain them. 

The Plohn situation unfortunately was not an isolated instance, 
as the NYSE has found that other present and former members have 
failed to properly segregate customers' fully-paid securities as required 
by its rules.20 

In fact the situation had become so serious that the NYSE issued 
Member Firm Educational Circular No. 302 on July 14, 1970 which 
stated in pertinent part: 

Irregularities in hypothecation and segregation practices which have come 
to our attention in recent weeks point up the necessity for strengthened 
managerial supervision. . 

. From the foregoing it would appear that, in the type of trying 
CIrcumstances of the 1969-70 era, customers' fully-paid securities in 

1DSEO v. Oharles Plohn & 00., Civil No. 70-3751, (S.D.N.Y.) aff'd Dock No 3534" (?() Clr. 1970). ' . , c, ~ 

'" Burton, Westerlund, Inc., letter, from RObert !II. Bishop ("Bishop") Vice President 
Department. of.Member Firms, New York Stock Exchange to Irving Poll~ck ("POllack"): 
Director, DIviSIOn of Trading and Markets, Securities and Exchange Commission Aug 1(1 
1971; Hornblower 0; Weeks-Hemphill, Noyes, letter Bishop to Pollack Jul~ '9 1971: 
Scheinman, Hochstin &; Trotta, Inc., letter, Bishop to Pollack May 27 1,971'· Rafkind & 00 ' 
Inc., letter, Bishop to Pollack, May 10, 1971 ; Schweickart &' 00., letter, Bishop to Pollack: 
June 14, 1970; Hayd~n, Stone, Inc., letter, Bishop to Pollack, Oct. 28, 1969; Oharles 
Plohn &; 00., letter, BlShop to Pollack, Aug. 29, 1969; Sincere &; 00. .letter Bishop to 
Pollack, July 15, 1969. ' , 
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the possession and custody of broker-dealers are exposed to the real 
danger of being utilized by broker-dealers as collateral for bank loans 
,to generate working capital which is at the risk of the business. 

(ii) Lowned iIn error 
The lending of customers' fully-paid securities is another method 

which some broker-dealers have improperly employed in the utilization 
,of customer assets. Lending occurs when another broker-dealer needs 
to borrow specific securities in order to fulfill a delivery obligation. 
The lending broker-dealer requires a cash deposit equivalent to 100% 
of the market value of the securities loaned on which the borrowing 
broker-dealer receives no interest. Periodically, this deposit is also 
'''marked to the market" (revalued to reflect current market prices). 
'When the borrowing broker-dealer returns the borrowed securities, 
the cash deposit is returned to him. 

In fact, lending brings more cash from utilizing customers' fully
paid securities than hypothecation since, for every $1,000 in markeil: 
value of customers' securities lent the lending broker receives $1,000 
-cash deposit from the borrowing broker-dealer as opposed to $700-$800 
realized upon borrowing from a bank. 

As with funds obtained through hypothecation of customers' fully
paid securities, cash obtained through lending may be utilized as work
mg capital of the firm and put at the risk of the business if the lending 
'broker-dealer does not segregate the cash deposit or maintain a reserve 
against it. 

The amount of customers' fully-paid securities loaned in error is 
'specified in Question 6(G) of Form X-17A-5-"Customers fully-paid 
securities failed to segregate-loaned in error." As reflected· in Table 9 
this amount is not insubstantial and reflects the problems existing in 
the hypoth~cation area. 

TABLE 9.-AMOUNT OF CUSTOMERS' FUllY·PAID SECURITIES lOANED IN ERROR BY LARGEST NYSE 
BROKERAGE FIRMS 

1970-Customers' 1969-Customers' 1968-Customers 
fully-paid fully-paid fullt paid 

securities loaned secunlles loaned securities oaned 
Firm name In error in error in error 

'Merri II lynch _________________________________________ _ 
Bache & Co., Inc _____________________________________ _ 
F. I. duPonL ________________________________________ _ 
'Good body & Co ______________________________________ _ 
Dean, Witter _________________________________________ _ 
Walston & Co., Inc ___________________________________ _ 
'E. F, Hutton _________________________________________ _ 

$145,240 $745,728 $811,125 
4,750,104 1,638,482 2,205,795 
1,749,154 3,672,977 1,195,900 

462,452 566,723 3,588,801 
124,131 173,064 1,509,179 

1,574,066 1,122,213 241,557 
587,698 1,493,420 981,782 Paine; Webber _______________________________________ _ 

loeb, Rhodes ________________________________________ _ 
Shearson, HammilL __________________________________ _ 
'Hayden, Stone _______________________________________ _ 
'Hornblower & Weeks _________________________________ _ 
Reynolds & Co _______________________________________ _ 
'Eastman, Dillon ______________________________________ _ 
Smith, Barney _______________________________________ _ 

~1~i1:~ We1~~~~~~::: :::: ::::::::: :::::: :::::::::::: ::: Burnham & Co _______________________________________ _ 
'Harris, Upham _______________________________________ _ 
A. G. BeckeL _______________________________________ _ 
Bear, Stearns ________________________________________ _ 
Dominick & Domlnlck ________________________________ _ 
'Ii. Hentz & Co _______________________________________ _ 

4,187,040 6,638,942 3,843,440 
495,608 258,229 108,171 
608,826 356,597 132,699 

<I) 574,761 1,027,673 
3,177,444 1,886,623 1,935,431 

587,199 166,396 284,905 
25,415 429,087 310, 87~ 

0 0 
88,089 11,400 0 

0 0 0 
(1) (1) (1) 

25,845 30,791 13,923 
(1) (1) (1) 

28,456 18,726 0 
412,505 24,034 104,886 
194,246 587,856 690,394 Shields & Co _________________________________________ _ 

Thomson & McKinnon ________________________________ _ 51,577 56,497 79,298 
2,166,130 2,767,960 1,199,926 

TotaL ________________________________________ _ 
$21,441,125 $23, 220, 506 $20, 265, 763 

1 Not available. 
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This data should be compared with the total amount of securities 
loaned by these same firms as shown in Table 10. 

TABLE IO.-MARKET VALUE OF CUSTOMERS' SECURITIES LOANED AND AMOUNT OF DEPOSIT ON 
CUSTOMERS' SECURITIES LOANED AT LARGEST NYSE BROKERAGE FIRMS 

1970 1969 1968 

Market Amount of Market Amount of Market Amount of 
value of deposit on value of depOSit on value of deposit on 

customers' customers' customers' customers' customers' customers' 
securities securities seCUrities securities securities seCUrities 

Firm name loaned loaned loaned loaned loaned loaned 

Merrill Lynch ______________ $36,748,559 $37,423,441 $112,539, 691 ~118, 768,372 $148,392,169 $143,746,398 
Bache & Co., Inc ___________ 67,566,770 67,416,795 134,102,016 132,297,468 143,612,128 138,474,660 
F. I. duPonL_____________ 34,497,310 31,506,929 41; 541,074 42,346,143 40,821,236 39,822,597 
Goodbody & Co____________ 21,781,174 21,275,758 67,318,804 67,017,132 98,900,212 99,080,252 
Dean, Wltter _______________ 60,782,279 57,069,557 88,121,666 88,720,247 86,016,683 85,965,744 
Walston & Co., Inc _________ 32,387,686 29,225,651 51,155,643 50,509,685 47,709,990 44,633,226 
E. F. Hutton _______________ 32,427,827 33,052,575 52,681,460 55,701,054 52,609,115 54,925,465 
Paine, Webber_____________ 33,731,735 37,934,879 58,160,387 65,296,778 80,092,493 81,214,375 
Loeb, Rhoades_____________ 13,745,320 15,218,901 25,629,667 30,443,622 36,328,625 37,933,072 
Shearson, Hammlll_- _______ 29,402,813 30,621,424 46,9,32,042 48,261,350 42,423,936 43,698,690 
Hayden, Stone _____________ 20,578,208 24,200,202 21,753,088 22,954,217 48,990,072 49,529,420 
Hornblower & Weeks_______ 10,624,102 10,581,371 21,213,719 21,645,071 26,470,000 29,356,685 
Reynolds & Co_____________ 20,202,939 23,029,020 34,551,611 36,860, 09)l 42,157,735 42,699,032 
Eastman, Dillon____________ 9,443,106 10,004,350 9,515,324 9,374,550 10,678,837 10,008,410 
Smith, Barney_____________ 0 0 0 0 0 0 
Kidder, Peabody___________ 1,752,146 2,016,929 3,399,340 3,395,960 2,282,230 1,993,100 
White, Weld_______________ 8,035,013 8,068,229 16,776,150 16,892,317 3,145,600 3,306,715 
Burnham & Co____________ 11,269,392 11,488,497 36,514,708 39,390,410 35,670,326 35,502,850 
Harris, Upham_____________ 9,701,206 9,392,151 2,555,600 2,593,100 2,747,200 2,596,200 
A.G.Becker ______________ 1,554,879 1,551,503 1,719,955 1,603,088 4,331,117 3,407,565 
Bear, Stearns______________ 1,671,160 1,922,700 3,868,655 3,649,553 0 0 
Domimck & DominicL_____ 7,838,423 8,559,002 6,444,830 6,171,200 4,441,990 4,250,378 
H. Hentz & Co_____________ 3,693,473 3,719,100 13,753,440 13,654,943 23,788,865 22,870,300 
Shields & Co______________ 19,214,802 19,691,648 18,490,179 19,116,650 28,834,330 28,614,515 
Thomson & McKinnon______ 11,394,942 10,284.368 12,875,889 13,114,126 16,952,243 16,253,943 

TotaIL ____________ $500, 045, 264 $505,254,979 $881,614,938 $909,777,126 $1,027,397,132 $1,019,883,592 

Table 11 compares the total and average amounts of customers' 
fully-paid securities' "loaned in error" with the total and average 
amounts of all customers' securities loaned. 



TABLE 11.-PERCENTAGE OF THE MARKET VALUE Of CUSTOMERS 'SECURITIES LOANED COMPRISED Of CUSTOMERS' SECURITIES LOANED IN ERROR AT LARGEST NYSE BROKERAGE FIRMS 

"" 1970 
~ 

1969 1968 
I 

(A) (B) (A) (B) (A) (B) ~ 
0::> 
<C 

Customers' Customers' Customers' I 
"" 

Market value fully-paid Market value fully-paid Market value fully-paid 

"" of customers' securities of customers' securities of customers' securities 

I securities loaned in (B) as a ~er- securities loaned in (B) as a per- securities loaned in (B) as a per-
Firm name loaned error centage 0 (A> loaned error centage of (A) loaned error centage of (A> 

~ 
0::> Merrill Lynch ___________________________________________ $36,748,559 $145,240 0.40 $112,539,691 $745,728 0.66 $148, 392, 169 $811, 125 0.55 

Bache & Co., Inc________________________________________ 67,566,770 4,750, 104 7.03 134,102,016 1,638,482 1. 22 143,612,128 2,205,795 1. 54 

i~~~:¥~t~t~~i~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~ li~ m~ ill 1,749, 154 5.07 41,541,074 3,672,977 8.84 40,821,236 1,195,900 2.93 
. 462,452 2. 12 67, 318, 804 566,723 .84 98,900,212 3,588,801 3.63 

124, 131 .20 88, 121,666 173,064 .20 86,016,683 1,509, 179 1. 76 
1,574,066 4.86 51, 155,643 1, 122, 213 2.19 47,709,990 241,557 .51 

E. F. Hulton .... ____ .. __ .. ________ .. ______ .. ____________ 32,427,827 587,698 1. 81 52,681,460 1,493,420 2.84 52,609. 115 981,782 1.87 
Paine, Webber._________________________________________ 33,731,735 4,187,040 12.41 58, 160,387 6,638,942 11. 42 80,092,493 3,843,440 4.80 
loeb, Rhoades .. ________________________________________ 13,745,320 495,608 3.61 25,629,667 258,229 1. 01 36,328,625 108,171 .30 
Shearson, Hammlll .... __________________________________ 29,402,813 608,826 2.07 46,932,042 356,597 .76 42,423,936 132,699 .31 
Hayden, Stone __ .. ______________________________________ 20,578,208 0 0 21,753,088 574,761 2.64 48,990,072 1,027,673 2.10 I-' Hornblower & Weeks __ .. ________________________________ 10,624,102 3,177,444 29.90 21,213,719 1,886,623 8.89 26,470,000 1,935,431 7.31 c,..:) 
Reynolds & Co .. ________________________________________ 20,202,939 587,199 2.91 34,551,611 166,396 .48 42,157, 735 284,905 .66 --l 

§~~~,"B'a~~~~~~ ~~::: :::::::::::::::::::::: ::::::::::::: 9, 443, 10~ 25,415 .27 9,515, :n4 429,087 4.51 10,678,837 310,878 2.91 
0 0 0 0 0 0 0 O· 

Kidder, Peabody .... ____________________________________ 1,752,146 88,089 .50 3,399,340 11,400 .34 2,282,230 0 0 White, Weld __ .. _______________________ __ ______ ____ ____ _ 8,035,013 0 0 16,776,150 0 0 3,145,600 0 0 Burnham & Co__ __ ______________________________________ 11,269,392 (I> (1) 36,514,708 (I) (I> 35,670,326 (I> (1) 
Harris, Upham__________________________________________ 9,701,206 25,845 .27 2,555,600 30,791 1.21 2,747,200 13,923 .51 A. C. Becker ____________________________________________ 1,554,879 (I> (I> 1,719,955 (1) (I> 4,331,117 (1) (I> Bear, Stearns _____ . _____________________________________ 1,671,160 28,456 I. 70 3,868,655 18,726 .48 0 0 0 
Dominick & Dominick ____________________________________ 7,838,423 412,505 5.26 6,444,830 24,034 .37 4,441,990 104,886 2.36 
W. Hentz & Co __________________________________________ 3,693,473 194,246 5.26 13,753,440 587,856 4.27 23,788,865 690,394 2.90 Shields & Co ____________________________________________ 19,214,802 51,577 .27 18,490,179 56,497 .31 28,834,330 79,298 .26 
Thomson & McKinnon .... _______________________________ 11,394,942 2,166,130 19.01 12,875,889 2,767,960 21. 50 16,952,243 1,199,926 7.08 

TotaL ___________________________________________ $500,045,264 $21,441,125 24.29 $881,614,938 $23,220, 506 22.63 $1,027,397,132 $20, 265, 763 21. 97 

1 Not available 
2 Averag~ 
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As the fOl'e'l'oing table indi{~ates, customers ful1y-paid securities 
"loaned in err~" total $21,441,125 for 22 firms and were 4.29 percent of 
the total amount of all customers' securities loaned in 1970. The figures 
for 1969 for 22 firms and 1968 for 21 firms were $23,220,506 and 2.63 
percent and $20.265,763 and 1.97 percent respectively. 

A further indication of the significance of lending customers' securi
ties is illustrated by Table 12 which represents the market value of 
securities loaned by NYSE members which carry public customer 
accounts. 

TABLE 12.-l\:IARKET VALUE OF CUSTOMERS' SECURITIES LOANED BY NYSE MEMBER 
1<'mMs WHICH CARRY PUBLIC CUSTOMER ACCOUNTS 

Dec. 31, 1965________________________________________________ $545,000,000 
Dec. 31. 1966________________________________________________ 6]3,000,000 
Dec. 31. 1967 _________________ .:.______________________________ ]. 227, 000, 000 
Dec. 31, 1968 __________________ ~ _____________________________ 1,751,000,000 
Dec. 31, 1969________________________________________________ 1. 063, 000. 000 

Average ____________________________________________________ $1,039,800,000 

(iii) Deli'very to othe1' persons 
The third method by which broker-dealers ha ve improperly utilized 

customers' fully-paid securities for their benefit has been to use these 
customer securities to effect delivery to another broker-dealer on sales 
made by other customers or by the firm itself. This method has been 
used extensively by broker-dealers to complete delivery of securities 
which they do not otherwise possess. The occasions for making delivery 
of those securities may arise from various causes, as, for example, 
the se11ing customer may have failed to deposit his securities on settle
ment date, or the sale may be a short sale, or in some instances, the se
curities although physically in the possession of the broker-dealer are 
unable to be located because of a malfunctioning "back-office." In any 
event, if the customer's broker has sold securities of the kind which that 
broker should be holding in custody for the customer, and the terms 
of such sale is payment on delivery, as is the custom with an institu
tional buyer, or, in accordance with usages of trade in transactions 
between brokers, a broker-dealer in financial difficulty may be tempted 
to use the customer's securities and thus turn them into cash. 

There is no data available which indicates the total value of custom
ers' fully-paid securities utilized by broker-dealers to effect delivery 
on sales. However, a partial measure of the extent to which this practice 
exists appears in the responses to Question 6(G) of Form X-17A-5 
under the heading-"Short in customer accounts." 

As noted hereinbefore this is a "location" account utilized to indi
cate that securities have been sold by a customer but not delivered 
by him into his account and that the broker-dealer has utilized fully
paid and excess margin securities of other customers to effect delivery. 
To the extent that the broker-dealer has done this, he owes a corre
sponding amount of securities to the customer whose securities he has 
used for such purposes. Thus, the answers to the item "Short in cus
tomer accounts" indicate that at least that amount of customers' 
fully-paid and excess margin securities have been utilized for delivery 
by the broker to a person other than the customer who owns them. As 
Table 13 indicates the total amount of such securities is not 
insubstantial. 
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TABLE l3.-MARKET VALUE OF CUSTOMERS' FULLY·PAID SECURITIES SHORT IN CUSTOMERS' ACCOUNTS 
AT LARGEST NYSE BROKERAGE FIRMS 

Firm name: 
Merrill Lynch .••••••• _ •• _____________________________________ _ 
Bache & Co., Inc ____________________________________________ __ 
F. I. du PonL ______________________________________________ __ 
Goodbody & Co _______________________________________ . ______ _ 
Dean, Witter ________________________________________________ _ 
Walston & Co., Inc __________________________________________ __ 
E. F. Hutton _______________________________________ . ________ __ 
Paine, Webber ________________________ ' ______________________ _ 
Loeb, Rhoades _______________________________________________ _ 
Shearson, Hammill. ___________________ . _. __________ . _________ _ 
Hayden, Stone _____________________________________ . ________ __ 
Hornblower & Weeks ________________ . ______________ . ________ __ 
Reynolds & Co ________________________ . _______ . __ . __________ __ 
Eastman, Dillon ________________________________ . __ . __________ _ 
Smith, Barney ___________________________________ . __________ __ 
Kidder, Peabody __ _ __ __ __ __ __ __ __ __ __ __ __ __ __ __ _ . ___________ _ 
Whlte,Weld __________________ . _______________________________ _ 
Burnham & Co ___________________________________________ : __ __ 
Harlls, Upham __________________________ . ____________________ _ 
A. G. Becker _________________________________________________ _ 
Bear, Stearns _______________________________________________ __ 
Dominick & Domlnick __________________________ • _____________ • 
H. Hentz & Co _______________________________________________ _ 
Shields & Co ________________________________________________ _ 
Thomson & McKlnnon ______________ . ________________________ __ 

1970 

$54. 207, 778 
18.787.403 
19.850,7'6 
15,613.327 
3,612,351 

11,873,023 
3,640,974 
7.115,767 
2,219,407 
2,087,926 
7,171,064 
2,391,504 
4,109,737 
2,679,888 

16,814,654 
2,532,626 
5,135,303 

(I) 
3, 143, 1~8 

<') 
146,023 

5,347,632 
1,020,060 
3,136,310 
2,043,915 

1969 

$55,664,934 
17.708,830 
38,593,922 
21,779,335 
3,466,639 
5,447,173 
4,080,597 

14,476,498 
1,534,966 
1,939,314 
6,981,304 
8,084,334 
4,372,077 
6,116,699 

19,096,045 
3,884,872 
6,357,379 

<') 
7,716,311 

<I) 
299,740 

10.594,042 
1,409,538 
7,358,043 
2,277,107 

Total. ____________ • ________________________________ • _______ $194, 680, 605 $249, 239,699 

1 Not available. 

1968 

$33,040,703 
1O,318,Oll 
18,335,595 
9,384,015 
6,556,283 
3,979,368 
8,217,666 

12,563,279 
371,460 

2,951,495 
16,348,564 
4,535,281 
2,368,210 
2,430,989 
9,702,604 
1,141,766 

10,455,459 
<') 

5,194,299 
<') <') 

3,883,729 
370,057 

4,733,248 
15,741 

$166,897, 552 

Thus, the total amount of such securities for the firms listed on the 
table was $194,680,606 in 11')70, as compared with $249,239,699 in 1969 
and $166,897,552 in 1968. 

O. L11 argin and e:1Jcess margin 8eC'urities 
Securities purchased by customers upon which credit has been 

extended or was provided by the broker-dealer are "margin" securities. 
These margin securities are held and used by the broker-dealer as 
collateral for the debit balance owed to the broker-dealer by the 
customer. 

"Excess margin" securities are those margin securities having a 
market value in excess of the value of the securities required or per
mitted to be rehypothecated or held in the margin account as collateral 
for the debit balance. 

Margin securities may be utilized by the broker-dealer pursuant to 
the terms of the margin agreement with, and the loan consent of, the 
customer when he opens his account with the broker-dealer. Essen
tially, as hereinbefore noted, the broker-dealer maintains these securi
ties in street name and is placed in a position to treat them as though 
they were his own. The broker-dealer is given specific authority to 
pledge (hypothecate) or loan these margin securities. 

Ordinarily, most broker-dealers utilize customer margin securities 
as collateral for bank loans to secure funds which are utilized to finance 
margin securities purchases.21 

... See E. Weiss, Registration and Regulation of Brokers and Dealers (BNA, 1965) p. 94. 
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The amount of customers' net debit balances (the amount owed by 
the margin customer to the broker-dealer for credit on margin securi
ties) is quite substantiaL For example, NYSE member firms carrying' 
customer accounts had net debit balances of customers in securities· 
accounts of the following amounts. 

Billion 
Dec. 31, 
Dec. 31, 
Dec. 31, 
Dec. 31, 
Dec. 31, 

1965 _______________________________________________________ $5.494 
1966 _______________________________________________________ 5.460-
1967 _______________________________________________________ 8.403 
1968 _______________________________________________________ 11.038· 
1969 _______________________________________________________ 7.776 

llverage ____________________________________________________________ $7.634 

During this five-year period customers' net debit balances represented: 
an average 43.57 percent of total assets for these firms. 

The amount of funds which are available to broker-dealers through 
the hypothecation of customers' margin securities is quite substantial
as Table 14 illustrates. 



TABLE 14.-VALU£ OF CUSTOMERS' FREE CREDIT BALANCES, BANK BORROWINGS SECURED BY CUSTOMERS' SECURITIES, AMOUNT OF SECURITIES DEPOSIT ON CUSTOMERS' SECU· 
RITIES LOANED, CUSTOMERS' FULLY·PAID SECURITIES FAILED TO RECEIVE, CUSTOMERS' FULLY·PAID SECURITIES SHORT IN CUSTOMERS' ACCOUNTS AND CUSTOMERS' FULLY·PAID 
SECURITIES SHORT IN FIRM ACCOUNTS AND THE TOTAL AMOUNT OF FUNDS AVAILABLE TO BROKERS FROM USE OF CUSTOMERS' FUNDS AND SECURITIES AT LARGEST NYSE BROKERAGE 
FIRMS 

Firm name 

Merrill Lynch ......................................................... 

~~f~~u~~i: ~ ~~~ ~ ~ ~:::::::::::::::::::::::::::::::::::::::::::::::::: 
Goodbody & Co .................................................. _____ 
Dea n, Witter ___ .. ______ • ___________ . _______ . ______ • __ . _______ . __ ' _____ 

~a~~H~tfo~~~_I_~C::::~:::::::::::::::::::::::::::::::::::::::::::::::: Paine, Webber ________________________________________________________ 
Loeb, Rhoades ____________________________ • ___________________________ 
Shearson, Hammill ____ ' _______________________ • _________________ ' ___ ._ 

~~;~~~!r~ ~~~~~:::::::::::::::::::::::::::::::::::::::::::::::::: Eastman, Dillon _________ ' __________ . ___ • ______________________________ 

. ~!;ikXi~~~~j~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~ 
Harris, Upham. ____ .. ________________________________________ . ________ 
A. G. Becker. _______________________________________________________ ._ 
Bear, Stearns _____ . _. _____ ' _____ ._. _. _________________________________ 
Dominick & Dominick. _________ . ___________ . _____________________ .. ____ 
H. Hentz & Co __ . _____________________________________________________ 
Shields & Co_ .. _. _____________________ .. _____________________________ • 
Thomson & McKinnon_. _____________________________ • _______ • ___ • _____ 

Total ___ • _________ . ____ • __ ~ ________ • _________________ • _______ • __ 

I Not available, 

Customer 
free credit 

balances 

$337,924,053 
51,233,727 
48,256,861 
33,663,247 
34,755,617 
30,031,659 
32,687,492 
39,639,646 
72,993,521 
28,726,764 
19,495,924 
29,697,328 
30,865,014 
16,146,268 
20,042,340 
23,124,910 
27,724,960 
14,213,885 
25,027,707 
13,335,099 
9,165,627 

17,090,396 
8,861,164 
9,233,683 

18,934,654 

1970 

• Bank borrow· Amount of 
ings secured by security deposit 

customer on customer 
securities securities loaned 

$191,257,670 $37,423,441 
94,356,000 67,416,795 

149,846, 000 31,50,,929 
80,892,889 21,275,758 
88,105,000 57,069,557 
68,010,568 29,225,651 
57,850,000 33,052,575 
38,500,000 37,934,879 
11,600,000 15,218,901 
38,860,000 30,621,424 
45,700,000 24,200,202 
42,717,700 10,581,370 
72,750,000 23,029,020 
20,205,000 10,004,350 
11,750,000 0 
17,516,181 2,016,929 
32,100,000 8,068,229 
18,378,209 11,488,497 
27,300,000 9,392,151 

475,000 1,551,503 
10,450,000 1,922, 700 
10,910,000 8,559,002 
44,900,000 3,719,100 
28,220,000 19,691,648 
50,746,600 10,284,368 

$992,915,546 $1,253,590,817 $505, 254, 979 

Customer fully 
paid securities 

Fail to Recl 
customer shortl 

firm short 

$83, 256, 234 
28,819,173 
30,503, 525 
27,341,727 
8,952,443 

18,302,748 
8,602,228 

10,442, 510 
9,229,675 
5, 134, 755 
9,976,556 
6,741,539 
8,305,830 
6,854,909 

27,790,316 
6,805,775 
8,876,695 

<I> 
6,024,857 

<I> 
707,607 

10,117,426 
2,282,543 
9,054,952 
9,974,286 

Total moneys 
available to 

brokers from 
customers cash 

and securities 

$649,861,398 
241,869,695 
260, 113, 315 
163, 173,621 
191,882,617 
145,570,626 
132, 192,295 
126,517,035 
109,242,097 
103,342,943 
99,372,682 
89,737,937 

134, 949, 864 
53,204,527 
59, 582,656 
49,463,795 
76,769,884 
44,080,591 
67,744,715 
15,361,602 
22,245,934 
46,676,824 
59,762,807 
66,200,283 
89,939,908 

$344, 098, 309 $3, 098, 859, 651 

1969 

Customer 
free credit 

balances 

$381,640, 045 
85,863,120 
45,809,758 
51,566,052 
49,843,640 
34,328-,190 
48,557,779 
39,892,104 
97,759,470 
40,081,703 
29,098,663 
40,770,262 
28,249,098 
31,076,688 
19,189,600 
31,917,502 
27,190,400 
26,329,218 
34,352,836 
22,580,365 
10,885,626 
21,812,619 
11,550,031 
7,789,491 

17,376,294 

$1,235,510,554 

Bank borrowings 
secured by 

customer 
securities 

$76, 976, 000 
99,440,430 

167,389,000 
129,325,000 
75,875,000 
16,950,000 
47,675,000 
31,320,000 
53,860,000 
17,700,000 
64, ODD, 000 
35,916,000 
52,350,000 
30,635,000 
22,750,000 
22,325,560 
33,827,000 
57,743,612 
43,300,000 
38,425,000 
19,950,000 
17,495,649 
35,400,000 
10,585,000 
42,130,350 

$1,243,343,601 

I-' 
~ 
I-' 



TABLE 14-Continued 

1969 1968 

Customer fully Total monies Customer fully Total moneys 
Amount of paid seCUrities available to Bank borrowings security deposit paid securities available to 

security deposit fall to Recl brokers from secured by on customer fail to Receive brokers from 
on customer customer shortl customers cash Custom er free customer securities loaned custom er shortl custom ers cash 

securilies loaned firm short and securities credit balances securities firm short and securities 

Merrill Lynch _________________________________________ $118,768,372 $128,813,750 $706, 198, 167 $398, 592, 383 $16,873,500 $143,746,398 $179,846,666 $739, 058, 947 Bache & Co, Inc ______________________________________ 132,297,468 54,220,693 371,821,711 91,847, 190 121,849, 200 138,474,660 53,205,258 405, 376, 308 F. I. duPon'- _________________________________________ 42,346,143 66,934,299 322,479,200 59,653,611 186,759,325 39,822,597 48,811,762 335, 047, 295 Goodbody & Co _______________________________________ 67, 017,132 41,853,146 289,761,330 61,631,870 78,504, 000 99, 080, 252 30,139,293 269,355,415 Dean, Witter. _________________________________________ 88,720,247 16, 257, 840 230, 696, 727 52,428,635 71,375, 000 85,965,744 26,017,576 235, 7£6, 955 Walston & Co., Inc _____________________________________ SO, 509, 685 15,910,778 117,698,653 40,190,885 22,050,000 44,633,226 16,050,097 122,924,208 E. F_ Hutton __________________________________________ 55,701,054 13,659,937 165, 593, 770 63,724,437 28,675,000 54,925,465 22,211,077 169, 535,979 Paine Webber. ________________________________________ 65,296,778 22,305,764 158,814,646 46,684,230 10,855,500 81,214,375 21,174,779 159, 928, 884 Loeb, Rhoades ___________ ~ ____________________________ 30,443,622 17,889,343 199, 952, 435 62,860,036 38,940,000 37,933,072 10,258,409 149,991,517 .-Shearson, HammilL ___________________________________ 48,261,350 12,913,171 118, 956, 224 40,075,076 32,075,000 43,698,690 12,656,258 128, 505,994 ~ 

~~~~~I~;:~'tweeks_-_-~ ~:::::::::::::::::::::::::::::: 22,954,217 13,565,411 129,618,291 41,990,535 80,100,000 49,529,420 34,683,535 206, 303, 490 tv 
21,645, 071 16,180, 063 114,511,396 39,970, 039 91, 086, 250 29,356,685 15, 097, 934 175,510,908 

~:~;~~~~ ~i~~';::: ::::::::::::: :::::::: :::::::::: ::::: 36,860, 090 10,989, 003 128, 448, 191 31,215,497 42,422, 000 42,699, 032 17, 185, 148 133, 521,617 
9,374,550 18,357,606 89,443,844 28,752,972 30,927, 000 la, 008, 410 20,701,729 90,390,111 Smith, Barney ________________________________________ a 33, 542, 851 75,482,451 22,864,747 27,650, 000 a 27,839,719 78,354,466 Kidder, Peabody _______________________________________ 3,395,960 10,533,123 68,172,145 25,733,566 28,403,919 1,993,100 5,795,734 61,916,319 White, Weld __________________________________________ 16,892,317 11, 081, 477 88,991, 194 30,818,414 44,600,000 3,306,715 20,226, 162 98,951,291 Burnham & Co ________________________________________ 39,390,410 <') 123, 463, 240 23,771,952 41,441,147 35,502,850 <') 100,715,949 Harris, Upham ________________________________________ 2,593,100 14,149,261 94,395,197 35,945, 124 62,800, 000 2,596,200 10,210,300 Ill, 551,626 A. G_ Becker. _________________________________________ 1,603, 088 (I) 62,608,453 16, 028, 060 30,450, 000 3,407,565 <') 49,885,626 Bear, Stearns _________________________________________ 3,649,553 2,859,828 37,345, 007 11,486, 155 51,850, 000 0 <') 63,336,155 Dominick & DominIck __________________________________ 6,171,200 15,872,149 61,351,617 20,465,546 28, 251, 063 4,250,378 7,841,800 60,808,787 H. Hentz & Co ________________________________________ 13,654,943 5,320, 102 65,925,076 19,906,616 58,500, 000 22,870,300 10,322,295 111, 599, 211 Shields & Co __________________________________________ 19,116,650 15,946,063 53,407,204 9,981,808 a 28,614,515 15,941,911 54,538,234 Thomson & McKinnon __________________________________ 13, 114, 126 9,751,739 82,372,509 20,937,325 41,838,930 16,253,943 8,246,934 87,277,132 

$909,777, 126 $568, 817, 397 $3,957,508,678 $1, 297, 577,679 $1, 268, 276, 834 $1, 019, 883, 592 $614, 464, 376 $4, 200, 182, 481 

1 Not available. 
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In 1970 alone; the 25 firms listed on Table 14 were able to generate 
.$1,253,590,817 in bank borrowings through the use of customers' mar
gin securities having a value of $2,007,923,588. A good part of the 
funds generated by bank borrowings collateralized by customers' se· 
curities were for the purpose of making secured margin loans to 
customers. 

Table 15 compares the amount of customers' margin securities which 
were available for use by these 25 broker-dealers with the amounts 
actually utilized for bank borrowings. 

TABLE 15.-MARKET VALUE OF CUSTOMERS' MARGIN SECURITIES AVAILABLE FOR USE AND MARKET 
VALUE OF CUSTOMERS' SECURITIES HYPOTHECATED AT LARGEST NYSE BROKERAGE FIRMS 

Merrill Lynch ..... . 
Bache & Co., Inc .. . 
F.1. duPon!. .... .. 
Goodbody & Co .. .. 
Dean, Witter ...... . 
Walston & Co., Inc. 
E. F. Hutton ..... .. 
Paine, Webber .... . 
Loeb, Rhoades .... . 
Shearson, Hammill. 
Hayden, Stone ..... 
Hornblower & 

Weeks ......... . 
Reynolds & Co.. .. . 
Eastman, Dillon .. .. 
Smith, Barney .... . 
Kidder, Peabody .. . 
White, Weld ...... . 
Burnham & Co .... . 
Harris, Upham .... . 
A. G. BeckeL .... .. 
Bear, stearns ..... . 
Dominick & 

Dominick ....... 
. H. Hentz & Co ••••• 

Shields & Co ...... 
Thomson & 

McKinnon ....... 

1970 1969 1968 

Market value 
of customers' 

margin 
securities 
available 

for use 

$796, 566, 395 
284,387, 031 
265, 034, 033 
176,607,196 
267,491,934 
213,399,291 
162,404,759 
213, 065, 378 
226,647,990 
126,866, 104 
102, 422, 117 

98,847,741 
173,183, 094 
45,672,348 
36,052,250 
41,397,152 
41,893,794 
46, 168, 629 

103, 65IJ, 933 
26,525,975 
32, 076, 057 

44, 075, 789 
91,219,357 
56,594,107 

96, 477, 985 

$3,768,727,439 

Market value 
of customers' 

securities 
hypothecated 

Market value 
of customers' 

margin 
securities 
available 

for use 

Market value 
of customers' 

securities 
hypothecated 

Market value 
of customers' 

mar~in 
securities 
available 

for use 

Market value 
of customers' 

securities 
hypothecated 

$377,915,300 $1,086,820,669 $217,504,505 $1,280,240, 019 $237,368,705 
146,987,387 396,412,512 162,109,173 489,838,641 191,749,700 
~mm ~_ffi ~~_ mmW ~~~ 
142, 830, 852 255, 899, 111 186, 900, 759 394, 926, 091 117, 654, 006 
144,125,713 290,679,273 113,842,112 279,976,736 107,851,300 
100,947, 100 212,689,737 27,690,200 258,443,779 67,584,940 
82, 036, 850 202,331,104 72, 081, 530 251,752,681 41,476,560 
46,588,200 245,420,114 39,400, 000 426,447,734 40,648,700 
34,450,985 330,791,812 71,833,813 287,474,515 55,131,288 
65,871,816 172,428,741 49,211,600 190, 026, 654 58, 685, ~32 
60,023,551 142, 007, 426 89, 065, 895 246,640,978 109,751, 016 

73,922,824 151,711,803 77, 003, 349 180, 088, 873 49,300, 000 
~2, 398, 744 156,906,888 72,976,551 236,703,842 89,105,987 
25, 077, 200 74,396,061 40,339,720 106,618, 070 41,419,702 
23,357,070 44,573,124 30,770,598 44,410,556 37,502,325 
24,572,251 57,297,636 31,444,101 55,262,360 40,295,496 
44, 161, 753 55,363, 065 43, 321, 400 117, 691, 394 52, 889, 370 
24,712,037 96,463,579 76,397,209 123,233,292 53,720,586 
40,707,100 156,739,052 56,400,100 202,781,784 71,553,594 
6,624,551 33,784,561 50,900,135 39,781,378 40,545,132 

14,261,383 42,232,362 27,804,800 92,213,606 65,687,421 

15,007,400 78,373,293 23,737,408 82,635,723 41, 068, 029 
57,203,060 113,364, 66!) 45,440,500 193,764,267 77,737,900 
42,288,752 55,533,182 19,307,125 39,194,141 a 
80,878,315 107,138,936 81,465,491 131,544,630 59,450, 030 

$2, 007, 923; 588 $4,851,941,148 $1,943:915,460 $6, 079; 465,192 $1,997,711,883 

Thus, in 1970 these firms had $3,768,727, 439 in customers' margin 
securities available for use bu.t only hypothecated $2,007,923,588 or 
53.28 percent. The remainder, $1,760,803,851, was· thus available for 
use either for lending or for deli very. 

As noted earlier margin securities not utilized for hypothecation 
may be utilized for lending or delivery to another broker-dealer on 
sales. The total amount of customer margin securities available for 
use in 1970 at these firms was $3,768,727,439. The total amount of these 
customer margin securities hypothecated was $2,007,923,588 and the 
total amount loaned was $478,604,139. The remaindl'r, $1,283,199,172, 
was available for other uses including delivery to third parties. 

There is no data readily available regarding the value of cu.stomer's 
excess margin securities which may have been utilized to effect delivery 
to third parties on sales transactions. According to the rules of the 
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national stock exchanges and the NASD, customers' excess margin se
curities are required to be segregated, and are not available for use by 
broker-dealers. 22 Nonetheless, despite the strict prohibitions against 
utilization of excess mal'gin securities, some broker-dealers have in 
fact utilized these securitIes for their own use. This can occur, and 
has occurred, when broker-dealers pledge as collateral for bank loans 
customers' securities having a value in excess of that permitted to be 
hypothecated. For example, the NYSE requires that securities hav
ing a value not more than 140 percent of the debit balance may be 
hypothecated.23 

"'\Then an excessive amount of customers securities have been hypothe
cated, this should be reported in the item in Question 6 (G) of Form X-
17A-5 under the heading "customers' fully-paid securities-pledged 
in error." Although the term "fully-paid" may be inaccurate for mar
gin securities, those securities which are excess margin securities are for 
the purposes of that item considered to be fully-paid. As hereinbefore 
noted Question 6 (G) is also utilized to report cash account customers 
securities which have been pledged in error. Thus the figures reported 
in Table 6 represent cash account (fully-paid) and excess margin 
securities pledged in error. 

22 NYSE Rule 402.10; NASD Rules of Fair Practice, art. III, sec. 19(d). 
23 NYSE Rule 402. 



CHAPTER V-STOLEN SECURITIES 

INTRODUCTION 

During the recent operational and financial crisis on Wall Street,. 
many millions of dollars worth of stocks and bonds mysteriously dis
appeared from brokerage houses and other financial institutions. For
reasons which will be explained, it is hard to quantify just how large
the losses were, or to state precisely what impact they had upon the 
industry, but it is clear that they constituted a problem of great magni
tude and urgency. Statistics on lost or stolen securities range from a 
minimum of $100,000,000 (reported to the N ew York City Police
Department d.uring 1967-1970) 1 to upwards of $400,000,000 (as shown 
by the records of the National Crime Identification Center at the end 
of 1970).2 So bad did the situation become that commercial insurance 
companies ceased to cover losses from the disappearance of U.S. Treas
ury bills, and they almost abandoned the business of insuring securities 
losses altogether.3 

The mysterious disappearance probll:)m had its roots in the back 
office breakdown, which started in 1967. Prior to that time, securities 
losses were not really significant, and criminal activity with respect to
securities centered around counterfeiting rather than theft.4 When an 
unforeseen and unplanned for increase in volume swamped the proc
essing facilities of most brokerage firms in 1967-1968, control was lost 
in two vital respects. First, as previously noted, the records of the 
ownership and location of securities were not maintained in an accurate 
and up to date manner.S Secondly, physical control over the custody 
and movement of securities decreased markedly. While these problems
were exaggerated at certain very large retail firms, they were experi
enced pretty generally throughout the securities industry.6 

The chaos in the back offices which has been detailed in a previous. 
chapter 7 would not have been so serious if it had not been accompa
nied with a loss of physical control over the securities themselves. Ac
tually, the two problems dovetailed, because the loss of recordkeeping 
control made it difficult or impossible to determine which securities
were on hand-or rather which securities were not on hand-and to 
whom they belonged. Soon, organized crime moved in to take advan
tage of the situation, and the result was described by aNew York 
official as a "free-for-all as far as thefts of securities are concerned." 8· 

1 Hearings before the permanent Subcommittee on Investigations of tbe Senate Committee
on Government Operations, on Organized Crime (stolen securities), 92d Cong., 1st sess. 
(1971) [hereinafter cited as the "Hearings"], at p. 37. 

2 Idem at p. 15. 
a Idem at p. 12; Wall Street Journal, Nov. 17, 1969. 
• Hearings at pp. 36-38, 845-46. 
• See cll. III, pp. 95-96, Bupra. 
• Hearings at pp. 73-74. And see generally. "Some Suggestions for Reducing Securities. 

Thefts from Stock Brokerage Firms," by Marsh & McLennan [hereinafter cited as "Marsh & 
McLennan pamphlet" J. 

• See ch. III, pp. 95-96, Bupra. 
8 Hearings at pp. 40, 72, 77-79. 

(145) 
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According to the police, organized crime was not so much involved in 
the theft of the securities, which was mainly the work of the firms' 
employees, as it was in disposing of them. 

Stolen securities were in some cases sold directly through a broker
age firm, by means of a false identity, but it was far more common 
(and safer) for them to be utilized as collateral for a bank loan be
cause less scrutiny was given to the borrower and the securities 
pledged.9 Stolen securities frequently were routed through foreign 
banks >and then brought back to this country, where they were sold 
to purchasers who took good title as against the true owners. of the 
securities. That is, by routing the certificates through institutions 
whose lmowing participation in the disposition of stolen property 
could not be discovered or proved because of banking secrecy laws, 
the true owners were foreclosed from reclaiming the certificates from 
a subsequent purchaser for value.10 

Of course, the negotiation of stolen securities requires that they be 
in "negotiable" form under the Uniform Commerci'al Code (or that 
they be made negotiable by forgery), but many securities are routinely 
kept in negotiable form at firms and some are even furnished to indi
vidual customers in such form instead of in customer name form. The 
practice of attaching blank stock powers, and the 'availability of pre
signed blank stock powers (where a firm is holding stock in a 
customer's name), makes a great deal of the stock held by firms readily 
disposable in the hands of a thief or a fenceY Furthermore, adequate 
precautions are not always taken with respect to the shipment of se
curities by mail, and during the late 1960's criminal elements were 
looting registered U.S. Mail shipments at major airports. For example, 
the Post Office Department has reported that $71 million worth of 
securities was stolen at John F. Kennedy Airport alone between 
November 1967 and October 1970.12 

Local and Federal law enforcement officials (primarily the U.S. 
Postal Inspection Service and the FBI) stepped up their activities in 
the face of the entry of organized crime into the area of stolen secu
rities. Numerous persons were arrested, and progress was made in re
covering missing securities, as reflected by statistics from the New 
York City Police Department which show that $39 million worth of 
securities were recovered out of the $102 million reported by banks 
and brokers as lost or stolen during the years 1967-70.13 Firms hired 
outside consultants and specially trained guards to reduce the move
ment of secllrities within the firms themselves and to control access to 
the securities.14 Firms also made important steps in bringing records 
up to date and inventorying securities to determine exactly what was 
missing, in some instances, for the first time in years. Despite the steps 
taken by banks, brokers, self-regulatory bodies, the Commission, and 
law enforcement officials, thefts continue and still constitute an im
portant problem to the industry. Accordingly, it is necessary to exam
ine in detail some of the major contributing factors to the mysterious 

• Jnpm at p. 74. 
]0 Inem at p. 62 (Exhibit No.2), 82-83. 
11 Idem at p. 40,92. 
"Ictcm at p. 67. 
13 Irlem at p. R7. 
"Idem nt p. 12; Marsh & McLennan pamphlet; and see "Internal Security Handbook of 

the AHRoclation of Stock Exchange Firms." 
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disappearance problem, and what remains to be done to minimize or 
eliminate their continuing effects. 

A. Failure to identifiy l088e8 
Many firms did not detect losses or securtiies promptly because, as 

noted above, their records were incomplete, inaccurate, or even non
existent. Box counts were not made regularly, and even when they 
were made, items outside the firm were not verified. Further, when 
stock record differences were revealed as the result or counting securi
ties and comparing them to the location and ownership records, the 
differences were not adequately researched and resolved.l5 

There were several contributing ractors to the loss identification 
problem: 

1. Errors in recordkeeping were not promptly detected. 
2. There was no requirement that securities be periodically counted 

and checked against stock location or ownership records. 
3. 'Vhen an inventory was taken, verification or outstanding items 

was not required. 
4. There was no requirement, directly or indirectly, that stock record 

differences be researched and resolved. 
A major step toward the prompt detection or recordkeeping viola

tions was taken by the Commission with the adoption or Rule 17a-ll 
under the Exchange Act.1G The rule requires that any firm which iR 
failing to make and keep current records required by the Exchange 
Act immediately notify the Commission and all appropriate se1£
regulatory bodies. The rule also requires firms in financial trouble 
to report specified data which will reflect not only their financial 
condition but their operational condition as well. 

At the request of the Commission, the New Y'ork and American 
Stock Exchanges adopted "box count" rules applicable to their mem
bers, at the end of 1970/7 and the Commission has recently adopted 
its own box count rule, Rule 17a-13 under the Exchange Act, appli
cable to all brokerage firms.1s The rille requires that a count be made 
or all securities on hand at least once each calendar quarter, and 
that all items outstanding for more than 30 days be verified. This 
should prevent inaccurate entries, showing stock as being at a transfer 
agent or being due from other brokers for inordinate periods of time. 
Frequent box counts should serve to reduce the chance of mysterious 
disappearance of certificates and reveal whether a firm's records are 
up to date. 

In accordance with a correspondinO" revision of Form X-17A-5 
under the Exchange Aet,lO the independent accountants of a firm are 
required to comment upon the firm's procedures for resolving the 
stock record differences 20 uncovered by the box counts. The reporting 
of differences called for by the Form, and. the expression of auditors' 
comments, will encourage firms to research and resolve differences 
quickly. Added impetus will be supplied by the recent revision of the 

'" For detailS, see ch. III, pp. 100-104, ~upra. 
16 Exchauge Act release No. 9268, July 30, 1971. 
17 NYSEJ Rule 440: AMEX Rule 448. 
18 Exchange Act release No. fJ376, Nov. 8, 1971. 
,. Ibid. 
20 An explanation of short and long stock record differences is found In ch. III at pp. 

100-105, 81lpra. . 
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net capital rule of the New York Stock Exchange to require a charge
against net capital in the full amount of short stock record differ
ences remaining unresolved 45 days after discovery.21 (The Commis
sion's net capital rule, 15c3-1 under the Exchange Act, has always
required a full charge for' such differences immediately upon their 
discovery. ) 

Under proposed Rule 15c3-4, regarding the protection of custom
ers' securIties, firms would have to purchase any fully paid or excess· 
margin securities which were revealed as missing by a required quar
terly "box-count." The buy-in would be required 30 days after the' 
count. Adoption of the rule would, therefore, solve the missing securi
ties problem at least with respect to fully paid and excess margin 
securities. 

B . Failure to report l088e8 
One of the most discouraging aspects of the stolen securities prob

lem was the lack of cooperation on the part of brokerage firms with 
law enforcement officials. As discussed above, many losses were not 
detected at all, and many others were not detected promptly, but even 
those that were discovered were not always reported to the self-regu
latory bodies and the police. In fact, there were brokers who even 
declined to cooperate with authorities who were investigating unre
ported disappearances which had otherwise come to their attention. 
There was a similar lack of cooperation with commercial insurers, and, 
for their part, the insurers did not require that their insureds report 
losses to the police.22 

Reasons given for their refusal to cooperate ranged from a fear' 
of damaging their "image" or of offending clients to a desire to keep. 
their insurer and the self-regulatory bodies from learning just how 
insecure and fouled up their operations were. There was, it is true, 
a very real risk that insurance companies would have canceled their 
coverage of certain brokerage firms had the facts of disappearances 
been reported. Unfortunately, the failure of these firms to report 
losses materially increased the chances that the persons responsible
would not be apprehended and that the securities would be successfully 
negotiated. 

O. Failure to identifry 8tolen 8ecurities 
Tied in directly with the non-discovery and non-reJ?orting problems 

is the problem of non-identification of stolen securitIes. That is, there 
is no central data bank readily accessible to industry members which 
carries the identification of all securities reported as missing. Instead, 
there are two data banks, one of whish is reasonably comprehensive 
but not accessible to the industry, while the other is readily accessible 
but contains only a limited list of missing securities. More important, 
there is no requirement that any participant in the industry attempt 
to determine whether securities he is buying or selling have been re
ported as stolen. 

The National Crime Information Center (NCIC) has computerized 
lists of stolen securities, but input and output is possible only through 
a law enforcement agency. Thus, a bank or a broker wishing to verify 

III NYSE Member Firm Educational Circular No. 336, July 16, 1971. 
.. Hearings nt pp. 38-39, 347. 
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rthat a given security has not been reported as missing must request 
verification through a local police department.23 The delay and incon
venience involved make such procedure impracticable. A problem has 
.arisen even on the input side, because of delays experienced in prepar
ing descriptions of missing securities in proper form for entry into the 
·data bank.24 Brokers and banks can have ready access to a private com
.puter system, "Sci-Tek," which also lists missing securities, but as yet 
the data bank is not extensive.25 

The Government presumably could make the NCIC list of securities 
.accessible to banks and brokers directly or indirectly (for example 
through an interface with a clearing corporation). Serious considera
tion should be given to this approach, albeit with the knowledge that 
it would not be sufficient unless there were a requirement that par
ticipants in the industry including broker-dealers and banks use the 
databank on a routine basis. At present, both brokers and banks have 
not subscribed in appreciable numbers to the Sci-Tek system. It is 
·claimed that this reluctance is based on the fear that the general avail
ability of the system would destroy the "bona fide purchaser" defense, 
which is a cornerstone of the negotiability of securities.26 

Securities are akin to negotiable instruments, in that, under specified 
·circumstances, a bona fide purchaser takes them free of claims of their 
former owners-including the claim that they were stolen. However, 
this defense might not be available to prospective purchasers who 
could have checked out all securities and ascertained that the securi
ties they are purchasing were stolen. However, once it is established 
that there exists a readIly accessible system which contains a reason
.ably comprehensive list of stolen securities, it may be appropriate to 
adopt a rule requiring adherence by broker-dealers to such a system, 
and the bank regulatory authorities might wish to give consideration 
to a comparable regulation when the circumstances are ripe. Of 
course, the ~nefits of the elimination of the stock certificate would in 
general-and in particular with respect to the theft problem-far out
weigh the disadvantages to some institutions which would flow from 
an unearthing of stolen securities in their vaults and portfolios. 

D. Failure to identify security-risk employees 
W11en organized crime started to infiltrate brokerage back offices 

during the late 1960's, firms were hampered in their screening efforts 
by the lack of a data bank with respect to prospective employees. In 
particular. firms were unable to secure the cooperation of the FBI and 

. New York police agencies in checking fingerprints. Special legislation 
,,'as passed in New York in 1969, under which employees of member 
firms of the New York, American and National Stock Exchanges (and 

·of exchange clearing corporations) must submit to fingerprinting, and 
which gives the exchanges access to New York police records.21 

The problem of securing access to FBI records has not been resolved. 
Member firms of exchanges other than those mentioned above are not 
in a position to demand that employees be fingerprinted and to have 

.. police agencies check out the employees. Congress may wish to con-

~'H~nrlng's nt p. 26. 
:l< Idem at p. lX!l . 
• , I d~m at pp 1 ;;9. 54,,-46. 
'0 I(JpOl at p. fi4!l. 
21 Idem at p. 3R7. 
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sider the possibility of authorizing Federal law enforcement officials 
to cooperate with the stock exchanges and the NASD in making 
known information as to -employees and prospective employees in 
official files, where the information concerns arrests and convictions.28 

E. Failure to uncover and eliminate channels for the disposi
tion of stolen securities 

Stolen securitJes at one time had very little value to professional 
thieves because they could not be easily disposed of. Indeed, stock 
certificates were routinely destroyed in the early 1960's when they 
were found in sacks of registered mail which had been stolen for 
jewelry and other precious contents.29 Eventually organized crime 
took over the business of disposing of such securities, and thus made 
it profitable for thieves to plan securities thefts on a systematic basis. 
In fact, the ultimate development was theft to order-whereby spe
cific issues of securities in specific denominations would be stolen to 
fill an existing demand.30 

The most valuable allies of organized crime in its program of nego
tiating stolen securities were (and are) negligent ofticials of domestic 
and foreign financial institutions. Domestic banks ,vere a particular 
target of the syndicates, because the collateral supporting personal 
loans was not always scrutinized, and banks were not appropriately 
cautious about individuals who were applying for fully collateralized 
loans. Fortunately, lending officers at certain institutIOns were suffi
ciently suspicious from time to time to check certificate numbers with 
transfer agents, and thus sizable amounts of stolen securities were 
recovered. 

Foreign financial institutions, operating under bank secrecy laws 
in various foreign countries ca,n accert stolen securities for sale, or 
as collateral for loa,ns, with relative Impunity. Beca,use of such do
mestic secrecy laws and the difficulty of obtaining information from 
such jurisdictions, it is almost impossible to disprove their status as 
bona fide purchasers. Further insulation against discovery (and the 
recovery of the securities) is provided when one resells the stolen se
curities through a United States brokerage house, thereby inserting 
another bona fide purchaser in between the thief and the person from 
whom they were stolen. It may be appropriate to consider legislation 
which would require United States brokers and other United States 
persons such as banks and other persons who make collateral loans on 
securities to verify that all securities received and sold for the ac
counts of foreign institutions (or pledged as collateral for loans to 
them) had not been reported stolen. 

The above factors were and still are of major importance insofar as 
the industry's theft problem is concerned. However, even vigorous ac
tion in all of these areas would only diminish, rather than eliminate 
the problem. If the problem is to be resolved, nothing less will do than 
the immobilization or elimination of the certificate.31 

.. Idem at p. 354 . 

.. Idem at p. 245-46. 
30 Idem at p. 78. 
Il.Tlie'dlscusslon on these snbjects w1ll be fonnd In eh. VIII. A machine readable certificate 

would not accomplish this result. 



CHAPTER VI-THE NEED FOR AN EARLY WARNING 
SYSTEM 

INTRODUCTION 

The Commission's :llmual report form, Form X-17A-5,1 is de
signed to elicit information bearing on whether or not a broker-dealer 
is in compliance with the requirements of the Commission and the self
regulatory bodies on net capital and rules designed to protect the 
integrity of customers' securities, such as those relating to hypotheca
tion 2 and segregation 3 of securities. The information in the 
X-17A-5 report is accordingly quite comprehensive; and it ,is highly 
useful for administrative and regulatory purposes. The repolt is cer
tified by independent accolmtunts whose audit procedures include a 
physical count of securities to determine their existence and location 
and confirmation of accounts with cnstomm's and other broker-dealers. 

As valuable as the Form X-17A-5 report is, it is made only once 
a year; and, in light of its comprehensive sweep, an audit of the kind 
called 'for by the report could not reasonably be required more often. 
Therefore, as an enforcement tool, the report is supplemented by in
spections by the self-regulatory bodies.4 However, an inspection does 
not and cannot feasibly involve a securities count and confirmation of 
accounts. It, therefore, cannot test whether short stock record dif
ferences exist or whether a broker-dealer is in compliance with ap
plicable segregation requirements, the two elements which were more 
responsible than any others as immediate causes for the downfall of 
many firms. The measures which have been taken· to create an early 
warning system will be discussed in the conclusion of this section 
of the report, following a consideration of some of the operational 
problems which arose during the critical period of 1968-70. 
1. Auditing 

The essence of an audit is well expressed in the opening paragraph 
of Auditing Standards and Procedures,· the basic auditing guide of 
the accountmg profession: 

1 A copy of form X-17 A-5 is attached as appendix D. 
• Under the Commission's hypothecation rules (8c-1 and 15c2--1 under the Exchange Act), 

a broker-dealer may not, among other prohibitions, commingle his securities with those of 
his customers under the Isame Hom; and he may not ,pledge the securities of customers to 
secure loans in amounts which, in the aggregate, exceed the aggregate indebtedness 
to him of all customers on 'securities. The rules 'Of the NYSE and .the NASD provide 
that a member may not pledge or loan securities of a customer to secure an obligation of the 
broker-dealer which exceeds what is fair and reasonruble in light of the amount the customer 
'Owes to the broker-dealer on th'Ose securities. As to common st'Ocks this has been interpreted 
to mean that the pledge of a customer's stock with a market value in excess of 140 percent of 
the customer's obligation is excessive; such excess being sald t'O constitute "excess margin 
securities." See, e.g., NYSE Rule 402(d). 

3 The NYSE and NASD have rules pr'Oviding that the fully-paid and excess marldn secu
rities of customers are t'O be segregated from the broker-dealer's own securities. NYSE 'Ralle 
402.10. NASD "Rules of Falr Practice," sec. 19 (d). . 

• InspeCtions of brOker-dealers by the regulat'Ory bodies are coordinated to avoid unneces
sary duplication and a needless waste of regulat'Ory manpower. See, e.g., 31 SEC Annual 
R7t. 68; 30 SEC Annual Rept 76-77; 29 SEC Annual Rept. 66-67. 

AICPA, Statemen,ts on Auditing Procedure No. 33, 1963. The statement is a c'Ons'OlI
dation of earlier pront>uncements by the Institute 'On the subject of auditing. (Referred to 
as SAP No. 33.) 
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The objective of the ordinary examination of financial statements by the inde· 
ipendent auditor is the expression of an opinion on the fairness with which they 
.present financial position and results of operations. The auditor's report is the 
.medium through which he expresses his opinion or, if circumstances require, 
disclaims an opinion. In either case, he states whether his examination has 
been made in accordance with generally accepted auditing standards. These 
standards require him to state whether, in his opinion, the financial statements 
are presented in conformity with generally accepted principles of accounting 
and whether such principles have been consistently applied in the preparation of 
the financial statements of the current period in relation to those of the preceding 
period. 

An audit of a broker or dealer is not a mere "balance sheet audit" 
in the classic sense of a report of the stewardship of the owners of the 
business involving an examination of assets, liabilities and net worth 
solely for the purpose of expressing an opinion. It is an examination 
of accountabilities and responsibilities of a firm resulting in a report 
to regulatory bodies concerning that firm's fiduciary obligations to 
customers. This type of audit must of necessity be broader and more 
coml,wehensive than a "balance sheet audit" and to this end the Com
miSSIOn in Form X-17A-5 prescribes certain "Audit Requirements." 
In order to comply with these "Audit Requirements" the accountant 
must apply specific audit procedures in certain areas not generally 
-required by the generally accepted auditing standards of the pro
fession. 

Although the broker-dealer audit is extensive and detailed, it is, 
as noted above, directed to the expression of an opinion on financial 
statements and is not primarily or specifically designed to disclose de-
falcations and other similar irregularities.6 , 

On the other hand, management has the burden and responsibility 
to (1) adopt sound accounting policies, (2) maintain an adequate and 
efi'ecti ve system of accounts, (3) safeguard assets, and (4) devise an 
adequate system of internal control. The transactions which should be 
reflected in the accounting records and financial statements are mat
ters within the direct know ledge and control of management. The 
,auditor's knowledge of such transactions is limited to that acquired 
through his examination, and his responsibility for the statements he 
has examined is confined to the expression of hIS opinion on them. The 
financial statements remain the representations of management.7 

There are a nlUnber of specific auditing standards prescribed by the 
accolUlting profession.s For example, an accountant should be inde
pendent, he should exercise due profe~sional care in the performance 
of his audit, and the examination should be performed by persons 
having adequate technical training and proficiency as an auditor. The 
accountant is required under these standards to make "a proper study 
and evaluation of the existing internal control as a basis for reliance 
thereon and for the determination of the resultant extent of the tests 
to which auditing procedures are to be restricted." 
$. Internal control 

The Commission's concern with internal control as expressed in the 
.Audit Requirements of Form X-175A-5 requires "a review of the 

n See SAP No. 33, p. 11. 
7 SAP No. 33, pp. 9-10. 
B SAP No. 33. pp. 15-16. 



153 

accounting system, the internal accounting control and procedures for 
safeguardmg securities." The accountant further is required to com
ment "upon any material inadequacies found to exist ... and [to] 
indicate any corrective action taken or proposed.:' The purpose of a 
system of internal control is to safeguard the securities of custom
ers and the assets of the owners of the concern and to minimize both 
the number and significance of any clerical inaccuracices in the ac
counting records. Cash, securities and other evidences of readily trans
ferable rights are among the principal assets of a brokerage con
cern. The principal areas with which internal control is concerned 
are the handling of securities of customers and the assets of the 
concern during their receipt, custody and transfer. Deficiencies in 
the accounting system, internal control and procedures for safeguard
ing securities are reflected by material amounts of unresolved security 
differences, suspense balances, unverified transfer items and differences 
in dividend accounts which represent potential losses. The existence of 
such deficiencies generally require the accountant to expand the ex
tent of his audit procedures and the absence of appropriate provisions 
for estimated losses may require the independent accountant to qual
ify or disclaim an opinion on the fmancial statements. 

An adequate system of internal accounting control did not exist 
in many broker-dealers because of management's apparent lack of 
concern regarding the maintenance of current and accurate books 
and records. There can be no adequate safeguarding of securities 
under these circumstances. A reference to some of these sItuations shows 
the severity of the lack of internal control. 

The 1966 audit of Hayden, Stone showed short stock record differ
ences of $856,563, which grew to $3,986,502 in the 1967 audit and $10,-
260,000 in the 1968 audit. The auditors commented on these stock record 
differences in a material inadequacy letter. They attributed the differ
ence to a lack of synchronization between the movement of securities 
and the recordation of such movement-entries were made to the stock 
record without review or correction; corrections of errors were entered 
without adequate Tesearch; errors were not corrected on a timely basis; 
transactions were not recorded on a timely basis; numerous errors were 
made in data processin~ ; and differences uncovered in periodic internal 
box counts were not tlloroughly investigated. Another area of con
cern was the firm's efforts to deal with the physical security of the stock 
certificates. The auditors stated that the firm had adopted procedures 
to improve its weak physical control over securities on hand but "they 
were not effectively bein~ followed by personnel in the Cashier's De
partment nor were they being enforced by supervisory personnel of 
the Corporation." In addition, the -auditor's letter commented on many 
other deficiencies thereby calling to the attention of the firm and the 
New York Stock Exchange the necessity for correcting these matters.9 

Long stock record differences decreased from $2,800,000 in the 19159 
audit to $279,419 in the 1970 audit. Hayden, Stone at this time was en
gaged in a general program of briefly researching and then selling out 
these long differences without making any provision for the fact that 

• In the Aug. 3, 1969, audit, short stock record differences were shown to be $8 900 000 
and by the Apr. 26, 1970, audit had decllned to $6,905,792; but this decrease was inore the 
result of the decline In the market than to the resolution of open differences. 

71-109--72----11 
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because of errors in the books and records there might be a customer 
claim for them in the future. A securities count on April 10, 1970 
showed the firm was short securities amounting to $979,605 which had 
been originally considered as long stock record differences in the 1969 
audit and sold out, but for which a subsequent claim developed. 

The situation at Dempsey, Tegeler & Co., Inc. also demonstrated the 
lack of adequate internal control arising largely from the decentraliza
tion of the firm's recordkeeping into five cities: St. Louis, Los Angeles, 
Houston, Chicago and New York.10 The situation was indicated by 
errors in the interoffice accounts. 

The firm's responses to the NYSE's Special Operations Question
naires caused the Exchange early in 1968 to observe that there were 
long time lags in comparing some control accounts to supporting de
tail-differences between control accounts and supporting detail were 
significant-there existed suspense and difference accounts, and many 
positions in the stock record were out of balance. 

In September 1968 the St. Louis office of Dempsey Tegeler was 
visited by staff members of the Chicago Regional Office of the Com
mission. Only limited records were available in that office, but they 
maintained duplicate copies of the monthly statements of each of that 
office's customers. Of approximately 2,500 open customer accounts then 
handled by that office, about 1,000 were examined and it was ascer
tained that approximately 30 percent of the accounts examined con
tained recordmg errors. Some of the types of errors noted are listed 
below: 

1. Unsecured debit balances, created by charging payments of funds 
to wrong accounts. 

2. Unsecured debit balances, created by recording the delivery of 
securities to the customer without recording the receipt of payments 
from the customer for such securities. 

3. Short securities positions in customers' accounts created by re
cording deliveries of securities that were not long in the accounts. 

4. Long and short securities positions bearing similar names in cus
tomers' accounts created by recording the wrong name of a security 
delivered or received against a purchase or sale. 

5. Inflated credit balances in customers' accounts crea,ted by dupli
cate entries recorded on cash receipts. 

The following selected comments on material inadequacies resulted 
from internal control problems discovered by Haskins & Sells in the 
course of their August 31, 1968 audit and were contained in their re
port: New York Accounting Center comments-

1. The considerable number of securities with differences between the security 
record and our physical count or confirmation requests indicates that the con
trols are not effective. 

2. The subsidiary record with respect to fail to deliver, fail to receive, stocks 
loaned, stocks borrowed, bank loans, transfers, free shipments and dividends 
were not periodically balanced with their control accounts. Such a condition 
causes differences and makes timely resolution of such differences difficult. 

3. The number of differences disclosed by our comparison of the Respondent's 
records with statements received from a member firm of The New York Stock 
Exchange (odd lot broker), the Midwest Stock Clearing Corp. and the Detroit 
Stock Clearing Co,rp. indicates that reconciliations and/or follow-up on open 
items are not being performed on a tJimely basis. 

10 This was subsequently reduced to two accounting centers, Los Angeles and New York, 
but this did not resolve the problems. 
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4. Reconciliation of suspense accounts and responsibility for such accounts. 
are not definitely estalJlished. 

5. The 1arge number of unmatched dollar amounts and security positions iII' 
inter-office accounts disclosed by our examination indicate that reconciliations" 
and/or appropriate follow-up of open items are not being performed on a timely 
basis. 'It was also evident that copies of the inter-office accounts were not being" 
received on a regular basis by each accounting center from the other account
ing center. There also appeared to" be a profusion of 'inter-office accounts with 
Httle or no control being exercised that the proper entries were being recorded: 
in the proper accounts. 

6. Prior to August 31, 1968 reconcilements of the payroll account were nof 
being prepared on a current basis with respect to certain bank accounts main
ta[ned by the Respondent and the clearance of reconciling items were not always 
followed through to a timely resolution. 

Los Angeles Accounting Center comments-
1. The two principal operating bank accounts had not been reconciled for 

seven months. 
2. The Respondent did not adequately follow up position differences which 

were identified by a comparison of correspondent's statement with the Respond
ent's record to determine that company records were correct. 

3. Ledger lJalance differences which resulted from differences between wire 
transfer of funds requested from correspondent and amounts actually trans
ferred were not investigated and corrected on a timely basis. 

4. The accounts maintained with two member firms of the New York Stock 
Exchange had not been reconciled on a monthly basis. 

5. Securities which were out of balance on the stock record were not in,esti
gated and corrected on a timely basis. The general ledger suspense account which 
is used by data processing to record out of balance entries was not investigated 
and corrected on a current basis. 

6. There was no control or coordination of the source of journal entries. Jour
nal entries were not approved prior to lJeing recorded. 

In addition, the auditors stated that the computations of net capital 
under the NYSE's Rule 325 was inaccurate in that: 

(a) Provisions for taxes and income were not included. 
(b) Provisions for customers' unsecured and partly secured ac

counts were insufficient. 
(c) Provisions for market valuations of short security difference 

positions and non-<;mrrent stock dividends were insufficient. 
(d) The employee responsible for the monthly computation was not 

advised by the two accounting centers of adjustments made to the ac
counts after the trial balance of accounts is forwarded from each ac-
counting center. . 

On February 10, 1969 the Chicago Regional Office received certain 
information from Los Angeles BraI~ch Office which had been obtained 
a few weeks earlier from Dempsey, Tegeler's Los Angeles Accounting 
Center. Among other things, the Los Angeles Branch Office found 
that when Haskins & Sells attempted to reconcile the position record 
of the Los Angeles Accounting Center as of August 31, 1968 with 
their securities count, they discovered 1,661 differences. Haskins & Sells 
personnel were in the Los Angeles Accounting Center until October 15r 
1968, by which time there remained unresolved 630 differences. Be
tween October 15, 1968 and February 5, 1969 the registrant's employees 
had been able to reconcile only an additional 45 differences. There 
remained unresolved 585 differences. 

The X-17A-5 report of August 31, 1968, indicated that the total 
fails to deliver were $46,936,471. Of these, $25,229,581 (54 percent) were 
outstanding over 30 days. The fails to receive were $40,357,059 and of 
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these $22,515,651 (56 percent) had been outstanding over 30 days. The 
report also showed securities count differences with a long value of ap
proximately $18,000,000 and short value of $2,600,000. It has been 
learned that as of the audit date these balances represented some 5,200 
differences. In addition, the following differences in the interoffice bal
ance accounts could not be reconciled and a valuation reserve of $4,000,-
000 had been set up for possible losses in these accounts: 
])ebit __________________________________________________________ $2,543,044 
Credit _________________________________________________________ 2,280,707 
Long __________________________________________________________ 3,272,784 
Short __________________________________________________________ 17,452,478 

The .Tune 1, 1969 report on Form X-17A-5 indicated that registrant 
was still experiencing difficulty in maintaining customers' ledgers in 
.an accurate manner. The 1968 and 1969 reports reflected a steady de
terioration in the firm's accounting system. This is illustrated by com
paring certain items reported in the two financial statements : 

Stock record differences: I Number of items ___________________________________________________________ _ 

k~~~t ~Il?:~er:;::s ~:1~ek: ::::: ::::: :::::: ::::::: :::::::: :::::: :::: ::::: ::::: Customers' fully-paid securities pledged In error ___________________________________ _ 

Aug. 31, 1968 June 1, 1969 

5,241 
$18, 000, 000 

2,600, 000 
3,700, 000 

5,900 
$10,800, 000 

12, 000, 000 
8,900, 000 

I It should be noted that these stock record difference balances and other differences existed after a considerable effort 
toward their resolution by the auditors. 

The failure of internal control at McDonnell & Co. was a direct 
cause of that firm's liquidation which began in March, 1970. The audit 
by Lybrand, Ross Bros. & Montgomery as of October 31, 1968 disclosed 
certain inadequacies in the accounting, internal accounting control 
and procedures for safeguarding securities. The accounting firm stated 
the following in their material inadequacy letter. 

Security counts and requests for confirmation disclosed approximately 3,025 
security positions which did not agree with the security 'record_ Of these differ
ences, 450 represented securities for which the stock record did not balance or had 
been balanced by creating 'a position in the stock record difference account. After 
corrections (reviewed by us) of errors located by your personnel, 2,000 differences 
remained open at January 12, 1969 in security records. Of these records, 700 repre
sented unlocated securities with a total market valuation of $1,345,868 and 1,300 
were unidentified long positions with a total market V'aluation of $9,252,538. 

Important factors contributing to this condition are, in our opinion, the in
creased volume of daily transactions, the shortage of trained personnel and data 
processing inadequacies_ 

There has been 'an unusual amount of machine down time and this, together 
with the increased volume of transactions, has created a backlog in the Electronic 
])ata Processing ])epartment; 11 one effect of this has been to delay the production 
of information necessary for timely discharge of certain responsibilities of the 
Margin ])epartment. Margin ])epartment personnel are therefore under constant 
pressure to keep their posting up to date and consequently they have not been able 
to police the accounts, i.e., filing for extensions and initiating margin caUs on a 

11 As a step in implementing the improved system referred to in the commen ts on 
security records in May 1968 an IBM 360/40 computer was installed requiring the removal 
of one-half of the respondent's data processing capablllty with its present NCR installation. 
Because of delays in converting to the new system, no current work is being processed on 
the IBM unit. 
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timely basis, resulting in an inordinate number of partly secured and unsecured 
accounts. 

At present, the departments originating data (other than the Accounting De
partment) do not establish controls over this data. Rather, controls are estab
lished within the Tabulating Depa'rtment which is part of the data processing 
operations. In addition, if computer operators discover errors during processing, 
such errors are co'rrected by them and tabulating personnel rather than by the 
originating department. 

The 1968 audit of McDonnell disclosed securities failed to deliver 
to unidentified brokers with a long market value of $1,202,667. There 
were also securities failed to receive from unidentified brokers with a 
short market value of $658,468. As noted previously there were long 
and short stock record differences of $9,252,538 and $1,345,868 respec
tively. The auditors qualified their opinion with respect to the differ
ence valuations. 

Lybrand found that there had been a significant increase in record 
keeping errors as compared with the situation at the time of its pre
vious examination in October, 1967. Lybrand stated "There is no douht 
that underlying many, if not all, of the matters commented upon ... 
is Ithe extremely raI?id growth which the firm has experienced. Indica
tive of this growth IS the increase in number of customer accounts from 
approximately 17,500 in 1964 to 47,500 in 1968. We raise the question as 
to whether Registrant is giving sufficient attention to the quality of its 
growth; in brief, has growth in the firm's profitability 'and return on 
mvestment been commensurate with growth in activity." 

The firm's reports to the NYSE indicated that all differences uncov
ered in the October 31, 1968 Lybrand audit had been researched and 
resol ved as of June 26, 1969; however, since no complete securities 
count had been conducted since April 24, there was no way of knowing 
the extent of the stock record differences that had developed since that 
date. 

On April 24, 1969, Lybrand returned to McDonnell in order to con
duct a complete count of securities. The firm had asked Lybrand to do 
this because manpower shortages did not enable them to conduct such a 
count internally. Subsequent to April 24 no securities counts were con
ducted until the weekend of September 13-14. At that time a complete 
count was made of all bonds, and McDonnell had proposed that counts 
of all stocks would be made on subsequent weekends unW complete. 
Such counts did in fact begin during the weekend of September 20-21, 
and continued through October 15 when it was decided that other 
areas needed more immediate attention and securities counts were 
discontinued. 

During 1968 Lehman Brothers completely lost control of its stock 
record. On Mav 31, 1968, stock record differences of the firm were 
long $473,170,000 and short $219,845,000. These tremendous differ
ence totals resulted from the changeover from a mannal bookkeeping 
system to an automated bookkeeping system in April 1968. 

On August 14, 1968, Lehman engaged Lybrand, Ross Bros. & Mont
gomery, its auditors, to assist in resolving- the differences. Under the 
arrangement Lybrand provided between 80 and 100 eXlPerienced per
sonnel to concentrate on resolving the differences. 
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The following is a chart of the progress ma:de by Lehman in re
searching its differences: 

1968 

June 30 July 31 Aug. 30 Sept. 19 

Long...................... $231,223, 000 $61,330, 000 $54,395, 000 $30,600, 000 
ShorL.................... 100,684, 000 54,319, 000 44,501, 000 22, 000, 000 

Nov. 30 

$3,455, 000 
3,635, 000 

Although faced with a situation of near catastrophic proportions, 
Lehman was able to eliminate its operating problems through a con
certed and sustained effort involving management, firm personnel and 
the outside accountants. 
3. Audit8ol"Fail" Account8 

"Fail" accounts represent open transactions with other broker-deal
ers which are to be settled in cash upon delivery of sccurities between 
the parties. The balances in these accounts frequently constitute a sub
stantial portion of the total assets and liabilities respectively. 

The operating condition of three brokerage concerns was so bad 
that they had on their books and records Securities Failed to Deliver 
and Securities Failed to Receive representing open transactions with 
brokers whose identities were not known. 

Because of the lack of identity of these accounts, confirmations could 
not be sent by the auditors to verify that these balances were accurate. 
The three brokerage firms are listed below with the market valuation 
of the fails to and from unknown brokers. 

Year of audit Firm 

mL:::::::::::::: ~~Ddoenn';e11°£~o.~::::::::::::::::::::::::::::::::: 
1969 •.•..•.•..•...••• Dempsey, Tegeler ..................•••............ 

Fall to deliver 
ledger debit 

balance 

$1,350,800 
1,202,723 
8,445,884 

Fail to receive 
ledger credit 

balance 

$455,258 
658,468 

1,352,639 

Haskins & Sells qualified their opinion on the 1969 audit of Demp
sey, Tegeler with respect to these fail balances. The unknown Fails to 
Deliever of Dempsey, Tegeler accounted for 28 percent of the ledger 
balance of total fails to deliver and 24 pcrcent of the total market value 
of fails to dcliver. Haskins & Sclls stated in their opinion to the 1968 
audit of Hayden Stone that they were unable to confirm these fail 
ledger balances. 
4. Adequacy 01 reserves 

Another particularly troublesome area concerns the adequacy of 
reserves set up to recognize possible losses in customer accounts, sus
pense accounts, aged transfers or stock record differences. The respon
sibility for the setting up of reserves rests with management. The 
independent auditor's responsibility is to review and comment on the 
adequacy of the reserves. 

The 1968 audit of Dempsey, Tegeler prepared by Haskins & Sells 
disclosed short stock record differences of $2,631,817. Dividends re
ceivable and payable were reported as one !let amount. The debit bal-
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ance representing dividends receivable was ,therefore not reported. 
The ledger balances for dividends receivable and payable should more 
appropriately have been reported as two separate amounts. The re
serve established for security differences, uncollectible dividends and 
bond interest on Dempsey, Tegeler's books was $900,000. There was no 
footnote explanation of this reserve, and the accountants' opinion to 
the 1968 financial questionnaire was unqualified. 

In contrast, in the opinion letter to their 1969 audit of Dempsey, 
Tegeler & Co., Haskins & Se~ls commente~ that "a reserve of $3,00q,~00 
has been provided for possIble losses wIth respect to such SeCUrItIes, 
but we have not been able to satisfy ourselves as to its adequacy." 

The $3,000,000 reserve had been established in recognition of possible 
losses for security count differences and uncollectible dividends. The 
valuation of short security count differences reported as of the audit 
date was $12,063694 and the dividends receivable outstanding for 
more than thirty days consisted of cash dividends receivable of $1,050,-
660 and stock dividends receivable of $1,799,345. The total exposure 
from short security count differences and aged dividends receivable 
exceeded the reserve by $11,913,699. 

There is, of course, great value in the audit called for by Form 
X-17 A-5; however, it cannot be considered as an early warning 
system. Moreover, the scope of inspections by self-regulatory bodies is 
not sufficiently extensive to detect securities shortages or misuse of 
customers' securities resulting from failure to properly segregate them 
and cannot be considered as a supplement to the audit report. Conse
quently, the Commission has taken several additional measures to 
enable regulatory bodies to detect incipient hazards to the integrity of 
the funds and securities of customers of broker-dealers. 

First, it adopted Rule 17a-5(j) under the Exchange Act which pro
vides that, when a broker-dealer member of an exchange whose mem
bers are exempted from the operation of the Commission's net capital 
rule ceases to be a member in good standing, the broker-dealer and the 
exchange must promptly notify the Commission. Within two days 
thereafter, the broker-dealer must file with the Commission a detailed 
report on specified subjects relevant to his financial condition.12 

The Commission has adopted Rule 17a-11 under the Ex,change Act 
requiring a broker-dealer to report immediately to the Commission 
and to any self-regulatory organization of which he is a member when 
he is in viola.tion of the applicable net capital rule. This notice must be 
supplemented by a filing of detailed fina.ncial information within 24 
hours. In addition, whenever a broker-dealer's aggregate indebtedness 
,exceeds 1200 per cent of his net capital, he is required to make monthly 
reports until such time as those conditions have remained corrected 
for three successive months. If a 'broker-dealer fails to maintain his 
books and records on a current basis, he mU,st, under the rule, fur
nish immediate notice to the regulatory authorities; and, within 48 
hours must furnish information as to the corrective steps he has 

,. The details of rule 17a-5 (j) are coutained in Exchange Act release No. 9033, Dec. 1, 
1.970. 
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taken. When a self-regulatory organization learns that a member has 
failed to furnish the CommIssion with a notice or a filing required 
under the rule, it must so inform the Commission.18 

The Commission has adopted Rule 17 a-13 under the Ex.change Act 
which requires broker-dealers to make quarterly physical examinations 
and verifications of securities and to enter on their books the unresolved 
differences which are still in existence seven days thereafter.14 

The Commission has published for comment in Release No. 9404 
proposed amendments to Rule 17a-5 which would require a broker to 
file with the Commission and send to customers annual certified fi
nancial statements not more than 100 days after the date of the finan
cial statements. In addition, certain information is to be sent to cus
tomers on a quarterly basis not later than 10 days after the end of the 
quarter. 

Coupled with these measures should be more frequent inspections. 
On that point, Felix Rohatyn, who had acted as Chairman of the 
NYSE's Surveillance Committee during the late 1960s and early 
1970s, stated in a June 11, 1971 letter addressed to Ralph D. DeNunzio 
and Robert VV. Haack, Chairman of the Board and President, respec
tively, ofthe NYSE: 

Only a very dramatic increase both in the number and in the caliber of the 
New York Stock Exchange staff can begin to cope with the problem .... 

Similarly, the Commission would have to increase its present inspec
tion staff ·before the newly devised early warning system can be 
expected to function effectively. 

In addition to the foregoing, other additional steps have been 
recently taken by the industry. Such steps are summarized as follows: 

1. Briefings by NY SE.-Throughout the 1970 crisis period, we were 
given frequent briefings by the NYSE in New York City. These usual
ly lasted a day and involved presentations by all NYSE coordintttors. 
The briefings were invaluable because they gave us the factual data 
necessary on firms on their "early warning list." 

~. NYSE's weekly SIPO letter.-Since the passage of SIPC, we 
have received on a regular basis a letter from the NYSE discussing 
firms in serious trouble. 

S. Fails data.-NYSE fails data, transmitted monthly, provides 
warning of individual firms with operations problems. 

4. AMEX data from FAOS reports.-The FACS system adminis
tered by the AMEX reveals operations problems at various firms. 

5. NASD Form Q.-The NASD has started a routine surveillance 
that requires all members, including exchange members, to file a 
Form Q questionnaire quarterly (one third of the firms file each 
month of the quarter) . 

6. NASD notioe of net oapital violation.-The NASD informs us 
when they have detected a net capital violation by a non-exchange 
member firm. A field referral program is used that utilizes our regional 
offices to inspect the troubled firms and determine whether there is a 
need for injunctive relief and SIPC intervention. 

13 The details of rule 17a-ll are embodied In Exchange Act release No. 9268. July 1l0. 
1971. 

,. See Exchange Act release No. 9376. Nov. 8. 1971. 
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7. NY SE's Speoial Operations Questionnaire and Speoial Finanoial 
Questionnaire.-The Special Operations Questionnaire (SOQ) is 
used to reveal operational and financial problems at member firms. 
The SOQ is filed on a random basis once a quarter or once a month if 
a firm has a problem. The Special Financial Questionnaire in the gen
eral format of an X-17A-5 report is filed in each calendar third other 
than the one in which a member firm's X-17A-5 report is filed. Since 
this Questionnaire is unaudited and does not report security valua
tions, its use as a regulatory tool is limited. 





CHAPTER VII-EASE OF ENTRY INTO THE BUSINESS 

As the Staff Study noted, "there was a proliferation of new firms 
organized primarily for the purpose of taking advantage of the rapid 
growth" of market activity during the period under discussion.1 Thus, 
at the fiscal year beginning .July 1, 1967, 4,175 broker-dealers were 
registered with the Commission; 2 whereas the number increased to 
5,224 as at .June 30,1970.3 This kind of mushrooming of registrations 
follows a pattern which is also exemplified by the broker-dealer regis
tration experience in the boom of the early 1960's; and it is a reflection 
of the ease of entry into the broker-dealer business. Thus, the number 
of registrants increased between July 1, 195D and June 30, 1960 from 
4.,D07 to 5,288.4 At .June 30, 1961, 1962, and 1963, the number of regis
trants were, respectively, 5,500, 5,868, and 5,482.5 In contrast, by 
June 30, 1964, the number receded to 4,87l,6 

Congressional policy from the early 1930's until recently was to 
leave the broker-dealer field open to all comers who were not subject 
to specified narrow disqualifications. The Securities Acts Amendments 
of 1964 imposed some additional disqualifications upon broker-dealers 
and their affiliates and provided for across-the-board examination re
quirements which had theretofore been applied only to members of 
some national securities exchanges and of the NASD.7 Nevertheless, 
under the Exchange Act, any person can become registered as a broker
dealer merely by filing an application and having a requisite minimum 
net capital, unless he is subject to an injunction based on his past se
curities activities or his conduct of a securities business, or he has, 
within the previous ten years, been convicted of a violation of the 
federal securities laws, or of mail or wiN fraud, or such crimes as 
embezzlement.8 

Under Section 15 (:b) (2) of that Act, a broker-dealer applicant not 
subject to any of those disqualifications automatically becomes regis
tered merely upon the lapse of 30 days after he has filed his applica
tion. There are no educational or experience qualifications, although, 
since the 1964 Amendments all principals and other "associated per
sons" of a registrant must pass an examination.9 

Complicating the Commission's administrative and enforcement 
probems is the circumstance that, pending a commission inyestiga
tion or disciplin1ary proceeding of a broker-dealer, it is not uncommon 
for the principals of such a broker or dealer to form and register an
other corpomte entity. As the Court of Appeals for the Second Cir-

1 Stall' Study for the Special Subcommittee on Investlg-atlons of the House Committee on 
Interstate ann Foreign Commerce, subcommittee print (1971), p. 2 ("Stall' Study"). 

• 34 SF.C Annual Rept., p. 79. 
, :W REC Annllal Rept., p. 83. 
"21l RJ11C Annllal Rept .. ,po 89. 
"27 ~EC Annllal Rept., p. 74; 28 SEC Annual Rept., P. 61; 29 SEC Annual Rel't., p. 56. 
6 30 SWC Annual Rept., p. 63. 
7 See seeR. 15(b) (8), (9), and (10) of the Exchange Act. 
a SecR. Hi (b) (2) and (b) (5) of the Exchange Act. 
o Rule 15b-8(a) (1) (A) under the Exchange Act. 
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cuit has recently held in the Jaffee case, the Commission can pursue no 
other course than to institute new, separate proceedings against the 
new entity-a step which could again be thwarted by the formation of 
still another registrant.1o This quite plainly demonstmtes how the ease 
of entry policy is 'a factor which tends to impede the enforcement pol
icy of the statute. 

Appendix F contains a description of actions taken by the Commis
sion between January and June 1971 against broker-dealer registrants 
which, as a result, ceased doing business. The principals of many of 
those registrants, which were able to remain in business for periods 
ranging from only eight months to three years and eight months, had 
little or no background in the securities field. The previous activities of 
some included such remote fields as :advertising, insurance, automobile 
financing, personnel relations, education, accounting, engineering and 
selling soft drinks. 

Although the SIPC legislation does not articulate a reversal of the 
ease of entry policy, in light of the fnct that the SIPC fund covers cus
tomers of all registered broker-dealers, the financial condition of new 
broker-dealer registrants will he of concern to SIPC as well as the 
Commission. This is particularly true since, through the Commission, 
SIPC may draw on the United States Treasury to the extent of one 
billion dollars. To permit unprepared, irresponsible parties to enter 
the broker-dealer business without the restmining influence of ade
quate entry standards would be tantamount to the subsidization of 
incompetent and irresponsible individuals by SIPC and the United 
States Treasury.ll 

In conformity with this modification of the ease of entry policy, the 
Commission has proposed an increase in the minimum net Clapital re
quirements of broker-dealers and an initial net capital ratio of 8 to 1 
for newly registered broker-dealers.l2 In addition, the Commission 
has also released for public comment a proposal to require ~ach pros
pective entrant into the business to make an affirmative showing con
cerning his arrangements for the establishment of fiacilities, financing, 
and personnel to carryon the business (including such matters as r.hys
ical space, types of personnel, supervision procedures, and faCIlities 
for the maintenance of books and records on a current and accumte 
basis) in addition, to a statement of the applicant's anticipated ex
penses for the first year of operations.ls 

10 See Jaffee &: Co. v. SEC, 446 F.2d 387 (,2d Clr. 1971). Another example of this ldnd of 
problem is found in the Staff's Study where attention was directed to the fact that, while 
Pacific Securities Co. was the subject of a Commission disciplinary proceeding as well as a 
proceeding under ch. XI of the Bankruptcy Act, its principal was able to organize and 
register a new corporate entity. Statf SLudY, p. 132-134. 

II Under sees. 4 (g) and (h) of the SIPC Act, the Commission may make loans to SIPC 
if needed to enable that corporation to meet its obligations; and, In order to be In a position 
to make sllch loans, the Commission is authorized to issue notes (not exceeding $1 billion) 
which the Secretary of ~he Treasury is authorized to purchase. 

12 Exchange Act release No. 9288. Aug. 13. 1971. 
13 Exchange Act release No. 9411. Dec. 9, 1971. 



CHAPTER VIII-HANDLING OF CERTIFICATES-NECES
SITY FOR MODERNIZATION OF DELIVERY, CLEAR
ANCE, AND TRANSFER PROCEDURES 

INTRODUCTION 

Virtually all other functions performed by broker-dealers for cus
tomers are directed to the effectuating of the delivery and transfer of 
securities. In the face of the trend of ever increasing trading volume,l 
the methods of handling securities' certificates in effecting deliveries 
and transfers are positively archaic. Some idea of the many and varied 
steps a certificate takes from the point of the execution of a customer's 
order until the transaction is consummated 'by delivery to the customer 
may be gathered from the Lybrand report.2 

For an overview of the problems involved in the delivery and trans
fer process, an oversimplified explanation may suffice at this point. 

An elementary example of the typical routing of a certificate is fur
nished with regard to the execution of an agency buy order for a cus
tomer for whom the broker-dealer carries a cash account. Following 
the broker-dealer's purchase on behalf of the customer from another 
broker-dealer, the customer's broker-dealer must receive delivery of 
the certificates from the seller. Upon receiving the securities into the 
customer's account, the buying broker-dealer may, depending on the 
customer's instructions or standing arrangements with the customer, 
hold them in custody for the customer, or deliver them to him in "street 
name" in a form to enable the customer to make good delivery of them 
at some future time when he might decide to sell Or pledge them, or 
the broker-dealer might transmit them to the issuer's transfer agent for 
transfer of the securities in accordance with the directions of the 
customer.3 

In the case of securities purchased as agent for a customer who ,has 
bought them on credit in a margin account, a broker-dealer will retain 
possession of the securities in "street name" as collateral for the amount 
of credit he has extended to the customer. In turn, and in accordance 
with his rights, he may, within regulatory limitations for 

1 See the November 4, 1970, Memorandum to Planning Officers of Member Firms on 
"Planning As~umpt!ons for 1971," by William C. }j'reund, Vice President and Economist of 
the NYSE, pp. ,5-6, where Dr. Freund paints out that the Exchange has had a stable 
growth rate of listings of about 9 percent a year. He also notes that ,there is a relation
ship between the number of shares listed and the trading volume, and states that this 
w!ll vary as between a bull market and a bear market, but w!ll increase with the number 
of listed shares. For 1971, he forecast an apprOXimately 12,000,000 share day average 
in a bear market and an approximately 16,000,000 share day in a bull market. This com
pares with the 1969 and 1970 dally average volume 'of a'pproxlmtely 11,000,000 shares 
(1970 an111971 NYSE Fact Books). 

2 See the reference to the Lybrand report, supra, ch. III, p. 120. with particular refer
ence to pp. 27-35 of that report and tables 5, 6, and 7 thereof. See also, app. G for a discus
sion of the broker-dealer's back office and app. H which Is a tlow chart showing the path of 
the certitlcate within a broker-dealer' establishment. 
'If the broker-dealer holds the securities for the customer after they have been trans

ferred into the customer's name, he Is said to hold them in "safekeeping." 
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the customer's protection,4 rehypothecate the securities for a cash 
loan from a bank, or lend them to another broker in exchange for 
deposit of the cash value of the securities. As a result of some sub
sequent transactions under which the broker-dealer may be required 
to retrieve possession of the securities which are loaned or rehypothe
cated, the broker-dealer will arrange for their return by releasing them 
:from the lien for cash payment or by substitution of similar securities 
or the return to a borrowing broker-dealer of the deposit, as the case 
maybe. 

i'f a broker-dealer has effectuated a short sale on behalf of a cus
tomer or has sold securities for a customer who owns them but who 
has been unable, for reasons beyond his control, to make timely deposit 
of them with his broker-dealer for delivery to the buying broker
dealer, the customer's broker-dealer may have to borrow the securities 
from third persons in order to complete his delivery obligations to 
the buying broker-dealer.5 

Moreover, in discharging his contract obligation to another broker
dealer, the customer's selling broker-dealer may have a certificate for 
the securities in a denomination larger than is called for in the cus
tomer's transaction. In that case, he would transmit that certificate 
to the appropriate transfer agent in exchange for certificates of the 
correct denominations for the effectuation of delivery on behalf of 
the customer. The possible routes which could be traversed by certifi
cates could further be ramified, for example, by the fact that, as the 
result of more than one transaction in the same security with another 
broker-dealer, a customer's buying broker-dealer might receive one 
certificate in a denomination satisfying the needs of the several trans
actions between the broker-dealers, but in excess of that required to 
effectuate delivery to the buying customer. In that case, again, the 
buying broker-dealer would transmit the large denomination certificate 
to the transfer agent in exchange for certificates in denominations 
appropriate for effecting delivery to the buying customer. 

As purchasing agent for a customer, the broker-dealer must receive 
the securities in from the selling broker-dealer. For this purpose, he 
must check the identities and quantities of the incoming certificates, 
as well as their form, to ascertain if the certificates represent "good 
delivery" in accordance with the contract or applicable rules of the 
market place, whichever controls the transaction. The customer's 
broker-dealer must then provide for further proper routing of the cer
tificate, either for placing in an appropriate "box" for maintaining 
custody, or transmission to the appropriate transfer agent in accord
ance with the characteristics of the transaction, or delivery direct to 
the customer. If the transmission to the transfer agent is for the pur
pose of procuring certificates in the customer's name in appropriate 
denominations, the broker-dealer must, at a later point, receive in the 

• Such as, for example, the protective provisions of the Commission's hypothecation rulcs, 
rules 8c-1 and 15c2-1, as well as the rules of ExchangeR find the NASD ngalust undue 
pledging or lending of securities. See NYSE Rule 402 and NASD Rules of Fair Practice. 
Article III, sec. 19. See also the proposed Commission Rules In this regard, RuleR J 5c3-3 and 
15c3-4 under the Securities Exchange Act of 1934, Exchange Act Release No. 9388, Nov. 8, 
1971. 

• On some future occasion, the selling broker-dealer wlII have to acquire securities of like 
kind and number In order to deliver them to the lending broker-dealer In satisfaction of his 
obligation as borrower. He would, in this way, procure the return of his deposit. 
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new certificates from the transfer agent and either place them in safe
keeping or deliver them to the customer, in accordance with the cus
tomer's instructions. With regard to a customer's margin purchase, 
the purchased securities can traverse a number of paths. To begin 
with, the securities have to be received in or checked for the proper 
kind, quantity and form. To enable the broker-dealer to be in a posi
tion to assert his rights as a margin creditor he might have the secu
rities transferred into his own name, which would necessitate trans
mission of the certificates to the transfer agent in exchange for new 
certificates upon completion of the transfer. 
If the two brokers on opposite sides of a given transaction are mem

bers of a "balance order" or "net by net" clearing system, certificates 
are delivered and received through the clearing corporation.6 

The foregoing is a highly abbrevo:ated version of the various paths 
a cerlifica.te must traverse between the in~tia.tionand the completion of 
a sale or pledge ,transaction; but it may serve as a springbO'ard for indi
cating the existence of possible bottlenecks which strew the road of a 
certificaJte. First, harking back to :the unanmcipllited volume upsurge 
in the 1967-69 period, broker-dealer facilities were inadequate to 
handle the expanded volume of deliveries and transfers.7 This resulted 
in a pileup of incoming certificates. Moreover, the overtaxed transfer 
agent facili,ties resulted in a llog jam at thllJt point.s Even so, the critical 
shortage of personnel and back office capacity in the broker-dealer in
dustry permitted a situation to develop in which masses of certificates, 
fully transferred, w'Ould r~main uncalled for llJt the windows of the 
transfer agents.9 In addition to the impediments already mentioned 
is the fact that rtJhe error prone broker-dealer community has been con
fronted with a high degree of misunderstandings regarding the iden
tity and quantity of securities which were ,the subject of their con
tracts.10 This has resulted in huge quantities of "DK's" (don't knows) 
consuming a tremendous amount 'Of time to resolve.ll Another source 
of DIe's has been the COD or POD (payment on delivery) transaction 

• In the daily balance order system, after the clearing corporation has completed compar
ing of the trades reported by the participants for the day, the clearing corporation nets each 
participant's trades in each security and issues orders for the net sellers to deliver, and 
the net buyers to receive, specific amounts of securities at the est3}blished settlement price. 
The duty to deliver and the duty to receive will be allocated in such a way that, for each 
issue traded, the net seller will have to make only one delivery and the net buyer receive 
only one delivery. These duties to deliver or receive often result in the circumstance that, 
on a given day, a participant will receive from or deliver to a party with whom hI' had no 
transactions on that day. In the "net by net" or continuous net settlement system, after the 
trades have been compared, each of the participants' trades in every security are netted for 
that day so that he is a net seller or net buyer; and the <luty to deliver the net sales or 
recelYe the net purchases is added to any outstanding deliver or receive obligati()ns of that 
participant in that secruit'Y. The deliveries are made to the clearing corporation and the 
receipts are from the clearing corporation, rather than from one member to another as in 
the balance or<ler system. A study by the NASD has in<licated that the daily balance order 
system reduced security movemeut some 25 percent whereas the con,tinuou8 net settlement 
system reduced security movement 50 percent. See Exchange Act relea;se No. 9240 appear
ing on pp. 169-173 infra, and see app. G, infra, which includes a reference to the various 
clearing systems. 

7 The lack of operating facilities for handling the 1967-69 volume has been explored In 
some detail in ch. IlIon "Management and Operational Deficiencies." The transfer agent 
facilities were also limited by the fact that the NYSE required of its listed Issuers that they 
have their transfer agents in New York City, 

8 Rand Corp., III Reducing C08t8 of Stock Tran8actions: A Study of Alternate Trade 
Completion Systems, 37 (:1970), See Also, Banking and Securities Industry Committee 
("BASIC"), Time Required to Transfer Non-Legal Items, Study #1 (1/15/71); Study #2 
(3/0/71); Study #3 (9/7/71). 

• Memorandum of Division of Trading and Markets, Inspection of the First National City 
Bank of New York Transfer Department, Feb. 18, 1969. 

10 Rand Corp., III op. cit. 8upra. at pp. 37-39. 
II Idem at p. 35. 
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in which Ithe purchasing customer, usually an institution such as a reg
istered investment company, insurance company, or pension fund, 
instructs its broker-dealer to transmit the purchased securities to the 
customer's bank against payment. If the 'broker-dealer transmits to 
the bank a lesser quantity thanbhe customer ordered, the bank will not 
accept such J;>artial delivery, and will "DIe" the transaction.12 

Moreover, 1:f the COD or POD customer fails either to timely inform 
its bank of the transaction or to make timely deposit of the requisite 
funds with the bank, those circumstances would result in DIe's which 
has had the effect of tying up substantial quantities of securities until 
such matters are resolved. 

All of the points of delay in the delivery and transfer process are, 
in the aggregate, the principal causes of the "fails" situation to which 
attention has been direoted in Chapter IlIon "Management and Oper
ational Deficiencies" of this report.13 

T-he many points of difficulty in 1Jhe delivery and transfer process 
manifestly call for attack on various fronts: the expansion of facili
ties, ,the removal of artificial stumbling hlocks,14 the modernization of 
those processes 1:!hrough the improvement of clearance procedures, the 
immobilization of the certificate through ,the advancement of ,the devel
opment of depositories, such as the NYSE Central Certificate Service, 
the development of machine readable certificates, and, hopefully, the 
ultimate achievement of a certificateless society. . 

The Commission accordingly convened a conference, held on 
June 29, 1971, and attended by various representatives of the industry 
and of companies and organizations which had engaged in studies of 
the many ramifications of t!:e delivery and transfer problen;ts. The 
June 24, 1971 release convenmg the conference and the J,uly 2, 1971 
release summarizing the proceedings at the conference are self-ex
planatory. Accordingly, they are set forth in full at this point. 

SECURITIES AND EXCHANGE COMMISSION 
WASHINGTON, D.C. 

Securities Exchange Act of 1934-Release No. 9232 
The Securities and Exchange Commission today released the Agenda for the 

Conference on the Stock Certificate. The Commission also released Chairman 
Casey's Proposed Introductory Remarks before the conference. 

Attending the one day meeting convened by the Commission for Tuesday, 
June 29 will be the following: the chief executive officers of various national 
stock exchanges, the National Association of Securities Dealers, the Canadian 
Securities Depository; securities industry, banking industry corporate and in
vetment communty associations; representatives of the Federal bank regulatory 
authorities; interested bar association committees; the American Institute of 
Certified Public Accounts; and various experts that have written on the problems 
of the stock certificate. This conference is a continuation of a series of confer
ences which the Commission has held with the representatives of securities in
dustry self regulatory organizations to discuss the operational capability and 
economic condition of the securities industry and other related topics. 

12 Idem at p. 32. However, NYSE Rule 189 prohibits a member from accepting an order 
from a customer who wlll not accept delivery in lots of one trading unit or multiples thereof. 
Amex Rule 424 is to the same effect as is an NASD Interpretation of the Board of Governors 
of Art. III; sec. 1 of the Rules of Fair Practice entitled "Prompt Receipt and Delivery of 
Securities.' 

13 See ch. III at pp. 105-107, 8upra. 
14 Such as the rejection of partial deliveries In COD transactions, and the insistence of 

the NYSE on New York City transfer agents. The NYSE has recently amended Its rules to 
allow use of 11 non-New York City bank as a transfer agent, provided It has sufficient net 
worth, maintains facilities for the receipt and delivery of transfers In lower Manhattan, 
and can effect registr!ttion of transfer In 48 hours. See NYSE Rule 496. 
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In his proposed opening remarks Chairman Casey indicates that the confer
ence has four purposes. One is to review what is being done to reduce the 
economic and operational burden of the present methods to settle securities 
transactions. Second, to e.,'l:plore the development of more satisfactory solutions 
to the problem than those on which the industry is now working. Third, to 
explore the interelationship between the various proposals that have been made 
for dealing with the stock certificate. The final purpose of the meeting is to 
determine what should be selected from among the different methods, markets 
and regions which would afford the best prospect of evolving into a satisfactory 
nationwide security handling system. 

The Chairman noted that he does not expect definitive answers arising out 
of the meeting. However, he expresses the hope that from the conference there 
would develop a broad approach toward finding the answers to the certificate 
problem on a basis which will mesh the needs and contributions of all geographic 
areas, all securities markets, and all the financial and technological services 
necessary to make the sytem work. 

The Conference will be in two parts. The first part, covering the morning 
session, will be a presentation of each of the four major approaches to the 
certificate. These are: 1) improved management of the transaction completion 
process; 2) machine readahle stock certificates; 3) immobilization of the cer
tificate; and, 4) a certificateless system. The presentations will focus on five 
specific questions relailing to the implementation of each approach and the 
co-ordination of efforts between the differing approaches. There will be a brief 
presentation of the Federal Reserve Wire System which settles transactions be
tween participants without the use of certificates and a brief discussion of the 
legal problems related to the various approaches presented. In the afternoon 
the conference partiCipants will discuss the programs that each is pursuing, the 
benefits and disadvantages of their various approaches and the measures that 
should be taken to co-ordinate existing programs to prevent unnecessary overlap. 
or confiict and to interrelate with other programs. 

SECURITIES AND EXCHANGE COMMISSION 
WASHINGTON, D.C. 

CONFERENCE ON THE STOCK CERTIFICATE, JUNE 29, 1971 

Securities Exchange Act of 1934-Release No. 9240 
The Securities and Exchange Commission released today the following SUIll

mary of the proceedings of its Conference on the Stock Certificate. It previously 
released the agenda for the conference and Chairman Casey's proposed opening 
remarks (Securities Exchange Act of 1934 Release No. 9232, .Tune 24,1971). 

The Securities and Exchange Commission today held a conferenee on the stock 
certificate. Attending the conference were the chief executive officers of various 
national stock exchanges, the National Association of Securities Dealers. Inc., 
the Canadian Depository for Securities; securities industry, banking industry, 
corporate and investment community associations, representatives of the federal 
bank regulatory authorities; interested bar association committees; the Ameri
can Institute of Certified Public Accounta,nts; and various experts that have 
wrHten on the problems of the stock certificate. 

Opening remarks were made by Chairman Casey pointing out the need to de
velop a sound industry-wide operational system satisfying the needs for the 
prompt consummation of securities transactions and resolving the diverse set
tlement practices of the various securities markets. 

Commissioner Smith also pointed out the need to move quickly in this area so 
as to minimize operational problems should there be a resurgence of volume of 
the type that was during the 1967-69 back office crunch. 

Presentations were made of the four approaches to the handling of the stock 
certificate. The first presentation entitled "Improved Management of The Trans
action Completion Process" was made by the Rand Corporation. The Rand 
Corporation noted that in their study of the transaction completion process they 
estimated the cost to the brokerage community to handle the New York Stock 
Exchange fails during the peak levels of 1968 was $125 million. This cost could 
be reduced to $36 million, according to their study, if partial deliveries were al
lowed, transfer times were reduced from 8 days to 2 days, the "DK" rate were 
reduced from 30 percent to 10 percent, the use of stock loans were increased, 

71-109-72--12 
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the rates of non-compared transactions were reduced from 6 percent to 1 per
cent and the rate of delivery of certificates in wrong denomination were reduced 
from 5 percent to 2 percent. 

A depository similar to the Central Certificate Service of the New York Stock 
Exchange as it existed in 1968 allegedly would have reduced industry cost to $30 
million. If a depository included not only brokers but also all financial insti
tutions and public customers, the reduction in cost to ,the industry plus the sav
ings accruing from fewer operational problems reportedly would reduce total 
cost to the industry to $17 million. Similar reductions in cost could be achieved in 
the over-the-counter market through the use of a nation-wide continuous net 
settlement system similar to that proposed by the National Clearing Corporation, 
a subsidiary of the National Association of Securities Dealers, Inc. Rand esti
mated that the minimum structural changes they proposed could -be achieved in 
6 months to one year's time. 

The next presentation dealing with the machine readable stock certificate was 
made by the North American Rockwell Information Systems Company. They 
eX'pressed the 'belief that if the stock certificate were to IContinue in circulation, 
as in the present system, the punch card size man-machine readable stock certifi
cate would be an appropriate change. ~'his presumes the continued use of stock 
certificates for the next 5 to 10 years. However, if the certificate has a shorter 
life expectancy, greater economies and efficiencies could be achieved by estab
lishing a system of transfer agent depositories for stock certificates. It has been 
estimated that by 1975, 57 percent of the securities outstanding will be held by 
individual investors who will hold their securities for periods of 5 years or more. 
These securities would be held by the transfer agent depository in the name of the 
individual investor. Financial institutions would deposit their securities and the 
securities of their customers with the transfer agent for each of the respective 
securities. The present trading and settlement system would continue in oper
ation. However, instead of delivering securities directly from one broker to an
other the deliveries would be effected by 'the appropriate debit and credit en
tries in the respective partys' accounts at the transfer agent depository for the 
subject securities. The development of the transfer agent depository system could 
be achieved in approximately 4 years. The development and implementation 
of a machine readable certificate would take about 2 years. Planning the trans
fer agent depository approach would cost approximately $1lf2 million to $2 mil
lion. It would be funded by the participants in the securtties industries and would 
offer them the opportunity to reduce the settlement period from 5 days to 3 days. 
When a system of locked-in trades is developed the settlement period could be 
reduced to one day. 

The second presentatJion on the machine read ruble certificate was made by the 
Securities Identification Procedures ~'ask Forse of the American Bankers Asso
ciation's Committee on Uniform SecUl'ity Identification Procedures. They 
strongly reaffivmed the conclusions and recommendations for a punch card size 
man-machine readruble certificate made in their June 1969 report to the New 
York and American Stock Exchanges. They questioned the feasibility of develoJ:)
ing a certificateless system within a reasonable time period. In any other system, 
a machine readable certificate would offer significant reductions in processing 
and transfer. Those members of the industry which wished to change their 
internal systems to maximize the advantages offered by the machine readable 
certificate could do so. But such changes would not be necessary if an industry 
member chose to continue handling the certificate in the present manner. They 
also pointed out that several issuers and printers have expressed an interest 
and are prepared to move forward with the punch card size man-machine read
able certificate. 

Presentations on the certificateless system were made by the accounting firm 
of Lybrand, Ross Bros. & Montgomery and representatJives of the United States 
Trust Company. The accounting firm envisioned a national industry-wide cen
tral control group which would have a permanent staff and be financed through 
charges to public securities customers. This organ'lza,tion would establish uniform 
standards for data interchange, including standardization of the various docu
ments and forms used to process a securities transaction. Given. these standards, 
each of the set)arate securities markets could develop its own unique system fOT 
settling the securities trade. After a period of time the individlllllil systems would 
be evolved into a certificateless system. 
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'l'he second approach presented by the United States Trust Company envisioned 
a system called "F.A!ST'RAN", standing for fast and safe security transaction 
system. It would be incorporated as a national bank and would operate primarily 
as a cOllmunication system between the various components of the securities 
industry. Broker-dealers would individually report their transactions to the 
system upon execution. The system would then compare the trades and verify 
the ability of the partJies to effect the transaction on trade d.lte. On the day after 
the trade the system would direct the movement of funds and movement of 
securities by issuing instructions to banks for the respective parties and the 
transfer agents for the SUJbject securities. CoIhlirmations and periodic statements 
of aCColUlt would be issued to public customers by the system. The system would 
be financed by charges to the parties for each transaction. F ASTRAN would 
cost approximately $100 million to develop. Both the FASTRAN system and 
the Lybrand, Ross Bros. ;''J'stem are conceptual ideas of ho·w a certificateless 
s~'steJll might operate. Neither group has developed definite plans or systems to 
implement these ideas. 

IThe aftemoon session began with the presentation of a fourth approach to the 
problem of the stock cer:tificate-Immobilizing the Stock Certificate. The Bank
ing and Securities Industry Committee (BASIC) reported that they. envision a 
CentralSccurities Depository System for the entire securities industry COllll
llrised of regional depositories with an inter-connection between the depositOries. 
ImplementatJion of this program would be in two phases. First, is the establish
ment of a depository for the New York City financial community with a target 
date of mid-1972. Plans to achieve this are already underway. The second 
phase would be the estabIishment of regional depositories throughout the United 
States. Discussions have begun with representatJives of the Boston, Chicago, 
Philadelphia and Oalifomia financial communities. It is hoped that plans for 
these depOsitories \vill be drawll,by the end of 1971. 

The depoSitories would hold almost all actively traded securities. Banks, 
broker·dealers, mutual funds, insurance companies and other larger holders 
of securities would deposit their holdings in the depository. The public and small 
financial institutions would deposit their holdings with the members of the 
depo,sitory who wouild in turn deposit the securities into the system. To achieve 
thi:l will require changes in various state laws. B.A!SIC is now working on amend
ments to the New York State ~aws. 

It is estimated that when the New York depository is in opera,tion, 'by virtue 
of the size of the New York securities markets, it will handle some two-thirds 
to three-fourths of the natJion's securities trading. The full New York de.pository 
wOllltl include some 5 billion shares worth approximately $160-$180 billion. At 
the present time the Central Certificate Service of the New York 'Stock Exchange, 
which is the only fully operational depository in the United States, contains 
some 8 million shares worth approximately $35 billion. A recent study projects 
that the depository system will eliminate some 40-50 percent of the movement 
in those securities included in the system with a significant reduction in the 
lJack room costs in the brokerage business. 

Commissioner Owens noted that placing the security depository between the 
corporation and the beneficirul owner of the securities might limit the ability 
of the issuers to promptly communicate with their shareholders. BASIC stated 
that they realize that ,this isa problem and are currently studying solutions. It 
was further noted that certain major industry problems such as the DK rates 
on OOD transactions and the development of a locked-in trade would not be 
affected by this system. Nor would the depository offer any solutions to the 
problems of processing those securities not within the system. BASIC anticipates 
that it could reduce the settlement period from the present five days to three days. 

The Federal Reserve Board made a brief presentation of their open wire 
system for the transfer of funds, government securities and messages within the 
Federal Reserve System and between member banks. At the present time the 
system can handle some 32.000 transfers per minute. However, they are increas
ing the quality and capacity of the system's equipment this summer and will 
include in the system the transfer of EUrodollar funds. The system is currently 
only handling 18,000 transfers a day, of which 70 percent are the transfer of 
funds. When securities are in their system no certificates are used and ownership 
interests are recorded and transferred by book entry. When securities leave the 
system a certificate is issued to the party. 
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A discussion of legal problems raised by the various approaches was next on 
the agenda and was presented by representatives of the Federal Reserve Board 
and the academic community. The improved management of the transaction com
pletion process does not appear to need any legislation. However, the other ap
proaches appear to require modification of state laws. It was suggested it was 
possible to amend the respective laws of each of 'the 50 states, the District of 
Columbia and the United States possessions. While this would be an arduous 
task it would not require any extensive statutory revisions. Furthermore, along 
with such revisions there could be included additional legislation Simplifying 
other related securities processing matters. The second approach, noting the dif
ficulties of changing the various state laws and the need for uniform legislation, 
suggested the creation of a new federal law to implement such of the approaches 
as are selected by the industry for handling the certificate problem. It was 
further noted that the use of the depository itself may raise problems under the 
Securities Act of 1933. 

The meeting was then opened to discussion by the industry self-regulatory 
organizations. The NASD reported that they are moving ahead with their 
National Clearing Corporation (NCC) and expect to begin operations with a 
New York regional clearing operation by Fall 1971. Under the present daily 
balance order system, the National Over-the-Counter Clearing Corporation 
(NOTC) reduces security movement from 23 percent-28 percent. '.rhe net settle
ment system as implemented by the Pacific Coast Stock Exchange (PCSE) 
reduces security movement from 50 percent-55 percent. NCC is implementing a 
revised continuous net settlement system based upon the PCSE operation. They 
estimate that in some issues they can reduce security movement by 75 percent. 
When fully implemented, the NCC estimates that based on an average of 50,000 
trades per day in the over-the-counter market they will be able to save brokers 
from $40 to $50 million in processing costs. In the New York area alone they 
would save partiCipating brokers from $8 to $10 million. 

NCC envisions a national system for the clearing of securities consisting of 
regional clearing centers processing intra-region trades and inter-connections 
between the centers to handle inter-regional trades. The NCC will be self-support
ing, funding itself by fees charged to participants. As currently planned the New 
York center will break even by mid-1972 on an average daily volunie of 7,000 
trades per day which is approximately one-half of the level of trades now being 
handled by NOTC. 

In developing the NCC the NASD operated on the assumption that none of the 
various proposed changes in the industry would be implemented by the time they 
became operational. However, they have devised their system so that it can 
interface with any of the proposed approaches presented at the meeting. They 
are planning to make the maximum use possible of the NASDAQ system and in 
the future hope to use it to establish a trade reporting and comparison system. 

The POSE reported that they expect to have a security depository operational 
in the very near future. They are planning to establish an office in New Jersey 
to service their members in the presentation of banI, drafts and securities for 
transfer due to the lengthy period of time it takes to transmit such documents 
from California directly to the collecting bank or transfer agent in New York 
City. The PCSE's Clearing Corporation has fully converted to the CUSIP num
bering system and the Exchange estimates that its service corporation has reduced 
its members' back office expenses from one-third of their gross securities commis
sion income to 10 percent. 

The Midwest Stock Exchange reported that they have spent somE' $1.5 million 
to develop a continuous net settlement system which is now in the final testing 
stages. They are also developing a communication system which will tie in the 
order execution with the broker-dealers' back offices and the Exchange's service 
corporation. Exploratory work is also being done on the securities depository. 

The New York and American Stock Exchanges strongly supported the BASIC 
approach and stated that they are actively working toward the expansion of the 
Central Certificate Service Into the New York area depository. 

The Stock Transfer Association, the Corporate Stock Transfer Association and 
the SOCiety of Corporate Secretaries stated that they too favored the immobili
zation approach presented by BASIC. They expressed the view that the deposi
tory approach would significantly reduce the transfer of securities, possibly as 
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much as 80 percent. The Stock Transfer Association spoke in favor of the con
tinued use of an independent registrar, while representatives of the Society of 
Corporate Secretaries and the Corporate Transfer Agents Association questioned 
the continued need for an independent registrar where a corporation uses an 
independent transfer agent. The National Investor Relations Institute and repre
sentatives of the Boston Clearing House Banks and the Investment Bankers 
Association favored a certificateless system. It was noted that many contractual 
mutual fund plan purchasers do not now receive a stock certificate but receive 
periodic statements of their holdings in the fund. 

In addressing <the meeting Commissioner Needham concluded that through 
each of the various approaches and ensuing discussiQn there was a constant 
thread of change occurring in the industry. He noted that while complete agree
ment Qn any Qne apprQach may not be possible there is still the pressing need 
for a total 'systems concept for the industry which can, hopefully, be developed 
by the private sector. In concluding the meeting Chairman Casey called upon 
the participants to submit to' the Commission their specific ideas and suggestions 
on what to do next and what must be done ,to 'speed develQpments in ifuis area 
and to provide for future integration and interfacing of the various ,systems 
that are now being developed. 

It is apparent that virtually all the participants at the conference 
agree that the certificate must be eliminated, but that this will take 
time. However, it is also apparent from their remarks that interim 
measures for efficient operations can be taken which, concurrently, 
can serve as building blocks for that ultimate objective. The manner 
in which the industry has responded to this challenge will now be 
examined. 
1. Indust1'Y responses to delivery, clearance, and transfer problems 

In response to the acute delivery, clearance, and ~ransfer pressures, 
the self-reguhttory organizations took a number of short-term interim 
steps. Apart from minor rule changes, these consisted of system and 
procedural ohanges effected either iby the clearing agencies or by the 
various banking services in rtJhe industry. Moreover, the indusbry spon
sored studies by outlside consulmng organiz1ations with a view to as
certaining whetJher interm(jdriate and long term solutions to tbhe in
dustry prdblems were possible,and, if so, how they could be effectuated. 
These will be discussed in turn. 

A. Arthur D. Little study on over-the-counter clearing 
In July, 1968 the NASD retained the consulting firm of Arthur D. 

Little, Inc. to conduct a study of the problems of fails with particular 
emphasis on the problem in over-the-counter market. The final report 

which was issued in April, 1969. is entitled, "The Multiple Causes of 
Fails in Stock Clearing in the United States With Particular 
Emphasis in Over-The-Counter Securities"/5 a two volume study 
discussing many different factors which might contribute to the cause 
of fails. 

The study began ,with a survey to ascertain tlhe nature and amount 
of the volume of over-the-counter trading as it existed in July, 1968. 
This indicated that there were an average of some 5 billion shares 
traded on an average annually in the over-the-counter market. It was 
furthermore found that 40 percent of the over-the-counter market 
trading was inter-regional (between different regions in the nation). 

15 Sometimes called the "Arthur D. Little Study" or the "Little Study." 
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and that only 25 percent occurred among solely New York City 
brokers.16 

The Little Study also made a survey of the time intervals between 
the effecting of transactions on various market places and their con
summation (settlement). It ascertained that, in the summer of 1968, 
65 percent of the trades on the NYSE were settled on the 5th day 
(settlement day), that 45 percent of the Amex transactions were also 
settled on settlement day, and that only 20 percent of the over-the-coun
ter trades were consummated on settlement day. This disparity in the 
time intervals for completion of settlement was further highlightp.d 
by the fact that 99 percent of the securities transactions effected on 
the NYSE were settled within 27 days, whereas, in contrast, 99 per
cent of transactions were finally settled within 60 days for AmerIcan 
Stock Exchange transactions, and within 78 days for over-the-counter 
transactions. 

The Study turned 'additionllllly to an amalysis of varioU's hY'pO'theses 
as Ito the cause of Illite securities transactions settlementlis. In this con
nection, various CMlses of faills were analyzed ; and .tJhe relative im
portance of each of them was scrutinized :fior the reasons therefor. 
Based on that survey, Arthur D. Little concluded that there were two 
major factors inherent in the industry structure in 1968 which were 
responsible for fails in the over-ibhe-counter market. The first was the 
inefficiency of performamce of the parties to the settlement; that is, the 
less efficient the brokers were in a given transaction, the more likely it 
was that the transactions between them would not be settled on time. 
The second major factor, according to Arthur D. Little, was the ab
senceof a clearing agency. 

These may be the reasons why Little makes no recommendakions 
to improve the efficiency of the individual broker-dealers in broker 
to broker trades, but, rather, concentrates on the development of a 
clearing system which would aid in the reduction of fails. 

The Little report accordingly focused on the 'type of clearing system 
which would be most appropriate in handling over-the-counter trans
actions. Because of the relative importance of inter-regional trans
actions it noted the need for the establishment of either a nation-wide 
over-the-counter system or a system of regional clearing centers so 
that each regional center could represent the contra side for the trans
actions between brokers in its region, on the one hand, and brokers 
in another region, on the other. 

In addition to dealing with geographic considerations, Little ana
lyzed the relative performances of the "balance order system "as in 
use in the New York, American, and National OTC Clearing Cor
porations, on the one hand, and the net by net system as in use in 
the Pacific Coast Stock Clearing Corp. and recently instituted by the 
Midwest Stock Exchange Clearing Corporation,17 on the other. First, 
in comparing the efficiency of the balance order system with the 

,. A s1m!1ar study of over-the-counter volume conducted for the first week of November. 
1!l69 by the National Clearing Corp. (affiliated with tile NAB-D) Rhowed that 40 percent or 
the over-the-counter business occurred wholly outside Of New York City, 30 percent was 
inter-regional, 42 percent occurred among New York City based brokers; and that New York 
City brol{ers were on one side of 57 perc en t of all transactions. 

17 An explanation of theSe clearing systems was given, supra, at p. 167. 
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direct broker to broker clearing system, Arthur D. Little said: 18 

"It can be seen that use of a stock clearing house usually-but not 
always-results in a slightly higher percentage of trade, dollars, and 
shares being cleared on settlement date. It can also be seen that both 
clearing systems perform well below the industry standards since both 
permit failures in settlement of from 60 percent to 80 percent of the 
trade-dollars, shares." The conclusion was that it really did not make 
a significant difference, in the case of broker-dealers in the same city, 
whether transactions were settled on a broker-to-broker basis, on the 
one hand, or through the facilities of a clearing corporation, on the 
other. In light of this analysis, and of the comparison as among the 
direct broker to broker system, the net by net system and the balance 
order system, the NASD and Arthur D. Little were drawn to the con
clusion that it would be most efficacious to develop a nation-wide 
system of interconpected regional clearing centers, .each using the net 
by net system. TIllS was allll'ounced by the N ASD m January 1969,19' 
when preliminary drafts of the Arthur D. Little Study first became 
available. 

Following a hearing before the Subcommittee on Commerce and 
Finance of the CommIttee on Interstate and Foreign Commerce of 
the House of Representatives on Feb. 26, 1969, the Commission ar
ranged for a meeting of industry self-regulatory groups to discuss the 
Arthur D. Little Study and ways in which the fails problem of over
the-counter securities could be reduced. Such a meeting was held on 
February 27 and 28, 1969. There was general agreement that the net 
by net clearing system was the clearing concept which offered the best 
opportunity for a national clearing system, and that the N ASD was 
the appropriate organization to take the lead for the development and 
implementation of a nation wide over-the-counter clearing system. 
The NASD agreed to accept this responsibility and to fund the de
velopment of the national over-the-counter system using a net by net 
approach; and, in December, 1969, it formed a wholly owned sub
sidiary entitled the National Clearing Corporation ("NCC") as the 
vehicle for the development and implementation for the national over
the-counter system. The NCC is now in the final stages of drafting 
operating rules; and a procedural handbook has been written and 
tested in preparation for the establishment of the system. At present,. 
a small pilot test involving a few member broker-dealers is occurring. 
Based upon this J?ilo~, the system will either be revamped, modified,. 
or expanded to brmg m all the other broker-dealers who are currently 
members of the National aTC ClearingCorp.2o 

If this is succe~sful, the NCC plans, 3;s the next stage, the establish
ment of a clearIng center on the PaCIfic Coast to be brought into 
operation by 1972, when it also plans to develop a system for the 
ll;ut?matic loa.ning and safek~eping of securities. This would be a 
lImIted depOSItory system wInch would have the effect of reducing 

,. Arthur D. Little Rep'ort. vol. I, p. 64. 
m NASD Press Release No. NSD 3169. January 24, 1969. 
%0 The National OTC Clearing Corp. (NOTC) was ()riglnally owned by NASD members who

participated In Its balance order clearing system. It was confined In its operation to the 
New York area.. In the summer of 1970 it was acgulred by NCC, and In September 1970, NCe 
merged Into NOTC and changed the name to NeC. Presently, besides, the pilot referred to, 
NCC operates Ii dally balance order system In OTC stocks for Its 240 members. 
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securities move~ent·s. Moreover, it is contemplating the feasibility 
of tying in with the central security depository system proposed by 
the Banking and Securities Industry Committee.21 Beginning in 1973, 
if the establishment of the New York and Pacific clearing centers is 
successful, NCe proposes to link other trading areas to New York 
and to commence interfacing with the NYSE securities depository. 
By 1974 the NCC hopes to be in a position to report and compare 
transactions with the NASDAQ communications system,"2 and to inter
face its clearing system with established securities depositories 
throughout the nation. 

B. North Ame1'ican Rockwell 8tudy 
Another effort to approach the problem of transfers and deliveries 

was the retention by the Amex of the consulting firm of North Ameri
can Rockwell Informations Systems Company ("Rockwell") to con
duct a study of the securities industry and give its appraisal of the 
operations of the industry. Conducted during February through 
August 1969, the study resulted in a final report entitled, "Securities 
Industry Overview, Final Report to the American Stock Exchange" 
dated September, 1969.23 

In summary, Rockwell found that the securities industry's operations 
have not kept pace with the technologies, in that they were primarily 
manual, very redundant, and non-standard. Typical of this was the 
fact that in a conventional transaction for a public customer the aver
age broker-dealer used 33 different documents. Moreover, to the extent 
that individual firms had modernized procedures by installation of 
electronic data processing equipment, the study found that the use 
was basically inefficient in that each firm developed its own internal 
systems to automate those steps or procedures it felt could be auto
mated, and that there was a limited number of experienced computer 
personnel available for the securities industry. Moreover, it found a 
lack of documentation of the programs in use-a circumstance which 
made the industry highly dependent upon the individuals in each firm 
who had written and developed the computer programs for that firm, 
so that a loss of these individuals could mean loss of the firm's program 
as well as complete deterioration and loss of the capital that had been 
expended therefor. It was further found by Rockwell that the com
puter systems in use were not flexible and were not susceptible to 
change to reflect changes in the securities market. The fourth criticism 
was the lack of a disinterested authority or overseer in the securities 
industry to help the individual firms overcome the problem . 

. Rockwell made a number of recommendations which fall into two 
basic categories. The first was the necessity for the industry to achieve 
as efficiently as possible the processing and handling of the execution 
and consummation of securities transactions. This was to be accom
plished by reducing the number of individuals involved and labor 
intensity of those processes, and, to the maximum extent feasible, 
by automating operations and replacing individuals with machines.24 

21 A reference to this committee which has been referred to as "BASIC" has been made 
8upra, p. 171 where Exchange,Act Release No. 9240 is set forth in full. 

22 NASDAQ is the NASD Automated Quotation communications system . 
.. Hereinafter sometimes called the "Rockwell report," or "study." 
.. Rockwell report, p. 9. 
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The second thrust of their proposals was the r~duction, as much as 
possible, of the actual physical movement of securities. 25 On this point 
it is the view of Rockwell that cooperation within the industry is 
essential. 

The report expresses the realization that in the solicitation, order, 
and execution processes there must be competition within the securities 
industry. However, it points out: 

In operations-settlement after the trade-cooperation must be the theme. 
This is not to imply that all systems must be the same or that each brokerage 
house ,and each tra,IliSfer agent and each depository should not constantly strive 
to develop the bestsysitem. Requj,rements change, technologies change and the 
system must evolve with them. But the community cannot develop to its full 
potential until it begins to function efficiently as a tot3!l system."" 

Toward this end, the study divides the trade, execution, and con
smnmation activities into several components which are analyzed and 
are made the subject of individual recommendations for automation 
and increasing efficiency. The recommendations are so structured that 
anyone segment can be lifted out and used on an industrywide or 
exchange basis. 

First, the report discusses the order 'process itself. To the extent 
that there are errors or discrepancies between the order as placed and 
the order as executed, the firm will incur corresponding costs and ex
penses in the re-execution of the order. The study estimates that such 
errors cost firms approximately $100 million per year. It is therefore 
essential to reduce to a minimum errors in the transmission of a secu
rities order from the point of its origination (the customer) to the 
point of its execution. This can be achieved, according to the study, 
in two basic ways. One is the removal of as many people as possible 
from participatmg in the transmission of the order. With each time 
that a different individual must handle and retransmit data there 
is a corresponding increase in the likelihood that there will be an error 
in reading the druta and reviewing it or in preparing, processing, and 
transmittmg that data. The second recommendation is to put in a 
system of checks. To the extent ,that the order can be automated it will 
remove people from the 'process; and, to tJhe extent thrut the programs 
are written for the automation of an order which have built-in check
ing techniques to see that ,the data is correct, the likelihood that the 
individuals who prepare the d!l!rta, or that the system which processes 
and transmits ,them, will commit or cause an error can be significantly 
reduced. 

The thrust of the Rockwell recommendation, therefore, is that the 
salesman or any other individual who accepts or originates orders 
would prepare it on a machine readable format. There would be a 
check back wi:th the registered representative, or whoever else orig
inated the order, to verify the placement of the order. The machinery 
would then review and scan the data to test check its accuracy and 
would then transmit i,t to the exact point of execution, whether it be 
on the floor of the stock exchange or to the order room for the over
the-counter transaotions. 

The next area discussed by the study is the trade reporting system. 
At the present time, data from the stock exchanges indicates that, for 

.. Rockwell report, p. 39. 
26 Rockwell report, y. 9. 
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{) to 7 percent of their transactions, the two sides do not agree as to the 
price of the security, or the quantity involved, or the participating 
b.rokers. The National OTC Clearing Corp. reports that for transac
tIOns executed between its members in over-the-counter securities 
submitted for clearance, 10 percent do not "compare" on the first sub
mission.27 The Rockwell report recommends the automation of the 
p~esent trade reporting system. The report does not discuss or deal 
Wlth the floor of the exchange and the manner in which transactions 
are effeoted there. However, under the present system when an order 
has been executed on the floor of the exchange, the two sides to the 
order make a memorandum on a little pad which each has recordinrr 
the symbol of the security, the quantity, the price, the clearing nun~ 
?er of the other broker, and the number of any third broker who 
IS executing; the trade but is not clearing it. Then the parties submit 
this data to their respective booths on the floor of the exchange. The 
Rockwell proposal is that, instead of the use of two separate forms, 
there be one form which would be on a man-machine readable for
mat. The parties who enter into a trade on the floor would enter 
the security, the quantity, and the price on one form which, at that 
point, would be submitted to a clerk on the floor who would review the 
·data and quickly submit it to the machine which would also perform 
an edit scan on the data. This single document would then be the basis 
'for the quotation on the ticker of the exchange as well as for the 
direct submission into the clearing corporation. This would be the 
"locked-in" trade which has been the subject of much discussion in 
the securities industry. 

An alternative 'proposal which was raised but not discussed in the 
Rockwell study would also tend to try to lock in the trade without 
altering the present system of executing 'and handling transactions on 
the floor of the exchUJlge. Under this proposai the two ~arties to the 
transaction effected on the floor would exchange order tickets; that is, 
the memorandum which each prepares now of the order would be 
prepared in duplicate whether using pressure sensitive pruper, carbon 
paper or some other duplication means, and each side wou'ld have the 
copy of the order ticket it executed as well as of the order ticket of the 
·other side. It could be immediately ascertained by the floor broker, the 
clerk at the hooth, or the firms' P & S departments 28 as to whether 
there is a discrepancy between the two sides, thus enabling the parties 
to resolve tlle matter on the day of the transaction rather than having 
to wait for submission to the dearing corporation and the return from 
the clearing corporation of a "noncompare" trade. Although this pro
posUlI may effectively deal with an order executed on the floor of the 
exchange, it does not touch the problem of comparing over-the-counter 
transactions. 

In its presentation 'before the June 29,1971, conference on the stock 
certificate sponsored by the Commission the NCC stated that it is pres
,ently cleveloping its clearing system so that it anticipates using the 
NASDAQ communications system to assist in the comparison of 
trades by 1973. To the extent, therefore, the transactions can be com-

27 For an explanation of the comprrri"on orocesR, Ree, aop. G inf'"". 
2S The varIous back office departments of a broker-dealer operation are fully explaIned In 

-the LJ'brand report at pp. 23-36 and in app. G of this report. 
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pared through NCC hookup to the NASDAQ system, this will speed 
up the clearmg process and will also result in the effectuation of a 
"lock-in" system for execution and reporting. 

Although the Rockwell recommendations do not suggest altering 
to a major extent the'present Iba'lance order settlement system in use 
on the New York land American Stock Clearing Corporations and 
th~ NOTC, they do propose certain changes which could significantly 
bring those balance order systems closer to the net. by net syst.em. Thus, 
one of the Rockwell proposals is the establishment of a transfer agent 
depository system with which securities would be left on deposit, and 
no certificates would be issued. Rather, the settlement of transactions 
would be effectuated by the deJbiting and orediting of the respective 
securities Iba:lances of the prurties maintained in. aocounts at the transfer 
agent. This would reqmre, aocoJCding to Rockwell, that th'e entire 
accounting process, the securities handling process, and the consum
mation of securities transactions be automated, and that there be 
established a nationa'l clearing service to handlle transactions effected 
in all stock mltrkets-stock exchanges and over-the-counter, as well. 

To the extent that the proposal for the trade execution reporting sys
tem of the North American Rockwell or a similar system of locking in 
the transactions executed on a national stock exchange or in the over
the-counter market is adopted and data is forwarded from the point of 
execution to the clearing corporation, the comparison problems of 
broker-dealers will be significantly reduced, and automation could be 
utilized to a greater extent in the trade consummation process for in
dividual firms. 

The Rockwell report also recommends that the settlement period be 
extended from the present 5 business days to that period of time when 
most (95 to 98 percent) of the trades are actually settled; namely, that, 
instead of daily balance settlements, transactions be accumulated over 
a week, with a suggested Friday through Thursday trading period. 
After all transactions of the week have been compared, they would then 
be netted. The effect of an increase in the number of days for balancing 
would be a corresponding increase in the likelihood that there will be a 
reduction in the movement of securities, since the broker who may be a 
buyer of securities one day may be a seller the next day, and, by balanc
ing thc one against the other, this may effect a reduction in the move
ment over that necessarily involved in daily balancing. 

In the study comparing a proposed weekly, as against the daily, bal
ance order' system Rockwell found a 47 to 70 percent reduction in the 
number of balance ordcrs and a 19 to 32 percent reduction in the share 
movement. This type of proposal may be compared 'with the net by net 
system which strikes a daily balance by adding the balance of the 
broker's obligation to deliver or receive to his previous outstanding 
balances and nets them. This program allows the broker to reduce his 
movement to the extent that balances may offset or reduce his obliga
tions to receive or deliver securities. Ho,yever, to the extent that the 
settlement period is lengthened, the use of the money between the 
parties is accordingly affected; and the seller would have to wait a 
long~r per!o.d before he could recei-ye; his .money. It would accordingly 
'entaIl addltIOnal costs to the partIcIpatmg broker-dealers because it 
would slow down the rate of turn-over of their money. Correspond-
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ingly, this would limit their 'ability to function as efficient market 
makers or allocators of capital in the securities markets.29 

A further proposal of the Rockwell report could result in the bal
ance order clearance system's serving as a monitor for increased 
efficiency if modified in certa-in respects. At present, the New York and 
American Stock Clearing Corporations issue 'balance orders to the 
individual broker-dealers. For the securities included in the Central 
Certificate Service, the balance'orders are issued in maohine readable 
format. The delivering broker can settle by returning copies of the 
CCS eligible stock balance order to .the clearing corpo.ratio!l which 
forwards them to the Central CertIficate SerVIce whIch, 111 turn, 
effectuates the debiting and crediting for the respective parties. As we 
indicated in the balance order system the clearing corporation does not 
interpose itsel:f between the buying and selling brokers but merely acts 
as an intermediary for the physical delivery of certificates.3o I:f the 
balance orders were made machine processable, as Rockwell proposes, 
the stock clearing corporation could maintain a record of open balance 
orders not delivered to the clearing corporation. The clearing corpora
tion could at any point ascertain the unfilled contractual obligations of 
the respective clearing members. This would afford the clearing cor
poration certain operation controls and monitoring ability over the 
efficiencies of the individual member broker-dealers, as a checkpoint 
to ascertain if the members themselves have correctly recorded on 
their books their open contractual obligations. 

Another major sugo-estion of the Rockwell study was the establish
ment of a national clearing sy,stem together with a transfer agent 
depository. Securities would be deposited by the holders with -the trans
fer agents for the corporation. T,he corporation's transfer agent would 
maintain the record for securities holders and would settle transac
tions by the appropriate debiting and crediting of the accounts of the 
respective parties to the transaction on the corporate sha.reholdcl' 
record. The National Clearing Service would settle all securities trans
actions effected on a stock exchange as well as over-the-counter trades 
by receiving the compared trades directly £rom the floor of the ex
change Ufld recei~ng the over-the-counter -trades by messengcr or 
other delIvery serVIce. It would process the compared trades by trans
mitting them to ,the appropriate transfer agent depository where the 
respective accounts of the parties would be debited 'and credited ac
cording to the side of the securities transaction they were on. To the 
extent that a party did not have a position in the securities which it 
sold or did not have sufficient holding in those securities to fully settle 
the transaction, the clearing system would attempt to arrange for an 
automatic stock loan from other clearing system members who had 
a long position in a sufficient quantity of the securioties. To the extent 
this would be unsuccessful, the cleUiring system would then attempt 
an automatic buy-in of the open unsettled position. If this were not 
feasible, the uncompleted transaction would be resubmitted for deb
iting and crediting by the transfer agent depository every day until 

2{/ The effect of thIs woulil be to Increase the Interest costs of broker-deale,. partIcIpants In 
the securIties markets, hecauRe of the reiluceil amount of money they woultl be able to gen
erate InternaIly; as weIl as to dimInish their profits because of the dIminished opportunity 
to turn-over securities. 
, :>: See supra note 6 at p. 167. 
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the system cleared the transactioI\. Settlement would be on a next
day basis foraH securities transactions. The clearing system would 
not 'be involved in the delivery of money as this would be the inde
pendent responsibility of the broker-dealers. 

Another aspeot of securities movements discussed in the Rockwell 
rel?ort is the role of the transfer agents and their effectiveness. The 
abIlity of the securities industry to timely settle transactions is de
pendent upon the supply of certificates available. The supply, in turn, 
depends upon the effectiveness of the transfer agents. The study notes 
that one of the first indicators that a paper saturation level is being 
reached in the securities industry is the buildup of delay in the com
pletion .of routine transf~rs of stock certifi~ates. In this regard, it is 
lllterestlllg to nbte that III 1971 such a bUIldup began to reappear. 
During the early summer of 1970 through September, aged transfers
that is, transfers in process over 10 business days-maintained a very 
low lovel, usually between ~o to 1,12 percent of all securities in transfer. 
Beginning with October 1970 through September 1971 the level of 
aged transfers began to mount, although the significant surge in vol
ume during the latter part of 1970 and the first quarter of 1971 had 
subsided by the summer and early fall of 1971. This buildup did not 
appear to subside until November, 1971, when it fell to the area of 
0.5 percent of all securities in transfer. 

In the transfer area, the Rockwell study makes two basic proposals. 
The first is a recommendation for standardizing and automating the 
transfer process to the maximum extent feasible: and the second is a 
suggestion for shifting the burden of the cost of this process. Effec
tuation of transfers is the responsibility of the issuing corporation. 
State laws impose the duty on corporations to maintain records of 
shareholders and to transfer and register transfer of securities pre
sented to it by the shareholders or the new owners thereof.a1 Many 
banking and trust companies and some independent corporations offer 
to perform these functions for issuer corporations; and, although most 
transfer functions are performed by banks and trust companies, the 
cost of this service is borne by the corporation. The Rockwell study 
suggests that the costs of transfer be borne by the individuals for whom 
the transfer is being effected. It reasons that, since these are the people 
who will benefit by the transfer, they should be the ones to pay for it. 
Further, it argues, if customers bear the cost of transfer, this would 
reduce the number 'Of transfers; and, to the extent that the transfer 
agents are slow or inefficient, the public investor customers would be in 
a position to do something about it because they would be paying for 
the transfers. 

However, this will not necessarily be the result, since the initial 
obligation of maintaining the corporate records is that of the issuer 
which selects the transfer agent; so that, although customers may be 
able to complain about the quality of service (as they do already), 
the ultimate decision regarding the selection of the transfer agent and 
the main~enance of the shareholder records remains that of the issuing 
corporatIOn. 

The Rockwell report also recommends that the certificate itself, as 
well as tha documentation supporting its transfer, and the transfer 

31 Article 8 of the Uniform CommerciaLCode. 
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instruction form, be machine processable and machine readable. To 
the extent that the data flow to the transfer agent is standardized and 
is machine processable the individual transfer agents can replace the 
manual processes with machines. At present, many transfer agents 
have automated that part of their operations which relates to the main
tenance of a shareholder record. By placing the names and addresses 
and holdings of shareholders into a computer, the transfer agent is 
able to issue and control the issuance of the dividend checks and 
proxy materials and annual reports more efficiently. However, this 
aspect of automation does not deal directly or affect III any significant 
degree the speed with which the transfer agent can effectuate the regis
tration of transfers of certificates presented to it.32 

The Rockwell report notes that there is no standard format for the ac
ceptance or rejectIOn of securities based upon the transfer policies of 
the respective bank transfer agents as to what they will or will not 
accept as being suitable transfer instructions and appropriate authori
ties and guarantees, and the lack of machine processable instructions 
for transfer, as well as the lack of uniform, automated transfer pro
cedures create numerous problems inhibiting the efficient operation of 
the transfer service. The study points out that transfers ,yhich, at that 
time, took six business days, could readily be effectuated in less than 
two. Recent studies by BASIC indicate that the average transfer time 
for N ew York Clearing House Association Banks is a little over 4 
days.33 This is still a considerable amount of time for the effectuation 
of a transfer in light of the significantly lower levels of trading vol
ume vis-a-vis the 1968-early-19fi9 period. 

The Rockwell report also recommends the elimination of the in
dependent registrar if the corporation uses 'an independent transfer 
agent. The registrar performs primarily a proofing and balancing 
function. The same function is already performed by the transfer 
agent. While it has been argued th3lt the registrar fUllction requires 
only a short period of time, some 4 hours or one-half a business day, 
the process still requires a considerable amount of time when there 
is added to it the amount of time and manpower expended by the 
transfer agent in unpinning (separating the broker originated window 
ticket and tmnsfer instructions from the newly issued certificates), 
bundling them, packaging them, and submitting them to the registrar 
and receiving them back and pinning them up again (matching certi
ficates with transfer instruction and window ticket). In light of the 
delays occasioned by the need for the registrar, and the fact that the. 
proofing and balancing function 'performed by the registrar is dupli
cated by the transfer agent, it is seriously questioned whether it is 
necessary for a corporate issuer to maintain an independent registrar 
if it maintains an independent transfer agent." This IS not to say that, 

32 Indeed the only standardlzati~n In the tranRfer area Is the broker-~rlglnated window 
ticket. However. recent IndicatiollR are that indlviduaIR" brokers. and banks have made 
minor modifications In this form which have minimized it's standardizing effect. This ticket, 
prepared hy the hroker In tripllca.te. accompanies the stock certificates,. It Inellcates the 
Identity of the delivering broker. the securities, and the quantity. It Is delivered to the 
transfer agent who dates and receipts It. One copy is given to the broker's agent which w!ll 
be used as the basis for reclaiming- the transferred shares; another copy Is usually remined 
bv the window clprk of the transfer agent and serves as a control over the time the secn
rltlAA are In transfer; and the third accompanies the old certificate through the pr~ess; It 
IR pinned to the newly iSRued certificates and Is returned to the window to be used as the 
baRls of tbe rpclamaUnn of the newly issued stock certificate. 

"'1 See note 8, p. 167, supra. 
"In a N~v. 29, 1971, letter to secretaries of listed companies and others, the NYSlll 

announced a new policy of permitting banks which qualify as transfer agents under Its 
Rule 496 to act in the dual capacity of transfer agent and registrar for a NYSlll listed 
security. 
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if the corporation 'acts as its own transfer agent, independent checks 
by an independent registrar on the propriety of effecting a transfer 
and the proofing and balancing function are not necessary. 

As an adjunct to the immobilization of the certificate, the Rock
well Report addresses itself also to the problem of the dividend and 
dividend collection.3o The Report estimates that, at the time, there were 
about 100 million dollars in uncleared dividends. These represented 
dividends to which brokers were entitled but which they had not 
received because they had been paid to other persons who were the 
record holders on the date the dividend became payable, but were 
not the beneficial owners of the securities. To aid in this prob
lem, Rockwell makes several suggestions. These include the estab
lishment of a dividend clearance system similar to the balance order 
system through which broker-dealers receiving dividends to which 
they were not entitled would submit that information as well as claims 
for dividends to which they were entitled but had not received. In 
addition, Rockwell recommends the establishment of a supervisory 
body to coordinate dividend record dates, and ex-dates and to require 
public notice of dividends sufficiently in advance of the record date so 
that the individual broker-dealers can take the necessary precautionary 
moves to assure that they can become the record holders on the record 
date. 

On .June 7, 1971, the Oommission 'adopted Rule 10b-17 under the 
Exchange Adt. This pI10vides that any issuer of 'a security which is 
included in the NASDAQ quotation system must inform the NASD 
of the record date at'loost 10 days in advance of any dividend declared 
on such securities. The purpose of tJhis is 00 give that self regukvtory 
organization the opportunity Ito ascertain sufficiently lin advarrce when 
a dividend has been declared so that it can estwMish the "ex" date 
for that dividenda;nd ('Jan communicate .tha,t informrutJion to its mem
bers through direct communications or through the various dividend 
record services that are in exi'stence. This enables the member t:hen 
to take the necessary steps to prortect its security positions and assure 
themselves of the receipt of Ithe dividend. The rules of the various stock 
exchanges already impose such a duty upon issuers of securities listed 
on those exchanges.36 

In January 1971 the Amex began on 'an experimental basis the set
tlement and clearance of dividend balances among its participating 
clearing members. 'Dhis program has now been expanded to become 
a regular program of the stock exchange. 

'.Dhe Rockwel'l study further recognized tha,t many studies and pro
posa,ls have heen made regarding .the ,wutomation and processa;bility or 
11he stock ceItificate; and paI1ticular note is made of tJhe re00mmenda-
1Jion of the committee of the American Bankers Associlation for a 
punch card :size man-machine readwlile stock certificate. In Rockwell's 
view, the question is not so rouah tihe size and forma.t of ,the specific 
stock certificate but rather the question of the development of tJhe auto
mated system. It suggests that it ,is better to develop the system for the 

3!i We have discussed and described the function of the dividend section of a broker-dealer 
operation In app. G. 

lIB See Exchange Act release No. 9192 announcing the adoption of rule 10b-17. June 7, 
1971 Cf. NYSE Company Manual p. A.-42. 
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handling of tihe securities transactions than to estaJblish a specific docu
ment and build the system 'around the specific document.37 

Many people have seized upon this recommend3!tion as being the 
primary or one of the major recommendations of the Rockwell report 
and have considered and discussed this rather than the primary 
emphasis of the Rockwell report which was in three parts. These are: 
(1) The improved internal operating efficiencies of the broker-dealer, 
(2) the standardization -and mMhine processability of the documenta
tion flow 'within the securities industry 'and (3) the reduction of secu
rities movement. 

O. Additional proponent8 of machine readable certificate8 
As noted in Exchange Act Release No. 9240 38 another advocate 

of the machine readable certificate is the Securities Identification 
Procedure Task Force "SIP" of the American Bankers Association's 
Committee on Uniform Security Identification Procedures. It is a 
strong advocate of the punch card man machine readable certificate 
as an immediate interim step, since the complete immobilization of 
the certificate cannot be envisioned to come to pass for at least a few 
years. SIP points out that such a certificate is as compatible with cur
rent manual handling practices as with the use of computerized 
central depositories. 

D. Oentral dep08itory 8y8tem 
As authorized by Rules 8c-1 (g) and 15c2-1 (g) under the Exchange 

Act,as well as by section 8-320 of the Uniform Commercial Code, the 
NYSE has estaJblished a Central Vepository System for certificates 
designated as the Central Certificate System or "OCS." With safe
guards provided for by the foregoing Exchange Act rules,89 CCS 
offers a service to its members and to a number of banks under which 
they may deposit stock certi'ficates with OOS whioh would 'be held in 
custody by a COS and transferred into the name of a OCS nominee. 
The deposited shares represented by the certificates would be the 
subject of appropriate bookkeeping entries by CCS which, as instructed 
by the partIcipants, makes entries reflecting deliveries of the secu
rities in its custody from one participant in the program to another. 
Since CCS has the certificates which were the subject of such a 
transaction between the participants, and since all CCS certificates are 
in its nominee's name, the delivery as between the two parties is 
effected by a series of CCS bookkeeping entries. In this way, movement 
of the certificates is eliminated, and, consequently, the certificates 
are "immobilized". 

At the June 29, 1971 conference convened by the Commission 40 

BASIC, took the position that central depository systems furnish 
the best promise for achieving the ultimate objective of reducing the 

37 HOowever, In testimOony befOore the SnbcOommlttee Oon COommerce and Finance, Oof the 
COommlttee Oon Interstate and FOorelgn COommerce Oof the HOouse Oof Representatives Oon Oct. 27, 
1971, a representative Oof ROockwell indicated that the cOompany may have been In errOor In nOot 
recOommending the adOoptlOon Oof the proPOosed punch-card size man-machine readable stOock 
certificate. 

38 This is set fOorth In full, supra at pp. 169-173. 
39 These Include appllcatlOon fOor apprOoval by the COommlsslOon UPOon a shOowlng that the 

depOosltOory may nOot assert any lien Oon the securities, that it has prOoper safeguards In the 
handling, transfer, and delivery Oof securities, that the emplOoyees and agents be adequately 
bOonded, and that the depOosltOory Is subject tOo perlOodlc examlnatiOons by independent aCCOount
ants. ApprOovai Oof the COommlsslOon Is cOondltiOoned Oon Us being satisfied that the safeguards 
are adequate fOor InvestOor prOotectiOon. 

40 See pp. 169-173, supra. 
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flow of certificates to the desired point of immobilization. Accordingly, 
BASIC had devoted its efforts, with the full and active support of 
the N ew York and American Stock Exchanges, and the N ASD to
ward the development of a national securities depository system. 
These organizations have captioned this system the "Comprehensive 
Securities Depository System" and envision it as an expansion of 
CCS. Using CCS as a base, they plan to expand it into a New York 
Central Securities Depository not restricted to New York and 
American Stock Exchange members or the listed securities on those 
exchanges. They envision the development of regional depositories in 
other major financial centers, such as in California, Chicago and Bos
ton, which would be linked together so that each depository would 
have an account at the other. In this way, members of one depository 
could do business with members of another depository and effect the 
delivery of securities via that other depository system. At present, 
however, BASIC is concentrating on the development of 'the New 
York Comprehensive Security Depository. 

It is operating on the basis of a September 27,1971 memorandum of 
~~reement among the New York and American Stock Exchanges, the 
.NASD and ten member banks of the New York Clearing House Asso
ciation 41 under which the parties commit themselves to the depository 
system and agree to include in the system the clearing corporations of 
other exchanges and other regional depository systems. 

In this connection, efforts are being made to induce the State of New 
York to adopt legislation to eliminate the application of the New York 
stock transfer tax from transfers effected through aNew York de
pository if the transaction resulting in the transfer occurs between non
N ow York broker-dealers.42 

The proponents of a comprehensive security depository system ad
vance several points in support of the utility of such a system. The 
depository would reduce the clerical cost of the participants. There 
would no longer be the need for as many clerks as are now used by 
brokers and dealers in handling the processing of stock certificates in 
their vaults and in meeting their contractual obligations to customers 
and other brokers. This would result in reduced cost in maintaining 
physical security of stock certificates retained by the brokerage houses, 
since there would be less need for guards and other types of physical 
controls. 

Additionally, the decreasing amount of securities in the brokerage 
firm would correspondingly reduce the extensive task of counting all 
securities on hand, a procedure which is a necessary part of the annual 
audit of broker-dealers and of the quarterly box count now re
quired by Exchange Act Rule 17a-13. Furthermore, the decrease in the 
amount of securities would require less physical floor space necessary 
for the operations of a broker-dealer. The depositories would also im
prove the controls of its rmrticipants who would receive daily move
ment and monthly positIOn statement reports from the depository. 
There would be less errors in the handling and processing of deliveries, 

"There are 11 memher hanks of the New York clearinghouse . 
.. Statement of Richard B. Howland. executi.e vice president of the NYSE. Inc., before 

Subcommittee on Commerce and Finance of the Committee on Interstate and Foreign Com
merce of the House of Representat!'es, Oct. 18. 1971. 

71-109--72----13 
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particularly in the transmission of the data from the stock certificate 
which is needed in the processing of deliveries. 

In a March 17, 1971 speech before the American Society of Corpo
rate Secretaries, Herman W. Bevis, the Executive Director of BASIC, 
suggested that an integrated national network for the delivery of se
curities through the depository system is a necessary prereqmsite to
wa:rd the abolition of the stock certificate. In his view, the immobiliza
tion of the certificrute by means of the depository system could provide 
the springboard for the abolition of the actual stock certificates. The 
achievement of this goal may require a patterning in the securities in
dustry of a system for the processing and consummation of securities 
transactions similar to that in the Federal Reserve System which has 
four components. First, there is the national center which is the Fed
eral Reserve System itself. Secondly, there is the network for the rela
tionship between tpe participant member banks of the Federal Reserve 
System and the Federal Reserve banks in their individual regions. The 
third component is another network of relationships among local cor
respondent banks and banks which are direct partIcipants III the Fed
eral Reserve System. The fourth component is the relationship between 
the individual banks and their depositors. At present, the comprehen
sive security depository system proposed by BASIC will include only 
the first two components. There will be an integrated center, namely, 
the comprehensive security depository contemplated for N ew York 
City only, and there will be a relationship between that central deposi
tory and the direct participants, namely, the eligible broker-dealers 
and national banks. The other two components, that of a parallel struc
ture similar to the Federal Reserve System relationship between corre
spondent brokers and the non-deposItory members, and of a relation
ship between all broker-dealers and their customers, must be built up 
some time in the future in order to effectuate a national comprehen
sive security depository system. BASIC has not given any indication 
as to the time periods needed to achieve the ultimate implementJation 
of a national security depository system. 

BASIC announced the results of a mid-January, 1971, study of 
securities movements in New York City of the 4,381 securities eligible 
for inclusion and which are now in the Central Certificate Service, 
composed of those listed on the New York and American Stock Ex
changes, as well as some major over-the-counter issues cleared through 
the National Over-the-Counter Clearing Corporation. BASIC further 
assumed that the eligible members of the New York Comprehensive 
Security Depository System would be all clearing members of the 
N ew York and American Stock Exchanges and the National Over-the
Counter Clearing Corporation, constituting some 337 broker-dealers 
and 15 New York City banks. This study took a sampling of 32 broker
dealers from various classes of the 337 potential eligible broker-dealer 
participants.43 Based upon its sampling from this study, BASIC esti
mated that there were 151,700 movements of securities or deliveries. Of 
these. 33,000 or 21.8 percent were now processed through the CCS. An 
additional 39,400 or 26 percent could he processed through the pro-

.. These classes were established. by BA'SIC In cooperation with the NYSE's Department 
of lIIember FlrmR. based on the nature and volrune of business of the broker·dealers and of 
ten of the eleven New York clearing houses'banks. 
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posed New York comprehensive security depository for a total move
ment through the depository of 47.8 percent. Of the remaining deliv~
ies by physical movement, individuals accounted for 52,400 or 34.5\ 
percent; brokers and banks in other localities, 7,900 or 5.2 percent; : 
and others, 19,000 or 12.5 percent, for a total of 79,300 deliveries or 
52.2 percent of all deliveries.44 

Another study conducted by BASIC related to the effect of its pro
posed depository system on the speed of transfers. Thus, on July 30, 
1971, BASIC issued a research report entitled "Comprehensive Se
curities Depository System: Information Bearing on CSDS Derived 
From a Study of Transfer Journals". This was a study of 29,245 can
celled certificates for about twenty sample issues conducted over a five 
day period in April, 1971. Twenty common stocks, includable in the de
pository, were sampled-twelve listed on the NYSE, four listed on the 
Amex and four over-the-counter issues. The study assumed that 
every eligible participant in the comprehensive security deposi
tory would deposit every certificate coming from the outside into the 
depository and that every delivery outside the depository would be 
withdrawn by transfer from the depository. The study concluded that 
if the depository held all securities now in the vaults of brokers and 
banks, the use of the depository would reduce transfer volume (the 
number of certificates handled) by about 40 to 45 percent. According to 
the study, moreover, a national comprehensive securities depository 
system would reduce transfer volume by 55 to 70 percent of ·the 
present level. That study further found that the certificates registered 
in the names of members of the N ew York Financial Com.!Jmnity 
(CCS, New York Clearing House Banks and broker-dealers with 
offices in New York City) represented about two-thirds of the total 
securities registered in the names of all United States broker-dealers 
and banks, irrespective of where the stock certificate itself came from. 

In its presentation before the Commission's conference on the stock 
certificate on June 29, 1971, the Stock Transfer Association expressed 
the view that a comprehensive securities depository system would 
significantly reduce the transfer of securities by possibly as much as 
80 percent.45 

Although questions have Ibeen raised as to the estimates of BASIC 
on the impact of a comprehensive securities depository on delivery and 
transfer operations, there is no doubt that the depository system would 
serve to render the operations of the several market places and their 
clearing cOl'lporations more efficient. However, for maximum effective
ness, tile depositories would have to encompass close to the maximum 
number of transactions effected in the marketplace which it is de
signed to serve. At present, the CCS service includes only broker-

.. This conclusion was questioned by a study group of the First National City Bank of 
New York which conclUded that CCS could capture only a small percentage of eligible secu
rities, and that, ev.en If 100 percent cooperation were achieved. the reductlou in movement 
would be only about 23 percent of curret.'t movements. 'Study of 'Securlty Transfer Systems. 
Inter-Institutional Study Group Operations Planning Dept., First National City Bank of 
New York, June, 1971. A BASIC study paper of security movement based on endorsements 
and guarantees of cancelled certificates dated September 15, 1971, indicated that a New 
York comprehensive depository would only reduce total securities movement 25 percent . 

•• The study by the First National City Bank of New York on the Impact of a comprehen
sive security depository (see n. 44 supra), Indicated that, based on 1970 transter yolume 
for that bank, the stock transfer volume of an all broker deposltorv with 100 percent 
issue eligibility would reduce transfer activity for that bank by only 4, percent·; and thal 
R 100 percent effective depository system would reduce transfers by only 25 percent. 



188 

dealers as full time participants. The N ew York Clearing House 
Banks use it for the d~livery and receipt of securities. The Investment 
Company Act amendments of 1970 authorized registered investment 
companies to leave their securities on deposit with a national securities 
depository system similar to CCS. As already noted, the BASIC 
participants-the Amex, NYSE, the NASD and ten of the eleven 
clearing house banks, have agreed to pledge their best efforts to achieve 
the necessary changes in laws of the respective states to make feasible 
and possible the implementation of a comprehensive securities deposi
tory system owned by its participants. It is the expressed intention of 
the parties that, as soon as legislation is enacted by a sufficient number 
of states to make a comprehensive securities depository system oper
able, they would implement this goal through the expansion of the CCS 
by spinning it off from the NYSE (which now operates it as part of 
the Stock C~earing Corporation, a wholly owned subsidiary) and 
create a separate corporation whose equities would be held by the 
participating members in relationship to their deposits and use of the 
depository. The executive director of BASIC ,appears confident that 
Jegislation can be enacted in the major corporate industrial states
New York, New Jersey, Delaware, Pennsylvania, Ohio, Illinois, and 
California and that, when that occurs, the system could begin opera
ting at that point.46 

There is apparently a pool of certificates readily available to the 
brokerage industry for use in the transaction consummation process, 
consisting of securities in street name, some of which individual 
brokers have deposited in the CCS. The securities are those held by 
the firm and margin customers' securities. 

As long as a sufficient amount of street name stock in the brokerage 
industry system is so distributed that each broker can meet his con
tractual obligations, then, irrespective of whether the securities are 
physically in the individual brokers' vaults or in the vaults of some 
central securities depository, the individual brokers will be able to meet 
their transaction consummation obligations within reasonable time 
periods. However, if the fl,oating supply of available street name stock 
certificates is not sufficient to meet the net contractual oBligations of 
individual brokers, then to the extent that securities are located in a 
depository, certain efficiencies and time saving can be achieved. To the 
extent that the time needed to transfer plays a significant role in 
increasing or decreasing the floating supply of certificates the existence 
of a depository will relieve the delivery problem. Therefore, to the 
extent that the comprehensive securities depositories system would 
include a large amount of brokerage securities and would also have an 
automatic stock loan program 47 this would facilitate the ability of 
brokers to meet their contractual obligations. 

As presently contemplated, the Central Certificate Service and its 
proposed expansion into the comprehensive securities depository sys-

•• Research Report, Banking and Securities Industry Committee, Comprehensive Secu
ritie" Depositor~' System, Information Bearing on CSDS Derived From a Study of Transfer 
.Tournnls, .Tul~' 20, 1971. See Also lIIemorandum of Understanding on a Comprehensive Secu
rities Depository System, appearing as Exhibit B to Statement of Richard B. Howland, 
Executive Vlce·President, NYSE n. 42 at p. 185 supra. 

41 This would consist of a suppl~' of a broker-dealers securities In a depository which are In 
exceRE of his dellver~' needs and which he authorizes the clearing corporation associated with 
the ileposltory to loan to other persons against a cash deposit with the depository, credited 
to the lender's account, all of which would be accomplished by book entries of the depository, 
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tem would offer advantages only to the individual market places which 
it is designed to serve. At present, only clearing members of the NYSE 
and Amex are eligible broker-dealer participants; and only major 
banks which have a sufficiently large number of securities transactions 
are eligible. It is evidently anticipated that insurance companies and 
other financial institutions, as well as smaller banks and smaller 
broker-dealers would leave their securities holdings with the partici
pating major broker-dealers and banks who are members of the system. 
These limitations upon the use of and access to the depository could 
l11ilitate against the realization of the constructive potential of a com
prehensive depository system. Moreover, the public acceptance of the 
depository system is also an essential ingredient for success. Before 
members of the public can be induced to give up possession and control 
of certificates which many of them hold according to an Arthur D. 
Little study, on an average of approximately 28 years, it would seem 
that they would feel that they should have assurances that the records 
and operations upon "which they would have to rely for recognition of 
their interests would be current and accurate. When the public re
enters the securities markets in anything approaching the level of 
transactions reached during 1968, a central certificate service as an 
effective element in reducing fails and improving operations would be 
seriously strained, unless it had the public's confidence sufficiently for 
the public to deposit its securities with the service. "WOe hav.e already 
indicated the necessity for individual broker-dealers to develop the 
required efficient systems so they can generate this confidence!S 

As a final note on the subject of central depositorirs, reference must 
be m:lde to the pending bill (S. 21)51) introollcec1 by ~rnator TInt l ). 

which, if enacted, would provide for a government sponsored, nation
wide depository and transfer system combining the functions of a 
central depository and transfer agent. The bill also provides for the 
creation of a Commission on Uniform Securities Laws whose function 
would be to explore the necessity for sponsoring uniform state legisla
tion as may be necessary to facilitate the establishment of an effective 
national securities depository system.49 

The full effectiveness of a central depository cannot be realized if 
banks, under applicable state law, are prohibited from utilizing a 
central depository system for securities held by them in their trust 
accounts. 

It should be emphasized, of course, that the safest and most efficient 
depository system cannot serve to relieve the broker-dealer from his 
responsibility for maintaining control over the movement and location 
of his customers' securities. The burden will still remain on the broker
dealer to maintain the several sets of records that he must maintain
the ledger account as a control over the flow of money, and the stock 
record and related detailed ledgers as a control with respect to the own
ership and location of securities-and to carry out his obligation to pe
riodical1y bring these two sets of acconnts together and into balance. 
Thus, although the reduction in securities movements achieved by 
placing a vast majority of actively traded securities in such central 
depositories may facilitate certain aspects, of his business, they will not 

.. See ch. IlIon "Management and Operational De,ficiencies." 
,. See the Rtatement of Senator Roth upon Introducing the bill. Congressional Record, 

September 20. 1911. pp. S 14566-70. 
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abate the requirements on the broker-dealer for the maintenance of 
proper records currently and accurately. 
. E. Prop08al8 for elimination of the certificate 

At noted earlier in this chapter, all measures short of complete im
mobilization or elimination of the certificate represent intermediate 
steps toward that destination.50 The comprehensive depository looks to 
"immobilization." Other proposals are directed to "elImination." 

Irrespective of its original basic characteristic 'as a unit of owner
ship in a corporation eVIdencing membership in the corporation and 
serving as the basis for a claim for dividends and distribution in 
liquidation, the stock certificate has in effect become a negotiable in
strument, the possession of which is the equivalent of cash to the ex
tent of the market value. In short, the certIficate is the security as dis
tinguished from the mere evidence of certain rights as It corporate 
member.51 The body of law governing the rights of parties, respect
ing deliveries and transfers is Article 8 of the Uniform Commercirul 
Code. ("UCC").52 Under section 313 of Article 8 delivery and transfer 
to a. purchaser is deemed complete, irrespective of the registration of 
the transfer on the books of the corporation, an activity regarded by 
that statute as purely ministerial. 53 

Under section 8-313, delivery is effected (1) when the purchaser 
or his designee acquires actual ,Possession of the instrument, or (2) 
when his broker acquires posseSSIOn of the security duly endorsed over 
to the purchaser; or (3) when his broker confirms the purchase and 
makes an appropriate book entry or otherwise identifies the security 
in the broker's possession as belonging to the purchaser, or (4) with 
respect to 'an identified security in the possession of a third party, 
when the third party acknowledges that he holds it for the purchaser. 54 

I Although possession of the certificate is essential under present law 
to effectuate delivery and for use in pledge as collateral for a loan, the 
overriding desirability for immobilization or elimination provides the 
necessity for restructuring existing law to permit the effective sale, 
pledge or other disposition of a security owned by a person other 
than by having or transmitting physical possession of it. This is a 
consideration fully recognized by Senator Roth in his bill, S. 2551, 
which provides for the establishment of a National Commission on 
Uniform Securities Laws to examine these questions. 55 

Mention has already been made of the immobilization of Govern
ment securities in the Federal Reserve System by the combination of 
the depository and book entry technique.56 

GO See p. 173, supra. 
In For the story of the evolution of this development, see, e.g;., Francis T. Christy, The 

Transfer of Stock, Vol. 2 PP. 1-2 (4th ed. 1967) ; Adolph A. tierIe, Jr., Power Without 
Property (1959), p. 61; Ballantine, Oorporation8 (rev. ed. 1941), pp. 3441J Berle and 
Means, The Modem Oorporation and Private Property (1934), p. 17; Uniform ':stock Trans
fer Act, 6 Uniform Laws Ann. (1922) ; and Uniform Commercial Code, Articles 8, 2 and 3, 
Uniform Laws Ann. (1968). See also Frederick A. Whitney, The Law of Modern Oom
mercial Practices (2d ed. 1965), p. 42 . 

• 2 "ArtiCle Eight of the Uniform Commercial Code Is designed to endow securities with 
negotiability and corresponding ease of transferability." Weiss, Inve8tment and Oontra' 
Securities-Problems of Tran8fer Agents and Tran8fer Department8, 12 New York L. 
Forum. Winter 1966, p. 555. 

63 Uniform Commercial Code, Article 8, Section 401, particularly Comments 1, 2, and 8. 
'" E. Weiss, n. 5,2 supra at p. 556 n. 5. 
OIl See Congressional Record, September 20, 1971, pp. S14566 et 8eq. at S14568. 
68 See p. 171 8upra, and Exchange Act release 9240 reprinted at p. 169. 
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(i) The Lybrand Report 
One of the most thoughtful, comprehensive, and detailed studies on 

the achievement of the certificateless society is the study, sponsored by 
Lybrand, Ross Brothers and Montgomery in 1969, entitled "Paper 
Crisis in the Securities Industry: Causes and Cures, Is the Stock 
Certificate Necessary~" by Sidney M. Robbins, Walter Werner, Gregg 
G. Johnson, and Aaron Greenwald.51 The study came to the conclu
sion that abandoning of the certificate is a reasonable long-range ob
jective for the securities industry and for a society that is rapidly 
accepting computerized processin~ in place of laborious shuffiing of 
paper and physical instruments. The study notes that the certificate
less society or the abolition of the negotiable stock certificate should 
not be viewed as an isolated phenomenon, but, rather, as one f,acet of 
a society that is accepting electronic processing as part of our way of 
life and utilizing more fully the currently available technological 
capacity and potential. . 

While noting that abolition of the certificate is a long-range project, 
the study made several suggestions for short-term projects which 
would facilitate the transition to a certificateless society. Among these 
was the adoption by all stock exchanges and all stock clearing corpo~ 
rations of a continuous net settlement system and the use of an effec
tive central depository share-transfer system-a share depository sys
tem which includes all securities in street name as well as all shares 
actively traded in the public markets. Besides the widespread, all. 
inclusive depository, the. system would .also have to encourage mem· 
bers of the public to leave their securities on deposit with it. They 
would of course have to be assured of the safety of their fully paid 
securities. While the SIPC program would afford certain protections 
by affording protection up to $50,000 for each customer's securities held 
by a broker, that sum may not quite equal the holdings of customers 
who might own securities of substantially higher value which they 
leave with their broker-dealers. The study asserts that the answer to the 
industry's operations .problems does not lie in improving the transac· 
tion consummation process and expediting the clearing process. This 
improvement, it claims, will not provide the answer, because the prob· 
lems for securities transaction completions are caused by the paper
the stock certificate. The answer, according to the study, is the elimi~ 
nation of the stock certificate. . 

The study's ultimate system would be an electronic share transfer 
system. Execution of a securities order in any of the established secu· 
rities marketplaces would automatically result in the transmission of 
the essential trade data to the place where the securities transaction 
was effected; (be that on the exchange or the over-the-counter market) , 
the broker-dealers participating in the transaction, the customers 
whose securities were purchased or sold, and the transfer agent or 
other representative of the issuer for maintaining the corporate regis. 
tel' of holdings. Upon receipt of the necessary information, which could 
be on an on-line and real-time system, the transfer agent's computer 
would capture this data and effect the necessary record keeping entries 

07 This study has been referred to In earlier sections of this report as the "Lybrand 
Report." See p. 118 Bupra. 
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to change the ownership of the parties to the transaction. At the same 
time, the system would report to the banks for the buyer and seller 
the debits and credits of money with respect to the trade. Achievement 
of this ultimate system would require a computerized market place 
which could accept and process transaction data on a real-time basis. 
The second component in this idealized system would be the com
puterization, on a real-time basis, of the shareholder registers of 
all publicly held corporations, so that the transfer agents or main
tainers of such registers could capture the necessary data as it is 
transmitted to them from the applicable securities markets, effect the 
necessary record keeping entries to move or shift the ownership status, 
and confirm the transaction back to the ultimate parties, as well as to 
generate the necessary periodic reports to owners of their holdings, to 
disburse dividends, distribute proxies, and issue other corporate com
munication to the shareholding public. The third major component 
of this ultimate system would be a communications system needed 
to effect it. This would require a uniform communications sys
tem using standardized documentation which would probably be 
machine processable, as well as the establishment of compatible 
equipment and systems in the individual brokerage firms and 
in the various securities markets. While this is the ultimate system, 
Lybrand asserts that it is not necessary to await all of these de
velopments and that a certiilcateless system can be adopted on a 
lesser scale if the securities exchanges and the over-the-counter market 
would establish a system of locking in the trade either on the floor 
of the exchange or by having the execution effected through the 
NASDAQ system, capturing the data on the trade as well as 
on the parties thereto; and then transmitting data to the transfer 
agent 01' other person acting in his place, who ~would affect the regis
tration of transfer called for by the data and corresponding data 
from and instructions to the appropriate banks or broker-dealers for 
the contra flow of money. The study notes that the computer equip
ment necessary for these systems is not only in existence, but is al
ready implemented in much of the securities industry to date. The 
only need, according to the study, is the specific system programs to 
implement it. The study also proposes the means whereby individuals 
can effect the shift or transfer of, ownership of securities in a ce1'
tificateless system without having to effect a securities transaction. 
This should be quite important, as approximately 40 percent of 
all transfers consist of mere name transfers or other transfers 
outside of the normal securities market execution, transaction 
completion system. The pledging of securities could be effected 
through the bank participants in the system with access to the 
transfer register. In such a system, a pledge of security holdings 
could be made by an individual arranging with the bank to lend money 
based on his holdings. The bank would enter the system to ascertain 
the accuracy of the borrower's representations, and, upon validation 
of the person's holdings, would make the loan and issue instructions to 
block the account in favor of the bank as pledgee. Individual transfers 
between parties could directly be effected if they or their brokers are 
participants in the system. 

To achieve the goal posited by the Lybrand study would require a 
significant degree of organization and planning. Because of the capital 
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scarcity of the individual firms and their need to modernize o.nly i.n 
conformity with their previously existing systems, Lybra~d thmks. It 
is unlikely that the industry on its own or throu~h commlt~ees of Its 
members will be able to effect the necessary plannmg. In theIr presen
tation before the June 29 conference of the Commission on the stock 
certificate, Lybrand proposed a threefold program. The first would 
be the establishment of a national organization with a permanent staff 
and adequate sources of funds from, possibly, an addition to the 
commission charge, similar to the highway tax imposed on purchasers 
of gasoline. This national organization would guide and direct de
velopment of the necessary new systems in planning to effectuate th;e 
certificateless society. Secondly, this new group would establish Ulll

form standards of information interchange among the various parties 
to the securities transaction, execution and completion systems. 
Thirdly, there would be the encouragement and expansion of exist
ing competing developing systems. The NASDAQ system would be 
encouraged to include not only the quotation of the prices and the 
identification of securities, but also the execution of and settlement of 
the transactions. The presently conte~plated experiment by the 
Boston Stock Exchange and the First National Bank of Boston to 
implement a proposed certificateless pilot should be encouraged, ac
cording to Lybrand. 

The Lybrand presentation concludes that, although it does not fore
see or encourage the development of anyone single over-all securities 
processing system, there should be a coordination in planning and en
couragement of and development of the necessary systems to achieve 
the elimination of the stock certificate. 

(ii) United States Trust 00. plan 
The United States Trust Co. had advanced a plan entitled, vari

ously, NASCLE.AR (National Security Clearing System) and 
F ASTRAN (Fast and Safe Security Transaction System), and 
FASTCLEAR. As presented fit the Commission's .June 29,1971 con
ference the United States Trust Co. proposal would have these prin
ciples for its operation: (1) an instant oll-line verification of securities 
purchases and sales, which would perform clearances of securities 
transactions with a minimum of steps and protect against mechanical 
failures throu~h maximum duplication and functional components 
independent or the system components; and (2) the maintaining of 
a constant check on broker solvency. FASTRAN, NASCLEAR, or 
F ASTCLEAR would be a private corporation whose capital would 
be subscribed to by the participating broker-dealers, banks and other 
financial institutions. 

It would divide the United States into 12 districts analogous to 
the Federal Reserve districts and it would have the status of a Federal 
Reserve Bank itself. The districts would be connected by a national 
oversight machinery. Each district would in turn be subdivided into 
regional areas and each region subdivided in a manner which would be 
economically feasible. 'Vhen parties would effect a securities transac
tion, each would report it into the system at the point nearest him. Each 
region would then report his transaction up to the point where there 
was one common interlinking point between them. For example if the 
parties to the trade were in different cities, they ,,"'ould each report it 
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up to the point where there would be one center whether it be in intra
regional, a regional, or a national center which would link those two 
parties together. 

At the moment of reporting the trade, the system would feed back 
to the two parties the data each side has reported to verify the trade. 
At the same time, the system would have the transfer agent for the 
security verHy if the seller is in fact the owner of the securities being 
sold. 1£ the transaction was a short sale, the system would ascertain 
whether the seller had made arrangements for borrowing securities 
to settle the transaction. On'ly trades which "compared" would be 
allowed to remain in the system. 1£ the parties could not agree on the 
trade, that would be instantly reflected by a feedback from the system 
at the moment the trade was "executed". Thus, there would be no 
problem of recall, and other human error factors would also be re
duced. Once the parties had reached agreement on a trade it would go 
into the system to be held for settlement that night at the close of 
business. At night, the system would enter the appropriate instructions 
to the transfer agent to debit and credit the accounts of the respective 
parties to the transactions and would also enter the appropriate in
structions to the bank accounts of each one of the partiCIpating indi
viduals or their brokers to debit or credit their account according to 
the nature of the transaction. The system would then generate proofs 
of each of the comparisons, of any exceptions or error reports, as well 
as issue to the respective parties notices of the cash debits and credits 
and of the securIties movement. ':Dhe individuals whose securities 
would be in:cluded in the system would receive notice each time there 
was a transaction in their securities account. The N AS CLEAR or 
F ASTRAN or F ASTCLEAR system would also issue periodic notices 
to the individuals of their holdings, and will transmit diyidend and 
interest payments, proxies and other shareholder communications. 
Although it would enter the instructions for the debiting and credit
ing of the bank accounts of the parties, F ASTCLEAR, N ASCLEAR 
or F ASTRAN would not be the bank which would have these accounts 
and it would not act as transfer agent or maintain the register of 
corporate holdings for any of the publicly traded companies. These 
functions would be performed by the banking system acting as con
ventional banks or transfer agents. This system would also have pro
visions for the input of transfers or shifts of ownership between 
parties without the intervention of the brokerage community. This 
would be effected through the banking system. United States Trust 
Company of New York proposes a very sophisticated system which 
may require a long lead time towards its implementation. 58 

(iii) StatUs of proposals for elimination of certificates 
Many people who have considered the subject seriously question the 

wisdom of abolishing the stock certificate. The Rand corporation in 
its study ~tated that the proposed ut~pian s?lution of abolishing the 
stock certIficate 'would reqmre very extenSIve legal work and lead 
time to implement. It stressed that there is a need for a unified ap-

. proach to clearing' and settling securities transactions, the handling 

""For a detailed discussion of "FASTCLEAR,".see "Summary Statement Prepared For 
Public Hearing of Subcommittee on Commerce and Finance On Fully Automated System For 
Stock Transactlons-October 26 and 27, 1971" by Robert R. Maller, Senior Vice President, 
United States Trust Company, 
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of certificates and record keeping; and, until this is accomplished; 
there will always be operational problems for the industry. It furthe~ 
questions whether the industry itself will be able to achieve this unified) 
approach or the abolition of the stock certificates and concludes tha~ 
the elimination of the stock certificates without greatly strengthened 
or centralized bookkeeping operations may be extremely dangerou~ 

Another objection to the abolition of the stock certificate is th~ 
psychological feeling of people. Many investors do not feel that they 
actually own their securities until they have them in their physical 
possession. Abolition of the stock certificate, it is argued, would run 
contrary to the deeply held feelings of the American public that pos
session of the certificate is necessary in order to be the true owner 
of the securities. 59 The existence of this feeling is of course a quite' 
natural reflection of the legal environment in which the certificates 
for securities have become negotiable instruments; and, precisely be
cause they are negotiable, it is necessary to process this document 
physically and manually, and, by the process, create so much of the 
mdustry's operations problem. Were the certificate abolished or its 
negotiability eliminated, individuals could still receive confirmation 
of their holdings as well as periodic statements from the transfer 
agents confirming their holdings in the subject securities to satisfy 
this natural craving for a written document confirming their holdings 
as well as a separate statement at the time any securities transactions 
or movement in their account or change in their holdings occur. 

Because an Arthur D. Little study found that the small investor,' 
who constitutes the large part of the securities market but a small 
part of its volume, tends to hold on to his securities for an extended 
period of time, another criticism has been raised. It has been argued 
that abolishing the stock certificates will result in "cluttering" of the 
computer records with large amounts of holdings of small individuals 
who will be inactive for extended periods of time. Because of the cost 
of maintaining this type of information in a computer system and 
periodically regenerating this information for the periodic confirma
tion of holdings to indiVIdual investors, it is suggested that, for these 
people, the stock certificate is actually the least costly method for recog
nizing and recording their ownership. However, this seems to run 
counter to the ease with which dividend issuing companies and com
panies which hold annual meetings subject to the Commission's proxy 
regulations make regular mailings to their shareholders of record . 
. Furthermore there are two excellent prevailing examples of occa

SIOns where members of the public purchase and hold securities without 
being issued stock certificates. The one which most readily springs to 
mind is the mutual fund or open-end investment company. It is not 
uncommon for individuals who have purchased securities of an in
yestment company to leave instructions that the dividends that are 
Issued (the capital gains and income dividends) be reinvested in addi
tional shares of the fund. The result is that many of these peoJ.>le 
do not r~quest a stock certificate. Similar arrangements are qUIte 
common m the case of contractual plans in the course of which the 

GO It is interesting to note 1n this regard that a large number of investors leave 
their seeurltles with their broker either as margin stock or fully paid securities, do net 
have possession of their securities and, for practical purposes are already in a certlficate
less system. See ch. IV on "Use of Customers' Funds and Seeu~ltIes" ~!lpra at pp. 124-125'. 
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custodian bank credits additional shares to the plan-holder on the 
bank's records and sends him a notice to that effect. Between 1955 
and 1970 the number of mutual fund shareholders seeking the 
issuance of stock certificates evidencing their ownership of the fund 
dropped from 74.6 percent to 27.4 percent.60 

Another example of the purchase by the investing public of securi
ties without requesting the issuance of certificates is in the dividend 
reinvestment area for publicly traded companies. Several publicly 
traded companies, through their dividend disbursing agents, have made 
arrangements under which individuals arrange to have their dividends 
invested in purchasing additional shares of the issuing company. 
Another byproduct of the certificateless society would be the impact 
that it would have on the securities markets. The development of a 
locked-in trade system would significantly automate the securities 
transaction execution process and may ,yell call into question the need 
for an actual "floor" where individuals would come together to meet 
and execute transactions. The envisioned certificateless society would 
also have significant changes upon the stock clearing corporations op
erated by each of the national securities exchanges. 

Under the Lybrand system, stock clearing corporations would no 
longer be needed to handle the actual physical delivery of securities. 
However, they might be involved as participants in maintaining the 
operations of the communications svstem, linking the locked-in trade 
executed on the floor with the customers' orders received by the bro
ker-dealers who effected the transactions, and transmitting this data 
to the transfer agent. Moreover, the clearing corporations might still 
be retained as money movPl's. In the Lybrand system, there is no lock
in between the movement of securities and the movement of cash. 
Therefore, clearing corporations, as they now exist, might play a 
'role in that they could record the securities transaction effected by 
·each of the broker-dealer members of their exchange and net them 
down so that they produce a net money balance for each broker at the 
-end of the day; and they could receive the debits and payout the 
,credits so that buyers on balance would deposit and sellers would re
ceive the debits or credits resulting from a netting of their purchases 
.and sales. The clearing corporation could play a vital role because 
it would maintain a pool of money, represented by the members' clear
ing deposits, ,yhich ,yould, in effect, act as a guarantee to the par
ticipants that the net obligations to them would be paid. 

Under the FASTRAN-NASCLEAR-FASTCLEAR model pro
posed by the United States Trust Company, the stock clearing corpora
tions would not be necessary at all. Their role as an allocator of secUl'i
ties would be completely abolished under the certificateless society; 
and their role in handling the net flow of monies w'Ould also be abol
ished because the FASTRAN-NASCLEAR-FASTCLEAR system 
would itself settle security transactions by issuing the appropriate 
debit and credit money instructions to the banks of the participants in 
the securities transactions. In fact, in such a system the question 'Of the 
necessary solvency and liquidity of broker-dealers would be signifi
cantly reduced because the system would handle the transacti'Ons for 

60 David Hughey, "Operations: The Quiet Revolution," Mutual Funds Forum, October, 
1971. 
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the customers by debiting and crediting the bank accounts of the 
respective individuals who purchased the securities rather than debit
ing and crediting the broker-dealers who would, in turn, be compelled 
to obtain the money from or deliver the money to the customer. 

A major problem regarding the implementation of the certificateless 
society is the fact that it will require a significant amount of planning, 
organization, and coordination to achieve it. The Lybrand study has 
already indicated the fact that the securities industry self-regulatory 
organizations have not been able to provide the type of leadership 
necessary to achieve this. The study points out further that the indi
vidual firms cannot achieve it on their own because of the need for an 
industry wide coordination of this effort, and that the Commission 
lacks the staff with the necessary expertise to work on this problem. 
The fact is, though, that the securities industry and the banking in
dustry have coordinated to some extent their efforts to improve the 
existing unsatisfactory situation; and the Commission contemplates 
establishing a special staff unit for this purpose upon the granting 
by Congress of its supplemental budget request of November 11, 1971. 

'Dhe bst major consideration which might impede the development 
of a certificateless society is the present state of the law. The June 29, 
1U71, conference on the stock certificate sponsored by the Commis
sion considered this question. Two approaches were discussed. One 
suggested by Professor Thomas H. Jolls of William and Mary College 
was that the appropriate amendments be suggested for Article 8 and 
Article 9 of the Uniform Commercial Code regarding securities trans
actions 'and ~he .pledgi~g and securing of loans. It wa.s suggested that 
once the maJor mdustmrul states had enacted suc:h 1eglslatlOn, the sys
tem would be implemented on a large enough scale, and the rest of the 
states would shortly :/ian in line.61 

F. Other meaS1lres taken and proposed and the Rand Corp. Study 
A suqstantial part of the previous discussion in this report on the 

alleviation of the delivery and transfer problems in the securities 
industry has related to steps, proposed amd taken, which are inteT
mediate to the ultimate gorul of the elimination of the certificate. The 
accomplishment of that gOall cannot be anticipated to occur, however, 
for a few years. The other changes suggested in the clearance and 
transfer techniques have and will improve those activities to the extent 
they 'are put into force; and, since they are ~ll compatible roth the 
ultimate elimination of ,the certific'ate, their progress should be 
encouraged. 

Apart from those measures, others have been ,adopted 'and proposed 
whic:h are operaible without the kinds of changes in the existing business 
structure of the industry wlhich have already been 'dealt with in this 
report. 

For example, the national securities exchanges and the NASD 
adopted strict buy-in rules to reduce the dangerously high level of 
"fails" 62 and have granted emergency disciplinary powers to their 
Boards.6s They, as well as the Commission, moreover, adopted rules 

OlIn an April 5. 1971, letter to SEC Comml.sloner RIchard B. Smith, Profes"or John M. 
Steadman·, Visiting Profes8or of Law, University of Pennsylvania Law School, expressed the 
view base<l upon analysis of guiding principles of law, that Congress possesses t·he power to 
eft'ectuate elimination of the certificate respecting securities distributed or traded In Inter· 
state commerce . 

.. See. e.g .. NYSE Rule 282: and NASD Emergency Rule of Fair Practice 70-1. 

.. See NASD Emergency Rules of Fair Practice 70-1 and 70-3, NASD By·laws Art. VII 
sectf(m 1. \ 
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. calling for additional net capital requirements for aged fails to 
-deliver.64 

. The exchanges have also adopted the recommendations of the Com
mittee on Uniform Security Identification Procedures of the Ameri
can Bankers Association ("CUSIP") 65 which has perfected a system 
,of identifying securities by issuers through a numbering system by the 
use of eight numeric digIts, furnishing a capacity to identify up to 
1,000,000 different issues of securities.66 

In Securities Exchange Act Release No. 8413 67 the Commission 
published a proposed rule 10b-14 as follows: 

Rule 10b-14: Transfer Facilities Provided by Issuers. 
" It shall be unlawful for an issuer, any class of whose securities are publicly 
'traded by the use of any means or instrumentality of interstate commerce, or 
'of the mails, or of any facility of any national securities exchange, to fail to 
provide personnel and facilities which are reasonably designed to effectuate 
prompt issuance, transfer, and registration of transfers of such securities, and 
delivery of certificates, in connection with the purchase or sale of any such 
.securities by any person.6S 

Although this has not been adopted because of some possible insur
mountable problems, its proposal prompted a number of improve
'reents. 

Subject to specified insurance requirements and minimum capitaliza
tion, banks outside the New York metropolitan area have recently for 
the first time been approved by the New York and American Stock 
Exchanges to act as transfer agents for their listed companies.69 

Moreover, ten of the Clearing House Banks in New York have adopted 
Uniform transfer requirements effective January 1, 1971 as follows: 

UNIFORM: TRANSFER REQUIREM:ENTS 

The attached list of uniform transfer requirements has been developed by the 
Joint Industry Oommittee to Study Transfer Problems and the Operations Com
mittee of The Stock Transfer Association. ~e requirements have been ratified by 
the Joint Industry Oontrol Group in New York, The Executive Committee of The 
Stock Transfer Association and the New York Clearing House. 

These uniform ,transfer requirements should be complied with in submitting 
securities for transfer to the 10 Clea'ring House Banks in New York listed below, 
effective January 1, 1971. 

The Bank ~f New York. 
The Ohase Manhattan Bank (National Association). 
First National Oity Bank. 
Chemical Bank. 
Morgan Guaranty Trust Oompa·ny of New York. 
Manufacturers Hanover ~rust Oompany. 
Irving ~ Oompany. 
Bankers ~rust Oompany. 
Marine Midland Bank of New York. 
United Sta,tes Trust Oompany of New York . 
.. See, e.g., NYSE Rule 325(b) (4) (I) ; subdivision (2) (d) of Rule 15c3-1 under the Secu

rities Exchange Act of 1934, adopted January 30, 1969, Securities Exchange Act Rei. No. 
8508 . 

.. The Exchanges wl11 require commencing April, 1972 the use of the CUSIP number on 
documents submitted to and received from the clearing corporation. Stock Clearing Corp. 
Memorandum to Managing Partners, March 11, 1971, The Exchange also requires Imprinting 
the CUSIP number on stock certificates of listed companies Issues after January '1, 1971-
NYSE Companv Mannal p. A-42. 

66 The CUSIP Directory, VoL A-L, 1971, Introduction P. I. CUSIP Service Bureau, Stand
ard Statistics Co .. Inc. 

07 September 2;;, 1968. This prop'Osal was rather vigorously resisted by the transfer agent 
community which asserted that the trausfer lags which prompted the proposal during the 
height of the paper logjam were the result of broker-dealer difficulties which cDuld nDt 
respond to snch a rule. 

68 FJlI:change Act release No. 8413, September 25. 1968. 
O. See NYSE Rule 496; and Amex Rule 891. These rules require, however. that those out 

of town banks maintain a pickup and delh'ery service at a location south of Chambers 
Street in New Yorl; City, and that they are able to prDcess transfers within 48 hours. 
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TRANSFER REQUIREMENTS 

I. STOCK POWER ASSIGNMENTS 
II. LETTERS OF INDEMNITY 

m. REGISTRATION 
IV. LEGAL TRANSFER 

1. Corporate Resolutions 
2. Domicile Affidavits 
3. Birth and Death Certificates 
4. Joint Ownership 
5. Wills 
6. CustOdian:to Minor 
7. Intervivos or Testamentary Trust 
8. Investment Clubs 

\ 

I. STOCK POWER ASSIGNMENTS 

Type 01 transaction or question 

A. Endorsement by registered holder 
not placed on proper line of assign
ment. 

B. Attorney space of the assignment 
with name inscrilbed in error. 

, C. Typographical error of name of 
security on the assignment. 

D. Inspection of certificate numbers on 
stock power. 

E. Signature guarantee by a member of 
Midwest Stock Exchange. 

Requtrement 

Requires valid endorsement certifica
tion. , 

, ~rasure guarantee acceptable. 

Altex:ation or erasure guarantee ,ac
ceptable. 

, Certificate numbers not required. 

Will accept as long as signaturb is on 
file with transfer agent. 

II. LETTERS OF INDEMNITY 

A. Will agents accept broker's letters of 
indemnity if correction is made 
within 60 days of requested trans
fer? 

B. Is broker's form of letter of indem-
nity acceptable? ' 

Will accept broker's letter of indem
nity if correction is made within 1 
year of requested transfer. How
ever, some situations may require 
additional documentation. 

Broker's standard form of letter of 
indemnity acceptable. 

m. REGISTRATION 

A. Will agents request documents evi
denCing nature of transferee before 
registering certificate in the name 
of a fiduciary? 

No documentation required if form of 
registration is acceptable according 
to rules of The Stock Transfer As
sociation. However, a transfer to 
executor or administrator requires 
broker's purchase after death certi- • 
fication. 

IV. LEGAL TRANSFERS 

1. Corporate Resolutions 

A. Will copies of resolutions certified by 
broker be acceptable? 

B. What is acceptable time limit of date 
of resolution to date of transfer? 

Will accept copy properly certified by 
broker. 

Resolutions acceptable if dated 
within six months. 

2. Domicile Affidavits 

A. Are domicile affidavits required? 
B. Will agents accept domicile affidavits 

executed by broker as agent for an 
estate? 

Required in some cases depending on 
state of incorporation and domicile 
of decedent. 

Must be executed by legal representa
tive or attorney for estate of sur
vivor of a joint tenancy. 
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3. Birth and Death Certificates 

A. Are photocopies acceptable? Photocopies are acceptable if properly 
certified by broker. 

4. Joint Ownership 

A. Will agents transfer into the name of Endorsement not required for trans-
survivor without endorsement? fer to survivor. 

5. Wills 

A. Will agents accept a plain copy of a 
will properly certified by a broker? 

Require court certified copy of will. 
However, under some circumstances 
will accept copy properly certified 
by broker. 

6. Custodian to Minor 

A. What endorsement is required for 
transfer from custodian to minor'/ 

Will accept either endorsement by 
custodian or birth certificate. 

7. Intervivos or 'l'estamentary Trust 

A. What endorsement is required OIL 

certificates registered in name of 
trust without names of trustees? 

Require proper certification by broker 
that those signing constitute all of 
p resen tl y a cting trustees. 

8. Investment Clubs 

A. What endorsement is required to 
transfer from name of registered 
club? 

Will accept proper certification by 
IJroker that person or persons en
dorsing are authorized to execute 
assignment on behalf of registered 
club. 

The N ew York and American Stock exchanges approved these re
vised requirements.7o 

Meetings have been held among representatives of the Commission 
and the banking authorities on measures which might be taken by 
those agencies respecting the transfer activities of the banks under 
their respective jurisdictions.71 

Other steps suggested for improving deliveries and transfers were 
included in a study by the Rand Corporation for the New York and 
American Stock Exchanges and the NASD which resulted in a Decem
ber 1970 report entitled: "Reducing Costs of Stock Transactions: A 
Study of Alternative Trade Completion Systems." 12 

In its study of the existing trade completion processing systems 
Rand created a simulation model using some of the 1968 income and 
expense data from the NYSE clearing firms as well as cost data ob
tained by a private consulting firm and the National Economic Re
search ASSOCIates. By applying the techniques of the simulation model, 
it studied the impact of various types of minor and major structural 
changes in the trade completion process to ascertain the most efficacious 
improvements. The simulation model indicated that, based on the 

,0 Flee the joInt letter to their members from those exchanges dated November 5, 1970, 
entitled "UnIform Transfer Requirements" and dIrecting attention to the effective date of 
January 1. 1971. 

71 See, Memorandum of the DivIsIon of TradIng and Markets, June 8, 1971. on the Bubject : 
"Meeting With Stall' of Federal Reserve Board, Federal Deposit Insurance Corporation, and 
Comptroller of the Currency." 

T2 Hereinafter sometimes called the "Rand Study," "Rand Corporation Study," and "Rand 
Report." 
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existing trade completion systems in 1968, fails cost member broker
dealers approximately $125 million a year. This, it may be noted, is 
the cost of broker-dealer fails alone, and does not encompass the cost 
of other broker-dealer operations or the cost of existing or modified 
trade completion processes that may have been adopted 01' proposed. 

In the simulrutJion model, the Rand Corpor!lltion proposed two types 
of depositories. The first 'was 'a depository in which all broker-dealers 
would deposit t:p.eir securitiesan:d which banks would use only for 
delivery and receipt of securities and would not leave their own se
curities. ~n deposit: This is ess~ntially how the CCS is now operating. 
In addItion, certam other mmor structural changes were mcluded. 
These included the use of partial deliveries of securities to meet con
tractual obligatio'ns, the reduction of the transfer time by 75 percent, 
the reduction of the DK rate by banks (refusal of bank custodial 
agents to accept securities for lack of instructions) from 30 to 10 per
cent, the reduction of the "uncompare" rate from 6 percent to 1 per
cent, and the reduction of the wrong denomination rate from 5 per
cent to 2 percent.73 As compared with the 125 million dollar annual 
cost of fails in the Benchmark case, the cost of fails in the broker de
pository model would cost 30 million dollars per year. The second 
depository model in the simulation was a full depository. The full 
depository would include full participation by all banks, all eligible 
broker-dealers, and 85 percent of all customers. The other struc
tural changes for the broker depository would also be applicable. In 
the full depository, ,the ,annual cost of fails would be reduced to 53 
million dollars as compared to the 125 million dollars in the Bench
mark case and as compared to the 36 million dollar annual cost of 
fails in the combination of structural changes. However, the Rand 
Study indicated that if, along with implemenrtation of ,the full de
pository there could bea significant reduction 'Of the broker's opera
tions caused by the ,release of his back office clerical personnel, fixed 
costs, and related service costs, this would result in a further reduc
tion of cost of fails of $36 million, reducing the cost of fails in the 
full depository situation to 17 million dollars. The Rand study con
cluded that the depository concept promised significant improve
ment for the industry in the long run, but it pointed out the desir
ability in the interim of the adoption by the industry of its suggested 
changes in delivery practices which would be of immediate benefit in 
the way of costs, and, as a byproduct, improve deliveries. Thus it 
pointed out that, if brokers would deliver, first, to brokers, then to 
institutional customers, then for use in the return of stock loans and, 
at the other end of the pole, to customers, and if there were a wide
spread system of stock 10ans,74 those measures would reduce the an
nual cost of fails from the Benchmark $121) million a year to $109 
million per year, or a $16 million cost savings. If the' other Rand 
proposals-acceptance of partial deliveries. reduced transfer time, 
reduced DK rate, reduced uncompare rate and reduced wrong denomi-

,. The wrong denomination rate relates to situations when the broker-denIer dell,.ers secu
rities In, the, wrong,dl'nomlnntlon In 8f>ttlement of a·tnansActlon . 

.. Apart from the l\f\oweRt Stock Exchange Clearing Corporatlon. the national securities 
f>xchangf>s have not attempted to estnbllsh n system of wldescale brokerage stock loans The 
National Clearing Corporation subsidiary of the NASD Is attempting to make such proviSion 
In Its new, forthcoming continuous net settlement (net by net) system. 

71-109--72----14 
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nation rate-were also implemented, the total cost of fails would 
decline to 36 million dollars, a reduction of 89 million dollars. 

In at least one respect, Rand suggests the sacrifice of protection for 
the public investor customer in the interest of efficiency by condoning 
deliveries on priority basis to large institutions and other brokers on a 
COD basis from which the broker derives immediate cash, and by
passing the modest investor who, having purchased "regular way", has 
already paid for the securities under Regulation T. Rand overlooks 
in this instance that the purpose of effiCIency is to serve the public 
investor, rather than the other way around. To do it justice, 
however, its study was cost oriented, as distinguished from public in
vestor oriented. In this connection, it may be noted that the Commis
sion has under consideration a tightening of securities custody re
quirements under which broker-dealers would hold in a cash reserve 
the market value of fully paid and excess margin securities of cus
tomers pending the reduction of such securities to the broker-dealer's 
physical possession or control. 75 

In response to a Commission inquiry concerning the extent to which 
the industry has responded to the Rand recommendations, the New 
York Stock Exchange referred to its Rule 387 requiring members to 
confirm institutional trades promptly as a measure designed to reduce 
DK's from banks. It noted moreover that the reject rate (through 
DK's, uncompares and wrong certificate denominations) in the CCS 
is about half the rate noted in the Rand study. As regards the "uncom
pares" the Exchange claims its clearance corporation notes only a four 
per cent experience as against the Rand six per cent rate.76 The Ex
change also claims that CCS eliminates the problem of wrong denomi
nation certificates. Additionally, according to the exchange: "The ex
posure of the Rand results to the Clearing House Banks was helpful 
In influencing the banks to join CCS." In the last paragraph of its 
letter, the Exchange said: 

Recognizing the problems extant in the post-trade clearing process, the major
ity of our efforts in recent years was directed toward expanding and improving 
the Central Certificate Service. We are close to reaching agreement with BASIC 
and its partiCipants on the next expansion phase. We believe strongly that the 
steps we have taken have contributed to the reduction of fails in the past year 
and a half and the continued improvement in the operating performance of mem
berfirms. 

CONCLUSION 

As seen from this Chapter, a number of very constructive ap
proaches, independently of one another, have fiO'one forward to solve the 
problems of settlement, clearance and the hand ing of certificates. Many 
of these have, however, integrated with or reacted to, some of the others 
with resulting mutual advances and improvements. Although the di
vergent elements have thus far been beneficial, the time has come for 
welding the existing programs admixture into a master plan, and the 
Commission is 'anxious to advance in that direction. To supervise the 
integration of the existing strands into a common thread, the Com
mission has created a special unit under the over-all guidance of the 

75 See Exchange Act release No. 9388, Nov. 8, 1971, announcing the proposal of Rule 
15c3-4 under the Exchange Act. 

1. Recent reports filed by the Stock Clearing Corporation show that this rate has been 
around 6 percent for 1970 and 1971. 



203 

Commission to begin to direct the self-regulatory bodies in the adop
tion and implementation of programs toward the ultimate objectives 
of the certificateless society and the standardization of documents used 
in the clearing, settlement and delivery process. 






