
CHAPTER IX-SELF-REGULATION-FINANCIAL 
EXAMINATIONS AND INSPECTIONS 

INTRODUCTION 

All broker-dealers are under the direct supcrvision of the Commls
"Sion. Many are also under the jurisdiction of more than one self-regu
latory agency. It has long been recognized that this situation could 
result in an unnecessary and burdensome duplication of regulatory 
.activities. Consequently, over the years efforts have been made to 
.avoid this duplication by allocating regulatory responsibilities among 
the various agencies involved. In our opinion, this allocation of re
sponsibility has, on the whole, worked successfully. 

The NYSE and the Amex (:for non-NYSE members) assume the 
primary r('sponsibility for regulation of their l'esp~ctive members, 
regardless of whether they are also members of a reglOnal exchange. l 

The rcgional exchanges, however, generally assume responsibility for 
the activities of dual members to the extent that those activities take 
place on that regional exchange. This is also generally true where a 
broker-dealer is a member of more than one regional exchange but is 
not a member of a primary exchange, i.e., generally the larger of the 
two regionals will assume the primary regulatory responsibility for 
the member. 

Most exchange members are also members of the N ASD. The N ASD 
has responsibility for all of the activities of its members, except ac
tivities involving exempted securities 2 and, to some extent, transac
tions taking place on exchanges.3 Generally, it tends to defer to the 
exchanges on the responsibility for the financial surveillance of mem
bers, although this is not true with respect to the smaller exchanges 
that are not exempt from the Commission's nct capital rule. 
In other regulatory areas, the NASD may, in some instances where an 
exchange is already working on a matter of mutual concern (general
ly in enforcement matters), choose to defer to those exchanges, again 
to minimize duplication of effort. 

Broker-dealers who are not members of the NASD are directly 
regulated by the SEC under its SECO program.4 

Provisions of the recent SIPC Act represent a Congressional 
desire to allocate responsibilities. Under this legislation, the self-reg
ulatory organizations of which a member of SIPC is a member are re
quired to inspect or examine such member for compliance with ap-

1 There are ten regional exchangeR. TheRe are: Boston Stock Exchange. Chicago Board of 
Trade (inactive). Cincinnati Stock Exchange, Detroit Stock Exchange, Midwest Stock 
Exchange, National Stock Exchange, Philadelphia-Baltimore-Washington Stock Exchange 
("PBW"), Pacific Coast Stock Exchange, Salt Lake Stock Exchange, and Spokane Stock 
Exchange. Of these, the Boston, Midwest, PBW, and Pacific Coast stock exchanges are the 
more active. 

2 Section 11lA{c) of the Exchange Act. 
a Article I, Section 3(c) of the NASD by-laws. 
'This is provided by sections 15(b) (8), (9). and (10) of the Exchange Act with respect 

to broker-dealers who are not members of the NASD. -
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plicable financial responsibility rules. With respect to SIPC members 
who are members of more than one self-regulatory organization, SIPC 
is required to designate one of such self-regulatory organizations to 
carry out the examining and inspecting responsibility.5 We are in
formed that SIPC is currently gathering information upon which to 
determine whether reallocation of existing inspection responsibilities 
should be made. 

The Commission's role in this regulatory scheme has traditionally 
been mainly one of oversight. These responsibilities are carried out in 
different ways, including (1) registration with the Commission of 
nation'al securities exchanges and associations; (2) inspections of the 
exchanges and the N ASD to determine the effectiveness of their regu
lation; (3) the opportunity to comment on proposed rules 'and rule 
changes ot exchanges and the right to review and disapprove proposed 
rules or rule changes of the NASD; (4) review of disciplinary pro
ceedings of the N ASD; (5) formal and informal special studies, hear
ings and commission-industry conferences concerning particular reg
ulatory problems. When it is felt that self-regulatory action is or 
would be inadequate, the Commission proceeds by direct investigation 
of and proceedings against broker-dealers, primarily for violations of 
the reglstration, anti-fraud, net capital and other serious violations of 
the Federal securities laws. 

It remains to be seen haw the system of self-regulation devised by 
Congress in Sections 6 and 15A of the Exchange Act functioned as a 
mechanism for the protection of investors agamst loss of funds and 
securities by warding off broker-dealer insolvency in the 1967-1970 
period. 

It has been noted in earlier discussion in this report, that the finan
cial responsibility of the broker-dealer community was the one area of 
J?ublic protection in respect of which Congress relied very heavily on 
the self-regulatory organizations.6 The role of the New York Stock 
Exchange is most illustrative on this subject, since in terms of number 
of customers and quantities of funds and securities held for them by 
its members the proportion of the investing public affected by that 
'exchange's activities heavily outweighs the remainder of the public 
investor spectrum.7 

Any assessment of how well that exchange performed its functions 
in the area of financial responsibility must be based on the manner in 
which it imposed and carried out, with respect to its members, its own 
net capital requirements, as well as the books and records and hypothe
cation rules of the Commission.s 

The discussions on these subjects in the chapter on "Management 
and Operational Deficiencies" 9 as well as in the chapter on "The Need 

• SIPA Aet Section 9(e). 
• See the discussion on this subject In ch. I under the subcaptaln of "The Regulatory 

Policy" In the "Introduction" of this report at pp. 21-24. 
7 For example4..ln 196§Z The NYSE handled almost three-fourths of the dollar volume on all 

exchanges. NYS.IlJ 1968 Jj'act Book. 
• Under Section 6(b) of the Exchange Act, a national securities exchange Is required to 

discipline its members for violations of that act. A similar responsibility Is placed on the 
National Association of Securities Dealers, Inc. ("NASD"), the only national securities 
association registered under Section 15A of that act. (Sections 15A(b) (1) and (2) of the 
Exchange Act.) 

• Ch. III supra. 
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for an Early '''aruing System'~ 10 provide examples of that exchange'S 
failure to detect in time and effectively deal with trouble spots among 
its membership, which the absence of currency of books and records 
would have foreshadowed. Of course, that exchange, like all other 
segments of the financial community, was taken by surprise and over
whelmed by the unprecedented succession of.events in the 1967-1970 
era. In recognition of the seriousness of the situation, the exchange of 
its own accord and at the urging of the Commission adopted a number 
of measures, such as a shortened workday, shortened workweek, the
imposition of restrictions on sales efforts and activities for houses 
experiencing difficulties, the increase in the maximum amount of fines, 
imposition of net capital penalties for aged fails, tightening of the 
mandatory "buy-in" rules, adoption of rules requiring the acceptance 
of partial deliveries, and the likeY 

On the subject of books and records and the question of the ad
herence of this exchange~s members to its net capital requirements, the 
Commission was highly critical of the NYSE for relaxing standards,. 
particularly in the net capital area in some precarious situations. The' 
NYSE felt that it had a trust fund to protect customers and was justi
fied in relaxing application of the net capital rule when it believed that 
to enforce it Immediately would increase rather than reduce danger 
of exposure of customers.12 

The NYSE Special Trust Fund ("Trust Fund") had its genesis in 
the aftermath of the insolvency of Ira Haupt & Co. in November 1963. 
Haupt incurred severe financial problems when a customer was unable 
to meet margin calls on commodities contracts. Substantial bank loans 
had been obtained by Haupt, collateralized by warehouse receipts fol' 
salad oil which were later discovered to have been forgeries. The Haupt 
insolvency was the first major failure of a member firm since the de
pression. It shook public confidence in the financial community, and 
accordingly, induced the intervention of the NYSE which expended 
$9.5 million to satisfy customers' claims. This money was subsequently 
repaid to the NYSE by an assessment of the membership. 

At the time of that crisis, a Special Committee on Expense Recov
ery headed by John L. Loeb of Carl M. Loeb, Rhoades & Co. studied 
methods to provide funds for the NYSE to handle future emergency 
situations. The committee's recommendations to estaiblish a Special 
Trust Fund of $10 million in cash and $15 million in lines of bank 
credit was approved by the NYSE membernhip in July, 1964. The 
size of the Trust Fund remained unchanged until June, 1970 when 
$30 million from the NYSE Building Fund was added. 

Since the inception of the Trust Fund, the NYSE has consistently 
stated its policy that although the purpose of the Trust Fund was to 
provide assistance to customers of insolvent member firms of the 
NYSE', the use of it was within the sole discretion of the Trustees of 
the Trust Fund. The NYSE Constitution, Article XIX, provides that: 

No member, member firm or member corporation, no customer of any such 
member, member firm or member corporation and no other person shall in any 

10 Ch. VI 8upra. . 
n Details of these steps by NYSE and the parallel measures taken by the NASD and other 

national securltles exchange are contained In appendix A. 
l.O The Interchanges on the subjects between the Commission and the NYSE are detailed In. 

the January 12. 1971. letter of the Commission to Chairman Staggers of the House Commit
tee on Interstate and Foreign Commerce. A copy of that letter Is attached as app. D. 
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event have any claim or right of action. at law or in equity, whether for an 
accounting or otherwise, against the Exchange, the Trustees of the Special Trust 
Fund, or any other person, or against the Fund, as a result of any action taken 
or the failure to act by the TruRteel'l in the exercise of their discretion. Whether 
or not expenditures from the Fund shall be made in any particular case and, 
if so, in what manner, to whom and to what extent, shall at all times remain 
exclusively within the sole and absolute discretion of the Trustees of the Special 
Trust Fund. 

However, during the time of the insolvencies of member firms in 1969 
'and 1970, the Exchange was able to assert that no customer of a NYSE 
mpl1lber firm ever lost money because of such insolvencies.13 

The manner in which the Exchange asserted this absolutely discre
tionary right respecting use of the Trust Fund is illustrated by corre
spondence between it and the Commission on the subject of Dempsey
Tegeler & Co. In giving consideration to the action which should be 
taken to protect the customers and creditors of Dempsey-Tegeler & 
Co., the Commission on October 29, 1969, wrote that "* * * we are 
desirous of learning the precise nature and extent of the Exchange'S 
financial commitment to the customers and creditors of Dempsey
Tegeler." The Exchange responded on October 31, 1969 as follows: 

As we pointed out to you last Friday, we believe that any precipitous course 
of action by the Commission. such 'as. for example, an application for the ap
pointment of a receiver of Dempsey-Tegeler at this time, could well lead to a 
truly chaotic situation. having, quite possibly, serious repercussions throughout 
the industry and for all public investors. In our best judgment, any such action 
would unquestionably harm the firm's customers and other creditors by freez
ing the situ'ation and preventing the pay-out of funds and 8ecurities or at least 
-delaying that pay-out for an extended period of time. Such a course of action 
wonlrl !I1so very substantially increase the slight present risk that Dempsey
Teg-eler will not prove able to meet its commitments because. of course. suh
stantial operating and administrative expenses would continue, without being 
.offset by the generation of any income. Any pre'cipitous action would certainly 
immediately terminate the availability of essential bank credit. 

Finally, I might point out that the Special Trust Fund may be used only at 
the discretion of the Trustees to provirle direct or indirect assistance to cus
tomers of a member firm in financial difficulty. The Trustees hnye nlways re
'quirerl that any expenrliture of trust fnnds cense immediately upon the institu
tion of :lllY bankruptcy proceerling by or ag-ainst the firm or upon the institution 
of any legal rrocpeding looking' toward the appointment of n receiver, AI~o, 
in both the rlnPont, HonlRey n!l(1 the HflUpt situntions. expenrliture by the Ex
chnnge of its funds to assist in the liquidation of those firms was likewise con
ditioned upon there being no proceeding looking toward bankruptcy or receiver
'ship. 

Another example of this problem revolved around First Devonshire 
Corporation. Between Aug-ust 18, 1970, when First Devonshire Corpo
ration was Sllsnended by the NYSE, and August 27, H)70, when the 
Commission filed an injunctive action, the Commission repeatedly 
soug-ht to ascertain the NYSE's position as to what financial commit
ments it would make to protect the customers of this firm. The Com
mission wrote the Exchange on August 19, 1970, as follows: 

So that we may consider what, if any. action will be required we are desirous 
'of lenrning the precise nnture and extent of the Exchange's financial commit
ment to cli~tomerR and creditors of rFirst Devonshire Corporation]. While we 
undf'rstand that you might believe that it 'is premntnre at this time for the Ex
,chanc:e to make such a commitment. it if' the Commission's view that conrlitions 
are such thnt we must have this information. 

The reply of August 20 stated: 

13 Rennrt of thp NYSE to Members and Allied Mcmbprs entItled. "Report on Self-Regula
tIon," October. 1970. 
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No financial commitment has been made by the Exchange or the Special Trust 
ll'und to the customers and creditors of [First Devonshire Corporation."] 

Not satisfied with this reply the Commission again wrote the Ex
change on August 21, 1970 : 

In view of your statement that "no financial commitment has been made by 
the Exchange or the Special Trust Fund to the customers and creditors of 
[First Devonshire Corporation)," it is imperative that we be informed as soon 
as possible, whether and if so, to what extent, the Exchange is prepared to make 
a financial commitment in the event that [First Devonshire Corporation] is un
able to satisfy promptly the claims of customers for their funds and securities. 

The Exchange replied on August 25, 1970, stating: 
A.s stated in my letter of A.ugust 18, the Exchange has not made a decision in 

this regard. 1.'he situation [First Devonshire Corporation] as we know it has not 
required a consideration of what, if any, financial commitment the Exchange 
or Special Trust Fund might consider making. If the situation changes, the Ex
change will review the facts as they exist at that time. Without knowing 
whether such a review will be required and without knowing what the facts 
might be, it would not be appropriate to speculate now on what decision might 
be made at some future date by the trustees of the Special Trust Fund in the 
exercise of their discretion as trustees. 

It has been seen that, in the hope that market conditions would be 
restored in time for it to work out the financial problems of its mem
bers with the Trust Fund, the Exchange decided in the interest of pub
lic investor customers to keep its members afloat by relaxing its inter
pretations of its net capital requirements.15 The Exchange's rationale 
for thus interpreting its financial responsibility rules was that, in its 
judgment, greater carnage would result from strict application; and 
that it needed time to arrange for the transfer of accounts from the 
troubled firms to others, which it did, constructively, by direct tr:ms
fers and through mergers, while reserving its trust fuilds for the re
sidual hard core liquidation situations.ls Unfortunately, in the process 

,. During the pendency of the SIPC legislation, the Chairman of the Board of NYSE sent 
a telegram to Senator Javits stating that, upon enactment of SIPC. the Trust Funds would 
be available to the customers of First Devonshire Corporation, Robinson & Co. and Charles 
Plohn & Co. 

10 Some details on this subject are covered in the September 3, 1971. Statement of Irving 
M. Pollack before the House Rubeommittee of Commerce and Finance of the House Commit· 
te~ on Interstate nncl Foreign Commerc{'. 

,. As of .Tuly 22, 1971, $74,000,000 which were devoted to liquidations were accounted: 
for as follows: 

Liquidations 
fully or 

substantially 
Amounl compleled~X 

Authorized amount available, funds advanced and/or committed, as of July 22, 1971 $75,000,000' ............ .. 

Amott Baker & Co., Inc.................................................. 1,861,000 x: 

~f;;~w&lgo~ p"ec~~~~~~=====================:=============================== 14, ~~~: ~~~ ............. ~ 
~,~~PD~~~~:~i~~rc~r~~~.1 ~:~::== ==: == ==:::::: ::::::: ::: :::::::::::::::::::: 2i: ~~~: ~~~ :::::::::: :::: 
~\:F~:ri~rl:c~:~~~cl:n:c~~==: ::::::::: :::: :::: ::::::::: ::::::::::::::::::: •••• ~: ~~~~ ~~~. ~ 

~~~;r.~;!~:::~::::~:::m:~m~:~m:::::::::m::~~::~~~::: :: i~ 1:::-:::::: 
Tolal.............................................................. 64,341,000 ............ .. 

H. S. Equilies, Inc. (formerly Hayden, Slone Inc )............................. 9,800,000 ............ .. 

Total advanced or committed ... _ ............ _ .................. _..... $74,141,000 ............. _ 

Balance remaining uncommitted •• _._ ........... _ .. _ ....... _ ........... _ .. .. $859,000 ._ .......... __ 

Note: It may be noted thaI of the foregoing, 4 very large firms have slill not been completely liquidated. 
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of reacting to one emergency situation after another, it merged one 
cripple into another, in some cases, or hastened the demise of a member 
by the sale of part of its business to another. An example of the latter is 
reflected in a letter dated August 16, 1971, from Donald M. Collins, 
the receiver of the Robinson & Co. Inc., liquidation who stated: 

... [T]he most important cause of the bankruptcy proceedings at Robinson &: 
Co., Inc. was the transaction with Philips, Appel & Walden Inc. ("PAW") which 
resulted in a transfer to PAW of net quick assets which Robinson needed to meet 
in a timely fashion its obligations to customers. If the financial condition of 
Robinson had been such that it could afford this 10)'38 of quick assets and at the 
same time meet aU of its obligatiollJ'l to customers, the PAW transaction would 
not have been a bad one. 

The vice of that transaction was the parties who consented to it, i.e., Robinson, 
PAW and the New York Stock Exchange, did not act in accordance with existing 
financial realities. . . 

Mr. Collins stated at a further point in his letter: 
It would be noted that the Exchange did not merely consent to the PAW trans

action but threatened the Robinson company early in July with suspension if the 
PAW transaction did not go through by the end of the month. Apparently the 
Exchange knew that Robinson was a problem and that PAW appeared to be 
an answer to that problem, and the Exchange was so happy at this development 
that it did not throughly investigate whether that solution was an impossible 
one. Of course, the Exchange had many other problems at this time with other 
brokerage firms and to some extent it is understandable that they were happy to 
see this problem apparently disappear. 

This last observation by Mr. Collins most aptly describes the then exist
ing situation and emotional state of the NYSE. 

Unfortunately, the hoped for recovery of the market and the indus
try did not materialize in time and the Exchange'S trust funds reached 
the point of exhaustion,11 It was at that juncture that the Exchange 
importuned Congress for the law which evolved into the SIPC Act.'s 
Considering the delicate nature of the public confidence in the securi
ties markets 'A and sensitive to the protection of public investor 
interests, the vommission supported the SIPC legislation which the 
Congress eventually enacted. 

Wlth the passage of the SIPC Act, particularly with the amendment 
<>f Section 15 (c) (3) of the Exchange Act by Section 7 ( d) of the SIPC 
Act, the Commission has been granted a free hand to deal with the sub
jects of reserves against customer credit balances and the segregation 
<>f customers' fully-paid and excess margin securities. The Commis
sion's weakness in that regard has been called to the attention of 
Congress as early as 1941,2° 

By the same token, liberal interpretation of net capital rules can no 
longer be justified by the need for time in which to protect customers, 

,. Hearings on 1970 Bills on Securities Investor Protection before the House Subcommittee 
.on Commerce and Finance (Serial No. 91-67), testimony of SEC Chairman Budge at 
pp. 1'\1-152. See, also H.R. Repr. 91-1613, 91st Cong., 2d Sess. (1970) p.3. 

lB Hearings before the Senate Subcommittee on Securities on the Federal Broker-DenIer 
Insurance Corporations, April 16 and 17, June 18 and July 16, 1970, testimony of NYSE 
President, Robert W. Haack. pp. 175-179. 

,. " ... [I] n the last few years, the public's confidence has been eroded by the widely 
,publicized distress of many broker-dealer firms caught In the paper crunch." Lybrand 
Report, p. 105. 

20 Report of the Securities and Exchange Commission on Proposals For Amendments to 
the Securities Act of 1933 and the Securities Exchange Act of 1934. August 7, 1941, House 
Committee Print, 77th Cong., 1st sess. (1941), pp. 28-32. 
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and they must again be enforced with full vigor to maintain the finan
cial integrity of member firms.21 

The Exchanges are accordingly free to give public investor protec
tion, not by the use of the trust funds which are really useful only as an 
element in the orderly liquidation of a broker-dealer and which, as al
ready pointed out, do not serve to make the public investor whole 22 but, 
rather, in terms of those protections which will provide assurance that 
their members will be conducting going businesses, in the course of 
which, the customer who has left his cash and securities with his broker, 
can be substantially certain to receive remittance and delivery on de
mand. Improved net capital requirements have been adopted by the 
NYSE 23 ; and the Commission has proposed reserve and other pro
tective provisions respecting the funds and securities of customers to 
accomplish this.24 

Apart from the measures taken in 1968-1969 in attempts to deal with 
the paper work glut,25 the seH-regulatory organizations have taken 
some forward strides towards long term solutions. 

III Although the exchange wlll no longer maintain trust funds for reimbursing public 
investors with regard to insolvencies subsequent to SIPC, it is carrying out its obligations in 
connection with earlier liquidations. In May, 1971, $15 million were authorized for possible 
URC in connection with the duPont Glore Forgan indemnification agreement to facilitate the 
new financing by the H. Ross Perot group. On July 23, 1971, a constitutional amendment 
was proposed to the membership to increase the Trust Fund by $20 million to $110 million 
for increased costs of the Blair & Co. liquidation and other unforeseen contingencies of other 
liquidations. The Trust Fund does not include a $30 mll!ion indemnification authorized in 
December 1970 to Merrill Lynch in connection with Its acquisition of Goodbody & Co., com
prised of $20 million for losses arising from Goodbody's bookkeeping and securities handling 
problems and up to $10 million for any damages resulting from litigation connected with the 
acquisition. On July 23, 1971, the NYSE announced that the full $20 million would be neces
sary but that there was presently no determination of the effect of any litigation with regard 
to the $10 million indemnification. 

221971 Staff Report (Staff Study for the SpeCial Subcommittee on Investigations of the 
House Committee on Interstate and Foreign Commerce), Subcommittee Print, p. 4 . 

.. NYSE Rule 325 . 

.. See proposed rules 15c3-3 and 15c3-4 and proposed amendments to rules 8c-1 and 
15c2-1 in Exchange Act release 9388 November 8, 1971. 

"" The details of the activities of the self-regulatory bodies in this period will be found in 
Appendix A. The activitJies of the NASD are summarized by it in the following "Recapitula
tion of what the NASD Is dOing and proposes to do to alleviate the problem areas" attached 
to its October 13, 1969, letter to the Commission: 

1. We are conducting an intensive examination in cooperation with the Securities and 
Exchange Commission and the New York Stock Exchange aimed specifically at our non
NYSE members who have a substantial fail problem or those who we suspect have p,roblems. 
In those firms where we find violations of capital positions or delinquencies in books and 
records we will insist on curtailment of activities until the situation is corrected. 

2. We have initiated talks with the Midwest Stock Exchange and the Pacific Coast Stock 
Exchange with a view to expand over-the-counter clearing operations beyond those now 
conducted in New York City through the American Stock Exchange. We have contacted the 
firm of Arthur D. Little & Co. who we understand has some knowledge and experience in 
this field with the thought that they will help to speed this effort. We are receiving helpful 
cooperation from the above mentioned exchanges and aiso the offer of assistance from other 
regtonal exchanges. 

3. Earlier this year we obtained "fails" information from our entire membership. This 
information has been very useful in our corrective measures. 

4. We have adopted a Monthly Fail Report which will be filed by approximately 100 of our 
non-NYSE members who have the largest fails. We expect to have May 31, 1968, figures 
available soon. 

5. We participated with the stock exchanges earlier in the year in shortening trading 
hours for two different periods of time. 

6. We initiated the fuU-day Wednesday closings starting on June 12, 1968. We believe 
these have been very helpful in allowing member firms to reduce their operational 
difficulties. 

7. We have passed new regulations allowing for delivery of stock certificates In excess of 
100 shares which we expect will alleviate some delivery problems. 

8. We are perfecting a comparison form which should correct a large part of the "Don't 
Know" problem. 

9. We partiCipate regularly in the New York Ad Hoc Committee which studies these 
overall problems. 

10. We are actively working with the bankers' group In their C.U.S.I.P. system which 
will uniformly number banks and dealers and securities for future aid in automation. 
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The NYSE has tightened its net capital rules.26 Similar improve
ments are being processed by the Amex; 27 and the Pacific Coast Stock 
Exchange has also substantially improved its net capital require
ments.28 The NASD, moreover, has under active consideration estab
lishing standards for its members which are more protective in some 
respects than the Commission requirements under Rule 15c3-1. 

In addition to the foregoing, the more significant steps taken by the 
NYSE include the adoptIOn of a new rule 440.25 which expands on the 
books and records requirements by specifying prompt recording of 
receipts and payments of moneys and securities, the entry into suspense 
accounts of all doubtful items requiring resolution, and providing for 
the assignment to each bookkeeping account of a specified employee for 
control and oversight of entries into that account. Periodic supervisory 
review, not less than monthly, is also contemplated. It also adopted 
rules, (1) requiring monthly reporting by its members of their "fails," 
(2) enabling the Board of Governors to suspend members for oper
ating difficulties, and strengthening procedural provisions for suspen
sion of members, (3) enabling members to make public offerings of 
their stock, and (4) requiring members to mail financial statements, 
including the auditor's report, to customers on completion of an audit. 
In additIOn, its Department of Member Firms published and distrib
uted a number of Information Circulars on such subjects as the neces
sity for prompt delivery of securities, the reporting of "control" stock, 
the segregation of securities, the maintenance of books and records, and 
the means for effecting partial deliveries in. partial completion of COD 
orders. 

The NASD similarly adopted new rules and disseminated informa
hen circulars on a coniparnbJe ]'angl' of topics, as did.the AllIex wh,ich 
announced on .Tune 20, 1971, that it underwent a maJor restructurmg 
of its organization to make it more responsive to the needs of the day; 
and which, in December 1970, inaugnrftted a "box count" rule calling 
for the entry of all unresolved differences in a "securities count differ
ence account." 

Apart from the foregoing individually adopted measures, the 
NYSE, Amex, and the NASD jointly commissioned the Rand Cor
poration to undertake a study that ",onld apply long-range plan
ning approaches to operational problems in the securities industry. 
This has resulted in the comprehensive report which was discussed 
in the Chapter on "Handling of Certificates-Necessity For Mod
ernization of Delivery, Clearance, and Transfer Procedures." 29 The 
American Stock Exchange retained North American Rockwell Corpo
ration to analyze current operational systems and methods with the 
view to proposing immediate, short term solutions. 

,. The detalls of the Improvements are contained In the Statement of IrvinI!' M, Pollack 
before the House Subcommittee on Commerce and Finance, September 3, 1971. At the 
August R, 197,1, hearing before that Subcommittee, the NYSE asserted tbat under the revi
sion, there Is less room for Intl'rpretatlve variations than under its previous rule, Part I, 
Hearings on Study of the Securities In(lustr~', pp. 1~9-140 

Z1 Joint letter of the New York and American Stock Exchanges dated Augmt Vl, 1971, 
addressed to Chairman Casey of the Commission, 

28 Letter July 6, 1971, from Thomas p, Phelan, President of the Pacific Coast Stock 
Exchanl!'l', to Chairman CaRey of the Commission. 

2. Ch. VIII, 8upra, PP. 200-202. 
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This also resulted in a report whose contents have been discussed 
elsewhere in this report.30 In conjunction with the management con
sulting division of the accounting firm of Ernst and Ernst, the 
Amex also worked in preparing a manual containing the step-by
step procedures for monitoring and controlling paperwork processing, 
improving customer services and planning, and brokerage firm profit
abIlity. This resulted in the inauguratIOn of the F ACS program 
already discussed 31 in which as of June 1, 1971, firms representing over 
70 percent of the industry capacity, including the 65 largest firms, were 
participating.32 

Another joint effort of the NYSE, Amex and NASD which will 
soon be completed relates to a standardized finan~ial and operational 
monthly report form, embodying substantially all of the features now 
contained in their separate report forms. 

The self-regulatory organizations have also taken steps to intensify 
their inspection and supervisory responsibilities. The NYSE now has 
a monthly supervisory review program. 

For its fiscal year which ends on September 30, 19'72, the N ASD has 
increased its staff by 102 additional employees, 64 of whom have been 
assigned to the examining staffs in the N ASD's 15 district offices. This 
means that the NASD now has 171 examiners to examine approxi
mately 4,500 member organizations. 

The NASD has announced that: 
1. It is constructing a more comprehensive securities exam to 

qualify securities salesmen, 
2. It is considering a rule which would require that at least one 

principal in each new member firm must qualify in a separate 
exam on brokerage operations, and 

3. It has budgeted $68,000 in the current year for processing 
X-17A-10 income and expense reports and $72,000 for processing 
Form Q, the quarterly financial reports. 

The Midwest Stock Exehange ("MSE") three yea<rs ago had 4 
employees to oversee compliance with its net capital rule, to conduct 
examinations and to handle registration requirements. Today all self
regulatory functions other than floor surveillance have been placed in 
a Member Firms Division which consists of 24 persons (15 examiners, 
3 directors and 6 clerical employees who have technical training). 
Moreover, there are 4 persons with responsibility for listing of issues 
and 4 people in the section dealing with the regIstration of salesmen. 
These 8 persons are not included in the Member Firms Division. In 
addition, 2 more persons are enga:ged in planning floor surveillance. 

Three yea<rs ago, the Division of Member Firms df the MSE had an 
annual budget of rubout $50,000 to $70,000, while presently this depart
ment has a budget of about $420,000. 

The industry is also pa.rticipating in the BASIC (Banking and 
Securities Industry Committee) efforts to expedite securities trans
fers and banks handling of deliveries for their clients. 

Mention has already been made of the very comprehensive Lybrand 
Report.33 

00 See ch. VIII, supra at DD. 176-184. 
31 See ch. III, 8upra at pp. 121-122 . 
.. Amex, .Tune 1, 1971. Report at PD. :17, 39-43. 
33 Chapter VIII, supra at DP. 191-193. 
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From all of these have come suggestions regarding computerization, 
a machine readable certificate, and the immobilization of the stock 
certificate, principally through the medium of a central depository or 
the creation of a certificateless society through the elimination of the 
certificate. All of these have been mentioned previously in this report.s

.!; 

Under Section 5 (a) (1) of the SIPC Act a self-regulatory organiza
tion must, as part of an early warning system, notify the Commission 
and SIPC whenever it is aware that a member is approaching finan
cial difficulty. ' 

CONCLUSION ON SELF REGULATION 

Self-regulation has worked, but not well enough. The events of the 
past three years have demonstrated this. Self-regulation should not 
be replaced, hut it should be improved. 

After considering the alternatives of more pervasive government 
regulation or self-regulation, Congress recognized that self-regulation 
was a desirable recourse because the sheer magnitude of the job of 
securities regulation ,precluded direct, governmental controls in ,all 
aspects.S5 Congress also recognized that self-regulatory agencies might 
act with less diligence than would the Government. Its solution was 
self-regulation supervised by the Government. 

The self-regulators do have a genuine interest in effective regula
tion. The bankruptcy of one brokerage firm directly affects the finan
cial and operational condition of other firms and the public image 
of the entire industry. It is to the advantage of everyone concerned 
that"self-regulation prevent this from happenmg. 

In this regard, the Special Study concluded in 1963 that self-regula
tion was particularly effective in the areas of financial responsibility 
and the maintenance of books and records. Indeed, the Special Study 
suggested that greater surveillance responsibility be allocated to the 
self-regulatory authorities in these areas. However, this conclusion 
was based upon conditions as they existed in the securities industry at 
that time. Genera,}}y, whatever financial or operational problems did 
arise were of an isolated nature, and the self-regulatory authorities 
were a:ble to effectively handle these problems as they occurred. 

(fhe operational and financial difficulties of the past three years how
ever, were of a scope and magnitude not encountered by the Special 
Study. The self-regulatory supervision that worked when one or only 
several broker-dealers encountered difficulties faltered when the prob
lems 'became industry-wide. It 'became apparent that more compre
hensive regulatory controls were needed-such as better reportmg, 
early warmng systems, and better settlement and clearance procedures . 

.. Chapter VIII. 
a'In diSCUSSing the alternatives at the time of adoption of the lIIaloney Act amendments 

providing for national securities associations, the Senate Report said: "The first [alterna
tive of increased government regulation] would involve a pronounced expansion of the. , . 
Securities and Exchange Commission; the multiplication of branch offices; a large Increase 
In the expenditure of public funds; an Increase in the problem of avoiding the evils of 
bureaucracy; and a minute, detailed, and rigid regulation of business conduct by law, It 
might very well mean expanding the present process of registration of brokers and dealers 
with the Commission to include the proscription not only of the dishonest, but also of those 
unwilling or unahle to conform to rigid standards of financial responsibility professional 
conduct, and technical proficiency, The second of these alternative programs which the 
committee believes distinctly preferable to the first, is , , . cooperlltlve regnllltlOn In 
which the task will be largely performed by representlltive organizations of investment 

,hankers. dealers and brokers, with the Government exercising appropriate supervision In 
the puh1ic interest, and exercising supplementary powers of direct regulation." S. Rept. No. 
145;:;, 7Qth Cong" 3d Sess. 3-4 (1938). 
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And it became clear that the existing self-regulatory apparatus was 
not geared'to meet this situation. 

However, self-regulation was not completely ineffective during this 
period. Deficiencies did become painfully apparent, but the fact is 
that the situation could well have become much worse if it were not for 
the efforts of the self-regulators. Certainly, the Commission with its 
limited resources could not have done the job alone and a major disas
ter was averted through the combined efforts of the Commission and 
the self-regulatory agencies. For example, the NYSE alone made 
available a total of $140 million to cover customers' claims.a6 

In the Commission's opinion, nothing has happened that demands 
that self-regulation be replaced by Government regulation. It is more 
true now than in 1934: that the sheer magnitude of the task of regula
tion necessitates self-regulation. It is obvious that for the Government 
to undertake complete, direct regulation of the securities markets 
would require drastic increases in money and manpower. 

On the other hand it is manifest that more effective governmental 
action is necessary, whether it be called governmental oversight or 
more governmental regulation. In this connection the Commission's 
capacity to engage in oversight activities is being strengthened 
in order for it to engage in much more vigorous exchange and N ASD 
inspection programs. The Commission is endeavoring to enhance its 
capability to review the financial reports and inspect the operations 
of broker-dealers more frequently and more intensively. As noted in 
various parts of this report at pertinent points the Commission has 
been acting on several fronts. It adopted a rule requiring broker
dealers to conduct a quarterly box count of all securities in their pos
session and to verify securities not in their possession over thirty-days 
old. It adopted a rule requiring a broker-dealer immediately to notify 
the CommIssion and any self-regulatory organization of which it is 
a member of a net capital violation and to file periodic reports with 
the Commission on any such self-regulatory organizations when itSl 
recorded net capital ratio exceeds 1200 percent or when its books and 
records are not current. It has published for comment proposals to in
crease capital requirements for entry into the business and to require 
a more conservative level of liquidity during- the first year of a new 
firm's operation. It has proposed rules requirmg the protection of cus
tomers' credit balances and securities. It is working on measures to 
establish adequate operational and financial controls respecting per
sons desiring to enter the business. And it has proposed a set of rules 
which would require broker-dealers to furnish customers with periodic 
reports on their financial and operational condition. 

A suggestion has been made for the creation of one overall self
regulatory organization.37 The notion that a single organization could 
be representative of and a spokesman for the hydraheaded securities 
community appears to present an ove~simplified solution to a very 

·.It must also be recognized that while the finanCial and operational condition of broker· 
denIers Is a major concern of the self-regulatory agencies, they have other significant respon
sibilities, The administration of trading markets and market facilities, fair dealing witJh 
customers of broker-dealers, and other measures relating to the integrity of the market
place and their members are also important areas of self-regulatory responsibility. Self
re~llatJion has made valuable contributions In these areas, 

Cary and Werner, "Thinking Ahead-Outlook for Securities Markets" Harv. Bus, Rev. 
July-Aug. 1971, p. 16. 
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complex sets of facts. ss The primary reason advanced for creating such 
a new seH-regulatory entity is that it could coordinate the activities 
of the existing seH-regulators, ameliorate differences between them 
and generally provide unified direction. However, the existing seH
regulatory bodies, with direction from the Commission, can achieve 
as much cohesion and direction as presently organized, as they could 
through the offices of a parent organizatIOn. Whatever differences 
exist between the various exchanges and between the exchanges and 
the NASD cannot be resolved any more easily by interposing a new 
entity between the Commission and the existing seH-regulatory agen
cies. In fact, the creation of any such entity might well have undesira
ble results so far as the Commission's relationship with the industry 
is concerned. It would create another layer of insulation between the 
Commission and the broker-dealer community, which would only 
make its oversight responsibilities more difficult to carry out.S9 Instead, 
it is the Commission's view that with additional funds, it will be better 
able to commence more vigorous exchange and NASD inspection pro
grams and to review the financial reports and inspect the operations of 
broker-dealers more frequently and more intensively. 

Specifically, the Commissi"on has established an Office of Chief 
Examiner in the Division of Trading and Markets to coordinate 
on a nation-wide basis the broker-dealer and investment adviser 
examination program. The duties of such office will include: de
veloping examination policies, recommending new rules and regula
tions relating to the program, training and coordinating the hiring 
of new examination personnel, coordinating multi-regional examina
tions and examinations involving the states and seH-regulatory orga
nizations, reviewing results of examinations to assure inspections are 
being effectively carried out and are consistent with policies, and 
preparing and maintaining a broker-dealer examination manual. 

The additional personnel requested by the Commission, will enable 
the Commission to examine promptly the yarious operational and 
financial reports, (X-17A-5, X-17A-IO, etc.) and to follow through 
by conducting inspections and inquiries of those firms whose reports 
suggest they are in or on the verge of financial difficulty. The addi
tional personnel will 1?ermit a prompt and full review of reports, in
cluding the reports WhICh are submitted by member firms of the NYSE. 
Under present policy, the latter are examined only when there is 
"cause" to suspect that such firms have f.nancial difficulties. 

'With respect to the Commission oversight of the seH-regulatory 
organizations, the additional manpower and other resources will be 
used to increase both the number and depth of on-site inspections. 

as Virtually every member of every exchange, apart from specialists and floor traders are 
members of the NASD. However, through the transparent umbrella of that organization are 
frngmented intercRts in the form of separ:tte. virtually autonomous committees representing 
separ:tte and Independent segments of the industry. The Industry committees of the NASD 
Include, among others: Investment Companies Committee, Foreign Securities Committee, 
Trading Committee, V:triable Contracts Committee, Oil and Gas Committee, Real Estate 
Committee and Corporation Finance Committee (re underwritlngs). The Committees nre, In 
the main, ch:tlred by :t Board memher, and the membership Is comprised of Board members 
and representatives of the particular segment of the Industry with which the Committee Is 
concerneil. 

3. At the time of the SIPA legislation consideration was given to maldng SIPC a type of 
self-regulatory organization but the idea was rejected. 
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To render self-regulation more effective, moreover, the Commis
sion's oversight capacity has to be increased; and its authority should 
be strengthened to include direct power on such matters as (1) the 
disapproval or alteration of any rule or proposed rule of a national 
securities exchange; (2) the review of the disciplinary proceedings of 
exchanges to reverse the dispositions, modify the sanctions and 
remand matters for further proceedings, and (3) the enforcement of 
the rules of the exchanges and the NASD.40 

.0 This Is the kind of authority which the Commission has sought with regard to 
exchanges as far bacl, as 1941. SEC Report on Proposals for Amendments to the Securities 
Act of 1933 and the Securities Exchange Act of 1934, House Committee Print, 75th 
Congress, 1st sess. (1941), pp. 38-39. 

71-1090-72--15 





APPENDICES 

APPENDIX A-THE OPERATIONAL CRISIS 

INTRODUCTION 

The operational crisis and the response from the securities industry and the 
regulatory community refiected on the part of the self regulatory organizations 
an initial assumption that the difficulties were merely temporary; 1 and. that, if 
the clerks could only "clear up" the backlog with a little extra effort (perhaps 
facilitated by minor revisions in the hours of trading and delivery time), the 
entire situation would be resolved once and for all.' Howeyer, 'by the spring of 
1968, there wa'S growing recognition that the systems for processing transactions, 
both industry wide and within indiddual firms, had major inadequacies at the 
level of trading which could reasonably be expected to continue; and that, with
out rather drastic measures, certain firms would be unable to survive. The basic 
reaction then was to undertake such ·minor changes as appeared necessary on an 
emergency ba:sis to permit the industry to continue to function while more 'long 
range industry wide solutions began to be studied: By the summer of 1969 
the industry had implemented many short term measures which had been con
ceived and fashioned in the earlier period.' 

Nevertheless, a number of individual firms continued to be unable to meet the 
demands placed on them at the prevailing levels of activity and in a significant 
number of cases deterioration continuerl in spite of the measures taken to turn 
the situation around. At the same time, the spring of 1969 saw the beginning 
of the bear market which resulted in a financial crisis which embraced not 
only those firms whose difficulties had lJeen recognized during the earlier period 
but also some others whose weaknesses had not yet lJecome apparent.' 

THE OPERA'fIONS CRISIS 

The operations crisis in the securities industry first reached major dimensions 
in August of 1967. Newspaper reports of that period recall the feverish efforts of 
the Wall Street community to keep up with each day's business: Stock certificates 
and related documents were piled "halfway to the ceiling" in some offices; 
clerical personnel were working overtime. six and seven days a week, with some 
firms using a second or even a third shift to process each day's transactions." 

1 In 1964. average daily volume was 4.9 million shares. In 1966. it was 7.5 million shares. 
By 1967. it was 10.1 million shares. NYSE, 1964, 1966 and 1967 Fact Books. 

2 See New York Times, Angust 13, 1967, pt. III, p. 1, col. 1; Wall Street Journal, 
August 28, 1967, p. 11. col. 3. 

a The NASD retained Arthur D. Little. Inc .• in the summer of 1968. to conduct a study 
of the causes of "fails" In the over-the-counter market and to develop recommendations for 
measuref! to reduce the incidence of fails. As noted in the body of this report. Lybrand, 
Ross Bros. and Montgomery conducted an over all study of the industry directed to ques
t10ns relative to the need for the retention of the stock certificate. The Arne" ret'tined 
Ernst & Ernst to engage in a study of management information systems for brokerage 
finns. The ~YSE and the Amex retained ~orth American Rockwell to do a "plumbing 
study"-a systems analysis of the factors which clo):: the pipes of securities transactions: 
and. with the NASD. they employed the Rand Corporation to develop a simulation model 
to assist in evaluating the impact of various proposals for revising procedures. See pp. 200-
202 of this report. 

• For example, In June. 1969, all markets were closed on Wednesdays. This practice 
continued for six straight mont,hs. For the next rear. the regula ton' community contin
ued to focus on the number of hours per day during which the markets should remain open. 
the assumption being that. If hours of trading were modified. conditions would improve 
because volume would be reduced and firms would have more time to process transactions. 

G The financial criSis is the subject of discussion in the subsections of this Report under 
the heading of "Inadequacy of Management." 

• See WaJ,1 Street Journal. August 4. 1967. p. 2, col. 3, August 7. 1967, p. 5. col. 1, 
Angust 11,1967, p. 1, col. 6. 

(219) 
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Hours of trading on the exchanges and over the counter were curtailed to give 
back offices additional time after the closing vell.7 Deliveries to customers and 
similar activities dropped seriously behind. and the number of errors in brokers' 
record~, as well as the time required ,to trace and correct these errors, exacer
bated the crisis. 

In August of 1967, Chairman Staggers of the HOllse Interstate and Foreign 
Commerce Committee wrote Keith Funston, the outgoing President of the New 
Yorl, Stock Exchange, asking him the reasons for the then heavy volume and 
the measures taken by the exchange to provide increased protection for inves
tors during the previous 6 years. In his repl~ .. )11'. Funston took the position 
that the two subjects were quite distinct. Following extended discussion of the 
high volume which he attributed hasicall~' to O\'erall growth in the size of the 
economy and the increase in the numher of puillic investors and the activities 
of institutional investors, Mr. Funston made two ohsen'ations avout the sig
nificance of the increased volume: First, that, although the exchange's planning 
and development studies made o\'er the past ten years did not indicate that 
present volume would be reached until the mid 1970's. the exchange had taken 
various steps to enable the exchange to cope with the IlJlsurge of activity "with
out any serious prohlems in the market place"; and secondly. that he did not 
envision a recurrence of the disproportionate participation by small unsophis
ticated investors against which he had cautioned in 1961. 

In describing steps taken for further investor protection. he discussed the 
major investor protection activities of the exchange by reference to each ex
change department. He noted. for example, the fidelity insurance program of 
the Department of Member Firms, the special trust fund of $25 million, and the 
spot checking of supervisory practices of all sales offices at least every third year. 
The letter did not discuss the wars the exchange was equipped to cope with 
operational or financial difficulties that may be encountered by members firms. 
except to refer to the trust fund and mention that the accountant examiners 
conduct annual surprise reviews of the back office records of specialists and 
floor traders (neither of whom do business with the public). The letter was 
sent on August 23, 1967, a time when the exchange was dOing husiness on a 
shortened workday-to allow lJllck offices a chance to catch up. as previously 
indicated. As of the beginning of 1967 there wa:,; no official estimate of the 
industry's capaCity to process and accordingly no statistics were kept to deter
mine how close to capacity the industry might he actually working. As a result. 
indications that capacity had been exceeded came in such crude and belated 
indicators as letters of complaint to the individual firms, the securities ex
changes. the Commission, and members of Congress.s 

The industry's initial response to these first indications of trouble was several 
fold: at the individual firm level "back office" employee:=; were hired in greater 
numhers, and clerical forces worked 6 and 7 day weeks, in multiple shifts, for 
an extended period.· The rate of turnover increased faster than total employ
ment during this period because of "raiding" hetween firms for experienced 
personnel.'· At the Xew York Stock Exchange an "Ad Hoc Operations Committee" 
was established, and the Exchange began to collect weekly fails statistics from 
a sample of key firms. In November of 1967, President Ralph Saul of the American 
Stock Exchange made the first of a number of speeches in which he attempted 
to outline the long range significance of the conditions that the industry was 
attempting to deal with." 

These events were not altogether unexpected. During 1966, the Commission'S 
Division of Trading and )Iarkets experienced a marked increase in the numher 
of complaints based on such matters as delays in the deliyen' of securities. de
lays in the transmittal of funds. correction of errors in statements. and the like. 
The COlllmission wrote the chief administrative partner or officer of each of the 
12 firms with the greatest numher of such complaints, asldng (1) what the 
reasons were for those prohlems, (2) what the firms were doing to imIlrove the 

7 Sep Wall Street Jourual. August 8. 1967, p. 1], col. 1, New York Times. August 8. 1967. 
p. 1. col. 5. 

o Rpe diHcusHion. 811llra. pp. 7 and 23, for discussion of letters of complaint, and statistic". 
• :-lYRE 1968 Fact Rook, p. 49. 
10 Spc conclusion section of ch. III. p. 120. 
11 AndreJ'S before the Gporgia Security Dpnlers' Af;Hocintlon. Rentpmhl'r 21. 1967: 

Remarks at the Investment Association of New York Lecture Series. October 31, 1967. 
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situation, and (3) whether there was anything the Commission could do to assist 
in this a rea." 

Three responses conveyed the impression that the situation was not serious in 
view of the unprecedented volume of the previous year (1966) and the over-all 
level of activity at the parti('ular firm. Of the five firms which indicated that the 
prohlems of delay were quite serious, three indicated that they felt that the situa
tion had improved at their firms at the time of writing (early 1967). In one case 
the firm recognized that its problems were out of line with its position in the 
industry. It made major changes in the form of auditional space, improved salary 
scales and other personnel practices, and systems modifications as the outgrowth 
of a major management study. That firm. however, indicated that the problems 
it had experienced were prohably common to all hrokers and dealers to a greater 
or lesser degree. In response to the question whether delays were occasioned be
cause customers might be expecting delivery of their securities, when the firm, 
through operation of its general policies, was retaining such Recurities in "street 
name", several hrokers indicated that such misunderstanding could arise in a few 
cases hut that they would in no event constitute a major cause of delay. 

Most of the finns responding had automated bookkeeping systems in which 
transfer and delivery instructions were ('oded on the order form. and appropriate 
transfer instruction forms automatically generated at the time of execution of 
the order. Seven firms indicated that in the absence of specific instructions it was 
their practice to hold the securities in street name for the customers; three others 
indicated that it was their policy to transfer and ship to the customers in the 
absence of instructions to the contrary; and, of these, one indicated the opposite 
policy was not economically feasible. in their view. in light of the segregation re
quirements of the NYSE. Vil'tually all of the firms mentioned the high volume of 
the previous ~'ear (1966) as a major factor in delays in delivering securities, and 
only one indicated that its own internal expansion policy had contributed to the 
exce~si\'e demands of its facilities. Tha't firm, and six of the others, either failed 
or experienced substantial financial and operational difficulties within the fol
lowing three years. 

Other factors mentioned by the brokers as contributing to problems included 
personnel (shortage of experienced labor. inadequate training programs in
ternally and industry wide, and poor working conditions) ; problems in internal 
organizations and systems (conversion to automated processing or bookkeeping 
was mentioned by se\-eral firms as a source of difficulty) ; problems with other 
brokers failing to deliver securities to the firm in question; difficulties of transfer 
(this was mentioned by almost every firm) : and inadequate communications with 
customers to obtnin and record their instructions with respect to securities 
transactions in a timely and accurate fashion. Most of the firms volunteered 
no specific snggestions with respect to the problems they had indicated. Several 
mentioned the need for every firm to develop its own solutions in the light of 
its particular situation and one (which has since failed) indicated that the Com
mission should avoid any hard and fast rules in this area "which might cause 
legitimate customers grievances on the 'seller's side of the market to match those 
of the buyer's side." 

Suggestions that the Commission could be of assistance came from three 
brokers, including the following items: 

1. Advise every corporation with securities registered under the Exchange 
Act that it has the responsibility to provide for the rapid transfer of its 
securities. 

2. Support the idea embodied in the Central Certificate Service." 
3. Assume leadership in the area of pro\'iding for the development of different 

means of transferring securities and different forms of stock certificates. 
4. On the subject of facilitation of transfers, solicit the SUI)port of the Stock 

Transfer As!';ociation. the Corporate Transfer Agents ASSOCiation, the Cashiers 
Division of the Association of Stock Exchange Firms, the American SOCiety of 
Corporate Secretaries, the national securities exchanges and the banks. 

'" On Januarv 31. 1967, the CommlsRlon wrotp Shear"on. Hammill. )Ierrill Lynch. F. 1. 
(lnPont. Glore Forg-an. Bache, Dempsey·Teg-pler. Goodbody. Hayden. Stone. Reynolds .~ Co .. 
\\'al"ton & Co .. Wels. VOisin. Cannon and Thompson &. )!cKinnon AlI but Weis. VoiRin. 
Connon anrl Demp"ey-Tegeler replied to our letter at that time, although the latter firms 
dl(1 pventually reRpond. 

,. This refers to the Central Certificate Sen'ice of the NYSFJ described, supra, at pp. 
187-190. 
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5. Support efforts to obtain uniform securities transfer acts and terminology. 
Despite the legislatively dictated self-regulatory nature of the securities in

dustry and the assertion that individual securities firms should make their own 
business decisions with respect to coping with the operations crisis, both of 
which points were stressed in the aforementioned letters, the Commission was 
not inactive during this period. Efforts were made by the Commission to express 
its concern to the self-regulatory authorities and many steps were taken directly, 
such as public releases and administrative proceedings, to attempt to correct 
the situation. 

In August, 1967, the exchanges and the NASD shortened the trading day for a 
brief period," and in January 1968, they reinstated the short day by closing the 
markets at two o'clock.'· Apparently, there was still a feeling that if a few hours 
of hard work were put in and perhaps one or two free days to make old deliveries, 
the whole matter could be cleared up and everyone could get back to normal busi
ness·'o There were two legal holidays in February and there would be one "free 
day" when the time period for settling transactions was extended from four 
days to fi,-e days with the consent of the Federal Reserve System.l7 It was 
anticipated that volume could ,be curtailed and clerical time freed up to bring 
the entire situation under control during those "free days." ,. 

Apparently, the decision to curtail trading hours like most in the operational 
sphere over the next several years was generated by the securities industry Ad 
Hoc Operations Committee, consisting of key staff members of the New York and 
American Stock Exchanges and other industry representatives. When the Ad 
Hoc Committee was estaulished in August of 1967, the industry began collecting 
fails statistics from a representative sample of exchange member firms.'· Accord
ing to the fails statistics received for the sample, fails increased in early January, 
1968 to a high of fails to deliver of 1,341,133 and fails to receive of 1,588,451. 
It was apparently this development which triggered the decision to shorten 
trading hours again. 

Shortened hours of trading prevailed for about 6 weeks, until March 10, 1968. 
Fails for the 74 firms changed during that period from: 

Fails to deliver Fails to receive 

1.450.090 
867,332 

1.726.754 
1.103.221 

In that same period, the average daily trading volume in shares of companies 
listed on the New York Stock Exchange declined from 11,947,000 to 9,178,000. 
It is accordingly possible that the prime motivation for resuming normal hours 
was the feeling that matters 'had' been brought under control as hoped. 

'Vhen the exchanges shortened hours the second time in late .Tanuary of 1968, 
the Commission wrote 20 asking what other steps were being talwn to deal \vith 
the worsening backlog." President Haack's reply of February 7, 1968 enumerates 
the Exchanges' view of the problems and the steps 'which have been taken and 
were being contemplated to relieve the situation a's of that time. The letter is 
informative and pertinent enough to he reproduced in full at this point. 

"Wall Street Journal. August 18.1967. p. 5. co\. 2. 
'5 Wall Street Journal, January 20, 1968. 
,. Wall Street Journnl, August 28, 1967, p. 11, col. 3; New York Times, August 13, 1967, 

Sec. III, p. 1, col. 1. 
17 NYSE l\Ipmher Firm Circular, February 2, 1968. 
,. Memher Firm Clrculnr., Jan. 22, 196R (Lincoln's Birthday), Feb. 16, 1968 (Wash

ington's Birthday) ; Special Membership Bulletin, March 8, 1968. 
,. Initially the sample was 79 firms; the number has subsequently been reduced to 63 

by reason of merger and dissolution of component firms. 
'" Letters of similar import wpre sent to the \\,YRE. Amex. "nil the "ASD. 
21 Letter dated January 31, 1968, from Chairman Cohen to Robert Haack. 
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Hon. MANUEL F. COHEN, 

NEW YORK STOCK EXCHANGE, 
New York, N.Y., February 7, 1968. 

Chairman, Securities and Exchange Commission, Washington, D.C. 
DEAR MR. COHEN: As you know, the va·rious Exchanges and their Clearing 

Corporations are processing volume with little 'or no difficulty. The industry 
problems are primarily reflected in the office operations 'of securities firms and 
in bank transfer operations. In answer to your inquiry, we define the office 
operations problems as: fourfold. 

1. A severe shortage of competent and trained personnel in the industry. The 
Association of Stock Exchange Firms is broadly 'addressing this problem. In 
addition, several firms have inaugurated office operations training programs, and 
others are instituting such programs. 

2 . .some seven items have been identified as "Street" problems of cumbersome 
methods relating to techniques or controls in dealing with banks. These prob
lems were defined as result of the Presidents Steering Committee established 
to collect the security industry problems relating to activities with the banks. 
The banks have augmented this list with problems relating to the securities 
industry. 

The securities industry committee is composed of the Kew York Stock Ex
change, the American Stock Exchange, the Association of Stock Exchange Fil'ms, 
and National Association of Securities Dealers. Industry sub-committees com
prising operations management from securities firms and a staff member from 
each exchange have been established to research and resolve each problem. The 
clearing house banks are in the process of assigning personnel to each sub
committee. The defined inter-industry problems and various sub-committee assign
ments of the securities industry are attached. 

3. In some instances, firms have an urgent need for automation or an increased 
level of automation in the area of office 'operations. Firms 'are addressing them
selves to this problem through use of their own computers or availing themselves 
of the several service bureaus offering such accounting packages. 

4. The most complex problem relates to the workload of the physical handling 
of ,securities, transfers, and control of ·'fails". The remainder of our comments 
relate to action the Exchange has taken to date in attempting to relieve opera
tions pressures, recommendations under consideration concerning "fails", and 
suggestions for intermediate and long term solutions pertaining to the physical 
handling of securities. 

!The New York Stock Exchange has: 
1. Again and for an indefinite period resumed early closing at 2 :00 P.M. 
2. Through the Stock Clearing Corporations, changed the last security drop 

to 11:00 A.M. from Noon in order to provide cashiers with more time for balanc
ing routines during the remainder of the day. 

3. Continued to require member organizations to staff offices until 7:00 P.M. 
week days. 

4. Modified the Exchange rule for "buy-ins" to permit "regula,r way" 
transactions. 

5. 'Suspended trading for Monday, February 12, but required the offices of 
member firms to be staffed as well as providing floor coverage for trade 
resolvement. 

6. Advocated five day ,settlement to the Federal Reserve, the effect of which 
enables more Ume for delivery results in always providing a weekend for every 
normal delivery date, and initially provides a day free of clearance on Febru
ary 16, enabling firms to work on back logs that day. 

The above actions have been the result of recommendations of an Ad Hoc 
Committee of the Board of Governors of the Exchange. Represented also at all 
meetings with this committee are Members of the Board and/or Officers of the 
American Stock Exchange, the Association of Stock Exchange l<'irms. and the 
National Association of Securities Dealers. Furthermore, this committee and 
industry representatives has: 

1. Endorsed a suggestion of the American Stock Exchange to test a "fail 
clearance" system which should be available in about ten weeks, when required 
computer programming changes to the normal clearance system are completed. 

(a) Under this concept, old "fails" would ,be submitted by firms, compared 
for clearance, paired off, money differences only settled, and intermediate deliv-
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eries thus eliminated. The plan eliminates work in the operations area of firms 
in addition to eliminating "fails." 

(b) Xew York Stock Exchange's Clearing Corporation is cooperating in this 
development for subsequent use also, and it is hoped this practice may be 
adaptable to the National Over-the-Counter Clearing operation that is serviced 
by the American Stock Exchange. 

(c) Hopefully, the statistics resulting from such a test will indicate elimina
tion, by pair off 'of fails, to such an extent as to lead to the establishment of a 
clearing system whereby fails are a permanent record of the system as such 
new trades would be automatically paired off against any outstanding old fails 
on a daily and continuing basis, with only money differences settled. Again, a 
vast amount of office operations work would ·be eliminated. As enviSioned, such 
a plan would apply to the clearing systems of both exchanges and possibl~' the 
over-the-counter clearing activity. A year might he required to accomplish this: 
in the meantime, "fail clearance" would be used when practical. 

2. As a more immediate solution to "fails" and, in our opinion, as a practical 
long term necessity, three possible plans concerning new rules are to be sub
mitted to the Ad Hoc Committee on February 14, for their deliberation and 
selection of one plan. 

(a) In summary, the rule plans are: 
1. A delivery rule governing sold securities of customers or market makers. 
2. Mandatory Buy Ins. 
3. Submission monthly to Self Regulatory Agencies in total of categories of 

aged fails over 30 days and a penalty upon the monetary value thereof. 
(b) In our opinion, the adoption of a rule aimed at policing "fails" must he 

industry-wide. Studies of the mix of the "fail" situation indicate that listed and 
over-the-counter issues are inextricably interwoven and must be carefully con
sidered in any resolution of the problem. In fact, the over-the-counter area gives 
every indication of bearing a disproportionately high "fail" content and trade 
comparison problem in relation to trading volume. 

3. We have suggested to the National Association of Securities Dealers that 
they, in conjunction with the American Stock Exchange. provide more direct and 
active support to the Natianal Over-the-Counter Clearing Corporation, in terms 
of more effective administration, marketing of membership participation. and 
resolution of procedural problems concerning contract comparison and clearing. 
Their action should be oriented to relief of the "Streets" workload through more 
membership partiCipation, gearing the clearing system as much as possible to 
listed techniques in order to take advantage of proposed "fail clearance" tech
niques, and the possibilities of new clearance systems, toward eventual participa
tion in the Central Certificate Service. and toward the ultimate establishment of 
Regional OTC Clearing Agencies operated under the auspices of Regional Ex
changes but tied into the New York based National OTC Clearing and Computer 
complex. 

In regards to the Central Certificate Service, a major policy and procedural 
problem has existed with respect to the banks accepting a pledge form and 
bookkeeping entry concerning collateral loans. These items have complete legal 
status, but from the viewpoint of several banks do not provide practical indemnifi
cation covering potential errors and omissions. The computer programs for 
Central Certificate Service ha.-e heen tested and are operative. Several full days 
of volume have been tested throug-h the entire cl!'rical and computer system. 
Some peaking problems of clerical input indicate that full volume is not processed 
until an hour or so after the required deadline that is necessary in conjunction 
with clearing operations. Day to day operating experience will resolve part of 
this problem. and changes in input technique that are under consideration should 
rectify the balance. 

In summary. urgent priority has been placed upon resolution of the remaining 
Central Certificate Service problems. In two to three months. we expect the 
limited activation phase consisting of more bulk deposits. withdrawals. transfers. 
dividends. etc .. and firm indoctrination to commence. This limited activotion 
phase is expected to require three months; after which. the full operation is 
scheduled. 

In conclusion. the extent of our short and intermediate rang'e pions and 
suggestions are outlined as you requested. Longer term, we exnect the Industry
Bank Steering Committee to work toward the eventual elimination of the 
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certificates, if such a concept is possible. Suggestions '01' recommendations of the 
Commission, its staff, or those offered bY.others will' be welcomed. 

Sincerely yours, 
ROBERT W. HAACK. 

REVISED SCHEDULE OF POSsmLE ASSIGNMENT OF LISTED ITEMS 

t. RECLAMATION AND "DK" PROBLEMS 

A Committee of Banks and Brokers. co-chaired by Bill Rowan. Assistant Vice 
President of Chemical Bank. and Irwin Menchel of Reynolds & Co., is preparing 
a uniform SCC reclamation form which would Ibe required use by Clearing Mem
bers. The Cashiers' Division has approved the form and SCC hopes to begin its 
use on February 5. 

Il. DELIVERY PROBLEMS 

A. Early drops and early pick-ups by Clearing Members and Banks. 
B. Earlier time for "over the window" deliveries. 
C. Open bank safe deposit facilities so that Member Organizations can have 

early enough access to permit them to participate in "early drop" (before 
8 : 30 A.M.) program. 

D. Arrange to have ALL deliveries to various bank departments accepted 
through SCC rather than reject some portion for delivery "over the 
window" at the bank. 

Ill. COLLATERAL PROBLEMS 

A. Inform out-of-town banks and institutional accounts about need for prompt 
transmission of delivery instructions to help reduce the "DK" and recla
mation problems. 

B. Adopt procedures to permit banks' and brokers' acceptance of partial 
deliveries. 

C. Arrange to permit earlier access to and availUibility of securities held as 
collateral in Brokers IJoan Department. 

D. Improve brokers' record keeping of secnrities backing up day loans. 

IV. TRANSFER PROBLEMS 

A. Uniformity and simplification of paperwork in connection with effecting. 
transfers of securities. 

B. Transfer Identity Control-Xeed for identification and control schemes on 
stock going to and returning from banks. 

C. Extend time for transfer from 48 to 72 bours. 

V. CREDIT PROBLEMS 

A. Credit availability in times of stress. Broker call loan arrangements. 
Establishing lines of credit. Balance requirements. 

B. Emergency bank loans to securitie~ dealers during non-banking hours. 
C. Clarification of status of Wall Street Divisions within banks. 
D. Reciprocal arrangements. 
E1 Attempt to standarrlize the type of funds. e.g .. federal or clearing house, 

used by brokers to purchase short term investments. 

vt. CUSIP 

A. Acceleration of development of CUSIP. 
B. Use of magnetic ink identification numbers on stock certificates. 

VII. GENERAL-UNASSIGNED TO PROPOSED AD HOC SUB-COMMITTEES 

A. Central Certificate Service 
(a) Collateral Loans. 
(b) Deliveries of listed stock via bookkeeping entries between Banks' and 

Clearing Members' accounts. 
B. Training school for operations personnel. Interest of banks. 



C. Promote greater use of large denomination stock certificates. 
D. Uniformity in credit checking procedure for brokerage firms. 
E. Develop a long-range program to implement transfer by bookkeeping entry; 

e.g., customer education, legislative changes. Purpose would be to explore 
steps to be taken after CCS. 

F. Improve handling of bonds, e.g., use larger denomination of registered bonds, 
inaugurate a "curb exchange" for registered bonds and a separate clearing 
operation for municipal bond trades. 

G. Obtain brokers' cooperation re, errors in brokers' forms, late receipt thereof, 
failure to check and sometimes to honor due bills and the disparity of 
brokers' cut-{)ff hours. 

LIST OF SECURITIES INDUSTRY REPRESENTATIVES To SERVE WITH BANK 
REPRESENTATIVES IN THE INDICATED AREAS 

DELIVERY PROBLEMS 

James J. BarbL ____________________________________ _ 
Albert Coffey ______________________________________ _ 
James B. Hannan ___________________________________ _ 
Carming Saccardi ___________________________________ _ 
Gustave Steenstra __________________________________ _ 
Paul Corey _________________________________________ _ 

COLLATERAL PROBLEMS 

Simon Gold ________________________________________ _ 
John Farley ________________________________________ _ 
'Tlncent ~Iurphy ____________________________________ _ 
Frank Zarb ________________________________________ _ 

TRANSFER PROBLEMS 

Thomas P. Lynch ___________________________________ _ 
William Carey ______________________________________ _ 
Martin Torosian ____________________________________ _ 

CREDIT PROBLEMS 

Allan Gulliver ______________________________________ _ 
Milton J. Clark ____________________________________ _ 
James 1\1. Hutton, IIIL ____________________________ _ 
James 1\1. King, Jr __________________________________ _ 
Clifford l\fil'heL ____________________________________ _ 

CUSIP 

Junius Peake ___________________________ ~ ___________ _ 
Arthur Saber _______________________________________ _ 
Neil See ____________________________________________ _ 

THE COMMISSION'S ACTIVITIES 

W. E. Hutton. 
F. 1. duPont. 
Loeb Rhoades. 
Merrill Lynch. 
Dean Witter. 
First Manhattan and 

Pres. Cashiers 
Division. 

Asiel & Co. 
Vilas & Hickey. 
Salomon Bros. 
Goodbody & Co. 

E. F. Hutton. 
Bache & Co. 
Shearson, Hammill. 

Merrill Lynch. 
Dean Witter. 
W. E. Hutton. 
F. I. duPont. 
Loeb, Rhoades. 

Shields. 
Edwards & Hanly. 
Merrill Lynch. 

As to the Commission's activities on the subject of the "hack office" snarl, 
reference has already been made to its 1967 correspondence with the twelve firms 
concerning which the Commission had been receiving the greatest number of 
complaints respecting late deliveries and payments to customers!' The Commis
sion's other activities in the period were so numerous that the most feasible way 
to present an undistorted picture is to provide the thumbnail chronology which 
follows: 

October 8, 196'l'.-The Commission amended (Release No. 34-8172) Rule 17a-5 
and Form X-17A-5, effective November 30, 1967, to require, among other things, 

~'Supra P. 221. These firms were: l\ILPF&S; Walston & Co : Wel_. Vol_in Cannon. Inc. : 
Demp"ey-Tegeler & Co .. Inc.; Shearson. Hnmmill & Co.; Bache & Co.; Hayden, Stone & 
Co.; Francis L. duPont & Co.; Glo're. Forgan, W\lliam R. Staats, Inc.; Reynolds & Co.; 
Thompson & McKinnon; and Goodbody & Co. 
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market valuations of securities positions; identifications of securities which 
are not readily marketable; disclosure of fails outstanding for 30 days; separate 
reporting of customers' fully paid securities which are not segregated; separate 
reporting of borrowings and accounts sulJject to satisfactory subordination agree
ments; comments of the independent public accountant on material inadequacies 
in the broker-dealer's accounting systems, internal controls and safekeeping pro
cedures; confirmation by the independent public accountant on a test basis of 
customers' accounts without balances, securities positions or commitments, and 
accounts closed since the last preceding audit; verification by the independent 
public accountant of the computation of the ratio of aggregate indebtedness to 
net capital at the audit date; and review by the accountant of procedures used 
in making the periodic net capital computation required by Rule 17a-3(a) (11). 

January 81, 1968.-Chairman Cohen wrote letters to the NYSE and Amex and 
the NASD, requesting a description of the measures being taken by the organiza
tions to handle accounting, record-keeping and back-office problems to assure 
prompt transfer and delivery of securities. See Exhibit 3, for Cohen letter and 
responses. 

February 9, 1965.-The Commission permitted to become effective new 5-day 
settlement rules. This was to give the firms an extra day to transfer stock 
certificates. 

March 1968.-The staff actively consulted with staffs of self-regulatory agencies 
concerning back-office problems. 

April 5, 1968.-The Commission approved a NYSE rule to obtain monthly fails 
reporting by members. 

May 22, 1968.-The Commission instituted its own operations and back-office 
inquiry. The purpose of instituting this program was two-fold: (1) to obtain 
necessary information concerning operation and financial conditioning of all 
major broker-dealer firms; (2) to physically visit and inspect premises of major 
firms to see conditions first-hand and to alert the brokerage community of the 
Commission's intense interest in the problem. 

June 12, 1968.-Commission instituted pubHc pr<oceed1ngs aga1inst L. D. 
Sherm'an & Co. based upon the firm's back-office problems. In order to dOtain 
speedy action the Commttss'ion made use of ~ts suspension powers and included 
in the proceeding ,the issue as <to whether the firm's registration should be sus
pended pending resolution of 'tJhe firm's back~office prolJlems. The Commission 
decided at this time that it would make use of its suspension powers to deal 
with the back-office cases which it anticipated it was to face in the future. 

June 17, 1968.-Commission release No. 8335 announced a meeting of the Com
mission and the presidents of the exchanges and the NASD to discuss the back
office and deHvery back-logs and cautioning all broker-dealers of their responSli
bili:ties relat!!d .to the ma'inten'ance of current books and reooros. fin'ancial respon
sihility and the prompt delivery of securities and sei;t1ement of tr'ansaot!ions. 
At this mee'tJing the seli reguloatory agencies were asked to conSider adopt;ion of 
the following measures : 

1. Esbabliishment of a specific period of time within which broker-dealers must 
accomp'l1sh deliveries of funds 'and securiities to customers, 

2. establishment of an 'allProprrate "hair-cut" for aged fails to deiiver (i.e. 
faljJs over 30 days old). 

3. periodic confirm'ation of .aged :f)a:ils (it was suggested thrut this would help 
to resolve the so-caUed DK's (don't knows) that were increasi:ng at a ra'[)id 
rrute) . 

4. ·the making of beUter use of exrsting clearance faciliities to help clear over
the-counter transacitions. 

5. esitJablishmen't of sbandards for transfer 'agents to insure that they have the 
ca'Pacity to handle the fundbions which they perform. 

6. adoIYtion of manda,!Jory "buy-in" 'Procedures and under centJain cireumSitances 
requil'ing delivery of securitJies at the time of the transaction, 

7. establishmenit of broker-deaier requirements by .the various exchanges and 
tho N ASD which would specifically rel'a'te to the :f)olloW'ing: 

(a) accounting and bookeeping systems, 
(b) number of back office personnel that are necessary to service the broker

age firm. and 
(0) back-office supervisory personnel. 
June 20, 1965.-The Oommission published a summary of the aforementioned 

meeting (Rel~ase No. 8341). indicating that industry lelauel's agreed th\ilt the 
fundamental problem lay in the system of processing certJi:ficaltes through the 
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many steps involved in settlement and completion of trades and that the inter
ested parties are not only broker-dealers but institutions, banks and transfer 
agents. 

June 26, 1965.-The Commission insbituted an injunctive proceeding against 
Allied Securities Oompany; and private admin[strative proceedings against 
Kroeze, :UcLarty & Buddleson (Oommission accepted settlement on December 4, 
1968.) 

June 27, 1965.-The Oommission inslJi:tuted priV'a,te broker-dealer proceedings 
against Ferris & Co. ()Iember NYSE). Between June and July 1968 staff held 
numerous discussions with staff of NYSE, Amex and NASD to determine 
actions to be taken to alleyia:te fails and IJack-office prohlems. During course of 
these discussions we insisted the KASD establish illspecltion progI"am similar to 
ours and take action against members not complying with all applicable require
ments. NASD did adopt program that we recommended and we coordinated our 
enforcement programs. 

June 2S, 1965.-The Oommission adopted Rule 17a-10, which requires broker
dealers to rep()l"/; income and e)Cpenses. 

July 5, 1965-Commission instituted private administrative proceedings against 
Estabrook & Co., Inc. (member NYSE). 

July 9, 1965-Commission instituted private administrative proceedings against 
Schwabacher & Co., Inc. (member NYSE). 

July 16, 1965-Commission instituted private proceedings against B. J. Secu
rities, Inc. 

July 16, 1965-The Commission and staff summoned and met with its key 
broker-dealer personnel from each of its regional offices in order to fully explore 
back-office situation and implementation of inspection program. 

Jul1l 19, 1965-Conferences held with representatives of NYSE and Amex for 
purpose of again expressing Commission concern over back-office problems. 
Among matters discussed was proposal to curtail member firms OTC business 
and mandatory buy-in rules. 

Jttly 28, 1965-Pursuant to Commission urging for NASD to develop OTC 
clearance facilities, NASD retained services of Arthur D. Little to make study 
of situation. 

July 24, 1965-Commission summoned Chairman of Board of NASD in order 
to discuss ways and means for NASD to assist in alleviating back-office problems 
of its members. At this time the Commission suggested that the NASD adopt a 
rule to prohibit members from effecting transactions without having customers 
securities in hand (this rule was later adopted by NASD). 

Jul1l 29. 19GB-Commission issued release No. 8363 warning brokers that they 
were required under law to be able to consummate securities transactions 
promptly. This was a reiteration of statement made by Commission in release 
No. 6778 on April 16, 1968. 

July .'11, 1965-Letter from Chairman Cohen to Messrs. Haack, Saul, and 
Walbert suggesting measures that could be adopted to reduce volume and 
minimize fails. These included the following: 

1. Prohibiting for an indefinite period, all promotion and other advertising 
(whether in newspapers or on radio or television) deSigned to induce customers 
to engage in securities transactions. 

2. Prohibiting the opening of any new offices or the employment of any new 
salesman (some arrangement might be made to permit the replacement of 
salesmen who leave.) 

3. Limiting other promotional and sales activities, including publication and 
distribution of written materials, such as market letters. 

4. Prohibiting trading for firm accounts, and accounts of partners and other 
associated persons (including accounts in which such persons may have an in
terest, e.g., "hedge funds"). This restriction would not apply to bona fide market 
making transactions with other dealers nor to the liquidation of existing long 
positions and purchases necessary to cover existing short positions. 

August 1, 1968.-Mandatory buy-in rules were imposed by NYSE and Amex, 
These rules originated with tbe Commission and its staff. 

August 2, 1965-Commission instituted public proceedings against Pickard & 
Co. (member NYSE) Release No. 8373. 

Augttst 5, 1965-Commission instituted private broker-dealer proceedings 
against the following: Lehman Bros. (member NYSE) : Auchincloss. Parker & 
Redpath (member NYSE) ; D. H. Blair & Co. (member NYRE) ; J. R. Timmons & 
Co. (member NYSE) ; and Kelley & Morey (member NYSE). 



August 7, 1968-NASD announced that it was continuing a special examination 
of its members. ~'his was specifically at staff's urging and insistence. During 1967 
and 1968 full support and assistance was given to CUSIP which was endorsed by 
the Board of Governors. 

August 17, 1968-After lengthy discussions with members of the Securities 
Traders Association prepared and submitted to the NASD a proposed uniform 
comparison form to be used by members in comparing broker-dealer trades. 

August 27, 1968-Staff forwarded to NASD a draft of a proposed rule to be 
adopted by the NASD under which members would be prohibited from trading in 
securities where they had a fail in the security of over 45 days. The NASD later 
adopted this rule in modified form-substituting instead of 45 days the period 
between 60-120 days depending upon various circumstances. 

August 29, 1968-Commission instituted private administrative proceedings 
against Winston & Co. (member NYSE). 

September 5, 1968-Commission authorized injunctive action against Dalen 
Investments & Funds, Inc. 

September 11, 1968-The Commission, the Virginia, Pennsylvania, :i\Iaryland 
Securities Commissions, the NASD, the PBW Stock Exchange, and the District of 
Columbia Public Service Commission, issued a joint release (No. 8404) focus
ing attention on broker-dealers to establish a more effective supervisory system 
in order to meet the back-office problems. Various supervisory requirements were 
specified in the release. 

September 13, 1968-Commission issued Release No. 8405 proposing amend
ment to Rule 15c3-1 to provide for a haircut on fails to deliver of over 60 days 
(Commission adopted the amendment January 30, 1969 (Release No. 8508)). 
Similar rules were adopted by the major exchanges at our insistence. 

September 17, 1968-Back-office people discussed at joint meeting with SEC 
and State Administrators of the Mid-Atlantic States. 

September 25, 1968-The Commission announced a proposal to adopt Rule 
10b-14 (Release No. 8413). The proposal was designed to require that issuers pro
vide adequate transfer facilities for their securities. The release announcing this 
proposal stated that the inability of purchasers of securities to obtain prompt 
delivery of certificates not only interferes with the maintenance of fair and 
orderly market, but also impedes the Commission in fulfilling its regulatory func
tions in the maintenance of markets which are free of fraud and manipulation. 

September 27, 1968-NYSE announced to its members that it was approaching 
time to resume 5 day trading. At Commission insistence the resumption was 
delayed until January, 1969 at which time instead of full trading it was resumed 
on shortened hours. 

September 30, 1968.-Commission instituted private proceedings against Sutro 
& Co. (member NYSE). 

October 3, 1968.-Commission instituted proceedings against A. L. Stamm 
(mem'ber NYSE). 

October 10, J968.-NASD announced its intention to adopt its 60-120 day 
nontrading rule. to become effective December 2, 1968: this rule was adopted 
at insistence of the Commission and drafted by its staff. 

October 28, 1968.-Commission instituted private proceedings against Flem
ing .Tones. 

October 30, 196R.-The Commission devoted a full day at its regional office 
conference to the discussion of back-office problems. 

November 4, 1968.-Commission met again with the presidents of exchanges 
and NASD, in view of the serious nature of the problem and the fact that 
prompt and effective measures for its control have not been taken by these agen
cies. At Oommission direction a letter stressing the need for immediate action 
wals sent. 

November 5, J968.-Commission instituted private proceedings against Trans
mittal 'Securities Corporation. 

November 19, 1968.-Staff meeting with staff of NYSE to discuss back-office 
problems in order to better coordinate our respective efforts and for obtaining 
better regulation of the problems. 

December 9, 1968.-Commission requested additional information from NYSE 
so we could evaluate the 5-day trading rules. 

December 10, J968.~Commi:ssioner Owens in a speech ,before the Conn. In
vestment Bankers Association discussed the 'back-office problems 'and emphasized 
the importance for broker-dealers to meet the problems. 
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December 11, 1968.-Commission instituted private broker-dealer proceedings 
'aga~nst J. P. Rahilly. 

December 11, 1968.-S'taff wrote a letter to Robert Armstrong of ABA calling 
for speedy design of a undform comparison form. 

December lS, 1968.---Chairman Cohen in a speech 'before the Women's Bond 
Club (New York) under:scored the scope of back-office problems anll pointed 
out that these conditions imposed a real risk to the investing public. 

Decembm' 17, 1968.-The Commission approved Amex proposal to provide 
special trust fund for customers. The Amex establishment of the trust fund 
was at our insistence. 

Deoember 26, 1968.-Commission met with presidents of Amex, NYSE and 
NASD in order to discuss stUitus ·of fails and ability of industry to resume 5-day 
tmding. 

December 27, 1968.-Chairman Cohen wrote to presidents of Amex and NASD 
reques'ting th'att they defer return to 5-day !trading. 

January S, 1969.-Sraff met with NASD and Arthur D. Untle in order to ob
tain .repor't as to status of project to eStab1ish OTC cle'aran'ce facilities. 

January 8, 1969.-Le~ter from Ch'airman Oohen to Ralph Saul, President of 
Amex, requesting information concerning any suggestions he might have for 
al'levi'ating 'the problems I/lntl asking that we promlJltly be adV'ised of all in
forma'tion that will asSi'gj; us 'in evaluating resump'tion of 5-day trading. 

JanUaT/1 8, 1969.-S'~aff visited Pacific Ooast Stock Exchange to examine clear· 
ance f1aci\'iltJies fOT purpose of determining possib1e use of them in clearing OTC 
transaoUons. 

January 8, 1969.-The Commission met in Washington with the President of 
Midwest Stock Exchange in order to discuss ways MSE might assist in clear
ing OTC, transactions. 

January 15, 1969.-Lebter from staff to NYSE statJing th3't we would sllpp1y 
Exchange with all inform'a'tion we ol)t'ain in course Qf our back-office inquiry 
and stating :vhat we would con1vinue with 'all our l)rogram's so long as problems 
exist. This Was in reSponse to an early Arning letter suggesting that we try 
to av<did dUplic'ation 'by, among obher things. perll1'i~ing Exchange to resume su
pervi'si'on of its members, w'hieh we declined to do. 

January 15, 1969.-NA'SD announced adoption of rule requiring that all trans
actlions be consummated prior to 150 days. TWs 'announced 'acltion is a proposal 
as a result of one on which the staff worked very cldsely wi'th the NASD al d 
which was Ia'doptetl by it in Heu of our request th'at it adop't a man'datory buy n 
rule. 

January 22, l,969,-Conference in Washington with Thomas P. Phelan, Presi
dent of Padific Ooast Srock Exch'ange ·in order to determine what POSE could 
do !to assist in clearing OTC trtllls'actions. Phelan adVised he was going 'to confer 
with Ra1Jph S'aul on Jllnu'ary 24, 1969 on same problem. 

Jan1tary 28, 1969.-Staff conferred with Michael E. Tobin (MSE) in Chicago to 
determine what use could be made of facilities to clear OTC transactions at which 
time staff '8uggestetl meetJing in W.ashington "'ith a'1I majQr Exchanges an(l NAsr 
to coordinate actlivi'ties designed to esftJahlish OTC clearance f1acili't'ies. 

Januar11 30, 1969.-Commission adopted amendment of Uule lnc3-1 to provide 
a haircut for aged fails to become effective on March 6, 1969 (Release No. 
8508). 

February 1, 1969.-Conference with preSidents of NASD and Amex in order 
to explore various ways of alleviating and improving back-office conditions. 

February 28, 196,Q.-Commission met with representatives of self regulatory 
organizations to discuss OTC clearing procedures (reported in Release No. 
8543). 

March 4, 1969.-Commission met with officials of NASD and the Investment 
Bankers Association (lEA) to discuss back office problems and the relationship 
of new issues to those problems. 

March 11, 1969.-Commission meeting with staff and regional administrators 
on bacl, office problems. 

March 14, 1969.-Commission meeting with Amex Oil back office problems and 
stUdies by Ernst and Ernst, North American Rockwell and Rand Corporation. 

April 7, 1969.-Commission approved extension of NASD .Emergency Rule 69-2, 
which prevents purchase of a security in which a member has a 120 day fall to 
deliver or a 60 day fail and disproportionate volume of falls over 30 days, 
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April 14. 1969.-Commission approved extensions of NASD Emergency Rule 
69-1, which permits liquidation of fails in certain circumstances. 

April 17, 1969.-Commission approved extension of NASD Emergency Rule 
69-4, which requires members to liquidate fails over 90 days old (the period was 
lowered from 120 days). 

April 24, 1969.-Commission approved extension of NASD Emergency Rule 
68-1, which authorizes the president of the NASD, with consent of the Board of 
Governors, to order early closings. 

May 12, 1969.-Meeting of Commission with NYSE and Amex re: progress on 
Ernst and Ernst Study, North American Rockwell report and the Rand Corp. 
report. 

May 12, 1969.-Commission approved amendments to NASD By-laws and Emer
gency Rules dealing with 'back office problems. 

May 21, 1969.-Commission discussed with Division of Corporate Regulation 
the back office problems of mutual funds. 

May 23, 1969.-0ommission strongly endorsed proposed federal legislation 
which would make fingerprint information available to exchanges. 

June 23, 1969.-Commission meeting with NYSE, Amex and NASD regarding 
extension of trading hours. 

June 26, 1969.-Commission approved extension of hours of trading, based on 
assurances that back office problem would be kept under control and that 
customers services would be improved. 

JuZy 23, 1969.-Meeting \vith Amex and North American Rockwell representa
tives regarding progress of Rockwell report. 

A1tgUSt 4, 1969.-Proposed Rule 15c2-10 (Release No. 8661) to provide regu
latory framework for automated trading infurmation systems . 

.. ll/,gust 2"1, 1969.-Comm.ission delayed Exchange proposal to extend trading 
hours for 30 days to study impact of prior extension of trading hours. 

Augl/st 28, 1969.-Commission permitted NYSE to announce that hours of 
trading would be extended to September 29, 1969. 

SeptC1nber 9, 1.969.-Commission meeting with Amex on North American Rock
well report; Amex reported improvement in its surveillance systems. 

September 17, 1969.-Commission approved letter to NYSE, Amex and NASD 
asking what progress had been made in clearing up the back office problem. 

September 24, 1969.-Commission approved further extension of hours of 
trading after receiving assurances that fails would not increase and that mem
bers' financial and operational conditions were improved and that the self 
regulatory organ'izations woll!ld take certain steps to restrict trading in the 
eVC1)t yolwne exceeded certain levels. 

NovmnbC1' 3, 1969.-Meeting with Amex on Ernst & Ernst report. 
December 11, 1969.-Meeting with staff, NYRO and NYSE, regarding fails, 

complaints and finruncial status of member firms. 
December 16, 1969.-Commission meeting with Amex on operational problems, 

financial condition of member firms and North American Rockwell study. 
January 15, 19"10.-Commission approved <Ii letter to :\lYSE' asking for full and 

complete information rega'rding member firms in financial difficulty. 
Jall'lta,ry 30, 19"10.-00mmission meeting with CUSIP (Committee on Un:ifornJ 

Security Identification Procedures). 
Febrttary 4. 19"10.-00mmission approved a memorandum of comment on 'SIPC 

proposal for submission to House and Senate Committees. 
February 24, 1.9"10.-Commission approved NASD J~mergen('y Rules 70-1 and 

70-2, regarding fails, and approved a letter to N AS}) requesting appropriate ac
tion as soon as practicable to further limit fails. 

}I'ebruary 26, 19"10.-ComJlnission published Release No. 8831 regarding public 
ownership. 

April 2, 19"10.-Commission approved letter to NYSE raising no objection to 
imposition of temporary surcharge and release publishing said letter (Release 
8860). 

April 5, 19"10.-Letter to bank regulatory agencies on role of banks in back 
office crisis. 

April 14, 19"10.-Commission approved NASD Emergency Rule 70-3, which 
allows NASD president, with consent of the Board of Governors, to shorten 
trading hours. 
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April 15, 19'1'0.-Commission approved Chairman's statement concerning SIPC 
to be llresented to a s'l~bcommittee of the Senate Banking and Currency 
Committee. 

April 21, 19'1'0.-Oommission met with NYSE re: current financial status of 
lIIember firms. 

April 28, 19'1'0.-Commission approved letters to NYSE from the Director of 
Trading and l\farkets raising (]uestion wlwther its continued exelllPtion frolll the 
Commission's net capital rul·e was justified ill view of its application and inter
pretation of its own rule. 

April 28, 19'1'0.-Commission approved extensions of hours of trading. 
April SO, 19'1'0.-Oouunission approved letter fro III the Dh'ision of Trading and 

l\farl,ets to NY'Sm stating that no basis exi.sted for granting relief from nct 
capital rule to Hayden Stone, Dempsey-Tegeler or any other firlll with respe<:t 
to short stock record differellce~. 

May 6, 19'1'0.-Oommission approved letter requesting current information 
regarding XYSEJ trust funfl. 

May 'l', 19,),0.-OomlllIissioll meeting with NYS1<~ re: proposal to increase its 
trust fund by $30 million and introduce nn alternative SIPC pro)losal. 

May 13, 1.9'l'0-.Ju.ly 15, 19'1'0.-oCOllImission met on numerous occasions to con
sider various legislative approaches for the protection of customers' accounts. 

May 28, 19'1'0.-Commission ordered inspection of Amex specialists. 
May 28, 19'1'0.-Commission apllroved letter to NYSJi: requesting its plans for 

protecting pnhlic customers of Dempsey-Tegeler. 
June 2, 19'1'0.-Commission apllroved amendment to NASD Emergency Rule 

70--1 imposing restriction on members' trading when GO day fails are 10 percent 
of total (formerly 20 percent), provided further steps were taken. 

June 2, 19'1'0.-Commission met with NASD to discuss current llroblems and 
SIPC. 

J1me 3, 1970.-Commission approved letter to NYSm requesting its plans to 
protect public customers of Blair. 

June 10, 19'1'0.-Commission approved NASD rule requiring CUSIP number 
on all stocl,s and bonds of issuers traded by its members. 

J1tlle 17, 19'1'0.-Commission proposed Rule 15c2-11, which requires a broker
dealer wishing to make a market to have certain information regarding this is
sue (Release No. 8900). 

Jllne 23, 19'1'0.-Coll1mission approved letters to NYSEJ requiring prompt action 
with respect to Hayden Stone and Dempsey-'l'egeler. 

[I'ngp." 4?K Land 1\1 Intentionally Omitted.] 
Septelll be/' 15, 19'1'0.-Commission proposed (Release No· 8984) amendments 

to Rules 17a-1) and 15c3-1 to obtain current information with respect to hl'ol{er
dealers which ceaRe to be members in good standing on an exchange. 

SeptC'l1Iber 30, 19'1'O.-Commis~ion decided to intervene in Blair hankruptc~' 
proceeding' to urge that the NYSE be permitted to continue its liquidation on 
ba,;;is of NYRE nromi~e to make cu<;tomers wl101e. 

October 12, I!1'l'O.-Commission met with staff to consider NASDAQ's proposed 
procedures for compiling volume information. 

October 22, 1.?'l'0.-C:ommission anproved letter to NYSE re: proposed commis
sion rate schedule (Release No. 9007). 

November S, 19'1'0.-Commission met to hear staff reports on Goodhody and du
Pont and approved letter to NYSEJ concerning its administration of its net capi
tal nIle. 

November 10, 1.9'l'0.-Commission approved letter to NYSEJ raising no objection 
to change in NYSE constitution to provide guarantee funds for acquisition of 
Goodbody by MLPFS. 

December 1, 19'1'0.-Commission adopted amendments to Rules 17a-5 and 
15c3-1 (Release No. 9033) to obtain current financial information with respect 
to hroker-dealers which cease to be members in good Rtanding of exchange . 

• Tanllarl/12, 19'1'1.-CommiRsion approved letter to Chairman Staggers of House 
Interstate and Foreign Commerce Committee re: self-regulation . 

• Ta.nllarJl 28, l.?'l'l.-Commi!'lsion approved letter requesting NYSE to inform 
the Commission on steps being taken by NYSE to protect public customers of 
duPont. 
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April 19, 1971.-Commission proposed Rule 17a-13 (Release No. 9140) which 
requires a quarterly box count of securities held by a broker-dealer and verifica
tion of securities not in the broker-dealer's possession. 

April 20, 1971.-Commission proposed Rule 17a-11 (Release 9128), which re
quires reporting when a broker-dealer's net capital approaches permissible limits 
and immediate telegraphic notice to the Commission when a broker-dealer ceases 
to be in compliance with the applicable net capital rule. 

June 29, 1.?71.-Commission held a Conference on the Stock Certificate (Re
lease No. 9240) at which interested persons expressed their views as to how the 
processing of securities transactions could be expedited. 

July 30, 1971.-Commission adopted Rule 17a-11 (Release No. 9268) which 
requires reporting when a broker-dealer's net capital approaches permissible 
limits and immediate notice to the Commission when a broker-dealer ceases to be 
in compliance wi th applicable net capital requirements. 

Augu8t 13, 1971.-Commission proposed amendment of Rule 15c3-1 (Release 
No. 9288) to require minimum net capital of $25,000 and more stringent capital 
requirements during a brol,er-dealer's first year of operation. 

AI/gu8t 26, 197/.-Commio'sion announced hearings to inquire into the structure 
of securities markets (Release No. 9315). 

September 13, 1971.-Commission adopted Rule 15c2-11 (Release No. 9310), 
which requires a broker-dealer to ascertain that certain information is available 
with respect to iesues for which it wishes to make a market. 

November 8, 1971.-Commission adopted Rule 17a-13 (Uelease No. 9376), 
which requires once each quarter a box count of securities held by a broker
dealer and verification 'of securities not in the broker-dealer's possession. 

Novcmber 8, 1971.-Commission proposed adoption of Rules 15c3-3 and 4 
(Release No. 9388). which imlJose restrictions on the use of customers' funds 
and securities by broker-dealers. 

Deecmbcl' 8. 1971.-Commission proposed Uules 17a-5 (k) through (n) (Ue
lease No. 9404), which provides for greater disclosure h~' broker-dealers to cus
tomer~1 with respect to their .Inandal condi~ion. 

December 9, 1971.-Commission proposed amendment of Uule 15bl-2 (Uelease 
No. 9411), to require applicant for broker-dealer registration to file a statement 
as to Ius sources of capital, his arrangements for conducting the business and 
for obtaining additional capical, if nece~,sary. 

As noted with regard to the entry for May 22, 1968, the Commission (in con
junction with the NYSE. other major exchanges and the NASD) instituted a 
campaign of inspection of every major firm in the United States. As the result of 
those inspections both the exchanges and the Commission imposed restrictions on 
the activities of It number of firms which were fouml to be far behind in their 
books and records. fails, and transfers and deliyeries. These limitations included 
such matters as the curtailment of advertising, the limitation of the number of 
registered representatives, the limitation of the number of transactions per day, 
limitations on firms' trading, restrictions with respect to underwriting commit
ments, and the like. The mechanism employe(] b~' the Commission to effectuate 
these results was the institution of disciplinary proceedin~s which resulted in 
either suspension of registrations pending completion of corrective measures with
in a specified time or the impOSition of sanctions held in abeyance for a specified 
limited time pending the opportunity for completion of corrective measures. The 
followin~ cnses represent a sample of the proceedings taken b~' the Commission 
during the period under discussion: 

Auchinloss, Parker & Redpath. Release No. 8687, August 29, 1969, Registrant 
undertook to comply fully with Section 17 to send to the New York Regional 
Office within 15 days after the end of each month for 8 months a balance sheet 
and report of net capital, copies of all monthly re]lQrts submitted to the New 
York Stock Exchange, and nn affidavit that the registrant's books and records 
are in compliance with Section 17. 

Registrant agreed to notify the Regional Office and become subject to restric
tions at nny time it ceases to ,be in compliance. 

Bellamnh. Neuhauser & Barrett. Inc., Release No. 8911, June 25, 1970, 
Registrant agreed to comply with Section 17, to comply with net capital require-

71-109 0 - 72 - 16 
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ments, to send to the Washington Regional Office within 15 days after the end 
of each month for one year a trial balance and net capital computation, a copy 
of the Commission's short form reporting questionnaire and an affidavit to the 
effect that the registrant is complying with bookkeeping and net capital require
ments. 

James C. Butterfield. Inc., Release No. 8824, February 20, 1970, Registrant 
agreed to send to the Chicago Regional Office within ten days after the end of 
the month a trial balance and net capital computat~on, a copy of a reporting 
questionnaire, and an affidavit that its books and records are current and net 
capital is in compliance. Registrant undertook to notify the Regional Office and 
not to solicit any business whenever it is not in compliance. 

B. J. Securities, Inc., Release No. 8691, September 4, 1969, Registrant agreed 
to send to the Seattle Regional Office within ten days after the end of each month 
a trial balance and net capital computation, a completed copy of the Commmls
sion's short term relwrting questionnaire, and an affidavit stating whether 
registrant is in compliance with the bookkeeping and net capital rules and 
Regulation T. Registrant agreed to notify the Regional Office and stop soliciting 
business at any time if not in compliance with its undertakings. 

D. H. Blair &. Co., Release No. 8688, August 29. 1969, Registrant agreed to send 
to the New York Regional Office within 15 days after the end of each month a 
balance sheet and report of net capital pOSition, copies of reports required to 
be submitted to the New York Regional Office and an affidavit of compliance. 
Registrant agreed to restrict its business and notify the Regional Office if at any 
time it is out of compliance with its undertakings. 

W. R. Cavett &. Company, Release No. 8829, February 27, 1970, Registration 
revoked for violations of 'books and records, net capital, and reporting require
ments. among other things. 

Comprehensive Securities Company, Release No. 8364, July 29, 1968, Registra
tion revoked for violation of record keeping and net capital requirements, among 
other things. 

Commonwealth Securities Corporation, Release No. 8360, July 23, 1968, Regis
tration revoked for violation of bookkeeping and net capital requirements, among 
other things. 

Paul H. Christiansen &. Co., Inc., Release No. 8784, December 23, 1969, Registra
tion revoked fot' violation of bookkeeping and net capital requirements, among 
other things. 

Disbro &. Co .. Inc., Release No. 8821, February 18, 1970, Registrant agreed to 
send to the Oleveland Branch Office within ten days after the end of each month 
a trial balance and net capital computation, a completed questionnaire and an 
affidavit of compliance. Registrant undertook to notify branch office and cease 
soliciting business at any time it is out of compliance with its agreement. 

Dollan & Company, Inc .. Release No. 8941. July 22. 1970. Registration revoked 
for violation of the record keeping and net capital requirements. 

C. N. Davidson &. Company, Release No. 8802, January 16, 1970, Registrant 
agreed to send the Chicago Regional Office within ten days after the end of each 
month a trial balance and net capital computation. a: copy of the Commission's 
short form questionnaire and an affidavit of compliance. Registrant agreed to 
notify the Chicago Regional Office and to cease soliciting business at any time it 
is not in compliance with its undertakings. 

Dunhil! Securities Corporation, Release No. 8653. July 14, 1969. Registrant 
after violating record keeping and net capital requirements, after having been 
enjoined from doing so, suspended pending final determination whether registra
tion should be revoked. 

Estabrook &. Co .. Release No. 8838, March 11, 1970, Registrant agreed to send 
to the Boston Regional Office within Hi days after end of each month its state
ment of financial condition and aggregate indebtedness and net capital computa
tion and a completed copy of the New York Stock Exchange SpeCial Operations 
Questionnaire. Registrant agreed to notify the regional office and cease SOliciting 
business at any time when it is not in compliance. 
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First American Securities Corporation, Release No. 8928, JU'ly 9, 1970, Regis
tration revoked for violation of the net capital and bookkeeping requirements, 
among other things. 

First Central Bond Corporation, Release No. 8832, March 3. 1970, Registration 
reYoked for violation of the net capital and bookkeeping requirements. 

Ferris & Company, Release No. 8689, August 29, 1969, Registrant agreed to 
send to the Washington Regional Office within 15 days after the end of each month 
copies of all monthly reports submitted to the New York Stock Exchange and 
an affidavit of compliance. Registrant agreed to notify the regional office if at 
any time it ceases to be in compliance. 

~'leming-Jones Securities. Inc., Release No. 8513, February 5, 1969, Registration 
revoked for violation!! of the record keeping and net capital requirements. 

C. H. Hendricks & Co., Inc., Release No. 8971, September 2, 1970, Registration 
suspended for 60 days for violation of the record keeping requirements, among 
other things. Registrant prohibited J5rom resuming its broker-dealer activities 
until its books and records are in compliance with all applicable requirements of 
the Exchange Act. 

Hagen Investments, Incorporated, Release No. 8859. April 3, 1970, Registration 
revoked for violation of record keeping requirements, among other things. 

Hoit, Rose & Co., Release No. 8563, April 7, 1969, Registration revoked for viola
tion of the record keeping requirements, among other things. 

Martin J. Joel. Jr., Release No. 8956. August 13, 1970, Registration suspended 
for violation of the record keeping requirements, among other things. 

Richard L. Kamen, Release No. 8976, September 8, 1970, Registration suspended 
for violation of the record keeping requirements. among other things. 

Kroeze. McLarty & Duddleston, Release No. 8464, December 4.1968. Registrant 
agreed to send to the Atlanta Regional Office within ten days after the end of each 
month trial balance and net capital computation. a completed copy of the Com
mission's short form reporting questionnaire, and an affidavit of compliance. 
Registrant agreed to notify the regional office and stop soliciting business any 
time it ceases to be in compliance. 

Lehman Brothers. Release No. 8518, February 5, 1969, Registrant after pro
ceedings were instituted agreed not to open additional uranch offices, not to 
allply for additional registered representatives, not to engage in over the counter 
trading for its own account, not to accept odd lot orders (excel)t if necessary to 
eliminate or round out customers' existing odd lot positions), not to accept 
orders for the purchase of securities selling at less than $5 per share, not to accept 
orders for short sales unless prior arrangements had been made to borrow the 
stocks concerned. Registrant agreed ttl require asnrances from customers selling 
"ecurities that such securities would be in its possession on the settlement date. 
Registrant agreed to instruct all personnel to stop the solicitation of new uroker
age accounts and not to accept orders for the sale of over-the-counter stocks 
unless (a) the certificates were in its possession, (b) the shares were purchased 
through it, or (c) the order was placed by an institutional customer. Registrant 
agreed to use its best efforts to hold its average daily transactions (whether as 
dealer or broker) during each calendar week to 900 or less: and retain a firm of 
certified publiC accountants to resolve existing differences in its accounts. At the 
conclusion of the proceedings registrant agreed to suumit to the New York Stock 
Exchange an affidavit of compliance. Registrant agreed further to notify the 
regional office and to become subject to the restrictions instituted at the be
ginning of the proceedings if at any time it is out of compliance with the terms 
of the settlement. 

L. D. Sherman & Co., Inc., Release No. 8354, Julr 12, 1968, Registrant agreed 
at the institution of the proceedings to suspend all securities operations except 
purchases to close out existing short pOSitions. Rales from registrant's proprietary 
accounts to eliminate long pOSitions. and purchases, sales or other transactions 
necessary Or appropriate to close out existing commitments in fail accounts. 
Registrant agreed that it must have physical possession of each security at the 
time of sale. except in pair-off transactions, and agreed to make prompt delivery. 



236 

Registrant agreed further to bring its books and records into compliance and to 
file a certified financial statement with the New York Stock Exchange and 
to make no change in its corporate or capital structure without prior notice to 
counsel for the Division of Trading and l\Iarkets and to make no distribution 
except normal salaries and expenses and commissions. 

May &. Co., Inc., Release No. 8906, June 18, 1970, Registrant's branch office 
suspended from effecting transactions in the over-the-counter market for vio
lations of record keeping requirements, among other things. 

Mayflower Securities Co., Inc., Release No. 8961, August 20, 1970, Registrant 
suspended from underwriting activities for violation of record keeping require
ments, among other things. 

Lionel D. Polrcarpo, Release No. 8468, Decembpr 13, 1968, Registration revoked 
for violation of the record keeping and net capital reqnirements, among other 
things. 

Pickard &. Company, Incorporated, Release No. 8433. October 24, 1968, Prin
cipals of registrant barred from association with a broker-dealer for "iolation of 
the record keeping requirements, among other things. 

Pickard &. Company, Incorporated, Release 8447, No,'ember 14, 1068, Registra
tion revoked for "iolation of record keeping requirements, among other things. 

J. P. Rahilly &. Co., Inc., Release No. 8698, September Ill, 1969. Registrant 
agreed to send to the New York Regional Office within ten days after the end 
of each month a trial balance and net capital computation and an affida"it of 
compliance. Registrant undertook to notify the regional office and stop solici t
ing business an~' time it is out of compliance. 

Uowles, Winston and Company, Inc., Release No. 8519. February 5, 1969. Regis
trant agreed to send to the Fort Worth Regional Office within 15 days after 
the end of each month a trial balance and net capital computation, a completed 
COllY of the Commission's short form reporting questionnaire and an affida"it of 
compliance. Registrant undertook to notify the regional office at any time it is 
out of compliance. 

Strathmore 'Securities, Inc., Release Xo. 8207, December 13, 1967, Registration 
revoked for violation of the record keeping requirements, among other things. 

Schwabacher &. Co., Release No. 8677, August 28, 1969, 'Registrant was required 
a1)ter its merger with Blair &. Co. to make a weekly report of its condi'tion to the 
San Francisco Regional Office and to the New York Stock Exchange, and con
tinue to observe the restrictions imposed by the Xew York Stock Exchange. 

Shoemaker &. Co., Inc., Release No. 8898, June 8, 1970, Registrant permitted ,to 
withdraw after violation of record keeping and net capital requirements, among 
other things. 

Jerry R. Schreiber, Release No. 8779, December 12, 1969, Barred from associa
tion with a broker-dealer for violation of the record keeping requirements. 

'Snyker, Pearson, Brown &. Co., Inc., Release No. 8840, ::\Iarch 13, 1970, Regis
trant agreed to send 'to the Chicago Regional Office within 10 days after :the end 
of each mouth a trial balance and net capital computation, a cOlllplete reporting 
questionnaire and an 'affidavit of compliance. Registrant agreed to notify the 
regional office and stop soliciting business whenever it is not in compliance. 

Stock Investors, Inc., Release No. 8827.lFebruary 26, 1970, Registration revoked 
for violation of the record keeping requirements, among other things. 

,Sincere &. Company, Release No. 8916, .June 29, 1970, Registrant censured for 
failure to comply with the record keeping requirements. 

'Schweickart &. Co., Release Xo. 8955, August 14, 1970, Registrant agreed to 
send to the New York Regional Office within 15 days after the end of each Illonllh 
copies of all monthly reports submitted 'to the Xew York Stock Exchange and an 
affidavit of compliance. Registrant agreed to natify the regional office and to 
restrict i'ts activities in terms of number of registered representatives and branch 
offices, solicitation of transactions and conduct of advertising as may be deemed 
reasonable under the circumstances. Registrant undertook to notify the branch 
office if at any time it ceases 'to be in compliance. 
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'Sigma Securi'ties C'Orp'Orati'On, Release :\"'0. 8987, Septemoer 23, 1970, Registra
ti'On rev'Oked f'Or vi'Ola:ti'On 'Of rec'Ord keeping requirements, am'Ong ather things. 

J. R. ~'illl'mins & Co., Release N'O. 8690, August 29, 1969, Registrant agreed 't'O 
send t'O the New Y'Ork Regi'Onal Office within 15 days after 'the end 'Of each m'Onth 
a oalance sheet and report 'Of net capital p-ositi'On, c'Opies 'Of all m'On'thly reports 
suomitted :t'O the New Y'Ork ·Stock Exchange and an affidavit 'Of c'Ompliance. 
Registrant agreed t'O notify the regi'Onal 'Office and oec'Ome subject t'O restricti'Ons 
if at any time it ceases t'O be in c'Ompliance. 

Transmittal SecurHies C'Orp'Orati'On, Release N'O. 8534, February 25, 1969, 
Registrant a.greed t'O send t'O the New Y'Ork Regi'Onal Office within 10 daySi after 
the end of each m'Onth a trial balance and net capital c'Omputati'On, a c'Ompleted 
C'OPY 'Of the Commissi'On's sh'Ol't f'Orm reporting questi'Onnaire and an affidavit 'Of 
c'Ompliance with the rec'Ord keeping, net capital and credit requirements. Regis.
trant agreed n'Ot t'O exceed a daily average 'Of 71) 'Orders and t'O n'Otify the regi'Onal 
'Office within 3 days after the end 'Of each week in a sta'tement, 'Of the average 
daily number 'Of 'Orders. Registrant agreed t'O n'Otify the regi'Onal 'Office and to 
cease s'Oliciting business at any time when it is n'O l'Onger in c'Ompliance. 

V'Olante, Behar, Release N'O. 8932, July 16, 1970, Registrati'On rev'Oked f'Or vi'O
lati'On 'Of the rec'Ord keeping and net capital requirements, am'Ong 'Other things. 

Ge'Orge .T. Wunsch, Release N'O. 8705, Oct'Ober 7, 1969, Registrant barred fr'Om 
associati'On with a br'Oker-dealer f'Or vi'Olati'On 'Of the rerord keeping requirements, 
am'Ong 'Other things. 

West'On and C'Ompany, Inc., Release N'O. 8900, June 5, 1970, Registrant agreed 
t'O suspend all c'Onduct 'Of securities transacti'Ons until such time as it dem'On
stratel'l t'O the Denver Regi'Onal Office 'Of the Commissi'On that it has the net 
capital necessary t'O c'Omply in all respects with the pr'Ovisi'Ons 'Of Rule 15c3-1 
under the Act, except that its aggregate indebtedness t'O all 'Other pers'Ons shall 
n'Ot exceed 1,500 per centulll 'Of its net capItal. c'Omputed t'O the reasonable satis
faction 'Of that Office, and it shall have a cash balance 'Of at least $35,000, and 
llr'Ovided further, that during such peri'Od 'Of suspensi'On registrant may effect 
liquidating transacti'Ons on a C.O.D. basis, cover its existing sh'Ort positi'Ons, 
effect liquidating transacti'Ons 'Of cust'Omers' existing long p'Ositions 'On an agency 
basis but f'Oregoing c'Ommissi'Ons 'On such transacti'Ons, and may UP'On demand 
pay cust'Omers' free credit balances and deli\'er securities l'Ong in cust'Omers' 
acc'Ounts. The 'Offer further pr'Ovided, am'Ong other things, that registrant W'Ould 
c'Ontinue t'O comply with Rule 15c3-1 and the minimum net capital and cash 
balance requirements set f'Orth ab'Ove, and shall within 10 days after the enkl 
'Of each month during the period thr'Ough April 1971, submit t'O the Regi'Onal Office. 
a trial balance and net capital calculati'On, a c'Ompleted C'OPy 'Of a sh'Ort f'Orm 
rep'Orting questi'Onnaire, and an affidavit stating whether registrant is in c'Om
plimlce with b'O'Okkeeping requirements and the net capital and cash p'Ositi'On 
requirements set f'Orth ab'Ove. Registrant agreed t'O n'Otify the Regi'Onal Office 
and st'OP s'Oliciting business at any time it ceases t'O be in compliance. 

Wesc'O and C'Ompany, Release N'O. 8607, May 13, 1969, Registrati'On rev'Oked f'Or 
vi'Olati'On 'Of the bo'Oks and rec'Ords and capi,tal requirements, am'Ong 'Other things. 

W'O'Odward, Elw'Ood & C'O., Release N'O. 81)99, May 7, 1969, Registrant agreed t'O 
send t'O the Chicag'O Regi'Onal Office within 10 days after the end 'Of each m'Onth a 
trial balance and net capital c'Omputati'On, a completed c'Opy 'Of the Commissi'On's 
sh'Ort f'Orm questi'Onnaire and an affidavit 'Of c'Ompliance. Registrant agreed t'O 
n'Otify the Regi'Onal Office and t'O st'Op s'Oliciting business at any time that it ceases 
to be in rompliance. 



238 

~PENDIX B 

SECURITIES AND EXCHANGE COMMISSION 
Wasllington. D.C. 20549 

FORM X-17A-5 

Information Required of Certain Members, Brokers and Dealers Pursuant 
to Section 17 of the Securities Exchange Act of 1934 and Rule 17a-5 

Thereunder 

GENERAL INSTRUCTIONS 

A. R"les as to use of Form X-17 A-5: 
I. This form shall be used by every member, broker 

or dealer required to file reports under Rule 17a-5(a). 
It is not to be used as a blank form to be filled in but 
only as a guide in the preparation of the report. No 
caption need be shown as to which the items and 
conditions are not present. 

2. The name of the respondent and date of report 
shall be repeated on each sheet of the answers and 
sch. :s submitted. 

3. If" no answer is made to a question or subdivision 
thereof it shall constitute a representation that re
spondent has nothing to report. 

B. Presentation of information (including defini
tions) : 

I. The information presented shall be sufficient to 
permit the determination of the financial condition of 
the respondent. 

2. The valuations of customers' securities in segre
gation or safekeeping need not be included in the 
answers. 

3. Use separate pairs of columns for ledger debit 
and ledger credit balances; long security and spot 
(cash) commodity valuations and short security and 
spot (cash) commodity valuations; net losses in future 
commodity contracts and net gains in future com
modity contracts. All columns must be totaled. The 
total of debit balances must equal the total of credit 
balances. The total of long security and spot (cash) 
commodity valuations must equal the total of short 
security and spot (cash) commodity valuations; the 
total losses and the total gain. in future commodity 
contracts mu.t be in agreement after consideration of 
IIcommodity difference accounts. n The answers to 

Questions 14, 15, and 16 shall not be included in the 
total •. 

4. Security and spot (cash) commodity valuations 
and losses and gains in future commodity contracts 
shall be based upon current market prices; fractions 
and accrued interest may be omitted except where such 
procedure in the case of short positions would have a 
material effect upon net capital. 

5. "Securities not readily marketable" shall be so 
designated. The term "securities not readily market
able" shall include, but not be limited to, (a) securi
ties, except "exempted securities," for which there is 
no market on a securities exchange or no independent 
publicly quoted market; (b) securities which cannot be 
publicly offered or sold unless registration has been 
effected under the Securities Act of 1933 (or the condi
tions of an exemption such as Regulation A under Sec
tion 3(b) of such Act have been complied with); and 
(c) securities which cannot be offered or sold because 
of other arrangements, restrictions, or conditions appli
cable to the securities or to the respondent. 

6. All accounts (other than regulated commodity 
accounts) of anyone customer may be combined and 
reported under any appropriate classification other 
than Question 6.A Customers' accounts related by 
bona fide written guarantees may be combined. 

7. For the purpose of this questionnaire the term 
"customer" shall not include the respondent, general 
partners, officers, or directors. An account covert:d by 
a "satisfactory subordination agreement" shall be re
ported in answer to Question 12. 

8. Foreign currency may be expressed in terms of 
U.S. dollars at the current rate of exchange and where 
carried in conjunction with the U.S. dollar balances 
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SECURITIBS AND ExCHANGE COMMISSION 

for the same customer may be consolidated with sueh 
U.S. dollar balances and the gross or net position re
ported in its proper classification, provided the foreign 
currency is not subject to any restrictions as to conver
sion. If the foreign currency position so treated is sub
stantial, some indication of its size shall be given. 

9. If the respondent is a sole proprietor, all accounts 
carried by brokers, dealers, or others for the respondent 
which contain money balances and/or securities allo
cated to or otherwise used in connection with his busi~ 
ness shall be reported in the answers to Questions I 
through 16, as appropriate. 

10. "Exempted securities" are those securities de
fined as such under the provisions of Section 3 (a) ( 12) 
of the Securities Exchange Act of 1934 other than 

securities designated for exemption by action "f the 
Securities and Exchange Commission. 

II. The term "contractual commitments" shall in
clude underwriting, when-issued, when-distributed and . 
delayed delivery contracts, repurchase agreements, 
endorsements of all puts and all calls, commitments 
in foreign currencies, and spot (cash) commodity con
tracts but shall not include future commodity con
tracts and uncleared "regular way" purchases and 
sales of securities. A series of contracts of purchase or 
sale of the same security conditioned, .if at all, only 
upon issuance may be treated as an individual com
mitment. 

12. For the purpose of this questionnaire securities 
sold as principal under an agreement to repurchase 
shall be stated separately and clearly indicated as such 
in the answers to Questions 3.A. and 10. 
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Part I 

FINANCIAL QUESTIONNAIRE 

Question I-Bank Balances and Other Deposits. 

State separately total of each kind of deposit (cash 
and/or market value of securities) with adequate 
description. This shall include cash on hand; cash in 
banks representing general funds subject to immediate 
withdrawal; cash in banks subject to withdrawal re
strictions; funds segregated pursuant to regulations of 
any agency of the Federal Government, any State, any 
national securities exchange Of national securities asso· 
ciation; contributions to clearing organizations incident 
to membership; deposits with clearing organizations in 
connection with commitments; guaranty and margin 
deposits; good faith deposits (see note 3 to Question 
14); drafts with securities attached deposited for 
collection. 

Question 2-Money Borrowed, and Accounts Car· 
ried for Respondent ~y Other Banking or 
Brokerage Houses, Secured by or Containing 
Customers' Collateral. 

State separately totals of ledger net debit balances; 
ledger net credit balances; long security valuations; 
short security valuations; spot (cash) commodity val
uations; net losses and net gains in future commodity 
contracts, and classify as follows: 

A. Money borrowed: 

1. From banks, trust companies, and other finanCial 
institutions 

2. From others. 

B. Accounts carried for respondent by other bank-
ing or brokerage houses, including omnibus accounts: 

I. Securities accounts: 
a. Accounts with net debit balances 
b. Accounts with net credit balances. 

2. Commodities accounts: 
a. Regulated commodities futures accounts: 
i~ Accounts liquidating to an equity 
ii. Accounts liquidating to a deficit. 

h. Nonregulated commodities futures accounts: 
i. Accounts liquidating to an equity 
ii. Accounts liquidating to a deficit. 

c. Spot (cash) commodity accounts: 
i. Accounts with net debit balances 
ii. Accounts with net credit balances. 

NotlS. 
1. To the extent that the collateral for the loan, or other 

amount payable, also includes additional collateral owned by 
others than customers, the valuation of such collateral shall 
be shown separately and deSignated as owned by respondent, 
general partners, officers, directors, or others, including se
curities covered by subordmatlon agreementJ. 

2. If collateralized entirely by "exempted securities," the 
amount of the borrowing, or amount payable to a banking 
or brokerage house, and the valuation of the collateral shall 
be stated separately 

Question 3-Money Sorrowed, and Accounts Car
ried for Respondent by Other Banking or 
Brokerage Houses, Unsecured, or Secured 
Entirely by Collateral Owned by Respondent 
and Its Partners or Its Officers and Directors, 
or by Securities Covered by "Satisfactory 
Subordination Agreements." 

State separately totals of ledger net debit ba ,,; 
ledger net credit balances; long secunty valuations; 
short security valuations; spot (cash) commodity val
uations, net losses and net gains in future commodity 
contracts, and clasSify as follows: 

A. Money borrowed: 

1 From banks, trust companies, and other financial 
institutions 

2. From officers and directors 
3. From others. 

B. Accounts earned for respondent by other bank
ing or brokerage houses. 

Securities accounts: 
a. Accounts with' net debit balances 
b. Accounts with net credit balances. 

2. Commodities accounts: 
a. Regulated commodities futures accounts: 
1. Accounts liquidating to an equity 
Ii. Accounts liqUidating to a deficit. 

b. Nonregulated commodities futures accounts: 
I. Accounts liquidating to an equity 
il. Accounts liquidating to a deficit. 

c Spot (cash) commodity accounts: 
i. Accounts with net debit balances 
ii. Accounts with net credit balances. 
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Note: State St:parately borrowing, under A or credit bal-
ances under B.1.b and/or B.2 c.iI . 

1. Unsecured 
2. Not adequately collateralized under Rule 15c3-1 (e) (6) 
:1 Collateralized in whole or In part by aecurities and/or 

commodities reportable under 8 or 9 B. Designate valuation 
of such collateral and Jtate separately amount. adequately 
coHateralized by "exempted securities .. 

Question 4-Other Open Items With Brokers and 
Dealers. 

State separately IOtals of ledger debit balances; 
ledger credit balances; long security valuations; short 
security valuations, and classify as follows. 

A. Securities borrowed (i.e, amount to be received 
from others upon return to them of securities bor
rowed by respondent). 

B. Securities failed to deliver (i.e., amount to be 
received from brokers and dealers upon delivery of 
securities sold by respondent). 

C. Securities loaned (i.e., amount to be paid to 
others upon return of secunties loaned by respond
ent) : 

1. Customers' securities 
2. Securities reportable under 8 or 9.B. 
3. ~ecurities reportable under 9.A., 10, II, and 12. 
1 ,ecurities failed to receive (i.e., amount to be 

paid to brokers and dealers upon receipt of securities 
purchased by respondent) . 

1. For customers 
2. For accounts reportable under 8 or 9.B. 
3. For accounts reportable under 9.A., 10, II, and 

12: 

a. Sold at date of report 
b. Unsold at date of report. 

Noles: 
I Where it is impractical or unduly expensive to allocate 

all seCUrities loaned and aU securities falled to receive to each 
category In C and D, proper allocation shall be made to the 
extent feasible and all other luch credit balances and short 
security valuations shall be reported under C I and/or D.I , 
respectIvely. 

2. State separately or in a footnote, ledger debit balances j 
ledger credit balances; long secunty valuations; short security 
valuations, with respect to each security transaction out· 
standing 30 days or longer under Question 4.B., Securities 
Failed to Deliver, and Question 4.D., Securities Failed to 
Receive. 

Question 5-Valuations of Securities and Spot 
(Cash) Commodities in Box, Transfer and 
Transit_ 

State separately the total valuation of: 
Negotiable securities in box, transfer, and in 

transit between offices of respondent 

B. Spot (casb) commodities represented by ware
house receipts or bills of lading in box and in transit 
between offices of responden t. 

Note' Question 5 requires entries in short valuation column 
only. 

Question 6-{;ustomers' Security Accounts. 

State separately totals of ledger debit balances; 
ledger credtt balances; long security valuations; short 
security valuations, and classify as follows: 

A. Bona fide cash accounts (i.e., accounts having 
both unsettled money balances and positions in securi
ties which are current items within the meaning of Sec
tion 4(c) of Regulation T of the Board of Governors 
of the Federal Reserve System) : 

I. Accounts with debit balances 
2. Accounts with credit balances. 
B. Secured accounts: 

I. Accounts with debit balances 
2. Accounts with credit balances. 
C. Partly secured accounts (accounts liquidating 

to a deficit) : 

l. Accounts with debit balances 
2. Accounts with credit balances. 
D Unsecured accounts. 
E. Accounts with credit balances having open con-

tractual commitments. 
F. Accounts with free credit balances. 
G. Fully paid securities not segregated. 

Notes: 
1. Cash accounts which are not "bona fide cash accounts" 

shall be reported under B, C, or D, as appropriate. 
2. Do not combine the accounts of customen except as 

permitted by General Instruction B.6. 
:3 Each jomt account carried by respondent in which re

spondent has an interest shall be so stated, separately, as a 
customer's account In the proper clasSification and the status 
of the respondent's mterest therein shall be stated. Fund. 
received by respondent as margin in these accounts shall be 
St:parately stated by account. If any (unds have been provided 
by the respondent as margin, these shall be clearly indicated 
here and in the answer to Question 13. 

4- With respect to contractual commitments state as a 
footnote or in a separate schedule the total of: 

a Deficits In the accounts of the respective customen re
ported in the answers to Band/or E after application of net 
losses in open contractual commitments in securities carried 
for each such customer. 

b. Net losses in open contractual commitments in securi
ties camed for each customer whose account is ",ported in 
the answers to C or D. 

In computing net losses, gains at market and profits on such 
sales may be applied against losses only in the same aecurity 
in each customer's account. 

5. See General Instruction B 11 (or defimtion o( the term 
"contractual commitments" 
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Question 7~stomers' Commodity Accounts. 

State separately totals of ledger debit balances; 
ledger credit balances; spot (casb) commodity valua
tions; net losses and net gains in future commodity 
contracts, and classify as follows. 

A. Accounts with open future contracts liquidating 
to an equity: 

I. Regulated commodities 
2. Nonregulated commodities. 
8. Accounts with open future contracts liquidating 

to a deficit: 
1. Regulated commodities 
2. Nonregulated commodities. 
C. Accounts with spot (cash) commodity pOSItions: 
I. Hedged: 
a. Secured 
b. Partly secured. 
2 Not hedged: 
a. Secured 
b. Partly secured. 
D. Unsecured debit balance. 
E. Accounts with free credit balances. 
1. Regulated 
2. Nonregulated. 
Not •. See notes 2 and 3 to Question 6. 

Question 8--Accounts of Officers and Directors. 

State separately, in accordance with the applicable 
classifications and instructions of Questions 6 and 7, 
totals of ledger debit balances; ledger credit balances; 
long security and spot (cash) commodity valuations. 
short security and spot (cash) commodity valuations; 
net losses and net gains in future commodity contracts 
in the accounts of: 

A. Officers. 
B. Directors. 
NoI,: If an individual is both an officer and a director, 

classify the accounts under B.A 

Question 9---General Partners' Individual 
Accounts. 

State separately totals of ledger debit balances: 
ledger credit balances; long security and spot (cash) 
commodity valuations; short security and spot (cash) 
commodity valuations; net losses and net gains in 
future commodity contracts, and classify as follows: 

A. Individual accounts of general partners who 
have signed specific agreements that cash, securities, 
commodities, and equities recorded in these accounts 
are to be included as partnership property. 

B. All other accounts of general partners. (These 
accounts shall be classified in accordance with the ap-

phcable classifications and instructions of Questions 6 
and 7.) 

Not,s: 
1. Total valuations of "exempted securities" reported In 

answer to Question 9.A. shall be stated separately. 
2. The noncapital accounts of partners other than gen. 

eral partnen shall be included either with customen' ac
counts in the appropriate classifications of Questions 6 and I 

7 orl where applicable, in Question 12. 

Question l~Trading and Investment Accounts of 
Respondent. 

State separately totals of ledger debit balances; 
ledger credit bal~nces; long security and spot (cash) 
commodity valuations; short security and spot (cash) 
commodity valuations; net losses and net gains in 
future commodity contracts, and classify as follows: 

A. Seeurities accounts: 
I. Exempted securities 
2. Other securities. 
B. Commodities accounts: 
1. Future commodities contracts 
2. Spot (cash) commodities; 

a. Hedged 
b. Not hedged. 
C. Other. 
Notes: 
I. Ledger balances may be combined with respect to all 

security accounts, and also with respect to all spot (cash) 
commodIty accounts 

2. Treasury stock of respondent ahall not be included 
hereunder. 

3. In the case of a sole proprietor, see General Instruction 
89 

Question ll--Capital Accounts. 

State separately totals of ledger debit halances; 
ledger credit balances; long security and spot (cash) 
commodity valuations, short security and spot (cash) 
commodity valuations, and classify as follows: 

A. Sole proprietorship: 
1. Capital account 
2. Undistributed profit and loss accounts, including 

balances remaining in income and expense accounb. 
(This question may be answered by giving one net 
amount.) 

B. Partnership: 
1. Capital accounts of general partners 
2 Capital accounts of'special or limited partners 
3. Undistributed profit and loss accounts, including 

balance remaining in income and expense accounts. 
(This question may be answered by giving ci net 
amount.) 
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C. Corporation or similar entity: 
1. Capital stock (detail by class of stock sbowing 

number of sbares and par value) : 
a. Autborized (state parentbetically) 
b. Issued 
c. Treasury stock. 
2. Capital surplus 
3. Earned surplus or deficit, including balances re

maining in income and expense accounts. (This ques
tion may be answered by giving one net amount.) 

D. Capital reserves. (State nature and amount of 
each reserve. Valuation reserves and liability reserves 
shall be reported in answer to Question 13.) 

Notl: Total valuations of "exempted securities" shan be 
stated separately. 

Question 12-Subordinated Accounts. 

State separately for all accounts covered by "satis
factory subordination agreements," totals of ledger 
debit balances; ledger credit balances; long security 
and spot (cash) commodity valuations; short security 
and spot (cash) commodity valuations; net losses and 
net gains in future commodity contracts, and classify 
as follows: 

Subordinated accounts: 
Accounts with debit balances 

2. Accounts with credit balances. 
B. Subordinated borrowings. 
Notls: 
1. Total valuation. of "exempted securities" shall be 

stated separately. 
2. Any subordinated account reported under this question 

must be subject tq an agreement which complies with the 
r<quirementa of Rule 1503-1 (c) (7) or. if the respondent iJ 
a member of an exchange whose memben are exempt from 
Rule 1503-1 by.ubparngraph (b) (2) thereof. complie.o with 
the rules regarding subordination agreements of all the ex
changes therein listed of which reapondent is a member. Sub
ordinated accounts with agreements that do not comply with 
the above requiremenu mwt be reported in the anlWen to 
Questions 2 through 9, u appropriate. 

Question l3--Other Accounts, etc. 

State details (ledger balances; valuations of securi
ties and spot (cash) commodities; status of future 
commodity positions; and any other relevant informa
tion) of any accounts which have not been included 
in one of the answers to the above questions. These 
shall include: accounts for exchange memberships; 
furniture, fixtures, and other fixed assets; valuation 
reserves; funds provided or deposited by the respond
ent as margin in joint accounts; revenue stamps; divi
" ~s receivable, payable, and unclaimed; floor bro-
1 .ge receivable and payable; commissions receivable 
and payable; advances to salesmen and otber em-

ployees; commodity difference account; goodwill; or
ganization expense; prepaid expenses and deferred 
charges; lialiility reserves; mortgage payable; other 
liabilities and deferred credits; market value of securi
ties borrowed (otber than for delivery against cus
tomers' sales) to tbe extent to which no equivalent 
value is paid or credited; and otber accounts not spe
cifically mentioned herein. 

Not,: Any liability reported under this question secured 
by collateral in any form shall be identified by reference to 
the related collateral. 

The responses to Questions 14, 15, and 16 shall 
not be included in the totals. 

Question 14--Contractual Commitments That Are 
Not Recorded in a Ledger Account for Money. 

State separately for each type of commitment total 
cost; total proceeds; valuation of net long and/or 
short position for the following: 

A. Respondent (see notes 2 and 3). 
B. General partners who have signed specific agree

ments that cash, securities, commodities and equities 
recorded in these accounts are to be included as part
nership property. 

C. Subordinated accounts. 
D. Other general partners, officers and/or directors: 
I. Accounts not fully secured (including unsecured 

accounts) 
2. Commitments which are substantial in view of 

the capital of the respondent. 
E. Customers: 
1. Accounts not fully secured (including unsecured 

accounts) 
2. Commitments which are substantial in view of 

the capital of the respondent. 
Not,s: 
I See General Instruction B.ll for definition of term 

"contractual commitmentl." 
2. As to underwriting commitments, the amountl reported 

shall represent the respondent's mterest in the entire account. 
3. Related good faith deposita shall be clearly indicated; 

the total thereof shall be included in the amount reported 
in answer to Question 1. 

4. The details required by Part lI(a) may be reported 
herein. 

Question 15--Participations of the Respondent in 
Joint Trading and Investment Accounts Car
ried by Others That are not Recorded in a 
Ledger Account for Money. 

State separately for each joint account (I) the ac
count balance, exclusive of deposits; (2) the total 
market valuations of long securities, short securities, 
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and commodities; and (3) the respondent's share of 
such account balance and each such market valuation. 
Any related deposits reported in answer to Question 
13 shall be clearly indicated hereunder. 

Question 16--Unrecorded Assets, Liabilities and 
Accountabilities. 

Submit a separate schedule containing a description 
of any assets, liabilities and accountabilities of the re
spondent, actual or contingent, which are not included 

in a ledger account or reported in answer to Questions 
14 and 15. Only such items which in the aggregate 
are material in relation to net capital need be reported. 
Accountabilities shall include cash and/or other prop
erty including securities held for customers by or on 
behalf of respondent, which are not included in a 
ledger account. Contingent liabilities may include law
suits pending against the respondent, accommodation 
endorsements, rediscounted notes, and guarantees of 
accounts of others. 

Part II 

SUPPLEMENTARY INFORMATION 

Submit the following information: 
(a) Separate schedules giving adequate description 

including quantity, price, and valuation of each se· 
curity and commodity position supporting each total 
valuation reported in answer to the following: 

Questions 6 and 7-Joint accounts in which re
spondent has an interest. 

Questions 6.G., 7.C.l.b., and 7 C 2 b.-Customers' 
partly secured accounts. 

Question 8-Partly secured accounts of ollicers and 
directors. 

Question 9A.-Individual accounts of general part
ners who have signed specific agreements that cash, 
securities, commodities, and equities recorded in these 
accounts are to be included as partnership property. 

Question 9. B.-Partly secured accounts of partners 
reported in response hereto. 

Question IO-Trading and investment accounts of 
responden t. 

Question II-Capital accounts. 
Question 12-Subordinated accounts and borrow

ings. 
The schedule shall show with respect to each bOl

rowing or claim the name of the lender, the relation
ship to respondent, the amount of the borrowing or 
claim and the maturity date of the agreement. 

Question I4-Contractual commitments that are 
hot recorded in a ledger account for money reported 
in answer to Questions 14.A., 14.B., 14.C., 14.D.I., and 
14.E.I., Part I. 

In addition to the details of securities and commodi
ties positions, report the total cost and total proceeds 
for each security and commodity; the totals thereof 
shall agree with the amounts reports in answer to 
Question 14, Part I. 

Where contractual commitments exist in puts or 
calls, or any combination thereof, the details shall 

include separately with respect to puts or calls in each 
separate security of the same class: quantity, descrip
tion of security, expiration date or range of expira
tion dates, indicated contract costs or proceeds, market 
valuation and indicated unrealized profit or loss This 
information shall be reported in separate columns, 
classified separately and grouped as puts or calls. 

Where contractual commitments are related to posi
tions in other securities reflected in the answer.; to 
questIOns in Part I such relationship shall be c 
described. 

The above information may be reported in Part 
II (a) or in the answer to Question 14, Part I. 

QuestIOn 15-Participations of the respondent in 
joint trading and Investment accounts carried by 
others that are not recorded in a ledger account for 
money. 

NOt6S: 
I "Exempted secunhes" and "securities not readily mar

ketable" shall be stated separately. 
, 2 If the respondent is not exempt from the provisions of 
Rule 15c3-1 but desires that, where allowed, greater than 
70 percent of the market valuation of certain securities be 
included in the computation of net capital under that rule, 
such secuntles shall either be listed by groups in accordance 
WIth the classification. of Rule 15c3-1 (e) (2) (e) or the ap
plicable percentages allowable under that rule shall be stated 
with respect to each security and a summary of valuations 
by such percentages shall be given. 

(b) A schedule showing in detail ledger balances, 
valuations of long and short securities and spot (cash) 
commodities, and net losses and net gains in future 
commodity contracts and other open contractual com
mitments (other than those reported in the answers 
to Part I of this Form) in any accounts carrier' "'y 
other brokerage houses in which a sole propriet< r 
any general partner of the respondent has an interest. 
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I 

(Accounts containing only free securities or free credit 
balances need not be reported.) 

(c) (i) A separate schedule showing the market 
value of all long and all short future commodity con
tracts in each account other than customers' com
modity accounts reported in answer to all Questions 
in Part I of this Fonn (contracts representing spreads 
or straddles in the same commodity and those contracts 
offsetting or hedging any "spot" commodity positions, 
and accounts of general partners, officers or directors 
not subject to percentage deduction [Rule 15c3-
I (e) (2) (D) 1 shall be so designated). 

(ii) A separate schedule showing the market value 
of all customers' long and all customers' short future 
contracts in each commodity reported in answer to all 
Questions in Part I of this Fonn. 

(d) If the answer to Question II includes amounts 
authorized or proposed to be distributed or withdrawn 
within the next 6 months, furnish the details. 

(e) If respondent is a sole proprietor, state whether 
any liabilities which are not reflected in the answers 
to Part I of this Fonn would materially affect net 
worth as reported; if such liabilities would materially 
affect net worth as reported, the statement required 
by Item 7 of the Audit Requirements shall be fur
nished as a schedule. 

(I) If the respondent has met the conditions speci
fied in subparagraph (a) (2) of Rule 15c3-1 through
out the year and desires that the lower net capital 
requirements apply, a specific statement to that effect 
shall be furnished as a schedule. 

AUDIT REQUIREMENTS 
The audit shall be made m accordance with gen

erally accepted auditing standards and shall include 
a review of the accounting system, the internal ac
counting control and procedures for safeguarding se
curities including appropriate tests thereof for the 
p' • since the prior examination' date. It shall in
cluue all procedures necessary under the circumstances 
to substantiate the assets and liabilities and securities 
and commodities positions as of the date of the re
sponses to the financial questionnaire and to permit 
the expression of an opinion by the mdependent pub
lic accountant as to the financial condition of the re
spondent at that date. Based upon such audit, the 
accountant shall comment upon any material inade
quacies found to eXist in the accounting system, the 
internal accounting control and procedures for safe
guarding securities, and shall indicate any corrective 
action taken or proposed These comments may be 
submitted in a supplementary certificate and filed pur
suant to Rule 17a-5(b) (3). 

The scope of the audit shall include the following 
procedures, but nothing herein shall be construed as 
limiting the audit or pennitting the omission of any ad
ditional audit procedure which an independent public 
accountant would deem necessary under the circum
stances. As of the audIt date the independent public 
accountant shall: 

( I) Compare ledger accounts with the trial bal
ances obtained from the general and private ledgers 
and prove the aggregates of subsidiary ledgers with 
t~ respective controlling accounts. 

\.) Account for by physical examination and com· 
parison with the books and records: all securities, in-

cluding those held in segregation and safekeeping; 
material amounts of currency and tax stamps; ware
house receipts; and other assets on hand, in vault, in 
box or otherwise in physical possession. Control shall 
be maintained over such assets during the course of the 
physical examination and comparison. 

(3) Verify securities in transfer and in vamit be
tween offices of respondent. 

(4) Balance positions in all securities and spot and 
future commodities as shown by the books and records 
at the audit date 

(5) Reconcile balances shown by bank statements 
with cash accounts. After giving ample lIme for clear
ance of outstanding checks and transfers of funds, the 
independent public accountant shall obtain from de
positaries bank statements and canceled checks of the 
accounts and by appropriate audit procedures sub
stantiate the reconciliation as of the audit date. 

(6) Obtam WrItten confirmations with respect to 
the following (see note) : 

(a) Bank balances and other deposits. 
(b) Open contractual positions and deposits of 

funds with clearing corporations and associations. 
(c) Money borrowed and detail of collateral. 
(d) Accounts, securities, commodities, and commit-

ments carried for the respondent by others. 
( e) Details of: 
(i) Securi ties borrowed 
(ii) SecUrItIes loaned 
(iii) Securities failed to deliver 
(iv) Securities failed to receive 
(v) Contractual commitments (see General In· 

struction B.II). 
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(f) Customers', partners', officers', directors" and 
respondent's accounts. Confirmation of these accounts 
may be in the form of a written acknowledgment of 
the accuracy of the statement of money balances, 
securities and/or commodities positions, and open con~ 
tractual commitments (other than uncleared "regular 
way" purchases and sales of securities) accompanying 
the first request for confirmation mailed by the inde
pendent public accountant. Customers' accounts with .. 
out balances, position or commitments, and accounts 
closed since the last prior audit shall be confirmed 
on a test basis. 

(g) Borrowings and accounts covered by "satis
factory subordination agreements." 

(h) Guarantees In cases where required to protect 
accounts guaranteed as of audit date. 

. (i) All other accounts which in the opinion of the 
independent public accountant should be confirmed. 

Not.: Compliance with requirements for obtaining writ~ 
ten confirmation with respect to the above accounts shall 
be deemed to have been made if requests for confirmation 
have been mailed by the independent public accountant in 
an envelope bearing his own return address and second re~ 
quests are similarly mailed to those not replying to the first 
requests, together with such auditing procedures as may be 
necessary) provided, however) that with respect to customen t 
accounts closed since the last prior audit the accountant may 
use either positive or negative confirmation requestsj and it 
is further provided that with respect to periodic investment 
plana sponsored by member firms of a national securities ex· 
change, whose members are exempted from Rule 15c3-1 by 
paragraph (b) (2) thereof, the independent public account~ 

ant examining the financial statements of the originating 
member firm may omit direct written confirmation of such 
plan accounts with customers when, in his judgment, such 
procedures are not necessary, if (1) the onginating member 
finn does not receive or hold securities belonging to such 
plan accounts and does not receive or hold funds for such 
accounts, except the initial payment which is promptly trans
mitted to the custodian; (2) the custodian is a member firm 
of such nationa1 securities exchange and files certified reports 
complying with Rule 17a-5 in connection with which the 
customers' accounts are confinned by an independent public 
accountantj and (3) funds and securities held by.the cus
todian for each such customer's account are reconciled with 
the records of the originating member firm as of the date of 
the most recent audit of the custodian. 

(7) Obtain a written statement from the proprie
tor, partner (if a partnership) or officer (if a corpora
tion) as to the assets, liabilities, and accountabilities, 
contingent or otherwise, not recorded on the books 
of the respondent. 

(8) Verify the computation of the ratio of aggre
gate indebtedness to net capital at the audit date and 
review the procedures followed in making the periodic 
computations required under the provisions of Rule 
17a-3(a) (11). 

NOTE: PROVISIONS OF RULE 17a-s REQUIRE "'""TAT 
THE REPORTS OF CERTAIN BROKERS AND DE ~s 
BE AUDITED BY A CERTIFIED PUBLIC ACCOUNTANl OR 

PUBLIC ACCOUNTANT WHO SHALL BE IN FACT INDE

PENDENT. WITH RESPECT TO QUALIFICATIONS OF AC

COUNTANTS, ACCOUNTANT'S CERTIFICATE, OPINIONS TO 

BE EXPRESSED, AND EXCEPTIONS, PLEASE REFER TO 
RULE 17a-.5. 
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APPENDIX C 

NEW YORK STOCK EXCHANGE, INC .. ELEVEN \VALL STREET, 
Ncw York, N.Y., July 27, 1971. 

1\11'. IRVING )f. POLLACK, 
Division of Trading and Markct8, Securitics ancl Exchangc Commi88ion, 
Washington, D.C. 

DEAR )fR. POLLACK: We are in receipt of your June 25th letter regarding the 
"serious deficiencies in audits" which we mentioned in our letter to Chairman 
Casey regarding "unsafe and unsound practices of brol{er/dealers". We felt that 
ill reply it would be helpful to send a listing of some of the types of deficiencies 
we had in mind and then, if desired, our staff could meet with you and go over 
the dctails. The types of problems we referred to are: 

1. Item #3 of Rule 417.10 requires that the auditors verify securities in 
transfer and in transit betwecn the offices of the respondent. On occasions, the 
auditors have reported substantial amounts in transfer which they have not 
been able to confirm as valid pOSitions. However, the auditors do not necessarily 
report the aging of these unconfirmed items nor do they necessarily require 
reserves on these items. This also applies to inter-office and inter-company ac
counts which should normally zero out. 

2. Misciassification of customers partly secured accounts as bona fide cash 
accounts. 

3. Item #7 of Rule 417.10 requires the auditors to obtain a written statement 
as to the assets, liabilities, and accountabilities. contingent or otherwise, not 
recorded on the books of the respondent. On occasions, particularly in firms 
with operations problems. the auditors did not obtain such a written statement. 

4. On occasions "control stock". unregistered stock and other securities not 
readily marketahle were valued and no indicntioll given that they were not 
readily marketable. \Ve are concerned that securities "counts" do not really 
review the certificate for other than class and denomination, and that auditors 
accept I"ellreoentations of management as to marketability of capital and pro
prietary securities e,'en when some of these securities are otherwise legended. 

G. Item #5 of Rule 417.10 requires that the nuditors reconcile statements on 
bank accounts with the balances shown by the hooks of the member organiza
tion. \Ve belie,'c that in thc case of some inactive bank accounts these recon
ciliations have not been completed or that the reconciling items shown as of 
the audit date are not completely resolved. 

6. Item #8 of Rule 417.10 requires that the auditors verify the computation 
of the ratio of aggregate inclebtedness to net capital at the audit date. Considera
tion should be given to requiring the auditors to make the capitnl computation 
as at the audit date and to certify that computation. 

7. \Vith respect to comments on material inadequacies we have had instances 
of innocuously worded cOlllments relath'e to material inadequncies found to 
exist in the nccounting system which did not adequately disclose the condition 
which existed in the member organization. 'Ve have also experienced auditors 
filing with the Exchange the material inadequacy letter at a date significantly 
later than the date of the filing of the answer to the financial questionnaire. 

8. When an extension of time is requested for answering a financial question
naire, the auditors are requested to answer four specific questions. The answers 
which are given by the auditors in many cases are extremely vague and do not 
adequlltely !'esponrl to the questions. 

9. We have also had experiences where the auditors have felt that the firm 
was failing to meet the net capital requirements and the firm was disputing this 
fact. In cases, the auditors and the firm both failed to notify the Exchange when 
lt appeared that there was a capital violation. 

10. Auditors reconciliations of brokers correspondent omnibus accounts have 
not been treated as seriously as necessary. 

11. There have been some deficiencies in auditors checking of material entries 
occurring near -the audit where investigation would have shown parking and 
other deception, booking of income without related expense items and the like. 
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12. We sometimes question the role of auditors in accepting reserves estab
lished by management, or the influence of management on auditors in reserves 
established by auditors. 

The above are a few broad examples of some of the deficiencies; In addition, 
a review of the surprise feature of the audit requirements would be appropriate. 
More specific examples or specific illustrations of these items could be prepared. 
We would be pleased to attend, at your convenience, a meeting with the Chief 
Accountant and other members of the SEC staff. I would anticipate that the mem
bers of our staff who would participate in the meeting are Fred J. Stock, Jr., 
Assistant Vice President in the Department of Member Firms; Frederic 'W. 
Grannis, Chief Examiner; and George 'Beliakow, Assistant Chief Examiner. I 
have reviewed the vacation schedules ,of these three men and believe that the 
best time for a meeting would be during the early or middle part of August. 

Sincerely yours, 
ROBERT W. HAACK .. 

APPENDIX D 

SECURITIES AND EXCHANGE COMMISSION, 
WaShington. D.C. 

Hon. HARLEY O. STAGGERS, 
Clwirman, Committee on Interstate and Foreign Commerce, 
House of Representatives, 
Washington, D.O. 

DEAR MR. CHAm1fAN:' It is generally recognized that the securities industry 
has been faced with unprecedented' problems during the past three years, More 
than a dozen New York Stock Exchange member firms failed during the last 
eighteen months alone, and perhaps another seventy merged into or were ac
quired by other firms, ceased carrying customer accounts, or' gradually liqui
dated themselves, Failures also have occurred among the smaller brokers, who 
are members of a regional exchange or the NASD. We are, of course, deeply con
cerned by these events, as we know you are, and we are pleased to present our 
views on the questions raised in your letter. Both the facts and the issues are 
highly complex, but at the risk of over-simplifying, we shall try to be brief. 

Let me begin with the second question: "How have the broker-dealer firms 
which ha,ve recently gone into liquidation and bankruptcy gotten into 8uch 
difficultie8f" While various factors, particularly the quality of management, 
differed from firm to firm, in most cases the trouble was traceable to the paper
work ,tie-up of 1967-1968. The industry as a whole had not modernized and 
automated its procedures and equipment during the 1950's and early 1960's. This 
was due in part to the' fact that trading was forecasted to increase gradually, 
and in part to the widely prevalent partnership form of doing business with 
partners withdrawing profits as they were made, rather than reinvesting them 
as industrial corporations do. When the unexpected surge of trading volume 
came, brokers were unprepared to handle orders in a timely and accurate man
ner. Record keeping broke down and firms lost physical control over the stock 
certificates themselves. 'In the,course of the hearings conducted last year by the 
Subcommittee on Commerce and Finance of your Committee (House Report 
Serial No. 91-9 "Securities Market Agencies") the Commission presented a'pic
ture of this situation in some detail. 

At SOllle firms the operational crisis was so graye as to require liquidation. 
In most cases, hO\\'ever, back office problems did not prove fatal 'until they were 
combined with the unforeseen financial pressures which arose during the 1969-
1970 bear market. This decline in market prices and volume, while not as sudden 
us that of 1962, for example, was the most prolonged and persistent bear market 
sinre the nineteen thirties. At the beginning of ]969, both stock prices and 'vol
IlIl!!l stnrtl'd It gradual but sustained slide, which often created new difficulties 
for brokerage firms. A number of them had just expanded their plant-branch 
office,.; and transaction processing facilities--and were committed to a high level 
of overhead expenses. CommisSion income dropped significantly, as did income 
fl'Olll underwriting and other securities activities. At the same time, firms were 
forced to e:x:pend additional sums to resolve errors remaining from the operations . \ 

11-109--72----17 
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crisi~, such as old fnil-to-receive'items, and stock record' differences., Moreo\'cr, 
the financial condition' of most firms was further adversely affected 'by the Illilr
kelt value decline in firm trading and investment accounts and by the withdrawal 
of capital contributed by partners and subordinated lenders. l!'irms also lost'work
ing capital by the reduction in "customers' free credit balances and hy the 
inerell~ed reliance on non-monetary items to bolstJer their capital (e.g., subordi
nau·d demand notes and suhordinated accounts). 

Next, I would like to deal with your first and third questions together: "Hnve 
the rule.~ of the .~elf-regulntory grOU1J8 been effective in prevellting and cormet
'inl/ the di(ficult1C8?", and "Why have .'lome broker-dealer firms apparently been 
pcrmittetZ to operate aftet' they have gotten 'into s1teh ilijJiclIU finanewl contZ'i
tionf" Self-regulation should be strongest in the area of financial responsibility, 
because firms trading with each other are highly interdependent and all have a 
direct self-interest in ensuring that a trouuled fiNll does not pull the rest of 
them down with it. The industry generally has also been conscious of the need 
to prevent the financial difficulties of a broker from causing losses to its custom-
1'1'';. thereh)' u1Hlermining the pulllic confidence upon which the market~ reHt. 
However well the self-regulatory mechanism might be aule to cope with individ
unl firms in difficulty, it did not prove to be designed to handle industry-wide 
operational and financial ]lroblems of the magnitude experienced during the ]last 
three years. 

Although the ordinary business can continue to operate despite financial prob
lems. until it becomes insolvent or its liabilities exceed its assets, it h.'ls long 
been recognized that the customers of brokerage firms need to be protected by 
the application of higher fiscal standards. Pursuant to Congress~ollal authority. 
the Commis;;ion in H144 made effootive a net crupi tal ratio rule the purpose ot 
which WWfl to ensure that .'l broker had enough liquid capital to meet the ordi· 
nary needs of his business, and that he would be shut down, if in trouble, at a 
tin1l' when he would still have enough assets to cover the claims of his customers. 

At the time tIJe Commission's net capital rule was put into effect, the nIles of 
the exchange!> were more stringent that the Commission'S (for e:..~ample. the 
XYSE';; IlWXimUIlI permissi'ble liabilities to capita,l ratio was then 15: 1 rather 
than :W: 1 as under the Commission's rule), and so the Commission exempted 
members of the slleeifieu exchanges from the applicalbility of the Commission's 
rull'. Bxchange members WE're usually fairly large firms, but the Commission's 
rule had to be so framed as to permit small firms to enter and remain in business 
so long m; they did not endanger their oustomers. Since then, the Commission's 
mIl' has been tightened in interpretation and application, while those of most 
of the exchanges it now appears were relaxed, at least in the last several ~·ea,rs. 
Thil:l apPE'ars to have resulted from a concern on the Imrt of the exchanges with 
the difficulties which might be encountered in closing a large firm. The result 
has been to reverse the respective stringencies of the nIles as interpreted frol11 
that ohtaining originally, and today as interpreted and enforced by the Com
mission, the Commission's rule affords inve~toJ's the most protection. 

This reversal came abont gradually, for the most part. BefOi:e the recent 
financial 'problems came to the fore, there was arguably little practical di.fference 
between the Commission's and the Exchange rules. However, in 1969, as the 
result of the widespread financial difficulties of the member firms, the NYSE 
relaxed the interpretation and enforcement of its net capital rule in order to 
avoid placing a number of firms in violation. which might have had tpe effect of 
weakening public confidence in such firms and in the Exchange community. 

Because of its Special 'rrust ]'und, the Exchange felt ahle to adopt a "work
out" al1proach in a number of cases. whereby the firm was allowed to continue 
in ostensible compliance with the net capital rule while it attempted to brinl' 
its problems under control or until it reduced the size of its operations so that 
liquidation could he made more easily. Tn a Special Memhership Bulletin doter1 
October I, U)70. copy enclosed. entitled "Report on Self-Regulation", the NYSE 
explained its policy in these terms: 

"For example, in the case of three m'ajor member organizations. the Exchange 
found itself facing situations where normal application of rules could have 
mf'ont possible loss for many thousands of customers and potential chaos in the 
industry. 'l'hese firms. Dempsey-Tegeler & Co., Inc. McDonnell & Co., and Blair 
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'& ,Co" cnr~'ied a cOllluined total of some 165,000 cllstomer ,accounts. 'rheir Vallel:
work and capital problems were criticaL 

"'Vith each firm, the Exchange allowed continued operation under increased 
regulation, pending a scaling down of business and reduction of paperwork 
backlogs. '.rhe hove was a scaled-down firm would present It Illanageallle liqui
dation situation," 

Apart from the decision to follow this policy in the enforcement of its calli tal 
rule in at least certain instances, the NYSE as well as the other self-regulatory 
organizations did not have adequate and timely programs to detect and monitor 
either the operational or the financial problems of their memuers. Consequelltl~', 
by the time, the self-regulatory bollies became fully cognizant of the prolllplll8, 
they had spread to ~uch an extent that they could not be brought under control 
without the adoption of innovative uroad uased programs, We also llelieve the 
self-regulatory organizations frequently accepted the most optimistic progress 
estimates from their members who because of their overriding self interest to 
remain in husiness, failed to objectively assess their own difficulties. There also 
seems to have been a hOl)e that conditions would immediately improve with a 
sustained market upturn. Of course, when market conditions did not impr,n-e, 
the problems intensified, 

]!'or these and other reasons, the NYSE, the principal self-regulatory organi
zation, llid not foresee and plan the steps necessary to cause a number of finlls 
to correct their problems until their condition had deteriorated substantially. 
In many instances the ~YSE allowed and arranged mergers which brought trnn
uled firms together or combined a firm in a critical state with an ostensibly 
healthy one. In some cases these combinations were successful: in others they 
exacerbated existing problems. Moreover, there was some lack of contingeucy 
planning and a numher of failures were only averted through herculean efforts 
at the last minute. Nevertheless, the members of the New York Stock Exchange 
did "oluntarily expend in excess of $55 million of trust fundS to assist in the 
liquidation of troubled firms, in recognition of their obligation to protect the cns
tomers of such firms from losses. The Exchange has further agreed, at the urging 
of the Congress, to protect customers involved in certain pending member ti nil 
liquidations not presently covered by the Special Trust Fund. The Exchange has 
nlso obtained authority to assess its members up to $30,000,000 to cover COIl

tingent liabilities which may arise frolll the Goodbody situation and we under
stand that it proposes to increase the size of the Trust Fund hy $20.000.000. 
Members of other stock exchanges have also contributed to trust funds whieh 
are helping to meet customer losses and thus sustain investor confidence. 

You further ask: "What has been the Oommission's role 'in supervising the 
1vork of the self-rcgtt7.atory group8". For the past three years, we have been 
attempting to make the legislative patterns of self-regulation work in the secmi
ties industry through numerous actions. 'We believe it will be helpful to descrihe 
generally SOme of these activities. 

]!'rom our analysis of complaints 'about broker-dealers made to the Comlllis~i"n 
in early 1967, we came to the conclusion that the operations problems were more 
serious than were generally realized by the industry, Accordingly. we wrote to 
the teu firms which caused the greatest number of customer complaints, asking 
them what corrective measures they were taking about their apparent operatiolli'l 
})rohlems and whether we or the self-regulatory bodies might be of assista nee, 
In general, the firms indicated that their problems were of a "business" and 
temporary-nature, which tl!ey could handle, They not only opposed government 
intervention but expressed the view it would actually be h'armful. 

Our concern was also discussed with the self-regulatory bodies. and in August 
of 19H7, the exchanges curtailed trading hours for a short period. In the fall of 
1!)67 we received the first concrete indication that the operational situation was 
not improving, "'e were unable to obtain certain records from Pickard & Cn .. a 
NYSE member firm, and we notified the Exchange about our difficulty and our 
concern at the way the firm was being run. Several months later, when the Ex
change examined the condition of the firm, our concern was confirmed and the 
Exchange commenced to liquidate this firm with the aid of trust fund monies. 

In January 1968, the Commission wrote to the New York and American Stoel, 
Exchanges and the NASD, expressing concern about "accounting, record-keeping 
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and back office problems and their effect on prompt transfer and delivery of 
secnrities." We asked them exactly what steps they and their members were 
tnl,ing to deal with the problem, and what measures they were considering. The 
rp"ponses, at least in our view, underestimated the full' seriousness of the overall 
sit.uation and the need for steps in addition to just closing the exchanges early
H ~tep which was taken early in 1968. 

After numerous c-onferences between the Commission and the self-regulatory 
bodies, we instituted our own inquiry into operational conditions in the industry. 
We also solicited and obtained the NASD's participation in this activity. The 
purpose of th'is program was twofold: first, to obtain the necessary information 
on the conditions at all maj.or firms and second, to inspect the major firms to 
evaluate operational problems in a firsthand manner. 

In the summer of 1968, we recognized the neceSSity for a shorter trading 
week (in addition to shorter hours) when the NYSE had at first sought only 
to limit over-the-counter trading where fails were larger than in listed trading 
(hnt about 80 percent of such trading is conducted by member firms). We also 
in"i<;te(l that the self-regulatory agencies require that their members keep their 
ofil"e;; stnffed during the one day the market wns closed each week. ~'hat sallle 
lIlollth. we calle<l II Illeeting with Presit1ent~ of the exchanges and the NASD, at 
\yh;ch they were asked to consider the following measures: 

Bstablishment of a specific period of time within which broker-dealers must 
u""ompHsh deliveries of funds and securities to customers on trades. 

Establishment of an appropriate charge to capital for aged fails-to-deliver. 
:Making better use of existing clearance facilities for OTC transactions. 
Adoption of mandatory "buy-in" procedures. 
Establishment of requirements covering accounting and bookkeeping systems, 

and the number of back office personnel to be maintained by firms. 
_U vhe time of the meeting the Commission published a release (Secmities 

I~xt"hange Act Release No. 8335, copy enclosed) which expressed the Commis
sion's concern and expressly cautioned all brokers about their responSibilities 
['elated to books and recol'ds, financial responsibility, and the prompt delivery of 
securities and settlement of transactions. 

Where inquiries showed that adequate corrective action was not being taken, 
tlw Commission instituted both injunctive and administrative actions against 
spe<"ific broker-dealers for violation of Commission rules. The Commission also 
in(']uded as a matter of decision in administrative proceedings against firms with 
1J:1<'I{ office problems the issue of suspending the firm's registration pending com
pletion of the proceeding. The possibility of suspending a broker-dealer's regis
~rnlion was a strong 'l1lensnre. However, this was made necessary because the 
COlllmission believed it appropriate to consider whether a firm's operational 
problems were so substantial that its doors should be closed promptly. In one 
pnrticularly egregious case, the firm had lost control of its books and stock 
record differences reached the enormous totals of $473 million long (securities 
whose ownership could not be determined) and $220 million short (sccmities 
which could not be located). It continued to accept buSiness as usual, and 
planned a clean-up program (to research and reduce fails and differences) that 
displayed no sense of urgency. Although iJhe firm was put under certain opera
tional restrictions by the responsible self-regulatory organization, the restrictions 
were inadeqnate to deal with its problems. Accordingly, the Commission insti
tuted an administrative proceeding and thereby caused the firm immediately to 
employ the necesoory accounting help to clean up its records promptly, which 
it did. 

In July, 1968 we issued a release as a forceful reminder of the responsibilities 
of broker-dealers to tlleir customers wiiJh respect to delivering securities and 
ll10ney promptly and maintaining accurate and current records of their trans
aption:;;. This release (Securities Exchange Act Release No. 8363, copy enclosed) 
still expresses the Commission's policy on this subject: 

"The Commission also warns broker-dealers that it is a violation of applicable 
antifraud provisions for a broker-dealer to accept or execute any order for the 
purchase or sale of a security or' to induce or attempt to induce sllch purchase 
or ~ale, if he does not have the personnel and facilities to enable him to promptly 
I~xecute and consmnmate aU of his securities transactions." 
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In addition, after issuing the release, we wrote to the Presidents of the New 
York mid American Stock Exchanges and of the NASD, suggesting consideration 
of other measures that could be adopted to reduce volume and minimize fails, 
including prohibiting for an indefinite period of time all promotional activities 
and advertising designed to induce customers to engage in securities trans
actions. and the opening of any new offices or the employment of any new 
salesmen. 

At the Oommission's urging, the NASD announced that it was continuing a 
special examination of its members. Mandatory buy-in rules, urged by the Com
miSSion, were adopted by the NYSlD and Amex. We suggested to the NASD 
the adoption of a rule Ibarring a broker from trading a security where he had 
aged fails-to-deliver. This rule was made effective by the NASD. We also pro
posed and adopted an amendment to our own rules whereby a percentage of 
aged fails-to-deliver were charged to capital. Similar rules were adopted by the 
major exchanges at our request. 

In view of the situation. we were concerned when suggestions were made for 
resumption of full 5 day trading, and after consultation with the exchanges, this 
was postponed and then only allowed with shortened hOUl·S. ·We also continued 
to meet witlt the heads of the self-regulatory hodies in an effort to discuss addi
tional measures which would bring operational problems under better control. 

During 1969, the industry's financial prohlems emerged as its operational ones 
were receding. As was the case during the back office crunch the year before -the 
Commission spent a considerable amount of time working with the self-regulatory 
hodies in an effort to be kellt informed of the steps being taken and to encourage 
thcm to take necessary and appropriate regulatory and enforcement measures 
with respect to their members. One area of continual concern to us was the detec
tion of financial difficulties at a firm in time for them to be controlled and over
come: in the summer of 1969, we asked the New York Stock Exchange for a 
report on its program for checking on the financial condition of member firms. 

~'hroughont the summer, the situation appeared to deteriorate with the general 
market decline. and it became apparent to us that the programs of the self-regula
tory hodies were not fully adequate to detect or dpal with the prohlems. ·We again 
ill\'ited the major national and reg-ional t'x('hHng'('s Hllll the XASD to a meeting 
early in October, at which time we (li~cussed SUdl tOlJics :18 : 

lDxisting programs for obtaining information about financial and operational 
conditions on an overall industry as well as specifiC broker-dealer basis: 

The review and evaluation being made of such information and its utilization 
to project individual and industry-wide conditions; 

The sufficiency of the criteria currently used -to evaluate the condition of the 
industry and the adequacy of the flow and interchange of information among all 
reg-ulat.ory groups; and 

Programs for dealing with situations where serious financial or operational in
adequacies are disclosed. 

Neither that meeting, nor a following one later in the month. produced agree
ment as to an appropriate course of action. For example. our proposal for new 
financial reporting requirements, and the adoption of a financial questionnaire 
which would be used by the exchanges. was met "ith opposition. Among the ob
jections raised were the following: the existing self-regulatory reporting programs 
were adequate: the Commission was already receiving enough data about ex
change memhers; the report would be burdensome to firms. 

Because we were convinced of the need for action in this area, we called a 
meeting for November 19G9, at which time we again met with resistance with re
spect to our proposals for augmented timely industry-wide financial reporting. 
However, the NASD agreed that it would develop with us an appropriate finan
cial questionnaire and implement a reporting system applicable to all of its mem
hers, exchange and non-exchange alike. 1Ve also pursued individual programs with 
each of the major self-regulatory bodies and stepped up our own monitoring of in
dividual firms. 

In the course of reviewing the financial problems of specific firms, in the fall of 
19GO we discovered that the New York Stock Exchange was interpreting its net 
capital rule in a way which appeared inconsistent with the liquidity concept 
nnderlying the rule. Since the effect of these interpretations was to weaken the 
'protection to customers, early in 1970 we undertook a major inspection of the Ex-
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change's administration of its net capital rule. Both prior and subsequent to the 
formal inspection we had numerous discussions with the Exchange about the ap
plication of its rule, and we succeeded in reversing the Exchange's treatment of 
such items as insurance claims, restricted stock, reserves for stock differences, 
and aged dividends receivable. In each case, the effect of our continuing oversight 
was to strengthen the efficacy of the rule by decreasing or eliminating the capital 
credit given for such illiquid items. 

Because of the Commission's view that the financial condition of certain New 
York Stock IDxchange member firms was critical, in April 1970 the Commission 
called the Chairman and Vice Chairman of the New York Exchange (together with 
its top staff lIersonnel) to meet with the Commission and to review in detail the 
current condition of its members and the need for further measures. Subsequent 
to this meeting, the Chairman of the Commission met with the Board of Governors 
at the Exchange to reitera te the Commission's concern. 

The Board of Governors established a special committee both to monitor the 
financial condition of member firms and to determine what steps should be taken. 
The nH'llIhers of this committee, which included the Chairman and Vice Chairman 
of the Board, gave their fullest energies to preventing the collapse of several 
major firms which were in serious financial trouble, most notably Hayden, 
Stone, lncorporated and Goodbody & Co. 'l'hey constantly reviewed the firms 
bronght to their attention by the Exchange's monitoring program and they met 
with the management of such firms to recommend or direct measures to reduce 
operating losses and the exposure to customers. Without such attention, the 
situation would have been immeasurably worse. 

In July 1970, the Commission again Illet with Exchange officials to discuss 
the Exchange's responsibility to customers of failing firms, the adequacy of the 
Special Trust Fund, and the urgent need for broker-dealer insurance legislation. 

In addition, in .Tune 1970, in an effort to obtain more consistency in the prepa
ration of the required annual financial reports and the treatment of items in 
computing a firm's capital, we brought together at the Commission's offices repre
sentatives of the American Institute of Certified Public Accountants, the New 
York State Society of Certified Public Accountants together with representatives 
of the examiners offices of the major national securities exchanges. At this 
meeting we reviewed the theory underlying the net capital concept pointing out 
that its prinCipal objective was to test a brokerage firm's liquidity. We expressed 
our concern with respect to recent departures from this concept in connection 
with the treatment of a number of items including various error accounts and 
unsecured receivables. We urged all present to make every effort to attain uni
formity in this area consistent with the basic objective underlying the capital 
rule. 

Moreover, during the summer and fall of 1970, we made a number of concrete 
proposals for changes in the Exchange's net capital rule which would restore 
some of its potency and make it comparable in stringency to the Commission's 
rule. 

To bring our analysis of the Exchange's interpretation and administration 
of its financial responsibility rules up to date, in October 1970, we again con
ducted a broad inspection at the Exchange. These two inspections have involved 
hundreds of man hours of work in combing through and evaluating financial 
and operational reports, correspondence. minutes of meetings, and other docu
ments, in an effort to pinpoint any weaknesses in the Exchange's rules and pro
cedures. In addition, during the entire period we were briefed on a weekly and 
at times a daily, basis by Exchange officials. • 

Although we have focused our attention primarily on NYSE member firms 
because of their size and consequent importance to the industry, we have made 
strenuous efforts to keep ourselves informed on a current basis as to the financial 
condition of brokerage ·firms throughout the industry. We have had our staff in
spect hundreds of non-exchange member firms, using a financial/operational 
questionnaire devised to identify quickly the firm's key problems. These inspec
tions were coordinated with those by the NASD, which has also made surveys 
periodically at our request to ascertain the condition of its member firms. We 
have also been in touch with all of the major exchange~ on a frequent baSis to 
exchange information and discuss specific problems of mutual concern. 

When we ha~e identified a major firm as having severe financial problems, we 
have worked With ,the New York Stock Exchange and, in many cases with the 
firm itself, in an effort to have the problems brought under control pur~uant to a 
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deliberate program. Where customers' fuuds aud securities were eudaugered, 
we had ready the necessary court pleadings wllere major firms were iuYolved 
so that we could go into court promptly if the Exchange did not take adequate 
action to protect customers' funds and securities. On occasion we pressed the 
Exchange to commit its Special Trust Fund in various situations, and we went 
into court to protect the investors in those cases (First Devonshire, Robinsou, and. 
Plohn) where the Exchange did not do so. Where the firm was a member of 
another stocl~ exchange, we have rendered such assistance as was desired. For' 
example, we worked closely with the Pacific Coast Stock Exchange in two dif~ 
ferent brokerage failures, to get the POSE itself appointed as the liquidator, 
with excellent results for the firms' customers. 

We should also mention the unusually large volume of complaints which our 
staff has processed during the past three years. With extremely limited resources 
we have helped tens of thousands of customers straighten out their H<':cOllnts, 
obtain delivery of certificates, recover unpaid dividends and interest, etc. unfor
tunately, we were unable to be as helpful as we would have liked to be to com
plainants who were customers of firms now in liquidation, where the deliYery 
out of credit balances and securities were governed by court rules. 

l!'inally, we have rendered assistance to various Federal and state go,ern
mental bodies, and to court or Exchange appointed liquidators, in an effort t() 
resolve problems at troubled firms. As you know, we have also worked closely 
with Congress this past year in the drafting of the SIPC legislation and in 
trying to ensure that the members of your Committee were kept informed as 
to the gravity of the situation confronting the securities industry and its cus
tomers. When hearings commenced on the insurance legislation in April 1970, 
we strongly urged adoption of an insurance program for the protection of 
customers of securities firms. 

Finally, I will turn to your last question: "Is it time to consider whether the 
existing system Of self-regulation is adequate for the purposes intended?" Self 
regulation has come under severe stress in the last three years or so, particularly 
in the area of financial and operational regulation. In these areas substantial 
problemR and shortcomings have manifested themselves aR indicated in the 
earlier paragraphs of this letter. Some of these may have become more serious 
in the light of hindsight than they appeared to the self-regulators at the time. 
While there were deficiencies in addressing itself to the problems in a timely 
and strict enough manner, it must also be recognized that self-regulation was 
inhibited in this area by a natural reluctance to force the liquidation of firms, 
particularly large firms, with the unpalatable alternatives of serious losses t() 
customers or a heavy drain on industry funds. This problem was most acute 
among New York Stock Exchange member firms because of the high proportion 
of the business they handle and the sheer magnitude of some of the firms 
themselves. 

Enactment of the SIPC legislation, which we strongly urged, authorizes and 
calls for a major change in the existing situation. We foresee two principal 
consequences. In the first place, it will be possible for regulatory and self
regulatory authorities to become more vigorous in the enforcement of financial 
and operational regulations, because they need not hold their hand out of concern 
for existing customers of firms, thereby perpetuating situations which create 
a danger to future customers. The SIPC legislation in of itself will protect 
existing customers and, significantly, customers of all firms, not just exchange 
members. 1.'his implies that all should be subject to comparable regulation. It 
is also to be hoped that industry organizations will be impelled to take more 
effective action since almost all their members will have to pay assessments 
and the amount of these assessments will depend in considerable measure on 
their success, or lack of it, in spotting and avoiding problems. 

In the second place, the SIPC legislation potentially commits public funds 
to the protection of customers of securities firms. This clearly introduces a 
new dimension since regulatory authorities are now confronted with the addi
tional necessity of protecting the taxpayers money. In the consideration of 
this legislation the Congress made it clear that this will call for considerably 
more effective direct regulation by the Commission in financial and related 
areas. Specifically, the Commission is committed to adopting regulations con
cerning the securities of a customer's fully-paid securities and establishing 
reserves for a customer's fully-paid balances. 
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The experience of the past few years and the enactment of the SIPC bill 
obviously call for stronger regulation and empower and obligate the Commission 
to play an increasing part in the regulatory scheme. At the same time self
regulation should be asked to contribute whatever it can to the common effort. 

Sincerely, 
HUGH F. OWENS, Oommissioner. 

Enclosures. 
APPENDIX E 

(Securities Exchange Act, release No. 8024: Accounting Series release No. 107, 
Jan. 18, 10G7) 

NET CAPITAL REQUIREJlfENTS FOR BROKERS AND DEALERS-~NTERPRETATION AND 
GUIDE 

~'he Securities and Exchange Commission today released the following staff 
interpretation of, and guide to computations under. its "net capital" Rule 15c3-1 
under the Securities Exchange Act of 1934 (the "Act")! This material, which 
was prepared jointly by the Commission's Division of Trading and Markets (the 
"Division") and Office of Chief Accountant, is intended to assist brokers and 
dealers in complying with Rule 15c3-1. 

This release is divided into two parts. Part I explains the operation of Rule 
15c3-1, including the cxemptions therefrolll. and discusses the application of 
the rule \Yith respect to questions frequently presented to the Division for in
terpretation. Part II of this release consists of an example of the computation 
of "net capital" pursuant to Rule 15c3-1 made by a hypothetical broker-dealer, 
.and includes a detailed trial ualance work sheet with ell.,)lanatory notes. The 
work sheet is merely illustrative of the application of Rule 15c3-1. 

PAR'.r I 

A. INTRODUCTION 

Rule 15c3-1 was adopted to provide safeguards for puulic invcstors by setting 
standards of financial responsibility to be met by brokers and dealers: The basic 
concept of the rule is liquidity; its object being to require a broker or dealer to 
have at all times sufficient liquid assets to cover his current indebtedness: The 
applicability of the rule does not depend on whether or not a broker or dealer 
is required to be registered with the Commission, since the exemptive provisions 
of Section 15 (a) (1) of the Act provide exemptions only from the registration 
requirements of that section, and not from other applicable proviSions of the Act 
or the rules and regulations. 

Rule 15c3-1 is made up of three parts: a statement of the minimum standards 
of liquidity to be maintained by brokers or dealers:' provisions for exemption 
from the rule for certain brokers or dealers; • and definitions of terms for the 
purpose of determining liquidity under the rule." Each part will be discussed 
separately. 

1 All references to Rule 15c3-1 are to the rule as currently amended (see Securities 
Exchange Act Release No. 7611. dated May 26, '1965). The text of the amended rule. 
including an explanation of the effective dates of the amended provisions thereof, is set out 
in the Appendix hereto. 

2 The rule was artopted under section 15(c) (3) which in effect prohibits any broker or 
dealer from using the malls or inteI'state fac!l!ties to effect, induce or attempt to induce 
any over-the-counter transaction In a nonexempted security in contravention of rules or 
regulations prescribed by the Commission as necessary or appropriate In the [)ublic Interest 
or for the protection of Investors to provide safeguards with resI>ect to financial responsi
bility of brokers and dealers . 

• The need for such liquidity has long been recognized as vital to the public interest aad 
for the protection of investors. As early as 1942, the Commission stated, "Customers do 
not open accounts with a broker relying on suit. judgment and execution to collect their 
claims-they are opened in the belief that a customer can, on reasonable demand, Jlquldate 
hi. ca.h or securities position." G-II!/ D. lIlarianette, 11 S.E.C. 967. 970-7l. 

'Paragraph (a) of the rule. (All paragraph references in the footnotes are to Rule 
15c:J-l.) 

• Paragraph (b) . 
• Paragraph (c). 
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B. GENERAL REQUmEMENTS AS TO NET CAPITAL RATIO AND MINIMUM XET CAPITAL 

The rule prohibits a broker or dealer from permitting his "aggregate indebted
ness" from exceeding 2,000 percent of his "net capital," as those terms are de
fined in paragraphs (c) (1) and (c) (2) of the Rule: This has often been referred 
to as ,·the twenty-to-one rule." 

In addition, every broker or dealer subject to the rule is required to have and 
maintain a minimum "net capital" of $5,000." However, the rule permits a mini
mum "net capital" of only $2.500 for a broker or dealer meeting the following 
conditions: (i) his dealer transactions (as principal for his own account) are 
limite(l to the purchase, sale and redemption of redeemable shares'of registered 
im'estment companies (mutual funds) ; (ii) his transactions as broker (agent) 
are limited to the sale and redemption of mutual funds. the solicitation of share 
accounts for certain insured savings and loan associations. and the sale of 
se~urities for the account of a customer to obtain funds for immediate rein
yc'stmellt ill mutual funds: and (iii) he promptly transmits all funds and de
livers all securities received in connection with his activities as a broker or 
dealer, and does not otherwise hold funds or securities for, or owe money or se
curities to. customers.· In this connection. the rule provides i. that a sole pro
prietor broker or dealer who otherwise qualifies for the reduced minimum "net 
capital" requirement of $2.500 may also effect occasional transactions in other 
securities for his own personal account with or through another registered 
broker-dealer without having to maintain a minimum "net capital" of more than 
$2.500 (unless. of course, additional "net capital" is needed to comply with the 
ratio requirement)." 

C. EXEMPTIONS FROM THE RULE 

An exemption from the rule is available for a brol,;er who is also licensed 
as an insurance agent, whose securities business is limited to selling variable 
annuity contracts as agent for the issuer, who promptly transmits 12 all funds 
and delivers all variable annuity c'ontracts, and who does not otherwise hold 
funds or securiti(>f; for, or owe money or securities to. cnstomers: and only if the 
issuer files with the Commission a satisfactory undertaking that it assumes 
ref;llonsibility for all valid claims arising out of the securities activities of the 
agent." The rule also provides that this exemption will not be 10f;t to a person con
ducting Sllclllimited t.vpe of brokerage business as a sole prOlJrietor simply becnuse 
II(> c'lTects occasional trn nsactions in other securities for his own l)ersonal account 
with or through another registered broker-dealer. 

An E'xellll)tion from the rule is also provided for members in good st:mding 
and snhject to specific capital requirements of the American, Boston. :\:[i(lwest, 
New York, Pacific Coast. Philadelphia-Baltimore-Washington and Pittsburgh 
Stock Exchanges." ~'he Commission has reviewed the rules. settled practices 
and applicable regulatory procedures of those securities exchanges and deems 
thelll to impose requirements more comprehensive than those of Rule 15c3-1. 
However. this exemption is not available to a member of any such exchange if 
he is not subject to the capital requirements of the exchange: and a suspended 
member of anr such exchange would become subject to Rule 15c3-1. and would 
have to bc in compliance therewith, immediately upon snch suspension.'5 

~'he rule further provides that the Commission ma~·. npon written application, 
exempt from the rule, either unconditionally or on specified terms and conditions, 

7 Paragrnph (a) (1). 
S Pnrngoraph (a) (2). 
• A hroker or dealer must comply with both requirements: he must maintain a minimum 

"net cnpltal" of at leaRt $5,000 (or $2.500 if applicahle), and such "net capital" mav not 
be leRR thnn 'hoth of the amount of hiR "agogregonte indebtedness." Thus. depending upon the 
amount of n broker or dealer's "agogregate indebtedness," his required "net capital" could 
be conRidel'nhlr goren tel' thnn the specified minimum. 

10 Parngraph (a) (2) (A). 
u Such 11. sole proprietor broker or denIer should he aware. however. that alI such trans

actions, whether he conRidcrs them to he part of hiR business or for his personal account, 
must he reRected in hiR hooks nnel recorilR in accordance with Rule 17a-3: ImcI that securi
tie, "0 hel'l are treaterl for "net p"pltal" flUl'pOReR :lR IlroYllled in Rule 15e:l-1. (Sce also 
th" }:(ll)Hl'nte di~(,lls:-.ion. infl'o, with rC"ippct to F;olp-propl'iptol' bl"(1ker-denl~rs ) 

"The term "promJ)tl~' trnnsIllits" is imterpreted to mean ns soon as reasonably possible, 
but not Inter thnn four business days after reech'lng the funds. 

13 Pnragornph (h) (1). 
" Parllgornph (b) (2). 
'" See Slr(flUl Investment Co., Exchange Act release :\0. 6705 (1961). 
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a broker or dealer who satisfies the Commission that because of (i) the special 
nature of his business, (ii) his financial position, and (iii) the safeguards he 
has established for the protection of customers' funds and securities, it is not 
necessn ry in the public interest or for the protection of investors to subject 
the particular broker or dealer to the provisions of the rule.' • This provision is 
strictl~· construed; it is not intended to afford an exemption to any particular 
class or category of brokers or dealers. Only a brolwr or dealer who has substan
tial net ,,'orth and who, because of the special nature of his business, has safe
guards for the protection of customers' funds and securities should apply for 
this exemption. A broker or dealer should not apply tor this ememption simply 
because he is having difficulty in raising the necessary capital. Any application 
for this exemption should contain detailed information demonstrating that the 
applicant can meet all the conditions mentioned above, so that the matter may 
ordinaril~' be considered on the basis of the information contained in such 
.n pplica tion. 

D. DEFINITIONS 

1. "AGGREGATE INDEBTEDNESS" 
(a) General 

As defined in the rule,'? "aggregate indebtedness" is the total money Zia,badtles 
(except those specifically excluded as indicated below) of a broker or dealer 

arising in connection with any transaction whatsoever, including, among other 
things, money borrowed, customers' free credit balances, credit halances in 
customers' accounts having Rhort positions in securities. and equities in eus
tOllH'rS' comlllodities futures accounts. 

A broker or dealer which is also engaged in some other business in addition 
to its business as a lJroker or dealer llluSt include the money liahilities of such 
other husiness in its "aggregate indebtedness." For example, where a broker
dealer also sells life insurance and accepts payments of premiums that nre 
deposited in a special account pending transmission to the insurance company 
or retnrn to the applicant, the premium represents a liability of the broker
dealer during the timp the funds are in its possession. and therefore should lJe 
included in "aggregate indebtedness." i' In fact. where two partners have exactly 
the same interest in two partnerships, one partnership conducting a securities 
business and the other conducting another business, the liabilities and assets of 
hoth partnerships should be taken into consideration in determining whether 
the broker or dealer is in compliance with the "net capital" reqUirements. 

However, not aU liabilities of a broker or dealer are taken into account in 
determining his "aggregate indebtedness"; certain items are specifically ex
cluded. as discussed below.'· 
(b) Emclnsions trom "Aggregate Indebtedness" 

(1) Collateralized Indebtedness 
The rule specifically exccludes from "aggregate indebtedness" any indebted

ness adequately collateralized 20 by securities (including exempted securities 21) 
or spot commodities owned by the broker or dealer." In this connection, since 

,. Paragraph (b) (3). 
l? Paragraph (c) (1). 
,. Thp 'Iuestion of whether the assets of such other business may be Included In "net 

capital" depends on the nature of such assets. (See discussion of "net capital." infra.) 
,. "Aggregate indebtedness" is not a factor in the computation of "net capital"; it is 

merel~' one element in computing the "twenty to one" ratio, Therefore, while certain 
liabilities are specifically excluded from the definition of "aggregate Indebtedness," they 
are not ordinarily excluded from total l!ab!1lties for the purposes of computing "net 
capital" under paragraph (c) (2) . 

•• Paragraph (c) (6) provides that Indehtedness shall be deemed to be "adequately 
collaterlz4'd," wIlen the difference between the amount of the indebtedness and the market 
value of the collflteral is sufficient to make the loan acceptable aR a fully secured loan to 
bauks regularly making comparable loans to brokers or dealers in the community. 

n However, as to exempted securltles, the exclnslon applies only to IndelJtedness arising 
from loans where exempted securities are given as collateral; not to Indebtedness arising 
out of the fallure to receive exempted securities, Securities "failed to receive" are dis
cussed In the text. Th~ term "exempted securities" Is defined in paragraph (c) (3) to mean 
thosp securities specifically defined as "exempted Aecnritles" in Section 3 (a),(12) of the Act. 

.. Paragraphs (c){l){A), (c)(.l) (B) and (c) (1) (E). 
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time deposit certificates of a banTc are securities within the meaning 'Of Sec
tion 3(a) (10) 'Of the Act, bank l'Oans adequately c'Ollateralized by such certi
ficates 'Owned by the br'Oker 'Or dealer may 'Ordinarily be excluded fr'Om "aggre
gate indebtedness." 23 

Fixed liabilities which are adequately secured by real estate or any 'Other 
asset which is not included in the c'Omputation 'Of "net capit-'ll" under para
graph (c) (2) 'Of the rule 2lo are als'O excluded from "aggregate indebtedness."" 

(2) Securities Loaned and Securities Falled To Receive 
Am'Ounts payable against securities loaned which securities are 'Owned by 

the br'Oker 'Or dealer are excluded from "agg'regate indebtedness." '" Also, 
am'Ounts payable against securities "failed to receive" which were purchased 
for the account 'Of, and have not been sold by, the broker 'Or dealer are excluded 
from "aggregate indebtedness." 2'1 Except f'Or these tw'O exclusi'Ons, the am'Ouuts 
payable against other securities loaned and securities "failed t'O receive" are 
specifically included in "aggregate indebtedness." 

(8) Contractttal Commitments:S 
The rule als'O excludes from "aggregate indebtedness" liabilities 'On 'Open 

contractual commitments,'" This exclusi'On is intended generally to apply to lia
bilities in c'Onnection with firm c'Ommitment underwriting contracts, because 
in c'Omputing "net capital" any securities positi'On contemplated by a firm com
mitment underwriting contract would be subject t'O a deduction fr'Om "net 
worth" based on the market value 'Of the securities." Therefore, it is not con
sidered necessary to require a br'Oker-dealer t'O maintain additi'Onal "net capital" 
under the "twenty t'O 'One rule" to carry that commitment. 

In addition, since a traditional "best-efforts" underwriting 'Ordinarily imposes 
no obligati'On 'On a broker-dealer to pay for the securities being 'Offered until 
certa in events 'Occur (e.g., the sale of the security) the broker-dealer dOM n'Ot 
'Ordinarily incur a liability t'O pay f'Or such securities f'Or purp'Oses 'Of c'Omputing 
his "aggregate indebtedness" until such time as he is under a legally binding 
obligation to pay funds t'O the issuer ('Or t'O the managing underwriter).31 H'Ow
ever, if the br'Oker-dealer receives advances fr'Om the issuer (e.g., f'Or expenses) 
in connecti'On with a best-efl'orts underwriting, any liability 'Of the br'Oker-dealer 
to return the unexpended p'Orti'On of such advances is not excluded from "aggre
gate indebtedness." 

(4) SnUsfactol'ily Subordinated Debt; Amounts Segregated under the 
Commodity E[(Jchange Act 

Other items specifically excluded fr'Om "aggregate indebtedness" are: indebted
ness subordinated to the claims 'Of general creditors pursuant t'O a "satisfactory 
subordinati'On agreement" so (h'Owever, any interest on such Ratisfadorily sub
nrdinated debt. whether in Drrears 'Or currently due, should be included in 
"aggregate indebtedness" unless the debt arising from failure to pay the interest 
Is als'O subordinated under the sub'Ordination agreement) ; and amounts segre
gated in acc'Ordance with the C'Omm'Odity Exchange Act and the rules and 
regulations thereunder." 

~'Thp trpntmpnt of tlmp deposit certificates for purpo~es of computing "nct capital" Is 
dl~ruqspd in footnot~ 49. infra . 

.. Para gora ph (c) (2) e"pludes from the computation of "net capita]" fi,{pd ""sets nnd 
aSRetR which are not rpnd1J~' convPrtlble Into caSh. inc1udlng, among other things, r(,81 
estate. furniture a.nd fixtureR. etc. (This is discussed separately In the section dealing with 
tllp ileflnitlon of "net capital.") 

"" Paragorltph (c) (1) (G). 
"Paragornph (c) (1) (C) . 
., Paragraph (c)(1 )(D) . 
.. This term Is defineilln paragraph (c) (5). (See also footnote 52, infra.) 
.. Pnralrrnph (c) (1) (H). 
'" See discussion under "Haircuts," infra . 
." Ree I1we'tment Banker .• of America., Inc .. Exchange Act relea~e No~. 6886 (AUIr"Rt 111. 

lflfl2) ani! 6flfl4 (.January 21, 1963), See alRo discuRsion under "Other Excludable Items," 
in fm. wi th respect to funds held by a brOker-dealer as agent or trustee. 

"'rile term "satisfactory suoordlnatlon agreemen.t," which Is defined In paragraph 
(c) (7) of the rule, is dlscnssed separately, infra. 

a:: Tit. 17, ch. I, Code of Federal Regulations ("CFR"). 
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(5) Other Exclu.dable Items 
(i) Fu.nds held as Agent or Trustee; Escrow Accounts.-Questions have fre

quently arisen as to whether funds held either (1) in a separate account 'by a 
broker-dealer as agent or trustee, or (2) in an escrow account by a bank, pursu
ant to Uule 15c2-4 of the Act," are part of "aggregate indeutedness." 'Vhere 
funds are held in a separate bank account by a broker·dealer as agent or trustee, 
the amount due to the i~suer or the purchasing customers is an obligation of the 
broker-Ilealer which must be considered as part of his "aggregate indebtedness." 
If, on the other hand. the funds are promptly transmitted to an escrow ballk 
under an agreement which contains the provisions contemplated by Rule 15c2-4 
that the funds will be transmitted direeUy to the persons entitled thereto at the 
appropriate time. and the broker-dealer has no control over such funds, the 
funds held uy the escrow bank are not treated as part of "aggregate in
debtedness." 

(ii) Contingent Liabilities.-Questions also arise occasionally with respect to 
whether various items of contingent liabilities are to be included in "aggregate 
indebtedness." Where a judgment has been rendered against a broker or den lei', 
the amount of the judgment would have to be included in "aggregate indebted
ness" even though an appeal from that judgment may be pendillg.'" Whether 
claims which have not been reduced to judgment are to be included in "aggregate 
indebtedlles~" would depend on the particular facts. No general rule can be 
given that would be applicable to all cases. Accordingly, situations involving 
contingent liabilities should be presented to the Division for consideration on 
the lmsis of the facts in the particular case. 

2. "NET OAPITAL" 
(a) General 

The "net capital" of a broker or dealer is essentially his adjusted "net worth." 
As defined in the rule," it is the excess of his total assets over his total liauil
ities," adjusted by adding unrealized profits (or deducting unrealized losses) in 
the accounts of the hroker or dealer, or if such broker or denier is a partnership. 
by adding the equities (or deducting the deficits) ill the accounts of partners."" 

As pointed out in the introductory material, the principal purpose of the rule 
is to reQuire that the capital position of a hroker or dealer will always be suf
ficientl~' liQuid to cover his current indehtedne~s, in order to be able at all times 
to proll1ptly meet the demands of customers. Therefore, the rule provides that 
certain assets not readily convertible into cash, although saleable by negotiation, 
are excluded from "net capital" even though such assets are a part of "net 
worth." Also, certain other assets, although liquid, are valued at less than their 
market value in order to provide a cushion for market fluctuations. (The re
quired percentage deductions from "net worth" for those assets are referred to 
as "haircuts." These are discussed separately.)'· 

.. Rulc 15c2-4 requires. in efl'eet, that where a broker or dealer pnrtlcipate~ In the 
distribution of "ecuritles on any basis other than a firm·commitment underwrltlnjr, any 
money received for such securities on any basis where.hy payment is not to be made to the 
person on whose behalf the distribution IR being made until some further event or con
tlnjrellcy occurs must be (A) ),}rom)'}t1y dpposited In a separate bnnk nccount, as agent or 
trustee for the persoll's who have the beneficial interestR therein, and ),}romptly transmitted 
or r<'turnN) to Ruch )'}erE>ons upon the occurrence of the appropriate event 01' contlnjrcncy, or 
(E) promptly transmitted to a bank which has ajrreed In writing to hold such funds In 
escrow for the persons havinjr beneficial Interests therein and to transmit or return such 
tund" to such persons when the appropriate event or contlnjrcncy occurs. 

IG Anv claim for Indemnltv that such broker or dealer might have would not be con· 
sidered' to he an nRset readily' convertlhle into cash for purposes of computing "net ca.pltal." 

"" Paragraph (c) (2) . 
• 7 AR noted earlier, lIahllltles which nre excluded from the definition of "nggregnte 

IndchtednesR" ar" Includ,ed In total Ilablllties for the purpoRe of computing "net capital." 
38 ".Account~ of partners" are defined in paragraph (c) (4) as the account" of partn!'rs 

who have agreed In writing that the equities in such accounts maintained with such part· 
nershlp shnll be Included as partnership property . 

.. Pnragraph (c) (2.) also contains provlRlons exclml\ng Ilabllities in conmection with 
"satiRfactory subordlnntlon agreements" when computing "net capital," nnd relating to 
the trNltmcnt of lIahillties of sole proprlctor·broker·nealers where RIlCh lIabilitle. were 
not Incllrred In the course of businesR as n broker Or nenler. TheRe ",III he (lIRcIlRRer) infra 
In thoRe Rp.cnions dealing se),}arately with "sole proprletor·broker·denlers" and "satisfactory 
subordlnntion ngreemen ts." 
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(b) Fia:ed and Other Assets not Readily Oonvertible into Oash 
In computing "net capital," a broker or dealer must deduct from his "net 

worth" all fixed assets and all other assets not readily convertible into cash, 
to the extent that such assets do not constitute bona fide collateral for actual 
bona fide indebtedness." The rule contains specific examples <1 of some of the 
assets which for purposes of computing "net capital" are considered as not 
readily convertible into cash, including: real estate; furniture and fixtures; 
exchange memberships; prepaid rent, insurance and expenses; good will; orga
nization expenses; deficits in customers' accounts, except in bona fide cash 
accounts within the meaning of Section 4(c) of Regulation T of the Board of 
Governors of the Federal Reserve System;" all unsecured advances and loans; 
and customers' unsecured notes and accounts. Thus, unsecured insurance 
accounts receivable of a broker-dealer also engaged in the insurance business 
would be deducted from "net worth" in computing "net capital." Similarly, a 
broker-dealer's earned commissions receivable, being generally unsecured, would 
also be excluded from "net capital."" 

Of course, the specific exclusion from "net capital" of unsecured loans and 
advances and of customers' unsecured notes and accounts does not mean that 
cvery sccured loan, advance, note or account is included as part of a broker
dealer's "net capita1." A secured receivable may be excluded from "net capital" 
if, because of the nature of the collateral or for some other reason, the broker
dealer cannot demonstrate that the account is readily convertible into cash." 
For example, advances made by a broker-dealer to his sales representatives 
against their commissions to be earned upon monthly payments by planholders 
of contractual plans for the accumulation of shares of a mutual fund are excluded 
from "net capital" (on the basis that they are not adequately secured), even 
though the sales representatives signed loan agreements providing (1) that the 
nmounts owed by them are payable on demand. and (2) that the broker-dealer 
has liens on all commissions due and to become due to such sales representatives 
until the indebtedness is satisfied. In addition. notes receivable secured by 
titles on house trailers, by insurance premium finance contracts, and by second 
mortgag-e~ or seconel deeds of trust are <'xcluded from a hroker-r1ea'ler'~ "net 
capital" nnleRs the hroker-dealer is able to furnish convincing evidence to demon
strate that the notes are readily convertible into cash (Le., that there is a ready 
market for the securities-notes).'" 

Securities for which there is no independent market,'" and securities which 
cannot be publicly offered and Rold by the broker or dealer because of contractual 
arrangements or other restrictions. also fall within the category of assets which 
are not readily convertible into cash, and are given no value when computing 
"net capitn1." Tn thi~ connection. the Commi~~ion heli!. in Whitnel!-Phoenia: 00., 
lnc .. :m S.E.C. 245 (H)59), thnt securities which can he publicly offered or sold 
by the broker or dealer only after registration under the Securities Act of 1933 
or pursuant to some exemption under Section 3(b) of that Act should be given 
no value for "net capital" purposes until such securities have been effectively 

.0 Whpre aililitionnl pollaternl I~ u~ptl to ~ecure the indehterlnesg. It would be up to the 
hroker-ilPlller to prove the extent to which the nssets not readily convertible into cash are 
collnternl for thp Indphtl'dne~s. 

41 Parnc:rflph I c) (2) IE) . 
.. J2 e.F.R. 2204 (c). 
"For exnmplf'. Romf' dl'nlf'rs Rell Rllarp~ of n mnhtnl fnntl pnr8nant to a pr()gram whereby 

the customers makp thf'lr check~ pnynhle to a custodln,n bank which. (1) acts us agent for 
the variou9 partif'R in effecting' the sale of such s'hare~. (2) confirms the transactions to the 
customp~. nnd 1:1) pprlod,icnlly forwards to the ilpnler the commissions tlne him. Untler 
those clrcnmstance~. tile commi!',,;on~ tlup the ilealpr, hut not yet forwartled hy the bank, 
nre treatf'iI 11;~ an nnsecured acconnt which ~,honlrl he dedncted from the dealer's "net 
worth" (Howevf'r. if a ilenler can submit an uneQuivocal written statpment from a 
cn~odlnn IJO.nk that the sums due the tlf'aler are paynhle on tlemanil. euch receivables 
wonld not he tlerlnctf'tl from "nct worth" when computiug that dealer's "net capital.") 

" Ref' footuote 40 . . <lIprn. 
"If It can hI' ilpmonstrnted thnt therp Is such a mnrkpt for the notes. then instpad of the 

pxcln~iou nndPr clanse IR) of parng'rnph (c) (2) for the nmount of the receivahle. there 
wonlrl he a "hn,lrcnt" npnlled tl' the market vnlne of the secnrity (the note) In accordance 
with tIll' provi~ion9 of clnn~e Ie) of that parag'raph. (See discussion of "haircuts." infra.) 

,. Sec SFJC Y. C. 11. A /)rrr/Inm d' Co .• bIG., 186 F. SUPP. 19 (S.D.N.Y. 1960) : Pioneer 
Enterprises, Inc.,:l6 S.Re. 19f1, 207 (,1,9S5). 



262 

registered or there has been compliance with an appropriate exemption under 
Section 3 (b)." 

Other examples of assets ordinarily considered to be assets not readily converti
ble into cash include a "good faith" deposit by a broker-dealer in connection 
with a bid for exempted or non-exempted securities; a cash deposit in lieu of, 
or as security for, statutory or other required bonds of a broker-dealer; oil 
royalties (unless it can be demonstrated that there is a ready market for such 
oil royalties) ; a bank account in which a sole-proprietor broker-dealer is a joint 
tenant; and the cash surrender value of a life insurance policy, unless such cash 
surrender value and the face amount of such policy are payable (1) to the 
estate of a sole-proprietor broker-dealer, or (2) to the broker-dealer, if a partner
ship or corporation. 

Questions have been raised as to how to treat deposits in savings and loan 
associations which are ordinarily considered to be securities in the form of 
shares in the association. Generally, if such deposits are in a solvent, federally 
insured savings and loan association and the broker-dealer can furnish assur
ances to the Division that the particular federally insured association has been 
paying such deposits on demand, such depOSits may be treated for "net capital" 
purposes as though they were cash in a bank. 
(c) "Haircuts" 

In computing "net capital," the rule requires deductions from "net worth" of 
certain specified percentages of the market values of marketable securities and 
future commodity contracts, long and short, in the capital and proprietary 
accounts of the broker or dealer, and in the "accounts of partners." (These de
ductions are generally referred to in the industry as "haircuts.") It also requires 
a deduction with respect to total long or total short futures contracts in each 
commodity carried for all customers.'· The purpose of these deductions from 
"net worth," is to provide a margin of safety against losses incurred by a broker 
or dealer as a result of market fluctuations in the prices of such securities or 
future commodity contracts. 

(1) "Haircuts" for Marketable Securities 
The amount of the "haircut" required with respect to marketable securities 

depends on the nature of the particular security, as follows: (1) in the case of 
a non-convertible debt security having a fixed interest rate and a fixed maturity 
date, and which is not in default, the "haircut" ranges between 5 and 30 per
cent, depending on the percentage by which the market value is less than the 
face value of such security (2) in the case of cumulative, non-convertible, 
preferred stock not in arrears as to dividends and ranking prior to all other 
classes of stock of the same issuer the 'haircut" is 20 percent of market value; 
and (3) in the case of all other marketable securities, the "haircut" is 30 per
cent of market value." 

The above "haircuts" are also applicable to securities loaned to a broker or 
dealer pursuant to a "satisfactory sulJOrdination agreement," 60 and to other 
marketable securities owned by a broker or dealer which he has pledged as col
lateral to secure his indebtedness to another. However, no "haircut" need be 
taken with respect to securities which belong to a person other than the broker 
or dealer and which are in his possession as collateral for an indebtedness to 

"However, as dlscu!'1sed earlier, where any of the securIties dIscussed above are In fact 
pledged as bona jld6 collateral to secure a bona fide Indebtedness, the amount to he rlerlucterl 
from "net worth" in computing "net capital" Is the dHl'erence between the book value of 
such securIties and the amounrt of the Indebtedness actually ~cured thereby. See footnote 
41. slIpra. (In such a sItuation the borrower would ordInarily be expected to tell the lender 
of re~trlctions on their sale.) 

•• Clauses IC) and (E) of paragraph (c) (2) In the case of securities, and clauses (D) 
and (F) In the case of future commodIty contruots . 

•• SllhrlallRes (I), (II) nnd (III) of paragrnph (c) (!l) (e). A negotinhle time certltlcnte of 
deposit Issued by a bank Is considered to be a debt security, and If there Is a rea,ly, Inde
pendent market for such security, and If It Is not In default, It Is subject to the "haircut" 
required by subclause (i). A nonnegotiable time certificate of deposIt would ordinarily be 
treated as an asset not rearlily conve'rtlhle Into cllJSh, but If the broker-dealer can demon
strate that the bank will pay the certlflcnte on demand before maturity In the particular 
substantial value. depending on all the surrounrllng circumstances in the particulnr case. 

60 See footnote 58, infra, and related textual discussion. 
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such broker or dealer. Also, the rule provides In that no "haircut" need by taken 
with respect to the following: (i) a security which is convertible into or ex
changeable for other securities within a period of 30 days, subject to no condi
tions other than the payment of money, if the other securities into which such 
security is convertible, or for which it is exchangeable, are short in the accounts 
of such broker or dealer or in the "accounts of partners"; or (ii) a security 
which has been called for redemption and which is redeemable within 90 days. 
However, this latter exemption is not ordinarily available for redeemable in
vestment company shares for two reasons: first, because they are not "called 
for redemption"; and second, even though they may be redeemable within 90 
days, their redemption value is subject to fiuctuation with changes in the market 
value of the portfolio securities held by the investment companies. 

The rule applies the above "haircut" provisions to securities positions contem
plated by open contractual commitments:' In this connection, a firm commitment 
underwriting is a contractual commitment, and the required "haircut" is applied 
to the net long pOSition contemplated by the commitment. This "haircut" is appli
cable even though there is no public market for the security until after the offer
ing begins. (If, however, no market has developed for the security after the 
offering has begun, and the underwriter has a position in the security, consider
ation would then have to be given to whether the securities should be given no 
value as assets not readily convertible into cash.) As the underwriter sells shares 
to customers, the number of shares which he is obligated to take down decreases, 
and the "haircut" is reduced pro tanto." However, the rule provides that no "hair
cut" shall apply to "exempted securities" as defined in Section 3 (a) (12) of the 
Act." 

(2) "Haircut8" tor Future8 Commodity Contract8 
The rule requires that "haircuts" also be taken with respect to future com

modity contracts, as follows: a "haircut" of 30 percent with respect to the market 
value of all long and all short future commodity contracts (other than those con
tracts representing sprea'ds or !3traddles in the same commodity and those con
tracts offsetting or hedging any "spot" commodity positions) carried in the capi
tal, proprietary or other accounts of the broker or dealer, and if a partnership, 
in the "accounts of partners"; and a "haircut" of 1% percent with respect to the 
total long or total short futures contracts in each commodity, whichever is 
greater, carried for all customers. 

3. SUBORDINATED DEBTS; "SATISFACTORY SUBORDINATION AGREEMENT"" 

It was previously pOinted out that indebtedness subordinated to the claims of 
general creditors pursuant to a "satisfactory subordination agreement" is ex
cluded from "aggregate indebtedness,"" and from total liabilities in the compu
tation of "net capital." 07 The combined effect of these exclusions is to treat such 

61 Paragraph (c) (2) (e). 
M Paragraph (c) (2) (E). 'rhe term "contractual commitments" is defined In p:ungrnph 

(c) (5) to include underwriting, when-Issued, when-distributed and delayed delh'ery con
tracts; endorsement of puts and calle; commitments In foreign currencies; and spot 
(cash) commodities contracts; but does not Include uncleared regular way purchases aad 
sales of securities 81ld contracts in commodities futures. 

53 In a "rights" offering where the underwriter has a firm commitment to take down the 
unsubscribed portion of the underlying securities, If the underwriter enn demonstrate that 
less than 50 percent of the underlying- securities will remain unsubscribed he may be 
permitted to deduct only 50 percent of the required "haircut" during the "rights" oi1'ering 
period . 

•• It also provides tlUlJt the "haircut" with respect to any individual commitment shnll 
be reduced by the unrealized profit (or Increased by the unrealized loss,), in such commit
ment; except that the amount of such reduction shall not exceed the nmount of the 
required "haircut," and In no event shall an unrealized profit on any closed transaction 
operate to Increase "net capita!." A series of con tracts of purchase or sale of the same 
security conditioned, If at all, only upon Issuance may be treated as an individual 
commitment. 

65 The term "satisfactory subordination agreement"\s defined In paragraph (e) (7). 
"Paragraph (e)(,l)(I). 
"Paragraph (e)(2)(G). 
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subordinated loans as if they were part of the broker-dealer's capital GO in com
puting his "net capital." 

In substance, the rule requires that in order to be considered a "satisfactory 
subordination agreement," a binding and enforceable written agreemen't must be 
executed by both ,the broker-dealer and 'the lender, whereby a specific amount of 
cash or specific securities are loaned to the broker-dealer for a period of not less 
than one year (and giving the broker-dealer the right to Ithe use of ,such cash or 
securities as though they were in fact his own) under conditions which effec
tively subordinate any right of the lender to demand or receive repayment to the 
claims of all present and future creditors of the broker-dealer. The agreement 
must provide that it may not be cancelled by either party, and that the loan 
may not be repaid or the agreement in any way be terminated, rescinded or 
modified by mutual consent or otherwise if the effect would be to put the 
broker-dealer out of compliance with the "net ca'pital" requirements of the rule. 
The agreement must also provide that no default of any kind shall have the 
effect of accelerating the maturity of the indebtedness; and that any note or 
other written instrument evidencing the indebtedness shall bear on ilts face an 
appropriate legend stating that it is issued subject to ,the provisions of a sub
ordination agreement which shull be adequately referred to and incorporated by 
reference. 

Thus, the rule contemplates that, if the llroceeds of a subordinated loan are 
to be considered as part of the capital of a broker-dealer, cash or securities will 
be turned over to the broker-dealer foOl' his use as part of his capital and subject 
to the risks of his bUSiness, and subject further only to an obligation of repay
ment at the end of the term of the loan."" Accordingly, the agreement must con
template that if repayment cannot be made without reducing the broker-dealer's 
"net capMUll" below the amount required by the rule, the subordination must 
continue, even though the indebtedness is not repaid at maturity. However, the 
loan may be repaid and the subordination agreement terminated by mutual 
consent if, after repayment, the broker-dealer's required "net capital" is not 
impaired. 

~'he rule also requires that two copies of the subordination agreement, and of 
any notes or written instruments evidencing the indebtedness, must be tiled, 
within 10 days after the agreement is entered into, with the Regional Office of the 
Commission for the region in which the broker-dealer maintains his principal 
place of business, together with a statement of the name and address of the 
lender, the business relationship of the lender to the broker-dealer, and inforuIa
tion as to whether the broker-<iealer carried funds or securities for the lender at 
or about the time the agreement was entered into. (If each copy of the agree
ment is bound separately and marked "Non-Public", such agreements will be 
maintained in a non-public file.) A broker-dealer should give 1I0tic'f! of any llro
posed repayment of the loan, or of termination of or any other change in the 
agreement, to the Regional Office with which the agreement is filed so that the 
information on file with that Regional Office is always current and accurate.60 

E. SOLE PROPRIETOR-BROKER-DEALER 

As indicated earlier, there are special considerations under the rule with 
respect to determining the "net capital" position of a sole-proprietor broker
dealer. For purposes of computing "aggregtllte indebtedness" and "net capital," 
a broker or dealer who is a sole proprietor must also take into account his per-

.8 If the loan consists in whole or In part of securities, such seeurlti~s would, of course. 
be suhject to the applicable "halrcuts" required hy paragraph (c) (2) (e) of the rule, 

5. "'here funds or securitips are loaned under an1l conditions which permit the lender to 
retain domination or control o,'er, or otherwise Inhihlt the broker-flealpr's unre'tricted use 
of. ~uch funds or securities. the a~reelll"nt woultl not be a "satisfactory subordination 
ac:rpPlllent" within thp meanln!: of the rul", 

'00 If a broker-dealer has allv question concerning whether he may properly efl'ect any such 
repa,'ment. or termination or other change In the ag'reement, he should request interpretive 
assistance from that Regional Otnce with which the agreement Is filed. 
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sonal assets and liabilities not related to the business; 61 and where he conducts 
some other business in addition to the securities business, the assets and liabiU
tie of ,such other business must also be taken into account.52 

A sole proprietor-broker-dealer who is also engaged in some other business 
activity as a sole proprietor may record the assets and liahilities and transactions 
of sucll other business in the same lJOoks of account as he uses for his broker
dealer business or in a separate set of books. A consistent test of protection for 
the customer of such a sole proprietor requires that "aggregate indebtedne~s" in 
this situation must includle all of the money liabilities in connection with this 
business as a broker-dealer and all money liabilities in connection with any other 
business in which he is engaged as a sole proprietor, less the specific exclusions 
provided by clauses (A) through (1) of paragraph (C) (1) of the rule. In com
puting "net capital," his "net worth" must be determined from the combined assets 
and liabilities of all of his businesses as a sole proprietor; and, in addition to 
the adjustments to "net worth" required of all brokers or dealers, whether or not 
sole proprietors. he is required by clause (H) of paragraph (c) (2) to make a 
further deduction from "net worth" of any excess of his personal liabilities 
over his personal assets. 

~l'his situation suggests the advisability of the formation of one or more cor
porations to carryon the securities busines::i or any other business conducted by 
the sole proprietor. ~he separate incorporation of the other buisness will tend 
to relieve the securities business of the jeopardy from the liabilities of the other 
business and eliminate the question of whether the assets and liabilities of such 
obher business should be taken into account in determining aggregate indebted
ness and net capital. 

F. AYAILABILITY OF INTERPRETATIYE ADVICE 

"'hile this release endeavors to answer questions frequently raised, it is not 
possible to cover every question which may arise under Rule 15c3-1. Moreover, 
the general opinions expressed herein will not necessarily be applicable to situa
tiolls which differ factually from those on which snch opinions are based. Conse
quently. a broker or tlealer who has a question as to the application of Rule 15c3-1 
to a specific matter may request interpretative assistance from the Division of 
Trading and Markets. While the Commission provides such interpretative assist
ance through its staff wherever possible, the responsibility for compliance rests 
with the broker or dealer. 

PART II 

The following example based on the trial balance of a hypothetical broker
dealer shows the evaluation of the assets and liabilities required to be made in 
the determination of aggregate indebtedness and net capital. The example in
cludes many situations frequently found in calculations made by small and 
medium-sized broker-dealers. The trial balance work sheet shows (a) money 
balances of ledger accounts, (b) long and short security yaluations related to 
certain ledger accounts. (c) net losses or gains in cOlllmodity contracts. (d) 
ledger balances included in aggregate indebtedness, and (e) and (f) adjusted 
balances of assets and liabilities and percentage deductions. Explanatory notes 
following the example are referenced to certain of the captions and details of 
0llen cOllllllodity contracts in both customers' and firm accounts are shown on 
a separate schedule. 

Gl Note 11, 8!tpra, with respect to recordkeeping requirements. 
02 These assets and liabilities must be taken into account whether or not reflected In the 

records of his business as a broker or denier. For example, where a sole proprietor-broker or 
dpnlcr "l~o is engaged in the insurance business. any in~l1rance account payable would be 
Included in "aggregate indebtedness." notwithstanding the fact that the sole proprietor 
maintains a separate bank account and separate books and record'S for each business. Also, 
his Insurance accounts receivable being ordinarily unsecured, would be excluded from "net 
capital.'· 



[Amount in dollarsl 

Security valuations 
Adjusted balances 

ASSETS 
In bank. and on hand _____________________________________________ _ 
Good faith deposit (g) _____________________________________________ _ 
Segregated under Commodity Exchange AcL ________________________ _ 
Deposits 9n future commodity contracts _____________________________ _ 

Failed to deliver ______________________________________________________ _ 
Deposit against securities borrowed _____________________________________ _ 
Customers' securities accounts: Cash (h) ________________________________________________________ _ 

Fully secured (h) _________________________________________________ _ 
Partly secured (i)--------------- __________________________ --- ___ ---Unsecured (j) ____________________________________________________ _ 

Customers' commodity accounts: Future commodity contracts (k) ____________________________________ _ 
Spot (cash) commodities (h) _______________________________________ _ 

Accounts of partners (1) _______________________________________________ _ 

Commodity 
contracts Aggregate liabilitie. and 

Trial balance Long Short losses (gains) indebtedness A .. et. deductions 

(a) (b) (b) (c) (d) (e) (f) 

25,000 _______ ________ _ _ ______ __ ____ ____ ____ __ __ __ _ _____ __ __ __ __ __ _____ 25,000 
2,800 _______________________________________________________________________________________________ _ 
6, 900 ________________________________________________________________ 6,900 
I, 100 ___ _ _ _____ ___ __ __ ______ ____ ____ ___ _____ __ __ __ __ ______ ____ __ __ ___ I, 100 
3,000 3,100 ________________________________________________ 3,000 

10,000 10, 200 ________________________________________________ 10,000 

Ie, 000 
81,500 
5,000 

200 

11,000 
112,000 

3,000 

(5,700)- ______________________________ _ 
4, 500 35, 300 
5,000 8,000 

10,000 
81,500 
3,000 

(350)--------------------------,niiii-

8,000 

5,700 

Firm trading accounts: 

,~~~~~j~;i~~£~l~~~f~~J~~ ~ ~ ~ ~ ~~ ~~ ~ ~ ~m~ ~ ~m ~~ ~ ~ ~~ ~~ ~~ ~ _________ ~!J~~~~ ~~ ~ ~ :::: ~M~~: ~ ~~;~;~;; ~ ;t~~~;~ ~ ~ ~ ~ ~ ~ ~ ~ ~~ ~~II~I I~I I I II I I I~ II I::::::::: ~~~ ll!:~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~~ ~~~ 
Land and building (p)_________________________________________________ 48,000 
Furniture and fixtures (p)______________________________________________ 6,000 
Exchange memberships (q)___________________________ ______ ____ __ ___ ___ 10,000 
Notes receivable, unsecured (q)_________________________________________ 1,500 
Advances, unsecured (q)________ ____ _______ _____________ ______________ _ 900 
Dividends receivable (q)_ _ _ _____ ______ __________________ __ _____________ 500 
Earned commi .. ions receivable (q)______________________________________ 1,400 

~~~~~i~s::fse~)-s-~~~~:::::::::::::: ::::::::::::::::::::::::::::: :::::: I, ~gg 
----~2=M~,~ro=0--------------------------------------------------------

I\.:) 
0:> 
0:> 



LIABILITIES AND NET WORTH 

Bank loans collateralized by: 

~~~O~~~:!t~:~:~tie.:::::::::::::::::::::::::::::::::::::::::::::: ~g: ggg :::::::::::::::: I~g: ggg ::::::::::::::::---------7S;000-:::::::::::::::: ~g: ggg 
Failed to receive: 

~~~0~~~:!t~~~;;-;I~i~~5~~::::::::::::::::::::::::::::::::::::::::::: ~: ggg ::::::~::::::::: ~: ~gg ::::::::::::::::----------S;OOO-:::::::::::::::: k ggg 
Deposits against securities loaned: 

f~7if.~~~!f;~·m\:m-mmm~-~\-:--m\\\mmm ,t I \W\~:\\W\_-::~~:~~~~~t~m:\:\\~__:~__:m\----- --;l\m-m~mmmm 'I: i 
~~~~o~~t~a1.d~J~r~~~!~d a~~~u~~i~~~~~_ ~~~::::: ::::: ::: ::::::::::: ::::::: 3D, ~g :::: ::: :::: ::::::::::::::::::::: -------- ----8S0 -::: ::: :::::::::~:::::::: :::::::: -------------8S0 
Valuation of securities and spot (cash) commodities in "box" and transfer(u)_ _________________ ________________ 77,600 Contractual commitment (v) ___________________________________________________________________________________________________________________________________________________________ _ 

TotaL_________________________________________________________ 163,100 
Subordinated borrowings: loan payable (w)___________________________ _______________________ 13,000 ______________________________________________________________________________________________ -_ 

Non-exempted ~ecurities (w)______________________ _________________________________ 4,000 ___________ _______ ______ ____ ______ _______ _ ___ ___ 4,000 _______ _ ________ ~ 

Capital: 0:> ledger balances___ _ _ _ _ _ _ __ _ __ ___ _ __ _ __ _ __ _ __ _ __ _____ _ _ _ __ _ __ _ _ _ _ _ _ 50, 000 ________________________________________________________________________________ -__ - -- - - -- - -_ - - - -t 
Non-exempted securities (x)____ ______________ _____________ ______________________ ___ B,OOO __________________________________________ ______ 8,000 
Profrt and loss_ _ __________________________________________________ B,500 ______________________________________________________________________________ _ 

TotaL_____ _________________ __________________________ _________ 234,600 215, BOO 215,800 _______________________________________________________________ _ 

"Haircuts" : Firm securities (y) ________________________________________________________________________________________________________________________________________________ _ 
Firm commodities (z) _____________________________________________________________________________________________________________________________________________ _ 
Contractual commitments (aa) _____________________________________________________________________________________________________________________________________ _ 
Customers' commodities (bb) ______________________________________________________________________________________________________________________________________ _ 

AGGREGATE IN 0 E BTEON ESS _________________________________________________________________________________________________________ _ 118,250 

USb,/UU 
NET CXWiAl(CC):::::-_:::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::::: ________ ~~~~;~~ 

::~:: ~:g:::::: ~~~u~~~;';f;~~~~~ _O!_ !~,~~_O_ ~~ _I!~~~~ _~f_ :'~~~~~~~~ !~~~~~~~~~~~:'_ ~~ _$_1 :~:~~~:::::::::::::::::::::::::::::: :$f~: m 
Ratio 01 "aggregate indebtedness" to "net capital" ($118,250 + $IB,385) (percent)________________________________________ 643 

11,880 
7,755 
7,500 

780 

16B,315 
18,385 

186,700 
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Th6 "net capita~" of $18,385 is the result of the following adjustments 
Capital ___________________________________________________________ $50,000 

Profit and loss_____________________________________________________ 8,500 
Securities contributed as capitaL___________________________________ S,OOO 

Total _______________________________________________________ 66,500 

Subordinated borrowings: Loan payable __________________________________________________ 13,000 
Securities _____________________________________________________ 4,000 

Total 

Total 

Add: 
Unrealized profits: Partners' accounts _________________________________________ _ 

Exempted securities--Iollg _________________________________ _ 
Non-exempted securities-long ______________________________ _ 
Non-exempted securities-shorL ___________________________ _ 
]j~uture commodity contracts _______________________________ _ 

Total 

Total 

Deduct: 

17,000 

83,500 

3,000 
200 

6,000 
400 
500 

10, 100 

nil, 600 

Land and building______________________________________________ 4S,000 
Mortgage payable______________________________________________ 30, 000 

Total _______________________________________________________ 18,000 

Furniture and fixtures ________________________________________ _ 
Cash-good faith deposiL _____________________________________ _ 
Deficits in partly secured customers' accounts ___________________ _ 
Unsecured customers' accounts _________________________________ _ 
Securities not readily marketable _______________________________ _ 
Exchange memberships ________________________________________ _ 
Notes receivable--unsecured ___________________________________ _ 
Advances--unsecured _________________________________________ _ 
Dividends receivable __________________________________________ _ 
Earned commissions receivable _________________________________ _ 
Prepaid expenses ______________________________________________ _ 
Other assets __________________________________________________ _ 

"Haircuts" : Firm securi ties ____________________________________________ _ 
Firm commodities _________________________________________ _ 
Contractual commitments __________________________________ _ 
Customers' commodities ___________________________________ _ 

Total __________________________________________________ _ 

"Net Capital" ___________________________________________ _ 

EXPLANATIONS TO ABOVE TABLg 

6,000 
2,800 
2,000 

200 
2,000 

10,000 
1,500 

900 
500 

1,400 
500 

1,500 

11,880 
7, 755 
7,500 

780 

75,215 

18,385 

(a) '.rile trial balance column includes the ledger balances of all asset, liability 
and capital accounts. One account, profit and loss, represents the net balance of 
all income and expense accounts for the period. 

(b) The market value of security and spot (cash) commodity positions is 
entered in these two columns. Generally, long positions indicate ownership or 
right of possession (customers' securities; firm trading accounts) and short 
positions indicate location or responsibility to deliver (pledged as collateral on 
bank loans; sold short; in physical possession-"box")., In order to show a 
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balanced securities position, in this example values have been shown for all 
accounts in which there is a securities position although not all such values 
are used in making the evaluations necessary for determination of "aggregate 
indebtedness" and "net capital." Valuations used in making the "net capital" 
computation should be supported by schedules showing for each security or spot 
(cash) commodity: title of issue or other description, market price and total 
market value. 

(c) Balances in this column represent the net unrealized appreciation or 
depreciation (marl,et value compared to cost) of future commodity contracts 
and the offset of such amounts to the commodity "difference" accounts. 

(d) AU liabilities are included as "aggregate indebtedness," except those 
specifically excluded by paragraph (c) (l. 

(e) The asset balances extended to column (e) reflect certain of the adjust
ments specified in paragraph (c) (2) for determining "net capit.'1l." 

(f) Column (f) includes all liabilities, except those specifically excluded by 
provisions of paragraph (c) (2), and the "haircut" on marketable securities, 
future commodity contracts, and contractual commitments. 

(g) A good faith deposit made in connection with an underwriting is con
sidered a balance not readily convertible into cash and is not aSSigned any value 
in the "net capital" computation." 

(h) Customers' cash accounts, fuUy secured accounts, and spot (cash) com
modities accounts are included in the computation of "net capital" at the amount 
of their ledger balances. Although such accounts also contain securities or COlll
modities which have a market value greater than the balance due to the brol,er
dealer, no consideration is given to such excess since these assets belong to the 
customers. 

(i) Partly secured customers' accounts are assigned a value no greater than 
the market value of the security collateral. In this case, receivables of $5,000 are 
taken into account nt the Jif]uidating value of the related securities, $3.000." 

(j) Unsecured customers' accounts are not assigned any value. 05 

(I;:) The credit balance in customers' future commodity accounts, properly 
segregated in accordance with the Commodity Exchange Act and the rules and 
regulations thereunder, is excluded from "aggregate indebtedness" but included 
in liabilities considered in determining "net capital." <l6 

(1) Recognition is given to unrealized profits or losses in the accounts of part
ners who have agreed in writing that the equity in their accounts with the firm 
shall be included as partnership property. In the example the ledger balances of 
these accounts is $5,000, but in determining "net capital" the accounts are in
cluded at the amount of the market value of the securities, $8,000. If the accounts 
were not subject to these signed agreements they would be considered as CUStOlll
ers' accounts and evaluated only at the amount of the ledger balance, $5,000.67 

(m) Recognition is given to unrealized profits or losses in the firm securities 
and investment accounts. In the example the ledger balances of firm trading ac
counts are stated at book value; consequently, in determining "net capital." 
security valuations are substituted. The long position in exempted securities is 
increased from $3,000 to market value of $3.200 and that in non-exempted secu
rities from $12,000 to market value of $18,000. The credit balance in the short 
pOSition is decreased from $2,000 to $1,600 because the market value of securi
ties necessary to cover the linbili ty is less than the ledger balance.6S 

(n) Securities not readily marketable because no independent public market 
exists, or which are subject to some restriction as to their sale, are considered 
as assets not readily convertible into cash and are not assigned any value in 
determining "net capital." •• 

(0) The unrealized gain of $500 on future commodity contracts in firm trading 
accounts is taken into consideration in the "net capital" computation since this 
equity applies to partnership property.'o 

(p) Fixed assets such as land and building, and furniture and fixtures, which 
in the example are stated net of related reserves for depreciation, are not as-

()3 Paragraph (c) (2) (B). 
M [/)i,I . 
..., [birl. 
flGl'nl'lll!raph (C) (1) (F). 
0, Pnrat:rnphs (c) (2) (A) and (c) (4). 
6' l'arnl!rnph (c) (2) (A). 
O. Paragraph (c) (2) (B). 
70 Paragraph (c) (2)(A). 

71-109-72--19 
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signed any value in determining "net capital." The mortgage payable, a fixed lia
bility adequately secured by the land and building, is excluded from both "ag
gregate indebtedness" and liabilities considered in determining "net capital." 71 

(q) Assets which cannot be readily converted into cash are not assigned any 
value in determining "net capital." V2 

(r) In debtedness adequately collateralized by securities owned by the firm 
is excluded from "aggregate indebtedness" but is included in liabilities considered 
in determining "net capital." '18 

(s) Amounts payable against securities "failed to receive," which were pur
chased for the account of the firm and have not been sold, are excluded from 
"aggregate indebtedness" but are included in liabilities considered in determin
ing "net capital." 7< Similarly, amounts payable against securities loaned, which 
are owned 'by the firm, are excluded from "aggregate indebtedness" but not from 
liabilities considered in determining "net capital." .. 

(t) ~'he commodity "difference" account represents the balance of daily settle
ments with clearing houses on open future commodity contracts which cus
tomarily are not allocated to the customers' firm accounts until final settlement 
of the contract. Of the balance of $850 a portion, $350, represents net gains on 
contracts in customers' accounts (see (k) above), and the remainder, $500, ap
plies to net gains on contracts in firm accounts (see (0) above). Since sufficient 
funds have been segregated in a separate bank account or deposited with clear
ing houses the amount is excluded from "aggregate indebtedness." ,. 

(u) The amount of $77,600 in column (b) represents the valuation of securities 
and spot (cash) commodities in customers' accounts ($49,000) and firm and part
ners' accounts ($28,600) held in "box" or in transfer. 

(v) Liabilities on open contractual commitments are usually not recorded in 
the ledger accounts and are not included in either "aggregate indebtedness" or in 
liabilities considered in determining "net capital." .. In the example a contractual 
commitment to purchase for $26,750 common stock which has a current market 
value of $27,500 has not been recorded in the ledger accounts. 

(w) A loan payable of $13,000 and non-exempted securities borrowed under 
"satisfactory subordination agreements" are considered as if they were capital 
and consequently are excluded from "aggregate indebtedness" and liabilities con
sidered in determining "net capital." 

(x) In determining "net capital," securities contributed to capital are con
sidered as assets of the firm. 

(y) In the example, as a quick test of compliance, a "haircut" is taken at the 
maximum rate of 30 percent on the aggregate market value of all non-exempted 
securities in long and short pOsitions in firm capital and proprietary accounts, 
including securities in accounts of partners and securities borrowed pursuant 
to "satisfactory subordination agreements." 

The "haircut" is determined in the following manner: 

Firm trading accounts : 
Non-exempted securities: Long _____________________________________________________ $18,000 

Short _____________________________________________________ 1,600 
Partners' accounts__________________________________________________ 8,000 
Subordinated borrowings: Non-exempted securities___________________ ~, 000 
Capital: Non-exempted securities____________________________________ 8,000 

Aggregate market value_______________________________________ 39,600 
30 percent _________________________________________________________ 11,880 

Since the use of the maximum rate of 30 percent does not result in a "haircut" 
which reduces "net capital" below the amount required, no further computation 
is necessary. If schedules of securities are prepared in accordance with the class i-

'71 Paragraphs (c) (1) (G) and (C) (2) (B). 
'2 Paragraphs (c) (2) (B). 
,. Paragraph (c) (1) (A). 
"Paragraph (e) (1) (D). 
'" Parngraph (c)(l)(C). 
76 Paragraph (e)'(1) (F). 
"Paragraphs (c)'(ll'(H) and (e) (5). 
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fications of paragraph (c) (2) (0) then "haircuts" of lesser amounts may be 
applied as appropriate.'" 

(z) A "haircut" is taken on the aggregate market value of all future com
modity contracts in long and short positions in firm accounts. As shown on 
Schedule A, short positions amount to $19,250 and long positions are $6,600 
for an aggregate of $25,850, and consequently the "haircut" at 30 percent equals 
$7,755."" 

(aa) A "haircut" of $7,500 is based on the contractual commitment to purchase 
for $26,750, common stock which has a current market value of $27,500 (see 
(v) above). The "haircut" represents 30 percent of market value, $8,250, reduced 
by the unrealized profit of $750.'" 

(bb) the "haircut" of $780 on customers' commodities represents 1% percent 
of the market values of the greater of the total long or total short future 
commodity contracts in each commodity carried in customers' accounts. Analysis 
of the market values of customers' accounts on Schedule A shows that short 
contracts in wheat of $14,000 exceed long contracts in that commodity, and 
that short contracts in corn of $38,000 exceed long contracts in that commodity. 
Thus the "haircut" of $780 is based on the aggregate of $52,000.81 

(cc) As developed in the example the application of the adjustments and 
"haircuts" converts "net worth," including subordinated borrowings, of $83,500 
into "net capital" of $18,385; "aggregate indebtedness" is $118,250; and the 
ratio of "aggregate indebtedness" to "net capital" is 643 percent. Since the 
ratio does not exceed 2,000 per cent and "net capital" exceeds the required 
minimum of $5,000, the firm is in compliance with the rule. 

SCHEDULE OF OPEN FUTURE AND SPOT (CASH) COMMODITY CONTRACTS 

Cost Market value Ledger balance 
Delivery 

month 
------ Losses -----

Short Long Short Long (gains) Debit Credit 

Customers' accounts: 
Future commodities: 

Wheat: 
2 contracts-shor!.._._._ September _ $14,400 _ .... _.. $14,000 _______ _ 
1 contract-Iong ________ September ___________ $7,100 __________ $7,000 

$(400) ________ $1,500 
100 ________ 850 

Corn: 
3 contracts-short _______ July_______ 18,750 ________ 19,800 _______ _ 
2 contracts-Iong _______ July _________________ 12,500 __________ 13,200 
1 contract-shor!.. ______ September _ 6,200 ________ 6,300 _______ _ 
2 contracts-Iong _______ September ___________ 12,400 __________ 12,600 
2contracts-shor!.. _____ December__ 12,200 ________ 11,900 _______ _ 

1,050 ________ 750 
(700)________ 500 

100 ________ 250 
(200)______ 550 
(300)________ 1,300 

TotaL____ __________ _____________ 51,550 32,000 52,000 32,800 (350)_ __ _____ 5,700 

Spot (cash) commodities: Wheat: 2 contracts-Iong ___________________________ 14,200 __________ 14,600 ________ 2,000 _______ _ 
Corn: 3 contracts-Iong ____________________________ 18,750 __________ 20,700 ________ 2,500 _______ _ 

TotaL _________________________________________ 32,950 __________ 35,300 _ __ __ ___ 4,500 _______ _ 

Firm trading accounts: 
Future commodities: 

Wheat: 1 contract-shor!.. ___ September _ 7,100 ________ 7,000 _______ _ (100)- ______________ _ 

Corn: 1 contract-Iong ________ July _________________ 6,250 __________ 6,600 
1 contract-shor!. ______ September. 6,200 ________ 6,300 _______ _ 

(350) _______________ _ 
100 _______________ _ 

1 contract-shor!.. ______ December__ 6,100 ________ 5,950 _______ _ (150) _______________ _ 

TotaL_ _______ __________ ________ _ 19,400 6,250 19,250 6,600 (500) _______________ _ 

18 If, for example, the firm trading account included long positions in nonconvertible debt securities With face and market 
values of $4,000, and cumulative, nonconvertible preferred stocks with market values of $2,000, the computation could be 
made in the following manner: 

Nonconvertible debt securlties ___________________________________________ _ 
Cumulative, nonconvertible preferred stocks _______________________________ _ 
Ali other securities _____________________________________________________ _ 

Market Rate 
value (percent) "Haircut' 

$4,000 
2,000 

33,600 

5 
20 
30 

$200 
400 

10,080 

~Mi~~~:~ _~_a:~~~_~~I~~~~== == = = = = == ==:: =::=: =:: ==:::: ==:::::::::::::::::: ___ ~~,_~~~ _:::::::::: ----iil; 6SO 

•• Paragrll!ph (c) (2) (D). 
so Paragraph (cHIl) (E). 
81 Paragraph (c) (2) (F). 
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ApPENDIX 

The following amended text of Rule 15c3-1 uuder the Securities Exchange Act 
of 1!)34 became effective, with two exceptions, on July 1, 1965. The exceptions 
are that the minimum net capital requirements of paragraph (a) ('2) did not 
become effective until December 1, 19G5, and that the amendment of the exemp
tive provisions of paragraph (b) (1) did not become elIcctive until September I, 
10(;5. 

RULE 15C3-1. NET CAPITAL REQUIRE~mNTS FOR llROKERS AND DEALERS 

(a) Every broker or dealer shall have the net capital necessary to comply with 
all the following conditions: 

(1) his aggregate indebtedness to all other persons shall not exceed 2.000 per 
centum of his net capital; and 

(2) he shall have and maintain net capital of not less than $5,000; except that 
the minimum net capital to be ma intained by a broker or dealer meeting all of 
the following conditions shall be $2,500 : 

(A) his dealer transactions (as princival for his own account) are limited 
to the purchase, sale and redemption of redeemable shares of registered invest
ll1E\nt companies; except that a broker or dealer transacting business as a sole 
proprietor lllay also effect occasional transactions in other securities for his own 
account with or through another registered broker-dealer; 

(H) his transactions as brolwr (agent) are limited to: (i) the sale aJl(l 
redemption of redeemable securities of registered investment companies; (ii) 
the solicitalion of share a<:eounts for savings and loan associations insured by 
an instrumellitality of the United StJates; and (iii) the sale of securities for the 
aecount of a customer to obtain funds for immediate reinvestment in redeemable 
securities of registered investment companies; and 

(C) he promptly transmits all funds and delivers all securities received in 
connection with his activities as a broker or dealer, and does not otherwise hold 
funds or securities for, or owe money or securities to, customers. 

( b) Ji] xernp tions 
(1) The provisions of this rule shall not apply to any broker who is also a 

licensed insurance agent under the laws of any state or the District of Columbia, 
whose secnrities business is limited to effecting transactions in variable annuity 
contracts as general agent for the issuer, who promptly transmits all funds and 
delivers all variable anlluity contracts received in connection therewith, and 
who does not otherwise hold funds or securities for or owe money or securities 
to customers, if the issuer files with the COIllmission an undertaking satisfactory 
to it that the issuer will assume responsibility for alt valid claims arising out of 
all activities of such agent in effecting transactions in such vari'able annuity 
contracts: Provilled, however, ~'hat a broker transacting business as a sole pro
prietor who mects all other conditions of this subparagraph (b) (1) may also 
effed occasional transnctions in other securities for his own accotmt with or 
throllg'h llnothpl' reg-i~tel'ed iJrokl'l'-tlealer. 

(2) '\'he III'ovisions of this rule shall not apply to any member in good standing 
and subject to the capiVal rules of the American Stock lDxchange, the Boston 
Stock Exchange, the Midwest Stock Exchange, the l\"ew York Stock Exchange, 
the Pacific Coast Stock Exchange, the Philadelphia-Baltimore-Washington Stock 
Exchange, or the Pittsburgh Stock Exchange, whose rules, settled practices and 
applicable regulatory procedures are deemed by the Commission to impose re
qnirements more cOIll}Jrehensive than the requirements of this rule: Provided, 
however, That the exemption as to the members of any exchange may be 
susllended or withdrawn by the Commission at any time, by sending ten (10) days 
wri tten notice to such exchange, if it appears to the Commission to be necessary 
or appropriate in the public interest or for the protection of investors so to do. 

(R) The Commission may, upon written npplication. exempt from the pro
visions of this rule. either unconditionally or on specified terms and conditions, 
any broker or dealer who satisfies the Commission that, because of the special 
na ture of his bUSiness, his financial position, and the safeguards he has estab
lished for the protection of customers' funds and securities, it is not necessary 
in the public interest or for the protection of investors to subject the particular 
broker or dealer to the provisions of this rule. 

(0) Definitions 
For the purpose of this rule: 
(1) The term "aggregate indebtedness" shall be deemed to mean the total 

money liabilities of a broker or dealer arising in connection with any transaction 
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whatsoever, including, among other things: money borrowed; money payable 
against securities loaned and securities "failed to receive"; the market value of 
securities borrowed (except for delivery against customers' sales) to the extent 
to which no equivalent value is paid or credited; customers' free credit bal
ances' credit balances in customers' accounts having short positions in seeurities; 
and equities in customers' commodities futures accounts; out excluding: 

(A) indebtedness adequately collateralized, as hereinafter defined, by securities 
or spot commodities owned by the broker or dealer; 

(B) indebtedness to other brokers or dealers adequately collateralized, as 
hereinafter defined, by securities or spot eommodities owned by the broker or 
dealer; 

(C) amounts payable against securities loaned which securities are owned 
by the broker or dealer; 

(D) amounts payable against securities failed to receive which securities were 
purchased for the account of, and have not been sold by, the broker or dealer; 

(E) indebtedness adequately collateralized, as hereinafter defined, by exempted 
securities; 

(F) amounts segregated in accordance with the Commodity Exchange Act and 
the rules and regulations thereunder; 

(G) fixed liabilities adequately secured by real estate or any other asset which 
is not included in the computation of "net capital" Hnder this rule; 

(II) liabilities on open contractual cOlllmitll1ents: and 
(I) indebtedness subordinated to the claims of general creditors pursuant to 

a satisfactory subordination agreement. as hereinafter defined. 
(2) The term "net capital" shall be deemed t.o mean the net worth of a broker 

or dealer (that is, the excess of total assets over total liabilities), adjusted by: 
(A) adding unrealized profits (or deducting unrealized losses) in the ac

counts of the broker or dealer and, if such uroker or dealer is a partnership, 
adding equities (or deducting deficits) in accounts of partners, as hereinafter 
defined: 

(B) deducting fixed assets and assets which cannot be readily converted into 
cllsh (less any indebtedness secured thereby) including, among other things, 
real estate: furniture and fixtures: exchange memberships: prepaid rent, in
surance and expenses; good will; organization expenses; all unsecured advances 
and loans; customers' unsecured notes and accounts; and deficits in customers' 
accounts, except in bona fide cash accounts within the meaning of section 4(c) of 
Regulation ~r of the Board of Governors of the Federal Reserve System; 

(C) deducting the percentages specified below of the market value of all 
securities, long and short (except exempted securities) in the capital, proprietary 
and other accounts of the hrokpr or dealer, inclnding' secnritips loaned to the 
hroker or dealer pnrSUllnt to a mtisfaetor.\' ~uh()l'(lination agrcelllPnt, as lwrl'in
after defined, and if SUdl bro];: .. r or dealer i~ a partnership, in the accounts of 
partners, as hereinafter defined: 

(i) in the case of nonconvertible debt securities having a fixed interest rate 
and a fixed ma'turity date which are not in default, if the market value is not 
more than 5 percent below the face value, the deduction shall be 5 percent of such 
market value; if the market value is more than 5 percent but not more than 30 
percent belOW the face value, the deduction shall be a percentage of market value, 
equal to the percentage by which the market yalue is below the face value; and if 
the market value is 30 percent or more below the face value, such deduction shall 
be 30 percent; 

(ii) in the case of cumulative, nonconvertible preferred stock mnking prior 
to all other classes of stocl, of <the same issuer, which is not in arrears as to 
dividends, the deduction shall be 20 ,percent; 

('iii) on all other securities, the deduction shall be 30 percent; 
Provided, however, That such deduetion need not he made in the case of (1) a 

security which is convertible into or exchangeable for other securities within a 
period of 30 days, subject to no conditions other than the payment of money, and 
the 'other securities 'into which such security is convertible, or for which it is 
exchangeable, are short in the accounts 'of such broker or dealer or partner, or 
(2) a I'ecurity which has been called for redemption and which is redeemable 
within 90 days; 

(D) deducting 30 percent of the market value of all "long" and all "short" 
future commodity contracts (other than 'those contracts representing spreads 
or straddles in the same commodi:ty and those contrllcts offsetting or hedging any 
"spot" commodity positions) carried in the capi'tal, proprietary or other Ilccounts 
of the broker or dealer and, if such broker or dealer is a partnership, in the 
accounts of partners as hereinafter defined; 
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(E) deducting, in ,the case of a broker or dealer who has open contraotual 
commitments, the respective percentages specified in subparagraph (C) above of 
the value (which shall be the market value whenever there is a market) of each 
net long and each net short ,position contemplated by any existing contractual 
commitment in the capital, proprietary and other accounts of the broker or
dealer and, if such broker or dealer is a partnership, in accounts of partners, as 
hereina:flter defined: Provided, however, That this deduction shall not apply to, 
exempted securities, and that the deduotion with respect to any individual com
mitment shall 'be reduced by the unrealized profit, in an amount not greater 
than the percentage deduction provided for in subparagraph (C), (or increased 
by the unrealized loss) in such commitment ; and that in no event shall an un
realized profit on any closed transactions operate to increase net capital; 

(F) deducting an amount equal to 1% percent of the market values of the 
total l'ong or total short futures contracts in each commodity, whichever is 
grea,ter, carried for all customers; 

(G) excluding liabili'ties of the broker or dealer which are subordinated to the 
claims of general credi,tors pursuan1t to a sa'tisfactory subordination agreement, 
as hereinafter defined; and 

(H) deducting, in 'the case of a broker or dealer who is a sole proprietor, the· 
excess of (1) liabilities which have not been incurred in the course of business 
as a broker or dealer over (2) assets not used in the business. 

(3) The term "exempted securi'ties" shall mean those securities specifically 
defined as exempted securities in section 3 (a) of the Act; 

(4) the term "accounts of partners," where the broker or dealer is a partner
ship, shall mean accounts of partners who have agreed in writing that the equity 
in such accoun'ts maintained with such partnership shall be included as partner
ship property; 

(5) !Dhe term "contractual commitments" slra:ll include underwritJing, when
issned, wben-d'istrl'lnited an'd delayed delivery conJtracts, endorsement of puts 
and calls, commitments in foreign currencies, and spot (cash) commodities con
tracts, but ShaH not include unclell'red regular way purchases 'and sales of secu
rities and contractJs in commodities furores: a series of contracts of purchnse or' 
sale of the Mme security condrtioned, if 'at aU, only upon 'issuance may be treated 
as an individual commi'tmen1t; 

(6) indebtedness .shall be deemed' to be "adequately coll'a;ter'alized" ,,"i.,Win the 
meaning of ,thi's rule. when 'the d'ifferen'ce between the amount of the indcbted
ness and the market value of the collateral is sufficient to make the loan ac
ceptable as a fully secured loan to banks regularly making cOmparable loans to· 
brokers or dealers in the community; 

(7) the term "sa tisfadtory subordinrution agreement" shall mean a written· 
agreement duly executed by the broker or dealer and t'he lender, wMch agree
ment is binding and enforceable in aC'cOrdance with Its terms upon the lender, his 
credvtolJs, heirs, executors, admirristraltors, and assigus, and which agreement 
satisfies all 'of 'the foUowling conditions: 

(A) it effectively subordinates any right of the lender to demand or receive 
payment or return of 'the ~ash or securitJies ~oaned to ttbe cIa1ims of all present 
and future creditors of the broker or deaIer ; 

(B) the cash. or securliities 'a're loaned for ,a ,telJID of not less th'an 1 year; 
(C) it provides that the agreement shall not be subject to cancellation by 

either party, and that the loan shall not be repaid and the agreement shall not 
be terminated, rescin'ded or mOdii'fied by mutual consen't or otherwise if the· 
effedt thereOf w\)uld Ibe to make the 'agreement incons'istent wi'th the conditions 
of ,this rule or to reduce the net cttpiltal of the broker or dealer below the amoun't 
reql1ired by this rule; 

(D) it provides !!ha't no defauIt in the paymenit of interest or in the perform
ance of any 'Covenant or eondi'tJion by the 'broker or dealer sh'fill h'ave the effect of' 
accelerating the m'aturity of the indebtedness; 

(E) it provides that any notes or dther written instI"llmeruts evidencing the· 
indebtedness shall bear on their face an appropri'a'te legend s~a't'ing th'at such 
notes or instruments are 'issued subject to the provtisi'ons of a sub'ord'inaition 
agreement which shall be adequ:ate1y ,referred to an'd incorporrrted by reference; 

(F) it provides ,fuat 'any securli't!ies or obher property ldanerl to the broker' 
or dealer pursU!anlt to its provisions may be USed and dealt ,vi'th by the broker' 
or dealer as tpaTit of his capi'i'al an'd shaH 'be subjelct 'to the rlslrs of the busi
ness; !and 

(G) two copies of snch '3!greement, 'and of any ndtes or written instruments 
ev'i'dencing the indetitedneS'S, are filed. wi thin 10 days aflter such 'agreement is: 
enltered inDo, with the Regiollul Office of the Commission for the regIon in, 
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wh'i'ch the br'oker 'or dealer mainta,ins 'his oprinc'iopa'l pl'a'ce of busines's, together 
wi'vh a s'tatement of the full nome and address of the lender, tJhe bu'siness reIa
viollsh'ip of the len'der to -the broker or dealer, and Whether the broker or Ilealer 
carrlied funds or sec'UrIi,ties for 'the lender at or about the time the agreement 
was en'tered inlo. If each copy of 'such 'agreement is bound separaitely and clearly 
marked "N'on-Public" such agreements shall be malnm,ined in a non-publ'ic file: 
Provilled, however, That they sh'aH be aWLilable, for official use, to any offici'al 
or empfoyee of the Unilted Svates or any strute; to any national securlilties ex
ch'ange and any registered naition'al 'secur'i'ties as'sddia'tion of whiCh the broker 
or dealer filing such agreements is a member; and to any other perSon to whom 
the Oommiss'ion a,uithorize's disclosure in the opubl1c iuterest ; 

(8) the term "customer" shall mean every person except the broker or 
dealer: 

Provided, however, That parrtners who mainltain "accounts of partners" as 
herein defined shall not be deemed to be customers inSofar 'as such accounts are 
concerned. 

APPENDIX F-RE: EASE OF ENTRY 

Time of 
injunction 

Name 
Date of 

Registration action Business 
Background of principals 
previous to registratIOn 

John Edwards & Co .• Inc. __ Jan. 17.1968 Mar. 17.1971 3 yrs .• 2 mOS ___ Robert E. Morgan (Exec. V. P.·Treas,), 
1U yrs. Financial Controller. Machina
r~~6. Mfr. Resigned from firm July 14, 

Paul G. Jackson (V. P. and Branch Man· 
ager), 5 yrs. Personnel in Hospital, 
previously teller in bank and owner of 
restaurant. 

No Sched. D's for Pres. and a Dir., 
request NOV. 19. 1970. 

Andrew T. love Assoc. 
Inc. 

Mar. 5.1968 May 12.1971 3 yrs., 2 mOS. _. DaVid Allen Barak (Pres.). 2U yrs. Branch 
Mgr. BID, previouslX admin. position in 
Mutual Fund BID (3U yrs.) and land 
salesman (IU yrs.) 

Eileen Barak (Sec -Treas) 10 yr. secre· 
tary. leo Kieve (V. P.), 2 yr. Reg Rep" 
previously manager With drug and 
chern. cos. (20 yrs.) 

Stan Ingram & Assoc ...... Dec. 22.1968 Feb. 22.1971 2 yrs. 4 mos .... Sanford Ingram (Gen, Part.) 3 yrs. Reg. 
Rep., previously ins. agency Mgr. 
(3 mos.) and elec. engineer (2 yrs.) 

Mananne Ingram (Gen. Part.), 2 mos. 

International Funding Sec. Mar. 30,1962 June 3,1971 
Inc. 

M. J. Manchester ......... Dec. 27,1968 Apr. 2.1971 

Josephson Co ••••••••••••• Dec. 8,1968 Mar. 5,1971 

Orin R. Dudley Co_ •••••••• Dec. 12.1963 Feb. 18,1971 

Fox·Raft & Co •••••• _ ••••• Jan. 10,1968 Mar. 11.1971 

McGhee & Co., Inc., 
Cleveland, Ohio. 

1 Revoked. 

Mar. 3,1954 Mar. 17, 19711 

sales,6 mos. steno. 
9 yrs_ ......... No Sched. D's. 

2 yrs., 3 mas ••• George C. Bergleitner, Jr. (Pres.), 10 yrs. 
Reg. Rep. (2 yrs. Partner in firm or 
Pres, of own firm,) 

Ira J. Sands (Sec,) 2 yrs. Reg. Rep., prevo 
2 yrs. pnnclpal of BID (9 yrs.) Also
investor In many real estate ventures 
7-8 yrs. 

Philip S. Polh (0".) Bus. broker, importing. 
3 yrs" 2 mos •••• Joseph A, Garofalo (sale proP.) 2 yrs. reg. 

rep., previously advertiSing sales and: 
advertiSing account exec. (8 yrs). 

7 yrs., 2 mos._ •• Orin R. Dudley (sole prop.) 4U yrs. reg. 
rep. 

3 yrs., 2 mos •••• Richard M. Baldwin (Pres.) 6)1 yrs. reg. 
rep., prevo advertising mgr. for auto, 
dealership (3 yrs,). 

Alan R. Doe (V P.), 3 yrs. reg. rep., 
previously salesman (3 yrs.) 

Elmer R. Haller (V.P.) 7)1 yrs, trader With, 
BID's, preViously salesman (l)1 yrs.) 

Charles J. Holderman (V.P.), 11 yrs. reg. 
rep. 

Ray E. leWIS (V,P.) 2U yrs, reg. rep., 
prevo summer jobs while in school. 

Carlton E. Olson (V.P .), 5 yrs. reg. rep., 
prevo bank trainee (1 yr.) 

Hugh W. Pinnock (stockholder), insurance' 
business, not active in BID. 

Gary R. Ritner (V.P.») 5);1 yrs. reg. rep .• 
prevo bank trainee \7 mos.) 

James F. longergan (1), 3 mos. real' 
estate, prevo re~. rep. (4 yrs.) and ac· 
countant (7 yrs,) 

17 yrs .......... Normal l. McGhee) Pres., attorney and! 
city councilman \no specific informa
tion on Sch. D), 
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APPENDIX F-RE: EASE OF ENTRY-Continued 

Karle Raymond Berglund, 
dlbla Colonial Invest· 
ment Securities, 
Worcester, Mass. 

Zimm Unified Securities, 
Inc., New York, N.Y. 

'lang·lasser & Co., Inc., 
Beverly Hills, Calif. 
(parentCOlF, nanciall nc.). 

Security Planners ltd., 
Inc., Boston, Mass., 
(subsidiary of Security 
Planners Associates, 
Inc.). 

Dec. 13,1968 Jan. 15,19712 2 yrs., 1 mos .•. _ Karle Raymond Berglund (sale proprietor) 
president of automobile finance com· 
pany and parttime reg. rep., prior to 
that, controller for several retail cos. 

Oct. 6,1967 Mar. 19,1971 3 yrs., 5 mos ... _ Aron Zimmerman (Pres.) reg. rep. 3 yrs.; 
dUring and prior to that, rabbi and dean 
of a Hebrew college. 

Renee Zimmerman (V.P.) reg. princ; 
prior to that housewife. 

Max Perlstein (Sec.iTreas.) accountant 
with accounting firm, prior to that, 
student. 

Jan. 3,1970 June 3,1971 1 yr., 5 mos .••• _ Clifford Herbert lang (Pres.) district 
manager for broker·dealer for 2 yrs., 
7 mos.; prior to that, engineer. 

leo Cohen (V.P.) reg. rep. fori yr . .7 mos.; 
prior to that, engmeer. 

Alan Paul Wollman (Olr'V,P,) training 
director for broker·dealer 1 yr., 4 mos.; 
prior to that, aerospace project director. 

Roberta lee Hall (Sec.) sec. to insurance 
and securities firm; prior to that, 
administrator with a broker·dealer 
and insurance company. 

Peter Roy Lasser (Asst. V.P.) reg. rep. 
2 yrs., 6 mos., prior to that student. 

Feb. 12,1969 Mar. 18,1971 2 yrs., 1 mo ••••. Dexter lee Fraunce (Pres) pres. of bid 
7 Y2 yrs., prior to that student. 

Jacques Kunitz (Oir.) vp and sales mgr. 
for bid; prior to that, pharmacist and 
life ins. agent. 

Howard Simolar (Treas.) exec. v.p. of bid 
for 5 yrs.; prior to that, reg. rep. and 
drug salesman. 

-C. H. Wagner & Co., Inc., June 23,1969 Mar. 31,1971 1 yr., 9 mos ....• Clarence Hubert Wagner (Pres.) exec. v p. 
Wellesley, Mass. of bid; prior to that. officer or reg. rep. 

for various bid's. 

Shelby Securities, Inc., 
Westbury, N.Y. 

1'.l.M. Secu"tles, Inc., 
Syracuse. N.Y. 

·Packer, Wilbur & Co., Inc., 
New York, N.Y. 

Samuel H. Sloan & Co., 
New York, N.Y. 

Howard Carlton, Inc., 
New York, N.Y. 

Ann lOUise Wagner (Sec) reg. rep. and 
housewife. 

Neil B. Doherty III (v.p. and treas.) prin. in 
bid 9 mos. and retail store for 7 yrs. 

July 18,1970 Mar. 11,1971 8 mos .•• _ ...••• Aljan S. Fishman, (Pres.,) reg. rep. for 4 
mos.; prior to that, salesman of ins. and 
soft drinks. 

Harry Axelrod (Sec.!Treas.) cashier in bid 
for 3 mos.; prior to that, manager for 
distributor. 

Robert W. Herko (V.P.) accountant for 
seCUrities firm for 6 mos.; prior to that, 
accountant for non securities f"ms. 

Aug. 9,1967 Apr. 7,1971 3 yrs., 8 mos ...• Peter l. M. lee (Pres.) reg. rep. dealing in 
mutual funds, 3 yrs. ex per. 

June 22,1961 Mar. 25,1971 9 yrs., 9 mos ...• (No Sch. 0 on file). 
Wilbur Hyman (Pres.) reg. rep. for 1 yr., 7 

mos.; no connection with bid prior to 
that. 

Maurice Rind (V.P.) 
Robert Berkson (Sec.) no relation to bid 

prior to assoc. wi Packer Wilbur & Co. 
Archie Packer, dir., v p for bid for 1 yr., 2 

mos. 
May 10,1970 June 10,19713 1 yr., 1 mo .•..• Samuel HowardSloan(Gen.Part.)reg rep. 

for 1 yr. 9 mos.; prior to that a college 
stUdent and roulelle trainee. 

Harry George Theodos (Partner) engineer 
for a"craft firm; prior to that, college 
studenl. 

May 31,1969 Feb. 1,1971 1 yr., 7 mos ....• Howard l. lozell (Pres.) salesman and 
prin. in sales org.; prior to that, sales· 
man. 

Philip S. Budm & Co., Inc., Oct. 6,1967 May 5,1971 3 yrs., 7 mos ...• Philip S. Budin (Pres.) trader with 2 bid's 
Jersey City, N.J. for 7 yrs.; prior to that, a student. 

I Revoked. 
, Auth. for injunction. 
I AuthOrization. 

Marc Shafran (Sec.iTreas.) clerk wi several 
bid's; prior to that, a studenl. 

PhylliS Freshman (Oir.) no prior exper. 
Melvyn Gilbert Block (trader) trader and 

clerk with several bid's; prior to that, a 
stUdent 

louIS Freshman (Re~. Rep.) reg. rep. with 
several other bid s for 5 yrs. prior to 
that, real estate salesman. 



277 

APPENDIX G 

A BRIEF DESCRIPTION o~' THE SEGMENTS OF A BROKER'S BACK OFFICE INVOLVED IN 
THE SETTLEMENT, CLEARING, AND TRANSFER PROCESS 

INTRODUCTION 

As an introduction to the various phases of the ,back office, a brief description 
of the clearing and settlement process might be helpful. 

The consummation of a securities transaction can oecur in basically two 
ways. First, the selling 'broker may physicaHy deliver the securities to the 
buying broker, either directly by messenger or by drafting through the bank
ing system, and await the payment by the buying broker of the purchase price. 
1'he second is through the use of a clearing corporation. Clearing corporations 
can function either 'as mere clearing houses or involve themselves directly 
or indirectly in varying degrees in the actual trade completion process. The 
clearing corporations of the very small national securities exchanges; 
the Cincinnati Stock Exchange, perform mainly a clearing house function. 
They 'are distributing points for the delivery of funds 'and securities. Selling 
brokers deliver the securities, with draft attached, to the clearing house which 
notifies or delivers the securities to the buying ,broker with a memorandum 
statement of the money obligation. The buying broker pays the clearing house 
and the clearing house pays the selling 'broker. Another type of clearing cor
poration may become directly involved in the consummation or "settlement" 
process in several different stages. It may assist in the comparison proces,s
the process by which the buying and selling brokers reach agreement as to the 
existence of a trade and the terms thereof. It may then continue its role by 
netting the purchases and sales in each of the cleared securities and aUocating 
the delivery and receipt of the netted hal'ances. 

The daily balance order system is typified by the Stock Clearing Oorporation 
(SOO), a wholly owned subsidiary of the NYSE, which has the longest con
tinuous operating history of a clearing corporation and is probably the largest 
in operation. SOO in the clearance function aids in the comparison process, 
nets the buys 'and ,sells in the compared trades and then allocates the delivery 
and receipt obligations so that one broker must deliver to or receive from only 
OIle 'broker his net 'balance in any security. This. however, rH'crlooks the dif
fercnccs in prices at which the various trades were effected. aud further re
quires the cstablishment of 'a uniform price at which the payment and receipt 
obligations for a day's ,net balances will be ,settled. This requires the involve
ment of SOC in the money movement part of the settlement process to addust 
the differences in monies between the contract prices and settlement prices. 
SOC is further involved in the money movement part of the settlement process. 
Securities deliveries are made in the morning and SOC acts only as a type of mail 
sorter in this process. Money movements occur in the afternoon. SOO is involved 
in the money movement to guarantee to the delivering broker, who no longer 
has custody or control over his securities, that he will ,be credited for his 
deliveries. -

A clearing corporation may also assume the full role in the settlement proc
ess. Settlement occurs when the selling broker delivers the securities and 
the buying brol,er pays for them. There are two parts to the settlement proc
ess. One is the movement of securities. and the other is cross movement 'of 
funds. Having netted and allocated the delivery and receipt obligations of funds 
and securities, it may then assume the selling broker's obligation on the settle
ment by delivering securities to the broker who is the net buyer and assume 
the buying broker's role by delivering money to the selling broker. Thus, the 
oblig'ation of broker to broker becomes the obligation of broker to clearing cor
poration. and, in turn, from clearing corporation to broker. This is the net by 
net clearing system. 

BROKER'S BACK OFFICE 

There are three components to Ithe securities transaction completion process. 
The first is the movement of funds from buyer to seller. The second is the move
ment of securitieR from seller to buyer. The third is the set of records that the 
individual participants in this process must mainitain. Broker-dealers must main
tain two sets of records. The first is the standard Selt of books maintained bv 
most businesses recording their monies and other assets, liabilities, capital and 
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income. The second relates to the securiities aspect of the business-the location, 
possession or person in control of !the securities (short), and the right to, or 
beneficial or legal ownership of the securities (long). Not only must the 
broker-dealer maintain two sets of books, he must at various points in Ithe trade 
completion process bring various accounts in these sets of books together and 
verify the ellitries thereto and balances therein. To illustrate these points, selt 
forth below is a description of the back office process followed in consummating 
a simple agency trade. 

From the moment a security transaction is executed until settlement day, the 
basic processing work within the broker-dealer establishment is Ithe responsibility 
of the Purchase and Sales Department (P & S Department). This Department 
€stablishes 'the existence of the trade, the parties thereto, and the terms, and 
reduces the orally executed order to writing. The P & S Department receives a 
report from the order execution point, whether i1t be the floor of a national stock 
·exchange or the over-the-counter trader for the firm. This report briefly reflects 
the security involved, the quantity, the price and the name of the broker on the 
other side. In over-the-counter transactions this will be the name of Ithe other 
broker-dealer. For securities cleared through a clearing corporation, this will 
be the name of the other brol,er, and the name and number of the clearing 
broker, if any (the broker-dealer who wiH assume responsibility for the firm 
in the clearance and selltlement of the transaction). This report is then maltched 
against the open trade orders the P & S Department has received from the firm's 
registered representatives to ascertain for which customer and which order for 
that customer was executed. The P & S Department complies Ithe data as to each 
-customer including the account number of the customer, the security, the 
quantity, the extension (price x unit) sales charges, commission charges, service 
charges, interest charges and taxes that may be applicable and transmits this 
<1flta Ito the Margin Department. It then prepares the necessary documentation 
to confirm the transaction with the broker on the other side. If the transaction 
is a non-clearing corporation over-the-counter trade, the P & S Department will 
prepare a confirmation starting its understanding of the transaction and the 
terms thereof and send it directly to the brolwr on the other side of the trade. 

If the transaction is to be cleared through a clearing corporation, the P & S 
Department prepares a "contract list" for that day which reflects all transactions 
for that day to clear through the clearing corporation, and include::; for each 
trade the clearing number of the other side. the name or number of the broker 
with whom the transaction was effected if it was not a clearing" broker, the 
symbol of the security involved, the quantity, and the price at which the trade 
was executed or the totfll contract value. This contract list will be delivered to 
the clenring corporntion by the end of the trade date or the morning of T pIu!'! 
one (the day after the trade date). At T plus one the P & S Departm<'llt receivP!I 
the other side's over-the-counter confirmations and the clearing corporation's 
contract lists showing (1) those transactions which· have been compared, i.e., in 
which the other side of the trade has reported the same terms and conditions 
nnd parties to the trades as the department's firm, and (2) those transactions 
which the department's firm has not reported but which were reported by another 
broker as having been executed with him ("advisories" and "non-compares," 
'i.e., those transactions which a broker reports to the other side but which the 
other broker does not similarly report). The P & S Department will receive the 
confirmntions and the contrnct lists of other hrokers and compare them with 
t.he contrncts, lists, and confirmations it submitted and prepared. As to those 
items which do not agree (advisories or non-compares) the P & S Department 
will attempt to ascertain whether the disagreement was the result of an error on 
it!' prlrt. If so, it will make a correction, and in over-the-counter transactions, the 
p & S Department will submit a new confirmation to the other broker, revised 
to reflect the corrections. If a clearing corporation is involved the P & S Depart
ment will Rubmit a form to thc clearing corporat.ion reflecting the revision nnd 
ini!i('fltin~ bv the f()rm that the contrnet-reflected in the form is to be added to or 
deleted from the list of compared contracts. If the disngreement cannot be re
solved hy t.he P & S Department. the P & S clerk mny call the P & S Department 
of the other f'ide and try to resolve the errors or disagreements over the phone. 
If nf'ither TO & S Denartment can reach agreement. they may refer the matter to 
their individual traders. Over-the-counter transactions will be referred hy the P& S 
Department to the flrm's over-the-counter trader who will be asked to check his 
-recordA to ascertain the terms and the parties to the transaction in question. On 
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trades on an exchange, if the P & S Departments of the two brokers cannot reach 
agreement, the matter will be referred to the floor trader for the firm or to the 
floor trader who had been retained to execute the transaction in question, to 
compare with his records; and, if he cannot resolve the error, to compare with 
the records of the floor trader who was on the other 'Side of the transaction. 
'Only those transactions which have been compared can go forward in the clear
·ance and settlement process. If the contract cannot be resolved within the 
normal five business days it will fall outside the normal process, thereby demand
ing additional time and effort to resolve the matter. To the extent that the records 
of a broker-dealer may reflect a transaction and the movement of money and 
securities as part thereof when in fact the transaction has not be~n compared 
and ought not be a valid and enforecable contract, this may create a "difference," 
"suspense account," or "error account" in the records of the various broker
dealers. If a contract has been compared, the terms thereof are transmitted 
by the P & S Department to the cashier's department which has control over 
the payment and receipt of money and the receipt and delivery of securities. 

The Margin Department maintains control over the customers' accounts. 
<.rhis department keeps the record" regarding the customers' accounts and securi
ties positions and has the responsibility of keeping the firm in compliance with 
the margin regulations. The Margin Department receives a report from the P & S 
Department of all transactions effected by customers and causes the results of 
reports to be posted to th~ customer account ledgers. The Margin Department 
also receives reports from the cashier's department of all payments of money by 
customers and all delivery of securities to the firm by customers. This depart
ment not only maintains customers' accounts but also keeps track of customers' 
funds und securities. 

[rhe margin clerk reviews each customer's account after receiving a report of 
a trade or money or security movement in -that account. If the account is a mar
'gin account he will determine if additional money or collateral is required and 
issue the appropriate notice. The confirmation generated by the P & S Depart
ment usually contains the bill for cash customers. On settlement date, if the 
margin clerk is not advised by the cashier that the customer has paid for the se
curities or posted the required collateral, he is responsible for initiating the nec
·essary steps to either obtain the money or collateral, seek an extension of the 
time, or issue instructions to liquidate the transaction. The margin clerk main
tains the record of the location and use of customer securities of which the firm 
has taken possession. This includes the pledging of custonll'l' securities and com
pliance with the applicable hypothecation and segregation rules. He mmt see to 
it that customers' fully paid and excess margin securities are ordered into "seg
·regation." Similarly, when securities are received as collateral or in settlement 
of a sale by a customer or purchase by the firm, the margin clerk is advised of this 
by the cashier and issues the instructions routing the security to the proper loca
tion-segregation, free bOX, pledge, and the like. The margin clerk must also 
'ascertain the buying power of the margin account. This is done to assure compli
ance with the applicable margin maintenance rules and the firm's own policy. It 
also helps the registered representatives to know how much equity in customers' 
accounts may ·be used as collateral for the purchase of additional securities or for 
short sales. To accomplish this, the margin clerk periodically computes the custom
er's indebtedness and the market value of the collateral securities and then deter
mines the necessary collateral to comply with the applicable margin maintenance 
requirements. The Margin Department 'also maintains control over the d~livery to 
customers of funds or securities. These requests, which are usually received by 
the registered representative, while ultimately destined for the cashier, are 
routed through the Margin Department. 

The Cashier's Department is the central location in the brokerage house for 
the receipt anel disbursement of cash and the receipt anel delivery of securities. 
Because it play·s such a central role in the operations of the broker-dealer, it 
generates many of the initial instructions for the subsieliary ledgers from which 
various control and general ledgers of a brokerage house are constructed. This is 
the point where the two sets of records maintained by a broker-dealer have the 
'most interaction. The instructions to move securities or funds frequently origi
nate outside of this department. On the day before or the evening of two el'ays 
before the settlement day, the P & S Department will deliver to the Cashier's 

1'\epartment copies of the compared confirmations of the over-the-counter transac
tions and the balance orders which the broker-dealer must deliver or receive on 
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settlement day. ,These instructions will be delivered to the cage section-that part 
of the Cashier's Department which handles the actual movement of securities. It 
is called the cage uecause in mallY firms this is the physical location for the 
stock certificates, and, because of the value of the llegotia'lJle stock certificate, it 
is under very strict security. The P & S Department will also advise the Stock 
Record Department of the transactions in securities that have compared so that 
the appropriate control records for the location of securities due to or due (rom 
the firm or its customers may be recorded in the stock record. 

The stock record is the central control record of the hrokcr-dealer fOL' the 
movement of securities. 'l'he cage will also receive instructiollS from the margin 
clerk to either place securities in, or move them from, segregation. )[:lIlY liL'ms 
maintain a book type of segregation. 'I.'he cage clerk in determining the avail
ability of stock certificates in auy specific issue must be aware of the total 
numuer of certilicates present in that issue and the amount of UlOse certificates 
which must be "segregated." The balance of the certificates although not phy
sically separate from those which are segregated are "fre€" for use by the firm 
to meet contractual obligations, to pledge or to loan. The cage will also receive 
iustructions from the margin clerk as to the withdrawal of securities to be 
delivered to the firm's customers. The P & S Department will also advise the 
"receive" section as to those purchase transactions which are to be settled, so 
that it will accept receipt of the proper kind and number of securities and pay 
the contract price. The delivery by other brokers to the firm of securities not 
so listed or "pay on delivery" customers will be "DK'd" or rejected. 'l'he advices 
from the P & S Department will usually come the day before or the evening of 
two days hefore the settlement date. The P & S Department sends a copy of this 
advice to the Stock Record Department for appropriate entry. 

On settlement day, the cage derk will withdraw from the available free 
securities those securities necessary to meet the firm's contractual dclivery 
obligations, To the extent that securities arc not available to meet delivery 
obli~atioIls, the appropriate entry will be noted on the documentation submitted 
to t he cage by the P & S Department and a record will be entered in the "fail 
to deliver" ledger. A copy of this record will he forwarded to the ~to('k Rc('ord 
Department to reflect this position. The securities that arc available for deliver~' 
will he withdrawn and delh'ered h~' lIlessenger to either the clenring corporation 
OJ' to tIl!' otlwr ~i(le in r('l11rn for the re('eipt of mone~' whieh will be hl'o11~ht hark 
til tilt' f'a~hi('r's ()('partllu'nt for appropriate jOllrnal entries. '1'0 the extent thnt 
tllP hroker i~ rerl11E'sted to and has ayailable securities to lend :1I10t1lcr broker, 
a ppropriate instructions will be gcnerated by the stock loan section of the Cash
ier';; DCllartment. On!' copy will go to the Sto('k Record Department to record 
the loan; and another copy will go to the cflge which will withdraw the securities 
loane(l fOL' deliyer~' to the horrower broker for the clIrrent mnrket price as col
lateral for the 10fln. To the extent that the firm needs to raise money by bnnl{ 
loan, this will be handled by the bank loan section of the Cnl'hier's Department 
aftN' bein~ n(lyised by the cashier of the nature and amount of the loans. The 
bflnk loan seetion of the cage will initiate the appropriate instructions to remove 
securities and pledge them at the bank in return for the loan. A copy of the in
stl'llction will be journaled to the appropriate bank borrowing journals reflecting 
the amonnt and type of loan (firm or customer coil a ternI) . '1'wo copics will go to 
the ca~e where the clerk will withdraw the certificates noting the appropriate 
certificnte numbers and denomination of the COllies nnd retain one copy and will 
forward the certificates by mel'lsenger to the bank, tl'Unsmitting the other cop~' 
to the Stock Record Depnrtment. 'I'he receipt of this money or credit will he 
refle('tpd by the cashier by appropriate entries which will be journaled to the 
general ledger of the firm. The entry re~nrding the Jlledging of cUl'tomer I'ecur
Hies will also be forwarded to the margin clerk. "'hen the firm de<"ides to repflY 
the bank loan it will reverse this procedure, and, accordingly, the cashier will 
draw instructions to issue the appropriate checks satisfying the indebtedness 
of the hank find obtaining securities pledged from the bank. The instrnctions will 
be jonrnaled to the appropriate bank loan entries with copies to the generalledg
er; the messenger will deliver the fnnds or checks of the broker to the hank 
and obtain the return of the pledged securities; and tllP ca~llil'r will deliYrr 
them back to the cage which will place them in the vnnlt and record their receipt 
with a copy of snch recordfltion to the stock record. If the seeurities pledged 
at the hank exceed the alllount which mflY be pledged, or if the specific securities 
pledged must be segregated, the appropriate instructions will be gencrated by the 
margin clerk to the cage. The cage clerk will cause a reversing entry to be made. 
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He will withdraw substitute collateral securities which will be delivered to the 
bank in exchange for the specified securities which are needed for segregation. 
To t.he extent that securities are loaned which are necessary to be segregated 
the margin clerl;: will so advise the stock loan department of the firm. They may 
call the current stock loan by issuing instructions to the borrowing brol;:er to 
return the stocl;: in exchange for the money which has been pledged. However, 
the borrowing broker has the right to wait five business days before he mu~t 
return the securities. In this situation, the stock loan department may feel It 
more appropriate to satisfy the segregation rule by borrowing from :lIlother 
broker the securities which it has loaned. They will cause the necessary lllstruc
tions to be issued so that the cash and general ledgers reflect the deposit of 
the market price as the collateral for the stock loan. Upon receipt of the secur
ities the ca~e will cause the appropriate entries to be made reflecting receipt with 
copie;; to tIle stock borrowing section, Margin Department and Stock Record 
Depa rtment. 

'Vhen customers of the broker pay for their purchases or other obligations to 
the firm, the money is received through the Cashier's Department. Appropriate 
instructions reflecting the receipt of this money are generated. The cash i,s sent 
to the bank and the record thereof goes to cash and general ledgers as well as 
the margin clerk for the appropriate entry to the individual customer accounts. 
Requests by customers for the return to them of their monies or transfer and 
delivery to them of the securities held for their account are received by the 
Cashier's Department. These requests are immediately forwarded to the margin 
clerk for authorization and approval. If authorized and approved by the margin 
clerk. they are returned to the Cashier's Department which will issue the instruc
tions for and draw the appropriate check with the advices thereof to the margin 
clerk as well as to the detail and control cash account of the firm. For the with
drawal of securities the appropriate instructions for withdrawal from the cage 
and delivery to transfer will be drawn. The cage clerk will withdraw the securi
ties from the firm'!, inventory reflecting their movement with appropriate records 
in the cage and copies to the Stock Record and Margin Departments. The securi
ties along with the instructions will go to the transfer clerk, in the transfer sec
tion of the Cashier's Department. The transfer clerk will draw up the necessary 
instruction forms to effect registration of transfer and issuance of the new certifi
cates in the appropriate names and denominations according to the instructions 
received and he will ascertain that the necessary signatures, endorsements and 
guarantees are contained with the stock certificate, and that the necessary 
transfer and other taxes have been paid. The Transfer Department will handle 
the delivery of the securities to the transfer agent and will pick them up from 
the transfel' agent, appropriately recording these movements in its records as 
well as seeing to it that copies thereof are forwarded to the Stock Record De
partment and margin clerk. The Transfer Department is also resp0,llsible for the 
transfer of securities into the firm's name. Only securities in street name or 
otherwise negotiable form are accepted as good delivery in satisfaction of a con
tractual obligation to another financial institution. Brokerage firms therefore 
have a yital interest in seeing to it that securities they receive are readily placed 
in a negotiable form either in an individual's name with appropriate endorse
ments, or in the street name of the firm or well known financial institution. 

1'he Stock Record Department's importance in the broker-dealer's operations is 
highlighted hy the fact that it maintains the control record for the location and 
ownersh~p of the securities which the firm either has in its possession, is owed 
or has subject to its control or direction. Because of the central location of thi~ 
department in the firm's operations, the Dividend and Interest Department is 
usually an adjunct to it. This department's responsibility is to see that the firm 
receives the dividends on those securities which it holds on the record date 
and the interest on those corporate and governmental obligations which it holds 
on payment date. Most broker-dealers subscribe to one or more of the major diyi
deml and interest organizations. These organizations periodically send to their 
sujlscribers notices of all publicly announced dividend record dates, ex-dividend 
da tes and payment dates as well as the record dates and payment dates for all 
interest bearing obligations which are actively traded. Upon the periodic receipt 
of these notices the Dividend and Interest Department will ascertain the position 
of the firm in those securities immediately prior to the record til ble. To the extent 
that the firm does have a position in an interest or dividend obligation the Divi
dend and Interest Department will ascertain whether or not it is holding the se
curities in the name of the firm. If not, it will issue the appropriate instructions 
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to withdraw those securities that are not in the firm's name and have them 
shipped to transfer so that the firm will be the owner of record on the record date. 
The next step for the Dividend and Interest Department is to await notice from 
the Cashier's Department that it has received, the interest check or dividend
cash or stock. The amount is compared with the amount that would be due the 
firm based upon its record of holdings in the security. If the amount exceeds the 
amount due the firm, this department will create a flividends payable account 
with a credit balance for cash and a short position for securities and so advise 
the general ledger and stock record. They will research claims upon the firm by 
othcr broker-uealers or financial institutions which held securities that were 
registered in the firm's name at the record date for the dividends due them. 

'If the amount received is less than the amount which the firm claims Imsed 
upon its record date holdings, a dividends receivable account debit and short will 
be set up with appropriate advices to the general ledger and stock record and 
research will be instituted by the section. They will determine if any of the firm's 
holliings were not registered in its name as of the record date, e.g., securities sent 
to transfer but which missed the record date, securities registered in a name other 
than the firm's and which had not been sent to transfer. These will be researched 
and claims back against the record owner or broker who delivered the securities 
will be made. Making this claim back is a very elaborate procedure requiring 
among other things certification of the transfer agent that the claiming firm 
was not the record owner as of the record date and that the firm claimed against 
was the record owner. The Dividend Department also verifies claim backs made 
against the firm. There also may be errors in payment caused by the errors in the 
dividend disbursing 'agent's records. The firm may have to claim back against the 
dividend disbursing agent for the appropriate amount of dividends. 

The Dividend Department also processes "due bills" held by the firm or presented 
against the firm. A due bill may arise in several ways. If a trade was supposed to 
!:lettle on or before settlement day and the ex-dividend date was at least four days 
before the record date and the trade failed, then upon delivery, the delivering 
broker would give a due bill for the dividend to the other broker. When the ex
dividend date is after the record date. due bills must be given for all trades set
tling after the record date.' In many issues where a dividend has been declared 
two market prices may prevail after the ex-dividend date until the payable date. 
One is with the dividend and the sales will require the use of a due bill. The other 
is without the dividend. ~'he Dividend Department advises the cage as to those 
trades in which a due bill must be delivered or received in connection with the 
settlement. This requires a knowledge of the record dates, ex-dividend dates, and 
the firm's fails ledgers. The Dividend Department will make the claims on the due 
bills the firm has as their payable dates arrive. It will verify and process the 
claims made based upon the firm's due bills. 

Another section of the Stock Record Department is the exchange and reorgani
zation section. This section determines the position of the firm and its customers 
in securities which may be the subject of an exchange offer or reorganization, 
whether by recapitalization, merger or otherwise. The department also has the 
responsibility to keep track of securities received by the firm which have been 
the subject of reorganization or exchange offers and are no longer good securities 
in their own right, e.g., company A merges into company B in return for B stocle 
If after the merger, the broker-dealer receives company A stock, the exchange and 
reorganization section is responsible to see that the appropriate exchange of the 
A stock for B stock if ma<le and that the firm holds the properly issued B stock. 

The operation of an individual brokerage firm in the clearance and settlement 
of the securities transactions is a very complex and intricate process. The steps 
necessary to process and settle a securities transaction outlined above are out
lined for one transaction set forth in chronological order. It must be remembered 
that at anyone point in time many transactions with respect to trades on many 
days are being processed. Because the multiplicity of steps that must be taken 
with respect to each transaction, the number of transactions f{lr any given date, 
and the number of various days that are being handled in anyone point of 
time by each one of the various departments the possibility for confusion and 
error is manifold. 

1 The Rule lOb-17 requirement of lO-day advance notice of record dates should alleviate 
the problem of an ex-dividend date being set after the record date which heretofore resulted 
In the trade organization's lack of knowledge of the record date. 
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