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Mr. Chairman and membérs of the Subcommittee, I am
pléased to be here this morning to testify for the

Securities and Exchange Commission on S. 2058 which has the

purpose of providing a regulatory framework for the development
- and regulation of an iptegrated‘national system for the

‘clearance and settlement of securities transactions. At. the

outset, I would like to state that I am authorized to say that
the other members of the Commission concur in this statement.

Legislation regarding the processing of securities

transactions will, over the long term, have a significant

“impact on the brokerage industry and other members of the

financial community, as well as the investing public. . We
Believe that the basic thrust of legislation should be to
assure that a series of'interdependent developments which are
currently being'implemenﬁed such as comprehensive secﬁrities
depositories, systems for clearance and settlement of
transactions and immproved trénsfer facilities are efféctively
forged'into a modernized, naﬁionwide system for the safe and
efficient handling of securities tfansactions on a timely

basis and in a manner which best serves the financial



community and';he‘investing public. In this régard, we would
'.like to see the érivate sector céntinue éo pla? the major‘

role in such developments with guidance from the Commissibn‘only
to‘thc,extent necessary to assure an integrated,.efficient éystemv
prbviding access on a reasonatle, non-discriminatéry basis.

. | ‘Subject to the‘changes,we recommend in this statement,"
we bélie?e the Senate bill would provide a regulatory framework
within which the above o:jectives could bevaccomplished.

There are three tasic functions which must be performed
in a -system férvthe séttlement of securities transacgionsvwhgch
will meetAp:esent'and future needs. These are the function of
a dleafing agency, the function of a depository and the function
of é‘transfer ageﬁt. Of these three functions, those of
¢1e;ring_agencigs and traqsfer agents havelexisted>for>many
‘years, while the depbéitory function is relatively new. A
.clearing agent settles transactions between member broker;
déalers. Offsetting.transactions between broker-dealers
are netted out and settlement and(deli&ery‘is effected only
-as to the balance under the.traditional balance order system.
Under thé'more recent net Ly net system, balances may be

carried forward and netted against future settling trades.

Depositories hold large amounts of securities and effect
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delivery between part101pants solely by book entry and w1thout
the nece551ty for actual recelpt and dellvery of certlflcates
by the participants. Transfer agents transfer certificates
_from the name of the seller into the.name of a.buyer.

At présent ~these functions are uncoordinated.
Each of the major exchanges and the National Association of -
Securities Dealers, Inc., has a separate clearlng agency for
trqnsactions between their members. In addition, each
corporate issuer either acts as its own transﬁer agent or
retains a separafe organization, which may or méy not be a
bank, to perfor@ that function. Depositories a;e of recent
origin, and there has been a tendéncy for separate depository
systems to be developed, but their interface has been slo@

and difficult.

We bélféve that coordination of these presentiy

. uncoordinated activities, which is a principal objec#ive of
S. 2058, is essential. Furthermore, as the bili recognizes,
at least in part, the separate functipns of clearing agencies,
depositories and transfer agents are susceptible to being
combined in variops ways, and some combination would appear
desirable. Thus, the same agency might perform.both

clearing agency and depository functions; indeed, this

seems a logical development. In addition, it would be
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possible for a transfer agent to also perform the function
of a depository. At present, depositofies have developed
separately from transfer agents both because of the large

number. of transfer agents which serve individual issuers of
Sccﬁricies and also Lecause depositories were assigred
differert fﬁnctions at théir inceptiorn. The developmeﬁt of
a tfansfer agent depository could, howevér, provide certairn
advantages since'it would make depository services available
to-individdal investors and smaller institutions whose
participation in the securities markéts méy not be sufficiéntiy
active to justify their assuming the obligations of a
‘participanCAiﬁ a pure depository. We believe, therefore, that
the bill shoﬁld be modified to permit the combination of
depository servicés and transfer.agent services inAéne
iﬁstitution if the Commissionldetermines that this is feasiblé
and desirable. We would be prepared to aésist the Subcommiétee
in framing amendments which would keep this option open.

As I have mentioned, however, the important thing
is to develop a nationwide, coordinated system for pérforming
the functions of clearing agents, depositories and trgnsfer
agents and to provide adequate interface among these égencies.

Creation of such a system would, among other things, afford

the potential for very. important economies in the securities



processing system which would redoundbpo the benefit of all
participants*jbroker;deélérs, banks‘and igstitutional.add-
individual investors. |

The Commission is concerned with the rapidly rising
nédsté_of doing business in the securities industry and its
a@&e;se effects upoh‘profits and services. Securities .
-processing costs have incréésed substantially in recent years
in the brokgrfdealer community and I am sure that other
financial institutions have experienced similar secg:ities
processing cést increases. EQentually these éésts musﬁ-be
borne by investors. Proceésing economies, ﬁhe public
interest in and our concern for protecting investors against
lqss of securities and cash, the financial and operationai
responsibility of broker-dealers, the need for greater public
cbnfidence in out.mafket.sySCém and ﬁhe expeétation that the
markets of the future will be required to handle higher
Qolume, all require‘a modernized nationwide system fpr
consumﬁating sécurities transactions.

We believe that to achieve this some public
regulatory zody has to be in a.position to oversee the whole
process. The Commission presently has authority~over the

execution of transactions, over cleari.g and over settlemernt.

we believe it logical that this authority be exterded to .



tfanSfer functions. Such an extensioo would authorize the
Commission to oversee these inextricably related segments of
‘a single process=--the purchase, sale snd deli&ery of |
securities. | |

It is our view that the development of depositories
and clearance systems now‘operating and being planned, and

the functions of transfer agents and other entities 1ovolved
in the securities handling process must be dlrected in a |

- manner which keeps each system open-ended and.compatible with
other sysfems in order that they may perform at maximum
1eyels and service the en;ire investﬁent community. '

Last year several bills concsrning the clearance
and settlement of securities transactioos were introduced in
both Houses of Congress. Hearlngs were held and from our
'2rev1ew of. these hearlngs, 1t is qulte ev1dent that thore was
widespread support for securities processing 1egislétion.
This support is als) evidénced by the fact that bills passed
in both Houses although there was not time to reconcile the
dlfferences between them before Congress adjourned

More effective regulation of the process as a
whole is clearly desirable and several approaches ha&e been
suggested. In all of the legislative proposals the

" Securities and Exchange Commission was selected as the primary



regulatory tody. We believe that the central issue has
been whetﬁer, and to what extent, the authorit? to examine
clearing agencies and securrtles depOSLtorles organlzed as
_ banks, and to enforce the appllcable standards to be
promulgated by the Commission, should be vested in the bank.
'regulatory agencies or in the Commission. There is a
greater.degree of agreement that examioation and enforcemeot
authority over bank transfer agents should remain with the
baok regulatory agencies, but with the. Commission setting
the standards. Perhaps the simplest approach would-be to
provide that the entire regulatory program, 1nc1ud1ng the
establishment of standards and responsibility for
examination andieﬁforoement_over deboéitories and clearing
agencies organlzed as banks, would rest solely with elther
.the Commlssxon or approorlate bank regulatory authorltles.
Another approach would be to apportion regulation
over depositories,~ciearing agencies and transfer agents
organized as banks to the Commission and the bank regulatory
ageocies on a functional basis. For‘ekaﬁple, the oank
regulatory agencies could oe given primary responsibility

over those areas in which they have greater expertise
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(e.g., security, safekeeping‘and financial responsibility).
The Commission cou;d be given brimary résponsibility over all
other a%eas in which it has expertise relating to thé
brdcéééing of securiﬁies transactions,  This approach would
most likely'reSult‘in-overlapping responsibility and thus
sﬁbjé¢t the depbsitbry, clearing agent or transfer agent
orgahizedAas a bagk to dﬁallrégulation, examination and
'gnforceﬁgnt. As‘f recall, this approach was diécussed'at
1éngth &ﬁ;ing«Senate héériﬁgs last yeér,.ana'no qoncépshé
was reached as to ﬁhéré;td draw the line between various_
‘functions. B
‘The;épproach Wﬁiéﬁ S. 2058 proposes 1s that the

Commission be given direct rﬁleméking authority for all
.clégring agencies, securities‘depositories aqd.transfer
agents. ﬁbwever, invthé case 6f such entities organized as
"banks, this legislation would délegate reSponéibility-for
gxaminatidn,and enférceﬁent—-ahd in the case of tramsfer
agents; tulemaking'concerning'record-keeping and reporting--
to the apfropriate bank regulatory agencies. It has been
argued that this regulatory scheﬁe, among other things, will
encourage tank custodians to participate in securities
Aaepositofies. In téstimony before the Subcommitteé, w;tnesées

indicated that banks would hesitate to deposit securities



with a securitieé depository unlésg it "looked like'é bank,
felt like a Eank,.and was regulated iike a bank." |

When the Cémmission testified beﬁore this Subcommittee
last year, it stated its prefereﬁce, and we continue to subscribe
to the view that our regulatory‘éutﬁogity should include a
right to periodic exémination of depositories and clearing -
agenéies and authorify to enforce compliance with the minimum
standards established by the Cdmmission pertéining to these
entitieé. However, the Commigsion believes_thqt,legislation
in this area is vitai. €Con§equently, we support S. 2058
as an acceptable proposal and, if it is édopted Ey the
Céngrésé, we will cooperate with the bank regulatory agencies
'in'thié joint‘effort.
The legislafion should be revised, hbwever, to
.'provide the-CommiSSiog-with iﬁspeétion powef over Elearihg
agencies, depositories, and transfer‘agents organized as banks
to aid~us in de:ermining appropriate performance standards
and recordkeeping requirements. I would emphasize that these
inspections would not be for enforcemeht purposes,.but rather
to provide'ds with a continuing understaﬁding of the actual
working of these agenéies in aid of informed rulémaking.
Our examinations could be coordinated with those of the bank

regulatory agencies so as to avoid any duplication or undue
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. burden upon the regulated ofganizatiohs. It is our viewrthat
without this inspectibn power it would be difficult, if ndt
impossible,-to set reasonable and meaningful standérds for
such eﬁtities, nor wogld reading copies of reports of
inspections completed by bghk regulatory agencies for
compllance and entorcemer; purposes be an adequate substitute
for our own inspections for our regulatory puUrposes.

Section 3 of the bill would add a new paragraph
.(255 65 Section 3(a) Qf thé Exchange Act defining the
Federal Reserve Board as the appropriate regulator& agency
of a non-bank subsidiary of a bénk—holding company. It is
my recollection that the bill ap?roved by this Subcommittee
on June 27 of last year did not contain such a provisiqn and
_1n fact did not take into con31deratlon regulation of bank-
holding ccmpanies and their subsidiaries. In a July 24, 1972
‘lettér to Senator Benmett, Chairman Burns of the Federal
Reserve Board. recommended that the Federal Reserve Bdard
be' the appropriate regulatorj agency in the case of bank-
holding companies and non-bank subsidiaries acting as
clearing agencies or transfer agents.

I do not récall‘any discussion as to whether the
abpropriate reguiatory agency of a non-bank subsidiary of a

bank-holding company should be a bank regulatory agency or
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the Securities and Exchange‘CommiSSion. The Securities and
Exchange Commission presently regulotes invéStment_advisers
which are subsidiaries of bank-holding companies ond mutual
. fﬁnds'which are subsidiaries of bank-holding companies.
Since the issue of dual regulation is not & majof one
'Becauso the subsidiary is mot organized as a bank, the
Commission recommends that it be the appropriate regulatory
agency.for all such non-bank subsidiaries which are either
depositofies; clearing agencies, or oraoéfer_agénté.

We also note that the proposed bill would iequire
a clearing agency to be aoself—regulatory organization. We
believe, however, that the Subcommittee should be aware that
certain privately-owned éntities will be encompassed by the
. definition of a clearing:agéncy which includes a.dgpoéitoryﬂ
Some of these organizationo, particularly certain clearing

organizations have not been self-regulatory bodies and,

under the bill, probably should not be. We note that the

bill provides the Commission with broad exemptive powers which
could bo used to exempt such{enoities ffom any clearing agency.
;equirements which we deem to be inappropriate or-unneoessary
to carry out the purposes of this section.

Proposed Section 17A(c) would requ1re the

Commission to .find as a prerequeSLCe to re01stration that a
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depository or clearing agency meets the criteria set forth in
that»subsection. Subsection (c)(2) of proposed‘Section 17A
would provide that the rules ot a clearing agency or
depository may condition participation upon compliance with
standards of operational capaeity, a deposit or the posting.
'ofba bond-in an amount whieh bears a reasonable relationship'
to the value of positions maintained by and transactioné
proeessed for the participant, and rules denying participation
tO‘pérSODSkWhO have been expelled by another registered

clearing agency. The Commission believes that the rules of a

-

clearing agency. or dep051tory should allow these entities to
impose additicnal criteria to those set forth in proposed
Subsection (c¢)(2) for admission to the ciearing agency
provided the Commission determines that such additional.
erlterla are necesearr‘or approprlate in the pubLie irterest;
for the protectlon of investors, or to assure the prompt and
accurate processing nd settlement of securities transactions.
The.Commission~does not,seek to liﬁit'entry to a clearing
agency orvdepository; rather it seeks to eneure; as a matter
of policy, that all broker-dealers and other financial
iﬂstitutionsrwill have_acceés to such entities on a |

reasonable and non-discriminatory basis while protecting the.

financial integrity of these entities and their participants.
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_Proposed Section 17A(g) would réquirg clearing
agencies and depositories to submft proposéd rule{changes
along with a‘summary statement of the proposed change and
.. the basis therefore to the Commission; In éddition, this
section would require all proposed rule changes to be published
for public comment. It is our view that public notice and -

comment is desirable. We believe, however, that the depository

or clearing agency, rather than the Commission, should solicit

public comments on proposed rule changes so that it may have
the benéfit of such comments before it acts. Wé also believe
that solicitation of public comments should not be fequired
ﬁith regard to all rule changes. This matter should be left
to the securities‘depository or clearing agency subject to
Commission discretidn to solicit additional comments. In any
event, whéré a aepository ér clearing aéeﬁcy has.ébtained |
‘comments, the Commission should not be required to duplicate
that effort uﬁ*ess; in its discretion, it wishes to do so.
Additiénally, copies of the comments should be sent to thé
Commission with‘the filing of the pfoposed.rule changes.
Finally, this section would make such rule changes

effective within.50 days of filing unless the Coﬁmission
disapproves such changes through the institution of

administrative action. We believe that this time
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restriction may be inadequa;e in’somé ingtéﬁceé, especially
in view of the fact that a publi; comment period is presently
requiredAin the bill, and may be necessary in sbmé instances
--even ‘1f our recommendation that the depositoronr clearing
agency .be ;equired to golicit public comments before |
suBmitting rule changes to the Commission is adopted. Fgrfher,
the festriction is not likely to significantly aid the
administrative decision—making process. |

Proposed Section 17A in the bill would aﬁtbbriéé
the appropriate regulétory agency to review denials of -
admission by a cleériﬁg~agency or depository with respect to
any person seeking participation therein. As previously noted,
the Commission beiieves that such entities should grant éccess
to all broker-dealers andvpther,respongible financial
institutions on a reasénable and non-discriminatory basis.
In view of this policy, the Commission believes that it should
review denials of participation by a clearing agencyvor
depository. In this regard, it should be noted that the
‘Commission presently has autﬁority to review denials of
membership in registered ﬁational securities associa;ions,
and clearing corporatiéns operated by them, and we believe
'tﬁat access quesﬁions also should be determined byTthe

Commission.
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Proposed Section 17A(q5 would require the
Commission to take such steps as are within its power to
bring about the elimination‘of the ‘stock certificate as a
means of settle@eﬁt among brokers by December 31, 1976. We
are in complete agreement with this goal. We are concerned,
however, that the rlgldlty of a fixed timetable may make it~
difficult to weigh the bénefits and advantages of ellmlnetlnc
the stock certificate -at a fixed point in time against the -
costs which would have to be incurred to.achieve it. However,
if Congress fixes a definite timetable the Commission would
undertake to meet itf
Prooosed Section 17B(f) Qould provide that eech

registered tranSfer egent shall make and keep such books and ;
records and make such reports as the apnroprlate regulatory
ageney requires;_ We belleve that 1nAorder to achleve unlfornlty
in recordkeeping and reporting with regard to all transfer
agents, this exthority should rest with the Commission.

‘ Section 8 of the bill would add a new Subsection
19(f) of the Exchange Act directing tﬁe COmmission‘to make
a study of the registration of securities in street name.
We concur that such a study should be made and suggest that

it also refer to Sections 12(g) and lS(d) of the Exehange

Act since those sections impose periodic reporting requirements
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based upon ﬁhe number of record holders of.secufities. if
the "street name" study legislation is enacted, we believe
that these two areas are closely related énd that it would be
~appropriate to combine them into a single study.
.SeCtion 9 of the bill would amend Section 28 of the
Exchange Act to prohibit the imposition of any state or 1océl
tax on changes in benef1c1a1 or record ownershlp of securities
unless'such changes would ‘otherwise be taxable 1f ﬁhe |
clearing agency were not located.within the jurisdiction of
‘the taxing authority. We strongly endorse this provision.
This concludes my prepared statement and I will

‘try to respond to.any questions members of the Subcommittee

.may have.



