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HIGHLICHTS

In order to evalvate the effsct of the October market break on broker-dealery'

financial condition, we have analyzed the October FOCUS Reports of a sample of 58
NYSE n?cmbcr firms. These firms all carried customer accounts or cleared securities
transactions. We have ciassified the sampled firms jnto six groups, based on firm size
and type of business .- National Full Line Firms, Large Investment Panking Houses,
Brokers, Equity Dezlers, Debt Dealers, and Other Large Firms. The sample is not at ail
random, but rather is weighted towards large Firms, and to Cirms specializing in the
!:-mkcragc and principal businesses. However, the firms in the samplé dominate the
industry, so the aggregate results of the sample should approximate that of the industry.

Income and Profitability

o

Tpc‘ 58 §amp]=d Cirms lost $1.7 billion in Dctober. These losses exceeded the $1.6
biliien in profits carned in the record-setting First quarter.

The annualized return on equity was -96.1% for the sampled {irms in October. If
profits in November and December match the average over the past L3 years, the
fourth quarter and full-year returns on equity for the sampled firms will be
-164% and 7.9% respectively. Thesc would be the lowest rates of return singe
1974,

Three out of four of the sampled Firms lost mopey. Debt Dealers were the only
firm group to show profits,

Not unexpeciedly, proprietary equity trading was the most important (actor behind
these Josses. The sampled firms reported losses of $1.6 billion in investments and
in equity trading, not including the expenses normally associated with these
businesses.

Although transactiop aclivity was at record levels, the agency business was not a
source of profits for the sampled firms. The increase in revenues wasg
overwheimed by losses relating 10 customer activity. Brokers saw an inersasc in
brokerage-related revenues of 5248 million in October, relative to an average
month in the first three guarters of 1987, However, losses 1o erfor accounts and
bad debis increased $60.4 million.

While high-grade debt securities increased i value in October, this increase was
small relative to the decline in squity valves. And debt securities usually are
well hedged. The result was an increase in revenues from trading debt securitiss
of only $8% million (17%)} (or the sampled firms in Oetober compared to an
average month In the first three guarters of 1987,



Floancial 1ntegrity

)

Although suffering large losses, the 38 sampled firms came out of October in
excellent financial shape. Tetal capital increased $389.3 million in October, the
result of capital infusions by parent companics, other ownery, and subordinated
lenders, Excess ngt capital grew by $762.] miilion.

The capital condition of the Nationai Full Line Firms and the Large Investment
Banking Houses were the least nffected by the market brenk. Excess net capital
of Natiopal Full Line Firms grew by $785 million, while that of Large Investment
Banking Houseas rose by $157 millioa, Brokery witnessed a drop of $746 million in
their excess net gapital, primarily the result of a $62 million increase in
unsecured customer receivables. Equity Dealees, who lost $715 million, remained
ir healthy Fizancial coadition, thanks to & strong tnitial capitel base and massive
liquidations of equity securitiss.

Ananalysisof individual firmsleads to similar conclusions. Aboutas many of the
sampled firms saw an increase in their excess net capital a9 saw a decrease. And
comparing excess net cepital to toral capital suggests g slight improvement in the
capital position of these firms,

At some [irms, the decline in equity values overwhelmed haircuts, the capital
requirement specifically designed to cushion these declines. Fifteen firms had
loases trading equities in excess of their haircuts on equities. Ten firms suffered
trading lotses on all sccorities in excess of all haircuts.

Operatlonal Conditlon

0

There was little change in the oumber and valug of aged fails to deliver and
receive between September 30 and October 31. We don’t know whether this
results from the industry’s succesy in accommodating the increased trans-
action volume or reflects weaknesses in the available data.

Losses in error accounts and bad debts -- the expense item which contains “write
offa" -- wasx 644% higher in October ralative to its averape in the first three
quarters of 1987, In October, these 1osses equalied §314 million, B.6% of expenses.
In an average month in the First three quarters of 1987, this item equalled 342
millioa, 1.2% of expensas.

Unsecured customer receivabies were 114% higher on Octeber 31 than they had
averaged in the previouy thres quarters. The increase in these unsecured
teceivables -- $737 million -- equalled twice the amount already writtee off in
loases in error accounts and bad debts, and was cgual to 44% ol October 10%9es.

ii
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I. Introductian

The month of October saw unprecedented market activity and declings in eguity
values. All major stock indexcs witnessed record declines. The Dow Jones Indusirials,
the S&P 500, and the NASDAQ OTC Composire Mell 23.2%, 21.8%, and 27.2% respectively
between Sen}cm‘bcr 30 and October 30, Conversely, bond prices rose as they became a
more pliractive investment alternative, For example, the price of the Treasury's 9 1/8s

of 2006 {an 18-year maturity) rose 6.4%, while the 8 3/ds of 1993 (3 S-year maturity)
rose 3.3%,

These price shifts were accompanied by record transaction activity. October NYSE
volume reached 6.1 billion shares, 2 billion above the previous high of 4.1 billion shares
in August. Prior to Cctober |, the record daily share volume on the New York Stock
Exchange stood at 302 million shares, |/ On each of two days, October 19 and 20,
share voiume exceeded 500 miilion shares, twice the pre-October record. Seven of the
twenty-two trading days in October exceeded this earlier record.

These events had the potential to greatly impair the Tinancial condition of
securities firms. Broker-dealers observed a decline in the value of their prapriewnary
tquity positions, and suffered josses when some customars walked away Crom nat debit
balances. [naddition, higher transaction activity threatened the operational condition
of firms. On the other hand, the increase in volume generated greater commission
revenues, and the value of proprictary positions in debt securities rose, albeit more
modestly than the decline in equity prices.

In order to evaluate the ¢flfect on the industry of these developments, we have
analyzed the October financial resulis Mor 2 sample of fifty-eight NYSE meamber firms.
These Tirms ali carried customer accounts or cleared securities transactions. We have
classified the sampled lirms into six groups based on firm size and type af business --
Naticnal Full Line Firms, Large Investment Banking Houses, Brokers, Equity Dealers,
Debt Dealers, and Other Large Firms. Exhibit G-1 deseribes the firm groups and the
sampling progedure.

The sample is not a micracosm ol the industry. It is not at all random, but
rather 1s weighted towards large firms, and to {irms specializing in the brokerage and
pringipal businéssgs, Thus, the results For the sample should not be considered a
rellection of the "average” {irm. Howewver, the firms in the sample dominate the
industry, so the aggregate results of the sample should approximate thatof the industry,
And an analysis of the results Tor Brokers and the two dealer categories, whiie
themselves very specialized Tirms, should give an indication of the effect of the October
market break on these businesses at fess speciafized Cirms.

11, locome and Profitability

Thesecuritics industry has been riding a wave of unprecedented prosperity. After
suffering a major downturn in the late 1960°s and 2 mini recession in the carly 19707,
the industry has had over a decade of profitability, Between 1973 and 1986, the annual
pre-tax roturn on equity cap.ial For NYSE member Firms (el below 20% in only twao
years. And as o group, NYSE members have lost money in only 2 of the 31 quarters

1/ B¢t Januwary 23, 1987
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since 197% In contrast, dering the down gvele of 1973 2od 1974, NYSE members lost
money in Cour of the cight quarters

Exhibit G-2 presents data on varipus berformance measures for NYSE member
firms doing 2 public business [rom )972 through the third quarter of 1957, These
performance measurc: trace the movement ol the targest securities firms into low
margin, albeit profitable dealer businesses, Deaiing in Government securitiss, which has
shown rapid growth since the late 19708, is a highly leveraged business which resulis in
very small margins on enormous trapsactions, Many of the recent developments in
investment banking, while very profitable, need huge asset bases. The result hasbeena
significant increase both In leverage and in the dollar amount of assets needed to
generate a given dollar ameount of revénuss (répresented by a decline in the asset
turnover rate). 27

These patterns can be seen moarg clearly in Exhibits G-3 and G-4, which trace the
movement of the industry to & dealer business Crom its earlier concentration on
brokerage. Since 1976, the praprictary long pnsitions of NYSE members have increased
13-Told, from %$5.2 billion in the first guarter of 1976 10 $123.2 billion in the third
quarter of 1987, Short positions grew sixty-Tfold during this period, from $1.2 billion
to 3739 billion, 1In the {irst quarter of 1974, jong positions and resale apreements
combinad comprised 41 8% of ail assats. By the third quarter of 1987 these two items
aecounted for 68.7% of assets. Conversely, receivables from customers declined as &
propartion of assets, from 36 1% in the (irst guartar of 1976 to 10.7% in the third
guarter alf 1987,

In line with these balance sheet developments, the customer business has become
a less impartant source of income. In 1986, commissions Mrom securities and investment
company transactions and margin interest comprised 32.3% of all tevenues, down from
54 7% in 1976, By contrast, revenucs From rading and investments, anderwriting, and
“other securitics relared revenues” 37 increased From 40.3% of revenues in 1976 to 58.3%
in 1984,

The profit picture was mixed a5 the industry entered Cctober. In 1986, pre-tax
income of NYSE members set an annuoal record of $5.5 billion. Besiness remained
excellent and in the Tirst quartes of 1987 income reached a new guarterly peak of 52
billion. Income dropped sharply to 3533 million in the second quarter of 1927,
increasing only to £757 million in the third gquarter. The result was a subpar
pecformance for NYSE members--an annuglized three-quacters return on zquity of only
18.1%,

The Cetober market break's potential for hurting the profitebility ol securities
Firms was conziderable. On the dealer side, broker-dezlers maintzin large positions in
equity securities. These include positions in their trading and invéstment accounts,

= The asset turnover rate i5 revenues expressed a3 a percent of zssets.  This
perfarmance measure indicares how spccessful 5 business was in tUrning fssets
into revenues. The profit margin indicates howsuccossful the firm was in turning

revenues into profits,

3/ Onher securities related revenues are now predominantly made up of interest on
resale agreements and ME&A activity
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Tnarkttimaking inventory, and positions aceumulaled executing block transactions for
institutional customers. Equity inventories for the sampled firms were at record levels
on September 30, During ithe monath of October the values of equily securitics declined
across tht_: board. Converseiy, Government and high grade corporate debt inereased in
value as interest rates declined, potentially ameliorating the decling in equity values.
However, while scourities Firms hold much larger inventarics of debt thin equitics, the
increase in bond prices was much smaller than the decrease in that of cguities. And
debt instruments usually are well hedged, limiting the adverse impact when bond prices
fali, but also reducing gains when these prices risc.

_ The record level of transaction activity during Qctober suggesied exceptionally
high secorities commissions. Bul ¢ven the brokerage business faced potential problems.
Some customers could not, or would not, make gaod on large unsecured debil balanees
that developed in their accounts, These balances occurred when the value of margined
securities declined and np longer equalled or exceeded the amount of the loan, or the
dcposit on a naked purt option did not cover the decline in value of the underlying
secirity. Broker-dealers also suffercd losses when customers refused to complete
unfavorable trades made before October 19, but due to be scrtled after thar date. The
high volume of transactions threatened operational problems, Operational problems
increase caxpensss and may resull in bad trades, In the ¢xtremely valatile markets, a
delayed transaction could resultin an unfavorable price for a customer who nught look
to the broker For restitution.

A. Income and Profitability of Sampled Firms

October was 2 very bad month for the 58 sampled firms. In total, they lost §1.7
biliion (see Exhibit G-5), Their annualized retuen on equily capital was -96. 1 percent
(see Exhibits G-6 and G-T). The ¢ffect of the market break was broad-based. Three
out of Tour of the sampled Mirms lost meney in October. The median annuzhized return
on equity equalled -66.1 percent. &/ That is, hall of the sampled firms had an
apgualized return on equity less than -66.1 peresnt, while hall exceeded this rate

All firm categories were adversely affected. Eight of the fourteen Brokers lost
money, sulfering 2 median annualized return on equity of =215 percent. Seven of the
ten National Full Line Firms and nine ol the ten Large [nvestment Banking Houses
experienced losses, The average firm in these two groups had annualized relurns on
cquity of -62.6 percent and -294 percent, respectively, Az expected, Equily Dealers
were hurt the most, Twelve of these thirteen firms lost money, for a nct loss of §714.7
million and a3 median annualized return on equity capital of -652.9 percent.

To put these lossss in perspective, Exhibit G-8 compares the losses of the
sampled Mems in Gotober with thelr profits in the record first guarter. The tosses in

4/ The weighted averages in Exhibits G-6 and G-7 are computed by firstaggregating
the numerator and denominator in each group, and then computing the ratio.
Large [irms, and Tirms with large losses or gains, will dominate the averagd
return on cquity. While the weighred average is the appiopriate statistic [or
examinipg the results of 4 group or the sampie in the aggregate, it is a poor
measure of the results of the "average” firm. For this we usc the median Tatios.
A median ratio is computed by first dividing the numerator by the denominator
for each firm, ordering the computed ratios by size, and choosing the middle value,
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Cctober of the sampled Firms as a group exceeded their first quarter profits. This was
primarily due to the Equity Dealers, whose October losses equzlled their gains for the
preceding nine monthy. The October losses of the Natiopal Full Line Firms, the Large
Investment Baoking Houses, and Brokers racged from 55% to B5% of first quarter
carnings.

Exhibit G-§ alsoc presents estimates of the annualized return on equity of the
sampled (irma for the fourth quarter and for 1987 as a whole, assuming profits in
November and December esgual to the 1972-1987 average. §/ The fourth quarter
estimated return on cquity for the sampled firms is -16.4% pet annem; the estimated
return for 1987 is 7.9%. These rates of return would be the lowest since 1974, §/
Under this scenario, Brokers would have the most successful year, with a return on
equity of 12.5% For the year. National Full Line Firms and Large investment Banking
Houses would $¢e annual returns of &.1% and 10.5%, respectively.

B. The Ageacy Business

Exhibit (3-9 compares the revenues and éxpeénses of the sampled Firms with their
average monthly valoes in the first three quarters of 1987. Exhibit G-10 presents this
information for the firm groups. In line with the increase in transaction activity in
October, revenues associated with the agency business incrzased markedly. Szcuritie:
commissions end margin interest were 51,3 percent and 32.1 percent higher in October
than the thres-quarters' average. Revenoes from selling mutwal fund shares were the
only downside of the commission business, falling 31.3%.

Brokerage activities were not a source of profits for the sampled Firms, however,
The increase in revenues was overwhelmed by losses related to customer activity,
particularly uncollectable margin debt. Restricting ourselves to Brokers te isplate the
commission business, wesee that brokerage related revenues were $24.8 million higher in
October than in an average month in the firse three gquarters of (987 (gne Exhibit
G-10). However, losses in ecror aceounts and bad debts, generally an insignificant
expénse item, amounted to $60.4 million in October,

Omnly three Brokers had a profitable month, with a median return on equity of
57.2 percent. Four olher Brokers showed insignificant earnings or losses. The remaining
seven Brokers lost significant sums due to bad debts or large trading losses, and showed
a median return on equity of -90.2 percent per annum, The smallest Brokers were more
likely to be profitable in O¢tober than larger ones.

C. The Principal Business

It was on the desler side that securities firms took their greatest hits,
Broker-dealers maintain large inventories of corporate stock. These include trading and
market-making inventories, positions in issues they are underwriting, and long term (for
a broker) investments, 3uch as an interest in potentini takeover targets. The sampied

5/ Between 1972 and 1987, NYSE members doing 8 public business averzged a return
on eguity of 23.4% per annum,

6/ Theannualized return on equity capital for NYSE members doing a public business
was -18.9% in the second gquarter of 1974 and 1.5% lor the entire year.
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Firms reported investment lasses of 31,3 billion, wiping out their investment gains during
the previows nine months. We think that most of these invastment losses rasulted Mrom
risk arbitrage. About hall of investment losses were sulfered by Equity Dealers, a
group comprised primarily of arbitragcurs. The Mational Full Line Firms and Large
Investment Banking Houses reported over %30 mullion in losses in this line item.

Trading and market-making activitics also were adversely affected. Short run
proprietary trading 15 captured in "other” equity trading. Octobor losses were $231
million, primarily due to large fosses at three Mational Full Line Firms. Decl ning
inventory prices also resulted ina $6 mitlion loss in OTC markel-making. Thesc trading
losses understate the ef fect of the October marker on thesc businesses, These losses are
revenues (albeit negative) and have vor o have expenges netted Mrom them.

The October market break also burt the mmvestment banking activities of the
sampled Firms, Underwriting revenues were onky $32.1 million in Cctober, compared to
£437.4 million inanaverage month in 1987, The dollaramaount of of Terings, particularly
of common stock, Fell during the month. As importantly, after the market break these
cquity issucs declined in walue, resulting in losses for syndicate members.

Revenues {raom debt trading increased (7%, But this $86 million increase in
tevenees equalled only 5% of ner losses, The three Debt Dealers were the most
profitable group in Oclober, with positive ach income.

11i. Finaocial Integrily

The principal regulatory tool wscd tfo insure the Tinancial antegrity of
broker-dealers is the Commission™s net capital rule (Rule 15¢3-1). Rule 15¢3-1 requires
broker-dealets to maintain capital eégual 1o the Mull value of their illiquid assels
("illiguid assets™), a prescribed percentage of other asscts such 2% security positions
f*haircuts™, plus the greater of & fixed dollar amount or a percentage of their
customer-related assets or liabilities ("required net capital™),

Firms may determing required net capital in one of two wavs. Firms choosing the
basic capital methed {"BCM"). must maintain net capital equal to the greater of $235,0007/
or 62/3% of their aggregate indebledness (primarily customer related labilities). Firms
choosing the alternative capital method ("ACMT), must maintain net capital equal e the
greater of $100.000 87 or two percent of their Reserve Formula debins {monies oveed the
broker-dealer by customers). Smalier firms tend 10 use the BCM, as they cannot meet
the ACM's $100.000 minimum requirement. Large Mirms tend 1o use the ACM becausc of
tts smaliar ratio requirement and lower haircuts on eguity securilies. Thess two ratio
tegte serve o prevent the unlimited expansion of 3 broker-dealer’s customer business
fingnced solely with customer credils,

1/ The mintmum dollar amounts Far broker-dealers {other than market-makers) which
ncither carry customer accnunts nor ¢lear ccuritics transactions range from
$£2.500 to 525,000 under the BCM. The minimum doliaramounts for market-makers
range Crom 325000 (o $100,000.

&/ Sole municipal sccurities dealers wsing the ACM have a 323000 minimum dallar
TCOUITEImEnY.
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Haircutsscrveprimarily torequire broker-dealers to maintain suf ficient capital to
account Far the market risk of proprictary positions. The size of hairculs varigs,
depending on the type of sccurity and length of time to maturity, Treasury and
government agency securities, for example, have po eredit risk and thus have the lowest
haircuts, Those maturing within 3 menths are considered 1o have negligible market risk
and take no haircuts. They may be Minanced solely with debt. Government securitics
maturing alter 25 years take haircuts of & percent. In eflect, at least 8% ol the value
ol these securitics must be Tinanced with the Cirm's capital. Corporate stocks and
below tnvestment-grade corporate debl securitics 97 take the highest haircurs -- 15% for
firms computing their net capital requirement using the ACM, 30% Ior those using the
BL M.

Exhibit G-11 presents daca on capital, haircuts, and illiguid assets of NYSE
members doing a public busingss from 1976 through the third quarter of 1987, The
dotlar amount of losses experienced in Qcrober must be considered in conjunction with
the capital bulfers in place. These buffers ¢xist in part to accommedate market
reversals, such as ook place 1n October. Az Exhabit S-11 shows, capatal of NYSE
members grew Mrom $3.8 Lillion in the Tirst quarter of 1976 10 $35.0 Billion in the third
aquarter of 1987, MNearly 95% of the increase rnocapital has taken place since 1980
Hairceuts equalled $7.7 biflton as of September 3, 1987, That 13, NYSE members were
required to maintain g cegulatory capital cushion of $7.7 hillton, which, in efTeer, was
allocated salely to reverses afTecting their securitics invenlory.

Exhibit G-12 presents data on nel capital, required ne capital, excoss neycnpatal,
and the two bases lor the ratio test. Net capatal cquals capital afrer deducaing (higuid
assets, haircuts, and certain other charges. Excess net capital equals capital in excess of
all repulatory requirements {incloding the minimum net capital requirementd. Amang
other things, excoss net capital serves as a cushion o prevent business Muctuations,
such as the October market break, from putting a firm 1010 net capatal viclation, which
inrurnmight result in liguidation. As Exhibit G-17 shows, on September 30, 1987 NYSE
members were maintaining ¥12.9 billvon in ¢apirzlin excess of regulatary reguirermnents.

A. Changes in Capital and I1s Components of Sampled Firms

Exhibit G-13 presents data on the ecgulatory capital of the sampled Tirms.
Exhibit G-14 presents these data Tor the Firm catepgories. Asa group, the sampled Tirme
remain in excellent financial condition. Total capital increased 33893 million in
October, the result of capital infusions by parent companics, other owners, and
subordinated lenders. Excess nct capital grew by £762.1 million.

While pre-tax incame was a negative 1.7 billion in Oetober, ¢quity capital declined
by only 3450 million. Most of this dif lerence represcnts capital inlusions, 10/ Exhibit
5-15 prosents the camponents of ¢hange in equily capital Tor the sampled firms.
Meeting infusions and withdrawals, these firms acquired 3369 million in ¢quity capital

Qs Below investment-grade securities arg corporate delit instruments which, among
other things, arc not rated in ooc of the four highest raring categorics by at
least two nationally recognized statistical rating oreanizanions.

107 Adjustments to pre-1ax income, poimacily provisions for Federal Taxes, reduced
the impact of these losses by 3333 million.
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from outside sources in October. Twenty Firms obfained a total of $1.1 billion. About
$0.9 billion of this amount came from four large broker-dealers, three with parents
cutside the industry. Eleven of the sampled firms withdrew a total of $189 million of
equity capital. The sampled Mirms also showed net inereases in subardinated debl of
38319 million.

The capitat condition of the National Fell Line Firms and the Large Investment
Banking Houses were the least aflected by the October market break. The axcess net
capital of the National Fuil Ling Firms grew by $785 million, while that of the Large
Investment Banking Houses rose by £357 million. These increases were primarily due to
nct additions of $935 million inequity and $646 million insubordinated debt for the two
groups combined. Brokers saw no net change in total capital, but witnessed a drop of
$76 million {17.8%) ir their excess net capital, This was primarily the result of a $62
miliion increase in unsccured customer receivables, an iiliquid asset deducted from
capital in the computation of net capital.

Equity capital of Equity Dealers dropped 3824 million (43%) in Ocrober, reflecting
a $715 millien pre-tax loss and %154 million in net withdrawals of capital. The ef fect
on excess net caprial was moderated by massive liguidations of equity positions. 11/
Haircuts dropped 3415 million. As a group, Equity Dealers stitl remain in hcalthy
financial condition, the result of a stroung initial capital base. On Qcrober 31, excess
net capital comprised two-thirds of total capital.

Fxhikit G-14 presents datz on changes in equity capital and excess ner capital Mor
the sampled firms, Eight Equity Dealers caperienced declines in equity capital of 25%
ot more, Mo gther sampled firm saw 3 decling in ¢quity capital of this magnitude.
Thirteen of the sampled lirms saw declines in excess net capital of 25% or more,

Exhivit G-17, which ctassifies the sampled (irms by excess net capital relative 1o
total capital on September 30 and October 31, shows a slight improvement in capital
pasition during October. Cne Firm {2z Debt Dealer) moved from an excess net capital
position of less than 1en percent of total capital to the 10 - 25% catcgory. In addition,
there was a net movement of three firms from the 25 - 30% categery to a capital
buller of over 50% ol total capital. PBrokers were the only Tirm group to show a
worsening capital position. Two Brokers with excess net capital exeeeding 25% of
capital on Scptember 30 had ratios of less than 25% on October 31,

B. Losses of Sampled Firms Relative 1o Relevant Capital Cushions

Haircuts and excess net capital serve as cushions o accommodate MNuctuations in
a broker-dealer’s business. Excess net capital, or capital in excess of regulatory
requirements, assures that short téerm downturns in a Cirm's business dan't result in
liquidations. As observed, haircuts require broker-dealers to finance a certain
proportion (equal to the haircut) of proprictary positions with capital, The intent is

11/ The value of equities held by Equity Dealers fell from $4.0 biition on September
30 to $1.5 billion on October 31, Falling cquity prices certainly played a role in
this decline in value, but reported investment and equity trading losses for Equity
Dealers summed to $722.5 million, only 29% of the drop in the dollar value of
cquity positions.
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that any degling in the value af proprietary positicas will affect Firm capital, not
ereditors.

Exhibit {3-18 presents total losses and losses in two busincss calegorizs as a
percent of the retevant capital cushions ip place. The first series of rows displays
investment and equity trading losses in October a3 a percent of eguity haircuts ap
September 30, Forty-one firms lost money trading equities tn Cctober. These lossey
exceeded hairguts for Tifteen firms. Another twelve (irms had [osses In excess of 50% of
haircuis,

The second series of rows in Exhibit G-18 compares all trading and investment
losses in October with all haircuts on Septembear 30. Gains from debt trading reduced
the losses of some firms while debt haircuts added to the capital cushion. Thirty-Tive
firms suf(ered trading losses on all securities in October. OF these, ten had losses in
excess of all haircuts; another nine had losses in excess of 50% of haircuts. We hava
included investment gains (losses) in the numerator becmuse we think most of the
underlying securities in investment accounts are equities. Note that trading and
investment losses will understate the deciine in equity values, which hairculs are
designed to cover. For example, OTC market-makers make money on the spread,
ameliorating the declines in the values of their inventorias.

The last series of rows in Exhibit G-18 compare all losses in Qctober with the
sum of haircuts and excess net capital as of September 30, Forty-five firms lost money
in October. None of these firms lost meney in excess of the capital cushions in place,
but twa firms had losses greater than 50% of these cushions.

IV, Qperationnl Cooditlony

On ¢ach of two days, Detober 19 and 20, volume on the NYSE excesded 400
miilion shargs, twice the pre-October record of 302 million. Seven of tha twenty-two
trading davye in Qetober exceeded this eatlier record. The magnituvde and sustained level
of transzctions strained the capacity of the institutions responsible for exscuting and
clearing these trades. Difficulties in processing this volume of travsactions forced the
NYSE, AMEX, and NASDAQ to close early on October 26 through 30,

Operational problems in the 1ate I960's, resulting from 2 rapid inerease in volume,
were responsible for a number of failures and forced mergers. During the 1960%, volume
on ali exchanges increased substantially. The back offices of many firms were unable to
cope with the ensving surge of paperwork, and because of the interrelatedness of Firms
in the securities business, such operational problems had widespread effects on the
induostry.

In the intervening years, the securities industry has compuoterized trading
operations and back of fices and made progress in immobilizing stock certificates in
securities depositories. The result is that the industry is now much better able to
accommodate not onty higher volume levels, but also surges in volume. Surges in
volume similar to that of the 1960's have since not advearsely affectad the operaticnal
condirtign of the industry as a whole,
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A. Transaction Efficiency &f Sampled Firms

We have attempted to analyze the transaciion efficiengy of the sampled firms by
comparing aged lails to deliver and receive with all fails.  Fails occur whep 2
broker-dealer is wnable to defiver a security to the contra party on settlement date.
The buying broker has a fail to receive, the selling broker a fail to deliver. This is not
an unusual occurrence and lails are, tn a sense, simply the accounts receivable and
pavable ol the brokerage industry. IF the condition persists, the fails "age” Euuity
securities become aged after five business days.

Exhibit G-19 presents data on the number of tickets, and the number and valug of
{ails angd aged Tails, as of Scptember 30 and Ocrober 31 The number of tickets was
18.4 million in Ocweber, o 35 percent increase over the level in Seprtember. This recerd
volume did net lead to a significant change in the number or value of aged fatls by
October 3. The number of aped Cails declined nine percent to 26,600 while the value
of aged Tails rose one pereent 1o $1.282 million  As a percent af all [ais, the value of
aged fails rose Trom b1 3% to 13.2%, Arokers showed a significant ingrease in the value
of aged fails, in dollars and as a pereent of all fails

Unfortunately, we don't think that we can draw any conclusions about the
opcrational efficiency of the industry bascd on Exhibit G-1%9. Most {irms arc on a
seitlement day basis, which means that fails cannot oocur until settlement, Mve business
davs aller the transaction. Yransactions that took plage QOetober 19 waould have become
fails October 26 and aged fails on November 2. So noene of the transaclions that have
taken place singe Cetober 19 are included as aged fa115 1n Exhibit G-19. To the extent
thatany gperasignal inaf{icicncies have developed since October 19, they wauld show up
only to the extent that they have disturbed the scitlement of carlier trades.

E, Customer Exposure and Lasses of Sampled Firms<

Exhibit G-20 presents data on unsecuzcd cosiomer receivables and lossesin ereor
accounts and bad debts. Customer reccivables are monics custamers owe brokers.
Generally, brokers attempt 1o hold collateral with a value at least zqual to Lhe MOniCs
owed. When brokers arc unsuccessful, and the coltateral becomes insufficienat, the
resulting cxposure of the braker 1o the customer is considered an unsecured reccivable

Unsecured customer reccivables can develop in g number of ways, For example,
brokers toan customers monies [or Margin tIANSACUIONS, TELIININE IN Their posscssion
seeuTities with a vabuc in excess of the loan 1F the coligteral shouid degline to & valuc
less than the loan. the difTerencs 15 considered wnsecured Similarly, the exposure ol 2
customer who hag weilten o pul oprion, o the cxtenr that this exposure cxcecds any
eredits in the customersaccount, would be considered unscoured, Customer receivables
aiso develap in transactions where the customer has not paid for the purchased security
on settlement date. 16 the security showld decling in value, the dilfercnce between the
value ¢of the security and the pavment awed by the customer would be considercd
unscgured,

Gnee it becomcs clear that custoncrs will not make good on unscourcd
receivables, the reccivables are written of f and the resulting losses put in the expense
item "losses in errar accounts and bad debis® T his capense item also may be associaled
with poorly executed teansactions. For example, a broker mught be abligated to make
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up the difference in ar wnacceptably delayed transaction that resolted in 3 poor price
for a customer. The resolting payment would be included in this expense item.

Losses in error accounts were up 644% in October relative to the average during
the first three quarters of 1987, These expenses averaged 342.2 million in the Tirst
three quarters and comprised only 1.2% of otal capenses. In Oerober, however, thesc
losses equalled 33139 million -- 8.6% of all expenses. Brokers wore hurt the most, with
losses in error accounts and bad debts increasing from 0.9% to 28.4% ol sl cxpenses,

Customer receivables showed Little change between the first three quariers of
1927 and month-end Cctober. Unsecured reccivables grew 114%, howewver, from $4645
million to $1,382 millien. On October 31, the sampled Firms were carrying about $737
million mote in unsecured customer receivables than they had averaged during the
previous three quarters. This additional exposure was more than twice the amoun® they
had already written of [ in losses in error accounts and bad debts, and equal to abour

44% ol October losses.
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Exhibii G-1
Sample Selection and Firm Categories

In order to ecstimate the industry’s Tinancial resulis during October and its
Cinancial condition at the end of October, we obtained the September 30 and October 31
FOCUS Reports of a sample of 58 NYSE membars. All of these firms either carry
customer accounts or clear securities transactions {"ca rrying firms™). We have classificd
the sampled firms into six groups based on firm size and type of business -- National

Full Line Firms, Large Investmenl Banking Houses, Brokers, Equity Dealers, Debt
Dealers, and Other Large Firms.

The ten National Full Line Firms are large broker-dealers that are involved in all
aspects of the securities business and have nationwide {or multi-rcgional) branch of Tice
networks. The ten Large Investment Banking Houscs are large [irms that are known

principally as syndicate managers (other than those that operate exlensive networks of
Branch ofTices).

The fourteen Brokers in the sample earned the majority of their revenues MNrom
brokerage activilies and had relatively small proprictary positions that might be at risk
to market fluctuations. There were over 100 NYSE carrying (irms which obtained more
than half their revenues (rom brokerage activitics (commissions on securities and
investment company transactions and margin interest) in the sccond guarter of 1987
We have included 14 of these brokers o aur sample. Maost of the sampled brokers had
ratios of brekerage revenucs to total révenues exceeding 0% and nenc had propriciary
pOSItiONs in cquity or corporate debl securities excecding ten percent of tolzl assets.
While we have included a few smaller brokers, most ol the sampled brokers are larger
than average,

While many NYSE members specialize in the brokerage business, lew concentrate
solely on principal activities. We did identily 13 Equity Dealers -- NYSE members that
mainiained large positions in stocks and oplions relative Lo total assets in the second
quarter 1987, In fact, stocks and options excceded T0% ol total assets [or most of
these Tirms. This concentration of proprictary positions represents their specialization
in markct-making, arbitrage, and specialist activities. Onaverage, Equily Dealers are
smalter than our sampled brokers. Large firms, while participating in these activities,
are more likely to be diversilied.

We identificd three firms with large pasitions in corparate debt securities in the
second quarter of 1987, The value of their inventories of corporate debt ranged from
40% to 80% of asscts. We also have included ¢ight large firms that are not as recadily
categorized. These Other Large Firms assured that the sample included the twenty
largest NYSE carrying [irms in terms of woial assels, total capital, long positions,
proprictary positions in stock, and customer receivables,

It is clear that our sample is not at all random. It 15 comprised solely of NYSE
members that carry cuslomer accounts or ¢lear secugiligs transactions. Among this
select group, the sample is disproportionatety weighted towards large firms, and to firms
specializing in the brokerage or dealer business. However, given the constraint on our
sample size, it is doubtTui that a random sample could be created that would be more
representative of the industry, or provide any guidance on the elffccr of the October
market break on the "average® Tirm. 50 we have instead concentrated on lirms whose
results are of most interest from the Commission's perspective,
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An analysis of the results of Brokers and the two dealer categorias, whils
themselves very specialized firms, should give an indication of the ¢ffect of the October
market break on these businesses at less specializad Tirms, And the inzlusion of the
largest firms in the industry make it likely that Lhe Tirancial results of the sample will
approximate that of the industry. As the foliowing 1able indicatas, the sampied Firms
accounted Mor over hall of the doilar amounts of a number of key finzncial items in the
second quarter of 1987, Thus, the resuits of the sample should tend to mirror that of

the industry.
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Samal: Proportion uf Jioious Frnancial Ttons
_Second Quarter, 1987

MY SE
Aalt Zatrying CATTY LNy
Firms 1/ __Firms Firmg
1a¥ [tems
All Rerail Revenues 2/ 54.5% 63.4% 77.3%
Securibies Comrission Incoms 51.5 671 715.5
Trading and Invesoneat
GAINs (wosses) H6. 4 TA4 B,
Teading in Fguities 37 N, 2T 6.4
Trytal Rewvoraes B3.7 FETR gi.c
Balance Sheer Ttems
Customer fReceivables BZ.9 2.4 q45.4
Long Pos1tions 9.4 Bl.2 82.%
Bquity Zecdribies A T4 87.48
Total Assey Hii.5 91.8 0.5
Total Capital £5.3% EBTEL Ho. 1

1/ Brover=dealors wol'iat o O reiniien net Sapibel ooepdicement Bule POOUS

T Reports avmt-ghnoi 'y croanndslly, vl thas are not anclueded on o bhis
takle. The finonctal feems ol taew burans cepaat naly o Fow opercent ol
rhgasse o3t borns wath o wmme i wi et tt-JE:It.;L TFifaayL et .

Zf '[n(_:l_u.ﬁrjs SUMIAE LD b CHARNTLGILONL LT IOV T COMparTy CeneErnidues, ard
T rgin Inkerrest,

3 Inclades a1l teowdong qguaens fieeise s cxoent those invginng debt aecorities.

Wa: Mot awvallabite Tor onfn-caryias boons.
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1972-1987
Pre=Tax Fre=tax ASSCL
Net Income Profit Margin 1/ Turnover 2/
{5 millieons) - B
S TA% HE L 22t
-72 -1.5 23
35 .8 23
204 13.7 25
984 14.2 18
4le B.2 15
684 T I
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03 L, 56 9.9 L1
14 1,164 9.1 12
a1 2,043 13.9 13
22 n33 4.2 11
07 s 757 3.0% Il%

Pre-tas income staked as
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Trtal assets stated as o
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Fxhihit G-3

Szlectord Salanco Sheer Thems af YYSE Mepbwst Firms
Doing a Pubfac Husiness, 19T76- 198?

(Miiliong of Dollars)

Totat TErT Rosale Short
hssets Positinns Agrecments Pos1t10ns
26,357 309,274 5 L,RO3 5 1,170
28,251 9,042 2,496 1,550
31,184 372 2,643 L,53749
35,148l 1h,607 4,255 2,129
35,096 i 330 5,070 2,441
39,3171 11,215 3,183 2,939
39,932 VL T 7,218 Y628
41,621 13,7499 #, 187 1,980
44,008 2,0z 9,109 4,320
50,0402 13,679 Lo, 276 5,371
55,750 15,07 12,0121 3,997
53,902 13,28 24,018 6,610
54,952 16,125 1, h35% 6,487
£i5,872 22,159 18,534 7,208
74,147 2, R45 ), 694 10,765
75,004 27,199 24,244 13,706
64,05% th, 75 LH, 19 7,304
TE, 455 PR 21,094 9, 844
B8O, 042 23,042 0,994 9,729
102,242 249,448 il 16 20,532
95,19 i, 7%Y 13,877 T, 744
a9, 2548 1.,542 27,840 13,041
a6 472 27,078 12,435 12,691
120,960 37,083 471,476 17,402
03,3171 33,3 12,265 12,072
111,54% 34,111 g, 106 15,7131
136,905 39,4535 47,322 12,4840
17,141 65,16 51,486 28,771
156, 0410 a0,an2 47,164 2%,61%
169,381 3, 7al 1,292 25,319
191,357 a1, 987 &, 720 i0,A43
214,784 TR0 74,014 18,622
215,783 ny,een 7RG 44,274
219,224 +3, 4751 59,088 17,089
231,021 Ticnal 37, 194G 1, 583
75,461 ian, a7 174,409 33,028
234,917 g4y ind,ell 47,0315
281,291 94,348 04625 50,782
298,796 iNZ2,135 111,30 55,433
33, 20% 130,456 146,247 71,184

CustLomer
Recelvables
$ 9,503

L3, 184
IG, 69t
1,453

11,769
12,94
12,887
13,537

15,294
17,760
19,586
15,863

15,445
18,0064
13,301
17,981

17,736
17,468
8,644
2,701

20,165
20,6048
L9456
20,783

17,902
17,6496
19,411
23,758

26,2549
TR, T09
31,872
i1, R0l

29,545
0,755
24,314
29,003

27,77
i3, Wi
15,731
45,222
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Srleetod Boalance Sheeer Erooms of KYSLD Memixr Tioms
_oing a Public Business, 1976-1987

Total
AsBets

394,579
416,487
410,054
452,541

455,131
454,124
£497,844

ML LT tons of Dol lars)

Leanng
Positions

145,999
143,255
138,387
145,549

139,445
118, 342
§123 342

Ttk e
Agresments

129,451
144,925
167,152
171,516

172,191
19%,630
$213,n07

Shrirt
Positions

59, 166
G0, HART
a%,.001
a6, 907

T, 4TS
BE,221
ST, 464

PNRESL o371 Y
Receivables

47,887
47,679
48,655
52,329

449,627
52,433
503,342
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Hrayenuos of WYSE Member FLrms jxoing o Publlic Businoss
. 1976-1987

(Millipns of Mllars)

o orher

Securities nyesEment Trading Securities
Trital QT 235 14n SO Iany Margin and Underwe 16 img Felated

Revenues . Income Fevenues Interest Investment _ Prolats Business
1977, L o6,9n2 T 1,164 5 a5 £ 565 S 1,400 5 891 %W
L3777 6,730 1,809 59 754 L, 29% 7748 74
1978 o812 3,779 5 1,171 P,541 742 847
1979 L1, 264 4,012 T8 1,652 2,871 il L,182
1a8h 15,986 3,671 104 2,na9 1,699 1,307 1,725
1911 19, 145 3,345k 122 2,890 4,811 1,572 2,964
1982 23,712 b, 021 284 1,994 6,553 2,319 3,940
198} 29,547 %,348 ani 2,130 7,57 3.530 4,387
1984 31,148 1,082 =) Z,811 B,253 2,706 6,271
1989 8,739 H,249 1,798 2,575 10,987 4,251 7,173
1986 50, 030 17,453 2,796 2,909 13,717 5.923 5,940

1287 [QY-03) F40,703 5 9,441 51,847 52,467 ¥ 9,009 54,492 8,491

LT-D
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Exhiilvt 5-5

Het Income of Sampled Firms

Monthly Mot Troome Poroent of
Asmilitons) _Firms With [ossoes
Thipes— Marih,
MUmEe: ¢ ULt :ra TXbiabe-r June, Sept, Desoabeer,
0f Firms 1987 1/ _legy 1987 2/ 1987
Toknl Sample S8 S2r4 1 S0L.BRA. 2 2ULAY TT.6%
Natirgal Full Line 14 AT, 3 (4330 20,0 .0
Large Investment
Bankers 10 95,3 (L. 5 I a0.0
Other Large Firms B 29,7 (lan, 3 20.8 B7.%
Brokers 14 7.2 fd6. 4} 11.9 57.1
Fouity fealers 11 7.6 (714, 7] 100 93,3
Debr Dealers 3 T o1.2) bt 1.3 35, 6% 6E.7%

1/ Average monthly income during first nine months of 1987,

2/ Proportion of firms that lost money during March, June, and Zoptembss of
1987, monthly income s avallatlle only far last monch of 4 uatber Tzomn
Part 1T of the FTIS Report

Exhibit 5-6

Return on Bguity Capatal of Sampind Firms

e 27
Weighted Average ... Median
Thi - ThE e
guarters Boaldeiv il gquarters Doenobesr
1887 (1587 _ 1887 1287
Total Sample 16.1 ta6. 1) £4.3 l66.1)
National Full Line a.n (57 .4% 10.A (g2.A}
Large Investment Bankers 14.1 (=0, 3] 19.1 [29.4)
Ceher jarge Firms 2T.3 (124.73) 21.8 (114.%5)
Brokers 2e.T (B8.4) 20.9 123.5)
Equity Dealers 48,5 (T83.5] 48.9 {652.9]
ebt Pealers {18.1; 20,2 (59.7] [17.7)

1/ Weighted average ratios are caloculated by first somming values in cach
of the numerator and denomirator across ail Fiems and then drviding the
aggregate numerator by the aggregate Jdenominator,

2/ ®¥edian ratios are caicoalated by fiest computing rat.ns for each Firm oin
a group; second, ordering these rate. fy sizo; and thicd, selecting
bie: mickite value.
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Equity Dixalors
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Total Sample

dational Fall fiine

Large Investment Bankoers
Ther Largs Fiems
Brosers

Tgualty Doalers

et Mmalere

LA Weoghees] awsrage 1o
PR T ator and Jdoenoenpaat o
AUME 2Lt Dy thye LGpiteag,
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Lxbrieay 3-7

Profitability «f Sampled Firms

Welgared Average 1/

Thiee—quarters, 1987

W m AT LW R
16,1 7.4 Ly, 2 21.1 [96.1)
S0 i.h 16.3 15.% 1.4
14.¢ 7.1 6.4 it.g [30.3)
3T.E (1.9 1.7 0,2 [154.5%)
367 9.7 3.5 1.1 [B8.4)
I, 707 i 1.9 [(783.q)

3 I T T O T O 1R e 20N

Menilans 2

hreesquacters, 1987

IR FH A {EV REL

24,4 9,7 19.49 14.0 [66.1]
17,6 1.9 5.2 17.4 (62.6)
19,5 I.8 5.1 2B [249.4)
23.8 L I w7 24.3 (114.'%)
0.9 T4 .4 6.4 171,58}
44.0 AL e T 2.3 {652, 9)
T AR I P 1.1 Th.H R R

1
x11

cokeuminetar.

TN SRR
4 Fioma Mad meepat e oo

Pt L sngolb s cnqattal

DenCent O wldit g oapatnall.

o
AT 1is
assets) .

o

et LAdvnoeye D Tabe

[rrsonuaes 29

febe—1ln

LEV 1m lewerage [asseks Jivided by coquity Zavleatl.

12 ATy

October, 1887
i AT LEV
(B3.40) 5.5 21.0
(26, 4] 14.0 1.9
[36.5%}) 4.2 12.6
(485, 0) 1.4 26.7
(27.8) 14.4 7.1
RA, (274, T .8
0.6 5.3 35,7
October, 1987
FM AT LBV
(47.9) 5.9 B.2
(1%.8) 12.2 16.4
122.1) 5.7 27.9
24T, 4 2.1 18.7
el 44.4 6.5
Ma TRA0.) 2.3
[27.3) 5.3 131.%

a7 crasulabeed by (1At Samulng valae: 1n each of the
Frrms and then divueiing the aggriagabo

Pt ool batzos for eacn farmoan a
shreats by omtacr and thicd, seiscting the

R

the profilc Mergen nre-tar ncem Ao percenit o of tetal rewenuaen].,

the annualized a2 poeroent of
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Fxhibit -8
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Mt [ngome bstimated heturn on Bguity LS
Firsk Firirth

Quartsr rtoiser aarber A1 l=penn

L1887 1987 1987 DET
Total Sample S1,644,7 Sil,nRd_2 o4 s T.A o
Mational full Line 12,3 413, (1.7 fill
Large Investment Bankers STETE, L3Ll.s) 11.2) 145
Other Large Firms 150, 4 {160, 3 %9 L2.0
Brokers 70.8 (46,1} [ 8.5
BIuity Dealers 138.8 (714,70 S Y (2.1
Dabt Dealars 5 (2.8 % 1.3 AU £7. 401

1/ Assumes return on equity of 23.4% :n Sowveabcor amd Decenler,



G-21

Erxfnitisie =9

Revernies and Exponses of Sampled Firms

F omellions

TThtoo-

AL bers OCEobir

_leg? L/ 1487
Securltles COMMISS1NnS § T3l.4 S L10R. 2
Margin Intertest 221.9 291,32
Investment Co. Rewveno:s 162.3 111.%
Trading and Investment 919.6 {929.,5)
tquity Trading 2/ 260.1 (236.7%
OTC Market=*ak1ng L40. 2 (6.0}
Otoer Tuity 1209 [(2i0.M
b Trading LA 3960
Inwvestment 37 149,09 (1,348.8)
Underwrit:ng Brofis 337,45 320l
tther Ravenues LEELE Lo450.3
Total fevenues .69 100400
Total Pxrenaes 310901 1, hEE.1
Liysses 1n BEror Aaooth. 32.8 L.y
Net Tpcoms 5 2760 Sl1,R64.2)

Peroconk
_Change _

3.3 %
32,1
(31.3)
1207.68)
(19L1.3}
{104. 3
{292.3}
17.70
(909, 2}
(2.7
Lg.H
T

T4
933.32

(707, 21%

Percent
of All Hevenues
ThIee— -
QUAFEEES  Jotober

1997 1987
19.8%  55.2 %
6.0 14.5
4.4 5.6
24.9  (49.3)
7.0 {ll.8)
3.8 (.3
3.2 (11.3)
13.8 29.7
1.1 (a7, 3
11.8 1.6
13.1 7244
160.0 1000
92.6  183.0

1.1 15.7

TR {83.01%

Average mont! DML, SRDOTEUE, 00 LRoOMm ' i : 87.
1/ & g hiy . O rome [oe {irst nine months of 1937
2/ Includes all rtradim; regenges cxcept denst teading.
3/ Tnvestment gains {lossost are not nroken oot by mstrament.



Fredrrded angd Bepeenses of
{Smillims)

Secarities Commigssions
Morgin Interest
Investment Cn. Hegvenues
Tead:ng and Investment
fquiry Traxding 27
Y Marker-Making
OLoer Fauitry
ehr Trading
[nvestment ;f
Tderwriting Froafits
Twhir Reareneg
Total Wewonues

Total Zxp=nses
TOESRE 1N TEror hCohs.,

Het Toeznme:

Securitins COMMLSS51aN3
Margin Interest
Tnvesoment Do, Revenaes
Trading and Inwastmoent
Eoulty Trading 27
O Market—ak 1 ng
mher EQULby
et Trading
[nvrstment 3/
vnderwrtring Profits
Drheer  Sevonu s
Tohat Aoevenuaes

Total Dxpenses
T£xs5r8 1n ©rror Aocts.

Het Inoome

1/ Awerage monthly revenges, expenses, oOfF 1000

G-22

Exhiilhr =5-11

National Full tine
THEee=-

Duarters,  Ootolsr,

1987 1/ 1987
% 445.6h 567504
17,4 1m0,
T4 8 nz.?

49,4 (1R,

lif. 49 1RG4
8%.9 e

48,0 21500
LAY 342,05

1%.6 VA LR
231.2 1331
20,7 ad44.1
1,892.1 LeBAILA
1, 824.48 2, 0754
1.9 R

AT, 3 ao0a33.2!

Brokers

T Thpoe- T

friarkers,  Ookober,

=987 1A 1987
L 78,0 1045
17.9 0.4
LZ.2 A B
17,2 .0

10.1 (4.1}
.l (2.7

.9 P14

4.2 5.7

1.0 f.9)

1.7 5.8
3ol TEL2
10,0 lER. 6
131.8 2129
1.4 Bll.d

g 17.2 4R 1)

Sarmplesl Vosm DCabeegas e

T bt
RBankits

"H']E_r_.,l'._
Marbirs,

i it e

[ g X" O3 8

JA98r LS 1887
5 151.9 5 2443
505 Fu. 7

1.7 T
LT i P
ga.7 1.3
i3.1 P20
4.7 iz.t
2A1.7 256049
13.3 27d.4
la6. 72 (o H)
201 SR
L,277.% A
L. 18707 [ PR
"3 31

5 9.1 = i

_Eguity lealcrs
T -

Duart=ra,  rtobher,

1987 L7 PRy
g 1.4 i Y
1 i
c Y
a7.8 (T22.79]
19.7 I S Y
.8 P
3. - P
0 ]
72.1 (H403.9)
.1 a
16.9 17.1
L. 2 (7304
29.5 11.1
B -1
s T7L.A4 I Y N

Dther Large Firms

CTE e

uarters, Octoler,
19871/ 1987
5 h2.2 & 74.5
15.7 5.4

It A

49.0 {176.9]
11.6 [258.72)
1.3 (7.3
1.3 (2.7
T.7 fa. R
E (146.1)
| 7.8
15,0 1452.1
2447 2.7
Aln.2 192.7
L0 17.4

5 2%9.7 5 [148D0.00

__ Debt pealers
Tat -

ariers, October,
1987 1/ 1987
=z 3.4 2 4.4
.1 .1
] i)
Y i2.0]
T I 4.7
3! (.4
LA 5.1
] (4.5)
L7 il.2]
hial .2
q4.4 2.1
9.4 12.7
10.7 11.3
| |
S11.2) 1.1

frar Frr3t nins ovanthes of 1987,
2/ Includes all trading revenues except ekt rrading.
I/ [Aavestment gains [losses) arz not broken out by ocnsnroment.
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Manlliin -0

- -

Capatal and Factars Ali-ating degulatory Capieal Heeds of XYSE
Membor Firms Woich Conduct a Publas Basiness, 1376-1947

M1lluones of Mollacs)

Taral Eopulty Subordinated tliaquid Halicuts on
Capital Capital Dt Assets Secur.t1es

1976 9l % 3,785 g 2,994 T 77z T 481 S =487
e 3,799 3,000 748 Po0an 347

k! 1m0 3,491 748 494 f52

0 3,803 3,147 T6h 1,033 £94

1977 Q1 1,830 3,134 721 1,004 a94
0z 1,941 3,207 T34 L0068 75

G3 1,913 4,163 743 ., J5% TEE

o 3,927 1,164 759 1,019 T9u

1978 QL 1,478 3oL 728 1,089 T2
Qo2 4,063 3,191 7712 1,1t 414

23 3,3.8 3,07 i1l R I H467

T 4,180 1,427 Q63 L, 20T 147

1979 21 4,34 i.602 537 1,208 765
oz 1,706 1,74 1 1,282 Q25

(o) 4,830 1,925 L, 004 1,134 Q54

Qv 4,999 3,954 1.0417 LR 955

lagr 21 3,381 4,395 1,260 1, %49 T13
2z g,340 4,675 1,271 1,62% sl

3 q,043 4,973 1,340 L, 70% 995

L] A B35 4,359 1,476 TS L0245

1831 91 TelUq 5,740 L, a4 2006 edid
DF 7,604 6,551 1,355 2,264 L,217

3 7,197 5,993 1, 3fg 2,182 Lali2

1 8,168 A, AES L.483 2,922 1,312

1a82 20 T [ L4513 1,344 T LI
o §,a17 7,012 P 3,37} 1

Q3 9,117 7,7 L.a79 3R L B1%

0% 1o, TTE A L8472 3,730 L. asn

lagd ol 11,600 9,753 L BTy I 1,795
u L2.e07 PR 11 4,312 2135

o3 11,1368 L ) 2,259 4,347 2,325

a4 1,007 N S 2,486 5,085 Z,75h

1994 ¢l 14,986 12,028R 2, BA0] L,3ln 2,640
n2 13,389 L1.7ad 1,625 f,131 2,701

ni 135,387 12,042 b, I0% LT 2,521

a4 14, 6344 12,73 1.0097 b, 34T 3,400

lags oL B, B0 12,974 1,990 £.1.4 1,215
Q2 TT,E1y 11,700 3,205 £, 47id 4,141

o 16,3 14, 305 4,516 £,7134 q,17%

o4 22,039 16 624 Te4ls 7,142 3. 488



Ge24
Exhiibit 5-11 ‘o'l

Caprtal and Factors Affectine mequiatory Capital Hzeds of NYSE
Mefber Pirms Which Conduct A Puklic Business, 1976-1987

Miltiong -xf el lars)

Total Tquity Sunrrdinat-d itgaid Halrcats on
Capital Capatal et _hESEtS SeCUr1ties
l43e 0l 24,823 id, 290 A.531 T, T f,674
o2 26,137 19,310 A AT 8,314 A, 176
23 24,102 20,3119 7,77 IV 8,427
4 10,11 21,479 1,411 3,587 9,758
1aar 2l 32,530 23,7145 4,874 L 6ea7 T

= -

3 534,952 329,637 5%, 355 5.3,004 g

r

27
o2 14,343 24,104 3,817 P i Ti=Z
774



1976

1977

s9an

“oal

1862

-9g3

1344

vas

al

5
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Exhm:init 5-12

Met fapital, Peguied Net Jasital, and Bxeess ket Cagital of
MISE Moembor Pirmg Which Zorauct o Publie Bus:iness, L97R-L4E7

Mriluans of 1ellarzy

et Begalred THCLss Aqqregase

Capital L7 Mot Capltal Net Capltai Indentedness 2/

2,00 3535 51,338 35,205
2,16 245 P i 3,848
1,089 AL L, 430 2.8EL
2la a3l T J. 674
2,133 h4d 1,343 1,244
2322 530 1,493 A
2,023 Sid RN LAy
2,ieT A28 L. 530 57e
L.97s 3l S I 1,713
2,014 oh7 0327 2,085
2,238 e 1,449 7,082
2.5 532 - 538 L85E
3.4 395 L4822 1,423
2,835 674 el 1,871
1,832 749 1, BB3 LBd%
Z.Mal TER LT 1,837
2,590 TED 2,291 L.5a0
EPR Y ars 2,996 P )
3,45t HEY 2,573 L, A4l
EPL 0 e 7hd L. 754 4,140
SO70 411 1,099 1,774
-t SRR 1,236 1,843
VT 434 FRA ) LB

LT EL EPEW 2,004
3,052 Rk LY 1.3
g, L A 5,397 91
h.LTH R YRTE LT
S Bl 4,538 L, 740

VIl Al J,5id 1,306
e TR 37 4,821 1,922
e 11 3, .63 1,987

M R 1,344 2,206k

3o o FRLRE [V E
TR Tal L 372 LB
p i Tl 3,505 1,335

et Ty 3, TLE 3,721
6,499 Ty T, TEY 1R
(R R 17 e 125 EPETR
£, i 1ohEd B
TR LLE SV 3 A

Fagirr e
Fremila DeDits

810,066
10, 184
t1,196
13,531

13, .03
14,273
13,472
14,349

s, 204

N, 3
i, 242
16, 67%
51,440



G-26
Exhsan =18 (qimtt

Wet Caoital, Fequired ket Copital, and Zwcess ee Tapatal of
MYSE Member Firms Which Conduct s Public Businzss, 1976-1987

fMilliong o0 291lacs)

Ney Reguirnd Txr=ss A Cegate A geryy
Capitat 1/ Net Capatal et Capltal Indebtedness 2/ Forrula Delit

Tagg 0Ol T.987 1,145 6,038 1,330 4i,h44
02 8,633 L. 1E5 7,340 2,Bll 48,897

Q3 10,074 1,:48 B,923 i, 38 33,087

2 10,843 1,299 9,548 3,377 57,252

1ae7 Al 14,111 1,130 L1, 78 1,619 56,339
22 15,432 1,118 S1,994 1,577 59, 2%4

3 211,331 51,70 SL2,3A1 23, 7R SR, 4TI

1/ Mat coapiral nouals cotal capital after che deffcotinn of fuwrr2ubs on Groarlboes
T and Lilid assers and the sobtractlon G adiition) b sescellanoous oaginal
charges [cTedits).

2/ Aggroegate Tndeptedress of 30M froms. A fucms oo aot Cooquired to compate 3o
teport Aggregate Indstorednose.
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Exhibit G-13

Some Fegulatory Components of Capital
of Samplad Firms
(5millions)

All Sarmled Firmg

September 30, Cotober 31,
1987 1387

Total Capital 529,474.0 %29,863.3
Equity Capital 21,232.9 20,783.1
Subordinated Tebt 8,241.1 %, 080.32
Haircuts &,674.9 §,067.2
Egquity y 1,E82.4 3,120.7
Concentration 123.0 48.5
Cmher Z2,868.5 2.,898.1
I1liguid RAssets 10,241.8 10,421.7
Het Capital 11.008.5 11,834.1
Required Net Capital 1,207.7 1,271.2
Excess Het Capital $ 9,300.8 510,562, 9

1/ Includes haircuts on stecks, options, and arbitrage.



Total Capital
Bouity Capltal
Subordinated Dabt
Baipcuts
Byuity 1/
Concentration
Ot hex
Illiquid Aasets
Met Capital
Feguired Het Capltal
Exceas Wet Capital

Total Capital
Bquity Capital
Subordinated Debt
Haircuts
Bquity 1/
Concentration
ther
Illiguid Assets
Net Capital
Required Net Capital
Exceas Wet Capital

G-28

Exhibit G~14

Some Regulatory Components of Capital
Sampled Firm Categorien
1% millions)

Large Inveatment

Baticmal Full Line Bankers Other lLarge Firme
Sept. 30, Cet. 31, Sept. 30, ek, 31, Sept. 30, Cot. 31,
1987 1987 1987 1987 laay 1987
$13,714.6 E14,70%.6  $10,561.1 511,049.7 $1,507.9 51,578.8
9,62l.4 10,122.4 7:.496.1 74302 1,282.6 1,242.6
4,093.3 4,505,2 3,465.1 3,619.5 225.3 336.2
2,314.7 2,221.% 3,117.7 3,007.4 440.% 3e7.8
1,051.9 953.0 1,728.5 1,6683.5 A06.7 270.5

2.2 9.5 28.8 8.3 li.8 7.l
1,280.5 1,258.4 1,360.7 1,404.8 121.13 110.3
6,624.4 6,795,1 2,658.1 2,611.2 362.8 741

4,240.2 4,593.2 4,359.7 4,815,8 B40.0 88H.5

582.4 550.5 489.4 533.0 70.8 6.5

§ 3,657.9 2 4,442.8 $ 3,870.3 % 4,225.8 ¥ 589,22 5 B24.0

Brokers Ecraity Dealers Dbt Dealers

Sept. 10, ok, 31, Sept. 30, Ooe, 31, Sept, 30, Oow, 1L,
1587 1987 14987 1587 1487 1387
$1,024.1 51,030.8 $2,062.0 $1,238.1 $194.3 §258.2
B48.% B1%.0 1,9l8.4 1,084.8 65,8 80.3
185.5 217.8 143.6 142,58 128.5 177.9

50.4 £2.5 682.7 247.5 a7.2 90.0

20.8 15.1 ETl.6 213.2 2.8 2.4

1.2 3 77.4 21,7 .3 u}

28.8 23.6 13.7 12.7 Hi.g BY.5
457.9 536.2 BB.8 0.3 39.7 45.9
489.7 410.1 L,247.8 835. 31.2 £7.1
6l.8 5E.3 1.2 1.3 2.1 3.8

5 427.9 % 351.8 §1,246.4 § 534.0 s 259.1 T 831.8

1/ Includes haircuts on gtocks, options, and arbitrage.



[ I :,_uniﬂ

Matomdl Buall 1

Large Investment Bankers
other Targe Forms
Brokerrs

Fauity Dealer.

bt ealers

Exhibit G-1%

Components of Change in Eguity Capital of NVsE Sample
September 30 Compared to October 31, 1987

Factors Affecting Eguity Capital in October

Ad justments Wet Addikions
Tejulty Capnital Pre=tay to Pre-Tax ko Eguity
suptember 30 Income Income 1/ Capital
£21,712.9 S01,664.2) 5 345.2 $ B69.2
9,624 {431.2) 146.7% T47.6
1,496.1 [(3111.3% 97.9 147.5
1.382.5 {(160.0} 23.2 6.7
B4B.5 (46.3) 2.5 (9.7}
1,918.4 L7147} 54.4 (163.5)
g h5.8 5 1.3 $ 2.8 § 146

1/ Primarcily provisions fur Federal taxzes.

Equiky Capital
dotober 31

520,7481.1
10,122.4
7.430.2
1,242.5%
BL:.O
L,054.6

3 By 1

6l



Percent Change in Bguity Capital and Excess Net Capital of Sampled Firms

Exhibit G-16

September 30 - October 31, 1587

All Pirms

Percent Change in
Byuity Capital

Mo change Of incredss
Pecrease of
less than 10%
108-25%
25%-50%
0% Oor more

Percent Change in
Excess Het Capital

Mo change or inciease
Decrease of
less than 10%
10%—25%
25%-50%
S0% Or more

Large Other
Total Hational Investment Large
Sanple Full Line Bankel s Firns
i 1o 14 B
z1 5 2 1
<1 5 & 2
;! 4] 2 3
4 a 0 Q
q { a 0
27 7 5 5
6 1 1 1]
12 2 3 2
11 0 1 1
2 1] ] a

Brokers

14

= — Nl - ]

-

S o s Ly

Bguity
ealers

13

b

E N

L

L

bebt
ealers

k|

b

L=

SO QD

DE-Dy



Exhibit G-17

Excess Net Capital as a Percent of Total Capital
September 30 Conpared With October 31, 1987

Large other
Total Hational  Investment Large Eguity Debt
Sample Full Line Bankers Firma Brokers Bealers Dealecs

Sept Dot Sept Oct Sept Oct  Sept Oct Sept Oct Sept Oct Sept Oct

All Firma L SB 10 10 10 1D 8 8 14 14 13 13 i 3

Excess Met Capital
Az a Percent of

Total Capical
Under 0% 0 o 1 a Q 0 0 a ] 4] 0 0 0 i
0-10% 1 0 a 0 ] q G o 0 o 0 o 1 0
10-25% ] 9 5 1 2 1 1 ] 0 2 a 1 9 1
25=50% iz 29 4 5 1 g L q 11 10 5 2 1 0
over S0% 17 20 1 1 1 1 3 L 3 2 B 1o 1 F

%3]



Exhibit G-l

October Losses of Sampled Firms Felative to Fegulatory
Capital Buffers In Place September 30, 1987

Large ocher
Total National  Investment Large Bquity Debt
Sample Pull Lire Bankers Firms Brokers Dealeis Dealers
All Firms =t | L0 10 a HE | 13 3
Investment and Ejquity
Trading Losses as a
Percent of Bguity
Haircuts 1/ 2/
All Firms 41 7 3 3 8 12 2
0=-25% & ¥ L 1] 2 1 1]
25-50% 1] 2 1 g 1 Q 1
50-100% 12 z 2 1 3 4 1]
Ower 100% 15 1 2 2 2 ¥ 1
Trading and Investi-
menk Losses as a
Percent of Haircuts 3/
All Firma - is 5 5 [ 5 12 2
0-25% 1z 4 3 1 2 1 1
25-50% ' 4 4] +] 2 i 1 1]
50-100% ] 1] 2 2 1 3 1
Ouer 100% 10 1 o 1 L 7 1]
All Losses ag a Peccent
of Exceszs Met Capital
and Haircuts 4/
All Firms a5 7 9 7 a 12 2
0-25% i & a f r 2 2
25=50% 12 1 1 1 1 8 0
S0-100% 2z a o 0 1] 2 a
Orrer 100% 0 1] 1] 1] 0 0 d

1/ Eguity trading is all teading lesa debt trading. Bguity haircuts ae haircuts oo stocks, options,
and arbikrage.
For ficms with investment and equity trading losses.

For firms with trading and investment losses.
For firms with losses,

e

[43 ¥



Toral Sample

Mational Fall Line
e Investiwnt Bankeds
Cther Large FLEmMSG
Brokers

Huity Dealors

tebit Dealers

LY Fails are average of fails

Exhibit G-13

Tranzsaction EEEiciency of Sameled Firma
September 30 and October 11, 1987

Tickets Aged Paila 1/

| thousanda) {thouganda}
Sept Oct Sept bt
13,637.7 18,4334 29.3 26,6
A,698.13 11,205.4 19.5 17.7
1,9171.0 2,839.1 2.4 2.5
L.248. 8 2,6859.1 £.8 1.1
934. 0 1,369.% 2.2 2.1
206.5 104.0 1] a
2.4 1.9 .1 .1

toy deliver and Fails o [receive,

Bged Fails 1/
iSmillions)
Sept Gee
H1.266.1 51,282.4

SEG.7 291.8
496.12 471.7
135.2 115.7
2.4 48.8

| Qg

5 .Y % 114

Ager Fails as
a Percunt of

All Fails 1/

Sept oot
11.5% 13.2%
11.9 15.4
11.3 19.5
7.7 1.6
4.0 198
5.8 .6
10.6% 18.9%

£E-D)



Exhibit G-20

Customer Losses and Exposuce of Sampled Firms
Three—Quarters Comparoed to {ctober, 1987

Losses in Brror Aocounks

Unzecured Customer Peceivables and Bad Debts .
Customer - o Percent of Percent of
meeivables Cnstomer Toral
{fmiiliong) (Fmillions) Peceivables {millions) Expenges
WY ot Y o XY et XY et XY ot
Toral Sample S44,781.8 545,888.4  S5H44.8 51,182} l.5% 21.9% S22 5313.9% 1.2% B.6 %
Mational Full Line 23,233.1 24,7252.7 431B8.6 Al4.4 1.9 1.4 it.e 1ed.D 1.7 7.7
Large Invesbment Bankers 15, 672.8 17,4%4.9 1414 395.0 .4 2.3 T.9 AL.0 -7 7.4
Orher Targe Pirns 2:827.2 2:970.2 40.4 i%.8 1.7 3.3 1.0 12.4 3 f.4
Brokerg 2.905.4 2.516.5 24.1 26.5 B 3.4 1.4 6{.4 ¥ 244
[ruily Dealocs 0 n o 0 NA NA 0 -1 0 A
Deabe Teralecs g 42.3 3 5.0 % 0 s Q 03 0% 5 0 35 i} . 1% Tl
&)
=

1/ Avorage of halance sheet item at end of [irst, second, and third guarters of 1987.
2/ ¥onthly average of expense items for the first nine months of 1987





