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NSCC and ISCC Board of Directors

David M. Kelly,

k Robert H. Silver,
Kenneth K. Marshall, ) ) ) (

Gary F. Goldring,

Peter B. Madoff, feff'ey C. Ber 1"\“?""

Edward F. Watts, Jr.,

Diane L. Schueneman, If-’ete}r‘ 9“""(

NSCC‘s Board of Directors plays an integral role in policy development and the establishment of corporate objectives,

financial management and operational planning at NSCC and ISCC. Through its professional expertise in executive,

financial and corporate management, the Board in 1998 continued to provide NSCC with appropriate guidance and direction.




1990

+Use of RECAPS

mandated by SEC.

*Institutional Delivery and
CNS systems link for Prime
Broker activity. 50,000

trades handled in the first
year, with value ot $18 billion.

*Fund/SERV has 150 partici-
pants, and is handling more
than 10,000 transactions daily
worth $421.4 million.

*GSCC begins handling when-
issued and forward-settling
trades in its netting system.

*NSCC and DTC begin
development of interactive

CNS link.

*New risk management sys
tems are put into effect; use of
excess collateral agreement
reached with DTC and OCC.

1099

*NSCC revamps systems to
support move from T+5 to
T+3 for stock transaction

payments.

*Revisions to Fixed Income
Transaction System (FITS)
undertaken to streamline
processing of bonds and
Unit Investment Trusts.

*In 15 years, average daily
volume of transactions
processed by NSCC
nearly quadruples, to
513,000 transactions
worth $39 billion.

*Fund/SERV redesigned to
provide a growing mutual
fund industry with expanded
processing tlexibility.

*PC Platform provides
access to NSCC services
through personal
computers.

*ISCC, in alliance with
Citibank, launches
Global Clearing
Network to provide
U.S. brokers trading
overseas with single
communications
access for clearance
and settlement.
*GSCC processes record
68,000 transactions
on a peak day, worth

$26 billion.

1991

*NSCC launches
New York Window,
a platform of services
that reduces high
fixed costs of ph}sim!
processing and
furthers industry
efforts to immobilize

ineligible securities.

*Average daily order
volume of Fund/SERV
system jumps

50% to 34,000
transactions, with a
daily gross settlement
of $500 million.

*NSCC rolls out FITS
Phase I success
tully incorporating
muni bonds.

*Average daily volume
of transactions
processed by NSCC
reaches 699,000,
with an average daily
value of $60 billion,

up 32% from 1992,

1993

1004

*NSCC develops Same-
Day Funds Settlement
(SDFS) system to allow
participants to settle

in Fed Funds daily.

‘MBS Clearing
Corporation acquired
by its participants from
the Chicago Stock
Exchange and operations
are moved to NSCC
othices in New York.

*NSCC introduces
Collateral Management
System (CMS) to give
firms a clearer picture of
their collateral deposits

across all clearing agen-

cies and dC]‘()\ilt)l‘iCs.

NSCC moves from
aT+5t0aT+3
settlement L"\'&IC‘

reducing systemic

risk by 56%.

*With the sudden insol-
vency of Adler Coleman
Clearing Corporation,
NSCC takes quick action
to guarantee $1.6 billion
in gross buy and

sell contracts received
before Adler’s demise.
Works closely with the
Securities Investors
Protection Corporation
(SIPC) and minimizes
the impact of this
insolvency.

*NSCC builds a communi
cations link with DTC’s
Participant Terminal
System (PTS). This allows
NSCC to offer its products
and services through PTS
and facilitate real-time
access to money settlement
information for partici-
pants and settling banks.

*ACATS shortens the
standard settlement
cycle for transfers from
10 days to seven.

*Chicago Stock Exchange
exits the business of
clearance, settlement and
depository services. 32
specialist, 64 full-service
and six municipal bond
firms of Midwest Clearing
Corp. converted to
membership with NSCC.

*GSCC extends its services
to comparison and
netting of repurchase
agreements (Repos).

*More than 223 fund fami-
lies and 172 broker/dealers
use Fund/SERV to process
a daily average of 38,100

mutual fund transactions.

1995

1096

*NSCC and DTC form a
jointly-owned affiliate,
[nternational Depository &
Clearing LLC (IDC) to
bring together respective
international activities under
one umbrella and provide
greater coordination on
clearance, settlement and
(Ll\lud\ issues.

*The industry moves to
Same Day Funds Settlement
(SDFS), bringing added
efficiency and certainty

to the payment process.
NSCC’s money settlement
system is completely
redesigned to accommodate
Same Day Funds.

1008

*NSCC and ISCC, with the
Emerging Markets Traders
Association, launch the
Emerging Markets Clearing
Corporation (EMCC) in
April, following registration
approval by the SEC.

*NSCC introduces the

use of digital certificates
through PCWeb Direct, its
new Web-based application.
PCWeb Direct allows low-
volume transaction submis-
sion to NSCC via the
Internet. Will replace PC
Platform, which is being
phased out in advance

of Year 2000.

*NSCC reaches milestone with
July Y2K beta test which
simulates four-day cycle of
trading and clearance.

*NSCC launches its web site:
http://www.nscc.com.
*NSCC initiates 18-month-

long Y2K format changes
in its applications.

*NSCC begins operation of

Defined Contribution
Clearance & Settlement
Service (DCC&S) in late
April. DCC&S provides

the connectivity essential to
continued growth in 401(k),
403(b) and other defined
contribution transactions.

*Philadelphia Stock
Exchange (PHLX) closes the

Philadelphia Depository Trust

and shifts the Stock Clearing
Corp.-Philadelphia’s clearing

and depository activities to
NSCC and DTC, respectively.

*NSCC releases the file
formats for its redesigned
ACATS, beginning the
biggest change in the
service since it was first
introduced 12 years ago.

*In November, NSCC
launches its Annuity
Processing Service (APS),
an automated, centralized
system that electronically
links insurance carriers with
the broker/dealers, banks
and/or their affiliated
insurance agencies that
sell variable- and fixed-
rate annuities.

*NSCC achieves processing
costs of 8 cents per trade.

1997

*NSCC launches

new ACATS system,
expanding use to
include broker/dealers,
mutual funds and
banks, handle more
products electronically
and reduce

transfer times.

*NSCC introduces
processing of annuity
applications, premiums
and financial
reporting, and certain
other insurance

processing services.

*NSCC helps lead
participants through
seamless transition

to Year 2000.

*NSCC and DTC

forge partnership o
strengthen clearance
and settlement services
for expanding domestic
and global markets.

2000

and beyond

*In March, NSCC and
270 participant firms
take part in first
industry-wide Y2K test,

sponsored by the SIA.

*DCC&S service
gains substantial
new participation.

+Virtual training
area launched on NSCC
Web site, providing
Internet access to a

wide array of specific
product information

at a single location.

1999




Lisa Colby-Jones,

Norman R. Malo,

Ronald J. Kessler,

Mark L. Harris,

Richard A. Edgar,

William F. Jaenike,

Thomas J. Perna,
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Thomas F. Ryan, Jr.,

m

John T. Wall,

Robert F. Lucey,

Sandra S. Jaffee,

J. Michael Connelly,

Thomas G.Wipf,

The Board of Directors is made up of 21 members: 16 Participant Directors elected from participating brokers, dealers

banks and mutual funds; NSCC’s President and Chief Executive Officer; and three Shareholder Directors. In addition,
during 1998, the Board was expanded to include an Industry Director, which has been filled by Jill M. Considine,

Chairman and CEO of The Depository Trust Company (DTC).




GSCC Board of Directors

Edwin F.

‘d‘wm Pztyne, Peter J. Murray,
rty Brokerage Stephen R. i —pry
Investment David M. Kelly, Tilton,

resident

David Lohuis,

' § D Ralph M.

NSCC, since 198: izectoramnt S ehman Bre 5 Mastrangelo,
Joseph R. LaBato,

| DTC. Memb ector, The (

Chairmat

Clive Cooke, Sal Ricca, = iy
CEO, Interce Edward Almeida, OO, ( ( Daniel O. Minerva,

Mario J. Pierro,
Mary E. Richards, . . :

Kenneth A. Miller,

GSCC’s separate 15-member Board of Directors represents participants in GSCC, a full-service clearing corporation providing automated
comparison, netting and settlement services for next-day and forward-settling transactions in Treasury Bills, Bonds, Notes, zero

coupon securities, non-mortgage-backed Agency securities and repurchase agreements. Twelve members of the Board of Directors are

participant Shareholder Directors elected to represent dealers, brokers, and clearing agent banks. Additional members include two
NSCC Designated Directors and the President of GSCC.




Consolidated Balance Sheets

Decemiber 31,

1998

1997

(in thousands)

Assets
Cash and cash equivalents $ 692,402 $ 507,375
U.S. Treasury securities 88,352 69,509
Accounts receivable 10,041 7,821
Settlement accounts receivable 579 423
Clearing fund 555,062 507,965
Fixed assets, less accumulated depreciation and amortization of $11,900,000
and $11,429,000 at December 31, 1998 and 1997, respectively 5,790 6,917
Intangible assets, less accumulated amortization of $8,658,000 and
$5,199,000 at December 31, 1998 and 1997, respectively 8,639 12,098
Other assets 19,262 18,282
Total assets $1,380,127 $1,130,390
Liabilities and Shareholders’ Equity
Liabilities:
Accounts payable $ 3,984 $ 3,732
Settlement accounts payable 157,009 121,529
Clearing fund:
Participants’ cash deposits 590,748 424,850
Other participant deposits 555,062 507,965
Other liabilities 46,324 47,314
Total liabilities 1,353,127 1,105,390
Commitments and contingent liabilities (Note 7)
Shareholders’ equity:
Common stock authorized, issued and outstanding; 30,000 shares of $.50 par value 15 15
Capital in excess of par 885 885
Retained earnings 26,100 24,100
Total shareholders’ equity 27,000 25,000
Total liabilities and shareholders’ equity $1,380,127 $1,130,390

The accompanying notes are an integral part of these statements.

uorpviodioy Suiiva)n E $31114n238 [PUOIION




National Securities E Clearing Corporation

Consolidated Statements of Income and Retained Earnings

For the Year Ended December 31, 1998 1997
(in thousands)
Revenues:
Revenue from services $208,253 $209,049
Discounts to participants (85,005) (89,207)
Net revenue from services 123,248 119,842
Interest income 12,542 11,696
Total revenues 135,790 131,538
Expenses:
Securities Industry Automation Corporation processing expenses 61,268 57,648
Employee compensation and related benefits 33,584 29,553
The Depository Trust Company fees 17,030 17,573
Occupancy and other general and administrative 20,783 21,244
Provision for estimated liquidation losses (Note 7) —_ 5,520
Total expenses 132,665 131,538
Income before income taxes 3,125 —
Provision for income taxes (1,125) —_
Net income 2,000 —
Retained earnings, beginning of year 24,100 24,100
Retained earnings, end of year $ 26,100 $ 24,100

The accompanying notes are an integral part of these starements.




Consolidated Statements of Cash Flows

For the Year Ended December 31, 1998 1997
(in thousands)
Cash flows from operating activities:
Net income $ 2,000 $ —
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization of fixed assets 2,457 2,415
Amortization of intangible assets 3,459 2,886
Accretion of discount on securities owned, net of premium amortized (3,730) (3,761)
Provision for estimated liquidation losses — 5,520
Changes in operating assets and liabilities:
Increase in accounts receivable (2,220) (427)
Increase in settlement accounts receivable (156) (119)
Increase in other assets (980) (6,786)
Increase in accounts pavable 252 492
Increase (decrease) in settlement accounts payable 35,480 (38,451)
Increase in clearing fund participants’ cash deposits 165,898 110,039
(Decrease) increase in other liabilities (990) 10,314
Net cash provided by operating activities 201,470 82,122
Cash flows from investing activities:
Maturity of investments in U.S. Treasury securities 70,500 60,500
Purchases of investments in U.S. Treasury securities (85,613) (66,266)
Purchases of fixed assets (2,701) (2,425)
Transfer of fixed assets to The Depository Trust Company 1,371 —
Acquisition of intangible asset — (5,730)
Net cash used in investing activities (16,443) (13,921)
Net increase in cash and cash equivalents 185,027 68,201
Cash and cash equivalents, beginning of year 507,375 439,174
Cash and cash equivalents, end of year $692,402 $507,375
Supplementary disclosure:
Income taxes paid $ 1,582 $ 1,769
Interest paid $ 270 $ 21

The accompanying nates are an integral part of these statenents.
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National Securities E Clearing Corporation

Notes to Consolidated Financial Statements

1 Organization and Operations:

National Securities Clearing Corporation (NSCC), a
clearing agency registered with the Securities and Exchange
Commuission {SEC), provides various services to the finan-
cial community, consisting principally of securities trade
comparison, recording, clearance and settlement. NSCC’s
common stock is owned equally by the New York Stock
Exchange, Inc. (NYSE), the American Stock Exchange, Inc.
(Amex) and the National Association of Securities Dealers,
Inc. (NASD). During 1998, the NASD acquired Amex.

NSCC provides discounts on its billing to participants
based upon the amount of earnings to be retained in a given
year with due regard to current and anticipated needs, as

determined by its independent user Board of Directors.

2 Summary of Significant
Accounting Policies:

Principles of consolidation: The consolidated
financial statements include the accounts of NSCC and
its wholly-owned subsidiary, International Securities
Clearing Corporation (ISCC). Intercompany accounts
and transactions are eliminated in consolidation.

NSCC's ownership in Government Securities Clearing
Corporation (GSCC) ol approximately 24% is included in
other assets on the consolidated balance sheet at a carrying
value of $2,400,000 at December 31, 1998. The equity
method is used to account for this investment, limited to
management’s estimate of its realizable value. At December
31, 1998, NSCC also owns approximately a 10% interest in
MBS Clearing Corporation (MBSCC) and a 19% interest
{on a fully diluted basis) in Emerging Markets Clearing
Corporation (EMCC). These investments, which are carried
at their respective costs of $432,000 and $495,000, are also
included in other assets.

Cash equivalents: NSCC invests funds in overnight
reverse repurchase agreements, which are considered cash
equivalents. Such agreements provide for NSCC’s delivery of
cash in exchange for securities having a market value which
1s at least 102% of the amount of the agreement. An inde-
pendent custodian designated by NSCC takes possession of
the securities. Overnight reverse repurchase agreements are
recorded at the contract amounts and totaled $669,373,000
and $467,519,000 at December 31, 1998 and 1997, respec-
tively. At December 31, 1998, the counterparties to these
agreements were eight major financial institutions.

Overnight investments in the commercial paper of two
major U.S. bank holding companies totaling $21,969,000
and $39,340,000 are also included in cash equivalents at

December 31, 1998 and 1997, respectively.

U.S. Treasury securities: U.S. Treasury securities are
recorded at amortized cost. The market value of these securi-
ties, which are due in less than one year, at December 31, 1998
and 1997 are $88,435,000 and $69,534,000, respectively. At
December 31, 1998 and 1997, $88,352,000 and $69,509,000,
respectively, of such securities were held in an account for
the exclusive benefit of participants to facilitate participants’
compliance with customer protection rules of the SEC.

Settlement accounts: Settlement accounts receivable
arises from time lags, primarily one-day, in the settlement
process with participants. Settlement accounts payable
primarily represents deposits received from participants to
facilitate participants’ compliance with customer protection
rules of the SEC.

Fixed assets: These assets consist primarily of computer
equipment and software which are being depreciated over a
three or five-year period on a straight-line basis. On July 1,
1998, NSCC transferred its New York Window operations to
the Depository Trust Company. Fixed assets with a net book
value totaling $1,371,000 were included in the transfer.

Intangible assets: In 1996, NSCC entered into an agree-
ment with the Chicago Stock Exchange, Incorporated (CHX)
and Midwest Clearing Corporation (MCC) in which CHX
and MCC signed covenants not to compete with NSCC and
NSCC paid $11,567,000 consisting of $5,003,000 in cash and
the assumption of certain net lease obligations valued at
$6,564,000. In 1997, NSCC entered into an agreement with
the Philadelphia Stock Exchange, Inc. (PHLX) and the Stock
Clearing Corporation of Philadelphia (SCCP) in which
PHLX and SCCP signed covenants not to compete with
NSCC and NSCC paid $5,754,000 consisting of $1,900,000
in cash and a note valued at $3,854,000 which is due in
installments between June 1998 and June 2004 at 7%
interest. The amounts paid for these covenants are being
amortized over five years, their estimated benefit periods.

Income taxes: Deferred tax assets and liabilities are
provided for the expected future tax consequences of
temporary differences between the carrying amount and
tax basis of assets and liabilities. Deferred tax assets relate
principally to depreciation and employee benefit costs.

Financial instruments: Management believes that the
carrying value of all financial instruments approximates
market value.

Estimates: The preparation of financial statements in
conformity with generally accepted accounting principles
requires management to make estimates and assumptions
that affect the reported amounts of assets and liabilities
and disclosure of contingent assets and liabilities at the date
of the financial statements and the reported amounts of
revenues and expenses during the reporting period. Actual

results could differ from those estimates.




Notes to Consolidated Financial Statements

Reclassifications: Certain reclassifications of 1997
amounts have been made in the accompanying financial

statements to conform to the 1998 presentation.

3 Participants’ Clearing Fund Deposits:
NSCC’s rules require certain participants to maintain
minimum clearing fund deposits based on calculated
requirements. These requirements are recorded in NSCC's
balance sheet. The consolidated clearing fund balance
includes NSCC and I1SCC clearing funds, which are available
to secure participants’ obligations and certain liabilities of
NSCC and ISCC, respectively, should they occur. A summary
of the deposits held including deposits in excess of calculated

requirements at December 31, 1998 and 1997, follows:

1998 1997
Cash $590,748,000 $424,850,000
Securities issued or guaranteed by
the U.S. Government, at market 490,979,000 373,752,000
Letters of credit issued by
authorized banks 326,327,000 302,052,000

During 1998, NSCC maintained a $400,000,000 com-
mitted line of credit agreement with 3 major U.S. banks to
provide for potential additional liquidity needs. This line

was not used in 1998,

4 Transactions with Related Parties:

SIAC: Under the terms of an agreement, the Securities
Industry Automation Corporation (SIAC), an entity owned by
NYSE and Amex, provides computer facilities, personnel and
services in support of NSCC's operations. SIAC charges NSCC
for these services based on its direct and overhead costs arising
from providing such services. The agreement has no expira-
tion date and continues in effect unless prior written notice
of cancellation is given by either party. Amounts payable to
SIAC at December 31, 1998 and 1997, were $1,400,000 and
$2,160,000, respectively. It this agreement is cancelled, NSCC
is contingently liable for the cost of certain SIAC office and
equipment leases through December 31, 2003, aggregating
approximately $13,183,000.

DTC: NYSE, Amex and NASD own minority mterests
in The Depository Trust Company (DTC), whose services
are used by NSCC. DTC fees in 1998 and 1997 included
$10,573,000 and $10,558,000, respectively, relating to charges
for NSCC participants which NSCC sponsors at DTC. Such
amounts are rebilled to the related participants and are
included in revenues from clearing services. Amounts payable
to DTC at December 31, 1998 and 1997 were $1,452,000
and $828,000, respectively.

NYSE, Amex and NASD: NSCC collects certain regula-
tory fees on behalf of NYSE, Amex and NASD. At December
31, 1998 and 1997, no amounts were due the NYSE, Amex or
NASD.

EMCC: ISCC has entered into an agreement with EMCC
to provide certain system development and operating services
to EMCC. Charges under this agreement, which are based
on a determination of ISCC’s cost of providing these services,
totaled $1,470,000 in 1998 and $2,450,000 in 1997. The
agreement expires in 2002. At December 31, 1998 and 1997,
receivables from EMCC amounted to $165,000 and
$1,951,000, respectively.

GSCC: NSCC has entered into an agreement with GSCC
to provide various computer and other support services and
office facilities. Charges under this agreement are based on a
determination of NSCC's cost of providing these services. The
agreement continues in effect unless cancelled by either party
upon prior written notice. Charges under this agreement
totaled $4,768,000 in 1998 and $4,470,000 in 1997. NSCC’s
expenses are presented net of these charges. At December 31,
1998 and 1997, receivables from GSCC amounted to $206,000
and $103,000, respectively.

IDC: NSCC paid International Depository and Clearing
LLC (IDC), a joint venture of NSCC and DTC, for certain
advisory services primarily focusing on researching, develop-
ing and recommending the most effective strategies for
developing cross-border services. Such amounts aggregated
$2,641,000 in 1998 and $4,008,000 in 1997. Further, NSCC
entered into an agreement with [DC to provide various sup-
port services. Charges under this agreement, which were based
on a determination of NSCC’s cost of providing these services,
totaled $144,000 in 1998 and $267,000 in 1997. NSCC’s
expenses are presented net of these charges. At December 31,
1997, the recetvable from IDC amounted to $64,000. 1DC
ceased operations on June 30, 1998.

MBSCC: NSCC has entered Into an agreement with
MBSCC to provide various support services and office facili-
ties. Charges under this agreement, which are based on a
determination of NSCC’s cost of providing these services,
totaled $862,000 in 1998 and $653,000 in 1997. NSCC’s
expenses are presented net of these charges. The agreement
expires in 1999; however, it is intended that it will continue
in effect unless notice of cancellation is given by either party.
At December 31, 1998 and 1997, receivables from MBSCC

amounted to $738,000 and $583,000, respectively.

5 Income Taxes:

NSCC and ISCC file consolidated Federal, combined New
York State and combined New York City income tax returns.
The difference between NSCC's 36% effective tax rate for the
vear ended December 31, 1998 and the 34% Federal statutory
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National Securities E Clearing Corporation

Notes to Consolidated Financial Statements

tax rate is primarily attributable to state and local taxes. The
provisions for income taxes for the years ended December 31,
1998 and 1997 consist of the following:

1998 1997

Current mcome taxes $ 2,754,000 3,324,000

Deferred income taxes (1,629,000) (3,324,000}
Total income taxes $ 1,125,000 $

6 Pension and Other Postretirement
Benefits:

NSCC has a trusteed noncontributory defined benefit
pension plan (the qualified plan) covering all eligible employ-
ees of NSCC and certain affiliated companies. Benefits under
this plan are based on emplovees’ years of service and com-
pensation during the years immediately preceding retirement.
NSCC’s funding policy is to make contributions under the
plan that meet or exceed the minimum funding standards

under the Employee Retirement Income Security Act of 1974
and the Internal Revenue Code of 1986, as amended. NSCC
also has a noncontributory supplemental executive retirement
plan (SERP) which provides for certain benefits to identified
executives of NSCC upon retirement. Although the SERP is
currently unfunded, $5,710,000 in marketable securities have
been segregated by NSCC in order to pay future benefit
obligations of the SERP. The securities are recorded at market
value at December 31, 1998 and are included in other assets
in the balance sheet. Further, NSCC has a noncontributory
benefit restoration plan (BRP) which restores to identified
executives certain retirement income benefits which have been
limited by changes in income tax regulations. The BRP is not
funded. In addition, NSCC’s life insurance program includes
payment of death benefits to beneficiaries of eligible retired
employees of NSCC and certain affiliated companies. Finally,
NSCC’s health insurance program provides benefits to eligible
retired employees of NSCC and certain affiliated companies.
The funded status and related components of the

plans follow:

Pension Benefits Other Benefits
1998 1997 1998 1997
Benefit obligation at end of year:
Qualified plan $15,187,822 $12,534,390 $— $—
Other plans 9,224,900 5,205,304 1,103,232 1,069,837
24,412,722 17,739,694 1,103,232 1,069,837
Fair value of plan assets at end of vear 14,642,424 12,755,950 — —
Funded status ($9,770,298) ($4,983,744) ($1,103,232) ($1,069,837)
Net accrued benefit cost recognized in the
statement of financial position ($9,760,811) ($7,368,725) ($774,631) ($579,135)
Weighted-average assumptions as of December 31
Discount rate 7.25% 7.50% 7.25% 7.50%
Expected long-term rate of return on plan assets 8.00 8.00 —_ —
Rate of compensation increase 6.00 6.00 — —

For measurement purposes, a 10% annual rate of increase in the per capita cost of the covered health care benefits was

assumed for 1998. The rate was assumed to decrease gradually to 6% for 2002 and remain at the level thereafter. Employer costs

for the medical are capped at twice their portion of the 1996 premium.,

Pension Benefits Other Benefits

1998 1997 1998 1997

Net benefit cost $2,600,635 $2,267,691 $188,240 $200,467
Additional (gain) or loss recognized due to:

Curtailment (210,571) - 7,256 —_

Settlement 876,858 — — —

Total benefit cost $3,266,922 $2,267,691 $195,496 $200.467

Emplover contribution $ 699,141 $ 233,747 $ — $ —

Benefits paid 355,726 103,088 — —
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7 Commitments and Contingent Liabilities:

The Continuous Net Settlement (CNS) system inter-
poses NSCC between participants in securities clearance and
settlement. CNS transactions are guaranteed as of midnight
on the day they are reported to the membership as compared/
recorded. The failure of participants to deliver securities to
NSCC on settlement date, and the corresponding failure of
NSCC to redeliver the securities, results in open positions.
Open positions are marked-to-market daily. Such marks
are debited or credited to the involved participants through
the settlement process. At the close of business on
December 31, 1998, open positions due NSCC approximated
$1,339,276,000 ($1,320,832,000 at December 31, 1997}, and
open positions due by NSCC to participants approximated
$992,245,000 ($1,014,332,000 at December 31, 1997) for
unsettled positions and $347,031,000 ($306,500,000 at
December 31, 1997) for securities borrowed through NSCC’s
Stock Borrow Program.

During the first quarter of 1995, a SIPC trustee was
appointed to liquidate the business of Adler Coleman
Clearing Corporation (ACCC), a former NSCC participant.
NSCC and the SIPC trustee entered into an agreement in
connection with the settlement of certain positions held by
ACCC at NSCC. NSCC would be liable to the trustee if
certain conditions occur for amounts which management
estimates could be up to $17,000,000. At present, manage-
ment is unable to determine with certainty NSCC’s ultimate
obligation. At December 31, 1998, the accrual for estimated
liquidation losses included in other liabilities is $14,074,000
of which approximately $1,900,000 is estimated interest.

At present, under a netting contract and limited cross
guaranty agreement with DTC, DTC transferred to NSCC
approximately $860,000 of excess collateral of Adler
Coleman Clearing Corporation. Under the terms of that
agreement, NSCC remains liable to DTC through February
1999 for return of such monies if DTC subsequently
determines the collateral not to have been excess.

Net rental expense amounted to $2,689,000 and
$2,312,000, in 1998 and 1997, respectively. At December 31,
1998, future minimum rental payments under all non-

cancelable operating leases follows:

Year Amount
1999 $ 2,316,000
2000 2,604,000
2001 2,588,000
2002 2,565,000
2003 2,589,000

2004 through 2012 27,180,000

Total minimum annual rental payments $39,842,000

8 Off-Balance-Sheet Risk and
Concentrations of Credit Risk:

In the normal course of business, NSCC guarantees
certain obligations of its participants under specified
circumstances (see Note 7). If a participant fails to fulfill
its obligations, NSCC could be exposed to risk in amounts
in excess of that recorded in NSCC’s settlement accounts
receivable and payable.

NSCC mitigates its exposure to risk by requiring partici-
pants to meet NSCC established financial standards for
membership, monitoring compliance with other financial
standards established by NSCC and by requiring participants
to provide clearing fund deposits in the form of cash, mar-
ketable securities or acceptable letters of credit (see Note 3).

If a participant fails to fulfill its settlement obligations
with NSCC and NSCC ceases to act on behalf of the
participant, NSCC would liquidate that participant’s guaran-
teed security receive and deliver obligations and apply the
defaulting participant’s clearing fund deposit received to
satisfy any net outstanding obligation and/or loss.

NSCC has entered into a netting contract and limited
cross-guaranty agreement with DTC under which DTC has
agreed to make payment to NSCC for any remaining unsat-
isfied obligations of the defaulting participant to the extent
that DTC has excess resources belonging to the defaulting
participant. NSCC has also entered into limited cross-
guaranty agreements separately with ISCC, GSCC, MBSCC
and The Options Clearing Corporation (OCC) which pro-
vide for payments under similar circumstances. NSCC and
OCC have also entered into an options settlement agreement
providing for the movement of underlying securities in
satisfaction of options exercised and assigned at OCC. Such
agreement provides certain limited guarantees by OCC to
NSCC to the extent NSCC experiences a default prior to the
first settlement day possible for the securities; NSCC provides
certain guarantees to OCC as well.

In the event that a deficiency still exists after the applica-
tion of the DTC payment and/or payments from other
clearing agencies, before NSCC may assess the membership,
NSCC is required to apply against the deficiency at least
25% of its retained earnings or such greater amount to be
determined by the Board of Directors. NSCC may assess the
balance needed on a pro-rata basis to the remaining partici-
pants based upon their required clearing fund deposits.

As discussed in Note 1, NSCC provides various services
to members of the financial community who participate in
securities trade comparison, clearance and settlement. As
such, NSCC has a significant group concentration ot credit
risk since its participants may be impacted by economic
conditions affecting the securities industry. As described
above, such risk is mitigated in a number of ways.
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National Securities E Clearing Corporation

Report of Independent
Accountants

PRICEVATERHOUSE(COPERS

February 12, 1999

To the Board of Directors and Shareholders of

National Securities Clearing Corporation

In our opinion, the accompanying consolidated balance
sheets and the related consolidated statements of income
and retained earnings and of cash flows present fairly, in all
material respects, the financial position of National Securities
Clearing Corporation and its subsidiary at December 31, 1998
and 1997, and the results of their operations and their cash
flows for the years then ended in conformity with generally
accepted accounting principles. These financial statements
are the responsibility of the Company’s management; our
responsibility is to express an opinion on these financial
statements based on our audits. We conducted our audits
of these statements in accordance with generally accepted
auditing standards which require that we plan and perform
the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An
audit includes examining, on a test basis, evidence support-
ing the amounts and disclosures in the financial statements,
assessing the accounting principles used and significant
estimates made by management, and evaluating the overall
financial statement presentation. We believe that our audits

provide a reasonable basis for the opinion expressed above.

/PMWL/MKW LLP

PricewaterhouseCoopers LLP

New York, NY

Management’s Report
on Responsibility for
internal Control Over
Financial Reporting

February 12, 1999

To the Board of Directors and Shareholders of

National Securities Clearing Corporation

National Securities Clearing Corporation (NSCC)
maintains a system of internal control over financial reporting
which is designed to provide reasonable assurance regarding
the preparation of reliable published financial statements.
The system contains self-monitoring mechanisms, and
actions are taken to correct deficiencies as they are identified.
Even an effective internal control system, no matter how well

designed, has inherent limitations — including the possibility

of the circumvention or overriding of controls — and there-
fore can provide only reasonable assurance with respect to
financial statement preparation. Further, because of changes
in conditions, internal control system effectiveness may vary
over time.

NSCC’s management assessed its internal control over
financial reporting as of December 31, 1998, in relation to
criteria for effective internal control described in “Internal
Control-Integrated Framework™ issued by the Committee
of Sponsoring Organizations of the Treadway Commission.
Based on this assessment, NSCC believes that, as of
December 31, 1998, its system of internal control over

financial reporting met those criteria.

@QJW

David M. Kelly

PIL\ldLH'{ and ( hief Executive Othcer

Hoitoomn il 2 OAomnc_

Richard R. Macek
Managing Director, Treasurer

and Chief Financial Ofhcer
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Report of Independent
Accountants on
internal Control Over
Financial Reporting

PRCEVATERHOUSE(COPERS
February 12, 1999

To the Board of Directors and Shareholders of

National Securities Clearing Corporation

We have examined management’s assertion that National
Securities Clearing Corporation (NSCC) maintained effective
internal control over financial reporting as of December 31,
1998 which is included in the accompanying Management’s
Report on Responsibility for Internal Control Over Financial
Reporting.

Our examination was made in accordance with standards
established by the American Institute of Certified Public
Accountants and, accordingly, included obtaining an under-
standing of the internal control over financial reporting,
testing, and evaluating the design and operating effectiveness
of the internal control, and such other procedures as we
considered necessary in the circumstances. We believe that

our examination provides a reasonable basis for our opinion.

Because of inherent limitations in any internal control,
errors or irregularities may occur and not be detected. Also,
projections of any evaluation of the internal control over
financial reporting to future periods are subject to the risk
that the internal control may become inadequate because of
changes in conditions, or that the degree of compliance with
the policies or procedures may deteriorate.

[n our opinion, management’s assertion that NSCC
maintained effective internal control over financial reporting
as of December 31, 1998 is fairly stated, in all material
respects, based upon criteria established in “Internal
Control-Integrated Framework” issued by the Committee

of Sponsoring Organizations of the Treadway Comumission.

/?ml‘/wuéw L

PricewaterhouseCoopers LLP
New York, NY
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