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LETTER OF TRANSMITTAL 

SECURITIES AND EXCHANGE COMMISSION, 
Washington, D.O., December 1!8, 1971. 

THE PRESIDENT OF THE SENATE. 
THE SPEAKER OF THE HouSEl OF REPRESENTATIVES. 

GENTLEMEN: I have the honor of transmitting herewith the Study 
of Unsafe and Unsound Practices which the Securities and Exchange 
Commission was called upon to prepare for the Congress by Section 
11 (h) of the Securities Investor Protection Act of 1970. 

This statute was enacted against a backdrop of the most prolonged 
and severe crisis in the securities industry in forty years. Widespread 
failures of broker-dealer firms and concern for the funds of their 
customers had followed a prolonged period of easy business. Rising 
brokerage income and rising security prices had produced a general 
euphoria. In this mood, expansion of sales effort and overhead had 
not been properly supported by more capital and stronger back office 
effort. A verItable explosion in trading volume clogged an inadequate 
machinery for the control and delivery of securities. Failures to deliver 
securities and to make payment ricocheted through the lindustry and 
firms lost control of their records and of the securIties in their posses
sion or charged to them. Operational conditions deteriorated so severely 
that securitIes markets were required to cease trading one day each 
week at one point, and later to limit daily trading hours. Those condi
tions should not be allowed to recur. 

To insure aga.inst future breakdowns under the significantly in
creased volume of securities transactions which will be necessary if 
the nation's capital needs are to be met in the years ahead, a modern
ized, nationwide system for effecting securities transactions must be 
created. Clearance, settlement, depOSItory and transfer functions form 
part of a continuous process. To ensure the prompt development of a 
national system, the Commission's present authority over clearance, 
settlement and recordkeeping should be extended to depository and 
transfer functions as will be developed later in this letter. 

Reviewing the 1967-70 period, it would be easy to point out errors, 
omissions and failures. Firms and self-regulatory authorities were 
thrashing about in all directions fighting to avoid catastrophe. Time 
and time again they had to select the lesser evil. Decisions had to be 
made in a rapidly changing situation. The problem faced by those 
responsible can perhaps best be appreciated by going to Tolstoy'S War 
and Peaoe. Of Kutuzov, the Russian commander bcing Napoleon 
before Moscow, Tolstoy wrote: 

"The commander-in-clIief is always in the midst ofa series of shift
~ng events and so he never can at any moment consider the whole 
Import of an event that is occurring. Moment by moment the event 

(I) 
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is imperceptibly shaping itself, and at every moment of this continu
ous, uninterrupted shaping of events the commander-in-chief is in 
the midst of a most complex play of intrigues, worries, contingen
cies, authorities, projects, counsels, threats and deceptions,and is 
continually obliged to reply to innumerable questions addressed to him, 
which constantly conflict with one another. 

" ... [A] commander-in-chief, especially ata difficult moment, has 
always before him not one proposal but dozens simultaneously. And 
all these proposals, based on strategies and tactics, contradict one 
another. A commander-in-chief's busmess, it would seem, is simply to 
choose one of these projects. But even that he cannot do. Events and 
time do not wait. 

"An order [to retreat] must be given to (the adjutant) at once,. 
that instant. And the order to retreat carries us past the turn to the 
Kaluga road. And after the ,adjutant comes to commissary-general 
asking where the stores are to be taken and the chief of the hospitals 
asks where the wounded are to go, and a courier from Petersburg 
brings a letter from the sovereign which does not admit of the possi
bility of 3ibandoning Moscow, and the commander-in-chief's rival, the 
man who is undermining him (and there are always not merely one 
but several such), presents a new project diametrically opposed to that 
of turning to the Kaluga road, and the commander-in-chief himself 
needs sleep and refreshment to maintain his energy, and a respectable 
general who has been overlooked in the distribution of rewards comes 
to complain, and the inhabitants in the district pray to be defended,. 
and an officer sent to inspect the locality comes in a.nd gives a. report 
quite contrary to what was said by the officer previously sent ... " 
The unsafe and unsound practices 

The purpose of this report is not to indulge in recriminations and 
second guessing but rather to erect safeguards for the future. We have 
studied the record and experiences of 1967-70 to define what went 
wrong and to identify the conditions and practices of the industry 
which permitted things to get out of control. The practices so identifiecl 
are these: 

1. Capital was inadequate and not sufficiently permanent or liquid. 
2. Restrictions over the use of cash and securities held for customers 

were inadequate. 
3. Early warning signals were inadequate to foretell financial and 

operational difficulties in a reliable and timely manner. 
4. Branch offices, sales forces and ad vcrtising budgets wcre expanded 

beyond the capacity or the ability of the business and capital of many 
firms to sU.J?port them. 

5. SecurIties were not checked and counted frequently enough nor 
controlled tightly enough. 

6. Insufficient talent and training effort was put into back offices. 
7. Books and records were permitted to fall behind a mounting 

volume of transactions and bank statements were not reconciled fre
quently or soon enough. 

8. New and expensive technologies were hastily brought to bear on 
the paperwork problem without adequate preparation, analysis of cost 
or mastery of technical requirements. 
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9. Records were :p,ut on computers without maintaining the old rec
ords for safety untIl the computer operation proved itself. 

10. Short stock record differences were permitted to accumulate 
without research and a "buy in", thus putting firms at the risk of the 
market. 

11. Long stock record differences were sold out to raise cash which 
also put firms at the risk of the market as to those securities ultimately 
claimed validly by customers. 

12. "Fails" were permitted to remain outstanding, causing addi
tional fails in subsequent transactions and resulting in shock waves 
of loss throughout the brokerage community. 

13. Delivery, clearing and transfer facilities became hopelessly 
clogged as they proved unequal to the increased volume, and failures 
of all kinds accumulated. 

14. As spelled out in the report of the Special Subcommittee on In
vestigations of the House Committee on Interstate and Foreign Com
mcrce entitled Review of SEO Records of the Demise of Selected 
B1'oke1'-Dealers, new firms with minimal capital and little managerial 
background or training were able to run up as much as half a million 
dollars in Jiabilities in a relatively few months and then collapse. 

Some of these practices existed widely among the some 5000 broker
age firms making up the industry, others only here and there. 

SUl\Il\IARY OF CORRECTIVE MEASURES ALREADY INSTITUTED AND PROPOSED 

Brokerage firms, the seH-regulatory agencies and the Commission 
have separately and together developed a series of new rules and prac
tices designed to eliminate or moderate the unsafe and unsOlmd prac
tices which have been identified. In some instances these measures 
have represented as much improvement as it was felt could be taken 
in a single stride without setting up counterproductive reactions. For 
example, tightening a capital rule, can frighten capital away as well 
as achieve its intended purpose of locking capital into a firm's struc
ture. 

The major corrective measures taken and proposed by the industry 
and the Commission under existing legislation, including the 1970 
SIPC legislation, are these: 

1. Additional capital and more conservative operations have been 
required by reducing the maximum ratio of aggregate indebtedness 
to net capital for NYSE firms from 20 to 1 to 15 to 1. 

2. Capital will in the future be made more permanent by requiring 
that neither subordinated debt nor equity may be withdrawn if it 
would bring the capital ratio above 12 to 1 for NYSE firms. 

3. Capital has been made more liquid by increasing the required de
ductions (haircuts) on proprietary security positions, particularly re
garding large security positions, of NYSE firms. 

4. Additional permanent capital has been brought in since March 
1970 through more than 20 registered public offerings by broker-deal
crs covering securities having an aggregate market value of approxi
mately $300 million. Additional long-term capital is becoming avail
able as banks satisfy themselves as to the security of term loans to 
brokerage firms. 
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5. Control over undue expansion and operational capability IS pro
vided by a requirement that expansion by an NYSE member firm may 
not be initiated when its net capital ratio exceeds 10 to 1 and that con
traction must be initiated when such ratio reaches 12 to 1. 

6. The CommissIon has attempted to ensure early warning of a 
firm's difficulty by the following steps: 

(i) requirmg immediate telegraphic notice to the Commission 
and all appropriate self-regulatory agencies of any net capital 
violation with a follow-up report of financial and operatIOnal 
condition; 

(ii) requiring an immediate report of financial condition from 
broker-dealers ceasing to be a member in good standing of a na
tional securities exchange; 

(iii) requiring immediate telegraphic notice when a broker
dealer's books and records are not current, with a follow-up writ
ten report within 48 hours showing corrective steps taken; and 

(iv) requiring monthly operational and financial reports from 
broker-dealers whose net capital ratio exceeds 12 to 1 or whose net 
capital is less than 120 percent of the minimum total net capital 
required. 

7. Control over securities has been tightened by requiring broker
dealers to engage in a quarterly physical examination and count of 
all of the firm's securities and those of its customers. 

8. Rules have been developed and published for comment to afford 
greater protection to customers' free credit balances and to securities 
left with brokers. The thrust of these rules is to restrict the use of 
customers' assets in the broker's business. 

9. Under this proposed rule, bank statements would have to be rec
onciled within two weeks after receipt. 

10. New rules are designed to secure greater control over cash and 
securities held by brokers by requiring the mandatory buy-in of cus
tomers' secul'ities which have not been reduced to possession of con
trol within designated periods of time. 

11. Amendments to the NYSE net capital rule require the full 
.charging of short stock record differences after 45 days. 

12. A proposed amendment to Commission Rule 17a-5 would re
<quire that customers be furnished annually a report on net capital and 
income, a balance sheet, a source and application of funds statement, 
and other financial information. 

13. A proposed amendment to Commission Rule 15c3-1 would in
crease the minimum capital requirements from $5,000 to $25,000. A 
net capital ratio of 8 to 1 for the first year of operation would be re
quired in order to encourage conservative operation by new entrants. 

14. New entrants would be required to disclose details relating to 
their personnel, facilities and financing in their application for reg
istration a.s a broker-dealer, under a proposed amendment to Com
mission Rule 15b1-2. 

15. The Commission has established an Office of Chief Examiner 
to intensify its oversight of the self-regulatory process and to make 
more frequent and intensive independent inspe.ctions of broker-dealers 
who are inspected by sel f-regulatory agencies, and to inspect annually 
all broker-dealers which are not members of a seH-regulatory orga
nization. 
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16. All of the self-regulatory agencies have expanded their staff to 
increase inspections of their members. 

17. The self-regulatory organizations will require a comprehensiver 
uniform financial and operational report monthly in order to im
prove surveillance and management's ability to recognize operational 
problems. 

18. The use of the CUSIP number to identify securities has been 
fostered by the Commission's requirement that it be used in certain 
official reports and by the Commission encouraging the self-regulatory 
organizations to make it mandatory on all certificates and a number 
of forms and documents, commencing in the Spring of 1972. 

19. The securities industry working with sevel'allarge banks, under 
the umbrella of the Banking and Securities IndustrIes Committee, 
has made progress in immobilIzing the stock certificate by establishing 
a central depository. for securitIes held in street and institutional 
name. 

20. The NASD is developing a facility for clearing and settling 
over-the-counter securities transactions. 

21. The Commission is forming a special staff to provide guidanoo 
and leadership in developing existing and projected operational fa
cilities into a modernized, nationwide system for clearing and settling 
transactions, keeping custody of securities and recording transfers of 
ownership. 

Additional measures in the financial and operational areas are being 
considered by the Commission. In particular we will continue to 
review the form and substance of the net capital test with a view to 
arriving at a standard net capital rule applicable to all registered 
broker-dealers with appropriate exceptions, which rule could be aug
mented by the self-regulatory organizations to meet their special 
needs. Further, we will consider what steps can be taken to deal with 
the mysterious disappearance of securities, such as the establishment 
of a reporting and identification system for missing securities. 
o orreotive measures requiring legislative aotion 

While we believe the corrective actions we have already taken and 
proposed represent significant improvements in the manner in which 
broker-dealers conduct their businesses, the Commission also believes 
that additional statutory authority is needed to prevent a recurrence 
of the problems described by our Study and to furnish needed protec
tion for investors as well as to maintain a strong and viable securities 
industry. We recommend that the Congress authorize the Commission 
to perform additional and closer regulatory oversight in four critical 
areas, namely: (a) the processing of securities transactions; (b) the 
rule making authority of self-regulatory organizations; (.c) the en
forcement of the rules of the self-regulatory organizations; (d) the 
administration of disciplinary proceedings conducted by the self-reg
ulatory organizations. 

The Commission's concern and basis for requesting this additional 
statutory authority is summarized in the following paragraphs: 
1. The prooessing of seourities tmnsaotions 

The securities industry's operational problems are evidence that 
there is need for increased regulation by the Federal government of 
the transaction handling process, particularly with a view to standard-

o 
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iza.tion, automation, and increased protection for industry pa.rticipants 
and members of the investing public. Regulation of the process as a 
whole is clearly desirable, and the Commission is in the best position 
to furnish such regulation in that it now has jurisdiction over the 
broker-dealer community, investment companies, stock exchanges, se
curities associations, issuer companies (in certain respects), and sub
sidiaries of exchanges and securities associations which now perform 
clearance, settlement and depository tasks. However, certain tasks, 
Buch as the transfer and registration of transfer of celtificates, are not 
.directly within the Commission's regulatory jurisdiction and even the 
.depository function would appea.r to be subject to direct regulation by 
:the Commission only if performed by entities which are registered 
'with it. Therefore, in order to ensure that the transaction handling 
:process can be made to fUllction efficiently as a whole, the Commission 
1'econunends that it be given authority over the qualifications, per
formance, business practices and rules of entities performing transfer 
and depository functions, but only to the extent that their perform
ance of these specific functions is involved. The Commission, in seek
ing this authority, is not desirous of expanding its jurisdiction to con
flict with that of Federal or state bank-regula,tory agencies. Economic 
regulatory authority is not being sought. Rather, the Commission is 
merely desirous of having a.ll necessary authority to oversee the de
yelopment of a unified securities processing system and the establish
Inent of the performance standards and access practices necessary for 
the development and proper functioning of such a system. 
92. The 1'1.llemaking atltlwrity of self-reg'ulatol'Y O1'ganizations 

The Commission's present authority over the rulema.king of the 
self-regulatory bodies is an illogical patchwork of provisions which 
falls short of giving the Comllllssion authority to act promptly and 
effectively where a. rule, or a proposed rule, is or might be injurious 
to the public·interest. Specifica.lly, the Commission has no power to 
prevent the adoption of a particular rule by an exchange, nor to abro
gate it once it has been adopted. It does have the power to require 
alterations in exchange rules, but only insofa,r as the rules relate to 
celtain enumera,ted (or "similar") matters, and only after following 
cumbersome procedures. 'With respect to NASD rules, the COllUllission 
has broad powers to block a rule from being pnt into effect and to 
abrogate an existing rule, but its power to alter or supplement rules 
is very limited. 

The Commission believes that the public interest would be better 
served if it had plenary authority with respect to the rules of the se1£
regulatory bodies. An appropriate pattern would be that recently 
adopted in Sections 3 ( e) and 7 (a) of the Securities Investor Protec
tion Act of 1970. The specific authority sought would be that to ap
prove or disapprove of any new rule proposal or any proposed amend
ment, supplement or repeal of an existing rule, as well as the authority 
to require rule amendments and supplements, and the authority to 
abrugate rules. Action pursuant to such authority should be preceded 
by approprite notice and afford an opportunity for hea.ring. 
S. The enforcement of the ndes of self-regulatory organizations 

A limitation of the Commission's oversight power over the se1£
regulatory bodies is that it cannot directly enfo~ce their rules against 
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their members. The Commission's power to withdra.w the registration 
-of a stock exchange or of the N ASD in the event that they do not 
·enforce their rules is so extreme that it doos not present a viable regu
latory tool. This was recognized by the Commission as far back as 1941, 
when it recommended that it be given specific enforcement authority 
as an effective remedy against "dilatory and lax enforcement" by self
regulatory bodies of their own rules. 

As was stated then, the Commission would not expect to resort to 
direct enforcement proceedings in ordinary situations, but only when 
a self-regulatory body permitted a member to escape disciplinary pro
ceedings to the detriment of the public interest. Presumably, the grant 
or this additional authority to the Commission would not only allow 
Commission action where there was a breakdown in self-regulatIOn, but 
would also promote action by the self-regulatory bodies in two respects: 
first, it would give them an added incentive to do the job themselves, lest 
the Commission be compelled to act; and second, it would strengthen 
their hand in dealing with their members. 
4. The administration of disciplinary proceedings conduoted by the 

self-regulatory organizations 
At present, The Commission has no oversight authority over disci

plinary proceedings conducted by a stock exchange, and Its authority 
oyer N ASD proceedings is limited in that penalties assessed by the 
N ASD can only be affirmed, diminished or dismissed, but not increased. 
In order to. assure that discipline is administered fairly to members, and 
that the penalties imposed take into account the public interest, it would 
be appropriate for the Commission to have the right to review all 
disciplinary proceedings of a self-regulatory body upon appeal or on 
the CommiSSlOn's own motion, and that such right to review include 
the power to affirm, disaffirm or modify in any way deemed to be re
quired in the public interest, the findings of and penalties imposed by 
the self-regulatory body. Although the Commission's experience with 
N ASD disciplinary proceedings indicates that the review power will be 
used sparingly, its importance lies in making enforcement actions in 
general fully effective and at the same time strengthening freedom of 
expression and action by members within the self-regulatory bodies. 

CONCLUSION 

I should point out that our informakion shows the securities industry 
has significantly improved its operational performance during the year 
since enactment of the Securities Investor Protection Act. For one, 
fails to deliver of New York Stock Exhange member firms, which rose 
from some $850 million at the end of 1966 to $4.1 billion at the end of 
1$)68, have now levelled off at about $1.0 billion at November 30, 1971, 
with an even lower figure predicted for this year-end. For another, com
plaints received from the public-of which the vast majority are at
tributable to back-office problems-have subsided from a monthly aver
age of over 1,500 at the end of 1970 to around 500 at present. 

In developing and evaluating protective measures, we have been 
mindful that we are dealing with a moving situation. Some forms of 
protection useful now may become unnecessary as others are developed. 
For example, the net capital rule is and has from the beginning been 
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the primary protection against financial irresponsibility of brokers. 
When the proposed rules for segregating customers cash balances and 
establishing reserves for unsegregruted securities have been fully im
plemented and have proven th.eir ability to protect customers' funds, 
the net capital rule may become less important. 

Major improvements, now clearly possible in the future but requiring 
time to implement, may make other forms of protection unnecessary. 
Thus, looking down the road a little further, the time will come when 
.the execution of a trade will be electronically conveyed to a point where 
securities are transferred by electronic record with paper ,Printout and 
payment is made by similar electronic means. At that/omt the clear
ance process and the segregation of customers' cash an securities may 
be unnecessary. . 

Furthermore, we recognize ,th3Jt some of the corrective measures 
enumerated herein represent burdens and costs to the industry. We have 
been and will continue to be.sensitive to the desirability of minimizing 
adverse operational and financial impact. However, at this time, we 
believe that the increase in public confidence which will flow. from 
measures taken to protect public funds far exceeds the burdens and 
costs of implementing such measures. \ 

The ultimate objective in improving business practices in the securi
. ties industry is to serve and protect the investors of tJhis country and the 
'free world so that they will entrust their savings to the privately owned 
and operated sector of our economy. To merit that trust, the mdustry 
must assure investors that their savings put to work in the American 
'capital markets are protected against structural weaknesses; that they 
have access to reliable and meaningful information about the perform
ance of the companies in which they invest and that the markets are 
fair, honest and efficient in esta:blishing the values of securities. 
. We believe that the measures already taken, ,those about to be taken, 
and those recommended in this report, will contribute to the achieve
ment of those broad goals. 

By direotion of the Commission. 
WILLIAM J. CASEY, Ohairman. 
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PREFACE 

Unlike most previous studies conducted by or on behalf of the 
Commission, this study pursuant to Section 11 (h) of the Securities 
Investor Protection Act of 1970 was carried out exclusively by its reg
ular staff. Subject to the over all responsibility of Irving M. Pollack, 
Director of the Division of Trading and Markets, the work of the 
Study was headed by Ezra Weiss, Chief Counsel of that Division, who 
was ably assisted by a group composed of (in alphabetical order), 
Peter Amhrosini, Charles Hartman, Charles Lerner, Morris N. Sim
kin, and Bruce I. Weinger. Special Counsel to the Chairman, Lee A. 
Pickard made a substantial contribution to the completion of the 
StUdy. Other staff members of the Division of Trading and Markets 
who assisted were Stanley Sporkin, Hurd Baruch and Albert D. 
Sturtevant. Mention should be made of the contribution of the fol
lowing members of the Office of Policy Research: Dr. Gene L. Finn, 
Hajo Lamprecht, Robert H. Menke, Le Manh Tri and Terry M. 
Chuppe. Chapter II of the Study is largely based upon the report of 
OPR entitled "The Financial Condition of Broker-Dealers: A Ques
tion of the Adequacy of Capital and Regulatory Safeguards." Al
though wholehearted cooperation was received from the entire clerical 
and secretarial staff, special mention must be made of Mary J 0 Horn, 
Patricia Turner and Florence W. Culbreth of the Division of Trading 
and Markets, and Frances Sienkiewicz of the Chairman's Office, for 
their unflagging efforts and the cheerful manner with which they per
formed thClr most arduous tasks. 
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CHAPTER I-INTRODUCTION, SUMMARY, CONCLUSIONS, 
AND RECOMMENDATIONS 

INTRODUCTION 

Concerned that there might be a recurrence of events which gave rise 
to the Securities Investor Protection Act of 1970 (the "SIPC Act"), 
Congress directed the Commission to compile a list of unsafe and 
unsound practices by broker-dealers in conducting their business and 
to report to the Congress the corrective steps being taken under existing 
law and to submit recommendations on additional legislation which 
might be needed, to eliminate those unsafe and unsound practices.1 

The statute of which this directive is a pari was adopted against a 
backdrop of liquidations, mergers and the demise of a substantial 
number of large and small broker-dealer firms in 1969-70. Coupled 
with the elimination of these broker-dealer firms was the threat of 
loss of public confidence in the securities markets. The events which 
?ed up to these disturbing developments are disc,;!ssed and documented 
'Ill thIS study. They afford reasonable explanatIOns as to what hap
pened to a theretofore reasonably solvent industry. However, in and 
.of themselves, these events furnish no insights as to their underlying 
·causes, namely, the basic structural weaknesses of an industry which 
.could not withstand the stresses and strains placed upon it by events 
·of virtual hurricane force. The events themselves could well recur. It 
has been and continues to be the plain task of all segments of the 
:nation concerned with public protection in this area to diagnose these 
stmctural weaknesses and to effectuate a cure. 

The defects fall into several broad categories. First and foremost is 
the inadequacy and impermanence of capital, and, in some cases, the in
judicious employment of such carital as does exist. Secondly, the secu
rities industry has historically placed emphasis on sales and trading 
.activities. The function of the operations personnel and of the back of
fice traditionally has received little recognition; rather they have been 
looked upon as a necessary burden and rarely as a profit center or vital 
.element of the business. During the critical period in question there 
was a dearth of individuals of managerial caliber and a lack of sys
tems, procedures, equipment and qualified nonsales personnel for the 
maintenance of accurate records on a current basis. There was an ab
.sence of control of securities traffic to provide assurance for 'prompt 
deliveries of securities and remittances of payments. These circum
:stances resulted in a virtual breakdown in the control over the pos-

1 Section 11 (h) of the SIPC Act proddes as follows: 
"SEC. 11. ;\IISCELLANEOUS PROVISIO:-;S. 

• • • • • 
"(h) SEC Study of Unsafe or Unsound Practices.-Not later than twelve months 

after the date of enactment of this Act, the Commission shall compile a list of ull8afe 
or unsound practices by members of SIPC in conducting their business and report to 
the Congress (1) the steps being taken under the authority of existing law to eliminate 
those practices and (2) recommendations concerning additional legislation which may 
be needed to eliminate those unsafe or unsound practices." 

(ll) 
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session, custody, location and delivery of securities, and in the payment 
of money obligations to customers; all of which exposed customers to 
the risk of the loss of their cash and securities. The industry and to an 
extent the self-regulatory bodies themselves, had not implemented 01' 
planned broad based solutions to the settlement process and the related 
flow of paper. Another important infirmity lay in the regulatory struc
ture itself-in the heavy emphasis on disclosure requirements and 
fraud prevention-and the inability of the self-regulatory organi
zation to respond to the crisis with meaningful corrective measures. 
The absence of an effective early warning system caused belated action 
and less effective actions when the full impact of the crisis was finally 
ascertained; and still another problem related to the many insolvencies 
of relatively small concerns whose principals were found wanting in 
experience upon which to conduct a successful operation, but who were 
nevertheless able to engage in the business on a virtual shoestring be
cause of the ease-of-entry requirements. 

The need for this retrospection is quite plain if the factors \vhich 
contributed to the unfortunate 1967-70 results are to be identified 
and corrected. If continued, they may produce an unwarranted drain 
on the resources of SIPC or leave untouched the exposure of public 
investors to the risk of loss of funds and securities not covered by 
SIPC.~ Investors' confidence in the United States securities markets 
could again be threatened. Consistent with what we understand is our 
mandate from Congress, the Commission has placed the central focus 
of this study upon those practices and conditions which have jeop
ardized the integrity of funds and securities left by customers in the 
possession of broker-dealers-practices which led to the crisis which 
prompted Congress to enact the SIPC Act. Accordingly, this report di
rects itself to methods of achieving permanent improvement of this 
vital sector of the nation's economy, the secul'ities markets. 

The matters discussed in this summary are examined in detail in 
subsequent chapters of this report. A brief summary of the salient 
topics, however, is included in this chapter, immedIately following 
this section. Following the summary is a description of specific action 
taken by the CommissIOn under the authority of existing law, particu
larly the recently enacted SIPC legislation, to strengthen the securities 
industry and protect customers' funds and securities on deposit with 
broker-dealers. Conclusions and recommendation for additional legis
lation need to eliminate certain unsafe and unsound practices of broker
dealers also accompany this summary. 

NATURE OF REPORT 

The material for this report consists principally of records of the 
1967-70 events as reflected in the files of the Commission and the 
self-regulatory organizations,3 including the financial reports filed with 
the self-regulatory organizations and reports relating to individual 
firms which provide illustrative material for the problems under dis
cussion. Additionally, reference is made to individual case studies of 

2 SIPC covers only $20,000 of cash per account and a maximum of $50,000 of loss of cash 
and securities combined in anyone account. SIPC Act, sec. 6 (f). ' 

• The term "self regulatory orgauizations" refers to national securities exchanges reg
Istered as such with the Commission under section 6 of the Securities Exchange Act of 1934, 
and the National Association of Securities Dealers, Inc. (NASD), the only national securi
ties association registered under section 15A of that act. 
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individual firms which exemplify the surveillance and enforcement 
problems of the self regulatory organizations. The report utilizeR in
dustry surveys and studies by management consultant companies and 
other responsible persons, inc'luding comprehensive and incisive analy
ses of the industry sponsored by Lybrand, Ross Bros. and Mont
gomery, Ernst & Ernst, the Rand Corporation, Wright Associates, 
North American Rockwell Information Systems Company, Arthur D. 
Little Inc., United States Trust Company, American Bankers Associa
tion, and the Banking and Securities Industry Committee, among 
others. 

SUMMARY 

1. Oomposition of the 1968-70 re1)erSeS 
A. The 1967 paperwork crisis 

In reviewing growth trends in the volume of securities transactions 
up to 1965, the New York Stock Exchange ("NYSE") in a report 
projected trading volume of the NYSE over the succeeding 10 years 
(namely, by 1975) of from 9 to 11 million shares a day.4 However, by 
1967, 15-million-share days were not uncommon; and even 20- and 30-
mjUion share days were experienced.5 Thus, for the first quarter of 
1967, the reported volume was about 14 percent above the previous 
record total for any three-month period. Moreover, the total 1967 
New York Stock Exchange volume reached the staggering record of 
2.53 billion shares, an increase of fully 33lh percent over the 1966 vol
ume.G The industry was unprepared for this veritable eXJ?losion in trad
ing volume. 'With some exceptions, the financial commumty found itself 
without appropriate systems, procedures, equipment, or qualified per
sonnel for handling its business. Further, little could be done to im
plement the necessary solutions on a timely basis. The problems de
manded broad solutions, and no one firm could tackle them in isolation. 
The aftermath was virtual chaos experienced by a substantial number 
of firms. 

Apart from the inability of broker-dealers to keep their records 
current, the number of errors in the handling and recording of trans
actions multiplied. The back offices of many a broker-dealer resembled 
a trackless forest. Since the broker-dealer industry is a highly inter
d~penclent community, the problems of the less efficient firms had a 
nppling effect on the entire broker-dealer community; and inter
(~ealer clearing systems, as well as the transfer facilities of banks, were 
SImilarly taxed beyond their capacities. The entire machinery for the 
delivery and transfer of securities and the concomitant remittance 
of funds became clogged. Even those broker-dealers who attempted 
belatedly to stem the tide by computerizing their operations or aug
menting their back office personnel could not keep pace with the vol-

, 'rhi~ forecast is contained in a NYSE document entitled, "The Exchang'e Communitv in 
19j5-A Report On Its Potential-Problems and Prospects-and EconomiC Study Bv 'The 
New York Stock Exchange. December 11l115." A copy of this report is found at Pp. 2'77 ct. Beq. 
of H~nrings On the Study of the Securities Industry, pt. 1, by the House Subcommittee on 
COlllmerce and Finance (1In1) (hereinafter referred to as "1971 House Subcommittee 
hNtrings") . 

5 Congressional Record. Dec. 1. 1970. p. H10!)2:l. 
G NYSE statemcnt-"Crl"i" in the Securities Industry," 1971 House Sllhcommittee hear. 

ings, p 15. Volume on all exchanges rORC Hir) percent between 1&64 anll 1968. See statement 
of [orlller Chairman BUllge of the SEC hefore the Joint Economic Committee of the U.S. 
Cong-ress. July 10. 1970. 
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ume; in fact, they were caught on a worse treadmill in that, by the 
time they were able to research their errors of a given date, they were· 
confronted with a greater number of errors to eontend with. The ex
pensive computerized hardware which was thrown into the breach 
malfunctioned; and, since parallel manual records were often not 
maintained during 'a reasonable trial period, the use of the computer
increased the already existing confusion. Moreover, the employment 
of newly recruited and untrained or inadequately trained individuals· 
who were put to work in the back offices resulted in a further increase 
in the number of errors. The combination of all of these factors. 
culminated in such a critical predicament for some firms that they 
not only lost control of their records, but experienced a new phenom
enon-the loss of control over the securities which were or were sup
posed to be in their possession for delivery, custody or safekeeping. 
The efforts by the Commission and the self regulatory organizations. 
to build a dike against this torrent proved of little avail,7 

Even though the acuteness of the industry's problems was somewhat 
alleviated by an abrupt market reversal and the accompanying re
duction in trading in the 1969-1970 period, the paper work problems 
continue to persist.s The system and procedures necessary to meet cur
rent and prospective trading volume have yet to be introduced on' 
an industry wide basis.9 

B. The 1969-70 market downt1lTn 
The advent of the market decline in late 1969 marked the beginning' 

of extensive shrinkages in market values.10 The diminntion in the· 
values of securities in firm and proprietary accounts of broker-dealeJ's 
and the concurrent sharp drop in commission business proved too much 
for virtually all but the most substantial and well managed firmsY 
Trust funds which the exchanges had accumulated with the view of 
protecting public customers dwindled to the point of exhaustion,12 
It was in that context that the SIPC legislation was enacted by 
Congress. A detailed discussion of the 1967-1970 events is contained 
in Appendix A of this report. 

O. Oapital8truct1lre weakne88e8 
If the capital of an enterprise is viewed as the resources firmly im

bedded in its financial structure, it may be said that there is a vir
tuallack of "capital" in the securities industry. As will be seen in later 
parts of this report, the greater portion of the resources available in 
the industry for the carying on of its business is contributed by cus
tomers in the form of cash balances left with their broker-dealers; and 
these are largely subject to withdrawal on demand. A substantial por
tion of the remainder consists of short term borrowings, and of con
tributions by partners or other principals of the enterprise on terms 

• This report will detail the steps taken by the Commission and the self-regulatory orga
nizations for correcting these Inadequacies, snch as more frequent surveillance, disciplinary 
proceeding's, attempts to clear lip deficiencies in operations. and to shore up firms In delicate 
financial conditions by liquidation, through mergers and tile application of emergency trll~t 
funds. See appendix A. 

8 See staff stuny for the sppeial suhcommittee on illYCRtig-ation of the House Committee on 
Interstate and Foreign Commerce on a "Review of SEC RecordR of the Demise of Selecte<1 
Broker-Dealers," subcommittee print, 92 Cong., first sess. (1971), p. (; (hereinafter called 
"Staff Study"). 

• A more detailed discussion of this entire subject is found in ch. VIII of this report. 
10 1971 House Suhcommlttee hearingR. p. 20. 
11 H.R. Rept. 91-613, 91st Cong., 2d. Sess. (1970), p. 3. 
1> Ibid. 
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which most frequently provide for an untrammeled right of with
drawal. 

The unfortunate use of the term "net capital" in the financial re
sponsibility rules of the Commission and the various exchanges has 
resulted in a semantic confusion which too frequently has led to the 
mistaken belief that a broker-dealer's net capital is the equivalent of 
or has some relationship to the concept of "capital", as that term is 
commonly understood. "Net Capital" applies only to a hard core resi
due of net liquid assets designed to enable a broker-dealer to meet all 
rightful current demands of customers for their funds and securitiesY 
As provided for in Rule 15c3-1 under the Securities Exchange Act of 
1934,14 the net capital of a broker-dealer is arrived at by the use of 
several stages of computations based on his assets and liabilities. 

The computation begins with all of the assets reflected on the books 
and records of the broker-dealer. From this, all of the book liabilities 
are deducted, leaving a difference which the rule designates as "net 
worth". In turn, net worth is subjected to a number of adjustments 
principally designed to leave a residual dollar amount representing the 
current value of only those assets of the broker-dealer which are of high 
and demonstrable liquidity. For example, there is deducted from net 
worth all of the assets which cannot readily be converted into cash, 
such as furniture and fixtures, exchange memberships, securities not 
having a ready market, and the like. This is designed to leave a re
mainder consisting of virtually only cash and marketable securities; 
and even the portion attributable to marketable securities is reduced 
by specified percentages of their value which take into account the 
reality of market fluctuations. There are still other deductions and 
some possible additions of the residual amount (such as the proceeds 
of specified types of subordinated loans), until what remains is ac
corded the designation of "net capital". The net capital is then com
pared to another element in the net capital requirements designated as, 
"aggregate indebtedness". To begin with, aggregate indebtedness is 
composed principally of the same liabilities reflected on the books 
and records as are used in computing net worth. To those liabilities 
are added certain other obligations; and specified liabilities which are 
collateralized by specified kmds of assets are deducted to reduce that 
sum. With other adjustments, including the elimination of specified 
types of subordinated loans, a net figure for aggregate indebtedness is 
determined. Under the net capital rules, the dollar amount of "aggre
gate indebtedness" may not exceed a specified percentage of the dollar 
amount of net capitaJ.15 As already noted, the purpose of net capital 
requirements is to have the broker-dealer maintain a highly liquid 
position in order to meet all of his current obligations.1s 

13 Budge. "Broker-Dealer Financial Responsibility Requirements," 7 Idaho L. Rev .. Fall, 
1970151.158; GIIY D. JJIarionette.11 S.E.C. 967. 970-71 (1942). 

14 In this report the Securities Exchange Act of 19:14 will be referred to as the "Exchange 
Act" : and the Securities Act of 1933 will be referred to as the "Securities Art." 

15 This ratio has varied from time. Curreutly. the CommiSSion requires a maximum 
ratio of 2,000 percent. the same ratio which the NYSE al?plled for many years until the 
recent amendment of its rule~ specifying a maximum ratIO of 1.500 per·cent. 

,. Concelvabl~·. a broker-dealer having net capital less than the minimum required by 
applicable rules might meet his current obligations. Nevertheless, the stringency of the 
requirement Is designed to provide customers with an extra cushion. Budge. op. cit., supra, 
n. 13. Should a broker-dealer continue to engage In huslness when he is unable to meet his 
current obligations, or when his liabilities exceed his assets, he would be Violating appli
cable antifraud provisions of the Feileral securities lrtws. That Is, SEO v. O. H. Abrahllm 
& 00., Ina .. 186 F. Supp. 119 (S.D.N.Y. 1960) : M. Posey Assodates, Ltd., Exchange Act 
release 6947 (Nov. 21. 1962) p. 1; State Securities Oorp., Exchange Act Rel. 7120 (Aug. 20. 
(1963) ; Earl L. Robbins, 39 S.E.C. 847. 84!!. (1960) : John D. Ferris, 39 S.E.C. 116, 119 
(1959) ; Gill-Harkness & 00.,38 S.E.C. 646, 650-52 (1958). 
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As seen, whatever the merits may be of net capita.l requirements, 
they bear no relationship to the concept of capital as consisting of 
either long term funded debt or equity investment imbedded in the 
business for the life of the enterprise. 

The explanation for the absence of long term funded debt in the 
capital structure and for the rela;tively minimal investment of equity 
by the managerial element of the securities industry lies in the unique 
characteristics of the broker-dealer activity and the history in whIch 
this business had developed. First, until the recent enactment of the 
SIPC legislation, there was the apparent right of the broker-dealer 
to utilize without restrain credit balances of customersY Secondly, 
there is the ability of the broker-dealer to replenish his cash supply 
by the rehypothecation and the lending of securities of customers on 
which he extends or maintains margin credit.18 Additionally, apart 
from occasional insolvencies resulting from gross mismanagement and 
flagrant fraudulent conduct, and with the exception of the extinguish
ment of some small nonexchange member firms with minimal public 
impact, the broker-dealer community suffered few insolvencies III the 
period following World War II; 19 and this climate prevailed until 
the industry found itself in the 1969-1970 predicament. Added to 
that, is the fact that the broker-dealer business is a cash Qusiness the 
assets of which are principally marketable securities and cash, as 
distinguished from relatively little fixed assets. Moreover, as the 
result of two isolated adverse experiences in the late 1950's and early 
1960's of exchange member firms, the exchange communities estab
lished "trust funds" for use in a customer assistance programs. 

The relatively successful use of the net capital concept as a tool of 
financial responsibility prior to the 1969-70 period coupled with the 
existence of significant "trust funds" administered by the exchanges 
which had proved adequate to cover customer losses to that point, left 
the industry and the self regulatory organizations with a complacent 
attitude respecting capital structure. 

However well suited trust funds may have been to take care of 
isolated situations, they rapidly evaporated in the face of the industry 
wide difficulties.20 Thus, had the SIPC Act not been adopted, the 
approximately $140 million which the New York Stock Exchange 
community has expended and authorized through its trust fund for 
the ultimate protection of customers 21 would have failed in its basic 
objective of maintaining public confidence in the securities markets. 

In recognition of the fact that the form of financing which had 
prevailed prior to 1969 had become antiquated in the face of subse
quent events and of the prospects for future trading volume, the 

17 These include, among other things, "free credit" balances representing sums which 
cllstomers have the absolute right to remittance upon demand as well as other funds 
of cllstomers such as funds paid by customers for securities required by applicable margin 
regula tions but which the customer has not received because his broker has, In turn, 
not received the security which is the subject of the transaction from the broker on the 
other ,ide. Report of the Special Study of the Securities lIfarkets of the Securities and 
Exchange Commission, House Doc. No. 95, 88th Cong .• first Sess. (1963) pt. 1 pp. 393-398 
(hereinafter called "Special Study"). 

18 Under the SIPC legislation, the Commission recently released for public comment 
(Exchange Act Release No. 9388) proposed rules which, upon adoption, will significantly 
restrict the use of customer funds and securities by broker-dealers. An extensive discussion 
of these rules may be found in ch. IV hereof. 

,. Soccial Study pt. I. p. 40l. 
'" H.R. Rept. 91-1613. 91st Cong., 2d Sess. (1970) p. 3. 
"'1971 House Subcommittee hearings, pt. I, p. 28. 
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New York Stock Exchange adopted a rule permitting public stock 
ownership of its member corporations.22 In addition to the foregoing 
measures, the NYSE, as an interim step, has substantially revamped 
its net capital rules; and other exchanges, such as the American Stock 
Exchange ("Amex") have fonowed suit.23 The revisions of that Ex
change'S net capital rules are designed to slow down the possibility of 
a precipitate repayment of subordinated loans or withdrawals of part
ners' contributions by requiring six months' advance notice, and of pre
cluding any such repayment, if the effect of such repayment would 
result m impairing or diminishing the firm's net capital beyond a speci
fied point.24 

The N ASD has been conferring with the staff of the Commission 
on proI?osed rules under consideration by that body also, which would 
be desIgned to maintain the integrity of the net capital of its 
members.25 

Any discussion of the subject of "net capital" and "capital" must 
take into account the amendment of section 15(c) (3) of the Ex
change Act by Section'7(d) of the SIPC Act broadening and specify
ing with particularity the powers of the Commission on the subjects 
of reserves for customer credit balances 'and of the segregation of 
customers' securities. As noted above the Commission recently acted 
pursuant to this authority with proposed rules which will seriously 
restrict the use of customers' funds and securities in the business of 
a broker-dealer. Proper reserves and adequate custodial requirements 
and procedures should, by themselves, take over the liquidity objective 
of net capital requirements in large part. It is contemplated that, 
with operational experience, the rules regarding customer funds and 
securities 26 will eventually supplement and then eliminate the com
plex substructure of the net capital requirements and, with that, the 
corresponding intricacies of interpretation. 

In addition to the inadequacies and impermanence of broker-dealer 
ca;pital, among the several contributing factors to the 1969-70 down
spin was the undue concentration of the resources of certain broker
dealer in securities whose values shrunk drastically in that period. 
Details on this subject will also be developed later in this report.27 

D. /nadequacie8 of management 
Assuming that the 1967-1970 events could not have been reasonably 

anticipated, nevertheless, the manner in which the industry reacted 
exposed another major weakness of the broker-dealer community-

IS Amendments to NYSE Constitution, art. I sec. 3 (h) and art. IX secs. 9 and 11, 
Mar. 26, 1970. Pending proposals for rules on the subjeet which are still under consideration, 
the NASD withdrew itR then existing flat prohibition against "self-underwriting". and. In 
Heu thereof has judged the distribution arrangements on a case-by-case basis. To date, 
several prominent NYSE member firms have completed or made preparations for public 
offerings of their common stock. These include such firms as Merrill, Lynch, Pierce. Fenner 
& Smith. Inc. (File No. 2-40156), Bache & Co .. Inc. (File No. 2-412!l9). Piper . .Jaffrav & 
Hopwood).Inc. (File No, 2-40320). A. G. Edwards & Sons, Inc. (File No. 2-41309), CBWL
Hayden, :stone, Inc. (File No. 2-41001). and others. 

23 Amex Con st. art. I, sees. 3(e), (g) and (h), and art. IV secs. l(b) and (k) . 
.. There are still some factors In the NYSE net capital rules wh.ich appear to fall short 

of the basIc net capital objective of ready resources to meet current obligations. See, state
ment of Irving 111. Pollack for the 1971 House Subcommittee hearings dated Sept. 3, 1971. 
The highlights of the NYSE net cflllital rule revisions are noted at pp. 28-9 of pt. 1 of 
the Honse Subcommittee hearings. 

25 See 1971 House Subcommittee hearings, pt. 1. p. 41. 
26 The Commissions proposed rules on these subjects are embodied in Exchange Act 

release No. 938S, Nov. 8, 1971. 
"' See ch. II, "Na.ture and Use of Broker-Dealer Capital" at pp. 70-i2 infra. 
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the scarcity of individuals of managerial ability ,and talent. The gen
eral dearth of "black office" talent within the securities industry is 
said to be attributable to the historical orientation and concentration 
on sales promotions and trading profits. The results were vast dis
crepancies in securities records, the misuse, in some cases, of the funds 
and securities of customers, and even, in other cases, a degree of loss 
of control of securities which invited the theft of securities in massive 
qualltities.28 

E. Ooncentration on sales 
The Special Study of Securities Markets undertaken by the Com

mission in 1962 and 1963 pointed out that manageri'al personnel in 
the securities industry, whether at the branch or home office super
visory level, have traditionally been selected, not on the basis of 
executive or administrative competence, but rather on the successes 
of individuals in sales.29 It was manifested by the almost instinctive 
reaction of the financi,al community to the 1967 volume upsurge of 
opening and acquiring many additional sales outlets. Branch offices 
mushroomed and headquarters offices were rapidly expanded; and the 
industry lavished substantial resources on furnishings and other facil
ities for the expansion of sales. In this way, many broker-dealers 
saddled themselves with high fixed costs of a long term nature result
ing from the leasing and equipping of the added sales space.3D All of 
these activities displayed, as to those who engaged in them, a lack of 
sensitivity to the fluctuating nature of the securities market and the 
corresponding instability of customer interest in tmding volume. 

F. Emcessive trading 
There existed alongside the headlong sales drive a strong trading 

propensity. Our examination into the subject reveals that significant 
funds, in excess of the contributions of partners and subordinated 
lenders, were devoted to firm proprietary securities.31 From our in
quiry it was learned that (a) an undue portion of the assets of the 
industry is invested in securities and (b) the extent of this concentra
tion is accounted for in part by the use of substantial sums attributable 
to customers free credit and other credit balances. That this rendered 
a broker-dealer vulnerable to the kind of market downturn as oc
curred in the 1969-70 periods has already been mentioned and will be 
further elaborated.32 In brief, this combination of circumstances con
tributed to the collapse of many houses, and with them, the adverse 
experiences of customers. 

G. The condition of books and records 
Coupled with the enormous trading volume for firm accounts, the 

1967-1968 heavy volume, itself generated by increased public interest 
and exacerbated by the number of new sales outlets, increasingly taxed 
the then existing, virtually static, facilities for processing the accom
panying myriad of transactions. The initial impact of all of this waS 

os See ch. v, intra, on "Stolen Securities." 
.. f;pecial study pt. 1, pp. 133-138. 
'0 See ch. III, "Management and Operation Deficiencies," intra, at p. 95. See also 

July 19, 1970 statement of Hamer H. Budge, chairman of the Securities and Exchange Com
mission, before the Joint Economic Committee of the United States at p. 7. 

31 See ell. II intra, Table 1 at p. 51. 
., Idem at pp. 70-72. 
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on the maintenance of broker-dealer books and records. For many 
firms, it became utterly impossible to keep books and records apace 
with the mounting speed and volume of transactions. 

The response of some of the larger firms when they recognized the 
true conditions is of interest. Some were confident that the expenditure 
of money would alleviate the situation, and they began all too late 
to pour large sums into computer hardware without much awareness 
of the particular capabilities of the hardware selected or its compati
bility with either their own existing equipment or with that of others 
where interfacing was essential for workability. Skilled personnel was 
not obtainable, and parallel operations with existing facilities were 
not in some cases maintained during a reasonable break-in period. 
Concurrently with the acquisition of the computer hardware, the in
dustry began hiring people for the "back office" in a hurried and dis
·orderly fashion. InitIally, since not enough seasoned back office hands 
were available in the industry to meet the processing requirements 
of the rising volume, an atmosphere of piratmg came into vogue. As 
this did not serve to increase the industry's capacity to any extent, 
the futility of this approach shortly became evident; and it was fol
lowed by the random hiring of untrained people, some of whom, it 
turned out, had unsavory backgrounds.33 The net effect of all this 
was to turn the books and records of many broker-dealers into a veri
table shambles. Since the books and records of a broker-dealer repre
sent the cornerstone of his operations, all elements in the processing 
of transactions collapsed with them. Deliveries and transfers of secu
rities became inexorably mired. Apart from the loss of the ability of 
broker-dealers to meet their accountabilities for cash and securities to 
customers, their obligations for the delivery and payment of securities 
as among themselves (the "street side") soared to the point that "fails 
to del~ver" and "fails to receive" reached a total beyond all previous 
experIence. 

In December 1968, "fails to deliver" of New York Stock Exchange 
member firms amounted to $4 billion.3• The greater the duration of a 
"fail to deliver",35 the more the "failing" broker is exposed to the risks 
of possible financial difficulties of the broker-dealer to whom he is ob
ligated to make delivery. Moreover, in order to fulfill his delivery ob
ligations, he may ultimately be forced to procure the security at a price 
in the open market higher than the contract price.3s The backing up of 
transfers and deliveries at the broker-dealer level was accompanied by 
clogged transfer facilities of transfer agents (usually banks) , and this 
furt.her dwindled the supply of securities for delivery to customers who 
had fully paid for them as required by applicable Federal Reserve re
quirements.37 There followed the worst securities snarl ever experienced 

~1 See ch. III infra at p. 120 and ch V. at pp. 149-150 . 
.. 1971 House Subcommittee hearings pt. 1. at p. 17. 
os A "fall to deliver" reJ}resents the obligation of a brOker-dealer to deliver securities 

to another broker-dealer beyond the conventional 5 bUSiness days settlement period. A 
"fail to receive", the converse of a "fail to deliver", represents the obligation of a 
broker-dealer to pay money to another broker-dealer against the receipt of a security 
after the settlement period has passed . 

•• It was In this context that the CommiSSion and the exchanges adopted amendments 
to their respective net capital computation requirements providing for adjustments to 
net worth by the deduction from net worth of specified percentages of the contract prices 
of fall to deliver items on a broker-dealer's books and records whlpn He In exi~tence 
beyond sJ}eclfied periods of time. See Exchange Act release No. 8508, Jan. 30, J.969. 

37 With minor exceptions, under sec. 4(c) (1) (I) and 4(c) (2) of Regulation T, 12 
CFR 220.4(c) (1) (I) and 4(c) (2), a broker-dealer must receive payment for a secnrlt~' pur
chased by a cu~tomer In n special cash account promptly or liquidate or cancel the trans
action within 7 huslness days. 
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by the broker-dealer industry. The inability of brokers and dealers to 
locate securities belonging to customers resulted in significant "short 
stock record differences." Many broker-~ealers found substantial quan
tities of secnrities in their possession without knowing to whom they 
belonged. These are "long" stock record differences. Short stock record 
differences of any duration represent in essence the equivalent of money 
liabilities to customers which should be marked to the market values of 
the missing securities; and they represent a corresponding hazard to 
the financial position of a broker-dealer. 

As the Commission applies its net capital rules, the amounts of a 
broker-dealer's short stock record differences are treated as liabilities 
in the computation of net capita1.38 Of course, long stock record differ
ences represent securities belonging to others; hence they may not be 
treated as assets of a broker-dealer carrying such differences.39 

Caught in those circumstances, harried managements of broker
dealers in many cases tolerated the improper use of the fully paid and 
excess margin securities of customers which should have remained in 
their custody. This was not in accordance with applicable anti-fraud 
principles and the specific rules of the self regulatory organizations.40 

In disregard of those standards and of applicable hypothecatlOll 
rules,41 a number of troubled firms improperly took desperate measures 
to turn fully paid and excess margin securities of their customers into 
cash by loaning them against cash deposits or by using them as col
lateral for borrowings. Finally, the chaotic state of affairs furnished a 
suitable climate for the theft of securities by a number of the back office 
personnel who had been hired and had entered the back offices under 
the wholesale hiring program. 

Numerous suggestions of management consultant groups, inter
ested organizations and the industry itself may be found in this report 
for the improvement of back office procedures and the avoidance of 
the problems directly attributable to inadequacy of management in 
this vital administrative area. In addition to the emphasis on proper 
training programs for persons of management caliber and for back 
office personnel, all of these commentators emphasize the necessity 
for intelligent computerization of back office operations. Beyond that, 
the recommendations include the immobilization and possible elim
ination of the certificate, or the creation of a machine readable cer
tificate, the increased use of central depository systems and the en
largement of the net-by-net clearing system under which the clearing 
corporation aSsnmes the obligation of both the selling broker and the 
buying broker, as wen as the greater cooperation, expa.nsion, and 
decentralization of bank transfer facilities. 

os One of the points of difference during the period under discussion between the 
application by the Commission of Its net capital rule (rnle 15c3-1 under the Exchange Act) 
and the application by the New York Stock Exchange of its rule was that. unlike the 
Commission, the exchange treated as a l1abillty only a modest reser¥e established by 
the member of such member's shor.t stock record differences. See, infra, the discussions 
on this subject at ch VI at pp. 158-159 . 

.. For some time durin? the period under dlscu"slon, the New York Stock Exchange 
tolerated the practice of 'netting" hy Its mpmber firms of their long and short security 
iliffel'ence8. It Wll8 pointed ont to the exchange thnt this lacked nny fonndatlon. and the 
exchange illseontlnlled that practice. 

"'NYSE rule 402(a)(b) and (c); NASD Rules of Fair Prnctlce, secs. 19(:1), (bl. and 
(c). It Is a violn,tlon of applicable antifraud provisions for a broker-dealer to hypothecate 
Or otherwise convert fullv paid securities of customers. E. Weiss. "Registration and Regula
tion of Broker-Dealers." BNA, (19(1';). p. 181 and cases there cited. 

4.1 Exchange Act rules 8c-1 and 15c2-1. 
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~. The regulatory policy 
As outlined in the preceding portions of this summary, the prob

lems of the securities industry consisted of management, operational, 
and capitailization deficiencies. However, there remains the nagging 
question as to how well the regulatory authorities carried out their 
responsibilities in the 1967-70 climate. ' 

The principal statutes 42 uncleI' which the general regul'ation of the 
securities markets is conducted place heavy emphasis upon full and 
fair disclosure and the prevention of fraud. 43 ,Vith regard to those 
few provisions found in these acts ,yhich do call for the exercise of 
governmental judgment in the economic sphere, Congress has limited 
the scope of the Commission. This is illustrated by the provisions of 
Sect.ion 7 of t.he Exchange Act respecting rules governing the ex
tending, maintaining, and arranging for credit. on securities. These 
funct.ions have been placed exclusively with t.he Board of Governors 
of t.he Federal Reserve System. As the legislative history demon
strates, the motivation of Congress in that respect was that those 
matters were in the realm of economics and their regulation should 
properly be lodged with an agency having the staff, facilities, and 
requisite knowledge for acting in that field. 44 

In contrast with that treatment, when Congress enaoted Section 
11 (d) (1) of the Exchange Act (also on the subject of securities credit) 
at the same time as Section 7, it took this regulwtory provision outside 
of the orbit of the Federal Reserve System and pI-aced it within the 
exclusive province of the Commission, on the theory that vhe intended 
impact Ihad nothing to do ,vith the economics of credit, but, rather with 
the possible violation of fiduciary obligations.'s These two provisions 
on the subject of credit on securities serve to shed light on the limita
tions on the authority granted to the Commission by Congress. 

,V,ith regard to Ithe non-governmental bodies which have been ac
corded regulatory responsibility and authority under the Ex~hange 
Act, the basic limitations which exist as to the Commission apply 
similarly to those self-regulatory organizations. However, in addition 
to imposing affirmakive requirements on n3!tional securities exchanges 
to discipline members for willful violations of that Act a,nd the rules 

., These are the Securities Act and the Exchange Act. The other statutes all ministered by 
the Commission are either supplementations of thOR'; two acts (e.;::., the Trust Indenture 
Act of 1\139 in relation to the Securities Act; and the Investment Advisers Act of 1940 in 
relation to the J~xchange Act), Or they have very specialized application, such as the Publlc 
Utility Holding Company Act of 1935, the Investment Company Act of 1940, and ch. X ot 
thp Rankruptcy Act under which the Commission Itas special functions. 

43 See, e,g" sees, l1(a). 12(2), and 17(a) of the Securities Act, and secs. 9(a) (1), (2), 
('3). (41, (5), and (6), and 10 (a) and (b). and l1(d) (1), and 15(c) (1) and (3) and 18(a) 
of the Exchange Act. 

41 An illuminating and succinct discussion of the legislative history of sec. 7 of the Ex
change Act may be found in, BO'ien & Kroos, "Security Crpdit-Its Economic Role and Reg
ulation, "Prentice-Hall, Inc. (1960), pp. 85-98, in which the authors summariz!' the subject 
b~- pointin;:: out that the congressional decision to give the Federal Reserve system exclu
shoe jurisdiction in these areas, as distinguished from the Commission, was to serve the 
objective of furnishing the authority to an agency which could "apply selective control to 
specified forms of security credit with a view of maintaining quantitative credit control 
more effective." Idem at p 98. 

45 See E. Weiss, "Registration' and Regulation of Brokers ann Dealers." supra n.40 at pp. 
85-86. It should be noted that the Commission does havc the enforcement responsibility 
under section 7 the act and the rules and regulations thercnnder, but this i~ a purely 
prosecutive matter, However, unner clause (9) of section 19 (b) of the Exchange Act, the 
CommisslOn does have the authority and responsibility for conslflering and passing upon 
whether commission rates and other charges of members of national securities exchanges 
are reasonable, As to over-the-counter broker-dealers, see oections 15(b) (8) and 15A(b) (8) 
of the Exchange Act, 
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thereunder, Section 6 (h) of the Exchange Act also requires the ex
changes to promulgate and carry out standards of "just and equitaJble 
principles of tra:de". This wrder latitude than that formerly accorded 
t'Othe Commission (the SIPC Act c'Onfers new p'Owers up'On the Com
missi'On in this area) served as the basis f'Or the ad'Option and enf'Orce
ment of exchange rules governmg, am'Ong other things, the segregation 
'Of the fully paid 'and excess margm securities 'Of cust'Omers, the lending 
'Of such securities, and ,the use which may be made 'Of cust'Omers' free 
credit balances. Secti'On 15A 'Of the Exchange Act pr'Ovides c'Omparahle 
sc'Ope for the N ASD. 

It is quite ,plam from Section 6 of the Exchange Act and the legisla
tive history 'Of the Mal'Oney Act'· that the self regul,atory 'appr'Oach is 
a technique which C'Ongress has empl'Oyed ,t'O minimize the number 'Of 
C'Ommissi'On pers'Onnel needed t'O effectuate enf'Orcement 'Of the Federal 
securities laws. The assumpti'On was that such enforcement w'Ould be 
c'Onducted by the self regulat'Ory 'Organizati'Ons with regard t'O their 
members and thUit Ithe Commissi'On was t'O remain in the backgr'Ound 
with "reserved c'Ontr'Ol"." Thus, the Exchange Act places heavy reliance 
up'On the self regulatory 'Organiz1ati'Ons f'Or the day t'O day regulati'On 'Of 
their members." Indeed, having c'Oncluded that these self-regulat'Ory 
'Organiz'!tti'OIl's had perf'Ormed with reas'Onable effectiveness, the Special 
Study suggested thUit the depl'Oyment 'Of the Commissi'On's limited re
s'Ources w'Ould be better c'Oncentrated in 'Other administrative and en
f'Orcement 'areas, and that, acc'Ordingly, the C'Ommissi'On's manp'Ower 
c'Ould be c'Orresp'Ondingly relieved. Furtherm'Ore, because of the lack 'Of 
auth'Ority 'Of the Commissi'On 'On the subjects 'Of reserves for free credit 
balances and the segregati'On 'Of securities t'O which the attenti'On 'Of 
C'Ongress was directed in 1941," as well as in the 1963 Special Study,'" 
those matters were left largely in the hands 'Of self regulatory 'Organiza
ti'Ons f'Or policing with regard t'O their members. Additi'Onally, mem
bers 'Of specified exchanges who were subject to the rules 'Of th'Ose ex
changes were exempted fr'Om Ithe C'Ommission's net capital rule; and 
reliance vms placed 'On the exchanges t'O administer and enforce their 
'Own net capital rules in lieu 'Of the C'Ommissi'On's regulati'Ons on the 
sul:>ject. • 

Pri'Or t'O 1967, this regulatory mechanism was reas'Onably effective. 
The reliance up'On sp'Ot inspecti'Ons as well as the certified annual re
p'Orts by br'Oker-dealers 'Of their financial c'Onditi'On which are required 
under applicable rules served as a c'Omp'Osite warning system to alert 
the C'Ommissi'On and the self regulatory b'Odies 'Of financially tr'Oubled 
firms. However, in early 1967, the C'Ommissi'On became alarmed 'Over an 
unusually large number 'Of 'Operati'Onal pr'Oblems stemming fr'Om the 

.. This was the act which, In 1938, added section 15A to the Exchange Act providing for 
the creation of registered national securities associations of brokers and dealers engaged in 
over-the-counter transactions in securities . 

•• See H.R. Rept. No. 1383, 73d Cong., 2d sess. (1934), p. 15; H.R. Rept. No. 2308. 75th 
Cong., 3d sess. (1938), pp. 4--5; Sen. Rept. No. 1455, 75th Cong., 3d sess. (1938), at pp. 3-4. 

48 That this remains the legislative intent is illustrated by the provisions of sec. 9 (f) of 
the SIPC Act which contemplates that the Commission, by rule or regulation, shall pl~ce 
the day-to-day onus on the self-regulatory organizations for surveillance of the finanCIal 
condition of their member~ by prescribing the nature and frequency of financial reports of 
membprs and of the inspection activity of such organizations. It was also in that connection 
that Congress amended sec. 15A of the Exchange Act as part of the Securities Acts amend
ments of 1964 granting thp NASD specific authority respecting financial responsibility of its 
members. See sec. 15A(b) (!) of the Exchange Act. 

'0 SEC report on proposals for amendments to the Securities Act of 1933 and the Securities 
Exchange Act of 1934, House committee print, 77th Cong., 1st sess. (1941), at pp. 28-32. 

60 Special study. pt. 1, at p. 415. 
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surge in trading volume. The Commission received a substantial in
crease in the number of communicaJtions from public investors com
plaining about the len~h of time they were being required to wait for 
delivery of their secunties and the remittances of cash from the sale of 
securities. Initially, working within the legislative framework, the 
Commission resorted to and relied heavily upon persuasion to induce 
the industry to improve its management and financial responsibility. 
'When it became evident that the operrutional malaise was developing 
into a possible financial crisis of national scope, the Commission re
quired the exchanges to enga~e in tight surveillance of larger member 
firms experiencing incipient aifficultles. Some exchanges were required 
to report almost daily as to the progress of firms experiencing net 
capital and related financial problems. While the Commission had the 
authority to institute actions against a good number of the troubled 
member firms to enjoin the transaction of further business and, in the 
proper case, to apply for receiver to liquidate their affairs, it was 
reluctant to take such steps for a number of reasons. The NYSE, rely
ing on its trust funds for the protection of the customers of its mem
bers, took the position that funds available to customers of liquidated 
firms should be administered by its own liquidator. With the use of 
various techniques, such as the arranging for transfers of customer 
accounts, mergers, the inducement of infusion of new capital and the 
gradual liquidations of what may have been left of such firms, the 
exchange made judicious use of its trust funds to take care of remain
ing customers in the course of liquidations. Much was done by the ex
change to blunt the edge of the overhanging threat of calamity. 

The Commission exercised its oversight responsibilities by following 
events very closely and remaining in constant contact with the individ
ual firms and the exchanges. 51 When finally it became evident that the 
efforts of the self regulatory bodies might be insufficient to ward off 
possible permanent danger to the industry and to the investing public, 
the Commission and the industry recommended that Congress enact 
legislation providing protection to public investors against loss of cash 
and securities resultmg from insolvency of broker-dealers. The result, 
the SIPC Act, protects customers' accounts to the extent of $20,000 in 
cash and a total of $50,000 in cash and securities. The timeliness of that 
legislation can be appreciated by the fact thta the then existing trust 
funds of the NYSE were at the point of exhaustion. 52 

The SIPC legislation confers upon the Commission broad new pow
ers in the financial responsibility area. 

Similarly with the passage of SIPC, the NYSE and the other self 
regulatory bodies are in a better position to concentrate their efforts 
on improving the operational end of the industry, particularly in the 
areas of management and capital structures and the development and 
expansion of the depositories and clearance facilities so sorely needed 
at this time. 

The remedy for these imperfections embrace many subjects-bhe 
oomputeriz'ation of operations, the standardization of processes, the 

51 The details of the Commission's activities in this period are set forth in appendix A . 
•• The Exchange suhsequently did assess its members for additional contributions to its 

trnRt fnnd to take care of the cns.tomers of some insolvent firms In IIqnidation as well as the 
cnstomers of Rome larl(e firmR that were In financl"' illm~nlties prior to the adoption of 
SII'C. See ch. IX, supra, on "Self-Regulation" at pp. 207-209. 
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proper ,training for manlligement and the exercise of management 
functions in the operationall areas, the selection of the most desirable 
method for dealing with the stock certificate, the needed improvements 
in the clearance and transfer procedures, and the like. The recommen
dations found in this report indicate the additi'On!llllllUrthority tJhe Com
mission requires to properly perform its task in the operational and 
management segment of the industry. 
3. The need for an early warning system 

In 1942, when it had under consideration the broker-dealer annual 
reporting requirements which were ultimately embodied in RUle 17a-5 
under the Exchange Act, the Co~issio~ obser,:ed that those require
ments, together wl1ili. the CommISSIon's mspectlOn powers, would be 
an integrai element in ,the 'arsenal for protection of customers a;gainst 
the risks involved in leaving securities with their broker-dealer. 53 

La;ter, in 1955, wlhen it had under consider!lltion the expansion of 
the certific!lltion requirements for such reports, the Commission indi
cated that, with :the broader proposed certification requirements, cus
tomers having substantial amounts of secudties with their broker
dealers "should have the protection afforded through examination 'Of 
the bo'Oks and records and the certification 'Of ,the financi'al statements 
of su~h brokers and dealers by independent accountants." 54 And, when 
the Commission ultimately adopted the eX'pansion 'Of the certificatiQn 
requirements in 1957, that step represented the C'Ommissi'On's CQnsid
e~d view that th'Ose certificati'On and repQrting requirements co~
stItuted a vaJluable reguhltQry tool f'Or the proteotlOn 'Of a cu'stQmer m 
respect of ,the risks invQlved in leaving his money and securities with 
his brQker-dealer.55 This was evidenced not 'Only by the exemption in 
Rule 17a-5 frQm its certificati'On requirements acc'Orded to br'Okers and 
dealers wh'O do not h'Old funds and securities 'Of cust'Omers 56 but alsQ 
by the ComissiQn's 'Observation at that time that, as distinguished 
from inspectiQns upon which it primarily relied fQr testing compliance 
with a.pplicable regulatQry requirements, the certificatiQns by the 
aCCQllntant were to serve as the barQmeter of the brQker-dealers' finan
cial c'Ondition. 57 

The report, which is required t'O be responsive t'O the Oommission's 
F'Orm X-17A-5, is designed to reflect the financi'al condition of the 
rep 'Orting 'broker-clea!ler; and, aco'Ordingly, it contains details calcu
lated to reveal whether or not the br'Oker-dealer is in compliance with, 
among other things, applicable net capital requirements. A C'OPy 'Of 
FQrm X-17A-5 as currently in use is continued in Appendix B. 

TQ enable the acc'Ounting profession t'O become fully acquainted with 
the special characteristics of a brQker-dealer audit, the Commissi'On 
delayed adopting the certificati'On requirements until the completi'On of 
the publication 'Of a bQQklet issued by the Special Committee on Audit
ing PrQcedure 'Of the American Institute of Accounts 58 entitled 

53 National Association Of Securities Dealers, Inc., 12 S.E.C. 322 (1942) at p. 329, n.9 . 
.. ~ecurltles Exchange Act releaRe No. ;;264. Dec. 12, 1955. 
Ii,; See Exchange Act release No. 5560, Aug. 8, 1957. 
56 See Exchange Act rules 17a-5(b) (1) (A), (B), and (C) . 
• 7 "f;uph Inspections are not a substitute for an audit by an independent accountant, but 

are primn rlly d(>signed to make certain that the broker-dealer is complying with the Federal 
Se~uritles Laws and regulations of the Commission ... 0" SEC News Digest, Aug. 8, 1957, 
p .. ~. 

ts Thl~ organizntion is the predecessor in name of the American Institute of Certified 
Public Accountants, hereinafter referred to as the "AICPA." 
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"Audits of Brokers and Dealers in Securities" ("1956 Audre Guide"), 
which had been in preparation for several years up to that time. 

When filed, the reports of financial condition are scrutinized by the 
national securities exchanges of which the broker-dealers are members 
and by the Commission with respect to other broker-dealers. Failures 
to make timely filings, as well as the absences of the required certifica
tions, have been dealt with firmly by the Commission. Evidences of 
financial weakness, as by non-compliance with net capital require
ments or otherwise, are watched very carefully and followed Up.59 

Those techniques which had funct.ioned well for regulatory purposes 
faltered heavily in the 1969-70 climate and the need for an early 
warning system became apparent. This may be explained as follows. 
First, the relatively leisurely pace of the annual reporting require
ments and the consequent follow up of regulatory activity could not 
meet the needs of the kinetics which prevailed in the industry begin
ning in 1967. With the books and records of some brokers and dealers 
in the poor condition they were at the time, the problem for the audi
tors became a highly complex and laborious one. 

In this connection, upon Commission inquiry, the NYSE responded 
under date of July 27, 1971 by a letter containing the Exchange's 
specifications of particular auditing and reporting deficiencies by ac
countants which, it feels, have been responsible in part for the failure 
of the Exchange to have been altered to operating and financial prob
lems of certain firms.60 In fact, the Exchange has instituted suits 
against certain accounting firms upon the claim that their audit defi
ciencies were the proximate cause for the necessity, at a later point in 
time, for the use of the trust funds of the Exchange-funds, which it 
asserts, it would not have been necessary .to expend had the Exchange 
been alerted in time through proper audit procedure, comment, or 
commun ication. 

In July 1971 the Committee on Stock Brokerage Accounting and 
Auditing of the AICP A published for comment an "exposure draft" 
of a revised audit guide which had been in preparation for quite some 
time. This revision is more explicit than the 1956 audit guide in cer
tain areas which became significant problems starting in 1967. The 
Commission is actively cooperating with the Committee in their effort 
at updating and modernizing the audit guide and in recognizing prob
lems in such areas as the auditing and reporting of securities not 
readily marketable and the delineation of material matters relating to 
operations of broker-dealers which must be considered and reported. 

In the July 1971 survey on "The Auditors of WaH Street," for the 
Attorney General of the State of New York, that official concluded, 
among other things, that the 'detailed information contained in the 
reports filed by broker-dealers with the regulatory authorities should 
be disseminated by the broker-dealers to their customers in a timely 
fashion; 61 and he further points to the desirability of bhe conduct of 
audits on the same date each year, as distinguished from the so-called 
"surprise" basis required by the various exchanges, since the mechanics 

50 The NYSE. for example, uses a special operations questionnaire ("SOQ") on which 
It requires ailing member firms to report to It as frequently as Is indicated by the serious
ness of the situation. 

o. Ree n pp. C. 
94~4:ee pp. 31-32 infra In this chaPter and n. 67 referring to Exchange Act release No. 

71-109-72-3 
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involved in the preparation of audits of the larger broker-dealers 
actually preclude the element of surprise. 

The Commission has these suggestions under consideration. On the 
matter of distributing the complete reports to customers, there are 
grave questions as to w1hether the highly technical detail contained in 
the FOl1n X-17A-5 report primarily as an administrative tool to the 
regulatory "authorities for the revelation of such matters as possible 
violations of applicable margin requirements, or of the hy:pothecation 
rules or of the net capital requirements, would be meaningful to 
them.62 

On the subject of early warning systems, the Commission has moved 
forward on several fronts. On December 1, 1970, it adopted paragraph 
(j) of Rule 17a-5 which provides that, when a broker-dealer ceases 
to be a member in good standing of a national securities exchange, it 
must, within two business days thereafter, file specified, detailed in
formation on his financial condition. This rule also requires an ex
change, which takes action causing a member broker-dealer to become 
a member not in good standing, to notify the Commission and to fur
nish information to it as to the reasons for such action.63 

On truly 30, 1971, the Commission adopted Rule 17a-11 which pro
vides that, when a firm's net capital falls below applicable require
ments, it must provide immediate telegraphic notice to the Commission 
and to any self-regulatory organization of which it is a member; and, 
within 24 Ihours, it must file with ,them a report containing specified 
financial information. Additionally, according to the rule, when a 
broker-dealer makes its required monthly net capital computation 64 

and ascertains that its aggregate indebtedness exceeds 1200 percent of 
its net capital (or that its net capital is less than 120 percent of the 
minimum requirements applicable to him) he must file information in 
considerable detail on a new form (form X-17A-11) within 15 days 
after the end of the month to which the computation relates; and it 
must continue to file that kind of information on Form X-17A-11 for 
each month thereafter until, for a period of three successive months, its 
aggregate indebtedness has been below an amount not exceeding 1200 
percent of its net capital (and its net capital has remained in excess of 
120 percent of its minimum requirement). The rule also provides that, 
when a broker-dealer's books and records are not current, it must give 
telegraphic notice to the regulatory authorities, and, within 48 hours, 
file a written report on the corrective steps it has taken. Finally, the rule 
requires a self-regulatory body to inform the commission when such 
body learns that a member has failed to give any notice or file any 
report required by Rule 17a-11.65 

On November 8, 1971, moreover, the Commission adopted a "box 
count" rule 66 which requires 'broker-dealers within the ambit of the 
rule to engage in a quarterly physical examination and count of all of 

.. These reports are In the public files of the Commission and the exchanges of which a 
broker·dealer Is a member, and they are accordingly open to Inspection by anyone upon 
demand. 

63 The details of paragraph (j) of rule 17a-5 are contained In Exchange Act release No. 
90R3, Dec. 1, 1970. 

6, This I~ provided for by rule 17a-3(a) (11) of the Exchange Act. 
0> Adoption of rule 17a-ll was announced In Exchange Act release No. 9268, July 80, 

1971. The release contains the tex;t of the rule . 
.. Rule 17a-13, See Exchange Act release No. 9376, Nov. 8,1971. 
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the firm's securities and those of its customers; and, in addition, to 
verify all securities in transfer, in transit, pledged, loaned, borrowed, 
deposited, failed to receive, failed to deliver, and securities otherwise 
subject to its control but not in its physical possession. In comparing 
the results of its examination and verification with his records, any 
differences must be noted, and, within seven days, the unsolved differ-
ences must be positioned to the firm's books and records. Individual~ 
engaged in the count and verification or in the entry of the stock: 
difference records should be persons whose functons do not include: 
the handling of securities or the maintaining of the required records. 
Scope is afforded in the rule for the count, examination, and verifica
tion to be conducted under specified conditions on a cyclical basis 
covering the entire list of securities, instead of on a date certain. In 
connectIOn with these new requirements, the Commission has amended 
the annual report form (Form X-17A-5) to reflect the information 
required by Uule 17a-13. 

On November 26, 1971, the Commission issued for comment pro
posed amendments to Rule 17a-5 (Hew paragraphs (k), (1), (m) and 
(n» which would require every member, broker or dealer to send to 
each customer an annual report of financial condition and results of 
operations together with specified supplementary information and a 
quarterly report containing specified information relating to the 
business.67 

4. Ea8e of entry into the busine88 
A detailed discussion is found in a subsequent part of the report as 

to the need in the public investor interest to establish higher standards 
of entry into the broker-dealer business, in light of the rapid rate of 
demise of inexperienced, unseasoned and irresponsible broker-dealers 
to the detriment of their customers and the expense of SIPC.68 Refer
ence is made there to the steps which the Commission has taken and 
has under consideration to eliminate, as far as possible, financially 
deficient and irrespondible people from placing themselves in a posi
tion to wield harm to the public investor. 

CONCLUS;r0NS AND RECOMMENDATIONS 

The years 1967-1970 were a period of great turmoil and upheaval 
for the economy in general and the securities industry in particular. 
During this short period more than a dozen NYSE member firms 
failed, and another seventy Or more were merged into or aquired by 
other firms. Further, numerous smaller brokerage firms, members of 
regional stock exchanges and the NASD, were also merged or liqui
dated. The losses of these firms, which have not been fully tabulated, 
already exceed $130 million. Although a substantial number of custom
ers have or will be assisted to the Trust Fund of the NYSE, custom
ers of the liquidated and merged broker-dealers have nevertheless been 
adversely affected by having had their funds and securities frozen or 
otherwise unavailable for substantial periods of time. 

It is rather paradoxical that the securities industry was confronted 
with serious problems at a time when trading volume and securities 

67 Re~ Exch"nge Act release No. 1).(04, Dec. 3, 1971 • 
.. See ch. VII infra, 
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prices were at all time highs. 'While increased trading volume should 
have callsed increased revenues and profits, it in fact caused severe 
operational pl'oblemsat many firms with concomitantly high expenses. 
Although various factors, including the quality of management and 
the financial and organizational structure of the firms were contrib
utory causes, the primary oause of bhe industry's problems was its in
ability to accurately, promptly and inexpensively record and pl'ocess 
the substantially increased trading volume of the late 1960's This in
ability resulted in what has been termed the "Paper Crunch." Broker
age firms were literally inundated with pieces of paper of all types, 
sizes, quality, descriptions and values which had to be received, proc
essed, recorded and delivered, all within a short time span. This trad
ing volume was rapidly increasing from 3,042,000 shares per day in 
1960, to 12,971,000 in 1968.69 During this period many firms had only 
the most rudimentary automated equipment or were in the process of 
des.i-gning or attempting to implement as yet untested automatic proc
essmg systems to replace the manual systems then in use. 

This lack of capacity to handle the increased trading volume neces
sarily resulted in severe operational problems as the firms' back offices 
simply oonld not handle this volume. The "Paper Crunch" became so 
severe that the exchanges reduced trading hours and even closed one 
day per week in an eff'Ort to resolve these problems. However, bhese 
measures were at best only partially effective. 

Asa result of the "Paper Crunch" many brokerage firms soon be
come unable to accurate'ly and promptly reoord and process securities 
transactions and were unable to properly maintain their books and rec
ords. This operational chaos brought to light and exacerbated other 
structural problems inherent in the securities industry at that time. 

It is important to remember that the securities industry was for the 
most part comprised of firms which were private partnerships. Tihis 
form of business organization is inherently not conduoive to the for
mation and retention of substantial sums of equity or permanent cap
ital, particularly when partners, for tax or personal reasons, lareable 
to withdraw capital. Additionally, many firms which were organized 
in the corp'Orate form were close oorporations with very "thin" capital
ization. Further, many firms, whether partnerships or corporations, 
relied upon securities contributed by partners 'Or subordinated lenders 
for capital. Consequently, the vast sums of money whioh were required 
to acquire and install the automated data processing ("A.D.P.") sys
tems necessary to adequately handle the increased trading volume 
were not readily available. An additional oomplicating factor was the 
dearth 'Of trained and competent personnel oapable of handling the 
increased workloads. Thus, while the firms had not installed tIre neces
sary A.D.P. equipment, they 'also lacked the personnel to service the 
systems whioh were available. Many firms reacted to these problems 
by contracting to acquire and install A.D.P. systems at substantial cost 
and by over-working their existing personnel and/or "pirating" the 
skilled personnel of other firms. Thus, these firms sustained substan
tial increased operating eX1?ense in labor and equipment costs without 
any immediate meaningful Improvement in productivity or processing. 

eo NYSE Fact Book 1971. 
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Meanwhile the "Paper Crunch" cO'ntinued escalating CO'sts even further 
as prO'cessing and accO'unting errO'rs were mO'unting causing firms to' 
undertake additiO'nal expenses in an attempt to' resolve these errO'rs. 

HO'wever, even the attempt to' resO'lve the problem thrDugh the ac
quisitiO'n and installation of A.D.P. systems caused complications as 
many firms abandoned existing systems for the new A.D.P. systems 
which were unproven. Indeed, a number of brokerage firm failures are 
directly attributable to conversions to A.D.P. systems which were not 
properly planned or implemented. 

UnfDrtunately the downturn in trading vDlume was not a cure to' 
the Dperational problems of the "Paper Crunch." The downturn in 
trading volume and securities prices during the 1969-70 "Bear 
Market" which was supposed to a1'1Dw firms to' "catch up" on their 
paperwork processing resulted in a financial cri'sis which ultimately 
caused many firms to' fail. Many firms which undertDok substantial 
expansion during the Bull Market 'and contracted fDr additional per
sonnel and equipment to solve the "Paper Crunch" had substantial 
ongoing overhead expenses, but with the decreased trading volume 
revenues were nDt sufficient to meet their costs. Further, as many firms 
",'ere thinly capitalized, with little equity ca;pital, and further were 
capitalized with securities whose values were now rapidly declining, 
these firms did not have sufficient resources to meet the many financial 
demands being made on them. Thus, the lack of adequate permanent 
capital coupled with the shrinking capitJal prD"\Tided by securities 
whose values 'v ere declining rendered many firms unable to' survive 
the financial problems caused by decreasing revenues and increasing 
expenses during the Bear Market. 

The major self-regulatory organizations which have responsibility 
for supervising the financial and Dperational condition Df their mem
bers were equally unprepared. In the first instance, the self-regula
tory organiza,tions had not expected the surge in trading volume, nor 
had they adequately planned or prepared for the develO'pment of 
sophisticated industry-wide systems to handle this volume. The sys
tems which were utilized in 1968 were essentially the same as those 
utilized in 1960. The operatiQnal systems Df the individual firms, 
particularly certain of the large "retail" firms, were not adequate for 
their purposes. Only when the operatiO'nal problems reached crisis 
proportions did the self-regulatory organizatiDns act decisively to' 
unprQve operational systems. 

Further, in many instances, the self-regulatory organizations were 
reluctant to take decisive action such as suspending a firm. 

Apparently, the self-regulatory O'rganizations felt that if the firms 
were given sufficient time and if market conditions CQuid improve, 
these pr6blems, which were Qften viewed as "tempQrary" Dr "cyclical" 
rather than structural, would be resolved. Unfortunately, this ap
prQach was not always successful. 

While under a c3Jpitalistic system some business failures are in
evitable, and although it is not our intent Dr purpDse to prevent in
evitable failures. it is nevertheless QUI' objectIve, in the event of a 
brokerage firm failure, to' provide maximum protection for custQmer 
~unds and. sec~uities. ~he ~ece~t SIPC legis~'a~ion will greatly assist 
III the realllz'atIon of thIS Ob]ectI"\Te. HDwever, It IS not the total 'Solution 
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as its protections are limited. Moreover, the $1 billion in Treasury 
funds which are available in the event they are needed to accomplish 
the ~oals of SIPC are not an inexhaustible 'amount and also, as public 
functs, require protection. 

This report attempts to identify and discuss in significant detail 
the various unsafe and unsound practices of the securities industry 
which caused the staggering losses of recent years. Following this sec
tion is an enumeration of actions already taken to eliminate certain of 
these practices. The particular conclusions and recommendations, in
cluding recommendations for additional legislation which may be 
needed to eliminate those unsafe or unsound practices, follow the dis
.cussion of the actions taken. 

CORRECTIVE ACTION TAKEN BY THE COMMISSION UNDER SECURITIES 
INVESTOR PROTECTION ACT OF 1 D 7 0 AND OTHER EXISTING LAW 

1. Protection of customers' funds and securities 
A. Pursuant to the authority conferred upon the Commission under 

SIPC, the Commission has proposed for adoption several rules for 
the protection of customers' funds and securities and the amendment 
of existing rules in this area. Proposed Rules 15c3-31 and 15c3-4 
relate to the protection of customers' credit balances and securities.70 

The proposed rules impose restrictions and the establishment of 
reserves respecting the use of customers' funds in a manner designed 
to insure their safety. Under such rules the broker-dealer must verify 
and reconcile his bank statements within two weeks after receipt. 
When adopted, the rules will obligate a broker-dealer promptly to 
reduce to possession or control customers' securities which have been 
paid for, and in the absence of doing that, to place their cash value in 
a reserve account. The rules will further require the mandatory buy
in of customer securities which have not been reduced to possession 
or control within designated periods of time. Such rules when adopted 
should go far to correct a good number of abuses of customers' funds 
and securities which occurred during 1968-70 period. Also amend
ments have been proposed to the hypothecation rules, Rule 8c-1 and 
Rule 15c2-1 under the Exchange Act, which will restrict the use 
of customers' securities not only with respect to hypothecation but 
also as to lending or borrowing of such securities by the broker
dealer. 71 

B. The Commission directed its attention to the stock record dif
ference problem by adopting Rule 17a-13 72 which requires quarterly 
box counts by broker-dealers, the certification of all securities not in 
a broker's possession, and the recording of the results in the!i' records, 
with such information to be included in their annual reports of 
financial condition. Rule 17a-13 is an effort to meet the deficiencies 
in the internal controls and procedures for safeguarding securities 
reflected by material amounts of unresolved security differences, sus
pense balances and unverified transfer items. It establishes a minimum 
standard of control over securities for broker-dealers. To help solve 

'0 Exchange Act release No. 9388, Nov. 8, 1971. 
'l1lbid . 
.. Exchange Act release No. 9376, Nov. 8, 1971. 
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problems in the dividend area, the Commission adopted Rule lOb-IT 78 
to require the timely announcements of record dates. 

~. Perfection of ea1'ly warning system 
The Commission has adopted rules under the Exchange Act which 

will improve the ability of the Commission and the self-regulatory 
organizations to identify promptly firms experiencing operational and 
financial difficulties. 

In December 1970, Rule 17a-5(j) 74 was adopted to require an im
mediate report of financial condition from broker-dealers ceasing to 
be members in good standing of a national securities exchange. On 
July 30,1971, Rule 17a-11 was adopted which requires broker-dealers 
to report immediately to the Commission and all appropriate self
regulatory agencies if it vidlates any net capital rule or if its books 
and record's are not current; a financial report must be filed within 24 
hours after the net capital deficiency occurs. Additionally, a broker
dealer must report its financial and operational condition within 15 
days after the end of any month in whicl~ its net capital ratio is in 
excess of 1200 percent.75 

3. Improvement of clearance, deli'i'ery and transfer procedures 
The Commission has also taken steps to identify and correct opera

tional f1nd financial problems in the industry by other means. On 
April 19, 1971, the Commission convened a meeting of the major self
regulatory organizations to discuss the immediate and long term solu
tions for increasing the operational capacity of the securities indus
try.76 A conference was sponsored by the Commission on Ju:pe 29,1971, 
to discuss various proposals for dealing with the stock certificate. 77 
A series of meetings beginning in .J une 1971 were held between the 
Commission's staff and the Federal bank regulatory authorities with 
respect to the regulation and performance of tra.nsfer agents. The 
Commission commenced public hearings on October 12, 1971, concern
ing among other things, the restructuring of the securities markets.78 

On NO'Vember 11, 1971, the Commission requested the Congress to 
supplement its Fiscal 1972 Budget to allow staffing up to its author
ized strength and the addition of 146 emp'loyees. A total of 89 employ
ees have been requested to assist in the financial and operational area: 
27 to review financial and operational reports submitted by broker
dealers; 15 non-NASD broker-dealer inspectors; 25 NASD broker
dealer inspectors; 16 to coordinate oversight duties with the various 
seH-regulatory organizations; and 6 to work on a special project to 
eliminate or immobilize the stock certificate. 
4. Financial information for customers 

An amendment to Rule 17a-5 which would require broker-dealers 
to furnish certain financial condition to their customers has similarly 
been proposed.79 The need for a rule to require a broker-dealer to 
more adequately report to customers its financial condition has become 

73 Exchange Act release No. 9192, June 7, 1971. 
" Exchange Act release No. 9033. Dec. 1. 1970. 
15 Exchange Act release No. 9268, July 30, 1971. 
•• Exchange Act release No. 9155, Apr. 19, 1971. 
11 Exchange Act release No. 9240, July 2, 1971. 
18 Exchange Act release No. 9315, Aug. 26, 1,971. 
1. Exchange Act release No. 9404, Dec. 3, 1971. 
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apparent with the operational and back office crisis of 1968 and the sub
sequent failure of numerous firms who held funds atItd securities of 
customers. The rule will requi're sending directly to the 'customer fi
nanciall statements substantially equivalent to those he would receive 
if he were investing in a public company as well 'as other data relevant 
to his decision as to whether he should transact business with such 
broker-dealer. 
5. ImYp1'ovement of entry standards 

Additionally, the Commission hrus proposed an amendment to Rule 
15c3-1 to increase minimum capital requirements for entrants into the 
brokerage business, and an amendment to Rule 15b'1-2 has been pro
posed for public comment to insure conservative and proper opera
tion at the outset by new entrants.80 

6. Oommission enforcement act'ivity 
An important aspect of the Commission's program to :protect inves

tors has been the enforcement actions taken by the CommIssion against 
broker-dealers for violations of the bookkeeping and financial respon
sibility rules.81 Other actions have been taken to require brokers, in 
raising capital from customers and prospective customers, to comply 
,vith the requirements of federal securities laws.82 

INDUSTRY ACTIVITIES ENCOURAGED BY THE CO:J\IlVUSSION 

1. Net capital 
Among the actions of the various self-regulatory agencies involving 

the financial condition of their members, which were encouraged and 
participated in by the Commission, were revisions of the several ex
changes' net capital rules to tighten up the financial responsibility of 
their members.83 

As noted at several points in the report, basic differences in both the 
application and interpretation had developed between the net capital 
rules of the Commission and the NYSE, and while some of these differ
ences have existed since members of the NYSE were exempted from 
the Commission's net capital rule, muny of them developed during the 
operational and financial crisis which occurred at the end of the 1960's. 
However, based on the financial difficulties experienced by its mem
bers, the NYSE, after a considerable amount of study, has revised its 
net capital rule.84 The changes fall into six categories. Most of the 
changes were implemented on August 1, 1971; others will not be effec
tive until future dates. 

00 Exchange Act release No. 9288, Aug. 13, '1971 ; Exchange Act release No. 9411 Dec. 9 
1971. ' , 

S1 See, e.g. In re Goodbody <I; 00., Exchange Act release No. 9122, Anr. 2, 1971. In f'e 
Dempsey-Tegeler <I; 00., Inc., Exchange Act release No. 9330, Sept. 10, 1971; In re Gregory 
<I; 00., Exchange Act release No. 9247 July 19, 1971: In re Ji'rancis I. duPont, Exehnnge 
Act release No. 9391, Nov. 18,11971; in re Amott, Baker <I; 00., Inc., Eschange Act release 
No. 9070, Feb. 3, 1971; and In re Baerwald <I; Deboer, Exchange Act release No. 9273 
Aug. 2,1971. ' 

.2 See, e.g. In re Bache <I; 00., Inc., Exchange Act release 9266, July 28. 1971 ; In re Walston 
<I; 00., Inc., Exchange Act release No. 9362, Oct. 7, 1971; and Exchange Act release 
No. 9412, Dec. 9. 1971 . 

•• See, e.g., NYSE M. F. Educational Circular No. 336. July 16. 1971 . 
• < Details respecting the former approach by the NYSE to Its net capital rule and the 

revisions embodied In NYSE M. F. Educational Circular No. 336, July 16, 1971, are noted 
at various points in ch. II, III, and IV. 
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A. Haircuts 
Greater haircuts (percentage deductions from market values) are 

imposed on proprietary security positJions under certain circumstances. 
Commercial paper, depending on its rating, must now be haircut. 
Further, additional haircuts are imposed on a particular position if 
the positJion by reason of its size represents a significant portion of 
the member's net capital. 

B. Short security differences 
The revision requires a 100 percent charge to be made to net capital 

for short stock record differences which are unresolved either within 
45 days of the annual surprise audit or 45 days of discovery. There is 
no netting with or offset for long stock record differences. The charge 
for short security differences is to remain in effect until the differences 
are resolved. 

O. Reduced ratio and phasing requirements 
The ma:\''1mum ratio of aggregate indebtedness to net capital was 

reduced from 20 to 1 to 15 to 1. The adoption of new Rule 326 prohibits 
a member firm doing a public business from expanding its business if 
its net capital ratio exceeds 1000 percent or if its capital withdrawals 
scheduled for the succeeding six months would cause the net capital 
ra:tio to exceed 1000 percent. Similarly, the new rule requires a member 
firm to reduce its business when its net capital ratio exceeds 1200 per
cent after giving effect to all the prospective witill'drawals for the fol
lowing six months. Further, the revised net capital rule suspends the 
repayment of capital, either subordinated or equity, if the withdrawal 
raises the firm's net capital ratio over 1200 percent. 

D . Minimum capital requirements 
The new rules raised the minimum capital requirements for member 

firms carrying customers' accounts from $50,000 to $100,000. The mini
mum requirements for member firms clearing on a fully disclosed basis 
is raised from $25,000 to $50,000. 

E. Permanency of capital 
In addition to the above mentioned changes restricting capital with

drawals if a member firm's ratio after giving effect to the withdrawal 
is more than 1200 percent, other provisions were adopted to render 
the firm's capital more permanent. All securities contributed as capital 
must be fully paid. All subordinated capital must be furnished pur
suant to the standard form of agreements supplied by the Exchange 
which, by their terms, require capital to be contributed for a minimum 
period of one ycar, and provide that capital may not be withdrawn 
except upon six months notice and upon written Exchange approval. 
A favorable tax ruling that the interest paid on the agreement is a 
business deduction must be obtained before these new form agree
ments become effective; and, after such. ruling, member organizations 
are given up to two years to revise their subordination agreements so 
as to be in conformity with bhe standard form agreements. 

F. Temporary infusions for limited number of underwritings 
Temporary infusions of capital are permitted three times a year 

for the purpose of meeting unusual underwriting commitments. This 
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kind of captial may be provided only by officers, stockholders, part
ners, or other insiders and may include margined securities. The capi
tal contributed by this method cannot be repaid if its members firm's 
capital ratio exceeds 1000 percent. 

Officials of .the Exchange testified before the Subcommittee on 
Commerce and Finance of the House of Representatives Committee on 
Interstate and Foreign Commerce on Tuesday, August 3, 1971 that 
these changes in the NYSE net capital rules allow less room for inter
pretationdlan the provisions of the old net capital rule. 
~. Operational area 

A. Improved clearance procedures and depository arrangements 
In the operational area major progress has been made in reducing 

the cost and disruption arising from the staggering amount of paper 
work required in the settlement and transfer process of securities 
transactions. Among these measures have been the establishment by 
the National Clearing Corporation (NCC), now operating on a pilot 
basis, of a nationwide net-by-net clearance and settlement system for 
over the counter securities which promises to minimize substantially 
the handling of certificates and speed up the entire transaction process 
with regard to those securities which have accounted for the bulk of 
the certificate handling problems. In October 1971, the Midwest Stock 
Exchange began implementing its continuous net settlement system. 
The Pacific Coast Stock Exchange also has a net-by-net clearance 
and settlement system as well as a central certificate depository. 

Additionally, central depositories for certificates have been ex
panded to include listed issues of more than one exchange; banks 
have started making use of these depositories, and steps are under 
way to encompass mutual fund investment companies, other institu
tions and regional exchanges. 

The self regulatory organizations have currently under develop
ment systems designed ultimately to lead to automated trading and 
automated clearing and settlement of transactions. 

In addition to these major accomplishments, transfer agents have 
commenced using jumbo certificates whenever possible to avoid the 
multiplicity of smaller denomination stock certificates. Additionally, 
in January 1971, the Stock Transfer Association and the New York 
Clearing House issued a new set of guidelines relating to necessary 
documentation in light of the changes effected by the Uniform Com
mercial Code respecting transfers by fiduciaries. 

B. Back office-improved management and monitoring 
In the area of the back office, the self regulatory organizations have 

stepped up their surveillance program. The NYSE now conducts 
speCIal inspections of member firms on segregation, dividend control, 
internal security and compliance with the Exchange'S proxy regula
tions, in addition to the comprehensive annual inspection. Member 
firms are now required to report monthly on a form calling for cur
rent financial information which is also designed to measure data 
against an exposure index on the subjects of transfers, aged dividends, 
various difference accounts, and the like. The Amex has developed 
the F ACS (feed back and analysis control statistics) program based 



35 

on specified yard sticks on performance, classified in relation to differ
ent types of firms (e.g., retail, institutional, and regional) in such 
critical areas as paper processing, customers' service, money manage
ment, computer operations, and similar topics. Under this program, 
certain Amex member firms some of which are also NYSE members 
submit monthly data on the basis of which that exchange renders a 
report indicating the variations, if any, from the norm and suggesting 
improvements in the weak area. 

O.OVSIP 
Further, with ,the implementation of the CUSIP number system 

the industry has taken a step towards the standardization of data 
inter-change, a necessary pre-condition for the automation of the 
trade execution and consummation process. The CUSIP number is 
an 8 character number specifically, uniquely and permanently iden
tifying the issuer of a security and the specific security. The number 
was developed by a committee of the American Bankers Association 
formed in 1964 and consisting of representatives of the banking and 
and securities industry and their regulatory and self-regulatory orga
nizations. The first directory of these numbers was published in 
June, 1969. Since then, the self-regulatory organizations have adopted 
several rules directed towards the wide-spread utilization of the 
number. Beginning January 1, 1971 no issuer listed on NYSE or Amex 
could issue a stock certificate which did not contain the CUSIP num
ber. Beginning April 1972 the clearing corporations of the N ew York, 
American, Boston, Midwest, Pacific Coast and Philadelphia-Ba1t.i
more-1iVashington Stock Exchanges and the National Clearing Cor
poration of the NASD will not accept clearing or settling documents 
which do not contain the CUSIP number and the clearing and settling 
documents issued by these clearing corporations will include the 
CUSIP number. The use of the CUSIP number to identify securities 
has been fostered by the Commission's requirement that it be used 
on specified official reports filed with the Commission. 

D. Standardization of operational and financial reporting 
Recently, the NYSE, Amex and NASD developed a standardized 

periodic operational and financial report to replace their existing, 
individual reports. 

ADDITIONAL MEASURES FOR THE COMMISSION AND THE INDUSTHY 

Apart from the need for pursuing to conclusion the rule proposals 
for the additional protection of the funds and securities of customers, 
for the establishment and maintenance of an effective early 'warning 
system, and for tightening the requirements for entry into the broker
dealer business, as well as for carrying out its responsibility for im
plementing the rules already adopted in those areas through vigorous 
mspection and enforcement programs, the Commission envisions the 
necessity for further remedial steps on the following subjects : 
1. Requlation of the process of effectinq securities transaction.~ 

There is no area of the securities business which offers more oppor
tunity for reducing costs as well as exposure to the kind of disruption 
which resulted in loss to customers during the 1969-70 period, than 
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the improvement and modemization of the systems for clearing, 
settlement, delivery and transfer of securities. It was the archaic 
method of achieving this simple objective which nearly drowned the 
financial community in a tidal wave of uncontrolled paper. It is clear 
that modem communications and computer technology have now 
advanced to a point where the transfer of stock ownership, the pay
ment therefor, and the documents controlling and recording the 
transfer of ownership and payment can be dramatically simplified. 
Considerable progress has been made in this direction. The Banking 
.and Securities Industries Committee, at least four stock exchanges, 
and the NASD have made important strides toward modemized 
.clearance, settlement and delivery systems. What is needed now is a 
force to direct and accelerate the evolution of these efforts into a single, 
integrated and nationwide system of securities clearance, settlement 
alld delivery. From the individual and disparate attempts to improve 
the handling of the certificates and the process of clearance and settle
ment there have evolved the basic ingredients for such a system. 
The most recent increments are the CCS despository developed by 
the NYSE, the continuous net-by-net settlement system developed by 
the Midwest Stock Exchange, and the net-by-net settlement system of 
NCC adopted by the NASD, the latter in response to the Commission's 
insistence that a clearing mechanism for over-the-counter transactions 
be created.85 Indeed, it was in the over-the-counter area that the major 
paperwork problems were generated between 1968 and 1970. 

Each is performing a valuable function which should be further 
developed. However, such development must be controlled and di
rected in a manner which would keep each system open-ended and 
compatible with other systems so that, together, they can evolve and 
be combined into the kind of a national system which modern tech
nology makes possible and the public is entitled to expect. 

The Commission has specific responsibility and authority in this 
area because of its oversight of the self-regulatory organizations in
cluding the powers granted under Section 19 (b) of the Exchange 
Act authorizing the Commission to alter or supplement the rules of 
exchanges "to msure fair dealing in securities traded in upon such 
exchange" in respect of "financial responsibility of members" and 
'~the. time and method of ma~ing settlements, payments and de
hvenes", as well as under SectIOn 15 A of the Exchange Act with 
!egard to its oversight of national securities associations relative to 
Its approval of rule changes, and, finally, under Section 15(c) (3) of 
the J?:x;change Act as amended by Section 7 (d) of the SIPC Act, 
provIdmg that no brokers or dealer shall effect transactions in securi
ties "in cont!avention of such rules and regulations as the Commission 
shall prescrIbe as necessary or appropriate in the public interest or 
for the pr?tection of. i~:restors to provide safeguards with respect to 
the finanCIal responsIbIlIty and related practices of brokers and deal
ers lllcluding, but not limited to, the acceptance of custody and use 
of ~ustomers'. securities, and the carrying and use of customers' de
pOSIts of credIt balances". 

The Commission will use this authority as necessary and appropriate 
to pursue the following objectives and goals: 

'" The net-by-net settlement system ~as developed by The PacIfic Coast Stock Exchange. 
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1. The Commission will monitor, and actively consult with mem
bers of the industry regarding the development of automated systems; 
for each stage of th~ transaction handling procesS: order entry, execu-
tion, comparison, clearance, settlement, custody and t~ansfe~. I~ h~s. 
authorized and Congress has approved funds for a specIal umt wIthlIl. 
the Commission to accomplish these goals. 

2 The Commission will seek to insure that the clearance and settle~ 
me~t process will properly interface with certificate depositories; 
throughout the country, and that the certificate depositories will be 
technologically compatible with each other. 

3. The Commission will seek to insure that the certificate depositories 
O'rant access to all broker-dealers and other responsible financial insti
tutions on a reasonable and non-discriminatory basis. 

4. The Commission will continue to encourage the development of 
NCC as a national system for handling over-the-counter securities. 

5. The Commission will oversee the development of the "Mious 
industry-wide clearance systems to assure their compatability with 
the objective of the establishment of an efficient, unified, nationwide 
clearance system. 

6. The Commission will actively assist, by various measures in
cluding its rule making powers, the efforts of industry groups attempt
ing to alleviate operatIOnal problems by standardizing the documents 
which form the backbone of securities transaction, particularly those 
documents which control the movement of or accompany stock certi
ficates. 

7. The Commission will a~sist, through the llSC of its rule making 
powers, the efforts of securities and banking industry operations 
groups which are attempting to alleviate problems in the transfer and 
registration process by standardizing the form and format of stock 
certificates. 

8. The Commission will retain jurisdiction over all entities perform
ing the clearance and settlement functions. 

9. The Commission will determine that securities depositories are 
effectively regulated, and will seek to insure that a system of such de
positories is expeditiously developed to meet the nation's needs. 

10. The Commission, in cooperation with bank re!!Ulatory author
ities, will seek the development of communication chanm.lls between 
brokers and banks with a view to determining how to bring about, dur
ing this decade, the instantaneous execution and settlement of securi
ties transactions by means of real time crediting and debiting of ac
counts and registration of stock ownership. 
13. The tran.yfer, registry and depo8itory fumctions 

The function of the transfer agent and registrar has gone largely 
unregulated. The substandard performance of transfer agents was a. 
significant contributing factor to the paperwork crunch of the 1967-
70 per:iod. The transfer function is an integral part of the securities 
handlmg processes and to the extent transfer agents and registrars 
fail to meet specified performance levels, the settlement and the trans
fer process suffers. With regard to any permanent effort to modernize 
the handling of securities and the clearance and settlement process, 
transfer agents and registrars would necessarily play an important 
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part. The diffusion of transfer agents and registrars, in terms of loca
tion, facilities and size, gives rise to various levels of service and capa
bility. The principal transfer agents, the banks, like the brokerage 
firms, were to a large extent victims of trading volume which they had 
not foreseen and which they could not cope with. They had not suffi
ciently automated and did not have enough personnel. They also had 
the problem of dealing with the brokerage community, which did not 
hold up its side of the transfer task. The wrong stocks were delivered 
for transfer, or the right stocks were delivered to the wrong banks, or 
the brokers did not complete the paperwork attached to the certificates, 
or diclnot pick up promptly the securities after transfer. 

"When all is said by way of mitigation, however, the fact remains 
that the transfer and registry of certificates was a significant bottle
neck in the proceesing of transactions. The power of the bank regula
tory officials over the transfer function is not specific. Rather their 
concern is whether the performance of the transfer function may en
danger the financial stability of t.he bank. 

In an effort to indirectly deal with the problems of transfers, in 
September 1968, the Commission put out for comment Rule 10b-14 
under the Exchange Act, the effect of which would be to ~mpose upon 
issuers of publicly traded securities the duty to maintain facilities rea
sonrubly designed to effectuate the prompt issuance 'and registration of 
transfers of securities. The proposed rule, based on the Commission'S 
anti-fraud and anti-manipulation powers, was the subject of consider
able critical comment, 'and it Ihas not been adopted. 

Most transfer agents of 'an issuer are also the disbursing agents for 
dividends and interest paid on the issuer's securities, 'although in some 
instances separate parties perform this function. The brokerage com
munity has experienced serious communication problems with the 
transfer 'and disbursing agents in the past involving two important 
areas. Confirmation of open transfer items by brokers have been diffi
cult to obtain from transfer agents. In addition, disbursing agents do 
not reveal the certifica;te numbers on which they are paying a broker 
interest or dividends. Rather it is the practice of ,the banking industry 
to issue a check for the total amount due a broker without identifying 
the certificUites upon which the distribution is paid. 

The unavailability of precise information in these areas has created 
a number of problems for the brokerage industry. Brokers are fre
quently unable to confirm the existence of aged transfers, thus frus
trating efforts to identify 10cUitions of customers' securities. Not being 
ruble to connect 'a particular distribution to a particular certificate has 
led to significant problems for brokers in the dividend and interest 
receivable area. 

Although many of the organizations performing transfer agent and 
registry and disbursing agent work are banks or trust companies, 
regulation of them by the Commission with respect only to the per
formance of such work would 'appear justifiable in view of the fore
going and also because the performance of transfer, registry and dis
bursing functions are not, at least as a practical matter, regulated by 
banking autJhoritiesand 'are more 'a part of the securities transaction 
process than the banking 'process. The regulatory vacuum should be 
filled in order to prevent transfer, registrar 'and disbursing agents from 
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impeding the flow of certificates and adversely affecting vhe whole 
securities transaction handling process. 

All existing depositories 'are operated by self-regulatory organiza
tions subject to the administrative jurisdiction of the Commission. 
Depositories could, however, be esta:blighed by entities other than those 
regU'lated by the Commission, 'and this would create problems in view 
.of the Commission's authority over related clearance and settlement 
function, 'and its concern for the development of a single unified nation
wide system of processing securities transactions. 

Accordingly, to correct the deficiencies in these areas and to imple
ment necessary standards of qualification and performance, the Com
mission seeks legislative ,authority to require individuals and institu
tions performing the transfer and registry function to be subject to 
minimum standards of performance and unformity regarding their 
function in the securities handling process. In addition the Commis
sion seeks legislative authority to insure that all entities performing 
.a depository function are subject to regulation by the Commission 
with regard to thei,r development, qualification, performance and 
rules, insofar as each relates to the depository function but not with 
respect to those aspects of a depository more appropriately the con
·cern of state and Federal bank regulatory authorities. 
3. Self-regulation 

The self regulatory organizations were under severe stress during 
the 1967-70 period as a result of the unprecedented financial and 
.operational problems of their member firms. Their ~roblems arose 
from the absence of adequate means to detect, identIfy and correct 
problems of unprecedented nature and ma;gnitude. Although the prob
lems were industry-wide, they had their most significant impact upon 
the larger firms, most of which were members of the NYSE. Conse
,quently, the focus of examination of the performance of the self-regu
latory organizations has been on the NYSE. 

A. Improvement of monitoring device8 
The methods employed by the self-regulatory organizations to de

tect operational inefficiencies and financial inadequacies of broker
dealers were demonstrated to be insufficient to be able to single-out 
those 'broker-dealers which needed closer surveillance and required the 
institution of corrective measures or the imposition of limitations on 
their operations. The Commission recognizes the need of accurate and 
til1lely information to be generated by broker-dealers for their own 
use and for use by the Commission and the self-regulatory organiza
tions as a basis for determining financial and operational difficulties 
at an eall'ly stllige. The chapter of this report entitled "The Need for an 
Early Warning System" details the various steps taken by the Com
mission and the self-regulatory bodies to establish reporting methods 
and forms for this purpose. 

The reporting forms required by the Commission and the self-regu
latory organizations overlap as to the information required. These 
reports are in different formats and have different dates for which 
th~ reports speak. By.way of example, the NYSE in the past has re
qUIred member orgamzations to file three short, form financial ques
tionnaires and four operational questionnaires yearly as well as 
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monthly reports on rails-to-receive and fails-to-deliver, profit and 
loss, capital withdrawals and additions, etc. Efforts are underway to 
adopt a uniform industry-wide reporting form. The report will not 
only improve the regulatory aspects of the industry but also will assist 
the broker-dealer in assessing its own financial and operational condi
tion for use as an internal management report. The management sur
veillance program (F ACS) initiated for members of the Amex is 
one type of program that has been beneficial to brokerage firms. 

Winle only thirty firms were reporting on the F ACS program in 
December 1970, at the present time, over 80 firms (all dual members) 
are reporting monthly on F ACS, an estimated 70 percent of the listed 
business done in N ew York. Moreover it is anticipated that within 
two months, all Amex member firms will be required to report on 
F ACS since the F ACS information will be included as part of the 
industry's consolidated report; the NYSE intends to require the use 
of part of the F ACS program for its sole members after the adoption 
of the consolidated report. At the present time FACS reports back 
to firms concerning their standing operationally in relation to the 
other firms of similar type. In addition, where a firm is out of line, 
such firm is required to advise F ACS of the remedial or corrective 
action it will take or has taken and in some instances the American 
Stock Exchange offers advice to troubled firms. In the future, F ACS 
reports will be expanded to include financial information as well. The 
operating budget of F ACS has increased from $25,000 at the time of 
the passage of the SIPC Act to approximately $150,000 at this time 
and will be expanded to an annual $250,000 budget starting with the 
adoption of the joint report. 

The Commission plans to develop with the self-regulatory organiza
tions programs with a view to having the self-regulatory organiza
tions improve the quality of examinations of broker-dealers and the 
reports filed by such broker-dealers; improve the training and in
crease the number of examiners; improve the frequency of examina
tions of member oq~anizations; and improve coordination and coopera
tion among the self-regulatory organizations and between the self
regulatory organizations and the Commission. 

B. Ooordination of surveillance efforts 
A significant number of broker-dealers are members of several ex

changes as well as the N ASD and thus file reports with several or all 
of these organizations as well as the Commission. The larger self
regulatory organizations have taken primary responsibility for the 
surveillance of dual member organizations. While this has provided 
some efficiencies by eliminating unnecessary duplication, it has also 
caused the other self-regulatory organizations to have deficient in
formation concerning their own members. As a result, a situation 
exists where either a member withdraws or is suspended from member
ship on the exchange primarily responsible for its activity and conduct 
causing the other exchanges to lack sufficient information to perform 
their own self-regulatory responsibilities. The exchange which sus
pends a member, if it does not act promptly following the suspension 
may lose jurisdiction to take disciplinary action for violations causing 
suspension. Therefore, steps must be taken to assure the free exchange 
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of information and cooperation among the various seH-regulatory 
organizations and between such organizations and the Commission. 

O. Oommission's oversight 
The seH regulatory approach traditionally has been relied upon to 

supervise and regulate broker-dealers under Federal securities laws. 
As this report indicates seH regulation did not fully carry-out the 
design intended for it by Congress. However, it is the Commission's 
view that the seH regulation is a sound concept which should not be 
replaced by government regulation. The deficiencies in the seH regula
tory process disclosed in this report can best be corrected by strength
ening the Commission's capacity to engage in oversight activities. 
'With the additional funds, which the Commission requested in its sup
plemental budget submission for fiscal year 1972, it will be better able 
to commence more vigorous exchange and N ASD inspection programs 
and to review the financial reports and inspect the operations of broker
dealers more frequently and more intensively. 

Specifically, the Commission has established an Office of Chief 
Examiner in the Division of Trading and Markets to coordinate on a 
Commission and seH-regulatory wide basis the broker-dealer examina
tion programs. 

Further, with additional inspection personnel the Commission plans 
to: inspect all non-N ASD members after registration and annually 
thereafter; inspect broker-dealers for "cause" (Le., where the Com
mission has reason to believe a firm is having financial or other diffi
culties) ; and inspect NASD and exchange members on a sampling 
basis to determine whether the seH-regulatory organizations are doing 
an effective job of detection and taking 'of appropriate remedial action. 

The seH-regulatory organizations have also taken steps to intensify 
their inspection and supervisory responsibilities. For its fiscal year 
which ends on September 30, 1972, the NASD has projected an increase 
of its staff with 64 persons assigned to the examining staffs in the 
NASD's 14 district offices. This means that the NASD will have 71 
examiners to examine approximately 4,500 member organizations. 

D. Additional meaS1lres for more effective control over the self
regulatory process 

In order to render the seH-regulatory system more effective, the 
Commission believes that modifications in the seH-regulatory system 
are necessary to correct certain existing defects. 

The experience of the last few years mdicates that the Commission's 
present authority is insufficient to insure fair and effective self-regula
tion in the areas of rule-making, enforcement and disciplinary pro
ceedings. In particular the Commission's present authority over the 
rule-making of the self-regulatory organizations is somewhat cumber
some and does not always allow the Commission to act promptly and 
effectively where a rule or proposed rule is or may be injurious to the 
public interest. Also, the Commission is presently unable to directly 
enforce the rules of the seH-regulatory organizations against their 
members, and its authority to review and alter disciplinary actions 
taken by the stock exchanges is nonexistent and in the case of the 
N ASD, limited. 

Therefore, the Commission believes that the public interest would 
be better served if it had the authority to approve or disapprove any 

71-109-72-4 
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new rule proposal or any proposed amendment, to supplement or to 
repeal an existing mleas well as to require amendments and supple
ments and the; authority to abrogate rules." Further, the Commission 
believes that it should be granted the authority to directly enforce the 
rules of the self-regulatory organizations. Such authority was previ
·ously recognized as being necessary and was included as part of the 
.commission's legislative program for 1941. Additionally, the Com
mission should be granted the authority to review all disciplinary 
actions taken hy self-regulatory organizations upon appeal by any 
affected party or on the Commission's own motion and that this review 
.authority should include the power to affirm, dismiss or modify any 
penalties in any manner it deems necessary or appropriate in the 
public interest and to insure the fairadmimstration of discipline by 
the self-regulatory organizations. However, it should be noted that 
although these modifications would give the Commission increased 
author.ity over the self-regulatory organizations, it is the Commission's 
expectation that these powers would be exercised only infrequently. 
J,. hnprove'flU3nt of adequacy and permanency of capital 

During the 1967-70 period under review many broker-dealers, 
some of them large retail houses, were found to have inadequate and 
impermanent oapital in relation to the needs of their businesses. Many 
broker-dealers, including those which had to be liquidated, were poorly 
financed and in addition relied to an excessive degree on debt financing 
which was subject to withdrawal on short notIce. Much of the debt 
financing was represented by subordinated loans or subordinated 'ac
counts of customers and of others closely affiliated with the broker
dealers. The securities in these subordinated accounts are of course 
subject to substantial price fluctuations. In a downward market when 
these accounts were most needed their value fell, and such accounts did 
not serve their purpose. Moreover, this form of capital, unless a cash 
loan or deposit, did not result in an increase in the firm's working cap
ital. To the contrary, because the firm usually paid interest upon the 
value of the securities in the account without a corresponding use of 
the securities, the subordinated accounts represented only a burden 
upon the firm. A good deal of the funds which the securities industry 
operated with consisted of customers' free credit balances and loans or 
deposits received upon the hypothecation or lending of customers' se
curities. While the customer was usually appraised of the mct that his 
funds left with the broker-dealer were used in the business of the 
broker-dealer, such funds were expos~d to considerable risk of loss. 

As indicated in this report 87 significant steps have heen taken to 
strengthen the ca.pital structure of the securities industry. The NYSE 
has revised its net capital rule in six categories: greater haircuts, 
penalties for short stock record difference, stronger net capital ratios, 
a $100,000 minimum net capital requirement of its members, provi
sions providing for more permanent capital and limitations on the 
temporary infusion of capital. Likewise, as described earlier, the Com-

•• Naturally, actIon taken by the CommissIon pursuant to such authorIty would be accom
panied by approPriate notice and opportunity for hearing to the Interested parties. 

f!1 A detnlled descrIption of steps taken by the CommIssIon and the industry to Improve 
the capital structure of the securities Industry may be found In the ~precedlng section 
entitled "Corrective Action Taken By and at the Inslstance of the Commission under 
Securities Investors Protection Act of 1970 and Other Existing Laws." 
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mission is moving to restrict the use of customer funds and securities, 
to improve the financial posture of broker-dealers through a quarterly 
box count requirement and a mandatory buy-in requirement as to 
customer securities not properly reduced to possession on a ti~ely 
basis, to increase minimum capital requirements for new entrants mto 
the securities business an'd to require better financial reporting to 
customers by the broker-dealer of his financial condition. Finally, 
broker-dealers, themselves aware of the peril of operating on a heavy 
debt structure and customers' cash deposits, have taken steps to im
prove their capital structure. The recent public offerings by broker
dealers of their o,vn securities to secure equity capital and to termi
nate subordinated borrowings are good examples of this. 

This report has indicated the need for refinement and development 
of regulations to strengthen the financial condition of broker-dealers. 
In particular we will continue to review the form and substance of 
the net capital test with a view to arriving at a standard net capital 
rule applicable to all registered broker-dealers with appropriate ex
ceptions, which rule could be augmented by the self-regulatory orga
nizations to meet their special needs. 

The NYSE has a rule establishing a debt to equity ratio. The Com
mission contemplates a requirement in its own financial responsibility 
rules to be applicable whether the broker-dealer is formed as a sole 
proprietorship, partnership or corporation. 
5. Need for inoreased protection for cU8tomer8' fund8 and 8ecuritie8 

During the 1967-70 period of severe operational and financial prob
lems, many firms, primarily because of inadequate and inefficient 
recordkeeping and segregation systems and procedures, and the in
frequent counting of securities in their possession, mishandled and 
misused customers' funds and securities. Customers' securities were 
over-hypothecated and commingled and not properly segregated. 
Some firms failed to buy in short stock record differences for which a 
liability existed. Firms used customers' free credit and other credit 
balances in their daily activities. 

The completion of many transactions through the delivery of secu
rities or payment of funds became a matter of weeks rather than davs. 
Not only were customers and other institutions inconvenienced by the 
inefficiencies and inaccuracies caused by these operational problems, but 
customers' funds and securities were put in danger of loss at those 
firms which had lost o~erational control. Further, as firms began to 
feel the impact of the 'Bear Market" of 1969-70, many firms which 
lacked sufficient capital began to utilize, properly or otherwise 
customers' funds and securities to provide financing for their con~ 
tinued operation. In such situations, customers' funds and securities 
which then were not protected by the SIPC Act were in immediate 
danger of loss if the firm, as more than one hundred did, should fail. 

As hereinbefore discussed, the Commission has adopted or has 
proposed to adopt rules designed to provide increased protection for 
the funds and securities of customers. These rules include provisions 
which provide for: 

(-a) Restrictions on the use of customers' free credit and other 
credit balances in the possession of the broker-dealer as well as 
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funds received by the broker-dealer from lending or hypothecating 
customers' securities; 

(b) The requirement that customers' fully-paid and excess 
margin securities be reduced to the possession or control of the 
broker-dealer; 

( c) Restrictions on the lending of .customers' securities by 
broker-dealers; 

(d) Mandatory recordation and buying in of short stock record 
differences by broker-dealers; 

(e) Quarterly box counts of securities in the possession of bro
ker-dealers . 

(f) Peri~dic reporting to customers by broker-dealers of their 
current financial and operational condition as well as any other 
significantly pertinent information; and 

(g) Prompt notification to the Commission and to the appro
priate self-regulatory organizations by firms which are in immi
nent danger of or are undergoing financial or operational diffi
culties. 

Additionally, the Commission has undertaken an expansion of its 
broker-dealer inspection programs in order to facilitate the discharge 
of its oversight responsibilities, particularly in the financial and op
erational areas. 

·While the aforementioned rules are fairly comprehensive, the Com
mission nonetheless realizes that it must continually review all meas
ures taken in the financial and operational area ill order to assure the 
maximum possible protection of public investors. Accordingly, the 
Commission will, through its own expanded inspection programs and 
through oversight of the regulatory and supervisory programs of the 
self-regulatory organizations, mamtain a close and continuous re
yiew of the implementation and compliance with these rules in the 
financial and operational area to assure that they are accomplishing 
their objective of public investor protection. 
6.·lJ! easures to mtrtail thefts of securities 

The ultimate resolution to the problem of the theft of securities 
appears to lie in the immobilization Or elimination of the stock cer
tificate. However, over the shorter term it appears steps aimed at im
proved physical control over securities and more accurate and up-to
date records of their ownership and location will go far to improve 
conditions in this area. It is clear that the absence of such controls has 
in the past made it easier to accomplish the theft and more difficult 
to determine promptly that a theft has in fact taken place. 

At the present tIme there is a lack of information as to the securi
ties which have been stolen. For fear of loss of insurance coverage 
and for other reasons, firms are often reluctant to report the disap
pearance to the police or other regulatory authorities. On the other 
hand, brokers, banks and others may purchase securities or accept 
them as collateral without realizing that they are stolen, even when 
the theft has been reported. This is due in part to the lack of a readily 
accessible list of stolen securities and in part to an apparent reluc
tance of firms and banks to use the services providing such informa
tion, because of fear of destroying the bona fide purchaser defense. 
The Commission believes that one of the measures which should 
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be taken in this area is to require the reporting of all thefts or other 
unexplained disappearances of securities. A complete list of all se
{:urities reported as stolen should be made available to the banking, 
insurance and securities industries, whether through the National 
Crime Information Center, "Sci-Tek" (a private company which 
currently offers lists of stolen securities), or some other organization. 
7. Improvement of auditing standards 

As previously noted, the 1956 audit guide prepared by the AICP A 
for audits of brokers and dealers is currently under revision. The 
Commission intends to follow developments in this area very closely 
in order to be assured that the accounting problems which appeared 
in the 1967-70 period will be properly covered in such areas as the 
treatment of short stock record differences, non-current receivables 
and the treatment of restricted securities in proprietary accounts. De
pending on the nature of the new AICP A audit guide, the Commis
sion may consider the desirability of a release spelling out in detail 
the auditor's responsibilities with respect to the examination of the 
broker's operational condition. 

Furthermore, the Commission is considering steps to assure itself 
that required opinions and letters be timely filed. The material in
adequacy letters, re.quired under the 1967 amendments to Form X-
17A-5, has proven to be a very valuable tool to the Commission in de
termining the status of broker-dealers bnt its nsefulness has been 
limited in some instances because of delays in filing. It may be that it 
will be necessary to clarify the present requirement to state more 
specifically that the report must be filed at the time of the submission 
of the Form X-17A-5, or if the firm is unable to do so, that it must 
seek an appropriate extension of time, disclosing in full the reasons 
why additional time is required. 

Another matter under consideration is the timing of the audit to 
Jetermine whether changes in this area are approprIate. One possible 
solution the Commission is considering is a regular annual audit sup
plemented by unannounced periodic box counts and unannounced ex
amination. of certain critical accounts. 
8. Improvement of management practices 

It is clear that many brokerage firms have not been effectively man
aged in the past. The problem was particularly critical among large re
tail firms, where the requirements upon management were the most 
complex and where the risk to the customer was the greatest. Meaning
ful management systems were lacking and internal controls were in
adequate in both the financial and back office areas. Emphasis on sales 
activities relegated operational and back office flIDctions to a Jow pri
ority in prestige and financial commitment, retarding necessary growth 
and development in these areas. Persons with strong sales records were 
promoted to managerial positions although they lacked management 
ability or training. One consequence was the uneconomic expansion of 
firms, through increases in the number of branch offices and otherwise. 
Sales operations were expanded and substantial commitments of ca p
ital were made "'ithout adequate planning and consideration given to 
such matters as the economic feasibility of the new unit or the back 
office capacity of the firm to handle the new business which would be 
generated. Control by the self-regulatory agencies was at best minimal. 
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Although recent developments in the industry have made firms 
more aware of the importance of proper management techniques, it is 
essential th9!t industry groups take steps to prevent future recurrence 
of vhe problems. Certain steps have alrerudy been taken, but rthe mat
ters involved are broad and complex, and considemble additional de
velopment will be required. 

The most critical problem involves firms whose present conditions 
are such that over the short term continued fiJllancialand operational 
virubility may 'be dependent upon Ibhe application of appropriate man
agement techniques. Such a situation requires the direct and individual 
attention of regulatory and self-regulatory agencies. The Commission's 
Rule 17a-ll will assist in icrentifying firms in this position. Beyond 
that, it should he possible to estaJblish standards, particularly in the 
area of expansion of 'business, signalling the lapproach of 1?otential 
problems. The NYSE's recent adoption of Rule 326, prohibIting ex
pansion if aggregate indebtedness is more than 1000 percent of net 
capital and requiring reduction of business if aggregate indebtedness 
exceeds 1200 percent of net capital, is a step in this direction. 

Evidence shows tha,t management problems have not been limited 
to firms in severe financial or operational difficulty but have heen in
dustry-wide. It is clear ,that many firms could benefit from improved 
manrugement teclmiques, 'and foresight in ,this area might help prevent 
repetition of the events of the ID67-70 period. It appears that the· 
self-regulatory agencies could make a substantial contribution, es
tablishing standards and guidelines, lassuring themselves that members 
tlre developing relevant information on \yihich to make decisions, and 
otherwise educating and assisting rtheir members. Furthermore, 
through inspection procedures they should determine th!llt programs 
for meaningful management sY'stems and effective internal controls 
are in operation, and as necessary 'and appropriate, they should pass 
specific rules to cover tJhese -areas. 'Steps, such as the F AOS program, 
have already been taken in this direction by industry organizations. 
The Commission will cooperate with various industry groups to further 
develop systems to improve management capability in the industry. 

In connection \yith the expansion of business, NYSE members for 
many years have been required to obtain the consent of the Exchange 
before undertaking major expansion. Before opening a new office, the 
member had to furnish certain material relating to financial and oper
ational capacity, management and main office supervision, as well as' 
other matters. While there is much merit to this approach, it is clear 
from the experience of 1967-70 that more effective administration of 
the rule would be helpful in providing for better protection for the' 
firms' customers. The emphasis here would be not on directly prevent
ing imprudent expansion of firms not meeting certain financial stand
ards, but on a program of actively working with any firms proposing 
major expansion to ensure that the relevant factors have been con
sidered by management in coming to a decision to undertake such 
activity. 

Finally, in conjunction with the development of improved systems 
of management, steps should be taken to assure that persons responsi
bIe for the implementaltion of those systems have the necessary back
ground and capability to do so. The self-regulatory agencies have 
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recently annQunced the formatiQn Qf an industry-wide task fQrce to 
deal with qualificatiQns Qf and training standards fQr securities indus
try personnel at variQus levels Qf Q1?eratiQns. The OommissiQn antici
pates that the wQrk Qf this grQup WIll prQvide suggestiQns fQr further 
imprQvement Qf the system. 

9. Ohanges in entry standards 
The statutQry scheme gQverning Federal registratiQn of brokers and 

dealers is premised Qn a concept of relatively free entry intO' the 
securities business, with Qnly Ininimal capital requirements and rudi
mentary standards Qf prQfessiQnal competency. Recent proposals by 
the CQmmissiQn to' increase the capital requirements and to' insure that 
adequate arrangements have been made with respect to' personnel,. 
facilities a.nd financing, described earlier in this repQrt, are steps. 
tQward increasing entry standards fO'r brQkers. While the CQmmission 
has prQPQsed nO' new standards with respect to professional compe
tency, the CQmmission's Office Qf PQlicy Research is currently engaged 
in an analysis Qf the characteristics Qf firms entering the securities 
business which will serve 'as the basis fQr a review of brQker-dealer 
registration and deregistmtiQn requirements. If this study illustrates. 
that newly fQrmed broker-dealers engage in those types of business 
in which significant amQunts Qf custQmers' funds and securities are· 
at risk, it may be necessary in the public interest to' impose additional 
entry standards, at least on those brQker-dealers proposing to engage 
in these types Qf activities. FurthermQre, the wQrk Qf the securities 
industry task furce, described at the clQse Qf the previous section,. 
shQuld alsO' yield beneficial results in upgrading the quality of new 
firms. 
10. Improved disclosure to investors of broker-dealers' financial ana 

operational condition 
Customers of mQst brokerage firms were given little information 

as to the financial and operational condition Qf the firms to which they 
entrusted their funds and securities, even though generally monies. 
and securities left with the firm WQuld be at risk In the case of serious 
financial difficulty. BrQker-dealers in most cases preferred to hold 
information Qf this type closely, while regulatory and self-regulatory 
agencies required little or no infQrmatiQn to be furnished to customers. 
The recently proposed amendments to Rule 17ar-5 under the Exchange· 
Act 88 represent the Commission's response to this problem and would 
appear to go a long way toward providing meaningful infQrmation to· 
custQmers. After the CQmmission has made a careful review of the· 
comments subInitted in connection with the above proPQsa.1, it 
will, if warranted, adopt the rules, with any modifications deemed 
apprQpriate. . 

Self-regulatory bodies in the past Qften had information in the.ir 
possession, but not made availruble to' the public, indicating that mem
bers were in viQlatiQn of the agency's capital or financial prQtection 
rules or that they were mate.rially deficient in meeting segregatiQn or 
recQrd keeping requirements. On some occasions, diSCIplinary actions 
taken against members by self-regulators were nQt disclQsed. The Com-

18 Exchange Act release No. 9404, Dec. 3, 1971. 
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mission's adoption of Rule 17 a-ll alleviates this prdblem in part. How
ever, the exchanges and NASD should adopt a program ensuring full 
and prompt disclosure of all disciplinary action relating to members' 
financial and operational condition. One suggestion is if the se1£
regulatory body determines that a member is falling below minimum 
standa.rds, it formally notify the member of the VIOlation, directing 
prompt corrective measures. I:f compliance is not obtained within some 
prescribed period, the agency's adverse firrdings should be disclosed 
to the public, and further prompt remedial actIon taken. Exemptions 
would be permitted in only limited circumstances where a specific find
ing was made that the 'Public interest .required 'a delay in making such 
information public. 



OHAPTER II-NATURE AND USE OF BROKER-DEALER 
CAPITAL 

INTRODUCTION 

,Recent financial problems in the securities industry, which resulted 
in the insolvency of a number of firms, raise questions concerning the 
capital structure of broker-dealers and the adequacy of financial re
sponsibility requirements imposed upon <broker-dealers. It 'becameap
parent during the stock market decline of 1969 and early 1970 that 
there were basic weaknesses in the capital structure of firms which 
contributed to the financial problems of the securities industry during 
this period. The capital of some broker-dealers was too meager, im
permanent in nature, and, in many instances, included securitIes con
tributions 1Jhat declined in value under adverse market conditions and 
were not actually used for working capital purposes. 

The principal method by which the regulatory bodies have at
tempted to 'Protect investors with regard to the financial responsibil
ities of broker-dealers has been the maintenance of ari adequate net 
capital base relative to the firms' aggregate indebtedness to assure that 
firms have sufficient liquid assets to cover their current indebtedness.1 

Until recently, relatively little has been done, however, to regulate 
the nature and quantity of capital in the form of long-term funded 
debt or of equity resources invested for the life of the enterprise. 

In view of the recent crisis in the securities industry, the goals of 
this chapter are: (1) to analyze the capital structure of broker-dealers 
to determine the composition and variation in the capital structure 
among firms and the extent to which broker-dealers rely on subordi
nated borrowings and securities contributed as capital; and (2) to 
demonstrate how the compositions of the capital structure of specific 
broker-dealers made them incapable of absorbing the financial impact 
of the crisis from 1968-70. 

FINANCIAL DATA EMPLOYED 

There are five sources of financial information on securities firms 
which were utilized for this chapter of the report. These are: (1) the 
New York Stock Exchange "I & E" reports (1965-1970) / (2) financial 
data filed by the NYSE "monitored" firms (October 1969-December 

1 In addition to the net capital requirements, other provisions of pertinent statu tes and 
regulations, as well as the rules of the various self-regulatory agencies regarding the 
hYIJothecatlon and segregation of securities are deSigned to protect Investors from the 
misuse of customers' funds and securities in the possession of brOker-dealers. See, e.g., the 
hypothecation provisions of Section 8(c) of the Exchange Act and Rllies 8c-l and 15c2-1 
under the Exchange Act, and see NYSE rule 402. 

"This refers to the Income and expense reports filed annually with the NYSE by Its 
members as required by NYSE rule 425. 

(49) 
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1970) ,3 (3) the Form X-17A-10 reports filed with the NASD for 
year end 1D69 and 1970 (income and eXI!ense, summary balance sheet 
-and related information), (4) the CommIssion's Form X-17A-5 finan
.cial questiollnaire and (5) other documents in the Commission's files 
obtained from broker-dealers and the NYSE. In the analysis which 
follows, primary emphasis is placed on member firms because these 
include the largest firms in the industry, doing a substantial portion of 
the public business, and it is for these firms that more complete infor
mation is available and has been in computerized form for a number of 
vears. Thus, for example, balance sheet and capital funds data are 
available for NYSE member firms carrying public customer accounts 
for the 1965-70 period. In addition, for NYSE "monitored" firms, 
:similar balance sheet information is available for year end 1D70 as 
well as monthly computations of net capital and aggregate indebted
ness for October, 1969 through December, 1970. In contrast, the X-
17A-10 income and expense reports filed with the NASD (also on 
magnetic tape) were not required prior to 1969. The Form X-17A-5 
reports, which contain a statement of financial condition and informa
tion bearing on compliance with the Commission's net capital require
ments by broker-dealers required to comply with Rule 15c3-1, are not 
available on computer tape and therefore are utilized primarily in 
·dealing with individual broker-dealers on a case by case basis. 
1. NYSE member firms' general financial position for 1968-1970 

Before turning to an analysis of the capital structure of broker
-dealers, it may be useful to discuss their overall financial position in 
recent years. Table 1 contains the aggregate dollar values for the major 
items of assets, liabilities and capital at year end 1968, 1969 and 1970 
for NYSE member firms carrying public customer accounts, as well 
.as ratios which show the relative importance of each of these individual 
items to the balance sheet as a whole,4 while Table 2 5 presents similar 
information for NYSE monitored firms for year end 1970. As shown 
in Table 1, between year end 1968 and 1969 total assets for all NYSE 
member firms carrying public customer accounts declined 29 percent
from $27.0 billion to $19.2 billion and bebveen year end 1969 and 
1970 the decline was 3 percent-from $19.2 billion to $18.6 billion. 
'Capital and subordinated accounts, which totaled $3.4 billion at year 
.end H)69, declined 16 percent from the 1968 year end and totaled 
$3.1 billion at year end 1970, a decline of 9 percent from the prior 
'year. 

A. Oustomers' security account balances 
Debit balances in customers' security accounts 6 aggregated $7.8 bil

lion and accounted for 41 percent of NYSE member firms' total 

3 The "monitored" firms Inclnde a number of NI:SE member firms designated by that ex
-change to report to It in prescribed form on the impact of the interim service charge Iluthor
Ized b~' the Commission on April 6. 1970. The number of these firms and aUst of their names 
are ~et forth. nt tnhle 2A, 'infra, at p. ~2. 

• Tallie 16 contains a more detailed balance sheet for NYSE member firms filing such 
'reports at year-ends 1965-70. Because the balance sheet was not made mandatory until 
:1968, sHch firms did not file this report for eurlier years. 

5 Table 2 appears at p. 52. 
• These represent the amounts owed by customers to broker-dealers. 



51 

assets at year end 1969 while, at year end 1970, this figure was $6.6 
billion, 36 percent of NYSE member firms' total assets. Such receiv
'ables from customers apply to all debit balances whether in cash or 
margin ac'counts. Payables to customers amounted to $4.8 billion at 
year end 1969 of which $2.8 billion consisted of free credit balances 
for which customers have an immediate and unrestricted right of 
withdrawal; 7 and, for year end 1970, payables to customers amounted 
to $3.7 billion of which $2.0 billion were free credit balances. Cash 
and deposits available to firms totaled $1.0 billion at year end 1969, 
about 6 percent of total assets employed, and $752 million at year end 
1970, 4 percent of total assets. While free credit balances in cus
tomers' security accounts declined 24.4 percent between year-end 
·1968 and 1969 for all NYSE member firms, cash immediateiy avail
able to meet the potential demands of customers for these deposits 
cleclined only 5.7 percent. Thus, at the end of 1969, NYSE member 
firms in the aggregate had a larger cash base relative to total liabili
ties and relative to free credit balances in customers' security accounts 
than they had at year end 1968. However, free credit balances of cus
tomers declined 26.4 percent between year end 1969 and 1970 for all 
NYSE member firms and cash on deposit to meet the demands of 
customers for their free credit balances declined 28.2 percent. This 
evidences an erosion of immediate assets available to fulfill payment 
of customers withdrawals of their free credit balances. 

TABLE I.-SUMMARY BALANCE SHEETSTATEMENT FOR ALL NYSE MEMBER FIRMS CARRYING PUBLIC CUSTOMERS 
ACCOUNTS (YEAR END 1968-70) 

Assets: Cash ______________________ • _ .. ___ .. ____ .. _ 
Securities borrowed_ ...... ____ .. __ .. _ .... __ _ 
SeCUrities failed to deliver.. ______ .. __ ...... .. 
Debit balances In customers' securities accounts. 
Long positions In securities and commodities __ .. 
Securities exchange membership ............ .. 
All other assets ............................ _ 

Total assets ............................ .. 

1968 
(millions) 

$1,110 
1,689 
4,463 

11,038 
6,598 

447 
1,675 

1969 
Percent (millions) 

4.1 $1,047 
6.2 977 

16.5 1,917 
40.9 7.776 
24.4 5,663 
1.7 277 
6.2 1,539 

100.0 

1970 
Percent (millions) Percent 

5.5 $752 4,0 
5.1 791 4.3 

10.0 1,447 7.8 
40.5 6,595 35.5 
29.5 7,412 39,9 
1.4 187 1.0 
8.0 1,386 7.5 

100.0 18,570 100.0 27,020 19,196 385 __________ 379 __________ 333 __________ Number of flrms .......... _ ................ _ 
liabilities: =====~============ 

Money borrowed._ ..... _____ .. ____ .. ______ .. 6,729 
Securities loaned ........ __ .. __ ...... ____ .... 1,751 
Securities failed to receive ______ .... _........ 4,739 
Credit balances In customers' securities ac-

24.9 5.429 28.3 7,085 38.2 
6.5 1.063 5.5 839 4.5 

17.5 2.148 11.2 1,704 9.2 

counts: 
(1) Free credit balances __ .. _ .. ______ .... 3,636 
(2) Other credit balances .... __ ........ __ 2,926 

Short positions In securities and commodities___ 1.212 

13.5 2.758 14.4 2.029 10.9 
10.8 2.080 10.8 1.689 9.1 
4.5 743 3.9 583 3.1 

8.5 All other lIabilitles_ ...... ____ ........ _ ...... _ 2.061 

Totalliabllities ___ .. ______ .. _______ • __ .. ___ "'·=2=-3=-, 0c:'54:======:'~==:=:=~~==~ 
7.6 1.624 8.5 1.580 

85.3 15.845 82.5 15.509 83.5 
6,2 Subordinated accounts ............ ____ ...... _ 1.513 

EqUity capitaL __ .. _ ...... _ .. _ .............. _ 2.453 
5.6 1.313 6.8 1.145 
9.1 2.038 10.6 1.916 10,3 

---------------------------Total liabilities and capltaL ...... ____ .... __ 27.020 100,0 19.196 100,0 18.570 100.0 

7 Free credit balances generally arise when a customer giyes cash to a broker-dealer to 
bold. pending receipt of Instruction to purchase securities; or when fully paiU securities 
are sold and the proceeds are held pending further investment or further instructions from 
the customer: or from interest or dividends on the customers securities being held by the 
broker-dealer, 
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TABLE 2.-SUMMARY BALANCE SHEET STATEMENT FOR 68 NYSE MONITORED FIRMS (YEAR END 1969-70) 

1969 1970 
(millions) Percent (millions) Percent 

Assets: Cash _________________________________________________ _ 
Securities borrowed ____________________________________ _ 
Securities failed to deliver _______________________________ _ 

$532 4.4 $409 3.0 
599 4.9 496 3.7 
930 7.7 778 5.7 

Debit balances In customers' securities accounts ____________ _ 
Long positions in securities and commodities _______________ _ 
Securities exchange membership _________________________ _ 
Ali other assets ________________________________________ _ 

5,172 42.6 4,934 36.3 
4,019 33.1 6,084 44.8 

99 .8 72 .5 
788 6.5 815 6.0 

-------------------------Total assets _________________________________________ _ 12,139 100.0 13,588 100.0 Number of firms _______________________________________ _ 68 ____________ 68 ____________ 

====================== 
liabilities: Money borrowed _______________________________________ _ 

Securities loaned ______________________________________ _ 
3,799 31.3 5,946 43.8 

741 6.1 671 4.9 
Securities failed to receive ______________________________ _ 1,220 10.1 I, 081 7.9 
Credit balances ,n customers' securities accounts: 

(I) Free credit balances ____________________________ _ 
(2) Other credit balances ___________________________ _ 

Short positions In securities and commodities _____________ _ 
All other lIabllllles _____________________________________ _ 

1,725 14.2 1,406 10.3 
1,422 11.7 1,257 9.3 

569 4.7 442 3.3 
865 7.1 934 6.9 

-------------------------Total liabilities _______________________________________ _ 10,341 85.2 11,737 Subordinated accounts __________________________________ _ 594 4.9 608 Equity capitaL ________________________________________ _ 1,204 9.9 1,243 ---------------------Total liabilities and capitaL ___________________________ _ 12,139 100. a 13,588 

Source: 1970 NYSE I. & E. repolts, Office of Policy Research. 

TABLE 2A 
NYSE-Monitoreu Firms as of May 5, 1971: 
Advest 
Bache & Co., Inc. 
Baker Weeks & Co. 
Bateman Eichler Hill Richards, Inc. 
Bear Stearns & Co. 
Becker (A.G.) Co., Inc. 
Bosworth Sullivan & Co. 
Brown Bros. Harriman 
Burnham & Co. 
Butler Wick Co. 
Christopher B.C. & Co. 
Clark Dodge & Co., Inc. 
Conning & Co. 
Cowen & Co. 
Crowell Weedon & Co. 
Daly & Co., Inc. 
Da vis Skaggs 
Dominick & Dominick, Inc. 
Donaldson Lufkin & Jenrette 
Drexel Harriman Ripley 
DuPont Glore Forgan 
Eastman Dillion Union Sec. 
Edwards (A. G.) Sons . 
Edwards & Hanly 
Elkins Morris Stroud 
Fahnestock & Co. 
Faulker Dawkins & Sullivan 
First Mid America 
Foster Marshall 
Goldman Sachs & Co. 
Halle and Stieglitz 
Harris Upham & Co., Inc. 
Heine & Co. 
Hentz 
Hornblower & Weeks 
Harward Wei! Labouisse 
Hummer, Wayne 
Hutton (E.F.) & Co., Inc. 

Hutton (W.E.) 
Illinois Co., Inc. 
J.C. Bradford & Co. 
Josephthal & Co. 
Kidder Peabody & Co. 
Kuhn Loeb & Co. 
Lawrence Cyrus Sons 
Lehman Bros. 
Lipper Arthur Corp. 
Loeb Rhoades 
McCarley & Co., Inc. 
Merrill Lynch 
Mitchum Jones & Templeton 
Neuberger Berman 
Oppenheimer & Co. 
Paine Webber Jackson & Curtis 
Pershing & Co. 
Rauscher Pierce Reynolds & Co. 
Rothschild & Co. 
Rothschild (L.F.) & Co. 
Rowles Winston & Co. 
Salomon Bros. & Hutzler 
Scheinman Hochstin Trotta 
Schweickart & Co. 
Seligman (J. W.) & Co. 
Shearson Hammill & Co. 
Shields & Co. 
Shuman Agnew & Co. 
Smith Barney & Co., Inc. 
Sutro & Co. 
Thomson McKinnon 
Wainwright (H.C.) Co., Inc. 
Walston & Co., Inc. 
Weis Voisin Cannon 
Wertheim & Co. 
White Weld & Co. 
Witter (Dean) Co., Inc. 

&6.4 
4.5 
9.1 

100. () 
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B. Proprietary positions in seourities and oommodities 
As shown in Table 1, long positions in securities and commodities 

declined from $6.6 billion in 1968 to $5.7 at year end 1969, but in
creased substantially at year end 1970 to $7.4 billion. The relative 
importance of proprietary positions to total assets increased from 
24.4 percent in 1968 to 29.5 percent in 1969 and 39.!) percent in 1970. 
Long positions in securities and commodities primarily consist of the 
market value of securities and commodities carried for the firms trad
ing and investment accounts but they also include securities contributed 
for capital purposes by partners and subordinated lenders. Short posi
tions in securities and commodities totaled $743 million year end 1969 
and $583 million at year end 1970. 

O. Money borrowed 
Money borrowed used to finance customer and firm security accounts 

transactions totaled $6.7 billion at the end of 1968 and decreased to 
$5.4 billion in 1969 and yet, money borrowed as a percentage of total 
liabilities increased from 24.9 percent in 1968 to 28.3 percent in 1969. A 
substantial increase in money borrowed at year end 1970 to $7.1 billion 
further increased the percentage of money borrowed to total liabilities 
to $38.2 percent. Only amounts borrowed related to securities transac
tions are included in this account; thus, money borrowed which is col
lateralized by fixed assets or other assets not related to the securities 
business is not included. Of the $5.4 billion in money borrowed at 
year-end 1969, slightly more than half was secured by collateral owed 
by the firm, partners and subordinated lenders. Unsecured borrowings 
accounted for less than one percent of the total. 

D. Securities failed to deliver and seourities failed to reoeive 
During the 1968-70 period, a pronounced change in the balance 

sheet of NYSE member firms occurred in the "fail" accounts reflect
ing improvements in back office conditions. The securities failed to 
deliver account, on the asset side shows the amount receivable from 
sales for which the firm is unable to make delievery to the buying 
broker at the specified clearance date. Securities failed to receive 
indicates the amount payable for purchased securities which have 
not been delivered by the selling broker at the settlement date. Securi
ties failed to deliver decreased from a record $4.5 billion at year end 
1968 to $1.9 billion at the end of 1969 and $1.4 billion at year end 
1970. This represents a decline to 7.8 percent of total assets at year 
end 1970 from 10 percent at the end of 1969 and 16.5 percent at the 
end of 1968.8 

E. Seourities bOT1'owed and seourities loaned 
Securities borrowed and securities loaned each amounted to about 

$1 billion for NYSE member firms at year end 1969-and $800 million 
at year end 1970-a substantial decline from the preceding year's total 
for each. If a broker-dealer is not able to make timely delivery of 

8 In the aggregate, all fails to receive of all broker-dealers must, by definition equal all 
fails to deliver. However, this is not necessarily the case with individual brokers. The imbal
ance of "fails" mentioned in the text relates only to NY,SE members. If the excess of fails 
to receive over fails to deliver is accounted for by customer purchases, as) distinguished 
from firm trading, the broker has the use of the payment made on settlement date by the 
customer until the broker on the other side delivers the security. HowevQr, under proposed 
Rule 15c3-4, a broker-dealer would have to set up a cash or cash eguivalent reserve, and 
ultimately buy-In the other broker In connection with aged fails. See Exchange Act Release 
No. 9388, pp. 3-5. 
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securities, he may borrow the securities from another broker-dealer 
against the pledge of a cash deposit at the current market value of 
the securities. During the period of the loan, the deposit is increased 
or decreased whenever the market value of the securities changes 
sufficiently for either party to request an adjustment. Since the cash 
deposit is interest free, the loan of securities to other brokers can 
provide an important source of financing to the lending broker while 
the borrowing broker must forego the use of funds that are deposited 
with the lending broker that could be profitably employed in his 
business. 

F. NYSE monit01'ed firms 1969-70 
In addition to the foregoing data that include all NYSE member 

firms carryin~ public customer accounts during the 1968-69 period~ 
more recent nnancial data for the firms listed on Table 2A (the 
NYSE "monitored" firms), have been also compiled. Table 2 contains 
the major items of assets, liabilities and capital for 68 NYSE 
monitored firms 9 filing statements of financial condition for year encl 
1970 with the NYSE. For comparison purposes, this table also includes 
similar information compiled from year end 1969 I & E reports for 
those firms who filed "monitored" reports at year end 1970. As is 
evident from Table 2, the assets of 68 NYSE-monitored firms in
creased from $12.1 billion at year end 1969 to $13.6 billion at the end 
of 1970. Capital and subordinated accounts totaled $1.9 billion for 
these firms at year end 1970-almost identical with the end of the 
previous year-while total assets increased by 11 percent. Impor
tant changes in the balance sheet of these firms during this period 
occurred in the money horrowed account and the firms' trading and 
investment accounts. Whereas every other major asset and liability 
item decreased from year end 1969 to 1970, long positions and money 
borrowed each rose $2.1 billion. The substantIal increase in money 
borrowed was at least in part apparently used to finance the increase 
in long positions in securities and commodities in the firms' proprie
taryaccounts. 
2. Temporary nature 0/ capital 

Recent financial problems in the securities industry, including 
numerous broker-dealer insolvencies, brought to light weaknesses in 
the capital structure of some firms which contributed to these difficul
ties. There has been considerable discussion and reference to specific 
instances revealing that an industry-wide weak capital structure con
tributed to operational problems during the period of adverse market 
conditions that prevailed in 1969 and early 1970. The following dis
cussion shows the extent to which the capital base of broker-dealers 
consists of borrowings under various types of subordination agree
ments, securities contributed as capital, and the extent to which broker
dealers are financed by current and short-term liabilities as opposed to 
equity. It will also point out how, even equity contributions are as 
impermanent in many instances as the proceeds of subordinated bor
rowings. Although a discussion of net capital rules and related regula-

• Altogether, there were 76 firms in the NYSE Monitored Survey; however, only 68 firms 
provided balance sheet Information. 
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tory safeguards is deferred to other parts of this report/o it should be 
noted at the outset that protections 1?rovided by net capital require
ments with a liquidity focus for meetmg current obligatIOns are not a 
substitute for the need for having sufficient long-term capital, in the 
absence of which the underlying structure of broker-dealers may be 
unsatisfactory. 

Broker-dealer capital consists of the firms' net worth or equity plus 
various types of subordinated borrowings of cash and securities for 
capital purposes. Equity in the incorporated broker-dealer normally 
consists of capital stock, capital surplus, and retained earnings. In 
addition the appreciation or depreciation in the market value of 
exchange memberships, represents accretions or diminutions in the 
equity of the enterprise. Equity in the partnership, on the other hand, 
is reflected in the capital accounts of general and limited partners and 
the appreciation or depreciation in the market value of exchange 
memberships. Included in the debt capital of broker-dealers are 
the following loan arrangements: Subordinated loans and accounts, 
secured demand notes, and the accounts of partners subject to equity 
or subordination agreements. The Commission's Rule 15c 3-1, NYSE 
Rule 325, and similar rules of the other stock exchanges contain pro
visions determining the general criterion that must be met for such 
subordinated borrowings to be considered as a part of the broker
dealer's capital in determining net capital. To the extent that such 
subordinated capital consists of securitIes, they are subject to the vari
ous "haircut" requirements in determining their actual value in the net 
capital computation.ll 

Under NYSE Rule 325, all borrowings of cash or securities, regard
less of size or description are to be reported to the Exchange, if the 
proceeds of the loan are intended to be counted as a part of the firm's 
capital. The Exchange, as a matter of policy, requires that copies of 
the documents which evidence such borrowings conform to certain 
standards and that copies of such loan agreements be filled with the 
Exchange. The character of the documents varies depending on the 
relationship of the lender to the borrowing broker, such as, individual, 
partner, stockholder, and the like. Although, in the past, the Exchange 
has required capital contributions from borrowings to be of at least 
six months duration, capital withdrawal in some cases was possible on 
90 days' notice.12 The Exchange has recently revised its rules to 
lengthen somewhat the periods which must lapse between contribu
tions and withdrawals ;13 and, subject to Internal Revenue clearance, 

10 See, Infra, ch. III and IV; and see, 8upra, ch. I, pp. 15-17, 32-34. 
11 The term "haircut" is the popular term for the percentage deductions from the market 

values of proprietary securities which operate to reduce net worth in the computations of 
net capitai. This is one of the techniques to achieve full liquidity by taking market fluctua. 
tions Into account. See Exchange Act release No. 8024, January 18, 1967, p. 10. 

uSee NYSE News Bureau Release July 15, 1971, p. 2 regarding revisions ell'ective Aug. 
2,1971. 

13 Ibid. Borrowings of cash or securities by NYSE member firms for capital purposes may 
be arranged with anyone acceptable to the Board of Governors of the NYSE but they gen
eraliJ' have been subject to specified limitations. For subordinated borrowings of cash, the 
lender may be paid an interest rate not to exceed the rate set from time to time by the 
Exchange. However, the lender may also share in the profits of the firm "to a reasonable 
extent" if the lender is associated with the firm as (1) a member of the family of one of the 
borrowing organization'H partners or holders of voting stock; (2) an estate or trust estab
lished b~· or for one of the borrowing firm's employees or employees' pension profit sharing 
plan; or (3) a limited or non-.oting stockholder of the borrowing broker-dealer. NYSE 
Rule 325. 
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withdrawals may not be made if the effect is to place the firm in 
violation of net capital requirements. 

Since the business of a broker-dealer is the trading and investing 
of securities and those persons who contribute capital are known to the 
broker-dealer in the course of its business, it is perhaps natural that 
capital contributors would desire to contribute securities rather than 
cash. In the prevailing subordinated loan arrangements, if the contri
bution is in the form of securities, a princiI?al of a broker-dealer is 
able to enjoy the benefits of dividends and mterest on the securities 
as well as profits of the firm and also realize any increase in the value 
of his securities in addition to the interest paid for the loan. The lure 
to an outside subordinated lender is the interest on a loan of securities 
to the broker-dealer above any dividend and interest payments from 
the issuer of the securities or any increase in the market price of the 
securities.14 

In order to make such a loan of securities, the lender's major account 
must have been with the borrowing broker-dealer for at least two 
years, unless the lender has not been a customer of any organization 
for two yearsY In addition to the above limitations on interest pay
ments and participation in profits by outside contributors, the number 
of such borrowings by a member of the NYSE are supposed to be 
reasonable in relation to the size of the firm, and the total dollar 
amount should not constitute more than 25 percent of the totnl capital 
of the borrowing organization. Although the NYSE has often ex
pressed its concern to individual firms that this ratio was being 
exceeded. nevertheless, as evidenced by Tables 3-6 a substantial num
ber of NYSE member firms have been in violation of this Rule in the 
1968-70 period.16 ' 

Subordinated borrowings by broker-dealers who are not members of 
the NYSE or other exchanges exempt from the provisions of Rule 
15c3-1 of the Commission must comply with standards set forth by rule 
of the Commission in determining whether subordinated borrowings 
may be considered a part of the firms' capital base for purposes of 
determining compliance with the Commission net capital rule. If sub
ordinated borrowings are to be treated in computing the aggregate in-

1< Ibid. In the case of subordinated borrowings of securities or the subordination of 
equities in the accounts of partners, stockholders, employees or other persons related 
to the firm, the lender may be paid an interest rate not exceeding 8 percent and may 
share in the profits of the firm to a reasonable extent. For all other persons making such 
loans of securities to the firm, the compensation for the 10an or subordination of the 
lenders' account shall not exceed 4 percent of the value of the securities. However. 
permission hfrs been granted by the NYSE on occasion to exceed this amount. For instance, 
the subordinated loan from 1<Jlectronlc Data Systems Corporrution (EDS) to F. I. duPont, 
Glore, Forgan & Co. of $2.8 million on August 4. 1970, provided for 10% IntereRt on the face 
value of the cash and securities in the subordinated account and, in addition, EDS at its 
option if the subordinated account was extended beyond 90 days could elect to receh'e 
I) percent Interest plus a percentage of duPont's ,profits. Summary Agreement and Detailed 
Contract Provisions memoranda supplied to the Commission, December 1970. 

15 It Rhould be noted parenthetically here that, when a broker obtains loans from 
customers to finance his operation, he may have a confiict of Interest. particularly If 
the contributing customer does not participate in profits in the same manner as other 
contributors of the same types of capital. Other problems respecting subordinated loans 
by cURtomers will be discussed at pp. 58-63 infra. 1. NYSE Rule 325. In the absence of direct power to enforce the exchange's rules, the 
CommiSSion has directed the attention of the exchange to those situations as they come 
to the Commission'S attention. 
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debtedness and net capital of the firm, they must be subordinated to the 
claims of general creditors pursuant to a "satisfactory subordination 
agreement." 17 In order to be considered a "satisfactory subordination 
agreement" a written agreement !llust be executed by both t?e broke:
dealer and lender, whereby a speclfied amount of cash or speclfic secuI'l
ties are loaned to the broker-dealer for a period of not less than one 
year under conditions which subordinate the right of the lender to 
receive repayment to the claims of all general creditors of the firm. 
The agreement must provide that the loan may not be repaid or the 
agreement terminated or modified if the effect is to put the broker
dealer out of compliance with the "net capital" requirements of the 
rule, (a standard adopted by NYSE subject to internal revenue clear
ance) ; and maturity may not be accelerated by reason of any default 
in the payment of interest or in any other term or condition. The rule, 
expressly provides that, for the duration of the agreement, the proceeds 
of the loan will be used by the broker-dealer as part of his capital and 
subject to the risks of the business.18 

TABLE 3.-COMPOSITION OF NYSE MEMBER FIRMS' CAPITAL FUNDS (YEAR END 1968-70) 

All firms 

Equity capital as a percentage of total capital 1968 1969 

Less than 9.9 ____________________________________________________ _ 7 24 
10 to 19.9 _______________________________________________________ _ 15 18 20 to 29.9 ____________________________________________________ - __ _ 26 24 30 to 39.9 __________________________________________ - _______ - ____ _ 30 43 40 to 49.9 _______________________________________________________ _ 44 38 
50 to 599 _______________________________________________________ _ 42 41 60 to 69.9 _______________________________________________________ _ 

41 35 70 to 79.9 _______________________________________________________ _ 45 31 
80 to 899 _______________________________________________________ _ 38 48 90 to 99.9 _______________________________________________________ _ 

35 24 100 _____________________________________________________________ _ 62 53 
Total _____________________________________________________ _ 385 379 

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

TABLE 4.-COMPOSITION OF NYSE MEMBER FIRMS' CAPITAL FUNDS (YEAR END 1968-70) 

Subordinated loans and accounts as a percentage of total capital 
( 

0 _______________________________________________________________ _ 
0.1 to 9.9 _______________________________________________________ _ 
10 to 19.9 _______________________________________________________ _ 
20 to 29.9 _______________________________________________________ _ 
30 to 39.9 _______________________________________________________ _ 
40 to 49.9 _______________________________________________________ _ 
50 to 59.9 _______________________________________________________ _ 
60 to 69.9 _______________________________________________________ _ 
70 and over _____________________________________________________ _ 

TotaL ____________________________________________________ _ 

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

17 As defined in subparagraph (c) (7) of rule 15c3-1. 

All firms 

1968 1969 

193 562 
54 44 
49 43 
21 23 
20 33 
21 22 
16 19 
8 13 
3 20 -------

385 379 

1970 

20 
20 
20 
40 
29 
41 
28 
29 
34 
26 
46 

333 

1970 

134 
38 
30 
25 
27 
22 
19 
25 
13 

333 

,. The Commis'sion's rule does not contain provisions expressly Ilmitin/; the interest 
rate which may be paid subordinated lenders for subjecting their cash or securities to 
the risks of the brokerage business. 

71-109-72--5 
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TABLE 5.-COMPOSITION OF NYSE MEMBER FIRMS' CAPITAL FUNDS (YEAR END 1968-70) 

All firms 

Secured capital demand notes as a percentage of capital 1968 1969 1970 

348 352 
0 ••• _________________________________ .___________________________ 31' 

18 7 0.1 to 9.9________ ____ ____________ ______ __________ __ ______ _________ A 

4 6 10 to 19.9 ________________________ • _ ••• _. _______ • _._._. ___ ._______ ~ 

6 5 20 to 29.9 __ • _______ • _. ______ • ________ • ___________ ._ •••• ___ __ _____ ~ 

6 4 30 to 39.9 ______ •• _. ______ ._. ___ •• ______ ••• _. _________ . __ • __ •• __ ._ 4 
1 0 40 to 49.9 _______ ._.______________________________________________ 1 
1 3 50 to 59.9_ __ __ __ __ __ __________ _ _____ ______ __ __ ___ __ ___ ____ __ __ ___ 3 
1 1 60 to 69.9________________________________________________________ 1 
0 1 70 and over _________ __ __ __ _____ _________ _______ ___ ____ ______ __ __ _ 0 

----------------------
385 379 Total_ _ _ __ __ __ _______ ___ __ __ ____ __ __ ______ __ _____ _____ ___ __ 333 

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

TABLE 6.-COMPOSITION OF NYSE MEMBER FIRMS' CAPITAL FUNDS (YEAR END 1968-70) 

Accounts of partners subject to equity or subordln3tion agreements as a 
percentlge of total capital' 

0 ..... _. __ ._._ ...................•......................•........ 
0.1 to 9.9 •••••••••••••••...•.•••••••....•.•.•.••••••.•..•••••••••• 
10 to 19.9 ....................................................... . 
20 to 29.9 ••••.•...••••••.••••••..•.••••••••....•.•••••••••••••••• 
30 to 39.9 •••••.••••.•••.•..•.•.•.••.•••.••.•.••••••.•...•.••••.•• 
40 to 49.9 ••••....••••••••••••••..•.••••.•......••••••.•.••••••..• 
50 to 59.9._ •••••••••••.....••••••••..•.•••.••••.•••...••••••••••• 
60 to 69.9 ••••....•••••.••.•••....•.••••••.•.•...••.•.••••••••.•.. 
70 and over ••• _ •••••••••.•••••••••••.••••••••.••••••.•.••••••.••. 

Tota'- ___________ • __ •. _._ •••.• _._ ....•.• _ •• _ •••..•••••••••• 

1968 

65 
17 
21 
29 
17 
19 
18 
20 
37 

243 

, Note. ThiS component of capital is not a part of the capital structure of corporatIOns. 

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

All partnerships 

1969 

60 
18 
27 
16 
12 
17 
12 
23 
38 

223 

1970· 

53 
15 
24 
10 
9· 

11 
11 
14 
36 

183 

A major difference that has until recently existed betw'een the Com
mission's Rule 15c3-1 and Rule 325 of the NYSE regarding subor
dinated borrowing arrangements relates to whether a broker-dealer 
may repay such loans at maturity in event that repayment would reduce 
the firm:s net capital below the required minimum. The Commission's 
Rule does not allow repayment under such circumstances. Exchange 
Rule 325, however, permitted repayment even though repayment 
would result in a violation of the Exchange'S net capital rule, provided, 
however, that following repayment the borrowing organization would 
have sufficient assets to permit the repayment of all outstanding un
subordinated debt. '9 Thus, an important distinction between equity 
capital and subordinated debt which became of crucial importance in 
1D70 "'as that the subordinated borrowings of exchange members (as 
well as secured demand notes 20) proved to be wanting in the basic 
characteristic of capital, in that, at the termination of the loan period, 
the subject of the subordinated borrowing could be withdrawn if the 
loan were not renewed. On numerous occasions in 1970 broker-dealers 

19 Under the August 2, 1971 amendments, however, the Exchange's rule has been reo 
vised to conform with the Commission's in this respect. 

20 A secured demand note was one which is made, usually without recourse, and islsued 
to the broker·dealer, and is collateralized by a specified value of securities in the maker's 
account with the broker·dealer, but which cannot be used or resorted to in the absence 
of insolvency. By an amendment to NYSE Rule 325,20 on July 15, 1971. the right of 
withdrawul of a secured demand note Is suspended if after giving effect to the withdrawal 
the member orga nization'R net capital ratio would exceed 1200 per centum or Its net 
ca.pital would fail to meet the minimum requirements. 
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were confronted with the withdrawal of subordinated capital con
tributed by both insiders and outsiders of the firm whil~, at the same 
time, additional capital was neede~ to ?ffset losses of capItal due t~ t~e 
decline in income and also the declme m the market value of ~e?untIes 
in the firm's trading and investment accounts a~ well as secuntIes CO?
tributed as capita1.21 On the other hand, as po.mte~ out, the CommIs
sion by rule p.rovides that ~he terms of a s~bordmatlOn agr~eme?t must 
conta,in certa,m language m order to be mcludable .as. capItal m a ?et 
capital computation made pursuant to the CommIss~on s. net c3;pltal 
rule. Rule 15c3-1(c) (7) under the Exchange Act provIdes m pertment 
part: 

l'he term "satisfactory subordination agl"eement" shall mean a written agree
lllent duly executed by the broker or dealer and the Jenner, which agree~ent is 
binding and ~nforceable in accordance with its terms upon the lender, IllS ere.d
itors. heirs, executors. administrators, and assigns, and which agreement suhs-
fied all of the following conditions: 

* * * * • * • 
(B) The cash or securities are loaned for a term of not less than 1 year. 

I (C) It provides that the agreement shall not be subject to cancellation by' 
either party, and the loan shall not be repaid and the agreement shall not be
terminated, rescinded or modified by mutual consent or otherwisp if the effect 
thereof would be to make the agreement inconsistent with the conditions of this 
rule, or to reduce the net capital of the broker or dealer below the amount re
quired by this rule. 

(D) It provides that no default in the payment of interest or in the per
formance of any covenaillt or condition by the broker or dewIer shall have the 
eff<'ct of accelerating the maturity of the indebtedness. 

Broker-dealer members of specified exchanges are exempted from 
t.he Commission's net capitaJ requirements by paragra.ph (b) (2) of 
Rule 15c3-1; but must comply with the provisions of their exchanges 
with regard t? subordination agreements. In 1970, NYSE Rule 
325.20 (6) prOVIded that: 

The minimUlll time basis for a subordinated loan by a member organization 
shall ordiinarily 'be at least one year, except that (A) in the case of a member 
firm, if the partne'rship agreement provides that limited partners may withdraw 
their capital contributions upon written notice of 90 days or less, and (B) in the 
case of a member corporation, the Certificate of Incorporation authorizes the 
redemption of the non-voting stock upon written notice of 90 days or less, pro
vision may be made :DOl" pa:vment in :Dull of principal and interest prior to the 
expiration of the loan 00 days after written demand."" 

In its application of the "ordinarily" one yea.!' provisions, however, 
the NYSE has interpreted that provision so that loans, in some 

C'l Ch:trles Plohn, Sr., withdrew $1.3 million from Charles Plohn & Co. between October 
14,11)61), and lIfay 1., 1970. Testimony of Edward Jaegerman before NYSE'on July 20 1970 
In .Ta,nnary HnO, Plohn's net capital ratio was 1588 percent (SOQ filed with l\YSE) 'ana a;' 
of the April 24. 1970. audit the firm had a net capital deficiency. At F. I. duPont Glore 
Forgan &; Co .• $2.7 million of capital was withdrawn by former partners of Hirsch & Co 
at the same time the firm was seeking additlonnl financing. . 

"" This provl~lon was deleted by the JuIJ' 1!)7,1 amendments to NYSE Rule 325 and reo 
placed by a requirement that the subordinated loan agreements must prol'ide: 

That cash may be contributed to a member organization by means of a cash subordi
nated loan agreemcnt or a subordinated debenture, witb a maturity date at least one 
rear from the date of the subordinated loan or debenture. and with accelerlltion pro
vi~ions. If anJ', which may be exercised on not less than six months' written notice given 
no sooner than six months from the date of the subordinated loan or debenture provided 
that if. after giving effect to payment at maturity date or any accelerated'maturity 
date. the Aggr;gate I.ndebtedne~s of tb~ member organization would exceed 1200 per 
centum of Its Net CapItal, or Its Net CapItal would fall to equal or exceed the minimum 
dollar amount required by Rule 1125 (a). the obligation of the memher organization to 
repay the subordinated loan or debenture would he postponed until, after giving effect 
to such payment, the Aggregate Indebtedness of the member organization would not 
exceed 1200 per centum of itR Net Capital or its Net Capital would equal or exceed the 
minimum dollar amount required by Rule 325(a). NYSE Rule 325.20(4). 
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instances were subject to the 90-clay withdrawa.l 23 and, on some occa
sions on as little as only three days notice.24 MQreover .when member 
firms began to experience financial difficulty, subordmated lend~I"s 
exercised their right to immediate repayment. This' was accompamed 
in some cases by withdrawals of contributions by partners. 

When the Commission conferred w~th the Exchange on this subject, 
it urged the Exchange to take steps to stem this flight of subordinated 
borrowings and to follow the Commission's rule which prohibits with
drawal of a subordinated loan if the effect is to place the broker-dealer 
in net capital violation; the Exchange through its counsel asserted that 
it wa.s helpless. This is reflected in his letter of November 12, 1970 to 
the Commission's General Counsel: 

«It] should be recognized that certain major problems arc raised in considering 
any such proposal. For example it was only after several years of intensive 
effort that the Exchange was able to obtain from the Internal Revenue Service 
a ruling (published as Internal Revenue Bulletin No. 1968-6, dated February 5, 
1968) which recognized, under certain stated conditions, subordinated debentures 
i~sued by member corporations as debt instruments rather than equity. Prior to 
the issuance of that ruling IRS examiners in the field had on numerous occasions 
taken the position that interest paY'ments by member corporations on their out
standing subordinated debentures were not properly deductible 'business expenses 
but were, rather, in the nature of dividends, because the subordinated debentures 
constituted equity rather than debt. The published ruling was finally obtained 
after much difficulty. One of the main points emphasized in our arguments that 
the debentures should propcrly be considered to constitute debt was the fixed 
maturity date of the debentures, at which point in time the debentures became 
repayable and repaY'ment could be legally enforced, absent insolvency, bank
ruptcy, etc. 'Whether or not the Internal Revenue Service would continue to con
sider subordinated debentures of member corporations as debt instruments if in 
fact the stated maturity date must be postponed indefinitely during the period of 
a net capital deficiency, is certainly open to serious question, but is one of great 
significnnce to member corporations. Undoubtedly it should be resolved before 
subordinated loan agreements are required to contain a provision prohibiting re-
payment whenever a net capital defiCiency exists. . 

The impact of such a provision on the llJbility of member organizations to raise 
or retain badly needed capital must also be weighed. Traditionally the Exchange 
has felt that such a provision would make it significant'ly more difficult for mem
ber organizations to borrow on a subordinated basis. Present subordinated loan 
agreements might not be renewed on maturity. It might as well be argued that 
member organizations, in these days of high intere~t rates and low profitability, 
have enough difficulty in attracting and keeping 'badly needed capital without 
making that task more difficult by requiring subordinated loan agreements to 
contain the clause in question. 

This same letter set forth the reasons for the claimed inability to 
prevent the repayment of subordinated borrowings under their exist
mg agreements: 

In view of these considerations, we sincerely feel that no useful purpose would 
be sen"ed by the letter you described briefly in our phone C'Onversation, i.e., a let
ter from the Commission or tIle Staff to the Exchange which, as I understand it, 
would in effect direct the Exchange. regardless of the provisions of currently 
('ffective subordinated loan agreements, to prohibit repayment of those loans on 
maturity whenever repayment might violate Rule 325. Such a letter, we believe, 
would he unrealistic, ,because it would direct the undo3Jble. How can valid, 
enforceable contrncts entered into in good faith with the express approval of the 
F:xch:mge and at least the acquiescence of the Oommission, be retroactively 

23 Suhordlnated loan ngreements obtained from the NYSE show that subordinated loans 
at floorlhody & Co. were typically for 1)0 days and that such loans to Charles Plohn & Co. 
In 11)70. to overcome a net capital violation. were for 1)0 dn'"~ . 

.. Subordinated loan agreements of New York Securities Co., members of NYSE. 
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amended in an essential way without the consent of the contracting parties? Even 
to attempt to do so would, it seems to us, leave the Exchange in an untenable 
pOsition. We must live with the present agreements, unless amended. If for the 
future, it is decided that subordinated capital should be "locked in" whenever the 
borrower is in violati'on oj} the net capital rules, the proper approach to achieve 
this end would be to require the necessary contractual provision in all future 
subordinated loan agreements." 

Goodbody & Co. offers a case study of how a firm soul!,ht to induce 
subordinruted lenders not to demand repayment. 

A. GQQdbo'dy & 00,. 
In early 1970 when there were indications that it was in financial 

difficulties, Goodbody, in the first of two communications to subordi
nated lenders, on March 19, 1970, asserted that the firm was in sound 
financial condition: 

An article appearing in the Wall Street 'Journal yesterday, while generally 
factually correct, may have been misleading to those who are not familiar with 
the details of how our business operates. While our final February figures are 
not yet available our losses for the first two months of the year will be in the 
aren. of $1,500.000 "guessed at" in the Journal. 

In antiCipation of the losses that subsequently resulted we made a drive last 
summer and early fall to reduce expenses in a substantial way and are just com
pleting a second cost reduction campaign. Accumulative savings in the area of 
$1.000,000 per month have resulted. In addition to this we announced the consol
idntion of five of our small ",satellite" offices with the parent office in the same 
community. This in no way diminished the gross business we were doing as sales 
personnel in offices consolidated were retained. Nor does this indicate that 
Goodbody & Co. is attempting to contract its operations. We are, though, working 
dny and night to improve our profit picture in every way possihle and will con
tinue to study an~' and aU ways of achieving our objective. 

Our current Firm capital is over $65,000,000, a figure that is comfortably above 
the Stock Exchange minimum requirements. From time to time, and as our busi
ness hopefully expands, further additions to capital will be made. 

What we and others in the securities industry need is a relaxation of existing 
tight money conditions which might mean the end of the bear market, an increase 
in volume, and a quick approval by the SEC and New York Stock Exchange of an 
iuterim increase in commissions, pending a final determination of a new commis
sion schedule. We sincerely believe all three may be closer than it seems 
today. 

We anticipate diminishing losses in March and April by which time we hope to 
be down to at least a breakeven. The expected interim commission increase would 
effect a dramatic turn-around from red to black figures. 

The second report a little over a month later on April 29 con
tinued to encourage subordinated lenders to stand-fast with the firm: 

My partners and I felt that you, our friends, who are furnishing a significant 
part of our Firm Capital, should receive a copy of the following message that 
went out to our organization yesterday morning and which was subsequently 
picked up and reported in the press. 

Over the past few months member firms of the NYSE have been the subject ot 
a rash of irresponsible rumors regarding their financial condition. . 

The fact that a few firms have gone out of business, that the industry's profits 
have suffered as a result of low volume, and that the general outlook is depressed 
in the way characteristic of bear market have all been contributing factors to the 
rumors. 

Last week at least 10 firms became the subject of the rumor mill. Goodbody & 
Co. was one of them. In our particular case, another member firm saw fit to 

25 The amendmpnts to NYSE Ruly ~2!'i now require that suhordlna tlon agreements con· 
taln language sURpending the right of withdrawal of Rubordinated loans if the effect would 
be to increase a member organizations net capital ratio over 1200 per centum. Moreover, 
!;ubject to Internal Reyenue clearance the preRent rule of ,the NYSE provideR that with
drawal may not occur If It will result In a violation by the firm of net capital requirements. 
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spr2nd these false rumors by publishing a version over its wire system. "'e under
stand there has since heen a retraction of the rumor, but because of the serious
ness of the mutter we are considering asking the NYSE to bring charges agninst 
the firm. Meanwhile since the issue has been raised, I am taking this opportunity 
.to review the facts regarding Goodbody's financial condition. 

We have a record amount of capital of $65 million wihich, to the best of my 
knowledge, places us among the top 5 firms in the industry. 

'Ve ha"e a capital ratio, conservath'ely stated, of under 15 to 1. 
We're subject to no regulatory restrictions. 
1Ve haye risen to the level of 3rd largest retail firm in the industry. 
We are increasing our share of NYSE volume at a faster rate than our leading 

con!petitors. 
'Ve are one of the handful of major firms which publish annual earnings 

figures and thereby subject thelllselYes to the healthy aspects of public reYiew. 
:My primary regret is that I will be reaching my mandatory retirement age of 

65 at yearend rather than entering the securities business with Goodbody & Co. 
at 25. I believe the needs for what we have to offer are virtually unlimited. 

So, don't let present difficulties and baseless rumors lead you to sell this 
bUSiness short. Our firm and the industry have a great future. 

However, while the subordinated lenders were thus being en
couraged to refrain from demanding payment, insiders were appar
ently withdrawing their capital. 

Net equity of general partners of Goodbody declined from $17,749,-
354 on December 31, 1969, to 12,564,477 on June 30, 1970. The changes 
in the actual components were as follows: 

Secu rilles at 
Free credit market long 

balances and short 

Dec. 31, 196L .....••. _ $1,001,607 $4,702,283 
June 30, 1970 __________ . I (I, 004, 326) 4,448,780 

I Represents excess of debit balances over credit balance. 

Net 
commodity 

equity 
General 
capital 

Contributions to capital 
exchange membership 

Value Excess 

$6,908 $7,632, 500 $4,358,470 $47,586 
7,906 38, 047 6, 568, 500 2, 505, 570 

The effect of the decline on partnership equity would have been 
even more severe were it not for the addition of 19 new general part
ners who added $862,000 of net partnership equity.26 

'" "IThe (allowing table shows the erosion of Goodbody & Co. capital and subordinated borrowings In 1970 
part of which may be attributable to market decline and operating losses: 

1969 Dec. 31. _____________________________________ _ 

1970 Jan. 31. ______________________________________ _ 
Feb. 28 _____________ . ____ .. ______ . __ . ___ . ____ _ 
Mar. 31. __ . ______________________________ . __ ._ 
Apr. 30 _____ • __ . __ . ________ . __ .. __ ... ________ _ 
May 31. ______________ ... ____ . ________________ • 
June 30 ___________________ • __________________ • 
July 31. _____________________________ . _______ __ 
Aug. 28 ___________________________________ . __ • 
Sept. 30 _______________ . _____________________ __ 
Oct. 31. __ • ___________________ .. _____________ .. 
Nov. 30 ______________________________________ • 
Dec. II. __ . __________________________ .. ______ • 

Special 
Net partnership Partners capital 

equity contributions 

$17,749,354 

17,178,809 
17,365,067 
16,124,557 
15,384,617 
13,140,223 
12,564,477 
11,483,471 
1I,790,S05 
12,471,211 
1I,729,7S1 
11,125, S02 
.9,401,102 

$3,282,500 

3,477,500 
3,422,500 
3,902,500 
3,902,500 
3,792,500 
3,617,500 
3,592,500 
3,492,500 
3,417,500 
4,163,302 

b 13, 654, 500 
b 13,619,500 

Subordinated 
borrowings 

$48, 902, 806 

~1, 640, 153 
53,602,291 
57,255,826 
55,298,640 
48, 08S, 331 
47,575,394 
46,103,122 
40,279,570 
40,260,597 
33,304,120 
38,439,365 
39,499,026 

• $1,086,712 of restricted securities were not Included which had previously been Included. 
b Refiects lufusion of capital by Merrill Lyncb. 

Note: Monthly financial reports of Goodbody & Co. 
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This flight of capital in the industry was also exemplified by the 
experience of F. I. duPont, Glore Forgan & Co. 

B. F. I. duPont, Glore Forgan & 00. 
This firm had $12.7 million in excess net capital at the end of Decem

ber, 1970,21 but the projected capital withdrawals from January 
through July, 1971 amounted to $24,826,000, exclusive of the $2.7 mil
lion contributed by the partners of Hirsch & Co. who upon the merger 
of their comJ?any with duPont in July of 1970, were gIven the optlOn 
of withdrawmg their contributions prior to December 31, 1970.28 In 
addition to those impending withdrawals, Edmund duPont, senior 
managing partner, gave notIce of his intention to withdraw his con
tribution of $4,580,000 between February and August 1971.29 

3. Method8 employed to counteract flight of capital 
Traditionally, brokerage firms raised capital internally. Equity 

capital in a partnership consists of contributions by general or limited 
partners and of their individual trading accounts subjected to 
partners' equity agreements 30 or subordination agreements. A broker
dealer organized as a corporation would confine the sales of its stock 
to upper management personnel. 

The period of 1969-70 created a dual problem for broker-dealers' 
in the raising of capital. First, the decline in volume of shares traded 
and of market value of securities caused substantial operating losses. 
Secondly, the decline in market value of securities caused substantial 
reductions in the value of securities representing contributions of part
ners, and in the firm investment and trading accounts as well as those 
which were in subordinated accounts and the subject of subordinated 
loans. 

To combat this shrinkage, most broker-dealers were able to obtain 
additional contributions from insiders and a small group of outsiders 
on a subordinated basis. As an example, one partner of Hornblower & 
Weeks-Hemphill, Noyes & Co. contributed additional securities to 
3upport a sagging capital structure. Other Ll'oker-dealel's, unable to 
obtain additional financing from existing capital contributors and sub
ordinated lenders or requiring more capital than those persons could 
supply, employed various other methods to bolster their financial con
dition, many of which were measures of desperation. However, before 
discussing these it might be helpful as background to explain the very 
important distinction between the kinds of arrangements which ac
tually enlarge the resources of a broker-dealer on the one hand, and 
those which are effected to achieve compliance with an exchange'S net 
capital rule and to provide additional security for customers and 
creditors, without making any additional contributions to the working 
capital or the earning power of the firm. A subordinated account 
agreement and sale and lease-back arrangements are typical of ar-

~ Letter from NYSE to Commls.lon dated .Tanuary 15, 1971. 
.. Letter from NYSE to Commission dated February 9, 1971. 
!l9 However, mOAt of the capital contributions of the general partners were. In fact, not 

withdrawn because the general partners no longer had any equity capital In duPont, once the 
firm's Imdl.trlbuted losses were apportioned. 

30 A partner's equity agreement Is one In which the partner has agreed that the equity In 
his account carried by the partnerAhlp shall constitute partnership property. See e.g. Rule 

. 15c3-1 (c) (4) under the Exchange Act. In addition to Auch Internal sources, It has been seen 
that resort bas been had to subordinated loan or subordinated account agreements. 
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rangements which augment net capital without adding to earning 
power, because the usual subordinated account agreement provides 
merely that a minimum specified market value of securities will re
main in the account without authorizing the broker-dealer to use any 
part of it in its operations. Failing in their ability to procure actual 
working capital resources, a number of firms used subordinated ac
count agreements to bolster net capital. 

The significance of the sale and leaseback arrangement may be under
stood by reference to certain principles of the net capital requirements 
with the emphasis on liquidity. A firm's furniture and fixtures are 
deducted from net worth for the purposes of a net capital computation. 
To obviate this inability to have a substantial asset includable as net 
capital, a practice developed in the 1969-70 climate under which 
some broker-dealers would sell their furniture and fixtures to an affili
ate, created for that purpose only. The affiliate would pay for the pur
chase from funds obtained by pledging those assets for a bank loan, 
and the newly created long-term lease under which the broker-dealer 
agreed to rent the furniture and fixtures, at rentals providing a suf
ficient amount to make the payments on the loan, would also be placed 
with the bank as collateral. Since the only liability under the lease 
effected on the broker-dealer's books is the accrued, and not the pros
pective rent, this series of steps form the basis for the fiction that the 
parent's assets include cash in lieu of the furniture and fixtures and 
that the parent has no liability for the bank loan. Although this might 
provide additional temporary liquidity, the asset would disappear and 
the liability wonld be reflected on a consolidated basis. 

A survey by the NYSE as of December 5,1969 of 445 member firms 
indicated that 49 had such leased back affiliates. If the corporate veil 
were pierced as to the 49, ten of them would not have been ahle to meet 
the net capitall'equired under the NYSE rules.31 

In some cases, moreover, firms in financial difficulties made public 
offerings of securities in violation of applicable registration require
ments of the Securities Act of 1933. 

A. Wal8ton & 00. 
The activity of 1Yalston & Co., Inc. provides an example of the use 

of the subordinated account toward the end of 1970. The prospective 
withdrawal of $9 million in subordinated loans by the firm's employee 
pension fund at the end of the year foretold that a substantial net 
capital violation would occur at that time.32 

To improve its financial condition, 1Valston engaged in several pro
grams including snch steps as the filing of a claim for a Federal 
income tax refund, due as the result of operational losses occurring in 
1970, putting into effect a cost reduction program aimed at curtailing 
losses, and the solicitation of subordinated accounts from its public 
customers. 

The solicitations began sometime in the middle of August, 1970, and 
extended into mid-December 1970. Of approximateley 280 customers 

31 Document. "nplllled by NYSE Rt December 1969 meeting with the Commission. The 
NYSE has undertaken a more recent survey of sale, and lea.e-bnck arrangements of mem
ber organizations. however. the results have not :vet been completed. 

3ll The pension funds which are administered b:v the firm's management had to withdraw 
their subordinated loans because an Insnrance company would not renew bonds collateraliz· 
Ing the loans as required under Federal law with respect to subordinated loans made to an 
employer by Its employees' pension plans. 
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who were solicited aproximately 100 accepted and thus purported to 
augment the firm's net capital with the inclusion of $2 million in the 
accounts. After deduction of appropriate haircuts on the value of 
securities for net capital purposes, the subordinated accolmts repre
sented over one-half of Watson's excess net capital in July, 1971.33 

The Commission instituted an administrative proceeding against 
the firm and on October 7, 1971, it entered an order upon an offer of 
settlement from Walston & Co. regarding its solicitation of subordi
JUtted accounts from about September 1 to December 28, 1970, from cus
tomers who were not then or formerly directors, officers or employees 
of the firm or members of their immediate families. Walston was 
censured and agreed to guidelines for any future solicitations of sub
ordinated accounts from such persons and to terminate those subordi
nated accounts which it had solicited in the period from September 1 
to December 28, 1970.34 

B. Bache & 00. 
By procuring a number of additional subordinated accounts, Bache 

& Co. Incorporated increased the value of securities after "haircut" in 
subordinated accounts from $1,826,643 on June 30,1969 to $7,096,659 
by July 29, 1971.35 

As of April 30, 1971, Bache computed its aggregate indebtedness at 
1020 percent 36 of net capital including the value of all subordinated 
accounts in the aggregate amount of $21,923,000. Of all subordinated 
accounts Bache in its registration statement filed with the Commission 
on Julv 2!), 1fl71, indicated that at that date, $7,096,659 was obtained 
from 45 persons who were "customers and others who are not and were 
never employees, stockholders, debenture holders or relatives thereof". 
In Bache &: 00. Incorporated, Securities Exchange Act Release 
No. 9266, the Commission found that the subordinated account solicita
tions involved the offer and sale of securities in the form of investment 
contracts and evidences of indebtedness in violation of provisions of 
Section 5 of the Securities Act of 1933.37 

O. McDonnell & 00. 
McDonnell & Co., Inc., provides another example of the sale of 

securities in violation of registration requirements of the Securities 
Act of 1933 in an attempt to achieve compliance with net capital re
quirements. In the case of McDonnell & Co., Inc., the offer involved 
questionable methods. This occurred at the time of the firm's financial 
peril in the latter part of 1968 and early part of 1969. McDonnell's 
annual audit as of October 31, 1968 indicated that with net capital of 
$3,823,302, the ratio of aggregate indebtedness to net capital, based 
upon the requirements of Rule 325 of the NYSE, was 3027 percent 
considerably in excess of the allowable maximum of 2000 percent. Fur-

S3 Division of Trading and Markets memorandum July 15, 1971. 
.. F.xchan~e Act Release No. 9362 . 
.. Bache & Go. Incorporated, Registration Statement, on Form 8-1 (File No. 2-41299), 

Pt. II, Item 26. p. 11-2. 
30 Under applicable rules of the NYSE at the time, Bache would have been In conwliance 

with net capital requirements If Its aggregate Indebtedness was as much as 2,000 percent 
of net capital, and under the forthcoming NYSE rules that would have had to be reduced to 
1,500 percent. 

S'! In light of those experiences, the Commission has found It desirable to publish a release 
directing attention to the applicable provisions of the federal securities laws In connection 
with the public otl'ering of subordinated accounts. See Securities Act release No. 9412. 
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ther, as of January 30, 1969, the NYSE interpreted McDonnell's capi
tal position as reflecting a ratio of 3825 percent, with net capital of 
$3,092,000 and aggregate indebtedness of $118,265,000. 

The Commission ascertained that, in November 1D68, McDonnell 
had offered to approximately 80 of its so-called "key employees" shares 
of nonvoting common stock. Of this number, 59, including a group of 
registered representatives who were neither officers nor in supervisory 
positions, accepted by purchasing $1,300,000 worth of the stock from 
November, 1968 through May, 1969. At no time were the purchasers 
informed of the results of the October, 1968 audit. In the circumstances, 
the Commission instituted an action in the United States District 
Court for the Southern District of New York to enjoin T. Murray Mc
Donnell and McDonnell & Co., Inc. from further violations of the 
registration requirements of the Securities Act of 1933 and the anti
fraud provisions of the federal securities laws. Both defendants con
sented to the entry of a permanent injunction without admitting or 
denying the underlying allegations. 
4. Relationship8 among the component8 of Oapital 

In order to gain a perspective of the components of broker-dealer 
capital, Table 7 contains a detailed schedule showing the dollar 
amounts of capital employed by NYSE member firms carrying pub
lic customer accounts at year-end 1970.38 Each of the major compo
nents of capital are presented in this table for clearing corporations, 
non-clearing corporations, clearing partnerships and non-clearing 
partnershi ps. 39 

TABLE 7.-STATEMENT OF CAPITAL AND SUBORDINATED ACCOUNTS FOR NYSE MEMBER FIRMS CARRYING 
ACCOUNTS OF PUBLIC CUSTOMERS, YEAR END 1970 

[In millionsl 

PART I-CORPORATIONS 

Capital and subordinated accounts All firms Clearing firms 
Nonclearing 

firms 

Subordinated loans and accounts ___________________________________ _ $397.0 $347.1 $49.9 
62.5 61. 0 1.5 
(4.1) (5.4) 1.3 

242.3 218.1 24.2 
~59. 0) ~55. 5) (3.5) 
77.7 39.9 37.8 

Secured capital demand notes _____________________________________ _ 
Appreciation (depreCiatIOn) of market value of exchange memberships __ Capital stock outstandlng _________________________________________ _ 
Capital stock In Treasury __________________________________________ _ 
CaPItal surplus __________________________________________________ _ 

4.9 4.9 0 
417.3 368.1 49.2 

Retained earnings. Approprlated ________________________________________________ _ 
Unapproprlated ______________________________________________ _ 

-----------------------1,338.6 1,178.2 160.4 

150 93 57 

Total capital funds __________________________________________ =~;;;~=~~~=====c= 

Number of firms __________________________________________________ ============= 
Totalliablhtles (other than subordinated) _____________________ _ 
Total assets , ______________________________________________ _ 

1 A complete balance sheet for these firms is found in Table 18. 
Source: NYSE I & E reports. 

7,301. 4 
8,640.0 

6,739.2 562.2 
7,917.4 722.6 

38 See Table 17 for year-end 196V "Stutement of Capital and Subordinated Accounts for 
NYSE l\fembers Carrying Accounts of Public Customers." 

'" In addition, the Table 18 preRents the releyant balance sheet data at year-end 1970 for 
each group of firms. Clearing firms (either partnerships or corporations) are firms which 
carry accounts of customers and hold customers' funds and securities. A non-Clearing firm 
acts as a forwarding broker; that Is, a broker who forwards the transactions of its customers 
to a clearing firm for clearing and settlement on Ii disclosed basis. 



67 

PART II-PARTN ERSHI PS 

Accounts of partners subject to equity or subordinatIOn agreements_____ $487.5 $394.8 $92.7 
Subordinated loans and accounts____________________________________ 162.8 157.9 4.9' 
Secured capital demand notes______________________________________ 36.6 36.0 .6, 
Appreciation (depreciatIOn) of market value of exchange memberships__ 18.7 15.5 3.2 
Capital accounts: 

General partners______________________________________________ 784.3 717.6 66. r 
Limited partners______________________________________________ 232.5 223.9 8.6' 

Total capital funds __________________________________________ --,-, 7-:2-2.-4---,,-54-5.-7---'-76-. 7-

Number of flrms__________________________________________________ 183 129 54 
==~~==~~====== Total!tabl!ttles (other than subordlnDted)______________________ 8,207.2 7,890.6 316.6 

Total assets 1_______________________________________________ 9,929.6 9,436.3 493.3 

I A complete balance sheet for these firms IS found in Table 18. 

Source: NYSE I & E reports. 

At year end 1D70, there were 353 partnerships and 219 incorporated 
NYSE members whereas at year end 1969 there were 398 partnerships 
and 224 corporations.40 

At year end 1970, there were 150 NYSE member corporations car
rying public customer accounts with total assets of $8.6 billion and 
183 partnerships with assets of $9.9 billion. Of the $8.6 billion in total 
assets employed by NYSE member corporations carrying public cus
tomer accounts, 93 clearing firms accounted for 92 percent of total 
assets, while the 57 nonclearing firms accounted for only 8 percent. 
Among partnerships, 120 clearmg firms had assets of $9.4 billion, or 
95 percent of all partnerships' assets and 54 nonclearing partnerships 
had assets of $'1:93 million, 01' only 5 percent. 

Capital and subordinated accounts combined aggregated $1.3 bil
lion for the 150 corporations and $1.7 billion for the 183 partnerships. 
Clearing firms (partnerships and corporations combined) had capital 
and subordinated accounts amounting to $2.7 billion, while the much 
smaller nonclearing firms had about $337 million in total capital 
funds. The most important distinction between clearing and non
clearing firms regarding capital employed is that nonclearing firms 
have more capital and subordinated borrowings relative to total assets 
than do clearing firms; that is to say, nonclearing firms as a group 
have a lower debt to asset ratio. Total liabilities (excluding subor
dinated borrowings) were about 84 percent of total assets for both 

10 Seo the following table: 

Year 

19iO ________________________________________ _ 
1969 ___________ . __________________ . _________ _ 
1968 ________________________________________ _ 
196i ________________________________________ _ 
1 n66 .. __________________ , ___________________ _ 
1965 _______________________________________ __ 
1904 ________________________________________ _ 
1963 ________________________________________ _ 
1962 ________________________________________ _ 
1961. ________________ . ______________________ _ 

Source: NYSE Fact Book 1971, at p. 57. 

Total at 
yearend 

6i2 
622 
646 
647 
649 
561 
656 
670 
6i2 
681 

Partner
ships 

353 
398 
443 
462 
484 
499 
518 
556 
573 
587 

Corpora
tions 

219 
224 
203 
185 
165 
152 
138 
114 
99 
74 

Newly 
admitted 

during year 

29 
24 
24 
30 
25 
26 
21 
40 
23 
22 
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clearing partnerships and clearing corporations compared with 78 
percent for nonclearing corporations and 64 percent for nonclearing 
partnershi ps. 

Thus, nonclearing partnerships are less leveraged than other broker
dealers, apparently due to their small size and the relative importance 
of their investment in an exchange membership which cannot be 
counted toward net capital but is part of a firm's assets and probably 
requires proportionately more equity financing than other assets. 

As indicated in Table 7, subordinated borrowings contributed for 
capital purposes aggregated $460 million, while equity capital n totaled 
$879 million at year end 1970 for 150 NYSE member corporations. 
Of the $460 million in subordinated borrowings held by corporations, 
86 percent was in subordinated loans and 14 percent was in secured 
capital demand notes. Retained earnings accounted for $422 million 
of the $879 million in equity capital available to incorporated NYSE 
members. It should be noted, however, that Merrill Lynch, Pierce, 
Fenner and Smith, Inc., the largest of the 150 corporations, held over 
one-half of the $422 million in retained earnings.42 In contrast, this 
firm accounted for less than one-third of the total assets employed by 
these firms. In this connection, it should be noted that the preponder
ance of broker-dealer corporations are very closely held and except 
for limited liability they are more akin to unincorporated businesses. 
Capital surplus and the depreciation of stock exchange memberships 
agg-regated $274 million, while the remaining capital was in common 
and preferred capital stock. 

Turning to a discussion of the overall capital structure of partner
ships, it is evident from the data in Table 7 that the 183 NYSE part
nerships rely somewhat more heavily on subordinated borrowings for 
capital purposes than do corporations. Thus, secured capital demand 
notes, subordinated loans, and accounts of partners subject to equity 
and subordination agreements totaled $687 million or 40 percent of 
the total capitalization of partnerships compared with 34 percent of 
the total capital and subordinated accounts employed by corporations. 
Accounts of general and limited partners subject to equity or sub
ordination agreements (not included in the capital structure of corpo
rations) accounted for 71 percent of the subordinated capital employed 
by partnerships. Accounts of partners subject to equity or subordina
tion agreements were a relatively more important component in the 
overall capital structure of nonclearing partnerships when compared 
with clearing partnerships, although, of course, the dollar amounts 
involved were considerably less due to the smaller size of nonclearing 
firms. 

The capital accounts of general and limited partners were valued 
at $1.0 billion of which 23 percent was in the accounts of limited 
partners. The appreciation in the value of exchimge memberships 
amounted to $18.7 million for the 183 partnerships. 

A. Variation in the capital structure among firms 
The aggregate data presented in Table 7 indicate a general simi

larity in the overall capital position of NYSE member firms grouped 
... Equity capital Is defined as total assets less total Jiabll\t\es and subordinated borrow-

1nl18 for capital purposes . 
.. Merrill Lynch a. of Dec. 25. 1970. had $254.240.000 earned surplus. Merril! Lunch, 

Pierce, Fenner & Smith Incorporated, Registration Statement. File No. 2-40156 at pp. 40-41. 
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as c1earinO' or nonclearinO' corporations and clearing or nonclearing 
partnerships; llO'Yever, a; ex~m~at~on of ind~vidual firm data reveals 
that there is consIderable varlatlOn III the capItal structure of broker
dealers. That is to say, there is a rather wide disparity in the impor
tance of individual components of capital relative to total capital 
funds employed by particular broker-dealers. Thus, some firms rely 
heavily on subordinated borrowing as a source of capital, while other 
broker-dealers do not use such fin'i1llcing and their entire capit~l base 
consists of equity. Among broker-dealers that have subordmated 
borrowings, there is, of course, wide variation among firms regarding 
the relative importance of the particular type of subordinated capital 
utilized. The data presented in Tables 3 through 6 and Tables 19 
through 21 allow us to analyze such differences in the capital struc
ture of all NYSE members doing a public business in 1969 and 1970. 

Between year end 1968 and 1969, total capital funds available to 
all NYSE members doing a public business declined from $4.0 billion 
to. $3.4 billion and between year end 19G9 and 1970 they declined 
further to $3.1 billion. In each year, almost two-thirds of such financ
ing was in the form of equity while the remaining one-third was in 
subordinated borrowings for capital purposes. The mix of equity 
financing relative to total capital funds employed by broker-dealers 
varies widely on a firm by firm basis as indicated by the frequency 
distribution in Table 3. Thus, at year end 1970 there were 46 broker
dealers among the 333 NYSE members doing public business whose 
capital base consisted entirely of equity compared with 53 firms at 
year end 1969 and 62 firms at year end 1968. At the other l'nd of the 
spectrum, however, equity capital accounted for less than 30 percent 
of total capital funds available to 48 firms in 1968 and 66 firms at 
year end 1969 and 60 firms at year end 1070. The remaining capital 
funds available to these firms, of course, was in the form of sub
ordinated borrowings. In additi~n to the information presented in 
Table 3. Tables 19 and 20 show similar data distinguishing bet"-een 
corporations (clearing and nonclearing) and partnershipss (clearing 
and nonclearing), while Table 21 groups all firms according to asset 
SIze. 

The aggregate data presented earlier indicated that NYSE partner
ships relied son:ewhat more heavily on subordinated borrowings as 
a source of capItal funds than do NYSE corporations; however, an 
analysis of the frequency distributions in Table 19 (Part I) and 
Table 20 (Part 3) gives a clearer impression of the differences that 
exist between partnerships and corporations in this regard. These 
data show that there is greater variation among partnerships in their 
capital structure and that many partnerships do not rely extensively 
on subordinated borrowings as a source of capital funds. For example, 
at year end 1970, 17 percent of the 183 NYSE partnerships did 
not employ suborcHnated borrowings, while this was true for 10 
percent of the 150 NYSE corporations. At the same time, however, 
25 percent of all NYSE partnerships had 70 percent or more of their 
total capital funds in the form of subordinated borrowings compared 
with only 9 percent for corporations. 

Subordinated loans and accounts increased from $510 million to $548 
million and $559 million between year end 1968, 1969 and 1970 while 
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total capital funds available to all NYSE member firms doing a publIc 
business actually declined by 16 percent between year end 1968 and 
1969 and 9 percent between year end 1969 and 1970,43 Subordinated 
loans and accounts therefore assumed a greater importance in the capi
tal structure of NYSE member firms during 1969 and 1970 as suggested 
by the data in Table 4. For example, subordinated loans accounted for 
60 percent or more of the total capital funds available to 38 NYSE 
member firms at year end 1970 compared with 33 firms in 1969 and 11 
firms in 1968. Such borrowings of cash or securities normally account 
for less than 20 percent of the total capital funds employed by members 
who utilize this account. Subordinated loans were utilized more heavily 
by corporations than partnerships, accounting for 50 percen<t or more 
of the total capital funds available to 50 corporations compared with 
'7 partnerships. At year end 1970, 26 percent of NYSE partnerships 
and 89 percent of NYSE corporations doing a public business utilized 
this source of borrowings for capital purposes (Table 19-Part II). 

Secured demand notes are not a very large component of the capital 
:structure of broker-dealers. Secured demand notes total only $D9 mil
lion at year end 1D70-a decline of $47 million over the previous yearY 
.As shown in Table 5, only 7 percent of all NYSE member firms 
-carrying public customer accounts employed such financial arrange
ments at year end 1970, slightly more than the pre?eding year. More
over, nonclearing firms used this method of financmg less frequently 
than clearing firms. There were, however, a number of instances where 
secured demand notes were an important component of net capital to a 
particular broker-dealer. There were, for example, three corporations 
and one partnership which at year end 1970 had secured demand notes 
in amounts equal to all other components of so-called capita1.45 

Accounts of partners subject to equity or subordination agreements 
amounting to $862 million at year end 1968 declined to $619 million by 
year end 1969 and $4-87 million at year end 1970. More than two-thirds 
of all partnerships employed this source of financing, about the same 
proportion as the preceding year (see Table 6). Accounts of partners 
subject to equity or subordination agreements accounted for 50 percent 
or more of the ,total capital funds available to about one-third of all 
NYSE partnerships in 1968, 1969 and 1970. 

B. Se(flJJl'itie8 contrib7ded for capital p7brp08e8 
The foregoing discussion illustrates the flight of insider contribu

tions from a few firms and the extent of their efforts to replace those 
resources with subordinated borrowings. Moreover, whatever there 
was of industry capital was heavily weighted in securities. With the 
marked shrinkages in securities values which occurred in the 1969-70 
period, tliis Itype of contribution did not stand the industry in good 
stead. Of the $3.1 billion in capital and subordinated borrowings em
ployed by all NYSE member firms carrying public customer accounts 
at year end 1970, about $1.1 billion was in the form of securities. Most 
of these securities were loaned to broker-dealers under subordinated 
borrowing arrangements; however, rubout one-third of this amount was 
in the capital accounts of general and limited partners. The securities 

.. See Table 16, 
"Ibid . 
.. See Table 19. Part III. 
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in the capital and subordinated accounts of broker-dealers consist of 
both debt and equity instruments; unfortunately, a breakdown into 
these categories is not available on an industry-wide basis. Such in
formation is, of course, available through an inspection of individual 
broker-dealer X-17A-5 reports. 

As pointed out earlier, subordinated loans and accounts aggregated 
approximately $560 million at year end 1970 for the 200 NYSE mem
bers who employed such financial arrangements-about two-thirds of 
that amount was in the form of marketable securities. At the same time, 
133 NYSE partnerships employed $440 million in funds attributable 
to the accounts of partners subject to equity or subordination agree
ments of which three-fourths was in marketable securities. In addition, 
about 30 percent of the $1.0 billion in the capital accounts of partners 
was in the form of marketable securities. Most of the 200 NYSE mem
ber firms' partnership capital accounts did not, however, contain 
securities positions as evidenced by the data in Table 8. This table con
tains data which shows the relative importance of marketable securities 
to total funds avail ruble in selected capital and subordinated accounts 
of NYSE partnerships and corporations at year end 1970. 

TABLE 8 -MARKET VALUE OF SECURITIES AS A PERCENTAGE OF TOTAL FUNDS AVAILABLE IN SELECTED 
CAPITAL AND SUBORDINATED ACCOUNTS OF NYSE MEMBER FIRMS, (YEAR END 1970) 

Subordinated 
loans and accounts 

of corporations 
Percent and partnershIps 

Accounts of 
partners subject 

to equity or 
subordination 

agreements 

Capital accounts 
of general and 

limited partners 

0........ .... ......................... .......... ..... 65 22 17~ 
01 to 199............................................ 6 3 
20.0 to 39 9........................................... 9 6 9 
40.0 to 599........................................... 18 7 t 
60.0 to 79 9........................................... 31 16 8 
800 and over......................................... 71 79 

-----------------------------
Tota'--........................................ 200 133 200 

This heavy emphasis on securities as the means for maintaining 
solvency is illustrated by the experiences of Dempsey-Tegeler & Co., 
Inc. 
Dempsey-Tegeler & 00., Ino. 

The annual audit of Dempsey-Tegeler as of 1968 indicated that the 
$12.7 million attributed to capital was comprised of $4.3 million of 
equity and $8.3 million of subordinated borrowings. The 1969 audit 
as of June 1 revealed that the capital item had increased to $30.6 mil
lion consisting of subordinated borrowings of $24.9 million and equity 
of $5.7 million (the latter having almost entireiy resulted from an 
increase in earned surplus from the previous profitable year). N ever
theless Dempsey-Tegeler was in financial difficulty, as shown 'by a 
2169 percent net capital ratio which was computed by the NYSE 
for the .June 1 audit (net capital deficiency $1,126,000) 46 and by 
December 31 the net capital deficiency was $10,300,000,41 

.. Memorandum of D\,,\s\on of Trading and Markets "Dempsey·Tegeler Quick Fact 
Sheet as of 10/20". 

<T Memorandum of D\,,\sion of Trading and Markets, Feb. 18, 1970. 
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In early 1£)/0, the financial situation continued to deteriorate with 
a cumulative loss from November 1969 through February 1970 of $1.4 
million which resulted in a net capital deficiency of $5,660,524.48 In 
an eifOli to improve its capital Dempsey-Tegeler solicited John M. 
King, Chairman of King Resources, Inc., for a subordinated loan. A 
relationship existed in that Dempsey-Tegeler had made a public offer
ing of King Resources stock in 1967; and, in 1968, it had underwritten 
for King Resources a convertiblc debenture offering. In January, 1970 
to shore up Dempsey-Tegeler's deteriorating financial condition, King 
Resources registered with the Commission 500,000 shares of King Re
SOUl'ces owned by .John M. King and his family with the purpose of 
rendering them readily convertible into cash and placing them in a 
subordinated account at Dempsey-Tegeler. At the time of registration 
those shares represented approximately $11 miUion at the current mar
ket value. On that basis upon the subordination in March 1970, Demp
sey-Tegeler appeared to be out of net capital violation. According to 
its calculation as of March 31, 1970, it achieved a 1501 percent net 
capital ratio.49 The market value of King Resources declined shortly 
thereafter so that, by April 30, 1970, the market value of the shares 
in the subordinated account WitS $5.5 million ($14 per share) and by 
May 22 the value had further declined to 6%, causing the securities 
value of the account to be only $2.7 million. By July, when thought 
was being given to selling these shares to save the haircut value, pro
spective underwriters declined to participate and that avenue of im
proving net capital was forclosed. 50 

Hayden, Stone Inc. 
Hayden, Stone's abortive attempt to extricate itself from a financial 

crisis by the infusion of securities in subordinated accounts demon
strates still further the fraility of over-reliance on securities for such 
purposes. On March 13, 1D70 a group of Oklahoma businessmen agreed 
to subordinate $14.4 million in net capital value of their own corpora
tion's secnrities. The contributors were: Bill Swisher, CMI Corp.; 
Jack L. Clark, Four Seasons Nursing Centers : Jack E. Golsen, LSB 
Industries; Carousel Fashion, Inc.; and various executives and large 
shareholders of 'Woods Corp. A simple chart can best demonstrate the 
rapid decline of the market value of these securities: 

Market value on Mar. 13,1970 Market value on June 12, 1971 

Security 

Four Seasons Nursing Centers of America, Inc. (120,000 sha res) _______________________ . _________________ _ 
CMI Corp. (165,000 shares) __________________________ _ 
Woods Corp (110,000 shares) _______________________ _ 
lSB Industries, Inc (200,000 shares) _________________ _ 
Corousel Fashions,lnc. (280,000 shares) ______________ _ 

Per share Aggregate Per share Aggregate 

$40.75 
26.50 
19.25 
6. 00 

17.50 

$4,890, 000 ________ . __________________ _ 
4,372,500 $14.38 $2,373,700 
2,117,500 II. 00 1,210, 000 
\, 200, 000 4. 63 926, 000 
4,900, 000 16. 00 4,480, 000 ------------------------------Total value of securlties. _____________________________________ $17,480, 000 _____________ . $8,988,700 

.. SOQ as of Feb. 27, 1970, filed with NYSE . 
• 0 SOQ filed with NYSE as of Mar. 31, 1.970. 
"" Since common stock is given net capital computation ,"alue of omy 70 percent of market 

value, a broker-dealer's net capital can be improved by the sale of suell securities at 
market value for cash. 
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5. Oapitalstructu1'e of non-members of the N e'W York Stock Ewchange 
In addition to the fill'ancia'l 'information that has been available for 

NYSE members for a number of years, similar year end data has 
become availa:ble for other broker-dealers through the X-17A-10 
reports. Tables 9 and 10 summarize such financial information for 
761 broker-dealers who filed X-17A-10 reports with the NASD and 
had gross securities commission income of at least $100,000 during 
1970.~1 The combined total assets of these firms aggregated $3.5 bil
lion while their capital and subordinated accounts totaled $860 mil
lion. This compares with figures cited a:bove for NYSE members 
with $18.6 billion in assets and $3.1 billion in capital and subordinated 
accounts. Included in the NASD capital figure was $122 million in 
subordinated horrowings; such borrowings a'ccounted for 17 percent 
of total capital funds employed by these 761 broker-dealers. Of the 
$122 million in subordinated borrowings utilized by these firms, aJbout 
81 percent was in subordinated loans while the remainder was in the 
accounts oT partners subject to equity or subordination agreements. 

TABLES 9 AND la-SElECTED FINANCIAL DATA FOR 761 BROKER-DEALERS FlUNG X-17A-IO REPORTS WITH THE 
NASD (YEAR-END 1970) 

TABLE 9 

[Dollars 10 thousands] 

Assets, liabilities and capital funds 

Total assets _________ .. __ ._. _____ .•. ___ ._, ___ ... _ ••• _. _____ •• ____ _ 
Total liabilities (other than subordinated borrowlngs) _________________ _ 
Total capital and subordinated accounts _____________________________ _ 

Subordinated Accounts _______________________________________ _ 
(I) Subordinated loans and accounls _______________________ _ 
(2) Accounts of partners subject to equity or subordinallon agreements ________________________________________ _ 
(3) Secured capital demand notes __________________________ _ 

Equity capltaL ___________________________________________________ _ 
Number of flrms _________________________________________________ _ 

TABLE 10 

Subordinated accounts as a percent of total capital 

NASD only 

$1,650,768 
1,245,592 

405,176 
44,230 
36,572 

7,658 
o 

360,946 
388 

NASD only 

All exchanges 
except NYSE 

$1,849,961 
1,395,513 

454,448 
77,696 
62,754 

14,942 
o 

376,752 
373 

All exchanges 
except NYSE 

Total 

$3,500,729 
2,641,105 

859,624 
121,926 
99,326 

22,600 
o 

737,691 
768 

Total 

260 176 0________________________________________________________________ 436 
10 13 Under 10.0__ _____________________ _________________ _______________ 23 
9 22 10.0 to 19.9_______________________ _______________ _______________ __ 31 

17 23 20.0 to 29.9_____________________________________________________ _ _ 40 
12 27 30.0 to 39.9_________ ___________ ______ __________ _____ _______ _____ __ 39 
9 15 40.0 to 49.9________________________________________________ _____ _ _ 24 

20 20 50.0 to 59.9______________________________________ ___ ______ ________ 40 
9 14 60.0 to 69.9______________ ________ ____ _____________________________ 23 
7 22 70.0 to 79.9 ______________________________________________________ - 29 
8 10 80.0 to 89.9________________________________ _____________________ _ _ 18 
7 7 90.0 to 99.9_ _________________________ ____________ _________________ 14 

20, 24 100.0 percent and oveL____________________________________________ 44 
-------------------------388 373 Total. _ _ __ _ _ __ _ _ _ _ __ _ _ _ ___ _ _ _ _ _ _ __ _ _ _ _ __ _ _ _ _ _ _ _ _ _ _ __ _ _ _ _ _ _ _ 761 

Note: These data are based on X-17A-IO reports filed with the NASD by broker-dealers with Securities Commission 
income of at least $100,000 dUring 1970; NYSE member firms are not Included 

51 The capital funds statements of broker-dealers wi.th securities commission income of 
less than $100,000 are filed III abbreviated form only and are not included in this dISCUS
sion. In addition to the information presented in Tables 9 and 10, the Table 24 contains 
frequency distributions showing the debt-to-asset ratios for these firms. 

7l-10ll-72---6 
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The data in Tables 9 and 10 are also broken down, distin~uish
ing between broker-dealers who are members of a stolck exchange 
(,other than the NYSE) and those N ASD members who do not belong 
to any exchange. The total assets of the 388 broker-dealers not belong
ing to an organized exchange totaled $1.7 billion. Total capital of 
these firms was $405 million, of which $44 million was in the form of 
subordinated borrowings. The 373 exchange members (other than the 
NYSE) had total assets of $1.8 billion, while their capital and sub
ordinated accounts totaled $454 million, including $78 million in sub
ordinated borrowings. Total debt (including subordinated borrow
ings averaged about 80 percent of total assets of both "other" 
exchange members and "N ASD on'ly" broker-dealers. 

As wa,:; the case with NYSE firms~ the capital structure of non
member broker-dealers varied considerably at year end 1970 (see 
Table 10). There was a greater tendency for these firms to rely on 
equity as opposed to subordinated borrowings as a source of capital 
funds when compared with the NYSE members analyzed earlier. Two
thirds of the 388 broker-dealers who did not belong to any stock ex
change, and nearly 47 percent of the 373 broker-dealers who belong to 
"other" exchanges, did not utilize subordinated borrowings as a source 
of financing. Furthermore, subordinated borrowings accounted for 
50 percent or more of the total capital funds employed by only 18 
percent of the 388 broker-dealers who did not belong to a stock ex
change, compared with 26 percent of the 373 broker-dealers who were 
members of exchanges other than the NYSE. As noted, earlier, 61 per
cent of the NYSE member firms had one-half or more of their total 
capital funds in the form of subordinated debt at year end 1970. It 
appears that broker-dealers who are not members of a stock exchange, 
by the general nature and scale of their business, rely less extensively 
on subordinated borrowings as a source of capital funds than do 
broker-dealers who are exchange members. Although the value of 
exchange seats is an asset, under the net capital rules the value is 
deducted from net capital as not being a liquid asset. Accordingly, non
exchange members do not face the situation of having their net worth 
adjusted by that item in the computation of net capital. 
6. Leverage available to broker-dealers 

'Tohe overall leverage available to broker-dealers is substantial. At 
yeal' end 1069, NYSI~ member firms ,,,hich carried public customer 
accounts had only $2.0 billion in equity capital available to finance 
$19.2 billion in assets, while at year end 1970, NYSE member firms 
had $1.9 billion in equity capital and $18.6 billion in assets. It should 
be noted here that cCjuity capital excluded subordinated borrowings, 
which, if included, would raise the figure to $3.4 billion in 1969 and 
$3.1 billion in 1970. From the standpoint of the investor and investor 
protection, subordinated borrowings have too often proven to be tenu
ous. Moreover from the standpoint of broker-dealers as going- concerns, 
subordinated borrowings cannot properly be considered capital during 
the period approaching maturity in that subordinated debt is in fact 
a current liability. , 

At the end of 1970, total liabilities (including subordinated borrow
ings) were 90 perccnt of total assets for NYSE member firms. To a 
large extcnt, the tremendous leverage available to many broker-dealers 
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has come from their ability to rely on customers' funds and securities 
in financing assets. Normally, leverage to the degree that exists in the 
financial structUil'e of broker-dealers would not be possible if customer 
funds and 'securities were not availaible and these firms had to rely on 
the usual sources of financing available to other businesses. 

Commercia;l banks-the principal source of business loans-have 
made few unsecured loans to broker-dealers; and broker-dealers n:ot 
acting as market makers, specialists, underwriters, or block positioners, 
are limited by margin requirements on the extent to whioh they may 
utilize their 'Principal source of borrowings-namely, loans collateral
ized by marketable securities. Thus, with customer funds avai1a:ble, 
some broker-dealers not only have had the free use of funds, but may 
be relying upon those funds to fill a need for which loan funds from 
other sources, in 'some cases, may not be availruble.52 

At year end 1969 and 1970, for example, 41 and 33 percent, respec
tively, of the assets of NYSE member firms doing a public business 
was financed by payables to customers or money borrowed secured 
by customers' collateral (see Table 16). Total net credit ba;lances 
carried for customers aggregated $5.0 billion and $3.9 billion while 
money borrowed secured by eustomers' collateraJ amounted to $2.8 
billion and $2.3 billion, respectively, at year end 1969 and 1970.53 The 
latter amounts are used primarily to finance the debit balances of mar
gin customers. Included in the payables to customers are free credit 
balances in customers' securities accounts, to which customers have an 
immediate and unrestricted right of withdrawal, but which, repre
sented interest-free funds which the firm may use for any business 
purpose. These free credit balances alone amounted to $2.8 billion at 
year end 1961) and $2.0 billion at year end 1970 for NYSE member 
firms and ,yere available to finance 14 percent at year end 1969 and 
11 percent at year end 1070 of member firms' assets. In addition to 
free credit balances, the firm may obtain funds from the loan of cus
tomers' margin securities for which the borrower must make a 100 
percent cash deposit with the firm. The data do not permit a determina
tion of the amount of free funds generated in this manner but totall 
deposits on account of securities loa,ned at year end 1969 were $1.1 
billion find at year end 1970 were $839 million. 

The data p'I'esented in Tables 11 and 12 as well as Table 22 are 
illdicative of the leverage available to NYSE member-firms of various 
asset sizes. These dfita suggest that there is a relationship between 
the asset size of the broker-dealer and the leverage available to the 
finn; that is to say, the larger the firm's size in terms of total assets 
,\,ith subordinated loa.ns of cash or securities. ' 

The data presented in Table 11 show the concentration of assets 
among NYSE member firms at year end H)70 al'ranO'ed accordinO' to 
the asset size of the firm, while Table 1Z shows the ~oncentratiOl~ of 
equity capital fo,r these same broker-dealers grouped in exactly the 
same man";ler as m the preceding table. The relationship ootween the 
concentratIOn of assets and concentration of equity capital amonO' 
groups of NYSE member firms is a clear indication of the levera()'~ 

b 

50 See the discussiou"Of ':,us~ of Cnstomers" Funds and Securities." infra, ch. IV. 
63 This figure being net gIves effect to amounts payable by Individual accouuts as an 

offset to amounts payable to them by the broker-dealer. 
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available to firms of various asset sizes. Thus, for example, at year 
end 1970 the 13 largest NYSE member firms (each having assets of 
$250 million or more), accountcd fo)" 51.9 pcrcent of the $18.6 bil
lion in assets held by all NYSE members doing a public business but 
accounted for only 36.7 percent of the $7.9 billion in equity capital. 
Therefore, the $703 million in equity available to the 13 largest NYSE 
members supported $9.6 billion in assets and these firms had a com
bined debt-to-asset ratio of 92.7 percent. The 37 firms (each with 
assets $100 million or more) had total equity capital of $12 billion 
at year end 1970 or 61.3 percent of the equity capital held by all NYSE 
members; however, this same group of firms accounted for 71.3 percent 
of the total assets of all NYSE members which again indicates the 
leverage available to the largest NYSE firms doing business with 
the public. 

TABLl n.-CONCENTRATION OF ASSETS AMONG NYSE MEMBER FIRMS CARRYING ACCOUNTS OF PUBLIC 
CUSTOMERS (YEAR END 1970) 

Cumulative totals 

Number of Total assets Number of Total assets 
Member firms' asset size (millions) firms (millions) firms (millions) Percentage 

$250 and over________________________ 13 $9,646 13 $ 9,646 51.9 
$100 to $249.9________________________ 24 3,591 37 13,237 71. 3 
$50 to $99.9__________________________ 20 1,317 57 14,554 78.4 
$25 to $49.9__________________________ 54 1,901 111 16,455 88.6 
$10 to $24.9__________________________ ·85 1,371 196 17,826 96.0 
$5 to $9.9____________________________ 79 573 275 18,399 99.1 
Under $5_____________________________ 58 171 333 18,570 100.0 

------------------------------------------Total_ _ _________ _______________ 333 $18,570 _________________________________________ _ 

TABLE 12.-CONCENTRATION OF EQUITY CAPITAL AMONG NYSE MEMBER FIRMS CARRYING ACCOUNTS OF 
PUBLIC CUSTOMERS (YEAR END 1970) 

Number of 
Member firms asset size (millions) firms 

$250 and over.. _____________________ _ 
$100 to $249.9 _______________________ _ 
$50 to $99.9 _________________________ _ 
$25 to $49.9 _________________________ _ 
$10 to $24.9 _________________________ _ 
$5 to $9.9 ___________________________ _ 
Under $5 ____________________________ _ 

Total _________________________ _ 

13 
24 
20 
54 
85 
79 
58 

333 

Equity 
capital! Number of 

(millions) firms 

Cumulative totals 

Equity 
capital 

(millions) Percentage 

$703 13 $ 703 36.7 
470 37 1,173 61. 2 
160 57 1,333 69.6 
246 111 I, 579 82. 5 
202 196 1,781 93.0 
95 275 1,876 98.0 
39 333 1,915 100.0 

$1,915 _________________________________________ _ 

! Equity capital is defined as total assets less total liabilities and subordinated borrowings. 

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

At the other end of the spectrum, the 137 smallest NYSE members 
(each with assets of less than $10 million) accounted for only 4.0 per
cent of the total assets of aN firms but 7.0 percent of the equity capital 
employed by all NYSE members. The 79 firms with assets between 
$5.0 and $9.9 mil'lion had a combined debt-to-assets ratio of 83.4 per-



77 

cent while, for the 58 smallest NYSE members (assets under $5.0 
million) doing a public business, total liabilities were oniy 77.2 per
cent of total assets. 

The data on concentration of equity capital and assets among groups 
of NYSE members clearly demonstrates that the larger NYSE mem
ber firms carrying accounts of public customers had significant 
amounts of customers' funds or subordinated loans and have the high
est leverage while the smallest firms financQ a larger proportion of 
their assets with equity as opposed to liabilities. For each of the groups 
of firms presented in Tables 11 and 12, Table 22 Part I presents a 
frequency distribution showing total liabilities (including subordi
nated borrowings) as a percent of total assets. At year end 1970, for 
example, 10 of the largest 13 NYSE member firms had total liabilities 
equal to 90 percent or more of total assets while only six of the 60 
smallest NYSE members (assets under $5.0 million) were this highly 
leveraged. Moreover, of the 24 largest NYSE members at year end 1970 
(each with assets of at least $100 million) only three firms had total 
liabilities that were less than 80 percent of total assets. However, 
among the 137 smallest NYSE members (assets less than $10 million) , 
14 percent of these firms had total liabilities that were less than 80 
percent of total assets. For purposes of comparison, similar informa
tion is presented in Table 22 Parts II through V for year end 1968 
and 1969. 

Of course, if subordinated borrowings were eliminated from total 
liabilities in the computation of the firm's debt-asset ratio, the lever
age ratios would be reduced. Nevertheless, even with subordinated 
borrowings for net capital purposes eliminated from total liabilities, 
the remaining leverage available to broker-dealers is substantial. Table 
23 shows total liabilities, other than subordinated borrowings, as a per
centage of total assets for NYSE members for 1970 (Part I), 1969 
(Part II), and 1968 (Part III). In assessing this data, it should be 
noted that subordinated borrowings, from the standpoint of the broker
dealer as a going concern, are in fact a current liability during the 
period approaching maturity. Unfortunately, we do not have informa
tion on the maturity dates of such borrowings which would permit a 
breakdown between current and long-term liabilities. 

The data in Table 13 shows the concentration of total capital and 
subordinated borrowings among groups of NYSE member firms at 
yearend 1970. This data is comparable to that presented earlier on 
the concentration of equity capital. For example, the 13 largest 
firms had $1.0 billion in total capital funds and accounted for 32.9 
percent of the $3.1 billion in total capital and subordinated borrowings 
employed by all NYSE members while the 37 largest firms (each with 
assets of at least $100 million) had total capital funds of $1.7 billion 
or 55.1 percent of the total. Liabilities, other than subordinated bor
rowings, accounted for 87 percent of the $13.2 billion in total assets 
employed by the 37 largest NYSE members compared with 69 per
cent of the $36.9 billion in total assets employed by the 137 smallest 
member firms (each with assets under $10 million). 
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TABLE l3.-CONCENTRATiON OF TOTAL CAPITAL AMONG NYSE MEMBER FIRMS CARRYI NG ACCOUNTS OF PUBLIC 
CUSTOMERS (YEAR END 1970) 

Cumulative totals 

Number of Total capital I Number of Total capital 
Member firms asset size (millions) firms (millions) firms (millions) Percentage 

$250 and over________________________ 13 $1,006 13 $1,006 32.9: 
$100 to $2499________________________ 24 679 37 1,685 55.1 
$50 to $99.9__________________________ 20 299 57 1,984 64.9' 
$25 to $49.9__________________________ 54 467 111 2,451 80.1 
$10 to $24.9__________________________ 85 383 196 2.834 92.6 
$5 to $99____________________________ 79 166 275 3,000 98.0 
Under $5_____________________________ 58 61 333 3,061 100. O' 

--------------------------------------------Total__ _ _______________________ 333 $3,061 _________________________________________ _ 

I Total capital Includes "capital" plus subordinated accounts. 

TABLE 14.-CAPITAL AND SUBORDINATED ACCOUNTS FOR 284 NYSE MEMBER FIRMS CARRYING ACCOUNTS OF 
PUBLIC CUSTOMERS (YEAR END 1965-69) 

(I n millions of dollars( 

Capital and subordinated accountL ______________________ _ 1965 1966 1967 1968 1969' 

Subordinated loans and accounts ____________________________ 166.5 175.3 251. 3 415.0 456.8' 
Accounts covered by eqUity or subordination agreements _______ 386.6 384.3 568.4 740.3 541. 6 
Secured capital demand noteL _____________________________ 83.2 79.7 103.5 138.8, 143. T 
Equity capitaL. ___________________________________________ 1,091.1 1,171. 5 1,684.7 2,029.1 1,727.6 

TotaL _____________________________________________ 1,727 4 1,810.8 2.607.9 3,323.2 2,869.7 
Tot.lliabllitles (other than subordinated) ____________________ 7,928.6 8,960.3 13,438.7 19.318.2 13,703.1' 

Total assets ________________________________________ 9,656.0 10,771. 1 16,046.6 22,641. 4 16,573.4' 

TABLE 14(A).-CAPITAL AND SUBORDINATED ACCOJNTS FOR 3<4 NYSE ME\IBE~ FIRMS CAqRYI~G ACCOUNTS 
OF PUBLIC CUSTOMERS (YEAR END 1969-70) 

(In millions of dollars) 

1969 1970 

Capital and subordinated accounts: 
SUbordinated loans and accounts _____________________________________________ _ $394. 9 $543. 3' 
Accounts covered by equity or subordination agreements ________________________ _ 
Secured capital demand notes _______________________________________________ _ 
Equity capitaL. ____________________________________________________________ _ 

564.9 482.3 
130.7 99.1 

1,920.4 1,897.6 ----Total. __________________________ • _______________________________________ _ 
Total liabilities (other than subordmatgd) _____________________________________ _ 

3,010.9 3,022.3' 
14,223.8 15,377.1 ----Total assets ___________________________________________________________ • __ $17,234.7 $18,399.4' 

(I) (I)' 

1324 firms. 

7. Trend8 in financial 8tructure 
A. NYSE member firms 1965-70 

The availability of continuous financial data over a five-year period 
for 284 NYSE member firms permits us to analyze the financial struc
ture of these broker-dealers during the 1965-69 period. Table 14 shows 
the amounts of equity capital, subordinated borrowings. total liabil
ities and assets employed by these 284 firms during this five-year 
period. 54 Total assets aggregated $16.6 billion at year end 1969-an 

.. Table 25-Pnrt II eontalns a. frequeney distribution for these 284 firm" showing total 
liabilitIes (Including subordinated borrowings) as a percent of totfll a~setR while Table 25-
Part III shows similar da·ta for total liabiJ!tles, other than subordinated borrowLngs, as 
a percentage of total assets. 
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increase of 72 percent during this five-year period while capital and 
subordinated accounts amounted to $2.9 billion or an increase of 66 
percent. These data indicate that a pronolllced change in the capital 
structure of broker-dealers did not occur during this five-year period, 
although firms did rely somewhat more heavily on subordinated bor
rowings at year end 1969. For example, 69 firms did not employ any 
type of subordinated borrowings in 1965 compared with 42 such firms 
at year end 1969 (See Table 25-Part I). Moreover, except in 1968, 
when a much larger propOltion of the assets of these firms was 
financed by liabilities as opposed to equity, the leverage available to 
firms increased only slightly. 

Table 14A shows similar data for 1969-70 for 324 NYSE mem
ber firms. Total assets for this group of firms increased from $17,234.7 
million to $18,399.4 million; an increase of 6 percent; however, equity 
capital declined slightly from $1,920.4 million to $1,897.6 million. Sub
ordinated loans and accounts, covered by equity or sub'ordinated bor
rowings and secured demand notes on the other hand, increased from 
$1,072.5 million to $1,124.7 million, an increase of 5 percent, which 
indicates that broker-dealers were relying more heavily on nonequity 
funds. 55 

TABLE 15.-RETURN ON TOTAL CAPITAL FUNDS OF OVERALL BUSINESS BASED ON THE EXPERIENCE OF 6 MONTHS 
(OCTOBER 1970-MARCH 1971) AT ANNUAL RATE FOR 69 NYSE MONITORED FIRMS VERSUS THAT OF 357 NYSE 
FIRMS IN 1967 (THE HIGHEST OF THE 5· YEAR PERIOD 1965-69) 

II n millions of dollars! 

6 months 
(October 

1970-March 
1971 1967 

Net operating income before partners' compensation and taxes _____________ .________ _ $946 $1.058 
Imputed partners' compensation at 6 percent of gross revenue_._____________________ 229 234 

-------
Net operating income before taxes__________________________________________ 717 824 

Average capital funds___________________________________________________________ 11.866 2.560 
Percentage of pretax return on capital. _____ ___ ___ __ ___ __ _ __ ______ __ ____ ____ _______ 38 32 

1 Estimated. 

Note: Total capital funds includes eqUity capital plus subordinated borrowings. 

B. Return on Capital: NYSE lI1onitored Firm8 
Recent data for the Ocober 1970-March 1971 time period show sub

stantial improvements in the profitability of NYSE monitored firms. 
As evidenced by the data in Table 15, after an allowance for partners' 
compensation (assumed to be 6 percent of gross revenue) the annual 
rate of return on total capital funds employed by 69 monitored firms 
was 38 percent (before taxes) for the six-month period ending March 
31, 1971. In arriving at a return on total capital, for purposes of this 
computation, we have included subordinated capital at the same rate 
as pure equity. The resulting estimated rate of return obtained on 
total capital funds during this period of time exceeded the 32 percent 
of 1967 -the highest rate of the entire 1965-69 period. 

60 See Table 25-IV-VI for frequency distributions based upon data of Table 14A. 
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CONCLUSION 

The need for the adoption of standards concerning the permanency 
of broker-dealer capital and the undue concentration of it in volatile 
securities is quite plain indeed.56 

The setting of adequate capital standards is intimately related to 
the requirements of the new rules of the Commission on the subject of 
reserves for credit balances and the protection of securities, as author
ized by the amendment of Section 15(c) (3) of the Exchange Act by 
the SIPC legislation.51 The extent to which those new requirements 
provide customer protection should determine the capital structure of 
the industry. 

The New York Stock Exchange has recognized the need for more 
capital by amending its rules to enable its members to raise permanent 
equity capital by the public issuance of securities. 58 NYSE member 
organizations which currently have publicly issued their securities in
clude Bache & Co., Inc.; CBWL-Hayden, Stone, Inc.; Donaldson, 
Lufkin & Jenrette, Inc. ; A. G. Edwards & Sons, Inc.; Merrill Lynch, 
Pierce, Fenner & Smith, Inc.; Piper, Jaffrey & Hopwood, Inc.; Reyn
olds Securities, Inc. In conjunction with the Exchange's new approach, 
the N ASD has taken measures to facilitate the public offerings of the 
securities of its members.59 

.Ollfr. Felix G. Rohatyn, General Partner of Lazar & Freres & Co. and Chairman of NYSE 
Surveillance Committee, commented on this subject In discussing net capital rules: ·"I.'here 
are very few busincsses..-and I think finance companies are about the only businesses that 
come to mind-that operate on this kind of leverage, so that even If you say that the capital 
rules have already discounted a lot of the assets that they have thrown out-the furniture, 
say-and they have Is counted [sic., haircutted] the value of securities by 20, 30, or 40 
percent, or whatever It Is, you still have two factors that stIll keep too much volatility as 
far as I am concerned. One, the firms can have capital Invested In securities. As long as you 
have that, my arguments on early wal"nlng are premised On the fact that you do not know 
how to warn early enough that the market is going to go down. I do not know If the market 
Is going to go down, and when you have capital invested In securities you have that kind of 
danger. 

"And also, the only business that I know of where subordinated loans count as capital 
Is this business. 

"Now, we do throw out a lot of other assets In terms of capital computation; but a sub
ordinated loan is computed as capital even though it is money you owe after a year or a year 
and a half; and It seems to me these are probably the two major areas of danger in terms 
of the structure of these firms: (1) That they are allowed to Invest capital In securities and, 
therefore, speculate, and you have a very high degree of volatility; and (2) that you do not 
still have enough limitation on subordinated loans and on the kinds of short-term money 
that is counted as capital." 1971 Subcommittee hearings. pt. 1, p. 36 . 

•• See Exchange Act Release 9388, November 8, 1971. For a more detailed discussion of 
these proposed rules see ch. I, 8upra, p. 30. 5. The NYSE amended Its constitution and rules on lIfarch 26, 1970, so as to permit publie 
ownership of member organizations, I.e., sale by member organizations of freely transferable 
securities. See NYSE Constitution, Art. I, Section 3 (h), and Art. IX, Secs. 9 and 11. 

59 Pending proposals for rules on the subject, the NASD withdrew Its then existing tlat 
prohibition against "self underwriting," and, In lieu thereof has appraised the distribution 
arrangements on a case by case basis. 
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TABLE 16.-COMPARISON OF BALANCE SHEET DATA FOR NYSE MEMBER FIRMS CARRYING ACCOUNTS 
OF PUBLIC CUSTOMERS (YEAR END 1965-70) 

(Dollar amounts in millions] 

1965 1966 1967 1968 1 1969 1970 

ASSETS Cash __________________________________________ $539 $594 $750 $1,110 $1,047 $752 
DepOSits subject to Withdrawal restrictions: Secunttes __________________________________ 16 16 21 89 97 97 

Commodlties _______________________________ 76 98 92 126 107 104 
All other deposits .. _____________________________ 20 25 55 (2~ ~) (2) 
Secuntles borrowed _____________________________ 452 476 1,098 1,68 9 7 791 
Securities failed to deliveL _______________________ 905 857 3,383 4,463 1,917 1,447 
Receivables from other broker-dealers: 

Secu rities accou nts __________________________ 107 101 210 355 196 149 
CommodIties accounts _______________________ 7 10 10 13 14 12 

Total net debIt balances carried for customers: 
Secu ritles accou nts __________________________ 5,494 5,460 8,403 11,038 7,776 6,595 
Commodlttes accounts _______________________ 28 29 51 37 47 20 

Net debit balances In general partners' accounts not 
covered by eqUIty agreements __________________ 27 30 26 85 51 51 

Long posItIOns In secunties and commodities _______ 2,609 3,730 3,887 6,598 5,663 7,412 
Secured demand notes ___________________________ 84 81 101 139 147 101 
Securities exchange membership __________________ 139 152 338 447 277 187 
Fixed assets ____________________________________ 60 72 107 146 183 202 
Other assets.. __________________________________ 135 170 251 685 697 650 

Total assets_. ______________________________ 10,698 11,903 18,783 27,020 19,196 18,570 

Number of firms ________________________________ 345 355 357 385 379 333 

L1ASI L1TI ES Money borrowed ________ • _______________________ 4,337 5,125 5,163 6,729 5,429 7,085 
Securities loaned _______________________ • ________ 545 613 1,227 1,751 1,063 839 
SecuritIes failed to receive __ • _____________________ 889 913 3,379 4,739 2,148 1,704 
Payables to other broker·dealers: 

Secunttes accounts ______________ •• __________ 122 126 242 304 229 204 
CommodIties accounts. ___ • _______ • __ • ______ • 1 2 2 6 3 6 

Total net credIt balances carried for customers: 
Secunties accounts •• _____________ • ____ • _____ 2,303 2,423 4,508 ______ • ____ • __________________ 

Free credit balances _____________________ (2) (2) (2) 3, 637 2, 758 2,029 
Other credIt balances. ________ • _______ • __ (') (2) (2) 2,926 2,080 1,689 

CommodItIes accounts ••• ________________ • __ • 143 171 183 _____________________________ • 
Free credit balances __________________ • __ (2) (') ('~ 50 35 30 
Other credIt balances •• __________________ (2) f) 203 151 141 

Other liabIlIties to customers __________________ (2) 2) ~:) 37 13 16 
Net credIt balances in accounts of general partners 

not covered by eqUIty agreements __________ • ____ 37 34 46 58 54 47 
Short ft0sitions In secunties and commodltles ________ (2) (2) (2) 1,212 743 583 
other iabllities ••• ____ • ______________ • ______ • ___ 407 470 1,012 1,403 1,141 1,136 

Totalliablhties... __ • _____________ • ________ 
Capital and subordinated accounts: 

8,784 9,877 15,762 23,054 15,845 15,509 

Subordinated loans and accounts ______________ 191 209, 306 510 548 559 
Accounts covered by eqUIty or subordinated 

agreements _____ • _ •••• ____ • _ •• ____________ 430 442 651 862 619 487 
Secured demand notes contnbuted as capital ____ 84 81 104 140 146 99 Equity capitaL ________________ •• ___________ 1,210 1,294 1,959 2,453 2,038 1,916 

--------------------
Total liabilities and capita1. ________________ 10,698 11,903 18,783 27,020 

1 Revisions in balance sheet form for 1968 made certain items not comparable with earlier years. 
2 Not available, 

19,196 18,570· 

N.ote: The balance sheet was not made mandatory until 1968; therefore, some member firms did not file this report 
dunng the years 1965, 1966, and 1967. The number of firms no! filing a balance sheet In each year was: 29 in 1965, 16 In 
1966, and 17 In 1967. 
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TABLE !7.-STATEMENT OF CAPITAL AND SUBORDINATED ACCOUNTS FOR NYSE fIIEMBER FIRMS CARRYING 
ACCOUNTS OF PUBLIC CUSTOMERS (YEAR END 1969) 

(Dollar amounts in millions) 

PART I-CORPORATIONS 

Capital and subordinated accounts All firms 
Clearing 

firms 
Nonclearing 

firms 

$376.2 $320.0 $56.2 
93.1 91. 6 1.5 

Subordinated loans and accounts •.•••••••••••••••••••••••••••••••••• 
Secured capital demand notes __ ..... __ ....................... __ .. .. 

21.7 13.4 8.3 
252.6 228.2 24.4 
(94.9) (91. 4~ ~3. 5) 
216.5 177.4 9.1 

13.2 11.7 1.5 

AppreCiation (depreciation) of market value of exchange memberships •• 
Capital stock outstand�ng •• __ .......... __ ....... ____ ............. .. 

g~~::~: ~~~~~J~. ~r:~~~~::::: ::::::::::::::::::::::::::::: :::::::::: 
Retained earnings: 

Appropriated ................................................ . 
Unappropnated .............................................. . 468.6 421. 6 47.0 

Total capital funds ........................................ .. 1,347.0 1,172.5 174.5 
================== 

Number of firms ................................................. . 156 84 72 
$6,427 $5,801 $626 
$7,767 $6,968 $799 

Total liabilities (other than sub.) ................................... . 
Total assets 1 ........................................ _ ........... . 

PART II-PARTNERSHIPS 

Accounts of partners subject to equity or subordinalion agreements .... .. 
Subordinated loans and accounls ................................... _ 

$619.1 
171. 5 

$528.6 $90.6 
167.0 4.5 

Secured capllal demand noles ..................................... . 53.0 52.5 0.5 
45.5 38.8 6.7 

878.7 781. 5 97.2 
235.9 221.6 14.3 

Apprecialion (deprecialion) of market value of exchange membership ••• 
Capilal accounls: 

General partners ............................................. . 
Limited partners ............................................. . 

Total capital funds ........................................ .. 2,003.7 1,790.0 213.7 

223 160 63 
=================== 

Number of firms ................................................. . 
$9,419 $8,985 $433 

$11,429 $10,781 $648 
Total liabilities (olher than sub.) ................................... . 
Total assets ...................................................... . 

Source: NYSE I. & E. reports. 

TABLE 17.-PART III, STATEMENT OF FINANCIAL CONDITIONS FOR NYSE CORPORATIONS CARRYING 
ACCOUNTS OF PUBLIC CUSTOMERS (YEAR END 1969) 

(Dollar amounls in millions) 

All firms 

ASSETS 

Cash, clearing funds and other deposits.. ............................ 
Receivable from olher broker·dealers: 

$540 

(I) Secunlies failed to deliver .................................. 748 
(2) Deposlls on account of secunties borrowed ................... 386 

Receivable from customers ......................................... 3,759 
Accounts of officers, dlreclors and partners not subjecl to eqUity or sub· 

11 ordinatIOn agreements ••••••••••.•••••••••••••.•••••••••••••••••• 

LonS(f) sll ~i~~s~~e~~~uc~~I~~t~~~. ~~~. ~~~~:I~~ .~a.t. ~~ :~:.I .~~'~.e:: •.••••• , 130 
(2) Trading and other accounts in which respondent has an interest. 1,584 

Exchange memberships at markel value .. __ ......................... 118 
roperly, equipmenl and leasehold Improvements net of accumulaled 

96 depreCiatIOn and amortization .................................... 
Olher assels ...................................................... 394 

Tolal assels ................................................ 7,767 

Number of firms .................................................. 156 

Clearing 
firms 

$481 

655 
343 

3,443 

8 

112 
1,382 

88 

83 
372 

6,968 

84 

Nonclearing 
firms 

$59 

93 
43 

316 

3 

18 
202 
30 

13 
22 

799 

72 
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TABLE l7.-PART III, STATEMENT OF FINANCIAL CONOITIONS FOR NYSE CORPORATIONS CARRYING 
ACCOUNTS OF PUBLIC CUSTOMERS (YEAR END 1969)-Continued 

LIABILITIES AND CAPITAL FUNDS 
Money borrowed _________________________________________________ • 

Payable to other broker-dealers: 
If 0 

(I) Securities failed to recelve ................ _ ........... _ ... .. 
, .1(2) Deposits on account of securilles loaned .................... .. 
Payable to customers: 

(I) SeCUrities accounts: 

All firms 

$1,725 

964 
654 

(a) Free credit balances .... __ .......................... 1,347 
(b) Other credit balances.. .............. _ ............. _ 896 

(2) Commodities accounts: 
(a) Free credit balances.. ........................... _._ 26 
(b) Other credit balances.. ............................ _ 94 

(3) Other liabilities to customers................................ 10 
o Accounts of officers, directors, and partners not subject to equity or sub· 

ordination agreements .. __ .... __ .. __ .......... 0 ___ .............. _ 19 
hort positionsi n seCUrities and commodities (at market value): 

(I) I nvestment accounts ...................................... _ 2 
(2) Trading and other accounts in which respondent has an interest. 242 

Other liabilities_ .... _ .. __ .. _ .... _ ................................ _ 446 

Clearing 
firms 

$1,573 

857 
575 

1,206 
816 

25 

Nonclearing 
firms 

$152 

107 
79 

141 
80 

91 3 
10 ............ __ 

17 2 

2 ............. _ 
212 30 
415 31 

----------------------626 Totalliabillties.. ............... _ ............. _ ..... _ ..... _._ 6.427 5,801 
==~====~====== 

• Capitai"and subordinated accounts: 
Subordinated accounts......................................... 469 411 58 
Capital ..... _ .. __ • ___ .... __ .. ________ .. __ .... __ .... __ .... __ • __ ====8=78====7=6=1 ====1"",17 

Total liabilities and capital._................................. 7,767 6,968 799 

Source: NYSE I. & E. reports. 

TABLE l7-PT. IVo-STATEMENT OF FINANCIAL CONDITION FOR NYSE PARTNERSHIPS CARRYING ACCOUNTS OF 
PUBLIC CUSTOMERS, (yEAR END 1969) 

(Dollar amounts in millions( 

ASSETS 

All firms 
Clearing 

firms 

• Cash, clearing funds and other deposlts.. ... _ ..... _ ..... _ ......... _._ $711 $668 
Receivable from other broker-dealers: 

(I) Securities failed to deliver. .............................. ___ 1,169 1,087 
(2) DepOSits on account of securities borrowed.................... 800 771 

Receivable from customers .. _____ ................ __ ...... _ ........ _ 4,065 3,812 
Accounts of officers, directors and partners not subject to equity or sub-

ordination agreements_ .......... ___ .... _ .............. _ ........ _ 39 36 

Nonclearing 
firms 

$43 

82 
29 

253 

'Long fositlOns In seCUrities and commodities (at market value): 

b~ ~~~~~~~~~tdagf~~;~sci:oiinislii-whicli-r;;sp;iiideniiias-aniiiieresi: 3, m 3, ~~~ I~~ 
,Exchange memberships at market value ............................ __ 159 133 26 
'Property, equipment and leasehold improvements net of accumulated 

depreciation and amortization .. _ ... __ ............................ 87 77 9 
Other assets.. .......... __ .................... __ ............ __ .... 450 437 13 ------,----------------

Total assets __ .............. __ ........ __ ....... ____ ........ _ 11,429 10,781 648 
================== 

(Number of firms .......................... __ ...... __ ...... __ .... __ 223 160 63 
================== 



84 

TABLE 17-PT. IV.-STATEMENT OF FINANCIAL CONDITION FOR NYSE PARTNERSHIPS CARRYING ACCOUNTS OF 
PUBLIC CUSTOMERS: (YEAR END 1969)-Continued 

IDoliar amounts in millions] 

All firms 

LIABILITIES AND CAPITAL FUNDS 
Money borrowed _________________________________________________ _ 

Payable to other broker-dealers: 
(1) Securities failed to receive_. _______________________________ _ 

$3,704 

1,183 
(2) Oeposlts on account of securities loaned _____________________ _ 

Payable to customers: 
641 

(1) Securities accounts: 
(a) Free-credit balances ______________________________ _ 1,410 (b) Other credit balances _____________________________ _ 1,184 

(2) Commodities accounts: (a) Free-credit balances ______________________________ _ 
(b) Other credit balances _____________________________ _ 

9 
57 

(3) Other liabilities to customers ______________________________ _ 
Accounts of officers, directors, and partners not subject to equity or sub-ordinatIOn agreements ______________ • _________________ • _________ _ 
Short POSitIOns in securities and commodities (at market value): 

2 

34 

(1) Investment accounts _______ • _____________________ • _______ _ 
(2) Trading and other accounts In which respondent has an interesL other I IBbllities ________________________________ • _________________ _ 

137 
361 
695 

Clearing 
firms 

$3,m 

1,099 
584 

1,291 
1,124 

9 
56 
1 

33 

Nonclearing 
firms 

$92 

84 
57 

119 
60 

--------------

137 ______________ 

356 5 
683 12 ----------------Total liabilities _______________ • ____________________________ _ 

Capital and subordinated accounts: 
9,419 8,985 433 

Subordinated accounts ________________________________________ _ 844 748 96 
Ca pltal ____________________________________ • ________________ _ 1,160 1,042 118 

----------------Total liabilities and capitaL ______________ • __________________ _ 11,429 10,781 648 

TABLE 18-PT. I.-STATEMENT OF FINANCIAL CONDITION FOR NYSE CORPORATIONS CARRYING ACCOUNTS OF 
PUBLIC CUSTOMERS (YEAR END 1970) 

IDoliar amounts In millions) 

ASSETS 

Cash, clearing funds, and other deposltL ___________________________ _ 
Receivable from other broker-dealers: 

(1) Securities failed to deliver ____ • ____________ • _______________ _ 
(2) Oeposlts on account of securities borrowed ___________________ _ 

Receivable from customers ____________ • _____________ • _____________ _ 
Accounts of officers, directors, and partners not subject to equity or sub-

ordination agreements. _____ • ________________________________ • __ _ 

LOng(r)~i~~Oe~~~~~f~~~~~e;t:~~_ ~~~.~~~~t~:~ ~~~ _~~~~~~ _v_a!~~~: _. _____ _ 
(2) Trading and other accounts in which respondent has an interesL 

Exchange memberships at market value ____________ ._. __ ._. _______ ._ 
Property, equipment, and leasehold Improvements net of accumulated 

depreciatIOn and amortizabon __________________________ • ____ • ___ _ 
Other assets _____________________________________________________ _ 

Total assets ______________________________________________ ._ 

Number 01 firms _________________________________________________ _ 

All firms 

$444 

623 
355 

3,776 

19 

98 
2,767 

86 

125 
346 

Clearing 
firms 

$401 

546 
320 

3,449 

17 

85 
2,597 

67 

114 
321 

Nonclearing 
firms 

$43 

77 
35 

327 

2 

13 
170 
19 

11 
25 -------------------

8,639 7,917 722 

150 93 57 
================== 
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TABLE 18-PT. I.-STATEMENT OF FINANCIAL CONDITION FOR NYSE CORPORATIONS CARRYING ACCOUNTS OF 
PUBLIC CUSTOMERS, (YEAR END 1970)-Continued 

(Dollar amounts in millions( 

LIABILITIES AND CAPITAL FUNDS 

Money borrowed _________________________________________________ _ 
Payable to other brOker-dealers: 

(1) Secunhes failed to receive •••• __ •• _. __ • ________ ._. ___ • _____ _ 
(2) Deposits on account of secunties loaned _____________________ _ 

Payable to customer.: 
(I) Secllnhes accounts: 

(a) Free credit balances •. _____________________________ _ 
(b) Other credit balances.. ____________________________ _ 

(2) Commodities accounts: 
(a) Free credit balances _________________________ • _____ _ 
(b) Other credit balances.. ____________________________ _ 

(3) Other liablilhes to customers. ______________________________ _ 
Accounts of officers. directors and partners not subject to equity or sub-

ordination agreements _________ • ________________________ • _______ • 

All firms 

$2,964 

874 
622 

1,133 
857 

25 
96 
14 

30 

shor~l)0~~~Oe~t~ne~f~~~~~~t~~-d- ~~~~~~~~i::_~a_t_ ~a_r~_e~ .~~I~:!: _ __ _ _ _ _ _ ;0 
(2) Trading and other accounts in which respondent has an interest.. 215 Other "abllihes _________________ • _ _ _ __ _ _ _ _ __ ___ _ __ _ __ _ _ _ _ _ _ ___ _ __ _ 461 

Cleanng 
firms 

$2,800 

787 
536 

1,029 
783 

24 

Nonclearing 
firms 

$164 

87 
86 

104 
74 

94 2 14 ____________ __ 

27 

10 ____________ __ 
2ll 4 
424 37 

To!al ilabliltles..____________________________________________ 7,301 6,739 562 
Capital and subordinated accounts: 

Subordinated Accounfs_________________________________________ 459 408 51 
CapltaL______________________ ________________________________ 879 770 109 

------.--------------Total "abilities and c3pitaL__________________________________ 8,639 7,917 712 

TABLE 18-PT. !I.-STATEMENT OF FINANCIAL CONDITION FOR NYSE PARTNERSHIPS CARRYING ACCOUNTS OF 
PUBLIC CUSTOMERS (YEAR END 1970) 

(Dollar amounts in millions) 

All firms 

ASSETS 

Cash, clearing funds and other deposlts ______________________________ 
Receivable from other broker-dealers: 

$510 

(1) Secunties failed to deliver __________________________________ 823 
(2) Deposits on account of securities borrowed ____________________ 597 

Receivable from customers ______ • __________________________________ 2,840 
Accounts of officers, directors and partners not subject to equity or sUbordinate agreements _______ • ________________ • _________ • _______ 32 
Long positions in securities and commodities (at market value): 

1,027 (1) Investment accounts _______________________________ • _______ 
(2) TradlOg and other accounts 10 which respondent has an interest_ 3,520 

Exchange memberships at market value _____________________________ 100 
Property, equipment and leasehold improvements net of accumulated 

76 depreciation and amortization ____________________________________ 
Other assets ______________________________________________________ 404 

Total assets _____________ • __________________________________ 9,929 
Number of firms __________________________________________________ 183 

Clearing 
firms 

$477 

783 
572 

2,655 

26 

1,009 
3,366 

82 

70 
396 

9,436 

129 

Nonclearing 
firms 

$33 

40 
25 

185 

18 
1~4 

18 

6 
8 

493 

54 
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TABLE 18-PT. n.-STATEMENT OF FINANCIAL CONDITION FOR NYSE PARTNERSHIPS CARRYING ACCOUNTS OF 
PUBLIC CUSTOMERS (YEAR END 1970)-Continued 

[Dollar amounts in millions] 

LIABILITIES AND CAPITAL FUNDS 

Money borrowed __________________________ • ______________________ _ 
Payable to other broker-dealers: 

(1) Securities failed to recelve __ • ______________ • _______________ _ 
(2) Deposits on account of securities loaned_. ___________________ _ 

Payable to customers: 
(1) Securities accounts: 

(a) Free-credit balances _______________________________ _ 
(b) Other credit balances ______________________________ _ 

(2) Commodities accounts: (a) Free-credit balances _______________________________ _ 
(b) Other credit balances ______________________________ _ 

(3) Other liabilities to customers _______________________________ _ 
Accounts of officers, directors, and partners not subject to eqUity or sub-ordination agreements __________________________________________ _ 
Short positIOns in securities and commodities (at market value). 

(1) Investment accounts ______________________________________ _ 
(2) Trading and other accounts in which respondent has an interest.. Other lIabililles __________________________________________________ _ 

Totalliabilities _____________________________________________ _ 

Capital and subordinated accounts: Subordinated accounts ________________________________________ _ 
Capital. ____________________________________________________ _ 

Total liabilities and capitaL ________________________________ _ 

All firms 

$4,122 

830 
427 

895 
833 

45 

Clearing 
firms 

$4,035 

786 
375 

824 
785 

Nonclearing
firms. 

$87' 

44 
52 

71 
48· 

5 ______________ 

43 2 1 ______________ 
1 

17 16 

110 
110 ______________ 

248 244 4 
674 667 7 --------------------------

8,207 7,890 317 

687 589 98 
1,035 957 78 --------------------------
9,929 9,436 493 

TABLE 19,-COMPOSITION OF THE CAPITAL STRUCTURE FOR NYSE MEMBER FIRMS CARRYING ACCOUNTS OF 
PUBLIC CUSTOMERS (YEAR END 1970) 

PART I 

All firms Clearing firms Nonclearing firms 

Partner-
Corporate ships Corporate 

Equity capital as a percentage of equity 
capital: Less than 10 __________________ _ 4 15 4 10 to 19.9 _____________________ _ 0 20 0 20 to 29.9 _____________________ _ 10 10 8 30 to 39.9 _____________________ _ 24 16 16 4a to 49.9 _____________________ _ 16 13 11 50 to 59.9 _____________________ _ 20 21 17 60 to 69.9 _____________________ _ 19 9 9 70 to 79.9 _____________________ _ 14 15 4 80 to 89.9 _____________________ _ 13 21 7 90 to 99.9 _____________________ _ 14 11 8 100 percen!.. __________________ _ 16 31 9 

Total _______________________ _ 
150 183 93 

PART II 

Subordinated loans and accounts as a 
percentage of total capital: 0______________________________ 17 117 10 

0.1 to 9.9_______________________ 17 21 11 
10 to 19.9______________________ 16 14 9 
20 to 799______________________ 15 10 4 
30 to 39.'______________________ 18 9 9 
40 to 49.9______________________ 17 5 15 
50 to 59.9______________________ 14 5 9 
60 to 69.9______________________ 23 2 15 
70 and over____________________ 13 0 11 

Partner-
ships Corporate 

11 0 
10 0 
7 2 

14 8 
7 5 

17 3 
5 10 

13 10 
15 6 
7 6 

23 7 

129 57 

74 7 
18 6 
12 7 
9 11 
7 9 
3 2 
4 5 
2 8 
0 2 

Partner
ships. 

5 
10· 
3 
2 
6 
4 
4 
2 
6 
4 
8 

54 

43 
3 
2 
1 
2 
2 
1 
0 
0 

------------------------------------~ 57 54 Total._______________________ 150 183 93 129 

Source: NYSE I. & E. reports. 
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TABLE 19.-COMPOSITION OF THE CAPITAL STRUCTURE FOR NYSE MEMBER FIRMS CARRYING ACCOUNTS OF 
PUBLIC CUSTOMERS (YEAR END 1970)-Continued 

PART III 

All firms Clearing firms Nonclearing firms 

Secured capital demand notes Partner· Partner· Partner· 
as a percentage of total ca pltal Corporate ships Corporate ships Corporate ships 

0 .••.••••••••..••.••••....•••••.•.• 136 175 81 123 55 52 
0.1 to 9.9 •••.......••.••••.••••.•.•• 3 1 3 1 0 0 
10 to 19.9 ••••.••••......•.••......• 4 2 3 1 1 1 
20 to 29.9 •.•••••.•.•.........•....• 2 I 1 1 1 0 
30 to 39.9 •••.•.•••.•••.•••••••••••• 1 3 1 2 0 1 
40 to 49.9 •••••..............•.....• 1 0 1 0 0 0 
50 to 59.9 •••••.•••.••••••••••••..•• 2 1 2 1 0 0 
60 to 69.9 ••••...........••........• I 0 1 0 0 0 
70 and over ••••••••••••••••.•••••.• 0 0 0 0 0 0 

Total .•.....•.••.....••.....• 150 183 93 129 57 54 

PART IV 

Accounts of partners subject to eqUity 01 subordination All Clearing Nonclearing 
agreements as a percentage of total capital partnerships partnerships partnerships 

0................................................................ 53 37 16 
0.1 to 9.9......................................................... 15 12 3 
10 to 19.9........................................................ 24 20 4 
20 to 29.9........................................................ 10 6 4 
30 to 39.9........................................................ 9 7 2 
40 to 49.9 ........................•.•••••••••••••••••••••••• """ 11 9 2 
50 to 59.9........................................................ 11 7 4 
60 to 69.9........................................................ 14 13 1 
70 and over...................................................... 36 18 18 

Tota!...................................................... 183 129 54 

Source: NYSE I. & E. Report. 

TABLE 20.-COMPOSITION OF THE CAPITAL STRUCTURE FOR NYSE MEMBER FIRMS CARRYING ACCOUNTS OF 
PUBLIC CUSTOMERS (YEAR END 1969) 

PART I 

All firms Clearing firms Nonclearing firms 

Partner· Partner· 
Corporate ships Corporate ships Corporate 

Partner· 
ships 

EqUity capital as a percentage of total 
capital: 

Less than 10 •••••••••••••••••••• 
10 to 19.9 .•..•..•.............. 
20 to 29.9 ••••.••.•.•••••.•..••• 
30 to 39.9 .•.......•.•.•........ 
40 to 49.9 .••.••••.•.••••••••••• 
50 to 59.9 .•.•...•.....••.....•. 
60 to 69.9 .•....•.•.•.••..•.•.•• 
70 to 79.9 ••..•.••••.•.•.•••.••. 
80 to 89.9 ••...•........•.....•. 
90 to 99.9 •••.•.•••••.••••••.••• 
100 percen!. •••••.•.•••..••.•.. 

6 
3 

10 
15 
17 
19 
24 
14 
23 
12 
13 

18 
15 
14 
28 
21 
22 
11 
17 
25 
12 
40 

4 12 2 6 
2 12 I 3 
7 9 3 5 

11 20 4 8 
11 17 6 4 
12 15 7 7 
11 9 13 2 
5 12 9 5 

12 19 11 4 
5 8 7 6 
4 27 9 13 ---------------------------------------------Total •••••..•.•..•.•....•.••• 156 223 84 160 72 63 

PART II 

Subordinated loans and accounts as a 
percentage of total capital: 

0.............................. 16 146 7 99 9 47 
0.1 to 9.9....................... 17 27 9 23 8 4 
10 to 19.9...................... 22 21 11 16 11 5 
20 to 29.9...................... 16 7 6 4 10 3 
30 to 39.9...................... 23 10 10 8 13 2 
40 to 49.9...................... 16 6 11 5 5 1 
50 to 59.9...................... 16 3 10 3 6 0 
60 to 69.9...................... 12 1 8 0 4 1 
70 and over.................... 18 2 12 2 6 0 -------------------------------------Tota!'....................... 156 223 84 160 72 63 

Source: NYSE I. & E. reports. 



88 

TABLE 20.-COMPOSITION OF THE CAPITAL STRUCTURE FOR NYSE MEMBER FIRMS CARRYING ACCOUNTS OF 
PUBLIC CUSTOMERS (YEAR END 1969)-Continued 

PART III 

All firms Clearing firms Nonclearing firms 
Secured capital demand notes as a -------- ---------- ---------
percentage of total capital Corporate Partnerships Corporate Partnerships Corporate· Partnerships 

0 _______________________________ 140 212 
0.1 to 9.9 ________________________ 3 4 
10 to 19.9 _______________________ 4 2 20 to 29.9 _______________________ 3 2 30 to 39.9 _______________________ 3 I 40 to 49.9 _______________________ 0 0 50 to 59.9 _______________________ 2 I 60 to 69.9 _______________________ 0 I 70 and over _____________________ I 0 

TotaL ____________________ 156 223 

PART IV 

Accounts of fartners subject to equity or subordination agreements as a 
percentage 0 total capital 

0 _______________________________________________________________ _ 
0.1 to 9.9 ________________________________________________________ _ 
10 to 19.9 _______________________________________________________ _ 
20 to 29.9 ___________________________________________ , ___________ _ 
30 to 39.9 _______________________________________________________ _ 
40 to 49.9 _______________________________________________________ _ 
50 to 59.9 _______________________________________________________ _ 
60 to 69.9 _______________________________________________________ _ 
70 and over _____________________________________ •• __ • ___ • ___ • __ •• 

Total.. ___ ._. _. _ •• ___ • _. _. ___ •• __ • __ • _____________________ _ 

Source: NYSE I. & E. reports, 

71 
2 
3 
3 
2 
0 
2 
0 
1 

84 

All 
partnerships 

60 
18 
27 
16 
12 
17 
12 
23 
38 

223 

151 69 
3 1 
2 1 
I 0 
I I 
0 0 
I 0 
I 0 
0 0 

160 72 

Clearing 
partnerships 

39 
14 
24 
12 
8 

11 
10 
17 
25 

160 

61 
I 
o 
I 
o 
o 
o 
o 
o 

63 

Nonclearing 
partnerships 

~I 
4 
3 
4 
4 
6 
2 
6 

13 

63 

TABLE 21, PT. I-EQUITY CAPITAL AS A PERCENT OF TOTAL CAPITAL FOR NYSE MEMBER FIRMS CARRYING 
ACCOUNTS OF PUBLIC CUSTOMERS (YEAR END 1970) 

All firms, by asset size (in millions of dollars) 

Equity capital as a percent· $0 to $5 to $10 to $25 to $50 to $100 to $250 and 
age of total capital' $4.9 $9.9 $24.9 $49.9 $99.9 $249.9 over Total 

Negative. _ ••• __ • ________ • __ 1 3 I 2 I 0 0 8 0 __________________ • ___ ._ •• 0 0 0 0 0 0 0 0 o to 9.9._ ••• _ •• ___ • ________ 0 I 5 3 2 0 I 12 
10 to 19.9 ____ • __ • __ • __ • ___ • 2 7 7 3 0 0 1 20 
20 to 29.9_ •••• _. ___________ 3 2 4 5 3 2 1 20 
30 to 399 __ • _____ • ___ •• ___ • 5 10 10 9 5 I 0 40 40 to 49.9 __________________ 7 3 9 7 0 I 2 29 50 to 59.9 ____ •• ____________ 4 8 12 7 2 6 2 41 
60 to 69.9 ___________ •• _____ 5 10 6 I 2 3 I 28 
70 to 79.9_ ••••••• _. ___ • ____ 5 10 9 3 0 2 0 29 
80 to 89.9 _________________ • 7 8 5 6 3 4 I 34 90 to 99.9. __ • __________ • ___ 6 5 11 I 0 2 I 26 100 _____________ • __________ 15 10 6 7 2 3 3 46 

TotaL •••• _______ • ___ 60 77 85 54 20 24 13 333 
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TABLE 21, PT. II.-EQUITY CAPITAL AS A PERCENTAGE OF TOTAL CAPITAL FOR NYSE MEMBER FIRMS 
CARRYI NG ACCOUNTS OF PUBLIC CUSTOMERS (YEAR END 1969) 

All firms, by asset size (in millions of dollars) 

Equity capital as a percent· $0 to $5 to $10 to $25 to $50 to $100 to $250 and 
age of total capital' $4.9 $9.9 $24.9 $49.9 $99.9 $249.9 over 

l'Iegativ ••••.••...••..••...• 0 7 2 1 0 1 0 
0 .......................... 1 0 0 0 0 0 0 
00.1 to 9.9 ................... 1 0 6 2 3 0 0 
10 to 19.9 ••••...••.••••.•.• 0 7 6 1 2 1 1 
20 to 29.9 .................. 2 6 5 4 2 3 2 
30 to 39.9 .................. 7 6 15 8 4 2 1 
40 to 49.9 .................. 6 2 9 13 3 3 2 
50 to 59.9 .................. 4 9 14 6 5 1 2 
60 to 69.9 .................. 4 4 15 5 4 3 0 
]0 to 79.9.· ................. 6 7 7 6 2 2 1 
80 to 89.9 .................. 12 10 11 4 4 5 2 
90 to 99.9 .................. 4 7 7 2 2 1 1 
100 ........................ 18 8 11 9 3 1 3 

TotaL ............... 65 73 108 61 34 23 15 

, Equity capital is defined as total assets less total liabilities and subordinated borrowings. 

Source: NYSE I. & E. reports. 

Total 

11 
1 

12 
18 
24 
43 
38 
41 
35 
31 
48 
24 
53 

379 

TABLE 22. PT. I.-TOTAL LIABILITIES (INCLUDING SUBORDINATED BORROWINGS) AS A PERCENTAGE OF 
TOTAL ASSETS FOR NYSE MEMBER FIRMS CARRYING ACCOUNTS OF PUBLIC CUSTOMERS (YEAR END 1970) 

All firms by asset size (in millions of dollars) 

$0 to $5 to $10 to $25 to $50 to $100 to $250 and 
Debt·asset ratio (in percentages) $4.9 $9.9 $24.9 $49.9 $99.9 $249.9 over Total 

Under 50 ................... 3 1 1 1 1 0 0 7 
50 to 54.9 .................. 3 1 0 1 0 0 0 5 
55 to 59.9 .................. 5 1 0 1 0 0 0 7 
60 to 64.9 .................. 3 1 2 0 0 1 0 7 
65 to 69.9 .................. 2 5 4 1 1 1 0 14 
70 to 74.9 .................. 11 7 5 2 0 0 0 25 
75to 79.9 .................. 6 7 8 3 0 1 0 25 
80 to 84.9 .................. 11 15 9 6 1 5 0 47 
85 to 89.9 .................. 10 19 25 13 4 7 3 81 
90 to 94.9 .................. 5 16 19 14 6 7 5 72 
95 and over. ............... 1 4 12 12 7 2 5 43 

Total firms •••..•..... 60 77 85 54 20 24 13 333 

Source: NYSE I. & E. reports. 

TABLE 22. PART II.-CONCENTRATION OF ASSETS AMONG NYSE MEMBER FIRMS CARRYING ACCOUNTS OF PUBLIC 
CUSTOMERS (YEAR END 1969) 

Member firms asset 
size (millions) 

Number 
of firms 

$250 and over. ............ ........... 15 
$100 to $249.9....... .......... ....... 23 
$50 to $99.9................... ....... 34 
$25 to $49.9....... .......... ......... 61 
$10 to $24.9......... .......... ....... 108 
$5 to $9.9............................ 73 
Under $5............................. 65 

Total 
assets 

(millions) 

$8.584 
3.726 
2.287 
2,094 
1,771 

544 
190 

Number 
of firms 

15 
38 
72 

133 
241 

. 314 
379 

Cumulative totals 

Total 
assets 

(millions) 

$8.584 
12.310 
14,597 
16.691 
18.462 
19.006 
19.196 

Percentage 

44.7 
64.1 
76.0 
87.0 
96.2 
99.0 

100.0 

Total ..••.••••••••••...•....•.. ----37--9---19-. -19-6-'-00-"-'-"-'-"-"-'-"-'-"-00-'-"-'-"-"-'-"-'-"-00-'-"-" 

71-109-72--7 
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PART III.-CONCENTRATION OF EQUITY CAPITAL AMONG NYSE MEMBER FIRMS CARRYING ACCOUNTS OF PUBLIC 
CUSTOMERS (YEAR END 1969) 

Member firms asset size (millions) 

$250 and oYer _______________________ _ 
$100 to $249.9 _______________________ _ 
$50 to $99.9 _________________________ _ 
$25 to $49.9 _________________________ _ 
$10 to $24.9 _________________________ _ 
$5 to $9.9 ___________________________ _ 
Under $5 ___________________________ _ 

Total _________________________ _ 

Number 
of firms 

15 
23 
34 
61 

108 
73 
65 

379 

Equity 
capItal' 

(mIllions) 
Number 
of firms 

Cumulative totals 

Equity 
capital 

(millions) Percent 

$724 15 $724 35. 5 
371 38 1,095 53.7 
277 72 1,372 67.3 
282 133 1,654 81. 1 
251 241 1,905 93.4 

85 314 1,990 97.6 
48 379 2, 038 100. 0 

2,038 _________________________________________ _ 

1 Equity capital is defined IS total assets less totalliabililies and subordinated borrowings. 

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

TABLE 22.-PART IV, TOTAL LIABILITIES (INCLUDING SUBORDINATED BORROWINGS) AS A PERCENTAGE OF 
TOTAL ASSETS FOR NYSE MEMBER FIRMS CARRYING ACCOUNTS OF PUBLIC CUSTOMERS (YEAR END 1969) 

(All firms by asset size; In millions of dollars) 

$0 to $5 to ~10 to $25 to $50 to $100 to $250 
Debt-asset ratio (percentage) $4.9 $9.9 $24.9 $49.9 $99.9 $249.9 and over Total 

Under 50.0 _________________ 5 1 1 1 1 0 0 9 50.0 to 54.9 _________________ 2 1 2 0 0 0 0 5 55.0 to 59.9 _________________ 3 1 0 1 1 0 0 6 60.0 to 64. 9 ________________ 10 4 4 2 0 0 0 20 65.0 to 69.9 _________________ 6 2 2 1 0 1 0 12 70.0 to 74.9.. _______________ 6 5 5 2 0 0 0 18 75.0 to 79.9.. _______________ 9 6 7 5 0 1 0 28 80.0 to 84.9.. _______________ 7 14 9 7 2 3 1 43 85.0 to 89.9.. _______________ 13 15 35 14 14 4 3 98 90.0 to 94.9 _________________ 2 13 25 17 9 9 7 82 95.0 and over _______________ 2 11 18 11 7 5 4 58 
Tota '- _______________ 

65 73 108 61 34 23 15 379 

Source: NYCE I. & E. reports. 

TABLE 22.-PART V, TOTAL LIABILITIES (INCLUDING SUBORDINATED BORROWINGS) AS A PERCENTAGE OF 
TOTAL ASSETS FOR NYSE MEMBER FIRMS CARRYING ACCOUNTS OF PUBLIC CUSTOMERS (YEAR END 1968) 

(All firms by asset size; millions 01 dollars) 

$0 to $5 to $10 to $25 to $50 to $100 to $250 
Debt-asset ratiO (percentage) $4.9 $9.9 $24.9 $49.9 $99.9 $249.9 and over Total 

Under 500 _________________ 7 0 0 2 0 0 0 8 500 to 54.9 _______________ ._ 2 1 0 0 0 0 0 9 55.0 to 59.9 _________________ 1 3 2 0 1 1 0 3 600 to 64.9. ________________ 3 1 1 0 0' 0 0 5 65.0 to 69.9 _________________ 5 3 5 0 2 0 0 15 70.0 to 74.9 _________________ 4 4 7 0 1 1 0 17 75.0 to 79.9 _________________ 6 9 5 2 1 0 0 23 80.0 to 84 9 _________________ 7 21 18 7 3 3 0 59 85.0 to 89.9.. _______________ 3 9 36 15 12 7 5 87 900 to 94 9 _______ . _________ 0 7 28 32 21 12 12 112 95.0 and over _______________ 0 0 8 8 18 6 7 47 
Total. _______________ 

38 58 110 66 59 30 24 385 

Source: NYSE I. & E. r.ports. 
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TABLE 23.-PART I, LIABILITIES, OTHER THAN SUBORDINATED BORROWINGS, AS A PERCENTAGE OF TOTAL 
ASSETS FOR NYSE MEMBER FIRMS CARRYING ACCOUNTS OF PUBLIC CUSTOMERS (YEAR END 1970) 

IAII firms by asset size; in millions of dollarsl 

$0 to $5 to $10 to $25 to $50 to $100 to $250 
Debt·asset ratio (percentage) $4.9 $9.9 ~24. 9 $49.9 $99.9 $249.9 and over Total 

Less than 20.0. _____________ 1 0 1 0 0 0 0 0 20.0 to 24.9 _________________ 0 0 0 0 0 0 0 2 25.0 to 29.9.. _______________ 1 0 1 0 0 0 0 2 30.0 to 34.9.. _______________ 4 0 1 0 0 0 0 5 35.0 to 39 9.. _______________ 1 2 2 0 1 0 0 6 40.0 to 44.9 _________________ 3 0 1 0 0 0 0 4 45.0 to 49.9 _________________ 2 2 2 1 0 0 0 7 50.0 to 54.9.. _______________ 7 4 2 3 0 0 0 16-55.0 to 59.9.. _______________ 5 6 4 1 0 0 0 16. 
60.0 to 649.. _______________ 5 7 0 2 0 2 0 16, 
65.0 to 69.9.. _______________ 8 10 8 6 2 0 0 34 70.0 to 74.9.. _______________ 12 11 17 7 0 1 0 48' 75.0 to 79.9.. _______________ 5 20 19 13 5 6 2 70' 80.0 to 84.9.. _______________ 4 14 22 13 10 9 3 75 85.0 to 89.9 _________________ 2 1 4 6 2 5 4 24 
90.0 and oveL _____________ 0 0 1 2 0 1 4 8 

Total firms ___________ 60 77 85 54 20 24 13 333 

Source: NYSE I. & E. reports. 

TABLE 23-PART II, LIABILITIES, OTHER THAN SUBORDINATED BORROWINGS, AS A PERCENTAGE OF TOT Al 
ASSESTS FOR NYSE MEMBER FIRMS CARRYING ACCOUNTS OF PUBLIC CUSTOMERS (YEAR END 1969) 

IAII firms by asset size; In millions 01 dollarsl 

$0 to $5 to $10 to $25 to $50 to $100 to $250 
Debt-asset ratio (percentage) $4.9 $9.9 $24.9 $49.9 $99.9 $249.9 and over Total 

Less than 20.0 ______________ 2 0 0 0 0 0 0 2 20.0 to 24.9.. _______________ 0 0 1 0 0 0 0 1 25.0 to 29.9.. _______________ 0 0 1 0 0 0 0 I 30.0 to 34.9.. _______________ 0 1 1 0 0 0 0 2 35.0 to 39.9.. _______________ 2 1 2 0 1 0 0 6 40.0 to 44.9 _________________ 6 0 I I 0 0 0 8 45.0 to 49.9 _________________ 6 2 1 . 0 0 0 0 9 500 to 54.9 _________________ 1 2 2 1 1 0 0 7 55.0 to 59.9 _________________ 6 4 2 I 0 0 0 13 60.0 to 64.9 _________________ 10 8 9 4 1 I 0 33 65.0 to 69.9 _________________ 10 9 10 2 1 0 0 32 70.0 to 74.9 _________________ 9 11 13 11 2 1 I 48 75.0 to 79.9.. _______________ 10 19 25 10 6 1 0 71 80.0 to 84.9.. _______________ 3 13 24 14 13 15 4 86 850 to 89.9.. _______________ 0 3 16 15 9 4 6 53 90.0 and over _______________ 0 0 0 2 0 1 4 7 
Total firms ___________ 65 73 108 61 34 23 15 379 

Source: NYSE I. & E. reports. 

TABLE 23.-PART III, LIABILITIES, OTHER THAN SUBORDINATED BORROWI NGS, AS A PERCENTAGE OF 
TOTAL ASSETS FOR NYSE MEMBER FIRMS CARRYING ACCOUNTS OF PUBLIC CUSTOMERS (YEAR END 1968) 

IAII firms by asset size; in millions of dollars) 

$0 to $5 to $10 to $25 to $50 to $100 to $250 
Debt-asset ratio (percentage) $4.9 $9.9 $24.9 $49.9 $99.9 $249.9 and over ToUI 

less than 20.0 ______________ 2 0 0 0 0 0 0 2 20.0 to 24.9 _________________ 0 0 0 0 0 0 0 0 25.0 to 29.9.. _______________ 2 0 2 I 0 0 0 5 
30.0 to 34.9.. _______________ I I 2 0 0 0 0 4 350 to 39.9.. _______________ 2 I 0 0 0 0 0 3 40.0 to 44.9.. _______________ 0 0 0 0 0 0 0 0 45.0 to 49.9.. _______________ 2 2 1 1 0 1 0 7 50.0 to 54 9 _________________ 2 3 I 2 1 0 0 9 55.0 to 59.9.. _______________ 6 3 3 0 0 1 0 13 60.0 to 64.9 _________________ 3 3 7 0 0 2 0 15 
65.0 to 69.9 _________________ 10 6 11 4 3 1 0 35 70.0 to 74.9 _________________ 5 9 10 2 5 1 0 32 75.0 to 79.9.. _______________ 2 10 22 10 4 2 0 50 80.0 to 84_9 _________________ a 15 31 22 22 4 2 96 85.0 to 89.9.. _______________ 1 5 16 20 18 14 17 91 90.0 and over _______________ a a 4 4 6 4 5 23 

Total. _______________ 
38 58 110 66 59 30 24 385 

Source: NYSE I. & E. reports, 
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TABLE 24 

PART I.-LIABILITIES, OTHER THAN SUBORDINATED BORROWINGS, AS A PERCENTAGE OF 
TOTAL ASSETS FOR SELECTED BROKER·DEALERS (YEAR END 1970) 

Percent 
All exchanges 

NASD only except NYSE Total 

0................................................................ 3 2 5 
Under 20......................................................... 45 27 72 
20 to 24.9........................................................ 7 3 10 
2510 29.9........................................................ 18 7 25 
30 10 34.9........................................................ 11 12 23 
35 to 39.9........................................................ 22 10 32 
40 10 44.9 .••••••••••••••••••••••••••...•.•••••••.•••...•.•.•.• '.. 27 11 38 
4510 49.9........................................................ 23 14 37 
50 10 54.9........................................................ 19 19 38 
5510 59.9........................................................ 32 25 57 
60 10 64.9 •••••.•••••••.•.•....••.••••••••.•••..•••••.•.•••.••••• ; 35 35 70 
6510 69.9........................................................ 39 39 78 
'70 10 74.9........................................................ 33 49 82 

.~~ l~ ~tt=========================:::::::::::::::::=::::::::::= ~~ :~ ~~ 
8510 89.9........................................................ 12 21 33 

:. tu~ ,~~~::::::::::::::::::::: = = = = = = =: = = = =::::: =: = =::: =:: =:: =: =:: ........... :! ............. t:: ~ ......... ~~ 
Tolal •.•••••••••.•••••••••.•.••••••••••••..•••••...•••••.•• 388 373 

PART II.-TOTAL LIABILITIES (INCLUDING SUBORDINATED BORROWINGS) AS A PERCENTAGE OF 
TOTAL ASSETS FOR SELECTED BROKER· DEALERS (YEAR END 1970) 

All exchanges 

761 

Percentage NASD Only except NYSE Total 

0 •••••..••.••••..•.•.•••••••••••.•••••.••...•..•.....•••••••••••• 
Under 20 ..••.....•.••••..•••...•.••••..•.•.•••...•...•••...••..•• 
20 10 24.9 ..•.••..•.•••••••.•...•.•••••••.•.•••.•.....•••••••••••• 
25 10 29.9 •...•.••••••..•••.•.•••••...•••...••......•.•.•••.••••.• 
30 10 34.9 ..•.•.•.•••••.•••.•.•.•.•••••••.•••••••••••••...•.....•• 
35 to 39.9 •••••.••••••...•.••.•...•...•.•...•••••.••••..........•. 
40 10 44.9 .••••••••••••• ' •...•••••...••..••••••••.•••••...•....••• 
45 10 49.9 •••...•••••••.••..•.•••.•.•••...•.••..••..•.......•.••.. 
50 10 54.9 ....•••••••••••••••••.•••••••••••••.•.••..•••.•••••••••• 
55.910 59.9 ..•.••••.•••••.........•.•••••...••......•.•...•.•.•.•• 
60 10 64.9 .••••••.••..•••••••••••.••••.••••••••.•••••••••••••••••• 
6510 69.9 •...•.••..•.•.•.••......•.........•.........•...•.•••... 
70 to 74.9 •••••••.•.•••••.•.••..•••••••••.•••.•.•.•.•••.•••••.•••• 
7510 79.9 .••..••...•. __ .. _ .......•.•.•.•...•...............•..•.. 
80 to 84.9 ...••••.........•.••....•.•.•••••••...•.•.•••••••••••••• 
85 to 89.9 ..•.•••••••.•.•••.•.•.•.•.•.•••.•.•.•.•.•.•.•.•.•.•.•••• 
90 10 94.9 •••.•••.••..................•••..•••••••••.•••.••••••••• 
95 10 99 ...••••••.••..•...••••...••..••••••••.•.•...•.••••.••.•••• 
100 ......•••.•••••••.•••.•....••.•••••••••••••••••••••••.•••••••• 
Over 100 •••....•.•••••••••.•••.•.........•.•..••...••••..•••••••. 

4 
37 
4 

14 
10 
17 
23 
18 
17 
26 
26 
35 
25 
23 
33 
20 
17 
19 
I 

19 

2 
20 
2 
5 
7 
9 
5 
7 

13 
14 
19 
22 
39 
37 
52 
43 
35 
18 
2 

22 

6 
57 
6 

19 
17 
26 
28 
25 
30 
40 
45 
57 
64 
60 
85 
63 
52 
37 
3 

41 ---------------------
Total. ••••••.•.•••••.•.....•.•••••.•.•.•••••••••••••••••••• 388 373 

Source: X-17A-I0 Reports 1970 

TABLE 25-PT. I.-SUBORDINATED ACCOUNTS AS A PERCENTAGE OF TOTAL CAPITAL FOR 284 NYSE 
MEMBER FIRMS CARRYING PUBLIC CUSTOMER ACCOUNTS (YEAR END 1965-69) 

Subordinated accounls as a 
percentage of total capital 1965 1966 1967 1968 

0 •..•......•••..•.•••........•.•.•.•• 69 63 62 48 
Under 10 ..•..•.•••••••••...........•. 27 24 19 25 
101019.9 .••.•..••••..•........•.•.•• 11 15 22 30 
20 to 29.9 .•.•.•..•.•.•••••.••.•...•.. 30 29 34 31 
301039.9 .•..•.•.••••.•....•.•.•.•.•• 23 26 33 27 
40 to 49.9 .••••.••.•....•.•••••••••..• 21 24 24 33 
50 to 59.9 .•..•.•.••••.•....•...•.•.•. 36 34 34 30 
601069.9 .•••••.•......•.•.•.•.••...• 21 19 17 19 
701079.9 .•.•.••.•.•.••.•.•.••.....•. 22 23 22 22 
801089.9 .•....•.••••••••..•...•••.•• 18 18 14 13 
90 and oveL •••••••••.••••.•.•.•.•.•• 5 9 3 6 

TotaL ••••••••.....•••.•.•••••• 284 284 284 284 

761 

1969 

42 
20 
33 
22 
25 
28 
28 
35 
20 
13 
18 

284 
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TABLE 25-PT. II.-TOTAL LIABILITIES (INCLUDING SUBORDINATED BORROWINGS) AS A PERCENTAGE OF TOTAL·· 
ASSETS FOR 284 NYSE MEMBER FIRMS CARRYING ACCOUNTS OF PUBLIC CUSTOMERS (YEAR END 1969) 

Debt·asset ratio (percentage) 1965 1966 1967 1968 1969 

Under 50 ••••.•.•.•...••••••.•.••••••• 17 14 14 5 5 
50 to 54.9 ••...•.••••••••••••••••••••• 4 4 1 3 5 
55 to 59.9 .•.•••••••••.•••.••••••••••• 8 5 6 8 6 
60 to 64.9 .•••.••••••••••••.••••••.... 10 8 10 4 15 
65 to 69.9 .•.•....••..••••....••.....• 10 15 7 13 5 
70 to 74.9 .••••••...••.•.•.•••.••••.•• 14 30 14 10 12 
75 to 79.9 .•..••••••••••••....•......• 22 17 34 20 24 
80 to 84.9 ••..•.•.•••.•......•...••••• 28 34 39 44 32 
85 to 89.9 .•..•••••••••....•••.••••••• 70 62 59 61 77 
90 to 94.9 .•.••••.•..•.•••••••••••••.. 74 68 76 78 59 
95 and oveL •.•••.•..•••••.••.....•.• 27 27 24 38 44 

Total ..••••••••••• : •••••••••••• 284 284 284 284 284 

TABLE 25-PT. III.-TOTAL LIABILITIES AS A PERCENTAGE OF TOTAL ASSETS FOR 284 NYSE MEMBER FIRMS 
CARRYING ACCOUNTS OF PUBLIC CUSTOMERS (YEAR END 196!Hi9) 

Debt·asset ratio (percentage) 1965 1966 1967 1968 1969 

Less than 20 ••••....•.••••••.••••••••• 5 4 5 2 2 
20 to 24.9 ••••••••••••..••••••••..•..• 4 4 0 0 1 
25 to 29.9 •.......•.•.•.•.••.••••.•••• 3 3 4 2 0 
30 to 34.9 •••••..•................•.•. 3 2 3 2 2 
35 to 39.9 •••••••••••••••••••••••••••• 5 3 2 3 3 
40 to 44.9 •••••••....••••••.•••••.•..• 7 6 4 0 6 
45 to 49.9 ••..•••••.•.........•••••••• 10 9 5 6 8 
50 to 549 .•.•.•••...••••••.•........• 9 13 9 7 6 
55 to 59.9 .•••••••••••••••......••••.• 13 13 14 12 9 
60 to 64.9 ••••••..••.....•.••••••••••• 22 24 18 10 22 
65 to 69 9 .....•...•.•.••••...•..•...• 25 27 26 30 24 
70 to 74.9 ••••••••.•.....•••.••••••••• 23 42 26 21 36 
75 to 79.9 .••............•••.••••••... 37 24 46 38 52 
80 to 849 .•...•........•••••••.••..•• 47 57 57 73 65 
85 to 89.9 .•.••••••••••...•......••••• 58 43 50 64 43 
90 to 94.9 ..............•••••••••..... 11 8 15 12 5 
95 and over •••••••••.••.•.•. · •...••••• 2 2 0 2 0 

Total ••.••••••••••••.•.•......• 284 284 284 284 284 

Source: NYSE I. & E. reports. 

TABLE 25-PT. IV.-SUBORDINATED ACCOUNTS AS A PERCENTAGE OF TOTAL CAPITAL FOR 324 NYSE MEMBER 
FIRMS CARRYING PUBLIC CUSTOMER ACCOUNTS (YEAR END 1969-70) 

Subordinated accounts as a percentage of total capital 1969 1970 

0....... •••. •••...........•.•.••••.•...•.. ........•.••.. ........•.••••••...•... 48 46 
Under 10........................ .••••.••...•.•.. .... ..•.•• ••.•.•....••.....•••. 24 25 
10 to 19 9...................................................................... 43 35 
20 to 29.9.. ....•.. ......•...•.•• •..••..... ............•. ...•...•.... ...... ...•• 29 28 
30 to 39.9....... •.•......... ......•.•. ••••••.. ....•..... ......••.•••.. ......•.• 30 27 
40 to 49.9...................................................................... 30 38 
50 to 59.9....................... ..•..•.•...•...... ..........•..•.•.•.•.....•..• 34 28 
60 to 69.9................................. •••.•......•.•........•.•.•. ••••••.•. 36 39 
70 to 79.9..... ...•........•. .•..••.•••........ .•.••.•.•.••.• ...•........•.•.••• 18 19 
80 to 89.9...................................................................... 14 19 
90 and over.. ••• .•.•.....•.. •.•••••..•...•........•.•.•.••••••••............•.. 18 20 

------------------TotaL... ••...••••• ••••••• .••••••••••••••••• •••••• ••••. ......•... .....••• 324 324 
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TABLE 25-PT. V.-TOTAL LIABILITIES (INCLUDING SUBORDINATED BORROWINGS) AS A PERCENTAGE OF TOTAL 
ASSETS FOR 324 NYSE MEMBER FIRMS CARRYING ACCOUNTS OF PUBLIC CUSTOMERS (YEAR END 1969-70) 

Debt-asset ratio (percentage) 1969 

Under 50.0_ _ _ _ ____________ ___ __ _ ___ ____ __ _____ __ _ ___ _ _ _ __ _ _ _ ______________ ___ _ 8 
50 to 54.9____ _ _ _ _____ ____ _ _____ _ __ _ _ __ _____ __ __ _ _ __ _ _ _ _ _ ___ __ _ _ _ __ ___ __ ____ ____ 4 
55 to 59.9 ________________________________________________ • _____________________ 6 
60 to 64.9_ _________________________________________________ ____________________ 17 
65 to 69.9_ ___ __ ___ ____ ___ __ _ _____ _ ___ _ __ ___ __ __ _ _ __ _ _ _ __ ___ _ _ _ _ _ __ _ __ _ __ _ __ _ _ __ 10 
70 to 74.9_ _ _ _ __ _ ____ _ __ __ _ __ ___ _ __ _ _ __ _____ _ _ _ __ ___ _ _ _ _ __ __ _ _ _ _ _ __ __ _ __ __ _ _ _ ___ 16 
75 to 79.9_ __ _ _ __ __ _______ _ __ _ _ _ _ __ ____ __ ___ _ _ _ _ _ ___ _ __ _ _ _ _ _ _ _ _ __ ___ __ __ _ _ _ _ ____ 25 
80 to 84.9_ __ ___ __ _ __ __ __ __ ____ ___ ______ _ _ _ __ __ _ __ _ __ __ _ _ _ _ _ _ __ __ ___ __ _ _ _ _ _ ___ _ _ 40 
85 to 89.9_ _____ __ _ _ _ _ _ ________ ___ ______ _ _ _ __ __ _ _____ _ __ _ _ _ _ _ ___ _ __ _ _ __ ___ _ _____ 87 
90 to 94.9_ _ __ ___ __ _ _ __ ___ _ _ ___ _ __ _ ___ __ _ __ ___ __ __ __ _ _ __ _ _ _ __ _ __ _ _ _ __ __ __ __ __ ___ 68 
95 and over _ _ _____ ____________ _ _ _ _ _____ _ __ _______ ______ _ ____ _____ ___ __ ____ _____ 43 

------Total. _ _____ __ ________ __ ______ ___ __ _ _________ _ ___ __ ___ _ _ ___ _____ __ ______ _ 324 

1970 

7 
5 
7 
7 

14 
24 
24 
45 
79 
70 
42 

324 

TABLE 25-PT. VI.-TOTAL LIABILITIES AS A PERCENTAGE OF TOTAL ASSETS FOR 324 NYSE MEMBER FIRMS 
CARRYING ACCOUNTS OF PUBLIC CUSTOMERS (YEAR END 1969-70) 

Debt-aslet ratio (percentage) 1969 1970 

Less than 20_______ _ ______________________ __ ______ _ ______ __ __ _ __ _ _ __ __ __ __ ____ __ 0 1 
20 to 24.9________________________ _ ___ _______ __ _____ ___ _ _ _ __ __ _____ _____ _ _____ __ 1 1 
25 to 29 9 _____________________________________________ • ______ ._________________ 1 2 
30 to 34.9 ___ • _______________ • _______________ .__ _______ __ __ ___ ____ ___ __ __ _____ __ 2 5 
35 to 39.9 ___________________________________ • _________ ._. ___________ ._ __ _______ 4 6 
40 to 44.9_ _______________ ___ _ _ ____ ___ _______ __ _ _____ _ _ _ __ __ __ _____ ____ _ _______ _ 8 4 
45 to 49.9 ____________________________________________________ • _________ • ___ .___ 6 7 
50 to 54.9 ________________________________________________________ •• ________ • ___ 6 15 
55 to 59.9 ______________________________________ • _____________ • _____________ .___ 13 14 
60 to 64.9 __________________________________________________________________ • __ _ 31 19 
65 to 69.9 ______________________________________ .__ ___ ________ _ __ __ __ _ _ _ ________ 29 30 
70 to 74.9_ _______ _ ______ __ ______ __ __________ ____ ___ __ ________ _ ________ __ __ _____ 40 46 
75 to 79.9 __________________________________________________________________ .__ _ 62 69 
80 to 84.9 ____________________________________________________________________ ._ 70 73 
85 to 89.9_ ______ __ __________________________ __ __ _____ _ _____ ________ __ __________ 44 24 
90 to 94.9 ______________________ • ____________________________________ • ________ ._ 7 6 
95 and over_ •• _________________________ • ___________________________________ ._". ____ 0 _____ 2 

Total. _ ._ •.•• _ •• .;-_ •.• _ .• __ ••• _. _____ • ___ .__ ______ _ __ ____________ _______ _____ 324 324 

Source: NYSE I. & E. reports. 


