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REGULATION OF CLEARING AGENCIES AND TRANSFER
AGENTS

WEDNESDAY, JULY 11, 1973

U.S. SENATE,
COMMil ihE ON BANKING, HOUSING AND URBAN AFFAIRS,

SUBCOMMITTEE ON SECURITIES,

Washington, D.0 .
The subcommittee met at 9:40 a.m., pursuant to call, in room 5302,

Dirksen Senate Office Building, Senator Harrison A. Williams, Jr.,
chairman of the subcommittee, presiding.

Senator WILLIAMS. I think we have to rap the gavel.
This is the Subcommittee on Securities. We begin our hearings on

a bill concerning the regulation of the clearance and settlement of secu-
rities transactions. This bill is similar to S. 3876 which the Senate
unanimously passed last year and upon which the House acted, but
in a slightly different form.

Unfortunately, the Congress adjourned before there was an op-
portunity for a conference to resolve the differences between the two
bills. This year, we intend to act promptly on S. 2058 so that there will
be ample opportunity for a House-Senate conference if that is
necessary.
This bill has two objectives. The first is to prevent future paper-

work crises in the securities industry.
The second is to create a central governmental decisionmaking au-

thority capable of coordinating the diverse and often antithetical ap-
proaches to certificate processing which are now emerging.
Let me say a few words about each of these objectives.
The paperwork crisis during the late 1960's resulted from the secu-

rities industry's inability to process the tremendous volume of trading.
All too often, deliveries to customers were late and stock certificates
were lost, all in this rising tide of paper. Firms lost control of their
records, and over 100 broker-dealers were forced into liquidation,
largely as a result of faulty recordkeeping and the backlog of uncom-
pleted transactions.
These liquidations caused financial hardships to many investors who

left their securities with brokerage houses for safekeeping. A noted
economic historian recently characterized this crisis as perhaps the
single most dramatic technical failure of the free-enterprise system
on record anywhere.
The Congress responded in part to this situation by enacting the

Securities Investors Protection Act of 1970. But we in the Congress
were not satisfied with merely insuring the public against brokerage
house failures. We began to exercise a closer and more continuing

(1)
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scrutiny of the securities industry. The legislation before us today is
a direct result of that scrutiny.
Turning briefly to the bill's second objective, a leading financial

reporter has written:
A labyrinthine and arcane, but intense and often chaotic battle has quietly

developed among the Big Board, the regional exchanges, the NASD, the New
York banks, the regional banks and the major brokerage houses over just who
is going to control the machines that are being set up to take care of the paper
[involved in securities transactions].

This bill is intended to bring an end to that battle.
I believe competition in the area of securities processing is healthy,

and this legislation does not decree its premature demise. However,
the loser in the industry's current round of infighting is not only the
investor who must put up with the confusion and delay inherent in
the proliferation of clearing systems. The loser is also the individual
securities firm which is forced to interface with from one to seven
clearing systems and not less than four different securities depositories.
What we have in the securities-processing area is not healthy and

strengthening competition, but institutional empire building. The in-
dustry is in desperate need of a single governmental agency with the
authority and the responsibility to bring order out of the existing
jurisdictional chaos. Someone must have the authority to knock heads
together and move the whole industry toward a rational, nationwide
clearing system. And that someone should have an appreciation of the
major costs incurred by securities firms in the settlement of trans-
actions.
This bill which I have introduced with Senators Tower, Bennett,

Brooke, and Stevenson, will give the SEC precisely that authority
over the policy development and operations of everyone involved in
the securities-handling process. It also provides a major role for the
bank regulatory agencies in the inspection of the bank components
and in the enforcement of the rules with respect to these banks.
The bill before us today reflects the considered judgment of all per-

sons concerned and involved with the processing of securities trans-
actions. I believe that it is important for us to act promptly upon this
bill so that investors are assured that their funds and securities are
efficiently and economically processed.
[Copy of S. 2058 and letters from regulating agencies follows:]
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93D CONGRESS
1ST SESSION S. 2058

IN THE SENATE OF THE UNITED STATES

JUNE 22 (legislative day, JUNE 18), 1973

Mr. WILLIAMS (for himself, Mr. BENNETT, Mr. BROOKE, Mr. STEVENSON, and
Mr. Tow* introduced the following bill, which was read twice and
referred to the Committee on Banking, Housing and Urban Affairs

A BILL

To amend the Securities Exchange Act of 1934 to provide for

the regulation of clearing agencies and transfer agents, and

for other purposes.

1 Be it enacted by the Senate and House of Representa-

tives of the United States of America in Congress assembled,

3 SECTION 1. Section 2 of the 'Securities Exchange' Act of

4 1934 (15 TJ.S.C. 78b) •is amended by striking the word

5 "and" -immediately before the phrase "to impose require-

6 ments necessary to make such regulation and control reason-

7 ably complete and effective," and by adding the following

8 .immediately after that phrase: "and to provide for the

9 development of an integrated national system for the prompt

—a
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and accurate processing and settlement of securities

transactions,".

SEC. 2. Section 15A (k) (2) of the Securities Exchange

Act of 1934 (15 U.S.C. 78o-3(k) (2) ) 18 amended by

inserting after clause (D) the following:

"(E) the time and method of making settlements,

payments, and deliveries and of opening, maintaining,

and closing accounts."

SEC. 3. Section 3 (a) •of the Securities Exchange Act of

1934 (15 U.S.C. 78c (a) ) is amended by adding at the end

thereof the following new paragraphs:

"(22) The term 'clearing agency' means any person

who acts as an intermediary in making payments or deliveries

or both in connection with transactions in securities or who

provides facilities (A) for comparison of data respecting the

terms of settlement of securities transactions, (B) to reduce

the number of settlements of securities transactions, or (C)

for the allocation of securities settlement responsibilities. Such

term also means any person who acts as a custodian of secur-

ities in connection with a system which permits securities

so held to be transferred, loaned, or pledged without physical

delivery of securities certificates, or which otherwise permits

or facilitates the settlement of securities transactions or the

hypothecation or lending of securities without physical deliv-

ery of securities certificates. The term 'clearing agency' does
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1 not include (i) Federal Reserve Banks, Federal Home Loan

2 Banks, Federal Land Banks, and (ii) banks, brokers, life

3 insurance companies or their registered separate accounts,

4 registered open end investment companies or unit investment

5 trusts, building and loan, savings and loan, and homestead

6 associations, and cooperative banks by reason of lending,

7 fiduciary, correspondent, or safekeeping functions commonly

8 performed by theni on the date of enactment of this

9 paragraph.

10 "(23) The term 'participant', when used with respect

11 to a clearing agency means any person who uses a clearing

12 agency or securities depository for the purpose of settling

13 or comparing transactions in securities or making or receiv-

14 ing payment for or delivering, lending, or hypothecating

15 of securities. Such term does not include a person whose

16 only use of a clearing agency or securities depository is

17 through another person.

18 "(24) The term 'transfer agent' means any person who

19 engages on behalf of an issuer of securities, or on behalf of

20 itself as an issuer, of securities in (A) countersigning such

21 securities upon issuance; (B) monitoring the issuance of

22 such securities with a view to preventing unauthorized is-

23 suance, a function commonly performed by a person called

24 a registrar; (C) registering the transfer of such securities;

25 or (D) exchanging or converting such securities. The term
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1 'transfer agent' does not include any person who performs

2 such functions solely with respect to variable annuity con-

3 tracts issued by insurance companies.

4 " (25 ) The term 'appropriate regulatory agency', when

5 used with respect to a clearing agency or transfer agent

6 required to be registered under this title, means:

7 "(A)'the Comptroller of the Currency, in the case

8 of a national bank or a bank operating under the Code

9 of Law for the District of Columbia, or a subsidiary

10 of any such bank;

11 "(B) the Board of Governors of the Federal Re-

12 serve System, in the case of a State member bank of the

13 Federal Reserve System, a subsidiary thereof, a bank

14 holding company, or a nonbank subsidiary of a bank

15 holding company;

16 "(C) the Federal Deposit Insurance Corporation in

17 the case of a bank insured by the Federal Deposit Insur-

18 ance Corporation (other than a member of the Federal

19 Reserve System) or a subsidiary thereof; and

20 "(D) the Commission in the case of all other trans-

21 fer agents and clearing agencies.

22 As used in this paragraph, the terms 'bank holding company'

23 and 'subsidiary' have the meaning given them in section 2

24 of the Bank Holding Company Act of 1956, as amended.

25 . "(26 ) The term 'rules of a clearing agency' means the
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1 clearing agency's constitution, articles of incorporation, by-

2 laws, or rules or instruments corresponding to the foregoing,

3 and its stated policies and practices relating to its organiza-

4 tion, participation, rules of procedures, financial condition,

5 methods of safekeeping, settling, hypothecating, lending and

6 accounting for funds and securities, and similar matters.".

7 SEC. 4. Section 15 (c) of the Securities Exchange Act

8 of 1934 (15 U.S.C. 78o (c) ) is amended by adding at the

9 end thereto the following new paragraph;

10 "(6) No broker or dealer shall make use of the mails

11 or of any means or instrumentality of interstate commerce to

12 effect any transaction in, or to induce or attempt to induce

13 the purchase or sale of, any security (other than an exempted

14 security or commercial paper, bankers' acceptances, or corn-

15 mercial bills) in contravention of such rules and regulations

16 as the Commission shall prescribe as necessary or appropri-

17 ate in the public interest, for the protection of investors or

18 for the development of an integrated national system for the

19 prompt and accurate processing and settlement of securities

20 transactions to regulate the time and. method of making set-

21 tlements, payments, and, deliveries and of opening, maintain-

22 ing, and closing accounts. Nothing in this paragraph shall

23 be construed (A) to affect the authority of the Board of

24 Governors of the Federal Reserve System, pursuant to see-

25 7 of this title, to prescribe rules and regulations for the
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purpose of preventing the excessive use of credit for the

purchase or carrying of securities, or (B) to authorize the

3 Commission to prescribe such rules or regulations for such

4 purpose."

5 SEC. 5. The Securities Exchange Act of 1934 is amended

6 by inserting after section 17 (15 U.S.C. 78q) the following

7 new section:

8 "PROCESSING OF SECURITIES TRANSACTIONS

9 "Sec. 17A. (a) (1) Except as otherwise provided in

10 this subsection, it shall be unlawful for any person, directly

11 or indirectly, to make use of the mails or any means or in-

12 strumentality of interstate commerce to perform the function

13 of a clearing agency with respect to any security (other

14 than an exempted security) unless such person is registered

15 under this section. The Commission, by rules and regula-

16 tions or by order, upon its own motion, or upon application,

17 may conditionally or unconditionally exempt any person,

18 security, transaction, or clearing agency, or any class or

19 classes of persons, securities, transactions, or clearing agen-

20 cies from any provision or provisions of this section or of

21 any rule or regulation prescribed under this section if the

22 Commission finds that the application of such provision or

23 provisions to such person, security, transaction, or clearing

24 agency or class or classes of persons, securities, transactions,

25 or clearing agencies is not practical or not necessary or ap-
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1 propriate in the public interest or for the prompt and ac-

2 curate processing and settlement of securities transactions.

3 "(2) The Commission shall include in its annual reports

4 to Congress required by section 23 (b) of this title informa-

5 tion concerning the number of requests for exemptions from

6 this section received, the number granted, and the basis or

7 bases upon which any exemptions were granted.

8 "(b) Any clearing agency may be registered for the

9 purposes of this section by filing with the Commission a reg-

10 istration statement in such form as the Commission may pre-

11 scribe containing the rules of the clearing agency and setting

12 forth such other information and accompanied by such other

13 documents as the Commission may, by rule, require.

14 "(c) An applicant shall not be registered as a clearing

15 agency unless the Commission finds that-

16 "(1) such clearing agency is organized and oper-

17 ated so as to facilitate the prompt and accurate settle-

18 ment of securities transactions, to safeguard funds and

19 securities held for the accounts of participants, to comply

20 with the provisions of this title and the rules and regu-

21 lations thereunder, and to carry out the purposes of this

22 section;

23 "(2) the rules of the clearing agency provide that

24 all (A) registered brokers or dealers or members of a

25 national securities exchange, (B) other registered clear-



10

8

1 ing agencies, (C) registered investment companies,

2 (D) banks (as defined in section 2 (a) (5) of the In-

3 vestment Company Act of 1940) , and (E) such other

4 persons or classes of persons as the Commission may

5 from time to time designate by rule as appropriate to

6 the development of an integrated national system for

7 the prompt and accurate processing and settlement of

8 securities transactions are eligible to become participants

9 in such clearing agency, subject only to such other rules

10 of the clearing agency as are expressly permitted under

11 this paragraph. The rules of the clearing agency may

12 condition participation upon compliance with standards

13 of operational capacity which the Commission has, by

14 rule, found to be necessary to assure the prompt and

15 accurate processing of securities transactions, and upon

16 the deposit with the clearing agency of an amount or

17 the posting •of a bond with the clearing agency in an

18 amount which bears a reasonable relationship to the

19 value of positions maintained by and transactions proc-

20 essed for the participant; and such rules may deny par-

21 ticipation to persons who have been expelled or sus-

22 pended by a registered clearing agency during the

23 period of such expulsion or suspension;

24 "(8) the rules of the clearing agency assure a fair

25 representation of its shareholders (or members) and
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1 participants in the adoption of rules of the clearing

2 agency and any amendment thereto, the selection of its

3 officers and directors, and in all other phases of the ad-

4 ministration of its affairs;

.3 "(4) the rules of the clearing agency provide for

6 the equitable allocation of dues, fees, and other charges

7 among its participants;

8 "(5) the rules of the clearing agency do not impose

9 any schedule of prices, or fix rates or charges, for

10 services rendered by its participants;

11 "(6) the rules of the clearing agency are designed

12 to promote the prompt and accurate processing and set-

13 tlernent of securities transactions, to provide safeguards

14 for securities and funds which are in its custody, to

15 foster cooperation and coordination with national securi-

16 ties exchanges, national securities associations, other

17 clearing agencies, brokers, dealers, banks, registered

18 investment companies, and with other persons engaged

19 in the processing and settlement of securities transac-

20 tions, and to protect investors and the public interest,

21 and do not have the effect of unfairly discriminating in

22 the admission of participants or among participants in

23 the use of such clearing agency;

24 "(7) the rules of the clearing agency provide that

25 its participants shall be appropriately disciplined for any

-A
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, 1 violation of its rules by expulsion, suspension, fine, or

censure; and

" ( 8) the rules of the clearing agency provide a

4 fair and orderly procedure with respect to the disci-

5 plining of participants and the denial of participation to

6 any person seeking participation therein. In any pro-

7 ceeding to determine whether a participant should be

8 disciplined, such rules shall require that specific charges

9 of any rule violation be brought; that such participant

10 shall be notified of and be given an opportunity to de-

11 fend against such charges; that a record shall be kept;

12 and that a determination to take disciplinary action

13 shall be supported by a statement setting forth-

14 "(A) any act or practice in which such par-

15 ticipant may be found to have engaged, or any re-

16 quired act or practice which such participant may

17 be found to have omitted;

18 "(B) the specific rule or rules of the clearing

19 agency which any such act or practice, or omission

20 to act, is deemed to violate; and

21 "(C) the penalty imposed and the reasons

22 therefor. In any proceeding to determine whether a

23 person shall be denied participation, such rules shall

24 provide that the prospective participant shall be

25 notified of, and be given an opportunity to be heard
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1 upon, the specific grounds for denial which are under

2 consideration, that a record shall be kept, and that

3 the determination to deny participation shall be sup-

4 ported by a statement setting forth the specific

5 grounds on which the denial is based. Notwithstand-

6 ing any other provision of this section, the rules of

7 the clearing agency may provide for the temporary

8 suspension of a participant, the prohibition of such

9 participant's use of the clearing agency, and the

10 closing of its accounts pending determination on the

11 merits of any disciplinary proceeding if, in the

12 opinion of the clearing agency, such suspension,

13 prohibition on use and closing of accounts are neces-

14 sary for the protection of the clearing agency or its

15 participants, or for the protection of investors or to

16 facilitate the orderly and continuous performance

17 of the clearing agency's services. The rules of the

18 clearing agency shall afford the participant an

19 expedited hearing on the merits in the ease of any

20 temporary suspension.

21 "(d) The Commission shall, upon the filing of an appli-

22 cation for registration pursuant to subsection (b) , publish

23 notice of the filing and afford interested persons a reasonable

24 opportunity for comment. Within sixty days of such filing,

25 the Commission shall:

98-978 0 - 73 - 2
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" (1 ) by order grant such registration if the Corn-

2 mission finds that the requirements of this section are sat-

3 isfied, or

4 " (2 ) institute an appropriate administrative action

5 to determine whether the application should be denied.

6 After notice of the grounds for denial under considera-

7 .tion and opportunity for hearing, the Commission shall

8 by order grant such registration unless it finds that a re-

9 quirement of this section is not satisfied, in which case

10 the Commission shall by order deny such registration.

11 The Commisison shall conclude administrative action and

12 issue an order gTanting or denying the application within

13 one hundred and eighty days of the filing of the appli-

14 cation unless the Commission finds good cause to extend

15 such period and publishes its reasons therefor.

16 "(e) A clearing agency registered under this section

17 may, upon such terms and conditions as the Commission may

18 deem necessary in the public interest, for the protection of

19 investors, or to assure the prompt and accurate processing

20 and settlement of securities transactions, withdraw from reg-

21 istration by filing a written notice of withdrawal with the

22 Commission. If the Commission finds that any registrant or

23 person for whom an application of registration is pending is

24 no longer in existence or has ceased to do business in the
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capacity specified in the registration statement, the Commis-

2 sion shall by order cancel or deny the registration.

3 " (f ) No clearing agency registered under this section

4 shall, directly or indirectly, participate in the processing or

5 settlement of any transaction in a security (other than an

6 exempted security) , or engage in any other activity as clear-

7 ing agency in contravention of such rules and regulations

8 as the Commission shall prescribe as necessary or appropriate

9 in the public interest, for the protection of investors or to

10 effectuate the purposes of this section with regard to mini-

11 mum standards for the performance of functions, measures

12 and personnel standards for safe handling and custody of

13 securities and funds, operational compatibility of and coop-

14 eration by the clearing agency with other persons involved

15 in the securities handling process, and the prompt and ac-

16 curate processing and settlement of securities transactions.

17 "(g) (1) Each registered clearing agency shall file

18 with the Commission, in accordance with such rules as the

19 Commission may prescribe, copies of any proposed changes

. 20 in, additions to, or amendments to the rules of the clearing

21 agency accompanied by a summary statement of the basis

22 and purpose for such proposed change, addition, or amend-

23 ment. No such proposed change, addition, or amendment

24 shall become effective except in accordance with the provi-

25 sions of this subsection.
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1 "(2) The Commission shall, upon the filing of a pro-

2 posed change in, addition to, or amendment to the rules of

3 a clearing agency, publish notice of such proposal together

4 with the clearing agency's statement of basis and purpose,

5 and 'shall afford interested persons a reasonable opportunity

6 for comment on the proposed change, 'addition, or amend-

7 'neut. Within thirty days of such filing the Commission

8 shall-

9 "(A,) by order declare such change, addition, or

10 amendment effective if the Commission finds that the

11 rules of the clearing agency as so changed are not incon-

12 sistent with the requirements of this section relating to

13 the registration of clearing agencies or with the purposes

14 of this section and are not otherwise inconsistent with the

15 public interest, o

16 "(B) institute appropriate administrative action to

17 determine whether the proposed change, addition or

18 amendment in whole or in part, should be disapproved.

19 Within one hundred and twenty days of the filing of

20 the change, addition or amendment the Commission shall

21 conclude administrative action and shall, by order, de-

22 dare such change, addition or amendment effective

23 unless it finds that the rules of the clearing agency

24 as so changed are inconsistent with the requirements

25 of this section relating to the registration of clearing
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1 agencies or with the purposes of this section, or are

2 otherwise inconsistent with the public interest, in which

3 case the Commission shall by order disapprove such

4 change, addition or amendment.

5 If the Commission does not declare the change, addition or

6 amendment to be effective or institute administrative action

7 for its disapproval within thirty days of the date it is filed,

8 the change, addition or amendment shall become effective

9 on such thirtieth day with the same force and effect as though

10 it had been declared effective by the Commission.

11 "(h) Each clearing agency shall at the time of filing

12 a registration statement pursuant to subsection (b) , a notice

13 of withdrawal of its registration pursuant to subsection (e.),

14 or copies of any proposed changes in, additions to, or amend-

15 ments to its rules pursuant to subsection (f) , file copies of

16 such documents with the appropriate regulatory agency.

17 " (i) If any registered clearing agency takes ally dis-

18 ciplinary action against any participant therein, or denies

19 admission to any person seeking participation therein, such

20 action shall be subject to review by the appropriate regulatory

21 agency, on its own motion, or upon application by any

22 person aggrieved thereby filed within thirty days after such

23 action has been taken or within such longer period as the

24 appropriate regulatory agency may determine. Application

25 to the appropriate regulatory agency for review, or the in-
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1 stitution of review by such agency on its own motion, shall

2 not operate as a stay of such action, unless such agency

3 otherwise orders, after notice and opportunity for hearing

4 on the question of a stay ( which hearing may consist solely

5 of affidavits and oral arguments) .

6 "(j) (1) In a proceeding to review disciplinary action

7 taken by a registered clearing agency against a participant,

8 after notice and opportunity for hearing and upon consider-

9 ation of the record before the clearing agency and such other

10 evidence as it may deem relevant-

11 "(A) if the appropriate regulatory agency finds

12 that such participant has engaged in such acts or prac-

13 tices, or has omitted such acts, as the clearing agency

14 has found him to have engaged in or to have omitted,

15 and that such acts or practices, or omissions to act, are in

16 violation of such rules of the clearing agency as have

17 been designated in the determination of the clearing

18 agency, it shall by order so declare and affirm the action

19 taken by the clearing agency or, if appropriate, modify

20 the sanctions or penalties in accordance with paragraph

91 (2) of this subsection, or

22 "(B) if the appropriate regulatory agency finds

23 that the evidence does not warrant the finding required

24 in clause (A) , or if such agency determines that such

25 acts or practices as are found to have been engaged in
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are not prohibited by the designated rule or rules of the

2 clearing agency or that such act as is found to have been

omitted is not required by such designated rule or rules,

the appropriate regulatory agency shall by order set

5 aside the action of the clearing agency.

6 "(2) The appropriate regulatory agency may, having

7 due regard to the public interest, if it finds that any penalty

8 imposed by a registered clearing agency upon a participant

9 is excessive or oppressive, cancel, reduce, or require the

io remission of such penalty.

11 (k) In any proceeding to review the denial of par-

12 ticipation in a registered clearing agency, if the appropriate

13 regulatory agency, after notice and opportunity for hearing

14 and upon consideration of the record before the clearing

15 agency, determines that the specific grounds on which such

16 denial or bar is based exist in fact and are valid under this

17 section, it shall by order dismiss the proceeding. In the

18 absence of such a determination, the appropriate regulatory

19 agency shall by order set aside the action of the clearing

20 agency and require it to admit the applicant to participation

21 therein.

22 "(1) The appropriate regulatory agency, after appropri-

23 ate notice and opportunity for hearing, is authorized, by

24 order, if such action appears to be necessary or appropriate
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1 in the public interest or for the protection of investors or to

2 carry out the purposes of this section-

3 "(1) to suspend for a period not exceeding twelve

4 months or revoke the registration of a registered clearing

5 agency or impose limitations upon the activities, func-

6 ' tions, or operations of such clearing agency, if the appro-

7 priate regulatory agency finds that such clearing agency

8 has violated any provision of this title, or any rule or

9 regulation thereunder, or has failed to enforce compli-

10 ance with its own rules, or has engaged in any other

11 activity tending to defeat the purposes of this section;

12 "(2) to suspend for a period not exceeding twelve

13 months or expel from a registered clearing agency any

14 participant therein, if the appropriate regulatory agency

15 finds that such participant has violated any provision

16 of this title or any rule or regulation thereunder or any

17 rule of the clearing agency; and

18 " (3 ) to remove from office any officer or director of

19 a registered clearing agency who, the appropriate regu-

20 latory agency finds, has willfully failed to enforce the

21 rules of the clearing agency, or has willfully abused his

22 authority.

23 "(m) If a proceeding under subsection (1) (1) of

24 this section results in the suspension or revocation of the

25 registration of a clearing agency, the appropriate regulatory
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1 agency may, upon notice to such clearing agency, apply

2 to any court of competent jurisdiction specified in section

3 21(e) or 27 of this title for the appointment of a trustee.

4 In such event, the court may, to the extent it deems neces-

5 sary or appropriate, take exclusive jurisdiction of r the clear-

6 ing agency involved, and the books, records, and assets

7 thereof, wherever located; and the court shall appoint the

8 appropriate regulatory agency or a person designated by

9 the appropriate regulatory agency as the trustee with the

10 power to take possession and to continue to operate or to

11 terminate the facilities of such clearing agency in an orderly

12 manner, for the protection of participants and public inves-

13 tors, subject to such terms and conditions as the court

14 may prescribe.

15 "(o) Each registered clearing agency shall make, keep,

16 and preserve for such periods such accounts, correspondence,

17 memorandums, papers, books, and other records, and fur-

18 ish such copies thereof and make such reports and supply

19 such information and documents as the Commission by its

20 rules and regulations may prescribe as necessary or appro-

21 priate to keep current or to supplement the registration state-

22 ment and documents filed pursuant to subsection (b) , to

23 facilitate cooperation among clearing agencies and the prompt

24 and accurate settlement of securities transactions, to assure

25 the safekeeping of funds and securities held for the accounts
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of participants, or for the protection of investors, or the pub-

lic interest. The Commission shall promptly furnish to the

appropriate regulatory agencies all reports which it receives

from registered clearing agencies pursuant to this section. All

accounts, correspondence, memorandums, papers, books, and

other records of a clearing agency shall be subject at any

time to such reasonable periodic, special, or other examina-

tions by examiners or other representatives of the appropri-

ate regulatory agency as such agency may deem necessary

or appropriate in the public interest, for the protection of in-

vestors or to carry out the purposes of this section. The ap-

propriate regulatory agency shall make a full and detailed

report of any examination made of a registered clearing

agency and shall promptly furnish to the Commission a cOpy ,

of any such report.

(p) The agencies enumerated in section 3 (a) (25)

17 of this title shall consult and cooperate with each other and

18 shall advise one another promptly of the pendency or deter-

19 rnination of any proceedings, of the promulgation of any

20 rules, and of the entry of any order relating to a clearing

21 agency, participant, class of clearing agencies, or class of

22 participants. At least fifteen days prior to the issuance for

23 public comment or adoption of any proposed rule or regula-

24 tion regarding clearing agencies, whether pursuant to this

25 title or otherwise, the—agency contemplating issuance or



23

21

1 adoption of any such rule or regulation shall first consult with

2 and request the views of each of the other agencies enumer-

3 ated in section 3 (a) (25) toward the end that rules and

4 regulations applicable to banks registered as clearing agen-

5 cies may be, to the maximum extent practicable, in accord

6 with both sound banking practices and a sound system for

7 the prompt and accurate processing and settlement of sem-,

8 rities transactions. Nothing in this section shall impair the

9 authority of any State banking authority or other State or

10 Federal regulatory authority having jurisdiction over a per-

11 son registered as a clearing agency from making or enforc-

12 ing rules governing such person which are not inconsistent

13 with this section or any rules or regulations promulgated

14 hereunder.

15 "(q) The Commission shall, on or before December 31,

16 1976, take such steps as are within its power to bring about

17 elimination of the stock certificate as a means of settlement

18 among brokers or dealers of transactions consummated on

19 national securities exchanges or by means of the mails or

20 other means or instrumentalities of interstate commerce.

21 Commencing in 1973 and ending in 1976, the Commission

22 shall report annually to the Congress (1) the steps it has

23 ,taken and progress it has made toward elimination of the

24 stock certificate as a means of settlement, and (2) its recom-
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1 mendations, if any, for further legislation to eliminate the

2 stock certificate.".

3 SEC. 6. The Securities Exchange Act of 1934 is further

4 amended by inserting after section 17A (added by section

5 5 of this Act) the following new section:

6 "TRANSFER AGENTS

"SEC. 17B. (a) (1) Except as otherwrse provided in

8 this subsection, it shall be unlawful for any person, directly

9 or indrectly, to make use of the mails or any means or in-

10 strumentality of interstate commerce to perform the function

11 of a transfer agent with respect to any security unless such

12 person is registered in accordance with this section. The Corn-

13 mission, by rules and regulations or by order, upon its own

14 motion or upon application, may conditionally or uncondi-

1.5 tionally exempt any transfer agent or class of transfer agents

16 or security or class of securities from any provision or pro-

17 visions of this section or any rule or regulation prescribed

18 under this section if the Commission finds that the applica-

19 tion of such provision or provisions to such transfer agent or

20 class of transfer agents or such security or class of securities

21 is not practical or not necessary or appropriate in the pub-,

22 lie interest or for the prompt and accurate processing and

23 settlement of securities transactions.

24 "(2) The Commision shall include in its annual reports

25 to Congress required by section 23 (b) of this title infor-
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1 mation concerning the number of requests for exemptions

2 from this section received, the number granted, and the basis

3 or bases upon which the exemptions were granted.

4 "(3) The provisions of this section shall apply only to

5 securities and to persons performing the function of transfer

6 agent with respect to securities which are registered under

7 section 12 of this title or which would be required to be so

8 registered except for the exemption from registration pro-

9 vided in subsection (g) (2) (B) or (g) (2) (G) of that sec-

10 tion. The provisions of this section shall not apply to variable

11 annuity contracts issued by insurance companies.

12 "(b) Any transfer agent may be registered for the pur-

13 poses of this section by filing with the appropriate regulatory

14 agency a registration statement which shall state the address

15 of its principal office or offices for transfer agent activities,

16 the identity of the issuers and issues of securities for which

17 it is then acting as transfer agent, and such other information

18 in such detail as the appropriate regulatory agency may

19 require as necessary or appropriate with regard to per-

20 formance capability, standards and procedures for safe

21 handling and custody of securities, and operational com-

22 patibility of the transfer agent's activities with those of other

23 persons involved in the securities handling process. Each

24 appropriate regulatory agency, other than the Commission,

25 shall file with the Commission notice of the name of any
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transfer agent required to register with such agency under

2 this section, the address of its principal office or offices for

3 transfer agent activity, the identity of the issuers and issues

4 of securities for which it is then acting as a transfer agent

5 and such other information as the Commission may, by rule,

6 require. Each appropriate regulatory agency shall also file

7 with the Commission such additional information as the

8 Commission may, by rule, require to keep current the infor-

9 mation in such notice and to carry out its responsibilities

10 under this section. Except as otherwise provided in subsec-

11 tion (d) of this section, a registration of a transfer agent

12 filed under this subsection shall become effective thirty days

13 after the receipt of the registration statement by the appro-

14 priate regulatory agency or within such shorter period of

15 time as such agency may determine.

16 "(c) The appropriate regulatory agency shall, after ap-

17 propriate notice and opportunity for hearing, by order, deny

18 registration to any transfer agent seeking registration if it

19 finds that such denial is in the public interest and that such

20 transfer agent does not have procedures or the operational

21 capabilities to be able to comply with the provisions and pur-

22 poses of this section and the rules and regulations prescribed

23 thereunder.

24 "(d) Pending final determination whether the registra-

25 tion of a transfer agent shall be denied, the appropriate reg-
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1. ulatory agency may, by order, postpone the effective date

2 of such registration for a period not to exceed ninety days,

3 except- that such agency may extend such period until final

4 determination if it finds good cause for such extension and

5 publishes its reasons therefor.

6 "(e) Any transfer agent registered under this section

*7 may, upon such terms and conditions as the appropriate

8 regulatory agency may deem necessary in the public interest,

9 for the protection of investors Or to assure the prompt and

10 accurate processing and settlement of securities transactions,

11 withdraw from registration by filing a written notice of with-

12 drawal with such agency. If such agency finds that any such

13 transfer agent for whom a registration statement is pending

14 is no longer in existence or has ceased to do business as a

15 transfer agent, • it .shall by Order cancel or deny the

16 registration.

17 "(f) Each registered transfer agent shall make, keep,

18 and preserve for such periods such accounts, correspondence,

19 memorandums, papers, books, and other records, and fur-

20 mush such copies thereof and shall make such reports and file

21 such information and documents with the appropriate rep-

22 latory agency, as such agency by rule or regulation may pre-
. .

23 scribe as necessary or appropriate to keep current or to

24 supplement the registration statement and documents filed

25 pursuant to subsection (b) and to carry out the purposes of
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1 this section. Such accounts, correspondence, memorandums,

2 papers, books, and other records shall be subject at any time

3 to such reasonable periodic, special, or other examinations

4 by examiners or other representatives of the appropriate

5
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regulatory agency as such agency may deem necessary or

appropriate to carry out the purposes of this section. Each

appropriate regulatory agency shall make , a report of all

examinations conducted by it of any transfer agent and shall,

upon request, furnish a copy of such report to any other

regulatory agency with responsibilities under this section.

"(g) No transfer agent registered under this section

shall, directly or indirectly, engage in any activity as transfer

agent in contravention of such rules and regulations as the

Commission shall prescribe as necessary or appropriate in

the public interest, for the protection of investors or to

effectuate the purposes of this section with regard to stand-

ards for the performance of transfer functions, measures and

procedures for safe handling and custody of securities, and

operational compatibility of transfer agents with other per-

sons involved in the securities handling process.

"(h) The appropriate regulatory agencies shall consult

and cooperate with each other and, as may be appropriate,

with State banking authorities having supervision over banks

acting as transfer agents so that the accounts, correspond-

ence, memorandums, papers, books, records, and other data
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1 required of banks acting as transfer agents, the rules and

2 regulations applicable to them, and the inspections thereof,

3 may be in accord with sound banking practices and fulfill

4 mutual regulatory needs to the maximum extent practicable.

5 Nothing in this section shall be construed to impair the au-

6 thority of any State banking authority or of any other State

7 or Federal regulatory authority which has jurisdiction over

8 a person registered as a transfer agent from making or en-

9 forcing rules governing such person which are not incon-

10 sistent with this section or any rules promulgated hereunder.

11 " (i) Compliance with the requirements imposed by this

12 section may be enforced under section 8 of the Federal

13 Deposit Insurance Act (12 U.S.C. 1818) by the appro-

14 priate regulatory agencies other than the Commission. For

15 the purpose of the exercise by the appropriate regulatory

16 agency of its powers under section 8 of the Federal Deposit

17 Insurance Act, a bank holding company and a nonbank

18 subsidiary of a bank holding company, acting as a transfer

19 agent, shall be considered a bank. Any violation of any re-

20 quirement imposed under this section upon banks, bank

21 holding companies, or nonbank subsidiaries of bank holding

22 companies registered as transfer agents is a violation of the

23 requirements imposed under the Federal Deposit Insurance

24 Act and shall constitute adequate basis for the issuance of

25 orders under section 8 (b) and 8 (c) of that Act. In addi-

98-978 0 - 73 - 3
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1 tion to its power under section 8 of the Federal Deposit
2 Insurance Act, each of such appropriate regulatory agencies
3 may, for the purpose of enforcing compliance with this sec-
4 tion or any rule thereunder, exercise any other authority
5 conferred on it by law.

6 "(j) The Commission may, after appropriate notice and
7 opportunity for hearing, by order, censure, bar, or place lim-
8 itations upon any transfer agent for which it is the appro-
9 priate regulatory agency, or upon any partner, officer, di-
10 rector, or employee of any such transfer agent, or to suspend

11 for a period not exceeding twelve months or revoke the regis-

12 tration of any such transfer agent, if the Commission finds
13 that such censure, barring, placing of limitations, suspension,
14 or revocation is in the public interest or necessary for the
15 protection of investors and that such transfer agent or part-
16 ner, officer, director, or employee thereof has willfully vio-
17 lated or is unable to comply with any provision of this section
18 or any rule or regulation promulgated thereunder. All of the
19 functions and powers of the Commission under this title are

20 available to the Commission to enforce compliance by any
21 person with the requirements imposed under this section.
22 Except to the extent that enforcement of the requirements

23 imposed under this section is specifically committed to an-

24 other appropriate regulatory agency, the Commission shall

25 have primary responsibility to enforce such requirements.
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1 "(k) At least fifteen days prior to the issuance for pub-

2 lic comment or adoption of any proposed rule or regulation

3 regarding transfer agents, the agency contemplating issuance

4 or adoption of any such rule or regulation shall first consult

5 with and request the views of each of the other agencies

6 enumerated in section 3 (a) (25) concerning such rules to-

7 ward the end that rules and regulations applicable to banks

8 registered as transfer agents may be in accord with sound

9 banking practices and fulfill mutual regulatory needs to the

10 extent practicable.".

11 SEC. 7. Section 12 of the Securities Exchange Act of

12 1934 (15 U.S.C. 781) is amended by inserting after sub-

13 section (i) the following new subsection:

14 "(j) It shall be unlawful for an issuer, any class of

15 whose securities is registered under this section or which

16 would be required to be so registered except for the exemp-

17 tion from registration provided by paragraph (2) (B) or

18 (2) (G) of subsection (g) , by the use of any means or

19 instrumentality of interstate commerce, or of the mails, to

20 issue, either originally or upon transfer, any such securities

21 in a form or with a format which contravenes such rules and

22 regulations as the Commission may prescribe as necessary or

23 appropriate for the prompt and accurate processing of trans-

24 actions in securities.".

25 SEC. 8. Section 19 of the Securities Exchange Act of
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1 1934 (15 U.S.C. 78s) is amended by inserting after sub-

2 section (e) the following new subsection:

3 "(f) The Commision is authorized and directed to

4 make a study and investigation of the practice of registration

5 of securities other than in the name of the beneficial owner

6 and to determine (1) whether such registration is consistent

7 with the policies and purposes of this title, with particular ref-

8 erence to section 14, and (2) if consistent, whether steps

9 can be taken to facilitate communications between corpora-

10
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20

21

22

23

24

25

tions and their shareholders while at the same time retaining

the benefits of such registration. The Commission shall report

to the Congress its preliminary findings within six months

after the date of enactment of this subsection, and its final

results and recommendations within one year of such date.".

SEC. 9. Section 28 of the Securities Exchange Act of

1934 (15 U.S.C. 78bb) is amended by inserting after sub-

section (b) the following new subsection:

"(c) No State or political subdivision thereof shall im-

pose any tax on any change in beneficial or record owner-

ship of securities effected through the facilities of a regis-

tered clearing agency or any nominee thereof or custodian

therefor or upon the delivery or transfer of securities to or

through or receipt from such agency or any nominee thereof

or custodian therefor, unless such transfer or delivery or re-

ceipt would otherwise be taxable by such State or political
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1 subdivision if the facilities of such registered clearing agency

2 or any nominee thereof or custodian therefor were not physi-

3 cally located in the taxing State or political subdivision. No

4 State or political subdivision thereof shall impose any tax on

5 securities which are deposited in or retained by a registered

6 clearing agency or any nominee thereof or custodian there-

7 for, unless such securities would otherwise be taxable by such

8 State or political subdivision if the facilities of such registered

9 clearing agency or any nominee thereof or custodian therefor

10 were not physically located in the taxing State or political

11 subdivision.".

12 SEC. 10. This Act shall become effective on the date

13 of its enactment, except that sections 17A (a) and 17B (a)

14 of the Securities Exchange Act of 1934 (as added by this

15 Act) shall become effective one hundred and eighty days

16 after the date of enactment.
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FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, D.C.

JUL 1 2 1973

Honorable Harrison A. Williams, Jr.
Chairman, Subcommittee on Securities
Senate Committee on Banking, Housing

and Urban Affairs
United States Senate
Washington, D. C.

Dear Mr. Chairman:

Thank you for your letter of June 29, 1973 inviting the Corporation
to submit a written statement concerning S. 2058, 93d Congress, a bill"To amend the Securities Exchange" Act of 1934 to provide for the
regulation of clearing agencies and transfer agents, and for otherpurposes." The bill is substantially similar to S. 3876 whirh waspassed unanimously by the Senate during the 92d Congress.

With respect to the clearing agency function, S. 2058 would grant to theSecurities and Exchange Commission the substantive rulemaking authorityover all clearing agencies, and such agencies would be required to fileregistration statements with the SEC. Administrative disciplinary andreview proceedings and other enforcement responsibilities would be
conferred upon the "appropriate regulatory agency" which, in the caseof an insured bank acting as a clearing agency, would be the Comptrollerof the Currency, the Federal Reserve or the FDIC.

The SEC and the bank regulatory agencies would be required to exchangecopies of reports concerning clearing agencies where appropriate andto notify each other of actions taken with regard thereto. The SECand the bank regulatory agencies would also be required to consult withand request the views of each other before issuing any proposed rulefor public comment or adopting any such rule.

We agree with the general thrust of these provisions regarding theregulation of clearing agencies, but would recommend that the lastsentence of the proposed section 17A(o) requiring the appropriateregulatory agency to make a full and detailed report to the SEC of any
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examination of a registered clearing agency be amended to limit this

reporting requirement to information relating to the clearing agency

function insofar as insured banks are concerned, so as not to imply

that unrelated information developed in the course of a general

examination of the insured bank need also be reported to the SEC..

As to the transfer agency function, S. 2058 would require registration

statements to be filed with the appropriate regulatory agency but, as

with the clearing agency function, substantive rulemaking authority

would be lodged exclusively with the SEC. The three Federal bank

regulatory agencies would be consulted by the SEC in the exercise of

its rulemaking authority and the bank regulatory agencies would have

the enforcement responsibility with respect to insured banks acting

as transfer agents, except that the second sentence of the proposed

section 17B(j) appears to give the SEC a residual, concurrent enforcement

jurisdiction with respect to banks acting in this capacity. That subsection

seems to grant the SEC power to enforce compliance "by any person with the

requirements imposed under this section." We recommend that the breadth

of the term "by any person" does not seem fully to conform to the concept

of lodging exclusive enforcement jurisdiction in the Federal bank

regulatory agencies with respect to insured banks acting as transfer

agents. We therefore recommend that subsection (j) be amended so as

definitely to preclude the possible construction that the SEC is

being given concurrent enforcement authority with respect to insured

banks acting in this capacity.

The Corporation in the past has strongly recommended that the Federal bank

regulatory agencies be granted the same enforcement tools as would be -

granted by the proposed legislation to the SEC. To this end we recommend

that the proposed section 17B(j) be amended to give the Federal bank

regulatory agencies enforcement authority similar to that granted therein

to the SEC. That subsection might be amended to read as follows:

"(j) The appropriate regulatory agency may, after appropriate

notice and opportunity for hearing, by order, censure or bar

or suspend or place limitations upon any transfer agent, or any

officer, director, or employee of any transfer agent, or revoke

the registration of any transfer agent, if such agency finds

that such censure, barring, suspension, placing of limitations,

or revocation is in the public interest or for the protection of

investors and that such transfer agent or any officer, director,

or employee thereof has willfully violated or is unable to
comply with any provision of this section or any rule or

regulation promulgated thereunder pertaining to such transfer

agent or any officer, director, or employee thereof."

If amended as recommended above, the Corporation would support

enactment of S. 2058.

Sincerely,

Frank Wille
Chairman
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BOARD OF GOVERNORS
OFTHE

FEDERAL RESERVE SYSTEM
WASHINGTON, 0.0,

July 13, 1973
The Honorable Harrison A. Williams, Jr.
Chairman
Subcommittee on Securities of the
Senate Committee on Banking,
Housing and Urban Affairs
United States Senate
Washington, D. C.

Dear Mr. Chairman:

I am writing in response to your letter of June 29, 1973,in which you invite the comments of the Board of Governors onS. 2058, which appears to be substantially similar to legislationpassed by the Senate last year.

Under the arrangement in S. 2058, the Securities andExchange Commission is authorized to prescribe rules relating toclearing agencies (defined to include depositories) and transferagents. Enforcement authority respecting the application of suchrules to such institutions which are banking organizations (banks,bank holding companies and subsidiaries thereof) is lodged in chethree Federal bank supervisory agencies: the Comptroller of theCurrency in the case of national banks, the Federal DepositInsurance Corporation in the case of State nonmember insured banks,and the Federal Reserve in the case of State member banks, bankholding companies, and nonbank subsidiaries thereof. Clearingagencies and transfer agents which are not banking organizationswill be subject to the enforcement jurisdiction of the SEC.

The Board feels that the provisions of the bill requiringconsultation and cooperation among the agencies responsible foradministering the legislation are of great importance. The functionof acting as a clearing agency (depository) is being carried out byDepository Trust Co., which is chartered as a bank, and is a memberbank of the Federal Reserve System. In seems most probable thatmost other depositories will similarly be State member banks of theFederal Reserve System, and, as such, subject to examination andsupervision by the State chartering authority and the Federal Reserve.Because of these unique features of the developing clearing agencies
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(depositories), the Board believes that more widespread utilization

of such institutions will be made if the rules governing clearing

agencies (depositories) are the product of a joint effort by the

SEC and the bank regulatory agencies. Although we regard the

assignment of joint responsibility for rule-writing to more than

one Federal agency to be generally disadvantageous as a regulatory

procedure, we believe that the public acceptability of bank clear-

ing agencies (depositories)--which is vital to success of the entire

program--will be enhanced by providing for the concurrence of the

appropriate bank supervisory agency prior to the adoption of any

rule by the SEC applying to any clearing agency (depository) which

is a bank.

S. 2058 appears to authorize the adoption of reasonable

rules setting standards relating to the financial condition and

character of a prospective participant in any clearing agency

(depository). Since the matter of integrity is so important in the

carrying on of the clearing agency (depository) function--a function

which is essentially fiduciary in nature--we believe that the proposed

legislation should clearly authorize the adoption of reasonable rules

relating to denial of participation in any clearing agency (depository)

based upon adverse financial or character factors.

I trust these comments will prove helpful to you, and we are

enclosing for your consideration several suggestions for technical

amendments relative to the proposed legislation. The Board appreciates

having had the opportunity to comment on proposed S. 2058.

Sincerely yours,

C2400/ (114

George W tchell

diwz/
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FEDERAL RESERVE BOARD

Proposed Amendments to S. 2058

(A) On page 27, line 11, paragraph (0 should be amended to

read as follows so that (1) the powers encompassed in the Financial

Institutions Supervisory Act will apply to both clearing agencies and

transfer agents and (2) temporary orders may issue under that Act

to prevent prejudicing the interests of any person affected, 1.1c1 not

merely depositors:

"(i) Compliance with the requirements imposed by this

section and section 17A of this Act may be enforced under

section 8 of the Federal Deposit Ins'urance Act (12 U.S.C. 1818)

by the appropriate regulatory agencies other than the

Commission. For the purpose of the exercise by the appropriate

regulatory agency of its powers under section 8 of the Federal

Deposit Insurance Act, any State member bank of the Federal

Reserve System, including each subsidiary thereof, and any

bank holding company and nonbank subsidiary of a bank holding

company, acting as a clearing agency or as a transfer agent, shall

be considered an insured bank. Any violation of any requirement

imposed under this section or section 17A of this Act upon banks,

bank holding companies, or nonbank subsidiaries of bank holding

companies registered as transfer agents or clearing agencies is

a violation of the requirements imposed under the Federal Deposit

Insurance Act and shall constitute adequate basis for the

issuance of orders under section 8(h) and 8(c) of that Act; and

.for the purposes of this sentence the reference in section 8(c)
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to "depositors" shall be deemed to include all persons 
doing

business with a transfer agent or a clearing agency. In

addition to its power under section 8 of the Federal Depos
it

Insurance Act, each of such appropriate regulatory agencie
s

may, for the purpose of enforcing compliance with this

section orsection 17A of this Act or any rule thereunder,

exercise any other authority conferred on it by law."

(B) In order to permit participant banks to purchase stock

in depositories as is now required of all participants in Depository

Trust Company, Section 5136 of the Revised Statutes (12 USC 24)

should be amended by adding the following provision:

"Tenth. Notwithstanding any other provision in this

section, to acquire or hold shares of stock or obligations

issued by a corporation engaged solely in the functions of

a 'clearing agency' as defined in section 3(a) of the

Securities Exchange Act of 1934."
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THE GENERAL COUNSEL OF THE TREASURY

WASHINGTON. D.C. 20*20

•
July 13, 1973-

/
The Honorable John Sparkman, Chairman
Committee on Banking, Housing and
Urban Affairs

United States Senate
Washington, D. C. 20510

Dear Mr. Chairman:

Reference is made to the requests to this Department and
to the Comptroller of the Currency from the Chairman of the

- Subcommittee on Securities for our views on S. 2058, which you
recently introduced in the Senate. This bill is substantially
similar to S. 3876, which you introduced in the 92nd Congress
and which was passed by the Senate.

The Department supports the aim of S. 2058 to prevent
securities handling crises in the securities industry by establishing
federal standards and regulations extending to clearing agencies
and transfer agents. We also endorse the procedure for accom-
plishing this purpose in S. 2058 insofar as the bank regulatory
agencies are utilized to participate in the administration of the
provisions of the bill ds they apply to banks. We believe that the
supervisory agencies, including the Comptroller of the Currency,
are particularly capable of administering the provisions of the
bill and the Comptroller of the Currency is willing to do so with
respect to national banks.

Rule-making authority, however, is placed in the SEC with
regard to minimum standards of performance and certain other
operational aspects of clearing agents and transfer agents, banks
as well as non-banks. While we note that the bank regulatory agencies
have long experience in examining and supervising bank transfer
agents, we recognize the value of uniformity and rule-making in the
securities processing area, and we offer no objection to these
provisions of the bill. The valuable input which bank regulatory
expertise may contribute in this respect and which is recognized
in section 17 B(h) should be underscored in the legislative record of
the bill so that there will be no doubt that the SEC shall consult and
cooperate with the appropriate agencies in formulating and promul-
gating these rules and regulations.
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We invite the specific attention of the Subcommittee to the

following sentence of section 17 B(3)(b): "Each appropriate regulatory

agency shall also file with the Commission such additional informa-

tion as the Commission may, by rule, require to keep current the

information in such notice ,an:ol to carry out its responsibilities

under this section." This requirement seems to be superfluous in

view of the provisions of section 17 B(h) regarding cooperation amOng

all agencies, and it would appear to give the SEC a measure of A

authority over the bank regulatory agencies. If this provision were

enacted, the Commission could impose requirements upon the bank

regulatory agencies which would be unduly burdensome and counter-

productive. Certainly, if this proposed requirement is deemed to

be necessary by the Subcommittee, the SEC should obtain the

concurrence of the bank regulatory agencies before imposing any

such rule.

A recommendation was made by the Office of the Comptroller

of the Currency last year in testimony before the Subcommittee on

Commerce and Finance of the House Interstate and Foreign Commerce

Committee that the securities processing bill be amended to provide

that national banks could acquire and hold stock in clearing agencies

and depositories. Present law does not permit a national bank to

purchase or own a minority stock interest in any corporation with

certain statutory exceptions. We continue to believe that it is highly

desirable that national banks be permitted to own an interest in

depositories or clearing agencies which they utilize. Accordingly,

we suggest the following statutory language as part of S. 2058:

Sec. . Section 5136 of the Revised Statutes (12

U.S. C. 24) is hereby amended by adding a new sub-

paragraph tenth as follows:

'Tenth. Notwithsianding any other provisions

in this section, to acquire or hold shares of stock

or obligations issued by a corporation engaged solely

in the functions of a 'clearing. agency' or 'depository'

as defined in section 3(a)(22) of the Securities Exchange

Act of 1934, as amended."

Finally, we wish to register our strong disagreement 
with the

suggestion of Commissioner John R. Evans of the SE
C in 1-is

mony to the Subcommittee on July 11, 1973, that S 
2058 should be

•••
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revised to provide the SEC with inspection power over clearing
agencies, depositories and transfer agents, organized as banks to
aid the SEC in determining appropriate performance standards
and recordkeeping requirements. It.is unreasonable to anticipatethat either the banks involved or the appropriate agencies would
withhold any information which might aid the SEC in setting per-formance standards and recordkeeping requirements. As banks
are examined on a regular basis and are closely supervised by
the regulatory agencies, additional inspection by the SEC would
be redundant, burdensome and unfair.

We respectfully urge that our comments on S. 2058 be
taken into consideration in the Subcommittee deliberations on
the bill. If we can be of further help in this matter, please do
not hesitate to call upon us.

In view of your request for the expedition of this report, it
has not been possible to obtain the customary clearance by the
Office of Management and Budget prior to its submission.

Very truly yours,

General Counsel
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Senator WILLIAMS. This morning we begin 2 days of hearings on
the legislation. We appropriately open this morning with a statement
from the Securities and Exchange Commission, from Commissiqner
John R. Evans.
Mr. Evans, we are pleased to have you join us at the table. We look

forward to your statement.

STATEMENT OF JOHN R. EVANS, COMMISSIONER, SECURITIES AND

EXCHANGE COMMISSION, ACCOMPANIED BY LEE A. PICKARD,

DIRECTOR OF DIVISION OF MARKET REGULATION

Mr. EVANS. Mr. Chairman, I am pleased to be here this morning to
testify on S. 2058 which has the purpose of providing a regulatory
framework for the development and regulation of an integrated na-
tional system for the clearance and settlement of securities transactions.
With me is Lee Pickard who is the Director of our Division on Market
Regulation. Lee is working in this securities-processing area daily and
is very expert in this subject. I appreciate having him here with me,
and I am sure as we get into the questioning period, he will be able
to provide answers which will be beneficial to your consideration.
I am happy to be working with you again in an effort to obtain

reasonable securities processing legislation. I was greatly disappointed
last year, as I know you were, after all of our work not being able
to obtain enactment of legislation.
How well I remember the efforts of the final week, almost frantic—

I guess I could use that term—in trying to get an agreement between
the parties and then when we felt we had that agreement having it fall
through; and then as a last ditch effort trying- to obtain barebones

legislation 'which would at least provide the SEC some authority in
the rulemaking area and having that also fall through on the last day

of the session.
So we are anxious to work with you again. And we hope securities

processing legislation will be enacted this year.
At the outset I would like to state that I am authorized, to say the

other members of the Commission concur in this statement.
Legislation regarding the processing of securities transactions will,

over the long term, have a significant impact on the brokerage industry
and other members of the financial community as well as the investing
public. We believe that the basic thrust of legislation should be to
assure that a series of interdependent developments which are cur-

rently being implemented such as comprehensive securities depositor-

ies, systems for clearance and settlement of transactions and improved

transfer facilities are effectively forged into a modernized, nationwide
system for the safe and efficient handling of securities transactions on
a timely basis and in a manner which best serves the financial com-
munity and the investing public.
In this regard, we would like to see the private sector continue to

play the major role in such developments with guidance from the
Commission only to the extent necessary to assure an integrated, ef-
ficient system providing access on a reasonable, nondiscriminatory

basis.
Subject to the changes we recommend in this statement, we believe

the Senate bill would provide a regulatory framework within which
the above objectives could be accomplished.
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There are three basic functions which must be performed in a system
for the settlement of securities transactions which will meet present
and future needs. These are the function of a clearing agency, the
function of a depository and the function of a transfer agent. Of these
three functions, those of clearing agencies and transfer agents have
existed for many years, while those of the depository are relatively
new.
A clearing agent settles transactions between member broker-dealers.

Offsetting transactions between broker-dealers are netted out and the
settlement and delivery is effected only as to the balance under the
traditional balance order system. Tinder the more recent net-by-net
system, balances may be carried forward and netted against future
settling trades.

Depositories hold large amounts of securities and effect delivery
between participants solely by book entry and without the necessity
for actual receipt and delivery of certificates by the participants.
Transfer agents transfer certificates from the name of the seller into
the name of the buyer.
At present, these functions are uncoordinated. Each of the major

exchanges and the NASD has a separate clearing agency for trans-
actions between their members.
In addition, each corporate issues either acts as its own transfer

agent or retains a separate organization which may or may not be a
bank, to perform that function. Depositories are of recent origin, and
there has been a tendency for separate depository systems to be de-
veloped, but their interface has been slow and difficult.
We believe that coordination of these presently uncoordinated ac-

tivities which is a principal objective of S. 2058 is essential. Further-
more, as the bill recognizes, at least in part, the separate functions of
clearing agencies, depositories and transfer agents are susceptible as
being combined in various ways, and some combination would appear
desirable. Thus, the same agency might perform both clearing agency
and depository functions; indeed, this seems a logical development.
In addition, it would be possible for a transfer agent to also perform

the function of a depository. At present, depositories have developed
separately from transfer agents both because of the large number of
transfer agents which serve individual issuers of securities and also
because depositories were assigned different functions at their
inception.
The development of a transfer agent depository could, however,

provide certain advantages since it would make depository services
available to individual investors and smaller institutions whose par-
ticipation in the securities markets may not be sufficiently active to
justify their assuming the obligations of a participant in a pure
depository.
We believe, therefore, that the bill should be modified to permit the

combination of depository services and transfer agent services in one
institution if the Commission determines that this is feasible and de-
sirable. We would be prepared to assist the subcommittee in framing
amendments which would keep this option open.
As I have mentioned, however, the important thing is to develop a

nationwide, coordinated system for performing the functions of clear-
ing agents, depositories and transfer agents and to provide adequate
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interface among these agencies. Creation of such a system would,
among other things, afford the potential for very important economies
in the securities processing system which would rebound to the benefit
of all participants—broker-dealers, banks, and institutional and indi-
vidual investors.
The Commission is concerned with the rapidly rising costs of doing

business in the securities industry and its adverse effects upon profits
and services. Securities processing costs have increased substantially
in recent years in the broker-dealer community and I am sure that
other financial institutions have experienced similar securities process-
ing cost increases.

Processing economies, the public interest in and our concern for
protecting investors against loss of securities and cash, the financial
and operational responsibility of broker-dealers, the need for greater
public confidence in our market system and the expectation that the
markets of the future will be required to handle higher volume, all
require a modernized nationwide system for consummating securities
transactions.
We believe that to achieve this some public regulatory body must be

in a position to oversee the whole process. The Commission presently
has authority over the execution of securities transactions, overclear-
ing and oversettlement. We believe it logical that this authority be
extended to transfer functions. Such an extension would authorize the
Commission to oversee these inextricably related segments of a single
process: The purchase and delivery of securities.
It is our view that the development of depositories and clearance

systems now operating and being planned, and the functions of trans-
fer agents and other entities involved in the securities handling process
must be directed in a manner which keeps each system open-ended and
compatible with other systems in order that they may perform at max-
imum levels and service the entire investment community.
Last year, several bills concerning the clearance and settlement of

securities transactions were introduced in both Houses of Congress.
Hearings were held and from our review of these hearings, it is quite
evident that there was widespread support for securities processing
legislation. This support is also evidenced by the fact that bills passed
in both Houses although, as has been stated, there was not time to
reconcile the differences between them before Congress adjourned.
More effective regulation of the process as a whole is clearly desir-

able and several approaches have been suggested. In all of the legisla-
tive proposals, the Securities and Exchange Commission was selected
as the primary regulatory body. We believe that the central issue has
been whether, and to what extent, the authority to examine clearing
agencies and securities depositories organized as banks, and to enforce
the applicable standards to be promulgated by the Commission, should
be vested in the bank regulatory agencies or in the Commission.
There is a greater degree of agreement that examination and en-

forcement authority over bank transfer agents should remain with the
bank regulatory agencies, but with the Commission setting the stand-
ards. Perhaps the simplest approach would be to provide that the
entire regulatory program, including the establishment of standards
and responsibility for examination and enforcement over depositories

98-978 0 - 73 - 4
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and clearing agencies organized as banks, would rest solely witi either
the Commission or appropriate bank regulatory authorities.
Another approach would be to apportion regulation over deposi-

tories, clearing agencies and transfer agents organized as banks to the
Commission and the bank regulatory agencies on a functional basis.
For example, the bank regulatory agencies could be given primary
responsibility over those areas in which they may have greater exper-
tise, such as security, safekeeping and financial responsibility. The
Commission could be given primary responsibility over all other areas
in which it has expertise relating to the processing of securities trans-
actions. This approach would most likely result in overlapping respon-
sibility and thus subject the depository, clearing agent or transfer
agent organized as a bank to dual regulation, examinaiton and en-
forcement. As I recall, last year, this approach was discussed at length
during Senate hearings, and no concensus was reached as to where to
draw the line between various functions.
The approach which S. 2058 proposes is that the Commission be

given direct rulemaking authority for all clearing agencies, securities
depositories and transfer agents. However, in the case of such entities
organized as banks, this legislation would delegate responsibility for
examination and enforcement—and in the case of transfer agents,
rulemaking concerning recordkeeping and reporting—to the appro-
priate bank regulatory agencies.
It has been argued that this regulatory scheme, among other things,

will encourage bank custodians to participate in securities depositories.
In testimony before the subcommittee last year, witnesses indicated
that banks would hesitate to deposit securities with a securities de-
pository unless it "Looked like a bank, felt like a bank, and was regu-
lated like a bank."
When the Commission testified before this subcommittee last year,

it stated its preference, and we continue to subscribe to the view that
our regulatory authority should include a right to periodic examina-
tion of depositories and clearing agencies and authority to enforce
compliance with the minimum standards established by the Com-
mission pertaining to these entities.
However, the Commission believes that legislation in this area is

vital. Consequently, we support §. 2058 as an acceptable proposal and,
if it is adopted by the Congress, we will naturally cooperate with the
bank regulatory agencies in this joint effort to see that it is successful.
The legislation should be revised, however, to provide the Com-

mission with inspection power over clearing agencies, depositories,
and transfer agents organized as banks to aid us in determining ap-
propriate performance standards and recordkeeping requirements. I
would emphasize that these inspections would not be for enforcement
purposes, but rather to provide us with a continuing understanding
of the actual working of these agencies in aid of informed rulemaking.
Our examinations could be coordinated with those of the bank regu-

latory agencies so as to avoid any duplication or undue burden upon
the regulated organizations. It is our view that without this inspec-
tion power, it would be difficult, if not impossible, to set reasonable
and meaningful standards for such entities, nor would reading copies
of reports of inspections completed by bank regulatory agencies for
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compliance and enforcement purposes be an adequate substitute for
our own inspections for our regulatory purposes.

Section 3 of the bill would add a new paragraph (25) to section 3(a)
of the Exchange Act defining the Federal Reserve Board as the ap-
propriate regulatory agency of a nonbank subsidiary of a bank-holding
company. It is my recollection that the bill approved by this subcom-
mittee on June 27 of last year did not contain such a provision and in
fact did not take into consideration regulation of bank-holding com-
panies and their subsidiaries.
In a July 24, 1972, letter to Senator Bennett, Chairman Burns of

the Federal Reserve Board recommended that the Federal Reserve
Board be the appropriate regulatory agency in the case of bank-hold-
ing companies and nonbank subsidiaries acting as clearing agencies or
transfer agents.
I do not recall any discussion as to whether the appropriate regu-

latory agency of a nonbank subsidiary of a bank-holding company
should be a bank regulatory agency or the Securities and Exchange
Commission. The Securities and Exchange Commission presently
regulates investment advisers which are subsidiaries of bank-holding
companies and mutual funds which are subsidiaries of bank-holding
companies.

Since the issue of dual regulation is not a major one because the
subsidiary is not organized as a bank, the Commission recommends that
it be the appropriate regulatory agency for all such nonbank subsidi-
aries which are either depositories, clearing agencies, or transfer
agents.
We also note that the proposed bill would require a clearing agency

to be a self-regulatory organization. We believe, however, that the
Subcommittee should be aware that certain privately owned entities
will be encompassed by the definition of a clearing agency which in-
cludes a depository.

Incidentally, we have referred to depositories and clearing agencies
separately in our statement, for the purpose of clarification. We realize
of course, that your bill defines the two together, but we ought to be sure
it is clear that both are in our comments regarding regulatory and en-
forcement authority. We have separated the two only for that purpose.
Some of these organizations, particularly certain clearing organi-

zations have not been self-regulatory bodies and, under the bill, prob-
ably should not be. We note that the bill provides for the Commission
with broad exemptive powers which could be used to exempt such
entities from any clearing agency requirements which we deem to be
inappropriate or unnecessary to carry out the purposes of this section.
Proposed section 17A (c) would require the Commission to find as

a prerequisite to registration that a depository or clearing agency
meets the criteria set forth in that subsection.

Subsection (c) (2) of proposed section 17A would provide that the
rules of a clearing agency or depository may condition participation
upon compliance with standards of operational capacity, a deposit
or the posting of a bond in an amount which bears a reasonable re-
lationship to the value of positions maintained by and transactions
processed for the participant, and rules denying participation to per-
sons who have been expelled by another registered clearing agency.
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The Commission believes that the rules of a clearing agency or de-
pository should allow these entities to impose additional criteria to
those set forth in proposed subsection (c) (2) for admission to the
clearing agency provided the Commission determines that such addi-
tional criteria are necessary or appropriate in the public interest, for
the protection of investors, or to assure the prompt and accurate proc-
essing and settlement of securities transactions.
The Commission does not seek to limit entry to a clearing agency or

depository; rather it seeks to insure, as a matter of policy, that all
broker-dealers and other financial institutions will have access to
such entities on a reasonable and nondiscriminatory basis while pro-
tecting the financial -integrity of these entities and their participants.
Proposed section 17A (g) would require clearing agencies and de-

positories to submit proposed rule changes along with a summary
statement of the proposed change and the basis therefore to the Com-
mission. In addition, this section would require all proposed rule
changes to be published for public comment.
It is our view that public notice and comment is desirable. We be-

lieve, however, that the depository or clearing agency, rather than the
Commission, should solicit public comments on proposed rule changes
so that it may have the benefit of such comments before it acts.
We also believe that solicitation of public comments should not be

required with regard to all rule changes. This matter should be left to
the securities depository or clearing agency subject to Commission dis-
cretion to solicit additional comments.
In any event, where a depository or clearing agency has obtained

comments, the Commission should not be required to duplicate that
effort unless, in its discretion, it wishes to do so. Additionally, copies
of the comments should be sent to the Commission with the filing of
the proposed rule changes.

Finally, this section would make such rule changes effective within
30 days of filing unless the Commission disapproves such changes
through the institution of administrative action. We believe that this
time restriction may be too limiting in some instances, especially in
view of the fact that a public comment period is presently required in
the bill, and may be necessary in some instances even if our recom-
mendation that the depository or clearing agency be required to solicit
public comments before submitting rule changes to the Commission is
adopted.
Further, the restriction is not likely to significantly aid the adminis-

trative decisionmaking process.
Proposed section 17A in the bill would authorize the appropriate

regulatory agency to review denials of admission by a clearing agency
or depository with respect to any person seeking participation therein.
As previously noted, the Commission believes that such entities should
grant access to all broker-dealers and other responsible financial in-
stitutions on a reasonable and nondiscriminatory basis.
In view of this policy, the Commission believes that it should review

denials of participation by a clearing agency or depository. In this
regard, it should be noted that the Commission presently has authority
to review denials of membership in registered national securities asso-
ciations, and clearing corporations operated by them, and we believe
that access questions also should be determined by the Commission.
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Proposed section 17A (q) would require the Commission to take such
steps as are within its power to bring about the elimination of the
stock certificate as a means of settlement amorig brokers by December
31, 1976. We are in complete agreement with this goal.
We are concerned, however, that the rigidity of a fixed timetable

may make it difficult to weigh the benefits and advantages of eliminat-
ing the stock certificate at a fixed point in time against the costs which
have to be incurred in order to achieve this goal. However, if Con-
gress fixes a definite timetable, the Commission would undertake to
meet it.
Proposed section 17B (f) would provide that each registered trans-

fer agent shall make and keep such books and records and make such
reports as the appropriate regulatory agency requires. We believe that
in order to achieve uniformity in recordkeeping and reporting with
regard to all transfer agents, this authority should rest with the
Commission.
We are asking only for authority over the operations dealing with

transfer functions. We are not interested in authority over any other
segment of the operation of these types of institutions.

Section 8 of the bill would add a new subsection 19(f) of the Ex-
change Act directing the Commission to make a study of the registra-
tion of securities in street name. We concur that such a study should
be made and suggest that it also refer to sections 12(g) and 15(d) of
the Exchange Act since those sections are very closely related to the
other and impose periodic reporting requirements based upon the
number of record holders of securities.
If the street name study legislation is enacted, we believe it is ap-

propriate that these two areas be mentioned specifically and combined
in a single study.

Section 9 of the bill would amend section 28 of the Exchange Act to
prohibit the imposition of any State or local tax on changes in bene-
ficial or record ownership of securities unless such changes would
otherwise be taxable if the clearing agency were not located within
the jurisdiction of the taxing authority. We strongly endorse this
provision.
This concludes my prepared statement, and I will try to respond to

any questions that you may have.
Senator WILLIAMS. Thank you very much, Commissioner Evans.
Is this substantially the same position expressed by the Commission

last year when we had the bill that was very much similar?
Mr. EVANS. Mr. Chairman, I believe it is substantially the same. I

think that the Commission realizes that there were impediments to
enactment of legislation last year. Because of those problems, which
in a sense are political problems, with a small "p", we are willing to
accept legislation which is not exactly what we desire in order to get
this process going.
We think the legislation is necessary now while these new institu-

tions and relationships are developing so that guidelines can be es-
tablished, that overlap will not occur and so that we can have a coor-
dinated, integrated system in this country.
Senator WILLIAMS. But you still linger with the feeling that it is

a necessity for the Commission to involve itself with banks, an area
reserved under the bill for enforcement by the banking agencies. You
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still have the Commission in banking areas for oversight and informa-
tion for rulemaking, is that 
Mr. EVANS. This is correct. Maybe that was not clear in the state-

ment, but our feeling is that if there were, say, dozens of depositories
some of which were not organized as banks and we had the option of
going in and examining those which were not banks, inspection of
bank related depositories would not be so necessary. We would watch
the operations of the nonbank depositories and the others would likely
be quite similar.
But if there are only going to be three as there are now or six or

whatever develops and all of these turn out to be trust companies and
we cannot go in and inspect any of them, it would be extremely diffi-
cult for us to sit in our ivory tower and set up appropriate rules, regu-
lations and standards.
Now, a report from another agency would be helpful, but there is a,

lot of difference between getting a report of an examination from an-
other agency and in being on the ground and looking at the operations
of an institution.
Senator WILLIAMS. You can see some of the problems that that pre-

sents for us.
Mr. EVANS. Yes as a matter of fact, I am very familiar with the

problems and the questions and the fears that exist on the part of in-
stitutions which are bank-related, as the result of my involvement with
this legislation last year.
I think that their fears may be overstated to some extent, although

they are real. There are problems in relation to the fact that certain
institutions want to be sure that their securities are in a depository
that is as safe as a bank. I do not know why they think the Commis-
sion cannot or would not assure such safety, but that being the case,
certainly, we are willing to cooperate with another Federal agency in
that area.
Mr. Pickard would also like to comment on that.
Mr. PICKARD. Senator, I would like to put this in historical per-

spective just for a second. The SEC has traditionally had the authority
over depositories and clearing agencies. They have never in the past
been viewed as bank institutions. And it is our feeling that the fact
they have obtained limited purpose trust companies does not change
the nature of these institutions.

Therefore, we see a continuing need for the Commission to have a,
primary responsibility over depositories and clearing agencies regard-
less of whether they are called trust companies or ancillary organiza-
tions or self-regulatory bodies.
At the same time, however, we do not see in any way a need to pre-

clude the banking regulators from doing what they feel is necessary
if in fact the institutions in question would come under their juris-
diction.
Senator WILLIAMS. Before we get into a little discussion on just how

the Commission would proceed under this legislation if it were enacted,
let me get a picture from you of what the current operational condition
capacity of the securities industry is. What if we had another one of
these tides of paper? How would the industry handle it now if trad-
ing volume picked up substantially?
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Mr. EVANS. Well, Mr. Chairman, it is difficult for us to say exactly
what will happen. We can say that a lot has changed since the paper-
work crisis of several years ago in the late 1960's. We can say that new
procedures have been set up. We can say that the SEC and the self-
regulatory bodies as well as the institutions themselves have upgraded
their operations.
We can say that the self-regulatory organizations receive monthly as

well as quarterly reports from their members giving them an oppor-
tunity to monitor very carefully the activities of their membership.
We can say that today the level of securities transactions obviously

is far below the capacity of the industry. I think that we could use the
figures for the first quarter of 1972 when there were an average of
about 18.5 million shares a day on the New York Stock Exchange and
say that there were no problems at that level. I think we can say that
safely.
Now, the average daily level is about 14 million which is 4 million a

day less. Other exchanges are also operating at a much lesser rate of
capacity than they were at that time. If I had to make an estimate, I
would think we could have share days in all markets of 10 million a
day more than we are having right now with no major problems.

Obviously, there are individual firms that would have difficulties.
There are always marginal firms. There are marginal firms in today's
market even as low as it is.
But I think market activity could increase a substantial amount

with no difficulties whatsoever. And if difficulties began to appear, we
would be able to monitor them very carefully.
I might say this, however, that in today's market a lot of the firms

which have this excess capacity are cutting back. Figures I have from
our Office of Economic Research show that profits during the first
quarter of this year were lower than profits in the first quarter of 1970.
This does not mean the industry is in as poor condition as it was in
1970 because it had just experienced 1969 which was a poor year. Last
year on the other hand was a relatively good year for securities firms,
so they are in much better condition than they were in 1970.
As far as fails are concerned and as far as net capital is concerned,

the industry is in good shape today. But since market activity is slow,
a lot of firms are experiencing losses. They are cutting back on ex-
penses, which is the natural thing to do with slack business. And this is
cutting back capacity.
If this condition should continue for any extended length of time,

and then be followed by a rapid and sustained increase in trading, I
think we might find some problems. Frankly, we would not expect a
problem to result from a substantial increase in market activity. We
hope that the market will pick up, and that it will pick up
substantially.
I do not know if that answers your question satisfactorily.
Senator WILLIAMS. Yes.
What has been added to the clearing settlement depository transfer

picture that makes it better than it was Is there through self-
regulation a more integrated national clearing system?
Mr. EVANS. Yes some strides have been made in this area, but much

still remains to be done. Since 1970, Central Certificate Service, which
is now a trust company named the Depository Trust Co., has expanded
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its operations. Depository Trust Co. today has about 300 participants,
shares on deposit totaling about 1.5 billion with a value of about 855
billion. Just yesterday the 'Commission approved what we hope will be
our final comments on their proposed rules of operation.
The Midwest Stock Exchange's clearing and depository operations

have made progress and I understand Midwest has a one-way interface
with the Depository Trust Co. The Pacific Securities Depository is also
making some progress and the Commission staff is in the process of
reviewing their proposed rules.
The National Clearing Corp. of the National Association of Secu-

rities Dealers has expanded to major cities and is expected to be nation-
wide within the next year. The NASDAQ quotation system for over-
the-counter securities is operative throughout the Nation. I also under-
stand that the major transfer agencies have improved and modernized
their operations. So I believe it would be appropriate to say that sub-
stantial progress has been made by individual segments involved in
securities processing.
The second part of your question referred to integration and coop-

eration. This is where the major problem lies. It has been slow in com-
the-counter securities is operative throughout the Nation. I also under-
stage. There are some trial runs and some one-way agreements but
nothing approaching an integrated national clearing system. There
are vested interests, as well there should be. There are differences in
approach and there are disagreements. Each group desires to carve out
a major role for itself. This is why we need one regulatory body with
authority to assure coordination among the individual participants.
Senator WILLIAMS. I would like to deal a little more with the phi-

losophy of the Commission's approach here. Given that this legislation
is enacted into law, I get the impression that you would see the Com-
mission's role primarily as one of reacting to developments rather
than initiating changes in the system, more in the nature perhaps of
resolving differences in conflicts rather than affirmatively establishing
policy and leading the industry toward a national clearing system.
Now, is there a way that you can express this to alleviate this appre-

hension that I get from your statement?
Mr. EVANS. Well, I hope so, Mr. Chairman. I guess you are taking

this from the top of page 2 in my statement where I talk about the--
Senator WILLIAMS. It is throughout. I get this flavor of reaction

rather than action.
Mr. EVANS. Let me try to explain as clearly as I can how I see our

role. I really do not think we see our role too differently from what
you do. I hope we do not. Because as the arm of Congress in this area,
we hope that we would see our role just the way you would see it—
the way the Congress would see it.
We in the Commission are dedicated to a free enterprise system. We

are committed to a self-regulatory approach. And thus, we think that
the private system itself can provide the impetus needed. However,
there are major problems in coordination as you stated in your opening
remarks.
In my statement, I said we would provide that guidance necessary,

to assure an integrated, efficient system providing access on a reason-
able, nondiscriminatory basis. This is where the problem lies. We see
our role as first establishing an overall framework within which the
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private system should work. Then, we see the private participants set-
ting up procedures whereby they can meet the necessary requirements
of that framework.

After they have done that, they send it to the Commission and have
us look at it and approve it to be sure that their proposals do meet the
needs which you have stated and with which we agree, that we have a
national integrated system.
Now, we do not want to regulate to the extent that we take away

this initiative either in the private institutions or in the self-regulatory
institutions. This is the only country in which that exists and we want
to maintain and even strengthen it if possible.
We realize however that Adam Smith's invisible hand theory of pri-

vate enterprise does not solve all the problems involved in working
out a national clearing system.
If you are talking about a national system, we do need to have EL

very definite visible guiding hand of the SEC so that private partici-
pants know what is expected. And then, after they have tried to fit
their operations within that framework, they know that we have the
authority, if it is given to us, through this legislation to assure that
they meet our requirements. Within that we hope that the private
system would do most of the development.
I hope that somewhat clarifies the Commission's position.
Mr. PICKARD. Let me just supplement what Mr. Evans has said. We

would hope to establish the guidelines, as we have done in the past in
our study of unsafe and unsound practices of broker-dealers. We estab-
lished significant points of policy in that study.
We would contemplate that the industry would move within those

guidelines, failing which we would then have to take a more affirmative
role.
I think that is one of the reasons we are here today because we need

the additional authority which this proposed bill would grant us in
order to have the ability to move in the event the industry fails to
move. As Commissioner Evans pointed out in his statement, progress
toward interface has been slow and difficult. It has been literally
months or perhaps more than months, perhaps a year, in which the
Depository Trust Co. and the National Clearing Corp. have been try-
ing to establish a modest interface.
We have seen time and time again difficulties on the part of the

various clearing agencies and depositories in their attempts to inter-
face, perhaps attributable to their desire to preserve their own preroga-
tives. We would like to have the authority in order to expedite this
interface and to expedite the development of national systems.
Mr. EVANS. Let me add one other thing I should probably have said,

Mr. Chairman. We hope our actions thus far have shown we intend
to take a major role in setting these guidelines. The proposals made
in the unsafe and unsound practices study, our white paper on the cen-
tral market system, and our comments on the consolidated transac-
tions type proposal we believe have shown that we intended to have
a major input. Comments on the rules that have been submitted to us
thus far by DTC and Mid-West, we think show that we intend to have
a major guiding influence over depositories.
We hope if you have any problems with the way we are doing this,

you will let us know. And I am sure you will as you have on occasions.
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But we are trying to lead and still leave institutions plenty of flexi-
bility to do what the private system can do, I think, better than a gov-
ernment agency.

Senator WILLIAMS. Well, we do not have time to go into some of
the tough problems here, but I wish there were more time. Perhaps we
might present some hard examples to you to se your approach.
I asked Al Harris to give me a tough one. So without previously

reading it, let's see how it goes.
Conflicts between NCC and Pacific Coast Exchange over who clears

OTC trades on the west coast.
Now, there is a specific problem.
Mr. EVANS. It is a very tough one.
Thank you, Al.
I do not feel that I am in a position to answer that question. I think

that the way it has to be answered is working with those two groups.
And in my opinion the Commission does not have the direct authority
to take care of that right now.
Mr. PICKARD. Let me just supplement what Commissioner Evans is

saying. The NCC has made significant strides in expanding its cover-
age throughout the Nation. It has not yet established itself on the west
coast.

Pacific Coast Clearing Corp. operates a clearing mechanism for
over-the-counter securities. And, of course, NCC would do the same
thing if it were established on the west coast. The members—and by
"members," I mean broker-dealers—do not want the duplication. They
made that very clear to us on many occasions.
The two sides are well aware of the problem. And in fact, the Pacific

Coast authorized a study by a leading accounting firm to attempt to
construct an interface. I understand the NASD has rejected this study
and has come back with a counterproposal.
[Additional material on this matter follows:]
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PACIFIC COAST STOCK EXCHANGE

618 SO. SPRING STREET 301 PINE STREET

Los ANGELES 90014 OFFICE OF THE PRESIDENT

San Francisco
April 2, 1973

Senator Harrison Arlington Williams, Jr.
United States Senate
Washington, D. C. 20549

Dear Senator Williams:

SAN FRANCISCO 94104

You are all familiar with the fact that here on the Pacific
Coast our Pacific Clearing Corporation provides for the
clearing and settlement of both listed and over-the-counter
transactions and deliveries between banks, institutions and
brokers in a single system. In other regions OTC trans-
actions are settled by NCC and listed transactions are
settled by other exchange clearing facilities in their respective
areas.

We are of the opinion and advocate that a single national
system be created with each region operating its intra-
regional settlements on an autonomous basis but required
to interface with a national system on inter-regional trans-
actions. The accompanying proposal sets forth our presen-
tation on how this may be accomplished.

We will be happy to answer any questions you may have.

Sincerely,

Thomas P. Phelan

„
TPP:bg
Enclosure



LOS ANGELES OFFICE
453 S. SPRING STREET
LOS ANGELES 90013
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PACIFIC CLEARING CORPORATION

March 12, 1973

SAN FRANCISCO OFFICE
301 PINE STREET

SAN FRANCISCO 94104

In November 1972, the Pacific Clearing Corporation (PCC) presented an outline of the

Joint Approach for clearance and settlement of securities in the Western Region of the United

States to an ad hoc committee of the Securities Industry Association (SIA). The committee

requested that an implementation plan for the Joint Approach be developed. This

presentation, submitted in response to the SIA request, consists of the following three

sections:

. A summary of the PCC presentation in November 1972.

. An implementation plan of the joint Approach prepared by Peat, Marwick,

Mitchell & Co.

. A response to certain legal questions advanced by the National Clearing

Corporation.

The Joint Approach described herein is the most comprehensive plan developed to

date which will lead' to the early and efficient development of a national clearing system. There

are a number of compelling reasons to adopt the Joint Approach including the following:

It is the least expensive clearing mechanism from the standpoint of the

brokerage community, users of the system. The derivative advantages to the

investing public are obvious.

It avoids the inefficiency and conversion expense of duplicative clearing

mechanisms in the Western Region.

It most directly meets the needs of the brokerage community:

all trades, whether listed or over-the-counter, are cleared through a

single organization

all cash settlement is netted to one daily balance with a single entity

for all trades.
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all settlements will ultimately be effected by book-entry, through the
Pacific Securities Depository system, with no intra- or inter-regional
physical receipt or delivery.

We feel the Peat, Marwick, Mitchell & Co. report (attached) indicates that the
Joint Approach is indeed practical and can be implemented in a timely
manner, so that the early development of a national clearing system will be
assured.

The Pacific Clearing Corporation has pioneered and perfected a net-by-net (or
continuous net) clearing service which provides for its members:

Common listed and OTC positions for transactions in all marketplaces.

Complete depository facilities.

Clearing/depository interface for all listed and a broad range of OTC
securities.

The securities industry in the West Coast Region has thus achieved many of the goals
which the industry is working toward on a national scale. To deny Western clearing members
these advantages would be a step backward, particularly because the Joint Approach provides a

means of progressing toward these goals nationally without retrogressing locally.

For clearing members in the Pacific area, an objective consideration of cost, time,
efficiency, and service favors the Joint Approach over the alternative approaches.

We appreciate the opportunity of submitting this presentation and look forward to

working with other industry groups in the early implementation of the Joint Approach.

Very truly yours,

Christopher J. Delahunty, President
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Summary of

JOINT APPROACH
to

NATIONAL
SECURITIES CLEARING
for the
WESTERN REGION

presented to the
Securities Industry Association
Ad Hoc Committee on

National OTC Clearing
by the Pacific Clearing Corporation
on
November 8, 1972
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OBJECTIVE

With respect to the Western Region, a clearing system should be judged by how
well it:

. Facilitates effective nationwide clearing and settlement of
OTC and listed transactions.

. Fulfills the clearing and settlement needs of Western brokers
(including wire houses with Western operations) in the

— most convenient

— most comprehensive

— most efficient

— least expensive

most up-to-date

manner.
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WHAT ARE THE CLEARING AND SETTLEMENT

NEEDS OF THE BROKERS?

In the CLEARING area (trade comparison and netting), the needs are:

• To clear all transactions simply and cheaply

— With minimum numbers of clearing agencies.

— Preferably, with

System

ONE
Standardized set of procedures and
forms

. Personal contact, familiar with member's
individual needs.
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In the CERTIFICATE HANDLING area, the needs are:

• To eliminate the physical receipt and delivery of certificates.

- Preferably working through one depository entity
with all securities immobilized therein.

— Reducing securities movement, whether intra-regional
or inter-regional (including coast to coast).

In the CASH SETTLEMENT area, the needs are:

• To settle all cash balances efficiently.

- Preferably with one check (given or received).

- For both listed and OTC trades.

— For trades with other brokers, banks and financial
institutions.

98-978 0 - 73 - 5
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If over-the-counter clearing is handled independently by NCC in the Western

Region, fragmented services would not completely satisfy the needs of the

brokers.

In the CLEARING area, using the NCC approach, the broker would clear:

• OTC (broker - broker) clearance with NCC.

• Listed broker - broker 1 clearance with PCC.
broker - institution)

• OTC (broker - institution) clearance direct or with PCC.

Thus, firms must have separate procedures for:

. OTC and listed transactions.

. Institutional and other transactions.
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In the CERTIFICATE HANDLING area, using the NCC approach, receipt and
delivery of certificates would be handled:

• For listed, by book-entry via PSD (interfaced with CCS and
MSE).

• For OTC securities (broker - broker), with NCC.

• For institutional deliveries, separate handling (PSD, direct or
NCC).

Thus, separate procedures are again required.
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In the CASH SETTLEMENT area, using the NCC approach, money balances
would be settled:

• For listed I broker - broker with PCC.
( broker - institution j

• For OTC (broker - broker) with NCC, nationwide

• For institutional transactions, direct or with PCC.

Again, firms must have separate procedures for:

. OTC and listed transactions.

. Institutional and other transactions.
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WESTERN
BROKERS

CALIFORNIA
BANKS

WESTION REGION
BANKS:

— Seattle
— Portland
— Denver
— Phoenix

— Reno
— Salt Lake City
— . . .

OTHER FINANCIAL
INSTITUTIONS:

— Mutual Funds
— Insurance CDS
— . . .

NATIONAL CLEARING SYSTEM

PACIFIC NCC
CLEARING
CORP. SCC

ND
CCS

MSE

NATIONAL DEPOSITORY SYSTEM

PCC WESTERN REGION CLEARING
AND SETTLEMENT CENTER
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In the CLEARING area, using the PCC approach:

. All trades (listed and OTC; broker and institution) cleared

through one organization.

— Physical location

— System

— Set of procedures and forms

— Personal contact

• No change from existing system; no conversion.

ONE
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In the CERTIFICATE HANDLING area, using the PCC approach:

All securities (listed and OTC; broker and institution) transferred by
book-entry with PSD—

• No intra-regional physical movement

— Including COD's to banks, who are members of PSD

• No inter-regional movement

— Full CCS interface.
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In the CASH SETTLEMENT area, using the PCC approach:

• Money balances for ALL trades (listed and OTC; broker and
institution) settled with one entity, PCC.

ONE 1 Check

— System

— Set of procedures



71

CONSIDERABLE PROGRESS TO DATE

• National Coordinating Group for Depositories

— Nationwide Network of Depository Committees

• PCSE Institutional Clearing Program (ICP)

• Major California Banks Now in PCC or Working toward Joining PCC

- Memorandum of Understanding (Clearing and Depository

Participation)

• PSD Implementation Committee — 6 Full-time EDP Systems
Specialists;

— Bank i-----*PCC Interface (Including On-line 1CP)

— Bank*--PSD Interface

— PSD Business Plan

— Full Bank Participation in PSD

Infuse capital

Deposit agency and fiduciary securities

• Western Region PSD Committee

- Considerable interest in PCSE clearing ("1st" or "2nd" level

clearing)

• All PCC clearing firms to be converted to PSD book-entry transfer.
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INDUSTRY AND REGULATORY VIEWS ON INTERFACE

— SIA

The Seven Criteria for the Establishment of a National Clearing and Depository
System of the SIA state that all firms should be members of one national clearing
entity interfaced with one national depository, processing transactions between
members in a standard manner and developing only one position per security for a
member, with standard fund payments and with regional facilities for the
handling of securities. The Pacific Coast Stock Exchange has been informed by
SIA that the Joint Approach is entirely consistent with SIA's objectives. In fact,
PCC now has the only facility in the nation which provides the capability that
SIA desires on a national scale.

— Central Market System

The Martin Report, the SEC, the Congress, and the Exchanges have stated that
they support a concept of multiple markets for listed securities. These markets
would be linked together electronically to provide access for any order to the best
available market. This interface of multiple, similar marketplaces parallels the
joint approach for clearing as proposed by PCC.

— National Coordinating Committee for Depositories

"Thus, as outlined, we endorse the concept of a nationwide system of interrelated
regional depositories. This approach provides the opportunity to develop the
depository concept more quickly, utilizing many existing facilities."

"A regional approach will be more responsive to local needs and capabilities."

(Above quotes from John H. Perkins, Chairman of the National Coordinating
Group for Comprehensive Securities Depositories, Testimony to the United States
Senate Committee on Banking, Housing and Urban Affairs on September 8,
1972.)

The National Coordinating Committee for Depositories has committed itself to a
system of linked regional depositories. These depositories will be connected so
that a supply in one may be balanced against a demand in another, and the
necessary interface to accomplish this between Pacific Securities Depository and
Central Certificate Service is now a major effort to which both organizations have
committed themselves. The maintenance of parallel progress and development
between clearing systems and depository systems is essential for the efficient
conduct of business by the industry in the future.
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— SEC

"Rather we should help the firms facing a multipli
city of clearing systems and

provide a milieu for the different systems to compete
 for the business of the

brokerage industry. This can be done by providing an
 interface of the various

clearing corporations." (Quoted from memo of June 2,
 1972, from Morris N.

Simkin, Special Counsel — Division of Trading and Markets to 
Irving M. Pollack,

Director of the Division of Trading and Markets.)

— Congress

"An applicant shall not be registered as a clearing agency
 unless it appears to the

Commission that — ... the rules of the clearing agency
 are designed ... to foster

cooperation and coordination ... with other clearing agen
cies." (From Senate

Bill 3876, National Securities Transfer System, passed by
 the Senate in August

1972, and sent to the House.)
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WHY PCSE SUPPORTS THE JOINT APPROACH

In the fifteen years since the merger of the Los Angeles and San Francisco Stock Exchanges,
the Pacific Coast Stock Exchange has pioneered and perfected a net-by-net (or continuous net)
clearing service which provides for its members:

Common listed and OTC positions for transactions in all marketplaces

Complete depository facilities

Clearing/depository interface for all listed and a broad range of OTC securities

Direct participation by institutions

Close working relationships with banks.

The securities industry on the West Coast has thus achieved many of the goals which the
industry is working toward on a national scale. To deny Western clearing members these
advantages would be a step backward, particularly because the joint approach provides a means
of progressing toward these goals nationally without retrogressing locally.

For clearing members in the Pacific area, objective considerations of cost, time, efficiency, and
service favor the joint approach over the single agency approach.
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PEAT, M_A.RWICH, MITCHELL & CO.
CERTIFIED PUBLIC ACCOUNTANTS

555 SOUTH FLOWER STREET

LOS ANGELES, CALIFORNIA 90071

March 14,1973

Mr. Christopher J. Delahunty, President
Pacific Clearing Corporation
453 South Spring Street
Los Angeles, California 9001 4

Dear Mr. Delahunty:

We have completed our engagement to prepare an implementation plan for interfacing

the clearing system of Pacific Clearing Corporation and National Clearing Corporation.

sections:

The enclosed report describes the plan fully and is organized into the following

Introduction

II Interface Concept

Policy Assumptions

IV Interface System

V Data Processing Requirements

VI Operating and Implementation Cost Summary

VII Implementation Time Schedule

* * *

We greatly appreciate the cooperation extended to us by the staffs of Pacific Clearing
Corporation and National Clearing Corporation in working on this important assignment.

Very truly yours,

Peat *-w‘tte-Pz, 511-4-111e.e0,
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I — INTRODUCTION

BACKGROUND

Clearing of securities became a problem to the industry in 1967, when growth in

trading volume created operational congestion. This congestion was particularly severe in the

over-the-counter area because of the limited clearing facilities available. New York brokers,

through the National Over-the-Counter Clearing Corporation (NOTC), and Pacific brokers,

through the Pacific Clearing Corporation (which began clearing OTC trades in 1965) had access

to intra-regional clearing; virtually all other OTC settlements were handled broker to broker.

In 1968, Arthur D. Little & Co. conducted a study for the NASD, regarding the

establishment of an over-the-counter clearing system. Its report concluded that the continuous

netting system used by the Pacific Clearing Corporation (PCC) should be the foundation of the

over-the-counter system.

After the release of this report, PCC stated to the SEC and the NASD that the

establishment of a national over-the-counter clearing network was an appropriate function of

the NASD rather than of the Exchange, and that the continuous netting system would be

made available to the NASD. At the same time, the NASD was forming the National Clearing

Corporation (NCC) to implement the recommendations of the report.

While NCC was being formed, the Midwest Stock Exchange undertook a study of the

continuous netting system and was similarly given access to the PCC facilities and system. As a

result of this study, Midwest decided to convert its clearing system to the continuous netting

concept. During this period, the PCC received assistance from the American Stock Exchange in

converting the trade input procedures on the West Coast to be compatible with those used by

NOTC. At the completion of this effort in late 1969, a limited inter-regional clearing operation

began between NOTC and PCC.

During 1970, at NCC's request, NCC and PCC attempted a joint effort to develop a

clearing system for over-the-counter transactions throughout the country. An NCC task force

was established on the West Coast and the two organizations worked closely for a number of
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months. Differences in operational philosophies arose, and in 1971, NCC decided to stop its

efforts on the West Coast in favor of introducing the continuous netting system in the New

York area. Shortly afterwards, NCC acquired NOTC.

Also in 1971, a series of meetings began among the clearing organizations of the

industry to identify areas in which they could help one another. Resulting from those

meetings, various delivery and transfer services have been arranged between a number of

clearing organizations.

To aid in resolving the problem of national OTC clearing, the Securities Industry

Association formed an Ad Hoc Task Force. During a meeting of this committee on

November 8, 1972, in Monterey, California, presentations were made by the National Clearing

Corporation and the Pacific Clearing Corporation addressing the question of how best to

approach national OTC clearing.

After the presentations, the committee met and recommended the following:

"1. The eventual creation of one national clearing entity for all transactions.

2. That access be provided for all broker/dealers qualified by the entity.

3. That the Pacific Clearing Corporation prepare a detailed implementation plan

for interface between NCC and POTC. This plan is to include, but not be

limited to, time frames, costs, and access as outlined in No. 2 above. Further,

that the plan be completed within ninety days and then submitted to the

Boards of NCC and POTC for consideration."

SCOPE AND OBJECTIVE

Peat, Marwick, Mitchell & Co. (PMM&Co.) was engaged by PCC to assist in preparing

the detailed implementation plan as described in S.I.A. recommendation No. 3 above. This

report is the result of that engagement.

It should be noted that the scope of PMM&Co.'s assignment was not to evaluate

clearing approaches other than interface, nor to select the most appropriate method. In effect,

PMM&Co. was to determine a feasible implementation plan, including cost estimates, based on

the assumptions provided by PCC.
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To prepare the implementation plan, PMM&Co. performed the following tasks:

1. Reviewed existing documentation related to the PCC and NCC net settlement
systems.

2. Reviewed the history of the systems' development and previous approaches
to interface.

3. Reviewed documentation pertaining to the PCC and NCC approaches to
interface.

4. Visited NCC and PCC clearing centers and observed clearing operations.

5. Interviewed members of management and staff of PCC and NCC to determine
factors related to interface.

6. Analyzed the data gathered through research, interviews and observations,
and prepared the implementation plan.
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H — INTERFACE CONCEPT

For purposes of this report, interface is defined as a method for linking to
gether

clearing organizations; in this case NCC and PCC.

MAJOR PREMISES

OF INTERFACE

The discussions of interface arc based upon three major premises:

1. Regional clearing corporations would provide their members with clearing

house services for intra-regional trades.

2. Regional clearing corporations would communicate with each other to

provide their members with clearing house services for inter-regional trades.

3. Regional clearing corporations would provide their members with a single

reporting system which would combine the trading and settlement

information for both intra- and inter-regional trades as well as a single local

facility for stock and money settlement, and delivery.

INTERFACE METHODOLOGY

SELECTION

The method utilized in the communication of inter-regional trades is of primary

concern since, to a large extent, it defines the relationship between clearing corporations.

The selection of an interface method is affected by the similarities between the

systems that are being linked together. In the interface between PCC and NCC sys
tems, there

are several functions that are similar in concept although operational procedures m
ay differ.

These similarities include:

Present in Present in

Function PCC system NCC system

Continuous Net Settlement Yes Yes

Depository Yes Under consideration

T+4 Delivery Yes Yes
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Present in Present in
Function PCC system NCC system

Dividend Protection Yes Yes
OTC Clearing Yes Yes
Listed Clearing Yes No
Stock transfer services for members Yes Yes
Member protection against failures Yes Yes
Comparison of block trades Yes Yes

Given the similarities between the two systems, several interface methods appear to

exist. For the purpose of this report, however, some selection of a specific method is required.

Therefore, a key presumption was made to utilize Pacific Clearing Corporation's dual trade

comparison concept. We accepted this concept and did not compare it with other approaches
to interface.

The purpose of this section of the report is to describe, in a basic manner, the dual
trade comparison interface concept. Section IV of the report describes the process in greater

detail.

INTERFACE USING DUAL
TRADE COMPARISON

The dual trade comparison approach involves the linkage of regional clearing

operations by a national system of inter-regional communications and accounts.

Over-the-counter trade information, as it relates to all inter-regional trades, would be

exchanged between the two clearing corporations. This trade data would enter both clearing

systems and be processed at both sites instead of just one location, as is presently done for

intra-regional trades. Both clearing corporations would balance and settle their positions with

each other through the use of omnibus accounts.

An individual broker would receive his reports from his clearing corporation and

would effect all money and stock settlement with it. These reports would include data for

both intra- and inter-regional trades. Each broker would be assigned a distinctive number or

symbol to identify him and the clearing corporation of which he is a member.

Brokers would be able to effect trades with members of other clearing corporations by

having each broker enter the trade to his clearing center. The trade data would be identified as
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an inter-regional transaction and would be isolated by each clearing center. Each trade would

then be transmitted to the contra clearing center via a data communications interface.

Therefore, both sides of an inter-regional trade would exist at the clearing center of the buying

broker and at the center of the selling broker.

Each clearing operation would operate independently of the other operation once the

data transmission is complete. The trade data would enter both clearing systems and would be

validated and processed. The broker would receive reports indicating any errors on his reported

trade from the clearing center of which he is a member. Corrections to trades would also be

entered at the broker's clearing center and transmitted to the contra broker's center. This

input data would also be processed by both clearing operations.

SETTLEMENT USING

OMNIBUS ACCOUNTS

Prior to settlement date, the broker would be advised of the securities and money due

to or from him. He would be required to settle his positions only with his clearing center. This

settlement would include intra- and inter-regional trades.

The regional clearing operations would also be advised of the securities and money

due to or from them as a result of all inter-regional trades. This information would be netted

with respect to each clearing operation by the use of omnibus accounts. The clearing

corporations would settle these positions with each other daily, utilizing the omnibus

accounts.

DEPOSITORY OR

SAFEKEEPING CONSIDERATIONS

Depositories, or safekeeping accounts, can be effectively used to avoid the

requirement of physically moving certificates which are allocated to the omnibus account. A

depository, or safekeeping account, is no more than a custodian for securities placed on

deposit by various members. PCC is currently interfaced with its wholly owned subsidiary,

Pacific Securities Depository (PSD), and is implementing a program to increase utilization of

the depository.
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To reduce transcontinental security movement, it appears to be desirable for each
clearing corporation to maintain an account with the other corporation's depository. Using
NCC membership in PSD as an example, PCC could allocate securities to the omnibus account
and automatically add these allocations to the NCC account at PSD. NCC could use these
positions to deliver securities to PCC for satisfaction of some future omnibus account balance.
NCC could also use these positions to deliver securities to NCC members who require
availability of securities on the West Coast. The converse, relating to a PCC account in the NCC
safekeeping facility, would operate in a similar manner.

The major advantage of such a system would be to eliminate the movement of
certificates across the country each time one clearing organization makes an allocation to the
omnibus account. Each clearing organization would be able to withdraw from its depository
account and move securities across the country, but this would only be done as needed. As
increasing numbers of certificates become immobilized in such depositories, the need to
remove certificates and physically move them should be reduced. This need should be further
reduced as depositories and clearing organizations develop increased numbers of interfaces and
as banks and other financial institutions having substantial impact on the securities industry
join the depositories.

One of the main advantages of a depository facility is elimination of clearing problems
in allocating certificates because of denominations which arc unacceptable for filling member
Positions. If the member is required to take receipts from the clearing organization in his
depository account, he submits a request to the depository to physically withdraw the
certificates. The depository would have a large holding of certificates of various denominations
for each security and would be able to meet his request without finding it necessary to send
certificates out to transfer.

This means that a clearing organization should be able to allocate all its certificates
each day, since every security submitted to the clearing organization is owed by clearing to
some other member or members. At present, PCC and NCC are unable to allocate all the
certificates submitted to them, as the certificates may be in denominations that are not
acceptable to members to whom clearing owes that security.
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III — POLICY ASSUMPTIONS

This section of the report describes the policy assumptions inherent in the PCC dual

trade comparison approach to interfacing the PCC and NCC systems. Most items in this secti
on

relate to matters discussed more fully in Section IV, which describes the operation of t
he

interface system. However, some policy assumptions that are general in nature and do not

relate to procedural matters of the interface system are also presented in this section.

ACCESS STANDARDS

It is assumed that each clearing member of either clearing corporation would be able

to engage in inter-regional trades.

Present NCC membership requirements include

NASD membership,

submission of a clearing fund deposit, and

maintenance of the deposit based on activity.

Present PCC membership requirements include

NASD membership,

submission of a clearing fund deposit,

maintenance of the deposit based on activity, and

meeting of PCSE capital requirements.

PCC has indicated that this last item, PCSE capital requirements, would be waived for

interface purposes. Therefore, the capital requirements would be the same.

TRADE REPORTING

Brokers would report inter-regional trades to the same clearing corporation to which

they report intra-regional trades (and listed trades, for PCC members). If a broker retains
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membership in both NCC and PCC, he may then have the option to submit trades to either

clearing corporation or both.

The liabilities that could result from the input of erroneous trade data would be

assumed by the clearing corporation submitting the erroneous input. This is a legal decision

requiring resolution by PCC and NCC.

ELIGIBLE SECURITIES

Securities eligible for inter-regional trading between PCC and NCC would be

retained on both systems' security master files. For inter-regional trades, if NCC suspends

clearance and settlement of a security, it would also be suspended by PCC. Intra-regional

trading capabilities could still exist within PCC, but inter-regional trades would not be

possible. In addition, PCC has agreed to clear all securities considered eligible for clearing by

NCC.

SECURITY PRICING

The price of securities traded inter-regionally between PCC and NCC must be the

same in each clearing system. Price differences would cause the omnibus accounts to be out of

balance when valuing open positions and calculating mark-to-market amounts. At present,

NCC uses an average price based upon the last three days of trading while PCC utilizes an

average of the most recent day's NASDAQ price. This report assumes that, when a difference

in a security price exists for a security that is traded inter-regionally, the NCC price will be

used.

The policy for pricing of listed securities which are traded over-the-counter will have

to be resolved. If the listed security were only traded at one exchange (NY or AMEX), that

exchange's price would appear appropriate. For listed securities that are traded at more than

one exchange, AMEX and PCSE for example, the price used by the primary exchange would

seem more appropriate.

BUY-IN PROCEDURES

Each clearing corporation would assume the same liabilities with respect to buy-in's as

now exist with clearing members. A clearing corporation would receive a transmitted notice of
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a buy-in if its omnibus account indicates a significant net short position in the security

involved. All costs incurred with respect to a buy-in would be charged on a pro rata basis to

the contra clearing corporation, based on the security short position.

CLEARING FUNDS

The following four assumptions are made relative to clearing fund requirements and

liabilities:

Individual clearing members would satisfy their clearing corporation fund

requirements only.

Each clearing corporation would guarantee the financial responsibility of its

members.

NCC Operating Rule 5(e), (f), and (g) would be observed. This rule relates to

the usc of a member's fund should he fail to meet his financial obligations. In

this respect each corporation would have access to its regular member's funds

in the same manner as at present. However, thcrc would be no access to the

clearing funds of the other corporation's members.

. NCC Operating Rule 5(h). would apply. Clearing funds would not be

applicable to failures related to block trades.

DIVIDENDS

Cash or stock dividends and stock splits should be processed identically by both PCC

and NCC systems. This approach requires the adoption of a standard set of dividend rules by

both entities. Accordingly, NCC Operating Rule 10 would be adopted by PCC. A brief

summary of Rule 10 follows:

The amount due to or from a clearing member shall enter the net settlement

system.

Dividend protection is provided between cutoff date and record date.

Cash dividends will be included in net settlement on payment date.

Fractional shares will be settled on a cash-in-lieu basis.
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The clearing member is required to submit transfer instructions representing
the additional shares due on position transfers as a result of stock dividends,
splits or distributions.

No dividend protection is provided on "As of" and "Withhold" trades and
"Advisories" entered on or about cutoff date.

. On or after ex-date the trades permitted to enter the system shall be at the
ex-dividend price. Subsequent to record date the clearing corporation shall
only settle at the ex-dividend price.

When a dividend in securities not qualified for clearance is declared on a
security which is qualified for clearance, the clearing corporation will only
clear and settle the resulting positions in the nonqualified security. This
settlement will be for dividend purposes only.

Dividend protection will not apply to rights offerings.

Establishment of a policy regarding dividend cutoff dates requires resolution between

PCC and NCC. This subject is discussed further in Section IV of the report.

MOVEMENT OF SECURITIES

Inter-regional movement of securities should follow allocation procedures. This

would require shipment of securities five days after the trade date (T+5), the settlement date.

It appears that the movement of securities between the East and West Coasts would involve

one day's financing even when individual clearing members deliver on T+4. It would also

appear that the financial burden of financing the securities would be assumed by the clearing

corporation delivering the securities.

When a safekeeping system is established on the East Coast, there should be a decrease

in the number of stock movements. Rather than delivering securities from coast to coast, the
contra clearing corporation's local depository account would be credited for certificates they

are due to receive. in this manner, the financing of securities in transit would be reduced. After

securities had been credited to a clearing corporation's position in the depository, it would be

the responsibility of that corporation to finance any movement of securities from one coast to

the other.
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It appears that consideration should be given to the potential impact of New York

transfer tax related to the financing of transcontinental security movements. These

considerations require identification and resolution by NCC and PCC.

Securities lost in transit would be financed by the delivering clearing corporation prior

to replacement. This parallels the current procedures between members and clearing

corporations. The broker is responsible for securities until clearing acknowledges receipt.

BLOCK TRADES

The definition of block trades, as stated in the NCC Operating Rule 1, would apply

for both clearing corporations. A brief summary of the rule states that block trades are

transactions involving the same security made at the same price per share. The aggregate value,

at contract price, of the securities traded is $250,000 or more. Also, at the option of the

parties involved, a block trade may be denoted by the broker if the trade involves the same

security at the same price and if the aggregate value at contract price of the securities traded is

$75000 or more. Both parties must report this trade as a block trade on their reporting

blotters.

The NCC Operating Rule 12 is also assumed for processing of block trades. A brief

summary of Rule 12 is as follows:

. A compared block trade shall be cleared and settled on a trade-for-trade basis

and would not be cleared through the net settlement system.

. Dividend protection would not apply to block trades.

MONEY SETTLEMENT
BETWEEN PCC AND NCC

It is assumed that money balances, as shown in the omnibus account money positions,

would be settled daily between PCC and NCC. The use of a common type of fund for

settlement purposes would be advantageous. It has been suggested that clearing house funds

would be used for this purpose. This issue requires resolution by PCC and NCC.

98-978 0 - 73 - 7



94

f11-6

INTERFACE POLICY
COMMITTEE

Due to the continuing changes within the securities industry, and the requirement for

clearing systems to reflect the changes in members' needs and regulatory requirements, it is

assumed that an Interface Policy Committee would be formed. The committee would include

senior members of management of PCC and NCC as well as representatives from the East and

West Coast brokerage communities.

The role of the committee would be to make decisions in rules and policies related to

interface.
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IV — INTERFACE SYSTEM

This section of the report describes the PCC-NCC interface system. It should be noted

that no evaluation of the dual trade comparison concept is intended or implied. The purpose is

to describe how such an interface, if implemented, would function.

This section of the report is divided into separate discussions for each major function

or aspect of interface. In general, each discussion is organized as follows:

. Definition

. Interface Considerations

. Current PCC Practices

. Current NCC Practices

. Interface Assumptions

. Required Modifications.

A description of the required implementation tasks, related timings and costs are

presented in Sections VI and VII of this report.

DUAL TRADE COMPARISON —

AN ILLUSTRATED EXAMPLE

Prior to discussing each separate function or aspect of interface, an illustrated example

of the dual trade comparison process is presented. This will enable the reader to more fully

understand the relationships among the clearing corporations and their members.

This process can best be illustrated by an example. Assume two clearing corporations,

NCC and PCC. Further assume four brokers. Brokers A and B are members of PCC, and

brokers C and D are members of NCC. To illustrate the process, several trades will be followed

through the systems.
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DUAL TRADE COMPARISON

SCHEMATIC ILLUSTRATION

PCC NCC
50 SH

SETTLEMENT SHEETS

A
SHARES

TO FROM
L S PCC PCC
-
75 750

$500

SHARES
TO FROM

L S PCC PCC
_
25 250

NCC OMNIBUS
SHARES

TO FROM
L S NCC NCC
-
50 500

NET POSITION AND ACCOUNTING REPORT

SHARES
TO FROM

L S NCC NCC
_
100 1000

SHARES
TO FROM

L S NCC NCC
-
50 500

PCC OMNIBUS
SHARES

TO FROM
L S PCC PCC
-

50 500
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The schematic on the facing page depicts the following transactions.

Transaction Buying Selling Number Price Value

number broker broker of shares per share of trade

1 A C 100 S 10 $ 1,000

2 B A 25 10 250

3 D B 50 10 500

Transactions 1 and 3 are inter-regional trades while transaction 2 is a PCC

intra-regional trade.

Broker A would submit a "buy" transaction to PCC, who in turn would transmit the

"buy" to NCC. At the same time, Broker C would submit a "sell" transaction to NCC, 
who

would transmit the "sell" to PCC. Both clearing corporations now have both sides of the trade

within their net settlement systems. Transaction 3 would work in a similar manner.

Transaction 2, since it is a PCC intra-regional trade, does not require the transmission of any

data to NCC. Trade reporting is described in greater detail in Section IV of this report.

The net effect of the trades can be seen on each broker's reports. Broker A is long 75

shares and owes PCC $750. Broker B is short 25 shares and is due $250 from PCC, Broker C is

short 100 shares and is due $1,000 from NCC, and Broker D is long 50 shares and owes NCC

$500.

In all cases the individual broker is long or short, owes or is due money from his own

clearing corporation. As far as the clearing corporations are concerned, the contra side to its

members' activities is the other clearing corporation.

Between the two clearing corporations, individual shares of a stock and all monies are

netted. Instead of PCC owing NCC 50 shares and $1,000 and NCC owing PCC 100 shares and

$500, only the net difference is required for settlement. The two omnibus accounts reflect

each clearing corporation's relationship with the other. As can be seen from Pacific Clearing's

NCC omnibus account, PCC is long 50 shares and owes NCC $500. Correspondingly, National

Clearing's PCC omnibus account shows that NCC is short 50 shares and is due $500 from PCC.

Only one payment and one stock movement per security is necessary.
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TRADE REPORTING

Members of the clearing corporations submit "buy" and "sell" trade information to
clearing on a daily basis. For control purposes, each member is also required to total the trades
by batch before submitting them to clearing.

The type of input media by which the member submits his trade information may be
in three forms:

. Trade Tickets

. Trade Reporting Blotters

. Computer Readable Media.

The clearing member is further required to submit the trade information to clearing
by a specified time. This can be accomplished by physical delivery to clearing, utilizing
messengers, mail services, or a form of data transmission acceptable to clearing.

The items of information that must be specified for each trade are as follows:

. Type of Trade — either a "buy" or a "sell"

. Block Trade Identification

. Trade Date

. Submitting House

. Contra House

. Security Number (CUSIP)

. Number of Shares Traded

. Security Description

. Per Share Price or Extended Amount.
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(a) Interface Considerations

Both clearing operations are required to isolate inter-regional trades from all trades

submitted to their operation. This will be accomplished by identifyi
ng the contra house as a

member of the other clearing center. This inter-regional trade informati
on is then exchanged

between both clearing centers. This will be accomplished via a data co
mmunications network,

as described in Section V.

To accomplish trade comparison by both systems, a CUSIP number must
 be specified

as the security number.

(b) PCC Practices

The PCC system currently accepts trade input as previously specified, with one

exception. Block trade identification is available but is not currently uti
lized. A complete

description of block trade requirements is found under the caption entitled TRADE

COMPARISON in this section. The system utilizes CUSIP numbers.

(c) NCC Practices

The NCC system currently adheres to the reporting requirements previousl
y defined.

The system utilizes CUSIP numbers and block trade identifiers are utilized.

(d) Required Modifications

PCC must modify its broker reporting procedures to allow for identification of
 block

trades. The decision rule for this identification is described later in this section.

The timing of trade reporting is a factor that must be considered. Trade inpu
t data

should arrive at each clearing operation in time to be included in the trade 
validation and

comparison processes.

The primary time constraint relates to trade reporting fro
m the West Coast to NCC.

At present, the operating time schedule of the NCC system 
requires that trade input data be in



100

IV-5

machine readable form and ready for input to the system by 1:00 PM on T+1. This
corresponds to 10:00 AM on T+1 on the West Coast. Allowing time for data preparation and
transmission, it would appear that West Coast brokers would be required to submit their
inter-regional trades no later than 8:00 AM on T+1.

A desired goal of interface is the optimization of clearing corporation schedules to
provide the maximum time for brokers to prepare input. To this end, it may be necessary for
both clearing corporations to modify their internal processing time schedules to accommodate
West Coast brokers.

TRADE VALIDATION

Prior to entering the trade comparison system, all trade information submitted by
clearing members and the other clearing operation enters a trade validation process. All trades
are validated through the following steps:

I. All data fields must contain the proper kind of alphabetic or numeric data.

2. The buying and selling houses must be clearing members of their respective
clearing corporations.

3. The security traded must be authorized for inter-regional trades.

4. The contract price must be in the proper format.

If a trade fails one of the validation tests, the reason for its rejection is identified on
an error report and returned to the submitting member. Only trades that pass all the above
validation tests are allowed to proceed to the trade comparison process.

(a) Interface Considerations

One of the validation tests previously defined requires both the buying and the selling
houses to be clearing members. To accommodate inter-regional trades, clearing member,
security and dividend master files must be exchanged and kept current between NCC and PCC
to insure successful validation. The maintenance of master files is discussed in Section V.
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(b) PCC Practices

The PCC system currently validates trade input through the four steps described

(c) NCC Practices

The NCC system also utilizes the same trade validation concept.

(d) Required Modifications

Both systems must develop the capability to utilize member master files of the other

clearing corporation in their validation processes. This may not require modification to the

individual systems but it may necessitate enlarging the master files.

TRADE COMPARISON

The trade comparison process is the procedure by which the trade input received from

the seller and the buyer is compared by the clearing system. The result of the trade comparison

process is a matched trade which enters the net settlement system. Both sides of a trade must

agree as to the proper data elements needed for settlement:

. Trade Date

"Buy" House

"Sell" House

. Security Number (CUSIP)

. Price

. Shares Traded.

Two types of trades are handled by the trade comparison p-ocess:

. Nonblock trades

. Block trades.
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In order for nonblock trades to compare, the "buys" and "sells" must be identical on

all input fields except the "shares traded" field. "Buys" and "sells" are summarized to produce

a group with one net number of shares traded. These groups are compared and matched on all

fields, including total number of shares traded. Nonmatched groups are processed as follows:

The group with the highest total is searched to find any combination of
trades which, when omitted, will produce equal to,tals.

If that fails, both "buys" and "sells" are searched again to attempt to find
one or two trades in the group with the lowest total which, when omitted in
combination with any number of trades in the highest group, will produce
equal totals for the remainder. Those that produce the combination when
omitted are considered uncompared, and the remainder is compared.

If the above fails to produce any compared trades, the "buys" and "sells" are
again searched to find any individual "buys" that are strictly equal to
individual "sells" on the number of shares. These are considered compared,
and all remaining trades are uncomparcd.

Compared trades enter the net settlement system while uncomparcd trades do not.

Block trades are defined as trades having an extended contract amount above a certain

dollar amount specified by the NCC Operating Rule 1 (currently $250,000). They can also be
specifically coded as blocks by the NCC member, subject to a certain minimum dollar amount

criterion specified by the NCC Operating Rule 1 (presently $75,000). It is at the broker's
discretion to identify a trade as a block trade if its value is between $75,000 and $250,000.

The comparison process is the same for both block and nonblock trades, except that

block trades must also agree as to the number of shares traded. Compared block trades do not

enter the net settlement system.

(a) Interface Considerations

Both systems must have the ability to process block and nonblock trade in the same

manner.

IV-7
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(b) PCC Practices

Nonblock trades are currently processed by the PCC system as defined above. Block

trades are currently defined by PCC as any trade at the same unit price per share with an

extended amount greater than $50,000. These trades are automatically identified as block

trades by the PCC system. The member does not have the option to specify a trade as being a

block. Block trades do enter the net settlement system and are included in the member's net

settlement position.

(c) NCC Practices

Block and nonblock trades are processed by the NCC system as previously defined;

they do not enter the net settlement part of the system.

(d) interface Assumptions

PCC should adopt the NCC Rule 1 definition of a block trade. PCC should also adopt

the processing procedures for block trades as specified in NCC Rule 12, i.e., they do not

become part of net settlement.

(e) Required Modifications

PCC would be required to begin processing block trade identification and separation

within its system. Furthermore, the PCC net settlement system would be modified to eliminate

block trades.

TRADE REPORTING
TO MEMBERS

The trade comparison system produces four output reports for clearing members:

. Comparison List — Sales

. Comparison List — Purchases

. Advisory List — Sales

. Advisory List — Purchases.
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The comparison lists reflect the input data submitted by the member and the other

clearing corporation and show the results of the comparison process. Separate comparison lists
are provided for sales and purchases. The information included in the comparison lists is as
follows:

. Compared Trades — trades submitted by the buyer and seller that match.
These compared trades enter the Net Settlement System.

. Security Description — CUSIP number, description, and per share contract
price.

Uncompared Trades — trades submitted by the other clearing corporation
that did not match the trades submitted by the local member. These
uncompared trades do not enter the net settlement system, but are retained
by the system to allow for error reentry.

Advisory Trades — uncompared trades submitted by the contra clearing
corporation. These trades do not enter net settlement, but are retained for
error correction.

Advisories and uncompared trades are related. Valid uncompared trades of the
submitting member appear as advisories to the contra member. Conversely, all valid

uncompared trades submitted by the contra member would appear as advisories to the local
clearing member.

The information contained in the advisory lists is identical to the advisory information

shown on the comparison lists. Included in the advisory lists is an advisory number generated

by the comparison system. This number is used by the member for reentering corrected trade

information. The correction process is further discussed and illustrated later in this section.

(a) Interface Considerations

Both clearing corporations would only be required to produce comparison and

advisory lists for their members. Since processing is performed by both clearing corporations,
the contra member's lists would be generated by his clearing corporation. In this manner, both

intra- and inter-regional trades of a member would be incorporated on one trade reporting

blotter.
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(b) Required Modifications

Both the NCC and PCC systems currently have the ability to produce comparison and

advisory lists reflecting both sides of a trade. Unless the systems were modified, these reports

would be generated at both centers for inter-regional trades thus producing redundant

information. Accordingly, both systems should be modified to bypass report generation for

the contra member of an inter-regional trade.

CORRECTING TRADES

Since trade reporting data from the brokers may contain errors, a mechanism must be

available to correct these errors. Both the PCC and NCC systems utilize the same correction

concept, although there are some operational differences.

When a trade does not compare in the present systems, both brokers (assuming an

intra-regional trade) are notified that a trade they submitted did not compare. Each broker is

sent a computer printed report showing his input as an uncomparcd item and the input of the

contra broker as a advisory item. Each advisory item is assigned a unique number. The two

brokers communicate with each other and determine who was in error. The broker who made

the error submits the advisory, using the unique number, to his clearing corporation. This

informs clearing that the other broker was correct and that he, the broker in error, confirms

the trade as reported by the contra broker, who entered the data correctly. A compared trade

then exists, and the system proceeds with net settlement. If an advisory is not submitted on or

before T+3, both sides of the trade will be dropped from the system.

(a) Interface Considerations

It is essential that, when an inter-regional trade is compared by advisory in one

system, it results in a compared trade in the other system.

Since each system generates advisory numbers independently of the other system, an

acceptable advisory number in one system would be invalid in the other. To ensure that a valid

trade be communicated from the system that has a compared by advisory trade to the other

system, it appears that an acceptable approach would be to transmit both sides of the trade,

the "buy" and the "sell."
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The facing page illustrates what would occur assuming the follow
ing transaction. B

buys 10 shares at $10/share from D (D, in error, enters 5 shares s
old). Broker B sends data

concerning his "buy" (10 shares, $100) to PCC, who transmits this dat
a to NCC. Both clearing

corporations now have a "buy" in their systems. Broker D, in error
, sends data regarding the

"sell" (5 shares, $50) to NCC, who transmits this data to PCC. Bot
h systems now have both a

"buy" and a "sell" but they do not compare.

Each system would, if unmodified, generate the required comparison lists and

advisories. PCC would generate a report for Broker B showing 
an uncompared trade of 10

shares and an advisory, arbitrarily called 0, for 5 shares. PCC woul
d also generate a report for

Broker D showing an uncompared trade for 5 shares and an advisory 
C) for 10 shares. At the

same time, NCC would be generating the same reports. Broker D would
 receive an uncompared

trade for 5 shares and an advisory ticket 0 for 10 shares. NCC wo
uld also generate a report

for Broker B for an uncomparcd trade of 10 shares and an advisory 0
 for 5 shares. Both sets

of reports, at PCC and NCC, are the same, with the exception of advi
sory numbers. Since

Broker D is a member of NCC and is presumably located on the East Coast
, it would not be

necessary for PCC to print the Broker D report. Broker D would recei
ve the same report from

NCC. Similarly, it would not be necessary for NCC to print Broker B's report.

The two brokers, after reviewing their reports, would know that an error 
has occurred

and would communicate with each other. To correct the error, Broker D s
hould submit the

advisory C) for 10 shares. The 5 share "sell" will automatically drop out
 of both systems if it

remains uncompared.

When Broker D submits advisory ® for 10 shares to NCC, a compared trade will
result. If this advisory data were to be transmitted to PCC however, some

 confusion would

ensue since advisory 0 would not be recognized as a valid advisory num
ber.

To solve this problem, NCC would not transmit the advisory; it would
 transmit both

sides of the compared trade. In effect, this would be a new trade, which
 would automatically

compare, since it is computer-, not broker-, generated. Within. the PCC s
ystem, the old 10 share

"buy" and 5 share "sell" would automatically be dropped, since they w
ere never compared.



108

IV-12

(b) Required Modifications

Both clearing systems, PCC and NCC, would have to be modified to recognize an
inter-regional compared by advisory trade within their system. Each system would then be
required to generate both the "buy" and the "sell" of a compared trade.

NET SETTLEMENT

Each member's compared trades are accumulated until the day before settlement date
(T+5), at which time the trades due to settle are netted out for each security. In this process,
"buys" and "sells" are offset, and a single net balance position is combined with the previous
day's (T+4) position and carried forward for each security.

Each clearing member receives a report indicating his daily net money and security
positions with clearing. The member's net position report includes the following items that
affect his daily net positions.

. Trades Settling Today

Receipts from Clearing

Deliveries to Clearing

Reclamations and Other Adjustments

. Stock Dividends Payable

. Transfers.

A daily mark-to-market amount, reflecting the fluctuation in market price of a
security, is calculated and is paid to, or received from, clearing as part of the day's money
settlement. The mark-to-market routine provides a means whereby protection is afforded to
members in the event of a fail by a member to deliver against his short position.

Open purchases are marked-to-market on a daily basis, beginning on settlement date.
Stock dividends are also included in the calculation beginning on the day after record date.
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The member uses the Net Settlement report to determine the money amounts to or

from clearing daily.

Compared block trades do not enter the net settlement system. Once block trades pass

the trade comparison tests, they are settled ex-clearing, utilizing the clearing corporation as an

intermediary for money and security transfer.
S.

Clearing corporation positions with respect to the contra clearing corporation are

netted in a manner similar to that of members through the use of omnibus accounts. This will

be further described under the caption OMNIBUS ACCOUNTS.

(a) Interface Considerations

Member net settlement would not be affected by the inclusion of inter-regional

trade information. Money and security settlement would still be made between the clearing

corporations and their members. Clearing must have the ability to isolate inter-regional trade

information for inclusion in their omnibus net settlement positions.

(b) PCC Practices

The PCC system includes the capabilities of net settlement, as defined, except for

dividend processing. Dividends payable currently appear once a week, and are not included in

the mark-to-market routine.

(c) NCC Practices

The NCC system settles net money and security positions as described above.

Dividends are automatically included in the mark-to-market and net settlement procedures.

(d) Required Modifications

PCC must include dividends payable as part of the daily net settlement. A complete

description of dividend reporting will be found later in this section. In addition, PCC would

delete block trades from net settlement.

98-978 0 - 73 - 8
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Both systems should include the capabilities to produce net settlement information

with respect to the contra clearing corporation.

ALLOCATIONS

Allocation is the process by which a clearing corporation assigns stock certificates

received from selling members to buying members. Under the net settlement concept many

clearing members may be in a short valued position: they sold more stock than they bought;

and many members may be in a long valued position: they bought more stock than they sold.

The quantity and denominations of stock certificates delivered by the members with short

positions would, in all likelihood, not exactly match the long valued positions required to be

allocated. The methodology describing how the certificates are allocated to long positions is a

process containing extensive decision rules and algorithms.

(a) Interface Considerations

Inter-regional trades for one clearing corporation would net to one long or short

position when viewed from the standpoint of the other clearing corporation. For example, if

the net of inter-regional trades for all PCC clearing members resulted in their buying more of

a specific security than they sold, PCC would have a long valued position within the NCC

system. Accordingly, NCC would have to allocate certificates to PCC to meet its long position.

The filling of a clearing corporation's net long position would appear to indicate that a

physical movement of securities would result. There are methods that could be utilized to

minimize this, and these are discussed later in this section.

(b) PCC Practices

The PCC allocation procedure is basically a manual task. Allocation clerks are supplied

with computer printed slips that indicate the security, the broker and the number of shares of

the broker's long position. The allocation clerk reviews the certificates in the box and allocates

securities to the broker. When all certificates that can be allocated have been allocated, the

clerk proceeds to the next security. Unallocated securities remain in the box.
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(c) NCC Practices

The NCC allocation procedure is automated. When certificates are delivered to NCC,

the number of certificates and the denominations are entered into the system. This data is

combined with the data related to certificates that remained in the box the previous day. The

computerized system then utilizes an algorithm that attempts to maximize the allocation of

certificates to long positions. On the average, approximately 90% of certificates are allocated

to long positions each day. The computerized system then prints Security Disbursement

Tickets that identify the stock, the broker to receive them, and the denominations to be

delivered. Clerks pull the appropriate certificates from the box and attach the Security

Disbursement Ticket. These are then sorted by broker and delivered.

(d) Interface Assumptions

It is desirable from both a control and a cost standpoint to minimize the

transcontinental movement of securities. To facilitate this, it is assumed that the allocation of

contra clearing corporation long positions would be the last position to be allocated. In this

manner, certificates would tend to be circulated intra-regionally prior to any inter-regional

movement.

In addition to allocating inter-regional long positions last, it may also be desirable to

review the trades due to settle in the succeeding days. If the long valued position of the contra

corporation was anticipated to be reduced or even become a short position, allocation could be

supressed.

(e) Required Modifications

Although an automated allocation procedure appears to improve the percentage of

securities allocated, the methodology, computerized or manual, is not critical for interface.

To facilitate attaining the goal of reducing inter-regional movement of securities,

both the PCC and NCC practices would be modified to allocate the contra clearing

corporation's long position last, after intra-regional long positions had been allocated.
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BUY-INS

If a member is due a security from clearing, as shown on his Net Settlement reports,
and has not received that security on settlemnt date, he has the option to submit an intention
of Buy-In to his clearing corporation to ensure delivery of securities due to him. The clearing
corporation shall retransmit the notice of Buy-In to all clearing members who are short or
failing to deliver the security on the date of receipt of the intenticin to Buy-In. The notice of
Buy-1n will also be retransmitted to the other clearing corporation if the omnibus accounts
reflect a significant short position of that security. All costs incurred may be charged on a pro
rata basis to all clearing members and the contra clearing corporation, depending upon the
value of the short positions.

(a) Interface Considerations

When a clearing corporation receives an intention of Buy-In from a member, the
contra clearing corporation would receive a retransmitted notice of Buy-In if its omnibus
security net position is significantly short in relation to local short positions. This will result in
a retransmission of the Buy-In to the contra clearing corporation's members with short
positions of that security. Costs will also be allocated pro rata among the contra clearing
corporation's short members.

(b) PCC Practices

PCC uses the described procedures for Buy-Ins in their present operations.

(c) NCC Practices

NCC uses the described procedures for Buy-Ins in their present operations.

(d) Interface Assumptions

It is assumed that through the omnibus accounts, each clearing corporation appears as
a member of the other corporation and assumes the same liabilities with regard to Buy-Ins as
any clearing member.
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(e) Required Modifications

Both clearing operations must have the ability to generate Buy-In notices to their

members when a Buy-In notice is received from the other clearing corporation. It may be

necessary, however, to develop some decision rule or algorithm to determine the significance

of the contra clearing corporation's short position in relation to local short positions.

DELIVERIES TO CLEARING

By 7:30 AM each business day, a Deliveries to Clearing list is available for each

member. This list shows the member's short position to clearing for the next day by security.

The position is comprised of the member's position from the prior day, his prior day deliveries

to clearing, his receipts from clearing resulting from the prior night certificate allocation, and

the net trades that are due to settle the following day. The member uses this list as a guide in

assembling the certificates he will deliver to clearing that day. Such deliveries will be made to

clearing by 4:00 PM of that day (T+4).

(a) Interface Considerations

Since each clearing member would deal only with his respective clearing organization,

the certificate delivery to either clearing organization from clearing members would be

unaffected by NCC-PCC interface. When NCC develops a safekeeping capability, this would

make available an alternative method for member delivery which would be more efficient than

the present physical certificate delivery. This would be similar to PCC's present operating

system of delivery to clearing from a depository account.

(b) PCC Practices

PCC now receives deliveries from clearing members on settlement date (T+5).

However, PCC is in the process of changing procedures to effect a program of delivery to

clearing on T+4. Payment to the delivering member will still be on T+5. The advantage of this

change is that it will allow PCC to allocate the certificate the night of T+4 and collect from the

receiving member on T+5, the same day payment is made to the delivering broker. This will

eliminate the necessity of PCC's providing for one day's financing of the certificate value.
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The Delivery to Clearing list provides the following information for each security:

total number of shares in the short position; CUSIP number; and security description. A

column is available for the member to enter manually that day's delivery. PCC does not require

the member to report the individual certificate denomination which he is delivering to clearing

— only the total number of shares for each security.

(c) NCC Practices

NCC currently receives delivery from members on T+4 to avoid overnight financing

requirements. NCC's procedures are similar to those PCC will be using, except that NCC

requires the member to report the number of certificates and the certificate denominations as

well as the total number of shares for each security delivered to clearing.

(d) Required Modifications

No modifications are needed for interface under present operating procedures.

However, to accomplish the goal of minimizing certificate movement during the process of

clearing and settling securities transactions, both NCC and PCC plan to offer a securities

depository, or safekeeping account, in their systems. The PCC depository has been operational

since August 1971, and the NCC safekeeping account is scheduled to be implemented in

August 1973. Use of such depository or safekeeping positions by clearing members would not

only expedite the delivery of securities to clearing, but would enable NCC and PCC to

minimize the flow of certificates between the two clearing organizations. This subject is

discussed further under the caption STOCK MOVEMENTS BETWEEN NCC AND PCC.

RECEIPTS FROM CLEARING

During the morning of T+5, clearing members are able to pick up the certificates

allocated to them by clearing during the prior night. A Receipts from Clearing list enables the

member to verify the physical certificates received with the accounting records which are the

basis of the amount he is charged for the securities. The member receives the certificates on

settlement date (T+5) and is charged for the securities that same day.
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(a) Interface Considerations

Since each clearing member deals only with his respective clearing organization, the

receipt of certificates from either clearing organization is unaffected by the NCC-PCC

interface. However, as mentioned earlier, depository or safekeeping capability provided by the

clearing organizations can greatly increase the efficiency of such member receipts from

clearing.

(b) PCC Practices

Members are able to pick up certificates allocated to them and a listing of those

certificates by 7:00 AM on T+5. The listing of Receipts from Clearing is combined into the

Pay/Collected Report of each member. Depository members can have their receipts from

clearing automatically allocated to their depository account, from which the securities may be

withdrawn as needed or automatically delivered to clearing for settlement of future short

positions with clearing.

(c) NCC Practices

NCC provides a Receipts from Clearing list to each member by 7:30 AM on T+5.

Securities are made available for member pickup when the member makes his cash payment to

clearing. In addition to the CUSIP number, security description, total shares and dollar value

of the shares provided on PCC reports, NCC also includes on their Receipts from Clearing list

information indicating whether the allocation was to a long position or to fill a transfer

submitted by the member. The report also indicates the denomination of each certificate

allocated.

(d) Interface Assumptions

Securities involved in inter-regional settlement will require one day of financing by

the clearing organizations even with member delivery to clearing on T+4 and payment to the

delivering member on T+5. Securities allocated to the inter-regional omnibus account by

each clearing organization on the night of T+4 will not be received until T+5 by the other

clearing organization. The receiving clearing organization will allocate these securities to its

clearing member the night of T+5 and will deliver the securities to the clearing member and
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receive payment from the member on T+6. Since the delivering member received payment for

those securities on T+5, a one day financing requirement results.

(e) Required Modifications

No modifications are needed to either the PCC or NCC systems for members to

receive certificates from clearing in order to effect an interface between PCC and NCC.

However, the movement of certificates between clearing and member firms could be greatly

reduced if allocations from clearing were automatically added to a member's depository

account and left there until needed for withdrawal. At present, PCC has this capability, and

NCC is planning to make a safekeeping account available to its membership in August 1973.

RECLAMAT1ONS AND REJECTIONS

Any certificate rejected by clearing is accompanied by a Reclamation or Rejection

Notice, which provides the necessary information for reclamation and return of securities. A

rejection is a return of securities to the delivering member prior to being entered into the

system as a delivered security. A reclamation is a return of securities after they have been

entered into the system as deliveries. The clearing corporation makes the necessary money and

position adjustments at the time the securities are returned.

(a) Interface Considerations

This procedure is performed between the clearing corporation and its members.

Interface between NCC and PCC is not affected. The same procedures would appear to apply

for reclamations and rejections between clearing corporations.

STOCK MOVEMENTS
BETWEEN NCC AND PCC

An interface between PCC and NCC should expedite the clearing and settling of

securities transactions between members of NCC and members of PCC and should also attempt

to minimize the physical flow of certificates between the two clearing organizations. Nightly,

each clearing corporation allocates the certificates received during the day from members, as

well as any certificates that have been delivered to clearing on previous days and, to date, have

not been allocated.
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When allocation is completed, the certificates allocated to the other clearing

corporation's omnibus account should be shipped by Brinks or some other air courier delivery

service to the receiving clearing organization's office. The certificates will then be treated as

deliveries to clearing and allocated to clearing member positions in the next night's allocation.

(a) Interface Considerations

For immediate interface between NCC and PCC, it is necessary to find an efficient

method of transporting the certificates allocated to the omnibus account from one clearing

organization to the other. It is important that these certificates arrive in time to be included in

the receiving clearing corporation's allocation the night following the other clearing

corporation's allocation of those certificates to the omnibus account. This would minimize the

financing requirement which the clearing organizations must bear in connection with

inter-regional settlements.

When depository or safekeeping capability is available through both clearing

corporations, certificates allocated to the omnibus account should be added to one clearing

corporation's account in the depository or safekeeping facility of the other clearing

organization. Certificates could be then moved to the receiving clearing organization only as

required, and could be used for future omnibus account settlement.

(b) PCC Practices

PCC now has two programs for inter-regional movement of certificates. There are

nearly twenty East Coast firms who are members of PCC and NCC and use facilities at NCC to

transmit trade information to PCC pertaining to trades in over-the-counter securities with

other PCC members. These transactions are cleared by PCC, and certificate delivery is made

between the East Coast member and PCC by Brinks. Daily volume of this system is

approximately seven hundred transactions.

PCC also has a mail clearing program which enables distant members to report, clear,

and settle trades by mail. Securities are delivered between PCC and clearing members by Brinks

or other means.

PCC plans to establish an interface with Midwest Stock Exchange Clearing

Corporation that would expedite the settlement of trades between members of both
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organizations. The interface would be developed with two-way omnibus accounts to take

maximum advantage of netting and thus minimize the movement of certificates. It is

anticipated that this would be extended to include depository or safekeeping accounts for each

clearing organization in the other's facilities.

(c) NCC Practices

NCC has several activities in cities along the Eastern Seaboard and in the Midwest.

Security movements are handled by local members submitting their securities to the NCC

facility on a daily basis. These certificates are flown to New York and included in the

certificate allocation that night. The member receives other issues allocated to him from NCC

during the same allocation process. These are flown the next morning to the regional center

where the local member is able to receive them.

(d) Interface Assumptions

One of the most important goals of interface between NCC and PCC is to reduce as

much of the physical movement of certificates as possible. Not only will the netting aspect of

both clearing systems be used for this, but eventually depositories or safekeeping facilities will

reduce certificate movements substantially more than the netting aspect of the interface.

Another assumption of this report is that it is an objective of each clearing

corporation to expedite the physical movement of securities between each other as well as to

their members. This would maximize the time available to brokers for handling and delivery of

certificates.

(e) Required Modifications

The only initial system modification for NCC and PCC is to make certain that

certificates allocated to the omnibus account are delivered to the other clearing organization in

time to be used in its next night's allocation. NCC could send the certificates on an early

morning plane, as it presently does for certificates shipped to all of its regional installations.

These would arrive at PCC in time for use in that evening's allocation. The reports concerning

these receipts from NCC could either be transmitted and printed at PCC prior to certificate

arrival, or printed at NCC and accompany the certificates when delivered to PCC. Either way,
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the certificates must be carefully checked against the Receipts from Clearing list to make

certain that the omnibus account is being adequately updated by the actual physical

certificates received.

Due to the three-hour time difference between the East and West Coasts, timing of

certificate movement and omnibus update information is more critical when considering

movements from the West to the East Coast. Consequently, PCC should transmit the

information listing what certificates have been allocated to the omnibus account to NCC

before the certificates arrive at NCC. PCC completes its allocation about midnight and can

then transmit the omnibus allocations to NCC. The PCC system should be modified to provide

certificate denominations and the number of certificates as well as the total number of shares

for each security to be delivered to NCC. The certificates should be sent from PCC on the

earliest possible plane to ensure late afternoon or early evening arrival at NCC and will allow

maximum time for NCC to check the physical receipts against the omnibus update account

which was transmitted earlier that day. It will also enable the certificates to be used in that

night's allocation.

MONEY SETTLEMENT

At the conclusion of the daily securities allocation routine, a money amount that is

due to or from the clearing corporation is determined for each member. This money

settlement amount is calculated by:

Crediting the member for securities delivered against short positions.

Charging the member whose long position securities have been allocated.

Charging the member when transfer instructions are submitted against a

member's long positions.

Charging or crediting for position adjustments.

Charging or crediting for cash or stock dividends on payable date.

Charging or crediting for the amount determined by the mark-to-market

calculation.

Money amounts based on the above calculation are settled between the clearing

corporation and the member on a daily basis.
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(a) Interface Considerations

Money settlement amounts due between PCC and NCC would be calculated on a daily

basis by a routine identical to the member-to-clearing routine. These amounts would appear in

the omnibus accounts as being due to or from the other clearing corporation. Money would be

settled daily, and it is suggested that both corporations agree on a common money for

exchange, for example, clearing house funds.

CLEARING FUNDS

The clearing corporation requires a clearing fund deposit from each of its members.

The basic purpose of the clearing fund is to provide a means of financial recourse should an

individual clearing member be unable to meet its obligations.

(a) Interface Considerations

Although some legal questions may arise in this area, for purposes of interface, it is

necessary that a clearing member be an authorized member of one of the clearing corporations.

However, it should not be necessary for the individual members of one clearing corporation to

join the other clearing corporations.

(b) PCC Practices

Currently, PCC requires a minimum $10,000 clearing fund deposit from each of its

clearing members. This amount is then adjusted upward based on the value of trades cleared by

PCC. The adjusted amount is equal to 5% of the value of the member's short positions.

(c) NCC Practice

At present, NCC requires a minimum $5,000 clearing fund deposit. This amount is

adjusted upward to keep it equal to 2% of the value of the member's short positions, plus 2%

of the value of the broker's long positions.



121

IV-25

(d) Interface Assumptions

Four assumptions are made related to interface:

1. Individual clearing members would be required to satisfy the fund
requirements of their clearing corporation. FCC has indicated that it would
adopt the NCC minimum clearing fund deposit amount. Therefore, the
required clearing fund deposit requirements would be the same for all
brokers.

2. Each clearing corporation would guarantee the financial responsibility of its
members.

3. NCC Rule 5(e), (f) and (g) would be observed. These relate to the use of a
member's clearing fund should he fail to meet his financial obligations. In this
respect, it would appear that each clearing corporation would treat the
clearing fund of the other clearing corporation as it would its regular
members' funds. However, it would not have access to the clearing funds of
the other corporation's members.

4. NCC Rule 5(h) would apply. Clearing funds would not be applicable to
failures related to block trades.

(e) Interface Modifications

Aside from the clarification of the legal aspects related to the previous discussion, no

modifications in practices would be necessary. FCC would, however, be required to include

NCC Rule 5(c), (f), (g), and (h) in its rules.

DIVIDENDS

As securities are traded between clearing members and processed by the clearing

corporations, instances occur where cash and stock dividends are paid on these securities.

Accordingly, both clearing corporations utilize dividend protection routines to protect

individual clearing members' positions in specific securities.

In order to understand the dividend protection routines and their impact on interface,

it is necessary to understand the following definition:

. Cutoff date — the date, assigned by the clearing corporation, after which
securities are protected by a transfer for dividend payment purposes. The
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cutoff date would always be the record date or a prior date. The cutoff date

is variable for each security depending on the proximity of the clearing

corporation and the specific transfer agent.

(a) Interface Considerations

The consistency of data used for dividend protection routines is important. There are

alternative services that provide data concerning securities that intend to declare dividends. In

addition, since cutoff dates are a function of transfer time, i.e., proximity to the transfer agent

a cutoff date that may be reasonable for one clearing corporation may be impossible for

another.

The dividend protection routines should be integrated with the rest of the net

settlement system to allow the effect of dividends to be reflected on settlement sheets.

Mark-to-market considerations arc also relevant, as are the individual long and short positions

of clearing members.

Unresolved differences in the two systems that are used to generate dividends would,

of course, unbalance the omnibus account. In addition, extensive detailed clerical effort would

be required to reconcile omnibus dividend positions. The task of interfacing the two systems

will be dependent on their degree of compatibility.

(b) PCC Practices

PCC manually accounts for dividends and provides its clearing members with dividend

protection on all securities positions up to and including record date. If long or short positions

exist for a security on the cutoff date, PCC arranges for appropriate debits and credits directly

to the member's net settlement sheets. If certificates have been delivered, they are transferred

on behalf of the buying firm to afford protection and the dividends are received by the broker

directly from the dividend disbursing agent.

Using published dividend information and the clearing member Position Statements,

dividend clerks prepare the data necessary for processing dividends through the net settlement

system. PCC settles dividends weekly, on the Friday closest to the payment date.
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Shortly after record date, the clearing member receives a Dividend Advice which

contains the dividend data related to each security in which he held a position at record date.

Two days prior to the assigned settlement date, the clearing member receives a Transaction

Blotter on which is indicated, in summary form, the total amount due to or from PCC. On

settlement date, the net dividend amount due to or from is posted by the broker.

If securities being transferred are processed too late to meet the record date, PCC

charges the last delivering broker and credits the broker due the dividend. The Transfer

Department provides the dividend clerks with the transferred securities and transfer order. The

position reports are then researched in order to determine the adjustments required.

basis.

If fractional shares arc involved in a stock dividend, they are settled on a cash-in-lieu

(c) NCC Practices

NCC automatically accounts for dividends and provides its clearing members with

dividend protection. Computer-generated computation of cash and stock dividends announced

prior to the record date is performed on a cutoff date automatically determined by NCC.

A notice of the dividend computation is sent on cutoff date to each member who has

an open position in the specific security. Dividends for stock being processed by NCC for

position transfer arc credited to the clearing member if the transfer is not accomplished by

record date. If the dividend is not announced prior to record date, no cutoff date is assigned

and the dividend is computed as of the record date.

On cutoff date, after receipts and deliveries have been recorded, a clearing member's
record date position is projected by giving effect to trades due to settle between cutoff and

record dates. This projected position is printed on the Dividend Notice Report and indication

is made as to whether the member's position is long or short. Dividend calculations are

automatically made, based on this projected position, which includes position transfers

pending allocation.

Securities allocated to a clearing member's long position and delivered on or before

cutoff date have an orange "RUSH TRANSFER" sticker attached. This sticker notifies the
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clearing member that the stock is registered for a dividend and must be transferred

immediately to be reregistered by record date. Securities delivered to clearing members

between cutoff and record date are dividend protected by NCC. A green "DO NOT

TRANSFER" sticker is attached. This notifies the clearing member that the security has been

dividend protected.

The effect of all dividends, cash or stock, is automatically reflected on the clearing

member's Net Position and Accounting Report.

(d) interface Assumptions

As illustrated by the preceding discussion, there is a basic difference in the manner in

which PCC and NCC process dividends. The PCC system is basically manual, while the NCC

approach is automated. More importantly, the relative timings are different. PCC settles

dividends on a weekly basis, NCC on a daily basis. This factor would, of course, force the

omnibus account to be out of balance for much of the time.

In order to minimize system differences, some modifications appear to be necessary.

These will be discussed below. In addition, it also appears advisable that a common policy

regarding dividends be adopted by both clearing corporations. As a result, for interface

purposes, NCC's Rule 10 regarding dividends is assumed to be the standard. Rule 10 is

discussed in Section III, POLICY ASSUMPTIONS.

(e) Required Modifications

In order to facilitate interface, the PCC dividend routines should be modified to be

similar to NCC's process. The automation of the PCC dividend routine has already been

scheduled and, accordingly, should be operational in conjunction with interface. This task

would be facilitated should NCC make its automated dividend system available to PCC.

There exists another problem related to dividends that exists independent of interface.

As previously stated, the cutoff date is determined by the clearing corporation and is based on

the proximity of the transfer agent. For example, XYZ stock announces a dividend, and record

date is June 15. If the transfer agent is in New York, NCC would assign a cutoff date of

June 14. On or before cutoff date, any shares allocated would have an orange "RUSH
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TRANSFER" sticker attached. A New York clearing member would have sufficient time to

have the certificates transferred before record date. A broker in Dallas, Chicago, or Los

Angeles, however, would not have sufficient time if the securities were first delivered to him

prior to his submitting them for transfer.

At least three feasible alternatives appear to exist to solve this problem:

1. Each clearing corporation would determine its own cutoff date in relation to
its proximity to the transfer agent. Should this alternative be adopted, it
would appear that the dividend subdivision of the omnibus account would
require reconciliation on dividend payment date.

2. Establishment of a standard cutoff date would allow sufficient time for all
brokers, regardless of location, to effect transfer. For example, the cutoff
date would always be three or four days prior to record date. This would
allow a West Coast broker enough time to transfer a security whose transfer
agent is on the East Coast. However, a problem would exist for an East Coast
broker as he may not be able to transfer securities for several days after he
had received the certificates.

3. Prior to allocation of a stock nearing its cutoff date to any inter-regional
long position, the location of the intended receiver would be evaluated. If
there were insufficient time for the member to receive the certificates and
effect transfer before record date, the allocation would be suppressed. The
clearing corporation would rush transfer in its nominee name or in the name
of the intended receiver.

The adoption of a methodology to solve the problem for non-New York brokers

requires resolution by NC and PCC.

TRANSFERS

The net settlement system allows the clearing corporation to process two types of

transfers for its members:

. Position Transfers

. Accommodation Transfers.

98-978 0 - 73 - 9
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A position transfer is one which is submitted by a clearing member against a long

security position as defined in his net settlement report. The shares to be transferred are paid

for by the member at the time a transfer instruction is submitted to the clearing corporation.

In the allocation process, a position transfer assumes a high priority and is filled

before member long positions and long positions between clearing corporations. This is done

because the securities are paid for at the time the transfer instruction is submitted to the

clearing corporation. When the securities become available to the clearing corporation, they are

allocated to pending position transfers. The securities are attached to the position transfer and

forwarded to the transfer agent by the clearing corporation. Dividend protection is afforded all

position transfers in process.

An accommodation transfer with the actual securities attached is submitted to the

clearing corporation by a member. This type of transfer is not processed against a member's

long position with the clearing corporation. The clearing corporation will use its operating

facilities to forward the transfer instructio9 and securities to the transfer agent, to record and

control the stages of transfer, and to deliver the securities back to the member when transfer is

complete.

(a) Interface Considerations

Clearing corporations would have the ability to issue position transfer instructions to

the contra clearing corporation based on security positions defined in the omnibus accounts.

The transfer would be made in the name of the clearing corporation submitting the transfer

instruction. This procedure should facilitate physical security transfer based on the location of

the transfer agent. Dividend protection would also be afforded to transfers submitted by

clearing corporations.

(b) PCC Practices

The PCC system presently has the operating facilities to process position and

accommodation transfers for its members.

(c) NCC Practices

NCC currently processes transfer instructions as previously defined.
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(d) Required Modifications

Both systems must institute procedures to handle position transfers between the two

clearing corporations. Accounting for securities in the transfer process should appear in the

omnibus accounts.

OMNIBUS ACCOUNTS

An omnibus account represents the combined security positions and money balances

of all inter-regional transactions.

.(a) Interface Considerations

Each clearing corporation would have an omnibus account for the other clearing

corporation. PCC would have an omnibus account for NCC which would represent the net

activity of NCC clearing members. NCC would have an omnibus account for PCC which would

represent the net activity of PCC clearing members. The security and money positions included

in both accounts must be equal, but opposite in value. For example, the PCC account may

show a long security position of 100 shares with NCC and a money balance due from NCC of

$1,000. Conversely, the NCC omnibus account should show a short security position of 100

shares and an amount due to PCC of $1,000.

The type of information that would affect the security positions and money balances

in the omnibus accounts are as follows:

Inter-regional compared trades (except block trades)

Dividends payable/receivable

Receipts and deliveries

Service charges

. Adjustments

. Computed mark-to-market money amounts

. Miscellaneous entries.
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Inter-regional compared trades would appear in the omnibus accounts on the day

they are due to be settled between the member and clearing (T+5). Compared inter-regional

block trades would not appear in the omnibus account since they are not part of the

continuous net settlement systems.

Dividends, both cash and stock, would be included in the omnibus account on the

payable date designated by the Dividend Disbursing Agent. Dividends payable would appear on

the omnibus statement on payable date even if the securities are out to transfer.

Securities and money delivered or received between clearing corporations affect the

daily omnibus account balances. To allow for transcontinental delivery of securities, the

omnibus accounts would reflect movement of securities that have been delivered. In this

manner, securities in transit should not present a reconciliation problem. Reconciliation

procedures would be required if a discrepancy exists between the indicated securities shipped

and the actual securities received. Adjustments would be exchanged between clearing

corporations to ensure balanced accounts.

Daily money settlements between corporations enter both systems' omnibus accounts

on the same day. Mark-to-market amounts are to be calculated by both clearing corporations

and should be equal under both systems since pricing data on the master files would be the

same. Service charges and miscellaneous entries should appear in the omnibus accounts on a

scheduled basis. This should be determined by both clearing corporations to ensure the balance

of omnibus accounts. For example, if a service charge were transmitted on a Monday, it would

be agreed that both corporations would enter the transaction on Tuesday. Dividends, service

charges, adjustments and miscellaneous entries should be identified within subdivisions of the

omnibus accounts. This should aid in reconciliation and the determination of discrepancies

between the PCC and NCC accounts.

Control of the omnibus accounts can be achieved by comparing the security positions

and money balances maintained by PCC and NCC. The data in the omnibus reports generated

by each corporation should be exchanged on a daily basis. These reports must be compared

daily to the corresponding omnibus account status generated locally. The balances should be

equal and opposite.
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DUAL TRADE COMPARISON

OMNIBUS ACCOUNT PROCESSING

PCC
150 @ $10

TRADES TO SETTLE ON T+5:

NCC

1. A BUYS 100 SHARES OF XYZ @ $10/SHARE FROM C.

2. D BUYS 50 SHARES OF XYZ @ $10/SHARE FROM B.

3. C BUYS 200 SHARES OF XYZ @ $10/SHARE FROM B.

4. A BUYS 300 SHARES OF XYZ @ $10/SHARE FROM D.
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The actual money amount due to or from the other clearing corporation is calculated

by the following routine. Today's pay-collect amount equals:

• Receipts
Plus deliveries

• Plus net transfers
• Plus position adjustments

Plus mark-to-market
• Plus cash dividends

Plus cash journals
Plus previous pay/collect balance
Plus paid-collected yesterday.

An example of inter-regional trades and their impact on the omnibus accounts is

illustrative of the methodology on which omnibus account processing is based. The facing

page depicts four inter-regional trades. Brokers A and B are members of PCC and brokers C

and D are members of NCC. All four trades are inter-regional and due to settle on the same

day (T+5). The inter-regional net results show that NCC owes 150 shares of XYZ stock to

PCC and is due $1,500 on T+5.

Exhibit A is a schematic presentation Of the omnibus account information for PCC

and NCC on settlement date (T+5). Note that this is not the final format since subdivisions for

dividends and other charges are not illustrated. The NCC account is processed within the PCC

system, and the PCC account processed in the NCC system. The security positions in both

accounts are equal and opposite in value.

The accounts reflect no previous stock positions. This is done so that the effect of the

illustrated transaction can be readily seen. The NCC account, within the PCC system, shows

NCC short 150 shares of XYZ which is due to PCC. The NCC report shows PCC long 150

shares and due to receive stock from NCC.

The money balances are also equal and opposite in value. The contract price traded

was $10 per share, as reflected under "settle @ contract" and is $1,500. The current market

price of XYZ is 1612 per share, as shown in "current position @ market" and is $1,800. The

mark-to-market is the difference of $300. This mark-to-market calculated amount is included

in the daily pay/collect amount. Since no other transactions settle on T+5, in the example, the

mark-to-market amount is the money due to PCC from NCC as reflected in both pay/collect

amounts.
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Exhibit B indicates the omnibus positions on T+6. The physical delivery of securities

from NCC to PCC (on T+5) is reflected in the securities positions and the money balances. The

current security position of XYZ is now "flat" for both NCC and PCC.

The money positions show the previous day's market positions at the previous day's

market price of $12 per share. This 'shows PCC owing NCC $1,800. PCC "Receipts" reflects

the value of the XYZ securities received on T+6 from NCC. NCC "Deliveries" show the XYZ

securities delivered to PCC. The previous day's pay/collect amount is offset by the actual

collection to PCC of $300 from NCC.

Using the routine previously defined, the total money due to NCC is $1,800. This sum

includes the original contract price of $1,500 plus the $300 received from NCC to

accommodate the mark-to-market calculated amount.

(b) Required Modifications

PCC and NCC must develop and include omnibus account processing within their

current net settlement systems. INTERregional compared trade data must be isolated from all

other trade data and must be included in each omnibus account.

Net settlement currently exists in both systems to process clearing members' security

positions and money balances. Omnibus account processing between PCC and NCC is based on

the same net settlement procedures.

Reconciliation procedures must be developed to ensure daily balance of both omnibus

accounts.

MASTER FILES

Master files, for interface purposes, are those computerized files that contain

information about securities, dividends and brokers.

(a) Interface Considerations

The maste;files of both net settlement systems are an integral part of most processing

modules. If each system were to have totally independent master files, and no comparison and
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adjustments were made, the omnibus accounts would never be in balance. Accordingly, some
methodology is necessary to ensure that both systems' sets of master files are in agreement.
There are three major areas of concern:

1. Broker Master Files — It is important, for trade validation purposes, that each
system recognize valid clearing members of cach clearing corporation. While
the clearing corporation needs to retain a significant amount of data about a
broker, the contra clearing corporation need only know that the broker is a
member of the other clearing corporation.

2. Security Master File — It is necessary for each clearing corporation to have
the same basic data about securities that would be traded inter-regionally.
This data includes the CUSIP number and the current price. The price is
needed for mark-to-market calculations.

3. Dividend Master File — To ensure that both systems agree on dividends, it is
necessary that both utilize the same dividend data. This data would be based
on the Standard and Poor Dividend Cards as well as other sources.

(b) Interface Assumptions

It is assumed that NCC developed data would be used as the standard for data master
files within both systems. This would apply to securities and brokers related to inter-regional
trades only. Each clearing corporation would continue to be responsible for broker and
security master file data that would be traded intra-regionally.

(c) Required Modifications

It would be necessary to develop, within the NCC system, the capability to extract
basic data from the broker, security and dividend master files and transmit this data to PCC.
For its part, PCC would have to develop similar routines for its broker file. In addition, PCC
would be required to develop processing modules to ensure the inclusion of NCC data in the
PCC master files.
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V — DATA PROCESSING REQUIREMENTS

This section of the report describes the computer hardware and software required for

inter-regional trade processing.

HARDWARE

Each clearing corporation must have computer system facilities for processing and

communications line facilities for data transmission. Computer system facilities already exist at

PCC and NCC and are being utilized for trade reporting and clearing for their members. At

present, PCC members on the East Coast and NCC members on the West Coast may report

trades locally. This data is transmitted directly to the other clearing corporation and bypasses

the local corporation's net settlement system.

The computer systems planned for installation at PCC and NCC computer centers are:

. PCC — 2 IBM 370/145's

. NCC — IBM 370/158 and IBM 370/135

These computer systems appear to have the capacities to handle the daily

inter-regional trade volumes.

(a) Data Transmitted

The communications facilities utilized by both clearing corporations must have the

ability to transmit the daily inter-regional trade data within a reasonable time frame. The

types of data required for transmission are the following:

inter-regional trade input.

Compares by Advisories

Broker Master Files

. Dividend Master Files (NCC only)
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Security Master Files (NCC only)

. Miscellaneous Input (Adjustments, Omnibus Account Data).

Exhibit C depicts the data elements contained within the data to be transmitted and

the projected size of each data record. Exhibit D shows the projected daily transmission

volumes of each type of file required for transmission. Exhibit D also shows the alternative line

speeds available for data transmission which range from 1200 baud (bit/second) to 4800 baud.

Since telephone transmission seldom achieves the maximum rate of speed, we assumed a 67%

speed efficiency for each alternative. Total transmission time for all inter-regional trade data

could range from forty-six minutes, using a 4800 baud line, to three hours, using a 1200 baud

line. These time constraints are based on estimated daily transmission volumes contained in

Exhibit D. The estimated transmission volumes for inter-regional trades, compares by

advisories and master files arc based on information obtained from PCC and NCC.

(b) Data Transmission Alternatives

Two possible alternative techniques of data transmission are presented in this section.

. On-line processing — computer to computer

. Off-line processing — terminal to terminal.

The on-line processing approach utilizes the computer system at both centers to

generate and control transmitted data. The additional hardware required at each center,

besides the on-site computers, is:

Communications control units at both installations

MODEMS at both installations (a MODEM is a device that accepts data from
a computer and transforms the data into a form suitable for transmission over
telephone lines).

This approach requires the dedication of portions of both computer systems to handle

data transmission routines. It requires further analysis by PCC and NCC to identify computer

scheduling constraints to determine its feasibility.
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The concept of off-line data transmission is shown on the facing page. Each computer

system will generate a magnetic tape containing all the inter-regional data to be transmitted

to the contra clearing corporation. This tape will be transmitted using a data tape transmission

terminal through the use of telephone communications line. The data is received by an

identical terminal and a magnetic tape is created. This tape contains the inter-regional input

for processing by the contra clearing corporation.

Off-line transmission capabilities are currently available between PCC and NCC. In

addition, off-line communications facilities currently exist between PCC and its San Francisco

facilities. This is accomplished by using Mohawk 7500 terminals for transmission to San

Francisco. Another Mohawk 7500 terminal is installed in San Francisco for the receipt of

transmitted data.

NCC currently has IBM 3780 terminals in Chicago communicating with their

computer system. The IBM 3780 terminals do not have magnetic tape transmission

capabilities, and input is accomplished through the use of punched cards. NCC also has

Mohawk 7500 systems available with the capability to transmit and receive computer

generated magnetic tape.

The Mohawk 7500 systems do not have the capability to send and receive data at a

4800 baud rate. Both PCC and NCC would be required to upgrade their present terminal

systems and MODEMS to utilize a 4800 baud transmission speed.

SOFTWARE

The on-line technique for data transmission requires communication capabilities

within the computer systems operating software. To achieve data transmission from computer

to computer, each computer system requires the following software:

. Operating system

. Communications access routines

. Transmitted data handler.

Both PCC and NCC currently use the standard IBM DOS operating system. DOS is a

disk-oriented operating system which drives the computer hardware and offers, among other

things, communications support.
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BTAM (Basic Telecommunications Access Method) is a communica
tion software

module which performs basic telephone line and communications c
ontrol functions. This

software module is available from IBM and requires interface with DOS.

A transmitted data handler is a user generated routine. Its function 
is to reformat

transmitted data to an acceptable format for processing by the cl
earing and net settlement

systems. This module will have to be developed by PCC and NCC as r
eflected in Section VII,

IMPLEMENTATION SCHEDULE.

The off-line technique for data transmission, terminal to terminal, requires no

software involvement. The physical transmission is accomplished by the
 hardware integrated in

each terminal.
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ISOLATION OF EXISTING SYSTEMS

PCC
BUFFER

CONV ,
TRANS.,

SYSTEM RECPT,
&

EDIT

4

AREA DESCRIPTION

2

3

4

5

6

3 2

CON V.,
TRANS.,

NCC
RECPT, BUFFER

SYSTEM
&

EDIT

2 3

AFFECTED BY INTERFACE

4 5 6

DATA COMMUNICATIONS LINK YES - ALL NEW

DATA COMMUNICATIONS CONVERSION YES - ALL NEW - SHOULD BE THE SAME FOR BOTH
SYSTEMS

BUFFER YES - ALL NEW - DIFFERENT FOR EACH SYSTEM

EXISTING SYSTEMS POSSIBLY

BROKER CLEARING RELATIONSHIP NO

BROKER IN-HOUSE ACTIVITIES NO
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VI — IMPLEMENTATION AND OPERATING COST SUMMARY

This section of the report discusses the tasks, time, and cost related to implementation

of the PCC-NCC interface. In addition, an estimate is made of the continuing operating costs

associated with the interface.

ISOLATION OF
EXISTING SYSTEMS

The interface described in this report assumes, as a goal, that the broker activities,

broker-clearing procedures and existing clearing systems remain as unchanged as possible.

The diagram on the facing page illustrates this concept. Wherever possible, the

development of interface should have no effect as far as the brokers are concerned. Existing

systems would be changed as little as possible.

The areas as shown on the facing page would provide for the following functions:

Area Function

I. Data Communications Link Transfers data between computers at PCC and NCC

2. Data Communications Conversion Sends data related to trades, omnibus balancing

and master files

. Converts input data to transmission format

. Creates block and file control information

Receives data

. Validates transmitted data with block and file
control data

. Produces error listings

3. Buffer Edits transmitted data and reformats for input to

existing systems

VI-1

(
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Area Function

4. Existing Systems Validates input, along with intra-regional data

Trade comparison

Trade reporting

Omnibus account reporting

5. Broker-clearing Procedures Same as in current use

6. Broker Activities Same as in current use.

This approach also allows initial development cost to be reduced. The data
communications (area 1) and conversion modules (area 2) would be the same for both systems.
It is only in the buffer (area 3) that differences would appear. It is in this area and in the
existing systems (area 4) where efforts must be customized.

IMPLEMENTATION COSTS

Implementation costs are considered to be those costs associated with the
development and modification of the NCC and PCC systems to allow interface. These are
basically one-time costs. Costs of a recurring nature associated with the continuing operation
of the system will be discussed later in this section.

(a) Implementation Costs Assumptions

For purposes of estimating the costs related to development of the interface system,
certain assumptions have been made regarding the types of costs that would be incurred. For
analysis purposes, three types of costs have been considered: systems analysts, programmers,
and computer time.

1. Systems Analysts — includes the following functions:

. Analysis of existing systems and procedures

. Identification of problem areas

. Development of detailed solutions
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Preparation of computer program specifications

Direction of programmers

Preparation of system documentation

Development of manual procedures and timetables

Preparation of user manuals and related documentation.

In order to estimate the tasks which require systems analysis efforts, a

tl 5/hour cost has been assumed. This amount includes a portion of indirect

management and secretarial and clerical effort.

2. Programmers — includes work related to:

• Computer program design

• Computer program coding

• Debugging programs

Testing programs

. Preparation of system and program documentation.

We have assumed a SlO/hour cost for programmers. This amount also

includes a portion of indirect management and secretarial efforts.

3. Computer Time — In order to develop or modify a computer system, it is

necessary to test the new computer programs. Accordingly, a computer

similar to the one to be used in actual operations should be available for test

purposes. In estimating the value to be assigned to this resource classification,

we discussed the costs of the present and planned computer systems with

both PCC and NCC data processing representatives. As a result, a cost of

$100/clock hour was assumed. This cost represents the cost of the hardware,

operators, supplies, and miscellaneous associated services such as tape

librarians and keypunch.

(b) Implementation Task List

The implementation tasks presented here relate to data processing-oriented tasks.

Nondata processing tasks are listed in the Implementation Schedule, Section VII.

The following pages briefly describe each data processing-oriented task.

VI-3

98-978 0 - 73 - 10

r
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. Select Implementation Team

Various personnel from NCC and PCC would be selected to be part of the
implementation team. If possible, team members should be familiar with their
own clearing systems.

. Determine Data Processing and Documentation Standards

Representatives from PCC and NCC wotild determine required
documentation criteria and programming practices. In addition, any existing
data processing constraints, such as maximum program size, would be agreed
upon.

Review Current Systems and Background Data

The implementation teams would review their own current systems and any
available documentation related to interface. Additionally the PCC team
would visit the NCC operations in New York and Washington. Conversely, the
NCC team would observe the Los Angeles and San Francisco operations of
PCC.

. Automate PCC Dividend System

Unless a predeveloped system could be obtained, the PCC dividend system
would be automated so as to be similar to the NCC dividend system.

. Develop Communications Software

Programming would be performed to allow for the communication of data via
telephone lines. It appears that IBM's BTAM software would be applicable.

Define Requirements for and Obtain Telephone Lines

Discussion would be held with representatives of the telephone company for
the leasing of an appropriate telephone line to be used for data transmission
purposes.

Develop Software for Computer-to-computer Transmission of Trade Data

Programs necessary to format and deformat trade data prior to transmission
to the contra clearing corporation would be developed.

Develop Computer Modules for Transmitting NCC Master File Data

Programs would be developed to transmit, on a daily basis, the security,
broker, and dividend master files of NCC to the PCC system.
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VI-5

Develop PCC Software for Master File Updates Using NCC Master File Data

Update programs within the PCC system would be created or modified to

utilize NCC master file data as the primary update source.

Modify Broker Master File to Include Contra Clearing Corporation Members

and Securities

Provision would have to be made for increasing the size of existing data files

containing broker and securities data.

Modify Systems to Extract Inter-regional Trade Data

Each system should be modified to separate inter-regional trade data and

prepare it for transmission to the other clearing corporation.

Modify Systems to Transmit a Compared Trade Initiated by a "Compared by

Advisory" Trade

Based on a trade that was compared by a clearing member submitting an
advisory, the systems would have to generate both a valid "buy" and "sell" to

the other clearing corporation.

Modify Broker Reporting Procedures for Identifying Block Trades

PCC member manual would be modified to instruct brokers on procedures

related to identifying block trades.

. Modify PCC System to Isolate Block Trades

The PCC system would be modified so that block trades do not enter the net
settlement process.

. Modify PCC and NCC Systems to Suppress Contra Members Report

Generation

Comparison lists and advisory lists/tickets for clearing members of the contra

clearing corporation need not be printed.

Modify PCC and NCC Systems to Allocate Inter-regional Trades Last

In order to reduce the physical movement of securities, the allocation

subsystems would be modified to allocate to contra clearing corporations

long positions last.
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VI-6

. Modify PCC and NCC Systems to Suppress Allocation of Securities near
Cutoff Date

To facilitate dividend protection, the systems would be modified to suppress
allocation of inter-regional long positions for those securities near cutoff
date.

Develop Control Modules for Inter-regional Receipt and Delivery of Stock

To establish firm control over securities being transported from coast to

coast, a series of physical and reporting controls would be developed.

Develop Omnibus Processing Modules and Related Reconciling Procedures

Report format and the transmission of miscellaneous charges would be
developed and their related timings. In addition, procedures to be followed in
case the two omnibus accounts do not agree would be developed.

. Parallel Test of the System

This test would be made using actual data under normal operations
conditions.

Optimize Time Schedules for Broker Reporting of Inter-regional Trades

Due to the three-hour time difference between the East and West Coasts, it
appears that the time that West Coast brokers would be able to submit trade
data would be adjusted. NCC operating schedules should be reviewed to

minimize the adjustment.

. Prepare System Documentation

. Develop Operating Procedures and Timetables

. Prepare and/or Modify Broker User Manuals.
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PROJECTED MONTHLY OPERATING COSTS

Hardware Costs

1 - Telephone line

(Dial-up — leased)

2 - 1200/4800 baud compatible MODEMS

On-line
transmission

Off-line

transmission

S 300 - 2,600 300 - 2,600

($100 per MODEM) 200 200

2 - Communications control units

(S1,200 per unit) 2,400

2 - Data transmission terminals

($500 per terminal) 1,000

2 - Voice Telephone and other office expenses 1,000 1,000

Total hardware costs $ 3.900 - 6,200 2,500 - 4,800

Estimated Personnel Costs

PCC — 1 liaison representative $ 1,000 1,000

NCC — 1 liaison representative 1,000 1,000

Security Delivery Costs — not estimated

Estimated Security Financing Costs — not estimated

Total monthly operating costs $ 5,900 - 8200, 4,500 - 6,800 
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VI-7

(c) Implementation Cost Summary

Exhibit E itemizes the effort and cost for each data processing related task. In
summary form:

PACIFIC CLEARING CORPORATION NATIONAL CLEARING CORPORATION

Total
Cost

System
Analyst

Man

Days

Pro-

igammer

Man

Days

Computer

Time

Clock

Hours

Cost

System

Analyst

Man

Days

Pro-

gramme'.

Man

Days

Computer

Time

Clock

Hours

Cost

200 400 300 586,000 115 180 160 $43,000 $129,000

To this amount should be added any expenses related to travel and subsistence of team
members, plus any direct legal costs associated with resolving some of the undefined policy
issues.

OPERATING COSTS

The operating costs of a dual processing interface system are based on the
inter-regional processing requirements and are in addition to costs for current intra-regional
trade processing by each clearing operation. Included in these incremental costs are:

Communication hardware costs

Personnel costs

. Security delivery costs

. Security financing costs.

Not included in these costs are those costs related to the financing of inter-regional movement
of stock as these costs would be applicable to any method of inter-regional settlement.

The projected operating costs, as displayed on the facing page, are shown for both
off-line and on-line data transmission configurations.
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The hardware costs include the estimated costs of a telephone line from Los Angeles

to New York, the cost of MODEMS at each computer facility, communication control units

required for the on-line transmission alternative, and data transmission terminals required for

the off-line alternative.

Telephone line costs are dependent on the type of line used for data transmission. A

dial-up telephone line is available, and the costs are based on long distance telephone rates.

Assuming data transmission to be between 5:00 PM and 11:00 PM, the cost of this service is

approximately S15 per hour. The cost to PCC and NCC is based on the amount of time

required for transmission purposes. Based on the transmission time estimates defined in

Exhibit D, the line cost using the dial-up alternative could range from $300 to $900 a month.

Another alternative line available is leased line. The cost of this service is based on the

required length of the telephone line. We assumed a 3,000 mile line from Los Angeles to New

York. The rates for this service are as follows:

$3.00 — 1st 25 miles
2.10 — next 75 miles
1.50 — next 150 miles
1.05 — next 250 miles
0.75 — next 2,500 miles.

The monthly cost of this line is approximately $2,600. The costs of the MODEMS, control

units, and terminals arc estimates and indicate comparable costs of equipment currently on the

market.

Personnel costs are those for additional personnel required within both clearing

corporations. We believe it will be advantageous for each clearing corporation to assign one

person on a full-time basis to act in a liaison function between PCC and NCC. Their principal

duties would be to control the omnibus accounts, and ensure proper master file exchanges. We

estimate these costs to be approximately $1,000 a month for both operations.

The costs involved with the physical shipment of securities between Los Angeles and

New York and the one-day financing costs of these securities cannot be estimated at this time.

These costs relate to the value of securities shipped and are based on the allocation routines

utilized by both clearing corporations.

VI-8

1
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VII-1

VII — IMPLEMENTATION SCHEDULE

This section of the report presents a time phased implementation schedule. The
schedule lists tasks related to system development, administrative and policy items.

Although the implementation schedule assigns tasks to weekly time periods, it should
be noted that many items, especially policy related items, are not on the critical time line.
Accordingly, some flexibility within the time phased arrangement of tasks is possible.

RESOURCE ASSUMPTIONS

The time required to accomplish the systems related interface tasks is a direct
function of the resources allocated to the tasks. Assumptions were made as to the requirement
of personnel resources. These assumptions were as follows:

Personnel classification

Number of Number of
employees employees
from PCC from NCC Total

Project Leader 1
Senior Systems Analysts 1 1 2
Systems Analysts 1 1
Programmers 3 2 5

9

It should be noted that all personnel would be required on a full-time basis. It is
further assumed that computer test time would be available on an as-needed basis. (Note: We
have not assumed the organizational affiliation of the Project Leader.)

To ensure implementation of the interface, it is essential that, in addition to the
manpower resources indicated above, a senior member of management of each clearing
corporation be designated as a project monitor. Our experience in systems development efforts
of this type has indicated that this management involvement is a vital prerequisite for timely
completion of the required tasks. The role of these project monitors would be to ensure
allocation of required resources and resolution of problems encountered during
implementation.
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VII-2

IMPLEMENTATION SUMMARY

The implementation schedule, as currently defined, illustrates that the total elapsed

time required would be forty weeks, or approximately ten months. It should be noted that a

significant effort is indicated for the development of an automated dividend system for PCC.

Should PCC be able to procure such a system that is already in existence, an elapsed time

saving of approximately twelve weeks would appear to exist.

.i
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IMPLEMENTATION SCHEDULE

VII-3

Implementation task
Type of

task
Weeks

5 10 15 20 25 30 35 40

Select implementation team Admin-
istrative

Determine data processing and documentation
standards EDP

Review current systems and background data EDP .....

Automate PCC dividend system EDP

Review adoption by PCC of NCC rules related
to dividends Policy

Develop communications software EDP ...

Define requirements for, and obtain telephone
lines EDP

Develop software for computer-to-computer
transmission of trade data EDP

Develop computer modules for transmitting
NCC master file data EDP ...

Develop PCC software for master file updates
using NCC master file data EDP

Modify broker master file to include contra
clearing corporation members and securities EDP ...

Confirm and review legal aspects of access
standards Policy ..h

Re solve policy considerations related to
whether brokers would be permitted to
become mail clearing members of the other
clearing corporation Policy

Review and confirm legal aspects related to
clearing funds Policy

Review and adopt definitions of security issues
eligible for inter-regional clearing Policy .......

Review and confirm procedures and sources
utilized for security pricing Policy

Modify systems to extract inter-regional trade
data EDP ...

Modify systems to transmit a compared trade
initiated by a "compared by advisory" trade EDP

Modify broker reporting procedures for
identifying block trades EDP ..

Modify PCC system to isolate block trades EDP
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VII-4

Implementation task
Type of
task

Weeks
5 10 15 20 25 30 35 40

Review and adoption by PCC of NCC rules and

procedures related to block trades Policy "L
Modify PCC and NCC systems to suppress

contra member report generation EDP ..

Review and resolve legal consideration related

to broker reporting of securities (15C3-3) Policy

Modify PCC and NCC systems to allocate

inter-regional trades last EDP

Modify PCC and NCC systems to suppress

allocation of securities near cutoff date EDP

Develop control modules for inter-regional

receipt and delivery of stock EDP ...

Define legal and policy positions related to

financing and replacement of securities lost

in transit Policy

Develop omnibus processing modules and

related reconciling procedures EDP

Review and resolve legal considerations related

to N.Y. tax Policy

Final agreement of type of funds used to settle

balances between clearing corporations Policy .............

Review, identify and resolve minor differences
in the FCC and NCC rules Policy

Establish a continuing committee of

executives/broker members to resolve future

policy and rule questions Policy

Parallel test of the system EDP

Optimize time schedules for broker reporting of

inter-regional trades

Prepare system documentation

EDP

EDP

....,

Develop operating procedures and timetables EDP

Prepare and/or modify broker user manuals EDP ....

Establish interface EDP ....
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OMNIBUS ACCOUNTS ON T+5

PACIFIC CLEARING CORPORATION

NCC
OMNIBUS ACCOUNT

STKOC 
POSITION
TYPE

PREVIOUS
POSITION

SETTLE
TODAY

SH ARE
MOVE

XFER
CLOSE

POSITION

XYZ VALUED 0 1500 0 0 150S

Exhibit A

NATIONAL CLEARING CORPORATION

PCC
OMNIBUS ACCOUNT

OC STK
POSITION
TYPE

PREVIOUS
POSITION

SETTLE

TODAY

SHARE

MOVE
X FE

CLOSE
POSITION

XYZ VALUED 0 150L 0 0 150L

PREVIOUS MKT POS

SETTLE @ CONTRACT S 1,500 CR S 1,500

LONG POS IS MKT (S12/SHARE) 0 1,800

SHORT POS IS MKT (S12/SHARE) 1,800 CR

CURRENT POS @ MKT 1,800 1,800 CR

RECEIPTS 0

DELIVERIES 0

TRANSFER AMT PAID 0

POSITION ADJ

MARK-TO-MARKET 300 300 CR

CASH DIV

CASH JOURNALS 0 0

PREVIOUS PAY/COLLECT BAL 0 0

P/C YESTERDAY 0 0

TODAYS P/C 300 300 CR

PAY TO NCC/PCC 300 0

COLLECT FROM NCC/PCC 0 300
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OMNIBUS ACCOUNTS ON T+6

PACIFIC CLEARING CORPORATION

NCC

OMNIBUS ACCOUNT

ST OCK
POSITION

TYPE

PREVIOUS

POSITION

SETTLE

TODAY

SHARE

MOVE
XFER

CLOSE

POSITION

XYZ VALUED 150S 0 150L 0 0

Exhibit B

NATIONAL CLEARING CORPORATION

FCC

OMNIBUS ACCOUNT

STOCK
POSITION

TYPE

PREVIOUS

POSITION

SETTLE

TODAY

SHARE

MOVE
XFER

CLOSE

POSITION

XYZ VALUED 150L 0 150$ 0 0

PREVIOUS MKT POS 51,800 $1,800 CR

SETTLE @ CONTRACT

LONG POS H MKT

SHORT POS H MKT 0

CURRENT POS MKT 0 0

RECEIPTS 1,800 CR 0

DELIVERIES 0 1,800

TRANSFER AMT PAID 0

POSITION ADJ

MARK TO-MARKET 0

CASH DIV

CASH JOURNALS 0

PREVIOUS PAY/COLLECT BAL 300 300 CR

P/C YESTERDAY 300 CR 300

TODAYS P/C 1,800 CR 1,800

PAY TO NCC/PCC 1,800

COLLECT FROM NCC/PCC 0 1,800
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Exhibit C

TRANSMITTED DATA

Inter-regional trade data compared by advisory:

Character

Type of trade 1
Block trade identification 1
Trade date 6
Submitting house 5
Contra house 5
Security number (CUSIP) 9
Number of shares traded 10
Price per share or extended amount 12
Transmission control 6
Extra 5

60

Broker master files:
NASDQ number 7
PCC/NCC number 5
Extra 7
Transmission control 6

25._.—_.

Dividend master file:
Standard and Poor dividend card format 80—

Security master file:
CUSIP number 9
Current price 8
Filler 7
Transmission control 6

30

Miscellaneous entry (adjustment, omnibus account data):
Input card format 80--_—
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Exhibit D

ESTIMATED DAILY TRANSMISSION VOLUMES

PCC TO NCC

Estimated
records*

Estimated
characters
record

Transmission
characters

Inter-regional trades 5,000 60 300,000

Compares by advisories 1,000 60 60,000

Miscellaneous (adjustments,
omnibus account data) 100 80 8,000

Broker master file 350 25 8,750

Total characters 376,750

NCC TO PCC
Inter-regional trades 5,000 60 300,000
Compares by advisories 1,000 60 60,000
Broker master file 250 25 6,250
Dividend master file 1,500 60 90,000
Miscellaneous (adjustments,
omnibus account data) 100 80 8,000

Security master file 9,000 30 270,000

Total characters 734,250

Characters/sec.
transmission

PCC
transmission

NCC
transmission

Line transmission speed (67% efficiency) time (minutes) time (minutes)

4800 baud 400 16 30
3600 baud 300 21 41
2400 baud 200 31 61

1600 baud 133 47 92

1200 baud 100 63 122

* Estimated volume of records is based upon suggested volumes obtained from PCC and NCC
personnel. These estimates were then expanded in anticipation of increased broker activity
related to inter-regional funding.
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March 15, 1973

On January 26, 1973, NCC sent a letter to PCC outlining sixteen areas
which "should be further explored by attorneys for both organizations".
PCC agrees that the attorneys must resolve the legal questions. However,
there has not been adequate time between receipt of the letter and prepara-
tion of the report for the investigation of all these areas. PCC has assembled
from various sources preliminary responses to the questions raised, which
are given below:

1. Q. Will the interface require securities of the clearing corporations
to be on deposit with the other party of the interface? If so, will
Sec. 8-102(3) of the U. C. C. be a problem; i.e., the need to become
a Trust Company?

A. Although depository relationships are ultimately desirable, they
are not suggested for the initial stage of interface. When these
relationships are established, the legal questions will clearly
have to be investigated.

2. Q. In the event that a member fails to qualify under the rules of the
Pacific, who will clear trades intra-area for this member?

A. Since PCC will have the same access provisions as NCC, this
situation should not occur.

3. Q. What will the effect of a decision by the Pacific or NCC to cease
to act for a member have on the other party to the interface?

A. The clearing corporations will settle between themselves with
omnibus accounts; each clearing organization will stand behind
the positions in its omnibus account, regardless of its relation-
ships with its members.

4. Q. In the event of an insolvency of a member, who clears both inter and
intra-area trades, and where will the priorities lie as to deposits
or open contractual commitments?

A. Each clearing organization will guarantee to the other the positions
in its omnibus account.

5. Q. How will the qualifications for cleared securities vary between the
two organizations? Will there be securities which are only for
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intra or inter-area trades?

A. This question is addressed directly in the report. In general,

PCC will clear all securities handled by NCC; PCC may handle

other securities on an intra-area basis.

6. Q. How will financing arrangements be made with respect to inter

and intra-area members?

A. The distinction between inter and intra-area members disappears;

a member clear both inter and intra-area, listed and OTC trans-

actions, with a single clearing agency.

7. Q. Where shall the liabilities lie for erroneous trade input data by a

regional center in the inter-area procedures?

A. In PCC's opinion, the basic responsibility for confirming the

accuracy of reports presented should be with the broker.

8. Q. What type of reclamation procedures are considered for inter and

intra-area transactions?

A. This subject is covered in the report.

9. Q. Will broker-dealers be required to make separate reports in light

of 15c3-3 for securities either on deposit with or delivered to the

inter-area clearing center or intra-area clearing center?

A. Since interface provides a single clearing point, compliance with

15c3-3 is simpler, rather than more complex. We feel that under

interface brokers who are members of NCC or PCC would report

as they presently do.

10. Q. Of major concern would be the question of the type of funds utilized

in the clearing process. Several areas other than New York use

federal funds while NCC in New York deals in clearing house funds.

A. This question is answered in the report; clearing house funds are

recommended.

11. Q. In the transfer area, where will the burden for filing of informational

returns lie? Will PSE continue its practice of reporting all dividends

debited or credited to a member, irrespective of whether or not

said payments were made by the Disbursing Agent?

A. The meaning of this question is not clear. If the question refers
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to IRS reporting forms, it would appear that the requirements
and procedures of all clearing organizations should be uniform.
Resolving any differences that may exist could be included in the
dividend changes contemplated by the report.

12. Q. Who will perform the examining function for members who trade
both in inter and intra-regional areas?

A. SIPC is presently assigning responsibility for this function.

13. Q. Will brokers be permitted to become mail clearing members of
other clearing corporations?

A. We are not aware of any aspect of interface which would impede
other clearing arrangements.

14. Q. What type of agreement is contemplated between the two corpora-
tions?

A. The type of agreement is something that should be resolved after
the policy questions have been cleared up. PCC has an open mind
on this.

15. Q. How will conflicting rules and procedures (i.e. , Omnibus Accounts)
be resolved between the two corporations?

A. Some adjustments to rules might have to be made. We do not feel
this should be a problem once the concepts are agreed on.

16. Q. Who will be responsible for loss in transit; who will be financing
prior to replacement?

A. This could be resolved between the clearing agencies, based on
insurance and tax and other considerations.
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Mr. Robert P. Mann

Chairman
Pacific Stock Exchange, Inc.

301 Pine Street

San Francisco, California 94104

Dear Mr. Mann:

May 29, 1973

In March, we received your report, "Joint Approach to National

Securities Clearing ...." Vie take this opportunity to respond to the report
,

which in general restates the Pacific Stock Exchange's (Pacific's) position

as to_"interface" of the Pacific clearing system with that of National

Clearing Corporation (NCC), a wholly-owned subsidiary of the National

Association of Securities Dealers, Inc. The report has been reviewed and

analyzed in great detail by NCCts Board and stag, and by the Board of the

NASD. The results of this review and analysis are summarized below.

INTRODUCTORY

In 1969, NASD commenced a study, with the assistance of Arthur

D. Little & Co., to solve the mounting and serious operational problems

being experienced in the over-the-counter sector of the securities industry.

The result was the formation of NCC, whose mission it was to design 
and

implement, at the earliest possible moment, a uniform national system for

the clearance and settlement of over-the-counter securities transactions.

The continuous net method of settlement was selected as the basis for th
e

system, as opposed to daily netting and issuance of balance orders. Pacifi
c

had pioneered such a system for its members and cooperated with the NASD

and NCC, as did other exchanges and the SEC, in implementing it by NCC.

Operations were commenced in New York in September, 1971, and curre
ntly

It is estimated that about 55-60% of all OTC transactions are cleared throu
gh

the system. NCC's system is being offered through its own olv rations centers

In New York, Washington and Atlanta, and in St. Louis, through the faciliti
es

of a major bank. In their respective cities, the Midwest, Boston and

Philadelphia regional exchanges, from whom NCC has received excellent
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cooperation, operate our system. With facilities planned for all major
trading areas in the East, Midwest and South, it is expected that by the end
of 1973 a substantial fraction of all OTC trades will be included.

As you know, we intend to complete the implementation by establishing
our final regional facility on the 'West Coast this year. To complete our plans
in the most timely and efficient manner, so that all regions of the country can
be served together through one system, integrated and responsible for nation-
wide clearing, we have sought your cooperation. Your report of March 15
has been most helpful and, to place it in perspective, we have reviewed
Pacific's prior study of this subject, received by NCC in March, 1971.

Pacific's position at that time was that a joint systems, or "interface"
approach was desirable. Your report, "Suggested Approach to the National
Clearing Problem," in Chapter III sets forth fifteen points to support the view
that a "joint systems" approach, a concept based on a national clearing system
supported by two or more autonomous regional clearing operations, might
have over other possible methods of establishing a nationwide uniform system.
These points were stated to be:

"1. Existing facilities are used to the maximum extent possible,
rather than being dismantled, replaced, or duplicated.

2. Resources can be concentrated on resolving unsolved
problems, rather than replacing existing operations.

3. The cost of implementation is kept at a minimum by avoid-
ing duplicate, experimental, or under-utilized facilities.

4. Concentrating compatability requirements at the point of
inter-regional data exchanges avoids the 'least common
denominator' problem. Areas may operate most efficiently
under their conditions and are not inhibited by conditions in
other areas.

5. Changes within a regional area affect only the brokers using
that center; for this reason changes can be more easily made
and the system can be more responsive to the brokers and
the public.
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6. Improvements can be made in interregional clearing without

affecting the brokers since the area centers act as a buffer

between the brokers and the interregional processing.

7. Opportunities and incentives for development and innovation

are maximized; each area can improve its operation without

affecting any other area.

8. Through the maximum use of existing facilities and organiza-

tions, administrative costs are minimized.

9. There is only a limited number of people who are knowledgeable

and experienced about securities clearance. A joint system

approach brings the maximum concentration of these resources

to bear on the project of establishing national clearing.

10. Since existing organizations are encouraged to participate and

to independently improve their operations, resistance within

the industry is greatly reduced.

11. A broker is not restricted to the clearing operation which is
geographically closest to him. Centers will be patronized

simply because they offer the best balance of service and cost.

12. Costs of added service or increased financial exposure are

borne by the brokers responsible.

13. Opportunities for joint efforts with the Central Certificate
Service or other clearing related organizations are maximized.

14. The joint system can be implemented more quickly than any

other national system.

15. By interconnecting existing clearing operations, the joint

system approaches a single, national clearing system by

evolutionary rather than revolutionary methods."

In addition, the report suggested that the joint systems, or interface

approach "avoids the problem of stagnation faced by a single, vast national

system which, by virtue of its size, faces prohibitive costs of change and

becomes locked in inertia. ' It further suggested that the national organization

(NCC) should have the sole responsibility for interregional clearing, and that
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regional authorities (Pacific) would operate independent non-standard systems
to handle intra-regional clearing. Brokers, it was thought, should be given
the opportunity to choose from the available clearing systems, but would not
necessarily be restricted to the local clearing operation. The report recom-
mended that the responsibilities for financing the regional clearing operations
should rest with the regional centers, the cost of interregional clearing with
NCC, and that matters pertaining to admittance and surveillance standards,
insurance coverage, financial responsibilities for clearing obligations of
members should also rest with the regional centers.

NCC responded point by point, in a report dated April 23, 1971,
"Appraisal of the PCSE. Joint Systems Approach." History has removed some
of the concerns expressed in Pacific's report, such as the lack of feasibility
of (1) computer allocation of cleared securities, which the Pacific report
suggested would be inflexible; (2) delivery of securities to clearing the day
before credit is given, which we understand is now Pacific's practice, too;
and (3) the generation by clearing of the brokers' daily pay or collect amounts,
rather than by the method then employed by Pacific of allowing the broker
to calculate and present to clearing his pay or collect amount. NCC's con-
sideration was that arguments advanced against these points did not appear
to outweigh the advantages (and operating necessities) of the automated
system designed by NCC. The excellent performance of NCC's system to
date attests to the adequacy and logic of its design.

As to the remainder of the concerns set forth in the 1971 Pacific
report, the following points of difference were stated by NCC in support of the
concept of one nationwide system.

1. Based upon our discussions with many of our members, the
perpetuation of a few diverse systems serving limited member-
ships was not what the membership as a whole appeared to want.

Z. The inability of Pacific to define intra-and inter-area trades
clearly tended to becloud from the outset of any such arrange-
ment divisions of jurisdictional responsibilities for clearing
between NCC and regional operators.

3. Giving brokers the opportunity to choose from available clearing
systems, each with differing admittance and surveillance standards
as set by its respective exchange (which could in fact act to limit or
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Preclude admittance), and to allow brokers to change their

clearing affiliations should another clearing entity develop

systems improvements, would be administratively impractical

and time-consuming, cause possible undue burden on many

of our members, and even generate unnecessary systems1

operations, and administrative duplication.

4. Stressing competition in costs and services, rather than

dedicating resources to industry-wide cooperation, aside from

appearing not to reflect the desires of the industry, could

introduce further imbalances. Competition in costs and

services appeared to contradict the theory advanced in the

report that constructive ideas possibly developed by one

re: tonal center would be handed off to others.

5. That the joint systems approach would provide flexibility to

accommodate local conditions did not appear to take into

consideration the fact that lack of standardization helped

cause many of the industry's operating problems. Futther,

It assumed that a joint systems clearing vendor would be

able to offer advantages not otherwise afforded the user by

a national system, which NCC believed was without quantita-

tive support.

6. Statements to the effect that a national system would face

prohibitive costs, become locked in inertia, and lead to

stagnation were without supportive analysis and appeared

therefore to reflect personal judgments.

7. Autonomous regional centers would have no innate advantages

over a national system contrary to Pacific's position, as to

their capabilities (resources) to develop and refine systems

at the operating level.

8. Quick acceptance of NCC's plan by the industry, and of its

operating rules by the membership and the SEC, appeared

already to have countered Pacific's concern over resistance

to NCC's efforts.
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9. dsting facilities could be used to the maximum, the report
stated; NCC proposed the very same from the outset, even
suggesting that regional facilities might expand as a result of
providing wider services through a nationwide system.

10. Joint systems, rather than allowing resources to be directed
to resolving unsolved problems and minimizing administrative
costs, appeared to NCC to preclude the effective marshalling
of resources to solve the nationwide clearing problem.

In summary, NCC's response was directed to concern that proposals by Pacific
would prove administratively impractical, that many of the reasons advanced
by Pacific could apply equally to NCC's standard systems approach, and that
the NCC concept of developing a standard system, rather than perpetuating
many joint systems, was being responsive to the needs and wishes of the
industry.

PRESENT 

As previously indicated, NCC has progressed to the point where a
substantial portion of all OTC transactions will be cleared in 1973 through its
continuous net settlement system, with standard rules designed to provide
uniform service to all members: obviously, standardization has been stressed
continuously in this endeavor. NCC's clearing membership now stands at 242
firms in New York, and over 50 more throughout its national network. Before
the recent downturn in market activity, NCC was processing 17,500 trans-
actions (35,000 sides) daily, and quite often substantially more. NC C's
services extend to some 8,000 stocks and almost 3,000 bonds.

Pacific's latest report by and large is a restatement of its earlier
position. None of the essential systems concepts dealing with a "joint systems"
approach previously set forth have changed, although more specifics are
included. Again, the latest report stated that a joint approach is the least
expensive clearing mechanism which, to us, fails to acknowledge that NCC
already has installed its system throughout vast sections of the country,
operated already by three important regional exchanges, and at acknowledged
minimal cost. The report's timetable for the development and implementation
of an "interface" between the two systems, and the cost of such, which we



167

believe were underestimated at 40 weeks and $129,000, still remain

significantly greater than what would be required to extend NCC's service

to the West Coast community. The critical points of the report are as

follows, with our comments as to each immediately following.

1. It recommends "dual comparison" of all trades between

POTC and NCC members. This method, also advanced in

the earlier Pacific report, and commented on by NCC in

some depth in its response, calls for the comparison of

inter-regional trades at both Pacific and NCC clearing

centers. Even if NCC and PSE were to work out successfully

the differences between their trade comparison programs,

numerous occasions would arise when, because of input or

transmission errors, different results would be obtained in

the two systems. Controlling this sort of arrangement,

including the extensive on-going maintenance of current

clearing member security, and dividend master files would

be difficult. Modifications would be required to Pacific's

current system at a significant cost. Reporting trades to

one point for comparison would, in our opinion, be a much

more practical method.

2. The report highlights, but does not resolve, the problems

created by differences in dividend processing and by the

necessity for varying dividend cut-off dates between the two

systems. Ten pages of Pacific's report were dedicated to

describing dividend procedures and their impact on interface.

Differing cut-off dates assigned by clearing for processing

dividends in a manner so as to afford protection to each member

were acknowledged to be a problem. The report pointed out

that unresolved differences in the two systems would unbalance

the "omnibus" or accounting control mechanism. It also

called for the automation of dividend procedures by Pacific, again

at substantial cost, to parallel NCC's. In conclusion, however,

the report stated that adoption of a methodology to solve the cut-

off problem would require resolution by NCC and Pacific, and

in so pointing up the nature of problems to be resolved, set

forth three alternatives, all of which would require substantial

-efforts and incur possible on-going problems. Resolution of

this entire matter is achieved, however, through the use of

one system.
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3. "Omnibus" accounting, which represents the combined
securities positions, dividends, and money balances of all
inter-regional transactions, was explained. The mechanics
of controlling the accounts were stated simply and directly,
with emphasis on the daily exchange of data, which should be
equal and opposite. Master files of member and security
information were covered briefly, the report stating that
both systems' master files would have to be in constant
agreement, or else omnibus accounts would never be in
balance. It is our opinion that the report does not deal
sufficiently with controls necessary to insure that mutual
omnibus positions and security master files do not get out
of balance. The complexity of controlling data between
Pacific and NCC systems is not resolved by the simple
creation of omnibus accounts. Importantly, even within
the standard system used by NCC, controls occupy nearly
25% of clerical and computer processing time.

4. The report recognizes, but does not resolve, many legal
and regulatory matters still left open. (As a few examples:
coordination of responsibilities for inspection and examina-
tion of dealers who are members of both clearing organiza-
tions, standards for policing the financial security of
members of each system, resolution of conflicting claims
in the event brokers are unable to meet their settlement
requirements in one system and positions are affected in
both systems, determination of priorities in case of
insolvencies, responsibility for losses in transfer or in
transit, etc. ...) In Dur opinion, resolution of matters such
as these would require substantial time, effort, and unneces-
sary expense.

All-in-all, the report recommends a systems plan which we do not
believe would provide as economic or efficient a service to the NASD member-
ship as the NCC standard system. This, coupled with NCC's accomplishments
to date and plans to continue to expand its system throughout the country,
caused our Board of Governors to act unanimously to support the continuance
of NCC's nationwide program and again to reject the joint systems concept
of an interface with Pacific.
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FUTURE

NCC is prepared to extend its system and services to San Francisco

and Los Angeles, through facilities to be operated for NCC by PSE. Through

this arrangement, which has been proposed to Pacific by NCC over the past

and which is identical to NCC's arrangements with the Midwest, Boston and

Philadelphia Exchanges, all over-the-counter trades involving West Coast

brokers would be tied into NCC's national operation. Given timely acceptance

by Pacific, an October target date would be realistic. In each instance of

working with the other regional exchanges, an eight-week lead-time was

required. An October date takes into consideration NCC's plans to develop

and implement a "Free Account Net System" this summer, which will provide

the groundwork for NCC's use on behalf of its members of the Central

Certificate Service depository in New York and of depositories elsewhere,

Including Pacific's.

Your report indicated a strong feeling on your part of the importance

to maintain one clearing system on the West Coast for both listed and over-

the-counter business. If this feeling is shared by the brokerage community,

to the extent that they would wish to have NCC's system clear their listed

business as well, we would be pleased to cooperate with you to this end.

We are anxious to proceed with a program to implement the

National Clearing Corporation's system on the West Coast. We lo-ok forward

to working with you and the staff of the Pacific Stock Exchange at the earliest

possible date.

Sincerely,

J. Logan Burke, Jr.
Chairman, Board of Governors

cc: NCC Board of Directors
President. Pacific Stock Exchange

NASD Board of Governors

,41
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PACIFIC COAST STOCK EXCHANGE

618 So. SERINO STREFT 301 PINE STREET
Los ANOELEs 90014 CHAIRMAN Of THE BOARO SAN FRANCIsCO 04104

San Francisco
June 14, 1973

Mr. J. Logan Burke, Jr.
Chairman, Board of Governors
National Association of Securities Dealers, Inc.
1735 K Street, N. W.
Washington, D. C. 20006

Dear Logan:

I have received your letter of May 29th on the clearing
subject. It appears to contain a thorough history of the
proposals that the Pacific Stock Exchange has made over
a number of years for tying together the various clearing
entities in the industry, but not much on the most central
question on the importance of a single system in the
industry for all business, whether listed or over-the-
counter.

Logan, I am not familiar with all that has gone on in the
past or all the numerous details of the clearing problem,
but I am sure that the thing the industry should do is to
reduce its operational costs. So I feel that we should
forget the past and join forces with the various segments
of the industry to create a system that will work nationally.
I am confident that our industry people and our Exchange
and Clearing personnel share the same view.

It has long been recognized that Pacific has pioneered in
clearing and settlement techniques. Our present operation
has been developed into a clo.sely integrated system of many
services for brokerage firms, banks, and financial institu-
tions on the West Coast. In addition to the 'het-by-net" clear-
ing approach (which we helped you with), the system includes
settlement for banks, institutions, correspondents, collection
and delivery services between other cities, specialist cash-
iering, and the Pacific Securities Depository, in which cur-
rently is housed $1 1/4 billion of securities encompassing
some 9, 000 different security issues.
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PACIFIC COAST STOCK EXCHANGE

Mr. J. Logan Burke, Jr. Page Two

Chairman - NASD June 14, 1973

These services encompass all types of securities and cover

both listed and over-the-counter transactions. There are

securities of over 6,000 over-the-counter issues in the

Pacific Depository.

Samuel Stewart, Senior Vice Chairman of the Bank of America,

represents the banking industry and Tom Phelan represents

the securities industry on the National Coordinating Group for

Comprehensive Securities Depositories in setting up regional

depositories.

We have spent a considerable amount of money in developing

the Pacific Securities Depository in line with the National

Coordinating Group's plans which we understand has the tacit

support of the SEC, Senator Williams, and Congressman Moss.

It is my understanding that this Group was formed at the

suggestion of BASIC following Congressional hearings before

the Williams and Moss Subcommittees in 1971. As you know,

Gordon Macklin is a member of BASIC and also of the National

Coordinating Group and I assume he and the NASD also support

this concept.

The West Coast banks just two weeks ago committed $3.7 
million

to the further development of the Pacific Depository in which

they plan to entrust their fiduciary and custodial securities. 
We

are under obligation to the banks in providing the interface 
into

the Pacific Depository through our clearing operations.

I mention these points not as obstacles to our getting togeth
er,

but as industry and regional conditions with which we must dea
l.

I note your proposal on Page 9 of your letter to have PSE oper
-

ate the NCC system on the West Coast. While I have not been

aware that there have been any in depth discussions between NCC

and PSE in the last year or so, other than the proposal to integ-

rate the systems prepared by Peat, Marwick, and Mitchell

which was rejected as advised by your letter, it has been antici-

pated that the systems should be in some way integrated event-

ually. While your letter does not set forth any specifics as to

how you suggest that these questions be resolved, there are prob
-

ably several methods in which this could be accomplished.

To this end, I suggest that we have Gordon Macklin and Tom

Phelan get together as soon as possible with their appropriate

staff members to work out the necessary details to effect an

implementation.
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PACIFIC COAST STOCK EXCHANGE

Mr. J. Logan Burke, Jr. Page Three
Chairman - NASD June 14, 1973

I am sure our Board will be open-minded in approving the
implementation of any reasonable arrangement to accomplish
the desired result for the industry. I further believe that the
thinking of Bob Gardener's SIA Industry Committee on clear-
ing should be obtained by our people so as not to run counter
to its efforts, and we should also clear our plans with the SEC.

Because of the decision to be made with our depository pro-
ject and the plans with our banks, an early decision on our
course of action is most important.

Shall we proceed this way? Please let me hear from you.

Sincerely,

Robert P. Mann

RPM:bg

cc: NCC Board of Directors
NASD Board of Governors
President, NASD
PSE Board of Governors
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Senator WILLIAMS. Now, that is it. That is the whole troubling prob-
lem of the lack of affirmative leadership as I see it.
Mr. PICKARD. Yes.
Senator WILLIAMS. Study, review, and reject and revise. You know,

leadership is what we need.
Mr. EVANS. This is why we need specific authority in this bill. We

need this legislation now so we can coordinate that.
Senator WILLIAMS. What we see is you not reacting to their studies

and disagreements, but not only guidelines, but leadership direction.
That is the way I look at the problem if we are going to get this done
in our time.
Mr. PICKARD. Mr. Chairman, I think one of the problems we have is

that often it is the case—although we would argue specifically against
such a proposition if we got into a court--that we do not have the direct
authority in many of these areas necessary to create these interfaces. I
think your legislative proposal gives us that authority.

Senator WILLIAMS. I was trying to project that situation where we
had this as law, and then try and determine your approach.
Now, let's see, what do we have finally here through this round?

You suggest that depository and transfer agent services should be al-
lowed to develop in one institution.
Mr. EVANS. Yes.
Senator WILLIAMS. That is the conclusion here. What types of modi-

fication in the bill are needed to keep this option open? You have said
that this legislation does not clearly make this option possible. Is that
right?
Mr. EVANS. Yes; you do not discuss the area. However, we do not

have exact legislative language drafted at this time. We are familiar
with the problem. We understand that tomorrow the largest of the
transfer agents will be in to testify before you. I believe it is Bradford.
And we understand that they will discuss some of the problems they
may have with the bill.
We understand that this type of a transfer agent does not object to

the SEC oversight and SEC regulation. And what we would like to
do after your hearings on the basis of the information we can gain
also from year hearings is work with your staff to draft language
which would take care of this situation.
We do have language at this time which would take care of this for

you.
Senator WILLIAMS. Fine, gentlemen, thank you. Thank you, gentle-

men, very much.
[The SEC's additional comments on S. 2058 follow:]

SECURITIES AND EXCHANGE COMMISSION,
Washington, D.C., July 20, 1978.

Hon. HARRISON A. WILLIAMS, Jr.,
Chairman, Subcomnvittee on Securities, Committee on Banking, Housing and

Urban Affairs, U.S. Senate, Washington, D.C.

DEAR SENATOR WILLIAMS: In accordance with your request, I am pleased to
submit to you the following comments on specific provisions of S. 2058 dealing
with the processing of securities transactions, which are in addition to the
Commission's statement of July 11, 1973.
I wish to once again emphasize that the Commission considers legislation in

this area vital to the development of an integrated securities processing system.
We believe that the present rulemaking provisions in S. 2058, together with our
recommendations, would permit the Commission to accomplish the objectives of

98-978 0 - 73 - 12
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this legislation. The Commission believes that substantial dilution of this au-
thority might jeopardize these objectives.
We hope that these comments will be helpful in your consideration of S. 2058.

If you have any questions regarding the comments, please let us know.
For the Commission.

Sincerely,
HUGH F. OWENS, Senior Commissioner.

COMMENTS OF THE SECURITIES AND EXCHANGE COMMISSION ON S. 2058

Our comments on specific provisions of S. 2058 are as follows:

SECTION 3

Section 3 of the bill would amend Section 3 (a ) of the Exchange Act by adding
definitions of the terms "clearing agency." "participant," "transfer agent," "ap-
propriate regualtory agency" and "rules of a clearing agency." We note that there
are certain exclusions from the terms "clearing agency," and "transfer agent."
In this connection, we wish to note that investment company shares (e.g., mutual
fund shares) are frequently distributed through methods involving the use of
intermediary organizations commonly referred as as "service agents." The func-
tions performed by such agents, acting in various capacities simultaneously for
investors, retailing dealers, principal underwriters and issuing investment com-
panies, may vary somewhat throughout the industry, but generally these functions
include the following:
1. Receive orders accompanied by payment, directly from shareholders for the

purchase of fund shares.
2. Compute the portions of the investor's payment due to the fund, the under-

writer, and the retailing dealer, record the transaction accordingly, and credit
the monies to the appropriate accounts.

3. Credit the share account of the investor with the number of shares
purchased.

4. Mail a confirmation statement of the transaction to the investor, the retail-
ing dealer and the registered representative of the relating dealer. Copies are
usually also furnished to the principal underwriter, the fund custodian and the
fund for their records.

5. Process orders for the liquidation of fund shares.
6. Calculate and process the reinvestment of cash dividends for shoreholders.
Depending on the nature of the services rendered, most of these service agents

appear to come within the definition of the terms "clearing agency," and "trans-
fer agent" as defined in Section 3. In this connection, we note that the last sen-
tence of proposed paragraph (22) and the last sentence of proposed paragraph
(24) of Section 3 (a ) would contain certain exclusions from the term "clearing
agency," and "transfer agents." We assume that these exclusions do not refer to
service agents who perform these functions in connection with mutual fund shares
or variable annuity contracts. We suggest that the exclusionary sentence in pro-
posed paragraph (24) be amended to make this clear.

SECTION 4

Section 4 would amend Section 15(c) of the Exchange Act by adding a new
pargraph (6) to make clear that the Commission has authority to adopt rules
applicable to brokers and dealers regulating the time and method of making set-
tlement, payments and deliveries, and opening, maintaining and closing accounts.
We believe the only meaningful reading of this Section and the parenthetical
phrase "other than an exempted security or commercial paper, bankers' ac-
ceptances or commercial hills" is that a broker or dealer whose business is en-
tirely in exempted securities would not be subject to rules adopted pursuant to
proposed Section 15(c) (6), but that a broker or dealer who engages in trans-
actions in both exempted and nonexempted securities would be subject to the full
effect of all the rules under this Section. We recommend that this be made clear
in the legislation.

SECTION 5

Proposed Section 17A (c) would require the Commission to find, as a pre-
requisite to registration, that a clearing agency meets the criteria set forth in
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that Section. We note that proposed Section 17A (c) (2) would, among othe
r

things, give a clearing agency discretionary authority to deny participation to

persons who have been expelled or suspended by a registered clearing agency dur-

ing the period of such expulsion or suspension. The Commission believes that its

approval should be obtained before a person currently under suspension or ex-

pulsion from a clearing agency may become a member of another clearing agency.

Proposed Section 17A (d) would require the Commission to publish notice of the

filing of the registration statement of a clearing agency and afford interested

persons an opportunity for comment. Within 60 days of filing of a registration

statement by a clearing agency, the Commission would be required by order to

grant such registration or institute appropriate administrative action to deter-

mine whether the application should be denied.1 The Commission does not object

to a requirement that it institute administrative action to determine whether ap-

plications for registration should be denied, if the intent of the proposed amend-

ment is, as we believe, to require due process when denial of registration is being

considered and the defect in the registration statement cannot be remedied.

Proposed Section 17A (/) (1) would grant the appropriate regulatory agency

direct disciplinary power over clearing agencies, and proposed Section 17A (/) (2)

would grant the appropriate regulatory agency direct disciplinary power over

participants. Proposed Section (1) (3) would give the appropriate regulatory

agency authority to remove from office any officer or director of a clearing agency

or securities depository who has willfully abused his authority.
Where the Commission is the appropriate regulatory agency, we suggest the

following. In Subsection ( /) (2) of proposed Section 17A the Commission should

be granted direct authority to censure or otherwise impose limitations on a par-

ticipant. The rather severe sanctions of explusion or suspension may work an

undue hardship on the participant, and the additional sanctions suggested above

will give the Commission greater administrative flexibility to fashion appro-

priate remedies. In addition, we believe that Section (/) (2) of proposed Section

17A should not authorize the Commission to discipline a participant for violation

of a clearing agency rule which relates solely to internal management or pro-

cedures between a clearing agency and its members when such violations do not

affect the public interest, the interests of investors or the efficient processing of

securities transactions. We also believe that under this Section the Commission

should not be required to proceed against any clearing agency participant on the

basis of violations of clearing agency rules without first notifying the clearing

agency of the alleged violations and the Commission's intention to institute a

proceeding based on it, and giving such clearing agency a reasonable time within

which to take appropriate action. However, the Commission makes no judgment

as to whether similar additional sanctions or procedures would be reasonable

for the appropriate bank regulatory authorities regarding entities subject to

their regulatory jurisdiction.
In Commissioner Evans' statement with respect to the bill, he pointed out that

the Commission could not discharge its function under the bill, particularly

with respect to rulemaking, in an informed manner unless it had authority to

review the operations of clearing agencies. Such review would be solely in aid

of the Commission's functions and not for enforcement or compliance purposes.

The Committee's staff suggested that the Commission submit a draft of statu-

tory language to accomplish this purpose. We accordingly suggest that paragraph

(p) of proposed Section 17A be amended by inserting the following at page 21,

line 8 of the bill, in lieu of the provisions of that paragraph commencing with the

words "Nothing in this section. . . ."
"Whenever the Commission is considering a rulemaking or other proposal re-

garding clearing agencies, after submitting a copy of said proposal to each of the

other appropriate regulatory agencies, if the Commission determines that in

addition to consultation with and the receipt of views from the other appropriate

regulatory agencies, it is necessary to review the operations and related activities
of a clearing agency or agencies, upon notice to the appropriate regulatory

agency for the person involved, the Commission may conduct such reviews as it

deems necessary to fulfill its responsibilities under this Section.
"The Commission and the other appropriate regulatory agencies shall co-

ordinate their examinations and reviews in order to minimize unnecessary

duplications.

1 The 60-day period with which the Commission is required to act with regard to clearing
agencies is unduly short in view of the fact that the notice of filing must be sent out for
public comment. Since the Commission must prepare a release announcing the filing, await
comments on the filing, and analyze these comments, we suggest that the Commission be
allowed 120 days to act on the case of clearing agencies.

(
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"Nothing in this Section shall impair the examination powers of the Com-
mission with regard to persons for which it is the appropriate regulatory agency
or the authority of any state banking authority or other state or Federal regula-
tory authority having jurisdiction over a person registered as a clearing agency
from making or enforcing rules governing such person which are not inconsistent
with this Section or any rules or regulations promulgated hereunder."

Similar language should be inserted for transfer agents in proposed Section
17B at the end of paragraph (k), on page 29 of the bill.

SECTION 6

Proposed Subsection 17B (a) (3) would make clear that the provisions of Sec-
tion 17B shall apply only to securities which are pursuant to Section 12 of the
Exchange Act, or which would be required to be so registered except for, the
exemption provided in Subsection (g) (2) (B) or (g) (2) (G) of Section 12 and
persons performing the function of transfer agents with respect to securities.
Proposed Section 17B woud not apply to variable annuity contracts issued by
insurance companies. The last sentence of proposed Subsection 17B (a) (3)
should be revised to make clear that service agents who may perform transfer
agent function in connection with variable annuity contracts would be subject
to the requirements of Section 17B.
Proposed Subsection 17B (i) regarding compliance with the requirements of

proposed Section 17B by the appropriate regulatory agencies other than the
Commission, indicates that a non-bank subsidiary of a bank holding company
shall be considered a bank. In his statement of July 11, 1973, Commissioner
John R. Evans recommended that the Commission be the appropriate regulatory
agency for all non-bank subsidiaries of bank holding companies which are either
depositories, clearing agents or transfer agents. We again strongly endorse this
recommendation.

Mr. Stetson B. Harman, senior vice president and executive trust
officer, First National Bank of Oregon, and president, trust division,
American Bankers Association.
The bankers are in town, are they not?

STATEMENT OF STETSON B. HARMAN, SENIOR VICE PRESIDENT AND
EXECUTIVE TRUST OFFICER, FIRST NATIONAL BANK OF ORE-
GON, AND PRESIDENT, TRUST DIVISION, THE AMERICAN
BANKERS ASSOCIATION, ACCOMPANIED BY EUGENE M. TANG-
NEY, SENIOR VICE PRESIDENT OF THE FIRST NATIONAL BANK
OF BOSTON; FRED M. SHELL, VICE PRESIDENT OF THE FIRST NA-
TIONAL BANK OF ATLANTA; AND ROBERT L. BEVAN, ASSISTANT
FEDERAL LEGISLATIVE COUNSEL, THE AMERICAN BANKERS
ASSOCIATION

Mr. HARMAN. Yes; they are.
Senator WILLIAMS. Senator Packwood certainly wanted to be here,

Mr. Harman, but necessarily had to be at the executive session of the
Finance Committee. So, therefore, he is not here to welcome you, al-
though he certainly wanted to. He wanted to commend you for your
capable and fine work. And I pass on Senator Pa,ckwood's observation.
Mr. HARMAN. Thank you.
Mr. Chairman, my name is Stetson B. Harman. I am senior vice

president and executive trust officer of the First National Bank of
Oregon, Portland, and president of the Trust Division of The Ameri-
can Bankers Association.

This morning. I am accompanied by Mr. Eugene M. Tangney, senior
vice president of the First National Bank of Boston who is chairman
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of the Corporate Trust Activities Committee of the American Bankers
Association's Trust Division on my left, Mr. Fred Shell on my right,
vice president of the First National Bank of Atlanta, and Mr. Robert
L. Bevan, assistant Federal legislative counsel of the ABA.
We appreciate this opportunity to appear before your subcommittee

to discuss S. 2058. And may I respectfully request that while these com-
ments are a summary of our written statement, we would like to have
the entire statement included in the record.

Senator WILLIAMS. That will be done.
[The complete statement of Mr. Harman may be found at p. 183].
Mr. HARMAN. Before discussing the bill's provisions, I would like

to outline the basic policy position of the ABA on securities processing.
The association believes the ultimate objective in modernizing securi-
ties processing should be the elimination of the stock certificate to the
maximum extent possible. Because there are many major obstacles that
must be overcome to achieve this goal, the ABA supports as an immedi-
ate objective the development of a regional securities depository system
to immobilize as many stock certificates as possible. This depository
system should include depositories in any geographic area where there
is economic and operational justification.
The internal operating procedures of these depositories do not need

to be standardized, but it is essential that standards be developed and
implemented to permit efficient and economical interchange of in-
formation between depositories and between depositories and banks,
brokers, and transfer agents.
Governmental regulation of the system should be accomplished by

review of securities processing operations for adequate control, audit-
ing, and conformity to standards. Regulatory authorities should not
stipulate nor unreasonably restrict an organization's internal sys-
tems, procedures, and staffing, nor should they limit an organization in
exercising its management responsibilities.
During the past year since the association appeared before the sub-

committee on similar legislation, there has been substantial progress by
the three securities depositories.
In our prepared statement, we set out some specific data regarding

the New York depository, and since that preparation, we have ob-
tained some specifics on the progress of the Pacific and Midwest
depositories. The banking community on the west coast has made
financial commitments of $2.3 million to support further development
of the Pacific depository and has expressed their intent to provide an
additional $1.4 million for its development.
The banks have also committed themselves to participating in the

depository.
This depository received trust company approval late last year, but

has not yet activated its charter. The depository has approximately•
9,000 issues on deposit with a market value of $1.2 billion.
In the Midwest, the banks and exchange have approved a letter of

agreement which in addition to other matters commits the banks to $1
million during the first year for development of the depository. The
depository has also been chartered as a trust company and has applied
for membership in the Federal Reserve System.
This progress reduces significantly any need for new Federal legisla-

tion to regulate depositories or transfer agents, at least those which are
banks and subject to bank supervisory authorities.
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Should Congress, however, decide legislation is necessary recent
developments also reveal the shape that the legislation should take. The
private sector has proven itself capable of developing solutions and
the problem, if any, is one of implementing standards for efficient and
economical interchange of information between the various elements
involved in securities processing.
Turning now to S. 2058, we believe this bill with a very few revisions

and clarifications would provide a workable responsible regulatory
scheme for securities processing. While substantially the same as S.
3876 passed by the Senate last year, there are some important changes,
and we believe most of them improve the measure.

Section 6 of the bill relating to transfer agents is of primary concern
to banking. It would require transfer agents to comply with rules and
regulations prescribed by the SEC:
As necessary or appropriate in the public interest, for the protection of in-

vestors or to effectuate the purpose of this section with regard to standards for
the performance of transfer functions, measures and procedures for safe handling
and custody of securities and operational compatibility of transfer agents with
other persons involved in the securities handling process.

The ABA recognizes the need for one agency to establish standards
for compatibility of transfer facilities with other facilities in the se-
curities handling process and that this agency should be the SEC.
As to standards of performance, we recognize they could have a direct
impact on securities processing and thus should be subject to SEC
rulemaking authority.
However, standards of performance also relate directly to internal

operations and this makes it imperative that the 15-day provision of
subsection (k) remain in the bill as finally enacted. The SEC should
give particular consideration to the views of the banking agencies
which would be provided under subsection (k) regarding the impact
of proposed regulations on transfer agent banks.
In the area of safe handling and custody of securities, we can see no

reason for giving the SEC rulemaking authority over banks that serve
as transfer agents. One of the Principal services of banks over the year
has been the safeguarding of valuables of all kinds, primarily cash and
securities. This is an area in which the bank supervisory agencies have
particular experience and expertise. In 1968, the Congress specifically
imposed responsibility in this area on the banking agencies in the
Bank Protection Act.
We do not believe the SEC could add anything of value to the cur-

rent regulation of banks in this area. But it is quite likely that despite
the provisions for coordination, banks would- find themselves subject
to conflicting regulations if the SEC is given authority in this area.
Consequently, the association urges the subcommittee to delete the
authority for the SEC to prescribe rules and regulations for transfer
agent banks with regard to measures and procedures for safe handling
and custody of securities.
New language in subsection (j) also raises a question as to its mean-

ing. The last sentence now reads,
Except to the extent that enforcement of the requirements imposed under this

section is specifically committed to another appropriate regulatory agency, the
Commission shall have primary responsibility to enforce such requirements.

The word primary, was not found in S. 3876. In the previous bill,
this provision clarified the enforcement roles of the various agencies,
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placing transfer agent banks under the jurisdiction of the banking
agencies and other transfer agents under the SEC. The word primary,
however, seems to indicate an enforcement role for the SEC over trans-
fer agent banks,- including a primary enforcement role in certain
instances.
We oppose the SEC having any enforcement authority over trans-

fer agent banks. The authority should be granted completely to the
banking agencies. They would be better able through their periodic
examinations and enforcement powers to carry out the new law and the
rules and regulations prescribed thereunder.
The Comptroller of the Currency testified last year that considering

the nature of bank regulation, registration of transfer agent banks
would serve no supervisory purpose. We urge the subcommittee to
consider this point. In this day and age, paperwork is already threat-
ening the vitality of our economy, and it would seem unwise to add
more if it serves no public purpose.
The regulation of securities depositories is also a matter of major

concern to banking because if these depositories are to accomplish
their purpose of immobilizing securities, banks must place on deposit
with them securities held in a fiduciary or other capacity. Banks are
held to the highest standard of care in the protection of trust assets,
and they cannot be expected to place such assets in depositories unless
they have the utmost confidence in their operations and management.
S. 2058 recognizes this need by splitting responsibility for regula-

tion of depositories between the banking agencies, actually the Fed and
the SEC.
As indicated earlier, the progress which has been achieved by the

three depositories and their membership or planned membership in
the Federal Reserve System reduces substantially the need for legisla-
tion. However, if Congress decides to act, we support the depository/
clearing agency provisions of S. 2058 with a few revisions.
In addition to considering a potential participant's operational

capacity and to requiring a bond or deposit, a securities depository
should be allowed to consider the potential participant's character
and real financial responsibility. The rules of the depository establish-
ing standards in these areas would, of course, need to be reasonable
and consistent with the purposes of the act and with the public interest.
Such rules would be subject to SEC review on registration of the

depository or on subsequent adoption. Also, denial of access on either
of these grounds would be subject to the procedural safeguards of the
bill and to review by the appropriate regulatory agency.
Next, the shareholders of a depository should have complete au-

thority over adoption of rules, election of directors and officers, and
all other phases of the administration of the depository's affairs.
A depository is not a public institution in the sense of the NASD

or the stock exchanges which more or less stand in the place of
Government in regulating their membership. Also, a depository does
not directly serve the investing public. Consequently, there does not
appear to be any sound reason for departing from the tradi-
tional principles of corporate management. Shareholders should
control depositories.
Third, the bill, unlike S. 3876, would give the Commission rule-

making authority over depositories with regard to measures and per-
sonnel standards for safehandling and custody of securities and funds.
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Again, as with transfer agents, any such rules promulgated by the
SEC would duplicate the regulation already imposed on banks by
Federal bank supervisors.

• The ABA urges that the bill be amended to grant this rulemaking
authority to the appropriate regulatory agency.
Another problem we find in S. 2058 is the definition of "clearing

agency." The exemption of lending, fiduciary, correspondent of safe-
keeping functions commonly performed by banks, brokers, and other
financial institutions which was included in S. 3876 has been changed
by the addition of the words, "on the date of enactment of this para-
graph." We suggest this new language be deleted as it may unduly
restrict the normal growth of services performed by banks and other
financial institutions.
A provision should be added to the bill which would authorize

national banking associations with the approval of the Comptroller
to invest a limited amount in the stock of one or more depositories.
National banks would be encouraged to place trust assets in deposi-
tories if they could own shares in the depository and participate in its
management.

Finally, it should be made clear that the SEC's enforcement author-
ity under section 21 of the 1934 Exchange Act is not applicable to
depositories, or that this authority is only residuary and not to be
exercised unless a banking agency fails to do its job with regard to
the depository/clearing agency provisions of the bill.
The Association fully supports section 9 of S. 2058 which relates to

State taxes. Our prepared statement, incidentally, erroneously refers
to section 8, and we ask it be corrected in the official record.
So in conclusion, if Congress decides legislation to regulate securi-

ties processing is necessary, the ABA supports S. 2058 with the few
revisions and clarifications discussed.
I want to thank the subcommittee for this opportunity to appear and

discuss the position of the American Bankers Association. And we
would like to offer our services to the subcommittee to help in any way
in which we can.
Senator WILLIAMS. Well, we appreciate that. And no doubt, there

will be consultation, staff consultation, on detail, Mr. Harman.
First, to further understand your concern with the language of sub-

section (j) and the use of this word "primary" in terms of responsi-
bility to enforce the requirements, at the bottom of the page, the bill
provides that the Commission shall have "primary" responsibility to
enforce such requirements, as you see, only in those areas where no
other agency is designated or committed.
To the extent that enforcement of the requirements imposed under

this section is specifically committed to another appropriate regulatory
agency, the Commission shall not have primary responsibility to
enforce such requirements.
I am a little confused, therefore, with your apprehension.
Mr. BEVAN. Possibly, Mr. Chairman, I could respond to that point.
One of the problems is that the language of the bill does not spe-

cifically commit enforcement to the agencies. The way the bill is
worded, it defines what is the appropriate regulatory agency. Then,
in the subsection just before this, in (i), it says for the appropriate
regulatory agencies compliance with the requirements imposed by



181

the bill may be enforced under section (o) of the FDIC Act, and
then it gives specific enforcement authority to the SEC for its role.
And when you use the term "specifically committed," in (j) there

is no specific commitment. It is not in the language of the bill.
Also, when you talk about a primary responsibility, there seems to

be someone who would have a secondary responsibility. And the only
enforcement agencies we have in the bill, the only regulatory agencies
involved, are the banking agencies and the SEC. So it is just a matter
that it seemed to be unclear, that is what the problem is.
Senator WILLIAMS. For example, you take a State bank, who would

be the banking regulatory authority under this bill?
Mr. BEVAN. It would depend on whether it is a member of the Fed

or not. If not a member of the Fed, it would be the FDIC.
Senator WILLIAMS. All right, if they are a member of the Fed, who

would it be?
Mr. BEVAN. It would be the Federal Reserve System.
Senator WILLIAMS. And if they are not?
Mr. BEVAN. Then the FDIC—
Senator WILLIAMS. I don't see where your apprehension is. You

know this better than I do, just who the banking regulatory authority
is in all situations. Name a situation that you think is not clear. Who
would have the primary enforcing responsibility?
Mr. BEVAN. Subsection (j) says specifically committed, and there's

nothing in the bill that specifically commits overall enforcement to the
banking agencies.

Senator WILLIAMS. We know who it is committed to but 
Mr. BEVAN. We are all in agreement with what the bill is trying to

say and I think there's just some question 
Senator WILLIAMS. You are not worried about the primary word;

you are worried about the specifically committed?
Mr. BEVAN. Right; if it was specifically committed there would be no

problem.
Senator WILLIAMS. We know who it would end up with but you want

it a little more specially stated. You understand that, drafters to my
left and drafters to my right? We have got it all clear? Very good.
In your statement, you state that a provision should be added which

would authorize the national banking associations with the approval
of the comptroller to invest a limited amount in the stock of one or
more depositories. The question is: Why are they not permitted to do
that now?
Mr. BEVAN. The Glass-Stegall Act prohibits it. These are not a quali-

fied investment for banks at the present time. I think the Comptroller's
office has also asked for this authority specifically.

Senator WILLIAMS. There is a specific provision you feel in the law
that prevents that?
Mr. BEVAN. Yes. The Glass-Stegall Act.
Senator WILLIAMS. I don't know if we want to borrow that parti-

cular problem here. This would get us—you see, we have a strange
dichotomy in the Congress on this kind of—this securities legislation.
We in the Congress, not here in the Senate because we have it in one
place, but in the House 
Mr. BEVAN. Yes, sir, and 
Senator WILLIAMS. You are suggesting that we amend our bill so

it would have joint jurisdiction with Congressman Patman?
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Mr. BEVAN. We would hope this provision would be such an insig-
nificant part of the bill that lt would not have to go through two com-
mittees on the House side.
Senator WILLIAMS. Of all the microscopes with power, his is the

most powerful, I'll tell you.
Now Mr. Harman, would banks actively participate in a clearing

depository system that is regulated in accordance with S. 2058, the
bill before us?
Mr. HARMAN. YOU say would they?
Senator WILLIAMS. Yes.
Mr. HARMAN. Yes.
Senator WILLIAMS. Actively participate?
Mr. HARMAN. Yes.
Senator WILLIAMS. All right. Now we come back to your first sug-

gestion that your staff people are available for consultation. We accept
and that will come to pass. Thank you very much.
Mr. HARMAN. Thank 

you, 
sir.

['Complete statement of Mr. Harman follows:]
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Statement of Stetson B. Harman
President of the Trust Division of
The American Bankers Association

before the Senate Securities Subcommittee
on S. 2058

July 11, 1973

Mr. Chairman and members of the Subcommittee:

My name is Stetson B. Harman. I am Senior Vice President and Executive Trust

Officer of the First National Bank of Oregon, Portland and President of the Trust

Division of The American Bankers Association. I am accompanied by Eugene M. Tangney,

Senior Vice President of the First National Bank of Boston who is Chairman of the

Corporate Trust Activities Committee of The American Bankers Association's Trust

Division, and Robert L. Bevan, Assistant Federal Legislative Counsel, ABA.

The American Bankers Association appreciates the opportunity to appear before

the Subcommittee to discuss S. 2058.

Before discussing the bill's provisions I would like to outline the basic policy

position of the ABA on securities processing. The Association believes the ulti-

mate objective in modernizing securities processing should be the elimination of

the stock certificate to the maximum extent possible. Because there are many major

obstacles that must be overcome to achieve this goal, the ABA supports as an immed-

iate objective the development of a regional securities depository system to im-

mobilize as many stock certificates as possible. This depository system should

include depositories in any geographic area where there is economic and operational

justification.

The internal operating procedures of these depositories do not need to be
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standardized but it is essential that standards be developed and implemented to

permit efficient and economical interchange of information between depositories

and between depositories and banks, brokers and transfer agents.

Governmental regulation of the system should be accomplished by review of

securities processing operations for adequate control, auditing and conformity

to standards. Regulatory authorities should not stipulate nor unreasonably restrict

an organization's internal systems, procedures and staffing nor should they limit

an organization in exercising its management responsibilities.

During the past year since the Association appeared before the Subcommittee

on similar legislation there has been substantial progress by the three securities

depositories.

New York's Central Certificate Service was spun off from Stock Clearing

Corporation and subsequently was succeeded by The Depository Trust Company, a lim-

ited purpose trust company chartered by the State of New York. The Trust Company

has become a member of the Federal Reserve System.

CCS's (DTC's) progress has not been limited to corporate structural change.

Operationally it has made significant strides forward. During calendar year 1972

over eight million transactions were completed by book entry without the physical

delivery of certificates. At the end of February 1973 more than lk billion

shares, with a market value of approximately $55 billion were on deposit with CCS.

These shares represent more than 2,800 securities issues. Currently there are 294

participants in CCS as follows: 270 broker/dealers, five clearing corporations,

and 19 banks. The bank participants are really just beginning to place customer
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securities in the depository.

The depository's capacity is being expanded to accommodate 9,000 securities

issues and at least 600 participants.

Since 1971 the depository has operated a broker loan program which included,

at the end of February 1973, 167 broker/dealers and 58 bank pledgees. Forty of

these banks are outside New York City, located across the country.

CCS has taken a number of steps to improve efficiency and recently contracted

on a trial basis with a number of banks in other cities to open depository facil-

ities so participants could deposit securities in these regional locations and

receive immediate credit on CCS's books.

Similarly, the Pacific depository and the Midwest depository efforts are

moving forward.

Two statutory amendments are necessary in most states before entities organ-

ized under their law can utilize fully the depository system. The ABA, BASIC,

and others have been working in the states for such change; and the needed legis-

lation has been enacted in many states, particularly in the larger money-center

states. The primary task, we have found, is education.

The transfer agent depository concept is in operation in one bank. The bank's

responses to all the legal and operational problems involved have been reviewed

and accepted by the Boston Stock Exchange. One company is using this system at

the present time. In the first three weeks of operation 29 per cent of the com-

pany's stockholder accounts deposited their securities in the depository.

/



186

We believe these developments demonstrate that the banking and securities

industries recognize clearly the need for action to avoid another paper crunch

and are committed to doing what is necessary to make the system work. All this

reduces significantly any need for new federal legislation to regulate depositories

or tranfer agents, at least those which are banks and subject to bank supervisory

authorities.

Should Congress, however, decide legislation is necessary recent develop-

ments also reveal the shape that the legislation should take. The private sector

has proven itself capable of developing solutions; and the problem, if any, is one

of implementing standards for efficient and economical interchange of information

between the various elements involved in securities processing.

Turning now to S. 2058 we believe this bill with a very few revisions and

clarifications would provide a workable responsible regulatory scheme for securi-

ties processing. While substantially the same as S. 3876 passed by the Senate last

year there are some important changes and we believe most of them improve the mea-

sure.

Section 6 of the bill relating to transfer agents is of primary concern to

banking. It would require transfer agents to comply with rules and regulations

prescribed by the SEC "as necessary or appropriate in the public interest, for the

protection of investors or to effectuate the purpose of this section with regard

to standards for the performance of transfer functions, measures and procedures

for safe handling and custody of securities and operational compatibility of

transfer agents with other persons involved in the securities handling process".

At first blush the new language "in the public interest, for the protection of
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investors or to effectuate the purposes of this section" seems to be a broadening

of the similar provision in S. 3876. However, a close reading of subsection (g)

reveals that the new language only describes the purposes for which the SEC is

given authority to make rules in the areas of performance, safe handling of secur-

ities and operational compatibility. We suggest that this point should be made

clear in the Committee report.

Regarding the three areas of rulemaking the ABA recognizes the need for one

agency to establish standards for compatibility of transfer facilities with other

facilities in the securities handling process and that this agency should be the

SEC. As to standards of performance we recognize they could have a direct impact

on securities processing and thus should be subject to SEC rulemaking authority.

However standards of performance also relate directly to internal operations and

this makes it imperative that the 15-day provision of subsection (k) remain in the

bill as finally enacted. The SEC should give particular consideration to the views

of the banking agencies which would be provided under subsection (k) regarding the

impact of proposed regulations on transfer agent banks.

In the area of safe handling and custody of securities we can see no reason

for giving the SEC rulemaking authority over banks that serve as transfer agents.

One of the principal services of banks over the years has been the safeguarding

of valuables of all kinds, primarily cash and securities. This is an area in which

the bank supervisory agencies have particular experience and expertise. In fact,

in 1968 the Congress specifically imposed responsibility in this area on the bank-

ing agencies in the Bank Protection Act.

We do not believe the SEC could add anything of value to the current regula-
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tion of banks in this area. But it is quite likely that despite the provisions

for coordination, banks would find themselves subject to conflicting regulations

if the SEC is given authority in this area. Consequently the Association urges

the Subcommittee to delete the authority for the SEC to prescribe rules and regu-

lations for transfer agent banks with regard to measures and procedures for safe

handling and custody of securities.

New language in subsection (j) also raises a question as to its meaning. The

last sentence now reads "Except to the extent that enforcement of the requirements

imposed under this section is specifically committed to another appropriate regu-

latory agency, the Commission shall have primary responsibility to enforce such

requirements". The word "primary" was not found in S. 3876. In the previous bill

this provision clarified the enforcement roles of the various agencies, placing

transfer agent banks under the jurisdiction of the banking agencies and other trans-

fer agents under the SEC. The word "primary", however, seems to indicate an en-

forcement role for the SEC over transfer agent banks, including a primary enforce-

ment role in certain instances. We oppose the SEC having any enforcement authority

over transfer agent banks. The authority should be granted completely to the bank-

ing agencies. They would be better able through their periodic examinations and

enforcement powers to carry out the new law and the rules and regulations prescribed

thereunder.

The Comptroller of the Currency testified last year that, considering the

nature of bank regulation, registration of transfer agent banks would serve no

supervisory purpose. We urge the Subcommittee to consider this point. In this

day and age paper work is already threatening the vitality of our economy and it
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would seem unwise to add more if it serves no public purpose.

While discussing transfer agents one final matter should be raised. There

are a few state chartered trust companies that are not members of the Federal

Reserve System and are not insured by the FDIC. Under the bill the appropriate

regulatory agency for such trust companies would be the SEC. Even if these trust

companies were subsidiaries of bank holding companies the SEC would be the appro-

priate regulatory agency because under the bill the authority of the Federal Re-

serve System would extend only to bank holding companies and their non-bank sub-

sidiaries. Such trust companies are normally chartered under state banking laws.

We urge that the definition of "appropriate regulatory agency" be amended so that

these trust companies would fall within the jurisdiction of the Federal Reserve

System, particularly if they are subsidiaries of bank holding companies.

To summarize the ABA supports Section 6 of the bill with the following

qualifications: 1) the "appropriate regulatory agency" rather than the SEC have

the authority to prescribe rules and regulations with regard to safe handling and

custody of securities, 2) it be confirmed that the new language of subsection (g)

is more restrictive than the similar provision of S. 3876 and 3) the word "primary"

in the last sentence of subsection (j) be deleted with a positive statement that

bank supervisory agencies have the enforcement authority for transfer agents within

their defined jurisdictions.

Banking is the most closely regulated industry in our nation. Annually the

federal banking agencies make unannounced examinations of the banks under their

jurisdiction. In addition, all state chartered banks are subject to state examin-

ations which may be conducted in conjunction with the federal examination. For

98-978 0 - 73 - 13
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this reason, the Association believes Section 6 with the above suggested revisions

would provide a sound regulatory scheme which would fully protect and promote the

public interest.

The regulation of securities depositories is also a matter of major concern

to banking because if these depositories are to accomplish their purpose of im-

mobilizing securities banks must place on deposit with them securities held in a

fiduciary or other capacity. Banks are held to the highest standard of care in

the protection of trust assets, and they cannot be expected to place such assets

in depositories unless they have the utmost confidence in their operations and

management.

S. 2058 recognizes this need by splitting responsibility for regulation of

depositories between the banking agencies, actually the Fed., and the SEC.

Ylt
As indicated earlier the progress which has been achieved by the three de-

positories and their membership or planned membership in the Federal Reserve Sys-

tem reduces substantially the need for legislation. However, if Congress decides

to act we support the depository/clearing agency provisions of S. 2058 with a few

revisions.

In addition to considering a potential participant's operational capacity and

to requiring a bond or deposit, a securities depository should be allowed to con-

sider the potential participant's character and real financial responsibility. The

rules of the depository establishing standards in these areas would, of course,

need to be reasonable and consistent with the purposes of the Act and with the

public interest. Such rules would be subject to SEC review on registration of
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the depository or on subsequent adoption. Also denial of access on either of these

grounds would be subject to the procedural safeguards of the b
ill and to review by

the appropriate regulatory agency.

Next, the shareholders of a depository should have complete authorit
y over

adoption of rules, election of directors and officers and all oth
er phases of the

administration of the depository's affairs.

A depository is not a public institution in the sense of the NASD
 or the

stock exchanges which more or less stand in the place of government i
n regulating

their membership. Also a depository does not directly serve the investing public.

Consequently there does not appear to be any sound reason for departing 
from the

traditional principles of corporate management. Shareholders should control de-

positories.

Third, the bill, unlike S. 3876, would give the Commission rulemaking au
thor-

ity over depositories with regard to measures and personnel standards
 for safehandl-

ing and custody of securities and funds. Again, as with transfer agents any such

rules promulgated by the SEC would be duplicative of the regulation a
lready imposed

on banks by Federal bank supervisors. The ABA urges that the bill be amended to

grant this rulemaking authority to the appropriate regulatory age
ncy. Otherwise the

depositories would probably find themselves attempting to serv
e two masters with

conflicting requirements.

The Association's comments, while discussing transfer agents,
 on the language

"in the public interest, for the protection of investors or to effectuate the pu
r-

poses of this section" are equally applicable here and the intent 
of the language

A
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should be clarified.

Another problem we find in S. 2058 is the definition of "clearing agency".

The exemption of lending, fiduciary, correspondent or safekeeping functions com-

monly performed by banks, brokers and other financial institutions which was in-

cluded in S. 3876 has been changed by the addition of the words "on the date of

enactment of this paragraph". We suggest this new language be deleted as it may

unduly restrict the normal growth of services performed by banks and other finan-

cial institutions.

Also it should be clarified that transfer agent depositories are not included

in the definition of "clearing agency". As indicated earlier considerable time,

money, and effort have been devoted by at least one bank to the development of this

concept, and it now serves one corporation in this capacity. This concept is close

to the certificateless concept in that share issuance and transfer are by bookkeep-

ing entry only even in the case of individual shareholders. Such depository func-

tion is closely related to the transfer agent function, and such depositories should

be regulated the same as transfer agents. This would not cause any coordination

problems because the SEC would have full authority to require operational compatibil-

ity.

A provision should be added to the bill which would authorize national bank-

ing associations, with the approval of the Comptroller, to invest a limited amount

in the stock of one or more depositories. National banks would be encouraged to

place trust assets in depositories if they could own shares in the depository and

participate in its management.

Finally, it should be made clear that the SEC's enforcement authority under



193

Section 21 of the 1934 Exchange Act is not applicable to depositories, or that

this authority is only residuary and not to be exercised unless a banking ag
ency

fails to do its job with regard to the depository/clearing agency provisions of

the bill.

The Association fully supports Section 8 of S. 2058 which relates to state

taxes.

In conclusion, if Congress decides legislation to regulate securities proces-

sing is necessary, the ABA supports S. 2058 with the few revisions and clarifications

discussed.

Mr. Chairman, I want to thank the Subcommittee for this opportunity to appear

and discuss the position of The American Bankers Association. I would like to offer

the Association's services to the Subcommittee to help in any way we can.
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Senator WILLIAMS. You have been very helpful.
Now we have the National Association of Securities Dealers, thepresident, Mr. Gordon Macklin, and well-supported.

STATEMENT OF GORDON S. MACKLIN, PRESIDENT, NATIONAL ASSO-
CIATION OF SECURITIES DEALERS; ACCOMPANIED BY DAVID H.
MORGAN, PRESIDENT, NATIONAL CLEARING CORP.; AND LLOYD
J. DERRICKSON, GENERAL COUNSEL FOR NATIONAL ASSOCIATION
OF SECURITIES DEALERS AND NATIONAL CLEARING CORP.
Mr. MACKLIN. It is a pleasure to be here this morning and as yousay,.I am well-supported and have David Morgan, the president of theNational Clearing Corp., on my right, and Lloyd Derrickson, generalcounsel of both the National Asociation of Securities Dealers andNational Clearing Corp., on my left.
In view of the expertise of your committee relating to securities anabecause we believe progress of NCC in establishing a nationwide clear-ing system on OTC transactions is generally known, I will not readour prepared statement, preferring instead to answer such questions asthe committee may wish to ask. We would be pleased to submit detailsor further explanations of our activities for the record or otherwiseshould the committee so desire or to answer in writing as to any matteryou desire.
I would like to take this opportunity to commend the committee andits staff not only for the very excellent study it has recently completedbut also for its foresight in undertaking these hearings to deal with theimplementation of a comprehensive basis for regulation of securitiesprocessing. We stand ready to assist in this endeavor in any way youmay desire.
Finally, and parenthetically, may I add with your permission, wewould appreciate the opportunity to submit in writing some brief tech-

nical comments which may be helpful to the committee relating to the
procedures for changes in rules of clearing agencies and as to com-
pliance with the bill's requirements by NCC.
Senator WILLIAMS. Is NCC concerned exclusively with clearing OTC

transactions?
Mr. MACKLIN. That is our original mandate and what we set out

to do. Of late, we have been approached by the Boston Stock Ex-
change to explore an arrangement whereby we would clear all trans-
actions for their members and there are extensive discussions going
on with them at this time.
In addition, we have had some extensive discussions with the Pa-

cific Stock Exchange and are preparing what we hope will be an
arrangement with them to clear over-the-counter transactions on the
West Coast and as part of that they have raised the point they would
like to see one system to clear both listed and over-the-counter trans-
actions. So it is conceivable on the west coast we will be exploring
clearing both types of transactions with the Pacific Exchange.
Fundamentally, our mandate was to clear over-the-counter trans-

actions. We have gotten into exploring other transactions at the in-
vitations of these two exchanges.
Senator WILLIAMS. So are your plans for the future to broaden

this?
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Mr. MACKLIN. Well, our plan for the future is to fullfill our orig-
inal mandate to see that there is a clearing facility for all over-the-
counter transactions and then to interface that clearing facility with
the depository network so that those transactions and those members
can have use of all national facilities.
Senator WILLIAMS. What is the jurisdictional relationship between

NCC and the clearing depository operations set up by the exchanges
such as the Depository Trust Co. in New York, Midwest Securities
Trust Co. in Chicago and Pacific Securities Depository in San
Francisco?
Mr. MACKLIN. That is a question I would like to defer to Mr. Der-

rickson because of his legal expertise.
Mr. DERRICKSON. As I see it, Senator, it goes to the prior question

and that is clearing by exchanges of listed stocks and by NCC of over-
the-counter transactions. The jurisdiction in a legal sense is very clear
in the sense that transactions on the floor of the exchange, listed trans-
actions, are cleared by their clearing corporations. They have sub-
sidiary rules or additional rules relating to their depositories which as
we have heard today, and as we know, are becoming the trust companies
or limited purpose trust companies.
So I think Mr. Macklin's earlier remarks about interfacing with the

depositories answers that question. Now, perhaps you have something
different in mind as to jurisdiction and if it is in the legal sense, I
assume it is whether or not the Commission has jurisdiction over these
things in ways that the bill would remedy. If that is the question, then
I would have to answer that it does, in my opinion.

Senator WILLIAMS. I think that will be sufficient to cover the subject.
On this question of the interfacing, what precisely is meant by inter-

face in the context of differing clearing and depository operations?
Mr. MORGAN. Mr. Chairman, in the context of securities processing

procedures and systems, I guess the easiest way to explain it is to say
it is a tying together of the two systems. They must be complimentary
to each other. In other words, each system serving the other.
Now, in terms of the clearing element of interface, clearing essen-

tially serves as the front end or input of trade information and trades
that have been cleared and settled, and in the case of the depository
it would be the depository acting in the custodianship and related
bookkeeping or recordkeeping type of capability which is designed
to immobilize the certificate movement to the greatest extent prac-
ticable.
Now, in addition to that, interface also implies, I believe, that the

systems should be supplementary to each other in the sense that the
sum of these two systems forms the trade completion process. There is
no intent nor should it be inferred that an interface is anything more
than having the two systems tie together to provide a more complete
service than either one of them could provide on a singular basis.

Senator WILLIAMS. I get the impression that there is movement
toward this interfacing and I just wondered how this is progressing
and how close are we to this fully supplementary situation and
capability.
Mr. MORGAN. The staffs of the Depository Trust Co. and NCC have

had a series of meetings and systems discussions over the past several
months so that we can define completely what would be required in
order to perfect the so-called interface. It will require, for e•-.ample,
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to NCC, an extension of its present system and I am sure it would re-
quire some modifications on the part of the Depository Trust Co. in
order to pick up what I have referred to as the front end or input
information from clearing.
We have worked up a pilot program involving one broker on a

very limited and somewhat manual scale which we expect to become
operational later this month so that we can better understand how
each of our operations work and how we can then improve that to
perfect a highly automated type of interface which we plan to do
later this year.

Senator WILLIAMS. You believe this bill will speed the development
of a true national clearing and depository system?
Mr. MACKLIN. Yes, we do.
Senator WILLIAMS. Ideally, what would be the first move after it

is signed into law? Would this put you in a position with those with
whom you must ultimately be working in the clearing and depository
functions—would you take the initiative or should the SEC take the
initiative?
Mr. MACKLIN. We have already taken the initiative in most of the

areas where we are involved. I think it would put in front of all of us—
all entities concerned—in a very clear manner that there is indeedstrong oversight authority and any areas of disagreement have a
forum where they will be resolved rather than just prolonged and
delayed.
So I think for the most part we would continue to proceed with our

programs, but I believe they would move more effectively with a
stronger and more coordinated SEC oversight.

Senator WILLIAMS. How much time will be involved in reaching this
happy and rational state of clearing?
Mr. MACKLIN. In all fairness to the present atmosphere, a lot of

progress has indeed been made. You have seen it through the state-
ments filed and you can see it from the progress that entities like NCC
and the Depository Trust Co. and the regional depositories have made.
So there is good motion on many fronts.
I think we are much closer to a coordinated national clearing system

than a first look might indicate. I would guess within a year or two
you would have this problem resolved. I would also say that is an un-
scientific guess.
[Complete statement of Mr. Macklin follows:]

STATEMENT OF GORDON S. MACKLIN, CHAIRMAN, BOARD OF DIRECTORS, NATIONAL
CLEARING CORP.

Chairman Williams and members of the Subcommittee. I am pleased to behere to present our views on S. 2058. Accompanying me are David H. Morgan,
President of the National Clearing Corporation (NCC), a wholly owned subsid-iary of the National Association of Securities Dealers, Inc., and by Lloyd J.Derrickson, Senior Vice President and General Counsel of the NASD, who is
also Vice President—Legal of NCC.
In May 1972, in testimony before this Committee relating to S. 3297 and S. 3412,

we supported the establishment of a statutory framework for regulation of the
securities processing cycle. In our opinion legislation then proposed, as well as
S. 2058, much of which is based upon a very excellent and thorough study re-
cently made by the Subcommittee, is necessary and its enactment would be a
meaningful advancement in the establishment of a uniform nationwide pattern
for regulation of securities processing, a problem which has plagued the indus-
try's operations since 1968. Despite the fact that significant reforms have been
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instituted in almost all operational aspects of the industry, a statutory void re-
mains. S. 2058 will do much to fill the void by mandating the institution of a
comprehensive, uniform, and non-discriminatory systems for clearing, transfer
and immobilization of certificates in securities depositories.
At the time of our testimony last year NCC had been in operation only

since September 1971. You will recall that NCC was organized by the NASD in
November 1969 after completion of studies by a specially appointed nationwide
Association committee, Association By-Laws were amended to require that
qualified members clear over-the-counter transactions through facilities of NCC
and rules for its operation were adopted. As you know, these changes were accom-
plished with the cooperation and approval of the Securities and Exchange Com-
mission. The primary feature of the clearing process of NCC is use of, the
continuous net settlement (CNS) method for clearing and settling transactions.
This system was recommended for NCC use by Arthur D. Little & Co. of Cam-
bridge, Massachusetts in a report to the Association's Committee. In deciding
to implement CNS, a fundamental consideration was that a fully nationwide
system serving all broker-dealers on a non-discriminatory basis was the ultimate
goal.
In order to plan the organization and design of NCC an initial survey of

over-the-counter transactions nationwide was taken. Basically, it disclosed that
42% of an estimated 35,000 transactions per day took place within the New York
trading area and that the New York area traded with other areas of the country
in approximately 15% of all transactions. The survey also indicated that the
midwest area accounted for 8%, the south 4%, and the west coast 5%, with
trading among these centers accounting for 26% of all transactions. Since no
national clearing facility existed it was obvious that the methods for clearing
and settling transactions between dealers were numerous in quantity, extremely
varied in manner, cumbersome and time consuming. A delivery and a correspond-
ing payment was necessary as to each transaction every day with no netting or
other process to eliminate handling of funds and securities.
The only organized clearing entity for over-the-counter transactions at that

time was National Over-The-Counter Clearing Corporation, (NOTC) originally
sponsored by NASD, which functioned only in New York. However, NOTC used
the so-called balance order method for settlement wherein each day's trades
between members are netted and balance orders issued to those members having
balances to be delivered and paid for daily. No provision was made for trans-
actions which failed to settle, one of the central problems in control of securities
processing. It was recognized that for nationwide clearing the more efficient
system of continuous netting of all transactions in one centralized clearing corpo-
ration was necessary. By use of such a system, at the close of business an each
day, a member's securities balances and crash balances are carried forward and
are satisfied by receipt and delivery of securities or funds. Fluctuations in mar-
ket price of securities which have not been delivered are accounted for by a
daily mark to the market, requiring a cash deposit in the amount of the dif-
ference in price until the securities are delivered. Dividends are accounted for
and members are required to make deposits to a clearing fund which, under
NCC rules, may be used to satisfy liabilities which cannot be met by clearing
members.
In October 1971 NCC and NOTC were merged, and at the present time all

over-the-counter stock clearing in the New York area is accomplished through the
CNS method. In addition, NCC operates a balance order clearing service for
corporate bonds and an envelope delivery service whereby broker/dealers and
banks may deposit envelopes containing securities for receipts by other clearing
members. The dollar values of securities delivered through this service are
accumulated and net receiving members remit the net cash balances due daily.
The Service is separate and distinct from the CNS system and its fundamental
purpose is to provide a method for receipt and delivery of securities not pro-
cessed through CNS. An additional service is operated between Pacific Over-The-
Counter Clearing Corp. (POTC) and NCC and was originally instituted by
Pacific and NOTC to clear trades on pilot basis between certain members the
Pacific Coast and in New York City.
Within the past year NCC has made meaningful progress in instituting clearing

centers in other cities. Centers have been established and are operated by and
with the cooperation of the regional exchanges in Boston, Philadelphia and
Chicago. A center is planned for implementation later this year on the Pacific
Coast for operation by and with the cooperation of the Pacific Coast Stock
Exchange. In addition, independent centers have been established to service
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members in Atlanta, Milwaukee, St. Louis and Washington. We estimate that
more than 60% of the transactions of members in the New York area are cleared
and settled by NCC and that with full implementation nationwide this will be
expanded to include more than 90% of all transactions, not only those trans-
actions within the area of each center but also those transactions between mem-
bers in each of the geographical areas. During nationwide implementation we
have conducted training seminars for members' personnel in the use of the
system and we have timed the entrance of new members into the system in a
manner which would not be disruptive of their operations. We have, of course, re-
ceived full cooperation and helpful support from the Securities and Exchange
Commission and have endeavored to keep them advised of our efforts and goals.
It is, we believe only through institution of uniform and compatible procedures
nationwide that a viable and efficient mechanism can perform satisfactorily in
processing securities transactions.
When the system has been phased in nationwide it is essential that a linkage

be established with securities depositories. The NASD has been a member of the
Banking and Securities Industry Committee (BASIC) since its inception. We
are a party to the original agreement which describes the plan of the signato-
ries to establish the Central Certificate Service as the depository in the New York
area. The functions of the depository would be, by bookkeeping entry, to eliminate
to the extent possible the transfer of securities and to immobilize their move-
ment. We have supported the objectives of BASIC and also of the National
Coordinating Group, of which NASD is also a member. This group was formed
last year by representatives of the banking industry outside New York, and by
the Midwest and Pacific exchanges to coordinate the establishment of depositories
in these areas so that a comprehensive and compatible depository system can
be implemented nationwide. Depositories have been established in Chicago and
in San Francisco by the Midwest and Pacific Stock Exchanges, respectively. It
is our understanding that plans are now being implemented by all depositories,
including CCS, to become limited trust companies so as to encourage banking
authorities to use them.
It is encumbent upon NCC to provide methods, in cooperation with the various

depositories, whereby securities in the NCC system may move into the depository
environment since the goal of both the banking and the securities industry is
immobilization of certificates. NCC is now completing programs, long planned,
which will provide the means whereby members may, if they desire, permit se-
curities to remain in a free account for delivery to satisfy future continuous
net obligations of their own, to satisfy future customer requirement for delivery
of securities and by early 1974 to provide the means for delivery of securities
into the various depositories. We are pleased our progress toward linkage
with depositories is on schedule and we look forward to the time when all de-
positories have progressed to the point where facilities are available to account
for OTC issues nationwide.
I am appreciative of the Committee's patience in reviewing NCC's activity

to date. We would be delighted to answer any questions from the Subcommittee
or to provide any aditional information which might be helpful.

Senator WILLIAMS. Thank you very much.
Mr. John H. Perkins, president, Continental Illinois National Bank

& Trust Co. of Chicago, and chairman, National Coordinating Group
for Comprehensive Securities Depositories, is our next witness.

STATEMENT OF JOHN H. PERKINS, PRESIDENT, CONTINENTAL ILLI-
NOIS NATIONAL BANK & TRUST CO. OF CHICAGO, AND CHAIR-
MAN, NATIONAL COORDINATING GROUP FOR COMPREHENSIVE
SECURITIES DEPOSITORIES, ACCOMPANIED BY JOSEPH P. CORI-
ACI, HERMAN W. BEVIS, AND HAMILTOF F. POTTER, JR.

Mr. PERKINS. Mr. Chairman, I am John Perkins, president of the
Continental Illinois National Bank & Trust Co. of Chicago, and I am
appearing before you today as chairman of the National Coordinating
Group for Comprehensive Securities Depositories. I am accompanied
by my associate, Mr. Coriaci, and Mr. Bevis from New York, who is a
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member of our National Coordinating Group, and they will be avail-
able to help with questions if needed.
Our testimony today on behalf of our group on proposed bill S.

2058 parallels to a great degree that which we presented before this
committee last fall on then-proposed bills S. 3876, H.R. 14567, and H.R.
14826, and is limited to section 17A entitled "Processing of Securities
Transactions."
As we stated at that time, our group endorses the concept of "* * *

a nationwide system of interrelated regional depositories independ-
ently operated by the private sector to minimize the movement of
physical securities." I would like to stress, along with Mr. Macklin, that
a lot more progress has been made than meets the eye. Without going
into detail, I would like to touch on some of the key elements in this
development.
The Depository Trust Co., in New York, formerly Central Cer-

tificate Service, now has approximately $60 billion in securities on
deposit. The expansion and acceptance of this regional facility by the
brokerage and banking segments of the financial community certainly
demonstrates support for the overall underlying concept of "securities
immobilization."
Midwest Securities Trust Co., in Chicago. This depository now has

approximately $400 million in securities on deposit. The Chicago
clearinghouse banks have recently signed a memorandum of under-
standing with the Midwest Stock Exchange to develop the depository
further and expand its capabilities, and I might add, the clearing-
house banks have agreed to put up at least $1 million in the develop-
ment phase.
The Pacific Securities Depository in San Francisco has approxi-

mately $1.2 billion in securities on deposit. Like the Midwest, the west
coast banks have recently agreed to provide $2.26 million of financial
support to develop their regional depository further.
Common to all three depositories is the fact that they have all be-

come trust companies. In addition, the Depository Trust Co. has be-
come a member of the Federal Reserve System; the Midwest Securities
Trust Co. is in the process of applying for membership, and the Pa-
cific Securities Depository is in the process of doing the same.
Our National Group has recently approved the recommendations

made by our three working committees on the issues of: (1) Standard
funds settlement; (2) a financial industry numbering system, and (3)
insurance. These are the nitty-gritty type of things that take a lot of
time and a lot of digging to get the facts and then get agreement for
action.
A pilot interface study has been underway between the Depository

Trust Co. and the Midwest Securities Trust Co. for several months.
A like pilot program will begin shortly between the Midwest Securities
Trust Co. and the Pacific Securities Depository. Rather than dwell on
what we have and are doing any longer, I have submitted for the
record, a copy of our National Group's meeting minutes of June 4,
1973, and a copy of a letter to Representative John E. Moss, House of
Representatives, which was in reply to a letter he had submitted to our
committee. These documents will provide you with additional detail.
In reviewing S. 2058, and assuming that Congress determines to

enact legislation, our committee feels that we can and do support this



bill. We do, however, wish to reemphasize our overall position of
mandatory consultation on rulemaking between the SEC with the
appropriate bank regulatory agency, and we think the appropriate
bank regulatory agency should have rulemaking powers with respect
to safeguards for securities and funds in clearing agencies which are
chartered as banks and are members of the Federal Reserve System.
We concur and support the proposal that regulation of depositories be
the responsibility of the appropriate bank regulatory agency. The
SEC's enforcement authority under section 21 of the 1934 Exchange
Act is not to be exercised unless the bank regulatory agency fails to do
its job.
In the area of depository participation, we support the bill in its

reference to "operational capability" of a potential participant, but
we feel that two additional criteria must be considered and they are:
(1) character, and (2) financial responsibility. I would like to em-
phasize that we feel strongly that some minimum criteria on charac-
ter and financial responsibility of participants is an absolute must if
we are going to avoid some real troubles.
As we have stated, stressing the above points, we feel that the ap-

proach suggested in S. 2058 is acceptable and workable.
Mr. Chairman, I wish to thank the committee for this opportunity

to appear on behalf of our National Group and present our position
on these issues which are of such importance to the financial com-
munity and our entire economy.
Senator WILLIAMS. I wonder if we could put a little more meaning

into your suggestion that additional criteria be considered for charac-
ter and financial responsibility.
Mr. PERKINS. Well, I think the point that we had in mind there,

Senator, is that it would seem that, as I read the bill, if someone is a,
member of NASD or a securities exchange or the other things out-
lined, they could become a member of the depository. We think that
membership also should require some type of character test in the
sense that if someone has had a jail record or something like that he
could be forbidden membership because of it.
I realize this is getting to be a touchy area these days. We have the

problem all the time where we try to look at somebody's record we
are employing for the bank. But I think the depositories would feel
that they have to have this right to prescribe some standards and to
review an applicant's character and have the ability to turn him down
for membership. We feel the same about financial responsibility. We
think there are, for example, members of the securities exchanges
that don't have adequate financial responsibility maybe in some cases,
or at least the depository ought to have a chance to take its look at it.
Senator WILLIAMS. You are suggesting that even if qualifications

set out by the SEC were met that there should be an additional op-
portunity for the depositories who will be under the regulation of
tthe banking authority evaluate the credentials of candidates for
admission.
Mr. PERKINS. Yes. In a general way we are thinking that the deposi-

tory itself—I am not talking about setting up rules that would pro-
vide for automatic turndown or automatic acceptance but the
depository itself should have the right to make rules which would
presumably be approved by the regulatory agencies to examine appli-
cants to be members of the depository.
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Senator WILLIAMS. Now, let me just understand a little bit of our
problems of interface here.
Mr. PERKINS. Senator, could I comment further on this question you

just asked as to the character and financial responsibility? I think we
have to remember that in the long run we are hoping that banks in the
role of fiduciaries and others will put securities in these depositories.
In that connection I think the responsibilities are such that we would
want to be able to examine and each depository would want to have
the right to examine and have some say about who is a member.

Senator WILLIAMS. Now, who are you concerned about in terms of
who should be evaluated in terms of character and financial respon-
sibility? Who specifically are you talking about?
Mr. PERKINS. Participants who will be using the depository.
Senator WILLIAMS. Brokers?
Mr. PERKINS. It would be broker/dealers, among others; yes, sir.
Senator WILLIAMS. Among others. Who else?
Mr. PERKINS. An insurance company that's a member, mutual funds,

other banks-
Senator WILLIAMS. Are all of these that you are naming registered

as brokers?
Mr. PERKINS. No.
Senator WILLIAMS. They are not? Insurance companies are not?
Mr. PERKINS. No; and banks are not.
Senator WILLIAMS. In other words, the Exchange Act of 1934, does

not reach some of the areas you are addressing yourself to. Is that
right?
Mr. PERKINS. I think we are probably getting over my head tech-

nically, but perhaps-
Senator WILLIAMS. Now, the Exchange Act really has quite a de-

tailed section dealing with testing of character for a broker. There is
a whole long list under section 15 that lays it out quite clearly with all
of the misdemeanors and felonies, et cetera, et cetera, that are an im-
pediment to doing business as a broker. Certainly that is adequate, I
would think, in terms of what we usually consider as a character test.
But you are saying that some people who will be using the depository
will not be tested under the Exchange Act. Is that what you are
saying?
Mr. PERKINS. That would be part of it; yes. Perhaps Mr. Potter,

who is an attorney and working with us in this field, could add some-
thing to this. He has joined us here at the table.
Mr. POTTER. There is, as the Senator has stated, an itemization of

those grounds on which people may be excluded from registration. I
think the concern is that that list is not exhaustive. It does not, for in-
stance, permit evaluations as to whether or not a candidate for reg-
istration has been convicted of perjury or of extortion or of other
matters.
I think the concern also is that the experience that BASIC is be-

ginning to accumulate shows that there are certain types of behavior
patterns that emerge as, if you will, financial security risks, and as
these various patterns begin to emerge I think the cencern is that they
should be subject for evaluation whether or not they emerge as con-
victions of a particular crime or act that is enumerated.
I think what Mr. Perkins is saying is that subject to review by the

appropriate regulatory agency of the criteria and subject obviously
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of the right of any disappointed applicant to invoke an administra-
tive review of his turndown, that the depositories should have the op-
portunity to evaluate the criteria other than operational performance.
That is my understanding of the position.
Senator WILLIAMS. Do you have anything to add to that, Mr.

Perkins?
Mr. PERKINS. No.
Senator WILLIAMS. Now, you mentioned perjury as a possible im-

pediment to participation. Is that right?
Mr. POTTER. This is by way of illustration, Senator. I do not mean

to pick that particular one.
Senator WILLIAMS. The act does deal with crimes that go to se-

curity activity, does it not? It is not broader than that? As a limita-
tion upon participation and membership?
Mr. POTTER. Yes, sir; that is correct. Essentially, the position is

that, again subject to regulatory review, there should be a qualitative
evaluation that goes beyond this.
Senator WILLIAMS. There is a real problem here if the NCC clears

a guy and you don't clear him. Where does he fit in the picture? He
is out of business, isn't he?
Mr. POWER. I don't believe so, because he can clear through others

and there is a substantial group of people clearing through others
at this point and perhaps Mr. Bevis or someone else would like to
comment on that.
Senator WILLIAMS. I was assuming we were having a more inte-

grated system here. Under your proposal I would say that there are
people qualified to do securities business in some areas and not in other
areas. Is that a fair conclusion—your additional authority to evaluate
character?
Mr. POTTER. That would be correct and I think my proposal with re-

spect to that is that consideration might be given as to whethere or not
registration should be as automatic as it is or, if you will, the preclusion
from registration should be limited as it is.
Senator WILLIAMS. It would seem to me that given this first op-

portunity in the depository area to have an evaluation of character
and financial responsibility, that somewhere within the system there
should be a final court of apeal to consider, to hear, to evaluate.
Mr. POTTER. Yes, sir, and our proposal essentially encompasses that

by contemplating that a rule with respect to access would be subject to
not only the appropriate regulatory agency's approval of it in the first
instance, but also the application of that rule with respect to a particu-
lar candidate in the event that he is denied, and that would in effect
set up the court of last resort to which you have just referred.
Senator WILLIAMS. Now, I missed something there. Where would

that court of last resort be?
Mr. POTTER. That would be in the regulatory agency and obviously,

after that, it can go to courts under the Administrative Procedure
Act and so on, in the event that there's a feeling that the agency has
been arbitrary or capricious. That is the safeguard that is inherent in
the proposal and it would obviously be unfair to have it locked up in
a single rule. At the same time, it seems appropriate that there be a
chance to evaluate these other qualities as these patterns of behavior
or, if you will, the profile begins to emerge through BASIC's experi-
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ence and through other events. Otherwise, we are dealing with a fairly
short list and always looking over our shoulder.
Senator WILLIAMS. Do you have language that you would propose

to fill out the broad statement of character and financial responsibility?
Mr. PERKINS. Senator, we don't have that with us here. I think it's

certainly something we could work on and get together with the staff
on the specifics.
Senator WILLIAMS. Did you have a proposal on this last year?
Mr. PorrER. Yes

' 
sir, we did, and essentially the proposal that we

had before you was that the rules should not have the effect of unfairly
discriminating in the admission of participants or among participants
in the use of a clearing agency and the thought there was that you
would be able to select among applicants as long as you were not unfair
in your selection.
I'm anticipating a little bit Mr. Bevis' testimony tomorrow, but

his statement includes as an attachment some proposed language that
would give the opportunity for this kind of evaluation. It also goes
on to provide that, among other things, rules would contemplate the
conditioning of participation on the operational criteria that we are
pleased to see in the bill now.
Senator WILLIAMS. Well, I'll tell you, these days—I share your

concern. I'll tell you, we don't need any more equity funding. You know
what I mean? This is a very sensitive area from the viewpoint of the
consuming public and I share your concern. The next time we have one
of those—we have a bad market now—we will have a much worse
market later. So this has got to be dealt with in some depth and you,
Mr. Bevis, will be talking about this tomorrow?
Mr. BEVIS. Yes, sir.
Senator WILLIAMS. Well, I'll tell you, I want to confer at greater

length with you on this. I think you have touched something that is
of great concern to this Congress.
Mr. PERKINS. I think it is a big concern from that standpoint and

from all of our standpoints, too in terms of building depositories that
are going to have acceptability by the entire financial community.
This becomes a part of that, too.
Senator WILLIAMS. That is true; that is part of our consideration.

You use the words "fairness of access." Certainly we have to have that.
But we also have to do as much as we can to purify those who have
acc,ess.
Mr. PorrER. That is it and our proposal essentially would provide

the latitude, subject as I have mentioned to appropriate review first
at the regulatory level and if necessary at the court level.
[Complete statement follows:]



204

STATEMENT OF
THE NATIONAL COORDINATING GROUP FOR
COMPREHENSIVE SECURITIES DEPOSITORIES

BEFORE THE SUBCOMMITTEE ON SECURITIES OF
THE COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS

UNITED STATES SENATE - 5.2058

July 11, 1973

John H. Perkins

President
Continental Illinois National Bank
and Trust Company of Chicago

Chairman
National Coordinating Group

for
Comprehensive Securities Depositories



205

Mr. Chairman, my name is John H. Perkins; I am President of the

Continental Illinois National Bank and Trust Company of Chicago. I am, however,

appearing before you today as Chairman of the National Coordinating Group for

Comprehensive Securities Depositories. My testimony today on behalf of our

Group on proposed Bill S.2058, parallels to a great degree that which we presented

before this committee last fall on then-proposed Bills S.3876, H.R.14567, and

H.R.14826 and is limited to "Section 17A" entitled "Processing of Securities

Transactions."

As we stated at that time, our Group endorses the concept of "---a nation-

wide system of interrelated regional depositories independently operated by the

private sector to minimize the movement of physical securities." We also stated

that we preferred this approach because "A series of regional depositories can

come into being more quickly than can a national depository." A great deal has

been accomplished relative to the development of regional depositories over

the past several months. Without going into detail, I would like to touch on

some of the key elements in this development:

Depository Trust Company in New York ,

(formerly Central Certificate Service)

This depository now has approximately $60 billion in securities

on deposit. The expansion and acceptance of this regional facility

by the brokerage and banking segments of the financial community

certainly demonstrates support for the overall underlying concept

of "securities immobilization."

98-978 0 - 73 - 14
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Midwest Securities Trust Company in Chicago 

This depository now has approximately $400 million in securities

on deposit. The Chicago Clearing House Banks have recently signed a

Memorandum of Understanding with the Midwest Stock Exchange to

develop the depository further and expand its capabilities.

Pacific Securities Depository in San Francisco 

This depository has approximately $1.2 billion in securities

on deposit. Like the Midwest, the West Coast Banks have recently

agreed to provide $2.26 million of financial support to develop

their regional depository further.

Common to all three depositories is the fact that they have all become

Trust Companies. In addition, the Depository Trust Company has become

a member of the Federal Reserve System; the Midwest Securities Trust Company

is in the process of applying for membership, and the Pacific Securities Depository

is in the process of doing the same.

Our National Group has recently approved the recommendations made by our

three working committees on the issues of:

1. Standard Funds Settlement

2. A Financial Industry Numbering System, and

3. Insurance

A pilot interface study has been underway between the Depository Trust

Company and the Midwest Securities Trust Company for several months. A like

pilot will begin shortly between the Midwest Securities Trust Company and the

Pacific Securities Depository. Rather than dwell on what we have and are doing
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any longer, I have submitted for the record, a copy of our N
ational Group's

meeting minutes of June 4, 1973, and a copy of a letter to R
epresentative

John E. Moss, House of Representatives, which was in repl
y to a letter he

had submitted to our Committee. These documents will pro
vide you with

additional detail.

In reviewing S.2058, and assuming that Congress determine
s to enact

legislation, our Committee feels that we can and do support th
is Bill. We do,

however, wish to re-emphasize our overall position of m
andatory consultation

on rulemaking between the SEC with the appropriate bank
 regulatory agency,

and we think the appropriate bank regulatory agency shou
ld have rulemaking

powers with respect to safeguards for securities and funds in c
learing agencies

chartered as banks and are members of the Federal Reserve 
System. We

concur and support the proposal that regulation of depositor
ies be the responsi-

bility of the appropriate bank regulatory agency. The SEC's
 enforcement

authority under Section 21 of the 1934 Exchange Act is not to
 be exercised

unless the bank regulatory agency fails to do its job.

In the area of depository participation, we support the
 Bill in its reference

to "Operational Capability" of a potential participant, 
but we feel that two

additional criteria must be considered and they are:

1. Character, and

2. Financial Responsibility

As we have stated, stressing the above points, we fee
l that the approach

suggested in S.2058 is acceptable and workable.

Mr. Chairman, I wish to thank the committee for this
 opportunity to

appears on behalf of our National Group and present our 
position on these issues

which are of such importance to the financial community
 and our entire economy.
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John Perkins convened the meeting by welcoming all present and suggesting that

every effort would be made to follow the agenda as presented.

William Somerville then began the proceedings by bringing the Group up to date

on the status of the Toronto Depository. He indicated that their primary

functions thus far have included coordinating the activities of the banks,

brokers, and trust companies. The Toronto Depository is basically of the

Transfer Agent type. That is, the depository functions as an agency service

bureau for the transfer agent. In addition, the Toronto Depository is acting

as the Canadian Agent for CUSIP.

Thomas Phelan reported on the progress of the Pacifi Securities Depository.

He indicated that the banks on the West Coast have made a financial commitment

of $2.25 million to support further development of the Pacific Depository. It

is expected that the eventual total depository cost will be in the neighborhood

of $7 million. Although the PSD received trust company approval late last year,

they have yet to activate their charter. They are in the process of preparing

their Rules Package for submission to the Securities and Exchange Commission.

The depository has approximately 9,000 issues on deposit at the present time

with a market value of $1.2 billion. Sam Stewart confirmed and expanded on

Mr. Phelan's comments.

William Dentzer stated that CCS became "The Depository Trust Company" on May 11, 1973.

The DTC has been approved for Federal Reserve membership. Their Rules Package has

virtually been approved by the SEC. They are continuing to expand membership as

well as adding issues and registered bonds into their system.

George Becker along with Messrs. John Perkins and Michael Tobin reviewed the

current status of the Midwest. They indicated that a letter of agreement between

the banks and the Exchange had been approved which not only calls for a split-off

of the depository activity from clearings, but also commits $1 million during

the first year on the part of the banks to develop the depository system further.

Tentative approval of the Midwest Securities Trust Company has been received and

final approval is expected at any time. The Midwest has also applied for Federal

Reserve membership. In the area of depository interface, the New York Depository

has looked carefully at the Midwestoperatingsystems and the few question areas

which exist are being addressed. One-way interface between New York and Chicago

has been piloted for the last three months with the hope of two-way interface

beginning shortly.

Gordon Macklin commented on the progress of the National Clearing Corporation.

NCC currently has 300 members and they are continuing to expand. Their operations

include New York, Boston, Philadelphia, Chicago, Atlanta, Washington, D. C., and

St. Louis. Their Clearings list includes 7,800 issues. NCC is looking at a

new "free account netting system." Relative to this system, are some questions

with regard to duplication of activity in a regional depository environment. It

is NCC's intent to ultimately interface with the various regional depositories.

The meeting proceeded to the point in the agenda where reports from the working

committees were submitted. John Stimpson reported for David Morgan on the

question of depository insurance. He reviewed the study steps taken by the

subcommittee and then proceeded to recap their findings:
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a. Regional depositories should develop and maintain coverage onan individual basis. When total interface of regional depositorieshas been achieved, and some experience has been developed,
consideration for some form of catastrophic blanket coveragewould be appropriate.

b. An educational program for Insurance Industry representativesshould be developed to acquaint the Insurance Industry with
the new environment created by regional depositories.

The National Coordinating Group approved the findings of thestudy and the working committee will develop implementation
strategy.

William Jaenike reported on the Financial Industry Numbering System (FINS).He began his presentation by stating that this is really not a system but astandard way of identifying the securities processors whereas CUSIP identifiesthe securities. His presentation was one of general review including the"what is it and how and when to use it." The FINS concept, as recommendedby the working committee, was endorsed by the National Group. The workingcommittee will develop implementation strategy.

Jack Griffiths and George White reported on Standard Funds Settlement. Aftersome discussion relative to historical and source data issues, the recommendationof a "Funds Valued Tomorrow" environment was presented. It was further recommended,that for the sake of equity on the part of depository participants, implementationshould take place as soon as possible. The National Group approved therecommendations of this committee and the working committee will now developimplementation strategy.

John Meyer reported on the status of Uniform Commercial Code changes in thevarious states and also shared some observations relative to H.R.5050. Sam Stewartis scheduled to be in Washington shortly, and he will attempt to visit withRepresentative Moss or a member of his staff in an effort to update them onthe present status of the various regional depositories. The National Groupencouraged Sam in this regard since so much is happening so rapidly in thedepository environment that an updating might be helpful.

The National Group maintains its position as stated in the past relative toproposed legislation on the rule making for and regulation of depositories.

The Hartford and Boston areas are still studying the possibility of developingregional depositories. The question of whether or not these areas should beincluded on the National Group was once again reviewed. It was decided thatthe opportunity for membership should remain open, yet membership should notbe granted until the criteria, as previously established, is met.

John Perkins referred to the status reports presented earlier and reinforcedthe need for full interface as soon as possible. Although studies,correspondence, pilot one-way interfaces, and conversations are and have beengoing on relative to this issue, he felt that the regional depositories aresufficiently well along to be more specific in this area. He restated thefact that there is no doubt in his mind that there is general agreement inprinciple on the entire issue of interface. As a result, he requested thatby July 1, a letter be submitted to him by each of the four depositories (DTC,
MSTC, PSD, and NCC) stating the guidelines for interface.
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Mr. Perkins also circulated a letter dated May 29, 1973, which he had received
from Representative John E. Moss. It was felt that the progress of the National
Group was considerable and that responding to Representative Moss' letter
should not present any problems.

The meeting adjourned without a specific date being established for the next
meeting.

JPC:MOB
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July 5, 1973

Representative John E. Moss
Chairman
Subcommittee on Commerce and Finance
Interstate and Foreign Commerce Committee
Congress of the United States
House of Representatives
Washington, D. C. 20515

Dear Mr. Moss:

Your letter of May 29, 1973, relative to the progress being made
by the National Coordinating Group was very timely. It just so
happened that the National Group was scheduled to meet on June 4,
and we had an opportunity at that time to discuss it.

I would like to respond to your letter by directing my comments
to the three questions which you raised:

(1) "Guidelines for the interface of regional depositories"

As you will notice in the minutes of our meeting, Enclosure A,
a considerable amount of work has been devoted to depository
interface. Some of the guidelines have been completed, and
others are being developed, including:

p!positories as eligible dtRositors

The foundation for depository interface is provided by each
depository's being a depositor in the other depositories.
Thus, Depository "A", being a depositor in Depository "B",
can receive and deliver securities by book-entry from and
to other depositors in "B", just like any other of "B's"
depositors. Of course, "A" would be receiving and delivering
in "B" on instruction of its own participants. In this
respect "A" is little different from broker and bank
depositors who are parties to book-entry transactions in
depository "B" on behalf of their many customers.

A pilot interface test has been in progress for several months
between the Midwest and New York Depositories. Details are
now being worked out for a similar test between the Midwest
and the West Coast.

Each depository's rules approved by the SEC provide that a
depository shall be eligible to be a "Participant" (i.e.,
depositor).
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Representative John E. Moss
House of Representatives
Washington, D. C. 20515

Depositories as custodians for  one another

July 5, 1973

Under the Uniform Commercial Code a "clearing corporation" must, as a

practical matter, keep possession of securities held by it or place

them in a custodian bank. Interface depends on the capacity of

depositories to act as custodians for each other.

This interrelationship among depositories can be accomplished when
depositories are chartered as banks (i.e., trust companies incorporated

under banking law). This has now been done, as concerns the Midwest,

West Coast, and New York depositories.

Regulatory coordination and supervision 

Although each of the' three depositories will be subject to examination

and supervision by their respective state banking departments, what
might be called another aspect of depository interface is coordinated
regulation.

This has been accomplished by the taking of two steps. The first is the

submission of each depository's articles of incorporation, by-laws, and
rules to the SEC for review and approval. This has been done by the
Midwest and New York depositories, and is in process for the one on
the West Coast.

The other step is to obtain coordinated bank supervision and examination.
This is to be accomplished by having each depository become a member of
the Federal Reserve System. The New York depository has already received
such membership and the Midwest is in the process of applying.

Funds settlement

An important question of depository interface is the manner in which the
cash side of securities transactions is settled both among depositories
and between a given depository and its depositors.

A working committee of the National Coordinating Group has studied this
matter in depth and has made recommendations which have been adopted by
the National Coordinating Group.

A copy of the Working Committee report is enclosed. (Enclosure B).

Other Interface Matters

Task forces from the depositories are working on a number of technical
and procedural matters. Interdepository custodian agreements are being
drafted. The use of facsimile and other fast transmission methods is
being worked out. Enclosure C, a report on 'Applicability of Electrical
Communications Within a Depository" is being used to advantage. Other
operating-level questions as to detail are surfacing and, one-by-one,

being disposed of.
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Representative John E. Moss
House of Representatives
Washington, D. C. 20515

July 5, 1973

Attention is also being given to some longer-range opportunities for

efficiency and effectiveness. Development of a standard financial

industry numbering system (FINS) has been approved and steps authorized

to implement. This standard is not urgently needed now, but will

definitely be needed later to facilitate use of modern communications

technology.

In general, it is believed that depositories can--as they are the hub--

act as leaders, stimulators, and catalysts among the entire financial

community in bringing modern technology to a major part of the trade

completion process. Even for transactions in securities which cannot

be made eligible for depositories--but every effort should be made to

expand the eligible list--the related systems effect should be

substantial.

(2) 'Whether banks are giving financial support to the development

of depositories"

The answer to this question is "yes" - "banks are giving financial

support to the development of depositories."

(a) Six Chicago banks have committed $1,000,000 in the next 12 months

for the further development of the Midwest Securities Trust Company.

This commitment is reflected in paragraph 3 (page 8) of a Memorandum

of Understanding executed by the six banks and the Midwest Stock

Exchange, a copy of which is enclosed. (Enclosure D).

(b) The West Coast banks have committed, for Phase I, $2.26 million

for the development of the Pacific Securities Depository. The total

projected capital investment for the whole project is $7.4 million.

(c) The 12 New York Clearing House banks have contributed to BASIC

from its formal inception on March 11, 1970, the amount of $650,000

or 50 per cent of the $1,300,000 expenses incurred by BASIC to date.

The remaining 50 per cent has been paid by the American Stock Exchange,

National Association of Securities Dealers, and the New York Stock

Exchange, each of whom assume 1/3 of the aforementioned 50 per cent.

The Memorandum of Understanding executed in September, 1971, on a

Comprehensive Securities Depository System between American Stock

Exchange and the New York Clearing House banks is reproduced on

pages 1922-28 of your 1971 hearings. For ease of reference, a copy

is enclosed herewith. (Enclosure E).

(d) In addition to these incurred and contemplated out-of-pocket

expenditures the Midwest, West Coast, and New York banks have con-

tributed extensively the time and experience of many of their officers

and staff to the actual development and usage of the depositories in

their respective areas and to the development of a Comprehensive

Securities Depository System. Some of these contributions are evidenced,
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Representative John E. Moss
House of Representatives
Washington, D. C. 20515

July 5, 1973

among other things, by their work pertaining to depository interface,

insurance questions, the CHIPS, CUSIP, and FINS Systems, Standardization

of Funds Settlement for Securities Transactions, development of

collateral loan programs for brokers and banks at depositories and

by banks depositing securities with depositories, as participants,

on a trial basis pending clarification of regulatory and other

questions.

The American Bankers Association has expended time, effort, and advice

in furthering the necessary amendments to the UCC and by conducting

and participating in seminars as to depository procedures and benefits.

It is clear that banks are not only "giving financial support to the

development of depositories" but are incurring further and indirect

costs by contributing people, time, and experience in large measure.

These commitments reflect the view that through participation in the

development of depositories the banks, all of whom have fiduciary

responsibilities, can assure that depositories will have the appropriate

character, operational, financial, legal capabilities, and regulatory

atmosphere.

(3) 'What, if any, new problems have arisen in the development of
the interregional concept. More particularly, what is the
probable effect of requiring new and higher rates of return
on capital or increased interdepository charges?"

No unforeseen problems of substance have been encountered. Some foreseen

procedural problems remain to be resolved--and will be--such as the

handling of dividends, proxies, withdrawal of nominee certificates, etc.,

where the internal procedures for the handling of such matters now
differ among depository operations.

As to "requiring new and higher rates of return on capital or increased

interdepository charges', it is contemplated that beyond a nominal rate

of return on shareholders' investment, depositories' charges to users

would be scaled to cover depository costs.

Our committee appreciates your interest in this effort and the opportunity to

tell you of our continuing progress. We will continue to keep your Committee

informed.

Sincerely,

Chairman
JHP:MOB

Enclosures (5)
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MEMORANDUM OF UNDERSTANDING
ON A

COMPREHENSIVE SECURITIES DEPOSITORY SYSTEM

MAY 9, 1973

I. Objective of Parties

A. It is the desire and intention of the undersigned (the "Parties") to

establish and operate a Securities Depository, herein described as

the Midwest Securities Trust Company (MSTC). MSTC will

provide support for and depository services to the financial

community and will interface with other autonomous depositories

across the nation to form a depository system.

B. The purpose of MSTC shall be to accomplish, insofar as

reasonably practicable, (1) immobilization of stock certificates

and other securities by causing them to be deposited with MSTC;

(2) effectuation of the transfer of title to, and liens, on, such

securities within MSTC by so-called "book-entry" methods; and

(3) effectuation of cash settlements with respect to transfer of title

to securities effected by "book-entry" within MSTC. '1'o this end,

the Parties agree that participation in MSTC by various types of

institutions holding and trading large quantities of securities

should be encouraged.

II. "Creation of the Midwest Securities Trust Company (MSTC)

A. Midwest Stock Exchange Clearing Corporation (MSECC) is currently

operated as a subsidiary of the Midwest Stock Exchange (MSE. )

MSECC provides trade recording and processing, settlement,

depository, and special services facilities
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for its participants. The MSE is currently taking action to

reorganize MSECC as Midwest Securities Trust Company

(MSTC) under the provisions of the Illinois Business

Corporation Act, and the Illinois Trust Company Act, and

to make application for membership in the Federal Reserve

System. All shares of MSTC will he owned initially by MSE.

B. Unless this memorandum is cancelled and provided the

parties continue in good faith to work toward the achievement

of the objective contemplated hereby, the MSE intends within

ninety days from the signing of this Agreement, to establish

Midwest Clearing Corporation (MCC) as a separate wholly-

owned subsidiary of MSE, distinct from MSTC, and to transfer

to MCC, necessary personnel, computer facilities, rights to

space, and other appropriate facilities in order to permit MCC

to conduct non-depository functions as determined by the Board

of MSTC. In the event of the establishment of MCC, MSTC would

retain an adequate cash settlement facility.

C. The parties agree to use their best efforts to gain trust company

status for MSTC as quickly as possible by endorsing necessary

action required of organizations or individuals such as the

Securities and Exchange Commission, Illinois Commission of

Banks and Trusts, Illinois Secretary of State, and the Federal

Reserve Board.

D. It is understood that as MSTC is initially organized:

1. MSTC's Board of Directors will consist of twenty-one
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individuals to be elected by the sole stockholder MSE

in accordance with the provisions of the Illinois Business

Corporation Act. At the time of the establishment of MCC,

as an entity separate from MSTC, MSE: as stockholder will

elect a new Board of Directors for MSTC, consisting of

nine individuals, from a slate of nominees, four 01

whom will be nominated by the MSE and four of whom will

be nominated by the Chicago Clearing House Association

banks, and a ninth who will be nominated jointly by the

MSE and the Chicago Clearing House Association banks,

and who upon election, shall also be elected President and

chief executive officer of MSTC.

2. The Board of Directors shall have the power to adopt and

amend By-Laws and Rules for MSTC by affirmative vote of

six Directors.

3. The Board of Directors of MSTC will act to provide the

staffing of the Corporation, including the election of such

additional officers and the appointment of such permanent

or temporary committees and advisory panels as may be

required or desirable for the coLduct of its activities.

However, the parties agree that duplicated staffs, facilities,

etc. are to be minimized so that the costs of MSTC and MCC

are to be approximately the same as if all of their activities

were performed under MSTC.

E. It is recognized that all legal matters, as well as the fees,
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procedures, mode of operation, management and financial

responsibility of MSTC must be satisfactory to all of the

Parties.

F. It is intended that the Board of Directors of MSTC shall

from time to time fix the charges to be imposed by MSTC

for services rendered. It is anticipated that services to

be rendered by MSTC shall include: book-entry transfer of

title to securities within the system, acceptance and processing

of deposits of securities, processing of pledges on securities

within the system, release and substitution of pledged

collateral within the system, and cash settlements of transfers

of title to, and custody of, securities within the system.

G. It is understood that the Parties will make such investigations

of the proposed MSTC operation and such recommendations

with respect thereto as they consider appropriate to assure

themselves that the procedures, safeguards and controls are

designed reasonably to protect the securities deposited by

them within the system and to provide for accurate recording

of all transactions which are to be effected within the system.

H. The provisions of the present Blanket Bond coverage of MSECC

will be applicable to MSTC, and such coverage is in an amount

reasonable for MSTCHs prospective operations. Losses shall

be paid first under that bond and thereafter under the blanket

bonds of the respective participants. Each participant shall

obtain a rider to its blanket bond to accomplish this coverage.

Each participant of MSTC shall contribute to a Participants
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Fund to be established by MSTC, which fund shall be similar

in purpose to the Clearing Fund of MSECC. Such fund shall

be available to meet any and all liabilities of MSTC to any

party and shall consist of contributions of cash or government

bonds (or an open account indebtedness adequately secured

thereby) contributed by each depositor. The Board of

Directors of MSTC shall fix the contribution of each such

participant on an equitable basis. As in the case with the

Clearing Fund of MSECC, each participant of MSTC shall

be liable for an additional assessment up to the amount of

its contribution to the fund in the event the fund is insufficient

to meet the liabilities of MSTC.

Expansion of MSTC

A. The Parties pledge to use their best efforts to secure in all

States as promptly as possible appropriate and mutually

acceptable amendments to Article 8 of the Uniform Commercial

Code, and in particular S.8-102(3) thereof, to the end that MSTC

will qualify as a "Clearing Corporation" under the laws of such

states even though the capital stock of MSTC may be held not

only by one or more national securities exchat,ges or national

securities association, but also by institutions which are subject

to supervision or regulation by State or F'ederal authority, such

as, but not restricted to, banks and insurance companies.

B. The Parties also pledge to use their best efforts to secure in

all States as promptly as possible appropriate and mutually

acceptable changes, in, or additions to, applicable statutes,
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rules and regulations affecting fiduciaries, custodians, and

other institutions holding large quantities of securities, to

the end that any such holder may properly deposit securities

held by it in MSTC and effect securities transactions through

MSTC.

C. The Parties agree that the facilities and procedures of MSTC

should be planned in anticipation that MSTC will be able to

interconnect with one or more similar depository systems

that have been or may be organized in other States, or serve

as a local depository for a national depository system which

may include one or more depositories.

D. MSTC will encourage various types of institutions which are

subject to regulation by a State or Federal agency and which

own or hold substantial amounts of securities eligible for

inclusion in MSTC to participate in MSTC to the greatest

practicable extent. A determination by the Board of Directors

of MSTC of the acceptability of any particular institution as a

participant shall take into account Such institution's financial

responsibility, character, and its capacity to adapt to the

operation of MSTC with minimal disruption and dislocation

of the system.

IV. Distribution of Ownership of MSTC

A. Prior to distribution of ownership of MSTC, the parties agree

to establish a value of MSTC to be used as a basis for payment

to the MSE in return for shares of MSTC distributed by the MSE

pursuant to such plan as described in the following paragraph.

98-978 0 - 73 - 15
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Such valuation is to be based not only on the cost of developing

and installing the MST System used by MSTC, but also the

reproduction cost of the system, and the acquisition costs

of similar systems.

B. The Board of Directors of MSTC, within one year from the

date of this agreement, will develop and approve a plan for

the eventual distribution of the capital stock of MSTC among

its various participants. Four directors may veto any such

proposed plan. The specific plan cannot presently be

anticipated but might be based on,

1. Utilization of the services of MSTC which might

consider such factors as dollar value of deposits,

effected transactions, fees paid, etc.

2. Financial commitment to development of MSTC.

3. Redistribution of ownership on an annual basis.

C. At such time as amendments in various states to Section 8-102(3)

of the Uniform Commercial Code make it possible for a

depository to be owned by entities in addition to a national

securities exchange, it is contemplated that ownership of

shares of MSTC, Inc. in its trust company form will be

broadened to reflect the intention that it becomes a user-

owned entity.

Q. The Board shall be reconstituted as participation is expanded

to include other financial institutions.

V. Interim Operation of MSTC

A. Subsequent to the establishment of MSTC, it is understood:
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1. That MSTC must use the services presently provided by

the MSE for a period of three years commencing with the

time of signing of this memorandum, and that such

services may be discontinued, by either MSE or MSTC,

after the three years upon six months prior written notice.

2. MCC, when established, will contract with MSTC for

certain services which are best performed by MSTC.

Such services will be provided by MSTC to MCC for a

period of three years commencing with the time of

signing of this memorandum, and can be altered or

discontinued after the three years upon six months

prior written notice by either MCC or MSTC. Further,

the prices of these services provided by MSTC, cannot

be increased, except for inflationary caused escalation,

without prior MSE authorization.

3. In order to encourage the Parties to participate as quickly

as possible in MSTC, and to remove from MSE the burden

of underwriting the full costs of MSTC after separation of

non-depository activity, the Parties agree to contribute

funds to MSTC operations for a period of one year in an

amount mutually agreed to by the Parties, such amount

not to exceed one million dollars.

4. In order to properly allocate costs and revenues between

MSTC and MCC, a firm of certified public accountants

will be hired to make a review of the cost and revenue

allocation of the two entities' operations and submit

(
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appropriate recommendations.

5. That contribution of funds made by the Parties, as

specified in paragraph 3 above, will be credited to

them as part of the payment for ownership acquired

at the time of distribution of MSTC shares by MSE.

B. The Parties, other than the MSE, will assist the MSTC in their

efforts by providing individuals to assist in marketing MSTC's

services during the first year to non-broker/dealer institutions

to insure broad participation in the system.

VI. Miscellaneous

A. The Parties agree that this Memorandum shall not be construed

as a legally binding contract or agreement and that it does not

impose any obligations or commitment on any of the Parties.

It is merely as an expression of the present intention of each of

the Parties and an indication of such Party's willingness to extend

its best efforts in good faith to achieve the objectives outlined

herein.

B. The MSE may at any time, in its discretion, whether as a result

of the development of a clearing depository agency by others, or

a change in law making the development of MSTC inappropriate,

or otherwise, terminate the further implementation of this

Memorandum and retain MSECC as it presently exists, or in its

reorganized form as MSTC in which event this Memorandum for

all purposes shall be cancelled. Any other Party may at any time

in its discretion terminate its participation in the activities

provided for herein without liability under this Memorandum,
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or otherwise but such action shall not terminate the

participation of any other Party.

SIGNATORIES 

AMERICAN NATIONAL BANK & TRUST COMPANY

BY Zri 
(

CONTINENAL ILLINOIS NATIONAL BANK &

BY

TRUSS MPANY OF CHICAGO

THE NATMBeN F HICAGO

BY

HARRIS TRUST & SAV NK

BY

LASALLE NATIO

BY

MIDWEST STOCK EXCHANGE, INC.

BY 

THE NON TRUST C('MPANY

BY 

Date

Date

Date

Date

Date

Date

Date
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Background 

In July 1970, the Security Imprinting and Processing (SIP)

Task Force sponsored by The American Bankers Association issued its

Final Report and Recommendations. Among other things, SIP called

for the adoption of FINS by the banking and securities industries.

The SIP FINS recommendation is Exhibit I. In short, FINS, which was

developed by the CUSIP Technical Subcommittee between 1968 and 1970,

would provide a unique number for every financial institution involved

in securities processing.

Also in July 1970, the BASIC Task Force distributed approxi-

mately 100 copies of the FINS recommendation within the banking and

securities industrie-s soliciting comments. Seventeen replies were

received. These generally agreed with the theory of FINS but saw

no use for it then and would have trouble justifying the change from

whatever numbering system they were using.

As a result, the matter was shelved until early 1971 when

the BASIC Task Force studied the matter again, suggested a modification

to the structure of the number which would make it compatible with

existing numbering schemes, and issued a draft report dated February 16,

1971, see Exhibit II. However, BASIC did not recommend that FINS be

adopted.
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Current Developments

In December of 1971, the National Coordinating Group for

Comprehensive Securities Depositories (NCG), consisting of banking

and securities industry leaders in New York, Chicago, and on the

Pacific Coast, ,,was formed to insure that depository developments in

these areas were coordinated. NCG is actively considering the use

of FINS to idE:ntify the membership within the national depository system.

In anticipation of the NCG needs, the BASIC Task Force

opened new discussions with various people within the industry.

Included were representatives of the Bank Administration Institute (BAI)

who were working with the Bank Communications Committee on the sub-

ject of standards for interbank messages. The BAI provided an analysis

(Exhibit III) of numbering systems planned or proposed which might be

merged with FINS or substituted for FINS. This analysis was discussed

with several industry leaders and the BA! people. The consensus was

that FINS should not be consolidated with any of the other numbers

because of its unique requirements, the difficulty in accomplishing any

merger, and the fact that benefits (to banks using the numbers) from

any merger were questionable at best.

Subsequently, a discussion was held with a member oi the

Bank Communications Committee who is also a member of the American

National Standards Institute (ANSI) Committee working on industry

numbering systems. It was his recommendation that the banking and

(
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securities industry approach ANSI to assign a block of numbers (e.g.,

81 XXX>OCO for use within the industry. The industry would control

the assignment of numbers within the block to its organizations. Other

similar blocks of numbers would be assigned by ANSI for use in non-

securities types of financial transactions such as credit card transactions,

so there is a cohesiveness to the total approach that would be taken

here.

In conversations with representatives of the National Clear-

ing Corporation (NCC), it was learned that NCC is now assigning four-

digit numbers (as well as NASDAQ alpha mnemonics) to their broker-

dealer members. Care is being taken to coordinate with the NYSE so

that there are no conflicts or duplications between NCC assignments and

the NYSE's Stock Clearing Corporation assignments. The NCC numbering

arrangement is compatible with FINS in that two digits would be added

ahead of the NCC number while the existing four digits would remain as

now assigned.

It has been argued, convincingly, that a six digit (with an

additional check digit possible) number is too long and error prone for

use by clerks. Only three of the four digits in the NCC number are

normally used when clerks route envelopes for deliveries and transfers.

However, there is an awareness that with the gradual elimination of

stock certificates more and more securities settlement will be done on

an automated basis. (One example of this is the system being developed
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in New York to permit placing transfer instructions on magnetic tape --

a system which calls for the use of the FINS number or some equivalent.)

The need for FINS will increase as automation increases and as depositories

interface with one another using electronic communications. The FINS

arrangement proposed would permit the manual three digit number to

co-exist side-by-side with the six digit number employed in automated

systems. Thus FINS need not cause upheaval to the remaining manual

processes especially those that are intra-region or intra-depository.

It is worth mentioning the alternative to an inter-depository

numbering standard. If each depository had its own set of numbers to

identify national firms every transaction for such a firm that crossed

depositories would require the receiving depository to convert the

incoming firm number to its own internal number. This could be expen-

sive and error-prone.

FINS Assignment and Maintenance 

The question of funding the development and maintenance of

FINS has been discussed with a number of industry organizations includ-

ing the NASD, NCC, American Bankers Association, Stock Transfer

Association and the American Society of Corporate Secretaries. From

the NCC standpoint, they are already maintaining and enlarging their

clearing member list and it seems reasonable to ask them to continue

this but on a FINS basis. From the banking side, the ABA indicated
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that Rand McNally, who handles the assignment of the eight-digit bank

routing and transit numbers (which appear in the lower lefthand corner

of checks), would be the logical organization to handle the assignment

of bank FINS numbers. ABA personnel indicated that their organization

would support a request to Rand McNally to incorporate this FINS number

system with their current bank responsibility.

However, for other industry segments, especially transfer

agents, the burden of FINS will probably fall on the depositories. It

is suggested here that CCS (as the first and largest depository) take

on responsibility for assigning numbers to transfer agents, insurance

companies, and funds, and that the other depositories work out an

arrangement for obtaining that portion of the FINS directory from CCS.
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ExEuBrr I

Section D 

Financial Industry Number System (FINS) 

Included among the original CUSIP objectives was the

development of a standard number system which would uniquely

identify all brokers. However, as the Committee did not

consider it appropriate that the system be developed by per-

sons outside the brokerage industry, it requested the National

Association of Securities Dealers to form a special committee

to work on this phase of the CUSIP standards program.

The Special Committee comprised of the persons set forth

below held its initial meeting in September 1968.

Junius W. Peake - Shields & Co. - Chairman

John S. Barker - McDonnell & Co., Inc.
Lee C. Monett - NASD
Joseph F. Morley - ASEF
Jack Quick - American Stock Exchange

William Tuite - Burnham & Co.
Frank Zarb - Goodbody & Co.
John Nave - Goodbody & Co.

Philip Bernadeo - Goodbody & Co.
Norman Epstein - E. F. Hutton
Lee Arming - New York Stock Exchange

Carl Byham - American Stock Exchange

The Committee developed specific guidelines for a Financial

Industry Number System (FINS) from which the CUSIP Technical Sub-

Committee then developed the recommended detailed specifications

contained in this section of the report.

It should be noted that while a five (5) digit number could

accommodate all the names which will be assigned numbers initially,

it will not provide a reserve for future expansion sufficient to

insure an acceptable life span for the system.

To date these specifications have not been formally accepted

by the NASD.
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Section D

Recommended Specifications for a
Financial Industry Number System (FINS) 

A. Names to be Included in the System

1. U.S. Broker-Dealers - All U.S. Broker-Dealers (firms)
which are either NASD members or appear in the Standard
& Poors Security Dealers of North America Directory.

2. All U.S. Banks assigned an ABA Transit Number including
Foreign Bank agencies located in the U.S. and Federal
Reserve Banks.

3. Nominees - Nominees of all Banks, Broker-Dealers, and
other organizations. Initially this would be the approx-
imately 5,000 listed by the American Society of Corporate
Secretaries in their annual directory.

4. Non-Bank Transfer Agents - would include professional
agents, e.g., Registrar and Transfer etc. and corporations
doing their own transfer work. Companies which provide
their own transfer facilities and also use a professional
transfer agent could be excluded. However, to simplify
the assignment it is recommended that a number be assigned
to each non-banking corporation for which a CUSIP issuer
number has been assigned.

5. Foreign Brokers - as designated by the NASD.

6. Foreign Banks - All Canadian Banks and other foreign banks
as designated by the NASD. This is in addition to the Foreign
Bank agencies located in the U.S. which will be included in
(1.) above.

7. Clearing Corporations as designated by the NASD.

8. Regulatory Agencies - as designated by the NASD.

9. Statistical Service Organizations - as designated by the NASD.

B. Number Format

The basic number will be comprised of six (6) digits plus a
Modulus 10 Double add Double Check Digit.

The basic number will be blocked by type of organization as
follows:

000001/099999 U.S. Broker-Dealers
100000/199999 U.S. Banks, etc.
200000/299999 Nominees
300000/399999 Non-bank Transfer Agents
400000/499999 Foreign Brokers
500000/599999 Foreign Banks
600000/699999 Clearing Corporations, Regulatory

Agencies and Statistical Service
Organizations
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700000/799999 Open -
800000/899999 Open -
900000/999999 Reserved for User

The number will be assigned to the eligible names
sequentially without regard as to their alphabetic position
within the block.

Numbers will be available for reassignment seven years
after the organization ceases to exist. Changes in organizational
title will not require assignment of a new number. In the event
of a merger the number of the surviving entity will be the number
to be retained.

C. FINS Directory

It is recommended that the numbers be assigned and published
in directory form by Standard & Poors, the CUSIP Service Bureau,
under a separate contract negotiated with the National Association
of Securities Dealers. Continuing control of this phase of the
CUSIP program, however, will be the responsibility of the CUSIP
Board of Trustees

While the numbers will be assigned sequentially within blocks,
the directory will be published in alphabetic sequence within type.

D. Special Considerations in Developing the FINS Number

I. The purpose of the number is to provide a standard
universal method of uniquely identifying the major holders
and processors of securities and securities information.
On this basis the original concept to provide for a suffix
code to identify a Broker-Dealer clearance location and a
Bank department i.e., Trust, Bond, etc. was discarded.
The difficulty in gathering and maintaining this data and
the problem of multiple numbers for an organizational entity
far outweighed any nominal benefits which might result from
including this information.

2. The desirability of retaining the original number assigned
to an organization in the event of a change in name or merger
precluded the design of a system which will provide alphabetic
sequencing of the organizations on the basis of a sort of the
number. Such alphabetic sequencing will only be necessary in
the published directory.

3. The use of the block approach provides a fringe benefit in being
able to identify the type of organization without any adverse
effect on the total system.
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EXHIBIT II

111\NKI.NO AND Sr:CUM-AI:RS nmusTpx COMITTEE:

Financial Industry Numbering System
"FINS"

The Problem

There are many numbering systems being used today to identify

individual members of the financial community. Securities clearing

houses assign numbers to their clearing members. The Federal Reserve

System uses codes to identify banks. Other systems are in use. None

is compatible with the other.

It seems entirely probable that, ultimately, much of the

processing of securities transactions among members of the financial

- community in this Country will be automated. In the ultimate, ,this

could involve wholesale interconnections of computers. Such a system

would require a universally used method of identifying securities.

CUSIP has already been developed to meet this need.

The systems of the future will also need a uniform numbering

system to identify the nation's financial institutions - a system

under which a given number uniquely identifies a certain broker-

dealer, bank, transfer agent, etc. - distinguishing him from any othar

financial institution in the country.

At present, however, there is no pressing need for a compre-

hensive national directory of FINS numbers. If such a directory were

created today, it is most unliRely that its use would justify the

cost and effort of developing and maintaining it.
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Nonetheless, "pockets" within the nation's financial community

• are using financial industry numbering systems today. Each year sees the

adoption or changing of some such systems. What is needed is some device

by which these segments of numbering systems could be brought into

synchronization with a uniform national FINS over a period of time.

Possible Solution

A plan could be adopted for a uniform national financial

industry numbering system to be used in connection with the processing of

securities transactions. This plan would go as far as possible in

embracing existing numbering systems. It would also provide a framework

'within which national or regional segments of the nation's financial

community could develop numbering systems which would be compatible with

an ultimate national FINS, without waiting for the entire numbering

system to be implemented.

Specifically, a six-digit code could be adopted, as follows:

1st digit - Identifies. the industry.
2nd digit - Identifies one of five geogranhical areas in the U.S.

Last 4 digits - Identify institutions within the industry within

the area.

Possible codes to be used in the first- and second-digit positions are

given later. A seventh check digit would be added when a nation-

wide system ultimately comes into use.

Discussion 

History of FINS 

The CUSIP Technical Subcommittee of the American Bankers Associa-

tion pioneered the idea of FINS, and developed a specific proposed system

consisting of six digits plus a check digit. One of these digits

identified the industry, a concept which has been incorporated in the
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recommendation above. The other five digits were to be used to

identify organizations within an industry.

The BASIC Task Force distributed approximately 100 copies of

the ABA Committee's plan within the banking and securities industries

in July 1970, soliciting comments. Seventeen replies were received.

Many endorsed the proposal as is. Others had suggestions for varia-

tions most of which are discussed below.

However, it is significant that, while many agreed to the

theory of a FINS, most said that they see no present use for it and

. would have trouble justifying a change from whatever .numbering system

they now use.

Industry codes in the
plan 

The first digit would identify the industry, as follows:

0 - Broker-dealers
1 - Broker-dealer nominees
2 - Banks, including foreign bank agencies located in the U.S.
3 - Bank nominees
4 - Insurance companies
5 - Mutual funds
6 - Transfer agents
7 - Clearing corporations, regulatory agencies, statistical

services, and miscellaneous
8 - Open
9 - Reserved for user

These are the principal changes in the above from the ABA

Committee's numbering plan:
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1. Insurance companies and mutual funds have been added

as separate categories. These may ultimately be

required to be identified in a comprehensive

securities depository, if not for other purposes.

2. Separate numbers are provided for a bank's transfer

department and a bank as a trader in, or holder of,

securities. The segregation of those activities

of banks could be meaningful in the processing of

securities transactions.

Geographical codes in the 

P3_-_52r1

The second digit would identify the geographical area, as

follows:

0 - New York City

1 - Eastern - Conn., Del., D.C., Me., Md., Mass., N.H.,

N.J., N.Y. (ex NYC), Penna., R.I., Vt.,

Va., W. Va.

2 - Central - Ill., Ind., Ia., Kans., Ky., Mich., Minn.,

Mo., Neb., N.D., Ohio, S.D., Wisc.

3 - Western - Alaska, Ariz., Calif., Colo., Hawaii, Idaho,

Mont., Nev., N. Mex., Ore., Utah, Wash. Wyo.

4 - Southern - Ala., Ark., Fla., Ga., La., Miss., N.C.,

Okla., S.C., Tenn., Tex.

5.- Open
6 - Open

7 - Open

8 - Open

9 - Open

The foregoing plan provides the leeway to make FINS an

international system if ultimately needed. For example, the remaining

digits might be used somewhat as follows:

5 - Canada

6 - Western Hemisphere south of U.S.

7 - Europe and United Kingdom

8 - Australia, Japan, Asia, Far East, Africa

9 - Open

98-978 0 - 73 - 16
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However, the immediate objective is not to use the geograph-

ical codes for other than to make, after subdivision by industry, a

further subdivision of the "universe" in the U.S. After these two

subdivisions, the final four digits, providing a numbering capacity

up to 9,999, should provide more than enough capacity for the largest

industry group in any defined geographical area 

Note- The ABA plan assigned each of banks and
brokers abroad an "industry" within
which each institution would havce its
sequential number. If the plan pIODOSed
herein became world-wide. in use, these
institutions would be segregated by the
first two of the six digits, identifying
industry and area abroad, respectively.
In interim four-digit systems, banks and
brokers abroad could either be Evssigned
numbers within the U.S. bank and broker
industry groups, or grouped toge!Lher in the
open 8XXXXX industry series.

Use of existing numberi_ag systems 

As in the ABA proposal, the plan conte2mplates no pattern

in assigning the last four digits. No attempt would be made to main-

tain alphabetic sequence, for example. A directory in alphabetic

order would, therefore, be necessary.

Presently assigned numbers could be minintained to a large

extent. Broker-dealer numbers assigned by the New York, Midwest, and

Pacific Coast Exchanges, for example, could eaclh be retained. More-

over, no more than the present number of digits-. need be used - whether

two, three or four.

It would only be when communications ;among units of the

same industry using FINS numbers crossed geogralphical area lines that
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five digits would have to be used. Broker-dealer 125 in the Midwest

could communicate with broker-dealer 150 in that same area using

only those numbers. However, broker-dealer 125 in Chicago communicat-

ing to broker-dealer 150 in New York would become 20125 vs. 00150.

Communications crossing both industry and gedgraphical

lines would require all six digits. Thus, a message from broker-

dealer 125 in Chicago to bank 150 in Sap Francisco would be f
rom

020125 to 230150.

New or revised numbering systems 

in the noun-term

As has been said, there has not yet arisen a need for one

national directory of the numbers of all the financial institutions

in the U.S. There is also as yet no need for one central national

authority to assign numbers to all such institutions.

At the same time, there may be need for coordinating 
the

assignment of numbers within a geographical area for a 
given industry.

Using the geographical areas defined hcreinabove, a ban
k in Los

Angeles, for example, should not have the same four-dig
it number as

one in Phoenix, or Seattle. A broker in Boston should not use the

same final four digits as one in Philadelphia.

The coordination to synchronize regional industry numbe
ring

systems, to the extent that it does not already exist
, could be

supplied by industry leaders, including securities ex
changes. Or, it

could be provided by organizations nationa
l in scope, like the American

Bankers Association, the Associati
cn of Stock Exchange Firms, the
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American Society of Corporate Secretaries, the Stock Transfer Associa-

tion, The Investment Company Institute, and the National Association

of Securities Dealers. Conceivably, government agencies like the

Federal Reserve Board and the Securities and Exchange Commission

would be interested in providing the coordination. In due course, a

National Securities Depository system would have need for a nation-

wide FINS numbering plan. While it probably would not have direct

contact with all financial institutions - particularly the smaller

ones - it might well become the logical organization to coordinate

the national numbering plan.

Numbering in alphabetic scaucnce 

Some who commented on the ABA's FINS suggested that the

system provide that numbers be assigned to institutions in their

alphabetic order. As with ABA, this is not contemplated in the plan

advanced herein, for these reasons:

1. The gapping recuirements for a continuing system
where entries change would probably roc:wire an
added digit, and the fewer the digits the better;

2. Name changes would often require changed numbers
for the same institution, complicating:the clerical
job of those accustomed to using such numbers; and

3. The advantage of retaining most existing local
numbering plans would be lost, since many if not
most of them do not provide alphabetic sequencing.

Of course, any sequential numbering system must be accompanied

by a directory in which institutions are listed in alphabetic order

along with the number assigned to each.
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Numbers for branches
or departments 

Many financial institutions have an extensive network of

branches across the country. Some have suggested that the numbering

plan provide a separate number for each branch of an institution.

Similarly, some institutions have two or more departments

involved in handling securities transactions. They have suggested

that FINS provide a separate number for each such department.

It is believed inadvisable to attempt to incorporate such

refinements in a comprehensive numbering plan, for these reasons:

1. The needs appear in only a small portion of the

total "universe" of institutions;

2. Again, one or more digits would probably have to

be added to the numbering plan; and

3. The changes in directories, narticularly to reflect

new and discontinued branches, address changes, etc.

would be substantially increased, magnifying the

problem of keeping them up-to-date.

The proposed plan does provide five geographic subdivisions

within the U.S., but that probably will not accomplish the branch

identification needs of most national organizations. Further identifica-

tion of subdivisions within an institution would have to be provided

by suffixes outside FINS.

CONCLUSIONS 

There is at present no urgent need for a nation-wide directory

of numbers each uniquely identifying a financial institution 
involved
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in some aspect of the processing of securities transactions. But

such a need will undoubtedly come.

Meanwhile, some device is needed to provide that numbering

systems presently being developed or in use can be assured of fitting

into the ultimate national plan, or brought into harmony with it over

a period of time.

The long- and short-term goals can be served by using the

first two digits of an ultimate six-digit code to identify, respectively,

the industry and broad geographical area. This results in reducing

identified segments of the "universe" to a size small enough that none

will exceed the 9,999 capacity provided by the code's last four digits.

Any one of the identified segments, therefore, can proceed with assign-

ing the last four digits to institutions within that segment, with

the knowledge that such numbers.will fit into an ultimate universal

plan.
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EXHIBIT III

Bank Administraton Institute
303 SOUTH NORTHWEST HIGHWAY / P.O. BOX 500 / PARK RIDGE, ILLINOIS 60068 / (312) 

775-5344

President 1st Ake Preektent 2nd VIce President Tree 
Raymond C. Kolb Charlee E Arne, Robert L. berniser f renk 0 Peden°
Senior Vies Pi•sIdant & CI Alit Senior Rice President / smite. lioce President Vice 1,,,oir.ri It A....., .
Mellon Helton& Ranh & Trust Co 1 list tristionel Rsnk at SI Peal Wells largo think, WA Chenoesi Jinni.

Pittsburgh. Pennsyleente SI. 1,1, Minnesota San I tenors, Cal.loinre Herr York. Her. Vorl

t secutire Director F. tlyere Miller AdrninistretIve Director Harold F. Ilarandlelt

Mr. William F. Jaenike
Banking and Securities Industry
Committee
84 William Street
New York, N. Y. 10038

Dear Mr. Jaenike:

RESEAIRCH DIVISION

Virgil H Disney, Director
Robert II long. Asti..? Director
Dan Momper. / Kenneth Ft Ores

Stephen L. William. ,' Irento4I:L" Morons...
Wolfs., P. Hoehenwarler / Fugene Cisme

May 22, 1972

Mr. Disney asked me to review and reply to your
letter and enclosure of April 28, 1972, on FINS. I
am particularly happy to do this as I am working currently
on a comparison of several of the existing and proposed
communications systems for banking.

I have prepared a report for you of descriptions of
the identification systems currently in use by or pro-
posed for the banking industry. I have also commented on
the apparent advantages and disadvantages which I see in
them.

This comparison of identification systems is part
of a report I am completing on the communications standards
currently in use by or proposed for the banking industry.
When the report is complete, I shall send you a copy.

My personal opinion is that the development of FINS
should be coordinated with the development of BIN (Bank
Interchange Number) currently underway by the ABA Bank Card
Standardization Task Force. This coordination could be
achieved through the Coordinating Committee on Bank Communi-
cation Standards chaired by George DiNardo of Mellon Bank.
I understand that both BASIC and the ABA Task Force are
represented on the Coordinating Committee.

I also feel that BIN should be the subset of the FINS
which identifies domestic and foreign banks. If the
payments system is moving toward an electronic funds transfer
system, a number like BIN should supplant the Federal Reserve
routing and transit number as an electronic identifier. I
would also hope that FINS could include more varieties of
financial institutions such as Savings and Loans, Credit
Unions, etc. With possible changes in payment powers,
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BANK ADMINISTRATION INSTITUTE

Mr. William F. Jaenike May 22, 1972

these institutions should not be disregarded in any
planning for an uncertain future.

If you have any further thoughts or questions, please
feel free to contact Mr. Disney or myself. If there is
a place for us, we would appreciate being able to work
with you.

Sincerely,

( /

Trenton C. Thompson
Research Associate

TCT:lw
Encl.
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BANK IDENTIFICATION SYSTEMS 

FINS - Financial Industry Number System.

Format - 6 digit number plus Mod 10 double-add-double
check digit

Numbers are blocked in units of 103,000. Each block
is reserved for assigning numbers to a member of one
of 7 groups.

These groups include domestic and foreign banks,
brokers, nominees, transfer agents, clearing corporations,
regulatory agencies, and Statistical Service Organizations.

The first digit identifies an industry group.
The second identifies a geographic region.
The remaining 4 digits identify a particular organization.

BANK WIRE

The bank wire uses a 4 character, alphabetic code to

address banks on its system. These are used to identify both

the sender and receivers of a message. In addition the receiver

is further identified by typing the complete alphabetic name

of the receiver on the third line ( 72 characters, maximum) of

the message.

In its 4 character code, the first character is always

a "C" or an "N" . The "C" designates that the bank referenced

by this address is connected to Bank Wire through the Chicago

switching center. The "N" indicates the New York City switching

center.

Federal Reserver Wire System, Californis SCOPE, & BAI Lock Box 

Standards

All three of these systems use the 8 digit Federal Reserve

Transit-Routing Number with a check digit. In addition, California

SCOPE provides 23 character fields for the alphabetic names of
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banks or automated clearing houses.

CHIPS - Clearing House Interbank Payments System

This system uses a 4 digit numeric identifier input from

the terminal. The computer system responds by typing at the

terminal the alphabetic name, and in some instances the addref;s,

of the banks involved as verification of the entry of the

proper 4 digit codes.

ABA - Bank Card Standards 

As of their latest paper, the subcommittee recommends

the use of the BIN (Bank Interchange Number). The BIN is a

6 digit number a BIN represents either a bank or a switching .

center.

ANSI - Standard Identifier for Organizations (SIO).

Note: This information was taken from the American National

Standards Institute draft: "Proposed A N Standard for Identifi-

cation of Organizations for Information Interchange". As to

my best knowledge this document represents a standard which is

still proposed and not yet endorsed by ANSI.

The SIO supposes that complete identification of an

organization requires two identifiers an alphabetic one and

a numeric one. The alphabetic identifier consists of the true

and alternate names of the organization ( such as Bank

Administration Institute - BAI) and a set of characters which

are reserved for delimiting those names. For reasons which I

shall cover later in this paper, I shall concentrate on the

numeric identifier.
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The numeric identifier in the SIO is made up of

two components. The first is the single digit Identification

Code Designator, ICD. This ICD designates which standard or

non-standard identifier is used to complete the SIO. The

following table shows the ICD's and the code corresponding to

each one.

ICD Code Used Code Characteristics

1

User Agreement Code
for Individuals

Employer Identification

Use whatever code is
agreed upon by sender &
receiver.

9 Character numeric.

Number (EIN) - issued
by the Internal Revenue
Service.

2. Social Security Number
assigned by Social

9 character numeric.

Security Admin.

3. Data Universal Numbering 9 character numeric.

System (DUNS No.) The low order digit

assigned by Dun & is a mod 10 double-

Bradstreet add-double check digit.

4. Social Insurance Number
(SIN) issued by Canadian
Department of National
Health and Welfare

5-7. Reserved.

8. Birth Number-issued
by State and Local
Registrars of Vital
Statistics

9. User Agreement Code for Whatever is agreed upon

Organizations (UACO) by sender & receiver.

The numeric part of the SIO is always the size of the
particular identifier used plus one digit for the ICD.
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The SIO attempts to allow the use of any coding

system available by creating "catch-all" categories with

ICD's 0 and 9.

If the financial industry were to adopt such an

open ended coding system, it should be modified such that

the second digit of the SIO is an Identification Code Sub-

designator which would further identify the particular financial

industry coding system in use.

FINS

Pros:

Cons

Pros:

Comments on the Numbering Systems 

1.) It recognizes both regions and industries.

2.) It is compact being only 6 digits.

3.) It includes a larger segment of the financial

industries than other existing financial systems,

either in use or proposed.

1.) Could it include the other financial industries

such as Savings and Loans, Savings Banks, Credit

Unions, Insurance Companies and Loan Companies?

2.) It is not established and would have to start

from scratch in gaining acceptance.

3.) If it were coordinated with the BIN system of

the credit card designers, that might make it a more

attractive system for banks, since credit card

could lead the way to its acceptance as the automated

identifier.

THE ABA Routing and Transit No. 

1.) It is well established and understood

2.) It has the Federal Reserve Banking System's

full support and enforcement.

3.) It can identify any bank.

4.) It seems to accommodate future growth under the



Cons:

BIN

Pros:

Cons:
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established financial industry structure.

5.) It is useful for regional analysis

1.) It is eight digits, perhaps too many

2.) It accommodates only banks. If other

institutions gain bank powers, it might not be

able to expand.

3.) The dash is useful for manual recognition but sholild

not be included in its electronic format.

1.) It is compact.

2.) It seems to have growth potential.

1.) It includes only banks under its current concept.

2.) Its development should be coordinated with FINS.

4 Character Alpha Codes 

Pros:

Cons:

1.) They're short and can bear some nmemonic

qualities for the banks they identify.

1.) They are limited in the number of institutions

they can identify.

2.) It is clumsy to apply a structure to them.

3.) Unless an interactive system applies reinforce-

ment in they're use, they are error prone.
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ANSI Standard Identifier for Organization 

Pros:

Cons:

1.) It can accommodate any numbering system which

special groups may devise.

2.) It is before ANSI and may gain its endorsement.

1.) Without sub-designators, the system would not be

particularly useful in the financial industry. Users

must still have agreed on the particular codes used

other than the DUNS, Social Security and Employer

Identification Numbers.

2.) The proposal still gives no specification of the

actual size of identifier. This makes programming

more difficult especially when the ICD=9 is used.

3.) I question the necessity of inputting both an

alphabetic and a numeric identifier. As in the

case of CHIPS, a system could provide the alphabetic

verification of the correlation of the addresses' name

and number.
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EXHIBIT IV

NI NATIONAL CLEARING CORPORATION

IMPORTANT
TO: CLEARING MEMBERS, BANK MEMBERS

ATTN: MANAGER, CASHIERS DEPARTMENT .

SUBJECT: Member Identifiers

NCC Notice No. 195, dated May 25, 1972, outlined a change in
NCC's system for identification of Clearing Members for trade compar-
ison purposes. This notice provides greater detail. Also note that
due to requests from the Membership, this system change will begin
with trades of October 5,* 1972, not September 1, as previously
announced.

THE FOLLOWING IS APPLICABLE ONLY TO CNS (continuous net settlement)
AT THIS TIME.

A. Commencing with trades of October 5, 1972, for clearance
in the CNS system, NCC will accept, at the Clearing
Member's option, either of these two identifiers:

a. Four numeric characters, for instance, 0161. For
Clearing Members having a previously assigned NCC
numeric identifier, they will retain the last four
digits of that number.

b. Four alphabetic characters, for instance, MOTC.
The four character alphabetic mnemonic will be
identical to the NASDAQ symbol for those Members
who are NASDAQ market makers. All members must
complete and return the attached questionnaire,
(Exhibit G) by August 14, 1972 to Mr. John Carrera,
NCC Assistant Vice President - Member Services.

Commencing with trades of October 5, 1972, NCC will also
implement a geographic identifier to be used to indicate
trade comparison location. This will be an alphabetic
character and will appear as the fifth character of the
symbol. Clearing Members must use this identifier on 
all trade input data and it will be a part of the 
comparison process.

These location symbols will be used initially:

New York City
Philadelphia
Boston

The use of this location code by the Clearing Member will

also determine the location for the distribution of trade
comparison reports (Contract Liots) and advisories.

- continued -
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The Clearing Member ID will then consist of five positions -

four positions either alpha or numeric to identify the Member plus
one position, always alpha, to identify the location.

Example:
MOTCB or 0161B Merrill Lynch, Boston
MOTCP or 0161P Merrill Lynch, Philadelphia
MOTCY or 0161Y Merrill Lynch, New York

C. In addition to the above, each Clearing Member must select

one location for settlement purposes.

How the New System will Work 

1. Clearing Members will submit either the four character alpha
or numeric identifier plus the location symbol on all P & S
input (Original, As Of's and Withholds). See Exhibits A, B,

and C for the exact location of the Member ID field.

Input can be submitted by the Clearing Member from any or

all of the three facilities, thus the Clearing Members have

the option of centralizing, or decentralizing, their P & S
operation.

2. The trade comparison process will only compare trades that

were submitted by both the Buyer and Seller with identical

location codes, all other entries will result in uncompares.

Example 1 

Buyer - Merrill Lynch, Boston Seller - N.Y. Hanseatic, New York

Major: MOTCB
or 0161B

Minor: NYHCY
or 0510Y

Major: 0510Y Minor: 0161B
or NYHCY or MOTCB

In this example both the buyer and seller submitted the same
office locations, B and Y and Y and B respectively, therefore, the
trade would compare. This assumes all other input data matches.

Example 2 

Buyer - Merrill Lynch, Boston Seller - N.Y. Hanseatic, New York

Major: MOTCB Minor: NYHCP Major: 0510Y Minor: 0161B
or 01613 or 0510P or NYHCY or MOTCB

In this example the trade would show as uncompared because,
although the member identified the contra side correctly, he did not

identify the locations correctly.

- continued -
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Merrill Lynch showed N. Y. Hanseatic as reporting the trade via
the Philadelphia facility, while N. Y. Hanseatic was actually
entering the trade th,.cugh New York.

Note: Both sides need not input the same type (alpha or numeric)
Member identifiers to produce a compared trade. One Member
can submit alpha, while the other can submit numeric and
still get a compared trade as long as both sides submitted
the correct alpha location codes. Also, alpha and numeric
identifiers can be mixed on the same ticket.

A Member does not have to code a trade with the location
through which he is entering the trade. If a Member is
wibmitting a trade through Boston and wishes to identify
the location either as Boston, Phila.:Ielphia, or New York,

. he can code it as such and still input the trade through
the Boston location.

3. Once Trade comparison has been completed, the comparison
reports (Contract Lists and Advisories) will be forwarded
to the Member's office in the city wh±ch was identified
in the input (Tickets, cards Or magnetic tape).

If the Member has centralized P & S, trades may be
submitted through one or more trading locations and all
output will be received at the central P & S location.

If tae Member has decentralized P & S, trades can be
reported from any of the Member'::: locations and P & S
output will be sent to the location(s) identified on the
trade input.

Both the four digit alpha and numeric symbols with location
identifiers will be printed on the CNS comparison reports
(Contract Lists and Advisories). See exhibits D and E for
locations.

4. For the convenience of brokers, the Transaction Summary
Report (Exhibit F) will be revised to show the major and
minor trade locations of all compared trades.

As stated previously, all settlement activities (receipt
and delivery of securities, money settlement, etc.) will
continue to be centralized and each Member must choose
one location for these operations. All CNS reports
generated after the production of Contract Lists and
Advisory Tickets will show this location as well as the
four digit numeric identifier.

Any questions concerning this matter should be referred to
Mr. Grad Girardi (212) 747-0548 or (212) 747-0549.

N#259
July 20, 1972

John R. Carrera
Assistant Vice President
Member Services

98-978 0 - 73 - 17
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Exhibit B 

Format for Original and Supplemental (As Of and Withhold) Trade Input Cards and

Tape Detail Record.

CARD
COLUMNS FIELD NAME DESCRIPTION 

01 - 01 Buy/Sell 1 = Buy, 2 = Sell

02 - 02 Exchange Code 4 = NCC Clearing Center

03 - 03 Transaction Code 1 = Regular Trade
3 = As Of Trade
4 = Withhold Trade

04 - 04 Card Type 1 = Detail Record

05 - 05 Batch Number Should be Numeric

cZ-- 10 Major (submitting) House Member ID (0161Y or2E11)

11 - 12 Reserved Blank

13 - 14 Office Location (Optional) Alphabetic

- 19 Minor (contra) House Member ID (0510Y or NYBCY)

20 - 21 Reserved Blank

22 - 23 Office Location (Optional) Alphabetic

24 - 30 Quantity (Shares) Shares Amount (right justified, zero filled)

31 - 31 Block Code Blank = Regular; B . Block Trade

32 - 40 Security Number 32-36 = NCC Number (right justified,
zero filled), or 32-40 = CUSIP Number

(right justified, zero filled)

41 - 50 Extended Contract Amount Extended = NNNNNNNNNN (right justified,

Or zero filled, no punctuation)

Unit Price 10 = lObbbbbbbb
16 3/4 = 16-34bbbbb
42.3725 = 42.3725bbb

51 - 51 Price Indicator 1 = Extended Amount
Blank = Unit Price

52 - 57 Reserved Blank

6/72
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Exhibit C

Format for Batch Card Input and Tape Batch Record.

CARD
COLUMNS FIELD NAME DESCRIPTION

01 - 01 Buy/Sell Code 1 = Buy, 2 Sell

02 - 02 Exchange Code 4 = NCC Clearing Center

03 - 03 Tramaction Code 1 = Regular
2 = Advisory
3 = As Of Trade

4 = Withhold Trade

04 - 04 Card Type = Batch Control Card

05 - 05 Batch Number Should be Numeric

(06 - 10 Major (submitting) House Member ID (0161Y or MOTC•YD

11 - 12 Reserved Blank

13 - 14 Office Location (Optional) Alphabetic

15 - 20 Trade Date for Regular Trades; MMDDYY

Settlement Date for "As Of"
or "Withhold"

21 - 24 Item Count Number of Items in Batch

(right justified, zero filled)

25 - 34 Total Shares Total Shares in Batch
(right justified, zero filled)

35 - 46 Total Amount Total Extended Contract Amount

(right justified, zero filled,
NNNNNNNNNNNN

in Batch

no punctuation)

47 - 80 Blank - Not Used

Note: TOTAL SHARES and AMOUNT are not applicable for Advisory data.

6/72
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Exhibit E

Advisory Notices

L.;
NATION •

.AI•111Nadillk

TRADE
I

MO DD 

6, 972
QUANTITY

SETTLE

I A l YR

6,16,7 O161Y 0510Y
UNIT P CONTRACT AMT.

CORPORATION AMVII;ORY NOT v.:1

CONTROL

NUMBER

SECURITY

CODE

1234567 00429

CUSIP

NUMBER

009124108

SECURITY DESCRIPTION

100 16 1/2
;

, 16500,00 DOME & SON

"NYHCY

THE ABOVE UNCOMPARED ITEM WAS SUBMITTED TO NCC BY "SELLER" INDICATING YOU AS PURCHASER.

TO ADD  THE ABOVE ITEM INSTRUCTIONS TO NCC

1. IMPRINT YOUR NAME & NUMBER STAMP ADD THE ABOVE ITEM EXACTLY AS
ON COPIES 1 & 2 PRINTED TO OUR PURCHASE CONTRACT LIST.

2. RETURN COPIES 1 & 2 IN ACCORDANCE
WITH NCC RULES

3. KEEP COPY 3 AS YOUR RECORD OF ADD

DO NOT ERASE OR CHANGE PRINTED DATA PURCHASERS NAME & NUMBER STAMP

NCC 25 REV 10-71

x 

I NATION,
r ADF SETTLE

CLEARIN CORPORATION
UNCI,..SER

; 6 9 0510Y 721 6167 1234568 00429— 1 L
. QUANTITY UNIT PRICE c Nr

100 16 1/2 16500001 • DOME & SON

"MOTCY

5! TITRIT Y

ADVISORY NOTICE

NUMB, k

009124108,

THE ABOVE UNCOMPARED ITEM WAS SUBMITTED 10 NCE NY •PURCHASER - INDILATING YOU /15 ;FLU!.ADD THE ABOVE I,M
INSTRUCTIONS TO NEC

1. IMPRINT YOUR NAME NUMBEFt STAMPL. 
ADD THE ABOVE ITCM EXACTLY ASON COPIES 1 & 2

'ill NT CO TO OUR SALE C,NTRACT LIST.
2. RETURN COPIES 1 S. 2 IN ACCORDANCE

WITH NCC RULES

3. KELP COPY SAY YOUR ACCORD OF eAsp.
DO NOT ERASE OR CHANGE PRINTED DATA ,FLLEWS NAME & NUMEIEII STAMP
NCC 26 REV 10-71

xR0161),
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EXHIBIT G

Date

NCC MEMBERSHIP SURVEY 

Please answer all questions and return by August 15, 1972.

1. Clearing Member Name

2. Current Clearing Number

3. Current NASDAQ Market Maker Symbol

If you do not have a NASDAQ Market Maker Symbol, request
one (must be four alpha characters) and NCC will confer
with NASD/NASDAQ and confirm this assignment to you.

Selection:

4. Indicate the location(s) at which you wish to submit trade
data (check as many as desired). This determines where
your contract lists will be made available.

New York

Philadelphia

Boston

5. Indicate the location with which you wish to Settle your
trades (Check only one):

ED New York

Philadelphia

Boston

Complete and Return to:

Mr. John Carrera
Assistant Vice President-Member Services
Two Broadway
New York, New York 10004

Authorized Signature

Telephone Number
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NATIONAL CLEARING CORPORATION

DAVID H MORGAN
PRESIDENT

Mr. Joseph P. Coriaci

Second Vice President

Continental Bank
231 S. LaSalle Street

Chicago, IL 60693

Dear Joe:

November 17, 1972

The Subcommittee on Insurance and Protection is pleased to present to the

National Coordinating Group the findings of its study and its recommendations.

APPROACH AND FINDINGS

The Subcommittee analyzed insurance and protection for certificate depositories

from a nationwide point of view. It followed the guideline prescribed by the National

Coordinating Group of "a nationwide system of interrelated regional depositories in-

dependently operated by the private sector."

The work program of the Subcommittee included visits to Central Certificate

Service, Inc. in New York and the Pacific Securities Depository in San Francisco.

Also, Midwest Stock Exchange Clearing Corporation personnel discussed with the

Subcommittee plans to provide adequate depository capacity within its continuous net

settlement system, operated in Chicago. Each of these companies already has em-

barked upon a program of reorganization as a limited purpose trust company. Although

it cannot be precisely determined when such reorganization will be affected, estimates

of 3 to 6 months appear reasonable. The Subcommittee was given to assume that

following trust company formation by each, the three entities will develop "systems

interfaces" through the use of reciprocal accounts, and that this will then be the basis

for the establishment of the network contemplated by the National Group. Presently,

coverage for CCS includes a $50 million broker's blanket bond, $25 million excess

transit insurance, and a $5 million lost instrument premium bond. The Midwest and

Pacific Coast both have broker's blanket bonds of $20 million.

1801 K STREET, N.W. • SUITE 221 • WASHINGTON, D.C. 20006 • 12021 833-7150
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NATIONAL CLEARING CORPORATION

Mr. Joseph P. Coriaci - 2 - November 17, 1972

The study addressed these four points set forth in my letter to you dated
September 1, 1972:

1. Investigate the concept of individual depository coverage versus a single
"umbrella" concept.

2. Educate the insurance underwriters on a national basis as to the reduction
in risk in a depository environment versus the risk in a physical delivery
system.

3. Explore the co-insurance concept advanced by BASIC's Herman Bevis in
his March 15, 1972 paper.

4. Analyze the risk in the depository environment versus risk in a physical
delivery system.

CONCLUSIONS

From an insurer's point of view, risks  of type  would be the same whether
securities are in a depository environment or in a physical delivery system. As a
matter of fact, the severity of losses would if anything be significantly greater in a
depository environment because of the concentration of securities. However, the
frequency of losses - - - therefore the risk  of  loss - - - obviously should be less,
which should bear favorably in obtaining insurance.

The Subcommittee believes that insurance can be obtained at a fair cost.
Limits are unknown at this time. It believes that certain marketing techniques such
as the "layering" of insurance should keep the cost down to a reasonable level.
Because of the catastrophic nature of the risk, a participation by the depositories in
any premium reduction program because of favorable past experience (as mentioned
by Herman Bevis in connection with co-insurance) is unlikely to be obtained. However,
future premiums might be reduced based upon such experience.

The Subcommittee further believes that certain functions such as maintaining
large aggregate values of securities positions in custody, handling money settlement,
and withdrawing certificates in nominee form (even though withdrawal by transfer
would be preferable for insurance purposes) are primary characteristics of existing
depository operations. They will govern insurance coverage, not vice versa, and
will be viewed by the insurers accordingly.
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NATIONAL CLEARING CORPORATION

Mr. Joseph P. Coriaci - 3 - November 17, 1972

Jumbo certificates have been considered by some as a mean
s of reducing the

possibility of loss. While this may well be true, the size of the certificate mu
st be

limited to ensure that the insurance industry can legally r
espond to the loss of such

a certificate.

RECOMMENDATIONS

Because of the different stages of development of the th
ree organizations and

their varying services, procedures, controls, and mem
bership requirements, and

since at this time their operations do not yet interface, th
e Subcommittee recognizes

that the recommendations which follow are by definitio
n premature.

1. Existing coverage, of course, must remain in force until 
interfaces through

reciprocal accounts have been completed.

2. At that time, the following plan should be implemen
ted, and the existing

programs of individual depositories cancelled:

a. A primary underlying program should be purc
hased by each

individual depository in a specified amount (suggest 
less than $5

million) and on a standardized form to be developed,
 which must

be used by all depositories.

b. An excess "umbrella" program covering all de
positories for a

catastrophic limit of coverage should be written on 
the same stan-

dardized form for as much coverage as is economi
cally feasible

within the market capability of the insurance indus
try. The pre-

mium for such a policy would be allocated to each 
depository on a

basis yet to be determined.

3. This program should be negotiated in advance 
of the actual time interfaces

commence. It should if possible cover agents of depositories a
s well as the

depositories themselves.

4. Other traditional coverages, such as third par
ty liabilities, workmen's

compensation, and property damage should be pur
chased by each depository.

EDP insurance also should be individually consi
dered, with special attention

to loss prevention. (Reference should be mad
e to National Fire Protection
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NATIONAL CLEARING CORPORATION

Mr. Joseph P. Coriaci - 4 - November 17, 1972

Bulletin No. 75 for guidance in protecting a data processing facility.) It is
assumed that sufficient limits will be maintained for each type of insurance
purchased by each depository.

5. Each depository should submit a synopsis of its overall program to the
other depositories for annual review. The Subcommittee also would be
pleased to review each depository's insurance program.

Errors between depositories should be readjustable and therefore need not
require errors and omissions coverage (which is costly and perhaps could not be
obtained in sufficient amount in any event).

In connection with the program outlined above, the Subcommittee wishes to
point out that adequacy of security and controls will be judged heavily and the size
of jumbo certificates duly considered by the insurers when they determine the extent
and cost of coverage. It is suggested that each jumbo certificate be limited to the
total amount of coverage.

Although insurance underwriters probably have been exposed to the securities
depository concept to a point where they acknowledge the benefits of depositories,
immobilization of certificates, book-entry methods of accounting, etc., they should
in the future be educated through formal educational programs developed by the
depositories. Presentations should be made to leading underwriters including their
senior executives. (The Subcommittee would be glad to assist in arrangements).
Such a program should outline the benefits which would result from a viable deposi-
tory system and should accomplish two objectives:

1. Indicate the confidence which members of the insurance industry can
have in depositing their own securities, and

2. Indirectly change insurance company attitudes toward writing the
blanket bond of individual financial institutions.
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NATIONAL CLEARING CORPORATION

Mr. Joseph P. Coriaci - 5 - November 17, 1972

It was a privilege to serve the National C
oordinating Group. If recommenda-

tions presented herein are accepted, the 
Subcommittee would undertake to manuscri

pt

the form for primary and excess covera
ge, as discussed above. It would present

the form to underwriters and determine 
market capacity and pricing.

Respectfully submitted,

d
David H. Morgan, Mairman, for:

Geoffrey J. Burns

Continental Bank (Chicago)

Byrne Davis

Marsh & McLennan, Inc. (San Francis
co)

Harry H. Haacke

Marsh & McLennan, Inc. (New York)

Fred Hampton

Central Certificate Service (New York
)

John R. James

Chemical Bark (New York)

Richard Sanguinetti

Wells Fargo Bank (San Francisco)

John Stimpson

Johnson & Higgins (Chicago)

DHM:emb
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STANDARDIZATION OF FUNDS SETTLE-

MENT FOR SECURITIES TRANSACTIONS

FUNDS AND SETTLEMENT SUBCOMMITTEE

OF THE

WORKING COMMITTEE

OF THE

NATIONAL COORDINATING GROUP FOR

COMPREHENSIVE SECURITIES DEPOSITORIES
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2.
INTRODUCTION 

Because of the different methods of settling securities trans-

actions throughout the United States, the Working Committee

of the National Coordinating Group for Comprehensive Securities

Depositories organized a Funds And Settlement Subcommittee

to consider standardization of the settlement media for se-

curities transactions involving common stock and registered

bonds.

The Funds and Settlement Subcommittee has representatives

of the banking and securities industries from the East, Midwest

and West. The members of the Subcommittee are:

West: John P. Griffiths, Vice President, Wells Fargo Bank,N.A. and Chairman of the Subcommittee.

Kenneth S. Uston, Senior Vice President, Pacific
Stock Exchange.

Midwest: Joseph P. Coriaci, Vice President, Continental
Illinois National Bank And Trust Co.

Jerome L. Brien, formerly Vice President of the
Midwest Stock Exchange Clearing Corporation, andnow Vice President with National Clearing Corporation.

East: John C. Gammage, Vice President, Shields & Company,Incorporated.

George C. White, Jr., Vice President, The Chase
Manhattan Bank, N.A.

This report was discussed with representatives of the Securities

and Exchange Commission, Federal Reserve System and several

Federal Reserve banks, National Association of Securities Dealers,

Securities Industry Association and its Securities Operations

Division, Banking and Securities Industry Committee (BASIC) and

the BASIC Steering Committee, bank clearing houses, stock exchanges'
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clearing corporations and knowledgeable brokerage, bank and

depository personnel.

SCOPE

3.

The Funds and Settlement. Subcommittee initially was to con-

cern itself with matters relating to the money settlement ve-

hicle for depository-eligible securities issues among securities

depositories throughout the United States. However, because

of the difficulty in separating the settlement of all common

and registered bond securities transactions from those affect-

ing only the certificate depositories, the scope of this

study became broader than just transactions among depositories.

The term "Securities" used in this report refers to equity

or common stock.

The implementation of the recommendations of this Subcommittee

will, therefore, require a broader sponsorship than that of

the National Coordinating Group for Comprehensive Securities

Depositories, which is primarily concerned with the interface

among depositories. Sponsorship would be expected to include

the Securities Industry Association, all registered stock

exchanges, The National Association of Securities Dealers,

American Bankers Association, Bank Administration Institute,

and concurrence in recommendations by governmental agencies,

such as the Securities and Exchange Commission and the Federal

Reserve System.

Other securities instruments have funds settlements specified

in a different manner from securities issues discussed in this

report (e.g., Treasury Instruments, money market instruments

98-978 0 - 73 - 18
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4.

and some municipal debt issues are settled in funds valued

today or cash equivalent; other municipal instruments are paid

for with funds valued tomorrow). These other types of issues

were excluded from this analysis.

MANAGEMENT SUMMARY 

The Funds and Settlement Subcommittee of the Working Committee

of the National Coordinating Group for Comprehensive Securi-

ties Depositories made the following conclusions on the settle-

ment of common stock securities transactions:

Securities payments must be standardized throughout the

United States. The primary issue is equity for all parties

involved in securities transactions. Standardization on

settlement in funds valued tomorrow appears to be the best

basis to provide equity to all participants.

Payments in funds valued today or cash equivalent conceiv-

ably could be accomplished provided time was permitted for

money market transactions to take place afterwards. How-

ever, because of peak volume of transactions, this method

places severe operational demand on the payment system.

In addition, settlement in funds valued today could increase

the capital requirements of small brokerage firms, since pay-

ment or cash could not be transmitted until cash payments were

received unless a high enough balance were maintained in the

account to cover such situations. These payments or receipts

from customers would most probabll be in funds valued tomorrow.

Operations of the settlement system that give one party to
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5.

a transaction use of funds for an extra day are not equit-

able (e.g., buyer pays in funds valued today, but as sel-

ler, he receives funds valued tomorrow, losing earning power

for one day) and will continue until funds settlement is

standardized.

Errors in a funds valued tomorrow system can be readily

corrected by the transmission on the next day of funds

valued today (Federal Funds or cash equivalent) through

the Federal Reserve System. Thus, errors or questionable

transactions can be "unbundled" or corrected on a funds valued

tomorrow basis. The corrections may be impossible on a

funds valued today or cash basis if funds physically leave

the banking system such as with currency withdrawals.

It appears that international payments will continue to be

settled on a funds valued tomorrow basis, although recent

discussions had proposed settling on a cash basis. The

same problems cited above, such as peak operational require-

ments and credit problems in addition to requiring a large

computer capability, are the reasons these large interna-

tional payments will probably continue to be settled in

funds valued tomorrow for at least 1973.

Changes in the Federal Reserve System's Wire Network sche-

dule and developments of regional certificate depositories

could change funds settlement procedures in the future,

but are not sufficient factors at this time to warrant

conversion to funds valued today or Federal Funds settle-

ment.
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6.

The Funds and Settlement Subcommittee recommends that all

securities clearing corporations specify their funds set-

tlement procedures to be funds valued tomorrow. Settle-

ments through the New York and American stock exchanges

are already made on a funds valued tomorrow basis.

The Subcommittee also recommends that efforts be initiated

nationally as soon as possible to standardize payments for

all securities settled through clearing corporations or

over the counter issues on a funds valued tomorrow basis.

FINDINGS 

The Findings portion of this report deals with the follow-

ing subjects:

Funds Settlement Terms (page 6)

Methods of Settling Securities Transactions (page 8)

Federal Reserve System's Wire Network (page 16)

Bank Wire (page 16)

Status of Federal Reserve System Plans to Modify Funds

Settlement System (page 17)

Status of New York Clearing House Association Plans to

Settle International Transactions (page 17)

FUNDS SETTLEMENT TERMS

There appears to be considerable misunderstanding about the

settlement process for corporate securities issues, some

of which may arise from lack of common understanding of

terms used. Terms such as good funds, same day money,

Federal Funds, Fed Funds, Clearing house funds, next day
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funds, etc. are used with many different connotations.

Two funds settlement terms will be used in this report,

based on when the funds are available to the depositor:

Funds valued today or cash equivalent

Funds valued tomorrow

Funds Valued Today - The term funds valued today indicates

that the recipient of the money has funds placed today

in his bank account, which are available for immediate

withdrawal in cash or can be considered the equivalent of

cash. These transactions are the same as those referred

to as payments in: Cash, good funds, available funds,

Federal or Fed Funds (designating funds credited to the

depositor's bank in the Federal Reserve System).

Funds Valued Tomorrow - The term funds valued tomorrow

means that the depositor does not have funds or cash

equivalent available for withdrawal until the day after

deposit or the next business day. Similarly, the payor

realizes a one day delay until the next business day before

funds are debited. These types of funds are also referred

to as Clearing House Funds, New York Clearing House Funds,

one day delay, valued the next day, or "Custom of Wall

Street."

An analogy can be drawn with the delay of the settlement

of funds and that of securities transactions. A securities

transaction that takes place on trade date, or "day zero,"

does not settle with the delivery of the securities until
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"business day five." This allows time to confirm the

transaction for accuracy and issue the proper instructions

to deliver securities to the purchaser. In earlier trade

practices, securities traded on exchanges were delivered on

the trade day until 1933 when the time was extended to two

days. Subsequent changes were made to three and then four

days. In February, 1968, the time allowed for delivery was

extended to five days. In much the same way, the delay of

funds for value the next business day has developed as a

trade practice to allow for time zone differences, the ex-

change of data, usually in the form of a large volume of

checks, etc.

METHODS OF SETTLING SECURITIES TRANSACTIONS

Corporate securities transactions funds settlement procedures

have developed differently in various parts of the country.

In some cases, various banks in the same city have different

procedures for handling the funds aspect of the securities

transaction of the debit party and credit party.

Not much attention was centered on the importance of managing

money by those in the securities industry until the late

1960's. Most securities transactions were generally

concentrated in one geographical area, and different funds

settlement procedures did not cause appreciable trouble.

In the 1960's, more settlements began to be made locally

rather than in New York City. With the development of

regional exchanges, plans for regional depositories and

the requirement by more institutions to settle locally,

differences in funds settlement procedures began to cause
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some parties of a securities transaction to have a pos-

sible advantage or disadvantage in the use of funds. In

the case of large new underwritings or block trades, the

sums of money involved in the use of funds for one day

can be significant.

Many securities and banking leaders have commented on the

need to have a standard funds settlement procedure on a

national basis. One of the major positions of the Securities

Operations Division of the Securities Industry Association

is to standardize funds settlement procedures.

The Subcommittee found that many knowledgeable securities in-

dustry people failed to realize that the use of funds valued

today requires that cash or available funds be in an account

before funds can be transferred. This could cause some

brokerage firms to maintain higher balances than might be

necessary with a funds valued tomorrow basis in which

debits and credits are netted, and it could conceivably

require greater capitalization. For example, paying off

a loan in funds valued today could be delayed awaiting the

receipt of funds valued today. Also with a funds valued

today basis, it is conceivable that some transactions

could not be completed prior to transfer deadlines and

surplus funds would have to be maintained for these situa-

tions. Or, customers could be paying by checks with funds

valued tomorrow for transactions that a brokerage firm would

have to settle in funds valued today.

The information obtained by this Funds and Settlement Sub-
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committee on various settlement procedures, which are

summarized below, indicates problems for the national bro-

kerage firm dealing in transactions throughout the United

States because of the lack of funds settlement standards.

Stock Exchange Clearing Corporations - At least two differ-

ent settlement procedures exist among the various clearing

corporations. For example, on one hand, the stock clear-

ing corporations of the Midwest and PBW (Philadelphia -

Baltimore - Washington) stock exchanges require funds settle-

ment in funds valued today or cash. On the other hand,

the stock clearing corporations of the New York and American

stock exchanges require funds settlement in funds valued to-

morrow. The Pacific Stock Exchange typifies another var-

iant settlement procedure that includes some transactions

settled in funds valued today and others in funds valued

tomorrow.

Banking Practices in Certain Other Cities - The basic methods

of settling securities transactions in several money market

areas are mentioned here to illustrate the variations that

presently exist among different cities. Appendix I des-

cribes the basic check processing system with which many

persons reading this report are familiar.

New York City - In the New York area, securities transactions

are settled in funds valued tomorrow whicn are usually re-

ferred to as "New York Clearing House Funds." In fact,

it appears that the connotat,_on to most securities industry
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personnel for the term "Clearing House" is the New York

type of payment. (Incidentally, the same convention of

funds valued tomorrow exists in the settlement of interna-

tional payments.)

An interesting development in funds settlement has occurred

recently with the Central Certificate Service (CCS), Inc.

CCS, Inc. rule 9 is as follows:

"Balances due the corporation from a participant or
pledge shall be paid by check payable in New York Clear-
ing House Funds which shall be a cashier's check or
certified if in the amount of $5,000 or more, unless
such requirement is waived by the corporation in its
discretion."

The First National Bank of Boston and the Corporate Trust

Activities Committee at the American Bankers Association

have requested that the Securities and Exchange Commission,

which is reviewing the rules, change the terminology of

Rule 9 to this:

"Balances due CCS, Inc. from a participant or pledge
shall be settled in funds valued tomorrow (Clearing House
Funds rather than Federal Funds)."

The significant point about this requiremeAtis that it

was developed by CCS, Inc. which is a user, and not by

banks. CCS needs assurance by receipt of a certified

check presented to CCS after the settlement is calcu-

lated each afternoon that funds will actually be avail-

able the next day for settlement purposes. A check could

be presented by a non-New York bank, but there is no guar-

antee that funds will be available tomorrow even though

the bank on which funds are drawn could be a one-day
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point for available funds provided the checks were pre-

sented to the Federal Reserve Bank before scheduled

deadlines. Conceivably, the bank may decide to return

the check for some reason. Therefore, it illustrates

the need of the user to have assurance that funds will

be available as specified.

Another alternative for solving this problem would be

to expand the capabilities of the Federal Reserve Wire

Network to enable transmission of funds valued tomorrow,

or any other time in the future, as well as continuing

transmission of funds valued today. With such a change,

an organization like CCS could receive a Federal Reserve

Wire Transfer, which would guarantee that the sender

would have funds transferred from his reserve account in

a Federal Reserve Bank the next day just as a certified

check today guarantees funds the next day.

Checks issued for the settlement of securities transactions,

even if drawn upon the same bank where the depositing broker

or organization has a bank account, are generally not debited

to withdraw funds from the writer's checking account until

the following day. While some banks may show a debit that

day on an account statement, the transfer of available funds

from the account for determining the available balances

or cash in the account actually takes place the following

day.

Checks drawn on the eleven New York Clearing House banks,

which were received for deposit the previous day by the pre-
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senting bank are exchanged at several times during the

early morning hours and finally at 10:00 a.m. on each business

day. The net position of each bank is determined after

the 10:00 a.m. exchange and the individual banks' deposit

accounts with the Federal Reserve Bank of New York are debited

or credited in funds valued today for this exchange of checks.

There are exceptions to the settlement of funds valued to-

morrow where one party is not in the securities industry,

as in the case of individuals and corporations. Most banks

generally handle all retail checking account transactions

by crediting deposits under a deferred availability schedule

running from one day (similar to funds valued tomorrow)

to several days roughly measuring the time until collec-

tion from the payor bank and credit of funds through the

Federal Reserve System and allowing sufficient days for

"non-sufficient funds," "stop payment," or any other type

of checks to be returned. In the case of most large cor-

porations' new securities offerings, the funds are credited

as funds valued tomorrow in the same way the transaction

would be handled for any broker or financial institution.

There are, however, cases where the underwriter pays the

corporation in funds valued today, but receives payment

in funds valued tomorrow.

Chicago - Securities transactions in Chicago are handled

somewhat differently than in New York. The major Chicago

banks have an exchange of checks at 10:30 a.m. each business

morning similar to the 10:00 a.m. exchange at the New York
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Clearing House. Checks drawn on other Chicago banks and

deposited in a Chicago bank too late to make the morning

exchange are in effect valued tomorrow because they cannot

be exchanged until the next day.

However, this standard practice can be avoided by a payee's

arranging to deposit at the payor's bank. For example,a

brokerage firm could instruct the Midwest Stock Exchange's

Stock Clearing Corporation to issue a check drawn on a

bank where that firm maintains a Chicago bank account. When

that check is deposited, the Chicago bank would make funds

valued today or cash available to the firm and it could,

therefore, invest funds overnight or pay off loans. Cer-

tain Chicago banks will place immediately available funds

to the credit of a broker at another Chicago bank on a

selective basis.

The same firm if it pays in New York but receives money

in Chicago, could gain overnight use of funds provided

the funds are invested, such as in Treasury Bills. Con-

versely, if the firm pays in funds valued today in Chicago

for securities but receives payment in New York City, it

would lose the use of funds for one day, since the funds

received in New York City are valued tomorrow.

California - Los Angeles and San Francisco clearing house

practices for exchange of checksare similar in all major

respects except that the deadlines for check exchanges are

8:00 a.m. and 7:00 a.m. respectively.
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The settlement of securities differs in several ways from

that of other major financial centers. Payments deposited

in the bank upon which they are drawn are immediately a-

vailable provided sufficient funds valued today or cash

are in the payor's account. If drawn on another local

bank, the funds will be valued tomorrow.

Funds settlement practices on out-of-town checks vary.

Some banks have their own schedule while others adhere

to that of the Federal Reserve Bank.

Funds valued today are withdrawn from brokers' accounts by

the issuance of banks' cashiers' check3or the certification

of the brokers' checksmaking funds available to the banks

unless special arrangements are made.

In the vast majority of transactions, bank originated debits

and credits to brokers' local bank accounts are on a funds

valued today basis. Exceptions are arranged by either special

requests or standing instructions. The Pacific Stock Ex-

change Clearing Corporation pays brokers having net clear-

ing balances with a draft drawn on the Clearing Corpora-

tion's current bank of account. The Clearing Corporation

will accept payments from brokers, in settlement of clear-

ing balances, drawn on the brokers' local banks. Generally,

the Clearing Corporation deposits these checks in their

account with the bank upon which they are drawn and obtains

funds valued today. While this procedure can be handled

relatively easily with modest volume, it becomes very diffi-

cult with heavy volume such as in New York.
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FEDERAL RESERVE SYSTEM'S WIRE NETWORK 

Many are familiar with the operation of the Federal Reserve

System's (FRS) Wire Network; the basic functions of the

FRS Wire Network are discussed in Appendix II.

Funds valued today can be transferred among member banks

of the FRS through the facilities of FRS's computer switch

located at Culpeper, Virginia. The funds transfer process

actually takes place through debits and credits in each

individual bank reserve position or deposit maintained at

the FRS.

BANK WIRE 

As an alternative to the Federal Reserve System's Wire Net-

work, discussed above, the transfer of funds can be handled

with the Bank Wire which is managed by major banks in Chicago

and New York. The Bank Wire is a switching network con-

necting over 230 banks throughout the United States. The

Bank Wire is described in Appendix III.

It is a fine point, but while funds can actually be trans-

ferred throughout the country on the FRS Wire Network,

this is not so with the Bank Wire. On the Bank Wire, in-

structions are transmitted from a bank to its correspondent

bank to charge its account with the correspondent and make

funds available to some other organization. Frequently,

the funds transferred by the Bank Wire are disbursed within

the same correspondent bank. Bank Wire funds transactions

can be valued today or later.
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STATUS OF FEDERAL RESERVE SYSTEM PLANS TO MODIFY FUNDS
SETTLEMENT SYSTEM

In September, 1972, the FRS questioned various financial

organizations on the feasibility of extending the trans-

mission time of this network later than now available.

The FRS announced in early April that the availability of

the network will be increased by half-an -hour for trans-

mission from west to east to equalize transmission time in

both directions.

STATUS OF NEW YORK CLEARING HOUSE ASSOCIATION PLANS TO SETTLE
INTERNATIONAL TRANSACTIONS

International payments in New York City are settled in funds

valued tomorrow, a similar convention to that practiced

for securities transactions.

In 1970, the New York Clearing House Association (NYCHA)

installed an automated clearing house through which inter-

national payments could be switched by means of a central

computer located at the NYCHA. This system is referred

to as the Clearing House Interbank Payments System (CHIPS)

and is described in Appendix IV.

It has generally been assumed by some bankers and Federal

Reserve officials that CHIPS transactions could be con-

verted from a funds valued tomorrow settlement basis

to a funds valued today basis fairly readily. However,

NYCHA committees analyzing possible conversion have found

major potential problems regarding credit for participants

when funds must be paid on a funds valued today basis,
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or cash equivalent, since funds valued today or cash

cannot be transferred or paid from an account until funds

valued today are received if the account does not maintain

a high enough balance to cover the transaction.

This appears to cause major queuing problems in completing

transactions at the latest time possible. In addition, this

also requires that the computer switch maintain the cur-

rent status of every participating organization's account.

The NYCHA international payment committees have concluded

that the advantages of settling international transactions

in funds valued todayare outweighed by the severe demands

this places on the payment mechanism. These committees

have recommended that no changes be considered until after

early 1974 when a new larger CHIPS computer system is

installed.

CONCLUSIONS 

The Subcommittee concludes that the question of funds valued

today or tomorrow should not be the primary focus of the

securities industry. Instead, the focus should be on a

standard funds settlement system that will be applicable

to current capabilities and adaptable to changes in the

future.

The Subcommittee concludes that there are possible abuses

in the present settlement process for securities transac-

tions because of the lack of standard industry funds settle-

ment procedures. Generally speaking, there has not been

a national effort in the past that had the senior manage-
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ment levels of both banking and the securities industry

involved in addressing issues, such as the funds settle-

ment process. Under the circumstances, it can only be

expected that different procedures would be applied in

different parts of the country. Some organizations, in

both the banking and securities industries, could bene-

fit from these differences to their own advantage. Con-

sequently, the discrepancies which are inequitable at

best will cause problems in settling transactions among

securities depositories which are being formed in various

parts of the country for participation by both regional

and national firms.

Rather than assume that the Federal Reserve Wire Network

schedule will be changed, the Subcommittee in its investi-

gation determined that, although changes could occur, con-

clusions should be based on conditions as they presently

exist.

The Subcommittee believes that future efforts to improve

the efficiency of the payment mechanism - and particularly

to reduce the checks in the process of collection, or float

will include specifying funds settlement dates. This will

eliminate the tremendous queuing problems that occur when

large volumes of transactions must be settled in cash or

funds valued to3ay.

In deciding that a standard funds settlement is necessary,

the Subcommittee concludes that the standard adopted must be

98-978 0 - 73 - 19
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able to be implemented as quickly as possible for the bene-

fit of all participants for the settlement of securities

transactions. In addition, the Subcommittee concludes that

the standard must not be so different from the present way

of conducting business that the capital structure of a

brokerage firm is affected.

Factors, which are discussed below, could make it feasible

to consider converting to a funds valued today basis in the

future. The factors in making such a change would be the

availability of computer switches in the various money

market locations, such as in New York City where CHIPS

is installed, and in California where the Federal Reserve

installed a switching computer in October, 1972, for use

by the California Automated Clearing House Association,

Incorporated. In addition, factors such as the availability

throughout the entire business day of the Federal Reserve

network for the transfer of funds valued today, as is being

explored by the Federal Reserve System, should also be

taken into consideration.

Another major factor in deciding to change the funds settle-

ment basis would be the ratio of securities transactions

taking place in the depository through which a standard

settlement process would be followed versus those taking

place outside of the depository by the issuance of certi-

ficates in institutional and private name registrations.

As more settlements take place through depositories, which

will be able to determine net settlement positions, it will



287

21.-- 22.

be easier to settle the funds related to a securities

transaction. It is intended that, in the near term, banks

and institutions participating in depositories will deposit

their own holdings and securities held for others. It

may then be desirable to re-evaluate and change the settle-

ment process even though the same problems mentioned in

this report for securities remaining outside of certificate

depositories will continue to exist.

RECOMMENDATIONS 

The Subcommittee recommends all common stock transactions be

settled on a funds valued tomorrow basis. This would re-

quire that all securities clearing corporations and the

National Association of Securities Dealers specify their

funds settlement procedures to be funds valued tomorrow.

The Subcommittee further recommends that upon acceptance

of this position paper by the National Coordinating Group

for Comprehensive Securities Depositories, copies should be

forwarded to the organizations mentioned in the second

paragraph of the SCOPE on page 3 inviting their comments

by the end of June, 1973. Responses should make it possible

to determine if this standard settlement method could be

implemented by the end of 1973. Adoption in cities having

stock exchanges would encompass the majority of securities

transactions. Additional efforts will be made by members

of this Subcommittee to secure participation of securities

and banking entities in other financial centers within

their respective regions in order to achieve standardiza-

tion of funds settlement for securities transactions on a

national basis.
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APPENDIX I-CHECK PROCESSING SYSTEMS

Approximately 22 billion checks are handled annually by

commercial banks. Approximately 1/3 of all checks are

written by depositors in one bank for the credit of de-

positors in the same bank. Another 1/3 of all checks are

written for depositors in the same city or marketing area.

These checks are exchanged directly among the banks, most

often through the facilities of local clearing houses.

The remaining 1/3 of all checks go outside the local area. Most

of these checks are distributed through the facilities of the

Federal Reserve System (FRS) or by "direct sending" arrange-

ments which banks establish among themselves when check and

dollar volumes warrant.

Federal Reserve System - The map on the next page shows

the twelve FRS districts, the locations of FRS banks and bran-

ches and the transit numbers for all areas of country, which

are the numbers appearing on every check. The FRS receives

the deposit of checks from banks on established daily sche-

dules and grants funds valued after today to the banks based

on when the checks will be returned to the banks on which

they are drawn. The funds for checks drawn on banks in cities

where a FRS bank or branch is located usually are credited

in funds available tomorrow to the depositing banks. Checks

drawn on other points designated "country banks" are usually

valued a day or so later depending on the location.
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THE FEDERAL RESERVE SYSTEM

BOUNDARIES OF FEDERAL RESERVE DISTRICTS AND THEIR BRANCH TERRITORIES
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To speed up the flow of funds through the check processing

system, the FRS has recently made two major changes. One

change is the establishment of Regional Check Processing

Centers (RCPC's) to speed up the movement of checks over

wide geographical areas. The first RCPC's covered a radius

of 40 miles around Washington, D.C. Checks presented to

the RCPC in the evening and early morning are returned to

the bank on which they are drawn in the morning. Organ-

izations depositing checks drawn on banks in the RCPC

area receive funds valued tomorrow, where previously the

movement of checks often took several days. RCPC are being

established throughout the country where check exchange facili-

ties are not available.

The second major modification to the check processing system

occurred in November, 1972, with the implementation of the

FRS's Regulation J. This regulation requires that all banks

settle checks with the FRS on the day presented in funds valued

today. Previously, "country banks" had been allowed one addi-

tional day or allowed to settle in funds valued tomorrow. This

change puts all banks, regardless of location, on an equal basis

of settling checks and reduces the amount of FRS checks in the

process of collection - or "float' as it is usually called.
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APPENDIX II - FEDERAL RESERVE SYSTEM'S WIRE NETWORK 

Banks which are members of the FRS maintain deposits with the

FRS for reserve against their time and demand deposits. Until

modifications were implemented in the FRS's Regulation D in

November, 1972, banks maintained different percentages of re-

serves based on whether they were designated "Reserve City

Banks" because they were located in cities with FRS banks,

or whether they were designated "country banks" because of their

location in other cities. The modification of Regulation D

standardized all reserves to be based on the following schedule:

First $2 million in net demand deposits - 8%

$10 million to $400 million - 13%

Over $400 million - 17.5%

Every Wednesday, based upon the average of the daily balances

for the preceding two weeks, the FRS member banks settle their

reserve position with the FRS, which should be within a range of

plus or minus 2% of their reserve position needs. If a

particular bank needs funds, it can purchase Federal Funds.

Those with excess Federal Funds can sett their available

funds. Excess funds left on deposit at the FRS are non-

earning assets, while shortages can lead to disciplinary

action by the FRS. Non-members of the FRS can maintain

their reserve positions with other banks. The FRS moves

funds (as well as ownership of Treasury Instuments) on

its Wire Network with the schedules for transactions in the

various time zones, as shown on the next page.
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Pacific
Zone
Sending
Deadlines

to:

MOUNTAIN

Mountain
Zone
Sending
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CENTRAL

Central
Zone
Sending
Deadlines

to:

EASTF.RN

Eastern
Zone
Sending
Deadlines

to:
5,30 A.M.

6:00 A.M.

830 A.M.

7:00 A.M.

8:30 A.M.

7:00 A.M.

7:30 A.M.

800 A.M.

7:30 A.M.

8:00 A.M.

8:30 A.M.

9:00 A.M.

8:30 A.M.

9:00 A.M.

9:90 A.M.

10:00 A.M.
7:30 A.M. 8:30 A.M. 9:90 A.M. 10:30 A.M.
3,00 A.M. 9:00 A.M. 10:00 A.M. 11:00 A.M.
8:30 A.M. 9:30 A.M. 10.30 A.M. 11:30 A.M.
900 A.M. 10:00 A.M. 11:00 A.M. 12:00 Noon
9,30 A.M. 10:30 A.M. 11:30 A.M. 12:30 P.M.
10:00 A.M. 1100 A.M. 12:00 Noon 1:00 P.M.
10:10 A.M. 11:30 A.M. 12:30 P.M. 1:30 P.M.
11:00 A.M. 12:000071 1:00 P.M. 2:00 P.M.
11:30 A.M. Eastern 12:30 P.M. Eutern 1:30 P.M. Ea., TT 2:30 P.M. Eastrm-Other District
12:00 Noon 1:00 P.M. 2:00 P.M. 3:00 P.M. Pacific.Mountain.Centr
12:30 P.M. Central 1:30 P.M. Central 2:30 P.M. Central-Other District 3:30 P.M.
1:00 P.M. 2:00 P.M. 3:00 P.M. Pact flaMountain. 4:00 P.M. Eastern-Same District

Central Within Dietrict
1:80 P.M. Mountain 2:30 P.M. 3:30 P.M. 4:30 P.M.
2.00 P.M. 3:00 P.M. Pacific. Mountain 4:00 P.M. 6:00 P.M.
2.90 P.M. Local-Chitade District 3:30 P.M. 4:30 P.M. 5:30 P.M.
3,00 P.M. Local-Within District 4:00 P.M. 5:00 P.M. 6:00 P.M.
3-90 P.M. 4:30 P.M. 5-30 P.M. 6:90 P.M.
4:00 P.M. 5:00 P.M. 6:00 P.M. 7,00 P.M. ' EXCEPTIONS
4 30 P.M. 5:30 P.M. 6:30 P.M 7:30 P.M. Detroit - 2:30 Est.
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The FRS Wire Network is controlled through an electronic

switching computer located at Culpeper, Virginia, which

connects the FRS Board of Governors and all of the FRS

banks and branches. The messages are formatted with the

four digit transit numbers and four digit routing numbers

shown on the bottom of checks to designate individual banks.

Participating banks use M-37 telegraphic type terminals to

transmit transactions through their local FRS bank offices

and into the network. This network is presently used for the

transmission of funds valued today. "The Federal Reserve

Communications System" below describes in more detail the

capabilities of this system. A map below shows the location

of this network which has the ability to transmit data on

magnetic tape in addition to the M-37 traffic.
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THE FEDERAL RESERVE COMMUNICATIONS SYSTEM

by Albert D. Tinkelenberg,

Federal Reserve Bank of Richmond

The present Federal Reserve System is a direct result of over thirty

years communications system development within the Federal Reserve Sys-

tem. The immediate predecessor of our present system was an 81-D-1

torn tape system at the Federal Reserve Bank of Richmond using M-19

teletype terminals at Federal Reserve Offices throughout the country.

The new communications system became operational in August, 1970. The

heart of the communications system is an M1000 Communications Switch

which serves the teletype network, a magnetic tape network and a com-

puter network. The system is a central store and forward communications

system with all traffic routed from the originating location to the

store and forward switch at Culpeper and then it is routed to the addressee

station. Current system throughput is about 45,000 messages throughput/

day (input plus output).

The teletype network includes 77 150 baud circuits with traffic to 40

locations around the country (the slide shows 39 because the Miami

Branch has only recently been added). Approximately 143 M-37 terminals

are in use throughout the system. These terminals are the newest Tele-

type terminal which provides 150 words/minute using 150 baud communica-

tion lines. The M-37 terminal has a standard typewriter keyboard and

as used in the Federal Reserve Communications System provides a typed

copy of each message with the message identification at the originating

terminal. The teletype terminals are used for transmission of funds

transfers, commonly referred to as wire transfers; security transfers,

(CPD's); and Admin messages. Percentage-wise these provide 70%, 10%

and 20% of the traffic respectively.
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The second network included within the communications system is a

magnetic tapenetwork which uses thirteen 2400 baud circuits to
 all Federal

Reserve District Head Offices and to the Federal Reserve Board
 of Gover-

nors in Washington. At each of these locations, an IBM 2968-7 tape

transmission terminal is used. These terminals and circuits are used

for the transmission of economic data from all the Federal 
Reserve

Districts to the Board of Governors and to the Research Dep
artment

at tile Federal Reserve Bank of New York. Transmissions may be routed

through the M1000 Communications Switch or they may be rout
ed through

circuit patching or via circuit switching directly from 
one location

to the other.

The third network, the computer network, is actually a repl
ace-

ment for selected portions of the teletype network. Communications

processors are now in use at tne Federal Reserve Bank of 
Chicago and

the Federal Reserve Bank of San Francisco. Chicago uses a Control Data

M1000 and San Francisco uses an IBM 360/30 especial
ly programmed to

handle communications. Currently in the test phase are additional

communication processors; and XDS Sigma 5 at the Feder
al Reserve Bank of

New York, and twin IBM 360/30's at the Federal Reserve
 Bank of Cleveland.

The communications processors connect to Culpeper and se
rve local communi-

cations networks at the Federal Reserve city. Using the computer network,

funds transfers from the Bank of America in San Franci
sco are sent to the

Federal Reserve Bank of San Francisco communications p
rocessor which in

turn sends the messages automatically to Culpeper. Culpeper then polls

the Chicago communications processor and routes the
 message to Chicago

which would route the message from Chicago Bank over to,
 say, the Con-

tinental Bank in Chicago. In this case, the message would be routed auto-

matically through three communications processors withou
t any manual inter-



296

vention. It is an objective of the Federal Reserve System to have all

Federal Reserve District Offices connected in this manner for high speed

(approximately 300 characters/second) communication with Culpeper and

for automatic handling of message preparation and message processing

at each office.

The M1000 Communications Switching System at Culpeper is a specially

designed computer, designed to provide very rapid input and output. The

system uses four computers called M1000 exchange units. With each ex-

change unit (EU) are core memory and fast disc plus secondary storage

on disc packs and magnetic tape. As a message enters the system through

a line group, it is routed into the exchange unit and immediately re-

corded on disc storage. After it is recorded on the disc, an acknowledg-

ment is sent back to the originating terminal. The addressed terminal

is then polled to determine if it is available for receipt of a message.

If the polled terminal is in operating condition, and is not already

busy with other traffic, the message is sent to it. While the traffic

is waiting to be delivered, it may be stored on a fast access disc within

the exchange unit; or on disc packs. As traffic is delivered to the

addressee, it is recorded on disc packs and on magnetic tape. The disc

pack storage provides a capability for rapid retrieval of a message by

a receiving station during the day that the message is delivered. The

magnetic tape record of the traffic is a permanent history of all traffic

delivered. In most cases, Culpeper keeps the magnetic tapes with deli-

vered traffic for thirty days.

The M1000 system is especially designed to prevent loss of a message

in case of failure and to continue communications service in spite of

failure of key components. There are four exchange units in the M1000

system. In the case of an EU failure the communications system will

continue to serve all terminals connected to the network. In fact,
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all three EU's can fail and communication service 
is still provided

to all terminals in the network. Of course, in this case, the overall

thruput will be reduced.

The Operators Console for the M1000 is especially designed 
to provide

the information necessary for operator awareness of the 
transmissions

through the system. While each message is routed automatically through

the system, the operator needs to have information on the s
ystem operation.

Circuit activity is shown by blinking lights for each ci
rcuit or a

steady red light appears in case of circuit or terminal pro
blems. Also,

status lights are provided for each EU to show cases whe
re an EU or a

part of it, such as a disc, has failed and the function 
is assumed by

the neighboring computer. The status indications from the control panel

are supplemented by teletype terminals positioned at the
 operators con-

sole. Periodically, status reports pertaining to the communica
tions

through the system are provided at these terminals. Status reports

include such things as number of messages delivered to e
ach station,

list of circuits and terminals which are inoperative, numbe
r of messages

handled by each EU within a certain period and number of me
ssages

awaiting delivery on each line throughout the system. Also, the con-

sole terminals can be used to provide instructions to
 the M1000 computer

to deliver traffic to an alternate terminal or to sto
p delivery of traffic

terminals that have failed. Special commands to request special status

reports may be inserted into the M1000 using these
 terminals.

Routing in the Federal Reserve Communications System 
uses the Bank

ABA number in a standard message format. The last two digits of the rout-

ing number are a type code that indicates whether the
 message is a funds

transfer, securities transfer, administrative, resear
ch, and so on. By

this means, receiving terminals or automatic processo
rs may call up a

special processing program depending on the type code
 appearing in the mes-

sage.
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As a message is transmitted from a M-37 terminal to the communica-

tions switch at Culpeper, it is printed out on the copy at the M-37 ter-

minal. After the communications switch has stored the message in the disc

pack, it sendsback to the originating terminal an input message acknowledg-

ment (IMA) at the bottom of the message. The IMA contains an input station

identifier, an input date time group, and an input message sequence num-

ber. As the message is delivered to the addressed station, these same

fields are retained in the message ender and additional fields pertaining

to the delivery are added. Additional fields are the message file number

which is the location of the message on the M1000 disc pack, the output

date time group, the output station identifier and the output message

sequence number. With these identifying numbers, the message originator

has an identification of the message as part of his acknowledgment from

the communications switch. The same numbers are sent to the message

addressee. Also the time that the message was received at the communica-

tions switch and the time that it was outputed are noted on the message.

Over 90% of the traffic through the system is delivered within two minutes

from time of receipt in the communications switch. The output numbers in

the ender may be used by the addressee to retrieve a copy of the message

from the communications itch should this be necessary.

The Federal Reserve Communications System is in a constant state of

change; over forty new circuits have been added since it came in use about

20 months ago and there have been a continual series of additions to the

communications switch program. With the present drive to connect communica-

tions processors at all Federal Reserve Head Offices, the evolutionary

characteristics of the communications system will continue to be challenged.

The field of data communications is advancing very rapidly and at Culpeper

we enjoy our position in the forefront of this technology. It is our inten-

tion to keep the Federal Reserve Communications System well advanced in the

data communications state-of-the-art.
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APPENDIX III - BANK WIRE 

In addition to the FRS Wire Network, discussed above, in-

structions for the transfer of funds can be handled with

the Bank Wire. The Bank Wire is a switching network connect-

ing over 230 banks, as shown below. This network switch

is based on a four character alphabetic code (NXXX

for New York banks, CXXX for Chicago Banks, etc.) but the

messagesare not formatted in any standard as FRS messa
ges

are. Bank Wire is managed by banks in Chicago and New York,

but an Ad Hoc Committee is now considering broader owners
hip

of this network.
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APPENDIX 1V - CLEARING HOUSE INTERBANK PAYMENTS SYSTEM (CHIPS) 

In 1970, the New York Clearing House Association (NYCHA)

installed an automated clearing house through which inter-

national payments could be switched by means of a central

computer located at the NYCHA. This system, referred to as

the Clearing House Interbank Payments Systems,or CHIPS, has

been expanded from the nine participating NYCHA banks to

include one new NYCHA member and five Edge Act and foreign

agency banks. In addition, forty other banks involved in

international transactions participate through a gaper Lx-

change Eayment Lystem, or PEPS, with transactions printed

centrally at NYCHA. PEPS may be viewed as an interim or

"staging" phase for these forty organizations. When the

switching computer system at NYCHA is expanded in 1974 to

allow installation of terminals at the PEPS participants'

locations, they will become part of CHIPS.

The CHIPS system determines the net osition of each parti-

cipating bank daily. The followinc. morning at the 10:00

a.m. exchange, the NYCHA bank receives a credit or debit to

its balance account on deposit at the FRS similar to the

method of settling the exchange of checks.

This CHIPS capability conceivably can be expanded when the new

computer switch is installed in early 1974 to include securi-

ties transactions. However, at present, it does not seem

that this system has sufficient capacity to handle securities

transactions in addition to its present volume. The NYCHA

presently has a Funds Settlement Committee analyzing the

feasibility of international payments being settled in funds
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valued today rather than funds valued tomorrow in an attempt

to aid the FRS in removing uncollected funds from the payment

mechanism. This committee has three subcommittees concerned

with Operations, Credit and Money Market.

It appears that this group is concluding that settlement should

continue to be based on funds valued tomorrow because of

operating limitations of the payment mechanism to effect

transactions under limited times. In addition, there are

severe credit problems caused by the settlement in good

funds and the difficulty of unraveling erroneous trans-

actions settled in funds valued today or cash. On a funds

valued tomorrow basis, error conditions are corrected in funds

valued today, so that the beneficiary of the transaction does

not suffer a loss.

While solutions to all the problems mentioned regarding interna-

tional payments being settled in funds valued today seem to

be technically feasible, the benefit of settling transac-

tions on a value today basis does not appear to be worth the

severe peak demand it places on the payment mechanism.

A
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NATIONAL COORDINATING GROUP

for
COMPREHENSIVE SECURITIES DEPOSITORIES

July 5, 1973

Representative John E. Moss
Chairman
Subcommittee on Commerce and Finance
Interstate and Foreign Commerce Committee
Congress of the United States
House of Representatives
Washington, D. C. 20515

Dear Mr. Moss:

Your letter of May 29, 1973, relative to the progress being made
by the National Coordinating Group was very timely. It just so
happened that the National Group was scheduled to meet on June 4,
and we had an opportunity at that time to discuss it.

I would like to respond to your letter by directing my comments
to the three questions which you raised:

(1) "Guidelines for the interface of regional depositories"

As you will notice in the minutes of our meeting, Enclosure A,
a considerable amount of work has been devoted to depository
interface. Some of the guidelines have been completed, and
others are being developed, including:

11.2positories as eligible clpositors

The foundation for depository interface is provided by each
depository's being a depositor in the other depositories.
Thus, Depository "A", being a depositor in Depository "B",
can receive and deliver securities by book-entry from and
to other depositors in "B", just like any other of "B's"
depositors. Of course, "A" would be receiving and delivering
in "B" on instruction of its own participants. In this
respect "A" is little different from broker and bank
depositors who are parties to book-entry transactions in
depository "B" on behalf of their many customers.

A pilot interface test has been in progress for several months
between the Midwest and New York Depositories. Details are
now being worked out for a similar test between the Midwest
and the West Coast.

Each depository's rules approved by the SEC provide that a
depository shall be eligible to be a "Participant" (i.e.,
depositor).
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Representative John E. Moss
House of Representatives
Washington, D. C. 20515

12. EcIsitories as custodians for one another

July 5, 1973

Under the Uniform Commercial Code a "clearing corporation" must, as a

practical matter, keep possession of securities held by it or place

them in a custodian bank. Interface depends on the capacity of

depositories to act as custodians for each other.

This interrelationship among depositories can be accomplished when

depositories are chartered as banks (i.e., trust companies incorporated

under banking law). This has now been done, as concerns the Midwest,

West Coast, and New York depositories.

Regulatory coordination  and  supervision

Although each of the three depositories will be subject to examination

and supervision by their respective state banking departments, what

might be called another aspect of depository interface is coordinated

regulation.

This has been accomplished by the taking of two steps. The first is the

submission of each depository's articles of incorporation, by-laws, and

rules to the SEC for review and approval. This has been done by the

Midwest and New York depositories, and is in process for the one on

the West Coast.

The other step is to obtain coordinated bank supervision and examination.

This is to be accomplished by having each depository become a member of

the Federal Reserve System. The New York depository has already received

such membership and the Midwest is in the process of applying.

Funds settlement

An important question of depository interface is the manner in which the

cash side of securities transactions is settled both among depositories

and between a given depository and its depositors.

A working committee of the National Coordinating Group has studied this

matter in depth and has made recommendations which have been adopted by

the National Coordinating Group.

A copy of the Working Committee report is enclosed. (Enclosure B).

Other Interface Matters

Task forces from the depositories are working on a number of technical

and procedural matters. Interdepository custodian agreements are being

drafted. The use of facsimile and other fast transmission methods is

being worked out. Enclosure C, a report on "Applicability of Electrical

Communications Within a Depository" is being used to advantage. Other

operating-level questions as to detail are surfacing and, one-by-one,

being disposed of.

( .i
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Washington, D. C. 20515
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Attention is also being given to some longer-range opportunities for

efficiency and effectiveness. Development of a standard financial
industry numbering system (FINS) has been approved and steps authorized

to implement. This standard is not urgently needed now, but will
definitely be needed later to facilitate use of modern communications
technology.

In general, it is believed that depositories can--as they are the hub--
act as leaders, stimulators, and catalysts among the entire financial
community in bringing modern technology to a major part of the trade
completion process. Even for transactions in securities which cannot
be made eligible for depositories--but every effort should be made to
expand the eligible list--the related systems effect should be
substantial.

(2) 'Whether banks are giving financial support to the development
of depositories"

The answer to this question is "yes" - "banks are giving financial
support to the development of depositories."

(a) Six Chicago banks have committed $1,000,000 in the next 12 months
for the further development of the Midwest Securities Trust Company.
This commitment is reflected in paragraph 3 (page 8) of a Memorandum
of Understanding executed by the six banks and the Midwest Stock
Exchange, a copy of which is enclosed. (Enclosure D).

(b) The West Coast banks have committed, for Phase I, $2.26 million
for the development of the Pacific Securities Depository. The total
projected capital investment for the whole project is $7.4 million.

(c) The 12 New York Clearing House banks have contributed to BASIC
from its formal inception on March 11, 1970, the amount of $650,000
or 50 per cent of the $1,300,000 expenses incurred by BASIC to date.
The remaining 50 per cent has been paid by the American Stock Exchange,
National Association of Securities Dealers, and the New York Stock
Exchange, each of whom assume 1/3 of the aforementioned 50 per cent.

The Memorandum of Understanding executed in September, 1971, on a
Comprehensive Securities Depository System between American Stock
Exchange and the New York Clearing House banks is reproduced on
pages 1922-28 of your 1971 hearings. For ease of reference, a copy
is enclosed herewith. (Enclosure E).

(d) In addition to these incurred and contemplated out-of-pocket
expenditures the Midwest, West Coast, and New York banks have con-
tributed extensively the time and experience of many of their officers
and staff to the actual development and usage of the depositories in
their respective areas and to the development of a Comprehensive
Securities Depository System. Some of these contributions are evidenced,
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among other things, by their work pertaining to depository interface,

insurance questions, the CHIPS, CUSIP, and FINS Systems, Standardization

of Funds Settlement for Securities Transactions, development of

collateral loan programs for brokers and banks at depositories and

by banks depositing securities with depositories, as participants,

on a trial basis pending clarification of regulatory and other
questions.

The American Bankers Association has expended time, effort, and advice

in furthering the necessary amendments to the UCC and by conducting
and participating in seminars as to depository procedures and benefits.

It is clear that banks are not only "giving financial support to the
development of depositories" but are incurring further and indirect
costs by contributing people, time, and experience in large measure.

These commitments reflect the view that through participation in the
development of depositories the banks, all of whom have fiduciary
responsibilities, can assure that depositories will have the appropriate
character, operational, financial, legal capabilities, and regulatory
atmosphere.

(3) 'What, if any, new problems have arisen in the development of
the interregional concept. More particularly, what is the
probableeffectof requiring new and higher rates of return
on capital or increased interdepository charges?"

No unforeseen problems of substance have been encountered. Some foreseen

procedural problems remain to be resolved--and will be--such as the
handling of dividends, proxies, withdrawal of nominee certificates, etc.,
where the internal procedures for the handling of such matters now
differ among depository operations.

As to "requiring new and higher rates of return on capital or increased
interdepository charges', it is contemplated that beyond a nominal rate

of return on shareholders' investment, depositories' charges to users
would be scaled to cover depository costs

Our committee appreciates your interest in this effort and the opportunity to

tell you of our continuing progress. We will continue to keep your Committee

informed.

Sincerely,

.1-A•L4.6
Chairman

JHP:MOB

Enclosures (5)
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Senator WILLIAMS. Well, I appreciate your statement, all of it, and
we will have an opportunity to discuss this particular matter further.
Thank you very much.
Mr. Walter F. Thomas, vice chairman of the board, Manufacturers

Hanover Trust Co., New York, and chairman, steering committee,
New York Clearing House Association.

STATEMENT OF WALTER F. THOMAS, VICE CHAIRMAN OF THE

BOARD, MANUFACTURERS HANOVER TRUST CO., AND CHAIR-

MAN, STEERING COMMITTEE, NEW YORK CLEARING HOUSE AS-

SOCIATION, ACCOMPANIED BY JOHN F. LEE, EXECUTIVE VICE

PRESIDENT, NEW YORK CLEARING HOUSE ASSOCIATION

Mr. THOMAS. Mr. Chairman, my name is Walter F. Thomas. I am
vice chairman of the board of Manufacturers Hanover Trust Co. of
New York. I appreciate the opportunity of appearing today to express
the views of the New York Clearing House Association on proposed
legislation affecting the transfer, clearance, and settlement of securi-
ties' transactions. The New York Clearing House Association is an
association of 12 commercial banks in New York City. Sitting with
me is Mr. John F. Lee, executive vice president of the association.
We have submitted a formal statement to the subcommittee. I won't

read it in full because I believe it speaks for itself. Rather, I would like
to summarize the position of the association.
By way of background, let me point out that the 12 member banks of

the New York Clearing House Association act as transfer agent or
cotransfer agent for approximately 95 percent of the issues which
are listed for trading on the New York Stock Exchange and the
American Stock Exchange. They also act as registrar or coregistrar
for approximately 81 percent of these same issues. Moreover, the
member banks perform similar services for many issues that are
traded over the counter, and they act as paying, issuing, and transfer
agents for most of the bonds issued by the Nation's large corporations.
In addition, the 12 banks alone hold for the account of their customers
in excess of 2.8 billion shares of stock having a market value of at
least $108 billion, which are eligible for deposit with an appropriate
depository.
I would like to talk for a few minutes about transfer agents and

registrars. I submit that the job of the stock transfer agent is basically
a very simple debit and credit operation. The transfer agent receives
from the owner or his agent the old certificate with the proper endorse-
ment and a signature guaranty, together with instructions as to the
name, address, and social security or taxpayer number of the new
owner. The transfer agent checks the genuineness of the certificate, the
fact that the endorsement is exactly as the owner's name appears on
the face of the certificate, and the authenticity of the signature guar-
anty. It then refers to its records to make sure that the particular
certificate or certificates are actually held by that owner and that there
are no stops or other legal impediments to the transfer. The new
certificate or certificates are then issued in the name of the new owner
with address and social security number or taxpayer number included.
The issuing company's books as maintained by the transfer agent are
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then updated to record the debit of the old certificates and the credit
of the new certificates. The registrar then reviews the old and new cer-
tificates to make sure that there's been no overissuance which is the
registrar's principal function and responsibility.
This transfer of securities is one of the simplest operations that we

perform in the bank provided the documents are presented to us in
proper form. There are always problems of peaks and valleys in the
volume of work and we are expected to staff for normal wings. There
are also situations in which computers do not function because of
blackouts, brownouts, hardware or software failures. But I cannot
conceive of any legislation that would eliminate these problems.

It is unquestionably true that the difficulties of bank transfer agents
during the paper crunch stemmed primarily from the condition in
which the work was received. When the instructions call for the trans-
fer of 300 shares and the envelope contains 200 shares or 400 shares,
or the endorsement is not proper or where the signature guaranty is
missing or contains a signature which has not yet been furnished to
the transfer agent or the name of the transferee is missing or there is
no address—in any of these cases, there is nothing the transfer agent
can do except return the items to the transferor or his agent. I can't
believe any legislation affecting transfer agents would correct these
situations.

So-called legal transfers—for example estates, trusts, joint owner-
ship, foreign ownership—are a completely different ball game.
While much has been done toward uniformity of requirements for

such transfers
' 
we are still subject to the inconsistencies of the laws of

the individual States of incorporation as well as to the requirements
laid down by the individual corporations for which the transfer agent
acts. Legislation applicable to transfer agents will not simplify these
problems.
The possibility of any agency establishing personnel standards,

either in terms of quality or quantity is just beyond me. We did have
personnel problems during the crunch, primarily because so many of
our employees were being bought away from us for the so-called back-
rooms. Fortunately, we were able to call upon senior personnel from
other areas of the bank in order to keep the work flowing and the
schedules reasonably tight. I can't imagine any legislation or dicta
of a regulatory agency which would cure such problems.
I would also submit that there are many ways with computers,

mechanical equipment or even manual systems to produce the simple
transfer operation. The determination as to the particular means and
methods adopted depends upon the individual situation, with due
regard for volumes, peaks and valleys and the number of issues in-
volved. Neither legislation nor regulation should decide these matters.
They should be determined in the world of competition, economics
and the ultimate benefit to the user who is of course the stockholder.
Having said all these things on the negative side of legislation and

regulation, I would like to state most strongly our support of regu-
lation as to performances because this is the name of the game. Regard-
less of the electrical or mechanical equipment used, regardless of the
types and numbers of people involved, regardless of the methods, sys-
tems, and flows of work, the turnaround schedules, the audit trails, knd
the consistency and accuracy of records much be maintained. But we
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are already regulated as to performance; by the exchanges who keep
records* on transfer agents as to turnaround times, by the Depository
Trust Co., on the same basis, by the corporations for whom we act as
agent and finally by the Federal Reserve Bank, the Comptroller of
the Currency and the New York State Banking Department. The
banking regulatory agencies are concerned not only with turnaround
times but also with the security and protection afforded to the opera-
tions, the audit trails, methods, systems, flows of work, and above all
the reliability and accuracy of the records.

All of these I submit are integral parts of the term performance.
These standards of performance already exist and are being effectively
enforced by these agencies. I personally believe that each of them
has all the necessary power and authority to require compliance and
no further, and especially no separate, regulation by the SEC is either
necessary or desirable.
If there is any question about such authority or power, there is cer-

tainly no objection on our part to legislation which would specifically
grant such authority and power to these banking regulatory agencies.
But to include in that legislation provisions which could be a deterrent
to progress in performance or which would add the confusion of an ad-
ditional regulatory agency for the establishment of standards or the
monitoring of performance would seem to be unnecessary, unwise, and
perhaps even self-defeating.
The association believes that the present system for the transfer

of securities is working well and that the improvements since 1969
which Commissioner Evans mentioned as a result of voluntary action
by the industry, particularly the banks, is not well understood or ap-
preciated. The association does not believe that legislation aimed in-
directly at regulating bank participation in securities depositories
or aimed directly at them as transfer agents and registrars should
overlook the current pattern of bank regulation and examination. We
regard the delegation to the appropriate bank regulatory agencies of
full responsibility for the internal operation of those securities de-
positories that are established under State or Federal banking law and
of all bank transfer agents or registrars as essential for a workable
regulatory pattern.
The position of the association on the provisions of S. 2058 relating

to securities depositories coincides with the position which will be ex-
pressed to the committee by the Banking and Securities Industry
Committee—BASIC—and BASIC's memorandum points out that:
(1) Banking authorities are the most appropriate agencies for the regulation

of securities depositories, and assignment of the task to such agencies would
call forth the degree of bank participation that is necessary to maximize the
public benefits of such depositories.
(2) Banking authorities have analogous experience that could profitably be

used in the regulation of depositories, and sufficient resources to do the job.
(3) Banking authorities are not given a sufficient role in the development of

depositories, particularly in rulemaking as to safeguards for securities and
funds.

The provisions of S. 2058 relating to access and management partic-
ipation are deficient in that: (1) The bill would guarantee access to
entities whose character or financial qualifications might actually
deter the degree of participation by others needed to make the deposi-
tory succeed; and (2) the bill would conflict with well-established
principles of corporate management by conferring representation
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upon nonshareholders in the adoption of rules, the selection of officers
and directors, and in all other phases of administration.

Accordingly, we endorse the recommendations of BASIC with
respect to the depository provisions of S. 2058.
Stock transfer and registration are only parts of the broader fidu-

ciary, custody and agency functions performed by banks. A Govern-
ment agency which is not thoroughly familiar with the other activities
performed by banks in the entire securities area might well adopt regu-
lations which might be workable for a nonba,nk transfer agent but
would be inconsistent with the standards prescribed by the appropriate
banking agency. Congress has traditionally deferred to the expertise
of bank regulatory bodies because it recognizes that regulation of
banks requires a balancing of various interests including the solvency
and integrity of the banking system. The association urges Congress
not to adopt legislation which ignores the existence of a competent
group of regulators who are in the best position to prescribe and
evaluate standards of performance of bank transfer agents and regis-
trars and securities depositories in the broader context of standards
of sound banking practices.
Senator WILLIAMS Thank you very much, Mr. Thomas.
Now, this bill that we are discussing here today in this hearing has

had quite an extensive history. You were here last year, weren't you?
Mr. THOMAS. Yes, I was.
Senator WILLIAMS. Is your statement quite similar to last year's

statement?
Mr. THOMAS. Very much so, Senator.
Senator WILLIAMS. Was your organization part of the extensive

informal staff discussions of how the competency of all of the elements
could be brought into the regulatory picture here under this
legislation?

THOMAS. I don't know.
Mr. LEE. There was some last-minute telephone conversations, I

think as the Congress was winding up its work last October, we were
involved in—some of use were involved in it; yes, sir.
Mr. THOMAS. But not extensively.
Senator WILLIAMS. We thought we had found the best practical way

to use the competence of all involved here and in my statement I made
in opening the hearing today the bill before us today reflects the con-
sidered judgment of all persons concerned and involved with the
processinc, of securities transactions.
One of the stumbling blocks we had with the House was the extent

to which we involved bank regulatory agencies in the entire picture. In
the House they wanted the leadoff to be the SEC in this. We recognized
that if we are to have a centralized system there had to be rules promul-
gated by one authority. However, when those rules were actually en-
forced we would use those various regulatory agencies that are most
competent within their field. The bank regulatory agencies certainly
follow the rules into banking areas where they are involved, clearing,
settling, transfer, depository—we thought we had found the best ap-
proach here.
Mr. THOMAS. I think we understand the question and appreciate

the approach you have taken as far as enforcement. Obviously last
year if there had to be a bill we would have preferred your bill to
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the bill of Mr. Moss because you did give cognizance and recognition
to the bank regulatory agencies. I think the main question in our mind
is not on the enforcement but on the establishment of rules and regu-
lations as to how much the bank regulatory authorities will have to
say about the establishment of those rules and regulations.

Senator WILLIAMS. Well, we have certainly provided for mandatory
consultation. Could the language be any clearer in that connection?
Mr. THOMAS. No that's as clear as it could be.
Senator WILLIAMS. In. another area, Mr. Bucher of the Federal

Reserve, recently endorsed the cooperative regulation of transfer
agents by the bank supervisory agencies and the SEC. He stated:
In view of the extensive cooperative procedures involving the Federal Reserve

Board, the SEC, in connection with the writing of margin requirement rules by
the Board and their enforcement by SEC, it's hard to foresee any difficulty in this
recommendation.

I think that recognizes that the input should be there, making it
mandatory that it be there, and recognizing too that you just can't
have the authority for rulemaking fragmented. I think we have found
the answer here to recognizing that single rulemaking authority, but
in arriving at the rules, drawing on the knowledge of the appropriate
areas.
Mr. THOMAS. Well, it very probably will work. I think possibly we

fear what we don't know and what we don't understand.
Senator WILLIAMS. That's a fair statement. I understand that.

Thank you very much.
We convene again tomorrow at 9:30.
[Whereupon, at 11 :45 a.m., the hearing was adjourned.]
[Complete statement of Mr. Thomas follows:]

STATEMENT BY WALTER F. THOMAS, NEW YORK CLEARING HOUSE ASSOCIATION

Mr. Chairman and members of the Subcommittee—My name is Walter F.
Thomas, I am Vice Chairman of the Board of Manufacturers Hanover Trust
Company of New York. I am appearing before you today in response to your
invitation to express the views of the New York Clearing House Association on
proposed legislation affecting the transfer, clearance and settlement of securities'
transactions. The New York Clearing House Association is an association of
twelve commercial banks in New York City. Sitting with me is Mr. John F. Lee,
Executive Vice President of the Association.
My presentation will address itself to those portions of S. 2058 which deal with

securities processing—the transfer, clearance and settlement of securities trans-
actions.
By way of background let me point out that the twelve member banks of the

New York City Clearing House Association act as transfer agent or co-transfer
agent for approximately 95% of the issues which are listed for trading on the
New York Stock Exchange and the American Stock Exchange. They also act as
registrar or co-registrar for approximately 81% of these same issues. Moreover,
the member banks perform similar services for many issues that are traded over-
the-counter, and they act as paying, issuing and transfer agents for most of the
bonds issued by the nation's large corporations. In addition, the twelve banks
alone hold for the account of their customers in excess of 2.8 billion shares of
stock having a market value of at least $108 billion, which are eligible for de-
posit with an appropriate depository.

SUMMARY

The position of the New York Olearing House Association may be summarized
as follows. Banks share the desire of Congress as well as every stockholder,
issuer and broker for a system of speedy, efficient and economic settlement and
transfer of securities and securities transactions. The Association believes, how-
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ever, that the present system for the transfer of securities is working well and
that the extent of improvement since 1969 as a result of voluntary action by the
industry, and particularly the banks, is not well understood or appreciated. The
Association does not believe that legislation aimed indirectly at regulating bank
participation in securities depositories or aimed directly at them as transfer
agents and registrars should overlook the current pattern of bank regulation and
examination. We regard the delegation to the appropriate bank regulatory agen-
cies of full responsibility for the internal operation of those securities deposi-
tories that are established under State or Federal banking law and of all bank
transfer agents or registrars as essential for a workable regulatory pattern.

DEVELOPMENTS SINCE 19 8 8-7 0 "CRUNCH"

There have been a variety of innovations and developments in the area of
securities processing since the "paper-work crunch" of the late 1960's, so that in
the case of stock transfer regulation S. 2058 may be the classic example of legis-
lation at a time when the crisis has passed and the problems have been corrected.
With the assistance of the bank regulatory agencies which currently exercise
jurisdiction over bank transfer agencies and which will retain jurisdiction irre-
spective of whether or not S. 2058 is enacted, delays in processing stock transfers
have been for the most part eliminated. Moreover, the industry is witnessing a
phenomenon which the Congress may wish to assess at greater length before
legislating. This phenomenon is the marked decrease in requests for stock trans-
fers which is occurring quite unrelated to the volume of shares traded.
The volume of stock transfers in the member banks of the Association during

the first half of 1972 was down 34% from what it was in the first half of 1969.
That is to say, the level of activity in the stock transfer area was in the first six
months of 1972 only 66% of what it was in 1969. During the last half of 1972 and
the first half of 1973, the volume has continued to drop. This is a drop which
cannot be explained by the decrease in the volume of stock traded. Rather, it
reflects a steadily increasing percentage of ownership by institutional investors,
increasing use of jumbo certificates and the expanded use of The Depository
Trust Company (formerly Central Certificate Service).
Perhaps as important in alleviating delays in processing securities are the

improvements in procedures which have been made by the member banks of
the Association. Since 1969 the twelve banks have spent in excess of $50,000,000
for capital improvements in the stock transfer and registrar area. Significant
increases in trained personnel have been made. Night forces have been added
where none existed before. Although some operations were computerized before
1969, five of the member banks have completed computerization of their transfer
and registrar work since that date. All members have instituted periodic and
random testing procedures to ascertain more accurately the level of work per-
formance; they have instituted special audits over movement control and safe-
keeping of certificates and they have given their employees special training. All
member banks have become highly sensitive to inquiries from customers. Re-
ports to top level management now focus on such inquiries and special research
teams have been organized in most banks to provide prompt answers. Industry-
wide steps have been taken at the initiative of our Association, to improve the
overall performance of transfer agents. These steps include new forms and pro-
cedures for controlling the movement of certificates in bulk between brokers and
banks, the use of facsimile signatures in place of manual signatures and the em-
ployment of jumbo certificates.
Another development which has occurred since the paperwork crisis, and as a

result of it, has been a closer liaison between the stock exchanges, the bank ex-
aminers and the bank stock transfer agencies. The New York Stock Exchange
has adopted Rule 496 and the American Stock Exchange, Rule 891, which estab-
lish a 48 hour maximum for stock transfers. This is also the time period pre-
scribed by the New York Clearing House Association. The Exchanges monitor
their rules and report performance times. The bank examiners are also aware
of the rules and they check to see that such time limitations are being met when
they examine member banks.
At the same time that changes and improvements were occurring in the transfer

agency area, the Association was devoting considerable time, effort and money
to the successful creation of a comprehensive securities depository in New York
City, now known as The Depository Trust Company ("DTC"). The effort, which
began before the Congress or the SEC took an active interest in the problem,
grew out of a realization on the part of the financial institutions involved that



the volume of paper work had to be curtailed and handled more efficiently. The
banking and the securities industries agreed that this goal could only be reached
if stock certificates were largely immobilized and ownership transferred through
book entry.
Thus, another important reason for the declining volume of securities trans-

fers has been the continuing effort by all parties concerned to immobilize
the stock certificate. This has been done largely through the successful operation
in New York City of DTC which provides a system of book entry transfers. In
1969 when the predecessor of this depository was just beginning operations, only
1,212 issues of stock were eligible for deposit and transfer. All were issues listed
on the New York Stock Exchange. Now 2,899 issues are on deposit, embracing
in addition to New York Stock Exchange issues, issues listed on the American

• Stock Exchange, the National Stock Exchange and some traded over- the-counter.
In terms of total shares, there were 464 million shares on deposit in 1969. Today,
there are 1.5 billion shares on deposit, worth approximately $60 billion. Total
book entry deliveries at the depository have increased from 300 million shares in
the first quarter of 1970 to nearly 1.7 billion shares in the first quarter of 1973.

Participation in DTC includes brokers and all types of financial institutions.
Each of the twelve member banks has joined. Securities clearance activity through
DTC has increased to the extent that it now accounts for over 50% of the member
banks' total securities clearings. Also, the banks have contributed or pledged con-
tributions to the DTC protection fund, which is designed to provide insurance
against loss.
In adition, mdember banks have begun, on a trial basis, to make substantial

deposits in DTC. Nearly 60,000,000 shares have been so deposited. Unless in-
terrupted, this trend will undoubtedly increase, bringing with it a corresponding
reduction in transfers. Member banks of the Association now hold an account for
their customers more than 2.8 billion shares which have not yet been placed
in DTC. These shares alone, if deposited, would increase the total number of
shares on deposit with DTC from 1.5 billion to over 4.3 billion. Moreover, if these
bank-held securities were placed on deposit, approximately 22,000 manual de-
liveries between brokers and banks, involving about $730 million, could be elimi-
nated per week. Finally, as the depository develops, corporate and municipal
bonds may also become eligible, adding many more billions of dollars to the value
of the securities immobilized.

TRANSFER AGENCY PROVISIONS OF S. 2058

The major concern of the members of the Association with the transfer agency
provisions of S. 2058 lies in the fact that the Bill will add yet another layer of
regulation—by the Securities and Exchange Commission—to a banking in-
dustry which is already fully regulated.
Let me summarize briefly the main provisions of S. 2058 applicable to bank

transfer agents. The bill would require each bank transfer agent and registrar to
register with the appropriate Federal bank regulatory agency which, depending
upon the type of bank involved, would be the Federal Deposit Insurance Corpora-
tion, the Comptroller of the Currency or the Federal Reserve Board. The registra-
tion statement must give information with regard to "performance capability,
standards and procedures for safehandling and custody of securities, and opera-
tional compatibility of the transfer agent's activities with those of other persons
involved in the securities handling process." The bill goes on to require banks to
update the information contained in the registration statement and gives broad
power to the banking authorities to require preservation of records and to ex-
amine such records. To assure maximum uniformity, the bill states that the
various banking agencies shall consult and cooperate with each other. with State
banking authorities and with the SEC "so that the accounts, correspondence,
memorandums, papers, books, records and other data required of banks . . .
and the inspections thereof, may be in accord with sound banking practices and
fullfill mutual regulatory needs to the maximum extent practicable." The bill
provides that a violation by a bank of any of the registration, reporting or sub-
stantive standards, is a violation of the Federal Deposit Insurance Act and shall
be enforced by the appropriate banking agency under Section 8 of that Act.
These provisions of S. 2058 appropriately, in our opinion, recognize the role

which has been played by bank regulatory agencies over the years in assuring that
bank transfer agent and registrar functions are performed properly. By delegat-
ing to the appropriate banking agency the responsibility to review registration
statements which are designed to elicit information as to performance of trans-
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fer functions and measures and personnel standards for safe handling and custody
of securities, the bill concedes the competence of these agencies to evaluate and
determine proper performance standards. Accordingly, it would seem logical
to delegate to these agencies the responsibility for adopting substantive rules
and regulations as to minimum standards of performance.

Nevertheless, and this is the feature which we oppose, S. 2058 provides that the
SEC shall have the power to set the substantive standards for bank transfer
agents and registrars both in terms of internal performance and external com-
patability with other persons involved in different facets of the securities handling
process. If the stock transfer and registration activities of banks were not al-
ready thoroughly regulated and examined by the bank supervisory agencies, per-
haps we could understand the need for the Commission to establish standards
as to the performance of transfer functions, measures and procedures for
safe handling and custody of securities. But this power presently exists in, and is
utilized by, banking agencies.
Bank examiners are thoroughly familiar with the operational and personnel

requirements for a safe and efficient bank transfer and registrar department.
Bank examiners have been increasingly vigilant in the attention they have
paid to corporate trust and stock transfer departments since the "paper-work
crunch" of 1968-70. For example:
The Federal Reserve Bank of New York has completely revised its instructions

to examiners, placing emphasis upon performance time, back-logs and procedures
adopted by management for monitoring the status of its own performance.
The regional office of the Comptroller of the Currency in New York is now

placing great emphasis during the course of its examinations upon the turn
around time in stock transfer departments.
The Superintendent of Banks of New York State issues detailed instructions

to examiners relating to the operation of stock transfer departments of State
chartered banks. New York State has also created a special automation unit
whose employees are trained in special techniques for checking on transfer
agents whose operations have been automated.
In the course of their examinations, examiners check for compliance with

stock exchange rules and regulations and make recommendations for improve-
ments in the operations of these departments. In doing so they apply the principle
that sound banking practices require that bank transfer agents and registrars
act promptly and efficiently.
In these circumstances we believe it would not be desirable to inject a new

regulatory agency into the supervision and regulation of bank transfer activities.
Indeed, there is danger that such a step would be counterproductive. The un-
certainties that would be occasioned by the SEC's entry into the regulation
of banking activities, and the possibilities for conflict between the requirements
prescribed by the SEC and those prescribed by the bank regulatory agencies,
which obviously must continue to exercise their present responsibilities for
the examination and supervision of banks, could produce significant delays, con-
flicts or other difficulties in achieving further improvements in the handling of
securities transfers.

If the SEC were, for example, to specify personnel standards which are ap-
propriate for a non-bank transfer agent, it might be applying considerations
which are not relevant to a bank transfer agent which is providing a variety of
related services such as communication to and from shareholders, dividend dis-
bursements, etc. The bank transfer agent would be required to serve two masters
because nothing in the bill would eliminate the existing bank regulatory agency
control over this department of a bank. The resulting additional expense and
administrative burden is not in the public interest; in fact it might impede
efforts to improve transfer services even further.

Moreover, the on-going responsibilities of maintaining books and records for
two or more regulatory agencies, of updating registration information, and
generally of conforming to a multiplicity of rules and reporting requirements
would represent a needless and unfortunate drain upon transfer-agency re-
sources. It would be ironic if, in the name of decreased paperwork and increased
efficiency, transfer agents were required to increase paperwork and to divert
resources from their transfer operations solely to accommodate a duplicative
regulatory regime.
In other areas of securities regulation, Congress has recognized the desirability

of avoiding duplication, with respect to supervision of the activities of banks
and has allocated responsibility to the agency with expertise in the banking
field. No case has been made for subjecting banks to duplicative regulation with
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respect to their securities transfer activity. In fact, there is every reason to re-
tain the jurisdiction of the federal banking agencies over securities transfers by
banks, just as the 1964 Amendments to the Securities Exchange Act of 1934
established such jurisdiction with respect to the outstanding securities of
banks.
In short, we believe that no new regulatory authority over transfer agents is

necessary or desirable. The banking agencies already possess fully adequate
authority to continue their supervision in this field, and the grant of such au-
thority to the SEC would be duplicative and could be counterproductive.

DEPOSITORY PROVISIONS

Our position on the provisions of S. 2058 relating to securities depositories
coincides with the position expressed to the Committee by the Banking and Se-
curities Industry Committee (BASIC). BASIC's memorandum points out that:
Banking authorities are the most appropriate agencies for the regulation

of securities depositories and assignment of the task to such agencies would call
forth the degree of bank participation that is necessary to maximize the public
benefits of such depositories.
Banking authorities have analogous experience that could profitably be used

in the regulation of depositories, and sufficient resources to do the job.
Banking authorities are not given a sufficient role in the development of deposi-

tories, particularly in rule making as to safeguards for securities and funds.
The provisions of S. 2058 relating to access and management participation

are deficient in that:
1. the bill would guarantee access to entities whose character or financial

qualifications might actually deter the degree of participation by others needed
to make depository succeed; and

2. the bill would conflict with well-established principles of corporate manage-
ment by conferring representation upon non-shareholders in the adoption of
rules, the selection of officers and directors, and in all other phases of
administration.

Accordingly, we endorse the recommendations of BASIC with respect to the
depository provisions of S. 2058.

CONCLUSION

Stock transfer and registration are only parts of the broader fiduciary,
custody and agency functions performed by banks. A government agency which
is not thoroughly familiar with the other activities performed by banks in the
entire securities area might well adopt regulations which might be workable
for a non-bank transfer agent but would be inconsistent with the standards
prescribed by the appropriate banking agency. Congress has traditionally de-
ferred to the expertise of bank regulatory bodies because it recognizes that
regulation of banks requires a balancing of various interests including the
solvency and integrity of the banking system. The Association urges Congress
not to adopt legislation which ignores the existence of a competent group of
regulators who are in the best position to prescribe and evaluate standards of
performance of bank transfer agents and registrars and securities depositories
in the broader context of standards of sound banking practices.
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REGULATION OF CLEARING AGENCIES AND TRANSFER
AGENTS

THURSDAY, JULY 12, 1973

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS,

SUBCOMMITTEE ON SECURITIES,
Washington, D.0 .

The subcommittee met at 9:35 a.m., in room 5302, Dirksen Senate
Office Building, Senator Harrison A. Williams, Jr. (chairman of the
subcommittee) presiding.
Present: Senators Williams and Biden.
Senator WILLIAMS. The committee hearing will come to order.
We continue this morning on S. 2058, a bill concerning the regula-

tion of clearing agencies and transfer agents and other matters.
First we will hear this morning from the New York Stock Ex-

change. Mr. James J. Needham will substitute for Samuel A. Gay.
Very good. We are very pleased to have you.

STATEMENT OF JAMES J. NEEDHAM, CHAIRMAN, NEW YORK STOCK
EXCHANGE, ACCOMPANIED BY SAMUEL A. GAY, SENIOR VICE
PRESIDENT, NEW YORK STOCK EXCHANGE, AND DIRECTOR OF
THE STOCK CLEARING CORP. AND DEPOSITORY TRUST CO.; DON-
ALD L. CALVIN, VICE PRESIDENT, NEW YORK STOCK EXCHANGE;
ROBERT C. HALL, CHAIRMAN, SECURITIES INDUSTRY AUTOMA-
TION CORP.; AND WILLIAM T. DENTZER, CHAIRMAN, DEPOSITORY
TRUST CO.

Mr. NEEDHAM. Thank you. Mr. Chairman, Senator Williams, I
apologize to you and to the committee for this sudden appearance on
my part, but yesterday the board of directors of the exchange made
what we consider a very important decision, and as you know, I am
charged with responsibility under the charter and bylaws of the ex-
change to speak on all major policy matters. And frankly, I welcome
the opportunity to be here because it is always a privilege to appear
before this committee. I have asked Mr. Gay to stand aside and, if
necessary, amplify the testimony that has been prepared for him to
deliver.
For the record my name is James J. Needham, the chairman and

chief executive officer of the New York Stock Exchange. Accompany-
ing me today is, seated on my right, Mr. Samuel A. Gay, senior vice
president of the New York Stock Exchange and a director of the
Stock Clearing Corp., and the Depository Trust Co.; also accompany-
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ing me, to my left, is Dr. Donald L. Calvin, a vice president of the ex-
change; and further to my right is Mr. Robert Hall, chairman of the
Securities Industry Automation Corp., which is generally known in
the industry by the acronym SIAC ; and to my far left is Mr. William
T. Dentzer, chairman of the Depository Trust Co.
We appreciate the subcommittee's courtesy in giving us the oppor-

tunity to present the views of the board of directors of the New York
Stock Exchange on S. 2058—a bill to amend the Securities and Ex-
change Act of 1934, to provide for, among other things, the regulation
of clearing agencies and transfer agents.
The New York Stock Exchange supports the objectives of this bill.

We do have a number of suggestions for improving the effectiveness
of the proposed legislation in achieving those objectives, which we
offer for the subcommittee's consideration.
As the subcommittee is aware, the New York Stock Exchange has

been working for more than a decade toward the goal of an integrated
national system for the prompt and accurate processing of securities
transactions effected on national securities exchanges and in the over-
the counter markets. Our initial pioneer efforts embraced the exchange's
own membership. More recently, we have been cooperating closely with
other organizations in both the securities and banking industries and
with others involved in the clearance, settlement, and transfer process.
The subcommittee is well acquainted with these efforts and with

the considerable progress that has been made to date. I think it is clear
that we share with the Congress and the regulatory authorities the
desire and determination to place in operation a securities processing
system that will preclude any recurrence of the operations tangle ex-
perienced by the industry and the investing public during the period
1968-70. We believe it is now technically possible to create such a
system. Indeed, much of the groundwork for establishing a national
securities depository system has already been prepared.

Obviously, the legislation now before the subcommittee bears very
closely on the work that has been done thus far, and on future develop-
ments.
But before commenting on the individual sections of S. 2058, we

would like to make it clear that we have some strong reservations about
the appropriateness of dealing in a single bill with the regulation of
both depositories and clearing corporations. We believe, in fact, that
regulatory guidelines for these two very different types of entities
might more effectively be set forth in separate legislation.
The existing clearing corporations, which have the primary function

of balancing and settling trades, are integral parts of the individual
exchanges and the over-the-counter market. Depositories have a quite
dissimilar function which centers on maintaining custody of securities
in a computerized system which aims at immobilizing the stock cer-
tificate. The fact that efficient clearing corporations and depositories
will both contribute to minimizing potential back-office problems for
brokers should not obscure the fact that the two types of entities oper-
ate differently, have different though overlapping clienteles,. and face
different problems with respect to attracting maximum participation.
Most of our comments today refer to those provisions of S. 2058

which deal primarily with clearing corporations. But we would like
to make it clear that the New York Stock Exchange generally supports
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the views expressed by the Banking and Securities Industry Com-
mittee on those provisions of the bill having to do only with
depositories.
Within the context I have just outlined, we would like to proceed

briefly to comment on the individual sections of S. 2058.
Section 1 of the bill would amend the 1934 act, by adding to its pur-

pose clause the need for developing an integrated national system for
the prompt and accurate processing and settlement of securities
transactions.
The exchange agrees, certainly that an integrated national deposi-

tory system is urgently needed. As the subcommittee knows, the ex-
change assumed leadership in developing the Central Certificate Serv-
ice which, since May 11, has been known as the Depository Trust Co.
Most recently, our efforts have centered on encouraging wider partici-
pation in this prototype computerized securities depository—including
preparations for coordinating and interfacing with regional dePosi-
tories in a series of linkups which would, in fact, constitute a coast-to-
coast depository system. We recognize of course, that the concept and
operations of such a system affect interests beyond those of the secu-
rities industry. Accordingly, the Depository Trust Co., has expanded
its board of directors to include—in addition to representatives of
the various major elements of the brokerage industry—representatives
of the insurance, banking, and investment company industries. All
of the gentlemen that we have appointed to that board are outstanding
in their field of endeavor, including one former Chairman of the
Securities and Exchange Commission. We believe this expanded
board will play an important role in determining the shape and poli-
cies of the emerging national depository system.
The exchange also fully supports the development of a national clear-

ing system. We also believe that it is necessary to arrive at a common
definition of the clearing function which—apart from the depository—
presently involves two principal operations: Trade comparison and
accounting processing.
Trade comparison involves reporting, validating, and comparing

trading activities to obtain an approved contract listing of all trades.
Each market today performs its own trade comparison similarly.
However, efforts to consolidate in this area are not being pressed, since
the function itself will be eliminated as each market advances toward
the goal of the locked in trade.
The second clearing operation—accounting processing—involves

netting and consolidating all the compared trade information to pro-
duce netted settlement instructions to all parties involved in each
trade. Two systems are presently in use. One is the delivery balance
order system used by the New York and American Stock Exchange
clearing corporations. The second is the continuous net, or net-by-
net system, used by the other major clearing corporations.
When alternative approaches to implementing a national clearing

system are examined, it appears clear that a continuous net accounting
system, closely linked to a national depository system, not only would
pose the fewest implementation problems, but would also offer the
maximum advantages to both the securities industry and the investing
public.

98-978 0 - 73 - 21
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We are presently working with the Securities Industry Automation
Corp.,"on a plan for developing such a system. It is SIAC's opinion
that the existing delivery balance order system could be converted to
a continuous net system in less than 1 year. This conversion should
provide the practical means to consolidate all clearing accounting
systems into a single national system—with a minimum of time and
'expense.

Sections 2 and 4 of S. 2058 address the same issue and give the Secu-
rities and Exchange Commission authority to determine the time and
method used in the settlement process, as well as the conduct of ac-
counts. Section 4 would extend that authority in connection with
empowering the Commission to make rules leading to the development
of a national system of clearance and settlement.
The Exchange is concerned that these provisions could be inter-

preted to permit the SEC to order a complete new design approach to
a national clearance and settlement system. While the Commission
might not choose to exercise such sweeping authority, the mere ex-
istence of the legislative mandate could inhibit ongoing industry
efforts to develop a national system from the various systems already
in operation.
We believe that the evolutionary methods is the only practicable one,

in terms of the available financial and manpower resources. We would
agree, to be sure, that all of the existing systems do have flaws which
would make them unsuitable for instant adoption on a nationwide
basis. But we believe that the best features of each can be combined
in a way that will be acceptable to all participants in a national system.
And, in fact, we are convinced that the plan now being developed by
SIAC will accomplish just that.

Section 3 defines the terms, clearing agency and rules of a clearing
agency. The definition of clearing agency includes both depositories
and clearing corporations. And as I stressed at the beginning of this
statement, the exchange strongly believes that it is inappropriate for
depositories on the one hand, and clearing corporations and their sup-
port facilities on the other, to be subject to the same regulation.
We also find the definition of rules of a clearing agency extremely

and unsuitably broad. At present, the rules of a clearing agency are
generally understood to include its constitution, articles of incorpora-
tion, bylaws and rules and instruments corresponding thereto, and its
stated policies—all of which are required to be filed with the SEC
under rule 17A-8 of the 1934 act. Section 3 adds to this definition,
practices relating to—a clearing agency's—organization, participa-
tion, rules of procedure, financial condition, methods of safekeeping,
settling, hypothecating, lending and accounting for funds and securi-
ties, and similar matters.
This definition would even appear to encompass all printed forms

used by a clearing corporation, operating and instruction manuals for
employees, instructions for using data processing equipment, and simi-
lar minute details of everyday operation.

Section 5 adds a new section 17A to the 1934 act, requiring all clear-
ing agencies to register with the SEC, and establishing registration
procedures. Both this section and section 3 should include exemptions
for existing clearing corporations affiliated with stock exchanges or
other self-regulatory organizations.
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We agree that depositories and any other clearing associations which
may come into existence in the future and be unaffiliated with regu-
lated exchanges should be required to register with the SEC—al-
though even here the proposed requirements may be too stringent.

Section 5 also proposes rules on access, the election of directors, set-
ting of standards for personnel and a variety of other matters. In
addition, it would give the SEC authority to discipline clearing agen-
cies, their officers or directors for failure to enforce rules and, if neces-
sary, to take over the operation of a delinquent agency. Which, I might
add, Mr. Chairman, I doubt that the Federal Government has the ca-
pability of doing.
These rules destroy current concepts of self-regulation and coopera-

tive regulation, replacing them with a series of sweeping mandates
for direct regulation by the SEC. Even the SEC does not want that
much authority, Mr. Chairman, if I read Commissioner Evans' state-
ment correctly when he appeared before the committee. The likelihood
is that such an approach would seriously inhibit the forward move-
ment of the securities industry which—without direct regulation—
has created so complex a centralized facility as the Depository Trust
Co., and has, among other significant achievements, successfully
merged the clearing operations of the New York and American Stock
Exchanges.
In general, section 5 outlines an approach to regulation so lacking in

flexibility that it is difficult to see how clearing corporations could
comply with the proposed provisions and still operate in the manner
which both Congress and the industry itself regard as essential. More-
over, the approach is apparently suggested without any evidence that
clearing corporations have shown themselves to be incapable of deal-
ing adequately with paperwork problems, of carrying out disciplinary
procedures fairly and even-handedly, or of otherwise acting in a re-
sponsible manner. Nor does there seem to be any recognition of the
substantial regulatory oversight which the SEC already is empowered
to exercise in regulating exchange-affiliated clearing corporations as
facilities of the exchanges.

Instead of introducing a disruptive new regulatory element and
imposing new rules and systems at this time, the legislative thrust
should be to encourage the industry to continue its successful efforts to
develop the kind of nationwide clearance and settlement system that
will best serve the American investing public.

Section 6 requires transfer agents to register with the SEC and
establishes the necessary procedures. This is a constructive proposal
which recognizes the importance of transfer agents' activities and the
impact of their effectiveness on the securities industry and the public.
We would suggest, however, that it might be appropriate for the

SEC to set minimum standards of performance, and to explore the
possibility of some degree of shared regulatory oversight in this area.

Section 7 would give the SEC control over the form and format of
securities at the point of issue, to assure that they are compatible with
any provisions established by the Commission with regard to
clearance.
The section raises the broader question of immobilization and

possible eventual elimination of the stock certificate as contemplated by
section 17A (q). But while the exchange certainly agrees that the cen-



tral goal is maximum efficiency for securities industry operations, it,
cannot now be established that complete elimination of the stock certif-
icate is the best means for achieving that goal.
And, Mr. Chairman, with your permission, I would like to skip over

the next couple of paragraphs
' 

leave them in the record if you will,
and read my concluding remarks.
In conclusion, I want to emphasize again that the New York Stock

Exchange agrees that there should be developed as promptly as
possible-
Senator WILLIAMS. Before we go on, Mr. Needham, you are skipping

the analysis of section 8?
Mr. NEEDHAM. Yes, sir; only in the interest of conserving time.
Senator WILLIAms. These comments support the legislation, these

two paragraphs?
Mr. NEEDHAM. I don't mean to draw a line between the ones we sup-

port and the ones we don't support, but I see I may have. I would not
want anyone to infer that the exchange, as I said at the outset, does
not generally support this legislation and its objective.
Senator WILLIAMS. Well, I wouldn't want the reporters to overlook

the fact that your statement is not a total nuclear blast at this bill. You
hit with 16-inch guns but you left a little bit of a fantail.
Mr. NEEDHAM. I believe in due process, and I am fair-minded. Let

me go back to where I left off.
Mr. Chairman, with the committee's permission, I want to draw

attention to the fact that the exchange expresses itself in favor of
certain aspeds of the bill, and only in the interest of time I would like
to, with your permission, not read those parts of the bill and our com-
ments thereon.
Senator WILLIAMS. It is unusual procedure. Normally you try to

skip the unfavorable comments.
Mr. NEEDHAM. Mr. Chairman, I am only thinking of the committee's

time.
Senator WILLIAMS. I think you have made the point. Where are you

picking up now?
Mr. NEEDHAM. Mr. Chairman, let me apologize at the outset, and ask

your indulgence, because I want to make it absolutely clear precisely
what the board of directors of the New York Stock Exchange decided.
I didn't think the wording in the testimony which was given made it as
clear as the board would want it to be made.
,Senator WILLIAMS. Is what you are going to read now different from
the copy that I have before me?
Mr. NEEDMAN. It may very well be, Mr. Chairman. I have only

written it this morning.
In conclusion, I want to emphasize again that the New York Stock

Exchange agrees that there should be developed as promptly as pos-
sible a national facility for clearing and settling securities transactions
among broker-dealers and other financial institutions which would
centralize this service function and would be compatible with all
exiting clearing and settlement facilities and with security deposi-
tories. But the exchange also believes that this new facility must be
operated and administered by the industry, subject, of course, to the
ultimate oversight authority of the SEC and appropriate bank regu-
latory agencies, if appropriate. This concept would follow the struc-
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ture and philosophy of the existing provisions of the Securities
Exchange Act of 1934.
The board of directors of the exchange at its meeting yesterday

agreed that the exchange stands ready and willing to oversee develop-
ment of this new national facility in cooperation with other interested
industry groups immediately, utilizing all its available resources. The
board further agreed that the users of this facility should own and con-
trol it through the payment of appropriate compensation. The facility
should be operated as a service organization of the industry on a not-
for-profit basis.
And here I depart from what you have.
Finally, the board agreed it would be willing to spin off the ex-

change's clearing facility Stock Clearing Corp. and to encourage all
other regulatory bodies to adopt identical policies. This important
step was taken by the board to lead the way for all other regulatory
bodies to join together to eliminate wasteful competition in the clear-
ing and settlement function so as to realize the substantial cost reduc-
tions and efficiencies which will flow from such an effort.

Certainly all must agree that the public interest requires that all
organizations which operate a depository or a clearing corporation
must dedicate themselves to conducting their affairs in the most eco-
nomic and efficient manner, utilizing to the fullest all available
technology.
The board also believes that the public interest is best served by ap-

propriate Government oversight, but not direct control. Hopefully, it
will never be necessary for the Government to exercise that oversight
responsibility.
Thank you, Mr. Chairman. I am sorry for the confusion, and I

and my colleagues are prepared to answer whatever questions you may
have.
[The complete prepared statement of Mr. Needham may be found

at p. 343.]
Senator WILLIAMS. Thank you, Mr. Needham. I wonder if we could

get a little of the historical evolution that has brought us to the point
we are at today with respect to the attiude of the New York Stock Ex-
change on this legislation and the clearing and depository questions.
Your last appearance on the bill was in May of 1972. It is just a little
beyond the anniversary of that appearance by Mr. Richard B. How-
land, president, Stock Clearing Corp., executive vice president of the
New York Stock Exchange.
This legislation before us basically is the same as the bill that was

before us a year ago, and the exchange at that time supported the
legislation. It had some reservation about how we dealt with enforce-
ment in the area of banks. That was the only area of reservation, as I
recall.
Now we are a year later. As I view it, this industry has more profound

problems today than it had a year ago. Although the part of the indus-
try complex's problems with which we are dealing here perhaps isn't as
acute as it was a year ago, and more efficient processing methods are
developing, I gather, area by area, the progress is not proceeding in a,
coordinated way. We have not made the progress we should have to-
ward an efficient operational system from the standpoint of the con-
sumers of the industry. Nor have we made the progress from the
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standpoint of the profitability of the industry. In light of this I can't
understand why this year you are regressing—stepping back—from
support for an orderly central direction for the development of better
clearing process.
Mr. NEEDHAM. Senator, I'm sorry that the testimony which I de-

livered today conflicts with prior testimony of the New York Stock
Exchange, but a lot of things have changed since that testimony was
delivered by Mr. Howland. First of all, he is no longer with the ex-
change, as you may know. Secondly, since he appeared the entire ex-
change has been reorganized. We now have—again as you know—a
full time chairman, myself, 10 nonindustry directors, as well as 10 in-
dustry directors, and there is a tremendous public orientation on this
board.
This board viewed your legislation in two ways: One, from the

viewpoint of whether or not the industry had the capability of doing
this job itself or must it submit itself to complete Federal domination.
The board concurred that that was not the American way, that we
had the capability, and that it could produce the type of vehicle that
your bill is aimed at achieving or bringing into being.
Second, the board felt that the only way to accomplish this goal

which you are seeking is to give the users of the facility direct control
of it on the theory that they in a competitive environment would intro-
duce an element of discipline, which only they could introduce, and not
some intermediary such as the New York Stock Exchange.

It is for that reason that we are willing to spin off in some fashion
not yet decided our clearing operation to the owners of the clearing
system. And that really is basically, as I understand, the reason we are
here today.
Senator WILLIAMS. You are putting the burden of the change on

your new public members?
Mr. NEEDHAM. No, not really. I think I might also add, though I

don't like to do it, that I am not certain this matter was ever discussed
previously with the full board of the New York Stock Exchange.
Senator WILLIAMS. Well, I wanted to get at the evolution of the

exchange's changing positions. Some action was taken yesterday, is
that right?
Mr. NEEDHAM. That is correct.
Senator WILLIAMS. Was that by the full board?
Mr. NEEDHAM. There were—yes. I think one person was absent.
Senator WILLIAMS. And the new position was agreed on then?
Mr. NEEDHAM. Late yesterday afternoon.
Senator WILLIAMS. And the new members, the public members, were

present?
Mr. NEEDHAM. The new public members were present, and the

industry members, some of them who are new, were there, too.
Senator WILLIAMS. As an operational matter do you have a vote

on something of this nature?
Mr. NEEDHAM. Yes, we do, and it was unanimous.
Senator WILLIAMS. A unanimous vote?
Mr. NEEDHAM. Absolutely unanimous.
Senator WILLIAMS. Were these public members fully aware of the

exchange position last year?
Mr. NEEDHAM. It was all pointed out to them, Mr. Chairman.
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Senator WILLIAMS. They were not there at the time of the debacle
in 1969 and 1970. And you know better than anybody in this room why
we are here on this bill. It is basically the debacle and near total disaster
of 1969 and 1970—the paperwork crisis—that brought your industry
to its knees. And on its knees it came to Washington, and in Wash-
ington it came to this committee, and out of this committee came
SIPIC, and out of SIPIC came a pledge to the American people that
we were going to do as thorough a study as we could of what went
wrong. We found in that study that one of the significant things that
went wrong was the operational tangle caused by procedures that
date back 20 years. In this modern age of technological capability,
the industry was working in its own separate little compartments with
the movement of amounts of paper, and the paper was just smothering
the whole operation.
Mr. NEEDHAM. Senator Williams, there just is no question of the

accuracy of what you just said. But as the SEC knows and as we in
the industry know, the important steps that have been taken since—
SIAC is one, formation of SIAC, formation of a Depository Trust
Co., the automation of programs of all of the member firms of the
New York Stock Exchange, the efforts of the NADS with NCC—all
of these are progressive steps to see to it that repetition of what
occurred would never happen again.
We sit here today, Senator, with the perspective that we didn't

have a year ago either, and the farther away from the date of the event,
the more objectivity the historian brings to bear. Now certain deci-
sions made at the time are not really ever changed, but others are.
It was my opinion during the time of the 1968-70 difficulties that

it was the fault of the industry, and the industry has taken the neces-
sary steps to correct the problem. It was never my thinking as Com-
missioner of the Securities and Exchange Commission that the Fed-
eral Government could ever solve the problem. The Federal Gov-
ernment has no demonstrated ability to operate anything.
Now putting all that aside, the SEC itself in its testimony by Com-

missioner Evans yesterday indicates to me that they, too, are willing
to allow the industry to go ahead with the oversight of the Securities
and Exchange Commission.
I think, too, that the current problem on the street can in part be

attributed to the devotion on the part of the securities industry to
serve the public, whereas in the past, in the period of this low volume
time such as we have now, it would have been a simple matter to achieve
substantial cost recoveries by putting off people. That isn't necessary.
You can unplug the computer, but the bill is there every month. So
the ratio of fixed and variable costs within the securities industries
has changed substantially. One of the major reasons for that is because
of the automation efforts on the part of the industry.
And I might add, Senator, that in another industry with which

you are closely familiar, the banking industry, they, too, are having a
similar difficulty with respect to unused capacity. The transfer agents
of the country are not utilizing their facilities to the maximum effi-
ciency. And as I understand it, the number of stock certificates printed
in 1972 were 35 percent fewer than in the year before. All of which
indicates to me, Senator, that the banking and securities industry have
taken the appropriate steps, and therefore perhaps the same medicine
that was needed a year or two ago is not needed now.



324

Senator WILLIAMS. You say "the board of directors of the exchange
at its meeting yesterday agreed that the exchange stands ready and
willing to oversee development of this new national facility in coopera-
tion with other interested industry groups." You have placed yourself
at the pinnacle of this integration of systems, is that right?
Mr. NEEDHAM. It could be read that way, yes. What we mean is

cooperative effort.
Senator WILLIAMS. Well, you are willing to oversee. You know, I

don't read the Institutional Investor as I do Genesis to Exodus, but
you have seen this pictorial description of the mess you all are in in
your industry, haven't you? The article itself is also very revealing.
[The text of this article follows:]

[From the Institutional Investor, May 1973]

The Great Paper Fight:

WHO WILL CONTROL THE MACHINERY?

(By Charles Welles)

After Wall Street nearly drowned in its own paperwork during the 1967-70
operational crisis, the industry set about an ambitious series of programs to clean
up the mess. The New York Stock Exchange has rapidly expanded its Central
Ceritficate Service depository to immobilize stock certificates and enable book
entry settlements among members and now has $60 billion worth of securities
in its vaults. Meanwhile, regional exchanges and the NASD have been actively
developing their own systems. Thus has been fostered a public impression that
the paper problem is well on its way to solution.
But as General Editor Chris Welles explains in this month's cover story, that

impression is an erroneous one. Indeed, a labyrinthine and arcane, but intense
and often chaotic battle has quietly developed among the Big Board, the regional
exchanges, the NASD, the New York banks, the regional banks and the major
brokerage houses over just who is going to control the machines that are being
set up to take care of the paper. Here, Welles examines this struggle and reports
that a large number of critics view the present paper reduction systems as an
ad hoc hodge-podge of warring fiefdoms, each intent on defending its territory
against possible invaders. This, they argue, is a highly unsatisfactory solution
and one that will never permit the securities industry to enjoy the vast cost sav-
ings possible through total automation. Unless the various factions are able to
abandon their self-interested squabbling and embrace an effective and compre-
hensive solution. Welles warns, either Congress and the SEC will design a new
system for them or the industry could well fall prey to another—much worse—
paper crisis.
Among the many forms of aberrant behavior on Wall Street, one which might

be called the Clerk Syndrome has always ranked high. According to its prime per-
cept, such concerns as back offices and the complex mechanism for processing
securities trades are properly the province of clerks. Partners and executives, who
generally regard the whole subject with a mixture of incomprehensibility and
boredom, have always felt their attention should much more fruitfully be directed
toward the really important issues like commission rates and institutional mem-
bership. The 1967-70 paperwork crisis, during which many partners gazed in
horror at their chaotic back offices for the first time, precipitated the realization
that "something has to be done" to clean up the mess. But the impression persists
widely today that the solution is basically apolitical, a question merely of select-
ing the best machines for the job.
In fact, as any reasonably perceptive operations man knows, the question of

paper and the machines to process it is highly political. Determining which ma-
chines will be used and who will own them directly affects the fortunes of all
securities firms, exchanges, banks, institutions and even corporations and small
investors.

AGAINST MOTHERHOOD?

Just as the New York Stock Exchange was shown in our March cover story
"The Big Board takes the offensive" to have achieved impressive success in
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winning a consensus for its particular conception of the new central marketplace,
so also has it been successful so far in establishing its view of the proper solution
to the paperwork processing problem. And just as the exchange's marketplace
view is seen by many as excessively self-interested, so also are a growing number
of critics skeptical of its paperwork plans. These critics have yet to obtain much
visibility and many decline to be identified by name. "My business depends on
staying in the exchange's good graces," says one who will only talk off the record.
"Besides, this is a pretty tough thing for most people to understand. If you're
critical of what the exchange is doing, it comes out sounding as if you're against
reduced paperwork, which is like being against motherhood."
The thrust of their complaints, though, is clear. The Big Board's clean-up

campaign, they argue, is designed principally to preserve its status as the na-
tion's primary marketplace. With the exchange's "monopoly power over the
trading of stocks beginning to crumble," former SEC staff member Hurd
Baruch said in a recent speech, the Big Board is now attempting to establish
"a new monopoly over the processing of stock trades." The losers, Baruch argued,
will be not only the investing public but, ironically, much of the NYSE's own
membership as well.
The highly complex processing controversy—which features a heated melee

in which all factions of the securities business are fighting desperately to preserve
or increase their power bases—has the following important facets:
The NYSE has obtained broad acceptance—in the industry. Congress, the SEC

and the financial press—of the concept of the central securities depository, in
which stock certificates are "immobilized" and settlements between participants
are effected by computerized bookkeeping entries as the chief means to alleviate
Wall Street's paperwork problem. Under the current plant, Central Certificate
Service, now a subsidiary of the NYSE and later an "independent" organization
in which the exchange and the large New York banks would hold by far the ma-
jority interest, would become the chief component of a national network of deposi-
tories, many actual affiliates of CCS.

Serious questions are being raised about CCS's efficacy. Though it is generally
agreed that CCS is a fairly useful short-term expedient, which was its intent
when it was first opened, critics point out that it is now being discussed by its
proponents as the long-term solution to the paper problem, a role for which it is
grossly inadequate. They fear that CCS and its affiliates could become, as one
critic puts it, "an operational nightmare," an inefficient, distended and redundant
bureaucracy which will never bring about the true costs savings of total automa-
tion and whose massive monopolistic economic power and likely resistance to
change could create havoc for the industry and the securities markets in general.
Even before CCS reaches that point, however, it could become severely

debilitated by fierce power struggles among various factions of the banking
and securities industries. The Big Board, the regional exchanges, the NASD,
the New York banks and the regional banks all recognize that CCS and the secu-
rities processing mechanism in general have potent competitive implications.
They are maneuvering aggressively to shape the machinery in their own interests.
These interests, however, are frequently in diametric opposition and no effective
system is possible without major compromises on all sides.

Considerable consensus exists among disinterested experts that a bold and
comprehensive program must quickly be designed to automate totally the clear-
ance and settlement process by not merely immobilizing the certificate but
eliminating it altogether, a step which is impossible under a CCS system. And
most experts feel the best means to achieve certificate elimination is a combina-
tion of the depository function with the stock ownership transfer function,
specifically in a network of competing transfer agent depositories, i.e., present
transfer agents with the added power to immobilize certificates and transfer
ownership through bookkeeping entries. Despite the advantages of the TAD
approach—it is already in wide use in other areas of business and finance—
it is being strongly resisted by the most powerful elements of the securities and
banking industry because of its potentially revolutionary impact on vested
interests. In particular, it would "decentralize the concentration of the capital
bookkeeping structure of the United States," as an official of the First National
Bank of Boston, a TAD proponent, put it, and virtually destroy the historical
geographic advantage of brokers, banks and exchanges in New York. But experts
argue that unless it, or some similar idea, is implemented, the industry will never
be able to capitalize on the potential vast economies inherent in automating
securities processing, arrest the serious cost inflation which has long been evis-
cerating the industry's profit structure, and regain the badly eroded confidence



of investors and legislators and regulators in Washington in its ability to manage
its own affairs.

SLOW MOTION

The New York Stock Exchange's Central Certificate Service, a classic example
of the dispatch with which Wall Street embraces new ideas and copes with
change, was literally over a half century in the making. As early as 1913, Big
Board representatives visited the Giro-Cassen Verein, a depository operated
by the Vienna Stock Exchange, which enabled members to deliver and receive
cash and securities by bookkeeping entry. "In this way," the exchange noted in
a report, "the responsibility of the member is relieved, as he has not sent any cash
or securities through the streets from one house to another." Several studies
and pilot projects were conducted over the next several decades, but the deposi-
tory concept, already operational in several foreign exchanges, was resisted by
Big Board members who, among other things, feared erosion of their independ-
ence and relations with customers. Not until 1962, after the Street had experienced
its first major paper crisis, did the board of governors authorize implementation of
a "Central Stock Bookkeeping Service."
A further spur to action was development by the regional exchanges of new

service corporations and other centralized facilities that, some at the NYSE
feared, could injure the Big Board's ties with its members. Indeed, until the
idea was dropped in 1967, the exchange studied development of a Central Com-
puter Accounting System—patterned after the Midwest exchange's service cor-
poration—to handle members' back office work.
Development work on CCS lagged, however. When the most recent paper

crunch began in 1967, the exchange, under SEC pressure, was forced to rush CCS
into operation. Not only did CCS initially not help alleviate the crisis, it actually
exacerbated it. "They tried to start it up too fast—before it was ready," con-
cedes Richard B. Howland, former head of the NYSE's Stock Clearing Corp.
"When you do that you're just asking for trouble. It very nearly blew up." CCS
came close to losing total control of its records and some deposited positions were
frozen for months. In 1971, the McClellan committee investigating organized
crime told the exchange that there existed, as Howland stated in an interview,
"a concerted effort on the part of the underworld to infiltrate CCS . . . A number
of employees were set to take us to the cleaners." Only recently, well after the
crisis which it was designed to prevent had abated, has CCS managed to debug
itself.
From the beginning, CCS was never intended to be a panacea for the entire

securities industry. In the first place, it was clearly to be a New York Stock Ex-
change facility for the exclusive use of NYSE members. Since the NYSE gen-
erated the bulk of the trading, this possessed a certain logic. But not a few Big
Board officials saw an exclusive CCS as a means of bolstering the exchange at a
time when it was coming under growing competitive pressure from the regionals
and the third market. In particular, it created a large cost and time incentive for
users of CCS to trade with each other instead of with non-users. A trade between
users, who were all clearing members of the NYSE, could be accomplished by a
bookkeeping entry. A trade involving non-users required certificate movement.

Secondly, while the paperwork crisis had produced_ a general consensus that
the stock certificate had to be eliminated, a task for which CCS was, by itself,
admitted to be inherently unsuited. CCS was seen by industry visionaries as a
useful intermediate step. CCS, the idea went, would attempt to capture or immo-
bilize as much of the certificate flow as possible. Then, through some mechan-
ism as yet undetermined, those grand goals, the "certificateless society" and total
automation, would be instituted.

SPUR OR STIFLE?

Over the past two years, OCS's role has been expanding steadily beyond these
initial intentions. As they recovered from the criticism heaped upon them for
permitting the paper crisis to develop, some exchange officials came to realize that
the large New York banks, which handled much of the stock transfer work for
listed companies, were probably as much to blame as the exchange and the Street
and would have to be part of any broad solution. Following a long series of dis-
cussions, there was launched in 1970 the Banking and Security Industry Com-
mittee (BASIC), consisting of top level executives from the NYSE. Amex,
NASD and the ten banks who were members of the New York Clearing House
Association. Cynical SEC staff members felt that BASIC was really an acronym
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for Bureaucratic Attempt to Stifle Innovation and Change, for a major reason of

the banks' desire to become involved with COS was to prevent it from disrupting

their transfer business.
Officials on the regional exchanges were no less skeptical. Despite BASIC's

avowed intention that it was concerned strictly with New York's problems, the

regional officials, long used to the Big Board's predatory instincts, sensed trouble.

In 1967, it was noted, CCS officials had quietly held unfruitful talks with the

Midwest exchange over establishment of a regional CCS satellite through which

certificates held by local firms and institutions could be routed back to CCS's

vaults in New York. It was feared that, like Caesar's army, CCS would soon

spread across the country, pillage and rape the natives and funnel the spoils

back home for the greater glory of Rome. As one official put it, "When you have

the New York banks and the New York Stock Exchange getting together to do

something, even when it's supposed to be in the 'public interest,' it sends up warn-

ing flags all over the place." To protect themselves, the regionals began building

up their own clearing and bookkeeping organizations and studying local deposi-

tories.
A period of intense and often rancorous jockeying for power commenced. "It's

been a little like street gangs in the South Bronx staking out territory," says one

operations man. CCS instituted a rule requiring any stock clearing corporation

desiring to deal with COS to put all of its trades through the NYSE's clearing

system and pay the usual clearing fees—a move the regionals viewed as a blatant

attempt to emasculate their own clearing operations. In a sharply critical state-

ment in 1971 to the Senate Securities Subcommittee, representatives of the

Midwest exchange and the "Chicago financial community" termed CCS "essen-

tially an extension of the present condition in which the rest of the country faces

growing dominance by. and flow of activity to, New York." "The name-calling got

so bad," says one regional clearing man, "that no one was speaking to anyone

else. It was like guerrilla warfare. You never knew when somebody was about

to lob one on top of you from behind a bush."

DEFENSIVE TACTICS

Though confident of their ability to deal with the regionals, Big Board officials

were very concerned about a new entrant into the processing area. Under fierce

cajoling from SEC staffers, who pointed out that much of the fails problem during

the paper crisis involved OTC securities, the NASD in 1969 established the Na-

tional Clearing Corp. for OTC issues and there was discussion it might even

establish its own depository. At first, the NASD tried to move NCO into California.

But it was met with bitter resistance by the Pacific Coast exchange, which was

not about to relinquish to an outsider the larger volume of OTC business handled

by its own very efficient clearing system. Rebuffed, the NCC decided to try New
York City. Opposition from the NYSE was even more hostile. A "duplicate"
system in New York, the Big Board said, would frustrate efforts to obtain the

"efficiencies of scale" inherent in a single clearing system. Paul Kolton of the

Amex advised the NASD to abandon the plan. "It's a tough management decision,"

he said. "But do you know what a pro does? He cuts his losses. We've scrapped
programs in the past. They should scrap this one."
NCC, however, was far from a duplicate of the NYSE's Stock Clearing Corp.

For many years, the Big Board has employed the "daily balance order" system
which nets out the positions of members vis-a-vis each other and requires im-

balances to be rectified daily by deliveries between members. Reflecting the
historical nature of the exchange membership, the DBO method is ideally suited
to a small geographic area where members know and are used to dealing with
each other. N()C, on the other hand, employs the "net-by-net" or "continuous net

settlement" (CNS ) in which members' netted out positions are not against one
another but the clearing house itself. Settlements are made directly with the
clearing house, which maintains a continuous inventory. Not only is the net-by-net
method effective for a wide geographic area and a diverse membership, but, in
the view of virtually all disinterested experts, it is much superior to the DBO
system, particularly in controlling fails. The Senate Securities Subcommittee in
Its initial report said the net-by-net method was a much better model than the
DBO method for a future national clearing system to handle all trading.
A national clearing system, indeed, has been gathering a growing number of

adherents not only in Congress but among the large NYSE member firms which
feel that in being forced to be members of the NYSE's SCC, NCC and the various
local clearing systems, they are, in effect, subsidizing the growth of inefficient



redundancy. In an October 1971 statement to the House Securities Subcommittee,
Junius W. Peake, senior vice president of Shields & Co. and a respected operations
experts, actually called for creation of a "Securities Industry Service Corpora-
tion," a federally chartered entity that would not only take over all the industry's
clearance and settlement but would absorb CCS, SIPC, and regulate the operation
and financial operations of all broker-dealers. In testimony, Peake stated, "In
my judgment, the continuous net settlement system is by far the best system
for clearing securities."

Peake's testimony was extremely upsetting to the exchange. In fact, according
to an exchange source, NYSE officials exerted intense pressure on the senior
executives of Shields to prevent Peake from testifying. The exchange's sensitivity
is understandable. Many operations experts contend that clearance and settle-
ment are inherently distinct from the trading process. This would presumably
permit all of the various clearing corporations to be spun off relatively easily
from their exchanges and reorganized into a single national system. Such a na-
tional system would almost certainly be net-by-net and, because of its nationwide
scope, probably based on an expanded NCC. Significantly, NASDAQ is working
on automatic reporting and clearance of trades through its system by NOC.
Should participation be mandatory, the NYSE would have to give up its SCC
which currently is said to represent perhaps as much as three-quarters of the
NYSE's budget and personnel and half its profits. The Big Board would be left
simply as operator of a trading floor, a facility whose future survival is somewhat
less than assured.
Though forced by the SEC to drop formal opposition to NCC's New York plans,

the Big Board thus has been devoting a considerable amount of effort to expung-
ing or at least enfeebling NCC. "Let's be blunt about it," says one former NYSE
official. "If we put NCC out of business we won't exactly be unhappy about it.
After all, it's the exchange against the NASD as to who's going to run the market-
place, isn't it? That's what the game is all about."
The NYSE, however, did not smugly assume that it would prevail against NCC.

NOC's threat, as well as the growth of regional facilities and calls for a national
clearing system, all helped make clear to Big Board officials the riskness in
myopically structuring their efforts as strictly New York solutions, a realization
ambitious CCS staff members had been attempting to instill for some time. BASIC
thus announced plans for what it called a Comprehensive Securities Depository
System ( CSDS ), a system of interconnected regional depositories of which
CCS would be the "cornerstone." CSDS, a NYSE official said, would be a
"super-CCS."
Somewhat warily, without abandoning their distrust of New York, regional

and NASD interests gave at least ostensible support to CSDS. A major spur was
the strain that all the public squabbling and competitive system construction had
had on the patience of Congress and even the SEC, which generally has played
an almost negligible role in the operations area. As NCC president David H.
Morgan warned at a Securities Industry Association operations seminar last
summer, "If we let the SEC develop our standards for us, we're going to get
screwed."

ERA OF GOOD FEELING

While maneuvering continues behind the scenes as vigorously as ever, we are
now in what at least appears to be a new ecumenical Era of Good Feeling. Yet
another organization has emerged called the National Coordinating Group for
Comprehensive Securities Depositories (sometimes referred to as "son of
BASIC") to promote the veneer of camaraderie. The proliferation of New York
and regional clearing corporations and depositories is not wasteful, it is being
asserted, because everybody is going to "interface" with everybody else, thus
making possible the same efficiencies as a national system.
Views vary widely among operations experts on the degree to which efficient

interfacing can be achieved, but the consensus is more negative than positive.
The Senate Securities Subcommittee's initial report, for instance, said it would
be "difficult, if not impossible" for NCC and the local clearing systems to inter-
face with OCS. It should be recognized that interfacing is not like tying two pieces
of string together: what might be loudly announced as the successful linking
of two systems could produce an unwieldy monster, which, due to inherent tech-
nical incompatibilities, is actually less efficient than no system at all.

Political maneuvering, though, is much more important to the interface drive
than solution of technical details. One of the major current power contests is
between NCC and the regional clearing facilities. At stake is which clearing
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systems will actually process the bulk of the OTC
 trading. Claiming a "mandate"

from the SEC to develop a national OTC clearing 
system, NCC is continuing its

attempt to handle all OTC trades, including thos
e by members of the Pacific

Coast exchange and the Midwest exchange—wh
ich recently developed an OTC

clearing capability modeled after the PCE system
. Claiming this would force

their members to maintain separate listed and OTC 
facilities, the regional clearing

organizations want to retain their OTC facilities a
nd act as, in effect, local

branches of NCC which would interface with NOC's na
tional system. NCC terms

this plan "cream-skimming" since it would be left o
nly with business from small

NASD members and in the less-active OTC issues. 
Resolution of this dispute is

some time away.
The most crucial current dispute, though, is between

 the Big Board and all

of the net-by-net users. To protect itself from NCC's
 publicly stated ambition

to clear trades in listed issues executed via NASDA
Q, which now are cleared

directly among participants on a trade-for-trade basis,
 the exchange has been

attempting to increase the efficiency and convenience of 
working through a com-

bination of SIAC (the Securities Industry Automation
 Corp., which runs the

combined NYSE and Amex clearing facility) and COS. J
oint members may now

receive a single settlement statement and will soon be 
able to settle with a single

check. And it has been discussing membership in CCS
 with several third market

firms which might be willing to clear listed trades t
hrough SIAC if and when

they become participants in the amalgamated central 
exchange market system.

Adding an offensive component to this defensive tact
ic, the exchange has

accepted for deposit in CCS several hundred OTC securi
ties (9,000 are expected

by year-end) and announced plans for admitting for m
embership in CCS the

larger OTC houses. This, it is hoped, will forestall NCC's plan
 to develop its own

depository. And, at some future point, it might even permit S
IAC to take OTC

business away from NCC. NYSE members now account for 
more than two-thirds

the OTC volume.
NCC, however, professes to be unconcerned over this strateg

y. It is actively

attempting to recruit institutions as direct clearing members
 and hopes it will

be able to handle most of the listed trading between institution
s and third market

firms. While it expects to keep most of its certificates in CCS, 
it will maintain

its own inventory of "free account positions" for members
 and effect book-

keeping entry deliveries. On costs, NCC president David Mo
rgan maintains

it will be "very competitive with SIAC. We think we have the
 game in town the

brokers are going to want to go to."

STEALING BUSINESS

An even more formidable threat to the NYSE could be the cleari
ng systems on

the Midwest and Pacific Coast exchanges, which, of course, alrea
dy handle listed

issues. If, when the composite tape and quotation machines are pu
t into opera-

tion, the regionals are permitted a nondiscriminatory access to order
s, they could

attract a major share of the volume simply by offering cheaper and 
more efficient

clearing. Though market makers on the NYSE and the PCE both 
bid the same

price for a certain stock, the PCE's superior clearing could make it t
he market-

place with the "best execution." The MSE and PCE already operate th
eir own

depositories and like NCO are increasing institutional participatio
n in their

clearing systems.
The ability of the regional clearing systems and, eventually, NCO to steal

 listed

business from the Big Board will depend directly on the degree t
o which they

are able to interface with CCS. If all depositaries and clearing systems
 are linked

so efficiently that trades can be settled by bookkeeping entry equal
ly expedi-

tiously—no matter where they are executed and cleared—it would see
m quite

possible that SIAC could be severely debilitated and the NYSE could los
e a fair

amount of business. After considerable pressure from the regionals, CCS h
as

agreed to an interface, but one that works only in one direction: Region
al

depositories can have accounts in CCS but their certificates must remain 
in

New York. This enables SIAC to maintain a strong competitive advantage. A

similar one-way link with NCC is close to agreement.

In the event that CCS is forced to accept a more equitable interface, STAG is

placing great hopes on plans for a new mechanism whereby trades on the NYSE

and Amex floors would be locked in and forwarded directly to COS for settlement,

thus more or less eliminating the clearing function performed under the DBO

method. This mechanism, SIAC hopes, will prove competitive with any alterna-

tive net-by-net system. Regional officials hope that by the time SIAC puts it far-
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radging system in operation, there may be very little business left for it to handle.
"Once book entry settlement on a national basis is a reality," says Pacific Clearing
Corporation president Christopher J. Delahunty, "it is reasonable to expect that
trading patterns will change. Our hope is that the services we provide will be very.
useful in attracting business to us."

Presicting failure shifts in the competitive positions of the various disputants
is impossible. But one conclusion seems certain: their protective and predatory
thrusts and counterthrusts could delay for years agreements on the sort of
comprehensive and effective system which is needed to solve the paperwork
problem.
The competitive maneuvering between the NYSE, NASD and the regionals may

soon seem like a kindergarten exercise, however, compared with the major strug-
gle that is beginning to develop between the Big Board and their co-ventures in
BASIC, the New York banks. Though they are good customers of one another,
relations between the brokers and the bankers have never been precisely con-
vivial. While both recognized the need for BASIC, each blamed the other for the
paperwork mess and the group's early days were very tense. That BASIC worked
so well in securing immediate cooperative solutions to several serious impedi-
ments, such as the lack of form and procedure standardization, is attributed by
many to the diplomacy of executive director Herman W. Bevis.
One reason for Bevis's success would appear to be his scrupulous avoidance of

any major long-term analyses of CCS's future. It was never made clear, for
instance, just when and how—or even if—the banks would eventually participate
in OCS. Indeed, some of the banks now trying to interface with CCS are finding
the arrangement so awkward they are considering establishing special satellite
computer systems to act as linkages. Bankers Trust and First National City Bank
have become major critics of the absence so far of major cost savings. Bevis's
disdain for the subject is understandable. For as is now becoming painfully
apparent as CCS attempts to evolve into a national structure, the interests of the
NYSE and the CCS staff on the one hand and the New York banks on the other
are inherently incompatible.

COLLATERAL PROBLEMS

The first major example of this phenomenon, and a harbinger of more serious
disputes to come, involved the loans banks provide brokers which are collateral-
ized by securities. Like the NYSE, the banks have always been aware of the pos-
sibilities of CCS as a competitive weapon, particularly in their difficult struggle
against out-of-town banks which have been making major inroads on New York's
long-standing domination of the banking business. In CCS's early days, they de-
vise a ploy which, as a Securities Regulation cf Law Report study put it, allowed
them to obtain a "stranglehold on the lucrative collateral loan business." Under
an exclusive arrangement with CCS, New York banks were permitted to use
securities deposited in CCS by brokers as loan collateral. Any non-New York
bank desiring a similar arrangement, the rule said, had to have the loan "servicedby a New York City bank and trust company located in the vicinity of the New
York Stock Exchange." Not only were the country banks in the loan business putat a cost and convenience disadvantage, they were forced to disclose confidentialinformation to their New York competitors.
Several regional banks which had been enjoying good relations with NYSE

member firms soon found themselves losing considerable business to New York.Among those most upset was First Pennsylvania Bank & Trust Co., which has an
active collateral loan program. When First Pennsylvania approached CCS aboutthe possibilities of participating in CCS, Clement J. Groody, vice president incharge of the bank's brokers loan division, says, "we were told that long-range,the out-of-town banks might be allowed to use the service eventually, but it wasn'ton the drawing boards at this time." But as non-users of CCS, he adds, "we couldsee our collateral loan business just crumbling."
While acceding to First Pennsylvania's request was clearly against the interestsof the New York banks, CCS and NYSE officials strongly favored it. In the firstplace, regional banks are a major source of credit for NYSE firms and during the1969-70 credit crunch, when many New York banks virtually c'osed down theirlending facilities?, regional banks were practically the sole source of funds.Second, the New York banks were insisting that pledged CCS certificates hadto be kept in the bank's vaults, which was clearly inconsistent with CCS's workin reducing certificate movement. In fact, certificate movement between CCSand banks for collateral loans had been a major contributor to GCS's start-upproblems.
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Nevertheless, the power of the New York banks was such that First Pennsyl-

vania, with the tacit encouragement of some large NYSE firms, had to threaten

a major antitrust suit to force a change in the rules in 1971. The present program,

in which over 60 regional banks now participate, permits collateral loans backed

by certificates physically located in CCS vaults to be pledged by book entry.

More currently, the NYSE and the New York banks are involved in a poten-

tially lengthy dispute over ownership of COS. Until the formation of BASIC,

it was the exchange's intention to maintain sole ownership and control of CCS

through the Stock Clearing Corp. of which CCS was a subsidiary. Fearful of

regulation by the SEC and the perhaps disruptive future aspirations of the Big

Board, the banks demanded that COS be spun off from the exchange and re-

constituted as a limited purpose trust company regulated principally by bank-

ing authorities.
The exchange, of course, was not happy with this plan but it had no choice

but to comply. Otherwise, the banks said, they would simply refuse to deposit

in COS their $200 billion in trust and custodial securities—about three times

what COS now has on deposit—which could fatally block CGS's future expan-

sion. CCS is still a wholly owned subsidiary of the NYSE but plans are under

way to reorganize it as the Depository Trust Co., an independent organization,

some time next year.
Some New York banks have begun making token deposits in COS—mainly

custodial securities—but as long as the regulatory status remains unresolved

their participation is likely to remain limited. A bill introduced in March by the

House Securities Subcommittee would give the SEC primary authority over all

transfer agents and depositories. While giving the SEC "general rule-making

power," the Senate Securities Subcommittee—whose parent is the Committee on

Banking, Housing, and Urban Affairs—would give bank regulatory agencies

"enforcement authority over entities falling within their respective jurisdictions."

COS chairman William Dentzer, formerly New York State Superintendent of

Banks, feels the banks will continue to cooperate with COS only so long "as no

broad legislation is passed that scares the bejesus out of them."

OWNERSHIP BATTLE

Years of jockeying for power may remain ahead. According to proposals sub-

mitted to the SEC last November, eventual share ownership in CCS, or rather

its successor, would be determined annually—half by the amount of securities

deposited in the facility and half by fees paid for its services. Ownership may

eventually be open to regional banks but, according to the proposals, the criterion

would be "the character, financial stability and operational history and capability

necessary to fulfill its commitments in an efficient and businesslike manner."

Senator Harrison Williams said he found such "broad discretionary categories

for exclusion" unnecessary.
Even if non-New York banks are permitted ownership on a non-discriminatory

basis, the present scheme would appear to give the New York banks by far a

commanding position, or at least a strong veto power.
A key to the banks' power in COS, as some banking executives are now be-

ginning to realize, is the willingness of institutions to participate in CCS

through their custodian banks instead of directly. If the certificates are to re-

side physically in CCS, institutions may begin to question the need to pay the

banks custodian fees.
Obtaining institutional participation in any case will not be easy, for it is

the brokers and banks, not the institutions, which reap the major benefits from

a depository. Institutions, in fact, have a vested interest against a deposi-

tory. Due to their practice of COD payment, institutions have never been too

concerned over tardy deliveries. During the paper crisis, some institutions made

handsome profits on delivery delays through short-term investment of the pay-

ment funds. Further, depositing securities in CCS currently would make dealings

for an institution in the third and fourth markets much more difficult, for non-

COS members are very likely to be on the other side of the trade. The NYSE

has been working assiduouly to remove legal barriers to institutional participa-

tion in CCS, but has yet to attract any significant institutional interest. The

exchange is considering devising some form of economic incentive as a lure. But

if the lure is effective, and it begins to appear that most institutions will join

CCS directly, the banks, to preserve their custodial business and relative influ-

ence in CCS, might attempt to block the move.

A
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Though it seems destined to own a mere minority share in its once exclusive
creation, the Big Board has several compensations. It obtained the banks' ap-
proval to a proposal barring broker-dealers, which are the actual users of CCS,
from direct ownership while allowing the NYSE, Amex and NASD, which do not
use CCS, to retain a major interest. This understandably upset many member
firms, which lodged vigorous complaints. CCS recently worked out a compromise
which would continue to prohibit member firms from owning shares but allows
them direct representation on the COS board. The NYSE plan, which would
simply expand the board to accommodate the two or three new members, would
sharply reduce the influence of the NASD, which currently holds just one
seat. The NYSE now has three, the CCS staff has two, and the New York banks
have three.
One source close to CCS contends board membership may be somewhat ir-

relevant since the board is too high-level and non-operations-minded to permit
active scrutinization of CCS affairs. This has already given much power to
the CCS staff. "The board is going to have a hell of a time trying to be boss,"
says one operations man. Staff power, despite the banking background of Wil-
liam Dentzer, works to the disadvantage of the banks, for most of the staff
including CCS president Diran M. Kaloostian, seems heavily disposed to the in-
terests of the NYSE.
The NYSE's continuing stake in CCS has other benefits. Despite the direct

broker-dealer membership, the exchange's ownership role serves to reinforce its
authority over its membership. And, more important, this reinforces its claim,
as distinguished from that of its members, to an important say in the shape
and control of whatever clearing and depository structure emerges in the future.

REGIONAL DEPOSITORIES

While the question of the relative power of the banks and the NYSE in OCS
is not divisive in itself, it could loom much more impotrantly in attempts to
resolve perhaps the most sticky present controversy at CCS: development of
regional depositories. This issue focuses directly on one of the fundamental
weaknesses of CCS as a national depository system. In testimony before the
Senate subcommittee, former NYSE executive vice president R. John Cunning-
ham, who played a major role in CCS's development, described how CCS is
basically "local in nature." It was designed initially during the early 1960s as
a local broker-to-broker delivery system for exchange members at a time when
it seemed as if broker-to-broker dealings constituted a sizable enough share
of NYSE transactions to make bookkeeping settlement efficient.

Despite the huge growth of institutional trading and the national expansion of
NYSE members during the past decade, Cunningham pointed out that CCS has
yet to develop an adequate communications network to serve as an efficient elec-
tronic delivery and payment system. Virtually all certificates moving in and out
of CCS are still physically transported by messengers in the time-honored Wall
Street fashion. CCS participants must still maintain offices in lower Manhattan
to facilitate pick-up and delivery. "Can you imagine a national airline reser-
vation system operating in such a local, messenger-oriented manner?" Cunning-
ham asked. To make CCS a national depository, he went on, means that "yester-
day's system (COS) would be used as a basis for dealing with today's and tomor-
row's problems."
The COS staff is well aware of this deficiency. It is testing a means to input

magnetic tape of institutional trades executed through its BAS block trading
sytsem into CCS, an idea which may not be looked upon too favorably by AutEx
and Instinet. Cunningham dismisses this as a "temporary stopgap kind of gim-
mick. A much more comprehensive solution to the communicatons gap, CCS
knows, would be a broad network of regional affiliates to give out-of-town brokers
and institutions as efficient an access to CCS as anyone in New York. Not only
could this system encourage greater participation, but it could serve to erode
the position of the regional exchanges and the NASD.
Over the past year, the CCS staff, in cooperation with exchange officials, di-

vided the territorial expansion plan into three phases. Phase I, now in the
pilot stage, calls for establishment of local "depository faciliteis" at regional
banks through which local firms and institutions can deposit certificates into
CCS and receive same-day credit. The three existing conduits are First &
Merchants National Bank in Richmond, Connecticut Bank & Trust Co. in Hart-
ford, and the First National Bank in Dallas. During Phase II, now under discus-
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sion, the satellites would be converted into mini-depositories. Instead of send-
ing securities to New York, they would hold them regionally in the common
CCS nominee name of Cede & Co. This would permit a local user to make actual
local withdrawals of certificates in order to settle a trade involving a non-
user. Phase III, under which the regional facility would have the power to
move money as well as certificates locally, would give any local CS user virtually
the same convenience and service as a New York-based user.
Though there were a few rumblings of misgivings from the New York banks

during Phase I, the true implications of the later phases did not become readily
apparent until late in February when the CCS staff for the first time ex-
plained to the CCS board the details of Phases II and III. The reaction of the
bank board members—particularly First National City Bank president Wil-
liam I. Spencer—was immediate and fierce. They accused the staff, not without
justification, of not keeping them informed and said the national expansion
conflicted with the intent of the New York facility they had originally agreed
to support. "Nobody ever had the guts to tell the banks about all this in the
beginning," says one official, "because if we had they never would have come in."
"This kind of thing always happens when you create a bureaucracy," says Wil-
liam Spencer. "The staff starts to move its elbows around and tries to get bigger
and bigger." CCS's expansion plans, he says, "are a little, bit like eating an
elephant. The toenails may taste good but as you move up the leg the taste may
change." He views the regional affiliate idea as "retrogressive" and indicates he
will strongly resist attempts by "selfish interests" to use CCS for purposes
which are "deleterious to our major task." CCS officials are now backing away
from plans for Phases II and III.

WHO FRIGHTENS WHOM?

The banks' anger is understandable for their interests are fundamentally
at variance with thbse of the exchange and the COS staff. As one observer puts it,
"The New York Stock Exchange is afraid of the Midwest exchange and the
Pacific Coast exchange but it couldn't care less about the Continental Illinois
and the Wells Fargo. But to the New York banks, it's just the other way around."
Further expansion of CCS could have a pernicious effect on the banks' compe-
tition with regional banks for it could come close to eliminating their historical
geographic advantage. Instead of gaining quick, efficient access to the New York
markets through New York banks, regional banks, broker-dealers, and institutions
could bypass them entirely. "When you put the whole thing together," says an
official of one New York bank, "our business in providing intermediary services
in terms of moving cash and securities suddenly doesn't look very healthy. It
means that a good part of our present custodial, correspondent, and transfer
business could be dead. It could have a hell of an impact." "Securities and
money and corporate relations tend to move together," adds a Street operations
man. "A truly national depository could sweep away the New York bank's
economic power base."

BARGAINING POWER

While no immediate resolution to the dispute at CCS seems likely, action could
be forced through independent development of regional depositories with
Phase II and III capabilities. Besides the Midwest and Pacific Coast depositories,
non-exchange-connected depositories are under study in several financial centers,
particularly Hartford and Boston. Initiated at the behest of local banks, they
would be owned by the area's financial institutions, would hold securities and
money locally and would seek direct affiliation with CCS. "The New York banks
have been giving hell to those of us out of town for years," says Salvator V.
DeLuca, senior vice president of Hartford Trust Co. of New York, a New York
affiliate of Hartford National Corp., the prime mover behind plans for the
Hartford facility. "We think this is a way of getting back some of the cash
flow which has gone to New York." Hartford Trust president Lawrence Connell,
Jr., points out that Hartford institutions hold $60 billion in securities—"a hell of
a lot of money for a little country own," he says—and he NYSE members
with Hartford offices may find a more friendly local reception if they become
participants also. This depository, he goes on, "gives us some bargaining
power, some voice in the direction of our own destiny."
That portion of Hartford National's destiny in which it is most interested

is the stock transfer business, an area in which the clash between the New York
Stock Exchange and the New York banks could become as heated as the regional

98-978 0 - 73 - 22
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depository issue. Due to the physical delivery system on which the flow of
certificates still depends, the NYSE long required all listed companies to have
transfer agents south of Chambers Street in Manhattan. This naturally permitted
the New York banks to dominate the bank transfer business. Being a transfer
agent has never been regarded as a particularly remunerative business in itself—
most banks claim they lose money on it—but the number of full page ads in
The New York Times and Wall Street Journal promoting transfer abilities
indicates that most large banks view transfer work as an important ingredient
in their "total relationship" wih corporae clients.
"Country" banks, such as Hartford National, long resented New York's

favored position. As Lawrence Connell tells it, his bank typically would work
hard assisting the growth of small Connecticut corporations. But a soon as
they became big enough to list on the Amex or Big Board, they would obtain
a New York transfer agent which would quickly attempt to usurp the concern's
other banking business. After stern complaints from Hartford National and
First Jersey National Bank in Jersey City, the NYSE in 1971 agreed to Rule 496
permitting out-of-town banks to act as listed company transfer agents so long
as they maintained a "drop" office in lower Manhattan and could regularly
process transfers within 48 hours.
The consequence has been sudden injection of competition into what was

once a rather complacent oligopoly. Regional banks have been quite successful
in obtaining new clients and reclaiming lost ones who are not only attracted
by the regionals' often lower costs but are pleased to be free from the generally
shabby service offered by the New York transfer agents over the past few years.
For similar reasons, the New York banks have been also losing transfer business
to corporations themselves which in growing numbers have been becoming their
own transfer agents. The New York banks, such as Morgan Guaranty, have
been making large investments in modernization to remain competitive. But
development of regional depositories could make competition even easier for out-
of-town transfer agents, both bank and corporate, which could simply receive and
deliver certificates locally and would no longer need to maintain a New
York office.

LOCAL THREAT

An even larger threat to the New York banks' transfer business, though, is not
from out of town. It is from none other than CCS itself. For CCS is cautiously
but determinedly developing a plan to take the transfer business away from the
New York banks, if not formally at least informally. There are two reasons for
CCS's ambitions. First, it desires to remedy its most serious operational weak-
ness. Second, and most important, it desires to save itself from eventual certain
destruction.
Despite the remarkable degree of favorable publicity recently about its work

in furthering certificate immobilization, the fact remains that CCS is simply too
narrowly conceived and designed to encompass the full flow and scope of securi-
ties trading and to bring about a comprehensive solution to the paper problem.
Perhaps the most notable analysis of this was a June 1971 staff study by the
First National City Bank which examined an analysis by BASIC that CCS could
reduce transfer volume by 50 per cent. Using the same data, FNCB calculated
that even if all brokers and institutions belonged to a comprehensive national
depository system the result would be only a "relatively minor reduction in
physical secruities movements"—roughly 23 per cent compared to no depository
at all—of those issues eligible for deposit. Written for internal use only, the study
was leaked to the SEC and despite protests by the bank was made part of the
Senate Securities Subcommittee's hearing record.
The study clearly highlights CCS's basic weakness, which derives from its

origins as a facility to expedite trading among a closed network of brokers. In a
marketplace where all participants are members of a depository, all trades can
be transferred by book entry and certificatelessness can be achieved. But as soon
as non-members are introduced, an element the BASIC figures failed adequately
to consider, the depository develops serious problems. Statistically, even if 80
per cent of all market participants were members, they would be able to settle
through bookkeeping entry only 64 per cent of the total trades. Whenever a non-
member trades with another non-member (both of which put certificates in their
own name), for instance, a total of eight certificate movements (i.e., separate
transfer instructions) is required, three more than when no depository is in-
volved, since the stock must make extra trips to and from the transfer agent
and the depository. Thus in trades involving non-members, the depository can be
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a costly and paperwork-generating encumbrance. According to a 
study by one

CCS participant, CCS so far has reduced certificate movement by o
nly 5 per cent.

(William Dentzer admits that CCS has never made a comprehensive study
 of its

cost effectiveness.)
The lackluster effects of CCS's rosy-sounding immobilization progress, in f

act,

are getting growing attention from its broker users who had expected to
 begin

reaping major savings from the $60 billion in securities locked in CCS's v
aults.

CCS has been effective in reducing theft and errors. However, says one 
member

firm's operations chief, "We figure that for every dollar of costs we've saved 
from

using CCS, we've had to pay them at least a dollar in fees." Some of CCS's co
st

troubles, according to critics, stem from an unfair weighting of the fee str
ucture

toward the banks to encourage their participation as well as from avoidab
le

inefficiencies. "We need to get away from the tremendous amount of manual

labor we use," says William Dentzer. "Salaries are just eating us up."

But most of CCS's cost problems derive from the fact that all brokers who are

not NYSE and Amex clearing members and virtually all non-bank institutions

are not yet participants in CCS. The absence of institutional participants 
is

especially onerous. Since almost all institutions buying securities demand phys
i-

cal receipt of the certificate, CCS is in the position of continually losing i
ts

deposits to institutions or their bank custodians. Even if all brokers and institu-

tions are permitted and persuaded to use CCS—an eventuality the careful read
er

will have realized by this time lies a considerable distance in the future—a sig-

nificant group of certificate holders would still remain outside the system:

private investors without their stock in Street name, whose certificates CCS

has never planned on trying to immobilize. "We're a wholesale operation," says

Dentzer. Although institutions account for a predominant share of the NYSE

volume, individuals trading in their own name continue to be on at least one

side of nearly 60 per cent of the actual trades. For the OTC market, the figure

is closer to 90 per cent. As owners of 70 percent of the outstanding stock, small

investors will be feeding into and taking out certificates for some time to come.

Since CCS's dilemma wih non-members concerns extra certificate movement

to transfer agents, it does not require an especially facile mind to perceive that

an excellent step would be to permit OCS not only to effect book entry settlement

but to become itself a transfer agent with full certificate insurance powers. Such

an idea, in fact, has for some time been a gleam in the eyes of the CCS staff.

CCS's transfer agent aspirations, though, derive from more than an honest

desire to reduce the messengering of certificates along the streets. For CC'S, as a

depository, is in somewhat of the same position of the state under Marxist theory.

As it achieves the success for which it was designed, it is supposed to "wither

away." If, as a depository, it captures enough certificates to permit elimination

of the certificates altogether, then, ergo, there will no longer be any certificates

and any need for a depository. All of the immobilized pieces of paper in OCC's

vaults can be immolated in some New Jersey dump in an appropriately grand

ceremony As a reward for its achievement, CCS will then be forced to self-

destruct.

SURVIVAL INSTINCT

Of the instincts which reside in all organizations, however, self-preservation
is perhaps the most finely developed. "Bill Dentzer just has to ask himself,"

says an operations man, "whether he's going to keep getting the same salary after

he has to fire 90 per cent of his staff." Consequently, CCS, as well as the Big
Board which had a major stake in CCS's survival, has for some time been casting

about for other functions to perform when and if its role as a depository termi-
nates. COS's collateral loan business, of course, would continue in a certificateless
society as would its present role as a distributor of dividends and proxies. It is
actively at work developing a stock loan capability and a separate depository
for municipal bonds. But that function on which CCS is focusing most intently
is stock transfer. Even when the certificate is gone and the whole marketplace
is reduced to a computer network. CCS knows, somebody will still have to be
around to transfer ownership and maintain stockholder records. CCS would
dearly like to handle that job.
There is, unfortunately, a slight catch. The New York banks are well aware

of CCS's ambitions and are intent on squashing them at all costs. Brief skirmishes
in what could eventually become a broadscale war have already been fought. Not
long ago, for instance, some CCS officials suggested that perhaps it might help
things if the banks could just send over to COS some of their transfer personnel

(
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so that transfers could be made without certificates having to leave CCS premises.

At another point, CCS asked permission to transfer Cede & Co. shares to buyers'

names for COD deliveries. Innocent enough requests. But the banks firmly

rejected both. And until the SEC demanded its deletion, the banks had forced

CCS to include in its rules proposal last fall a prohibition on CCS becoming a

transfer agent.
CCS is now working on plans to become a co-transfer agent, i.e., it would

assume some of the actual transfer work such as certificate issuance but would

permit the banks to maintain the records and the formal title of transfer agent.

"I'd rather not elaborate on this," says William Dentzer when asked about the

arrangement. "It's a sensitive area and I don't want to screw up our relations

with the banks. But look, I'm not trying to build an empire. I'm just trying to get

a job accomplished." OCS recognizes that even certificate issuance will decline as

certificate movement is reduced, but they know that assumption of that role

could be an important precedent—which is just the reason it will almost cer-
tainly be resisted by the banks. "Once an organization like that gets a foot in
the door," says a bank executive, "there's no telling what might happen."

A HAIRY APE

The opposition of the banks will be no less than the corporate transfer agents,
who are already upset by the registration of all CCS shares in the name of Cede &
Co., (technically the nominee of a nominee) which further obfuscates their com-
munications with shareholders. Asked about the possibility of CCS becoming
a co-transfer agent, Edward Brown of Phillips Petroleum, who is vice chairman
of the 100-member Corporate Transfer Agents Association, replies, "No way.
We'd lose control. Who would take the responsibility if they goof up? There is
no way I'd let them have any of our stock." What about CCS as the sole transfer
agent? "Hah, hah," Brown laughs. "That is ridiculous. If they were the transfer
agent for every issue, it would be the biggest pile of spaghetti you've ever seen.
It would be a hairy ape. It would be like World War II." It was precisely to
extricate themselves from the Wall Street mess and deal with stockholders directly
instead of through layers of bureaucracy that many corporations took back the
transfer powers. It does not appear they will soon give that power up. Their
resistance could doom COS aspirations, for the ranks of corporate transfer
agents can be said to carry a fair amount of influence. Among thm are: AT&T,
General Motors, Ford, U.S. Steel, General Electric, RCA, IBM, du Pont and ITT.
Even to disinterested experts, the idea of CCS—an organization which has just

recently recovered from a near total bookkeeping breakdown and which was
created by an industry which twice within the past fifteen years has been wracked
by operational chaos—becoming a giant behemloth handling shareholder records,
or even certificate issuance, for thousands of the nation's major corporations
gives a certain pause. "It is juSt not good business judgment for everybody on
Wall Street to be dependent on a single entity," says Eli Weinberg, a securities
industry expert at Coopers & Lybrand! (formerly Lybrand, Ross Bros. & Mont-
gomery) and noted COS critic.
Even if COS could handle the chore, a serious question concerns whether it

could adapt to what will certainly be the rapidly changing structure of the
evolving central marketplace and whether, as presumably an officially sanctioned
monopoly, it could avoid being beset with the sort of inefficiencies which lack of
competition tends to breed. CCS argues that ownership by "users" would act
as a cost control. But one operations expert responds that lacking any competi-
tive facility to serve as a basis for comparison, CCS users would simply pass on
whatever fees CCS charges to investors. "The real users," he says, "are the 32
million individual shareholders. They're the ones who will be screwed."
Due to the formidable amount of opposition to its ambitions—rfederal legis-

lation would likely be required to make CCS either sole transfer agent or sole
co-transfer agent for its securities—CCS and others on the Street have quietly
dropped elimination of the stock certificate as the official goal of the anti-paper-
work drive. "We're going to immdbilize the certificate, not eliminate it," says
Securities Industry Association president Leon Kendall. "The decision has been
made, and it's too late to do anything else."
In the view of most operational experts, including the authors of Lybrand's

famous 1970 study of the paper crisis, the vast savings possible through complete
att13omation of securities tranSactions, often estimated at 50 per cent of costs
or more than $3 billion annually, can only come about after the certificate is, for
all intents and purposes, eliminated, along with the huge paper and personnel
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system which 'supports its movements. Due to the millions of certificates which

will remain under mattresses and in safe deposit boxes for decades to come, the

certificate will not soon cease to exist. But the experts contend that a strong

comprehensive program must be mounted to eliminate it a least as the means of

settling securities transactions so that all of the necessary transaction data for

transfer can be made machine "processable." "The lessing of concern for elimina-

tion of the certificate is something I find very disturbing—and disturbing is a

mild word for it," says Robert B. Mailer, an operations authority who until re-

cently was senior vice president with U.S. Trust Co.

THE TAD APPROACH

But if it is both impractical 'and politically unfeasible for the depository to
become a transfer agent as the mechanism for certificate elimination, why not
transform transfer agents into depositories? In such a system, the requisite

trade information would simply be sent to the transfer agent in each security,
which Would record the switch In the ownership records. 'The idea of the "trans-
fer agent depository" is far from new. It was a chief recommendation of broad
studies of the Street's processing system by Lybrand and North American Rock-
well. It has been supported by many at the SEC including, when he was a SEC
commissioner, no less than NYSE chairman James J. Needham.

It is already the basis for several existing markets. The Euro-clear system in
Europe, developed by Morgan Guaranty and used by 500 financial institutions,
clears Eurodollar issue trades through a TAD mechanism. The Federal Reserve
system for trading government securities is a TAD with 60 per cent of the mar-
ketable national debt in book entry form. Mutual fund custodians are TADs.
Many banks act as TADs as administrators of dividend reinvestment plans through
which shadeholders automatically purchase through book entry transfer new
shares in about a hundred of the nation's major corporations. First National City
Bank, which offers the service for 82 companies, urges participants to add up
to $1,000 in cash to their dividends. Some brokerage houses such as Merrill Lynch
have for years had continuing relationships with bank and corporate transfer
agents, which act, in effect, like TADs. The broker maintains the equivalent of a
deposit account at the transfer agent which receives certificates and issues new
ones in accordance with the broker's instructions. Merrill Lynch vice president
Roger Birk indicates this system seems to offer a distinct cost 'advantage for his
firm over transfers through CCS. Merrill Lynch, which does not use CCS for
transfer, is testing an arrangement with Chase Manhattan, and later with other
banks, whereby Chase will send out new certificates directly to Merrill's cus-
tomers, thus eliminating broker-to-transfer-agent certificate movement altogether.
With the cooperation of the Boston Stock Exchange, the First National Bank of
Boston, one of the largest transfer agents outside New York, is now conducting
a pilot plan under existing Massachusetts laws, which is converting the share-
holder accounts for two small BSE concerns 'to a totally book-entry basis, a pro-
gram other regional banks are watching with considerable interest.
In contrast to establishment of CCS as a transfer agent, the TAD system

has one overriding advantage: instead of a giant monolithic, utility-type structure
headquartered in one building in lower Manhattan, it envisions a decentralized,
multifarious, competitive system that's' distributed throughout the country. In-
stead of a single bureaucracy which very likely would become ossified, inefficient,
and resistant to change, a TAD system would likely be dynamic and responsive
to the rapidly evolving structure of the trading markets.
A TAD structure, indeed, would be highly useful if for no other reason

than as the only way of replacing COS. While others maneuver and squabble.
CCS grows. It claims already to have become the largest single holder of assets
In the world—$110 billion by the end of the year. In its campaign to assume more
and more power and functions beyond its depository role, it aspires to become
nothing less than the central marketplace's entire clearance, settlement, and
bookkeeping mechanism, which would handle everything but the actual trade.
In a recent speech, CCS president Diran Kaloostian said, "A locked-in trade on
the front end linked to a depository on the back end, in my opinion, eliminates the
need for clearing of any type. When such trades become possible, I assure you
OCS will be ready for them." This, as has been mentioned, is precisely the ar-
rangement SIAC has in mind, and it should be interesting to observe which
organization will control the interface mechanism. "At some point," says William
Dentzer, "somebody is going to have to decide where SIAC leaves off and CC'S
begins." A power struggle between OCS and SIAC is not inconceivable, for CCS,
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guided by its aggressive staff, is already showing distinct signs of taking on a lifeof its own far beyond the intent or self-interest of its creators. GCS's proposedstock loan program, for instance, in which Dentzer indicates institutions will bepermitted to participate, could drain off perhaps $90 million to revenues frommajor Street firms, particularly Merrill Lynch, and has already become an itemof great controversy. Eventually, CCS could become a kind of Penn Central, whichnobody really wants or likes but which is so big and seemingly vital that nobodycan quite figure out a way to get rid of it.
Opponents of the TAD correctly point out that current applications of theconcept involve relatively small "universes." The government securities system,for instance, has only a single issuer, the U.S. government. "You give me thatuniverse," says one critic, "and I'll build you a beautiful system." Mutual fundTADs rarely actually transfer ownership—they just issue and redeem. A TADsystem for the securities markets would ultimately have to encompass thousandsof broker-dealers and transfer agents and more than 30 million shareholders."The idea is just impractical," says William Dentzer, understandably a strong foe.

"It would require every broker to maintain lines with every transfer agent. It
just couldn't operate,"
TAD proponents reply that a modern communications network need be no

more complex than the airline reservation system or NASDAQ, from which a
TAD network could quite easily evolve. At least initially, clearing corporations
could serve as switches, routing inputs from the trading mechanism to the ap-
propirate TAD, thus obviating the need for direct broker-TAD links. Peter Del
Col, president of Bradford Computer & Systems Inc., which handles all transfer
paperwork for Bankers Trust, Marine Midland, and Franklin National Bank,
says that if the necessary regulatory approval were obtained, "We could begin
acting as a TAD in maybe two or three months." In a recent article, Eli Weinberg
of Lybrand predicted, "With the full cooperation of all involved [in operating a
TAD system], certificates on actively traded issues could be eliminated within a
year; inactive- stocks would probably require a three to five-year period."

TAD "CHECKS"

The reluctance of individuals to relinquish their certificates, to which COS
has never tried to address itself, could in the opinion of TAD fans, be gradually
overcome through education campaigns by the TADs, which would have a com-
petitive motivation to reduce certificate issuance as rapidly as possible. It can
be pointed out that certificates "on deposit" at the transfer agent are really no
different than money on deposit in a checking account. Just as one writes a check
to transfer money from his account to someone else's, to sell securities you would
write a transfer check drawing on your securities deposits. A system for process-
ing and guaranteeing transfer checks, claim TAD proponents, need be no more
complicated than that for money checks.
The First National Bank of Boston is testing two ways to attract certificates

into its TAD program. One is to urge shareholders participating in dividend
reinvestment programs to send all of their shares in for deposit. The other is to
suggest to new purchasers of the pilot program concerns' stock that the bank
retain the certificates for safekeeping. Eventually, all purchasers who demand
physical possession could reasonably be assessed and added fee for the extra
processing effort.
There are many indications that investors would not prove especially resistant

to such a strong program. Millions of investors willingly keep certificates
in Street name. Only 10 percent of mutual fund shareholders request certificates.
Such asset holders as insurance policyholders and commodity traders do not
seem to mind lack of physical possession of a right to the asset. A number of
banks have found savers willing to give up passbooks in return for periodic
statemtnts. Experience with the dividend reinvestment programs indicates that
while shareholders seldom volunteer their certificates for bank safekeeping,
they rarely ask for their certificates if the certificates are not sent to them.
"We found that really very, very few people ever wanted to see a stock certifi-
cate," a First National City Bank man said.

It is true, of course, that much development work, coordination, and legislation
would have to be effected before a national TAD system could btgin operations.
Uniform accounting procedures would have to be instituted throughout the
industry. Numerous very difficult issues and probably many unforeseen technical
hitches would have to be dealt with. Yet TAD advocates claim the end result'
cannot help but be far superior to the ad hoc potpourri of squabbling self-interests

1
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and non-compatible processing systems now in existence or under development.
The TAD, they assert, is the only system sufficiently comprehensive in scope
and design to actually solve the paperwork problem once and for all.
Why, then, is virtually all of the industry's money and time being directed

at the inadequate existing structures? The answer is obvious: The TAD is
even a more fundamental threat to the status quo, to the substantial investments
of existing interests, than NASDAQ. It is no exaggeration to say that it could
literally revolutionize the entire securities and banking industries. In particular:
New York City could suffer a fundamental erosion of its status as the nation's

financial center. New York banks would lose a considerable amount of their
transfer, custodial and correspondent business to regional banks. The New
York Stock Exchange could lose further business to the regionals which could
evolve as what Eli Weinberg of Lybrand has called "communications hubs"
and "data processing servicing agents in their area." A large portion of trades in
their areas could probably be settled most cheaply locally, giving the regionals,
Weinberg said. "In effect the right of first refusal on all local orders." New York-
based brokerage houses could lose their correspondent business clearing for
out-of-town firms. With this clearing cost eliminated, the non-New York houses
would become more competitive.
The present clearing and settlement mechanics would be drastically altered.

Immediate casualties would be all existing depositories. Clearing corporations
would either disappear or be sharply reduced in size. Even under a TAD system,
a national clearing system, or a network of competing but compatible clearing
systems, could serve a useful role interfacing the marketplaces with the TADs
and netting out certificate and money movements. But eventually netting out
will probably be built into a locked-in trade mechanism and transaction informa-
tion will be sent directly on a trade-by-trade basis to the TADs, which would
automatically credit and debit share and, ultimately, money accounts. Pressure
for development of such a locked-in trade could push all marketplace trading
mechanisms toward total automation and accelerate disappearance of exchange
trading floors.
The position of the broker vis-a-vis his customer would be severely jeopardized.

The broker's free use of customer cash and securities would be eliminated. The
practice of keeping certificates in Street name would be ended, even for margin
accounts, thus undercutting customer loyalty and increasing movement between
firms. Cut-rate brokers, such as Odd Lot Securities, Ltd., could begin to flourish.
As part of their campaign to urge shareholders to leave certificates on deposit,
bank TADs could make a strong bid as the logical entity to handle investors'
brokerage business, thus perhaps ending the Little Man's patronage of
Wall Street.

OUTSIDE PUSH?

That the banking and securities industry could ever unite behind a system with
such far-reaching implications seems doubtful. In testimony before the House
Securities Subcommittee, H. Clifford Noyes, manager for the North American
Rockwell Report, stated, "If dramatic change to an automated [processing] sys-
tem is the accomplished, it is doubtful if the change can come from within the
present organizations of the securities industry. While the new system could
be of tremendous benefit to the public and to many elements of the industry, it
would be destructive to other elements of the industry and to their means of live-
lihood . . . No dramatically different system can be built if its design is subject
to the concurrence of all representatives of all elements of the indusrty."
If the industry fails to act, the burden will probably be assumed by Congress

or the SEC. If those bodies decline, perhaps under the erroneous assumption
that the indusry has the situation well in hand, the result could be disastrous.
Some operations experts contend any prolonged delay in eliminating the hodge-
podge of local groups vying self-interestedly for terrritorial advantage could
mean that during a major increase in volume the industry could become wracked
by another paper crisis that would make 1967-70 look like an unbalanced check-
book.
"I hope to God it doesn't take another crunch to make people realize the need

for change, for better systems and more efficiency," says former U.S. Trust official
Robert Mailer. "If the exchange wants to retain its prominence in the industry,
it better move in this direction. But if it doesn't, and there is another crunch,
you could get total frustration on the part of the public with the way the system
is operated. It could be a real panic."
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An alternate scenario is no more inviting. There will be no panic, no crunch.
For while the industry argues over the machines, large numbers of investors,
frustrated by the rising costs and continuing inefficiencies of the securities
processing mechanism, will slowly drift away from the stock market to pursue
other more attractive avenues of investment. The effect on the market, the na-
tion's capital-raising structure, and business in general could be calamitous.

Mr. NEEDHAM. Sure. I have seen the latest edition of the Institutional
Investor, too.

Senator WILLIAMS. Well, that has a lot of outdated material—pic-
tures of this chairman. I am told. I wonder—you know, all parts of
the industry have been in or are on their way in to basically support
the approach of this legislation, starting yesterday with the Commis-
sion, with the statement of Commissioner Evans. I had certain reserva-
tions of his interpretation of the Commission's role if this bill be-
comes law. I was a bit surprised that he did not accept for the Securities
and Exchange Commission quite the leadership position that I be-
lieve the bill assumes this Commission will fill. His view was more
of a guideline and an oversight function for the SEC. We did agree,
however, that we need this bill so that the SEC can oversee develop-
ment and operation of this new national cleaning system. But those
are your words for what you want the New York Stock Exchange to
do. You see the kind of mess you are contributing to? You want to
be exactly what the SEC should be, and what all other parts of the
industry feel that the SEC should be.
Mr. NEEDHAM. To the extent that the SEC wants oversight we say

in our statement that we agree that they should have the oversight.
Senator WILLIAMS. They will under this legislation, if it is law, have

the responsibility to broadly define the new system and then watch
to see that you with your appropriate industry ability—another way
of saying self-regulation, but it is a little more than that—follow the
SEC's guidelines. Who would propose the integrated system under
your approach?
Mr. NEEDHAM. I would believe it would be a joint effort on the part

of all of the industry participants, and then subject to the SEC over-
sight, and they have had the statutory authority for years, Senator. If
I may say so, much of the legislation on the Hill today is directing thd
SEC to do things which in many areas it had the oversight authority..
never discharged it properly or adequately, principally because of
inadequacy of its budget. So I get caught in the middle, too.
Maybe we ought to ask Don Calvin to step in here because I bring

to bear two perspectives, one as a former Commissioner who went
through this on a daily basis 24 hours a day, and now as a chairman of
an exchange. Mr. Calvin was probably present with Mr. Howland at
the time—he wasn't. I was hoping he could shed some light on this
area for you. I don't see any conflict in what we said in our testimony.
I haven't read the testimony of the people who are going to follow us.
I have only read Commissioner Evans'.
Mr. CALVIN. I was not present, as I recall, with Mr. Howland when

he testified, but it seems to me, Senator, that what the board thought
it was doing yesterday—let me put it that way—is that it was sup-
porting your bill and it was walking away from this fight for control
which is described in that Institutional Investor article, because in
the sentence following the one you read it says in the prepared state-
ment "The board further agreed that the users of this facility should
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own it." The New York Stock Exchange is not going to own it. The
New York Stock Exchange board was saying yesterday that they are
willing to throw into this pot the existing Exchange Clearing Corp.
to establish a national system precisely of the type that I understand
you are urging under your bill, and that it would not be owned by the
New York Stock Exchange, would not be controlled by any one orga-
nization, but would be controlled by the member firms and the banks
and the others who were the users of this facility. And I am a bit sur-
prised—I guess it is really a lack of preciseness on our part in this
prepared statement, but we are supporting this bill. Our major qualifi-
cation is the same one that John Evans expressed yesterday in his
statement, where he says:
In this regard we would like to see the private sector continue to play the

major role in such development with guidance from the Commission only to the

extent necessary to assure an integrated efficient system providing access on a

reasonable, nondiscriminatory basis.

We agree with that precisely. We support this bill. Our problem with
the bill is the same type of problem I think Commissioner Evans was
expressing yesterday, that the degree of SEC oversight goes too far
in that it may inhibit private incentives and private innovation in this
area in favor of possibly Government direct type of control. I don't
think the Senator really wants that either. That is my own feeling.
You can speak for yourself. And I don't think we have any real dis-
agreement here.
Our difference in position from that expressed last year is that—and

this is Calvin's view—I think we are supporting the bill this year and
we weren't last year. But I wasn't here last year on this testimony.
Our board thought they were taking a very constructive, helpful step
to reach the objectives which you and almost every other member of
this committee has supported.

Senator WILLIAMS. Well, Mr. Calvin, you are an Ambassador Pleni-
potentiary. Very good work.
Just on a technical point here, please help me. I am not a technician

in your trade. You folks have the balance order system, is that right?
Mr. NEEDHAM. Yes.
Senator WILLIAMS. The American Stock Exchange does, too?
Mr. NEEDHAM. That's right.
Senator WILLIAMS. Together you are a pretty good chunk of the

marketplace.
Mr. NEEDHAM. And we are changing 
Senator WILLIAMS. That was my question. Now in the over-the-

counter market they work with what, the continuous net or the net-by-
net?
Mr. NEEDHAM. The Pacific Coast Stock Exchange developed the

continuous or net-by-net.
Senator WILLIAMS. Which is it going to be under the new system?
Mr. NEEDHAM. Net-by-net.
Senator WILLIAM. It is. We are making progress.
Mr. NEEDHAM. Senator, that is another change from our previous

position, too, and I think it is a change you would welcome because it
has clearly been established that the net-by-net is a superior system.
Senator WILLIAMS. I think there is a net proposition here. Some
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of your inflammatory phrases have gotten a good result. I got a little
emotional about 
Mr. NEEDHAM. I will speak to Mr. Calvin about that later.
Mr. CALVIN. Mr. Calvin didn't write this I will say that for the

record. I think what happened—and I think we should be as candid
as we can, because the first part of this statement was really written
prior to the board's action yesterday. The board, as I said, thought
its action was very constructive, thought that the Senator would be
very pleased by its action because it is a step away from this com-
petitive type of rivalry which has been described by many and de-
plored by many, including us. There is a problem here which needs
to be addressed on a nationwide basis. All we are saying—and I think
the Senator would agree with this—is that it is a problem along the
lines Commissioner Evans described that the private sector should
move to resolve, but there should be appropriate oversight authority
in the SEC and the banking agencies as necessary to see to it that
these private sector people do their job in a way that does not in any
way adversely affect the public interest. But this doesn't mean on
the other side that the SEC should have the authority to discipline,
for example, employees of these facilities, nor should they have the
authority to operate it and go that far. They should have the tradi-
tional type of oversight which has existed in the security industries
in the past.
Mr. NEEDHAM. And if I might supplement Mr. Calvin's remarks,

the board felt that the only way to achieve the type of entity that you
are looking for and which the public interest requires is to provide the
only kind of incentive that businessmen understand, and that is an
economic incentive, and by owning it themselves rather than vicarious
participation by virtue of membership on the New York Stock Ex-
change, and having direct access to the governing body of this new
entity, the exchange board of directors thought they were giving the
appropriate incentive rather than a regulatory type of incentive. As
you know, the only time you issue regulations and rules is when the
private sector fails to respond adequately to their responsibilities to
the public.

Senator WILLIAMS. Well, it is our feeling growing out of 1969-70
and in light of present industry confusion that we have reached that
point. There is one final thing before we turn to Senator Biden. I
wonder if we can't understand a little more and see whether your posi-
tion is as hard as it seemed at first. On page 2 you say:
We believe, in fact, that regulatory guidelines for these two very different

types of entities might more effectively be set forth in separate legislation.

This is separating in legislation clearing from depository opera-
tions. We, of course, have both combined in this bill. The purpose
being to deal effectively with all aspects of securities processing—with
clearing, transfer, settlement, and depository. But on page 5 you say:
When alternative approaches to implementing a national clearing system

are examined, it appears clear that a continuous net accounting system, closely
linked to a national depository system, not only would pose the fewest imple-
mentation problems, but would also offer the maximum advantages to both the
securities industry and the investing public.

Haven't you tied clearing and depositories right there together in
your own statement?
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Mr. NEEDHAM. Well, sure we have, because what we are talking

about in that sentence, Senator, is the communications network that

will have to go together. That is the linking. But as you recognize,

SIAC, for instance, at the moment is an exchange facility and subject

to regulation under the 1934 act, whereas DTC is a bank trust company

and therefore should be subject to a different series of regulations, and

in fact is. So that is where the difference is. In one area we are talking

about the legal construction of an entity, and in another area we are
talking about the interdependence of these two entities, but only in
terms of the communications network that would go between them.
That's all.
Senator WILLIAMS. But they are linked as an operational matter,

and therefore we believe they should be linked in this new area of
guidelines so that the SEC can bring them all together in the logical
linkage.
Mr. NEEDHAM. I understand that.
Senator WILLIAMS. Now there is another way to do this. We could

take everything we are about in this committee, we could take member-
ship, rates, clearing settlement, the depository function, the central
market, and so forth and put them all in one bill. Our approach has
been to deal separate with those things that go logically together.
Therefore we had a bill a few weeks ago, now we have this bill, and
down the road a month or two or three we will have another bill. In
contrast to our procedure is the House approach.
Mr. NEEDHAM. Well, I, myself, disagree with some of the words you

say. I congratulate you on your wisdom in the way you are handling
the legislation.

Senator WILLIAMS. Senator Biden, I have taken more than our
usual 1.0 minutes.

Senator BIDEN. I wish you would continue to take the rest of the
time, Mr. Chairman, I have only been on this committee for a short
time. There has been constant legislation regarding the industry
since I have been here. I am more confused today than I was when I got
here, and I am more confused—I am almost amused by the positions
taken, and apparently if you keep going the way you are going this
morning, you are clarifying everything that they are saying, they are
clarifying what you are saying, and I may get an understanding of
what the position will be. Not having the benefit of the historical
perspective—maybe that is an advantage, I don't know. I would just
as soon not ask any questions now and let you continue.
Senator WILLIAMS. Well, I think I see.
Mr. NEEDHAM. I see it only too clearly.
Senator WILLIAMS. Well, I had reached the point that I was about

ready to say thank you, gentlemen.
Senator BIDEN. Gentlemen, thank you very much.
Mr. NEEDHAM. Thank you Senator.
[Complete statement of New York Stock Exchange and additional

information follows:]

STATEMENT OF THE NEW YORK EXCHANGE, INC.

My name is James J. Needham. I am Chairman of the New York Stock Ex-
change, Inc. With me are Samuel A. Gay, Senior Vice President of the New
York Stock Exchange; Donald L. Calvin, a Vice President of the Exchange; Wil-
liam T. Dentzer, Jr., Chairman of The Depository Trust Company; and Robert
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Hall, Chairman of the Securities Industry Automation Corporation which is
generally known in the industry for the acronym, SIAC.
We appreciate the Subcommittee's courtesy in giving us the opportunity to

present the views of the Board of Directors of the New York Stock Exchange on
S. 2058—a Bill to amend the Securities and Exchange Act of 1934 to provide for,
among other things, the regulation of clearing agencies and transfer agents.
The New York Stock Exchange supports the objectives of this Bill. We do have

a number of suggestions for improving the effectiveness of the proposed legisla-
tion in achieving those objectives, which we offer for the Subcommittee's
consideration.
As the Subcommittee is aware, the New York Stock Exchange has been work-

ing for more than a decade toward the goal of an integrated national system for
the prompt and accurate processing of securities transactions effected on na-
tional securities exchanges and in the over-the-counter markets. Our initial
pioneer efforts embraced the Exchange's own membership. More recently, we
have been cooperating closely with other organizations in both the securities and
banking industries and with others involved in the clearance, settlement and
transfer process.
The Subcommittee is well-acquainted with these efforts and with the consid-

erable progress that has been made to date. I think it is clear that we share with
the Congress and the regulatory authorities the desire and determination to
place in operation a securities processing system that will preclude any recur-
rence of the operations tangle experienced by the industry and the investing
public during the period 1968-1970. We believe it is now technically possible to
create such a system. Indeed, much of the groundwork for establishing a na-
tional securities depository system has already been prepared.

Obviously, the legislation now before the Subcommittee bears very, closely on
the work that has been done thus far, and on future developments.
But before commenting on the individual sections of S. 2058, we would like to

make it clear that we have some strong reservations about the appropriateness
of dealing in a single Bill with the regulation of both depositories and clearing
corporations. We believe, in fact, that regulatory guidelines for these two very
different types of entities might more effectively be set forth in separate
legislation.
The existing clearing corporations, which have the primary function of balanc-

ing and settling trades, are integral parts of the individual exchanges and the
over-the-counter market. Depositories have a quite dissimilar function which
centers on maintaining custody of securities in a computerized system which
aims at immobilizing the stock certificate. The fact that efficient clearing cor-
porations and depositories will both contribute to minimizing potential back-office
problems for brokers should not obscure the fact that the two types of entities
operate differently, have different though over-lapping clienteles, and face differ-
ent problems with respect to attracting maximum participation.
Most of our comments today refer to those provisions of S. 2058 which deal

primarily with clearing corporations. But we would like to make it clear that
the New York Stock Exchange generally supports the views expressed by the
Banking and Securities Industry Committee on those provisions of the Bill
having to do only with depositories.
Within the context I have just outlined, we would like to proceed briefly to

comment on the individual sections of S. 2058.

SECTION 1

Section 1 of the Bill would amend the 1934 Act by adding to its purpose clause
the need• for developing an integrated national system for the prompt and ac-
curate processing and settlement of securities transactions.
The Exchange agrees, certainly, that an integrated national depository system

is urgently needed. As the Subcommittee knows, the Exchange assumed leader-
ship in developing the Central Certificate Service which, since May 11, has been
known as The Depository Trust Company. Most recently, our efforts have
centered on encouraging wider participation in this prototype computerized
securities depository—incuding preparations for coordinating and introducing
with regional depositories in a series of link-ups which would, in fact, con-
stitute a coast-to-coast depository system. We recognize, of course, that the
concept and operations of such a system affect interests beyond those of the
securities industry. Accordingy. The Depository Trust Company has expanded
its Board of Directors to include—in addition to representatives of the various
major elements of the brokerage industry—representatives of the insurance,
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banking and investment company industries. We believe this expanded Boar
d

will play an important role in determining the shape and policies of the 
emerging

national depository system.
The Exchange also fully supports the development of a national clearing

 system.

We also believe that it is necessary to arrive at a common definit
ion of the

clearing function which—apart from the depository—presently involve
s two

principal operations; trade comparison and accounting processing.

Trade comparison invoves reporting, vaidating and comparing trading act
ivi-

ties to obtain an approved contract isting of a trades. Each market toda
y per-

forms its own trade comparison similarly. However, effects to consolidate i
n this

area are not being processed, since the function itself will be eliminated a
s

each market advances toward the goal of the "locked-in' trade.

The second clearing operation—accounting processing—involves netting

and consolidating all the compared trade information to produce netted settl
e-

ment instructions to all parties involved in each trade. Two systems are presentl
y

in use. One is the Delivery Balance Order System used by the New York and

American Stock Exchange Clearing Corporation. The second is the Continuous

Net, or Net-By-Net system, used by the other major clearing corporations.

When alternative approaches to implementnig a national clearing system

are examined, it appears clear that a continuous—accounting system, clearly

linked to a national depository system, not only would pose the fewest imple-

mentation problems, but would also offer the maximum advantages to both

the securities industry and the investing public.
We are presently working with the Securities Industry Automation Corpora-

tion on a plan for developing such a system. It is SIAC's opinion that the existing

Delivery Balance Order system could be converted to a continuous-net system

in less than one year. This conversion should provide the practical means to

consolidate all clearing accounting systems into a single national system—with

a minimum of time and expense.

SECTIONS 2 AND 4

Sections 2 and 4 of S 2058 addresses the same issue and give the Securities and

Exchange Commission authority to determine the time and method used in the

settlement process, as well as the conduct of accounts. Section 4 would extend

that authority in connection with empowering the Commission to make rules

leading to the development of a national system of clearance and settlement.

The Exchange is concerned that these provisions could be interpreted to permit

the SEC to order a complete new design approach to a national clearance and

settlement system. While the Commission might not choose to exercise such

sweeping authority, the mere existence of the legislative mandate could inhibit

ongoing industry efforts to develop a national system from the various systems

already in operation.
We believe that the evolutionary method is the only practicable one, in terms

of the available financial and manpower resources. We would agree, to be sure,

that all of the existing systems do have flaws which would make them unsuit-

able for instant adoption on a nationwide basis. But we believe that the best

features of each can be combined in a way that will be acceptable to all par-

ticipants in a national system. And, in fact, we are convinced that the plan now

being developed by SIAC will accomplish just that.

SECTION 3

Section 3 defines the terms, "clearing agency" and "rules of a clearing agency".
The definition of "clearing agency" includes both depositories and clearing

corporations. And as I stressed at the beginning of this statement, the Ex-

change strongly believes that it is inappropriate for depositories on the one hand,
and clearing corporations and their support facilities on the other, to be subject
to the same regulation.
We also find the definition of "rules of a clearing agency" extremely and un-

suitably broad. At present, the rules of a clearing agency are generally under-
stood to include its constitution, articles of incorporation, by-laws and rules and
instruments corresponding thereto, and its stated policies—all of which are
required to be filed with the SEC under Rule 17a-8 of the 1934 Act. Section 3
adds to this definition "practices relating to [a clearing agency's] organization.

participation, rules of procedure, financial condition, methods of safekeeping,

settling, hypothecating, lending and accounting for funds and securities, anci
similar matters".
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This definition would even appear to encompass all printed forms used by a
clearing corporation, operating and instruction manuals for employees, instruc-
tions for using electronic data-processing equipment, and similar minute details
of everyday operation.

SECTION 5

Section 5 adds a new Section 17A to the 1934 Act, requiring all clearing
agencies to register with the SEC, and establishing registration procedures. Both
this Section and Section 3 should include exemptions for existing clearing cor-
porations affiliated with stock sxchanges or other self-regulatory organizations.
We agree that depositories and any other clearing associations which may come

into existence in the future and be unaffiliated with regulated exchanges should
be required to register with the SEC—although even here the proposed require-
ments may be too stringent.

Section 5 also proposes rules on access, the election of directors, setting of
standards for personnel and a variety of other matters. In addition, it would
give the SEC authority to discipline clearing agencies, their officers or directors
for failure to enforce rules and, if necessary, to take over the operation of a
delinquent agency.
These rules destroy current concepts of self-regulation and cooperative regula-

tion, replacing them with a series of sweeping mandates for direct regulation
by the SEC. The likelihood is that such an approach would seriously inhibit the
forward movement of the securities industry which—without direct regulation—
has created so complex a centralized facility as The Depository Trust Company
and has, among other significant achievements, successfully merged the clearing
operations of the New York and American Stock Exchanges.
In general, Section 5 outlines an approach to regulation so lacking in flexibility

that it is difficult to see how clearing corporations could comply with the proposed
provisions and still operate in the manner which both Congress and the industry
itself regard as essential. Moreover, the approach is apparently suggested without
any evidence that clearing corporations have shown themselves to be incapable
of dealing adequately with paperwork problems, of carrying out disciplinary
procedures fairly and even-handedly, or of otherwise acting in a responsible
manner. Nor does there seem to be any recognition of the substantial regulatory
oversight which the SEC alread is empowered to exercise in regulating exchange-
affiliated clearing corporations as facilities of the exchanges.
Instead of introducing a disruptive new regulatory element and imposing new

rules and systems at this time, the legislative thrust should be to encourage the
industry to continue its successful efforts to develop the kind of nationwide
clearance and settlement system that will best serve the American investing
public.

SECTION 6

Section 6 requires transfer agents to register with the SEC and establishes the
necessary procedures. This is a constructive proposal which recognizes the im-
portance of transfer agents' activities and the impact of their effectiveness on
the securities industry and the public.
We would suggest, however, that it might be appropriate for the SEC to set

minimum standards of performance, and to explore the possibility of some degree
of shared regulatory oversight in this area.

SECTION 7

Section 7 would give the SEC control over the form and format of securities
at the point of issue, to assure that they are compatible with any provisions
established by the Commission with regard to clearance.
The section raises the broader question of immobilization and possible eventual

elimination of the stock certificate as contemplated by Sec. 17A (q). But while
the Exchange certainly agrees that the central goal is maximum efficiency for
securities industry operations, it cannot now be established that complete
elimination of the stock certificate is the best means for achieving that goal.
Only when we are in a position to accurately measure the effects of the im-
mobilization toward which we are now striving, will the industry be able to
judge the advisability of eliminating stock certificates entirely.
Any effort to eliminate the stock certificate will, of course, require the solution,

industry-wide, of many complex automation problems and streamlining of exist-
ing operations systems. Customs and laws which are steeped in tradition will
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have to be changed—as will the psychological reluctance of many individuals to
forego physical possession of certificates.
The New York Stock Exchange has led the way, over the years, in establishing

and maintaining the highest existing standards governing the form, format, con-
tent and intrinsic security features of stock and bond certificates. But we doubt
that this is an area in which total standardization—as Section 7 seems to con-
template—is either desirable or possible. We do not believe that it would be
fair or reasonable, for example, to require a small company to meet the same
standards with regard to engraved certificates that the New York Stock Exchange
requires of its listed corporations.
We ask, too, whether the public interest would be served by disrupting existing

well-established and effective procedures—again as would apparently be possible
under the provisions of Section 7 on such important ongoing programs as the
coordinated industry effort to develop a single denominational form of certificate.

Finally, it would seem essential for this Section of the Bill to acknowledge that
state laws which regulate the content of certificates could conflict with develop-
ments sanctioned under the provisions of the Section.

SECTION 8

Section 8 would authorize a study by the SEC of the practice of registering
securities in street name and of ways to facilitate communication with actual
shareholders when street name is used.
The Exchange supports the idea of such a study, but we believe that a more

flexible timetable for its completion is desirable. Exchange rules now require
members to forward proxy material and other information to the beneficial
owners of securities held in street name. In addition, The Depository Trust
Company notifies participants in the depository system of the availability of
proxy material and by otherwise cooperating to facilitate voting by beneficial
owners of stock held in the system. Since these efforts are intended to help
keep shareholders informed, the Exchange supports any proposal aimed at
assuring their continuation.

Depository Trust is now developing a system to provide issuing companies with
a list of brokerage firms having their shares on deposit in the system as of the
record date, so that proxy and other materials can be sent directly to those firms
without going through the depository itself. Depository Trust does not, of course,
vote any of the shares it has on deposit, but acts only as an intermediary in
routing communications between the companies and the firms.

SECTION 9

Section 9 would deny local taxing authorities the right to impose transfer taxes
on securities solely because of the existence of a clearing agency in the locality.
This proposal would help encourage the development of a national depository

system by eliminating any concern that, once a depository is established and
located in a particular area, it could be subject to the whims of a local taxing
authority. It may be noted that similar legislation has been enacted in New York
State.
The New York Stock Exchange fully supports the proposal in Section 9 of this

Bill.
In conclusion, I want to emphasize again that the New York Stock Exchange

agrees that there should be developed as promptly as possible a national facility
for clearing and settling securities transactions among broker-dealers and other
financial institutions which would centralize this service function and would be
compatible with all existing clearing and settlement facilities and with security
depositories. But the Exchange also believes that this new facility must be oper-
ated and administered by the industry, subject, of course, to the ultimate over-
sight authority of the SEC and appropriate bank regulatory agencies, if appro-
priate. This concept would follow the structure and philosophy of the existing
provisions of the Securities Exchange Act of 1934.

Consistent with the foregoing, the Board of Directors of the Exchange at its
meeting yesterday agreed that the Exchange stands ready and willing to over-
see development of this new national facility in cooperation with other inter-
ested industry groups immediately, utilizing all its available resources. The
Board further agreed that the users of this facility should own and control it
through the payment of appropriate compensation. The facility should be oper-
ated as a service organization of the industry on a not-for-profit basis.
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Finally, the Board agreed to spin off the Exchange's clearing facility operated

by the Stock Clearing Corporation to encourage all other regulatory bodies to

adopt identical policies.
This important step was taken by the Board to lead the way for all other

regulatory bodies to join together to eliminate wasteful competition in the

clearing and settlement functions so as to realize the substantial cost reduc-

tions and efficiencies which will flow from such an effort. Certainly all must agree

that the public interest requires that all organizations which operate a deposi-

tory or a clearing corporation must dedicate themselves to conducting their affairs

in the most economic manner, utilizing to the fullest all available technology.

The Board also believes that the public interest is best served by appropriate

government oversight—but not direct control. Hopefully it will never be neces-

sary for the government to exercise that oversight responsibility.

THE NEW YORK STOCK EXCHANGE,
July 13, 1973.

Hon. HARRISON A. WILLIAMS, Jr.,
Committee on Banking, Housing and Urban Affairs, U.S. Senate,
Washington, D.C.
DEAR PETE: I am enclosing a copy of a memo that we send to our members

after each meeting of the Board of Directors.
I would like to call your attention to the first subject which is the Exchange's

position on the Operations Bill you are sponsoring which clearly states that we

support the objectives of the Bill.
I was terribly distressed yesterday that our testimony was interpreted as being

negative in nature. Certainly that was not on my mind.
Hopefully misunderstandings of that type will not occur again in the future.

Sincerely,

THE NEW YORK STOCK EXCHANGE,
July 13, 1973.

To: Members and allied members.
Subject: Board of directors meeting—July 11.

There have been no summer doldrums this month as far as policy making by the

Exchange's Board of Directors is concerned. In testimony and other public state-

ments this week and next week, the Board's recent work on several very impor-

tant areas of securities industry policy is being made public.

POSITION ON THE WILLIAMS' OPERATIONS BILL

Yesterday, I testified for the Exchange to the Senate Subcommittee on Securi-

ties expressing our views on Senator Williams' Securities Operations Bill, S 2058,

along lines authorized at Wednesday's Board meeting. The Exchange supported

the objectives of the Williams Bill but put forward a number of suggestions for

improving its effectiveness in reaching those objectives.
Our principal conclusion reflected a decision of the Board that the Exchange

supports development, as promptly as possible, of a national facility for clearing

and settling securities transactions among broker-dealers and other financial

institutions. The objective would be to centralize this service function in a
manner compatible with all existing clearing and settlement functions and with
securities depositories.
The Exchange believes this new facility must be operated and administered

by the industry, subject, of course, to the ultimate oversight authority of the
SEC and appropriate banking regulatory agencies.
I testified that the Exchange stands ready and willing to aid in the develop-

ment of this new national facility in cooperation with other interested industry
groups immediately.
Our Board agrees that the users of this facility should own it and control it

with the payment of appropriate compensation. The facility should be operated
as a service organization of the industry on a not-for-profit basis.
The Board also has indicated it would be willing to spin off the Exchange's

clearing facility operated by the Stock Clearing Corporation if this would en-
courage the creation of a national system to eliminate wasteful competition in
clearing and settlement. In the context of the projected national clearing system,
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I told the Subcommittee that we are working now to develop a plan for con-

verting to the Continuous Net, or Net-by-Net, accounting system which could

replace the Delivery Balance Order system now used by the New York and

American Stock Exchange Clearing Corporations.
It appears that the continuous net system would pose the fewest problems

in implementing a national clearing system and would offer maximum advan-

tages to both the securities industry and the investing public.

Senator WILLIAMS. Mr. Herman W. Bevis, member and former
executive director of the Banking and Securities Industry Committee,
has returned to our witness table. We appreciate your being here again
today.

STATEMENT OF HERMAN W. BEVIS, MEMBER AND FORMER EXECU-

TIVE DIRECTOR OF THE BANKING AND SECURITIES INDUSTRY

COMMITTEE, ACCOMPANIED BY HAMILTON F. POTTER, JR.,

COUNSEL

Mr. BEVIS. Mr. Chairman, gentlemen, I appreciate the opportunity
again to appear before you on behalf of BASIC to discuss legislation
having to do with securities depositories. I am accompanied by Hamil-
ton F. Potter, Jr., of Sullivan & Cromwell, counsel to BASIC.
My comments on S. 2058 are confined solely to those provisions hav-

ing to do with depositories. I offer no comments, pro or con, with regard
to provisions having to do with clearing systems, transfer agents and
registrars, and other matters covered by the bill.
My oral comments, Mr. Chairman, will follow pretty closely the

first three pages of the written statement.
The first point I would make is that we feel that additional legisla-

tion is not needed for regulation of depositories at this time.
A comprehensive securities depository system has been developed

rapidly during the past 3 years under existing regulatory law. Since
my last appearance before this subcommittee, substantial, tangible
progress has been made toward the immobilization of securities certif-
icates and book-entry transfer of ownership.
There are now three existing depositories, all of which have been or

are being chartered as limited-purpose trust companies under State
banking laws, one has become a member bank of the Federal Reserve
System and the other two plan to apply for membership. The charters,
bylaws, and rules of two depositories have been presented to the SEC
for review and clearance and the third is in the process of clearance.
Thus, the two significant Federal regulatory authorities considered

in S. 2058 are already engaged. No problem traceable to inadequate
regulatory authority has been encountered and none is expected.
If we assume Federal legislation regarding depositories is to be

enacted, we are concerned because S. 2058 does not sufficiently reflect
the finding that "the bank regulatory agencies must play a major role
in the development of a national clearing system." Those words are
from your statement, Mr. Chairman, on the Senate floor in introduc-
ing this bill. The bill provides broad SEC rulemaking powers with
respect to depositories, but is virtually silent as to rulemaking by
bank regulatory authorities.

Depositories must involve much more than the securities industry
and the SEC as that industry's regulator. Banks and other nonbroker/
dealer fiduciary financial institutions, whose participation in any na-
tionwide system of depositories is essential, want "safety first" as the

9B-978 0 - 73 - 23
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regulatory cornerstone before they relinquish possession of assets theyhold for others. To them, this means that depositories should not only
look like banks 'and act like banks, but be regulated like banks.
I think the Congress should recognize this desire for assurance of

safety—I believe the Congress shares it—and, if it is decided there
should be legislation, should select the Federal Reserve System as the
prime Federal regulator for bank-chartered depositories in view of its
experience, capacity, and philosophy in regulation where safety and
financial integrity come first, especially in the areas of safeguards,
protection of securities and funds, and related matters such as access.
We recognize that such a structure goes against the System's concept
that a single agency—the SEC—should have sole authority. However,
this is a situation in which a concept, if followed straight through,
will not necessarily yield the desired result, and we think the advan-
tages to be gained outweigh the natural inclination to provide for a
single regulator responsible for all securities processing matters.
In the subsequent discussion and in attachments, we offer suggested

changes in S. 2058 designed to give the Board of Governors of the
Federal Reserve System rulemaking authority directly related to
the Board's supervisory and examination functions for depositories
that are members of its System. We firmly believe that the changes we
propose will assist in the development of a comprehensive securities
depository system that has a far greater chance of reaching the scale of
participation that is urgently needed.

ELIGIBILITY OF PARTICIPANTS IN DEPOSITORIES

Senate bill 2058 limits a depository's latitude to deny access to
potential participants in a way that I consider exposes a depository
and its participants to undue risk.
BASIC has consistently recommended that, subject to regulation, a

depository not be absolutely prohibited from subjecting an applicant
to tests of character, financial condition, or operational capability.
We are glad to see in section 17A (c) (2) of S. 2058 that an opera-

tional capacity test for applicants has been added. We continue to
believe that a depository should not be precluded for screening appli-
cants on the basis of character and financial condition.
Management participation: As in last year's S. 3876, section

17A (c) (3) of S. 2058 continues to provide that participants, in addi-
tion to stockholders, among other things participate in selection of
a depository's officers and directors and in all other phases of the
administration of its affairs.
Ample provision can be made that participants can become owners,

thus encompassing what is believed to be the principle behind section
17A (c) (3). Our objection is that this section is in direct conflict with
the relevant corporation laws under which depositories are being
incorporated.
We see no need to invite confusion and conflict to accommodate the

desirable principle involved, and which, we believe, can be met in
the proposed revision of section 17A (c) (3).

Section 17(A) (1) of S. 2058 gives enforcement authority over depos-
itories that are banks to the appropriate bank regulatory agency. Sec-
tion 21 of the 1934 act, which is not modified by S. 2058, gives sub-
stantially the same authority to the SEC.



Last year, in connection with S. 3876, the committee report made
clear that it is not contemplated that SEC examinations would be a
matter of routine but, so to speak, made only under unusual or
exceptional circumstances. Senator Bennett repeated the point on the
Senate floor. We hope that this point is repeated and made even clearer
in the legislative history of S. 2058 if a specific provision is not
included in the bill.
I should like to add two points, Mr. Chairman, to what is in the

written statement. Yesterday there was some discussion and some ques-
tioning about transfer agent depositories. Transfer agent depositories
are not a new idea, having been around for several years. So when
BASIC was formed and started studying these various potential
solutions to the securities handling problem we, among other things,
studied the transfer agent depository idea, and we prepared a white
paper on TAD in July of 1971. If you wish, I shall be glad to submit
for the record this paper which examines TAD's versus comprehensive
securities deposit systems in great detail.

Senator WILLIAMS. That would be helpful. Thank you.
[The full text of this paper follows:]
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(7/19/71)

BANKING AND SECURITIES INDUSTRY COMMITTEE

TAD v. CSDS 

(A Task Force Analysis of The "Transfer Agent
Depository" Idea in Relation to that of the
"Comprehensive Securities Depository System")

Summary 

The "Transfer Agent Depository" is a term used by many to

describe a proposed improved securities transaction processing system

for the future. An examination of these proposals leads to the

conclusion that the TAD term is being applied indiscriminately to

two radically different concepts:

(1) A certificateless system whereunder transfer agents
would maintain the official records of securities
ownership and changes therein. A transfer agent's
record for a given issue would take the place of
certificates as the contra against which would be
balanced the recorded position in that issue of
financial organizations, individuals, and others.
By the same token, financial organizations and
others owning or holding many securities would
balance their recorded positions against the records
of as many agents as transferred the issues.

(2) A system, not contemplating near-term elimination

of the certificate, in which the transfer agent
would add only the certificate custody function
to his present responsibilities. Ownership of

the shares represented by these certificates held

by the transfer agent would be recorded by a
centralized record keeping service for all fungible

issues. This service would balance its securities
positions against the holdings of the transfer agents,
on the one side, and of its depositors, on the other.

BASIC's plans follow the second system much more closely

than the first. BASIC believes that its approach toward extensive
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immobilization of certificates in what i
t has chosen to call a

Comprehensive Securities Depository Sy
stem will, when compared with

all the alternatives advanced to date:

Give the needed relief from securities
 handling problems

much more quickly (involving, as it do
es, only an

extension of an already huge immobilization facility -

CCS);

Accomplish the transition to the system 
of the future

with less cost (again, merely building o
n CCS);

Require fewer changes in practices and p
rocedures (almost

none for broker/dealers, but important
 ones for banks

and others that presently file physical 
securities by

account);

Provide more quickly a system under whic
h the certificate

could be completely eliminated, if that 
should ultimately

be deemed desirable.

The problem: Reducing or 

eliminating certificate movements 

There is widespread agreement that the r
eduction of certifi-

cate movements should be the most impo
rtant goal of the securities

industry. North American Rockwell, in its Final 
Report to the American

Stock Exchange, says; ..."taking sec
urities certificates out of circula-

tion, placing them in depositories and 
automating the accounting

process is the answer to the operation
s problems of the securities in-

dustry". (1)

It is asserted that the accomplishment o
f this goal will

result in a substantial reduction of ope
rations costs. Frank Zarb has

(1) N.A.R. Information Systems Company; Se
curities Industry Overview

Study; Final Report to the American 
Stock Exchange, September 1969

p.39
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stated: "An estimated 35 percent of a clearing firm's fixed operations

costs could be eliminated if the actual stock certificate were done

away with". (2) He also predicts lower commissions resulting from

. these cost savings, lower interest costs, as fails are virtually

eliminated, the avoidance of any future curtailment of trading hours,

reduction of securities thefts - and possibly of insurance premiums -

and he says flatly that "Most important, if the certificate had been

eliminated in 1967, we would not have had the failing-firm crisis of

1969-1970". (3)

The concepts of both immobilizing and eliminating the

certificate have been introduced in the foregoing quotations. The

purpose of either course would be to increase the transfer of securities

ownership by book-entry without physically moving certificates. But

regardless of the ultimate fate of the certificate - and there is

little disagreement that something must be done about it - there are

differing ideas as to the mechanism for making book-entries to record

security ownership and changes therein. One of these is the "Transfer

Agent Depository" ("TAD").

What is the "Transfer Agent 
Depository Concept? 

North American Rockwell is often referred to as an advocate

of the TAD concept. Actually, NAR advanced the idea of a combination

of a National Clearing System (NCS) and TAD as follows:

(2) Zarb, Frank. "Let's Abolish the Stock Certificate", Institutional 
Investor, March 1971, p.28

(3) ibid. p.28
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NCS can best be visualized as a computer

with on-line files of security positions and

active communications links to Regional

Clearing Services (RCS's) and Transfer Agent

Depositories (TAD's). The clearing services

will not handle certificates. They will per-

form all accounting functions related to the

transfer of ownership of securities left on

deposit in the system and produce composite

security position and activity reports for

both clearing members and transfer agent

depositories to verify.

Broker to broker settlement is accomplished

automatically. On trade day plus one the clear-

ing service notifies each broker of his net

dollar position and new net security position

for each day until settlement day. On settle-

ment day, for each trade, the shares are debited

from the selling broker's account and credited to

the buying broker's account. Similarly, dollars

are transferred from the buying to the selling

broker. Trades are settled with whom they are

made. No allotting is necessary. No computa-

tion of settlement prices different from trading

prices is necessary.

Brokerage firms would submit any customer

name certificates received to the TAD for deposit.

The clearing member's net position would be ad-

justed immediately by the on-line network between

TAD's and the respective national or regional

clearing operations.

The broker who wishes to withdraw securities

for a customer name delivery sends a transfer in-

struction directly to the TAD which in turn requests

the clearing service to debit his account. Upon

confirmation the TAD then issues the new certificates.(4)

(4) N.A.R., Op Cit, p.p.39-42.
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A task group commissioned by the Midwest Stock Exchange

included in a comprehensive report the following of which is pertinent

to.a discussion of the TAD concept:

...We recommend that the following steps be
taken:

Establish an independent corporation, the
National Securities Corporation, which would be
owned by members of the Chicago Financial
Community, and which would develop and operate
a Chicago-based depository system.

Develop a depository system based on the
Transfer Agent Depository (TAD) concept.

We concur with the increasingly widespread conclusion that
a TAD system offers greater advantages to the industry --
both short and long term -- than other existing or proposed
systems. These advantages include:

The elimination of duplication of effort
by the depository center and the Transfer
Agent in handling deposited certificates;

The elimination of duplicate control sys-
tems required when physically moving certificates
between depository, transfer agent, and custodian
bank;

The availability of experienced people and
of systems and vaults for the handling and safe-
keeping of deposited securities at Transfer
Agent banks;

The feasibility of evolution to a "certificate-
less society" using existing equipment and systems
in the banking industry.

Incorporate the Depository Balance Certificate
(DBC) concept in the TAD system.
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The depository system would be comprised of the following

components:

1.

2.

3.

4.

Control center - the National Securities

Corporation (NSC);

Transfer Agent banks - serving as custodians

of deposited securities and agents of NSC;

Participants - depositing brokers, banks and

institutions;
Data input organizations - Midwest Stock

Exchange Clearing Corporation, NYSE Stock

Clearing Corp., etc.

The function of the (NSC) system would be:

1.

2.

3.

To hold securities, in nominee name of NSC,

for depositing participants -- brokers,

banks, institutions, etc.;

To provide evidence of delivery to clearing

houses;
To provide evidence of collateral for pledgee

banks, and to deliver pledged securities

in the event of default.

Deposits into the system would be made by participants --

brokers, banks, institutions -- by delivery of certifi-

cates to the appropriate transfer agent (TA) bank. The

TA would verify "good delivery" and would advise NSC,

which would then credit the account via computer entry.

The TA would then re-register the certificates in the

name of the NSC nominee.

Withdrawals from NSC would commence with a request by

the broker, on a standard form, giving re-registration

instructions. This request would be certified by

NSC, which would debit the "general" position of the

account, credit the "Transfer" position, and forward

the request to the appropriate TA. The TA would then

issue new certificates as required, registered as



358

instructed. The new certificates would be delivered
to the broker's messenger by the TA which would advise
NSC. NSC would then debit the accounts "Transfer"
position. Normal withdrawal time would be 24 hours,
but a faster turnaround time could be established
based on the TA ability to issue new certificates on
demand.

Transfer of ownership between NSC participants would
involve nothing more than delivery instructions from
a broker through a clearing corporation to NSC. This
input would be processed into the computer as required
and would, in effect, keep a true "Current" position
of the account.

To deliver in the system, banks would withdraw the
required certificates from their vault, and deposit
them in NSC. Simultaneously, NSC will use the bank's
delivery instructions to debit the account and credit
the receiving broker.

Because of the potential savings to be gained as well
as the improved control provided, we recommend that
evidence of a security position in the TA depository
be in the form of a Depository Balance Certificate
(DBC). The use of DEC's, a concept not unfamiliar
to some TA, would permit a TA to issue individual
certificates and cancel individual certificates in-
dependently of each other. This would be done by
cancelling the old and issuing a new Depository
Balance Certificate at the end of each day by netting
the issues, cancellations, and old DBC's. Although
this is a significant change from existing procedures,
we believe it is feasible and practical and will
provide significant savings to Transfer Agents, to say
nothing of the savings resulting from the reduced
need for large vault areas to hold securities. (5)

A Midwest group of the Stock Transfer Association has

suggested the following, bearing on the TAD idea, which is quite

(5) "Meeting the Challenge", July 1970. Privately printed.
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similar to the NAR and Midwest Stock E
xchange proposals:

The centralization of all active certifi
cates and

bookkeeping in one depository is dangero
us for

several reasons. The handling of receipts and

deliveries of all stock as well as the b
ookkeeping

required to maintain the internal records 
of one

depository requires the concentration in 
a single

area of a large and highly qualified sta
ff to

handle rising volume. Admittedly, the refinement

of computer techniques will be extremely
 helpful

but these machines cannot totally compen
sate for

the manpower required to process receipt
s and

deliveries. Unusual volume or requests in the

market place will create a logjam which 
could not

be dispersed in critical situations.

A chain of regional depositories interfa
cing with

each other is preferable and more practi
cal. If

we can assume that the Central Certificate
 Service

of the New York Stock Exchange could be th
e example

for and keystone of such a system then t
he various

regional exchanges could create compatible
 satellite

operations. The bookkeeping required, though still

substantially located in New York, would a
t least

be decentralized sufficiently to draw on t
he man-

power and technical know-how available acr
oss the

country. This system would, in fact, permit the

regional exchanges to remain viable by boo
kkeeping

all of their own active trades as well as 
cooperating

with C.C.S. through an interlocking electronic

system for N.Y.S.E. and A.S.E. trades.

The speed of deliveries of required certif
icates

to and from the depository could be grea
tly in-

creased by the use of transfer agent cus
todians.

We do not believe that transfer agents have any

desire to do bookkeeping for individual st
ock issues

held in the depository. But if the stock certificate

supply were lodged with the transfer agent
 the

depository would be relieved of the necess
ity of

handling certificates coming into and goin
g out of

the system.
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Going one step further, we think that the transfer
agent could cancel the multitude of immobilized
stock certificates and simply keep a so-called
balance certificate. The transfer agents would then
give priority to depository orders and at the end
of each day a new balance certificate would be
issued after netting all depository transactions in
an issue. The elimination of substantial certificate
handling by the depository as well as the elimination
of the auditing and storage of depository certificates
would seem to be a large step in the reduction of our
paperwork problems.

Finally, it is, unfortunately, within the realm of
possibility in today's era, that our country might
come under attack from within or without. A
centralized securities depository would be an ideal
target for those bent on the complete disruption of our
economy. We think it neither wise nor helpful to
consider but one depository. (6)

Note that the foregoing three plans call for a clearing

facility, which facility makes the book entries to record financial

institutions' holdings of securities and changes therein. The

clearing facility would balance the total of its holdings of a securi-

ties issue with the transfer agent, who would act as custodian. Total

elimination of the certificate is not an integral part of the proposals.

Eli Weinberg, a partner of Lybrand, Ross Bros. & Montgomery,

recently gave this sketch of a TAD (proposed in conjunction with

complete elimination of the certificate):

The basic procedures for placing orders to
buy and sell securities would not change. As
a by-product of the trade, the broker would
notify the transfer agent of the transaction and
identify the affected stockholders' .account.
Street name and nominee name would also be
accepted. A copy of the confirmation, which
would replace the present transfer instruction,

(6) Stock Transfer Association, Midwest Operations Subcommittee, "The
Role of the Transfer Agent and Registrar in the 'New Securities
Industry'", October 27, 1970.
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could be used for this purpose. A uniform,

machine-readable confirmation format would
 be

designed for use by all brokers. Initially,

each confirmation copy would be individu
ally

signature guaranteed by the broker. In time,

however, this requirement could be chan
ged to

cover confirmations in toto, and each inst
ruc-

tion would be automated and controlled 
along the

lines of check-signing procedures for au
tomated

payroll systems.

Under the proposed system, the function
s

of the Stock Exchange Clearing Corp. 
would be

greatly simplified. A special contract sheet

that shows, for each security, the tota
l number

of shares purchased and sold for each b
roker,

by broker number, would be prepared. Individual

customers would not be shown, only totals by bro
ker.

Transfer agents would receive copies of these

contract sheets for each listed corporation they

represent. The transfer agent would use the con-

tract sheet (also in machine-readable form) to

control the individual confirm instructions rece
ived

directly from the brokers. On the whole, transfer

procedures will be both simpler and reliable b
e-

cause the contract sheets will be balanced and

proven at the clearing house as well as by the

brokers in checking their money settlements. The

clearing house would not handle any securities
.

When the transfer agent receives the broker

confirmation, he would prepare a statement of

account change and mail it to the stockholder.

This would be similar to a mutual fund stateme
nt or

a savings account notice of interest. It would

provide a final audit verification and notific
ation

to the customer that his transaction has been

properly executed. This notice should reach the

customer by settlement date. In the case of

securities registered in broker or in street nam
e,

the broker would receive the notice of account

change for all transactions in a specific security
.

This notice, too, would be in machine-readable for
m.
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This total processing scheme eliminates the
need for brokers to handle securities in the normal
course of trading activities. The transfer agent
communicates directly with the stockholder, notifying
him of any account changes. This relationship
provides for improved control to avoid account errors
and manipulations. Opportunities to misappropriate
securities through loss or theft are virtually
eliminated. Effective controls over all data pro-
cessing operations will, of course, be necessary, but
they will parallel the controls currently required
for bank checking and savings accounts. (7)

Zarb recently proposed a similar TAD system:

As this is envisioned, the basic pro-
cedures of placing orders to buy and sell
stocks would not be changed. There would,
however, be additional emphasis put on the
responsibility of registered representatives
to identify properly the account name to be
charged for a transaction, specific delivery
instructions, and the location of securities
sold (i.e., in customer name or broker name).
All of these are required under present pro-
cedures, but weaknesses in existing systems
result in uneven enforcement.

As a by-product of the trade - and prob-
ably utilizing a copy of the confirmation it-
self - the broker would notify the transfer
agent of the transaction and identify the
customer account to be added or deleted as a
result of the buy or sell trade. This notifi-
cation would replace the present transfer
instructions. The format would be uniform for
all brokers, and would be machine readable; that
is, the instruction may take the form of punch
cards or - for larger brokers - magnetic tape.
Initially, there may be a need for each con-
firmation copy or transfer form to be individu-
ally guaranteed by the broker. This is now
required for most stock transfers. Yet in time,

(7) Weinberg, Eli, "A System for Certificateless Stock Transfer",
Bank Administration, May 1971, pp 18-21.
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and with some legal changes, this requirement

could be changed to cover guarantees in total

rather than for each individual item. The need

to guarantee each instruction would be automated

and controlled, similar to check-signing pro-

cedures on payroll checks in most automated payroll

systems.

...Following the normal procedure for settling

trades by money and by shares, a special contract

sheet - by security - would be prepared. The con-

tract sheet would show, for each security, the

total amount of shares purchased and sold for each

broker - by broker number. Individual customers

would not be shown, only totals by broker. Transfer

agents would receive copies of these contract sheets

for each listed corporation they represent. The

transfer agent would then use the contract sheet as

his control for the individual confirmation or

transfer instructions received directly from the

brokers. The contract sheets would probably also

be in machine-readable format, most likely magnetic

tape. For out-of-town transfer agents, the con-

tract sheets should be wired or sent via tele-

communication links from computer to computer.

Transfer procedures would be much simpler and more

reliable because the contract sheets, acting as a

control for the agent, would have already been

balanced and proven at the clearing houses, and by

the brokers in checking their money settlement. The

clearing house would no longer handle any securities.

Under this system, when the transfer agent re-

ceives the broker confirmation or transfer instruc-

tions, he prepares a statement of account change and

mails it to the stockholder. This would be similar

to a mutual fund statement, savings account notice of

interest, or even department store bill. It is a

final audit verification and notification to the cus-

toMer that his transaction has been properly executed.

It is very likely that this notice will reach the

customer by settlement date. In the case of securi-

ties registered in broker or street name, the broker

would receive the notice of account change, probably

in total, for all transactions in a specific security.

The notice would also be in machine-readable form. (8)

(8) Zarb, Op cit p. 18.
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The "Comprehensive Securities 
Depository" 

The Banking and Securities Industry Committee ("BASIC") is

moving toward the formation of a Comprehensive Securities Depository

System ("CSDS"). It has a two-stage plan: first, establishing a

New York CSD; second, interrelating or integrating the NYCSD with a

series of similar depositories in the principal financial communities

to form a national CSDS. The precise interrelationship among the

various regional depositories has yet to be worked out, but the

objective would be to immobilize the certificate to the greatest extent

practicable for interstate as well as intrastate securities transactions.

The plan is that eligible depositors in the CSDS would be

financial organizations subject to regulation or supervision of

federal or state authorities. Thus, at least the following would be

eligible: brokers, dealers, banks, insurance companies, and mutual

funds. It is probable that not all the companies in these categories

would be - or would wish to be - direct depositors, however. The

CSDS's minimum charges, required financial commitment from depositors,

and required expertise on the part of depositors employees might,

when compared with a small volume of securities transactions, convince

many that they should participate in CSDS via correspondents rather

than directly.

Depositors would deposit their holdings of eligible securities

with the CSD. Transactions among depositors in eligible securities

would be by book-entry - no securities would physically move. Securities
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received by depositors from outside the system would be deposited

in the CSD; deliveries outside the system would require withdrawal
s-

by-transfer from the CSD.

The CSDS does not require mandatory elimination of the

certificate, although the more certificates are eliminated from

circulation by being immobilized within it, the more effective it wil
l

be. This would suggest that, after a CSDS is in effective operation,

a widespread campaign be launched to have individuals and others

deposit their securities with their local brokers or banks. The

latter would transfer thecertificates to the CSDS, either as direct

depositors or through correspondents, for immobilization. Individuals

would receive securities account statements, showing transactions and

balances, as they now do when they leave their securities with brokers

or banks.

Each depositor would receive from the CSD each morning a

statement reporting, by issue, the previous day's transactions and

the new balance of shares on deposit. Periodically, probably monthly,

each depositor would receive from the CSD a statement listing his

entire holdings on deposit. All depositors, therefore, would receive

information so as to be able daily to balance their securities positi
on

records again the quantity of securities held for them by CSD.

At the present time, Cede nominee certificates are endorsed

and issued by CCS and are in general circulation. Because of this,

CCS cannot now balance the aggregate of its holdings of a security

98-978 0 - 73 - 24

‘11
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with the transfer agent's record of shares in the Cede name, Means

are being explored of eliminating the necessity of issuing Cede

certificates, to the end that all withdrawals from CCS (and the future

CSDS) are by transfer. If this change can be made - and it is believed

that it can - then it would become feasible for the CSDS to balance

its records against the transfer agent's authoritative record of

registered holdings.

Effectuation of the change in the preceding paragraph

would make more feasible direct delivery of deposited securities from

depositors to transfer agents, with appropriate notification from

dbpositors and transfer agents to CSDS, and direct deliveries of with-

drawn securities from transfer agents to depositors upon appropriate

authorization by CSDS. CSDS's daily balance certificates, represent-

ing its holdings, could then actually be left with transfer agents

(after essential controls and fixing of responsibilities had been

worked out). Were these steps found feasible, CSDS would conform

closely to the first three TAD proposals cited above.

Three of the TAD systems being advanced would appear to start

with trades and their comparison and netting. A CSDS can be designed

to accommodate input from any type of clearing system, and thus will

not have to wait for total uniformity in that area.

Principal characteristics 
of the Transfer Agent Depositories 

It can be seen from the quotations above that there are
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variations in the role of the transfer agent among the pla
ns of those

who have given thought to the subject. The NAR and two Midwest proposals

are close to CSDS, and differ in important respects from the 
other two

systems. Comments about TADs hereinafter usually apply only to the

Weinberg and Zarb proposals.

In order to discuss the TAD idea in concrete terms, the

following points have been selected as important charac
teristics of

the proposed TAD systems:

A certificateless system - There would be record-keepin
g by,

and information flows to, the transfer agent in substit
u-

tion for that now supplied to a fair degree by the

existence, possession, or movement of the certificate
.

Computer network - The various members of the financial

community would be linked to transfer agents either

directly via computers, or via passage of magnetic

tapes or punched cards between compatible computer

systems.

Authority as to security ownership - The transfer agent
's

records would become telling evidence as to ownership

(in contrast to the present, where the registration of

the certificate, its endorsements, and its possession,

have a heavy bearing on ownership and transfer thereof)
.

These principal characteristics wil be examined in comparison

with CSDS. Two points of comparison - of the utmost importance -
 will

be prospective timing for commencement of a new or im
proved system,

and the extent to which such system builds upon, depa
rts from, or

replaces existing procedures and relationships.

A certificateless system

A great deal of space could be devoted to the feasibili
ty

of near-term compulsory elimination of the cert
ificate, along with
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the activation of a comprehensive book-entry system to establish

ownership of securities and changes therein. The subject has been

extensively discussed within the banking and securities industries.

Mandatory elimination of the certificate would, of course,

not be easy. Changing the desires and habits of those who presently

wish to hold certificates would make the passage of legislation to

effect compulsory elimination as much a political matter as one of

economics or finance. The characteristics of the replacing book-entry

system would be all-important, for legislators would undoubtedly wish

to be shown that there would not be the slightest increase in risks

associated with the book-entry system above those now incurred by a

holder of a certificate.

Disposing of the question of complete elimination of the

certificate is not believed to be necessary to evaluate the TAD idea,

however. While the TAD concept may have been developed as a replacing

mechanism by those desiring to eliminate the certificate, there is no

reason to consider complete elimination a condition precedent to the

operation of a TAD. The latter could operate under the same principles

with respect to those certificates immobilized within it, and at the

same time accommodate itself to the existence of other certificates

in circulation.

The attractiveness of the TAD concept, in relation to that

of the CSDS, would seem to turn on considerations other than mandatory

,.14m;nmtinn_of the -0.-rtLficate.
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This assessment may be considered incorrect by those sponsor-

ing the TAD approach, who may contend that mandatory elimination of

the certificate is an inseparable part of the TAD system. If so, the

question of timing becomes all-important - timing not so much to obtain

legislation, difficult as that may be, but to construct a universal

book-entry system to account for securities ownership and changes

therein. This subject is discussed later.

If we are moving toward ultimate elimination of the certifi-

cate - and we well may be - it is possible, even probable, that CSDS

will get there quicker than TAD.

Computer network

It will have been noted that the TAD plan is discussed in

the same breath with an on-line, real-time computer network linking

transfer agent with exchanges, brokers and, probably, other significant

elements of the financial community.

There is no doubt that the technology for such a network

is here. Experience also shows that there is no doubt that such net-

works are not easily and quickly developed when they interlink large

numbers of varied, dispersed institutions. The problems of people,

machines, and standards are of a nature that they can be overcome - but

not without considerable time, effort, and money.

A requirement that communications be speedy does not

necessarily or automatically mean the ultimate in ;peed - a computer-

to-computer network. Those advocating the TAD idea would undoubtedly
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agree that a TAD system could be commenced without an extensive on-

line real-time computer system - ideal as that would be. Therefore,

like certificatelessness, it would appear that the relative merits

.of the TAD concept can be considered without the assumption that it

needs a full-blown computer system to make it work.

Again, it may be that TAD sponsors would insist upon the

computer network as essential. If it is contended that it is a pre-

requisite, then any comprehensive system linking many transfer agents

with many holders and traders of securities is quite a number of years

away. If it is envisioned that the number of transfer agents in the

system would be reduced to a sophisticated few, a proposal along these

lines has not been advanced.

CSDS should be able to embrace advanced communication techno-

logy much faster than TAD. CCS presently interfaces with brokers and

banks on the one side, and transfer agents on the other. CCS 's informa-

tion input-output at the present time is in printed form. It would

be a small technological step for such input-output to be via magnetic

tape or computer remote terminals. Moreover, any change in this

respect need not be done all at once; it could be accomplished step-by-

step with any broker, bank, or transfer agent that equipped itself for

the interface.

In terms of utilizing advanced communications technology -

including computer-to-computer talk - CSDS holds far more promise of

early achievement than TAD becaus it will start with a hugh informa-

tion clearing center, CCS, that a: ready exists - and works.
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tion or correction. For individuals, the required timing may be

measured in days but, for brokers, it may be hours.

TAD advocates may contend that, in a system with the locked-

in trade, automatic broker-broker comparison and settlement, universal

stockholder identification codes, etc., all tight timing requirements

would be more than met. Such a system, however, is simply too many

years away to be considered of potential near-term help.

From the standpoint of holders of multiple issues of

securities, like banks or brokers, their interface with transfer agents

will be complicated. They would no longer check their records of

security positions against securities in their vaults or in CCS, but

with transfer agents. It has been reported that there are at least

850 agents in the United States that transfer for two or more issuers,

and that probably 4-5,000 issuing companies transfer their own shares

or have this done at some local facility. Twenty-five or fifty

transfer agents may be able to check out a bank's or broker's position

for a high percentage of its securities, but many others - often

unsophisticated - might be involved in checking out the remainder. This

could present a problem of enormous magnitude. The problem would have

to be worked out in advance in clear-cut terms, because the amounts in-

volved would often run into large sums of money.

It will be remembered that in 1968-69 many firms had

difficulty in balancing their security position records, even against

certificates supposed to be in hand. Certificates may be alleged to

have created much of the problem then but, more accurately, it was
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Authority as to security
ownership 

The fundamental distinction between the TAD system and a

CSDS lies in who keeps authoritative records of security ownership,

and where, and in procedures for authorizing book-entries to change

ownership.

Validating security positions via TADs - It is of the utmost

importance that any and all holders of securities be able easily and

quickly to check security holdings called for by their records with

their holdings in fact. At the present time this is done:

1. For those holding certificates, by actual count. This
applies to brokers, banks, other institutions, individuals,
and others.

2. For those lodging their certificates with others, by check-
ing holdings called for by their records with frequent
statements from the holders of the physical securities.
This applies to:

a. Brokers deposits of securities with CCS.

b. Institutional and individual investors' deposits
of securities with brokers, banks, and others.

A TAD would maintain the security positions of all those

who did not demand certificates, and would balance its security

holdings against their position records. This would apply to brokers,

banks, and others - including individuals. Since any securities

system must be able to face up to, and rectify the inevitable uninten-

tional and intentional discrepancies, from the transfer agent's stand-

point it must quickly and regularly transmit its records of changes

and new security positions to recorded security holders for confirma-
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errors regarding them, in procedures which were complex because of the

certificates physical movement, that was at the root of the problem.

'Little comfort would be derived from eliminating the certificate as

a problem only to replace it with the inability of a firm to keep in

balance with a multiplicity of contra records of varying degrees of

accuracy.

The great problem of thousands of individuals interfacing

with any TAD would be that of precise identification. No longer would

the old certificate be coming in to the transfer agent with its

signature guarantees to corroborate the name to be debited on the

stockholder records. At present, most of the major transfer agents

have or are in the process of developing a computerized shareholder

register. The extent and type of information stored, and the modes of

access to this information are, however, by no means uniform. Some

agents use an assigned account number for access. This may be on

the certificate or provided by the holder, or may be looked up by

the agent from a paper record. Others use a punched-card file or

the certificate number to access the master record; a few can use the

holder's name to go directly to the master file and record changes. In

some cases, stop-transfer orders and restricted share notations are a

part of the master record, but in many - probably most - cases this

information must presently be checked manually against a separate file

before a debit entry can be completed. A prime concern of any transfer
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agent - who may, for example have dozens of Does, Joneses and Smiths

in his file - is to debit and credit the correct accounts. Presently,

the certificate number and registration are compared with the file

(and perhaps with a separate "stop" file) before the debits are

processed, and the full registration and address are compared with

the file before credits are processed.

Without the certificate and with transfer agents records

being so important in establishing ownership, a uniform account

numbering system seems to be a prerequisite. Without such a number

to help in positively identifying every selling holder (the certifi-

cate and its number now largely serve this purpose) the transfer

agent's operation - and, consequently the broker's - would be plagued

with unmatched and mismatched items. Considerable potential liability

could be involved here. For credit transactions, the broker would

have to transmit the full registration and address of every buyer -

so that John Doe, Brooklyn; John Doe, Bronx; John Doe, Hong Kong; John

Doe, Byhalia; John and Mary Doe, as joint tenants; and John Doe as

custodian for Mary Doe would not be confused. In the absence of the

account number as a positive identification, the transfer agent would

have to create a new account whenever there was the slightest variation

in either name o address from an account already on its records,

giving rise to reconciliation problems.

To summarize the principal points about the transfer agent's
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ownership records under a TAD system: Every owner of securities who

does not hold his certificates must be in a position to balance his

record of security holdings against an authoritative record of securi-

ties held for him. This authoritative record would be that of the

TAD for all the names on its stockholder list, and those balancing

their positions with the TAD would be brokers, dealers, banks, other

institutions, individuals, and others. An institution holding a wide

spectrum of securities would have to balance its position with many

TADs. All out-of-balance conditions would have to be quickly and

conclusively corrected. This would be a problem not easily solved.

From the standpoint of effectively and efficiently validating

ownership positions, the TAD system would require monumental changes

from the system in effect at present.

Payment for securities deliveries under the TAD system -

Securities transactions within the financial community are almost with-

out exception on a COD basis - deliveries are made only against payment.

It would appear that in the proposed TAD plans the parties

would exchange cash as a separate operation from that of the book-entry

delivery of securities. If this inference is correct, there is a gap

to be bridged between the person who does not wish to give up his

securities until payment is received, and the person who does not wish

to pay until he receives his securities. Again, this problem must be

viewed as involving, not an isolated transaction here and there, but

- daily - thousands of sellers in hundreds of thousands of transactions
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delivering securities via book-entry to similarly numerous buyers

through a multiplicity of TADs. The point here is not that a delivery-

against-payment system could not be worked out; it is merely that it

is not clear how the TADs would interface with the payment nechanism.

Ownership positions and changes therein under CSDS - The

CSDS builds upon existing relationships within the banking and securi-

ties industries, and between these industries and the investing public.

Drawing a parallel between the future handling of securities trans-

actions and that which now exists for cash, the Executive Director

of BASIC recently stated:

The BIG difference between today's cash and
securities clearance systems - insofar as using
book-entry is concerned - is that there is an
integrated national network for cash but not for
securities.

The system for book entries to transfer
ownership of cash consists of:

1. A national focal point - the Federal
Reserve System - with its twelve
integrated regional Federal Reserve
banks;

2. The first network level fanning out from
the Fed, its member banks;

3. The second network level fanning further
out, the remainder of the 14,000 banks
that have a correspondent relationship

' with one or more member banks; and, finally,

4. The relationships between the 14,000 banks
and their depositors.
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Every person in the country who owns more cash

than he cares to keep in currency in his possession

has easy access to a commercial bank to establish

a deposit account. Through it, he can transfer

his right to currency to anybody else, and the

transfer will be carried out through the integrated

banking network. True, that check has to move -

but that is a millifraction of the problem of

moving the equivalent in currency around.

BASIC is working on - and has already completed

a great deal of legal and other exploratory work for
securities book-entry network. These stages
correspond to the first two elements cited above
for the cash system. They are:

1. A Comprehensive Securities Depository to house
certificates, and maintain records of owner-
ship and changes therein by book-entry -
ultimately to be national in scope via in-
tegrated regional depositories;

2. The first network level fanning out from the
Depository, namely, the inclusion of the
major financial institutions as direct
depositors: brokers, banks, and other in-
stitutional investors.

These two steps alone will enable securities trans-
actions among members of the financial community -
whether in securities they own outright or those
they hold for others - to be accomplished by book-
entry. No certificates would physically move.
This by itself would eliminate a huge amount of
certificate movement and paperwork.

But it would have more significance than that.
It would provide the core mechanism for a second
network level fanning out. This second network
would consist of the banks and brokers without a
volume of securities transactions large enough to
justify economically becoming direct depositors
in the Comprehensive Securities Depository. They
would use their correspondent relationship with
banks and brokers that are depositors to deposit
their holdings of securities and accomplish trans-
actions by book-entry.
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Then investors throughout the country would

have right at hand a broker or bank to maintain

their Security Accounts - and these security

credits would tie into an integrated national

network leading to the Comprehensive Securities

Depository.

Then it might well be feasible to eliminate

the certificate. In fact, for all those who

maintained Security Accounts and had all their
changes in security ownership reflected therein,
to all intents and purposes the certificate would
have been eliminated.

Transititon to the "certificateless society"
requires the careful construction of something
that does not now exist. This is an orderly
mechanism for accomplishing by book entry through-
out the country - for investors large and small -
the identification of security ownership and the
recording of changes therein. These functions
are now performed to a significant extent by
possession and movement of the certificate.

The transition cannot be accomplished by

fiat. Yes, the certificate could Le legislated out

existence tomorrow. But the result would be the

biggest dislocation since Humpty Dumpty fell off

the wall. It would make 1968-69 look like a

period of order and precision. (9)

While the foregoing concluding comments were directed to

complete elimination of the certificate, they are also pertinent to

any partial elimination in calling for a substitute book-entry system

of ownership records that will be sure to work.

It is an integral part of the plan that CSDS be able to

settle the cash as well as the securities sides of transac
tions,

thus making no change in the customary deliver-against-pay
ment practice.

Preserving the corporation -

stockholder link

The relative disadvantage of TADs interfacing with tens of

thousands of stockholders would be an advantage in another respect
:

(9) Bevis, Herman W., "Portion of Remarks before the American 
Society of

Corporate Secretaries, Biltmore Hotel, New York City, Marc
h 17, 1971."
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corporate issuers would have on their records the names of all stock-

holders who did not allow their securities holdings to be registered

in "street" or nominee names. The TAD system would probably tend to

encourage individual name registration on the transfer agents records.

CSDS, on the other hand, would concentrate more and more

of an issuer's shares in the name of the CSDS nominee. The more CSDS

is successful, the more names disappear from stockholders records.

Even at the present time, corporations complain of the difficulty and

delay in getting proxies from, and otherwise communicating with,

beneficial owners of their stock registered in street and nominee name.

It is clearly in the interest of the financial community

that a healthy corporation-stockholder relationship continue to exist.

A CSDS should not interfere with that. Accordingly, a successful

CSDS will require that some new ground be broken.

It is a part of the Canadian depository plan that, as of a

record date for a dividend, other mailing, or any compilation of a

stockholder list, the depository provide the transfer agent with a

list of its depositors and their holdings in the issue involved. The

tranfer agent would substitute these names and holdings for those of

the depository nominee, and mail direct to the depositors.

There Would seem to be no insuperable difficulties to applying

the Canadian plan in the United States. Some changes would have to be

made in laws. The procedures for transmitting and validating information
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between CSDS, transfer agents, and depositors would not be easy to

work out. However, the technology for such communications between

sophisticated organizations exists, and is being used more and more.

Although not essentially a CSDS problem, the foregoing

concept could also be applied to brokers and banks, i.e., each of

these could supply the transfer agent as of record date with a list of

customers (who so authorized) and their holdings for direct mailings.

One should not minimize the problems involved in working out the

procedures for precise balancing, timing, etc., but the plan is

potentially workable. Issuers could provide financial incentives:

direct payments for such stockholder lists would probably be far less

than the reduction in transfer and certificate cost from the immobiliza-

tion and the eliminated payments in connection with proxy solicitation.

It might be said that plans to substitute stockholder names

for that of a CSDS nominee on stockholder lists now approaches the

TAD plan, but with CSDS as an unnecessary, intervening party. This

is hardly the case. Under the TAD plan, the transfer agent would be

recording a multitude of changes in ownership daily. Under the

approach described above, he would be recording no changes for immobil-

ized certificates, but would be exploding his stockholder list the

six, eight, or s6 times a year when mailings to stockholders are re-

quired or a stockholder list is required for other purposes.

There are many similarities in the thinking and objectives
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of those who advocate TADs and those working on the CSDS. The funda-

mental difference in the two approaches lies in with whom, and how,

persons and firms would balance their security positions without

certificates to help. Under the TAD system. numerous TADs would do

the counterbalancing with the entire universe of holders of record.

Under CSDS, this would be accomplished under a series of relation-

ships: smaller investors with their local brokers or banks; smaller

brokers or banks with their correspondents in financial centers;

brokers and banks having the larger securities volumes with CSDS;

and CSDS with transfer agents. The question is which system will

work better and more quickly. BASIC has concluded that CSDS will -

on both counts.
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Mr. BEVIS. I can summarize, I think, the two main points. One is
that TAD's cannot be considered an alternative to comprehensive
securities depositories. That is my opinion after a lot of study, and the
opinion of many, if not most, informed people with whom I have
discussed the subject. So that I think there is not a consideration
of alternative systems in TAD and the comprehensive securities
depositories.
The other point is the TAD's do strike at the elimination of the

possession of the certificate of the individual investor and attempts
to attract those certificates into its system. I think that's fine. And it
is an area which has not been explored to date, of persuading the
individual investors to give up those certificates and have book entry
records substituted. So, as I have told Mr. Tangney of First National
of Boston, who is the first experimenter in this area, I think that is
fine. But the TAD's started to date are proprietary institutions and in
no way are substitutes, in my judgment, for a comprehensive securities
depository system immobilizing securities of the financial community
and substituting book entry.
The other point is that yesterday when we were up with Mr. Perkins

you were interested in exploring the matter of potential screens for
applicants who might be unworthy participants in a depository, and
we promised that we would pursue that matter with you if you wished,
and Mr. Potter will be glad to suggest language to you.

Senator WILLIAMS. Yes, I wish you would. That was my first ques-
tion really, to try to rationalize a situation where a broker-dealer could
be qualified to deal with the public but you would find that he was
unqualified to deal with the depository. It seems whatever his character
limitations, the most important effect would be in his dealing with the
public rather than with the depository. You are suggesting a dual
standard of qualification here. That's the way I got it.
Mr. PO'rrER. I think we were suggesting either a dual standard of

qualification or possibly I was presumptuous enough to suggest that
consideration be •given to changing the standard for registration.
I don't think you really have to get into that question at this point. _
Our thought is that there are a variety of clearing agencies as the

definition is presently set up that would include depositories, clearing
corporations, and other types of organizations, and our thought is that
there should be enough flexibility so that if the regulator, the Commis-
sion, wants to approve a rule of a particular depository or of a partic-
ular type of clearing agency it may do so and allow a greater degree
of latitude for exclusion than is allowed the Commission in registra-
tion under the 1934 Act. And it is really based on the feeling that I
expressed yesterday, that the list of bases for exclusion is not broad
enough, does not, for instance, permit exclusion upon conviction of
perjury. It does not permit exclusion for conviction of extortion. It
does not permit exclusion for events that are subject to investigation
by other governmental agencies or that are widely reported in the
newspapers. Perhaps it should not. This is really a question of consid-
erable sensitivity that is before your committee.
We urge that the matter should be broadened by permitting rules of

a clearing agency that would have enough flexibility but would be
limited by the reauirement that they not unfairly discriminate in the
admission of participants. All we are saying is that if the occasion re-
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quires there be an opportunity to consider factors other than convic-
tions or other than convictions of these particular matters.
What we have done in structuring our proposal is to start with Mr.

Bevis' appendix—let me correct that—the appendix to Mr. Bevis'
statement. We have placed in brackets the provision, this is in S. 2058
that is before us, and there you will notice that participants are to be
eligible subject only to such other rules of the clearing agency as are
expressly permitted under this paragraph. And then there is—and we
are glad to see it—an operational capacity standard. There is room for
a bond, but there is no room for anyone to be excluded other than for
suspension by the clearing agency. And what we have done is over on
the next page revised that so that we in effect pick up what was in sub-
paragraph 6 of S. 2058, and the part of that that I am referring to is
the phrasing down at the end, "do not have the effect of unfairly dis-
criminating in the admission of participants." We have taken that
idea, we have eliminated the requirement of specific enumeration un-
der that paragraph, and have proposed really that the rules simply
not unfairly discriminate in the admission. This means that selection
can be made, but it must not be unfair; and the safeguards, as we see
it, are that the Commission would be approving the rules on registra-
tion, and there is a control in 17A (g) (1) of your proposed bill that in
effect would require SEC approval for any changes in the rule of the
clearing corporation, and yesterday we were discussing the philosophy
that anyone disappointed by a ruling of the clearing agency could have
access to the appropriate regulatory agency, and this is available un-
der section 17A (i). Actually that appears without change on our part
of the appendix.
Mr. BEVIS. I think the point, Mr. Chairman, we are trying to make

is as we read S. 2058 if a depository got an application, to take some
names out of the paper, from the Meyer Lansky brokerage firm or the
Robert L. Vesco Bank or 
Senator WILLIAMS. De Carlo depository.
Mr. BEVIS. Or the Vesco Lansky Mutual Fund, it ought to review

the background of those people very carefully before admitting them.
And as we see it, under 205 (A) , if I am right that they haven't yet
been convicted of any crimes, there would be no basis for the deposi-
tory to exclude them.
Senator WILLIAMS. Let me just get to the organization of the appen-

dix material. The bracketed parts are the bill that you would omit,
and you have revised them with your 
Mr. POTTER. Our italicized material.
Senator WILLIAMS. Where did we begin. The first language in

italics is on page 6.
Mr. POTTER. Yes sir, and there is a guide on page 19 of the state-

ment that is in tabular form that may be of assistance.
Senator WILLIAMS. You know, I have no real argument with the

substance of your comments on qualifications. I think you are solid.
I just have this problem of the dual regulation you propose. You know
our structure, the regulation authority in the SEC, and then the en-
forcement power in its appropriate place.
Mr. POTTER. That's right. And what we propoee, and what shows

on the table is that there be primary regulation particularly with re-
spect to safeguards for securities and funds lodged in the Federal
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Reserve Board for those depositories that are chartered as banks and
that are members of the Federal Reserve System.
Mr. BEVIS. I think, Mr. Chairman, we have recognized all along the

desire of everyone to obtain prompt and accurate processing and
settlement of securities transactions. That is an essential objective
of everyone. Our concern, in trying to build depositories that have
fiduciary securities attracted to them, is that that is not enough, and
that there should be another objective which is the financial and physi-
cal integrity of the processing institutions.
That is the reason we have tried from the beginning in talking to

you and on the House side to try to get the bank regulatory role more
prominent than it has been, as we see it, in proposed legislation. The
compromise and the balancing is recognized far more in your proposal
than anything we have seen on the House side. Nonetheless, we feel
you haven't gone quite enough to attract securities of financial insti-
tutions into depositories which everyone, including the brokers, agrees
is absolutely essential. And we are trying to set up an atmosphere
which will attract them, and we think we have sold them on the idea;
but they could be frightened away if they feel that their bank authori-
ties do not have a big enough hand in the securities depositories.
That is the essence of our whole plea.
Senator WILLIAMS. You know, in this business of the safety, secu-

rity of the certificates, this committee doesn't have the jurisdiction to
look at criminal activity in this area, as you know. This resides in
other committees here. It is probably that part of the whole bundle of
securities that gets the most public attention.
I mentioned one name here, and one of the problems there was the

fear that that man had been involved in security theft. Where does
this problem of theft fall? Not with the depositories, does it? It is the
brokerage house isn't it?
Mr. PO'rrER. Well, it is conceivable it could fall anywhere.
Senator WILLIAMS. But historically where have these thefts been?
Mr. BEVIS. They have been in brokerage houses and in banks.
Mr. POTTER. But there is more and more elimination of certificates

and less and less opportunity for theft of them, and we want to be sure
that the depositories at least where the certificates are lodged and
where the transactions are effected are regulated with the same thor-
oughness and safety-first orientation, if you will, as the banks in whose
vaults they are lodged now are themselves regulated.
Senator WILLIAMS. Speaking for the depositories, you are express-

ing their view that, by God, it's their responsibility and they want to
have something to say about who is participating is that right?
Mr. BEVIS. They do not wish to be precluded from screening people.

No one can tell you in advance what applicant they would challenge
and probe deeply, I'm afraid. They would not like their hands tied
in doing that probing, and if the occasion required, saying "I'm sorry,
but we can't accept you as an applicant." Now they would not have
sole authority in that, of course, because the applicant could appeal to
the appropriate regulatory anuthority.

Senator WILLIAMS. That is essential. We all agree.
Senator Biden.
Senator BIDEN. I apologize, but I have to leave. I am very interested

in what is going on, but I have to leave. Thank you very much.
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Senator WILLIAMS. Returning to our conversation yesterday, you
feel that the language in this bill in the qualifications area is inade-
quate that in addition to operational capability, we need 
Mr. BEVIS. Character and financial responsibility had to do with

access.
Mr. POTTER. Those are the factors we would like to be able to con-

sider. They are not available to us under the bill.
Senator WILLIAMS. Well, under character doesn't the law come down

to rather precise questions that could be raised under character? For
instance, crimes, but crimes relating to securities.
Mr. POTTER. Well, that is the way the 1934 act is presented drafted.
Senator WILLIAMS. The law.
Mr. POTTER. Yes, sir.
Senator WILLIAMS. You argue with that?
Mr. PorrER. I agree with your conclusion. Our testimony this morn-

ing is to suggest that there be a different standard for access to deposi-
tories where it is appropriate, and our thought is that with the safe-
guard of access to an agency and access to the court—and I would like
to expand my remarks yesterday to say that I have reread section 25,
of the Securities Act of 1934 and I have some language changes
that would make it clear that that would be applicable that I will
submit. Our testimony is that this is a way of providing greater flexi-
bility, which we think is appropriate, and really it is up to you and
your committee to decide whether you want to give access auto-
matically to everyone who is a broker or who is a bank and who has
not been convicted of one of the enumerated crimes or whether there
should be an opportunity for flexibility.
Mr. BEVIS. Put another way, Senator, I think we believe that nobody,

even Congress in its wisdom, can make an inventory of all the people
who should be eliminated, and we wouldn't like further screening to
be precluded.
Senator WILLIAMS. Well, we don't want this test to be purely subjec-

tive either. That is our problem. Flexibility, I agree. But within a
framework that does not permit arbitrary subjective testing. That is
what we are after. If you can give us language it would be welcomed
indeed for our consideration.
Mr. PorrER. Well, we have tried to do that by deleting the pro-

vision on requiring express permission and picking up the phrase
"unfairly discrimianting" that was in the draft bill. Now, that does
not contain an enumeration of what unfair discrimination is going
to be, but in selecting it would appear to me that the regulatory agency
will take a look at it and see whether or not there has been a subjective
exclusion. If it does not, the courts I would expect would be pretty
quick to hold it was arbitrary to exclude somebody on essentially
subject grounds.

Senator WILLIAMS. Let me ask you this: Under the present law,
the 1934 act, there is now no appeal in the law to the regulatory agency
on exclusion, is there?
Mr. POTTER. I think there is.
Senator WILLIAMS. Well, now, for instance, membership.
Mr. BEVIS. On the exchange?
Senator WILLIAMS. On the exchange; yes.
Mr. POTTER. Membership on the exchange, no, sir. I thought you

were talking about exclusion from registration as a broker/dealer,
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and that is available under section 25. You have access to the court on
that. But your bill does provide for access to the Securities and Ex-
change Commission by anyone who is denied access, and that is avaib
able under section subtitle (i).

Senator WILLIAMS. I gather, under present law on membership of
the exchange that it is a very difficult course to get a hearing before
the SEC or go to a court of law. As far as membership in the NASD
it is otherwise, and you do have under present law an opportunity
for appeal to the SEC.
Mr. POTTER. Yes: I think your bill meets that point by the provision

of subtitle (i), by giving direct access to the agency and the only tech-
nical change that I would make is to section 25—to make reference
to the appropriate regulatory agency where it turns out to be the
Federal Reserve Board, say, so that there is access to the courts in
both instances.

Senator WILLIAMS. Mr. Potter, are you going to have more lan-
guage for us? Did you say you ha el something more to submit?
Mr. POTTER. Yes, sir.
Senator WILLIAMS. Fine; we would appreciate that.
Mr. BEVIS. If I may, Mr. Chairman, you will see that we have tried

our best to throw under the jurisdiction of the SEC all the matters
that we have heard of in which they would be interested in connection
with membership and establishing a national system for processing
securities transactions and have tried to confine the Federal Re-
serve Board's jurisdiction to those areas tying in closely with their
examination and supervisory requirements in connection with safety
and operations. It seems to us that this is workable and attempts to
accomplish what your committee has been trying to accomplish except
that it does emphasize more than we see in S. 2058 the safeguarding
of securities and funds and responsibility for that.

Senator WILLIAMS. You know, most of our discussion yesterday and
today seems to be—a great deal of it—about rules regarding safe-
guards for securities and funds. Am I right on that?
Mr. BEVIS. I think that is right.
Senator WILLIAMS. That is your major concern here. Well, it is a

reasonable concern in my judgment, and I appreciate it and I know
how much time you have put in on this and worked with our staff,
too, and we certainly appreciate that full measure of cooperative
creativity.
Mr. BEVIS. Thank you. We are glad to do it, Senator.
Senator WILLIAMS. Thank you, and we will be hearing from you,

Mr. Potter. Thank you very much.
[Complete statement follows:]
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STATEMENT OF HERMAN W. BEVIS, Member and former Executive

Director of the Banking and Securities Industry Committee ("BASIC"),

before the Subcommittee on Securities of the Senate Committee on

Banking, Housing and Urban Affairs, Thursday, July 12, 1973.

Mr. Chairman, gentlemen, I appreciate the opportunity again to appear

before you on behalf of BASIC* to discuss legislation having to do with

securities depositories. I am accompanied by Hamilton F. Potter, Jr. of

Sullivan & Cromwell, counsel to BASIC.

My comments on S. 2058 are confined solely to those provisions having

to do with depositories. I offer no comments, pro or con, with regard to

provisions having to do with clearing systems, transfer agents and registrars

and other matters covered by the bill.

Summary of Comments

Legislation Is Not Needed at This Time

Additional legislation is not needed for regulation of depositories at this

time.

A comprehensive securities depository system has been developed

rapidly during the past three years under existing regulatory law. Since my

last appearance before this subcommittee, substantial, tangible progress has

been made towards the immobilization of securities certificates and book

entry transfer of ownership.

There are now three existing depositories all of which have been or are

being chartered as limited purpose trust companies under state banking

laws, one has become a member bank of the Federal Reserve System and

The following are members of BASIC: Chairman: John M. Meyer, Jr., formerly Chairman,
Morgan Guaranty Trust Company of New York; Herman W. Bevis, formerly Senior Partner, Price
Waterhouse & Co.; Paul Kolton, Chairman, American Stock Exchange, Inc.; Gordon S. Macklin,
President, National Association of Securities Dealers, Inc.; William H. Moore, Chairman, Bankers Trust
Company; James J. Needham, Chairman, New York Stock Exchange, Inc.; and Walter B. Wriston,
Chairman, First National City Bank.
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the other two plan to apply for membership. The charters, by-laws and
rules of two depositories have been presented to the SEC for review and
clearance and the third is in the process of clearance.

Thus, the two significant federal regulatory authorities considered in
S. 2058 are already engaged. No problem traceable to inadequate
regulatory authority has been encountered and none is expected.

A Bigger Role for Bank Regulatory Authorities

If we assume federal legislation regarding depositories is to be enacted,
we are concerned because S. 2058 does not sufficiently reflect the finding
that "the bank regulatory agencies must play a major role in the devel-
opment of a national clearing system." It provides broad SEC rule making
powers with respect to depositories but is virtually silent as to rule making by
bank regulatory authorities.

Depositories must involve much more than the securities industry and
the SEC as that industry's regulator. Banks and other non-broker/dealer
fiduciary financial institutions, whose participation in any nationwide system
of depositories is essential, want "safety-first" as the regulatory cornerstone
before they relinquish possession of assets they hold for others. To them,
this means that depositories should not only look like banks and act like
banks but be regulated like banks.

I think the Congress should recognize this desire for assurance of
safety—I believe the Congress shares it—and, if it is decided there should be
legislation, should select the Federal Reserve System as the prime federal
regulator for bank-chartered depositories in view of its experience, capacity
and philosophy in regulation where safety and financial integrity come first,
especially in the areas of safeguards, protection of securities and funds and
related matters such as access. We recognize that such a structure goes
against the "systems concept" that a single agency—the SEC—should have
sole authority. However, this is a situation in which a concept, if followed

* Senator Williams for himself and Senators Brooke, Stevenson, Tower and Bennett, Congressional
Record, June 22, 1973, p. S. 11730.
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straight through, will not necessarily yield the desired result, and we think

the advantages to be gained outweigh the natural inclination to provide for a

single regulator responsible for all securities processing matters.

In the subsequent discussion and in attachments, we offer suggested

changes in S. 2058 designed to give the Board of Governors of the Federal

Reserve System rule making authority directly related to the Board's

supervisory and examination functions for depositories that are members of

its System. We firmly believe that the changes we propose will assist in the

development of a comprehensive securities depository system that has a far

greater chance of reaching the scale of participation that is urgently needed.

Eligibility of Participants in Depositories

S. 2058 limits a depository's latitude to deny access to potential

participants in a way that I consider exposes a depository and its participants

to undue risk.

BASIC has consistently recommended that, subject to regulation, a

depository not be absolutely prohibited from subjecting an applicant to tests

of character, financial condition, or operations capability.

We are glad to see in Section 17A( c)(2 ) of S. 2058 that an "oper-

ational capacity" test for applicants has been added. We continue to believe

that a depository should not be precluded from screening applicants on the

basis of character and financial condition.

Management Participation

As in last year's S. 3876, Section 17A( c)( 3 ) of S. 2058 continues to

provide that participants, in addition to stockholders, among other things

participate in selection of a depository's officers and directors and in all other

phases of the administration of its affairs.

Ample provision can be made that participants can become owners,

thus encompassing what is believed to be the principle behind Section

17A( c)( 3). Our objection is that this section is in direct conflict with the

relevant corporation laws under which depositories are being incorporated.

3
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We see no need to invite confusion and conflict to accommodate the
desirable principle involved, and which, we believe, can be met in the
proposed revision of Section 17A( c)( 3 ).

Duplicate Examinations

Section 17A( 1) of S. 2058 gives enforcement authority over depos-
itories that are banks to the appropriate bank regulatory agency. Section 21
of the 1934 Act, which is not modified by S. 2058, gives substantially the
same authority to the SEC.

Last year, in connection with S. 3876, the Committee Report made clear
that it is not contemplated that SEC examinations would be a matter of
routine but, so to speak, made only under unusual or exceptional circum-
stances. Senator Bennett repeated the point on the Senate floor. We hope
that this point is repeated and made even clearer in the legislative history of
S. 2058 if a specific provision is not included in the bill.

Past and Prospective Development of Depositories
Evinces that Additional Regulatory Legislation Is Not Now Needed

Since 1970, BASIC has been dealing on an inter-industry basis with the
conditions which caused the paperwork crisis of the late 1960's. For three
years it has proposed solutions, based on in-depth research, to various
aspects of processing securities transactions and handling certificates. By far
the most important of BASIC's recommendations is that securities certifi-
cates be immobilized in privately-owned regional securities depositories,
linked to form a nationwide system in which transactions are effected by
book-entry rather than through physical delivery of certificates.

The impressive growth of The Depository Trust Company ("DTC")*
in New York alone demonstrates the extent to which the immobilization and
book-entry concepts can be applied under existing regulatory authority.

* DTC is the limited purpose trust company which is the successor to the business and operations of
Central Certificate Service, Inc. which, in turn, was the successor to Central Certificate Service, a division
of Stock Clearing Corporation, a subsidiary of the New York Stock Exchange. Historical references
herein to DTC encompass CCS, Inc. and CCS.

4
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As the table below shows, during the year ended December 31, 1972

approximately 8,000,000 transactions were consummated by book-entry

transfer-8,000,000 transactions for which the need to deliver certificates

had been eliminated. At the end of February 1973 there were more than

1,500,000,000 shares representing more than 2,800 issues with a market

value of approximately $55,000,000,000 on deposit at DTC.
Year Ended Year Ended

Number of Transactions 12/31/71 12/31/72

Book-entry deliveries 

Number of Shares on
Deposit in DTC

6,191,929

12/31/71

8,166,342

2/28/73

Shares listed on NYSE 789,057,259 1,127,245,397

Shares listed on AMEX 246,932,964 361,578,237

Shares traded over-the-counter 30,553,812 57,785,934

Shares listed on National Stock Exchange 3,640,235

Total 1,066,544,035 1,550,249,803

Market value $37 billion $55 billion

Number of Issues on
Deposit in DTC

Issues listed on NYSE 1,336 1,414

Issues listed on AMEX 95 1,035

Issues traded over-the-counter 239 358

Issues listed on National Exchange 0 48

Registered non-callable bond issues listed on
NYSE 9 26

Total 1,679 2,881

As of a recent date DTC had 294 participants (270 broker/dealers, 5
clearing corporations and, on an introductory basis, 19 banks). With the
recent move to its new quarters DTC's capacities will be increased from 350
to 600 participants by mid-1973 and thereafter as needed.

Capacity also is being expanded initially to accommodate up to 9,000
issues; most of the additional issues to be included will be over-the-counter
issues.
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A feasibility study as to including state and municipal bearer bonds is in
progress.

Since its inception in 1971, the brokers loan program has expanded
continuously. On February 28, 1973 the market value of securities pledged
by book-entry was more than $4.8 billion.

DTC Brokers' Loan Facilities 12/31/71 2/28/73

Number broker/dealer users  125 167
Number bank pledgees  19 58

N. Y. City banks  10 18
Banks outside N. Y. City  9 40

Market value of pledged collateral  N.A. $4.8 billion

Operational refinements continue to improve efficiency. For example, a
recently developed technique, pre-authorized automatic delivery (PDQ),
has resulted in the elimination of 1.75 million individual documents per
month. The evaluation of BASIC's proposal that magnetic tape replace the
current paper forms used to transfer securities into customers' names is also
under way.

Immobilization of securities certificates is a national objective and
progress has by no means been confined to DTC and New York.

Since its formation in 1971, the National Coordinating Group for
Comprehensive Securities Depositories ("NCG")* has guided and encour-
aged an interface among DTC, and the Pacific and Chicago depositories to
the end that participants in any one depository may be able to deliver to a
participant in any other by book-entry.

Regional brokers and banks outside New York, San Francisco and

Chicago are linking up with the depositories in those cities or making plans

or inquiries as to doing so.

* The members of NCG are: Chairman: John L. Perkins, President, Continental Illinois National
Bank and Trust Company; Herman W. Bevis; George R. Becker, Chairman, Midwest Stock Exchange
and Partner, Wayne Hummer & Co.; William T. Dentzer, Jr., Chairman, DTC; Gordon S. Macklin; John
M. Meyer, Jr.; Thomas P. Phelan, President, Pacific Stock Exchange Inc.; William L. Somerville,
Canadian Depository for Securities; and Samuel B. Stewart, Senior Vice Chairman, Bank of America.
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NCG would encourage others to join the nationwide network. The

financial communities of Boston and Hartford are studying the desirability

of establishing their own depositories instead of linking up directly with

DTC.

Other areas of progress include scheduled DTC interface with the

Pacific and National Clearing Corporations and existing DTC relationships

with the clearing corporations of the Midwest, PBW, Boston and Detroit

Stock Exchanges. Banks in Atlanta, Baltimore, Boston, Columbus, Dallas,

Hartford, Milwaukee, Minneapolis, Philadelphia, Richmond, St. Louis, St.

Paul and Washington, D.C. are now operating on a trial basis as depository

facilities for DTC, a program which allows participants to deposit securities

in DTC at regional locations and to receive prompt credit in DTC records.

Further, appropriate authorities are or will be regulating depositories

under existing regulatory relationships.

After approval by the New York Superintendent of Banks and Banking

Board of DTC's organization certificate, DTC took over the assets and

operations of Central Certificate Service, Inc. on May 11, 1973. The

application by DTC for membership in the Federal Reserve System was

approved on April 19, 1973 and became effective on June 27, 1973. SEC

acceptance of the rules of DTC is virtually complete.

Midwest Securities Trust Company has been chartered as a trust

company in Illinois and commenced operations as such on June 11, 1973.

Its rules have been cleared with the SEC and it plans to apply for

membership in the Federal Reserve System. As of late June 1973, MSTC

had on deposit about 13,000,000 shares with a market value of approxi-

mately $325,000,000. About 1,350 issues were eligible for deposit. Some

325 broker/dealers are participants and 6 banks are in the collateral loan

program.

Pacific Securities Depository has received approval to operate as a trust

company from the California banking authorities, but has not yet com-

menced operations in that capacity. This is awaiting clearance by the SEC

7
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of PSD rules, which is in process. In addition, PSD plans to apply for
membership in the Federal Reserve System. As of late June 1973, PSD had
on deposit 73,000,000 shares with a market value of approximately
$800,000,000. About 8,100 issues were eligible for deposit. Some 63
broker/dealers are participants and 9 banks are in the collateral loan
program.

The result, then, is that at the federal level DTC is being regulated by
two agencies of coordinate jurisdiction—SEC with its expertise in the area of
securities and securities markets and the Federal Reserve Board with its
expertise in examining banking institutions with respect to safekeeping and
financial integrity and similar regulation is, or soon will be the pattern for
the others.

DTC's Board of Directors* includes its Chairman and President,
representatives from the New York Stock Exchange, the American Stock
Exchange, the National Clearing Corporation, a subsidiary of the National
Association of Securities Dealers, Inc., brokerage firms, banks, an in-
vestment company and an insurance company.

It is evident from the foregoing that enormous progress has been made
to date in the development of depositories and that substantial further
progress is imminent—all without new federal legislation. Existing bank
regulatory authority has been enlisted to assure the quality of depository
inspections and supervision. Coordination of depository development by the
SEC has been afforded by that agency's review of depository certificates of
incorporation, by-laws, and rules.

* The following are members of the Board of Directors of DTC: William T. Dentzer, Jr.,
Chairman—formerly Superintendent of Banks, New York State; Diran M. Kaloostian, President; Elliott
Averett, President, The Bank of New York; R. Manning Brown, Jr., Chairman, New York Life Insurance
Company; Hamer H. Budge, President, Investors Group of Companies—formerly Chairman, Securities
and Exchange Commission; George E. Doty, Partner, Goldman, Sachs & Co.; Samuel A. Gay, Senior
Vice President, New York Stock Exchange, Inc.; David H. Morgan, President, National Clearing
Corporation, a subsidiary of the National Association of Securities Dealers, Inc.; James J. Needham,
Chairman, New York Stock Exchange, Inc.; Francis J. Palamara, Executive Vice President, New York
Stock Exchange, Inc.; John T. Roche, Jr., Vice President and Director, Kidder, Peabody & Co.,
Incorporated; William I. Spencer, President, First National City Bank; Walter F. Thomas, Vice
Chairman, Manufacturers Hanover Trust Company; and Robert C. Van Tuyl, Vice Chairman and
Governor, American Stock Exchange, Inc. and Chairman, Shearson, Hammill & Co. Inc.

8



395

Full Development of Depositories Requires Primary Regulation

Be Vested in Banking Authorities

Although there has been a great deal of progress, the depositories in

California, Chicago, and New York continue to serve chiefly brokers and

dealers. While some commercial banks are receiving pledges of securities

for broker/dealer loans through DTC and some have begun to deposit

securities held as custodians, they have not deposited shares they hold in

their trust departments as fiduciaries.

In order to eliminate physical deliveries as a significant factor in the

processing of securities transactions, depositories must attract institutional

investors, including fiduciaries, banks, trust companies, insurance companies

and mutual funds. These institutions and their customers presently account

for about 60% of total public trading volume in shares on the New York

Stock Exchange. A study in New York City indicated that, for every $2 in

value of securities held by brokers, the banks held $3. However, New York

is unusual in that multi-state brokerage firms tend to keep all or almost all

their securities holdings in New York. An estimate recently prepared in

California showed that Western banks held $30 billion worth of securities

while Western broker/dealers held $4 billion.

Another reason why securities held by banks as fiduciaries must be

attracted to depositories is that transactions involving banks largely consist

of deliveries to and from banks on a cash-on-delivery or COD basis—the

most troublesome, paper-intensive, and costly of all types of transactions.

Banks are reluctant to give up physical possession of securities they now

hold because they are charged with a high degree of responsibility for the

safekeeping of assets belonging to others. Recent failures of some firms to

safeguard other peoples' securities confirm the wisdom of banks' continuing

to require the exercise of prudence and serve to remind them and their

customers of risks involved in placing securities in the hands of persons not

subject to the experienced regulation and examination of a banking

authority.

Institutions and individuals using banks and trust companies as fidu-

ciaries and to process securities transactions do so in reliance, among other

9
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things, on fiduciary responsibility and banking agency supervision. Banks
will not—and should not be expected to—lightly give up to depositories the
physical possession of securities for which they are responsible and which
have market values ranging from hundreds of millions to billions of dollars.
Insurance companies and mutual funds can be expected to take a similar
view.

Moreover most banks could not, even if they wished, give up possession
of a large portion of the securities they hold as fiduciaries because of
restrictions in the trust and estate laws of most states. Those laws must be
changed before they can do so. Legislators and bar associations tradition-
ally have been reluctant to advocate such change. In New York, California,
Connecticut, Georgia, Illinois, Maine, Maryland, New Mexico, Virginia and
Washington such laws have been changed so that a securities depository can
now receive deposits of fiduciary securities from banks in these states, in
each case with the expectation that depositories would be subject to
banking-type regulation.

To repeat, the main effort is to attract securities held by the remainder of
the financial community under a common depository roof with those held by
broker/dealers.

The characteristics and the ultimate success of depositories will be
shaped by the nature of the regulators. BASIC believes strongly that
depositories must have the qualities and attributes of banks. If we are to
achieve this objective, banking authorities, including the Federal Reserve
System, must play a major regulatory role. At the same time, we believe
that the SEC can effectively discharge its responsibilities in connection with a
national system for processing securities transactions by working with
depositories on the formulation of their charters, by-laws and rules, as it has
in the past.

The reluctance of fiduciaries to participate in a depository as fully
regulated by the SEC as S. 2058 would require stems from their belief that
the sine qua non of regulation is that the system be absolutely, completely

10
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safe and that in selecting among regulators the Congress should pick as the

agency responsible for that aspect of regulation a regulator that has the

expertise and the pre-existing philosophy that the single most important

factor is safety of assets held by the institution being regulated.

We would hope that the Congress would share the view that the form of

examination and type of regulation to which fiduciary and safekeeping

functions of banks are subject should be extended to depositories.

The Federal Reserve System and Other Banking Authorities

Have the Capacity and Experience to Provide the Appropriate

Regulatory Climate of Safeguards and Public Confidence

Although no regulatory agency can claim actual experience in regu-

lating or examining securities depositories as such, the Federal Reserve

System and other banking authorities have for many years examined banks

and trust companies that hold securities for others, receiving them, keeping

them, presenting them for transfer, delivering them out upon customer's

instructions and collecting and crediting dividends and interest. If one

disregards the power to effect securities transfers by book-entry, such banks

and trust companies are close to being securities depositories in that they

carry out the essence of a depository's custodial functions and procedures.

The Capabilities of Bank Authorities to Examine

The banking authorities have ample capability to supervise banks, trust

companies and limited-purpose trust companies functioning as depositories.

For example, as of year-end 1972, the Federal Reserve System shared

responsibility for the examination and regulation of 1,092 state member

banks and had approximately 535 full-time examiners. And on the state

level the New York State Banking Department as of year-end 1972 was

responsible for the examination and state regulation of 500 commercial

banks, savings banks, savings and loan associations, credit unions, trust

companies and banking agencies, of which 70 were members of the Federal

Reserve System. The Department then had 286 full-time examiners.

11
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In examining banks, the Federal Reserve System and other bank
regulatory authorities address themselves to the following, among other
areas:

Organization

Structure

Management policies and deviations therefrom, if any

Committees and their functions

Minutes of the board of directors and committees

Financial Soundness

Capital structure; withdrawal of capital

Earnings and expenses

Dividend payments versus restrictions

Adequacy of insurance and review thereof by the board of
directors

Contingent liabilities; repurchase agreements; accounts receivable
and payable; suspense accounts and overdrafts

Uncompleted purchases and sales

Litigation
Personnel

Compensation of directors, officers and staff

Conflicts of interest

Recruiting methods and proper preemployment investigation of
credentials

Benefit plans

Vacation schedules and adherence thereto

Accounting and Auditing

Audits and examinations by outside directors and their auditors

Adequacy of accounting and internal auditing procedures; appli-
cation of computer techniques

Requests for confirmations from customers; verification programs

12
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Administration and Operations

Adequacy of records, systems and controls; vault operations

Security procedures

Emergency preparedness measures, including reconstruction of

records

Assets held by others than the bank itself, including collateral*

Performance as fiduciary, and compliance with pertinent statutes,

regulations and agreements

Procedures for voting proxies and handling related material

Proper maintenance of files and records

Controls established to effect collection and credit of interest and

dividends

Timely investigation of differences

Others

Violation of statutes

Exposure to surcharge

Complaints from customers

The security afforded to those by whom the bank's engagements

are held

Such other matters as may be prescribed by the regulatory

authority

The Federal Reserve System and New York State banking authorities

are required to make at least one examination each year of each bank and

trust company supervised. Each director of the institution examined is

notified of the completion of the examination reports which must be

*Operations concerned with pledged securities are noted to determine the effectiveness of controlling
such assets for the account of the pledgor and pledgee. Where such securities are not in possession of the

bank a review is made of the system of controlling these items, and where necessary direct confirmations

are required to check the controls established over said securities. Note: The New York Clearing House

banks and others sought and received clearance from the New York State Banking Department, the

Comptroller of the Currency and the Federal Reserve System before fully participating in the broker-

bank collateral loan program at DTC under which collateral for broker loans is held outside of the
pledgee bank.
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presented at the next board of directors meeting. The bank must report to
the regulatory authority action taken by its board in response to recommen-
dations and criticisms contained in the examination report.

Examinations by these banking authorities are thorough; a recent joint
annual examination of one large New York City bank by New York State
and Federal Reserve examiners took a total of approximately 2,400 man-

days of regulatory staff time, excluding time devoted to the bank's foreign
branches.* .

The Federal Reserve System Banks, as fiscal agents of the United
States, have for many years issued, registered, redeemed and paid interest
on securities of the U.S. Treasury and other agencies of the federal
government. They also hold securities owned by banks, some of which are

pledged for various purposes.

The Federal Reserve System also has experienced in actually operating
interregional depositories—their 12 Federal Reserve Banks—and a book-
entry system.

Book-Entry Experience of the Federal Reserve

In 1921, the Federal Reserve Banks introduced facilities for making
telegraphic transfers of Treasury securities between such banks in the 12
Federal Reserve districts. This was in reality the first nationwide system of

interconnected regional depositories.

In 1965, this wire transfer facility was significantly enlarged when the
Federal Reserve Bank of New York entered into an arrangement with

several banks in New York City under which such banks opened with it

clearing accounts for Treasury securities. The establishment of these

clearing accounts permitted the participating banks to "settle" once a day,
on a net basis, their wire transfers as custodians for out-of-district banks.

This system was later extended to include the settlement of wire transfers of

Treasury securities among all participating banks.

* It is anticipated that the New York State Banking Department and the Federal Reserve Bank of
New York will make their annual examination of DTC on a joint basis, as they do with respect to a
number of other banks in New York. The nature of the examination will be similar to that indicated
above.
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In 1968, all the Federal Reserve Banks instituted a book-entry system

for the custody of Treasury securities owned by member banks, by

governmental agencies and by agencies of foreign banks. A distinguishing

feature of this system is that it does not merely immobilize issued and

outstanding certificates—it eliminates most of them.

The Federal Reserve Bank of New York subsequently expanded this

system to include Treasury securities held by member banks for their dealer

departments and for all non-bank dealers; it has recently announced the

expansion of the system to include such securities held by member banks in

trust and customer accounts as well as securities of various agencies of the

federal government. It is expected that, based on the New York Federal

Reserve Bank's experience, this expanded book-entry system will shortly be

adopted by the other Federal Reserve Banks.

The Federal Reserve Bank of New York currently holds some $150

billion of Treasury securities in its certificateless system (1972 Annual

Report). The other Federal Reserve Banks hold another $30 billion. The

system routinely handles 15,000 or more transactions per week with a

market value of as much as $25 to $30 billion. As a result, the value and

number of Treasury securities out "on the street" have been vastly reduced

and should, before this year is out, be further reduced.*

The experience which the Federal Reserve System has in operating its

security depository and in operating a telegraph or wire securities transfer

system, a form of "interface", provides a substantial body of knowledge and

expertise as does its current development of techniques for more rapid

payments and movement of funds. It will also provide additional assurance

to banks located in states other than those in which depositories are located.

This, we submit, is the federal regulatory agency best suited to

encourage the deposit of securities by institutions and to assure adequate

safeguards.

* Page 44 of the Federal Reserve Bank of New York Annual Report for 1972 states: ". . . the

number of definitive securities handled declined 25.6 per cent . . . as a result of the continued expansion

of the book-entry procedure and the government securities clearing arrangements."
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S. 2058 Does Not Give Bank Regulatory Authorities
a Sufficient Role in the Development of Depositories

S. 2058 does not sufficiently reflect the finding that "the bank regulatory
agencies must play a major role in the development of a national clearing
system." It provides broad SEC rule making powers with respect to
clearing agencies but is virtually silent as to rule making by federal bank
regulatory authorities for depositories that are banks. Of even greater
concern is the delegation to SEC of rule making as to safeguards for
securities and funds in custody of bank depositories ( Section 17A( f) ). This
is particularly anomalous in view of the wealth of experience and staff,
described above, available in the Federal Reserve System, of which all three
operating depositories are or will become members, and the expectation, in
which we concur, that the Federal Reserve System will conduct regular
examinations of those depositories ( Section 17A( o) and ( p) ) and have
disciplinary jurisdiction over them (Section 17A( 1) ).

We believe that a securities transaction processing bill should have two
objectives: ( 1) the prompt and accurate processing and settlement of
securities transactions and (2) the financial and physical integrity of the
processing institutions so as to assure that they will be able to answer for
securities on deposit or in process of settlement. Our concern is that if there
is to be legislation it should make clear that the first objective should not be
achieved at the expense of the second.

It can be hoped, and no doubt expected, that two agencies giving
different priorities to the two objectives can readily agree upon solutions to
specific problems which appropriately balance conflicting considerations.
However, this may not always be easy. Consider, for example, the following
hypothetical illustrations:

1. Depositories A, B and C each receive applications from newly
organized Depository D to become a participant. D urges A, B, and C

* Senator Williams for himself and Senators Brooke, Stevenson, Tower and Bennett, CongressionalRecord June 22, 1973, p. S. 11730.
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also to become participants in it so as to expand the immobilization of

certificates and the book-entry system.

A, B and C, after reviewing D's operations, safeguards, and

financial resources, believe that they would incur undue financial risks

in cross-participation with D until its house is in better order.

Expanding the modern system for processing and settling securities

transactions argues that D become a member of the system quickly;

safeguarding securities and funds suggests delay until D meets further

conditions.

2. If some participants typically want immediate transfer to others

by book-entry of the securities they deposit and any of the deposited

securities are rejected by the transfer agents, the depository could suffer

a loss if the participants do not have other securities of the same issue

on deposit to cover the transactions and are unable to redeem the

rejected securities.

The depository could protect itself from this risk with a rule that

such participants would not receive credit for deposited securities—and,

hence, be unable to redeliver them—until they had cleared transfer.

Such a rule would slow deliveries for these participants and increase

fails. Yet, a depository must limit its risk exposure. The two conflicting

objectives must be sensibly balanced.

Broadly stated, the regulatory structure of an integrated national

depository system should not invite the possibility that a market oriented

rule maker might require a depository to increase its capacity to handle

larger volumes of transactions at the price of an unwise increased risk to

participants.

We believe your committee agrees with this approach and think it

should be articulated in provisions of any legislation and reflected in the

allocation of regulatory responsibility. Specifically, federal responsibility for

rules dealing with the safeguarding of securities and funds should be

17
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assigned to the Federal Reserve System, which is safety-minded, for bank-
chartered depositories. In addition, we would recommend that the state-
ment of purpose in Section 2 of the Securities Exchange Act of 1934 and
other points at which reference is made to policy of the legislation contain
language with respect to "the safekeeping of funds and securities" to parallel
"the prompt and accurate processing and settlement of securities transac-
tion".

S. 2058 grants to the SEC authority to register depositories (Section
17A( a )( 1) ), to review their rules (Section 17A( c) ), and to prescribe rules
for them (Section 17A( f) ), even if the depositories are chartered as banks
or trust companies. The complete delegation of rule making authority over
depositories to the SEC is mitigated only by Section 17A( p ), requiring
merely that the SEC consult with bank regulatory authorities before taking
action—with the sole decision-making authority still lodged in the SEC.

The Midwest and Pacific bank-chartered depositories are planning to
become members of the Federal Reserve System. DTC enjoys this status
already. Whte we can conceive of some "safekeeping" operations of
relatively narIow scope in connection with clearing activities, we do not
believe that it will be practicable to develop a comprehensive securities
depository for an entire financial community that is not chartered as a bank.
And we see strong reasons why all bank-chartered depositories should
become members of the Federal Reserve System.

That being the case, we believe that S. 2058 should give the Board of
Governors of the Federal Reserve System jurisdiction over those of the rules
of its depository members which bear most directly on the responsibilities
that the Board will assume. In offering our suggestions, we have leaned over
backwards in trying to leave with the SEC jurisdiction over other matters
that might be relevant to developing a nationwide securities transaction
processing system.
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Our suggestions of the division of rule making jurisdiction between the

SEC and the Board are set forth below:

Federal Non-Federal
Reserve Reserve
Member Member

Depository's registration, and rules for registration  SEC SEC

Depository rules regarding:

Compatibility with rest of the securities
processing system  SEC SEC

Reasonable non-discriminatory access  SEC SEC

Safeguards for securities and funds  FRS SEC

Representation of users  FRS SEC

Equitable allocation of charges for services FRS SEC

No price fixing of participant's services to
others  FRS SEC

Disciplinary power over bank participants  FRS SEC

Disciplinary power over broker/dealer partici-
pants  SEC SEC

Disciplinary procedures as to depositories  FRS SEC

Depository Examination  FRS SEC

The foregoing is translated into suggested language changes in S. 2058

in the attachment.

Bills introduced in the Congress characteristically appear to treat

depositories as securities industry instruments with the SEC having virtually

the entire regulatory cognizance. One can understand the "systems concept"

that suggests that one agency—the SEC—should have sole authority over

programs to solve the nation's securities handling problems. One can also

understand a Congressional desire to hold only one federal agency respon-

sible for all securities handling matters. However, as any experienced

manager knows, not all concepts can be followed straight through to desired

procedural improvements. In our view a sounder and more effective pattern

of regulation would result from the allocation of responsibility we propose.
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Other Provisions of S. 2058 Requiring Change

Eligibility of Participants in Depositories

Section 17A( c)( 2 ) of S. 2058 requires that all registered brokers,
dealers, members of national securities exchanges, associations, clearing
agencies, depositories and investment companies, and all banks, be eligible
participants under the rules of a depository, subject to (i) operational
capacity, (ii) the posting of a bond or deposit bearing a reasonable
relationship to past positions and transactions and (iii) denial of participa-
tion for the duration of a suspension or expulsion from another depository or
clearing agency. Only potential participants other than those listed above
may be restricted on the basis of financial condition and conviction of certain
crimes.

We are very glad to see that "standards of operational capacity" have
been added in Section 17A( c)( 2 ) to the eligibility requirements which a
depository's rules may encompass. This is a significant improvement over
S. 3876. Without an operational test, participants without the necessary
procedural skills could adversely affect the operations of an entire depos-
itory.

Since depositories are essentially mutual service organizations, they will
be no sounder than their participants. Moreover, financial risks engendered
by the inclusion of participants unable to meet reasonable standards of
,4vericy and character will directly affect all other participants. Yet, under
S: 2058 considerations of financial condition and prior criminal activity or
affiliations may not be weighed in considering the largest group of users,
enumerated above. It is difficult to conceive of another industry in which
solvent and reputable members must, by law, stand at risk of the insolvent
or disreputable.

It is recognized that each of the entities listed in categories A through D
in Section 17A( c)( 2 ) is subject to some degree of regulation which may be
concerned with its financial condition and lack of criminal activity. In the
absence of a violation of depository rules, the proposed structure requires a
depository to rely upon various regulators to assure that financial ability is
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present in the participants, notwithstanding the lack of experience of certain
of such regulators with depository procedures. This could require a

depository to await findings of inadequacies in this area while the safety of
all participants in the depository would dictate immediate action by the
depository.

BASIC urges that if there is any depository legislation it permit the
application of reasonable standards concerning financial condition and
character in determining eligibility of all participants. The application of
these standards by the depository would be subject to review by regulatory
authorities and, probably, by the courts.

Financial condition. No matter what safeguards a depository sets up, it
and its users will probably never be able completely to insulate themselves
from all risk of loss if a participant becomes insolvent and cannot make good
on its transactions with the depository. One risk pattern may be mentioned:

Securities are deposited and credit is given; the securities are
redelivered to another upon instruction of the depositing participant;
they are subsequently rejected by the transfer agent because the
securities are in some way defective. If the depository participant is
insolvent and unable to accept redelivery of the securities, the depos-
itory faces some risk of loss. It may also have a loss if such a participant

is unable at the end of the day to pay the amount it owes the depository

for the net of the day's transactions.

Therefore, the credit of a participant is important to the depository
( and to the other participants who are, in essence, co-insurers against losses
from such risks). As discussed below under "Character", the posting of a
bond or making of a security deposit does not provide adequate protection
since a single user can generate risks to the depository and the other

participants that exceed the bond of that user. Depositories should be
allowed to establish rules, subject to regulatory review, as to financial
responsibility of participants to protect against undue credit risks. Depos-
itories should have the power to reject ( again, subject to regulatory review)
persons with, for example, a record of financial instability.
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Character. Unrestricted access to a depository could facilitate dis-
position of stolen securities. One possible pattern is:

A participant deposits, for example, $2 million worth of stolen
securities which on their face are in good order and receives credit for
the deposit before the securities clear transfer. ( Brokers' quick turn-
around requirements are such that usually they cannot await transfer
before they redeliver.) The participant then orders book-entry delivery
of the securities he has just deposited against payment to another
participant, receives the $2 million in cash by the end of the day, and
leaves the country. Twenty-four hours thereafter, the transfer agent
rejects the certificates as stolen.

Other patterns of illegal activity which would victimize a depository and its
participants are confined only by the limits of the ingenuity of those whose
character is so inclined.

The use of a reasonable bond or deposit simply cannot protect a
depository fully. Under the formula currently being utilized by DTC-21/2%
of average daily cash debits plus cash credits—a participant could receive
and deliver against payment $2 million in securities each way daily for a
contribution to the protection fund of $100,000. If the formula percentage
were much higher, it could work a hardship on many participants. Further,
a bond or deposit based upon the scale of past transactions does not protect
against sudden changes in volume of use; a participant who operated on a
$2 million scale in the past could jump to $10 or $20 million, or more, the
next day. Thus a participant could engage in reckless or illegal activities
which would not be protected against by his deposit and bond alone and all
other participants would in such event bear the loss.

Well-managed brokers and banks exposed to risks like these attempt to
ascertain the character of those with whom they do business and reject those
whose credentials are not satisfactory. Both brokers and banks should know
their customers. While they all sometimes make mistakes—and depositories
will, too—depositories should not by law be required to eliminate character
as a consideration of eligibility.

We wish to make it clear that by espousing this position as to "access"
the intent is not to restrict the number of responsible depository participants.
Quite the contrary is the case. As stated earlier, DTC plans to increase
substantially the number of participants. The success of DTC and other

22



409

depositories in further immobilizing the physical movement of securities

hinges on their abilities to attract and hold a greater number of participants

and securities rather than a lesser number, to increase its volume of book-

entry transactions and so lessen the number of securities transactions settled

by physical delivery of securities.

Our concern is that if depositories cannot restrict access on the basis of

financial ability and character, the number of participants will not increase

due to the fear of potential participants that there is inadequate protection

against participation by those who would create significant risks for all.

Thus the success of the depository system depends upon the existence of

adequate standards for access, not on the elimination of such standards.

Management Participation

Section 17A( c)( 3) of S. 2058 gives participants who are not share-

holders of the depository authority over important corporate actions by

requiring their "fair representation" in the adoption and amendment of

rules, the selection of officers and directors and in all other phases of

administration.

This would conflict with a basic principle of corporate law, and

depositories, as corporate entities, are established under such laws. The

basic principle is that shareholders shall elect directors who shall manage the

business. In the case of the New York depository, the New York Banking

Law provides that "the stockholders shall elect directors" at their annual

meeting (Section 7003( 1)), that the directors shall elect officers (Section

7013) and that " [ t]he affairs of every [ banking] corporation shall be

managed by a board of directors . . ." (Section 7001(1) ). Moreover, every

director of a bank or trust company in New York must be a "stockholder" of

the bank or trust company (Section 7001( 4) ) or have made an equivalent

investment in the bank or trust company (Section 14( 1 )( b) and New York

Banking Board General Regulation 27.3). In addition to conflict with

statutory provisions, Section 17A( c)( 3) would raise questions as to the

ability of directors to carry out their fiduciary responsibilities.
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Non-shareholder participants are separately protected by the regulatory
authority's review of a depository's rules and procedures. The proposed
rules of DTC also provide that all participants be advised of any proposed
amendment to the rules, so that participants may comment on them to DTC
and its regulatory agencies.

BASIC has met the objective of user participation in management by
recommending that each participant, or the securities exchange or associ-
ation of which he is a member, be entitled ( though not required) to
purchase voting stock in the trust company in proportion to his use of the
depository's services. The use of services could be measured by a
combination of the fees paid to the depository for transaction services and
the value of _securities left in its custody. Together with cumulative voting
for directors, this procedure assures minorities of shareholding participants
of a voice at the Board of Directors level. For example, if the depository has
15 directors, as planned by DTC, holders of less than 7% of the depository's
stock, acting together, can assure the election of a director of their choice.

The availability of ownership rights to users, whether they be brokers,
dealers, investment companies, securities exchanges or associations, banks or
insurance companies,* adequately ensures a depository's responsiveness to
the needs of users.

Duplicate Examinations

Section 17A(1) of S. 2058 gives enforcement authority over depositories
that are banks to the appropriate bank regulatory agency. Section 21 of the
1934 Act, which is not modified by S. 2058, gives substantially the same
authority to the SEC.

* The Uniform Commercial Code currently requires that all the capital stock of a depository be held
by a national securities exchange or association. The pending revision would require that 90 per cent or
more of the stock of a depository be held by or for (i) national securities exchanges or associations
registered under federal law, (ii) registered brokers, dealers or investment companies, and (iii)
institutions which are themselves subject to either state or federal supervision or regulation under
banking or insurance laws. Any remaining stock may be held only by individuals who purchased it only
in such amounts as are necessary for qualification as directors of the depository.
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With regard to this potential duplication, the August 2, 1972 Report of

the Committee on Banking, Housing and Urban Affairs stated on page 5:

"The SEC's general investigative powers under Section 21 of the

Securities Exchange Act of 1934 extend to all violations of that Act, and

therefore, to violations of the newly added provisions relating to

clearing agents and transfer agents. It is not contemplated, however,

that these powers would be utilized in the day-to-day supervision of

clearing agencies and transfer agents which are organized as banks.

Rather, it is expected, that they would be used in coordination with, or

to facilitate the exercise of the enforcement powers granted to, the bank

regulatory agencies under these provisions."

Senator Bennett reemphasized this point in the floor debate on S. 3876

(Congressional Record, August 4, 1972, p. S 12786).

We interpret the foregoing as an expression of intent that SEC

investigations under Section 21 of depositories organized as banks would not

be routine, but carried out only under exceptional circumstances. We would

hope that the legislative history of S. 2058 would repeat the point and make

even clearer that in only unusual and unforeseen situations would the SEC

examine bank-chartered depositories under Section 21. Otherwise, depos-

itories could be subjected to undesirably duplicative investigations.

Considering the nature and functions of comprehensive securities

depositories and the undisputed capability of the Federal Reserve System

and state banking authorities to examine them, as set forth above, there is no

doubt in my mind that such bank regulatory authorities should have prime

responsibility for depository examination. In other than an exceptional

situation, I can see no reason for SEC examinations. If this is also the intent

of S. 2058, it is important that such intent be made clear in the legislative

history, if not in the bill itself.

Conclusion

We recognize that the development of legislation on the regulation of

depositories is a complex matter. With the variety of regulatory authorities

already involved with the many elements of the financial community, and
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varying ideas as to how the securities handling problem should be solved,
there are bound to be conflicts among proposed solutions. We appreciate
the diligence with which the Subcommittee on Securities has sought a
compromise in S. 2058, particularly in the respective jurisdictions of the SEC
and bank regulatory authorities in regulating depositories.

Our comments and suggestions have been offered in the same attempt
at compromise, and to modify S. 2058 so that it will produce a healthier
climate for the growth of comprehensive securities depositories that immobi-
lize certificates and effect transfers of securities transactions by book-entry.
This is a climate in which "the safekeeping of funds and securities" parallels
as an objective that of "the prompt and accurate processing and settlement
of securities transactions."

Depositories can be further successfully developed without new legisla-
tion. If it is the will of the Congress that there be new legislation, however,
we believe that S. 2058—modified as we have suggested—is the best
approach that we have yet seen.
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The following text of S. 2058 incorporates the changes with regard to deposi-

tories that are banks or trust companies suggested in the preceding State-

ment of Herman W. Bevis. Deletions are indicated by brackets and additions

are italicized.

A BILL

To amend the Securities Exchange Act of 1934 to provide for the regulation

of clearing agencies and transfer agents, and for other purposes.

Be it enacted by the Senate and House of Representatives of the United

States of America in Congress assembled,

SECTION 1. Section 2 of the Securities Exchange Act of 1934 (15

U.S.C. 78b) is amended by striking the word "and" immediately before the

phrase "to impose requirements necessary to make such regulation and con-

trol reasonably complete and effective," and by adding the following

immediately after that phrase: "and to provide for the development of an

integrated national system for the prompt and accurate processing and

settlement of securities transactions,".

SEC. 2. Section 15A (k) (2) of the Securities Exchange Act of 1934

(15 U.S.C. 78o-3(k) (2) ) is amended by inserting after clause (D) the

following:

"(E) the time and method of making settlements, payments, and

deliveries and of opening, maintaining, and closing accounts."

SEC. 3. Section 3(a) of the Securities Exchange Act of 1934 (15

U.S.C. 78c (a) ) is amended by adding at the end thereof the following new

paragraphs:

"(22) The term 'clearing agency' means any person who acts as an

intermediary in making payments or deliveries or both in connection with

transactions in securities or who provides facilities (A) for comparison of

data respecting the terms of settlement of securities transactions, (B) to
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reduce the number of settlements of securities transactions, or (C) for the
allocation of securities settlement responsibilities. Such term also means
any person who acts as a custodian of securities in connection with a system
which permits securities so held to be transferred, loaned, or pledged without
physical delivery of securities certificates, or which otherwise permits or
facilitates the settlement of securities transactions or the hypothecation or
lending of securities without physical delivery of securities certificates. The
term 'clearing agency' does not include (i) Federal Reserve Banks, Federal
Home Loan Banks, Federal Land Banks, and (ii) banks, brokers, life
insurance companies or their registered separate accounts, registered open
end investment companies or unit investment trusts, building and loan,
savings and loan, and homestead associations, and cooperative banks by
reason of lending, fiduciary, correspondent, or safekeeping functions com-
monly performed by them on the date of enactment of this paragraph.

"(23) The term 'participant', when used with respect to a clearing
agency means any person who uses a clearing agency or securities depository
for the purpose of settling or comparing transactions in securities or making
or receiving payment for or delivering, lending, or hypothecating of securities.
Such term does not include a person whose only use of a clearing agency
or securities depository is through another person.

"(24) The term 'transfer agent' means any person who engages on
behalf of an issuer of securities, or on behalf of itself as an issuer, of securi-
ties in (A) countersigning such securities upon issuance; (B) monitoring
the issuance of such securities with a view to preventing unauthorized
issuance, a function commonly performed by a person called a registrar;
(C) registering the transfer of such securities; or (D) exchanging or con-
verting such securities. The term 'transfer agent' does not include any person
who performs such functions solely with respect to variable annuity con-
tracts issued by insurance companies.

"(25) The term 'appropriate regulatory agency', when used with
respect to a clearing agency or transfer agent required to be registered under
this title, means:

2
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"(A) the Comptroller of the Currency, in the case of a national

bank or a bank operating under the Code of Law for the District of

Columbia, or a subsidiary of any such bank;

"(B) the Board of Governors of the Federal Reserve System, in

the case of a State member bank of the Federal Reserve System, a

subsidiary thereof, a bank holding company, or a nonbank subsidiary

of a bank holding company;

"(C) the Federal Deposit Insurance Corporation in the case of a

bank insured by the Federal Deposit Insurance Corporation (other

than a member of the Federal Reserve System) or a subsidiary thereof;

and

"(D) the Commission in the case of all other transfer agents

and clearing agencies and for the purposes of Sections 17A(i), (j) and
(1)(2) of this title, whenever the subject of a disciplinary action, suspen-
sion, expulsion or denial of participation is a broker, a dealer, or a

member of a national Securities exchange.

As used in this paragraph, the terms 'bank holding company' and 'subsidiary'

have the meaning given them in section 2 of the Bank Holding Company

Act of 1956, as amended.

"(26) The term 'rules of a clearing agency' means the clearing agency's

constitution, articles of incorporation, by-laws, or rules or instruments

corresponding to the foregoing, and its stated policies and practices relating

to its organization, participation, rules of procedures, financial condition,

methods of safekeeping, settling, hypothecating, lending and accounting for

funds and securities, and similar matters.".

SEC. 4. Section 15(c) of the Securities Exchange Act of 1934 (15

U.S.C. 78o(c) ) is amended by adding at the end thereto the following new

paragraph:

"(6) No broker or dealer shall make use of the mails or of any means

or instrumentality of interstate commerce to effect any transaction in, or to

induce or attempt to induce the purchase or sale of, any security (other than

an exempted security or commercial paper, bankers' acceptances, or com-

mercial bills) in contravention of such rules and regulations as the Commis-
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sion shall prescribe as necessary or appropriate in the public interest, for
the protection of investors or for the development of an integrated national
system for the prompt and accurate processing and settlement of securities
transactions to regulate the time and method of making settlements, pay-
ments, and deliveries and of opening, maintaining, and closing accounts.
Nothing in this paragraph shall be construed (A) to affect the authority of
the Board of Governors of the Federal Reserve System, pursuant to section 7
of this title, to prescribe rules and regulations for the purpose of preventing
the excessive use of credit for the purchase or carrying of securities, or
(B) to authorize the Commission to prescribe such rules or regulations for
such purpose."

SEC. 5. The Securities Exchange Act of 1934 is amended by inserting
after section 17 (15 U.S.C. 78q) the following new section:

"PROCESSING OF SECURITIES TRANSACTIONS
"SEC. 17A. (a) (1) Except as otherwise provided in this subsection,

it shall be unlawful for any person, directly or indirectly, to make use of the
mails or any means or instrumentality of interstate commerce to perform
the function of a clearing agency with respect to any security (other than an
exempted security) unless such person is registered under this section. The
Commission, by rules and regulations or by order, upon its own motion, or
upon application, may conditionally or unconditionally exempt any person,
security, transaction, or clearing agency, or any class or classes of persons,
securities, transactions, or clearing agencies from any provision or provisions
of this section or of any rule or regulation prescribed under this section if the
Commission finds that the application of such provision or provisions to such
person, security, transaction, or clearing agency or class or classes of persons,
securities, transactions, or clearing agencies is not practical or not necessary
or appropriate in the public interest or for the prompt and accurate process-
ing and settlement of securities transactions.

"(2) The Commission shall include in its annual reports to Congress
required by section 23(b) of this title information concerning the number
of requests for exemptions from this section received, the number granted,
and the basis or bases upon which any exemptions were granted.

4



417

"(b) Any clearing agency may be registered for the purposes of this

section by filing with the Commission a registration statement in such form

as the Commission may prescribe containing the rules of the clearing agency

and setting forth such other information and accompanied by such other

documents as the Commission may, by rule, require.

"(c) An applicant shall not be registered as a clearing agency unless

the Commission finds that—

"(1) such clearing agency is organized and operated so as to

facilitate the prompt and accurate settlement of securities transactions,

to safeguard funds and securities held for the accounts of participants,

to comply with the provisions of this title and the rules and regulations

thereunder, and to carry out the purposes of this section;

["(2) the rules of the clearing agency provide that all (A) regis-

tered brokers or dealers or members of a national securities exchange,

(B) other registered clearing agencies, (C) registered investment com-

panies, (D) banks (as defined in section 2(a) (5) of the Investment

Company Act of 1940), and (E) such other persons or classes of

persons as the Commission may from time to time designate by rule

as appropriate to the development of an integrated national system for

the prompt and accurate processing and settlement of securities trans-

actions are eligible to become participants in such clearing agency,

subject only to such other rules of the clearing agency as are expressly

permitted under this paragraph. The rules of the clearing agency may

condition participation upon compliance with standards of operational

capacity which the Commission has, by rule, found to be necessary

to assure the prompt and accurate processing of securities transactions,

and upon the deposit with the clearing agency of an amount or the

posting of a bond with the clearing agency in an amount which bears

a reasonable relationship to the value of positions maintained by and

transactions processed for the participant; and such rules may deny

participation to persons who have been expelled or suspended by a

registered clearing agency during the period of such expulsion or

suspension;]

5
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"(2) the rules of the clearing agency, as approved or originated by
the Commission are designed to promote the prompt and accurate
processing and settlement of securities transactions, to foster coopera-
tion and coordination with national securities exchanges, national
securities associations, other clearing agencies, brokers, dealers, banks,
registered investment companies, and with other persons engaged in the
processing and settlement of securities transactions, and to protect
investors and the public interest, and do not have the effect of unfairly
discriminating in the admission of participants or among participants in
the use of such clearing agency, provided, however, that the rules of the
clearing agency may condition participation upon compliance with
standards of operational capacity which the Commission has, by rule,
found to be necessary to assure the prompt and accurate processing of
securities transactions; and may deny participation to persons who have
been expelled or suspended by a registered clearing agency during the
period of such expulsion or suspension; and

["(3) the rules of the clearing agency assure a fair representation
of its shareholders (or members) and participants in the adoption of
rules of the clearing agency and any amendment thereto, the selection
of its officers and directors, and in all other phases of the administration
of its affairs;]

"(3) the appropriate regulatory agency has determined that the
clearing agency is so organized and possesses such operational capacity
as to be able to perform the functions of such a clearing agency and to
provide adequate safeguards for securities and funds which are in its
custody or control, and that the rules of such clearing agency, as
approved or originated by the appropriate regulatory agency, are
designed—

"(A) to provide safeguards for securities and funds which are in
its custody;

"(B) to afford an opportunity for its voting stock to be owned by
or on behalf of participants in reasonable proportion to their use of

6
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the clearing agency's services, provided, however, that such opportu-

nity shall not be afforded any person not qualified to hold the shares

of the clearing agency under the applicable law, including the

Uniform Commercial Code;

1(4)1 (C) [the rules of the clearing agency] to provide for the

equitable allocation of dues, fees, and other charges among its par-

ticipants;

"[(5)] (D) [the rules of the clearing agency do not impose] to

prohibit the imposition of any schedule of prices, or fix rates or charges,

for services rendered by its participants;

["(6) the rules of the clearing agency are designed to promote the

prompt and accurate processing and settlement of securities transactions,

to provide safeguards for securities and funds which are in its custody,

to foster cooperation and coordination with national securities ex-

changes, national securities associations, other clearing agencies,

brokers, dealers, banks, registered investment companies, and with

other persons engaged in the processing and settlement of securities

transactions, and to protect investors and the public interest, and do

not have the effect of unfairly discriminating in the admission of

participants or among participants in the use of such clearing agency;]

"[(7)] (E) [the rules of the clearing agency] to provide that its

participants shall be appropriately disciplined for any violation of its

rules by expulsion, suspension, fine, or censure; and

"[(8)] (F) [the rules of the clearing agency] to provide a fair

and orderly procedure with respect to the disciplining of participants

and the denial of participation to any person seeking participation

therein. In any proceeding to determine whether a participant should

be disciplined, such rules shall require that specific charges of any rule

violation be brought; that such participant shall be notified of and be

given an opportunity to defend against such charges; that a record
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shall be kept; and that a determination to take disciplinary action
shall be supported by a statement setting forth—

"RAMO any act or practice in which such participant may
be found to have engaged, or any required act or practice which
such participant may be found to have omitted;

"[(B)] (ii) the specific rule or rules of the clearing agency
which any such act or practice, or omission to act, is deemed to
violate; and

"[(C)](iii) the penalty imposed and the reasons therefor. In
any proceeding to determine whether a person shall be denied
participation, such rules shall provide that the prospective participant
shall be notified of, and be given an opportunity to be heard upon,
the specific grounds for denial which are under consideration, that a
record shall be kept, and that the determination to deny participation
shall be supported by a statement setting forth the specific grounds
on which the denial is based. Notwithstanding any other provision of
this section, the rules of the clearing agency may provide for the
temporary suspension of a participant, the prohibition of such
participant's use of the clearing agency, and the closing of its
accounts pending determination on the merits of any disciplinary
proceeding if, in the opinion of the clearing agency, such suspension,
prohibition on use and closing of accounts are necessary for the
protection of the clearing agency or its participants, or for the protec-
tion of investors or to facilitate the orderly and continuous per-
formance of the clearing agency's services. The rules of the clearing
agency shall afford the participant an expedited hearing on the merits
in the case of any temporary suspension.

"(d) The Commission shall, upon the filing of an application for
registration pursuant to subsection (b), publish notice of the filing and
afford interested persons a reasonable opportunity for comment. Within
sixty days of such filing, the Commission shall:
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"(1) by order grant such registration if the Commission finds that

the requirements of this section are satisfied, or

"(2) institute an appropriate administrative action to determine

whether the application should be denied. After notice of the grounds

for denial under consideration and opportunity for hearing, the Com-

mission shall by order grant such registration unless it finds that a

requirement of this section is not satisfied, in which case the Commis-

sion shall by order deny such registration. The Commission shall con-

clude administrative action and issue an order granting or denying the

application within one hundred and eighty days of the filing of the

application unless the Commission finds good cause to extend such

period and publishes its reasons therefor.

"(e) A clearing agency registered under this section may, upon such

terms and conditions as the Commission may deem necessary in the public

interest, for the protection of investors, or to assure the prompt and accurate

processing and settlement of securities transactions, withdraw from registra-

tion by filing a written notice of withdrawal with the Commission and by

deliverying a copy thereof to the appropriate regulatory agency, if other than

the Commission. If the Commission finds that any registrant or person for

whom an application of registration is pending is no longer in existence or

has ceased to do business in the capacity specified in the registration state-

ment, the Commission shall by order cancel or deny the registration.

"(f) No clearing agency registered under this section shall, directly or

indirectly, participate in the processing or settlement of any transaction in a

security (other than an exempted security), or engage in any other activity

as clearing agency in contravention of such rules and regulations [as the

Commission shall prescribe as] necessary or appropriate in the public interest,

for the protection of investors or to effectuate the purposes of this section

(1) as the Commission shall prescribe with regard to matters set forth in

subsection (c)(2), or (2) as the appropriate regulatory agency shall prescribe

with regard to matters set forth in subsection (c)(3). [with regard to minimum

standards for the performance of functions, measures and personnel standards
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for safe handling and custody of securities and funds, operational com-
patibility of and cooperation by the clearing agency with other persons
involved in the securities handling process, and the prompt and accurate
processing and settlement of securities transactions.]

"(g) (1) Each registered clearing agency shall file with the Commis-
sion, in accordance with such rules as the Commission may prescribe, and
deliver a copy to the appropriate regulatory agency, if other than the
Commission, copies of any proposed changes in, additions to, or amend-
ments to the rules of the clearing agency regarding matters set forth in
subsection (c)(2) accompanied by a summary statement of the basis and
purpose for such proposed change, addition, or amendment. Each registered
clearing agency shall file with the appropriate regulatory agency, in accord-
ance with such rules as such agency may prescribe, and deliver a copy to the
Commission, if the Commission is not the appropriate regulatory agency,
copies of any proposed changes in, additions to, or amendments to the rules
of the clearing agency regarding matters set forth in subsection (c)(3)
accompanied by a summary statement of the basis and purpose for such
proposed change, addition, or amendment. No such proposed change, addi-
tion, or amendment shall become effective except in accordance with the
provisions of this subsection.

"(2) The Commission or the appropriate regulatory agency, as the case
may be, shall, upon the filing of a proposed change in, addition to, or amend-
ment to the rules of a clearing agency, publish notice of such proposal
together with the clearing agency's statement of basis and purpose, and
shall afford interested persons a reasonable opportunity for comment on the
proposed change, addition, or amendment. Within thirty days of such filing
the Commission or the appropriate regulatory agency, as the case may be,
shall—

"(A) by order declare such change, addition, or amendment
effective if it [the Commission finds] that the rules of the clearing agency
as so changed are not inconsistent with the requirements of this section
relating to the registration of clearing agencies or with the purposes of
this section and are not otherwise inconsistent with the public interest, or
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"(B) institute appropriate administrative action to determine

'whether the proposed change, addition or amendment in whole or in

part, should be disapproved. Within one hundred and twenty days of

the filing of the change, addition or amendment of Commission or the

appropriate regulatory agency, as the case may be, shall conclude

administrative action and shall, by order, declare such change, addition

or amendment effective unless it finds that the rules of the clearing

agency as so changed are inconsistent with the requirements of this

section relating to the registration of clearing agencies or with the

purposes of this section, or are otherwise inconsistent with the public

interest, in which case the Commission or the appropriate regulatory

agency, as the case may be, shall by order disapprove such change,

addition or amendment.

If the Commission or the appropriate regulatory agency, as the case may be,

does not declare the change, addition or amendment to be effective or

institute administrative action for its disapproval within thirty days of the

date it is filed, the change, addition or amendment shall become effective on

such thirtieth day with the same force and effect as though it had been

declared effective by the Commission.

"(h) Each clearing agency shall at the time of filing a registration

statement pursuant to subsection (b) [,] or a notice of withdrawal of its

registration pursuant to subsection (e), [or copies of any proposed changes

in, additions to, or amendments to its rules pursuant to subsection (f ) ,] file

copies of such documents with the appropriate regulatory agency.

"(i) If any registered clearing agency takes any disciplinary action

against any participant therein, or denies admission to any person seeking

participation therein, such action shall be subject to review by the appro-

priate regulatory agency, on its own motion, or upon application by any

person aggrieved thereby filed within thirty days after such action has been

taken or within such longer period as the appropriate regulatory agency may

determine. Application to the appropriate regulatory agency for review, or

the institution of review by such agency on its own motion, shall not operate
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as a stay of such action, unless such agency otherwise orders, after notice
and opportunity for hearing on the question of a stay (which hearing may
consist solely of affidavits and oral arguments).

"(j) (1) In a proceeding to review disciplinary action taken by a
registered clearing agency against a participant, after notice and opportunity
for hearing and upon consideration of the record before the clearing agency
and such other evidence as it may deem relevant—

"(A) if the appropriate regulatory agency finds that such parti-
cipant has engaged in such acts or practices, or has omitted such acts,
as the clearing agency has found him to have engaged in or to have
omitted, and that such acts or practices, or omissions to act, are in
violation of such rules of the clearing agency as have been designated
in the determination of the clearing agency, it shall by order so declare
and affirm the action taken by the clearing agency or, if appropriate,
modify the sanctions or penalties in accordance with paragraph (2)
of this subsection, or

"(B) if the appropriate regulatory agency finds that the evidence
does not warrant the finding required in clause (A), or if such agency
determines that such acts or practices as are found to have been
engaged in are not prohibited by the designated rule or rules of the
clearing agency or that such act as is found to have been omitted is
not required by such designated rule or rules, the appropriate regulatory
agency shall by order set aside the action of the clearing agency.

"(2) The appropriate regulatory agency may, having due regard to the
public interest, if it finds that any penalty imposed by a registered clearing
agency upon a participant is excessive or oppressive, cancel, reduce, or
require the remission of such penalty.

"(k) In any proceeding to review the denial of participation in a
registered clearing agency, if the appropriate regulatory agency, after notice
and opportunity for hearing and upon consideration of the record before
the clearing agency, determines that the specific grounds on which such
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denial or bar is based exist in fact and are valid under this section, it shall

by order dismiss the proceeding. In the absence of such a determination,

the appropriate regulatory agency shall by order set aside the action of the

clearing agency and require it to admit the applicant to participation therein.

"(1) The appropriate regulatory agency, after appropriate notice and

opportunity for hearing, is authorized, by order, if such action appears

to be necessary or appropriate in the public interest or for the protection of

investors or to carry out the purposes of this section—

"(1) to suspend for a period not exceeding twelve months or

revoke the registration of a registered clearing agency or impose limita-

tions upon the activities, functions, or operations of such clearing

agency, if the appropriate regulatory agency finds that such clearing

agency has violated any provision of this title, or any rule or regula-

tion thereunder, or has failed to enforce compliance with its own rules,

or has engaged in any other activity tending to defeat the purposes of

this section;

"(2) to suspend for a period not exceeding twelve months or

expel from a registered clearing agency any participant therein, if the

appropriate regulatory agency finds that such participant has violated

any provision of this title or any rule or regulation thereunder or any

rule of the clearing agency; and

"(3) to remove from office any officer or director of a registered

clearing agency who, the appropriate regulatory agency finds, has

willfully failed to enforce the rules of the clearing agency, or has

willfully abused his authority.

"(m) If a proceeding under subsection (1) (1) of this section results in

the suspension or revocation of the registration of a clearing agency, the

appropriate regulatory agency may, upon notice to such clearing agency,

apply to any court of competent jurisdiction specified in section 21(e) or

27 of this title for the appointment of a trustee. In such event, the court

may, to the extent it deems necessary or appropriate, take exclusive jurisdic-
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tion of the clearing agency involved, and the books, records, and assets
thereof, wherever located; and the court shall appoint the appropriate regu-
latory agency or a person designated by the appropriate regulatory agency as
the trustee with the power to take possession and to continue to operate or to
terminate the facilities of such clearing agency in an orderly manner, for
the protection of participants and public investors, subject to such terms and
conditions as the court may prescribe.

"(o) Each registered clearing agency shall make, keep, and preserve
for such periods such accounts, correspondence, memorandums, papers,
books, and other records, and furnish such copies thereof and make such
reports and supply such information and documents as the Commission by
its rules and regulations may prescribe as necessary or appropriate to keep
current or to supplement the registration statement and documents filed
pursuant to subsection (b), to facilitate cooperation among clearing agencies
and the prompt and accurate settlement of securities transactions, [to assure
the safekeeping of funds and securities held for the accounts of participants,]
or for the protection of investors, or the public interest[.], and as the appro-
priate regulatory agency by its rules and regulations may prescribe as
necessary or appropriate to assure the safekeeping of funds and securities
held for the accounts of participants. The Commission shall promptly furnish
to the appropriate regulatory agencies all reports which it receives from
registered clearing agencies pursuant to this section. All accounts, cor-
respondence, memorandums, papers, books, and other records of a clearing
agency shall be subject at any time to such reasonable periodic, special, or
other examinations by examiners or other representatives of the appropriate
regulatory agency as such agency may deem necessary or appropriate in the
public interest, for the protection of investors or to carry out the purposes
of this section. The appropriate regulatory agency shall make a full and
detailed report of any examination made of a registered clearing agency and
shall promptly furnish to the Commission a copy of any such report. The
Commission shall promptly furnish to each of the appropriate regulator),
agencies specified in clauses A through C of section 3(a)(25), a copy of its
full and detailed report on any examination of a clearing agency for which
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it is the appropriate regulatory agency having banks as participants, and to

the appropriate regulatory agency for any clearing agency examined by it

under section 21 of this title.

"(p) The agencies enumerated in section 3(a) (25) of this title shall

consult and cooperate with each other and shall advise one another promptly

of the pendency or determination of any proceedings, of the promulgation of

any rules, and of the entry of any order relating to a clearing agency, partici-

pant, class of clearing agencies, or class of participants. At least fifteen days

prior to the issuance for public comment or adoption of any proposed rule

or regulation regarding clearing agencies, whether pursuant to this title or

otherwise, the agency contemplating issuance or adoption of any such rule

or regulation shall first consult with and request the views of each of the

other agencies enumerated in section 3(a) (25) toward the end that rules

and regulations applicable to banks registered as clearing agencies may be,

to the maximum extent practicable, in accord with both sound banking

practices and a sound system for the prompt and accurate processing and

settlement of securities transactions. Nothing in this section shall impair the

authority of any State banking authority or other State or Federal regulatory

authority having jurisdiction over a person registered as a clearing agency

from making or enforcing rules governing such person which are not incon-

sistent with this section or any rules or regulations promulgated hereunder.

"(q) The Commission shall, on or before December 31, 1976, take

such steps as are within its power to bring about elimination of the stock

certificate as a means of settlement among brokers or dealers of transactions

consummated on national securities exchanges or by means of the mails or

other means or instrumentalities of interstate commerce. Commencing in

1973 and ending in 1976, the Commission shall report annually to the

Congress (1) the steps it has taken and progress it has made toward

elimination of the stock certificate as a means of settlement, and (2) its

recommendations, if any, for further legislation to eliminate the stock

certificate.". (Sections 6 to 10, inclusive, of S.2058 deal with subjects on

which BASIC does not comment, and have not been reproduced here.)
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Senator WILLIAMS. Now, Mr. Leon Kendall, president, Securities
Industry Association. We welcome you and your associate again to
our committee, Mr. Kendall, and look forward to your statement.

STATEMENT OF LEON KENDALL, PRESIDENT, SECURITIES INDUS-
TRY ASSOCIATION, ACCOMPANIED BY ROGER E. BIRK, VICE PRES-
IDENT AND DIRECTOR OF OPERATIONS, AND JAY L. CHALMERS,
SENIOR VICE PRESIDENT, LEGG, MASON, BALTIMORE, MD.

Mr. KENDALL. Mr. Chairman, our statement will be read by my
associate, Roger Birk, who is a member of our operations commit-
tee, as well as the director of the Securities Industry Automation
Corp. and the National Clearing Corp. Also accompanying us is the
chairman of our operations committee, Mr. Jay Chalmers, of Legg,
Mason & Co. in Baltimore.
Mr. BIRK. Thank you.
My name is Roger E. Birk. I appear before this committee on be-

half of the Securities Industry Association. I am also a director of
the Securities Industry Automation Corp., and the National Clear-
ing Corp. In my professional affiliation I am vice president and di-
rector of operations of Merrill Lynch, Pierce, Fenner & Smith, Inc.
Accompanying me today are Jay Chalmers, senior vice president of
Legg, Mason & Co., Inc. in Baltimore and chairman of the SIA's
operations committee, and Leon T. Kendall, SIA's president.

Senator, the SIA appreciates this opportunity to address itself on
behalf of its brokerage firm members to the proposals now before your
subcommittee on clearance and settlement of securities transactions.
In introducing S. 2058, Senator Williams said:
The first purpose of the bill is to create a system of regulation and decision-

making which extends to every facet of the securities handling process—cor-
porate issuers, transfer agents, clearing agencies and depositories. Only by
the creation of a central unifying authority in operational matters can paper
handling problems be squarely addressed.

We support S. 2058. We strongly urge Congress to act on the legis-
lation in this session, for its implementation can enhance materially
the ability of our industry to make sound decisions on operational is-
sues. It can serve to strengthen the performance of public securities
markets.
The nature of the operational problems which were visited upon

the securities business during the late 1960's has been well documented
during previous hearings before this subcommittee. Our purpose today
is not to add to that already extensive record. However, our testimony
would be incomplete if we did not set before you our judgments as
to the extent to which our industry has been successful in overcoming
these difficulties. We also wish to point out why further progress
and resolution of the operational challenge requires a coordinated and
modern regulatory apparatus capable of overseeing a fully integrated,
lower cost national securities processing network.
As SIA noted in May 1972 when it appeared before this committee,

the causes of the securities transaction processing problem were two-
fold: paper and the segmentation of the securities processing industry
itself.
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On the paper side, the documents and procedures in use during the
1960's were too old fashioned, too slow, too complex. They did not
permit the prompt, efficient handling of the enormous upsurge in
volume experienced during the bull market of the 1960's. Since the
late 1960's, when the problem was first identified, the brokerage com-
munity has made significant strides forward in its capacity to process
securities. Let me list just some of these improvements for you. (1)
Securities firms have upgraded significantly the caliber and capabili.
ties of the operations work force. Between 1966 and 1971, stock ex-
change firms added 2.3 operations and administrative-support person-
nel for each new saleman. The percentage increases were 52 percent in
the operational and support area versus a 37 percent gain for the sales
force. Training of supervisory and clerical personnel has been up-
graded markedly. Clerical turnover in New York City has been
reduced from 55 percent per year and more in 1968-70 to under 40
percent in mid-1972, and is markedly lower in many firms.
(2) Firms have modernized operating systems through major

investments in automation. A survey of seven large firms last year
revealed that their computer capacity has increased by 80 percent over
the level that existed in 1968. The number of programers employed
by these firms, a sign of the quality of such effort, has more than
doubled in the same period. Joint industry activities, such as the
NYSE's direct mail clearing facilities, the Midwest Service Bureau,
and the Pacific Clearing Corp. have provided expanded operational
capacity for most firms.
(3) The industry has created a series of new centralized facilities

designed to simplify the settlement of securities transactions and to
immobilize stock certificates.
(a) The Depository Trust Co. (formerly Central Certificate Service

of the New York Stock Exchange) has reduced the physical handling
of securities in transactions between brokers and is on the way to doing
the same in the settlement of transactions with banks.
(b) The National Clearing Corp. (NCC) , created by the NASD, is

producing needed improvements in processing of over-the-counter
securities.
(c) The New York and American Stock Exchanges merged their

stock clearing operations into the Securities Industry Automation
Corp. (SIAC) to eliminate duplication and standardize industry clear-
ing efforts.
(d) The SIA Securities Processing Committee, made up of repre-

sentatives of both national and regional firms, is at work on the goal
of a single, cost effective clearing and depository system.
(4) Reporting and internal control systems have been upgraded

materially throughout the industry, so management can be made
quickly cognizant of potential problems in the operational area.
(5) Interrelationships between banks and brokers in the processing

of securities transactions have been enhanced through a number of co-
operative programs. The Joint Industry Control Group has effected
improved EDP procedures in the receipt and delivery of securities,
transfers and dividends. The CUSIP numbering system with its
standard identification for securities is operative. BASIC contributed
a number of studies and recommendations that materially aided this
cooperative effort.

98-978 0 - 73 - 28
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(6) In the area of rulemaking, the SEC, the exchanges, and the
NASD, have made important changes in the interest of safeguarding
customers securities, as well as to streamline operational activities.
(a) The net capital rule of the New York Stock Exchange was

modified last year to reduce the maximum capital ratio and to pro-
vide an early warning system when a firm's ratio reaches 10 to 1. Also,
securities differences and aged dividend receivables produce a manda-
tory charge against capital, whereas previously there was discretion
in treating such items.
(b) SEC rules were adopted to require all firms to physically count

securities in their possession, at least quarterly. New rules on segrega-
tion of customers' funds and customers' securities were adopted.
(c) Rules required monthly reports to be submitted to the exchanges

and the NASD on operational performance, capital strength, and
profitability.
(d) In the over-the-counter area, the NASD has effected rules on

mandatory buyins of OTC securities and introduced new standards
through its National Clearing Corp.
The partial listings of firm and industry actions attached to this

statement as appendix A and B indicate that a great deal has been
done to upgrade operational facilities and to assure that the difficulties
which occurred in 1967 and 1968 will not be repeated. Our industry
today is able to handle with facility much higher volumes than it could
in 1968. Robert Gardiner, chairman of SIA, before the House Securi-
ties Subcommittee last year expressed the view that securities firms
were capable of handling without an operational jam daily trading
volume in a magnitude well above 20 million shares on the NYSE, 10
million on the AMEX, and 15 million in NASDAQ securities. This
would be nearly twice the volume that caused the industry to operate
on a 4-day trading week and under shortened hours in the late 1960's.
We believe his estimate continues to be a reasonable assessment of the
capacity of the operations side of our industry.
One cannot, however, make such a statement without some concern

for the current profitability problems of our industry. These improve-
ments have not occurred without the addition of new costs to securities
firms. These costs have been introduced in the interest of better cus-
tomer service. Furthermore, inflation over the past several years has
added to the burden on the operations and administrative budgets of
securities firms.
Thus, a great deal has been done to overcome the so-called paper-

work crisis. More can and should be done to solve problems in the
area of segmentation. Segmentation of the industry refers to the fact
that the clearance and settlement of every securities transaction de-
mands prompt and coordinated action by a number of different orga-
nizations, each functioning within the processing network. These
various participants include brokerage firms, banks, transfer agents,
depositories, the exchanges, public corporations, institutional investors,
and banknote printers.
This operational segmentation follows through to the regulatory

area as well. There are perhaps a dozen noncoordinated entities shar-
ing the regulatory responsibility for securities transaction processing.
None presently has the authority to exercise the leadership needed to
set the standards for successful modernization of our system for corn-
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pleting securities trades. There is a need to convert today's self-
limiting segmented system into a coordinated whole, into a modernized
unity consistent with the speed and efficiency being built into securities
processing by today's operations managers.
Turning to the specific legislation before this committee, we find

ourselves in agreement with the approach to the segmentation prob-
lem proposed in S. 2058. We believe it identifies the need to give a
single agency the primary responsibility over all organizations in the
clearance, 'transfer, and depository 'process and feel that the Securities
and Exchange Commission is the appropriate body to vest with such
responsibility. The SEC is already clearly identified in the public
mind as the primary body responsible for such efforts. S. 2058 also
balances the need for regulatory unity with the need for efficiency
which flows from allowing the various rules and regulations as they
apply to banking institutions to be administered through already
established lines of examination and enforcement via the Federal
Reserve, the Controller of the Currency, and the FDIC. However, we
must express some apprehension as to how the coordination of powers
given to banking authorities in the individual 50 States will work in
practice. We would hope that the outcome will be to enhance rather
than inhibit the early resolution of the segmentation question.
Section 17A of the bill deals with depositories and clearing units

under a single set of legislative provisions. It is imperative that the
main effort in the banking area be to get securities held by banks and
bank trust companies into a common depository with those held by
broker-dealers. Nothing in S. 2058 should deter the earliest possible
action here. The comments of BASIC strike us as a reasonable
approach to the depository issue and we would have no objection to
separate treatment for depositories. As to the ownership of deposi-
tories, we subscribe to the concept that they should be user-owned and
managed and not tied to stock exchanges. If such ties are necessary for
the time being as a matter of Sbate law, so be it, but let's not tie to that.
We do not necessarily regard the areas of clearance and depository as
a function of a particular securities market. It is the goal of SIA and
its member organizations to form a single central clearance and de-
pository system with potential for innut and 'access across the Nation.
Such a system is viewed as capable of serving all individual stock
exchanges as well as the OTC market.
Senate bill 2058 directs the SEC to take such steps as it can to

bring about elimination of the negotiable stock certificate as a means
of settlement among brokers. Immobilization of the stock certificate
is not only a desirable but an absolutely necessary objective of a mod-
ernized securities processing system.

Senate bill 2058 takes note of the fact that the practice of "street
name" registration, which serves many useful purposes, may also be
creating problems in communications between corporations and their
shareholders. A study and report by the SEC on this matter is cer-
tainly appropriate, but again we would urge that the Commission be
allowed sufficient time so that it can do its worleadequately.
We strongly support the proposal in S. 2058 which would prevent

the application of State and local transfer taxes simply because the
transfer is effected through the facilities of a clearing agency located
in the taxing jurisdiction. This provision would add materially to the
development of a truly national clearing and depository network.
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In closing, may I state that the Securities Industry Association
enthusiastically endorses the main objective of the legislation you are
considering here today. No group has a stronger interest in a modern-
ized efficient securities processing system than our brokerage members.
These organizations are the primary point of contact with the invest-
ing public. When in the past our individual or institutional customers
were beset by errors or delays because the system as a whole broke
down, our customer goodwill was injured. Brokerage firms must pay
the overtime, pay the cost of corrections, put up the extra capital, sub-
mit to the new rules and restrictions, pay for the operational experi-
ments, and repair the damaged public image inflicted on our industry.
The securities industry has done a great deal to improve its operational
capacity and performance. But, as we hope we have made clear, many
things need to be done that the industry cannot do entirely by itself.
Early action on this legislation will go a long way toward correcting
that situation.
[Appendixes A and B follow:]

APPENDIX A-OPERATIONAL IMPROVEMENTS AND PROCEDURES IMPLEMENTED
WITHIN SECURITIES FIRMS, 1966-73

Instituted operations training program:
In-house program.
Industry-wide orientation programs—SIA, NY Institute of Finance, others.
Supervisory seminars.
Executive management training.

Established internal audit departments.
Developed error control procedures.
Developed message switching and order match system.
Established operations control departments to alert senior management daily of
operations status.

Instituted daily monitoring of stock record, fails to receive and deliver, money
flows.

Installation of private voice and telex grade communications systems between
member firm operating units.

Increased use of uniform securities identification procedures.
Implementation of securities validation procedures.
Increased use of microfilming techniques for research of stock record differences,

transfers and the locations of securities.
Instituted daily credit department customer activity reports.
Developed branch operations checklists.
Upgraded physical security measures:

Screening of Incoming Visitors.
Badges.
Finger-printing.
Hiring of Security Professionals.

APPENDIX B—OPERATIONAL IMPROVEMENTS IMPLEMENTED BY MAJOR SECURITIES
INDUSTRY ORGANIZATIONS, 1966-73

American Stock Exchange ( ASE) :
Feedback and analysis of control statistics (FACS).
Joint regulatory report (NYSE & ASE).
North American Rockwell Report (Oct. 1969).

Banking and Securities Industry Committee (BASIC) :
CUSIP implementation.
Forms standardization (Transfer Instruction—Delivery Ticket—Compari-
son—Reclamation Form).

Comprehensive securities depository system.
Uniform stock transfer rejection form.
Uniform transfer requirements.
Uniform reclamation or rejection form.
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Depository Trust Company (Formerly CCS) :
Establishment of regional depositories.
Institutional delivery service (IDS).
Pre-authorized delivery quantity service (PDQ).
Collateral loan program.
Institutional PDQ.
Interface with other depositories.

New York Stock Exchange (NYSE) :
Adopted rule 387—(Timely Transmission of P&S Confirmation Data to

C.O.D. Customers).
Amended rule 201—(Good Delivery Rule).
Rule 496 (NYC Transfer Drops For Out of Town Banks).
Joint regulatory report (NYSE & ASE).
Customer complaint form.
Mandatory "buy-in" form.
Adopted rule 412 (Transfer of Customer Accounts Standardization).

National Clearing Corporation (NCC) :
Envelop delivery service.
Trade comparison.
Transfer service.
Bond trade comparison and clearance.
Intercity clearing.

Regional Exchanges:
Immobilization of stock certificates (book-entry).
Direct mail clearing.
Delivery of securities to financial institutions via National Clearing Corpora-

tion.
Continuous-net-settlement service.
Margin clearing accounts.
Locked-in-trades.
Transfer Agency Depository (TAD).
Free stock transfer service.
Facility management for National Clearing Corporation (NCC).
Institutional clearing programs.
Daily mark-to-the market.

Securities & Exchange Commission (SEC) :
Rule 17a-13: Require mandatory quarterly count of all securities held in

physical possession and the mandatory quarterly verification of all securi-
ties in:
a) Transfer.
b) In transit.
c) Borrowed.
d) Pledged.
e) Deposited.
f) Fail to receive.
g) Fail to deliver.

Rule 15C3-3: 1) Requires cash reserve formula. 2) Requirement to obtain
possession of securities sold for a customer within 10 business days after
settlement date. 3) Mandatory buy-in of short securities differences with
45 days after count or verification.

Securities Industry Automation Corporation (SIAC) :
National stock transfer service.
Dividend settlement clearance.
Broker originated window ticket (BOWT).
Correspondent delivery & collection service (CDCS).
Locked-in-trade (In Planning Stage).

Senator WILLIAMS. Thank you very much, Mr. Birk.
This, of course, is a statement that will be most useful to committee

members and, as we proceed in writing up this legislation, helpful
to the Members of the Senate when we go to the floor. It certainly
comes from high authority and it is a strong and persuasive statement.
I am impressed with the appendix A which describes the opera-

tional improvements and procedures implemented within the secur-
ities firms through the period 1966 to 1973, and even though you are
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on a wave of improvement you see that this legislation is still
necessary.
Mr. BIRK. That is correct.
Senator WILLIAMS. I appreciate it again.
I wonder, Mr. Birk, as an operations officer of an individual secur-

ities firm, could you describe for us the economic consequences of the
operational segmentation which as you have described as character-
izing the current status of the securities industry's paper processing
efforts and its regulation?
Mr. BIRK. Senator, are you referring to what might be saved, on

the cost—is that your question?
Senator WILLIAMS. Yes.
Mr. BIRK. We have given some thought to that question. Although

we do not have specific numbers, as the bill is proposed, which would
unify all the clearing and depository systems and would probably get
rid of the certificate between settlements on the Street, so to speak,
we can certainly see a 25- to 30-percent saving in the home office or
the back office expense, as a result of this kind of unifying action.
Mr. Chalmers, do you want to comment?
Mr. CHALMERS. I concur with Mr. Birk's judgment. Within the

home office itself we should have a saving of somewhere between 25 to
30 percent with the implementation of a single clearing and depository
facility.
Senator WILLIAMS. That is a significant percentage.
Mr. CHALMERS. Yes.
Mr. BIRK. One further point, we have been paying for the estab-

lishment and maintenance of as many as 12 or 13 different systems,
but perhaps more significantly, we have been paying rather dramatic
interest costs as a result of our inability to move securities promptly
due to segmentation. This is probably the most significant cost.
Senator WILLIAMS. Well, do you have anything further? Thank

you very much, gentlemen.
[Discussion off the record.]
Senator WILLIAMS. We shall reconvene here with the statement and

appearance of Mr. Bernard O'Connor, president of U.S. Banknote
Corp.
Mr. O'CoNicoR. I am senior vice president, not president.
Senator WILLIAMS. All right.

STATEMENT OF BERNARD O'CONNOR, SENIOR VICE PRESIDENT,
U.S. BANKNOTE CORP., ACCOMPANIED BY WILLIAM J. VANDEN
HEUVEL, COUNSEL

Mr. O'CoNNoR. This is Mr. William Vanden Heuvel, my codirector.
Senator WILLIAMS. Very nice to have you. The forum is yours, sir.
Mr. O'CoNNoR. Senator, we would like to talk about certain aspects

of S. 2058, particularly in connection with the SEC taking steps
to bring about the elimination of the negotiable stock certificate as a
means of settlement among: brokers or dealers of transactions consum-
mated on national securities exchanges or by means of instrumentali-
ties of interstate commerce, the study and investigation of so-called
street-name registration problem; and the empowering the SEC to
prescribe the form or format of the stock certificate.
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While we do not object to the overall goal of this proposed legisla-
tion, we do wish to call attention to segments which could adversely
affect the investor.
I will subsequently, in my testimony, discuss measures that are nec-

essary to protect the individual investor.
We last appeared before your subcommittee on September 30, 1971.

At that time we pointed out that the stock certificate, a readily nego-
tiable instrument, is a permanent authentic detailed record of share-
holder ownership. Today we reaffirm that position.
An investor having the stock certificate need not be concerned if

his broker fails or even if any computer fails. He is assured of receiv-
ing—directly from the issuing corporation—all communications in-
cluding those required by the SEC. A recent article in the New York
Times touched on other reasons why the stock certificate is desirable—
the pride of possession—using stock for collateral.
Many brokers urge their customers to take delivery so the brokers

can avoid the responsibility of dividends, proxies, safe storage, and
monthly statements.
The distrust because of continuing failures and threats of failures

in the street is heightened just by reading the newspapers. For ex-
ample, the Wall Street Journal reported on June 11, 1.973, that, as an
aftermath of the Weis securities fiasco, the SEC met privately with
exchange officials to review the exchange's surveillance program (or
early warning system). A SEC enforcement official was quoted as
saying, "If you've got fraudulent statements, I guess a guy can beat
the system."

This meeting wasn't an alarmist step indicating any failure of the
exchange's early warning system. Eleven days later, on June 22, 1972,
the New York Times reported that "Nine member firms have been
placed under special, intensive surveillance by the New York Stock
Exchange because of financial difficulties and some of them probably
will have to be liquidated" according to a big board official. These nine
firms were among 68 member firms that had been placed on the early
warning list.
In the same article it was reported that one member firm allegedly

spread false rumors about another member firm's financial condition.
This environment demands the protection of the small investor—

not with SIPC, but with his stock certificate.
(2) In 1971 we pointed out the vulnerability of the computer, par-

ticularly in two areas: fraud and manipulation. I suppose this point
could be currently confirmed just by equity funding. However, now
some 140 cases of computer abuse have been documented by a specialist
in computer-related crime. These cases included vote fraud, manipu-
lation for profit, manipulation for theft of services, theft of confiden-
tial information, and vandalism. The perpetrators or suspects were a
policeman claims and welfare employees, private citizen, elected offi-
cial, and electronic data processing employees. Interestingly, not one
computer abuse was discovered through routine audits or checkups.
Every time, the guilty party was uncovered through some chance
event—like the teller for a savings bank in New York charged with
embezzling $1,500,000. He was dicovered when police raided a book-
making operation and found his name as a $30,000-a-day bettor.
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(3) In our previous appearance here we pointed out that the deposi-
tory concept as well as the proposed certificateless society poses seri-
ous problems.
One involves street name layering superimposed on the present

nominee practice. This will further remove and alienate the investor
from the corporation (or corporations) in which he owns stock, and
make a mockery of shareholder democracy. This problem, acknowl-
edged in your proposed legislation requiring a study by the SEC,
makes the retention of the stock certificate increasingly important.
(4) In 1971 we proposed, as a feasible and sensible intermediate

paperwork system, the adoption of a man and machine readable stock
certificate—readable by means of optical scanning—together with
standardization of supplementary forms involved in the stock proc-
essing procedure. It is interesting to note that the New York Deposi-
tory now is using the optical scanning technique for the control and
movement of stock certificates in its possession.
As we emphasized before—and our viewpoint applies more so to-

day—in any of the studies relating to the securities industry problems
there has been little if any, representation by corporations or the aver-
age shareholder. lieeently, at the initiative of the American Stock
Exchange Listed Company Advisory Committee, corporations have
organized to make known their concern about the withdrawal of the
small investor from the marketplace the ever-shrinking number of
stockholders, the liquidity of the stockmarket, and the drying up of
the new issue market.
The fact is that in this intervening period the market has been in-

active—small investors have looked elsewhere and the new issue mar-
ket is at its lowest ebb for many years.
The small investor unfortunately has no organized representation

and while many reasons are given for his absence from the market the
'fact remains that he has deserted it.
The exchanges and some member firms are developing public rela-

tions programs to bring him back.
In this connection, let me quote a few pertinent excerpts from a

recent study on small investors conducted for the New York Stock
Exchange. The study points out, among other fadts, that small in-
veStors tend to view the securities industry with an air of caution par-
ticularly in regard to the industry's financial stability—two-thirds feel
that their stock certificates are safer in their own hands than in their
brokers' custody.
We strongly suggest that one way to bring the small investor back is

to assure him that he will receive his evidence of proprietary owner-
ship, the stock certificate, and not be at the mercy of irresponsible bro-
kers And computers. Computers have yet to convince us that they are
fraud proof.
Speaking directly to your proposed legislation:
(1) You direct the SEC to bring about the elimination of the stock

certificate as a means of settlement in brokers or dealers transactions.
Your introductory statement to the legislation says that this provision
would in no way preclude the individual shareholders from demanding
and receiving certificates as proof of ownership of the shares. This
legislation, in our opinion, falls short in one important aspect. The leg-
islation must spell out the automatic right of the investor to receive his
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stock certificate. I respectfully submit that such language must be a
part of any legislation that is ultimately developed.
The reasons are real. Under the provision related to the elimination

of certificates in broker or dealer transactions, the investor will be
induced not to take his stock certificate, particularly by those broker-
dealers who become members of depositories. If this be so, then this
legislation will be misused to accomplish the immediate transition to
a certificateless society. In reality, the selling investor will give up his
certificate for cancellation and the buying investor will be induced to
leave his stock with his broker. So the "street" will be able, unless spe-
cifically regulated, to effect by indirection what obviously is not in-
tended by your proposed legislation. This is similar to the use of tax
loophole laws for benefits beyond which they were intended at the
time of passage.
Our other objection is to the word "demand." It doesn't clearly iden-

tify the mechanics by which the investor makes his demand. More
importantly, why does he have to demand? Certainly much legislation
has been passed to protect the consumer—even against himself.
Our position is clear—the investor must be protected like any other

consumer in his inherent right to receive, promptly, whatever he
purchases.
Failure to provide this protection to the public will cause the same

relative chaos that occurred in the 1969-70 era when the SEC was
inundated with complaints of individuals demanding their stock
certificates.
(2) Your proposed legislation authorizes the SEC to make a study

of street name registrations. This important study should be com-
pleted before a final decision is made relative to the elimination of
certificates in broker-dealer transactions. We make this suggestion
because the study will delve into the very heart of corporate-stock-
holder communications gap, which is seriously affected because of
street name registrations.
(3) Another provision of your proposed legislation requires that

securities be in a form or with a format as prescribed by the SEC. In
our opinion the SEC has long had the right to develop the form or
format of the stock certificate. The history over recent years has indi-
cated their all-too-ready acceptance of the punchcards, which proved
unworkable. Later, under Commissioner Casey, the SEC readily en-
dorsed the total certificateless society.
A very current development—and I don't know, Senator, whether

your subcommittee or the SEC are aware of this next point: A very
current development is the use of the single denomination certificate
which today is actually being used, on a pilot basis, despite a critical,
objective report that it is extremely vulnerable to alteration by fraud
artists. Therefore, we suggest that any further development in the
form or format of the stock certificate be required to be reported by
the SEC to your committee prior to adoption—in the public interest.
We, of course, will make our proposals directly to the SEC at the
proper time.
We feel that your proposed legislation is an honest attempt to at-

tain your objective in an orderly fashion, through long-range, well-
conceived planning. However, we feel very strongly that in planning
for the future you cannot ignore what will happen tomorrow.
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Many significant contributions could be made now for over 30 mil-
lion constituents who will be affected by your legislation. We urge the
adoption of our proposal that investors be given the legislative right
to receive their stock certificates without demanding them.
Your bill authorizes the SEC to straighten out the securities indus-

try. But while this is going on, the Commission should be subject to an-
other mandate—protecting the rights of investors, particularly the
small investors. Increased concern for them should ultimately result in
decreased apathy they now manifest toward the "Street."
In essence, we are requesting that you insure your concern for the in-

dividual investor by guaranteeing him protection in the legislation.
Thank you very much for your kind attention.
Senator WILLIAMS. Well, we appreciate your statement, Mr. O'Con-

nor. I'll tell you, I have to leave. There is a vote in progress, one that is
important to some of my other work.
You are familiar with how we handled the stock certificate in terms

of the individual investor last year?
Mr. O'CONNOR. That is correct.
Senator WILLIAMS. And we still subscribe to that principle. We did

in that bill and we do in this bill allow individual investors to hold
certificates. We certainly will include it in our report, unless the bill
language is changed, that might in terms of an option. You put it in
terms of a mandate, however, a mandate that the investor must get
his certificate.
Mr. O'CoNNoR. Yes. In that connection, we strongly feel while your

introduction covers the point of demand and receive, the legislation
does not; and therefore, you have what I analogize as a tax loophole
situation. I can see and virtually predict that there will be misuse now
even though your legislation requires further legislation for ultimate
elimination. You ask the SEC for recommendations, if any, for fur-
ther legislation to ultimately eliminate the stock certificate, if I under-
stand it correctly.

Senator WILLIAMS. Well, yes, in the broker-dealer transaction. That
is a significant link. The bill says: "To bring about elimination of the
stock certificate by means of a settlement among brokers or dealers in
transactions consummated on national securities exchanges."
Mr. O'CorrNoR. Your last subparagraph has words to the effect "and

recommendations, if any, for further legislation to eliminate the stock
certificates."

Senator WILLIAMS. As a means of settlement, yes, and the last sen-
tence, "recommendations, if any, for further legislation"—another
step—"to eliminate the stock certificate." I certainly agree with you
that the "street name" study should antedate any conclusions here, no
doubt about that. I wish we could discuss this further but this vote is
one that I have to make. Thank you very much.

r Recess]
Senator WILLIAMS. Mr. Peter Del Col, president of Bradford Com-

puter & Systems, Inc. We are pleased to have you.



439

STATEMENT OF PETER DEL COL, PRESIDENT, BRADFORD COMPUTER
& SYSTEMS, INC., ACCOMPANIED BY LLEWELLYN P. YOUNG, VICE
PRESIDENT AND COUNSEL

Mr. DEL COL. Mr. Chairman, I am president of Bradford Computer
& Systems and with me today is Llew Young, vice president and coun-
sel of Bradford. I would like to take a minute and explain what Brad-
ford does and why it is vitally interested in this legislation. Bradford
began operations in February of 1968. In the first 11 months of its
existence it had revenues of under $1 million. At the present time, its
rate of annual revenues is well over $40 million. This pattern of growth
tells a great deal about what has happened in securities processing
during these years. Bradford, through a number of joint ventures with
major banks, is among other things the largest transfer agent in the
world. It services some 1,200 corporations and their approximately 6
million shareholders, including some 1 million mutual fund share-
holder accounts.
Bradford entered securities processing through the servicing of mu-

tual fund shareholders. It was 1969, and many transfer agents were
having serious difficulties with their mutual fund shareholder serv-
icing. The books of the funds were out of proof, shareholders were
plagued with errors and delays, and the transfer agent business was
showing large losses. The small shareholder, who couldn't get delivery
of his shares, was the first victim of the paper crunch. Bradford
stepped in with its newly formed subsidiary, Bradford Mutual Fund
Services, Inc., and took over the shareholder servicing for a handful
of funds. It was a success from the start, and today Bradford services
some 45 funds. The reasons for its success are several. First, it devel-
oped an excellent computer-clerical operating system. Second, it was
staffed with dedicated, enthusiastic people. Lastly, it did the share-
holder servicing on the simplest machines that would do the job, at
centers dedicated solely to shareholder servicing. It was a professional
performance. Many banks, on the other hand, had treated shareholder
servicing as a stepchild, to be done on the banks' gigantic computer
complexes only after all of the other and more profitable banking
matters had been attended to. Bradford had only one matter to attend
to—shareholder servicing.
In 1971 Bradford entered stock transfer for commercial companies

with another subsidiary, owned largely by it and partly by Marine
Midland Bank. This subsidiary took over the corporate agency divi-
sion of Marine Midland, including that division's personnel. Marine
Midland remained the named transfer agent, but Bradford did the
actual work.
This joint venture with Marine Midland was followed in March of

1972 by a similar arrangement with Bankers Trust Co. In December
1972 a similar arrangement was made with Franklin National Bank.
Most recently, in April of this year, a similar arrangement was made
with Mellon Bank in Pittsburgh. In connection with each bank, Brad-
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ford operates a facility dedicated entirely to stock transfer. At one
of these facilities Bradford took over a stock transfer department that
was servicing 725,000 shareholder accounts with close to 500 employees.
At the present time this facility services 1,400,000 shareholder accounts
with less than 250 employees.
' The chief reason for Bradford's success in stock transfer operations
is that it provides all shareholders with complete shareholder services.
This is the same small shareholder that the industry has been prone
to forget in the past few years, and who recently has begun to forget
the industry. A transfer agent can and should do much more than
just transfer stock. Bradford is gradually becoming a shareholder
servicing agent. It is providing, and planning to provide, individual
shareholders with a number of important services which the securi-
ties industry, as it is currently constituted, has found unfeasible or
uneconomic. These services include investment of dividends and cash
payments for individual shareholders through bulk purchases; custody
safekeeping in the form of certificateless book-shares, regardless of the
size of the individual shareholding; gradual liquidation and syste-
matic withdrawal of proceeds of sale for retirement or other purposes;
and direct book-share transfers through debit/credit entries without
certificate issuance—unless requested.
Because of the severe back-office crisis, the last few years have seen

accelerated attempts to modernize the system of buying and selling
securities and delivering certificates. Particularly to brokerage houses
and banks which execute large trades, it has become clear that the
financial risks involved in long delays in getting certificates out of
some transfer agents could not continue. Some other safe entity had
to be created in which existing certificates could be warehoused under
one name and transfers among the warehousers—more properly, set-
tlements—accomplished by bookkeeping entries of debits and credits—
very much like the wheeling from one cage to another of the gold bars
in the mythical balance of payments room of the Federal Reserve.
But 2 years ago the only entity legally able to run a depository,

warehouse was a stock exchange, through a subsidiary called a clear-
ing corporation under a State's Uniform Commercial Code. While
brokerage houses could use that warehouse, banks were unwilling to
relinquish custody of their enormous security holdings to a depository
over which they had no control and no part of the action. So the
securities and banking industry pushed for amendments to the Uni-
form Commercial Code in various States—and have in part suc-
ceeded—to allow banks and certain other regulated industries—insur-
ance companies and mutual funds—which hold large blocks of
securities to run the warehouses in connection with the stock exchanges.
Under the pressures of their own immediate needs and the desire

to get a quick handle on part of the problem, the use of the warehouse
was limited exclusively to owners of stock of the warehouse corpo-
ration—not everyone is eligible. In fact, over 30 million shareholders
are not eligible. And the actual custody of the certificates will largely
be farmed out to the bank owners of the warehouse—a piece of the
action. All that this means is that certain institutions store in a central
warehouse stock certificates held in their own or nominee name.
There was no time 2 years ago to think of the individual stockholder

who has the identical interest in avoiding delays, loss and theft of
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his smaller certificate. And there was no time then to think beyond
storage to the elimination of stock certificates. This committee must
pause over the interests of the small stockholder and give him the same
options that the warehouse gives to financial institutions, and perhaps
more. It is essential to analyze the securities industry, not by add-ons
to the traditional ways that transfer agents and brokers handle secu-
rities, but from an objective viewpoint of what is the most efficient
and cheapest way to accomplish securities processing and transfer
and at the same time to protect and involve the small investor. The
depository warehouse is only the first step down that road; the next
is contained in our comments on the current legislation.

Against this background, let me explain Bradford's reaction to
S. 2058. Bradford strongly supports the registration and regulation
of transfer agents and clearing agencies. It asks only that the regula-
tion be consistent and that it be uniformly enforced and applied
across the board to all engaged in securities processing, including
banks and their subsidiaries, companies doing their own recordkeep-
ing, professional independent transfer agents, stock exchange subsid-
iaries, and brokerage houses and their subsidiaries in the securities
clearing business.
In one respect, Bradford believes that S. 2058 in its present form

falls short of its goal, "to provide for the development of an integrated
national system for the prompt and accurate processing and settle-
ment of securities transactions."
Let me illustrate my point by telling you that at each of Bradford's

stock transfer facilities the largest account by far is an anonymous
account that goes by the name of CEDE & Co. As you know, CEDE is
the nominee name for the Depository Trust Co.—hereinafter called
DTC—formerly known as the Central Certificate Service, Inc. These
CEDE accounts are getting bigger every day. This bill seems primarily
designed to implement one or more DTC's to facilitate securities settle-
ments between brokers. Bradford believes this is not enough. The small
shareholder should also be served. While DTC may facilitate—at con-
siderable expense, I might add—the settlement of securities transac-
tions as between brokers, it does little to stem the flow of paper stock
certificates among investors. We as a transfer agent are constantly
peeling shares from a big CEDE jumbo certificate and giving DTC
the change, or adding shares to a CEDE certificate and giving DTC
a superjumbo. After all, a securities transaction results in the transfer
of a security from one investor's portfolio to another investor's port-
folio. So long as these portfolios take the form of the stock certificates,
we still have the paperwork blizzard with all of the real or potential
errors, delays, and expense that are involved.
The transfer agent has a unique potential capacity to solve this prob-

lem through the use of book shares and book-share transfers. The
transfer agent and its records are at the heart of the flow of securities.
With book-share transfers, no paper stock certificates are involved
unless the shareholder insists. Transfers are executed through debit
and credit entries on the transfer agent's books. With street name and
nominee name certificates, the real flesh-and-blood shareholders are
getting more and more remote from the corporations which they own.
This book-share approach to recordkeeping will assist materially in
bringing the corporation and its owners together.
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Book shares are not a novelty. Most of the more than 8 million share-
holders of mutual funds do not have certificates unless they specifically
request them. Bradford estimates that over 1 million shareholders are
currently availing themselves of dividend reinvestment and cash pay-
ment plans that utilize book shares rather than certificates. This is one
reason why these plans can be operated so inexpensively and accurately.
DTC uses book shares and makes book-share transfers for brokers, but
not for investors. Securities held by brokers for customer are book
shares—except that they are on the broker's books, not the corporation's
books. If transferred agents whose procedures and records meet the
standards contemplated by S. 2058 are empowered to transfer shares
on their records through the use of book-share entries, a vast amount
of paperwork and errors and expense and delays can be eliminated.
The legislation in its present form perpetuates the preoccupation

with broker-dealer settlements and does not make provision for the
needs of the average individual investor. In Bradford's view, S. 2058
should be amended in such a manner as to provide the individual in-
vestor with a securities processing system offering him the same oppor-
tunities and advantages that DTC offers to the professionals.
Annexed to my statement is an appendix setting forth the language

of the amendments that Bradford recommends. Simply stated, the
amendments would authorize a transfer agent to maintain a system
to effect the transfer, loan, or pledge of securities without the physical
delivery of securities certificates, by means of appropriate entries on
its books. This is precisely the system now maintained by DTC for
brokers and institutions. Each broker has a book-share account with
DTC. As part of the settlement of a securities transaction, DTC trans-
fers shares from one broker's account to another broker's account.
Physical certificates do not change hands.
-Under the amendments that Bradford proposes the transfer agent

would provide a similar system for the individual shareholder. Each
shareholder now has an account with the transfer agent showing the
certificates in his name and the number of shares. Instead of issuing
a new certificate and canceling an old certificate each time securities
are to be transferred—as is done now—the transfer agent would sim-
ply credit one shareholder account and debit another shareholder ac-
count. No certificate would be issued unless it were requested.
For example, if the investor's holdings were in book-share form,

upon their sale by him they could be transferred directly to the ac-
count of the purchaser on the transfer agent's books. In the case of
settlements between brokers, shares could be transferred by book en-
tries either directly from one broker's account to another broker's ac-
count with the transfer agent or to and from a DTC account with the
transfer agent. There would be no need for a vast paper flow into and
out of jumbo certificates, with documents froing through many hands
and each time multiplying the opportunities for error and increasing
the time and expense of a transfer.
Small investors need this service as much as the banks, brokers, and

institutions. Certificates can be lost, mutilated, or stolen. The small
investor cannot afford a custody account with a bank—but he could
afford a book-share custody account with his transfer agent. The small
investor is reluctant to trust his certificates to his broker for safe-
keeping—but book shares with his transfer agent are safe.
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Bradford does not suggest that book-share transfers by transfer
agents should be a substitute for DTC. It recommends them as a sup-
plement to DTC. The present jumbo certificates could be replaced by
book-share accounts with the transfer agent in the name of DTC.
Broker-dealer settlements would continue to be made by DTC as in the
past. The only difference is that the flow of certificates to and from
DTC and the transfer agents would cease.

Bradford feels that future securities processing should not be
structured in such a way as to confine it to the hands of a few major
bureaucratic institutions. The average investor should not be saddled
with the all or nothing risks of a single clearing system. When such
a monopolistic clearing system made a mistake, it would have to be a
beauty. The path should be kept open for private enterprise and the
spirit of competition. Bradford as a transfer agent is prepared to ef-
fect book-share transfers in the manner that I have described the
minute that a bill authorizing it becomes law. It is equipped to do so
today.

Bradford's proposed amendments do not require transfer agents to
effect securities transfers through book-share recordkeeping. They
only permit them to do this. The proposed amendments do not legis-
late the elimination of the stock certificate—they merely establish the
machinery for their eventual elimination, and in the meanwhile any
shareholder who wants a stock certificate will get it.
[Appendix follows:]

APPENDIX

PROPOSED AMENDMENTS TO S. 2050

Insert after Section 17B (a) (3), line 11 of Page 23, the following:

" (4 ) Any transfer agent registered in accordance with this section shall, subject
to such rules and regulations as the Commission may prescribe as necessary or
appropriate, have the right to maintain a system either directly or through
one or more affiliates to effect the transfer, loan or pledge of securities without
the physical delivery of securities certificates by means of appropriate entries
on its books, and any such transfer, loan or pledge shall have the same legel
force and effect as if the same were carried out by a clearing agency or clearing
corporation acting pursuant to applicable state law."

Delete the second "and" in line 21 of page 22.
Delete period in line 16 of page 22 and insert:
"and the maintenance of a system for effecting a transfer, loan or pledge of
securities by bookkeeping entry."

Delete "or" in line 25 of page 3. Delete period after "securities" in line 25 of
page 3 and insert:

"or (E) maintaining data processing or other bookkeeping records of hold-
ers of such securities and a system for effecting the transfer, loan or pledge
of such securities without the physical delivery of securities certificates by
means of appropriate entries on its books."

Senator WILLIAMS. Thank you very much, Mr. Del Col. You cer-
tainly have come into a tangled business with a very efficient system
of meeting a pa'rticular need in the securities industry.
Mr. DEL COL. Thank you.
Senator WILLIAMS. When did we last talk? Was that last year or

the year before?
Mr. DEL COL. About 2 months ago.
'Senator WILLIAMS. Was it that—it seems like 2 years ago. A lot has

happened. Let me ask you, where is your business operation?
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Mr. DEL COL. We have facilities in New York City, in Manhattan.
We have three facilities operating in Manhattan in separate locations.
We have one facility operating in Pittsburgh and we have two facili-
ties operating in Boston.
As a matter of corporate philosophy, we believe that small decen-

tralized computer clerical operations are more profitable to manage
and easier to manage than one huge centralized mass of clerks.
Senator WILLIAMS. Now, Mr. Bevis was talking about the depository

transfer operation. You are talking about the same thing, aren't you?
Mr. DEL COL. Yes, sir. He used the term TAD.
Senator WILLIAMS. Have you seen his study?
Mr. DEL COL. No. I haven't seen his study or his "White Paper." It

was a couple years before we became actively involved in this parti-
cular concept.

iSenator WILLIAMS. I, of course, haven't seen it. He submitted it to
us. We have it now in our records just as of this morning. I got the
impression that he thought that this particular way station will be
unnecessary if certain other things happen.
Mr. DEL COL. I disagree with him.
Senator WILLIAMS. Did you get from his statement this morning

that he thought perhaps it should not be an operative method?
STAFF. No; I thought his point was that the TAD was not an alter-

native to—
Senator WILLIAMS. Of the comprehensive depository?
STAFF. Right. The transfer depository in BASIC's view is not really

an alternative to the comprehensive depository.
Mr. DEL COL. My statement is identical in that respect, Senator. We

are not suggesting it as a substitute for, but we just think that if a
transfer agent were also—under the supervision of the SEC or the
proper banking authorities—were also able to act as a depository, you
would go a step further towards the ultimate objectives of the bill.
Senator WILLIAMS. Let me ask you this, and perhaps your attorney,

too, could come in at this point. Just how varied are the corporate
laws of the States with respect to the issuance and use of stock cer-
tificates? As varied as the number of States?
Mr. YOUNG. Senator, they are pretty much all governed by the Uni-

form Commercial Code, UCC, and to the extent that it is uniform
they are all pretty much the same. Of course, court interpretation
is sometimes very different in various jurisdictions.

Senator WILLIAMS. Now, how would you approach the book-share
on this part of our problem—how does this relate to State law which
in so many cases is uniform?
Mr. YOUNG. I think there is at least some doubt as to whether

today you can effect a legal transfer and have a holder in due course
and all the other benefits that flow from the language of the Uniform
Commercial Code unless you do go through the motions at least of
issuing a certificate. Now, opinions differ on that but in this area we
thought it best to recommend the type of amendments which we have
recommended to clarify any possible ambiguity.
Mr. DEL COL. The amendments which the CCS at the time obtained

in each of the State's Uniform Commercial Codes was an amendment
which gave to banks, insurance companies, and funds all the benefits
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of the Uniform Commercial Code, to have book-share transfers in a
depository. I don't know how many States, but many States.
We are suggesting that the transfer agent also have the power of

a depository to make book-share transfers without actually issuing
a certificate.
Right now, if a shareholder—and we have some shareholders—

wishes to send his stock to me for deposit, I will give him in effect
the equivalent of an inexpensive custody account from a bank point
of view. It doesn't cost him anything. However, if he then wishes to
sell that stock, I have to issue the stock again in his name and then
he delivers the stock to the broker and the broker sends it back to
me and then I cancel it and issue it in the broker's name and we have
gone through a lot of paper for what could have been just the book-
keeping entry, and that is the essence of the transfer agent's deposi-
tory, the bookkeeping entry concept.

Senator WILLIAMS. And you are asking that this Federal legislation
preempt this area of State law?
Mr. DEL COL. No.
Mr. YOUNG. We think that in this area—I wouldn't go so far as

to call it preemption because I think the fact that the States have in
effect adopted book-shares for clearing corporations of the type of
Depository Trust Co. indicates the flow of State law, the thinking of
the State legislatures in this area. So I don't think this would be
inconsistent with that trend.

Senator WILLIAMS. What you are asking is that Federal law be
really permissive in a sense?
Mr. YOUNG. That is correct.
Mr. DEL COL. Yes.
Senator WILLIAMS. And you don't see that in the legislation as

it is?
Mr. YOUNG. That we don't see, Senator.
Mr. DEL COL. It keeps referring to a depository and defining a

depository as the Depository Trust Co., and all we are asking is that
the power of a transfer agent be expanded somewhat to include trans-
fer agent book-share transfers.

Senator WILLIAMS. The Uniform Commercial Code now recognizes
this approach; right?
Mr. DEL COL. The book-share transfers in the case of a depository.
Senator WILLIAMS. And if accepted by the States you can operate?
Mr. DEL COL. Yes, sir.
Senator WILLIAMS. Under the book-share approach?
Mr. DEL COL. Yes, sir.
Senator WILLIAMS. You don't know how many States have done

this?
Mr. YOUNG. I have no idea, Senator.
Mr. DEL COL. But the impetus is coming from the groups that are

pushing the depository trust companies.
Senator WILLIAMS. I am still not quite clear. Even then it doesn't

reach the transfer agent, does it?
Mr. DEL COL. Because no one has ever thought of a transfer agent

as a kind of depository before. It is a definitional problem, Senator. We
feel that the transfer agent can provide some services and we feel that
they can provide these services to individual investors, the same kind

98-978 0 - 73 - 29
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of service that the Depository Trust Co. provides the brokerage com-
munity or the institutional investor. In order to do that, we would
like to be classified as in the nature of a depository, not because we are
a depository, but because the legislation in the Uniform Commercial
Code as it is currently written states that a depository may make book-
share transfers.

Senator WILLIAMS. Now, who would you like to evaluate your char-
acter, the SEC or the Federal Reserve?
Mr. DEL COL. Bradford also has a subsidiary called the Bradford

Trust Co. I'm afraid if this is passed everybody will be evaluating our
character. I don't see how we are not going to be evaluated by every
category.

Senator WILLIAMS. Now, quite frankly, your activity seems to me out
of character with our general approach here of logical authority with-
in the SEC to find the operationally best ways. That's what we are
trying to do. We don't tell people how the new systems are to operate
or even describe the new systems, but we give the SEC the authority
to lead this industry into operationally effective and efficient systems.
Mr. DEL COL. Yesterday, I believe, Senator, the SEC endorsed this

as a concept for improving securities processing and as a step toward
the objective of the bill, and you asked them if they were suggesting
any proposed amendments to the legislation to meet this thing and
they said that Bradford would suggest the legislation—the amend-
ments to the legislation tomorrow.
Senator WILLIAMS. Yes, that's true. Now, we will have to get their

comments for our record on this.
Mr. DEL COL. We just feel that this is another approach which will

be of some benefit, which will, of course, have to be regulated and will
have to come under the overall scheme of things as the SEC sees it,
but we just don't want it precluded in the legislation and we think it
would be precluded inadverently unless it is specifically mentioned.
There are a lot of services that could be offered to the individual share-
holder if you could keep the certificates. There may be smaller institu-
tions which do not wish to join the depository as it's constituted who
may wish just to deposit their shares with the transfer agent. They may
want to do both.
Senator WILLIAMS. When you say "institutions," who do you mean?
Mr. DEL COL. A brokerage house.
Senator WILLIAMS. Thank you, gentlemen. This concludes these

hearings.
[Whereupon, at 12:30 p.m., the hearing was adjourned.]
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The Honorable Harrison A. Williams, Jr.
Room 352
Russell Senate Office Building
Washington, D.C.

RE: S. 2058-To Amend The Securities Exchange Act
Of 1934 To Provide For The Regulation Of
Clearing Agencies And Transfer Agents, And
For Other Purposes 

Dear Senator Williams:

The Conference of State Bank Supervisors (CSBS) is
pleased to have the opportunity to express its views
regarding S. 2058 which is now being considered by the
Senate Securities Subcommittee. This bill, which
extends to virtually all aspects of the securities
handling system - corporate issuers, transfer agents,
and depositories serving clearing agency functions,
seeks to prevent a recurrence of the financial and
operational problems which plagued the securities
industry during 1968-1972 forcing a large number of
broker-dealers into liquidation and causing considerable
financial loss to customers of the securities markets.

The CSBS congratulates the Subcommittee for its
efforts to provide for the development of a highly
efficient, coordinated system for the prompt and
accurate processing and settlement of securities
transactions. We concur with the comments made by
you at the time of introducing S. 2058 that the bank
regulatory agencies must play a major role in the
development of such a clearing system for securities
transactions. The CSBS, whose regular members are
the primary regulators of the nation's approximately
9000 state-chartered banks, is committed to assuring
that the financial institutions under state supervision
carry out any function in a securities clearing system
approved by Congress in a manner consistent with sound
banking practices.

1015 EIGHTEENTH STREET, N.W. • WASHINGTON, D.C. 20036 • (202) 296-2840



The Cogference desires to comment specifically
on those sections of S. 2058 that pertain to banks
functioning as transfer agents and deal with "clearing
agencies," which term includes depositories designed
to immobilize as many stock certificates as possible
in securities transactions.

Banks for many years have served as transfer
agents for corporations, and their transfer functions
have been supervised by the appropriate federal bank
regulatory agencies and by state banking departments.
It is only recently, however, that we have seen financial
institutions playing a role as depositories for collect-
ing and immobilizing stock certificates in the clearing
and settlement of securities transactions. There are
today three of these regional depositories. The
Depository Trust Company, a limited purpose trust
company operating under New York State law, is primarily
regulated by the New York State Banking Department, with
membership in the Federal Reserve System. Depository is
now fully operational. The Midwest Securities Trust
Company is also functioning as a depository under state
charter and the Pacific Securities Depository is moving
forward in its operational efforts.

Under S. 2058 the Securities and Exchange Commission
is the primary regulatory agency for all clearing agencies,
but examination and enforcement responsibilities are
delegated to the appropriate Federal bank regulatory
body for those clearing agencies which fall within
their respective jurisdictions - the Comptroller of
the Currency with respect to national banks, the
Federal Reserve System with respect to State member
banks, the FDIC with respect to State nonmember banks,
and the SEC with regard to all other clearing agencies.

The bill contains provisions designed to assure
cooperation among the appropriate Federal bank regula-
tory agencies. As you pointed out in introducing this
bill, through such cooperation the bill seeks to avoid
duplicate oversight by the agencies regulating and
enforcing compliance by clearing establishments.

In line with the above, of particular interest
are the provisions of S. 2058 appearing on page 21
which state:



449

"Nothing in this section shall impair

the authority of any State banking
authority or other State or Federal

authority having jurisdiction over a

person registered as a clearing agency

from making or enforcing rules govern-

ing such person which are not inconsis-

tent with this section or any rules or

regulations promulgated hereunder."

CSBS considers the above provision to be highly

desirable. It is believed, however, that to be truly

meaningful and effective, the objective of avoiding

unnecessary and duplicate regulatory oversight must

embrace not only the appropriate federal regulatory

agencies, but extend to cooperation between these

agencies and the State banking departments as well.

Only in this manner can such unnecessary and dupli-

cate oversight, with its attendant undue burdens on

financial institutions functioning as clearing agencies

be fully avoided. For this reason CSBS believes that

the following language should be added to the above-

mentioned provision:

The Commission and the Federal bank

agencies enumerated in Section 3(a)

(25) shall take into consideration

with regard to their compliance and

enforcement activities, any program
of examination and enforcement carried

out by a State banking authority to

insure compliance by financial insti-

tutions with the provisions of this

section and the rules and regulations

promulgated thereunder and shall seek

as an objective the avoidance of duplicate

regulatory oversight and undue burden

upon financial institutions serving

as clearing agencies.

The wording suggested above as an addition to the

language presently in S. 2058 is similar to that contai
ned

in S. 3412 which was introduced March 23, 1972, by Se
nators

Bennett, Tower and you at the request of the Securiti
es

and Exchange Commission.1/ S. 3412 was one of several

bills considered by your Subcommitteeduring 
1972 dealing

with the clearance and settlement of se
curities transactions.

1/ S. 3412, Sec. 11(a), pps. 14 and 15.
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The suggested language would not in any manner
compromise the objectives of S. 2058.

The suggested language would have the salutary
effect of confirming the fact that the appropriate
Federal regulatory agencies in their discretion may
accept the examination reports of a State banking
department in lieu of conducting their own examination.

This is consistgnt with the provisions of the
Federal Reserve Act/ which specifically provide that
the Federal Reserve may accept reports of examinations
made by state authorities in lieu of conducting their
own examinaticqs; language in the Federal Deposit
Insurance Act.2/ implies the right of the FDIC similarly
to accept examination reports made by state authorities
in lieu of conducting its own examinations.

CSBS believes that the above suggested language
should also be added to the provisions of S. 2058 that
appear on page 27, lines 6 through 12 as they pertain
to a State banking department's program of examination
and enforcement dealing with a bank registered as a
transfer agent. The rationale for directing that
unnecessary duplicate regulatory oversight be avoided
where it affects depositories in also applicable where
such duplication would affect banks functioning as
transfer agencies in the securities clearing process.

CSBS believes that S. 2058 would be strengthened
by the modifications suggested above and we recommend
that they be incorporated into this bill.

Cordially,

ef1/41.tee.---- .,4„.112L
Lawrence E. Kreider Owv,

Executive Vice President-Economist

LEK:bg

2/ 12 U.S.C. §326

3/ 12 U.S.C. 1817 (a)(2)
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AMERICAN SOCIETY OF CORPORATE SECRETARIES, INC.

One Rockefeller Plaza, New York, N.Y. 10020

July 10, 1973

The Honorable Harrison A. Williams, Jr.

United States Senator

United States Senate

Washington, D. C. 20510

Dear Sir:

This refers to your letter of June 29, 1973 to Mr. John S. Black,

of the American Society of Corporate Secretaries, and a reply

dated July 6, 1973 signed by Mr. Haworth White, Assistant

Executive Director of that organization.

As Mr. White indicated in that correspondence, your invitation

to comment on this proposed legislation is very much appreciated

by the Society. The undersigned has just been appointed Chair-

man of the Stock Exchange Committee, and I have prepared a

statement which is appended to this letter. As indicated in the

aforementioned statement, it represents essentially a reiteration

and reaffirmation of the position taken by the Society as filed

with your Committee in May, 1972 by Mr. Robert S. Sonneman,

then Chairman of the Society's Stock Exchange Committee. Mr.

Sonneman's statement was in response to your invitation to

comment on three proposed bills, 3.2551, S 3297 and S.3412,

which were being considered at that time by the Senate Banking

Committee. It is my understanding that the thrust and objectives

of those three bills are covered essentially in Bill S.2058.

Thank you very much for the opportunity to comment on this

legislation.

Sincerely yours,

Matthew F. Kane, Chairman

Stock Exchange Committee

Attachments

A



452

THE AMERICAN SOCIETY OF CORPORATE SECRETARIES, INC.

One Rockefeller Plaza
New York, N.Y. 10020

STATEMENT

Submitted to Senate Committee on Banking, Housing
and Urban Affairs

Concerning S.2058 

The American Society of Corporate Secretaries, Inc. appreciates

the opportunity to submit a written statement of its position on the proposed

Bill concerning the processing of securities transactions, S.2058, being

considered by the Senate Committee on Banking, Housing and Urban Affairs.

In May, 1972, the Society submitted to this Senate Committee a

statement relating to proposed Bills S.2551, S.3297 and S.3412. Since it is

the Society's understanding that essential features from the three afore-

mentioned Bills are now included in S.2058, this statement reiterates and

reaffirms the position of the Society as reflected in that May, 1972, statement,

copy of which is attached.

The American Society of Corporate Secretaries, Inc. is a membership

corporation organized in October, 1946, and includes among its membership more

than 2,100 Corporate Secretaries and other corporate officers of some 1,400

corporations. Substantially all the corporations represented among its member-

ship are listed on a registered national stock exchange or otherwise come

within the purview of the Securities and Exchange Commission under the Securities

Exchange Act of 1934.

In substantially all the corporations represented in the Society the

issuance and transfer of corporate securities is the responsibility of the

Corporate Secretary. In the case of smaller corporations, the Corporate Secretary

himself normally effects such issuance and transfer. In the case of larger



453

corporations, he delegates it either to a professional transfer agent, usually

a bank or trust company, or to a group of corporate employees who report

directly to him.

Thus, the members of the Society are directly concerned with, and

well informed regarding, the varied problems relating to the issuance and

transfer of corporate securities.

In addition, Corporate Secretaries are also well aware of the

financial and cost aspects of the issuance and transfer of corporate securiti
es,

since it is the corporate issuer who bears all the expense involved therein, 
and

that expense is usually a part of the budget of the Corporate Secretary. Un-

fortunately, however, the corporate issuer has seldom been consulted as to it
s

views concerning, or as to the effect upon it, of the many and diverse proposals

to deal drastically with the form and handling of corporate securities which

have been presented from many diverse sources during the past few years -
- in

spite of the fact that it must pay the bill. The Society wishes to emphasize

that point very strongly, because it is so generally overlooked.

Accordingly, it is gratifying to the Society to have the Senate

Banking Committee recognize the vital interest of the corporate issuers i
n

proposals affeting the processing of corporate securities.

During recent years the Society has taken an active role in co-

operating with the efforts of various interested parties designed to impr
ove

the processing of corporate securities. It has cooperated with the Banking

and Securities Industry Committee (BASIC) in many of the studies conducted by

BASIC, and BASIC has, on various occasions, acknowledged the value of the

assistance and information which the Society has furnished it.

7
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The Society has, in general, actively supported BASIC and the

New York and American Stock Exchanges in their work toward the establishment

of a comprehensive depository system. It has, however, continued to emphasize,

both to BASIC and to the Stock Exchanges, that a satisfactory means of

communication between the corporate issuer and the beneficial owners of the

stock held in the depository must be developed. The Society, accordingly, is

pleased to note that Section 8 of 5.2058 recognizes that problem and proposes

affirmative action toward its solution.

The Society has also worked closely with the New York and American

Stock Exchanges in improving the processing of stock transfers in various ways,

including promoting the use among its members, and acceptance by the financial

and securities communities, of the unlimited or so-called "jumbo" certificate.

As a result of their combined efforts, the "jumbo" certificate by itself has

accomplished a very substantial decrease in the volume of paper work involved

in stock transfers. One member of the Society, which handles its own stock

transfers and has actively promoted the use of the "jumbo" certificate, has

computed that it effected a reduction of more than 7% in the volume of

certificates processed in 1971, as compared with 1967, from the use of "jumbo"

certificates.

The Society arranged with the New York Stock Exchange for one of its

members to begin the use, in August, 1971, of a single form of certificate to

replace the three forms of certificate, namely less than 100 share, 100 share

and more than 100 share, which have been in general use for many decades. As

a result of that experiment and other studies carried out by members of the

Society and the Stock Exchanges, the general use of a single form certificate

will probably be approved by the Exchanges in the very near future. An accept-

able single form certificate will greatly increase the speed and efficiency of

the stock transfer operation.
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The Society has also worked closely with the New York Stock Exchange

to combine the stock transfer and registrar functions in a single institution.

The Society suggests that the following conclusions may be validly

drawn from the foregoing:

First, Corporate Secretaries and corporate issuers of securities are

vitally interested in, and financially affected by, the proposed legislation

being considered by the Committee, and

Second, Corporate Secretaries have been fully aware of the "paper

work problems" in securities processing, and they and the corporate issuers the
y

represent have been actively engaged in recent years in improving the processing

of securities.

Accordingly, the Society trusts that its opinion on the proposed legis-

lation will be given due consideration by the Committee.

Briefly stated, the Society opposes the adoption of S.2058, except for

the provisions of Sections 8 and 9 of the Bill, which it supports.

The Society believes that BASIC and the Stock Exchanges have ma
de

substantial progress toward their objective of establishing a'w
orkable com-

prehensive stock depository system and that their program should be
 encouraged

and supported. Setting up a competing organization at this stage, as proposed,

would be harmful.

The Society also doubts the need, or desirability, of the regul
atory

authority over clearing agencies proposed and opposes those provisi
ons thereof.

The Society does, however, support the provisions of Sections 8 and

9 of S.2058. The Society has, on many occasions, emphasized that the depository

system must be accompanied by provision for communication between the 
corporate

issuer and the beneficial owners of the stock held in the depository sy
stem.

The exemption from State transfer taxes provided by Section 9 of S.
2058 is

also essential for a comprehensive depository system.
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The Society opposes Sections 1 through 7 of S.2058 because it does

not consider it either necessary or appropriate for the SEC to assume control

and administration of the entire securities processing system in the United

States and to regulate and control all the minute details thereof as would be

permitted by the Bill. Any effort by the SEC to involve itself in the detailed

operation of stock transfer agents would not only not be helpful, but probably

would be counter-productive.

In addition, the Society strongly opposes one other provision of the

Bill which is neither necessary nor desirable.

Section 7 would make it unlawful for all issuers subject to the 1934

Act to issue, either originally or upon transfer, * * * securities in a form,

or with a format which contravenes such rules and regulations as the Commission

may prescribe * * *"

During the past few years there have been presented from time to time

various proposals to alter the form of the stock certificate, including re-

placing it with a punch card, making it machine readable, changing its size,

and eliminating it completely. The proponents of those so-called reforms did

not mention, and probably did not even consider, the costs of their proposals.

A drastic alteration in the form of the stock certificate would require, if it

were to be at all effective, the replacement of outstanding certificates by the

new form of certificate. Otherwise, two parallel systems of securities pro-

cessing would have to be maintained.

And, any attempt so to replace the outstanding certificates in any

period of time less than five years would be catastrophic in its effect upon the

processing of securities.
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The outstanding certificates for stock listed on the New York

Stock Exchange alone aggregate in the hundreds of millions, if not in the

billions. American Telephone and Telegraph alone has approximately

3,750,000 common and preferred stockholders holding more than 19,000,000

separate stock certificates. The physical job of preparing new certificates

to replace those certificates, and the time and work involved in accomplis
hing

the replacement, staggers the imagination. The cost thereof would also be

fantastic. The cost of the issuance of a single stock certificate, including

the cost of the certificate itself, the processing and the record entri
es,

runs between $1 and $2 per certificate.

The Society submits that the power to impose dislocations and costs

of that magnitude upon American business corporations should not be gra
nted to

the SEC or to any other regulatory authority without a very strong 
showing of

the need therefor and the manner in which the power will be exercised.

The Society repeats its appreciation for the opportunity to present

a statement of its position on the Bill being considered by the Commi
ttee,

and would be pleased to expand or explain any aspect of its position wi
th

respect to which the Committee may desire clarification.

Respectfully submitted,

American Society of Corporate

Secretaries, Inc.

By

Matt ew F. Kane, Chairman

Stock Exchange Committee

eAr e
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THE AMERICAN SOCIETY OF CORPORATE SECRETARIES, INC.

One Rockefeller Plaza

New York, N. Y. 10020

STATEMENT

Submitted to Senate Committee on Banking, Housing
and Urban Affairs

Concerning

S.2551, S.3297 and S.3412 

The American Society of Corporate Secretaries, Inc.

appreciates the opportunity to submit a written statement of

its position on the three proposed Bills concerning the pro-

cessing of securities transactions, S.2551, S.3297 and S.3412,

being considered by the Senate Banking Committee.

The American Society of Corporate Secretaries, Inc. is

a membership corporation organized in October, 1946, and includes

among its membership more than 2,100 Corporate Secretaries and

other corporate officers of some 1,400 corporations. Substanti-

ally all the corporations represented among its membership are

listed on a registered national stock exchange or otherwise come

within the purview of the Securities and Exchange Commission un-

der the Securities Exchange Act of 1934.

In substantially all the corporations represented in the

Society the issuance and transfer of corporate securities is the

responsibility of the Corporate Secretary. In the case of smaller

corporations, the Corporate Secretary himself normally effects

such issuance and transfer. In the case of larger corporations,



he delegates it either to a professional transfer agent, usually

a bank or trust company, or to a group of corporate employees

who report directly to him.

Thus, the members of the Society are directly concerned

with, and well informed regarding, the varied problems relating

to the issuance and transfer of corporate securities.

In addition, Corporate Secretaries are also well aware of

the financial and cost aspects of the issuance and transfer of

corporate securities, since it is the corporate issuer who bears

all the expense involved therein, and that expense is usually a

part of the budget of the Corporate Secretary. Unfortunately,

however, the corporate issuer has seldom been consulted as to its

views concerning, or as to the effect upon it, of the many and

diverse proposals to deal drastically with the form and handling

of corporate securities which have been presented from many di-

verse sources during the past few years -- in spite of the fact

that it must pay the bill. The Society wishes to emphasize that

point very strongly, because it is so generally overlooked.

Accordingly, it is gratifying to the Society to have the

Senate Banking Committee recognize the vital interest of the

corporate issuers in proposals affecting the processing of corpo-

rate securities. In that connection, there is attached hereto a

copy of the statement submitted by the Society, at the request

of Senator Williams, for inclusion in the record of the hearings

held by the Sub-Committee on Securities on September 30 and

October 1, 1971.
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During recent years the Society has taken an active role

in cooperating with the efforts of various interested parties

designed to improve the processing of corporate securities. It

has cooperated with the Banking and Securities Industry Com-

mittee (BASIC) in many of the studies conducted by BASIC, and

BASIC has, on various occasions, acknowledged the value of the

assistance and information which the Society has furnished it.

The Society has, in general, actively supported BASIC

and the New York and American Stock Exchanges in their work

toward the establishment of a comprehensive depository system.

It has, however, continued to emphasize, both to BASIC and to

the Stock Exchanges, that a satisfactory means of communication

between the corporate issuer and the beneficial owners of the

stock held in the depository must be developed. The Society,

accordingly, is pleased to note that Section 5 of S.3297 recog-

nizes that problem and proposes affirmative action toward its

solution.

The Society has also worked closely with the New York and

American Stock Exchanges in improving the processing of stock

transfers in various ways, including promoting the use among its

members, and acceptance by the financial and securities communi-

ties, of the unlimited or so-called "jumbo" stock certificate.

As a result of their combined efforts, the "jumbo" certificate

by itself has accompl_ished a very substantial decrease in the

volume of paper work involved in stock transfers. One member of

the Society, which handles its own stock transfers and has actively
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promoted the use of the jumbo certificate, has computed that it

effected a reduction of more than 75% in the volume of certifi-

cates processed in 1971, as compared with 1967, from the use of

"jumbo" certificates.

The Society arranged with the New York Stock Exchange for

one of its members to begin the use, in August, 1971, of a single

form of certificate to replace the three forms of certificate,

namely less than 100 share, 100 share and more than 100 share,

which have been in general use for many decades. As a result of

that experiment and other studies carried out by members of the

Society and the Stock Exchanges, the general use of a single form

certificate will probably be approved by the Exchanges in the very

near future. An acceptable single form certificate will greatly

increase the speed and efficiency of the stock transfer operation.

The Society has also worked closely with the New York Stock

Exchange to combine the stock transfer and registrar functions in

a single institution.

The Society suggests that the following conclusions may be

validly drawn from the foregoing:

First, Corporate Secretaries and corporate issuers of

securities are vitally interested in, and financially affected by,

the proposed legislation being considered by the Committee, and

Second, Corporate Secretaries have been fully aware of the

"paper work problems" in securities processing, and they and the

corporate issuers they represent have been actively engaged in

recent years in improving the processing of securities.

98-978 0 - 73 - 30
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Accordingly, the Society trusts that its opinion on the

proposed legislation will be given due consideration by the

Committee.

Briefly stated, the Society opposes the adoption of S.2551,

S.3297 and S.3412, except for the provisions of Sections 5 and 6

of S.3297, which it supports.

The Society believes that BASIC and the Stock Exchanges

have made substantial progress toward their objective of estab-

lishing a workable comprehensive stock depository system and

that their program should be encouraged and supported. Setting

up a competing organization at this stage, as proposed by S.2551,

would be harmful.

The Society also doubts the need, or desirability, of the

regulatory authority over clearing agencies proposed by S.3297,

and opposes those provisions thereof.

The Society does, however, support the provisions of Sec-

tions 5 and 6 of S.3297. The Society has, on many occasions,

emphasized that the depository system must be accompanied by pro-

vision for communication between the corporate issuer and the

beneficial owners of the stock held in the depository system. The

exemption from State transfer taxes provided by Section 6 of S.3297

is also essential for a comprehensive depository system.

The Society opposes 5.3412 because it does not consider

it either necessary or appropriate for the SEC to assume control

and administration of the entire securities processing system in

the United States and to regulate and control all the minute de-

tails thereof as would be permitted by S.3412. Any effort by
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the SEC to involve itself in the detailed operation of stock

transfer agents would not only not be helpful, but probably would

be counterproductive.

In addition, the Society strongly opposes two other pro-

visions of S.3412 which are neither necessary nor desirable.

Section 8 of S.3412 would make it unlawful for all issuers

subject to the 1934 Act "to issue, either originally or upon trans-

fer, * * * * securities whose form or format contravenes such rules

and regulations as the Commission may prescribe * * * * "

During the past few years there have been presented from

time to time various proposals to alter the form of the stock

certificate, including replacing it with a punch card, making it

machine readable, changing its size, and eliminating it completely.

The proponents of those so-called reforms did not mention, and

probably did not even consider, the costs of their proposals. A

drastic alteration in the form of the stock certificate would re-

quire, if it were to be at all effective, the replacement of out-

standing certificates by the new form of certificate. Otherwise,

two parallel systems of securities processing would have to be

maintained.

And, any attempt so to replace the outstanding certificates

in any period of time less than five years would be catastrophic

in its effect upon the processing of securities.

The outstanding certificates for stock listed on the New

York Stock Exchange alone aggregate in the hundreds of millions,

if not in the billions. American Telephone and Telegraph alone
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has approximately 3,750,000 common and preferred stockholders

holding more than 19,000,000 separate stock certificates. The

physical job of preparing new certificates to replace those

certificates, and the time and work involved in accomplishing

the replacement, staggers the imagination. The cost thereof

would also be fantastic. The cost of the issuance of a single

stock certificate, including the cost of the certificate itself,

the processing and the record entries, runs between $1 and $2 per

certificate.

The Society submits that the power to impose dislocations

and costs of that magnitude upon American business corporations

should not be granted to the SEC or to any other regulatory author-

ity without a very strong showing of the need therefor and the

manner in which the power will be exercised.

Furthermore, the decreased use of the stock certificate

resulting from its elimination as a means of settlement between

brokers and dealers, as proposed by S.3297, would in and of itself

make it unnecessary to make drastic changes in the form of the

stock certificate.

S.3412 would also authorize the SEC to establish require-

ments for "operational compatibility of the transfer agent with

other persons involved in the securities handling process." That

is a very vague and broad grant of power which, again, if not

exercised with great caution, could prove very disruptive and ex-

pensive. And, here again, the cost of any such measures would

ultimately be borne by the corporate issuer.
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Senate Committee on Banking, Housing and Urban Affairs

Subcommittee on Securities

Hearings, September 30 and October 1, 1971

Statement of Position of

American Society of Corporate Secretaries, Inc.

Regarding Stock Certificates

Corporate issuers are in general agreement with the con-

cept of the expanded depository system proposed by BASIC.

They believe that any attempt to legislate the stock

certificate out of existence in the near future would be a serious

mistake.

They believe that a reduction of 80 to 90 per cent, in
the issuance of stock certificates will result from:

1. The expanded depository system proposed by BASIC.
2. Greater acceptance and use of the jumbo stock certificate.

3. Bulk segregation of securities by fiduciaries.

Accordingly, they oppose further consideration of a machine-readable

certificate, at least until the full effect of the foregoing has

been achieved.

They support the consolidation of the transfer and regis-

trar functions in the same entity through the elimination of the

New York Stock Exchange requirement for a separate registrar.

They make the following affirmative recommendations:

1. The expanded depository system proposed by BASIC should be

accompanied by a centralized proxy solicitation system to replace

the present unsatisfactory system of proxy solicitation by brokers

and to assure adequate means of communication between corporate

issuers and their stockholders.

2. Corporate issuers should be directly represented on any

committee, group or task force created to consider or propose solu-

tions of the problems associated with stock certificates.
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The Society repeats its appreciation for the opportunity

to present a statement of its position on the three Bills being

considered by the Committee, and would be pleased to expand or

explain any aspect of its position with respect to which the Com-

mittee may desire clarification.

Respectfully submitted,

American Societ of Corporate Secretaries, Inc.

444,C  Ca. serx-vol,..-..--41-~4—•

Robert C. Sonneman, Chairman
Stock Exchange Committee

by
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Memorandum of the American Stock Exchange, Inc.
Regarding S. 2058 (Regulation of Clearing Agencies,

Securities Depositories and Transfer Agents)

The American Stock Exchange is pleased to submit its comments

on S. 2058.

The Exchange strongly supports the general aim of this legislation,

"to provide for the development of an integrated national system for the

prompt and accurate processing and settlement of securities transactions."

Consistent with this view we believe there are aspects of the legislation

which should be given further examination—and on which we comment

below--in order to implement this goal in the most efficient and least

expensive way.

We note also that Chairman Needham of the New York Stock Ex-

change testified on July 12 before this Subcommittee in favor of the

creation of a central national facility for clearing and settling securities

transactions. We believe this goal is consistent with the purpose of the

proposed legislation and would like to record our concurrence with the

suggestion that the Subcommittee give close attention to this proposal,

as a means of achieving an integrated national system within the shortest

possible time, and within the self-regulatory ambit.

Below are brief comments on those aspects of the legislation which

we believe merit further examination by the Subcommittee.

Regulatory oversight over clearing agencies, as opposed to secu-

rities depositories, should be entrusted solely to the SEC. Clearing cor-

porations have historically been established and operated by SEC-regulated
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stock exchanges or by the NASD, and their operations are integrally linked

with trading in securities over which the SEC has been entrusted by Con-

gress with sole supervisory power. But depositories have appeared only

recently and require the support of many types of financial institutions,

particularly banks. Various governmental agencies already have primary

responsibility for supervising these institutions. We recognize the appro-

priateness of providing for regulatory authority in the banking authorities

In the case of securities depositories. However, we feel that to follow

this pattern in the case of clearing agencies would open the way to in-

consistent application of rules in the area of the trading markets which the

SEC is statutorily responsible to oversee.

While all existing clearing agencies are affiliated with exchanges

or the NASD, and therefore, under the provisions of the bill, would be

regulated by the SEC, any clearing agency which might be established

in the future as a subsidiary of a bank would be regulated by one of the

banking authorities. Such fragmented regulation of clearing agencies

would necessarily result in increased expense both for the regulators

and the regulated. Fragmented regulation would fail to take advantage

of the extensive and continuous development and expertise of the SEC

In this consistently changing process.

The SEC should not have direct rulemaking authority in the settle-

ment process nor power to enforce clearing agency rules. Settlement is

an integral part of the intricate and complex trading process which the

Securities Exchange Act of 1934 recognizes as the province of the self-
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regulatory agencies. More than that, throughout the various operational

crises which, in part, have led to this legislation, the industry's clearing

corporations have performed efficiently, effectively and free of major prob-

lems. We believe, therefore, that the operations of clearing agencies

underscore the importance of preserving the values of self-regulation--

flexibility, ability to act promptly, greater expertise of the self-regulators,

reduced governmental costs. Certainly legislation providing for SEC over-

sight over the clearing agencies is appropriate, but to blur the line be-

tween the two levels of regulation will produce unnecessary cost and

confusion.

Access and financial standards. We feel that a clearing agency

should have the power to impose greater financial standards on access

than the mere posting of a bond. Far more important is the financial

responsibility of the potential participant, whose activity is likely to

fluctuate on a moment-to-moment basis, and whose instability may

Imperil all investors and brokerage firms whose transactions are

Involved.

Control by participants. The implementation of the bill in this

area may cause needless complexities and run counter to the corporate

laws under which the agencies are organized, which vest the responsi-

bility of managing corporations in the board of directors and mandate

election of the board by shareholders. We are not, of course, opposed

to user participation in key policy-making roles--as witness, for exam-

ple, the framework of SIAC and the Depository Trust Company, in whose
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development we were deeply involved, and in which users participate as

board members, but not necessarily as stockholders.

Apart from these problems, we call the Subcommittee's attention to

the problems which would be created if this legislation were to require, as

it apparently might, existing clearing agencies, integrally linked with ex-

changes in terms of their trading rules, to be separated into a series of

separate entities, independently operated. Integration of the trading

process with the clearing process is essential. We are concerned lest

this integration be lost.

These are the basic questions we would raise concerning the pro-

posed legislation, whose general goals we support.

A final word is appropriate regarding the recent New York Stock

Exchange proposal. We believe that such an entity--a national facility

for clearing and settling securities transactions, compatible with existing

facilities--could be developed within the existing self-regulatory frame-

work of the Securities Exchange Act of 1934, in a manner which would

accomplish the goals which the Subcommittee seeks to achieve, and

which would be controlled by its users subject to SEC oversight. We

believe that the expertise exists in our own organization and through-

out the securities industry which would permit rapid development of

such an entity, and we would be glad to aid in its construction. The

Exchange hopes that the Subcommittee will seriously consider this

approach as a means of achieving rapidly the end it desires to accomplish.
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July 11, 1973

STATEMENT OF THE ALIA TO THE SUBCOMMITTEE
ON SECURITIES OF THE SENATE COMMITTEE ON BANKING,

HOUSING AND URBAN AFFAIRS
ON S. 2058

This Statement is submitted by the American Life Insurance Association

("ALIA) in support of S. 2058, with certain modifications. Our Association has

an aggregate membership of 350 life insurance companies in the United States

and Canada which account for approximately 92 percent of the legal reserve life

insurance business written in the United States. These companies account for

substantially all of the variable contract business conducted in this country today.

As the ALC-LIAA (predecessor associations of the ALIA) previously in-

dicated in their statement of May 26, 1972 to the Subcommittee on S. 3412,

S. 3297 and S. 2551, the life insurance industry supports the principal objective

of the legislation being considered--to establish a national system for the efficient

handling and processing of securities transactions.

We believe that S. 2058 resolves many of the technical problems that con-

cerned our member companies in connection with the previous bills. However,

there are several issues that have not been resolved by S. 2058, and we address

our Statement to these problem areas.

I. Life Companies as Broker-Dealers - Section 4 

Section 4 of S. 2058 would subject life companies or their affiliated broker-

dealers to SEC regulation in connection with their handling and settlement of
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variable annuity transactions. We believe that this is totally inconsistent with

the Congressional intent as expressed in the Securities Investor Protection

Act of 1970 ("Act"). Section 3(a)(2) of this Act provides that all persons who

are registered as brokers or dealers under the 1934 Act or are members of

a national securities exchange shall be members of SIPC, except for persons

whose business as a broker or dealer consists exclusively of, among other

things, the sale of variable annuities. Moreover, Section 11(b) of the Act pro-

vides that the SEC "shall compile a list of unsafe and unsound practices 12i

members of SIPC" (emphasis added), and report to Congress as to, among

other things, its recommendations for additional legislation. It is most sig-

nificant that the Congressional concern for unsafe and unsound practices of

broker-dealers, including the processing of securities transactions, was

limited to members of SIPC. Consequently, we believe that any legislation
1/_

which emanates from the SIPC legislation, should be consistent with that

legislation and its intent, particularly with respect to variable annuities which,

as the SEC indicates, are not processed in the national securities markets.

In the case of variable annuities, we believe that the broker-dealer

exemption under the Act was granted by Congress principally because of the

limited nature of the securities transactions, which do not give rise to the

1/_
See Statement of former SEC Chairman William J. Casey before the Sub-
committee on Securities on S. 2551, S. 3297 and S. 3412, May 9, 1972,
at 1.
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risks and abuses at which the Act was directed. Variable annuity contracts are

not negotiable or fungible and contractholders' checks are frequently made out

directly to the life company, so that the broker dealer affiliate may not be in-

volved. Life companies and their broker-dealer subsidiaries promptly transmit

all funds and deliver all securities in connection with these transactions. The

Commission has recognized these factors in granting life company broker-

dealers certain exemptions from three rules (under the Securities Exchange

Act of 1934) emanating from the SIPC legislation--Rule 17a-13, Rule 17a-5,

and Rule 15c3-3. These exemptions also apply to broker-dealers of registered
2/

open-end investment companies or unit investment trusts.

In the case of variable life insurance, the 1970 Act and the related SEC

rules preceded the issuance of the product and, therefore, do not contain a

specific reference to such contracts. The SEC ruled on January 31, 1973 that,

among other things, variable life insurance contracts are securities which must
3/

be registered under the Securities Act of 1933. We believe that the basis for

exempting broker-dealers who limit their transactions to variable annuities and

certain redeemable investment company securities from SIPC and the related

SEC regulation applies with equal force to variable life products.

2/

3/

See Securities Exchange Act Release Nos. 9376, 9658 and 9775,
respectively.

See Securities Act Release No. 5360, at 2.
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Consequently, we recommend ( see Attachment A) that Section 4 be

amended to provide limited exemption for broker-dealers whose business as

broker or dealer is restricted to the sale of variable contracts (including

variable life insurance) or redeemable securities of registered investment

companies. The exemption would not constitute a full exemption for such

broker-dealers from proposed paragraph (6) of Section 15(c) of the 1934 Act,

but merely an exemption from the provision with respect to the regulation of

such broker-dealers in their processing of variable contracts and certain

investment company securities.

In any event, we urge the Subcommittee to include in its Report on the

bill that the additional regulatory authority granted the SEC under Section 4

is not intended to nullify the exemptions granted broker-dealers that limit their

transactions to variable annuities and other specified securities, or to preclude

further exemptions for such broker-dealers under this provision.

2. Definition of Terms - Section 3 

Generally, Section 3 of S. 2058 contains express exclusions from the

definitions of "clearing agency"( including a person performing a depository function)

and "transfer agent" for those life companies that may technically fall within the

definitions solely by reason of their administering variable annuities or performing

fiduciary and other specified functions. The exclusory provisions raise two

problems.
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First, we believe that Section 3 should be amended so that the exclusory

language encompasses insurance companies processing variable life contracts.

Our position is based on the fact that the rationale for excluding life companies,

in connection with the processing of variable annuities, from the terms of Sec-

tion 3 is equally relevant to variable life insurance. Transactions in variable

life contracts will not be effected on national securities exchanges or in the

over-the-counter markets. Rather, such contracts will be exclusively between

the life company ( or its affiliated broker-dealer) and the contractholder. The

contracts, based on the longevity of a particular individual, will not possess the

characteristics of negotiability and fungibility necessary for trading in a public,

secondary market, although in certain cases the contracts may be assignable.

As the SEC indicated, in its testimony before this Subcommittee, the legislation

is not intended to reach securities such as "annuity contracts issued by insur-

ance companies" which do not "get into the securities proceasing area, although
4/

through a series of definitions" they may be encompassed in the bill.

Therefore, we recommend (see Attachment B) that the exclusion from

the terms "clearing agency" and "transfer agent" be expanded to encompass

persons who may fall within the scope of the definitions by reason of functions

commonly performed by them in connection with "variable contracts or policies

issued by insurance companies."

4/
See testimony of Mr. Pickard of the SEC staff, Transcript of Hearing on
Clearance and Settlement of Securities Transactions, August 14, 1972,

before the House Subcommittee on Commerce and Finance, at 36.
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Second, while the exclusory language of Section 3 would provide relief

for many life companies, it does not clearly encompass a subsidiary of a life

company performing the processing functions with respect to variable annuities.

We recommend (see Attachment B) that the exclusory language in paragraph (22)

for insurance companies be similar to that contained in Title IV of H. R. 5050,

with certain modifications. Thus, the exclusion would apply to any person"

who performs the functions of a clearing agency with respect to variable con-

tracts issued by insurance companies. In this manner, a subsidiary of a life

company could qualify under the exclusion.

3. Participation of Life Companies in the Clearing Agency or Securities
Depository -Section 5

Life companies purchased and sold approximately $11 billion of common

stock in 1972. Therefore, it is anticipated that such companies will be major

participants in clearing agencies or depositories established for the purpose of

facilitating securities transactions. A number of major life companies already

have under consideration the formation of a regional depository.

Section 5 in effect would require—in Section 17A(c)(2) under the 1934

Act--that the rules of clearing agencies provide that registered investment

companies and banks, among others, are eligible to become participants in

such entities. Furthermore, paragraph (3) of Section 17A(c) requires that

shareholders and "participants" in the clearing agency be fairly represented

in such entities with the right to participate in the selection of officers and

directors and "in all other phases of administration of its affairs."
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Since life companies are major financial intermediaries and potentially

a significant factor in the development of regional depositories, we recommend

(see Attachment C) that the Subcommittee specify the eligibility of insurance

companies to become participants in securities depositories or clearing agencies

in the same manner that banks and registered investment companies are spec-

ified in Section 17A(c)(2). We believe that the inclusion of insurance companies

is particularly important in view of the privileges that are afforded "shareholders"

and "participants" in the depository under Section 17A(c)(3).

4. The "Form or Format" of the Variable Contract - Section 7 

It is our understanding that Section 7 of S. 2058--adding a new subsection

(j) to Section 12 of the 1934 Act--is principally concerned with the regulation of

stock certificates. Section 7 appears to give the SEC authority to regulate the

form or format of variable annuity contracts issued by life insurance companies

and their separate accounts registered under the Investment Company Act of

1940. These variable annuities are securities which would be required to be

registered under Section 12 of the 1934 Act except for the exemption provided

in Section 12(g)(2)(B).

Here again, we do not believe that there is a necessity for the Commission

to determine the form of variable annuity contracts or variable life insurance

contracts which are not traded in a public exchange market and do not possess

the qualities of negotiability and fungibility of stock certificates.

We recommend (see Attachment D) that Section7 be amended so that the

provision is inapplicable to variable contracts or policies issued by insurance

companies.

98-978 0 - 73 - 31
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Attachment A 

ALIA Proposed Amendment to S. 2058 *

Life Company Broker-Dealers - Section 4 

SEC. 4. Section 15(c) of the Securities Exchange Act of 1934 (15 U.S. C.

78o(c)) is further amended by adding at the end thereto the following new para-

graph:

"(6) No broker or dealer shall make use of the mails or of any means

or instrumentality of interstate commerce to effect any transaction in , or to

induce or attempt to induce the purchase or sale of, any security (other than

an exempted security or commercial paper, bankers' acceptances, or com-

mercial bills) in contravention of such rules and regulations as the Commis-

sion shall prescribe as necessary or appropriate in the public interest, for

the protection of investors or for the development of an integrated national

system for the prompt and accurate processing and settlement of securities

transactions to regulate the time and method of making settlements, payments,

and deliveries and of opening, maintaining, and closing accounts. Nothing in

this paragraph shall be construed (A) to affect the authority of the Board of

Governors of the Federal Reserve System, pursuant to section 7 of this title,

to prescribe rules and regulations for the purpose of preventing the excessive

use of credit for the purchase or carrying of securities, or (B) to authorize

the Commission to prescribe such rules or regulations for such purpose.

Notwithstanding the foregoing, the provisions of this paragraph with respect

to the regulations of broker-dealers as to the time and method of making

settlements, payments, and deliveries and of opening, maintaining, and 

closing accounts shall not apply to persons whose business as a broker or

dealer consists exclusively of the sale of (i) variable contracts or policies 

issued by insurance companies; or (ii) redeemable securities issued by 

registered open-end investment companies or unit investment trusts."

* The amended portion of the provision is underlined.
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Attachment B

ALIA Proposed Amendment to S. 2058 

1. Exclusion from the Terms "Clearing Agency" and "Transfer Agent" - Section 2 

"SEC. 2. * * (22) The term 'clearing agency' does

not include ... and (iii) any person who performs such functions solely with

respect to variable contracts or policies issued by insurance companies; /

(24) * * The term 'transfer agent' does not include any person

who performs such functions solely with respect to variable contracts or 

policies issued by insurance companies."

The reference to "life insurance companies or their registered

separate accounts" could be deleted from subsection (ii).

2. Exclusion from Provisions with respect to Transfer Agents - Section 6 

"SEC. 6. The Securities Exchange Act of 1934 is further amended

by inserting after Section 17A (added by Section 5 of this Act) the following

new Section:

TRANSFER AGENTS

SEC. 17B(a) * * * (3) The provisions of this section shall

apply only to securities and to persons performing the function of transfer

agent with respect to securities which are registered under section 12 of

this title or which would be required to be so registered except for the

exemption from registration provided in subsection (g) (2)(B) or (g)(2)(G)

of that section. The provisions of this section shall not apply to variable

contracts or policies  issued by insurance companies."
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Attachment C 

ALIA Proposed Amendment to S. 2058

Participation of Life Companies in Securities Depositories or Clearing Agencies -

Section 5

"SEC. 17A. * * (c) An applicant shall not be registered as a

clearing agency unless the Commi.ssion finds that -

* * *

(2) the rules of the clearing agency provide that all (A) registered
brokers or dealers or members of a national securities exchange, (B)

other registered clearing agencies, (C) registered investment compa-
nies, (D)  insurance companies, (E) banks (as defined in section 2(a)(5)
of the Investment Company Act of 1940), and (F) such other persons or
classes of persons as the Commission may from time to time designate
by rule as appropriate to the development of an integrated national
system for the prompt and accurate processing and settlement of secu-
rities transactions are eligible to become participants in such clearing
agency, subject only to such other rules of the clearing agency or
securities depository as are expressly permitted under this paragraph."
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Attachment D

ALIA Proposed Amendment to S. 2058

Form of Certificate - Section 7

SEC. 7. Section 12 of the Securities Exchange Act of 1934 (15
U.S.C. 781) is amended by inserting after subsection (i) the following
new subsection:

"(j) It shall be unlawful for an issuer, any class of whose secu-
rities is registered under this section or which would be required to be
so registered except for the exemption from registration provided by
paragraph (2)(B) or (2)(G) of subsection (g), by the use of any means or
instrumentality of interstate commerce, or of the mails, to issue, either
originally or upon transfer, any such securities in a form or with a
format which contravenes such rules and regulations as the Commission
may prescribe as necessary or appropriate for the prompt and accurate
processing of transactions in securities. The provisions of this subsec-
tion shall not apply to variable contracts or policies issued by insurance 
companies."
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CORPORATE TRANSFER AGENTS ASSOCIATION
NEW YORK, N. Y.

July 10, 1973

The Hon. Harrison A. Williams, Jr.
Chairman, Sub—Committee on Securities
Committee on Banking, Housing and Urban Affairs
United States Senate
Washington, D. C. 20510

Dear Senator Williams:

Thank you for the opportunity to submit a statement concerning
S.2058. My Statements are general, however, I will be happy to clarify
any comment on which you or your staff might require more detail.

S.2058 provides for division of regulatory responsibilities
between the Securities and Exchange Commission and other Federal agencies.
We feel it would be wise to give one agency, the Securities and Exchange
Commission, the power and authority over all transfer agencies for the
sake of uniformity and to better protect the investing public.

The bill also provides for operational compatibility of transfer
agents with other persons involved in the securities handling process.
Such a requirement could cost all issuer corporations, banks, brokers,
clearing houses and depositories dearly to convert already developed
highly sophisticated systems and could cause the Securities Industry to
abort plans and methods already developed by joint industry committees.

Regulation of the form and format of securities is fraught with
peril. Many corporations each have hundreds of thousands of certificates
outstanding, numerous of which will not be presented for transfer in a
lifetime. In addition, corporations have many thousands of dollars of
certificate supplies on hand. A. drastic change in form and format would
cost American shareholders millions of dollars and could cause delays in
processing since dual facilities would have to be maintained to handle old
and new certificate formats.

We appreciate the opportunity to comment on the proposed legislation
and offer our assistance in any way possible.

EJB;cmn

e ours,

0,011671 400,

1/4.. *el- . A:e•

1111Filt

% lips Petroleum Company
80 Broadway
New York, N. Y. 10005
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THE FIRST NATIONAL BANK OF BOSTON

EUGENE M. TANGNEY
Senior Vice President

Honorable Harrison A. Williams, Jr.
United States Senate
Committee on Banking, Housing and

Urban Affairs
Washington, D. C. 20510

Dear Senator Williams:

July 12, 1973

Reference is made to your letter of June 29, 1973, concerning an
invitation for The First National Bank of Boston to submit a
written statement concerning S. 2058; a bill to amend the Securities
Exchange Act of 1934 to provide for the regulation of clearing
agencies and transfer agents and for other purposes.

The First National Bank of Boston believes the elimination of the
stock certificate is an achievable goal and has developed the
Transfer Agent Depository System (TAD), which provides both the
system and method to achieve this goal. This system is designed to
function in a similar manner to that of a checking account in a
commercial bank. Ownership of money is reflected in a commercial
bank's demand deposit accounts by means of electronic characters
stored on magnetic tapes and is transferred from one person to
another with the use of a check. Likewise, ownership of capital
stock or debt equity is reflected on the Transfer Agent's computers
in electronic characters on a magnetic tape. Although the systems
cannot function identically, we have incorporated many of the
features of demand deposit accounts into our Transfer Agent Depository
system.

We applaud the work of the New York Stock Exchange and the Central
Certificate Service, now the Depository Trust Company, in fulfilling
what we believe to be the interim goal of immobilizing the stock
certificate. We follow with great interest the work of the National
Coordinating Group for Comprehensive Securities Depositories, and
hopefully will participate with them in further developing the TAD
concept. This concept will be a considerable aid in completing the
interim goal, the immobilization of the stock certificate.

The TAD concept as developed in this Bank allows for the book entry of
ownership of stock certificates, and allows the transfer of ownership,
the acceptance and processing of deposits and withdrawals, as well as
the handling of deposited securities pledged as loan collateral. I
have included a detailed description of our plan, the brochure
"T.A.D/Tomorrow's Way Today" which outlines in some detail how the
TAD system operates.

Boston, Massachusetts 02106 - Telephone 434-6566 (Area Code 6/7)
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THE FIRST NATIONAL BANK OF BOSTON

Honorable Harrison A. Williams, Jr. Page 2
United States Senate July 12, 1973

We have entered into a pilot project of the Transfer Agent Depository
system with the cooperation of the Boston Stock Exchange and the
South Shore Publishing Company of Scituate, Massachusetts. The results
are most encouraging. Since the initial announcement to the shareholders
on April 2, 1973, 35.1% of the shareholders have surrendered their
holdings which represents 43.3% of the outstanding shares and 23.7% of
the outstanding certificates. Based on these results, we have requested
the New York Stock Exchange and Depository Trust Company to allow us to
place First National Boston Corporation (our parent company) in a
transfer agent depository status.

Discussions are now being held with both the Midwest and Pacific Coast
Depositories to act in a transfer agent custodian capacity, and we
hope to be operational with both by early Fall.

Discussions are also being held with the National Clearing Corporation
in order that we may offer the Transfer Agent Depository system to a
number of over-the-counter companies for whom we currently act as
transfer agent. They estimate that it will be three or four months
before our system will be able to interface with their trading mechanism.

Turning to other areas of S. 2058, we feel that bank transfer agents,
which are presently regulated by the bank supervisory agencies, and are
familiar with safe handling and custody of securities and have performed
transfer functions for some time do not need new rules and regulations
by an agency of the government that is not familiar with the internal
operations of banks. We do believe that the SEC should have authority
to establish standards to permit the efficient interchange of infor-
mation between depositories, banks, brokers and transfer agents, but
these standards should be established after consultation with bank
supervisory agencies. As relates to non-bank transfer agents, who
presently are not supervised, these agents should come under the
jurisdiction of the SEC. As far as the registration of transfer agents
goes, we do not see the need for well-established bank transfer agents
to go through the necessary format of registration as contemplated in
this bill, but if complete registration of transfer agents within the
United States is considered desirable then such registration should be
completed by the bank regulatory agencies.

Banking has a unique relationship to its supervisory agencies. These
agencies are staffed by individuals who are familiar with bank operations
and procedures and have, over a number of years, fulfilled their respon-
sibility in a noteworthy fashion. To expedite the implementation of the
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THE FIRST NATIONAL BANK OF BOSTON

Honorable Harrison A. Williams, Jr. Page 3
United States Senate July 12, 1973

provisions of this bill concerning bank transfer agents, we feel
that it would be far more efficient to have the jurisdiction for both
the registration and supervision of bank transfer agents fall under
the appropriate bank regulatory agency's jurisdiction.

We feel that the definition of Transfer Agent as proposed in S. 2058
should be expanded to include Transfer Agent Depositories, and that
bank Transfer Agent Depositories should be regulated in the same manner
as bank transfer agents, as long as they conform to the SEC rules for
operational compatability and further that the enforcement of these
operational compatabilities should come under the appropriate bank
regulatory agencies.

We appreciate this opportunity to express our views on this legislation
and hope that the Committee finds it helpful.

Sincerely

Air Mail
Special Delivery
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T.A.D./TOMORROW'S WAY TODAY

Modernization of the Securities Transfer Process
THE TRANSFER AGENT DEPOSITORY

THE FIRST NATIONAL BANK OF BOSTON
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There is no area of the securities business which offers

more opportunity for reducing costs as well as exposure to

the kind of disruption which resulted in loss to customers

during the 1969-1970 period, than the improvement and

modernization of the systems for clearing, settlement, de-

livery 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.*

The aftermath of this "tidal wave"—financial disaster f
or indi-

viduals and brokerage houses—forced the financial 
industry to

adopt emergency, temporary measures and to seek a 
permanent

solution for the evidence of transfer of private capital. 
Since that

time, committees and study groups, both governmen
t and pri-

vate, have proposed interim and permanent solution
s. The pro-

posals have one solution in common: the elimination of 
the

stock certificate must be the ultimate goal.

We, at The First National Bank of Boston, propose that now is
 the

time for ultimate solution. We are convinced that a Transfe
r

Agency Depository System is the only system so far proposed

which can effectively solve the problems by gradual elimina
tion

of the stock certificate. It is, furthermore, a system which can

function efficiently and effectively with the current deposi
tory

systems. This feature makes the changeover from current pro-

cedures less radical than it otherwise might be.

Despite the crisis of 1968 and the lessons presumably learned,

the stock-transfer business is still conducted through the issu-

ance, possession, transfer, and cancellation of stock certificates.

The number of steps involved in this process is overwhelming;

the steps themselves are tedious, repetitive, and offer innumer-

able opportunities for error. The already involved process is

further burdened by the transactions ancillary to stock transfer

and ownership—payment of dividends, tax forms, proxies, an-

nual meetings, splits, mergers, etc. The flow chart on page 10 is

a discouragingly realistic presentation of twentieth-century

stock-transfer methods.

'Securities Exchange Commission. Study of Unsafe and Unsound Pract
ices. p. 57
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This situation is made even more complicated by the fact that in
the majority of transactions the only purpose of the stock certifi-
cate is to provide the transfer agent with information for the
registration of the transfer. The stock certificate, while it does
not prove ownership by itself, does require issuing, inspection,
registration, cancellation, storage, etc., and invites large-scale
theft, fraud, and unauthorized manipulation as little or no verifi-
cation is made as to ownership when certificates are used as
collateral.

The members of the financial industry and the general public
are all too aware of these facts and the subsequent problems.
Changes must be made in the method of transferring and record-
ing ownership of securities if the business is to remain in the
private sector. To this end, the return of public confidence is
imperative. Immobilization of the stock certificate, followed by
its gradual elimination must, therefore, be the objective for all
concerned. A Transfer Agent Depository (TAD) as conceived by
The First National Bank of Boston provides both the system and
the method for attaining this end.

The Transfer Agent Depository system is one which provides all
of the advantages of certificates while eliminating the disad-
vantages. The individual clearly owns his securities. He receives
a statement within a few days after the trade is settled as op-
posed to waiting weeks for certificates to be delivered to him.
This statement clearly shows his ownership of shares in the com-
pany as well as historical information. It describes each trans-
action and reflects whole shares held in certificate form and
whole shares held by the transfer agent in book form as well as
any fractional shares which may be held by the transfer agent as
a result of dividend reinvestment or cash investments by the
individual. A lender has bona fide collateral by assignment, and
the broker's problem of fails is minimized. Under TAD, the cer-
tificate is immobilized at the point of origin (with the transfer
agent) because it is not physically issued. Transfer of ownership
is achieved by computerized bookkeeping, and records are
maintained and updated on a computer file. A stock certificate
may still be issued, however, if and when insisted upon. Up-to-
date TAD files allow lenders to verify their protected positions,
thus making certificates valueless in case of theft.



489

The TAD system may be effectively used by corporations, banks,

transfer agents, brokers, and individual shareholders. The bene-

fits are impressive:

For the corporation

• Reduced costs—mail insurance, certificate, registrars' fees

• More direct lines of communication with stockholders

• Substantial reduction in clerical processing costs

For banks, brokers, and transfer agents

• Substantial reduction in clerical processing costs

• Speedier issuance and transfer processing

• Losses through fraud and theft will virtually disappear with

immobilization and elimination of the stock certificate

• Reduction in audit requirements because of elimination of

inventories of stock certificates

• Requirements for costly vault space will be greatly reduced

• The issuance of statements to involved parties will permit

rapid transaction identification and correction of errors

• Substantial elimination of fails and dividend claims

For the stockholder

• Protection from loss of certificates and illegal manipulation

• Reliable collateral for loans

• Better communication with corporations for information on an-

nual meetings, splits, mergers, new issues, etc.

• Up-to-date statements showing the status and activity of his

account

• More rapid securities transactions

• Elimination of safekeeping of his stock certificates

• No tying up of his securities due to broker failure

The flow chart on page 11 illustrates the working of the TAD

system and is an interesting contrast to the flow chart of current

procedures on page 10. The TAD system would work as de-

scribed in the following paragraphs.

Buying Customer/Broker Transactions

The basic procedure for placing a buy order will not change

from current practice. The customer places his order to buy with

his broker. The broker transmits the order to the market place

where the trades are matched. He confirms the trade price,

amount due, number of shares purchased, date, commission,

etc., to his customer. The broker prepares a trade confirmation

ticket with the CUSIP number, price, amount due, number of

shares, registration and/or delivery instructions, which is then

sent to a clearing house or a central/regional depository for

comparison and processing.

1=11
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Selling Customer/Broker Transactions
The basic procedure for placing a sell order is essentially the
same as it is at present. A difference occurs when a customer
does not have his shares in certificate form. In such a case, the
broker may contact the transfer agent directly for confirmation of
ownership or, when his knowledge of the customer's holdings is
sufficient, he may proceed with the processing of the sell order.
When the order is complete, the broker sends the trade detail
and transfer-debit instructions and guaranteed stock power to
the clearing house for matching to the corresponding buy detail.

Borrower/Lender Transactions
Under TAD, when a shareholder wishes to use his securities as
collateral for a loan, he provides an assignment of interest, stock
power, and/or hypothecation agreement to the lender. The as-
signment of interest is forwarded to the transfer agent who
verifies ownership, places escrow (stop) restrictions against the
account, and forwards statements to both the borrower and the
lender. When a loan is repaid, the lender notifies the transfer
agent. The escrow restrictions are removed from the file, and
statements are sent to both parties. A stolen certificate thus can-
not be assigned as collateral without the real owner and the
lender being informed immediately by means of TAD statements.

The Function of the Clearing House
Under the proposed TAD system, the functions of the clearing
house are quite simple and efficient. Each clearing house will
prepare a special contract sheet or transfer authority sheet for
each security to show, by CUSIP number, the total number of
shares purchased and sold by each broker, by broker numbers.
Individual customers will be shown in a similar manner.

Transfer agents receive copies of these transfer authority sheets
or computer tapes for each corporation they represent.

Transfer procedures are both simpler and more acCurate be-
cause the transfer authority sheets are balanced and proved at
the clearing house, as well as by the brokers when they check
money settlements. If certificates are involved in a sale, the
broker sends them to the clearing house with the transfer in-
structions. The clearing house forwards the certificates to the
transfer agent for cancellation, and book shares are recorded
in the purchaser's name, unless he specifically requests cer-
tificates.

The Function of a Central or Regional Depository
The Central Certificate Service as it now exists, or regional/
national depositories being proposed, can function within the
Transfer Agent Depository system. The purpose of such deposi-
tories should be simply a bookkeeping service. The depositories
would deposit issues directly with the transfer agents and re-
ceive statements of holdings by issue on a daily basis. This is
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not a change in procedure but one which is in current use. We

are told that IBM acts as transfer agent depository for Merrill

Lynch. Each day, Merrill Lynch sends certificates received to

IBM and is issued a statement of holdings. When an individual

requests a certificate, Merrill Lynch sends registration instruc-

tions and a stock power to IBM. An immediate transfer is made

from Merrill Lynch's nominee to the individual without the neces-

sity of having a debit certificate.

The Function of the Transfer Agent

When the transfer agent receives a transfer authority, he pre-

pares (by data processing) "statements" reflecting the increases

and/or decreases to the specific accounts and mails them to

both the buying and selling stockholder or to his broker. This

statement is similar to a mutual fund statement or a no passbook

savings account notice. It provides a final audit verification and

notification to buyers and sellers that the transaction has been

properly executed.

When certificates are registered in broker, street name, or even

nominee name, the processing is the same as for individual ac-

counts. The TAD system allows brokers to deposit certificates

with the transfer agent and enables them to order out certificates

or to transfer book shares from an existing balance account. This

results in almost instant transfers. Such a processing method

will gradually eliminate the need for brokers to handle certifi-

cates in the routine course of trading activities. Possibilities for

loss or theft are thus further eliminated.

At present the Transfer Agent Depository is a composite of theory

and practice. It is not only an ultimate solution but a live working

system that is gaining acceptance from various organizations.

The Federal Reserve system of book-entry transfers of govern-

ment debt obligations is a certificateless Transfer Agent Deposi-

tory. The mutual fund industry has for several years systematically

eliminated the need for a certificate and has been very success-

ful in doing so. In fact, 95 percent of mutual fund shareholders

in 1960 held certificates;,today only 10 percent request certifi-

cates at time of purchase. The expanding number of Dividend

Reinvestment Programs for major corporations, expanding be
-

cause shareholders are demanding it of the corporations, dispel
s

a great deal of the theory that "Aunt Minnie" will not give up her

certificates. AT&T's program, with probably the largest number

of such "Aunt Minnie" shareholders, is extremely successful.

Under this program, rather than receiving dividend checks di-

rectly, the stockholder authorizes automatic reinvestment of

dividends through a bank with trust powers. The shareholder

receives a statement showing his holdings, not a certificate. In

fact, AT&T has received thousands of requests from share-

holders to deposit their certificates and provide a statement,

which tends to discredit the "shareholders-demand-certificates"

belief. Other major corporations with Dividend Reinvestment

Programs have had similar experience.
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0: Will the TAD system be expensive?
A: The TAD system would cost far less than the proposed deposi-
tory or the machine-readable alternative, although machine-
readable documents could be used within the TAD system. Most
major transfer agents and brokers now own or lease the essen-
tial data-processing hardware. The only new costs associated
with the Transfer Agent Depository are programming costs. These
costs would be far outweighed by the potential benefits.

0: How long will it take to implement TAD?

A: We feel that a realistic time frame for development and imple-
mentation of the system would not exceed 24 months.

0: What about reliability?

A: The equipment for a TAD system is in use and has been found
to be extremely reliable. The controls would be much the same
as they are under the current system from the transfer agents'
point of view. The broker would have "to know his customers" or
verify the customer's holdings with the transfer agent prior to
accepting a sell order. The Transfer Agent Depository is the sys-
tem least likely to be affected by equipment failure, i.e., computer
down-time because transfer agents are not all physically located
in one area. The equipment failure affecting any one agent would
not affect another in any significant way.

0: Can TAD be implemented without unduly disrupting the
normal flow of business?
A: The TAD system will not be implemented by the immediate,
total abolition of the certificate, but rather by issuing statements
instead of certificates. This would be done gradually, i.e., much
in the same manner as the Federal Reserve's bookkeeping entry
system. It is assumed that certificates would be deposited with
transfer agents on a gradual basis. As a result, there should be
little or no flow disruption in the offices of broker-dealers or
exchanges.

C): Doesn't the implementation of TAD call for a high degree
of coordination?

A: Yes, indeed it does. It will demand the coordinated efforts of
all segments of the financial world to insure uniform procedures.

0: To what extent would the development of a TAD system
further the implementation of uniform procedures of ac-
counting?

A: A TAD system would require uniform accounting methods,
especially by the various clearing houses and the brokerage
industry. It would eliminate a number of bookkeeping methods
now employed and require uniform procedures of accounting.

0: How may the public be informed as to the benefits of a
certificateless system in order to obtain the necessary pub-
lic acceptance?
A: The public could be informed as to the benefits of a certif
cateless society through direct mailings by transfer agents to
shareholders, much in the same way as Dividend Reinvestment
Programs have been introduced.

Answers to questions
most commonly posed

about TAD
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BUYS AND SELLS

Selling Customer Contacts Broker

Buying Customer Contacts Broker

Brokers contract for buy & sell

Selling broker confirms customers

holdings with Transfer Agent

Brokers confirm trade detail with

respective customers

Brokers deliver trade detail to

Stock Clearing Corp. if applicable

Stock Clearing Corp. nets trades

Selling customer delivers

certificates to broker

Delivering broker sends certificates

to receiving broker

Receiving (buying) broker delivers

certificates to transfer agent for

transfer

Transfer Agent returns transferred

certificates to receiving broker

Broker delivers certificates to
customer

Buying Broker delivers transfer

instructions, in addition to trade

detail, to Stock Clearing Corp.

Stock Clearing Corp. delivers

transfer authorities to Transfer

Agent

Statements reflecting transfer are

sent to Broker and/or customers

by Transfer Agent

Transfer
Present Agent
Transfer Depository
System System

Yes Yes

Yes Yes

Yes

No

Yes

Yes

Yes Yes

Yes

Yes

Yes No

Yes No

Yes No

No Yes

No Yes

No Yes

Yes

Optional

Yes

No

98-978 0 - 73 - 32



NON CLEARING HOUSE
TRANSFERS

Certificates are delivered to
Transfer Agent

Transferred certificates are
returned to delivering party

Transferred certificates are
sent to Transfer Agent

Statements reflecting new holdings
are sent to shareholders

LOANS

Lender verifies borrower's holdings
with Transfer Agent

Transfer Agent places escrow
restrictions on borrower's account

Upon advice of the lender, escrow
restrictions are removed

494

Transfer
Present Agent
Transfer Depository
System System

Yes No

Yes No

No Yes

No Yes

No Yes

No Yes

No Yes
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THE FIRST NATIONAL BANK OF BOSTON
STOCK TRANSFER DIVISION

POST OFFICE BOX 644, BOSTON, MASSACHUSETTS 02102

TELEPHONE 434-6497

STATEMENT OF HOLDINGS OF

JOHN R WHITEHOUSE
100 FEDERAL ST
BOSTON MA 02105

THE CERTIFICATE LESS CORPORATION

ACCOUNT NO. 10011

TAXPAYER IDENTIFICATION NO 123-45-6789

RECORD OF TRANSACTIONS THIS YEAR 1973

DATE TRANSACTION DESCRIPTION
TOTAL SHARES HELD

ON RECORD DATE

DOLLAR
AMOUNT FEE

PRICE PER

SHARE •
SHARES

THIS TRANSACTION

01/26 CTF DEPOSIT
100.000

02/15 SHARES PURCHASED
200.000

03/17 SHARES SOLD
-100.000

04/25 DIV REINVESTMENT 200.000 200.000 2.50 10.00 19.750

• INCLUDES BROKERAGE COMMISSION

HH.886

SUMMARY

SHAFIES HELD

BY YOU

SHARES HELD

BY THE BANK

TOTALSHARE

BALANCE

0 219.750 219.750
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Investment Company Institute
1775 K STREET N. W., WASHINGTON, D C 20006

(202) 293-7700

ROBERT L. AUGENBLICK
PRESIDENT

BRUCE B. ROBE
EXECUTIvE viCE PRESIDENT

Senator Harrison A. Williams, Jr., Chairman
Subcommittee on Securities
Senate Committee on Banking, Housing and

Urban Affairs
Room 5300, New Senate Office Building
Washington, D. C. 20510

Dear Mr. Chairman:

Re: S.2058 

July 9, 1973

The Investment Company Institute appreciates the opportunity
to submit its views concerning S.2058 and respectfully requests
that this letter be made part of the record of the hearings con-
cerning this bill. The Investment Company Institute is the
national association of the American mutual fund industry. Its
membership consists of 390 open-end investment companies (popu-
larly called "mutual funds"), their investment advisers and
principal underwriters. Our mutual fund members account for almost
907 of industry assets and have approximately eight and one-half
million shareholders.

Mutual funds are concerned with legislation relating to the
clearance, settlement and transfer functions involved in securities
transactions, both as issuers of their own shares (the funds'
capital stock purchased by individuals) and as purchasers and
sellers of securities issued by others (the funds' portfolio securi-
ties). We strongly endorse the objective of S.2058--to create an
integrated national system for the prompt and accurate processing
and settlement of securities transactions. Our comments are in-
tended to point out a technical ambiguity in Section 3 and to set
forth our views concerning regulatory responsibility.

1. Mutual Funds as Transfer Agents 

S.2058 would require that "transfer agents" register with
the Securities and Exchange Commission. Section 3(a)(24) defines
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the term "transfer agent" to include an issuer which engages 
in

"countersigning", "monitoring the issuance of" and "exchan
ging"

its securities. This definition may thus be broad enough to

encompass most mutual funds, even though the vast majority of

mutual funds employ other entities to act as their transfer 
agents.

A mutual fund employing the services of a transfer agent

but not itself performing true transfer agent functions might

fall within the technical language of Section 3(a)(24) merely

because a fund officer countersigns and monitors the issuance 
of

the fund's shares based an the books and records prepared by the

fund's transfer agent. In addition, many mutual funds permit

their shareholders to "exchange" their shares through their trans
fer

agents for those of other funds in the same complex.

We believe that a mutual fund which employs the services of

a registered transfer agent should not itself be required to

register as a transfer agent. Dual registration of a mutual fund

and its transfer agent would not advance the public interest,

would be unnecessary and would subject the fund to inappropriate

regulation and expense. We therefore suggest that the section of

the final bill adopted by the Subcommittee defining the term

"transfer agent" contain the following exemption:

"The term 'transfer agent' shall not

include any issuer which employs any

other entity registered as a transfer

agent to perform such functions with

respect to such issuer's securities."

2. Jurisdiction over Clearing Agencies and Transfer Agents 

S.2058 would divide jurisdiction over clearing agencies and

transfer agents between the SEC and the various bank regulatory

agencies.

Section 5 of the bill provides that all clearing agencies

must register with the SEC. Furthermore, the Commission would be

granted substantial authority over the activities of such clearing

agencies. However, Section 5, after granting the SEC primary

authority, delegates certain supervisory responsibilities to the

various federal banking authorities based on whether a particular

clearing agency is a banking organization.
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The entire clearance and settlement process is so closely
related to the trading of securities and to the regulation of
the securities markets that such activities should not be placed
under the regulatory jurisdiction of different agencies. The
Securities and Exchange Commission presently has regulatory jur-
isdiction over issuers, broker/dealers and national securities
exchanges and is seeking to coordinate the various activities of
all securities exchanges and markets. A number of registered
national securities exchanges and other entities are proposing
the creation of their own securities depositories. The operations
of these proposed depositories must be coordinated with the
operations of the securities markets since clearance and settle-
ment are part of the necessary final steps in completing securi-
ties transactions. One important aspect of this coordination is
that securities depositories adopt fair and equitable policies
with regard to ownership, participation and fees, and there is
need for uniformity in regulation of the various depositories which
may be organized.

In the case of transfer agents, regulatory jurisdiction is
more drastically bifurcated than in the case of clearing agencies.
Neither initial registration nor supervisory jurisdiction is cen-
tralized in any one regulatory agency. The agency with which a
transfer agency registers would depend upon whether the particular
registrant is a banking or non-banking institution. While the SEC
would be given authority to adopt rules governing all transfer
agents with respect to standards for the performance of transfer
functions and certain related matters, jurisdiction over compliance
by bank transfer agents with the rules is shifted to the various
banking authorities. We believe that these provisions are unneces-
sarily cumbersome and could lead to uneven regulatory oversight.

We do not believe that the overlapping and divided jurisdic-
tion over transfer agents and clearing agencies created by the
proposed bill is appropriate in the public interest. Section 1 of
the bill would amend the Securities Exchange Act of 1934 to add as
a regulatory goal the "development of an integrated national
system for the prompt and accurate processing and settlement of
securities transactions". While we wholly subscribe to the desir-
ability and indeed necessity of such a goal, we find it curious
that a bill in furtherance of an "integrated national system" would
divide and disperse among a number of agencies the regulatory and
supervisory responsibilities for such a system.
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We therefore conclude that a functional approach to regula-

tion requires that the Securities and Exchange Commission be the

sole regulator of clearing agencies and transfer agents whether

or not such entities are banks, trust companies or some other kind

of entity. This will insure uniformity in regulation, record-

keeping, inspection and compliance standards, and an even-handed

imposition of costs.

We endorse Section 17A(q) directing the Securities and Ex-

change Commission to take such steps within its power to bring

about the elimination of the stock certificate on or before

December 31, 1976. We believe that the elimination of the stock

certificate can be an important step in ensuring that a back-office

crisis such as occurred in years 1968-1969 does not reoccur.

Mutual funds as issuers of their own shares (the funds' capital

stock purchased by individuals) have been highly successful in

eliminating stock certificates. Mutual fund shareholders have

readily accepted the concept of "book shares" to such an extent

that in recent fund offerings approximately 907 of shareholders

accepted "book shares" rather than request the delivery of a

physical stock certificate. We believe this experience of the

mutual fund industry is applicable to the general securities

industry.

We appreciate this opportunity to submit our views con-

cerning S.2058.

Sincerely yours,

J:.
Robert L. Augenblicrk



504

STATEMENT OF THE

PACIFIC STOCK EXCHANGE, INC.

REGARDING S. 2058

SUBMITTED TO THE SENATE COMMITTEE

ON BANKING, HOUSING AND URBAN AFFAIRS

THOMAS P. PHELAN

President

PACIFIC STOCK EXCHANGE, INC.

July 11, 1973
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The Pacific Stock Exchange ("PSE") welcomes this

opportunity to present its views concerning S. 2058.

PSE has for some time supported the basic regulatory

approach embodied in S. 2058. PSE believes that legislation

dealing with securities processing should give the Securities

and Exchange Commission ("Commission") effective rule-making

authority with respect to clearing agencies, depositories,

and transfer agents.

PSE believes that, with respect to depository

systems, it is important that the Commission be given sufficient

authority, without giving it so much control over day-to-day

operations that banks and other financial institutions,

accustomed to dealing with different regulatory bodies, will

be unwilling to participate in the development of depositories.

S. 2058, in our view, provides the proper mix of

responsibilities, as the Commission is given rule-making

authority, while inspection and enforcement responsibilities

are delegated to bank regulatory agencies for depositories

that become members of the Federal Reserve System.

S. 2058 contains one final provision which is very

important and which the PSE believes should be incorporated

in whatever legislation is passed to deal with the problems

of securities clearance and settlement. Section 9 of S. 2058

addresses the problem of state securities transfer taxes

and personal property taxes, which if they are not modified

may pose an insuperable obstacle to the development of a
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national network of securities depositories. The real problem

is the New York Stock Transfer Tax. The New York Transfer Tax,

with its extraordinary extra-territorial reach, has for long

enough stood as a barrier to interstate commerce. It should

not now be allowed to prevent the development of a national

depository network, which is so important to the progress of

the securities industry.

The purpose of Section 9 of S. 2058 is thus highly

commendable. The PSE believes, however, that the section is

worded in such a way that its interpretation will prove

difficult. Apparently the standard to be applied is a

constitutional standard as to whether, assuming the depository

facilities were not located in the taxing state, there would

be a sufficient nexus between the taxing state and the

transaction to justify taxation. Reference to a constitutional

standard, which is vague and confused, makes the operation

of the section much more uncertain, and for this reason might

delay development of a national depository network until

the issue can be clarified in court. We would suggest that

the language of Section 9 of S. 2058 be replaced by the

following language, which is much more explicit in its effect:

"(c) No state or political subdivision

thereof shall impose any tax on any change in

beneficial or record ownership of securities

effected through the facilities of a registered

national securities clearing agency or any nominee
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thereof or custodian therefor or upon the

delivery or transfer of securities to or

through or receipt from such agency or any

nominee thereof or custodian therefor, unless

such change in beneficial or record ownership

or such delivery or transfer of securities

occurs as a result of a sale of securities

or an agreement to sell securities made within

the taxing State or political subdivision,

or unless the securities are transferred upon

the books of the issuer thereof at an office

located within the taxing State or political

subdivision, or unless the securities are

transferred upon the books of a transfer agent

for such securities at an office located

within the taxing State or political subdivision.

No State or political subdivision thereof shall

impose any tax on securities which are deposited

in or retained by a registered national securi-

ties clearing agency or any nominee thereof or

custodian therefor, unless the beneficial

owners of such securities are either residents

or domiciliaries of the taxing State."

Last year the Pacific Clearing Corporation, the

clearance and depository subsidiary of PSE, submitted its views

on S. 3876, H.R. 14826 and H.R. 14567 to the Commerce and
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Finance Subcommittee of the House Committee on Interstate

and Foreign Commerce. Since our views on these issues

have remained the same, and since the questions posed by

S. 2058 are essentially the same as the questions posed

by S. 3876, we are submitting this statement to the Senate

Committee at this time as Ap o this Statement.

ully submitted,

By: THOMAS P. PHELAN
President
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STATEMENT OF THE

PACIFIC COAST STOCK EXCHANGE CLEARING CORPORATION

SUBMITTED TO THE

COMMERCE AND FINANCE SUBCOMMITTEE
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I.

INTRODUCTION

The Pacific Coast Stock Exchange Clearing Corporation

("PCSECC") appreciates the opportunity to submit its views to

this Subcommittee on three bills dealing with securities clearance,

S. 3876, H.R. 14567 and H.R. 14826.

PCSECC, as an outgrowth of its clearance activities,

currently operates a securities depository as a subdivision. This

depository, begun only about a year ago, already holds securities

valued at approximately $800,000,000. It is planned that in the

near future this Depository will be expanded substantially as

securities currently held by banks in a fiduciary capacity are

brought into the Depository. Toward this end, PCSECC has been

actively cooperating with a number of major West Coast banks in

planning an expanded Western regional depository. PCSECC is also

actively cooperating with CCS and the Midwest Stock Exchange's

Clearing Corporation, in planning the development of a national

system of depositories linked by contra-accounts. In addition we

have taken an active part in the work of the National Coordinating

Committee for a Comprehensive Securities Depository. PCSECC wants

to emphasize, however, that this statement does not necessarily re-

flect the view of any entity other than itself.
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VIEWS OF THE PACIFIC COAST STOCK EXCHANGE

CLEARING CORPORATION ON S. 3876

The PCSECC believes that any legislation dealing with

the processing of securities transactions should give the Securi-

ties and Exchange Commission ("Commission") effective rule making

authority with respect to clearing agencies, depositories, and

transfer agents. The Commission, by virtue of its experience and

its existing regulatory responsibilities, is the logical agency

to exercise overall rule making authority over the process of

securities clearance, settlement, and transfer.

PCSECC also recognizes that banks, which are important

participants in the systems that are planned for improving securities

clearance and settlement, have legitimate reasons for preferring

that the regulation of systems in which they participate be in the

hands of bank regulatory agencies. It has been the experience of the

PCSECC that the Western banks have been eager to cooperate in the

development of an expanded depository system. This spirit of cooperation

is best fostered by a bill, such as S. 3876, which gives enforcement

and inspection authority to bank supervisory agencies in the case of

banks acting as depositories, clearing agents, or transfer agents.

The PCSECC believes that, of the three bills currently

under consideration by this Subcommittee, S. 3876 represents the most

viable approach to the problem of regulating securities clearance and

settlement. The Commission is given rule-making power in connection

with the activities of clearing agencies, depositories, and tran
sfer
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agents, while inspection and enforcement powers with respect to

institutions which are regulated by federal banking authorities

is left to the federal banking authorities. This is the division

of regulatory responsibility which the PCSECC supports.

VIEWS OF THE PACIFIC COAST STOCK EXCHANGE

CLEARING CORPORATION ON H.R. 14826 and H.R. 14567

The PCSECC does not oppose either H.R. 14826 or H.R.

14567. We do, however, believe that S. 3876 represents a better

approach than either of the two House bills. A national system of

securities clearance, settlement and transfer will have to involve

financial institutions outside the securities industry which are

not accustomed to regulation by the Securities and Exchange Commis-

sion. In order to attract the cooperation of such institutions, it

is important to provide a regulatory framework with which they will

feel comfortable. We believe that this goal is best achieved by

S. 3876.

IV.

VIEWS OF THE PACIFIC COAST STOCK EXCHANGE CLEARING

CORPORATION ON THE TYPE OF CLEARANCE AND

SETTLEMENT SYSTEM THAT SHOULD BE FOSTERED BY REGULATION

Neither S. 3876 nor H.R. 14826 and H.R. 14567 say anything

very specific about the design of a national system of clearance

and settlement. The PCSECC believes that this is as it should be.



Rather than Congress prescribing solutions, it is better for

private industry groups, subject to the ultimate supervision of

the agencies to which Congress entrusts authority in this area,

to develop acceptable solutions through an evolutionary process.

We do believe, however, that Congress should closely monitor the

progress that is made.

For this reason, we believe it will be useful to the

Subcommittee if we briefly outline what we believe should be the

design of a national system of clearance and settlement. First,

we believe that the development of depositories represents the best

near term solution to the problems of clearance and settlement.

Elimination of the stock certificate would be very difficult to

accomplish before securities have been immobilized in a depository

environment.

Second, we believe that it would be a serious mistake for

the nation to be dependent on one securities depository which in

turn is dependent upon one source of power and one labor market.

Moreover, one depository would tend to centralize too much financial

power in one region of the country. The PCSECC believes that it is

much preferable to develop a national system of securities depositories,

linked by contra-accounts and thus able to accomplish delivery of

securities and cash settlement between regions of the country by

book-entry methods.

Third, such a national depository system can be created

very quickly by interfacing the existing depositories in New York

and California, as well as the depository that is being created by
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the Midwest Stock Exchange in Chicago. Thus the first order

of business for the nation's clearing corporations and depositories,

and for the banks interested in this area, is to develop a system

of interface between depositories. The PCSECC has consequently

been engaging in detailed discussions with representatives of New

York's Central Certificate Service and the Midwest Stock Exchange

Clearing Corporation. Though some technical and legal roadblocks

have emerged, we hope that in the next few months depositories will

have contra-accounts with each other. Then we will have the be-

ginnings of a national system of clearance and settlement.

V.

CONCLUSION

The PCSECC hopes that this statement will be of assistance

to the Subcommittee in its difficult task of providing for the regu-

lation of the systems for securities clearance and settlement which

are currently being developed.
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SHIELDS & COMPANY
INCORPORATED

IHEMBEHE PRINCIPAL SECURITIE% EXCHANGE%

44 WALL STREET

NEW YORK, N.Y. 10003

July 11, 1973

Subcommittee on Securities
Committee on Banking, Housing & Urban Affairs

U.S. Senate
Washington, D.C. 20510

Attention: Alton B. Harris, Esq.

Gentlemen:

I am pleased to be able to respond to the invitation of your

Chairman to express my views on S.2058 concerning the clearing

and settling of securities transactions.

First, I wish to state that I am in general support of the

objectives of the bill and believe that, if enacted in its

present form, it would represent a first major step in the

resolution of many operational problems which have plagued

the securities industry for many years.

At the same time, I wish to point out to the Subcommittee that

certain important areas remain unresolved, especially with

respect to the lack of a cohesive, national system for effecting

timely transfers of the securities of the more than thirty

thousand issuers of corporate securities throughout the nation.

We have developed systems to transfer money electronically,

but do not seem to be in a position, under the proposed legis-

lation, to issue and cancel certificates at various regional

locations throughout the country. Regardless of standards of

performance which may be imposed by the proposed statute, geo-

graphy and the requirement to deal with physical certificates

for cancellation and issuance inherently delays the system and

may be the seed for a new operational problem of the future.

Also, at the present time, the legal documents which are re-

quired to effect transfer in certain trust, estate, and other

"legal" forms vary not only from state to state, but also within

a state, from transfer agent to transfer agent. It is my

belief that your legislation should speak more directly to this

problem, with a view toward standardizing the bases under

which transfers of securities are made. Additionally, there are

presently no standards for acceptance of signature guarantees,

except by informal organizations which appear to be exercising

powers which the law may not have granted them. I enclose a
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notice from the New York Stock Exchange, Inc., which illustrates
that the Stock Transfer Association, Inc. and the Corporate
Transfer Agents Association, Inc. assume power to review NYSE
forms. The present system may be discriminatory with respect
to broker/dealers which are not members of the New York or
certain other exchanges.

In the definition of transfer agents, you have excluded both
dividend paying agents and interest disbursing agents. I
believe this is a defect which should be rectified if we are
to include the entire universe of securities processors under
a single new system.

While recognizing the fact that exempt securities are exempt
from certain SEC regulations, it appears to me to be wrong
not to avail yourself of this opportunity to include the more
than one million issues of securities, the cost of issuance of
which is paid by the taxpayer, within a system of clearance and
depository facilities. These securities might be phased into
the system over a longer period of time, but presently remain
the most difficult to process for both banks and broker/dealers.

Finally, I would like to address the question of the diversity
of regulatory bodies which will be dealing with this inter-
industry problem. As I have testified before, the best solution
would be to create a federally chartered, privately owned
corporation to operate and regulate the clearance and depository
system, as well as certain ancilliary functions.

In the absence of that solution, a single regulator should be
selected to make the rules for all participants and to enforce
them. Divided regulation, regardless of requirements for
"cooperation", is unequal regulation. The systems for regulating
banking participants in this national scheme are totally
different from those of the Commission. Methods of discipline,
disclosure of discipline, and related issues may be treated
unequally and unfairly with divided regulatory responsibility.

It is my belief that the one area of regulation over the secu-
rities industry by bank regulators, Regulation T of the Board
of Governors of the Federal Reserve system, has not worked
as well or been administered as effectively as if it were the
responsibility of the Commission. For example, we have recently
seen severe dislocation of many investors by the recent amend-
ment to Regulation T prohibiting "same day substitution" for
accounts with less than 40% equity. As a result, many customers
have been unable to upgrade their portfolios because of their
inability to replace securities without payment of additional
money at a time when they are unable to afford it.

Much comment has been seen in the press and in correspondence
related to this area, but no action as yet has been either taken
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or proposed by the Federal Reserve Board. It might be inter-

esting for the Subcommittee to review the rule change processes

within Regulation T for the past several years to examine the

responsiveness of the bank regulator to the needs of a different

industry.

Conversely, a recently proposed rule of the Commission,

Rule 15c3-3 under the Securities Exchange Act of 1934 was not

given appropriate attention by the bank members of the financial

industry. Certain provisions related to the buying in of exempt

securities, which would have had a serious effect on bank muni-

cipal bond operations, became the subject of a last minute

decision by the Commission. As of this date, that portion of

the rule is still suspended by order of the Commission because

of the inability to balance the needs for investor protection

of the securities industry against the requirements of the

banking industry.

I do not bring these points up to be disruptive or critical of

the agencies involved. I speak to them primarily to illustrate

that cooperation, in my judgment, cannot be legislated, but

will exist only with true motivation for benefits to be received

by both parties. As a result, it is my conclusion that, failing

the establishment of the kind of entity I have proposed before

your Subcommittee two years ago, that the selection of the

Commission as the regulator for all phases of securities

processing would be preferable to the approach taken by S.2058.

I shall be happy to amplify, either in writing or in person,

the views expressed in this letter.

Again, I would like to thank the members of the Subcommittee

for the two opportunities I have had to testify in person

before them, and to express my appreciation for this opportunity

of commenting on your legislation.

Very truly yo rs,

--
2

Junius W. Peake
Senior Vice President
Administration & Operations

JWP:mae

Enclosure
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S. L. CIRCULAR NO. 132

NEW YORK STOCK EXCHANGE, INC.

Division of Stock List

July 3, 1973.

To Members and Managing Partners/Officers of Member Organizations:

On July 2, 1973, WALSTON & CO., INC. a member
organization changed its corporate name to duPONT WALSTON INCORPORATED
and will continue to do business under the name of duPONT WALSTON
INCORPORATED.

An Indemnity Agreement has been executed and filed with the
Exchange by the continuing organization whereby deliveries and  transfers of
securities assigned by WALSTON & CO., INC. when presented or delivered
on and after July 2, 1973, by other than duPONT WALSTON INCORPORATED
will be accepted without the statement "Execution Guaranteed" endorsed thereon.
This form of procedure has been previously approved by The Stock Transfer
Association, Inc. and the Corporate Transfer Agents Association, Inc.

* * * * * * * * *

For the purpose of aiding in the transfer of securities with
assignments or powers of substitution signed manually or with the mechanically
reproduced facsimile signature of WALSTON & CO., INC. and bearing the
statement "Execution Guaranteed" endorsed thereon by duPONT WALSTON
INCORPORATED, a signature agreement has been filed with the Exchange whereby
duPONT WALSTON INCORPORATED has adopted as and for its signature, the
signature of WALSTON & CO., INC., including specifically the mechanically
reproduced facsimile signature, specimens of which were previously furnished
transfer agents.

This method has been adopted to induce the acceptance of
securities bearing such endorsements by transfer agents and by member
organizations for delivery purposes in conformity with the provisions of
Rules 204 and 205 of the Board of Directors. The procedure has the approval
of the Board of Directors of The Stock Transfer Association, Inc. and the
Corporate Transfer Agents Association, Inc.

RICHARD M. DREW
Dtrector - Operations

NOTE: duPONT GLORE FORGAN INCORPORATED is continuing as a separate
member organization.

Inquiries should be directed to 623-5040.
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THE STOCK TRANSFER ASSOCIATION, INC.
Established 1911

BOARD OF DIRECTORS

THOMAS W. STANLEY, President
Vice President
Morgan Guaranty Trust Company of New York

New York, New York

CLAYTON M. NICHOLSON, Vice President
Vice President
Chemical Bank

New York, New York

WILLIAM R. BARNETT, Vice President
Vice President & Trust Officer
Wells Fargo Bank

San Francisco, California

MATTHEW J. O'REILLY, Vice President
Vice President
The C.hase Manhattan Bank, N.A.

New York, New York

EDWARD J. McNAMARA, Secretary
Assistant Secretary & Assisumt Treasurer

Bethlehem Steel Corporation
New York, New York

WILLIAM H. McCOACH, Treasurer
Vice President
Irring Trust Company

New York, New York

ROBERT H. HARBOR, A.ut. Secretary
Transfer Agent
Sun Oil Company

Philadelphia, Pennsilvania

THOMAS RUSHFORTH, Amt. Treasurer
Vice President
Manufacturers Hanover Trust Company

New York, New York

THOMAS J. BYRNE
Senior Vice President
The Natioml Shawmut Bank of Boston

Boston, Massachusetts

CLAUDE D. PALMER
vice President
The Bank of Se,/ York

New York, Near York

A. PHILLIP LUSE
Assistant Treasum
American Telephone & Telegraph ComPanY

New York, New York

THOMAS 0. MACDONALD, JR.
Transfer Agent
General Motors Corporation

New York, New York

JAMES M. ROACH
Vice President
Harris Trust and Slavin. Bank

Queues,

ARTHUR P. SMITH
Assistant Secretary & ASSi3tIOI Treaamer

Texaco Inc.
New York, New York

BRUCE B. UPSHALL
Assistant Vice President, Corporate Services

Canada Permanent TMs, Company

Toronto, Canada

July 13, 1973

Honorable Harrison A. Williams, Jr.

Chairman, Subcommittee on Securities

Committee on Banking, Housing and Urban Affairs

United States Senate

Washington, D.C. 20510

RE: S.2058

Dear Senator Williams:

The Stock Transfer Association, Inc.,

wishes to acknowledge receipt of a copy of

S.2058 and to express its appreciation for

the invitation of the Subcommittee on Securities,

under date of June 29, 1973, to submit a written

statement concerning this bill.

As you and your Subcommittee know, The

Stock Transfer Association, Inc., was invited

to appear and testify at legislative hearings

held on May 10, 1972, by your Subcommittee in

respect of proposed bills S.3412, S.2551 end

S.3297 (92nd Cong., 2nd Sess.) and at legisla-

tive hearings held on September 8, 1972, by

the Subcommittee on Commerce and Finance of

the House Committee on Interstate and Foreign

Commerce in respect of proposed bills H.R.14567,

H.R.14826 and S.3876 (92nd Cong., 2nd Sess.).

At both such appearances, we offered certain

suggestions for improving the proposed legisla-

tion from the standpoint of the transfer agent,

but our remarks were directed principally at

the inclusion of transfer agents, and their

functions, in such proposed legislation.

Recently, The Stock Transfer Association,

Inc., was invited by the Subcommittee on Commerce

and Finance of the House Committee on Interstate

and Foreign Commerce to make written comments on

H.R.5050 (93rd Cong., 1st Sess.). The comments
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Honorable Harrison A. Williams, Jr.
Page 2
July 13, 1973

set forth herein, with the exception of the
remark made in the concluding sentence of the
eighth paragraph hereof, are virtually identical
to the comments made by us, under date of May 4,
1973, in respect of that proposed legislation.

Before both the House Subcommittee and
your Subcommittee during the last session, we
expressed our view that the necessity of regula-
tion of transfer agents by way of Federal legis-
lation, as well as how much and what type of
regulation, were debatable subjects. We pointed
out that certain parallel developments in the
securities industry and the stock transfer
field--namely, the expansion of securities
depositories such as Central Certificate
Service, increased use of JUMBO certificates,
revisions of rules of the New York Stock Exchange
relating to deliveries of securities, improved
technology and the adoption of uniform proce-
dures through the efforts of the Banking and
Securities Industry Committee--had very sig-
nificantly reduced the possibility that the
public and the securities industry would ever
again witness the abnormal conditions and
resulting delays in processing securities
transfers which arose during the period 1968-
1970.

In the last six months, further develop-
ments in the securities industry have compelled
us, as transfer agents, to give renewed consi-
deration to the question of the need, whether
at this time or in the future, for Federal
legislation regulating the activities of
transfer agents. We no longer believe that
regulation of transfer agents is a debatable
subject but have concluded that regulation
simply is not necessary.
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Honorable Harrison A. Williams, Jr.
Page 3
July 13, 1973

Since our appearance on May 10, 1972,
the securities industry has seen a most
remarkable growth of the securities depository
and much wider use of the JUMBO certificate.
These alone have reduced the number of trans-
fers to a staggering degree. In addition, the
securities industry is now faced with the
fact that the volume of sales on national
exchanges is low and will very likely remain
low as testimony to the diminishing interest
in public securities markets of the non-institu-
tional investor.

It appears to us obvious that the
combination of efforts aimed at reducing the
number of transfers with market conditions
having such consequences will greatly affect
the stock transfer function. The burdens
of the transfer agent promise to be greatly
reduced, and efficient performance should,
therefore, always be within control. We
believe that Federal legislation should not
now supplant the very productive efforts of
the securities industry itself or the natural
adaptation of the stock transfer field to
market conditions.

If it is determined that legislation
regulating transfer agents is, nevertheless,
necessary, we firmly believe that enforcement
of any promulgated regulatory measures affecting
bank transfer agents and examination of compliance
therewith by bank transfer agents must be left
to bank regulatory agencies, which have prior
experience in such areas and the capability of
handling such matters effectively. This scheme
was embodied in S.3876 and H.R.16946, and we
found it to be sound. We do not object to
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concentration of rule-making authority in the
Securities and Exchange Commission; nor do we
object to concentration of enforcement and
supervisory authority with respect to non-bank
transfer agents in the Commission. As between
the respective approaches in this regard taken
by H.R.5050 and S.2058, therefore, we find
that of S.2058 to be preferable.

We have already voiced our concern,
both before your Subcommittee and the House
Subcommittee on Commerce and Finance, about
any specific grant to the Securities and
Exchange Commission of authority to prescribe
rules and regulations relating to the form
or format of the stock certificate. We re-
express our concern now. Requirements of
this nature could very easily impose undue
burdens on issuers as well as transfer agents
and result in the elimination of all but a
few organizations able to perform the stock
transfer function.

In conclusion, while the Stock Transfer
Association does not now believe that Federal
regulation of transfer agents is necessary, it
wishes to re-pledge its full cooperation should
legislation be enacted and re-state its desire
to participate to the fullest possible extent
in the development of measures implementing
such legislation.

TWS/gb

erA
V truly yours,

Thomas W. Stanley
President
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FEDERAL DEPOSIT INSURANCE CORPORATION,Washington,D.C.20429

OFFICE OF THE CHAIRMAN

JUL 1 6 1973

Honorable John Sparkman
Chairman, Committee on Banking, Housing

and Urban Affairs
United States Senate '
Washington, D. C. 20510

Dear Mr. Chairman:

This refers to your July 2, 1973 letter requesting a report on
S. 2058, 93d Congress, a bill "To amend the Securities Exchange Act
of 1934 to provide for the regulation of clearing agencies and transfer
agents, and for other purposes." The bill is substantially similar to
S. 3876 which was i)assed unanimously by the Senate during the 92d Congress.

With respect to the clearing agency function, S. 2058 would grant to the
Securities and Exchange Commission the substantive rulemaking authority
over all clearing agencies, and such agencies would be required to file
registration statements with the SEC. Administrative disciplinary and
review proceedings and other enforcement responsibilities would be
conferred upon the "appropriate regulatory agency" which, in the case
of an insured bank acting as a clearing agency, would be the Comptroller
of the Currency, the Federal Reserve or the FDIC.

The SEC and the bank regulatory agencies would be required to exchange
copies of reports concerning clearing agencies where appropriate and
to notify each other of actions taken with regard thereto. The SEC
and the bank regulatory agencies would also be required to consult with
and request the views of each other before issuing any proposed rule
for public comment or adopting any such rule.

We agree with the general thrust of these provisions regarding the
regulation of clearing agencies, but would recommend that the last
sentence of the proposed section 17A(o) requiring the appropriate
regulatory agency to make a full and detailed report to the SEC of any
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examination of a registered clearing agency be amended to limit this
reporting requirement to information relating to the clearing agency
function insofar as insured banks are concerned, so as not to imply
that unrelated information developed in the course of a general
examination of the insured bank need also be reported to the SEC.

As to the transfer agency function, S. 2058 would require registration
statements to be filed with the appropriate regulatory agency but, as
with the clearing agency function, substantive rulemaking authority
would be lodged exclusively with the SEC. The three Federal bank
regulatory agencies would be consulted by the SEC in the exercise of
its rulemaking authority and the bank regulatory agencies would have
the enforcement responsibility with respect to insured banks acting
as transfer agents, except that the second sentence of the proposed
section 178(j) appears to give the SEC a residual, concurrent enforcement
jurisdiction with respect to banks acting in this capacity. That subsection
seems to grant the SEC power to enforce compliance "by any person with the
requirements imposed under this section." We recommend that the breadth
of the term "by any person" does not seem fully to conform to the concept
of lodging exclusive enforcement jurisdiction in the F2deral bank
regulatory agencies with respect to insured banks acting as transfer
agents. We therefore recommend that subsection 0) be amended so as
definitely to preclude the possible construction that the SEC is
being given concurrent enforcement authority with respect to insured
banks acting in this capacity.

The Corporation in the past has strongly recommended that the Federal bank
regulatory agencies be granted the same enforcement tools as would be
granted by the proposed legislation to the SEC. To this end we recommend
that the proposed section 17B(j) be amended to give the Federal bank
regulatory agencies enforcement authority similar to that granted therein
to the SEC. That subsection might be amended to read as follows:

"(j) The appropriate regulatory agency may, after appropriate
notice and opportunity for hearing, by order, censure or bar
or suspend or place limitations upon any transfer agent, or any
officer, director, or employee of any transfer agent, or revoke
the registration of any transfer agent, if such agency finds
that such censure, barring, suspension, placing of limitations,
or revocation is in the public interest or for theprotection of
investors and that such transfer agent or any officer, director,
or employee thereof has willfully violated or is unable to
comply with any provision of this section or any rule or
regulation promulgated thereunder pertaining to such transfer
agent or any officer, director, or employee thereof."

If amended as recommended above, the Corporation would support
enactment of S. 2058.

Sincerely,

(Signed) Frank Wille

Frank Wille
Chairman
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