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The Financigl Condition of Broker-Dealers:

A Opestion of the Adequacy of Capjital

And Repulatory Bafepuards

Le Manh Tri and Terry M. Chuppe
Financigl EconomisLs
Office of Policy Research

E Introduction - Recent fimancial problems in the securities

i industry, that resulted in the insolvency of a number of firms, raised

1
ﬁ questinns concerning the capital structure of breoker-dealers and Lhe

. adequacy of financlal responsibility requirements impused uwpon broker-

E dealers. It became apparent during the stock market decline of 1969

i

!. and early 1970 that there were basic weaknesses in the capital structure
\ of firmg which contributed to the fimancial problems of the securities

industry during this peried. The capital of some broker-dealers was too
meagear, impermanent it nhature and, in many instances, included securities

contribucions that declined in value under adverse market conditions,

The principal method by which the regulation of brgker-desglers
has attempted to protect investors from broker-dealers insolvencies

0T other financial problem:s has been the maintenance of an adeguate
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net capital base relative Lo the £irms' ageregate jindebtedness to assure
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that firms have sufficient liquid assets to COVeEr their current indebted- :
ness. in addition to the net caﬁiLal requirements, statutes and regulations,

as well as the ¢

ules of the various self-regulatory agencies regarding

the hypothecation and segregation of securities were designed to protect

investors from the misuse of customers’ funds and securities in the

possession of broker-dealers, The passage of the Securities Investors

Erotection Act of 1970 (hereinafter sIPA), however, added a new dimension

to securities industry regulation by establishing a non-profit cerporation

to adpninister an insurance fund that would imsure indiwvidual customers'

accounts up teo specified limits in the event of broker-dealers inselvencies,
Moreover, the Act directs the Cowmmission te provide additional safepuards

ra investors by increasing the [inancial responsibility requirements

imposed upon broker-dealers. Thus, Section 7(d) of SIPA provides that,

v, . ., . the Commission shall prascribe ag NecessAry
or approptiate in the public interest ot for rhe
protection of investors to provide safeguards with
respect to the fimancial responsibility and related
practices of brokers and dealers including., but not
limited to, the acceptance of custody and use of
customers! securilies, and the carrying and use of
customars' deposits or credit balances. Such rules
and regulations shall require the malntenance of
reserves with cespect ta customers' deposits ar

credit halancves, as determined by such rules and
reguelations,’”
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In view of thess receﬁt developménts in the securities industry,
the goals of this report are: {1} to analyze the capital structure of
.brnk&r—dealerﬁ to determine the composition and variation in the capital
cCrucfure Among firms and the extent to which broker-dealers rely on
cubordinated borrowings and securities contributed as capital; (Z)
digsecuse the use of the ner capital rule as a repulatory safeguard in

relation to current prepasals te adopt rules pursuant to the STPA

lagislation, such as the establishment of reserve requiremencs with respect

to customers' credit balances, which are essentially designed to
accomplish in a more direct manner results thar net capital tules were
intended to produce; and (3) consider segregacion of customer-tirm
activities as a petential avenue for increasing protection to investors

who leave securitieg and funds on deposit with broker-dealers.

Finaneial Data available for Analvsis - There are four sources of

financial information on securirieps firme which were utilized for

this report. These sources are: (L} the WYSE I & E reports (1965-1963%},
{2) Financial data filed by che NYSE "monitored" firms (October 1949 -
December 1970), {3) the X-174-10 reports filed with the NASD for year-end
1969 and (4} the Commission's X-17A-5 financial questionnaire. In the
analysiz which follows, primary emphasis is placed on Mew York Stock
Exchanpe member firms because these include the largest firms in the
industry dping & substantial proportion of the public business and it

is for these firms that flpancial data have been available in computerized
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torm for a number of fears. Thus, for example, balance sheet and
capital funds data are avallable for NYSE member firms carrying public
cusStomer accounts for the 1965-196% period. In addition, for WYSE
"monitored" firms, similar balance sheet information are available for
year-end 1970 as well as monthly computations of net capital and
aggregate indebtedness for October, 1969 chrough December, 1970. In
contrast, the X-174-10 financial reports filed with the HASD (also on
magnetic tape) at year-end 1969 have only recently become available
and such reports were not required prior bo 1969, The Commission's
X-174-5 reporcs, which contain a sratement of Financial condirion and
4 computation of net capltal by the Commission's reglonal ocffices for

broker-dealers required to comply with Rule 15¢c 3-1, are not available

an computer tape and therefore are uwtilized to only a limited extent

ig this report.

NYSE Member Firms' General Financial Position for L968-1470

Before curning to an analysia of the capltal struciure of broker-dealers,

it may be useful Lo digouss their overall financial posiiion in recent
years. Table 1 contains the apgregate dellar values for the major items
of assets, liabilities and capliral ac year-end 1968 and 1969 for NYSE
member firms carrying public cusiomer accounts and ratios which show the

relative importance of cach of these individual items to the balance sheat
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Table L1

Summary Belamce Sheer Statament
for all WYSE Member Firms Carrying Fublic CustomeT Accounts

{Year-End 1968-196%)

1985 Ber- 1969 Par- ) 19465 Pexr- 1965 Pet-
ASBELE {Milliona} ceEnt (Millione] cEnk Liabiljities {Millions) cent (Milliocag)  gent
Canh & L,11C 4.1% 5 L.047 5.5% Maney horrowved & B, TIO Th.9% 5 9,429 28,3%
securicies borrowsd l,ﬁﬁﬁ 6,2 977 5.1 tecurities leoaned 1,151 6.5 1,063 5.5
Seruritiens Ffalled to deliver G, 4481 16,5 1,917 [ LI $ecuriciesn failed g9 recelve 4,739 17.5 2,188 11.1
3 1
Debic palancea in customern’
gecuriciee accounts 11,038 40,9 EFEEL) 50,5 credit balanges in customers”
gaouricises accounts;
{1y freg ¢redic balances 3,636 13,5 2,758 15,4
(2% other creditc balanceg 2,924 0.8 2,080 108
long podltione in gecuricics Shott pasitionz in securities :
and comuadiclea 6,598 L 5,663 9.5 and commpditien 1,212 4,5 T4 3.2
Securicies ewchange membevehip L 1.7 2717 1.4
&ll other agsets 1,675 b, 2 1,539 .0 Al11 other limbilitles 2,061 7.6 1,824 3.7
Toral 1iabilicles 23,054 a5.3 15,845 B2.5
subordinated accounts ‘I,517 5.6 1,313 6,8
Equity Capical ' 2,453 3,1 2,038 10.5
Totsl Assets 27,02 1oL 0 19,196 10¢,0 Total Liabilities & Capital 27,020 10,0 19,198 100, 0
Mumber of fizme 285 ne

M flea of Pollcy Regearch
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as a whole, while Table 2 presents similar information for WYSE
monitored firms for year-end 1970, As shown in Table 1, between
year-end 1268 and 1962 tokal assets for all NYSE member firms
carrying public customer accounts declined 29 percent -- from
$27,0 billion to %19,2 billion, Capital and subordinated accounts,
which totaled $3.4 billion at year-end 1969, declined 16 percent

during this peried,

Customers' Security Account Balances. Debit balances in customers'

security accounts apgpregated $7.8 billion and accounted for 41 percent
of NYSE member firms total assets at year-end 1969, Such receiwvables
from customers apply to all debit balances whether in cash or margin
accounts. Pavables to customers amounted to $4.3 billion at year-end
1969 of which $2.8 billion consisted of free ;redit balances for which
customers have an immediate and unrestricted right of withdrawal,

Cash and deposits available ko firms totaled $§1.0 billion at year-end
1969 and accounted for about six pereent of total assets emploved.
While free credit balances in customers' security accounts declined
24.1 percent between year-end 1968 and 1969 for all NYSE member

firms, cash immediacely available to meet the potential demands of

customers for these deposits declined only 5.7 percent, Thus, at the

.

1/ The attached Appendix A contains a more detailad balance sheetc
for NYSE member firms filing such reports at year-end 1965-89,
Because the balance sheet was not made mandatory uncil 16968, some
firms did not file this report for earlier wcars.
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of 1969, NYSE member firms had a larger cash base relative co
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gecurlty dccounts than they had at year-end L1363,

abilities and relative to free eredit balances 1o customers’

proprietary Positions in Securities and Commoditiles. As shownm

in Table 1, long positicns in gsecurities and commedities declined from
$6.6 billion in 1968 to $5.7 billicn at vear-end 1969; Long positions
in sccurities and commodities ptimarily consisr of che market value of
seeurities and commodities carried for the firms trading and investment
accounts but they also include sccurities comtributed for capital
purposes by partners and subordinated lenders. Short positfions in

serurities and cormodities totalad $743 million ar year-end 1969, a

dacline of 39 percent from the preceding year,

Money Barrowed, Momey borrowed used to finance customer and firm

security accounts transactions totaled $6.7 billion at the end of

1968 and decreased to £5.4 billion in 1969, Only amounks beorrowed
related ro securities transactions are included in this ;ccnunt; thus,
money borrowed chat is collateralized by fixed assets or other assets
net relazted to the gecuritfes business is not included. OFf the $5.4
biilion in money borrowed at year-end 196%, =zlighcly more than half
was secured by collaceral owmed by the firm, partners and subordinated

lenders, 1Unsecured borrowings accounted for less than one percent of

the torgl.
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Socuritics Failed to Deliver and Securities Failed to Recedwe, During the.

1968-69 period, the most proncunced chamge iIn the balance sheet of

WYSE member firms cccurred in the "fail" accounts reflecting lmprovements
in back office conditions. The securities failed to deliver account,
on the asset side, shows the amount receivable from sales for which the
firm is unable to make delivery to the buying broker at the specified
rlearance date. Securities Failed Lo receive indicates the amount
payable for purchased securities which have not been delivered by the
selling broker at the settlement date. BSecurities failed to deliver
decreased from a record §4.5 billiocn at yea;-end 1968 to 51.4

bilifon at the end of 1969; a dacline to ten percent of total assets

at year-end 196% from sixteen percent at the end of the preceding

¥ear.

Sccurities Borrowed and Securitles Loaned. Both securities borrowed

and securities loaned amounted to about 51 billion for NYSE member firms
at ycar-end 1969 -- a substantial decline from the precading year

total for each. If a broker-dealer is not able to make timely delivery
of securities, ha may borrow the securities from ancther broker-dealer
against the pledge of a cash deposit at the current market value of

the securities, During the period of the loan, the deposit is inereased
or decreased whenever cho market value of the securities changes
sufficiently for either party to request an adjustment, Since the

cach depesit is interest free, the loan of securities to other brokers

st ;
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rovide an important source of financing to rhe lending broker while

can P

Eho borrowing broker must forego the use of funds that are deposited with
the lending broker thac could be profitably employed in his business.

HYSE Monitored Firms 1969 - 1970. In additien te the foregoing daca

thar include all NYSE member firms carrying public customer accounts during
the 1968-1969 period, more recent financial data for NYSE "monitored"

firms have been compiled also, Table 2 contains the major items of

assets, liabilities and capital for 65 WYSE monitored firms 2/ filing

statements of financial condiclon for ysar-emd 1970 with the NYSE.

For compa2rison purposes, this table also includes similar imformation

compiled from year-end 1969 I & E reports for those firms whe filed
"monitored" reports at year-end 1970. As is evident from Tabkle 2, the
assets of 63 NYSE monitored [ivms increased frowm $11.4 billion ab year-end
196% to $12.2 billion at the end of L??D; Gapital and subordinated
accounts totaled $1.7 billion for these firms at year-end 1970 -- an
increase of [our percent from the end of the preovious year -- while

total assets ingreased by seveén percent. Important changes in the
balance sheet of these Firms during this peried ¢ccurred in the money

borrowed dcenunt and the firms' trading and investment accounts. Whereas

every other major asset and liability item decrsased from year-end 19&9
to 1970, leong positions and money borrowed rose $1.7 billion and §l.4
billion, respectively. The substantial increase in money borrowed was

dpparently used to finance the increase in lopg positions in securities

and commodities in the firms' trading and investment accounts.

—

2

Altogether, there are, at the present time, 77 firms ia the NYSE
Monitored Survey; however, only 65 firms provided balance sheet
information. Moreover, it should be noted that the monitored balance
sheet Jata are preliminary figures and may be subject to revisien.



Tab]e 2

Suimadty Balance Smoec SCaCement
For BS MYSE Mosicored Filpms

Tear-End LYa3-1970

1969 Fer- 197 P Per- 1943 TPue- 1979F  par-
Aszel s Millions) com AMilllana} g ErL __ Liabilirigs ) Miliiecns)y Cunt (illigns]  ceol

Casy § A 5_A% 5 53L 4. 2% Maney borrowed 3,344 249.a% $ a.,0a%T al.am

Securitiea hnrrowed TEE 5.0 &y 3.7 Bavurities loaned 311 &L BT 5.1

Securities fadled te deliver E7Q 7.4 it3 I Securicled Eailed Lo tacelve 1,i%5 0.9 L 111 5,9

Debit balances in guscomars' Credic balances (0 customars'

SECurlticy BCCounls 4,619 il & %, 377 %3.H SeCUTifivs accouncs:

Long woslclans jn securities (lF Free erydit halances 1,554 VAT 1,258 10.2

arsd commadit ins 1, 6% LA 3,130 L?.q (2) other critit balamems 1,40 2.3 1,088 d,9 \

Srcurities exchange nuembership iz a.i i Q.3 Snart positions in securelies =
and eommodities 5a7 Al 4o7 1.3 !

411 other agsets 49 7.9 b 7.7
ALY ciher lianilitics 1,123 9.4 1,254 LG 3
Tacal liabilicies 9,739 456 10, 3045 EO.D
Suhgrdinated acgoun:s ABT 4,1 480 3.9
Equlty capitatl 1,174 10.3 1,224 Lo, 1

Tatal Asscts $1y,382 Lo, 0% #1z,213 T, O, Toral LishilitieE & Capical £11,382 M e 14,2113 L. O

Hum4cr of firms b4 &5 E% NHa

SourTce: NYSE T & B Meports
Office of Palicy Regearch

F 3 BPrelimiaary .
Woter Trhe B9TIF alance sheer dacd 1or WYSE moaltored flem: are based om prelisinary irnforsacion ard may Se sublect to revigion.
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The Capital Srructure of Broker-Dealers - An hnalys}s

Recent finanecial problems in the securities industry, including

pupercus broker-dealer insolvencies, brought te light weaknesses
{n the caplital structure of some firms which contributed to these

difficulties. There has been considerable discussion and reference

to specific instanees where a weak capital struckure contributed to

gperatienal problems during the period of adverse market conditions

that prevailed in 1969 and early 1970, The following analysis

shows the extent C[o which the capital base of bhroker-dealsrs
consists of berrowings under various types of subordination
aprecments, Securities contributed as capital, and the extent to

which the assets of broker-dealers are [inanced by liabilities as

opposed to equiry. Such informat fon should be wseful in assisting

the Commission in determining areas where improvements may be
necessary and what adjustments would be required of securitiss Firms to
meel new requirements that are contemplated, Altiough a discussion
of net capiral rules and related regulatory safeguards is deferred
Lo & later section of this report, it should be noted at the

outset rhat to the extent the underlying capital structure of

broker-dealers is unsound, protections provided by the net capital

rules are weakened.

ke e ey
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Broker-dealer capital consists of the {irms' net worth
oY eguily plus various types of subordinated borrowings of cash
and SECU;iLiES for capital purposes, Equity in the ilnceorporated
broker-dealer normally consists of capital stock, capital surplus,
retained earnings and the appreciation or depreciation in the marke:
value of exchange memberships. Equity in the partnership, on the
other hand, is reflacted in the capital accounts of general and limited
partners and the appreciation or depreclaticon in the market value of
exchange memberships, Included among the suvhordinated capital of
broker-dealers are the following loan arrangements: Subordinatad
loans and accounts, secured capital demand noles, and the acceunts of
pactners subject to equity or subordimation agreements. SEC Rule
15¢ 3-1, Naew York Stock Exchanga Rule 325, and similar rules
of the other stock exchanges contain prnvisicné determining the general
criterion that must be met for such subordinated borrowings to be
congidered as a part of the broker-dealer’s capital in determining net
capital. To the extent that such subordinated capital consists of
sccurities, they are, of course, subject to the varicus haircut
requirements in determining cheir actual value in the net capital
computation,
Under WYSE Rule 323, all borrowings of cash or securities,
rzgardless of size or description arc to be reported to the Exchange,

if the proceeds of the loan are intended to be counted as a part of

the firm's capital. The Exchange, 25 2 matter of poliey, reguires
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es of the documents which evidence such borrowings conform to

that. copi
t;;ff;lﬂ st andards and that copies of such lgan agreedents be filed with

£HE“ExchangE. The character of the documents yaries depending on the

’ ;Eiatinnship of the lender to the porrowing broker, l.e., individuwal,

éartner, stockholder, ete. Inm the past,'the fxchange has reguired that
;grrawingﬁ for capital purposes be of at least six months duration (but
prgferably of a longer duration) and that leans of ghorter duration are
not acceptable for capital purposes. At the present time, the Exechange
is revising these rules in order to require firms Lo find more permanent
spurces of capital.

torrowings of cash or gecyrities by NWYSE member firms for capital
purposes may be arranged with anyone acceptable to the Beard of Governors
of the NYSE but they generally have been subject to important limirations.
For subordinated borrowings of cash, the lender may be paid an interest
rate not to exceed the rate set from time to time by the Exchange.
However, the lender may also share in the profits of the firm Heo a
reasonable extent" if the lender is associated with the firm as:
(1) a member of the fawily of one of the borrowing organization's
partners or holders of votlng stock; (2) an estate or trust astablished
by or for ope of the borrowing firm's general partners or voting stockholders
(%) one of the borrowing firm's employees or employees' pemsion ar

profit sharing plan; or (&) a limited partner or oon-voling stockholder

of the borrowing broker-dealer.
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“ In the case of subordinated borrowings of securities or the

subordinatian of equicies in the accouwnts of partners, stockholders,

,ﬂ emplayeeé or other perseons relaled to the firm as spacified above, the

| lender may be pald an interest rate not exceeding eight percent and
M may share in the profits of the firm to a reasonable excent. For all

. other persans making such loans of securities to the fFirvm, the

cotipensation for the loan or subordination of the lenders' aeeoount
| | shall nwot exceed four psreent of the value of the securities, Moreover,

i | in order to make such a loan of securicies, the lender's major account
! .

.i must have been withk the borrowing broker-dealer [or ac least LwWwo years,

unless the lender has not been a customer of any organizacion for twg

“I. yeats. It should be noted parenthetically here thal there is a clear

|:‘ conflict of interest present when a broker is obtaining capital from

customers to finance his gperation, particularly where the contributing
| customer does not participate in profits in the same manner as other

.

11

!1| contributeors of the same types of capital. In addition to the above
l

[

limitations on interest pavments and participation in prafits by

I
‘ cutside contributors, the number of such herrowings by a member of the
J! NYSE are supposed Lo be reasonable in relation te the size of the firm,
! and the total dollar amount should not constitute more than 25 percent
of the total capital of the borrowing organization, 3/

Subordinated borrowings for capital purpeses by broker-dealors who

are not members of the NYSR or orher exchanges cxempt from the provisions

I
|
] of Rule 15¢ 3-1 of the Commission, must comply with srandards set forth

NYSE Constitution and Rules, Rule 325, Janvary 31, 1970,

appro]
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whether subordinated borrowings may be

E_ .b?.the Commission in determining
£, Ei . %;;Eidered a2 part of the firTE' capital base for purpofes of derermining
the .?; :i ;;;pliance with the Commission net caplral rTule. 4 1f subordinaced ;:
d ; h?rrﬂwing5 are to be treated as capital of the firm, they must be |§
all }ﬁ: gubardiﬁﬂted to the claims of peneral rreditors pursuant to a gatisfactory
suhordinatiﬂnagrEEment. Two copies of such agreement 5 must be filed with the f
i appropriate Regicnal Office of the Commission. ;
over, J In erder to be cunsidered a "satisfactory subordination agresment” %
HnLE ? g written agragment mMusSL be executaed by beth the broker-dealer and |
‘ars, FI lencer, whereby 2 specified amount of cash or specific securities are :
|
wo i loaned to the broker-dealer for a period of not less than one year
ar % apder conditfions which subordinate the right of the lendar to recelve
m 2 repayment Lo Lhe ciaims of all penaral crediters of the firm. The
ting T agrecment must provide that the lpan may not be repaid or the agreement ;
C ' terminated or modified if the sffect is to put the broker-dealer out of
2 compliance with the "net capital' requirements of the rule. However, Che
l 1pan may be repaid and the agreement terminated Lf, after repayment, the
‘he i broker-dealer's requirzd net capital is not impaired. Therefcre, the
Tm, | rule contemplates that the proceeds of the Loan will be used by the
Itk ? broker-dealer as part of his capital and subject to the risks of the
! businesg. It should he moted that the Ccommission’s rule does nor centain
who restrictive clauses stipulating what interast rate should be paid
sions i subordinated lenders for subjecting thelr cagh or securities to the risks
ceh . f of the brokerage business of limitipg the profit participation af outside

contributors but leaves such terms of the agreement Lo he determined by

competitive factors.

tual computaticn of net capital
le 15¢ 3-1 is found in a later section

4f

2’ 4 somewhal detailed discussion of the zac
and apgregate indebtedness under ru
of this report.
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A major difference that has existed between the Commission's Rule
13¢ 3-1 and Rule 325 of the NYSE regarding subovdinace borrowing -
arrangements relates to whether a broker-dealer may repay such lgans
at macturicy in event that repayment would reduce the firm's net capital
below the required minimum, The Commission’s Rule does not allow
repayment uhder such civcumstances; the Exchange Bule 325 permits
repayment even though repayment would result In a viclation of the
Exchange'!s net capital rule, provided, howaver, that following repayment
the borrowing member organization would have sufficient assets to permit

the repayment of all sutstanding wnsubordinated debt.

Because copies ¢f all subordinated barrowing arrangements must be
filed with a Regional Qffice of the Commission for broker-dealers
complying with Rule 15¢ 3-1, it was possible to examine a number of
these documents in order te asceriain the uswal terms of such agreements,
such as the length of the loan before maturity, intsrest paid to the
lender, ete. An examination of these loan agreements indicates that
the usual subordinated loan is somewhat over one year in length before
maturity. BSuch loans may contain provisions which provide for renmewal
of the loan agreemenc if agreed to by both the borrowing broker-dealer
and the lender. There are, of course, occasions when the terms of the
loan drrangement call for longer matuvities. In some instances,
subordinated borrowings for capital purposes are for a five or ten-year

duration ar even longer; however long-term borrowings appear to be the

axception rather than the rule.

cash <
;.; dEFE"{.
of rhe

srochkt

(3} pr
inwvest
pE cat
subort

credii

pél LS

a sha:

subje
For e
the o
fifre:
for o
rangw
baen

prime

Year.

e ———r—




Ile

Wr

ltal

'menkt

iTmiL

be

nants,

L

al

er

he

edr

the

HEsay P

- 17 -

The compensation pald subordinated lenders for subjecting their
cash d} securities to the risks of the gecurities business varies widely

depending on & variety of factors including (1} rhe business relationship

of the lender to the borrowing broker-dealer, e.g., partner or voting
srockholder vs. outsider, {2) the length of the loan before maturity,

(3 prevailing market rates of incerest (returns available on alternacive
investment oppertunities) and (4) whether the loan is made in the form

of cash or marketable securities. The compensaticon paid lenders for
subordinating their cash or securities to the claims of general

creditors pursuant to Rule 15C 3-1 may be in the form of an interest
payment on the principal of the loan or a combinatien of interest and

a sharing in the profits of the firm. Subordinated borrowing arrangements
subject to renewal are sometimes linked to the prime rate of inferest+
For example, one such agreement provided that the lender shall have

the option, exercisable by giving notice to the boerrowing broker-dealer
fifteen days prior to the maturiry date, to extend the macuricy date

for one additional year and from year to year thereafcer. If the

rengwal option were exercised, the incerest on the loan would have

been at a rate of one and one-half percent abeve the then currant

prime rate of major New York banks on the first day of the renewal

¥ear,




Capital Funds Employed by NYSE Member Firms - In order to gain a

perepoective of the problem, Table 3 contains a detailed schedule showing
the dollar amounts of capical employed by NYSE member firms carrying
public customer accounts at year-end 1969, Each of the major components
of capital are presented in this table for clearing corporaticns,
non-clearing corporaticns, clearing partnerships and non-clearing
partnerships. 3/

At the cutset, it should be noted that liquidations, Forced MEYEer s
and fear of unlimited ljability have caused a substantial sepment of
broker-dealers to change to the corporate form of crganization since
year-end 1969. At year-end 1969, there were 223 partnerships and 156
incorporated NYSE members whersas at year-end 1970 there wepe 183
partnerships and 150 corporacione. Thus, while overall NYSE membership
declined by 12 percent the number of partnerships declined by 18 percent.
Although the overall balanee sheer information is not yet available for
year-end 1970, these mergers, ligquidations and chanzes in the form of
organization have undoubtedly shifted asscks from pactnerzhips to
cotrpordbions,

AL year-end 1989, there were 156 NYSE member curporations carrying
public customer account s with total assets of &7.8 billicn and 223

partnerships with assets of $11.4 billion. Of the $7.8 billion in total

assets employed by NYSE membev corporations carrylng public custaomar

In additien, the attached Adppendix B presents the relevant balance
sheet data at year-end 1969 for each group of firms.
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. . Statement of Capital and Subcrdinared Accounts
a Cow {or NYSE Memher Flems Carrying Accownts of Public Customers
Year-End 1969
wing
- {milligns) - .
i
fFart 1 - Corpocations
ents
KRR Fon-Clearing
fapital and Subopdinaged Accounts All Firms Cliearing Elrms __ Fizms
Lapii oo == U —
sahnrdinated Loans and Accouncs § 3%6.2 & 320.0 5 58,2
cecured Gapltal Demand Hobtes 93.1 al.6 L.5
Appreciation ipepreciation) of
Market valus of Exchange
Mepbor ships iL.7 13,4 8.3
capital Stock ut standing 2528 218.2 24 .4
BEYE H gapital $tock in Treasury (94.9) (9143 (3.5}
; Capital Surplus 216.5 177.4 9.1
+f k Retaingd Earnings:
appropt Laced 13.2 1.7 L.5
\napproprlated 468 .6 421k AT .0
Tetal Caplcal Funds 41, 347.0 sL,172.5 1748
Mumber of Flrmg L5t Bé T2
’ Total Liahilities {other chan sab.} 0,427 5,801 628
Toral Assoig® 7,187 B, GhE 7aq
1
, ] Part II - Parcnershios
iip
L
ent. 3 Won-<learing
L Capitat and Subordfinated Aceouncs ALl Ficms Clearing Flvms Firms
or Arcounts of Partmers Subjeci ro Equity
# or Svboprdination ARrecments L 619,1 & S28.6 & 4.6
subordinnced Leoans and Atcounts 171.5 16T .0 4.3
Secured fapital Cremand Hates 33.% 5.5 0.%
Appreciation {Depreciation)
Market Value of Exchange
Hembership 43.5 3&.3 6.7
Caplral Accounts;
Guoeral Partnars BYR.7 Tal.5 7.2
Iz Limlted Partners X350 221.46 14.93
Toral Caplial Punds 52,003.7 sL,7490.0 £213.7
¥umber of Firms 123 140 &3
Tutal Liabjlities [other thaom sub .} 1 419 8,985 433
al Tornl Assets ¥ LL,429 10,781 LT
*Hore: A complevc balance sheer tor thuse tirms i fourd in Appendix B-1 and B=2Z.
Source: NWYSE T & E Reperts
Dffice ofF Policy Research
]
'




Accaunts, 84 clearing firms accounted for 90 percent of total assecs,

while Lhe much smaller hon-clearing firms accounted [or only 10

percent. Among partnerships, 160 clearing fixms had assets of $10.8

billion, or 94 percent of all partnerships’ assets, and 63 non-¢learing

partnershipe had assers of $648 miliion.
Capital and subordimated accounts combined aggregated $1,3

billion for the 156 corporarions and $2.0 billion for the 223

partnerships. Clearing firms {partnerships and corporations combined)

had capital and subordinated accounts amaunting to §3.0 billion,
while the much smaller nen-clearing Firms had abour $390 million in
total capital Funds. The most important distinction between clearing
and nan-clearing {firms regarding capital emploved is that non-clearing

firms have more capital and subardinated borrowings relative to
total assets than do clearing firms; that is co say, nen-¢learing
firms as a group have a lower debr ta agser ratie, Tortal liabilities
{excluding subordinated borrewings) were abour 83 percent of total
asgets for both clearing partnerships and clearing covporations
compared with 78 percent for nen-clearing corporations and 67 percent
(ot non-clearing partnerchipd. If tota! liabilities were ard justad

to include subordinated borrowings contributed for capital purposes,

however, the adjusted debt-asset rario would be 90 percent for all

clearing firms (partnerships and corporatians), 86 percent for

non-clearing corporations and 82 Percent for non-clearing parcnerships,

for ci

tocal
0F the
four-
capit.
of th
¥YSE
156 ¢
earni
the ¢
shoul
are v
akino
of st

I &ma i




- 21 -

clearing partnerships are less leveraged rhan other

Thos, ; NOD~

.brokegﬁdeﬁlers, apparently due to their small size and the relative

impuéfﬂnce'cf their investment in an exchange membership which cannot
. he counted toward net capital buc is part of a firm's assets and

pfaﬁahly requires proporticnately more equity financing than other

‘asgets.
I

As indicated in Table 3, suberdinated borrowings contribuied

;;I capltal purposes aggregated $469 million, while equicy capital 8
toraled $878 willion at year-end 196% for 156 NYSE member rorporations.
of the $469 million in subordinated berrowings held Ly corporacions,
four-fifths was in subordinated loans and cne-fifth was in secured
capital demand notes. Retained earnings accounted for $482 million

of the %3878 million in equity capital available te incorporated

MiSE members. It should be noted, howavér, that the largest of the

156 corporations held nearly one-half of the $482 millicn In retained
earnings. In contrast, this firm accounted for only ome-fourth of

the total assets employed by these firms. 1In this conaection, it

3 sheuld be noted that the prependerance of broker-dealer corporations
are very closely held and except for limited liability they are more
akin to unincorporated businesses, Capital surplus and the appreciation
of stock exchanpge memberships aggregated $238 million, while the

remaining capital was in common and preferred capital stock.

&f

: Bquity capital is defined as total assets less total liabilitias
t and subordinated borrowings for capital purposes.
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Turnlng ko A dlscussinn of rhe overall :apital structure of
partnerships, i is evldcnt from the data in Table 3 that the 223 NYSE
partnerships rely somewhat more heavily on subordinated bBorrowings for
cvapital purposes than do corporations. Thus, secured capital demand
netes, subordinated loams, and accounts of partners subject to equity
and subordination agreements toraled $844 million or 42 percent of the

total capitalization of partnerships compared with 35 percent of the

total capital and subordinated accounts employed by corporations.

v,
Fie

Accounts of general and limited partners subject to equity or subordination -
agreements (not includod in che capital skructure of coerporationsg)
accounted for nearly three-fourchs of the subordinated capital employead
by partnerships. Accounts of partners subject te equity or subordination
agrecments were g relativaly wore important component in Lhe overall
capital structure of non-clearing partnerships when compared with
clearing parctnerships, although, of course, the dollar amounts involwved
were congiderably less due to the smaller size of non-clearing firms.

The capital accounts of general and limived partners were valued
at $1.1 billion of which abour one-fifth was in the accounts of limited
partners. The appreciation in the value of exchange memberships amounted
to 545 million for the 233 partnerships. These twe accounts combined
represcnt the equity af the partnership and accounted foar 5E petcent of

Ltotal funds available to NYSE partnerships,

) . P '
S = o Cont e rre—r——— .
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ﬁﬁriation in the Capital Structure Among Firms - The aggregate data

:.”-régeﬁEEﬁ“i“ Table 3 indicate a geneial slmilarity io the everall capltal
‘SE p -

?usifiﬂﬂ of WYSE member firms grouped as clearing or nom-clearing rorpora-
or . -
Itiﬂﬂ;f&hd clearing or nmon-clearing partnerships; however, an examination

of 1%d1v1dua1 firm data teveals that there is considerable variation in

fﬁéﬂ?apital structure of broker-dealers, That is to say, there is a

Y . .
sather wide disparity in the importance of individual components of capital
reigEiVE to total capital funds employed by particular broker-dealers,
Thus, some firms rely heavily on subordinated borrowing as a source of

ration
capital,while other broker-dealers do not use such fipancing and their

T e

entire capital base consists of quity. Among broker-dealers trhat have

‘o subordinated borrowings, there is, of course, wide variation among firms
Il .

regarding the relative importance of thelparticular type of subordinated
capital utilized. The data pregented in Tables 4 through 7 and the
attached Appendices C and D allow us to analyze such differemces in the
capital structure of all NYSE members doing a publie business in 1968 and

1965,

Betweoen year-end 1968 and 1969, rotal capital funds available co all

NYSE members doing a public businees declined from $4.0 billicen te
$3.3 billion, In each year, almozt ctwe-thirds of such financing was in

the form of equity while the remaining one-third was in subordinated

borrowings for capital purposes. The mix of equity finaneing relative to

total capital funds employed by broker-dealers varies widely on a firm by
" firm basis as Indicated by the frequency distribution in Table 4,
!g Thus, at year-end 1969 there were 53 broker-dealers among the 379 NYSE

members doing 2 public businesg whosae capital base consisted entirely of

N | |



Tabileg 4 - 7

Composition of WFSE Hembar Fhirme" Capital Funds

Year-End 1368 - 1969

Tabic &

Equity Capital aa a 4ll Firme
Prrocnt of Tatal Capltpail 196H 1469
Lees chan 2.9% ] 45
0.0 - 19,9 L5 18
0.0 « 29,9 260 24
0.0 - 39.% kL] 43
4.0 - 49.9 Gl 38
53,0 - %4 42 41
£0.0 - £9.9 41 35
To.o - 79.% 45 il
0.0 - BEU.% 32 46
FOA - 0% as 4
1007, b2 53

Total 385 79

Takle &
Seguyed Capital

Demand Noter as a All Firms
Parcent of Copltal 1548 L2365
-0 - 348 KLY
0.1 - 9.9% 18 7
10.0 = 1%.% 4 &
20,0 - 25.% G 3
0.0 - 39.% L] 4
40.0 - 49.0 1 0
50,0 - 9.7 1 3
B0 - 69,7 L 1
70.0% znd over _ D _1
Tatal 255 379

Table &
Subordinakted Loans
and hocounfd 46 4

Percent of Total Capltal

- -

g.1 - %.9%
3.0 - 19,5
5.0 - 19.9
g.0 - 33.8
L0.0 - 49.9
0.0 - 9.9
0.0 - 69.%

70.0% and aver

Total

Table 7

peenunts of Partners
Subjesr co Equity or
Subordination Agree-
ments a8 A Pergenc

of Total Capiral¥

-0 .

0.1 - 9.%9%
10.6 - 19,9
0.0 - 29.9
30.0 - 35.%
40.0 - 49.9
0.0 = 59.49
60,0 - B%.9

JO.UR and gver

Total

All Fires 3

1968 1769
193 1l
T dd
44
z1 3
20 1
L 22
16 19
C! 13
3 a0
185 k]

431 A

.
All Parcngyships

196A

[ XLk

*Hote: Thig component of cepital L8 wot a part of the capltal scructure of corporations.

Source: WISE 1 & E Reports
Qffice of Folicy Research
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ey

g%ﬁpared with 62 firms at year-and 1968, At che other end

h
tiof total capiral funds available to 48 fFirms in 1968 and 66

however, equity ecapital accounted for less thano 30

LR ]
= —
.

FTr— e = s ST

pefCEﬂ
sLte
AN Firme o ; 1 fund i 1abl
L3683  Losg firms at year-end 1989. The remaining capitea unds available Lo these
Rl
193 - L . u .
% lzi firmS,:ﬂf course, was io the form of gubordinated borrowings. In addition
49 &3 N o
Z1 71 i rha-informat ion presented in Table 4, appendix € (Part 1) shows similar
20 33 . o
2 L .
1; f; datagdistinguishing between corporations {clearing and non-clearing) and
8 13 G .
E 2o partierships (elearing and non-clearing), while Appendix D groups all
T
T - fifms aceording to asset slze.
135 173

The aggregate data presented earlier indicaced that NYSE parcaer-
ships relied somewhat more heavily on subordinated horrowings as a
source of capital funds than do WYSE corporations; however, an analysis

JATCaeYEhipg of the frequency distributions in Appendix C {Part 1) gives a clearer

] 1960
i5 0 impression of the differences that exist between partnerships and
7 13
i 27
9 16
7 12
L
g
3
i

corporations in this regard. These data show that there is greater

17 variation amoeng partnerships in their capital structure and that

12 F
gg 1 many partnerships do not rely extensively on subordinated borrowings

[ 223 Ll ag 2 source of capital funds. For example, at yesar-end 1969, eighteen

percent of the 223 WYSE partnerships did not employ subordinated

lone,
borrowings, while this was true for only eight percent of WYSE

corporations. At the same time, however, twenty-one percent of all

KVSE partnerships had 70 percent or more af their tetal capital funds

in the form of subordinated borrowings compared with omly twelve percent

for corporarions.

gl WP S
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Subordimated loans 4nd accounts increased from $510 million Lo 5548

million beiween year-end 1968 and 1969 while, as noted earlier, total cap

funds available to all KYSE member firws doing a public businzss actually

declined by )6 percent during this period. Subordinated leans and a.c::r:;unts:: K 7

Cherefore assumed 4 greater importance in the eapital seructure of NYSE merd

tirms during 1969 as suggested by the data in Table 5. For example,
subordinated loans accounted for 60 percent or more of Lhe total capital
funds available to 33 NYSE member firms at year-end 196% compared with
11 firms in 1968. Such borrowings of cash or securities narﬁally aceount
for less than 20 percent of the total capital funds employed by members
whe utilize this account. Subordinated loans were utilized more heavily
by corporations than partnerships, accounting for 50 percent or mote of
the total capital funds available to 46 corporations compared with six
parLuerships. At year-end 1%69, one-third of NYSE partnerships and 90
percent of NYSE corporations doing a public business utilized chis
source of borrowings for capital purposez {Appendix € - Part 2).

Secured capital demand notes are not a very large component
of the capital ;tructure of broker-dealers. Securad gapirtal demand
notes Ltoraled only 5146 million at year-gnd 1969 -- an increase of %6
million over the previous year. As shown in Table 6, only seven pErCEent
of all NYSE member firms carrying public eustomer accounts employod such
financial arracgements at year-end 1969, slightly fewer than the preceding
year. Moreover, non-clearing firms used this method of financing less

frequently than clearing firms, There were, however, a number of
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i;htﬂﬂﬂﬁs where secured capital demand notes were an important source of
;apitgltg a particular braker-dealér. There were, for E#ample, three
c;rpqratiﬂns and two partnerships at yecar-end 1969 that had 30 percent or
more of their total ecapitral in the form of sacured capital demand notas
(;ee appendix G - Parc 3).

Accounts of partoers subject to equity or subordination agreements
amsunted to $862 million at year-end 1968 and declined to %619 million
by year-end 196%. More than two-thirds of all partnerships employed
this source of finamcing, about the same proportien as the preceding
year {se= Table 7)., Accounts of partners subject to equity ot
gubordinaticn agreements accounted for 50 percent or more of the total

capital funds available to about one-third of all NYSE partnerships ino

bath 1968 and 1969.

Securities Contributed for Qapital Purposes - Of the $3.4 billion in

capital and subordinated 'borrowings employed by all MNY3E member firms
cartying public customer accounts at year-end 1969, abour $1.2 billion was
in the form of securities contributed for capital purposes. Most of these
securitries were loaned to broker-dealers under subordinated bhorrowing

arrangement 5; however, about one-third of this amount was in the capital

accounts of general and fimited partnmers. The securicies in the capiral and

subordinated aceounts of broker-dealers consislt of both debt and equitcy

instrumenls; unfortunately, a breakdown into these categories is not

dvailable on an industry-wide basis., Such information is, of course,

available through am inspection of individual broker-dealer ¥-174-5 reports,

T
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Tabkle 3
[ !
- MaTker Value of -Securiries As A Percent of S -
Total Fundg Avallsble in Selected Capital i | o
and Suybordinated Aeccouwnls of WYSE Member Firms & fipant.
Year-End 1969 : & numb
Subordinated 5 for ot
Loabs amd Account s sccounts of Partners Capital Aceounrg § ! '
of Corparations Subject to Equity or of Geneval and. 3 sUmET
Fercent and Fartoerships Subordination Agreements Limitead Partngii'
- K-174-
-0 - T 33 L34 u.
7.1 - 19,9 b & 11 3
1 ome
20.0 - 3%.9 12 3 : 13 ;L inc
40,0 - 5%.9 19 14 E
£0.0 - 79.9 15 13 15 these
80.% and over 37 46 22 A |
I acoaddr
Total 217 - 163 223 '
W¥SE &
[
A pointed oul earlier, subordinated losns and accgunts agpragated approxi-§ suboT!
mataly §550 million ar year-end 1949 Eor 1he 217 NYSE metbers who employad sueh | milli
financial arrangements -- nearly four-fifths of that amount was in the form ! ree
Pe
) of marketable sceurities. AL the same time, P63 WYSE parcnerships employed \
il Of th
[ AN .
1;*] 3620 million in funds attributable to the accounts of Parcners subject ko :
|d*1 I about
!w ; equity or subordivation agreements of which rwo-thirds was in marketable
e wag 1
il f# securities. In addirion, about one-fourch of the 51.2 billian in the capital ;
B i
ki _ . . " | | e
Al dccounts of partners was in the form of marketahle securities. Most of the
Il
‘VﬁL 223 RYSE member fivms' parttership capital acceunts did not, heowavyer, contain
.r,
1 1
iﬁ] securities positions as evidenced by rhe data in Table §. This table conrains be tw
1
h4 dara which shows the relative importance of marketable Sgourities to ratal the |
[
P .
.;w Eunds available ino selecred capical and subordinated accounts of BYEE . Eota
il ' '
FH partnerships and corporztions at ysar-end 1969, exch
A !
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. cepital Structure of Dther Broker-Dealers - In addition o the

financial {uformation that has been available for NYSE members for

s pumber of years, similar year-end 1969 data recently became avallable
for other broker-dealers through the X-174-10 reports. Tables % and 10
pupmarize such financial information For 908 broker-dealers who filed

3-174-10 reports with the NASD and had gross securities commission
if
come of at least $100,000 during 1969, The combined total assets of

in
these firms aggregated 34.0 billion while their capital and suberdinated
accounts totaled $%47 million. This compares with figures cited above for
NYSE members with $19.2 billion in assets and 3.4 in capital and
subordinated accounts. Included in the NASD capital {igure was 514l
million in subordinated borrowings; such borrowings accounted for 13
percent of total capital funds employed by these 908 broker-dealers.

Of the 5141 million in subordinated borrowings utilized by these Eirms,
about 70 percent was in subordinated loams while mostc of the remainder

wags in the accounts of partners subject to equity or subordination
agreemencs. |

The data in the foregoing tables are alsc bhroken dowm distinguishing
hetween hroker-dealers who are members of a stock exchange (other tham
the NYSE} and those WASD members who do not belong to any exchange. The
total assets of the 320 broker-dealers not belonging te an organized

exchange totaled $2.2 billion. Total capital of these firms was $308

7/ The capital funds statements of broker-dealers with securiries
commission income of less then 5100 thousand are filed in
abbreviared form only and are not included in this discussion.
In addition to the information presented in Tables 9 and 10,

the attached Appendix G contains frequency distributions showing
the debt-to-asset ratios for these firms.

Ll el T T
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Belected Finanefal Dara for 908 Broker-Dealers
_ Filing X-174-10 Reports with che HASD ab Ycar-End 1969
|
' : © Tables 9 and 19
Table % {5 Lhousands)
' All
) Asspta, Liabiliries Exchangas
and CaplLal Funds KASD Only Except V35K Total :
L
Total Assets §2,238,343 81,784,290 44 02,630 i ot
Totul Tiazhilities (other than ;
subordinated horrowings}) 1,730,206 1,345,522 3,075,728 &
lotal Capital and Subordinated ; sLTt
Arcounte : 508,142 438 708 B46,911 .
Snhordinaced Accounts 5B, 580 B4,205 Lan, i (5es
(L) Subordinated Loans and
Acrount s 41 45 56,321 98, 066 equ
(21 Mccounts of Partners
Sub ject o Equily or he
Subordinal fon Agrecments 14, BL5 .34 4% 534 hd
(%) Secured Capital Demand €20
Hotes b Lad L3l :
| Equity Gapital $ 451,576  § 354,563 § B0G,140 | 50
[ !
il Number of Flrms 520 388 Wwe not
HE 11
Table 10 : But
i AlL :
i Subordinatecd Accounts as & Exchanges - . ca
il Percent of Total Capital HASTY Only Excaept NYSE Total
4l E .
] -0 - 354 191 543 di-
! Under 10.0% 1 14 3o !
10,0 - 19.9 0 14 I8 I br
o0 - 29.9 15 28 41 !
g0 - 39,9 16 26 42 | nc
a0.0 - 49.% 25 21 46 !
50,0 - 59,9 L5 19 1x : af
60.0 - £9.9 1A 24 35
n.d - 79.% Lo 1L 21 de
a0 - B9.9 10 L& 24 ]
90,0 - ¥9.9 F k] 12
L. 0% and over ] 1 39 l| a
Total 520 383 508 | !
.
*Mote: These data are based on X-1TA-10 reports tiled with the BASD by :
broker-dealers wich Becurities Commission Income of at leasc $100 _|
thoussnd during 1989; HYSE moamber firms arve not included. 1
i
|
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miiiiﬂ“ of which §57 millicn was in the form of éubordinated borrowings.
Th; 553 exchange members (other than the NYSE) had total assers of $1.8
biliian while their capital and subordinated accounts totaled $43% million,
1ncfuding 584 millicn in subordinated borrowings. Tocal debt (including
gubordinated borrowings} averaged about 80 percent of total assets of

both Mothet" exchange members and "BASD only" broker-dealers.

As was the cage wirh Now York Stock Exchanpe firms, the capital
structure of nonmember broker-dealers varied considerably at year-end 1969
(see Table 10). There was a greater tendency for these firms to rely on
equity as opposed to Eubor&inated borrowings as a gource of capital funds
whan compared with the NYSE members analyzed earlier. Two-thirde of the
520 broker-dealers who did not belong to any stock exchange, and nearly
5¢ pereent of the 388 broker-dealers who belong fo "other” exchanges, did
not utilize subordinated borrowings ag a source of fimancing. Furthermore,
subordinated borrowings acecunted for 30 percent or more of the taotal
capital’ funds employed by only 15 percent of the 520 broker-dealers whao
did net belong to a stock exchange compared with 23 percent of the 348
broker-dealers who were members of exchanges other than the WYSE. As
neted eariier, approximately one-third of the WYSE member firms had
tne-half or more of their total capital funds in the form of subordinated
debt at wyear-end 1969. It appears that broker-dealers who are not members
of 4 stock exchanpe and therefore must comply with the Comnission's Rule

13¢ 3-1 rely less extensively on subordimated boerrowings as a saurce of

¢apital funds than do broker-dealers who are exchange members,
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Leverage Available to NYSE Member Firms - The overall leverage

avallable to broker-dealers 1s substantial; hence, at the year-end 1969,

KYSE member firms carrigd public customer accounts had only 2.0 billion

in equity capital available teo finance $19.2 billion in assers. It shouldf

be noted, here, that equicy capital excludes subordinated borrowings
which, when included, raises the capital figure to $3.4 billion. From
the standpeoint of the investor and investor protection, subordinated

capital, altheugh impermansent in nature, does represent a cushion agaianse

loss in the event of the [irm's disclution. On the other hand, subordinatéa

capital from the standpoint of the broker-dealers, as a going concerno,

date of the suhoerdinacted debr, The reason for this is that during the
period approaching macurity subordinated debt is in fact a current
liabildiey. |

AL the end of 1969, total liabilities {including subordinated
borrowings) was 89 percent af toral assers for NYSE member firms. To
a large extent, the tremendous leverage available to many broker-dealers
Is the result of their abilicy to rely on customers’ Funds and securities
in financing assets not required for the agency business. Normaily,
leverage to the degree that exists in the [inancial structure of
broker-dealers would not be possible if custemer funds and securities
were nob available and these firms had to rely on the usual sources of
Financing available to orher busitesses to finaoce non-agancy activities.

Commercial banks -- the principal source of business leans -- have made

oo
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cannot properly be considered capital right up to the time of the maturity f E
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tow unsecured loans to broker-dealers; and broker-dealers not acting as

'markéf makers, specialists, underwriters, or block positioners, are

1969,

dian
limi&ed by margin reguirements on the extent to which they may utilize
should
¢heir principal source of borrowings -- namely, loans coellateralized by

parketable securities., Thus, with customer funds and sacuricies
CHIL
available, some broker-dealers,not only have had the free use of

funds, but may be relying upon those funds to fil11 a need for which
alnst
loan funds from other sources, in some cases may not be avallable.
wdinateg
At vear-end 1969, for example, 41 percent of the assers of NYEE
1,
pember firms deoing a public business was financed by payables to
urity :

customers or money borrowed secured by customers' collateral (see

Appendix A}, Total payables to customers aggregated $5.0 billion
while money borrowed secured by customers' collateral amounted to $2.3

pillion. The latter amounts are vsed primarily to finance the debit

balances of margin customers. Included in the $5.0 billicn in payables

-

Ee customers are free credit balances in customers' securities accounts,
irs
i te which customers have an immediate and unrestricted right of withdrawal,
iesg
but which, at the present time, represent incerest-free funds which the

Firm may use for any business purpose. These free credit balances alone
dmounted to $2.8 hillion at vear-end 1969 for MYSE member firms and were
available to finance 14 percent of member firms' assets. 1In addition to

free credit balances, the firm may obtain funds from the lvan of customers'
5.

Securities for which the borrower must make a LOD percent cash deposit
with the firm. The data do not permit a determination of the amount of

free funds generated in this manmer but toral deposics on zecount of

securities loaned at year-end 196% were $1.1 billien.
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The data presented in Tables 11 and 12 as well as the attached

Appendix E are indigative of the leverage available to NYSE member firms;;t
of various asset sizes. Thesc data suggest thar thers is a relacionship
betwaen the asset size of the broker-dealer and the leverage available
to the firm; that is ro say, the larger the firm's size in terms of
total assets, the greater the tendency to support these assets wich
liabilities (including subordimated loans of cach or securities},

The data presented in Table 11 show the concentration of assets
AmOng NYSE member firms at year-end 1969 arranged according to the assat
$ize of the firm, while Table 12 shows the concentration of equity capital’
for these same broker-dealers grouped in exactly the same manner as in :
the preceding table., The relationship between the concentration of
assels and coneenttation of equity capical among groups of NYSE member
firms 15 a clear indication af the leverage available to firms of varicus
agget sizes. Thus, for example, at year-end 196% the fifreen largast
WYSE member firms (each having assets of $250 million or over) accounted
for 44.7 parcent of the $1%.2 billion in assers held by all HYSE members
doing a public business but accounted for only 35.5 percent of the 52.0
billion in equity capital. Tharefere, the $724 million in eguity capital
available to the fifteen largest NYSE members supported 58.6 bhillion in
assets and these firms had a combined debt-to-asset ratio of 91,6 percent .
The thirty-eight largest firms {each with assers $100 million or cwer) had
total equity capital of $1.! billion at vear-end 1969 or 53,7 percent of
the equity capital held by all NYSE members; however, this same proup af-
{irms accounted for 64.1 percemt of the total assets of all NYSE members

which again indicates the leverage available to the largest WYSE firms

deing business with the public,

A
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Table L1

'z Concentration of Asgeta Among NYSE Hember Firms
Carrying Accounts of Public Cuatomdrs

Yegr-End 1%89

Cumulative Torals

. Total
er Flims Humber Total Humbey
Ff:ﬁct 3ize of Firmg ASBCEE of Flrms ﬁssgts Percent
{milliams} (millions} {millionsz)
A G T
250 and over 15 § 8,584 13 % 3,58
EGG.U - 249,18 23 3,786 Ja 12,310 B4,1
50.0 = §0,% 34 2,287 7 L& 597 Th.0
2.0 - 45,9 &l 2,094 133 16,691 At.0
g0 - 24,9 108 1,771 241 18,542 a6, 2
5.0 - H.9 73 Sék 314 19,006 99,4
Under 35.0 65 130 Irg 319,194 100,40
Tobal 3 19, 196
Table 12

Concentraft ien of Eguity Capital fmoung MYSE Hembrr Firms
Carvrying Accounts of Public Customers

Year-End L3R

Cumnalative Totals

Humbea: Equity Humbasg Equity
Hember Fizme fsser Size of Firms Capliral+ at Flrms Capital Parcant
{millians) (% millions} . [% millicas)
5250 and ower 15 T 15 5 T4 35.5
100.0 - 24% 49 23 371 38 1,095 51,7
ig.0 - 9949 3 217 ¥z 1,3%2 67 .3
23.0 - 4% .9 &1 282 1331 1,654 B1.1
Lk.q - 24,9 10 251 24t 1,904 23,4
5.0 - 9.9 73 &5 314 1,990 9.8
Under §5.0 a3 4H g 52,038 100,
Tacal 379 §2.,438
*Nota: Equity capitab 1% defimed as rotal aseets less tolal liakllitles and :
svhordlnated horeesings. j
gurce: IYSE T & ¥ Reporrs i

Qffice of Policy Research
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At the other end of the spectrum, the 138 gmallest NYSE membars
{(cach with assets of less than 510 million} ace¢ountiéd far only 3.8
percent of the total assets of all firms bur &,5 pércent of the
aquity capital employed by all NYSE members. The 73 firms with
assets between $5.0 and $%.9 million had a combined debht-to-assats
ratic of §4.4 percent while, for the 65 smallest WYSE members
{assets under 55.0 Tillian) doing a public business, total liabi-

tities were only 74.7 percent of total a55eks,

Tite data on concentration of eguity capltal and assers among
groups ol MNYSE members clearly demonstratss rthac cha largest firms
have the highest leverage while the smallest firms finance a larger
proportion of their assets with equity as opposed to liabilities,
For each of the groups of firms presented in Tables 11 and 12,

Lhe atrached Appendix E-2 presents a Frequency distribution
showing total liabilities ({ncluding subordinated borrowings) as
2 percent of total assers. Af vear-ond 1969, for example,
eleven of the largest fifteen NYSE member firms had total
liagbilities equal to 90 percenat or more of total assers while

only four of the 865 smallest NYSE members {assets under 55.0
million) were this highly leveraged. Moreover, of the 33

largest NYSE members at vear-end 1969 {each with ascets of at

least $100 million} only two Firms had total liabilities that

were less than 30 percent of cotal assaecs. However, among the

138 smallest NYSE members (assets less than $S10 million), two-fifths
of these firms had total lfabilities that were less than B0 percent

of rotal assets. For purposes of comparison, similar information

is presented in Appendix E-1 for year-end 1964,
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1f subordinated barrowlngs were eliminated from total

pf eour 1=

]jabilities in the computation of the firms' debt-asset ratie, the

rﬂge ratlos are reduced. MNevertheless, even with subordipated

burrﬂwiﬂﬁﬁ for capital purposes slimipated from total liabilities,

smalning leverage avsilable to broker-dealers 1s substantial,

the :l.‘

pendix F shows total 1iabilities, other than subordinated borrowings,

AP

as. a perceut of total assets for NYSE members for 1968 fPart L) and

1969 (Part 2). In assessing these data, it should be noted that subordimated

porrowings, from the gtandpoint of the proker-dealer as a going conceri, i

gre in fact a current liability during the period approaching maruricy. i

Unfortunately, we do not have information ou the maturity dates of such
|

porrowlngs that permite a breakdown betwesn current and long~term lisbilities.

The data im Table 13, shows the concentration of total capital and

subordinated borrowings among groups of NYSE member flrms at yearwend

1969, Thlas data is comparable to that presented earlier on the concentration

of equity capital. For example, the fifteen largest firms had §1.1 billicn

in total capital funds and accounted for 31,9 percent of the 3.4 billiom

in total capltal and cubordinated borrowlngs employed by all NYSE member
while the 38 largest firvme foeach with assets of at least 5100 million)

had total capital funds of $i.? billion or 51.2 percent of the total,
Liabilities, other than subordinated borrowings, accounted for 86 percent
the 38 largest NYSE members

of the $12,3 hillion dn total assets employed by

compated with 70 percent for the 138 bmallest member firms {each with

assets under $10 millien).
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Tabie 13

Coneenttation of Toral Lapiral Among NYSE Membor Firms
Careying Accounts af Public Custamers

" Yerr-Bod 1969

. Cumulative Totals
Fumber Taral Kumbr Tatal

——

Membet Flrms hsset Jize of Firms _Goplital* oE Firmg Capical PaTpen

fmilbions} (% millians) (5 milligns)

5230 and ouar 15 1,022 15 £1,072 .9
Loa,n - 45,4 23 Ghb 35 1,714 A
.0 - 9.9 34 L 12 2,206 672
2.0 - 599 . Bl 457 133 1,663 9.5
R T 108 465 241 3,128 3.3
.0 - 9.9 73 155 114 3,283 51 4

Lndee S3.0 ks &8 ¥ $3,351 1an.,g

Tatal vy 53,351
Mate: Tetal caplral docludes "capital" plus guberdivaccd xecouents.
Takle 14
Cepitel and Subordioated Accounts far R4 NYSE
Mecketr Flrme Carrying Accountd of Public Customers
Year=End 1365=1369
fnillions}
Capital and Subordinated Accounts 1965 1966 1367 1968 i96%
Subordinzted Loans and Accounts 166,5 175,13 251,3 415.0 456,87

Aecounts Covered by Equity or Sub- 386.6 384.3 S68,4 50,3 S4b.% .

ordinatian Apreements .

Secured Capital Demand Hotea £3.2 9.7 103.5 134.8 141.7

Equity Capiral 1,091.1 1,171,5 1,6248,7 2,029,1 1,721,

Total 1,727.4 L,810.8 2,607,149 3,323.2 Z,369.7

Tote] Lisbilitics {other than subordin- 7, 9ZB.% &,360,3 13,5187 19, 318, 2 13,2031
ated) A

Toral Assets 9 4656.0 10,771, 0  TA, M6, R 22 841.4  HE,5734.
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1969
456.E
S61.6
143,7

1,727.6

2,869.7
13,7037

16,573.4
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Trands In the Financifal Structure: 1963 = 1969 - The avallablliry -

of coatinuous financial data over a five year'perind for 284 MNYSE

pepber firms permits us to analyze the financial structure of these
proker-dealers during the 1965 - 1969 periocd. Table 14 shows theo

ampunts of equley capital, subordinated bnrfuwings, total liabllicles

and assets employed by these 284 firms durimg this five year pe'rf.‘:n:].a_‘IIr
Total assets ageregated $16.6 billion at year~end 1369 - an increase

of 72 percent during this five year period while capital and subordinated
accounts amounted to $2,9 billion ot an increase of 56 percent, Thesa

data indieate that a pronounced change 1in the capital structure of broker-
dealers did neot occur during this filve year perioed, although firms Jdid

rely somewhat more heavily on subordinated borrowing at year-end 1969,

For example, 6% firms did mot employ any type of subordinated borrowings in
1965 compared with 42 such firms at year-end'lgﬁg {See Appendix H - Part 1},
Moreover, except in 1968, when 2 much larger proportion of the assets of

these firme were financed by liabilities as opposed to equlty, the leverage

available to firms inereased only slightly.

————

Ef Appendix H - Part 2 contains a frequency distribution for chese 284
tirms showing total liabilities (including subordinated borrowings)
36 a percent of total assecs while Appendix H - Part 3 shows similar
data for total liabilities, other than subordinated barrowings, as
i percent of total assats,




Capital Strucrure of Monitored Firms - 1970 - In order to bring

the discussion of the capital structure of broker-dezlers into current

perspective, Appendix 1 contains freguency distributions showing

the importance of the major componcents of capital relative to the
total capital fundas employed by HYSE monitored firms. These data are

presented on a quarterly basis from December, 1969 te December, 1970,

| N ¥
|[a| In addition, monthly net capltal ratio data for these firms is presented . HE
! - S N
iL?| in a later section of this report (See Table 16, p. 54). It should be '
5 4
,lh' noted that in December, 1969 chere were 75 broker-dealers in this Z 1 ol
i .
[ i N )
il survey; however, this number was reduced to 68 firms by July, 1970 ]
e il K
'“ due ko ligquidations and mergers that were artanged with other broker- -
| N
[

dealers. A number of these firms had a defieit in equity capital

prior to their dissolution {See Appendix I - Part 1}, ; '|

At year-end 1970, the 67 firms shown in Appendix I had total capital ﬁ
! =

funds of 51.8 billion of which nedrly one-third was in the form of

I
[
I l| j
I| " g
!h# subordinated borrowings for capital purposes., Subordinated loans i |
H
. amounted bo $315 milliom, accountes covered by equity or subordination
I
4- agegregated 51753 million while secured capltal demand motes totaled
|
I

$64 million. Although secured capital demand notes accounted for only

abour 4 percent of total capital funds emploved by these B7 firms at

year-end 1970, such agreemencs wete, neverctheless, an important source |
j|m of financing to several firms. For two broker-dealers, secured capital

r! demand netes accounted for between 40 and 60 percent of the firms

total capital base (See Appendix T - Part 3).
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Table 15

peturn on Total Capital Fuods of Owerall Business
pased on the Erporienced of the Last Six
Manthe (October 1570 - March 19713 ab annual

'wwing

urrent :
“Rate for B9 MYSE Monitored Firms ws thet of 357 NYSE
Flros fn 1967 (The highest of the five-year prrind 1963 - 1669
s (millionz}
14
re Six months
970 (October 1970 -
' - e March 1971 1967
‘esentog 'anaperating incgme before partners!
coppensation and taxes & 94B £1,058
i1ld ba -,
fwputed partners’' compensation at 6%
of gross revenue 229 234
1 pet operating income before taxea P17 24
a avergpe capical funds 51,866% 82,560
=
Fercentage of pre-tax return on capital 8% 12%
*Eatimated
#ote: Totel Capital Funds includes equiry capital plos suberdinated bsrrowings.
‘apital
Return on Capital: NYSE Menitored Firms - Recent data for the October,13%70 -
Karch, 1971 time period shoew substancial improvements in the profitabilicy of
an NYSE monitored fimms. As evidenced by the data in Table 15, afrer an
allowance for partners' compensation (assumed to be six percent of grogs
1 | Tevenue) the annual rate of return om total capital funds employed by 69 monitored
Y !
[| firms was 38 percent (betore taxes) for the six month peried ending March 31, a7,
In arriving at a return gn total capital, for purposes of Ehis compotation,
=~
we hawve included subordivated capital at the same rate as pure equity, The
:al
tesuliing estimated cake of return obtained on total capital funds during this

period of rime exceeded the 32 percent of 1967 - the highest rate of the

tntirve 1965 - 1369 period,

e ——— e e -
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If this profit trend contimues in the future, conditions would be

»

favorable for broker-dealers to seek more permanent sources of capital. - 3

In rhe past, when the profits of broker-dealers were substantdal, little “ﬁ

L

because a ready source of financing was available in the form of customers

funds,

P o

effort was made to improve the firms' capital structure - apparently 5?;!

— .~

2
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Fulez and Froposed Safeguards Intended to Protect lovostors

The purpose of this section is te congider the use of the net capital

rules 2% regulatory gafepguards in view of current proposals to adopt

mmitiﬂnal protective measures purseant to the SIPA legislation, such as

the escablishment of reserve requirements with respect to custemer credit

halances, Which ar least in part are intended to gceomplish wesults that
the net capital rules were intended to produce. The analysis begins with a
discussion of the computatinn of net capital under the Conmisgion's rule
15c3-1 and briefly considers some of the diffarences that exist between
this rule and rule 325 of the New York Stack Exchange. This will ke
followed by a discussion of related hypebheecation and segregation require-
ments and proposals to adoapt new measures, joucluding the establishment

of pegorves against custowmers' deposits, as envisioned by S5IPA. Lastly,
the analysis considers the impact of possible rule changes pursuant te the SIPA
legislation on broker-dealers and the reiationship of proposed thanges to
the net capital safeguards that presently exist.

BEroker-Dealer ¥et Capital Requiroments = Under rule 15¢3-1 the maintenance

ol an adeguate net capital base relatlive to the firm's aggragate indebtedness
it the principal method by which the regulation of broker-dsalers has
attempted to pratect iowvestors from broker-dealer insolvengies or other
finsncial problems. FRule 15c¢3-1 under the Securities Exchange Act of 1934
requires brekers and dealers to meet certalip minimum stendards regarding

the maintenznce of net capital in order to assurc that firms have sufficient

2y

Yiguid asszets to cover their current indobtedness . Generally speaking,

gf Hot Capital Requiremcnts for Erokers sné Dealers--Interpretation and
Cuides, Securities Exchange Act Release Wo, BO24, pp. 1-2, Jan. 18, 19&7.
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' carty m:
to exceed net capital by more than "twenty to one and provides that, wig, @ N
: ‘ 10/ R whe i
certaln exceptions, every firm maintzin a minimum net capitzl of §5,000, . .
‘ CoveraBe
The '"met capital™ of a broker-dealsr is esszentially his adiusced net Worth; o
with, the

that is, the excess of his toral assets over his total liabilities adjusceq ! T
the Tile
te provide that certain zssets not readily convertible into cash are ex- chett
on WaeL
cluded from net capital even though such assets are a part of net warth o cin

The prib

T and that, other assets, although 1igquid, are valued for net capital detgp. .hj ok
\ : suble
||; ;

q}' mination at less than their market values in order to provide a cushion . :
. pecuritli
[}
| -

: agalnat market fluctuacions. ;

'II. 8 applicat
L - .
k11

13 The principal purpese of the net capital rule is to azsure that brokar- -

ME requiren

1

ﬁ' dealers are at all times sufficiently liquid to premprly meet the demands of rhat MAT.

i .

E; gustomers. Broker-dealers in tho ordinavy course of their business hold HYSE anc
Y

}- substantial amgunts of customers' funds and securities lacluding free credit camply

L balances which customers have an immediate and unrestricted right to withdreaw. is aveil

|

i

;| Therefore, broker-dealers must be in & position to return such customers' as mm it
! assels Lo investors upon reasonable demand. At the present time, broker- wariablc
| : . -

; dealters have unvestricted use of these balapces in their business, Thus, 1 ¢ ransmidt
| free credit balances may be used to make loans ko margin customers or for | is a fu:

I
X any other business purpose such as maintaining positions in securities, to E broker
. l
i , ! financi:

I 107 The rule allows a minimum ''net capitel" of 52,5300 for a broker or dealer |

: meeting the following conmditions: (1} his transactions are limited to- | of cusce

the shares of registered invescmant companies; (2) his transactions asz

broker are limited to the sale and redemption of mutual funds, the solici [ subject
tation of share accounts for certain insured saving and loan assgciations,

and the sale of gecurities for the account of a customer to obrain Funds

for the immediate reinvestment in mutual funds, and (3) he promptly traos- 11/ SEC
mits all funds and securities to customers and does not otherwise hoid 393-
funds, or owe money or securities to customers, Ibid,, p. 2.

12 Sec
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cemnectison with
. 11/
: T firmélmarket making function and underwriting activities,

the &

on.trading activities for the firms own aceount or in

[4 -

d;;ragefu“def Rule 15c3-1 - In general, all broker-dealers must comply

“£ﬂ1the commission's net eapital requirements unless an exemption from
. -

H& rufé iz available. Moreover, applicability of the rvule deeg not depend
miﬂbgtﬂer a broker-dealer iz required to be registerad with the Commission.
The ﬁfipcipal exemption from the rule is provided for broker-dealers

gub;écé tn the specific capital requirements of the Mew York and other
gecurlties exchanges vhere the Commission has reviewed the rules and
gpﬁlicahle regulatory procedures and at the time wiewed them as having
requirements as comprehensive ag those of Rule 15¢3-1. It shewld be nored
tH;t many of the largest broker-dealers in the nation are members of the
NYSE and are thus exempt from the Commiszsfion's net capitral rule if they
comply with rule 325 of the MYSE. 1In addition, an exemption from the rule
ig available under specified circumsatances for a broker who is also licensed
ag an insurance agent and whose securities business is limited to selling
variable anmuity contracts ags agent for the issver and who promprbly
transmits all funds and owes no meney or securities te customers. There
is a further provision that the Commission may exempt from the rule a
troker or dealer who because of the special nature of hi; business, his
financial position, and safeguards he has established for the protection
of customers' funds and securities, if it is not in the public interest to

. 12/
subject the particmlar broker or dealer to the provisions of the rulei—

l;f SEC Report of Special Study of Securities Markers (1963), Part I, pp.
393-394,

Securities Exchange Act Release No. 8024, pp. 2-3. It should be noted
that rhe latter exemption is strictly construed and is not intended to
Provide an exemption to any particuwlar class or category of broker-
dealers,

12/




Computation of Net Capital and Appregate Indebtedneas Under Rule I5¢3-1 k. :
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I;
i

. :'. ] ': .
i Decause of the complexity of the net capltsl rule, it is useful 1, ggfﬂw
||H to cutline in some detail the compouents of both the fitms' net capital ;gns ;
i -guch
1 [ and aggregate indebtedness, As noted earlfer, the basic comcept underlyip | 8y

1|18l L F gy b
JE | the net capital rule is the immediate liquidity of the {irm; a broker- | ._“3?_-

el o | T E
fi'l dealer should have sufficient liquid assets to cover iks current | o
LAl | o

. . that®
% f indebtedness, Therefore, in computing net capltal, a2 broker-dealer is i S
| ' for v

'id,- required to deduct from "adjusted net worth' all fixed assets, =211 ) o
e also
IN 5 ether assets not readily convertible into cash, and certain specified
| .
1K

lt H percentages of the darket value of securities and future commedity

! Ji daale
:EJE contracks in the capital and proprietary accounts of broker-dealers,

|-' ik .

o \ requl

| i The term "adjusted net worth” is used because indebredness subordinated

!! i.] incur

Al te the claims of general crediters pursuant to a "sstisfactory

iTLIL price

Iwh:k subordination agreement' is excluded from aggregate indebtedness and

o 1M gpeci

;Li{{ from total liabilicies in the computacion of net capital, The net

ih;ﬁﬁ carri

RidN result of these exclusions is to treat such subordinated loans as if they

"I';"t 137§ e de

S were part of the broker~desler's capitel in computing his '"met capital™, =

If such loans coneist in whole or in part of securities, such securities
depen
are, however, avbject to the applicable haircuts reguired by the rule.
gf a
Rule 1l5c¢3-1 containa some specific examples of assets which for
¢ matur
"net capital' computation purposes are considered as not teadily
14! on th
; convertible inte cash, Included in this group are exchange member- - J N
L than
X ships, real estate, good will, deficits in customers' accounts, all

o Tok

[

P unsecured advances and loans, and customers' unsecured notes and i "
v othe
I
i -

_ Securities and Exchange Act Release No, 8024, p. 12, i by 3

I
F _Ef Except in the case of bona fide cash accounts within the meaning
; J of Section 4{e) of Regulation T of the Board of Covernors of the 15/

Federal Reserve System, r
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However, it should be noted that the specific exclusion of

gecounts s

wﬂﬂﬁured loans, advances, noteg or accounts does not mﬂa; that every
Eud{ﬁecured item is to be included in net capital. A secured receivable
ﬂ#jbe excluded from "met capital" if, because of the nature of the
edjigteral or For some other reason, the broker-dealer cannot demonstrate
chat the account is readily convertible inte cash., Furthermore, securities
for which there is no independent markef or cannot Ee publicly offered axe
ﬂlgéigiuen no value when computing "net capita.l.‘;‘:'léJlr
The secomd category of deductions required in computing 2 broker-

dealers net capital are those commonly referred to as the "halreur”
requirements, In order to provide a margin of safety against losses
fncurred by a broker-dealer becanse of market fluctuations in the

prices of securities and commodities, the rule requires that certain
ppecified percentages of the market values of securities which are

carried in the capital, proprietary, and other accounts of a broker-dealer,
be deducted from net worth in determining "net capital,”

With respect to marketable securities, the amount of the "haircut"

depends on the nature of the particular security. Thus, in tha case

of 2 non-convercible debt sacurity having & fixed interest rate and
maturity date, the haircut ranges between 5 and 30 percent, depending

on the percentaﬁe by which the market value of the security is less

than the face value. For cumulative noneconvertible preferred stock,

not in arrears as to dividends, the haircut is 20 percent, while all
other marketable securities, except for convertible bonds, are haircut.

16/
by 20 percent,  With regard to convertible bonds, the net capital rule

Sacurities Exchanze Act Release No, 8337, p. 5-10, Jan. 13, 139GA

g+  Ibid., pp. 10-11,
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was amended effective August 1, 1968, to reflect the fact that when . 1

comvertible debt securities sell at a price in excéss of face value,

they are actually selling in part as atock, and that when the orice

=% Feemee——tamn
. -

i of the underlying skock is below the conversion price it is probakle
I
that there iz z greater tendency for the bond to sell as a debt
U/
| Ssecurity  and not on the basis of their conversion price,” Therefore,

| under the amendment, & convertible debt security may be treated as a

i of the haircut veguirement dependinz on the relationahip betwean its
|' 18/ .
r, market valve and facc value. For commodity future contracts, the

1
1
!

required deduction from net worth for purposes of computing net capital

-‘ centracts in the capital, proprietary or other accounts of broker-dcalers

i and a "haireut" of one and one-half percent with respect to the total

o p—

long or total short futures contracts in each commodity, whichever is

| greater, carried for 21l customers,

The flexibility of che net capital rule to meet changing conditions
E f"is'demﬂpstrated by the March 6, 1969 amendment to the rule that resulted
from the sericus "fails" problem that existed in the induscry. Reflecting
CONCETN over the acute operational difficulties confronting che securicies

industry during the 1967-1963 period, the Comissien adopted an amendment

1 177 For a discussion of these market relationships see Reporrk of
Special Study of Securities Mavkets, Part &, p. 24 (1982).

18/ Amendment of Rule 15c3-1 Under the Securities Exchange Act of 1934,

Securities Buchange Act Ralease No, B337.

o t

o

straight debt security, a hybrid security, or as common stock for purposes '

A
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is 30 percent of the market value of all long and short future commodities .
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he net capitﬂl tule requiting a broker-dealer in compat J..I'I.g his

tot
tca#ital,to deduct frommet worth from 10 to 30 percent of the ]
ne .

' eive for any security he has sold and failed teo

ﬁﬂﬂﬂtihﬂ is to rec
' 13/

deliver for specified periods of time.

_ Asgregate Indebtedness - A broker-dealer’s aggregate lndebtedness,

purpose of determining the "twenty to one" ratio, is the flrms'

for .the
téﬁal money liabilities, imeluding those liabilities incurred in other

less certain items specifically excluded as specified

S Sl T

1incs of business,

20/

fn the rule.” Thus, certain liabilicies, although a part of the

broker-dealer's total money 1{abilities, are not included in the

21/

caﬁputation of "apgregate indebtedness."=—" Any indebtedness

adequately collareralized by securities or spot commodities cwned

by a broker-dealer and all fixed ligbilities which are adequately

secured by real estate or any other assets which is not included in

the computation of net capital are excluded from aggraegate lndebredness.=—
LiabilitieE on open contractuzl commitments are excluded under the

rule. Therefore, liabilities in connection with firm commitment under-

writings are mot included in the computation of aggregate indebtedness.

It is not considered necessary to require a broker-dealer to maintain

additional net capital to carry such a commitment because in computing

14
‘*fﬁmendmant to Rule 15¢ 3-1 Under the Securities Exchange Act of 1934,
Securiries Exchange Act Release HNo. 8508, Jan, 30, 196Y.

204
"4 broker-dealer who is a sale proprietor must alse take into account

his personal assets and liabilities not related to the businesg io
computing aggregate indebtedness and net capical.

i
flthough cortain lizbiliries are excluded in the determinatien of
'apgregate indebtedness,™ they are, however, prdinarily included in
total liabilities for the purpose of computing net capital.

2f

—_—

Securities Exchange Act Relesase Wo. 8024, p. 3.
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net capital any securities position relating te such an underwriting
contract 1s subject to a deduction frém 'net worth" based on the.
market value of the securities, With respect to best efforts
distriburions, swch offerings ordinarily impose no obligaciom on a
broker-dealer to guarantee the subseguent sale of the securities; thus,
the.ﬁrnkar-dealars nead not include their value in aggregate
indebtedness until such time that he is legally obligated to pay

234
funds to the issuer or managing underwriter.—

Other items excluded from "aggregate indebtedness" are amounts
payable apainst securicies leaned where such securities are pwned by
cthe broker-dealer and amounts payable against securities failed to
receive where the securities were pwrchasged for the account of the
broker-dealer. The amounts pavable agalost other securitles loaned
and securities failed to receive are, of course, included in'sggregate
ivdebtedness." In addicion to the forsgeing, amounts segregaced in
accordance with the commodity exchange act, funds held by an escrow
bank under an agreement contalning provisions contemplated by

Rule 15¢ 2-#,;&J

and indebtedness subordinated to the claims of
peneral c¢reditors pursuant to a "satisfactory subordination agreement™

are excluded from “aggregate indebiedness.”

gé"FSta::'r.nr:'Lties Exchange Act Release We. B024, p. 5.

gﬁfﬂmle 15¢ 2-4 reguires that, when a broker-dealer partlcipates in
a distribution of securities (other than a flrm-comitment under-
writing), any money received will promptly be deposited in a
geparhte bank agcount and that such funds will be cransmitted
directly to the persons entitled thereto at the appropriate Etime,
and the broker-dealer will have no control over funds in the
escrow account. Such funds in escrow are not treated as parc of
agpgregate indebtedness.
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subﬁrdinated Debt - As noted aearlier, indebtednass subordinatead
..--'-'-_-___-_-'_-'__

ns of general ereditors pursuant to a "sat isfactory

ﬂmﬁrdinatiun apreement'’ s not only excluded from "Maggragate

redpess" but also from total liabilities in determining the

brﬂmrrd63lerﬁf et worth, which results in such leans being tfreated

gs part of firms' capital,in determining met capital. InteTest on
sudlsubordinated debt is, however, included in "aggregate indebtedness"”
l@lgss the debt arising from failure to pay the interast 1s also

gubordinated under the suberdipztion agrecmant,

gule 3?5 of the NYSE - As previously mentionad, New York Stock

Exchange member flrmz are exempt from compliance with Rule 15C 3-1
of the Commission on the assumption that they comply with the net
capital rule of the Exchange. AL the time of the exemption, the

net capltal provisions of Rule 325 of the NYSE were considered more

stringent than that of the Commission.

in the earlier discussion of the capital structure of broker-dealers,
several important differences were noted between Rule 325 of the WYSE and
Rule 15¢ 3-1 of the Commission inscfar as the criterion for determining

scceptable borrowings for capital purposes under a "satisfactory

subordination agreement.” There are other difierences between thege
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two rules regarding the actual comuputation of aggregate indebtedness
.and net capital for purposes of determining the twenty-to-one

requiremants. Some of the more fmportant differences were documented

. . : 25/ &
in a memorandum of the Division of Trading and Markets — relating of the
to proposals of the NYSE to tighten up certain existing weaknesses FLrms,
in their rule. Theée related to the treatment of ehorc stock record ;Apital
differences, the sirze of the haircur with respecr to certain a;ring
marketable securities 1o the capital and gubordinated accounts of This in
broker-dealers, dividends receivable, and commissicons receivable. its finm
This Is not te suppest, however, that in all respects the NYSE and vol
Bule 325 is weaker thanm that of the Commission's rule. For example, operat i
with regard to the minimum reguired met capital under the rules, A
the WYSE requires that the net capiral of a mgmher firm carrying fivms"
any accounts for customers ba at least %50 thousand and that for catio
other member organizations the required minimum is $25 thousand % to Aug
while, as neored earlier, the minimum required net ecapital under 1 NYSE o
Bule 15C 3-1 15 only 55 cthousand, " while
]

careg:

he a

indeb

23/ Memorandum of Diviegicon of Trading and Markets, Re: Proposed ]
Revision of the New York Stock Exchangs Net Capital Rule, viola
Ocroher 5, 1970.
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Fluctuations io the Net Capitww - Because |

afthg'availability on a monthly basis of financial data for NYSE monitored

T e e

firms, it 1% paasible to present information on the menthly changes in the net !

gsition of these firms relative to thelr agpregiate indebtedness

capltdl p
Juring the fifteen-month period from October of 1969 to December of 1370.
ﬁﬁs'included the time period when the Induscry was in the peak of

irs financial dilemma that resulted from the sharp drop in stock prices

and volume at 2 time when much of the industry was just vecovering Frem

operat ional difficulties assoclaced with the back office problem.

As evidenced by the dara in Table 16, the worst of the WYSE member

firms' financial difficulties measured in terms of the monitored member firms'

ratio of aggregate ladebredness to net capital extended from December 1369

to August 1970, 26/ Thug, for example, at year-end 1969, eighteen of the

WYSE monitored firms had a net capital ratio of 1,230 percent eor greater,

" while in August of 1970 only three of the remaining b8 firms fell in this

category. Generally, a ratic ef 1,200 percent has been ¢onsidered to

be a signal that a financial problem may exist. A ratle of agpregats
indebtedness to net capital in excess of twenty-to-one 1s considered a

vietation of Rule 325 of the NYSE and, as such, member firms must cease

26/

' In addition, the attached Appendix J presents net capital data for
205 broker-dealers complying with Rule 15¢ 3-1 who {iled X-17A-3
Teports at year-and 1969.




Table 16
Racic of Apprregare Indebtedoess o Wee Capital '
For NYSE Homitored Flrms
(Oce. 1969 - Dec. L3703
REntip of Apgrapatse 1968 1934

Indebcedness to Met Capltal Der.  How.  Bec. Jan. Feb. Harch April Hay June July Aug. BepE. Oee ., Haw. Dec,
Lesas chao 2.50 3 4 4 2 4 5 [ E & £ 7 a ] A L]
2.50 - 5,59 13 12 11 11 12 11 14 Lia 15 L& 15 1% 12 L& 15
5.80 - .47 18 0 11 18 19 Zl 13 L B L 17 17 23 Ell 11
7.50 = 9.5% 13 14 15 15 -] ¥ 15 L7 16 L 15 13 15 14 i5
10.00 - 12,449 12 12 15 10 10 12 13 Lt 17 L5 11 & d 10 ]
12.50 « 1&4.%99 T T 10 7 | T 11 7 3 4 3} 3 3 ¢ 1
15.00 = 17.4% L] 3 5 ] 5 ] b I z 4 Q i Q 1 a ‘:n
17.50 - 19.9% i 3 Z 1 z 1 /] 3 z L il i 1 L] @ J:
20.00 and over o i 1 2 4] 1] 1 L 4] . a L] o q 1] .0
Totzl Humber of Firmd Eepoctiog ] 75 T5 ] T35 73 TS 15 T3 13 LT LE] hE hE B
hggrezate Racio Eot All Flrms 4.36 B3 958 .61 4,33 7.13 L T.ha 6. Bé a.33 616 6.40 6.5l 6.54 7.14
Menn 70 A3 .40 24,80 4.65 3.59 B9 .72 4.4 T.a02 .74 6.53 629 5,79 L1
MedLan 4.22 .83 3% 4.3z .27 7.7 5,95 .24 4,75 Tl 6,14 b.2h 6ohk 6.3 1. 54
Heke: Computations wers made pursuent to Rule 335 of che HYSE.

Spurce: NYSE Monftored Firms

Qffice of Pallcy Roecarch
> so2 7 5 g 8 § 3 FE G LAY g FILEEES
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pperation if corrective action is not taken by the broker-dealer to restore
the deficiency in its net capital, The reduced nmumber of flrms between
way, 1970 and August, 1870 reflects the fact that a number of monitured firms
were liguidated, merged or otherwise ceased operations. As of December
1970 only one of the remaining monitored firms, of the original roster of
75 firms included in Table .16, had a2 net capital ratic zbove 1,230 percent.
1t should be noted, however, that one firm, which has been haviné financial

Jifficulties, did not provide data at year-end 197(.

Other Regulatory Safeguards: Hypothecation And Segregation Requirements

1n addition to the reguired maintenance of an adequate net capltal base
relative to agevegate indebtedness, statutes and regulations as well as the
wles of the varicus self-regulatory agencies {the exchanges and HASD)
regarding the hypothecatien and segregation of securities are intended to
impose further financial responsibility ﬁpon broker-dealers. The Commission
hag specific rules concerning the hypothecation or pledging of customers'
securities for loans by broker-dealers while the exchanges and the WASD have
specific Tequirements regarding the segregation of customers' fully paid

OT BxCREs margin securitiés. The Commission itself, however, has had no
specific rules regarding the segrepation of customers' funds and securities
in the possession of broker-dealers. Section 7{d) of the Securitics Inveztors
Protection &ct, howover, directs the Commission to prescribe, as necessary
or appropriate, Safeguards for the pretectiom of lnvestors with respect fo
the scceptance, custody and use of customers' deposits or credit balaﬁces

loeluding the maintenance of reserves with respeer to customers' deposits.
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The Commission's. present hypothecation rules adapted gurguant ta
- Sectioms 8(e) and 15(c)? of the Securities Exchamge ket 1tmit the
Eo which broker-dealers may pledge customers’ securities ag collateral

7hi
for loans. ™ Theére are three bagic requirements under these rulag.

4 cugtomer's securities may not be hypothecated together with the e
securities of other customers without his written congent, Sacondly,
the securities of a cuatomer

may not under suy circumatsnces be hypathe-

cated with those of any person orher than ancther customer.

of

" The putpose
thia requirement ig to prohibit a broker-dealer from comningling

customers' gecurities with firm securitles for the purpose of allowing

the firm to borrow more thap {r otherwise could wei{lizdng 41ts own

gecurities and thua expoaing the customer to additlomal tiskn. ‘Lastily,

In no event may customers' secyrities be hypothecated to secure an

ameunt greater than the total owed to the broker-dealer by all hia

cuatomers. In additien ta the safeguards provided by the Securitien

Exchange Act, some statea, some exchanges snd the NASD have requirements

that provide further protection to investors. For example, an NYSE

mesber firm tg limited fn tha amount that 1t can obtain ty lending a

cugtomer's mecurities as well as by hypothecating them and algo ia pro-

hibited from hypothecating or lending a given cuatomer's securltieg far

than thar which tg reagonable in relation to

the individual customers’ indebtedness.
Although the hypothecation requirements promote a high standard of

securltiey, It has become increag-

27/ The two aectlons are Identical except that

B(c) applies ta broker-
ities exchange while I5(cp}2
e-counter transactions.

dealers whe are members of a natiomal zecur
applies to broker-dealers effecting over-th
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inglf-ﬂPparE“t that, as presently constituted, they do not provide the

gring public with complete protection. An important weakness in

ﬂmimmmi5510ﬂ'5 prescnt rule, as noted in a recent Division of Trading
and Markets memorandUm,gﬁjis that the same requirements which apply to
fhfhypothe;ation of customers' securities by broker-dealers de not
apply to the lean of customers' securities to a third party, e.g., the
ican of securities by one broker-dealer to ancther in return for a
cash deposit. Moreover, to the extent that the segregation requirements
of the self-rtegulatory organizations are not rigidly adhered ro or en-
forced, them the potential for illegal or mistaken hypeothecation of
customers” securities is increased,

ps noted earlier, the Commiszion has noe general rules regarding the
segregation of customers' funds and secuvities, although in the past the
Comeission's legislative programs included preoposed amendments to the
Exchange Act reguesting such power.gELThus, it was not until the paszsage
SIPA legislation of 1970 that the Commiszzion was c¢learly directed to
promulgate rules in this area. Hevertheless, cerctain self-regulatory
organizacions fncluding the WASD and UYSE have adopted rules which require
the sepregation of customers' securities from fimm securities and thus
have provided investors some added protection. It should he noted,
however, that in no instance are customérs free credit balances or other

cash balances required to be sagregared. Thus, such customers assets

28/ Memorandum of Division of Trading and Markets, Rer Staff Proposals for
Sepregation and Reserve Requirements for Brokers and Dealers, May 3,
1971, pp. 14-15.

29/

RBeport of Special Study of Securities Markets, Part T, {1963} p. 402,
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may be used by the firm to finance itg own trading and investment acco®

underwriting or for any other buainess purpose.

Rulea of the New York Stock Exchange hawe required that custumer;l:

geared to large scale aperatfong, Under this avatem of segregation,

e e — e T

gecurities are not specifically jdentified ge being owmed by:cgrfqig__Af
individual investora but rather are gegregated by 1lsaue and each owner ;
of securities of a given igsue has an undivided Intereat, equal to the

nunber of shares owned by him, in all certificates of that isaue held

30/

by the firm/— Tt should be noted that, although the Commission presently

does not have gegregation rules, regulations pursuant co the cummndities:?
Exchange Act do require the segregation of cugtﬂmera' funds, Including
free credit balances, in customer’s regulated commodities accounte, The
usefulneas of the net cupitel rule as 2 means of imposing financisl ;
responalbility upon broker-dealers and protection to customers was leggened i
to the extent that there were weaknesses in regulations regarding the
hypothecation and segregation of cuetomers' securities. Consequently,
the strengthening of these reguirements as envisicned in the SIPA leglia-

latfon could provide added protectlon to investora.

AU/ Regarding excess margin aecuritiesa, the general rule followed by the
| exchange ie that stocka having & market value In excess of 140 percent

of the debit balance in the customer's account should be segregated.
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- : tal Rules as Regulatory Safeguards - As moted earlier,
 HebCaeit

ment of Rule 15c 3-1 and slmiiar rules of the exchanges

nent ge,. -
Cﬂuuu

:ustnmeral" lw$baeh che primeipal metnod by which the regulation of broker-dealers
dy aepirgh;; hﬂsa;;empted to protect investors from broker-dealer insolvencies.
aEragattéu 4 mﬂguéfsthe experience of the past three years showed that the net
yhten ;;; ; Eaﬁiél and related safeguards do not provide sufficient protection to
"tion, ?: 1ﬁﬁ§tors. This experlence led to the passage of the SIPA of 1970 that
Teain couided for a Federally-backed insurance fund to protect the customers
" omer . of hroker-dealers as well as inereasing the financial responsibility
to the _ required of broker-dealers.
€ held : The principal weakness of the net capital rules, as presencly
Present]y : constituted, may be surmarized as follows: (1) the very complexity
mnodi t{ay g of the rules leads to variation in interpretation and application;
cludiﬂs E (2) their forecasting ability or usefulpess as a tool for signaling
8. The financial problems has not been adequate; (3) they encourage the use
ial E of subordinated borrowings and customers’ funds as a souvce of Financing
@6 lessened that results in broker-dealers having inadequate equiry capital as a
B the cushion to support fimaneial setbacks during periods of financial stress.
o | Recognizing the inadequacy of existing regulatory safeguarde, the
' legia. ] SIPa of 1970 sought to increase the financial responsibility requirements
] imposed upon broker-dealers. Thus, Section 7(d} of the Act provided
5y Ehe [|l that the Commission shall prescribe, as necessary or appropriake,
Sgg:::f“t { safeguards with respect to the financial respﬂﬂﬁihilitf and related

f practice of brokers and dealers including, but not limited to, the

T o

A Tk S £ -
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acceptance of custopdy and use of customers' deposits or credlc balances,
Such rules and regulacions shall reguire rhe mailntenance of reserves

with respect to customers' deposits or credit balances, as determined

by such rules and regulations, Clearly the introduction of new rules
segregating customer Funds and securities has Important implicatlons
for net capital tules and for the capltal structure of brokerage firms.

The fallewlng sections present some of thesze implications by showing

the various impacts of the increaged segregation of customer funds.
Increased segregation of customer securities will slgo have important
impacts an hrokeragﬁ‘firm financial structures, but currently available
data are ipadeguate to measure Lhose impacts.

Impact of Reserve Reguirements on Broker-Dealer Financial Condition -

slthough the SIPA prescribes that the Commission shall require the
maintenance of reserves with respect to customers' depeosits or credit
halances, neither such balances nor the level of reserves are defined

in the Act and appears leftr to the determination of the Commission.

For cthis reason and because establishing reserves of any substancial
amount 5 would have an impact on the financial srructure of broker-dealers,

an analysis was undertaken of the impact of establishing reserves at

various assumed levels on the financial cendition of broker-dealers.

18 This analysis, which was originally intended to be a parc of this

repart, was accelerated because of the need for information and was

!
forwarded to the Commisslon om January 27, 1%71. 3t/

. 317 -
=~ Information Memorazndum of the Qffice of Policy Research, Re:
Broker-Dealers' Reserve Requirements Apainst Customers Credit
Balapees, Jamuary 27, 1971,
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i‘he aforementioned analvsis shoewed the fimancial Impact on .

&a
ned ' proker-dealers of establishing reserves as various specified
Lo : ;gf;ﬂntages of free credit and all credit balances (free credic
18 Pla; other credit balances) in the posseeslion of broker-dealers.
rmg Tﬁe principal distinction between free credit and "other credit"
8 Laigncgﬁ in customers' securities accounts 1s that; in the case
of free credit balances, customers have an immediate and & [
nr unrestricted right to withdraw such funds from broker-dealers. ij
able The financial data analyzed in the Impact Report was yeatr-end |
1968 and 1969 informatcion derlved from che balance sheers of
ition - all MYSE member firmz carrying accounts of public customers, 32/
At year-end 1969, free credit balances totaled 32.8 billion
e while all credit balances aggregated $4.8 billion, or 25 percent f
d of the $19.2 billion in total assets emploved by all NYSE member
| firms. These customers' funds conscitute an ioportant source of |
g financing to broker-dealers. Consedquently, the impdct of tepregating
|
alers, i 8 large proportion of these funds in the form of 2 reserve can have

4 significant impact on the financial cunditien of byoler-dealers.

The impact analysis indicated that broker-dealers could establish

—_—

32/
~— In addition, this was supplemented, to some extenc, with
preliminary information available for €23 other broker-dealers

whe filed X-17A-10 reports for year-end 1969,

T T —
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4 reserve of 1> percent with respeet to I[ree credit or all credit

halantes in customers' securities accounts with relative ease;
howsver, as the resarve level approaches 100 percent, the impact

an the finansial strTueture and income of breoker-dealars bBecomes

substantial, Tr is interesting to note that during 1970 the free
credlt balances held by NYSE members declined; however, In aarly
1971 tgese balances increased substantially -- apparently
reflecting, in part, restored investor confidence as a result of

33
SIPC -- and totaled $2.8 billion &5 of March, 1‘9]"1.“"IIr This

was equal to the amount of such balances held by NYSE members at

year-end 1969, Unforecunately, similar information 1s not awvailable

for other credit balances held by NYSE members as of March, 1971.
The earlier analysis indicated the importance of customers'

deposits or ¢redit balantes in the overall financial structure

of broker-dealsers and the impact of segregating such balaances in

tarms of foregome income to the firm., The discussion which

fellows indicates how the introduction of new rules segregating
customers' funds in the form of a reserve has implications in
torms ¢f the ner capiral rules that presently exist and on the

capital structure of Broker-dealers.

-

EEJSource: Federal Keserve Bulletin, "Stock Market Credie,!

May, 1971, Page A-31,
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ishing Reserve Requirements on Customers’

’ !Rgtationshiﬂ of Establ
b

the Het Capital Rules - AS previously mentioned, the

e requires a bhrolter-dealer te have at all times sufficlent

pet capital rul
”gdia assers to cover its current indebtedness by maintaining 2 net

pase at least equal Lo rme-twentleth of 1ibs aggregate

1ﬂdémedne55- The met capital ratie of twenty-to-ome means, in affect,

aﬂrﬂker-dealer,in addition to having ‘ong dollar of liquid assets for

cach dollar of indebtedness, must also have a reserve in the form of

liquid assets of five pevrcent of aggregate indebtedness.

Curtent proposals beling r;m-u.si«iermﬁé&‘Jr pursuant to the STPA mandate

would require a broker or dealer to place in a separate Teserve fund

with a custodian bank sums of cash or Government securicies, or any

combination of the two, free and clear of any claim or liem by the

custodian bank in amounts equal Lo the following percentages of free

eredit balances, deposits om opell cransactions and other credit balances

of customer &}

Janvary 1, 1972 - Jume 30, 1972 - 15%
July &, 1972 - December 31, 1972 - 4O
January 1, 1973 - June 30, 1973 - B5%
July 1, 1973 - December 31, 1973 - 100%

The reserve Tequirements propesal and segregat ion rules have esgancfally

the same objective as the net capiral rule was intended teo produce, the

pTotection to customers' funds, but such requiremencs operate ln a more

34f
=' Memorandum of Division of Trading and Markers, Re: Staff Proposals
Erokers and Dealers,

for Segrogation and Reserve Requirements for
May 3, 14871.
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direct and comprehensive manner in that they forbid broker-dealers from
using (initially a certaln percentage and ultimately all) customers'

]
eredit balances in his possessicn. ThuE;Jfrem the standpeint of
invegror protection, raserve requirements and improvad segregation
substitute for net capital tules, in that when fully implemented, the
rescrve-segregation approach would almaest completely protect customers'
credit balances and securities., On the other hamd, net capital rules,
though necessary for financial responsibility, are not a practical
means for providing the Investor protection inherent in reser;e "
requirements and adequate sepregation.

Recause reserves were not required in the past, the financial
responsibility of brokerage firms was the principal safepuard to
imvestor funds and securities. A residual protecrion was the unlimited
liabilicy of exchanges and partners.

A5 a general regulatien, the net capital approach served a useful
purpose in signaling when the financizl condition of a firm had
detericrated to such a peoint that the solvency of the firm was in danger.
The cxperience of the past couple of years suggests chat net capital
requirements, while providing an incentive to maintenance of financial

responsibility sufficient to ward off a disaster, are nol sufficiently

protect ive of customer funds and securities. Thiz experience also

suggests that net gapital rules are not an effecrive tool for increasing :

the protection of customers' funds because permitting the use of customers'
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fgﬁgﬂﬂd ¢pcurities enables brokerage firms to in effect borrow those
ur i, '

'ﬁ securities on a margin of five percent currently and 10
) z

capital ratis of 10 to 1. This kind of financing Ls

ﬁmqai1hble to any other businesses.

;ﬁ order fcr.the net capital ratio to completely protect customer
5.éhd gocurities from the poor business Judgments of broker-dealers
E;f;gm'sudden financial market deterioraticn, it would be necessary Lo
Eﬂqgre such computations on a current basis ot at least weakly, to

requite that no proprietary pesiticns be supported with customer funds

gnd that the brokerage firms' needs for working capital be met from
for such restricrions

firm as opposed to customer capical. The reason

ig that permirting the use of customer funds and securities by the
firm places them at tisk, the degree of risk depending upon the use
of the funds.

Used as loans to other customers, the risk is very slight and
within the five-day settlement limitation the firm has wvirtually

auvtomatic control over the funds and cannot lepally expose Lhem to

' However, used to maet operating expenses

risk of "disselution loss.'
of the firm or to supporl proprietary pesiticms, such funds are only
one Etep.remqved from subordinated deht in the event of insolvency.

The question thus becomes what is the proper mix of regulation
of use of funds and maintenance of finameial responsibility that should
be required, i.a., what visks to customers should be insured by the net
capital rules, Teserve requiremwnts, or other safeguards, that will provide
Maximum protecticn te investors as envisioned by the 3TFA legigzlation
and, at the same time, not cause major dislocations in the securities

indugtry,
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The Impact of Reserve Requirements on All Credit Balances on

Ret Capitel - The propased_rule Ear_gstablishing regerve requirgmgnts
with respect to all credit balances in customers' securities accounts as
outlined ahbove, provides that in case of a3 reserve deficiency, the amauntg
of deficiency must be deducted from the net worth of a broker or dealer
in computing his net capital; therefore, there is a strong incentive for
the firm to comply in order to avoid the gituation of having to support
the same amount of aggregate indebrednesg with less net capital, This
recognizes, in effect, that one rule can be substituced for the other

ig that compliance would reduce aggregate indebtedness and provides the
fame protections that exist for segregated customers' credit balances
pursvant to the Commodities Exchange Act,

In this section, the #nalysia examines and measures the impack aof
each level of reserve requirements on the net capital ratie and/or
capital requirements on broker-dealers. It should be noted from the
outget that 2 firm can improve its met capital ratio by (1) converting
nonliquid assets te liquid assets {2} reducing its aggreghte indehtedqess
and {3} reising additional capital. The data in Table 17 shaows the
amounts of aggregate indebtedness, net capital, free credir and all
credic balances in customers’ accounts for ecach of 14 KYSE member firms
at various auwdit dares in 1970. These firms have asscis ranging from a
low of 51! million to a high of 92.1 billion while their aet capital

ratios range from a low 1.4 to a high 17.9,

P

Table 17

—_—
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Selected Financial Dacs for 14 NYSE Member Firmg
[thousands) e S
) Credlit Palancen” "
Agprepata Hatfﬂ —_ in Cuscromers' Securities Aceouncs
Firm Audit Dace Total hssets Indebtedness Wat Capital 23 - (33 Fres Cradit All Credit Balances
(1) {23 £3) (4) (53} (&)
A Julw 31, 1970 81,827,133 8886,502 8150,1589 5.9 5337,924 &517,077
B July 31, 1970 7,119,021 116,298 g, 005 L.4 1,219 T0, 590
c September 24, 1970 234,204 213,288 16,9531 12.7 30,032 B2, 384
h Mey 28, 1970 231,802 L84 802 18,719 13, 32,687 34,186
E February 27, 1974 164,097 129,301 7,218 17.9 20,042 ?l,EQ?'
F May 1. 1970 121,866 42,6148 17,293 L) 23,125 3,625
G July 30, 1970 . 115,050 89,939 14,916 .8 14,214 19,714 .
- o
H . April 30, 1970 104, T46 a%,3 14,915 4.6 9,166 36,479 =
1 May 3, 1970 101,306 72,236 4,927 4.7 17,080 AL, 085
J July 31, 1970 ¥3,78% 31,171 15,632 2.0 1i, 509 16,531
K May 29, 1970 1,544 S0, 328 8,380 6.0 12,984 19,824
L May 29, 1970 18,48 14,733 1,321 11,2 911 _ 2,898
M June 26, 1970 12,410 A, 405 7ia 9.5 ulg 5,027
2 June &, L9770 10, E06 6,902 3,847 1.5 4,245 &, 40%

SOUBRGCE: Columns 2, 3, and 4. from W{S5E Momitored Data
Columns 1, 5, and 6: from X-17A-5 Reports
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Since the reserves with respect Lo custemera' eredit balsnces would ij

! be placed in an escrow account with a custodian bank, the broker-dealer
) N
would not be able to uae auch funde except to meet the potantial demande

of customera. .

r——
=

r AlL Credit

i mmrE L = ———

Therefore, such segregated funds would not be trmatad g

part of a broker-dealer's net worth nor as a part of the firm'e aggregace % |

indebtedness in the computation of the net capical ratles,

Table 1B ghowa the impact of a 15 percent reserve against all

leew . Twmalar R

cradit balancez in customers' securitiss mccounts on the net capital . |

Eet Dapital

——

P T L e—

5

ratic andfor additionel required capital for each of the 14 NYSE members. s

.
The attached appendix L predents =imiler information for reserves at cthe .

e———

- -

. .
40, 65 and 100 percent levels, :

13

After a 15 percent reperve agalinat all creditc balancea in customers'

Tablo

15 Prrocont Resuerve sgalns

&' Securibics Agcounts ?n

l gecurities, Firm A would have aggregate indebtedness of 580% million and

net capital of 573 million, The firm's net capital racio would rise |

ey

from 5.9 percent before the reserve to 11.1 after the 15 percent reserye t

is establighed. Thus, 15 percent of customers’ credit balances would

be fully protected in an escrow account while the rempainder of such

Ectimated Lmpact g a
e oo we An Pusramsl

etk kT L pme—n =

balancea would atill be afforded the protections provided by the paol

of liquid asgets supporting agRregate indebtedness. Since the ratio

would be below 20, the firm would be in compliance with the net capital

rule and it would not have to raise additional capical under the rule

?J;' as currently comatituted, Firm C would have a net caplital ratio of 27

after the regerve of 15 percent, however, and in order te bring the

to raise gdditional capital of $2.7 miliion to cover the balance of fts

appgregate indebrednees.

-

i‘ ratio dowm to compliance with the twenty-to-one tale -- it would have
I
'
"
|

This additrional capiral requirement should be
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Escimatad Impact of a4 15 Perceont Regeeve Agoinst All Crodit
Balences in Customers' Feguricies Accounts on Mer Capiral
Eatils endfor Regquired Met Capital of Splected Broker-Dodlers

(thousands)
Agpregate Indebted- ter Capital Additfional Capiral Regulvements ong
ncss After 15 Per- afcer 13 Percent Rew Het Balances
cent Bescrve on All Reserue on ALRL Capital Reserve of Aggregate
Firm dudif Dabe Crodir Balances Credit Balancas Rario Deficiency  Indebredness  Fotalw
A July 31, 1970 3808, 940 &7z ,827 11.1 5 -- o= 5 --
B July 31, 1870 LS, 708 69,517 1.5 -- - -
£ September 26, L970 203,930 7,833 27.0 - 2,663 2,663
I May 28, 1970 176 AT4 14,591 16.7T - -- --
E February 27, 1970 Led, 620 (1,463} Kegativao 3,483 3,931 . 9,394
F May 1, 1374 TR A4 11,6449 L. -- -- .- A
G July 30, 1970 83,982 12,4959 L -- - - I
H Lpell 30, 1970 63,531 9,453 L -- - _ --
1 May 3, 191D 67,1213 {LEG} Negative 1846 3,250 3,542
J July 31, 1970 28,601 13,152 £.2 -- - --
K Kay 249, 1970 47,354 5,406 8.8 - - -
L May 29, 1970 14,293 HB6a k6.1 -- -- --
M June 26, 1970 241 (36) Hegat Lve 36 312 " 348
H June 5, 1970 BL24L 3,136 2.0 - - -

* Total required capiral to Bring the Eirm into compliance with the presgncly seguired twenty-to-one raLlla,
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noted in relation to itz totel assets of $234.2 million., Firm E would

heve a defieit in raserves of $3.5 million and {ﬁ?g@ming a 20-to-1

ratlo} would have to ralse additional capital of $5.9 million to

caver the remaining aggregate indebtednesa of $118.5 million, Thus,

total additional requived capital for Firm E would be $9.4 milliom.

In the game mwnnmer, Firma I and ¥ would be required to raise additiongl

capital of $3.5 million amd 5.3 williod, in relation to total apseta af

$101 willion and $12 million, respectively. Clearly, the higher the level of i

reserve sgalngr all customers' credit balences, the higher 13 the
additional required capital to be raiged since the firm must tap ite
pool of liquid assets in order to meet reaerve requirements.

At the 100 percent level of reserve againat all credit balemces,
only Fitm B would atill be in compliance wick the twenty-to-one ratia,
{aee Appendix L, Part 3) This firm would hnve & net capital ratic
of only 4.9. On the other hand, all of che remaining 13 firms would

have re raise additicnal capical in order to be in compliance with the

twenty-io-cne ratio, It is interesting to note that among the 13 firma,
Firm E had the highest capital ratio of 17.9 and Firm N had = lowest
ratlo at 1.8 before reserve. A a percentage of total asszets, edditional
capital requirements would be 40 percent for Firw F and six percent

for Firm N. It should be noted that fitme would have more than two
years 0 make the adjusiments necesgary to achleve a 100 PeICENt reserve,
However, even at the 40 percent reserve level, but particularly st the
65 percent level, some firms would have to raige subatantial amounts

of funds in order to meet these requirements,

The ease or difficulty in raising additional capital ig dependent
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ould -
. H:h_ﬂm_‘g capital structure. In dnl.l.sfr f\_agn%tude, Firm AL_IWT.Jld |
T v £9 raise additional capiral of $3BS million in relation to Its ]
-] sssels of 51.8 billion and nec capital before regerves of 3150 million
e, .. pile FLFE % would have to ralse addirional capital of 5.7 million !||
. .I:.;. 3 pelarive o fts assets of $11 million and its net capital of 3.8 million. ‘
iongl _ From the above analysis of individual firms' deta, it is clear
i
ta of that at a 13 percent reserve level against all ¢redit balances, anly '
2e level g 4 few firms wonld have ditficulty of raising additional capiral,
B | However, &b 2 100 percent reserve level, most Flrms would likely encounter
- problems of raleing the additional needed financiog.
Impact ou WYSE Monitored Firms: Year-End 1970 - In addition ta the
A idivideal firm data presented above, Table 1% summarizes the pverall
e . izpact of each level of reserves on the capitsl position of 64 NYSE
de, | monitored firms at year-end lﬂ?ﬂ.ﬁf It zhould be noted that the overall
: ) _' ijopact dats presented in Table 19 is the sum of each firms' impact
d, individually computed. These &4 firms lLad total agpregate indebtednees of
the 85.8 billfen, net capital of $826 miilien and total assets of about
irms, §12 hillion at year-end 1970.
" 4 15 percent reasrve against &ll credit balances amounts to 5345
tHonal million; these &4 firms would have an agzregate indebtedness of £5.5 billion
after the reserve. The net caplral Tequired to maintain the twenty-to-one
tule on rhe remaining aggregéte indebiedness would be 5274 million; howcver,
the 64 fiyms combined would have met capital after reserwves of 5481 millian.
rerve. This results in an overail surplus of Tequired capital of 3207 million
‘he broken down as follows: 54 firms would have & surplus in required net
[ cepital afrer the 15 percent reserve of 5213 million while 10 firms would
have s deficit of §7 willion in required capital and would thus have Lo
ne taise additional financing.

?"Pa&eﬂ 9 and 10 of thie report we presented overall balance sheet
‘nfnmatim for 65 NYSE monitored firme at yesr-end 1970. However, oae
Uch firm did not supply net capital infermation.




Table 19
Earicated Impact gf a Reservo Against All Ciadic
Balances ia Custooers' Spcurlties Accounts on che
Nek Capltal Poalticn of 64 NYSE Monletorad Firms
Year-End 1970
fmillign%)

Net Capital
kequived ca

Mainrdin 20 Capiral Pesitilon after Rescruwes
to | Ratlo Amount Asfitant
A e ARRLEgALR on Remaining of Deflcic cf Sucplusz
Lewvul of MRRICEALC Ket Amoynt Indebtednnss Wer Capical Aggrogats K. in Required Ha. En Begquircd
Regerves  Indebredness Capical of Besetwos  after RAeserve  dEter Reserve Indebtadness <f Fleme Mot Capital  of Flrms  Her Capical
{Porcent )
La% §5.825.2 5d25.6 F3ah.2 53 ,480.12 GGED. & 527400 | i6.6 54 $213.2 -
(o)
407 5,625.2 425.8 IL9.6 4,%0%.3 94 2} 45,3 51 179.6 13 4.0 1
657 8202 43%.6 L, 4947 4,330, 5 .{ﬁﬁ?.lJ 214.5 8 BaG B [ - .l
1007 5,825.2 B25.6 2,190 5 1,556 {1, a4, ) 176.3 Bl 1,653.7 3 3.5
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ag the Teserve tequirement incressed to thie pnext higher level, more firms |
. 1
gve a deficit and less would have a surplus in required net capital.

g?lﬂﬂ percent level of Tessrve agalnat all eredic balances in customers”

it th
s!ﬁﬂiitﬂﬂ accounts, the amount of requived reserves would be 22,3 billiom.

5;1ﬁ£itﬂte& in Table 19, 61 firms would have = taral deficlic in required capital
ufﬁl*?billi““ whila only three Firms would have & surplus totaling %4 million

Rt B
ip 'Eéquired capi tal, ;

1t is apparent from the above gnalysis, impact is mild at the 15 percent

peaeTvE lavel, however, as the lmpact increases to rhe 100 percent level, the

overall impact becomes substantial. Even though the firms lave mere than a

period to make the required adjuatments in order to reach Che 104

two- YAl
peceent reserve level, this may not be eagy even under favorable sconomic con-

dirlons,

As is shown in the staff memorandum datad Janoery 27, 1971, the effects
of reserves against free credit balances is aubstentially less than the mffect
of reserves sgainst all credit balances, A can be scen from Table 15 and
Appendix ¥ {Fart 3}, the capital defieit of assuming a 20-to-one tatio and
100 percent reserve sgainst the free credit balances would be $778 milliaen,
wheress & 100 percent reserve against all credit balances would result in &
capltal deficit of $1.7 billion for the 64 monitored firms analyzed at year—end
1970, In addibion, Appendix K (Parts 1 through 4) show the impact of reserves
et varigus asyumed levels apainst free credit bélance for gselacted ifdividual
[itms. The impact is clear: it obviously should he substancially greater when
the reserve is set against all credit balances ac oppozcd o free credit
balances,

Kowever, In Chis conncction it should be emphagized thet as the level of
reserves iz lewered or Lf the reserves were established only againat free eradit
balances, the protection of cugtomers’ funde and securities is seing lessendd
in that thpse customers {of SIFPA) which are credibors af the firm, in the event
of insolvency, would srill find it necessany Lo Tecover the remaining

URprotected fands.

e ————————— el
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Sepregation of Customer-Firm Activities As An Approach to Investor

Piotection - It is possible that the principal methods discussed abaove
in which the regulation of broker-dezlers attempts to protect investors
[rom broker-dealer financial problems may not be the optimum from the

standpoint of investors or the industry. That is to say, taoo heavy a

reliance may be being placed on net capital requirements and proposed rESEﬁﬁa.

against credit balances and not engugh reliance placad UpoR SeEregation

for accounting and legal purposes of customer-firm activities. In a

36f
speech ™ hefore the Board of Governors of the Associarion of Btock

Exchange Firms, Commissioner Heedham raised this question regarding
regulatory safeguards and functiuqal segregaticn of the agency and
principal busidess: "Is it pecessary for a broker-dealer to funcriom in
such a fashion that risks on the dealar glde of the business can be
communicated té the agency part of the business; or zlternarively, is
it possible where there is a combined broker-dealer business to isclate
in bath an accounting and legal senze the Agancy Customey accounts,
credits, debitS,.and securities, etc., so that we can be confident
investors will not be subjected to unnecessary cisks?™ The thrusc of
this question arises out of the nature of the assets that must be
financed in a broker-dealer firm. Mest of the assets either reflect
receivables from customers or other brokers that develop from the dgency

business or Proprietary positions of the Firm in its capacity as dealer,

~éfRemﬂrkS of Commissioner James 7. Heedham balore the Board of

Governers of the Association of Stock Exchange Firms, January
27, 1970, p. 6.
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With the passage of nearly 18 months since that

“ndepwriter, ets.

m;htiﬂﬂ was ralsed, it is possible with hindsight to see that simple

éﬁ;ggation of brokerage activities from dealer activitles is not adequate

pecause brokerage firms as operating service businesses can have losses
from operating activities not necessarily dealer based which can he
to customers of thoge firms if customer funds and securiries

communicated

are not adequately protected throuph legal and accounting systems.
Increased ssgregation of customer funds and securities can be
achieved if specific asset and liability items lend themselves to
accurate, direct identification with either the customer or the firm.
although the breakdown of accoum s 1s not such to permit a separation
of customer-firm activities, some breakout of agency-dealer activities

L]

is possible to illuscrate the desirabllity of such segregation of

i
castomer-£firm activities. This section analyzes the accounting segregatlon
of agency and dealer activirles because such separation of customer from
{irm accounts i& a potential avepue for increasing the protection of
investors who leave securities and funds on deposit with broker-dealers. KLY
Such an approach ig in effect an expansion of segregation requirements
te include funds rather than use of reserves as such, Tt would permir
firms to use funds and securities to finance customer borrowings with

customer funds amd securities but only if the funds and securities of

all customers are scpregated from those of the firm.

ELEE ™ fact, the staff proposals contained in the memorandum of Division
of Trading and Markets "Staff Proposals for Sepregation and Reserve
Requirements for Brokers and Dealers" would necessitate such Eegregation.
Moreover, paragraph (f) of proposed rule 15c 3-4 provides for exemption
in order ro encourage the development of segregated systems.




Asguming that iocreased legal and accounting sepgregation of
broker-dealer activities is desired, lb order to erect a veil of
protection over customers' funds and securities, a broker-dealer coulg
have the equivalent of a brokerage subsidiary and a dealer subsidiary
with separate bank accounts and separate custodial arrangemsnts. The
brokerage accounts would be of principal concern to the Commission from
the standpoint of the protection of customer funds and assuring cthat
firms do mot use such funds to finance firm as opposed tao customer
activities. It would appear that inspection of both brokerage and
dealer activities would be considerably facilitared if there were a
separation of accounts. Moreover, if a portion of the commission rate
structure continues as a fixed rate, such separation would facilitate
Commission determination of the appropriateness of revenues, costs, and
capital allocations and, thus the reasonableness of rates.

Since there are broker-dealers whose major business is brokerage
and others whose major business is dealership, it is possible to analyze
the balance sheet and income data of each in order to detect the different
financial chavacteristics and the associated risks of a brokar and =
dealer. This section andlyzes the financial needs of the brokerage
tunction and the dealer function, the risks associared with each, and
the transfer of risks fvom the dealer business to the dgency business,
Such an #nalysis facilitates comsideration of the effects of legal and
accounting separation of these functions and the scaff proposals for

reserves and securities segregation. It should be emphasized, however,

i
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mﬁti“ addition to the dealer risks, other operating risks of the firm

can be rransmitted o cusiomers. Thefe are not digcussed here but the

|
gation of accounts would alsg provlide protecticom from such risks. F
. I

EepLE

1) Brokerage Function and Financlal Heads for Apency Busipess - J

grokers serve a3 comuission agents by executing orders from thair

cnstomers to buy and sell securities. They are able to do this

pecause they correspond with other firms through exchanges, NASDAQ
and directly. The essential service provided is that of locating the

other side of a transacticn {execution} and clearance of the trade for

which the broker is paid for his services by a commission. Executian l
consists of using facilities of the exchange or the over-the-counter i
mrket o locate a seller or buyer and tﬁen consumnat ing the trade. |
Clearance covers the actual transfer of and payment for the evidence
of stock oumership.
Serving in this capacity, brokers are not required to take posicions
in stocks being traded; however, a5 brokers, rhey normally hold substantial
amountts of customers' funds and securities which create receivables and
pavahles to customers and ether brokers. The purpose of the following
analysis is to show that the brokerage function dees not require
substantial amounts of capital beyond cthat supplied by the customer and
relatively little equity capital, However, the equity capital nesds
Lend to increase with the risk asseociated with the ways brokerage firms

employ customers’ funds and securities.
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Table 20 contains balance sheet data for twenty-Ffive NYSE member
for at least 90 percent of Lhe firms' gross revenue for the year 1969, %
These firms were selected from among the 379 NYSE member firms deing a 4{ )
public business in that year. An analysis of chese data enables us to .
gain an wnderstanding of the characteristics and Financial needs af the
agency business,

Oo the asset side of the balaoce sheet, receivables from cuscomers
and other broker-dealers as & percent of total assets ranged from a
high of 75 percent (Eirmﬁ_with assets hetwean 550-399.9 million) to a
low 52 percent (firms With assecs between $10-$24.9 millicon), Recelvables
trom customer accouncs ranged from 23 to 39 percent of toral assets whils .o
veceivables from other broker-dealers accounted for from 23 to 40 percent
of total assets as indicated by the data in Table 20 (Fart 1}. Long
positions in the Eirms' trading and fovestment acco;nts, ot the other
hand, accounted for from five to 33 percent of firms' assets. A5 will
be subsequently demonstrated, it is the existence of this inventory which
is not necessary for the brokerage functicn that exposes the firm to
unnecessary risks and it is the risks inbierent in the principal business
that can be transferred to the ageney side of the business.

On the liabilities side, total payables -- including pavables to

customers and payables to other broker-dealers -- accounted for from 39 co 70
percent of total assets in Table 20 (Part 2). Payables {0 customers avaraged
about 31 percent while pavables to other broker-dealers averaged 22

percent of total assets for all four groups of firms considered together.

UEPkee wl
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ﬂrcént af total assets.

ﬂgéﬁ'ﬁorruwed -- normally secured by;custumers' or firm collateral --

rﬂmed'ffﬂm a low of $ix percent to a high of 26 percent of tetal assets

lecyﬂd by NYSE member firms having 90 percent or more of thelr gross

incomé coming from the securities commission business.

Total capital and subordinated borrowings ranged from 17 te 30

Equity capital considered alone, however,

Wy T Pkt AR

sccounted for only from 14 to 23 percent of total assets. The adjusted

REE - sy =
——=ax

Jebt-asset ratio for firms specializing in Che securities commissicn

poiiness thus ranged from Eb cto 77 percent.

1r sheuld be noted that firms in the $10.0-524.9 million asset

catepory had net securities positions of 30 percent {long cffset by

38 ;
ghort positions) 28/ of total assets. On the assumption that these naet

pesitions are financad entirely through capital and subordinated
borrowings, the brokerage side of husiness would have no capiltal at
all for cushion purposes; Moreover, if the dealer position is assumed
to be financed through eguity capital alone, the equity capital left

in supporting the agency business would account for O Lo 12 percent of

tatal assets for the above firms.

In summary, the assets on the brokerage side of the business sonsist,
for the most part, of receivables from custeomers and receivables from
ather hroker-dealers; these assebs are financed to only a3 limited extent
by equity capital and therefore must be financed with customers' deposits
left wirh the firm and payables created through purchases from othex
1f these sources are oot gsufficient, then the broker

broker-dealers.

mist resort to bank borrowings or funds provided by subnrdinated lenders.

3Bf
=" %ince both long and shert positlons require financing, thore iz 2
question of the appropriateness of offsetting short againsc long.

R
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A relatively small amcunt of eguity capital cen be conzidered adequate ;
for the brokerage businese if the firmws' recaivables are liquid, l.e.,
readily converted to cash. However, the firms' need for capital for

cushion purposes will increase with the degree of risks assoclated wich

their holdings of illiquid receivables.

Fimancial Needs of the Firm - The principal financial need of

broker-dealars is the need to support substantial inventories of

securities in the dealer business, and the nesd to flonance the working

capital necessary to malntain employee payrolls, facilities, ete., that

are required to provide broker-dealer pervices to customers, underwriring
sarvices, and the other relaced securities activities, As was stated ;

in the previous secticn, the financilal neads of the firm wich regard to

-

5» the brokerage activities are not great but they are very Lmportant.
T Because of the pradominant importance from a financing standpeint of the

{HE dealer activities and the imventorles required for those acrivicles, it

i is worthwhile to analyze the needs of the dealer activities to glve some
IHI idea of the way in which chey differ from the brokerage activicles.
“'w* The firm as dealer actually buys and sells stocks and bonds for

its own account apd as suveh must mainfailn an lnventory in securicles.

Unlike the brokerage funetion, where the firms' profits are made L hr cugh

commission earnings, income from dealer acrivities (including uwnderwriting)

'1u consist of the profit or loss represented by the spread between the buyin? i

Ll and selling prices of the firms' own securities.
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{ﬁg part of its dealer function, a firm may inveet in securicies by

l.e., hﬂihﬁ and putting them away with the hope of making a return through

for hwéfest payments, dividends and price appreciation or may participate
ed with ;ﬁ};derwriting activities either on its own or, more likely, as part
ngéflﬂrger underwriting syndicate. Acting as an underwriter, the

deﬁier guarantees the resale of an {ssuwe to the public and i expused

to all the risks associated with market uncertainties. Thus, for
example, 1f the price of an underwritten issve falls under adverse

market conditions, a dealer may not be able to dispose of the issue
axcept a4t a loss and such losses must be absorbed by the business.

When acting as investor, underwriter, marker-maker or trader, the
dealer is forced to carry an loventory in securities. The capiral funds
required to support such positions depend upon the size of the pusitions,
the applicability of margin requirements and the availahi;ity of loan
funds to support such positions, If the capital funds available to the
firm are small relative to inventory needs, the dealer wust resort Fo
ioan funds. In this connection, £t should be poeinted out that in
addition to price risks of trading activities such activities also
require financing for overhead and result in operating expenses and

5.

tperating business risks,
trough

An analysis of the balance sheet in Table2l enablez us to see the
writing}

finaneial structure and needs of the primarily dealer-type firms., This
buying

table includes the financial statements of twalve WYSE member Firms

(classified inte five groups by asset size) chat had 70 percent or
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more of rtheir gross revenue derived from non=agancy activicies, Although_

additional refinements_in the data would be necessary to completely
breakout dealer activities, a comparisen of these data with thosze
prescnted earlier for firme speclalizing in the brokerage activities
allows one to observe the differing financlal requirements of the
brokerage and the dealer functiom.

On the asset side of the balance sheet of dealers, the most
important item is long positions in securities and commodities in che
firms' trading and investment accouncs., For all five groups of firms
consldered together, long positions averaged about 57 percent of Firms'
total assets with about 44 percent in the dealers! trading account ang
13 percent in the firms' investment accounts. Long positions ranged
from a low of 45 percent of roral Ag5ets [fur_firms with assets of less
than $10 millien) to a high of 90 percent of total assete for one firm
with assets of $50 million. Total raceivables from customers and other
broker-dealers ranged from a high of 34 percent to a low of only four
percent for the firms grouped in Tahle 21, Thus, long positions were
substantially more important im che financial structure of dealer firms
when compared with btrokerage firms, while for recoivablas from cuetomers
and ocher broker-dealers, the IevelSe was true.

In order ro finance such lerge inventory positions, the dealer
firms need substrantial capital funds, a large bank debt or hath,
Capiral funds (ineluding subordinated horrowings) were about 45 percent,

&0 percent, 26 percent, 48 parcent and eight percent of total asaets,
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Althgugh E . ) ;Pk debt accounted for 17 percent, five parcent, 29 percent, 49 l
etely 3 é:and 4 percent of tetal agsets for firms classified as dealers #
ae gﬁ;m{e 21. Tt must be remembered that in some cates the inventory |
dilag : :;%ﬂf_nns inelude Coverument securlties which can be financed on a
he - ;ﬁ@t??ﬂly small margin. w

%aken together, capital, subordinared borrowings and bank deht
t I | '¢¢Qﬁn for at least 52 percent of total assets and reach a high of q
in the .'ﬁﬂééthan 97 percent of total assete for one firm with assets af £50 E
firms ! willion. A4S an except ion, it should be noted that firms with assets
" Hros! I ;ﬁ& $250 willion have a relatively small amount of capital and
0t and %éﬁbrdinated borrowings relative to total assets. However, their bank
2ged : i dbbt accounted for 44 percent of their toral assets. As noted earlier b
i less in this report, the kargest firms in thelindustry are usuwally very :
¢ flrm | | highly leveraged,
other In order to generate sufficient gross revenue Lo cover operating
four expenses of the dealer function, these firms must buy and sell laree
Were ; quantities of securities, As a resulr, imventory posit ions become
firms .i emormous relative to total assets employed. Furthermore, the capital
Lomer g funds must be large in order to support such positions, . If the capital
bage is small relative to inventeory and the dealer cannot ride on ils
: pavables, it must chen resert to bank debt. The more bank debt, of
course, the larger the interest expense and at a poinc, if market
cent conditiens are adverse, the dealers! profit margin becomes highly

.
T ——

vulnerable. As is apparent in sppendix M {Part 1), one dealer with assets of
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$30 million had bank debt accounting for 49 percent of total assets;
this firm duffered 3 loss in ner operating income before partners'
compensation and taxes equal to negactive 21 percent of gross revenue
boeause it had interest expense alone accounting for about 149
percent of prose revenue, EEI-

The foregoing comparison between firms concentrated on broker
or dealer activities. To the extent items of Lhe balance sheet -

PR

combined both functions, reliance on customers’ funds and securities

to support dealer position was larger rhan would be possible with their
ewn capital, assuming thay were operating solely as a dealers. These o

customers' funds and securities are being used for {irm working capital

Or investment purposes which would normally be financed by bank loans

or equity: thus, they are being placed at risk of the business and
Increasing the leverage possible for rhe firms in that there are m
independent checks on that leverage such as 2 bank loan review excepting, of

course, the net capital rule,

égfﬂn the other hand, it should be noted that other firmg, in the
table showing firms with non-commission income account ing for
more than 70 percent of gross revenue, had npet gperating income
before partners' compensation and taxes as a percentage of gross
revenue in the 22-53 percent ranges whichwere higher than rhar
of 13 parcent for all NYSE fivms in 1969. The same was also true
for most firms which had commission income accounting for more
than %0 percent of gross revenue. As shown in Appendix M (Part 1}, the dat
Seems to indicate that the specialized firms are mpre profitable.

prr m—




ting, of

s Ehe dats

L foTe

- B9 -

'?Iﬂe Transfer of Risks from the Broker-Dealer Firm to_the Customer -

Fahility of firms to use customer funds and securirles has as its

1lary the tranemission of risk to customers. The risk is transmitted

augh the increased leverage available to firms to finance inventory

B
égﬁn;estment positions as well as che increazsed leverage available for

i}

Ehmncing general activities of the firm. Some risk results werely from

_ 3& ﬁepnsit of funds, even at a bank, Slight addiclonal riske result in

the case of a broker-dealer if customer funde and securities are

¢comingled; and credits and securities of some customers used to make

1

leans of securities or funds to other customers (by-passing the bank}

nr_dsed interchangeably for delivery purposces. However, the significant
rigks to customer funds and securities result when they are used to
fi;ance firm operations andfor propristary positions or when they are
iﬁsufficiently shielded from loeses from these areas.

The rtransfer of risk from dealer activities can be seen from Appendix M
{Part 2} which shows operating revenue and expenses of WYSE member firms,
elassified by asset size into Four groups; for these firms, Securities
commission income accounted for more than 90 percent of gross revenue
in 196%. As a source of income, securities commission income zccounts
for from 93 to 102 porcent of gross revenue.

48 proeviouSly mentiomed, it is the existence of lnventory (long

pesitions) in fiovestment and trading accounts which canm cause substantial

losses under adveree market conditicons, Instcad of making 2 contriburicn
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to gross revenue, the losges from prin:ipal trangsactions in Sscuritieg
in trading accounts reflect & loss of five percent for the first group
(assets under 510 million) of firms, 16 percent for the second group
{assers $10-824,9 million range) and a loss of eight percent for the
third group (assets 525.0-549.9 million range). Only for the fourth
group (assets ranged $50.0-%99,9 million} of firms did rhe trading
accounts of the broker-dealers make a contribution Lo gross revenus --
#and rthen only 0.3 percent, 1In additiom to the less In its trading
accounts, the group ($10.0-%24.9 million asser ranpe} of firms having
investment accounts amounting to 14 percent of total assets also
sufFered a loss of 54 million from its iovestment; this is it relation
Lo gross revenue of $36 million,
Without the existence of long positions gnd thus without a loss
in investment and trading accounts, net operating income hefore partners'
compensation and taxes as a percent of gross revemue would have been 30
percent instead of 27 percent for the first group, and 22 percent instead
of 10 percent for the second group and 31 percent instead of 26 percent
for the third group of firms shown in Appendix M (Part 2.
Tha abgwe prefit margins, of course, would be higher if ong were
to take into account and eliminate the operating expenses assccfated

wich the dealer function of maintaining such gecuriries positions.
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a reduction in the cverall profit margin (ag in 1969 for
firms) in a deelining market and it can cause subscantcial
5:;eé for the overall business. Morecover, where comingling of the
j%gcy and principal business occurs, this element of risk can be
n;ngferred to the brokerage end of business and exposing customers'
fmﬂé and securities to unnecessary risks.

It should be emphasized that although the focus of this example

hag been on the transmission of inventory risk from the principal to

thélagency business ,operating losses sustained by the firm at presenc

[

{ncrease the risk of customers since they may unwittingly represent

404

the prinmcipal 1f not the only unsecured crediter —' of the broker-dealer.
The unsegregated nature of customer and firm funds facilitatres the
transmission of firm operating risks because adverse changes in the

firms' acriviries are more difficult to detect from finaneial statements.

40
__IEKCEpting subordinited lenders, of course.
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Capital Structure of Brokerage Firms and Optimal Regulatory Mix - 3§

-

To a large measure, the deficiencies found in the capital structures

of broker-dealers is a direct result of the ability of these firms to -

use customers’ funds and securities for firm as well as customers’
activities. The problem faced by the Commigsion is to determine the
pptimal mix of repulations cthat will provide the requisite ﬁrotection
for investor but not unnecessarily restricr the financing activities
of broker-dealers. In this context, it is important to note that the
objectives of improving the capital structure of brokerage firms and
inereasing the protection afforded customers' funds and securities
reguire the seme type of actlon by the Commission. The reasom for
thig 15 that the availability of customars' funds and securities to
broker-dealers has provided a styong cconomie incentive for breokerage
firms to Tely on those free funds rather thao long-term borrowings
and egquity funds which are only available atr market rates of interest
or rates of return. If broker-dealers were Tequired to rely on the
capital markets for financing of their firm activities, such financing
and the broker-dealer capital structures would have to withstand a
test of the market for equity and lean funds. Such market tescs
would also provide for esach broker-dealsr a well-balanced capital
structure between debt al;ld equity, Thus a major abjective of rules

should be to make the capital struectures of breker-dealers more

. Tesponsive te marker forcas.
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bugifess risks of brokerage firms

- §3 -

;; ﬁrincipal problem with respect to the raising of new capital

e firms in many Iinstances appears Lo be that equity funds

8rer s

“E retained in the business as i5 necessitated by market forces
[T oo

l1ﬂhérfbusinesses because rhe availability of free funds has enab led

B ce Firms Lo operate on a very thin margin, In fact, the

gl

P e of broker-dealers on customers' pecurities and funds and on

W dinated borrowings has enabled brokerage firms to indirectly

e with less eguity margin under their security positions than

‘ﬂ.]] E 'rﬂ 4

L

missible under Federal Reserve margln requiremants because of

Y
i availability of the indirect ¢redit from customers in the form

of funds and securities and from lenders as capltal contributlons.

The principal concerns of the Commission with regard to broker-dealer

3

capithl structures is first that investors are protected from the

and secound that brokerage firms have

an ‘adequate incentive to financial responsibility which will preclude

disruptions in the provision of wital brokerage, marketrmaking, and

- _'1

ther services. Another problem interwoven in the broker-dealer

capital problem is the use of credit by broker-dealers to finance

purchases and inventories of sccurities. That problem would appedr

to be the concern of the Federal Heserve Board and is not dealt with

here.
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Increased protection of customers' funds and securities and

improved capictal structures of brokesrage Eirms require that limitariopg

be placed on rthe cype of leverage available to brokerape firms, The

mandate of Congress requires that a very high degree of protection be

ohtained for customers’ funds and securities. It is difficult to ses

how the degree of prorection desirad by Congress cao be obtaiped
without wery high levels of reserve requirements, segragation of

customers' funds and sedurities in Separate accounts or extramely

restrictive capital requirements, Amy approach to increasing the

protection afforded investors will require that substantial amounts

af capital be obtained from new sources., On the gther hand, the

amount of new capital that must be raised is slgnificantly aftfected
by the approach taken to protect customers' fuwds and securities,

The assumplions underlying the Division of Trading and Markers'
proposed ressrve rules and segregation rules are cléarly sugpested
by the mandate of Congress which is thar there should be virtually ne
risk of 1oss of customers' funds and securities from broker-dealer

insolvencies or liquidarion. In other words, cuStomers or SIPC

should nor be in the position of being peneral creditors of the §irm.
The establishment of reserve requirements at levels appraaching

LOO percent and zdequate segregation Tules would achieve that degree

of protection; however, as now censticuted, they would not appear to

petmit a brokerage firm to use customers' funds and securities in

fund:
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broke

wou ld
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"ﬁ%s to other customers or to affset debits of customers arising

5 and .
. {, Efngrmﬂl course of business. Thus, the Teserve approach, inm . .
llmitatiﬂué:-- ! '
3 - fo a segregation of accounts approach, may restrict the use of
I'ms . Th:-E . I .' E - : |
3 P .c.nds and securities by brokerage flrms beyond that necessitated
‘ection be ;4 "
' R - ssional mandate, unless some modificacion of the reserve
1t ¢ e ConETe ’
¢ Bge ! - :
; g Efpﬁ%méﬂt approach can be developed which enables a broker to use credits
Ned - Lk
; g hustomers to offset debits of other cuslomers, but yet nob permit
1 of b :
- _inﬁer to use customers' funds or securities to [inance activities of
!mel}: p ] N
b ;ﬁififi as opposed to customers. As was noted above, an expansicon of
the £t .
iilegation requirements to include funds of customers would appear to
ngunt s oy
-ifﬁﬁ&é a vell nf protection around customers’ funds and securities as a
e B ]
.. kN
B grovp, but yer in nu way limit the flexibility of firms to use Lhose in
ectog 1 B B
j ﬁﬂdng'margin loans and in making loazns of securities as permitied now by
5. i . S

‘kotgr E
- 8, . e N
“Segregation of customer activities, permilCIng the use of customers'

-l

ted ' T
. fudds and securities For making margin loans and to finance customers' debits

ll}" 3 14] :. i i

if; caiised by security transactions, would not reduce significantly the prolection
.ar B B

ifi

1 of customer funds butr would reduce the nced for capital expansion by
£ ! broker-dealers. Customers' funds would nod be immobilized but yer they

Tm. T

: would be separate and intact in the event of firm insolvency. HMoreover,
ting . ;

b zuch use of customers' funds would be desirable from a public poliey
raps

Etandpoint becaunse it would contribute significantly to the efficienty of

o |

stock market activity while involving oaly a very limited degree of risk,

if a_1'|3|I .
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With reserve requirements andfor sepregarion rules to protect

customers' funds and securities, the met capiral rule ne longer must

bear the extremely heawvy burden which 1t now carries; and market farces, ?ﬂ
by limiting the swpply of capital available to brokerage firms and the

kind of capital available to brokerage firms, would help malntain the

financial responsibility of firms. The primary if not sole ob ject ive ; :
ol the capital rule would be to protect broker-dealers from each

other and to protect lenders and other broker-dealer creditors from

the risks of broker-dealer insclvencies. Eecause Chese creditqrs and
lenders would have a relationship to broekar-dealers presumably no

different than chey have to any other businesses, thaera may be lirtle

need for capital rules as prygtective devices for them. Similarly,

broker-dealers have an obligacion to know with whom they are dotog

business, bur it may be Important fram the cperacions of the markers
. that certain minimum standards be required to assure that broker-dealers

and lenders can deal with each other with cenfidence.

Je———

5| Finally, financial tesponsibility requirecments in the form of

11 net capital rules appear co have heen relied upon by the PFederal

!

E\.i Reserve Beoard in allowing different standards For the extepsion of

g “é credit to broker-~dwealers than would notmally be required under margin
hr:' regulation. It Is entirely possible that if breoker-dezlers were nor
4i permitted che use of customers' funds and securities that the effeet
{_ of Federal Reserve margin regulations and the (inancial Tequirement 5
of banks and other suppliers of capital would he sufficiently astrong
e that ver capital rules as now constituted would not be effective as
regulakory instrumente bucsuse the finapeial Structures resulting from

5: those forces may be such as to make even a 10-Lo-1 ratic obsolete.

M In summary, then, an analysis of broker-dealer capital struciures

and the impacts on broker-dealer capital of increased protection of

customer funds and securiiies leads to the following conclusions:
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':&;Eilizad to a degrea not necessitated by the mandate for complete ]

af
|

}%tect ion.
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%ﬁ' {4) Shifting to a seprepgation of activities approach or

ﬂhiiicaticn of the reserve approach to permit use of customer funds

. to finance margin loans to other customers, Facilitcate deliveries and
‘to offget debits arising from incomplete transactions might achieve

‘the’ Congressionzl intent with regard eo protection of customer funds

mmryet substantially reduce the impact of new rules on brokerage
firm financing. Such a modified approvach would also permit a
cotitinuation of the mechanical afficiency of the stock market which

derives, in part, from the use of customer funds to finance customer

45 opposed to firm activicies.
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{5) Rules increasing the protection of customer funds and
gecurities by preventing.the use of zuch f;;dﬁ and securities Lo
finance firm cperations and positions ﬁill tend ;a make broker-dealar
capital structures more responsive to market forces.

{6} HNet capital rules may still be required ¢o establish minimum
standards and to rvegulate finaneilal respensibility of broker-dealers,
but such rules would be substantially supplemented if not supplanted

by requirements of financial responsibilicy imposed by suppliers of

capital (i.e., market forces]).




