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Committee on Stockbrokerage Auditing (formerly known as the Com-
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Preface

This audit guide has been prepared to assist the independent
public accountant in conducting examinations of financial state-
ments of securities brokers and dealers by describing those con-
ditions or procedures unique to the industry and by illustrating
the form and content of broker-dealer financial statements and
informative disclosures pertaining thereto. The guide includes a
discussion of brokerage transactions, accounting records, internal
accounting controls and procedures for safeguarding securities,
unique aspects of the examination, and illustrations of Answers to
Financial Questionnaire and other financial statements.

The forms of financial reporting of broker-dealers, in accord-
ance with requirements established by the regulatory or self-
regulatory bodies, are intended to meet the needs of customers
who do business with these securities concerns, the regulatory
bodies and, in the case of firms with public ownership, the needs
of stockholders.

Substantially all brokers and dealers in securities are subject to
regulation under the Securities Exchange Act of 1934, Those that
are members of the National Association of Securities Dealers,
Inc., are subject to the rules of that Association and those that are
members of securities or commodities exchanges are also subject
to the rules of such exchanges. Some of these rules, as currently
in effect, are discussed herein. However, changes in the rules,
regulations, practices, and procedures of the securities industry
have been frequent and extensive in recent years. Still further
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changes are under consideration as this guide goes to press and
it is imperative that the independent public accountant keep
abreast of these changes.

This publication is only a guide in determining the scope of
the work for each individual audit. It is not intended to limit or
supplant individual judgment, initiative, imagination, and vigi-
lance. Programs for each audit should be designed to meet the
requirements of the particular situation, giving careful consider-
ation to the size and type of organization and the adequacy of
internal control; this is a matter which can be determined only
by the exercise of professional judgment in the light of circum-
stances present in a particular case.

The accounting practices recommended in the guide differ, in
some instances, from those presently followed by the industry.
In this connection, it is the considered opinion of the Committee
that the financial statements of brokers and dealers, for fiscal
periods ending after March 31, 1973, should conform to the rec-
ommended accounting practices as set forth herein.

This audit guide has been prepared under the auspices of the
AICPA Committee on Stockbrokerage Auditing, and important
contributions have been made by members of prior committees.
The Committee wishes to acknowledge in particular the efforts
of Carroll F. Davis, a retired practitioner, who has given unstint-
ingly of his time and effort to this endeavor.

Committee on Stockbrokerage Auditing
February 1973




Section |
General

Introduction

A securities broker or dealer engages in two major activities.
As a broker (in an agency capacity) it buys and sells securities
or commodities for its customers charging a commission, and as
a dealer or trader (in a principal capacity) it buys and sells for
its own account (trading with customers or other dealers) for
whatever profit or loss is made on the transaction.

While buying, selling, and settlement of accounts in industry
are usually relatively simple, these same functions by brokers and
dealers in securities are complicated by the many intermediate
steps which occur between the execution and completion of a
buy or sell transaction. These intermediate steps are graphically
illustrated in the “System Level Flow of Security Transaction”
which is shown on the following page. This illustration is subject
to “Copyright American Stock Exchange 1969 and is reproduced
with permission of that Exchange.
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In addition to the major activities of buying and selling securi-
ties and commodities, a securities broker or dealer may under-
write or participate in group underwritings of new issues of
securities. It may assist in the private placement of securities,
offer investment advisory services, extend credit to customers
who have purchased securities on margin, and act as a depository
in holding large quantities of securities owned by its customers.
Further, a securities broker or dealer may market oil and gas
participations, real estate participations, cattle programs, etc.,
which are highly specialized activities and, except for the ac-
counting principles pertaining to investments by brokers and
dealers in such activities, are not covered in this guide.

Brokers and dealers in securities are regulated primarily by the
Securities Exchange Act of 1934. The purpose of this Act is to
provide for the regulation of securities exchanges and over-the-
counter markets operating in interstate and foreign commerce
and through the mails to prevent inequitable and unfair prac-
tices on such exchanges and markets, and for other purposes.

The Securities and Exchange Commission has promulgated
certain rules under the aforementioned Act. Some of the more
important of these rules with which the independent public ac-
countant should be familiar include 8c-1 and 15c¢2-1 regarding
fraudulent practices and hypothecation of customers’ securities,
15¢3-1 regarding net capital requirements, 15c¢3-3 regarding
maintenance of reserves with respect to customers’ cash and stand-
ards concerning the physical possession or control of fully paid
and excess margin securities of customers, 17a-3 regarding re-
cords to be maintained, 17a-4 regarding retention of records,
17a-5, 17a-10 and 17a-11 regarding reports to be filed with the
Commission, and 17a-13 regarding quarterly security counts,
verifications and comparisons.

In addition to a familiarity with the above rules of the Securi-
ties and Exchange Commission, it is necessary for the inde-
pendent public accountant to have a working knowledge of
Regulations T and U of the Board of Governors of the Federal
Reserve System, and, if his client is a member of a stock exchange
or the National Association of Securities Dealers, Inc., he should
be familiar with the pertinent rules of those organizations. It is
also considered advisable to review the applicable Accounting
Series and other releases which are published from time to time
by the Securities and Exchange Commission.



The report required under Rule 17a-5 is a response (Answers)
to a Financial Questionnaire to be prepared in accordance with
the instructions set forth in Form X-17A-5. This response is, in
effect, an expanded statement of financial condition containing
ledger balances, security valuations, and commodity gains and
losses. Form X-17A-5, which sets forth the audit requirements,
information required, and order of presentation, may be obtained
from a local office of the Securities and Exchange Commission.

In addition to the Securities and Exchange Commission, na-
tional securities exchanges of which the broker or dealer is a
member and, in some instances, state security commissions and
other regulatory bodies also require the filing of financial infor-
mation in the form of Answers to Questionnaires. In most in-
stances an exchange will accept Answers to a Financial Question-
naire of a larger exchange with whom a broker or dealer may also
have to file. The Securities and Exchange Commission will accept
the Answers to a Financial Questionnaire filed with the principal
national securities exchange of which the broker or dealer is a
member provided such Answers meet the requirement of its
Rule 17a-5.

In substance, the format of each questionnaire is similar to that
of the Securities and Exchange Commission. However, each regu-
latory body in its individual questionnaire may have one or more
additional parts, reporting requirements, etc., that would have
to be complied with if the questionnaire being filed were the
principal one for the particular broker or dealer.

Since the securities broker or dealer operates in a fiduciary
capacity, financial strength is considered to be of utmost impor-
tance. For this reason emphasis is placed on the amount of pro-
tection afforded its customers who entrust it with large sums of
money and securities. The Securities and Exchange Commission,
national securities exchanges, and other regulatory bodies pre-
scribe minimum capital requirements which limit aggregate in-
debtedness of the broker or dealer in securities to a specified
percentage of net capital. As a means of increasing net capital,
the brokerage concerns frequently borrow cash, and/or securities,
under agreements which subordinate such borrowings to claims
of general creditors. Such subordinated borrowings, if approved
by the applicable regulatory authority are includable as capital
under the capital rules.

On December 30, 1970, the Securities Investors Protection Act



of 1970 was signed into law. The Act, which established the Secur-
ities Investor Protection Corporation (SIPC), requires registered
broker-dealers, with few exceptions, to become members of SIPC
and become subject to a fee assessment based upon annual gross
revenues from the securities business beginning with the calendar
year 1969. The Act, in effect, represents an amendment to the
Securities Exchange Act of 1934. It provides the Securities and
Exchange Commission with rulemaking authority relating to the
custody and use of customers’ securities, carrying and use of
customers’ deposits and credit balances and requires establish-
ment of rules regarding the maintenance of reserves relating to
customer deposits and credit balances.

The language of the securities industry includes many special-
ized terms and this guide contains a glossary of some of those
most frequently encountered. A familiarity with these terms is
essential to the independent public accountant contemplating an
examination of a brokerage concern.

Brokerage Transactions

Transactions in Listed Securities. Transactions in listed securi-
ties may be in round lots (unit of trading specified by the ex-
change on which the security is listed, usually 100 shares) or in
odd lots (quantities less than the unit of trading).

Transactions in securities listed on an exchange are usually
initiated by a customer calling or otherwise communicating with
a registered representative (salesman, customer’s man or account
executive) and requesting that a specified number of shares of
particular securities be bought or sold at a stated price or at
the market. This order is then communicated by the order room
of the brokerage concern to its clerk who is stationed at the
exchange where the security is traded. If the brokerage concern
is not a member of the particular exchange, or has no member
on the floor, the order is relayed to a correspondent broker who
executes the trade.

In either case the order, once conveyed to the floor of the ex-
change, is given by the order clerk to the representative on the
floor of the exchange who will attempt to execute it. Once exe-
cuted, the details of the transaction (price, quantity, other broker
with whom the transaction was consummated, etc.) are reported
back to the order room of the brokerage concern which, in turn,
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transmits the data to its purchase and sale department. A con-
firmation of the trade is then prepared and sent to the customer.

Orders for a quantity less than the normal trading unit speci-
fied by the particular exchange may or may not be handled
differently from round lot transactions. Where the exchange has
no odd-lot dealers, as is the case on the American Stock Ex-
change, the procedures followed are the same as for round lots.
Where there are odd-lot dealers, as is the case on the New York
Stock Exchange, the transaction is executed and settled directly
with one of them. Their compensation is the odd-lot differential
which is included in the execution price. The odd-lot broker
offsets these transactions by buying and selling round lots.

Most of the exchanges have related clearing organizations. For
brokerage concerns who are members, deliveries (or receipts) of
securities and the related cash settlements are made through
these clearing organizations. The clearing organization usually
offsets transactions between members so that only the net trans-
actions for each day by each member require physical movement
of securities. Brokers or dealers in securities operating through
correspondent brokers settle their transactions through these cor-
respondent (clearing) brokers who in turn settle the transactions
through the clearing organizations.

Transactions in Unlisted (Over-the-Counter) Securities. A cus-
tomer’s order involving an unlisted security is filled by his broker
or dealer locating and entering into a transaction with another
broker or dealer who can make the security available. Such
transactions are executed and settled directly between the re-
spective brokers or dealers or cleared through the National Clear-
ing Corporation.

At times, usually in the case of new issues and unlisted securi-
ties, the broker or dealer may act for his own account in a pur-
chase or sale transaction with a customer or with another broker
or dealer. On this type of transaction there is, of course, no com-
mission but, instead, a profit or loss on the purchase or sale.

Cash Transactions. Cash account transactions are transactions
for the purchase or sale of securities which are expected to be
settled within the time limit prescribed by the Board of Gover-
nors of the Federal Reserve System in its Regulation T.
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Margin Transactions. Margin account transactions are trans-
actions for the purchase or sale of securities by customers on
other than the regular cash settlement terms. A purchase on
margin contemplates an extension of credit to the customer by
the brokerage concern; the maximum amount of such credit is
regulated by the Board of Governors of the Federal Reserve Sys-
tem through Regulation T. The brokerage concern, acting as
agent for the customer, buys the securities ordered by the cus-
tomer and borrows, if necessary, the additional funds from a
bank to make payment. In so doing, the brokerage concern may
pledge as collateral against the loan the securities so purchased
or any other securities which it may rightfully hypothecate.

Additional margin deposits may be required (maintenance
margin) if market fluctuations adversely affect the equity in the
customer’s account. Maintenance margin ordinarily is governed
by the rules of the exchange of which the brokerage concern is a
member rather than by Regulation T.

Commodity Transactions. Transactions in commodities are
usually confined to one of the following three types:

1. A spot transaction. This involves the delivery of the commod-
ity (usually accomplished by a warehouse receipt).

2. A futures contract. This is an agreement (executed on a com-
modity exchange) to buy or sell a definite quantity of a spe-
cified commodity of a certain grade in the future.

3. A forward contract. A contract for purchase or sale of a spot
(cash) commodity for future delivery.

Customers of a brokerage concern are generally not interested
in making or accepting delivery of the commodity itself; instead,
they wish to trade in futures contracts only. Accordingly, on or
before the delivery date specified in the futures contract, settle-
ment generally is made by buying or selling an offsetting futures
contract. Most commodity dealers and many processors have
their own representatives on the floor of an exchange to enter
into futures transactions.

When a customer places an order for a futures contract with
a brokerage concern, he is required to provide a margin deposit
which is credited to his account. Additional margin deposits may
be required (maintenance margin) if the price of the commod-
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ity fluctuates adversely to the customer’s financial interest. Com-
modity exchange rules require that, in addition to general
guaranty funds, the brokerage concern must deposit margin with
the clearing association of the exchange.

A brokerage concern, other than one which places its com-
modity transactions through a correspondent broker, actually
deals with a clearing association when it buys and sells futures
contracts for the account of its customers. Commodity trans-
actions are generally executed between two brokers but are set-
tled by each with the clearing association. As a result, offsetting
transactions entered into by the same brokerage concern are
immediately balanced against one another by the clearing
association.

A commodity exchange establishes at the close of business each
day a settlement price to which all contracts are to be adjusted,
that is, marked-to-the-market. Each day all open contracts are
listed, together with the quantity, contract price, and settlement
price. The net difference is determined and settled in cash with
the clearing association each day. The brokerage concern records
the amount of the daily settlements in contract difference ac-
counts from which gains and losses are transferred to the cus-
tomers” accounts when final settlements are made.

The brokerage concern notifies the customer of the date for
completing the futures contract as it nears so that the customer
can complete the transaction, generally with the purchase or sale
of an offsetting futures contract. When a “round turn” (offsetting
purchase and sale) has been completed for the customer, the
gain or loss can be determined and recorded in the customer’s
account.

For a more complete discussion of commodity transactions
refer to the section “Commodity Transactions,” elsewhere in this

guide.

Option Transactions. Options (referred to in the trade as
“puts” and “calls”) give the holder the right to sell or buy a
specified number of shares of stock at a specified price within a
specified time. A put option gives the holder the right to sell the
stock; a call option the right to buy the stock. A put option ob-
ligates the seller of the contract to take delivery of the stock and
pay the specified price to the owner of the option within the



time limit of the contract. A call option obligates the seller of
the option to deliver the stock to the buyer of the contract at the
specified price within the time limit of the contract. The price
specified in a put or call option is usually close to the market
price of the stock at the time the contract is made. Put and call
options are written for 30, 60, 90 days, or longer. If the purchaser
of a put or call option does not wish to exercise the option the
price he paid for the option becomes a loss.

Options sold through the auspices of the National Put and Call
Association bear the endorsement of a New York Stock Exchange
member firm. Such endorsements constitute a guarantee of per-
formance and, consequently, a contingent liability for the
contract.

There are several variations of put and call options which are
referred to as “straddles,” “spreads,” “strips,” and “straps.” For a
description of these terms as well as more complete discussion of
option transactions refer to the section “Option (Put and Call)
Transactions,” elsewhere in this guide.

Arbitrage Transactions. Arbitrage is (1) the buying of a secur-
ity in one market and selling it in another, or (2) buying and
selling of securities which are exchangeable, for the purpose of
taking advantage of any price disparity that may exist between
the markets of the exchangeable securities.

Opportunities for arbitrage exist in the following principal
areas:

1. Securities which are traded on more than one exchange.

2. Securities which are traded in more than one country—called
International Arbitrage.

3. Securities which are convertible. The arbitrage procedure in-
volves purchasing the convertible security and selling “short”
the appropriate amount of the security into which it is con-
vertible. Delivery of the securities sold short is effected upon
conversion. Similar procedures can be followed with rights
and warrants.

4. Securities of companies which are merging or which are in-
volved in reorganizations. The arbitrage procedure followed
is similar to that of convertible securities described above.



Underwriting Transactions. Corporations and political subdi-
visions desiring to raise funds for various purposes through the
sale of securities usually engage securities brokers or dealers to
underwrite the security issues. Unless the transaction is on a
“best efforts” basis the underwriter, or underwriters, agree to
purchase the entire security issue from the issuer for a specified
price and then proceed to sell the securities to the public at a
slightly higher price.

Since the value of most new issues of securities and the con-
sequent liability for successful marketing thereof is normally too
great for any one brokerage concern to assume, group accounts,
or syndicates, are formed in order to spread the risk. Addition-
ally, selling groups, which may include brokerage concerns other
than members of the underwriting group, are sometimes formed
in order to obtain wider geographical distribution of the new
issue.

The liability of the underwriting group may be divided or
undivided. If the liability is divided, each member of the group
has a specified maximum liability to take down a certain number
of shares of stock or principal amounts of bonds. If the liability
is undivided (usually in connection with security issues of politi-
cal subdivisions), each member of the underwriting group has a
designated percentage liability with respect to unsold securities
in the underwriting account regardless of how many securities
he has taken down and sold.

“When Issued” Transactions. Pending issuance of new securi-
ties which may arise through underwritings, exchanges, mergers,
etc., brokerage concerns may enter into purchase and sale trans-
actions after agreement to issue the securities has been effected
but prior to the setting of a date for settlement. These purchase
and sale transactions are made on an open contract basis referred
to as “when issued” transactions, meaning that the contract is
exercisable only when, as, and if the new securities are issued.

“Delayed Delivery” Transactions. “Delayed delivery” transac-
tions are transactions for the sale by the brokerage concern of
securities which are similar in all respects to regular-way trans-
actions except that, by agreement, the date of consummation or
settlement is extended.

10



Repurchase Transactions. Transactions of this type involve the
sale and delivery of securities with a simultaneous agreement to
repurchase them, with delivery and payment to be made at
either a fixed or variable time in the future. As a rule, these trans-
actions are in exempt securities and are another means of bor-
rowing money.

Accounting Records

Many brokerage concerns, particularly those concerns having
operations in the New York area, record securities transactions in
the financial accounts on settlement date rather than on the trans-
action (trade) date. This practice, which varies from. the prac-
tice followed by other industries of recording transactions on the
date of occurrence, is not in accordance with generally accepted
accounting principles; however, this departure from generally
accepted accounting principles is usually not material and is
occasioned by the practical necessity of providing time for the
orderly settlement of the transactions, including confirmation
with the customer, comparison with the brokerage concern on the
other side of the transaction, and for delivery of the securities.
The effect of this departure on financial statements and the audit
procedures relating thereto are discussed elsewhere in this audit
guide.

Record keeping by securities brokers or dealers may be accom-
plished in a variety of ways ranging from completely hand pre-
pared records to sophisticated electronic data processing systems,
depending on the size of the brokerage concern’s operations.

Under the manual system, trade confirmations may be pre-
pared on bookkeeping machines or on typewriters and the in-
formation transcribed, together with other transactions, on hand-
posted blotters. The stock record is usually in the form of a
handwritten card for each security. Customer statements may be
prepared by hand, on bookkeeping machines, or typewriters, and
margin records may be in the form of hand-posted cards which
are regularly updated by erasing and writing over, similar to
“slate” records.

A manual system requires separate postings of each transaction
to blotters, customer statements, margin records, stock records,
etc., which increases the possibility of posting errors; whereas,
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mechanized systems usually provide only one posting or entry
to the system which is then used to prepare all records.

In recent years, many brokerage concerns have adopted auto-
mated methods of recording transactions. One of the first steps
toward automation was the introduction of punch card or “unit”
record keeping. The unit record method utilizes punch cards and
mechanical processing equipment in the preparation of records.
The stock record, together with certain detail transaction data,
is represented by files of punch cards which may be tabulated
and printed. In addition, there is sometimes a duplicate file of
cards in customer account order sequence called a “holder’s file.”
Under this method daily blotters, stock records, customer state-
ments, and various other reports are prepared mechanically and
require minimal manual effort.

Most of the medium and large brokerage concerns have
adopted computerized processing in various degrees of sophisti-
cation as a method of record keeping. In the more sophisticated
systems, the stock record, details of customer transactions, margin
records and, in many cases, the general ledger are placed on
magnetic tape, discs, or other storage media until they are ready
to be used in the production of reports. In computerized opera-
tions there are certain master files (principally security files and
customer files) that are used in processing most of the work,
together with programs for each operation. The security file in-
cludes code numbers to identify the security for machine pro-
cessing, a sufficient description of the security to properly identify
it in printed reports, and possibly its ticker symbol if it is a listed
security. The customer file normally includes the customer ac-
count number, a number to identify the salesman that handles
the account, the name and address of the customer, and, where
desired, delivery instructions and possibly an indication to whom
additional copies of confirmations or statements should be sent.

Some brokerage concerns using fully automated record keep-
ing techniques have acquired their own electronic data process-
ing equipment for “in-house” operations, thus necessitating the
organization of an operations center and a systems department.
Other firms use computer service bureaus such as those organized
by stock exchanges, equipment manufacturers, and others.

Virtually all brokers or dealers in securities are governed by the
rules and regulations of the Securities and Exchange Commission.
Rule 17a-3 specifies those books and records which must be
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maintained and kept current. Rule 17a-4 specifies the period of
time that the books and records under Rule 17a-3, as well as
certain additional records, must be preserved. Also, the National
Association of Securities Dealers, Inc., and many securities ex-
changes including the New York and American Stock Exchanges,
in their constitutions and rules prescribe that members are re-
quired to keep certain books and records. There are, however,
depending on the needs of the individual business, situations
which may warrant the maintenance of certain additional records
not specifically required under the rules of the various regulatory
bodies. The prescribed records do not constitute an accounting
system, but all accounting systems must include such records and
they must be maintained on a current basis.

In instances where a broker-dealer operates as a sole proprie-
tor, records must also be maintained of all assets and liabilities of
the proprietor which are not related to the brokerage operation.
Such records are necessary to permit determination of compliance
with net capital requirements. In this connection reference should
be made to Accounting Series Release No. 107 of the Securities
and Exchange Commission.

Listed below are brief descriptions of the more important re-
cords which are incorporated in the accounting system of many
brokerage concerns. The independent public accountant should
recognize that the nomenclature as well as the form of these
records may vary from concern to concern as in the case of com-
puter-produced or hand-produced records.

Blotter Records. The basic records of original entry maintained
by a broker or dealer in securities are known as “blotters.” While
the term “blotter” is used in the securities industry it is similar
to a “journal” used in other businesses. Specifically, the blotters
serve to record the details of cash receipts and disbursements,
purchases and sales of securities (by market), receipts and deliv-
eries of securities, and other appropriate debits and credits, such
as a listing of floor brokerage receivables or payables, mutual fund
commissions earned, and investment counseling fees. Blotters and
related records of receipts and deliveries of securities generally
indicate the quantity, description, and certificate numbers.

Stock Record. The stock record provides a composite listing of
the long and short positions for each security for which the
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brokerage concern is responsible. A long position in the stock
record indicates ownership of the security or the right to pos-
session. The position sheet for each security shows the identity
of each owner. These may be customers, brokerage concerns to
or through whom a sale of securities but not delivery has been
made, brokerage concerns or others from whom securities have
been borrowed, or the brokerage concern itself if it has purchased
securities for its own account.

Short positions in the stock record indicate either the location
of the securities or the responsibility of other parties to deliver
them to the brokerage concern. Every security owned or held by
the brokerage concern must be accounted for as being in such
locations as the active box, the safekeeping or segregation box,
a branch office box, out with a transfer agent, in transit between
offices of the brokerage concern, held by a bank as collateral to
a loan, or due from other parties as indicated in the preceding
sentence.

The long and short positions for each security should be in
balance. In the event the total long and total short positions for a
security are not equal, the amount required to balance is re-
corded in a difference account. Examples of some of the causes
of out-of-balance positions would be a lag in processing the offset
transaction, miscoding the transaction or the offset transaction,
or misfiling of a security movement ticket. The use of difference
accounts is an aid to brokerage concerns in isolating problems
for subsequent investigation. In line with this, EDP (electronic
data processing) programs for the preparation of stock record
reports are frequently designed to record automatically any dif-
ferences in difference accounts.

The speed and accuracy required in the maintenance of com-
prehensive listings, such as the stock record, has led to the wide-
spread use of EDP equipment. Moreover, EDP equipment
has provided a greater latitude and versatility in obtaining in-
formation and recasting it in various formats. For example, data
as to securities held in segregation or safekeeping may be shown
on the same stock record, through the use of an additional
column or memo field beyond the original long and short posi-
tions, thus eliminating the need for a separate listing or summary.
The entire stock record tabulation is generally prepared on a
weekly basis with a tabulation of changes produced on a daily
basis.
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In firms that use a manually prepared stock record the usual
type of record is a large card for each security which is filed in
alphabetical order in metal trays or binders. The card generally
has a section at the top which is used to post long positions and
a section at the bottom which is used to post short positions. The
cards usually have lines running across and down resulting in
spaces somewhat like boxes. Each column running across the
card is used to record the date and the new balance for each
account affected. Only the new balance is recorded, not the entry.
Such card must be analyzed to determine the actual, by line,
positions at any point in time, since usually at the time of an
entry the unchanged balances are not brought forward as only
the balance of the changed positions are entered.

In manual systems, the total long and total short positions
should be checked periodically to make certain that they are
equal. Out-of-balance differences are not usually set up in a
separate account in a manual system, whereas procedures in most
mechanized systems result in a balanced record.

In some firms, a separate stock record is maintained for securi-
ties held in safekeeping for customers. Under such a system the
regular stock record is reduced in size with the elimination of
these accounts. The safekeeping stock record sets forth positions
only in customers’ accounts (long) and in the safekeeping box
(short).

Failed to Receive and Failed to Deliver Records. A “fail to
receive” is a buy transaction where the security has not been
received from the broker on the other side of the transaction by
or on the settlement date and shows “short” on the stock record.
A “fail to deliver” is a sale where delivery of the security has not
been made to the broker on the other side of the transaction by
or on the settlement date and shows “long” on the stock record.

Generally the cashier’s department is responsible for keeping
track of all unsettled security transactions with other brokerage
concerns. One method of accomplishing this record keeping
under manual systems is to have the P & S department send
copies of the trade confirmation tickets to the cashier’s depart-
ment. These tickets are filed in alphabetical order by settlement
date. If the security is not received in or delivered out by the
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settlement date, the open tickets are transferred to the fail to
receive or deliver files. When the security is delivered out or
received in, a copy of the confirmation ticket is sent to the ac-
counting department as the basic bookkeeping entry to record
the security movement.

Some brokerage concerns develop “fail” items through a daily
check of the various blotters to determine which items are fails.
Under this system, for each such item the fail clerk prepares a
memo slip indicating the date of the fail, the broker on the other
side of the transaction, the number of shares and the description
of the security, the unit price of the security, and the total dollar
value of the transaction. The fail clerks usually keep a file of fail
slips in alphabetical order by security and by date of the fail,
within each security. The securities and money balances listed
on these slips or punch cards, as explained below, provide the
supporting detail for the brokerage concern’s stock record fail
security positions and the general ledger fail money balance
controls.

In brokerage concerns using electronic data processing sys-
tems, a copy of the fail slip is usually sent to the data processing
department for recording the fail in the mechanized records. The
data processing department may then prepare a punch card for
each fail with all the applicable details on the transaction key-
punched into the card and then route the card back to the fail
clerk. The fail clerk will then maintain a punch card file of all
open fail items for utilization as an “out-of-fail” entry.

In other data processing systems, a punch card is prepared in
advance for each transaction and is sent to the fail clerk. The
cards for transactions which clear on the settlement date are
destroyed. The remaining cards, representing fails, are returned
to the data processing department for entry in the stock record
(securities) and general ledger (money). The data processing
department usually reproduces the fail cards and returns the
reproduced cards to the fail clerk for filing in the open fail card
file. When the fail is cleared (securities having been either re-
ceived or delivered versus payment), the fail clerk notes the date
of the clearance and then routes the applicable punch card to the
data processing department so that the fail position may be
cleared from the brokerage concern’s records.

Where punch cards comprise the details of open fails, these
cards can also be used to compare the cashier’s department de-

18




tailed records to related stock record positions and general ledger
money balances.

Brokers or dealers clearing transactions through correspondent
brokers located in exchange centers usually maintain fail to re-
ceive and fail to deliver records only in connection with trans-
actions initiated by their trading departments with over-the-
counter brokers or dealers. In some instances these records are
maintained as ledger accounts in the same form as the accounts
maintained for customers.

Securities Borrowed and Securities Loaned Records. Gener-
ally, details of securities borrowed from or loaned to brokers and
others are recorded in a stocks borrowed and loaned ledger or
on individual borrowed and loaned information sheets. The
cashier’s department records will contain all applicable details of
the borrowed and loaned transactions, such as date, description
of the security, quantity, total amount of the deposit made
(stocks borrowed) or received (stocks loaned) and from whom
borrowed or to whom loaned. As with fails to receive and deliver
items, these records will provide the supporting details for the
stock record borrowed and loaned security positions and the gen-
eral ledger money control of amounts due to and from others
with respect to these transactions.

In electronic data processing systems, a punch card may be
prepared for each loaned and borrowed position and retained in
the cashier’s department for utilization as an “out-of-loaned” or
“out-of-borrowed” entry and in the comparison of cashier’s depart-
ment records with the stock record and general ledger.

Collateral Loan Records. A separate record should be main-
tained in the cashier’s department for each bank loan. This re-
cord should indicate the name of the bank, the dollar amount
of the loan, the interest rate and the quantity, description, and
market value of securities held by the bank as collateral. In
certain data processing systems a separate punch card file of
securities out as collateral may be maintained in the cashier’s
department. The loan records or, where applicable, the punch
card file represent the supporting detail for the general ledger
dollar amounts and the stock record collateral loan security
positions.
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When collateral loan securities are recalled from the bank or
when additional securities are forwarded to the bank, either in
substitution for securities recalled or as additional collateral,
entries are prepared by the cashier’s department and forwarded
to the bookkeeping or data processing department for entry in
the stock record.

In some systems, particularly electronic data processing sys-
tems, separate accounts are maintained in the general ledger for
each loan with separate positions being maintained in the stock
record for the securities collateral to each loan. In other systems,
usually manual systems, the stock record may contain only one
collateral loan position for each security instead of a separate
position for each loan.

Transfer Records. The margin department of a brokerage con-
cern usually prepares and forwards to the transfer department
written security transfer instructions on a multipart form which
includes the following information:

1. Name in which the new certificates are to be registered and
the customer’s mailing address for securities to be registered
in a customer’s name.

2. Customer’s name and/or account number.

3. Number of shares or principal amount and description of the
securities, and

4. Instructions indicating whether the new certificates are to be
sent to the customer or held by the broker for the customer’s
account.

Generally, the instructions are separated between those cover-
ing securities to be transferred into the brokerage concern’s name
or that of its nominee and those to be transferred into the cus-
tomer’s name. In addition, instructions for securities sent out of
town for transfer sometimes are filed separately.

The transfer clerk records on the instruction ticket the date
the security was received in the transfer department and the cer-
tificate numbers of the securities to be submitted to the transfer
agent for transfer. Also, the transfer department may record on
the instruction form, or on a separate information slip, the name
and address of the transfer agent to whom the securities are sent.
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A copy of the instruction ticket is sent to the stock record depart-
ment or, where applicable, to the data processing department
for recording the security as in transfer on the stock record.

The transfer department usually keeps one copy of its instruc-
tion form in an open transfer ticket file which constitutes the
supporting detail for the stock record transfer position. At least
one additional copy of the instruction form is sent to the transfer
agent with the securities to be transferred. In exchange centers
such as New York, the brokerage concern usually prepares so-
called “broker originated window tickets” for securities going
into transfer. These tickets are numbered and are generally in
triplicate. Two copies accompany the security going to transfer
and the other is retained by the brokerage concern. The agent
returns one with the security and retains the other for reference
purposes. The use of these tickets facilitates the proper identifi-
cation of transfer items received from the transfer agents and
permits the brokerage concern to question the transfer agent re-
garding specific items.

Under manual accounting systems, the security received from
transfer is matched against the applicable open transfer instruc-
tion and a copy of the instruction sent to the stock record depart-
ment to be used as the basis for removing the open transfer
position from the stock record.

In data processing systems multipart transfer instruction forms
which set forth all information required by the transfer depart-
ment and the transfer agent are sometimes prepared. At the same
time, punch cards may be produced for each security going into
transfer. Such cards are maintained in the transfer department
as an open card file in security and date order. As securities are
received from transfer agents, they are matched against the
applicable punch cards on file and the cards used as out-of-
transfer entries to be sent to the data processing department for
removal of the open transfer positions from the brokerage con-
cern’s stock record. At any time the remaining cards in the
transfer department should represent the detail in support of
the transfer positions in the stock record.

Active Securities Records. Active securities are those that are
used by the brokerage concern in carrying out its daily business.
These include customers’ securities not paid for, securities pur-
chased by customers on margin which collateralize funds ad-
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vanced against the purchase price, securities owned by the brok-
erage concern, and other proprietary securities.

In some brokerage concerns the cage personnel prepare records
showing the daily movements in and out of the active box. Forms
used for recording daily activity are normally referred to as “in-
box” sheets and “out-box” sheets. At the end of each day, copies
of these sheets are sent to the stock record department or to the
data processing department (where applicable) in order that en-
tries can be made reflecting the security movement in the broker-
age concern’s records.

Some brokerage concerns, however, use copies of the receipt
and delivery tickets, in lieu of the “in-box” and “out-box” sheets
referred to above, as instructions to notify the stock record de-
partment of the security movement.

Safekeeping and Segregation Securities Records. Safekeeping
securities are customers’ securities which are fully paid for and
held in custody by the firm for the accounts of customers. Safe-
keeping securities are usually registered in the name of the
customer.

Segregation securities are securities registered in the name of
the brokerage concern and which are set aside for customers who
have fully paid for such securities, or which represent securities
of margin customers in excess of those required as margin. Seg-
regated securities may be specifically identified as to customers
but in most cases they are segregated in bulk on a fungible basis.

Normally, securities are placed into or removed from safe-
keeping and segregation on the basis of instructions prepared by
the margin department. The margin department records on an
instruction ticket the customer’s name, the quantity and descrip-
tion of the security, the date of the preparation of the instruc-
tions and, if applicable, the customer’s account number. A
multipart form may be used as the instruction ticket with one
copy being retained by the margin department and a copy being
sent to the cashier’s department. Additional copies may be pro-
vided for other uses depending upon the system in use. For
example, a copy may be forwarded to the stock record depart-
ment or to the data processing department to record the security
movement when changes take place in safekeeping or segregation
securities.
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Under a non-bulk (specifically identified) segregation system,
the margin department instruction ticket is usually maintained
in an open or pending file in the cage awaiting the receipt of the
security in proper form for placing in the vault. When the securi-
ties are received and placed in the vault, the pending segregation
instruction ticket is pulled from the open file and the certificate
numbers and the date the securities were actually placed in the
vault are recorded on the instruction ticket. Securities pending
safekeeping or segregation (securities for which the margin de-
partment has issued instructions that such securities are to be
placed in safekeeping or segregation) are securities which may
currently be fail to receive items, transfer items, or items located
elsewhere, such as in the active box, out on loan to another
broker, or collateral for bank loans.

In some EDP systems, the data processing department pre-
pares punch cards as instructions to the cashier’s department on
the basis of the “into-segregation” or “into-safekeeping” instruc-
tions prepared by the margin department. The cards are repro-
duced; one set of the cards is sent to, and retained by, the margin
department for use as release instructions and the other set is
sent to and used by the cage as the instruction to “lock up” the
security. A copy of the original instruction is filed by the margin
department and an additional copy may be sent to the cashier’s
department, with the punch card instructions, to be attached to
the securities as the customer identification for safekeeping and
non-bulk (specifically identified) segregation.

In manually operated systems of bulk segregation, the owner-
ship of the segregated securities is usually shown by copies of
the into-segregation instructions which are filed in security order
sequence, by customer. A separate record is sometimes main-
tained for each security showing the total number of shares or
principal amount of bonds in bulk segregation which should
agree with the total quantities shown on the copies of the into-
segregation instructions and the segregation position in the stock
record. Under EDP systems the ownership of bulk segregation is
usually indicated by means of additional columns in the stock
record. (See example of an EDP produced stock record elsewhere
in this guide.)

Another method of bulk segregation is sometimes utilized by
brokerage concerns operating EDP equipment. Under this
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method, instructions for the segregation or the release of segre-
gation securities are likewise issued by the margin department.
These instructions are processed into the brokerage concern’s
stock record and a comparison of customer segregation require-
ments is made with the quantity of specific securities presently in
segregation. This comparison generates a report to the cashier’s
department indicating, by issue, the number of shares pending
(which must be placed in segregation by the cashier) and the
number of shares in excess of requirement (which may be
removed from segregation by the cashier). The cashier’s depart-
ment then concentrates on accomplishing the instructions gen-
erated by this comparison which is usually produced on a daily
basis by the EDP department. Since this bulk system does not
relate certificates to specific customers, it is not feasible to de-
termine in the case of a pending segregation condition the partic-
ular customer for whom segregation has not been accomplished.

Security Difference Records. Securities differences may result
from a number of factors, including inaccurate record keeping
on the part of a brokerage concern and errors in receipt and
delivery of securities. Such differences are generally disclosed
through periodic counts of securities on hand and examination or
confirmation of items such as transfers, fails, etc.

When a security difference is discovered, it should be recorded
in a security difference account, pending research as to the cause
of the difference. When the difference is resolved, entries are
made clearing the difference position from the stock record. If
the difference is not resolved after appropriate research, the brok-
erage concern may, subject to any legal requirements, buy in the
shortages and sell the overages.

Rule 172-13 under the Securities Exchange Act of 1934 (effec-
tive January 1, 1972) requires, among other things, that broker-
age concerns subject to the rule shall, at least once in each
calendar quarter (other than the calendar quarter during which
the date of its annual report of financial condition pursuant to
Rule 17a-5 falls),

1. physically examine and count all securities held;

2. account for all securities subject to its control and direction,
but not in its possession, by examination and comparison of
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the supporting detail records with the appropriate ledger
accounts;

3. verify all items described in (2) above which have been in
said status for longer than 30 days;

4. compare the results of the count and verification with its re-
cords; and

5. within seven business days after each required quarterly se-
curity examination, count and verification, record in a security
difference account all unresolved differences setting forth
the security involved and the date of comparison.

Related reporting requirements of Form X-17A-5 provide that
the valuations of security differences bought and sold since the
previous X-17A-5 filing are to be stated in a footnote; therefore,
appropriate accounting records must be maintained to provide
such information.

Cash Receipts and Disbursements Records. Checks or cash are
received from customers, brokers and banks through the “window”
by messengers or by mail. In some brokerage concerns, cash
receipts are entered by hand on the daily cash blotter. In others,
a cash receipts journal is prepared on a bookkeeping machine. In
still other concerns, a receipt form is typed, and, as part of the
output, a paper punch tape is prepared which is later used to
produce, among other things, a daily cash receipts blotter.

Disbursements are made almost exclusively by check or draft.
Checks to customers are prepared on the basis of check re-
quests received from the margin department. The cash disburse-
ments journal, or blotter on which the transactions have been
entered, is sent to the data processing, bookkeeping, or control-
ler’s department for entry.

Receipts and disbursements for the day are totaled on the
journals or blotters and the closing balance for each bank account
is determined. A summary of the postings is prepared showing
the distribution to the control accounts in the general ledger. The
summary is agreed with the totals of the various source docu-
ments and related items in the summaries prepared by the receive
and deliver departments. In addition to the settlement and cash
journal summaries, some brokerage concerns prepare an overall
summary of cash transactions processed by the cashier’s depart-
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ment. Generally, this cash summary sheet contains numerous
descriptive categories and columns to which the cash movements
(totals) and settlement values of all security movements are
posted. Entries are compiled by summarizing appropriate work-
ing documents, i.e., blotters, journals, drafts, and various mis-
cellaneous receive and deliver and receipt and disbursement
forms. The totals of all cash debits and credits on this cash bal-
ancing sheet must equal in order to balance.

Central Certificate Service (CCS) Records. The Central Cer-
tificate Service is a custodian operation of the Stock Clearing
Corporation, a subsidiary of the New York Stock Exchange, Inc.,
whose facilities are available to member organizations. It pro-
vides for physical custody of certain securities and settlement of
security transactions without the physical movement of securities.
Securities on deposit at CCS may be pledged to banks as loan
collateral without the physical transfer of certificates.

CCS prepares daily reports for member organizations showing
activity by security and the balance on deposit. Monthly, a state-
ment is sent to each member showing the entire CCS security
positions of such member. In connection with security movements
at CCS, member organizations use specific forms to make deposits
or authorize withdrawals. If regular security settlements are made
through CCS, a settlement sheet is provided each member.

It is the responsibility of the brokerage concern to disclose on
its records whether the securities held at CCS are available for
use as collateral or should be held in segregation. The disclosure
of the status of CCS-held securities may be indicated on the
records of the brokerage concern in the detail information shown
on a computer-maintained stock record or in separate records
kept to support the total stock record position shown for CCS.

Margin Department Records. The margin department usually
has the overall responsibility for the proper maintenance of cus-
tomer accounts and control of the extension of credit. Although
the form of their records will vary depending upon whether the
accounts are maintained manually or on mechanized accounting
systems, the information contained in margin department records
is generally the same. At all times the margin department records
should indicate the complete status of the customer’s account on
a trade date basis. The margin department’s records are posted
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from copies of transaction tickets received from the purchase and
sale, cashier, dividend and accounting departments.

The margin card, or supplementary records in the margin de-
partment, will ordinarily indicate as to each margin customer the
market value of the securities, the money balance of the account,
excess or deficient margin, transfer, safekeeping and segregation
instructions, and the special miscellaneous account balance of
the customer calculated in accordance with Regulation T.

Since the margin department’s main function is checking the
credit status of customers, it is responsible for initiating margin
calls, maintenance margin calls, extensions of time for cash ac-
count customers to pay for securities purchased, and instructions
for placing securities into or taking them out of safekeeping or
segregation. Copies of documents relating to these transactions
are maintained in the margin department.

Other records and information which may be maintained by
the margin department are standing customer instructions re-
garding the delivery of securities, the disposition of cash from
the sale of securities or the receipt of dividends and interest, and
guarantees of customers’ accounts.

Dividend Department Records. The dividend department has
the responsibility for records relating to all types of distributions
made on securities including cash dividends, stock dividends,
rights, splits, etc. It may also handle proxy material for customers.

Listings are supplied to the dividend department showing regis-
tered holder and location of each security on the dividend record
date. The record will indicate how the securities are registered,
ie., in the name of the brokerage concern, its customers, or in
the name of another brokerage concern or individual from whom
claim for the dividend must be made. In order to reduce the
number of dividend claims, it is normal procedure for the divi-
dend department to notify the cashier’s department on a daily
basis as to securities approaching dividend record dates a few
days hence. The cashier’s department of the brokerage concern
will then check for securities on hand that are registered in a
name other than its own and will attempt to deliver such
securities to the transfer agent so that the registration may be
transferred to its own name as of the record date. Frequently,
brokerage concerns with EDP systems use magnetic tapes or
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punch cards provided by dividend reporting services to dissem-
inate record date information.

For each dividend distribution, the dividend department pre-
pares a memo proof to ascertain the total receipts and disburse-
ments which it will process for that distribution.

Prior to payable date, the dividend department instructs the
accounting department or the data processing department as to
who should be credited or charged for the dividend on the pay-
able date. The offsetting entry is made to a dividend receivable
or payable account. When the money or stock certificates are re-
ceived or paid, the dividend accounts are offset. Differences
between the amount received and the amount receivable repre-
sent items which must be investigated by the dividend depart-
ment. Dividends received by a brokerage concern for securities
registered in a customer’s name at the brokerage concern’s ad-
dress are generally credited directly to the customer’s account
upon receipt.

The dividend department also maintains a record of securities
which the firm is failing to receive or deliver on the dividend
record date. Securities received or delivered against “fails” which
were open on the ex-dividend date should be accompanied by
due bills. It is usually the responsibility of the dividend depart-
ment to effect collection or authorize payments for transactions
of this nature. Brokerage concerns should maintain dividend re-
cords for each security by individual declaration date and not
combine all dividends received for each security over a period
of time. For example, Company X declares a dividend on its
stock to holders of record January 2 and later declares another
dividend to holders of record on April 1. The brokerage concern
might have a receivable of $5,000 for the January 2 dividend,
but received $5,500. This would normally indicate that the brok-
erage concern was failing to deliver and owes brokers $500. For
the April 1 dividend the brokerage concern might have had a
receivable of $6,000, but received only $5,200. The dividend de-
partment would have to determine which brokers owed them
$800 on securities which the brokerage concern was failing to
receive and seek collection. The dividend record would show a
payable of $500 for the January 2 item and a receivable of $800
for the April 1 dividend.

Dividends which are not paid or credited on the payable date
are considered to be unclaimed dividends and are normally paid
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only upon receipt of valid claims. Balances remaining in divi-

dends payable may be subject to abandoned property laws.

Customers” Securities Account Records. A separate account
must be maintained for each customer and a statement of the
account should be sent to the customer, at least quarterly, as
required by the regulatory bodies. Transactions in the account
cover both money and securities, with the security transaction
generally recorded on the settlement date. The account should
itemize all purchases, sales, receipts and deliveries of securities
and all other debits and credits, including dividends and interest
received or charged, investment counseling fees, etc. The ac-
counts are generally maintained so that money and security bal-
ances are clearly indicated.

A customer may have many different accounts. Those most
commonly encountered are as follows:

1. Cash account. The special cash account is used to record cash
transactions expected to be cleared within the time limit
prescribed by Regulation T of the Board of Governors of the
Federal Reserve System. Cash account purchases are limited
by Regulation T to those situations in which sufficient funds
are already held in the account, or in reliance upon an agree-
ment that the customer will promptly make full cash payment
for the security, and that the customer does not contemplate
selling the security prior to making such payment. Cash ac-
count sales are similarly limited to those situations in which
the security is held in the account or in reliance upon an agree-
ment that the customer owns the security and will make
prompt delivery.

As a general rule, full cash payment must be made within
seven business days after the date on which the security is
purchased. Thus, assuming a five-day settlement period, full
cash payment must be made no later than two business days
after settlement date. However, if a customer purchases a
security with the understanding that the security will be
promptly delivered and that the full cash payment will be
made promptly against such delivery, the time period for
making payment is not to exceed thirty-five calendar days.
Failure to make timely payment would ordinarily require the
prompt cancellation or liquidation of the transaction. In ex-
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ceptional cases, the seven-day and thirty-five day periods may
be extended for one or more limited periods upon application
to a committee of a national securities exchange or to the
National Association of Securities Dealers, Inc.

It is important to note that certain of the regulatory agen-
cies restrict the acceptance of sales orders, other than short
sales, unless there is a reasonable prospect of making prompt
delivery (not defined in Regulation T) of securities against
the sale. It is presumed that a brokerage concern will cancel
or liquidate the transaction in the event that the customer
fails to make the securities available within a reasonable
period of time.

Margin account. The margin account is used to record trans-
actions which result in a borrowing by the customer from the
brokerage concern. Thus, for a purchase transaction the broker-
age concern is expected to extend credit. The amount of credit
extended on a purchase transaction is subject to the limits
prescribed by Regulation T of the Board of Governors of the
Federal Reserve System. This regulation establishes the maxi-
mum loan value of the securities in the account and requires
the brokerage concern to obtain, as promptly as possible, and
in any event, before the expiration of five full business days
following the date of the transaction, a deposit into the ac-
count of cash or securities necessary to eliminate any defi-
ciency. Assuming a five-day settlement period, the deposit
would thus be required no later than the settlement date. In
exceptional cases, the five-day period may be extended for one
or more limited periods upon application to a committee of
a national securities exchange or to the National Association
of Securities Dealers, Inc. Maximum loan values for securities
are prescribed from time to time by means of a supplement
to Regulation T. In addition, certain securities exchanges have
rules establishing minimum maintenance margin requirements.
A brokerage concern may establish initial or maintenance
margin requirements which are greater than those required
by the rules and regulations of the regulatory bodies.

Income account. The income account is sometimes utilized to
accumulate the interest and dividends received on securities
maintained in other accounts.

Short sale account. The “short” sale account is used to record



transactions in securities sold “short.” Such transactions are
also governed by the margin requirements of Regulation T
of the Board of Governors of the Federal Reserve System. On
a short sale transaction, the brokerage concern is expected to
lend or arrange for the lending of the security to the customer
for the purpose of effecting delivery.

5. Other accounts. Other special accounts are provided for (a)
the purchase of securities through the exercise of a right
evidenced by a warrant, (b) bond transactions in exempted
and registered nonequity securities purchased on margin, and
(c) transactions in convertible debt securities purchased on
margin which are convertible into margin stock or carrying
a right to subscribe to or purchase such stock. Regulation T
prescribes different loan values and the length of time on
which credit can be extended in these accounts.

Commodity Department Records. A description of certain of
the books and records maintained by brokerage concerns dealing
in commodities is set forth below:

1. Commodity contract book. At the time a customer enters into
a futures commodity contract, which is an agreement to buy
or sell at some future date, no entries are made in the broker-
age concern’s general ledger accounts other than to record
the amount of any margin deposit made by the customer.
Nevertheless, a record in the form of a contract book is main-
tained by commodity and by maturity date. When an offset-
ting purchase or sale contract is made, the open trade in the
contract book is so noted and an account purchase-and-sales
form is prepared and sent to the customer.

In manual systems, there is usually a separate page in the
contract book for each delivery month and space to note the
completion of the transaction. In mechanized systems listings
can be made in chronological order periodically, and posting
space and order requirements are rather flexible.

2. Commodity blotter. This is a record in which the actual pur-
chase or sale at the completion of what is called a “round
turn,” i.e., a purchase or sale offsetting an existing open con-
tract, is entered. In addition to entering a description of the
transaction, the amount of the resulting gain or loss to the
customer is also recorded.
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3. Open contract position record. This record is maintained
separately on the basis of up-to-date information concerning
the positions in each commodity carried for a brokerage con-
cern’s customers or for its own account. It shows an up-to-
date balancing of futures contracts by customers offset by
the net position with the carrying broker or with the clearing
association.

4. Customers’ commodity ledger. This ledger is used to record
commodity transactions for each customer and carrying
broker. Completed transactions are posted daily, both as to
money and contracts, from the regular blotter record of cash
receipts and disbursements and from the commodity blotter
as to gains and losses and commissions.

Interest Records. Brokerage concerns charge their margin cus-
tomers with interest on unpaid balances and some brokerage con-
cerns pay customers interest on credit balances under certain
conditions. In a manual operation, an interest sheet is prepared
periodically for each customer’s margin or short sale account
resulting in a net debit balance during the period. The interest
sheet becomes the basis for computing the amounts to be taken
into interest income and interest expense, if any, of the brokerage
concern by charges or credits to its customers’ accounts.

In an automated operation the computation of interest is usu-
ally made by utilizing data processing equipment specifically
programmed to perform the computations.

Trading and Investment Account Records. Securities are often
purchased and sold for the account of the brokerage concern.
Trading securities are considered as inventory or stock-in-trade,
whereas investment securities are purchased or sold with the ex-
pectation of capital gain. To qualify for capital gain treatment
under the present Internal Revenue Code, the brokerage con-
cern’s records must clearly indicate, before the expiration of the
30th day after purchase, that the security is held for investment
and not for trading purposes.

Brokerage concerns may purchase securities for investment
which are not readily marketable or which are restricted as to
sale by the purchase terms. These securities should be recorded
separately in the accounts of a brokerage concern and clearly
designated.
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The trading department maintains separate records on a trade
date basis. It is extremely important that the brokerage concern
reconcile these records periodically with the accounting depart-
ment records and the stock record.

Underwriting Department Records. A brokerage concern
which participates in underwriting activities will normally function
as either the managing underwriter or a participating under-
writer. A managing underwriter, in addition to being a participat-
ing underwriter, usually negotiates the transaction with the issuer
of the security and maintains the records of the underwriting
group.

The managing underwriter maintains daily position listings of
the entire issue and ascertains the status of securities subscribed
to and whether they have been delivered to the participating
underwriters. Expenses associated with each underwriting are
accumulated in the general ledger in separate accounts. When
the underwriting is completed, the profit or loss on the particular
underwriting is determined and distribution made to the partici-
pating underwriters.

The participating underwriters will maintain records of each
underwriting participation but are concerned only with their por-
tion of the total underwriting.

Other Records. The brokerage concern is also required to make
a record of each brokerage order, each purchase and sale of
securities, each cash and margin account, and proofs of ledger
accounts in the form of trial balances, as well as certain other
records as set forth in Rule 17a-3 of the Securities Exchange Act.

General Ledger. The general ledger of a brokerage concern is
not significantly different, as to form and principal purpose,
from the general ledger of any other business concern. For pur-
poses of illustration, the following is a listing of the accounts
which may appear in the general ledger. All of the account titles
may not appear in the general ledger of every brokerage concern
and the general ledger of others may include accounts not shown
in the list. Certain accounts listed as assets may, on occasion, be
liability accounts or vice versa, i.e., customers’ accounts or ac-
counts carried by other brokerage concerns may contain either
debit or credit balances at any given time.
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Assets
Cash in banks—general funds
Petty cash
Cash in transit
Cash in bank—segregated pursuant to Commodity Exchange
Act requirements
Cash in bank—segregated for exclusive benefit of customers
Commodity margins:
Regulated commodities
Non-regulated commodities
Guaranty funds, deposits and contributions to clearing
associations
Deposits with clearing associations—account of intermediate
clearances
Good faith deposits
Settlement balances receivable:
Commodities:
Regulated commodities
Non-regulated commodities
Security clearing associations
Failed to deliver
Securities borrowed
Accounts receivable—securities shipped draft
attached
Accounts receivable—securities shipped free
Customers’ accounts:
Securities
Regulated commodities
Non-regulated commodities
Spot commodities
Partners’ and/or officers’ and directors’ accounts:
Securities
Regulated commodities
Non-regulated commodities
Spot commodities
Personal and/or drawing accounts
Joint trading accounts
Margin deposits with others—joint trading accounts
Firm accounts:
Investment securities
Trading securities



Trading commodities futures
Trading spot commodities
Underwriting—syndicate accounts:
Managers’ accounts
Managed by other brokerage concerns
Clearing association stock
Commissions receivable
Commodity difference accounts
Coupons receivable
Dividends receivable
Accrued interest receivable
Floor brokerage receivable
Capital demand notes
Cash value of life insurance policies
Advances to employees
Miscellaneous accounts receivable
Tax stamp accounts
Prepaid expenses
Exchange memberships
Furniture and equipment
Allowance for depreciation of furniture and equipment
Leasehold improvements
Allowance for amortization of leasehold improvements
Investments and advances—subsidiary companies

Liabilities
Money borrowed from banks:
Secured by customers’ collateral
Secured by collateral belonging to firm and/or partners
Accounts carried by other brokerage concerns (correspond-
ent brokers):
Securities:
Customers’ transactions
Transactions of firm and/or partners
Regulated commodities:
Customers’ transactions
Transactions of firm and/or partners
Non-regulated commodities:
Customers’ transactions
Transactions of firm and/or partners
Failed to receive



Securities loaned
Unclaimed coupons
Unclaimed dividends
Underwriting—syndicate accounts payable
Commissions payable
Floor brokerage payable
Margin deposits by others—joint trading accounts
Good faith deposits by others—syndicates
Taxes withheld on dividends
Social security taxes withheld
Federal, state and/or citv income taxes withheld
Federal income taxes payable (corporation)
State and local income and franchise taxes payable
Accrued commissions
Accrued payroll
Accrued property taxes
Miscellaneous accrued expenses
Subordinated borrowings:
Cash

Securities

Capital
Capital accounts:
Partnership or proprietorship:
Cash
Securities
Corporations:
Capital stock:
Common
Preferred
Capital in excess of par value of capital stock (capital
surplus )
Retained earnings
Undistributed profit and loss

Income
Exchange commissions earned:
Securities
Commodities
Over-the-counter commissions earned
Floor brokerage received
Clearance fees received
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Trading profits
Underwriting and selling group profits
Investment profits
Income from mutual funds
Interest received:
Customers’ accounts
Trading and investment accounts:
Exempted
Non-exempted
Dividends received:
Trading accounts
Investment accounts
Investment advisory fees
Proxy solicitation fees
Miscellaneous fees
Service charges
Postage and registered mail charged to customers
Miscellaneous

Expense
Advertising
Amortization of leasehold improvements
Bad debts
Charitable contributions
Clearance fees paid
Commissions paid to other brokerage concerns
Commissions paid to registered representatives
Commission fees paid to exchanges
Dues
Entertainment
Errors
Exchange dues and assessments
Floor brokerage paid
Group insurance
Insurance—general
Interest paid:

Bank loans:

Customers’ collateral
Firm collateral:
Exempted
Non-exempted
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Omnibus accounts carried by other brokers
(correspondents )
Partners’ capital
Subordinated loans
Leased wires
Licenses and taxes
Life insurance premiums—officers’ (or partners’)
Payroll:
Office salaries
Officers’ (or partners’) salaries
Payroll taxes
Postage and registered mail insurance
Professional fees
Profit sha}'ing and retirement
Provision for depreciation
Quotation boards
Rent of premises
Rent of equipment
Repairs and maintenance
Stationery and supplies
Statistical and research
Subscriptions to periodicals
Telephone and telegraph
Tickers and projectors
Travel
Underwriting—syndicate expense
Miscellaneous



Section 2

Financial Statements and Reports

Report of Financial Condition—{Questionnaire)

A report of financial condition, referred to as a questionnaire,
containing information requested in Form X-17A-5, Parts I and
IL, is required to be filed with the Securities and Exchange Com-
mission by each brokerage concern described in the following
sentence, as of a date during each calendar year. The report must
be filed by every member of a national securities exchange who
transacts a business in securities directly with or for other than
members of a national securities exchange, by every broker or
dealer (other than a member) who transacts a business in securi-
ties through a medium of any member of a national securities
exchange, and by every broker or dealer registered pursuant to
Section 15 of the Securities Exchange Act of 1934. The report is
due to be filed within 60 days (effective December 31, 1972,
pursuant to Release No. 9658 of the Securities and Exchange
Commission) after the date of the report of financial condition
and the reports for two consecutive years shall not be as of dates
within four months of each other.

Reports on financial condition required of members of national
securities exchanges and other regulatory bodies generally con-
form in all material respects with Form X-17A-5 and may be
filed with the Securities and Exchange Commission in lieu of
Form X-17A-5 provided they meet the requirements of its Rule
17a-5.

Questionnaire answers are to be submitted on an unconsoli-
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dated basis in order to present proper information for the compu-
tation of net capital.

Since the information presented in the answer to Part I must
be sufficient to permit determination of the financial condition of
the respondent, all footnotes, valuations, and classification of
data deemed necessary to a fair presentation of financial condi-
tion must be included. Footnotes and classification of data in
Part II must also be included in Part I if their inclusion is deemed
necessary to a fair presentation of financial condition. This must
be done whether or not the respondent elects to have the infor-
mation in Part IT accorded confidential treatment by having such
Part IT bound separately as provided in Section (b) (3) of Rule
17a-5 of the Securities and Exchange Commission.

Part |I—{Financial Questionnaire)

The response (Answers) to Financial Questionnaire is pre-
pared in columnar form as required by the general instructions.
Replies to Questions 14, 15, and 16 are not included in the totals.
The questions should be numbered as set forth in the form except
that no caption need be shown for items and conditions which
are not present. If no answer is made to a question or subdivision
thereof, it shall constitute a representation that the respondent
has nothing to report. See Exhibit B of this guide for an example
of Answers to Financial Questionnaire and Exhibit A for exam-
ples of the independent public accountant’s report which is to
be submitted therewith.

Submitted below are comments relative to the various ques-
tions comprising Part 1.

1. Bank Balances and Other Deposits. Each kind of deposit (cash
and/or market value of securities) is to be separately stated
under this question with adequate description. Included are
cash on hand; cash in banks representing general funds sub-
ject to immediate withdrawal; cash in banks subject to with-
drawal restrictions; funds segregated pursuant to regulations
of any agency of the federal government, any state, any na-
tional securities exchange or national securities association;
contributions to clearing organizations incident to member-
ship; deposits with clearing organizations in connection with
commitments; guaranty and margin deposits; good faith de-
posits; drafts with securities attached deposited for collection.
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Deposits not connected with security or commodity trans-
actions, such as airline, lease, and utility deposits, are reported
in Question 13, “Other Accounts.”

If cash in banks contains uncollected funds resulting from
immediate credit received for drafts deposited for collection
with securities attached, the amount should be disclosed as a
contingent liability under Question 16 with a notation as to
collections subsequent to the audit date.

Bank overdrafts should not be offset against bank balances
in other banks or restricted deposits in the same bank but
should be reported under Question 13 since the credit balances
in these accounts are considered a part of “aggregate indebt-
edness” for purposes of computing capital requirements.

Good faith deposits are sometimes outstanding after the
related syndicate or underwriting account has been closed.
Since good faith deposits are required to be identified with
commitments shown in Question 14, those relating to closed
accounts should be stated separately.

Money Borrowed, and Accounts Carried for Respondent by
Other Banking or Brokerage Houses, Secured by or Containing
Customers” Collateral. The amount of money borrowed is re-
ported as a ledger credit balance. The market value of the
securities and warehouse receipts (supporting “spot” com-
modities) pledged as collateral will appear in the “short”
valuation column.

Accounts carried by other banking or brokerage houses may
contain either debit or credit ledger balances and either or
both long and short security valuations.

Accounts carried by a regional clearing house under con-
tinuous net settlement arrangements may contain either net
debit or net credit ledger balances and long or short security
positions. The amounts may be reported under a separate sub-
caption in either Question 2, 3 or 4 as “Settlement Balances
with Clearing Organizations.”

Money Borrowed, and Accounts Carried for Respondent by
Other Banking and Brokerage Houses, Unsecured, or Secured
Entirely by Collateral Owned by Respondent and Its Partners
or Officers and Directors or by Securities Covered by “Satisfac-
tory Subordination Agreements.” The amount of money bor-
rowed is reported as a ledger credit balance. The market value
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of the securities and warehouse receipts (supporting “spot”
commodities) pledged as collateral will appear in the short
valuation column.

Accounts carried by other banking or brokerage houses may
contain either debit or credit ledger balances and either or
both long and short security valuations.

Separation of borrowings secured by customers’ collateral
(Question 2) and by respondent’s collateral (Question 3) is
necessary since borrowings in the latter category are not
considered “aggregate indebtedness” in computing capital re-
quirements. However, unsecured borrowings, borrowings se-
cured in whole or in part by non-exempted collateral owned
by officers or directors (Question 8) and borrowings not ade-
quately collateralized are considered part of “aggregate
indebtedness.”

Note particularly the word “entirely” in the Question 3 cap-
tion. If any portion of the collateral in a borrowing reported
under this question is owned by customers, the whole borrow-
ing will be classified as a Question 2 borrowing and, unless
the borrowing is collateralized entirely by exempted securi-
ties, will constitute a part of “aggregate indebtedness.” Refer-
ence is made to Rule 15¢2-1 of the Securities Exchange Act
of 1934 relating to hypothecation and commingling of cus-
tomers’ securities.

It should be noted that for purposes of the financial ques-
tionnaire, securities sold by the respondent as principal under
a repurchase agreement are deemed to be securities owned
by the respondent and are required to be reported separately
and clearly under Question 10. In such instances the offsetting
credit and short valuation are reportable separately in re-
sponse to Question 3.

Other Open Items With Brokers and Dealers.

a. Securities borrowed—The ledger debit balance repre-
sents the amount advanced to lending brokers or
dealers as collateral for the borrowed securities (mar-
ket value of security at time of transaction plus or
minus subsequent marks-to-market) and thus the
amount to be received when the borrowed security



is returned. The related long value represents the
current market value of the securities borrowed.

Securities failed to deliver—The ledger debit balance
represents amounts receivable from buying brokers
or dealers covering the purchase price of securities
sold but not yet delivered. The related long value
represents the market value of the securities which
the brokerage concern is obliged to deliver.

Data concerning age of fail to deliver transactions
must be disclosed in accordance with applicable rules.

Securities loaned—The ledger credit balance repre-
sents the cash collateral advanced by the borrowing
brokers or dealers (market value of securities at time
of transaction plus or minus subsequent marks-to-
market) and thus the amount to be repaid upon re-
turn of the securities loaned. The related short value
represents the current market value of the securities
loaned to the borrowing broker.

Loaning securities to other brokers or dealers pro-
vides, in most instances, an interest-free loan.

Customers” securities may not be used for lending
purposes unless specific written consent is obtained
from the customer. The consent to lend securities held
for margin is generally included in margin account
agreements; however, in order to lend excess margin
or fullv-paid-for securities a specific written agree-
ment designating the particular securities to be loaned
must be obtained.

Securities failed to receive—The ledger credit balance
represents the amount payable to selling brokers or
dealers for securities purchased by the brokerage con-
cern but which have not yet been received. The re-
lated short value represents the current market value
of the securities which the selling broker or dealer
is obliged to deliver. The form requires failed to re-
ceive items for proprietary accounts to be shown as
either sold or unsold at the date of the report to obtain
proper treatment under capital Rule 15¢3-1.

Failed to receive items classified as unsold in pro-
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prietary accounts of the respondent are excluded from
“aggregate indebtedness.”

Data concerning age of fail to receive transactions
must be disclosed in accordance with the applicable
rules.

5. Valuation of Securities and Spot (Cash) Commodities in Box,
Transfer and Transit. The valuation of fully-paid-for securities
in safekeeping and segregation or in transfer (specifically
identified to customers) may be, and usually are, omitted in
the Answers to Financial Questionnaire. The valuations
included in the answer to this question relate to negotiable
securities in the box or which will find their way into the box
when received from transfer or transit and to securities not
segregated which are held by Central Certificate Service or
other depositories.

In-transit items are those which have been shipped from
or to the respondent’s offices and which have not yet reached
their destination.

6. Customers’ Security Accounts. After equity statements have
been prepared, as described elsewhere in this guide, the ac-
counts of customers are summarized into the various classi-
fications set forth in this question.

For the purpose of classification under Question 6, all ac-
counts of any one customer (other than regulated commodity
accounts) may be combined and reported under any appro-
priate section other than Section A. Customers’ accounts re-
lated by bona fide written guarantees may also be combined.

Accounts reportable in Section A are “bona fide cash ac-
counts,” defined in Form X-17A-5 as accounts having both
unsettled money balances and positions in securities which
are current items within the meaning of Section 4(c) of Reg-
ulation T of the Board of Governors of the Federal Reserve
System. The form also provides that cash accounts which are
not “bona fide cash accounts” shall be reported under Sec-
tions B, C or D, as appropriate.

Present practices of the brokerage industry provide for the
maintenance of customers’ accounts on the “net balance for-
ward” basis which does not provide details of the individual
open items comprising such balance in a form through which



all transactions can be readily aged and summarized at a
given point in time for classification purposes. Accordingly, it
may be time-consuming and costly for the brokerage concern
to comply with this classification requirement and extremely
difficult for the independent accountant to ascertain that “all”
transactions included in accounts which are classified as “bona
fide” cash accounts are current,

Secured accounts reportable under Section B are accounts
which liquidate to an equity and are for the most part margin
accounts. To qualify as a secured account, one of the follow-
ing conditions must exist:

a. The valuation of securities “long” in the account must
be equal to or greater than the debit balance.

b. The valuation of securities “short” in the account must
be equal to or less than the credit balance.

c. If the account contains both “long” and “short”
securities:

1. The valuation of the long securities must be equal
to or greater than the debit balance plus the valu-
ation of the short securities.

2. The valuation of the long securities plus the credit
balance must be equal to or greater than the valu-
ation of the short securities.

In determining whether an account is secured, considera-
tion may be given, if necessary, to the valuation of securities
in segregation, if any, for the account of the specific customer
provided such securities are in negotiable form.

Partly secured accounts reportable under Section C are ac-
counts, other than those reportable under Section A, which
liquidate to a deficit; i.e., opposite the conditions of equity set
forth above for secured accounts.

Unsecured accounts reportable under Section D are ac-
counts having only debit balances and/or short security
positions.

Accounts with credit balances which contain open con-
tractual commitments are reportable under Section E. The
credit balance may or may not constitute a specific deposit
against the commitment or commitments.

Free credit balance accounts reportable under Section F
are accounts subject to payment on demand. If such accounts
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contain “long” securities which are not segregated, the valua-
tion of such securities are to be reported in Section G.

Fully paid securities not segregated which are reportable
under Section G include, in addition to those in accounts with
free credit balances as indicated above, long securities posi-
tions in accounts with no debit balance, no short securities
positions and no open contractual commitments. The valua-
tion reported in this section may also include securities for
which instructions to segregate have been issued but which
have not been accomplished as of the financial questionnaire
date. This portion of such valuation may be separately
disclosed.

Upon review of the Answers to Financial Questionnaires,
exchange member organizations are often asked to explain
the reason for unsegregated securities and to indicate the
location of such securities in the Answers to Financial Ques-
tionnaire. It should be noted that it is not possible to spe-
cifically identify the location of the unsegregated securities
unless the brokerage concern’s record keeping procedures
provide for such identification, a condition rarely encountered.
Under these conditions, and because there are no established
rules in this area, location allocation is arbitrary, and it is
suggested that such information not be included in the ques-
tionnaire answers. If this information is requested by a regu-
latory agency of a respondent, consideration should be given
to providing such information in a letter to the respondent,
clearly describing the location priority used (to be furnished
by respondent), the arbitrary nature of such location priority,
and the limited reliance that should be placed thereon.

Significant changes may be made in the reporting require-
ments relating to fully paid securities not segregated as a
result of the adoption of Rule 15¢3-3 announced on Novem-
ber 10, 1972 which became effective January 15, 1973.

Joint accounts which are carried by the respondent and in
which the respondent has an interest, including deposits re-
ceived by the respondent from other members of the joint
account, are reportable under this question. Attention is di-
rected to note 3 of this question, as to the proper method of
reporting such accounts.

Attention is also directed to notes 4 and 5 of this question
regarding open contractual commitments carried for accounts



reportable under Section B, C, D, and E. This information is
necessary for the purpose of determining net capital under the
capital requirement rules.

Customers’ Commodity Accounts. Customers’ commodities ac-
counts are classified either as regulated commodities accounts
(regulated under the Commodity Exchange Act) or non-regu-
lated commodities accounts. Valuations of “spot” (cash) com-
modities are entered in the long and short valuation columns
as the case may be, whereas gains and losses on future com-
modity contracts are entered in the gain and loss columns.
Valuations of future commodity contracts are not entered in
Part I of the financial questionnaire.

Separation of regulated and non-regulated accounts is im-
portant as liabilities arising from regulated accounts for which
funds have been properly segregated are excluded from “ag-
gregate indebtedness” in computing capital requirements. The
independent public accountant should, therefore, establish
that the aggregate of the segregated amounts consisting of
cash or qualified securities deposited in segregated bank ac-
counts or with clearing organizations, and equities with other
brokers who carry customer trades on an omnibus basis (see
Question 2B), are sufficient to cover the equities in regulated
commodity accounts. Equities (liabilities) or deficits (receiv-
ables) in commodity accounts are determined by applying
the unrealized gains or losses on open contracts to the ledger
balances in each account.

Accounts of Officers and Directors. Accounts of officers and
directors are classified in the same manner as customers’ ac-
counts. The account of an officer who is also a director should
be classified as that of an officer.

General Partners’ Individual Accounts. Accounts of general
partners are on occasion covered by agreements which pro-
vide that cash, securities, commodities or equities recorded
in the accounts are to be included as partnership property and
may be included as capital under the capital rules provided
that such agreements are acceptable to the applicable regu-
latory bodies. Such accounts are reported separately in an-
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10.

11.

swer to Question 9A. The total valuations of “exempted se-
curities” (securities exempted from registration under the
Securities Exchange Act of 1934, otherwise than by specific
action of the Securities and Exchange Commission) are to
be stated separately. This information may be reported paren-
thetically. Non-capital accounts are classified in Question 9B
in the same manner as customers’ accounts.

The non-capital accounts of limited or special partners are
to be included with customers’ accounts.

Trading and Investment Accounts of Respondent. Long and
short positions are both reportable under this question. The
ledger balances with respect to all security accounts and
“spot” (cash) commodities may be combined. Short posi-
tions of unlike securities, however, should not be netted
against long positions and the valuations of each should be
shown separately.

Securities sold by the respondent as principal under a re-
purchase agreement are deemed to be securities owned by
the respondent and are to be separately and clearly shown
as such under this question with the offsetting credits and
security valuations reported under Question 3A. In submit-
ting this information the cost to repurchase should be shown
as the ledger debit and the market value of the securities
should be shown as the long valuation.

Long and short positions which are exchangeable within
thirty days may be reported separately under this question
in order to minimize the capital charge effect of the re-
spondent’s securities.

Capital Accounts. In partnerships it is not unusual for part-
ners to contribute securities as capital. In most instances,
however, it is only the use of the securities that is contrib-
uted and the partner retains the right to receive the divi-
dends and interest, the gains and losses on sales, and the
right to substitute other securities. Also, it is not unusual
in such instances for the partner to set a limit on the value
of the securities to be considered as capital. If the market
value of the securities exceeds the limitation, this condition
must be reported in the answer to this question.

As indicated in the note to this question, the valuation



12.

13.

of “exempted securities” should be stated separately. This
information may be reported parenthetically.

Subordinated Accounts and Borrowings. Any subordinated
account reported under Question 12 must be subject to an
agreement which complies with the requirements of Rule
15¢3-1 (c¢)(7) under the Securities Exchange Act of 1934 or,
if the respondent is a member of an exchange whose mem-
bers are exempt from Rule 15¢3-1 by subparagraph (b)(2)
thereof, complies with the rules regarding subordination
agreements of all the exchanges therein listed of which
respondent is a member.

Note 1 to this question states that the valuation of “ex-
empted securities” shall be stated separately. As in the case
of a similar requirement with respect to other questions,
this information may be reported parenthetically. With re-
spect to answers submitted by a member of the New York
Stock Exchange, subordinated borrowings under agreements
which have not been filed with and approved by the ex-
change are not reported under this question but must be
reported separately in the answers to other questions.

Other Accounts. The types of accounts to be included under
this caption are set forth in the printed instructions. Ac-
counts which cannot be classified under Questions 1 through
12 are reported under this question.

The market value of security differences, overages (long)
and shortages (short) are reported in the security value
columns under this question giving the details specified by
the Questionnaire. Adequate provision should be made for
possible losses in connection with security differences.
Adequate provision should also be made for possible losses
in connection with uncollected dividend and interest claims,
unsecured and partly secured customer accounts, unverified
transfer items, market exposure on aged fails, items in sus-
pense accounts, aged items on bank reconciliations, and any
other items the collectibility of which is in doubt.

The commodity difference account, if any, is reported in
the commodity gain or loss column, as the case may be, of
this question and should result in balancing the gains or
losses reported in response to the previous questions.
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14.

The note to this question requires that any liability re-
ported under this question which is secured by collateral
in any form shall be identified by reference to the related
collateral.

Contractual Commitments That Are Not Recorded in a Ledg-
er Account for Money. Contractual commitments to be re-
ported in this question are defined in General Instruction B
.11 of Form X-17A-5. The instructions do not specify the form
which the answer is to take, but any presentation that clearly
discloses the information requested is acceptable. A form of
presentation will be found in Exhibit B of this guide.

In reporting the respondent’s underwriting commitments
under this question, care must be exercised in reporting the
entire commitment. In some underwritings, particularly tax-
exempt issues, the respondent’s liability is undivided, which
means that the member is responsible for his proportionate
share of any unsold securities in the underwriting account
regardless of the amount of the securities which he has
taken down or sold. This information can be obtained from
the syndicate managers. Likewise, in the case of divided ac-
counts, the syndicate managers may reserve part of the
respondent’s commitments for sales to selected dealers or
may enter into directed sales for the account of the re-
spondent. In such instances, the reporting of the respondent’s
interest in the entire account would include these amounts.
In other instances where the settlement date has been fixed
and bridges the audit date, the transactions may have been
entered on settlement blotters for entry after the audit date.
These items are not “regular way” transactions and should
also be reported as a part of the respondent’s entire com-
mitment,

In many instances, brokerage concerns which may or may
not be members of underwriting groups enter into buy and
sell transactions in “when issued” securities on a principal
basis with other brokerage concerns which may or may not
be members of the underwriting groups. Such transactions
should be stated separately as “when issued” transactions
and not included as purchases and sales affecting the “under-
writing” commitment.



15.

The respondent may enter into contracts to buy or sell on
a “delayed delivery” basis securities which may be either
short or long in the trading and investment accounts. This
information should be reported as respondent’s transactions
under the caption delayed delivery contracts under this
question and, if the offsetting position is either “long” or
“short” in the trading and investment accounts, this fact
should be noted in the answer to this question and in the
detail supporting Question 10 in Part II of the financial
questionnaire.

If the respondent is acting as syndicate manager of an
underwriting group in unissued securities, only the respond-
ent’s portion of the commitment should be reported in the
answer to this question.

Information reported in answer to this question may be
presented in summary form or in detail. If a summary is
presented, the details must be reported in Part II of the
financial questionnaire.

Participations of the Respondent in Joint Trading and Invest-
ment Accounts Carried by Others That Are Not Recorded in
a Ledger Account for Money. Items reportable under this
question deal with joint accounts in issued rather than “when
issued” securities.

Two or more brokerage concerns may enter into joint ac-
count arrangements whereby each member will carry speci-
fied securities for the joint account. In such instances con-
solidation of the information carried in the records of each
member of the joint account is necessary to construct the
entire account. The portion carried by the other brokerage
concern is reported under this question. The portion of the
joint account carried by the respondent, if any, appears un-
der the proper classification in Questions 6 and 7 and, to-
gether with the information reported under this question,
should constitute the entire account.

The answer to this question is usually in summary form
with the details reported in Part II of the financial ques-
tionnaire.
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16. Unrecorded Assets, Liabilities, and Accountabilities. The an-
swer to this question requires the submission of a separate
schedule containing a description of any assets, liabilities and
accountabilities of the respondent, actual or contingent,
which are not included in a ledger account or reported in
answer to Questions 14 and 15. Only such items which in the
aggregate are material in relation to net capital need be
reported. Accountabilities shall include cash and/or other
property, including securities held for customers by or on
behalf of respondent, which are not included in a ledger
account. Contingent liabilities may include lawsuits pending
against the respondent, accommodation endorsements, re-
discounted notes, guarantees of accounts of others, lease
obligations, and uncollected funds included in cash in bank
as a result of immediate credit given for securities shipped
draft attached. The information furnished in response to this
question should be sufficient to permit determination of ap-
propriate treatment in the net capital computation.

Part Il—(Supplementary Information)

Items (a), (b), and (c) of Part II of the financial ques-
tionnaire call for the details supporting various questions in Part
I. Item (d) requests information with respect to amounts auth-
orized or proposed to be distributed or withdrawn from the
proprietary accounts reported in Question 11 of Part I within six
months following the questionnaire date. If the amount is ma-
terial, the information must also be reported in Part I, either as a
separately identified amount or as a footnote. Item (e) requests
information concerning liabilities of a sole proprietor which are
not reflected in the answers to Part I which would materially af-
fect net worth as reported. Here again, this information must also
be set forth as a footnote to Part I.

Since the respondent may not want to divulge certain details
submitted in Part II by including them with Part I (a public
document which is available for inspection at the Securities and
Exchange Commission and the principal office of the brokerage
concern ) confidential treatment will be accorded to the schedules
furnished pursuant to the requirements of items (a), (b), and (c)
of Part II in those instances where such data is bound separately.
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Part lll—(Supplementary Information Required by National
Securities Exchanges for Computation of Net Capital Under
Capital Requirement Rules)

Most national securities exchanges require information in addi-
tion to that provided in Parts I and II of Form X-17A-5 for use
in connection with computations of net capital under capital re-
quirement rules. The information is usually submitted as a sep-
arate section of the Answers to Financial Questionnaire. An
example of the type of information required is to be found in
Part IIT of the financial questionnaire of the New York Stock
Exchange, Inc. Brokerage concerns reporting only to the Securi-
ties and Exchange Commission are not required to supply the
information required in Part III.

Statement of Financial Condition

Most national securities exchanges® require that their members
make available to customers a statement of financial condition.
In the majority of cases this statement is as of the date of its
most recent Answers to Financial Questionnaire. If it is as of
the date of the audited Answers to Financial Questionnaire
pursuant to Rule 17a-5 of the Securities and Exchange Com-
mission or the equivalent rule of the national securities exchange
of which the brokerage concern is a member, the statement is
accompanied by the usual short-form report of the independent
public accountant. If the financial statement is as of the date
subsequent to the date of the audited Answers to Financial
Questionnaire, it shall be one which, in the opinion of the organi-
zation, presents fairly the financial condition of such organization.
If the organization is a member of the national securities ex-
change, an exact copy of the financial statement which the
organization intends to submit to its customers is usually required
to be filed with the exchange.

Examples of statements of financial condition (corporate and
partnership forms) are shown in Exhibits E and K, respectively,
of this guide. Accompanying notes to statement of financial con-

! The Securities and Exchange Commission has adopted an amendment
to Rule 17a-5 (SEC Release No. 9658) effective for quarters ending
on and after September 30, 1972, requiring brokerage concerns to fur-
nish statements to their customers on a quarterly basis.
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dition (corporate and partnership forms) and accountant’s report
are shown in Exhibits I, O, D, ], and P, respectively.

It should be noted that in Exhibits E and K no separation of
assets and liabilities as between current and non-current is made.
For the typical brokerage concern, such a distinction has little
meaning and requires arbitrary decisions which might be mis-
leading. For example, margin debit balances while subject to
demand for payment by the broker, and thus theoretically current,
are generally sought to be maintained (as long as properly mar-
gined) on a long term basis. Similarly, bank loans, payable on
demand, are usually collateralized by securities purchased in
margin accounts by customers and may be virtually long term in
substance. Investments in marketable securities may be long or
short term but the factors influencing the sell or hold decision,
such as alternative investment opportunities, change frequently.
Some confusion as to current or non-current status could result
also from the customary application of the net capital rules where
concepts such as “immediate convertibility into cash,” “collectible
within 30 or 45 days,” etc., have evolved.

Thus, for the typical brokerage concern, it is believed that ap-
propriate description of the assets (such as distinguishing clearly
between marketable and not readily marketable investments ) and
liabilities without arbitrary distinction between current and non-
current is the most meaningful presentation. However, if the
brokerage concern diversifies to a substantial degree into non-
financial businesses, such a distinction may be appropriate.

Most of the items set forth in the exhibited statements of
financial condition are self-explanatory and those relating to
corporate form (Exhibit E) are cross-referenced to the items
appearing in the Answers to Part I of the Financial Questionnaire
(Exhibit B). Several items, however, require special comment, as
follows:

Receivable From Brokers or Dealers. This classification includes
primarily failed to deliver and securities borrowed items.

Where the brokerage concern deals through correspondents.
there may be debit balances in the “omnibus™ accounts of one or
more of the correspondents. In such instances, if the amounts are
insignificant, they may be included under this classification. If
the amounts are significant, a separate caption, “Due from cor-
respondent brokers,” may be appropriate.
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Customers’ Partly Secured and Unsecured Accounts. The sug-
gested financial statement presentation of customers’ partly se-
cured and unsecured accounts is to classify them as receivables
due from customers. Where losses in such accounts can be rea-
sonably anticipated, an asset valuation allowance should be es-
tablished. The disclosure and classification of such an allowance
in the financial statements should be in accordance with the
applicable Accounting Principles Board Opinion.

Trading and Investment Accounts. Trading and investment
accounts of a brokerage concern generally are of two types:

1. Trading accounts. Generally marketable securities (stocks,
corporate bonds, United States Government securities, state
and municipal bonds, commercial paper, etc., or commodi-
ties) carried in inventory and held for sale in the ordinary
course of business.

2. Investment accounts. Investments of all types other than those
carried in trading accounts (including venture capital invest-
ments in securities, oil and gas leases, and real estate) both
marketable and not readily marketable.

While the general practice in the past has been to reflect
marketable securities in trading accounts at market value in the
interim date balance sheets of brokers who are members of na-
tional securities exchanges, securities, etc., in investment accounts
have been carried at cost and, in some instances, at market. In
any event, because of the historical requirement to issue only a
statement of financial condition (balance sheet) in connection
with the surprise examinations of members of national exchanges,
very few individuals focused on the cost versus market value
implications in brokerage concerns’ income statements (see dis-
cussion on income statements following).

In considering the issues involved, it is appropriate to classify
investment accounts into two categories: (1) marketable, and
(2) not readily marketable. “Not readily marketable” investments
include (a) securities for which there is no market on a securities
exchange or no independent publicly quoted market; (b) securi-
ties which cannot be publicly offered or sold unless registration
has been effected under the Securities Act of 1933 (or the condi-
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tions of an exemption, such as Regulation A, under Section 3 (b)
of such Act have been complied with); (c) securities which
cannot be offered or sold because of other arrangements, restric-
tions, or conditions applicable to the securities or to the company;
and (d) most investments in oil, gas and real estate.

Trading and investment positions should be valued for finan-
cial statement purposes as follows:

1. Marketable securities at current market value.

2. Not readily marketable securities and other investments at
fair value as determined by the brokerage concerns’ manage-
ment, with cost disclosed.?

3. The increase or decrease in unrealized appreciation or depre-
ciation resulting from the foregoing treatment should be in-
cluded in the income statement.

4. Differences between accounting and tax treatment will, in the
case of corporations, require appropriate tax allocation.

The market and fair value concept recognizes that trading and
investment securities and other investments, whether readily
marketable or not, appreciate or depreciate as the earnings re-
cords of the companies themselves and market or other economic
conditions dictate. Accordingly, the investing brokerage concern
should account for its decisions to purchase, hold or sell a partic-
ular investment during the period under review. The market and
fair value concept provides the most effective means of measur-
ing the trading and investment decisions of the brokerage con-
cern’s management.

The difficulties in determining the fair value of not readily
marketable investments are recognized. In this connection it is
suggested that reference be made to SEC Accounting Series Re-
lease No. 118 relating to not readily marketable investments of
investment companies.

2 Investments which meet the criteria of APB Opinion No. 18, and
which are made for long-term operating purposes, should ordinarily
be carried on the equity basis. Investments of this type are usually
made to provide facilities or services to the brokerage concern. The
emphasis here is on the long-term operating nature of this type of
investment.
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The brokerage concern’s interest (assuming such interest is not
merely contingent) in underwriting or joint accounts with others
for issued securities is includable with the trading and investment
account. Where parts of the joint accounts are carried by other
brokerage concerns (as set forth in Question 15 of Answers to
Financial Questionnaire ), the interest of the brokerage concern
being reported upon should be determined and classified as above
with a contra liability to the carrying brokerage concern.

Many brokerage concerns acting as principal have contractual
commitments, including underwriting, when issued, when dis-
tributed and delayed delivery contracts. Appropriate footnote
disclosure should be made of these commitments when deemed
significant and provision should be reflected in the financial state-
ments for inherent losses, if any.

Securities sold by the brokerage concern under repurchase
agreements are required to be set forth in Questions 3 and 10 of
Answers to Financial Questionnaire. These securities should be
reported with trading and investment accounts, at market value,
in the statement of financial condition with the repurchase cost
reflected as a liability.

In some instances brokerage concerns sell call options against
long security positions in trading and investment accounts. If
material, it is necessary to separate such securities from the reg-
ular trading and investment securities, describe them as “securi-
ties for which endorsed calls are outstanding,” and value them
on an individual security basis at the lower of market value or
contract value of calls outstanding.

In other instances, brokerage concerns operate “conversion
accounts” for put and call brokers. These accounts are hedged as
far as the securities broker is concerned. If material, the long
securities must be likewise separated from the regular trading
and investment securities, described as “securities for which en-
dorsed calls are outstanding and puts for like amounts are held.”
For purposes of valuation in the statement of financial condition,
a determination must be made as to the present realizable value
of the security, considering the existing relationship between the
put price, the call price and the current market price (see ac-
counting for option premiums elsewhere in this guide). Because
of the complexity of these relationships they are illustrated in the
table on the following page.
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If “put” price is above “call” price—
Realizable Value

Long Short (for statement of
Put Call Market financial condition)
and market is:
Above put $100 $ 98 $101 $ 98 (Call)
Same as put 100 98 100 98 (Call)
Below put, above
call 100 98 99 99 (Market)
Same as call 100 98 98 100 (Put)
Below call 100 98 97 100 (Put)

If “call” price is above “put” price—

and market is:

Above call $ 98 $100 $101 $100 (Call)
Same as call 98 100 100 100 (Market)
Below call, above

put 98 100 99 99 (Market)
Same as put 98 100 98 98 (Put)
Below put 98 100 97 98 (Put)

Secured Demand Notes. Secured demand notes are usually
found in brokerage concerns operating as corporations, although it
is possible for such notes to be found in partnerships. The secured
demand notes receivable have a contra on the liability side of
the statement of financial condition under liabilities subordinated
to claims of creditors. Where the note is payable solely from the
proceeds of the collateral, care should be exercised to limit the
stated value of the note to the lower of the market value of the
collateral or the face amount of the note.

Memberships in Exchanges. Exchange memberships owned by
the brokerage concern are generally acquired for operating pur-
poses and should be valued at cost or at a lesser amount where
there is an indication of permanent impairment in value of a
material amount. Exchange memberships contributed for the use
of the brokerage concern and subordinated to claims of general
creditors should be carried at market value with an offsetting
amount shown under liabilities subordinated to claims of general
creditors.
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Investment in Subsidiaries. Under certain circumstances, valid
reasons may exist for omitting a subsidiary from consolidation.
However, generally accepted accounting principles require that
subsidiaries, when they meet certain criteria, be consolidated.
Where the brokerage concern has such investments, presentation
in the financial statements should be in accordance with the ap-
plicable Accounting Principles Board Opinions.

Payable to Brokers or Dealers. This classification includes pri-
marily failed to receive and securities loaned items. Where the
brokerage concern operates through correspondents the credit
balances in “omnibus” accounts of correspondents may be in-
cluded under this classification if the amounts are insignificant.
If significant, however, such credit balances should be shown
separately as “Due to correspondent brokers.”

Footnotes. The fairness of financial statement presentation is
dependent upon the adequacy of disclosures involving material
matters. As in the case of financial statements generally, footnotes
for such items as summary of accounting policies, changes in ac-
counting principles, long-term lease obligations, maturity dates
of subordinated borrowings, assets subject to lien, pension and
retirement plans, contingent liabilities, depreciation policies,
stock option and purchase plans, provisions under which the
brokerage concern may be required to purchase its own capital
stock, etc., are necessary and required for fair presentation. Such
disclosures in the financial statements should be regarded as
being reasonably adequate unless otherwise stated in the report.
If matters which the independent auditor believes require dis-
closure are omitted from the financial statements, the matters
should be included in his report and he should appropriately
qualify his opinion.

Statement of Income

Until quite recently, substantially all brokerage concerns were
privately owned and the distribution of financial information to
the public generally was limited to statements of financial con-
dition which were required by the national securities exchanges
to be made available to customers. However, as brokerage con-
cerns sold their equity securities to the public, they became
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subject to the disclosure rules which apply to publicly held com-
panies in general. Such rules require the dissemination of more
comprehensive financial infermation to stockholders including
statements of income and changes in financial position. While
brokers and dealers, other than those with public ownership, are
not presently required to publicly disclose their results of opera-
tions and changes in financial position, we believe they should
be encouraged to do so.

Prior to the advent of public ownership of brokerage concerns
and the adoption in 1972 of amendments to Rule 17a-5 (SEC
Release No. 9658), the independent public accountant was not
generally concerned with reporting upon results of operations
of such concerns. With the recent emphasis on such reporting,
however, a number of accounting matters have assumed added
significance. Chief among these is the question of the most infor-
mative method of asset valuation and the resultant effect on oper-
ating results.

Brokerage concerns today are involved in a number of financial
activities including the investment of substantial sums of moneyv
in both short-term and long-term investments of various types. As
indicated previously in this guide, we have concluded that trad-
ing and investment accounts of brokerage concerns should be
valued at market or fair value for financial reporting purposes
and that unrealized as well as realized gains and losses be re-
flected in the statement of income. The increase or decrease in
net unrealized appreciation or depreciation in investment ac-
counts included in results of operations should be disclosed if
significant. The aggregate effect on reported net income (net of
taxes) should also be disclosed as well as the amount per share.

The statement of income should disclose separately the prin-
cipal sources of the brokerage concern’s revenues such as broker-
age commissions, trading profits or losses, investment profits or
losses, underwriting profits or losses, fee income, dividends and
interest, etc. Expenses should be reported by major types such as
employee compensation and benefits, communications, occupancy
and equipment, interest, floor brokerage and clearance fees, pro-
motion, etc.

Examples of statements of income and retained earnings (cor-
porate form), statement of income and statement of changes in
partnership capital (partnership form), and the accompanying
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accountant’s report submitted when operating results are in-
cluded are shown in Exhibits F, L, D, and ], respectively.

Statement of Changes in Financial Position

The Statement of Changes in Financial Position, formerly re-
ferred to as Statement of Source and Application of Funds, is
now required as a basic financial statement when financial state-
ments purporting to present both financial position (balance
sheet) and results of operations (statement of income and re-
tained earnings) are issued. Several regulatory agencies have
acted recently to require such statements in certain reports filed
with them.

Examples of Statement of Changes in Financial Position (cor-
porate and partnership forms) are submitted as Exhibits H and
N, respectively.

Statement of Changes in Subordinated Liabilities

This statement, examples of which are submitted as Exhibits
G and M (corporate and partnership forms), is now required to
be filed with the Securities and Exchange Commission and must
be covered by the opinion of the independent public accountant.

Annual Report of Income and Expense

Effective January 1, 1969, the Securities and Exchange Com-
mission adopted Rule 17a-10 and the related Form X-17A-10.
Under the provision of Rule 17a-10, every member of a national
securities exchange and every broker or dealer registered pur-
suant to Section 15 of the Securities Exchange Act of 1934 (other
than members of a national securities exchange or a registered
national securities association which maintains records containing
the information required by Form X-17A-10 as to each of its
members, and which transmits to the Commission a copy of the
record as to each such member, pursuant to a plan the procedures
and provisions of which have been submitted to and declared
effective by the Commission) shall file a report of his income
and expenses and related financial and other information for such
calendar year on Form X-17A-10. The report is due to be filed
not later than 90 days after the close of each calendar year and
need not be certified.
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The New York Stock Exchange requires its member organi-
zations to file annual reports which meet the exemption require-
ments of Rule 17a-10. These reports, however, are more detailed
than the report on Form X-17A-10 in that income and expenses
must be further identified by functions, i.e., sales, execution, ad-
ministration, research, other business, security commission in-
come and other income.

Since the preparation of both Form X-17A-10 and the related
exchange report requires considerable breakdown and classifica-
tion of income and expense, the larger brokerage concerns have
expanded their classification of accounts to collect certain of the
information on a day-to-day basis. Smaller brokerage concerns
can, of course, obtain the information by analysis of the accounts,
but such analysis should be carried on periodically throughout
the year rather than waiting until the year end.

Since reports pursuant to Rule 17a-10 of the Securities and
Exchange Commission and comparable rules of the New York
Stock Exchange do not require certification by an independent
public accountant, neither the rules nor the forms are included

in this guide.
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Section 3

Internal Accounting Control and
Procedures for Safeguarding Securities

General

Statement on Auditing Procedure No. 54, issued by the Com-
mittee on Auditing Procedure of the American Institute of Cer-
tified Public Accountants, describes accounting control as follows:

Accounting control comprises the plan of organization and the
procedures and records that are concerned with the safeguarding
of assets and the reliability of financial records and consequently
are designed to provide reasonable assurance that:

a. Transactions are executed in accordance with management’s
general or specific authorization.

b. Transactions are recorded as necessary (1) to permit prep-
aration of financial statements in conformity with generally ac-
cepted accounting principles or any other criteria applicable to
such statements and (2) to maintain accountability for assets.

c. Access to assets is permitted only in accordance with man-
agement’s authorization.

d. The recorded accountability for assets is compared with the
existing assets at reasonable intervals and appropriate action is
taken with respect to any differences.
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The review of the accounting system, internal accounting con-
trol, and procedures for safeguarding securities required by the
Audit Requirements of Form X-17A-5 recognizes the regulatory
concern for safeguards over customers’ property held by the
broker-dealer in that the independent public accountant is re-
quired to report on any material inadequacies found to exist
in the accounting system, internal accounting control and pro-
cedures for safeguarding securities.

While not unique to the industry, the importance of an ef-
fective internal audit group in the overall internal control system
of a broker-dealer should be stressed. Such a group should con-
duct continuing tests and evaluations of the procedures and con-
trols in effect, adherence to established policies, and make
recommendations for improvement. The internal audit function
should, of course, be carried out by personnel who are inde-
pendent of the departments or functions subject to audit.

Procedurally, in reviewing the actual operation of the system
of internal control, the reviewer should follow the documentation.
Completeness in documentation, of course, does not necessarily
imply satisfactory control. However, in reviewing what is done
and evaluating the effectiveness of control, the principal point
of reference should be the documentation.

Many activities of a broker or dealer in securities are unlike
those of companies in other industries; consequently, many in-
ternal accounting controls are peculiar to this industry. Such
controls are concerned primarily with the following categories
of activity: receiving, delivering, pledging, borrowing, lending,
transferring, and maintaining custody of securities; maintaining
customers’ accounts including extending credit under the regu-
lations of the Board of Governors of the Federal Reserve System;
and transactions with other brokers and dealers and organizations
involved in clearing and/or settling securities transactions.

Specific Controls

The following are illustrative of some of the controls one would
expect to find in operation in a brokerage concern. Excluded
are those controls which have to do with the adequate separation
of duties between individuals who initiate and record transac-
tions, and the approval of transactions or journal entries by
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individuals who do not initiate or record transactions and journal
entries; these are characteristics of all good systems of internal
control.

Securities. The controls over securities should be such as to
provide compliance with regulatory requirements as well as pro-

viding for physical safeguards and integrity of the records.

1. Certificate numbers should be recorded for all securities re-
ceived and delivered; this is sometimes accomplished by
microfilming such securities.

2. Securities received should be checked for negotiability (en-
dorsements, signature, guarantee, etc.) and for complete-
ness (coupons, warrants, etc.) before they are placed in
the active box or vault.

3. Securities received from customers registered in the name
of a third party should be accepted only upon proof of

ownership.

4. Adequate investigation should be made to determine that
customers delivering securities registered in a “street name”
have title to such securities.

5. A limited number of responsible employees should be auth-
orized to execute or guarantee assignments and, if the brok-
erage concern is a member of the New York Stock Exchange,
an appropriate resolution must be filed with that Exchange.

6. Facsimile signature devices, if used, should be adequately
controlled.

7. When securities are shipped against payment, a designated
employee who does not handle securities or cash should
follow to a conclusion the receipt of payment.

8. Adequate physical controls should be maintained over secur-
ities on hand; access to areas containing securities should be
restricted to authorized employees. Access to security vaults
should require the presence of two or more authorized
employees.

9. Customers’ fully-paid-for securities and excess margin securi-
ties, should be properly noted in the records of the broker-
age concern as securities requested to be segregated.



10.

11

12.

13.

The detail records pertaining to securities in transfer and
those pledged as collateral to borrowings from banks should
be agreed periodically (at least quarterly) with the securi-
ties record.

Securities on hand should be counted periodically and any
differences recorded and followed to a conclusion. Reference
is made to Rule 17a-13 of the Securities and Exchange Com-
mission and to similar rules of other regulatory authorities
which make periodic counts mandatory.

Movements of securities should be balanced daily and the
responsibility for the clearance of out-of-balance positions
should be assigned to specific individuals who have no other
duties with respect to securities handling or accounting.

Security positions (and related ledger amounts) in suspense
accounts should be investigated and resolved on a timely
basis.

Customers’ Accounts. In order to provide effective control over
the opening and maintaining of customers’ security and com-
modity accounts, various procedures are followed by brokerage
concerns, some of which are required by regulatory authorities.
These procedures include the following:

1.

New accounts should be approved by a partner or voting
stockholder-officer before or immediately following the com-
pletion of the initial transaction in the account.

All accounts should be in the name of the customer unless
a written statement signed by the customer attesting to his
ownership of an account in any other name, symbol, or
number has been received.

Letters should be mailed to customers requesting confirma-
tion of changes in addresses. Some brokerage concerns mail
confirmation requests to the customer’s last known address
as well as his new address.

Statements should be mailed to customers periodically (at
least quarterly) unless a customer has specifically requested,
in writing, that the statement be held.

Security positions as shown on customers’ periodic state-
ments should be compared to margin and security records.



6.

10.

11.

12.

A signed, written authorization should be required from each
customer for whom the brokerage concern carries a discre-
tionary account. Every trade in the account should be ap-
proved by a partner or officer of the brokerage concern. An
advice should be mailed to the customer on the date each
trade is completed.

Separate ledgers should be maintained for the accounts of all
employees and known relatives in order that transactions in
such accounts can be reviewed more readily by an officer or
partner of the brokerage concern.

Written approval for the opening of an account for an em-
ployee of another broker or dealer should be obtained from
his employer.

Payment of funds or withdrawal of securities from custom-
ers’ accounts should not be allowed without the written
authorization of the margin department.

Margin records should be checked periodically by an em-
ployee who has no duties in connection therewith to de-
termine that the minimum margin requirements of the firm
are being maintained.

The margin department of a brokerage concern should pro-
vide a system to prevent violation of Regulation T of the
Board of Governors of the Federal Reserve System and
similar regulations dealing with the extension and mainte-
nance of credit of other regulatory bodies. In that connec-
tion, procedures should be in effect to see that all necessary
margin calls are made and followed up.

Bookkeepers and margin clerks should be rotated periodi-
cally so that they are not always servicing the same accounts.

Transactions With Other Brokers and Dealers.

The details of fails to receive, fails to deliver, securities loaned
and securities borrowed should be agreed periodically with
the securities record, and the respective amounts receivable
or payable should be agreed with the related general ledger

control accounts.

Aging schedules of fails to receive and fails to deliver trans-
actions should be maintained on a current basis.
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3. With respect to accounts carried by other brokers (omnibus
accounts ), the details of transactions should be agreed daily
and responsibility for follow-up of any differences should
be assigned.

Electronic Data Processing. Despite the high degree of reli-
ability of the machines and the application of advanced tech-
niques in developing computer programs, it should not be
assumed that good internal control automatically carries over
into an EDP system from a previously used system. While there
is no reason why control should not be at least as effective in the
EDP system as in any other, the changes that accompany an
EDP installation may present control problems that do not exist
in less sophisticated systems.

In an EDP system, as in any other system, there are four
stages in the complete flow of data from origination to final re-
cording and use. These are: data acquisition, data transmission,
data processing, and data utilization. Internal controls relating
to the first two stages are generally referred to as “input con-
trols,” those relating to the third stage, “processing controls,” and
those relating to the fourth stage, “output controls.” “Security
control” is another important aspect of an EDP system.

(a) Input controls—The purpose of input controls is to insure
correctness in the initial accumulation of data and any preliminary
operations that may be involved in presenting the information to
the computer. Specifically, they regulate and monitor the fol-
lowing activities:

® The authorization of source documents.

® The handling of source documents.
e The conversion of data to machine language.

Controls with respect to these activities should be reviewed
and tested in the same manner as that used for similar activities
in manual systems.

(b) Processing controls—These controls, which are known also
as programmed checks or programmed controls, are a part of the
stored instructions that direct a computer’s operations. To the
extent that they are used, an EDP system becomes self-regulat-
ing, eliminating the need for clerical monitoring of results. This
characteristic gives the computer a self-auditing capability which
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is superior to that of any other processing system. The purposes
of processing controls are to monitor the following:

® The adequacy of the programs.
® The quantity and quality of data.
® The correctness of human intervention.

There are numerous methods used to provide processing con-
trols. Among the more common control methods are the following:

Quantitative controls:
Record counts
Control totals
Hash totals

Sequence checks

Qualitative controls:
Coding checks
Combination checks
Check digits
Matching checks
Composition checks
Posting checks
Limit checks
Crossfooting checks
Sign checks
Labels

(c¢) Output controls—These controls provide accountability over
documents prepared by the computer. They regulate the assem-
bly and distribution of reports and provide a means of compar-
ing results with predetermined control information. Output
controls are not concerned with the accuracy of processing as
such, since this is a function of system controls in the input and
processing stages.

(d) Security controls—These controls consist of policies and
work rules governing the operation of electronic data processing
equipment. They are provided to protect the equipment, data,
and programs from known hazards. These include: fire, power
loss, humidity extremes, excessive dust, wear and tear, and other
physical hazards and inadvertent or deliberate destruction or
alteration by the machine operators. Measures that provide con-
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trol over the console and restrict access to program tapes and
data tapes should be emphasized.

Review and Tests of Internal Accounting Controls
By Independent Public Accountants

The principal purposes of the examination by independent
public accountants required under Rule 17a-5 are to report to
the jurisdictional agencies on financial condition (presented in
such detail as to facilitate computation of the net capital ratio)
and on any material inadequacies found to exist in the brokerage
concern’s accounting system, internal accounting control and pro-
cedures for safeguarding securities.

In his review of internal controls, the independent public ac-
countant should first obtain information as to procedures pur-
ported to be in effect and make an evaluation as to their
adequacy. After obtaining the information, he must make ap-
propriate compliance tests to satisfy himself that the procedures
are being carried out.

With reference to electronic data processing, the independent
public accountant should review and test the input, processing
and output controls. Additionally he should review procedures to
ascertain that controls over report distribution are adequate and
that reports showing errors or exceptions (based on processing
controls) are properly distributed to those responsible for fol-
low-up. The independent public accountant’s principal interest
in the so-called “security controls” relate to those measures that
govern or limit the activities of machine room employees. In
the system of internal control as a whole, the importance of
measures that provide control over the console and restrict ac-
cess to program tapes and data tapes should be emphasized.

In compliance with generally accepted auditing standards, as
well as the rules of the Securities and Exchange Commission and
the principal national securities exchanges, the independent pub-
lic accountant is required to review and make appropriate tests
of the accounting system, internal accounting control, and pro-
cedure for safeguarding securities for the period since the prior
examination date. If, based on his review and tests of compli-
ance, no material inadequacies are found to exist with respect to
any of the foregoing matters, the independent public accountant
should so state in his report on internal control. If, however,
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material inadequacies are found to exist his report should disclose
the nature of the inadequacies and the constructive action pro-
posed to be taken or already taken by the brokerage concern.
The supplementary report on internal control is now required to
be filed as public information and therefore it is suggested that
such report be included in Part I of Answers to Financial Ques-
tionnaire. Reference is made to Statement on Auditing Procedure
No. 49, and an illustration of suggested language for such a
report is presented in Exhibit C.

The evaluation of the adequacy of internal control, and the
distinction between inadequacies considered to be material
and those considered not material, is one of the more difficult
problems the independent public accountant encounters in carry-
ing out the audit requirements of the various regulatory agencies.
A material inadequacy can be defined as a condition that would
permit a person acting individually in the brokerage concern’s
organization to perpetrate errors or irregularities involving the
accounting records, assets of the brokerage concern, and/or assets
of customers that would not be detected through the internal
control procedures in time to prevent material loss or misstate-
ment of the concern’s financial statements, or serious violation of
rules of the regulatory agencies.
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Section 4

Examinations

General

The first prerequisite for undertaking an examination (audit)
of a broker or dealer in securities is to be knowledgeable of the
Securities Exchange Act of 1934, particularly Rules 15¢-3(1),
and 17a-5.

Timing of Commencement of Examination. Certain major ex-
changes presently require that the examination by independent
public accountants be made on a date previously unannounced
to the broker or dealer. The Securities and Exchange Commission
does not require that the examination be on a surprise basis.
Elimination of the surprise audit requirement is currently under
study.

Where the examination must be on a surprise basis, it is gen-
erally understood that it be commenced on the examination date
so as to minimize the problem of controlling securities move-
ments. However, the independent public accountant is not pre-
cluded from commencing the examination a few days prior
thereto.

Audit Requirements. The Securities and Exchange Commis-
sion, as well as the principal stock exchanges and other regula-
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tory bodies, have prescribed audit requirements (minimum) for
the examination of brokers or dealers in securities by independent
public accountants. It is incumbent upon the independent pub-
lic accountant, however, to expand the scope of his examination
if in his professional judgment such expansion is necessary in
the circumstances.

The audit requirements prescribed pursuant to Rule 17a-5 of
the Securities Exchange Act (which are the same as those set
forth in audit requirements of the national securities exchanges)
are set forth in Form X-17A-5 of the Securities and Exchange
Commission. See Exhibit T.

Preliminary Considerations. Prior to undertaking the examina-
tion, the independent public accountant should make a study of
the physical layout of the brokerage concern’s principal office,
the organization of the employees’ duties and other similar
factors. If the brokerage concern utilizes data processing, either
on premises or through a service bureau, the independent public
accountant should also make a review of the system, ascertain
the extent to which the system can be utilized in the conduct of
his examination, and arrange with the client to keep him
promptly advised of subsequent system and program changes.

Regardless of the system in use by the brokerage concern, it
is desirable for the independent public accountant to meet with
his client’s operating personnel well in advance of the exami-
nation date and develop an operating plan which may be
described as “what to do when the auditors arrive” and to ar-
range for proper liaison between his staff and client’s staff. This
will avoid confusion at the start of the examination and will in-
sure a minimum amount of inconvenience to his client.

Review of In-House Data Processing Operations. In audits of
brokerage concerns which utilize in-house computer systems, the
independent public accountant must evaluate the adequacy of
internal controls. Selected basic administrative control areas may
be reviewed on an annual basis. Major application controls
should be reviewed on a rotating basis (except that all major
application areas should be reviewed in a first-time-through sit-
uation ). In conducting the review of controls over data process-
ing, the independent public accountant should concern himself
with administrative, processing, and input/output controls. It
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is suggested that the independent public accountant refer to the
American Institute of Certified Public Accountants’ publication,
Auditing and EDP, by Gordon Davis, when developing the pro-
gram for this review. Many accountants will find it desirable to
utilize the services of data processing specialists in this area.

Review of Data Processing Service Centers. The use of a data
processing service center may to some degree improve the level
of internal control due to the greater separation of responsibili-
ties inherent in the “third party” status of the service organiza-
tion. However, a service center often processes major applications
such as purchase and sales, bookkeeping, margin, etc., for the
brokerage concern and maintains important files at the center
location. In such a case, the absence of good internal controls
may be considered a material inadequacy dué to the potential
for interruption of the brokerage concern’s day-to-day activities.

The work to be done by the independent public accountant
in reviewing controls will depend on the facts and circumstances
in each case. If, for example, the independent public accountant
is able to audit the output of the service bureau and to satisfy
himself that the brokerage concern has good controls and is able
0 check the daily output throughout the year, it may not be
necessary to perform any further review of the processing con-
trols in use at the service center. However, it would appear
essential that the independent public accountant make inquiry
as to the existence of any problems relating to system continuity
or data file security due to inadequate equipment or program
backup and/or poor administrative control at the service center.

If the independent public accountant determines that the con-
trols of the brokerage concern are weak and that output cannot
be checked daily, he should inquire whether the service center
controls are adequate. He might choose to accept the report of
the independent public accountant of the service center as to
the above matters, but if not, and if the processing is considered
significant in relation to the overall information processing of
the brokerage concern, he should consider visiting the service
center to perform the appropriate review. Again, in establishing
a program for such a review, it is suggested that reference be
made to the American Institute of Certified Public Accountants’
publication, Auditing and EDP, referred to above.
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Initial Control of Data Processing Operations. After the data
processing records (cards, tapes, or discs) have been updated on
the audit date and the usual daily reports prepared, the closing
stock record should be prepared. The data going into the prepar-
ation of the closing stock record should be utilized in the cus-
tomers’ statement run and in the preparation of the street side
runs, i.e., boxes, transfers, bank loans, correspondent brokers, etc.

Some brokerage concerns maintain a subsidiary record known
as a “holders’ file” which is a duplicate of the customers’ position
in the stock record in account sequence. This record is updated
each day and provides a current record of customers’ positions.
The record is also usually utilized in the preparation of custom-
ers’ statements. In other brokerage concerns the stock record is
maintained in account sequence and sorted into security se-
quence when a stock record is required. If the holders’ file is a
subsidiary record and if such record is utilized in the preparation
of customers’ statements, it should be compared mechanically
or electronically, under control of the independent public ac-
countant, with the customers’ positions in the stock record.

Representatives of the independent public accountant should
control or obtain duplicates of cards, tapes, and discs comprising
the following input data:

1. Stock record (in account or security sequence, whichever is
appropriate ).

Closing money trial balance.
3. Name and address.
Holders’ file (if any).

The independent public accountant’s representatives should
also be present to observe and control, to the extent required,
the preparation of the customers’ statements and the listings of
other accounts such as trading and investment accounts, details
of fails, transfers, boxes, etc. Such presence coupled with utiliza-
tion of the controlled input data in the preparation of the reports
and statements will eliminate the detailed checking otherwise
necessary to ascertain agreement between the customer state-
ments, position listings, and the stock record. Control in this con-
text could include a requirement for review or test of certain
computer programs of the brokerage concern.
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In those instances where the brokerage concern utilizes off-
premise service centers, the foregoing procedures may be
deemed unnecessary where the independent public accountant
has satisfied himself as to the internal controls and the inde-
pendence of ownership, management, and operation of such facili-
ties. If the independent public accountant utilizes special audit
reports generated by a service bureau, he should take whatever
steps he considers necessary to assure himself that the contents
of the reports are appropriate and valid.

Some independent public accountants take control of the brok-
erage concern’s data processing departments and use their own
employees in the preparation of the statements and reports
utilized in their examination. Others have devised sophisticated
programs of their own, including conversion programs which
convert the brokerage concern’s data into input data acceptable
to these special programs.

Fidelity Bonds. The independent public accountant should
examine the fidelity bonds of the brokerage concern under ex-
amination, should note any special conditions and compliance
therewith, and should ascertain that the amount of coverage is
in compliance with recommendations of regulatory bodies.

Examination of or Accountability for Securities

Physical Inspection of Securities. Securities in physical pos-
session may fall into several classes, depending upon the stage
of the transaction with the customer, the characteristics of the
customer’s account, and other factors. Such securities are ordi-
narily placed in boxes, cabinets, or other storage devices. Apart
from any physical form that such devices may have today, the
custom persists of referring to any given class of securities in
physical possession as being identified with a particular type of
“box,” such as “active box,” “safekeeping box,” “segregation box,”
“name of box,” etc.

Inspection of securities should include positive identification
of the classes or series such as, Class A or B common stock, pre-
ferred stock, prior preference stock, “old” or “new” stock and,
with reference to bonds, the interest rate and maturity date. All
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securities received while the count and inspection are in progress
should be segregated from those under audit control, and the
independent public accountant should have a record of securities
which are removed from audit control to permit delivery.

Control of securities should be maintained until the inspection
and count are completed and the results are compared with the
records. If time does not permit such control, securities not yet
compared with the records should be recounted before releasing
control and such counts agreed to by appropriate personnel of
the brokerage concern.

Any differences between the physical count and the records,
as to either quantity or identification, should be reviewed with
a responsible official of the brokerage concern who should, before
control is released, concur with the differences.

The record of inspection may be in the form of listings pre-
pared during the count or by checking the count to pre-listings
which are usually obtained where electronic data processing sys-
tems are in use. If listings are prepared during the count, it is
necessary to check the security count to the brokerage concern’s
stock record; whereas, if the pre-listing is prepared by utilizing
controlled data in the preparation of the stock record, the
two separate operations (listing and checking) are combined.

Securities in for Transfer, Exchange, or Redemption. The
brokerage concern, particularly one which engages in a large
number of transactions, probably will have a separate department
or division to handle securities which are held for transfer, ‘ex-
change, or redemption. The basic procedures for handling such
securities, however, are the same in all brokerage concerns and
do not vary materially with the size or plan of organization.
Securities in this class consist of the following:

1. Securities on hand pending preparation of instructions for
transfer of title, exchange, or redemption.

2. Securities on hand awaiting processing for delivery or routing
to securities boxes.

3. Securities on hand which are not in negotiable form because
of the absence of legal documents, such as those necessary
to qualify one to act as an executor, administrator, or guard-



ian, or in some other similar capacity. These securities are
frequently referred to as “legal” securities.

4. Securities delivered to local transfer agents for transfer of
title, exchange, or redemption and for which window tickets
or receipts are held.

5. Securities sent to out-of-town transfer agents or the corporate
issuers for transfer of title, exchange, or redemption. Cop-
ies of transmittal correspondence should be available for
inspection.

6. Securities receivable from other brokerage concerns which
have initiated a transfer-of-title procedure. This situation oc-
curs principally as a result of delivery to the receiving broker
of a certificate or certificates for a greater number of shares
than required and the receiving broker is having the excess
shares transferred to the name of the sending broker.

7. Securities in process of being transferred through Central
Certificate Service or any other depository service.

Securities in the first three of the foregoing groups should be
counted and inspected in the same manner as the securities in
any other box.

The location of the securities described in the last four of the
foregoing groups should be accounted for by direct correspond-
ence with the transfer agents, the corporate issuers, the other
brokerage concern or should be examined upon return to the
brokerage concern under examination.

Circumstances of internal control and/or the quality of audit
evidence obtainable, may be such as to permit, as an alternative
procedure, a combination of direct confirmation, inspection and
control of outgoing mail on the audit date and inspection of in-
coming mail for several days subsequent to the audit date. Securi-
ties received in the incoming mail should be inspected at the
time the mail is opened and should be traced to the record of
securities sent to transfer agents. Dates appearing on stock cer-
tificates received from transfer subsequent to the audit date
should be noted. Such information will be helpful to the inde-
pendent public accountant in satisfying himself that the securi-
ties purported to have been delivered out for transfer were not
actually on hand as of the audit date.
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Securities Held by Branch Offices. Ordinarily, securities held
by a branch office of the brokerage concern should be inspected
in the same manner as those held at the main office, and simul-
taneously with the inspection at the main office. Only if such
security holdings are small may it be appropriate to request that
all securities on hand at the branch office at the audit date be
submitted to a bank for inspection and for listing in detail in a
written communication to the independent public accountant.
Where this procedure is used, banks should be asked to hold
securities overnight. As an alternative procedure, when the hold-
ings are small, the branch office may be requested to mail all
securities on hand to the head office of the brokerage concern
in order that they may be counted and inspected by the inde-
pendent public accountant.

Securities in Transit Between Offices. Description and quanti-
ties of all securities which were transmitted between offices (in-
cluding correspondent brokers) during a period of several days
immediately preceding the audit date should be noted and used
in the reconcilement and accounting for securities in transit.

In those cases where outgoing mail on the audit date and
incoming mail for several days after the audit date is controlled,
securities in transit between offices may be examined and
checked to the record of pre-audit-date shipments. Identification
of securities by certificate number facilitates the audit of securi-
ties in transit.

If application of these procedures is impracticable, copies of
receipt forms, correspondence, and any other pertinent evidence
should be examined to the extent necessary to satisfy the inde-
pendent public accountant that the securities were actually in
transit on the audit date.

Free Shipments. In many instances, securities are shipped
“free” to out-of-town brokerage concerns to avoid payment of
collection charges. Requests for confirmation, prepared in suffi-
cient detail to clearly identify the security, should be mailed to
the respective brokerage concerns for all free shipments which
are open at the audit date.

Other Accounts Containing Security Positions. Under the audit
requirements prescribed by jurisdictional agencies “positive” con-
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firmation requests are required to be sent with respect to all
accounts containing security positions as of the audit date.

Count Differences. All differences disclosed, through the com-
parison of counts and confirmations, in the records of the broker-
age concern should be corrected or should be considered as
“differences” pending clearance.

Since many of the differences in security positions will be in
the nature of offsetting items, i.e., between box and transfer, box
and loans, etc., the recognition of these offsetting items is facili-
tated in large operations by use of a so-called “composite break
sheet” such as that shown below.

Security Security
Description ABC Corporation Number 1013
Account Stock Count or Account

Number Record  Confirmation Name
99999-0-5 300 200 Active Box
99996-0-9 100 —0— Branch Office
99997-0-7 —0— 100 Segregation Box
99995-0-9 200 300 Transfer

600 600

The responsibility for clearing security differences lies with
the brokerage concern. At times, the independent public ac-
countant may be requested to assist his client in researching the
open items; however, subsequent adjusting entries should be
initiated only by the brokerage concern under examination, and
the role of the independent public accountant should be limited
to controlling the open differences and satisfying himself as to
the validity of subsequent adjustments.

Examination of Accounts

General. All jurisdictional agencies require that written posi-
tive confirmation requests be sent to all customers whose ac-
counts show, as of the audit date, a balance due to or from, or
a security or commodity position with, the brokerage concern.
In addition to customers’ accounts (including closed accounts
discussed below) this requirement includes, but is not limited to,
the following accounts:
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Bank balances and other deposits

Deposits and open contractual positions with clearing cor-
porations and associations

Money borrowed and details of collateral

Accounts carried for the broker or dealer by others

Securities borrowed

Securities loaned

Failed to deliver

Failed to receive

Accounts of partners, officers, or directors

Investment and trading accounts (confirmed with manage-
ment)

Capital accounts

Borrowings and accounts covered by subordination agree-
ments

Open contractual commitments (other than unsettled “regu-
lar way” purchases and sales of securities)

Guarantees in cases where required to protect customers’
accounts guaranteed as of the audit date

In addition, the independent public accountant is required to
obtain a written statement from the proprietor, partner (if a
partnership ), or officer (if a corporation) as to the assets, liabili-
ties, and accountabilities, contingent or otherwise, not recorded
on the books of the brokerage concern.

Compliance with requirements for obtaining written confir-
mation shall be deemed to have been made if such request has
been mailed in an envelope by the independent public account-
ant, bearing his return address, and second requests are similarly
mailed to those not replying to the first requests, together with
such auditing procedures as may be necessary. With respect to
customers’ accounts closed since the last prior audit, the ac-
countant may use either positive or negative confirmation re-
quests. (Closed accounts for this purpose are those which, as of
the audit date, reflected no money balances, open contractual
commitments, or commodity or security positions and had no
transactions during the period covered by the customers’ state-
ment.)

It is further provided that, with respect to periodic investment
plans sponsored by member organizations of a national securities
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exchange whose members are exempted from Rule 15¢3-1 by
paragraph (b)(2) thereof, the independent public accountant
examining the financial statement of the originating member
organization may omit direct written confirmation of such plan
accounts with customers when, in his judgment, such procedures
are not necessary, if (1) the originating member organization
does not receive or hold funds for such accounts, except the
initial payment which is promptly transmitted to the custodian;
(2) the custodian is a member organization of such national
securities exchange and files certified reports complying with
Rule 17a-5 in connection with which the customers’ accounts are
confirmed by an independent public accountant; and (3) funds
and securities held by the custodian for each such customer’s
account are reconciled with the records of the originating mem-
ber organization as of the date of the most recent audit of the
custodian.

The independent public accountant should usually deliver the
request for confirmation directly to the postal authorities.
However, under certain circumstances he may hand deliver re-
quests for confirmation directly to the addressee through clearing-
house facilities. The addressee should be requested to acknowl-
edge in writing the accuracy of the statement of account which
accompanies the request for confirmation and to return the re-
quest directly to the independent public accountant in a self-
addressed envelope which has been enclosed for the convenience
of the addressee. Accounts for which no current addresses are
known and which have a money balance and/or security posi-
tions should be reviewed by the independent public accountant
to determine that efforts are being made to locate the customers
and that the accounts are under adequate supervision and
control.

Unsatisfactory replies should be followed up by, or under
the direction of, the independent public accountant. As to un-
answered requests, while he is required by the jurisdictional
agencies to make second requests, the independent public ac-
countant may, if deemed appropriate, make further requests.
Also, the independent public accountant may find it desirable to
furnish a listing of unanswered requests to the brokerage concern
at the conclusion of the examination.

Since positive confirmation requests are required by regulation
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for 100% of the accounts, thus mandating a scope which is more
comprehensive than the independent public accountant would
ordinarily consider necessary for the expression of his opinion, it
is appropriate to limit the application of alternative procedures
relating to non-replies to those non-replies included in a selected
sample. It is suggested that the sample be of sufficient size to
provide satisfactory evidence to the independent public account-
ant as to the validity of the accounts as a whole as if confirmation
had not been requested on a 100% basis. The alternate procedures
to be applied may include a review of subsequent cash receipts
or payments, delivery or receipt of securities, remittance advices,
orders, correspondence, credit files, etc. The sampling technique
does not, of course, relieve the independent public accountant of
responsibility for follow-up of all significant exceptions received
with respect to accounts not included in the sample.

While the examination of many of the accounts of a broker or
dealer in securities does not differ materially from the examina-
tion of accounts of other types of businesses, a few special com-
ments are presented, as follows:

Bank Balances and Other Deposits. In addition to confirming
bank balances, the independent public accountant is required to
reconcile balances shown by bank statements with balances re-
corded on the books. This requirement is deemed to be met
where the reconciliation is prepared by personnel of the broker-
age concern provided the independent public accountant satisfies
himself with respect to the accuracy of the reconciliation. After
allowing ample time for clearance of outstanding checks and
transfers of funds, the independent public accountant is required
to obtain from the depositories bank statements and paid checks
and by appropriate audit procedures to substantiate the recon-
ciliation as of the audit date.

Good-Faith Deposits. Generally good-faith deposits accompany
bids to purchase new issues of securities. The deposit and the
related commitment are normally confirmed at the same time.
The brokerage concern may be acting as manager of a group
making a bid for a new issue of securities and, in such cases,
the other participating members usually deposit proportionate
amounts of the required deposit with the managing concern. In
these instances, the participants should be requested to confirm
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in writing the amount of their deposit as well as their participa-
tion in the commitment.

Interest Accrued on Margin Account Balances. In order to re-
duce the month-end work peak, interest on customer accounts is
ordinarily computed, and charged to customer accounts, up to a
date within a week or ten days prior to the end of the regular
statement period. Interest from such date to the end of the regu-
lar statement period is then estimated and accrued on the basis
of the aggregate of all interest bearing accounts. The procedures
followed in making such accruals should be reviewed to ascer-
tain the reasonableness thereof.

Customers’ Accounts. The brokerage concern usually prepares
the statements of customers’ accounts as of the audit date and
under manual systems sometimes checks these statements to the
margin department records or to the stock record before releasing
them to the independent public accountant. Where in-house
data processing systems are in use, the independent public ac-
countant should be present during the time the statements are
being prepared and should control the statements and the cards,
tapes, or discs from which the statements were prepared. If the
client wishes to review the statements prior to mailing, the re-
view should be made from a copy released to the client and
arrangements should be made for proper control of any state-
ments released to the client for purposes of correction.

Copies of the customers’ statements should be retained by the
independent accountant as a part of his working papers, unless
the security and commodity positions and the ledger balances
in customers’ accounts are retained in some other form. In cases
where the brokerage concern utilizes data processing equipment
this other form may be tapes, discs, cards, or print-outs thereof.

Requests for confirmation of customers’ accounts are usually
in the form of printed data processing type cards which are en-
closed with the customers’ statement. Where data processing
systems are in use, the confirmation cards are prepared, usually
in duplicate, by use of a simple program or routine. The duplicate
card comprises a master deck which is utilized for the purpose
of determining the unconfirmed accounts requiring second
requests.
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In examinations of very small brokers or dealers, it is not un-
common for the independent public accountant to prepare, or
have the brokerage concern prepare for him, written or typed
requests for confirmation of customers” accounts which show the
money balance and details of the security position at the audit
date.

Customers’ accounts containing no money balance or security
position as of the audit, but which have been closed during the
current month (or during the most recent quarterly period in
cases where statements are furnished to customers on a quarterly
basis), are generally referred to as “flat accounts.” Under data
processing systems, statements for these accounts are usually
produced during the statement run as of the audit date and can
be confirmed in the same manner as open accounts. Customer
accounts closed since the previous examination by the inde-
pendent public accountant may be selected for confirmation on
a test basis utilizing either positive or negative form requests.

Trading and Investment Accounts. In addition to obtaining
written confirmation of trading and investment accounts from
management, the independent public accountant should also as-
certain that the trading department position records are in agree-
ment with, or reconcilable to, the stock record.

Capital Accounts. With respect to partnerships, the independ-
ent public accountant should examine the partnership agreement
and determine, among other things, the extent, if any, to which
securities or equities in partners’ security or commodity accounts
may be included in net capital.

With respect to corporations, the independent public account-
ant should examine the charter, bylaws, and minutes of meetings
of the Board of Directors and any committees thereof for the
period since the last examination. Minutes subsequent to the
audit date and up to the date of the accountant’s report should
also be examined for the purpose of determining subsequent
events which may have a bearing on the financial position and
results of operation as of the audit date.

The independent public accountant should also ascertain that
the brokerage concern has obtained counsel’s opinion to the effect
that the issuance of secured demand notes, debentures, subor-
dinated notes, voting and non-voting shares of capital stock or
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any capital contribution by limited or general partners since the
previous examination did not involve a public offering of securi-
ties within the meaning of Section 4(2) of the Securities Act
of 1933 and therefore need not be registered under such Act.

Subordinated Accounts and Borrowings. The independent pub-
lic accountant should examine subordination agreements and de-
termine, preferably by direct confirmation, whether or not they
have been approved by the regulatory bodies in the amounts re-
flected on the books. He should also determine the expiration
dates of the agreements, the extent of the amounts subordinated,
any limits as to those amounts, and the exact nature of the liabil-
ity to the subordinating party. This information is necessary in
order for him to determine the carrying value of these accounts
and the effect that the liability to the subordinated lender may
have under the “net capital” rules. Also, he should determine if
the borrower has the right to sell or pledge the securities and the
nature of the items to be returned to satisfy the subordinated debt.

Dividends Receivable or Payable. Dividends receivable in cash
or securities should be analyzed and reviewed as to age and col-
lectibility and, if material in amount, confirmation procedures
should be applied. Some regulatory bodies consider age a factor
when determining whether the cash or receivables are allowable
in the computation of net capital.

Many brokerage concerns do not record dividends receivable
or payable on stock positions “long” or “short” in trading or in-
vestment accounts until the payable date of the dividend, which
can be from a few days to several weeks after the record date
for the dividend. This practice may result in an understatement
of assets and income, or liabilities and expense, when a dividend
record date and payable date straddle the examination date.
Under these circumstances the independent public accountant
should review the procedures for recording dividends receivable
and payable and should ascertain the materiality of any unre-
corded amounts.

Exchange Memberships. The ownership of exchange member-
ships should be confirmed by direct correspondence with the
applicable exchange. Although an exchange membership is usu-
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ally registered in the name of an individual, it is ordinarily con-
sidered to be an asset of the brokerage concern if it is held by the
brokerage concern under a so-called A-B-C agreement or if its
use has been contributed to the brokerage concern under a sub-
ordination agreement. Also, it is not unusual for a broker or
dealer to have more than one membership on a particular
exchange.

Under an A-B-C agreement the member agrees that upon dis-
solution of the member organization or his ceasing to be a parti-
cipant therein or upon his death or other contingencies, he or
his legal representatives will comply with the terms of one of
the following options:

(a) Retain his membership and pay to the member organization
the amount necessary to purchase another membership

(b) Sell his membership and pay the proceeds over to the mem-
ber organization, or

(c) Transfer his membership for a nominal consideration to a
person designated by the member organization and satis-
factory to the exchange.

The propriety of considering exchange memberships as assets
of the brokerage concern should be ascertained by reference
to partnership agreements or other applicable documents of the
member organization.

Unclaimed Dividends, Coupons, and Securities. Procedures
followed by the brokerage concern for recording transactions in
accounts for unclaimed dividends, coupons, and securities should
be reviewed. Detailed accounts maintained for unclaimed items
should be agreed with related controlling accounts and particular
attention given to accounts containing debit balances and/or
short security positions. Charges against unclaimed items should
be test checked to claims or applicable correspondence, giving
particular attention to older items. Compliance with applicable
state escheat laws should be reviewed.

Suspense Accounts. All suspense accounts should be analyzed

to determine the nature of the items included therein, and the
items should, if material, be reclassified to appropriate accounts.
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Reserves and Allowances. The independent public accountant
should analyze or obtain from the brokerage concern analyses of
all liability and valuation reserve accounts. On a test basis he
should examine documentary evidence supporting charges and
credits to such accounts and indication of approval by authorized
personnel. He should also ascertain the adequacy of allowances
which are deductible from assets and investigate the reasonable-
ness of reserves established for possible claims. If he believes
provision for such allowances or reserves to be inadequate, he
should evaluate the circumstances in relation to the type of
opinion to be rendered covering the Answers to Financial Ques-
tionnaire and the financial statements.

Income, Expense, and Other Charges and Credits. The extent
of the examination of income, expenses and other charges and
credits is dependent upon the nature of the opinion to be ex-
pressed by the independent public accountant, the effectiveness
of the system of internal control, and the degree of reliance that
may be placed upon the classification of the income and expense
accounts. Audits of brokers and dealers have traditionally placed
primary emphasis on examination of the balance sheet, with
usually only limited procedural testing being performed on the
income and expense accounts. The responses (Answers) to
Financial Questionnaires filed with the various regulatory au-
thorities have been largely concerned with presentation of
financial liquidity or detailed information necessary for the net
capital computations. Recently, however, the income statements
of brokers and dealers have received considerable attention
because of the need to furnish financial information which is
adequate for public investors. This presents a unique problem
in that many brokers and dealers are subject to surprise examina-
tions which rarely coincide with their fiscal year-ends. Further-
more, situations will undoubtedly occur where brokers and
dealers will require their income statements to be audited retro-
actively so as to present comparative financial data for several
prior years.

In order to render an opinion on income statements of the
various fiscal years, the independent public accountant must do
sufficient audit cut-off work as of the fiscal year-ends (assuming
the regular audit does not coincide with the year-end) to satisfy
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himself as to allocation of income and expense items between
years, in addition to the testing of transactions during the years.
Whether the independent public accountant can satisfy himself
regarding the individual fiscal year results on a retroactive basis
depends upon the quality of the brokerage concern’s internal
controls and the accuracy of its records. Under conditions where
such items as stock record differences of material amounts may
have gone unresolved for extended periods, determination of in-
come on an annual basis may be impracticable.

As in other industries, the procedures followed in auditing the
income and expense accounts will depend upon their relative
importance and the internal control procedures in effect. Where
the independent public accountant merely renders opinions on
the Answers to Financial Questionnaire of the regulatory bod-
ies and the statement of financial condition, work on the income
and expense accounts may generally be limited to procedural tests
and review of internal control. The audit procedures prescribed
by the Securities and Exchange Commission and the stock ex-
changes relate only to the balance sheet accounts, are compre-
hensive and cover virtually all such accounts. Although retained
earnings or undistributed profit and loss are not specifically cov-
ered in the prescribed audit requirements, these accounts must
be reviewed in order to render an opinion on the overall fairness
of the statement of financial condition and the Answers to
Financial Questionnaire. Without a review of income and expense
accounts there can be no reasonable assurance that the assets,
liabilities, and capital accounts are fairly stated.

Depending upon the nature of the particular brokerage con-
cern, such procedural tests, quite limited in scope, might include
major elements of income and expense such as: commission in-
come, trading profit or loss, underwriting income, interest and
dividends, advisory fees, employee compensation, and interest
expense. It is also desirable to compare current operating results
with the prior period to ascertain that the variations are logical
in light of the facts and circumstances. Here the independent
public accountant should consider such matters as stock market
volumes, the brokerage concern’s share of the market, changed
business conditions such as volume of new securities offerings,
changes in character of the brokerage concern’s business, trend
of securities prices, etc. A comprehensive discussion of this com-
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parative data with top management will often highlight areas
where added audit emphasis should be directed.

If an opinion is to be rendered on the income statement, the
above procedures would, of course, still apply. In addition, how-
ever, many transactions that heretofore did not fall within the
scope of the procedural tests would have to be tested by exam-
ination of supporting records or documents. Particular attention
should be given to the consistent classification of items so as to
obtain meaningful trend comparisons.

Auditing for many of the income and expense items such as
interest, dividends, employee compensation, occupancy, com-
munications, promotion, and taxes is similar to other industries
and need not be covered here. Tests should be made of trading
and investment profit and loss and it should be ascertained on a
test basis, where appropriate, that trading and investment inven-
tories are marked-to-market and the market adjustment reflected
in current earnings. Calculations of commission income should be
tested and related to trading volumes and to compensation of
registered representatives. Provisions for uncollectible accounts
and for potential loss on aged fails, aged transfers, aged dividends
receivable and security shortages should be analyzed and re-
flected in the proper period. Accounts reflecting losses or gains
from closed out security differences should be reviewed and con-
sideration given as to the effect of possible claims arising from
closed out “long” differences (overages). Care should be exer-
cised to determine that proper accruals are made in the appro-
priate period for such items as investment advisory fees, sums
due to and from syndicate account managers, merger and pro-
fessional fees, etc. If the accounting for securities transactions
is on a “settlement date” basis, it is appropriate to accrue com-
mission income on the unsettled trades and related expenses
such as registered representatives’ share of the commissions, floor
brokerage, etc. Since the brokerage concern has performed all of
the required services and incurred the costs of earning one-half
of the “round-turn” commissions on open commodity positions,
such commissions, if material, should be accrued even though
they are not billed to customers until the position is closed.

If the examination is being made at a time other than at the
time of the normal closing of the accounts of the brokerage con-
cern, it is the practice to group all income and expense account

90



balances into one figure designated as “undistributed profit and
loss.” As brokerage partnerships frequently have limited partners
who share in the profits in addition to receiving interest on their
capital contributions, care should be exercised in classifying as a
liability that portion of undistributed profits which is applicable
to limited partners in accordance with the terms of the partner-
ship agreement.

Open Contractual Commitments. Contractual commitments
which are usually not recorded in money liability accounts in-
clude underwriting commitments, “when issued” contracts, “de-
layed delivery” contracts, endorsements of puts and -calls,
commitments in foreign currencies, etc.

Confirmation of all commitments of the type indicated, other
than endorsed puts and calls (as to which the holder is un-
known ), should be requested, as well as the offsetting commit-
ments of its customers. In most instances the commitments of
customers will appear in the accounts of the customers and will
be confirmed at the time the accounts are confirmed. In other
instances, however, information as to purchases and sales of se-
curities on a “when issued,” “delayed delivery,” or “when dis-
tributed” basis may not appear in the accounts of customers or
others but may be represented by tickets in an open contract file.
If so, these open contracts must be confirmed in the same manner
as other accounts. In some instances where a settlement date
(subsequent to the audit date) has been fixed for an open con-
tract transaction, the broker or dealer will clear the open contract
file and enter the transactions on the settlement blotter for the
day of settlement. These transactions are not “regular way” trans-
actions and should be confirmed and reported as “open con-
tractual” commitments.

Another type of contract has to do with the brokerage con-
cern’s interest in joint accounts in issued securities carried by
other brokerage concerns. In many instances the interest in these
positions in securities is not recorded in the financial accounts
of the non-carrying member of the joint account although, if
material, they should be reflected in the financial statements.
Regardless of whether or not the positions are reflected in the
financial accounts of the brokerage concern under examination,
all details of the joint accounts should be confirmed in writing
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with the carrying brokers. If the brokerage concern under exam-
ination is the carrying broker, all details of the joint accounts
should be confirmed with the participating brokers.

Contingent Items. Inquiry should be made as to the existence
of contingent or unrecorded assets, liabilities and accountabilities,
lawsuits or claims pending, accommodation endorsements, redis-
counted notes, guarantees, and subsequent happenings. A repre-
sentation should be obtained from an authorized representative
of the brokerage concern as to unrecorded assets, liabilities, ac-
countabilities, and any other matters which might influence the
overall fairness of the financial statements.

Written statements should be obtained from outside legal
counsel of the brokerage concern as to the status of lawsuits or
claims pending and any other matters involving legal determin-
ation and as to the probable extent of any liability arising
therefrom.

Unsettled Principal Transactions. Many brokerage concerns re-
cord transactions on a settlement date basis; however, particu-
larly where brokers or dealers in securities maintain substantial
positions in their inventory accounts, it may be necessary, where
there has been a material change in the inventory value, to
adjust such accounts to a trade date basis in order to present
fairly the financial position and results of operation.

In cases where trades are recorded on the trade date basis,
the offsetting entry on a sale of securities would be to the asset
account “Receivable for securities sold for future settlement,” and
the offsetting entry on a purchase of securities would be to the
liability account “Payable for securities purchased for future set-
tlement.” The receivable and payable accounts, including securi-
ties positions, should be confirmed, if practicable, or otherwise
audited by alternative procedures. If confirmation is requested,
the confirmation should identify the securities by quantity and
description, trade date and settlement date, and should show
the specific amount to be received or paid upon receipt or deliv-
ery, respectively, of the security.
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Exclusion From Valuation of Segregated and
Safekeeping Securities

Under Item B.2 of the general instructions to Form X-17A-5
the valuation of customers’ securities in segregation or safekeep-
ing need not be included in the answers. While the language
indicates that the elimination is permissive, the valuations of
segregated and safekeeping securities (including fully paid for
securities in transfer into the name of the customer) are gener-
ally eliminated because the values have no financial significance
and their elimination facilitates the interpretation of the Answers
to Financial Questionnaire.

In brokerage concerns utilizing electronic data processing it
is possible to develop programs which automatically eliminate
from valuation the segregated and safekeeping securities. These
programs are designed to cross-foot the quantities appearing in
the “Seg” and “SK” columns (see example of EDP produced
stock record elsewhere herein), to subtract the totals thus ob-
tained from the quantities appearing in the “long” column (or in
the “short” columns with respect to the box control accounts), and
to determine the net quantities “long” and “short” which should
be valued. Special program instructions may be provided to
identify “over segregated” conditions, i.e., where the aggregate
in segregation and safekeeping columns exceeds the position
“long.” (This indicates an error condition which should be cor-
rected.) Items in process of being transferred into customer name
are eliminated by special program instructions, or manually as if
such securities were in segregation. This elimination is made
because the securities, when returned to the brokerage concern
in customer name, are generally no longer negotiable and are
held for that particular customer.

In smaller brokerage concerns where the independent public
accountant manually checks security counts and confirmations to
copies of the brokerage concern’s stock record, the elimination
of segregation, safekeeping, and transfers to customers’ names
are performed manually. Where the independent public account-
ant checks his security count to copies of the stock record, the
“Seg” or “SK” column may be posted opposite the customers’
names simultaneously with the count check out. An example of
this operation is shown on the following page.
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MARKET

SECURITY: X Y Z Corporation 6% Preferred VALUE
SouRcE
LONG
Quantity SK.
Shs. or Par Fr.|| or SEG. Value
Customers’ Accounts:
100(1)
John Doe 200 100(3)

. 100(2)
Richard Roe 500 100(3)
Henry Hoe 100 100(1)

Failed to Deliver 200
Stocks Borrowed 100
Firm Accounts 100
1,200 500
SHORT
Quantity SK

Shs. or Par Fr. or SE:C. Value

Customers’ Accounts:

James Smith 100

Firm Accounts —

Active Box 100

Safekeeping Box 200 200(1)

Segregation Box 100 100(2)

Bank Loans 500

Transfer 200 200(3)
1,200 500
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After the segregation and safekeeping elimination has been
completed, the balance of positions to be valued “long” should be
in agreement with the balance of positions to be valued “short.”

Valuation of Securities

Securities regularly traded are valued at the closing prices on
the audit date or, in the event that no transactions occurred on
that date, at the appropriate closing bid or ask prices. Fractions
are generally eliminated unless their elimination would have a
material effect on net capital.

Market prices for securities actively traded are obtained from
financial journals or other reliable sources and the source indi-
cated in the working papers. Quotations may not be-available
for exempted securities and securities not actively traded. In
such cases, the independent public accountant may obtain prices
for such securities from the trading department of the brokerage
concern being examined, provided he checks all material items
independently with some other brokerage concern having knowl-
edge of the particular security and, for net capital computation
purposes, that such securities meet the requirements of the ap-
plicable regulatory body.

In the case of securities for which market quotations cannot
be obtained, fair values would ordinarily be determined by the
management. The independent public accountant does not func-
tion as an appraiser and is not expected to substitute his judg-
ment for that of the brokerage concern’s management; rather he
should review all information considered by management and
ascertain that the procedures followed appear to be reasonable
and adequate. Since the determination of fair value involves
subjective judgment which is not susceptible to substantiation
by auditing procedures, the accountant may find it appropriate
to qualify his opinion where such valuation involves material
amounts.

Reference is made to Accounting Series Releases No. 113 and
No. 118 of the Securities and Exchange Commission as guides
for the valuation of securities and the auditing thereof.

General instruction B.5 to Form X-17A-5 requires that securi-
ties not readily marketable shall be so designated in the Answers
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to Financial Questionnaire. (Reference should be made to
the rules and regulations of the applicable regulatory bodies for
definitions of “not readily marketable.”)

In brokerage concerns utilizing electronic data processing, spe-
cial programs are often developed which associate pricing data
with the stock record and perform the necessary computations
automatically. The end result is what may be termed a “valued
stock record.”

In smaller brokerage concerns the security prices and source
may be entered on a copy of the stock record and the neces-
sary computations performed manually. The “valued stock rec-
ord” would appear as follows:

MARKET
SECURITY: XY Z Corporation 6% Preferred VALUE 46

Source WN-1(®)

LONG
Quantity || Sk,
Shs. or Par Fr. || or SEG. Value
Customers’ Accounts:

John Doe 200 }gg
Richard Roe 500 %83 13| 800

Henry Hoe 100 100
Failed to Deliver 200 9| 200
Stocks Borrowed 100 4| 600
Firm Accounts 100 4| 600
1,200 500 32| 200
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SHORT

Quantity SK.
Shs. or Par Fr. || or SEG. Value

Customers’ Accounts:

James Smith 100 4 1600

Firm Accounts -

Active Box 100 4 1600
Safekeeping Box 200, 200
Segregation Box 100 100
Bank Loans 500 23 {000
Transfer 200, 200

1,200 500 32 | 200

(®) Wall Street Journal
New York Stock Exchange
Closing Sale

Review and Classification of Accounts in Response to
Financial Questionnaire

At this point of the examination, securities valuations “long”
and “short,” by security, have been balanced and preliminary
classification of the questionnaire answers for most of the general
ledger accounts determined. However, certain accounts, such as
those with customers and brokers, must be analyzed before
it can be determined where they are to be reported in the ques-
tionnaire. In general, the accounts to be analyzed are those which
contain, or may contain, security or commodity transactions and
where the classification of the account may depend upon the
relationship of security valuations to the net debit or credit
balance in the account.

In manually operated accounting systems the valuation of each
security position may be posted to the audit file copies of the
statements of customers and brokers, bank loan confirmation
requests, etc. This procedure may be accomplished at the same
time the security positions, as shown on the stock record, are
compared to those shown on the file copies of the statements.
When all values have been posted, the valuations are totaled
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separately by “long” and “short” on each file copy or listings
such as those containing trading and investment accounts. The
totals obtained are then compared to the appropriate totals
mentioned in the following paragraph.

In turn, a summary analysis is made of the valued stock record
which should show totals for each security valuation “long” and
“short,” summarized as follows:

Customers

Brokers

Trading and investment accounts
Other accounts

Bank and other loans

Box, transfer and transit

When complete, the summary is totaled, and the total of all
valuations “long” must agree with the total of all valuations
“short.”

After posting of security valuations to copies of customer’s
statements the customer’s equity in each account may be deter-
mined. Accordingly, all statements which show this information
are commonly referred to as “equity statements.”

In determining a customer’s equity in an account, the value
of securities “long” represent credits and the value of securities
“short” represent debits. If the value of securities “long” exceeds
the debit balance plus the value of securities “short,” or if the
credit balance plus the value of securities “long,” exceeds the
value of securities “short,” such excess represents the customer’s
equity in the account and the account is secured. If the total of
the debit balance and value of securities “short” is greater than
the value of securities “long,” or if the credit balance is less than
the value of securities “short,” the account is in deficit and is
partly secured. If the account shows a debit balance and no long
security values, or a short security value and no credit balance or
long value, the account is unsecured.

In determining equity, all of a customer’s accounts (including
accounts related by bona fide written guarantees) other than
regulated commodity accounts may be combined. Also, securities
in negotiable form which were not valued, because held in segre-
gation, may be considered (but need not be reported in the An-
swers) in determining the equity and status of an account. For
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example, if the equity statement discloses the account to be un-
secured, but the value of negotiable securities held in segregation
is equal to or greater than the deficit, the account should be
classified as secured.

Although the classification of customer accounts is primarily
based on the equity or deficit in the account, there is an addi-
tional classification consideration with respect to customers’ cash
accounts. Form X-17A-5 provides that “bona fide cash accounts”
(defined as accounts having both unsettled money balances and
positions in securities which are current items within the mean-
ing of Section 4(c) of Regulation T of the Board of Governors
of the Federal Reserve System) are to be classified in Question
6A regardless of whether the account liquidates to an equity or
a deficit. Therefore, in order to properly classify cash accounts,
a determination must be made as to whether the open trans-
actions included in each account are current. Cash accounts
which contain one or more transactions which are not current
within the meaning of Section 4(c) of Regulation T must be
reclassified from Question 6A to Question 6B or 6C, based on
the equity or deficit in the account. As indicated elsewhere in
this audit guide, the present practices of the brokerage industry
provide for the maintenance of customers’ accounts on a “net
balance forward” basis which does not provide details of the
individual open items comprising such balance in form through
which open transactions can be readily aged and summarized at a
given point in time for classification purposes. Accordingly, it
may be time consuming and costly for the brokerage concern
to comply with this classification requirement and extremely dif-
ficult for the independent accountant to ascertain that “all” trans-
actions included in accounts which are classified as “bona fide”
cash accounts are current.

The difficulty posed by the present requirements is under
consideration by various regulatory agencies at this time.

After completing the analysis of customers’ accounts a sum-
mary classification is prepared and may then be posted to the
general ledger working trial balance. In addition, the values
shown on the valued stock record covering securities in box,
transfer, and transit may likewise be posted to the general ledger
working trial balance.

The responses to Questions 14, 15, and 16 are not recorded in
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ledger accounts for money, and the security values are not in-
cluded with the totals reported in the columns for “long” and
“short”; accordingly, responses to these questions are prepared
independently of the responses to preceding questions.

In substance, similar steps are taken in order to classify the
accounts, by type, when the brokerage concern utilizes EDP
equipment. There are various methods that may be utilized in
order to accomplish these objectives. Such methods vary de-
pending upon the systems and procedures in effect.

Margining of Customers' Margin Security Accounts

Margining of customers’ margin security accounts is not re-
quired for purposes of completing Form X-17A-5 of the Securities
and Exchange Commission or Parts I and II of the financial
questionnaires of the various regulatory bodies. However, for
purposes of completing Part III of the financial questionnaire of
the New York Stock Exchange (which part is also required by
other exchanges) margining of all customers’ margin security
accounts is necessary. All security accounts of a customer may be
combined for the purpose of determining adequacy of margin.

Federal regulations designate the amount of credit which a
brokerage concern may extend to its customers on initial pur-
chases of securities. The exchanges, on the other hand, designate
in their rules the margins which their member organizations must
maintain in the margin accounts of customers. Although it is
maintenance margin that the independent public accountant is
primarily concerned with in his examination of the Answers to
Financial Questionnaire, he should also review and test pro-
cedures for compliance with federal regulations of initial margins.

Margining of customers” margin security accounts begins with
the equity statements described elsewhere in this guide. In large
brokerage concerns utilizing electronic data processing equip-
ment, margining may be performed by use ot special programs
which are sometimes incorporated in the equity statement pro-
grams and performed simultaneously with the preparation of the
equity statement. In small manually operated brokerage concerns
and in some brokerage concerns with less sophisticated data pro-
cessing equipment, the margining operation can be accomplished
by performing the calculations manually on the equity statement
(or on a copy of the customer’s statement to which security
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valuations have been entered from the valued stock record during
the posting operation ).

The following example, based on the present maintenance mar-
gin requirements of the New York Stock Exchange, illustrates a
method used to determine the amount of cash required, if any,
to margin an account. Such cash required (after application of
current margin calls outstanding as of the audit date) must be
reported in Part III of the Answers to Financial Questionnaire
when reporting to the New York Stock Exchange.

Customer—]John Doe:

Ledger balance—debit $ 6,800
Long security valuations:
100 shs. A B C Corp. @ 75 $7,500
200 shs. X Y Z Corp. @ 25 5,000 12,500
Short security valuation:
100 shs. D E'F Corp. @ 32 3,200
Computations
Equity in account:
Debit balance 6,800
Valuation of “short” securities 3,200
Total 10,000
Valuation of “long” securities 12,500
Equity $ 2,500
Maintenance margin required:
25% of valuation of “long” securities $ 3,125
30% of valuation of “short” securities 960
Total $ 4,085
Maintenance margin deficiency (cash basis)
($4,085-$2,500) $ 1,585

If the customer corrects the maintenance margin deficiency by
depositing additional securities, the valuation of such securities
must be greater than the $1,585 cash deficiency shown in the
above example since the additional securities are also subject
to the 25% maintenance margin requirement. To determine the
valuation of securities needed to correct the cash margin defi-
ciency, the cash margin deficiency is divided by 75% which, in
the above example, would result in $2,113.33.

If undermargined accounts are guaranteed and such guaran-
tees are evidenced by approved written forms, the maintenance
margin status is determined by combining the account with the
account of the guarantor.
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The margining of accounts contemplates that consideration be
given to margin required with respect to contractual commit-
ments such as “when issued,” “when distributed,” and “delayed
delivery” transactions and put and call options.

Computation of Net Capital and Capital Ratio

Before completion of the examination of the Answers to Finan-
cial Questionnaire, the independent public accountant is re-
quired to verify the computation of net capital and the capital
ratio of the respondent as of the audit date in accordance with
the rules of the Securities and Exchange Commission or of the
securities exchanges of which the respondent is a member. He is
also required to review the procedures followed in making the
periodic computations required under provisions of Rule 17a-3
(a) (11) of the Securities and Exchange Commission. The various
net capital rules specify the maintenance of a minimum net cap-
ital and establish maximum permissible ratios of aggregate in-
debtedness to net capital.

Net capital is basically the net worth plus, where applicable,
subordinated indebtedness of a broker or dealer less (1) assets
which cannot be readily converted into cash and (2) certain
percentage reductions, referred to as haircuts, in the market value
of proprietary securities.

“Aggregate indebtedness” is the aggregate of certain liabilities
as set forth in Rule 15¢3-1 of the Securities Exchange Act of
1934 and may be defined generally as total money liabilities ex-
cluding amounts payable to general partners and excluding in-
debtedness (1) adequately collateralized by securities exempted
from registration under the Securities Exchange Act of 1934
otherwise than by action of the Securities and Exchange Com-
mission, (2) adequately collateralized entirely by proprietary
securities, and (3) subordinated to claims of general creditors
under approved agreements.

The rules, regulations, and instructions relating to the compu-
tation of net capital have been made quite extensive in an
attempt to provide for the proper handling of a myriad of trans-
actions. Since the number of situations a broker or dealer may
engage in is limited to some extent only by his imagination, a
standard form which may be used to insert figures to arrive at

102



net capital does not appear to be practical. However, examples
of a computation are provided in Exhibit R and in the Securities
Exchange Act (1934) Release No. 8024 (which is also identified
as Accounting Series Release No. 107 of the Securities and
Exchange Commission). Unfortunately, there are at present nu-
merous variations in the capital rules of the regulatory and self-
regulatory bodies. It is, therefore, extremely important that the
independent public accountant ascertain (a) which rule is ap-
plicable in each case, and (b) that he is familiar with the current
provisions and interpretations of such rule.

Computation of Formula for Determination
Of Reserve Requirement

On November 10, 1972 the Securities and Exchange Commis-
sion adopted Rule 15¢3-3, under the Securities Exchange Act of
1934, which became effective January 15, 1973. The Rule pro-
vides, among other things, that a brokerage concern must com-
pute on a weekly basis the amount, if any, of customer funds
held in excess of funds deployed in specific customer related
activities and, further, that such amount must be on deposit in
a “Special Reserve Bank Account for the Exclusive Benefit of
Customers” at all times. The computation is made in accordance
with a detailed formula which is provided in the Rule. The Rule
also requires a brokerage concern to promptly obtain physical
possession or control of all fully-paid securities and excess mar-
gin securities carried for the account of customers and requires
him to act within designated time frames where possession or
control has not been established.

The independent public accountant should review the pro-
cedures and controls of the brokerage concern relating to this
Rule and perform those tests which he considers necessary to
satisfy himself that the procedures and controls in effect provide
reasonable assurance of compliance with the Rule.

Report to Be Rendered on SIPC Annual Assessment

The Securities and Exchange Commission, in its Release No.
9766, amended Rule 17a-5 by the addition of paragraph (b)
(4), effective October 15, 1972, which requires certain ex-
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change members, brokers and dealers to file concurrently with
the report filed pursuant to Rule 17a-5, a supplemental report,
in letter form, addressed to the Commission, covering the SIPC
annual general assessment reconciliation or exclusion from mem-
bership forms, not previously reported on under this subpara-
graph (b)(4). Attached to this supplemental report shall be
an independent public accountant’s report which shall state that
in his opinion either the assessments were determined fairly in
accordance with applicable instructions and forms, or that a claim
for exclusion from membership was consistent with income re-
ported. However, if his examination did not provide the basis
for issuing such a report, the accountant shall state the extent
of his review. Such review shall include as a minimum, certain
procedures as detailed in the amendment.

Reporting

The independent public accountant’s report covering the An-
swers to Financial Questionnaire must meet specified Securities
and Exchange Commission and stock exchange requirements (see
Exhibit A). Reports on statements of financial condition and re-
lated statements of income follow the standard short form (see
Exhibits D and J), as does the report when reporting only on
the statement of financial condition (Exhibit P).

There may be situations where it is appropriate for the inde-
pendent public accountant to qualify or disclaim an opinion.
Particularly troublesome areas include material amounts of un-
resolved security differences, suspense accounts, unverified trans-
fer items and unverified dividends receivable. Situations may
also be encountered where operational conditions and the status
of the records are such that it would be inappropriate to report
on financial statements prepared on a “going concern” basis.

A violation of the applicable net capital rules as of the audit
date requires footnote disclosure and may require the inde-
pendent public accountant to qualify his opinion because of
“going concern” considerations. However, there may be situations
in which the capital deficiency is corrected prior to the issuance
of the independent public accountant’s report. In these circum-
stances footnote disclosure may be adequate.
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Section B

Commodity Transactions

General

The commodity department usually functions as an independ-
ent unit with its own purchase and sales, bookkeeping, and mar-
gin departments. The commodity general ledger reflects all real
and nominal accounts relevant to commodities and carries the net
balancing figure thereof as an account in the general ledger.

Transactions in commodities involve either futures contracts
or spot (cash) transactions. A futures contract is an agreement
to buy or sell a definite quantity of a specified commodity of a
certain grade at some later time. Settlement generally is made
by an offsetting futures contract, either before or during the
delivery month specified in the contract; this is known as a
round-turn. A spot (cash) transaction involves delivery of the
commodity. Customers of brokerage concerns generally are not
interested in making or accepting delivery of a commodity; in-
stead, they wish to trade in futures contracts only.

Security brokers and dealers who also deal in commodities
generally engage in at least one of several activities. The larger
brokerage concerns may act in the capacity of futures commis-
sion merchants, cash commission merchants, commodity mer-
chandisers, and country and/or terminal grain elevator operators.
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The number of brokerage concerns that engage in all of these
activities is relatively few as commodity trading is a highly spe-
cialized activity.

Trading in futures is the most common type of commodity
transaction and, accordingly, is the kind which will be most fre-
quently encountered in examinations of brokerage concerns.
While a direct relationship with futures trading exists, cash
(spot) trading occurs much less frequently. Commodity mer-
chandising and elevator operations often are conducted through
subsidiary or affiliated companies because of capital requirements
and other restrictions imposed upon brokerage concerns who are
also members of national securities exchanges.

Commodities traded range from grains to cocoa, cotton, eggs,
metals (lead, copper, etc.), and meats (turkeys, pork bellies,
etc.). Commodities are susceptible to trading on a futures basis
because of their generally fungible nature (that is, a particular
lot or grade of the physical commodity loses its identity when
commingled with quantities of the same commodity) and vola-
tility of price fluctuations in periods of uncertainty (wartime
conditions, crop failures, pestilence, drought).

In the absence of a futures market for these commodities, food
processors, millers, farmers, and other users who must carry
large physical quantities of these commodities in inventory would
be subject to the risk of price changes. The futures market, how-
ever, affords these users a means of price protection by enabling
them to hedge the physical quantities of commodities in inven-
tory in either their raw or finished state.

In its simplest form, hedging involves the simultaneous pur-
chase of the physical commodity to replenish inventory and en-
tering into a contract for the sale of the same commodity for
delivery at some future date. Theoretically, as physical (spot)
inventory is accumulated, futures (sales) contracts are entered
into to hedge against loss due to price fluctuations. As the phys-
ical inventory of the commodity is sold, the futures trade is
closed by buying-in the previous sale. Any loss incurred on the
futures transaction becomes part of the cost of sales and will be
offset by a profit on the inventory liquidation, or vice versa.

Through continued application of futures transactions, com-
modity users can avoid a large part of the potential losses caused
by fluctuations in market price of the commodity.
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While price protection is the basic purpose of a futures market,
the speculator plays a major role in making an effective market.
The speculator assumes the risk of price changes, and it is these
changes in price that provide the speculator an opportunity to
profit, generally by assuming a position opposite to the hedger.

The federal government participates significantly in the regu-
lation of commodity exchanges. Through the authority conferred
upon it by the Commodity Exchange Act, the United States De-
partment of Agriculture regulates the operation of certain com-
modity contract markets or exchanges. Some of the more
important provisions of these regulations limit the quantities of
speculative futures contracts in each commodity any one person
may acquire, require daily reporting of trading activity by ex-
change members, and restrict use of customers’ funds deposited
with brokers as margin on futures contracts.

Federal authority over trading activity is confined only to cer-
tain commodities—commonly referred to as regulated commodi-
ties. These commodities are, however, often the most actively
traded, and accordingly, Federal regulation is quite broad in
scope. Regulated commodities are generally those domestically
produced farm commodities controlled by regulations of the
United States Secretary of Agriculture under the Commodities
Exchange Act. These include grains, soybeans, cotton, butter,
eggs, potatoes, etc. Commodities not covered by this legislation
are classified as non-regulated commodities.

In a few instances, brokerage concerns also may be subject
to the United States Public Warehouse Act governing the oper-
ation of public storage facilities. These situations are generally
confined to concerns operating grain elevators.

In addition to federal government regulations, brokerage con-
cerns must conform to the requirements of the various contract
markets or exchanges and associated clearing organizations of
which they are members. These self-policing organizations are
similar in nature to security exchanges in that they maintain and
provide a market place for buyers and sellers and establish stand-
ards for orderly trading. Moreover, initial and maintenance mar-
gin requirements have been established for each commodity.
Unlike security exchanges, however, commodity exchanges have
set maximum daily price fluctuations for certain commodities.

Rules and regulations of the various exchanges require mini-
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mum initial margin deposits depending upon the commodity
bought or sold. While the brokerage concern may establish its
own requirements depending upon the financial ability of a par-
ticular customer, they must not be less than the minimums set by
the exchanges. Margin rates differ for each commodity and for
the purpose for which a futures trade is made, that is, hedging
or speculating. In periods of high volume of activity, when ex-
cessive speculation prevails, the exchanges increase initial mar-
gin requirements. However, margin rates are subject to reduction
or restoration to their previous level when conditions warrant a
change.

In addition to initial margin requirements, maintenance mar-
gin requirements have also been prescribed by the exchanges.
Any impairment of the initial margin deposit due to price fluctua-
tion below the maintenance margin level set by the exchange
must be met by margin calls to customers. In most cases, the call
must be sufficient to restore the margin to the maintenance level
which is usually lower than the initial margin, while for certain
commodities the call must be sufficient to restore the margin to
the original margin deposit. Obviously, if the call is not met
within a reasonable number of days, the customer’s open futures
position must be liquidated to an extent that would bring his
account back to a status of margin conformity.

Execution of orders for future commodity trades by brokerage
concerns is somewhat similar to the handling of stock or bond
orders. However, a brokerage concern, other than a brokerage
concern which places its commodity transactions through a cor-
respondent broker, actually deals with a clearing organization
when it buys and sells futures contracts for the account of its
customers. According to commodity exchanges rules, the clearing
organization substitutes for the other broker that is a party to
the transaction. As a result, offsetting transactions entered into
by the same broker are immediately balanced against one another
by the clearing organization.

Accounting for a future commodity contract transaction differs
from that for a security transaction. While a confirmation of the
trade is submitted to the customer showing the pertinent price,
quantity, and commodity data, no monetary entry is made in the
customer’s ledger. The customer’s account reflects only the mar-
gin deposit and the open contract in the commodity traded.
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The commodity exchange usually establishes at the close of
business each day a settlement price to which all contracts are
to be adjusted, that is, marked-to-the-market. Each day, all open
contracts are listed, together with the quantity, contract price,
and settlement price. The net difference (gain or loss) is deter-
mined, after considering the nature of the individual variations,
and is settled in cash with the clearing organization each day.
The brokerage concern records the amount of the daily settle-
ments in contract difference accounts from which gains and
losses are transferred to the customers’ accounts when round-
turns have been completed.

Standing margins are established by the clearing organization
and are used as collateral to guarantee a brokerage concern’s
commitments. The amount of margin is based upon the position
in each commodity. The cash generally is deposited by the clear-
ing organization in a bank account designated by the brokerage
concern, and evidence of these deposits in the form of margin
certificates is delivered by the bank to the member organization.

The foregoing procedures apply basically to all futures com-
modities trades, regulated as well as nonregulated. Futures con-
tracts in regulated commodities, however, impose additional
accounting requirements. All funds deposited by customers and
all funds accruing to customers as a result of trades or contracts
must be separately accounted for and deposited in separate bank
accounts appropriately designated as customers’ funds segregated
under the Commodity Exchange Act or invested in qualified
securities. Such investments are limited to obligations of the
United States, general obligations of any State or of any political
subdivision, or obligations fully guaranteed as to principal and
interest by the United States, and the securities must be de-
posited in an escrow account with a bank. Income derived from
these securities accrues to the brokerage concern. The amount
of money and securities which must be deposited in segregated
accounts in order to comply with the requirements of the Com-
modity Exchange Act must be computed as of the close of the
market each business day.

In determining customers’ funds to be segregated, a deficit
in the account of one customer cannot be offset against another
customers’ equity. Separate accounts must be kept for customers
trading in both regulated and nonregulated commodities as the
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Commodity Exchange Act prohibits commingling of funds and
transferring between customers’ accounts except on specific writ-
ten authorization of the customer. The Commodity Exchange Act
does not regulate margin requirements on futures trades; these
are regulated by the various exchanges. However, the Commod-
ity Exchange Act specifies that customers’ funds deposited in
accounts designated as regulated commodity accounts may be
used only to margin customers’ regulated commodity positions.

Many brokerage concerns, particularly those located outside
the exchange cities, do not deal directly with the commodity
exchanges but place their commodity transactions through cor-
respondent brokers. In such instances, the accounts of the broker-
age concern may not contain a contract difference account since
the offset to purchases and sales of futures commodity transac-
tions will be in the account with the correspondent broker,

Examination of Commodity Department

In many respects, audit procedures applicable to commodity
accounts do not differ materially from those relating to security
accounts. The basic procedures of confirmation, balancing of po-
sitions, margining, inspection of documents, and account classifi-
cation must be carried out. In addition, the independent public
accountant should review the procedures for complying with the
Commodity Exchange Act segregation requirements and, as of
the audit date, check the calculation of such requirements and
ascertain that sufficient funds are appropriately segregated.

Independent public accountants conducting examinations of
financial statements of brokers and dealers doing business in
commodities should obtain a copy of the Commodity Exchange
Act and the regulations thereunder issued by the Secretary of
Agriculture. (This material may be obtained from the Superin-
tendent of Documents, U.S. Government Printing Office, Wash-
ington, D.C. 20402.) \

It is important that the independent public accountant have a
clear understanding of the following areas which are somewhat
peculiar to the Commodity Department.

Clearing Organization for Settlement of Future Commodity
Contracts. A brokerage concern ordinarily will be a member of
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the clearing organization which is affiliated with any commodity
exchange through which the concern, as a member, executes
transactions. Daily settlement reports (recapitulation sheets)
based upon receipts rendered by member brokerage concerns
are prepared by the organization. The net amount payable or
receivable is settled by a check or draft forwarded with the daily
report. The daily settlement report also shows the amount of
original margin deposits controlled by the clearing organization
as protection against defaults on contracts.

The positions open with the clearing organizations, the amounts
receivable or payable on settlements and the aggregate amounts
of original margins should be confirmed by submitting to each
clearing organization a copy of the clearing sheet as of the audit
date together with a request for certification of the details shown
therein. The independent public accountant should review sub-
sequent clearing sheets for a selected number of days after the
audit date for open trades, as of the audit date, which may have
been cancelled thereafter.

Spot (Cash) Commodities in Physical Possession. Spot (cash)
commodities ordinarily are represented by warehouse receipts or
bills of lading, although some commodities such as gold, silver,
or platinum may be in physical possession of the brokerage con-
cern. The documentary evidences of ownership of such com-
modities may be in possession of the brokerage concern or they
may have been deposited with a lender with whom such evi-
dences of ownership are pledged as collateral.

The independent public accountant should inspect all ware-
house receipts and bills of lading which are in the physical pos-
session of the brokerage concern and should trace into the
records any entries relating to such documents which may be in
transit between offices of the brokerage concern at the audit date.
Direct confirmation in writing should be obtained from the ware-
houses where the amounts involved are significant and from
lenders as to any such documents that may have been pledged
as collateral to loans.

The counting or weighing of commodities in physical pos-
session should be observed by the independent public account-
ant, and he should take whatever steps are deemed necessary
in the circumstances to satisfy himself concerning the types and
grades of commodities.
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Accounts Carried by Other Brokers and Dealers in Commodi-
ties. If a brokerage concern trades in commodities for which trans-
actions are executed on a commodity exchange of which the con-
cern is not a member, it probably maintains open accounts with
other brokerage concerns who are members of that exchange.
Such accounts are usually referred to as carrying brokers ac-
counts and as of a given date, like other commodities accounts,
show a debit or credit money balance and commodity positions
either “long” or “short.”

Brokerage concerns with which such accounts are maintained
should be requested to forward directly to the independent pub-
lic accountant a statement of the account as of the audit date,
showing the cash balance and the commodity positions “long”
or “short.” These statements should be compared with the records
of the brokerage concern under audit. The independent public
accountant may, if he desires, mail a statement of the account
to the carrying broker, requesting confirmation of the balance
and position, to facilitate the reconcilement of the account.

Customers’ Commodity Accounts. Customers’ commodity ac-
counts fall into two general classes: accounts with spot (cash)
commodities positions and those with open futures contracts.

Written requests for confirmation of the balances and positions
in these accounts as of the audit date should be mailed directly
to customers in a manner similar to that followed for customers’
securities accounts.

Accrued Commodity Commissions Receivable and Payable.
These represent commissions due from customers or due other
brokers on uncompleted “round-turns” (open “long” and “short”
positions). These amounts should be tested by reference to the
brokerage concern’s commission schedule.

Commodity Suspense Accounts—Regulated and Non-Regulated.
The balances herein represent checks payable to, or drafts re-
ceivable from, various clearing organizations on account of “vari-
ation margin” (last day point fluctuation—difference between
prior day’s settling price or contract prices during the day and
last day settling price—on net “long” or “short” positions). This
account should be analyzed, the net balance broadened to re-
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flect drafts receivable and payable, and the amounts agreed to
certified coples of clearing sheets.

Commuaiitiyy Exchamge Fews. These represent fees due from the
exchange members' customers on uncompleted round-turns
(open “long™ and “short” positions) and due to various clearing
organizations upon execution of trades thereon. This account
should be analyzed, the net balance broadened into fees receiv-
able and payable, reconciled to coples of statements filed with
clearing organizations, and subsequent payments traced to the
cash journal.

Comnmariityy Brokenagge Payabile. This represents brokerage due
to member organizations of other exchanges with respect to
trades executed by them on the floor of the exchange for the ac-
count of the brokerage concern under examination. This account
should be examined by comparing the bills for the current month
with payments subsequent thereto to determine adequacy of
accrual.

Balancing Commadiity Positions

Commodity positions are balanced in the same way as security
positions, 1.e., separately by customers, partners, trading accounts
of the brokerage concern, and other brokers’ positions “long™ and
“short” are posted from certified coples of clearing sheets, state-
ments from correspondent brokers, etc. Frequently this is ac-
complished by preparation of a schedule in commodity sequence
which includes each futures commodity contract by month of
contract maturity together with extended contract values and
market values and resultant gain or loss. This schedule is termed
a point balance schedule. The gains and losses shown should be
in agreement with the eontract difference acoounts.

Valuation of Cammodity Contracts

Commodity contracts should be extended at both contract and
market value (settling price at audit date as per certified copies
of recapitulation sheets) and the resulting gains or losses com-
puted. If the brokerage concern deals directly with the commod-
ity exchange, the difference between the net clearing house
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positions extended at contract and market should agree with the
amount shown by the contract difference account and will bal-
ance the net gains or losses determined for offsetting contracts of
customers, partners, etc. Also, since this operation automatically
proves the balances in the contract difference accounts in the
general ledger, it will eliminate the necessity for test-checking
extensions of contract and market values.

Margining of Customers' Commodity Accounts

As with security accounts of customers, margining of custom-
ers’ commodity accounts is not required for purposes of complet-
ing Form X-17A-5 of the Securities and Exchange Commission
or Parts I and II of the financial questionnaires of the various
regulatory bodies. However, for purposes of completing Part III
of the financial questionnaire of the New York Stock Exchange
(which part is also required with respect to other exchanges),
margining of customers’ commodity accounts is necessary.

Computing margins in customers’ commodity accounts is per-
formed in much the same way as computing margins in custom-
ers’ security accounts, i.e., by testing the equity in the account
with the margin required by the commodity exchanges for the
various types of commodities carried in the account.

The independent public accountant, before undertaking the
margining of commodity accounts, should obtain the following:

1. Latest bulletin on maintenance margin issued by the Securi-
ties Industry Association.

2. List of outstanding margin calls.

3. List of trade accounts, including accounts with credit lines

granted.
4. List of proprietary accounts.

Customers’ accounts with margin deficiencies should be re-

viewed for subsequent transactions to determine whether out-
standing margin calls, if any, have been satisfied.
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Section 6

Option (Put and Call) Transactions

General

Options for the purchase or sale of securities, commonly re-
ferred to as “puts” and “calls,” include variations thereof which
are known as “straddles,” “spreads,” “strips” and “straps.” In each
case, the option constitutes a contract which confers upon the
buyer the privilege of buying (i.e., “calling” for) or selling
(ie., “putting” to) a certain security. In each instance the privi-
lege may or may not be exercised, at the option of the buyer.
The various securities options may be distinguished as follows:

1. A “put” is an option to sell a certain number of shares of a
specified security issue at a fixed price on or before a fixed
date to the seller thereof.

2. A “call” is an option to buy a certain number of shares of a
specified security issue at a fixed price on or before a fixed
date from the seller thereof.

3. A “straddle” is a combination of one “put” and one “call,”
identical with respect to security issue, number of shares, ex-
ercise price and expiration date.
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4. A “spread” is a combination of one “put” and one “call” cov-
ering the identical security issue, number of shares and expir-
ation date. The exercise price for the “put” is customarily
slightly below the current market price, while the exercise
price for the “call” is customarily above the current market
price at the time the option contract is created.

5. A “strip” consists of two “puts” and one “call” for the same
security.

6. A “strap” consists of two “calls” and one “put” for the same
security.

“Put” and “call” options are normally written on a standardized
contract form adopted by members of the Put and Call Brokers
and Dealers Association, Inc. In the normal course of events, an
individual desiring to purchase an option will contact his broker
or dealer and request a market quotation on the cost of such an
option. The broker or dealer will ordinarily contact an active
put and call broker or dealer, who will in turn contact an indi-
vidual who has previously expressed an interest in selling options
of the type required. Assuming that mutually satisfactory terms
can be arranged, the option contract will be written, endorsed
(guaranteed) and delivered to the purchaser. Most put and call
brokers and dealers are thus typically engaged as middlemen or
finders, without obligation to the option holder.

Options are customarily written only on the most active secur-
ity issues listed on national securities exchanges. However, there
is nothing to prevent two individuals from entering into an option
contract covering less active securities, including over-the-counter
securities. By the same token, option contracts may be written
at any price and for any duration, but are most frequently written
“at the market,” i.e., at the current market price at the time of
entering into the contract, for periods of 30 days, 60 days, 90 days
or six months (actually six months and ten days, thereby per-
mitting the option holder to sell the option and realize long-term
capital gain). During the existence of the option, the exercise
price and number of shares is adjusted on the ex-date for cash
dividends, rights and stock dividends or splits.

All forms of options may be referred to in the financial com-
munity as “papers.”
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Examination of Option Department

Option positions are usually carried in customer or proprietary
accounts of the brokerage concern along with and in the same
manner as securities; i.e., purchased options are carried as “long™
and sold options are carried as “short.” The description of the
option, however, includes the quantity, the contract price and
the date of expiration. Confirmation of option positions of cus-
tomers is accomplished therefore simultaneously with conflrma-
tion of customers’ accounts.

Purchaseerl Optioms. Purchased options, which are carried as
“long" in the accounts of the brokerage concern under examina-
tion, are evidenced by endorsed “papers” on hand in the “box™
or are set forth in the account of the correspondent broker
through which the brokerage concern placed its option order.
Therefore, the “papers” are examined, confirmed and balanced in
the same manner as securities.

Sold Optiems. Sold options are carried as “short” in the ac-
counts of the brokerage concern under examination. If the brok-
erage concern placed its option order through a correspondent,
it can be confirmed in the same manner as a security. If the
brokerage concern under examination endorses its customers’ op-
tions and delivers them to the purchasers, either directly or
through put and call brokers, the “papers” are said to be “out
on the street” and the identity of the purchaser is usually un-
known. In such instances conflrmation is not possible but since,
of necessity, the endorsing organization must maintain a record of
endorsed “papers” the sold options are verifled by checking them
to this record. The customer side of the endorsed option is eon-
firmed in the same manner as a security and should be balaneced
against the record of endorsed “papers.”

The confirmation of both purchased and sold options should
include quantities, contract prices and dates of expiration.

Margining of Cistomers’ Opttion Positions

The purchaser of a securities option must make full cash pay-
ment in an amount equal to the option cost (premium) in the
time prescribed by Regulation T of the Board of Governors of
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the Federal Reserve System. Purchased options (options which
are “long”) have no loan value and thus must be ignored when
margining customers’ accounts.

The seller of a securities option must deposit in his margin
account an amount equal to the maintenance margin which
would be required if the specific option were exercised. Thus,
under New York Stock Exchange rules, a sale of a “put” would
ordinarily result in a margin requirement of 25% of the contract
price, assuming sale “at the market.” Similarly, a sale of a call
would ordinarily result in a margin requirement of 30% of the
contract price, assuming sale “at the market.” Following the date
the option contract is written the margin requirement would be
increased or decreased to reflect unrealized gain or loss. An ex-
ception to the above occurs whenever (a) the “short” call option
is offset by adequately margined “long” stock or (b) the “short”
put option is offset by adequately margined “short” stock, in
which case no margin is required on the option contract. A fur-
ther exception relates to the straddle; in this instance, margin is
required on the “put” or the “call,” whichever is greater, but not
on both options.

In margining sold options each option is considered separately.
Thus, in the case of a series of options for a particular customer,
the excess of equity in one or more options cannot be used to
reduce the deficit in other options.

The margin required on options should be entered on the cus-
tomer’s equity statement to determine any under-margined con-
dition in the account as a whole. In cases where the sold options
relate to existing positions in the customer’s account, the market
value of an existing “long” position cannot exceed the contract
price of an applied call and an existing “short” position must be
valued at the higher of the market value or the contract value
of the applied put.

Accounting For Option Premiums

As a general rule, an option premium represents compensation
to the seller for the risk he has assumed or, in a hedged situation,
for the interest cost (actual or imputed) of carrying the related
security position. In either event, it is appropriate to amortize
the premium to income over the life of the option in order to
achieve a proper matching of cost and revenue.
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Conversion Accounts

The demand for call options by option buyers usually exceeds
that for put options. Sellers of options, however, generally prefer
to sell straddles. To cope with this imbalance of supply and de-
mand, certain New York Stock Exchange member organizations
operate option conversion accounts, Under this arrangement, the
option dealer buys a straddle and sells the call portion. He then
takes the remaining put and gives it, free of charge, to the mem-
ber erganization: In return, the member organization agrees to
sell the option dealer another eall, generally containing the same
eontract priee as the put. The option dealer can then resell this
eall option to anether buyer. The member organization simul-
tanesusly purehases the related §@euﬂty in the market to hedge
fh@ call: At this éeemt the mermber erganization is | lea% a put;

"shert" 3 eall apd "long" the related seeurity: (It sheuld Be neted

that the foregoing can operate in_Feverse | ths dernand for puts
in a given security exeseds the demand for eallss hewever, this
Becyre less Freguenty.)

Alter the conversion, the msmlasf 8 lfgam&a&aﬁ i in a fufly
hedged aﬁaﬁsﬂ it the market value of the sptioned stoek ip:

creasss; the purchassr of the optisn will call the steck: I the
market valie declines; the purchaser of the call optisn Will gt
exereise his Fight and the member erganization will exereiss its
put 8ptisn:

The market value of the seeurity pesitions in the esnversion
aeseunt must be shewn separately in Question 10 of Bart | of the
Answers to Finaneial Questionnaire. Also, a separate schedule of
sueh seeurities should be ineluded in Part 11 Fhe Bart 1T sched:
ule must contain a separate column for the value of the seeurities
at the optiem price (since this is a straddle, “put” and “eall” prices
are the same) and this value should also be parenthetically dis-
closed in Question 10 of Part 1. These securities must be refiected
in the statement of financial condition at the option price rather
than at market value as this represents the realizable value of
these securities to the brokerage concern. In addition, if such
positions are material, separate disclosure must be made with
appropriate description, i.e., “securities for which endorsed calls
are outstanding and puts for like amounts are held.”

It should be noted that similar situations can occur without a
conversion arrangement, by market action. A brokerage concern
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can buy a security, buy a put and sell a call in unrelated trans-
actions. Such situations should be treated basically the same as
conversion situations for purposes of the Answers to Financial
Qu&sﬁonnaire. However, in these instances, the contract prices of
the puts and calls could be different; if so, the value of the secur-
ity to be parenthetically disclosed in the Answers to Financial
Questionnaire would be the lower of the put price or the call
price. It is Important to note, however, that for purposes of the
statement of financial condition, such value may be too con-
servative, A determination must be made as to the present real-
jzable value of the security, considering the existing relationship
among the put price, the call price and the current market price.
(See illustrations of such determinations elsewhere in this guide.)



Preface to Exhibits

The regulatory agencies which require brokerage con-
cerns to issue their statement of financial condition to
customers do not require that they be in comparative
form. However, if comparative statements are issued,
the comparison should be to the last audited statement
of financial condition distributed to customers.
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U.S. SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

Inlovmmon R |rod of Maun Members, Brokers and
Form X-17A-5 Pursuant 10 7 of the Securities Exchange SEC FILE NUMBER
Act of 1934 and Rule 17a-5 'l'heuundor

NAME OF REGISTRANT (If individual, state leat, first, middle name) " KRS, Employer Identification or
STANDARD' STOCKBROKERAGE CO., INC. 00-0000000

NAME UNDER WHICH BUSINESS IS CONDUCTED (if different)

ADDRESS OF PRINCIPAL PLACE OF BUSINESS

Number and Street City State ZIP Code
1 Main Street New York New York 10004
THE ATTACHED REPORT refiects the financial condition of the above registrant as of: {Date)
December 31, 19X2
INDEPENDENT PUBLIC ACCOUNTANT whose Opinion is contained in this Report LRS. rer Identification or
Name (It individual, stats last, first, middia name) Social Secu No.
Accounting Firm 99-9999999
Address Number and Street City State ZIP Code
2 Main Street New York New York 10004

Check one—

FOR SEC USE

Certified Public Accountant

D Public Accountant

D Accountant not resident in United States or any of its possessions

THIS REPORT CONSISTS OF (Check below)
Part |—Financiasl Information
X7 rart 1—supporting scheauies  Filed under a separate confidential cover.
Accountant’s Certificate

DO NOT WRITE BELOW THIS LINE . . . FOR SEC USE ONLY

U. S. GOVERNMENT PRINTING OFFICE : 1969 O - 361-013
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EXHIBIT A

Independent Public Accountant's Report on Examination of
Answers to Financial Questionnaire

To the Board of Directors (1),
Standard Stockbrokerage Co., Inc.:

We have examined the Answers to Financial Questionnaire of
Standard Stockbrokerage Co., Inc. as of December 31, 19X2. Our
examination was made in accordance with generally accepted auditing
standards and with the audit requirements prescribed by (jurisdictional
agency), and accordingly included a review of the accounting system,
the internal accounting control and procedures for safeguarding secu-
rities and such tests thereof for the period since the prior examina-
tion date, December 31, 19X1, and of the accounting records and
such other auditing procedures as we considered necessary in the
circumstances.

As set forth in Note 1 to the Answers to Financial Questionnaire,
securities and investments not readily marketable amounting to $8,-
610,685 (21.7% of Stockholders’ Equity) have been valued at fair
value as determined by the Board of Directors. We have reviewed
the procedures applied by the directors in valuing such securities
and investments and have inspected underlying documentation; while
in the circumstances the procedures appear to be reasonable and the
documentation appropriate, determination of fair value involves sub-
jective judgment which is not susceptible to substantiation by audit-
ing procedures.

In our opinion, subject to the effect on the Answers to Financial
Questionnaire of the valuation of securities and investments deter-
mined by the Board of Directors as described in the preceding para-
graph, the accompanying Answers to Financial Questionnaire of Stand-
ard Stockbrokerage Co., Inc. at December 31, 19X2 present fairly the
information required, in the form prescribed by the (jurisdictional
agency (2)), in conformity with generally accepted accounting prin-
ciples applied on a basis consistent with that of the preceding year.
The supplementary information included in Part IT (2) has been sub-
jected to the same auditing procedures and, in our opinion, includes
all information required to be reported therein.

Accounting Firm

New York, New York
February 15, 19X3
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EXHIBIT A, cont'd

Independent Public Accountant's Report on Examination of
Answers to Financial Questionnaire, continued

An example of an unqualified opinion which would be appro-
priate when not readily marketable securities and investments
are not material is as follows:

To the Board of Directors (1),
Standard Stockbrokerage Co., Inc.:

We have examined the Answers to Financial Questionnaire of
Standard Stockbrokerage Co., Inc. as of December 31, 19X2. Our
examination was made in accordance with generally accepted audit-
ing standards and with the audit requirements prescribed by (juris-
dictional agency), and accordingly included a review of the account-
ing system, the internal accounting control and procedures for safe-
guarding securities and such tests thereof for the period since the
prior examination date, December 31, 19X1, and of the accounting
records and such other auditing procedures as we considered nec-
essary in the circumstances.

In our opinion, the accompanying Answers to Financial Ques-
tionnaire of Standard Stockbrokerage Co., Inc. at December 31, 19X2,
present fairly the information required in the form prescribed by the
(jurisdictional agency (2)), in conformity with generally accepted
accounting principles applied on a basis consistent with that of the
preceding year. The supplementary information included in Part
IT (2) has been subjected to the same auditing procedures and, in
our opinion, includes all information required to be reported therein.

Accounting Firm

New York, New York
February 15, 19X3
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EXHIBIT A, cont'd

Independent Public Accountant's Report on Examination of
Answers to Financial Questionnaire, continued

(1) Under certain circumstances, it may be appropriate to address the
audit report to the stockholders as well.
For a partnership the report is addressed:
To the Partners,
Standard Stockbrokerage Co.:

(2) Brokers or dealers in securities are subject to the regulatory require-
ments of a number of organizations, depending on the extent of their
business activities. It is essential that the accountant inquire as to what
reports the broker must file with such organizations and become familiar
with their specific reporting requirements, if any.

Certain stock exchanges require additional supplementary information
to be submitted, including information which is not readily subject to
examination in accordance with generally accepted auditing standards.
Such information should be noted as “unaudited” and the opinion para-
graph should be appropriately modified as follows:

Our examination also included the supplementary information con-
tained in the accompanying Parts II and III, except that the infor-
mation required in Part II schedule .... relating to accounts in
which voting stockholders have an interest, and schedule ...., relat-
ing to amounts authorized or proposed to be distributed or withdrawn
within the next six months, and in Part III schedule .... relating to
financial obligations of stockholders was furnished to us by the stock-
holders of Standard Stockbrokerage Co., Inc. We do not express an
opinion on Part II schedules .... or on Part III schedule .... as
our examination did not extend to the affairs of the individual stock-
holders. Otherwise, in our opinion, Parts II and III present fairly the
information shown therein.
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EXHIBIT B, cont'd
STANDARD STOCKBROKERAGE CO., INC.

Supplementary Information Relating to
Answers to Financial Questionnaire
Pursuant to (indicate jurisdictional agency and regulation)

As of December 31, 19X2
PART Il
(Confidential )
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EXHIBIT B, cont'd
STANDARD STOCKBROKERAGE CO., INC.

Supplementary Information Relating to
Answers to Financial Questionnaire
As of December 31, 19X2

PART Il

Index of supporting schedules:

Question Page
Number Description Number
6B.1.a.  Customers’ secured accounts, joint account 141
6C. Customers’ partly secured accounts 141
7. Customers’ commodity futures contracts 142
7C2.b. Customers’ partly secured account 142

Trading and investment accounts:

10A.1.a. Exempted securities 143
10A.1.b. Corporate bonds 144

10A.1.b. Corporate security positions related to short

calls 146
10A.1.b. Corporate stocks and warrants 147
10A.2. Securities not readily marketable, at esti-

mated fair value 148
10C. Investments in real estate, cattle and oil and

gas drilling funds, at estimated fair value 149
Summary of security valuations by percent-

age charge 150
Subordinated accounts and borrowings:
12B.1. Securities borrowed under subordination
agreements 152
12B.2. Cash borrowings 153
12B.3. Secured demand notes 154
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EXHIBIT B, cont'd

STANDARD STOCKBROKERAGE CO., INC.
Supplementary Information Relating to
Answers to Financial Questionnaire, continued

As of December 31, 19X2

PART Il, continued

(a) Supporting schedules:

Question 6B.1.a.—Customers’ secured accounts:
Joint account:

Shares or Security

Security Principal Market Valuation
Description Amounts Price Long
ABC Corporation 500 shs $18.00 $ 9,000
DEF Corporation 1,010 shs $51.00 51,510
$60,510

Respondent’s v

participation, 50% $30,255

EXHIBIT B, cont'd
STANDARD STOCKBROKERAGE CO., INC.

Supplementary Information Relating to
Answers to Financial Questionnaire, continued
As of December 31, 19X2

PART Il, continued

(a) Supporting schedules, continued:
Question 6C.—Customers’ partly secured accounts:

Ledger Shares or Market

Security Balance Principal Market  Valuation
Description Dr. (Cr.) Amount Price Long Short
Account #1: $18,076

EGM Ceo., Inc. 219shs $4.00 $ 876

BAB Corporation

6% 10/31/X6 $8,000 90.00 $7,200

Account #2: (1,538)

IJK Corp. 446shs  4.00 $1,784
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EXHIBIT B, cont'd

STANDARD STOCKBROKERAGE CO., INC.
Supplementary Information Relating to
Answers to Financial Questionnaire, continued
As of December 31, 19X2
PART II, continued

(a) Supporting schedules, continued:
Question 7—Customers’ commodity futures contracts:

Approximate
Market
Open Contracts Value
Quantity

Commodity Long Long
February Silver 3 $25,000
April Silver 6 50,000
June Silver 5 42000
August Silver 1 8,000
November Plywood 4 24,000
August Broilers 1 7,000
November Broilers 2 13,000
July Eggs 1 6,000
April Hogs 4 25,000
$200,000

EXHIBIT B, cont'd
STANDARD STOCKBROKERAGE CO., INC.

Supplementary Information Relating to
Answers to Financial Questionnaire, continued
As of December 31, 19X2
PART Il, continued

(a) Supporting schedules, continued:
Question 7C.2.b.—Customer’s partly secured account:

Ledger Market
Commodity Balance Valuation
Description Dr. (Cr.) Quantity Long
Account #1: $100,000
February Silver 3 $25,000
April Silver 6 50,000
$75,000
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EXHIBIT B, cont'd

STANDARD STOCKBROKERAGE CO., INC.
Supplementary Information Relating to
Answers to Financial Questionnaire, continued

As of December 31, 19X2

PART II, continued

(a) Supporting schedules, continued:
Question 10A.1.b.—Trading and investment accounts of

respondent, securities accounts, other securities, con-

tinued:
Aggre-
Shares Security gate  Per-
Security Long Market Valua- Contract centage
Description (Short) Price tionLong  Price Charge

Positions
related to

short calls:
EAA Co.,Inc. 3,000 $105.00 $315,000

Call on EAA
Co.,Inc. @

100 Exp.
4/8/X3 (3,000) $300,000 30%
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EXHIBIT B, cont'd

STANDARD STOCKBROKERAGE CO., INC.
Supplementary Information Relating to
Answers to Financial Questionnaire, continued
As of December 31, 19X2

PART II, continued

(a) Supporting schedules, continued:

Question 10A.1.b.—Trading and investment accounts of
respondent, securities accounts, other securities, con-
tinued:

Market  Security Valuation
Security Description  Shares Price Long Short

Corporate stocks and
warrants:
FAA Corporation 50,000 $15.750 $ 787,500
FAB Co., Inc. 13,000 18.250 237,250
FAC Incorporated 11,400 35.375 $ 403275
FAD Company 12,450 57.000 709,650
FAE Company 37,000 20.750 767,750
FAF Corporation 15,000 44.000 660,000
FAG Co., Inc. 25,000 31.250 781,250
FAH Incorporated 10,000 60.500 605,000

FAI Incorporated 30,019 30.000 900,570
FAJ Co., Inc. 10,400 48.000 499,200
FAK Corporation 12,300 35.750 439,725
FAL Corp. 11,400 28.625 326,325
FAM Corp. 10,000 92.375 923,750
FAN Corp. 12,500 43.250 540,625
FAO Co,, Inc. 589 31.000 18,259

FAP Incorporated 30,000 22.000 660,000
FAQ Corporation 22,800 35.375 806,550
FAR Corporation 32,600 21.750 709,050

FAS Inc. 92300 9.000 830,700
FAT Co., Inc. 45,600 13.500 615,600
FAU Corporation 8,500 59.000 501,500
FAV Inc. 15,750 50.000 787,500

WTS. FAW Corp. 22,000 30.000 660,000
WTS. FAY Co., Inc. 51,936  2.000 103,872

812,412,172 $ 1,862,729
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EXHIBIT B, cont'd

STANDARD STOCKBROKERAGE CO., INC.
Supplementary Information Relating to
Answers to Financial Questionnaire, continued
As of December 31, 19X2

PART IlI, continued

(a) Supporting schedules, continued:
Question 10A.2.—Trading and investment accounts of re-
spondent, securities accounts, securities not readily mar-
ketable—at estimated fair value:

Security
Description Shares Amount
XYZ Corporation 1,000 $ 550,000
WVU Corporation 2,000 700,000
TSR Corporation 1,500 610,550
QPO Co., Inc. 3,000 650,135
NML Company 7.500 400,000
KJI Inc. 4,000 675,000
HGF Co., Inc. 10,000 575,000
EDC Corp. 6,000 575,000
BAZ Corporation 1,350 475,000
YXW Corporation 8,000 350,000
VUT Co., Inc. 20,000 350,000
SRQ Inc. 17,000 475,000
PON Inc. 12,000 525,000
MLK Company 5,000 450,000
JIH Company 7,500 450,000
GFE Corp. 3,000 300,000

$8,110,685

Note: If deemed appropriate the method of arriving at fair value may
be disclosed.
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EXHIBIT B, cont'd

STANDARD STOCKBROKERAGE CO., INC.
Supplementary Information Relating to
Answers to Financial Questionnaire, continued
As of December 31, 19X2

PART Hl, continued

(a) Supporting schedules, continued:
Question 10C.—Trading and investment accounts of re-
spondent, other:

Investments in real estate, cattle and oil and gas drill-
ing funds, at estimated fair value:

Description Amount
KAA Cattle $100,000
KAB Real Estate 150,000
KAC Oil and Gas 250,000

$500,000

Note: If deemed appropriate the method of arriving at fair value may
be disclosed.
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EXHIBIT B, cont'd

STANDARD STOCKBROKERAGE CO., INC.
Supplementary Information Relating to
Answers to Financial Questionnaire, continued
As of December 31, 19X2

PART I, continued

a) Supporting schedules, continued:
pporting
Question 10.—Trading and investment accounts of respond-
ent, summary of security valuations by percentage

charge:
Accrued
Per- Interest
centage Capital Receiv-
Charge Long  Short 'Charge able
0% Exempted
securities $1,008,060 $ 4,000
5% Corporate bonds $4,530,250 $226,012* $10,350
6% Corporate bonds 329,000 19,740 800
7% Corporate bonds 608,250 42578 1,900
10% Corporate bonds 693,000 69,300 1,850
20% Corporate bonds 276,000 55,200 800
23%  Corporate bonds 463,500 106,605 300
$6,900,000 $519,435 $16,000

*Excludes capital charge relating to $10,000 market value of LSD Corp.
8%% due 19X7 offset by delayed delivery transaction, delivered January
15, 19X3, reported in answer to Question 14.A.3.

Continued
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EXHIBIT B, cont'd
STANDARD STOCKBROKERAGE CO., INC.

Supplementary Information Relating to
Answers to Financial Questionnaire, continued
As of December 31, 19X2

PART 11, continued

(a) Supporting schedules, continued:
Question 10.—Trading and investment accounts of respond-

ent, summary of security valuations by percentage

charge:
Accrued
Per- Interest
centage Capital Receiv-
Charge Long Short Charge able
30% Corporate se-
curity posi-
tions related
$ 90,000

to short calls $  300,000°*

30% Corporate
stocks and
warrants $12,412,172 $1,862,729 $ 4,282,470

100% Securities not

readily mar-
ketable $ 8,110,685 $ 8,110,685
100% Other invest-
ments, at es-
timated fair
value $ 500,000 $ 500,000
$29,230,917 $1,862,729 $13,502,590 $20,000

®* Value at the lower of market value or contract value of related option.
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EXHIBIT B, cont'd

STANDARD STOCKBROKERAGE CO., INC.
Supplementary Information Relating to
Answers to Financial Questionnaire, continued
As of December 31, 19X2

PART I,

continued

(a) Supporting schedules, continued:
Question 12B.1.—Subordinated accounts and borrowings,
securities borrowed under subordination agreements:

Name of Lender  Shares or

and Security Principal

Description Amount
Francis N. Stern®
GAA Corp.

8% 7/31/X9 $ 500,000
GAB Corp.

6% 4/15/X8 $ 500,000
Robert Wine®
GAC Corp. 22,000 shs
GAD Corp., Inc. 10,000 shs
Charles Trent®*®
GAE Corp.

6% 6/30/X9 $ 400,000
GAF Corp.

T4% 5/31/X8 $ 400,000
Frederick Sands®*®
GAG Incorporated 20,000 shs
GAH Co., Inc. 5,500 shs
Arthur Banker®*®
GAI Corp.

5%% 6/30/X9 $1,000,000
Alan Labor*®
GAJ Co., Inc. 37,000 shs
James Kent®
GAK Incorporated 20,559 shs

® Voting stockholder
** Non-voting stockholder
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Security Maturity
Market  Valuation Date of
Price Long Agreement
October 19X3
$110.000 $ 550,000
98.000 490,000
1,040,000
October 19X3
30.000 660,000
50.000 500,000
1,160,000
October 19X3
82.500 330,000
105.000 420,000
~ 750,000
T October 19X3
25.000 500,000
100.000 550,000
71,050,000
March 19X4
100.000 1,000,000
March 19X6
20.750 767,750
March 19X6
25.000 513,975
$6,281,725



EXHIBIT B, cont'd

STANDARD STOCKBROKERAGE CO., INC.
Supplementary Information Relating to
Answers to Financial Questionnaire, continued

As of December 31, 19X2
PART I, continued

(a) Supporting schedules, continued:
Question 12B.2.—Subordinated accounts and borrowings,

cash borrowings:

Name of Lender

A. ]ones‘ bt

2¢# Officer of respondent.

Ledger

Balance

$400,000

Maturity Date
of Agreement

December, 19X4
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EXHIBIT B, cont'd

STANDARD STOCKBROKERAGE CO., INC.
Supplementary Information Relating to
Answers to Financial Questionnaire, continued
As of December 31, 19X2

PART I, continued

(a) Supporting schedules, continued:
Question 12B.3.—Subordinated accounts and borrowings
pursuant to secured demand note collateral agreements:

Name of Lender  Shares or Maturi
and Security Principal Market Market Ledger  Date ol
Description Amount  Price Value Balance Agreement

B. Doe* $1,000,000 August 19X8
HAA Corp., 6%,
6/30/X8 $400,000 $110.00 $ 440,999
HAB Corp.,
Inc. 22,000 shs  30.00 660,000
HAC Corpo-
ration 20,000 10.00 200,000
HAD Co., Inc. 32,600 21.75 709,050
2,009,050
C. Jones** 1,000,000 August 19X8
HAE Corp. 37,000 20.75 767,750
HAF Co., Inc. 10,000 60.50 605,000
HAG Corp,,
6%%,10/31/X5 $850,000 94.75 805,375
2,178,125
D. Smith®®*® 750,000 August 19X8
New York
State, 4%,
8/31/X9 600,000 75.00 450,000
HAH Corpor-
ration 10,400 shs  48.00 499,200
HAI Co., Inc. 12,500 43.25 540,625
1,489,825
E. Brown® 465,773 August 19X8
HAJ Company 142,047 5.00 710,235

$6,387,235 $3,215,773

® Voting stockholder
®*® Non-voting stockholder
*®¢ Officer of respondent
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EXHIBIT C

Independent Public Accountant's Supplementary
Report on Internal Accounting Control

To the Board of Directors(1),
Standard Stockbrokerage Co., Inc.

We have examined the Answers to Financial Questionnaire of
Standard Stockbrokerage Co., Inc. as of December 31, 19X2, and
have issued our report thereon dated February 15, 19X3. As part of
our examination, we reviewed and tested the system of internal ac-
counting control (including the accounting system, the procedures
for safeguarding securities, and the practices and procedures employed
quarterly in counting or accounting for securities and resolving secu-
rities differences) to the extent we considered necessary to evaluate
the system as required by generally accepted auditing standards and
by Rule 17a-5 under the Securities Exchange Act of 1934. Rule 17a-5
contemplates that the scope of the review and tests should be sufficient
to provide reasonable assurance that any material weakness existing
at the date of our examination would be disclosed. Under these
standards and that Rule the purposes of such evaluation are to estab-
lish a basis for reliance thereon in determining the nature, timing, and
extent of other auditing procedures that are necessary for expressing
an opinion on the financial statements and to provide a basis for
reporting material weaknesses in internal accounting control.

The objective of internal accounting control is to provide reasonable,
but not absolute, assurance as to the safeguarding of assets against
loss from unauthorized use or disposition, and the reliability of finan-
cial records for preparing financial statements and maintaining ac-
countability for assets. The concept of reasonable assurance recognizes
that the cost of a system of internal accounting control should not
exceed the benefits derived and also recognizes that the evaluation
of these factors necessarily requires estimates and judgments by man-
agement. However, for the purposes of this report under Rule 17a-5,
the cost-benefit relationship has been disregarded in determining
weaknesses to be reported.”

There are inherent limitations that should be recognized in consid-
ering the potential effectiveness of any system of internal accounting

* This sentence makes it clear that the independent accountant is not per-
mitted, in reporting on internal control under Rule 17a-5, to use the option
indicated in paragraph 25 of SAP No. 49 which states in part: “In some
cases the auditor may conclude that for certain weaknesses corrective action
by management is not practicable in the circumstances and he may decide
to exclude such weaknesses from his report.”
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EXHIBIT C, cont'd

Independent Public Accountant's Supplementary
Report on Internal Accounting
Control, continued

control. In the performance of most control procedures, errors can
result from misunderstanding of instructions, mistakes of judgment,
carelessness, or other personal factors. Control procedures whose
effectiveness depends upon segregation of duties can be circumvented
by collusion. Similarly, control procedures can be circumvented inten-
tionally by management with respect either to the execution and
recording of transactions or with respect to the estimates and judg-
ments required in the preparation of financial statements. Further,
projection of any evaluation of internal accounting control to future
periods is subject to the risk that the procedures may become inad-
equate because of changes in conditions, and that the degree of com-
pliance with the procedures may deteriorate.

Our study and evaluation of the system of internal accounting
control for the (period) ended December 31, 19X2, which was
made for the purposes set forth in the first paragraph above and
would not necessarily disclose all weaknesses in the system which
may have existed during the period under review, disclosed (certain)
(no) weaknesses that we believe to be material. Such weaknesses,
with an indication of (the) (any) corrective action taken or proposed,
were as follows:

Accounting Firm

New York, New York
February 15, 19X3

(1) For a partnership the report is addressed:

To the Partners,
Standard Stockbrokerage Co.:

156



EXHIBIT D

Independent Public Accountant's Report
On Examination of Corporate
Financial Statements

To the Board of Directors(1),
Standard Stockbrokerage Co., Inc.:

We have examined the consolidated statement of financial con-
dition of Standard Stockbrokerage Co., Inc. and Subsidiaries as
of December 31, 19X2 and December 31, 19X1, and the related
consolidated statements of income and retained earnings, changes in
subordinated liabilities and changes in financial position for the years
then ended. Our examination was made in accordance with generally
accepted auditing standards, and accordingly included such tests of
the accounting records and such other auditing procedures as we con-
sidered necessary in the circumstances.

As set forth in Note 1 to the financial statements, securities and
investments not readily marketable amounting to $8,730,685 (22%
of Stockholders’ Equity as of December 31, 19X2 and 26% as of
December 31, 19X1) have been valued at fair value as determined
by the Board of Directors. We have reviewed the procedures applied
by the directors in valuing such securities and investments and have
inspected underlying documentation; while in the circumstances the
procedures appear to be reasonable and the documentation appro-
priate, determination of fair value involves subjective judgment which
is not susceptible to substantiation by auditing procedures.

In our opinion, subject to the effect on the financial statements of
the valuation of securities and investments determined by the Board
of Directors as described in the preceding paragraph, the aforemen-
tioned financial statements present fairly the consolidated financial
position of Standard Stockbrokerage Co., Inc. and Subsidiaries at
December 31, 19X2 and 19X1 and the results of their operations and
changes in financial position for the years then ended, in conformity
with generally accepted accounting principles applied on a consistent
basis.

Accounting Firm

New York, New York
February 15, 19X3

(1) Under certain circumstances, it may be appropriate to address the
audit report to the stockholders as well.
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EXHIBIT D, cont'd

Independent Public Accountant's Report
On Examination of Corporate Financial Statements, continued

An example of an unqualified opinion which would be appro-
priate when not readily marketable securities and investments
are not material is as follows:

To the Board of Directors(1),
Standard Stockbrokerage Co., Inc.:

We have examined the consolidated statement of financial condi-
tion of Standard Stockbrokerage Co., Inc. and Subsidiaries as of De-
cember 31, 19X2 and December 31, 19X1, and the related consolidated
statements of income and retained earnings, changes in subordinated
liabilities and changes in financial position for the years then ended.
Our examination was made in accordance with generally accepted
auditing standards, and accordingly included such tests of the account-
ing records and such other auditing procedures as we considered
necessary in the circumstances.

In our opinion, the aforementioned financial statements present
fairly the consolidated financial position of Standard Stockbrokerage
Co., Inc. and Subsidiaries at December 31, 19X2 and 19X1 and the
results of their operations and changes in financial position for the
years then ended, in conformity with generally accepted accounting
principles applied on a consistent basis.

Accounting Firm

New York, New York
February 15, 19X3

(1) Under certain circumstances, it may be appropriate to address the audit
report to the stockholders as well.
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EXHIBIT G

STANDARD STOCKBROKERAGE CO., INC.

AND SUBSIDIARIES
Consolidated Statement of Changes in
Subordinated Liabilities

For the years ended December 31, 19X2 and 19X1

19X2 19X1
Subordinated liabilities at beginning of
year $ 9,197,498 $8,937,498
Increase in market value of securities
borrowed under subordination agree-
ments 1,100,000 300,000
10,297,498 9,237,498
Decrease in market value of exchange
memberships contributed for the use
of the Company 25,000 40,000
Subordinated liabilities at end of year $10,272,498 $9,197,498

The accompanying notes are an integral part
of this financial statement.
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EXHIBIT H

STANDARD STOCKBROKERAGE CO., INC.
AND SUBSIDIARIES
Consolidated Statement of Changes
in Financial Position

For the years ended December 31, 19X2 and 19X1

Funds provided by:
Net income
Charges to net income not requiring
funds:
Depreciation and amortization
Deferred income taxes

Funds provided by operations
Increase (decrease) in net payable to
brokers and dealers

Funds applied to:

Increase (decrease) in cash and de-
posits with clearing organizations
and others

Increase in net receivable from cus-
tomers

Increase in net securities owned

Purchase of office equipment

Decrease in short-term bank loans
(and repurchase agreements, if ap-
plicable)

Payment of dividends

Liquidation of securities differences

Acquisition of treasury stock

Other changes, net

19X2 19X1

$6,604,933 $5,898,677

585,000 560,000
425,000 100,000

7,614,933 6,558,677

65,200 (1,600,000)

$7,680,133 $4,958,677

$ 315,000 $ (75,000)

2,950,000 2,480,000
2,160,000 550,000
1,113,000 700,000

800,000 1,000,000
250,000 250,000
42,000 10,000
2,000
48,133 43,677

$7,680,133 $4,958,677

The accompanying notes are an integral part
of this financial statement.
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EXHIBIT |

STANDARD STOCKBROKERAGE CO., INC.
AND SUBSIDIARIES

Notes to Consolidated Financial Statements

1. Accounting policies followed by the companies:

Securities transactions (and related commission revenue and ex-
pense) are recorded on a settlement date basis,® generally the
fifth business day following the transaction date.

The consolidated financial statements include the accounts of the
Company, all wholly-owned subsidiaries and one subsidiary which
is 80% owned. Such subsidiaries are engaged primarily in leas-
ing, investment advisory and venture capital endeavors.

Depreciation is provided on a straight-line basis using an estimated
useful life of 10 to 15 years. Leasehold improvements are amor-
tized over the lesser of the economic useful life of the improve-
ment or the life of the lease.

Securities and investments not readily marketable include: (a)
securities for which there is no market on a securities exchange
or no independent publicly quoted market; (b) securities which
cannot be publicly offered or sold unless registration has been
effected under the Securities Act of 1933; and (c) securities and
investments which cannot be offered or sold because of other
arrangements, restrictions, or conditions applicable to the secu-
rities and investments or to the company. The estimated fair
value of such securities and investments has been determined by
the Board of Directors.

2. Short-term bank loans at December 31, 19X2 are fully collateralized
by marketable securities valued at $29,000,000. Such collateral includes
securities owned by the Company or borrowed under subordination agree-
ments having a market value of $17,000,000.

3. Deferred income taxes amounting to $1,200,000 and $1,100,000 for
19X2 and 19X1, respectively, are applicable to unrealized appreciation of
securities owned by the Company.

4. Notes payable bear interest of 5%% and are payable in semiannual
installments of $250,000 through July 1, 19X6. Leased property with a net
book value of $2,500,000 has been pledged to secure the notes.

5. Liabilities subordinated to the claims of general creditors have been
contributed under agreements requiring interest payments ranging from 5%
to 6% and expiring as follows:

* An alternative method is discussed elsewhere in this guide.
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EXHIBIT I, cont'd

STANDARD STOCKBROKERAGE CO., INC.
AND SUBSIDIARIES

Notes to Consolidated Financial Statements,

continued
Liabilities
Pursuant to
Borrowings Under Secured
Subordination Agreements Demand
Exchange  Note
Expiration Member- Collateral
Date Cash  Securities ships Agreements  Total
October 19X3 $4,000,000 $ 4,000,000
March 19X4 1,000,000 1,000,000
March 19X6 1,281,725 1,281,725
December
19X4 $400,000 400,000
August 19X8 $3,215,773 3,215,773
January 19X6 $375,000 375,000

$400,000 $6,281,725  $375,000 $3,215,773 $10,272,498

6. During 19X2, stockholders approved adoption of a qualified stock
option plan covering 100,000 shares of common stock. Options may be
granted during the period to June, 19X7 at 100% of the market value
at the date of grant and are exercisable within five years from date of grant.
No options have been granted under this plan.

7. The Company and its subsidiaries have several pension plans covering
substantially all of their employees. The total pension expense was $125,-
000 and $108,000 in 19X2 and 19X1, respectively. Prior service cost of
$3,000,000 is being amortized over periods ranging from 25 to 40 years.
The Company’s policy is to fund pension cost accrued.

8. During the year the Company acquired 100 shares of capital stock
for $2,000. There were no other changes in capital stock or additional paid-
in capital during the year.

9. The Company leases its main office and 11 sales offices under non-
cancellable leases expiring between 19X7 and 19X9. The annual aggregate
rental approximates $750,000,

10. Pursuant to the net capital provisions of Rule 15¢3-1 of the Securi-
ties Exchange Act of 1934, the Company is required to maintain a mini-
mum net capital, as defined under such provisions. Net capital and the
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EXHIBIT I, cont'd

STANDARD STOCKBROKERAGE CO., INC.
AND SUBSIDIARIES

Notes to Consolidated Financial Statements, continued

related net capital ratio may fluctuate on a daily basis. At December 31,
19X2, the Company had net capital and net capital requirements of ap-
proximately $29,160,000 and $2,600,000 respectively. The Company’s net
capital ratio was 1.79 to 1. The net capitdl rules may effectively restrict the
payment of cash dividends.”

11. Earnings per share of common stock was calculated based on the
average number of shares outstanding during the year.

12. The components of receivable from and payable to brokers and
dealers are as follows:

19X2 19X1
(In thousands)
Securities failed to deliver:

Outstanding less than 30 days $21,316  $21,000
Outstanding more than 30 days 2,109 2,256
23,425 23,256
Deposits paid for securities borrowed 1,420 1,020
Other 631 200

Total receivable from brokers and dealers $25476 $24,476

Securities failed to receive:
Outstanding less than 30 days $19,120 $17,889
Outstanding more than 30 days 4,734 5,225
23,854 23,114

Deposits received for securities loaned 2,175 1,850
Total payable to brokers and dealers $26,029 $24,964

“Fails” represent the contract value of securities which have not been
received or delivered by settlement date.

13. Accounts receivable from customers include amounts due on un-
completed transactions and margin balances. Securities owned by customers
and held as collateral for these receivables are not reflected in the financial
statements.

*Various regulatory agencies including stock exchanges may impose addi-
tional capital requirements.
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EXHIBIT J

Independent Public Accountant's Report
On Examination of Partnership
Financial Statements

To the Partners,
Standard Stockbrokerage Co.:

We have examined the consolidated statement of financial condition
of Standard Stockbrokerage Co. and Subsidiaries as of December 31,
19X2 and December 31, 19X1, and the related consolidated statements
of income, changes in partnership capital, changes in subordinated
liabilities and changes in financial position for the years then ended.
Our examination was made in accordance with generally accepted
auditing standards, and accordingly included such tests of the account-
ing records and such other auditing procedures as we considered
necessary in the circumstances.

As set forth in Note 1 to the financial statements, securities and
investments not readily marketable amounting to $8,730,685 (19.3%
of Partnership Capital as of December 31, 19X2 and 24.3% as of
December 31, 19X1) have been valued at fair value as determined
by the partners. We have reviewed the procedures applied by the
partners in valuing such securities and investments and have inspected
underlying documentation; while in the circumstances the procedures
appear to be reasonable and the documentation appropriate, determi-
nation of fair value involves subjective judgment which is not sus-
ceptible to substantiation by auditing procedures.

In our opinion, subject to the effect on the financial statements of
the valuation of securities and investments determined by the partners
as described in the preceding paragraph, the aforementioned financial
statements present fairly the consolidated financial position of Stand-
ard Stockbrokerage Co. and Subsidiaries at December 31, 19X2 and
19X1 and the results of their operations and changes in financial posi-
tion for the years then ended, in conformity with generally accepted
accounting principles applied on a consistent basis.

Accounting Firm

New York, New York
February 15, 19X3

169



EXHIBIT J, cont'd

Independent Public Accountant's Report
On Examination of Partnership
Financial Statements, continued

An example of an unqualified opinion which would be appro-
priate when not readily marketable securities and investments
are not material is as follows:

To the Partners,
Standard Stockbrokerage Co.:

We have examined the consolidated statement of financial condition
of Standard Stockbrokerage Co. and Subsidiaries as of December 31,
19X2 and December 31, 19X1, and the related consolidated statements
of income, changes in partnership capital, changes in subordinated
liabilities and changes in ﬁnancianosition for the years then ended.
Our examination was made in accordance with generally accepted
auditing standards, and accordingly included such tests of the account-
ing records and such other auditing procedures as we considered
necessary in the circumstances.

In our opinion, the aforementioned financial statements present
fairly the consolidated financial position of Standard Stockbrokerage
Co. and Subsidiaries at December 31, 19X2 and 19X1 and the results
of their operations and changes in financial position for the years then
ended, in conformity with generally accepted accounting principles
applied on a consistent basis.

Accounting Firm

New York, New York
February 15, 19X3
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EXHIBIT K
STANDARD STOCKBROKERAGE CO., AND SUBSIDIARIES
Consolidated Statement of Financial Condition

December 31, 19X2 and 19XI
(on following pages)
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EXHIBIT M

STANDARD STOCKBROKERAGE CO. AND SUBSIDIARIES
Consolidated Statement of Changes
In Subordinated Liabilities
For the years ended December 31, 19X2 and 19X

19X2 19X1

Subordinated liabilities at beginning of

year $5,981,725 $5,721,725
Increase in market value of securities

borrowed under subordination agree-

ments 1,100,000 300,000

7,081,725 6,021,725

Decrease in market value of exchange
memberships contributed for the use
of the Company 25,000 40,000

Subordinated liabilities at end of year $7,056,725 $5981,725

The accompanying notes are an integral part
of this financial statement.

176



EXHIBIT N

STANDARD STOCKBROKERAGE CO. AND SUBSIDIARIES

Consolidated Statement of Changes

In Financial Position
For the years ended December 31, 19X2 and 19XI

Funds provided by:

Net income

Charges to net income not requir-
ing funds:
Depreciation and amortization

Funds provided by
operations

Increase (decrease) in net pay-
able to brokers and dealers

Additions to partnership capital

Funds applied to:

Increase (decrease) in cash and
deposits with clearing organiza-
tions and others

Increase in net receivable from
customers

Increase in net securities owned

Purchase of office equipment

Decrease in short-term bank loans
(and repurchase agreements, if
applicable)

Liquidation of securities differences

Capital withdrawals

Other changes, net

The accompanying notes are an integral part

19X2 19X1
$15,004,933 $13,198,677
585,000 560,000
15,589,933 13,758,677
65200  (1,600,000)
5,800,000 200,000
$21,455,133 $12,358,677
$ 315000 $ (75,000)
2,950,000 2,480,000
2,160,000 550,000
1,113,000 700,000
800,000 1,000,000
42,000 10,000
11,500,000 8,000,000
2,575,133  (306,323)
$21,455,133 $12.358,677

of this financial statement.
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EXHIBIT O

STANDARD STOCKBROKERAGE CO. AND SUBSIDIARIES
Notes to Consolidated Financial Statements

1. Accounting policies followed by the companies:

Securities transactions (and related commission revenue and ex-
pense if applicable) are recorded on a settlement date basis,®
generally the fifth business day following the transaction date.

The consolidated financial statements include the accounts of the
Company, all wholly owned subsidiaries, and one subsidiary
which is 80% owned. Such subsidiaries are engaged primarily in
leasing, investment advisory and venture capital endeavors.

Depreciation is provided on a straight-line basis, using an estimated
useful life of 10 to 15 years. Leasehold improvements are amor-
tized over the shorter of the economic useful life of the improve-
ment or the life of the lease.

Securities and investments not readily marketable include: (a) se-
curities for which there is no market on a securities exchange
or no independent publicly quoted market; (b) securities which
cannot be publicly offered or sold unless registration has been
effected under the Securities Act of 1933; and (c) securities and
investments which cannot be offered or sold because of other
arrangements, restrictions, or conditions applicable to the secu-
rities and investments or to the company. The estimated fair
value of such securities and investments has been determined by
the partners.

Federal income taxes have not been provided as each partner is
individually liable for his own tax payments; however, it is cur-
rently anticipated that $3,500,000 will be withdrawn by the
partners in the coming year to meet their current federal income
tax liabilities and for other purposes.®*®

2. Short-term bank loans at December 31, 19X2 are fully collateralized
by marketable securities. Such collateral includes securities owned by the
Company or borrowed under subordination agreements having a market
value of $17,000,000.

3. Notes payable bear interest of 5%% and are payable in semiannual
instalments of $250,000 through July 1, 19X6. Leased property with a net
book value of $2,500,000 has been pledged to secure the notes.

4. Borrowings subordinated to the claims of general creditors have been
contributed under agreements requiring interest payments ranging from 5%
to 6% and expiring as follows:

Expiration Exchanlgf
Date Cash Securities Memberships  Total
October 19X3 $4,000,000 $4,000,000
March 19X4 1,000,000 1,000,000
March 19X6 1,281,725 1,281,725
December 19X4 $400,000 400,000
January 19X6 $375,000 375,000

$400,000 $6,281,725 $375,000 87,056,725
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EXHIBIT O, cont'd

5. Included in partnership capital at December 81, 19X2 are equities
in partners’ individual accounts aggregating $3,215,773 which are consid-
ered as capital in accordance with the partnership agreement. Subject to

the approval of various regulatory agencies, these amounts may be with-
drawn,

6. The Company leases its main office and 11 sales offices under non-
cancellable leases expiring between 19X7 and 19X9. The annual aggregate
rental approximates $750,000.

7. Pursuant to the net capital provisions of Rule 15¢3-1 of the Secu-
rities Exchange Act of 1934, the Company is required to maintain a mini-
mum net capital, as defined under such provisions. Net capital and the
related net capital ratio may fluctuate on a daily basis. At December 31,
19X2, the Company had net capital and net capital requirements of ap-
proximately $29,160,000 and $2,600,000, respectively. The Company’s net
capita] ratio was 1.79 to 1.°°*

8. The components of receivable from and payable to brokers and
dealers are as follows:

19X2 19X1
(In thousands)
Securities failed to deliver:

Outstanding less than 30 days $21,316 $21,000
Outstanding more than 30 days 2,109 2,256
23,425 28,256
Deposits paid for securities borrowed 1,420 1,020
Other 631 200

Total receivable from brokers and dealers $25,476 $24,476
Securities failed to receive:

Outstanding less than 30 days $19,120 $17,889
Outstanding more than 30 days 4,734 5,225
23,854 23,114

Deposits received for securities loaned 2,175 1,850

Total payable to brokers and dealers $26,029 $24,964

“Fails” represent the contract value of securities which have not been
received or delivered by settlement date.

9. Accounts receivable from customers include amounts due on un-
completed transactions and margin balances. Securities owned by customers
and held as collateral for these receivables are not reflected in the financial
statements.

® An alternative method is discussed elsewhere in this guide.
2 Under certain conditions, it may be appropriate to record anticipated
withdrawals as a liability.
##* Various regulatory agencies including stock exchanges may impose ad-
ditional capital requirements.
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EXHIBIT P

Independent Public Accountant's Report
On the Statement of Financial Condition Only

To the Board of Directors(1),
Standard Stockbrokerage Co., Inc.:

We have examined the consolidated statement of financial condition
of Standard Stockbrokerage Co., Inc. and Subsidiaries as of December
31, 19X2 and December 31, 19X1. Our examination was made in
accordance with generally accepted auditing standards, and accord-
ingly included such tests of the accounting records and such other
auditing procedures as we considered necessary in the circumstances.

As set forth in Note 1 to the financial statements, securities and
investments not readily marketable amounting to $8,730,685 (22% of
Stockholders’ Equity as of December 31, 19X2 and 26% as of Decem-
ber 31, 19X1) have been valued at fair value as determined by the
Board of Directors. We have reviewed the procedures applied by
the Directors in valuing such securities and investments and have
inspected underlying documentation; while in the circumstances the
procedures appear to be reasonable and the documentation appro-
priate, determination of fair value involves subjective judgment which
is not susceptible to substantiation by auditing procedures.

In our opinion, subject to the effect on the statement of financial
condition of the valuation of securities and investments determined
by the Board of Directors as described in the preceding paragraph,
the accompanying consolidated statement of financial condition pre-
sents fairly the financial position of Standard Stockbrokerage Co., Inc.
and Subsidiaries at December 31, 19X2 and 19X1, in conformity with
generally accepted accounting principles applied on a consistent basis.

Accounting Firm

New York, New York
February 15, 19X3

(1) Under certain circumstances, it may be appropriate to address the audit
report to the stockholders as well.
For a partnership the report is addressed:
To the Partners,
Standard Stockbrokerage Co.:
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EXHIBIT P, cont'd

Independent Public Accountant's Report
On the Statement of Financial Condition Only, continued

Example of an unqualified opinion which would be appropriate
when not readily marketable securities and investments are not
material and the independent public accountant is reporting only
on the statement of financial condition:

To the Board of Directors(1),
Standard Stockbrokerage Co., Inc.:

We have examined the consolidated statement of financial condition
of Standard Stockbrokerage Co., Inc. and Subsidiaries as of December
31, 19X2 and December 31, 19X1. Our examination was made in
accordance with generally accepted auditing standards, and accord-
ingly included such tests of the accounting records and such other
auditing procedures as we considered necessary in the circumstances.

In our opinion, the accompanying statement of financial condition
presents fairly the consolidated financial position of Standard Stock-
brokerage Co., Inc. and Subsidiaries at December 31, 19X2 and 19X1,
in conformity with generally accepted accounting principles applied
on a consistent basis.

Accounting Firm

New York, New York
February 15, 19X3

(1) Under certain circumstances, it may be appropriate to address the audit
report to the stockholders as well.
For a partnership the report is addressed:
To the Partners,
Standard Stockbrokerage Co.:
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EXHIBIT Q

Representation Letter
February 15, 19X3

Accounting Firm
Gentlemen:

We are writing at your request to confirm our understanding that
the examination which you have made was directed to the expression
of an opinion on the consolidated statement of financial condition
(financial statements) of Standard Stockbrokerage Co. Inc. and Sub-
sidiaries and the examination of Answers to Financial Questionnaire
as of (for the period ended) December 31, 19X2, and that your audit-
ing procedures, including your tests of our accounting records, were
limited to those which you considered necessary in the circumstances
on the basis of generally accepted auditing standards approved and
adopted by the American Institute of Certified Public Accountants
or required by the (applicable stock exchange, e.g., New York) and
the Securities and Exchange Commission.

Also at your request, to supplement information obtained by you
from the books and records of the Company and from other sources,
we advise you that to the best of our knowledge and belief the Com-
pany and its subsidiaries at December 31, 19X2 had:

(1) Satisfactory title to all recorded assets.

(2) No assets pledged or assigned as security for liabilities, per-
formance of contracts, etc., except as disclosed in the financial state-
ments or notes thereto. (See Questions 2 and 3, Exhibit B)

(3) No material unrecorded assets or contingent assets (such as
claims relating to buy-ins, unfulfilled contracts, etc., whose value
depends on fulfillment of conditions regarded as uncertain).

(4) No securities or investments not readily marketable owned by
the Company or borrowed under subordination agreements except
as disclosed in the financial statements or notes thereto.

It is understood that the term “securities and investments not readily
marketable” shall include, but not be limited to, (a) securities except
“exempted securities,” for which there is no market on a securities
exchange or independent publicly quoted market, (b) securities which
cannot be publicly offered or sold unless registration has been effected
under the Securities Act of 1933 (or the conditions of an exemption
such as Regulation A, under Section 3(B) of such Act have been com-
plied with, i.e., “restricted stock,” and (c) securities and investments
which cannot be offered or sold because of other arrangements, restric-
tions, or conditions applicable to the securities and investments or to
the company, i.e., “control stock.”

(5) All exchange memberships recorded on the books.

(6) No participations in joint accounts carried by others except as
reflected in the financial statements or notes thereto. (See Question 15,
Exhibit B)

(7) No capital stock repurchase agreements and no capital stock
reserved for options, warrants, conversions, or other requirements ( cor-
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EXHIBIT Q, cont'd

poration only) except as disclosed in the financial statements or notes
thereto. (See Note 5, Exhibit I)

(8) No material unrecorded liabilities or contingent liabilities (en-
dorsements or guarantees, lawsuits, additional taxes for prior years,
repurchase agreements, etc.), other than as disclosed in the financial
statements.

(9) No open contractual commitments other than those appearing
on the memo books and records (for when distributed and delayed
delivery contracts, underwritings and when issued contracts, endorse-
ments of puts and calls, and commitments in foreign currencies and
spot (cash) commodity contracts).

(10) Charged off all property, furniture, fixtures, equipment, and
leasehold improvements sold, destroyed, abandoned or considered to
be obsolete or of no further use.

(11) No holder of voting stock having a proprietary interest in
any account classified solely as that of a customer in Answers to Finan-
cial Questionnaire.

(12) No borrowings or claims which were unconditionally sub-
ordinated to all claims of general creditors pursuant to a written
agreement except as disclosed in the financial statements or notes
thereto. (See Question 12, Exhibit B)

(13) Established a reserve for security differences that is adequate
to cover any anticipated losses in connection with the short securities
that may have to be covered and/or claims arising from the liquidation
of long securities.

Further, we advise you that, to the best of our knowledge and
belief, all accounting and financial records and related data of the
Company have been made available to you and as far as we know
none of them were withheld from you; no shortages or other irregu-
larities have been discovered that have not been disclosed to you; and
no events have occurred nor have any matters been discovered since
December 31, 19X2 which would require adjustments to or disclosure
in the financial statements. We agree with the adjusting journal
entries which are not recorded on the books but which are given
effect to in the financial statements.

Very truly yours,
............................................. Company
................................. Chief Executive Officer
................................ Chief Accounting Officer

NoTe: Where separate representations are not provided by the Company,
the independent public accountant should also obtain in this letter repre-
sentations as to the accuracy of items not covered by his opinion, such as
future capital withdrawals, financial obligations of partners, etc. In addi-
tion, appropriate representations should be obtained with respect to the
minutes of the corporation or the partnership agreement of the partnership
and the appropriateness of agreements providing for the inclusion of part-
ners” individual accounts as partnership property in the financial statements
and for the purpose of computing net capital.
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EXHIBIT T
Audit Requirements Prescribed on Form X-17A-5

The audit shall be made in accordance with generally accepted
auditing standards and shall include a review of the accounting
system, the internal accounting control and procedures for safe-
guarding securities including appropriate tests thereof for the
period since the prior examination date. It shall include all pro-
cedures necessary under the circumstances to substantiate the
assets and liabilities and securities and commodities positions as
of the date of the responses to the financial questionnaire and to
permit the expression of an opinion by the independent public
accountant as to the financial condition of the respondent at that
date. Based upon such audit, the accountant shall comment upon
any material inadequacies found to exist in: (a) the accounting
system; (b) the internal accounting control; (c¢) procedures for
safeguarding securities; (d) the practices and procedures em-
ployed in complying with Rule 17a-13 and in the resolution of
securities differences; and shall indicate any corrective action
taken or proposed.

The scope of the audit shall include the following procedures,
but nothing herein shall be construed as limiting the audit or
permitting the omission of any additional audit procedure which
an independent public accountant would deem necessary under
the circumstances. As of the audit date the independent public
accountant shall:

(1) Compare ledger accounts with the trial balances obtained
from the general and private ledgers and prove the aggregates of
subsidiary ledgers with their respective controlling accounts.

(2) Account for by physical examination and comparison with
the books and records: all securities, including those held in seg-
regation and safekeeping; material amounts of currency and tax
stamps; warehouse receipts; and other assets on hand, in vault,
in box or otherwise in physical possession. Control shall be main-
tained over such assets during the course of the physical exam-
ination and comparison.

(3) Verify securities in transfer and in transit between offices
of respondent.

(4) Balance positions in all securities and spot and future
commodities as shown by the books and records at the audit date.
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EXHIBIT T, cont'd
Audit Requirements Prescribed on Form X-17A-5, continued

(5) Reconcile balances shown by bank statements with cash
accounts. After giving ample time for clearance of outstanding
checks and transfers of funds, the independent public account-
ant shall obtain from depositaries bank statements and canceled
checks of the accounts and by appropriate audit procedures sub-
stantiate the reconciliation as of the audit date.

(6) Obtain written confirmation with respect to the following
(see note):

(a) Bank balances and other deposits.

(b) Open contractual positions and deposits of funds with
clearing corporations and associations.

(e) Money borrowed and detail of collateral.

(d) Accounts, securities, commodities, and commitments
carried for the respondent by others.

(e) Details of:

(i) Securities borrowed
(ii) Securities loaned
(iii) Securities failed to deliver
(iv) Securities failed to receive
(v) Contractual commitments (see General Instruc-
tion B.11).

(f) Customers’, partners’, officers’, directors’, and respond-
ent’s accounts. Confirmation of these accounts may be in the
form of a written acknowledgment of the accuracy of the
statement of money balances, securities and/or commodities
positions, and open contractual commitments (other than
uncleared “regular way” purchases and sales of securities)
accompanying the first request for confirmation mailed by
the independent public accountant. Customers’ accounts
without balances, positions or commitments, and accounts
closed since the last prior audit shall be confirmed on a
test basis.

(g) Borrowings and accounts covered by “satisfactory sub-
ordination agreements.”

(h) Guarantees in cases where required to protect ac-
counts guaranteed as of audit date.

(i) All other accounts which in the opinion of the inde-
pendent public accountant should be confirmed.
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EXHIBIT T, cont'd
Audit Requirements Prescribed on Form X-17A-5, continued

Note: Compliance with requirements for obtaining written confirmation
with respect to the above accounts shall be deemed to have been made if
requests for confirmation have been mailed by the independent public
accountant in an envelope bearing his own return address and second re-
quests are similarly mailed to those not replying to the first re-
quests, together with such auditing procedures as may be necessary; pro-
vided, however, that with respect to customers’ accounts closed since the
last prior audit the accountant may use either positive or negative confir-
mation requests; and it is further provided that with respect to periodic
investment plans sponsored by member firms of a national securities ex-
change, whose members are exempted from Rule 15¢3-1 by paragraph (b)(2)
thereof, the independent public accountant examining the financial statements
of the originating member firm may omit direct written confirmation of such
plan accounts with customers when, in his judgment, such procedures are
not necessary, if (1) the originating member firm does not receive or hold
securities belonging to such plan accounts and does not receive or hold
funds for such accounts, except the initial payment which is promptly
transmitted to the custodian; (2) the custodian is a member firm of such
national securities exchange and files certified reports complying with Rule
17a-5 in connection with which the customers’ accounts are confirmed by
an independent public accountant; and (3) funds and securities held by the
custodian for each such customer’s account are reconciled with the records
of the originating member firm as of the date of the most recent audit of
the custodian.

(7) Obtain a written statement from the proprietor, partner
(if a partnership) or officer (if a corporation) as to the assets,
liabilities, and accountabilities, contingent or otherwise, not re-
corded on the books of the respondent.

(8) Verify the computation of the ratio of aggregate indebt-
edness to net capital at the audit date and review the procedures
followed in making the periodic computations required under the
provisions of Rule 17a-3(a) (11).

(9) Review the practices and procedures employed for the
making of the securities examinations, counts, verifications, com-
parisons, and the recordation of differences required by Rule
17a-13, and the methods employed in the resolution of the differ-

ences uncovered.

NotEe: Provisions of Rule 17a-5 require that the reports of certain brokers
and dealers be audited by a certified public accountant or public accountant
who shall be in fact independent. With respect to qualifications of account-
ants, accountant’s certificate, opinions to be expressed, and exceptions,
please refer to Rule 17a-5.

Note: Important additional audit and reporting requirements are im-
posed by Release Nos. 9658 and 9766 under the Securities Exchange Act
of 1934. Reference should be made to such releases for specific requirements.
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Glossary

ADR. Abbreviation for American Depository Receipt.
Account executive. See Registered representative.

Active box. A position on the Stock Record (Street Side) indicating
securities located in the Cashier’s Department which are normally
available to the brokerage concern for its general use.

Adequately collateralized. Indebtedness shall be deemed to be
“adequately collateralized” when the difference between the amount
of the indebtedness and the market value of the collateral is suffi-
cient to make the loan acceptable as a fully secured loan to banks
regularly making comparable loans to brokers or dealers in the
community.

Aggregate indebtedness. The total of certain liabilities of a broker-
dealer which are set forth in Rule 15¢3-1 of the Securities and Ex-
change Commission. A broker-dealer shall not permit his aggregate
indebtedness to exceed a specified percentage of this net worth as
defined in this same rule.

Allied member. Any general partner or qualified voting stockholder
of a member organization who is not himself a member of a stock
exchange.

American depository receipt (AD.R.). A certificate issued by an
American bank that serves as evidence of ownership of original for-
eign shares. These certificates are transferable and can be traded.
The original foreign stock certificates are deposited with a foreign
branch or correspondent bank of the issuing American bank.

AMEX. The popular name for the American Stock Exchange.
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Arbitrage. The act of buying a security in one market and selling
it in another. Also buying a security subject to exchange, conversion
or reorganization and selling the security or securities to be received
upon completion of the exchange, conversion, or reorganization.

Asked. A potential seller’s lowest acceptable price for a security.

Back office. The administrative area of a brokerage office which
contains the bookkeeping, margin, P&S, cashiers’, and dividend de-
partments.

Bad delivery. A delivery of securities that does not fulfill the re-
quirements for delivery.

Balance order. The net balance instructions, issued by a clearing
corporation, to receive or deliver securities. The instructions set
forth all the information needed by the member firm to clear its
transactions on a given settlement date.

Best efforts. Refers to an agreement by an underwriter to buy from
the issuing corporation only those securities which it is able to sell
to the public.

Bid. The highest declared price a buyer is willing to pay for a secu-
rity at a particular time.

Big Board. The popular name for the New York Stock Exchange.

Blotter. A record of original entry. A book or individual units used
as a record of original entry to record transactions as they occur.
Covers purchases, sales, cash receipts and disbursements, and securi-
ties received and delivered.

Board room. Popular name for the area in a brokerage concern’s
office where customers can watch security prices and activity and
enter orders for the purchase and sale of securities.

Books closed. The cutoff time that determines stockholders of record
for a prescribed period. Any entries affecting the registration or
ownership of securities for dividend disbursements or proxy pur-
poses must be made before this time.

Borrowed. The act of borrowing a security for delivery. The equiva-
lent value in money is usually deposited with the lender.

Box. A “short” position in the Stock Record representing securities
on hand in the possession of the brokerage concern. A place where
securities are kept such as a vault, file cabinet, or other place so
used. Boxes are also identified as Safekeeping Box, Segregation Box,
Name of Box, Active Box, etc.

Box count. An actual count of the securities in the box either in
connection with an audit or with periodic checking.

194



Broker loans. Money borrowed by brokers from banks.

Brokers transfer account. An account kept by the transfer clerk of
a brokerage concern giving details of securities transferred for the
account of other brokers. The occasion for this arises when delive
is made by transfer (TAD—transfer as directed) instead of by
delivery of the actual certificates.

Bulk segregation. Securities (usually constituting excess collateral
in margin accounts) which are filed in alphabetical order in special
boxes in the vault but which are not specifically identified with the
owners. Collateral records are maintained by the brokerage concern
to indicate the owners and the securities are usually in the name
of the brokerage concern.

Buy-in. The procedure followed by a broker desiring to settle a buy
contract which is past due. He may file with a stock exchange or
the National Association of Security Dealers, Inc., as appropriate, a
notice termed a “Buy-in,” a copy of which is also served on the
broker from whom the securities were to be received. If the securi-
ties are not delivered, the stock or bond may be bought in for cash
for the account of the broker who is to receive the securities. The
difference in price between the “Buy-in” and the contract price is
adjusted by check from one broker to another.

Buying power. The equity remaining in a margin account after pro-
viding for the margining of existing securities in the account in
accordance with federal and “House™ margin requirements.

Cage. The term given to the area of the brokerage concern’s office
in which is located the cashier, stock clerk, loan clerk, transfer clerk,
blotter clerk, and others having as a part of their duties the receiving
and delivering of securities.

Call (margin). A request for a margin customer to put up additional
collateral (cash or securities). Usually a written request.

Call loan. A loan which has no definite maturity or rate of interest.
The loan may be “called” by the lender or paid off by the borrower
at any time.

Call option. A contract which entitles the holder to buy (call) en-
tirely at his option, a specified number of shares of a particular stock
at a specified price at any time until the stated expiration date of
the contract. Such an option (which is always tor a round lot
amount and which is transferable) is bought in the expectation of
a price rise above the contract price. If the price rise occurs, the
purchaser will exercise the option. If the rise does not occur, he
will let the option expire and will lose only the cost of the option.
During the existence of the option, the exercise price and number
of shares is adjusted on the ex-date for cash dividends, rights, and
stock dividends or splits.
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Cash account. A customer account with a brokerage concern in
which purchases and sales of securities are handled on a strictly
cash basis. No credit or margin is allowed.

Cash sale. A sale on which the trade and settlement dates are the
same. The selling broker must be able to make delivery of the
security sold on the trade date. The customer who is selling usually
receives a discounted price on the sale for this special service.

Cash transaction. A transaction which is expected to clear within
the time prescribed by Regulation T of the Board of Governors of
the Federal Reserve System.

Cashier’s department. A division of the Operations Department of
a brokerage concern that handles securities and money that are
received or delivered by the brokerage concern. (See Cage.)

Central Certificate Service (C.C.S.). A subsidiary of the Stock Clear-
ing Corporation of the New York Stock Exchange and a depl;)sitary
for eligible securities to facilitate clearances between member or-
ganizations without the necessity of receiving or delivering actual
certificates.

Churning. The process of unnecessary purchases and sales in cus-
tomers’ accounts for the purpose of generating commissions.

Clearance. The act of clearing securities between buyers and sellers.
Receipt or delivery of securities against payment.

Clearing house. Term given to the central location for matching
security transactions of members to enable the determination of
minimum quantities to be received or delivered.

Clearing member. A brokerage concern entitled to use the services
of the clearing corporation.

Clearing organization. Usually a brokerage concern which clears
the transaction of another brokerage concern. (See Correspondent. )

Commodity hold out. Commodity transactions on the brokerage con-
cern’s records but not reported on the clearing house sheets.

Commodity spreading. Implies open purchase (“long”) and sale
(“short”) contracts in the same commodity or in different com-
modities.

Comparison. A formal notice that details the terms of the contract
between brokerage concerns who are parties to non-exchange trades.
If the details of the trade are correct, the comparison is stamped
(acknowledged) and returned; if they are incorrect, the broker
indicates the difference(s) and returns the comparison. (See D.X.)

Compliance department. The department in a brokerage concern
that enforces adherence to policies established by the brokerage
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concern, plus all rules and regulations fixed by the various regu-
latory agencies.

Confirmation. A confirmation sets forth the terms of a contract be-
tween a brokerage concern and its customer for the purchase or sale
of securities. Details shown on a confirmation are: trade date, settle-
ment date, number of shares or par value of bonds, security descrip-
tion, contract price, commission, account number and type of ac-
count, customer’s name and address, and any other information
required.

Contract difference. The difference between the contract and the
market values of commodities.

Contract sheet. A listing of compared and uncompared transactions
sent to each member firm by a stock. clearing corporation.

Conversion account. An account carried by a New York Stock Ex-
change member who endorses put and call options for a put and
call dealer under a completely hedged condition.

Correspondent. One of the parties to an agreement between two
brokerage concerns that performs services for the other, such as the
execution and the clearance of trades. A New York City brokerage
concern (a clearing member) is usually the correspondent for an
out-of-town brokerage concern (often a non-member).

Cover value. The amount necessary to buy-in a “short” security
position at the current market value.

Credit department. Another name for Margin Department.

Current market value. Generally, as used in connection with margin
trading, means the closing price of a security as of the preceding
business day.

CUSIP (number). A means of uniformly describing and identifying
specific security issues. Developed by the Committee on Uniform
Security Identification Procedure.

Customers’ man. A salesman or registered representative.

D.AP. Abbreviation for delivery against payment. Also referred to
as C.0.D. (cash on delivery), P.O.D. (payment on delivery), and
D.V.P. (delivery versus payment).

D.K. Abbreviation for Don’t Know. An expression used by a broker-
age concern to indicate that a certain transaction which another
brokerage concern is attempting to confirm or compare is unknown
to them. When mutual understanding is reached the transaction is
properly compared or cancelled.

Day loan. A loan made for one day only for the convenience of the
brokerage concern. Generally on an unsecured basis.
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Dealer. A person or firm acting as a principal rather than as an
agent in the purchase and sale of securities.

Definitive certificates. Actual and permanent certificates of bonds
or stock given in exchange for temporary receipts. These temporary
receipts are usually issued at the time of a new offering before the
engraved certificates are available.

Delayed delivery. A transaction the delivery of which is longer than
the usual regular way transaction. (See Sellers’ option.)

Directed sale. Sale by the manager of a syndicate to a customer
(usually an institution) of a syndicate member.

Discretionary account. An account over which a broker or some
other person has been given discretion by the customer as to pur-
chases and sales of securities, including the kind of securities, the
time when and the prices to be paid or received. The discretion may
be complete or limited.

Distribution. The sale of a large block of securities to the investing
public.

Divided liability. Liability in a syndicate or underwriting which
is fixed or definite in amount. (See Undivided liability.)

Dividend department. A division of the Operations Department
that is charged with the collection of dividends and the crediting
of these dividends to the accounts of customers.

Due bill. A document passed between brokerage concerns stating
that dividends, rights to subscribe, stock dividends, etc., are the
property of the holder of the due bill.

Equity. The net worth in a margin account, computed by subtract-
ing the total of the “short” security values and the debit balance
from the total of the “long” security values and the credit balance.
If the result is a net credit the account is said to liquidate to an

equity.
Equity securities. Term applied to common stocks or to debentures
or preferred stock which are convertible into common stocks.

Equity statement (runs). Statements showing details of an account
together with security valuations.

Ex-clearing house. Transactions which are not settled through the
clearing house.

Ex-dividend. A synonym for “without dividend.” The buyer of a
stock selling ex-dividend does not receive the recently declared
dividend. Open buy and sell stop orders, and sell stop limit orders
in a stock on the ex-dividend date are ordinarily reduced by the
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value of the particular dividend. In the case of open stop limit
orders to sell, Ii)oth the stop price and the limit price are reduced.
Every dividend is payable on a fixed date to all shareholders re-
corded on the books of the disbursing company as of a previous
date of record. For example, a dividend may be declared as payable
to holders of record on the books of the disbursing company on a
given Friday. Since five business days are allowed for delivery of
the security “regular way” in transactions on the Stock Exchange,
the exchange would declare the stock “ex-dividend” as of the open-
ing of the market on the preceding Monday. This means that any-
one buying the stock on and after Monday would not be entitled
to the dividend.

Ex-rights. Same as for ex-dividend. The buyer of stock selling ex-
rights is not entitled to the rights distribution.

Ex-warrants. On occasion stock or bonds have warrants attached
entitling the holder to subscribe to additional shares within speci-
fied periods of time and at specified prices. When these warrants
are detached the security is traded “ex-warrants.”

Exchange tickets. The tickets (usually data processing cards) in a
clearing corporation format, prepared by a brokerage concern for
each transaction made on an exchange. These tickets list all perti-
nent details of the trade and are sent with a daily summary listing
to the clearing corporation for comparison and confirmation.

Execution report. A confirmation notice of the completion of a trade
that is sent from the floor of an exchange (for listed securities) or
trading desk (for over-the-counter securities) back to the point of
origin of the order.

Exempt securities. Securities exempted from registration under the
Securities Exchange Act of 1934, otherwise than by action of the
Securities and Exchange Commission.

Extension. Permission to extend credit beyond the time prescribed
by Regulation T of the Board of Governors of the Federal Reserve
System.

Fails. Uncompleted security transactions between two brokerage
concerns. (See Fail to deliver and Fail to receive.)

Fail to deliver. Securities which the selling brokerage concern has
not delivered to the purchasing brokerage concern at the settlement
or clearance date.

Fail to receive. Securities which the purchasing brokerage concern
has not yet received from the selling brokerage concern at the
settlement or clearance date.

Firm account. An account consisting of securities in which the bro-
kerage concern has taken a position for investment purposes, is
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making a market (principal wholesaler) or has an interest with
another party (joint account).

Firm commitment. Refers to the agreement of an underwriter to
buy the entire issue of a security from the issuing corporation at
a specified price.

Firm price. The price at which a security can be bought or sold in
the over-the-counter market for such period of time as the seller
may specify.

Flat. A method of trading in certain kinds of bonds. Usually used
in trading income bonds which do not pay interest unless it has
been earned and declared payable, or bonds on which the issuing
corporation has defaulted in the payment of interest. When bonds
are traded “flat” the seller is not entitled to receive in addition to
the price of the bond the interest that has accumulated since the
date of the last interest payment. The seller of a bond that is
traded “Hat” must deliver the bond with all unpaid coupons at-
tached or a due bill authorizing the buyer to collect any payments
of interest that may be made by the issuing corporation in the
future.

Flat statement. A statement with no money or security balance.

Floor. The popular name for the area where securities are bought
or sold on an exchange.

Floor broker. Member of exchange who executes transactions on
the exchange for the account of his own organization or for the
account of other member organizations.

Floor brokerage. The commission charged by one broker to another
broker for executions of transactions on exchanges.

Floor clerk. An employee of a brokerage concern who maintains
liaison between the order room and the floor broker.

Floor report. A report of an executed trade given to the floor clerk
by the floor broker which contains the number of shares, the price,
and the other broker on the trade.

Free securities. Securities which are fully paid for.

Free shipment. Shipments of securities usually to out-of-town bro-
kerage concerns without draft attached in order to avoid payment
of collection charges.

Fully paid accounts. Customer accounts in which the contract price
to purchase securities has been paid. These securities should be
“locked-up” in the segregation or safekeeping box.

Futures contract. Contracts for purchase or sale of commodities at
some time in the future.
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G.T.C. Abbreviation for “Good "Til Cancelled.” Also called an “open
order.” When this term appears on an order to buy or sell a security
it means that the order is to remain in effect until it is either exe-
cuted or cancelled.

Give-up. Type of order which is given by a customer to a member
firm on whose books the customer does not have an account.

Good delivery. Certain basic qualifications must be met before a
security sold may be delivered. The security must be in proper form
to comply with the contract of sale and to transfer title by delivery
to the purchaser.

Good faith deposit. Deposit to guarantee performance. Usually with
respect to new issues of securities.

Group account. A syndicate or joint account.

Haircut. Deductions from “net worth” of certain specified percent-
ages of the market value of securities and future commodity con-
tracts “long” and “short” in the capital and proprietary accounts
of a broker or dealer, and in the accounts of partners. These de-
ductions are solely for the purpose of computing “net capital” and
are not entered on the books.

Holder of record. The party listed as the registered owner on the
transfer records of a corporation.

Holders’ file. A subsidiary file (punched cards, discs or tapes) in
account sequence showing securities owned or carried in such
accounts.

House account. An account used by a brokerage concern to main-
tain a trading and/or investment position in a security for itself or
its officers or partners. Also a name given to a customer’s account
to which no registered representative has been assigned.

House rules. Rules promulgated by the brokerage concern. Usually
refers to the maintenance margin required by the brokeragle con-
cern which is over and above requirements of governing bodies.

Hypothecation agreement. An agreement signed by a customer that
permits his broker to use securities in the customer’s margin account
as collateral for loans made to the broker.

In-box sheet. Sheet on which is listed items going into the box.
In-house. Within the brokerage concern itself.

Initial margin. The amount of money or its equivalent specified by
the Board of Governors of the Federal Reserve System that a cus-
tomer must deposit with his broker when the customer buys a
security on margin.
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International arbitrage. Same as arbitrage except markets are in
different countries.

Investment banker. One who underwrites securities on an initial or
secondary basis. This often involves private placements where the
investment banker may act as both a broker and/or dealer.

Joint account. An account in which two or more persons have an
interest.

Legal list. A list of securities in which insurance companies, banks,
and fiduciaries are permitted by law to invest.

Legal transfer. A stock certificate having an assignment executed by
an executor, administrator, trustee, guardian, ete., and requiring
certain legal documents indicating the authority of the party as-
signing the securities.

Limit order. Also called a “limited order” or “limited price order.”
An order to buy or sell a security at a price specified by the cus-
tomer or at a better price if such price can be obtained.

Listed security. A security which is traded on an exchange.

Loan consent. An agreement signed by a customer that permits the
brokerage concern to lend securities in a margin account to other
brokers.

Loan value. The value at which a security is accepted for margin.
This value is usually less than or at a discount from current market
value.

Loaned. Opposite of borrowed. The act of lending a security usually
for delivery against a “short” sale. The equivalent value in money
is usually deposited by the borrower.

Lock-up. The act of placing securities in safekeeping or segregation.
Long. Denotes ownership of securities. Due to.
Long and short record. See Stock record.

Maintenance margin. The amount of equity required to be main-
tained in a margin account in accordance with exchange regula-
tions or house rules.

Margin. The equity in an account. The requirements as to the
amount of margin vary between initial margin and maintenance
margin and also according to the type of collateral used in com-
puting the equity.

Margin call. A request for additional margin.

Margin department. A division of the “Operating Department.” Its
function is to keep an up-to-date record of each customer’s pur-
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chases and sales of securities and to watch carefully margin trans-
actions in a customer’s margin account.

Margin transaction. A transaction on which the brokerage concern
advances credit to the customer for a portion of the purchase price.

Mark-to-the-market. A procedure whereby a brokerage concern has
the right to demand that the price of a past due or open contract
be adjusted to current market values by the advancement of addi-
tional funds.

Mark-up. Refers to the difference between what a dealer has paid
for a security and the price at which he offers the security to an-
other person.

Market maker. A broker-dealer concern that stands ready to buy or
sell a particular security in the over-the-counter market at prices
which the concern has quoted.

Market price. Usually means the last reported price at which a
security has been sold.

Master file. A file which contains the official account numbers and
descriptions of securities or customers’ names and addresses.

Maximum loan value. Refers to the percentage of the purchase
price of a security which the broker may lend to a customer who
is buying a security on margin.

Member corporation. A brokerage concern that is organized as a
corporation and that has at least one director-holder of voting stock
who is a member of an organized stock exchange.

Member firm. A brokerage concern that is organized as a partner-
ship and that has at least one general partner who is a member of
an organized stock exchange.

Mixed account. An account which contains both “long” and “short”
securities.

NASDAQ. An electronic quotation system for over-the-counter mar-
ket sponsored by the National Association of Securities Dealers, Inc.

Name-of securities. Securities registered in the name of customers
of the brokerage concern.

National Association of Securities Dealers, Inc. (N.A.S.D.). Also re-
ferred to as N.A.S.D. An association of broker-dealers who do
business in the over-the-counter market. The Association super-
vises and regulates the trading conduct of its members.

Net capital. Net worth of a brokerage concern less certain items
such as exchange memberships, carrying value of securities which
are not readily marketable, “haircuts” on marketable securities in
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proprietary accounts, furniture and equipment, etc., as defined in
the net capital rules.

New issue. A security that is sold by an issuing corporation for the
first time.

Non-regulated commodity. A commodity not regulated by the Com-
modity Exchange Act.

Odd lot. A quantity of securities which is less than the trading unit.
Usually a quantity less than an even one hundred shares.

Odd-lot broker. A broker who executes odd lot transactions for other
brokers. Such brokers buy or sell round lots on the exchange to
cover the odd lot transactions.

Odd-lot differential. The fraction which is added to or deducted
from the round lot price by the odd-lot broker.

Off-board. Means trading in unlisted securities in the over-the-
counter market. Also used to describe transactions in listed secu-
rities not executed on a stock exchange.

Offer. The lowest price at which a seller is willing to sell a security.

Omnibus account. An open account carried by another brokerage
concern (a margin account) as distinguished from a similar ac-
count where transactions are cleared on an individual basis (a
cash account).

Operations department. The name associated with the overall cleri-

cal functions of a brokerage concern. Sometimes referred to as the
“back office.”

Optional dividend. A dividend that is payable in either stock or
cash at the option of the holder of record.

Order department. A division of the Operations Department that
receives customers’ orders and transmits them either to the floor
of a stock exchange or the trading department for execution. The
Order Department also receives notices of executed trades and
transmits such notices to the purchase and sales department and
to the registered representatives.

Order room. Another name for the Order Department.

Out-of-box sheet. A sheet on which is listed securities removed from
the box.

Over delivery. Delivering a greater amount of securities than called
for; the surplus amount being returned by transferring it to the
name of the delivering brokerage concern.

Over-the-counter (O.T.C.). A market for securities made up of
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brokerage concerns who may or may not be members of a securi-
ties exchange. Over-the-counter is mainly a market made over the
telephone. Thousands of companies have insufficient shares out-
standing, stockholders, or earnings to warrant application for listing
on a stock exchange. Securities of these and other companies are
traded in the over-the-counter market between brokerage concerns
who act either as principals or as brokers for customers. The over-
the-counter market is the principal market for United States Gov-
ernment bonds and municipal securities.

Over-the-window. The direct delivery of securities between two
brokerage concerns, excluding the clearing-house facilities. Delivery
is made by hand to the receive window of the broker and is said
to be “over-the-window.”

P. & S. department. Abbreviation for Purchase and Sales Department.

Pair off. Sometimes it occurs that two brokerage concerns each owe
one another the same number of shares of the same security. Instead
of actually receiving the security and delivering it back again they
will “pair off” the transaction by giving or receiving a check for the
difference in price, or by exchanging checks for the full amount of
each side of the transaction.

Papers. A term sometimes given to put and call options.

Payable date. The date on which a dividend is payable to holders
of record as of some previous date.

Pink sheets. A listing of over-the-counter securities published on pink
paper by the National Quotation Bureau. It shows the most recent
bid and asked prices for the securities listed, as well as the broker-
dealers making a market in those securities. While pink paper is
used for stock quotations the definition also applies to listings of
bond quotations, etc., which are printed on papers of different color.

Point. When used in connection with the purchase or sale of stocks,
means a rise or decline of $1.00 per share. When used in connection
with the purchase or sale of bonds means a rise or decline of
$10.00 per $1,000 principal amount.

Point balance run. A listing of each future commodities contract by
month of contract on which the extended contract value and market
value are indicated, together with the resulting gain or loss.

Position. This term is used in referring to the securities “long” or
“short” in an account or in the stock record.

Position record. See Stock record.

Post. A booth or trading location on the floor of a stock exchange
at which securities assigned to that location are traded.
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Price-earnings ratio (P.E.). The market value of a stock divided by
its earnings per share.

Primary distribution. The original offering to investors of securities
that have never before been issued.

Principal. A dealer who buys or sells securities for his own account
acts as a “principal.” Also, a customer is the “principal” of the
broker who executes his order.

Private placement. The direct sale of a block of securities, either a
new issue or a secondary issue, to a single investor or group of
investors. This is usually accomplished through an investment
banker.

Proprietary accounts. This term includes capital accounts of part-
ners or sole proprietor, investment and trading accounts, participa-
tion in joint accounts, accounts of partners which are covered by
approved agreements providing for the inclusion of equities therein
as partnership property, and borrowings covered by subordination
agreements approved by regulatory bodies.

Proxy department. A division of the Operations Department that
helps corporations communicate with their stockholders in cases
where stock certificates are in street name.

Proxy statement. A document containing specified information that
must be sent to stockholders at the time they are asked to sign
proxies for a meeting of stockholders.

Purchase and Sales department. A division of the Operations De-
partment that is concerned with the preparation of customers’
confirmations of security transactions and the comparison of such
transactions with other brokerage concerns.

Put option. A contract which entitles the holder to sell (put), en-
tirely at his option, a specified number of shares of a particular
security at a specified price anytime until the stated expiration
date of the contract. Such an option (which is always for a round
lot amount and which is transferable), is bought with the expecta-
tion of a price decline below the contract price. If the price decline
occurs, the purchaser will exercise the option. If the decline does
not occur, he will let the option expire and will lose only the cost
of the option. During the existence of the option the exercise price
and number of shares is adjusted on the ex-date for cash dividends,
rights, and stock dividends or splits.

Puts and calls. Options to sell (put) or buy (call) securities within
a s?eciﬁed period of time at specified prices. See Put option and
Call option, Straddle, Strip, and Strap.

Quote. The price of a security. It may be the price of the last sale
made on an exchange or the current bid and asked price.
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Receive and deliver department. A division of the Operations De-
partment responsible for the physical receipt and/or delivery of
incoming and outgoing securities. Often it is also responsible for
the daily balancing of cash entries made by the various operations
departments.

Record date. The date on which the stockholder’s name must be
registered on the books of a company in order to receive a de-
clared dividend or, among other things, to vote on company affairs.

Registered owner. The owner of a security whose name is recorded
on the face of the certificate and on the books of the issuing cor-
poration or its agent.

Registered representative. Name given to a salesman in a brokerage
concern. Salesmen are registered with the exchange of which the
brokerage concern is a member.

Registrar. Usually a trust company or bank charged with the re-
sponsibility of preventing the issuance of more stock than that
authorized by the issuing company.

Regular-way delivery. Unless otherwise specified, securities (other
than government’s) are to be delivered to the buying brokerage
concern by the selling brokerage concern and payment made on
the fifth business day after the transaction. Regular-way delivery
for government bonds is the business day following the transaction.

Regulated commodity. Commodity which is regulated by the Com-
modity Exchange Act.

Regulation T. The name for Federal Reserve Board’s regulation
governing the amount of credit that brokers and dealers may ex-
tend to customers who buy securities.

Regulation U. The name for Federal Reserve Board’s regulation
governing the amount of credit that banks may extend to customers
who borrow money to buy securities on margin.

Reorganization department. A division of the Operations Depart-
ment that processes securities involving corporate reorganizations,
mergers, consolidations, subscriptions and the exchange of con-
vertible securities into common stocks.

Repurchase agreement. An agreement whereby the seller of securi-
ties agrees to repurchase the securities within a specified time at
a specified price.

Restricted account. Means that a broker may not buy securities for
a particular customer for a sll)leciﬁed period of time unless the
customer has on deposit enough money in his account to pay for
the securities before his orders are executed.
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Reverse split. Opposite of stock split.

Rights. The privilege offered by a corporation to its stockholders
to subscribe to certain securities at an advantageons price.

Round lot. A unit of trading or a multiple thereof. On the New York
Stock Exchange the unit of trading is generally 100 shares in stocks
and $1,000 par value in bonds.

Round turn. A purchase and a subsequent sale or a sale and sub-
sequent purchase of a future commodity contract.

S.C.A. Abbreviation for subsequent coupons attached.

Safekeeping. A position on the Stock Record (Street Side) indicat-
ing securities that have been fully paid for by customers and are
being held by the brokerage concern under custody arrangements.
These securities are generally in the name of the customer.

Safekeeping box. Box in which fully paid for securities of customers
are kept.

Scrip. A certificate issued to stockholders of a corporation which
may be exchanged for fractional shares of stock or the equivalent
in cash by a fixed date. Scrip is usually issued in connection with
a stock dividend or a stock split.

Seat. The popular name for a membership on a stock exchange.

Secondary distribution. The sale of a large block of securities (other
than an initial issue of a corporation). It is usually the holdings of a
large individual stockholder or an estate that are being liquidated.

Secondary offering. An offering of large blocks of listed securities
outside of the exchange on which they are listed.

Securities and Exchange Commission (S.E.C.). An agency estab-
lished by Congress to administer Federal securities laws.

Securities borrowed. See Borrowed.

Securities bought but not received. A liability account used by bro-
kerage concerns which act principally as underwriters or dealers to
record purchases as of the trade date rather than the settlement
date.

Securities Investor Protection Corporation (S.LP.C.). A corporation
established for the purpose of protecting customers of broker-dealers
in financial difficulty.

Securities loaned. See Loaned.

Securities not readily marketable. This term refers to (a) securities,
except exempted securities, for which there is no market on a securi-
ties exchange or no independent publicly quoted market, (b)
securities which cannot be publicly offered or sold unless registra-
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tion has been effected under the Securities Act of 1933 (or the con-
ditions of an exemption such as Regulation A under Section 3(b)
of such Act have been complied with, and (c) securities which
cannot be offered or sold because of other arrangements, restrictions
or conditions applicable to the securities or the brokerage concern.

Securities sold but not delivered. An asset account used by broker-
age concerns which act principally as underwriters or dealers to
record sales of securities as of the trade date rather than the settle-
ment date.

Segregation. A position on the Stock Record (Street Side) indicating
customers fully paid for or excess margin securities which are sub-
ject to the customers’ instructions and which have been set aside.
These securities are generally in the name of the brokerage concern.
(See Bulk segregation.)

Segregation box. Box in which are kept segregated securities.

Sell out. Action taken by a broker to liquidate an account or trans-
action for failure to maintain proper margin or make timely pay-
ment.

Sellers’ option. Transaction which by agreement is to be settled at
a date later than the usual regular way transaction.

Selling against the box. This is similar to a “short sale” except that
the seller already owns the stock being sold but keeps possession
of it and so has to borrow the equivalent stock with which to make
delivery to the purchaser.

Selling group. A group of brokerage concerns which have formed a
joint account for the sale of securities. Usually in connection with
an underwriting.

Service bureau. A data processing center which processes transac-
tions of brokerage concerns. These centers are located away from
the brokerage concern’s office.

Settlement date. The date on which security transactions are to be
settled by the delivery or receipt of securities and the receipt or
payment of cash.

Settlement price. The price at which a security or commodity is to
be settled. Used primarily in connection with clearing house
operations.

Short. A Stock Record position (Street Side) which represents loca-
tion (such as box, transfer, etc.) or due from (such as failed to
receive, owed to the brokerage concern by a customer on account
of a short sale, etc.).

Short against box. See Selling against the box.

Short covering. Refers to the purchase of securities so that stock
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previously borrowed to make delivery on a “short” sale may be
returned.

Short sale. A sale of securities by a customer which requires the
borrowing of equivalent securities to make delivery to the purchaser.

Signature guaranteed. In order that a registered security may be a
good delivery on the exchange or a good transfer the signature of
the registered owner must be properly guaranteed. The guarantee
of a stock exchange firm or a bank is usually considered sufficient
guarantee.

Special offering. The sale of a large block of securities on the floor
of the stock exchange. The sale is made in accordance with special
procedures worked out by officials of the exchange.

Specialist. A broker who is a member of an exchange and who oper-
ates on the floor of the exchange to execute transactions and to
maintain an orderly market in certain specified securities.

Split. The action of increasing the number of outstanding shares of
stock of a company so as to decrease the market price and afford
a greater distribution of the shares, i.e., two shares for each share
held will have the effect of reducing the price of the shares by
one half.

Spot commodity. A contract for the future delivery of a commodity.
In these cases the commodity is evidenced by a warehouse receipt.

Spread. A combination of a “put” and “call” option at different
prices; one below and the other above the current market price.
Also refers to the difference between the bid and ask prices of a
security.

Stock Clearing Corporation (S.C.C.). A subsidiary of the New York
Stock Exchange which acts as a central agency for security deliv-
eries and money payments between member firms of the exchange.

Stock dividend. A dividend payable in stock of the issuing corpora-
tion.

Stock power. A legal document used in lieu of the assignment sec-
tion of a stock certificate. It cannot be used on a bond certificate.

Stock record. The record of individual securities on which both the
“long” and “short” positions are shown; the total of the “long” posi-
tions and the total of the “short” positions being in balance.

Stock record department. A division of the Operations Department
that keeps up-to-date records of all securities positions.

Stock split. A method used by corporations to increase the number
of shares of its stock outstanding but without changing each stock-
holder’s interest in the corporation. Usually accomplished by reduc-
ing the par value, or stated value, of the stock.
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Stockholder of record. A stockholder whose name is registered on
the books of the issuing corporation.

Stop order. Also called a stop loss order. An order used by a cus-
tomer to protect a paper profit in a security or to keep down a
possible loss in a security. The stop order becomes a market order
when the price of the security reaches, or sells through, the price
specified by the customer.

Straddle. A combination of one put and one call, identical with
respect to the security issue, number of shares, exercise price and
expiration date.

Strap. A combination of two calls and one put for the same security
issue.

Street. A term of reference for brokerage and other financial busi-
ness concerns.

Street item. A transaction or account between brokers (e.g., “failed
to receive,” “failed to deliver,” “stock loaned,” and “stock bor-
rowed”).

Street name. Securities held in the name of a brokerage concern in-
stead of in customers’ names are said to be carried in “street name.”

Strip. A combination of two puts and one call for the same security
issue,

Subscription. The offer to purchase a certain offering, as a certain
number of shares of the stipulated stock or principal amount of
bonds for a stipulated amount of money. Such offer is not binding
unless accepted by the proper authorized representatives of the
issuing corporation.

Subordinated account. An account which is subordinated to the
claims of general creditors of the brokerage concern.

Substitution. The act of withdrawing securities from a bank loan
and substituting other securities of approximate equal value.

Suspense account. An account used to record securities and/or
monies that cannot be immediately identified and cleared; reclama-
tions, D.K. items, bad deliveries, etc.

Syndicate. A group of brokerage concerns who together underwrite
and distribute new issues of securities or large blocks of an out-
standing issue.

T.A.D. An abbreviation of transfer as directed.

Take-off. Sometimes referred to as a “Daily Activity List.” A daily
record showing the net changes in each security. A separate record
is prepared for each security and the information is used to post
(update) the Stock Record. Also a record of the “long” and “short”
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positions in a security on the record date which is used by the
dividend department to make the appropriate dividend entries.

Tax stamp. A rubber stamp facsimile (in some instances a docu-
mentary stamp) affixed to a certificate to indicate that all appli-
cable transfer taxes for the item have been paid.

Ticker. An instrument that prints the price at which a security has
been traded on an exchange within minutes after the trade is
executed.

Time loan. A loan having a definite date of maturity and a speci-
fied rate of interest for the entire period.

Trade. A term that indicates the consummation of a security trans-
action, either a purchase or a sale.

Trade date. The date a security transaction is actually executed.

Trader. An employee of a brokerage concern who executes orders
in the over-the-counter market for customers. Also means a per-
son who buys or sells securities for his own account for short-
term profit.

Trading post. Another name for Post.

Trading unit. The unit by which the security is traded on the ex-
change. Usually 100 shares of stock or $1,000 principal amount of
bonds (round lot).

Transfer. Usually refers to the act of changing the ownership of
registered securities on the books of the issuing corporation.

Transfer agent. A transfer agent keeps a record of the name of each
registered shareholder, his or her address, the number of shares
owned and sees that certificates presented to his office for transfer
are properly cancelled and new certificates issued in the name of
the transferee.

Transfer department. A division of the Operations Department
that matches, processes and controls securities being transferred.

Two-dollar broker. A name given to a member of an exchange who
executes orders for other brokers on that exchange.

Underwriting. The act of distributing a new issue of securities or
a large block of issued securities, i.e., a secondary offering.

Undivided liability. An arrangement whereby each member of an
underwriting syndicate is liable for his proportionate share of unsold
securities in the underwriting account regardless of the number of
securities which he has previously sold.
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Unit record. A term applied to a data processing system which uti-
lizes only punch cards.

Unlisted security. A security which is not listed on an exchange.
Value date. Same as settlement date.

Valued stock record. The stock record at examination date with
each security position other than those in segregation and safe-
keeping are assigned a price. Active quantities within the position
are valued at the assigned price.

Variation margin. A term used in commodity operations. Refers to
last day point fluctuation—difference between prior days settling
price and last day settling price—on net positions “long” and “short.”

Warrants. Rights to purchase additional securities. Usually affixed
to the certificate at the time securities are originally issued. Also
refer to document evidencing rights, ie., a warrant for 125 rights.

When distributed. Refers to the distribution of new securities. Trans-
actions are sometimes entered into on a “when distributed” basis
before the distribution takes place.

When issued. A short form of “when, as and if issued.” The term
indicates a conditional transaction in a security authorized for
issuance but not yet actually issued. All “when issued” transactions
are on an “if” basis to be settled if and when the actual security
is issued and the exchange or National Association of Security
Dealers rules that the transactions are to be settled.

Window. A term applied to a place in the office of a brokerage con-
cern where securities are actually received or delivered.

Window ticket. A term applied to a document given to the broker-
age house by a transfer agent as a receipt. Also applies to a transfer
document originating with the brokerage concern (broker origi-
nated window ticket).

Wire house. A brokerage concern that has a network of communi-
cations (telephone or teletype) that link the main office to branch
offices and offices of correspondent brokerage concerns.

Wire room. Another name for the order room.

Yield. The return on investment that an investor will receive from
dividends or interest. This is expressed as a percentage of the cur-
rent market price of the security, or, if the investor already owns
the security, of the price he paid. The return on stocks is figured by
dividing the total dividends paid in the past calendar year by the
price of the stock. The return on bonds is figured by dividing the
interest by the price of the bond.
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