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SOME ASPECTS OF THE REGULATION 

OF SECURITIES MARKETS

A major part of your business —  seeing to the transfer of legal 

title to securities —  is one that is critical in the securities markets, 

where nearly all transactions are carried out on the basis of verbal 

instructions. This informality is necessary to permit the equities 

markets to function with speed and flexibility. Trading of millions of 

shares involving billions of dollars takes place daily on this word-of- 

mouth basis. More important than the dollar value of the shares, this 

informal procedure involves the very viability of a process that is 

fundamental to the economy: the marshalling of private savings for 

investment. Prompt, smooth and secure functioning of this process is 

necessary to keep the confidence of the buyer that he will receive 

good title to his new property and that he will get —  promptly —  the 

benefits that flow from it. Also involved is the confidence of brokers 

and dealers that their customers will get their due and that they will 

receive their commissions. This aura of confidence is the essential 

nourishing environment for the equities markets that are the investment 

backbone of our entire economic system.

So there has to be a point where the confidence of all concerned 

can rest on more than the verbal instructions of the buyer and the 

seller, and the assurance of the broker that he has carried out the
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instructions he received. That point is the follow-up to the equities 

transaction by the stock transfer agent. He receives the seller's 

evidence of ownership, cancels it, creates new evidence of ownership by 

the buyer, and furnishes the buyer or his agent with this evidence. The 

buyer receives the transfer agent's assurance that a salable property 

right did exist, has been surrendered, and has been handed on to the 

new owner. In effect, the transfer agent is the equity market's 

"security blanket."

The Regulatory 
Problem

The transfer agent business is one that calls for a very high 

level of integrity and technical competence among its practitioners. 

Furthermore, the transfer agents with which I am familiar clearly meet 

these standards.

The idea of regulation of a business by government conjures up 

the thought of a need to protect the public. Yet, the Report of Sub

committee on Commerce and Finance of the House Committee on Interstate 

and Foreign Commerce, which held extensive hearings into the securities 

industry did not cite, among the industry's ills, any wrongdoing among 

stock transfer and registration agents.

In fact, Representative John E. Moss, Chairman of the Sub

committee, described them as !la highly professional and effective
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group." But, significantly for this whole question, he added that 

"he could not overlook the fact that there were failures of significance" 

by them during the paperwork crisis that plagued the securities industry 

in the mid-1960fs and after.

There, despite the Congressional medal of good conduct your 

group earned, is the basic answer to the question, why is there a 

regulatory problem? Why is there a problem that has called forth 

literally years of study by committees and subcommittees of the Congress, 

that has already resulted in major legislation -- the Securities Investor 

Protection Act of 1970 -- and that has currently resulted in a pending 

House bill, known as the Securities Exchange Act Amendments of 1973?

This bill, as you no doubt know, would provide, among other things, for 

the regulation of securities depositories, clearing corporations and 

transfer agents.

Chairman Moss1 remark suggests where the answer is to be found.

It is based on two concerns. One is a danger to the public exemplified 

by the "mess in the back room11 of the securities industry in 1967-68.

The other is the importance of maintaining the efficiency with which 

we can marshall private savings for investment. "The mess in the back 

room" or "the paperwork crunch" as it is usually described, eventually 

resulted in the collapse of over 100 broker-dealer firms, with many 

hundreds of millions of dollars of accounts. This summary of the damage,
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by the way, is from one of the numerous Congressional and other 

governmental studies that have followed up the securities industry's 

troubles -- the "Review of SEC Records of the Demise of Selected 

Broker-Dealers,11 also known in Congress with graveyard humor as the 

"Demise Report." I am assured, and let me assure you, that the 

Report's formal title is merely governmentese, and does not actually 

imply that any broker-dealers were selected by the SEC for demise, 

only that the study did not include all the demised.

It is instructive to quote briefly from a section called "What

Went Wrong During the Period 1967-70?" of the report -- which I cited

earlier -- of the House subcommittee's overall investigation of the

industry's troubles in the late 1960's.

"The period 1967-70 was one of crisis for 
the securities industry and for the invest
ing public. . . . The crisis period can 
best be broken down into two parts -- the 
first: 1967 to 1969 -- a period during 
which the so-called paperwork problem was 
predominant; and the second; late 1969 
through 1970 -- a period of financial 
distress during which many firms reached 
the brink of disaster and many, in fact, 
failed, causing financial hardship for 
the public investors whom they served.

"Starting in the mid-1960's, the securities 
industry experienced a period of unparal
leled growth* . . . -- (from average daily 
volume of 4.5 million in 1963 to 6.2 million 
in 1965 to 10 million in 1967 and 13 million 
in 1968).
"The securities industry, in planning for 
the future, simply did not foresee this 
explosive growth in volume. (As late as)
1965 the New York Stock Exchange prepared
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a planning document titled ,fThe Exchange 
Community in 1975" in which it forecast an 
average daily trading volume in 1975 of 
10.6 million shares. . . . "

As you can see, this volume was reached within two years after 

this ten-year forecast was made.

For the full flavor of the impression created in the Congress,

and elsewhere, of the inability of the securities industry to deal with

its volume in this period -- and to show the linkage, in this Report, of

transfer agents to the operational failure of securities houses -- let

me quote a little further:

11. . .Purchases and sales were posted incor
rectly, posted twice, posted to the wrong 
account, or were not posted at all. Dividends 
were credited late, sometimes twice, sometimes 
not at all. . . .Correcting entries were posted 
incorrectly, doubling an error instead of 
correcting it. Perhaps most troublesome was 
the growing discrepancy between holdings of 
securities according to a firmfs records, 
and what was actually on hand as shown by 
all-too-infrequent 'box counts'.

"Transfer agents, who usually also serve as 
disbursing agents for dividend and interest 
payments, also had their problems with sys
tems that could not handle the volume. . . .
To add to this, the brokerage community 
experienced serious communications problems 
with these agents in two important areas:
(1) Confirmation of open transfer items. . . 
and (2) failure by disbursing agents to 
reveal the certificate numbers on which they 
were paying a broker interest or dividends.
This led to an inability by brokers to con
firm the existence of aged transfers, thus 
frustrating efforts to identify location of 
customers1 securities and also led to signif
icant problems for brokers in the dividend 
and receivable area. . . . "
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The Corporate Transfer Agents Association, the Stock Transfer 

Association and the Western Stock Transfer Association all protested to 

the Congress last year that transfer agents were not to blame for the 

"mess in the back room" of the securities industry. They told the 

Congress they should not, therefore, be the objects of new regulatory 

attention. A letter on behalf of your association to Chairman Moss of 

the House Subcommittee on Commerce and Finance stated that the proposed 

regulation of stock transfer agents was unwarranted "in relation to 

any weaknesses turned up so far in studies of the system.11 The letter 

stated further that transfer agents are not adjuncts of brokers but 

represent issuing corporations, and that the western transfer agents 

maintain modern technical equipment and procedures that have permitted 

them to avoid nfor the most part. . . the problems that seem to be 

the source of difficulties."

To these statements, Mr. Moss replied at hearings last year 

by citing a study informally known as the "Unsafe and Unsound Study 

of the Securities and Exchange Commission11* -- which please understand 

does not imply that the study was either unsafe or unsound —  stating:

"The function of the transfer agent and 
registrar has gone largely unregulated, 
the substandard performance of transfer 
agents was a significant contributing 
factor to the paperwork crunch of the 
1967-70 period."

-6-

* Securities and Exchange Commission, Report to Congress, December 28,
1971 "Unsafe and Unsound Practices of Brokers and Dealers"
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This section of that Report goes on lo nay, 
in excerpt:

11. . .to the extent transfer agents and 
registrars fail to meet specified per
formance levels the settlement and the 
transfer process suffers. . . . The 
principal transfer agents, the banks, 
like the brokerage firms, were to a large 
extent victims of trading volume which 
they had not foreseen and which they could 
not cope with. . . . They had also the 
problem of dealing with the brokerage 
community, which did not hold up its side 
of the transfer task. . . .

"When all is said and done by way of miti
gation, the fact remains that the transfer 
and registry of certificates was a significant 
bottleneck in the processing of transactions

n

The three bills that were under consideration last year, one a 

Senate bill and two from the House, died with the ending of the 92nd 

Congress. A new House bill, the proposed "Securities and Exchange Act 

Amendments of 1973" (H.R. 5050), seeks to provide a regulatory framework 

for the orderly development of a national system to ensure the prompt 

and accurate processing and settlement of securities transactions so 

as to avoid a repetition of the "paperwork crunch."

The bill is designed to supplement the existing powers of the 

SEC to regulate clearing agents, securities, depositories and transfer 

agents. As currently drafted, H.R. 5050 would give the SEC both 

rule making and supervisory powers over all persons engaged in these 

activities, including banks.
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The currently proposed legislation would also -- and I will return 

to this subject -- require the SEC by the end of 1976 to take steps to 

bring about the elimination of the paper stock certificate for purposes 

of settlement among brokers and dealers in transactions on national 

securities exchange.

Last year, the Board was called upon to state its position on 

the then pending legislation. The Board responded in a letter of July 17 

to Representative Harley 0. Staggers, Chairman of the House Committee on 

Interstate and Foreign Commerce, and in testimony on behalf of the Board 

given September 8 by the Director of the Board's Division of Supervision 

and Regulation to the subcommittee headed by Representative Moss. In both 

instances, the Board -- to take the language of the July letter signed by 

Federal Reserve Board Chairman Arthur F. Burns -- said that it "welcomes 

. . . efforts . . .  to provide a regulatory basis for the development of 

an efficient national system for the prompt and accurate processing and 

settlement of securities transactions," and expressed hope that legisla

tion along the lines then proposed -- with modifications suggested by the 

Board -- would be enacted.

The chief modification, suggested by the Board both in its July 

letter and the September testimony, dealt with a proposal of one of the 

bills then pending authorizing the Securities and Exchange Commission 

to write the rules aimed at regulating the time and method of making 

settlements, payments, and cjeliveries and of closing accounts, and also 

to supervise the enforcement of these rules.

- 8 -
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The Board said in Chairman Burns1 letter that "We believe it 

desirable to make clear that the authority of the Commission and the 

Board do not conflict in this area." The Board argued, in the Septem

ber testimony, that another of the bills then pending in the House, 

as well as the proposed Senate legislation, followed good precedent, 

proved workable by long experience under existing legislation -- 

chiefly Truth in Lending and margin requirements. Like these laws, 

such proposed securities legislation would have given rule writing 

authority to a single regulatory agency, while dividing the enforce

ment among various agencies charged with regulatory supervision of 

specific industries. Thus, the Board argued that the bank supervisory 

agencies should, in this case, be responsible for enforcement. That 

means the Comptroller of the Currency for nationally chartered banks, 

the Federal Reserve Board for State chartered banks that are members 

of the Federal Reserve System, and the Federal Deposit Insurance Corpora

tion for non-member insured banks.

It is obvious from the description I have given of the current 

legislative proposal that this is still being actively debated, since 

H.R. 5050 as now drafted would give both rule writing and supervisory 

enforcement powers to the SEC. The Board has been asked for its comments 

on this bill. It is my belief that we should take the position previously 

expressed in testimony on our behalf: that our present powers are probably 

adequate in this area, but that if the Congress wishes to broaden this 

authority, we do not object. In this case, it would be best that the

- 9 -
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present authority of the Federal agencies specializing in bank 

supervision should not be clouded;* and that it should be made clear 

that the bank supervisory agencies should enforce such new rules as 

may be promulgated. This would call for cooperative procedures among 

the bank supervisory agencies and the SEC. In view of the extensive 

cooperative procedures involving the Federal Reserve Board and the 

SEC in connection with the writing of margin requirement rules by the 

Board, and their enforcement by SEC, it is hard to foresee any diffi

culty in this recommendation.

As for your most urgent question in this area -- whether transfer 

agents, along with registrars, clearing agents and depositories, are 

going to become subject to new regulatory supervision. It is hard to 

take any view except that recent massive Congressional activity in this 

field, and the uneasiness caused by events in the securities industries 

in the late 1960's, suggest that new legislation in this area may be 

probable. In your place, I would be inclined to concentrate my efforts

-10-

* In September 1972, it was stated on behalf of the Federal Reserve 
Board that "Currently our examination scope with respect to a transfer 
agent generally includes: review of its organizational structure; 
operating procedures; adequacy of personnel; documentation relating 
to the appointment of the agent; reliability of accounting records; 
internal controls, including measures adopted to safeguard unissued 
certificates; the disposition of cancelled certificates; internal 
audit program; and scope of audit of public accountants. In addition, 
text checks are made to determine the time required to complete routine 
transfer requests« Examination scope and coverage is under continuous 
review and emphasis is shifted from time to time as appropriate." This 
applied to banks supervised by the Federal Reserve. Other Federal bank 
regulatory agencies indicated a similar assessment of their existing 
powers, willingness to accept new authority if the Congress wished it, 
and listed similar scope of examination of transfer agents.
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upon assisting the Congress to write a practical and effective legis

lative program. Both the resulting law, and your role in its development, 

would be helpful in maintaining public confidence in the equities 

markets, and improving their efficiency.

Other
Portents

That is a suggestion -- I would not want to call it a prediction, 

and it is my view only -- that the transfer agency business may be in 

for considerable change.

On the basis of evidence and circumstances already with us, it 

seems likely that change in your business will go beyond regulatory 

matters. First, some quite extensive technical changes have already 

taken place. Second -- and the reason for technological change —  the 

equities market, like the government securities market and the check 

payments system, is heavily overburdened with paper documentation. It 

was the sheer glut of paper resulting from rapidly increasing trade 

volume that caused the securities market troubles of the late 1960’s.

All these areas, dependent upon quick and efficient completion of huge 

volumes of financial transactions, are suffering from both the cost and 

the awkwardness of handling the paper traditionally involved.

One Congressional study listed no less than 13 different "major11 

steps which it said were involved in a typical transaction executed 

during the 1960's through a broker-dealer who was a member of an exchange.

-11-
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Even more impressive, it said that in executing and processing a single 

transaction, a typical brokerage firm used approximately 33 different 

documents, 18 for each trade and 15 for summary records. But the report 

topped that with the assertion that one error may have doubled the 

number of documents required.

Although there are many significant differences between the 

government securities market and the private equities markets, with 

respect to change and the future, it is interesting to note one of the 

earliest, and now most nearly complete movements toward comprehensive 

"book entry". This was the development by the Federal Reserve, in 

cooperation with the Treasury, and banks in the money market and money 
market dealers, of facilities for electronic safekeeping and transfer 

of government securities. In essence, under these arrangements, 

definitive paper government securities are eliminated, and a record of 

ownership is stored in a computer operated by a Federal Reserve Bank. 

Interest on all book-entry securities is directly credited to owners1 

accounts.

All this takes place under the shelter of a new legal system, 

based on Treasury regulations having the force of law and permitting 

the piece of paper representing a Government obligation to be eliminated. 

The obligation is simply recorded on the "books" -- generally computerized 

of a Federal Reserve Bank.

Implementation of the book-entry program of recording, holding and 

transferring government securities was accelerated by a back-office paper

-12-
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crunch in the government securities market, which ultimately resulted 

in a rash of thefts of bearer government securities. When, by the 

late 1960fs, volume became so large that keeping watch over all the 

paper involved became nearly impossible, theft became a major problem. 

Theft of these bearer securities expanded rapidly to $30 million in 

1970, prompting the predominant insurer in this field to take steps to 

end its coverage of government securities held by banks, dealers, and 

brokers in the money centers. This "insurance crisis11 activated a 

Federal Reserve emergency contingency plan that resulted in compressing 

long-range plans for automation of this market into short-range 

realization. Member bank book-entry accounts held by Federal Reserve 

Banks now total billions of dollars worth of government securities. In 

New York, these accounts of member banks have been integrated into a 

Clearing Arrangement, operated by the Reserve Bank, in which all trans

actions in the accounts are effected through terminals located on 

premises of the member bank participants in the Arrangement; These 

transactions include purchases, sales, repurchase agreements, free 

deliveries, denominational exchanges, original issues, redemptions at 

maturity and any associated debits or credits to member bank reserve 

accounts. In a recent week, the Clearing Arrangement took care of 

19,524 transactions, with a dollar value of some $30 billion.

In terms of the government securities book-entry program as a 

whole, approximately $188 billion in Treasury securities is held at the 

Reserve Banks. This includes some 60 per cent of all marketable public

-13-
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debt issues outstanding. There is an additional $96 billion of "special 

issues" held by the Treasury, in book-entry form, bringing the total to 

about 71 per cent of the total public debt, excluding savings bonds.

The book-entry program is designed to become available to all Federal 

Reserve member banks for the safekeeping and handling of all government 

securities for which they are responsible, including Agency as well as 

Treasury issues, and securities held for their own account or the account 

of their customers.

In the private equities market, the aim must be the same. The 

increase that has taken place in equity trading volume since the mid-60's 

means that here also there must be a compression of the process of con

version to electronic means from paper means. The way is apparently 

being carved out by large scale, electronically equipped depositories 

that are moving into place in New York City, Chicago and San Francisco.

The description, by the State Banking Commissioner of New York, 

of the charter for the Depository Trust Company of New York, makes it 

clear that this limited-purpose trust company (approved by the New York 

Banking Board on January 9, 1973) is designed not only to immobilize 

securities and hold them safe, but also to "create a computerized system 

so that transfers in the ownership of securities so held could be effected 

entirely by book-entry, thus eliminating the need for physical delivery 

of securities by participants and reducing the risk of loss due to theft 

or carelessness." Further, .the depository is to serve as a vehicle for 

making money payments in respect of those deliveries. The depository

-14-
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has sought and gained a New York State bank charter so that its full 

potential can be realized by expanding its services to institutions 

such as mutual funds, banks and insurance companies -- an area repre

senting more than half of the New York Stock Exchange public trading 

volume.

The New York Depository has also applied for, and has been 

granted, membership in the Federal Reserve System, Of interest to 

depositories with fiduciary responsibilities, this makes the securities 

left with the depository both available to, and subject to, the super

vision of a Federal bank supervisory agency.

I am told that the Pacific Securities Depository, organized in 

San Francisco in September, 1971 under the sponsorship of the Pacific 

Stock Exchange, currently hold some $1.2 billion of securities on 

deposit. The California State Banking Commission has approved trust 

company status for it. It is intended to serve a 13-state Pacific Coast 

and Mountain area, and ultimately, to be the property of its participants. 

Although California has changed its laws to permit book-entry in a 

trust company, the change in ownership of the depository here, as in the 

East, awaits ratification of this amendment of the Uniform Commercial 

Code by other States,

In Chicago, the Midwest Depository, set up by the Midwest Stock 

Exchange, was recently granted state charter to operate, and is apparently 

following much the same pattern as the development of the New York and 

San Francisco depositories, with similar aims.
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These developments, and similar developments in Chicago, lead 

naturally to thought of a national depository system0 To that end, 

industry representatives from Chicago, New York, and San Francisco have 

formed a National Coordinating Group for Comprehensive Securities 

Depositories.

I think this, in brief at least, brings us back full circle to 

the subject of comprehensive regulatory legislation, such as I discussed 

in the earlier part of my talk. I would be glad to hear your comments 

and reactions to these developments and prospects.

- 16-
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