NEW YORK STCGCK EXCHANGE
Eleven Wall Street

New York 5, N, ¥,

EMIL SCHRAM
President

December 27, 1946

Dear Marriner:

Over eleven months have passed since the Federal
Reserve Board amended Regulation T to provide that all pur-
chases of registered securities be made on & "cash" basis,
and I feel that the time has come for the Board to review
those smendments in the light of present conditions,

The securities registered and listed on the
natinonal, segurities exchanges are by and large the seouri-
ties of companies which are outstanding in their respective
rields of industry, are securities which have the greatest
intrinsic values, whose prices and markets are publicly
known dally and in connection with which most data are
available as to the company's financial affairs upon whioch
the prospective purchaser can exercise informed Judgment.
It is such securities which have been deprived by the
Federal Reserve Board's regulations of collateral value
with brokers and banks for the purpose of purchasing or
carrying registered securitiea. On the other hand, lees
well-known non-reglstered or unlisted securities which
generally do not have such data availlable to the publioc.
have collateral value with the banks for the purpose of
purchaeing non-registered securities. It is the considered
opinion of the Exchange that thise results in gross inequity
and disorimination against registered gsecurities.

The regulations have in the opinion of many tended
to drive prospective purchasers from the better regulated
field to less regulated or unregulated ones, sush as into
non-registered or unlisted securities, commodities, real
estate, eto,

The flow toward the less regulated field sinoe
collateral or loan values of registered stocks were eli-
minated is noticeable in the predominance of  non-refunding
primary offerings of stocks which are unliated,
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In the five-month period when registered securities
had a 50% loan value, listed stock offerings accounted for
21.7% of the number of issues and 53.5%¢ of the money amounts
involved.

In the six-month period during which registered
securities had a loan value of 25%, listed stock of ferings
represented 24% of the number of issues and 55.9% of the money
amounts involved.

However, in the perlod since registered securities
have had no loan value (February through October, 1946) listed
stock offerings accounted for only 15.6% of the number of issues
and for only 48.9% of the money amounts involved.

The credit regulations may well have tended to make
it easier for an unseasoned company to sell to the public low-
priced shares which are largely speculative in character and
will not be listed on a national securities exchange than it
is for a seasoned company to sell new shares of possible in-
vestment merit which it then 1lists on such an exchange.

The regulations have had the effect of making it more
attractive for a company to keep its securities unlisted than
to list the securities on a national securities exchange and by
80 doing nct disclosing vital information to the stockholders,
which was one of the principal objectives of the Congress in
passing the Securities Acts.

Signes of the trend from the regulated to the much less
regulated field are also discernible in the commodities futures
markets, especially in eggs and potatoes.

A comparison of the average monthly volume of trading
in egg futures in the period when registered stocks had a loan
value of 2356 with the average monthly volume in the period when
such stocks had a 50% loan value shows an increase of about 40%.
The average monthly volume in the eleven-month périod following
the elimination of loan value rose 183% over the average monthly
volume in the period when registered stocks had a 35% loan value

The tendency 1is even more pronounced in potato futures
Average monthly volume in those futures in the 25% loan value
period increased 264% over average monthly volume in the
loan value period. The average monthly trading volunie in the
no-loan-value perioa rose 1625% over the average monthly volume
in the 35% loan value period,
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In cotton futures the average monthly volume in the
25% period increased spproximately 28.5% over the average volume
in the 50% period, while the average monthly trading volume in
eleven months of the no-loan-value period showed an increase
of about 108%.

Another direction in which the reduction in and then
the elimination of collateral or loan values of registered stocks
may well have turned is into unregulated field of farm lands,
Average values are up at least 70% over the 1935-1939 period, -
aocompanied by consldersble inorease in the voluntary sales f
Tarms, a f2irly large number of which occurred after a short
term holding.

Thé stringent regulations have apparently resulted in
theilr circumvention through the guise of "non-purpose® loans by
banks, There are many who feel that the use of such "non-~purpose'
loans has been quite extensive, That this ocondition exists 1is
cited by the Controller of the Currency in his annual report in
which he pointed out that the national bank examiners had noted
e tendency on the part of some national banks to accept without
question borrowvera' statements that loans were not for the pur-
pose of purchasing listed ctocks in circumstances which should
have put the banks on notice that in reality this :ras the function
of the loans,

: When the Federal Reserve Board had an initial margin
requirement banks had a standard to guide them in making their
securlties loans, However, since the elimination of that guide
banks have get thelr own requirements which in certain instances
are said to have been none too conservative,

The drastic requirements with respect to the extension
of oredlt on registered seocurities, particularly as they apply
to brokers, have had, in the opinion of many observers, adverse

. effect on the securities markets. ‘

In the primary market, the predominance of unlisted
stock offerings, as I have mentioned earller, may well be an
indication that largely beczuse of the credit restrictions the
public is more willing to buy highly specoulative unlisted
securitles rather than seasoned listed securities.

The large number of proposed securities offerings
which have been delayed since September is attributable in

great part to the severe break in the secondary seourities

market., The severlity of that break has been ascribed to the
thinness of the secondary markets which in turn is attributed
to a great extent to the prohibition agalnst extending credit
on reglstered stocks., The thinness of the market on this
Exchange since January i1s discernible in the wider spreads
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between bids and offeres and in the wider fluctuations between
sales.

In the secondary distribution and "speocisl offerings*®
of listed stocks there has been an increase in the peroentage
of unsold shares, again indicating reslstance on the part of
security purchasers to securities without loan value.

In the period when listed stocks had a 50% loan value,
the number of unsold shares represented three-tenths of 1% (.3%),
while in the 25% loan value period, the unsold portion was 3.8%,
and in the period since loan valus was eliminated the unsolad
portion has dbeen 5.3%.

In reviewing this subjeoct, I would suggest that the
Board obtain from the Chailrman of the Securities and Exchange
Commission the views of the Commission which 1s vitally
interested in the present condition of the securiites markels,
inoluding the exchange markets.

Another penalty which the revised oredlt regulation
has imposed on securities holders 1s the prohiblition against
selling one listed securitiy against which oredit ie deing
extended and the purchase of another listed seocurity, wlth no
increase in the amount of credit being used. The effect has
besn to dlscourage an investor. from selling one security con-
cerning which his opinion has changed due to the situation
arffecting that seocurity and purchasing another security which
the investor believes would be more advantageous for him to hold.

I should like to point out that the Exchange has done
and continues to do everytihing in 1ts power in the way of direot-
ing the publio toward making purchases of securities only after
obtaining the facis and evaluating them. These effortes have been
in two direotions: first, through the Exchange's own initial
marglin requirements, and, secéond, through its advertising prograa,

With respeot to the Exohange's margin requirements,
you will recall that as of April 1, 1943, the Exchange ruled
that seourities s#slling below O should be given nc value in
computing the condition of an account. Then in February, 1944,
thlis ruling was dbroadensd to exolude valulng such securities
for the purpose of making new commitments or withdrawals of
cash and seourities selling below 6. The Exchange drastiocally
inoreased its requirements in March, 1945, by imposing a minimum
equity requirement of §$1,000, ruling that no value be given to
seourities selling under 10 and that a minimus margin of $10 a
share be obtained on stocks selling above 10. The latter pro-
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vision was dispensed with in July, 1945, when it lost much of
1ts force upon the Federal Reserve Board decreasing the 1initlal
loan value from 50% to 25% of the market value. In putting
these requirements into effect the Exchange was endeavoring
Tforcibly to bring to the attention of prospective purchasers

the need to select securities not because they were low in price
but because of thelr intrinsic value.

‘ - Concerning the Exchange's advertising program, which
hes been natlion-wlde in scope, its main objective has been
directed toward educating the public to obtaln all the facts
possible with respect to a security and the company which had
issued the security before making a declision to buy that security.

The Board's authority to place collateral or loan value
on reglstered securlties stems from the Securities and Exchange
Act, which empowers the Board to prescribe regulations "for the
purpose of preventing the excessive use of credit for the pur-
chage or carrying of securities."

One yardstick in measuring the amount of credit which
is belng employed for that purpose is the amount of deblt balances
of customers of New York Stock Exchange member firms carrylng
margin accounts,

Since 1934, when the Securities and Exchange Act was
passed, the highest total of debilt balances was in February,
1937, (when the loan value of registered stocks was 45%) and
WBB, i veonotaconosonsoncnssssssonssasecennssssossnnnossas$l,559,000,000

The lowegt total of such balances was in
August, 1942, (when the loan value was 60%) and was..... 490,000,000

_ When the Board decreased the loan value from
50% to 25% in July, 1945, the total of such debit bel-
BNCEE WAB. .. veovoeeansn e cesencaneaanen teeeseeccsesasaes 1,065,000,000

At the beginning of 1946, when the Board eli-
minated the loan velue, the total of the debits was..... 942,000,000

Today's tdtal 1s only aboutl.....voeeeteeensces 491,000,000

At the present time the total of cuatomers' debit
balences 18 68% less than the highest total of such balances
since 1934, 54% less than they were when the Board reduced the
loan value from 50% to 25%, and 48% less than when the Board
eliminated the loan value,
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The Exchange 18 of the very strong opinion that there

i8 no excessive use of credit for the purchase or carrying of
securities,

The Exchange believes that the federal credit require-

ments should be changed to restore collateral or loan value to
registered securities for the following reasons:

(1)

(2)

(3)

(4)

(5)

(6)
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It will be in the public interest for
prospective purchasers of securities to
buy sscurities which are or will be listed
on national securities exchanges inasmuch
as most information is avallable in respect
to such securities.

It will eliminate the inequity and Adlsori-
mination resulting from the continuance of
bank credit on unregistered stock issues of
companieg many of which are not the leaders
in American industry, while eliminating the
loan value of registered stock issues of
companies among which are numbered the best
managed, the most productive and the greatest
man-power users.

There 18 no excessive use of credit for the
purchase or carrying of securities.

It will remove a material factor which has
contributed to the lack of digestion in the
primary securities market and 1t will also
facilitate the sale by companies whose
gecurities are regularly listed on & national
securities exchange of additional 1ssues
which also will be so0 listed following
distribution.

It will tend to improve and make more stable
and orderly the auction market.

It will tend to bring back prospective pur-
chasere from the unregulated or less regulated
flelds into the moet regulated field, 1.e., the
broker. It will foster the use ofthe regular
rigidly controlled channels of credit rather
than the less controlled in which so-called
*non~purpose® loans are made by banks and other
lending agencies inexperienced with this type
of loan. It will tend to reduce the diversion
of prospective purchasers into the less oon-
trolled commodity field or the uncontrolled
real estate field,
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(?7) It will reesteblish a standard which banks
will tend %o follow in making securitles
loans.

We do not belleve that the restoration of collatersl
or loan value to registered securitles will result in a sudden,
precipitous or excegcslve increase in the amount of credlit for
purchasing or carrying of registered securities, The return
of collateral or loan value to reglistered securlties willl bring
about a much improved secondary market having greater liquidity,
continulity and stability. Under such conditions 1t will again
be possible to go forward with the flotation of new securitles
the proceeds of which are vitally needed to aid industry in
ite vast expanslon program so necessary for lnecreased pro-
duction and full employment.

Accordingly, the Exchange strongly urges the Board
of Goverhors of the Federal Resgerve System to amend Regulation T
to restore a reasonable collateral or loan value to registered
securities,

It 1s our suggestion that the initial collateral or
loan value be set at S0% of the market value, Also, the Board
might consider setting the date of such a change effective at
a reasonable time after its announcement, so that no implication
as to the Board's oplinion of the nation's economic condition
or of the level of security prices may be drawn therefrom,

Sincerely,

(S1gned) Emil

Hon, Marriger S, Eccles, Chalrman
Board of Governors

Federal Reserve System
Washington 25, D, C,
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