BOARD DF GOVERMNMDRS
OF THE

FEDERAL RESERWVE SYSTEM

Office Correspondence Date_October 29, 1970 __

Subject: Composition of "capital' of

To Chairman Burns

From Jobn D. Steffels brokorage firms,

Brokerage fiym capital consists largely of initizl contribmtions
and reinvested esarnings. In addition co this stapdard capital component,
howeyer, there are btwo specialized forms of capital.

-- Bubordipmated accepunts; A customer or partmer agrees to
subordinate the equity in his personsl account with the

firm ta the crediters of the firm. The customer or

partner is free te trade in the account, but is restricted

from withdrawing cash or securities as long as the

agreement continues in foree,

-~ Specured demand notes contributed as capital: The

brokerage firm holds an I0U from a thizd party for a

given amaount of money, callable on demand. The note

is secured with stock of 2 comparable walue, which

the broker helds in his wault. TIf the broker calls

the note and the party can't or won't ceme Forward

with cash, the broker may sell the security collareral

to raise the cash, (A number of problems arose with

this type of "capital' duxing 196% and 1370, when
notes were called, payment was not fortheoming, and

the market value of securities collateraliziapr the
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notes had drepped sharply below the face amount

of the note, In many cases stocks of questionmable

value--gven unregistered letter stock--were held

as demand note collateral,)

Superimposed on the capitol accounts of the firm are certain
restryictions on the valuation of firm assets used in arriving at total
capital, Generally, the firm must discount the market wvaluc of its
own investments in stock and wmay not include the value of agsets of
uncerfain ligquidity.

For many years, NVYSE member firms have been exempred from
the SEC's capital rules on the basis that the WYSE's own rules were
at least as stringent. A recent investigation of the capital rules
¢f the exchange by the SEC brought to light the fact that, especially
during 1269, the exchange made a oumbeor of changes in its roquirements
which, in effect, caused thelr rules to become less stringent than
these of the SEf, The SEC report (confidentizl)} indicates that the
exchange justified its loosening interprekstions oo the basis that
tighter interpretations would have caused many firms to be in
viclation of the rules during 1962, The SEC report points out that
these less stringent requirements nat only disguised capital
deficiencies during 1969 and 1970, but very likely established i
climate that permitted capital problems in the industry o become

even mare acute than orhéerwise would hawve been the case.
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Siree the BEC's study of capital surveillance, the Corcmission

has urged rhe exchange to tighten its rules, zud some progress has

already been made in this digectiom. The exchange now proposes to

incroase the discountzs that must be applied to firm investments In
securitics and will in future presumably apply the "liquidity
prineiple” mare strictly in determining the elipibiliry of assets

to be counted for capital., In addition, new guidelines with respect

te subordinated amd other capital contributioms require thal these

must be left "at the risk of the business" for a pericd no less than

One ¥edr,
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