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THE NEED FOR STRICTER MARGIN REQUIREMENTS

SUMMARY

This report recommends that the Federal Reserve Board raise the margin debt limit of 50 percent needed to purchase stock to combat the volatility of the stock market. Margin debt rose from $97.4 billion to $278.5 billion (December 1996 to March 2000). Margin debt rose three times faster than household and overall credit since 1993. The Dow Jones Industrial Index Average rose from around 6000 to almost 12000 from December 1996 to June 1999. Since then, both the New York Stock Exchange (NYSE) and NASDAQ have suffered sharp stock price and index average declines. Investors at all levels have been hit hard with margin calls causing heavy sellouts to meet them. This has led to the sharp declines in the stock market. The situation is similar to the events leading to the stock market crashes of 1929 and 1987.

Henry S. Reuss, is a former chairman of the Banking Committee of the House of Representatives. Mr. Reuss urges the Fed to raise margin limits to 60 percent; and if they do not, the Administration and Congress should act. This is necessary to protect everyone from severe hardships by decreasing the chances of future severe economic downturns.

Many economists and financial analysts have expressed their concerns and recommended that the Fed take this action. 
INTRODUCTION

Purpose

This report recommends that the Federal Reserve raise margin debt limits to protect investors and curb stock market inflation. This report focuses on the effects of excessive margin lending and gives historical perspectives.

Scope of my report

I present the problem and propose a recommendation. I define margin, margin debt and Regulation T, margin interest, and the risks of margin debt. I present historical perspectives such as the situations surrounding the stock market crashes of 1929 and 1987. I cover recent events and its effects of excessive margin lending on many investors including concerns expressed by analysts. I conclude by discussing the alternative proposed by former Congressman Henry S. Reuss in his article "Blunder or Rifle Shot." 

Procedure

I gathered my information from the Financial Markets Center Web Page, Wall Street Journal, Journal of Financial Planning, USA Today, and the Encyclopedia Business Cycles and Depressions:

BACKGROUND

Margin accounts

An investor can open a margin account with a broker and borrow funds from that account to buy stock. The investor must deposit at least $2,000 in cash or eligible securities to open that account. The securities must come from the investor's investment portfolio. 


Not all securities are eligible for margin. The Federal Reserve Board and the broker offering margin dictate the eligible securities. As a rule, highly speculative or risky stocks are "ineligible" for purchase on margin.

Margin debt and Regulation T

Regulation T, issued by the Fed in 1934, allows investors to borrow up to 50 percent of the price of purchased stock. For example, if an investor buys 10 shares of stock at $100 a share, he would pay $500 and borrow the other $500 on margin. That is for the initial purchase. The debt can rise to 75 percent of the value of stocks that are in the account
Margin interest
The investor/borrower must pay interest on the margin loan, but he does not have to pay it until he sells the margined stock. Margin rates generally range one to two percentage points above long-term fixed rates. Brokers profit on the spread between the rate they charge investors and the rate they must pay to borrow funds in the credit markets.
The risks

Margin provides investors advantage that gives them more opportunity for bigger profits (the investor paying 50 percent earns more with $1000 than with $500). However, it has a downside: bigger losses. If the price falls below a certain percentage (75% set by NYSE firms), the investor faces a margin call. He must deposit additional funds or securities in his account to make up the loss of value in his margined stock.


Some investors cannot meet the margin calls, and the broker can sell his stock to recoup the loan and the unpaid interest. This situation intensifies when many people have accumulated margin resulting in pyramiding and depyramiding.  Pyramiding occurs when margined stock increases in value, encouraging more borrowing for more stock purchases resulting in higher stock prices. Depyramiding occurs when stock prices fall (as stocks eventually do) decreasing the value of the margined stock. The broker/lenders issues margin calls that force many investors to sell causing stock prices to fall even more.

"Margin Borrowing 101." FMC Publications. June 20, 2001.

HISTORICAL PERSPECTIVES
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 Massive selloffs have caused massive declines in the prices of securities, and margin debt has been a big contributor to the volatility the stock markets. Margin buying on a massive scale has raised prices artificially and caused stock market inflation. We need only to look at history and ask if we are not repeating the mistakes of the past. Figure 1 shows the rise in margin debt from 1936 to 1999. You can see that since 1990, the margin debt rose from $30 billion in 1990 to just under $180 billion in 1999.

  
FIGURE 1   Rise in margin debt from 1936 to 1999                         (June 19, 2001)

               http://www.fmcenter.org/fmc_superpage.asp?ID=228    


The Wall Street Crash of 1929
Before the Crash of October 1929, an investor only had to put up 10 percent to buy stock. Margin debt was then at a record $5.8 billion. Technological advances of the "roaring twenties" contributed to high levels of consumer confidence. However, some experts predicted disaster.

Roger Babson, a leading economist, predicted the crash and depression. In a lecture he gave on September 5, 1929, he stated, "A crash is coming which will take in the leading stocks . . . factories will shut down . . . the vicious cycle will get in full swing and the result will be a serious business depression."


Roy Young, who was a governor of the Fed in 1928, noted, "I am laughing at myself . . . trying to keep 125 million people from doing what they want to do." In other words, many people wanted to buy stock and finance them with short-term debts. Newly elected President Herbert Hoover even stated publicly that he considered stocks to be overvalued.


The margin buying or "mania" continued in spite of these warnings. Babson had predicted the crash for years, and the Dow Jones Industrial Average more than doubled in that time (Selzer & Torres, 2000).  

Determined to prevent a replay, Congress enacted the Securities Exchange Act of 1934 that empowered the Fed to control margin lending. The SEC Act instructs the Fed to regulate "the use of excessive credit to finance transactions in securities." The Fed issued Regulation T for that purpose. Regulation T set a minimum margin at 50 percent of securities value, but it is subject to adjustments (Reuss, 1999).

From 1934 to January 1974, the Fed made 24 discretionary margin rule adjustments. It has not made any since January 3, 1974.

"Margin Rule Adjustments." FMC Publications. June 20, 2001.

The Stock Market Crash of 1987 

Kleidon and Mehra in Business Cycles and Depressions point to parallels in the crashes of 1987 to 1929. Nicholas Brady who headed the Presidential Task Force on Market Mechanisms (The Brady Commission) indicated a possible cause to the 1987 crash. In an article ("Before the Fall" Wall Street Journal, Dec 11, 1987) he noted that pre-crash prices were "incredibly high by usual standards." (Kleidon and Mehra, 657).


The Brady Commission did not recommend raising margin limits, but one of its recommended regulatory changes was "coordination across markets of margin requirements." (Kleidon and Mehra, 657). At the time of the 1987 Crash, I asked an officer at Bankers Trust where I worked what the margin requirement was. He didn't seem 100 percent sure, but he gave me a figure of 35 percent. 

RECENT EVENTS AND EFFECTS
In December 1996, Fed chairman, Alan Greenspan termed market activity “irrationally exuberant.” At that time, the Dow Jones Industrial Average was around 6000. By June 1999, it had risen to almost 12000, and in that same period, margin debt rose from $97.4 billion to $177 billion (Reuss, 1999). It increased to its record level of $278.5 billion by March 2000 (Margin Timeline. FMC Publications. June 20, 2001).


Since 1993, margin debt has risen three times faster than household debt and overall credit (see Table 1, next page). It has risen to three times the gross domestic product (GDP) (Reuss, 1999).

Note 1994's percentage growth rates and those from 1995 to 2000

Effects on Ordinary Investors

As I mentioned before (see "The risks" under BACKGROUND), if the price of margined security falls below a certain percentage of its value, the broker issues a margin call. The situation worsens because the broker can liquidate stock in investors' accounts without informing them.  This was the case of John Storheim, a medical resident from Mesa, Arizona.

	Year
	Margin 

Debt 

($ billion)
	Annual Percentage Growth
	Percentage Growth Since 1993

	
	Margin Debt
	Household

Debt
	U.S. Credit Debt
	Margin Debt
	Household

Debt
	U.S. Credit Debt

	March 2000
	278.5
	78.1
	8.9
	8.5
	361.9
	59.0
	61.3

	Dec. 1999
	228.5
	49.2
	9.4
	9.6
	278.9
	58.5
	57.3

	June 1999
	176.9
	19.8
	9.2
	9.7
	193.4
	49.3
	51.3

	1998
	141.0
	11.8
	8.7
	10.0
	133.8
	43.8
	44.8

	1997
	126.1
	29.5
	6.5
	7.3
	109.1
	32.3
	31.7

	1996
	97.4
	27.0
	6.8
	7.4
	61.5
	24.3
	22.7

	1995
	76.7
	25.3
	8.0
	7.3
	27.2
	16.4
	14.2

	1994
	61.2
	1.5
	7.7
	6.4
	1.5
	7.7
	6.4

	1993
	60.3
	37.1
	5.6
	6.4
	


    TABLE 1      Growth in Margin, Household and Credit Market Debt: 1993-2000 

SOURCE: Financial Markets Center analysis of New York Stock Exchange Member Firms Customers' Margin Debt (NYSE) and Flow of Funds Accounts of the United States (Board of Governors, Federal Reserve System). Growth rates for household and credit market debt reflect periodic revisions to Flow of Funds data.  http://www.fmcenter.org/fmc_superpage.asp?ID=225          (20 June 2001)
Storheim said that his firm sent him an e-mail message on a Saturday instructing him to wire money to cover a margin call. He arranged to cover on Monday only to learn that his broker had liquidated his entire position. His lawyer said that he didn't do anything wrong, and a spokesman for Charles Schwab said that margin calls are up "fairly significantly" since the downturn began last fall (2000). Like most brokerage firms, "it doesn't give out specific numbers." (Dugas, April 2001)  

 The situation worsens because of inexperienced brokers. These inexperienced brokers borrow money on margin from their client's accounts to purchase stock without informing them. Most of these purchases are in technology stocks. A typical case is that of Cynthia McNamara, 51, and her mother, Patricia, 77, who filed an arbitration suit against Merrill Lynch. They claimed that Merrill Lynch concentrated their assets on speculative technology stocks and borrowed on margin to make the purchases. They did this inspite of their ages and conservative investment history. They suffered $632,000 in out-of-pocket expenses.

Effects on Tech Companies and Executives 

The "fairly significant" rise in margin calls has hit a growing number of technology firms and their executives. These executives have been unable to meet their brokers' margin calls--to come up with additional cash or stock to cover their margin loans. Significant among these tech companies and their executives were Safeguard Scientifics and Stamps.com:

Safeguard Scientifics made a loan of $10 million to its chairman and founder in October and guaranteed another $25 million to meet margin calls. This allowed him to negotiate a private sale in which he sold 7.5 million shares or 93 percent of his holdings.

Stamps.com CEO Chairman John Payne borrowed $6 million against his 1.5 million share holdings to purchase 187,000 shares. He agreed to sell the shares in August 2000, but by that, time interest and fees increased his margin balance to $7 million. Between August and September he sold 200,000 shares for $733,000 and resigned as CEO in November. He has until the end of June 2001 to repay Stmps.com.

Similar stories have come out off on-line music firm MP3.com, eToys, Daleen Technologies, Answerthink, and NetSol International. (Bryan-Low, Feb. 2001).

Effects on brokers

The multitude of margin calls has produced a backlash that has produced sharp declines for margin debt. Margin debt reached its peak in March 2000 when it reached $278.53 billion. March 2000 was the month in which the NASDAQ Composite Index went over 5000. Since then, margin debt for October 2000 was $233 billion (Ceron, Dec. 2000), and it continued to fall to $165.4 billion in February 2001 (Talley, May 2001).


Gregory Smith, a brokerage-industry analyst with J. P. Morgan, said, " The decline in margin debt across the online/discount industry is causing some severe pain, as this is the most profitable revenue stream for online/discount brokers." Margin lending had become highly profitable because there are very few costs associated with it, and its sharp decline diminishes future commission prospects (Simon & Craig, April 2001). 
 

Concerns expressed

The amount of margin has declined, and it may bring about an adjustment or "correction" in the stock market. Karen Talley, in the May 18, 2001 Wall Street Journal, quotes a chief investment strategist at Bear Stearns. She said, "Margin debt has come full circle . . . an overlooked sea change" that could prompt more buying (Talley). My question is: if this is true, and the indicators are favorable again, will investors learn their lesson or renew heavy lending? Remember, before the 1987 crash, prices were "incredibly high by usual standards," and in the 1990s margin debt climbed to record levels at record rates.

Charles Biderman, CEO of TrimTabs.com, which tracks securities market money flows, said in early 2000, "There's no fear among individual investors. They can't imagine that stocks can go down or they wouldn't be borrowing this heavily." (Ip, Feb. 2000).

Fred Hickey, editor of High Tech Strategist Newsletter concurred: "That's how you get these panic plunges. When we bottomed in October 1998, it was on a panic selling (triggered by) margin calls" (Ip, Feb. 2000). Remember margin debt peaked at $278.53 billion in March 2000.

Securities and Exchange Commission Chairman Arthur Levitt said in a speech, 

“In too many cases, investors are focusing on the upside -- without carefully considering the downside." The SEC launched a study of the issue and was consulting with the Fed, the Treasury, and the Commodities Futures Trading Commission (Ip, Feb. 2000). 

In December 1999, the NYSE and the National Association of Securities Dealers proposed stricter margin requirements for day traders only (Ip, Feb. 2000).

Charles Schwab, who said that margin calls are up "fairly significantly" and "doesn't give out specific numbers," initiated a list of 22 stocks requiring stricter margin requirements. A Schwab spokesman said that this list has grown to 200 stocks (Ip, Feb. 2000).

CONCLUSION AND RECOMMENDATION

"Blunderbuss or Rifle Shot"
 Former Congressman Henry R. Reuss, in "Blunderbuss or Rifle Shot,” stated that the Fed should have raised the margin requirement in 1997 to possibly 60 percent. He felt that this would be "a signal that the Fed would no longer be pouring gasoline on the market's exuberance." He made this statement in 1999 and further stated that we should do this to cool the speculation before there is a crash. The weapon should be a "rifle shot" aimed at one culprit -- stock market speculation -- instead of the "blunderbuss" of interest rates that affects growth in general. If the Fed refuses to act, the Administration should end its "'no comment' copout" and let Congress act.

Henry S. Reuss represented the 5th District of Wisconsin in the House of Representatives from 1955 to 1983. He served as chairman of the House Banking Committee from 1975 to 1981. During his chairmanship, Congress enacted the most recent major reform of the Federal Reserve System.

In 1941, Mr. Reuss was an Office of Price Administration lawyer assigned to the Fed. In that capacity, he saw Regulation T successfully administered. He also saw it administered effectively in the 1950s and the 1960s by then Fed Chairman William McChesney Martin (Reuss, 1999).  He adjusted margin limits to control stock market speculation with ranges from 50 percent (1953, 1958, and 1962) to 90 percent (October 1958) until 1968 (at 80 percent) when he left. See "Margin Rule Adjustments: 1933-2000." http://fmcenter.org/fmc​_superpage.asp?ID=224      (22 June 2001)
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