geptember 4, 1929

Board of Governors

of the Federzl Peserve System
Federal TNeserve Building
Tashington, 0. C.

Res Construction of Zubsection (¢)
of Cection 5144 of the Revised
Jtatutes in relation to the
holding by Trensesmerica Corpora-
tion of shares of Benk of
‘mm, ‘o T'o & S'. ‘.. in it.
ressrve of reedily marketable
assets.

Dear lires

On fugust 14, 1939, the Federsl Neserve Bank of Zen Fran~-
cisco tranamitted to lr, Johm M. Gremt, President of Transemerica
Corporation, & letter in which was incorporsted sn expression of
opinion that the proper construction of ‘ubsection (e¢; of Section
5144 of the Revised “tatutes required that there be reed intc its
phraseology the words "other then bank stock," therebty meking Tub-
section (e¢) impose the ssme prohibition upon bank stock ez is con-
tained in Subsection (b) of Seetiom 5144 of the Revised ftatutes,

On iugust 19, 1939, Nr. Grsat replisd by lstter to the
Federal Neserve Bank of San Francisco in which he took issue wmith
this construction made by the Boerd of Covermors and asked the
rmmmumzuahtmwwm-iuus
request for & reconsideretion of the matter.

In comnection tithmquau.otnrwohlm-‘tmw
the Board of Govermors, ¥r, Grent has requested me to lay before
the Bosrd my views of the statute and I herewith respectfully sub-
eit them for youwr considerstiom.
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1.
LEGIOLATIVE HISTORY

In the Benking Act of 1933 (act of June 16, 1933, 48 Stst.
162), Congress for the first time undertook %o bring bsnk holding
corpanies under the juriesdiction and comtrol of the Federsl Govern-
went, This =as sccomplished through an smendrment of Tection 5144 of
the Revised Jtatutes which.mas that section of the Hstional Bamk iect
{sct of Jume 3, 1864, 13 Stet, 102) vhich provided that each share-
holder of & netiopel bank should be entitled to ocne vote on esch shere
of stock bheld by him in sll slections of directors.

This eselidgent of 1933 prohibited a bank holding company
froz voting the stock of & controlled national bank unless the company
were in possession of = voting perzit issued Ly the Bosrd of Governors
of the Federal Reserve ‘ystem. is a2 condition precedant to the is-
suance of the permit by the Board of Governors, such & bank holding
company--defined as & "holding company sffiliste"——maz reguired to
agree to comply with a nuzber of conditions specilicelly set forth by
Congress in the smendnent, imong these ir “ubseciion (e) which, as
enacted in the ‘Banking et of 1933 tion 19(c)/, reads as followss

*(e) Hotwithstanding the foregoing provisions of
this section, after five yesrs asfter the ensctment of the
Banking ict of 1933, (1) eny such holding compeny affiliste
the shareholders or sesbers of which shall be Individually and
severally ilable in proportion to the number of sheres of
such holding company affiliste held by ther respectively, ia
eddition to amounts invested therein, for all statutory lias-
bility imposed om such holding compeny affiliate by reesom of
its control of shares of stock of banks, ghell be recuired only
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section to possessed by such holding company affiliste may
be used by it for replscement of capital in banks affilleted
with it snd for losses incurred in such banis, but any de-
ficiency in such assets resulting froz= such use shall be =ade
up within such period as the Federel Reserve Board may by

regulation prescribe;” (Underscoring supplied.)

This perticular provision wes designed to smbrece a spegial
cless of holding company effiliates, nemely, those upon the shareholders
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of which rested individually and severally a legel lisbility for
the statutory lisbility imposed upon such helding compsny affili-
ates under ths banking laws, OJubsection (c) wekes only one condi~
tion with respect to such holding compsny effilistes and that is
that they shall be required to establish and maintein out of net
earnings & resarve of readily merketable assets in an amount not
less than 12 per centum of the sggregate per wvaliue of the benk
atocks controlleds

Subsection (b) to which the Board of Governors hes re-
ferred for its construction of fubsection (c) wes designed to em-
trace that class of bolding compeny affilistes the stockholders of
which were not legally iisble for the statutory liability imposed
upen sueh holding compeny affilistes by the beaking lsws. Il reads
as follows:

~ ™(b) After five years after the ensctaent of the
Banking Act of 1933, every such holding compeny zfTiliste
(1) shall possess, and shell continve to possess during the
life of such permit, free and cleer of any liem, pledge, or
hypothecetion of sny nature, readily sarketeble assets other
then benk stock in en smount not less then 12 per centum of
the aggregate por welue of all benk stocks contrelled by such
holding compeny affiliete, which smount shell be increased by
not less than 2 per centum per annum of such aggrogete per
velue until such sssete slall auount % 25 per centum of the
aggregate par volue of such benk stock; amd (2) shell reinvest
in readily merzetabls szsets other then bank stock all net
earnings over and above § per centum per snnum on the book
veiue of its own shares outstanding until such assets zhall
emount to such 25 per centum of the aggregete per waelue of
all bank stocks controlled by itz®

It »ill be resdily seen thet Congress intended Subsection (b)
to be much more burdensoze end stringent im its opersiion than Sub-
section {¢). Por exmmple, holding company affilistes subject to (b)
are required to possess on Jume 16, 1938, unpledged resdily merket-
able assets other then bank stock in an zmount not less them 12 per
centum of the aggregaste psr velue of all bank stock comtrolled and
which szount shall be increesed by not less thanm 2 per centum per an-
num until the total reeches 25 per centum., No such comdition is im-
posed upon the holding compeny sffiliates subject to Subsection (c}. They
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“ubsection (c), on the other hend, sieply sroviies for
the reserve cbove mentioned snd, furiher, perxzits the reserve to be
used for replacements of cepitsl and losses,

The marked leniency shown to holding coepany affiiliates
subject to the conditions of Subsection (c) 28 compared with the
rigid terms imposed om thoss subject to (b) was no doubdt due to
the intention of Congress to protect or conserve, in effect, the
atatutory lisbility which the shersholcers of holding compsny &f-
filiates subjeet to (b) might othersise emtirely escepe.

In the Benkinfyict of 1933 (Section 22) Congress smended
Section 5151 of the Revised Sistutes and Sfection 23 of the Faderal
fleserve ict by exevpting from the statutory sdditiomsl lisbility,
izposed upon shareholders of netional banks, sil new shares issued
by any nationel benk sfter June 16, 1933, the date of the approval
of the fet. About two years later, in the Banking Zct of 1935 (See-
tion 304) Congress extended this exsmption by smending fectien 22 of
the Banking Act of 1933 to provide for the complete sbrogation of the
statutory additional 1isbility on e&ll shares of nationsl banks en-
gaged in active businessz on July i, 1937. These two provision: there-
fore provided the means for the final elininastion of the statutory
sdditional liability on the shares of all national benks,

it the sewe tize, the Banking ict of 1935 further arended
Jection 5144 of the Reviced Statutes by adding &t the end of fub-
section {c¢) thereof the following provision:

®ancd the provisions of this subsection, instead of
subsection (b), shall apply to sll holdimg compeny affilistes
#ith raspect Lo any shares of bank stock owned or controlled
by them as to vkich there is no statutory liebility imposaed
upon the holders of such benk gtocks®

Congress therefore, through the above series of statulory
enactuents, provided the means for the removal of holding company af-
filistes which owned or controlled national benks from the class of
holding compeny affilistes subject to the provisions of Sectiom 5144(b)
of the Revised Statutes end mede them subject to the much more lanient
provisions of Sectiom 5144(c).

Since there are now no holding compapy sffiliztes subject to
the statutory additiomal liability under the nstional banking lews
spd parheps 2lso no such liability under the wariour state lawe, the
three smendsents made by Congress above mentioned relating to such
statutory liability have had the effect of rendering Subsection (b) -
obsolete. It hee, in effect, been repesled by Comgress by indirectiom.
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Trensemerica Coryoration quaiified under Cubsection (e)
and set aside & reserve of readily merketable assets out of net
earnings over and above 6 per centum of the book velus of its own
shares outstanding. The smeérketsble zssets in this rezerve st the
present time consist of 150,000.sheres of stock of Hank of Imerics,
Hatiomel Trust & Jevings Associstion., The Board of Governors cone
mmicated to the Federal Reserve Bank of Jen Francisco its vier that
this reserve could not hold benk stock,

n.
CONCTRUCTION OF THE STATUTE

Thers are three well mown rules of interpretation and con-
struction of statutes apolicable to the present discussion which
egre of such long standing in inglo-imericsn jurispruience that they
may be said to have therselves the force of law, They #re briefly
indiested below:

of the statute is suscepiible of & sensible interpretatiom, it
ahould not be comirolled by sny extrenecus considerstioms. In the
present inftance, the perticulsr lsnguege under consideration is the
requirement that holding compeny sffiliates subjeet to (¢) ".,.shell
be required to eztablish and meintein out of net earnings over snd
sbove 6 per centur per annum on the book value of its own shares out-
stending & reserve of readily marketable asseta...” This langusge ap-
pears to be without any ambiguity snd given its erdinary meaning, it
would impose mo restrictions upon the assets of the required reserve
sxcept ssrketable.” This provizion vould seexn
to furnish no occasion to sttempt to give it & different mesning by
inserting the phraseology used by Congress in the preceding Subssc-
tion (b), namely, "other then benk stock.” Thene words were omitted
by Congress in the emactment of (¢). Sound primciples of caumtm
require that where 82 omite phreseology from & provision, such
omission zust be hald to have been made by design and the statute

¢nd construed,

£
§
7
:

=0
The preliminery clsuse used in Zubssetion (¢}, nemely, *Sot-
withstaniing the foregoing provisious of this section,” {Section 19)
mmmw;ymtdumubdhdumdthmdiumam
restrictions set forth in fubsection (b) but nevertheless intended
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that (¢) should stend in the fct not only independently of the pro-
visions of {b) but in comtresdiction to it. ilthough one may not
inquire into the gquestion of the wisdom of an act of Comgres:, yet
it may be pertinment to sey thet the situstion cleerly presccted

en occesion to Congress for separsts treatment of the two clasoces
of bolding company affiliates them existing. Technically, there is
nothing wnworkeble in the estabiishment 2nd meintenance of = re-
serve of resdily merketable assete which includes bank stock end the
words employed by Cpnman chor&y dp not roquiro thn uc,.uaioa 91'
benk stoek. |

s, Becsuse it is & penel stetuts. The rule for the strict
construction of penel statutez is apparent becsuse it is necessery
to avoid suy expension or sulergesent of the penalties isposed by
Congress. The degres of strictness required is in proportion to the
grevity of ths conrequences {lowing from the imfresction of the statute,

' In order %o classify a stziute & "pessal,” it is nod
necessary that it provide for the pupisheent of & crive. It is aliso
& penel statute if the violation of it can result in the inpoaition
of special burdems or teke away or iupeir existing privileges or

ri:ht-l.

In the present case, the provisions of Subsection [c)
forz 8 part of an sot of Congrese which is an isportamt imnovetion in
the field of banking. It imposes new conditions and restrictions upon
certain classes of shareholders of national banks. Omne of these con-
ditions ir embraced in Subsection {c), marely, the requirement for &
reserva of resdily marketabls sssets., The pencliles for violation of
this condition are extremely drastic. They beer not only upon the
shareholder (the holding compeny affiliate) but upon the bsunks con-
trolled by it. In the csse of the shareholder, the imposition of the
penalty would nean & loss of power to vote the shares., In the case
of the controlled banks, further dividends could be probibited to the
shereholder, the benkz deprived of the right to recelve deposite of
the public monies of the United States, and procesdinge could be
instituted for the forfeiture of the cherter of such beanks in order

to sceomplish thelr complete liguidation.

In other words, the pemsltiesz would result in no less
than a cosplete destruction of the iluvesiments im the fimencisl insti-
tutions involved,

m-mmlvmaemmmm
strictness of interpretation snd construction in order that
Wothnwad‘tmthhc“dmmmmamm
impose & grester burden than Comgress intended.
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ihe Board. ’h-r.pmia mudordohphdby(:onmv an
sxecutive sgency of the Covernment, the rule requires that the terus
of the grant be strictly comstrued. Thue in the present cese, two
principles comcur, mamely, that of strict construction of pensl
statutes and of strict comastructiion of the grent of power to inmpose
the psnelty. In the present case, the comdition to be met iz set
forth in “ubsection (c). The grent of povwer to punish the offender
for the infresection of that condition is foumd 2t the end of Subsec~
tion (o) in the sewe section (fection 19). If the clsuse, "reserve
of resdily merketable assets,” be construed by the Board of Govar-
nore to imludncpvhibluummz the incorporation of benk
stock in the reserve, the'Board by thet comstruction hes enlarged
itz omn pover to punish, Heving made this comstruction, the Poard
could then proceed to punish the offender beceuse it held benk sbtock
in the reserve, whereas under & strict construction bank stock would
be permitted to be included and therefore no offense vill have been
compitted and consequently no liebility for punishment.

111,
CONCLUSION

the sbove consziderations, it is respectfully

submitted that Cubsection (c) is free from any smbignity s to the
20 far az the neture of the reserve iz con-

cerned, It is to be & reserve of "resdily serketable sssets.” The
principles of sound construction reguire tiat the language be taken
in its ordinary neening without eny expansion or emlargement, Fure
thermore, the provision itself being & psrt of 2 pensl statute and
the consequences of its infyraction being most drastic, it should
be strictly construed sccordingly in order to evoid the poseibility
of an snlergement of the penelty beyond the intent expressed hy
Congress. 4ind, finally, the strict comstruction iz further required
beczuse the statute contains new granis of wsst pover to the Board
of Governors to izpose punishment for its infraction. It is, there-
fore, sncusbent upon the Board of Covermors in this commsction to be
careful not to enisrge its povers of punishment through its own cons
struction of the statute.

There iz atteched hereto & sesorandus in shich are cited
some lsading cases decided by the Supreme Court of the United Ctates
upon the guestions here presented.

Respectfully,
Charles %, Collins
Go.nl.wcormtul
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