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Correspon&nce n't July %0, 19%.

Governor Eccles. \ Subject: Section 344 of the Banking Act

Mr. Paulger. ; of 1935

REC'D IN FILES SECTION

“16—852

1 //e 20

Attached is a memorandum from Mr. Cagle to me relating to

section 344 of the Banking Act of 1955 as passed by the Senate which
attempts to cure capital impairment by definition.

Outside of the criticisms of the section as set out by “,/
Mr. Cagle and pointing out that it is wrong in principle and does
not conform to the facts, I, also, feel that such action is unneces-
sary in any circumstences. Its passage would apparently preclude
the affected supervising authorities from enforcing demands for cor-
rective action because of capital impairment. While it may not
affect the form of our present call report and contemplated published
statements, I have some misgivings, in the event of the section's
becoming law, regarding the authority of the Board or the Comptroller
to prohibit a bank in its own published statement from showing a
misstatement of its capital account.

I am hopeful that the section may be stricken out in con-

ference.
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,Office Correspondence ™ % i os, 1955 b

Mr. Paulger Subject:__Section 344 of the Banking

II'fﬁnnl_______41$_4‘.£kgﬂjL e o S A R i 15 .

As I have already indicated to you oraslly, I feel that the provisions
of this section are unnecessary (except possibly in a very few cases which
could and reelly should be handled without resorting to such provisio ns)
and constitute an unsound end dangerous departure, which I believe too man&
@banks will attempt to take advantage of. ‘C/
In substance, the intent of the first two sentences of the sectl
apparently the same -- to provide for the curing by definition only of im-|
pairment of cepital stock of benks without increasing or reducing the assels,
the liabilities or the outstanding certificsztes of capital stock of the
banks concerned.
The second sentence'(relsting to impeirment in eases where debentures
are issued) is unfortunately worded in such manner =s ﬁo indicate that merely
‘ by the igsusnce of cenitsl debentures impeirment of capitel stock may be

actuslly cured, whereas the spparent purpose of the section is to provide g

means of permitting exceptions, in meritorious csses,, by supervisory author-

)

ities, involving limitations znd restrictions upon investments by member

banks, underwriting provisions, loan limits, spplications for membership,
payment of dividends, etc. I do not underst 1y suc , which

describes or defines capitel impsirment or unimpsired cepital, will be needed

in connection with any effort on the part of a creditor or stockholder of the

-

bank to aid such benk by waiving. temporari

1~
|

a portion of the obligation or

3 - . 1

It would seem by far preferable — if indeed any law in this connection
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. must be mec

to provide that the Comptroller of the Qurrency, the Federzl Reserve Boord,

®

at 211, to remove legal technicalities or for other purposes —

o o

F. D. I. C. or the R, ¥, C., be authorized to determine whether capitsl

1e

ct

is impeired and, if so, to waive certain requirements, limitations or re-
strictions, or defer action where the present law reguires it in certain ‘

emergency situztions, at the discretion of the appropriste supervisory zuthors

.

ity in 211 cases where absolutely necessary and the facts and circumstances ’IC/

warrant. If such exceptions are not warranted, the refusing to admit benks |

to membership, the placing of unsound banks in receivership, and the teking

of sny other action recuired by the present statutes to be taken would seem \

to be more conservative and more defensible than attempting to cure a2 definite

impairment of capital by legal definition only in order to meet a comparatively

. few exce

money thsn new definitions. Once

[

tional situations, which in the majority of cases need more new

=

mo

3]

irment is removed by definition and cer-
4 L - ’ i
tein privileges sre thereby restored, certain types of banks (the ones which |

need vigorous supervision) will more resdily oppose the efforts of the super-

vigory suthorities to obtain needed corrections.
The section would legalize and give fresh impetus to the various plans

for showing czavitel debentures in published statements by some of the State

supervisory authorities, and which appear to be based upon the plan set forth |
in the memorandum deted November 20, 1933, and signed by W. J. Cummings as ‘
cheirman of the F, D. I. C. In several states, (Washington, Indisna, 1

linnesots, Texzs, ete.) cupital debentures sold to the R. F. C. sre not

‘r
|
|
legally regarded ns capitazl, In other stetes where they may be legally re- 3
garded ae capitel, the authorities desire to retain the value, if any, of the ]

)

|
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thereof., In several cases the Board hss taken the position thot the is-
susnce of capitel debentures, subordinated to the clzims of depositors snd
other creditors but which are obligations of the issuing benk, does not rei
\
peir or cure an impairment but merely supplements the diminished capitel |
structure for the further protection of the depositors and other creditors.

In such cases the State supervisory authorities had plemnned to require all |

v

of their State banks to omit showing as seperate items in their published

statements the obligations on sccount of capitasl debentures, but to include
in various items, such as "capitel stock", "ecapitzl", "surplus", "reserves",

(depending upon the fzcts in the cases) the net amomnts after the elimina-

0

tion of losses and depreciation. In &1l of these cases the stotements

would be grosely misleading, but not more so then would follow, under legal
sanction, &s a result of the ensctment of Section 344,

I heve not handled a case where the par value of capitsl debentures

was not the same as the retirable value — as covered by the second sentence |
|

of Section 344. I have been advised thst the R. F. C. has purchased no |

|

debentures which are subordineted to other shareholders. When benks issue
their definite obligations in the form of debentures, due on specific dates
and in specific smounts, which are subordinate to depositors snd other
creditors but not subordinaste to the common stock outstending, there can be
no compromise even under the sanction of a legal definition. There still

remains an impeirment of capitsl if the sound value of g1l =assets is not

equivalent to 211 liabilities and the par walue of all debentures and ell
certificates of stock outstanding. In 211 such cases the Boerd has taken

the position that the published statement of z benk should correctly reflect

Federal Reserve Bank of St. Louis
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. the facts., The ensctment of Section 344 would increase the Board's dif-

ficulties in enforcing standa.}‘d requirements in this connection and would

most probebly result in serious difficulties to the Securities and Exchange

Commission in comnection with the listing of benk stocks. ,
The Board has repeatedly held that capitel impeirment exists in all

cases where the sound assets are not equivelent to 211 lisbilities plus |

_ preferred
common capital stock outstanding plus the retirable velue of all/stock out— |

standing (such as a par value of, say, $100 per share but retirable at $300
per share) and provision has been made for such situstions in the cell re-
port form and instructions relating thereto. This position I hazve concurred |
in only in cases where the retireble emount is a definite, fixed obligation |
;)f the bank, which must be peid on = definite date and which is not affected ‘
by contingencies. 1In a case where a bank has issued preferred stock at a

. stated par velue of $100 per share which may be retired at §300 per share
only when, as and if recoveries and earnings are sufficient in the judgment

of the directors of the bank concerned, end concurred in by the approoriste

supervisory authorities, 2nd which must be retired at £300 per share only
upon final liguidetion of the bank, I doubt the desirability of attempting
to require such bank to show in the money column of its current reports and
published stotements a liability for the entire $300 retirable value., The
holders of such stock csnnot now force the bank into liquidation for failure
to retire such stock., Accordingly, I do not believe, in the usual case of
this sort, thot = going benk should be regarded as having en impeirment of
capital but I doubt the wisdom of attempting to cover all such situstions by

statutory definition. This view emphasizes the difference between actuel

' Al A

ol ’d
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are not here concerned with balance sheets prepered for use in connection with

e

per valqe, &8 reflected in the outstanding certificstes, end a contingent
retirable velue which-depends upon happenings in the future snd the judg-
ment, or in some cases, perhaps the desires, R s 3nd 1 beded | |
upon the perticuler contrect in each cese. In situations‘o} this kind, the } |
law migbt be altered to authorize the Board or the Comptroller to oeterﬁine

if an impeirment exists end, if so, to waive certasin requirements, restric-

tions, or limitations of the statutes if deemed necessery or sdvissitle, in
the circumstances.

Good zccounting practice does not reguire the showing ac a lisbility
in the money column of & balance sheet (prepered ss of June 20, 19%5) of =
going corporation of:

(1) Bond interest coupons due between 1936 =nd 1950.

(2) Cumulative dividends on preferred stock, even if pest due but

not declered by the directors.

(3) Premiums on preferred stock, calleble =t, say, §110 per share
end accrued dividends after October 31, 1935, in the discretion
of the directors.

Good accounting practice does require the segregation in the balance
sheet of the verious types of stock outstanding and the stated values thereof,
though not the descriptive detsils such as the dividend rste, =sny peculiar
preferences, etc. Deteils of this sort sre usually covered in explenstory
notes, if essentizl. Any difference between preferred stock of ¢ going cor-
poration (stated psr velue $100) cellasble at §110 snd retirable ot £300,
(both et the discretion of the directors, in view of the condition, earnings,

etc. of the issuing corporation) is not in principle but in desree only. Ve




3 T

. liquidetions, receiverships, rate heerings, etec. of utilities, etc. However,
it is in the public interest for balsnce sheets of banks to inform potentieﬂ
purchasers of stock and the depositors of the bank of the actuzl essentiel |)
facte, but this cen be done effectively and in sccordance with sound zccount-
ing procedure by explensztory note immedistely below the cepitel sccounts in
the balence sheet znd such note ghould contein informetion clesrly showing
the total pesr value =2nd the retirsble velue of each clsss of stock or deben-
tures outstending znd other essentizl informetion.

In the Spoksne snd Eastern Trust Company cese the Boerd recuired the
bank to show its capitel accounts in the "lisbilities" section of its re-
ports and nubliched statements in substantielly the following manner (essuminé

certein figures for convenience): |

\

"TLLUSTRATION #1
. LIABILITIRES

Capital $1,750,000
Includes $1,000,000 par value cepital
stock snd $750,000 par value capitsl deben-
tures sold to R.F.C., which debentures are
subordinete to the rights of depositors and
other creditors.

Surplus 250,000
Undivided profits and reserves 68,000
Acceptences, etc. 100,000
Deposite 17,000,000 :

Totel 19,168,000 |

"To illustrete the applicability of this method in cases of impairment

of capital stock, assume that the bank has additionzl losses of $400,000
which must be eliminated in order that its stetement may correctly reflect

ite condition. The set up then would be substentielly as follows:
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stock znd ?750 000 par value capitzl deben-
tures sold to R F.C., which debentures sre
subordinate to the richts of depositors znd
other creditors.

S A
"ILLUSTRATION #2
LIABILITIES
Capital $1,668,000
Includes £1,000,000 par value capital /s

Acceptences . 100,000
Deposits 17,000,000
Total £18,7€8,000

"From your letters of July 18 and July £3, 1934, it is the Board's
understending that under the method you desceribed the set up in this latter
cagse would be substantielly as follows:

\

"TLLUSTRATION #3

LIABILITIES
*Capital N ¢1,000,000
Surplus : 500,000
Undiviced profite snd reserves 168,000
Acceptences ‘ 100,000 ‘
. Depogits 17,000,000
Total ;18,768,000

#Includes proceeds of $750, 600 debentures sold to

R.F.C., which debentures sre subordinste to rights of

depositors end other creditors."

(The above illustretions are teken from the Boerd's letter of August 15,
1934, to Mr. Howerd H. Hansen, Supervisor of Banking, Olympie, Weshington.)

The language of Section 344 would seem to encourege and legelize illustra-
tion #é above.

In any cases where the R. F. C. has purchased preferred stock or capitel
debentures at a steted per value and now desires to reduce such per value, es
a meens of siding the bank to meske necessery eliminations of deprecistion
end losses, with a contract providing for the eventual retirement of the ob-

ligation at the original figure, the question of the totsl amount of

ll'
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"liebilities" outstending of the bank and the resultant amount of net capi- é
tel or caepitel impairment seems to depend entirely upon the definiteness of‘/
the contract. If the bank is relieved by the R. F, C. from payment of the
original amount, obviously the amount of impairment is reduced accordingly.
If the matter of the payment of the original emount is left to the discretion
of the directors, to be peid only when, as and if recoveries and earnings are
sufficient end && the directors vote to mske such psyments, then the eventual
peyment is at best e contingency and mey be properly shown on the balance
sheet by an explenatory note and in any such case the amount of any impair-
ment could be reduced accordingly.

There are situations where benks might be admitted to membership or per-
mitted to psy dividends or do certein other things which are restricted when
a capitel impairment exists but since such situations are so few in number

it does not seem necesssry to resort to 2 speciel law which would be "avail-

eble" to 211 other banks in the country.
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