FEDERAL RESERVE BANK
OF DALLAS

Dallas, Texas, January 28, 1938

RULINGS OF THE BOARD OF GOVERNORS OF THE
FEDERAL RESERVYE SYSTEM REGARDING ITS REGULATION “U”»

To the Nonmember Bank Addressed:

Our attention has been called to the faet that although the Board of Governors of
the Federal Reserve System forwarded to you a copy of its Regulation “U,” amended as
of September 1, 1937, pertaining to loans made by banks for the purpose of purchasing
or carrying stocks registered on a national securities exchange, you probably have not
seen the rulings and interpretations relating to that regulation, which have been issued
by the Board from time to time and published in the monthly Federal Reserve Bulletin.

Solely for the purpose of assisting you in keeping currently informed regarding official
interpretations of the regulation, we are enclosing herewith copies of all of the Board’s
currently effective rulings on this subject. We shall furnish you copies of all similar rulings
which the Board may hereafter issue from time to time.

As you doubtless know, the provisions of Regulation “U” apply to nonmember State
banks, as well as to banks which are members of the Federal Reserve System, and the
enclosed rulings are sent to you for your guidance in the event you need them in connec-
tion with loans which are subject to the provisions of that regulation.

If at any time you should desire information as to whether or not (or how) the pro-
visions of Regulation “U” apply to specific transactions with your borrowing customers,

please address such inquiries to us, instead of to the Board of Governors, and we shall be
glad to assist you by furnishing you the desired explanation.

Yours very truly,

B. A. McKINNEY,

President

This publication was digitized and made available by the Federal Reserve Bank of Dallas' Historical 1 ibrary (FedHistory@dal.frb.org)
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interpretations of Regulation U

The Board has recently been asked to iule cn the fol-
lowing guestions under Regulation U, which relates to
loans by bemks for the purpose of nurchasing or carry-
ing stocks registered on a national securitiss exchange:

. n”eubeL, in gubsection {b) of mctwn %, which
erempts "ary loan to any merson whose total indebtedness
to the bank at the date of and including such loan does
not exceed £1,000," the term "total indebtedness" means
the total of all louns regerdless of their purposes or
the total of sl1l loazna for the purpose of purchasing or
carrying stocks registered on & national securities ex-
change?

Ir response to this inquiry the Eoard stated that
the term "totel indebtedness" means total indsbtedness
for all purposes and is not restricted to toial in-
Gcbtedrness for the purnose of purchesing or carrying
stocks registersd on a nztional sgecurities !

2. The Board has =2lso been asked, uncer “ubve ion

(e) of section 5 if the statement signed by an ofxl—
cer, upcn which € bank may rely in determining wheth-

er or rot & loan in for the purpose specified in
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secticn 1 or for =ny of the purposes specified in sec-

ticn 2, must be based only on facts related to the of-

ficer by the prospective borrower or if it may be based
also on facts within the knowledge of the officer not

specifically stvated by the borrower

In response to this inguiry the Board ruled that the

fficer's statement might be based not only on state-
mentg or representations made to him by the prospective
borrower but also uvon any other information which the
officer had obtsined from any source.

3. The Board hag also been asked whether in subsce-
tion (e) of section 3 permitting a2 bank to accept the
tronsfer of a loan from "enother lender," the term "an-
other lender" refers solely to & bsnk or includes any
other lender,

In response to this guestion the Beard ruled thatb
the term gquoted includes not only a bank but also any
other lender,

June 1936 Bulletin, p. 420 - Note: Part 3 of this
ruling was supercseded by cmendment No. 2 of Regu-
letion U, incorporated in the current reprint of
the regulation.

Applicability of Section 2fc ) of Hegulation U to Secur-
ity Dealers "Making a Marke*" in Registered Stocks or
Furchasing =2n Inventory of Such Stocks ror Ressle

The Bozra hus recently received a request for & rul-
ing on the question whether section 2(c) of the Roard's
Kegulation U, excepting from the limitations orescribed
in section 1 of the regulation "any loan to a denler,
or to two or more dealers, to ald in the financing of
the distribution of securities to customers noi through
the medium of a national securities exchange," anplies
to the following roans by 2 bark to o vulor.

(L} The borrower is a desler, . oart of whose busi-

s consists of "making e morket" in a stoek register-~
ed on a rationzl securities exchnnge. In this business
he purchuses tiis stock from time to time for Lis own
acecount on ihe exchauge or "over the countex” from or
through members o1 a nationsl securities exchange ov
brokers or declers whe tranzset a business in securi-
ties through the medium of such members In tkis busi-
ness he zlso sells the stock for bhis own account cn the
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erchange but more often "over the counter" to his cus-
tomers or to other persons, his sales in either case
Leing on a cash basis., The bank loan to the dealer is
secured by this stock and is for the purpoze of snabling
him to purchase the stock and to carry it pending its
sale.

(2) The borrower is a deslsr who is a member of a na-
tional gecurities exchange. A part of his business con-
sists of purchasing on the exchange stocks registered
thereon and of selling them on a cash basis to his cus-
tomcrs or to other personcs "over the counter.”" The bank
loan in question is for the purpose of enabling him ‘vo
purchase these stocks and to carry them pending their
gnle, Tne loan might be expected to be cutstanding for
geveral months and to be reduced cor increased several
times during its 1life.

On the basis of the facts as stated above, the Eoard
ruled that neither of the foregoing loans comes within
the exception contained in section 2(c¢) of Regulation U
beceuse neither loan is o loan to aid in the fiprncing
of the distribution of securities within the meaning cof
the term "distribution" as used in such section.

July 1936 Pulletin, p, 549.

a

Apnlicability to Collaters] for Loans Made Prior to May
1, 1936, of Provisions in Regulation U Governing With-
drawal or Substitution of Collsteral

The Board has recently been presented with the gues-
tion whether Regulation U restrichts the substitution or
withdrawal of collateral sccuring loans made hefore Moy
1, 1936, 1In respouse, the Board cxpressed the view that
as & general rule the provisions of Regulation U are not
apnlicable to the withdrawal or substitution of collzt-
ernl for any loen made prior to May 1, 1835,

The Board, however, steled that this general rule is
subject to the following qunlification: If = bank has
made another loszn on or ofter that date (other than 2
loan excepted hy section 2 of the regulation) which is
secured directly or incdirectly by eny stock and is for
the purpose of purchasing or carrying a stock register-
ed on a national securitics exchange, and if the tverms
of the bank's agreements with *he bhorrower arc suchk that
the collateral securing the first loan also secures the
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second loan, the bank mugt then combine the collateral
for bhoth loans in determining whether any of the colliat-
eral for either loan may he withdrawn. The bank may not,
in this case, permit withdrawal of such an amount of
collateral as woula cause the maximum loan value of the
rermainder to be less than the amount of the second loan.
July 1936 Bulletin, p. 549 - Note: This ruling was
superseded by amendment No. 3 of Regulation U, in-
corporated in the current reprint of the regulation.

Applicability of Section 2(f) of Regulation U to a Loan
to a Dealer to Purchase Securities to Comply With
Orders from Customers

An inquiry has been received by the Boarda from a mem-
ber bank as to whether a temvorary loan to a dealer for
the nurpose of completing = transcetion, in which he pur-
chuzges securities to comply with a bona fide order from
a customer, is exemphed from the provisions of Regule-
ticn U by section 2(f) thereof, which excepts from the
linitation of the regulation sny temporary advance to 1'i-
nance the purchazse or sale of securities for prompt de-
livery which is %o be repaid ir the ordinary course of
business upon comnletion of the transaction. In reply
the Board, without prssing upon all possible situstions
covered by the question, expressed the view that 2 loan
of the following d<escription would be exceptad from the
regulation under the provisions of section 2{f):

A dealer in securities receives an offer from a cus-
tomer to purchase z registered stock. It is sgrced be-
tween the dealer snd the customer that the desler will
deliver the stock to the customer promptly, =nd that
the customer will pay for the stock promptly upon de-
livery of the security. The desler purchazses the se-
curity, instructing the seller to deliver it to a des-
iznated benl agoinst payment. The bank, knowing the
facts of the cnse and understanding that it will be re-
paid ty the deanler ns scen as the dealer can arrange
for his customer to take delivery of and »ay for the
stock, makes 2 loan 1o the dealer for the purposs of
pcying the seller of the stock.

July 1936 Bulletin, p. 549
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Deterimination of Varket Vaiue of Stock for Loan Under
Fegulation U.

The Board recently considered & gquestion regarding the
determination of the market value of a stock in counec-
ticn with a loan on the stock under Regulation U. In the
case presented, a bauk made an agreement with an out-of-
town customer to lend a certain sum of money on a regis-
texred stock, the amount being 45 percent of its then mer-
ket value and the purpose being to purchase registered
stocks. The borrower delivered the stock and the note as
promptly as pogsihle on the next day, but the narke
value of the stock had become lower in the interval so
that the amount the baznik had agreed to lend was in excess
of 45 percent. The guestion arose as to whether Regulae-
tion U permits the bank to carry out its commitment.

It apreared that the bank had entered into an enforce-
able commitment, the details of the Joun had been per-
fected in so far as practicable on the first dzy, and the
negzotiations for and completion of the loan were to take
place as nearly contemporanecusly as the circumstances of
thie case would permit. In the circumstances, the Board
expressed the view that the merket value of the stock for
the purpose of completing the loan might properly be de-
termined as of the time whon the bank and the customer
agreed upon the amount and terms of the loan. The Board
pointed out, however, that any clearly foresecable change
in the stock during the interval, such as a split-up of
shares or the stock selling "ex" a dividend of any kind,
should be taken into account in sueh a determination.

April 1937 Bulletin, p. 294,

Aprlication of Resulation U to a Loan to =& Securities
Lealer for the Purvose of Purchasing Both Registered
and Unregistered Stocks,

The Board recently ccnsidered a question as to whether
2 certain lcan to be made to a securities dealer and se-
curad by stocke should bLe considered to be a loan for the
purposa of purehasing or carrying stocks registered on &
national securities exchange, and thus be considered to
bs subject to Regulation U.

It appeared that the procesds of the loan would not
te employed immediately but would be kept available fTor
use in acguiring registered or unregistered securities.
The securities were only to be zcquired when a quick
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sale was in prospect and they would be disvosea of
vromptly. The securities purchased were often unregis-
tered securities, but some registered stocks were so
purchased and the inguiry was, in effect, whether such
purchages of registered stocks caused the Loan to be
subiect to the regulation., No question was presented

to the Boesrd as to whether or net, in the event the
dealer should treat certain of the transactions separate-
ly and oktain loens from time to time for particular
purposes, some of these loans to the dealer might be ex-
cluded from the operation of the regulation.

It seemed clear from the borrower's business as a
decler that cne purpose of the loan in question was to
purchnge or carry registered stocks. Therefore, the
Board expressed the opinion thet, while the loan might
also have certain other purposes, the losn zshould be
considered to be a losn for the purpose of purchasing
or carrying registered stocks.

My 1957 Bulletin, p. 393.

Transfers of Loans under Regulation U,

The Board has recently considered a number of ques-
tions regarding the transfer of loans pursuant to sec-
tion 3(e) of Regulation U which provides in part as tol-
lows:

"A bank may accept the transfer of a loan from anoth-
er bank, or permit the transfer of a loan betwoeen bor-
rowers, without following the requirements of this regu-
lation ag to the making of a loan, provided the loan is
not increased and the collateral for the loan is not
changed; * * *"

1. ESSENTIALS 0¥ THE TRANSFER CF A LOAN. - The first
question presented in connection with this provision was
whether a bank should be regurded as accepting the trans-
fer of a loan if it makes a loan to a customer to enable
kim to reduce or vetire existing indevtedness at another
bank or to replace funds which the borrower has used to
reduce or reiire indebtedness at another bank.

A transaction such as that described should not be
considerad to he the accepting of the transfer of & loan
pursuant to section 3(e). The provisions of section
2(e) apply only to a loan which is transferred by the
process of psyment by the transferee bank to the trans-
feror bank against the receipt of the yroper collateral,
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sné a transaction such ss that described abeove does not
cormie within the provisions of the section.

2. THE INDEETEDNESS AND COLLATFRAI, TO BE TRANSFERKED.!
Questions also were reised as to the indebtedness and the
collateral to be transferred. In gereral, two different
types of cases were nresented in this connection, one re-
lating to indebtedness incurrad on or after May 1, 1936,
and¢ the cther to indebtedness incurred prior to that
date. Since no question was prescnted as to the require-
mentc thet might affect the transferor bank, the two
tynes of cases were considered only with respect to the
requiremsnts that affect the transferee bank,

Lounsg made on or after May 1, 1936, The first type
of case involved indebtedness that wes for the purpose
of ourchasing or corrying stocks registered on & na-

ional securities exchange, that was not excepted from
the regulstion, and that was incurred on or after May
1, 1936. Although the transferor bank may have treat-
ed certzin portions of this indebtedness as separate
loans for certain purposes, the agreement between the
customer and the benk wes such that 21l the collateral
for any of the described indebtedness sccured all such
indebttedness. '

In this connection, it is to be noted that the second
paragraph of section 1 of Regulation U provides:

¥ X the entire indebtedness of =ny borrower to any
bank incurred on or after iey 1, 1836, for the purpose
of purchasing or carrying stocks registered on a nation-
al securities exchange shsall be considered a single loan;
and all the collateral securing cuch indebtedness shall
be considered in determining whether or not the loan com-
plies with this regulation."

lin view of Amendmen® No. 3 of Regulation U which
eliminztes the distinction between loans made on or &f-
ter Moy 1, 1936, and lozns made before that date, that
portion of part 2 of thig ruling which relates to loans
made before May 1, 1526, will no longer be zpplicable
after September 1, 1937, the effective date of Amend-
ment No. 3. On and after this effective date, trans-
fers cof all loans should be treated as if +the loan had
been made after May 1, 1935,
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In view of this provisiown, it is evident that the
regulstion contemplates that, in certain connections,
the aggregate of the described indebtedness and all the
coliateral that secures the indebtedness should he con-
sidered a unit, regardless of whether or not the trans-
feror bank may have treated a portion of such indebted-
negs as & separate loan and assigned particular collat-
ersl to that portion. It is eclear that it would be per-
missible under section 3(e) for a transferee bank to
accept the transfer of the aggregate of such indebted-
ness gccompanied by the aggregote collateral, but there
was presented the additional question of whether it is
permissible under section 3(e) to sccept the transfer
of a portion of this aggregates indebiedness accompanied
by & proportionate part of the aggregate collateral,

If a2 nortion of the aggregate indebiedness is trans-
ferred to a bank and the transferred vortion is accom-
panied by a corresponcing nortion of the collateral so
that the ratio of the purt of the indebiedness trens-
ferred to the part of the collatersl transferrcd is the
same as that ol the aggregate indebtedness vo the aggre-
gate collateral, it mey proverly be considered that
"the collisteral for tle loan is not changed" und the
transferee bank may in aceordance with secbtion 3{e) of
the regulation accept such a trensfer "without follow-
ing the requirements of this regulation 25 %o the mak-
ing oi a loan".

Loans made betore May 1, 1336. The other type of
case involved indeltecners that was for the purposes of
purchzsing or carrying regigtered stocks, that was not
excepted from the regulation, bud that wes incurred
prior to May 1, 1936.

It will be ncted ihat the provision of seetion 1 of
the regitet.ion cuoted avbove with resnect to the treat-
rent of agzregats indebtedness and aggrogate collat-

ral 2s & unit does not spnly to indobtodnsss incurred
pricr to May 1, 19356. Tu the case of such on ola loan,
therefore, “dentificntiou 2f the ioan ané tha collat-
ercl therefor, all or part of which are to Le trans-
ferred, should be made or the bassis of the vractice
which the trensforer bank and *the borrower have con-
sistzatly Zollovea in good feith in dealing with the
losn. Any indebtedness which hes been trsateda as con-
stituting a single loan, and collateral which has been
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treated as having loan vzlue for the purposes of the
loan and as not having loan value for other purposes,
should be considered as a unit, and they should be so
considered without regard to 2 customers' agreement
under which collateral for one loan secures another,

Accordingly, if the entire smount of such nn old
loan thus identifisd is to be accepted by the trans-
feree bank pursuant to section 3(e), it should be ac-
compenied by 211 the cecllateral which, as indicated
sbove, hos bheen treated as having loan value for the
purposes of the loan and as not having loan value for
other purposes. Similarly, if a portion of such a
loan is 1o be accepted by the transferee bank pursuant
to section 3(e), it should be accomvanied Ly a corre-
sponding portion of the collateral so tn=at the collat-
eral will not be changed, l.e., the ratic of the part
of the indebtedness transferred to the bart of the col-
lateral transferred is the same as that of the indebt-
edness originzlly treated as a single loan to the col-
lateral treated as having losn value only for the pur-
poses of such loan.

3. LETERMINATION OF FACTS REGARDING TRANSFER OF
LOAN. A question wzs also presented as to the method
which a transferse bark may use to determine whether or
not the conditicns necessary for the transfer of a loan
pursuant to section 3(e) are being followed. Sypecifi-
cally, the quesiion wes resised whether the transferee
bank may rely upon & signed statement ol the borrower
or th< transferor hank which it accepts in gooa faith
to determine these facts.

The Board pointed out that, as in the case of a num-
bter of other facts that sre relevunt to operations un-
der the regnlation, no spezific method of determining
these facts is rejuired. The reguirement is that the
bank act diligentiy =nd in entire good faith, and in
doing this 1t mey utilize vericus methods for ascertain-
ing the Tecte in particular ceges. As one method ol de-
termining the feets in connection with the transfer of
a loan, a trancferee bank acting in good faith would be
Justified in rolying upon a signed stetement of the Lor-
rower or tho transferor bank.

August 1937 Bulletin, p. 715. - Note: As indica-
ted in the footnote to the ruling, a portion of
the ruling was suvpcrseded by amendment No. 3, in-
corporated in the current reprint of the regula-
tion.
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Application of Regulation U to the Purchase of Deben-
tures.

The Board rescently considered the question whether
the purchase of certain debentures by a national bank
is subject to the Board's Regulation U, which relates
to loasns by banks for the nurpose of purchasing or car-
rying stocks registered on a national securities ex-
chenge.

It appeared that the debentures in question were is-
sued fcr the purpose of obtaining funds to acguire cer-
tain stocks which were registered on a national securi-
ties exchange. These stocks were pledged with a trus-
tee that was to maintain the collatersl for the deben-
tures at a certein level, calling debentures for redemp-
tion and liquidating collateral as might be necessary
for this purpose.

It seemed clear thot the purpose of the issue of de-
bentures was to purchase or carry stocks registered on
a naticnal securities exchange, but it was noted that
Regulation U is expressed almost entirely in terms of
"loang" instead of using the somewhat broader term of
"extend credit" which appears in the provisions of sec-
tion 7 of the Securities Exchange Act of 1934 under
which the regulation is issued. This, cf course, would
not prevent the scope of the regulation from being
broadened in this respect if such a change should ap-
pear to be advisable.

The information in the inquiry was not entirely
clear as to the status of the debentures; but it was
the view of the Board that, if the debentures complied
with the reguirements of section 5136 of the Revised
Statutes and the regulations of the Comptroller of the
Currency issued thereunder with respect to the purchase
of investment securities, the purchase of the deben-
tures, whether directly from the issuer or from some
other source, would not be subjsct to the present pro-
visions of Regulation U since the regulation is at pres-
ent expressed in terms of loans. If the debentures
were securities that failed to meet these requirements,
the inability of the national bank to purchase the de-
bentures would have prevented any question from arising
in the present case as to the applicaticn of Regulation
U,

The Board further stated that, if the facts are such
that the debentures should not be considered to be
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securities and thuc would not be subject to section 5138,
they should, of course, be itreated as loans. The facts
stated in the ingquiry seemed to indicate that, if the de-
bentures should be treated as loans, they wculd be loans
subject to Regulation U,

LAugust 1937 Bulletin, p. 716,

Avnplication of Regulation U to a Loan to an Investiment
Trust to Retire Debentures.

The Board has considered a question as to whethsy
Regulation U applies to a loan to a corporate investiment
trust on stocks to enable the investment trust to retire
cartain debenture bonds issued by it prior to the enact-
ment of the Securities Exchenge Act of 1934, It was un-
derstood that the cdebentures wers originelly issued to
obtain funds for the usual operations ol the investment
trust which consist very largely of purchasing and car-
rying listed stocks,

Since the loan was to retire the debentures of the
investment trust, it appeared not to be for the purpose
of purchasing stocks registered on a nationsl securities
exchange and, therefore, the question wag whether the
loan was for the purpose of carrying such stocks.

It appeared from tre nature of the loan that it was
one for the purpose of carrying registered stocks unless
some provisicn of the regulation removed it from that
category., In this connection section 3(b) of the regu-
lation provides:

"No loan, however it may be secured, need be treated
as a loan for the purrose of 'carrying’ a stock registered
on & national securities exchange unless the purpose of
the losn is to enable the borrower to reduce or retire
indebtedness which was originally incurred to purchase
such a stock, or, if he be a broker or dealer, to carry
such stocks for custumers.t

It wiill te seen that section 3(%) was intended to
exempt from the regulation loans which might otherwise
bc considered to be for the purpose of "carrying" reg-
istered stocks merely because they hapnen to be secured
by such stocks. This was to afford banks more cer-
tainty in their operations under the regulation.

It was the view of the Board that the debentures in
question constituted indebtedness within the meaning
of section 3(%) and that the vpurpose of the loan must
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be considered to Le the retirement of these debentures
rather than merely their purchese. It also was felt
that in connection with matters of this kind the pres-
ent status of the stocks should be considered and that,
therefore, since the stocks in question had become reg-
istered after the passage of the Act, the debentures
should be considered to be indebtedness originally in-
urred for the purchase of registoered stocks within the
meaning of section 3(b). Furthermorc, the refercnce in
the section to brokers and dealerg indicates that the
secticn was not intended to exempt loans which are
closely connected with trading in registered stocks and
emphasizes the fact that loans of the type under con-
sideration do nct come within the genersl purposes of
the exemption conteined in the section,

In view c¢f these facts, the Board expressed the opin-
ion trat the loan in question was subject to the pro-
visions of Regulation U.

August 1937 Bulletin, ». 717.

Applicability of Regulation U to Stock Registered After
Loan is Made.

The Board recently considered an inquiry regarding
the appiicability of Regulation U, as amended to Sep-
tember 1, 1937, to a loan originslly made for the pur-
pose of purchasing or carrying a stock which was not
then registered on a national securities exchange but
which became registered subsequently.

The Board peinted out that the regulation is appli-
cable, with certain exceptions, to any loan initislly
nmade for the purpose of purchasing or carrying a stock
"registered on 2 national securities exchange," and
stated that the nhrase quoted has reference to the
present status cof the stock. Accordingly, =2 loan for
the purpose of nurchasing or carrying a particular
stock is for the purpose of purchasing or carrying a
registered stock if that particular stock is now reg-
istered, and this would be true even if the stock were
not registered at the time the loan was originally
made, as would be the case, for example, if the loan
had been made prior to the enactment of the Securities
Exchange Act of 1934,

October 1937 Bulletin, p. 995,






