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QUESTIONS AND ANSWERS ILLUSTRATING
APPLICATION OF REGULATION U

Regulation U, relating to “Loans by Banks for the Purpose of
Purchasing or Carrying Registered Stocks/' is issued pursuant to
section 7 of the Securities Exchange Act of 1934, particularly sub-
section (d) of the section. It applies to all banks (whether or not
members of the Federal Reserve System), except banks which are
members of a national securities exchange and therefore subject to
Regulation T.

The following Questions and Answers have been prepared for the
benefit and guidance of banks subject to the regulation and exam-
iners concerned with determining compliance with the regulation.
Of course, the Questions and Answers cannot be expected to cover
in detail all aspects of the regulation. Furthermore, in any given
case the Answers to particular Questions must necessarily depend
on the specific facts and circumstances involved. Therefore, the fol-
lowing Questions and Answers, as indicated above, should be re-
garded as general aids to a better understanding of the principal
features of the regulation, rather than an exhaustive, detailed ex-
planation of the application of its various provisions.

References to sections are to the sections of the regulation as
published in the Federal Register, 12 CFR 221, except that “221.”
is omitted at the beginning of each such reference. Thus, “section 3”
refers to “section 221.3” in the Federal Register and the Board’s
May 1, 1962 reprint of the regulation.

GENERAL COVERAGE OF REGULATION:

(1) Question.— What type of loan is subject to the provisions of
Regulation U? (Hereafter, such a loan will be referred to as a
“regulated loan.”)

Answer.— Any loan by a bank (including a loan of funds held
by the bank as fiduciary) is subject to the regulation if it falls
within at least one of the following four categories:

() A loan is subject to the regulation if it meets both the follow-
ing tests:

i. The loan is for the purpose of purchasing or carrying stocks
registered on a national securities exchange and is not excepted by
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2 QUESTIONS AND ANSWERS

section 2 of the regulation. (Such a loan is sometimes referred to in
these Questions and Answers as a “purpose loan.”)

ii. The loan is secured directly or indirectly by any stock, whether
registered or unregistered. [Sec. 1(a)]

(b) A loan is also subject to the regulation if it is so secured
and is for the purpose of purchasing or carrying a “redeemable
security” issued by an open-end investment company (sometimes
known as a “mutual fund”) whose assets customarily include regis-
tered stocks, whether or not the “redeemable security” itself is regis-
tered, since a loan for such purpose shall be deemed to be for the
purpose of purchasing or carrying registered stocks. [Sec. 3(b) (2)]

(c) A loan can also be subject to the regulation, regardless of
whether it is secured by any stock, if it is to a person subject to
neither Regulation U nor to Regulation T, who is engaged prin-
cipally or as an important activity, in the business of making loans
for the purpose of purchasing or carrying registered stocks. Loans
to such persons, unless unmistakably kept distinct from financing by
the borrower of purchasing or carrying of registered stocks, will be
deemed to be for such a purpose and therefore subject to section
3(q) of the regulation, which requires that such loans be secured.

(d) A loan made on or after June 15, 1959 for the purchase of a
security other than a registered stock (principally convertible bonds)
which is convertible into a registered stock becomes subject to the
regulation at the time that conversion takes place and the regis-
tered stock is substituted as collateral for the loan. At this time the
loan is not permitted to exceed the then maximum loan value of
the collateral, except that any reduction of the loan or deposit of
collateral to meet this requirement may be brought about within
30 days from such date. [Sec. 3(r)]

REGULATED LOAN:

(2) Question.— In general, when is a loan secured by stock?

Answer.— A loan is secured by stock when it is secured, directly
or indirectly, by some stock, whether registered or unregistered,
even though such stock be only a small portion of the total collateral.
It is not possible for the same borrower to have at the bank both
“unsecured” and secured purpose loans; all such indebtedness is con-
sidered as a unit, together with related collateral. This is because
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QUESTIONS AND ANSWERS 3

section 1(b) of Regulation U states that the “entire indebtedness
of any borrower to any bank incurred at any time for the purpose
of purchasing or carrying stocks registered on a national securities
exchange shall be considered a single loan, and all the collateral
securing such indebtedness shall be considered in determining wheth-
er or not the loan complies. . . .

(3) Question.— Is there any kind of loan, not secured by any
stock, which can be subject to the regulation by reason of the nature
of the borrower?

Answer.— Yes. Such a loan is one to a person not subject to
either Regulation T or Regulation U, who is engaged principally,
or as one of the person’s important activities, in the business of
making loans for the purpose of purchasing or carrying stocks regis-
tered on a national securities exchange. Such loans are deemed to
be for the purpose of purchasing or carrying registered stocks unless
the loan and its purposes are unmistakably separated and disasso-
ciated from any financing or refinancing for any such purpose.
Unless such a loan is so “separated and disassociated” or is excepted
by section 2 of the regulation, it is subject to the regulation, regard-
less of whether or not it is secured by any stock. No such loan may
be made after June 15, 1959 without collateral; and it must be se-
cured to the same extent as would be required if it were secured by
stock. Such a loan, whether made before or after June 15, 1959 is
subject to all of the other provisions of the regulation including
provisions relating to withdrawal and substitution of collateral.

[Sec. 3(q)]

(4) Question.— In general what determines whether a loan is for
the purpose of purchasing or carrying stock registered on a national
securities exchange?

Answer.— It is substancc, rather than form, which determines
whether a loan is for the purpose of purchasing or carrying regis-
tered stocks. A loan is not for “carrying” (as distinguished from
“purchasing”) under section 3(b)(1), unless the ultimate purpose
of the loan is to enable the borrower to reduce or retire indebtedness
incurred to purchase or carry registered stocks. But whether the
loan is for “purchasing” or for “carrying,” it should be remembered
that the ultimate-purpose test cannot be defeated by any temporary
application of the funds.

As noted in the Answer to Question 1, a loan for the purpose of
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4 QUESTIONS AND ANSWERS

purchasing or carrying a “redeemable security” of an open-end
investment company whose assets customarily include registered
stocks is considered to be for the purpose of purchasing or carrying
a registered stock. [Sec. 1(a); sec. 3(b)(2)]

(5) Question.— When would a loan be secured “indirectly” by
any stock?

Answer.— An answer necessarily must depend upon the facts and
circumstances of each case that arises. For example, it has been
held that a purpose loan is subject to the regulation as one secured
by stock where, although the pledge of the stock was delayed, both
the bank and the borrower contemplated that the loan would be so
secured.

In determining whether a loan is “indirectly” secured, it should
be borne in mind that the reason the Board has thus far refrained
(except to the limited extent covered in section 3(q)) from regulat-
ing loans not secured by stock has been to simplify operations under
the regulation. This objective of simplifying operations does not
apply to loans in which arrangements are made to retain the sub-
stance of stock collateral while sacrificing only the form.

As a related point it may be noted, as shown in the Answer to
Question (2), that any collateral securing any portion of a bor-
rower’'s purpose loan at a bank automatically secures all such
indebtedness of the borrower at the bank. Hence, it is not possible
for a borrower to have both “unsecured” and secured purpose loans
at the bank.

(6) Question.— What is included within the term “stock” as used
in the regulation?

Answer.— The term “stock” includes any security commonly
known as a stock, including preferred stock, any voting trust cer-
tificate or other instrument representing such a security, and any
warrant or right to subscribe to or purchase such a security. [Sec.
3(1)] It does not, under the present regulation, include any bond,
including a bond convertible into stock, or a bond carrying stock
purchase warrants. But, where the immediate purpose is to obtain
the stock, a loan to purchase a bond convertible into, or carrying
warrants to acquire the stock, should be considered a loan to pur-
chase the stock. See also section 3(r) regarding loans for the pur-
chase of convertible securities.

(7) Question.— How may one determine whether a particular
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QUESTIONS AND ANSWERS 5

stock is registered on a national securities exchange or whether a
security is a “redeemable security” of an open-end investment
company?

Answer.— The bank may rely upon any reasonably current rec-
ord of such stocks and securities published or specified in a publi-
cation of the Board of Governors. [Sec. 3(c)] Such a record is pub-
lished by the Board from time to time in the form of a “List of
Stocks Registered on National Securities Exchanges and of Redeem-
able Securities of Certain Investment Companies.” Copies of the
current list or Supplements thereto may be obtained from the Fed-
eral Reserve Bank of the District. Frequently, it is not possible to
keep this list completely current on newly organized mutual funds
or new listings on exchanges. Sound practice would require that a
bank take account of any such late developments known to it, and
that it keep itself informed, so far as is practical, of such develop-
ments.

(8) Question.— In determining whether a loan for the purpose
purchasing or carrying a particular stock is currently a purpose
loan, is the status of registration of the stock at the present time
or at the time of making the loan the determining factor?

Answer.— Whether a loan is a purpose loan at a particular time
depends on the status of the stock at that time.

A loan initially made for the purpose of purchasing or carry-
ing a particular stock is a purpose loan if that particular stock
is now* registered, and this would be true even if the stock were
not registered at the time the loan was originally made. A
bank ordinarily is not required to reduce an outstanding secured
loan or obtain additional collateral when the stock becomes
registered, but the indebtedness must thereafter be treated as a
regulated loan. An exception to this concerns the purchase of
a convertible security which is not a registered stock. In this
case, the loan becomes regulated at the time any registered
stock obtained through conversion of the securities originally
purchased, is substituted as collateral for the loan. If the loan
would be undermargined at this time, the borrower has 30 days
within which either to reduce the loan or to deposit additional
collateral in order to bring the loan up to margin.

Conversely, if stock becomes unregistered, a loan which had
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6 QUESTIONS AND ANSWERS

been made for the purpose of purdiesing or carrying that stock
oS 1o ke a purpose lan.

MAXIMUM LOAN VALUE:

® Question.— What limit i placed on the amount of a regu-
la=d loa?

Answer.— The maximum loan value OF a stok s a percentage of
s market \alle, gecified In tte aurrent Supplement to tte regula-
o, but varying fram tine to tine as tre Supplement is arended.
The amount of the loen must not exosed the maximum loan value
of tre cllateral at the time the loan is made. [Sac. 1(@)] The sirgle
exsption 1o this coours In the Gase of anvertiblle saartties, Inwhich
e the maximum lcen valle of the collateral s determined at the
time Regulation U becomes applicable, ttat K, at the time of the
aonversion and the sustitution as cllateral of the rgistered stods
dotained upon anversian. [Sec. 3(N)]

(@0 Question— What B tte presait maximum loen value of
allateral ssauing a regullated loa?

Answer.— (@ Except as noted In paragraph (0) of this Answer,
themaximum lcen value of any stock, Whether ragisteraed or unregis-
tae], at this time B3 per aait of its aurent market \alle as
determined by any reesoeble method.  [Supplement t© regullataan,
effectine July 10, 1957] In the e of mixed collateral g, stods
and boks), stods have the presant maximum loen value just irdi-
atad, 12, 50 per at, and bonds or other nonstock allateral have
lcen valLe as determined by the bank in good faith. [Sc. 1@)]

® However, if e lon B 1 axvble the borroner © eacise

a stodk subsoriptdon right which s evidenced by a warrant or cer-
tificate issued to stockholders and expiring within 90 days of issu-
ance, a maximum lcen value of 75 per cait of tre aurrent market
valle of the stok 90 aouired as determined by any reesoreble
method s pamissible, provided the transaction s treated as Indi-
cated belov in comection wirth Question (1D). In no evat could tre
lcen exoead 100 per ant of the sUbsCriptian [rice, sine a loen In
ecsss of tat price would ot ke for the requisite purpose.
Bx.3@1]

(D) Question.— Does the regulation provice any geecial or pref-
eraiaal maximum lcen valuess for stods In aartain ciraunstances?
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QUESTIONS AND ANSWERS 7

Answer.— The anly gecial or prefarendal maximum loen \value
for stods s desoribad under Question (10) dowe, 12, tre 75 per
atmaximum lcenvalle inthe Gase of a lcen to eeble the borroner
0 e&tise a stok sUbscripton rigt which s evidenosd by a war-
rait or caxtificae iIsssd 1 stoddoldars and eiring within O
days of iIssane. Honvever, the 75 par cent maximum lcen valle in
such a caee s pamissible only it () the transaction s handled by
the bank on a ssgrecated tesis; (@) the bank prahibits any with-
dranal or sustitution of the stodk used to make the loen untal te
amount of tre lcen B reduced to an amount ot exceeding the
regular maximum lcen value gecified In the aurrent Supplement
o tre rgulataan, at wiiich time the lcen need no lager be ssgre-
cpied; and @ there B No other sUsripton rigtt loen o tre
borroner which hes been autstading at the bank more then nire
months wirthout being reduced to the amount indicated in clase

@ aoe. [5x 3P

In paricular, no preferanial maximum lcen value s provided
for a rgisterad stodk acouired under an officas’ or enployees” stok
purchese plan. Honever, tre locen vallue may be computed against
its aurait market valle as indicated on the exchange where it B
I, rather then against tre borroner’s aost if the latter s loner.

EXCEPTED LOANS:

@2 Question— What las, even though they have tre darac-
tarstics of a regulated leen, are exagpted fram the regulatia?

Answer.— (@ Any loen to a bank or to a foreign barking Irsti-
. [Sc. 2(@)] The term “bank’” does not incluce a bank which
samenber of a ratical ssarities exdange and therefore ubject
o Regulation T.  [Sc. 3(K)]

® Any locen made prior t© July 16, 1945 1o any person whose
total indebtedhess 1o the bank at the date of and including such
lcen did not exosed $L,00.  [Sc. 2(b)] The term “total indebted-
ness”’ means total Indebtedhess for all purposes and sot restricsd
o toal Inddotedness far tre purpose of purdesing or carrying
risterad stods or “‘redeaneble ssarities.”

© Any laen to a d=ler, or two or more dalars, o aid iIn te
firencing of the distribution of ssaurities 1o austarers not through
the medium of a ratdoel ssauties edae. [Sc. 20©)] Ingen-
adl, this eogption cowers the uderwriting and distributarg of
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8 QUESTIONS AND ANSWERS

new Isses; 1tshauld not ke regarded as eogpag, for eaple, a
lcen to firence the ordinary activities of an over-the-counter deslerr,
nor the digoositaan through sallesmen of ssaurTtaes purchased on an

@ Any loen to a brder or daler that B made In exgptiasal
ciraunstanoss In good faith t© meet his emergency rnesds.  [Sc.
2d)] The bark, hovever, should dotain and preernve adequate
evidenee of tre details In order 1© sypport exoepting the laen.

® Any loen 0 a brder or daler seoured by any ssouties
which, according t© written rotdee receivad by the bank from the
brder or daler pursuat © the rules of the SeaurTties and Ex-
change Comission aonceming tte hypothecation of custorers”
SITtEs, are securities carried for the account of one or more
customers, provided the bank aoogpts in good farth from the bor-
rorer a siged statament that he s Slbject o Regulation T or that
al addit extended or maintained by him for austorers camplies
with Regulation T.  [Sc. 2(e)]

(M Any temporary advance © firae the purdese or sale of
ssurities for prompt celinery which 510 be repaid in tre ordinary
course of husiness upon aopletion of tre trasecion. [Sc. 2(D)]
This exegption B Intedad o fadlitae the firecirg of bona fick
cash transactions suth &g, for eample, () tte purdese of a
sty by a bank as agent for the acoount of a custarer who
iIntends to make payment pramptly upon receipt of the ssauity, or
@ an advance 1 a custarer who hes sold his ssaurity pending
celnvary © and payment by tte bwer. The exogption does not
goply to a temporary lcen which s 10 ke repaid fron the procsads
of a new regulated laen. Nor does this eagptian, or the exegptias
cescribed under @ ar (), belov, aply o a loen 1 a parsn
described in the Answer to Question @), dowe, or toa leen o a
borroner 1o pay for ssautaes purdiesed in a “‘goecial cash account”
with a brader or dealer inless tre borroner hinsellf s a broer or
caler.

@ Any lon agpinst ssanities In trasit or surrendered for
trasfer, which s payable iIn the ordinary course of business upon
anpletion of the trarsecion. [Sc. 2 ()] In gaeral, this exoep-
o B desiged o aver the cashiing of sight drafts with seaurties
attaded. Honever, note tre galificatan under () anoe.

) Any lcen which 10 ke rgpaid on the calendar day on which
Digitized for FRASER
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QUESTIONS AND ANSWERS 9

itsmde. [Sx. 2(h)] This exogotion woulld cover so-called “day””
lcas but not “overmigt’” lcas. Alp, note the galficatian uder
® aoe.

@® A loen made autsice tre 30 States of the Uniited States and
tte District of Colunbia. [S. 2@)] The exgptian would gply,
for eaple, o the usual lcen by the foreigh branch difie of an
Arerican bark.

@® Any lcen t© a member of a natical saanties exdange for
tte purpose of firacig his or his austomers” bona fick arbrtrage
transectias In santies. [Sc. 2(g)] In gereal, “abitrage” B
cefired tomean () the purdiese or sale of a saaurity In ane market
together with an offsettirg sale or purdiese of the same security N
a differat market at as rearly the same time as practiceble for tte
purpose of tking advartage of a differate iIn pricss In tre two
markets €g., the purchese in London of 100 sares of stok of the
X company and the Inmediate sale of a like anount of tre same
sty in New YorkK) ;o (@ tre purdiese of a saarrity which i,
wirthout restriction other then the payment of money, exdageeble
or anertible within 0 days folloving the date of s purdese
INo a second security together with an offsetting sale at or about
the same time of such secod ssarty, for the purpose of t&king
advatage of a digarity In the price of the two saanies g, tre
purchese of a bond of X company and the inmediate sale of tre
stok Into which tre bond i anvertible without any  restrictian).-
The purdhese of Issued ssauties and sale of unissled ssauTtes
which are 1 be issd 1o holdars of tre Issued searity under a
tentatie plan of reorgenization or merger which hes not been
frelly approved by the stoddoldars, the aurt, or otter necessary
auttority, should not be aonsidered a bonas fick arbitrage.

K Any loen to a member of a matical ssaurities exdange far
the purpose of finacing such members transactias as an odd-lot
dealer (including transactias as a carbined odd-lot dealer and
specialist) 1IN ssauTes with resoect to which he s registered on
such exdange as an atHot daler. The sgarate fuction of the
geaaliston tteNYSE, where the two are sgarate, may be simillarly
firencd under a “good faiti” leen valle.  [Sxs. 2(K), 3(0)]

MAKING OF REGULATED LOANS:

@3 Question— IFf the maximum lcen value of tre cllateral
ssauring an autstanding regulated loen exceads the total amount of
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10 QUESTIONS AND ANSWERS

the lan, may the bank make another regullated loen without the
dgoosit of addirtiaal collateral?

Answer.— Yes. The bank may make an edditiaal regulated lcen
eqal 1o tre amount of the exess lcen \valle of tte cllateral. This
5 pamissible rgprdless of tre cause of the ecesss, whether it
results fron an Inoeese In the market valle of te cllaeral, a
dearease In the amount of the arigiral laen, or a subsequent Increese
by the Board in the permissible maximum loen \alle.

(4 Question.— May a bank make a new regulated lcen In case
tre autstanding regulated loen hes a deficiay in collateral?

Answer.— Yes. The new lan, hovever, must be secured by addi-
tical ollateral having a maximum lcen valle at lesst eqal o the
amount of tre new len. Thereafter both lcans must be cosidered
a sirgle leen for the purposes of ausstitutias or withdranals of
aollaaal. An increase of an existing loan mMUSt be cosidered a
new lcen, exgpt Iofar as the Inoeese may ke due Dlely © tre
addition of interest or savice darges, or of taxes on transectias
in comection with tre leen.  [Sec. 3(d)]  See also Question (D) ©)
of these Questias and Answers and ssctian 3(r) of Regullation U
relating t© aonversian of anvertible ssarities.

(@) Question.— IFabank haes autstanding a purpose lcen which
Bnot a regullatad loen because it isnot secured directly or irdirectly
by any stodk, may the bark, without regard to the status of the out-
stading ken, make the same custorer another loen which is a
regulated loa?

Answer.— Yes, hut the autstading lcen thereypon becares a
regulated leen and trereafter both loas must be aosidered, by
reason of their pupose, o ke a sirgle len.  [Sc. 1(b)]  However,
the bank need not dotain eddrticrel cllateral 1 cover the autstand-
ing len, even If the conbined sirgle lcen s Now undermargined.
[See also Ansers to Questias (16), ) and (D)-]

(@6) Question.— May a bank make a nonpurpose lcen in reliae
on te cllateral usad o meet the requiremets for a regullated
leen?

Answer.— In ggeral, . In the e of any regulated loan, the
bank B required 1 idntafy al tre ollateral used © meet tre
maximum lcen valle limitadon of te regulataan, and only tre
allateral 0 ntfied hes loen vallle for the purpose of tre regula-
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QUESTIONS AND ANSWERS 11

tion and s 9bject o tre restrictias of the regulation gplicble
o allateral for a regulated leen. For any nonregulated  indebted-
rness of the same borroner (Other then loans exoegpted by sectias
2@, @, @),or (h)), tre bank S=ll require iIngood farth as much
ollateral @fFany) not <o idntafied as itwould require if itdid not
hold the regulated leen. Honever, this does not require the bank t©
waive or foregp any i 1t also does not goply o a leen o meet
erergency eqases not reesorebly foesssble, provided tre ar-
aurstances are auitebly documented.  [Sec. 3(0)]

It shauld be noted thet the nonregulated  incdebtedness referred
t here B Necessanily a nonpurpose inddotedhess, sine it s ot
possible for the same borroner 1 have at the same bank both “unse-
aured” and ssaured purpose ks, See Answer 1o Question (@)-

(@) Question.— Does the regulation require that a bank dotain a
statement of purpose Tor every stod<ssorad lcen which s ot a
regulated loa?

Answer.— Whille there i N0 requireratt in the presat regulla-
o that such a statament be dotained, a bank should do <0 Inany
e Inwhich tte banks records do ot otherwise Indicate satasfec-
trily the actual purpose of the leen. There o need far a state-
ment of purpose with respect to a laen which the bank treats as a
regulated leen. A bank may rely upon a staterent with resoect o
the purpose of tte ko, iF it 5 ) siged by tre bomoner, @
acoepted by the bank in good faith and siged by an offier as hav-
ing been 20 aoogpted, and @) if it merely states what s not tre
purpose of tre len, it issuypported by a memorandum of the leding
offier desaribing the purpose of tre leen.  [Sec. 3@)] Unless such
a staterent s on ik, tre bank should be able © demonstrate the
purpose of a loen which B ssourad by stods.

(@8 Question.— Would the mere acogptance by a bank of a non-
purpcse statement protect the bank?

Answer.— No. Under ssctian 3(@) as arended effedtne June 15,
199, ifa statament of the borroner merely states what s not tre
purpose of tre laen, itmust be syported by amemorandum or nota-
o of tre leding dfifier desaribing the purpose of te leen. In
addtian, no statament of the borroner may be rellied upon wnless
it s aoogpted “in good farthi” and siged by an offier of the bank
as having been <0 aoogpted. A bank oould rot, of course, rely “in
good farthi” upon a statarent which itknew to e fale or if;, In tre
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12 QUESTIONS AND ANSWERS

ciraustances, 1t had reeson  guestion the correctness or com-
pletaess of the staterent. The requirament of “good farthi” s of
vital inportance; and to il such requirement tre bank must be
alert to cironstances surrounding the lcen and the borroner. For
eample, ifthe bank had reeson to sugpect that a lcen was dotained
with the idea of purdesing uragistered stodk or bonds merely as a
terporary eqedient and dortly trereafter sllirg the uregisterad
stodk or bonds .ad purdesing ragisterad stods, the loen shoulld e
omsiobredtobeamrpose loan;ad the berk, In such a a2, wiaulld
not ke justified in relying on the borroner's statement without full
inestigation.  Joecial vigilanee wioulld be necessary also where, on
more than one aocesian, a borroner substatuted registerad stodk for
other cllateral seoring a len.  In additian, a bank could not
aoogpt a statement in “good farth” wirthout dotaining a relieble and
satasfectory elaation were, for eaple, a leen smade o a
customer who ot a broker or dealler, but a brder or dealer 51O
celner registerad stodk to ssaure tte leen or s 0 reEne the pro-
o of tre lan. There usually would be reesoreble grounds far
questioning reliane upon a statament iFan unsecured leen should
became seoured by registered stodk ortly after disbursament of the
leen. In any s, “goad farthi” would require the eercise of gecial
diligae where tre borroner s not persorally known 1o the bank
or 1o the dffier WD processes the leen. See also the Answer ©
Question @D kelaw, as o trasfars of las.

@9 Question— IF a bank holds stodk under a bona ik trust
agreement esteblidhed by a borroner and does not rely upon such
stodk N any wiay In making a purpose kaen, does the purpose loen
become a regullated lcen by virtLe of the stodk held under the trust?

Answer.— No. A lcan need not ke treated as ollateralled by
ssurities which are held by the bank anly In the capecity of aus-
todian, dgpositary or trustee, or under similar ciranstanoss, ifthe
bank in good faith has not relied upon such searities as llateral
in the making or mairntenance of tre particular leen. Such reliate,
honever, ardirarily must be inferred ifholding the seanities senes
in some way 1o protect the interests of the bank In comection with
tre len. [Sec. 3(0)]

WITHDRAWALS AND SUBSTITUTIONS OF COLLATERAL:

(@) Question— May a bank permit the sustatuan or with-
dranal of cllateral ssauring a regullated lcen which s fully mar-
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QUESTIONS AND ANSWERS 13

gined in acoordance with the maximum loen value gecified In te
aurrent Supplement t© tre regulatia?

Answer.— Yes, If the Substitution or withdranal would not cause
the maximum lcen vale of tre remaining cllateral at such tine
1 be ks then the amount of tre len.  IF the withdranal or sub-
stitutian would reault in a ceficety, then itwould be permitted
aly on tre terms gplicble to withdranals or suistatutias In
udermargined acoonts, as desaribad In the Answer to Question
@.- [Bx. 1©0]

@ Question— May a bank permit tre sustituion or with-
draval of ollateral ssairg a regulated lcen which B under-
margined, 12, which hes iifficet ollateral to satisly the maxi-
mum lcen valle gecified In e auratt Supplement o te
regulatian?

Answer.— Sistitution or withdranal, unless it results fram a
purdese and sale executed on the sare cby, 15 pamissible 1N an
udermargined account anly if () the lcen would not exoeed the
maximum lcen value of the cllateral after such withdranal or sub-
stitutaa, or @ the loen B reduced by an amount at lesst equal ©
the “retention requirement’” of tre cllateral withdrawn minus the
maximum lcen value of tre cllateral dgosited.  [Sec. 1(©)]

The “retentian requirement’” of nonstock colllateral s the sane
as 1ts maximum lcen valle, and the “‘retenian requirement” of
stok allateral s presaribed from tire o tine in the Supplement
o the rigilation.  Effectinve June 15, 1998, the “retetion recuire-
ment’” of a stok, whether or not registerad on a ratioal searities
edane, was st inthe Supplement at 50 per cat of market valle.

At the presnt time (March 1953) the maximum lcen value of
stods B 30 per cent and the retentdon requiirement s also 50
at In te follomng eample, because the maximum lcen value
was assured 1o ke less then the retenaon requirerent, recuction
of the lcen was necessary; this would not be necessary at presanit
The example B includd here In this form, honever, because of s
sighficae at times when the maximum lcen valle s kess then 50
per ;.

Exanple: if$L,00market value of stodk X were wirthdrawn from
an undermargined acoount in a sittetion other then a sare-cay-
pudess-adsale, and $1,00 market valle of stok Y were depos-
ited, the loen must be reduced by an amount determined as folloas:
tre retenaon requirerent of cllateral withdrann @e., 50 per aant
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14 QUESTIONS AND ANSWERS

of $.,000, or $80) kess the maximum lcen vale of tre cllateral
dgposited @g., IF the maximum lcen valle gecifid at the tine
were 10 per aat, thiswould be $100) equals tre required reduction
(e, $10). Thus, tte lan In this exarple nust be reduced by
$0. Of s, iIf some saller reduction would reduce the leen
to tte maximum lcen valle of tre cllataral, then the sraller reduc-
tian would ke sifficet.

In tre e of a susstitution resultarg from a purchese and sale
oocourring on tre sare chy, the susstitudan s permissible In an
udermargined lcen without additical llateral or reduction in
tre loen if tre e=ss of tte laen over the maximum lcen value of
the ssarties 5ot therdby Inaesssd. The bank must reesanebly
asErtain and have evidaee In iits records that the purchese and
sale arters were both executed on the sare cey. The anrollig
events which must ocoour on the sane day are the eceoutias of the
purdhese and sale adars, and not the bank's receipt or relesse of
stok artificies. For eample, if $2,000 market value of stodk A
vere 0ld in an undermargined leen, and $2,000 market value of
stodk B were purdiesaed in tte laen, both orders being executed on
the same day, the sUbstatution coulld be effectad In the acoount with-
aut any dgosirt of addirtical aollateral or any reduction in the leen.

(@) Question— How much ollateral may a bank releese by
reesn of a redlction in the amount of a regullated loen which B
undermargined on the besis of the maximum lcen \value secified in
the aurrent Supplement 1o tre regulatiat?

Answer.— A redlction in the amount of an undermargined loen
permits tre bank o releese cllateral having a “retentdon require-
ment” as lage as the redction in tte len.  [Sc. 1(©)]

For eample, uder present retention requirerents of 30 per cant
for stok cllaaal, if an undermargined lcen were reduced by
$L,00, stok ollateral with a market \value of $,00 oould be
wrthdrawn.

(@) Question— Are ttere any exgptias o the provisias ex-
plained above regarding sustitutias or withdranals of collateral?

Answer.— (@ Yes, sustitutias and withdranals are peymitted,
without regard O the aove proasias, o ereble a borroner ©
participate in a reorgenizatdan. [Sc 3(@)] I any such e tre
bank would normal ly ke expected 1o dotain as pronptly as possible
such other saaurties as are 1o ke 1Iss.ed In comection therevith.
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O Withdranals or sUstituias are prohibited in the case of
subscription right loans &s irdicated in the Answer o Question (1D
aowe, exgpt asmay be permissible under sectian 3(Q)-

@) Question.— IFabank hes autstading a lcen ertter ssaured
or ussoured, the purpose of which is not known, and then, subse-
qedy, makes a regulated lcen to the sare borroner, may the
bank permit withdranals or sustitutios of cllateral o eftter
lcen without ascertaining the purpose of tte st laa?

Answer.— Not If the maximum lcen value of the remaining col-
lateral 5 o would thereupon beaore, kess then the conbined In-
dbtedess. Since Al tte borroners pupose loas at the bank
must be aosicerad a sirgle lan, and Al ollateral trerefor nust
ke aosiderad as a uit, tte bank camot ecluce from this total
indebtedess a previosly autstading leen wnless tre bank hes
satishal itdf that the loen B1ot a purpose len. See Questios
@) and (18) regarding the purpose of a keen.

() Question— Are tte provisias of Regulation U gplicble
o tre withdranal or susstitution of cllateral o a leen thet ot
for the purpose of purdiesing or carryirg a ragisterad stodk?

Answer.— No. Under so-calld “overlgg” agreements which are
freouently used by barks, cllateral which ssares ae leen of a
borroner at a bank also ssaures dll otrer Indebtedess of the bor-
rorer 1o the bark. As a realt of such “overlay’ agreamants, cl-
lateral seouring a nonpurpose lcen may allso seaure a purpose keen.
Before tre June 15, 1999 amendment t© sectin 3(n), cllateral
wihich seaured a nonpurpose leen might in thet way became subject
o limitatias on withdranals and sistitutias. Since that date,
honever, the limitataas goply anly 1© collateral that has been used
to meet tre requirements of tre regulatian, rather then to dll cl-
lateral amileble  ssaure a purpose ke

MAINTENANCE OF A REGULATED LOAN:

(@) Question— If ttare i a dlire In tte market \alwe of tre
allateral seauring a regulated loen or a deareese In the maxiaimum
lcen value prescribed by the Board which causes the maximum loen
\alLe of tre dllateral o ke less then the amount of tre ke, sthe
bank required by tre regulaion © demand additical cllateral
eqal o tre deficiaty or o require liquicktaan or payment of tre
loa?
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16 QUESTIONS AND ANSWERS

Answer.— No. The regulation does not require the bank to dotain
additicral ollateral nor 1o liquickte or reduce any regullated lcen
by resson of such a declire or deareese.  But see sectian 3(r) con-
ceming loas for the purdiese of anvertable ssanies. (It shauld
ke noted that brokers or ssaurties exdnanges may Impose recuire-
ments as t margins 1o be maintained and that these requirenents
geerate In quite a different way from tre initial margin require-
ments presaribed under Regullation U)

TRANSFER OF LOANS:

(@) Question.— What procedure should a bank follow in acogpt-
ing tre trasfer of a leen fraom another bark, as permitted by ssc-
tmn 3e)?

Answer.— The trasferee bank should pay dff tre transferor bank
agairst tre receipt of tre collataral. A leen o eeble a borroner
 reduce or retire edastirg Indebtedness at another bank or to
replace funds which the borroner hes used for such purpose does
not arstitute a trasfer of the lcen within the meaning of ssctian
3E)- Seette Answer o Question @D below, for trarsfers of leas
from ane borroner O avtrer, or 1o otters.

(@) Question— May a bank acogpt trarsfer of a regullated loen
from aother bank 1F the bank knows or hes reesn o know that
the lcen when made failed to conply with the regulatia?

Answer.— No. See the Answer 1o Question 3D below, as o tte

banks duty to ascertain al relevent facts corected with the trans-
far of a len.

@) Question— IFa regulated loen s 1ully margined must there
be compliance with ssctaan 3(e) In comection with the trarsfer of
tre leen to aother bank?

Answer.— No. Since tre trasferee bank ocould make tre laen
inrtally because the maximum loen value of the saauitaes egals
or exeats tre ko, tre trasfaree bank may treat tre loen as a
new lcen and need not rely on ssctaian 3(e) permitting trasfers.

@) Question— In aooeptirg the trasfer of a loen from an-
other bark, how may the trasferee bank determine whether there
Bany dange in the anount of the lcen or In tte ollateral thereto?

Answer.— [If the trarsfarred loen s a regulated leen, itmust be
accampanied by dl tre cllateral used © meet the collateal re-
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quirements of tte repulatian, i, dl tre oollateral required to be
icentarfied under sectian 3(n)-  In the case of a trarsfer of a portaan
of suth a len, tre trasferred portaon should ke accompanied by
its proger proportion of tte enire cllateral o thet tte ratio of
lcen valle of cllateral o iInddotedess s te sare with the tras-
farad portaon of the Indebtedess and trasferred portaon of the
ollateral as with tte aggregate  Indebtedness and  agorecate
ollateal.

@D Question— May a bank permit the trasfer of a laen from
ore borroner o avother, or o attars, uder adl ciranstancss?

Answer.— No, onlly as a bona fick iIncident o a trarsaction thet
5 ot udertaken far the purpose of awiding tre requirerents of
tre repulation.  In comection with any trarsfer of a loen between
borroners, an dfficar at the bank must dotain and keep with the
trarsferee loen acoount a statement siged by the trarsfarar, which
the dfiflaa aocogpts in good faith, desaribing the cirounstancss of the
trasfer. In addiion, of caurse, a bank shauld eercise good faith,
including ressoreble diligae, in ascertainirg dl faots releat
any trasfer of a lan. See tre kst satence of ssctaian 3(@) regard-
ing acoeptance of a statemat in good faith

(@) Question.— May a bank aocogpt the trarsfer of a lcen of a
borroner from another leer which Bnot a bank €., a braer or
ckaller) without folloving tte requirements of the regulation as ©
the making of the loa?

Answer.— No. Although the regulatian orgirellly permitted such
a trasfer, this permission was elimirated sortdy after tte requlla-
tanwves iI38. [T 3E)]

() Question— After a trasfer of a regulated lcen from ae
bank 1t avother, may the bank permit withdranals and sustitu-
tias of ollateral?

Answer.— Yes. The bank acogpting the trasfer of a regulated
lcen may permit withdranals and susstitutias of collateral on tre
same besis as If ithad been the origirel maker of tre leen. I e
trasfaree bank alreedy hes a regulated loen 1o the same borroner
or a laen to him which has not been a regulated loen ollely because
it has not been seaured by any stok, the transferred lcen and the
autstanding lcen must be conbined for tre purpose of the regula-
o iIn determining pemissible withdranals or sustitutdas of
aollateral.
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LOANS TO OYER-THE-COUNTER-DEALERS:

@D  Question.— Does the regulation goply 1o stod<ssared loas
made 1 an oer-tte-counter dealer whose business arsists diefly
of purdhesing or carrying unregisterad seanties but who alo, as a
regullar part of his busiress, purdeses or aries rgisterad stocks?

Answer.— Theoretically, if tre differant parts of the dealersbusi-
Ness are kept sgarate o that it can be demonstrated thet a par-
tiailar leen ot for the purpose of purdesing or carnrying any
ragisterad stods, such baen, of course, woulld ot be slbject o tre
regulation.

In practice, honever, it would be difficit o effet any such
Sgaratan.  In the aosance of such ssaratian, any leen o repllenish
the working cpital of such over-the-counter dealler canot e said

t be a nonpurpose loen and suld, terefare, be aosiderad a
regullatsd loen.

BANK BORROWING BY BROKERS AND DEALERS
ON REGISTERED SECURITIES:

Under tre provisias of ssctian 8(@) of the Seaurmties Exchange
Act of 193 it s uwnlawful foar any member of a ratical ssanties
edae, arany braker ar dsaler who transacts a business In ssaui-
ties through the mediium of any such menber, directly or irtirectly,
1o borrow iIn tte ordinary course of lusiness as a braer or dealer
on any registerad ssaunty (Other then an exenpted ssaurty) from
any bank which s not a member of the Federal Resene System
nless such nonmember bank dall have filed with the Board of
Govermors of the Federal Resernve System an agreement (on Fecderal
Resene Board Form ™ or T=2) udertaking t comply with al
tre provisias of the Ssaurties Exchange Act of 1934, tie Federal
Resene Act as arended, and the Banking Act of 1933, which are
gplicable to member banks and which relate to tre use of aadit
firene transactios In seanties, and with such rules and regulla-
1as as may ke presaribed pursuant o such provisias of law.

In view of the farggpirg, a nonmember bank should not make
loas 1o any brders or dalers In tre ciraunstances geafied inte
Act wnless such bank has filledl an agreement on Federal Resenve
Board Form T-1 or T=2 with tte Board of Covermors.
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