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The following ruling will avpeur in the Federal Heserve
Bulletin:
L 2
"Cash on Delivery" Transactions Under Regulation T
The Board has recently considersd certain cuections involv-
. ing the special cash account undsr section 4(c) of Regulation T, and
especially the provicions of section 4{c)(%5) relating *o so-called
"cash on delivery" or "C.0.D." trenssctilons. For convenient refercnce,
the relevant porticns of section /(c), particularly of 4(c)(5) are set
. out below:
"(c) Swecial cash accounb. - (L) In a speciel cash ac-—
count, a creditor mey effect for or witn any -“stomer bona
fide cash transactions in securities in which the creditor
"(A) purchase any security for, or sell any
security to, any customer, provided funds saffi-
cient for the purpose sre already held in the ac-
DY

count or the purchase or :alb is in reliance upon
ani agreement accepted by the creditor in good
Paiﬁh that the customer will promptly make full
cash payment for tie security and that the cus-
v tomer deoes not contemplate seliing the security
prior to making such payment; . . . . . .

"(2) In case a customer purchases a security (other than
an exempted security) in the zpecial cash account and does not
make full cash payment for the security within 7 days after
the date on which the sscurity is so purchased, the creditor
shall, except ae provided in the succeeding subdivisions of
this section 4(c), promptly cancel or otherwize liquidate the
“~ . transaction or the unsettled portion thereof . . . .« . . . .

"(5) If the creditor, actlng in good faith in accordance

with subdivision (1) of this section 4{c), purchases a security
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for a customer, or sells a security to a customer, with the
understanding that he is to deliver the security promptly to
the customer, and the full cash payment to be made promptly
by the customer is to be made against such delivery, the
creditor may at his option treat the trausaction as one to
which the period applicable under subdivision (2) of this
saction 4(c) is not the 7 days therein specified but 35 days
after the date of such purchase or sazle: Provided, however,
That the creditor shall not so treat any purchase by a given
customer if any security has been purchased by such customer
at any time during the preceding 9C days in a special cash
account with the creditor, and then, for any reason whatever,
without having been previously paid for in full by the cus-
tomer, the security hes been sold in the account or delivered
out to any broker or dealer: Frovided, That an appropriate
comnittee of a national securities exchange, on application
of the creditor, may authorize the creditor to disregard for
the purposes of the preceding provisc any given instaance of
the type therein described if the committee is satisfied that
both creditor and customer are acting in good faith and that
circumstances warrant such authorization.

"(6) If en appropriate committece of a national securi-
ties exchange is satisfied thut the creditor is acting in
good faith in making the application, that the application
relates to a bona fide cash transaction, and that exception-
al circumstances warrant such action, such coumittee, on ap-
plication of the creditor, may (A) extend any period specified
in subdivision (2}, (3), (4) or (5) of this section 4(c) for
one or more limited pericds commensurate with the circum-
stances, . . . . . "

In general. The problems were cnes relating, under section
4(c)(5), to the time of delivering a security to a customer and obtain
ing cash payment against the deliverv. The rulings on the particular
cases may wve understood more readily in the light of certain general
principles which apply to section 4(c) and particularly to the C.0.D.
transactions under section 4(c)(5).

It should be noted at the cutset that it is not the purpose
of section 4(c)(5) to allow additional time to customers for making
payment. The "orompt delivery" described in section 4(c)(5) is deliv-
ery which is to be made as soon as the broker or dealer can reasonably
make it in view of the mechanics of the securities business and the
bona fide usages of the trade. The provision merely recognizes the
fact tnat in certain circumstaences it is an established bona fide
practice in the trade to obtain payment against delivery of the
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security to the customer, and the further fact that the mechanics of
the trade, unrelated to the customer's readiness to pay, may sometimes
delay such delivery to the customer.

The customer should have the necessary means of payment read-
ily available when he purchases a security in the special cash account.
He should expect to pgy for it immediately or in any event within the
period (of not more than a very few days) that is as long as is usually
required to carry through the ordinary securities transaction.

Such an underteking is a necessary npart of the customer's
agreement, under section 4(c)(1)(4), that he "will promptly make full
cash payment". TFurthermore, any delay by the customer may cast doubt
on the original status of the transaction and should be explainahle by
exceptional circumstances thnat justify the delzy. Repetition of delays
by the customer would be especially hard to justify. Such repetition
would almost conclusively label his transactions as unable to qualify
as bona fide cash transactions and would almost conclusively disqualify
them for inclusion in the special cash account.

These general principles are illustreted by the specific
cases to which the Board has given consideration.

Broker "Tailed to receive" security. A typical example of

a case in which the delivery to the customer is delayed because of con-
ditions in the trade is one in which the breoker has "failed to-receive"
the security which the customer has purchased. Assuming that no eva-
sion of the regulation is involved and that the failure to receive the
security is an ordinary incident to the usual operation of the securi-
ties business, section 4{¢)(5) would cover the time, not exceeding the
35-day meximum specified in the provisicn,; reasonably required for the
broker to obtain the security and deiiver it to the customer.

Purchasing for delivery sscurity already sold to customer.
It sometimes happens that a dealer will sell a security to a customer
although the dealer does not have the security on hand for delivery and
expects to purchase it in the market in order to meke delivery ito the
customer. A special case of this type is one in which an institutional
investor such as an insurance company, trust fund, or the like, will
purchase a block of & particular issue of securities-——usually bonds—-
as a unit, and will request that the entire block of securities be de-
livered at one time in order to avoid unreassonable dupliication of
clerical or administrative operations.

Questions as to the time allowed the dealer to acquire the
securities in the market for delivery to the customer under section
4(c)(5) are essentially questions of reascnableness, and must

Digitized for FRASER
http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis

175



176

—4~ R-721

necessarily depend on the circumstances of the particular case.

As indicated above, the dealer could not delay acquiring the
- securities he did not have o hand if such cdelay was for the purpose
of giving additlonal time to the customer. Assuming, however, that no
such evasion i1s involved and that there is complete good faith, the
dealer would have a reasonable time for acquiring the securities and
could take into account the general state of the market, the effect of
forcing a sudden purchase of the securities, and similar factors. He
would not have to force through a sizeable purchase in a market that
is ©wemporarily thin or disorganized. But on the other hand he should
proceed to acquire and deliver the securities with all reasonable dis-
. pateh.

Unissued securities. The gquestion was raised whether section

4(c)(5) applies to securitiss which at the time of the transaction are
unicsued. The answer is that it does, but that, as in other cases, the
broker should deliver the security and complete the transaction as scon
as he can in view of the mechanics of the trade. This being the case,
it seems that there would be very few instances in which section 4(c)(5)
would, in prectice, authorize any more time for delivering such a secu-
’ rity and cbteining payment therefor than would section 4(ec)(3) which,

in the following terms, specifically provides for most situations in-

volving unissued securities:

. "(3) If the security when so purchased is an unissued
security, the period applicable to the transaction under sub-
division (2) of thie section 4(c) shall be 7 days after the
dete on which the security is made available by the issuer
for delivery to purchasers."

Securities purchased with proceeds of securities called for
redemption. Sometimes a customer wishes to purchase a security and to
pay for it with the proceeds of another security which the customer

v holds and which the issuer has called for redempticn. Occasionally the
proceecs of the called security will not be available for some time,
perhaps 30 days, and the customer would like to delay payment for that
time.

Such a circumstance would not justify delay in obtaining pay-
ment under section 4(c)(5), since the delay would not arise from the
mechanics of the trade as they affect the broker or dealer, but merely
from the customer's desire for delay in making payment.

v

In the particular case presented to the Board, however, the
customer deposited the called security with the dealer with definite
instructions to deliver it for redemption and apply the proceeds to

» payment for the purchased security. This made the situation similar
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to that considered in the ruling at page 1043 of the December 1938 Ted-
eral Reserve Bulletin, which was to the effect that in certain circum-
stances the sale of a security held in the special cash account may
serve as payment for a security which has been purchased in the account
o even though the proceeds of sale have not yet been collected.

Although the security had not actually been sold in the pres-
ent case, the Board expressed the view that, if the necessary require-
ments of good faith were met and there was every reasonable probability
that the called security actually would be paid according to the call
for redemption, the same principle would apply. In such circumstances,
therefore, payment for the purchased security may be considered to have
been made for the purposes of secticn 4(c) at the time when the called
.- security is deposited with the dealer for the indicated purpose.
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