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By JANET HART** and LAURA HOMER***

Several significant developments in the last three years have provided
new and novel questions for the Federal Reserve Board in carrying out its
responsibility to prevent the excessive use of credit for the purchase or
carrying of securities.' An amendment to the Securities Exchange Act of
1934 enlarged the class of broker/dealers subject to the margin regulations
of the Federal Reserve Board. 2 Spurred by the Tax Reform Act of 1969:1
there emerged growing demand on the part of customers of national
broker/dealers for a security which would give assured tax savings in lieu
of the traditional promise-more or less uncertain-of dividends and
capital gains. The Securities and Exchange Commission has accepted a
pilot project for the exchange-trading of call options.'

The Board responded in the area of tax shelter and investment contract
securities with three unpublished interpretive letters,' a published inter-
pretation, ' and an amendment to be effective June 21, 1974. These inter-
pretations and the amendment basically deal with the applicability of
Regulation T1 to situations where a broker/dealer sells securities with built-
in credit features. In the area of exchange-traded options, the Board
adopted amendments denying loan value to puts and calls,9 issued inter-
pretations delineating their treatment in certain accounts,", and published
for comment a proposed amendment which would set a uniform margin
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1. 15 U.S.C. §78g(a) (1970).
2. 15 U.S.C. §78g (1970), amending 15 U.S.C. §78g (1964) (changes correspond to Over-

the-Counter Margin Act, 82 Stat. 452, effective July 29, 1968).
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April 26, 1973, on the new exchange.
5. Letters of the Board dated April 26, 1971, May 25, 1971, and June 8, 1971.
6. 12 CF.R. §220.124 (1973).
7. 34 Fed. Reg. 34988 (Dec. 21, 1973) (investment contract amendment).
8. 12 C.F.R. §220.1 et seq. (1973).
9. 38 Fed. Reg. 13548 (May 23, 1973).
10. 38 Fed. Reg. 5237 (Feb. 27, 1973).



MERCER LAW REVIEW

requirement for the writing of options based upon the one used by the
major stock exchanges." This article discusses these developments.

BACKGROUND

In order for the sale of a security to be subject to Regulation T, three
elements must be present. There must be "credit," the credit must be
"extended, maintained, or arranged" by a "broker or dealer," and the
credit must be used to purchase or carry a "security." Under the strict,
prophylactic strictures of the statute, a broker/dealer may not extend,
maintain, or arrange for any credit if the purpose of that credit is to
purchase or carry any security of any kind whatever without obtaining
collateral consisting of securities that are either exempted (chiefly govern-
ments) or of a kind made eligible by the Board in its margin regulation.
Nor may he, under section 7(a) of the regulation, arrange for extension of
any credit which he could not himself extend. 2

Eligible securities are those registered on a national securities exchange,
or whose trading characteristics are sufficiently similar to those of
exchange-registered securities so that the Board has found it appropriate
to grant them the same privilege.' 3 None of the unconventional new types
of security have the requisite trading characteristics, and a broker/dealer
may not extend credit for their purchase against the security itself. As
discussed below, except perhaps in the case of options, a broker/dealer
seldom extends the credit involved in the sale of these securities, so that
the issue is usually whether he has arranged for the credit to be extended.
Any or all of the points mentioned above, however, may be relevant in
determining whether a particular transaction is subject to the regulation.

The 1968 amendments to the Securities Exchange Act of 1934 not only
gave the Board the power to assign loan value to securities which were not
traded on exchanges (the original act had an absolute prohibition against
loans by exchange-linked brokers on the collateral of securities not regis-
tered on an exchange or exempt under the act"), but also, for the first time,
put broker/dealers who were not members of exchanges or doing business
through the medium of such members under the credit restraints of the
Board's margin regulations. This newly-covered group included insurance
premium funding salesmen, brokers who specialized in the less-
conventional types of securities, such as oil and gas programs, investment
contracts involving real estate, and mutual fund salesmen.

The Tax Reform Act of 1969, by removing or lessening the tax advan-

11. 38 Fed. Reg. 13571 (May 23, 1973).

12. With an exception not applicable here. 12 C.F.R. §220.7(a) (1973).
13. Eligible securities are sometimes referred to herein and in Regulation T as "margin

securities." 12 C.F.R. §220.2(f) (1973).
14. The term "exempted securities" is defined in section 3(a)(12) of the Securities Ex-

change Act of 1934 and covers mainly government securities. 15 U.S.C. §78c(a)(12) (1970).
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tages of certain enterprises and by adding or retaining provisions encourag-
ing others, attempted to affect investment choices. New sections added to
the Internal Revenue Codel'5 seek to encourage the building or rehabilita-
tion of low-income housing by permitting a five-year write-off for expenses
of rehabilitation, tax-free rollover of low-income housing projects and a
more advantageous rule for recapture of depreciation with respect to low-
income housing than the rule for other residential rental property. Residen-
tial rental property may be depreciated in a more advantageous manner
than commercial property."' The "intangible drilling costs," which make
oil and gas limited partnership interests desirable tax shelters, were not
made subject to the new 10 percent minimum tax as an item of preference
income 7 although a portion of the "depletion allowance" can be so subject.

National broker/dealer firms, sensing their more sophisticated custom-
ers' growing disenchantment with new issues and conventional securities,
began packaging and marketing in public distributions the type of tax
shelter instruments which previously had been sold by broker/dealers not
connected with exchanges, often in private placements. The registration
statements of these securities usually proclaimed that no market in them
was expected to develop.2" The general character of these securities was the
antithesis of that described in section 220.2(e)(1) of Regulation T as credit
eligible. 9

Puts and calls have limited lives, and a purchaser can obtain credit if
they are written on marginable stock at the time he chooses to exercise his
option. Nonetheless, under the language of Regulation T 0 they could also
themselves be given loan value once their character as "securities" was
established and they became registered on an exchange, prior to the
amendment to the regulation in the spring of 1973. Comments received on
the proposal for this amendment indicated general agreement that they
should not be eligible for credit.2'

DIVISIBLE SECURITIES: RESORT CONDOMINIUMS, CATTLE, AND ORANGE GROVES
WITH RELATED MANAGEMENT AND/OR SALES CONTRACTS

A minor shock wave travelled through the securities bar in early 1973

15. INT. RFV. CODE OF 1954, §§167(k), 1039, and 1250(a)(1)(c)(ii) (1970).
16. INT. REV. CODE OF 1954, §§167(j) and 56 (1970).
17. INT. REV. CODE OF 1954, §57 (1970).
18. Prospectus dated August 31, 1971, for American Housing Partners, however, stated

that the interests would be traded in the Over-the-Counter market.
19. See testimony of Governor Robertson as to the Board's intention if given authority to

control credit on over-the-counter stocks. Hearings on H.R. 7696 Before the Subcomm. on
Commerce and Finance of the House Comm. on Interstate and Foreign Commerce, 90th
Cong., 2d Sess. 29, 30 (1968), Statements of J. L. Robertson, Vice Chairman, Board of Gover-
nors of the Federal Reserve System.

20. Regulations G (12 C.F.R. §207.1 et seq. (1973)) and U (12 C.F.R. §221.1 et seq. (1973))
also were affected.

21. Comments are available from the Office of Secretary of the Board.
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when it became evident that, in addition to the other securities acts
problems which sellers of resort condominiums with related management
contracts were encountering- including possible 1933 Act registration of
the issue and broker/dealer registration 22 of the sellers-the sale of the
securities on credit terms might be subject to the margin and other require-
ments of Regulation T. The shock should not have been unforeseen, how-
ever.

Both SEC v. W.J. Howey Co. 2
1 with its sale of orange groves and SEC

v. C.M. Joiner Leasing Corp.24 with its sale or assignment of oil leases
involved instalment sales of real property. The facts stipulated to the
appellate court (which found the Howey transaction not to involve securi-
ties under the 1933 Act) indicate that

[i]f the purchaser fails to pay the installments required by the contract,
the Howey Company may foreclose the contract in the same manner as it
would foreclose a mortgage under Florida law. 25

The Supreme Court's opinion in Joiner, after giving the price range for
leasehold sub-divisions, disclosed that "All buyers were given the opportu-
nity to pay these sums in instalments, and some did so.""

The citrus groves in Howey were sold by employees of the company. The
Joiner interests were marketed via the mail by the company.

It is doubtful if either the Howey or Joiner transactions would be subject
to Regulation T, even as amended and interpreted today. The company
personnel used in the sale transactions would appear not to be bro-
ker/dealers under the rationale of certain recent SEC "no-action" letters.
Even if the SEC found any one of the company employees to be a bro-
ker/dealer, however, such employee would not, prior to 1968, have been a
"member of a national securities exchange, or any broker or dealer who
transacts a business in securities through the medium of such member,"
the only class of broker/dealers then covered by Regulation T. But after
the 1968 amendment, the situation changed radically.

Early in 1971, counsel for issuers of limited partnership interests in oil
and gas drilling ventures began asking whether broker/dealers selling the
limited partnership interests would be arranging for credit in violation of
Regulation T.2 7 The Board's answer, that the regulation would not apply
if the sales were entirely on a cash basis,25 provided no comfort for issuers
of investment programs, including property which, like real estate, is cus-

22. Some possible other liabilities of broker/dealers exempt from registration under the
intrastate exemption are noted in 232 BNA SEc. REC.. & L. REP. C-11, 12 (1973).

23. SEC v. W.J. Howey Co., 328 U.S. 293 (1946).
24. SEC v. C.M. Joiner Leasing Corp., 320 U.S. 344 (1943).
25. 151 F.2d at 716.
26. 320 U.S. at 346 (1943).
27. Credit in connection with limited partnerships in oil and gas ventures is discussed

below at page 405.
28. Letter of the Board, April 26, 1971.
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tomarily purchased on mortgage instalments payable over an extended
period of time.

The Board issued two letter interpretations, however, concluding that
there would not be a prohibited arranging for credit inthe case of certain
"divisible" securities if specified conditions were met. One letter related
to the sale of orange groves, and the other to the sale of herds of cattle.2 9

The conditions spelled out were specific. First, the investment contract
must be divisible, both legally and as a practical matter, into its compo-
nent parts. Clearly, a limited partnership interest in an enterprise-even
an enterprise carrying on substantially the same activities, e.g., farming
pistachio groves and selling the produce-would not qualify. Moreover, the
customer must have a genuine option whether or not to enter into the
management and/or sales contract. In the two situations addressed by the
Board, it was represented that competing sales organizations were avail-
able and that customers could, and some did, either purchase the services
from others or market their own share of the produce. 0 Indirect as well as
direct compulsion could render the contract non-divisible. Requiring a
covenant on the part of the purchaser not to compete with the issuer's sales
organization, for example, could make section 220.7(a) applicable.'

The first test, that the elements must be divisible in fact as well as in
law, seems clear but may be difficult to apply in practice. How many
competing sales and marketing outlets must be available? How readily
available (e.g., how conveniently must they be situated)? Suppose, in fact,
only a very small proportion of purchasers elect to market their own pro-
duce or to use the services of competing organizations. Does this indicate
that the election to use the services of the issuer or its affiliate was not truly
voluntary? If it is significantly less convenient and more costly for a com-
petititor to enter an orange grove (for example) and harvest a particular
five or ten-acre tract, does this render the election involuntary? Suppose
the issuer's organization makes it difficult for the competitor to do so by
requiring advance notice of intent to enter, denying use of needed facilities,
or the like. The divisibility concept is easy to state and appealing in theory.
But it proves, on closer examination, to be so fraught with ambiguities that
one may well question whether divisibility can be used as a reliable test
for distinguishing those investment contracts which should be subject to
margin regulation from those which should not be so subject.

A second test was that any credit which was extended should be in the
form of a conventional mortgage interest and should relate solely to prop-
erty (real estate or chattel)."2 A beneficial interest in a trust holding a 30-

29. Letters of the Board, May 25, 1971, and June 8, 1971, respectively.
:10. Request dated April 9, 1971, in connection with the May 25, 1971, Board response

concerning citrus groves, and request dated April 30, 1971, in connection with the June 8,
1971. Board response concerning sales of cattle herds.

:11. F.R.B. stal letter of June 6, 1972.
:12. It must be assumed that other types of conveyance customary in the transfer of a fee
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year lease on property in Mexico, where local law forbade transfer of title
to a foreigner, would apparently not qualify.- On the other hand, the staff
did not object to the sale of condominiums in Hawaii, subject to a 56-year
ground lease, where counsel represented that the lessee

enjoys rights and has obligations during the term of such lease, substan-
tially equivalent to the rights and obligations which would be enjoyed by
the owner of such apartment if it were held in a fee simple condominium
[and that] the lessee is also legally free to purchase the fee simple at the
end of the lease term.3 4

Only a single kind of credit must be extended because

were two or more kinds of credit available for various parts of the invest-
ment contract, the transaction would take on more of the character of a
security .... I-

Thus, the Board was prepared to enter no objection to the sale on credit
terms of interests in certain resort condominiums, on the condition that
no credit be offered on a related optional furniture package.3

A staff letter in June, 1972, had concluded that the principle of the
divisible security interpretations would cover sale of resort condominiums
with related rental agreements.17 The Board implicitly approved this ex-
tension in its letter interpretation relating to the Mexican condominium .3

The instalment purchase of a herd of cattle under a breeding program
presented somewhat different, though closely related, questions. The
thrust of the Board's letter dated June 8, 1971, is that the purchaser of an
appropriately structured cattle program is really the owner of a specific
herd of cattle, and does not pool his losses and gains with others in the
programs. The cost of maintaining the herd, which should grow each year
because of breeding, will, of course, also rise. The investor hopes to offset
this expense, in part at least, by selling steers and culls from the herd. The
Board's letter required that in order to qualify as a genuinely divisible
security, the contract must provide that all costs except for the purchase
price of the original herd shall be paid in cash in advance. Some issuers
proposed that the feeder should be reimbursed out of proceeds from the
sale of offspring of pregnant cows. Meanwhile he would advance the cost
of the feed. The Board staff concluded, however, that the expense of feed-

simple interest in real property subject to a mortgage, for example by way of a deed of trust
would also qualify.

33. Under the particular circumstances of this individual instance, the Board did not
enter an objection to the sale of the condominiums by brokers and dealers, but its letter makes
it clear that it was not approving the principle involved. Letter of the Board, Nov. 15, 1973.

34. F.R.B. staff letter of Nov. 6, 1973.
35. F.R.B. staff letter of Sept. 8, 1973.
36. Letter of the Board, Nov. 15, 1973.
37. F.R.B. staff letter of June 6, 1972.
38. Letter of the Board, Nov. 15, 1973.
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ing a pregnant cow until it calved and then bringing the calf to marketable
age was an expense of management and/or sale, and that the feeder who
advanced these costs was extending credit on something other than the
chattel. On the other hand, practically all the money the investor pays in
advance each year for the maintenance and care of the herd would be
deductible from federal income tax. In addition, a deduction can be taken
for depreciation on the original stock. Thus the "divisible" security rule
would not normally cause serious hardship.

Further questions arise, however, because of the widely varying prices
charged for cattle, and the virtual impossibility of determining a "fair
market price." It would be relatively easy to make a portion of the cost of
program management payable, in practice, on instalments, by inflating
the nominal price at which the investor purchased the cattle.

It should also be emphasized that, while the impact of being subject to
margin requirements may have the incidental effect of helping protect
investors from over-extending themselves on thin margins, investors in
cattle and other programs remain subject to certain credit risks really
attributable to the purchase of a security, even when they are nominally
borrowing only to purchase property. In the celebrated "Black Watch
Farms" case, :" for example, when instalment payments did not bring in
money fast enough to meet the needs of the business, the firm borrowed
on the instalment notes of investors at high interest rates. When these
borrowings became due, the herds were sold by a court-appointed receiver.

Despite practical and theoretical problems, the "divisible security" con-
cept was enthusiastically received by persons engaged in marketing real
estate securities and cattle programs.40 Section 7 is not the only provision
of the 1934 Act, however, which deals with extensions of credit. Under
section 11(d)(1) a person functioning as both a broker and dealer may not
extend, maintain, or arrange for any credit during the initial period after
the issue of a new security. The SEC has taken no position as to whether
an investment contract might be considered to be divisible for credit pur-
poses under 11(d)(1).

In January, 1973, the Commission issued a release formally outlining, for
the first time, the circumstances in which it would consider that the offer
of a resort condominium, with a related rental service, would constitute an
"investment security," hence a security for purposes of the 1934 Act.'
After reviewing the entire question of whether broker/dealers could pro-
perly arrange for credit on the property element of divisible securities, the
Board concluded that it is not possible, either as a legal or a practical

39. The Wall Street Journal, November 26, 1971, at 1, 11, 12. An investor on Park Avenue
would have been hard-pressed to take care of his herd, of course, even if he had been willing
to pay off the instalment note.

40. See generally, comments in the Board's files on 12 C.F.R. §220.6(1), proposed 38 Fed.
Reg. 18690 (July 13, 1973).

41. SEC Securities Act Rel. No. 5347 (1973).
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matter, to have an investment contract treated as a unitary security under
the 1933 Act and for all purposes other than credit sales under section 7,
while considering the same investment contract to be divisible into its
component parts when applying section 7 and Regulation T.

Had the Board simply withdrawn the 1971 letter interpretations, the
result might have been to cast doubt on the validity of contracts entered
into in reliance upon them. 2 Instead, the Board published for comment a
proposal to amend Regulation T by adding a new section 220.6(1), clarify-
ing the fact that credit on any part of an investment contract must be
considered credit on the security as a whole.

On September 14, 1973, the Board extended the time available for com-
ment on the proposed amendment, partly in view of indications that the
SEC was considering the question whether it should use its authority under
section 3(a)(12) of the act to exempt certain real estate securities from
section 7.1:1 On December 15, 1973, the Board announced adoption of sec-
tion 220.6(1) in substantially the form in which it had been proposed. In
order to minimize hardships to issuers, however, it deferred the effective
date of the amendment to June 21, 1974, since it appeared that a six
months delay would afford time enough for issues then in registration to
become effective and be sold. 4

LIMITED PARTNERSHIPS AND OTHER NoN-DIvISIBLE REAL ESTATE SECURITIES

Although the point was vigorously argued at the time the question was
first submitted to the Board, it now seems to be generally accepted that
the purchaser of an undivided equity interest in a real estate venture is
buying a "security" whose sale by a broker or dealer is subject to Regula-
tion T.15 The Board so concluded in March of 1972, in its so-called "tax-
shelter" interpretation. This interpretation set forth the Board's view that
a sale for instalment payment is a sale on credit and that a broker/dealer
who makes such a sale is arranging for the credit, even though the actual
terms on which the credit is to be extended have been established by the
issuer or an affiliate (other than the selling broker/dealer), and the lender
must approve the purchaser's credit-worthiness.

The underlying rationale for the Board's position would appear to be
that if a purchaser has not paid at the point in time when he becomes
entitled to the benefits and subject to the risks of holding an investment,
it would seem that he has been the beneficiary of credit. And in the light
of the Commission's holding in Sutro" that the broker or dealer who per-

42. 15 U.S.C. §78cc (1970).
43. 38 Fed. Reg. 26009 (Sept. 17, 1973).
44. See generally comments received with respect to the proposed section 220.6(1) illus-

trating such hardships. Comments available through the Office of the Secretary of the Board.
45. Id.
46. Sutro Bros. & Co., SEC Exchange Act Rel. No. 7052 at 13 (April 10, 1943).
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forms an act essential to the extension of the credit is arranging for that
credit, it seems reasonable to conclude that the broker or dealer who is an
essential middleman is "arranging" for credit."

The Board's interpretation was confined to offerings required to be regis-
tered with the SEC, since this was the type of situation that had come to
its attention, and since it has customarily deferred to the SEC's expertise
in making the essential preliminary determination as to whether the sub-
ject of a purchase was indeed a security. The Board did not, of course,
"exempt" or in any way pass upon the applicability of section 220.7(a) to
a private offering."' Indeed, there is some indication that the SEC staff
may consider section 7 applicable to private offerings, whether or not Reg-
ulation T is so applicable." Also, the Board explained, in response to an
inquiry, that even if section 7 and Regulation T did not apply to an intra-
state or private offering, the requirements of SEC Rule 15c2-5 might still
be applicable. ' This rule requires that the seller determine the appropri-
ateness of the investment for the purchaser and furnish him with specified
disclosures, giving him written statements. The rule does not apply to
transactions effected "in compliance with the requirements of' Regulation
T. It appears that a transaction would not be viewed as "in compliance"
with Regulation T unless it was subject thereto and all the requirements
of the Regulation as to collateral, record-keeping, time of payment, and the
like had been met.

Thus, even though the Board has not reached a conclusion as to the
applicability of Regulation T to credit extended or arranged in a private
or intrastate offering, it would appear that serious statutory and regulatory
obstacles may remain to such an offering. The SEC (and the courts) might
view the credit as subject to the statutory prohibition of section 7 of the
Act; section 11(d)(1) would apply if the offering is marketed by a person
or entity who is both a broker and a dealer; and the exemption from Rule
15c2-5 would not be available.

In practice, most limited partnership offerings of real estate have sought
to avoid the applicability of Regulation T and section 11(d)(1) by market-
ing on a "cash" basis. Of course if the purchase is paid for in full at the
inception, no significant problem arises under Regulation T. True, the
purchase is regarded as being made in a "special cash account" subject to
section 220.4(c) of the regulation5' which imposes certain restrictions. The

47. The broker/dealer, among other things, transmits information about the availability
of credit terms to the purchaser and determines the suitability of that credit for him. The
broker or dealer may also-but does not always-fill out forms on the basis of which the
lender will determine the purchaser's credit-worthiness and transmit those forms to the
lender. Id. at 13.

48. Letter of the Board, Sept. 20, 1973.
49. Lake Point Elsinore, Ltd., [1972-1973 Transfer Binderl CCH FED. SEC. L. REP.

78,842 (1972).
50. Letter of the Board, Sept. 20, 1973.
51. 12 C.F.R. §220.4(c) (1973).
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seller must in good faith accept the customer's assurance that he can and
will promptly make full cash payment for the security, and in any event
pay for it in no more than seven full business days after the date of pur-
chase, and that he does not contemplate selling the security before he
makes such payment. 2 Apparently the seven full business days would not
begin to run, however, until the security had been "made available by the
issuer for delivery to purchasers. '"5 3

If it is deemed necessary to sell the offerings for more than a single
payment, however, a more difficult question arises. 4 Is a single security
being purchased on multiple instalments, or have there been two or more
offerings of separate securities? Here the tests to be applied center essen-
tially upon whether the subscriber is genuinely free to make an indepen-
dent investment decision on the purchase of the second "security," or
whether instead there is some form of compulsion-or built-in inducement
equivalent to compulsion-weighting his choice in favor of the subsequent
securities in the same series. There may be no express undertaking to
purchase-there may even be an express disclaimer-yet compulsion of a
subtler sort may be present.

On a crude level, the fact that the second purchase is optional may be
stated in small type in an obscure portion of the prospectus. As a more
sophisticated form of compulsion, there may be a penalty, disguised or
even overt, for failure to exercise an option to purchase the second and
subsequent instalments. The interests may be unequal in amount, or avail-
able tax deductions allocated between them so that the second is substan-
tially more valuable than the first."

1
5 Clearly, it may be a difficult question

of fact to decide whether instalments are substantially equal in value, but
the Board has laid down some guidelines that should be of assistance to
counsel.56

In another variation, instalments may be of equal value, sold for cash,
with a genuine option whether to purchase the later instalments, but the
purchaser may be liable for an assessment upon the occurrence of given
future events. Again the question must be asked whether the assessment
represents a disguised instalment payment. Counsel should ask whether
the assessment is substantial in amount, both in proportion to the price
of the security as a whole and to the individual instalments. How likely to
occur are the events that would give rise to the assessment? Does the

52. 12 C.F.R. §§220.4(c)(1)(i), (c)(2), (c)(7) (1973).
53. 12 C.F.R. §220.4(c)(3) (1973).
54. Issuers of limited partnerships may wish to sell for two or more payments for various

reasons. The funds may not be needed until construction has been partly completed. Purchas-
ers may prefer to retain the use of their money for as long as possible. There may be adverse
tax consequences if funds are held for a period of time by the promoters. And of course the
purchaser is more vulnerable to fraud and manipulation if he puts his money "up front,"
before the partnership has commenced operations.

55. Letter of the Board, Oct. 30, 1973.
56. !d.
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purchaser forfeit any part of his interest in the enterprise if he fails to pay
an assessment, or does he retain a pro rata share proportionate to the value
of the payment he has made? Some guidance on all these points may be
found in staff letters which, although they do not represent positions of the
Board, may be helpful in indicating facts that are likely to be taken into
consideration in determining whether a particular assessment genuinely
represents an unforeseeable future contingency, and whether payment of
the assessment would be purely ancillary to the purchase of the security
or is an essential part of its price. 7

It has sometimes been objected that it is unreasonable to interfere with
the normal financing of the purchase of a real estate security when the
limited partnership itself is permitted to leverage its investment as much
as it pleases. This is no stranger, however, than the dichotomy between
what is permitted as to financing the purchase of stock by a stockholder
and what a corporation itself may do when it borrows. In the one case, the
investor seeks to leverage his equity interest in the corporation. In the
other, the corporation is financing a normal business purpose. Of course,
if the corporation itself is an investment company, it is treated like any
other borrower for purposes of margin regulations. 8 The same would be
true of a limited partnership. And if the limited partnership pledges obli-
gations of the limited partners as collateral for its borrowings, they would
probably be regarded as having obtained their interest-to that extent-on
credit, rather than for cash.

OIL AND GAS SECURITIES

A significant part of the dollar value of all securities offered in this
country in the recent past has been represented by oil and gas programs,
chiefly limited partnership interests. Viewed from the Board's area of re-
sponsibilities, this type of security presents potential credit problems quite
different from those found in other tax shelter categories because the oil
and gas interests are frequently exchanged for common stock, some of
which is listed on an exchange or on the Board's OTC Margin List. Thus
the'ultimate purpose of credit to finance the cost of oil and gas securities
may be to purchase or carry actively traded-stocks and well within the
purview of the Board's major responsibilities under section 7.19

The offer of exchange is usually made after the owner of the limited
partnership interest has deducted his distributive share of the partner-
ship's intangible drilling and development costs on his federal income tax
for at least one year. Acceptance of the exchange offer permits the individ-
ual to spread his risk by participating in the aggregate results of several

57. F.R.B. staff letters, June 6, 1971, July 10, 1972, and April 4, 1973.
58. 12 C.F.R. §221.109 (1973).
59. 12 C.F.R. §221.101 (1973).
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partnerships as well as other operations of the company,60 and such ex-
change does not give rise to any income tax liability (a so-called "tax-free
exchange"). For tax planners, the exchange permits the postponement of
tax liability for income, unless the company pays dividends, until the
individual elects to receive it by selling his stock. To the Board, however,
it represents a potentially destabilizing force in the securities markets.

Unlike other types of tax shelters, particularly the real estate type, the
investor in oil and gas securities does not usually expect to recoup his
entire investment, or more, through tax savings. Attempts at increasing
the deductions through the use of non-recourse borrowing have been made
but, so far, have not met with the approval of taxing authorities.', Efforts
to increase the tax deductions for limited partners by allocating to them
all intangible expenses, which can be used to offset ordinary income, and
allocating to the general partners those costs which must be capitalized,
have not always been successful because such allocations raise the question
of whether or not they are made principally for the purpose of tax avoid-
ance. "

In many offerings, 80 to 90 percent of each participant's investment can
be claimed as deductible from the participant's gross income, either as
intangible drilling and development costs or losses upon abandonment of
a lease, 60 percent of it in the first year. If oil or gas is found, each partner
can also deduct his distributive share of the partnership's depletion allow-
ance.6  At present, the depletion allowance is 22 percent, reduced from 27
1/2 percent by the Tax Reform Act of 1969. This means that only 78
percent of the income received from the sale of the oil and gas is taxed.
This special tax treatment of the expenses of drilling for oil and gas, and
exemption of 22 percent of the income from the sale, make an extremely
high risk business attractive as an investment. Sale of the interest on
instalments would make it even more attractive.

Customarily the typical oil and gas limited partnership or joint venture
interest had allowed the purchaser to pay in two or three instalments

60. For a typical exchange offer registration statement see Registration No. 2-42902 for
Inexco Northern Exploration Company, Amendment No. 1 filed on March 28, 1972. Inexco
Oil Company at the end of 1973 announced (The Wall Street Journal, December 7, 1973) an
offer to exchange the Inexco Northern Exploration Company Common Stock for Inexco Oil
Company Stock (a margin security under Regulation T). Inexco announced (May 31, 1973,
Wall Street Journal p. 14) discontinuance of public limited partnerships after 1973, and
stated it would finance exploratory drilling by means of internally-generated cash flow and
other means such as contributions from gas pipeline companies, industrial fuel users and
major oil companies. See also Wall Street Journal, May 1, 1973, p. 8 for Abode Oil and Gas
Corporation proposal.

61. The Wall Street Journal, Dec. 15, 1971, at 1; July 19, 1972 at 1; and Aug. 9, 1972 at
I.

62. The partnership is usually set up so that the general partner bears most of the capital-
ized, non-currently deductible items of expense and the limited partner is allocated the
currently deductible expense.

63. INT. R v. CODE OF 1954, §§611, 612, 613 (1970).
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within a year as the money was needed. This allowed the participant to
have the use of his money for several months and obviated the necessity
of investment decisions on the short-term use of this money by the partner-
ship. On April 26, 1971, the Board of Governors issued a letter to attorneys
representing a client who was proposing to offer publicly limited partner-
ship interests in an oil and gas program. The Board expressed its view that
there would be no extension of credit, and, therefore, no arranging for an
extension of credit by a selling broker where the sale of subscriptions to
the program met the following conditions:

(1) The participant's subscription would not be a legally enforceable
obligation;
(2) If a participant failed to pay any portion of his subscription, his
partnership interest would be equivalent only to the amount of cash
previously paid in, and neither the partnership nor client could enforce
payment of the balance of his subscription;
(3) If client solicited additional capital contributions (in the event there
were over-expenditures by the partnership), only those participants who
actually paid their additional contribution to the partnership within seven
days after notice of acceptance by the partnership would participate in
profits or losses arising from the additional operations. As in paragraph
(2), neither the partnership nor client could enforce payment of such
subscriptions;
(4) A participant should only be permitted to assign, convey, transfer,
mortgage, pledge or otherwise encumber his paid-up partnership interest.

This letter of April 26, 1971, has not been rescinded by the Board and
presumably the principles enunciated in it are relied upon today by issuers
who sell, through broker/dealers, oil and gas programs required to be regis-
tered under the Securities Act of 1933.64 Although this letter was limited
to its facts and was phrased in terms of what was permissible, it certainly
was a harbinger of the Board's tax shelter ruling of March 24, 1972. Despite
the fact that drilling programs with good "track records" appeared to have
no great difficulty in obtaining subsequent instalments without the com-
pulsion of implied threat of legal process, oil and gas interests would prefer
to have a blanket exemption for the instalment sale of interests under
controlled conditions. H.R. 6821, introduced in the House of Representa-
tives on April 10, 1973, contains provisions designed to accomplish this
objective. Among other things, it provides for the instalment sale of pro-
gram participations which, if in compliance with the terms of the bill, will
"not be deemed to be an extension of credit for the purposes of the Securi-
ties Exchange Act of 1934 ... ."5

64. The Board's letter further explained that "the prospective payments by the partici-
pants would seem to be the result of a continuing offer to the partnership to purchase a pro
tonto partnership interest for which payment is made within seven days following its accep-
tance by the partnership."

65. H.R. 6821, 93d Cong., 1st Sess. §115(b) (1973). This bill grew out of Congressional
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In response to a request for comment on this bill, the Board of Governors
of the Federal Reserve System pointed out certain features of the bill which
would contribute to the development of a secondary market in oil and gas
securities. The Board opposed enactment of the bill in its initial form, as
it would exempt from the Board's credit regulation the kind of trading
activity that could be detrimental to the Board's existing responsibility to
prevent the excessive use of credit to purchase or carry securities.

It remains to be seen whether Congress wishes to enhance the saleability
of oil and gas securities by granting them special and more advantageous
credit status relative to other securities.

SUBSIDIZED HOUSING SECURITIES

Apart from any psychological reward an individual might receive when
he invests in housing'for persons at the lower end of the income scale, the
lure of subsidized housing securities (basically limited partnership inter-
ests in multi-family housing projects which receive government assistance)
lies in tax losses generated by the projects that can be used to offset taxable
income from other sources. Such losses are expected to be substantially in
excess of the amount of cash invested. If the interests can be purchased
on instalments payable over a three to five year period, as was proposed
in several preliminary prospectuses filed with the Securities and Exchange
Commission in late 1971,6 the securities will be more attractive investment
vehicles. Actual dollar tax savings for a person in the 50 percent tax
bracket for each of the first few years can in many cases be anticipated to
equal the dollars paid out for the annual instalment.

Subsidized housing securities are perhaps the most highly leveraged of
all tax shelter securities. However, they also entail risks that may not be
present, or present in such abundance, in other types of tax shelters. If it
were not for the shelter of other income, the return available would be
subject to a fixed maximum limitation, which probably would make it
insufficient to attract any buyers. 7 Severe and adverse tax consequences
may be suffered by an owner of a subsidized housing security if he sells
the security or if some of the partnership's property is foreclosed. In either
event the recapture provisions of the Internal Revenue Code may require
the investor to pay a tax at ordinary income rates on the difference between

efforts to remove an existing exemption for oil and gas funds from the Investment Company

Act of 1940 (15 U.S.C. §80a-3(a) (1970)). The industry convinced Congress that "mutual
funds" regulation was not suitable for oil and gas programs and promised to work with the
SEC on a regulatory statute tailored to the particularities of that industry.

66. See prospectuses of Boston Financial Housing Partnership (Aug. 27, 1971), and Con-

dren Housing Partners (Sept. 2, 1971).
67. The Report of the Real Estate Advisory Committee to the Securities and Exchange

Commission (Oct. 12, 1972) Ihereinafter referred to as the REAC Report at page 8 states
that these interests "could not be sold if it were not for certain tax benefits."
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the accelerated depreciation taken on the partnership property and depre-
ciation figures on the straight line method.

In some projects, on the other hand, the first year or two of shelter is
not made up of depreciation but rather represents interest and fees on
construction loans, rent-up fees, taxes, insurance premiums, and the like
which are not subject to recapture. The excess depreciation subject to
recapture in respect to these projects decreases each year, and after the
property is held for ten years, there is no recapture. (Other types of real
estate must be held for at least 16 2/3 years to avoid depreciation recap-
ture.)

The credit questions raised by limited partnership interests in subsi-
dized housing tend to be colored by two unique factors:

(1) The product on which the proceeds will be used is housing for the
less-advantaged, a national goal; and

(2) The partnership, if it allows instalment payment of the price of the
interest, must rely on those subsequent instalments for the FHA mortgage
down payment and other related servicing costs. If the future instalment
payment is not made by the investor, the partnership might be required
to dispose of interests in certain projects or, worse, submit to foreclosure,
both of which can have an adverse effect on the remaining partners.
Because the mortgages are to be FHA-insured, the United States govern-
ment can very well ultimately bear any loss occasioned by the failure of a
purchaser to make instalment payments. The Report of the Real Estate
Advisory Committee to The Securities and Exchange Commission, which
recommends that instalment payment be allowed under Regulation T,
argues that with instalments all the investors' money is not at risk in the
beginning and therefore instalment sales tend to protect the investor."
This argument fails to take into account the fact that large commitments
are made by the FHA on the strength of the investor's debt to the partner-
ship.

The possibility of changes in the tax laws may also have more severe
consequences for a security to be paid for over a four-year span than for
one such as a gas and oil limited partnership which will be paid for in less
than a year. Many social and economic factors may prevent the rental
income from a project from covering recurring expenses such as mainte-
nance and debt service and result in foreclosure of the mortgage with its
adverse tax consequences to the investor. The Board's tax shelter interpre-
tation covers subsidized housing securities, as well as other non-divisible
tax shelter programs, when publicly-offered. However, no other security
represents so many conflicting interests: the disadvantaged, the investor,
and the government.

68. REAC Report at 63.
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OPTIONS ON SECURITIES

Three areas where credit questions may be raised in the purchase and
sale of options on securities involve:

1. Credit extended to the purchaser of a put or call.
2. Credit extended to the writer of the option by a person who will guar-
antee the performance of the terms of the option.
3. Credit extended to the purchaser of an option under circumstances
which make it apparent that the credit is really extended to purchase or
carry the underlying security.

The first situation involves the same questions that are present in the
sale of any security. Is someone lending the purchaser the money? Is the
seller selling on an instalment basis? Is the broker accepting payment after
the date allowed in Regulation T?

Historically, there had been doubts9 as to whether puts and calls, in
themselves, were securities. Brokers had traditionally kept all option
transactions in the general (margin) account, and Regulation T specifies
that the general account shall be used to record "contracts involving an
endorsement or guarantee of any put, call, or other option." A Board
interpretation in 19731" gave the Board's views on situations in which an
option transaction could be consummated in the Special Cash Account.7'
Inasmuch as the Special Cash Account's use is limited to "bona fide cash
transactions in securities," this interpretation gives some clues as to the
Board's view as to the procedures which must be followed in the purchase
or sale of put and call options, if the transactions are not to be regarded
as involving credit.

Where is the credit in the writing of uncovered options? In the type of
options customarily written in the past, before the advent of the Chicago
Board Options Exchange (CBOE), the Put and Call Dealers' standard
form was used. (These options are sometimes referred to as "over-the-
counter options.") The form required that the option be guaranteed by a
New York Stock Exchange firm, a requirement which made the paper far
more saleable.12 The endorsing broker was guaranteeing that, should the
purchaser of the option so elect, performance of the terms would be forth-
coming.

In a 1969 interpretation" the Board of Governors expressed the view that
in certain circumstances a guaranty is an extension of credit. The reason-
ing was that a person who guarantees an obligation and becomes liable in

69. Comment, Put and Call Options Under Section 16 of the Securities Exchange Act,

69 YAiF, L.J. 868, 872 (1960).
70. 38 Fed. Reg. 5237 (Feb. 27, 1973).
71. 12 C.F.R. §220.4(c) (1973).
72. STOCK MARKET HANDBOOK 300.1 (Zarb & Kerekes, eds., 1970).

73. 1969 FED. RESERVE BULl.. 441.
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the event of a default on that obligation is lending his credit to the primary
obligor. The SEC's recent proposed amendment of Rule 15c3-111 recognizes
the same principle to some extent by requiring a "haircut" in computing
the net capital of an endorsing broker/dealer equal to 50 percent of the
market value of the underlying securities (plus or minus certain adjust-
ments). This "haircut" would apply with respect to puts or calls in cus-
tomer accounts when the customer does not have a long position in the
underlying security in the case of a call, or a short position in the underly-
ing security in the case of a put.7" The explanatory material issued with
the proposed rule states:

Uncovered Options Written by Customers. Additional capital charges
would be required for uncovered options written in customer accounts
where the broker/dealer has not provided that customer's accounts are
adequately collateralized to assure the customer's ability to complete the
transaction when the option is exercised."6

In CBOE there is no endorsement by the broker. However, the option is
carried on the books of CBOE as an option of the broker.77 The first effec-
tive prospectus of the Chicago Board Options Exchange Clearing Corpora-
tion 5 explains that the Clearing Corporation is the issuer and the primary
obligor on every Chicago Board Option. This obligation of the Clearing
Corporation to the holders of options is backed up by obligations which
writers of the options owe to the Clearing Corporation. When a holder of
an option decides to exercise, he must tender his exercise notice to the
Clearing Corporation through the Clearing member in whose name the
option is carried on the books of CBOE. The notice is then assigned on a
random selection basis to a member, and the member, in turn, allocates
the notice on an equitable basis to one of his customers maintaining a
writer's position with the broker. In the event the delivery or payment is
not made in accordance with the terms of the option contract, the exercis-
ing member may buy-in if the writer cannot deliver (or would be required
to purchase if puts were traded) and any losses incurred on the transaction
become the liability of the Clearing Corporation. It would appear that
under this system the Clearing Corporation is extending its credit in the
form of its guarantee of performance to writers of uncovered options. Such
assumption of the obligation is, of course, part of the standardization of
all CBOE options, a necessary feature if exchange trading is contemplated.

74. SEC Exchange Act Rel. No. 10525 (Nov. 29, 1973), Notice of Revision of Proposed
Amendments to Rule 15c3-1 Under the Securities Exchange Act of 1934, File No. 57-498
1hereinafter cited as Release No. 105251.

75. Id. §§15c3-1(c)(2)(N) and (0).
76. Release No. 10525 at 7.
77. CBOE operates, in general, by a book-entry system without the use of certificates. See

Prospectus, Chicago Board Options Exchange Clearing Corporation, April 5, 1973.
78. CBOE Prospectus at 7 & 8.
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For the purpose of analysis, the writing of an uncovered call option may
also be regarded as a contingent short sale. The rationale for the margin
requirement in respect of such contingent short sale would be that used
by the Board when it first put into Regulation T a margin requirement for
short sales: that is, to prevent a person with a given amount of money from
exerting a greater impact on the short than he could exert on the long side
of the market. Specific authority is given in section 7(a) to provide for
"special or different margin requirements for . . . short sales. .. ."

Because the Board's regulations, as far as banks are concerned, do not
reach so far as "a loan by a bank on a security other than an equity
security,""9 there was an initial question whether a loan collateralized by
options (if, indeed, a bank would make such a loan) would be subject to
Board regulations. The SEC, pursuant to the definitional power given to
it under section 3(a)(11), has adopted an amendment to Rule 3a11-1, clari-
fying the term "equity security" to specifically include puts and calls.A0

Sale of "deep in the money" options raised an interesting question as to
whether a purported premium charged to purchase an option to buy a
security was really a disguised deposit of margin against the purchase of
that security. If so, the transaction involved a prohibited extension of
credit to the purchaser on the part of the selling broker/dealer.

"Deep in the money" put and call options came to the attention of the
Board in 1969, at a time when the margin level for common stock listed
on exchanges was set at 80 percent. These instruments were 30-day call
options, for the most part, with a striking price set at 70 percent of the
current market price of the underlying stock. (In the case of typical op-
tions, of course, the striking price is "at the market.") The writer charged
a 2 or 2.5 percent premium plus a non-refundable deposit of 30 percent
of the current market value of the underlying stock. Advertising literature
extolled the instrument as having the effect of allowing the owner to oper-
ate on a 30 percent margin level. In some cases, the option could be re-
newed for successive 30 day periods on the payment of an additional fee
and a "mark to the market" on the deposit. In a published interpretation
the Board found these options to be disguised margin accounts which did
not comply with current margin requirements. The instruments were ana-
lyzed as follows:

To the extent that the price of the stock rose during the 30 ensuing days
the proposed instrument would produce results similar to those in the case
of an ordinary profitable call, and the contract right would be exercised.
But even if the price fell, unlike the situation with a normal option, the
buyer would still be virtually certain to exercise his right to purchase
before it expired, in order to minimize his loss. The result would be that
the buyer would not have a genuine choice whether or not to buy. Rather,

79. 15 U.S.C. §78g(d)(D) (1970).
80. 17 C.F.R. §240.3(a)11-1 (1973).
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the instrument would have made it possible for him, in effect, to purchase
stock as of the time the contract was written by depositing 30 per cent of
the stock's current market price ...

Like any other broker who extends credit in a margin account, the writer
who was in the business of writing and selling such a contract would be
satisfied with a fixed predetermined amount of return on his venture,
since he would realize only the fee charged. Unlike a writer of ordinary
puts and calls, he would not receive a substantial part of his income from
fees on unexercised contract rights. The similarity of his activities to those
of a broker, and the dissimilarity to a writer of ordinary options, would
be underscored by the fact that his fee would be a fixed predetermined
amount of return similar to an interest charge, rather than a fee arrived
at individually for each transaction according to the volatility of the stock
and other individual considerations.8 1

CONCLUSION

The emergence in the last few years of so many types of unconventional
but widely-marketed securities suggests a need for re-examining the legal
and economic bases for the regulation of margin credit. The problem is not
likely to diminish in the near future. New securities continue to spring up:
interests in scotch whiskey warehouse receipts, various kinds of franchising
agreements, new types of options (such as expiration price and deep out
of the money options). All of these present credit problems. It seems proba-
ble that this phenomenon will continue for some time to come. Many of
these unconventional securities are products (often unintended) of tax law.
Possibly, changes in the Internal Revenue Code will cause some to evapo-
rate, but it seems likely that others will take their place. The conceptual
problems cannot be evaded.

It seems clear as a matter of law that margin requirements presently
apply to the credit sale of unconventional securities by broker/dealers. It
becomes necessary to ask whether this should continue to be the case in
the light of the purposes of the statute to prevent the destabilizing use of
credit in securities markets, to provide incidental protection for investors
who might be induced to over-extend themselves if credit were too freely
available on low margins, and to prevent the mis-allocation of credit re-
sources. Such an examination may have to be made, security by security,
or it may be possible to group certain categories. The search for answers
will require economic as well as legal, administrative, and market exper-
tise. And it may well be that final answers will ultimately require new
legislation.

81. 12 C.F.R. §220,122 (1973). See Gordon & Co. v. Board of Governors of the Federal
Reserve System, 317 F. Supp. 1045 (1). Mass. 1970), for a case upholding the Board's author-
ity in issuing this interpretation.
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