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the purpose of purchasing or carrying a
margin security within the meaning of
§207.2(c). Since the combined loans are
treated as purpose credit, §207.1(h) does
not prohibit the transaction, irrespec-
tive of amount.

[45 FR 44256, July 1, 1980]

§207.112 Purchase of debt securities
to finance corporate takeovers.

(a) Petitions have been filed with the
Board raising questions as to whether
the margin requirements in Regulation
G apply to two types of corporate ac-
quisitions in which debt securities are
issued to finance the acquisition of
margin stock of a target company.

(b) In the first situation, the acquir-
ing company, Company A, controls a
shell corporation that would make a
tender offer for the stock of Company
B, which is margin stock (as defined in
§207.2(i)). The shell corporation has vir-
tually no operations, has no significant
business function other than to acquire
and hold the stock of Company B, and
has substantially no assets other than
the margin stock to be acquired. To fi-
nance the tender offer, the shell cor-
poration would issue debt securities
which, by their terms, would be unse-
cured. If the tender offer is successful,
the shell corporation would seek to
merge with Company B. However, the
tender offer seeks to acquire fewer
shares of Company B than is necessary
under state law to effect a short form
merger with Company B, which could
be consummated without the approval
of shareholders or the board of direc-
tors of Company B.

(c) The purchase of the debt securi-
ties issued by the shell corporation to
finance the acquisition clearly involves
purpose credit (as defined in §207.2(1)). In
addition, such debt securities would be
purchased only by sophisticated inves-
tors in very large minimum denomina-
tions, so that the purchasers may be
lenders for purposes of Regulation G.
See 12 CFR 207.2(h). Since the debt se-
curities contain no direct security
agreement involving the margin stock,
applicability of the lending restrictions
of the Regulation turns on whether the
arrangement constitutes an extension
of credit that is secured indirectly by
margin stock.

12 CFR Ch. I (1-1-98 Edition)

(d) As the Board has recognized, indi-
rect security can encompass a wide vari-
ety of arrangements between lenders
and borrowers with respect to margin
stock collateral that serve to protect
the lenders’ interest in assuring that a
credit is repaid where the lenders do
not have a conventional direct security
interest in the collateral. See 12 CFR
211.113. However, credit is not indi-
rectly secured by margin stock if the
lender in good faith has not relied on
the margin stock as collateral extend-
ing or maintaining credit. See 12 CFR
207.2(F)(2)(iv).

(e) The Board is of the view that, in
the situation described in paragraph (b)
of this section, the debt securities
would be presumed to be indirectly se-
cured by the margin stock to be ac-
quired by the shell acquisition vehicle.
The staff has previously expressed the
view that nominally unsecured credit
extended to an investment company, a
substantial portion of whose assets
consist of margin stock, is indirectly
secured by the margin stock. See Fed-
eral Reserve Regulatory Service {5-
917.12. This opinion notes that the in-
vestment company has substantially
no assets other than margin stock to
support indebtedness and thus credit
could not be extended to such a com-
pany in good faith without reliance on
the margin stock as collateral.

(f) The Board believes that this ra-
tionale applies to the debt securities
issued by the shell corporation de-
scribed above. At the time the debt se-
curities are issued, the shell corpora-
tion has substantially no assets to sup-
port the credit other than the margin
stock that it has acquired or intends to
acquire and has no significant business
function other than to hold the stock
of the target company in order to fa-
cilitate the acquisition. Moreover, it is
possible that the shell may hold the
margin stock for a significant and in-
definite period of time, if defensive
measures by the target prevent con-
summation of the acquisition. Because
of the difficulty in predicting the out-
come of a contested takeover at the
time that credit is committed to the
shell corporation, the Board believes
that the purchasers of the debt securi-
ties could not, in good faith, lend with-
out reliance on the margin stock as
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collateral. The presumption that the
debt securities are indirectly secured
by margin stock would not apply if
there is specific evidence that lenders
could in good faith rely on assets other
than margin stock as collateral, such
as a guaranty of the debt securities by
the shell corporation’s parent company
or another company that has substan-
tial non-margin stock assets or cash
flow. This presumption would also not
apply if there is a merger agreement
between the acquiring and target com-
panies entered into at the time the
commitment is made to purchase the
debt securities or in any event before
loan funds are advanced. In addition,
the presumption would not apply if the
obligation of the purchasers of the debt
securities to advance funds to the shell
corporation is contingent on the shell’s
acquisition of the minimum number of
shares necessary under applicable state
law to effect a merger between the ac-
quiring and target companies without
the approval of either the shareholders
or directors of the target company. In
these two situations where the merger
will take place promptly, the Board be-
lieves the lenders could reasonably be
presumed to be relying on the assets of
the target for repayment.

(9) In addition, the Board is of the
view that the debt securities described
in paragraph (b) of this section are in-
directly secured by margin stock be-
cause there is a practical restriction on
the ability of the shell corporation to
dispose of the margin stock of the tar-
get company. Indirectly secured is de-
fined in §207.2(f) of the regulation to in-
clude any arrangement under which
the customer’s right or ability to sell,
pledge, or otherwise dispose of margin
stock owned by the customer is in any
way restricted while the credit remains
outstanding. The purchasers of the
debt securities issued by a shell cor-
poration to finance a takeover attempt
clearly understand that the shell cor-
poration intends to acquire the margin
stock of the target company in order to
effect the acquisition of that company.
This understanding represents a prac-
tical restriction on the ability of the
shell corporation to dispose of the tar-
get’s margin stock and to acquire other
assets with the proceeds of the credit.
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(h) In the second situation, Company
C, an operating company with substan-
tial assets or cash flow, seeks to ac-
quire Company D, which is signifi-
cantly larger than Company C. Com-
pany C establishes a shell corporation
that together with Company C makes a
tender offer for the shares of Company
D, which is margin stock. To finance
the tender offer, the shell corporation
would obtain a bank loan that complies
with the margin lending restrictions of
Regulation U and Company C would
issue debt securities that would not be
directly secured by any margin stock.
The Board is of the opinion that these
debt securities should not be presumed
to be indirectly secured by the margin
stock of Company D, since, as an oper-
ating business, Company C has sub-
stantial assets or cash flow without re-
gard to the margin stock of Company
D. Any presumption would not be ap-
propriate because the purchasers of the
debt securities may be relying on as-
sets other than margin stock of Com-
pany D for repayment of the credit.

[51 FR 1781, Jan. 15, 1986]

§207.113 Application of the single-
credit rule to loan participations.

(a) Amendments to parts 207 and 220,
effective October 11, 1991, amended
§207.3(1) of Regulation G and §221.3(i) of
Regulation U of this chapter to permit
transfers of loans between different
types of lenders. In connection with
that rulemaking, comments were re-
ceived asking the Board to consider the
application of the single-credit rule to
the purchase of loan participations by
lenders and banks who have other out-
standing purpose credit with the same
borrower.

(b) The single-credit rule (§207.3(g) of
Regulation G and §221.3(d) of Regula-
tion U of this chapter), provides in part
that ““‘[a]ll purpose credit extended to a
customer shall be treated as a single
credit, and all the collateral securing
such credit shall be considered in de-
termining whether or not the credit
complies with this part.” If a lender or
bank extends purpose credit to a bor-
rower and then purchases a participa-
tion in a loan to the same borrower
that represents purpose credit secured
by margin stock, the single-credit rule
requires the aggregation of the two
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