SooperKanoon - India's Premier Online Legal Search - sooperkanoon.com

Provost Vs. United States
Provost Vs. United States

SooperKanoon Citation : sooperkanoon.com/94652

Court : US Supreme Court

Decided On : Jan-04-1926
Appeal No. : 269 U.S. 443
Appellant : Provost
Respondent : United States
Judgement :

Provost v. United States - 269 U.S. 443 (1926)
U.S. Supreme Court Provost v. United States, 269 U.S. 443 (1926)

Provost v. United States
No. 258

Argued November 18, 1925
Decided January 4, 1926

269 U.S. 443

APPEAL FROM THE COURT OF CLAIMS

SYLLABUS


https://sooperkanoon.com/
https://sooperkanoon.com/94652

1. Transfers involved in the "lending" of stock and "return” of the stock "borrowed,"
on the New York Stock Exchange, are taxable transfers within the meaning of
provisions of the Revenue Acts of 1917, and 1918, imposing a stamp tax of two
cents per share upon "all sales or agreements to sell, or memoranda of sales or
deliveries of, or transfers of legal title to shares or certificates of stock." P. 269 U.
S. 456 .

2. Under the rules and practice of the New York Stock Exchange, a broker
requiring certificates of stock to deliver in consummation of a short sale may
"borrow" them for that purpose from another broker as follows: the "borrower"
deposits with the
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“lender" their full market price; and, until the loan is returned, this deposit is
maintained, by daily payments back and forth between the borrower and the
lender at the level of the market value of the borrowed stock; the lender usually
pays interest on the deposit, but whether interest is paid or the borrower pays a
premium for the "loan" of the shares may be matters of agreement between them;
the borrower contracts to give the lender, while the loan continues, all the benefits
(such as dividends), and the lender contracts to bear all the burdens (such as
assessments), incident to the ownership of the shares, as though the lender had
retained ownership of them; concurrently with the receipt of the deposit, the lender
delivers to the borrower or for his account, the certificates of the stock lent. The
stock borrowed thus becomes available to the borrower for delivery upon his short
sale. Upon demand of either broker, their mutual obligations may be satisfied by a
“return” to the lender of the stock borrowed -- i.e. of the same kind and amount of
shares, which the borrower purchases, borrows, or otherwise procures for the
purpose -- and by repayment of the deposit to the borrower with interest, as
agreed.

HELD
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(1) That, upon the physical delivery of the certificates by the lender, with full
recognition of the right and authority of the borrower to appropriate them to his
short sale contract and their receipt by the purchaser, all the incidents of
ownership of the stock borrowed pass to the latter. P. 269 U. S. 456 .

(2) The borrower in that event is neither a pledgee, trustee, nor bailee for the
lender, nor is the transaction within the meaning of a proviso in the above cited
statutes exempting from the tax deposits of stock certificates as security for money
loaned. Id.

(3) The "return" of the borrowed stock transfers to the lender all the incidents of
ownership in the shares represented by the certificates delivered to him. Id.

(4) Consequently both the "loan" and the "return” transactions are within the terms
of the above taxing statutes as "transfers of legal title to shares of stock." Id.

(5) And deliveries of indorsed certificates of stock incidental to these transfers, are
"deliveries of . . . shares or certificates of stock" within the statutory provision. Id.

3. The reenactment of a taxing provision, after it has been construed by the
Attorney General and the construction has been adopted by the Treasury
Department and called to the attention of Congress, indicates a purpose to
continue the law in force as so construed. P. 269 U. S. 457 .
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4. When Congress, in reenacting a provision, rejects a proposed alteration, a
subsequent amendment incorporating it evinces a purpose to effect a change in
the law. P. 269 U. S. 458 .

60 Ct.Cls. 49 affirmed.

Appeal from a judgment of the Court of Claims for the United States in a suit to
recover, as an illegally exacted tax, the cost of revenue stamps affixed to "tickets"
constituting documentary evidence of "loans" of shares of stock and return of
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shares "borrowed" in transactions between brokers on the New York Stock
Exchange.
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MR. JUSTICE STONE delivered the opinion of the Court.

The appellants are copartners engaged in business as stockbrokers, with
membership in the New York Stock Exchange. They brought suit in the Court of
Claims to recover, as an illegally exacted tax, the cost of internal revenue stamps
affixed by them in the period from 1917 to 1920 to "tickets" which were
documentary evidence of transactions commonly known in the stockbrokerage
business as the "loan" of shares of stock and the return by the borrower to the
lender of shares of stock "borrowed." The case was tried upon agreed facts
embodied in the findings of the court below, and, from the judgment for the
defendant in that court, the case was brought here on appeal. Judicial Code, 242,
before amendment of 1925.
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The applicable provisions of the statutes are to be found in War Revenue Act of
1917, Title VIII, Schedule A, Par. 4, 40 Stat. 300, 322, which is printed in the
margin, [ Footnote 1 ] and in the similar provision of the Revenue Act of 1918,
Title XI, Schedule A, Par. 4, 40 Stat. 1057, 1135, which may, for the purposes of
this case, be taken to be a reenactment of the 1917 provision. Both Acts imposed
a stamp tax of 2 cents per share upon "all sales or agreements to sell, or

memoranda of sales or deliveries of, or transfers of legal title to shares or
certificates of stock." The question presented is whether the transfers of shares of
corporate stock involved in the "loan" and "return" transactions in accordance with
the rules and practice of the stock exchange, are taxable transfers within the
meaning of the statute.

The loan of stock is usually, though not necessarily, incidental to a "short sale.” As
the phrase indicates, a short sale is a contract for the sale of shares which the
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seller does not own or the certificates for which are not within his control so as to
be available for delivery at the time when, under the rules of the exchange,
delivery must be made. Under the rules of the New York Stock Exchange,
applicable so far as the facts of this case are concerned, a broker who sells stock
is required to make delivery of the certificates on the next business day. If he does
not have them available, he must procure them for the purpose of making delivery.
This he may do by purchasing or borrowing the required shares, delivery of the
certificates to be made to the broker to whom he has already contracted to sell.

If he borrows them, he deposits with the lending broker their full market price, and
until the loan is returned, this deposit is maintained, by means of daily payments
back and forth between the borrower and the lender at the varying level of the
market value of the shares loaned.
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The lender, who thus receives in money the full market value of the shares --
much more than he would ordinarily realize by pledging them -- usually pays
interest on the money so received at the current rate for demand loans. But the
rate of interest is a matter of negotiation and agreement, and the deposit may, on
occasion, carry no interest, or the borrower of the stock may pay a premium when
the stock is greatly in demand.

During the continuance of the loan, the borrowing broker is found by the loan
contract to give the lender all the benefits, and the lender is bound to assume all
the burdens, incident to ownership of the stock which is the subject of the
transaction, as though the lender had retained the stock. The borrower must
accordingly credit the lender with the amount of any dividends paid upon the stock
while the loan continues, and the lender must assume or pay to the borrower the
amount of any assessments upon the stock. The lender of the stock, concurrently
with the receipt of the deposit, delivers to the borrower the certificates of the stock
lent, and the transaction is evidenced by a "loan ticket,” to which the broker



lending the stock affixes the revenue stamps here in question. The stock thus
borrowed then becomes available for delivery on the short sale.

The original short sale is thus completed, and there remains only the obligation of
the borrowing broker, terminable on demand, either by the borrower of the lender,
to return the stock borrowed on repayment to him of his cash deposit, and the
obligation of the lender to repay the deposit, with interest as agreed. The stock for
this purpose, if not provided by the customer, must be obtained by borrowing stock
of like kind and amount from other brokers, or by purchasing the stock in the open
market and charging the customer for whose account the sale was originally made
with the purchase price. In that case, the short sale transaction and the borrowing
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transaction as well are brought to their conclusion by the actual purchase of stock
of which the customer was short at the time when the sale was made and the
delivery of the stock thus purchased to the lender. [ Footnote 2 ] The return
transaction in every case is evidenced by a "borrowed stock return ticket," to which
the borrowing broker affixes the revenue stamps. The claim of the appellants
comprises the cost of stamps purchased by them and affixed to loan tickets or to
borrowed stock return tickets pursuant to Treasury regulations.

It will be observed that the completed short sale transaction usually involves four
separate steps, in each of which there is either a sale or a complete transfer of all
the legal elements of ownership. These are (1) the sale of the stock by the person
effecting the short sale, followed by the transfer and delivery of the certificates for
the borrowed stock to the purchaser's broker; (2) the transfer of the shares from
the lender to the borrower, who uses them for delivery on the customer's short
sale; (3) the purchase by the borrowing broker of the stock required to repay the
loan, and (4) the transfer and delivery by the borrower to the lender of the
certificates for the purchased shares to replace the shares borrowed. Each
transfer may be accompanied by a physical delivery of certificates of the stock
transferred, but the intermediate deliveries in (2) and (3) are usually eliminated by
use of the stock exchange Clearing House.



It is conceded that the first and third transactions are taxable as "sales" or
"agreements to sell" within the
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meaning of the statute, but it is contended that the second and fourth are not
subject to the tax, because they involve neither a transfer of the legal title to the
stock loaned and returned nor “deliveries" of the shares or certificates
representing them within the meaning of the Acts of 1917 and 1918, and that,
taking into account the history and purposes of the two statutes, it was not
intended to include these transactions among the taxable transfers described.

On the argument, it was also earnestly urged that the lender of stock is in a
position analogous to that of a pledgor of the stock which he lends; that, in
consequence, there is no transfer of title to the stock within the meaning of the
taxing provisions of the two Acts, and that, in any event, the lender is in the
position of a borrower of money, and the transaction falls within the proviso of the
Acts exempting from the tax deposits of stock certificates as collateral security for
money loaned.

These arguments ignore the essential legal characteristics of the loan transaction.

It may be agreed for the purpose of this discussion, as was argued at the bar, that

it is the law of many jurisdictions, including New York, where these transactions

occurred, that the relation of the customer and the broker with whom the customer

deposits stock as security for advances, or who purchases securities for account

of the customer, is technically that of pledgor and pledgee, with authority and

power on the part of the broker to repledge to the extent of his advances. See

Richardson v. Shaw, 209 U. S. 365 , 209 U. S. 374 ; Gorman v. Littlefield, 229
U. S. 19 : Duel v. Hollins, 241 U. S. 523 : Skiff v. Stoddard, 63 Conn.198;
Markham v. Jaudon, 41 N.Y. 235; Lawrence v. Maxwell, 53 N.Y.19; Taussing v.

Hart, 58 N.Y. 425; Caswell v. Putnam, 120 N.Y. 153. But that view of their legal

relationship finds support in the agreement between the customer and the broker

which contemplates, as the law requires, that the
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broker should at all times have on hand specific securities for delivery to the
customer on payment of the amount of the broker's advances for the customer's
account. Although the broker has an implied authority to substitute other securities
of the same kind and amount for the securities which he holds for his customer,
and to repledge them to the extent of his advances, courts have not dispensed
with the requirement that he should at least have, either in his own possession or
lodged with his bank on the repledge, specific securities of the kind and amount
purchased for his customer, available for delivery to the customer on payment of
the balance due. Richardson v. Shaw, supra; Skiff v. Stoddard, supra; Taussig v.
Hart, supra; Lawrence v. Maxwell, supra; Caswell v. Putnam, supra. See Carlisle
v. Norris, 215 N.Y. 400. For breach of this duty he is liable, under the law of New
York, for conversion ( Markham v. Jaudon, supra; Lawrence v. Maxwell, supra;
Taussig v. Hart, supra; Mayer v. Monzo, 221 N.Y. 442), and guilty of a criminal
offense. N.Y. Penal Law 956.

But the borrower of stock holds nothing for account of the lender. The procedure
adopted and the obligations incurred in effecting a loan of stock and its delivery
upon a short sale neither contemplate nor admit of the retention by either the
borrower or the lender of any of the incidents of ownership in the stock loaned.
The seller, having contracted to sell securities which he does not own, is under the
necessity of acquiring dominion over stock of the kind and amount which he has
sold, with unrestricted power of disposition of it in order that he may fulfill his
contract. Whether his broker acquires the stock by purchase or by giving to the
lender of it the market value of the stock plus his personal obligation to acquire
and return to the lender, on demand, a like kind and amount of stock, the legal
effect of the transfer is the same. Upon the physical delivery of the certificates of
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stock by the lender, with the full recognition of the right and authority of the
borrower to appropriate them to his short sale contract, and their receipt by the
purchaser, all the incidents of ownership in the stock pass to him.



When the transaction is thus completed, neither the lender nor the borrower
retains any interest in the stock which is the subject matter of the transaction and
which has passed to and become the property of the purchaser. Neither the
borrower nor the lender has the status of a stockholder of the corporation whose
stock was dealt in, nor any legal relationship to it. Unlike the pledgee of stock, who
must have specific stock available for the pledgor on payment of his loan, the
borrower of stock has no interest in the stock, nor the right to demand it from any
other. For that reason, he can be neither a pledgee, trustee, nor bailee for the
lender, and he is not one "with whom stock has been deposited as collateral
security for money loaned." For the incidents of ownership, the lender has
substituted the personal obligation, wholly contractual, of the borrower to restore
him, on demand, to the economic position in which he would have been, as owner
of the stock, had the loan transaction not been entered into.

When the borrower returns the borrowed stock, he acquires it by purchase or by
borrowing again, and, in the process, acquires and transfers to the lender all the
incidents of legal ownership in securities which neither possessed before.

We therefore conclude that both the loan of stock and the return of borrowed stock
involve "transfers of legal title to shares of stock” within the express terms of the
statute, and while we are not called upon to define or enumerate the precise
conditions which must attend the delivery of a certificate of stock, under other
circumstances, to bring it within the taxing provisions of the Act, we think it clear
that deliveries of indorsed certificates
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of stock incidental to these transfers of legal title are "deliveries of . . . shares or
certificates of stock" within the language of the statute.

It follows that the borrowing of stock and the return of borrowed stock are both
subject to the tax unless there is to be found in the legislation now under
consideration or in its history a purpose sufficiently definite and controlling to
exclude the transactions in question from the operation of its applicable language.



In earlier revenue legislation, the Act of 1898 (30 Stat. 448, 458) and the Act of
1914 (38 Stat. 745, 759), a stamp tax was imposed on "all sales or agreements to
sell or memoranda of sales or deliveries or transfers of shares or certificates of
stock." No attempt appears to have been made under these statutes to impose a
tax on loans of stock or returns of borrowed stock. In March, 1915, the
Commissioner of Internal Revenue, in response to an inquiry which incorrectly
stated that the transfer involved in borrowing and returning borrowed stock "does
not represent a change of ownership,” made a decision (T.D. 2182) that such
transactions were not subject to the tax under the Act of 1914. Neither of these
Acts contains the words "or transfers of legal title to shares or certificates," which,
as we have indicated, are of significance in the Acts of 1917 and 1918 because
precisely applicable to the transfers under consideration.

The Act of 1917 became a law on October 3, 1917. On March 23, 1918, the
Attorney General rendered an opinion (31 Op. 255) that the transfers of stock
involved in loans of stock and returns of borrowed stock were subject to the tax
under the Act. This opinion was adopted by the Treasury Department in its ruling
of March 30, 1918. T.D. 2685. When the bill which became the Revenue Act of
1918 was pending, the attention of the Senate committee on finance was directed
to the opinion of the Attorney General and the ruling of the Treasury Department,
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and it was urged in public hearing (September 11, 1918) to amend the bill so as to
include "mere loans of stock or the returns thereof" within the proviso exempting
from the tax deposits of certificates of stock as collateral security. The
recommended change was not adopted. The provision of the Act of 1917 was
reenacted without substantial change, and continued on the statute books until the
adoption of the Revenue Act of November 23, 1921 (c. 136, 42 Stat. 227), when
the proposed change was incorporated in it (Title XI, Schedule A, Par. 3, 42 Stat.
304).

We can find in this history no substantial basis for the contention that there was a
legislative adoption of any settled administrative construction of the statute



adverse to the position now taken by the government. On the contrary, the
enactment of the Revenue Act of 1918 without material change of the provision in
guestion must, we think, be taken as indicating a purpose to continue in force the
existing law as interpreted by the Attorney General ( United States v. G. Falk &
Bro., 204 U. S. 143 ), and when Congress adopted in the amended law of 1921,
the very suggestion made and rejected two years before, it then intended to effect
a change in the law as it had previously existed ( Smietanka v. First Trust &
Savings Bank, 257 U. S. 602 ).

Nor are we able to find in the statute any expression of a general purpose to
exclude from the application of its express language the type of transactions now
under consideration. It evidenced a purpose not only to tax all sales or agreements
to sell which had been previously taxed, but to extend the taxing provision to all
transfers of legal title to shares or certificates, whether technical sales or not. It
was not suggested at the argument that other forms of transfer, not sales and not
expressly excepted from the operation of the Act by this proviso, such as gifts or
transfers in trust for the benefit of the transferor,
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were not subject to the tax, and the Department has consistently ruled that they
were. See T.D. Regulations 40.

As already indicated, the borrowing of stock and the returning of borrowed stock
do not fall within the description of those classes of transactions expressly
exempted from the tax. Nor do they so resemble them in a popular and
nontechnical sense as to warrant their inclusion among the exceptions. Even in a
loose and colloquial sense, it cannot be said that the loan of stock is a "deposit of
stock certificates as collateral security for money loaned thereon." We therefore
conclude that, while there is no indication of a purpose to impose a discriminatory
tax upon short sales or transactions necessarily involved in short sales, there was
a general purpose to tax all transfers of legal ownership of shares of stock which
includes those made necessary in order to complete a short sale. It follows that
they are subject to the tax imposed upon the class of transactions in which they
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are included.
Judgment affirmed.

[ Footnote 1 ]

Act Oct. 3, 1917, c. 63, Tit. VIII, Schedule A, Par. 4, 40 Stat. 300, 322:

"4. Capital stock, sales or transfers: On all sales, or agreements to sell, or
memoranda of sales or deliveries of, or transfers of legal title to shares or
certificates of stock in any association, company, or corporation, whether made
upon or shown by the books of the association, company, or corporation, or by any
assignment in blank, or by any delivery, or by any paper or agreement or
memorandum or other evidence of transfer or sale, whether entitling the holder in
any manner to the benefit of such stock or not, on each $100 of face value or
fraction thereof, 2 cents, and where such shares of stock are without par value, the
tax shall be 2 cents on the transfer or sale or agreement to sell on each share,
unless the actual value thereof is in excess of $100 per share, in which case the
tax shall be 2 cents on each $100 of actual or fraction thereof: Provided, that it is
not intended by this title to impose a tax upon an agreement evidencing a deposit
of stock certificates as collateral security for money loaned thereon, which stock
certificates are not actually sold, nor upon such stock certificates so deposited:

Provided, further, that the tax shall not be imposed upon deliveries or transfers to
a broker for sale, nor upon deliveries or transfers by a broker to a customer for
whom and upon whose order he has purchased same, but such deliveries or
transfers shall be accompanied by a certificate setting forth the facts: Provided
further, that in case of sale where the evidence of transfer is shown only by the
books of the company, the stamp shall be placed upon such books, and where the
change of ownership is by transfer of the certificate, the stamp shall be placed
upon the certificate, and in cases of an agreement to sell or where the transfer is
by delivery of the certificate assigned in blank, there shall be made and delivered
by the seller to the buyer a bill or memorandum of such sale, to which the stamp
shall be affixed, and every bill or memorandum of shall or agreement to sell before
mentioned shall show the date thereof, the name of the seller, the amount of the



sale, and the matter or thing to which it refers. Any person or persons liable to pay
the tax as herein provided, or anyone who acts in the matter as agent or broker for
such person or persons who shall make any such sale, or who shall in pursuance
of any such sale deliver any stock or evidence of the sale of any stock or bill or
memorandum thereof, as herein required, without having the proper stamps
affixed thereto with intent to evade the foregoing provisions shall be deemed guilty
of a misdemeanor, and upon conviction thereof shall pay a fine of not exceeding
$1,000, or be imprisoned not more than six months, or both at the discretion of the
court."

[ Footnote 2 ]

In practice, on the New York Stock Exchange, deliveries on sales and on stock
loaned and returned, evidenced by loan tickets and borrowed stock returned
tickets, are usually cleared on balance through the Stock Exchange Clearing
House, so that the certificates pass directly from the lender to the purchaser on the
short sale when stock is borrowed, and from the seller to the lender when
borrowed stock is returned.
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