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{Governor Crissinger, Vice-Governor Platt, Messrs.
Hamlin, uiller, James, Cunniggham, of the Federal Reserve
Board, end ir. Newton D. Baker, of Cleveland, Ohio,
entered the Confarence room, and the following »nroceedings
were had:)

Governor Crissinger_  Mr. Baker is hsre at the re-
guest of the Governors, to give an account of the Grimm-
alfalfa case, as to the effect it might have uoon the re-
discount operations of the Federal Reserve Banks. Mr,
Baker will explain the situation to you.

dr. Baker. Covernor (rissinger, and gentlemen, the
Grimm-alfslfa case is largely a lewyer's brief to me.
go far as that pérticular case is concernad I confess I
thought the Supreme Court would hear it on a writ of
certiorari, because I believsd then and believe now that
whil% it does not change the law, thet it is a misappli-
gétibﬁ of the law to the facts in that particular case.
ﬂy»hOpe was +*het +the Sunremz Court of the United States
would regard the legal owrincivles in that case as s0 vital

to the business of the country that they would not be

willing to let that case stand with the possibility of

the confusion that it mieht cause throughout the Federal
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Reserve System. I suspect that the Supreme Court ex—
cluded it for two reasons. In the first place the dock-
et of the Court is very heavy and they are excluding

all cases that they can. It was easy for them to exclude
this case because it is a question which arises more on

a determination of the facts in the lower court than de-
termination of principles of law. If one takes the
opinion of the Circuit Court of Anpeals and taxes the
statement of law mede by it no particular exception can
be taten to vhat they state the law to be, with the
single exception that in the owinion written by Judge
Rodman they do say that the Federal Reserve Bank witting-
ly or unwittingly became party to a fraud which was com-
mitted by the S tanrod Benik, which was the member bank

in the case. But if you read the rest of the Judge's
opinion, and of course the Supreme Court did, it seems

fairly clear that they held that there were facts enough

to go to the jury on the question of fraud.

Now vith regard to the grimn-Alfalfa case, taking
it altogether, I think it is fair to say this: Tnat the
trial Judge, with great respect to him, floundered a

good deal in the trial of the cause. The case involved
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some drafts which had been dsposited with the Stanrod
Bank by the Grimm-Alfalfa Association and a deposit liab-
i1ity created for the proceeds of those drafts in favor
of the Grimn-Alfalfa Association, Those drafts had been
discounted at the Federal Reserve Bank, and when sult
was brought after the Stanrod Bank closed, there were six
causes of action, based upon the three drafts in question.
The odd-numbered ones, 1, 3 and 5, applicable to separate

drafts, rather irregularly charged the insolvency of the

rge
Stanrod Rank at the time that they were devosited there

and inferentially charged, though they did not directly
do it, the pleadiigs were not clear, two things: That
the drafts were only deposited for collection DHI?OSGS'.
and also that there had been a fraud upon the Grimm-Al-
falfa Association in the creation of a deposit liaki 1ity
énd‘the acceptancs of that devosit after the imsolvency
of the Stanrod Bank was tnown to its officers, and that
the Federal Reserve Bank 7znew that also,

The even nuunbered drafts were dismissed. They set
up causes of action on another theory, they were dismissged
ultimately and did not figure in the law suit. The Judge

allowed the cause, however, to be brought on the SiX
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causes of action, and allowed all the evidence to go be-
fore the jury, saying that he did not now whether he
should try the case in equity or at law, thet instead of
trying to decide that qguestion, which would have cleared
the decxzs, he decided he would try it both ways; that
if it was a law question the verdict of the jury would
stand as a law verdict, and if it was an equitable ques—
tion he mould regard the jury as having been empaneled
ag an aid to the Chancellor in det>rmining the question
of facts; that he would adont the decision of the jury
on the question of fact as the Chancellor's decision,
Judge Rodmsn in the Circuit Court of Anpeals said that
he was inclined to think that the case was at law, but
that it wasn't necessary to decide that, since the double
coﬁ:se «nich the Chancellor had takxen wes enough to justify
the judgmemt if it -ould stand on other grounds.

out of thet somevhat.confused situation in the lower
courts, caused by the determination of the Trizl Judge not
to decide exactly what xind of case he had, it was very

difficult to conduct the case and it is very difficult to

anply facts to the law, Now the net result of all of

that is this, that the Circuit Court of Appeals held that
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a jury having passed on the question the only thing they
would ceteriine was whether there was enough evidence to
20 to the jury on the guestion of eithéria %tort or a
fraud, or a tort in the nature of a fraud, and they de-
cided that there was enough evidence, Now that evidence
which the (Circuit Court of Appeals reviews, is based on
two or three things. First, the apnlication thét was made
for discount of this paper at the Fed-ral Reserve Bank‘of
San Francisco, on which was the letter "D", which indi-
cated to everyvbody in the Federal Reserve System, so
far as I <now the origin of the paper, thaf it had come
around ultimste-
it belonged to
Federal Reserve
therefore, in your
of action, to clarify that misunderstanding

,add 8@ither exnlain it on the amnlication or take out of

the gpplication that designation of source which is eowfus-

able into a designation of ownershin, thereby overcoming
that difficulty.

-The next thing that . f Apveals commented
on was th> fact that the Stanrod Bank had endeavored %o

s Sy
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3

borrow money from the Fedsral Reserve Bank of San Francisco
and had been told by the Federal Reserve Bank that they
mould not lend them any more money, that their directors
must put in some money to get the bank out of its diffioul-
ty; that they must have a statement signed by every member
of the board of directors that they would reform their
conduct, and growing cut of that transaction there mas
the

correspondencs between/Utah branch of the Federal Reserve
Bank of 3an Francisco and the Stanrod Bank which indicated
to the Court of Anpeals knomledge on thzs part of the Utah
branch of the condition of the Stanrod Bank.

Then there were one or two other transactions, one
the failure of the Stanrod Bank to vay a draft =hich had
been presentad to it for paynent uoon which it had failed
t6 remit, and which fact was =ithin the wo~ledge of the

&

Federél Reserve Bani, All of those things -ut together,

the Court of Apvn=2als held, consti*uted some evidence, and

enough evidence to ¢o to the jury, end the jury having
determined the facts, they —ould not disturb it as a
cuestion of fact.

S50 much for the Grimm-Alfalfa case as & case. I

thint it lsaves the law exactly where it has always been

»
e
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which you gentlemen wmnow as well as I, and that is this:
Then a vank is in fact insolvent and is tnown by its
officers and directors to te insolvent, the creation of
deposit liability by that bank, with tnovledge of its
condition on the nmart of the officers and directors, 1is
a fraud on the dzsnositor, Any body that takes evidence
by which that fraud was nossible to be committed, like
the paver that was dennsited and sold to the Stanrod
Bank, and takes it with twnowledge of the condition of

the bank, and elso of the fact that the officers and

directors of that bank iteelf had *tno~ledgs of its in-

solvent condition, becomes a pe ty to the fraud. That
has.always been the lew and is still the law, as stated

in -the Grim-Alfelfs case, Ay judgmnent therefore is,

as. I said at the outset, that the Grimn-Alfalfa case

has.not chengsd the law and we must meet the question
you have raised, it seems to me, from another set of con-—
siderations. The Grimn-Alfalfe case may be quoted here-
after in sone cases lize it, dut it is not strong enouzh
in itself to the chenge the very authoritstive oninion

of the Sunremnz Court of the United States in favor of the

law &8 hav: . it to you; that is, that mere sus-
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picion is not enough, a condition~of insolvency in a
bank or a condition of suspicion in a bank which is bad
enough to challenge the suspicion and alertness of the
Federal Reserve Bank, will not be enough, There must be
actual insolvency and it must be brought home to the Fed-
eral Reserve Bank in order to create liability, The
Grimn-Alfalfa case, while it may be cited to sﬂ;w that a
less degree of knowledge than has heretofore been supposed
to be{énough to charge a Federal Reserve Bank —with tnow

. ledge, is not enough to overcome an oft—reveated decision
of the Supreme Court of thé United Stétes on that subject,

I think the next time a case arises in any of the

Fedéfal Reserve Banis which involves this question in
any of its forms, that it ought to be regarded as — no
matter in what form it arises or where it arises — it

ought to be regarded as an opportunity to bring about a

conference of lawyers representing the banks, and should

.become, if I may make a suggestion, what I think you would

- call a system matter, so that from its inception clear
through to the end it can have the attention of the en.
tire system with a view of getting, if you can gets &

declsion from some other Circuit Court of Appeals which
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will clarify the atmosphere, The decision in the Grimn-
Alfalfa case has not in any degree affected the integrity
and validity of those well established »nrinciples of law
which I think the Grimn-Alfalfa cesse does not undertake
to alter, but may be regarded as having altered the esitua-
tion of the anplicationof those wnrincinles to these facts,
g0 I mould sugcest that the very next time a case arises
anywhere in the System that involves this question, that
it be made a System mattsr, anc that from the very out-
set the recorgemolded with a view of presenting it to the

last court that will hear it, the Circuit Court of Ap-

p3als, or the Suprehe Court, as the case may be, That

this precise question be extracted and made as much an

igssue &s possiple in the case in order that we will get
an authoritative determination of it. The difficulty
is not with the Grimn-Alfalfa case, It ie the difficulty
inherent in the system, Taking the law as I have stated
it t0 you, where a Federal Reserve 3ank has actual Xnomw-
ledge of the insolvency of a menber bank, it takes by
discount paper from that bank, it incurs liability.

Now what is to be said on the question of a statute

giving the Federal Reserve Bank the right to examine the
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member bank and to bscoxe acguainted with the condition
of the meaber bank, and where the Federal Reserve banks
have access to examinations made by the Comptroller and
by State bank examiners, even worging in concert with
those examining bodies in meting a joint examination?

Does that attrdbute xnowledge of the condition of a bank
to the Federal Reserve 8System of a tind that can be vlead-
ed in a suit of this sort? I think that raises a very

difficult and, psrhaps, a very parlous question. That

cguestion wes not raised in the Grimm-Alfalfa case. Thers

was no suggestion in that record, or in any of the briefs,
that the Federal Reserve Benk of San Francisco had any
wnowledge of the condition of the Stanrod Bank by reason
of any examination it had ever made;as a mere exXamina—
tion, They attributed to it tnomledge growing out of
transactions which it had with the Stanrod Bank but it
never attributed to it any knowledge growing out of its
function as an examiner, or the fact that it had examined
the bank, That question is going to be raised some time.
A suit is going to bz filed in which the Federal Reserve
Banz will be held accountable by reason of the fact that

it has inowledge which it has gained through an examination
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of & bank, or that it ought to have had it. That is,
thet it ought to have had knowledge if it had examined
the bank as it had power to do. That is golng to make

it mre difficult. I do not mean to say that that would
be conclusive. I think it would not be conclusive. i
think 1t is going to make 1t more difficult to get by a
court on a motion to arrest the case from the jury on
evidence which would Jjustify submisgsion of the question
to the jury. Courts are going to raise the question as
to whether there 1s not always some evidence of knowledge
on the part of a Federal Reserve Bank where a Federal
Reserve Benk hes been examining and has hed the fruilts

of the examinstion made by the Comptroller or the State

y . i h 1
bank examiners, as. the case may be. Whether there is

anything you could do to moderate the respensibility I

do not know. Tt is & curious kind of responsibility.
You heve the power to examine and 0D viously you have the
duty to examine, but you have no visitorial power in the
sense that you can close the bank. You can expel it from
the Federal Reserve System if 1t falls to live up to its

condition ofmembérship but you &are not given power to
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close vanks by reason of any condition disclosed by such
an examination on your part. Your power as examiners
falls short of being a visitorial nower, and yet it 1s
a nower that is very essential to you in order to enable
you to help banks for one thing and %o deal safely with
banks for another thing.

You have that wower under the statute, I should think
it would be undesirable to surrender that power, although
it increases your difficulty in defense when you are
charged with having knowledge in any situvation where pos-
session of xnowledge immoses liability. Now, I am not
a nractical banker. I cen merely state %o you what the
orinciples of law are, As I have tried to think it over
it seems to me that the only answer that there could be
would be to put a red ticket in your own banks upon
every bankz an examnination of wwhich, cither by the Comp-—
groller or by the Federal Reserve Bank or State Examiner,

or because of the condition of its reserve account, showm.

ed that the bank was extended and in trouble, and that

in dealing with any such institution an abundance of
ceution should be used with regard to npaper of fered by

then for discount or as collateral to the TFederal Reserve




Bank, That is a statement of principle which is very

easy to mage and very difficult to apply. The nroblem
you. have of course is whether you should play high exe-
cutioner to a ban't that is in trouble — and is not in-
gsolvent, but is in trouble -~ but may get out of trouble,
and make a catastrophe because of your knowledge of the
bank by closing its doors and refusing to helnm it., I do
not think there is any set rule you could apvnly, 7You have
g0t to exercise just human judgment in each one of those
cases and continue constantly to exercise that judgment,
Doubtless it may mean some losses to the Federgl Reserve
Bank, but those loses will be moderated and minimiedl if
care is used, 1In my judgment it would be very much bet.
tex for yvou to tawe some risks and lose some money than
it would be to put the Federal Reserve Bank in a situa-
tion of rigidity with regard to banks that are in trouble.
I should be very hadpy to answer any questions.

Govarnor Crissinger. In a case where a banik Proves
to be insolvent, and there has been indication all the
time that something is going wrong, and the Federal Re-

serve Bank neglected to supervise the examination, would

you tell us what position you would get into?
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#r. Baker. I thint failur= to examine is just as

bed as that %ind of examinstion. That is to say, where
you have the nower and do not use it I think you would

be chaergad with responsibility just as though you did

have (nowlecge.

Vice Govarnor Platt. Tould that anply to your Nation-
al RBanks as well as your State banks?

Governor Crissinger., Right in the beginning of the
Stabute the Statute says it is for the purnose of creating
a better supervision of banking and a better system of
bankting, or something of that gind. |

Vice Governor Platt, Yes, it Joes say that,

4r. Bsker. I would not say that it wes the duty
of the-Fedeial Reserve Banis to conduct independent &%
aminations, 6r thét they —vould be held to responsibility

for not doing that where examinations are being made DY

others if they are perfectly free to take those examina—

‘tionS. 4 thinc the statute gives you that power.

Vice Zovernor Platt. Yes, it does,

iir. Baker, So that There a Federal Reserve Bank
relies uvon éxaminetion and renoft of the Comotroller!s

office, then I think you would hkave a merfectly good




alibi.

Govsrnor Crissinger. Assuning that thse report of
the Comptroller on one of these examinations does show
a lax banking system in the bank, and does show that
ther= are things going on that are being criticised,
would it be th= & v ederal Reserve Bank to tagke
notice of that fact?

Mr, Baker. Obviously I think where you find in the
Comptrollerts report or the Ex=minasr's report such condi-
tions as would put an ordinarily prudent man on guard,
that you are then cherged with any knovledge that you

might discover by an indspendent examination.

Governor Calcins. I would like to ask a question

with no regar@ to the zind of exanination you were just
speaking of. TInasmuch as the Federal “‘eserve Banks oOT

the Fedsral Reserve Board have the nover to accept the
examinations of State and National departunents, are they
not charged =ith responsibility of detemmining whether
those examinations are sufficient or not, and whether they
are acceptable examinations? e believe that we are. I
think in reviewing the reports of examinsetions that come
to ue, mainly from State devartments, and possivly in

gsome cases from the National department, that we are
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charged with responsibility of determining whether the
examination is a sufficient examination, whether it is
o dependable examination, and whether we can accept it
or not. Is that your idea?

J{r. Baker. I thinz in view of the fact that the
statute gives you the option to decice whether you will

reky upon the examination of others, that it also imposes

an obligation on you to determine whether that examina-
tiln is reliable, or one that you can rely om,

Governor Cgzliins. The other question that I have in
mind, and I would appreclate it vexy much if you would
elucidate it for my benefit, is thse question of how, pre-
vious to the decision in the Grimo-Alfalfa case, insol-
vency might be determined or should be determined; in
other words, what are the determining elements or factore,

by which insolvency was determined in the absence of

the actual closing of an institution?

Mr. Baker, 0f course the law is verfectly easy 1o
state, but the awoplication is sgain difficult. In the
Grimn-Alfalfa case there never was, and hes not %o this
date been, any determination that the Stanrod Bank was
insolvent. There never has been to this hour any determina~
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tion that the Stanrod Bank was insolvent. What took
nlace there was the ban%z closed ites doors; I think its
elderly president got scared and its orincipel directors
got together on Thanksgiving Day, they decided that the
situation was nretty dangerous, they did not want to do
anything wrong and they closed the doors., Two or three
months after that had taken place, when their assets had
obviously lost a great deal of value, a schedule of their
assets, with the appraised values then fixed, was exhibited
in the case and it showed, on the basis of the valuation
mede two months after the bank closed its doors, that
the bank could be inferentially regarded as having been
insolvent at the time it did close its doors. But they
never did determine the insolvency of the bank as of the
date when those drafts were deposited in the bank.
Govarnor Calkins. I think you missed the noint I
had in mind, :r. Baker, In practice we may say that a

bank is insolvent under two conditions, First when 1%

has committed the unmistakable act of insolvency by being

unable to meet thz ~emands of its depositors, A bank
that cannot meet the current and local demands of 1ts
depositors is an insolvent imstitution in practice.

Secondly, it may b2z det~rmined by eometituted authority,
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such ag the Comptroller of the Currency or the 3tate sup-
eri ntendent of banking, to be insolvent, But as applied
to banks from a practical point of view I do not inow of
eny other kind of bank insolvency except those two kinds.

mr. Baker. I think there is a third %ind, which
would perhaps be a rare occurrence;nbut you can imagine
a bank in such an extended condition that every memnber
of the board of directors would feel hopeless about being
gble t0 rescue it and yet be unwilling to face the music;
where you would say there wes nothing to do but close
the doors, and they would say we know we have to do 1%
but we are not going to do it, we just cannot face the
wrath of this conmnity. We will not do it today. Maybe
something will havpen tomorrow. 7Then a bank is in an
obviously hopelessly insolvent condition and yet they
adopt & ilicawber attitude toward it, and put off ths
evil day hoping that something will hanpen, then I think
you know that ban% is insolvent,

Governor Crissinger. That would you say as to the

effect of evidence against a bank which “emanded and was

receiving a large amount of excsess collateral for loans?

Would not that be a fact that would be taken as charging




the bank with knowledge there was something wrong?

ir. Baker, Well, it cdoes not scem so to me, xr. COriss-
inger, It may be vwerhaps that I do not aoply that as I
ought to,

Governor (Crissingsr. I mean a bankt that tnows of
criticism, through a National Bank ZIxaminer, of that in-
stitution, knows it is very much extended, and because of
that fact demands a large amount of ex¥cess collateral, in
order to mace the bank a nreferred creditor? Aren't
those some facts that mould go to a jury to determine the
question of whether the ben't is on notice?

sr. Baker, I should think so if that were an excep—
tional case; if you wmmde an excepntion of that bank as
against other oanks.

Governor (rissinger. They are not exceptional cases,
There are a zreat many cases of that kind, where the
Fedaral Tessrve Banks do znow that those banks are largely
extended and, for the nurpose of trying to »null them
through the condition in which they find them, they demand

large excess collateral, sometimes all of the resources

of the dant, to secure the dending bani?//lsn't that one

of the things — at least it is so dowm in Chio, if I Te-
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menber it correctly —— which would reflect upon the ques-
tion of xnowledge of that bank!e 1lnsolvency or solvencyy

iir. Baker. I thint it would be, although as I un-
derstand it the Federal Reserve Baniks, when they do get
marginal or excess collateral, get it not only to secure
the existing obligations but future obligations ag well.
I think if we were arguing to a jury we might well say
that the reason for ths excess collateral was not to take
care of this vmarticular claim, but that the Federal Re--
gerve Bank was more or less a continuing creditor of the
vank in question, snd the excess collateral was deposited
for that »urpose as well, I understand, from something
sr. sMason said to me, that banks very often, of their
owm motion, deposit excess collateral as convenience
for thamselves, so that I should think that was a more
or less equivocal circumstance in eny varticular case
where excess collateral was demended, unless it was done

regularly in regard to a bank of which you otherwise had

tnowledge of its extended condition.

Governor Seay. It has really become & banting prac—
tice,
Governor sicDougel. Requiring additicnal collateral

ie comnon banting vractice. It has always been required
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by commercial banks, which have reguired a large margin
of collateral, in connection with advances to other banks.,

Governor Crisginger. I understand that, but I am
inqguiring about this becauss thers are cases, about which
you zentlemen of the Northwest 'tnow, where nearly all
the paner of the bank has been taken by the Federal Re-
gerve Ban{; at least vaper that is worth anything, and
yet that ban: is nermitted to run and recelve devosits,

uir. Baker. Of course, Governor Crissinger, that

is a different case from the one I was discussing. Here

are a hundred meaber banks., The Federal IReserve Bank

comes to the conclusion that Banx A or No. 1, in that

hundred, is in a different situation from all the other
99 banks, It says to Banx A, "You amust put up more o©ol-
lateral than anybody else in this whole list of a hund-
rod banks, in oroportion to the service that you get from
this bank." T think that »laces you in a prejudicial
position and I think it would be prejudicial to argue it
to any jury,

No™ the condition of the reserve account of menber
banks is a circumstence that you are zoing to have to

face bzfore juries. The statute mskes it obligatory to
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maintain those reserves, and a bank which over any sub-
stantial period of time is low in its reserves and some-
times has an overdraft in its reserves, creates a situa-

chillenges the attention of the Reserve 3ank to

the condition of that bank, and in some suit that we are
going to have to face some day we are going to have the
lamyer on the other side get up and nroduce in court the
state of the reserve of the vank in question and the
circumnstance which we ought to have taken notice of
which ought to have »ut us on our guard,

The Chairman. Of course ths ressrve benks are loan-

ing a hundred million dollars end 1t is natural I think

for every banking officer in the Reserve System 1o feel

safe in observing the rules which have always applied to

the loaning of money in commercial banks. We have now
learned that those rules do not anply to the Reserve
Banks because we are charged with certain special <now-
ledge which the commercisl Yank never receives from its
banting customers, and thersfore we have got to con-
gsider to what extent, unwitiingly, we may be building
up evidence in our own transections and in our method

of conducting them which, even under the most excessive




care, will ce 8¢ us waich wmould

a coumnercial Dant at all, mat I aone would
tocay ie sometiing li%: this:
guestion of the &@pplicab! thz Dank.
very cerzfl to havs thet cuazaged in such s
will not building u» evidence arsinst our-
Then comes the guestion of sxa
exaniner!s revort, e ought to hawvs
our Giscussion and the sdvice
envral principles to guide us in dsaling
norts that we . mha onditions ars cdig
would »nut us to some éxtens on notice of the difficul-
ties of the bank, Then thers ise %tae question of tating
adiitional collateral, where ws mads collateral
adlitional collsteral above the face anouat of the naper
counted, where i% rould aopsar thet we are maring

8t ourselves by giving exc2ntional trzat-

ment to individusgl Hanzs. Undsr the zensral form of

contract, —which many of the bankse have,

the additionsal collst=ral on one loan must serve as

collateral on other loans which they may maxze, and

5

which mezes securitiss held in custody fox
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pledges in effect of those sscurities for loans. There
is a difficult question as to informmtion disclosed
in conuoection vwith collsctions
baniks, in casess whers

2id, and vhich somstimes

cot

reserve vanis so as 10 safeguard ourselves
wZeinst making unnecessary records against ourselves.
It secmus in cases of feiled bDanks or where we have earn—
estly andsavorad to help a meunber bank at times, that
our vary efforts in that dirsction meke us liable, It

of where our liability iancreases wlth the de-
care with —hich we conduct our dusiness increases,

80 to speak, TS business blindly, without any

xnowledge of the concition of the bank, and losn money

to 4%, we are T than we are if we know all about 1it.

-+

ifr. Bsker, Is it possible to ses diffioculties aris-
ing out of another situation ithan ths crsation of deposit

liability? I mcan, for instance this: Eiks you have

ollateral

of the failed bank
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Xnowled. the extended condition of the bank %o
which j vere giving accommnodations was indicated by
vour cdemend for sxcess collateral, and were assisting
in continuing %hat failed bank beyond a woint where it
ghould have continued, to the nrejudice of the gensral
creiitors, who could thus assert their right to the col-
latsral held in prefsrence to you. I do not know whether
that is a practical proposition, but perhaps 1f it is you
bankers have met 1t

The Chairman. I should think that it would arise,

ur, Wyatt. We have a suit of that kind now pend-

Governor Hsrding. I would like t0 ask a question
with regard to this excess collateral. The banks in
Arxoostook County, Maine, which is opurely an agricultural
section, producing one crop, notatoes, up to last fall
were in a very badly extended condition and had deen
for about five yaars. The Federal Reserve Bank of

Boston, evir since 1919, which wes the last good year

thet they had, carried those banks along, at times

carrying them for as much as & million dollars, for those

three little banks., We took excess collateral, They
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menaged to get thoss loand down, in 1935, %o 8750, 000,
But in 1924 they were up again, caused by a crop of
notatoes the prices for which were as low as 80 cents
a barrel. The condition of those hanks o yesar ago was
such that if they had had another low priced crop or
a vzry short crop those banks would have been insolvent,
In other words, there was no actual insolvency at the

time, dbut there was prospective insolvency 1f those

adverse conditions continued, Fortunately they sold

their crop at $6 a barrel, they have all paid out, thelr
deposits have increased 50 p=r cent and the automobile
agents and radio agents are traveling up through there
and selling them stufi. Those vanks will certainly

be back somz time this sumner for more money. They donlt
any of them owe anything now, but I have made up my mind
when they come back that e will take sxcess oollateral
right from the start and while they are in perfectly good
condition, but while we are in a position to point out
that while we do not need it now that they are liable

to have a repstition of that eare thing and may have

some bad vears, and those p2ople may go Crazy again and
spend the money that they have made. I want to establish
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a precedent by demanding excess coliateral right at
the start. If there is any objection to the demand
for excess collateral against rediscounts we will just
their bills payable, and they can make x 15-day
paper and nut up collateral on the basis of one and a
helf for one, or something of that sort.
Mr, Baker. In order to get my own mind clear, the
xcess collateral you are now speaking of is an ex ss

of vaper?

Governor Hard

#r, Baker, On the theory that if hard times come

up there again you will have established the precedent?
Governor Harding. If the 1924 conditions had con-
tinued those banks would have all been insolvent by this
time. Thejr liabilities were such that they could not
possibly have pulled through,
Wr. Baksr., You would make this distinction: If
they offered Government bonds as collateral you would

not want any excess,

Mr. Harding. ©No, not on govemment bonds, but they

do not have Government bonds. ALl they have got are the
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notes of

land wortgayg

question comes dom to this:

of 'zaoledgs against your bank
growing ous the that vou demand excsss collat-
eral of the kind which expsrience hes shown you has a

tsndency o ges frozen from seasona | In enswer

to that question I would say no, theres is no imputation
I think the oropsr administration of

vour bank would reguire you xa.ct more of that zind

of collateral, when it depcnds unon anvthing as geasonal

as tha guccess of the »Dotato crop in Aroostook County,

Maine.

nanks lend

a4

Governor Farding. In the

South, when
moneT not azainst ths crop,actually mmde but azeinst

o .cron that they hope ies going to be made, they always

excess collatsral De-
her than the
condition of
Governor Ferding. Heres is another situation, and

e nracticel case, The First Nationsl Ban: of Putnam ,
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Jonnscticut, got in trouble in August of 1324. On Wed-

nesday aftcraoon the Ixanine \ Thz »prsvious &x-

aminations had shovn ths ha baniz was somehat extended

-

put the reserved were
1th the Federal Reserve 3Ban: was
out %0 bs zood papsr dDecause e
practically all of i%,
found that his »eculations, es
about $40,000 and the Metional BanZ-Zxaniner stated
that as far as he :ne~ the Dsni wéeg solvent; that the

losses that they had “iscovered were about $40,000,which

RS

we.s more thian arad by thz surplus profit. Tae c
were baginning to come in tarough the Boston Bant to be
sent by ue to0 this banz. Te sent e man domm therz so that
thege checks to him. The first day they
paild us by ziving us e check on & bankt in Boston where
they- had an accoun%. The sscond day they didn't have any
money in any ban: account to pay the checks with. The
chects cewe in in increasing volume. You can see if we
had ¢amanded payaeat i 2 thoee checks and pPro-

o

tested non—-payment, —e e oR ke (el

morning. The Ban: Sxeminer stated
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covered losses amounting to a hundred and twenty thous-
and dollars, but they still thought the vank was solvent,
He sald they were going to get the directors together

do somsthing. That day we had $43,000 worth of checks
the bank which we sent down there. TWe had our agent
onz of our omn officers to send the checks
care of the checks that w had on
we had them
them/send in some paper, not by way of excess collateral,
but merely paper that =e could put to their credit in

.

cage we needed the funds to6 pay these current checks

4

that were coming in. The point I want to bring out is
this: The papsr we took was not paper that the bank
had taken a day or two before they finally closec; 1%
was not sight draft or demand draft, but it was paper
of the manufacturing concern waich they had there for
over two months, and wae renswal of paper that they had
been carrying for a year or SO, We took care of those
the bank directors closed
the banz, We had no troudble with the checlks that we gob

on Monday dbecause our man down there nrotested them all

and they were sent back, The »oint was that we had

a littls disoute with thz peosle whose nots we had dis—
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counted on this iipnday, They claimed that our discount

had ceprived them of their right of offset; that they
had a deposit of $4500 in the Putnam Bank and that we
had taken $15,000 worth of their peper; they said if

we had not taken the paper they would have had an ofi-
set azainst that banz of $4500 that that dbank owed them.
They said our tarxing the paper deprived them of this
right , We temporized with then by telling
then that if ws managed to collect our dedt in other
waye that we would be glad to release the paper. The
thing was finally adjusted and we came out without any
loss, but it was a very ticklish situation, As I under—
stand it, in the Grimm-Alfalfa case the discounts were
demand drafts.

Lirs Baker, Yes,

Governor Hardin. The discount here was not a sight
or damand draft but part of a customer's regular line
of paper. T he bank had thie vparticular paper in its
possession for over two months and it wes & renewal of
a loan that ths Dank had been cerrying for sevsral months,
or pserhens years.,

Mr. Baxzxer, I confees that I 4o not see any spe-
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cial differsnce between the two cases, that is to say,
if you believed that this particular ban’t was insolvent
at the time you were taiing ite paper.

Govzrnor Farding., We didé anot inow whether it was
insolvent or no%. We were in a bad fix,
Examiner did¢ not tnow, Thie man &i¢ not esp any vooks
of these transactions, but as cashier he received de-
posits and nut them in his pocket end they were not shomn
books. The banz had a liability which was not

shown on its books.

iflr, Baker, - It ie a2 difficult question. The

elements necsssary for liability sre three. First, the

vank must in fact be insolvent; sccond, 1ts omn offiocers
and directors must know i% is ingsolvent, oI believs 1%
to be; third, you must know both that the bank is in-
gsolvent and that its officers znow it. In the case you
put the officers and direqﬁors of the bank itself did not
o™ that it was insolvent, 4icd not believs it was in-
golvent, but belisved othertiss.

Governor Farding, The orly man who tnew it was in-

solvent had shot himself in the head and was then in a




comatose condition.

lir. Baker, The case that you put plainly was not
the %ind of knowledgs, as a matter of abstract law, that
the statute covers, But if that case had ever gotten be-
fore a jury, and they had had all the krowledge produced
before them which you had, whether or not they would have
taxen the position that you should have known, is a ques—
tion that drals with ths human element and which no one
can answer,

Governor Hsrding, On the question of excess col-
lateral, if a bank in an azricultural Tegion tekes ex-
cess collateral on a. farm crop which ie not produced,
why 1s not the Federal Reserve Bank clearly eantitled to
take excess collatergl fran the bank whose sntire loans
are with those farmers on their crops?

ur, Baker, I think it ie. I think wherever the
demand for excess collateral is due to the character of
the collateral that you are perfeotly within your rightg
and there is no indication of tnowledge in that demand
for excess collateral.

The Chairman. If it were possible — I do not know

whether it would be,because practices of reserve banks
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differ cuite waterially and the situations in vhich they
deal differ in the different districts —— bub if 1%
were noseible to prepareée a statemsnt which would make
fairly clear what the »ractices of each Federal Reserve

on these various noints, if that could be
assembled in such shape that it would de illuminating
to any dangsr, any special danger to be guarded
ageinst, do wvou think it would be nosgible for you 1o
review all of them and give us some sort of suggestion
of how to shape our course?
s way of a guestion-
s practical tnomledge of these
things,, and if they were sent %o him he and I could snhend

some time with them. I think he would be zlad to do

that,

The Onairman. That is exactly what I had in mind:

That we arrange at this meeting some scheme by which

e ach Pederal Resserve Bank could suvbait to My. Wyatt an
accurate statement of thelr attitude on these natters,
how they handle then in the banis, and in fact get the
information wp in intelligible form so that you would
not have to go over a mass of papers. I wgs wondering
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Wyatt and yourself might not advise all of
Benks in this matter.
i am wondering, and I am willing to
think out loud about it, and some of the questions I
ask may be very foolish to you practical benkers, but I
am wondering whether it would be »ossible to nut in the

“
L

application a certificate to be signed by the applying

banz thet it was the owner of the paper.

The Chairmen. 3Juite possiblie,

ilr. Baker, That avolds the question ags to whethex

the paper is there for collection or whethar it is maper

that is omed by the bank. In this case, for instance,
if the Grimm-Alfalfa paper hed been sent to the Stanrod
Bank and the Stanrod 3ank had sent 1t to the Federal
Reserve Bank with a statement on the application that

it was the owner of that paper, it would have eliminated
half & dozen confusing cquestions from the case when it

came to be tried.
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Bank to a meaber bank vwhich is close to the point of in-
solvency and vet it be an individual loan in the sense
that it 1g well secured and the R e nk would
heve no loes. Does this mean thet such loan shall be
made to a bank which is not safe, although the indivi-
dual loan may be safs? Does it mean that the Federal
Reservs Ban: iust meke a loan, or accorcing to the lan-

extendé to esch meuber bank such

scounts, and so forth, as wmay be safely made?

guestion that it raises in my mind i undar the various
circunstances that lead the menber bants to come 1o a

Ban: for accommocdalion, what constitutes

Governor Strong, OCertainly a loan tha s charge
writh fraud would not he 2 safe loan. Where the circum-
this Grimm Alf=zl1fa cass enplied they were
chargsd with tnowledge that it was distinctly unsafe, the
statute would not impose eany mendatory obligation %o make
a loan under those circunstances.
Mr. Miller. I wonder whether there is anything

mandatory thzre.

Mr. Bakxser. I think not., ,Jhat statute has to be
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o

read ae though 1t was turned about, that the Federal

Reserve Banl? shall ndt rsfuse to extend to a memnber

; dation

bank any discount or advancament 0Ff accommo/ on any
other ground than that it is not safe or resasonable.

The mandate is that you are to assist the dank where 1%
can safely and reasonadbly be dons, but you are not under
mandatory obligation to assist benks in all cases.

#r, diller, WThat do you sey as to the distinction
between a lhan that is safe and a bant that is not safe?

Wir. Beker. I do not think that distinction is there,
I think the reasonableness of the extension of the dis-
count or the advancement of the accommodation has to do
with the condition of the bank.

Mr. Miller., With the condition of the bank?

sr. Beker. Yes, Obviously: it would never be
that they should accspt a plece of paper that was not in
itself safe.

Wr, ¥iller. Of course that is done, the paper is
not safe in the sense that it unquestionadbly will ligui-
éate itself at maturity, and the Reserve 3Bank therefore
demands what is called excess collateral, because it has

doubt as to that paper, In addition to that, i, Baker,
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in connection with this intsrpretation, all of the paper
thet the Reserve Bank takes from a meiaber bank comes in
of course with the menber bank'e gndorssment, and the
minute it exacts excess collateral dozg not that sug.
gest a question in the mind of the Fedsral ReseTve Bank
as to. the safety of that banky

-4Te Baker.
Mre $iller.  You thing
ir. Baker, I %tnink i% might in csrtain casszs, but

not necssearily. I think Governor CalXin's nronosition

illustrates the gituation. His Utsh bant had been in

the center of the district whsare everything wes ext
end evzrvthing frozen, and ths duty of that daanx, under
this Act as a part of the gencral fiscal sgency of the

Governument, seems to ae to have been that of
hat situstion in the national interests, I think that
the first duty of that bank. It is a duty that car-
rics with it %hs resgponsibility and likelihood of 1oss,
and such loss as bhs Federal Ressrve Bank of 3an Franocis-
co hes suffered by reason of 1ts cdegire to tide over a

bad, widespread situati n af fecting that section, it

geens to me a loss that is exnected by the statute that
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the Reserve Bank saould stail hat the
quire , baniz dsaling with that situation
Fortun-
et ag well as
sasonavle
nas on any facts that Governor Cal:ins could show
that ths situation that heopaned in the Midcle West that
happened in such and such a year, that the situation had
changed favorably and he could on past history anticipate
o sufficiently favorabls change in the situation to just-
ify the extension of credit, then I think that history
of what had hsppened in the past would impose that
liability wupon him.
Govzranor Calzins. Mr, Baksr, I would like %o say
that vou talk zs if you had been running the Federal Re-
gzrve 3ant of San Francisco during the period to which

the »olicy followed

situation almost ex-

actly. Howevsr, I would lixe eturn to the crucial

question with which we are dealing, end that is what 18
the ground upon which you must dstsrmine thae solvency

b

or insolvency of a mexbsr bank. Thieg Griom Alfalfa




case, and the other

hinged entirel

guestion was solvent o

Yow, I stated my two causes for, Or My two kinds of insol-
vency, and you added one more, I realize the force of
that. I amn wondering if you will undertake %o say that

was chergeable with knowledge of

insolvency under certain conditions as you described, and

for the purpose of illustratiom, I would like %o say this:
We have another bank, and this is & good illustration
of the point T ax trying to make, in the same tomn 1n

£ 9

which the Stanrod Bank is located, the officers of which

were desparately incom@etent. The bank wes in a terribly

over extended condition, in fact it found itself in al-
most the same difficult situation in wich the Stanrod
Ban’s found itself, But it happened that the President

of this bank, a man 86 years old, is a man with an ample

fortune, and that man sald, not going to

close; I have sufficisnt fortune ] ect it and to

protect 211 of its deposiiors and stockholders, will

pledge, without any reservation, everything that I have

to protect the creditors and depositors of this Dbank.™
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Anc¢ he dicd tha hat nk is in first class con-
dition and 1‘1 n't ow car nyboldye. How by the
Gest of 1l ;onc.it io a vank, the xnorledge of
had, that bant was
as truly insolvent as the Stanrod Bank ever was, and yet
it never was insolvent. This is a crucial guestion in our
dealings —ith the aemnber banks in extendz=d condition.
What puts us on notice that bank is in a dangerous con-
dition first, because then we must exsrcise additional-
caution, and second, what puts us on notice that a bank
e

is insolvent, because then we must stop aating any

ther advances to 1t. The whole thing boils itself

in my opinion, in these cases and comparable cases

thig: What facts may we apply to detsrminz the solvenocy,

or more pariiicularly the insolvency, of a menber dank?

I go vack and say that thsre are two <inds of bank in-

solvency known to those who nractice banizing, me is
insolvency as evidsnced by an act of 1nsolv:ancy and
second is insolvesncy because of th: declaration of
constituted authority, such as the Comptroller of

the Currency or the superintendsnt of banking, that a

bank is insolvent., I am still sorewhat at a loss to find
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some cdebatable ground upon which we may determine that
a vanz is insolvent.

thin’z there can be any answer

each case hasgs to stgnd on its
omn facts, It is Jjust a qguestion of ex:3rcising sound
judgment with regard to each case. -Take the Stanrod
Bank éase. You recall the exact facts better than I
do, but someone sent in a draft for team or twelve thous—
and dollars to be collected and the procceds ramitted,
They did not get the renittance.

Governor Cgl:ins. The facts in that

as would anpeal to a jury as constitubing

solvency but which, as a matts faot, cichinot-econsdil-

tute an act of insolvency, use as you will recall,

the reason that that draft was not »aid was that a junior

officer of the Stanrod Bank hacd misapnlied the funds
ovided to meet the ft and the other officers held

back payment of that draft in order to apply pressurs %o

the father of the junior officer who had misapplied the

L}

funds, in order to nake him get ths money back., That

was not in fact an act of insolvency, but it app=ared

to the jury as such an act.
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to have those two things happen at the
freedom of your judgment is not always credited.

Governor Young. Naturally iMfiinnsepolis is very much
interested in this question. We attempt to work it out
as well as we can ourselves as to when a bank is insol-
vent, but I think I can say with safety that so far as
reports on National banks and State banks are concerned
that I have never sesn one which showed an insolvent
condition, even with 206 closed banks. Wow that is not
any reflection on the Uonmtrollerts office or the National
Bank Examiner. It is an extremely difficult thing to set
up losses in a bank unless the directors of that institu-
tion want to admit the losses. An examiner
has an extremely difficult job.
losses unless the directors of the
ses, 8o far as the Exeminers! reports are concerned I

Never
thinz our bank could safely say that we have/had any

_ 4 - ; 4 :
xnowledge of insolvency of any of the 208 banks that have
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assume that a man discouated a note in a
banz, wayable to the bank, that they sent it
we rediscounted it. He could not set up the
3¢ very vell that he had nut his om noie in the
and could collect it unon himself, I do not think, so
far as 99 per cent of the notes that we get are concerned
in the Ninth District, that we are assuming any liability,

But
Those people have zot to nay those notes. / in the transit

. NI L may AP 7
department I think there/bec liability.

ir. Baker. 1 ¢o not feel as nfider .8 you seem
to feel ebout your safety when is to mer!'s own
note that is discounted.

Govsrnor Young. 3But sunpose he has no dealings with
the bank at all. He is simply a customer of the bank

as a negotiable instrument., He does not

Thet is a different gquestion,

ernor Young On 99 »r cent of the notes they

>3]

have of fset balence, we get then to pay down to the

agmount that we haeve advanced coliateral

-
i

position whers we can return ths papser to the Recelv

zs out from a practical standpcint,




there is another feature of the situation that has
concerned us a good deal, Je are dealing with a great
nunber of banks that are slow in vaying. ‘In the Neorth-
wst the grain trade is financed by the country elevators.
They draw a draft on a car of wheat mith s bill of lading
attached and send that in to us for collection, the same
as in the Grimm Alfalfa case. They do not asiz for any
time credit, they do not asgt us to rediscount but simply
want us to pr:isent it, collect the proceeds and place to
thelir credit. Now it seems to me that there is a great
liability on our part in handling these non-cash items
and vassing credit to a memnber bank that we are on notice
1s insolvent, Am I correct in that?

yir., Baker., Do you thinx thers is any danger 1if
you do not pass credit to the menber Yank until after
the collection is made?

Governor Young. I should think so, That is what

I would like to znow I do not know whether it belongs
°

to the bant or belongs to the customer, Here is an insol-
vent bank and we have zot to find out to whom it belonged.
We are nandling millions of dollars worth of that every
day.

gitized for FRASER
ps://fraser.stlouisfed.org




243

Mr, Baker, Thaf does not seem to me to impose lia-
bility. TYou have done what you were acked
are selacted as the agent to collect the money, 1ou have
turned the money over to the vnernon you were authorized
to turn it over %o0. I% certainly cennot be your duty
to g0 to the man who started that collection and tell him
that the agent that he nicked out and selected was not
worthy, that you could not operate through him and that
therefore you would have t0 seek him out and turn it
over to him personally.

Governor Young. And there would be nd liability in
that?

Mr. Baker. I should not think so.

@overnor Young. Then I am satisfied.

Jr. Baker. I think it would be important for you to

get some concurrence, in my judgménte I am just trying
to follow it through as you stated it. I had not thought
of it Dbefore.

Governor Seay, 'Not to multiply suppositious casSes,
but along the lines of CGovarnor Colkins! inquiry as to
what definite thing constitutse nolice of insolvency,

when the Comptroller's examineTr Ieports that he has as-
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certained that the doubtful vaper in the bank is more
than sufficient to wipe out the capnital of the bank,
and yet the Comptroller has taken no steps to close that
bank, would that constitute, in your ovninion, notice
of insolvency, or merely evidence of insvlvency?

Mr. Bgker., I should think that the wiping out
the complet:z capital and surolus of a bank would be
striking a suggestion that it would impose the duty
upon you of assuring yourself of condit ions by proper
inquiry, ; think the impairment of capital
would be enough to put you on inquiry. I am surprised
that no Comptrollsr'!s report ever showed that, When you
speak of never having seén a report which showed an in-
solvent condition, it seems to ue of course that that
is s0 because if the Txaniner'!s report showed insolvency
the Comptroller would close that bank before he made the
report to you.

Governor Younge Governor Seay was inquiring about
doubtful paper, I do not know Thether you would be justi-
fied in calling it doubtful paver, but muchh of

the paper in the Northwest is peper that that is

to
difficult/tell whether it is goed or bad,
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t dep=nds on whose doubt it 1is.
Govsrnor Young. You have to wait to see whether it
is bad or not bad. wat is the only way you can deter—
mine whether it
As 1 say, 1 ienends on whose doubt it
is. O=rtainly a Federal Reserve 3gnk is not clothed
with such wnowledge of the widespread clientile of a

menbar banz such &s to enable it to assay all the commer-

cial Paper that is presented. That 1s a human elemen®t
and you haven!t that information. I do not believe

the burden goes that far. 7Your examination of the bank
shows apparasntly good paper and nothing about the paper
or nothing about the banks to suggest the nossibility of
the pawner bein; ] I do not think it is up to you to

trace out each miece of paver and find out for yourself

that it is good paver. Until your attention is challenged

by something in the bank which showe it to be indulging

in a dangsrous practice or is in an extendad condition —
and if that is called to your attentiony then you are nut
on notice,

Governor Young. You always have that in the transit

department. You cannot avold notice. It is right there.
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Governor McDougal. The practice established many
years ago by the Comptrolleris Department, and -1
likewige by mnany of the State departmen
solvency or insolvency, was Iirst to detsrmine a falr ap-—
praisal of thes assets and then %o find out whether those
assets, based on that eppraisal, were of sufficient value
or, in other words, if the

to nrotect the dewvositors

»
7

kno"n losses were equal in amount or greater than

capital and surplus then the bant was declared to be in-
solvent,. Now it sceems to me that as the result of this
decision the Federal Reserve Banis have a greater respons—
ibility than ever before in the mtter of extending

credit to their menber Ddanks., It seens to me a2lso that
we nrobably have grsater regspongibility than e have been
aware of in the matter of determining solvency and insol-
vency, I think we ought %o have some understanding about

that and I mould like to get your views upon vhat consti-

<

3

tutes insolvency., There have been times when a bank in
difficult circumstances has not been able 1o vay at the
moment the chacks that were nresented, but hoare later,
or nossibly the next day, they have been able to pay theme

’ £ might ¢ Eitute: |
I nave tnown cases of that sort that might constitute 1in-
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gsolvency according to the decision quoted in thie oninion,
but I would like to know if that coustituites insolvency
in your own mind, Mr., Baker,

lr. Baksr. TFHould you mind reserving
until Governor Strong's suggestion is carried out, that
is that an examination be made of the practices of all

ggestions that will

<

the banks, with a view of making su
protect the banks so far as they can be protected in
these situations? I want to include in that the tradition-
al and established definition of insolvency and ascertain
if they apply to the Federal Reserve Banks in view of
the facilities nlaced at their disnosal.

Governor .icDougal, That would be entirely satisfactory
to me. I should like to go a 1little further and say
that my experience over a number o ysars has been in
accordance with that of Governor Young. I have never
seen a report of the National Benk Examiner which report—
ed a case of insolvency from the standpoint that I have
pointed out, with respect to which we have been called
upon to0 render any assistance, and, of course, under

those circumstances, we could not and would not do it.

Governor Crissinger. Ta: bank of that kind that
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was running along for two or three years to your Xnov-

edge, in a very extended condition; you know that thing
are a 1little slipshod in the bank, and you make no effort
to ascertain from your own examining department the condi-
tion of the bank, and don't you think you create liability
in that way?

wr. Baker You cannot establish insolvency in that
o ann R

Governor (tissinger. No, you cannot, but you can
make yourself negligent in not checking up oa that bank,
can you not?

Governor scDougal., There areée 1O Cases of that sort

where we do not check them up.

Mr. Baker, Tn the Grimm Alfelfa case we were satis-
fied with the appraisal made by the bank authoritieis —

Governor s Dougal ~ But it does not constitute
necessarily insolvency. As a matter of fact experience
nas demonstrated the fact, in connection with closed banks,
that their insolvency frequently is not known before the
closing but can only be determined by closing the bank

and thereby forcing them to make an appralsal of the

assets of the bank through an outside authority, the bank
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cxaminer or somcbody else.

Vice Governor ?latt, If that is true, when a bank
is closed and they subsequently pey ouly 45 to 50 cen®s
on the dcliar, it would seem to indicate that the bank
must have been insolvent for e yvear, anywa;, before it
was closed,

Governor scDuugal, But in most cases the officers
and directors themselves do not admit insolvency and the
reports of the Examiners do not show insolvency.

Mr. s51ller, Does it not mean & little more than that?
Isn't insolvency somszthing like human death? We don't

have to wait until somebody certifies 1o the death of a

‘man in order to satisfy ourselves that he is dead. It

is a question of judgment of value of assets set along—
side liability,

ir. Baker. It is a question of judgment, until an

act of insolvency is committed, as Gepvernor Calkins has

said.

sMr. Miller. I rather refer Lo your statement to the
effect that as the Federal Rogerv nks legally are
equipoed with the powsr to inform themselves at first hand,

if they so desire, of the condition of their menber banks,
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they are in a position where they can form a judgmnent as
to whether or not the bank in guestion is solvent or in-
solvent, or approaching insolvency, and therefore they
are not obliged to wait until that fact is desclared by
some suthority. I do not understand that the declaration
of that fact by a State superintendent or by the Comptrol-
lar of the Currency makes a bank insolvent, It 1s simply
a public announcement of the fact, made uvpon his best
belief and judgment after an exaninetion of the bank and
after certain facts have been brought to his attention,
or after some actual act shows that the bank cannot vay
its obligations and, as a matter of fact, is insolvent,

Mr. Baker. I think that is vnerfectly true, The
determination by the Comntroller or the State bank exam-
iner that a bant is insolvent, may in fact be erroneous.

Mre siller, Yes, it may,

sfr. Baxer, But it is rarely erroneous,

Governor Seay, fould you thint it desirable to

attempt by statute to define technical insolvency of

a bank?

uwir. Baker, I do not think so. I think the Supreme

court of the United States —— and I am speaking now just




gitized for FRASER
B://fraser.stlouisfed.org

350
from gensral recollection — has stated what constitutes
insolvenny so guthoritatively, that a statute could not
elarify it very mich,

Governor Norris. "The Federal Reserve Acu, in 1its
general title, states that there shall be g more effective
supervision of banking, &nd then it provides, as a condi-
tion 'of membership, that such bank shall likewise Dbe
ject to examinetion made at the direction of the
Reserve Board or +the Federel Reserve bank., Then ac to
State bants it orovides that when the directors of the
Federal Reserve Bank shall apvrove _examinations made by
State authorities, they may be accepted in lieu of examina-
tions made by the ezaminer of the Bpard. You do not think,
do you, that anywhere in that act there is any duty im-

posed upon us, or even autlhority given to us, if we wanted

t o exercise, %o constitute ourselves the pcwexr and author-

ity to determine when a bank is nt and o %take such
action as would result in closing that bank?

sir. Baker, No, I think nct. I think that statute
was plainly passed for the puarpose of enabling youto

exclude the banks from the pnrivi : £ menwership in the

system which did not live up v onditions imposed upor




ok

members; and when you have determined that you won't have
a bank in the Syetem I think thaﬁ is as far as you can
g0, The question of determining the insolvency of that
bank is, in the case of the national bank placed upon the
Comptroller and in the case of a state bank upon the State
bank examiner, by authority of Congress, and not upon
the Federal Reserve Bank.

Governor Norris. One more question, as to banks
that are not on the special examination list of the Comp-
troller or of the Siate departments They certainly are en—
titled to a npresumotion of solvency until they show some
evidence of insolvency. If in the course of operations

of their transit department or otherwise any suspicious

circumstances arise that% give us a doubt as to the condi-

tion of a bank that is supvosed t0 be in good condition,

we immediately request either the local chief examiner

or the State banking department to make a special examina~
tion of that bankj if the circumstances

make that request are substantizl, or they think it worth
while — in fact, almost without exception they have
always made those examinations, there never has been a

case where such an examination disclosed the fact that the
gitized for FRASER
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but it shows that there is a certain

bank was insolveny,
amount of paper in which certain
slow, but the Comptroller

there is a certain peper that is
or the State department does not regard that benk as in-
make any objcciion to the bank con-

solvent and does not
they mey impose some conditions with

tinuing in business;
ge of officere or a change oi pPOlicy ox

.9

regerd to a chen
something of that sort; but they do not report that bank

as insolvent, and if that report appears on its face to
us to be a fair and intelligent report, made by proper

authority, are we not absolutely justified in relying on

5ok
in my judgment. You have

Mr. Bakez,

met the entire burden by your

action,
Is my interpretation of the ruling

Governor Young.
of the Supreme Court correct, that insolvency may be de-
ank to meet its due ob-

termined by the inability of the b

ligations?

ViKi Baker. Yes.

a °

Governor Young. That is correct?

pdctch
at we btake the spe—

Baker,
et us assume th

Mzx.

Ul

Governor Young.
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cific case that Governor Norris has cited. L.et us as—
sume that me find the assets of the bank satisfactory
but we find that the bank has no reserve, that it has
many cash items unpaid ~hich have been unnaid for several
days, héven't you got nretty good knowledge that that
bant is insolvent from a financial standpoini? In other
words, you have got to lend them some money to pay those
obligations.

The Chairman, MNo bank can vay all of its depositors
overnight if they have a run.

Mr. Raker, WNo, it is a question of judgment, You

look at the bank's asssts; you finc that those assets are

perfectly good according to the best judgment you can ex-—
ercise but they are not sufficiently fluid and flowing

to meet the demands ss rapidly as applications are made,
then you can tide that bank over with perfect safety,

If you make a mistake where you have exercised reasonable
discretion, I think you have relieved yourself of any

liability. Does thet answer th2 question?

Govarnor ’i'rOU.ﬂQ:, Yes’ e think it does,
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Mr.
/ Bakor: But the question I want to raise, end I want to

do it for my own information, is a practical question.
Suppose a situation would arise like that in the case
of the Stanrod Bank, an extended bank whers, due to the
view of the Circuit of Appsals, the Federal Reserve Bank
had knowledge of the perilous, if not the insolvent condi-
tion, of the Stanrod Bank, is it impracticable for the
Federal Reserve Bank, which is appealed to for assistance,
to say to the bank, with regard to the paper pesented,
"There did you get this; how did you come to have it?
Was there any deposit liability created at the time you
got it, which still ox=lisbs?” And to takxe only paper
which did not come concurrently with the creation of a
condition
devosit liability after the dangerous/of that bank was
known? Is that impracticable?

Governor Seay, As to the existing deposit liabil-

ity, I think that is impracticable; but it certainly

is not impracticable to require a statement that the
paner was discounted, because we have elready done that
and do it now. We do require the statement that this

paper has been discounted for so and so, but we do not

ps://fraser.stlouisfed.org
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now, and nevar have, nor do I believe hes any Federal
Reserve Bank, required any statemesnt as to the contingent

¢ eposit liability of the applying benk.

#ir. Baker. 3Such a statement reguired might be help—

ful but it would not be conclusive. The Sianrod Bank
would undoubtadly have told the San Francisco Bank that
it was the omer of that paper.

Governor Bailey, Didn't the svidence ehow that they
never lost title to that paper until they actually got
the money? Didn't they have that xind of an agreement?

wr. Baker, There is a statement of that kind in the
ooinion of the Circuit Court of Anpsals, or something
that looke im that direction in the evidence; but it is
also in evidence in that case that the Grimm Alfalfa Asso-
clation <new that that nener ™as going to the bank for
discount and had done nothing to »ut the Federal Reserve
Bank on notice that they had any claim to the naper.

Governor Young. From a practical standpoint, as I
said before, in our district the offsets are few and far
betreen, because the borrowers as a rule are not heavy
depositors, That we do is to just get it paid domn to

the offset, get the money and turn the balance of it back




to the receiver, in cases where we are not goin
it maid out in full, Where we think we have the
to collect from the banker, which mey involve a hundred
dollars or two huadred dollars, and it is a question of
paying an attorney a thousand dollars to 'collect the
$300, we just forget it and teep on forgetting 1it.
Governor Crissinger. That is rather hard on the at-
torneys.
Mr. Baker. Y¥es, but it is good for the bank.
Governor Harding, With regard to the Grimm Alfalfa
case, suppose instead of drefts that they had made their
fifteen day note and mut the diafte up as collateral
for the note; then the note with drafte attached was sent
to the Federal Reserve Bank, The bank could have collected

the draft just the same, and it seems to me that they

would have been barred from making the plea that the Fed-

eral Reserve Bank had “Jiscounted a note of an institution
that they knew was insolvent. 7They could not have said
that the bank was on notice that this was their »property.

Mr, Baker, Ty not? Tu the case as you put it they
deposited the draft as collatcral security,

Governor Harding  But if they made their fifteen-day
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nbte to the Stanrod Bank, which discouhted the note and
gave. . them credit for the proceeds, and pu®t up a8 col-
lateral the drafts, then they wmould send the note with
drafts attached to the Belt Lake City oranch of the Re-
serve Bank of San Francisco, the Salt Lake City bank would
give the Stanrod Bank credit for the proceeds of the note,
and then proceed to collect the collateral.

Mr. Beker. How mould the Stanrod Bank get title
to that collateral —ith the reserve bank?

Governor Farding. When they discounted the note
to which the drafts were attached as collateral.

ir. Baker, Then the Grimm Alfalfa Assoclation note
ie iteelf discounted with the Federal Reserve Benk?

Governor Harding,K TYes,

Mr. Baker. And carries the collateral =ith i%.

Governor Seay, The note of the member bank is dis-
counted for the maember bank and carries the assignment
of the Grimm-Alfalfa Association.

Governor Harding, Instsad of putting the draft up
they get the Stanrod BRank to‘take helr note for fifteen
days.

Governor 3ailey, The Court went so far as to say

that the Stanrod Bank was not rich enough to loan $30,000.
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#r, Baker. I think implication of xnowlsdge in

case 1is v=ry remote. The Circult Court of Appeals

that the Federal Reserve Bank had knowledge of the
fact that the 3tanrod Bank could not have »aid the note
because it didn't have money enough to may it, and
think that is going pretty far.

Governor Bailey. Ordinarily i es of that Zind
come to our hanxk we give thszm credit, if they have drafts

attached of that %ind, but —e don't pass the money over.

Mr. Baker. The case which Covernor Harding has nut

I have not gotten straight in my head. The Grimm Alfalfs

Association mekxes its own note for $30,000?
Governor Harding. Yes.

Mr. Baker. And discounts that with the Stanrod

Governor Harding. -Yes. It takes credit for it and
gecureés that note with these drafte.
Mr. Baker. That relation does the Stanrod 3Bank have
to the Federzl Reserve 3ank of San Francisco?
Governor Yarding. The Stenrod Bank would send that
collateral note
With the collateral, the note and the

collateral?y
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Governor Harding. Yes, to the Federal Reserve Bank,
which would immediately put that collesteral in nrocess
of collection, and when they collected the collateral
they would pay off the note.
#r. Baker, I don't quite see that tiae fact that it
mas the note of the Grimm Alfalfa Association which was

discounted would make it any different from the draft of

an outside party, becsuse the note is a collectable note;

the Grimm Alfalfa Association would have to pay that

note unless it was npnaid out of the collateral. I do not
see that it would make any substantial difference whether
it i8 a note or whether it was a draft endorsed by it.
There may be something nractical that I have missed in
it, but I do not see that it would be different.,

Governor Harding. Suppose it had been a case of
bonds; that they had the bonds in the bank for safekeeping,
the vank had sent the bonds to the Reserve Bank and bor-
rowed money and sold the bonds to the Reserve Bank? Then
the man could say "Those are not the oroperty of the
bank; those are my bonds. I hac them there for safekeening
and they had no authority to negotiate them," But ~if S ohad

man has gone shead and made a note and »nut the bonds up as
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collatefal back of the note, he certainly would be bar:
from showing that the bank had made any lmmroper use
the bonds,

I think he would be barred fr
that. That ig not quits the questi Gevernor Harding.
The question that faces us is the relation between the
first bank of discount and the customer. Now if those
relations are fraudulent and the
has nowledgs of the fraud, then that transaction is
thing that oecomes infirm. I zo t , bank and giv
note for $30,000 and deposit Government bonds to secure
that note; they discount it and place to my credit $30,000
and fail the next day, and tunew at the tims that I put my
note in there and they put that $30,000 to my credit as
a depositor that they were going to fail, and that they

were insolvent, that is cesriainly Ifraud.

Governor Hardine. I can see where you might raise

the question that the dank had deprived you of your right

of offset,
Governor Crissinger. It
goes to a question of fraud,

ever passed.




Jre Baker, Nething ever passed, Yhat they are
entitled to ha © back is their note and their bond and
have the deposit cencelled as though it had never been
made. If that note and thoss bonds had gotten into the
hands of the Federal Reserve 3ank with notlice of fraud,
then they are entitled to come back from the Federal Re-
serve Bank; and if the Federal Reserve Bank, with xnom-
ledge of the fraud, has disvosed of those bonds and
changed that situation, they are liable to maxe good
out of their own funds what is due to the depositor by
reason of their tnovledge of and narticipation in the
original fraud. Thst is the way the nroposition workns

outs.

Mr. Miller, That is going to havpen in the Grimm

Alfalfa case} 1Is it going to be anpesaled?

Mr. Baker, We tried to get the Suprems Court of the
United States to take it in. Governor Caliins did not
think they would. I think I told Governor Calkins I
thought we had a fifty--fifty chance — that we had better
than a fifty=fifty chance to get it ia and a fifty-fifty
chance to reverse it after Wé got 1t 1n.

Wr. iiller., On what grounds did they refuse?
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Baker. They never & gn grounds when they de-

writ of certicrari, iy bess judgment is that

5 .

they tooz the statement, as coutained in the opinion of

oo

the Circuilt. Court of Appeals, that the verdict of the

3

jury was taken as a speclal finding of fact, and they
took that statement of fact as being some, evidence and
let it go on the question of fact.

Governor Crissinger. Is there anything else that

you want to bring up &t this meeting? If not it is about

time to adjourn for lunch.

( Whereupon, at 12:50 o!clock ».m., the Conference
recessed until 2:30 olclock p.m. of the same ‘ay,)

the mernbers of the Federal Reserve Board ond is. Baker

retiring from the conference room.)









