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( CoPY ) X-4358
Mr. George J. Seay, Governor, _ May 26, 1925.
M. G. Wallace, Counsel. Letter of Comptroller of the

Currency, Dated May 15th, upon
the Subject of the lMethod of
Settlement of Claims, which We
Have Against Failed Banks.

My dear Governor Seay:

Herctofore there has boen no definite rules laid down by the
Comptroller for the guidanco of Receciveors in handling claims presented by
Federal Reserve Banks. Thc positions taken by various Federal Reserve Banks
have not been uniform, and the Comptroller in this letter seeks to establish
a uniform rule,

Highorto wc have been proving against a failed bank a claim for
the entire f@ce amount of rediscounts held by us~ at the date of failure,
and have been recgiving dividends upon the face amount until the amount of
thc‘dividends, plus collections on rediscounts and marginal collatcral

‘ggualled to the full face amount of our claim. Howcver, in every estate
which has been previously wound up it has been very obvious that we would
receive on account of dividends and collections upon rediscounts and col-
lateral a sum sufficient to pay us in full, and no controversy has ever a-
risen as to the correctness of our position. The letter of the Comptroller
to which I refer you mnkes some changes in our position; in some of which I

believe he is amply justified, and in some he is not.

'EACH NOTE TO BE PROVEN AS A SEPARATE CLAIM.

1. The Comptroller now requests that a separate claim be proven upon c@&h
M. B. C. Note, and upon each rediscount, and that the amount of this cloim
as of the date of the insolvency of the closed bank be determined by adding

interest if the note held by us was past due at the time of insolvency,
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and rebating interest if the note was not yet due. This requirement thot
our rediscounts be proven separately, and that an adjustment be made on
account of interest rather than that a claim be filed for the face amount
of the note may occasion some accounting difficulties, but I believe that
the Corptroller is justified in requiring a separate proof of cach clairm;
becausc cach note individually represents a distinct cause of action against
the failed bark, and if any notc were paid in full by the moker, unques-
tionably our.claim upon that note would bc cormpletely obliterated, and it
should not be taken into account in the payment éf-ﬁ;vidends distributed
after the rote had been paid in full. Since the inéolvency of a member bank
is in law considered to work an equitablc acceleration of the raturities of
all clairs against it, making cach claim for the purpose of dividends due
as of the date of insolveacy, I think that it is cquitable and in line with
the best authority that the amount of the claims, as of the date-of in-
solvency shall be determined by computing the present value of 2ll claims
as of the date of insslvency. This is done, of course, by adding interest
to those that ore past due, and deducting an allowance for unearned in-
terest upon those that are not yet due. The Comptroller requires that this
allowance for the rebate of interest be in all cases at the rediscount rate.
He does mot specify whether this is to be the rediscount rate on the day of
insolvency, or at the time of discount, if there has been a change in the
rediscount rate. I assume that he considered that the probability of there
being any substontial difference on this point would be too small to re-
quire consideration.

In rebating interest upon clains not duc, I think it clear that

the rebate should be allowed at the rediscount rate prevailing when the
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Digitized for FRASER .

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



-3~ X-4353 414
discrunt was rade. In commputing the present value of a rediscount which

is past due at the time of insolvency, I inclinc to think that the allow-
ance should not be made at the rediscount rate at all, but at the legal

rate of interest chargeable upon debts past due, according to the laws of
various States. I discuss this rore fp;llyvbelow, and since we scldon, ivf
ever, carry a rediscounted note, or a M. B. C. Note for any appreciable

tine after its raturity, the rate of intercst which is to control if the

note is past duec and beforc the insolvency of the bank is nct important to

us.

APPLICATION OF RESERVE BALANCES, : AND OF
BALANCES DUE ON ACCOUNT OF SURRENDER OF
‘STOCK.

2. Hitherto, we have never applied ga;reserve balance to any particular re-
discount at the time of »nroving a clz;im, but have waited until the time for
a final settlement, and have applied the reserve balance. No receiver has
hitherto objected to this course. Wec have also token the position that the
amount duc on the surrender of the stock held by a failed member bank
should be treated as a collection upon marginal collaterzl. The Comptroller
in his letter tckes the position that at the time of proving claims, we
must apply the money due to the failed bank in its reserve account and the
money due on account of the surrender of its stock to our claims against
the failed bank. The Federal Reserve Banks are to have an option of apply-
ing the funds above mentioned to any selected amount of rediscounts, or
of distributing pro rata among all rediscounts.

In my opinion, the position of the Comptroller is correct insofar
as it deals with the reserve balance. When a bank becomes insolvent, it is
indebted to us as the maker of M. B. C. 'n;ates, and as the endorser of re-

discounted notcs. We are indebted to it on account of its reserve balance.
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It is well established, at least, in the Federal Courts thot in proving
claims against the estate of an insclvent, the claimant is entitled to
set off any money due from himself to the insolvent, even though the claim
due by the insolvent was as on endorser, and was not presently due, and the
money duc tc thc insolvent was presently due. This balancing of counter-
cleims is an equitable setoff., I fhink, therefore, that like any other
right of setcff, the clsimant may be required in proving his claim to toke
a fina]!. and irrcvocable nosition, and to apply his setoff to any portion of
hisélaim, which he prefers, but having once made the application, he can-

notlair‘i;érwards alter his position. He cannot ‘refuse to mzke his application
until after he can determine what will be the probable result of the liqui-
dation of the insolvent estate; because if he files 2 claim and does not
apply his setoff, he then gives the receiver of the failed bank the right
to make the & nlication afsffl}e sees fit. I do not agree, however, with the
Comptroller with respcct to the money duc on account of the suxre‘ii&er of
stock. He apparently proceeds upon the assumption that this money is a
simple debt. I do not agree with him. It is well established that the ro- |
lation of a corporation to one of its stockholders is not that of a debtor.
In t§§ absence of an express statute, we would have no lien upon the stod;
of tﬁé member bank, but it would simply be one of its assets to be sold or
transferred by its receivers, irrespective of any claim which we might have.
Our lien upon the stock, therefore, is dependent ‘entirely upon the pro-
visions of the Federal Reserve Act. The Act reads as follows:

"If any member bank shall be declared insolvent and a receiver

appointed therefor, the stock held by it in said Federal reserve

bank shall be canceled, without impairment of its liability, and

all cash-paid subscriptions on said stock, with one-half of one
per centum per month from the period of last dividend, not to
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exceed the bock value thereof, shall be first applied to all
debts of the insclvent member bank to the Federal reserve bark,

ond the balance, if any, shall be naid tc the receiver of the
insolvent bank."

You will observe that the Act is clear upon two points. The pra-
vision that the book value of the stock shall be first applied to all debts
of the insolvent member bank, and then the balance, if any, shall be paid
to the receiver of the insolvent bank. The receiver has no right to demand
an accounting from us on account of the stock of the insolvent membor bank
until all debts of the insolvent bank have been paid. His right to re-
ceive anything on account of the stock is dependent upon the payment of all
debts. This provision, therefore, to me clearly indicates that we have a
lien up&n the stock as general sccurity for all debts, and that money be-
coming due on account of the surronder of the stock should be treated as a
collection upon marginal collateral, and not as an offset.

COLLECTIONS UPON MARGINAL COLLATERAL
AND PART PAYMENTS UPON REDISCOUNTS.

3. It is well established in the Federal Courts that the holder of a claim
against an insolvent estate secured by the pledge of collateral is entitled
to prove his claim for the full amount, and to have dividends paid uvon
thiszémount until the dividends and the collections on account of collateral
are sufficient to dischérge the claim, with iﬁterest. The Comptroller
recognizes this rule, and accepts it as applying either to collateral es-
pecially pledged for M. B. C. Notes or general colléteral. applicable for
all the indebtedness of the failed member bank. The Comptroller's letter

is not clear as to the application of part payments received on account of
rediscounts. I think that he intends that when any rediscount is paid in
full all dividends on account of that particular claim shall cease., As I
state, I believe that he is correct in this. He seems to-contemplate that
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in proving a cloim upon rediscounts credit will be allowed for any part
payment which has been received before the claim is proven. In this po-
sition, he is sustained by many authorities, and in my judgment he is also
sustair‘xed by the better reason when the insolvent is the endorser upon an
obligation upon which part pa:,men;c has been made by the maker or a prior
endorscr. There arc some authorities, hqﬁevcr, which appear to sustain the
contention that a part payment made after insolvency, but before proof of
claim, should not be credited in proving’ the claim, but that the clain
should be proven for the amount due on the date of insolvency, and divi-
dends paid upon this amount until the dividends reccivcd from the insolvent
estate, plus the partial payments made by the other parties to the obli-
gation arc sufficient to discharge the obligation, with interest.

The great weight of authorify is to the effect that part payments
riade by other parties after claim is proven against the insolvent should
not. be taken into consideration in computing future dividends, unless the
claim has been entirely discharged by the dividends and the part pe‘iyment Se
The Comptroller does not make it clear what position he intends to take with
respect to part payments made after proving the claim. In my opinion by
the great weight of amthority, dividends should still be paid upon the amount
due when the claim was proven.

INTEREST RATE ON CLAIMS AGAINST THE

BANK AND SURPLUS INTEREST ON CILAIMS
COLLECTED.

The Corptroller applicably points out that the amount duc upon any
clain should be determined as of the date of insolvency, and that accruals
of interest after insolvency should not be taken into consideration in de-

termining the amount of dividends, unless the estate of the insolvent is
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ample to pay all clainms agoinst it with interest, in which case, o special
dividend on account of accrued interest should be paid to all claimants. In
this » he is, in ny opinion, correct, but it is well established that
if any security is held for the claim, the claimant is entitled to receive
dividends on the original amount proven until dividends and collections up-
on collateral equal to the face of the claim with interest. In all cases,
in which I have examined, this intérest was as a matter of course reckoned
at the legal rate, and it secms clear that in the cose of a claim filed by
any other correspondent bank against an insolvent bank, the interest would
in a final settlement be reckoned at the legal rate. The Comptroller takes
the position that in a scttlcment with us, intcrest should only be reckoned
at the rediscount rate (he docs not specify whether he means the redis-
count rate at the time of discount; at the time of insolvency; or at the
time of settlament). I do not understand the reasoning which has led the
Comptroller to select the ridiscount rate as the legal rate of interest
collectible by Federal Reserve Banks upon past due claims. It is thoroughly
established, as a matter of law, that if a note be given %Lcaring interest
at a rate less than the legal rate, this provision is to be construed as
applicable only up to maturity. After maturity the debt bears interest at
the legal rate. 'The reason which the Courts have given for this mle of
construction is that the lender usually agrees to a rate of interest less
than the usual rate, because he thinks that in the particular case, the
loan would be promptly and certainly paié.. If the borrower defaults in
payment, he cannot expect to .contime to enjoy the benefit of the low rate
of interest after having destroyed the lender in his expectation of certain
and prompt payment. This rule is well established by authority, and it ap-
pears to commi_and itself as reasonable. I can see no reason why it should
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not be applied with even grecater force in the case of a rediscount at a
rate less than the legal rate than it does in the case of a loan, which
by express agrecment bears interest from datc at less than the legal rate.

t is true that Statc laws concerning interest do not apply to
banking corporations created by Co{ngre_ss, if such laws in any way conflict
with the Federal laws applicable, but I believe if the Federal law is silont,
it shows that by necessary implication the State law applies. It might be
that the power given to the Fedcral Reserve Board to determine rediscount
rates may be construed as giving it power to fix the rates of intecrest
chargeable upon past due notes, but the Federal Reserve Board has mever at-
tempted to fix such rates of interest, and the rates as established apply
only to discounts; consequently it scems to me that the Federal law is
silent upon the rate of intcerest which a rote in our hands bears after nma-
turity; and that consequently we are entitled to consider it as bearing in-
terest at the rdate lawful in the State in which:iit is payable and to col-
lect such rate either from the maker or endorsera.

I, therefore, disagrec with the Corptroller im his position with
respect to the rate at which interest is to be computed.

The Comptroller has not only provided that in a final settlement
between ourselves and the failed bank interest on our claims is to be con-
puted at the rediscount rate, but he has also provided that in case a re-
discounted note is collected from the maker or some endorser prior to the
insolvent bénk. we are to treat the amount of interest collected over and
above the rediscount rate as a collection on account of marginal collateral.
I fail to see any line of reasoning which could possibly lead to this result.

If, as I stated above, we consider that there is in the Federal Reserve Act
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an implicd limitation upon the rate of interest which Federal Resorve Banks
may collect, it would seem that this limitation would prevont our collecting
from the makers or prior endorsers any interest above the rediscount ratc.
If we may lawfully collect the intercst (and in my judgment, as I statc above,
I think that we lawfully may) I can conceive of no theory of law which re-
quires ué to credit this interest to the insolvent endorser, and to apply it
upon other claims which we may have against that endorser.

When we rediscount a note, we become the holder of it - entitled
to enforce it against all the parties thereto by all the rcmedies of law.
The right to enforce the note to my mind necessarily implies the right to
collect such interest as the note may lawfully bear after maturity. If the
holder of a note collects from the maker the amount of the note with lawful
interest after maturity, the?_e seens to be no principle of law which can be
invoked to justify a claim by the endorser that he ¥s entitled to require
the holder to account to him for any part of the interest accruing after

maturity.

ALIOWANCE FOR ATTORNEYS! FEES, COSTS, ETC.

The letter of the Co’ptroller deals to some cxtent with the
question of the payment of attorneys! fees, costs, etc. incurred by Federal
Reserve Banks in collecting marginal collateral and rediscounts. He deals

"with this phase of the question, however, only in cases in which the col-
lateral held by Federal Reserve Banks provides for reimbursement by the
member bank for attorneys! fees, costs, etc. thus incurred. We have never
obtained from member banks an express pledge covering marginal collateral,
but have relied upon our general bankers lien. In reliance upon this lien,

I think that in crediting collections made on marginal' collateral, we are
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entitled to decduct attorneys! fess, and other costs and cxpenses incurred
in collecting such marginal collateral, because we hold marginal col-
lateral as in some scnse a trustee, and it is gencrally cstablished that a
trustee nay charge a trust fund in his hands with any expenses reasonably
incui'red iﬁ ﬁthe hands of it, and need account only for the nct proceecds. If
we incur attorneys' feecs, or other costs or expenses in collecting redis-
counts, in nmy opinion, we could not charge such expenses to thc estate of
the insolvent bank; because in collecting a rediscounted note, we arc merely
anforgiﬁ'“g‘:;‘i..'vclaim of which we are the holder in our own right, and we have
no right to look to any other person for indemnity against an expense in-
curred in enforcing a claim which is solely our own. We have usually met
this situation by tclling the Receivers that in view of this situation, we
would not bring suits updh“:rediséounted notes, but would hold then past due,
awaiting the payment of dividends upon them, and would first endeavor to
collect on the marginal collateral notes, unless the receiver was willing
to agree that all expenses incurred in bringing suits upon rediscounts could
be charged against the proceeds of the marginal collaterzl notes., It is
obvious that it is usually expedient for the receiver to moke this arrange-
nent with us, and hitherto it has always been done. The Comptroller's
letter does not cover this point, and if we have any correspondence with
him, it might be advisable to take it up. |

You'.will see from the albove discussion that I think that we may
accept the System proposed by the Comptroller as substantially correct upon
all points, except the application of the amount due on account of the‘sur-
render of stock in a Federal .Reserve Bank held by an insolvent member bank,

and the rate at which interest is to be computed on claims against an in-
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solvent member bank, and the distribution to be made of interest collected
from the makers of rediscounted notes. |
We should call to the attention of the Corptroller the question
of the application of part payments made on rediscounts after a clain is
proven and before we receive full payment of it, and we should call his

attention to the neceszity for some arrangement concerning the costs and

expenses incurred in suits brought to enforce rediscounted notes.

I renain
Very truly yours,
. M. G. Wallace,
MGW:IB. Counsel.
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