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C 0 I F I B 1 N T I A L 

To Federal Reserve Board 

From Mr, Wyatt, General Counsel. 

Date Sept.16, 1925 

Subject: Proposed Deduction of 
Items in Process of Collection from 
Gross Demand Deposits. 

I am advised that the Board desires an opinion on the question 
whether, without any amendment to the law, it could, by a mere 
amendment to its regulations, adopt the following recommendation 
contained in the Report of the Federal Reserve Agents' Committee on 
Member Bank Reserves, dated May 12, 1925: 

"The deduction of exchanges for clearing house, 
checks on other banks in the same place and other 
checks in process of collection from demand deposits 
instead of from 'due to banks' is proposed in order 
to correct the unequal bearing of the present require-
ment on different banks." 

In my opinion, the Board cannot, under the terms of the present 
law, amend its regulations in such a way as to permit member banks to . 
deduct these items from theit gross dematid deposits for the purpose of 
coiirputihg their Reserves, although such deductions may be made from 
the specific item "balances due to other banks." The reasons for my 
opihion are as follows: 

Prior to the passage of the Federal Reserve Act, national banks 
were required to maintain certain specified reserves against their de-
posit liabilities and no deductions whatever were permitted by statute. 
In order, however, to afford some relief from the high percentages of 
reserve then required to be maintained, the Comptroller of the Currency 
by regulation permitted national banks to deduct from their deposit 
liabilities the amount of balances due from other banks, including in 
such "due from" bank balances: (l) checks on out-of-town banks in pro-
cess of collection; (2) checks on banks in the same place as the na-
tional bank and (3) exchanges for clearing houses. These items were 
permitted to be included among balances due from banks on the theory 
that in the ordinary course of business they could shortly become 
balances due from banks. This practice of the .Comptroller's Office 
was in effect for some time prior to the passage of the Federal Re-
serve Act, 

Section 19 of the Federal Reserve Act as originally enacted 
provided in part: * 

"In estimating the reserves required by this 
Act, the net balance of amounts due to and from 
other banks shall be taken as the basis for as-
certaining the deposits against which reserves 
shall be determined." 
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This provision was amended "by the J),ct of June 21, 1917, so as to 
road as follows; which is its present form: 

"In estimating the balances required by this Act, 
the net difference of amounts due to and from 
other banks shall be taken as the basis for as-
certaining the deposits against which required 
balances with Federal reserve banks shall be de-
termined. " 

Thus, the Federal Reserve Act in effect ratified the regulation of 
the Comptroller of the Currency which had permitted national banks 
to deduct balances due from banks in computing their reserve require-
ments, and it specifically authorizes member banks to offset "due to" 
and "due from" bank balances. It is significant, however, that it 
permits no deduction from gross deposit liabilities, but only a de-
duction from deposit liabilities to other banks, and, except for the 
permitted deduction of balances due from banks from balances due to 
banks, Section 19 requires member banks to maintain specified reserves 
against the aggregate amount of their demnd deposits and their time 
deposits. That is to say, member banks m s t carry reserves against 
the aggregate of (l) all individual demand deposits; (2) all time de-
posits, and (3) the excess of "due to" bank balances over "due from" 
bank balances. 

Certain provisions in the various Liberty Bond Acts exempt 
Government deposits, other than postal savings deposits, from reserve 
requirements, but I do not know of any other provision of law which 
authorizes any deduction fromtiie amounts against which member banks 
must carry reserves and it seems clear that since Congress has spe-
cifically defined deposits against which reserves must be carried and 
has specifically authorized certain deductions to be made, no other 
deductions can properly be implied and no discretion is vested either 
in the Federal Reserve Board or the Comptroller of the Currency to 
permit such deductions. In short, Congress has permitted balances due 
from banks to be deducted from balances due to banks, so that the 
only items which may be deducted are items which can be classed as 
balances due from banks, and these items can be deducted only from 
the item balances due to banks. 

This question is discussed in detail in an opinion of Judge 
Elliott, in his capacity as Joint Counsel for the Federal Reserve 
Board and the Comptroller of the Currency, published in the Federal 
Reserve Bulletin for September 1917, at page 692. The conclusion 
was therein reached that member banks are permitted to deduct "due 
from" bank balances from "due to" bank balances and may include in 
the item "due from" bank balances, checks in process of collection, 
checks on "Lanks in the sane place, and exchanges for clearing houses, 
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rut that this deduction is the only deduction permitted "by law and 
that accordingly member "banks may not deduct checks on other "banks, 
exchanges for clearing houses, or cash in vault fron gross demand, 
deposits.. Judge Elliott concludes: 

"The argument advanced in favor of the allowance of 
these deductions should, in the opinion of this of-
fice, have "been addressed to Congress rather than to 
the Federal Reserve Board or the Comptroller of the 
Currency. As above stated, neither the Federal Re-
serve Board nor the Comptroller are vested with any 
discretion to permit deductions not specifically au-
thorized "by the Act and could not, in the opinion of 
this office, justify a ruling that "banks might deduct 
cash or other items from their gross demand deposits 
in computing their reserves." 

This opinion was adopted by the Board and has "been followed 
consistently. I concur fully in the opinion and I "believe, there-
fore, that the Board cannot "by ruling or regulation permit member 
banks to deduct the items suggested by the Reserve Committee of Fed-
eral Reserve Agents from their gross demand liabilities in computing 
their reserve requirements. As Judge Elliott stated, the arguments in 
favor of permitting such deductions should be addressed to Congress. If 
it is desired, I shall be glad to draft a bill to amend Section 19 so 
as to permit member banks to make these deductions. 

MR. SMEAD'S SUGGESTION. 

Mr, Smead has suggested that, while these items may not tech-
nically be deducted from gross demand deposits, they may properly be 
omitted in computing the amount of a member bank1 s demand deposits; 
provided such member bank has a clear and binding contract with all 
its depositors to the effect that checks on other banks are received 
on deposit for collection and credit only, and that such deposits shall 
not be withdrawn until the checks actually have been collected. 

Theoretically, there is a technical justification for this 
suggestion; but if the suggestion were adopted it would be extremely 
difficult to apply in practice and at the same time keep the practice 
within proper legal bounds. Furthermore, it is very doubtful that many 
banks would be willing to comply with the requirements necessary to en-
title them to the advantages of this suggestion. 

Where a check technically is received for collection and credit 
the transaction does not give rise immediately to a general deposit 
liability on the part of the bank - i.e., the relation of debtor and 
creditor between the bank and its depositor. On the contrary, 
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the "bank handles the chock as the depositor1 s agent for collection until 
it has collected the check and received the proceeds of the collection, 
whereupon it credits the amount to the depositor1s account and becomes 
the depositor*s debtor for the amount. Not until this has been done, 
•.loos the transaction give rise to a general deposit liability on the 
part of the bank. Up to this time the transaction has been a special 
deposit, and the Board has held heretofore that member banks need not 
carry reserves against special deposits. (July 1921 Bulletin, page 815.) 
But see addendum on page 9 of this opinion. 

If the transaction clearly is a deposit for collection and credit, 
therefore, and this relation is faithfully maintained, the bank technical-
ly should not be required to carry reserves against such deposit until 
the check actually has been collected and the proceeds credited to the 
depositor's general deposit account. 

In practice, however, it often is extremely difficult to tell 
whether a given transaction is legally a special deposit for collection 
and credit or a general deposit. This results largely from the fact that, 
instead of deferring credit for checks until they actually have been col-
lected, commercial banks usually give immediate credit in thq depositor*s 
general deposit account from which withdrawals are being made constantly. 
It is true that commercial banks frequently refuse to honor checks drawn 
against "uncollected funds"; but they also frequently honor checks drawn 
against deposits of checks on other banks which have not been collected* 

Section 16 of the Federal Reserve Act requires Federal reserve 
banks to maintain reserves in gold or lawful money of not less than 
35$ against their deposits and does not permit any deductions what-
ever to be made from their deposits in computing their reserves. In a 
circular letter to the Chairmen of all Federal Reserve Banks, dated 
March 16, 1921 (X-3071), however, the Board ruled that while Federal 
reserve banks must carry reserves against all deposits immediately avail-
able, including foreign Government credits, and no deductions would 
be permitted, yet no reserve need be carried against "transit items or 
other deferred availability credits which represent deposits not im-
mediately available 

It may be argued that similarly member banks need not carry 
reserves against deposits of uncollected checks which are not subject 
to immediate withdrawal but are received only for collection and credit. 
This undoubtedly would be true if member banks conducted their business 
in the same way as Federal reserve banks; but as a rule they conduct 
their business in a different manner. 

Federal reserve banks carry two accounts on their books for 
each member bank- a deferred credit account and a reserve account. When 
checks on out-of-town banks are deposited with a Federal reserve bank 
the amount is not credited to the reserve account but is credited to 
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the deferred credit account until the expiration of the time stated in 
the time schedule when it is presumed that such checks will have been 
collected and the proceeds received "by the Federal reserve bank. At the 
expiration of the time stated in the time schedule the credit for such 
checks is transferred from the deferred credit account to the reserve 
account and thus becomes available for withdrawal or to be counted as 
reserves. No withdrawals whatever are permitted from the deferred credit 
account and such account is not considered legal reserves of the member 
bank. In legal effect, the Federal reserve bank receives such checks 
for collection and credit and scrupulously maintains the relation of 
principal and agent with its member banks until the expiration of 
the time stated in the time schedule, when presumably such checks will 
have been collected and the proceeds received by the Federal reserve bank. 

Member banks on the contrary usually carry only one account with 
their depositors to which all deposits, including deposits of out-
of-town chocks are credited immediately upon receipt and withdrawals 
are permitted to be made from such account continuously. There is no 
segregation of credits for uncollected items from credits for collected 
items and, even if the bank contracts with its depositor that withdrawals 
will not be permitted from uncollected funds, it is difficult to ascer-
tain what part of the total deposit balance represents collected funds 
and what represents uncollected Binds. It is only when the total balance 
becomes so low that the amount of checks drawn against it by the cus-
tomer exceeds the amount of his balance representing credits for actual-
ly collected funds that the bank can say that checks drawn by the cus-
tomer are drawn against uncollected funds and can attempt to enforce 
its rule forbidding customers to draw against uncollected funds. Even 
in a case of this kind many banks are reluctant to enforce the rule if 
the customer happens to be a good one. 

I asked Mr. Smead how he would compute the amount of a bank's 
deposits against which it should carry reserves if his suggestion 
were adopted, and he replied that he would simply subtract from 
the bank*a total demand deposits the total amount of "exchanges for 
clearing house, checks on other banks in the same place and other checks 
in process of collection." His theory was that the amount of such 
items would represent the amount of deferred availability credits 
which are not subject to withdrawal, if the bank has a contract with 
all of its customers forbidding them to check against uncollected ftinds. 
This would not be at all accurate, however, because the total of the 
abo.VB items would include, not only the amount of deposits against 
which the bank's customers would have no right to check, but, also 
items owned by the bank itself which give rise to no deposit liability 
(e.g., checks received in payment of notes due the bank or for the purchase 
price of securities sold by the bank.) Mr. Smead admitted that this 
would be true and that, therefore, the banks would be allowed greater 
deductions than they would be legally entitled to if his suggestions 
were adopted. He suggested that in order to obviate this difficulty 
member banks might be required to segregate their uncollected funds ac-
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counts in such a way as to show what portion thereof represented checks 
owned by them and what portion represented checks deposited by their cus-
tomers and still in the process of collection. This woUld not be suf-
ficient, however, because such items would include checks deposited 
as time deposits as well as checks deposited as demand deposits; and 
iz would be necessary to make another subdivision of the uncollected 
funds account in order to tell which of the uncollected items should be 
omitted in computing its time deposits and which should be omitted in com-
puting its demand deposits. 

It is very doubtful that member banks would be willing to 
make such radical changes in their accounting systems for the sake of ob-
taining small reductions in their reserves; and, even if they did, it 
would be extremely difficult for an examiner to check up their accounts in 
such a way as to ascertain the correctness of the subdivision of the bank's 
uncollected funds account. 

If Mr. Smead's suggestion were to be adopted, the only safe and 
practical way in which it could be applied would seem to be to require the 
banks to adopt the same practice as the Federal reserve banks and carry two 
accounts with each customer (a checking account and a deferred availability 
account) and forbid their customers to make withdrawals from their deferred 
availability accounts. It is very doubtful that the member banks would be 
willing to make such a radical change in their established methods of busi-
ness, especially in view of the fact that such a change would be extremely 
unpopular with their customers who are accustomed to receive immediate credit 
in their checking accounts for all checks deposited, no matter on what banks 
they are drawn. 

RELATION OF THIS QUESTION TO 
PASCAQOUIA CASE. 

I fear that if Mr. Smeadfs suggestion were adopted at this time, 
it would seriously jeopardize our chances of winning the Pascagoula case, 
because a very similar question is involved in that case in connection 
with the demand of the Pascagoula bank for immediate credit, which in sub-
stance is a demand that the Federal reserve banks absorb all the float 
for all member banks. Inasmuch as this would result in the absorption 
by the Federal reserve banks of something like $500,000,000 of float and 
would lead to tremendous expansion in bank credits, this is by far the most 
serious question in the Pascagoula case and nothing should be done to embar-
rass Mr. Baker in the conduct of that case. 

In the Pascagoula case our opponents argue as follows: 
Section 16 requires Federal reserve banks to receive all checks drawn 
on member banks" on deposit at par.11 They say this means that all 
Federal reserve banks must give immediate credit for such checks in a 
general deposit account immediately available for withdrawal or 
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to be Q^unted as reserves; and that the present practice of Federal reserve 
banks/giving deferred credit for checks deposited with them by their 
member banks is not a compliance with the requirement of Section 16. 

One of our principal answers to this argument is that such 
checks are received on deposit for collection and credit and that such 
a transaction is a "deposit" within the meaning of Section 16. 

How the only way in which Mr. Smead1 s suggestion could be 
adopted would be to say that where a check is received by a member bank 
on deposit for collection and credit such a transaction is not a deposit 
within the meaning of Section 19 and, therefore, member banks-need not"*carry 
any reserves against such deposits; and I fear that it would be extremely 
difficult to convince the Supreme Count that such a deposit is a deposit 
within the meaning of Section 16 if the Board should admit publicly that 
it is not a deposit within the meaning of Section 19. I fear,., therefore, 
that any such admission by the Board in an official ruling would seriously 
jeopardize our chances of winning the most important point in the Pascagoula 
case. 

For this reason, I feel that the Board should not issue any 
such ruling, at least until after the Pascagoula case has been decided by 
the Supreme Court. If the Board has any doubt about the matter, I think it 
is only fair to Mr. Baker that he should be consulted before any such rul-
ing is issued. 

OTHER PRACTICAL OBJECTIONS. 

In^view of the importance and delicacy of this question I 
feel that I should point out one or two other practical objections to the 
adoption of Mr. Smead1 s suggestion, without an amendment to the law. 

In the first place, the adoption of Mr. Smead1 s suggestion at 
this time would effect a radical change in the method of computing re-
serves which has been in practice over * ten years. Although the member 
banks which have no balances "due to" banks would gain by such a ruling a 
slight diminution of their reserves, it is quite likely that, instead of 
being grateful for this concession by the Board, they would feel that for 
the last ten years they had been cheated of something to which they were 
rightfully entitled; and it is possible that some of them might even go 
into court and attempt to recover from the Federal reserve banks interest 
on excess reserves which they have been required to maintain as well as 
a portion of the penalties which they have sbeen required to pay for de-
ficiencies in reserves. 
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If such a modification of the reserve requirements were 
accomplished through an amendment to the law on the recommendation 
of the Board, however, the "banks would feel that they had gained 
something to which they had not been entitled heretofore and would 
be grateful to the Board for its recommendation. Furthermore, 
anyjamendmer-t to the law might be worded in such a way as materially 
to simplify the difficult practical and accounting problems mentioned 
above. 

In view of the fact that Hr. McFadden has a bill pending 
in .Congress which he has announced his intention of pressing for en-
actment at the next session, and in view of the fact that one of the 
principal features of this bill is a provision to permit member banks 
to carry less reserves with the Federal reserve banks, any attempt by the 
Board at this time to meet the demands of the smaller banks by a ruling 
which would change the established method of computing reserves might 
appear to be an attempt to forestall Congress by an administrative rul-
ing and might adversely affect the Board's relations with Congress. On 
the other hand, if this modification of the reserve requirements were held 
in abeyance, it would constitute good trading material when the Board 
comes to deal with the Banking and Currency Committee with reference to 
Mr. McFadden's bill. The Board could tell the Committee that it believes 
Mr. McFadden's bill to be unsound but that it believes certain modifi-
cations should be made in the reserve requirements and that it will 
recommend amendments to the law covering this and other modifications 
recommended by the Committee on.Reserves. This would give the Board a 
tactical advantage which might be of considerable value in defeating or 
modifying the second McFadden bill. 

C O N C L U S I O N . 

I agree with the Committee on Reserves that the present 
provisions of the law permitting deductions to be made only from bal-
ances "due to" banks works an injustice to country banks because they 
have no such balances from which deductions can be made, and that some 
modification of the reserve requirements ought to be made to remove this 
inequality. For the various reasons pointed out above, however, I res-
pectfully submit that it would be much better in every way for these 
modifications of the reserve requirements to be accomplished through 
amendments to the law rather than through administrative rulings of 
doubtful legality and difficult of application in practice. 

Respectfully, 

(signed) 
Walter Wyatt 
General Counsel. 
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ADDENDUM 

On ps-go 4 of the attached opinion I cited a ruling of 
the Board holding that member "banks need not carry reservesagainst 
special deposits (1921.Bulletin, page 815.) Since writing the 
attached opinion, however, I have discovered a later ruling published 
on page 572 of the May 1922 Bulletin, wherein the Board laid down 
the broad general rule 

ii*** that all funds received by a bank in the 
course of its commercial or fiduciary business 
must be treated either as deposits against which 
reserves must be carried, or as trust funds subject 
to the ordinary restrictions and safeguards imposed 
upon the custody and use of trust funds, and that 
whether a certain deposit falls in one category or 
the other must depend in each case upon the partic-
ular terms and conditions under which it was made." 

See also two rulings published on page 1435 of the 1921 Bulletin. 
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Date Sept. 17, 1925 

To Federal Reserve Board Subject: Proposed Deduction of 
Items in Process of Collection from 

From Mr. Wyatt, General Counsel. Gross Demand Deposits. 

Since writing my opinion of September 16th on the above ques-

tion, I have discovered in the files a letter addressed to Mr. Edwin 

S. Schenck, President of tho Citizens National Bank of Hew York, under 

date of October 20, 1919, which considers a suggestion the same as that 

made by Mr. Smead. This letter was written by Mr. George L. Harrison, 

then General Counsel to the Board, and was signed by Governor Harding* 

The letter holds that if a bank wishes to avoid the maintenance of a 

reserve against uncollected checks during the period in which such 

checks are being collected, it should take sudi checks for collection 

only and not for immediate credit, A copy of the letter is respect-

fully submitted herewith for the Board1s information. 

Respectfully, 

(signed) Walter Wyatt 

Walter Wyatt 
General Counsel. 

Letter attached. 
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October 20, 1919. 

Mr. Edwin S. Schenck, 
President, The Citizens National Bank of New York, 
Hew York City. 

Sir: 

Your letter of October 15 relating to the construction 
of Section 19 of the Federal Reserve Act, has been received. 

I am enclosing herewith a copy of an opinion (X-305) 
July 19, 1919, filed by Counsel of the Federal Heserve Board 
in July 1917, which discusses the points which you have pre-
sented for consideration. Both the Federal Reserve Board, and 
the Comptroller of the Currency have approved this opinion 
and have been guided by it in all of their rulings relating 
to the maintenance of reserve balances by member banks. It 
is not believed that either the letter or the spirit of the 
law would justify an extension of the purpose or character 
of the deductions defined in this opinion. 

With particular reference to your statement relating 
to reserves to be carried against a deposit created by the 
credit to a customer's account of the uncollected checks 
;vhich are not payable until the deposited checks actually have 
been collected, I wish to state that any account which is 
credited 7/ith the amount of an item before collection is, as 
a matter of law, subject to check unless there is an express 
binding agreement to the contrary, and if it is intended 
that the customer shall have no authority to draw on an account 
credited in this manner, the bank should take the item for 
collection only and not for immediate credit. Even assuming, 
however, that the item is credited ioaediately subject to an 
agreement that it will not be drawn upon until the check is 
actually collected, deposit cannot properly be termed a 
time deposit because of the fact that it is not one "payable 
after thirty days" as defined in the Regulations of the 
Federal Reserve Board. Being payable "within thirty days" it 
must necessarily be termed a demand deposit and as such is 
subject to the reserves required to be carried against demand 
deposits^. If the bank wishes to avoid the maintenance of a 
reserve against deposits of this character during the period 
in which checks they represent are being collected, the bank, 
as previously stated, should take such checks for collection 
only and not for immediate crc&it. 

Very truly yours, 

(W.P.G. Harding) 

Enc. Governor 
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