FEDERAL RESERVE BOARD Bis

WASHINGTON X~-4990

ADDRESS OFFICIAL. CORRESPONDENCE TO
‘THE FEDERAL RESERVE BOARD

November 5, 1927.

Dear Sir:

Through the courtesy of Governor Geery, of the Federal Re-
serve Bank of Minnéapolis; I enclose for your information a ddpy of
bn unpublished opinion rendered in 1918 by the U.S, District Court’
for the District of Minnesota in the case of Keyes ¥. Federal Reserve
Bank of Minneapolis, wherein that court upheld the right of a Federal
reserve bank to charge checks to the account of a drawce bank subse-~
quent to insolvency cven if it was handling such checks as agent of
the banks from which it had received them.

I never hecard of this decision until Governor Geery called
it to my attention during the Governors'! Confcrence.

’ Plcasc do not take the trouble to acknowledge receipt of

this letter or any similar letters transmitting for your information

copics of opinions, briefs, ctc., unlcss you wish to comment on samec,
Very truly yours,
Waltor Wyatt
General Counscl

Enclosure.
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IN TEE UNITED STATES DISTRICT COURT,

DISTRICT OF MINNESOTA, FOURTH DIVISICN.

PAUL C. KEYES, as Receiver of the
First National Bamk of Clarkfield,

Minnesota,
Plaintiff,
vS.
REDERAL RESERVE BANK OF MIWNEAPOLIS,
a corporation,
) Defendant.

— e e - o o—

This cause came on to bé heard at Minneapolis, on the 9th and
11th days of Octobver, 1918, J. N. Johnson, Esq., appearing on behalf of
the plaintiff, and A. Ueland, Esq., appearing on behalf of the defendant.

The stipulations and testimony having been taken, and each side
having rested, by agreement between Court and Counsel, briefs were furn—
ished to the Court and exchanged between Counsel, and thereafter, on the
2lst day of October, 1918, the case was orally argued by Counéel.

And now the Court, having duly considered the same,

It is ADJUDGED, ORDERED and DECREED, That the plaintiff take
nothing in this action, and that the defendant has a right to a claim
against the Receiver for $462.06, which he may file in the Receivership
proceedings, and that defendant have judgment for its costs and disburse-
ments, to be taxed by the clerk.

By the Court,

(Signed) Pagc Morris
' Judge.
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MEMORANDTUM

At all times mentioned herein the First National 3Bank of
Clarkfield, Minnesota, Was a national banking association duly in-
corporated under and pursuant to the banking laws of the United States,
and up to the 18th of September, 1917, conducted busincss as a national
bank at Clarkfield, Minnesota.

At all times mentioncd hercin the defendant was a cornoration
duly organized and existing under and pursuant to an acf of Congress of
the United States entitlcd "Federal Reserve Act," approved December 234,
1913, and conducting tho business of a Federal Rcscrve Eaak at kinneanolis,
Minnesota.

The plaintiff's insolvent, First National Bank of Clarkfielg,
Minnesota, was on the 18th day of September, 1917, insolvent, aad was on
that day closed by order of the Comptrolleor of th. Currency under and by
virtue of the nower and authority conferred upon him by the barking laws
of the United Stateg, and by virtue ofvthe samc vower and authority tho
plaintiff was appointed the Receiver thereof and on the 4th day of October,
1917, duly qualified as such Rcceiver. Said First National Bank of Clark-
field was a mcmber bank of the defendant under the orovisions of the
Fedoral Reserve Act. Pursuent to the provisions of the Federal Rescrve Act
the FederallRe§erve Board, in the month of Juno, 1916, established a col-
lection and clearing system by rules and regulations which have since been in
force and effectf and prior to the transactions herein involved the deferd-
ant had becoﬁé a part of such collection and clearing systcm, under such
ruies and regulations. . The rules and regulations of the Federal Rescrve

Board provide, under the heading "Check Clearing and Collecting", as follows:
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~ (Exhibit “"C"):

Bach Federal Reserve Bank shall exercise the functions of a clearing
house under the following general terms and conditions:

(1) Each Federal Reserve Bank will receive at par from its member
banks and from non-member banks in its district shich havo bocome clearing mcmbers
checkks drawn on all member and clearing membor banuks and or all other nonmember
banks which agree to remit at var thrcmgh the !‘omd Reserve Bark of their
district.

(2) Bach Federal reserve bank will. receiw at par from other Federal
Reserve Banks and will receive at par from all member and clearing member banks,
regardless of their location, for the credit of their accounts with their
respective FPederal Reserve Banks, checks drawn upon all member and clearing member:
banks of its district and upon sll othér nommember banks of its district whose
checks cen be collected at mar by the Federal Reserve Bark. The Federal Reserve
Banke #ill prepare a par list of all nomnmember banks to be revised from time to

, - time, phich will be furnished to member and clearing member banks.

| (3) Immediate credit entry upon receipt subject to final payment will
be made for all such items upon the booke of the Federal Heserve Bank at full face
value, but the proceeds will not be counted as part of the minimum reserve nor
become dvallable to meet checks drawn until actually collected, in accordance
with the best practice now prevailing.

Checks received by a Federal Reserve Bank on its member or alearw

ing member banks will be forwarded diroct t0 such banks and will not be charged to .
their accounts until sufficient time has elapsed within which to receive advice
of uaymant.

(5) In the selection of collecting agents for handling checks on nom
member banks, which have not become clearing members, member banks will be given '
the preference.’

(6) Under this plan each Federal Reserve Bank will receive at par :
from its member and cléaring member banke checks on all member and clearing member.
banks and on all other nonmember banks whose checks can be collected at par by any
Federal Reserve Bank. ' Member and clearing member benke will be required by the
Pederal Beserve Bosrd to provide funds to cover at par all checks received from
or for the account of their Federal Reserve Banks. J}rovided, however, That a
member or clearing riember bank may ship currency or apecie from its own vaults

- at the expense of its Federal Resorve Bank to cover any deficiency which may
arise because of and only in the case of inability to provide items to offset
checks received from or for the account of its Pederal Reserve Bank.

(7) Section 19 of the Fedéral Reserve Act provides that - -

The required balance carried by a riember bank with a Federal Reeerve
Bark may, under the regulatione and subject to such penalties es ray be prescribeq
by the Federal Reserve Board, be checiced against nd withdremn by such member ‘oam{
for the purpose of megting existing liabllities: Pr: vided, howewer, That no bank
shall at any time mk ‘now loans or shall pay any dividnndn unless and 'u.ntil the
total balance requireq by law is fully restored.

It is fest that items in pz:cesa of collection can not lawfully be
counted as part of the minirum reserve balance to be carried by e nember bark
with its Yederal Res ' Bank. - Therefore, should a member bank draw against such.
items the draft would be charged agsinst its reservo balance if such balance
were sufficient in ampumt Yo pay it; Wit any resulting impairment of reserve
balances would be subject to all the penalties provided by the Act.
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In as ruch as it is essential that the law in respect to the mainten—
ance by member banks of the required minirmm reserve balance shall be strictly com-
plied with, the Federal Reserve Board, under authority vested in it by section 19
of the Act, hereby prescribes as the penalty for any deficiency in reserves a
sum equivalent to an interest charge on thc amount of the deficiency of 2 per cent,
per annum above the ninety day discount rate of the Fcderal Reserve Bank of the
district in which the member bank is located.  The Board reserves the right to
increase this penalty whenever conditions require it.

For the purpose of keeping their rescrve balances intact member banks
may at all times have recourse to the rediscount facilities offered by their res-
pective Federal Reserve Banks,

(8) ZEach Federal Reserve Bank will dctermine by analysis the amounts
of uncollected funds appearing on its books to the credit of each nember bank.
Such analysis will show the true status of the reserve held by the Federal Reserve
Bank for each member bank and will enable it to apply the penalty for irpairment
of reserve.

A schedule of the time requircd within which to collect checks will be
furnished to each bank to enable it to determine the time at which any item
sent to its Federal Reserve Bank will be counted as reserve and become available.
to meet any checks drawn.,

{(9) In handling items for rember and clecaring member banks, a Fed-
eral Reserve Bank will act as agent only. The Board will require that cach nen—-
ber and clearing member bank authorize its Federsl Reserve Bank to send checks
for collection to banks on which checks arc drawn, and, except for negligence,
such Federal Reserve Bank will assume no liability. Any further requlrements that
the Board may deen necessary will be set forth by the Federal Reserve Banks in
their letters of instruction to their member and clearing merber banks. ZEach
Federal Reserve Bank will also prormulgate rules and regulations governing the
; details of its operatlions as a clearing house, such rules and regulations to be

binding upon all member and nonmenber banks which are clearing through the
Federal Reserve Bank,

And the rules and regulations governing the details of its oporations
, as a clearing house prorulgated by defendant provide, under the heading "Check
Clearing and Collecting," as follows, (Exhibit "B"):

1. The Federal Reserve Bank of Minneapolis will discontinue its
present collection systen on July 15, 1916, in accordance with Federal
Reserve Board Circular 1, Series of 1916, already sent you, and will
thereafter, until further notice, receive from its menmber barks for irmediate
credit at par, chegks drawn on all menber banks in the United States and on
such non-nenber bgnks as can be collected at par.

A par list of all non-rember banks will be prepared, to be revised fron
time to time, which will be furnished menber bank.

All such checks, except thosc drawn on Minneapolis and St. Paul barks,
received by the Federal Reserve Bank by 3:00 P.M., except Saturday, when
the hour will be 12:00 otclock noon, will be credited subject to final pay-
nent at full face value upon day of receipt. Those received later than these
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hours will be credited upon the following business day. The proceeds, how-
ever, Will not be counted as reserve, nor become available to meet checks
drawn,until actually collected. Owing to the clearing hour, checks drawn on
Minneapolis and St. Paul barks received after 10:30 A.K., will not be credit-
ed nor proceceds become available until the following business day; those re-
ceived before that hour will be credited on day of rcceipt and oroceeds will
bs available that day.

3.. Checks received by the Federal Rescrve Bank, drawn on its mem-
ber banks,. will be forwarded direct to such member banks, and will be charged
to_their accounts on the date which, uader usual conditions, advicc of pay-
nent may bc expected. Merber bankzs should credit all remittances rcceived
from the Federal Rescrve Bank uvon day of receipt, advising the Federal Res—
erve Bank, and should not remit their drafis in payment. Member banks are
required by the Foderal Reserve Board to wrovide funds to cover at par all
checks received from, or for the account of, their Federal Reserve Bank.

Scction 19 of the Federal Rescrve Act vwrovides that:

"The rescrve carried by a member bank with a Federal Rescrve Bank ray,
under thce regulations, subject to such penalties as may be srescribed oy
the Federal Reserve Board, be checled against and withdrawn by such rcmber:
ba:k for the purposc of nceeting existing liabilities: Provided, however,.
that no banlz shall at any timc make new loans or shall pay any dividends un-
lcss and until the total rescrve required by law is fully restored."

7. In handling items for nember banis, the Federal Reserve Bank of
Minnespolis acts as agent only. It is understood that each nemzber barnk
authorizes it to send checks for collcction direct to barnks on which checks
are drawn, and except for negligence the Federal Reserve Bank of hkinncapolis
assunes no liability until funds are actuclly in its hands.

In September, 1917, there was and still is at Clarkficld, linnesota,
where the First National Bank of Clarkricld was located and doing business, a
bank organized under thc laws of Minnesota called the Clarkfield State Bank;
and during all of said month this bank was a non-mcmber baniz of defendant
upon which defendant could collect checks at vpar; and said bank was on the
par list of non-member banks prepared by defendant and furnished to its mem—
ber banks in accordance with said rules and rcgulations.

On the 17th of Septumber, 1917, checks payable on presentation
arounting to $1998.21 were deposited with defendant. These checks to the

aount of $1943.96 were on said Clarkficld State Bank and to the asount of
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$54.25 8n said First National Bank of Clarkfield. These checks to the am-
ount of $548.49 were so depositéd by the Northwestern National Bank of
Minneapolis, linnesota, a member bank of defendant; and to the amount of
$555.21 by the Merchants National Bank of St. Paul, linnesota, a member
bankz of defendant; and to the amount of $218.30 by the Peoples Bank of
St. Paul, Minnesota, a menber bank of defondant; and one check for $570.86
by the First National Bank of Chicago, Illinois, a national banking associa-
tion, and as such a member of the Fedcral Reserve Bank; and onc check for
$5.35 by the Corn Zxchange National Bank of Chicago, Illinois, a national
banking association, and as such a menber of the Federal Rescerve Bank; and
onc check for $100. by the Des lMoines National Bank of Des Moines, Iowa, a
national banking association, and as such a ricmber of the Fcderal Reserve
Bank. Each check when devosited with defondant contained oﬁ the back there-
of the unrostricted and uncornditional cndorscments in blank of the payec
thercof and of the bank depositing the samc with defendant and credit was
on that day given by defendant at par to the bank depositing the same,

After said choclts were dcpositedeith defendant and credit given
for them as aforesaid, and on said 17th day of Scptember, 1917, defendant
forwarded all said checlzs by rail to said First National Bark of Clarkifield,
for payment and credit as to the checks for $54.25 on said banik, and for
collection and crecdit as to the dhecks for $1943.96 on the Clarkfisld State
Bank, and all said checks were received by said First National Bank of Clark-
field on the 18th of Secpterber, 1917.

On said 18th of September, 1917, the First Nstional Bank of Clark-
field cleared with said Clarkfield State Bankk checks which each then held

against the other, and in this clcaring the First National Bank of Clark-
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field used all the checks on the State Bank of Clarkfield received from defen—
dant as aforesaid and received credit for the same from said Clarkfield State
Bank, but received no money. In said clearing the First ational Bank of
Clarlzfield surrendered and delivered to the Clarkfield State Banlz as fully
paid and cancelled, all the ehecks on the latter baniz which it had rececived
from defcndanﬁ, and the First National Bank of Clarkfield thcreupon and on
said 18th of September, 1917, and before it wss closed or a receiver appoint-
ed for it, gave defendant credit on its boois for all the checks which it
received fr&m defendant on that day as aforesaid, to wit: for the sum of
$1998. 21.

’ Tho checlzs for $54.25 on the First National Bank of Clarkfield
were returned by said bank or the plaintiff to the various drawvers thercof,
and the checks for $1943.96 on the Clarkfield State Bank were returncd by it
to the various drawers thereof, by reason whercof a more particular descrip-
tion of any of said checks can not be given.

No remittance or payment was ever made tc defendant or any of the
payees or endorsers of any of the above mentioned checks for or on account of
such checks, or for or on account of the credit which defendant received on
the books of said First National Bank of Clarkfield for said checks.

Thereafter, and on the 16th of October, 1917, defendant chargcd
back severally to the various banks which had deposited the checks aforcsaid,
amounting to $1998;31,‘the_amount of said checks which had been so devosited .
by each of said banks.,_And thercafter, and on the 1l4th day of May, 1918,
this action was brought., .

| On the 18th of Scptember, 1917, the First National Bank of Clarlk—
field had a balance to its credit on the books of defendant of $8647.04f
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On the 25th of January, 1918, upon an accounting between plaintiff and defen-
dant it was found that said bank was entitled to a credit for the amount of
its stock in defendant with dividends accrued thereon to September 1, 1917,

of $963., and to a further credit for unearned discounts on notes due iiarch 1,
1918, of $21.90, making in all $9631.94, and that defendant had a right to
deduct therefrom the amount of certain forged notes, the forgery having been
discovered after the closing of the bank for insolvency with interest, which
had been discounted by said barnk with defendant prior to the 18th of September,
1917,‘for the purpose of replenishing the reserve of said bank with defendant
and the procecds of which forged notes constituted a part of said balance of
$8647.04. After making these credits and deductioﬁs a balance of $1536.15

was found to be due from defendant to said bank unless defendant has thciright
to set off against this balance the amount of the aforesaid checks for $1998.21.

On said 18th of September, 1917, and for some tiﬁe prior thereto ,
sald First National Bank of Clarkfield was insolvent and was known by its cash- '
ier and onec of its dircctors to be insolvent.

The sole contention and question tc be decided here is as to whether”
or not the defendant is entitled to offset against the aforesaid balance of
$1536.15, the amount of the aforesaid checks, $1998.21, the plaintiff contend-
ing that it has not the right to do so and the defendant that it has.

Under the plecadings and proofs here whether the offsct be legal or
equitable in its naturc the right to its allowance can be determined in this
action U, S. Comp. Statutes, Sec, 1251-b, (Judicial Code 247-b, as amcnded by
Act of March, 1915, Ch. 90, 38 U. S. Statutes at large, 956.)

That defendant handled saicd checks as a clearing house, for the pur-
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pose of collection and clearing, and for no other purpose is mutually conced-
ed by counsel., Considering the matter then as a clearing house transaction 1%
seems to me clear that, if the First National Bank of Clarkfield and the Clark-
field State Bank hé.d been banks doing business in Minneapolis and the clearing
had been had there on the 18th of September, 1917, upon finding that the $1998.21
was due from the First National Bank of Clarkfield to defcndant, the defondant
would have had the right to immediate vayment thereof to it by that bank either
in money or by check on its balance with defendant, or to charge said amount

to said bank's account and have said bank give it credit therefor, and that
being done the transaction would have been completely closed. But the dcfend-
ant was the clecaring house for banks in a wide territory, cembracing the whole
state of Minnesota, and was the clearing housc for thesc two Clarkfield banks,
and these checks had to be forwarded by mail and the clearance had at Clark-
field. 1Is it not apparent that upon the clearance being had between the Clark-
field banks defendant had the right to' a credit with the First National Bank
of Clarkfield for this amount and to charge the same to the account of said
bank? Tha_t credit was given, but the charge was not made. It seems to me that
defendant then had a right of ac:\tion against that bank for said amount in its
own name and in its own right. And if this is true it is clear it has had
that right ever since, and therefore has the right of set off. The Receiver,
the plaintiff here, took the assets of the bank as a mere trustee for credi-
tors, and not for value and without notice, and, in the abscnce of statute to
the contrary, subject to all claims and defences that might have becn inter-
posed as against the insolvent bank, ;’L'he éubsequent charging back of the checks
by defendant or the subsequent statements of counsel for the defendant in his

letters would not in ény way affect the conclusion. The recovery of the set
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off here will fully protect the plaintiff and he has no interest in, and is not .
concerned to inguire into, what was done between defendant and the banks deposit-
ing these checks or what advice has been given to defendant by its counsel. Elm-
quist V. Markot, 45 Minn., 305. Vanstrum V. Liljengren, 37 Minn. 191.

But let us consider the matter not as a clearing house transaction
but as one of an agency for collection. The whole argument of plaintiffls
counsel rests upon the proposition that as at the time the suit was brought
the defendant was not the owner of the checks, they having, on the 16th of
October, 1917, been charged back to the banks which had deposited them with A
defendant for collection, defendant has now no right of set off. He also
quotes from letters written by defendant's counsel subsequent to the closing
‘of the bank which he contends supports his proposition, and he claims that these
letters and the charging back of the checksvwork an estoppel against the defend-
ant's now asserting the right of set off. .It does not scem to me that these
statements of counsel and the charging back of the checks in any way affect
the rights of the parties here., A4s to the claim of estoppel it may be said
that the most essential element of an estoppel is absent. In the charging
back of the checks and the statements of counsel for defendant there has been
no act, representation or concealment upon which plaintiff or his insolvent
has been induced to act, nor has there been any action by plaintiff or his in-
solvent in reliance thereon of a character to result in substantial prejudice
to him or to his insolvent or to the creditors for whom as reeeiver he is trust-
ee of the assets of the insolvent., It seems to me that the rights of the varties
became fixed as of the time of the clésing of the bank, Secott v. Armstrong,

146 U.S., 499-511., At that time defendant had a right of action against plain-
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fiff!s insolvent for the smount of the checks, whether or not they were only
received by it as an agent for collection and conditional credit, and whether
~or not the endbrsements thereon were restricted or uninrestricted. General
Statutes of Minnesota'1913;‘8ection 5848 and 5849. The subsequent ownership
6f the checks is unimportant. There was no defense as to the checks and no
defén;e as to the credit arising therefrom on the books of the insolvent
'baﬁk. The plaintiff has no standing to inquire into the relations between
defendant and its depositing banks. . Neither the insolvent nor its receiver
has any concern with the question of the ownership of the checks, unless
a defense be shown‘as against the endorscrs or drawers thercof, or that de~
fendant became the holder thereof after the closing of the bank for insolven-
by,vor after knowledge of its insolvency. There is no such showing, and on
the éontrary the opposite pppcars. Farmers Deposit National Bank v Penn.
Bank, 123 Pa. 283, Penn. Bank v. Farmers Deposit National Bank, 130 Pa. 209.
‘Plaintiff's counsel contends that the allowance of the ¢ffset would
work a'preference contrary to the provisions of sections 5234, 5236 and 5242,
Revised Statutes of the U. S., 1878, (tha National Banking Act). This conten-
tidn is, I fhiﬁk dully disvosed of adversely thereto by the decision of the
‘ Supremé Court in the case of Scott ¥. Armstrong, supra.
I am therefore of the opinion that defendant is legally entitled to
the set off in question. And if I am in error as to that, I still think that
'under‘all the'facté and circumstances of this case it is equitably entitled
thereto. chbtf Ve Aimstrong, supra. It must be remembered that the insolvent
bank and its creditors reéeived the full benefit of the amount of the checks.
If the doctrine of estoppei can be invoked at all here, it would be to prevent
the receiver from objecting to the setoff, at least to the amount of $1943.96,
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the amount of the checks drawn on the State Bank of Clarkfield. Plaintiff's
insolvent, was, on the 18%h of Septémber, 191‘7‘, and for somé time prior there-.
ﬁo, insolvent, and known to be so by its chief. managing officer. Notwithstand-
ing that fact it held itself out to be sol'.;ent, and received and handled these
checks as above sct forth. Relying <:;n ité solvency and induced by its holding
itsclf out to be so, deofendant forwarded these choecks to it when it might have
forwarded them direct to the State Bank of C'.Larkfiold, vhich of course was to
the substantial prejudicc of defendant. |
The result is, that the balance of $1531.78 is wiped out, and defendant

has the right to a claim against the recciver for the difference betwcon that

amount and $1998.21, the amount of tho checks, to-wit, $462.06.~

— (Signcd) Page Morris
. Judgc.
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