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IN THE DISTRICT COURT OF THE UNITED STATES
in and for
THE EASTERN DISTRICT OF ILLINOIS

In Equity No.

'J. F. JARVIS, et al., )
)
Complainants, )
' )
)
Ve ) BRITF TN _SUPPCRT OF
) MOT1CYT 10 DuSMISS.
OTTO K3ZPP, et al., )
)
Defendants., )
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STATEVMENT OF FACTS AND PLOCEEDINGS

The original petition in this case was filed in the State
Court by the present plaintiffs, a gfoup of depositors of the
Neoga National Bank, against the officers and directors of
that bank, That petition was substantially like the amended
petition now before this court, so far as the allegations as-
serting liability against the officers and directors of the
Neoga Bank are ccncerncd. This casc wes, upon petition, fe~
moved from thé'State Court to the United States District Court
for the Bastern Division of Illinois, and after roméval the

amended bill of complaint was filed. In the amended bill of

complaint the Federal Reserve Bank of Chicago was for the first

time made a party and there were added allegations which attempted

to assert liability against the Federal Reserve Bank of Chicago.
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The present hearing is upon a motion of the Federal
Rescrve Rank of Chicago to dismiss the amendad bill of com-
plaint as to it, on two grounds:

(1) Thot the amended bill of complaint fails to state

a causc of action against the Federal Hescrve Bank
of Chicago, and

(2) That there is a misjoinder of causes of action in

that an entirely different cause of action is sought
to be set up by the complainants against the direc-
tors and officers of the Neoga Bank from that sought
to be set up against the Federal Reserve Bonk of
Chicago.

In the amended bill of compleint, it is alleged that the
Neoga National Bank was incorporated in 1905 with a capital of
$25,000.00, and continued to do dbusiness in the Village of
Neoga until the 12th day of January, 1925, at which time it
suspended business by direction of a national bank examiner,
and the Comptroller of the Currency appointcd o Receiver for
the bank. The original Receiver, Mr. Shubert, was succeeded
by Mr. Harry B. Marsh during the year 1927. Mr. Marsh, as
Receiver, is made a party to the amended bill. The directorate
of the bank remained practically unchanged during the three or
four years preceding its suspension and the nine directors who
acted during that period are all named parties defendant with
the exception of Stephen Burton. MNr. Burton having died, his
heirs at law, to whom his estate has becn distributed, are

made parties defondant by the bill. Judgment is askcd against

the individual dircctors and officers on the alleged ground of
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their carcless and negligent management of the affairs of the

bank, and also on the ground that they wrongfully and unlaw-

fully accepted deposits from the plaintiffs when they (the

directors and officers) knew or should have known that the

Neoga National Bank was insolvent.

The prayer of the bill asks as to the directors and

officers,

"that they and each of them be required and cormpelled
thereby to account for and pay over to the complainants
and other depositors of The lleoga National Bank of Neoga,
Illinois, such sums of money with interest thereon as
have been lost to the complainants and each of them and
other depositors of said bank, by, through or on account
of their wrongful and unlawful acts aforesaid; and that
they and each of them be required to reimburse the com-~
plainants and each of them for all losses occasioned to
the complainants or either of them by the mismanagement
of said bank or by their neglect or failure to discharge
their duties as officers or directors of said The Neoga
National Bank, and that they be required as trustees for
the complainants and each of them to account for and
pay over to the complainants and each of them the funds
and deposits aforesaid of the complainants and sach of
them lost through and by the wrongful and unlawful acts
of said defendants who were directors of said The Neoga
National Bank of Neoga, Illinois, as hercinbeforc sct
forth;"

The prayer for judgment ageinst the Federal Rescrve Bank

of Chicago is in these words, -
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"That your orators may have a decree ageinst the
defendant, FEDERAL RESERVE BANK OF CHICAGO, requiring
it to account to the Receiver of The MNeoga National
Bank of Neoga, Illinois, for such sums of money with
interest thereon as have been lost to the complainants
and each of them and other depositors of said bank, by,
through or on account of those wrongful and unlawful
acts as aforesaid,"”
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An exdgmination of the amended bill discloses various
allegations, which wil} be later considered in detail, charg-
ing that there was by law a duty upon the Federal Reserve Bank
of Chicago to exemine the Neoga National Bank, and that if such
examinations had been made, the Federal Reserve Bank of Chicago
would have discovered the alleged misconduct of the directors
and officers of the Neoga ﬁational Bank and the insolvency of
the bank; but it is not alieged that the Federal Reserve Bank
of Chicago could have taken any disciplinary action as a con-
sequence of such discovery on its part. It will hereafter be
shown that the Federal Reserve Bank of Chicago owed no such
duty to the depositors of the Neoga National Bank, and that no
"wrongful and unlawful acts" &re in fact well charged agoinst
it in the amended bill.

Apart, however, from the allegations which thus seek to
charge negligence against the Federal Reserve Bank, the Dbill
does claim a right, on the part of the petitioners, to relief
growing out of the fact that upon suspension of business by
the Neoga Bank under the orders of thc Comptroller of the
Currency, the Federal Reserve Bank of Chicago appropriated the
stock interest of the Neoga National Bank in the Federal Reserve
Bank of Chicagd of the value of $1,000.00, crediting its value
upon the indebtedness of the Neoga National Bank to the Federal
Reserve Bank of Chicago; and further set off against that
indebtedness the deposits of the Neoga National Bank in the

Federal Reserve Bank of Chicago to the credit ‘of the reserve
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fund; and further used the collateral of the Neoge Wational
Bank to the extent necessary to pay the rocsidue of the indebt-
edness,

From the foregoing it is clear that the causes of action
sought to be set up against the Federal Reserve Bank of Chicago
have to do: first, with the alleged duty of the Federal
Reserve Bank of Chicago to examine the affairs and discipline
the officers of the Neoga National Benk; and second. with the

action of the Chicago Federal Rescrve Bank, after tne suspen—

sion of the Neoga Baxk, in the application of resources of the

Ncoga Bank in its hands, so far as they were neccssary, to the
payment of the indebtedness of that member bank to it, Neither
of these alleged causes of action grow out of, or are in any
way associated with, the alleged negligence and misconduct of
the dircctors and officers of the Ncoga Bark.

The couscs of cction attempted to be asserted against
the Federal Rescrve Bank of Chicago both rest upon the dutios
imposcd upon and tho.rights given to Federal reservce banks by
law, These dutics and rights can be determincd only by an
cxamination of the Fedorel Rescrve Act, which, of coursc, is
to be interpreted as a whole and so comstrucd as to accomplish
the great public purposes for which it was passod,

THE FEDERAL RESERVE SYSTEM:
Fedoral Resorve Banksand Momber Bankse

- Tho Fedorel Rescrve Act was approved by thc President on
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the 23rd day of December, 1913. Its title is as follows:

"An Act to provide for the establishment of Federal
Reserve Banks, to furnish an elastic currenmcy, to afford
means of rediscounting commercial paper, to establish a
more effective supervision of banking in the United States,
and for other purposes." (The Federal Reserve Act, 38
Stat. 268; Comp. Stat. An. 1916, Sec. 9799; 39 Stat. 792;
40 Stat.-238; is best found in U.S.C.A., Title 12, Sec.
221 ot seq.) , :

Prior to the passage of the Federal Reserve Act, nation-
al banks were incorporated and governed under the National Bank
Act passed at the close of the Civil War. The characteristic
of the National Bank Act was that it provided for the issuance
of national bank notes as the principal reliance of the country
for currency, and based the amount of such notes at any time
possible upon the amount of bonds of the Federal Government
outstanding. The debt of the National Government by reason of
war cxpenditures was very large and for same years Government
bonds could be bought by national barks at so favorable a rate
as to emable thom to supply adequately the country'!s nceds for
cufrency. As the national debt begen to be paid off, however,
the basis for currency issued was constantly narrowed. Mean-~—
while, with the commercial, industrial and agricultural
development of the country, the need for currency increaseds
The consequence: of this was that the currency of the country
became rigid and inelastic, and the demand for currency
excessive and fluctuating, until finally'the country reached

the situation where industrial and commercial prosperity

created a certainty of currency stringency with resulting

Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed.org/

Y.

: T

X-65130

panic. A further cause of panics, crises and depressions-
arose from the fact that by the National Bank Act, national
banks were required to maintain reserves based upon stipulated
percentages of their depdsit liabilities. These reserves
were required to be deposited in other banks in reserve and
central reserve cities, and in the course of time, the
practice grew up of concentrating national banﬁ reserve
dnpgsits in great metropditan banking centers wherc cmploy—
ment was found for surplus funds by loans for speculative
purposes. When stringencies arose and depositors began to
withdraw their deposits, banks were obliged to call in their
reserves. As these calls increased, they accumlated pressure
on the great metropolitan banks causing rapidly rising rates
for call money, dumping of securities in stock markets, with
consequent falling prices, and, all too oftcen, commercial
and bank failures, which cuickly enlarged & rclatively local
bank scare into a genercl ranlc,

The very nature of the financial system of the
country, therefore, was such that panics were inevitable and

the frequency and severity of their occurrence increased with

‘the development and expansion of the couantry's business. To

meet this situation Congress passed the so-called Aldrich-
Vreeland Act of May 30, 1908, which sought to lend elasticity

to the currency by authorizing the issuance: of currency based
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- upon commercial paper by the association of banks known as the

National Currency Association. This Act was temporary in
character and purpose, one section of it authorizing the
appointment of a National Monetary Commission to study the
problem and suggest more fundamektal and permanent reliefs The
report of the National lionetary Commission made clear the evils
to be cured: namely, the inelasticity of the currency and the
lack of real reserves available to meet and rclicve financial
uneasincss.

The Federal Reserve Act was drawn end passed to cure
these evils. The title of the Act quoted above shows that
its primary purposes had to do with the establishmént of real
reserves in Federal reserve banks and authorization of en
elastic currency. The title further shows that the Act aimed
at a more effective supervision of barking in the United
Statese This, of course, does not say a supervision of "banks"
but a supervision of "banking" and it will later be made clear

that the supervision in question had to do with banking prac-

tices necessary to be controlled to assure the character of

commercial paper to be used as a currcncy basis, and with

reserve deposits, which were by the law roquired to be accumu-
lated in Federal rescrve banks rather than in private banks
and thus rcmoved from speculative engagement.

An cxamination of tho Federal Reserve Act shows that
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it establishes an agency of the Govermment for the accom-
plishment of public purposes. At the head of the system is
an official'board composed of officers appointed by the Pres-
ident and confirmed by the Senate, laving no invesemen$
interest in any bank in the system, and exercising public
powers, The Federal reserve banks as distingudshed from the

Federal Reserve Board are regional. All national banks in

. each district are requirdd to be members of the Federal
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reserve bank of %hé diétfi&t and to subscribe in a fixed pro-—
portion to its capital stock. Eligible state banks and trust
companies are invited to join the System under an equality of
burden and of opportunity with the national banks, but the
whole System is a public, official thing. The directors of
the Federal reserve banks are of three classes, the members
of one class being appointed by the Federal Reserve Board.
But the stockholding banks are limited to an accumulative
dividend of 6% on the paid in capital, and throughout‘the
entire Act it is qlear that the Federal reserve banks, acting
under the direc£ion and control of the Federai Reserve Board,
arc agencies of the Fedoral Government, cxercising govern-
mental power, equipped with the right to acquirc infommation
wherever necessary to enable them to exercise that powor
wiscly, and with certain disciplinary power over thc meémbor

banks, which, however, is limited to that neccssary to insurc
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performance by the members of those obligations to the system
which are necessary to carry out the public purposes for
which the banks were organized. There‘is no suggestion any-
where in the act of any duty running from Federal reserve
banks to the stockholders and depositors of member banks. As
a matter of fact, at the time of the debate upon the Federal
Reserve Act, an amendment was rejected by Congress to intro-
duce what would in effect have been a guarantee of deposits
to member banks, and the Act was left without any such direct
or even analogous provision.

FUNCTIONS AND POWERS OF FEDERAL RESERVE BANKS

From the foregoing it is clear that Federal reserve
bénks arc not private money making institutions but are rather
instrumentalities of the Federal Govermment through which
definite national purposes are accomplished. Spccific sections
of the Federal Reserve Act illustrate this statement. Thus
U.S.C.A., Title 12, Ch. 3, Sec. 248 cnumerates the powers of
the Federal Rescrvc Board and each of these powers is shown to
have a public object related to the maintenance of sound fin-
ancial conditions throughout the country.

Sec. 281 ct seq. show the method of organizing Federal
reserve banks., Sec. 341 enumerates the powers of Federal

reserve banks, and it is here significant to note that cven
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Federal reserve banks may not transact business until they
have been duly suthorized thereto by the Comptroller of the
Currency. The extension of credit accommodations, the issuance
of Federal reserve notes, and a par collection system for the
general benefit of the financial system of the country are
all shown in the succeeding sections, and very strict limit-
ations are provided in the statute as to what Federal rescrve
notes may be authorized to be issved, and how issucd notes
shall be protected by gold deposits in the Treasury. (Sec.
414)., In like manner, beginning with Scc. 461, the subjcct of
bank reserves is fully covered. Throughout these scctions it
will be found that such supervisionary power as is given to
the Federal reserve bank over its members had to do with the
protection of the reserve, or the safeguarding of currency
issued, or otherwise furthering the great general purposes of
the Federal Reserve Act in the way of preventing the devotion
of expanded currency facilities td speculative uses of the
prejudice of sound business undertakings. Nowhere in these
sections is any general or specific visitorial or disciplinary
power given to Federal reserve banks over their members.

All national banks are required by this Act to be
members of Federal reserve banks. The Neoga National Bank was
a national bank. The bill of complaint alleges that the Necoga

Bank was orgenized in 1905 as a national banking association.

http://fraser.stlouisfed.org/
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It was, therefore, organized some years before the enactment
of the Federal Reserve act. When the Federal Reserve Act
was passed, there was no concurrent repeal of the earlier
National Bank Act. The system of national banks then in
existence was continued, The method of organizing, operating,
controlling, disciplining and dissolving national banks re-
mained unchanged. Natio#al banks were tied into the Federal
Reserve System in definife ways for definite purposes, but
remained otherwise as they had been under the old National
Bank Act. It is, therefofg, important to state briefly just
how national banks are org;nized, disciplined and controlled.
U.S.CeAd., Title 12, Ch. 2, beginning with Sec. 21
(Rev. Stat. 5133 et seq.) deals with that subject. An exam—

ination of these sections shows that the Comptroller of the

ACurrency, acting under the direction of the Secretary of the

Treasury (Rev. Stat. Sec. 324; U.S.C.A., Title 12, Ch. 1,
Sec. 1), is the center of authority with regard to national
banks. They can be formed only upon his approval as pro-
vided in Secs. 21 and 22. He keeps the records of their
organization and onlylwhen he has approved the steps by which
they were organized can they begin to transact business as
national banks. (Sec. 26 and 27). All changes in their
organization, location or name must be first submitted to

and approved by tho Comptfbller. Consolidations and the

Federal Reserve Bank of St. Louis
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establishment and operation of branches are subject to the
Comptrollerts gporoval, and state banks may become national
banks only after having satisfied the Comptroller of ther
[ ]
compliance with the requirements of the statutes.
The enforcement of the National Barnk Act is placed
in the hands of the Comptroller by Sec. 93 (Rev. Stat. 5239),
and by Sec. 191 the Comptroller is given authority to appoint
Receivers when in his own sound discretion he has become
satisfied that a national vank is insolvent. In order that
the Comptroller may have the information upon which to base
this visitorial and disciplinary action, it is provided in
U.S.C.A. Ch. 3, Sec. 481 (Rev. Stat. 5240):
"The Comptroller of the Currency,
with the approvel of the Secretary of the
Treasury, shall apnoini exeminers who shall
cxamine cvery member bank other than those
expressly excopted by Sec. 330 of this title,
at lecast twice in cach calendar year and
oftener if nccessary:
It is thus clcar that @ll cxaminations of national
banks to detcct and correct negligence or misconduct of tho
kind allcged in bill of comploint azeinst the officers and

dircctors of the Neoga National Bank is committed to the

Comptroller of the Currcncy and not the Federal rescrve bank

or Board. This was truc beforc the passage of the Federal

Reserve Act and remains truc now., A diffcront situation

exists with rcgard to state banks, mombers of a Federal reserve

http://fraser.stlouisfed.org/
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bank. We are not concerned with them in this case and it
will be sufficient to say that state banks objected to being
examined by national bank examiners as they were already sub-
joct to examination by state bank examiners. A limited dis-
cretion was, therefore, given to the Federal reserve bank to
exammine member state banks when for any reason the Federal
reserve bank in question declined to accept the result of
examinations by state examiners. But with regard to national
banks the statement above made is true. The entire power of
cxamination and discipline over national banks remeins in the
Comptroller as it was before the passage of the Federal Re-—
scrve Act. Ceortain discrotionary and voluntary rights of
supplemental cxaminotion are given to the Federal reserve banks
with regard to member naticnal borks for specific purposcs,
but they are not visitorial or disciplinary and they impose
no duty upon the Federal reserve banks of the kind allcged in
the bill of complaint. With these goneral obscrvations we may
now procecd to cxamine the causcs of action attempted to be set
up against the Federal Reserve Bank of Chicago in the bill of
complaint in this casc.
I.
THE AMENDED BILL DOES NOT STATE A CAUSE OF

ACTION AGAINST THR FEDERAL RESERVE
BATK CF CHICAGO.

At the outset it is important to scparatc the allcga~

]

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



tions of the

1.

1.

NI
N

X~6130
15

bill of complaint into two classes:

Those which alleged a breach of duty growing
out of the negligent or careless failure on
the part of the Federal Reserve Bank of
Chicago to examine the Neoga Bank; and

Claims asserted because of the action taken
by the Federal Reserve Bank of Chicago after
the insolvency of the Neoga Bank.

Alleged Failure of Duty of Federal Reserve
Bank of Chicago.

For the convenience of the court, we set out here

serially all

the allegations of the bill of complaint dealing

with the alleged failure of the Federal Rescrve Bank of

Chicago to take action which it is asserted it was its duty

to take for the protection of the complainants.

In

In

paragraph 2, page 3, it is said:

"x*¥that said Acts of Congress also reo-
quired said bank to be a member of the Federal
Rescrve Bank of Chicago and cmpowcred said
Federal Rescrve Bank when extending credit to
o member bank to supervisc and cxamine the
business of such member bank in like manner to
the supervision and examination exercised by
the Comptroller of the Currency;"

paragraph 9, page 7, it is said:

Wh**said directors were constantly
required to meke reports of the financial
condition of said bank over thdr individual
signatures to the Comptroller of the Currency
end also to the Federal Reserve Bank of
Chisago." '

Paragraph 12, page 11, in dealing with the alleged

neglect of duty of the examining committce of dircctors of
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the Neoga National Bank and reciting the things which should

have put said committee on notice, says:

-

u*x*end regardless of the constant require-
ments of the Federal Reserve Bank of Chicago
that collateral of the face value of more than
twice the amount of the money loaned to the
Neoga National Bank should be held by said
Federal Reserve Bank and regardless of the fact
that the Federal Reserve Bank was in possession
of substantially all of the valuable assets of
said bank."

- In paragraph 13, page 12, dealing with requirements

~ imposced by the Comptroller of the Currency and by national

bank examiners under his authority that the board of directors

‘improve Neoge Bank's condition ’out of their private funds, it

~is saids

Digitized for FRASER
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Wakk*that the Federal Reserve Bank of Chicago
from whom thc Neoge National Bank had borrowed
morc than $80,000.,00 in 1920 by rediscounting
a likc amount of its notes with said Reserve
Bank had becn constantly malring demands during
all the yecars aforesaild on thc said The Neoga
National Bank to rcducc said rediscounts and
said board of directors had reduced said redis-
counts in 1924 to approximately $51,000.00,
that since the year 1921 the quality and character
of said rediscounts were found so unsatisfactory
and valucless that said Federal Reserve Bank re-
quired the said board of directors to turn over

‘to said Federal Reserve Bank as collateral for

said rediscounts additional sccurities or notes

in approximately equal face value %6 said secur—
ities. rediscounted; that the said rediscounts

and collateral included substantially all of the
notes and securities of said bank which were of

any value; that the said board of directors being
fully aware that the said Federal Reserve Bank

had substantially all of its assets of any value

in its possession and knowing that the vaults of
said bank contained no securities of any substantial
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value and contained only funds recently
deposited by customers of the bank continued
to keep said bank open for business;"

In paragraph 14, on page 13, it is said that the board

of directors of the lNeoga Bank made false and misleading
reports to the Comptroller of the Currency and caused them to
be published in The Neoga News,

W***and that by reason of the false and mis-
leading character of said reports the Comptroller
of the Currency and the depositors of said The
Neoga National Bank were not informed as to the
actual condition of said bank and failed to take
steps to rcpair or put the barnk in liquidation at
a much earlier date by rcason of which the losses
of said bank were furthcr increased."

Paragreph 16, on page 14, is in full as follows:

"Orators further represent that The Neoga
National Bank was a member of the Fcderal Rescrve
Bank of Chicago from the organization of said
Reserve Bank in 1913; that said Fcderal Reserve
Bonk was a corporation governcd by & Board of

Directors and the chairman of the Board of Directérs

is known also as 'Federal Rescrve Agent'; that
under the National Banking Laws the said Federal

Reserve Bank of Chicago was empowered to rediscount

bills and notes of member national banks and when—
ever any member national bank rediscounted paper

with the said Federal Reserve Bank immediately said
Federal Reserve Bank had full and complete authority

under said banking laws with the approval of the
- said Federal Reserve Agent who was then and there

the chairman of the Board of Directors of said

Federal Reserve Bank to make special examinations

of member banks rediscounting paper with said Federal
Reserve Bank; that The Neoga National Bank had been

rediscounting its paper with the Federal Reserve
Bank of Chicago for some years and in the 1920 by
means of said rediscounting had borrowed from said

Federal Reserve Bank more than $80,000.00; that the

National Banking Laws required thc Foderal Reserve
Bank to so conduct such special examinations as to

Federal Reserve Bank of St. Louis
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inform the Federal Reserve Bank of the condition

of its member banks and of the lines of credit
which were being extended by them; that one of

the objects in the establishment of the Federal
Reserve Banlk System was to establish a more
effective supervision of the barlss in the United
States; that in the year 1920 the said Fedcral
Reserve Banlkr made a requircment of The ileoga
National Bank that it reduce its rediscouats with
the Federal Reserve Bank and that it put up as
collatcral with said rediscounted paper other notes
and sccuritios of approximatcly the samc face value
as said rediscountcd paver; that the Federal Reserve
Bank continued to rediscount the papcr of The Neoga
National Bank and in lilte monner as aforesaid con~
tinucd the reoquircment of collateral security up to
the date of closing the said The Neoga National Bank
when the omount of said loan to The Ncoga National
Bank was apvroximately $51,000,00 ang thot during
all this period the Fedsral Reserve Bank was contin-
uously making criticism of the banking methods of
The Neoga National Bank and was continuously criti-
cising the class of paper furnished it for loans by
the Federal Reserve Bank and at the time of closing
said The Neoga National Bank the Federal Reserve
Bank had required the deposit with it of more than
$120, 000,00 in face value of the notes and paper of
The Neoga National Bank to secure its loan of
$51,000.00 and that in constantly requiring said
additional collateral sa’d Federal Reserve Bank
notified the Board of Directors of The Neoga National
Bank of the worthlessncss and unsatisfactory nature
of thenotes and papers of said Neoga National Bank
and in order to properly securc itself the Fedcral
Reserve Bank required collateral or more than double
the amount of the loan to The YNeoga National Bank
because same were to a large extent worthless and
not properly secured; that at the time of the closing
of the said Neoga National Bank it had on deposit

as a reserve fund with theFederal Reserve Bank
epproximately $10,000.00 which was approximately all
the available cash Tho Ncoga National Bank had at
that time; that during all the time aforesaid the
Federal Reserve Bank made no cxamination as required
by law of The Neoge National Bank so far as your
orators are advisocd; that the Federal Reserve Bank
of Chicago being so organized under the laws of tho
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United States with full power to examine member
banks as aforesaid had also the full and free
access to all infcrmation acquired by the Comp-
troller of the Currency and the National Bank
Examiners as to said The Neoga National Bank in

the transaction of its business with said The

leoga Jational Bank and was also authorized to
engage in the private banking busiress of redis-
counting vaper for its member bavks for profit

and was then and there a governmental agency
organized for the purrose of supervising and im-
proving the banking facilities of all its member
banks and for the protection of the public; that
by reason of the powers conferred upon said Reserve'
Bank as aforesaid it was the duty of said Roserve
Bank to xnow the actual conditiomn-of thec affairs

of saic Ths Hecoga Yational Banit aad it was then
and there the duty of said Rescrve Bank not to
perimit the depositors of said The TFcoga National
Bank to suffer loss by any act of said Federal
Reserve Banik and it bocame therefore & trustee

for your orators when it began and continued to
rediscount the tills and papers of The Neoga
National Bank -since said rediscounting merely in-
creased the indebtedness of said The Neoga National
Bank; and that it reduced the assets thereof and
thereby caused further loss to your orators and
that it was the duty of said Federal Reserve Bank
then and there having full power or supervision of
The Neoga Mational Bank to have made an examination
of the said Neoga Naticnal Bank and to have known
of its insclvency before it discounted such papers
and to have either caused The Neoga National Bank
to be clossd or to have refused to make said re-
discounts and thercby prevented loss to your
orators; and said Federal Reserve Bank would have
known oI the insolvency of said The Neoga National
Bank if it had cxercised ordinary carc in the per—
forze.nce of its duties then and there owing to your
orators,."

Paragraph 24, on pegs 21, is as follows:

"And orators further represent that the Tederal
Reserve Bank of Chicago, by reason of the powers
conferred upon it by law, had full and complete
supervision of the affairs of said The Neoga
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National Bank since the year 1921, and during
thet +time was informed, or in the exercise of
orcinary care in the performance of its duties

of supervision should have been informed of the
actual financial condition of said Bank and
should have ascertained whether said Bank had
sustained losses and was insolvent, and should
have ascertained the negligzence or the Directors
and officérs of said Bank in and about their
dutiss, and should have known that said Bank was
totally insolvent on the first day of Jonuary,
1924 up tc the date of its closing as aforesaid,
and that during all the time of said insolvency
your orators and other creditors of said Bank
were making deposits in said Barlk, anc should
have ascertained that said Directors were fraud-
ulently holding out said Bank to *the public and
to your orators after January 1, 1924, as a
financially sound and solveunt institution, yet
said Federal Reserve Bank of Chicago having such
knowledge as aforssaid, and being informed, or

in the sxercise of ordinary care in the per-
formance of its said duties, being fully advised
as to the insolvency of said Bank and of the
negligent conduct of the officers end directors
of said Bonk, approved and cornfirmed the keeping
open of said Barnk as a solvent and sound finan-
cial institution as hereinbefore set forth, and
thereby abetted and approved the negligent and
froudulent conduct of the officers and directors
of saic Zenk in keeping said Bank open and in
addition thereto, said Federal Eeserve Bank,
knowing the iunsolvent condition of said The Neoga
National Bank and knowing that said Bank did not
have funde of its own with which %o reduce its
indcbtedness to said Federal Reserve Bank without
using the funds deposited by your orators and
other depositors in sald Bank in the daily trans-
action of their business, requircd said The Neoga
National Bank to contimue to reduce its indebt-
edness to said Reserve Bank by using the moneys
deposited by your or&tors and other depositors
in The Neoga National Bank; that oy reason of the
powers conferred by Law upon said Federal Reserve
Bank under the facts in this case, the said
Federal Reserve Bank became and was a trustee for
the depositors of The Ncoga National Bank, and

4
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was burdened under the law with the duty of
protecting the depositors of said The Neoga
National Bank from any loss due to any act of
said Federal Reserve Bank; and that by reason
of the said Federal Reserve Bank cooperating
with the officers and directors of said Bank
in their negligent and fraudulent conduct of
said Bank, your orators and other depositors
in said Bank have sustained losses in excess of
40 percent. of the deposits made by your orators
and other depositors in said Bank during said
tire, which said deposits.: of your orators is set
forth in Paragraph 22 hereof."
The foregoing are all of the provisions in the bill
of complaint dealing with the subject of the alleged duties
of the Federal Reserve Bank to the complainants. Disregarding
for the moment the action of the Federal Reserve Bank after
the insolvency of the Neoga Bank, we now ask:
Do the foregoing allegations constitute a cause of
action against the Federal Reserve Bank of Chicago?
Restating the effect of the foregoing averments, they
charge that the Federal Reserve Act required the Neoga
National Bank to be a member of the Federal Reserve Bank of
Chicago, when extending credit to the Neoga Bank, to super-
vise and examine its business in like manner to the super-
vision and examination exercised by the Comptroller of the
Currency. That the directors of the Neoga Bank were constantly
required to meke reports of its financial condition to the

Comptroller of the Currency and to the Foderal Reserve Bank

of Chicago. That the Federal Reserve Bank of Chicago redis-
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counted paper of the Neoga Nétional Bank in varying amounts,
demanded security therefor, complained of the qualit& and
character of the paper tendered by Neoga Bank for redis-
counting, and ultimately had in its hands as security for
such loans substantially all of the assets of the Neoga

Bank of any substantial value. That the directors of the
Neoga National Bank made false and misleading reports of its
condition to the Comptroller of the Currency; That the
Federal Rescrve Bank of Chicago had full and complete author-
ity, with the approval of the Federal Reserve Agent, to mdke
spccial cxaminations of the Neoga Bank by reason of its
discount of its papcr, but that the Federal Reserve Bank of
Chicago continued rediscounting Neoga Bank paper and demanding
security for each rediscounting loan and at the same time
criticized the class of paper tenderéd, and so had knowledge
that the affairs of the Heoga National Bank were in doubtful
condition, That had the Federal Reserve Dank of Chicago made
further examinations, it would have discovered that the
directors of Neoga Bank were fraudulently holding that instit-
ution out to the complainants as a solvent institution, but
that the Federal Reserve Bank of Chicago being advised of the
insolvency of the Ncoga Bank and of thc nogligent conduct of
its officers and directors approved and confirmod thc keeping

open of said bank as a solvent and sound financial institution

Federal Reserve Bank of St. Louis
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and thereby abetted and approved the negligent and fraudulent
conduct of its officers and directors.

It is clear that these averments do not state a cause
of action 'against the Federal Reserve Bank of Chicago uhless
it was the duty of Federal Reserve Bank to cause exzaminations
of the affairs of Necoga Bank, and, as the result of such
examination, to take some action upon a showing of insolvency,
but this we have shown in the foregoing not to be true. The
whole duty, and indeed, the exclusive power to make such
cxaminations and take such disciplinary action with rcgard to
the Neoge Bank is by statute imposcd upon the Comptroller of
the Currency. There werc only two ways in which the Neoga
Naticnal Bank could have been declared to be insolvent. They
are both set forth in U.S.C.A., Title 12, Sec. 191. They are
that any creditor having obtained a judgment against the
Neoga Bank might make application to the Comptroller of the
Currency, accompanying his application by a certified copy-.of
the judgment showing it to have remained unsatisfied for
thirty days and upon such applicetion the Comptroller would
appoint a Receiver; and the second mcthod would be that the
Comptroller should have himself become satisficd of the bank's
ingolvency after an examination of its affairs,

If the Federal Rescrve Bank of Chicago had mede an

exomination or had in any other menner become satisficd of

Federal Reservé Bank of St. Louis
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the insolvency of the Neoga Bank, it would have had no right
to declare that fact or to make any application to the Comp-
troller to declare it without first having put itself into
the same positioh as any other ¢reditor by securing a judgment
against the Neoga Bank and sending a certified copy of such
unsatisfied judgment to the Comptroller with its application.

The Federal Reserve Bani of Chicago had the right,
under some circumstances, to make supplemental examinations
of thc Neoga National Bank for its own information in the
cxtension of credit and for the protection both of the public
intercst and of the intercst of the other member banks in the
Federal Rescrve Bank of Chicago, but if in the coursc of such
cxaminations it had comec to the conclusion that thc Neoga
National Bank was insolvent and had called its belief to the
attention of the Comptroller of the Currency and the Comp-
troller had come to a diffecrent conclusion, thc Federal
Rescrve Bank of Chicago, like any other individual, would
have becen forccloscd and cstopped by the official determimation
of the Comptroller of the Currcncy to whom alonc the power to
detormine that foct is committed.

As a matter of fact thce thecory of the allogations,
which arc now being considercd, is a totel misconception of
the function & the Fedcral rcserve bank toward its member

banks. The Federal Rescrve Act crecatos the Federal Resorve
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System to be of assistence to member banks, not so mich for
the benefit of the member banks, as for the benefit of the
entire fiscal and financial situation in the country, and
oractice under the Federal Reserve Act shows that this purpose
has from the first been understood and foiiowed. Member banks
temporarily in trouble go to the Federal reserve banks to aid
them to tide over their temporary difficulties and the Federal
reserve bank brings to the supvort of an embarrassed member
the aggregated strength of the District.‘ Every consideration
of wisdom and policy approves the action of Congress in thus
cxcepting the disciplinary control of national banks from the
Federal reserve banks, whose duty it is to prevent bank fail-
urcs, not to bring them about, to go perhaps beyond the
lengths of prudence and forbearance in the aid of weak members
in order, if possible, to avert the necessity of ultimate
failure. All the provisions of the Federal Rescrve Act itself
show that this was the purpose of Congress, but in order to
loave no doubt about it, thc Federal Reserve Act itself con-
tains specific references to the official cxaminations of
member banks by the Comptroller. . Thus in U.S.C.A. Sec. 482,
the Foderal Reserve Board is given power, upon the rcecommen-
dation of the Comptroller of the Currency, to fix the salaries
of bank examiners, but the initiative herc lies with the

Comptroller,  In U.S,.C.A., Scc. 483, the power to make special
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examination is given to the Federal reserve banks, but these
special examinations are, by fhe language of the statute, in
addition to examindtions made and condﬁcted by the Comptroller
of the Currency and the Federal reserve bank may not mske
these special examinations without first having the approval
of the Federal reserve agent or the Federal Reserve Board,
and then, in order to prevent any possible misconstruction,
U.S.C.A. Sec. 484 provides that no bank shall have any
visitorial powers other than such as arc authorized by law or
vested in the courts, or shall be, or have been, exorcised by
cither Housc of Congress or any committce thereof,

To establish a cause of action against the Federal
Reserve Bank of Chicago in this behalf; it would be necessary
to show that the Federal Reserve Bank was under a duty to the
complainants which it had negligently failed to perform.
There being no such duty, there can be no such delict as is
alleged..

2. The Action of Federal Reserve Bank of

Chicago After the Insoclvency of the
Neoga National Bank,

The allegations in the petition with regard to the
conduct of the Federal Reserve Bank of Chicago after the
insolvency oif the Neoga Bankkmanifestly have nothing to do
with the wrongful acts and neglects allegéd against the

dircctors and officers of the Neoga Bank. The allcgaticns in

Federal Reserve Bank of St. Louis
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question are as follows:

follows:
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Paragraphs 18 and 19 of the biil, page 17, are as

"Orators further represent that when The
Neoga National Bank closed its doors on January
12, 1925, the said Federal Reserve Bank took
unto itself all the rediscounts and collateral
on deposit with it amounting to approximately
$120,000 and the reserve fund on deposit with it
amounting to approximately $10,000 and the stock
in the said Federal Reserve Bank of the approximate
value of $1000.00 and kecpt and paid itself in full
therefrom and turned the balancc of said collateral
and rediscounts over to thc Rcoceiver thereby making
itself a preferred creditor of The Neoga National
Bark; that the transfers of the notes and bills of

The 'Neoga National Bank to the said Federal Reserve

Bank were all made after the said Neoga National
Bank became insolvent and after such insolvency
would have become known to the Federal Reserve
Bank if it had used ordinary care in and aboub the
performanca of its duties owing to the public and
that under the Federal Banking Laws such transfers
werce utterly null and void as against your orators
and that the Fcdoral Reserve Bank should be re-
guired to turn over to the Receiver all the funds,
notes and bills in its hands on Jamuary 12, 1925,
and should be put on the same basis as any other
creditor of said Bank; and that being so advised
as to the conditions of the affairs of Thc Neoga
Notional Bonk the said Federal Reserve Bank of
Chicago, connived, consented and cooperated with
the directors and officers of The Neoga National
Bank thereby permitting the manipulation of the
deposits of said Bank, the management and control
of said bank to the injury and damage of your
orators and thereby committed a fraud upon your
orators and other depositors.

"19. Orators further represent that at the
time of closing said Bank your orators and other
depositors had on deposit approximately $116,381.46;
that the loans and discounts owned by said Barnk had
a face value of $170,655.88 and over-drafts amounting
to $1881.45 and had other assets omounting to

C ety e
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$38,430,79 which should have been applied to the
payment of your orators; that the saild Directors
permitted the Federal Reserve Bank to pay itself

in full the sum of approximately $51,000 out of said
assets as a preferred creditor of said Bank; that the
said Federal Reserve Bank having full knowledge of the
situation and of the affairs of The Neoga National
Bank under the National Banking Laws had no author-
ity or right to meke itself a preferred creditor,
yet the Receiver of said Bank and the Dircctors
stood by and abetted the said Federal Reserve Bank
in taking advantage of its own wrong and permitting
it to be paid in full and depriving your orators

and other depositors of said Bank of a fair, just
and equal distribution of the assets of said Bank
and that in equity and in good conscience the Fed-
eral Reserve Bank of Chicago should be compelled as
a trustee under the circumstances to pay over to

the Receiver of said Bank the said sum of approxi-
mately $51,000 and should be made amen:®ble to the
law as othor creditors of said Bank and that the
said Directors of said Bank should be required to
make good to your orators and other depositors

their pro rata share of said $51,000."

The net effect of these averments is that after

the Neoga National Bank closed its doors, through the action

of the Comptroller, the Federal Reserve Bank of Chicago

appropriated the stock of the Neoga Bank in the Chicago Bank

of the value of $1000,00, the reserve fund of the Neoga Bank

anounting to $10,000,00 and so much as was necessary of the

collateral in its hands securing rediscounts to pay the debts

of the Neoga Bank to the Federal Reserve Bank, and returned

the balance in its hands to the Recciver of tho Ncoga Bank.

The allegations that the Fedsral Rescrve Bank of Chicago
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connived, consented and cooperated with the directors and
officers of the Neoga Bank to secure a preferénce is, of
course, a conclusion of law flatly at variance with the facts

pleadedi The Federal Reserve Bark of Chicago Was not, and

did not become, a preferredicreditor. It was and remained a

secured creditor,

It is not alleged ih the bill of complaint, and
could not have been, that the Federal Reserve Bank of Chicago
secured any of the resources of the Neoga National Bank as
an unlawful preference., All the assets of the Neoga Bank in
its hands came into its possession in due course for value
received and pursuent to law. Thus the $1000,00 invested in
the capital stock of the Federal Reserve Bank of Chicago was
an investment required to be made by a member bank, the reservé
funds of the Neoga National Bank were deposits required to be
made by law for specific purposes and to be administered in
furtherance of those purposes. The securities for loans
similarly were required to be exacted by the Federal Reserve
Board of Chicago by the law which authorized those loans.,

The application by the Federal Rescrve Bank of Chicago
of the asscts of the Neoge Bank in its hands to the payment of
the debts due to it was necessary +¢ carry out the purpose of
the Federal Resorve System. If the Federal Reserve Bank of

Chicago had returned all thesc asscts to the Receiver and had
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become merely a general creditor of the Neoga Bank, the loss
sustained would have been a loss to the other member banks of
the Federal Resei}‘ﬁ‘e Bank of Chicago, since all the resources
of the Federal Res‘erve Bank of Chiocago belonged to the¢ member
banks and are made up of their investments in its dapital
stock and their rcserve deposits. The plain purpose of the
Federal Reserve Act is to accumulate thesc resources of the
mcmbers to make them available to the members under conditions
of safety and sacurity.‘ If the Federal reserve banks were
required to sustain losses in these resources in the manne'r
suggested by thce bill of complaint, then instead of being a
source of strength to the financial structure of the country,
the Federal reserve banke would be a source of weakness, as
every such loss would pro tanto affect the strength of all
member banks and thus spread the consequences of local loss
throughout thfz whole structure., This idea was suggested to
the Congfess in the amendment proposing a guarantee of deposits
in member banks through the Federal reserve banks but was re-
jected as being at variance with the purpose of the Federal
Reserve System.

Dealing specific& 1lly with the th:'ee items of assets
of the Neoga National Ba.nk, we take up first:

Federal Reserve Bank of Chicago was

Entitled to Avpropriate the Stock Interest
of the Neoga Bank.

Federal Reserve Bank of St. Louis
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Section 6 of the Federal Zieserve Act (U.S.C.A.,
Title 12, Ch, 3, Sec. 288) provides:

"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 cancelled without impairment
of its liability, and all cash paid subscrip-
tions on said stock, with one-half of ome per
centum per month from the poriod of last
dividend, not to exceed the book value thercof,
shall be first applied to all debts of the
insolvent member bank to the Federal rescrve
bank and thc balance, if any, shall be paid
to the Receivor of the insolvent bank."

It will be observed that in the foregoing quotation
from the statute, this application of paid subscriptions to
capital stock is made mandatory by the use of the word "shall",

The Supreme Court of the United States in Farmers & Merchants Bank

of Monroe v. Federal Reserve Bank of Richmond, 262.U.S. 649,

says, at page 665:
"This statute appears to have been drawn

with great care. Throughout the Act the

distinction is clearly made botween what the

Board and the rescrve banks 'shall' do and

what they 'may! do."

The subscriptions to the cepital stock of thc Federal
reserve banks by national banks arc made mandatory by the
Federal Rescrve Act (U.S.C.A. Title 12, Ch. 3, Scc. 282) and
the amount is fixed at a sum equal to six per centum of the

paid up capital stock and surplus of each member., In view

of these requirements of the Federal Reserve Act, the

Federal Reserve Bank of St. Louis
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Federal Reserve Bank of Chicago had no alternative and the
complainants must be held to have dealt with the Neoga Bank
with knowledge of its investment in the capital stock of the
Federal Reserve Bank of Chicago, and the preference created
by law in favor of the Federal Reserve Bank of Chicago to
the cxtent of any indebtoedness to it by the Neoga National
Bank.

The Federal Rescrve Bank of Chicago was

Entitled to Set Off Against the Reserve

Fund of the Neoga Barnk any Indebtedness
due It from that Bank.

The second asset item of the Neoga National Bank as to
which complainants complain had tc do with "the reserve fund
on deposit with the Federal Reserve Bank of Chicago amounting
to approximately $10,000,00,"

Reserve funds in Federal reserve banks deposited under
Section 19 of the Federal Reserve Act (U.S.C.A. Ch. 3, Sec.
462) constitute a credit balance.l The member bank deposits
checks and other items with the Federal reservce bank daily to
the credit of this account and draws its own checks on its
balance in the transaction of its daily business. By statuto
(UeSeColde Ch. 3, Sec.:464) this bal#nca is made subjoct to
bo checked against and withdrawn by the mombor bank for tho
purposc of meceting existing liabiliﬁios. It was, therefore,

likec an ordinary account maintainod in a bank by a depositor,

Federal Reserve Bank of St. Louis
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Neoga Denk 2duld have drawn a check upon it any day to

pay any indebtedness from it to the Federal Reserve Bank

of Chicago and, on the declaration of the insolvency of Neoga
Bank, this fund in the haifxds of Federal Reserve Bank of
Chicago was subject to an:ordinary banker's lien to be set
off against any indebtedness from the Neoga Bank to it. The
law is entirely well settlzgd that a bank upon the insolvency

of its depositor may apply the balances remaining on deposit

" in open accounts in payment of obligations due it from such

dopositor. A Foderal roserve bank is in effoct a banker's

bank and the rclationship between it and its members is in

- many rospects similar to the rolation existing between an

Digitized for FRASER
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ordinary bank and individual depositors. The rule with recgard
to banker's liens, more properly a right of set-off, is not
peculiar to banks but is an outgrowth of the general doctrine
of set-off and has been repeatedly recogniged by the State
and Federal courts alike both where the depositor was an

a

individual and where the depositor was/ bank.

Scott v, Armstrong, 146 U.S. 499.
Studley Ve Boylston Bank, 229 U.S. 523,

The latter of these cases arose in a bankruptcy pro-
ceeding, but the Supreme Court specifically recognized that
the right was not creatod by the Bankruptey Act, but was an

outgrowth of set-off. (Sece page 528).

Federal Reserve Bank of St. Louis
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A similar casc, Federal Reserve Bank of i{inneapolis

V. First National Bank of Eureka, 277 Fed. 30C (1921), arose

from the closing of a national bank by the Comptroller of the
Currency. A Receiver had been appointed and the Federal
Reserve Bank insisted upon its right to cancel the member's -
stock and apply that and the reserve deposit of the mumber
bank to the payment of the member bank's obligations. These

obligations arose by the endorsement of paper of the member

" bank for rediscount. It was contzndzd on behalf of the Re—~

ceiver that the Federal Reserve Bark must first exhaust the
makers of the paper and assert only ‘a secondary liability
against the member bank., The court, however, held that the
object of the Federal Reserve Act was at all hazards to sscurc
the Federal reserve banks and that endorscment for rediscount
by & member bank constituted a primary liability and approved
the action of the Federal Reserve Bank in applying the reserve
balance and the proceceds of the member's stock immediately and
without first exhausting thc mekers of the paper.. On page
302 the court says:
"If the purpose and intent of the

statutes and rules and regulatiohs above

referred to are to be recognigzed, it is

the evident intent and purpose to protect

the bank in its service, and the advancement

of funds to member banks, and upon the receipt

of the notes of the bank and collateral notes
with the endorsement of the bank.!

Federal Reserve Bank of St. Louis
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The court here recognizes the distinction which we
have pointed out above. The function of Federal reserve .
banks is toaid, nurse and, if possible, save member banks. .
Every safeguard is thrown around their performance of this
function. It is not required to be performed at the hazard
of its own resources, which are, after all, the resources of
its other member banks. It has no general visitorial or
disciplinary function. Per contra, the visitorial and dis-
ciplinary powor of the Government is vested in the Comptroller
of the Currency and in him alone.
Federal Reserve Bank of Chicago Was Entitled

to Retain and Apply the Collateral Which It
Had Received for Rediscounting of Paper.

The 18th and 19th para.graphs" of the amended bill allege
repeatedly that the Federal Reserve Bank has made itself a
preferred creditor. The facts alleged by the bill, however,
are that the Federal Reserve Bank was a secured creditor as to
the collateral demanded and received by it to protect loans
made to the Ncoga Bank.

- Paragraph 18 of the amqnded. bill alleges that the
Federal Reserve Dank, after satisfying the indebtedness to it
of Neoga Bank, tjirned-the balance of the collateral and re~
discounts over to the Receiver of the Neoga Bank.

The matter of rediscounts is covered in Section 13

of the Federal Reserve Act (U.S.C.ds Che 3, Sec. 343) which

Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed.org/

provides:

-

S

o
S wide

X-5130
36

"Upon the indorsement: of any of its
member banks, which shall bec dcemed a .
waiver of demand, notice and protest by
such bank as to its own indorscment ex-
clusively, any Federal rescrve bank may
discount notes, drafts, and bills of ecxchange,
arising out of actual commcrcial transactions;
that is, notcs, drafts, and bills of exchange
issued or drawn for agricultural, industrial .,
or commercial purposes, or the proceeds of _
which have been used, or are to be used, for
such purposes, the Federal Reserve Board to
have the right to determine or define the
character of the paper thus eligible for
discount, within the meaning of this chapter."

By the provisions of Sections 344 and 346, additional

authority is given to discoint other forms of papei',A including

acceptanctos, and by Section 347, it is provided:

"Any Federal reserve bank may make advances
to its member banks on their promissory notes
for a period not cxceoeding fiftcen days at
ratcs to be cstablished by such Federal rescrve
banks, subject to the rcviow and dctermination
of thc Federal Rescerve Board, provided such
promissory notes are secured by such notes,
drafts, bills of cxchange, or bankers! acccpt—
ances ag8 are eligible for rediscount or for
purchase by Federal reserve banks under the
provisions of this chapter, or by the deposif.
or pledge of bonds or notes of the United
States," '

Limitations are imposed upon this power by Section

Federal Reserve Bank of St. Louis

352 and provision is made for the regulation of the redis-
count rate from time to time. This latter is one of the
vital powers in the Federal Reserve Act. Through it the

Governmont controls the tenderoy to speculation and regulates
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in the public interest the availability of loan money.

It is very important, further, to note that the
provision of elasticity in the currency was one of the great
objects in the Federal Reserve Act, and that this <object -
was accomplished by the authorization of Federal reserve notes.
Thesc notes constitute now a large part of our currency, They
are protected by the deposit with the Fcderal reserve agent
as collateral security of paper rediscounted by the Federal
resoervo banks, so that it is of the very highest impertance
that roediscounted papor should be fully protected by the most
adequate security.

In Section 16 of the Foderal Reserve Act (U.S.C.d.,
Ch. 3, Boc. 412) it is provided:

. "Any Federal roscrve bank may meko
application bo tné 1bcul Federal reserve

@gent for such amount of the Federal reserve

notes hereinbefore provided for as it may

require., Such application shall be accompanied

with a tender to the local Federal reserve

agent of collateral in amount equal to the

sum of the Federal roscerve notos thus applied

for and issued pursvant to such application.

*¥xkkkx*The said Federal Reserve Board may at

any time call upon a Federal reserve bank for

additional security to protect the Federal

reserve notes issued to it,."

It was, therefore, not only the right, but the plain
duty, under this statute of the Federal Roscrve Bank of

Chicago to demand, recoive and hold collateral, which, in its

judgment, fully protected rediscounted paper of Neoga National

Federal Reserve Bank of St. Louis
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Bank. Resultantly Federal reserve notes based upon the redis-
count paper have entered into the general currency of the
country and the solvency of rediscounted paper is the basis
upon which Federal reserve currency rests.

It thus appears that in all three of the matters com-
plained of, the Federal Reserve Bank of Chicago acted within
the plain language or necessities of the statute. The Neoga
National Bank secured value received for all of its assets in
the hands of the Federal Reserve Bank of Chicago and those
assets were applied in accordance with the obligations of the
Neoga National Bank, all of which were created by law and

were, therefore, known to depositors in the Neoga Bank.

In the foregoing we have demonstrated that the Federal

Reserve Bank of Chicago was guilty of no breach of duty toward
the complainants, but, on the contrary, acted in accordance
with the law in all respects. It is, therefore, respectfully
submitted that the amended bill does not state a cause of

action against the Federal Reserve Bank of Chicago.
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II..

THERE IS A MISJOINTER OF CAUSES OF ACTION
IN THE AMENDED BILL

We have shown in the foregoing pages that no cause of
action is stated in the amended bill against the Federal
Reserve Bank of Chicago, but, apart from those questions, we
submit that there is an improper joinder of the causes of
action against the officers and directors of the Neoga Bank
on the one hand and those supposed to exist against the
Federal Reserve Bank of Chicago on the other.

We have seen that the bill asserts the liability of
the Federal Reserve Bank of Chicago upon two distinct theories
which we have discussed in detail. These are:

1. That there was a breach of duty growing out

of the negligent or careless failure on the
part of the Federal Reserve Bank of Chicago to
examine the Neoga Bank.

2. That the Federal Reserve Bank of Chicago was
guilty of some wrong, because of the action
taken by it after the insolvency of the Neoga
bank in appropriating the assets in its hands,.

On the other hand, there are two distinct causes of
action stated against the officers and directors of the Neoga
Bank, which may be btriefly summarized as follows:

1, The negligent administration of the affairs of

the bank by the directors caused the bank to be-
come insolvent and the plaintlffs will lose a
part of their deposits, ‘

2. The Neoga Bank was kept open and received
deposits from plaintiffs after the directors
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knew, or should have known, that the bank was
insolvent.

Bearing in mind the distinct character of the four
claims made by the amended bill, let us examine the standards
which have been established by the Federal Courts for deter-
mining questions of misjoinder or multifariousness. Since
February 1, 1913, the new equity rules adopted by the Supreme
Court have controlled the practice on the equity side of the
Federal Court. Rule 26 deals specifically with joinder of
causes of action and reads as follows:

"Rule 26, Joinder of Causes of Action.

The plaintiff mey Jjoin in one bill as many
causes of action, cognizable in equity, as he
may have against the defendant. But when there
arc more than one plaintiff, the causes of action
joincd must be joint, and if there be moro than
one defendant the liability must be one asserted
against all of the material defendants, or suffi-
cient grounds must appear for uniting the causes
of action in order to promote the convenient
administration of justice. If it appear that any
such causes of action cannot be conveniently
disposed of together, the court may order separatc
trials."

This rule, although it had no prototype in the eariler
rules of the Supreme Court, did not establish a new standard
for determining questions of misjoinder or multifariousness,
but was rathef a crystalization of those rules or criteria
which had been developed and applicd over allong period of

time by the Federal courts. Thus, in Low v. McMaster, 255

Fed. 235, 236, the court recognized that the rulc did not
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establish a new basis énd held that it did not prohibit any
Jjoinder of causes of action which was permissible before its
passage. In view of this holding, it will be interesting to
examine cases decided before as well as after the promulgation
of Rule 26.

Almost half a century ago, the Supreme Court, speaking
through Mr. Justice Miller, defined multifariousness in an
opinion which has been frequently cited and quoted since that
time,

Walkcer v. Powers, 104 U. S. (14 Otto), 245.

The Court said, page 251:

"By multifariousness 'is meant the impreperly
Jjoining in one bill distinct and independent
matters, and thereby confounding them; as, for
example, the uniting in one bill of several
matters, perfectly distinct and unconnected,
against one defendant or the demand of several
matters of a distinct and independent nature
against several defendants in the same bill,!
Story, Eq. Pl., sect. 271, In Daniell's Chancery
Practice, 335, it is said in explanation of this
that 'it may be that the plaintiffs and defendants
are parties to the whole of the transactions which
form the subject of the suit, and, nevertheless,
those transactions may be so dissimilar that the
court will not allow them to be joined together,
but will require distinct records.'"

The Circuit Court of Appeals for this circuit has had
occasion to pass upon a question of misjoinder in a situation

which was in many respects similar to that now before the

court. In Watson v, U, S. Sugar Refinery, 68 Fed. 769 (C.C.A.

7th Circuit 1895), the bill asked for dissolution of & cor—

poration and an accounting upon various grounds and also
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sought to recover judgment against certain individual defend-

ants on the ground that complainant had been induced by false

representations to purchase stock in the corporation. The

court held that there was a misjoinder of the causes of

action and tLat the cause of action against the corporation

was entirely distinct from that alleged against the individuals

for false representations and said (page 772)

WIf the appellant was induced by false repre-
sentations to make a losing investmant in the
corporate stock, his remedy is at law agoinst
thosc who deceived him, and not agoinst the
corporation, * * * * ¥ Unless, therefore, the
averments in respect to the deceit practiced
upon him he rejected as meaningless or super-
fluous, the bill is clearly multifarious, not
only because it joins distinct and independent
matters, but because it seeks to enforce different
remedies against distinct parties not jointly
liable or interested,"

The rule laid down in the Sugar Refinery Company case

by the Circuit Court of Appeals for this circuit has been

recognized by the courts of eppeals in other circuits and has

been applied since the adoption of the new equity rules..
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Watson v, Huntington, 215 Fed., 472, C. C. A.
2nd Circuit, (1914).

The decision of the court is shown by the syllabus:

A bill by stockholders of a corporation to
recover damages from the defendant on the
ground of his fraudulent acts as an officer of
the corporation by which, as  alleged, certain
of the complainants were induced to purchase
their stock, and others, who had previously
purchased, were otherwise injured, is bad for
multifariousness; the right to relief of the two
groups being based on a differcnt statc of facts."
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Backus v. Brooks, 195 Fed. 452, C.C.A. 2nd

Circuit, (1912).

The decision of the Court is shown by the syllabus:

"A bill in equity which states a cause of
action in behalf of individual complainants
based on the fraudulent conduct of majority
stockholders toward the minority, and which
asserts the right of stockholders to follow
corporate property conveyed in fraud, and which
states a caunse of action in favor of a corpora-
tion, as complainant, for breach of contract by
defendant corporation and individual defendants
for the purchase of articles, is multifarious
for misjoinder of causes of action."

Price v. Union Land Co. 187 Fed., 886, C. C. A,

8th Circuit (1911).

The decision of the court is shown by the syllabus:

"A right to maintain a suit against the
officers of a corporation for fraudulent misappro-
priation of its property is a right of the cor-
poration, and stockholders suing in such right
cannot join therewith a cause of action for fraud
and deceit practiced on them when they purchased
their stock which is personal.”

The court said, page 889:
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"But running through thc bill is an attomptod
assortion of a cause of action against the
individual defendants not for the use and bene-
fit of the Fuel Company but exclusively affect-
ing tho complainants as individuals.. It is for
fraud and deceit practiced upon them in the
original sale and purchase of the stock which
thoy hold, <Clearly such & eause of action has
no place in a stodcholders! suit brought for the
bencfit of the corporation., 'A right to maintain
a suit against the officers of & corporation for
fraudulent misappropriation of its property is a
right of the corporation.! Porter v. Sabin, 149
U. S. 473, 478, 13 Sup. Ct. 1008, 37 L.Ed. 815.
A right of a stockholder to suc for fraud and
decoit practiced upon him whon he purchased stock
is & personal one.!
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In view of Rule 26 and the foregoing authorities, it
appears that there are three distinct reasons why a bill may
be multifarious.

1. Misjoinder of parties plaintiff,

2. Misjoinder of parties defendant.

3 Misjﬁinder of causes of action.

The presént bill is objectionablc upon all threc of
these grounds, and we will examine it scparatcly with rospcct

to cache

1., MISJOINDER OF PARTIES PLAINTIFE: -
As to the joinder of partios plaintiff, Rulo 26
provides:

"But when there are more than one plaintiff
the causes of action joincd must be joint."

The second cause of action which the will alleges against the
officers and directors of the Neoge bank (i.e., the wrongful
receipt of deposits after insolvency), is clearly one in which
the plaintiffs are suing in their individual capacities, In-
deed, there are actually as many causes of action against the
individual directors of the Nebga bank as there are plaintiffs.
It is evident thfs.t the accoptance of deposits by the directors
from tho. various plaintiffs when the Ncoga bank was insolvent
was not an injury to the corporation, thc Nooga bank, but was
only an. injury to the individual depositors whosc monoy was

wrongfully acceptode
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Cassidy v. Uhlmann, 170 N. Y. 505, 63
'__N_. E. 554

It is possible that the first claim attempted to be

asserted against the Fea_,_eral Reserve Bank of Chicago (i.e.,

the breach of duty to examine and superintend the Neoga bank)
is also an individual claim of the various depositors. We
have pointed out that the Federal Reserve Bank had no such
duty as is claimed by the amended bill, but if there wore such
a duty, we could not determine thc party aggricved by a broach
thereof without knowing whether the duty was owing to the Neoga
bank or the depositors of such bank or the pu"blic at largee.

On the other hand, the first claim against the officers
and directors of the Neoga bank (i. e., for negligence), and
the second claim against the Federal Reserve Bank (i.e., for
appropriating the security in its possession after the receiver-
ship), are undoubtedly rights which were vested in the corpo-
ration and which the Receivor could have asserted. The
plaintiffs' only right to sue, therefore, must depend upon the
fact that they have made & demend upon the Receiver to commence
suit and that he has refused. Thug, we have the plaintiffs
as to at least one cause of action sﬁing in their individual
capacities and in at least two other causes of action suing
merely in their representative capacities, because the directors
or the receiver who should compel action by the corporation

have failed to act. The situation thus presented is within

the rule laid down in Watson v, Huntington, Backus v. Brooks
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and Price v, Union Land Co., cited aboves

2. MISJOINDEﬁ OF PARTIES DEFENDANTS

As to the misjoinder of parties defendant, Rule 26 says:
"If there be more than one defendant, the
liability must be one asserted against all of
the material defendants."

The mere statement of this rule and the enumeration of
the various causes of action included in the bill makes it
clear that there is a misjoinder, The Federal Reserve Bank
of Chicago is not, of course, jointly liable with the direc—
tors, either because of the directors! negligence or because
deposits werc wrongfully reccived after the insolvency of the
Necoga bank, and, on the other hand, the officers and directors
of the Neoga bank are not liable, eithor for the breach of the
supposed duty of the Federal Reserve Bank to cxamine and super—
intend the Neoga bank or for thc appropriation of the security
by the Federal Résorvo Bank after the rocoivorship. There
arc, to bo suroc, somc allegations in thc ninctecnth paragraph
of the amended bill which suggest that the directors and
officers connived and cooperated with the Federal Reserve Bank
in appropriating the security in question, but inasmuch as
this was not done until after the receivership, it must be
clear that these allegations which are merely in the form of
conclusions are entirely inconsistent with thc specific facts

alleged by the complainante

Federal Reserve Bank of St. Louis
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3, MISJOINDER OF CAUSES OF ACTION:

Rule 26 contains an additional provision which may
Justify a joinder of defendants which would otherwise be
improper. It reads:

"or sufficient grounds must appear for uniting
the causes of action in order to promote the
convenient administration of justice."

What are the grounds which "must appear" to justify
the joinder? The criterion which had becn established by the
Foderal Courts prior to the adoption of Rule 26 and which has
been applied constantly since that time, is that there are
such grounds for uniting causes of action only when there is
such identify of issues either of fact or of law which will be
decisive of the various causes of action, that the convenience
of thc parties and of the court will be sorved by determining
these issues at 6;0 time rather than in distinct trials. It
is, therefore, necessary to consider this part of the rule in

connection with the discussion of misjoinder of causes of

action. As stated by the Supreme Court in Walker v. Powers

(supra, page 41), multifariousness means:

"The uniting in one bill of several matters,
perfectly distinct and unconnected, against one
defendant, or the demand of several matters of
a distinct and independent nature against several
defendants in the same bill."

Bearing in mind this rule, we can most effectively
demonstrate the futility of consolidating in one case the

claims against the Federal Reserve Bank of Chicago and the
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claims against the directors of the Neoga Bank by enumerating
the issues which are involved in each case and thus determin—
ing what, if any, coﬁxnon points of litigation there are in the
two cases. |

The case against the Federal Reserve Bank of Chicago,
if there is a case, involves the following questions:

1', The right of a Federal rcserve bank to cancel the
stock of an insolvent member bank and apply the value thereof
to the debts of thoe insolvent member bank to the Federal
Rescrve Bank, as provided for in U, S..C. A, Title 12, section
288,

2. The right of a Federal reserve bank to assert a
lien or set-off on the reserve deposit of an insolvent member
bank,

3., The right of a Federal reserve bank to apply the
discounted paper and collateral reccived from an insolvent
mexbar bank in payment of the obligations of the member bank
which such paper was given to secure,

4, TWhether the Federal Reserve Bank had any actual
knowledge of the condition of the Neoga Bank,

5, Whether the Federal Reserve Bank was chargeable
as a matter of law with notice of the condition of such bank,

6. Whother, if the Federal Reserve Bank had knowlodge
cither as a matter of fact or as a mattor of law, such knowl-

., cdgc mekos any differonce in the liability of such Federal
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Reserve Bank.

7. Whether the plaintiffs in this case, as depositors,
actually suffered any damage through dealings between the Neoga
bank and the Federal Reserve Bank.

8. What, if amy, dﬁties a Federal reserve bank owes
to the depositors of member banks to protect such depositors
against misfeasance, malfeasance or nonfessance of the
directors and officers of such member bank?

9. If there is such a duty, whether there was any
failure on the part of the Federal Reserve Bank to perfornm
that duty in the present case,

10. 1If there was such a duty and a failure to perform
it, whether the Weoge Bank, or its depositors, suffered any
damage of which such failure was the proximate cause.

It is clear that no one of thesc issues is at all
matorial in dotormining the 1iability of the directors and
officers of thc Nooga Bank to the plaintiffs in the prescnt
casCe

On the other hand, thc casc against the dircctors
of tho Neoga Bank involvos, among othors, the following
questions:

l. The knowledge or lack of knowledgec of each of the
ninc directors as to the condition of the Neoga Bank at
various times from 1921 to January 1925,

2. The participation or lack of participation in the
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affairs of the Neoga Bank of each of the nine directors,

3. The extent to which the directors, as a matter of
law, are cﬁargeable with knowledge of the affairs of the bank,

4. TWhether the directors kept the affairs and books
of the bank in such condition that they could easily ascertain
its condition.

5 Whether failure to keep the affairs and books of
the bank in such condition that the directors could be easily
advised of its solvency or insolvency, amounted to negligence
on the part of the officers or dilrectors,

6. Whother various loans made by thc bank and epproved
by the directors were improper because of the inadequaéy of the
security received by the bank,

7. Whethqr various loans made by the bank and approv—
ed by the directors were improper becausc of thc character of
the individuals who made tho loans.

8+ Whether exeossive loans were madc to particular
people in view of the size of the bank, the funds available
for loans and the responsibility of the borrower.

9. Whether false reports, as alleged in the amended
bill, were made by the directors and resulted in misleading
the depositors and the Comptroller of the Currency.

10, Any other facts and circumstances whatsoover which
may tend to show the negligont management of the affairs of the

bank by its officers and dircectorse.
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11, Whether the Neoga Bank was insolvent when deposits

were received from the various plaintiffs.

12, Whether each or any of the directors acted im~
properly in view of his knowledge, actual or constructive, of
the affairs of the bank, in continuing to operate the bank and

receive deposits during the year 1924,

We submit that no one of these issues is at all materi-

al in determining the liability of the Federal Reserve Bank to

the plaintiffs in the present case.

It is submitted, in view of the foregoing enumeration,

that the uniting of the causes of action against the directors
on the one hand and the Federal Reserve Bank on the other
would not serve to promote the convenient administration of
justice, but would be a serious inconvenience to the court and
the parties concerned in d.is,poéing of the several entirely
distinet controversies attempted to be set forth in the amends-
ed bill,
CONCLUSION

The fundament of the plaintiffs'! claim is the mis~
conduct and negligence of the officers af the Neoga Bank.
Their wrongful acts are alleged to have injured the plaintiffs
in two distinct ways:

1. The nogligent management by the defendant direc-
tors caused tho insolvency of the bank and the consequent loss

to the depositors,
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2. The defendant directcrs wrongfully continued to

~operate the bank and accept deposits from the plaintiffs after

they knew or should have known that the bank was insolvent.

It must be clear that the Federal Reserve Bank of
Chicago was not‘in any way involved in either of these breaches
of duty toward the plaintiffs and there are no facts alleged
ip the amended bill showing that the Federal Reserve Bank was
involved in the slightest degree. The claims which are made
against the Federal Reserve Bank itself are unfounded in law,
contrary to the express provisions of the Federal Rescrve
Act and the decisions of. the Courts thereunder, and the motion
of the defendant should be granted both on the ground that no
cause of action is stated against the Federal Reserve Bank of
Chicago and on the ground that there is a misjoinder of the
causes of action set forth in the amended bill.

Respectfully submitted,

Attorney for Federal Reserve
Bank of Chicagoe

of Counsel.

Federal Reserve Bank of St. Louis

PR





