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FEDERAL EESERVE BANK 

OF ATLANTA 

December 18, 1928. 

~. Walter Wyatt, General Counsel, 
Federal Reserve Board, 
Washington, D. C. 

Dear Walter: 

I have your letter of November 15, addressed 
to my firm and enclosing a copy of a recent opinion 
rendered by the Supreme Court of Minnesota in the case 
of Midland National Bank & Trust Company vs First State 
Bank of Sioux Falls, et al. It seems to me that this 
case is of great interest to Federal Resarve Banks. If 
it is to be generally followed it will modify several 
of our preconceived ideas. The Court seems to hold that 
a bank holding collateral for any and all indebtedness 
due it by another bank has. the right to ~pply such col
lateral in satisfaction of unpaid remittance drafts 
which, while drawn in favor of and upon the q;redi tor 
bank, are, in fact, sent in payment of items belonging 
to third persons. 

In many cases Federal Reserve Banks hold 
11 ad.di tional 11 or general collateral for the payment of 
any and all indebtedness due by a member bank, and it 
wo~ld·appear that the proceads of the capita1 stock in 
the Reserve Bank might fairly be classed as general col
lateral. So far as I know, it has been the custom of 
Federal Reserve Banks to regard any such collateral as 
being held only for its own benefit. If, however, the 
Minnesota Court correctly states the law, the Federal 
Reserve Bank would have the right to take such col
lateral and utilize same in the extingUishment or toward 
the liquidation of items which, although collected by a 
closed member, had been by the Reserve Bank "charged 
back11 because unrani tted for in actually collected funds. 

It is difficult to see a reasonable basis for 
a distinction between collateral held for the indebted-
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ness of a borrowing bank o.nd ~ts reserve account, nor 
does the opinion of the Minnesota Court necessarily turn 
upon the proposition that the remittance drafts had been, 
prior to suspension, mailed to the Reserve Ba~z by the 
closed member. Followed to its logical conclusion, the 
case would be authority for the proposition that any 
Federal Reserve Bank would have in its own right a 
claim against a member which had collected items for 
the account of the Reserve Bank, with the concomitant 
right to charge the amount of such items against the 
reserve account of the closed member or to pay the same 
out of excess collateral. 

The many complications which mie.;ht result are 
obvious and, as above stated, the decision seems to be 
at variance with many of the conclusions which were 
reached at the Conference of Counsel which had under 
consideration similar questions several years since. 

I would appreciate it if you would write me 
your own views with respect to the decision. 

With the compliments of the season, I am, 

Sincerely yours, 

(S) ~obt. S. Parker. 

RSP/w. 
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OF SAN FRANCISCO 

·cal ter Wyatt, Esq., 
General Counsel, 
Federal Reserve Board, 
Washington, D. C. 

Dear Mr. Wyatt:-

December 21, 1S28. 

Although I understand that it is not 
customary for counsel of the Reserve bariks to re
ply to your routine communications transmitting 
decisions of interest, I feel that some cotnment 
on the case of MIDLAND 1TATI01J.AL B.A..i'm: vs. FIRST 
STATE B.AlJK OF SIOUX F.ALLS, transmitted with your 
letter of December 15, is a~uropriate. 

It is possible that I have misconceived 
the true purport. of the court's decision in this 
case, but from my study of it I feel that it is 
an unsound ~nd dangerous decision. 

Y~ views are set forth at greater length 
on a memorandum which I have prepared for the in
forn~tion of the officers of this barik, copy of 
which I transmit herewith. 

ACA/SW 
Encl. 

Very truly yours, 

(S) Albert C. Agnew, 
Counsel. 
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DIGEST OF DECISION 

December 21, 1928. 

MIDLAliD NATIO:tlAL J3Al!K vs. FIRST STATE 
BAl~ OF SIOUX FALLS, SOUTH DAKOTA 

(Sup.Ct. Mi:im., 11ov. 30,1928. 
Not yet reported.) 

Pledge ~f collateral by drawee 
bank wi h its corr~s~ondents raay 
be used. by corre.s-ooridents to uay 
checks forwarded to drawee, even 
after such checks have been charr,ed 
back to customers of forwarding baru{. 

The Supreme Court of 1annesota has just rendered a decision 
in the above entitled case which seems to the writer unusual in its 
conclusion and dangerous in its effect upon Federal reserve batiks. 

TEZ FACTS. The defendant, First State :Bank of Sioux Falls, had as 
its Minneapolis correspondent the plaintiff, Midland 

Nationc..l.l :Bank. These two banks trB..l;sacted considerable 'business and 
as security for advances made by the Minneapolis bank to defendant 
a ~ledge agreement had been entered into under the general terms of 
which all securities deposited by defendant bank r:i th plaintiff batik 
were to remain as collateral to any loans or indebtedness due from 
defendant to plaintiff. 

Plaintiff forwarded to defendant for collection and remit
tance certain phecks and drafts drawn on other banks in Sioux Falls, 
which it had rj\ceived from various customers. All of these were 
collected and ~efendant forwarded its drafts upon plaintiff in settle
ment. Defenda#t failed before the drafts reached plaintiff. There 
were no funds ~n deposit with plaintiff and payment of the drafts was 
refused. 

The checks forwarded by plaintiff to defend.B.nt for collec
tion and remittance had been deposited by various customers .with the 
understanding that they would be credited but that the customers would 
not have the right to Withdraw the funds until the checks were paid, 
and, if not paid, that plaintiff might charge them against the depositors. 
lfhen the drafts sent in settlement were dishonored, plaintiff charged 
against its customers the amount of the checks which thet had deposited, 
and in this action sought to foreclose on the collateral which it held 
from defendant for the payment of the indebtedness represented by the 
remittance drafts. · 

, 
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'I'IDi: D.'.DCISION. Tho court held, although the checks had been charged back 
. to plaintiff's customers, that plaintiff had the right to 
resort to the collateral for the payment of the drafts sent in remittance 
for such checks. The court overruled the contention that the plaintiff 
having rid itself of the indebtedness to its depositors represented by 
the checks, was not privileged to resort to collateral which it held for 
the settlement of obligations between plaintiff and defendant. Plaint
iff's customers, so the court stated, shou~.d wt be required to resort 
to th'eir claim against the insolvent bank. Plaintiff bank was therefore 
allowed to foreclose the collateral, reverse the entries on its books, 
and credit the amount of the checks back to its de~ositors. 

TH:E.R::l:S1JLT. In the opinion of the writer this decision is bad law 
and contains several elements of danger to Federal reserve 

banks. 

It is clear from the decision that under the contract between 
plaintiff and its depositors, plaintiff would have suffered no loss through. 
the transactions with defendant. In fact, all of the items for which credit 
had been given were charged back and at the time the suit was brought, so 
far as I can see, no indebtedness existed in relation to the checks between 
plaintiff and defendant. 

The pledge agreement recited in the opinion was clearly one 
safeguarding plaintiff on debts due from defendant, and not on debts due to 
plaintiff acting as agent for its depositors. 

If this decision constitutes good law, by a parity of reasoning 
a Federal reserve ba:ik: having received a remittance draft, subsequently 
dishonored by reason of the insolvency of the drawer, and having charged 
the items back to its member banks, would have the right and probably a 
corresponding obligation to resort to the reserve balance of the insolvent 
bank for the payment of items embraced in a cash letter. We have sought 
to maintain a status of agency in the collection of checks and, having the 
right to reTerse entries involved in unpaid cash letters, we have contended 
(a.nd supported the contention in court) that we may not resort to the re
serve balance and a.re under no obligation to do so. 

It seems to the writer that the Supreme Court of Minnesota has 
failed to distinguish between the rights of the plaintiff bank arising out 
of the relationship of debtaf and creditor; and its rights against the 
collateral involved in its ro.lationship as collecting agent for its de-

• positors. 

Albert C. Agnew 

ACA/s~· Counsel 
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