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August 17., 1929. 

To: The Federal Reserve Board 

From: Mr. Wyatt, General Counsel. 

SUBJECT: Policy to be Pursued by Federal 
Reserve Banks in Asserting Bights on be-
half of Depositors of Unremitted for 
Transit Items against Receivers of I in-
solvent Member Banks. 

The attached f i l e pertains to the action taken by the .Confer-
ence of Counsel of a l l Federal reserve banks and by the Governors' 
Conference on the above subject: 

After careful consideration of the recommendations of the Con-
ference of Counsel and the action of the Governors' Conference, I 
respectfully recommend: 

1. That the Board approve the uniform policy recommended by 
the Conference of Counsel and adopted by the Governors1 Conference 
and request a l l Federal reserve banks to comply s tr ict ly with such 
uniform policy. 

2. That the Board amend Paragraph 4 of Section V of Regulation 
J to read as follows: 

"(4) Checks received by a Federal reserve bank on 
i t s member or nonmember clearing banks wil l ordinarily 
be forwarded or presented direct to such banks and such 
banks wil l be required to remit or pay therefor at par 
in cash, by bank drafts acceptable to the collecting 
Federal reserve bank, by telegraphic transfers of bank 
credits acceptable to the collecting Federal reserve bank, 
or by authorizing the collecting Federal reserve bank to 
charge their reserve accounts or clearing accounts." 

3. That the Board amend Paragraph (6) of Section V of Regulation 
J to read as follows: 

"(6) The amount of any check for which payment in 
actually and f inal ly collected funds is not received 
shall be charged back to the forwarding bank, regardless 
of whether or not the check i t s e l f can be returned. In 
such event, neither the owner or holder of any such check, 
nor the bank which sent such check to the Federal reserve 
bank for collection, shall have any right df recourse upon, 
interest in, or right of payment from, any fund, reserve, 
collateral, or other property of the drawee bank in the 
possession of the Federal reserve bank." 

RECOMMENDATIONS. 

A draft of a proposed circular letter to a l l Federal reserve banks 
announcing the action recommended above i s respectfully submitted herewith. 
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DISCUSSION 

Having "been authorized to do so "by the Board, I arranged for a 
conference of counsel of a l l Federal reserve "banks to be held in 
Washington commencing on April 1 to consider the above subject. 
Simultaneously the Board placed the same subject on the program for 
consideration at the Governors' Conference, which was held in Wash-
ington at the same time. The object was to have the counsel for a l l 
of the Federal reserve banks endeavor to agree upon a uniform policy 
to be recommended to the Conference of Governors ^ith a view of having 
such recommendations considered immediately by the Conference of 
Governors while counsel for the various Federal reserve banks were 
s t i l l in Washington and available for consultation either with their 
respective governors or with the Governors' Conference as a whole. 

ACTIOS OF CONFERENCE OF COUNSEL. 

The counsel of every Federal reserve bank was present at the 
conference and the f i r s t action of the Conference of Counsel was to 
adopt unanimously the following resolution; 

"RESOLVED, That i t be the sense of this conference 
that uniformity among al l of the Federal reserve banks 
in the treatment of reserve balances, collateral accounts 
and the cash surrender value of capital stock in re-
lation to outstanding cash items, i s desirable." 

The Conference then proceeded to consider the question whether 
reserve balances of insolvent member banks, collateral pledged by 
them with the Federal reserve bank, and the proceeds of canceled 
Federal reserve bank stock should be uti l ized by them for the col-
lection of checks which had been marked "paid" by the drawee banks 
and charged to the accounts of the drawers, but for which no remit-
tance or remittances, not f inally collectible have been made, due to 
the insolvency of the drawee banks. 

On this question a tentative vote showed that the Conference was 
divided eight to foiir and two committees were appointed to draft re-
ports stating the majority and minority views. Subsequently, both 
committees submitted written reports, copies of which in their final 
form are attached hereto for the Board's information. 

The majority report, which was adopted by the Conference of 
Counsel by a vote of eight to four and which was subsequently adopt eel 
by the Governors' Conference, was in the form of a resolution reading 
as follows: 

"WHBKEAS there now exists a lack of uniformity among 
the twelve Federal reserve banks in their construction of 
Regulation J, as promulgated by the Federal Reserve Board, 
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which lack of uniformity has given rise to l i t igation in 
the past and holds promise of increased l i t igation in the 
future with conflicting decisions in various judicial dis-
tricts; and 

"WHEREAS, we deem i t of the utmost importance that 
a l l of the Federal reserve "banks follow a uniform policy 
in the respect stated: 

"BE IT RESOLVED that the following represents the con-
sensus of opinion of the Conference of Counsel to the various 
Federal reserve hanks, assembled pursuant to the call of the 
General Counsel to the Federal Reserve Board: 

"1. We construe Regulation J of tiae Federal Reserve Board 
as intended to provide that the Federal reserve "banks shall 
take for collection checks sent to them for such purpose "by 
other "banks, merely aa agents of the "banks from which the same 
are received. We regard this policy as "being economically 
sound, legally proper and fair in i t s operation. 

"2. We "believe that i t would "be extremely unwise to take 
any step or to formulate any policy which would tend to change 
this relationship and, specifically, that i t would be unwise 
to attempt to superimpose upon a pure agency status any in-
dicia of ownership with respect to the subject matter of the 
agency. 

"3. We believe that i t i s incompatible with such agency 
status for Federal reserve banks to set-off amounts due to 

them, as agents for collection, againet indebtedness due by 
them to insolvent member or non-member clearing banks; hence, 
we are of the opinion that after a bank has been closed the 
reserve bank of i t s district being notified of i t s suspension, 
should not thereafter attempt to charge unpaid cash items against 
the reserve aopount of the closed bank. For the same reason we 
believe that after notice of suspension a remittance draft, drawn 
by the closed bank, should not be charged against i t s reserve 
account. 

"4. When a Federal reserve bank takes from one of i t s 
members collateral for the payment of indebtedness due to 
i t by such member, such collateral should be applicable only 
to the satisfaction and discharge of the obligations due to 
the reserve bank in i t s own right. It would be an unwise 
policy, in our opinion, to permit such collateral to be 
uti l ized in the liquidation or satisfaction of debts payable 
to the Federal reserve bank aa a collection agent. 
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"5. The status of the capital stock holdings of a member 
"bank in i t s Federal reserve bank, upon the insolvency or 
liquidation of such member, i s fixed "by the Federal Reserve 
Act and, as we cons true the same, the proceeds of such hold-
ings could only be applied in or toward the satisfaction of 
debts due to the Federal reserve bank in i t s own right, as 
contradistinguished from debts which might be payable to 
the reserve bank as a collection agent. 

"6. In our opinion, any deviation from these policies, 
in furtherance of which Regulation J was promulgated, would 
entail grave dangers to Federal reserve banks and would re-
sult in the preferring of a limited number of creditors of 
an insolvent bank, contrary to the letter and spirit of the 
law as i t exists in the various States and as administered 
in the Courts of the United States. 

"7. In view of the conflicting interpretations which 
have been placed upon Regulation J by the Federal reserve 
banks, resulting in conflicting judicial decisions in re-
lation thereto, we deem i t of the utmost importance that 
Regulation J be so clarified by amendment as to result in 
uniformity in i t s interpretation and application. Such ar-
mendmenti we believe, should be made at the earliest possible 
time. To accomplish this purpose we recommend that subject 
to the approval of General Counsel to the Federal Reserve 
Board, paragraph 6 of Section V of Regulation J be amended 
to read substantially as follows: 

1(6) The amount of any check for which payment 
in actually and finally collected funds i s not re-
ceived shall be charged back to the forwarding bank, 
regardless of whether or not the check i t s e l f can 
be returned. The owner or holder of any such check 
so charged back shall, in such event, have no right 
of recourse upon, interest in or rights of payment 
from any fund, reserve, collateral or other property 
in the possession of the Federal reserve bank.* 

We further recommend that subject to the approval of 
General Counsel to the Federal Reserve Board, paragraph 4 of 
Section V of Regulation J be amended to read substantially 
as follows: 

'(4) Checks received by a Federal reserve bank on 
i t s member or nonmember clearing banks will ordinarily be 
forwarded or presented direct to such banks and such 
banks will be required to remit or pay therefor at par, 
Such remittance or payment may be made in cash, by bank 
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draft acceptable to the collecting Federal reserve tank, 
by other funds or transfers acceptable to the collecting 
Federal reserve bank, or by authorizing the collecting 
Federal reserve bank to charge their reserve accounts 
or clearing accounts.111 

It will be seen that this resolution does two things: ( l ) It 
recommends a unifoxaa policy to be followed by a l l Federal reserve 
banks and, (2) It recommends the adoption of two amendments to Regu-
lation J, subject to my approval. 

The proposed amendments to Regulation J were made subject to my 
approval because I had had no part in drafting them and i t was thought 
possible that some changes in their phraseology might be found neces-
sary- The understanding was that I nas to be at liberty to recommend 
any changes in the phraseology which would not materially affect the 
substance of the proposed amendments without further consultation 
with the counsel of the various Federal reserve banks, but that, i f 
I considered any very material changes in the substance of the pro-
posed amendments to be necessary or advisable I would consult further 
with the counsel before recommending the adoption of such amendments 
to the Federal Reserve Board. The amendments which I have recommended 
above contain some sl ight changes in phraseology, but arc substantially 
the same as those recommended by the majority of the Conference of 
Counsel and, therefore, I have not deemed i t necessary to consult 
further with the counsel on this subject. 

The minority report, which i s too long to be quoted in this 
memorandum, but a copy of which i s attached hereto for the Board's 
information, advocated the adoption of a policy opposite to that recont-
mended by the majority and opposed the adoption of the proposed amend-
ment to Paragraph (6) of Section V of Regulation J, but concurred in 
the recommendation of the majority with reference to the proposed 
amendment to Paragraph (4) of Section V of Regulation J. 

In my opinion, the proposed uniform policy recommended by the 
majority of the Conference of Counsel i s based upon a correct inter-
pretation and application of, and i s in every way consistent with, the 
provisions of Regulation J as promulgated by the Federal Reserve Board 
in 1924, which are s t i l l in effect and which have been sustained by 
the courts. In my opinion, the recommendation of the minority of the 
counsel i s inconsistent with the fundamental principles of that Regu-
lation. I am, therefore, of the opinion that the uniform policy 
recommended by the majority of the counsel should be approved by the 
Federal Reserve Board and that a l l Federal reserve banks should be 
requested to comply str ict ly therewith# 
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ACTION OF THE GOVERNORS' CONFER#C& 

When the Conference of Counsel was ready to fejiort i t s recommend" 
ations, i t met in joint session with the Conference of Governorsj 
both the majority and minority reports were submitted to the Confer-
ence of Governors; the views of both the majority and the minority of 
the counsel were thoroughly explained, to the Conference of Governors 
and debated, in the joint Conference of Governor# dnd Counsel; and then 
the Governors went into executive session to consider both reportst 
After flit the r consideration of both reports in executive session, the 
Conference of Governors adopted the following resolution! 

"RfiSOiVBfcj That we approve in substaiice the majority 
report df the Conference of Counsel, With the tindefstend-
ing thati to assist/ the Counsel of the Federal kdsdrVb 
Boatd in framing the exact language of any amendments 
th&t may be found necessary to make the substance of the 
report effect ive, each Federal Reserve bank shall bo 
at liberty to call his attention to any local arrange-
ment that might be affected by any such amendments," 

REPORTS FROM GOVERNORS OF THE VARIOUS BANKS, 

Pursuant to the action of the Governors' Conference, the Gover-
nor of each Federal reserve bank was requested to advise the Board 
whether or not there were any local arrangements in his district 
which might be affected by the proposed amendments to Regulation J 
and which he might desire to have taken into consideration before 
those amendments were adopted by the Board# 

Replies have now been received from the Governors of a l l Federal 
reserve banks and are attached hereto for the Board's information. 

All of the Governors except those at the Federal Reserve Banks of 
New York and Philadelphia state that they know of no local arrangements 
which would be affected by the proposed amendments to Regulation J, 

The Federal Reserve Bank of New York has no local arrangements 
which would be affected by the proposed amendments except the agree-
ment under which i t handles checks drawn on practically a l l member banks 
located in the boroughs of Manhattan, Bronx and Brooklyn which are not 
members of the New York clearing house. The agreements with these menv 
ber banks provide that each morning each member shall send a repre-
sentative to the Federal Reserve Bank to receive checks drawn on the 
member bank and the Federal Reserve Bank may charge to the member 
bank's reserve account the amount of checks delivered tp such repre-
sentative , subject to the right of the member bank to return any 
checks before 3 o'clock the same day and receive credit therefor. 
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With respect to certain large member banks, the reserve account 
would not be sufficient to cover such checks withou.t credit for immedi-
ate credit items deposited by such member banks but which will not actur-
al ly be collected uhtil later in the day. The credit risk in such 
cases i s probably insignificant; but, because of the large amounts 
sometimes involved, the Federal Reserve Bank considers i t a serious 
question whether i t should not take collateral to protect i t s e l f 
against possible loss from handling checks in this manner or to in-
sure payment of such checks. The Federal Reserve Bank of New York 
has never taken such collateral bat i s considering the advisability 
of doing so. 

The Federal Reserve Bank of Philadelphia uses two forms of 
collateral agreements to protect i t in collecting checks: (1) A 
form of agreement intended to protect i t against loss incurred by i t 
in leaving collection items at nonmember city banks for examination 
and payment or return at a later hour during the day; and (2) A form 
of agreement intended to take care of the collection of items upon 
certain nonmember country banks where existing circumstances would 
make i t unwise to collect such items without the protection afforded 
the R@serve Bank by the deposit of collateral. 

The pledge of collateral with the Federal Reserve Bank to 
protect i t against l i ab i l i t y under the circumstances described by the 
Federal Reserve Banks of New York and Philadelphia might be considered 
inconsistent with the uniform policy recommended by the Conference of 
Counsel and approved by the Governors1 Conference; but in my opinion 
i t would not be a violation of the new language proposed to be added 
to the last paragraph of Section V of Regulati. on J. 

The Federal Reserve Bank of Richmond calls attention to a 
local clearing house arrangement by which collateral i s deposited by 
Richmond clearing house banks with a trust comnanv to secure any 
member of the clearing house against loss as a result of checks be-
ing delivered through the clearing house for payment or return. The 
Federal Reserve Bank of Richmond does not consider this arrangement 
inconsistent with the proposed amendments and I concur in this view, 
since the securities are deposited with a trust company and not with 
a Federal reserve bank and are for the protection of a l l members of 
the clearing house and not for the protection of the Federal reserve 
hank alone* 

The Federal Reserve Bank of Boston suggests that the new 
regulations be not drawn in such a way as to deny to any Federal re-
serve bank, either specifically or by implication, the right to pro-
tect i t s e l f against l i ab i l i ty by making special arrangements to se-
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cure the payment of checks in particular cases. I do not believe 
that the proposed amendments to the regulation could "be construed 
as having this e f fect . 

Although Governor Geery states that he knows of no local 
arrangements in the Minneapolis district which would he affected by 
the proposed amendments, Judge Ueland, Counsel for the Federal Reserve 
Bank of Minneapolis, in a personal letter to me, calls attention to two 
local arrangements which he thinks might be affected by the proposed 
amendments to Regulation J: (1) A collateral agreement used by the Fed-
eral Reserve "F«nir of Minneapolis, whereby a l l collateral pledged with 
the Federal reserve bank may be applied to any and a l l indebtedness due 
to the Federal reserve bank arising from any source whatsoever; and (2) 
At] arrangement by which tiie Federal reserve bank acts as a clearing house 
for the Twin City Banks under the term of which the Federal reserve bank 
i s authorized at i t s option to charge to the reserve accounts of the re-
spective banks the adverse balance of such bank's clearings on that day. 
Judge Ueland construes these arrangements as giving the owners of checks 
handled by the Federal reserve bank a right to ins is t that they be 
collected out of the reserve balance or the collateral pledged with the 
Federal reserve bank, and i f they had this effect they would be in-
consistent with the proposed amendments to the regulation. I do not, 
however, see how either one of these arrangements could have this e f -
fect; and, therefore, I do not consider that they would be affected by 
the proposed amendments. I assume that Governor Geery takes tiae same 
view and that this i s the reason why he did not call these arrangements 
to the Board's attention. 

I am of the opinion, therefore, that the replies received by the 
Federal Reserve Board from the various Federal reserve banks disclose 
no reason why the proposed amendments should not be adopted at this 
time. 

IMPORTANCE OF A UNIFORM POLICY. 

I heartily concur with the resolution adopted unanimously by 
a l l of the Counsel to the effect that uniformity among a l l of the 
Federal reserve banks in the treatment of reserve balances, collater-
al accounts and the c a s h surrender value of capital stock in relation 
to outstanding cash items is desirable* 

The failure to have such a uniform policy has in the past resulted 
in the different Federal reserve banks working at cross purposes and en-
deavoring to establish in the courts conflicting principles governing 
the rights and l i a b i l i t i e s of Federal reserve banks in this respect. 
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This wil l inevitably lead to confusion, uncertainty, and increased 
l i t igat ion "between the Federal reserve tanks, the receivers of in-
solvent member banks, and the endorsers or owners of checks sent to 
Federal reserve banks for collection but which were not collected 
because of the failure of the drawee banks. Such l i t igation i s ex-
pensive, delays the final settlement of the affairs of insolvent 
member banks, and results in unfavorable criticism of the Federal 
reserve banks. A uniform policy s tr ic t ly adhered to by a l l Federal 
reserve banks would remove much of this uncertainty, expedite f inal 
settlement of the affairs of insolvent member banks and will certain-
ly result in more harmonious court decisions definitely fixing the 
rights and l i a b i l i t i e s of the Federal reserve banks and removing the 
confusion and uncertainty which now exists. 

I t i s impossible to obtain absolute unanimity of 
agreement as to what this uniform policy should be; but this la a 
case where, for the gdod of al l concerned, i t i s better to le t the 
majority rule and for the minority to yield their views in the in-
terests of the general good. Much progress has been made in the 
formulation and recommendation of a uniform policy through the majority 
voteof the Conference of Counsel and the adoption of this policy by 
the Governors* Conference; and I believe that, in order to derive the 
maximum benefit from the action which has already been taken by the 
Governors' Conference, the Board should approve the uniform policy, 
adopted by the Governors' Conference and request a l l of the Federal 
reserve banks to comply strict ly with such policy. It i s especial-
l y appropriate that the Board should do so in this case, because the 
policy really i s an interpretation and application of the provisions 
of a regulation promulgated by the Federal Reserve Board. 

In my opinion the uniform policy recommended by the Con-
ference of Counsel and adapted by the Governors' Conference i s in entire 
harmony with the purposes of Section V of Regulation J as promulgated 
by the Federal Reserve Board and contains a correct interpretation 
and application of that regulation. It i s for this reason that I have 
recommended that the Board approve such policy. 

PROPOSED AMENDMENTS TO REGULATION J. 

The proposed amendment to Paragraph (4) of Section V 
of Regulation J i s really in the nature of a clarifying amsndment 
and was recommended unanimously by a l l of the counsel, since i t 
was contained in both the majority and minority reports. 
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I have suggested tuo slight changes in the phraseology 
of the amendment recommended "by the counsel: ( l ) in order to 
preserve the requirement that member "banks and nonmember clear-
ing banks not only remit at par for checks sent to them but also 
remit in one of the forms of remittance specified in the Regula-
tion, I have made the entire paragraph a single sentence, in 
stead of dividing i t into two sentences as suggested by the 
counsel; and (2) I have suggested that the words "telegraphic 
transfers of bank credits" be substituted for the words "other 
funds or transfers", which appeared in the draft prepared by the* 
Conference of Counsel, because I consider that language too broad 
and indefinite. I believe that the amendment as redrafted by 
me and as set forth on the f i rs t page of this memorandum would 
accomplish everything intended to be accomplished by the Confer-
ence of Counsel/ 

The proposed amendment to paragraph (6) of Section V of 
Regulation J recommended by the Conference of Counsel suggests 
no change in the existing language of that paragraph, but merely 
adds a new sentence, the purpose of which is to make clear that 
the owner or holder of a check charged batik to the endorsing bank 
because payment in actually and f inal ly collected funds was not 
received by the Federal reserve bank shall have no l ien or right 
of recourse upon the reserve balance or capital stock investment 
of the drawee bank or any collateral pledged by the drawee bank 
with the Federal reserve bank or any other property of the drawee 
bank in the possession of the Federal reserve bank. I t i s not 
intended to prevent anyone having a claim against the Federal re-
serve bank from enforcing their rights against the Federal reserve 
bank. Nor would i t prevent the Federal reserve bank from offsetting 
the amount of any check owned by the Federal reserve bank, or of 
which the Federal reserve bank had virtually become the owner 
through having become liable for the amount therof as a result 
of negligence on i t s part against the reserve balance of the drawee 
bank, the collateral pledged with the Federal reserve bank by the 
drawee bank, or the capital stock investment of the drawee bank. 

I t i s believed that this amendment will prevent the tying up 
of funds or property of member banks in the hands of the Federal re-
serve bank pending l i t igation to determine the rights of the respect-
ive parties and wi l l thus expedite the final settlement of the affairs 
of insolvent member banks. By clearly defining the rights and l i a -
b i l i ty of a l l persons having an interest in checks collected through 
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the Federal reserve banks i t should also lessen the chances of 
l i t igat ion. This i s in accordance with the fundamental purpose 
of the whole of Section V of Regulation J, which really specifies 
the terms of a contract to he entered into "between the Federal re-
serve bank and a l l banks for which i t undertakes to collect checks 
and clearly defines the respective rights aftd l i ab i l i t i e s of both 
parties to such contract. 

In the form of amendment recommended on the f i r s t page of 
this memorandum, I have endeavored to clarify the language of the 
new sentence which the Conference of Counsel recommended to be added 
to this paragraph. As recommended by the Conference of Counsel, 
this new language applies only to the "owner or holder" of any 
check so charged back and thus might be held not to apply to the 
bank which sent the check to the Federal reserve bank for collection 
and which, under the terms of Paragraph (1) of Section V of Regulation 
J, i s the only party having any privity contract with the Federal 
reserve bank. I have, therefore, changed the f i r s t part of the 
sentence to read, "In such event, neither the owner or holder tef 
any such check, nor the bank which sent such check to the Federal 
reserve bank for collection, shall have any right", etc. I have 
also inserted the words " of the drawee bank" immediately after the 
word "property", in order to make i t clear that, the purpose of this 
amendment i s not to protect the property of the Federal reserve 
bank from levy or execution where the Federal reserve bank is held 
liable for negligence. In other words, I wish to make i t clear 
that the amendment applies only to property of the drawee bank in the 
hands of the Federal reserve bank and does not apply to the property 
of the Federal reserve bank i t s e l f . 

The changes of phraseology which I have recommended do not make 
any material change in the substance of the amendment recommended by 
the Conference of Counsel and I am sure that they are entirely in 
harmony with the purpose of the amendment recommended by the Confer-
ence of Counsel. 

OTHER POSSIBLE AMENDMENTS 

There are certain other amendments to Regulation J which I think 
might profitably be adopted at an appropriate time; and I have given 
very serious consideration to the question whether such other amend-
ments ought to be adopted at this time. Such other amendments, how-
ever, could not very well be adopted without f i r s t consulting a l l of 
the Federal reserve banks and this would result in much additional 
delay and probably in further differences of opinion. In view of 
the fact that a uniform policy has already been agreed upon by the 
Governors' Conference and certain amendments have been recommended 
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"by the Governors1 Coiifereilcet therefore, I believe i t would be 
better to a&opt at this time the amendments which have been recom-
mended and to leave the question of any further amendments for 
consideration when the Board next undertakes a general revision of 
a l l i t s Regulation^* 

CONCLUSION' 

I , therefore, believe that the best disposition of this matter 
at the present time would be for the Board to adopt the recommenda-
tions which I have made on the f i r s t page of this memorandum and 
send out the attached letter to a l l Federal reserve banks. 

Respectfully, 

Walter Wyatt, 
General Counsel, 

Papers Attached. 

WW: vdb - sad 
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REPORT OF MINORITY COMMITTEES 

We, the undersigned, representing the Federal Reserve Banks of 

Chicago, Minneapolis, Philadelphia and Richmond, are unable to concur in 

the recommendation of the majority of the Conference of Counsel and in 

l ieu of the amendment recommended "by the majority we recommend that para-

graph 4 of Section V of Regulation J he amended to read as follows: 

"(4) Checks received by a Federal reserve "bank on i t s 
member or nomember clearing banks will ordinarily be forwarded 
or presented direct to such banks and such banks will be required 
to remit or pay therefor at par. Such remittance or payment may 
be made in cash, by bank draft acceptable to the collecting Federal 
reserve bank, by other funds or transfers acceptable to the collec-
ting Federal reserve bank, or by authorizing the collecting Federal 
reserve bank to charge their reserve accounts or clearing accounts." 

The object of this amendment i s merely to clarify the meaning of 

the existing paragraph. 

We recommend that paragraph 6 of Section 7 of Regulation J be 

amended so as to have i t read as follows: 

"(6) The amount of any check for which payment in actually 
and f inally collected funds is not received may be charged back to the 
forwarding bank regardless of whether or not the check i t se l f can be 
returned, but the Federal reserve bank may charge the amount of any 
check not returned unpaid to the reserve account or clearing account, 
as the case may be, of the bank from which such payment was not re-
ceived, and may hold any other property of such bank in i t s possession 
as security for payment of such check. The right so to do shall, how-
ever, be subordinate and without prejudice to a l l other rights of the 
Federal reserve bank upon such reserve account and clearing account and 
to such other property in i t s possession." 

Our reasons for recommending the amendment last mentioned are as 

follows: 

The Federal Reserve Board in promulgating Regulation J has stated 

that i t desires to afford to the public and to the various banks of the 

country a direct, ezpeditidus, and economical system of check collection 
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and settlement of balances and for that purpose has arranged to have each 

Federal reserve hank exercise the function of a clearing house and collect 

checks for such of i t s member and non-member clearing banks as desire to 

avail themselves of the privilege and the Board further required in i t s Regu-

lation that each Federal reserve bank shall exercise the function of a clear-

ing house and collect checks under the general terms and conditions therein-

after set forth and that each member bank and non-member clearing bank shall 

cooperate fully in the system of check clearance and collection for which 

provision is made in the Regulations. When the Federal reserve banks were 

made clearing houses for their member banks we think i t was not contemplated 

that the banks on which checks were drawn should be at liberty to convert 

the checks and place the owners of checks presented through the clearing 

system in the position of creditors of an insolvent bank. This amendment 

is suggested from the point of view that the Federal Reserve Board should 

make provision for holding each member of the clearing house as far as 

possible to i t s obligation to the other members of the clearing house. 

Whenever a check is cancelled by the drawee bank and charged to 

the account of the drawer, the drawer i s by the great weight of authority 

released from l iab i l i ty to the holder and the holder i s required to look 

to the drawee bank. The holder seldom knows or has opportunity to investi-

gate the condition of the bank upon which a check held by him i s drawn. 

Hence, when he i s forced to release the drawer, his original debtor, and 

to assume the position of a creditor of the drawee bank and sustains any 

loss because such baulk fa i l s to remit or pay for a check which has been 

cancelled so that he can neither obtain the return of the check nor collect 

the amount of i t , the holder feels that he has a just cause of dissatisfac-

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



X-S281 
? d f l ^ —o— • 

tion with the System which has placed hira in this position. 

Since the check collection system was, as we have pointed out 

above, established primarily for the safety, convenience, and "benefit of the 

business public, i t i s highly desirable to avoid losses to the public from 

such a situation whenever i t i s possible to do so and such losses can be 

avoided in most cases if the Federal reserve bank has the right to resort 

to the reserve balance of a fai led member bank and to the proceeds of exist-

ing collateral to protect the holders of checks deposited for collection 

after the prior demands of the Federal reserve banks are satisf ied. 

We consider that the primary purpose of the reserve balance is to 

enable the member barks to meet withdrawals and the principal way in which 

withdrawals are made i s by checks drawn on the member bank, most of which 

are presented through the Federal reserve banks. Hence, the reserve deposit 

of a member bark in the hands of a Federal reserve bank may appropriately 

and consistently within the spirit of the Federal Reserve Act be made 

applicable to the payment of checks presented through the Federal reserve 

banks rather than held as a protection for the general creditors of the member 

bank. 

We are informed that commercial banks in the past, while limiting 

their l i ab i l i ty for failure to collect checks deposited with them, have, 

nevertheless, used any funds or property in their possession belonging to 

the drawee bank for the benefit of endorsers. Practically a l l judicial 

decisions that have come to our attention are in accord in sustaining the 

right of the forwarding bank to do this and we believe that Federal reserve 

banks should adopt the position so sanctioned by the prior usage of commer-

cial banks in collecting checks and afford to the depositors complete pro-

tection against the default of the drawee bank when i t i s practicable to 
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We do not think that this plan, which we recommend, gives any 

undue preference to persons collecting checks through Federal reserve banks, 

for such persons only obtain payment on checks on which the drawers are re-

leased and which are, therefore, deemed paid so far as the drawers, who are 

the depositors of the fai led bank, are concerned. 

Federal reserve banks are frequently under compulsion to forward 

items direct to a member bank known to be in an extended condition. To 

send a messenger to collect in cash in such a case would often result in 

the suspension of the drawee bank, owing to a mere temporary shortage of 

available funds. Yet any other method of collection in such a case might 

constitute negligence and create l iab i l i ty on the part of the Federal re-

serve bank to depositors of checks. The policy we suggest has the advantage 

of reducing such l iab i l i ty , which we believe i s unavoidable in many cases, 

to a minimum. 

« 
For the Federal Reserve Bank of 

Chicago. 

For the Federal Reserve Bank of 
Minneapolis. 

For the Federal Reserve Bank of 
Philadelphia. 

For the Federal Reserve Bank of 
Richmond. 
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