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FEDERAL RESERVE BOARD

WASHINGTON

ADDRESS OFFICIAL. CORRESPONDENCE TO
THE FEDERAL RESERVE BOARD

Digitized for FRASER

X-7454

June 3, 1933,

SUBJECT: Topic for Conference of Governors:
Federal Reserve Exchange drafts
and Transfer drafts.

Dear Sir:

There are inclosed herewith for your information two
copies of a memorandum addressed to the Board on the question
whether the privilege of issuing Federal reserve exchange
drafts and Federal reserve transfer drafts should be with-
drawn.

The Board is desirous of discussing this question
with the Governors of the Federal reserve banks at their
next conference, and the matter is hereby made a topic for
inelusion in the program of the conference.

Very truly yours,

Chester Morrill
Secretary
Inclosures,

TO THE GOVERNORS OF ALL FEDERAL RESERVE BANKS.

http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis
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May 31, 1933.

To: The Federal Reserve Board. Subject: Suggested topic for Gover-

nors' Conferencec: -~ PFederal reserve

From: Mr. Chase - Assistant Counsel. exchange and transfer drafts.

The qucstion has been raised as to the desirability of

withdrawing the privilege now held by member banks of issuing

Federal reserve cxchange drafts and Federal rescrvc transfer drafts;

and it has been suggested that this question be given consideration by

the Conference of Governors of the Pederal reserve banks.,

On February 21, 1933, thc Governor of the Fcderal Reserve

Bank of San Francisco tclegraphed to the Board as follows:

Digitized for FRASER
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"In view of the uncertainties of our legal
obligation in connection with payment or dishonor
of Federal Rescrve cxchange and transfeor drafts
in event of suspension of drawer it is our belicf
that we should withdraw the privilege. Banks
availing thcmselves of use of exchange and transfer
drafts are very few and under present conditions it
is believed the service is not warranted for the
risks involved. Suggest reference to bec made to
correspondcnce passing between Wyatt and Agnew on
this subject. Usc of Federal Reserve exchange and
transfer drafts was directced by Federal Rescrve
Board under date April 25, 1917 sce lctter X-102,"

Under date of March 2, 1933, thc following reply was sent:

"Your wire February 21 regarding privilege of
issuing Federal recserve exchange and transfer drafts.
In view of questions raised in correspondence referred
to it appears that subject is one to which consideration
should be given as a matter of system policy by Gov-
ernors! Confercnce. Quecstion as to what action should
be taken in meantime with respect to withdrawal of
privilege in individual cases is one which Board feels
should be considered carcfully in the light of any
disturbance that might be caused in present circumstances
but if after such consideration bank feels justified
in withdrawing privilege in particular cases Board will
not abject. Copies of correspondence are being sent to
all other Governors for their information in advance
of next confercence."

Federal Reserve Bank of St. Louis
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However, in view of the then existing banking emergency,
and since it was necessary to obtain additional data by correspondence,
the matter could not be submitted to the Governors for their con-
sideration in advance of their next conference, which was held on
April 19, 1933; ond no time was available during that conference to
consider it.

For the information of the Board, the facts relating to

this matter are set out in this memorandum.

ORIGIN AND NATURE OF THESE DRAFTS

The use of Federal reserve transfer drafts and Federal
exchange drafts was inaugurated in 1917, pursuant to the Board's
letter of April 25, 1917, (X-102) and the inclosed memorandum and forms
(X-92 to X~96, Incl.) copies of which are attached hereto. As stated
in that memorandum, the nature of these drafts is as follows:

A.Federal reserve transfer draft is drawn by a member bank
on its own Federal reserve bank and is payable only upon receipt of
advice from the drawee Federal reserve bank by the Federal reserve
bank at which it is payable,

A Federal reserve exchange draft is drawn by a member bank
on its own Federal reserve bank and is receivable for immediate
availability at par at any Federal reserve bank, although actually
payable only at the drawee Federal reserve bank.

In connection with both types of draft, it was contemplated
that the drawee Federal reserve bank, immediately upon receipt of
advice that the draft had been ﬁrawn. would transfer the amount of

the draft from the drawer's account to a special account for the
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payrment of the draft when presented. This feature distinguishes these
drafts from ordinary drafts, in connection with which no such transfer
is made.

At first, the maximmum amount for which an Exchange draft could
be drawn was limited to $250. This limit was later increased to $5,000
(see copy of Board's letter of August 12, 1918, X-1121, attached hereto)
and is now $50,000 (sce copy of Board's letter of June 19, 1925, X-4362,
attached hercto), The minimum emount for which a Transfer draft nay be
drawn is $250.

As is shown by the above memorandum (X-92), the drawing of
these drafts was intended to be a privilege supplementary to the right
of drawing ordinary bank drafts upon Federal reserve banks, and it
was apparently originally contemplated that the privilege would be
extonded to all member banks.

In view of the fact that Exchange cdrafts were subject to
irmediate availability, the Fedcral reserve banks adopted the practice
of granting the privilege of drawing such drafts only to member
banks whose applications for the privilege had been approved by the
Federal reserve bank. The Board recognized this practice, as is shown
by its letter of June 19, 1925 (X-4362). As an illustration of this
practice there is attached hereto a copy of Circular 69 of August
29, 1925, of the Federal Reserve Bank of San Francisco. In sone
cases the privilege of drawing Transfer drafts was likewise

limited to banks whose applications for the privilege had been approved.
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UNCERTAINTIES AS TO LEGAL RIGHTS IN CONNECTION
WITH THESE DRAFTS.

As the number of bank failures increased, it becane
apparent that certain troublesome questions arose in connection
with these drafts in the event of the insolvency of the drawer
bank; and in order to obtain the views of the other Federal reserve
banks, Mr. Agnew, Counsel for the Federal Reserve Bank of San Francisco,
suggested to Mr, Hale, Cashier of that bank, that he address a letter
to the other Federal reserve banks stating a number of these ques-
tions. A copy of Mr. Hale's letter, dated December 2, 1932, is at-
tached hereto.

In a letter to the Board's General Counsel dated February 2,
1933, Mr. Agnew statod that the principal legal question underlying
the various questions asked by Mr. Hale was:

"Doos the issuance of an exchange draft by a member
bank, the receipt of notice of such issuance by a
Federal Reserve Bank and the charging of the draft by
the Federal Reserve Bank to the member bank's account
constitute such segregation anl assigmment of the
funds necessary to pay the cdraft as to require the
Federal Reserve Bank to honor and pay the draft upon
presentation, cven after notice of insolvency of the
drawer?"

Replies to Mr. Hale's letter were received from almost all of
the Fedoral reserve banks. Copies of these replies are attached hereto.
Although not all of the replies state a definite conclusion, the majority
express the opinion that the answer to the underlying question stated by
Mr. Agnew is that, after receiving advice that the draft has been issued
and after transferring funds from the account of the drawer bank to a

special account for the payment of the draft, the drawee Federal reserve
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bank shoul” not usc the funds for any other purpose, and is justified
in using then for the purpose of paying the draft even after notice
of the insolvency of the drawer. The reasoning upon which this cone
clusion is reached, with which I am in agreement, is stated as follows
by Mr, Wallace in his memorandum dated December 20, 1932 (which is
attached hereto accompanying the reply of the Felderal Reserve Bank
of Richmond to Mr. Hale's letter).

"Applying the principles of the abovc cases to
our Circular No. 142 relating to the issuance of
Federal Reserve Exchange Crafts, I am inclined to
the opinion that Federal Reserve Exchanse drafts issued
under the circular are clearly assignments of the fund
against which they are drawn, or rather that the
alvice of drawing which the drawer bank must give is
sufficient to constitute an assignment when read in
connection with the circular, for in that case it is
plain that the drawer of the draft is placed upon notice
that when the draft is drawn and the advice given, its
account will be charged. The circular states that Fed-
eral Reserve drafts are cntirely different from ordinary
drafts and are intended to serve a different purpose.
The circular indicates that this difference is because
ordinary drafts drawn on Federal reserve banks are payable
only on presentation, and consequontly will not be re-—
ceived by other Federal reserve banks for immediate
credit, but that the Federal Reserve Exchange drafts will
be received for immediate credit at par by any other
Federal reserve bank or branch subject, of course, to
final poyment by the Federal reserve bank on which they
are drawn."

Mr. Parker, counsel for the Federal Rescrve Bank of Atlanta
and Mr. McConkey, counsel for the Federal Reserve Bank of St. Louis,
also reach this conslusion, adding that in their opinion the trans—-

action is analogous to one wherc the drawee bank issues its cashier's
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" chock or certifies the original check. (Copies of the memoranda of
Mr. Parker and Mr. McConkey are attached hereto aceompanying the
replies of their Federal reserve banks to Mr. Hale's letter)

The conclusion stated above, however, does not dispose of
questions which may arise affecting the Federal reserve bank to
which an Exchange draft is presentcd for payment, since that bank
nay not know definitely (a) whether the drawer has notified the
drawee Federal reserve bank, or (b) whether the drawee bank has
actually made the transfer on its books after receiving such notice,
either because it was not in possession of sufficient funds with which
to make the transfer or for any other reason. In either event, the
reasoning upon which the conclusion stated above is based would
obviously be inapplicable, and the Federal reserve bank to which
the draft was presented for payment misht therefore be faced with a
loss if it paid the draft on prescntation.

Mr. Wallace discusses this question at some length in his
letter of February 14, 1933 to Mr. Ammew, a copy of which is attached
hereto. Of course, if the Federal regerve bank to which the draft
is presented for payment were to delay payment until it had com-
mnnicated with the drawee Federal reserve bank and ascertained that
funds were unconditionally available, all thesc questions night be
avoided, althouch it would eeem that this procedure night in some
cases be in conflict with the provisions of the circular, and the
statement appearing on the face of the draft itself, that the funds

are subject to irmediate availability. Moreover, as Mr, Wallace
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points out in his letter to Mr. Agnew, a refusal to honor the
draft, no matter what the circumstances, would be most undesirable
from the standpoint of the effect which such action would have
upon the persons dealing with Federal reserve banks, since the terms of
the draft would ip.dicate, at least to an ordinary business man, that
the Federal reserve bank had in effect promised that the funds would
be irmmediately and unconditionally available. Technically, neither
the paying nor the drawee Federal reserve bank might be liable as a
matter of law because the draft had not been accepted by the drawee,
but the result might be hardship and practical injustice to the person
receivinz the draft, Mr. Wallace soes on to says

"The operating officers of the bank tell me that
these drafts are not used to any large extent by our
rmerber banks. In transfers from one bank to another it
is nore convenient to use the wire transfer, I under-
stand that the drafts are largely used when some individual
wishes to purchase from a country bank exchange payable
at some point at which the bank has no correspondent.
Therefore, as Mr. Clements pointed out, it seems that the
chief use of the drafts at present is in the very class
of transactions in which their use is likely to mislead the
public, and it is far from improbable that they may do
nore harm than mood when used under present conditions.

"You understand, of course, that I have not discussed
this natter with the senior officers of the bank and con-
sequently what I have said is merely an expression of ny
individual views; but I am very positive that from the
standpoint of a lawyer, if the use of these drafts is
continued the circulars under which they are issued
and the forms of the drafts should be carefully reviewed
in the light of the experience which we have had in the
past few years. One of the operating officers of the bank
suggested to me that if no other revision was made, the form
of the draft should at least be revised to the extent
of changing the phraseology which indicates that any
Federal reserve bank will receive this draft for immediate
availability at par and the following words added: 'Subject
nevertheless to payment by the Federal reserve bank upon
which it is drawn'."
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LITTLE USE IS MADE OF THESE DRAFTS
All of the replies which make ény corment as to the extent

" to which transfer drafts and exchange drafts are now used, indicate
that at the present time their use is very limitod (see replies of
Federal Reserve Banks of New York, Atlanta, Chicago, St. Louis and
San Francisco), and in some cases has been entirely discontinmued
(see replies of Federal Reserve Banks of Kansas City and Minneapolis).
The principal reason given for their disuse is the practice, which
was inaugurated after the inauvguration of these drafts in 1917, of
neking free tclegraphic transfers of funds, thus rendering the privilege
of issuing these drafts of little practical value.

Several of the replies suggest that, in view of the small
extent to which these drafts are used and in view of the dangér that
their use may result in financial loss or litigation to the Federal
reserve banks, it would be advisable to discontinue the use of drafts
of both types.

For instance, in his letter of February 2, 1933 to the Board's
General Counsel, Mr. Agnew said:

"It seens to me, and to the officers of the
Federal Reserve Bank of San Francisco, that the
right to the use of exchange and trarnsfer drafts
is superfluous and that without imposing any hard-
ship upon member banks or curtailing the facilities
offered by the Federal Reserve System to any appreciable
extent, their use could be discontinued,"

In his letter of February 14, 1933, to Mr. Agnew, Mr. Wallace

said:

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



X=-7454a

r
N
1 g '~
(Ve
v

.—9—

"I have been considering your suggestion that the
use of these drafts should be discontinued, and while
I have not had an opportunity to discuss all phases
of the situation with the executive officers of the bank,
I nmyself have come to the conclusion that the whole subject
is so full of doubtful questions, both of law and policy,
that it would certainly be advisable cither to discontinue
the use of the drafts, or at least to review the situation
carefully and endeavor to eliminate some of the weak spots
in the system as it operates at present.

The replies to Mr. Hale's letter also contain other similar
expressions of opinion,

It appears moreover from the replies to Mr. Hale's letter
that there are other matters not discussed in those replies which
it would be advisable to discuss in connection with these drafts
in the event that it is not decided to withdraw the privilege of
issuing them. For instance, Mr. Coleman, Deputy Governor of the
Federal Reserve Bank of Dallas states at the conclusion of his reply
to Mr, Hale's letter that:

"There are quite a number of questions that immediately
occur to one in considering this matter and it would not be
practicable in a letter of this kind to attempt to discuss
all of then. We do believe that the matter as now handled
in the Federal Reserve Systerm is susceptible to rmuch in-
provenent, and we should be glad to join with you in an attempt
to work out a plan by which these drafts could be handled with
rinirum risks to Federal Reserve Banks,"

It is accordingly respectfully suggested that the question
whetiier the privilege of issuing these drafts should be withdrawn, should
be made a topic for discussion at the next Conference of Governors, and
that a copy of this memorandum and attached papers be forwarded to the
Governors of all Federal reserve hanks for their information in advance
of their next Conference, A letter for this purpose is attached hereto.

Respectfully,
(s) G. Howland Chase

G. Howland Chase,

Digitized for FRASER Assistant Counsel.
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FEDERAL RESERVE BOARD

WASHINGTON

X-102.

ADDRESS OFFICIAL. CORRESPONDENCE TO
THE FEDERAL RESERVE BOARD

April 25, 1917.

Dear Sir:

Following the last conference with the Governcrs
of the Fedsral ressrve banks in Washington the Committee
on Clearings of the Federal Reserve Board took up ths mat-
ter of Federal Reserve Exchange and has worked out a plan
which the Board has approved to become cpasrative May 21.
An explanation of the plan and sample forms, are enclosed
herewith for your inf-rmation and guidance.

The Federal reserve banks are requested to issue
as scon as possibls circulars to their member banks em-
bodying the rules and recommendations which are applicable
to them, it being unnecessary, of course, to inform member
banks of such details as concern the Federal reserve banks
only.

Respectfully,

Governcr.

o Enclgsures.
Digitized for F
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FEDERAL RESERVE DRAFTES.

Thare shall he two special forms of drafis on each
Federal Rescrve Eank whizh will be available for immedizte
credit at other Fzderal Reserve Banks.

The privilege of drawing these drafts shall be ex-
tended te &ll member banks complying with the regulations foruu-
lated vy their Federal Ressrve Banks.

The drawing of thess drafts shall not interfere with
member bhanks drawing the ordinary checks on their Federal Re-
servs Banks.

The special drafts provided for in this circular must

be drawn on forus approved by the Federal Resecrvs Bank of which

the drawing btenk is a member. The forms are to be similar to

the specimons enclosed herswith.
Any Fedsral Reserve Bank may, if in the judgment of
its oifficers it becomes necessary, maks a rzasonable charge

against member banks drawing thesc drafis for the purpose of

cffecting transfers of funds, such charge not to excecd the

rats for transfers prevailing at the time the drafts are drawn.
£11 of these drafts ghéll—be-immediétely-charged to

the drawing mombsr bank's account on receipt of advice by ths

http://fraser.stlouisfed.org/
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rve Bank. Specimen

sncleossd with thi: ¢irculzr,

The two kinds of drafts shall b

xchange" and "Foderal Reservs

FEDER.L RESERVE EXCHANGE DR.:FT.

Tha "Faderal Reserve Exchonge!
draits shzll be the drzft drawn by
& member bank upon its own Federal

Reserve Bank and made receivable

for

immediate availability at par at

any Federal Re

ssrve Bank but actual-

ly payable only at the drawes Fed-

¢rzl Reserve

Bank.

-They shxzll, for the present
ard until otherwics provided, be

drawn for zmount:

‘$25o.oo.

net in excess of

The drawing bank shzll be ro-
quired to give advice by mail to
its Federal Reserve Bank of the
total amount of drafts drawn each

day.

These drafts on a Federal Re-

. Fed
‘drawn sach day.

asrve Bank when received for im-
mediate availability by another

shall be listed in a

special lstter

and forwarded to the drawse Fsd-

gral Ressrvs Bank for cr

If the

sait.

total of th: letter

justifies there can b3 an advics

by wire and sntrics
day the letter goss forward.
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forms of advics arc

h2 rnowe as "Faderal

Transfzr" drafts.

FEDER..I. RESERVE TRANSFER DRAFT.
The "Federzl Reservs Trans-

fer" draft shall be the drait
drawn by & member bank upcn its
own Federal Reserve Bank and
nads payable on z2dvice of the
drawee 2t any Federal Resczrve
Eank specified in the draft.

ey shall, for thz present,

bz 4 1 for amounts in excess
of $2 00.

The drawing bank shall be
required to give advics by
mr2il to its Federal Rescrve
Exnk of the nurbers, asouvats
and tet:l made payabvle at cach
sral Raserve Bank of drafts
This advice

shzll be under an authorized
signature and a duplicate
shall bs forwardasd %o the Fed-
eral Ressrve Bank at which the
drafis ars made pavakle, ths
durliczate advics *o sontain
the signaturs in ink of ci-
ficers signing ths drafte.
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FEDERAL RESERVE TRANSFER DRAFT.
(Continued)

The drawee Federal Reserve Bank
shall, upon receipt of advice from the
drawing member bank, telegraph the Fed-
eral Reserve Bank at wnich the drafts
were made payatle, confirming the ad-
vice and authorizing a transfer of the
aggregate amount from its regular ac-
count to an exchange account.

hen sending a telegram the arrange-
ment of the code words for name of bank,
date of advice and aggregate amount
shall be in the grder given and shall
te understood to mean; Federal Reserve
Transfer Drafts drawn by __ per
their advice dated ______ the aggre-
gate awmount of which is not more than
$ are good. Charge
our account and credit our exchange
account with the total amount advised
in this telegram. See specimen tele-
gram enclosed with this circular.

For the purpose of simplifying
telegrams it is suggested that each
Federal Reserve Bank may make a code
so that each of its member banks can
e designated by one code word, the
first letter of the word to indicate
the district in which the member bank
is located.

The drafts when paid, by the Fed-
eral Reserve Bank specified in the
drzit, shall be marked paid, listed in
a spacial letter and forwarded to the
drawee Federal Reserve Bank. The total
of the letter shall be charged to the
exchange account of the addressee.

Under existing regulations governing the Gold Séttlement Fund
any Federal Reserve Bank can, at any tiﬁé, obtzin a settlenent on
2 net balance due from another Fsderal Reserve Bank.

This plan shall become operative on the 2lst day of May,
1917.
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CODE WORD Lg _ 1
KERAMIC i

X-93.

FIRST NATIONAL BANK
Waco, Texas.

To Federal Reserve Bank,
of Dallas.
We have this day drawn checks on Federal
Reserve Transfer form as listed below payable on ad-
vice érom you at the Federal Reserve Bank of

-
0o
phe

~ NUMEER AMOUNT NUMBER ANOUNT

TOTAL

Digitized for FRASER
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Charge our account with total and arrange for payment.

Respectfully,

Cashier.

.org/

Federal Reserve Bank of St. Louis
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CODE WORD oug -1

KERAMIC
FIRST MNATIOUNAL BRANK

Waco, Texas

To Federal Reserve Bank,
of

We have this day drawn checks on Federal Re-
serve Transfer form as listed below payable by you on
advice from the Federal Reserve Bank of Dallas.

NUMBER AMOUNT NUMBER AMOUNT

TOTAL

Signature in ink and title
of officers signing any of
the checks above listed.
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FIRST NATIONAL BANK

Waco, Texas

To Federal Reserve Bank
cf Dallas.

Gentlemen:
We have this day drawn checks on Federal Reserve Exchange

form, the total amount of which is §

Dollars.

Charge our account to cover.
R. P. DUPREE,

Cashier.

X-95.
FIRST NATIONAL BAVK

Waco, Tsxas

To Federal Reserve Bank
of Dallas.

Gentlemen:
We have this day drawn checks on Federal Reserve Exchange

form, the total amount of which is -3

Dollars.

Charge our account to cover.
R. P. DUPREE,

Cashier.
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X-96.
TELICRAM _FORM
April 12, 1917.
To Federal Res~rve Rank,
Chicago, I11.
Keramic Eclipse Animal Kronic Export Cursedly Slingcart.
Federal Reserve Bank of Dallas.
Decoded - Federal reserve transfer drafts
drawn by First N.B., Waco,Tex. Amer.N. B.
Beaumont, Tex.
per their advice dated April 10th April 11th
the aggregate amount of which
is not more than $15,020.00 $5,000.00

are good. Charge our account $20,000.00 and credit our exchange

account.
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FEDERAL RESERVE BOARD

WASHINGTON

ADDRESS OFFICIAL CORRESPONDENCE TO
‘THE FEDERAL. RESERVE BOARD

Digitized for FRASER
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August 12, 1918.
X-1121

Dear Sir:

At the suggestion and upon invitation of the Federal
Reserve Bank of Cleveland, an informal meeting was held on August
7th, at the office of the Federal Reserve Board to discuss Federal
Reserve Exchange drafts. The meeting was attended by representa-
tives of six Federal Reserve Banks., The recommendations nade, a
copy of which is inclosed with this letter, have besen considered
and approved by the Board,

(1) Federal Reserve Exchange Drafts.

Effective September 3rd, the limit of drawings oi such
drafts shall be increased from $250 to $5,0C0. TFederal Reserve
Banks paying Exchange drafts of other Federal Reserve Banks, will
be permitted to deduct the amount paid from the total credits re-
ported in the Gold Settlement clearing for the day. The daily tran-
script, forwarded to each Fedgral Reserve Bank, should show the iteus
credited for the day and a deduction thereirom of the Exchange drafts
paid for its account. The net credit should agree with the figures

reported in the Gold Settlement clearings.

org/
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(2) The Board deems it desirable for the Reserve Banks
to adopt the recommendation of the Cormittee, that all Reserve Banks
give irmediate credit for Clearing House items on the day such ifems
are received from other Federal Reserve Banks, the balances so credit-
ed to be included in the credit balances reported for settlement
through the Gold Fund clearings. The actual payment for such balances
would then be made on the same day as settlement is received by the
paying Federal Reserve Bank for the checks and other items it collects,

(3) With respect to the recommendation that a more detailed
analysis be nmade of the 'float'® situation (i. e., the extent to which
immediate credit has beer given upon uncollected items) there is in-
closed herewith a memorandum prepared by the Statistical Division
based upon the information which it has at hand. The Board is willing
to have a more detailed study of this question made, but to do so will
require a call for the necessary data from each Federal Reserve Bank
and it is believed that such study could best be made at the different
Federal Reserve Banks.

Very truly yours,

Governor,

Inclosures.
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Washington, August 7, 1918.

Federal Reserve Board,
Washington, D. C.

Gentlemen:
At a meeting held in the Treasury Derartment Building in the
Board Room of the Federal Reserve Board, August 7, 1918, at which the

following were present:

Mr. M. J. Fleming, Asst. Cashier, Federal Reserve Bank,

Cleveland.

Mr. S. H. Hendricks, Cashier, Federal Reserve Bank,
Now York.

Mr. Pierre Jay, Federal Reserve Agent, New York.

Mr. F. J. Carr, Asst. Cashier, Federal Reserve Bank,
Chicago.

Mr. Chas. A. Peple, Deputy Governor, Federal Reserve Bank,
Richmond.

Mr, Thos. Gamon, jr., Asst. Cashier, Federal Reserve Baqk,
Philadelphia.
Mr. C. C. Bullen, Cashier, Federal Reserve Bank, Boston.

It is recommended to the Federal Reserve Board that the
limit for the drawings of Federal Reserve exchange drafts be increased
from $250 to $5,000 and that Federal Reserve Banks holding Federal
Reserve exchange drafts of other Federal Reserve Banks be permitted
to deduct such Federal Reserve exchange drafts from the total credits
reported to the Federal Reserve Board in the Gold Settlement Fund each
day.

In order to bring about a daily settlement for clearing house
~items, it is rocommended that all Federal Reserve Banks give immediate
credit for clearing house items the day received from other Federal Re-
serve Banks, without regard to the time of day received, inasmuch as the
balance so created is reported to the Gold Settlement Fund at the close
of business btut is really settled the following day when the checks
have been collected.

It is voted that the Federal Reserve Board be asked to cause
a more detailed analysis of the "float" situation in each Federal Re-
serve Bank to be made, for such periqd as the Board may deem advisable,
in order that there may be a more exady knowledge as to what constitutes
a large amount of "float" now appearing in the statement of the Federal
Reserve system and in order that each Federal Reserve Bank may study in
a more detailed way methods of eliminating its own "float®,

Respect.tlly,
M. J. FLEMING.

Chairman.
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FEDERAL RESERVE BOARD

WASHINGTON

ADDRESS OFFICIAL CORRESPONDENCE TO
‘THE FEDERAL RESERVE BOARD

Digitized for FRASER

X-4362

June 19, 1925,

SUBJECT: Increasing Limit Federal Reserve Exchange Draft.

Dear Sir:

The Federal Reserve Board has approved the
action of the recent Governors! confcrence in voting
to raise the limit on the Federal reserve exchange
draft from $5,000 to $50,000. This privilege af-
fggded to member banks becomes effective August 1,
1925, '

The reserve banks are expected to exercise
care in checking up the permits extended to member
banks to draw exchange drafts before passing credit
on any’ such draft and to make telegraphic inquiry in
any questionable case. The Board understgnds that
whenever a Federal reserve bank withdraws a permit
it yill immediately advise all other Federal rescrve

anks,

Very truly yours,

Viece Governor.

To Governors of all F.R.Banki

http://fraser.stlouisfed.org/
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FEERAJ, RESERVE BANK OF SAN FRANCISCO
December 2, 1932

Copy of letter to all Federal Reserve Banks

It has occurred to us that many perplexing problems might arise
in connection with exchange and transfer drafts in the event of suspension
of the bank issuing these drafts before such drafts were presented for
payment.

Thinking this problem may have arisen in your district, or that
you had given some thought to what action you would take, we are listing a
number of questions which have occurred to us and would appreciate your
corments thereon.

I. In the event of insolvency of a member bank in its own
district,

1. Would a Federal reserve bank have any obligation
to pay the holder in due course of such a draft, if
presented to it after the suspension of the member bank?

2. Assuming it might refuse to pay the draft so
presented, would it have the right to reverse its
entries and credit back the amount of the draft to the
reserve account?

3. If the answer to 2 is in the affirmative, would
it then have the right to apply such funds against any
existing indebtedness of the member bank to the reserve
bank, or would it be necessary to repay the funds to the
receiver?

II. What would be the position of the two respective Federal
reserve banks should one reserve bank pay a tronsfer draft after
suspension of an issuing bank in another district,

1. If the paying reserve bank had not received tele-
graphic advice from the district in which the draft was
issued of the suspension of the bank?

2. If such telegraphic advice had been sent but had
been overlooked by the paying department of the Federal
reserve bank in question?

(In connection with this question, the form of transfer draft pro=
vided would seem to clearly indicate that the bank of the district
in which it is issued is the drawee, although it states that the
draft will be paid by another specified bank.)
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III. What would be the position of the two respective Federal
reserve banks should one reserve bank give credit for an exchange
draft after suspension of an issuing bank in another district,

l. If it had not received telegraphic advice of sus-
pension of the drawing bank?

2. If such telegraphic advice had been sent but had
been overloocked by the paying department of the Federal
reserve bank in question?

(With reference to both II and III, it should be borne in nind that
a Federal reserve bank might pey out funds against credit given to
its mewber bank before such draft or notice of its payment had
reached the Federal reserve bank of the district in which it was
issued.)

Sone of these questions present two sides, namely, the proper
action which should be taken by a Federal reserve bank of the district in
which the drawing bank is located, and the action which should be taken by
a reserve bank of another district should such items be presented to it for
paynent or credit.

We are writing to all of the Federal reserve banks in this re-
spect as it is our feeling that the usefulness or service of these instru-
nents to our member banks is quite problematical, and a reconsideration at this
time night lead to the conclusion that it would be advisable to discontinue
these facilities.

Yours very truly,
(Signed) W. M. Hole

CASHIER.
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FEDERAL RESERVE BANK OF NEW YORK C
° P
Y
December 9, 1932,
Mr. W. M. Hale,
Cashier, Federal Reserve Bank of San Francisco,
San Francisco, California.
Dear Mr. Hale:

We are in receipt of your letter of December 2, regarding
the paying of exchange and transfer cira.fts in the casc of suspended
banks.

In this district we have only two banks which are authorized
to use transfer drafts and threc banks which are authorized to use cxchange
drafts. Wec have, therefore, not been very rmch concerned regarding the
problems which you bring up in connection with these drafts. It would
appear to us that little risk is invelved if instructions governing the
issuance and paying of exchange and transfer drafts are followed.,

When a member bank issues a transfer draft it sends to
both its Federal Reserve bank and also to the Federal Reserve bank on which
the draft is drawn, an advice covering such draft. Upon receipt of such
advice from one of our member banks we immediately charge their account
and credit Transfer Draft Account. . fter such an entry has becn made
we believe that we are obligated to pay the draft even though the drawee
bank has suspended.

Exchange drafts are accepted by any Federal Reservé bank
for collection and immediate availability at pare If any exchange dr;a.ft
is not collected for any reason, it would be charged back to the endorsing

bank in the sanc manner as any other cash item. However, as we also

receive an advice from our merber bank vhen they draw an exchange draft,
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Mr. W. M. Hale, Cashier - December 9, 1932.

an entry is immediately made upon rcceipt of advice, and we believe we
are obligated to pay such draft after the entry is made even though it is
presented to us after the bank has suspended.

Inasmuch as only a few banks in our district use exchange and
tronsfer drafts to a very limited extent, it would be no hérdship to dis-

continuc such drafts in this district.
Very truly yours,
(Signod) J. M. Rice

J. M. Rice,
Assistant Deputy Governor,
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FEDERAL RESERVE B.NK OF PHIL.DELPHI. 0
925 Chestnut Street P
Y

December 13, 1932.

Mr. William M. Hale, Cashier,
Federal Reserve Bank of San Francisco,
San Francisco, California.

Dear Mr. Hale:

This will acknowledge receipt of your letter of December 2nd,
and we are answering your questions seriatim:

I. (1) A Federal reserve bank would be obliged, at least morally, to pay
the holder in due course of an exchange draft if presented to it after suspension
of the member bank, if the advice of the member bank had been received and the
funds set aside for that purpose, prior to receipt of suspersion notice.

(2) If the reserve bank could refuse to pay thc draft so presented, it
undoubtedly would have the right to reverse its entries and credit back the amount
to the reserve account.

(3) In our opinion if such entries were reversed a Federal reserve bank
undoubtedly would have the right to apply such funds agzainst any existing indebted-
ness of the member hank, as such reversal would simply be a restoration of the ac-
count to its original condition.

II. (1) The responsibility of the paying reserve bank would not be governed
by the question of whether it had received telegsraphic advice of the suspension of
the drawing bank, but would depend rather upon the question of whether or not the
paying bank had received telegraphic instructions from the reserve bank in the dis
trict of the drawing member to pay the draft. Payment without such instructions
places full responsibility upon the paying banke

(2) sce #1.

III. (1) It would seem that no question should arisec covering this point, as
exchange drafts arc acceptable at par subject to final payment. If telegraphic or
other advice of suspension to the reserve bank in the district of the member had
not been received, the debit in the account certainly would be good and would pro-
vide funds to pay the draft. If no debit had been made the draft would be dis~
honored in ordinary course. ‘

(2) It is our opinion that if telegraphic advice had been received, dbut
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Ur, W M. Hale, Cashior 2 12/13/32
FRBank of San Francisco.

overlooked by the payins ‘epartment, there would be no oblisation to pay the ex-
chanfe draft presented and responsibility would attach only if the paying bank
had nmade an actual payment from funds derived throush a debit made to the rescrve
account after notice of suspension hal hHeen received ceven thouch overlooked.

In our opinion the whole situation is foverncd by the following najor pointss

1., If the drawing member's Fodoral reserve bank has received notice that
drafts have been drawn, either on exchange or transfer form, and has acted upon
that alvice to the extent of settins aside the funds prior to receipt of notice
of suspension, then such drafts should be honored. Under any other circumstances
such drafts should be returned.

2. . Feleral reserve bank of another district should not pay a transfer
draft without specific instructions to do so from the reserve bank in the district
of the drawing bank. Under any other circunstances it nokes payment at its own
risk.

3. . Fecterel rescrve hank allowing immediate crodit for an exchange draft
oriminating in another district assumes no risk in so doing, unless it pernits
withdrawal of the credit Dy an irresponsible endorser. If the cxchange cdraft is
dishonored at the paying reserve bank, the cnlorsing reserve bank certainly has
the rirht to return it to its depositor.

I believe your susestion is a 00¢ onc - the reconsideration of this
scrvice and the practicability of its elimination without cmbarrassment to the
nenber hanks.

Very truly yours,
(8irmed) C. Ao McIlhenny

C. . McIlhenny,
Cashier.
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FEDERAL RESERVE BANK OF RICHMOND

January 9, 1933

Mr. We Mo Hale, Cashier,
Federal Reserve Bank of San Francisco,
San Francisco, Cal.

Dear Mr. Hale:

When your letter of December 2, 1932, raising
several questions with reference to Federal reserve ex-
change and transfer drafts, was received I asked our
counsel, Mr. Wallace, for his opinion, inasmuch as the
problems involved seemed to be primarily legal rather
than operating.

Mr. Wallace was quite busy at the time and did
not submit his opinion until December 20th. I was away
from the bank the last ten days of December and this is
the first opportunity I have had to read the opinion and
reply to your letter.

A copy of Mr. Wallace's opinion is enclosed
herewith, and if the opinion holds = and I can see no
reason why it will not - it does not seem to me that it
will be necessary for the Federal reserve banks to alter
their present praectices. I will be very glad to have
your opinion regarding the subject and would also like %o
know the results of your inquiries addressed to the other
Federal reserve banks.

Yours very truly,
(Signed) J. S. Walden, Jr.
Je S. Walden, Jr.,

Controller

JSW:N
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FEDERAL RESERVE BANK OF RICHMOND
COPY
December 20, 1932
Mr. Je S. Walden, Jr., Controller Federal Reserve Exchange Drafts
M. G. Wallace, Counsel. and Federal Reserve Transfer
Drafts.

Dear Mr. Walden:

I have before me a letter dated Deccmber 2nd addressed to you
by Mr. Hale, Cashiocr of the Federal Reserve Bank of San Francisco. All
of the questions asked by Mr. Halec appear to depend upon the determin-
ation of one point; that is to say, whether or not the types of drafts
mentioned by him are under the circumstances an assigmment of the funds
in the drawee bank. The drafts in question are, technically speaking,
checks, since they are drawn on a bank or banker and payable on demand.
Section 189 of the Tegotiable Instrument Law reads as follows:

"A check of itself does not operate as an assigmment of any
part of the funds to the credit of the drawer with the bank, and
the bank is not liable to the holder unless and until it accepts
or certifies the check."

Substantially the same rule is applied to drafts by Section 127 of the
Negoticble Instrument Law.

You will note that under the above it is stated that a check
is not of itself an assigmment of any part of the funds to the credit
of the drawer. It has, however, been held by the Supreme Court of the
United Stotes and many other courts that a check may operate as an
assignment of the funds against which it is drawn when it is clear that
the drawer intended that it should so operate; (See Fourth Strect
National Bank v. Yardley, 165 U. S. 634), and, of coursc, when the draw-
ce has accopted a cheek, while the accepted cheek cannot be said to

< operate, strictly spenking, as an ascigmment of the funds in the hands
of the drawce, it docs rcnder the drawec liable to the holder.

The above general principles arc almost universally accepted;
. but there is considerable confusion as to just what is sufficient to
denote that the drawer intended the check to operate as an assigmment
and also some doubt as to just what action on the part of the drawee
is sufficient to indicate an unequivocal acceptance of the check of the
drawer. An illustration of this uncertainty is to be found in the case
of Equitable Trust Company of Now York v, First National Bank of Trini-
dad, Colorado, 275 U, S. 359, 48 S. Ct. 167). In that case the First
National Bank of Trinidad had an arrangement with Knauth, Nachod, and
Kuhne, bankers of New York, under which the latter had agreed to arrange
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Iir. Je S. Walden, Jr., Controller Federal Reserve Exchange Drafts and
Mo Go Wallace, Counsel. Federal Reserve Transfer Drafts.
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for the protection and payment of drafts drawn by the former on the

Bance Commerciale Italiana. A draft was drawn under the arrangement and
delivered to a holder. Knauth, Nachod, and Kuhne were advised of the
drawing of the draft and in turn advised their Italian correspondent,
which debited Knauth, Nachod, and Kuhne, and credited the amount of the
draft to a special account termed "drafts payable." The draft was pre-
sented, but in the meantime Knauth, Nachod, and Kuhne had been adjudicated
bankrupts. The Italian bank therefore dishonored the draft and the Trini-
dad bank, having been compelled to take it up, claimed that the funds of
Knsuth, Nachod, and Kuhne on deposit with the Italian bank, which had
upon receipt of the adviece of the drawing of the draft been deducted
from the general account and credited to a special account were impressed
with a trust in favor of the holder of the draft, or elsc had been as-
signed and trensferred to it. The Circuit Court of Appeals sustained the
claim of the First National Bank of Trinidad, but the case was taken to
the Supreme Court of the United States and the decision reversed, Just-
ice Stone and Justice McReynolds dissenting. In the opinion of the court
by Mr. Justice Holmes much stress is laid upon the fact that neither the
purchaser of the draft nor the First National Bank of Trinidad were part-
ies to or knew of the arrangement between Knauth, Nachod, and Kuhne and
the Italian bank, and that there was no arrangement that any particular
fund should be set aside but the method of bookkeeping between the New
York bankers and the Italian bank was adopted purely as a matter of con-
venience, and that it had been the practice of the Italian bank to can-
cel such advices whenever requested to do so without inquiry as to who
was the holder of the drafts or what had become of them. The faet that
this case was decided in the Circuit Court of Appeals in one way and re-
versed by the Supreme Court of the United States by a divided court is

of itself sufficient to indicate that there is some uncertainty in all
such cases and that the caso at bar represents a border linec case.

. Applying the principles of the above cases to our Circular No.
142 relating to the issuance of Federal Reserve Exchange drafts, I -
am inclined to the opinion that Federal Reserve Exhange drafts issued
under the circular are clearly assipmments of the fund against which
they are drawn, or rather that the advice of drawing which the drawer
bank must give is sufficient to constitute an assigmment when read in
connection with the circular, for in that case it is plain that the drawer
of the draft is placed upon notice that when the draft is drawn and the
advice given, its account will be charged. The circular states that Fed=
eral Resorve drafts are entircly differont from ordinary drafts and are
intended to serve a different purpose. The circular indicates that this
difference is because ordinary drafts drawn on Federal reserve banks are
payable only on presentation, and consequently will not be received by
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December 20, 1932
Mr. J. S, Walden, Jr., Controller Federal Reserve Exchange Drafts and
Me G. Wallace, Counsel. Federal Reserve Transfer Drafts.
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other Federal reserve banks for immediate credit, but that thc Foderal
Reserve Exchange drafts will be received for immediate credit at par

by any other Federal reserve bank or branch subject, of course, to final
payment by the Federal reserve bank on which they are drawn. It is fur-
ther provided that these drafts may only be drawn by banks which have
theretofore obtained permission. This seems to imply that the Federal
reserve bank will exorcise some degrec of responsibility in the matter
other than that of a mere drawce, and this responsibility appcars to be
definod under the hcading "Advices of Drafts Drawn," in which it is said,
"The total of the amount of this advice will be charged to the reserve
account of the member bank upon receipt and credited to a special account
for the payment of such drafts when presented." Lt scems to me, therefore,
that in authorizing the issuance of these drafts the Federal rescrve bank
has definitely undertaken that upon receipt of a proper advice the amount
of the draft will be credited to a special account and held for the pay-
ment of such drafts when prosented, which of necessity mcans held for the
account of the holder of the draft rather than for the account of the
drawer. While I belicve that the circuler implics that a Fedoral reserve
bank, of coursc, would not bo obliged to charge the amount of thc draft
to the credit of the drawer bank unless it had funds sufficient to sup=-
port the charge, nevertheless, if such funds were available, it would be
obliged to fulfill its contract and charge the account of the drawer bank
and hold the funds in a special account for the special purpose of paying
the draft when presented, which would of necessity mean hold the funds

as due and payable to the lawful holder of the draft whoever he might be.

Applying this principle to the questions in the first section
of Mr. Hale's letter, it appcars to me:

(1) That a Federal reserve bank would be obliged to pay the
amount held for the payment of the draft in question to the lawful
. holder of the draft regardless of anything that had occurred aftor
the Federal rcserve bank had charged the drawer of the draft with
the funds and erodited thom to the especial account.

(2) If I am mistaken in the above conclusion and the funds
should not be paid to the holder of the draft, I think it clear
that then the funds would be transferred to the general account of
the drawer and disposed of accordingly.

(3) 1If the funds were not payable to the holder of the draft,
they would constitute a mere general debt to the original drawer,
and would, of course, be subject to all rights of offset as any
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other indcbtedneoss. In other words, it appears to me that no
theory could be adopted under which such funds were not either
payable to the holder or payasble to the drawer. It could never
be said that a special trust had arisen, but that that trust
was for the use and benefit of the drawer of the draft and not
for the holder of it.

Answering the questions in Section II. I wish to say that I
am not very familiar with the use of Federal Reserve Transfer drafts, but
I understand that such drafts, like Federal Reserve Exchange drafts, are
issued only under a general authority from a Federal reserve bank of a
distriet and arc payablc by anothor spceified Federal reoserve bank, and
that it is usual for the Fedoral rcserve bank of the distriet in which
the draft is issued to wire an advice to the Federal reserve bank by
which the draft is payable.

The questions might in some degree be affected by the forms of
advice used. However, assuming that the advice is a definite instruct-
ion to pay the draft for the account of the Federal reserve bank of the
issuing district, rny answers to the questions in Seetion II. would be:

(1) If the paying Federal reserve bank had not roceived tecle-
graphic advice from the district in which the draft was issued of
the suspension of the drawee bank, then the paying rcserve bank
should pay the draft, and having paid it, could charge it to the
account of theo rescrve bank in the district of issue, because the
paying bank would in so doing act on thc cxpress instruction of
the Foderal reserve bank in the district of issuc, which instruct-
ion had not been countermanded. The position of the rescrve bank
in the distriet of issue would depend upon what instruetions it

. had received and what it had donec. If it had becon instructed to
sct asidec funds and had donc so, it could, I think, apply thesc
funds to the payment of the draft, even though the drawer bank
had subsequently suspended.

(2) If the advice of suspension had been received, but over-
looked by the paying reserve bank, its position would be the some
as if it had becn received, but had been wilfully ignored. For
the reasons given above, I do not think that a more general ad-
vice of suspension should be treated by the paying Federal re-
serve bank as o stopepayment order on such drafts; but, if the
paying Federal reserve bank should rcceive oxpross dircctions
fron the reserve bank in the district of issuc to stop payment
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of the draft, the order should be obeyed; and if the paying Fed-
eral reserve bank failed to obey the order, whether because it
was overlooked or for some othecr reason, it would be responsible
to the Federal reserve bank of the district of issue {or the con-
sequences. The rights of the holder in such cases would of course
depend upon the circumstances under which the draft was issued
and what advice the drawec bank had given the Federal rescrve
bank of its own district and what had beoon done upon this advice.

My answers to the questions propoundod in Scction III., which,
of coursc, arc precdicated on the assumption that I an corrcet in my view
that Federal Reserve Exchange drafts constitute complete assigmments and
transfers if advice of the drawing has been properly given and acted
upon, are:

(1) It does not appear to me that receipt of telegraphic
advice by a Federal reserve bank other than the one on which
tho Federal Reserve Exchange draft is drawm is material. If
the Federal rescrve bank on which the Fedoral Rescrve Exchange
draft wns drawn had rcceived the adviee of drawing and made a
transfor before recciving the adviec of suspension, the funds
would Lo held for the eredit of the holder of the draft re-
gardless of whethor that holder was anothér Federal reserve bank
or sone other person and the holder's knowledge of the complet-
ion of the assigmient would not be material; but inasmuch as
the Federal reserve bank in the other district would probably
not know whether an advice of the drawing had been given or
not, and if given, whether or not the drawing bank had funds
sufficicitt to pernit the draft to be charged to its account arnd

. the anount transferred to the especial account, it secoms to me
that a Federal rescrve bank in another distriet should from
notives of prudence avoid paying out any funds if it knew that

- the drawer bank had suspendeQ, for since such drafts are sub-
jeet to final payment, there would alwnys be a possibility
that when presented to the Federal reserve bank on which
drawn, they would be refused because either the advice of the
drawing had not been given properly, or, if given, because
the drawer bank had no funds available.

(2) In line with the opinion which I have expressed above
the situation is the same in all cases, for advice by tcle-
graph has been given and wilfully ignored., In other words,
any person receiving notice ami then overlooking it is in the
same situation as if he had received it and deliberately
ignored it.
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You will notice, of course, that all of my answers above are
based upon the assumption that the contracts under which Federal Re-
serve Exchange drafts and Federal Reserve Transfer drafts are issued
are such as to constitute them assigmments of the funds against which
they are drawn, provided due notice of the drawing is given to the Fed-
eral reserve bank in the district of issue, and a definite appropriat-
ion of the funds imthe hands of that bank is made bofore the suspension
of the drawing banke. I feel fairly confident that this construction

. would be placed on thc drafts if the question should evor be litigated;
but, as you will see from the cases to which I referred, it is almost
impossible to cxpress an uncquivocal opinion. If the Federal reserve
banks desired to avoid any possible doubt, thon they should refusec
paynent of such drafts if they had roceived notice that the drawing
bank had suspended, and unless the rcceiver of tho drawing bank and the
holder of the draft could agree as to their rights, the Federal rescrve
bank should file a bill of interpleader and pay into court the emount
of the draft in order that the court might determine whether the money
belonged to the receiver of the drawing bank or to the holder.

Very truly yours,
(Signed) M. G. Wallace
M. G. Vlallace,

Counsel.

MGW R
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FEDER.T, T@SIRVE BUIK OF ATLATA P

Office of
Cashier
December 15, 1932

Mr. W. M. Hale, Cashier,
Federal Reserve Bank of San Francisco,
San Francisco, California.

Dear Mr. Hale:

This will acknowledge receipt of your favor of the 2nd instant
presenting a number of perplexing problems which you believe may arise in
connection with the use of exchange and transfer drafts in the event of
suspension of the bank issuing such drafts before the drafts are presented
for payment.

A very small number of banks of this district are now authorized
to issue exchange drafts and none are authorized to issue transfer drafts.

Thus far, probably due to good fortune, we have not had to deal
with any problems of the nature suggested in your letter, though we realize
that situations might develop that would call for definite and probably
quick handling of matters resulting from the issue of exchange drafts in the
event of suspension of the member bank by which they were drawn.

Instead of undertaking to answer your letter myself, I submitted
it to our counsel, Mr. Robert S. Parker, and he has favored me with an ex-
pression of his opinion concerning all the problems your letter presents.

I am enclosing a copy of Mr. Parker's letter, and I agree with the opinions
he has expressed.

Several years ago, just how long ago I do not recall, we dis~
continued the use of transfer drafts because we considered them entirely
unnecessary in view of the fact that member banks are afforded ample facil-
ities for the transfer of funds through the medium of our private wire system.

I am inclined to think that the use of exchange drafts should
also be discontinued because as you state their usefulness is quite problemat-
ical, and I believe their use involves too many hazards and risks that more
than offset whatever little service they may be to the very limited number of
member banks of the entire Federal Reserve System which are using them.

all
After you have heard from)ihe Federal Reserve Banks, if you
find it convenient to do so, please let me have a surmary or brief synopsis
of their vicws.

Yours very truly,

(Signed) M. W. Bell
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COIQUITT, PARKER, TROUTMAN & ARKWRIGHT COPY
Attorneys at Law
Suite 1607 William-Oliver Bldg.
ATLANTA

December 12, 1932.

Mr. M. W. Bell, Cashicr,
Federal Reserve Bank of iAtlanta,
Atlanta, Georgia.

Dear Mr. Bell:

At your request I have read the letter concerning
Federal reserve exchange drafts which Mr. Eale, Cashier of
the Pederal Reserve Bank of San Francisco wrote you under date
of December 2nd. In Mr. Hale's letter he also makes reference
to "transfer drafts," but I understand from you that the use of
such last mentioned drafts has been discontinued.

You have asked mc to indicate the way in which, in
iy opinion, Mr. Hale's questions should be answered.

In my opinion the rights of the drawer, drawee, payee
or other holder of an exchange draft would be determinable by
reference to your Circular Wo. P-4, which scts out the terms
and conditions under which such drafts may be issued.

It is contemplated that when one of these drafts is
drawvn by a bank to which permission so to do has been given,
the drawer gives written advice to the Federal Reserve Bank
upon & form supplied by the Reserve Banke. Immediately upon
receipt of such advice, the reserve account of the drawer is
charged with the amount of the draft and there is a correspond-
ing credit to a special account, which is maintained for the
payment of the draft upon presentation.

I am of the opinion that, to all intents and purposes,
an exchange draft should be treated as the certified check on
the Federal Reserve Bank, the "certification" being effective
as of the time when the advice of the drawing has been received.
If this analogy is correctly drawn, then the answers to Mr.
Hale's questions should be, in ryy opinion, as follows:

L
1. In the event of the insolvency of a member bank,
the Federal Reserve Bank of the District would rest under no
obligation to pay the holder in due course of an exchange draft
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Mr. M. W. Bell — #2, 12-12-32.

if the same were presented to it after the suspension of the

drawer unless it had, prior to the receipt of the notice of sus-
pension, received advice that the draft had been drawn. If '

it had received advice of the drawing of the draft prior to

notice of suspension, then I think that the draft, upon presenta-
tion, should be paid out of the special fund, even though presented
after notice of suspension.

2. I an of the opinion that after you had credited
the amount of a draft to the special account created "for the
payment of drafts when presented," you could rot thereafter re-
verse your entries and credit back the amount of the draft to the
Reserve account of the drawer.

3. I think that the "special account" referred to in
your Circular, vhich account is "earmarked" for the purpose of
paying exchange drafts upon presentation, could not be applied to
the payment of an indebtedness of the member bank to the Reserve
Bank. It follows that the funds in this account could not be
paid to the receiver but should be retained by the Reserve Bank
for the purpose of paying the draft upon presentation.

II

This division of Mr. Hale's letter relates to transfer
drafts, the use of which by member banks in this District has
been discontinued. It may be, however, that somc of the Federal
Reserve Banks still pernit their members to issue such drafts.

I have made no particular study of the legal effect of transfer
drafts but believe that the general principles discussed in sub-
division "I" would be controlling, viz., if the drawee Federal
Reserve Bank charged thec amount of the draft to the account of

the drawer prior to notice of suspension and credited the amount
of the draft in a special account, then it should be paid despite
the fact that the drawer might have closed prior to the actual
presentation of the draft to the drawee. If there is any doubt
about this proposition, such doubt would, in ry opinion, be removed
in any case where telegraphic advice had been given to the Federal
Reserve Bank specified as the bank to make payment.

III

It follows from the above that, in my opinion, the
placing of the amount of a transfer draft in the special account
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Mr. M. W. Bell - #3. 12-12-32.

prior to receipt of notice of suspension of the drawer would
render the drawee Federal Reserve Bank liable for the payment

of the draft, although, if the Federal Reserve Bank designated
as the bank to pay actually knew of the suspension of the drawer
when it made payment, the situation might be changed.

SUMMARY o

As stated heretofore, if we can properly analogize
one of these drafts, the amount of which has been charged to the
account of the drawer, to a check which bears the certification
of the Feleral Reserve Bank, then, at least in so far as concerns
exchange drafts, I feel reasonably surc that the answers set out
above are correct. I am not so sure of my ground in the case
of a transfer draft. Practically regarded, however, it seems to
ne that no Federal Reserve Bank would pay one of these drafts
unless it had received telegraphic advice from the drawee Federal
" Reserve Bank. If, after receiving telegraphic advice, it paid
the draft, I think that the drawee Reserve Bank should pay the
same even though before presentation it had received advice that
tiie drawer had suspended.

I might 2dd that I o not think that that part of Regula-
tion J which prohibits the making of charges to members! reserve
accounts after advice of suspension, ctc. would affect or control
a situation in which the reserve account had actually been charged
with the amount of a draft prior to notice of suspension even
though the draft itself had not been presented for payment.

Trusting that the above will be of some service to you
and Mr, Hale, I an

Sincerely yours,

RSP/W&
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FEDERAL RESERVE BANK OF CHICAGO c
230 South LaSalle Street 0

December 8, 1932

Mr. W. M. Hale, Cashier ,
Federal Reserve Bank of San Francisco
San Francisco, California

Dear Mr. Hale:

We have your letter of December 2, in which you make
inquiry as to our views regarding the position of a Federal reserve
bank in connection with exchange and transfer drafts issued by a
nmerber bank in the event of the member bank having suspended business
previous to the payment of the drafts.

‘ The conditions governing the issuance of Federal reserve
exchange drafts and Federal reserve transfer drafts provide that the
member bank issuing either form of draft send a special advice to its
Federal reserve bank on the date such drafts are issued authorizing

the Federal reserve bank to charge its reserve balance with the total
amount of the advice, it being understood that the amount be set aside
in a special account for the specific purpose of paying the drafts des-
cribed in the advice if and when presented for payment. Accordingly,
it is our opinion that such funds should not be applied for any other
purpose. It is also our opinion that, in view of the funds in question
having been so segregated, a Federal reserve bank would be obligated

to pay a holder in due course of such a draft if and when presented

to it for payment, although the member bank had suspended business
previous to the presentment of the draft.

Our opinion as above expressed would likewise apply to

- inquiries in your second paragraph, as we do not believe that either
the receipt of notice or failure to receive notice of the closing of
the drawer bank by the paying Federal reserve bank would affect the

< position of the paying Federal reserve bank; that is, once the charge
has been made by the drawee Federal reserve bank to the reserve ac-
count of the drawer member bank, it is our view that the segregation
of the funds is for the specific purpose of putting drawee Federal
reserve bank in funds to honor the draft described in the advice if
and when the draft is presented for payment. DMNotice of suspension
of the drawer member bank subsequently received would not change the
rights of the parties.

If we understand your third question correctly, the fore-
going conclusions apply to it, In view of the fact that the member
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Mr. W. }¥. Hale
San Francisco -2 12-8-32

bank drawing an exchange draft may fail to notify the drawee Federal re-
serve bank to charge its account with such amount, obviously the same.
risk attaches to permitting withdrawal of 2 balance created by a credit
representing a Federal reserve exchange draft on a reserve bank of an-
other district as to any other item credited subject to final payment.

The necessity or usefulness of these forms of exchange
has been discussed at length in our bank on many occasions, and, while
there may be a few member banks in our district that derive a definite
benefit from this service, it is very much 2 question in our mind as to
whether or not they should not both be dispensed with, as our records
indicate the majority of our member banks that male use of either of
these forms of exchange do not understand the purpose for which they
were intended; that is, that the ordinary draft on us would serve the
purpose in most cases.

We shall appreciate it if you will let us know the re-
sults of your survey on this subject.
Very truly yours,
(Signed) J. H. Dillard

J. H. Dillard,
Devuty Governor
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FEDERAL RESERVE BANK OF ST. LOUIS 0

December 9, 1932.

Mr. W. M. Hale, Cashier,
Federal Reserve Bank,
San Francisco, California.

Dear Mr. Hale:

We have your letter of December 2. We discon-
tinued the facility of "Federal Reserve transfer" drafts in
August of 1918 for the reason that in June of that year the
inauguration of free telegravhic transfers, in our judgnment,
terminated any need for the transfer drafts. his facility
has not since been extended to our mermber banks.

Prior to the receipt of your letter we informally
discussed the gquestions raised and it was our feeling that if
an exchange draft was presented after the insolvency of the
meriber bank drawing it that we would decline payment await-
ing authority of proper jurisdiction. It was always felt that
the balance provided for the payment of such drafts was a fund
created for a specific purpose and could not be credited back
to the reserve account nor be used to offset indebtedness of
the insolvent member bank.

Since recceipt of your letter the matter has

been presented to our Counsel for his consideration and a
copy of his opinion in respect thereto is enclosed.

Yours very truly,

(Signed) 0. M. Attebery,

0. M. Attebery,
Deputy Governor.
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Y
Memorandun for Mr. Attebery:

In considering the questions suggested by the Federal Reserve
Bank of San Francisco, in letter of December 2, 1932, we will have to
differentiate between the ordinary draft and the Federal Reserve ex—
change draft. In this to wit:

In the ordinary draft, the drawec, if he has received no
notice of the insolvency of the drawer, honors or dishonors the draft
as of the time it is presented and either pays in money or furnishes
the payee with other exchange. In the latter case, the drawee becomes
a debtor to the payee instead of to the drawer. The transaction, as
betwecn the drawer and the drawee, is complete as and from the moment
the draft is presented.

Whereas, when the Federal Reserve exchange drafts are used,
the drawer, simultaneously witly the issuing of the draft, notifies the
drawee that such a draft has been issued in favor of the named payee,
and upon receipt by the Federal Reserve Bank of thie advice of the
issuance of such drafts, the Federal Reserve Bank charges the amount
against the reserve account of the drawer and credits the amount to
a special account for the payment of the drafts when presented. The
amount of the draft is withdrawn from the account of the drawer the
morent the amount is credited to the special account and therecupon
becomes the funds of the payee as and when the draft is actually
rresented. A transaction similar to one where the drawee bank issues
its Cashier's check or certifies the original clheck.

(1) From the foregoing, it would follow that in the event
of the insolvency of the drawer before the actual draft was prescnted,
the answer to sub-section I of Paragraph (L) would be in the affirmative;
for, its acts in charging the drawer's account had taken place before it
received any notice of iansolvency of the drawer, and the drawee bank
thereby became a stakeholder of a certain fund to be turned over to
the holder of the draft when presented.

(2) Answering the second sub-section of Paragraph (1), the
drawee bank, after it had charged the draft to the account of the
drawer and had placed the funds in a special account for the payment of
the draft, would have no right to reverse its entries so long as the
draft in question remained outstanding.

(3) Answering the 3rd sub-section of Paragraph (1), so long
as the draft remained outstanding, the drawee ~ the Federal Reserve Bank -
would not have the right to use the special fund to nay the indebtedness
of the borrowing bank to the Reserve Bank. DNeither could the special
fund be applied to the nayment of the indebtedness of the drawee bank
to the Reserve bank. If later, the Receiver of the drawer bank should
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become the holder in due course of the draft in question, and should
present it for payment, - for, the funds paid on the draft would come
into the hands of the Receiver after the drawer had failed and it

-~ would be like other funds coming into the hands of the Receiver from
other sources, - the funds could not be applied to the payment of the

indebtedness of the Trust to the Federal Reserve Bank, a creditor of
the Trust.

I believe the foregoing answers the guestions listed under
sections II and III.

Very truly yours,
(Signed) Jas. G. McConkey,

General Counsel.

CoPrPY

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



X~7454-1

FEDERAL RESERVE BANK OF MINNEAPOLIS

December 28, 1932

Mr. W. M. Hale, Caskier,
Federal Reserve Bank,
San Francisco, California.

Dear Mr. Hale:

Upon receipt of your letter of December 2 addressed
to Mr. Ziemer, the questions included therein were submitted to
our counsel, who today gives answer thereto as per copy of letter
herewith. We regret that your commmunication was not sooner
answered.

You will observe from counsells letter that we are not
using "exchange" or "transfer" drafts; therefore specific answers
to your questions are not made.

With the Compliments of the Season,

Very truly yours,
(Sizned) Harry Yaeger

Harry Yaeger,
Deputy Governor.

HY:EO
Enc.
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UELAND & UELAND 0

Attorneys & Counselors P
Y

800 Security Building
Minneapolis

December 28, 1932.

Mr. Harry Yaeger,
Deputy Governor.

Please pardon our delay in answering your memorandum dated
December 6, 1932 with reference to the letter dated December 2, 1932
from Mr. Hale, cashier of the Federal Reserve Bank of San Francisco.

Your bank does not use the "exchange" or "transfer" draft
of the type referred to in Mr. Hale's letter. We have not had an
opportunity to examine forms of the draft referred to by Mr. Hale,
nor are we advised of the form of notice given by a member bank to
its respective Pederal reserve bank when such a draft has been drawn.
Accordingly, our opinion as to the rights and liabilities arising out
of this practice is probably of little, if any, value.

However, as we understand the practice, a transfer draft
of this type would probably be taken to constitute an equitable assign-
ment, to the extent of the amount of the draft, of the member bank's
reserve balance. When the member bank drawing the draft had notified
its Federal reserve bank of that fact, then we are inclined to think
the effect would be the same as if the member bank had given a partial
assignment of its reserve balance andé had notified its reserve bank of
such assigmment. In other words, after such notice, the reserve bank
would have to hold the amount of the draft for the benefit of the owner
thereof. -

If our understanding is correct, the answer to the questions
put in Mr. Hale's letter would be that thie Reserve Bank cashing or
giving credit for such a draft would be protected in all cases provided
the drawee Reserve Bank had reeeived notice of such drawing and at the
time of such notice there were sufficient funds in the reserve account
to pay the sane.

The questions presented by Mr. Hale suggest that the practice
under consideration is rather anomalous from the legal viewpoint and
might result in litigation and possible loss to a Federal reserve bank.

UELAYD & UELAND

By Sigurd Ueland
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FEDERAL RESERVE BANK OF KAWSAS CITY Y

December 10, 1932.

Mr. W. M. Hale,
Cashier, Federal Reserve Bank of San Francisco,
San Francisco, California.

Dear Mr. Hale:

This will.reply to your letter of Decewbder 2,
with reference to the perplexing problems which arise in
connection with the use of exchange and transfer drafts,
and while our expericncc has no doubt been somewhat similar
to your own, we have had a very limited use of such facilities
in this district and no actual experience under conditions
gset forth in your letter.

We offered our merber banks these facilities in
1917 and 1918, and while a few banks availed themselves of such
facilities for a time, they gradually discontinued until during
the past five or six years we have had but one bank using
such facilities, which bank discontinued their use about a
year ago, and at this time we have no bank using then. In view
of the fact that we have had so little practical experience in
this respect, we hesitate to express opinions on the rather
involved hypothetical questions stated in your letter and doubt
if such opinions would be of value to you.

We note that you have taken this matter up with all
Federal reserve banks and that it is your feeling that the useful-
ness of the instruments to member banks is quite problematical and
a reconsideration at this time might lead to the conclusion that
it would be advisable to discontinue such facilities. We heartily
agree with this suggestion and as a matter of fact have not embodied
such facilities in our general letters in receat years, and have
rather discouraged their use when we have had specific inquiries
with reference to such service.

Trusting that the information furnished will be of
interest to you, and with kind personal regards, I am

Yours very truly,
(Signed) ¢+ J. W. Helm

J. W. Helm,
Denuty Governor and Cashier.
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FEDERAL RESERVE BANK OF DALIAS

December 8, 1932

Mr. W. M. Hale, Cashier
Federal Reserve Bank
San Francisco, California

Dear Mr. Hale:

We have your letter of December 2, 1932, addressed to
Mr. R. R. Gilbert, who is at present away from the bank on his va-
cation.

Before egswering the specific inquiries in your letter
we set forth below briefly the mechanical operations followed in
this district in the issuance of exchange and transfer drafts, as
well as the practice of other Federal Reserve Banks in handling
such drafts presented to them for payment:

FEDERAL RESERVE EXCHANGE DRAFTS.

Certain specified banks in this district are authorized .
by us to issue Federal Reserve exchange drafts, this authority be-
ing given after full consideration by our committee as to the
bank's financial condition. Periodically the condition of the banks
having been given this authority is reviewed. The names of all
banks in this district authorized by us to issue such drafts are fur-
nished to each Federal Reserve Bark, On the date such drafts are
issued by the member bank, the bank is supposed to give us detailed
advice of the number and amount of the draft so issued. Upon receipt
of this advice from a member bank we immediately charge its reserve
account and set up a suspense account on our general ledger for the
amount of such draft. WHEN THESE DRAFTS ARE PRESENTED TO OTHER
FEDERAL RESERVE BANKS IMMEDIATE CREDIT IS GIVEN THEREFOR, BUT THE
DRAFTS ARE HANDLED FOR COLLECTION IN THE ORDINARY WAY WITHOUT SPE-
CIAL NOTICE.

FEDERAL RESERVE TRANSFER DRAFTS.

Member banks in this district are authorized to issue
Federal Reserve transfer drafts after similar credit investigation of
the member bank to whom such privilege is granted. Other Federal
Reserve Banks are not advised of the banks in this district author-
ized to issue Federal Reserve transfer drafts. On the date such
drafts are issued the member bank issuing same is supposed to give
us detailed advice over the signature in ink of the officer signing
said draft, showing the number, amount and the Federal Reserve Bank
to which such draft is made payable. Immediately upon receipt of
such advice we charge the reserve account of the member bank for the
amount of the draft and credit such amount into a suspense account
on our general ledger. Immediately upon presentation to any other
Federal Reserve Bank of a Federal Reserve transfer draft we are
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given advice by wire of the presentation of such item for payment,
and in the event we have not theretofore set aside in the suspense
account on our general ledger a sum sufficient to meet this draft
we, of course, immediately so notify the Federal Reserve Bank to
whom the draft has been presented for payment in time for that bank
to reverse its credit.

GENERAL DISCUSSION

‘ Apparently there is no agreement between Federal Reserve
Banks as to their respective liabilities in connection with such
drafts. Furthermore, in so far as our district is concerned, we do

‘not have any regulation defining the rights and obligations of the
member bank and Federal Reserve Bank with respect to these items.
Our circular in connection with these items consists only of detail-
ed instructions concerning the issuance of such items.

We think that uniform agreements defining the rights and
liabilities as between Federal Reserve Banks and uniform circulars
defining the rights and liabilities between Federal Reserve Banks
and their member banks should certainly be worked out and put into
force if the practice of permitting issuance of these drafts is to
be continued.

Assuming that our member banks issuing such drafts gives
us the notice which they are supposed to give, and assuming further that
this notice is received and their reserve accounts are charged prior
to the suspension of the member bank involved, we answer your questions
as follows: '

Io 10 Yes

2. We do not believe that the Federal Reserve Bank
would have the right to refuse to pay the draft when
presented, and therefore it would not have the right
to reverse the entry.

3. The answer to this question is covered by the
answer to I. 2.

II. 1. We do not think that the position of the paying
Reserve Bank would be affected by the suspension of
the issuing bank, provided the details of the plan
had been carried into effect, for the reason that,
in our opinion, if the details had been perfected
the issuing bank had made an assignment of the funds
.against which the draft was drawa.

2. The answer to this question is covered in the
answer to II. 1.

III. 1. If the mechanics of the plan had been carried
fully into effect prior to the suspension of the is-
suing bank, we do not believe that the position of

either Federal Reserve Bank would be affected.
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III. 2. Tre answer to this question is covered by
the answer to III. 1.

We believe that under existing law a bank may assign
funds, provided it clearly evidences an intention to do so and
that such funds having been assigned before a bank closed would
not be affected by the closing of the bank. This, we think, is
the case where the mechanics of the arrangement are fully car-
ried out prior to suspemnsion. However, the vice in the present
practice, it seems to us, is in the fact that issuing banks might
under given circumstances issue such drafts without notifying the
Federal Reserve Bankt of the district in which it is located, and
thus no assignment would take place prior to suspension; and in
that event serious questions would arisc as to the rights of both
the paying Foderal Reserve Bank and the Federal Reserve Bank of
the district in which the issuing bank was locatod.

There are quite a number of questions that immediately
occur to one in considering this matter and it would not be prac-
ticable in a letter of this kind to attempt to discuss all of
them. We do believe that the matter as now handled in the Federal
Reserve System is susceptible to much improvement, and we should
be glad to join with you in an attempt to work out a plan by which
these drafts could be handled with minimum risks to Federal Reserve
Banks,

Yours very truly,

(Signed) R. B. Coleman

R. B. Coleman
Deputy Governor
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FEDERAL RESERVE BANK OF RICHMOND o d

February 14, 1933

Mr. Albert C. Agnew, Counsel,
Federal Reserve Bank of San Francisco,
San Fraacisco, Cal.

My dear Mr. Agnew:

I received your letter of February 2nd enclosing a copy of your
letter of the same date to Mr. Wyatt. Of course, I appreciate highly the
comments which you made on my opinion addressed to Mr. Walden. As I under-
stand it, neither of us feel at all confident as to what would be the
rights of the various parties in a case in which a bank upon which a Fed-
eral Reserve exchange draft was drawn had received notice of the issuance
of the draft and had segregated a fund sufficient to pay it or had received
notice but had not actually segregated a fund, and certainly it would be
highly desirable to remove the doubt on this point if it is practicable.

The Managing Director of our Charlotte Branch was in town a few
days ago and in a discussion with me brought up another aspect of Federal
Reserve exchange drafts to which I had never given much consideration. In
my letter to Mr. Walden I was thinking only of the position of the Federal
reserve bank upon which the draft was drawn; probably I was unconsciously
following a maxim which used to be much used by a lawyer in this city; that
is to say, "I don't care what happens as long as it don't happen to me."

Mr. Clements, Managing Director of our Charlotte Branch, however, asked me
what I thought would be the position of the bona fide holder of such a draft
if it appeared that the member bank which drew it had not notified the Fed-
eral reserve bank of the drawing of the draft or had notified the Federal
reserve bank but had no available balance which could be charged when the
advice was received. Of course, viewing this solely as a question of law,
the answer seems fairly simple. The draft could not be treated as an
assignment of funds in the hands of the Federal reserve baank because there
were no funds to transfer. It could not be regarded as giving the holder a
right of action against the Federal reserve bank because obviously the Federal
reserve baak has no relation to the draft except that of drawee, and has
never accepted or certified the draft. Mr. Clements called my attention,
however, to the fact that the forms used bear in very comspicuous letters
the words "Federal Reserve Exchange," and the positive statement that any
Federal reserve bark or branch will receive this draft for immediate avail-
ability at par. The circular of the Federal Reserve Bank of Richmond, which
is, I assume, substantially similar to that in use by other Federal reserve
banks, expressly provides that the drafts will be received by other Federal
roserve banks and their branches "subject, of course, to final payment by
the Federal rescrve bank upon which it is drawn." An experienced banker or a
careful lawycr would immediatcly recognize that a draft may be reccivable for
immediate availability by any Federal reserve bank, but that the funds which
are thus made available will be paid oaly conditionally and the »nayee of
the draft or other person receiving the payment will be nevertheless bound
as endorser of the draft to repay the funds if the draft is dishonored. Mr.
Clements, however, pointed out with much force that a business man, and
Digitized for FRASER

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



X-7454-p

Rk Te
Mr. Albert C. Agnew, o
Federal Reserve Bank of San Francisco,
San Francisco, Cal. -2 = February 14, 1933

probably many banlkers, examining the draft and kmowing that the privilege of
drawing these drafts was granted to member baun'zs only at the discretion of
the Federal reserve bank of their district, would probably conclude that the
Tederal reserve bank upon which the draft was drawm had assumed some responsi-
bility in the matter. The drawee Federal reserve bank could probably success-
fully demonstrate that its responsibility was conditioned eantirely wupon the
receipt by it of due notice of the drawing of the draft and upon the existence
of a balance to the credit of the drawer of the draft when the notice was re-
ceived. The holder of the draft, however, who had taken it for value upon the
assurance that the amount of it would be made immediately available to him at
any Federal reserve banlt or branch would probably feel that this condition as
to the paymwent of the draft was rather unjust.

Mr. Clements put the matter to me somewhat in this way: Suppose that
you were a broker in California and a man from South Carolina sent you a Fed-
eral Reserve exchange draft coataining the positive statement that the amount
of it would be made immediately available to you at par by the Federal Reserve
Banlz of San Irancisco, and relying on this assurance you accented the draft
and placed it in your local bank, and when the proceeds became available to
that banlz, released securities or goods to the person who had given you the
draft; and a week later you received a notice that the bank which drew the
draft was iusolvent and that the draft had been dishonored and was returned to
you, and you were obliged to takec it up as endorser, and when you consulted
your attoraney you discovered that the draft which you had taken on a form
prepared by a Federal reserve bank purported to be issued with the consent and
authority of a Federal reserve bank was no better than the check of an unlmown
individual, excent for the fact that your bank could obtain immediate credit
for it from a Federal reserve banz, when as a matter of fact you usually ob-
tained immediate credit for checks of individuals which you deposited in your
bank and did not kaow that banks could not obtain immediate credit on such
checks from Federal reserve banlzs. In other words, the fact that many, if not
most, banks give immediate credit to their customers for checks deposited with
them, means that Federal Reserve exchange drafts differ from ordinary checks
in the hands of individuals only i points to which the individual is usually
indifferent; but the entire form of the draft is such as to suggest to the
individual that it has a value which males it rmuch more safe and desirable .
than the check of an individual.

I was obliged to coafess that if I were the business man which Mr.
Clements mentioned, I should feel that the Federal Reserve System had at least
given me good reason to expect that I would receive money for my draft, and had
allowed its nane in a way likely to mislead the ordinary business man.

While, as I say, in my former memorandum I did not give much considera-—
tion to the consequences which might follow from the use of these drafts by in-
dividuals, my view that the courts would probably treat them as assignments of
any funds in the hands of the Federal reserve bank upon which they were drarmves

largely based upon the conviction that the court would feel that the holderd a
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Mr. Albert C. Agnew, ¥-7484-p
Tederal Reserve Bank of San Francisco,
San Francisco, Cal. -3 - February 14, 1933

draft had at least some sort of claim, legal or equitable, against the Federal
reserve bank, and would endeavor to give to the draft as much effect as could be
given to it without violation of the plain language of the circular under which
it was issued. It is, of course, entirely within the bounds of possibility that
some court would go much further than either you or I expect and hold that in-
asmuch as the privilege of issuing these drafts was granted only to a selected
few banks, the Federal reserve bank which authorized the issuance would be held
estopped to deny that it had funds in its hands to meet the draft. Such a
decision would, of course, be contrary to the plain language of the circular and
would be against the line of decisions which hold that a bank cannot agree to
pay drafts drawn on it by a customer regardless of whether or not that customer
has funds on deposit; but, as we know, courts have sametimes carried the doctrine
of estoppel to extremes when it appeared that it was necessary to do so to pre-
vent a result that amounted to an imposture.

Another point along the same line has occurred to me, which is prob-
ably of considerable interest to you. The Federal reserve bank which gives im-
mediate credit for one of these drafts may have the draft returned by the drawee
Federal reserve bank after a lapse of several days, and may discover that the
bank which deposited the draft has failed as well as the drawer. In such a case
the Federal reserve bank which made the proceeds of the draft immediately avail-
able will be in the position of the business man which I mentioned above. Of
course, the risk vhich the Federal reserve bank talzes is identical with that
which they talte upon ordinary checks, the proceeds of which under the time
schedules became available in the reserve account before actual returns are re-
ceived; but the time element is likely to be much longer in the case of Federal
Reserve exchange drafts than in the case of checks. I realize, however, that
the situation of the Federal Reserve Banlz of San Fraancisco and the fact that mch
of its business is done in the "great open spaces! render all elements of transit
time much more important to you than to us and to the Eastern Federal reserve
banits .

I have been considering your suggestion that the use of these drafts
should be discontinued, and while I have not had an opportunity to discuss all
phases of the situation with the executive officers of the banlz, I myself have
come to the conclusion that the whole subject is so full of doubtful questioms,
both of law and policy, that it would certainly be advisable either to discon-
tinue the use of the drafts, or at least to review the situation carefully and
endeavor to eliminate some of the weak spots in the system as it operates at
present

I believe that the use of these drafts was original instituted before
the system of wire transfers had been introduced, or certainly before that system
had been elaeborated to its present extent, and I am strongly inclined to the opin~
ion that the circular was drawn in a time when there was a tendency to assume al-
most as an axiom that a draft drawn by a bank which was a member of the Federal
Reserve System, and certainly one drawn by a member of the System which had re-
ceived permission from its Federal reserve bank to use the drafts, could be ac-
ceptedwith little orno doubt thet it would be paid; and, therdore, the ocbject of the §stem was

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



IR
Frae 0¥

X-"7454~p
Mr. Albert C. Agnew,
Federal Reserve Bank of San Francisco,
San Francisco, Cal. ~4- February 14, 1933

merely to give availability to a draft which was regarded as certainly ultimately
collectible. Unfortunately, present conditions no longer justify the major prem-
ise upon which the system of Federal Reserve exchange drafts was, I believe, based

The operating officers of the bank tell me that these drafts are not used
to any large extent by our member banks. In transfers from one bank to another it
is more convenient to use the wire transfer. I understand that the drafts are
largely used when some individual wishes to purchase from a country bank exchange
payable at some point at which the bank has no correspondent. Therefore, as Mr.
Clements pointed out, it seecms that the chief use of the drafts at present is in
the very class of transactions in which their use is likely to mislead the public,
and it is far from improbable that they may do more harm than good when used under
present conditions.

You understand, of course, that I have not discussed this matter with the
senior officers of the bank and consequently what I have said is merely an e xpres-
sion of my individual views; but I am very positive that from the stanipoint of a
lawyer, if the use of these drafts is continued the circulars under which they are
issued and the forms of the drafts should be carefully reviewed in the light of the
experience which we have had in the past few years. One of the operating officers
of the bank suggested to me that if no other revision wes made, the form of the
draft should at least be revised to the extent of changing the phraseology which
indicates that any Federal reserve bank will receive this draft for immediate
availability at par and the following words added: "Subject nevertheless to pay-
ment by the Federal reserve bank upon which it is drawn."

In your letter to Mr. Wyatt you suggest the advisability of taking up
with the Federal Reserve Board the question of authorizing Federal reserve banks to
discontinue the use of exchange and transfer drafts. Since each Federal reserve
bank at present has power to withdraw the privilege of issuing Federal Reserve cx—
change drafts from any mewber bank, it would scem that each Federal reserve bank
could at present discontinue the use of drafts drawn on it merely by revoking the
privilege of drawing from any and all of its members. One Federal reserve bank
could not discontinue the practice of giving immediate availability to drafts drawn
on anotier Federal reserve bank without seriously disturbing the conditions in the
district in which the drawee Federal reserve bank was located, and it seems to me
the Federal reserve banks are in more danger of loss from drafts drawn on other Fed-
eral reserve banks than they are from the use of drafts drawn on themselves. It
therefore occurs to me that a consideration of this matter by the Governors, and
perhaps by the Cormittee on Collections would be appropriate, and after such con-
sideration it might be possible to recommend to the Board that the entire system
be discontinued by all Federal reserve banks, or else that such modifications in
it might be made as to clininate some of the difficulties which are now apparent.

I an sending a copy of this letter to ir. Wyatt, as I know he will be
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interested in the subject; and I think that you have earned the thanks of the
System by bringing up for discussion a point which very obviously needs careful
review and reconsideration.

Very truly yours,

M. G. Wallace,
Counsel.

MGW R

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





