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SOME COMPETITIVE ASPECTS OF THE DUAL BANKING SYSTEM
EVIDENCED BY STATUTORY CHANGES AND
ADMINI STRATIVE PRaCTICES

During the decades Jjust previous to the passage of the National Bank
Act in 1863, all of the commercial banking business of the country was
transacted by banks incorporated under the laws of the various States.
The Federal Government neither chartered nor supervised banks, The
National Bank Act provided for a system of commercial banks Federally
chartcred and supervised and the sponsors of the act aoped to displacs
conpletely the State chartored commercial banking system,as the follow-
ine gstatemcnt of Senator Sherman shows:

"The national banks were intended to superscde the state

bankse Both cannot exist together; yet while the national sys-

tem is extending, the issues of state banks have not materially

decreased, Indeed, many local banks hgve been converted into

national banks, and yet carefully keep out their state circu-~

lationess." 1/
In 1865 Congress passed a prohibitive tax on State bank note issues,
and it was thought that a commercial bank could not exist without the
issue privileges If the problem had been attacked directly and the
right denied States to incorporate commercial banks, the results might
have been differcnts The usages of cormerce wore changing, however;
paynents were coming to be made rore and more by checks drawn on deposit
accounts and less and less by the transfer of currency from hand to hand,
By the beginning of this century State banks of deposit without the privi-

lcge of issuing circulating notes were flourishing and during the subse-

quent 20 years their numbers increased rapidly, Table 1 in the appendix

1/ Congrcssional Globg, 38th Congress, 2nd Session, pe 1139

NOTE: 4 nenoranduns dealing in nore detail with laxity in the adninistration of
bank examination and supervision is now in the coursc of revision for
subrission to thie Board.
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shows that before the boginning of the century the number of State banks
excecled nationclse In the early 1920's wiien the nunber of banks reached
its peak at approximately 3%0,000, there were move than two and a half
times as many State banks as national.

This development--national banks on one side and State banks on
the other--created what has been known as the dval banlzing problen,

It might better be called the problem of rmltiple banking jurisdic-
tionse. During the first two decadcs of the century, there were fow
bank failurese It was an era of rising prices and banlkting nistakes
were covered up by steadily appreciating values, varticularly in agri-
cultural arease With the liguidation of the early twenties, the situatim
took on an entirely different aspecte Agriculture was for many years
to go through strenuous readjustment from the heights of war time
prosperity, and farm land values were deflated to adjust to a rmch
lower level of cormodity pricese 4 groat wave of bank failures,
largely in agricultural areas, cnsued and was unabated even during the
years of high general prosperity in the late twenties, as Table 4 in
the appendix shows,

It becane apparent that sonething was radically amiss with the
country's system of banks of deposite, Diagnosis becarne corron, and
often referred to the coupetition in laxity associated with the rmltiple
banking jurisdictions. Iugene Meyer, Jre, while Managing Director of

the War Finance Corporation in 1923, salds
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", eeeThe competition that exists at the prezent time be-
tween State and national banlts can not fail to romind one of
tho competition that prevailed a generation ago among the var-
ioug States secking to become domiciles for corporations-—a
competition that wes based upon the laxity of the laws govern~
ing incorporation. Nothing could be more disastrous than com-
petition between the State and national banking groups, based
upon competition in laxitye" 1/

De Re Crissinger, while Comptroller of the Currency, swmarized the
competition betweon State and national systems as follows:

"eeseNational banks arc compelled to compete with State in-
gsitutions, and if the laws of the States are more lihoral taan
are the national banlking laws they will constitute an induce-
nent to banks to operate under the laws of the States rather
than of the Nationes The very fact that the Federal reserve
systen establishes a rmeasure of financial assurance.sset0 the
advantage of all kinds of banks, whether State or national,
makes it easier for State banks to carry on under thc more
liboral charters which many States issuce So long as all
banks enjoy the general advantages accruing from the work-
ings of the Federal roserve system, there is obvious temp-
tation to the particular institution to supplement thess
benefits by talking advantage of the wider liberality of
State charterse" 2/

Owen De Young, Chairmen, General Eleciric Company, in referring to

banks chartered by the National Government and by each of the 48 States,
saids

"eeeeThey are in competition, each endeavoring to offer
the nost attractive charters and the most liberal laws, to
say nothing of the liberality of administrative officials
in interpreting the lawse he national banlzing act has to
coupete not only with the most conservative States but the
nost liberal onese Conseguently, therc has becn a constant
tendency to liberalize banking laws and to wealken their ad-
rinistrations In such cases the argunent is always made
that it is desirable to liberalize the law so as t0 enable
tlie banks to be of greater scrvice to borrowerse" }/

1/ U S. Congress, 67th, 4th Session, Hearings on S 4280 (H. Re 13033},

1923, pe 50,
2/ Anrwal Report of the Commiroller of the Currency, 1922, p. 2.
3/ Ue Se Congress, 7lst, 3rd Scssion, S. Bes. 71, Part 2, Febe 4, 1931,

PP 3535k
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Expressions of opinion similar in character were made by various
other students of American banking, some of which are quoted in the
appendix to this memorandum,

Relaxations of Federal Banking Statutes

The Federal banking statutes have been relaxed in a number of
respects in the period since 1900. 4s in the case of most other legis-
lation, it is not easy to fix a single cause as the motivation for this
legislation, It is safe to say, howevér, that competition in laxity
has been an important factor in these relaxations, if not the most
important factor,

It seems clear that competition in laxity is an wmatural factor
which should have no influence on banking legislation, Banking legis-
lation involves exceedingly difficult questions in any event, and
should be considercd on its meritse The intrusion, over any period
of time, of such an additional and unnatural factor as competition in
laxity is clearly harmful to the banking systen.

Some statutory changes brought about by competition in laxity have
proved to be beneficial, but this result has been fortuitous. The gen-
eral effect of competition in laxity upon banking legislation has becn
detrinental, and may lead to additional unsound legislation or prevent
the enactrient of sound legislation.

There are swmarized below, chronologically, the nicre iimportant
hanges in the Federal banking statutes since 1900 rost of which
appear to be at least in part attributable to competition in laxity,
These, of course, are in addition to a number of suggested restrictions

whose failure of enactment was sinilar in its effect to actual relaxations,
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The first important measure relaxing the Federal banking statutes
to enable national banks to compete with State banks was the reduction
of minimum capital requirements from $50,000 to $25,000 for the estab-
lishment of national banks in towns under 3,000 as effected by the Act
of March 14, 1900,

In 1906 there began a long series of relaxations of the limitations
on loans to a single borrower, -At that time the original requirement
that a national bank could not lend one borrower more than 10 percent
of its capital was changed so that a bank could lend up to 10 percent

of its unimpaired capital and surplus if this did not exceed 30 per-

cent of the total capital,

A number of relaxations of the Federal banking statutes were in-
cluded in the Federal Reserve Act as passcd in 1913, One of these was
section 24 of the Federal Reserve Act which for t;he first time author-
ized national banks to make loans on real estates This provision, which
merely permitted national banks not in reserve or central reserve cities
to lend on improved farm land, was the beginning of a series of relaxa-
tions of the provisions regarding real estate loans by national banks,

Section 11(k) of the Federal Reserve Act authorized the Board to
grant permits to national banks to exercise certain trust powers, 1_:hus
effecting a fundamental change in the activities of national banks,

It should also be noted that while the Federal Reserve Act improved
the provisions regarding the maintenance of reserves by national banlks

agalnst deposits, at the same time it considerably lowered the reserve

requirements,
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The Act of September 7, 1916 permitted national banks located in
towns under 5,000 to act as insurance agents and real estate brokers,
broadenod the acceptance powers of member banks, and relaxed in some
respects section 24 of the Federal Reserve Act regarding real estate
loans by national bankse

The Act of June 21, 1917 contained a number of changes which re-
laxed the restrictions on State member banks and were generally under-
stood to be intended to make Federal Reserve membership more attractive
to State bankse These changes provided that State member banks should
retain their full corporate powers subject to tlhe provision of the Fedw
eral Reserve Act and the regulations thereunder; permitted withdrawal
of State member banks from the System after 6 months!' written notice;
and relieved State member banlks from complying with the limitations
applicable to national banks regarding loans to a single borrower,
although Rescrve banks were forbidden to discount paper of a bor-
rower who was borrowing in excess of the amount that could be lent by
a national bank. In connection with the transfer of reserves to
Federal Reserve banks reserve requirements were further lowered.

The Act of September 26, 1918 broadened the fiduciary powers
that may be exercised by national banks under section 11 (k), and
relaxed the reserve reguirenents in some respects by authorizing
the Board to pernmit banks in outlying districts of central reserve

and rescrve cities to carry lower reserves,.
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The Act of March 4, 1923 changed the requirement that State banks
have the caplital necessary for organizing a national bank in order to
be admitted to membership in the Reserve System and permitted them to
be admitted to membership with only 60 percent of this amount, although
they were suppqsed to build up their caplital to this amount after entexr-
ing the Systems

The entire discussion and history of the so~called "McFadden Act"
of February 25, 1927 indicate that 1ts chief purpose was to enablc
national banks to compcte more effectively with State bankse The Act
is chiefly known for the recognition it gave to the establishment of
branches by national bankse However, it also effected a number of re-
laxations in the provision regarding loans by national banks to a single
borrower and further relaxzed the provisions regarding real estate loans
by national banks, In addition, it recognized the purchase of securi-
ties by national banks and fixed the rather high figure of 25 percent of
the banlk!s capital and surplus as the amount of securities of one obligor
that might be purchased,

The Banking Act of 193% authorized national banks to establish
branches at any point within the State in which the bank is located
"if such establishment and operation are at the time authorized to
State banks by the statute law of the State in questions" The tying
of the Federal branch bank provisions to the varying laws of 48 dif-
ferent States clearly indicates that, instead of being settled on its
merits, the problem of branch banking was being dealt with on the basis
of competition between thc State and national systems, a makeshift treat-

nent that is obviously unsatisfactory.
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The provision: of the Banking Act of 1933 that originally required
Federal Reserve membership for all insured banks by July 1, 1936 was re-
laxed from time to time until the Banking Act of 1935 merely provides
that insured banks with deposits of $1,000,000 or more have to be members
of the Federal Reserve System after July 1, 1942, At the same time the
Banking Act of 1935 authorized the Board to walve certain requirements
for admission to membership of banks that must be members in order to
be insured.

While the Banking Act of 1935 clarified and made more workable the
provisions of the Thomas amendment of 1933 authorizing the increasing of
member benk reserve requirements, it introduced a provision that prevents
the Board from more than doubling the requirements. There have recently
been public statements to the effect that any legislation authorizing a
further increase in reserve requirements would probably be rendered in-

effective by the possibility of withdrawals from Federal Reserve membership.
Many of the matters outlined in the previous paragraphs will be dew

veloped further in the latter part of this memorandum. The discussion in
this memorandum of liberalizations indicative of statutory competition in

laxity is confined for the most part to changes in Federal laws, It has

been deemed irmpracticable to analyze the history of changes in the banking
statutes of all of the Statess Morecver, the reasons for changes in State
statutes are not ascertainable in many instances because State legislatures

do not malntain satisfactory committee reports or other explanatory material,
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It is a matter of general knowledge and experience that the banking laws
of many States have never contained stringent restrictions and therefore
liberalization of such laws has been unnecessary, In other words, statu-
tory competition in laxity as far as many States are concerned is evi-

denced primarily by the absence from the beginning of desirable restric-
tions and limitations rather than by periodic liberalizations. Conse

quently, relaxations by Federal authorities may be said to have resulted

as a matter of self-defense,

Overbanked Condition

During the first two decades of this century, particularly, there
was a great increase in the mumber of banks, which were often under-
capitalized and poorly managed, This expansion, which reflected in part
the competition between the national and State systems, led up to an un-
precedented number of failures and forced reorganizations in the years
following 1920 which reached a climax in the banking holiday of 1933.

The period of rapid expmansion in the number of banks in operation,
culminating about 1920 when there were somewhat more than 30,000 banks,
brought into existence a large mumber of small banks with low capitali-
zation, Table 3 shows that in 1920, 59 percent of the banks had a capi-~
tal of less than $50,000, Zven before the depression of the 193Cts de-
veloped, the results of the overexpansion which had occurred were clearly
evident, From 1921 through 1929, 5,411 bank suspensions occurred, and as
Table 5 shows, 72 percent of them were banks with less than $50,000 capi-
tales During the period of numerous bank suspensions, 1921-1929, bank

charters continued to be issued in large numbers,
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The overbanked condition which developed from 1900 to 1920 was most
pronounced in agricultural areas. Table 6 shows the number of persons
per bank in 1921 in several agriculturgl States as well as in States with
the largest mumber of persons per bank, In some agricultural States there
was a bank for every 1,000 persons or less in contrast with the condition
in some of the Northeastern States where there were as many as 15,000
18,000 persons per bank,

This overbanked condition was one of the most unfortunate consequences
of competition in laxitye The national and State systems of banking, each
in an effort to control a large number of banks and a large volume of banke
ing resources, relaxed legal and administrative standards, Statutory pro-
visions for refusing charters were often inadequate. Supervisory authori-
ties were frequently subject to political pressure to grant charters in
order to gratify the ambition of promoters and the public to have another
bank in the community, The following quotation taken from the foreword
of a reaent publication of the American Bankers Association aptly char-
acterizes the course of events:

"eeee (the report) gives an impressive revelation of how
great a part mistaken public policies in the chartering of
banks in the United States played in creating the unsound bank-
ing structure which finally collapsed with the Bank Holiday in
March 1933 The overproduction of banks, literally by thousands,
which continued over many years in the face of insistent warn~
ings not only from baxkers and others who recognized the danger,
but even more so from the mounting records of bank failures them-
selves, 1is here clearly shown to have constituted as a whole one

of the greatest single economic errors in the history of the
Natione" 1/

1/ Re Ve Fleming, President of the Riggs National Bank of Washington, De Co,
and President of the American Bankers Association 1935-36, in a foreword
to the report of the Economic Policy Commission of the Amerlcan Bankers

Association, The Bank Chartering History and Policies of the United
States, 1935, Pe 1l
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Phases of Laxity

The phases of regulation and supervision of banks in which com-
petition in laxity has been manifested may be grouped in three general
classes; namely, those relating to

(1) The establishment of banks and the extension of
their operations;

(2) Types of banking powers, limitations, and restric-
tions; and

(3) Certain matters with respect to examination and
supervision.

Chartering of Banks

The quotations included in the appendix indicate that in the opin-

ion of these prominent men the overchartering of banks represents the
rnost apparent demonstration of competition in laxitye Overchartering has
been associated among other things with small capital requirements, the
exercise of discretionary powers by supervisory authorities, lack of
econonic necessity for banking facilities, and with weak management in
the case of numerous banks,

Capitale - Before the end of the nineteenth century the relative
growth of State banking systems compared with the national wag a nat-
ter of serious concern to many persons including the Compiroller of
the Currencys In his annual report to Congress for the year 1895 the
Comptroller of the Currency pointed out that a minirmum capital of $50,-
000 was regquired for the organization of a national bank but that only
6 States required more than $25,000 capital for the organization of a
bank; 4 States no more than $5,000; and 3 no more than $10,000; while

in some States there were no minimum requirements. In 1896 the Comp-
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troller pointed out that the more stringent rules of the national bank-
ing systen had been the means of giving it strength beyond any State
system but that there was corplaint against it "because the nminimumn
capital stock required is so large that suall towns and villages can
not have the banking advantages which they might if less capital were
requireds" In 1898 a member of Congress, speaking on a proposal to re-
duce the capital required for the organization of a national bank, said:
"What seems to me to be the valuable feature of this

bill is in affording opportunities for the organization of

small banks and the issue of currency by them in the South

and Weste A large part of our country is suffering seri-

ously from a want of adequate banking facilitiese" 1/

The other side of the case was also indicated in Congress as
follows:

"The purpose and object of this bill is to improve

and liberalize the national bank system so that the State

and private banks will come under ite We have banks enough.

The thing to do is to induce then, rather than to compel

then, to come ine" 2/

Finally in 1900 the National Bank Act was amended to permit the
organization of national banks with a ninimun capital of $25,000 in
places having a population of 3,000 or lesse In his report for the
previous year, 1899, the Comptroller of the Currency had stated that
the purpose of the proposed anendment to the National Bank Act re-
ducing minirmun capital for the organization of national banks to

$25,000 was to afford "our smaller corrmnities the business advan-

tages incident to incrcased banking facilities." 3/ There is little

1/ The Bank Chartering History and Policies of the Unifcd States, Zeononic
Policy Corrission, American Bankers Association, 1935, pp. 15-16,
Ibidey Pe 17s.

Annual Report of the Comptroller of the Qurrency, 1899, p. xx.

S
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doubt that the failure of the national banking system at least to keep
pace with the growth of State systems throughout the country consti-
tuted one of* the reasons for the reduction of the minimum capital re-
gquirements., This relaxation of Federal standards was followed by fur-
ther relaxations in some of the States., By 1909, when the situation
was canvassed by the Mational Monetary Commission, banks could be
organized in 20 of the States with capital of $10,000 or lesse

The Federal Reserve Act of 1913 provided that the same minimum
capital be required of State banks entering the Federal Rescrve System
as that required for national banks, This act was amended in 1923 to
facilitate the admission of State banks to membership in the System
by reducing the capital requirement to 60 percent of that required for
the organization of national banks, under certain conditions requir-
ing the building up of capital out of net earnings, The Banking Act
of 1933 restored the requirement that State banks entering the Federal
Reserve System have paid-in capital as great as that required for a
national bank, but it made an exception to permit the admission of a
State banlkk which is located in a place the population of which does
not exceed 3,000 and which has a capital of not less than $25,000 if
it was organized before the enactment of tho Banking Act of 1933 or
insured by tiie Federal Deposit Insurance Corporation,

Although the Banking Act of 1933 raised the minirmm capital re~
gquirement for the organization of a national bank to $50,000, the amount
required prior to 1900, many of the States continued to have lower mini-
mun capital requirements, as indicated by the survey reported in Rand

McNally  Bankers Monthly, July 1936, which showed the following:
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Minimum capital rcquired Number of States
Not fixed by law 4
-$ 10,000 4
15,000 3
20,000 i
25,000 22
30,000 1
35,000 1
39
50,000 8
100,000 1
¥

On December 31, 1935, 60 percent of the nearly 10,000 cormercial
banks with State charters had capital stock less than the applicable
minimum statutory requirements for establishment of national banks,
Nearly 4,000 of these State banks had capital of $25,000 or less.
During the years 1921-19%6, 8,100 banks capitalized at $25,000 or
less failed.

Economic Necegsitye ~ The cconomic need of the corrmnity is one

factor which apparently was not given nuch consideration in the char-
tering of a great number of banks during recent decades, It has becn
stated that many banks have been granted charters which should never
have becen allowed to open~-unneeded banks, banks organized by unfit
persons, "spite" banks, "political" dbanks, and banks that were just
honest mistakes. Chartering of this character was most common in thi
fast growing West, where the surge of economic expansion scemed to
warrant increasing the number of banking units. 1/

Chartering Procedures. - Reflecting to some extent reforms
prompted by the difficult banking experiences of earlier years full

power to authorize or deny the issuance of charters to new State baniks

o

1/ The Bank Chartering History and Policies of the United States, Economic
Policy Cormission, American Bankers Association, 1935, ppe 11-12,
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was held by the commissioner of banidng in 21 Statés in 193”. In other
States this power was exercised in conjunction with or subject to appeal
to State banking boards or commissions, 1/

The minimum number of persons required as incorporators is not fixed
by law in 2 States and ranges as high as 25 in Illinois, in certain cases,

"§hen you see that in South Carolina only two people

are needed to incorporate a bank, and that in 12 other

dtates, only three are necessary, you begin to wonder if

bank chartering is really taken seriously." g/

No specific qualifications are required of incorporators of banks in
12 Statess In 21 States the qualifications of some or all of the incor-
porators are nominal and relate to age, residence, citizenship, or the
requirement that stock subscribed must be paid for in cashe Florida re-
quires that incorporators be subscribers for stock; Kentucky requires
that they must be worth twice the amount of stock owned; while Scuth
Dakota requires that the incorporators must own stocke Only 11 States
require that incorporators possess qualificestions, in some form but vary-
ing in degree, as to character, integrity, financial responsibility, busi-
ness or banking experience, or be satisfactory to the banking commissioner,

"The qualifications for incorporators are such that it
is not difficult to understand why some banks in the past
have been operated by persons who could not make them suc-

ceed because of inexperience." 3/

In many States investigations, varying considerably in scope, are

made by the State banking department befors charters are granted, These

1/ State Bank Supervigion - Third Five-Year Survey, State Bank Division,
Anerican Bankers Association, 1934, pp, 31-32.

2/ "Laws Regulating Bank Charters," Rand McNally Bankers Monthly, July 1936,
Pe )4'10.

3/ Ibid.
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investigations range from merely checking the facts stated in the appli-
cation, or verifying compliance with legal requirements, to sending an
examiner to investigate matters in connection with the application and
making surveys to determine the need for the bank and the character and
responsibility of the persons to operate the bank. The supervisor of
banking in 22 States is required to make a survey of the territory in
which the new bank is to operate, to establish the reasons for its need
and the possibility of its successs In the majority of the States, how-
ever, only routine details are required in the application for a bank

charter,

"yeeeIf this is carried out conscientiously, it ought to
be quite a protection, but we must remember that the opinion
as to the need and the possibility for success must be decided
by one man." 1/

No doubt, the experience with political influence in other States has
been similar to that of Indiana as thus described:

"esssIntimate mowledge of individual failures, however,
leads to the inescapable conclusion that many of the practices
leading to bank failures, were directly caused by !cut-throat!
competition which sprang up in various communities as a result
of too many banks or of the chartering, often for direct or in-
direct political reasons, of 'spite! bankse" 2/

According to the Committee on Resolutions of the Missourl Bankers.!
Association

"seeePolitical influence can be counted upon to bring pres-
sure to secure charters, regardless of the economic need for ad-
ditional banks." 3/

e

L1/ Ibide, p. U1t,

2/ Report of Study Commission for Indisna Financial Institutions, 1932,
ppg g?"ggg

3/ Proceedings of thé U5th Anmual Convention of the Missouri Bankers Associa-
tion, May 1935, Pe 90.
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A former president of the California Bankers Association has pro-

nounced a strong charge against the supervisory authorities in this con-

nection:

"Our critics say that banks are operating with insuf-
ficiént capital and with untrained men as officers and direc-
torse May I ask in all fairness at whose door the blame
should be 1aid? Who made the laws and chartered the banks
and approved the management? How often have banks been
licensed by state and national banking departments, when
a committee of experienced and impartial bankers would have
definitely refused the charters? The matter of adequate capi-
tal and qualified personnel has been too often of minor con-
sideration by those in authority." 1/

Prior to the establishment of Federal deposit insurance the Corptroller

of the Currency had the power which he still has to withhold his certificate

authorizing the commencenent of business by a national bank whenever he has

reagson to suppose that the shareholders have formed the bank for any other

than the legitimate objects contomplated by the provisions of the National

2
Banlk Act. & Five persons are required to sign an organization certificate

as incorporators. At the time when a newly chartered national bank is

adnitted to insurance by the RPederal Deposit Insurance Corporation,

the Corptroller of the Currency rmst certify to the Corporation that

consideration has been given to the following matters:

" eseThe financial history and condition ot the vank,
the adequacy of its capital structure, its future earnings
prospects, the general character of its managenent, the con-
venience and needs of the comrmnity to be served by the banks,
and whether or not its corporate powers are consistent with the
purposes of this section,"3/

1/ william A, Kennedy, President of the First National Bank of Pomona,

California, The California Banker, June 1934, p, 203,

2/ Section 5169, Ues S. Re Se
3/ Sec. 12B(g) of the Federal Reserve Act.
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The Federal statutes provide similar requirements as to applications
for membership in the Federal Reserve Systen and for voting permits.

With respect to national banks Corpiroller of the Currency
Ot'Connor has remarked:

"The Comptroller of the Currency makes the sole
determination as to whether or not a national bank
gshall be chartered in a given cormunity., I lknow
of no greater power than is vested in his office in
the interests of depositors who are going to deposit
in the bank, and in the interests of the people who
invest in it as stockholders." 1/

It has been the practice for the Federal Reserve bank to investi-
gate and rake recormendation to the Cormptroller in connection with the
application of a national bank in its district for a charter., The law
does not require a procedure of this character and Corptrollers have
not always followed the recormendations made, Because of the statis=
tical and other information of a general economic nature concerning
the district developed through the operations of a Reserve bank, it
ig in a better position to determine the economic necessity for a
bank than the Comptroller!s office in Washington, or even the Cormp-
troller's representatives, the district chief national bank exaniner
and the field examiners,

Since the power to charter a national bank is vested in the
Corptroller and is exercised in his sole discretion, the care with

which it is exercised in the last analysis depends upon the charac-

teristics of the individual who may happen to be Comptroller and

1/ The California Banker, June 1934, page 2U7.

Federal Reserve Bank of St. Louis



- 19 -

who may or may not be guided in the granting of a charter by the
recormendations of hig gtaff and the Federal Reserve bank,

During the era of rising prices and goneral prosperity fron
1900 to 1920, not rmch action was talken with respect to the great
nuber of banks to which charters were issued, Subsequently, when
banking nistakes could no longer be covered up by increasing prices
and when liquidation had to be effected and losses had to be taken,
the results of laxity in chartering and regulation of banking began
to show uwpe. The speeches and writings of many prominent men, sone
of whon are quoted in the appendix to this memorandum, place ermpia-
sis upon the 111 effects of excess chartering of barks,.

Since the corpletion of the work of chartering new banks to
fill the need for banking facilities after the banking holiday of
1933, the granting of charters has in general been substantially
restricteds Chartering authorities realize that too many charters
were granted in the past, resulting in extensive banking diffi-
culties, and that steps should be taken to prevent a return to
an overbanked condition, Moreover, funds have not been seelkting
investment in bank capital since bank operations over the past
few years have been relatively unprofitable.

The fear is often expressed that when bank operations becore
nore profitable, when the lessons of recent years are forgotten,

and when capital again seeks investment in the bank field, increased
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demands for bank charters will bo made upon the chartering authori-
tiess Then another period of excess chartoring may ensue, particus
larly if State bank corrissioners are not subject to the restraint
of sore central authority in granting charters, Numérous State
bankers associationg have passed resclutions cormending the efforts
now being made by the supervisory authorities to restrict the grante
ing of charters and requesting that efforts be continued in this
matter, as indicated by the resolution of the Missourli Bankers

Association in 1933, as follows:

Heeseln order that we may not be visited by a
recurrence of our recent banking troubles, we
recormend rigid supervigion of existing banks
and utmost caution in granting new charters,"l/

Establishment of Branches

For gome time prior to the enactment of the lMcFadden Act in
1927, it was well known that national banks were at a considerable
conpetitive disadvantage with State banks in States under the laws
of which branch banking was pernitted. Additional powers given
national banks in recent years with respect to branch operation
were in the direction rather of equalizing the competitive situa-
tion than of fixing standards. In the Comptroller of the Currency's
anmial report for 1922 a definite warning was given that more
liberal provisions of State laws were a serious menace to the very
existence of the Federal Reserve System, and the Comptroller recom-

mended that Congress grant to national banks, within the discretion

1/ Proceedings of the 43rd Annual Convention of the Misgouri Bankers
Association, May 1933, page 105.
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of the Comptroller, the privileges enjoyed in each State by its
State banks,

Prior to 1927 newly organized national banks could not
establish branches but a State bank converting into a national
bank wés pernitted to bring such branches as it had into the
national systeris PFor a few years just prior to the passage of
the McFadden Act the Corptroller of the Currency permitted na=-
tional banks to open offices with lirdted powers in the city of
the hoad office in States in which State banks exerciscd similar
powers. After rmch congideration the McFadden Act included an
anendment allowing national banks to operate branches in the
city of the head office if State banks were pernitted such brancle
es by State law, The cormittee reports are not particularly help-
ful in determining the precise purpose of the enactuent of the
anendnent, except for general statements that the whole bill would
serve to put new life into the national banking gystem and that
the curmilative effect of its provisions would produce a situation
in the Federal Reserve Syster where the powers of national banks
would be more nearly on a par with those of 8tate nember banks.

The Banking Act of 1933 also anended Federal statutes with
respect to branch banlking, The principal effect of this anmendment
was to authorize the establishmont by national banks of out-of-town
branches under certain conditions in thosc Statecs the laws of which
specifically granted State banks such authority affirmatively and not
nerely by implication or reccognition, It was gencrally understood
at the tine that one of the purposes of this enactrmient was to
enable national banks to compete with State banls in those States

in which State-wide branch banking was permitted.
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For many years prior to 1933 arguments for and against branch bank-

ing were frequently mades In discussing the extension of branch banking
within trade areas the Comptroller of the Currency in his annual report

for the year 1929 stated in part:

"These suggestions for branch banking are made not
with the intention primarily to deal with the question of
the decline in the number of national banks through de-
fection from the national to the State systems, but rather
as a remedy for what appears to be a serious and fundamental
weakness in our systems of banking both national and State,
Such a grant of power to the national banks would, however,
glve them such an outstanding operating adventage that it
would seem reasonable to expect that the exodus of banks
from the national system would practically cease and that
many now under State supervision would return to the nation-
+al charter which they have forsakens" 1/

"The announced legislative policy of the so-called Mc-~
Fadden Bank Act of February 25, 1927, was parity between the
national and State systems, The purpose of the bill was to
make the charter powers of national banks approximately equal
1n operating advantage to those of the State banks, Nearly
three years of operation under that act has demonstrated that
it has failed of its purpose in this respect." 2/

".eeslegislation, based not upon the theory of equaliz-
ing the national with the State bank chartsr powers but giving
a real advantage to the national charter, would be fully jus-
tified under existing conditions which seriously jeopardize
the maintenance of the national banking systems The State
legislatures have for years given to the State banks operat-
ing advantages which the national banks did not posseas and
1t is in this situation that we find the motive for the aban-
donment of national charters, There is appended hereto a list
of 127 large national banks which have within the past 10 years
given up their national charters for the purpose of operating
under State charterses" 3/

1/ Annual Report of the Comptroller of the Currency, 1929, De 5o
.2./ Ibide, PPe &~9.
3/ Ibides Pe 5
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",eeeBoards of directors of banks and their stockholders,
in giving consideration to the question of whether the corpora-
tion should operate wmder the national or the State charter, are
not moved by questions of sentiment or patriotisme.e.s.e.The cor-
poration must in the nature of the case be moved almost solely
by consideration of the most profitable use of the capital in-
vested in the enterprise." 1/

In his report for 1930, again urging branch banking for national banks,

Comptroller stated:

“Upon the enactment of the McFadden bill the conversion
into national banks of several larger State branch banking in-
stitutions and the consolidation of several State banks with
national banks under the national charter gave rise to the
hope that the national banldng system would reclaim the most
important barks which had left it to operate under State char-
torse However, this hope was short lived, for there soon fol-
lowed through State legislative or State judicial action new
advantages for State banks, particularly with respect to the
operation of the trust business and desertions from the national
charter in favor of those offered by the States began to increase.! 2/

Amendments to Federal banking statutes in connection with branch

banking apparently have been enacted for the purpose of equalizing the

comp

cont

etitive situation between national and State banks. Inequalities

inue to exist, however. As the Federal statutes now stand a nation~

al bank may not establish an out-of-town branch

Meeseunless it has a paid-in and unimpaired capital stock
of not less than $500,000: Provided, That in States with a
population of less than one million, and which have no cities
located therein with a population exceeding one Imundred thou-
sand, the capital shall be not less than $250,000: Provided,
That in States with a population of less than one-~half million,
and which have no cities located therein with a population ex—
ceeding fifty thousand, the capital shall not be less than
$100,000,

"(d) The aggregate capital of every national banking
assoclation and its branches shall at no time be less than
the aggregate minimum capital required by law for the estab-
lishment of an equal number of national banking associations
sltuated in the various places where such association and its
branches are situatode"
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These provisions are applicable also to State bank members of the Federal

Regerve Systems

There are only two States in which the capital requirements for the
establishment of out-of-town branches are higher for State banks than
for national banks in all cases and only two other States in which such
requirements are in all cases equal, In a number of other States the
statutes as construed might conceivably require as much or more capital
for out-of-town branch operation by State banks as for national banks
but in most of such Stdtes there is considerable latitude permitted for
the operation of out-of-town branches by State banks with less capital
than that required for such operation by national bankse, In a consider-
able number of States the requirements for State banks are definitely
lower than those for national banks,

Laxity may be associated with granting permission for the operation
of new branches by administrative authority just as in the case of grant.
ing charters for new bankse In considering applications made by State

member banks to establish branches, the Board obtains, among other things,.

information as to the present banlting facilities in the place in which the
branch is to be located, the possibilities for the successful operation of
the branch, the kind of supervision to be given by the head office, and
wihether the appropriate State authorities favor its establishmentt‘ As

a condition precedent to the establishment of branches, it has been the

general policy of the Board to require applicant banks to make elimina-

‘tions of estimated losses as well as depreciation in corporate stocks

and in securities other than those rated in the four highest gradess
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Often other corrections when needed are insisted upon, such as increase
of capital and improvement in management, It is understood that the
Comptroller of the Currency in considering approval of the establish-
ment of branches of national banks requires corrections and improve-
ments as an administrative measure., Information is not available as

to the degree to which requirements of this character are made by the
authorities in the 36 States which permit branch banking in varying
degrees. In passing upon applications of State member banks for branches,
however, instances have been noted where the State supervisory authori-
ties have not, as an administrative matter required corrections or ad-
ditional capital, even where these were clearly desirable,

The laws of many States require a demonstration of econonic neces-
sity before supervisors may authorigze new branches, but there is con-
siderable roon for the exercise of judgment in this connection as well
as with respect to the capabilities of the management., Bankers have the
opportunity of playing the State supervisory agency off against the nation-
al in attempting to obtain approval for the operation of a new branch, The
Corptroller of the Currency has stated that his office nmade a careful ine
vestigation of an application by a national bank for the establishment of
a branch in a town in which a new State bank had been granted a charter
sonme nonths befores It seenecd that there was no necessity for a com-
petitive office in the locality and that there was not sufficient public
demand for two banking offices. Therefore, the Comptroller denied the
application of the national bank to establish a branch and was rmch sur-

prised to learn a few weeks later that the banking cormissioner of the
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State had granted "to the same interests a charter for a branch of a
State bank" to be located in the community, The new branch would, of
course, be in competition with the previously chartered State banik,

He indicated that such occurrences were the exception and not the rule,
howevers 1/

Licensing of Banks

There are abundant indications that many State authorities were
more liberal in licensing banks after the holiday of March 1933 than
were the Federal authorities, In fact, in several States all or prac-
tically all nonmember banks which desired to reopen were authorized to
do so, Many of these subsequently closed or had to be reorganized with
the aid of Reconstruction Finance Corporation capital.

As of April 12, 19%3, there were 12,819 liconsed banks in the coun-
try with deposits of $30,932,000,000, Members of the Fcderal Reserve
System comprised 42,3 percent of the total number and held 84,0 percent
of the total deposits, while nonmember banks comprised 57.7 percent of
the total number and held 16,0 percent of the total deposits, Of the
183 licensed banks with deposits of $146,672,000 which suspended between
the holiday and December 31, 19%3, only 8.2 pecrcent (15 banks) of the
mumber suspended were member banks with deposits of 14,2 percent
($20,849,000) of the total deposits involved in the suspensions, while
nommember banks comprised 918 percent (168 banks) of the total number
suspending and held 85,8 percent ($125,823,000) of the total deposits in-~
volved, During 1934-1936 only 6 licensed member banks with deposits of
$5,860,000 suspended, while in the same period there were suspensions of

129 nonmember banks with deposits of $52,398,000.

1/ Proceodings of the National Association of Supervisors of State Banks,
November 1935, pp. 99-100,
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In some instances where State member barks could not be licensed
to resume normal banking operation, they withdrew from membership in
the Federal Reserve System so as to place themselves under the sole
Jurisdiction of State authorities for the purpose of reopening under
a plan for full or partial release of depositses A State bank in a
Western State in making application for immediate withdrawal from the
System in March 1933 stated that it had been refused a license by the
Secretary of the Treasury and that it was in a position to meet the
demands of its State Banking Department for the resumption of busi-
ness under such restrictions as would be proposed or promulgated by
that departmente In an Eagtern city two trust companies, both members
of the System, which were not liccnsed to reopen after the banking holi-
day, submitted a plan of rcorganization after a long delay which in-
volved the issuance of preferred stock to depositors with a retirable
value equal to the full amount of thoir deposits but with an aggiregate
par value of a considerably less amounte After the Board ruled that
their capital was still impaired and these banks had withdrawn from
membership in the System, they received licenses from the State bank~
ing department to reopen and operate on an unrestricted basise.

Cages of this sort, illustrative of nany others, substantiate
the view exprcssed by Uphanm and Larke that State supervisory authori-
ties appear to have been more lax than Federal officials in the

licensing of banks.l/

1/ Upham and Lamke, Closed and Distressed Banks, 1934, pe 48,
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Trust Powers

Prior to the granting of certain trust powers to national banks
first provided for in the Federal Reserve Act of 1913 and the extension
of such powers by amendments to the Act in 1918, the right to exercise
fiduciary powers by banking institutions in New York was vested exclu-
sively in trust companies, On the subjcct of this newly developed com-
petition between national banks and the many State banks in New York
(not having trust powers), ‘an annual report of the Superintendent of
Banks for New Yorl contairs the following:

"It seems strange as well as inconsistent with any
theory of state rights that, in order to protect national
banks from competition or to enable them to compete with
State institutions, it should be considered proper to take
from the States the right to detcrmine the qualifications
of executors, adninistrators and trustees, or to provide
that, when the exercise of such powers by national banks
is expressly in contravention of State laws, it shall not
be deemed in contravention of such laws, if any competing
institutions are permitted to exercise theriecess

"Under existing circumstances and conditions, even
discriminatory legislation, if passed by the National
Government, must be accepted in good faith, and some
ancndnents to the State Banking Law are, in ny judg-
nent, rendered necessary by the enactments above re=-
ferred to.

"eseoelt has been the general policy of the Depart-
nent not to authorize trust companies in small places
where tlhiere was neither occasion nor opportunity for the
ecxercise of trust powers to any considerable extent." 1/

"The trust companies are the first institutions of
this State to be affected by the determination upon the
part of the Federal authorities to confer the distinc~
tive powers and privileges of State institutions upon
national banks and to subject State institutions to as
rmch corpetition as possible in their spceial spheres." 2/

1/ Report on ﬁgnkﬁ of Deposit and Digcount and Private Bankers, New York,
1918, PPe 12-14,

2/ Report on Savings Banks, Trust Coumpanies, Safe Deposit Companies,
Miscellaneous Corporations and Personal Loan Brokers, New York, 1918,
Pe 12,
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The New York legislature in 1919 amended the baniking laws so as %o
authorize the exercise of trust powers by State bankse Trust companies,
of coufse, had previously possessed such powers,

In 1914 the Commissioner of Banks of Michigan recommended a change
in the Michigan banking act to give State banks the same powers and
privileges with rcspect to trust activities as granted to national
banks, except that these would be limited to banks of at least $100,-
000 capital and surplus and located in cities of at least 5,000 popu-
latione Tae legislaturc, however, did not confer upon Michigan State
banks the right to excrcise trust powers until 1925,

It is an unfortunate fact that, as the fields of trust activities
of banks have been broadencd from time to time, fields of operations
have been invaded which have becn not only unprofitable but dangerous,
An important element of competition in laxity in connection with the
cxorcise of trust powers lies in the administration of the statutory
provisions, particularly in conncction with the approval of applica-
tions and the later cxamination and supervision of trust activities,

The division of responsibilities for the supervision of trust ac-
tivities of banks itself ig conducive to competition in laxity. Under

he provisions of the laws, the Board of Governors grants trust powers
t0 national banks and prescribes regulations under which such powers

may be exorcised, while it is the responsibility of the Comptroller to
examine and supervise the activities of the national banlks, including
subsequent trust activitiesf State banks admitted to membership when
not exercising trust powers arc usually subject to a condition of mem-

bership which requires them to obtain the permission of the Board before
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engaging in such business. Trust activitics of Statc nonmomber banks and
trust companies are subject only to such regulation, if any, as may be
imposed by the respective States,

In passing upon an application for trust powers,.theo Board con-
siders the size and condition of the bank, the possibility of profit-
able trust aetivities in the community, - the gencral character of the
banl:!'s management, and the specific qualifications'of proposed trust
officers,

Little information is available in the Board's files as to the
cxtent of laxity in theso matters by the Statc banking departments
in the various Statecs. Instances have arisen, however, from time to
time wherc it is obvious that very little offort is made by the authori-
tics in scveral States to supcrvise trust activitics and very few re-
guircnonts other than the nore or less superficial provisions of the
statutes arc considered at the time of granting trust powers. Indeed,
in many States the laxity which has characterized the chartering of
banizs applics ecqually to the cxtension of trust powers to banks and
other fiduciary institutions,

Conversgion of State Banks into National Banlg

Scetion 312 of the Banking act of 1935 added to Section 5154 of
he Revised Statutes the following paragraph relative to the conversion
of Statc banks into national banks:

"The Comptrollcr of the Curreoncy may, in his dis-
cretion and subjoct to such conditions as he may pre-
seribe, permit such converting banl: to retain and carry
at a value determined by the Comptrollor such of the
asscts of such converting bankk as do not conform to the
legzal rcguircments relative to asscts acquired and held
by national banlkting associationse" 1/

1/ U. S Congress, 7Hth, lst Session, Public No. 305, pe 3l.
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In recormending the enactment of this amendment, the Comptroller

of the Currency stated in his annual report to Congress in 1933:

" .esesThere has been an increased number of State banks
which have applied to the Comptroller of the Currency for
conversion, In examining these banks it is found that they
possess sone assets which it is not legal for national banks
to acquire and holds To require a State bank to eliminate
these assets places a burdeon on it which it rmy be unable
to mect and many times results in its inability to join the
national system," 1/

In the case of a State bank converting into a national banking
association the Comptroller of the Currency is authorized to waive
under certain conditions the requirement added by the Banking Act of
1935 that

"e.esello such association shall hercafter be authorized
to cormence the business of banking until it shall have a
paid~-in surplus equal to 20 per centum of its capitals! 2/

It is evident that those arcndments offcr to State banlkzs convert-
ing into national banks considerable corpetitive advantages over cxist-
ing as well as new national baniis¢ It is also apparcnt that one of the
irmportant purposes of the ancndments was to further extond the facili-
ties and influence of the national banking systonm although at some
sacrifice of the standards of the national systor,

Adriission of State Banks to Membership in the Foderal Reserve Systen
Whon the United States ontered the World War in 1917, not nany
State banks had joincd the Federal Reserve Systeme. On April 23; 1917,

Mr. Glass introduced in the House of Repreosentatives a bill ancnding

in seoveral particulars the Fedcral Rescrve Acte Of this bill, it was

stateds

1/ Annunl Report of the Comptroller of thc Currency, 1933, ps 16a
2/ Us Se Congress, 74th, lst Scssion, Public No. 305; pe 29s
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"One thing of irmediate and pressing importance is

to further strengthen the Federal Reserve System so that
the colossal financial operations of the Government may

be facilitated and the commercial interests of the country
be undisturbed, Tho amendments to the Federal Reserve Act,
unanimougly recommended by the Foederal Reserve Board, are
of infinitec importance at this tines, They have becn care-
fully considered with relation to present problems and to
those which must arise out of the conduct of the war, and
the entire board is impressed with the imperative necos-
sity of strengthening the Federal Reserve Systen in tho
manner proposed, in order that th:ire may be no doubt about
its ability to meeot any test the future may impose upon

ite" 1/
The bill became a law on June 21, 1917 and had the effect of relaxing
previous statutory provisions in several important rcspects in ordoer
to facilitate the admisgion of State banlks to membership in the Systen,

These changes provided that Statc member baniks should retain their
full corporatc powers subjcct to the provision of the Federal Reserve
Act and the regulations tlhereunder; pernitted withdrawal of State nen-
ber banks from the System after six months! written notice; and relieved
State nembor banks fron corplying with the linitations applicable to
national banks rcgarding loans to a single borrower, althoush Reserve
banlkzs were forbidden to discount paper of a borrower who was borrowing
in excess of the anount that could be lent by a national bank, In
connection with the transfer of reserves to Federal Reserve banks

reserve requirements were further lowered.

1/ Letter from the Socretary of the Treasury to Mr, Glass, dated April
25y 1917, Us Se Congress, 65th, lst Session, He Re 35e

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



...33._

Numcerous changes were also included in the McFadden Act of 1927,

apparently desigznsd to facilitate or inducc State banks to join the

Systerie The goneral purposcs of this act were indicated as follows:

202)

"eeseThe goneral purpose of the bill is to adjust the
national banking laws to modern banlking conditions along the
lincs of conscrvative banizZingesseeSome of the provisions of the
bill extend and cnlarge the powers of national banks, but only
in ways in which State banks and trust companies generally have
becn guccessfully operating within recent yearSeseces

"Your cormittce belicves that thc enactment of this bill
into law will put new lifc into the national banking systome
The cumnilative affect of its provisions will produce a situa~-
tion in the Federal rescrve syston where thc rights of the
national banks will be morc ncarly on a par with those of
the State nember bankse" 1/

"As a result of the passage of tilids act, the national
banlz act has been so amended that national banlts arc able to
rncet the needs of nodern industry and comucrce and competi-
tive equality has bein established among all meixber banks of
the Foderal Reserve Syston. his action was necessary; other-
wisc national banks wero suro to sedk the greater advantage
offcred by State banking laws, and in that cvent the Federal
reserve system without the corpulsory support of national
banits would be only a theory, not a rcality as is now assured," 2/

Tic Banlzing .et of 1935 contained the following provisions (Section

"In order to facilitateo tho adidission to nmoembership in
the Fedoral Reserve Systen of any State ban!z which is required
under subscction (y) of scection 12B of this ict to becore a
menber of the Federal Rescrve System in order to be an in-
surcd bankt or continuc to nave any part of its dcposits in-
surcd under such scction 12B, tho Board of Govcrnors of the
Pecderal Beserve Systen ray waive in wiaole or in part the re-~
quirenments of this scction relating to the admission of such
baniz t0 merbershipe..ses(subject to certain Provisos)e"

;/ Ue Se Congress, 69th, lst Session, Report of Scnate Comxnittec on Banl~
ing and Currency, Se Repte 473, March 25, 1926,
2/ Rerorizs of Mre licFaddon on floor of Housc of Roprescntatives, lMarch 3,

1927,
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National Banks As Insurance Agents or Real Estate Loan Brokers

The Federal Reserve Act was amendsd in 1916 to authorize national banks
located in any place the population of which does not exceed 5,000 inhabi-
tants to act, under certain conditiong, as agent for any fire, life, or
other insurance company, and to act as broker or agent for others in making
or procuring loans on real estate. In rocommending that thisg authority be
extended to national banks (in towns not exceeding 3,000 population) the
Comptroller stated in a letter to Senator Robert L. Owen in 1916:

"For some time I have been giving careful congidera-

tion to the question as to how the powers of these small

national banks might be enlarged so as to provide them

with additional sources of revemwe and place them in a

position where they could better compete with local Stats

banks and trust companies which are gsometimes authorized

under the law to do a class of business not strictly that

of commorcial bankinge" 1/
This extengion of the field of activity of national banks was probably
desired most by the large mumbor of small national banks which'came into
existence after the law was changed in 1900 permitting a minimum capital
of $25,000 rather than $50,000 as previously required,
Real Estate Loans

From time to time the Federal statutes have been amended to liberal-
lze the restrictions and limitations on real estate loans in order to
equalizo tiae competitive position of national banks corpared with State
banks.

Prior to 1913, national banks were not permitted to make real estate
loanse The original Federal Reserve Act authorized national banks not in
central reserve cities to lond on "improved and unencumbered farm land®

under certain conditionse This power was extended and liberalized by an

amendment in 1916 to permit any national bank to make loans on farm lands

1/ Congressional Record, Olith Congress, lst Session, pe 11,001,
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situated in its Federal Reserve district or within a radius of 100
niles of the place in which such bank is located, irrespective of
district lines, and also to make loans on other real estate for
periods not exceeding one year.

In explanation of thig amendment, the Senate Cormittee on
Banking and Currency in its report on the bill stated:

"The reason for this amendment is that the State
banks have a more liberal provision in this respect

which subjects national banks to difficult corpese
titionesee" 1/

The Comptrollcr in his annual report to Congress for the ycar 1924
recommended that ssction 24 of the Federal Reserve Act be liberalized
again so that national banks could meet the competition of State banks,
and stated:

"Soetion 24 prohibits a national bank from lending

moncy upon first mortgnge sccurity upon city property for

a longer pcriod than one year and further limits the aggre-

gate arnount of such loans to a sun not in excess of one-

third of the time dopositse The State banks and trust

corpanics in active cormpcetition have no such linmitations

imposcd upon them." 2/

The McFadden Act of 1927 further libveralized tlhic Pedoral Reserve
Act with respect to rcal estate loans, permitting all national banks,
including those located in central reserve cities, to make loans sccured
by real estate under certain conditions for periods not in eoxcess of
five years and in anounts not in excess of 25 percent of capital and
surplus or 50 percent of savings deposits,

The rcport on the bill containing the anondrment by the Cormittee

on Banking and Currency of the Scnate included this statcnent:

1/ U. Se Congress, 6lth, 1lst Scssion, S, Rept. 481, May 18, 1916,
2/ Annual Roport of the Comptroller of the Currency, 1924, p. 11,
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"The State banks and trust companies are authorized to

make long-time loans upon the security of first mortgage upon
city real estatees National banks, by being limited to a one-
year period, have found themselves handicapped in meeting the
demands of their customers in this respeclteeessit has become
nocessary to recognize the right of a national bank with cer-
tain definite restrictions t0 usc these funds (savings) in

the same general rmanner in which the State banks and trust

companies are using then, which includes the right to make

loans upon city property, as provided abovee" 1/

Scction 24 of the Federal Reserve Act was again amended in 1934
in connection with insured loans under the Hational Housing Act, and
again by the Banking Act of 1935 with respect to loans made to estab-
lished industrial or conmcrcial businesses. Soction 208 of the Bank-
ing Act of 1935, however, further liberalized the provisions of soc~
tion 24 principally by increasing the aggregate amount of such loans
to not in excess of unimpaircd capital s tock and surplus or in cxcess
of 60 percent of the amount of time and savings decposits, whichever is
greater.

State menber banks, however, arc not subject to specific Federal
statutory restrictions upon the making of real asstate loans and their
power to malke such loans is derived from the State laws under which
they were organized, An effort was made during thc progress of the
bankting legislation of 193K to provide Federal regulation for State
merber bankzs with resp.ct to thoir real estate lending operations,

but the provisions were not cenacted,

Limitationg on Loans to Singlc Borrower

Although Federal statutes with respsct to loans to a single

borrower have been changed several times, nost of then liberalizing

;/ Us Se Congress, ©9th, 1st Session, Report of Senatc Cormittec on
Banlzing and Currency, Se Repte 473, March 25, 1926, (liaterial in
parenthoses supplicds)
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limitations, the committee reports and other sources of information
indicate that such amendments wers made largely because changing con-
ditions of commerce and industry make it necessary for banks to be
cnabled to accommodate the increasing number of large business con-
cerﬁs. There are, however, some general comments in the legislative
history of the Act of Junc 21, 1917 which indicate that compctitive
reasons were partly responsible for State momber banks' being relieved

of restrictions of this sort that apply to national banks.

Roserves

The provisions of the Fcdcral Reserve Act in 1913 lowered reserve
requirements of national banks and similar action was soon talken by
several statess 1/ In this conncction the Board's annual report for
1915 stated:

"It is an unfortunate fact that in some of the Statos
reserve requirements for State banits and trust companies
have boen materially lowecred by legislative cnactment since
the adoption of the Federal Roeserve Acte The only justifi-
cation for the reduction of the reserve rcquircmonts for
national banlks is the fact that the national banks arc mem=-
bers of the Federal Reserve Systen and that the Federal Re-
scrve Banks hold a part of the consolidatod reserves of the
national banks, and are, thercfore, in position to comec im-
nediately with all of their resources to the support of the
national banks in case of necessity or emergency," 2/

One outstanding oxample of the activitics of States in this con-
nection is illustrated by the action taken in California. In his annual
report for 1914 the Superintendent of Ban's 1nde the following reconmen-

dation with regord to rescrve rogquirenecnts:

1/ Annual Report of the Fedoral Reserve 3oard, 1915, p. 10U
2/ Ibides Pe 13
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"I desire also to suggest an amendment to the Bank aAct

which will equalize the reserve requirements of state banks

with that of national banizs and members of the regional fed~

oral reserve baniSessself we insist upon the present state

law requirement, state coumercial banks will unnecossorily

be placed at a disadvantages" 1/

Thereafter tha California Legislature liberalized the California
statutory reserve requirements both with respoct to the ratios and the
amount required to be held in cash on hand or deposited in banks,

In his annmmal report for 1920 the Suporintendent of Banks of
California stated:

"eeselt romaing for us, through appropriate legislation,

to romove the remaining obstacles in the way of the develop-

ment of cormercial banking in our state systen, to the end

that the state bank may in all fields be at lcast an equal

competitor with the nationsl banlze To this end a scries of

amendments will be prescnted to the 1921 lezislature, which

I trust shall have your ecantire approval and supporte These

anendnents will not only remove the shackles on the coruner-

cial depariments of our state banks, but will also open wider

opportunitics for cormercinl support from the savings banls." 2/

In June 1917 reserve roguirements of member banits were again re-
duced and it was required that all legal reserves be carried with the
Roscrve barizs, It was hoped that as a result the zold holdings of the
country would be concentrated in thie Ressrve banks in order to enatle
the Systenm to better withstand any exigency that might cnsue by reason
of conditiomns arising out of the Europcan ware. Reserve requircnents of
banizs in outlying districts of central reserve citics and reserve cities
wero reduced in 1918, Fnactments of 193%% and 1935 gave the Board of
Governors authority to increase the reserve requircments of member banks

in certain circunstancese Evidenece does not indicate tiaese changes to

he agsocinted with competition between the national and State systens,

1/ Annual Report of the Superintendent of Banks of the State of Cali-
fornia, 1914, pe e
_2_/ Ibide, 1920, pe 1le
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but a distinct cormpetitve advantage of State nonmember banking insti-
tutions in some States may result from recent increases in reserve re-
guirenents put in force by the Board of Governors under the authority

grantcd by legislation of 1933 and 1935, particularly since not a

groat deal of effort is made by some of the State supervisory authori-
ties to obtain the cnactment of increased reserve requirements or to
actively enforce those already on the statute books,

Examinations

Adequacy of Staffse. =~ It has been said that the prime purpose
of bank supecrvision is to protect the public and that superficial
or incffective examinations do nothing more than to stuli{ify the
law, 1/ The failure in any jurisdiction--State or national-~to
provide for adequate examining staffs and effective examinations of
banics cénstitutcs cvldunes of inexcusable aduinistrative competi-
tion in laxity, especially in view of the recent history of bank
failures.

The Cormptroller of the Currency, whose examining staff covers
the entire country, is generally able to shift his cxaniners to meet
the varying ncods of the several districts, but his district chief
exaniners have at times found it necessary to obtain assistance fron
the staffs of the Federal recserve banks in malzing exaninations of
large national banks by reason of the size of the institutions or
the existence of branches,

State banking departments with small examining staffs are faced

with serious difficulties in examining large State banks and those

1/ A.TEEG Study of American Banking, University of Minnesota, 1934,
pPe 1
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with branches, Reasonably satisfactory examinations of such institu-
tions can often be made only by an unusual mobilization of examiners,
borrowed in part from other supervising agencies,

Marked weaknesses in examining staffs are evident in many States,
The Superintendent of Banlks of Georgia has a staff of one assistant
superintendent, four examiners (no assistants), and two stenographers,
Thig staff is roquired by law to examine, twice annually, approximate~
ly 226 chartered banks, 43 private banks, 75 credit unioms, and 59
building and loan associationse This would constitute more than 585
banlks por examiner or more than 110 examinations per year for each
cxaniner, without assistance, in addition to the examination of the
private banks, credit unions, and building and loan associationse.

Six of these banks have total resources of more than $4,800,000
each, the largest having over $28,000,000 of resources in addition to
which 1t has a considerably larger volume of trust assets, There are
several nonmember banks in the State with resources of more than $2,-
000,000 cache In addition, there are soveral sizable trust departments
but the State has no examiner with any worthwhile trust examining know-

ledze or expericnce and makes little pretcnse as to vrust examinations,

The gross inadequacy of tiae staff is further indicated by the fact

that the annual salary of each oxcniner is limited by law to $2,400

per year.
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In 1934 Rhode Island reported six examinerscl/Ax the end of 1936
one of its trust companies had total assets of more than $130,000,000,
and there were two State banks with assets of more than $60,000,000 and
several others with assets ranging from $4,000,000 to $36,000,000,

In 1934 Missouri reported nine examiners (maximum salary $2,400)
with approximately 72 banking offices for each examiner., In that State
there are several comparatively large banks including ohe bank with
total resources of $165,000,000, another with $95,000,000, and several
ranging in size from $1,000,000 to $15,000,000,

In 1934 several other States reported more than 50 banks per
cxaminer and in many of the cases two examinations per year of sach
such bank arc required by lawe In nine States the commissioner!s
salary was reported as $3,6OO or less; the lowest salary paid was
$2,400 in North Dakota,

One inevitable result of such situations is laxity in examinations
as well as in follow-up work and the failure to provide for an adequate
number of experienced and capable ezaminers evidently indicates competi~-
tion in laxzity of a dangerous and inexcusable sort,

Quality of Examinations, = With respect to the quality of ezamina-
tions, the following point of view was recently exprossed by Mr. Carl K,

Withers, New Jersey Commissioner of Banking and Insurance:

1/ State Bank Supervision - Third Five-Year Survey, State Bank Division,
Arerican Bankers Association, 1934,

Federal Reserve Bank of St. Louis



Digitized for FRASER

- 4o -

"Generally speaking, the supervision of national banks,

by reason of longer and wider experience, has been made more

uniform than evident in many of the States...eSupervisors

and examiners.e.eesfor the most part are 'career! men, and

derive their experience from the examination of institutions

over wider areas than sometimes possible within the confines

of a single State." 1/

Reports of examinations of State member banks made by examiners
for the Federal Reserve banks are often more complete with respect to
details relating to both State and Federal laws and regulations and
more thorough with respect to investments, loans, and management than
reports of exarmination by national examiners.

Moreover, reports of exaninations made by a large majority of the
State authorities are not so complete or thorough as either the nation-
al or Federal Reserve reportse, Although some of the States have recent-
ly lengthened their form of reports to approach a degree of conformity
with the Federal Reserve, Federal Deposit Insurance Corporation, or
national reports, many still do not include a number of important nat-
terse State exaniners usually are not interested in examnining possibdble
violations of the Federal Reserve Act, regulations, or conditions of
renbership, In many particulars State laws are not so restrictive as

Pederal laws, and, therefore, State exaniners are neither required to,

nor are particularly interested in, going into many irportant details.

1/ The Financial Age, June 4, 1936, pe 387,
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In several States, as a general rule, the State examiners

do not conduct independent examinations of §tate member banks

In a few of the States no dotailed report or practically none
is prepared by the Btate exaniners for the nmenber bank or the
Federal Roscrve bank, Sufficient munmbers of state reports of
exanination have come to the attention of Federal Reserve
exaniners in Washington to indicate clearly that these reports
in at least a large nmunber of the States are not sufficiently
detailed in many respects, including classifications or
descriptions of assets, statements of financial condition,
nanagenent, and policies, to serve the purposes of the Fed~
eral Ressrve System. In practically all cases ths State
reports are sntirely inadequate with respect to matters
affected by the Federal Reserve Act, the Board's regulations,
and conditions of nenbership,

Classification of Assets. = Competition in laxity has

often in the past been indicated by “liberal' classifications
of assets in exaniners?! reports. The practice is still
evident in many States. ILiberal practices of this character
result in lowering the basic standards impoged by the
primary supervisory authorities, The "liberal" classifica~
tion of assets is sonetires made in view of and linited by

the amnount of surplus, undivided profits and reserves available for
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the elinmination of estinmated losses, rather than in accordance with the
apparent value of the assets concerned, In this nanner banks are sone-
times reported to have gound and unimpaired capital and surplus, whereas,
if classifications of assets were made in accordance with actual values,
it would happen that surplus and sometimes the capital stock would be
impaired or practically wiped out, When requirements as to elininations
are based upon such classifications, administrative competition in laxity

of tlie worst sort is manifest,

Examinations of State member banks made by examiners 10T Reserve
banks jointly with State cXaminers have at times developed material
differences in the adverse clagsification of assets, those made by
State examiners genecrally being more lenient,

Under centralized bank supervision the variations in classifica-
tiong of a bank's assets as made by various sets of examiners could
be avoided to a great extent since it would be rmch easier t0 set up
proper standards. This would result in reducing or in eliminating
one element in which administrative competition in laxity is frequent-
ly indicated,

A large number of banks have been closed not necessarily because
of anticipatory action by the supervisory authorities but because of
inability to neet depositors! withdrawals due to condition of assctse
In earlier exarinations of such a bank the assets apparently may not
have been classified in a way that the capital was shown to be wiped
out or oven greatly impaired, Nevertholess, after the failure of such
a bank the assets were classified or appraiscd by ligquidators or re~

ceivers in such manner that "estimated losses" excceded the combined
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capital accounts and unsecured depositors ultimately lost large percen~
tages of their balances, In many of such cases it cannot be said that
the weakened condition of the banks resulted in the lest fow weeks or
months of their existences It is more correct to say, in many cases

at least, that they illustrate cascs of gross laxity in classifications
or other supervisory responsibilities.

Somec banlcs operating up to the time of the banking holiday were
not licensed to reopen although in no worse condition than for some
time before the holiday; many licensed banks were not admittcd to de-
posit insurance until such strengthening of their capital had becn
effocted as examinations made by the Federal Deposit Insurance Cor-
poration indicated to be necossary, In many other cascs it has been
necegssary to0 merge or closg baniks even though they had been admitted
to deposit insurance.

Aliminations of Losscg and Depreciation. - For some time it has
been the policy of the Board to roquirc State banks upon admission to
membership to eliminate all cstimated losses and depreciation in securi-
ties other than those in the four highest grades. The Board docs not
have adequate power, howcver, with respect to requiring State banks
after their admigsion to mnko sinilar eliminations and can only point
out to such banks its views as to thce desirability of making elimina-
tions to this exient. Thus banks are admitted to memborship under a
gtandard with respect to elinminations which the Board does not have
adeguate power to roquire then to maintain as nemberss

Foderal Reserve banks are seriously handicapped when rcquesting

State menmber banks to rake climinations in cases in which State exan-
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iners recommend lesser eliminations, No doubt the Federal Deposit In-
surance Corporation experiences similar difficulties in cases in which
Jjoint examinations of nonmember insured banks are made with State
authorities,

The Board's letter dated November 10, 1934 (X~9018) outlined its
requirements for elimination of unsatisfactory assets by subsidiary
banks of holding company affiliates as a condition to the issuance of
voting permitse These were the same as those rcquired of banks upon
admission to membership and which the Board endeavors to have State
nember banks follow, In such cases the Board has endeavored to obtain
the elimination of

{a) all losses in loans and discounts

(b) all depreciation in stocks, defaulted securities,
and other securities not of the four highost
grades to the extent such depreciation is not
offset by apprecciation in the four highest grades

(c) all other losses.

In some cascs the holding corpany afiiliates declined to corply,
one principal reason being that competing banks, both national and
State, not in holding company groups were not required or requested to
make sinilar correctionse Difficultics have also bcen expericnced in
obtaining full eliminations where on joint exaninations State, Federal
Reserve Systen, or Federal Deposit Insurance Corporation examiners have
reported different amounts of ecstimated losses and depreciation, and
in which classifications the State examiners have been more lenient,

The Indiana State Banking Department in a circular letter dated Decem-

ber 28, 1933, advised banks and trust companies in that State as follows:
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"Since there is some disagreement in many instances be-

tween our examiners and the examiners of the (Federal Deposit)

insurance corporation, we have docided to place the rosponsgi-

bility for determination of losses upon cach individual Board

of Directors, Xach individual board is asked to consider the

paper of the institution carecfully and to designate that which

is believed to be a loss or very doubtful and charge all such

paper off, in addition to bond depreciation referrod to above,"

(Deprcciation in securities other than those rated in the four

highost grades.) 1/

Overvaluation of doubtful assets may have disastrous consequences
whother practiced by banks? officers or supcrvisory authorities. Author-
ities should be pormitted by law to compel an institution to charge off
bad and doubtful assets, or to set up adoquate roserves or both, 2/
Failure on the part of primary suporvisory authoritics to reguire banks
under their jurisdiction to make adequate provision for losses and do-
preciation, thus pormitting such banks to issuc statements of condition
which arc misleading to the public, may be said to constitute a vicious
form of administrative laxitye The prosence of the Federal Reserve Sys-
tem with legal power to make examinations but with inadequate power to
force clininations of losses and deprcciation leaves the public under a
migapprehension as to 1ts duties and respongibilities with respect to
thig phasc of supervision, If the supervision of the banks of the coun~
try were vested in a central authority, this element of administrative

competition in laxity would be eliminated, together with others,

Statements of Condition Given to the Putlic

The character of official statements of condition given by banks
to the public is regarded by sone as a serious problen as the follow-

ing gquotation indicates:

1/ See Division of Examinationsg file - "General -~ Capital Dobentures"
(Material in parenthoses supplied.)

2/ A Type Study of American Banking, University of Minnecsota, 1934,

4 Pe 1520
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"One of the flagrant current violations of the prin-

ciple of government protection of the public in respect to

banking is the form and content of bank statements as com~

monly published. The law requires that a true statement of

condition be disclosed., The purpose of the statute is to

provide information for the guidance of depositors. This

purpose is largely defeated because of two facts, First,

the form is so brief that many items are concealing rather

than revealinge.e..

1Secondly,.....ethe form is technical rather than popu-

lar, and the depositor with no training in accounting is

therefore impressed but not informed by what he reads." 1/

The Study Commission for Indians Pinancial Institutions in its re-
port stated that:

"eeesWhen banks are forced to inform the public regu-

larly as to the amount of their questionable assets, their

relations with their affiliates, their trust accounts, and

their public funds, no longer will they dare abuse sound

principles in connection with these accounts." 2/

The Banking Act of 1975 provided that State member banics must pub-
lish their reports of condition,and it also gave to the Board of Gover-
nors authority to prescribe t7- form, contents, and manner of publica-
tion of such reports, Prior to this enactment the Board had endeavored
to have some such banks set out certain of thoir assets as separate items
in their published statements of conditione It attempted to accomplish this
through conditions of membership and conditions prescribed in connection with
the granting of voting permits, In the case of a certain State bank, the
Boara prescribed a condition precedent to the granting of a voting permit
that the bank show as a separate item in all of its published statements
any extension of credit to and investment in its affiliated company hold-
ing title to its banking house, In another case it prescribed a condition

of membership in December 1933 that the bank show separately in all of

its published statements its extcnsions of credit to and investments in

1/ Ibide, ppe 154-55.
2/ Report of Study Commission for Indiana Financial Institutions, 193%2, p.119,.
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a subsidiary realty company. The banks involved objected to publish-
ing their statements in the manner prescribed largely because competing
banks in similar situations were not required to do likewise, In the
case of a national bank in the South the Comptroller adviscd the bank
that its investment in an affiliate which held title to its banking house
and also owned some stock in other banks should be included in its socure
ity investments and so rcflected in its published reportse These are
but a few of the many specific cases where the Board endeavored to have
banks publish pertinent information as to their assets while different
pesitions were taken by other authorities who issued instructions which
have the cffect of making published statements concealing rather than re-
vealinge. Such positions obviously constitute administrative competition
in laxitye

Strengthening of Management.

The Banking Act of 193% gave the Board of Governors and the Comp-
troller of the Currency for the first time direct lcgal power to remove
the management of a State member bank or a national bank for continued
violation of laws relating to such banks or continued unsafe or unsound
practices in conducting their business. The banking Act of 1935 gave
to the Federal Deposit Insurance Corporation power to terminate the in-
surcd status of nonmember banks, as well as national and State menber
banks, for violations of law or regulations or for continued unsafe

or unsound practices, There is some difference of opinion among State
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supervisory authorities as to whether the powor to remove inefficient
officers after a hearing is desirable although in a number of States
this power is at present held by such authorities, ;/

In the years 1934 and 1935, when considering applications for
individual pernits to serve as directors of banks under the provisions
of the Clayton Act, the Board in a number of instances denied permits
to individuals who had abused the credit facilities of bankse-whether
members or nonmemberse—of which they were directors or had grossly
neglected their duties and responsibilities as such, The unfitness
of the directors in many such cases rust have been known to the
primary supervisory authorities who, however, by reason of lack of
adequate powers or unwillingness to force the issue, apparently had
taken no steps to have such directors terminate their services,
Adequacy of Capital

The Board of Governors has for years stressed the necessity for
an adequate capital structure in relation to deposits and included
in Regulation H, effective January 1, 1936, a condition of member—
ship requiring that the net capital and surplus funds of a bank
thereafter admitted to membership should be adequate in relation
to the character and condition of its assets and to its deposit
liabilities and other corporate responsibilities, and that its
capital should not be reduced except with permission of the Board

of Governorse

1/ State Bank Supervision - Third Five-Year Survey, State Bank Division,
American Bankers Association, 1934, pps 10, 33~35,
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In certain holding company affiliate cases, involving national and
State nonmember banks, the Board Has endeavored, through conditions prece-
dent to the granting of voting permits, to bring about increases in the
capital of subsidiary banks of the groupe. In these casces other super-
visory authorities lent less than half-hearted efforts to bring about
the increases in capital, and the president of one of theo subsidiary
banks was openly critical of the Federal Rescrve Systom authorities
because of thelr efforts in this connection,.

In the efforts at rehabilitation of banks through the salc of pre~
ferred stock or debentures to the Reconstruction Finance Corporation
and other sources, both before and after the banking holiday of 193%3%,
the Federal Reserve System has often found it necessary to assume the
lead or the centire responsibility in enforcing the necessary sirengthen-
ing of capital of State member banks, as well as the elimination of un-
desirable assets and improvement in management., In many of these cases
the State supcrvisory authorities were grossly indifferont or even open-—
ly in sympathy with the banks in opposition to the nécessary strength-
ening programs, The effects of such laxity are far-reaching and 4dif-
ficult to overcome effectively under the dual banking systom.

Joint Occupancy of Banking Quartorsg

The Comptroller's office has stated that it does not look with
favor upon an arrangement whereby a national bank occupies quarters with
another financial institution and that, while there appeared to be no

legal means whereby the Comptroller's office might requirc the separation,
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it would in any such case point out to the national bank the undesira-
bility of such a situation., The Board has taken the position that the
sharing of guarters by State nember banks with other financial insti-
tutions is undesirable, Difficulties have been experienced in atteupting
t0 carry out such a policy because of long existing practices, which nany
State authorities make no attempt to change.

Permitting Insolvent Banks to Continue Operating

The view has been expressed that one of the most difficult problems
encountered in government supervision of banking is the proper timing
of intervention by the authorities to suspend the activities of a bank

that is in difficulty. In order %o escape the charge of having acted

prematurely, authorities often postpone action to close a bank until
its condition has dctcriorated to the point where the rcmaining de-~
posit liabilitics have inadcquate security in the assets still in the
portfolios In many cases both of national and State banks closcd at
the time of the banking holiday and previously, capital was wiped out
or heavily impaired through deprecciation and losses, and it was appar-
ont that the condition had existed for some times

There are a number of different provisions regarding the closing
of national bankse In addition to provisions for the forfeiture of the
charter (usually after court procecdings) or the appointment of a re-
ceiver because of violations of particular provisions of the banking

laws, there is a general provision that the Comptrollcr of the Currcncy
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"may" appoint a receiver "whenever the Comptrollsor shall become satis-
fied of the insolvency of a mational banking associatione" 1/ A more
recent provision 2/ provides that whenever the insured status of a nation-
al bank is terminated by the Federal Deposit Insurance Corporation be-
cause of continued unsafe or unsound practices or violations of law,

the Comptroller of the Currency shall appoint a receiver for the bank,

The application of these provisions involves considerable discretion,

In some Statos supervisory authorities have discretionary power %o
closec a bank and appoint a receiver, while in other States the supervi-
gsory authorities must go to a court of competent jurisdiction and request
the appointment of a receiver,

Gross negligence on the part of a State supervisory authority in
allowing insolvent State banks to continue operations was reported by
the Attorney General of South Dakota as a result of his investigation
of the State banking departmente He said

"Afllowing insolvent banlks t0 operat@es..was thc most
serious and dangerous of all the negligence or violation
of law which we found in the investigation of the banlking
department,

ok o ok ok ot ok ok 3K

"We examined a total of 242 banks, We found on (sicjf)
two or threc which had been closed by order of the banking
dcpartment, The remaining banks had been allowed to run
until they had cxhausted all their cash, had plzdged or sold
most of their good assets, and had then voluntarily closced
their doors with nothing but the drogs of their asscts left,
These dregs could produce little in dividends and werc more
expensive and slow of liquidation than good assets would
have beene

_]J Ues Se Ce Title 12. Sec, 191.

2/ Sece 12B(41)(2) of the Federal Reserve Act, as amended by the Banking
Acts of 1933 and 1935,

2/ Probably should read: '"only."
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"Practically no banks were closed, no matter for how
long, nor how rmch, their reserve fell below the logal re-
gquirements; and no matter how plain became the other evi-
dences of insolvency. The banks were allowed to run as
reliable, going concerns, attracting deposits of the pub-
lic and gradually using up their assets with expense, losses,
and borrowings from other banks." 1/

A study made of failed State banks in Minnesota

"eesercveals that delay of suspension has regularly re-
gulted in further loss to creditorS.eee

"The liguidation records show that certain Minnesota

banks have been operated after the sharcholders! interest

had been entirely wiped out by losses." 2/

In periods of Nation-wide depression when the values of banks!
asscts have been greatly depressed, primary supervisory authorities
have doubtless considered the effect on the public intercest of the
exercise of their power to close bankse It is evident, however, that
in a great many cases, at lcast, the failurc of such authorities to
close banks or to ask for the appointment of a recciver in tho absence
of willingness and ability of the shareholders of such banks to ro-
habilitatc adeoguately an impaired capital position constitutes laxity
on the part of such administrative authoriticse This is not obviated
by the fact that action was delay«d owing to the desirc to avoid the
charge of having acted promaturely, of having been influenced by politi-
cal pressure, or of having acted because of other such reasons. This
was cspecially true in those cases whore such lazity contributed to with-
dravals by wise depositors, nccossitating the liquidation of the best

assets, and to the ultimantely heavy loss of depositors not in a posi-

tion to or capable of ascertaining the real condition of the bank,

1/ Attorney General's Report and Supplemental Report to the South Dakota
Legislature of the Investigation of the Department of Banking and Finance.
February 27, 1930, ppe 4 & 7o

2/ A Type Study of American Benking, Unidersity of Minnesota, 1934, p. 151,
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Table 1 - Number of Incorporated Commercial Banks 1/

1860-1935
Year 2/ National State Total
1860 - 1,562 1,562
1861 - 1,601 1,601
1865 1,gzh 3Ug 1,643
1868 1,640 47 (a) 1,887
1870 1,612 25 1,937
1880 2,076 50 2,726
1890 3,484 2,250 5734
1892 34759 3,773 (%) 19532
1900 32731 5,007 8,738
1905 5,664 9,018 14,682
1910 7,138 1k ,3hg 21,486
1915 7597 17,748 25,345
1920 8,02l 20,635 (c) 28,659
1921 8,150 21,267 (4) 29,417
1925 8,006 19,573 27,639
1930 74247 15,798 23,045
1935 54386 99743 15,129

1/ Exclusive of mutual savings and private banks,
2/ Pigures as of June 30 with some exceptions in
early yearss

(a) Lowest number,

(b) State banks exceed national for first time
since 1865,

(¢) Rocsources of State banks exceed national and
remained in excess until 1933, See Table 2.

(d) Peak for State banks (national banks reached
peak of 8,244 in 1922), . In addition 1,242
private banks were rcported, making a grand
total of 30,659 in 1921,
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Table 2 - Resources of Incorporated Commercial Banks 1/

1863-1935
Year 2/ National State Total
(in millions of dollars)

1863 16.8 1,185,.4 1,202,2
1867 1,494,.5 151.9 1,646.4
1870 1,56547 201.5 1,767.2
1880, 2,035,4 Lg1,.8 2,517.2
1890 g.o61.7 1,374.6 4,43643
1900 » Ul .0 333753 8,31943
1905 7132542 6,417.0 13,74242
1910 9,891.9 8,684 k4 18,57643
1915 11,789.8 11,433.8 23,22346
1920 23,401,6 23,490,3 (a) 46,891.9
1925 24,33848 29,3527 53,6915
1930 29,072.4 34,219,0 63,2914
1931 27+59846 30,981.0 58,579.6
1932 22,3253 23,405.3 45,7306
193 20,817.6 19,155.0 %9,97246
193 23,855¢5 20,38243 Ly o37,.8
1935 26,0134 22,1569 48,1703

1/ Exclusive of mutual savings and private banks.
2/ Pigures as of June 30 with some exceptions in early years.

(a) State bank resources exceeded national for the first time since

1864,

Table 3 ~ Distribution of Incorporated Commercial Banks
by Size of Capital Stock - June 30, 1920

Sige group . State and
capital stock State National national

$25,000 and less 12,490 2,149 14,639
25,001 - 49,999 1,939 456 24395
50,000 ~ 99,999 3,272 2,454 5,726
100,000 - 199,999 1,308 1,790 3,698
200,000 and over 1,252 1,175 2,427

Total 20,861 1/ 8,024 28,885 L/

;/’These figures do not agroc with those in Table 1 for the reason anong
others that a number of private banks in Illinois were being incorpo-
rated during 1920 and nany of then were included in this capital
clagsificatione.
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Table 4 - Number of State Incorporated Cormercial and
National Bank Suspensions

1921-1929
Total
Tear all banks
1921 461
1922 343
192 623
192 738
1925 5719
1926 9ok
1927 636
1928 479
1929 628
Total 5,411

Table 5 ~ State Incorporated Cormercial and National
Bank fuspensions, by Size of Banks

1921-1929

Size group Number of
capital stock banks
$25,000 and loss 3,411
25,001 - 49,999 hgo
50,000 - 99,999 9713
100,000 - 199,999 397
200,000 and over 148
Total 5,411
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Table 6 - Comparison of the 10 States Having the
Smallest Number of Persons Per Incorporated
Commercial Bank with the 10 States Having
the Largest Number of Persons per Incor-
poreted Commercial Bark in 1920

Persons
State per bank
1320
Smallest
North Dakota 719
South Dakota gel
Nebraska 1,089
Wyoming 1,231
Montana 1,317
Kansas 1,318
Iowa 1,412
Minnesota 1,596
Idaho 1,968
Missouri 2,068
Largest

Rhode Island vo15
Massachusetts 1u 23
New York 12,799
Connecticut 9,957
Now Jersey 8, 823
Louisiana ,76

Alabama 6,702
Maine 6,517
Pennsylvania 6,169
Ohio 5,821
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SELECTED COMUENTS BY PROMINENT MEN WITH EESPECT TO
COMPETITION 1N LAXITY

1. D. Z. Urissinger, while Comptroller of the Currency -

"..eNational banks are compelled to compete with Stete
institutions, and if the laws of the States are more
liberal than are the national banking laws they will
constitute an inducement to banks to operate under the
laws of the States rather than of the Nation. The very
fact that the Federal reserve system establishes & meas-
ure of financial assurance..... to the advantage of e2ll
kinds of beanks, whether State or national, mokes it ecs-
ier for Steate banks to carry on under the more liberecl
charters which meny States issue. So long as zll banks
enjoy the general advantages accruing from the workings
of the Federal reserve system, there is obvious tempts-
tion to the particular institution to supplement these
benefits by taking advaentage of the wider liberality of
State charters." (1)

2. Eugene Meyer, Jr., while Managing Director of the War Finance Corporation

in 1923 -

"Nothing could be more disastrous than competition be-
tween the State and National banking groups, based upon
competition in laxity." (&)

3. Harvey C. Couch, while a director of the Reconstruction Finence Corporation -

"One of the greatest wezknesses in our banking system has
been over-rapid increase in the number of banks." (3)

4, Owen D, Young, Chairman, General Electric Company, in referring to banks

charfered by the National Government and by each of the 48 stntes

" eesThey arc in compctition, each cvndcavoring to ofrer
the most attractive charters and the most liberal laws,
to say nothing of the liberality of administrative of-
ficials in interpreting the lawse The national banking
act has to compete not only with the most conservative
States but the most liberal ones, Consequently, there
has been a constant tendency to liberalize banking laws
and to weaken their administration. In such cases the
argument is always made that it is desirable to liberal-
ize the law so as to enable the banks to be of greater
scrvice to borrowerse" (4)

(1) Annual Roport of the Comptroller of the Currency, 1922, p. 2

(2) U. Se Congress, 67th, 4th Session, Hearings on Rural Credit, S. 4280
(Ho Re 13033), 1923, D 56.

(3) T:.e Mississippi Banker, May 1934, p. 32.

(4) U. S. Congress, 7lst, 3rd Session, Hearings on S. Res. 71, Febru-
ary 1931, Dppe 353-5he
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5. Frenk P. Bennett, editor of the "United States Investor", specking at the
1934 convention of the Americson Bankers Association -

"The curious theory has prevailed in Congress that No-
tional banks must be held back from weywsrdness by suf-
ficiently stern Federal lows, bui that State banks mey
be left free to be quite as well behaved or quite as
wayward as 48 different legislctures mey allow." (1)

6. Viilliem H. Kniffen, Vice President, Bank of Rockville Centx2 Trust Company,
Rockville Centrc, New York -

"...There have been too meny banks. The liberal charter-
ing of banks both nationsl and state has placed bonks
where they had no right to be end where they could never
hope to succeed. We were overbanked everywhere...Many
of these banks were of small capital structure, so that
there wes no safeguord to depositors; and the excessive
numbers prohibited the acquirement of sufficient deposits
to mzke profiteble opersation possible.y (2)

7. George V. McLeughlin, President of the Brookiyn Trust Company, e¢nd former
New York Superintendent of Banks -

".o..not alone in the authorization of banks, but in their
supervision, Supervision wuas entirely too liberal. The
Comptroller of the Currency and many of the superintendents
of banking throughout the country have hesitated on many
occasgions to teke necessary action in the affairs of banks
where they found practices which, unless corrected, were
certain to lead to trouble.!" (3)

8. A+ L. Lathrop, Vice President of the Union Benk and Trust Compeny of Las
Mngeles, California, and President of the Californis Bankers Association -

"The history of the chartering of bznke in the
United States revesls a wide spread disregerd of the
proper relaticnship between the economic needs of the
country and the number of banks permitted to open for
business during all of the time prior to the devression
which begun in 1929."

and further -

"....This cverchartering of banks by public officicls
wes 2 distinct cause of the abnormal bank failure
conditions that prevailed from 1920 to the bank
holiday in 1933." (4)

(1) The Commercial and Financial Chroniclc, American Bankers Convention
Scetion, November 17, 1934, pe 3t

(2) Beotter Banking, 1934, pps 45=Lb.

(3) Proccodings of the 4Oth Annual Convention of the N. Y. State Bankers
Association, Junc 1933, pe E?H.

(4) Address beforc Y5th Annual Convention of the California Bankors Asso-
ciation, The California Banler, Junc 1936, ppe 21=22,

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



..62 -
9., Francid H. Sisson, Vice President of the Guaranty Trust Company of New York -

"It can fairly be said that a greet part of this un-

sound bank chertering history vas corried out by political
banking officials and legislative bodies vholly agzinst
the earnest protests of the more responsible benkers vho
pleaded for stricter banking codes and policies, but vere
ignored and charged vith selfishness and fear of competi-
tion." (1)

10. Report of the Committee on Resolutions of the State Bank Division of the
American Bankers Associstion in 1932 -

" .... As 8 public benefit and in the interest of bank-
ing as a vhole, ve believe it is desirable at this

time that controversies betreen banking groups be elimi-
nated. Ve believe there should be & suspension of

all endeavors to produce by means of legislation compe-
titive advantages for ceither State or Nationel banks." (2)

11. R. V. Fleming, President of the Riggs Notionel Bonk of Hashington, D. C.,
and President of the American Benkers Association 1935-26, in a forervord
to the report of the FEconomic Policy Commission of the Americen Bronkers
Association, The Bank Chartering History and Policies of the United
States' (1935), pe 1

The report "gives an impresesive revelation of hov grest a part mis-
taken public policies in the chartering of banks in the United
States played in creating the unsound banking structure vhich
finally collapsed with the Bank Holiday in March 193Z. The over-
production of banks, literclly by thousends, vhich continued over
many years in the face of insistent varnings not only from bankers
and others vho recognized the danger, but even more so from the
mounting records of bank failures themselves, is here clesrly showm
to have constituted as a vhole one of the greatest single economic
errors in the history of the Nation.t

12. A report of the Resolutions Committee of the California Benkers Association -
"One of the contributing causes of bank failures during

the period 1920 to 1935 vas the chartering of too many
banks by national and state authorities.® (3)

1/ Address before the annual convention of the American
Bankers Association, The Commercial and Finencial Chromicle,
American Bankers Convention, September 23, 1933, p. 30.

g/ The Commercial and Financial Chronicle, Section 2,

October 22, 1932, p. 60.

§/ Annuel convention, Moy 1928, The California Banker,

June 1936, p. 6l.
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13. Report of the Resolutions Committeec of the ‘rkonsas Bankers fscociation -

"One of the princinal factors vnich contributed to the
breskdorn in the American bunking systam in 1927 veos
the indiscrimincte granting of bank chortere by State
and Federal nuthorities, vhich commenced in 1200 and
continued over & period of trenty-five years. During
this period the door of banking was opened to virtual-
ly all vho sought admittance, regardiess of vhether
the particular community already hod sdequate benking
facilities, and often regordless of vhether the pro-
posed capital structure vas sufficient to provide a
fair margin of safety for depositors." ° (1)

14. Study prepared in 19827 by the Economic Policy Commission of the American
Bankers Association -

"The problem is complicated by the precence of tvo
charter-granting authorities, the nationel and the
state, vhich may be pleyed off one against the other
in doubtful cases by esger bank orgsnizers. Both
federal and state officials charged vith the adminis-
tration of the banking laws not unnaturally become
imbued with the desire that the system of benks under
their jurisdiction shall exhibit both absolute and
relative growvth. Many banks have unquestionsbly been
chartered in the belief thot a refusal vould be followed
by a more favor:ble response in the other querter." (&)

15. J. V. Pole, vhile Comptroller of the Currency in 1932 -

"¥ithin the last fev yeere ve have vitnessed one large
bank after ancther giving up ite nctionsl charter and
taking out a State charter. The motive for thus re-
moving themselves from the direct supervision and con- -
trol by the Federal Government vas undoubtedly to gain,
from the standpoint of the bank, more favorsble operat-
ing conditions., It is true they have remained vithin
the Federal reserve system. Nev restrictions by Con-
gress applicable solely to national banks must in-
evitably accentuate this movement from national to State
bank charters." (3)

(1) The Arksnsag Banlier, July 1936, p. 8.
(2) The Bank Chartcring History and Policics of the Unitod States,
Economic Policy Commission, American Banlers Association, 1935, p. 27,
(3) U, E._Congress, 72nd, lst Scssion, Hearings on Se 4115, March 1932,
Pe 423
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18. The Study Commission for Indiana Financial Institutions in 193%Z

"puthorities are unanimously agreed that the indiscri-
minate chartering of banks has been one of the major
causes for the difficulties through which we have
recently pessed.” (1)

17. Comptroller O'!'Connor, in addressing the American Bankers Association at

New Orleans in November, 1935 -

"A mad scramble to establish a bank opposite every gaso-
line station across this continent is not a situation
which can be contemplated with any degree of gsatisfac-
tion." (2)

18+ Leo T. Crowley, Chairmen, Federal Deposit Insurance Corporation -

"The failure of 14,000 banks in 13 years is unmistakable
evidence of the gross error that was made in the clmost
indiscriminate licensing of banks. We should not repect
thnt error." (3)

19. M. E. Bristow, Banking Commissicner of Virginisz, before the ennucl conven-

tion of the National Association of Supervisors of Stzte Banks

"....we have been permitting banks to be chartered in
this country like drunken scilors — certainly banks
were chartered which never had a chance to succeed." (4)

20. The Massachusetts Bank Commissioner in 1929 -

",.If tac (State bankg find that the State Legislature
is inclined to be a little harsh on them, it will be
very simple for them to convert into « national bank
znd be received with open arms." (5)

21l. The Chairman of the Senate Banking and Currency Committee, in 1931 -
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".ssofrom time to time....when we have had occesion to pro-

pose modifications of either the Federal reserve act or the
national banking act it has seemed ... that instead of creat-
ing 2 national standard of sound banking which the State sys-
tems might be induced to follow, we have introduced into the
national banking system some, if not meny, of the abuscs of the
State systems, in order to enable national banks to compete
with State banks." = (6)

(1) Rcport of Study Commission for Indiona Financial Institutions, 1932,
DPe 87

(2) Tho Bank Chartoring History and Policics of thc United States, Bco-
nomic Policy Commission, Amcrican Bankers Association, 1935, pe 6

(3) "Deposit Insurance As an Aid to Banking," The Commcrcial and Financial
Chronicle, American Banlers Convention Scetion, November 17, 1934, pe 14.

(4) Proeesdings of the National Association of Supervisors of Stato Banks,

July 1932, pe 53
(5
(6

) Ibido, 1929. Pe 850
) Us Se Congress, 7lst, 3rd Scssion, Hearings on Ss Ress 71, January
1931, pe 1le
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22. Senator Glass of Virginia -

"Whenever we tried to do something to make the nationzl
banking system sounder than it is and to put it upon =
high plan., we have always been confronted by the cbjec-
tion that thnt puts a nationel hank at a dissdvantage
with the State bank." (1)

23, In Merch 1932, o letter expressing the unanimous opinion of the Federal
Reserve Board, read to the Committeec on Banking and Currency of the
Scnate -

"....the establishment of a unified system of banking

under netional supervision is essenticl to fundament:l

benking reform." (2)
During the discussion =t the hearing it was pcinted out that competition
between the Stote and national banking systems has resulted in weakening
both steadily. At this point Senator Glass remarked:

"I think the curse of the banking business of this country
is the duzl system."

He requested the Roard to

"guggest to us a constitutional nethod of creating o
unified banking system in this country." (3)

4. Buginesg Week, a leading journal of business news -

".ee. there should be a single banking system, to end

the competition between Congress and the stute legislatures
whereby banking conditions are relaxed to meke charters
nore acceptable." (4)

(1) U.S. Congress, 72nd, lst Session, Heerings .n S. 4115,
March 1932, p. 249.
(2) Ibid., p. 358.
(3) Ibid., p. 395.
(4) "In Defense of Banks", Business leek, October 31, 1936, p. 56.
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