
EDERAL DEPOSIT INSURANCE CORPORATION

ADVANCE —  FOR RELEASE UPON DELIVERY 
May 22, 1957

“BANK CAPITAL IN A FREE ENTERPRISE ECONOMY" 

Address Of

H. Earl Cook, Chairman 

Federal Deposit Insurance Corporation

Before The

Sixty-Sixth Annual Convention

Of The

Illinois Bankers Association

St. Louis, Missouri May 22, 1957

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



Bank Capital in a Free Enterprise Beonomy

Bank capital is a subject which I am convinced continues to 

require our most serious consideration. It is my purpose in this talk 

today to suggest a new approach to the "bank capital problem.

You will observe that I have referred to the "capital problem", 

notwithstanding that a considerable segment of the financial community 

now feels that this problem has been solved. For several years there has 

been a reasonable stability of the aggregate capital margin as measured 

by the relationship of total capital accounts to total assets, likewise, 

the more definitive measures of bank capital adequacies--such as the 

capital to risk assets ratio--have been ranging within narrow limits. 

Finally the banks themselves, for tax reasons or otherwise, have accumu

lated some substantial valuation reserves that would go far to absorb 

shrinkages resulting from losses on loans or market values of bank assets.

These apparently favorable signs have resulted in a tendency to 

rationalize the existing situation as quite satisfactory, thereby over

looking the fact that there is a continuing problem of undercapitalization 

of many banks, a problem which is growing more serious year-by-year. There 

has also developed a tendency to devote attention to the more technical 

aspects of the capital question, such as advantages of one type of capital 

ratio over another, or the desirability of having preferred stock in the 

capital structure. This preoccupation with technical considerations 

unfortunately detracts from the central core of the problem.

Today I desire to talk to you about what I deem to be the essence 

of the problem, which is simply this: A sufficient volume of bank capital 

is essential if we are to retain a free enterprise banking system. Let
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us never forget that the commercial hanking system occupies the central 

and the most sensitive position in our economic system, because it provides 

by far the largest portion of the nation's money supply. This is a public 

responsibility of immeasurable importance, and it is being carried out by 

individuals whose equity in relation to the total investment of their 

respective institutions averages only about 7 percent, and in some instances 

is as low as 2 percent or 3 percent. It is true that at the moment this 

fact seems to be raising no outcry, but bankers must look to the future.

For if banicing is to continue as a free enterprise institution-- as it must 

and should— the equity of its owners must be commensurate with the 

responsibility they have undertaken.

I might observe in this connection that this responsibility for 

the circulating medium becomes of greater quantitative importance with each 

passing year. We live in a dynamic, growing economy, a fact that is 

reflected in a continuing expansion of the volume of bank assets. This means 

that the amount of bank capital must not only be sufficiently large to 

justify a free enterprise banking system, but it also means that sources 

of additional capital must be developed in order to assure that the total 

volume of capital grows by at least the same rate as bank assets.

The importance of the bank capital problem today can best be 

appreciated by reviewing briefly some highlights in recent banking history. 

Everyone will agree, I believe, that our banks as they recovered from the 

troubles of the early 1930’s were in no position to launch a capital re

building program. Losses had been heavy, business was at low ebb, and 

earning power was poor. Furthermore, there was much to be done In rebuilding 

confidence of depositors in the banking business and in convincing bank 

shareholders that investment in this type of enterprise was warranted.
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With the outbreak of World War II, the banks in this country 

were confronted by a new situation. To be sure, they had made some pro

gress from the depressed condition of the 1930's. Depositors as well as 

shareholders, with the help of the Federal Deposit Insurance Corporation, 

had begun to feel that banking was a sound business. But for the war, the 

banking community might very well have gone to the investment market for 

new capital. However, war demands not only closed the door on this 

opportunity but, in addition, led to a progressive shrinkage in the capital 

margin. At the time there was little concern over the relative decline in 

bank capital from about 10 percent to 5 percent of total assets, since 

Federal obligations were assuming a larger and larger position in the asset 

structure, reaching about 60 percent of total bank assets at the end of 

the war.

The cessation of hostilities ushered in a new epoch in banking.

No longer was it necessary for the Federal Government to call upon banks 

to finance a costly war. At the same time it was evident that the resumption 

of peacetime activities would bring about an expansion in the loan port

folios of banks. From the viewpoint of both bankers and their supervisory 

authorities it was evident that asset structures would take on a more risky 

character as holdings of Federal obligations were displaced by a complex 

of business loans. Thus, the stage was set for a situation that called 

into question bank capital margins then prevailing.

There were, however, two factors which prevented the inauguration 

of an immediate, all-out, program to raise capital. First, the transition 

years from a wartime to peacetime economy did not appear to offer a favor

able climate of investment for the sale of new bank shares. Second, it was 

recognized that, from a technical point of view, the rate of bank earnings

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



can be maximized most readily by employing only a minimum of capital.

This follows because the gross income of banks is derived principally 

from the earning power of invested assets, the acquisition of which depends 

upon the banks’ ability to attract deposits. An increment to the capital 

account in the form of new stock tends to add only its pro rata portion to 

gross operating income but may seriously diminish the per-share return.

So the owners of banks find it advantageous to operate with narrow capital 

margins.

With these two factors in mind, the banking authorities adopted 

a policy which was consistent with the wartime conceptions regarding the 

availability of funds for investment in bank shares and, at the same time, 

was acceptable to the special interests of bank shareholders. Banks were 

encouraged to bolster their capital accounts by retention of a substantial 

amount of earnings.

Certainly in the early stages of the transition period after 

the war ended it would have been difficult to build capital accounts by 

any means other than the one adopted at that time. There were bank earnings 

and it was possible to insist upon a retention of a portion in the capital 

structure. From my own experience, I know that it would not have been easy 

to sell bank shares to new investors in those years. Nevertheless, it is 

my sincere belief today that a policy that was primarily useful during the 

period of transition should have long since been relegated to a minor 

role. For the plain fact is that more than a decade has passed since 

the end of World War II but the relative level of bank capital is still 

much below the pre-war standard of 10 percent.

Bank capitalization should be viewed more broadly than in terms 

of its adequacy as appraised by bank supervisors. Nor is it sufficient
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to be primarily concerned with the narrow interests of a few bank share

holders who are seeking the advantages of trading on a thin equity and 

thereby maximizing the rate of return on net worth. Beyond these techni

cal considerations there is the fundamental question: How can we so 

arrange capitalization of our banks as to preserve the best qualities of 

our system of free enterprise banking? That is the question towards 

which I will address the remainder of this talk.

There was a time when ownership of bank shares was not only 

desirable as an investment but in addition it symbolized to the community 

the owner's stake in a type of enterprise that contributed much to the 

economic welfare of the area. When I look back upon banking as I knew it 

years ago, participation in bank ownership appeared to rest on a much 

broader base than it does today. Admittedly, it is not easy to measure 

participation in bank ownership, especially when we are talking about 

situations widely separated in point of time. Communities were much 

different then than now. They were smaller and there were not many bank 

shareholders but it seems to me that the group comprised a much larger 

portion of our capable and substantial citizens. People were sincerely 

interested in their local affairs, and I think you will agree with me 

that to some extent at least this interest stemmed from the diffusion of 

ownership in the equities of the local banks.

Why were bank shares looked upon as good investments years ago9 

The answer to this question is relatively simple. Over the decades 

earnings in banking compared favorably with other types of enterprise and 

the dividend rate on the investment was satisfactory The volume of 

business was responsive to the growth of the community and investors 

observed that one of the best ways to share in the growth was through
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participation in the ownership of1 hank shares. Taking into consideration 

the alternative opportunities and the degree of stability in the banking 

business, with its reasonable assurance of steady growth and earnings, it 

was not easy to find a better investment vehicle. Finally, the public 

generally appreciated that it was important for them to invest some of 

their resources in the shares of their local banks to assure that the 

community would have the bank credit and services so vital to its economic 

life.

All of you, I am confident, have observed the stimulating effect 

to a community of a bank that is locally owned, particularly when the 

distribution of the equity is reasonably widespread. This diffusion of 

ownership goes a long way to break down the barriers that otherwise can 

alienate a bank management from the area it serves. It is well to remind 

ourselves that a bank is a service institution and the earnings derived 

from its activities can best be disbursed in the form of dividends to 

shareholders who also are its customers.

The banking troubles of the 1930’s did much to undermine investor 

confidence in bank shares. As a consequence, the healthy relationship that 

stemmed from widespread local ownership in bank shares tended to vanish. 

However, the confidence of investors in other types of enterprise also was 

shaken during this period. To a great extent investors have now passed 

beyond this period of doubt and misgivings for most classes of securities. 

It is my conviction that this can be made also true of banking.

Sometimes I wonder if we appreciate the extent to which banks 

have turned away from the conventional sources of capital to finance 

expansion. Let me call your attention to a few points of reference.
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Generally speaking, bank assets account for about a quarter of the 

resources of all corporations in this nation. Notwithstanding the 

magnitude of banking resources, the records show that banks accounted for 

less than 5 percent of all the capital raised for corporate purposes in 

our financial markets over the period 195^-1956. These statistics 

reinforce the general feeling that banks have made virtually no effort to 

enlist the capital of investors in recent years. To be sure, bank capitali

zations have increased but the ma^jor increment has been secured through 

the reinvestment of earnings. As a consequence, there has been virtually 

no diffusion of bank ownership.

There are many ready answers to the question: Why do not banks 

compete with other corporate equity funds in the capital

market? You know the generally accepted answers to this question and so, 

do I. We are told that bank shares are unattractive from an investment 

viewpoint. Figures are cited to prove that dividends are abnormally low 

and that earning power is weak. The investment prospects immediately and 

over the long term for the bank shareholder are painted in dismal colors 

as compared with the future in store for investors who hold shares in other 

types of enterprise.

The time has come when we should reassess the prospects for 

tapping the capital market by the selling of bank shares. As a matter of 

fact, bank earnings have been pointing upward for the last few years and 

forces are at work in the direction of further improvement. Interest rates 

on loans and securities have moved to levels more or less consistent with 

the historical pattern. Furthermore, there are definite prospects for 

strengthening the earning picture by obtaining an adequate return from the 

performance of many new types of services. Moreover, the prospects for
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mechanization in the internal operations of banks promise substantial 

economies that should affect the net earnings picture. So it seems to 

me a careful study of the basic data regarding the operations of banks 

refutes the assumption of poor earning power. Actually, banks are 

turning in a good performance and they have reasonably satisfactory 

prospects.

As regards dividends, it seems to me that both the financial 

community and the bank supervisory authorities should make a constructive 

change in policy. In view of the stability in the earning power of banks,

I believe that a much higher percent of net earnings could be paid out 

in the form of dividends. This would attract investors immediately to 

shares because the return would be competitive with alternative investment 

opportunities. Bank managements should be willing to disburse substantial 

portions of net earnings in the form of dividends. What better way can be 

found to make shares attractive than to pay investors a reasonable return?

Finally, all of us should make an effort to tell prospective 

investors about the merits of banks shares. For example, how often do you 

observe a banker or a securities analyst calling attention to the fact that 

investments in bank equities are sheltered because income is derived from 

a most conservative selection of assets, namely, high quality securities 

and loans, and that since the shareholders are residual claimants they 

can expect to obtain some benefits from their leverage position in the 

balance sheet.

At this time I believe that we need a fresh view of the bank 

capital situation. I think you will agree that a widespread diffusion of 

bank ownership is not only desirable but absolutely essential for the 

maintenance of our system of independently owned banks. This system has
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proved its worth so many times that it is needless for me to make a defense 

of it now. As a matter of fact, an extension of public participation in 

hank shares would go a long way to solve many of the problems that are 

harassing the banking community today.

So, I am calling upon everyone with the best interests of banking 

at heart to join in an effort to strengthen capital structures by a means 

that, in my judgment, is best calculated to serve each individual community, 

namely, through the sale of shares on a basis that will attract both new 

money and new owners to these enterprises. To accomplish this objective, 

we would be well advised to enlist the economic interests of investors 

and the public. Investors will buy bank shares if they are made attractive 

vehicles for the commitment of funds and brought to the attention of 

prospects. The cooperation of both bankers and bank supervisory 

authorities will be needed to accomplish this objective.
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