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LETTER OF TRAWSKITTAL

To the Federal Reserve Board:

The Committee on Branch, Group, and Chain Barking transmits
herewith a history and analysis of branch banking developments in
California. The statistical series in this vélume in wmost instances
end with the year 1931.

Respectfully,

E. A. Goldenweiser
Chairman
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CHAPTER I

INTRODUCTION

California is the only State in the Union in which modern inter-
community branch banking has had a considerable development. A law was
passed there in 1909 which permitted the creation under State charter of
a state-wide branch banking system. By the end of 1931 nearly 60 per cent
of the total banking resources of the State were in the hands of institu-~
tions with banking offices in more than one town or city, and the branches
in operation comprised over two-thirds of all the banking offices in the
State., The same tendency towards larger and fewer banks, which has been
observed in Canada and other countries where branch banking has been the
predominant system, has also been evident in California, where a few
large branch organizations have grown up and are now transacting over
half of the banking business of the State.

The percentage distribution of rescurces between the single
office banks and the banks operating branches in the State on December 31,
1931, is illustrated in Chart 1. Table 1 shows the number of banks and
branches in osperation, together with their aggregate resources, according

to the same classification.
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CHART 1
DISTRIBUTION OF

BANKING RESOURCES OF CALIFORNIA
DECEMBER 31,1931
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Table 1 - Bankg and Branches in California, December 31, 1931(1)

Number of |Number of Total resources
banks branches Amount Yercentage

Unit banks (including one holding

company "group" of 18 banks with

combined resources of about

$278,000,000) 342 $ 912,626,000 2L
Banks with branches only in metro-

politan area of home office 17 33 637,975,000 17
Banks with branches in and outside

of metropolitan area of home

office 34 172(2) | _2,215,133,000{ 59

Total 393 805 $3,765, 734,000 100

(1) Data from records of Federal Reserve Bank of San Francisco, for all incorpo-
rated banks in California.

(2) Includes 3 offices of Bank of Califcrnia N. A., located in Seattle and
Tacoma, Washington, and Portland, Oregon, with resources in those three cities
of $32,187,000; but does not include one foreign branch of Bank of America
N. Te & S. A. located in London.

Of the 805 branches in operation at the end of the year 1931,
those outside the metropolitan area of the home office amounted to 5U3,
representing about 67 per cent of the total. Five banks were operating
488 of these out-of-town offices, or about 90 per cent of the total. The
resources of these five institutions amounted to about 84 per cent of the
total of all the banks operating out-of-town branches, and to nearly 50
per cent of the resources of all the banks in California.

Of the remaining 29 institutions operating out-of-town branches,
none had more than 5 offices outside its home city and 1% had only one branch
each. TFor the most part these 29 banks are located in small towns through-

out the State, and operate branches in neighboring towns. In general they

represent a type of branch banking which has been practiced in California
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for over fifty years, and in other parts of the United States since long
before the Civil War. They could hardly be described as branch organiza=
tions in the modern sense of the term, although a few of them have in the
past several years embarked upon programs of moderate expansion which may

eventually result in the more widespread aggregations of offices usually

associated with the branch banking system. At all events, the development
thus far hes been accomplished, through mergers and the direct establish-

ment of new offices, mainly by the five largest branch organizations named

in Table 2.

Table 2 = Principal Branch Organizations in California
December 31, 1931

Home Home Oute Total
Name of bank office city of—-town.b][_amhs Resources
location branchos | wanches :
3ank of America N. T. & S. A. | San Francisco Ll 300 34l 1$ 914,199,000
lank of America San Francisco - 63 63 55,859,000
(Under same ownership and
control as Banik of America
N. T. & S. A.)
Jecurity-First National Los Angeles 68 57 125 540, 145,000
\merican Trust Company San Francisco 35 58 93 250,403,000
Jalifornia Banlk Los Angeles Ll 10 54 100,126,000
111 other branch operating
banks(1) 1 _55 126 992,366,000
Total branch operating
banks 262 543 g05 | 2,8%3,108,000
'nit banks - - - 912,626,000
Total all banks $3,765,734,000

1) Includes 3 offices of Bank of California N. 4., located in Seattle and Tacoma,
Washington, and Portland, Oregon, with resources in those three cities of
$32,187,000; but does not include one foreign branch of Bank of America N. T. &

S. A. located in London.
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Of necessity, the foregoing description represents a mere sketch
of the banking structure of California. Underlying the present si"uation
and containing large but uncertain potentialities for the future, ars a
number of complex economic and political forces and tendencies. These
arise out of the fact that the banking system of the State during the past
fifteen to twenty years has been, and probably still is, in a state of
transition. It did not develop originally as a branch banking system, as
in Canada, but as an independent unit system, as in other sections of the
United States. The present intercommunity branch organizations, more-
over, were for the most part built up, not by the establishment of new
offices, but by the conversion of existing independent unit banks into
branches.

Another source of complication in the present situation is the
fact that California, like all the other States, has three separate cate-
gories of banking institutions. There are first, those banks which are
operating under national charter and are compelled by law to be members
of the Pederal reserve system; second, those operating under State charter
which have voluntarily become members of the Federal reserve system; and
third, those operating under State charter which have not become members
of the Federal reserve system. All three categories are represented among
the great branch operating banks of California, and no little confusion
has resulted from the sometimes conflicting legal and administrative regu-
lations under which they perform their functions. To add to the difficulty
of a clear understanding of the situation and a dispassionate appraisal of
branch banking on its merits, the whole subject has been further confused

by controversy, much of which has had to do not with branch banking as such

Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed.org/

but with the methods employed to build up certain branch organizations.

Branch banking in California, however, has attained to fear more
than local significance; it has assumed first-class national importance.
The most immediate reason for this is the situation which involves the
national banking organization and the Federal reserve system. Of equal
or greater importance, however, is the fact that in California the develop-
ment of modern intercommunity branch banking has taken place under American
conditions. The growth of the system in that State constitutes therefore
an important fund of experience, especially with respect to the problems
involved in effecting a transition from one type of banking structure to
another. This is true, primarily, for the reason suggested above, that
modern branch banking began to develop in California after the existence
in the State for over half a century of the same predominant type of inde-
pendent unit banking common in the rest of the country.

The experience of California may not be expected always to fur-
nish desirable criteria for legislation and banking practice for the country
as a whole; it has dovbtless provided certain object lessons in what to
avoid. It is important, therefore, as far as possible to disentangle and
make comprehensible the confused elements underlying the existing banking
structure of the State. The discussion which follows is an attempt to
accomplish this purpose.

In order to do so it will be necessary first to set forth some-
thing of the history and the economic background of banking in California.
If possible, it should be made clear whether there was any special reason
way branch operation should attain its fullest development in California

rather than in some other State. To complete the background, it will be
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of advantage to present a summary and analysis of the principal provisions
of the Bank Act of 1909 and the subsequent revisions and amendment: there-
of. The second part of the discussion will deal with the adminis’zalion
of the law and the rapid development of branch banking; the sometimes con-
fused relationship of California banking to the national banking system
and the Federal reserve system; and with certain of the spectacular finan-
cial operations associated with the growth of the existing branch organiza-~
tions. The third and last part of the discussion will be an attempt to
appraise the system of branch banking as developed this far in California
from the point of view of its safety and of its service to the economic

community.
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CHAPTER II

THE HISTORICAL BACKGROUND

California sprang into existence as a full fledged political
entity almost overnight, following the gold rush of 1849, Thrown together
from all over the two American continents and from Europe and Asia, its
people brought with them nearly every kind of sccial and economic custom
and doctrine known in the world. At the same time, their contact with the
great Eastern centers of population of the United States was subject to
two or three weeks'! delay by the fagtest means of communication then in
existence, Thus isolated from the rest of the country, they were obliged
to set to work with the human and material resources at hand to fashion their
commonweal th. The predominant element of the population was American, and
the political traditions were thus largely the same as in the East, but to
an extent that has not always been fully realized elsewhere, California
repeated the experiences of the Colonists of two hundred years before and
became almost a new nation, with characteristics along many lines, economic,
social, and cultural, which have continued well into the twentieth century.

Gold was the first great source of prosperity, but it did not
turn out in the long run to be the most important. With the passage of time
discovery was made of the extraordinary extent and variety of the potential
agricultural wealth of the new State. Its soil, in different regions, was
adapted to the profitable growth of nearly every food product of the North
American Continent, from the grain of the northern latitudes to the subtropi-

cal and tropical fibres and fruits of the south. Other minerals, to prove

-8 -
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ultimately of greater value than the gold deposits, were found from time to
time, notably the immense quantities of oil, From almost every point of view,
the early Californians, perhaps without fully realizing it, were beginning the

development of one of the richest areas on the face of the earth,

Hard Money and Private Bankers

California's early banking history differs essentially from that of
most other sections of the United States.(l) Whereas in the East and Middle-
west the chief incentive to the starting of banks was the possibility of issu~
ing paper currency, this motive was never allowed to exist in California. The
State came into the Union in 1850, after the sudden growth of population in
1848 and 1849, without passing through the preliminary stage of an organized
territorial government,(2) and its constitution forbade the issue of bank

notes for circulating purposes.(s) The reason for this prohibition was no

(1) Most of the material for the following sketch of the rise of banking
in California has been taken from History of Banking in California,
by Ira B. Cross, and from Banking in California 1849-1910, by Benjemin
C. Wright.

(2) The area was under the jurisdiction of a military governor from the time
of its acquisition in August, 1846, until organized under a State consti-
tution on November 13, 1849, California was admitted to the Union on
September 9, 1850,

(3) Sections 34 and 35 of Article IV of the original constitution were as
follows:

"Sec, 34 The Legislature shall have no power to pass any
act granting any charter for banking purposes;
but associations may be formed under general laws
for the deposit of gold and silver., But no such
association shall make, issue, or put in circula-
tion, any bill, check, ticket, certificate, nromis~
sory note, or other paper, or the paper of any bank,
to circulate as money. '
"Sec. 35 The Legislature of this state shall prohibit, by law
any person or persons, association, company, or corpo-
ration, from exercising the privileges of banking, or
creating paper to circulate as money."
Apparently the term "banking" was meant to refer only to the business of
lssuing currency, since this was generally looked upon at the time as the
characteristic activity of banking.
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doubt the prevalence of wildcat banking in other States and the resulting
wide circulation of all kinds of paper currency, much of it of doubtful value
or entirely worthless. California could dispense with the convenience of
paper money because her principal industry at that time was the mining of
gold, much of which entered into immediate circulation as currency. At first
it circulated in the form of bullion or dust at around $16 per ounce, and
privately manufactured $50 slugs. In 1854 a branch of the United States mint
was established at San Francisco, and for more than sixty years thersafter
gold coin remained the principal circulating medium in the hands of the people
of the State.

For the most part the banking business of the eighteen-fifties was
confined to San Francisco, which was the principal commercial center of the
Pacific Coast. A number of private bankers were operating in Sacramento, how-
ever, and in some of the larger mining camps. One of these, later to play a
prominent part in the financial development of California, was D. O. Mills, a
merchant of Sacramento, who opened a private bank there in 1850,

The earliest banks generally were little more than privately owned
places for the safe-keeping of gold. Since a fairly good iron safe was about
the only material requirement, and the more prominent merchants and some of
the express companies already had these, they became bankers for the con-
venience of their customers, Very soon, however, a number of genuine, though
primitive and rudimentary, private banking institutions commenced operations,
They accepted deposits and made loans, usually at very high rates of interest,

bought and sold foreign exchange, and performed other elementary banking func-
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tions. Several of these were express companies, notably Adams & Co,, Palmer,
Cook & Co., Page, Bacon & Co,, and Wells, Fargo & Co., the latter now still
existing as one of the great banks of San Francisco.(l)

Many of the early institutions called themselves savings banks,
or indicated in some manner that their primary purpose was the safeguarding
of the money entrusted to them. Thus at the beginning was emphasized another
feature of banking in California which has been one of its distinguishing
characteristics ever since, the predominance of savings banking alongside of
and often in conjunction with commercial banking.

Because of the legal prohibition of the issue of paper currency,
many of the worst features of wildcat banking were entirely avoided. 3But
the early banks nevertheless soon encountered the difficulties which might
have been expected from their wushroom growth and their often inexperienced
management. In 1855 most of the express company banks closed their doors,
some of them only temporarily., They were followed in short order by practi-
cally all the private banks in San Francisco. Of the express company banks
only the Wells Fargo institution appears to have survived the difficulties of
this and the following year, Several of the suspended private banks subse-
guently reopensd and continued as before, but the heyday of uncontrolled and
sometimes irresponsidle private banking was coming to the end of its brief
existence. Soon after the epidemic of failures in 1855 began the development

in California of what might properly be described in growing degree as a

(1) Chartered as Wells Fargo & Co., Banking and Express, in 1852 under laws of
New York; nationalized in 1905 by merger with Nevada National Bank; con-
verted to State charter (California) in 1924 when merged with Union Trust
Company.
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genuine banking system.,

Incorporated Banks

The early laws of California provided for the chartering of cor-
porations similar to those existing in other States; but the few elementary
provisions they contained with respect to banks were of a negative char=
acter.(l) Additions were made from time to time to the general corporation
laws for the regulation and supervision of the banking business, but there
was no comprehensive body of special legislation on the subject until the
passage of the Bank Act in 1909, Meanwhile, as ecarly as 1857 banks began to
incorporate, and from that time forward banking became more and more a business
to be engaged in only by corporations., The first institution to be incorpo-
rated was the Savings and Loan Society of San Francisco, which was followed
two years later, in 1859, by the Hibernia Savings and Loan Society(e) in the
same city. A few years later the movement began to spread to the other towns
of the State, corporate charters being granted in 1867 to banks in Sacramento,
Oakland, and Stockton, Thereafter the growth of incorporated banking under
the State law, both in San Francisco and in the interior, continued apace with
the development of industry and commerce, although with the setbacks and dif-
ficulties to be expected from the ups and downs of business.

Following the failureg incident to the depression of 1873 a law
was passed in 1876 compelling "every corporation and all persons and every

person hereafter doing a banking business in this state"(3) to publish

(1) See footnote 3, p. 9.

(2) The Hibernia Savings and Loan Society was originally incorporated as a
stock company, but was changed to a mutual basis in 1864 under a law
which had been passed by the legislature in 1862, It is still in
operation as one of the important banks of San Francisco and is the
only mutual savings bank in California.

(3) statutes of California,
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gemiannual statements of condition, Two years later a board of bank com-
missioners was set up, to supervise all incorporated institutions, and in
1887 private banks were required to submit to the board their statements

of condition at the same time as the incorporated banks. In 1905 the private
banks were brought fully under the supervision of the commissioners, after
which some of the remaining ones applied for charters and became incorporated
institutions, while the others played a gradually diminishing role in the
banking system of the State., Finally, under the Bank Act of 1909, they were
required to incorporate or retire from business.

Prior to 1863 all the incorporations were of savings banks, the
commercial banking needs of the commnity being met mainly by private bankers.
In that year, however, permission was granted savings banks to transact com~
mercial business, Then began the development, in numbers which were to in-
crease steadily for fifty years, of institutions classified as commercial
banks. Wells, Fargo & Company, incorporated under the laws of New York, had
been carrying on a commercial business in San Francisco since 1852, but the
first California corporation chartered for this class of business was the
Pacific Accumulation Loan Company(1l) of San Francisco in 1863, which was
followed in 1864 by the Bank of California., The latter, still in existence
under the name of Bank of California N, A.,had as its first president D, O.
Mills, previously mentioned in connection with the first bank started in

Sacramento, Of the many other institutions which were incorporated in sub~

(1) Name changed to Pacific Bank in 1866, According to the Mercantile Trust
Review of the Pacific for June 15, 1924, the Pacific Accumulation Loan
Company was chartered in 1863 as a savings institution, lster changing its
operations to those of a commercial bank, "But the Bank of California,
organized in July 1864," the Review declares, "was the first concern to
be incorporated as a purely commercial bank under the general laws of the
State governing business corporations."

Federal Reserve Bank of St. Louis



- 14 -

sequent years as commercial banks, a considerable number advertised and
carried on a savings business as well., In 1900, and again in the year pre-
ceding the Bank Act of 1909, the distribution of banks and banking resources

of the State was reported as follows:

Table 3 - Distribution of Banking Resources of Californiall)

1900 1908
Tyne of institution Number Resources Number Resources
of Per cent of Per cent
bankg | Amount of totall bamks | 00Ut For total
State savings banks 53 |$173,873,000 4.9 134 $277,815,000 34.7
State commercial banks 171 123,217,000 31.8 349 233,442,000 29.1
Private banks 19 2,798,000 0.7 16 3,861,000 0.5
Foreign banks 7 23,278,000 6.0 7 23,914,000 3.0
National banks 37 64,417,000 16.6 143 262,217,000 32,7
Total 287 |$387,583,000 100.0 649 $801,249,000| 100,0
: i

(1) Prom a tabulation in the Bignteenth Annual Report of the Superintendent of

Digitized for FRASER
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Banks, 1927, p. xiv,

From 1909 until 1913 both the number and the resources of State
incorporated banks increased steadily, the number reaching 548 in the latter
year and the resources $705,871,000, Afterwards the number began to decline,
but the resources continued to increase steadily and rapidly until 1926, when

a maximum was reached of $2,662,558,OOO.(2) Meanwhile, the Bank Act had been

passed, and the modern State system was taking form.

Foreign Banks and Brancheg

Another feature of some importance in connection with the present

(2) a1 figures in this paragraph from a tabulation in the Eighteenth Annual
Report of the Superintendent of Banks, 1927, p. xx.
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discussion of banking in California was the early existence of foreign banks,
or branches of foreign institutions, all doing business in accordance with
the State law, This resulted, no doubt, nartly from the cosmonolitan char-
acter of the growing city of San Francisco and its accessibility by sea to
the great centers of wealth and population of the old world, partly from the
influx of foreigners with wider commercial banking experience than was usually
possessed by the American inhabitants during the pioneer period, and partly
from a certain lack of c¢larity in the early California laws with respect to
the chartering of banks. During the years 1863-1865 as many as five finan-
cial institutions operating under British charter opened branches or agencies
in San Francisco.(l) Two of these were withdrawn or liquidated in 1866, Two
others were in effect branches of Canadian banks, although chartered in En-
gland., The latter have since becen consolidated with other Canadian banks
which have continued to operate them without interruption. They arec now
branches of the Canadian Bank of Commerce and the Bank of Montreal, respec-
tively. Their busincss has been reduced to that of agencies dealing in ex-
change, letters of credit, etc., although each of the Canadian tanks referred
to owns a separate bank in San Francisco, operating under State charter. The
fifth British institution to establish an agency in California during the
Civil War period was the London and San Francisco Bank, which continued in
operation until 1905, when its banking business on the Pacific Coast was pur-
chased by the Bank of California. It was through this transaction that the
latter, while a State bank, acquired three branches in Portland, Oregon, and
in Seattle and Tacoma, Washington, which were retained when the bank entered

the national system in 1910C.

(1) 1ra B. Cross, History of Banking in Califorsia, pp. 256-258.
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Several other foreign banks or branches were subsequently estab~
lished, notably the Anglo-Californian Bank, Limited, the London, Parig and
American Bank, Limited, the San Francisco brancheg of the Hongkong and
Shanghai Bank, and the Yokohama Specie Bank. The two first named were incor-
porated in England in 1873 and 1884, respectively. Both continued in business
separately until 1909, when they were merged to form the Anglo and London
Paris National Bank, thus becoming legally, as well as in fact, an American
institution. The two last named are still in operation as branches. Some
of the institutions chartered abroad operated and still operate chiefly in
the field of foreign exchange, Others, however, carried on a general commer-
cial banking business. Up to the end of the nineteenth century, in fact, a
considerable proportion of the total commercial banking business of San Fran-

cisco was carried on by institutions operating under foreign charters.

National Banks

No national banks were established in California until after 1870,
Even then, because of the disinclination of the public to accept the paper
currency of the United States or of the national banks (which at that time
was not redeemable in specie), a special act of Congress had to be passed,
authorizing the issue of gold notes repayable in gold coin by the issuing
bank on demand, before any banker in Californis could be induced to take out
& national charter, The first one to be opened for business was the First
National Gold Bank of San Francisco, in 1871, which was later to become the
important First National of that city. This was followed in 1872 by the

National Gold Bank of D, O, Mills & Co., in Sacramento, an institution
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finally merged in 1925 with the California National Bank in Sacramento under
the title of the latter. By 1880 ten of these national gold banks were oper-
ating in the State. Following the resumption of specie payments in 1879 by
the United States Treasury, these institutions dropped the word 'gold" from
their names and became ordinary national banks like those existing in other
States. By 1900, as shown in Table 3 above, the number in operation had
reached 37, and their resources were about 17 per cent of the banking re=
sources of the State. Ten years later the number had increased to 187, and
they accounted for about 42 per cent of the State's banking resources. By
1920 the number had reached a maximum of 305, It was not, however, until
after the passage of the McFadden Act by the Congress of the United States in
1927, that as a result of conversions the resources of the national banks in
California overtook and surpassed those of the banks operating under the State
laws.,

Many of the national banks, from the beginning, were formed by the
conversion of State or private institutions. This was particularly true dur-
ing the ten years following 1900, when the National Bank Act was changed to
permit the chartering of institutions with $25,000 of capital stock. Later
on, there were several conversions back and forth from State to national and
from national to State charter, as one or the other system appeared to offer
greater advantages, It was, in fact, this shifting from one jurisdiction to
another, together with the rise of problems in connection with branch opera-
tion and other developments, which contributed largely to the tangled story

of banking in California to be dealt with in later chapters of this discussion,
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Branch Banking

Previous to the passage of the Bank Act of 1909 branch baunking was
practiced in several other States on a much larger scale than in Ca.ifornia,
notably in Virginia, North Carolina, Maryland, and South Carolina.(l) 4s
pointed out above, however, two Canadian banks (operating under English char-
ters) had branches in San Francisco as early as the period of the Civil War,
and their existence appears to have been taken as a matter of course. ILike-
wise, some twenty years later in the interior of the State, the private bank-
ing firm of Rideout and Smith, located at Marysville, was operating btanks in
five other towns, Gridley, Oroville, Willows, Chico, and Sacramento.(e) They
were all connected by private telephone(3> and administered either as a branch
system, or possibly more after the manner of a modern group. At all events,
the development does not seem to have occasioned any comment on the subject of
branch banking. In 1890 the firm was incorporated as the Rideout Bank, and
apparently some of the branches were afterwards discontinued or otherwise dis-
posed of, since in 1905 the bank was operating only one "agency," at Gridley.

Apart from numerous agencies of express companies in mining camps
for twenty years or so after the gold rush, the Rideout and Smith firm appears
to have been about the only bank to operate branches in California until after

the end of the century.(4) Doubt as to the legality of the "agency" principle

(1) See Committee on Branch, Group, and Chain Banking, Branch Banking in the
United States.

(2) S. D. Southworth, Branch Banking in the United States, 1928, p. 30.

(8) 1piq.

(4) The Bank of California, while it had no branches in California, was
operating several in Nevada at the close of the century. These were

later discontinued, although in 1905 the Bank of California acquired
three branches in Oregon and Washington, which are still in operation.
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has been suggested as the reason why the first example of this kind of bank-
ing was not more quickly followed.(l) Doubt was removed, however, by two
opinions handed down by the attorney general, in 1903 and 1905, to ithe effect
that corporations, including banks, could establish agencies for all practi-
cal purposes wherever they liked within the State. Afterwards there was
moderate progress in the opening of branches until the passage of the Bank Act
in 1909, when 19 "agencies'" were in operation throughout the State.(e) The
majority of these were owned by country bvanks, operating one branch apiece in
neighboring villéges or towns.,

Meanwhile a certain sporadic development of city branch banking had
occurred in San Francisco, following the earthquake and fire of 1906, Most
of the bank buildings had been destroyed, and after the debris was cleared
away and the vaults were cool enough to be opened, temporary quarters had to
be found in the less damaged residential sections of the town. Several of-
fices were thus established, and some of them appear to have been retained
after business was resumed at the main office, According to the annual re-
port of the board of bank commissioners for 1908, there were then 8 branches
in San Francisco altogether, and 11 in the remainder of the State, On the
other hand, Wright, in referring to the establishment of branches after the
calamity of 1906, declares that ", . . . before the close of 1909 practically
all of these branches were abolished and the business centered once more at

the main office,"(3) At all events the facts do not appear to warrant the

(1) Nineteenth Annual Report of the Superintendent of Banks, 1928, p. 30.

(2) Ibid.
(3)

Benjamin C. Wright, Banking in California, p. 142.
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commonly repeated assertion that the catastrophe of 1906 was the principal

cause of the rise of braanch banking in California.
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CHAPTER III

CALIFORNIA'S BANKIHNG LAWS

A spectacular bank failure in the autumn of 1907 appears to nave
been the event chiefly responsible for California's Bank Act of 1909, This
was the collapse of the California Safe Deposit & Trust Company, of San
Francisco, the largest of some 32 State incorporated institutions and 1l
private banks which were suspended during the panic and depression of 1907
and 1908. Just before its suspension the bank had established several
branches in the city, in an effort to obtain additional deposits and thus
stave off failure, The circumstances surrounding the closing of this large
and apparently sound institution, involving the loss of all but $2,500,000
of its $12,600,000 of resources,(l) were such as to arouse widespread in-
dignation and to precipitate a growing realization that the laws of the
State were seriously deficient in the matter of banking regulation and super-
vision. A committee was appointed by the legislature, with instructions to
make a study of sound banking in other States and countries, and to recommend
remedial measures,

The legislative committee, in collaboration with a2 committee of
the California Bankers Association, appears to have made a very thorough
examination of the banking laws, not only of the United States and the various

individual States, but of Canada and other countries as well., 4As a result

(1) Eighteenth Annual Report of the Superintendent of Banks, 1927, P. XV,
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of its deliberations a law was drafted, incorporating many of what were
considered the most desirable provisions of existing statutes elsewhere

and certain additional features deemed necessary to meet the special require-
ments of California. The law was passed in the spring of 1909 and became
effective on July the first of the same year. It will not be necessary to
present here a detailed summary of this legislation, since the text of the
law itself is readily available, but only to outline its provisions for

branch banking and to examine certain aspects of the remainder of the act,

Provisions for Branch Banking

An interesting feature of the provisions for branch banking under
the California law is that they appear to restrict a privilege already in
existence before the passage of the Bank Act of 1909« Up to that time, as
pointed out in the preceding chapter, there was nothing in the corporation
law to prevent banks from operating offices or "agencies'" wherever they
liked within the State; although the board of bank commissioners could in
fact regulate the establishment of branches, through their power to grant
or withhold a license to conduct a banking business in a given locality.
Section 9 of the Bank Act, on the other hand, with revisions up to the end
of 1931, reads as follows:

"No bank in this state, or any officer or director thereof,
shall hereafter open or keep an office other than its principal
place of business, without first having obtained the written ap-
proval of the superintendent of banks to the opening of such
branch office, which written approval may be given or withheld
in his discretion, and shall not be given by him until he has
ascertained to his satisfaction that the public convenience and
advantage will be promoted by the opening of such branch office;
provided, that no bank or any officer or director thereof, shall
open or maintain any such branch office unless the capital of
such bank, actually paid in, in cash, shall exceed the amount
required by this act by the sum of fifty thousand dollars for
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each branch office opened and maintained in the place where
its principal business is transacted; and provided, that for
each branch office opened or maintained by any banik, other
than a bank transacting only the business described in sec-
tion 6 of this act (trust companies), in any place in this
state other than the place where the principal business of
such bank is transacted, the capital of such bank, actually
paid in, in cash, shall exceed the amount required by this

act in the sum required by this act for every bank hereafter
organized in the place where each branch office is to be opened
or maintained, exclusive of the capital required for a trust de~
partment; and provided, also, that for each branch office opened
or maintained by any corporation waich has power to transact
only such business as is described in section 6 of this act or
in section 453x of the Civil Code (trust companies), in any
place in this state other than the place vhere the principal
business of such corporation is transacted, the capital of
such corporation, actually paid in, in cash, shall exceed the
amount required by this act in the sum of fifty thousand dol-
lars; and provided, further, that no branch office may be dis-
continued without the previous written approval of the super-
intendent of banks.

"Every bank, before it opens a branch office, shall ob-
tain the certificate of authority of the superintendent of
banks for the opening of each of said branch offices. The
applicant shall pay for such certificate a fee of fifty dol-
lars; provided, however, that, in order to encourage saving
among the children of the schools of this state, a bank may,
with the written consent of and under regulations approved by
the superintendent of banks and, in the case of public schools,
by the board of education or board of school trustees of the
city or district in which the school is situated, arrange for
the collection of savings from the school children by the
principal or teachers of such schools or by collectors. The
principal, teacher or person authorized by the bank to make
collections from the school children shall be deemed to be the
agent of the bank and the bank shall be liable to the pupil
for all deposits made with such principal, teacher or other
person, the same as if the deposits were made by the pupil
directly with the bank.,

"Every bank and every such officer or director violating
the provisions of this section shall forfeit to the people of
the state the sum of one htundred dollars for every day during
which any branch office hereafter opened shall be maintained
without such written approval."

At first glance the language of Section 9, which down to the first

"provided" is the same as the original law of 1909, would seem to indicate
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an intention to curb the future growth of branch banking in California,

But the very brief discussion of the subject by the legislature at the time
the act was passed affords no reason to believe that the far-reaching changes
witich were to occur in the banking structure of the State were anticipated
or even suspected. During the several years preceding enactment of the act
of 1909, three State banks conducted by people of Japanese origin, having
branches in some of the larger cities, had failed, Uloreover, the rapid ex-
pansion of the California Safe Deposit & Trust Company, through the opening
of city branches, had caused a scandal., The original provision appears to
have been incorporated in the law, without debate, to take account of the
situation then existing and to add certain safeguards against the abuse of
the privilege of operating brancnes on the small scale already common in
various regions of the State, It is possible that some members of the
legislature, familiar with the practice of branch banking in Canada, may
have foreseen and considered desirable sometiing of the development which
has since taken place, but no positive evidence to this effect has been
discovered, Whatever the exact intentions of the legislature, however, the
Bank Act of 1909 did in fact specifically provide that branch banking as
previously practiced might contimue to be extended, under definite super-
vision and control, to operation on & state-wide scale.

It will be observed that the superintendent of banks is vested
with power to give or withhold approval for the establishment or maintenance
of a branch, in his discretion. Tihere is no qualification of this power,
except that he shall not give his approval "until he has ascertained to his
satisfaction that the public convenience and advantage will be promoted by

the opening of such branch." MNorcover, by a decision which will be discussed
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more fully in the next chapter,(l) the Supreme Court of California has
declared that this section of the law means exactly what it says.

The additional capital requirement for the opening of eauh new
branch, apart from the minimum of $50,000, is based on Sections 19 and 23
of the act as amended up to the end of 1931, The former lays down the
minimyn paid-up capital and surplus for commnercial and savings banks, or
departments, in percentages of deposit liasbilities, exclusive of lawfully
secured public moneys. For commercial banks (or departments) the require-
ments are 10 per cent of any amount up to and including $1,000,000, and
5 per cent of any amount exceeding $1,000,000, For savings banks (or de-
partments) the minimum is as follows: 10 per cent of any amount up to and
including $1,000,000; 5 per cent of any amount exceeding $1,000,000, up to
and including $3,000,000; 3 per cent of any amount exceeding $3,000,000, up
to and including $25,000,000; and 1 per cent of any amount exceeding
$25,000,000. Section 23, in conjunction with Sections 60 and 82, prescribes
a minimum capitalization of $50,000, plus a "surplus and contingent fund
equivalent to 25 per cent of sucn capital stocik," for any bank, whether
commercial, savings, or combined commercial and savings, "excepting that
any savings bank organized without capital stock must have a reserve fund
of at least $1,000,000."(2) This minimum of $50,000 applies in towns and

cities of up to 25,000 inhabitants, It is increased to $100,000 for cities

(1) see aiscussion of tne de novo rule, pp. 45-49 and 53-56.

(2) This exception appears to have been made only for tie purpose of
legalizing the position of mutual savings banks already in existence
and having at least $1,000,000 of reserves; since it would be hardly
possible for a new bank witnout capital stock to commence business
with such an amount of reserves,
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of population ranging from 25,000 to 100,000; to $200,000 for those of from
100,000 to 200,000; and to $300,000 for cities of over 200,000. If a trust
department is included, the paid-up capital and surplus must be increased
by $100,000 in all towns and cities of up to 100,000 inhabitants, and by
$200,000 in cities of 100,000 and over.

The additional capital requivement for ew brancines based on a
percentage of deposit liabilities, unless they should include trust depart-
ments, does not represent any burden for a bank large enough to operate a
large scale branch system. Altiough the total requirement must be calcu-
lated on the basis of a separate total of deposit liabilities for each city
or town, no capital need be assigned to any particular branch. In effect,
therefore, under this provision a bank with deposit liabilities of over
$1,000,000 is required merely to maintain paid-up capital and surplus of
only 5 per cent (or less, in the case of savings banks or departments with
deposits of over $3,000,000) of combined deposit liabilities of all its
brancaes or offices in excess of $1,000,000.

On the otner hand, the additional capital requirement based on
the size of the city or town migut act as a detervent to a bank in the open~
ing of new brancnes in a large city other tnan that of its principal place
of business. A bank in San Francisco, for example, desiring to establish
a large number of branches in Los Angeles, would have to increase its re-
quired minimum of capital funds by $300,000 for each such branch; and unless
the offices were fairly large, say witi deposits of over $3,000,000 apiece,
the ratio of required capital funds to deposit liabilities of the parent

institution might become high enougn to call a halt to the program,
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The foregoing provisions of the California law, as already noted,
are those in effect at the end of 1931, Several changes, of varying impor-
tance, were made in tihe intervening period after 1909, One of tue st im-
portant was an increase in the minimum capital requirement for all banks and
branches from $25,000 to $50,000. Another was the stipulation descrived
above, of additional capital for new out-of-town branches equivalent to the
amount required for unit banks in the towas or cities concerned. The re-
mainder were for the most part concerned with matters other than branch bank-
ing, referring to such subjects as the allocation of the expenses of maintain-
ing toe State banking department, examination procedure, and the like, In all
essentials the provisions for branch banking have remained much the same as

originally enacted in 1909.

Methods of Acquiring Branches

As emphasized in preceding chapters, California had in 1909 a
fully developed unit bank service, with only a few scatiered banks taroughout
the State operating one or two branches each in near-by villages or towns,
It was tnerefore possible that any institution wishing to develop an exten-
sive branch organization might encounter difficulty in convincing tne super-
intendent of banks that the "public convenience and advantage" would "be
promoted! by the opening of new branches to augment existing banking facili-
ties., Clearly under such conditions the simplest method of procedure was
to buy up existing independent banks and operate them as branches.

While the California law prohibits the purchase or ownership of

the stock of one bank by another,(l) a bank may nevertheless sell its

(1) Bank Act, Section 37, as amended 1931. Exceptions are provided "to
prevent loss to the bank on an obligation owned or on a debt previously
contracted in good faith"; and for the purchase under certain conditions
of tne capital stock of joint stock land banks.
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assets %o another,(l) consolidate with another,(z) or merge with another.(3)
In each instance the consent of the holders of two-thirds of the outstanding
capital stock must be obtained before the transaction can be completed, and
provision is made to indemnify any dissenting minority stockholders by means
of an impartial appraisal of the value of taeir interests. iWhen the assets
are sold, the purchasing bank assumes also the liabilities (except to tae
stocknolders) of tne selling institution. The shell of the latter can then
be liguidated and application made to the superintendent of banks for per-
mission to operate a brancih., In the case of consolidation under the Cali-
fornia law, two or more institutions simultaneously relinquish their char-
ters, form another corporation embracing the assets and liabilities of all,
and apply for permission to continue the business of all but one of them asg
branches of tne new bank. A merger involves procedure essentially similar
to that of a consolidation, but technically one bank is simply swallowed up
by another, the first relinguishing its charter and losing its identity,

the second contimuing without cnange of charter.

Various combinations of the methods outlined above, as well as
certain new devices, have been employed from time to time for the legal ac-
quisition of branches througn the conversion of independent banks., These,
however, are properly a part of the developments reserved for discussion in
later chapters., It will be sufficient here to remark that all three of the
sections of the act of 1909 permitting the acquisition of banks appear to

have been designed for purposes other taan the spread of branch banking,

(1) Ibid., Section 31,
(2) 1bid., Section 3la,
(3) Ivid., Section 31b.
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The Bank Act--General Provisions

Two features of a general nature distinguisied the Bank Azt of
1909, The first was its comprenensive severity, coupled with arrangements
for such changes as aight later prove to De desirable; the second was its
provision for the complete segregation of tae commercial, savings, and trust
departments of such banks as carried on those classes of business,

The severity of the act was deliberate, designed to provide against
every sort of abuse of the privilege of conducting a banking business which
had ever occurred in California or elsewnere. At the same time, however,
in order to permit the modification of such parts of the law as might prove
unnecessarily restrictive, and above all with the view to ensuring its
adaptability to the future economic development of the State, provision was
made whereby changes in the act might be recomrended and considered by the
legislature every two years.

A State banking department was establisiied, to supersede the former
board of commissioners, and a superintendent of banks was vested with the
requisite power and responsibility for the enforcement of the law. This of-
ficial, who since 1911 has been appointed by and holds office at tihe pleasure
of the governor of tae State,(l) is also required to submit recommendations,
with his annual reports, for the biemnial revision and amendment of the act,
On the part of the banks of the State, tne California Bankers Association
soon after tne passage of the law of 1909 set up a legislative committee of
its own, to consult and advise with the superintendent of banks in the matter

of recommending changes in banking legislation., Thus, theoretically at least,

(1) The original Bank Act of 1909 provided a definite term of U years for
tne superintendent of banks and required tuat he should be a man of
tested banking experience. An amendment of 1911 left both the term of
office of the superintendent and his qualifications to the discretion
of the governor of tue State,
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adequate. provision was made at the outset for the maxXimum of safety for tne
State's banking systea and for steady progress, under expert guidance, to-
wards perfection for its banking laws,

Depar tmentalized banking was made one of the fundamentals of the
act, primarily in ordexr to provide protection for savings deposits. This
measure was emphasized, no doubt, bvecause of tae traditional impostance of
the savings business in California baniing. The law, waich in this respect
nas remained essentlally uncaanged, requives that any commercial bank ac-
cepting savings deposits siaall maintain, as a part of the same corporation,
waat is in effect a separate bank., Section 27 stipulates that "All aoney
and assets belonging to eaca department, whetincr on hand or with otaer banks,
and tne investrents made, siall be aeld solely for tie repayment of the de-
positors and otaer claimants of eaca sucia department, as nerein provided,
until all depositors and otner claimants of each such department suall aave
been paid, and tiue overplus tnen remaining shall be applied to any other
liabilities of such bank,"

The most detailed, as well as the most restrictive provisions of
the law, apply to savings banks, and equally to the savings departments of
departmental banks., Among other things, their funds, whetiier obtained from
depositors or sharenolders, may be invested in bonds or other securities,
but only of certain specified classes. Only those securities may be pur-
cnased w.aicn have been certified by tae superintendent of banks as meeting
tne requivements of tae law, Ioans may be anade only "on adequate security
of real or personal property, and no suca loan shall be made for a period

longer taan ten years."(l) Bankers' bills or acceptances, as well as com-

(1) Bank Act, Section 67. 4ll quotations from the act are from the text
as amended, 1931,
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mercial paper, may be purchased or discounted, but only on conditions similar
in effect to those applying to such operations by the Federal reserve banks.

Commercial banks, or commercial departments, are permitted to per-
form the usual functions authorized for such institutions by the laws of
other States and by the National Bank Act., An interesting additional authori-
zation, in view of the definite segregation of the savings function, is the
provision that up to 35 per cent of the total assets of a California commer-
cial bank or commercial department may be loaned against the security of
real estate, for periods up to ten years.(l)

Trust companies, or trust departments, are required to confine
tneir activities to tine operations strictly germane to such institutions.
Since they are not, prorerly speaking, banks, the provisions of the law con-~

cerning tiaem need not be discussed here.

Special Aspects of the Departmental System

As already emphasized, departmentalized banking as suech would ap-
pear to permit merely the establishment in California of two kinds of banks
cperating under a single corporate cinarter., They are separate and distinct
witih respect to capital funds and all assets and lisbilities, but taeir
functions nevertheless and in considerable measure overlap. Commercial
banks or departments, as distinguished from savings banks or departments,
are permitted to lend a large part of tueir deposits for purposes waich are
unquestionably capital investment. Tuaey are specifically authorized to en-~
gage on a large scale in a class of business usually considered proper only
for savings benks, or at most for the investment of a part of thne time de-
posits of non-departmentalized banks. Canadian banks for example, although

approximately two-tanirds of their individual deposits are classified as

(1) 1pia., Section 47.
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"payable after notice," are forbidden to make any real estate loans.

Under the departmental system of Califoinia, the safeguaids for
savings deposits would appear to be as adequate as those applying to the
mitual savings banks of the East. This is tiue, however, only so long as
it is definitely and geneirally understood by savings depositors tnat taeir
money is not withdrawable on demand. In the case of purely savings insti-
tutions, such as tne mutual savings banks of the East, such an understanding
usually, althougn not invariably, prevails, Almost everywaere, however,
banks doing a commercial business, waetier deparitmentalized or not, are
accustomed to pay "savings" or time deposits on demand; and taeir customeis
are allowed to expect this privilege, iriespective of tne legal rignts of the
bank. To the general putlic a bank is a place to deposit money waich may be
witadrawn at will by checlz, altilouga a purely savings banlk is usuvally thougnt
of as something substantially different.

Now an important fact in connection with the Califcornia State
banking éystem is that about two~tairds of all deposits in departmental
banks are "savings." The total of these might under the law be invested
in real estate loans of ten years! maturity. Since 35 per cent of the

total assets of the commercial department may be invested in tine same kind

of loans, it becomes clear that a typical departmental bank might be operat-
ing, in full compliance with the law, with from 75 to 80 per cent of all
its deposit liabilities tied up in long-term loans.

It would be only fair to add, that since the passage of the Bank
Act of 1909 the departmental banks of California have not encountered the
difficulties in connection with real estate loans which have wrecked so
many State and national banks in the great agricultural regions of the
Middlewest, Northwest, and South, One of the principal reasons for this,

no doubt, is that California has enjoyed during the past twenty years an
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economic develooment of extraordinary diversity and rapidity. Farm real
estate values in the aggregate increased rapidly until 1920, as in other
States, but afterwards decreased only slightly, as compared with the pre-
cipitous decline elsewhere.<1) Under such conditions almost any amount of
real estate loans could be made by commercial banks without apparent danger,
as was strikingly demonstrated in other sections of the couatry in the years
preceding 1920. But with the decline in real estate values which after a
period of rapid increase must always be looked upon as a possible contingency,
the advisability of permitting commercial banks, or even departmental banks,
to invest such large proportions of their deposits in long-term real estate
loans is being seriously questioned by many authorities on banking, especially
in view of the tendency noted above, of savings depositors to assume that they

are privileged to withdraw their accounts at will,

(1) On the basis of 100 for the years 1912-191Y, the index of farm real
estate values for California was 167 in 1920 and 160 in 1929. The
corresponding indexes for the United States as a whole were: 170
in 1920, and 116 in 1929.
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CHAPTER IV

GROWTH OF THE MODERN STATE SYSTEM

For over ten years after the passage of the Bank Act of 1909,
branch banking, in the unimportant degree to which it was practiced in
California, remained predominantly an activity of comparatively omall coun-
try banks. In the Bank of Italy, of San Francisco, there was one exception
which wag later to have far-reaching effects upon the entire bvanking struc-
ture of the State; but generally speaking the period up to 1920 marked the
continuation of a gradual development which had been going on for many years.
After 1920, branch banking began in increasing measure to be predominantly
an activity of large metropolitan institubtions, both in the home office
cities and in other towns and villages throughout the State. A few country
banks continued to operate one or two, or occasionally even three or four,
branches apiece, but the volume of their business, as well as the number
of banking offices involved, steadily declined in relation to the total
banking business of the State. Meanwhile the total number of branches in
the State increased rapidly, and the mumber of banks began to decline.
Table 4 shows the number of banks from year to year and the growth in the

number of home city and out-~of-town branches.

- 34 -
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Table 4 ~ Growth of 3raach Banking in Califoraiall)

Year Mumber of Jamber of brancnes

June 70(2) |banks (State |Witlin home|Outside home n.,.;

- and notional) |office city] office city )
1900 269 - 6 6
1905 471 - 10 10
1910 676 13 32 us
1915 733 33 56 99
1920 723 58 121 179
1921 732 73 14l 217
1922 724 168 211 370
1923 699 216 252 470
152k 675 251 297 5L
1925 662 307 326 633
1926 i 621 328 238 656
1927 : FUlt 294 56 750
1928 ﬁ96 23l ugh 820
1929 55 31k 536 &52
1930 437 297 552 8hg
1931 411 271 RLE 819
Dec. 31, 1931 393 262 543 g05

!

(1 Pigures compiled by Federal Reserve Committee on Branch,
Group, and Chaln Benking, from annmual reports of the
Comptrcller of the Currency and of ths California
State Banking Department.

(2) pata for the years before 1920 nee not always as of
June 30, but only of the nearest date therato for
which information is available.

State-wide Expansion

The spread of branch banking in California has b0 'a large extent
resulted from the activities of one wman and the bani with which he has been
identified~-As P. Giannini and the Barnk of Italy (now the RBaal of America
National Trust and Savings Association). The elementary facts of the rise
of this institution, apart from the operations of Mr. Giannini beyond the
borders of California, may te summarized as follows:

The Bank of Italy was incorporated under the State law in 1904,

its stockholders and customers being assembled mainly from the Italian
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speaking population of San Francisco. Its original capital was $150,000,
but by the end of 1905 its capital and surplus had increased to $310,000
and its total resources to $1,021,290. The progress of the institution was
phenomenal, its resources increasing over a thousandfold in the ensuing
twenty-five years, to $1,055,113,373 at the end of 1929, Its first out-of-
town branch was established at San Jose in 1909. Afterwards, slowly at
first and then with increasing rapidity, the bank began to build up a state-
wide system of branches. By the end of 1919 it had 25 offices, only a few
of which were in the head office city of San Francisco. By the end of 1929
the number had increased to 292, of which 40 were in San Francisco and the
remaining 252 were out-of-town branches, scattered literally all over the
State of California. Meanwhile the institution had become a national bank,
but was also allied by common ownership with another branch operating bank
under State charter,(l) comprising 39 offices in Los Angeles and 122 in
other towns and cities of the State. Altogether the two banks which had
been built up in California by the end of 1929 comprised 453 banking offices
and aggregate resources of over $1,400,000,000, to say nothing of their non—
banking affiliates engaged in other kinds of business.

Two principal reasons have been put forward to explain the exten—
sive development of branch operations by the Bank of Italy. The first, as

expressed by a representative of Mr. Glannini himself,(e) was the desire

(1) Bank of America of California, of which the head office was at that
time in Los Angeles, although later moved to San Francisco. See
discussion in Chapter VI.

(2) Hearings on Branch, Group, and Chain Banking, Committee on Banking
and Currency, House of Representatives, 1930, p. 1340.
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on the part of the bank's management to extend the services of a large
metropolitan institution to country districts, through the buildinz up of
a state-wide branch organization. The second reason, usually assi. ned by
other California bankers, was that the Bank of Italy developed a branch
orgaanization in lieu of the system of correspondent relationships existing
between the other great metrownolitan institutions and the country banks
throughout the State. After 1920, so the explanation runs, the Bank of
Italy began a struggle to establish its position as one of the big banks
of California. In order to do so it needed a large number of country corre-
spondents. Most of the existing country banks, however, were already being
served by correspondent relationships of long standing with other metropol-
itan banks. As a newcomer in the field of large scale banking, the Bank of
Italy was faced with the prospect of being able to obtain country corre-
spondents only very slowly. This did not suit the plans of its management,
so the alternative was adopted of buying up country banks and transforming
them into branches.

It is not necessary to reject either of these explanations. The
special form of the bank's develcpment was probably a result of both a
deliberate plan and the peculiar circumstances existing, and both have
worked together to the same end. Moreover, there must be added a third
reason, perhaps the most important of all: large scale branch operation
was believed to be profitable. The consequences, however, of the process
of buying up country banks and turning them into branches, have been far-
reaching. Among other things the Bank of Italy immediately began to take
over the services previously performed for the purchased banks by their

erstwhile city correspondents. When the large banks of San Francisco and
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Los Angeles began to lose increasing portions of their correspondent busi-
ness, some of them began to build up dbranci organizations of their own.

Thus to the successful example of the Bank of Italy was added anctier reason
for the accelerated growth of wide scale branch operation on the part of
other metropolitan banks, which embarked upon programs of dbranch expansion
as a means of defending their position.

The Methods of Expansion. — Under the California law, as pointed

out in the preceding chapter, branch banking can be expanded by two princi-
pal methods, the original establishment of branches as such, and the acqui-~
sition of existing banks and their transformation into branches. Both
methods have in practice been employed, dbut the second has been almost uni-
versal in the establishment of out-of-town offices, because of the fact
already emphasized that a system of unit banks was in well established oper-
ation when branch expansion began. An account of tiae actual procedure fol-
lowed by the Bank of Italy was given by Mr. James A. Bacigalupi, at that
time general counsel of the bank, in his testimony before the House Banking
and Currency Committee in 1930.(1>

"Briefly told, the method used by the Bank of Italy in
acquiring the stock of a bank prior to the early part of 1917
was as follows: California law forbade and still forbids a
bank %o purchase the stock of another bank, Section 31 of
the bank act provides only for the purchase of the assets of
another bank, while section 3la provides for consolidation.
The Bank of Italy's practice was to follow section 31, as it
never made it a rule to compel the exchange of stock. The
selling stockholders were always left free to take all cash
or part Bank of Italy stock and part cash in exchange. As a
practical thing, therefore, it was never practicable to
negotiate for the purchase of the assets of a bank and arrange
for the conversion of that bank's business into a branch of
the Bank of Italy until after a satisfactory sale of the stock

(1) op. cit., po. 1343-1345.
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had been consummated. The selling stoclholder naturally
wanted his cash or Bauk of Italy stock in hand hefore he
consented to a transfer of the assets to another banl. As

a consequence, one or several of the principal officers of
the Bank of Italy gave his or their personal notes, secured
by the shares of the banlkt being acquired, to the Crocker
National Bank; paid the selling stocltholders; perfected the
procedure under section 31 of the bank act and, after consoli-
dation, liquidated the shell of the selling banking corpora-
tion, in which was always left in cash and such assets as
could not lawfully be taken over by the purchasing bank an
amount equal to the capital, surplus, and profits of the
selling bank plus such bonus as had been paid, if any, which
was just sufficient to pay off the Crocker National Banlk.

In other words, a few men pledged their personal credit and
the stock tlms acquired for the benefit of all of the stock-
holders of the Bank of Italy without charging them anything
for whatever personal risk might have been involved in the
transaction. In the beginning this procedure, when the num-
ber of banks purchased was small, was not burdensome or in-
convenient, but later the hardship became heavy and irksome.

"his fact, in addition to several other inconveniénces
encountered in operation, because of the restriction of the
banlt act--such as being forced to write off any and all real
estate which had been carried on the bank's books for a period
of five years, irrespective of its real value, and thereafter
likely to become nobody's business in a profit-and-loss account,
and so forth, it was decided to incorporate a general corpora-
tion under California laws, the beneficial interest in the stock
of which corporation would be entirely owned by the Bank of Italy
stockholders in exactly the same proportion as their Bank of
Italy holdings. In this way this amxiliary could do many legiti-
mate things which the bank could not do, and whatever profit or
loss ensued would be enjoyed or borne by the identical stocls-
holders in the exact proportion of their holdings. This auxiliary
company was also intended to leep the bank cleaner. Whenever an
asset of the bank became doubtful or an apparent loss it could
be transferred for a nominal consideration to this auxiliary,
where it would become some one's special duty to look after it,
and thus the probability of its collection or realization be
materially improved. . . . This company, first kmown as Stock-
holders Auxiliary Corporation, was incorporated under the laws of
the State of California, June 20, 1917, with an original capital
of $500,000. Subsequent to said date Stockholders Auxiliary Cor—
poration became the purchaser of the banks intended to be converted
into the Bank of Italy system. . . .

"The name of Stockholders Auxiliary Corporation was changed
to National Bankitaly Co. early in 1927."
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.Mr. Bacigalupi's statement applies primarily to the procedure of
a single bank in building up its group of branches one by one. ILater on,
as will presently appear, the size of individual branch organizations, both
in resources and geographic expansion, was also greatly enlarged by what
might be described as the method of wholesale mergers and consolidations of

existing branch systems.

Qut-of-town Branches

The operation of branches, or “"agencies," in towns or villages
other than the principal place of business of the bank was the common
method of early branch banking in California, as in other States. A bank,
large or small, merely established a branch where it already had customers
or saw good prospects of obtaining new business. Sometimes this was in
the same city or town, usually in suburban centers, but frequently also
in near-by separate towns or villages.

Some time between 1910 and 1920, however, a distinction began to
be made between home city and out—-of-town or intercity branch banking. The
operation of home city branches appears %o have been gencrally considered
a simple and natural activity of metropolitan banks, especially after traf-
fic congestion began to make access to the main financial districts increas-
ingly inconvenient for the residents of suburban centers. But when the Bank
of Italy began to operate an increasing number of offices in places outside
the corporate limits of San Francisco, this development soon came %o be
looked upon as a fundamentally different lind of banking., The distinction,
in view of modern facilities for communication, is somewhat arbitrary and

not always logical. In the present discussion, however, to avoid misunder~
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standing, it must be kept clearly in mind; for in California almost the
whole of the question of branch banking, as a matter of public con:zern, has
had to do with intercity or intercommunity operations.

Early Attitude of the Superintendent of Banks. - As noted in the

preceding chapter, the superintendent of banks is authorized to give or
withhold his approval of the opening of a branch office, in his discretion,
although he may not give it Muntil he has ascertained to his satisfaction
that the public convenience and advantage will be promoted by the opening
of such branch office." There is nothing in this section of the law to com—
pel him to authorize the opening of a branch anywhere, under any conditions.
It appears to have been taken for granted, however, that the intent of the
law was to wermit some extension of branch baniking under adequate supervision
and control. Such has in fact been the policy of the successive superinten-
dents since the passage of the Banlk Act of 1909, although important differ-
ences of interpretation have arisen in the matter of control.

The first superintendent of banks, Mr. Alden Anderson, held office
for less than two years and was occupied principally with matters of organi-
zation in his newly established department. In his one annual report, pPib-
lished near the end of the year 1910, branch banking is mentioned only in-
cidentally. The next incumbent, Mr. W. R. Williams, occupied the office for
over seven years, from Februwary 20, 1911, to November 30, 1918. He seems to
have considered it necessary to formulate a general policy with respect to
a movement which, mainly through the activities of the Bank of Italy, was
beginning to assume new and wider aspects. His first important public
statement on branch banking appears in his annual report for the fiscal year

ending June 30, 1915, which was in part as follows:(l)

(1) seveath Annual Report of the Superintendent of Banks, 1916, »p. vii, viii.
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"One of the important economic facts of the fiscal year
as it relates to the affairs of state banks was the licensing
of fifteen new branch offices.

t, ., . Ordinarily such branch offices are located within the
political subdivision in which the main bank has its princi-
pal place of business, and they may be viewed simply as addi-
tional tellers! windows provided for convenience of the pub-
lic. They are justified because of changing centers of busi-
ness or residential population within the cities and because
of the tendency of some municipalities to absorb suburban com-
munities into metropolitan areas. Without the expedient of
licensing branch offices some of the more remote and isolated
of these districts would be deprived of banking accommodation
because of the capital required by the classification of the
larger cities.

Economic Advantages of Branch (Qffices.

"Some of the branch offices have been opened in places
far removed from the principal place of business of the parent
bank., These branch offices represent an endeavor of the banks
to expand the field of their operations beyond the territory
which in a strictly local sense is naturally or financially
tributary to them. These branch offices offer to the communi-
ties in which they are licensed greater assistance, larger loans
and more extended credit than local institutions can afford.
The justification of their existence rests in this fact and it
is noteworthy that in every instance the parent bank entrusts
very largely its loaning functions to the discretion of local
advisory committees., These, briefly outlined, are the consid-
erations which have directed favorable action in granting to
banks the privilege of opening branch offices. St%till another
cause has often influenced my course in granting the desired
license., Occasionally it happens that the general banking tone
of a community will measurably be improved by the licensing of
a branch office of a well established, safely conducted insti-
tution. Involved in the wish of such a corporation to enter the
field is its plan to absorb by purchase a stagnant bank and thus
to strengthen the credit situnation."

Again in 1918 Mr. Williams further reported in part as follows:(l)

"One of the most seriously considered and important activi-
ties of the state banking department during this period has been
the elaboration of its theory of the essential character and
value of branch offices in the state banking system. For many
years such offices were licensed simply to serve the convenience

(1) Ninth Annual Report of the Superintendent of Banks, 1918, pp. 10, 1l.
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of the public in the political subdivision in which was located
the main office of the bank. ZEach branch office possessed no
further utility than that of an additional teller's window. The
broader economic service of the branch office was unthought of
until branch offices, under distinct authority of the statute,
were licensed in territory remote from the principal place of
business of the bank and in districts in no geographical sense
contributory either financially or economically to the main bank,

"The establishment of these branches immediately accomplished
a public good., Small communities, with rich tributary territory,
found themselves the beneficiaries of larger loans and more sub-
stantial credit facilities. Interest rates were reduced and
stabilized. Local situations were strengthened by the absorption
of banks either stagnant or stationary."
Mr. Williams was succeeded on December 1, 1918, by Mr., Charles F.
Stern, who in his annual reports does not mention any modification of the
branch banking policy outlined by his predecessor in office. Mr. Stern

resigned on June 20, 1921, and was succeeded by Mr. Jonathan S. Dodge, who

promulgated the so-called de novo rule.

The De Novo Rule

While the main lines of the procedure outlined above for the
building up of intercommunity branch organizations were those commonly fol-
lowed in California, not only by the Bank of Italy but in later years also
by other metropolitan institutions, most of the offices in the head office
cities of the banks were originally established as branches, These came to
be referred to presently as de novo branches, and in the course of time the
question arose as to whether this method of expansion should be permitted
for intercommunity operations. Only one instance is on record of the actuval
establishment of an out-of-town de novo branch by a large metropolitan in-

stitution,(l) but other applications to do so were made, and a long and

(1) A de novo branch of the Bank of Italy was established in Sacramento in
July, 1921.
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bitter coatroversy ensued, over the fundamental principle involved.

So long as the Bank of Italy, or other metropolitan bani, made
it a practice to extend branch operations to new territory only by the
acquisition of existing banks, it soon became evident that difficulty might
sometimes be encountered in purchasing the particular institution required.
The obvious alternative was to establish a de novo branch. It was to be
expected that the mere declaration of infention to do this would be sufficient
to cause the directors and stockholders of a local bank to change their minds
about selling the institution, or, what was perhaps more probable, to accept
the price offered. Inevitably, under such conditions, it became a matter of
very great importance to many of the banks of California, whether or not the
banks of other cities should be allowed to establish de novo branches in
their vicinitye.

Since the law vested the superintendent of banks with wide dis-
cretion to give or withhold his consent, this official was placed in a posi-
tion of peculiar authority and responsibility. On the one hand, he could
preserve and promote the interests of independent bankers throughout the
State by withholding his permission for the opening of de novo branches,
thus either protecting them from the direct competition of banks with head
offices in other cities or making it possible for them to obtain the prices
demanded for their institutions. 3By the exerciée of a consistent policy of
this kind he might materially retard the spread of branch banking, especially
after it became gencrally known that certain metropolitan institutions had
embarked upon programs of rapid and wide scale expansion., On the other hand,
he might greatly facilitate the extension of branch operations by the oppo-

site policy of liberality in granting applications for the establishment
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of de novo branches.

The situation which necesgitated a decision on the question of
principle arose in 1921, not in connection with branch expansion into coun-
try districts but as the result of a bank in San Francisco beginning an
aggressive extension of its operations into Los Angeles. Certain bankers
in the latter city, who were themselves building up city-wide branch organi-
zations, complained that their territory was being invaded and their rights
infringed, since they were in a position to supply all the local banking
service needed. The San Franc§§co institution had been operating so far in
Los Angeles only through offices acquired by the purchase of existing banks,
but was believed to be contemplating the establishment of de novo branches.
Faced with the probability of being called upon to grant or refuse applica~
tions for such branches, Mr. Jonathan S. Dodge, at that time superintendent
of banks, undertook in November, 1921, to formmlate the policy of the State
banking department by the promulgation of the so~called de novo rule. This

was as follows:ol)

"No branch of any bank shall be created in any locality
other than the city or locality in which is located the prin-.
cipal place of business of such bank except by purchase of,
or consolidation or merger with an existing bank in such city
or locality in which it is desired to create or establish such
branch bank unless the superintendent of banks in his discre-
tion shall find that the public convenience and advantage re-
quire it."

This ruling, in effect, appears to have defined the conditions
under which the superintendent of banks would thereafter approve the opening
of out—of-town de novo branches, although even here his discretionary author-

ity was reserved. By implication at least, he seemed to say that the pre-

(1) statement of de novo rule as quoted in Petition for Writ of Mandate,
S. F. 11,654, California Supreme Court.
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vious existence of a purchased or consolidated or merged bank in
any given out-ol-town community would be acceptable evidence that
"the public convenience and advantage" would be promoted by the
continued operation of the institution as a branch office, in ac-
cordance with the permissive terms of Section 9 of the Bank Act.
But before giving his approval for the opening of a de novo
branch, he announced that he would have to "find that the public
convenience and advantage require it." Mr. Dodge in the annual
report of his department published shortly before his resignation
on Jenuary 31, 1923, does not refer to the de novo rule directly,

but makes the following statement on the subject of branch btank-

ing in general and the control of its eX§ansion.(1)

"Branch baniing under certain conditions and limita-
tions has been so lonz permifted and practiced under the
laws of this state as well as in other countries and
states, that it can no longer be considered an experimeat.
There is no doubt but that under proper restrictions it
has its advanteges and enables strong institutions to af-
ford banking facilities in localitiscs which would otherwise
be without them. The location of 2 brrneh office or
the establishment of a new banking ingstitution in o lo-
cnlity where there is n renl need for bonking facillities not

(1) Thirteenth Annual Report of the Superintendent of Bnrlks, 1922,
pp. 1213, .
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only benefits the resideats of the section or locality but it

is of importance to the business and commerce of the state and

of the country as well. It not only prevents hoarding with

its attendant risk of loss through fire or robbery, but brii... the
funds which would have been hoarded into general circulatior urd
public use."

¥r. Dodge was succeeded on Februery 1, 1923, by Mr. John Franklin
Johnson, who not only accepted the de novo rule as an expression of policy
for the State banking department, but further elaborated its provisions to

make them more restrictive.

The Development of Controversy

Meanwhile, wide scale branch operation after 1920 was becoming the
subject of increasingly bitter controversy among the bankers of California.
The rapid expansion of the Bank of Italy appears to have caused not only
the development of competitive branch organizations noted above, but a con-
siderable feeling of apprehension on the part of other independent local
bankers for the future prospects of their institutions. 4As a result there
began presently an increasing amount of discussion over the fundamental
principles involved in wide scale branch banking on the one hand and com—
paratively small scale independent local banking on the ether, as predomi-
nant types of banking structure in the State. Such discussion, however,
appears to have been confined, for several years at least, to the bankers.
The general public seems to have been indifferent.

The first organized attempt to check the spread of branch banking
was the formation in 1922 of the California Ieague of Independent Bankers.
For the most part this was composed of officers of the smaller banks of the
State, including a good many national banks, A number of banks operating

local or near-by branches were included, however, although these were

Federal Reserve Bank of St. Louis



Digitized for FRASER
http://fraser.stlouisfed.org/

- 48 .

generally small institutions representing the type of branch banking which
had been practiced in California before the passage of the Bank Act in 1909,
The officers of the league were also members of the legislative curmittee
of the California Bankers Association, although the two organizations were
in no way officially connected.

It is not easy to define exactly the position taken by the League
of Independent Bankers. Branch banking as such was apparently not opposed,
but only intercommunity branch banking on a large scale. At the same time
there appears to have been only a limited amount of opposition to out-of-
town branches as such, since these also were frequently operated by small
banks, although in fact the whole controversy centered around out-of-town
branches. The real issue seems to have been a struggle on the part of the
smaller banks, whether operating branches or not, for a favorable position
from which to meet the danger of veing engulfed by large branch operating
metropolitan banks, Naturally the simplest way to get tangible resulis was
through the State banking department,

As already noted, the de novo rule was promulgated in 1921, before
the League of Independent Bankers was organized. To what extent the in-
fluence of the smaller independent bankers individually had been responsible
for the ruling, it is not possible to say; but when the league was formed
the de novo rule was heartily endorsed. It was not considered adequate,
however, to curb the spread of large scale branch banking. Efforts were
made to have the State legislature change the provisions of the Bank Act
itself, When these tentatives proved unsuccessful, a still more restrictive
ruling was requested of the superintendent of banks, to prevent the charter-

ing of ostensibly independent institutions organized for the purpose of sale
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to or merger with large branch operating metropolitan banks, and to strength-
en the existing de novo rule. The result was a conference in 1923 between
the superintendent of banks on the one hand and the league of Independent
Bankers and the legislative committee of the California Banlers Association
on the other. Out of this conference came first a compromise regulation
lmown as the three-year rule. The requirement was laid down that before
any bank could sell its assets to or consolidate or merge with another bank,
it must have been in continuous operation for three years. A second ruling
announced that thereafter no more than one out-of-town de novo branch could
be established by any bank, while a third declared that none could be estab-
lished "unless the Superintendent of Banks in his discretion shall find that
the public convenience and advantage require it." The second and third of
these rulings, it will be observed, had the effect of both reaffimming the
de novo rule and extending it.

The Leaguse of Independent Bankers did not limit its activities to
attempts to have branch banking curbed by the State banking department. An
aggressive campaign was organized to oppose the spread of branch banking,
not only in California but elsewhere in the United States. One of the first
moves of the league was to form an affiliation with a national association
organized about the same time in Chicago knomn as the "Jnited States Asso-
ciation Opposed to Branch Banking." Shortly afterwards, in 1923, the Cali-
fornia lsague cooperated with other organizations in opposing branch banking
in Missouri, in connection with the so-called St. Louis case, which was a

court proceeding to test the right of national banks to establish 'bra.nches.(l)

(1) See Committee on Branch, Group, and Chain Banking, Branch Banking in the
United States.
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Another move was the founding on February 1, 1924, of a monthly publication
known as "The Independent Banker," for the purpose of influencing public
opinion agsinst the spread of branch banking and in favor of independent unit
banking. This publication was continued until 1927 and consisted largely of
a monthly compilation of quotations, articles, and news items calculated to
arouse the opposition of the people of California and elsewhere to banking
monopolies, money trusts, absentee ownership of banks, and the like.

5till another activity of the league was the sending of delegae~
tions to Washington. Two of these made the journey, the first in 1923 to
present the case of the independent banks before the Federal Reserve Board,
the second in 1924 to appear before the House Committee on Banking and Cur-
rency in connection with the McFadden bill. Both these subjects will be
discussed more fully in the next chapter. They are mentioned here only to
show the extent of the campaign waged against branch banking.

The accomplishments of the league in stirring up public opinion
in California do not appear to have been great. With the State banking de-
partment, on the other hand, a considerable degrese of success was obtained
for the time being, although, as will presently appear, a new superintendent
of banks in 1927 swept such accomplishments aside with a single pronounce-
ment of policy. Moreover, some of the most energetic leaders of the league
later became themselves officers of large branch operating banks. Before
this occurred, however, they were to engage in a successful battle in de~

fense of the de novo rule.

Confirmation of the Power of the Superintendent of Banks

As pointed out above, the controversy over the de novo rule arose

in connection with the establishment of out-of-town branches, not in country
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districts, but in another large city. Likewise the dispute was finally
brought to a head as a result of the same situation. The Bank of Italy as
such, apart from the operations of its affiliated or asgsociated institutions,
did not make any considerable expansion of its facilities in Los Angeles for
several years after 1921, but declared later that it had been prevented from
opening new branches there because of the Iknown attitude of the superintenw
dent of banks in his application of the de nove rule.(l) The first important
result from the point of view of public policy occurred in 1925. It was an
attempt on the part of the Bank of America of Los Angeles, which was known
to be closely associated with the Bank of Italy, and later by the Bank of
Italy itself, to have the State legislature change the terms of the Bank
Act so as to limit the power of the superintendent of banks to withhold his
approval for the opening of branch offices. Since the legislative proposals
to this effect failed of enactment, they need not be discussed here, but
the second action of the Bank of Italy, which also occurred in 1925, was to
have important consequences.

It was an appeal to the Supreme Court of Californmia for a writ
of mandate directing the superintendent of banks to give his approval for
the opening of two de novo branches in the city of Los Angeles, after an
application for such approval had already been denied. The brief accompany-
ing the petition of the Bank of Italy also attacked the de novo rule directly,
arguing that it was invalid,(e)

", . . (a) because contrary to the plain implications of section

9 of the Bank Act; (b) because there is no statutory provision
authorizing the promulgation by the superintendent of banks of
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(1) see terms of Petition for Writ of Mandate, S. F. 11,654 California
Supreme Court.

(2) Ibid.
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such a regulation; and (c¢) if there had been, the statute would
have been invalid as involving unconstitutional delegation of
legislative power."

Thus the California Supreme Court was called upon to decide, in
effect, whether the superintendent of banks was empowered by the law and
the Constitution to lay down such regulations as the des novo rule as ex-
pressions of policy.

The League of Independent Bankers promptly engaged counsel and
joined forces with the superintendent of banks. A veoluminous answer was
filed to the brief of the Bank of Italy'!s representatives. It defended both
the de novo rule and the right of the superintendent to refuse his approval
of the two branches in Los Angeles. The case was heard by the Supreme
Court in April, 1926, and in the oral arguments a new issue was injected
into the controversy by counsel for the superintendent of banks, He de~-
clared in effect that restrictions had to be placed on the opening of de
novo branches by the Bank of Italy in order to prevent independent banking
in California from being wiped out. Argument with opposing counsel led to
the filing of an "addendum to brief for respondent," the last paragraph of
which was as follows:(l)

"The Bank of Italy, the Liberty Bank, or any other one

of the branch banks belonging to this chain, in and of them-
selves are legitimate, and by themselves, without being ex-
ternally controlled and dominated from one brain and one or-
ganization, could be completely and satisfactorily regulated
in the interests of the depositing public and of the state by
the Banking Department of the State of California, but the
chain banking system of the Bancitaly Corporation cannot be
reached for these purposes. The only recourse left open to
that Department, if it is to do its duty and serve the public,
in so far as yet remains possible, is to halt the growth of
the various members of that system, each legitimate in itself,

but whose operation as parts of a chain banking system is op-
posed to public policy and public convenience and advantage

(1) 1pid.
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and in its very nature a menace to the people of the State of
California. Not only is this muge system monopolistic in its
tendency, but the desperation with which it has sought to
break down the power of the State Banking Department, as evi-
denced by this proceeding itself, its mushroom growth, the
extraordinary prices it is willing to pay for banks to add to
its chain, and the great lengths to which it will go by indi-
rect methods to acquire new banks, all demonstrate that its
tendencies for monopoly have not been neglected, but have been
and are being used with effectiveness, and we desire here and -
now to point out teo this Court that the attempt in this pro-
ceeding to attack the power of the Superintendent of Banks under
section 9 of the Bank Act is the opening gun of the final at-
tempt upon the part of this huge octopus to irrevocably fix for
all time its monopolistic tentacles upon the banking resources
of the State of California."

The Supreme Court of California handed down its decision on
December 15, 1926, upholding the Superintendent of banks on both his spe-
cific and his more general contentions. The court refused to grant the
writ of mandate petitioned by the Bank of Italy and held that the de novo
rule was all)

", . . lawful exercise of the powers of the superintendent of
banks as a policy to be followed by him and as an indication
to applicants for branch bank permits of the showing necessary
to be made to entitle them to obtain affirmative action on
their applications, but in no sense as restricting, modifying,
or controlling his statutory discretion.,”

More important, perhaps, than the confirmation of the power of
the superintendent of banks to promulgate rules for the opening of dbranches,
were the comments of the court upon the discretionary power of this official
in general.(2)

"(8) Furthermore, the Legislature has not attempted %o
indicate whether, in the use of the word 'public' in the phrase
'public convenience and advantage,! reference was thereby made
to the people of the state at large, or to the people of the
particular portion of the public affected or to be served by
the particular branch bank sought to be established. We in~
cline to the view that the interest of the public immediately

(1) The Pacific Reporter, Vol. 251, p. 798.
(2) 1bid., pp. 789, 790.
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contiguous to the proposed branch bank, or of the public
reasonably subject to service by the proposed branch, should
first be considered by the superintendent of banks, but we

are not prepared to hold that the superintendent of banks may
not, in the administration of the duties imposed upon him, take
into consideration the question whether the ponvenience and
advantage of the people of the entire state would be promoted
or retarded by the unlimited establishment of state-wide branch
banks. He is a state-wide officer and, as such, is not limited
by the statute to purely local congidsrations in passing upon
any application for his written authority. Such being the fact,
we do not feel justified in laying down a rule that would remove
from his consideration all questions of state-wide policy in the
administration of his office."

It is at least clearly implied in these comments that the super-
intendent of banks has the power and responsibility of exercising a very
wide control over the banking structure of the State. The court appears
to have taken full account of the considerations outlined in the addendum
to the superintendent's brief and to hawe indicated in a general way that
he ought in fact to base his decisions upon his view of the convenience and
advantage of the whole State as well as of a particular community. After
this decision there remained little room for doubt of the effective power
of the banking department either to facilitate the growth of branch banking
under State charter, or considerably to curb it. And since the superinten-
dent of banks is appointed by and holds office at the pleasure of the gover-
nor, who is elected by the people of the State, branch banking in Califor-

nia in 1926 became more than ever a political issue.

Abandonment of the De Novo Rule

In January, 1927, & new governor assumed office in California and
appointed as superintendent of banks Mr. Will C. Wood. Promptly Mr. Wood

abolished the de novo rule. He appears to have adopted, in fact, a policy
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with respect to branch banking very similar to that of Mr. W. R, Williams
in the period 1911 to 1918. Thus essentially all the accomplishments of
the League of Independent Bankers in shaping the policy of the State bank-

ing department were summarily destroyed.
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CHAPTER V

COMPLICATIONS OF FEDERAL RESERVE MEMBERSHIP

Yo State bank in California Jjoined the Federal reserve system until
1918. TFour small institutions applied for and obtained membership in that
year, but their combined resources were less than 1 per cent of the aggregate
resources of the eligible banks operating under State charter. It was not
until the latter half of 1919 that an important movement into the system be-
gan, the membership at the end of the year representing over 4O per cent of
the aggregate resources of the eligible State banks. Obstacles to member-
ship existed or seemed to exist in both the Federal Reserve Act and the
California Bank Act. In the first instance, the State bankers appear to have
been doubtful whether they could become members and retain their rights and
privileges under the State law, including the right to establish and operate
branches. In the second place, the State banics were required by the Cali-
fornia Bank Act among other things to keep a considerable part of their legal
reserves in cash. Membership in the Federal reserve system would have re-
sulted in their being obliged to add their reserve deposits with the Federal
reserve banlk to their other non-earning assets.

The first obstacle was removed when Section § of the Federal Reserve
Act, laying down the conditions of State bank membership, was amended in 1917
to read in part as follows:

", . . Subject to the provisions of this act and to the regula-

tions of the board made pursuant thereto, any banit bteconing a
member of the Federal Reserve System shall retain its full
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caarter and statutory rights as a State bank or trust com-
pany, and may continue to exercise all corporate powers
granted it by the State in which it was created, and shall
be entitled to all privileges of member bonks: . . . "

The California law wos amended in 1919 to permit State institu~
tions, whether member banks or not, to count as reserves their deposits in
the Pederal Reserve Bank of San Francisco. Apparently this action removed
the principal remaining difficulty in the way of State banks joining the
system, During the first six months following the amendment, which became
effective on July 1, 1919, about 20 of them applied for membership. These
were for the most part the larger institutions, as had already been the case
with tue movement of State banks into the system in the rest of the country.
By tie end of 1920 the total number of State members and applicants for mem-
bership had increased to 42, These institutions represented only about 12
per cent of the number eligible for membership, but their combined resources
made up over 50 per cent of the aggregate resources of eligible State banks,
and over 4O per cent of the resources of all State banks. Thus the movement
of State banks into tine Federal reserve system in California, although some-

what retarded, nad by the end of 1920 overtaken the movement in most other

States and surpassed it in @many of them.

The Elements of the Problem in California

Generally by the end of 1920 the largest banks operating under
State charter had begun to build up branch organizations. In most instances
their branches were as yet confined either to the limits of their home of-
fice cities~-usually San Francisco, Cakland, and Los Angeles--or to the
imyediately surrounding territory. The Bank of Italy, however, as noted

in the preceding chapter, had already embarked upon a program of state-
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wide expansion. Several other institutions, moreover, as shown by subse-
quent events, were getting ready at this time to extend their branch opera-
tions ever wider areas.

The Bank of Italy had become a member of the Federal reserve sys-
tem in 1919, along with a number of other large institutions. By the end
of 1920 several other important brancin operating State banks of San Francisco
and Los Angeles had joined the system, as well as & few smaller branch oper-
ating banks located in country towns throughmat the State. All national banks
were of course members, as a matter of Federal law,

The total membersiip of California banks at the end of 1920 con-
sisted of 349 institutions, of wnich 307 were national banks and 42 were
operating under State charter.(l) Their combined aggregate resources were
$1,653,000,000, or about two-thirds of the total banking rescurces of the
State. Of these 349 member banks, the 20 largest had resources of
$1,112,000,000, or over two-thirds of tae total for all member banks,
Average resources of the remaining 329 were only $1,643,000 apiece, and the
largest of the entire group had less than $15,000,000. Of the 20 largest
member institutions 12 were national banks and & were State banks. The
Bank of California N. A, vas operating 3 branches, 1 at Seattle and 1 at
Tacoma, Washington, and 1 at Poitland, Oregon,(2) but no other national bank
in California had any branches at all., O0Of the 8 larger State member banks,
7 were operating brancues, and 4 of these were either already engaged in
expanding their branch organizations or were about to embark upon suca a

program, tine Bank of Italy, of course, being the leader in the movement,

(1) Taree of tnese State banks were actually in the position of applicants,
and were not admitted to membership until after the end of the year 1920.

(2) These branches are and have been operated viitually as independent banks,
in contrast with otaer cases of branch banking cited.
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Although, as already noted, several of the smaller State members were also
operating a few branches in country towns throughout the State, branch banlk-
ing in the modern sense was being practiced or embarked upon mainly by the
larger State member institutions and one or two nonmembers.,

Such in general terms was the state of affairs in California at
the end of 1920 with respect to branch operating membersnip in the Federal
reserve system., In the circumstances it was perhaps inevitable that certain
conflicting forces or tendencies should arise which were to give cause for
serious consideration of their effects upon the system.

The Case of the Large National Banks. -~ In the first place, the

large national banks, waich were not permitted to extend their operations
tarough brancnes, considered themselves handicapped in their ability to
compete, even within the limits of their owm cities, with the large State
banks, particularly when the latter began the rapid expansion of their
branch organizations. This disadvantage was accentuated by the loss of
country correspondent business, as more and more country banks, both State
and national, were bought up by the large State branch operating institu-
tions., Such a situation created a strong incentive for large national banks
to consider giving up their charters and becoming State institutions. Of
tne 20 largest banks referred to above only one actually left the national
system during the years 1921-1926 inclusive, by direct conversion to State
charter, but several national banks of considerable size entered the State
system by merger or coasolidation with State banks. The most important

were the Wells Fargo Nevada National Bank in 1924 (which was converted for
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reasons having nothing to do with branch banking),(l) the First National
Bank of Oakland in 1924, the Merchants National Bank of San Francisco in
1923, and the First National Bank of Bakersfield in 1922, These four in-
stitutions alone transferred $127,220,000 of resources from the national

to the State banking system, although under their new status their resources
remained within the Federal reserve system. They were nevertheless now in
a position of purely optional membership, as were large numbers of smaller
national banks which had been bought up by large branch operating State
banks.

The Small National Banks. - The second principal cause for con-

cern within the Federal reserve system arose out of the movement of small
national banks into the State system. Many of them were indeed bought by
branch operating State members, but frequently they left the Federal reserve
system also, by merger with nonmember banks or by converting to State char-
ter and then not applying for membersnip. During the six years 1921 to 1926,
altogether 112 national banlzs were converted or merged into the State system,
transferring aggregate resources of $455,362,000. The effect of tais was
partly offset by the movement of 13 State banks, with aggregate resources

of $90,684,000, into the national system, but the net loss to the latter
during the period was still 99 banks and $364,678,000 of resources. On ac-

count of the mergers of smaller banks wito, or their purchase by, member

(1) The Wells Fargo Nevada National Bank was merged on January 2, 1924,
with the Union Trust Company, to become the Wells Fargo Bank and Union
Trust Company, under the State charter of the latter. The institution
has never embarked upon a program of branch banking, merely operating
the former Union Trust Company in a separate building a few blocks
away in San Francisco since the merger, for reasons of convenience
and housing facilities, '
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institutions, the net loss to the Federal reserve system amounted to only
$123,000,000 of resources, but the results were still too important to be
ignored.

Opposition of Independent Bankers. - A third source of difficulty

was the growing opposition on the part of small member banks, whether
national or State, to the spread of wide scale branch banking, How this
opposition was manifested within tae State system has already been described
in the preceding chapter. Within the Federal reserve system it appears to
have been expressed at first by complaints to tie Federal Reserve Bank of
San Francisco., On December 13, 1921, Governor Calkins of thatbank wrote

to the Governor of the Federal Reserve Board in part as follows:

"Pre situation nere is such that country bankers in many

varts of the state have become seriously apprehensive and are
digposed to think that it is hopeless fox them to try to con-
tinue in business as independent banks and expedient for them
to sell to one of the institutions now actively engaged in
buying banks for conversion into branches, at the first oppor-
tunity."

Throughout tiae State, the smaller independent bankers appear to
have realized that under the California law branch banking could be curbed
to only a limited degree. The movement by 1921 and 1922 had already reached
such propoitions that to stop it would be impossible witiwout the help of
outside forces. In the circumstances the logical resort was an appeal to
the Federal reserve system to prohibit the expansion of branch operations
by its members. Demands to this effect were made with increasing persis-
tence, egpecially after the formation in 1922 of the California Ieague of
Independent Bankers. Among other measures taken, as noted in the preceding

chapter, a delegation of the league was sent to Washington in 1923 to argue

its case before the Federal Reserve Board. Thnese efforts were seconded by
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the nation-wide associstion opposed to branch banking, and the question be-
came, chiefly among bankers, a matter of nation-wide controversy. Meanwhile,
in April, 1922, two members of the Federal Reserve Board nhad gone to Cali-~
fornis to study the situation on the ground. Out of their investigations

and the subsequent deliberations of the board came a series of regulations.

Federal Reserve Regulations Pricr to 1927

The Federal reserve authorities coanfronted in California a situa-
tion in which there were three conflicting elements. These were: (1) the
large State member institutions which had come into the system as banks al-
ready embarked upon programs of branch expansion; (2) the large national
banks that wanted similar branch banking privileges in order to improve their
competitive position; and (2) the small independent member banks, both State
and national, who wished to curb the sworead of branch banking.

It must be borne in mind that prior to 1927 the Federal Reserve
Board had no definite legislative authority to regulate branch banking by
State member banks. Clearly it could not authorize national banks to operate
branches and thus meet the competition of the California State institutions.
The Comptroller of the Currency was indeed authorizing a certesin number of
"additional offices" of national banks within the limits of their home cities,
but such concessions were wholly inadequate fo establish a satisfactory com-
petitive position for the large national barks in California. With the view
to finding at least a partial solution of this probdblem, the Federol Reserve
Board as early =s 1915 had recommended changes in the law which would per-
mit national banks to engage in a limited amount of branch operation. Fur-

ther recommendations to the some effect were made from time to time during
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the following twelve years, but prior to 1927 no branch banking legislation
for national banks was passed. The Federal Reserve Eoard, therefore, was
left to do what it could to cope with the situation throuzh its power to
regulate the establishment of branches by State member banks.

Up to November, 1923, in dealing with applications to establish
additional branches witihin the system in California, the Federal Reserve
Board dealt with each case on its merits. No acplication was mnde to the
board until authorization had been received from the Stote superintendent
of banks, whereupon the board took into consideration such matters as oublic
convenience and advantage, the capaéity of the parent bank to organize and
coordinate the business of the new office with proper rsgard to solvency and
liquidity, and other matters of a general or specific nature. As far as pos-
sible due consideration was given to all questions relating to the proper con-
duct of the Federal reserve system in general and the local banking system in
particular. Expansion of member bank branch organizations was nermitted under
State supervision and control, in so far as such expansion was considered con-
sistent with sound banking principles.

The opposition of the independent bankers of California to braach
expansion continued to luncrease, however, and the board undertook to formu-
late certain general principles for the future regulation of the movement,
adopting on November 7, 1923, the following resolution:

"WHEREAS, under the terms of the Federal Reserve Act

national banks are required to becomec members of the Federal
Reserve System and cannot withdraw therefrom, while State
banks may become members by veluntary choice and may with-
draw therefrom at will, and,

"WHEREAS, the Fedsral Reserve Act contemplates a unified

banking system in which State and Fational Danks can participate
on a basis fair te both, and,
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"WEEREAS, State banks in certain States have been permitted
by law or regulatinn to engage in State-wide branch banking,
while national banizs are restricted by the Federal Statutes from
establishing branciies or offices beyond the limits of the city
in which the parent bank is located, and,

"WHEREAS, the Board believes that this results in an in-
equitable situation which renders it impossible for national and
State banks to exist together in the Federal Reserve System on a
fair competitive basis unless the powers of State oad national

"WEEREAS, in the interest of the successful administration
of the Federzl Reserve Systeun, it appears necessary and desir-
able to confine the operations of member banks within reasonable
territorial limits, and,

"WHEREAS, the Pederal Reserve Board is authorized by the
Pederal Reserve Act to presceribe conditions under which apply-
ing State banks may become members of the Federal Reserve Sys-
tem,

NOW, THEREFORE, BE IT RESOLVZD, that the Board continue
hereafter as heretofore to require State banks applying Jor
admission to the Federal Reserve System to agree as a condi-
tion of membershis that they will estcblish no branches except
with the permission of the Federal Reserve 3oard;

"BE IT FURTHER RESOLVED, that as o general principle,
State banks with bronches or additional offices outside of the
corporate limits of the city or town in which the prnrent banks
are located or territory contiguous thereto ought not be ad~
mitted to the Federal Reserve System excent upon condition that
they relinquish such branches or additiomal offices;

"BE IT FURTEER RESOLVED, that, as a general priaciple,
State banks which are members of the Federal Reserve Systen
ought not be permitted to establish or maintain branches or
additional offices outside the corporate limits of the city
or town in which the parent banlkt is located or territory
contiguous thereto;

"BE IT FURTHER RESOLVED, that in acting upon iadividual
applications of Btate banks for admission to the Federal Re-
serve System and in acting upon individual applications of
State banks which are members of the Federal Reserve System
for permission to establish branches or additional offices,
the Board, on and after February 1, 1924, will be guided
generally by the above principles;
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UBE IT TURTHIR RESOLVED, that the term 'territory con-
tiguous thereto! as used above shall mean the territory of a
city or town whose corporate limits at come point coincide
with the corporate limits of the city or town in which the
parent bank is located;
YBE IT FURTHER RESOLVED, that this resolution is not
intended to affect the status of any branches or additional
offices established prior to February 1, 192k, either those
of banks at the preseant time members of the Federal Reserve
System or those of banks subsequently applying for member-
ship in said System.”
It will be observed thnat the rulings announced in the resolution
adopted by the board were not to come into force uantil February 1, 1924,
Thus a period of nearly three months was allowed for the branch operating
State member banks in California to adapt themselves to the new coaditions.
Several of them did nrot, however, consider this time allowance sufficient,
notably those banks which were actively engaged in building up braach or-
ganizations in the areas surrounding San Francisco and Los Angeles. They
protested against the rulinrs of the toard, on the ground that unless they
cancelled their Federal reserve meavership they would be placed in a posi-
tion of serious disadvantage with respect toth to their nommember competi-
tors and to member banks which had already established intercommunity branch
organizations. Because of certain developments presently to be described,
the voard recoganized that there was some justice in this contention. Conse~
quently on January 24, 1924, a special and temporary defirition was promil—
gated of the term "contiguous territory" as applied to San Francisco and Los
Angeles. This ruling was to be in effect only until Aurust 1, 192k, but it
extended for the time being the area in which branches of State mermber banks

could be established, sufficiently to allow tie banks in cuestion fo complete

at least a part of their programs.
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On April 7, 1924, the board announced a revision of its regulation
governing membership of State banks and trust companies. The conditions for
the establishment of branches laid dowa in this revision were summarized in

the Federal Reserve Bulletin for April, 1924, (page 250) in part as follows:

"(1) The establishment of branches will be restricted
to the city of location of the parent bank and the territorial
area within the State contiguous thereto (as defined in the
Board's resolution of Nov. 7, 1223), except where State bank-
ing muthorities have certified and the Boarcd finds that public
necessity and advantage renders & departure from the principle
necessary or desirable.”

This new ruling, as applied to the original establishment of branches,
was somewhat similar in its effective ineaning to the de novo rule as elaborated
in 1922 by the California superintendent of banks (see discussion in the pre-
ceding chapter). Under it, in effect, the Federal Reserve Board resumed its
former policy of considering each case of an application to establish a braach
on its merits. Considerable possibilities were still left for the extension

of branch banking within the system, uatil the ruling was superseded by the

McFadden Act of 1927.

The McFadden Act
The purpose of the legislation was in part to improve the competi-

tive position of the large national banks by permitting them to operante local
branches. At the same time the law was designed to halt the out—-of-town
expansion of branch operations by all member banks of the Federnl reserve
gystem., National banks in towns and cities of 100,000 inhabitants and over,(l)
where State banks were allowed to operate branches, were given the legnl right
to establish and maintain as many branches as they liked within the head office

town or city, upon authorization of the Comptroller of the Currcacy. On the

(1) National banks were also permitted one bronch each in towns of 25,000
to 50,000, and two each in towas or 50,000 to 100, 000.
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other hand, State member banks were in effect forbidden to establish any
additional branches beyond the limits of their home office cities after
the date of the approval of the McFadden Act (February 25, 1927).

One other provision of this legislation should be noted before
considering its consequences in California. A subsection of the act reads
as follows:

"(b) If a State bank is hereafter converted into or con-

golidated with a national banking association, or if two or
more national banking associations are consolidated, such con-
verted or consolidated association may, with respect to any of
such banks, retain and operate any of their bronches which mey
have been in lawful operation by any bank 2t the dnte of the
approval of the Act."

It will be observed that any office which had been in existence
as a branch of any bank prior to February 25, 1927, could later be continued
as a branch of a national bank, if the latter acquired it through consolida-

tion with 1its parent bank, although the parent bank itself could not be con-~

tinued as a branch.

Further Growth of Branch Banitine in California

The Bank of Italy, which by 1923 was already the largest branch
operating bank in California, did not Jjoin in the protests of other branch
operating banks against the Federal Reserve Board's resolution of November
7. A procedure had been developed by which to continue the expansion of
branéh operations and at the same time to retain the advantages of Federal re-
serve membership. This was accomplished by using closely allied {but not

technically "affiliated")(l) State nonmember banks to expand branch operations.

(1) According to an opinion of counsel for the Bank of Italy, not tested
in the courts because never officially challenged, one corporation
is"ffilinted® with another in California only when the stock owner—
ship of both is identical.
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A detailed description of the way in which holding companies were utilized
will be given in a later chapter. The principal steps by which the develop-
ment of the period 1921 to 1930 was accomplished are summarized in the follow-
ing paragraphs.

By the beginning of 1927 the various holding companies associated
with the Bank of Italy had built up a large branch organization operated by
several nonmember State banks. Then during the interval between January 1,
1927; and the coming into force of the McFadden Act on February 25 of the
same year, 2 series of mergers was carried out, whereby the Bank of Italy
increased its number of branches from 9% to 276. Its organization was now
truly state~wide, its branches being located in about 150 senarate cities,
towns, and villages. A few days later, on March 1, 1927, the institution
was converted into a national bank, under the name of Bank of Italy National
Trust and Savings Association.

The bank's program of branch expansion did not stop with that
serieg of transactions, however, but was actively continued by the use of
allied nonmember baniks. Through mumerous mergers ancther controlled non-
member institution was built up, until at the end of Octover, 1530, it was
operating 161 banlkring offices. On November 3%, 1930, this institution was
merged into the Bank of Italy N. T. & 5. A. under the new name of Ban% of
America National Trust and Savings Association. But only 70 of the newly

-

acquired out-of-town branches had been in operation ag branches prior to

February 25, 1927. These,, together with 10 others in San Francisco, making
80 altogether, were taken over by the national bank but the remaining 81
had to be otherwise provided for. Some of them were merged with existing
branches of the former Bank of Italy NW. T. & S. A., and the others were

used to form still another new nonmember bank under State charter.
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The methods of branch expansion within the Federal reserve system
which have been briefly outlined above have also been employed to some extent
by institutions other than the Bank of Italy end its present successor, the
Bank of America N. T. & S. A. The whole branch bankting movement in California
since 1920 has in fact been accomplished largely by means of extensive mergers

and consolidations.
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MERGERS AND CONSOLITATIONS

No other feature of the rise of branch banking in California has
attracted so much attention throughout the United States as the mergers and
ccnsolidations(l) by which the present structure has been chiefly built up.
In California some measure of regulation and control of the branch banking
movement has been applied, or attempted, by both State and national authori-~
ties; and yet, through the device of holding company operations, mergers have
been used to accomplish desired ends in spite of all legal and regulatory
restrictions. The methods employed have been described in a general way in
the preceding chapter, and it will be necessary in the present chapter to ex-
@nine only those aspects of the development in California which relate par-
ticularly to the transition from one system of banking to another. This can
be most conveniently accomplished by giving an account of the more important
mergers inveolved in building wp the principal branch banking organizations

now in operation.
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(1) According © to the law of (California, a "merger! of banks may be de-
scribed as the absorption of one institution by another, the latter
retaining the same charter as before; while a "consolidation! in-
volves the union of two or more banks under a new chorter. The words
are used with these specific meznings in the present discussion, and
it will be observed that practically all the operations referred to
were technically "mergers,"
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Proccdure of Mr. Giannini ond His Associatcscl)

Until about 1921 or 1922 the principal method employed by the
Bank of Italy in building wup its brauch orgonization was the one described
in Chapter IV cbove. That is, an affiliated non-banking company of identi-
cal share ovnership bought up individual unit banks and merged them into the
Bank of Italy, whereupon they became branches of the latter, This method,
rendered relatively slow by the restrictions exercised by the Federal Re-
serve Board, was in course of time lorgely superseded in the program of
expansion carried out by Mr. Giannini ond Lis associates by the method of
using closely allied nonmember State banks to build up sunplementary branch
organizations, which were then merged into the Bank of Italy.

Two riain operations of this kind have been carried out since 1921,
The first culminated in the series of mergers which took place during the
first two months of 1927 and centered around the coming into force of the
McFadden Acte The second led up to the merger of Noverber 3, 1930, which
created the present structure of the Bank of America National Trust & Sav-
ings Association..

Liberty Bank of Americae. - This was the final name of the non-

member State bank utilized to carry out the first of the operations above
referred tos The principal mergers by which it was built up are shown on
the left hand side of Chart 2.

It will be observed by referring to this chart that the principal

(1) The names of the numerous holding corpenies employed from time to
time to build up the present organization of banks and other enter-—
prises associated with Bank of America N. Te & S. A. are often so
much alike as to meke it difficult to distinguish one from another,
In order to avoid confusion in the following discussion, therefore,
the actual names involved will be used only when necessary to make
clear the more important developments; while the fterm "Gi-nnini
interests" will suffice to explain in a general way vhat is neant.

Federal Reserve Bank of St. Louis



CHART 2

PRINCIPAL BRANCH OPERATING BANKS AND BANKING UNITS MERGED
TO FORM BANK OF AMERICA NATIONAL TRUST & SAVINGS ASSOCIATION

SAN FRANCISCO

PRECEDING MSFADDEN ACT

LIBERTY BANK 1 jergeq | BANK OF AMERICA
OF SAN FRANCISCO{ 1-27-27] OF LOS ANGELES
re .

COML MAT'L 7,45, BANK- Los Angeles|

MARINE T.& 5. BANK -Long Beach
[SouTHERN TRACOML BANK-San Diegol  Merged

LIBERTY BANK
OF AMERICA

COM'L & SAVINGS BANK - Stocton | 1~ 2;:'27 San Francisco
BANK
OF l
ITALY
LIBERTY BANK
San Francisco Merged OF AMERICA
2 —‘:s— 27 San Francisco

BANK OF ITALY
San Francisco
Nationalized 3-1-27 as
BANK OF {TALY N.T. & S.A.

FOLLOWING MSFADDEN ACT

SACRAMENTO SAN JOAQUM BANK
Sacramento

Removed head oftice o S.F.
and chanded name tp

FRENCH AMERICAN SANK UNITED BANK & TRUST CO
RENCH AnERicH Mented | ™" 0F CALIFORNIA
San Francisco 4~£z7

SECURITY TRUST CO SECURITY STATE BAI
[ Bakerstieid g‘?’»zr ”“Sonl j;;‘:

San Francisco

Merged | SECURITY BANK & TRUST CO.

UNITED BANK & TRUST CO.
San Francisco 2-8;28 Bakerstield
SECURITY BANK & TRUST CO.
Bakersfield
3-31-28

HARNOR COML SAVES SECURITY BANK
BANK (SanPadro) T TRUST CO. | Merged {HUMBOLDT BANY
Los Angetes San francisco |3-3°28 San Francisco

UNITED SECURTY SANK
L TRUST 0.
San Francisco

BANK OF AMERICA
(San Pedro )
Los Angeles

MERCHANTS NAT'L T. 3,3 BANK|
L.os Angeles
Merjed 12-8-28 mio

BAKK OF AMERICA OF CALIFORNIA
Los Angeles
Removed head office B 5.F.
9-29-30

BANK OF AMERICA OF CALIFORNIA
San Francisco

Merged
11-3-30
as

BANK OF AMERICA NATIONAL -TRUST

& SAVINGS ASSOCIATION
San Francisco
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institutions involved in the development were the Liberty Bank, in San
Francisco, and the Bank of America of Los Angeles., The former was organized
by the Giannini interests in 1921, One of its main activities was to build
up a branch organization in the northern half of the State. This was accome-
plished for the most part by the acquisition of existing country banks.

The Bank of America of Los Angeles appears to have entered into the
general plan of the Giannini interests in 1923, when they took options upon
blocks of its shares. ZExactly when complete control was obtained is not
definitely known to the public, although by 1925 the institution was acting
in accord with the Bank of Italy in the attempts described in a preceding
chapter to have the State lagislature limit the power of the Superintendent
of banks in the matter of disapproving applications to establish de novo
branches, At all events, the Bank of America of Los Angeles begen in 1923
a rapid expansion of its dranch organization, both within the city limits
and in the southern half of the State generally. Out-of-town branches were
acquired by the purchase through a holding company of existing banks, while
those in Los Angeles were for the most part established de novo.

The principal holding companies utilized for the purposes outlined

above were the Bancitaly Corporation and its subsidiary, the Americommercial
Corporation., In order to make dlear the operations of these two holding
companies, it will be necessary to outline something of their origin and the

reasons for their existence, Bancitaly Corporation was organized in New York

by the Giannini interests in 1919, for the purpose of acquiring certain banks
there and bringing them under the same general control as the Bank of Italy

in California., But unlike the Stockholders Auxiliary Corporation, its share
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ownership was not identical with that of the Bank of Italy. Americommergcial

Corporation was formed in California in 1923 after the purchase by the Banc-
italy Corporation of the Commercial National Bank in Los Angeles and the
options mentioned above upon blocks of shares of the Bank of America of Los
Angeles, to take over the holdings of the Giannini interests in these two
institutions, It became in effect the local office of the Bancitaly Cor-
poration, with the same characteristic of not being directly affiliated with
the Bank of 1taly by identical share ownership.

The Bank of Italy had agreed with the Federal reserve authorities
on Janmuary 23, 1922, that neither the bank nor its affiliate would acquire in
excess of 20 per cent of the stock of any other banks, unless authorized by
the Federsl Reserve Board to take them over as branches, But in the opinion

of the Bank of Italy's counsel neither the Bancitaly Corporation nor the

Americommercial Corporation was an affiliate of the Bank of Italy, because

share ownership was not identical, If this was the case, then both corpora-
tions could be used to acquire banks to be converted into branches of their
own nonmember institutions, principally the Liberty Bank and the Bank of
America of Los Angeles. This was done on a large scale, and on January 27,
1927, the Bank of America of Los Angeles was merged into the Liberty Bank in

San Francisco, which was owned by the Bancitaly Corporation, to form the

Liverty Bank of America, as shown in the chart., The operation was completed
within the next few weeks, by merging first the Commercial National Bank
(which in the meantime had become the Commercisl National Trust and Savings

Bank) and other owned institutions, into the Liberty Bank of America, and
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then the latter into the Bank of Italy, which on March 1, 1927, converted
from the State to the national system and became the Bank of Italy National
Trust & Savings Association.

Bank of America of California. - This was the final name of the

nonmember State bank used to bring inte the main banking institution of the
Giannini interests the second large group of branches. The principal units
which were combined to form the Bank of America of California, as well as the
evolution of names and the successive transfers of the head office of the
bank from one town or city to anothier, are shown on the right hand side of
Chart 2.

The Giannini interests were definitely known to have entered this
development in April, 1927, when the United Bank and Trust Company of Cnli-
fornia,(l) San Frencisco, merged with the French Ameriéan Bank, San Francisco,
under the name of United Bank and Trust Company (merely dropping the words
"of California" from the name of one of the merging banks). The French Ameri-
can Bank was owned by the Bancitaly Corporation, and soon after the merger

another holding company was utilized for building up a nonmember branch or-

ganization. This was the French American Corporation, and its operations were

not essentially different from those of the Americommercisl Corporation de-

scribed above. It carried out the purchase of the various banks which were
to be converted into branches of, or merged with, the different institutions
involved from time to time in the development.

It will be observed that the head office of what constituted the

main institution was moved several times in the course of the development.

(1) Tis bank had been previously built up by merger operations as follows:
In March, 1923%, the Sacramento-San Joaquin Bank, Sacramento, took over
the Union National Bank, Fresno, and the Merchants National Bank, San
Francisco; moved its head office from Sacramento to San Francisco:
then changed its name to United Bank and Trust Company of California.
It was known as the Spreckels Bank.
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The move from San Francisco to Bakersfiéld resulted in bringing the word
"Security! into the bank's title. Both the French American Bank and the
United Bank and Trust Company of California had been members and the mem-
bership had been retained for their successor, the United Bank and Trust
Company; then the latter left the system by being merged into the Security
Bank and Trust Company of Bakersfield,(l) which was at that time a nonmember
institution., The next move, back to San Francisco, was made shortly after-
wards, and the next, to Los Angeles, was accompanied by restoration of the
name "Bank of America into that of the nommember institution then being

used to build up another branch organization, by the following procedure:

The holding company controlling the United Security Bank and Trust Company,
Sen Francisco, owned a small nonmember bank, the Harbor Commercial Savings
Bank, in San Pedro (within the corporate limits of Los Angeles). Permission
was obtained in 1928 to change the name of this institution to Bank of
America (San Pedro). The United Security Bank and Trust Company then removed
its head office to Los Angeles and merged with the Bank of America (San Pedro)
under the charter of the latter, which changed its name to Banlr of America of
California. Shortly thereafter it absorbed the Merchants National Trust & Sav-

ings Bank, Los Angeles. The final move back to San Francisco made possible,

(1) This bank, as the Security Trust Company of Bakersfield, had also been
o member of the Federal reserve system, until October 3, 1927, when it
surrendered its charter and merged with two nommember banks of San Jose,
uvnder the charter of one of the latter, and changed its name to Security
Bank and Trust Company of Bakersfield.
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under the terms of the McFadden Act, the merger of the Bank of America of
California into the Bank of Italy National Trust & Savings Association, to
form on November 3, 1930, the Bank of America National Trust & Savings
Association,

Bank of America, - This is the name of the nonmember State bank

which was organized to take over the branches of the Bank of America of
California which could not, under the terms of the McFadden Act, be brought
into the Bank of America National Trust & Savings Association Dy the merger
of November 3, 1930, On December 31, 1931, it was operating 63 branches,
located for the most part in small towns and villages throughout the State.
These appear to be administered almost exactly as if they were branches of
the larger national bank. The relationshin between the two institutions,

in fact, does not apoear to differ essentially from that which has been com-
mon for many years in California and elsewhere, between a national and an
affiliated State bank under identical ownership and wanagement.

The period since November, 1930, has been everywhere one of con-
traction rather than expansion of banking activity. Both the Bank of America
N. T. & S. A, and the State chartered Bank of America appear to have completed,
for the time being at least, their program of branch expansion., Some of their
branches have in fact been merged with other offices, or temporarily closed,
although officially still in existence, They are said to be "consolidating
their nosition," in the matter of improving internal organization and adminis-
tration, marking time meanwhile in the matter of further extending their
branch operations, On December 31, 1931, the Bank of America N. T. & S. A.

and the Bank of - America had combined resources of $970,058,000 and were oper-
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ating through 407 banking offices in 237 cities and towns in California (12
of which were within the corporate limits of other cities).

Evolution of the Holding Companies. - Among the numerous holding

companies utilized successively by the Giannini interests to accomplish the
results described above, two main sequences are to be distinguished. First
are those which have confined their operations essentially to California and
have been technically affiliated (by identical share ownership) with the main
banking institution., Their evolution has been as follows: Stockholders
Auxiliary Corporation was founded in 1917; National Bancitaly Company was
founded in 1927 and absorbed Stockholders Auxiliary Corporation; Corporation
of America was founded in 1930 and absorbed National Bancitaly Co. The second
sequence consists of those companies linking the holdings of the Giannini
interests in New York and elsewhere with those in California, The main units
have been the Bancitaly Corporation, founded 1919, and the Transamerica Cor-
poration, which wag founded in 1928 and abscrbed not only the Bancitaly Cor-
poration but also, either directly or through intermediate holding companies,
all the bank and other holdings of the Giannini interests in California and
elsewhere. The Transamerica Corporation, therefore, served to bring together
for the first time the varied and scattered Giannini interests into a single
holding company. As of March 9, 1931, its component subsidiary corporations
and other holdings were as shown in Chart 3. Since that date it hag sold the
Bank of America N. A. in New York to the National City Bank of New York and
acquired in exchange a substantial minority interest in the latter institu~
tion., Other changes have been proposed, and a sfruggle hag occurred for con-

trol of Transsmerica Corporation, but there has been as yet (end of 1932) no
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essential changes in the interrelationships of the units comprising the bank-

ing structure built up by the Giannini interests in California.

Security-First National Bank

This institution is the second largest branch operating benk in
California., Its branch organization, covering approximately the southern
half of the State, was built wp by methods somewhat less indirect than those
of the Giannini interests, although the final results were accomplished by
means of two great mergers. The principal differences were that the three
most important institutions eventually brought together had been members of
the Federal reserve system since 1919 and the holding company operations in-
volved were confined essentially to California.

The program of branch expansion was begun in 1921 by an affiliate
of the First National Bank of Los Angeles, the Los Angeles Trust and Savings

Bank. This was a combination of the kind previously referred to, of a na-

tional and a State bank under identical ownership and control, In September,
1922, the name of the State bank was changed to Pacific Southwest Trust and
Savings Bank, The out-of-town branch expansion was carried on exclusively
by the State institution, since the national bank was not permitted by law to
engage in such operations. The method of expansion was through the purchase
of existing country banks for conversion into out-of-town branches and the
original establishment of branches in the city in which the head office was
located, For the expansion through purchase, the holding company employed
was the affiliated First Securities Company (organized June 8, 1920),

By September 1, 1927, the Pacific Southwest Trust and Savings Bank
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had built up an organization of 100 offices. It was then merged under the
existing national charter, with its affiliated First National Bank, to be-
come the Los Angeles First National Trust and Savings Bank.

The second important merger, which completed the present struc-
ture of the institution, occurred on April 1, 1929, with the Security Trust
and Savings Bank. This was a branch operating State institution which had
been developed independently of the other bank. Its branches, 54 in number,
were all concentrated in and around Los Angeles. Upon completion of the
merger, again under the existing aational charter, the new institution assumed
its present name, the Security-First National Bank. On December 31, 1931
the Security-First National Bank had resources of $540,1U45,000 and was oper-
ating through 125 banking offices in 60 cities and towns in California (12

of which were within the corporate limits of other cities).

American Trust Company

This is the third largest of the branch ocperating banks in Cali-
fornia. Most of its branches are concentrated within an area extending not
farther than 50 or 60 miles from San Francisco, although one office is lo-
cated at Los Banos, about 100 miles away. The actual overations carried out
in building up the organization were not essentially different from those in-
volved in the development of the Security-First National described above,
except that there was involved a change from national to State charter of
one principal institution. On December 31, 1931, the American Trust Company
was owned by the American Company, which was in turn a subsidiary of the
Goldman Sachs Trading Corporation of New York. The American Trust

Company had resources of $250,403,000 and was operating throuzh 93 banking
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offices in 34 cities and towns in California.

California Bank

The branch organization of this bank is so closely concentrated in
and around the city of Los Angeles that its operations could hardly be de-
scribed as intercommunity branch banking. It is nevertheless a large insti-
tution, operating outside of the Federal reserve system with over 50 branches.,
The principal steps by which the bank assumed its present structure were as
follows: The Home Savings Bank, originally incorporated in 1904, was rein-
corporated May 26, 1920, after absorbing a number of other banking institu~
tions in and around Los Angeles. On November 12, 1920, its name was changed
to California Bank, In 1926 its affiliated holding company, California Group
Corporation, acquired control of the National City Bank, Los Angeles, which
was absorbed by the California Bank on August 17, 1928. On December 31, 1931,
the California Bank had resources of $100,126,000 and was operating through
54 banking offices in 19 cities and towns in California (11 of which were

within the corporate limits of other cities).

The Financial Hethods

In building up the great branch banking organizations im California
much new capital was required. How this was raised is a part of the story of
the phenomenal rise of the securities markets which ended in the autumn of
1929, Bank stocks and the shares of bank holding companies during the period
under consideration were particularly subject to speculative activity. Large

trading profits were realized, or hoped for, and the desire of the general
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public to participate in them was stimulated by the frequent reports
of spectacular mergers and consolidations of banks. Stock brokers
and bond departments of banks were being coanstantly provided with ma-
terial for sales talk that was adapted to influencing the investing
and speculating public. Under such conditions it was not difficult
for those engaged in the expansion of branch banking organizations
to obtain all the additional funds they regquired, through thie issue
and sales of shares at rising prices.

In coumon with many of the largest banks everywhere in the
United States, the growing branch opernting institutions in California
organiged securities affiliates. These were frequently used both to
underwrite and to distribute the stock of the banks themselves or of
the holding companies affilinted with or superimposed upon them.
Through the numerous branches of the banks the affiliated securities
companies were in a particularly advantageous position to dispose of
their share issues among large numbers of their customers. In this
manner, as well as through the operations of brokers, an exceedingly
wide distribution was obtained for the shares of either the principal
branch baniking institutions themselves or the holding companies con-
trolling them.

At the same time that funds were so easily obtainable from
the general public in payment for share issues, several banks were en-
gaged in keen competition to expand their branch organizations. The

result frequently was the payment of very high premiums for the stock
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of the unit banks talen over, as well us the negotiation of long-term
contracts to engage the services of former officers at high salaries.
Sometimes the purchased banks'! assets were badly frozen, or serious
losses had been incurred. Occasionally the holding company carrying

out the operation, instead of paying anything for the stock of the ac-
guired bank, actually obtained a guarantee against loss, although this
was very unusual. Under the spur of competition, in combination with
the readiness of the public to supply new money, the tendency was to buy
banks freely, trusting to the future expansion of business to make them,
as branches, profitable in the long run. After the collapse of the stock
market boom in the autumn of 1929, many investors in the stock of branch
operating banlt holding companies suffered heavy losses.

The facts outlined cbove are matters of comuon knowledge. They
require further considerations here only in those particulars which may
be expected to show the distinction between what is essentially o part
of branch bonking development and what has resulted from more general
causes.

‘The raising of additional capital through the sale of securi-
ties by associated or affilinted companies, while characteristic of the
branch expansion that has developed ;in California, is to be considered
as but one of the ways in which capital may be obtained for such purposes.
Other methods would include the sale of securities through completely
independent investment banking houses. Branch organizations might be
built up, furthermore, much more slowly, without the use of additional

capitals On the other hand, it is doubtful whether the branch expansion
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which has occurred in California could have been carried out so rapidly
without the stimulus which existed in the rising stocl: market.

The extensive employment of mergers and consolidations has been
another essential element in the rapidity with which the development has
taken place in Californig. If the absorption of unit banks had been ac-
complished in California by some other method, such as that of absorbing
one bankring office at a time, the transition would certainly have been
greatly prolonged. It could evidently have been made more deliberate,
moreover, by appropriate regulation of the operations of bank holding

companies.
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QRGANTZATTON AND ADMINISTRATION

The following discussion will be limited essentially to the large
scale intercommunity branch banking which has been in operation in California
for only a few years. It is engsged in at present by only five banks at the
most; and only three of these, if the State chartered Bank of America be in~
cluded as an integral part of its larger national affiliate, operate on a
geographic scale even gpproximately comparable to that of the great branch
operating banlks of Canada and other countries. A glance ot the accompanying
maps (Charts 4, 5, and 6) will suffice to show the location of the offices
of the five institutions.

As far as the available information will permif, the questions
considered in this and the remaining chapters of the discussion have to do
with the operations of large scale branch systems in California, and not
with the methods by which the existinz branch organizations have been built
up . ‘More specifically, they relate to such matters as the organization and
administration of the branch operating banks, the influence of branch bank-
ing uwpon the safety to depositors of the banks of the State as a whole,
the quallty and cost of branch bonking service, the danger of a monopoly
of credit through the concentration of banking control, and the earnings
and expenses of intercommunity braanch oper=ating banks as compared with

those of other banking institutions.
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It should be remembered, however, that the large intercommunity
branch operating banks of California are not as yet fully matured branch
organizations. Notwithstanding their wide geographic extension, they still
represent in considerable measure merely the continuation of the activities
of large aggregations of formerly separate banks. These formerly separate
banks have indeed been coordinated into unified organizations, but there
has not been sufficient time to permit them to accumilaete a fund of ex-
perience and establish a record of overations in which their charncteristics
as branch banking systems can be separately appraised from their other char-
acteristics. In these conditions, any attempt to appraise their performance

as branch banking systems must be necessarily incoaclusive.

The Present Methods in California

As already sugzested, the methods of organization and administra-
tion of branch banking in California,are to a considerable extent still in
a stage of experimentation and development. This is true both because the
advent of the system is comparatively recent and because of the special
conditions under which the branch organizations are still opernting. The
special conditions arise out of the fact already noted, that in a large
number of instences the banks now operating as out-of-town branches were
only a few years ago independent unit institutions. In turning them into
branches, the usual practice hos been 6 retain either the former president
or the former cashier as branch mansger, as well as to continue the employ-

ment of most of the remainder of the staff of the institution in former
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capacities. Xven the former directors have generally been retained
to function as local advisory boards. Such arrangements have re-
sulted partly from the fact that no other operating versonnel has
been avallable in sufficient numbers and partly from the policy
of the expanding branch organizations to minimize the more obvious
effects of the change from one system to another.

Of necessity, therefore, the great majority of the
operating personnel of the present branch organizations is made
up of officers and employees originally trained in the conduct
of independent unit banks. Gradually these are gaining experience

in branch operation and acquiring the "habits of thought of mem~-

bers of unified institutions composed of multiple banking of-
fices.

As in England and Canada, all the varied activities of the
branches of a particular bank are coordinated, supervised, and to some
extent directed, by the head office of the institution. The
head office itself consists of the usual departments, conmittees,

and officers subsidliary to the board of directors likely to be
found in any large bank. Except for ordinary customer relation-

ships, which are usually with the branches, the head office decls
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directly with all the larger affairs of the bank, such as the making of
investments, transactions with other banks, and the formulation of gen-
eral policies. Its functions are different from those of the general
management of any large bank only in its coordination and supervision
of the activities of the branches. The chief executive officer of
the head office is the president, and his principal assistants are
usually vice presidents. The Canadian and English designation of these
officials as the general monager and assistant general managers has not
been adopted in California.

Only one institution, Bank of America National Trust aand Savings
Association, operates on a geographic scale considered by its menagement
wide enough to require resident supervisory officers outside the city in
which the head office is located. The branches of this bank in the spring
of 1932 were divided into seven districts, each under the supervision of
an executive vice wresident. Four of these were resident in San Francisco
and three in Los Angeles. The other large intercommunity branch organiza-
tions are in each case administered from the head office directly. It has
been the common practice in some of these institutions thus far, however,
for the manager of the most important branch in a given district to exercise

a sort of informal supervision over smnller neighboring branches, although
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the latter are for all purposes of administration and accounting in direct
communication with the head office.

An important division of the head office organization is the
department of inspeetions and examinations., All branches are examined at
irregular intervals and without notice, and a complete record of the con-
dition and progress of each is kept in the head office. Usually the de~
partment of inspections and examinations is separately constituted, and
is responsible either to the board of directors or to the most important
governing committee of the bank, made up of directors.

In all the larger institutions the head office organization also
includes a central credit department, responsible for investigating impor-
tant applications for the granting or renewal of credits, and a cashier's
department, in general charge of routine opsrations. Subordinate to the
latter are the comptrollers's and accounting departments. The principal
contacts of the branches are with these departments, either directly or
through the executive vice presidents in charge of the various districts.

The activities of each branch are under the immediate direction
of a local manager, whose functions correspond approximately to those of
the president of a local independent bank, although his more important
lending operations must receive the prior approval of the head office. The
branches do not keep accounts with each other, and all interbranch trans—
actions are carried out through the head office by means of a daily entry
clearance system.

Fach branch is allowed a certain lending limit, within which

loans may be made without authorization from the head office, depending
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partly upon the size of the branch but more upon the experience and proven
ability of the local management. An attempt is made to set this limit
high enough to cover the great majority of local loans. Where this is not
possible, larger borrowers are encouraged to arrange for lines of credit in
advance of their needs, so that they may obtain immediate accommodation
without referring each transaction to head office.

Accounting practices differ from those likely to prevail in any
large metropolitan bank only in the elaborations necessary to coordinate
the records of branch activities. ZFach branch is required to submit various
reports to the head office, some dally, some weekly, and others monthly,
depending upon the purpose served. The details of branch accounting are
more technical than would be suitable for treatment here. It will be suf-
ficient to remark that the methods used in California, particularly in the
matter of interbranch clearings and ordinary routine reports, appear already
to have become standardized, as far as fundamental principles are concerned,
along the lines common zmong Canadian(l) and English banks., Profit and
loss accounting for individual branches is a subject presenting peculiar
difficulties, which will be dealt with incidentally in a later chapter on
the earnings and expenses of branch banking in California.

The lLocal Management and Advisory Boards. - It is in the consti-

tution of the local management of the ocut—of-town branches that the most

important departures have been made from standard branch banking practice.

(1) Brief technical descriptions of different phases of accounting prac-
tices in Canadian banks will be found in Banking Principles and Practice,
by E. L. Stewart Patterson, pp. 147-208 (Textbook of Alexander Hamilton
Institute, New York). A more detailed discussion is contained in
Ho M. P. Eckardt's Mamual of Canadian Banking, published by Monetary
Times, Toronto.
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Before the advent of the new system the public in California, as in other
States, had always been accustomed to deal with local bankers fully empowered
to act for their institutions upon their own initiative. Conseguently the
branch operating banks of California have taken special pains from the outset
to make the changed ownership and control of purchased banks as little appar-
ent as possible. It was partly with this end in view, as pointed out above,
that the officers and employees of the purchased banks were usually retained
in approximately their former capacities to operate the branches. Waere the
purchased bank was of considerable size or importaance, the former chief
executive officer, in addition to being made branch manager, was frequently
given the title of vice president.

Recognizing the traditional importance of personal relationships
in the banking business of the out~of-town communities entered, the expand-
ing Pranch organizations have laid particular stress in public announce-
ments and in advertising matter upon the continued and enhanced power of
the locnl bonkers to serve their communities. They have emphasized, for
example, the fact that an advisory board has been set up for most of
the out-of-town branches, to furnish aid and counsel to the local mana~
er in hils more important lending aad other operations. This local ad-
visory board, composed usually of former directors of the purchased banik,
has continued to hold regular meetings as before and probebly to per-—
form most of the functions actually performed by the directors of many
independent country banks. Being usually influential men in their com-
munities, the members of the boards have continued to maintain and estab-
lish business connections, to obtain credit and other information, and to

furnish advice valuable alike to the local manager and to the bank =2s a
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whole. However, they do not generally exercise any definite power over the
granting of loans in excess of the lending limit of the local manager, al-
though their recommendations are said to carry considerable weigh: in deter-
mining the decisions of the head office of the bank,

The use of local advisory boards in the manner outlined above
appears to be a genuine innovation in wide scale branch banking practice.
As far as it has been possible to ascertain, no such methods are used in
Canada or other countries where the branch system is predominant. Whether
the practice will become permanent in Califorria, it is as yet too early
to predict. Por the time being, however, the large branch operating banks
appear to consider their local advisory boards to be of considerable impor-
tance. Testifying before the House Committee on Banking and Currency in
1930, a representative of the Bank of Italy National Trust and Savings Asso-
ciation (now Bank of America National Trust and Savings Association) de-
clared that ". . . The important conscientious service rendered by the bank's
approximately 1,700 advisory board members is regarded as a most valuable

asset, (1)

External Supervision

As pointed out above, an important feature of the structure and
administration of large branch operating banks is their own system of inter-
nal supervision, involving thoroughgoing inspections and examinations of
branches without prior notice. With offices scattered over wide areas this

appears in fact to be indispensable to the sound conduct of branch banking

(1} Hearings on Branch, Group, and Chain Banking, Committee on Banking and
Currency, House of Representatives, 1930, p. 134i7.
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institutions. Such supervision, however, 1s primarily in the interest of
the sharcholders as represented by the board of.directors; end while the
interests of the sharsholders with respect ito safety are in the long run
undoubtedly the scie as the interests of the gemneral public as represented
principally by depositors, the latter are considered to be entitled to
additional safeguards in the form of supervision of the institution as &
whole by govermmental authorities.

In California, as in other States, there are thiree separate kinds
of external supervision of banlks: that of the State bankinz department
for State chartered instifutions; that of the Comptroller of the Currency
for national banlrs; and thot of the Federnl reserve authorities for 211 mem-
ber banks, both national and State. In practice, the examinations made by
the Comptroller of the Currency and the State banking department, where
these are considered efficient, are usually accepted as satisfactory by the
Federal reserve authorities.

Wide scale braanch banking ia California was for several years
believed tc present gpecial difficulties in the matter of external super-
vision. The Stote banking department, in 2ccordence with a requirement of
the Pederal Ressrve Bonrd, undertook for 2 while to begin its exemination
of 2l1ll the brunches of o member bank similtanecously. The same nrocedure
was followed when the Federal Reserve Bank of San Francisco itself under-
took the examination of o member bank. Before lonz, Lowever, the number
of branches of several member banks hod grown so large thot simultoneous

exominations became virtually impossible. A new method was ~dopted in

February, 1923, when thec Federal Reserve Banit's examiners entered only
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three offices of one of the large branch operating banks, taking state-
ments from the other branches. Thereafter the new method became the
standard practice; that is: To enter the head office of the institution
and a few of the largest branches simultaneously, requiring at the same
time a condition statement and a complete schedule of all important assets,
of every other branch as of that date. After the completion of the examina-
tion at the center of the institution, so to speak, all the other branches
are examined by making an examination upon entrance and reconciling impor-
tant items with the statements submitted when the examination of the bank
as a whole was begun. Since the branches generally carry no accounts with
correspondent banks and keep no investments, examinations are greatly

facilitated.
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CEAPTER VIII

BRANCH BANKING SAFETY AND SHERVICE

Up to the time of writing (end of 19%2), no bank in California
which could be properly described as a large metropolitan institution, whether
operating as a branch orgenigzation or not, had been suspended since 1907.
During the period 1921-1931, furthermore, for which statistics of bank sus-
pensions have been examined in detail, the banks of California taken as a
whole, including banks of all types and all sizes, had a record of susven-
sions substantially better than that of the banks of the United States as

a whole.,

Favorable Failure Record in California

A summary record of suspensions for the eleven years 1921-1931

is shown in Table 5.

Table 5 ~ National and State Bank Suspensions in California
and the United States As 2 Whole, 1921-1931(1)

Californis United States
as a whole
Number of active banks, June 30, 1920 720 28,499
Number suspended 1921-1931 56 8,916
Percentage suspended 7.8% 31.3%
Total loans and investments of active
banks, June 30, 1920 $1,891,000,000 | $36,074,967,000
Total loans and investments of banks
suspended 1921-1931 42,514,000 4,716, 322,000
Percentage suspended 2.2% 13.1%

(1) calendar years. Data compiled by Committee on Branch, Group, and
Chain Banking, from reports of Comptroller of the Currency, State
banking supervisors, etc. See volume entitled Bank Suspensions, 1692-1931.
Number of banks in Californiz in 1920 here given ig 3 less than
the mumber shown in Table 4, because taken from different sources:
but the difference makes only a very slight change in the percent-
ages shown.
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It is to be noted, however, that these figures throw little
light on the safety of branch banking, as such, in comparison with inde-
pendent unit banking.

Influence of Economic Conditions. - California has enjoyed in

recent years more favorable economic conditions than many other States, par-
ticularly those of the great grain growing regions of the Middlewest and North-
west and the cotton planting areas of the South. This is true mainly because
of the extent and the diversity of Californials natural resources, coupled
with the rapid economic development, especially in the southern part of the
State, which has taken place since the World Wer. The production of petroleum
in and around Los Angeles, and the moving picture industry in the same vicin-
ity, are examples. Considerable wealth has been brought into the southern

part of the State, moreover, by an influx of retired farmers and others,
particularly from the Middlewest and Northwest, who have settled in California
and transferred all or part of the value of theilr possessions to thelr new
home. These and other causes have tended to offset the influences which during
the past ten or twelve years have caused so much difficulty to the smaller in-
dependent banks in many other States.

Effects of State Laws and Supervision. - Another factor which ap-

pears to account in part for the safety record of Californials banks is
the structure and administration imposed upon those operating under State
charter, by law, Some of the principal provisions of the Bank Act have al-
ready been described in a preceding chapter.

In California the total number of suspensions of State chartered
banks in the eleven years 1921-193%1 amounted to 30. This was 7.2 per cent

of the total number of State chartered banks in operation on June 30, 1920.
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The national bénks suspended in the State &ﬁfiﬁg the same period numbered
é6, which was &.6 per cent of the total number of national banks in opera-
tion on June 20, 1920. The ratios of loans and investments of suspended
banks to total loans and investments of the two classes of institutions in
operation on June 3C, 1920, were: for State banks, $18,527,000 to
$1,091,050,000, or 1.7 per cent; for national banks, $23,987,000 to
$799,950,000, or 3.0 per cent.(1)

From these figures it appears that in Cnlifornia the safety rec~
ord of the State banks was better than that of the nntional banks. In
most other Stotes, on the other hand, the safety record of national banks
was better than that of State banks. For the United States as a whole the
ratios of the number of suspensions during the years 1921-19%1 to the total
mugber of banks in operation on June 30, 1920, were as follows: for State
banks, 37.0 per cent; for national banks, 15.7 per cent. In terms of total
loans and investments the same ratios were: for State banks, 19.3 per cent;
for national banks, 6.5 per cent.(2)

Influence of Branch Banking. - Supplementing the foregoing ex~—

planations, it may be noted that branch banking in California, by extending
the methods and practices of large metropolitan banks to small communities
all over the State, moy have had influence in the direction of causing local
independent bankers, in competing with the branch operating institutions, to
conduct their own institutions along conservotive lines. That this view

was not without standing among banking officials is shown by the following

(1) pata compiled by Committee on Branch, Group, and Chain Banking. See
volume entitled Bank Suspensions,; 1892-193%1.

(2) Ibid.
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passage, quoted in Chapter IV above, from the 1916 annual report of the
State superintendent of vanks: (1) ", . . Still another cause has often
influenced my course in granting the desired license. Occasionally it hap-
pens thet the general banking tone of a community will be improved measur-
ably by the licensing of a branch office of a well established, safely con-
ducted institution."

A special factor contributing, during the period examined, to the
safety record of California's banks was the absorption of independent unit
banks into the expanding branch organizations. A considerable number of
independent unit banks are known to have been taken over in order to prevent
their suspension. In certain cases, as previously noted, consolidation took
place under a contract by which the absorbing bank, instead of having to
meke payment to the stockholders of the institution taken over, received either
an actual payment from the latter or a guaerantee of indemnity against loss.

It is of interest to observe in this connection, that some of the
branch operating banks followed the practice, when taking over a unit bank,
of selling its slow or doubtful assets to an affiliated or associnted hold-
ing company.(g) At the same time the bank holding compnanies were realizing
large sums from the nation-wide sale of their stock at high prices. They
were thus in a position for the time being to absorb heavy losses, if necessary
upon the assets taken over from the unit banks. In such cases, whatever the
subsequent history of the holding companies, the investing and speculating
public of the United States as a whole made at least temporary contributions

to the safety of California's banks.

(1) Seventn Annual Report of the Superintendent of Banks, 1916, p. viii.
(2) See testimony of a representative of Bank of Italy N. T. & S. A., ia
1930, quoted in Chapter IV above.
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Yo satisfactory figures are available concerning either the number
of suspensions which were prevented in California by the taking over of en-
dangered banks by branch organizations or the amount of resources involved.
It is evident, however, that® in the period examined the spread of branch
banking in California through merging independent unit banks made substan-
tlal contribution to the safety record of the banks of the State as a whole.
When a bank was in difficulties, and yet not actually insolvent, it was almost
always possible, in the circumstances of the period, to have one of the large
metropolitan institutions take it over and transform it into a branch. The
machinery for carrying out such:operctions was in existence; the procedure,
while cumbersome as far as the law was concerned, had nevertheless been well
established and simplified; and since it was widely known that intercommunity
branch organizations were being built up by the taking over of unit banks,
the obvious measures could usually be taken without danger of impairing the
confidence of a given community in its local bank. There is, of course,
every reason to believe that the great majority of the unit banks absorbed
by the branch operating banks of California were in sound condition when
taken over. Those in financial difficulty were undoubtedly the exception

rather than the rule.

Branch Banking Service

Most of the controversial discussion of wide scale branch banking,
in California as elsevwhers, centers around the adequacy and cost of its ser-
vice to the borrowing public. The following paragraphs, therefore, will be
devoted primarily to an oxamination of Californial's experience with large

branch operating banks as lending agencies.
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About the only essential difference in the formalities of nego-
tiating a loan from a well conducted unit bank and from a branch of a branch
operating bank occurs when the amount involved is greater than the discre-
tionary lending limit of the branch manager. In either case, the orespective
borrower applics for the credit and submits a statement of his financial con-
dition. This is analyzed and probably discussed by the borrower and the unit
bankers, or by the borrower and the branch manager, as the case may be; then,
in either case, if the amount involved is within the discretionary lending
limit of the branch monager, the credit is granted or refused, perhnps after
consultation with the local advisory board of the branch or the board of
directors of the unit bank, but without other authorization. If the amount
is above the discretionary lending limit of the branch, the manager may first
consult the local advisory board, but at all events he must forward the ap-
plication, together with the financial statement and his recommendations, to
the proper officer at the head office (who may be a resident supervisor
nearer at hand than the hend office city) and wait for authorization from
the latter before moking the loan. The loenl unit banker, on the other
hand, if the credit applied for is within the legol 1limit of his bank,
will either make the loan himself or, when the amount is lorge, refer the
matter to his board of directors.

Delay in granting loans is often avoided, in practice, by both
classes of institutions, through the establishment, once a year or oftener,
of lines of credit for prospective borrowers in advance of their needs.

Once this is done, loons may be made immedintely, whether the application

is to & branch or to a unit bornk. Information is not ~vailable as to how
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widespread this practice is among unit banks, but an officer of the largest
branch operating institution in California has testified that ". . . As &
matter of fact, after a branch has been in omeration for a year or more, ex-
verience shows thot easily 80 per cent of the annual commercial credits ex-
tended by the branches are renewals under established lines."(1)

The adequacy of the service which may properly be demnnded from
banks as purveyors of credit depends essentinlly upon whether, within the
limits of the funds at their disposal, they graant all applications for loans
which are economically justifiable and which will not endanger the safety
of the deposits entrusted to them. Consequently, the decision to male or
refuse loans is very largely a matter of Jjudgment on the part of the manege-
ment, and the measure of adequacy of lending service is determined by the
degree of competence of the management.

As pointqd out in a preceding chapter, the managers of the great
majority of the country branches oi the large intercommunity branch operat-
ing banks of California are themselves former unit bankers. Since they became
branch managers, members of the staff of a mctropolitan bonk, the quality of
management that they have displayed has reflected both their own earlier ex—
perience as unit bankers and the effect of their new stalff connection. In
particular, their own judgment as lending officers has been conditioned, where
substantial amounts have been involved, by that of the central credit depart-
ment of the head office, a factor difficult to isolate for senarate appraisal.
Their effectiveness as lending officers, however, may well have been increased
by the fact that the head office relieves them of all work and responsibility

in connection with investments and the genersl financizl administration of

(1) United States Congress, 71st, 2nd Session, Hearings under ¥. Res. 1M1
on Branch, Chain and Grouw Baanliiag, House Commitites on Bankinz and
Currency, p. 1348,
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With the passage of time it is to be expected the branches will
be managed for the most part by men less well trained in the operation of
unit banks and better trained in branch operation. Pending the development
of that condition, the evidence afforded by California experience concerning
the quality of local management under branch banking must be considered in-
conclusive.(l) British and Canadian experience have been reviewed in other

studies of the Committee.(g)

Availebility of Credit. -~ It is stated by advocates of the brench
system that the lending service it wnrovides is not only as good as that of unit
banking but better. Two principal characteristics of bronch banking are cited
to prove the point. The first is that small bronches can and often do meke
individual loans much larger than could be extended by unit banks in the same
communities. The second is that, through tne mobility of funds in a branch or-
ganization, the aggregate of loans extended in a given community is not limited
by the deposits of that community. To establish both these claims, a large
amount of data was submitted to the Committee on Bankingz and Currency of the

House of Representatives in 1930 by an official of the Bank of Italy N.T.& S.A.

(1) Jonn Philip Wernette, of Harvard University, after traveling widely over
the State of Coliforania during the summers of 1930 and 1831 and inter~
viewing persons in smoll towns, writes as follows with respect to the ser-
vice to borrowers rendered by branches as compared with uanit banks:

"The matter of the wisdom and fairness of the comparative
lending policies is one on which Jjudgment is difficult. Any
would~be borrower, who has been refused a loan, and there are
many of them, will damn the bank as a soulless, unsympathetic
institution. The feeling is fairly general in branch towns
that the branch banks are stingy with loans. This question
was the subject of especially careful ianquiry and the writer
believes that, on the whole, the braanch banks' lending poli-
cies have been wise. They have been, it is true, incressingly
cautious during the past few years and, in some cases, unduly
restrictive. Due to the relatively unprofitable condition of
agriculture during the past few years all banks, both branch
and unit, have been restricting their agricultural credit. 1In
some cases, where the branch banks have erved on the side of
conservatism, local barnks have taken over the rejected business.
In general, however, the branch banks seem to have refused very
few loans which the local banks would have been willing to make.'--~
Branch Bankinz in California, pp. 138-1%9, (a doctoral thesis on
file ir the library of Harverd University, 193%2).

(2) See Brench Bantine in Canada and Branch Bankzing in England.
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large Individual Loans. - A tabulation was presented, showing

individual loans made by branches which nad formerly been independent country
bankse The legal lending limit of the independent banks, based oa their
paid-up capital and surplus, was indicated in each case, to illustrate the
larger credit facilities actually extended to customers after tae same in-
stitutions had become branches of the Bank of Italy N. T. & S. A, In order
to avoid the possibility of revealing the names of borrowing customers, both
the location of the branches and the borrowers were designated by numbers
and letters respectively. The original tabulation contains data for 70
branch offices. To conserve space, the relevant figures are here repro-
duced only for each fifth branch as shown in Table 6,

Table 6 - Examples of Loans Outstanding in Excess of Legal Lending Limit

to Individual Borrower of Former Independent Bank(l
Spring of 1930

Former Credit
) legal lendir . M
City eélaimi te% fmg Borrower Business outstanding
unit bank from branca
No. 1 $ 5,000.00 Mre & Cattle $ 8,500,00
No. 5 42,500.00 | Mr. A Butchaer i 80,000,00
Mr. B heep and farming | 98,968,10
Jo. 10 6,500.00 Mr., A Retired 13,300,00
Mr, B 12,767.00
Mr. C 11,000,00
Mr. D 10,000.00
Mr. Automodiles 11,761.00
Mr. F do 10,285.,00
No., 15 56,500.00 Mr. A Hay and grain 162,000,00
Ho. 20 17,500.00 “r. A (also | Cattle 65,000,00
Torrows at
another
brancii)
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Table & - Exasples of Loans Outstanding in Excess of le

oé
Y- 2

gal

Lending Liait

to Individual Boriower of Foramer Independent Banicl 1)
Spring of 1930 (Coatinued)

¥ Foramer ! { Credit
58 ading i ¥ i
City 16?32ﬁif}§}1b borrover Zusiness outstanding
unit bani from branca
|
No. 25 | $45,000.00 i, & Ovchardist $ 50,000.00
| ixe B Realtor £3%,000.00
fr. C dnolesale grocer 200,000.00
bire D Rancher 63,000.00
Mr. B Tractors 50,000,00
i Mr, F Realtox 50,000400
i Mr. G Automobiles 75,000,00
! I lre B Rancher 50,000.00
} {
oo 30 | 12,500.00 |, A Capitalist 32.000400
i . Mr. B Zotel 30,000,00
i Mre C Antomobiles 70,090.00
| Phrs D Garage 35,000400
g ; lire F Farmew 43 ,000.00
No. 75 | 47,700.00 |it. A Lumber 500,000400
i i Bre B do 300,000.00
j fir. Cattle 120,000.00
{ !
No. B0 | 7,750.00 !hx. A Stock raiser 12,000,00
: L r. B Hay and grain 1%,000.00
| (M. C Contracto: ! 10,000.00
; i Moo D Livestock ! 11,000.00
| |1e B | 21,000,00
3 iMre F ; 30,000.00
i s
o, U45 ' 5,600,00 v, A | Saeep § 75,000400
: Mie B | Capitalist i 57,000.,00
! re C ! Sheep 5 45,000,00
§ ‘Nre D é Automobiles 51,000,200
§ fure B | Hardware and ice 19,535,00
Moo 49(2) ! §0,000.00 lur., 4 E enufactures I 250,000.00
] | fire B I Cammer 2,790,000,00
; (lire © ! Canne:’ and rancher 1,481,000.00
? ‘lr. D t do 680,000,00
i ‘lre E i Cooparative 3,000,000.00
i ‘Mr. F | Canuer 225,000.00
i lir. G i Canne: and rancher 194,000.00
i iMr, B ! Dried fruits ‘ 119,0900,00
i ilire I i Cannex ; 111,000,00
| Hr. J ! Dried fruit broker |  213,000,00
! hr. X | Dried fruits i 150,000.00
! . L | Cattle . 166,000.00
% Mre M i Building and loan ' 1,000,000.00
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Table 5 - Examples of Loans Outstanding in BExcess of Legal Lending Limit
to Individual Boxiower of Former Independent Bank(l)

Spring of 1930

(Continued)

Former { Crédit
- legal lending| - . . T
City 1 imi | Borrower | Business outetaiding
imit of ; ‘ froa vranc
g H 1 Iroid dranca
unit bank
No. 55 $20,000.00 Mr. A Automobiles $ 171,898.73
Mr. B do 43,553,146
Mr. C do 113,466.33
Mre D Faraing 37,000,00
Mre B Realtor and insur- 82,177.00
aiice
ir, F Contractor 30,000.00
Mr. G Capitalist 36,000,00
_ Mr. H [ Theatexr 55,000,00
| Mr. I 5 23,500.00
Mr. J ! 3%,200.00
! Mra X ‘ 25,000.00
i
No. 60 [ 12,700.00 ir. 4 f Dairyman 23,000.00
Wo. 65 20,000.00 | lir. & ' Capitalist 31,700.00
, Mr. B ! do , 31,478.,00
| ' Mre C ; 248,000,00
i D Mre D . General Nerchandise 2H,000,00
i bire T i Transportation 30,000.C0
! Ve F | Mexchant 3%,000.00
| | Mr. G ! Cattle 26,800, 00
i | bir, H | Contractor 70,000.00
; re I { Orchardist and 2%,000.00
! § 1 saipper
| DMr. J ' do 71,763%.,00
2 e % ! Ice and storaze 35,000,00
;  hr. L . Baker 22,000,00
‘ | Mr.e L ; Orcaardist 36,000.00
g P jr. N . Orcaardist and 37,000.00
f % : salppeyv
; P Mr. O { Mercnant 31,647.75
§ ! lire P ' Laundry 31,000.00
. | Mre Q . Rock and gravel 75,000.00
i }
i i
Yo. 70 {12,500.00 ! Hr. 4 i Orchardist 175,005.00
i P Mr. B i Orciaardist and 150,000.00
: : b cannen
! | D iller 25,000.00

; I\fll‘ . C

!

(1) cozpiled from tabulution submitted

rency, House of Representatives, Hearlass on

to Committee on Banking and Cur-

Branch, Group,and Cuain

Banking, 1930, pp. 1392-13%98.

(2) Data for Ho. 49 used becuuse figures for XNo.

lation are incomplete.
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To assume taat all these borrowers would have failed to obtain
so much credit had the dbranch banlking system not been in operation, would
hardly be justified. Undoubtedly tue needs of some of them would aave
been and previously were met tarough the intermediary of independent banks
by the city correspondents of the latter, Or, in some instances, the re-
quired funds might have been obtained by borrowing from two or more inde-
pendent country btanks., MMoreover, certain of these loans were doubtless
extended to local divisions of important firms which could readily have
borrowed from metropolitan banks, but kept their accounts in near-by
brancaes as a matter of convenience., Consequently it is not possible to
determine the exact extent to which the borrowers referred to in the tabu-
lation actually received moire ample crodit accommodation from the branches
than they would aave obtained from indepecadent unit banks in the same cowm~
manities,

Loang in Relation to Deposits. - Another tabulation submitted
by the Bank of Italy Ne Ta & 5. As in 1930 was one showing tiae amounts
of deposits and loans of its branches in the different cities and towns
of California. From thils tabulation the list shown in Table 7 has been
taken, of branch locations waere the average of loans ocutstanding on
February 28 of the three years 1927-1929 amounted to over 70 per cent

of average deposits,

http://fraser.stlouisfed.org/
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Table 7 - Loaas and Deposits of Selected Brenches
February 20 for 3 Years 1927—1929(1

- w7 -

5 Average As of

Ratic of

!
{ Deposits e *
Name of branch Loans } (demand and 32;5:152
; tize) Jﬁ(per cent)
1, Bakersfield $ 14,986,000 § $ €,733,000 Th.1
2. Wasco 843,000 | 450,000 187.3
3. Petaluza 2,665,000 | 3,069,000 | 86.8
4. Gilroy | 1,858,000 !  1,L2L,000 13045
5. Hollister . 2,874,000 | 1,889,000 152.1
6. Hayward 2,250,000 2,555,000 88.5
7. King City 1,007,000 498,000 202,2
8. Loupoc 857,000 799,000 107.3
9. Los Banos f 1,308,000 1,089,000 120.1
10. kadera | 1,207,000 1,324,000 | 91.2
11, Merced {0 2,718,000 5,082,000 732
12, Gridley 1,345,000 1,394,000 96.5
13, Live Osk 294,000 272,000 108.1
1k, Marysville 2,836,000 2,sgn,ooo 100.1
15, Paso Robles 751,000 243,000 79.6
16. Kapa 3,016,000 2,4l 000 123,4
17, Redwood City 2,587,000 1,861,000 139.0
18, Watsonville i 2,173,000 2,418,000 8949
19. San Jose 12,397,000 14,461,000 8545
20. San Mateo 1 2,746,000 2,799,000 98.1
21. Sunnyvale 739,000 08,000 91,5
22. Santa Claia 1,502,009 2,01%,000 9L’
2%, Stockton 12,273,000 15,531,000 85.5
24, Ventura 3,342,000 3,805,000 | 87.8
25. Tracy 1,015,000 1,055,000 f 96.1
26. Vacaville ! 732,000 874,000 | 83.8
27. Woodland 1,627,000 | 2,283,000 | 71.3
2%, Ontario 1,578,000 i 1,598,000 98.7
29. Salinas 5,084,000 | 4,198,000 | 121.1
30, Snafter 187,000 134,000 139.6
31. San Juan 182,000 200,000 91.0
32. Arcadia e 999,000 719,000 138.9
3%, Santa Ana | 1,736,000 1,627,000 106.8
34, San Fernando 799,000 897,000 39.1
35 Fairfax g 251,000 312,000 | 80,4
2b. Crescent City | 880,000 , 1,130,000 77.9
37. Tulare ; 823,000 i 1,161,000 70.9
38, Lakeport § 357,000 | 4€6,000 75.6
39. Daly City {0 1,238,000 | 667,000 185.6
Lo, Burlingame P1,25%,000 1,094,000 115.9
41, Healdsburg | 992,000 | 1,053,000 9k.2
U2, Roseville | 1,165,000 1,550,000 5.2
43, san Bruno : 255,000 | 285,000 94,0
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Table 7 ~ Loans and Deposits of Selected Branches, Average As of
February 28 for 3 Years 1927-1929(1) (Continued)

f De Pt Ratic »f
. ‘ ) posits loaii to
Name of branch Loans { (demand and deposit
i } tlHE) . Posivs
: i (per ceat)
L, Bureka $ 2,277,000 ! $ 2,887,000 78.9
U5, Guutine 540,000 | ”62,000 96.1
L6, Ukian 629,000 | 502,000 125.3
47. Willows 553,000 | £82,000 81.1
L&, Winters Lol,000 447,000 90. 4
49, Fall Valley 744,000 | 881,000 gl
BO. Conco:d ' 372,000 494,000 753
Pl. Mantecsa 581,000 | 463,000 125.5
H2. South San Francisco 330,000 | 159,000 719
52, Alameda i 1,834,000 2,207,000 83.1
k. San Lecadro 798,000 1,111,000 71.8
55. Santa keria i 346,000 1,202,000 70.4
B6. Santa Paunla | 249,000 279,000 852
H7. Yuba City r 1,437,000 1,286,000 | 117.2
58. Pasedena | 1,482,000 1,575,000 754.0
59. Glendale to1,4k,000 1,667,007 g3
60. Brawley 3 £69,000 . 1,015,000 8h.6
61. Escoadido 1,485,000 | 1,265,000 118.3
£2. National City : eul, 000 739,000 87.1
£7, Half iioon Bay ; 514,000 K52,007 93.1
64, San Rafael g 700,000 § 673,000 71.9
65. San Anselmo ; 161,000 | 213,000 7546
66. E1 Centro L2,787,000 | 2,992,000 ! 9341
£7. Ojai Valley : 430,000 i £€9,000 ! 73.2
68 Fillmore i ©05,000 | £05,000 Hel
59, Anaheim § €83,000 | 874,000 76.
70. Pomona i 1,592,000 i 1,526,000 i  10L.3
71. Santa Barbara . 2,529,000 . 2,444,000 | 103.3
72. Flacentia : 45,000 ! 499,000 g9,k
7%. Burbank | 545,000 | 685,000 . 79.6
74. Walnut Creekx j 712,000 620,000 ;  11L.8
75« Monrovia i 995,000 . 1,150,000 i 83,5
‘ |
(1) Compiled from tabulation submitted to Comnittee on Banking and

Cuirency, House of Representatives, Hecriags on Branch, Group,

and Chain Bankings, 1930, pp. 1385-13%38,

This tabulation illustrates several aspects of branch vanking prac-

tice, In the first place, it should be recalled tnat well conducted banks
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are generally unable to leand locally as much ag 7C per cent of tneir deposits.
During the three years in question, for example, the Bank of Italy N. T. &
S. A, as a whole had an average of $562,553,000 in gross deposits.(1l) Tae
average total of loans and discounts ocutstanding, including call loans, com-
mercial paper, and banze.s' acceptances (important items of secondary reserve),,
amounted to $415,03%,000, or about 63 per cent of gross deposits.(l) Total
loang and discounts of all country member banks of the Federal reserve system
during that same period averaged 6L per cent of gross deposits in Califoinia
and 05 per cent in the United States as a whole. Sound banking practice re—
quires that considerable sums be ewmployed as resorves, in the form of casi
or balances duc from otaer banis, call loaas, and investments of cne kind or
another, Under ordiaary circumnstances tae only woy in which the ratio of lo-
cal loans to deposits of unit banits can be incrensed bejond a maximum usually
under 70 per cent is by borrowing, & practice whicli 1s not generally regarded
as sound when pursued as a regular policy. It is fairly certain, therefore,
that the loans of most of the brancnes listed above were substantially greater
in relation to taeir deposits than would have beer the case had those branches
beesn independent banks.

In the second place, since the ratio of loans to deposits of the
branches referred to was greater than that of the average of the bank as a
wiaole, it follows that other commnities were in effect furnishing the funds
to make up the excess, Other braanches of the baik were of necessity lending,
at the time referred to, less than tne average amounts in relation to their
depositse This state of affairs doubtless redresents to a considerable extent

a seasonal situation. At some otuer period of the year many of the branciaes

(1) Average reported to the Comptroller of tne Currency in response to calls
during each of tae years 1927, 1928, and 1929.
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tabulated would probably have had outstanding substantizlly smaller
amounts of loans, while others, operating in regions then in their
seasoa of greatest economic ectivity, would in turn have been malring
larger aggregates of loans. The tabulation illustrates, therefore, in
effact, the mobility of loanable funds resulting from the operations
of a branch system.

The tabulation also provides evideance that the branch system
furnishing the data had wot drawn off funds needed in small communi-~
ties for use in large commercial and industrial centers. The bronches
desiznnted in the tabulation are nearly all located in smoll towns
all over the State. The period 1927-1929, to which the figures re-
lote, was characterized in gencral by a great demand Jor funds at
high rates in the call money markets, not only of New York and
Chicago but of San Francisco and Los Angeles as well. It appears,
therefore, that the banik was obliged, presumavly as a matter of long
run business policy, to take care of the customers of its country
branches, irrespective of temporary opportunities for larger immediate
profits from funds lent at call in the cities.

Interest Rates to Borrowers. -~ The Committee has endeavored

to ascertain whether the advent of wide séale branch banking in Cali-
fornia has or has not resulted in lowering interest rates to borrowers

in the rural communities. Available statistical evidence, however, has
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been found to e neither comprehensive nor conclusive. In the first

place, sufficiert data are not available to show in fairly renresenta-

tive manner what the effective interest rates to borrowers in rural districte
actually have beea at any time. Different banks, both unit and branch
onerating, follow different practices with respect to the amount of bal~
auces waich borrowérs must leave on deposgiit without interest. HMoreover,

it is possible that the customs of bvamiks zenerally in this respect may have
changed during the past ten or fifteen years. Such differences or changes
would affect the real interest charged Jor loans. In some banks service
charges are made for granting small loans; in others, wiere large credits
are involved, the prevailing rotes are sometimes reduced in order to zet
the business. Consequently, since it would be a hopeless task to try to
allow for all these and other influences tending to chnrze the cost of bank
credit, it must be borne in mind that the comaon or "going" rate on loans
is but a rough indication of the real interesi charges »aid.

With the view to ascertaining vhat Lias actually been the movement
of the common or "going" rates to borrowers in the rural districts of Coli-
fornia during the past ten or fifteen years, two separate inguiries have
been made. The first was an examination of the records of notes submitted
to the Federal Reserve Bank of San Francisco for rediscouat in the spring

of the years 1921 and 1932, from selected towns in various regions of the
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State. In 1921 the notes camc from independent member banks, while in 1932
they were from the dbranches of metropolitan member banks which nad in the
meantime succecded to the business of the same independent ingtituri cns,
Out of about 30 towns investigated in this manner, 11 were found where there
was some evidence that rates had been lowered after the independent bank
was coaverted into a branch, From one town, in the northern part of the
State, tiae notes submitted for rediscount all carried the rate of 8 per cent
in 1921 and 7 per cent in 1932, From another, in the southern part of tne
State, the records definitely indicate a change from 10 to & per cent., In
tae case of 9§ other towns, a considerable proportion of the notes bore in
1921 a higher rate than in 1932,

The second inquiry was the sending of a queétionnaire by the Federal
Reserve Bank of San Francisco in April, 1932, to unit national banks in 30
selected country towns throughout the State, About half the banks questioned
were located in towns waere there was competition from branches of metropoli-
tan institutions, while the others were not far away from comminities served
by branches. These banks were asked to indicate "what was the common interest
rate to borrowers from your institution or in your commnity," in the spring
of each of the years 1915 to 1932. They were further requested, in the event
that any changes had occurred in the period under consideration, to indicate
what in their opinion were the principal reasons therefor.

Tventy-six answers to the questionnaire were received., Of taese,
21 reported that there had been no material change in the seventeen year
period, The other 5 reported reductions, in two cases from 10 to & per cent,
and for 3 banks, from & to 7 per cent. By way of explanation of the change,

one institution in the southern part of the State declared that: "For many
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years we had nc paper in our bank bearing less than 10%. Following t.e en-
trance of Eranch Banl-ing into the valley the rate was gradually reducsd until
now the prevailing rate is 8%, At least 95% of our paper bears 8% ncrest.”
A bank in the northern half of the State explained the change as follows:
"From gbout 1923, there has been a constant decrease from 8% to 7% due to
the reduction in rate by competitive banks and to general economic conditions.™
The results of these attempts to arrive at the facts cannot be said
to be conclusive. In general they seem to indicate that the prevailing rate
in rural communities for the past four or five years has been about 7 per
cent, except for certain small areas of the State, where the usual charge
has been 8 per cent. From tea to fifteen years ago, the rates in the same
areas appear frequently to have been & per cent and 10 per cent respectively.
As previously emphasized, however, the prevailing rates on cus-
tomers' loans may not be taken as an accurate measure of the effective rates
paid, Even if a change in effective rates could be saown to have taken
place since the advent of branch banking, it would not necessarily follow
that such change has resulted from branch banking., Other influences have
been at worl during the past ten to fifteen years, both in California and
elsewnere, which might tend to lower interest rates, notably tie pronounced
improvement in means of communication. With the greater ease of transporta-
tion resulting from good roads, the price of almost everything in rural dis-
tricts, including bank credit, has probably been affected to some extent by
competition from the cities., Moreover, California has been for many years
gradually passing from the stage of pioneer development into that of an
older, more settled community; and generally suchh a "settling down" process

results in lower interest rates on loans.
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For these and other reasons, no positive conclusion awpears to be nossible
concerning the influence of branch banking in such changes as may have oc-
curred in effective interest rates to borrowers in California.

The Monoooly Question. - The facts of banking concentration in

California have already been set forth in sufficient detail to show that
wide scale branch operation there, as in Canade and other countries, tends
to result, through mergers and consolidatious, in larger and larger and
fewer and fewer banks. TUp to the present ftime, Lowever, 1t is clecr that
the different branch opersting systems in Califoraia are in active competi-
tion with one another. Fuarthermore, there are still several hundred dif-
ferent vanis operating in the State, and even those towns wiich are served
only by branches of one iastitution are usually near enough fto indepsandent
banits in near-by places for convenient access to them by existing means of
transportation.

As bearing on the prospective degree of banking concentration in
California, material presentel in wnreceding chapters may here de recalled.
This showed that the present degree of such conceatration was attained with
extraordinary sneed in consequence of a comvinntion of circumstances that
prevailed at the time when it was going one These may boe sumnarized as:

(1) the banking laws of California; (2) the personality and the ambition of
individuals; (3) the adaptability of the State's economic activity to branch
baniking, because of diversification; (h) the extensive use of affiliated or
associated holding companies to buy unit baunks, to raise woney by the sale

of stock, and to accomplish wholesale mergers and consolidations; and finally
(5) the existence for a considerable period of a rapidly risinz stocik market,

meking possible the sale at high prices of the shares of banks and bank

holding companies.
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CHAPTER IX

THE COST OF BRANCH BANKING IN CALIFORNIA

Experience with branch banking in California up to the present
has not been sufficient to warrant conclusions as to costs of operation.
Comparisons between the earnings and expenses of the large branch operating
banks snd those of other banks are not conclusive., The branch banking
movement has progressed so rapidly that the branch banking institutions
have had considerable expenses of a non-recurrent kind in perfecting de-
tailg of their administrative structurc. On the other hand, deductions
from earnings on account of losses have been decreased in the largest
branch operating banks by the use of affiliated non-banking companies to
take over slow or doubtful assots.(l) It is impossible to determine the
extent of either the increase in operating costs attributable to transition
or of the decrease in losses through transfers to affiliates. Consequently
comparisons of costs and profits made between wide scale intercommunity

branch operating banks and other banks are subject to reservations,

Large Intercommmity Branch Operating Banks
¥se. All Other National Banks

In an attempt to arrive at some comparison, however, earnings and
expenses and loans and investments for the four years 1927-1930 have been
aggregated and averaged for the three largest intercommunity branch operat-
ing banks in the State, or their predecessors, on the one hand, and for all

other national banks in the State, on the others The three branch operating

(1) seo testimony of a representative of Bank of Italy N. Te & S. A.,
Chapter IV above.
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banks during the period referred to may be considered as a state~wide branch
banking system made up of two national banks and one State bonke These are
the Bank of America Ne Te & S. A., the Security-First National Bank, and the
American Trust Company. All threc are members of the Federal reserve system.
The three branch systems operated through twice as many banking offices as
the "other national banks," with nearly twice the amount of loans and invest-
ments. Consequently the average size of the offices of each system is rough-
ly comparable. The results of this calculation are shown in Table 8.

Table 8§ -~ Earnings of Three Large Intercormrmnity Branch Operating

Banks Compared with Other National Banls i? galifornia,
Average of Four Years 1927-1930 1

Three large - QOther
branch oper- natio a%
ating banks t banks(@
Annual averages of: ,
Number of banking offices (banks and branches) 499 2kg
Loans and investments $1, 280,964,000 [$736, 265,000
Capital, surplus, undivided profits, and re-
serves (except reserves for expenses, etc.) 153,302,000 | 112,960,000
Barnings and expenses per $100 of loans and
investments
Interest on loans and investments $5436 $5.61
QOther earnings 1.52 0.92
Total earnings 6.83 6.53
Salaries and woges 1.55 1.50
Interest paid on deposits 2455 2.12
Other expenses 1.36 1.1k
Net losses 0.36 0.68
Total expenses and net losses 5«82 5oLl
Net profits 1.06 1.09
Net profits per $100 of invested capital .90 7013
Ratio of time deposits to total deposits t4.7% 37.0%

(1) For the method by which these schedules were drawn up, see Committee on Branch,
Group, and Chain Banking, Banking Profits, 1890~1931,

(2) A few small national banks were excluded because complete figures could not be
obtained; but since the tabulation has to do only with averages of aggregates,
the omission makes no appreciable difference.
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When expressed as percentages of loans and investments, gross
earnings were higher for the branch operating banks than for the other
banks, the difference arising, however, not from interest charges, but from
other earnings. Operating expenses were likewise higher for the branch sys-
tems, with the result that net profits per $100 of loans and investments were
nearly the same for both groups of banks, Average net profits on invested
capital were higher for the branch operating banks than for the other banks
becouse they had a smaller invested capital in proportion to loans and invest-
nents.

Interest on loans and investments was substantiaily iower for the
branch systems than for the "other national banks."” But since the data do
not show whether the ratio between investments and loans was approximately
the same in each case or the yield on the investments the same, it does not
necessarily follow that the actual interest collected on loans was at a lower
rate in the branch systems than in the "other national banks,."

Other earnings of the branch systems were nearly 65 per cent higher
than those of the "other national banks.," This is probably accounted for by
the larger number of functions performed by the branch systems, A consider-
able part of the difference is doubtless represented by cormissions on the
purchase and sale of securities for customerss But if earnings from ser-
vices other than strictly banking business were greater in the branch sys-
tems, such services might naturally be expected to résult in greater operat-
ing expenses. And in fact, operating expenses, as embodied in the two items
of salaries and wages and other expenses, were higher, although the differ-

ence in the case of salaries and wages was very small,

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



- 1l22 -

Interest poid on deposits was substantially higher for the branch
systems, reflecting in part the hicher ratio of time deposits to gross de-
positss Net losses oppear to have been substantially lower for the branch
systemse But this nay be accounted for, in part at least, by the custon
of the branch operating banks already ermphasiged, of turning over slow and
doubtful assets to affiliated non~banking corpanies when converting unit
banks into branches,

Altogether the comparison made possible by these tabulations is
inconclusive, It does appear to indicate, however, that there has been very
little difference in cost per unit of business, betwcen the large intercor-
mnity branch operating banks in California and the other national banks of
the State. Economies of operation of the branch systens have not so far been
dermonstrated by the statistical information available, although it is possi~
ble that expenses incident to the building up of the branch organizations

themselves may have offset any economies otherwise effected.

Country Branches and Country Banks

If there is any considerable saving in the operating costs of
wide scale intercommunity branch banking as compared with unit banking, the
difference should be apparent in the results of country branch and country
unit bank operationss Unfortunately, for reasons which will appear presente-
ly, accurate and comprehensive comparisons between the two types of banking
cannot be made, A statistical compilation has nevertheless been attempted,
in the hope of indicating approximately the differences between at least a
few items of earnings and expenses. Statements for each of the five years
1926-1930 of the earnings and expenses and the principal balance sheect ttems

(averages of the condition statements issued during the year) were obtained
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for 31 country branches of the three principal intercommunity branch operat-
ing banks of QOalifornia. These branches were sclected by the Federal Re-
serve Bank of San Francisco with such geographical distribution as to con-
stitute, as far as possible, a representative cross-section of country
branch banking in the State. At the same time, to provide a basis for com-
parison, corresponding data were assembled for 30 national banks operating
either in the same towns as the branches or in the nearest neighboring
pléces.(l)

When the statements were received for the 31 branches, it was
found that, while the principal balance sheet items and the ordinary items
of earnings and expenses appeared to have been reported on the same basis
by the three institutions, certain other items obviously had note These
were (1) interest allowed the branches on balances due from the head office,
(2) interest charged the branches on balances due to the head office, and
(3) the charge against the branches for their share of the expense of main-
taining the head offices These items in branch accounting are of necessity
determined arbitrarily, and in fact each of the three branch operating banks
concerned uses an accounting basis differing widely in some particulars from
those of the other two. In:ofder therefore to obtain averages of earnings and
expense data for the 31 branches which would be approximately consistent,
it was necessary to adjust these items to a common basis. This has been
done by combining some of the methods of the three banks and using composite
percentages as follows: (1) interest allowed on balances due from head
office, 5 per cent; (2) interest charged on balances due to head office,

5 per cent; and (3) charge for head office supervision, 0.21 per cent

(1) The schodules referred to in the rcport on Banking Profits, 1890-1931
of the Committee on Branch, Group, and Chain Banking were used for
this purpose,
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(approximately) of earning assets. (1)
7ith these adjustments, Table 9 shows average aaxmual figrrss for
the five year period 1926-1930 of the principal earnings and expe.i:esand

balance sheet items for the 31 braanches and the %0 national banks.

Table 9 ~ Barnings and Expenses and Balance Sheet Items
Average of Five Years 1520-1930

Average for Average for
31 branches 30 unit banks
Farnings and Expenseés
Interest on loans and investments $ 33,561 $ 96,885
Interest on balances due from head office 14, 82u(2) -
Other earaings 2,143 17,531
Total earnings 50,528(2) 114,416
Salaries and wages 10,401 3 27,429
Interest naid on deposits 17,927 36,602
Interest on balances due to head office 2,237(2) -
Supervision of head office 1,626(2) -
Other cxpenses 7,403 20,276
Net losses 1,297 1%,900
Total expenses and net losses 40,891(2) 98,207
Net additions to profits 9,637(2) | 16,209
Loans and investments 488,243 1,593,607
Due from head office 296,470 -
Total earning assets 784,713 1,593,607
Capital, surplus, and undivided profits - | 218,740
Time deposits 4g3,877 ? 781,228
Total devosits 763,247 1,664,890
Due to head office Ly 735 -

(2) Items in which adjustments have been made, as described in the text.

In order to determine the average rate of earnings and expenses

(1) This is approximately the percentage actually assessed against the
branches of the largest intercommunity branch operating bank for head
office supervision, on the basis of several ycars of experience.
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of the branches and the unit banks, it is necessary, since the branches

have no capital assigned to them, to adopt as the basis of calculation their
earning assets. For the branches this means in effect their loans plus
their balances due from head office, since they do not generally have any
other investmentse. If they were unit banks presumably they would have capi-
tal funds to dispose of; but any increase in earning assets which they might
have on this account would probably be more than offset by the funds immobi-
lized in buildings and fixtures and the reserves of cash and deposits in the
Federal reserve or other banks required by law. Generally the bank buildings
of the branch operating banks are owned by an affiliated company, to which
the branches pay rent,

It will be observed that the average amount of earning assets of
the unit banks referrcd to in the tabulation is approximately twice as large
as that of the branches., The difference was unavoidable in the process of
selecting national banks located as near as possible to the branches, But
since it has been shown in another part of the Committee!s report(l) that
the expenses and losses of unit banks with earning assets of from $1,000,000
to $2,000,000 are generally lower per unit of business transacted than those
of unit banks with from $500,000 to $1,000,000, this fact should be kept
in mind in the comparison. At the same time, there are so many other pos—
sible sources of error in the compilation that this factor should not be
overemphasized.

In the light of the foregoing considerations, it is evident that
earning assets as a basis for determining the rate of earnings and expenses

of the two classes of banking offices are only an approximation. ZEvon so,
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however, they are probably accurate enougi to provide a fairly relizble

comvparison between those items for which no acdjustments have been nade,

and to give a rough indication with respect to the others. The ro evant
figures for such a comparison are showa in Table 10.

Table 10 - Earnings and Expenses of Brancih and Unit Banks
- d
Average of Five Years 1$20-1930

I Average for Average for
31 branches 30 vnit banss
Amount per $100 of earning assets - )
Interest on loans and investments sh.es 1 $6.03
: fice | (1), $6.17(1)
Interest on balances due from head office | 1.35\1) .
Other earnings 0.27 1.10
Total earnings E 5.44(1) 7.13
Salaries and wages 1.32 1.72
Interest paid on deposits 2.28 2.30
Interest on balances due to head office 0.2¢(17] \
Supervision of head office 0.21(1)F 1.041)
Other expenses 0.g% | 1.27
Net losses 0.17 0.87
Total expenses and net losses 5.21(1) 5.15
Yet additions to profits 1.23(1) 1.02
Ratio of time to total deposits 54 | 475
Interest »naid per $100 of total deposits $2.35 ! $2.20

(1) Items in which adjustments have been made, as described in the text.
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Total earnings of tie branches appear to be considerably smaller
than those of the unit banks, apparently becar.se of the smaller "other earn—
ings"; but the total for the branches includes (in lieu of yield from ia-
vestments) the arbitrary interest allowaace of 5 per cent on balances due
from head office, waich may be aigier or lower than the average yield of
the investments of the iandependent banls. oreover, the item "otuer earn~

ings" of the unit banks includes interest received on balances due from
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correspondent banis, which might be coupared with a part of the interest
allowed the branches o balances due from their head offices. The most
that can be said of the comparigon is that it gives some reason t3 believe
that average gross earnings of country branches are somewhat smaller per
it of business done than those of covantry unit banks,

Mmong the several items of expense, salaries and wages for the
branches are showa to have heen definitely lower than for the unit banks.
This wonld still be true even though the entire item of head office super—
vision were added to it. The difference seems to substantiate one claila of
the advocates of brancih banking with resdect to operating economics, namely,
that the operating staff of a small branch nced consist only of a manager
who is cssentially a lending officer (assisted by the central credit depart-
ment of the head office) and ordinary clerxs. The aggregate salarics and
wages of these should be lower per unit of business done than in the case
of a unit bank, becavse the operating personncl of the latter must be cana-
blec of attending to all such matters as the investment of funds and the
general financiel administration of the bank,

Interest paid on gross devosits in the two classes of banking
officcs appears to be about the same per $100 of earning assets. Inasmuch
as the ratio of time deposits to gross deposits in the unit banks averaged
considerably lower than in the branches (47 per cent as compared with 64
ner cent), either the rate paid on time deposits by the former must have
becn substantially higher or they must have paid substantial intcrest oa
other classes of deposits.

Other expenses of the branches, iacluding adjusted figures for

head office supcrvision and interest on head office funds used, appear to
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be somewhat greater than those of the unit bankse The figures for both
classes of banking offices are supposed to include the cost of occupancy
and maintenance of buildings and fixtures, insurance, stationery, telephone
and telegraph, advertising, and other miscellaneous items; and while pre-
sumably the branch operating banks should be able to effect some savings by
centralization of purchases, the extra costs of supervision by the head
office would be likely to offget theses

Wet losses appear to be much smaller for the branches then for
the unit bankse In all probability, however, a part of the difference is
accounted for by the fact noted above, that some of the branch operating
banks have made it a practice, when taking over unit banks and before
turning them into branches, to transfer their slow and doubtful assets
to affiliated non-banking companies. Such branches have thus started
without any heritage of previous losses to write off. The experience in
California cannot, therefore, be considered as having provided an answer
to the question whether losses are smaller in branch banking systems than

in unit banks,
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SUMMARY

California provides an especially favorable environment for wide
scale intercommmity branch banking, primorily because of the great diver-
sity of the economic activities of the different regions of the State. It
appecrs, however, that this circumstance wes of less importance as a factor
in the rapidity of the development of the branch system in California than
a combination of other circumstances, madc up of the carcer of A. P. Giannini
as banker and financial organizer, the somewhat guarded provisions of the
State law sanctioning branch operation, and an unusual opportunity for stock
flotation through the existence for several years of rising security markets,
The branch banking movement gained headway after 1920 and within a few years
the banking structure of the State was traonsformed. Stariting with a system
of unit banking of the type vwredominant in the United States generally, Cali-
fornia witnessed the rise of a2 semwll number of branch operating banks,
which before the end of the decade controlled well over half of her total
banking resources.

There arc two separate but closely intcerrelated aspects of the
developmente On the one hand is the matter of the transformation itself,
the processes by which a large number of the banks in California gave up
their status as independent institutions and became branches of metropolitan
bankse On the other hand is the actual performance as banks of the large

branch organizations, upon which may be based a tentative appraisal of wide
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scale intercommunity branch banking as practiced in California to date.
This second aspect of the development has thus far been largely influ-
enced by the firste. Moreover, the commonly expressed opinions of the
merits or demerits of branch banking in Californig have been based more
upon the particular methods by which the existing branch organizations
have becen built up than upon their performance as banks. To avoid con-
fusion, the two aspects must be considered separately. In the long run
the process of building up branch orgonizations has little or nothing to
do with the merits or demerits of branch banking as such.

The development in California, if not too raenid for compatibility
with the public interest, was so rapid that it escaped cffective control
by governmental agencies. During the five or six years following 1920,
the State supcrintendent of banks, under whose jurisdiction alone inter-
community bronch operation was permitted by law, was presonted at times
with applications the granting of which would extend the scope of branch
banking far beyond vhat most bankers believed was in the minds of the
framers of the 1909 act. Unit banks throughout the State were bought up
by hiolding companies affiliated or associated with branch operating banks,
and then the superintendent was called upon to authorize their transforma-~
tion into branchess Usually he granted the applications. Otherwise he would
have been unable to exercise effective supervision over these large Zroup
organizations,

From as early as 1919 the most important bronch operating State

banks of California were members of the Federal reserve systems But the
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restrictions on branch banking nrescribed by the Federsl Reserve Board were
rendored ineffective ly the utilization of affiliated or associated non‘--
member banks to build up branch organizations, which later werc to be ab-
sorbed by merger with the member institutions. Restrictions were conditioned
by the complexities of dual banking control, and by the fact that all membor-
ship in the Federal reserve system is in effect voluntary, since State mem—
bers may withdraw from membership end national banks may surrender merber-—
ship by converting into State banks.

The procedure employed to escape the regulations of the board was
to use the bank holding compeny, which purchased the stock of the unit banks
concerned and merged them together into the nonrmerber brrnch operating bank.
Such: tronsactions were greatly facilitated by the rising stock market, which
made possible the sale of shores of the holding companies at such prices as
to draw large sums from the public for use in the purchasc of banks at high
pricess This was acconpanied by sveculation and stock promotion, sometires
through the branches of the affiliated or associated institutions themselves,
Without the holding company device the development of intercorrmnity branch
banking in Czlifornia could not have taken place with such speed.

Consideration of the safety record of branch banking in California
appears to show that branch expansion, as distinguishod from branch operation,
has been an important factor in reducing banlk foilures in the State, While
there has been no suspension of any large scale branch organization in Cali-
fornia, the experience there has been too short and limited to too few banlks
to be accepted as a test of the safety of branch banking.

In the matter of service to the commmity, the evidence availsable
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indicates that many small towns and villages in Cglifornia have been sup—~
plied with more extensive credit accomwodation by branches of metropolitan
banks then could have been provided by local independent bankse. Individual
loans have frequently been made in amounts much larger than would have been
legally permitted for unit banks of a size the community could support. The
aggregates of loans made by branches have frequently been a great deal larger
than the deposits of those branches. This has reflected the transfer of
funds assembled as deposits and not needed in one community at a particular
time to branches in other comrmnities where there was a demand for credit,

Yo evidence has been found in Califoraia that brsnch banking has
resulted in draining small commmnities of their funds, when such funds have
been nccded locally for loanse On the contrary, a tabulation of the loans
and deposits of country branches of an importent branch operating bank in
the State, as of February 2% of the three years 1927-1929, shows that the
average of loans outstanding at seventy-five offices amcunted to over 70
Per cent of deposits and in a great many cases to over 100 per cent, as
compared with 64 per cent for all country merber banks in California and
66 per cent for 21l country member banks in the United States. This was
during a period of exceedingly brisk demand for call loans at high prices
in the financial centers of the country.

Econonies of operation of the branch system, clainmed to result
from centralization of all the functions of geaeral financial adninistra-—
tion, have not been demonstrated by the statistical information available
as to California's experiences. ZExpenses incident to the building up of
the branch organizations thenselves may have tonded to offset any econo-

nies otherwise effected.
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