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INSURANCE OF BANK OBLIGATIONS IN SIX STATES DURING THE PERICD 1829-1866

This is a study of the first attempts in the United States to
protect bank creditors (depositors or noteholders or both) through use
of the insurance principle. No ecomparable study of the insurance plans
gperated in six States prior to 1866 has ever been made, and only one
of these has teen previocusly apalyzed. The authors have drawn, for almost
all of their information, on original source material, much of which was
unknown or discovered after having been thought lost for nearly a century.
1t is belleved that in addition to providing a detailed account of the
forerunners of Federal deposit insurance, the study makes a significant
contribution to American banking history.

Among the highlights of the study are the following:

A description of the purpose of bank-cbligation insurance, as
viewed by the men who first considered such a plan in this country in 1829.

(mo II’ ppv 6"'].0.)

An account of the origins of modern bank examination procedures
and their relationship to insurance. (Ch. II, pp. 13-18.)

The role of bank supervision in the operation of Indiana's mutual
guarantee insurance plan--the most successful of all such plans operated
during thils period. This includes instructions to examiners and extracts
from the private correspondence of supervisory officials. (Ch. IV, pp, 16-
28. See first the third paregraph on p. 4 of Ch. I.)

A description of the short-lived insurance program operated in
Michigan and its collapse after the panic of 1837; and an account of the
extraordinary difficulties encountered by bank examiners in Michigan in
the 1830's. (Ch. V. pp. 18-27 and 27-33.)

The development of the deposit assumption technique for the pro-
tection of insured creditors of Ohioc banks; and an appraisal of the vital
role played by insurance in enabling insured Ohio banks to survive the
panic of 1897 without a single failure, including an account, taken fram
private correspondence, of actions by supervisory authorities., (Ch. VI,
Pp. 25-30. See first the third paragraph on p. 4 of Ch. I.)

A summary of the important lessons taught by the early insurance
plsas. (Ch. VIII, pp. 2 and 3.)
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PREFACE

This study of insurance of bank obligations in six States
prior to 1826 is the outgrowth of a larger project which was begun
in 1934 shortly after the Division of Research and 3tatistics was
esteblished. Under the direction of Mr. Mortimer J. Fox, the first
chief of the Division, Miss Florence Helm and Mrs. Ethel Bastedo
vegan to collect material on the experience of States with deposit
insurance, Vithin a few months they had cbteined considerable in-
formation on the cheracter of the deposit guaranty legislation in
eight States during the quarter of a century preceding establishument
of the Federal Deposit Insurance Corporation, and had become familiar
with references to the New York and Vermont "safety funds" in a
report of the National Monetary Commission and ¥nox's History of

?anking.

In October 1034, Mr. Clark Warburton was placed in charge
of the survey of previous experiernce with insurance of banic obliga-
tions, with lMiss Helm continuing for a time to woik on statistical
data and Mrs. Bastedo on the legislation in the eight States with
deposit guaranty systems. By the end of that year enough work had
been done to report: "Surveys have been mede of State plans for
the guarantee of bank devosits." 1/ However, it was realized that
rore exhaustive studies were desirable than these brief surveys, and
a comprehensive project was outlined, of which a description was
published in an inventory of current research on financisl problems
prepared at the National Bureau of Economic Research in cooperatigy
with government agencies, universities, and other organizations.

During the next few years progress on the studies was slow
for several reasons. Collection of statistical data on the deposit
guaranty funds, and on bank failures was found to be far more
difficult than had been anticipated. It was also found that bank.
otligation insurance or mutual guarsnty systems had been in cperation
in four States, besides New York and Vermont, prior to establish-
ment of the natioral banking system, that almost nothing had been
published regarding them, and that the published accounts of the
experience of New York and Vermont were inadequate for appraisal
of their degree of success, their deficiencies, and the reasons
for their discontinuance. In addition, Mr. Warburton's time soon
became preoccupied with work more closely related to current opera-
tions of the Corporation and with other research projects, notably
a study of bank failures and losses to depositors in the United
States from 1865 to 1933, with attention to the reasons for the great
waves of bank failures that were concentrated in certain years.

It was not until 1941 that lMr. Warburton was again able to
devote a sizable portion of his time to the history of bank-obligation

1/ Armual Report of the Federal Deposit Insurance Corporation
for 1934, p. 29.

g/ A Progrem of Financial Research, Volume Two (National
Bureau of Economic Research, 1937), pp- 157-56.
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znsurance. During the next two years he reviewed the material that
nad been obtained on the eight systems of deposit guaranty estab-
1shed between 1007 and 1917, collected and analyzed additional
information, and prepared reports on three of these systems. In
addition, ccnsiderable information was collected vy two assistants,
Miss Carol Colver and Miss Wilhelmina Shaerpe, on legislation per-
taining to the six systems of bank-obligation insurance established
vetween 1329 and 1358, and on the operations of four of them. But
eerly in 1943, because of various circumstances partly associated with
the war effort, all work on the project was suspeanded indefinitely.

Work on the project was resumed in 1952. It was decided
to give first attention to the pre-1866 experience, with Mr. Carter H.
Golembe responsible for preperation of reports on each of the six
systems. Mr. Warburton has had general direction of the studies,
suggesting facets that needed exploration and providing editorial
comments. Mr. Golembe has been assisted by Miss Helen Thompson; and
Mrs. Dorothy O'Guwynn, Mrs. Eileen Payne, and Mrs. Hazel Shea have
given stenographic and clerical service. Miss Jeanette Harp and
Mr. David Cole have read the manuscript and made many valuable
editorial suggestions., Mr. Golembe and Mr. Warburton are jointly
responsible for the final results as they appear in this book.

Edison H. Cramer, Chief
Division of Research and Statistics

January 1956
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CHAPTER I

INTRODUCTION

During the first thirty years after organization of the
Tederal government in 1789, banks were chartered by special acts of
State legislatures or the Congress, usually for a limited number of
years. For two~thirds of this period there were no bank failures;
put in the last third many failures occurred and great controversies
developed about the operations of bvanks and their place in the economy.
In conseguence, the next forty years was a period of development of
banking codes and experimentation with various types of banking sys-
tems. During this time six States inaugurated systems of bank-
obligation insurance.

The States which adopted insurance programs for the pro-
tection of bank creditors during this period were New York, in 1829;
Vermont, in 1831; Indians, in 1834; Michigan, in 1836; Ohio in
1845; and Iowa in 1858.~7 All of the systems, except that of Michigan,
operated with varying degrees of success until banks were no longer
eligible to participate in insurance. In Indiana, Chio, and Iowe,
this was because of their conversion to national banks between 1863
and 1866; in New York and Vermont because of expiration of the
charters of the varticipating benks, with continuation of banking
operstions under national charters or under State laws which had not
provided for the insurance of bank obligations.

In the debates which preceded establishment of the Federal
Deposit Insurance Corporation in 1933 reference frequently was made
to State deposit guaranty systems adopted by several States between
1907 and 1917. Little attention was paid to the bank-obligation
insurence systems which operated prior to establishment of the
national banking system, notwithstanding the fact that a few of the
States had a remarkable record in this field and all of them pioneered
in the development of some of the basie principles of present day
deposit insurance.

Extent and Character of the Insurance Plans

In many details the early bank-obligation insurance systems
differed from those adopted by individual States in the first decades
of the twentieth century and by the Federal government in 1933. This
was a consequence both of the characteristics of banking during this
earlier period and of the fact that the plans were experimental
Procedures in providing protection for bank creditors.

1/ Because bank liabilities during the period covered in
this study usually consisted of circulating notes plus deposits it
bas been found more convenient to use the single word "creditors"
vben referring to the owners of these obligations, rather than the
Phragse "depositors and noteholders". Similarly "bank obligations" has
been used in place of "deposits and eirculating notes.”
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Approximately one-nalf of the nation's bank-supplied circu-
lating medium before 1860 was composed of the notes issued by indivi-
dual banks. This was because banks commonly extended credit in the
form of circulating notes as well as deposits. In the less develcoped
areas of the country bark credit was largely in the form of c¢circula-
ting notes; in the eastern cities, chiefliy in the form of deposits.
After 1365 all circulating banknotes were guaranteed by the Federal
government, so that later bank-obligation insurance proposals
were usually limited to deposits.

Another difference between the early insurance systems and
those adopted after 19C0 related to the function of bank capital. In
addition to serving as ultimate security for the protection of bank
creditors, bank capital was more extensively used as a tool for the
limitation of bank operations than is the case today. In the early
decades of the nineteenth century restriciions on the amount of bank
lending, or on the creation of obligations, were often expressed in
terms of multiples of capital rather than, as at present, in terms of
required reserves against deposits.

Table 1 sumarizes the provisions of the six plans adop*ted
petween 1829 and 1858.

Function of benk-obligation insurance. Bank-obligation
insurence was a major vanking reform and, as is often true in such
cases, the motives which actuated proponents of the insurance legis-
lation are not readily distinguishable after the passage of more than
a century. In general, it appears that bank-obligation insurance was
advocated and adopted for two reasons: +to protect the community
Prom severe fluctuations of the circulating medium due to bank
failures; and to guard against loss to individual bank creditors,
particularly those of limited meens.

The available evidence indicates that the first of the
above mentioned functions, i.e., to prevent severe fluctuations in
the circulating medium, was the more important. Much of the evidence
pointing to this conclusion relates to the New York insurance system
and is discussed in Chapter II. However, it is also indicated by the
fact that although there were differences among the six States in
the types of obligations insured, in none of the States was there a

limitation on the amount of insurance provided each individual bank
creditor.

Obligations insured. In the first four plans adopted, all
debts of the participating banks, i.e., circulating notes and deposits
primarily, were covered by insurance. In New York, the lnsurance
legislation was later amended to restrict insurance to circulating
notes and this same restriction was also included in the last two
plans adopted. However, as noted above, in none of the six State plans
was there a limitation on indiviiual coverage.

Limitation of insurance to circulating notes in three States
reflected a belief, then current but by no means universal, that
ten affected the amount of circuleting medium only through the
' Uﬁnﬁe of b%nknotes. Also, there was the belief that depositors
*ould "choose" their banks, whereas noteholders were more likely to

Persons of modest means who had no choice but to receive the bank-
Botes in the form of wages.
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Table 1, Prineipal Provisicns of Bank-Obligation Insuranas Flans Adopted by Six 3tates, 1829.1858

State Obligations fnsured Banks participating Assessments; sige of fund Payment ef bank orsditars
New York 1829.42, all debts 1/ All banks established or Anrually 1/2 of 1% of capital stook After oompletion of liquidation of
1842-66, oirculating rechartered subsegcont to maximum of 3%. If fund reduced, failed bank; begianing in 1837
nokes 2/ to passage of aot 3/ annual assessment not to exceed irmediate payment from fund to
above rate until fund restorcd to heideps of alrcoulating notes
paximun auvhorized
Vermont All dedts 1/ All banks established or  Annually 3/% of 1% of capital stock  After sompletion of ligquidation of
rechartered sndsequent to maximum of 4 1/2%, If fund re- failed bank
to passage ef aot 3/ duced, annual assessncnts not to
exceed akove rate until fund restoxed
to maximum
Indiana All debts 1/ Branch Banks 5/ Ne specific amount; speolal assess~ Within ocne year aftor faflure, if
ments as necessary liquidavion provecds and stocke
helder contridbutions insufficient
Miochigan All debts 1/ A1l banks established or Annualiy 1/2 of 1% of oapital steck After nompletion of liquidation of
rechartered subsequent to maxanum of 35, If ruad »educed faiied bank
to passage of act annual assesements not to exoceed
above rate until fund restored te
maximum
ohio Ciroulating notes Branch Banks 2/ Single assessment prior to opening Inmedlately, through special assess-
of Bank: 10% of amount ef aircu- ments on solvent Branoh Banks, As-
lating notes, Thercarren aB3ess- sessnen%s to he ropald from irsur-
menis at alove rate apylieavle anse fund, and fund reraid from »To=
only to additional circulating notes, ceeds of liquidation of assets eof
if any, Aissued by bank failed bank
Iowa Ciroulating notes Branch Banks 5/ Single assessment prior to opening Immediately, through spcoial assess-

of bank: 12

lating netes,
at a%ove rate applicavle orly to ad~
ditiosa2l ¢irculating notes, if any,

issued by bank

1/2% of amount of oiroue
Thereafter assessments sessments to be repaid frep insur-

mente en solvent Branch Banks, As-
angz fucd and fund renaid from p»o-
09zé3 of liquidafiion of assets af
ralled bank

i/ Included olrculating notes, Jdeposits, and mIscelianecus 1iablli{les;
/ Aot of April 12, 1842,

3/ Pree banks, which were authorized in 1838, d4id net participate in insurance.

T/ Pree banks, which were authorized in 1851, did not participate in insuwigce,

speoified conditions to withdraw from insuranc
Branch

and collectively sonstituted the "State Fank" in thesze States,
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Table 2 summarizes significant data relating to coverage
of, and participation in, bank-obligation insurance systems adopted

prior to 1860.

Membership. The first three insurance plans adopted were
intended to include, immediately or eventually, all operating banks.
In New York, Vermont, and Michigan the law applied to all banks
organized subsequent to passage of the act, with provision that
existing banks must Join at the time their charters were extended or
renewed, Michigan went even further and specifically provided what
may have been intended in New York and Vermont: +that an already
existing bank could join at its option prior to & renewal or ex-
tension of its charter.

In Indiana, Ohio, and Jowa membership in the insurance
system was limited to the Branch Banks of the respective State Bank
Systems. It is important that these Branch Banks not be confused
with present day branches of operating banks. The Branch Banks of
Indisna, Ohio, and Iowa were what would now be called unit or inde-
pendent banks, each with its cwn stockholders, board of directors,
and officers. The Branch Banks collectively constituted the "State
Bank," of which there was a Board of Directors, or Board of Control,
composed of representatives of the Branch Banks, or in part of
such representatives and in part of appointees by the State legis-
lature, The Board, i.e., the State Bank, did not itself engage in
any banking operations; it was a benk supervisory agency which had
functions somewhat similar to the combined functions of bank super-
vision within the Federal Deposit Insurance Corporation and the Board
of Governors of the Federal Reserve System.

In all but one of the six States the insurance systems did
hot include free banks. The "free banking" movement began in the
late 1830'5, before any of the insurance systems had been thoroughly
tes‘_:'?d by experience, its primary purpose being to permit the organi-
%atlon of any bank meeting statzd requirements. The geal of the

free banking" movement was to curb monopolistic tendencies thought
tC_’ Ye inevitable in banking under special charters, and associated
W}th this goal was a method of providing protection for holders of
Clrf:ulating banknotes through the posting with State officials, by
€&ch bank, of bonds or mortgages in an amount equal to the bank's
tot?.l issues of such motes. Sponsors of "“ree benking" claimed that
bani depositors were cepable of protecting their interests and,
corseguently, in the free banking syslems neither insurance nor
Posting of collaterel was required for the protection of depositors.
I:;Dy States passed "free banking” legislation - including all of
. OS¢ States which aiso made use of the insurance principle - and
Tee banks were excluded from insurance except in Michigan. Conee-
;l:ently the insurance systems did not beccme as universal in coverage
inshad been anticipated, and in the two States where bank-obligation
nm};mnce had been first introduced - New York and Vermont - the
st 1?:1‘ of banks participating decreased as charters expired and
oc.holders reorganized their banks under the "free banking" laws.

. ."!.‘e.ble 2 shows the maximum and minimum numbers of banks
Participating in insurance in each of the six States.
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Table 2, Extent of Bank-Obllgation Insurance in Six States, 1829-1866

I-5

Item New York Vermont Indiana Michigan Ohio Towa
Period of operation 1829-1866 1831-1866 1834-1865 1836-18u42 1845.1866 1858-.1865
Number ef participating
banks:
Minim 2 (1865 3 (1831) 10 (1834-3 1 (1840 8 (18 7 (1858
Hagin:.:: ;::; 91 (1839 13 1813|1-u8) 20 1857-63} uy 31838 41 (18 3251) 15 186'&-’-65)
Percent of all banks in
State participating:
Minipum a 2, 1865 9.8% (1858 12.5% (1855) 14,37 {1840 51,.4f (1846 100.0% (185865
el Eheael 9. {1857 6.3 1103l 100.5° (18300s1) Bu 2 (1638 9.1 {1864  100.0 (182862
Obligations oovered by in-
{in thousanasy: 7
n ous 8):
¥inimum {year $ 721 (1865 $ 307 (1858 $2,182 (1842 $ 22 (1Bho $1,576 (1845 $ 5 (1858
Maximum roar; 70,090 {1836; 1,936 1837} 7,898 {1862 1,423 (1838 8,460 (1851 1,526 {1863
Pe;-:en:iof all bang ob=-
gations sovered:
Minimur (year 1,28 (1865 8.3% (1858 25.5% (1854) 2.42 {3880 17.3% (1845 2,94 (1858
Maximum year; 90,6 !18'40 78,3 haﬁsg 100.0 (1835-51) 6€1.5 31838 55,1 (1857 46.51, {1822)
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Types of insurance systems. Insurance of bank cbligations
was provided by three methods: 1) establishment of an insurance fund,
commonly referred to at the time as a "Safety Fund", 2) a requirement
that the participating banks mutually guarantee each other's obliga-
tions, and 3) a combination of the first and second methods.

Reljance upon an insurance fund alone was the case in New
York, Vermont, and Michigan. As indicated in Table 1, the fund was
established through assessments levied on capital stock of par-
ticipating banks, reflecting the relaticnship between capital and
bank obligations previously ncted. The cost of administering the
insurance systems, including saleries and expensges of Bank Commission-
ers, was charged against the funds.

While New York's insurance system was adopted by Vermont and
Michigan, Indiana developed in 1834 an alternative plan which re-
quired that all participating banks mutually guarantee the lia-
bilities of a failed member bank. This obligation became effective
vhen a failure occurred, and no provision was mede for an insurance
fund. Administrative expenses of the Board of Directors of the State
Bank were met by special assessments on the participating banks.

Insurance systems adopted by Ohio in 1845 and by Iowa in
1858 apparently reflected a consciocus effort to incorporate the
esgential portions of the two methods, with major reliance on the
Iniiana precedent. As shown in Table 1, protec¢tion for bank creditors
in OChio and Iowa was dependent upon the mutual guaranty provision,
with the insurance fund availaeble for reimbursement of the con-
tributing banks. This was probably due in vart to evident success
of the Indiana system by 1845 as contrasted with the difficulties
experienceal in New York and the depletion of the fund in Michigan.
The nmethod of paying administrative expenses of the Ohioc and Iowa
systems was similar to that of Indiana.

In each of the five States having insurance funds, custody
of the fund was given to the supervising authority, but ownership,
directly or indirectly, remained with the banks.

Method of paying creditors of failed banks. Immediate pay-
ment of insured obligations was effectively provided for in only two
of the six States during this period. The systems of Ohio and Iowa
provided that the necessary amounts would be made immediately avail-
able through special assessments levied on the socund participating
banks in proportion to their note circulation. This represented
an improvement over systems adopted earlier. In New York, Vermont,
and Michigan, creditors had to wait until liquidation of the failed
banit had been completed, and the deficiency determined, before re-
¢eiving payment from the insurance fund. Indiena required that its
insurance plan become operative only if liquidation of the assets

of the fajled bank proved insufficient to meet the claims of bank
creditors within one year.

Supervision of Banks Participating in Insurance Systems

. The development of bank supervision was one of the notable
eatures of bank-obligation insurance systems operated in six States
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prior to 1866. Before the edoption of the first bank-cbligation
ipsurance system in 1829 bank supervision, when it existed at all,
was characterized by inadequate condition reports and sporadiec, in-
effective bank examinations.

Condition reports were not required cf many banks during tl
pirst few decades of banking in this country. When they were re-
quired, it was usually because the State was & stockholder and it
was felt that reports should be made to the State--either to the
governor or to the legislature--as to any other stockholder. How-
ever, the only information provided was a simple breakdown of assets
and liabilities. It was not until after about 1800 that some States
vegan to require more detailed information from banks. But as late
as 1829, the year the first insurence plan was adopted, some banks
still submitted 0o condition reports and many others did so only at
irregular intervals.

Bank examination also had its origin, in many States, in
the stockholder relationship between State and bank. As late as
1837, several Louisiana banks refused to be examined, ciaiming that
the State held no stock and therefore had no authority to examine
them. Prior to the 1830's, bank examinations were rarely made excepi
in cases where it was suspected that the condition report was in-
correct or it was believed that a bank was insolvent. In such cases
the legislature or governor would usually appoint one or several
prominent citizens to inquire into the condition of the bank and
submit a report. It was considered essential that the person or
persons so chosen occupy a respected end substential position in
the community, as it was thought to involve great risk to the bank
and i1ts customers if an ordinary businessman were to lock at the
books of the bank.

There were a few instances when exaninations were provided
for under conditions other than those specified above. For example,
the charter of the first bank to be established in Massachusetts
(in 1784) provided that an agent of the State could examine into
the condition of the bank at any time and be given full access to
bank records. However, this was unusual for the time, as is indi-
cated by the fact that Massachusetts made no use of this ypower
until much later. In general, when examination was permitted
it was only with the understanding that the exsminer would not be
allowed to do much more than verify the condition report which had
been submitted to the State, Rarely was he given unrestricted
accesg to bank records.

With the introduction of bank-obligation insurance legis-
lation the supervisory picture was dramatically changed. 1In each of
the six States regular examination by paid examiners, authorized to
look thoroughly into the condition of the banks, was either written
into the law or became accepted practice. In addition, condition
reports were required in greater detail and with more regularity.

It is not too much to say that modern bank supervisory procedures
¥ere effectively introduced to the American banking scene through
bank-obligation insurance legislation.

Table 3 summarizes the principle supervisory provisions of
the various insurance laws.
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gable 3. Principle Frovisions Relating to Supervision of Banks Participating in Bank-gbligation Insurance Systems, Six States, 1829-1866

BEates: Ferliod
ol bank-obii-
ticn insurance

Supsrvisory agenoy

Bank examination Condition reports

=37. e pankX Commlo-

sioners; one appolnted by
Governor; two by banks,

1837-43, Thres Bank Copmis-
sioners appointed by dovernor.
1843-51. State Comptraller.
1851-66. Banking Department;
superintendent appointed by
Governcr,

1831-37,

New York
18295.1866

Three Bank Commis~-
sioners; one appointed by
legislature; two by banks,

1837-58, One Bank Commis-
sioner appointed by legisla-
ture,

1834.55. Board of Direotors
of the 3State Bank of Indiana;
President and four directors
appointed by leglslature; one
direotor by each Branch Bank,

1856-65. Board of Directors
of the Bank of the State of
Indiana; four directors
appointed by legislature; one
direotor by each Branch Bank;
president by Board,

1836-37. One Bank Commis-
sioner appointed by Governor,
1837-40. Three Bank Come

missloners appointed by
dovernor,
1840-42.

Veramont
1831-1858

Indiana

1834-1865

Miohigan
18361842

Attorney Qeneral.
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1829-#5. Yaoh bank three
times per year; additional ex-
aminations if requested by three
participating banks.

1843.66, Examination only
when bank was believed to dbe in-
solvent or to have submitted
false condition report.

Bank Commissioners,

1843-66, Quarterly to
Comptroller; Superinten-~
dent of Banking Department,
Content expanded,

ad- Annvally to Bank Commis-

sioners,

Each bank once per year;
ditional examinations if re-
quested by a atookholder or bank
debtor.

Each bank twice per year; ad- Monthly to Board,
ditional examinations if re-

quasted by directars of a bank,

1836-40. Eaeh bank three times Annually to Pank Commise
per year; additional exapina. -  missioners; Attorney
tions if requested by three parti- General,

cipatlnﬁ banks,
1B40-42, Whenever requested
by Governor.

Enforoement powers of super=
visory officials

182'9 L3 muaIIy to I bank Insolvent or had vio-

lated law ocould apply to court
of chancery for injunotiom
against continued operation,

If bank insolvent or had vic-
lated law could apply to court
of ohanoery for injuncticn
againast continued operation.

If bank insolvent, had vic=-
lated law, or was mismanaging
1ts arfairs oould olcse dbomk,

Could regulate dividend pay-
ments, 1/

Could ectablish ratio of
loans and discounts to capital
for any oy all banks between
limits 1.25 to 1.00 - 2,50 to
1,00, Loan of deposited funds
exenpted,

If bank insolvent or had vio-
lated law ocould apply to oourt
of chancery for injunction
against continued operation,



Table 3,
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Principle Provisiens relating to Supervision of Panks Participating in Bank-obligation Insurance Systums, S%x $%qéas, 1829-1866

Btate: Perlod
of bank-obli-
gation insurance

Supervisory agency

Bank examinatlen

Condition roports

Tn{orcenent powers of super-
visory officlals

Ohilo
1845-1866

Board of Control of the
State Bank of Ohio; one
member appointed by each
Branch Bank; president by
Board from outside its
memvership,

Board of Directors of the
State Bank of Iowa; three
direotors appointed by
legislature; one direotor
by each Branch Bank;
dent by Beard.

Iown
1858-1866

presi-

Left to discretion of Loard;
policy was to examine each bank
onod - per year,

Lert to disoretion of Board;
policy was to examine each bank
twice per year,.

Quaxterly to Board, policy
was tu require monthly re-
ports to Board,

Monthly to Board,

If bank lnsolvent, had vio-
lated law, or any order of
Board, could close bank,

Could regulate dlvidend paye-
ments,

Could order any bank to re-
duge its eirculation or lia-
bilities to whatever level was
deecmed safa,

Could delernine proportion of
reserve to be in vault ocash, 1/

If bank insclvant, had vio=
lated law, o» = nrdepr of
Board, ocould close bank., Coulé
regulate dividend payments.
Cnaid order any bank to reduce
its elirculatlio or liabiliries
to whatever level was deermed
safe,

1/ Not stIpulated 1n Yaw but assumed by agenocy.
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Function of supervision under insurance plans. In con-
sidering the relationship between supervision and bank-obligation
ipsurance it sbould be remembered at the outset that both were
reforms aimed at protecting the public against bank failures. This
problem did not become serious until about the time of the war of
1312; 1ndeed, the first failure hed not occurred until 1809, more
than a quarter century after banking began in this country. Pro-
posals for supervision and insurance reflected a growing awareness
trat, since banks create circulating medium, the public has a deep
jnterest in a stable banking system.

In view of the evident concern for establishment of banrnking
systems which would protect the public against the consequences of
pank failures, it would appear that one explanation for the adoption
of insurance and supervision at the same time was siwply the con-
venience of incorporating a number of reforms into one piece of
legislation. In each of the six States here under congideration the
circumstances at the time of adoption were such that far reaching
changes in the respective banking structures were both feasible and
necessary .

Notwithstanding the possibility of independent development
of these two reforms, it is probable that many people saw bank super-
vision as a necessary adjunct to insurance, for two reesons: it
would make insurance practicable and also make it acceptable. The
new techniqgues of bank supervision which were being advocated prior
to 1829 were a recognizable extension of already existing supervisory
practices and might well have been adopted on their own merits. Bank-
obligation insurance, on the other hand, was new to the Ameyican
banking scene and hardly could have been placed into operation with-
out accompanying supervisory legislation.

The need for some control over the risk to which the
various insurance systems, i.e., the participating banks, would
become exposed was clearly recognized by the proponents of insurance.
It was not mainteined that supervision would prevent all loss to the
insurance system, but rather that the early exposure of financial
difficulties would reduce both the number of failures and the amount
of loss which nevertheless occurred in those fallures. For example,
Joshua Forman, the author 4f the New York plan, pointed out that ex-
amination, plus other authority given supervisory officials, weould:

prevent mismanagement and ... secure the prosperity

of the failing banks before mismenagement has progress-
ed to its conswmmation ... If /some banks/ should suc-
ceed in breaking through all restraints, and consummate
their ruin, the losses would be comparatively small,
and within the means of tie fund to meet them. 1/

1/ Wew York Assembly Jowrnal, 1829, p. 1(8.
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Improved supervision was also thought to be the answer to
the charge that insurance would penalize the sound banks for the
benefit of the creditors of the badly managed banks. Clearly, there
had to be some assurance given the well-managed banks that their
assessments would not be dissipated as a consequence of unsound
banking practices which, in the absence of any check, might be
stimulated by the knowledge that losses were covered by insurance.
Probably the best demonstration of this role of supervision is found
in the fact that all but one of the supervisory systems originally
provided for the selection of most or all of the supervisory officials
by the participating banks.

Composition and selection of supervisory staffs. Two types
of supervisory agencies were established in the six States. In New
York, Vermont, and Michigan all supervisory operations were conducted
by individuals known as Bank Commissioners. No provision was made
for subordinate staff members. In Indiana, Chio, and Iowa the super-
visory structures were more complex. Overall policy and final
authority were given to banking boards in each State but supervisory
operations were conducted by officers or executive committees of
these boards, and occasionally by specially appointed agents.

In general, supervisory officials in States relying pri-
merily upcn an insurance fund for bank creditor protection (New
York, Vermont, and Michigan) were appointed by the Governor or leg-
islature, while in States with a mutual guaranty system {Indiana,
Obio, and Iowa) all or most of the members of the banking boards
were chosen by the banks. Selection of supervisory officials by
participating banks was authorized in the original laws cf New York
and Vermont but was soon abandoned.

The typicel term of office for a supervisory official in
the six States was one or two years. No official, whether a Bank
Commissioner, member of a State Board, or official of a State Bank,
was given a longer term than two years, except the president of the
State Bank system in Indiana. The term of that office was five
years until 1856, at which time it was reduced to one year.

The salaries provided for supervisory officials by the
various acts were generally sufficient to assure the full-time
services of the respective individuals. Only the Vermont schedule
was on & per diem basis, indicaeting that the Bank Commissioner may
not have been expected to devote all of his time to supervisory
tasks. In €¢hio and Towa salaries were determined by the banking
boards and were comparable with salaries established by statute
in the other States.

Examination and condition reports. Regular exemination
of banks participating in the insurance system was required by the
original insurance law in four of the States; but in the two in
vhich it was not required {(Chio and Iowa) regular examination was
ordered by the respective banking boards. The only States which
later restricted this practice were Michigan, in 1840, and New
York, in 1843.
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Condition reports to supervisory officials were required
in all six of the insurance laws. Their frequency and content
varied. Those of New York, Vermont, and Michigan appear.to have
peen fairly limited as to detail., However, significant improvement
was made in this regard in New York beginning in 1843,

In the second group of States, i.e., Indiana, Ohio, and
1owa, the frequency and content of condition reports were to a
gignificant extent determined by the respective supervisory agencies.
Tpis was true whether or not the law dealt with such matters, re-
fiecting the brcader authority of the banking boards as contrasted
with the Bank Commissioners. In general, these reports were much
more detailed than those of Vermont and Michigan.

Enforcement powers of supervisory officials. Supervisory
officials in each of the States with bank-obligation insurance systems
were clothed with authority counsidered sufficient to implement
their operations and functions. In actual fact, however, this
authority in some States wss not sufficient to permit the rost ef.
fective supervision, while in others it went bteyond what are today
considered normal supervisory powers. It is again convenient to
consider the States in two groups: New York, Vermont, and Michigaa,
each of which had an insurance~fund type of insurance system, and
Indiana, Chio, and Iowe, each of which depended primarily upon mutual
guaranty fqag?rotection of creditors of failed banks.

In the States of the first group ultimate authority of
the Bank Commissioners rested upon their right to apply for an in-
Junction against the continued operation of any bank found to be
insolvent or aperating in viclation of the law. The effect of such
an injunction was to place the bank in a position under which re-
ceivers cculd be appointed and, if necessary, disbursements made
from the insurance fund.

In Indiana, Ohio, and Iowa a bank participating in the
insurance program could be closed by supervisory officials because
of discovery of insolvency or of illegal operation., More important,
it could be closed if it refused to comply with an order by super-
viscery officials. Since the officials were charged with safeguarding
the interests of the entire system such orders could well relate to
unsafe and unsound banking prectices, regardless of the legality of
such practices or of the solvency of the bank. As a matter of fact,
the Indiana act went so far as to make it the "duty" of supervisory
officials to suspend the operations of any bank "mismanaging its
affairs, vhereby the interest of the other /banks/ is endangered." 1/

In addition to giving supervisory officials the right to
use the suspension power in circumstances other than illegal or
insolvent operation, States having the mutual guaranty type of in-

1/ An Act to establizsh a bank with branches, January 23,
1834, section 39.
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urance system provided such officials with less severe penalties to
;e applied to banks operating in an unsafe and unsound manner. These
inciuded authority to prohibit or regulate dividend parments and

the power Lo cowpel a bank to contract the amount of 1ts assets and

liabilities.

It is not known vwhether the various State legislatures in-
tended that the provisions relating to the contraction of assets and
1iabilities should be used only irn the cases of individual banks or,
on &t least some occasions, in the cases of all or most cf the banks
at the same time. The Chio and Iowa laws seem tc reflect the former
interpretation, the Indiana law possibly the latter. However that
may be, it is clear that on those occasions when the power was used
to apply equally and at the sare time to all or most of the benks,
it bad ceased to be a weapon in the supervisory arsenal and had
become, instead, a device characteristic of a central bank, whereby
the result of its use would ve either contraction or expansion of
the volume of bank liabilities, i.e., of the major segment of the

money Supply.

Protection of Creditors of Banks Participating in
Insurance Sys¥em

The record of protection accorded creditors of banks par-
ticipating in bank-obligation insurance plans prior to 1866 is excep-
tionally gocd. In turee of the 3tates no insured creditor suffered
any loss as a consequence of benk failure, and in two others a sub-
stantial portion of losses that would otherwise have been borne by
creditors was covered by insurance peyments. In five of the States
insurance ended only because participating banks had become national
banks or were otherwise ineligible to continue in their respective
systens.

Banlts in financial difficulties. In all six insurance
systems under discussion one or more particivating banks became
invelved in serious finaneial difficulties. In Michigan all bubt one
of the participating banks closed within three years. 1In other States
the number of banks in Tinancial difficulty in any one year was small,
although one or a few barks which failed constituted in some cases a
sizable percentage of the banks participating.

For the six States combined during the insurance periods
failures of particivating banks were fewer than those of nonpartici-
pating bankts both in actual number and in proportion to number, In
each of four States tke number of failing nonparticipating banks
exceeded the number of varticipating banks in financial difficulties.
The greatest difference occurred in Indiana where of a total of 70
cases of bank difficulty, 59 were nonparticipating banks. Only in
Michigan were there more failures among participating banks than
among those nct operating under insurance. In Towa, where all banks
participated in insurance, there was one case of a bank in serious
financial difficulty.

Methods used to protect creditors of banks in financial
difficultz. The measures taken in some of the States by insurance
authorities to protect the creditors of failed banks, and of banks
ln imminent danger of failing, were nct wholly contemplated by
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urance legislation. Such measures were developed in an attempt

e better coverage or to meet emergencies not foreseen at the
rance was adopted. In general, they represented improvements
nal plans and some are similar to those used today by
posit Insurance Corporation.

ins
to provid

time insu. !
on the Oorigl
the Federal De

In New York it was discovered at an early date that de-
ositors and noteholders of a distressed bank could, in some cases,
%c petter protected by restoring the bank to solvency than by
allowing it to 20 into receivership. Consequently, disbursements for
the former purpose were successfully made in a number of cases. Also,
a borrowing power was given to administrators of the llew York system
when it became apparent that insurance assessuments might be suffi-
cient to cover loss but not to provide a sufficiently large fund
for the needed disbursements at time of bank failures.

The question of whether to place a distressed bank in re-
ceivership and pay insured creditors or to arrange for its continued
operation arose in several cases handled by insurance authorities in
Ohio. In these cases, receivership would have deprived the re-
spective communities of needed banking services and, in addition,
it was feared that the failures would adversely affect the credit of
the other participating banks., It was therefore decided to pre-
vent if possible the closing of the banks. The procedures which
were used resemble, in some respects, those used by or available to
the Federal Deposit Insurance Corporation today.

Indiana and Iowa had only one case of a participating bank
involved in serious financial difficulty and in each instance the
bank was kept from closing through action taken by the insurance
authority. Little information is available on the precise techniques
which were used but it appears that financial aid was granted,
either in the form of a loan or a subordinated deposit, by some or
all of the sound participating banks.

Disbursements to protect creditors of distressed banks.
Insurance disbursements made on behalf of creditors of participa-
ting banks in financial difficulties and the degree of protection
achieved thereby are shown in Table 4., In the six States combined,
more than 8% percent of insured obligations in failing banks were
made available to creditors either through direct payments by the
insurance systewms and receivers or through rehabilitation of dis-
tressed banks by insurance disbursements. In individual States the
degree of protection provided ranged from 100 percent in Indiana,
Ohio, and Jowa to zero in the case of Michigan.

It will be ncted that in some cases claims against the
respective insurance systems were considerably less than the obli-
gations insured at or near time of failure. Four of the insurance
plans--New York, Vermont, Indiana, and Michigan--provided that in-
surance payments need not be made until the receivers of the failed
barks had an opportunity to dispose of at least some of the asgsets
and declare a dividend. In the other two States, Ohio and Iowa,
creditors of failed banks were to be paid irmmediately, tut in
practice there was sufficient time between the failure of the bank
and the return of circulating notes for redemption to realize upon
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Table 4, Insurance Disbursements and Bank Creditor Proteotion, States with Bank-Obligation Insurance Systems, 1829-1866
(Amounts in thousands}

Participating banks in Banks placed in receivership Banks rehabll« FProfection of insured
State and year serlous financial diffis« "Payments o  Claims Payments tc Insured creditors ltated with ereditors: Percentage
of bank daiffi- culsics insured cre- against in- by lnsurance system _ insurance ald: of insured ¢bligations
culty ‘Insured obli< aitors by surance sys- Amount “Percent of Disbursements Wade avalle Not pald
Number gations 1/ receiver 2/ tem claims ablo %o y
2 ereditors 3/
Total six States T4 $ 9,900 $ 2,548 $ 4,260 $ 3,151 74.0 $ Lok 86.1% 13.3%
New York, total 21 $ 6,485 5/ § 2,123 $ 2,813 $ 2,813 100.0% $ 1k 97. 2.1
YBY == T 555 %/ =101 3% 75 1060 TII‘;‘ 150,
1840 2 696 20 4 uiy6 100.0 res 98.5 1.0
184 4 2,392 640 1,724 1,724 100.,0 98, 1,2
1842 5 1,027 1&3‘! 532 532 100,90 vee 98.0 2,0
1guﬁ 1 182 8/ 186 A )i cee cee 100.0 ver
185 1 12 20. ;100.0 } ] . ;
1857 3 509 461 ; > ) P 81.7 12.3
Vermont, tetal 2 $ 1 $ 26 $ 65 $ b7 72.3% 46,5% 3.5%
) “2% 15 34 L 100.0 ee 9. .
1857 1 3 16 31 13 u1.9 .es 3h.9 65.1
mcu.amag total 1 $ 78 aoe s eor see / 100.0% ess
I ;B e s0 L) e %/ m -.—._:
umm%ni total %g $ 1,091 $ 1,09 sss Lo 100.0%
-}.9/ -.—:.: }_Q/ LI LR R -:T: .:o—: m
1839 18 hal Y0/ 424 To/ 100,0
18ko 5 218 1o/ con 218 T0/ see ane . o 100.0
Ohlo, total 10 $ 1,994 $ 39 $4 29 $ 291 100.0% $ 32 100.0% e
=—1g5 3 4% 2 = = e 156 060 e
1852 1 179 11/ 6 173 173 100.0 12/ 100,0 aee
185% 3 511 393 118 118 100.0 “B1 13/ 100.0
1857 4 872 56 100.0
Yowa, total 1 g a0 EEYS pxxy ey 20 100, 0 s
T e i ®ayy Ty 100 s

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



I-14 {a)

Table 4, Insurance Disbursements and Bank Creditor Protection, States with Bank-Cbligation Insurance Systems, 1829-1866 (continued)
{ Amounts in thousands)

1/ At time of fallure or last report prior to failure,

2/ Amounts for New York in 1840, 1841, and 1842, and Vermont 1in 1839 and 1857, represent reported recelvers' collections, The
amounts of receivership expenses charged against these sums, 1f any, are not known.

_3/ Through payments by receivers and payments on oclaims in receivership cases, and through rehabilitation of the bank in other
canses,

g/ In New York and VYermont chiefly beocause claims were not presented.

/ Circulating notes and deposits through 1842; ocirculating notes only 1848, 1854, and 1857. Deposits of two banks which falled
in 18%2, after passage of the law restricting insurance to circulating notes, are included beoause of recognition of the 11ability of
the insurance fund for their depesits by an act passed in 1845, Miscellaneous limbilities are unavallable for scme banks and are probably
inoluded with deposits in other cases; such lisbilities at time of failure were probably very cmall.

_/ Circulation at time of closing plus estimated deposits. Deposits estimated by assuming that average decline in circulation
between reporting date and dates of fallure was matched by a similar decline in deposits. Four of these banks were enabled to resume
operations beocause of insurance aid,

g/ Includes obligations fraudulently issued and not shown on books at last reports prior to fallure.

Records conflict as to circulation outstanding at time of fallure, $192,000 being glven in some reports,
/ Amount of disbursements, presumably in the form of loans, made to rehabilitate bank not known.

10/ Partially estimated,

__/ Includes, as of date jfust prior to failure, notes in circulation of $156,000 plus $23,000 carrled upder 1iabilities as "sundlres
The latter sum probably represented oirculating notes held as security by other Branch Banks ror amounts previously advanced to sustain
the railing bank,

12/ Excludes the $23,000 mentioned in note 11 because the circulating notes presumably held as security by the other participating
banks are assumed to be Included among those redeemed by the payments to insured creditars,

13/ Disbursement made to one of the banks prior to fallure in an unsuccessful effort to prevent its closing, The amount advanced
in this oase was apparently not recovered by the contributing banks.

14/ Estimated,

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



I-15
a portion of the assets of the bank involred.

Better protection of creditors of banks involived in
rinencial difficulties was achieved by the systems with mu*ual guaranty
(yan by the simple insurance fund systems. Full payment was made to
1ne insured creditors of four banks which had been placed in receiver-
_uip in Okio, but there may have teen some oss to depcsitors, who
were not protected by insurance. In tone case of eight other dis-
tressed banks~-«six in Ohio and one each in Indiana and Iowa--insurance
disbursexents made possible the corntirued oreration of eitker the bank
jnvolved or @ successor bank. In Chio ard Iowa, vhere cnly circu-
1ating notes were protected by insurance, this bad the incidental
eftect of providing full coverage for depositors. QOn the other hand,
no payments were made frum the insurance fund to creditors of failed
Michigan banks, and only partial protection was given Vermont
creditors. Although all claims against the insurance fund were paid
in New York, payment vas delayed in scme cases for ccnsideiable
periods of time.

Adequacy of insurance funds and assessments. Measures of
the adeguacy of the insurance funds and rates of assessment in the
five State systems embodying an insurance fund are shown in Table 5.
It will be noted that in tiaree States the funds and assessment rates
wvere sufiicient to cover all insurance costs, although as was pointed
out earlier, they were not sufficient in New Yori to cover all dis-
bursements at the time such were needed.

The average ratios of the insurance funds tec total and to
insured obligations varied considerably firom State to State. Michigan's
insurance fund average one-twentieth of one percent of insured ob-
ligations, while the funds in Ohio and Iowa were 12 and 19 percent
respectively of insured obligations. It should be noted, however, that
in Vermoat, Chio, ard Iowa, and in New York prior to 134C, most of
the income derived from investment of the insurance funds was returned
to the participating banks in nrovortion to their contributions.

All of the cssessments paid by participating banks were on
capital stock or insured obligations ané were intended to be made for
a limited number of years. FHowever, to provide a basis for comparison
with rates under Federal devosit insurance, the eguivalent average
annual rates on total obligations are shown in Table 5. It will be
seen that the rate most closely approximating the present statutory
rate of one-twelfth of one percent under Federal deposit insurance was
Michigan's one-tenth of one percent per vear. Other rates were sub-
stantially higher, ranging from one-fIfth of one percent in New York
and Vermont to abouit two percent in Iowa.

Included in Table $ are the assessment rates which would
have been necessary to cover the insurance costs. Because c¢f the
relatively small surplus and liability in Jdew Ycrk and Vermont
respectively, such rates in those States are approximately the same
as those actually paid. In both Ohio and Iowa, the rate could have
been considerably smaller so far as the ultimate cost of insurance
was concexned. On the other hand, to have been successful in the
short and disturbed period in which it operated, Michigan's insurance
system would have required a tremendously high assessment rate.
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. Insurance Funds and Assessments, States with Bank-Cbligatlon Insurance
rable 5 Systems, 1829-1866 1/
(Amounts in thousands)

Item New York Vernont Michigan Ohio Toua
{1829.1866) (1831-1866) (1836-1842) (1845-1866) (1858-1865,

e
Insurance funds:
___-_,__-—-—-‘-"_

Average size $190 2/ $ 21 $ 0.4 $ 759 $ 11

As percent of:
iverage total cbliga.

tions 0.6% 1-¢% .05% 7.7% 7.2%
asverage insured obli-
gations 0.9 1.9 .05 11.6 18.6

Balance or deficlency
at close of system $ 13 $ -18 $-1,091 $ 815 3/ $ 309 3/

Assescsxents and fund
income:
2z

Assessments and 1inccme
avallable for insurance

operations: $3,413 $ 99 $ 3 $1,6k9 $ 349
Assessments paid 3,105 62 3 1,649 b4/ 349 4/
Interest received 308 36 -- 5/ 5/
Insurance disbursements 2,961 y — 642 20
Other costs g/ k39 3 3 100 20
Refunded to banks or State i3 18 .- 907 309

Assessnpents necessary to
cover insurance
costs 7/ 3,092 65 1,094 4oo 8/ 30 8/
Equivalent average annual
rate of assessments on
total obllizatlions:
Paild 0.2% 0.2% 0.1% 0.8% 2.1%
Necessary to cover ine
surance costs 0.2 0.2 39.1 0.2 0.2

1/ Excludes Indiana, whose insurance system was ane of mutual guaranty,
with no fund.

2/ Balance in fund at end of each year, Average siza of fund computed by
taking info aceount dalances only during years when fund was immedlately available
to proteet insured creditors was $379,000; or 0,9 percent of total obligations
and 1,0 percent of insured obligations.

3/ Amount in fund in last year of full operation of insurance system,

E/ Maximum in insurance fund plus total of speclal assessments used to
redeem notes of falled banks or rehabillitate operating banks, plus supervisory
costs estimated at $100,000 for Ohio and $20,000 for Iowa,

g/ Not avallable.

6/ Includes {(when applicable) supervisory salaries, interest paid on
borrowings, dividends to banks from investment income, and miscellanecus expenses,
less recoveries and miscellaneous receipts. In Chio and Iowa, includes only
estimated supervisory costs.

/ "Insurance costs’ 1neludes disbursements to ¢reditors of falled banks
or in aid of operating banks, supervisory expenses, lnterest on borrowings, and
miscellaneous expenses, less recoverles, interest income retained in fund, and
miscellaneous receipts.

§/ Estimated by assuming approximately 50 percent recovery on disburse=-
ments, plus estimated supervisory costs,
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The differences between actual rates and computed necessary
rates in Michigan, Ohio, and Iowa do not depend solely on the clainms
made by creditors of failed banks. For example, iichigan's corputed
+ate i3 very nigh because of the small number of years during which
the necessary amouats would have been contributed. The computed
aecessary rate weuld have been much lover for Michigan if its system
nad started earlier, or had experienced a decade or two of prospercus
wears before encountering a wave of failures, and if it had had power
+o borrow funds to meet claims as they arose.

Appraisal of the Insurance Systems

The six insurance and mutual guaranty plans adopted during
the period under discussion provided creditors of failing barks with
a degree of protection previously urknown in American banking and,
as has been indicated, three of them were wholly successful in pre-
venting losses to holders of insured obligations. In the chapters
to folleow, each of the State systems will be deseribed in detail and
an appraisal made of its operations. However, some general comparisons
can be nade at this point.

All of these pioneer systems operated under handicaps that
were inkerent in tae insurance plans or resulted from external
pressures. The most serious defect was in the systems of New Yori,
Vermont, and Michigan, where there was neither mutual guaranty nor
provision for an original fund or for beorrowing power. In Michigan
and Vermont, the first failures came before a sufficient fund had
been accumulated, and these were so serious in the former State that
the system collansed. In llew York the fund was provided with borrow-
irg power ouly after insurance operations had temporarily broken down.

A handicap common to all six of the insurance plans, associ-
ated with the lack of borrowing power, vas the nressure for rapid
liguidation arising out of the regulations governing the pament of
insured creditors. Liguidation under pressuie usually rszsults not
only in smaller recovery, but also tends to adversely affect values
iz a market likely to be already depressed. In New York, Vermont,
and liichigan sucn pressure came from creditors who, under most cir-
cumstances, could not be paid until the liguldation of the failed
banks had been wholly or substantially completed. Indiana's
insurance nlan was also subject to the same handicap althouzh the
problem never arose in practice. In Chio, and inherent in the Iowa
pvlan, pressure for rapid liguidation came from the participating
banks because the assessments necessary to make prompt payments to
creditors could be lessened, or even avoided, if sufficient Junds
were secured from the receiver.

In two of the six States, Chio and Iowa, sizable insurance
funds were provided immediately upon organization of the systems.
In these States participating banks were required to make the major
portion of their insurance contribution prior to opening for business.
Conseguently, it is probable that confidence in the safety of insured
obligations was more widespread among creditors, and was achieved
more quickly, than was the case in [lew York, Vermont, and Michigan.
Also, the assessment rates in Chio and Iowa, as computed on an equiva-
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1ent annial average, were much higher tian in the other States.

Banking and business cevelopments during the early ears
~f the insurance systems were also an important factor in their
s.ccess or failure. This is particularly evident when the Michigen
experience 1S corpared with that of Ohio or Towa. The Michigan
system was started at & time when the nation was cn the verge of a
desp znd prolonged depression. 1In Chio, the system was established
after recovery from that cdevression was under way; and in Iova,
=fter the panic of 1857. 1In each of these cases there was a subse-
quent and fairiy prelonged period characterized by general prosperity
and relatively few bank failures.

The influence of supervision is reflected in the record of
3ll of the State systems. As a factor in the successful cperation
of insurance it was most important in the case of Indiara, Ohio, and
Iowa. However, it must Te remembered that supervision in these States
included activities on tlhe part of supervisory authorities which are
today the funetion of the central bank. In Indiane, waich must be
reckoned as the most suzcessful of all systems in terms of minimiza-
ticn of baniing difficulties over a prolonged period of time, it is
difficult to attribute the success of the system to anything other
than the excellence of supervision, for it was subject to scme or the
handicaps described abecve. The Indisna system had neither an criginal
nor accumulated fund upon whicii to draw; and had been in operation
only @ short time before the panic of 1337 and the long depression of
the late 1830's and early 18:i0's.
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CHAPTER II

IIISURANCE CF BAINY OBLIGATIONS IN MEW YORK, 1829-1866

dew York was the first State to use the insurance princinle
in proviﬂing for the protection of bank creditors. The plan was
2d:pted in 1629 and went into full operation in 1831. It became
inoperative in 1866, when the charters of the last of the partici-

pating banks expired.

Review of MNew York Panking History to 1866

New York banking history to 1866 can be divided into
thiee periods by the followinz events: establisnment of the Bank
of New York in 1734; institution cf the insurance system in 1827; é/
and passage of the Free Banking Act in 1838, To provide background
information for the sections to follow, iiew York's banking history
during each of the pericds delineated by these events is briefly
sketched below.

Banking from 1784 through 1823. Banking in Hew York began
three years after establis.ment of the nation's first bank in
Philadelphia. In 178% the Bani of New York, formed under articles
of association drawn up by «lexanler Hamilton, opened for business.
Hovevar, vecause an earlier act of the State legislature (1732) pro-
nivited all bankiag in the State except that conducted by an agency
of the Philadelphia bank (the Bank of North America), it was not
wntil 179% that the Bank of New York was able to secure a chaiter
from the State legislature. This marked New York's entrance into
a veriod of banking by special charter which was not seriously
altered until 1829, and during vhich 43 banks were chartered with
an authorized capitzl of over $30 million.

Provisions of charters granted in New York State after 1791
varied. The earlier charters were clearly patterned upon those of
the Baiuk of IEngland and the first Benk of the United States, whereas
the later charters began to reflect the banking experience which was
steadily accumulating. In general, the charters consisted of
restrictive and prohibitory clauses and it was not until 1825 that
the first specific grant of banking povers was made by the legisla-
ture. 2/ Typical among the provisions of bank charters were limita-
tion of capital stock, prohibition of Cealings in real estate or
nther merchancise, and restriction of bank debts to a given multiple
of capital.

l/ The insurance system was popularly known as the "Safety
Tung" system, and is so referred to in most of the literature.

2/ Specific banl:ing powers were stipulated for the first
time in charters granted to the Coumercial Bank of Albany and the
Dutchiess County Banx.
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rassage of a special act by the State legislature was
aicd to secure a bank charter. As the demand for bank facilities
) the value of & charter naturally inereased, particularly after
o r several restraining acts whicn prohibited banking by un-

(#5368 o=
t ~ized corporations. As a result, legisliators were under neavy
"\‘l ..U- .
.ressure 1O arant new bank charters and it was inevitable that
7

.1jvical considerations often appeared dominant in their delibera-

-d
< AnS
ol

(Q briow

There was no effective supervision of banks during this
seriod. Examinations were rarely made, usually only after a banx
428 known to be insolvent. Until 1824 reports from banks were
. rreguiar and scattered. Those which were published gave little

information on the actual condition of the banks concerned. Tae
vanking privilege was therefore freguently aebused. Among the
czarges leveled at banks were: organization without the necessary
capital, dishonest manageuent, maintenance of Tictitious credit by
-pking unearned dividencs, sale of vorthless stock, excessive rates
+¢ interest, failure to observe limitations upon the issue of cir-
cula ion, end unwarranted expansion and contraction of circulation.

Despite the prcuable existence of the unsafe banking
practices noted above, the first bark failure in New York did not
occur wntil 1819, thirty-five years afier banking began in the
state. During the next decade seven additional tanks failed,
resulting in severe losses to bank creditors in some cases.

ilost bank charters granted during this period were due
o expire irn the early 1830's. As that time drew near it became
2lear that the leiislature would only renew the charters if there
was & thorough revision of the panking system. Consequently, when
a nev administration came to power in 1829 the way was open for
the Introduction of banking reforms.

Banking from 1829 through 1837. 1In the fall of 1828 Martin
Yarn Buren was elected Governor of New Yorii. His first message to
the legislature devoted considerable space to taue problem presented
by tie irpending expiration of many bank charters. After dismissing
suggestions ranging from the aboliton of all banking to the estab-
lisbment of a State Baak with branches Van Buren gave the fiist
“Tvielzl indieczticn that a provosal entirely new to banking would

-n be rade:

1y own reflections ... have derived much assistance
from a sensible and apparently well consicdered plan
that has been submitted to me, and which will, in cue
season, be laid before you ... It proposes to make all
the banizs responsible for any loss the public may
sustain ... 1/

1/ State of New York, Messages from the Governors, Charles
Z. Lincoln, editor, {Albany: *909), I1I, 2&3.
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Three weeks later, on January £6, 1829, Van Buren sent

++ the agsembly the detailed plan of tie man who first conceived
. pank-obligation insurance, Joshua Forman. The plan provided for

e 2stablishment of an insurance fund, to which all banks wouli

eguired to contribute as a cond*tlon of charter renewals, the

"Lletqent of a board of commissioners to regularly examine the
canxs, and the compulsory investuent of banrk capital in Jtate bonds

- well- secured mortgages.

Except for minor changes, the first two vprovisions bvecame
1av on spril 2, 1829. The proposal having to do with the investment
+ vank capital was rejected, but at a later date, and in slightly
q,fferent form, becawe part of the Free Banking Act and, still later,

~¢ the Mationel Barking fct.

Pasgage cf the insurance law was effected over the bitter
pOS‘t*On of New York City vanks, and only after the Albany banks

sere mollified by repeal of a restriction limiting them to six per-
asrt on Giscounts. Oppoustion to the law was based primarily on the
arguzent that well-managed banks should not be made responsible for
tne crrors of pcor bankers and, secondly, that the supervisory sowers
goanted in the azt were impossible of being carried out and would be
-~uinous to the banks.

So strong was the oppostion of the New York City vanxs that
at first they refused to accept charters under tke law and threatened
to cease operaticns. However, this extreme position wes soou
atanioned and by 1632 most of the banks chartered prior to 1829 were
cverating under the law, In addition, new banks were authorized,
so that by 1837 a total of 83 banks had veen either chartered or
cecnartered under the provisions of the 1329 act.

Banking from 1838 to 1866. Support for the insurance law
of 132C was based in part upon the belief that it would eliminate
scme of the more objectionable features of chartered benking. When
it became evident that neither the existence of mutual responsibility
nor the visits of bank examiners was suff.icient to preveat mnismanage-
ment of some of the benks antagonism towards chartered banks was
revived. The result was passage of New York's pioneering Free
Zanking Act ia 1338, 1/

Basically, this new legislation was designed to tarow
#n tze business of banking te all persons vho could meet certain
-alium requirements. The number of barks was not limited and,
T course, it was no longer necessary to secure a charter by viitue
o7 havi:g a special act passed by the legislature. There had been
scze discussion of meking the new banks subject to the insurance
lg' but in the bill which finally emerzed protection of holders of
*-rzulating notes was provided for by having each bank devosit securitie

_/ Altnough Michigan preceded New York by one year in
paSSan such an act, credit for the step must remain with the latter
Since Michigan merely passed a version of the bill then under con-
S*aeratlon ia the New York legislature.
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e bonds or portgages) with the State government to the full

t
(Se8% ¢ notes issued.

value O

The intrcduction of free banking came hard upon the heels
~ the panic of 1837 end just prior to the severe depression 1339-42.
% 1yres among both free and chartered banks were numerous during
;;ése wears. However, enthusiasm for free banking was unchecked
n;ile opposition to chartered banking was, if anything, intensified.
;;us the era of banking by special charter was finally ended. As
:barters expired, banks reorganized under terms cf the Free Banking
ct. In 1866 the charter of the last bank participating in the
znsurance system expired, leaving baniing in New York {except for
rwo banks with perpetual charters) within the province of free banks
and tke new national banks being organized.

Character of the Iasurance Plan

During the first fifteen years of its coperation substantial
aiteration was made in New York's insurance plan, but there was no
change at any time in its basic character. The plan centered on a
fund, created from assessments levied on participating benks, which
was to stand as a guaranty for the oblipations of failed particira-
ting banks. llost of the changes were a consequence of experleuce
gaiaed during the banking difficulties of 1837 and the early 134C's.
In describing the development of the principal provisions of the
insurance plan, detalls of thne operational history of tbe insurance
sstem will ve touched upon occasionally. However, the major part
of the atter story is left to a later section of this chapter.

Ovlirations insured. Under the original act of 1829 insurance
applied to "suchk portion of the debts, exclusive of the capital stock,
of any of the said corporations which shall become insolvent, as
shall remain unpaid, ..." 1/ Nowhere in the act was "debts" further
defined so that for thirteen years the word "debts" was interpreted
literally, i.e., to mean all bank ovligations to the public, the most
important of which were devosits and circulating notes.

Ir 1842, when the claims of noteholders and depositors of
failed banks had exceeded the amount available from the fund, the
law was amended to maeke insurance apply only to circulating notes.
The new provision required that the ‘nsurance fund "after paying the
lisbilities already charged upon ZEE?, shall be inviolably appro-
triated and applied to the payment and redemption of such portion

I the bank notes, outstanding or in circulstion, of any of the said
t:ulking corporations subject to contribute to said fund ..." g/

] While the language of the amendment seems to clearly exclude
deposits from insurance protection, and has been so understood by

1/ An Act o create a fund for the benefit of tine creditors
¢f certain monied corporations, and for other purposes, April 2, 1529,
section 4.

2/ Amendment acopted April 12, 1842, chapter 247, section 5.
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most modern writers, this was not the interpretation of the MNew York
gtate Comptroller. In his 184& report Millard Fillmore lamented the
fact that the amerdment simpl:- geve preference to noteholders and
chat a surplus could still be used to pay depositors. Acccrding

to Knox, he desired that the fund be "sacredly devoted to the bilil
i, ylder” but such further amendment, if necessary at all, was never

adopted. L

Irsurance fund. The fund out of which payments were to be
mace to insured vank creditors was created by requiring each partici-
pating banit to pay annually to the State Treasurer an assessment
equal to one~half of one percent of paid-in capital stock. 2/ Pay-
ments were to continue until each bank hed paid a total of three
percent of its capital stock. The State Comptroller was charged
with management of the fund but ownership remained with the partici-
pating venks, each of which was to share in the fund's nest incowe,
proportionate to the bank's contribution. 3/

Yaximum size of the fund was set at three percent of paid-
in bark capital (less any held by the State). 4/ In other words,
each tank nzd to make only six full payments to meet its quota,
assuming no increase in its capital stock. The 1829 legislation
required that assessuents, at rates determined by the Cocmptrcller
but not to exceed the regular rate, be resumed whenever the fund
was reduceld as a consequence of insurance payrients. The special
assessments were to continue until the fund was restored to +the mexi-
oup amount. 5/

The provision for special assessments was substantially
modified in an 1841 amendment. There was often a considerable pass-
age of time betwen the date a bank failed and the date at which pay-
ments were eactually made from the fund. Under the 1829 law, it was
not until such payments were mede and a loss to the fund resulted
that special assessments could be levied. The amendment made any
allocation of the fund Tfor the protsction of creditors of a failed
bank, regardless of actuzal expenditures or the creation of a loss,

a reduction ia the fund by definition, therefore giving the Commotroller
the rigat to levy special assessments almost immediately upon failure
of a bank. &/

1/ John Jay Knox, History of Banking in the United States,
(¥ew York: Bradford Phodes and Company, 1900), p. L.i2.

g/ An Act tc create ..., section 2. The first paynent of a
bank in operation less than one year was in proportion to the portion
of year it had operated. Stcck held by the State, if any, was not
included in the assessment base.

3/ Ibid., section 6; section 7. Salaries of Bank Commis-
sioners were a pricr charge against earnings of the fund.

L/ Ibid., section k.

5/ ITbid., section 3.

&/ Amendment passed 1841, chapter 292, section 5.
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Method of paying creditors of failed banks. Under the 1829
creditors of failed banks could not be reimbursed from the fund
mtil liquidation was completed and a court order was secured
i ecting the State Treasurer to pay the necessary amount out of the
f;;u;ance fund. Since long periols of time were often required to
{lquidate a bank, this provision constituted a serious defect in the
:Lan- Bank creditors, particularly noteholders, being unable to wait
}or payment, might be forced to dispose of their claims at heavy dis-

lavw

Fortunately, the law was amended in time to deal with the
sirst cases in 1837. The Comptroller wes authorized to make immediate
cayments out of the fund, undesr such arrangements as he thought best,
to holders of circulating notes, so long as the amount due, i.e., the
excess of liabilities over assets of the failed benk, did not exceed
two-thirds of the insurence fund. 1/ The method adopted, according
to Root, was to pay noteholders immediately, leaving depositors to be
»2id out of bank assets. After payment of depositors and other
- reditors, remaeining assets were talien by the Comptroller and, if
they were insufficient to cover earlier payments to notehollers, tae
deficiency vas made up through renewed assessments on the participating

vanks. 2/

Particiration of banks. It was the original intention of
the State legislature to make the insurance system general. This is
clear from the first sentence of the 1829 law: "Every moneyed corpora~
tion heving banking powers, hereafter to be created in this State, or
vhose charter shall be renewed or extended, shall be subject to the
provisions of this act." 3/ Since all baniing was done under special
charter in 1829, this provision contemplated the eventual inclusion
in the insurance system of every banik in the State except the two
which held »perpetusl charters. WNo provision was made for the entry
of other than chartered banks nor did an operating bank have the
right to withdrew.

In 1833 the concept of an insurance system for all banks was
abandoned. The Free Banking Act of that year did not require banks
formed under its provisions to participate in the insurence program.
In fact, such a provision was expressly voted cdown prior to passage
cf the bill. E/ This sction stemed primarily from political motives
and apparently had little to do with displeasure over the operation
of the insurance system to that time. HNevertheless, it signaled
the eventual end of bank-obligzation insurance in New York State.

Purpose of the Insurance Legislation

The fact that New York wvas the first State to adopt bank-
obligation insurance, and did so after almost a half-century of banking

1/ Amendment dated May 8, 183(, chapter 350, section 1.

2/ L. Carroll Root, "New York Eank Currency”, Sound Currency
(February, 1895), p. 5.

3/ An Act to create ..., section 1.

i/ Robert E. Chaddgek, The Safety-Fund Banking System in
New York State, 1829-1866, (Yashington: National Monetary Commission,
1910), p. 379.
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experience, has resulted in a more complete record of the discussion
receding and following passage of the 1829 law than is the case for
any other State. The arguments stated or implicit arguments of a
aaber of the leading participents in the debate over the insurance
egislation are worth examining. It is provable that most of the

.iews Jescribeld here were later reflected in debates preceding adoption
.f bank-obligation insurance plans in other States prior to the

CiVil W&I‘ .

Objectives of the 1829 act. The various objectives sought
vy (or attributed to) proponents of bank-obligation insurance may be
wreadly descrived as follows: 1) to guard the State against de-
struction of circulating medium caused by bank failures, 2) to pro-
tect the bank creditor of limited means against loss, 3) to acuieve
a political goal for which bank-obligation insurance served simply
as a reans to an end. The first two objectives were those stated by
advocates of the 1820 legislation, with protection of the circulating
redium clearly of dorcinant importance. The third was that attributed

to the authors and supporters of the plan by its crities.

Most of the advocates of the 1829 law were motivated, in
whole or in part, by a desire for a stable circulating mecdium,
although some saw the insurance provisions of the law as accomplishing
a much more limited objective. Perhaps the clearest expression of the
former position was by Joshua Forman in the letter to Van Buren which
first set forth his bank-obligation insurance plan:

++.s The object to be attained, is of incalculable
ipportance to the prosperity, bhappiness, and moral
character of this highly commercial and zrowing state-~=-
to secure them a sound, well regulated currency, which
shall not only ve in tiie hands of the receiver of the
value it purports to be, but shall be so adapted to the
necessities of business, as to insure to regular, well
directed business, the support and protection necessary
to preserve its well earned profits, and depress and
restrain that adventurous, speculating business, which
causes those convulsions in the money market, baffling
all calculation, aad defeating the test arranged plans
of business ... 1/

Most of Forman's accounts of the purpose of his plan, as
did that quoted above, had reference to all of its parts, i.e.,
creation of an insurance fund, establishment of an examination system,
and the reguirement of investwent of bank capital in securities.
"hile it is difficult to determine with precision Forman's concept
of the function of the insurance fund itself, he apparently felt that
it would contribute to the stability of the circulating medium in twe
ways: first, by maintaining public confidence in the banks and re-
placing circulating medium lost as a consequence of bank failures; g/
second, by preveuting overexpansion cf the circulating medium whick, in
evitably in Forman's view, led to contraction "demoralizing initseffects

1/ New York Assembly Jowraal, 1825, p. L(5.
- ™ .. the safety fund ,will/ prevent panic runs aad pay
real losses o.t", Ibidn, P 18)-#.

((a
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upon scciety.” 1/ This last function was possible because each bank
would "be kept in check by the others, now more interested in their
welfare than vefore." g/

Interestingly, it was thwe latier effect whick was more
sqportant to Forman. "In times of reducing the circulatiom frca a
re&undant to an ordinary one," the banks exert a "tremendous effect"
~n business. "Great as has been the evil and loss from the failure
of banks, they dwindle into insignificance, compared with the public
injury occasioned by the irregular and injudicious management of the
soivent banks." 3/

The relationship vetween the insurance plan and the stability
of circulating medium was also sensed by other advocates of the 1829
law, but not expressed as clearly as by Forman. Van Buren, in his
first message to the legislature, noted that the "stability of /Bén§7
paper, is the principal and almost the only point, in which the
public has much interest.” 4/ This view was echoed by the legislative
cormittee which prepared the first drafi. 5/ In e similar vein, the
son of Alexander Hamilton, @ Van Buren supporter, saw as the primary
goals to e achieved by new legislation in 1829 'the stability of the
currency of the country; and, second, the security of the depositors
and holders of the notes of the vanks ..." &/

The more limited objective of protecting the bank creditor
of modest means against loss due to banik failure was also sought by
most advocates of the 1829 lavw; and for several of its advocates
was the only iwportant cobjective. Although vota Van Buren and the
legislative committee evidenced a desire for a stable circulating
medium in their discussions of the 1827 iavr, in their statements
regarding the specific function of the Insurance provisions the
safety of the swall creditor was of primary importance. At a later
time Van Buren gave as his reason for considering a tank-obligation
insurance plan his desire, “to protect the most helpless against
losses by /bank/ failures ..." 7/ Although this statement was made
some thirty years after the act was adopted, it is supported by his
message to the legislature accompanying the original insurance plan:

/The insurance/ furd is to be raised gradually, and

in a maaner littie Durthensome to the hanks; to be at
all times xept good by them, and instead of going into
the public treasury for the general benefit, is to be
applied to the protection from actual loss of those

of our constituents who would otherwise suffer by the
fajilure of banks improvidently chartered by the state,
or unskilfully panaged by those to whom they were so
granted; and vhose paper, in the unavoidable state of
our currency, our citizens can hardly ve said to have the
option to take or refuse... 8/

Ibid., ». 184,

Toid., ». 178.

Ibid., p. 184, and 17k. Erphasis in original.

4/ State of Wew York, op. cit., p. 2h2.

;/ Vew York Assembly Journzl, 1829, p. U37.

0/ James A. Hamilton, iemaniscences, (New York: 1369),pp.82-8
Z] Martin Van Buren, AutobIograbhy, (Washington: Government

Frinting Office, 1920), p. 221.
8/ New York Assembly Journal, 1829, p. 173.

LNCN

T
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similarly, the committee reported tihat:

The loss by the insolvency of banks, zenerally falls
upon the faimer, the mechanic and the laborer, who are
least acguainted with the conditioan of banks, and who,
c? all others, are most illy able either to guard
against or te sustain a loss by their failure. The
protection and security of this valuable portion of
our population, demands from us, in their favor, cur
most untiring exertions; and our time and talents
cannot be more beneficially employed, than when we
are legislating for their indemnity. 1/

An event which throws light on the relative importance of
the two objectives described above was the 1837 amendment to the in-
gurance law, authorizing the Comptroller to take necessary measures
for the immediate payment of the notes ¢f any insolvent bank. Under
the 1825 Act, the requirement that creditors of failed banks would
pe reimbursed Trom the insurance fund only after liguidation of the
assets was completed suggests that the problem of ultimate loss to
the individual creditor was paramount in the minds of those versons
drafting that particular seetion. However, virtual abandonment a
rew years later of this procedure for paying creditors indicates that
restoration of the circulating medium, or sclvency of the banks, or
both, was the primary goal. 1In other words, it was desired not
perely to reimburse the insured noteholder for the difference beiween
his original c¢laim and receivers' dividends, collected perhads over
a period of years; but also to make his notes immediately acceptable
or convertible into cther means of »ayment. VWhether this was con-
sidered at *he time as the original intent of the 18329 Aet is not
known.

The significance of the 1837 amendment, so far as the pur-
pose of insurance of bank obligations is concerned, is that it is
important for the cobjective of guarding against destruction of circu-
lating mediuvm, but unimportant for protection ¢f the bank creditor
of modest means ageinst lcss. The difference between receiving
irmediate payment of insured obligations and receiving payment over
several years is small, consisting of the foregone interest on unavail-
avle funds. However, the firsi method has the ilmportant advantage
of providing for the immediete restoration of purchasing power within
the alfected cormunity, either because irsured notes are immediately
replaced or because the distressed bank is sufficiently strengthened
bty having its notes circulate at par to continue in operatien.

It is to be expected that opponents of the insurance legis-
lation saw, or professed to see, objectives much less praiseworthy
than protecting the individual bank creditor or guarding the circula-
ting medium. Probably the most frequent chargze was that the plan was
desizned to give control over the barks to the administration. Ex-
ponents of this view were consegquently more concerned with the ex-
amination requirenents of the act than the provision for insurance.

1/ Ibid., p. “30.
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Tynical of such attacks was the following:

The bank safety fund law, first conceived br a
visionary speculator, is undoubtedly one of the wost
gigantic schemes of political power, and moneyed
monopoly, ever aevised and brought into operation in
any country. The plan, as is believed, was first
unfolded by the projector, to Mr. Van Buren, then
Governor of the State of New Yorkx, who discovered in
it at once, a mighty engine of political powex. The
capital of all of the banks in the state, amounting to
30 millions of dollars, with the privilege to issue
bills tc the amount of seventy-five millions, subject
to the control of the Commissioners of the right
political stamp, empowered %o examine books and papers --
administer caths to the officers and clerks--enter
their vauits and handle their treasures, stop their
discounts, and restrain their issues, opened to the
aspiring, an avenue to political advancement, more
favoured than any ever before conterplated. In the
guppressed language of General Rcot, on the flgor of
the Assembly, it conferred a power, greater than that
wielded by Philip of Macedon. 1/

It is, of course, entirely possible that Van Buren and scme
of his followers in the legislature were more than a little interested
ir the political implications of the plan. Abijah Mann, without whose
skiliful manipulation the bill could not have passed the legisiature,
was apparently uninterested in the principles of insurance and of
banl: examination. The great accompliskuent, as he saw it, was that
"the banks bad Zor the first time yielded to conditions prescribed
by the Legisliature." 2/ What conditions, he indicated, were of no
concerm to him. §/ Mevertheless, it is probable that this particular
objective was not of great conseguence to most supporters of the act
and it is at least possible that even to the politicians it was not
the most important objective.

Conception of circulating medium. A large part of the
difficulty encountered in determining the objectives of the 1829 law
stems from the fact that there were varying concepts of circulating
medium. %While it is cliear that the idea that deposits were part of
the money supply was accepted at an early date in this country there
were still many in 1€29 who either did not accept, or were not even
aware of this fact. E/ To the latter, circulating medium consisted
of specie, i.e., gold and silver coin, plus banknotes. Since baninotes
far exceeded specie in amount, the terms "circulating banknotes" and
"circulating medium” could be used interchangeably by these persons.

i/ R. K. iioulton, Legislative and Documentary History of the
Bank of the United States, (Wlew York: 1634}, p. 67. Emphasis in the
original.

g/ A, C, Flagg, Banks and Banking in the State of lNew York,
(Brooklyn: 13G8), p. 39.
5/ Ibid., pp. 37-39.
Henry B. Miller, Banking Theories in the United States
before 1860, (Cambirdge: Harvard University Press, 1927), p. 11C.
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The different concepts of circulating medium become lmpor-
¢+ to a determination of the cbjectives of the 1829 law when it is

2 .
E:mebered that it was also tellieved that holders of circulating
otes vere unvilling creditors of a bank. Contrariwise, it was felt

that depositors were Celiberate cveditors, i.e., they had surplus
funds to deposit and were in a position to chcose their bank. As a
result, once it is determined that a proponent of the safety fund
reit or believed that insurance protection should be restricted to
noteholders, instead of applying to all bank creditors including
gepcsitors, it is still not c%ear vhether ne believed the primary
objective was protection of 7¢irculating medium, imperfectly under-
svocd, or the safety of the "small" creditor, i.e., the noteholder.

Several of the Zey personages connected with the 1825 legis-
1ation felt that protection was being offered only to noteholders.
Joshua Forman, the criginator of the plan, apparently used the terms
"oireulation” and bank "debts” interchangeably in his origiral
presentation of the plan and there is no evidence to show that he
ever considered vhether deposits would or would not be insured. }f
gimilarly, the Assembly committee repeorting the bill stated:

».. the committee flatter themselves that scmething can
be formed out of it, which wili effectually indemnify the
bill-holder from every possible loss that can in any
event be sustained by the insolvency of tanis ... 2/

Among cothers holding <this view were: Enos Throop, lieute-
nant zovernor of New York in the Van Buren adainistration:

«..« It is worthy of consideration, whether the law of
last winter, creating a safety fund, and a board of
visiting and excmining commissioners, does not afford all
the guarantee for the soundness of bills, which it is

in the power of legis.ation to devise. 3/

Alrert Gallatin, firancier:

.ov. with a laudable intent to protect the cocmmunity
against partial failures, a “"safety fund" has since

been established by law, consisting of a tax of one-half
ver cent. on the capital of every tank, and which is
applicable to the vpaymeant of the notes of any that may
fail ... 4/

1/ New York Assembly Journal, 1823; pp. 174-36.

Tbid., p. &38.

;/ January 5, 1830. State of New York, op. cit., p. 31L.
L/ Albert Gallatin, "Considerations on tae Currency and
Banking System of the Urited Statec:, American Quarterly Feview
(December 1830) in The Writings of Alber: Gallatin, edited by Henry
Adams, (Philadelphia: 1579), I1l, 317.
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and Abijah Mann who managed passage of the bill through the Assembly:

The Safety Fund law therefore required = contribution
of taree per cent ... to constitute the Zafety Fund, to
be applied for the redemption of currency issued by the
weax and broken banks ... 1/

To those who believed that only cireulating notes were in-
sured the 1842 amendment which specifically restricted protection to
circulating notes merely clarified the language of the original act
ang was not a departure from the objectives of the authors. This
interpretation of the 1842 amerdment was held by no less authority
than the Ilew York Bank Commissioners in 1841. In their report of
that vear the Commissioners clajmed that most people had not under-
stocd the phrasing of the section dealing with insured obligations.
they stated flatly that the 1329 act had veen "primarily designed
to secure bank note holders, and rot depositors or other creditors.”2/

Of those quotel above, Formen was the only one of whom it
may be fairly said that his apparent belief that oniy circulating
notes would be insured was due to lack of understanding that circu-
lating medium consisted cf both circulating notes and deposits -
rather than to any desire to limit the obJjectives of his plan. é/

So far as the others are conecerned, it is only clear thst they thought
circulating notes alone were insured. For what reason they advocated
or believed this is not known.

Although several mcdern accounts of the New Yerk insurance
system have accepted the thesis tkhat the intent of the law's formu-
lation was to insure circulating iiotes only, there is substantial
evidence pointing to the fact that many contemporary owservers had
alvays advocated {or assumed) that both depositors and noteholders
were insured. }/ This suggests, of course, that these observers
could scarcely have felt taat the primary nurpose of the act was to
protect the "small" bank creditor. As noted above, James A. Hamilton,
writing to Van Buren while the legislation was still beinz considered,
specifically mentioned '"the security of the depositors and
holders of the notes ..." 5/ In an anonymous pampnlet published
in 1829 the act was severely criticized vecause it allegedly Tavored
the bank creditor and discriminated against the stockholder. The
bank creditors who were to receive the benefits of this act were
identified as "the till holder and depositor." 6/ Similarly, Redlich
points to the fact that an amerdment to the Vevmont act, which act
copied that of New York, clearly recognized that both deposits and
notes were intended to be covered. I/ Redlich dismisses the 1841

1/ Flagg, op. cit., pp. 37-3C.

2/ "Annual Report of the Bank Commissioners,” January 25,
1841, New York Assembly Documents, document number 64, pp. 16-17.

3/ This judgment of Formen's view can also be found in Fritz
Redlich, The Molding of American Banking, (Mew York: Hafner Publishing
Company, 1951}, I,91.

L/ See, for example, Chaddock, op. cit., p.272: Miller, op.
eit., p. 15L. —

%/ Hamilton, op. cit., p. 173. Emphasis added.

An Examinstion of some of the Provisions of the Act ...

passed April 1820, anonymous, (liew York: 1329), p. O.

T/ Redlich, ep—ei¥., p. 26L,
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statement of the Bank Ccmmissioners regarding the purpose of the act
sith the flat assertion: 'the ccmmissioners were uninformed on the

wistory of the act.” E/

Another piece of evidence is the act itself. If the legis-
lators actually confused the words "debts" and "ecirculating notes”
it might be assuried that the words were used interchangeably in the
act. Yet, at each place where it vas necessary to refer to the obli-
sations to te insured the legislature carefully used the term "debts".
fn one section it gave clear indication that by debis it meant
n1iabilities": the fund was "to be inviolably appropriated and
applied to the payment of such portion of the debts, cxclusive of tke
capital stock ..." 2/ On the other hand, in those parts of the act
where it was necessary to refer to circulating notes the legislature
nad no difficulty in using precisely that term. 3/

Pinally, it is of interest that the committeze which drafted
the 1629 act referred in its report to the banks' "deots, amounting
to neariy 30 millions of dollars." 4/ Thirty million dollars was
probably about equal to the sum of circulating notes plus erosits
in 1829, and apparently far exceeded either item alone. 5/ It is
unlikely that the committee would have used the term "debis" to mean
both circulating notes and deposits in its report, put to mean only
circulating notes in the act itself,

Statutory Frovisions Relating to Supervision
and Regnlatiorn of Participating Banks

New York's act creating an insurance fund was notable not
only because it introduced the insurasnce principle for protection
against bank failures but aiso because it made significant contri-
butions in the area of bhanit supervision. This section surveys those
provisions of the law, and later amendments or changes, dealing
with supervisory activities and with the operations of participating
banks.

Supervisory agency. The supervisory department established
by the 1829 act was of modest size, consisting of only three persons,
with no allowance for staff or guarters menticned in the act. Each
was designated as "Bank Commissioner", with a salary of $1,500 per
annum to te paid out of the iansurance fund. é/ Term of office was
two years, with Commissioners removable by the governor for cause. Z/

It was originally provided that two of the three Commis-
sioners would be chosen by the banks (one by oenks located in liew

1/ Toid..

2/ An Act to create ...., section kL.

%/ Ibid., section 27.

L/ Tew York Assembly Journal, 1829; p. Lil.

2/ There are no availavle vank data for New York in 1829,
However, data for other years indicate this was the probable order of
magnitude of the items.

é/ An Act to create ..., sections 7 and 26.

7/ Ibid., section 23.
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sk City and one by so-called "country" banks) and one by the

ggvernor, with the advice and consent of the Senate. E/ However,
in 1837 an apendment to the act placed all appointments in the

covernor's hands.

It is evident that in providing an annual salary of 31,5C0,
roughly equivalent to $7,000 tcday, the intent of the authors of the
1825 act was that these be full-time positions. Curiously, it was
just this intention whick drew strong criticism from opponents:

We think ... they /the Commissioners/ will be men, with
whom the salary ... will be an object of scme importance;
for, it can not be supposed, that gentlemen, in easy
circunstances, will be induced to accept an appeint-

ment, the duties of which, if perfoimed as they cupht

to be, will require so much of their time and attention. g/

This criticism reflects the practice of that pericd of appecinting
prominent individuals to examine particular banks, when the situaticn
appeared to warrant, as a public service. To the critics it was
inconceivaole that competent personnel could be secured if the salary,
novever adequate, was to be a major consideration.

In 1343 the offices of Bank Commissioner were abclished
and many of their duties transferred to the Comptroller. §/ This
arrangement lasted for elght years, after which time it was recog-
nized that the duties of bank supervision were too numerous to be
handled by the already overburdened Comptroller. Accordingly, in
1851 a "separate and distinct department which shell be charged with

the execution of the laws ... in relation to the banks ..." was
established by the legislature. 4/

The chief officer of the newly created department was to
be appointel by the Governor for a term of three years, at an zpnual
salary of $2,500. He was ziven the title, “"Superintendent of the
Panking Department”, and authority to employ a staff sufficient to
handle the department's work. The Banking Department thus estab-
lished was retained during the remainder of the insurance periocd and
to the present day.

Bank examination. As pointed out in Chapter I, the roots
cf bank examination are to be found in the provisions of early bank
charters wvhich required, usually because the State was a stockholder,
that banks meke reports of condition to the legislature and that
agents of the legislature or the Covernor e permitted to visit
banks when necessary. However, it was not until 1829, when llew York
adopted its insurance law, that the fundamental principles of modern
examination procedures were adopted. Thne important provisions of
the law which related to bank examinaticn were:

1/ ¥bid., sections 20 and 21.

g/ An Examination of some of the Provisions ..., pp. 30-31.

3/ An Act to abolish the office of Bank Commissioner, and
for other purposes, April 18, 1o43.

&/ An Act to orpaunize a Bank Department, April 12, 1851.
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Three persons, to be styled "the Bank Com-
migsioners of the State of New York," shall be
appointed in the manner herelnafter provided; whose
duty, or the duty of one of whom it shall bte, once
at least in every four meonths, to visit every
moneyed corporation upcn which the provisions of
this act shall be binding; and thoroughly to in-
spect the affairs of the said moneyed corporations;
to examine all the books, papers, notes, bonds,
and other evidences of debt of said corporations;
to cocmpare the funds and property of said corporations
with the statements to be made by them as herein-
after provided; to ascertain the quantity of specie
the said corporations have on hand; and generally
to make such other inquiries as may be necessary to
ascertain the actual condition of the said corpora-
tions, and their ability to fulfil all the engage-
ments made by them. 1/

The said commissioners, or either of them, shall
have power to examine upon cath, all the officers,
servants, or agents of said corporatiocns, or any other
person, in relation to the affairs and condition of
said corporations; which oath the said commissioners,
or either of them, are personally authorized to
administer. 2/

In addition to requiring three examinations in each yesr for
each bank, special examinations were to be made when requested by
any three participating banks. 3/ It was also provided that examiners
make annual reports to the legislature of their activities. E/

To modern eyes these provisions would scarcely seem ex-
ceptional, but contemporary observers immediately noted three signi-
ficant departures from tradition: First, examinations were no
longer to be made sporadically, under a specific direction of the
legislature, but instead were to be regular and frequent; szcond,
the position of bank examiner was to be on a full-time basis and
carry adequate compensation; third, and perhaps most lmpcrtant,
examiners were %o have complete access to bank records.

So far as the third point is concerned, in most States
prior to 1829 it had generally been assumed that examinations, when
necessary at all, should be confined tc verifying the accuracy of
statements of condition. rely was the examiner shown a detailed
schedule of bank assets or permitted to ascertain or question the
value of individual items in the loan portfolio. Tentative steps
toward thorcugh examination policies may well have been taken prior
to 1829 in the cases of individual banks, but it appears that the

1/ An Act to Create a fund for the benefit of the
creditors of certain moneyed corporations, and for other purposes,
April 2, 1329, section 15.

2/ Ibid., section 17.

é/ An Act to create ..., section 16.

L/ Toid., section 19.

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



I11-16

New York law was the first to set out such a policy in specific
terms, applicable to an entire banking system.

The novelty of this concept of bank examination is btest
jliustrated by the criticism it attracted. One example, character-
jzing the examination provision as "one of the most gigentic schemes
of political power, and moneyed monopoly, ever devised and brought
into operation in any country." has been cited above. 1/ More re-
strained but not less adamant opposition was contained in an anconymous
pamphlet circulated in New York City soon after passage of the law. e/
Intended as an attack on all provisions of the law, the largest part
of the argument was directed at those relating to bank examination.
Among the comments were:

The powers granted these commissioners are such,
as never ought to be placed in the hands of any three
men, be their guaidifications what they may, or their
characters ever so pure and unsullied ...

If the proposed law shall go into effect, the fiscal
affairs of every man must be laid bare to the view
of these commissioners ...

We have reason to velieve, there are few uzen, at
least such as the publiec would have confidence in,
that will accept an office, requiring every moment
of their time, both sumrer and winter, to be devoted
to its duties ...

It is surely improper, that spies and inquisitors
should be commissioned to look after the conduct and
actions of those who have conducted well, and thus
fasten on them, oblique /sic/ and mistrust, not merited
or warranted by their acts ...

The appearance of two fundamental banking innovaticns in
the same act, i.,e., insurance of bank obligations and regular bank
examination, was more tban coincidence. Although each was scught
for its own sake there was a strong relationship between them.
Regular bank examination was the answer to thcse who charged that
insurance would place a premium on reckless banking. Contrariwise,
the existence of mutual responsibility made the new mcde of exami-
nation, if not welcome, at least more palatable to participating
banis.

It is also significant that the intrcduction of these
innovations was considered as the effective answer to demands for
State participation in banking, i.e., for the end of ar independent
banking system. Among the proposals for banking reform current in
1829 was one calling for a State-owned bank with branches through-
out the State. Tc this, Joshua Forman answered that with the intro-
duction of the insurance principle and of bank examination:

1/ See above, p. 11-10.
g/ An Zxamination of some of the Provisions ..., pp. 18,

28-30.
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The whole bady of banks would constitute a
kind of community scmething after the model of our
federal unicn, in which eech in its proper sphere
would have the same freedom of action, separate
patronage and individual benefit or less from gocd
or bad management, they now possess - with a super-
vision over the whole, as perfect and more beneficial
for the public than that of a general [§fate-owneg/
bank over its branches - and a commen fund for the
common security, which, under the cperaticn of the
principle of inspection to prevent mismanagement, and
the pover to secure the property of the failing banks
before mismanagement has progressed to its consumma-
tion ... is on the whcle a more ample security to the
public than that of a general bank with branches ... 1/

When the duties of the Bank Commissioners were transferred
to the Comptroller in 1543 the examination power was drastically
curtailed. Instead of repular examination, the act provided that
the Comptroller could only examine "whenever he shall have good
and sufficient reason to suspect the condition of any bank, or the
sorrectness of its quarterly report.” g/ llo change was made in this
regard when the office of Superintendent of the Banking Department
was created so that, for that part of the insurance pericd from
1843 to 18€6 there was no regular examination of participating
(or nomparticipating) banks.

Condition reports. New York's insurance law of 1829 did
not introduce any major advance in requiring condition reports from
banks. Two years vefore, in 1827, all banks had been required to
report regularly to the State Comptroller. 3/ Prior to that time,
reports had been regularly submitted oniy by those tanks whose
charters included such a requirement. However, the insurance law
did require that reports opreviously made to the Comptreller would
now be made to the Bank Commissicners so that, for the firsi time
in any State, condition reports were directed to persons giving
their full time to bank supervision.

Condition reports submitted to the Bank Commissioners were
made annually, as of the first day of each year. Cnly three items -
lcans and discounts, circulation, specie - were reported for two
dates, July lst and January lst.

With the removal of the Bank Commissioners in 1843, and
the transfer of their powers to the Comptroller, it was apparently
felt that more frequent and detailed information was necessary.
Consequently participating banks, as well as those not included in
the insurance system, were required to report quarterly to the
Comptroiler,

1/ Letter from Josoua Forman, New York Assermbly dJournal,
1829, p. 178,

2/ An Act to abolish ..., section €.

3/ This applied only to banks receiving charters (or re-
newals of charters) on or after January 1, 1828. Thus while it
would eventually have applied tc all but two chartered banks at the
outset it applied to none.
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In addition, improvements were made in the content of
the reports. This was particularly true of the "loans and discounts”
item which, before 1843, had lumped together nearly every debt due
a bank with the exception of deposits in other banks and securities.
Beginning in 1843 "loans and discounts” was broken down teo show, for
example, loans and discounts to directors as distinguished frcom other
vorrowers, brokers' loans, lcens on real estate, and overdrafts.
Although there were some changes in the description of deposit items
after 1843, in general there was a fairly detailed breakdown during
the entire pericd 1829-13€€.

During the course of the insurance period some improvement
was also made in the matter of reporting dates. The annual reports
made to 1843 and the guarterly reports made until 1848 were as of
dates announced wprior to the preparation of such reports. Consequent-
iy, some reporting banks could so adjust or alter various items that
there wes uncertainty as to the correctness of the totals. Eeginning
in 1848 reporting dates were chosen as of a date already past and
it is believed that this, along with scme additional safeguards
adopted later, resulted in more accurate tabulations.

Enforcement nowers of supervisory officials. The authority
vossessed by supervisory officials in llew York, whether the Conm-
missioners, Ccmptroller, or Superintendent of the Banking Department,
stemmed from their right to secure an injunction against the con-
tinued operatican of any bank found to be insolvent or operating in
violation of the law. 1/ The various laws did not provide additiocnal,
and less drastic, pieces of authority, such as to determine the form
of condition reports or take certain steps against a benk in hazardous
condition but not yet insolvent. The ccasequences of this arrange-
ment are discussed in a section to follow. g/

Banlt operations. The insurance act contained relatively
few provisions dealing with bank operatiorns. This was because each
of the banks subject to the law operated under individual charters
granted by the legislature and most operating regulations were in-
cluded in them.

The most important limitations placed on the banks by the
1829 law related to circulating notes and to loans and discounts.
Fcllowing the then common practice of using capital as a regulatory
tool, circulating notes could not exceed twice, nor lcans and dis-
counts twice and a half, the amount of capital "paid in and actually
possessed' . g/ It is likely that somewhat simiiar provisions were
found in many of the individual baonk charters and that the 1825 law
merely brought all the banks under the same rule. In effect, the
law required & capital ratio on the order of twenty te forty per-
cent, a not uncommon ratio for banks of that period.

4

oad

NEE

An Act to create ..., section 1d.
See below, pp. II-72-73.
An Act to create ..., section 27.

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



IT-19

Aside from the requirement that interest on loans not ex-
ceed "the legal luterest" {which at that time was 7 percent fcr
loans maturing in more than 64 days, end & percent for the shcrter
term loans) the remaining restrictions also dealt witn circulating
notes. E/ All notes were payable cn demand, i.e., post-notes were
prchivited. 2/ An smendment of May 16, 1837, tightened the re-
striction on eirculating notes and also esteblished a schedule
whereby the larger the capital of the bank the smaller was the pro-
portion of notes allowed it. Thus banks with as little as $100,0C0
capital were allowed circulating notes to a maximum of $150,CCO
while banks with $2,000,0CC capital were only allowed a volume of
circulating notes equal to $1,200,0C0.

Another amendment in 1843 required a reduction of circula-
tion t¢ the proper proportion with capital if the latter became
impaired or was reduced. In 18L3 the cireculation-capital relation-
ship was eased by an amendment permitting banks with capital of
more than $2C0,C00 to issue notes up to the additional amount. How-
ever, these notes had to be secured in the same fashion as these of
free banks, i.e., by the posting of State bonds or mortgages.

Number and Obligations of New York Banks, 1829-18G6

Turing the 37 years of operation of New York's insurance
system a wide variety of tanks existed in the State. The discussion
telow deals only with commercial banks operating under provisions of
various State binking laws. It therefore excludes private banks
(except those banks designated as "individual" banks and operating
in accordance with the terms of the Act of 1838), savings banks,
and national banks organized in the final few years of the pericd.

Number of operating banks. As described earlier, it was
originally intended to include in the insurance system all banks
except two. The two exceptions were the Bank of the Manhattan
Coxpany and the New York Dry Dock Company, each of which had a
perpetuzl charter.

Table 6, which contains a distribution of banks by insur-
ance status for each year in the insurance period, shows that during
the first nine years of insurance (1820-1837) this objective was
nearing realization. At the close of 1329 slightly more than half
of the banks ware sunject to the insuraace law. As the banks not
participating in insurance renewed their chariers they autcimatically
came into the insurance system, so that by tbe end of 1537 about
91 percent of the New York banks were included.

With the formation of free banks (which did not partici-
pate in insurance) beginning in 1338, the conception of an all-
embracing iansurance system died. In addition, it apparently became
seutled policy in Wew York to cease chartering (or rechartering),
so that as charters expired banks reorganized under the provisions

1/ Ibid., section 33.
g/ Ihid., section 35.
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Teble 5. MNumber and Percentage Distribution of Operating Banks,
by Insurance Status, liew York, 1829-1866 1/

—_ Iumber of banks Pexrcentagze distribution
znd  Total Partici- Not partici- Total Partici- Not pertici-
of rating in pating in in- pating in pating in in-
year insurance surance insurance suranece
2/ Charter- rree 2/ Cherter- rree
ed 3/ 4/ ed 3/ L/
1829 43 23 20 - 10C.0  53.5 45,5 --
1830 Lo 29 20 .- 100.0  59.2 40.8 -
1831 63 51 12 - 100.0 8l.0 19.0 -
1832 69 58 11 - 100.0  8h4.1 15.9 -
1833 79 69 0 -- 100.0  87.3 2.7 -
1834 86 76 1 -- 100.0 88.4 1.6 --
1835 87 5/ 17 100 - 100.0 88.5 11.5 -
1836 10 5/ 90 10 - 100.0 90.0 10.0 -
1337 97 5/ &8 9 -- 100.0  S0.7 9.3  --
183 11+ 5/ 89 9 16 & 100.0 75.1 7.9 1.0
1839 17+ 5/ 91 7 76 7/ 100.0 52.3 4.0 k3.7
1840 154 8§ 89 9 T 58 10/ 100.0 57.8 b.s  37.7
8L 132 84 85 2 T 40 ;@? 100.0  6u.4 5.3 30.3
182 133 8/ 81 & 486710/ 100.0 60.9 L5 34,6
184311/ 136 12/ 80 6 50 1C0.0  58.8 .4 36.8
184k 11/ 148 80 3 85 100.0  Shk.1 2.0 43.9
184 11/ 148 78 3 &7 100.0  52.7 2.¢ k5.3
1846 11/ 150 T 370 100.0  51.3 2.0 h6.7
1847 1 167 77 2 83 100.0 46,1 1.2 52.7
1848 13/ 182 76 2 104 10c.0  L41.8 1.1 57.1
1849 196 75 2 113 10C.0  139.5 1.0 59.5
1850 209 71 2 136 100.C  34.0 .0 65.1
1851 243 69 2 172 10C.0 28.L 8 70.8
1852 276 67 2 207 100.0 24,3 .7 75.0
1853 322 57 2 283 100.0  17.7 .6 8L.7
1854 333 52 2 279 100.0  15.6 .6 83.8
1855 286 ha 2 2h2 100.C 14,7 .7 84.6
1856 312 40 2 270 100.0 12.8 .7 86.5
1857 264 32 2 260 100.0  1C.9 T 88.L
1858 301 30 2 269 100.0  10.0 .7 89.3
1859 303 28 2 273 100.0 9.2 .7 90.1
1860 306 25 2 279 100.0 8.2 .7 9l.1
1861 302 2k 2 276 180.0 7.9 T 91k
1862 308 17 2 289 100.0 5.5 7 93.8
1863 305 10 2 297 100.0 3.2 T 96,1
1864 254 6 2 276 100.0 2.1 T 97.2
1865 59 2 2 9 100.0 2.0 2.0 96.0
1866 - 13/ 2 75 100.0 -- 2.6  97.k4
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rable 6. Number and Percentage Distributicn of Cperating Banks,
by Insurance Status, Mew York, 1829-1866 1/
(continued)

Sources: New York Assembly Documents, Annual Revorts of the
pank Commissioners, 1831-18L3; 1831 number 59, 1832 (70), 1333 (635),
1334 (102), 1835 (74), 1836 (80), 1837 (78), 1838 (71), 1839 (201),
1840 (L), 18k1 (64), 1842 (29), 1843 (34); Annual Reports of the
comptroller, 1844-1851: 13h4 (L), 1845 (25), 1846 (25), 1847 (5), 1848
(&), 1849 (5), 1850 (8), 1851 (9); Annual Reports of the Superintendent
of tie Barling Department 1852-61, 1864-67; 1852 (9), 1853 (6),
1854 (15), 1855 (10), 1856 (L}, 1857 (5), 1858 (L), 1859 (5), 1860 (3),
1861 (3), 1864 (3), 1865 (4), 1866 (3), 1867 {4); UNew York Senate Docu-
ments, Annual Reports of the Superintendent of the Banking Department,
1862-63; 1862 (32), 1863 (3) L. Carroll Root, "New York Bank Currency,"”

oD« cit..
et

}/ Excludes private banks, savings banks, branches of operating
banks, and, for 1862-66, nationsl banks.

2/ Banks chartered in zccordence with terms of Act of 1829 or
wnose charters were renewed following passage of that Act.

3/ Banks chartered prior to Act of 1829, including two banks
with verpetual charters.

L/ Panks organized in accordance with provisions of Act of 1838.

2/ Differs from total published in 1953 Annuzl Revort of the
Federal Deposit Insurance Corporetion, p. 60, tecause of inc.usion ol
banks ia operation but for which no reports are available. In the
report for the rear ending 1838 the Commissioners remarized in a Tootnote
that they excluded from the count the Dry Dock Company and the Delaware
and Hudson Canal Company, although "it is understood ... that both are
doing business under their charters." The data for 1838 were therefore
adjusted and, since the number of chartered banks not participating
could not, under the 1829 law, increase, the data for 1335-37 were also
ad justed under the assumption that one (1835) or voth (1836-37, 1839-43)
banks had not been counted by the Ccrmissioners in these years.

G/ As shown in Sound Currency, February 1, 1895, p. 17, which
also reports U8 applications made to date. A count of individual banks
by the writer indicates that as meny as 22 nay have been in operation.

I/ In operation on December 1, 1839, as reported in Sound
Currency, February 1, 1895, p. 17. A count of individual banks by the
writer shows only 66 in operation at end of year.

§/ Differs from totals published in 1953 Annual Report of the
Federal Deposit Insurance Corporation, p. 60, primerily because of
improved estimetes of number of free banks. Alsc see notes 2/ and %_/.

2/ Excludes Wayne County Bank which failed near close of
rear but was included in Benk Commissiciers' report.

}9/ cstimated. Total wae arrived at by listing the cpening
and closing dates of every free bank known to have been started in or
Prior to this year. These dates were taken from William H. Dillistin,
Bistorical Directory o the Banks of the State of lWew York, (MNew York:
Yew York State Bankers Association, 1946). Banks which went into
voluntary liguidation during this year were estimated from information
provided in Sound Curreney, op. cit., p. 18.
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meble 6. Number and Percentage Distribution of Operating Barks,
by Insurance Status, ilew York, 1829-1866 1/
(continued)

11/ November detes.

;g/ Differs from total published in 1953 Annual Report of the
zederal Deposit Insurance Corporation, p. 60, because of inclusion of
Tyo chartered banks not participating in Insurance and now assumed
not, to have been included in official reports. See note 5/.

13/ The charters of the last two participating banks expired
pvefore the end of 1866.
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of the Free Banking Act or, after 1863, urder those of the National
panking Act. Thus in 1840 the nuuber of banks participating in
{nsurance began a steady decline, ending in 1866 with the expira-
tion of the clarters of the last two participating banks.

Free vanks, on the other hand, increased rapidly in
npumber, primarily because of banks newly organized but also vecause
of the conversion of bpanks previously participating in insurance.

Tn 1847 slightly more than half of all New York banks were operating
under provisions of the 1838 act and during the final years of the
period almost all of the Lanks in New York, aside from newly
organized national banks, were free banks.

Bank obligations. Barlt obligations are defined here to
include deposits, circulating nctes, and miscellaneous liabilities;
and to exclude capital stock and other capital items. Table 7
shows the amount and percentage distribution of totel bank obliga-
tions Tor all operating banks in New York State, with the banks
grouped by insurance status.

Fluctuations in econcmic activity in the State, as well
as in the nation, are reflected in the all-bank data. For example,
the panic of 1837 is clearly evident in the decline from $83 million
of tanit obligations at the end of 1836 to less than $50 million
at the end of 1837. Jimilarly, the deep depression which began
about 1839 and ended in 1842, the cecline of 1854, the panic of
1857, and the inflation of the war years are all reflected in the
data.

As was the case with the number of banks, obligations of
banks participating in insurance became of increesingly greater
importance between 1830 and 1838. By the latter year approximately
nine-tenths of all hank obligations in the State were attributable
to vperticipating tarks. FHowever, there was an almost unbroken
decline Deginning about 1340, with the result that within a decade
less than half of all bank obligetions wers those of participating
banks and by 1860, less than one-tenth.

Chartered banks not participating in insurance had a
relatively large share of all bank obligations during the early
1630's, but this share naturally declined as such banks became
participating banks in the years prior to 1338, or free banks after
about 1840. They became of greater relative importance cnly in
the last two years of the period, as a conseguence of the marked
decline in the number of free banks after passage of the National
Bank Act.

The obligations of free banks increased almost as rapidly
as the number of such banks. As shown in Table 7, these banks had
more than four-fifths of total banlk obligations by 1855 and more
than nine-tenths in the early 1860's.

Chartered banks, whether or not participating in insurance.
were of larger average size than free banks. This can be seen from
a comparison of Table 7 with Table 6. It will be noted that in
most instances the proportion of bank obligations of either group
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and Percentage Distridbution of Bank Obligations. Operating Banks
by Insurance Status, New York, 1829-1866 1/

Tabl‘ 7 . Amount
{ Amounts in thousands of dollars)

———Zmount of obligzations 2/ Percentage distribution
- £ - Banks par~ Banks not parili- Banks‘gﬁ ‘Banks not particl.
ind © All ticipating clpating in in- All participa- pating in Insurance
year | nxs 1in insure- surance banks ting in Chartered Fres
ance Chartered Free insurance
[
/ 3/ 3/ - -- -~ -- -

1829 o, 7%6 11,T42 26,598 T/ --  100.0% 29.5 70.5 --
1830 £3ug6 25,180 7,306 T/ -~ 100.0 78.2 21.8 -
1831 22 0os 31,093 8,002 T/ --  100.0 9.5 20.5 -
13;@ 3? €52 39,047  8.605 T/ - 100.0 1. 18.1 --
183“ 56,722 47,303 9,419 T/ “- 100.0 83. 16.6 -
1635 13 Bu7 59,666 14,181 - 100.0 80.8 19.2 -
1836 82, 623 70,090 12,533 - 100.0 84.8 15,2 --
1837 49,6 42,732 6,958 e 100.0 B6.0 14,0 -
1838 57. 674 %/ 50,784 6,890 3/ 100.0 88.1 11.9 --
1839 39,932 5/ 32,673 5,259 3/  100.0 86.1 13.9 -

45,600 5/ 41,33% 4,266 3/  100,0 50.6 9.4 --
W09 w36t B 33,338 W80 6,248 &/ 100.0 76.1 9.6  1h.3
1842 45,355 33,162 3,805 8,388 190.0 73.0 8.4 18.5
1843 64,101 47,131 5,502 11,468 100.0 73.5 8.6 17.9
18us 71,375 49,866 3,124 18,385 100.0 69.9 4,4 25.7
1845 72 559 50,587 2,998 18,954 100.0 69.7 k.2 26,1
1946 659,618 br,311 2,734 19,573 100.0 6B.0 3.9 28.1
18% 82,927 54,250 1,985 26,691 100.0 65.4 2.4 32.2
18t go,}l'{ 54, 655 7/ 2,000 4/ 13, 662 4/ 100.0 7.7 2.9 19.4
1849 3,872 53,959 7/ 2,000 &/ 27,913 4/ 100.90 64.3 2.4 33.3
1850 110,775 51, 232 / 3,000 47 56,543 4/ 100.0 46,2 2.7 51.1
1851 94,297 ug, / u-,ooo 'g/ 40,491 T/ 100.0 52.8 k.3 k2.9
1852 143,541 118,753 T/ 4,000 11/ gsa T/ 100.0 34,0 2.8 63.2
1853 138,560 36,735 T/ 4,000 11/ 25 T/ 100.0 26.5 2.9 70.6
185% 126,056 27,419 7/ 4,000 B/ 94,637 3/ 100.0 21.7 3.2 75.1
1855 154,0U43 24,188 5,465 124,390 100.0 15.7 2.5 80.8
1856 163,900 24,080 L,088 135,732 100.0 14,7 2.5 82.8
1857 131,044 13,493 3,973 113,578 100.0 10.3 3.0 86.5
1858 176,933 16,923 4,662 155,348 100.0 9.6 2.6 87.
1659 165,906 15,555 4,290 146,061 100.0 9.4 2.6 88.0
1860 182,151 14,601 6,473 161, o7g 100.0 8.0 3.6 88.4
1861 231,178 18,481 6,929 185,76 100.0 8.7 3.3 88.0
1862 299,34 21,002 8,976 269,363 100.0 7.0 3.0 90,0
1863 314,829 20,060 6,785 287,98k 100.0 6.4 2.1 91,5
186% 353,350 13,751 7,723 331,876 100.0 3.9 2.2 93.9
1865 61,018 21 8,035 52,262 100.0 1.2 13.2 85.6
1866 47,879 8/ 8,557 39,322 100.0 - 17.9 82.1

Sources: Jee 1able 6.

1/ For types of banks included and axcluded see Table 6, note 1. No
adjustment has been made for individual banks which way not have reported on a
given date.

2; Includes deposits, circulation, and miscellaneous liabilities. Totals
may therefore differ slightly frcm those published in 1953 annual Report of the
Federal Deposit Insurance Corporation, pp. 62-63,

3/ Not avallable.

T/ Estimated.

/ Incomplete.

b/ Prodably incomplete.

7/ Partially estimated.

B/ The charters of the last two participating banks expired before the
end of 1886,
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of chartered banks was larger than the pioportion of their number
of all operating banks. For example, in 184k benks participating
in insurance were 34 percenv of the number of all operating banks
but held 7C percent of the obligations of all operating banks; and
chartered banks not participating in insurance constituted only two
percent of all operating banks but held well over four percent of
211 bank obligations. Similar relationships can be observed for
many of the later years in the period, when almost all banks in the
atate were free banks.

The larger average size of chartered banks as ccmpared
with free banks was due to the fact thet many of the chartered banks
had been started early in the State's history and ncne had gone into
operation later than the 1830's. Consequently they had a longer
time to develop a banxing tusiness and, in addition, tended to be
located in the larger cities.

Oblipations of participating banks. Because of their in-
sured status, somewhat more importance attaches to the types of
obligations in insured banks than to those of banks not participa-
ting in insurance. Table 8 shows total obligations of varticipating
banks, broken down into major categories.

In the first vear {1830) for which data are available
circulating notes of participatirg banks ccmprised the largest
type cf oblization. Thereafter, deposits exceeded circulating
notes, the difference between the two ltems 4ending to oecome
larger as the period progressed. During the 1830's and 1840's
deposits were typically twice, and in the late 1850's and early
1860's approximately three times, the amount of circulating notes.

Among the deposit items, that classified as "individual,
partrership, and corporation deposits” in this table predominated
in most of the years included in the insurance pericd. Such
deposits were almost entirely demand deposits.

"Government deposits” in participating banks consisted,
at various times, of deposits of the State Treasurer, of tuae
Commissicners of the Canal Fund, and of the Treasurer of the United
States. United States deposits were of importance only during
the earlier years, before the establishment of the Independent
Treasury and when the Federal goveimment follecwed the pclicy of
Keeping its very substantiel surplus deposited in sclected State
banks. Beginning in 1337 the Feceral surpluc was distribuied azong
the State governments but its importance prior to that date is
reflected in the large volume of "Goverrment deposits" in partici-
pating banks in 1635-36. 1/

"Interbank deposits" were relatively important during
the entire period. They were particularly large prior to 1840,
and in several of these earlier years actually exceeded in amount

1/ U. S. Government deposits in participating banks were
$6,049,699 at the end of 1835, and $7,833,C39 at the end of 1836.
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(thousands of dollars)

Obligations of Banks Participating in Insurance, by Type
of Obligation, Mew York, 1820-1866

Miscel-

— Deposits

nd Total ob« Circula- Total Individual Govern- Iater- laneous
oF ligations ting partnership, ment bank lizbili-
;ear 1/ notes 2/ ani.cor§7r- L/ 5/ ties 6/

ation
132 T 7/ 7 7 7 7 7
1833 ll,lﬂé 5,871 u,sé6 1,742 1,6ié 1,sﬁé uﬁé
1831 26,160 12,001 13,434 5,964 2,135 5,335 725
1832 31,093 12,?16 18,162 8,059 2,767 1,336 715
1833 3S,0Ch7 15,403 22,327 8,545 5,060 8,722 1,317
183+ 47,303 15,364 32,570 1hk,555 3,658 1k,257 369
1835 59,666 18,936 39,8&9 14,271 9,138 16,431 870
1836 70,090 22,065 LL,185 15,186 11,270 17,732 3,837
1831 42,732 11,556 29,844 12,95k 3,340 13,350 1,532
1838 50,784 17,680 32,104 15,427 2,776 13,901 1,000
1839 32,673 9,937 21,991 13,560 2,276 6,155 T45
1340 41,33k 14,321 26,655  15.2k2 1,875 9,538 358
1341 33,328 1,418 21,566 12,571 1,201 7,7Ck 354
8k 33,162 3,926 23,93+ 13,868 836 9,230 302
1843 7,131 13,850 33,779 19,744 2,360 11,175 302
184 45,866 14,890 34,317 20,602 3,413 10,5C2 459
1845 50,587 15,547 34,598 21,824 3,39%% 9,380 hi2
1846 47,311 15,767 31,120 20,388 1,392 9,340 uei
1847 5&,@50 16,809 36,875 23,677 1,395 11,503 566
1843 54,5655 20,420 33,7358/ 1/ 1/ 7/ 500 g/
1849 53,959 20,570 32,889 8/ 7/ T/ 7/ 500 8/
1850 51,232 19,464 31,3638 & 7/ 7/ 7/ 400 &
1351 49,806 18i658 3oi7h3 g; l/ 7 z/ Loo g;
1852 48,753 18,610 29,8L3 8/ T/ T/ T/ 309 8/
1353 36,735 14,559 21,376 8/ 7/ 7/ T/ 300 8/
1354 27,419 8,000 19,2198/ 7/ /AN /A
1252 2?,128 7,,95 16,481 12, %95 83g 3,149 182
185 b 020 6,771 17,152 13,710 ) 3,004 7
1857 13,493 u,lET 9,3C9 T,i66 181 1,652 57
1858 16,923 4,662 12,027 9,406 118 2,503 3%
1859 15,555 4,084 10,5k2 8,332 143 2,060 29
136c 14,601 3,$ 10,600 8,490 116 1,994 28
1861 18,481 L, 180 14,265 10,286 135 3,8k 30
1862 21,002 3, 8:; 17,112 11,283 351 5,478 27
1863 20,060 2,256 17,8¢H 14,138 345 3,321 2
186k 13,751 1,160 12,591 11,037 -- 1,554 --
1865 T21 Lol 320 272 -- 48 --
1866 &/ s/ Y 9/ 9 9 9/
Scurces: See Table 6.
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Table 8. Obligations of Banks Participating in Insurance, by Type
of Obligations, New York, 1829-1866
(thousands of dollars)
(continued)

1/ Differs in some years from totals published in 1953
snnual Report of the Federal Deposit Insurance Corporation, pp. 62-63,
tecause of minor adjustments in deposit tabulations and inclusion of
miscellaneous liazbilities. Data are for reporting banks and no adjust-
ments have been made for banks which may not, on any one date, have
veen included in official reports.

g/ Por some years the sum of "Bank Notes issued and in cirecu-
1ation” and "Registered Notes issued and in circulation.”

3/ Includes "individual deposits,” (sometimes described as
vyndividual depositors,” "deposits," "due depositors on demand," or
"deposits, individual") and "deposites to apply on debts," (scmetimes
described as "deposits on debts," or "amounts due not shown under
other heads"). Excludes "dividends unpaid,” (sometimes described as
"que individuals,” or "due individuals and corporations other than
banks and depositors").

L/ Deposits of United States Government, and of Wew York
state, including deposits of Commissioners of Canal Fund.

§/ Includes deposits of brokers in some earlier years;
excludes deposits of branches in parent banks, 1830-33. This item
was not reported separately beginning in 1834 and may be included in
interbank deposits beginning with that date.

§/ Includes unpaid divicends, which are presumed to have
represented dividends declared but not paid {(as distinct from paid
but not called for) and therefore not properly a deposit item.

é; Not available.

Estimated.
9/ The charters of the last two varticipating banks expired
vefore the ernd of the year.
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each of the other deposit categories. As the number of chartered bvanks
pegal to decline, and particularly as thcse in New York City left the
insurence systen and reorganized under the Free Banking Act, "Inter-
hénk geposits” beceme relatively less important.

"Miscellaneous liabilities", consisting largely of dividends
wirick, it is assumed here, had teen declared but not yet paid, com-
rrised a minor proportion of the total obligations of participating
banl(s *

Relative size of narticipating banks. In a preceding section
it was pointed out that, on the average, participating banks were
1arger than free banks during the insurance pericd. However, there
were alsc marked size differences among the participating banks them-
seives. Table O shows participating banks grouped by size (as measured
py tae amount of depocsits plus circulating notes) for *thrze 3dates:
fecember 31 of 183k, 1842, and 1355.

Seven size grourings are used. .The first two,zrepresenting
less than $200,0C0 of depcsits and circulation, include what migkt
pbe te:wed small banks. The next two size groupings, ranging froum
$2C0,0C0 to £8CC,000 of deposits end circulation, contain medium sized
banks, while the other three groupings, $800,C00 or over contain the
large banks in the insurance system.

Wren the data for the three dates are ccmpared one pajor
difference among the distributions of banks is evident. In both 1834
and 1855 the largest number of participating banks had from $2CQ,CCO
to $4CC,000 of ceposits plus circulation, dut in 1842 by Tar the largest
aumber of participating banks had between $1C0,000 and $200,00C of
such obligations. This is undoubtedly a reflection of the severe de-
pression which began about 1839 and reached its bottom in 18u2.

The effects of thne depression of 1839-1642 may also be ob-
served in the fact thet in 21842 sixtecen banks, or about 2C percent of
all participating banks, fell in that size group vhile in 1834k there
were no banks in the srwallest size group (less than $100,0C0) and in
1855 only one bank in that group.

Larger size banks (those with more than $8C0,C00 of deposits
and circulation) constituted about 15 percent of ali participating
banks on each of the three dates. As would be expected, they were a
sligntly larger proportion of all participating benks in 1834 anéd in
1855 than in 1842.

With tanks grouped by size it is possivle to measure the
degree of concentration of risk to which the insurance system was ex-
posed. It will be seen from Table 9 that in 1834 a sizable proportion
of the risk to the NWew York system was located in relatively few banks.
For example, two tanis, constituting less than three percent of all
prarticipating banks, had more than 20 percent of insured deposits plus
circulation. The 13 largest size banks on that date were only 17 per-
cent of all participating banks but had about €0 percent of insured
obligations.
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Table 9. Number, Deposits, and Circulation of BanksParticipaling in Iusurance, Ly Size of Wunk, Yeu 1 .cw a33h, 142, 1BsS
{amounts in thousands)

December 31, 1634 December 31, lo42 December 31, 1855
Size of bank Numbe r Deposits and circulation Number Deposits and circulation Wumber Deposits and circulatio
of Total Deposits Circula- of Total Depusits Circula- of Total Deposits Circula
banks tion banks tion banks tion
Number or amount
- total 1/ 76 $46,93% $32,470 $1h,46h 8L $32,651 23,725 2/ $8,926 43 $2h,006 $16,481 47,524 2/

Banks with deposits
plus circulation (in
thousands of dollars) of:

I1ess than 100 - -- -~ -- 16 1,274 451 822 1 88 33 5k
100 to 200 21 3,1k 879 2,535 33 h, 587 1,819 2,767 8 1,440 398 1,042
200 to 40O 27 7,393 2,775 4,018 14 3,928 2,219 1,649 20 5,127 2,57 3,148
100 to 800 15 8,166 5,247 2,919 8 lt, 960 3,848 1,112 8 4,136 2,351 1,786
800 to 1,600 T 8,570 7,242 1,329 5 5,106 4,09 1,012 3 3,471 2,859 612
1,600 to 3,200 L q,840 1,95¢ 1,384 N 9,314 8,072 1,242 ¢ 5, 50U 4,609 696
3,200 and more 2 9,550 8,372 1,179 1 3,h84 3,163 322 1 3,840 3,652 187

Percent distribu-
tion - total l/ 190.0% 100.0% ;gp.o% lOO.gﬁ lgp;gﬁ 100.0%  100.0% lOOﬂgﬁ lOO.Qﬁ lgngé 100. ¢4 lOO.qﬁ

-——— e ——

Banks with deposits
plus circulation (in
thousands of dollars) of:

Less tban 100 -- - - - 19.8 349 1.9 9.2 2.3 b .2 .
100 to 200 27.6 7.3 2.7 17.5 40.7 1 1.7 31.0 18.6 6.0 2.4 13.9
200 to 400 35.5 15.7 3.5 31.9 17.3 12.0 9.6 18.5 hé. 5 23.8 15.6 41.8
L0O to 800 19.8 17.4 16.2 20.2 9.9 15.2 16.2 12.59 18.6 17.2 14,3 23.7
800 to 1,600 9,2 18.3 22,3 9.2 6.2 15.6 17.3 11.3 7.0 1.5 7.3 8.1
1,600 to 3,200 5.3 21.0 24.5 13.C 4,9 26.5 34.0 13.9 L.t 22.1 28.0 9.3
3,200 and more 2.6 20.3 25.8 8.2 1.2 10.7 13.3 3.6 2.3 16.0 22,2 2.5
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Table 9. Number, Deposits, and Circulation of Banks Participating in Insurance, by Size of Bank, Hew Tork, 183h,1842
1855 (continued) ’
(amounts in thousands)

Sources: "Annual Report of the Bank Commissionewrs,” January 22, 1835, New York Asscumbly Documents, 1835,
document number Th; January 30, 1343, New York Assembly Documents, l@&;, document nuwber 3h; "Annual Report
of the Superintendent of the Banking Department,” January 7, 1857, New York Assembly Nocument, 1857, document number 5.

1/ Components may not add to totals because of rounding.

g/ Differs slightly from amounts shcwm in Table 8 because of rounding and becavse of discrepancies in
original reports. Table 8 amounts werc taken from published summary statements while totuls here were computed from
statements of individual banks.
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The degree of concentration of risk changed markedly after
1AL a5 & result of the exclusion of deposits Trcm insurance. In
18u2 tne ten largest banzs, constituting about 12 percent of all parti-
_jpating banus, had 29 percent of insured obligaticns. [lad insurance
tc§erage ot been ckhanged, the same panks would have had 55 percent of
:nsured obiizations. 1In 1855 there were only six banks with deposits
olus cirenlation of more than $8C0,CC0O. Although these banks consti-
tuted 1 percent of all participatinz banlis thev only had abscut 20 per-
cent oF the total circulation. These same banks had more than half
of the deposits plus circulation of participating banks and more than
two-thirds of the total deposits.

Insured obligations. As more and more chartered banks came
into the insurance systewn during the early and middle 1830's ihe
sroportion ol bank obligations which was iasured in Hew Yorlt Gtate in-
creased. Thus by the end of 1337 more than 85 percent of the obliga-
tions of all tanks were protected by insurance. Table 1C shows that
the proportion went even higher during the next three years but it
should te recalled that for these years free bank data were not avail-
able and the Tigurss thus overstate the extent of Insurance coverage.
Tor example, in 1841, the first year for vhich at least partial in-
formaticn was available on the obligations of free banks, there was
1C0 percent coverage of participating bank obligations but this repre-
gented conly abtout 75 percent ccverzge of all bank obligations.

Even without a change in the type of obligation covered by
insurance, the proportion of all vanX obligations insured would have
gradually declined during the remainder of the pericd as a consequence
of the increasing number of free bpanlks and +he abandonment of the
policy of granting or renewiing individual bank charters. However,
this decline vwas enormousiy accelerated vy the withdrawal of insurance
coverage frcu deposits and miscellareous liabilities, as can te seen
in Table 10. Ia 1kl there had teen complete coverage of the obliga-
tions of participating banks, which represented fairly substantial
coverage of the obligations of all baaks in the State. One year later
less than 3C percent of the g¢gbligaticns of participating banks, and
less than 20 percent of the obligations of all banks, were insured.
The proportion of all bank circulation which was insured obvicusly
1id not decline to the same degree.

During the remainder of the 1840's and into the early 1850C's
insurance portection was Important only in so far as it related to
cirzulating notes. E/ As late as 1851 more than 70 percent ¢f the
zirculating notes of all baniis were insured, and there had been reiative-
iy 1ittle change in the proportion of total obligations, either of
participating banks or of all banks, which were insured.

For the remainder of the Insurance pericd, i.e., from about
the middle 185C's thiough 1865, insurance protection accorded to bank

i/ After 1045 all payments into the insurance fund were re-
quired by law to ke used, or held, for the retirement of the fund’'s
debt and could only beccme available for insurance payments after
Febiruary 1, 1666. References to "insurance coverage" in this and the
Paragraph to follow should be read witk this in mind.
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Insured Chligations and Insurance Ceverage, New York, 1829.1886

Table 10.

—_— Insurel obli- inosurance coversge - percent:

-wa of year gations (thou- Participat- All banks 2/

- sands of dol- ing banks: Total Deposlts Ci-culation

iars) 1/ total ¢bli- cbligations 3/
gations

1829 s L b/ b L
1830 $11, 1114 100, C% 23.5 ZI,// R//
1831 26,160 100.0 78.2 g/ s
1632 31,003 100.0 79.5 E/ 5/
1€33 3g,Ch7 100.C 81.9 E/ E/
1634 47,303 1CC.0 83.% L/ L/
1635 39,666 100.0 80.8 76.0 89.7
1836 70,090 100.0 84.8 81. 91.2
1837 42,732 100.0 86.0 83.0 93.0
1633 50,74 10C.0 g8.1 5/ 86.05/  90.8 5/
1839 32,672 160.0 86.1 5/ B2.8 %/ 93.5 5/
1842 41,334 100.0 90.6 £/ 38.9 5/ 9.0 5/
1841 33,338 100.0 76.1 T4.9 78.4
1842 3,526 27.0 19.7 -- 4.2
1643 13,050 27.7 20.4 .- 75.8
18k} 14,850 20.9 20.9 -- 73.9
18L5 15,547 30.7 21l.4 -- 2.7
1846 15,767 23.2 22.6 . 7C.8
1847 16,809 31.C 20.2 - 6.1
1548 20,420 37.4 23.0 .- 88.0
1849 2G,570 38.1 2.5 - 85,1
1850 19,464 38.0 17.6 - 69.7
1851 18,658 37.5 19.6 -- T1.3
1852 18,610 38.2 13.0 -- 55.7
1853 14,559 32.6 10.5 - L4,7
1854 &,000 29.2 &.5 .- 28.3
1855 7,925 31.1 4.9 -- 23.5
1856 6,771 28.1 4.1 - 20.2
1857 4,127 30.6 3.1 - 17.3
1553 ¥,8452 3.7 2.7 - 7.1
1659 L,c84 32.C 3.0 - 16.6
1860 3,573 27.2 2.2 -- .2
1861 4,186 22.6 2,0 - 13.7
1862 3,863 18.% 1.2 - 9.9
1563 2,255 11.2 o7 -- 6.1
1354 1,160 8.5 .3 -- 3.7
18365 401 £5.6 .7 -- L.,5
1866 6/ -- - -- -- --
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rable 10. Insured Cbligatiors and Insurence Coverage, Yew York, 1826-186
- (continued)

Sources: See Tadle 6.

}/ All obligations of participating banks, 1330-1841; circu-
1ating notes of participating baars, 13k2-1865. Differs slishtly
from cdata published in 1553 Annual Report of the Federal Deposit
Insurance Corporation, pp. C4-65 beczuse ol mincr adjustments in deposit
Ttems anc 1ncl1sLon of miscelianeous liabilities.

2 Excludes the types of banks described in Table 1, note 1.

_j Deposits, excluding miscellaneous liabilities, in partici-
pating vank as percentage of deposits, excluding miscelianeous liabili-
ties, in all operating banks.

4/ Mot available.

2/ Exceeds actual degree of coverage because of absence of
free bvank lata.

é/ The charters of the last two participating banks expired
vefore the end of the year.
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creditors declined until it became almost negligible. It is true

+hat approxirately 20 to 30 percent of the obligations of participating
vanzs were ccvered by insurance during most of this time. However,

(pe number of such banks and their relative importance in tke State's
ianking structure was continuously declining. By 1860, for exarple,

o7 percent of the obligations of participating banks were insured but
this coverage represented only two percent of the cobligations of all
panks in the State. Even the proportion of circulating notes corered
by insurance became of mincr impcrtence. By 1355 less than one-fourth
of the circulating notes issued by banks in the State were insured;

vy the early 1860's this provortion nad fallen to less than 10 percent.

History of Cperation of Insurance System

When bank-oblization insurance terminated in Tlew York in
1866 the record showed that the claims of all creditors of partici-
peting banks in serious financial difficulties had Tteen paid and that
a small surplus remeined in the insurance fund. This had been acccnm-
olished only after substantial change had been made in the operating
orocedures of the insurance system and at the cost of serious in-
convenience and loss to some creditors.

Participating banks in serious Iinancial difficulties. During
the insurance period there were Z1 cases of participating banks which
either became insolvent and suspended operations or were in such serious
danger as to warrant disbursements from the insurance fund to protect
their creditors. The 21 cases involved a total of 18 banks, three of
which were in financial difficulties on two different dates. Table 11
lists the banks concerned and provides information on the causes of
their difficulties and the amount of *their obligations.

All of the cases except cne occurred during years of eco-
nomic crisis and devressicn. There were five cases during the panic
vyear of 1837, 1l cases during the depression years of 1840-42, one
case during the 185it depression, and three cases in the panic year
of 1857. The remaining case occurred in 1848, a year of recovery
which followed a brief downturn in 1847. Because of the concentra-
tion in depression years, "asset deterioration" was a principal
cause of difficulty in many of the 21 cases. However, in almost every
case it was found that there were acdditional causes, the most important
of which were unsafe banking practices, violaticns of law, and defal-
cations.

The 21 distressed benks had total cbligations substantially
in excess of $7 million and insured obligations of over $6 million
on the last reporting dates prior to their closing or difficulty.
The yearly totals, as given in Table 11, show that the insurance
system suffered its most severe blow in 1841, when four banks with
total obligations of more than $1.8 million failed. Although failures
in 1837 involved five banks with almost the same amount of obligations
as in 13h1, the first four cases were banks which were restored to
solvency (although three of these failed in later years) so that the
burden on the insurance fund was light. These four 1337 cases were
the only ones in which banks were restored to solvency; in the re-
maining 17 cases the banks concerned were placed in receivership.
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I1-3%

Suspenaion or difficulty

Partieilpating Bankc in Serious Financial Difficulties, MNew York Ineurance Systum,
(Amounts in thousands of dollars)

W20-1866 1)

Case Nume and location Date Principal cause 2/
nunber of bank
21 cases - total lB37-1§21 aes
5 cases - total 1837

Bank of Buffalo, Buffalo May, 1837

Commercial Bank of
Buffalo, Buffalo

City Bank of Buffalo,
Buffalo

Sacket's Harbor Bank,
Sacket's Harbor

. Lockport Bank, Lockport

2 cages - total

City Bank of Buffalo,
Buffalo

Wayne County Bank,
Palmyra
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May, 1837

Mey, 1837

May, 1837

May, 1837

180

February,
18Lo

December,

1840

Violation of law; un-
safe banking

Violation of law; un-
safe banking

Viclation of law; un-
safe banking

Asset deterioration

Asset deterioration

Vieclation of law; asget

deterioration

Vielation of law; un-
safe practices

Obligations at last report prior oizc . Obligations
__ Yo suspension or difficulty  yroup per $100
Total 3/ Deposits Circu- classi- of active
lution ficiy;on participa-
_ - S ting banks
$7,267 $3,969 $3,298 3 $0.58 5/
(average)
1,797 1,014 Z§§ 2.71L
493 311 182 b .
649 LWyt 152 4 veo
AUY Lo 1.05 2 ‘e
287 L8 239 3 “es
221 116 105 3 cos
618 230 388 ... 1.94
L38 169 269 4 o
180 61 119 2 ‘e
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Table 11. Participating Banks in Serious Financial Difficulties, liew York Insurance Syoten, .2, - o606 )
(Amounts in thousands of do)lars)

Suspension or difficulty  Obligations at 1ast report priur  Size Ubligations
Case Name and location to suspension or difficulty group per $100
number of bank Date Principal cause 2/ Total 3/  Deposits Circu- classi- of active
lation ficution participa-
ting banls
4 cases - total 1841 $ 1,818 $ 1,038 $ 180 aee hoby
8 Commercial Bank of New September, Defalcation Lsy 333 121 b ses
York, New York 1841
9 Bank of Buffalo, November, Asset deterioration; vio- Uuh5 2L9 196 L vee
Buffalo 1841 lation of law
10 Commercial Bank of November, Asset deterioration; vio- 574 327 247 4 coe
Buffalo, Buffalo 18k1 lation of law
11 Commercial Bank of December, Asset deterioration; un- 345 129 216 3 ves
Oswego, Oswego 1841 safe banking
5 cases - total 1Eh2 1,167 636 531 3.5k
12 Watervliet Bank, March, Defalcation 260 145 115 3
Watervliet 18u2
13 Lafayette Bank, New February, Asset deterioration 165 93 2 2 voe
York 1842
14 cClinton County Bank, April, Assct deterioration 319 151 168 3 coo
Plattsburg 1842
15 Bank of Lyons, Lyons September, Asset deterioration 246 165 81 3 ves
1842
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Table 1l. Participating Banks ia Serious Financial Difficultics, New York Insurance Cystem, .o -1 G }](cont‘d)
(Amounts in thousands of dollars)

Buspension or dilfficully Obligations at last report prior Size Otligotions

Case Name and location Date Principal cause g] to suspension oxr difficulty group per $100
number of bank Total 3/ Deposits Circu- classi- of active
lation fication participa-
ting banks

5 cages - total (continued)

16 Oswego Bank, Oswego Novembcr, Asset deterioration 177 82 95 2 cee
1842 6/
1 case - total 1848 M7 198 239 ... 1.76
17 Canal Bank of Albany,  July, Defalcation 7 708 239 5
Albeny 1848
1 case - total 1854 166 19 7 16
18 Lewis County Bank, November, Violation of law; de- 166 19 W7 2 cos
Martinsburgh 185k falcation
3 cases - total 1857 5% 324 430 3.15
19 Bank of Orleans, August, Asset deterioration; vio-292 138 154 3 cee
Alvion 1857 5/ lation of law
20 Reciprocity Bank, Auvgust, Asset deterioration 287 143 1k 3 eos
Buffalo 1857 6/
21 Yates County Bank, August, Asset deterioration 175 43 132 2
Fenn Yan 1857 6/
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Table 11. Participating Banks in Scrious Financial Difficulties, tew York Insurunce Sysiewm, 1dzy-.. o, -;j (continued)
(Amounts in thousands of dollars) -

1/ "Serious financial difficulty"” is used here to mean difficulty necessitaiing payments %o insured
creditors from the insurance fund, regardless of whether the bank was ultimately liquidated or restored to
solvency.

g/ In almost all cases insclvency was due to a combination of causcs, not all of which are kuown.
Those listed here are "principal" in the opinion of the writer, based on available information.

3/ Excludes miseelloneous liabilities.

Based on size groupings as shown in Teble 4, witi number 1 assigned to the smallest groupiag
(less than $100,000 of total obligations).
5/ Average annual rate for 36 years, 1830-65.
-/ Approximatce dates.
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The serious naturih f the 1841 fajilures, and to scme extent
nose in 1842, is shown in/Teble 11 columns which reflect the size
£t e banis concerned. During the entire insurance period the
 eal aistressed bank was of small to medium size, falling into
U e croup containing panks with $2C0,CCO to $4CO,CCO ef total
e 3T Clus circulation. In 18%1, however, three of the four

acsits P "
5‘f;i;es involved banks falling in a larger size group. Per $lCO
:f*ﬁsligaticns (deposits plus circulating notes) of active partici-
" ins benis, the obligations of failing banks in 18L1 were $U.ih

2

ﬂ; ir. 1Ek2 were $33.54. Each of these ratios was larazer than that for
:;; other year during which participating banks failed and was con-
;}&erably greater than the average annual ratio for the entire insurance

eriod of $0.58 of failing baniz obligatfions per $1CO of obligations of
ill participating banks.

rotection of bank creditors., Creditors of a failed bank
~ay te said to have Deen fully protected when their claims were paid
‘n full within a reasonably short time after the bank closed for
pusiness. Table 12 shows the extent to which creditors of failing
panks perticipating in New Yori's insurance system received payment
for their insured claims and the paragraphs to follow describe the
ranner in which these claims were paid.

As shown in Table 12, failing participating barks in New
york had insured obligations of approximately $6.5 million,’
of which $6.3 million, or 98 percent, was restored to the holders.
ibout one-third of this latter emount was returned to insured creditors
through the proceeds of ligquidation, much of it probably within a
reasonable time following clousing of the banks concerned. The re-
naining two-thirds was either paid out of the insurance fund or made
available to insured crecitors by the restoration ¢f bank solvency.
The larger part of this portion was not immediately made available
to insured creditors.

Table 12 shows that all claims against the insurance system
were paid in full, even though two percent of insured obligations was
not paid. This situation cape about because scme insured creditors
dld not present claims. Fallure to make claim is expected of a
very small proportion of potential claimants under any insurance
system, out the amount involved here was undoubtedly higher than
would normally have been the case, due to the manner in which claims
were paid.

Ingured creditors of the five banks which became involved
in serious financial difficulties in 1837 were fully protected, in
terms of the amounts received o made available to them and the
time required for payment. In the first four cases disbursements
from the insurance fund vere sufficient to restore the banks to sol-
vency, thus making available to insured creditors all of the amounts
due them. In the fifth case the bank was liguicdated but apparently
all of the insured obligations were immediately paid by the receiver
or from the insurance fund.

The 1l bank failures which occurred in the three years
1840-42 gave rise to & volume of claims of such msgnitude that the
insurance system was not able to make payment within a reasonable time.
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Table 12, Protection of Depositors and Noteholders, Participating Banks in Serious Financlal Difficultics, iew York
Insurance System, 1820-1866 1/
{Amcunts in thousands of dollurs)

Year and Insured ob- Banks placed in recceivership Banks restored Protection of insured
case ligations Payments to  Claims Payments to insured cruditors to solvency  creditors: Percent of
nunber at date of insured against by insurance system with insurance insured obligationg
2/ elosing o1 creditors by iasur- Amount 4/ Tercent of  aid: disburse- Made avail- HNot paid
difficulty receiver 3/ unce cluims ments dble to 5/
system creditors
21 cases,
total $6,485 $2,123 $2,813 $2,813 100.0% S 7. 9% 2.1%
1837 1,550 101. 36 36 100.0 156 100.0 ‘cee
1 301 %/ . . cee oo 2P 100.0 .
2 Ty 6/ ce ceo oo veo 18 100.0 coo
3 179 é/ ces voe AN cee ol 100.0 cee
4 186 6/ ces . ces coe 83 7/ 100.0 oee
5 137 &/ 101 36 36 100.0 o 100.0 e
1840 696 21 L6 e 100,0 .os 93.7 1.0
Y I8E 8/ 167 317 317 100.0 e 100.0 Y/ .
7 212 10/ T 129 129 100.0 ves 95 .8 4.3
1841 2,392 6ho 1,724 1,724 100.0 ‘o 58.8 1.2
8 580 11/ 303 286 286 100.0 ee 100.0 9/ Ty
9 668 11/ 83 585 585 10G.0 “ee 100.0 9/ cen
10 813 12/ 173 612 612 100.0 o 96.6 3ok
11 322 13/ 81 2kl 2h1 100.0 ces 100.0 9f e
1842 1,027 hh 532 532 100.0 ‘o 98.0 2.0
12 230 11/ 15 211 11 100.0 er 160.0 _9/ e
13 165 14/ 165 voo cor coe cee 160.0 9/ ..
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Teble 12. Protection of Depositors and Noteholders, Participating Banks in Serious Financial Difficultics, iiew York
Insurance System, 1829-18G6 )/ (continued)
(Amounts in thousands of dollars)

Year and Insured ob- Banks placed in rcceivership Banks restored VProtection of insured
case ligations Payments to Claims Paynments to insured creditors to sclvency  creditors: Percent of
number at date of insurcd against by insurance system with insurance insured obligations
g/ closing or creditors by insur- Amount "/ Percent of aid: disburse- Made avail- Not paid
difficulty receiver 3/ ance claims ments able to
system creditors 5/

1842 (continued)

1L $ 306 13/ $ 76 $ 208 $ 228 100.0% cas 99.3% 0.7
15 49 13 37 93 93 100.0 cee 87.2 12,8
16 177 1%/ 177 vee e cae vee 100.0 9/ veo

1848 186 186 coe one ase ee 100.0 es

a7 136 186 P . es ‘e ves 100.0 el

1854 125 20 ) 100, 0’ eee )

18 i35 20 ) 100.0 eer )
75 75 87.7 12.3

1857 249 461 ) 100.0 e )

19 200 190 ) 100.0 eee )
20 160 146 ) 100.0 cee )
21 149 125 )} 100.0 cee )

Sources: L. Carroll Root, "New York Bank Currcney,” dound Currency, February 1, 1895; Robert E. Chaddock,
The Safety Fund Banking System in New York, 1829-1366, (Washington: National Monetary Commission, 1910). See also
sources listed for data presented in Table 6.

;/ Differences in amounts and percentages between this table and those shown in the 1953 Annual Report of
the Federal Deposit Insurance Corporatlon, p. 53, are attributable to: a) inclusion of circulation fraudulently
issued by some bunks but nevertheless a valid claim on the insurance fund, b) adjustment in column 2 of all data to

date of closing or difficulty, 3) other refinements of -data.
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Table 12. Protection of Depositors and Notcholders, Participating Banks in Serious Financial Difficultics, Wew York
Insurance System, 1829-1866 1/ (continued)
{Amounts in thousands of dollars)

2/ For names of banks see Table 11.

3/ Receivers' collections. Receivership expenses charped against these amounts, if any, are not known.

E’ Snaller than amount shown as "DPaymentsto creditors of failed bunks" in Teble 8 because of exclusion
from total in this table of payments on behalf of creditors of banks restored to solvency.

2/ In receivership cases the sum of receivers payments and payments by insurance system as percentapges
of insured obligations at date of failure.

é/ Circulation plus estimated deposits. Estimate made by assuming that the percentage increase or decreasec
in deposits between last reporting date and datc of closing or difficulty was the same as the known pereccentage change
in circulation between the same two dates.

Z/ L. Carroll Root, op. cit., reports disbursements totaling $92,000 for this banl, making the total re-
demption for these four 1837 cascs 156,000, However, insurance fund records show total disbursements for note re-
demption during 1837-39 as $133,000, or $9,000 less than the total of such redeuwptions for the five 1037 cases
shown in this table if Root's figure is used. After examining each of these five cases it secmed probable that the
difference was in case number b and wus due to the fact that whercas §92,000 of the notes had been redeemed a
portion had been redeemed by State agencies other than the insurance fund.

@/ Circulation reported at time of failurc was $269,000 and deposits at last report prior to failure were
$169,000. 3ince a total of $317,000 of circulation was redecmed from the insurance fund this is presumed to have
been the actual circulation at date of failure. Deposits on the same date are not known but no claim was made on
fund so that it is presumed that the receivers! collections of $167,000 were about ecqual to the amount of deposits.

2/ Amount of obligations not paid because of failure to make claim is not known but, if any, is presumed
to have been small.

ig/ Circulation at date of failure plus receilvers' paywents to creditors and deposits redcemed from
insurance fund.

;L/ Case similar to that described in note 8/, as circulation reported at date of failure was less than
circulation redeemed.

12/ Consists of $388,000 circulation at time of failure and $425,000 deposits paid from insurance fund. Dif-
fers frow case number 7 (see note 10) in that it appcars that in this casc receivers' collections were applied to pay-
ment of circulating notes.

13/ ©stimate pa-tially based on assumption described in note ;E/.

}_/ At last remort prior to falilure,
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yren the Bank of Buffalo failed in November 1841, (case 9 in Teble 7)
the insurance fund had already been so far drawn down that the
comptroller hesitated to meke provision for the payment of its in-
sured creditors. He was particularly concerned because not all of

the creditors of the three banks which had failed just prior to that
rine nad been paid. When seven additional failures foliowed very

soon after that of the Bank of Buffalo the insurance system appeared
to have no recourse except t0 pay insured creditors as proceeds from
licuidation of assets became available.

The situation described above was rectified in 1845 when
the Legislature authorized the issuance ol bonds, which could ejther
pe sold to secure suificient funds or paid directly to creditors of
failed banlis. Such bonds were issued veginning in 1845 but it was
not until 1851, or 9 years after the last of the above failures, that
final peyment was made %o insured creditors. In the intervening time,
of course, many creditors suffered serious inconvenience, while some
otners undoubtedly disposed of their claims for less than the full
value, or 1lost them alitogether. It will be noted in Table 12 that
for those cases in which complete data are available (cases 7, 10,
14, and 15) insured obligations not paid ranged from less than 1
percent to more than 12 percent.

With the issuance of bonds to pay creditors of bank failures
oceurring in 104042, future contributions to the insurance fund by
sound participating banks were to be used first to retire this debt.
Consequently, the insurance system was not able to make irmediate
provision for the payment ol iasured creditors of banks failing after
18k5. TFortunately, the first such failure, occurring in 1843, daid
not require any payment from the iunsurance fund. Insured obligetions
of this bank (case 17) were fully and speedily paid by the receiver.

The insured creditors of the last four participating banks
which failed were not as fortunate. In 1854 the Lewis County Bank
closed and it was found that a large proportion of its assets was
entirely worthless. Receivers' payments to insured creditors were
equal only to approximetely one-sixth of the insured obligations out-
standing on the date of failure.

The three banks which closed as a consequence of the panic
of 1857 were in a relatively bYetter position and receivers were able
to reimburse insured creditors for more than four-fifths of the
amovnt due them. However, in these cases, as well as in the case of
the Lewis County Bank, such payments were apparently spread ocut over
a considerable pericd of time.

W/ith the retirement in 1866 of the last of the bonds issued
on behalf of creditors of the 1840-42 bark failures payment of the
insured creditors of the final four banks was started. All claims
made by such creditors were paid by the insurance system. However,
it will be seen from Table 12 that although approximately $150,000
of insured obligations was still outstanding in 18€6 only about
375,C00 was presented for payment. The remainder, most of which
probably represented obtligations of the Lewis County Bank, had
gpparently been thought worthless by the holders and long since lost.
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Insurance receipts and expenditures. During the course of
the insurance pericd total receipts of the insurance system were
51,736,000 and expenditures were 34,724,000, The difference, approxi-
pately $13,000, was paid into the State treasury in 1867. Table 13
shows the sources and distribution of insurance income for each year
:n the pericd 1829-1866.

Assessments accounted for more than three-fifths of the total
jnccme of the insurance system. Approximately one-fifth represented
proceeds of borrowings and the remeining income consisted largely
of earnings on invesiments and receipts from the sale of assets of
sgjled banks. Of total expenditures, about three-firths represented
peyments ©o insuvred creditors of failing banks. The remainder con-
sisted laigely of payments on debt and operating expenses.

It will be observed from Table 13 that assessments were paid
by most participating banks during each year of the insurance period,
veginning in 1831. Although it had been originally contemplated
+hat each participating bank would pay its entire assessment over a
period of six years, the large losses suffered by the insurance fund
ss a consequence of the failures of the early 1640's resulted in the
levying of deficiency assessments during the remainder of the insur-
apce period.

Perhaps the most interestiug fact shown by the data in
Table 13 is that assesswent income was more than sufficient, to
cover all payments to creditors of failed banks, teking the insurance
pericd as a whole. The difficulties in which the insurance systen
was placed in the middle 18iC's were not due, basically, to an in-
adeguate assessment rate but to the unfortunate timing of the various
bank failures. In this connection it might te observed that Hew
York's insurance system went ianto full operation only six years
prior to the panic of 1837 and only eight years before the beginning
of one of the three most severe depressionswith which this country
has teen affliicted.

Earnings on investments were not a major source of income
during the insurance period. Of the approximately $3C0,C00 of such
incore, about half was returned to participating banks, in accordance
with law., Such dividends were, of course, discontinued after 18u41.

Recoveries by the insurance system on assets acquired from
failed participating banks were only slightly in excess of $300,000.
This was about 10 percent of the total amount pald te insured creditors.
The low recovery rate was due to a number of factors, principal arong
them being the lapse of time which occuried between the t'irst group
of failures (1840-42) and the asswiption by the insurance system of
the various assets. It was the practice in the case of the 18k0-hL2
failures Tor the receiver to begin immediate liquidation of the
assets, using the proceeds to pay as many of the obligations of the
failed banks as was possible. In 1845, when arrangements were made
to berrow suificient funds to pay the remaining ereditors, the re-
ceipts from ligquidation of failed bani: assets were paild into the
insurance fund. However, in many cases too long a time had elapsed
to effect efficient liquidation.
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Table 13. Insurancce Kecelpts and Expenditures, Hew York, 13294-1866
{Amounts in thousands of dollars)

Fiscal  Balance Receipts Expenditures
year }/ in fund Total Assess- Invest-  Recoveriez Borrow- Other Total Payment to Expenses Debt Other
at end ments §/ ment in- 2/ ings creditors 1/ retire-
of fis- 2/ come 4/ of failed ment
cal year banks 6/
1829-1866  $190 4,736  $3,105 § 308 $ 317 $L,001 $ 5 ¢$h, 7k 2,961 $ o1 $1,00r  § 55
(average) ) ' ‘
1829 ves . 8 - - ces . cos v - ces
1830 ceu ces B/ e ves . coe . . cee -
1831 20 27 27 9/ .- -- - 7 -- 6 -- 1
1832 18 63 63 9/ -- -- - 5 -- 4 -- 1
1833 173 99 9l 5 -- - -~ 5 -- > - --
1834 283 115 105 10 -- -- - 5 - 5 - -
1835 410 133 118 15 -- -- -- 6 -- 6 -- -
1836 545 151 132 19 -- -- -- 16 -- 16 - -
1837 552 188 111 29 48 . - 181 159 22 -- --
1838 725 228 92 31 105 -- -- 55 23 32 - -—
1839 831 143 78 37 28 .- -- 36 1 35 - -
1840 572 87 53 3t -- -- -~ 345 315 30 ~- --
1841 Loy 70 43 26 1 - - 146 113 32 - 1
1842 3h7 387 362 25 -- -- -- 537 525 6 -- 6
1843 109 328 322 6 - - -- 566 549 5 -- 12
1844 145 36 33 3 -- -— .- 9/ 9/ - - -
1845 59 373 34 3 - 336 -- h60 %59 3. -- --
1846 13 476 27 3 15 430 1 522 L83 34 -- -
1847 5k 268 90 2 18 158 -- 227 175 52 - 9/
1848 79 109 92 2 15 -- 9/ 8k -- 61 23 —_—
1849 9k 189 129 3 57 -~ -- L7k 1 52 121 9/
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Insurance Receipts and Expenditures, New York, 1829-1866 {continued)

Table 13.
(Amounts in thousands of dollars)
Fiscal Balance Receipts _ Expenditures
year l/ in fund Total Assess- Invest-  Recoveries Borrow- Other Total Paywent to Expenses Debt  Other
at end ments 3/ wment in- 5/ ings creditors 7/ vetire-
of fis~ come 4/ of failed ment
cal year 2/ banks 6/
1850 $4 ¢ 213 $ 125 § 8 $ 3 $ 7 -~ $ 258 § 18 o $ 136 --
1851 38 125 123 1 ! -- -- 136 - 40 95 1
1852 36 126 124 1 1 -- . 128 9f 35 93 -
1853 66 122 120 2 9/ -- -- 92 9/ 31 61 9/
1854 92 100 69 b i -- -- T 9/ 28 b5 1
1855 146 82 79 3 -- -- - 28 9f 26 2 g9
1856 111 T1 66 5 2 -~ 9/ 106 -~ 23 83 9
1857 151 62 61 1 -- - 22 9/ 20 -- 2
1858 L 55 b5 10 -- -- -~ 162 9/ 17 1hh 1
1859 34 58 L 2 12 - -- 68 -- 11 56 1
1860 69 bh 43 1 -- -- -- 9 9/ 9 - 9/
1861 29 42 b1 1 - - - 82 9/ 7 75 9/
1862 b 43 b 1 1 -- -- 28 -- 3 25 9/
1863 17 35 3k 1 -- -~ -- 2 -- 2 -- 9
1864 108 34 2k 5 5 -- -- 3 9/ 3 -~ g/
1865 134 29 21 6 -- .- 2 3 -- 3 -- 9/
1866 13 10/ 25 20 3 -~ -- 2 146 75 11/ 1 42 28
Sources: See Table 6.
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1/ Usually ending September 30.

Totals will not add in all cases bLecause of use of unrounded data.

g/ In cash or invested without adjustment for, debts ocutstanding but not yet payable. See Table 9 for
condition of insurance fund@ after taking debt into consideration at end of each fiscal year,
g/ Includes regular and special assessments, as well as payments in notes of failed banks in lieu of
assessments.
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Teble 13. Insurance Receipts and Expenditures, New York, 1829-1866 (continued)
(Amounts in thousands of dollars)

4/ Includes profit arising from sale of bonds.

2/ Receipts from assets of insolvent banks but includes amounts recovered from, or paid by, banks
restored to solvency or liquidated in 1837. See Table 12.

é/ Includes payment in cash or bonds to creditors of failed banks placed in receivership and cash
disbursements and cash payments in 1837 to redeem notes of banks restored to solvency with insurance aid.

Z/ Includes salaries of Bank Commissioners, interest on bonds issued, and dividends on iavestuent
income paid to participeting banks.

8/ Assessments were paid beginning in 1831.

9/ Less than $500.

19/ Amount remaining after final settlement with creditors of last participating banks to fail was
$13,14%4. However, final scttlement was not actuaslly completed until after 1866.

11/ Most of these paywents were made after the close of fiscal 18£66.
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Insurance fund and assessments. New York's insurance fund
— available for the prompt protection of creditors of currently
failing banks only during the first 14 years of insurance (1831-4k)
and at the close of the final year (1866). Since the first assess-
pents weve paid in 1831 there wes no insurance fund during the first
wwo yeers of insuvance. In the period from 1845 to 18€€ there was a
palance in the fund in each year but for most of these years the debt
was in excess of this balance and during all of these vears payments

--m the fund on behalf of creditors of banks failing after 1845

were pronibited. Table 14 shows the condition of the insurance fund
;n each Jear during the insurance period, teking into account the
indebtedness of the fund, arnd in addition shows the size of the fund
relative to total and to insured obligations of participating banks.

During the years in which the insurance fund was immediately
availsble for bank creditor protection, i.e., from 1831 tarough 18uk,
tne average size of the fund weas $379,0C0. ;/ It will be observed
rrom Table 1k that the fund reached a peek in 1839, after which it
decreased rapidly, becoming negative beginning in 1845.

It is interesting to observe that on the average during
these Tirst il years the insurance fund was about 0.9 percent of
total obligations of participating tanks and slightly over one percent
of insvred obligatioas. These ratios are not markedly Jdifferent from
comparable ratios for the present deposit insurance fund of the
Federal Deposit Insurance Corporation. This fund was 0.8 percent of
total deposits and l.L vercent of insured deposits at the end of
1956. From its establishment in 1934 to date it has never eiceeded
0.2 percent of total deposits and has only cnce (June 30, 1942) ex-
ceeded 2.0 percent of insured deposits. New York's insurance fund,
on the other hand, was at one time as large as 2.5 percent of both
totael and insured obligations.

Table 14 also makes possible a comparison of the assess-
ments paid by banks participating in New York's insurance systenm
with assessments paid by banks participating in Federal deposit in-
surance tocday. The average annual assessment was $38,000 under the
Few York system, which was equal to 0.24 percent of total obligations
and 0.43 of insured obligations. The statutory assessment rate today
for banks participating in Federal deposit insurance is C.C8 nercent
and the effective rate, i.e., tzking into account net assessment
income credits, is less than O.Ch percent. Since the actual New York
assessment rate was Dased on capital stock the equivalent average
annual rates on total and insured obligations were not constants.
New York assessments were as little as 0.06 percent and as high as
1.1 percent of totel obligations. Thus in several years the rate was
less than the statutory rate under Federal deposit insurance while in
other years it was eight to twelve times larger.

1/ Although it was not until 1&45 that the insurance fund was
forbidden to be used for Yank creditor protection until all bonds
were retired, as a practical matter the fund was not immediately
available to creditors after 1841 because of the large number of bank
failures.
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rable 1%, Insurance Fund and Insurance Assessments, New York, 1829-.1866
(Amounts in thousands of dollars)

Fiscal Condition Ratlo of insurance Insurance assesszments levied on
vear of insur- fund to obligations of bank capital
‘ }/ ance fund: participating banks §/F_ Equivalent average
negative Total oblie Insured Amount .apnual rate on: 3/
arounts in gations cbliga~ Total ob- Insured cb-
() _/ tions ligaticns ligmtions
e 5 a L/ o/ & 8 Lot el
werege 3 3794 .81g b4/ L.oxplb/ 588 2hd 43%
1825 e “se cee _5/ . -
1830 ces eee .es 5/ ree .
1831 20 .C8 .08 27 .10 .10
1832 78 25 .25 63 .20 .20
1833 173 Ll Ji cly 2k .24
1834 283 .60 .60 105 .22 .22
1535 410 .69 .69 118 .20 .20
1636 545 .78 .78 132 .19 .19
1837 552 1.29 1.29 111 .26 .25
1838 725 1.%3 1.k = .18 .18
1839 831 2.54 2.54% 7 .24 .24
184C 572 1.38 1.38 2 .13 .13
1841 ha7 1.L9 1.49 43 .13 .13
1842 347 1.05 3.89 362 1.C9 4,06
1843 1C9 .23 .84 322 .68 2.47
18ky 145 .29 .93 33 .07 .22
1845 (277) cee coe 3L Ner .22
1646 (753) cee ces 7 .06 .17
1847 {869) cee - 90 .17 .5h
1843 (822) cee cee o2 .17 45
1849 (665) s cee 129 .24 .63
1350 (672) cee ces 125 .24 .64
1851 (588) cen cen 124 .25 .66
1852 (497) cen e 124 .26 67
1853 (kC6) cee ces 120 .33 .83
1854 (333) ces cee 33 .32 1.11
1855 (279) ven ces 79 .32 1.Ch
1356 (230) ces ces 66 .28 .08
1357 (191) vas cee 61 b5 1.47
1858 (153) ces . 45 .27 .03
1859 {1¢8) e - 4l .28 .88
1360 ( 72) ces cee 43 .29 1.C8
1361 { 38) cee cee 41 .22 .99
1362 2 .01 .05 L3 .19 1.¢6
1863 35 i 1.55 34 .17 1.51
186k 66 .48 5.59 U .17 2.0
1365 a2 12.76 22,9k 21 2.88 5.17
1366 13 - - 20 -- --
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ravle 1. Insurance Fund and Insurance Assessments, New York, 1829-1866
(contizmed )
(Amounts in thousands of dollars)

Sources: See Table 6.

1/ Usually ending September 30.

2/ Balance in fund at end of year less debt outstanding.

3/ Ratios computed from data before rounding.

E? Excludes 1845-66, when debt of insurance fund exceeded
valance on hand (1845-61) and when fund could not be used for payment
of creditors of failed banks (1861-66).

5/ Assessments were paeid beginning in 1831.
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Appraisal of Supervision and Regulation of Insured Banks

As indicated in an earlier section, participating banks
gere supervised by three different agencies between 1829 and 1866.
Urtil 1843 the three Bank Commissicners were charged with this duty.
supervision was vested in the State Comptroller from 1843 to 1351
and in the Superintendent of the newly formed banliing departrent

ceginning in 1851.

Adequacy of examination, 1831-43, Regular examination of
211 participating banks wes required by law until 1643; after that
Aste exeminations were made only when there was reason to tvelieve
+hat & vank was meking Talse returns or was insclvent. On balance,
;¢ appears that examinatiorns cduring the esrlier period were inacequate,
wnile those of the later period were thorough but of little help in
preventing conditions which cculd lead to failure.

This judgment on bank examinetions during the years to
1843 is based on indirect evidence; the actual reports on indivi-
dual banks, if any were ever pade, are not now available. Thus,
adequacy of the examinations can be judged only from the fact that
in the later vears several of the bank fallures disclosed the existence
of long standing practices which should have been discovered by
examiners.

The report of January 26, 13L2 revealed that the Cormercial

Pank of Cswego, which failed in December 1841, had been "controlled
by irresponsib.e persons, and ... its funds were to a large extent
applied to the payment of the shares and otherwise apprcpriated to
the private speculations of its managers" from the time of its
organization in 1835. E/ Similarly, the failure of the Commercial
Bank of lUew York in September 1841 was attributed to “extravagant
speculations” of officers and directors, starting in 1836. 2/

The Commissicners' report made in 1843 noted similar cases
of long pericds of mismanagement and fraud culminating in failures.
Thus, investigation of the failure of the VWatervliet Bank revealed
"s series of gross frauds ... which had teen carried on for several
years" 3/ Similarly, the Clinton County Bank was found to have bteen
grossly mismanaged during almost its entire period of operation, E/
while three Buffalo banks, in a "fraud ... heretofore unprecedented
in the history of banking in this State ...', were found to have
issued sbout $425,C0C in benknotes in excess of the legal limit. 2/

There may have been several reasons why cases of zross mis-
ranagement apparently never drew the attention of the Bank Ccrmis-
gloners, at least so far as their published reports reveal. Un-~

1/ "Annual Report of the Bank Commissioners," January 26,
1842, New York Assembly Documents, 1842, document number 29, p. 17.

2/ Ibid., op. 13-1h,

3/ TAnnuel Report of the Bank Cormissioners," January 30,
1343, New York Assembly Documents, 1843, document number 3%, p. 7.

4/ Ioid., pp. 1h-15.

5/ Tbid., v. 21,
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doubtedly the most unfair explanation was advanced by ~bijah Mann,
who quoted a colleague: ‘'bank ccommissioners ... were placed there
1ike our dogs to watch a meat market, and were as easily subsidized
by suiteble food." 1/ There is, it should be remarked, no other
evidence tiuat the examiners were subjiect to bribery, ner Zs bMMr. Mann
consilered a dispassionate commentator on the insurance lavw. 2/
Rather, it appears that proper examination before 1843 was prevented
by: 1) the magnitude of the task, 2) the examiners' insufficient
guthority, 3) the lack of experience or ability of the examiners,

The 1829 law reguired that each bank ve examined three
tires a rear. During the first rear in which the system was in
operation there were 29 participating banks, thus requiring each
of the three examiners, on the average during the year, to make
about 30 examinations. At that date the number of examinations was
probably not excsssive (FDIC examiners today make sbout the same
number per year), altkough it must be remembered that the three
Commissioners were also charged with receiving reports from the
banks and preparing an annual report to the legislature. However, by
1839 the annual number of examinations rejuired of each examiner
reached about 1C0; a number certainly beyond the capabilities of
the most skillful examiner.

Bqual in irportance to the burden of work placed on the
examiners was the fact that although they possessed sweeving in-
vestigatory powers they could not close a bank unless there had
been a violation of iaw. As the 1843 report pointed out:

Its /the tank's/ acministration may exhibit the
most dangercus improvidence, its discounted debt may
be distributed in such liarge sums to particular
individuals, or so inadeguately secured as to render
its collection extremely doubtful, the officers of the
bank may be found to be the principal borrowers,
and everything conspire to cause a well grounded
velief that its managers are seriously hazarding or
impairing its capital ... But so long as a bank does
not violate any law, it is usually placed beyond the
reach of the Commissioners.... 3/

Both the limitetion of authority to close a bank and the
fact that so many banks had to be examined fail to explain why
the Commissioners did not at least call attention in their published
reports to specific cases of mismanagement. There were, it is true,
many instances in which the Cormissioners warned against stockholder
laxity. Ulevertheless, one cannot but feel that part of the explana-
tion was lack of experience, and perhaps ability, of these first bank
examiners.

1/ Fiagg, op._cit., p. 35.

2/ See, for example, Redlich, op. cit., pp. 94, 265.

3/ "Annual Report of the Bank Commissioners", January 30,
1843, op. cit., p. 9.
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Adeauacy of examination, 1584L-6%. The eliminaticn of
regular bank examination alfter 1043, for which was substituted
special examlnations b the surervisory authority for tanks repcrting
ralsely or believed to be in serious difficulty, meant in effect
almost no examination. Ia the few Instances in which the supervisory
authorlty ald male an examination the work was extracrdinarily
thorough. ;/ evertheless the examinations could only serve to ex-
plain bow a bank had been brought to the point of failure since they
came far tco late to enable »reventive action by the supervisory
authcrity.

No accurate tabulation is aveilable of the number of bank
examinations mede between 1844 and 1865. It could scarcely have
peen large; and was probablv less for the entire 21 years than the
nrber of eraminations conducted by the Bank Cormissioners in any
single year from 1831 to 1843, Between 1845 and 185k statements
indicating that 10 banks had been examined were noted by the writer.
In each of five of these csases examination was followed by failure
or closing. In the others corrections were made, althiough one bank
eventually failed, or the information which proupted the examination
proved to have been faulty.

That the situation was a considerable source of irritation
to the superviscory authorities is evident from several annuali
reports. In his revort for the year 1848 the Ccmptroller requested
that the law te changed to permit annual examination of the partici-
pating banis, pointing out that "whatever might have been the object,
.+ the eflect of the ﬁﬁresen37 law is to prevent examinations that
night ve useful.” 2/

In even more bitter lanpguage the Superintendent of the
Benking Department assailed the law in 1859:

It coufers a power utterly uvseless in its operative
effect as to the public sefety, and leaves upon the
minds of the people an impression that the Superinten-
dent can exercise scme power ana control over our banks,
beyond that connected with the currency they issue., It
is true he can enter upon the cxamiration of the affairs
of a bank which he suspects of making an incorrect or
imperfect quarterly report, or is in an unsound or
unsafe condition; but all experience teaches us that
an insolvent bank never exposed that insolvency, or any
danger of such a result, in its quarterly report.
Pigures and affidavits are never wmade by bank cofficers
to expose insclvency or defalcations. They, the
figures, are most useful adjuncts to conceal the
real coniition of arfairs, and the law is keeping the

}/ See, for example, the report of examination of the Lewis
County Banik, "Annual Report of the Superintendent of the Banking De-
partment," Januvary 5, 1855, New York Assembly Documents, 1855, docu-
ment number 10, pp. 110-150.

2/ "Annual Repori of the Comptroller," January 4, 1849,
New York Asserbly Documents, 1849, document number 5, p. 36.
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promise of protection before the publice eye alone. and
throwing an ostensible responsibility upon the Superin-
tendent, which it is utterly impossible for him to
fulril., The law, with its present provisions, is
simply an incperative statute, promising beneficial
results from the vigilance of the Superintendent,

and utterly useless in prcducing such effects as are
apparently promised by it, however watchful and
energetic he may be.” 1/

Such antagonism tewards the law was not shared by all of
the men vho served as Superintendent of the Banking Department. In
the later years, particularly after 1360, the reports indicate a
general satisfaction with the lavr as it stood, reflecting either
the virtual elimination from vanking of the type of individual
responsible for frauds of the early years, or resignation to tue
impossibility of strengthening the examination provisions.

Bank reports. An iuportant supervisory function was the
collection and publication of bank cdata. Until 1843 annual reports
on the condition of participating banks were submitted by the Bank
Commissioners. During the period of supervision by the Comptroller
quarterly reports were made by the banks but were only cccasionally
published in official reports. After formation of the Banking le-
partment there was a noticeable improvement in the reports and,
beginning in 1854, detailed asset and liability statements were pub-
lished guarteriy for each bank.

The regular subtmissicn and publication of bank data was a
significant forwvard stepn in the development of bank supervision in
New York. However, it was not immediately successful in achieving
the souglit-after goal, i.e., sufficient publicity to enable tre
public to guard against banking with unsale institutions and to bring
pressure upon such institutions to reform.

Tke protlem of false reporting was probably never com-
pletely solved, although it appears to hawre been most pressing during
the earlier years. There was, for example, the case of large amounts
of unreported circulation of a number of Buffalo banks, described
earlier. 2/

Another problem was the atiempt of banks to adjust their
accouwnts in order to present the most favorable statements on the
reporting date. Wot only 414 this make an accurate eppraisal of
the banits difficult but it also wes an upsetiing factor in financial
circles. On the whole, however, it appecars that the supervisory
authorities made diligent ard increasingly successful efforts to
secure and nublish the most accurate data vossible.

Banking practices. Perhaps the most frequent complaint by
Bank Commissioners during the earlier period wes lack of interest
by stockholders in the deily business of their bank. Typical of the

1/ "Annual Report of the Superintendent of the Banking Ce-
partment,” January 5, 1850, New York Assembly Documents, 1859, docu-
ment number 5, pp. lu-15.

2/ See above, p. II-5C.
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various statements on this subject was that made in_the 1841 report:
nqpe only effectual safeguard, /against bad banking/ at last, is

in the vigilance and care of the board of directors -- they can,
witbout doubt, do more to prevent this and all cther evils, ... than
can be done by legislation". 1/

The first reports of the Bank Commissioners tended to dis-
cuss general monetary conditions and contained relatively few refer-
ences to individual banks. After the panic of 1837, and particularly
after 1840, the reports turned more to the cause of specific bank
failures. Only a few suggestions for changes in legislation were
pade during this pericd, the two most prominent being to withdraw
jnsurance protection from deposits g/ and to allow the date at which
reports were made to be set by the Bank Commissioners so as to pre-
vent window dressing. 3/

Reports by the Superintendent of the Banking Department to
the legislature after 1851 devoted more space to individual banks in
aifficulty, although general monetary conditions drew attention in a
number of cases. Whatever the type of report, banks participating
in insurance occupied an increasingly subordinate role as their
charters expired.

Appraisal of New York's Insurance System

New York's insurance system operated 37 years, a pericd
longer than that for any other State bank-obligation insurance system.
Its accomplishments end failings have been stated, or are clearly
implicit, in the preceding sections. This section is in the nature
of 2 suming-up, rather than additional analysis.

Attainment of objectives. It was stated earlier that the
proponents of New York's insurance legislation had two objectives:
1) to guard against the destruction of circulating medium due to
bank failures and, 2) to protect the "small" bank creditor against
loss. Because neither objective was completely attained there heas
been a regrettable tendency to overlook the partial but nonetheless
ixportant success which New York insurance did in fact attain.

The system's first severe test came in 1837, when the panic
of that year resulted in a large number of bank fallures in many
States. Although there was a very substantial decline in the amount
of circulating medium in New York, the situation was not made stil
more diffieult as a consequence of bank faliures. It will be re-
called that of the five banks in serious financial difficulties in
that year, four were rapidly restored to solvency, while the obliga-
tions of the fifth were speedily made available to the holders. With-
out insurance this could not have been dcne.

1/ "Annual Repert of the Bank Commissioners”, January 26,
1842, ¢p.cit., p. 8.

2/ "Annual Report of the Bank Cormissioners", January 25,
1841, New York Assembly Documents, 1841, document number 64, pp. 16-17.

3/ "Annual Report of the Bank Commissioners", January 26,
1842, ap. cit., p. 20,
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During the years 1840-42, insurance cperations were less
successful. Ne-rertheless, hundreds of thousands of dollars were paid
out of the insurance fund to creditors of falled banks. Had this
amount rot beea available, or if it nad only become available after
1ong periods of time, the impact of the depression would have fallen

articularly harc on the affected commmnities and the gepneral eflect
upon the State would almost certainly have been more severe.

After 1855 the New York insurance system was virtually in-
effective as a protector of circulating medium. This was primarily
que to the continually diminishing number and importance of banks
participating in insurance and to the withdrawal of insurance pro-
tection from deposits. The fact that the insurance fund was "mo;t-
gaged" and not available to crzditors of a bank failing after 1845
was of minocy significance in this rezard.

The record of protection afforded all crediteors of failing
paaks - "smzall” creditcrs as well as "large" - was surprisingly
good. As shown in Table 7, appiroximately 98 percent of all iusured
obligations was eventusally mads available to the holders, either in
the foum of receivers' dlvidenlds or insurance payments. If one
neglects the time apse between failure and payment the record is
comparable with that of Federal deposit insurance. During the pericd
in whick all bank obligations were insured {cases 1-16, Table 12)

9 percent of the obligations of failing benks was made available

to the holders. This is about the same as the proportion of total
deposits which Las been restored to lepositors in insured banks re-
quiring disbursements by the Federal Deposit Insurance Corporation.

Small as well as large vank creditors undoubtedly suffered
from the 3nability of New York's ijasurance system to maze immediate
payment in all cases of bank failure. However, it should be remembered
that there was immediate paymeat in the 1837 cases, and reasonably
prompt payment in the first few cases of the 1840-42 group. Even if
the insurance fund had been able to meske immediaste payment in every
case, payments would have been slower than under Insurance today
because such & large part of the insured obligations consisted of
circulating notes, many of which circulated at some distance from the
place of redemption.

Comparison with Free Banking system. From 1838, when the

Free Banking Act was passed, through —866 there were 57 free banik
failures. These banks had a known circulation at time of failure of
$3.1 million and their deposits were probably of the order of magni~
tude of $0 to $10 million. Average obligations of failed free banxs
ver hundred dolliars of total free bank obligations were about $0.4L0
per year during the period 1833-66, a ratio slightly lower than for
participating banks. 1/

Losses to creditors of failed free banks cannot be accurately
determined because of the abseuce of records of payments to depositors.
The loss on circulating notes amounted to $4C0,000, or about 13 per-
cent of circulation outstanding at time of failure. It is quite
Probable that losses to depositors were relatively larger, since
holders of circulating notes enjoyed a preferred position by virtue of

i/ See Table 11,
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the fact that certain securities were pledged by each bank for the
redemption of its circulating nctes. If depositor losses are con-
servatively estimated at $2 million which is one-third of the
minimum estimated deposits in failed free banks, it will be observed
that total losses to creditors of free banks were in the neighbor-
nocd of $2.5 million.

The record of protection afforded the creditors of free
panks is much poorer than that of protection teo creditors of banks
participating in Mew York's insurance system. This is s¢ because
notehioiders who made claims on the Insurance fund were reimbursed in
full in the case of all 21 fajled participating banks, and depositors
who made claims were reimbursed in full in the cases of 16 of the 21
failed banks. Further, there is no reason to assume that depositors
of tine Tive participating banks which failed after 1842 received any
less protection than depositors of the failed free banks.

It is interesting to sweculate on the protection which would
have been afforded bank creditors had the original lew York insurance
pian remained intact during the entire period 1329-1566. 1In otler
words, would insurance of bank obligaticns have been more, or less,
successful if the plen had included all banks and all obligations.
Naturally, no precise answer can be given since it camnot te deter-
mined what infiuence insurance preotection would have had upon
failures amongz free vanks.

Had free oanks veen inciuded in the insurance system the
additional evenue to the Insurance fund from assessments paid by
these banks would have amounted to arproximately $7 million during
the period 1835-1366. Even if tie added investment income which the
enlarged insurance fund would have provided is Ignored, it will be
seen that this amcunt would have been more than sufficient to pay
the approximately $2.5 million of losses to all creditors of free
barks and, in addition, the losses suffered by depositors cf those
few chartered banks which failed afiter 18%2. The insurance fund
at the end of the period would provarly have teen completely re-
stored, i.e., it would have been equal to $3 million, or three per-
cent of total bank capital of about 3100 million. 1’ Since total
bank obligations in the years near the end of the insurance period
exceeded $300 million, an insurance fund of $3 millioa would have
been slightly Zess than one percent of such obligaticns, and thus
of about the same relative size as the pres=nt devosit insurance fund
of the Federal Deposit Insurance Corporeztica.

Despite tine fact that the revenue of the insurance fund would
have been sufficient to meet all losses and restore the furd to its
statutory size, a borrowing power would still have been essential.

In its absence the iasurance system would have been in even nmors
difficulty in 1840-42 than it was in fact vhen it included only
chartered banxs. €f the 57 free bank failures, 25 occurred during

17 This percettage vas ca.culated as o¢ 1863-Ck, before
the fiee and chartered vaaks Degan winding up their affairs as a
consequence of passage of the Mational Panking Act.
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1840-42. By 1842 free banks would have paid assessments of approxi-
mately $200,C0C, but the 25 failures iavelved a tctal circulation of
31.2 miliion and possibly ancther $2 million in deposits. To mak
jpmetiate disburserments the fund would therefore have needed a
pborroving ower about .33 millicn greater than that which it securesd
from the Hew Yori legislature in 13LsS.

If insurance hed applied tc all operating banks it is
Joubtful that the assessment rate could have been safely lowered during
the insurance period. It will be recalled that the rate was one-half
07 one percent on capital which, ¢n the average during the period,
was equivalent to about cne-quarter of one percent per year on total
obligations. Althousgh a lower rate would have Yeen sufficient to
cover only losses, iu would not have been sufficient to make the
necessary disbursements during the insurance period, to pay the cast
of heavy borrowing whicn would have teen required as a consequence
of failures during 134Q-42, and to restore the fund to three percent
of total bank capital. Failures of free banks occurred in a scattering
of individual years during this neriod but were concentrated in 1850-
41, 1854, 1857, and 186X. 1In 1857, for example, obligations of failed
free baniis were probably in excess of $1 million and possibly approch-
ed $2 miilion. The actual debt burden arising from bonds issued on
behalf of creditors of failed participating banks was $55C0,00C; this
amount would have been two to three times larger had free baniks been
incluced in insurance.

Deficlencies of the insurance system. New York's insurance
system suffered frem a number of defects which were either inherent
in the insurance law itself or arose out of its administration.
Most important of these were: 1) failure to provide for Torrowing
pover until 1845, 2) an unrealistic assessment base and, 3) iradequate
supervision. The inadequaczies cf supervision were discussed in the
preceding section and it remains cnly to point out here that more
effective supervision most protably would have prevented several of
the failures which devzlopel because of fraudulent or unsafe banking
practices.

Failure of the original law to previcde for a borrowing
power tuirned out to e the fatal flaw in the oreration of the New York
insurance system. Without this power insurance authorities were help-
less when the large and une:xpected demands were nade upon them as a
consecuence of the depressicn which bezen in 1839. PFad authorities
been able to meke immediate payment of insured obligations in 13Lk0C
and. 10kl several of the later feilures mizht vossibly have been
avoided. But evei more important, the protection accorded credltors
of these banks would have been much Improved.

In addition, when the insurence system was, Tinally, per-
mitted to borrow it was a mistake to provide that lenders to the fund
would have first claim upon the receipts of the insurance fund. As it
turred out, this regquiremeat was not zeeded and merely had the effect
of making the creditors of ban:s vhich failed after 1845 wait for
unnecessarily long periods of time bv=fore they could be paid.

I- was pointed out earlier that the assessment rate was
more than sufficient to meet all claixs made against the insurance
system. PFowever, the rate was thoroughly impractical iu its applicae-
tion, since it applied to bank eapital rather than to bank obligaticns.
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Tre actual annual rate was one-half of one percent of capital stock;
gnd it will be recalled from Table 14 that this was equivalent, on
the average over the period, to about one-quarter of one percent on
total obligations. If the computed equivalent rate had beea the
actual rate the insurance fund would have been approximately 15 per-
cent larger at the end of 1839 than was the case. This is because,
ty relating the rate to obligations rataer than capital, the amount
paid by the banks would have been higher during good years - such as
1835-36 - and lower during depression years. With capital as the
assessment base the amounts paid by any cne bank tended to be fairly
constant - or at best to change infrequently. Thus they had little
relationship to the amount of insured obligations and, in addition,
were apt to be particularly vurdernsome to the bank at precisely

the wrong time. Table 9 shows, for example, that relative to total
obligaticns the highest rates were in the depression years of 1842

an¢. 1857. 1/

Cenclusion. iew York's system was reasonably successful
in attaining the objectives of bank-cbligation insurance. Its
record was much better than thcse of a number of States vhich later
adopted insurance plans. Although the Iew York system had several
serious Tlaws it was, after all, the first to be established and
its picneering eflorts were influential in the development of bank-
cbligatior. insurance in other States and, ultimately, for the entire
country.

1/ Excluding 1865, when the last two participating bvanls
were In process of liquidation because of the pending expiration of
their charters.
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CHAPTER XII

TISURANCE OF BAIK OBLIGATIONS IN VEAMONT, 1831-1866

Vermont was tae second State to use the insurance principle
.. providing for the protection eof bank creditors. The plan was
l;bcdied in "An Act regulating the chartering of banks,” passed on
f:ovember 9, 1831, about two years after adcption of bank-obligation
lj,nsura-ﬂce in New York State. Banks participated actively in the
yermont system through the end of 1858 but it was not until 1866,
when final creditors' claims were settled, that the system itself

became inoperative.

Review of Vermont Banking History to 1831

The first incorporated bank in Vermont was the Vermont State
pank, chartered by tae legislature in 18C6. This bank was owned and
managed by the State, and operated offices in & number of towns.
ceveral years after it opened the bank encountered serious financial
cifficulties and by 1812 its business was being closed, with financial
agsistance from the State legislature, Final ligquidation was not
completed until 1845,

With the cessgtion of active panking operations by the State
Bank, Vermont was left with no institution to provide circulating
redium. As a result, a long-standing prejudice against privately
cwned banks was finally overcome and two bank charters were granted
by the legislature in 1818. The benks, at Windsor and Burlington
respectively, immediately went into ¢peration. Additional charters
were granted in succeeding yvears and by 1831, the year of adoption
of the insurance system, ten chartered banks were operating in Vermont.

The business of these early banks wers regulated by their
respective charters, which contained restrictions typical of the
time. For example, interest was limited to six percent, circulation
was8 restricted to a maximum of three times capital, and lcans and
discounts could not exceed deposits plus three times capital.

Character of the Insurance Plan

The essential features of Vermont's insurance legislation
of 1831 were copied from the plan adcpted by New York two years
earlier. In fact, creation of an iansurance fund to pay creditors of
failed banks was described at the time in Vermont as "providing
security according to the New York system against the fallures of
banks." 1/ Because of the similarity of the two insurance plans,
this section will deal with the relatively few differences between
them and the later aemendments to Vermont's legislation.

Objectives of the insurance legislation. Only scattered
references to the debates preceding adoption of insurance in Vermont
have been located. Although these references reflect a real concern

1/ Vermont Wetchman, November 16, 1531,

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



I11-2

over the problem of bank failures - referring, for example, to the
npecessity of security against the losses and ruins" 1/ - they are

aot sufficiently detailed to attempt an analysis of the motives behind
assage of the legislation. FKHowever, it may reasonably be presumed
tkat the Vermont legislators sought the same objectives as did their
counterpares in New York: first, to prevent destruction of circula-
ting medium and, second, to protect the bank creditor of limited means
against loss.

Participation of banks. #As was the case in New York, Vermont
abanéoned the original intention of eventually bringing all banks
into the iasurance system. In 1339 five vanks were given charters
which included among their provisions exerptions from the insurance
law, and in 1840 new legislation provided that all banks subsequently
ctartered or rechartered were to have the option of entering or re-
paining outside of the insurance system. Previously there had been
no option; unless specifically exempted each bank chartered or re-
chartered after 1531 became subject to the insurance legislation. g/
1f after 1840 a bani ciose not to participate in insurance its direc-
tors were required to give personal bonds, equal in amount to the paid-
in capital of the bark, to the Treasurer of the State.

In 1851 the Vermont legislature provided for the establish-
ment of free beniis. These banks did not participate in insurance.
Although there was no specific prohibition of their participaticn
neither was any provision made for their inclusion in the system. It
seems that their participation was never intended. ;/

Insurance fund. In providing for its insurance fund, Vermont
established higher assessment rates and & larger maximm size than
was the case in New York. Annual assessments of three-quarters of
one percent on paid-in capital were to be paid by Vermont banks until
an amount equal to four and one-half percent of capital had been
paid by esch bank. This contrasts with an annuval rate of one-half
of one percent on capital and a maximum contribution of three percent
of capital for New York banks.

Whenever the Vermont fund fell below four and one-half per-
cent of the total pald-in bank capital, assessments were to be resumed
until it was restored to its meximum size. The special assessment
rate was to be determined Ly the State Treasurer but was not to exceed
the regular rate. L/

Administration of the insurance fund was also delegated to
the Treasurer, who was charged with investing the fund in securities
and dividing the income, after payment of administrative expenses,
among participating banks in proportion to their contributions. The
fund itself remained the property of the banks and was listed among
their assets in statements of condition. Investment of the bank fund
was to be made in approved bank stock or other securities.

1/ Ibid..

2/ An Act regulating the chartering of benks, November 9,
1331, section 1.

3/ An Act to authorize the business of banking, November 17,
1851, section 35. .- - «.

b/ An Act regulating ..., section 8.
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Obligations insured. In providing that insurance would
apply to all debts of participating tanvs, 1/ Vermont never seems
to have been troubled by the question that later was to plague lew
York: whether all debts meant circulating notes only, or those
1iabilitzes plus deposits. At no time was there uncertainty in
vermont as to the inclusion of deposits. This was quite clearly
jndicated at the time of passage of the Act of 1840, giving banks the
option of either contributing to the safety fund or posting bonds
with the Treasurer of the State:

IT the directors of any banking corporation subject to
the provisions of this chapter, shall execute bonds to
the treasurer of the state to the amount and with the
security required ... to be approved o) the bank com-
missioner, and deposited with said treasurer, conditioned
that such directors shall at all times pay and redeen,
according to law, all the bilis issued by such bank,

and shall pey and refund all deposits made in such bank,
when such payments are femanded, while such directors

are in office, such bank shall thereafter be exempt

from all payments required ... to the bank fund ... 2/

Method of paying creditors of failed banks. Payrent to
creditors of a falled bank was to be made from the fund if any
deficiency remained after the receiver paid his final dividend upon
the assets of the insclvent bank. Thereafter the time limit for
presentation of claims was to be fixed Ly the Chancellor. Verment
never made provison for earlier payment of insured creditors.

Supervision and Regulation of Participating Banks

Bank supervision. Vermont's insurance legislation did not
introduce banks supervision to the State. Although the insurance law
contained the same basic supervisory provisions as the New York law,
Vermont already had a rudimentary supervisory system in the person
of the Bank Inspector. This individual was appointed by the State
legislature to report on the condition of the banks and he had been
performing this function for a number of years prior to 1831.

The bank supervisory system established by the insurance
legislation was at first superimposed on the already existing system.
The three "Benk Commissioners of the State of Vermont," provided
for in the 1831 law, were to examine each of the participating banks
at least once each year, but these banks also remained subject to
examination by the Bank Inspector. It was not until 1839 that the
Inspector's jurisdiction was restricted to banks not participating
in insurance.

The Bank Cormmissioners were to be appointed annually, two
by the participating banks and one by the State legislature. However,
in 1837 the number of commissioners was reduced to one, to be selected
by the General Assembly. The commissioners were to be paid from the
fund at the rate of $4.CO per day, plus expenses.

1/ Ibid., section O.
2/ fn Act relating to banks, October 28, 1840, section 39.
Emphasis added.
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For a time there appears to have been a considerable difference
in authority granted the two supervisory agencies. The Bank Commis-
sioners possessed the very considerable authority to make thorough
examinations on the basis of full access to bank records. }/ The
Bank Inspector apparently possessed no such authority, as is indicated
by the fact that, on one occasion, he was refused access to the booxs
of a bank suspected to be in serious financial difficulty. His
principal duty seems to have been to verify the condition reports
of the banks on the basis of such information as the banis were willing
to supply. However, in 1837 new legislation gave to the Bank Inspector
approximately the same examination powers possessed by the Bank Com-
missioners.

Statutory limitations on bank operations. Generally, the
participating banks chartered under the Act of 1831 and the Act of
1840 were subject to the same provisions relating to bank operations. g/
HBowever, there were certain features of the 1840 Act which differed
from, or were in addition to, provisions embodied in the 1321 Act.
Specific statutory limitations on bank operations during the period
of insurance in Vermont in the icts of 1831 (as revised in 1839, 1830,
and 184C), are shown in Table 15.

The Act of 1831, dealt largely with the cperation and adminis-
tration of the insurance fund, and with the duties of the Bank Com-
missioners. Until passage of the Revised Statutes of 1839 and the
acts relating to banks in 1840 and 1849, most regulations on a bank's
operations were included in its charter.

Tke commissioners were charged with seeing that particivat-
ing banks operated within the limitations set forth in their charters
or by general legislation. For example, if the statutory provisions
were viclated in any way with respect to amount of circulation out-
standing, payments due the Treasurer, capital stock outstanding, pay-
ment of bills, vermission to examine officers under cath, and inspection
of books, the commissioners had the authority to declare such banks
insolvent. However the commissioners' do not appesar to have possessed
auvthority to enforce remedial recommendations regarding unsafe bank-
ing practices.

Number and Obligations of Banks

Number of banks. Shortly after passage of the Act of 1831
three banks made contiibutions to the insurance fund and the follow-
ing year four others followed suit. In 1537 more than half of all
Vermont's banks were participating in insurance and by 1843 partici-
pating banks were four-fifths of all operating banks.

In terms of number of participating banks, the peak years
of participation were from 1841 through 1848, during which time
thirteen banks were continuously members of the insurance system. Of

1/ The section of the act grenting tois authority was an
exact copy of the New York section, which was discussed in Chapter IT,
P. 23.

g/ The number of banks participating in insurance to which the
1840 provisions applied ranged from one in 1840 to nine in 1848. The
remainder operated under provisions of the 1831 Act, as revised in 1839.
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Table 15. Statutory Limitations on Bank Operations
- Act of 1631 et of 1040 Act of 1849
Iten (with 1839 revi-
sions)
—
Responsidility of offi-

cers, directors, and

stockholders:

Losses resulting from Not speci- Directors li- Ulot specified
lcans made in viola- fied able to full
tion cf lezal limi- extent of
tations loss

Liability of stock- Not speci- Not individual-
holders fied 1y liable for

debts con-
tracted
Limitations on loans
and investments:

Loans to officers, Not speci- Directly or 3% of capital
stockholders, and fied indirectly stock
directors 5% of paid

in capital

stock, at

any one time
Total to directors, As of 1339, At any one time 5% of paid-in
officers, and stock- 15% cf capi- aggregate not capital
holders tal subject to exceed 3% stock

Maximum to single
borrowers

Qther restrictions
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to consent
of direct-
ors

As of 1839,

$2,000 sup-
Ject to con-
sent of di-

rectors

As of 1839,

loans prohi-
bited until

of paid-in capi~
tal stock for
each director

10% of paid-in Not specified
capital, sub-

ject to con-

sent of direct-

ors

Loans prohibited
until £ capital
stock paid in

Mot specified

entire amount gold and silver

of capital

stock paid in
gold or silver

coin
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Table 15. Statutory Limitations on Bank Operations (cont'd)
—_— Act of 1831
Item (with 1839 revi- Act of 1840 Act of 1849
sions)
E—

Limitations on owners=-
ship of property:

ownership of real
estate

Limitations relating to

ecirculation:

Maximum amount of
circulation

Not specified

Three timres
pald-in

capital stock

Forbidden except Same as 1840
that necessary
for accommoda-
tion of bank itself

Deposits and Not specified
twice paid-in

capital stock

Limitations on borrcwings:

Maxirum Not specified Deposits and Not specified
twice capital
stock paid in

Limitations on payment

of dividends:

¥o dividend
until deficit
of capital
made zood

If capital is Not specified

impaired

Not specified

Capital stock requirements:

Not less than
$50,000 or
more than
$250,000

Minirpm Not specified  Not specified

When to be paid 50% wpon can- 50% upon com-
mencing opera- nencing opera-
tions; no time +tion, remainder
linit set for within 2 years
payment of re-
mainder, except
in case of re-
chartered bank
in which case
full amount to be

pald within one year

Not specified

Permitted only in Not specified
cage of rechar-

tered bank; not

to be reduced

below original

amount paid in

Reduction of Not specified
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these thirteen banks, four were subject to the 1831 law while nine
were operating under the provisions of the 1840 law.

After 1348 the number gradually began to decline as more
and more of the banks proceeded to exercise their option of with-
drawing from iansurance. By 1859 all banks had withdraim from insur-
aince but toe insurance fund remained in the hands of the Treasuver
antil 1866 when final settlement was made with the creditors of the
Danby Bank. Table 16 shows the number of banks, by insurance status,
for each year of the insurance period.

Bank obligations. Obligations covered by insurance included
all debts, i.e., deposits, circulation, and miscellaneous lisbilities.
Thus coverage was tue same under Vermont's insurance system as in
Yew York {until 1842}, Ind:iana, and Michigan.

The obligations of botih marticipating and nonparticipating
banks are shown in Teble 16. It will be observed that during the
first nine years of operation less than half of all obligations were
in participating banks. However, by the end of 1840 almost 56 per-
cert of all bank obligations were afforded protection by insurance
and for the following eight years mcre than 1alf of all obligations
nad insurance protection. Meximum protection was reached in 1843
when over 78 percent of all obligations were covered; thereafter
insured obligations relative to total bank obligations began to
decline and by 1850 nonvarticipating banks again beld the major
portion of bank cobligations.

Vermont banks, both participating and nonparticipating,
were primarily banks of issue. As can be seen from Table 17, the
amount of circulating notes in the two types of banks considerably
exceeded deposits, the typical ratio being about 5 to 1. Deposits
in this instance include all deposit liabilities; because of the
unavailability of detailed statements it is not possible tc provide
a breakdown of this item.

Relative size of participating banks. It appears that
participating hanks were generally smaller than nonparticipating
banks. Table 18 shows participating and nonparticipating banks
grouped by size (as measured by circulation plus deposits) for three
year-end dates: 1833, 1843, ard 1849,

For the years 1833 and 1843 most participating banks had

less than $100,000 of deposits plus circuleting notes and none had
more than $150,000 of such obligations. In 1849 the typical par-
ticipating bank had deposits and circulation of from $1C0,000 to

150,000 and there was ore bank with obligations in excess of $200,000.
By way of contrast, the majority of nonparticipating banks had deposits
and circulation of more than $100,000 in all three years: 1833, 1843,
and 1849.

Examination of Table 18 shows that there was no marked
concentration of risk for the insurance systexr - in either 1833 or
1843, and only a small degree of risk concentration in 1849, During
the latter year two banks, constituting 18 percent of all banks, had
29 percent of insured obligations.
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rable 16. Humber and Obligaticns of Vermont Banks, by Insurance Status,

1831-1858
- Humber of banks (bligations (in thousands)of:<
Participating Not par- Participating Nonpar-
year in insurance  ticipa=- A1l banks ticipa-
l/ Total Kumber Percent ting in  banks Amount Percent ting

of all insurance of all banks

banks banks
1831 i3 33 23.1 10 4 N - 4
1832 17 7 Y k1.2 10 $1,soi/ 3 uﬁﬁ 30.2 $1,6£8
1833 18 8 Wbk 10 1,687 5/ 579 35.1 1,068 5/
1334 12 9 L7.4 10 1,856 697 37.6 1,159
1335 13 9 W7k 10 2,511 1,000 39.3 1,511
1836 19 9 k7. 10 L L/ -- L/
1837 19 10 52.6 9 1,78 873 48.9 311
1838 19 10 52.6 o 2,255 1,059 47.0 1,196
1339 139 10 52.€ 9 2,249 1,029 45.8 1,220
1840 17 10 53.8 7 1,338 748 55.% 590
1841 18 13 72.2 5 1,721 5/ 1,353 75.5 438 5/
1842 17 13 76.5 L 1,080 787 72.9 293
1843 16 13 81.3 3 1,513 1,179 77.9 334
1844 17 13 76.5 4 2,033 1,552 76.3 481
1845 17 13 76.5 L 1,688 1,321 78.3 317
1846 17 13 76.5 4 1,9C0 1,388 73.0 512
1847 18 13 72.2 5 2,748 1,936 72.4 832
1848 21 13 £1.9 8 2,019 1,186 58.7 833
1849 23 11 47.8 12 2,673 1,329 49.7 1,344
1850 27 10 37.0 17 3,475 1,265 36.4 2,210
1851 31 9 29.0 22 4,099 1,276 31.1 2,823
1852 32 9 28.1 23 4,577 1,427 31.2 3,150
1853 3 9 27.3 24 5,552 1,659  29.9 3,893
1354 40 9 22.5 31 4,832 1,269 26.3 3,563
1855 42 Q 21.4 33 L,s571 1,323 28.9 3,248
1856 L1 7 17.1 3L 4,765 780 6.4 3,985
1857 41 6 4.6 35 5,024 el 12.8 4,380
1858 L1 4 9.8 37 3,693 307 8.3 3,386

Source: Vermont Sensate and Fouse Journals, 13831-18306;
Reports of Auditor of Accounts, 18537-1350.

1/ End of year, 1331-1636; October dates, 1837-1858.

2/ Consists of circulating notes, deposits, and miscellaneous
liabilities.

3/ Benks chartered November 1831. Contributions by these
banks to the fund were not made until the fcllowing year (1832).

L/ Mot available.

2/ Excludes one bank not reporting.
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rable 17. Deposits and Circulation, Vermont Banks by Insurance
Status and Year, 1831-1358

- Participating in insurance ot participating in insurance
vezr 1/  Circulation  Depcsits 2/ Circulation Deposits 2/
1831 3 3 3 3/
16832 ﬁi L1z ) 8% $ l“o’%4 d‘; 82]—: §é6 $ 227 ) 196
1833 535,405 k3,107 c28,229 137,768
183k 600, 164 96,393 $28,123 231,012
1835 898,395 101,900 1,165,060 345,450
1836 3/ 3 3/ 3

1837 712,193 153,562 738,243 172,013
1838 880,582 178,242 1,036,592 159,991
1835 924,230 105,252 1,010,751 201,227
1840 61€,755 130,895 433,c60 107,679
1641 1,150,39C 202,068 408,569 L/ 29,743 4/
1842 618,414 166,45 229,879 63,160
1843 1,018,477 160,882 263,893 €4,359
18Lk 1,357,809 194,21k 385,999 ok, 866
1845 1,102,%90 216,897 293,129 68,438
1846 1,140,277 247,259 419,556 92,733
1847 1,667,576 268,174 €35,716 146,087
1848 1,018,261 167,663 715,201 117,980
1849 1,140,369 189,00k 1,181,439 162,655
1850 1,078,539 186,55C 1,777,488 432,549
1851 1,02k ,500 251,100 2,352,337 LT71,147
1852 1,147,752 279,259 2,641,379 508,311
1853 1,386,456 272,858 3,Lkc3,730 483,500
1854 1,018,201 250,497 2,971,510 501,380
1853 1,027,97k4 294,527 2,676,369 572,505
1856 636,786 143,507 3,333,872 651,085
1857 534,491 102,797 3,741,026 638,421
1858 252,336 55,112 2,762,806 622,567

Source: Vermont Senate and House Journals, 1831-1336;
Reports of Auditor of Accounts, 1037-1853.

1/ Data for 1331-1536 are for end of year; for 1837-1858,
Qctober dates.

2/ Includes interbank deposits. For wmost years the amount
of such deposits is negligible.

3/ Not availeble.

L/ Excludes one bank not reporting.
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Table 18. Hwat.cr, Lvjnestta, and Clreculation of Venaont Boankg, Ly lInsurance Guotuns casd

Sizae v Yonk, 2G50 YR ARG
— 1833 1/ - 8Ly LY YA
Participating Not participa- Participating Not participa~ Purticipating Not participa-
in insurance ting in insur- in insurance ting in insur- in insurance ting in insur-
Size of bank ance ance ance
Number Pewcent Number Percent Number Pexcent Number Percent Number Percent Number Percen
or distri- or distri- or distri- or distri- or distri- or Qdistri
amount bution amount bution amount Lution amount bution amount bution amount dbution
Number of banks - total 7 100.04 72/ 100.0% 123/ 100.0% 3  100.0% 11  100.0% 12  100.0¢
Banks with deposits plus
circulation (in thou-
sands of dollars) of:
Less than 50 2 28.6 2 16.7 1 9.1 1 8.3
50 to 100 3 h2.8 3 2.9 6 50.0 1 33.4 2 18.2 3 25.0
100 to 150 2 28.6 3 42.9 b 33.3 2 66.6 6 5k.5 6 50.¢
150 to 200 1 14,2 1 9.1 2 16.7
200 and more 1 9.1
Amount of deposits plus 2 3/
circulation - total $578 100.0% $790 100.0% $1,102° 100.0% $333 100.0¢% §$1,328 100.0% 1,343 100.G
Banks with deposits plus
circulation (in thousands
of dollars) of:
Less than 50 76 13.1 68 6.2 42 3.2 W3 3.2
50 to 100 250 43,3 242 30.6 516 46.8 60 18.0 154 11.6 271 20,2
100 to 150 252 43,6 393 49.8 518 k7.0 273 82.0 ™6 56.2 659 49.0
150 to 200 155 19.6 180 13.5 370 27.6
200 and more 206 15.5

Source: Vermont Report of Inspector of Banks, 1833; Reports of Auditor of Accounts, 1843 and 1847,
1/ Year-end dates.

g/ Differs from number and deposits of operating nonparticipating bainks shown in Table 16 due to
unaveilability of individual statements for three banks.

§/ Differs from number and deposits of operating participating banks shown in Table 16 due to
unavailability of statement for one bank.
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History of Qperation of the Insurance Systen

During the insurance system's twenty-eight years of opera-
tion only two participating banks failed. Neither of the banks was
of especially large size. Nevertheless, after meeting claims of
creditors of the first bank the resources of the insurance fund were
jnadequate to pay in full the creditors'claims in the second failure.

Participating banks in serious financial difficulty. The
two participating banks encountering difficulties were the Essex
county Bank, which failed in 1839 just prior to the severe nation-
wide depression, and the Danby Bank, which failed during the panic
of 1857. However, in the first case failure may be attributed to
unsafe and unsound banking practices rather than to asset deteriora-
tion.

The Essex County Bark was chartered November 7, 1832, with
authorized capital of $40,000. It failed October 12, 1839, and
its assets passed into the hands of a receiver on November 4, 1839.
From the time it was organized until 1838 it operated, according
to its statements, with a paid-in capital of $20,000. }/

The Bank Inspector was extremely critical of the operations
of the Essex Bank as early as 1836. In particular, he was disturbed
by the fact that immediately after the bank opened loans to the
stockholders had been made on the security of the bank's stock to an
amount almost equal to the totel stock subscriptions. He was also
concerned by other evidence of a self-serving management and by the
fact that the bank was maintaining its credit by secretly giving
its own banknotes as collateral for loans obtained from other vanks. g/
However, when a committee of the State legislature inquired into tke
condition of the bank later in the same year it concluded that the
vank was "perfectly solvent, and in good condition.” 3/ In reaching
thig conclusion the committee apparently relied heavily upon an
examination by the Baunk Commissioners. But when, seversl years after
failure of the bank, a legislative committee again inguired into the
bank's operations, it was concluded that the officers had looted
the bank and that, in effect, the Bank Inspector had been correct
in his original charges. 4/

The Danby Bank was somewhat larger than the Essex County
Bank. It was chartered November 13, 1850, with authorized capital
of $50,C00, all of which was paid in by the end of 1852, It failed on
September %4, 1857, the day it was unable to redeem its notes on
demand in Boston, and a receiver was appointed on December 29 of the
same year.

1/ In 1338 paid-in capital was increased to $24,000 and by
October 1, 1839, to $25,000. Of the approximately $1,117 which should
have been contributed to the safety fund, on the basis of paid-in
capital, only $825 had actually been paid as of 1839.

2/ Journal of the House, 1836, pp. 50-57; Journal of the
Senate, 184C, appendix XIV-XIX.

3/ Journal of the House, 1836, p. 219.

L/ Journal of the House, 1842, pp. 106-112.
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same year.

During its first five years of operation the Danby Bank chose
to be a member of the bond security system and in compliance with the
act of 1840 annually renewad its bonds to the Treasurer as security for
pills and deposits. It was not until 1856 that the bank exercised the
ootion described earlier and vecame a member of the insurance system.
The bank had therefore paid into the insurance fund only %750 when it
railed.

Protection of creditors of failed participating banks. Pro-
tection afforded ecreditors of the two failed participatings banks is
ghown in Table 19. It will be observed that over two-fifths of total
jnsured obligations was eventuzlly restored to the banks' creditors
and that a substantial portion of tke remaining obligaticns was hever
presented for payment.

In the cases of both failed banks there is some uncertainty
as to the amount of insured obligations at date of failure, and the
degree of protection given creditors. The recelver of the Essex County
Bank reported that as of the date of failure the circulation of the bank
was $70,6C0 and that its borrowings amounted to $3,800, the two com-
prising the $74%,C00 of insured obligations shown in Teble 19. 1/ How-
ever, three years later, after the time for presentation of claims had
expired, more than $3C,0C0 of circulating notes was reported as "still
outstanding.” 2/ In view of the Fact that the suspension of the bank
vas directly attributable to "{raudulent misconduct of its officers and
stockholders”, 3/ one possible explanation for the amount of circulating
notes still outstanding may have been thet they were 1llegally issued
or held and never presented for that reason. Another explanation is
that the holcers belleved that they would secure a larger recovery by
selling the notes to the bank's debtors, who in turn could use them
to offset their liabilities to the bank. This explanation is suggested
by reason of the fact that is discussing the receivership of the Bank
of Bennington, a chartered bank not participating in insurance, the
auditor of accounts in 1845 stated: "a portion of the bill holders ...
geeing little prospect of obtaining anything by delivering up their
bills to the receivers ... have neglected to present their cliaims,
prefering ... their chance of selling their bills at a discount to the
reneining debtors to the bvank. This has left a large amount of bills
yet outstanding ..." 4/ Whatever the explanation, it appears that the
vhole of the bank's circulation eventually came into the hands of the
receiver, since the final receivership ort ghows that $75,000 of
circulating notes of the Essex County/were burned by the receiver. 2/

The amcunt of Essex County Bank circulating notes deposited
with the receiver For payment was $3L,4L00. An additional $5,500 was
received by him and, spparently, offset against indebtness of the
bolders to the bank. &/ It is also likely that the receiver was able
to offset the $3,8C0 of bank borrowing, since the money had been
gecured from a heavy borrower.

1/ "Report of the Committee Upon the Affairs of the Essex
County Bank," Journal of the House, 1842, p. 110,

2/ Ibid., p. 1.

3/ Report of the Bank Commissioner, Journal of the Senate,
184k, p. 10L.

L/ Annual Report of the Auditor of Accounts, 1845, p. 83.

g/ Annual Report of the Auditor of Accounts, 1859, p. 193.

6/ "Report of the Committee ...,"op. cit., p. 11l.
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Table 19. Bank Creditor Protection and Insurance
Disbursements, Vermont, 1831-1858 1/
(Amounts in thousands)

- Essex County Danby Bank
Iten Total Bank (failed 1857)
(failed 1639)

PR

Total obligations
=t date of failure -

total 5 157 $ T4 $ 83
Cireulating notes 14e 70 7S 2/
Deposits or other

liabilities 8 4 L
Total payments to credi-
Percent of total ob-
ligations 46.5% 59.5% 34.9%
Payments by receiver 26 10 3/ 16 g/
Payrents from insurance
fund:
Claimed 85 3k 314/
Paid:
Amount b7 3k 13
Percent of claims 72.3% 10C.0% bi.cq
Obligations not paid $ 3 $ 30 $ sb
Not presented for - — -
payment 67 30 37
No funds available 17 - 17

1/ All date partially estimated. TFor a discussion see
section entitled "Protection of creditors of failed participating
benks,”, p. ITI-12.

2/ The receiver reported circulation of 392,000. The amount
shown here excludes: $9,784 described as "In Suffolk Bank, redeemed"”
and $2,871, "In Bank, counted as circulation." Annual Report of the
Auditor of Accounts, 1865, p. 30.

3/ Assuies deposits or other liavilities paid through offset.

E? Excludes interest on claimg of approximately $k,000.
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mpny of the claims comprising the 53k, M0 vere contested by the receiver,
who apparently believed they consisted of banknotes redeemed by agents
of the bank prior to its failure and, instead of being destroyed, were
peing presented again for no "honest or homorable purpose.” 1/ How-
gver, in 1850 the courts apparently decided that most or all of the
totel represented valid claims against the insurance fund for, under
court order, payments totaling 434,300 were made out of the insurance
pund to creditors of the Zssex County Bank between 1851 and 1855. 1In
1859 the receivership was terminated after payment of residual claims
end receivership expenses, amounting in all to about $1,000. 2/

Summarizing, it appears that all claims against the insurance
fund arising out of failure of the Issex County Bank, amcunting to
$34,000, were paid in full, and that an additicnal amount of insured
obligations amounting to adbout $10,000 were paid by the receiver,
largely through offset. The remaining $30,000 was never presented for
payment, eitner because it did not constitute a valid claim against
the fund or because it was sold to the bank's debtors and eventually
came into the hands of the receiver in settlement of their debts. If
the latter process did in fact take place, then holders of the notes
at the time of failure of the bank mede some recovery; but this recover:
was not comparsble to that secured by a poteholder Wwho, at date of
failure of the bank, was at the same time indebted to the bank.

The degree of protection given creditors of the Danby Bank
is also difficult to determine. Teble 19 shows total insured cbliga-
tions of the bank, at date of failure, as $83,000. This total is
partially estimated, since it consists of $79,000 of eirculating notes
reported outstanding by the receive:; plus the amount of deposits shewn
on the last condition report prior to failure and assumed to have been
still on the books of the bank at date of failure.

As in the case of the Essex County Bank,a large amcunt of
circulating notes was not presented to the receiver of the Danby Bank
within the one-year period allowed Tor the making of such claims.
Again, there may have been two reasons for this. First, the bank may
have had a considerable circulation in the western States - since it
had made large loans in those States, most of which proved uncoliect-
able after the panic of 1857 - and one year may nct have provided
sufficient time for the return of notes circulsting so far fram the
home office of the bank. The second explanation is similar to that
advanced in the case of the Essex County Bank, namely, that holders
preferred to sell their notes to persons indebted to the banlk rathker
than to present them to the receiver. The auditor of acccunts re-
ported in 1859 that the receiver burned $105,000 in notes of the Danby
Bank. Some of this represented notes not tabulated as "in circulation"
et date cf failure - having been previously redeemed by agents - but
the fact that the total was $105,000 suggests that the second explana-
tion for the large amount of notes outstanding may be correct. 3/

1/ meport of the Committee ...", op. cit., P 110.
2/ It is asswzed that this amount cd1fected from proceeds

of liguidation and did not come from the insurance fund.
3/ Annual Report of the Auditor of Accounts, 1855, p. 86.
- . . .- -, &
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Summarizing, of the total insured cbligations at date of
failure of 383,000 it is assumed that the receiver was able to offset
the estirated 54,000 of deposits, and it is known that he did offset
511,000 of circulating notes. 1/ Of the remaining circulation,
$3l,oco was presented for paywment and 337,000 was still ocutstanding
shen the time expired for the presentation of claims. Some recovery
may have been made on the second amount by the nolders through sale of
notes to persons indebted to the bank, but the amount of such recovery,
if any, 18 not kmown. Of the $31,000 presented to the receiver for
ayment, 1t appears that the receiver wms only able to collect about
$1,00C to pay such claims. Accordingly, the $13,000 which was still
in the insurance fund at the time of failure of the Danby Bank was
paid to these claimants, although because of extensive litigation
even this was not fully paid until 1866.

Insurance receipts and expenditures. In the Vermont insur-
ance system, the insurance fund consisted of the accumulated assess-
pents paid by participating banks, less withdrawals to pay the
creditors of failed banks or to refund assessments pald by banks
whose charters had expired. Neither investment income of the insur~
ance fund nor its dispogsition could affect the size of the fund.
Table 20 shows, for the 27 years of active insurance cperations, the
amount in the insurance fund at the end of each year snd the ltems
affecting the size of the fund; +the table also shows the disposition
of income received from investment of the fund.

During the early insurance years there was a teandency on
the part of Vermont officials to take account of investment incame
and its disposition in computing the size of the fund. This may
account for the fact that for most of the years until 1841 the amount
reported as the insurance fund will not correspond with the aceumula-
ted assessment income shown in Table 20. However, beginning in 1842
the amount reported as agtanding to the credit of the fund at the end
of each fiscal year corresgponds precisely with accumulated assessments
to the end of that fiscal year, less any withdrawals fer the reasons
indicated earlier.

It appears to have been the policy of the State Treasurer
to keep the insurance fund fully invested =t all times. Untii 1852
a portiocn of the fund was loaned to individuals but the major portion
was loaned to the State. After that year all of the fund was loaned
to the State. It is prcobable that the item "colleected on safety fund
notes,” which appears in the reports of the State Treasurer for most
of the years priocr to 1852, represented repayment by individuals of
loans from the insurance fund.

It will be observed that payment of the creditors of the
Essex County Bank, which was made in three installments between 1851
and 1855, did not exhaust the insurance fund. The total claimed
@34,000) was larger thzn the amount in the fund when the claims were
first preseated in 1842, but by 1851, when payment was finally ordered
by the court, the fund had grown to more than $40,000.

1/ Annual Report of the Auditor of Accounts, 1865, p. 50.
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It appears from the records of the State Treasurer that
pmost of the cash needed to pay the creditors of the Essex County Bank
was secured through s State loan of $25,000. It is supposed that the
atate was recuired to borrow this amcunt since, at the time of the
court order, virtually all of the insurance fund had been loaned to
the State. To secure the necessary cash the State undoubtedly Zssued
new securities, which were described in the reports of the State
Treasurer for a number of years thereafter as the "Safety Fund loan”,
put which actually did not represent borrowing by tiae fund itself.

The amount shown in Table 2C as paid tc the creditors of
railed banks iz $3,750 less then the total paid as shown in Table 19.
The difference is accounted for by the payment of $3,750 to the
creditors of the Essex County Bank out of accwmulated interest income.
The reason for payment in this manrer is not given in the records.

It will also be recalled from Table 19 that,because of a
lack of sufficient money in the insurance fund, $17,000 in insured
claims was not paid 1In the case of the Danby Bank. Table 2C shows
that the necessary amount would have been available if refunds
totaling about $18,000 had not been made to a number of banks with-
drawing Trom the insurance system. These refunds were apparently
maede contrary to law, after & number of banks had exercised their
cption of withdrawing from insurance and substituting bonds to pre-
vide for the security of depositors and noteholders. The receiver
of the Danby Bank brought sult against the State Treasurer, seeking
to have the amount involved paid to him on behalf of the remaining
claimants of the Danby Bank. Although the Supreme Court of Vermont
agreed with the receiver tiaat the refunds had been unauthorized,
since the charters of the banks had not expired, it would not agree
that the State was liable for the payments, nor would it sgree that
the Treasurer in office at the time the suit was filed was personally
liable. 1/ The effect of the decision was to meke it impossible for
the receiver of the Danby Bank to secure the amount necessary to make
final psyment on the insured claimsg arising from the failure of the
bank.

Although the insurance fund would have been sufficicat, in
the absence of the illegal refunds made to several banks, to poy all
insured claims in the cases of the two failed banks, it is apcarent
from Table 20 that it would not have been sufficient to pay tue
relatively large amount which was never claimed beceuse the ownars
of the obligations saw fit to dispose of their claims in other ways.
The amount not claired is shown in Table 19 as $67,000; about half
of this total would have been available if the income secured from
investment of the fund, efter payment of the bank commissiocners!
salaries, could have remained in the fund. However, it was all re-
paid to insured banks in accordance with law.

Table 20 also provides information on assessments paid by
the banxs as a ratio of iotal bank obligations, and on the size cf the
ingurance fund relative to total obligations. The average annual
asgessment rate was(,21 cercent, and ranged from a low of0.02 percent
of total obligations to a high of0.72 percent. Thus the rate for some
years was considersbly velow the statutory rate of approximately

1/ "Receiver or Danby Bank v. State Treasurer,”, Vermont

Reports, Volume 39, 1866-67, p. 2.
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rgble 2C. Insurance Receipts and Expenditures, Vermont Insurance
System, 1831-13€T

-_ Insurance Fund . Expenses
——  Amount in fund Assessment Iincome Expenditures 0 . -
at end of fiscal Totar Aspercent-Faid to Refunded Salary  Income

year: age of credi- to banks of Bank paid tc
year Total As percent- bank~ ob- tors of Cammis~ banlks
Y 2/ age of bank ligations failed sioner 3/

obligations ban'ts _ 3

1836~ 4/ 4/ 5
66 $21,113 1.93% $62,0712 .21% 543,723 $18,199 93,535 532,771
1831 -- -- - == -- -- -- -~
1832 Lh7 .10 Yy .10 -- -- -- --
1633 L7 .08 1(3/ .31 - - -- -
163+ 2,760 -39 3,57 .31 - -~ 136 -
1835 4,110 RN 6/ .22 - - oLo .
1836 6,000 60 7/ &/ .22 7 - - 260 -~
1837 1C,0Th 1.22 6,26é .22 v - -- 232 --
1838 15,528 147 4,163 .39 -- - 77 -
1639 19,233 1.87 2,688 .25 - - 180 -~
1840 20,700 2.77 & .32 -- -- 116 -~
1841 22,320 1.65 6/ .32 - - 124 250
1842 26,730 3.3% 0,285 .32 - - 48 18
1843 29,543 2.50 2,81z .24 -- -- 1Ch 5,327
1844 32,055 .07 2,513 .16 -- -- 176 1,639
1845 34,185 2.59 2,100 .16 -- -- 140 1,757
1846 36,030 2.60 1,875 W14 -- - 164 1,874
1847  3E,3h4 1.9¢ 2,41k .12 - .- 108 1,867
188 39,457 3.33 1,013 .09 -- .- 128 2,132
1849 LO,143 3.02 605 .05 -- -- 176 817
1850 140,216 3.18 563 Ok -- 489 152 14
1851 15,204 1.19 563 Ok 25,575 -- 172 1,022
1852 15,791 1.11 1,438 .31 3,850 -- 183 978
1853 16,229 1.10 2,438 .15 -- -- 140 La7
1854 21,041 1.66 2,813 .22 -- -- 166 1,021
1855 29,400 2.22 9,532 .72 1,173 -- 159 1,359
1856 21,410 2.7% 716 .09 .- 3,710 125 1,199
1857 17,022 2.64 113 .02 -- 4,500 -- 1,130
1858 13,012 4.24 750 .24 -- 4,500 - 1,404
1659~
67 13:125 .= == 13;125 == -- 7:810

1/ Usually ended September,

2/ As reported by the Staie Treasurer, except for 1832-3k,
1836, and 1840 which are estimates. TFund for 1841 was reported in-
cluding interest, which has been excluded here. Other reported amocunts
prior to 1842 may also have included interest or may have shown fund
net of interest due to banks; eitaser method was incorrect. For some
years between 1859 and 1367 the fund varied slightly from the amount
shown,
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meble 20, Insurance Receipts and Expenditures, Vermont Insurance
System, 1831-1867 (continued)

%/ Data are probably incomplete for earlier years.
_/ Average for 27 years, 1832-1853.

2/ Excludes $3,751 reported by Treasurer as having been
paid biliholders of Essex County Bank out of interest incore.

6/ Included in amount shown for next reported year.

7/ Camputed using estimated obligations.
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Ooggpzrcent applicable today under Federal deposit insurance, while
in other years it was as much as nine times this rate. On the
average; the insurance fund was equal tc just under 2 percent cf
total obligations, or almost three times the present relative size
of the deposit insurance fund of the Federal Deposit Insurance

corporation.

Apprassal of supervision and regulation of participating banks.

Banks participating in Vermont's insurance system received
reasonably good supervision. It is apparent from the reports that a
auzber of dedicatecd and conscientious individuals exercised super-
visory authority during the insurance period. However, it must also
ve added that during the early insurance years bank supervision in
vermont was less than satisfactory.

After 1840 the Bank Commissioner and the Bank Inspector
were usually the same individual. But prior to that time there was
evidently scme frietion hetween the two officials. This 1s strongly
indicated in the case of the Essex County Bank. Whereas in 1836 the
pank Inspector was seriocusly - and justifiably -~ disturbed over the
menagement of that bank, the Bank Ccmmissioners made what appears to
bave been only a cursory examination and found nothing wrong. Further,
the commissioners made no attempt to assist the Bank Inspector when
he attempted to inquire more closely into the condition of the bank.
Since at that time both authorities were examining participating
banks the only conclusion which can be drawn is that the Bank Com-
missioners were less interested in carrying out their duties than
they were in contesting with the Bank Inspector for authority over
participating banks. Cn the other hand, it is possible that the
diligence of the Bank Inspector in this case - as well as his stated
opposition to bank-obligation insurance in general - stemmed partly
from the fact that he was interested in protecting his own position
in the supervisory area.

The failure of the Danby Bank in 1857 cannot be attributed
primerily to supervisory lsxness. The difficulties of that bank
developed ocut oF the unwise policy of making a number of large loans
in an industry and ares - railroads and western States respectively -
which were particularly bard hit by the panic of 1857. Although
such & lending poliecy is properly sublect to criticism by bank
supervisors - and was so criticized as early as 1854 - there is
little more that supervisory officials could do then (or can do
todsy) when the bank is not insolvent and the disasgreement is cver
the judgment exercised by bank officers.

The Bank Cormissioners did not, nor could they be expected
to, immediately develop a system of exammination which resembles that
vwhich we have todsy. Despite their authority to examine fully into
the affairs of the bank, considerable reliance seems to have been
placed upon statements mede by bank officiasls under oath. It is not
entirely clear when, if ever, the Bank Commissioners began to rely
wpon their own appraisal of assets. Nevertheless, it is evident
from their reports that by the 184L0's they paid considerable attention
to the character of a bank's assets, rather than to its volume, and
asslgned clasgsifications to assets of the kind now being used by bank
supervisory authorities.
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One of the major difficulties of bank supervision in Vermont

4uring the insurance period seems to have been a reluctance on the

art of the State legislature to fully support the Bank Camissioners.
gn the early years the legislature was caught up in the jurisdictional
aispute petween the Bank Inspector and the Bank CommissZoners, apparent-
v siding with the latter. But even after this dispute was resolved

;he legislature acted on few of the suggestions made by the various
~crmissioners for improving the supervisory system. In 1855 the Bank
Commissioner commented:

I do not find any recomrendation of any bank commissicner
has ever been followed by the legislature. From which

it is fair to infer, that the State has been singularly
unfortunate in its selection of Ccmmissiorers, or else
the control of Vermoant legislation, upcn this subject,
has fallen into hands which would accord to the banks

the largest libverty., 1/

This remark seems to have been somewhat extreme, since there is
evidence to indicate that at least a few recommendations had been
adopted by the legislature over the years. However, the Bank Com-
missioner was probzbly correct in his implicit assessment of the
attitude of the legislature towards a more strict supervisory system.

Appralsal of Vermont's Insurance Plan

Vermont's insurance system had only a limited success in
attaining the objectives it sought. As has been described earlier,
some replacement of circuleting medium destroyed because of bank
failure, and some protection of bank creditors, was accomplished
through insurance., However, this protection was far less than was
possible or desirable. Taking the long view, perhaps the mcst impor-
tant success enjoyed by Vermont's insurance system was the introduction
of important bank supervisory legislation.

The fact that 72 percent of all claims against the
insurance fund were paid out of the fund obscures two important de-
ficiencies in the degree of protection accorded creditors. First,
in beth cases of bank fallure, payments from the fund were made many
years after the claims were presented - and thus far toc late to pro-
vide much protection against the consequences of destruction of the
circulating medium. Second, more than two-fifths of the obligaticns
of the failing banks were never presented for payment, and one of the
reasons for this may well have been that holders had more faith in
their sbility to recover something on the notes themselves than on
the ability of the insurence fund to provide the necessary amounts.

So far as bank supervision is concerned, the importance
of the insurance law was that it introduced the idea that bank
examiners should have complete access to bank records. Although it
does not appear that supervisory officials made full use of this
power - at least in the early years - the principle was undoubtedly
Izmportant in the eventual develcpment of effective supervisory
Procedures and of a sound banking system.

1/ "Bank Commissioner's Report," Report of Auditor of
Accounts, 1855.
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The insurance plan adopted by Vermont suffered from certain
internal weaknesses, particularly in the failure to provide for a
porrowing power and in the manner in which assessments were levied.
1t will be recalled that New York remedied the first of these defects
in its plan, but Vermont never did so. The drawback of levying
agsessments on capital rather than on insured cbligations has been
discussed in Chapter 2 in coanection with the llew York insurance plan.

The basice difficulty in Vermont did not stem from the plan
itgelf but, instead, from the inability of the State to select cne of
a numter of plans for the protection of bank creditors and stick to
it. It will be recalled that in 1839, orly a few years after the
jnsurence plan was edopted, several banks were exempted from partici-
pating in insurance; and that in the next year a general law gave
to all chartered banks the option of remaining in the insurance system
or withdrawing and providing for the security of bank creditors by
other means. Finally, free banking was authorized in Vermont in 1851,
with none of the banks included in the insurance system. In view of
these developments it is not too much to say that bank-cobligation
insurance was never really tested in Vermoent.

It can easily he seen that many of the difficulties en-
countered by the insurance system were a reflection of the legal
problems created by the State. For example, the Danby Bank had
remained outside of the insurance system for a number of years; when
it finally entered the system it had an opportunity to make only a
partial contribution to the insurance fund before it failed. Another
illustration is the mistake by the State Treasurer in refunding to
banks withdrawing from the insurance system the amounts they had
contributed to the fund. This was perhaps not sc much his fault as
the fault of the legislators who had provided for a general banking
gysten in which there was considerable uncertainty as to the responsibild
ties of the individual banks.

How banlk-obligetion insurance would have fared in Vermont
if the insurance system had embraced all banks is a legitimate
subject of inquiry. It appears that the fund would have become liable
for the payment of the obligations of four - or possibly five -
additional failing banks between 1831 and 1858, and that the amount
involved would have been upwards of $100,000. The additional assess-
ment income would have been more than sufficient to pay thls amount
¢f elaims, but would not have been sufficlent to pay them at the times
they would heve teen made. Thils is tecause most of the failures of
nonparticipating banks were clustered in the depression years of the
early 184C's or the panic of 1857. Accordingly, it seems reasconable
to conclude that bank-obligation insurance in Vermont could have been
made to operste successfully if the State had required all banks to
rerticipate and iff a borrowing power had Peen granted to insurance
authorities.

Coamparison with other insurance systems. Vermont's insur-
ance system is most logicaliy compared wita those adopted in Mew York
and Michigan, since ali three insurance plans were the same and all
were placed into operation within a seven-year period, 1829-1836.

In such a ccmparison it is clear that the Vermont system did not
operate as successfully as did New York's, but was far more successful
then the Michigan insurance system. As will be described in the
following chapter, the Michigan system collapsed within a short time
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after it egan operation and was not able to provide any protection
+to insured bank creditors.

The superiority of Vermont's insurance aistory over that
of Michigan stermed almost entirely from two facts: first, the
terzont system was in operation for a number of years before tbe first
sailure cccurred, thus providing time during which an insurance fund
could be accumulated; second, Vermont was free from the difficulties
which Michigan faced at that time as a consequence of the unprecedented
pigration to the State. The reason for the more successful operation
of Few York’s plan was probably also <ue to two facts: first, the
tew York legislature made significant improvements in the plan,
particularly with respect to borrowing powers; second, although New
York abandoned the idea of including all banks within the insurance
system, the transition from an insurance to a bond-security plan was
accomplisked in & more orderly manner and over & longer periad of

time.
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CEHAPTER IV

INSURANCE OF BANK OBLIGATIONS IN INDIANA, 183L-1865

Indiana was the third State to make use of the insurance
principle in providing for the protection of bank creditors, and
the fTirst to establish a mutual guaranty system for this purpose. The
plan vas put in cperation in 1834, following by several years legis-
1ation in New York and Vermont designed to protect bank creditors
through the establishment of insurance funds. Tt became inoperative
+hen most of the participating banks converted to naticonal banks
after 1864,

Review of Indiana Banking History to 1865

Banking prior to 1834k, Two banks were chartered in Indiana
shortly before the adoption of the State caonstitution in 1616: the
Farmers and Mechanies Bank of Madison and the Bank of Vincennes.

The former was apparently ably conducied and satisfied the modest
panking requirements of its immediate area, but hostility on the part
of the Bank of the United States forced it to cease operations about
1825. 1/ The Bank of Vincenres had failed earlier so that by 1825
there was no benlt in operation in Indiana. 2/

State Bank of Indiana. By the end of 1833 it had become
evident that the Federal charter of the second Bank of the United
states would not be renewed in 1836. Since much of Indiana's
currency consisted of notes of this bank, it was feared that its
removal from the national scene would result in a severe contraction
of the State's circulating medium. The State constitution of 1816
prohibited the establishment of any bank except a State Bank with
branches and, conseguently, an act chartering the State Bank of
Indiana became law on Jamuary 28, 183L. The charter was to run to
Jamuary 3, 1857, with an additional two years provided fcr winding
up the bank's affairs.

Although the charter of the State Bank of Indiana seems to
have been modeled in part on that of the second Bank of the United
States, in structure the new bank was much different. As was pointed
out in Chapter I, the State Bank of Indiana wes not a large central
bank with branch offices scattered throuchout the State, but instead
a federation of independent banks. Apparently this odd and sometimes
confusing, structure was devised in order to circumvent the State
constitution and permit the establishment of what was essentially
2 undt banking system.

}/ The closing was voiuntary and as late as 18335 notes of
the bank still circulated at par. There is some evidence that the
bank briefly resumed operations in 1832,

2/ Some private banking may have been done by merchants, but
there is no record of such activity. Most of the early settlements
in Indiana were in the southern part of the State, along the Ohio
iiver, and the baanking business was probably handled by Cincinnati

anks.
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The entire capital stock cf the State Bank was divided among
+he so-called Branch Banis. The act required that all banking be
done through these Branch Banks, each of which had its owm officers
and vosrd of directors. Further, each Branch Bank distributed its
earnings separately, to its own stockbolders. While the $iate Bank
wad a presicent, cashier, and board of directers located at Indiana-
solis, their function was simply te sugervise the activities of the
aranch Baiks. }/ They may be couwpared with present-day State super-
vising autlorities, though their powers included activities which
would now e regarded as central bank functions. 2/

As originally established the 3tate Bani consisted of ten
nranch Banks, each with a capital of 260,000. By 1839 three addi-
tional Branch Banks had been placed in operation and the number there-
after remained at thirteen. 5/ With these additions, plus some
further subscrivtions to stock Ly the State, the capital of the State
Bank, i.e., the Branch Banks combined, was ralsed to over $2,7C0,CC0
in 1841. In 1843 the legislature made provision for a reduction of
capital, after vhich time it remained at ebout $2,C00,000.

Of the original capital of 31,500,000, half was taken by
the State and half reserved for private subscription. Individuals
were requived to pay $.3.75 in specie per $50 share, with the remain-
der due in two equal, annual {nstalments. Because of the scarcity
of funds for investment, the State agreed to loasn subscribers the
two anaual payuments. To secure the necessary funds for such loans,
as well as to pay for its own stock, a State bond issue of ;1,3C0,CC0
was authorized in the original act.

One-balf of the capital of a Branch Bank had to be paid in
specie, $50,000 by the State and $3C,0C0 bty individuals, before it
was allowed to open. Subseguent payments also had to be in specie.
By the fall of 1834 the requisite amounts had been secured and on
November 19, 1834, the Governor issued a vroclamation declaring the
State Bank ready for business. The Branch Baniks opened their doors
about ten days later.

Mot long after its start, the State Bank was faced with the
panic of 1837, followed by a severe depression which lasted from
1632 until 1842, Althouck many Western banis vere not sble %o sur-
vive this combination of events, the State Banik of Indiana came
through successfully. Indeed, in august of 1842 the cashier was able
to inform an eastern magazine thet "the paper of this bank is the

1/ Banliing in the capital city was done by the Indianapolis
Branch Banik. The term survives today in the name of Indiana's oldest
bank, the Fational Branch Bank of Medison, Indiana.

2/ Throughout the remainder of this chapter all references
to the State Bank, or its successor the Bank of the State, should be
understood to mean the system of banks cowprising the State Bank of
Indiana. ZEranches of the State Bank and the Bank of the State are
referred tc here as the Branch Banks, though at the time they were
simoly called "the braaches”.

§/ The criginal Branch Banks, ccmprising the State Bank of
Indiana, were located at Bedford, Evansville, Indianapolis, Lafayette,
Lawrenceburgh, Madison, New Albany, Richmond, Terra Haute and Vincennes.
Ttree additional Branch Banks were established: at Fort Wayne in

November 1835, at South Bend in November 1838, and at Michigan City in
December of the same year.
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standard currency in the West, from Pittsburg to Wew Orleans." 1y

Free banking. Following the depression, the State Bank had
a prosperous, relatively uneventful career until the expiration of
its charter in 1857. BHowever, it did not continue to enjoy a meno-
pely of baniking in the State since a new constitution, adopted in
1851, permitted the lesgisiature teo provide for the establishment of
free banks. An act so doing became law on May 28, 1852, despite a
veto by the Gevernor. Within six momths 15 banks were formed and
two years later, in 185k, about 90 free banks were in operation.
Many were organized to meet the legitimate banking needs of their
respective communities but otheirs appear to have been uanecessary or
even fraudulent.

In 1855 disturbances in the money market, combined with a
lack of public confidence in the new banikts, resulted in the failure
of many of the free banks. The legislature revised the law in that
year but the free banking principle was retained and the law itself
remained the basic banking law of the State until well after the
conclusion of the {ivil War.

Bank of the State of Indiana. The new constitution also
empowered the State to create a bank with branches, but ownership by
the State cf the stock of any bank (except for that already held in
the State Bank of Indiana) was prohibited. Substantial opposition
to the State Bank had developed, apparently beceuse of its conserva-
tive management, and 1t proved impossible to secure a renewal of its
charter. However, with a great deal of effort - some of it of a very
dubicus nature - a charter was secured on February 24, 1855, for a
new system of banks, the Dank of the State of Indiana.

The Eank of thke State of Indiana was very similar to the
State Bank of Indiana except that the State no longer held steck in
the Pranch Banks and did not have the right to name the president
of the system. Twenty Branch Banks were provided fer and by 1358
all were in operation. g/ At the peak, in 1862, combined Branch
Bank capital amounted to over $3,300,000. Many of the old Branch
Banks were brought into the new concern along with their key person=-
nel so that the Bank of the State of Indizna was in fact the State
Bank of Indians in slightly altered attire.

Shortly after beginning business the new banking system,
like its predecessor, wes faced with a country-wide financial crisis
vhich lasted from 1857 to 1855, It nanaged to survive the storm and
only went out of business when most of the Branck Banis converted to

1/ Letter, August 24, 1cL2, Tetterbooks of the State Bank
of Indiapa, MSS, Indiana State Library Archives, Indianapolis, Indiana.
Hereafter the Letterbocks are referred to as "Indiane Letters.”

2/ Branch Banks coxprising the Bank of the State of Indiana
were located iIn Bedford, Connersville, Evansville, Fort Waynue,
Indiznapolis, Jeffersonville, Lafayette, Laporte, Lawrenceburg, Lina,
Logansport, Madison, Muncie, New Albany, Plymputh, Richmond, Rush-
ville, South Bend, Terra Haute and Vincennes.
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national banks beginning about 186k.

Character of the Insurance Plan

Purpose of the insurance plan. No direct evidence is
availaeble on the functions which the Indiana legislature intended its
insurance program to fulfill. Nevertheless, the clearly understood
relationship between banking and the area's money supply, and the
fact that no limit was placed on the amount of deposits and bank-
notes protected, indicate that the chief function of the insurance
system was to protect the State from a collapse of its circulating
medium caused by bank failures.

That the connection bhetween bPank lending and the circulating
medium was recognized is indicated by the fact that the State Board
began one of its first resoclutions with the words: '"Whereas the prime
object of this, as well as all other well regulated banks, is to
increase and regulate the circulating medium, to encourage trade and
industry and to afford safe depositories ...". 1/ Similarly, in a
circular letter to the Branch Banks, the president of the State Bank
flatly asserted in 1837: "The institution was intended to furnish
a sound currency on a specie basis."” 2/

A second function which may well have been considered was
that the insurance program would be of particular benefit to the
holders of circulating notes in the event of a bank failure. Bank-
notes, especially those of small denominations, had & tendency to
remain in general circulation, and bank failures often resulted in
particular hardship upon tradesmen and laborers who customarily were
paid with such notes. However, there was no greater protection given
to noteholders than to depositoers.

Obligations insured. The Indiana plan for the protection of
bank creditors was embodied in three short sections of the act estab-
lishing the State Bank. Unlike the other five State programs for in-
surance of bank obligations instituted prior to 1860, it did not pro-
vide for the creation of an insurance fund. Instead, the Branch Banks
were made "mutually responsible for all the debts, notes, ard erzage-
ments of each other". 3/ The principal items covered by the mutual
guaranty plan were circulating notes and individual deposits.

Methods of paying bank creditors. Payment of the debts of
a failing Branch Bank was to be made by the other members of the
system if, after the z2ssets had been liguidated and the stoclkholders
had made their required contributions, a deficiency existed. The
directors of the State Bank were charged with the duty of calling upon

1/ Resolution of November 21, 183k, Journal of the State Bank
of Indiezna, MS, Iandiana State Library Archives, Indisnapolis, Indiana.
Hereafter, references to this volume are identified as “"Journal".

2/ May 22, 1837, Indisne Letters, op. cit..

/ ishi Ban! 8, 1334 -

3/ An Act establishing a State Bank, January 28, 1934, sec
tion 9. Its counterpart in the charter of the Bank cof the State of
Indiana was woirded in similar fashion and had the same section number.

org/
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tpe Pranch Banks for the necessary swum. 1/ 1If the amount realized
from liquidation of assets and from contributions of the stockholders
wsas not sufficient to meet all debis within cone year, the State Bank
was cbliged to have the Branch Banks make up the deficiency then
existing, at the same time turning over to them the remeining assets
in return for such payments. g/ The same plan for the mutual guaranty
of bank creditors was carried over into the charter of the Bank of

the State of Indiana. 3/

Admission of banks to insurance. Indiana's insurance pro-
gram was restricted to the Branch Banks. These banks automatically be -
ese participating banks upon their formation, in much the same
fashion as national banks become insured today. No provision was made
or contemplated for the inclusion of any other banks in the insurance
program. Indeed, Ior the first 17 years of its operation all Indiana
panks were included since no other class of bank was permitted in
the State.

Supervision and Regulation of Participating Banks

Supervisory authcrity. Responsibility for operation of the
mutual guarancy system was given the President and Board of Directors
of the State Bank and, after 1857, to the same personnel in the Bank
of the State of Indiana. No other supervisory bedy was created. How-
ever, the General Assembly of Indians did reserve to itself the right
to investigate the Branch Ranks and had the power, as did the Govarnor
of the State, to iastitute court action to stor their operation or
close them entirely. 4/

The Board of Directors was nade up of four meimbers appointed
by the General Assembly and one representative from each of the Branch
Banks. Consequently, there were seventeen directors of the State
Bank (except for the first few years) and twenty-four of the Bank
of the State. The President of the State Bank was chosen by the State
legislature 5/, but this provision was drcpped from the charter of
the Bank of the State, and the president thereafter chosen by the
Board of Directors irom among its own members. é/ Salaries and ali
otker expenses arising from supervision of the two banking systems
were met Dy assessments levied on the Branch Banks. 3IExcept for the
president and cashier of the State Board it is unlikely that members
of the board were expected to give full time to their duties.

1/ An Act establishing ..., section 46: An Act to establish
a bank with braackes, March 3, 1055, section 41. 1In the remainder
of this study these Acts will be distinguished only by the year in
which passed, i.e., 1834 or 1855.

2/ section b7 (1834); Section 42 (1855).

ﬁ; Sections 3, 41, and 42 (1853).

Section 23 (1855). Unless there is specific mention other-
wise, it should be assumed that statements as to the various regula-
tions and provisicons apply to both lLanking systems.

%[ Section 32 (183k).
G/ section 23 (1855).
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It will be noted that in neither systen were the State repre-
ent&tivesa majority of the Board of Directors, even though the State
st one time held 50 percent of all Branch Bank stock. As the presi-
3ént pointed out in his first report to the legislature:

The state only appoints such a portion of the
officers, that she can, through them at all times
now the true situation of the institution; but
the coutrol has been wisely committed to persons
chosen bty the stockholders, trat the steady course
of individual enterprise may never be interrupted
by political changes and revolutions. E/

Bani examinaticn. The supervising authority had arple
access to information. The law required thet it examine esch Branch
pank at least once every six months and could do so more often if it
sav fit or if the direciors of any Branch Bank so requested. 2/
Also, the Branch Banks were recuired to send condition reports to
the Board every month and could ve wade to do so more frequently if
the Board desired. 3/

functions of supervisory authcerity. As the supervisory
authority for the Branch Banks the Staete Board was charged not only
with examination of the banks but also with responsibility for the
raintenance of a stable banking system. Consequently, it was given
broed powers, scme of which went nuch further than those given State
supervisory authorities today. The most striking single power pro-
vided that the State Board could close a Branch Bank without the
necessity of appealing to the courts or to aay otker State agency or
cfficial. E/ Such action reguired a two-thirds vote of the Board and
could be taken ifT, in the Bcard's opinion, a Branch Bank was guilty
of any of the fcllowing offences: (1) had become insolvent, (2) was
"mismanaging its affairs" so as to endanger the interests of the other
Branch Bonks, {3) had viclated any of the provisions of the act
creating the system, or of any other act pertaining to it, (&) had
refused o conmply with any legal directive of the State Board. 2/

A rather important vpower of the State Board related to the
voluze of business done by the Branch Banks. The 1834 act limited
debts due the Branch Banks together, i.e., the State Bank, as well
as those due an individual Branca Bank, to not more than twice the
paid-in capital. Debts (exclusive of deposits) owea by the Branch
Banlts, separately or together, were limited to twice the paid-in

1/ "Communication from the President of the State Bank to the
Senate", December 5, 1834, Indiana State Journal, 1834-5, pp. 60-62.
Uncerscoring in original. Directors of the individuel Branch Banks were
elected by stockholders, except for three appointed by the Board of Di-
rectors in the case of the State Bank and two in the case of the Bank
of the State. The Stete appointed directors were less than a majority
of the directorate of each Eranch Bank. The acts made no mention of
the voting rights of State-neld stock and it does not appear that the
State voted its stocli. For reguirements to be met by Branch Bank di-
rectors see section 71, 75 (183L4); sections 66, €8 (1895).

gﬁ Section Ll %1834 ;  Section 36 %1855%.

" Section 43 (183h4); Section 38 (1855

" Section kb (1834); Section 39 (1855).

5/ Sections W44, 49 (1834); Sections 39, 44 (1855). A perma-

nent record of the vote cof each director had to be made in these cases.
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capitals 1/ In 1836 this section wms amended to permit the Branch
panks, at the discretion of the State 3Board, to increase their loans
and discounts to not more than taree times the amount of paid-in
capitel at any one date and to average not more than twc and cone-half
¢imes paid-in cepital over the fiscal year. Issentially the same pro-
oisions were carried over into the charter of the Bank of the Slate

in 1855. 2/

In addition to setting an upper limit beyond which the loans
and discounts of the Branch Banks could not be expanded, the State
Board was also given the further power ‘o vary the ratio of loans
end discounts to capital so that, at the lower limit, loans and dis-
counts of any or all of the Branch Banks could be held to one and
one-quarter times the paid-in capital. 3/ In contrast to tkhe former
provision, this was not typical of bank restrictions of the time and
gppears to reserble the authority over reserve requivements granted
the Federal Reserve Board almost one hundred years later.

It was probably the case that the framers of the law were
not interested in the amount of loans and discounts per se but in
the quantity of circulating notes. Since the granting of a loan
cormonly resulted in the creation of circulating notes it was
assumed tkhat a limitation on loans and discounts was at the same
time a limitation on circulation. So strong was this feeling that
in its first orcder to the Branch Banks the State Board apparently
forgot that its authority was expressed in terms of loans and dis-
counts and ordered: "Until the next quarterly meeting of the Board
the several Brancnes shall not issue paper beyvond once and a quarter
the Capital paid ..." E/ The president of the Madison Branch Bank was
quick to note that the Board had technically exceeded its authority
and he therefore ignored the order. The reaction of the State Board,
expressed in a letter from its president, is significant: "I do not
see how you cannot be mistaken in the intention of the parent Board
to limit the loans and the discounts of the branches to once and a
qtr. the Capital until the 2nd Monday of February next:--and in
this way you should have construed tihe Resolution on that subject.
Our Board has no power to limit the issue of Bank paper ..." 2/
The treatment of deposits in tiese restrictions should be
roted. The 1834 law excluded deposits in limiting debts owed by
the Branch Banks while the 1855 law restricted loans and discounts:
“to an amount the average of waich, for each fiscal year, shall not
exceed their deposits and two and a half times the capital stock
actually vaid in ..." &/ Apparently deposits were not thought of
as a Tunetion of bank iending operaticns and, further, were tradi-
tionally considered to be in specie. Thus, as the 1855 provision

" Section 93 (1lo34).

Section 86 (1855).

Section 40 (1834); Section 35 (1855).
November 20, 1634, Journal op. cit..
Jaanuary 15, 1835, Indiana Letters, op. cit..
Section 86 (1855).

|_l
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gemonstrates, deposits could be inclucded in the base against which
ghe voiume of loans and discounts was measured.

Despite the powers given the State Board, the Branch Banks
cetained a great deal of autonomy. Directors of each were chosen
vy the stcexdiolders with the exception of a minority appointed by
the State Board and, within the limiis set forth by the act, the
deily business of a Branch Bank was its own affair. ;/ Two points
st which the authority of the Board touched this business might be
cited: (1) no corporation could be indebted to a Branch Bank for
pore then $5,0C0 without consent of the Boaid, and (2) the Board
Lad the pcwer to limit the dividends of each Branch Bank to prevent
capital impairment. Conirariwlse, the 3Board had tke right to close
a Branch Bank if it was not able to pay & six percent annual
gividend. 2/

tatutory limitations on bank operations. The architects
cf the Indiana system were evidently coacerned over the possipoility
that the Branch Bainks might engage 1in types of business other than
banking. Q/ Consequently, after granting the usual banking povers
the legisiature went on to prohibit bank activity in two important
areas. First, in a provision obvicusly aimed at speculative land
boons, the Braich Banks were not permitted to deal in real estate,
except to thne eitent necessary for the locations of their buildings.
All real estate obtained throuzh mortgage foreclosure had to e
offered at public sale at least once each year. 4/ Second, both
the 1834 and 1855 laws forbade the State Bank to "use or employ
any part of its capital stock or other funds in the Duying or
selling of gocds, wares, or merchandise, or in any other business
or dealing, than is by this act authorized or permitted.” 5/

A number of other restrictions, similar to those in
other States at that time, were placed on the activities of the
Branch Barks: (1) loans for which Branch Bank stock was offered as
security were prohibited; {(2) loans to individuals who were in
arrears in any payments due the bank were prohibited, unless the
amount due was retained out of the new loan; (3) security was
never to be lessened when renewals were zranted; (4) directors
receiving loars were to be subject to the same terms as other
borrowers; (5) the officers and directors of the State Bank or
any of the Branch Banks could not endorse for one another, nor
could they vote in matters periailning to themselves; (6) loans of
$500 or more reguired the consent of five-sevenths of the directors
and (7) dividends could not be paid an individual indebted to a
Branch Bank, although the sum due could e retained to his credit
et the bank. 6/

1/ In the case of the State Bank, each branch was permitted
from seven to ten directors, the numwber being determined by the State
Board, which also appointed three of the directors; Section 67. Branch
Banks of thke Bank of the State could have between five and ten direc-
tors, the number stilli determined by the Board. However, in their
case, the Board could only appoint two of the directors; Secticn 62.

2/ Sections 79, 54, and 57 (1834); Sections Th, 49, and 52

(1855).
3/ It was not unusual to find benks vhich also dealt in
other businesses. is was particularly true of unauthorized banks.
%/ Section 6 ( éu)- Section 6 15=§ .
1¥ Section 19 (1€ k%; Section 18 (18%5)
6/ Section 79 (1834); Section T4 (I 55).
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As vas the case with almost every charter granted at that
time, a maximum rate of interest was established on loans and dis-
counts. In the case of the State Bank the rate was six per cent, l/
wit this was modified in the charter of the Bank of the State to
.hatever rate was legal in the State. 2/ A popular method in the
est of evading such a iimitation was to loan bank funds through
prokers. There s no evidence that the State Banl had resorted to
this practice but the implication is there since In 1855 it was
specifically prohibited in the charter of tie Bank of the State, §/

Provisions affecting notes issued by the Branch Banks were
less stringent than those of most States. Tailure to redeem notes
in specie entitled the holder to receive 12 perceat interest from
the time of refusal and also made the offerding Branch Bank subject
to closure. E/ The issuance of post-notes; i.e., notes payable on
cemand in specie alter a stated period of time, was permitted. 2/
“otes less than five dollars were prohibited, although for 2 short
time in the early i84O's, when the suspension ol specie payments led
tc a scarecity of swall change, notes as small as one dolliar vere
alloved. To guard against counterfeiting and to provide a uniform
currency, the plates fiom which the notes of tine Branch Banks were
printed were held by the State Bank, which in turn furnished the
Branch Bailts with the required notes. &/

Liatility of bank stockholders and officers. The provi-
sions of the 163% and 1655 acts creating the Branch Banks were not
entirely clear as to tie iiability of bank stockholders. 7/ How-
ever, it appears from a close examirnation of the relevant provisions
that stocikholders were subject to double liability in the event of
a bank failure. 8/

So far as the officers and directors of the Branch Banks
(and also of the State Bank and Bank of the State) were concerned,
the act required that a failure be presumed to have resulted from
their fraudulent action and placed upon the burden of proving other-
wise upon the officers and directors. 2/ If they were unsuccessful
their liability to the creditors of the bank% was unlimited.

Number and Obligations of Indiana Banks, 1835-64

The thirty years during which Indiana's plan for the insur-
ance of bank creditors was in effect may, for purposes of analysis,

1/ Section 13 (1834).

2/ section 13 (1855).

%/ Section 13 (1855).

L/ Section 8(1834); Section 8 (1855). The same penalty was
provided in the event of a refusal to redeem deposits in specie.
Other States often provided that the charter was forfeited if specie
payments were suspended.

5/ Section 5 (1834); Section 8 (1855).

6/ Section 62 (1834); Section 57 (1855).

7/ Section 102 (1834); Section 90 (1855).

See William F. Harding, "The State Bank of Indiana",
Journal of Political Economy, December 1395, pp. 6-T.
S/ Sections .00, 101 (1834); Sections 88, 89 (1855).
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be divided into two sub-periods: 1835-51 and 1852-64. The former
extends from the first full year of operation of the State Bank sys-
tem to the last year in which banking in Indiana was restricted to
the Branch Banks: }/ the latter begins with the addition of free
benks to Indiansa's banking system and ends when most Branch Banks
were preparing to convert to national banks. 2/

Table 22 shows the number of Branch Banks and their princi-
pal obligations for each year of both periods. Table 23 shows total
circulation and deposits of individual Branch Banks for six selected
dates.

Number and obligations of Branch Banks, 1835-51. Txcept
for the first few years, 12 Branch Banks were in operation during
this period. Ten of these had commenced business near the end of
1834, one had started in 1835, and two in 1838.

The importance of circulating notes relative to deposits,
which was noted earlier, is illustrated by Table 22. It will be
seen that after 1837 the amount of circulating notes was generally
three to five times as large as total deposits. The reverse situa-
tion during the first three years, 1835-37, was due to large deposits
which the Federal Government maintained with several of the Branch
Banks. These deposits were a part of the large U. S. Treasury sur-
plus which was deposited in selected State banks throughout the
country. Beginning in 1837 the surplus was withdrawn from the banks
and distributed among the variocus States.

The record of combined circulation and deposits of the
Branch Banks between 1835 and 1851 reflects the intense prosperity
period of 1835-36, the depression of 1839-42, and the recovery and
subsequent period of stability of 1843-51. The severity of the 1835-
42 depression is indicated by the fact thet circulation and deposits
declined about 45 percent in these years. This was probably the
most trying pericd with which the Branch Baaks were faced but no
feilures occurred. However, a contemplated increase in the number
of Branch Banks was effectively checked and the number remained at
13 during the remsinder of the period.

It will bYe noted from Table 23 that except for the first
Year there was nc marked concentration of risk for the insurance
system. TFor exanple, in 1851 the Madison and Indianapolis Branch
Banzs were the two largest banks, yet they had only about 21 percent

E/ It may be assumecd that there were several private banks
in operation during the entire thirty years but data relating to
them are lecxing. Those few which issued banknotes, in apparent vio-
lation of the State constitution, were listed in the variocus banknote
reporters of the period. However, their business was undoubtedly
small and there does not appear to be any record of protest by the
Branch Banlis that their monopoly rights were violated.

2/ In 1865 the State legislature gave the Branch Banks
official permission to liquidate and convert to national banks. How-
ever, it is clear that some had begun to do s¢ in the preceding year.
See John Jay Knox, A History of Bankiag in the United States, (New
York: Bradford Rhodes & Co., 1900), p. TCO.
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Table 22. Obligations, Indiana Branch Banks, 1835-64 1/
(Amounts in thousands of dollars)

———"""Tfumber  Total Circula- Deposits

year 2/ of obliga- tion Indivi- 1Inter- Govern- Miscel-
Branch tions Total duasl bank ment laneous
Banks and 3/ liabil-

business ities

1835 10 3,266 1,534 1,732 380 226 1,126

1836 11 5,603 1,921 3,676 k32 899 2,345

1537 il 3,910 2,380 1,530 336 k31 763

1833 12 4/ 3,941 2,952 989 394 323 272

1839 13 3,695 2,985 710 320 272 113

1840 13 3,652 3,031 621 208 183 140

1841 13 3,722 3,136 566 272 157 157

1842 13 2,182 1,828 35L 184 81 89

1843 13 2,602 2,311 291 189 54 48

184 13 3,538 3,101 437 293 52 92

18L5 13 k,163 3,667 496 359 76 61

1846 13 3,960 3,337 623 410 121 o2

1847 13 4,458 3,606 852 556 10k 192

1848 13 4,260 3,552 7C8 53 154 101

1859 13 4,071 3,3Ck 767 476 107 184

1350 13 4,177 3,422 755 556 118 81

1851 13 4,870 3,935 935 630 171 134

1852 13 5,00k 3,861 1,233 805 1c8 320

1553 13 4,829 3,832 99k 716 171 107

1354 13 397 2,995 96 630 274 b2 36

1855 13 4,084 3,336 748 599 121 28

1856 13 ,195 3,385 813 605 176 32

1857 2c L, 076 3,278 5/ 798 625 5/ 173 5/  --

1858 20 5,657 4,502 1,141 986 155 -- 1k

1859 20 5,202 4,303 899 834 65 -

1360 20 6,997 5,76k 1,233 1,187 46 --

1361 20 5,876 4,822 5/ 1,054 919 5/ 755/ --

1862 20 7,898 5,516 2,382 2,040 342 --

1863 20 7,648 5,680 5/ 1,968 1,7k5 5/ 223 5/  --

1864 20 4,419 1,560 2,859 2,756 103 --

1/ Sources: Harding, op. cit., Table IV; Annual Reports of
the State Bank and Bank of the State.

gj Most reports of condition were made in the second or
third week of MNovember,

3/ Includes deposits of both the Federal and State governments.

ter 1056 such deposits were apparently included with individual and
business deposits.

4/ Michigan City Branch Bank was formed in December of 1838,
after the report from which 13838 data were secured was sutmitted. It is
possible that the data also do not include circulation and deposits of
the South Bend Branch Bank which was formed just prior to the 1338 re-
poxrt.

2/ Tstimated by subtracting from circulation and deposits for
all Indiara banks, as shown in 1876 report of the Comptroller of the
Currency, the respective amounts atiributed to free banks, taken from
State Auditor reports for the indicated years. Since the two sets of
reports were presumably for different dates, and also because data for
free banks were not always complete, the resulting estimates can only
indicate the order of magnitude of the individual items.
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(Amounts In thousauds ot dollurse)

Circulvtion pius Deposite

1835 1843 13 51 19 )E 1658 1802
Total Percent Total Percent Total Percent Total Percenl Total Percent Total Percent
of total of total of total of total of total of total

Branch Banks, total 2/ $3,265 100.0% $2,602 100.0% $4,872 100.0% $3,939 100.0% $5,646 100.0% $7,896 100.0%
~ Branch banks located at:

Bedford 1hk9 h.6 172 6.6 193 4.0 13 3.4 2h1 h.3 309 3.9
Connersville 24l 4.3 185 2.3
Evansville 176 5.4 14k 5.5 327 6.7 331 8.4 325 5.8 617 7.8
Fort Waeyne 284  10.9 419 8.6 346 8.8 228 4,0 331 L.2
Indianapolis 964  29.5 355 13.6 511 10.5 381 9.7 387 6.9 556 7.0
Jeffersonville 109 1.9 26 3.4
Lafayette 248 7.6 277 10.7 443 9.1 36k 9.2 420 Tk 654 8.3
La Porte 229 b,]. 338 4.3
Lawrenceburgh 251 T 79 3.0 Wik 9.7 450 11.h4 265 L.7 455 5.8
Lima 203 3.6 2hly 3.1
Logansport 202 3.6 125 1.6
Madison 310 9.5 2h1 9.3 517 10.6 313 8.0 354 6.3 52k 6.6
Michigan City 182 7.0 307 6.3 261 6.6

Muncie 251 k.5 443 5.6
New Albany 247 7.6 11k b 3869 8.0 190 4.8 Lés 8.2 553 7.0
Plymouth 189 3.3 175 2.2
Richmond 514 15.7 155 6.0 349 7.2 367 9.3 %73 8.4 €8l 8.7
Rushville 231 4.1 271 3.4
South Bend 157 6.0 22k h.6 191 4.9 217 3.8 356 k.5
Terra Haute 215 6.6 231 8.9 395 8.1 322 8.2 323 5.7 514 6.5
Vincennes 191 5.8 211 8.1 324 6.6 289 7.3 290 5.1 295 3.8

1/ Source: Annual Reports of the State Bank and Bank of the State,
g/ May differ from totals shown in Table 22 because of rounding.
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of total circulation plus deposits.

Number and obligations of Branch Banks, 1852-64. The number
of Branch Banks remained at 13 through 1856. When the Bank of the
state of Indiana succeeded the State Bank there was a net increase of
7 Branch Banks, as 8 new ones were formed and 12 were continued in
the old locations. Only Miehigan City was not represented after 1856.

Total circulation and deposits of Branch Banks increased
substantially during this period, reaching a high of almost $8 million
in 1862. This was a reflection of the increased number of Branch
Banks and, after 1860, of the impact of the Civil War upon the
State's economy. These data, which are shown in Table 22, also re-
flect the panics of 1854 and 1857, both of which were weathered
successfully by all of the Branch Banks. As in the first peried, no
Branch Banks failed, and the Branch Banks of Indiena thus compiled
a remarkable record for stability over a thirty-year period marked
by at least two severe depressions.

The volume of circulating notes continued to exceed total
deposits in this periocd, although in the later years deposits tended
to grow faster than circulating notes. The sharp decline of circula-
tion in 1864 is presumably explained by the deliberate withdrewal
of notes from circulation as the Branch Banks prepared to convert
to national banks.

The distribution of total circulation and deposits among
the individual Branch Banks during this period, as shown in Table 23,
indicates that, to the end, the Indiana insursnce system was nct en-
dangered by & concentration of risk in one or a few Branch Banks.

Mumber and obligations of all Indiana banks, 1852-64. Table
2L shows the number and obligations of all Indiana banks in the
period 1852-64, by class of bank. The Table includes the free banks,
which were authorized in 1852 but did not participate in the insurance
program.

The number of free banks increased rapidly after 1852,
reaching a high of 91 in 1855. Since the number of Branch Banks re-
meined tke same until 1857 only about 13 percent of all Indiana
banks were participating in the insurance program in 1855. However,
the larger size of the Branch Banks is indicated by the fact that
even in 1855 almost half of the total circulation and deposits of
all Indiana banks was protected by insurance.

The fallure of many of the free banks in 1855 and in
several of the following years, and the increase in the number of
Brench Banks in 1857, resulted in a marked rise both in the proportion
of all banks participating in insurance and the propocrtion of total
circulation and deposits so covered. After 1857, and until the
final year of the period under review, Branch Banks constituted more
than half of all banks and their combined circulation and deposits
amounted to about three-fourths of the State total.
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Jiann Thanks ,
3 of dollars)

18,0 Gl

All banks Branch Banks Free Banks Branch Banks Percent of total
Year 2/ as a percent obligations in

Number Obligations Number Obligations Number Obligations of all banks Broanch Vanks
1852 28 6,184 13 5,00k 15 3/ 1,000 4/ b6, 82.4
1853 43 9,563 13 4,829 30 b, 73k 30.2 50.5
1854 103 15,472 13 3,977 90 11,495 5/ 12.6 25.7
1855 104 9,084 13 h,08h o1 6/ 5,000 7/ 12.5 45.0
1856 53 7,196 13 4,195 4o 3,001 2L, 5 58.3
1857 46 7,038 20 4,076 26 2,962 43,5 57.9
1858 38 7,450 20 5,657 18 1,807 52.6 75.9
1899 37 7,161 20 5,202 17 1,959 54,1 72,6
1860 4o 9,185 20 6,997 20 2,188 50.0 76.2
1861 38 7,672 20 5,876 18 1,796 52,6 76.6
1862 33 10,155 20 7,898 18 2,257 52.6 77.8
1863 34 10,248 20 7,648 14 2,600 £8.8 h.6
1864 30 6,541 20 L,k19 10 2,122 66.7 67.6

1/ Sources: Free bank deta from Annual Reports of Auditor of the State, except as indicated below.

For Statec Bank and Bank of State data sce Table 22, note 1.
g/ Dates of reports of free banks and Branch Banks penerally differed, in any one year, {rom two to five

mnonths.

University of Chicago.

1853 to Auditor of State by 10 free banks,
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§/ Maurice O'Rear, An Analysis of Commercial Banking in the State of Indiana, unpublished dissertation,

L/ Circulation as reported by Ross {see notc 6) for 15 free banks plus deposits as reported in January

5/ Condition as of July 1, 1855, as reported in Governor's message (see note 4) plus deposits as reported
by 46 banks on same date.
§/ "Report of the Joint Select Committee to Investigate the Condition of the Free Banks", Indiana Documents,

1853-54, pp. 915-918.
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7/ Estimated from "Governor's Message to the General Assembly”, January b4, 1855,
and Auditor of State Report of condition of free banks as of January 1856.
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History of the Operation of the Insurance Plan

Branchh Bank record. During the 30 years of operation of
Indiana's insurance plan creditors of the participating banks enjoyed
a degree of security uamatched Ly any other plan for the insurance
of wark obligations. Not a single depositor or noteholder suffered
a loss because of inebilityr of a Branci Bank to meet its obligations.

Mo Branch Bank failed, though one suspended operations for
a fewr months at the instigation of the State Board. The lending
policies of the Lawrenceburgh Branch Bank had drawn the criticism
of the Beard for a number of vears, beginning in 1839. }/ Unable
to resolve the difficulty, the State Board clcsed the bank irn the
rall of 1343 and the president announced that: 'receivers are now
in possession of the effects of the branch. Until redeemed bty them,
its paper will be taken as heretofore by the other branches ..." g/

The situation of the branch, which apparently first appeared
hopeless, was better than expected and only a few months were re-
quired to rights its affajrs. No assessment was levied on the other
Branch Banks, nor is there any evidance that a creditor of the
Lawrenceburgh Branch Bank suffered a loss. The 184L4 Annual Report
to the State legislature noted: 'the Lawrenceburgh Branch ... by
order oi the State Board, has been restored to its former functlions
and Tranchises, under auspices altozetiier favorable to its future
prosperity and usefulness. The re-installment toox place on the
26th day cof February last ..." 3/ This seems to bave ended the
controversy and Lawrenceburgh continued to maintain one of the
most active banks in the mutual guarznty system.

Comparison of records of Branch fanks and free banks. Un-
fortunately, the creditors of banks not partiecipating in the Indiana
insurance orogram did not fare as well. Between 1354 and 1363 no
fewer than 68 free banks suspended operations., PFifty-three did so
in the pericd 1854-55, while most of the remainder were not able to
survive the panic of 1857. It will be recalled that at one time about
90 free baniis were in oreration so that the failure rate was weil
over 50 percent,

Losses sulffered by creditors of the failing free banks do
not, at first glance, appear to have been excessive. Free banks
were required to secure their circulating notes by depositing Federal
and/or State bonds with the State Auditor equal to 100 percent of
the face value of the notes. E/ Examination of the reports of tke

1/ January 22, 1839, Incdiana Letters, op. cit..
2/ "Report of the PresiGent of the State Bank," December
1343, Iadiana Documerts, 1842-43.
T Amatal Biport of the President of the State Bank,"
December 15:¢k, Indiane Documents, 1S43-uk.
&/ This requirement was changed to 110 percent in 1855.
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gtate Auditor indicate that about 5230,000 was lost by noteholders.
At its pezk, circulation of the free banks was about $9,000,000 so
that the loss arounted to less than three percent of the total.
Table 25 provides information on losses tc noteholders.

Table 25
Lesses to loteholders, Indiana Free Banxs, 1855-&2 1/
Note circulation  Amount of

Numpber of at time of circulation

Year suspensions suspension not redeemed
1855 53 2,860,134 $155,423
1856 - - -

1857 10 153,543 67,740
1358 1 908 -

1859 2 k8,551 -

1860 - - -

1861 1 40,226 6,034
1862 1 - -

Total 68 $3,103,367 $229,197

1/ Annual Reportis of the Auditor of the State.

Tt is probable that the actual loss %o holders of the
notes at time of suspension wvas gieater than the indicated sum. In
the chactie situation which characterized the free banking systen
in 1854 and for several vears thereafter it is likely that mauny
noteholders were persuaded by the banks or by speculators to part
with their notes at substantial discounts.

It may be presumed that cdepositors in the free banks
suffered a relatively greater loss than noteholders. Deposits had
no special security beyond the general assets of the bank and the
liability of the stocitholders. Little information is available on
these losses but when it is recalled that many of the banks were
recklessly and even fraudulently orerated it may be presumed that
depositors were inadequately protected.

Losses to depositors in the case of the free banks take
on added significance when it is pointed cut that deposits constitu-
ted a larger percentage of combined free bank deposits and circula-
tion than was true for tihe Branch Banks. In three of the vears
between 1653 and 13€h deposits in the free banks exceeded circula-
tion and over the entire period deposits, on the average, were
about equal in amount to circulation.

Appraisal of the Supervision and Management of the Branch Banks

Supervision of tanks included in Indiana's mutual guaranty
system appears to have been of partiecularly high guality over the
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entire period. 1/ The State Board was diligent in requiring that

the Branch Beaks conform with charter provisions. What discretionary
authority the Beard possessed was used primarily to insure the sound-
ness of the individual Branch Banks and of the system as a whole
even, a8s critics sometimes maintaired, at the expense of depriving
the State of the quantity of circuwlating medium which it needed.

Between 1834% and 1842 there occurred the Specie Circular
of 1836, the withdrawal, beginning in 1837, of the large deposits
of the Federal Government, the financial crisis of 1837 culminating
in the countrywide suspension of specie paynents, and, finally, a
second suspension of specie payments followed Ly prolonged and
severe depression. In addition, the State of Indiana contracted
curing this period fo:r the construction of an elaborate system of
internal impiovements which later had to be abandoned. That the
Branch Banks of Indiana were able to survive this combination of
events, so disastrous for many of the nation's banks, cen be
attrivuted in part to the xind of supervision they received.

Adequacy of examinations. Examination of thke Branch Banks
by the State Board was required at least once every six montas.
From the success of the system in avoiding bank failures due to
large deTalcations or to mismenagement, it must be assumed that
examinetions were well conducted over the entire period. Certainly
this was the case under the first presidert, Samuel Merrill, con-
cerning vhose exeminations the ceshier of one of the Branch Barks
later commented:

As no notice was ever given of the time these
examinations were to be looked for, no special pre-
parations could be mede for them by the officers
of the branches, and they were always of the most
searching and thorough character. So searching and
thorough were they that fraud and mismanagement
could Lardly have escaped detection. 2/

Some of the problems which faced these bank examiners
were similar to those which examiners meet today, while others
were peculiar to the time and area. Examination policies in 1840
are illustrated by the following letter, quoted in its entirety: §/

1/ Three men served e&s president of the State Bank, between
183k and 1857, vhile the Bank of the State had only one president
during its relatively short life. This position, similar to that of
a State Bank Coumissioner todey, was filled by Samuel Merrill,

James Morrison, and Ebenezer Dumont for the State Bank, and by Hugh
MeCulloch for the Bank of the State. McCulloch leter became the
first Coumptroller of the Currency, following which he served as
Secretary of the Treasury in three administrations.

2/ Hugh ileCulloch, Men and Measures of Half a Century,
(Mew York: 1888), p. 1ly.

>/ March 9, 1840, Indiana letters, op. cit..
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Ste. Bank March 9, 1840
Sir:

You are appointed an Examiner on the part of
the State Bank to visit and exsmine the Branches at
Fort Wayne, South Bend, and Michigan City, previous
to the May Session of the State Board. You can con-
sult your convenience as to time, but perhaps it
would be best to go on horse back from your place
tc Fort Wayne, thence 80 miles to South Bend, Thence
37 to Michigan City, Thence by Lavorte 82 miles to
Logansport. I annex a copy of Interrogatories pro-
pourded to the Branches.

Yours Truly,
S. Merrill, Presd.

Question

No. 1. Do you lmow of any proceedings in your Branch
which are not allowed by the Charter, and if
so what are they?

No. 2. For what period are your notes discounted, and
what is the usual requisition on renewing
notes?

No. 3. Are there any Directors in your Branch wko 8o
not regularly pay the usuval curtailments
on their loans, and if so who are they, and
on how many occasions since they have been
Directors have they neglected to pay such
curtailments?

No. 4, Are any of your stockholders permitted to re-
nevw their loans without curtailment, and if
so what is the amount of their loans and the
stock held by them?

No. 5. Can your stock be sold at par or over for
cash, or on short credits, or if not, what
prices can it be sold in either way?

No. €. Are Notes renewed for persons who do not or
canncot make any curtailment without requiring
better security for the same, and if so what
are the reasons for granting such favors?

No. 7. When notes are renewed without curtailment,
are any reasons spread on the minutes by any
of the Directors to prevent their being
liable in their individual capacities for
losses if such should occasion the insol-
vency of the Branch?
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No. 8. What is the amount due your Branch from persons
wvho do not pay regular curtailments on their
notes, and do any such persons obtain new dis-
counts and if so, who are the persons obtaining
thege discounts, and what is the amount due from
each?

No. 9. What is due from each of jyour Directors?

Mo, 1C. Vhat amount is due from stockholders who owe more
than their stock and what 1s tha amount of their
stock?

No. 1ll. What amount of stock 1s owned by persons who
owe nothing or less than tkeir stock?

Mo. 12. What is the amount of actual payments on Bills
and Notes the last CC days and what is the
usual proportion of payments?

¥o. 13. What is the amount of your loans in the hands
of Dry Goods Merchants and what amount of money
has been loaned to this class of borrowers
within the last 90 cays?

No. 14, Do you know of any loans being made by our Branch
in the name of one person for the benefit of
another, or do you know of any Directors or
officer of the Bank who use the names of others
to diminish their apparent indebtelness, and
if so state the particulars?

No. 15. What is the suspended debt in your Branch, what
part of it is in suit, what part is consicered
doubtful, and what part desperate?

No. 16. What is the usual premium charged on the purchase
of Bills of exchange at the principal points
vhexre they are payable?

No. 17. What is the amount of purchased notes on hand,
and what is the average discount charged?

No. 18. What amount beyond your present discounts could
your Branch lcan ghmyterly which would be punctually
paid on an average of not more than six nonthsa?

No. 19. What prefeirence if any is given to Directors
and Stockholders”

Wo. 20. When business paper--of Merchants, Farmers,
Manufaecturers, exporters of produce, and other
classes of business men apply for lLoans--vhat
1s the order in which they are preferred?

No. 21 Are new discounts ever made to persons who suffer

their paper, either for collection or loans to lie
under protest?
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Loans to officers, directors and stockholders. It will be
noted that a number of the questions in the above letter deal with
joans to bank officers, directors, and stockholders. This is, of
course, still an object of inquiry today, but the problem was much
pore acute at that time. Excessive loans of this sort were dangerous
for a bank, not only because through constant renewal tney turned into
long-terms loans out also because they provided opponents of banking,
who were then particularly strong, with telling arguments for the
aboliton of all banking. Indeed, Merrill commented in a letter to
genry Clsy in 1841: "Nearly all of the difficulties in managing our
jnstitution have arisen from the large loans to Directors and stock-
holders in a few btr. who subscribed stocik not for the Dividends but to
borrow money." 1/

The letters of the President of the State Bank testify both
tc the concern with which supervisory officials viewed such loans and
to their efforts to restrict them so far as possible.

One of the earliest and most serious cases involved the
Lafayette Branch Bank. Apparently the cashier and several of the di-
rectors had vorrowed quite heavily., The State Board strongly condemned
this but the Board of Directérs of the Branch Bank refused to do so.
Thereupon, the State Board declared that either the offending officers
leave or the Branch Bank would be suspended. One of the letters
dealing with this case illustrates the attitude of the State Board:

The requirement of Mr, ‘s resignetion was not
considered by any one of the State Board as a uatter
personal towards him, but he had been guilty of several
matters which the Branch board had refused to disapprove
... All that the State boa.d expect is that your branch
shall by its safe, prudent and honorable management,
recover and retain public confidence ... I suppose this
might ve done much more effectually even than by re-
moving the Cashier if your Directors who are large
berrowers would resign and their places could be supplied
by vrudent, sensible men, wot borrowers ... If you think
this can be brought about and it should be done very
little inquiry will be made as to the Cashier and if he
be as he ought to be, the agent of safe and prudent
Directors, it is their business alone to select him.

But to have Directors generally large borrowers, receiving
special favors of the Cashier and each other; suffering
their own notes to be under protest: refusing to dis-
approve misconduct in their agents: and favors at the
expense of the bank granted by the Cashier to the Di-
rectors: such acts when taken together are of a character
not to be tolerated. The State board must have assurance
that matters will be managed otherwise or your branch
must and will be suspended. Either Mr. or the
persons who have been tempted ... to use him to their

owr: purposes must leave the branch. 2/

1/ May 29, 1chkl, Indiana Letters, op. cit.. Underscoring
in the original.

2/ June 6, 1838, Indiana Letters, op. cit.. Underscoring
in the original; neames deleted by author.
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The Lefayette affair was erded with the resignation of the
cashier, but in the lLawrenceoburgh case it will be recalled that sus-
pension of the Branch Benk was the ultiuate decision. Although the
1atter bank had violated a nwaber of regulations of the State Board,
its major cifense vas the favoritism shown certain of the stockholders
and directors in making loans. In 1839, for example, Merrill wrote:

I must fear that there are aslmost nc stockheolders
in the Law. or. who hold the stock for any other purpose
than to borrow money ... I fear too that there are at
least three directors in the branch who would fail at
once if they were called upoa to pay even an eighth
every three months ... I do not doubt the good intention
of your Cask. according to his notions of propriety
but I belisve he manuvers too much. é/

So critical was the prgblem of loans to stockholders of the
Lawrenceburgh Branch Bank that, on cne occasion, Merrill took the
untusual step of writing directly to one such borrower, suggesting
that if his loans and those of the other stockholders were not re-
paid the Branch Bank would have to be suspended. 2/

Although the Lafayette and Lawrenceburgh cases were perhaps
the most serious, they were not the only cnes to come to the attention
of the Stete Board. Loans %o stockholders and directors in the
Branch Banks at Bedford, South Bend, and Michigan City also drew the
criticism of the State Board. The Boerd did not object to all such
loans but only to those which gave evidence of becoming permanent.
Perhaps the best indication of its position is found in a letter
from Merrill to the Cashier of the Lawrenceburgh Branch Bank:

Though it may not be wrong to loan money to a
Director for the promotion of public improvement, or
for some useful object in the same manner as would be
allowed to others, yet if Directors are suffered to
renew their notes without curtailment the reason
for each proceeding should appeer on the minutes, and
if the building a Mill or other sufficient cause be
alleged for the grant of such a favor I suppose no
conplaint could be made. I notice that Mss.
and have several times renewed their notes
without any reduction. If there e any special
cause why they are more favored than others, it
would be well to state the same in a Rescolution of
your Board to bpe forwarded up to the State Board ...
but if you have inadvertently made allowances in
these cases which should not have been it would be
well by Resolution of your Beard to condemn the
practice and abandon it hereefter. 3/

1/ August 3, 1839, Indiana letters, op. cit..
2/ Tecember 3, 1842, Indiana Letters, op. cit..

—————retarp—-

3/ March 3, 1840, Indiena Letters, op. cit.. Names deleted
by esuthor.
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Limitation of loans and discounts. The power of the State
Board to vary the maximum ratio of loans and discounts to capital
has been discussed earlier. From the nature of the period following
the great depression of the early ic4O's, it is doubtful that much
use was made of this power. However, in the earlier years the
record indicates that it was used frequently.

At the commencement of operations in 1834 loans and dis-
counts were crdered held to the lowest level; i.e., one and a
cuarter times capital. ;/ In the prosperous period which followed,
loans and discounts were permitted to iacrease almost to the limits
set forth in the charter. However, in May of 1836 the State Board
anticipated the panic which was to enguif the nation's money markets
one year later. 1In view of the "state of the currency and exchange
in the VWest, and the heavy demands made by the Secretary of the
Treasury on the ... branches’, the Board resolved that "the Branches
be advised to prepare at the close of this present guarter to re-
duce their discounts to an amount not exceeding twice the amount of
capital paid in, that they be advised to act with great Caution
as to the Species of Business they encourage by Bank facilities." 2/

In November of the same year the restriction on discounts
was lifted, only to be returned tae next spring as a conseqguence of
"the rapid withdrawal of the United States Deposites, and the con-
fusion that now preveails in the money market."” g/ As was noted
previously, several of the Branch Banks were among the banks used
by the Pederal Government for tie deposit of its surplus talances.
In June 1836, an act for the distribution of the surplus amongz the
States was passed, to teke effect January 1, 1337. It is possible
that the Indianas deposit banks received their call for the deposits
about April 1, 1837.

From the letters Merrill wrote in the months immediately
following this order, it appears that difficulty was met in only two
cases. On July 21, 1837, Hugh McCulloch, then Cashier of the Fort
Wayne Branch Bank, was ordered to explain his tardiness in reducing
discounts. E/ Later in the same year, Merrill informed the Lafayette
Branch Pank thet the State Board would be forced to exercise its
right to suspend a Branch Bank for failure to obey its orders unless
a reasonable explanastion of its course was provided. éj Evidently
these warnings were sufficient and the erring banks brought back
into line,

It soon becane apparent that orders respecting the contrac-
tion of Branci Bank discounts ran counter to the Board's desire to
encourage loans to individuals ergaged in the export trade. FHot only
was the export of the surplus produce of the State essential to its
economic growth but also, as is indicated in several of the guestions
in the examination letter, the Board felt that paper arising from
the trade was ideally suited for the Branch Banks' portfolios.

1/ See p. 1V-7 above.
2/ May 19, 1836, Journal, op. cit..

1:/ Tbid., May 18, 1837.

L/ July 21, 1637, Indiana Ietters, op. cit..

5/ September 8, 1837, Indiana Letters, op. cit..

N
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gowever, when the discount line was reduced the Branch Banks complied
py allowing thelr holding of bills of exchange and other short

peper to run off. At the same time, the volume of accommodation paper,
i.e., renewvable notes of individual borrowers not based on a particu-
lar commercial transaction, remained stationary. Consequently,
starting in 1827, orders of the State Board relative to the ratio of
1ecans and discounts to capital became more selective.

In Hovember of 1837, the Board nctified the Branch Banks
that "whereas it is of great importance to the interests of this
State that such bank accommodations should be extended to the ex-
porters of produce ..." they were authorized to extend their dis-
counts to two and one-quarter times paid-in capital by "discounting
such paper'. ;/ Later orders continued to favor this kind of paper
and, at the same time, struck directly at accormodation notes. 1In
August of 1839, discounts were restricted to one and one~-quarter
times capital, unless on proupt paper of not more than six months. g/
As Merrill explained in a critical letter to the South Bend Branch
Bank: "One of the oxders or rules of the State Board for the govern-
ment of the branches requires in substance that the branches respec-
tively shall not discount accormodation notes exceeding once and a
fourth the capital actually peid in." 3/

On occasion the State Board singled out individual Branch
Banks in its orders. The baniis at Lawrenceburgh, Madison, and New
Albany were ordered in 1839 to keep at least one-third of their
total discounts in bills of exchange not baving more than four months
to run. 4/ In 1040, the South Bend Pranch Bank was ordered to hold
its discounts to one and one-quarter times its paid-in capital and
was forbidden to renew accommodation notes unless at least one~tenth
of the principal was paid at each renewval. However, it was speci-
fically authorized to disecount up to $30,000 in new bills of exchange,
provided they were not presented by individuals alresady indebted to
the branch. 5/

Real estate loans. In the course of steering the Indiana
banking system through its difficult early years, supervisory
authorities had to contend with the effects of the gpeculative land
boom which raged in the middle 1830's. The 1835 Annual Report of
the State Banik to the legislature took a strong stand against loans
based on real estate security. é/ Private instructions which went
to the Branch Banlts indicate that the concern was real. In a letter
to the officers of the lafayette Branch, Merrill wrote: "As we have

1/ November 25, 1537, Journal, op. cit..

2/ Ibid., August 14, 1839.

3/ October 27, 1840, Indiana Letters, op. cit..
L/ August 14, 1839, Journal, op. cit..

5/ November 11, 1840, Journal, op. cit..

§/ Report, December 12, 1835, op. cit..
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no difficulty in securing loans on real property not subject to such
variations in price we reject in all cases where there is any sus-
picion of a high valuation and in general we take no town lots unless
in very special ceses." l/ The Tact that the Branch Banits weathered
the collapse in land values which took place soon after, and whieh led
to the failure cf many western banks, is indication that the policy
was successiul.

Internal irproverments loans. Merrill and the State Board
nad no illusiorns as to the dange:r the State intermal improvements
progran held out Tor the Branch Banks. An 1840 letter emphatically
warned agzainst any "connection with the Internal Improvements of the
State waich it is highly important both for our credit and interest
to avoid." 2/

Since the State was a stockholder and was represented in
the menagement of the State Bank, the Branch Banks could not enitirely
ignore the program. However, the)y endeavored to serve only as trans-
fer ageats for internal improvemexnt Tunds raised by the State through
bond sales in the East and abroed. lloney was advanced the State by
the Branch Banls, which were then repaid out of the receipts of bond
sales. However, when the Ztate ran into difficulty in placing its
bonds the Branch Banks founé thet they had in fact made long-term
loans of about $700,000. This was the full extent of their partici-
pation, and although it resulted in some difficulties seems to have
done no permanent dameage.

Policy during suspension of specie payments. The Branch
Banks, along with all other western banlss and wmost banks in the
country, were forced to suspend specile payuents twice within five
years after they had opened for business. The dates at which banks
in the various Stiates suspended d4iffered but, in general, the two
periods of suspension were from :he spring of 1837 to the sumer of
1838 and from the summe:r of 1839 to the swmer of 1842. The State
Bank of Indiana suspended specie payments in Mey 1337, and resumed
in August 1823. It suspended zgain in Hovember of 1839 and resumed,
never to suspend again, in June of 18k2.

In periods of suspeansion there was a strong temptation for
unwise bank management to expand lcans and discounts, even if pro-
hibited by law. The reason, of course, was that banks were free of

1/ February 1, 1836, Indiana Letlers, op. cit.. Town lots,
often located in towns not yet in existence, were a particular
Tavorite ¢f speculators.

2, September 23, 1840, Indiana Letters, op. cit.. How dis-
astrous sucil an alliance would be was iltlustrated by the case of the
State Bank of Illinois. From the beginning the State regarded the
bank as an important agent in its plans for internal improvements.

To pay interest on the funds borrowed for internal improvements' pur-
poses it invested heavily in bank stock, paying for the stock in ad-
ditional state bonds which the btank was unable to dispose of. The
decline in value of the bonds wes an important factor in the failure
of the State Bank of Illinois in 18kL2.
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the obligation of having to redeem their notes in specie and could
tpus operate on a spaller reserve. Such a policy usually proved to
pe disastrous, however, beceuse of the abnormally large demand for
snecie when the breathing spell ended.

Superviscry authorities in Indiana did not permit the Branch
Barks to become vulnersble in suspension pericds. In larch 1837,
1oans and discounts of the State Bank were the highest since 183k,
amounting to well over $h,000,000. They taen declined until the
supmer of 1538, The resumption of specie payments at about that time
1ed to & new rise which carried loans and discounts to just under
45,000,000 in March 1839. The second suspension of specie payments,
oceurring in 1833, lasted until 1842. During this period loazns and
discounts showed some variation in response to the needs of the
compunity but the trend was downward, so that when resumption tock
place in June of 1842 the total was well under $3,000,0C0.

lote circulation showed the same general movement. A peak
was reached in April 1837, after which the trend was downward until
the late summer of 1338. Another high was reached in June 1839, and
thereafter circulation declined until November 1842.

Political entarglements. The bitter contest in 1832 be-
tween the major poliitical parties over the rechartering of the second
Bark of the Uaited States made vanking a leading issue in almost
every political campaign during the 1830's and 13LkO's. The anti~
bank forces, and especially the hard-money wing of the Temocratic
party, lost few opportunities to criticize banks, particularly the
chartered institutions. In some States tue failures of several of
the leading banks were in agreat part due to such politically inspired
attacls.

The State Bank of Indiana was not able to sidestep this
problem completely. i/ Wevertheless, it appears to have been the
conscious policy of the supervisory euthorities to avoid those
practices which always provided fuel for anti-bank forces. Post-
notes, for exarple, wersz in Merrill's opinion only justified in
periods of crisis. g/ When he discovered that the Lawrenceburgh
Branch Bank was issuing such notes in 18339 he ordered it to stoo and
informed the Branch Benks that they were not to aceept the notes. 3/
The avoidance of excessive lending to directors and stocknolders has
already been cited. Another unpopular activity of banks involved
securing highe:* rates of intevest thar were permitted, through the
device of "purchasing" notes or bills of exchange rather than dis-
counting them. Typical of a number of letters by Merrill on this sub-
Ject was one to an official of the Bedford Branch Bank: '"The power

l/'One of the most severe political attaciis was made in a
report by Mr. Judah of the General Assembly, January 29, 1838. Journal
of the House of Representatives, 22nd Session of the Gereral Assembly,
1657-39. 2/ Post-notes were redeemable by the issuing bank only after
a stated period, usually six months to a year, after the date of issue.
They commonly did not pay intezest.

3/ October 3, 1839, Indiana Letters, op. cit..
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referred to in the last query seems to be given by the Charter, but
!

;¢ exercised should be met with much caution.” 1

Supervision after 1845. After emerging from the depression
geriod, the Branch Banks apparently continued to recelve supeirvision
which seemed directed to maintaining their soundness. Correspondence
1g not availzble for this pericd but continued maintenance of kigh
capital ratios and substantial specie reserves testify to this policy.

The policy of favoring borrowers who were engaged in the
export of surplus produce seems to have been continued and even in-
tensified. Advances to exporters commonly took the form of dis-
counting bills of exchange drawn on eastern and southern importers.
Although several of the Branch Banks did a substantial amount of
such business from the beginning, in 1835 the "bills of exchange" part
of lecans and discounts for all Branch Banks combined amovnted to less
than 25 percent. However, by the 1850's "bills of exchange" accounted
for well over 75 percent of the discount business of the State Bank.
The change in this aspect of the Branch Banbks' business is 1llustrated
in Table 26.

Perhaps the clearest indication that the State Bank con-
tinued to be managed in a conservative menner is supplied by the fact
that the most freguent and telling criticism of the system was on
the ground that it was not expanding the volime of currency as rapidly
as was desirable. So effective was this cherge that it was impossible
for the State Bank to secure a renewal of its charter.

The organization of the Bank of the State of Indisna, as
indicated previously, was effected only after some dubious, and
possibly fraudulent, activities on the part of its promoters. As a
result the public was understandably suspicious of the new system.
Nevertheless, it

very largely redeermed its reputation as a result of
the very excellent management provided for it. Hugh
leCulloch, a former president of the brancn of the
Second State Bank of Indiena located at Fort Wayne,
was chiosen 88 president of the new barx; and James
M. Pay, former secretary of the board of directors
and cashier of the Second State Bank of Indians,

was appointed cashier. 2/

though little is known of the quality of supervision
accorded Branch Banks during the later years, the fact that the banks
weathered the panic of 1357 without even suspending specie peyments,

1/ December 27, 18934, Indiana Letters, op. cit..

g/ See Maurice QO'Rear Ross, An Analysis of Commercial Banking
in the State of Indiana, unpublished dissertetion, University of
Chicago. Poss refers to the State Bani: as the "Second” State Bank
"because the old Ban!r of Vincennes, chartered before Indiana became a
State,had for a very brief period operated as the State Bank of
Indiensa."
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1/
mble 26. Discounted Bills of Exchange, State Bank of Indiana, 1835-57
(Amounts in thousands of dollars)

- Total lcans Discounted Percent of
Year 1/ and discounts bills of loans and
2/ exchange discounts

1835 1,811 376 2L . 9%
1836 3/ 3/ 3/

1837 3 3/ 3/

1338 3/ 3/ %/

1839 3,340 T2k 18,4
1840 3,311 gh2 ei/h
1841 3/ 3/ 3

1842 3/ 3 g/

1843 1,970 366 18.6
18kh 2,980 h43 1k4.9
1845 3,028 1,197 39.5
18L6 3,019 1,359 45.0
1847 3 3/ 3/

1348 3,439 1,791 52,1
1849 3,589 1,912 53.3
1850 4,125 2,415 58.5
1851 4,358 2,835 £5.0
1852 4,250 2,755 65.1
1852 5,037 3,439 66.3
1354 4,159 3,335 81.0
1855 4,679 3,654 78.1
1856 3/ 3/ 2/

1857 o8 229 375

;/ Data are for one cate in each year, usually in November.

2/ The sum of "bills discounted" end "discounted bills of
exchange".

3/ Mot available.
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in contrast with most other banks, is indication that the quality of
supervision continuved to be high.

Appraisal of the Insurance Plan

In view of this fact that there were no failures among
parks participating in Indijana's insurance system, an appraisal of
that system must ascertain whether or not it was simply an unimpoitant
appendage of the two successful banking systems which existed between
183k and 1864, 1In other words, weuld creditors have fared just as
well if Branch Banks had not been responsible for the unpaid deobts
of a failing meniber?

To fully appreciate the success of participating banks in
Indiana, the barking experiences cof several other western States
might be cited. Two major bvanking crises occurred in these years:
1839-42 and 1857-59. When the first ended banking in the West had
virtually disintengrated. In Michigan only an insurance company was
left to do any banking. %/ Chio had eighkt banks in operation, where
scarcely five years before there had been 35. The situation in
Illinois was succinetly cdescribed by one observer with the comment "all
the bankgof Illinois have ceased to be", g/ while in Wisconsin the
few banks which had been chartered were gone and only the Wisconsin
Marine and Fire Insurance Company of Milwaukee was left to meet the
baciking requirements of the northern Illinois and southern Wisconsin
area.

Similarly, the years 1857-59 witnessed many bank failures.
The most important single failure in the ‘fest - and possivly in the
entire country - was that of the Ohio Life Insurance and Trust
Company of Cincimiati. 3/ However, there were numerous others,
especially among the free banks of Indiana and other States. Not only
did all of the Iandians Biranch 3anks survive this crisis but they were
among the very few banks in the entire country which did not suspend
specie payments.

Five factors could be cited to acecount for the success of
Indiana's Branch Benks: (1) the excellence of the supervisicn and
management of the Branch Banks, (2) the restrictions of law under
which the Branch Banks opersted, (3) the large amount of paid-in specie
with which the Branch Banks began business, (4) the avoidance of
complete entanglement ia the 3tate's internal improvements program,
an (5) the fact that no single Branch Bank became so large as to
dominate the system.

1/ The panic of 1G37 and the depiession of 1839-42 are dis-
cussed in scme detail in Chapter V, dealing with insurance of bank
obligations in Michizan.

2/ George . Dowrie, The Develcpment of Banking in Illinois,
1817-63, University of Illinois Studies in the Social Sciences, II, 131.

3/ The panic of 1857 is discussed at somewhat greater length
in Chapter VI, dealing with insurance of bank obligations in Chio.
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While these factors were important, by themselvee.they are
not a sufficient explanation of that success. Why, for example, was
the supervision excellent? Tor the most part, officers of Branch
Banks were inexperienced bankers in the early years, and even the
president of the State Banit was nev to banking. Harding has stated
flatly: '"the officers of the State bank were practically all without
experience in banking." 1/ This is borne out in an examination of
the letters of the first president whiech shows that one of his impor-
tant tasks was to instruct many of the Branch Bank officers in scme
of the elementary principles of baniting.

Granted that over-all supervision was of a naigh quality,
why vere the restrictive provisions of law observed at all? Michigan,
for example, had excellent supervision of banks operating under its
insurance plan but the main task of the examiners seems to have been
that of closing up banks which refused to abide by the law. Certainly
the Indiana restrictions were not unique. For exampie, the requirement
that loans and discounts, as well as circulation, notl exceed a cer-
tain multiple of the paid-in cepital is found in almost every bank
charter granted in the West at that time. Other restrictlons, such
as the prohibition of real estate dealings and the iimiting of loans
to directors and officers, were also common.

Similar questicns might e asked regarding the other factors
¢cited. How were the Indiana banks able to avoid becoming too closely
allied with the internal improvements program? Granted that the law
made possivle a commencement of operations with a large specie re-
sexve, why was a substantial reserve maintained during the entire
period? In both cases aigher profits lay in the opposite direction.

The answer to these questions is not found in differences
between Indiana and its neighboring states. Indiana was virtually
a frontier state when it established its new banking system in 183%4.
In the following years it was subject to the same waves of immigration
and settlement, and suffered the same spells of feverish speculation
in land, as did the other western States. The major occupation was
agriculture and its industries were largel; those connected with the
preparation and export of surplius produce to the East and South.
With the possible exception of Madison there were no commercial
tovms of any size in 1834. Even when the insurance plan ended Indiana
was still an agricultural 3tate and could boast of no cities corparable
to Cineinnati or Ckicago.

The key to an understanding of the success of the Indizna
State Bank is Tound in the character of its insurance plan and of
bank supervision. A number of essentially independent banks were
placed under the general supervision of a common board of directors
and president. Since each bank also had its own officers and board

1/ Herding, op. cit., pp. 33-34.
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this would not appear, at first glance, to differ materially from

the systems in otiner States, except that the supervisory auvthorities
ijn other States were more often called Bank Commissioners rather

then directors. However, there was two important differences:

first, the supervisory board was made up almost entirely of represen-
tatives from each of the participating benks; second, supervision in
1ndiana included some functions of central banking.

Having each bank represented on the supervisory board could
have been guite dangerous. In the event of viclation of the law or
the Board's directives by a Branch Bank, the same body would have
been prosecutor, jury, and judge. The errors of one bank might well
have bLeen overlooked in hope that the favor would be returned in
another instance. What made it work was the fact that the banks
were mutually lisble for the debts of a failing member.

The Brarnch Banks themselves were the ones immediately and
directly affected in the event of the failure of any one, so each
was vitally interested in the proper operation of every other Branch
Bank. Since each was represented on the State Board, this interest
could be, and was, translated into effective action. Add to this
the fact the scope of the powers of the State Board and the important
differences between the hanking systems of Indiana and other States
become c¢lear.

Insurance of bank cbligaetions in Indiana was a success
because it helped make possible the operation of a banking system in
which no bank failures occurred. Thus it achieved what is perhaps
the ultimate gozl of an insurance plan for the protection of bhank
creditors.
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CHAPTER V

INSURAINCE OF BANK OBLIGATIONS IN MICHIGAN, 1836-1842

Michigan was the fourth State to make use of the insurance
srinciple in providing for prctection of bank creditors and the third
to establish an insurance fund for this purpose. An "Act to create
g fund for the benefit of the creditors of certain moneyed organiza-
r:ons" became law on March 28, 1836, shortly after Michigan had
organized as a State and almost a year before it was admitted to the
Union. The law became inoperative about 1842 as a result of the com-
plete collapse of the Michigan banking system.

Review of Michigan Banking History to 18ik

Michigan's banking history to 18LL opens with the stablish-
gent of a fictitious bank and closes at a time when banking had
almost disappeared in the State. In the interval there had been a
peteoric rise in banking activity, followed by a collapse of avesgome
proportions. To an important degree the development of Michigan
panking during this period was closely allied withk population changes
in the territory and State, a discussion of which is included below.

Michigan population changes, 1805-1844. The present State

of Micnigan was originally part of the "0Old Northwest" Territory.
The Michigan Territory, which included what is now the State of

isconsin as well as Michigan, was settled more slowly than ihe otner
sections of the "0ld Northwest", i.e., Ohio, Illinois, and Indiana.
During the early decades of the 19th century much of Michigan's small
population was of French-Canadian origin, attracted to Michigan
by the fur industry.

During the 1820's settlers began to arrive in Michigan from
New York and from several of the New England States. This movement
was relatively slcw, as is indicated by the fact that in the census
of 1830 the population of the Michigan Territory was reported at
slightly over 30,000 people. Only 16 counties, several of which
were located in what is now Wisconsin, reported any residents at all.

For reasons which are still not altogether clear a veritable
craze for Michigan land swept through the northeastern States begin-
ning about 1832-33. This "Michigan fever," as it has been called
by historians, saw tens of thousands of people, and sometimes entire
villages, leave tiheir homes in New York and New England to settle
in Michigan. The magnitude of the influx - which probably reached a
peak in 1£36-37 - is reflected in the census figures which show
Michigan population in 1840 in excess of 200,000 pecple, or about
seven times the number in 1830,

County census figures provide even more dramatic examples
of the consequences of the "Michigan fever." In 1840 thirty-two
counties reported a population, compared with fewer than 16 (for the
State of Michigan) in 1830. Among these were Lenawee County with
less than 15C0 people in 183C but almost 18,000 residents in 1840,
and Wayne County, which includes the city of Detrcit, with fewer than
7,000 residents in 1330 but more than 24,000 in 1840. Among the
counties reporting population for the first time in 1840 were
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calboun and Jackson, with 11,0C0 and 13,000 residents respectively.

Banking to 1834%. fThough Michigan was one of the last States
to be carved out of the "0ld Northwest" Territory, the first bank
charter granted in the Territory was to a Michigan bank. In 1806 a
charter for the Bank of Detroit was secured by several Boston specu-
lators. Tne institution was possibly fraudulent and certainly did
no actual banking business in Michigan It closed in 1807 and there
was no vank in the Michigan Territory for the following ten years.

In 1817 a charter was granted the Bank of Michigan, at
petroit, which bank did a modest but successful business during the
1820's, becoming one of tue leading Western banks in the 1830's. TIts
monopoly of banking in Michigan was not disturbed until 1827, when
the Bank of Monroe received a charter from the legislature. This
was followed with charters for the Farmers and Mechanics Bank at
Detroit in 1829 and the Bank of the River Raisin at Monroe in 1833.
Thus by 1834 there were four operating banks in the Michigan Territory,
all of which were located at either Detroit or Monroe. The latter,
at the west end of Lake Erie and about 25 miles south of Detroit, was
at that time one of the important settlements in the Territouiy.

Bank legislation, 1835~37. The daily arrival of new settlers
enabled Michigan to organize as a State in 1835 and brought demands
for still more banking facilities. During the two years 1835-36
twelve new banks were chartered so that when Michigan was admitted
to the Union in 1837 there were 16 authorized banks, most of which
were in active operation. ;/

The flurry of bank chartering legislation in 1835-36
apparently caused the Michigan legislature to give some thought to
the consequences of possible bank failures. Accordingly, on March 28,
1836, an insurance system almost identical with that adopted earlier
in New York and Vermont was established.

Even the granting of 12 bank charters in 1835-36 did not
satisfy the demands for banking facllities in the new State. As
migration from the East continued additional applications for charters
were made to the legislature. When that body met in January of 1837
it not only had to consider these demends but was also faced with
indications of a developing nationwide financial crisis. The solution
adopted was to pass the country's first free banking act, which per-
mitted any 12 citizens to establish a bank upon meeting stated re-
quirements. The rapid drafting and adoption of the law - it became
effective on March 15, 1837 - was possible because the Michigan legis-
lature simply used a preliminary version of New York's famous Free
Banking Act of 1838.

}/_Michigan organized as a State in 1835 but a dispute
with Chio over the boundary deleyed its admission to the Union until
1837.
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The destruction of banking, 1833-4+4. By the spring of
1838 the number of banks in Micnigan had increased from 1€ to more
than 50 as free banks were opened in almost every community in the
gtate. Banks were organized s¢ rapidly that fraud and deception be-
campe commonplace. Difficulties were furtuer coumpounded for the State
py the panic of 1837 followed a year later by a severe depression.

By mid-1839 propvably no more than ten of the free banks
were still in operation and by 1840 all had closed. Although scme
nad voluntarily liguidated, most failed during the second half of
1838. The chartered banks were also experiencing difliculty and by
1843 not a single bank was operating in tae State. }/ Only the
Michigan Insurance Company of Detroit, an institution which was not
chartered as a banik, was apparently doing a banking business at this
time. An end was written to this period of banzing history when
the Supreme Court of the State ruled that the Free Banking Act was
unconstitutional and that the free baniis had never enjoysd legal
existence.

Purpose and Character of the Insurance Plan

The heart of Iichigan's insurance plan was an insurance
fund which was to stand as a guarantee for the obligations of failed
varticipating banks. In this, as well as in virtually every other
respect, tioe plan was the same as that adopted by New York State in
1329.

Pvrpcse of insurance. There is almost no information
available on the motives which led Michigan to adopt an insurance
program. They were very likely the same as those which actuated the
New York legislature in 1829 and which were discussed in Chapter II.
In other words, the Michigan legislature hoped to protect the State
against destruction of circulating medium as a consequence of banx
failures and, in addition, sought to protect the small bank creditor,
who was usually a noteholder.

Obligations insured. The insurance plan extended protection
to "such portion of the debts, exclusive of capital stock, of auy
of the said corporaticrswhich shall become insolvent, as shall re-
main un»aid ..." g/ Thus insurance applied to circulating notes,
depcsits, and miscellenecus liebilities of participating banks.

There is no indication, either in the ac¢t or in contemporary
records, that the Michigen lezislature meant by the term "debts" any-
thing other than the items noted above., ‘/hether at a later time it
would have been claimed - as was the case in New# York - that insurance
liad been intended to apply only to circulating notes cannot be known
tecause of the early collapse of the insurance system in Michigan. g/

1/ Several of the chartered banks which closed in the early
1840's were later reorganized and resumed business.

g/ An Aet to create a fund for the benefit of the creditors
of certain moneyed organizations, March 23, 1836, section L.

3/ It is interesting to observe that if there had really been
some uncertainty in lew York as to the extent of insurance coverage be-
cause of the precise meaning of the term "deots" such uncertainty should
have been resolved by, or reflected in, the Michigan law. That this was

not the case_ strengthens the conclusion in Chapter II that insurance
was originally intended to apply to all bank obligations in New York.
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Insurance fund. The insurance fund was established by annual
assessments of one-half of one vercent on the paid-in capital of par-
ticipating banks. }/ Such mayments were to Ve made until each bank
paid an amount equal to three percent of its capital stock. No ad-
ditional payments were to be made unless capital stock of the bank wras
increased or unless there was a loss to the insurance fund as a con-
sequence of payments to creditors of insolvent banks. In the latter
case special assessments, not to exceed the regular rate, were to be
levied on participating banks until the insurance fund was restored
to its maximum size. 2/

Assuming no change in its capital stock, each participating
bank would make sii: or seven payrents to the insurance fund. Seven
payments were reguired if the bark took advantage of a provision of
the law which permitted it to make the first payment after organiza-
tion on the basis of the number of months the bank had been in actual
operation. §/ In orcinary circumstences this provision would be of
negligible significance but it turned out to be of some consequence
in Michigan's case, as will be shown later.

The insurance fund was the "property of the corporations
/i-e.,banks/ by which the same shall “e paid, in proportion to the
amount which each of such corporations shall have contributed there-
to ..." E/ The Auditor General and the Treasurer of the State were
directed to "keep proper accounts of the said fund separate and dis-
tinct from the funds of the State ..." 5/

Since the insurance fund remained the property of the banks,
income from investments o the fund was to be returned to the banks
in proportion to the amount which each had contributed. However, a
first charge against the incore vas supeivisory salaries. é/

lMethod of paying creditors of failed banks. Upon failure
of a participating banii the first payments to creditors were to be
nade by the receiver out of the liquidation of the bank's asgsets.
After the final divicdend the receiver was to be directed by a court
of chancery to apply to the Auditor General for the amount needed,
if any, from the insurance fund to yay the remaining debts of the
failed banks. Z/ No provision was made for the issuance of warrants
or similar instruments toc bank creditors in the evernt that the in-
surance fund was smaller than the amount required. In such a case
it was provided that the deficiency would be paid to tke receiver
out of the first monies received thereafter from assessments. @/

As was true of the original New York act, no provision was
made in the Michigan plan for the issuance andéd sale of securities to
the gene:al public if the insurance fund proved insufficient. There

An Act to create ..., section 2.
Ibid., section 3.

Tbid., section 2.

Tbid., section 6.

Tbid., section 5.

Toid., section T.

Ibid., section 9.

Ibid., sections 10 and 11.

SN

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



V-5

was no mention of any distinction to be made in the payment of
noteholders as compared with depositors, anor was there mention of use
of the fund to restore the solvency of a failing bank.

Participnation of banks. Insurance in Michigan applied to
"every moneyed corporation having banking powers, hereafter to e
created in this state, or when their charter shall be renewed or
extended ..." 1L/ 1In addition any btank chartered prior to March 28,
1836 hed the option of becoming subject to the law before the ex-
piration of the bank's charter. g/ No provision was made for the

voluntary withdrawal of a vank participating in the insurance system.

It was evidently the intention of the formulators of the
Michigan rlan to follow New York's lead and provide for the eventual
inclusion of all vanks irn the insurance system. However, whereas
New York abandorned this objective it was scrupulcusly adhered to in
Michigan.

Michigan's Free Banking Act of 1837 was a version of one
of a number of bills being considered in the New York legislature.
In 13837 there seemed a good possibility that the New York legislation
would include the new banks under New York's insurance system. How-
ever, there was a sharp shift of opinion in New York in mid-1837 as
a consequence oI the difficulties in which several of the already
insured vanks found themselves and the reguirement that free banks
be included in Insurance was dropped from the New York bill, which
became law in 1838. Michigan's version, passed a year eariier, re-
flected the 1837 climate of ovinion, with the result that the "Act
to organize and regulate bvanking associations” that year specifically
provided that "every such association ... shall be subject to the
provisions of this act and the act to create & fund for the benefit
cf creditors of certain moneyed corporations, and to such alterations
of said acts as shall be made from time to time by the legislature."g/
This single provision was to provide more difficulties for insurance
in Michigan than any other event which occurred.

Statutory Provisicns Relating to Supervision and Regulation
of Participating Zanks

Modern procedures of bank supervision were an integral part
of Michizan's insurance system. Briefly, the system provided for
regular banit examination by salaried personnel specifically sppointed
for that task and empowered to make a thorough examination of all
bank records. A discussion of the background and development of
tais type of bark supervision - which represented a radical departure
from beak supervision to 1830 - is included in Chapter II.

Supervisory agency. Because of the relatively small number
of banks originally included in the insurance system, the 1836 law

1/ Ibid,, section 1.

2/ An Act to create ..., section 32.

3/ An Act to organize and regulate banking associations,
March 15, 1337, section 32.
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rovided for s supervisory agency consisting of only one person,

"o be gtyled the Bank Commissioner of the State of Michigan". 1/
No provision was made for additional staff. With the increase in
the nmumber of participating banks as a consequence of passage of

the Free Banking Act the number of Bank Commissicners was ralsed

to three. 2/

Michigan Bank Commissioners were to be appointed to two-year
terms by the Governor, with the advice and consent of the legisla-
furé. 3/ Initially the salary of the Commissioner was $300 per year
but when the number of Commissioners was raised to three in 1837 the
salary of eac% was increased to $1,250 per year.

On March 25, 1840, Michigan ended baniz supervision by an
independent agency by abolighing the office of Bank Commissioner. 4/
This move was probably taken because the large number of bank failures
during 1838-40 created doubts as to the usefulness of such an
agency and, moreover, by March of 1840 there were few banks left to
examine. The banl: examination power was given to the Attorney
General of the State but it was apparently to be used only at the
request of the Governor. 5/

Bank examination and reports. Examination of each of the
banks participating in the insurance system was to be mede by the
Bank Commissioners at least once in every four months and more fre-
quently whenever any three participating vanks so requested. §/ The
scope of examination was the same as that provided in the New York
law. That is to say, it was made the duty of the exaniners to

thoroughly examine the affairs of said moneyed corpo-
rations, to examine all! the books, papers, notes,
bends end other evicences of debt of said corpora-
tions; to compare the funds and preperty of said
corporations with the statements to be made by them
as nereinafter provided; +to ascertain the quantity
of specie the said corporations cave on hand; and
finally, to make such other inguiries as may be
necessary to ascertain the actual condition of the
said corporations and their ability to fulfill all
the engegements made by them. 7/

i/ Ibid., section 15.

2/ An Act to amend An Act entitled An Act to organize and
regulate banking associations, December 30, 1837, section 37.

3/ An Act to create ..., section 20.

%/ An Act to abolish the office of bank commissicner, and
for other purposes, March 25, 104C, section 1.

2/ Ibid., "It shall be the duty of the Attorney General of
this state, whenever by the Governor required, to institute an ex-
amination into the condition and affairs of banks and banking associ-
ations in this state, and to do and perform all the duties now or
hereafter required to be done and performed by said bank commission-
ers ..."

é/ An Aet to create ..., section 15 and 1€. However, free
banks were to be examined once every three months, and more often
when requested by the Governor or any other free bank; An Act to
organize ..., section 13.

7/ Ibid., section 15.
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Tn addition, the Commissioners were to question bank officials under
oath, which oath the Commissioners were personally empowered to

gdminister. 1/

The Bank Commiissioners were given ample powver to close
and place in receiverskip any bank which they judged to be insolvent
or %o have violated the law. g/ In addition, they could take steps
to place a banik in receivership if it gave evidence of being in
serious Tinancial difficulties. The tests in such cases were: (1)
if the capital of the bank was impaired to the extent that net sound
capital was equal to or less than one-half of paid-in capital stock,
or (2) if the vank had not redeemed its .iotes on demand in specie
for a period of 90 days. 3/

There was no specific grant of authority to the Bank Com-
missioners which would permit them to act against continuance of
ursafe and unsound banking practices. However, certain restrictions
on bank operations were incorporated into the insurance law and
also in the law authorizing free barnks. Violations of these re-
strictions would, of course, have constituted violation of the law,
Tor which offense the Coumissioners could prcceed against the banx
in guestion as ai insolvent institution.

Renorts of condition in the cases of chartered banks were
renerally iequired by their charters. Tree banks were required to
submit reports of condition semiannually to the Bank Commissioners.&/
These reports were probably similar to those required of chartered
banks. Items to be reported were: (1) cirenlation, (2) individual,
pertnership, and corpoiration deposits, (3) loans to directors, (%)
loans to stockholders, (5 all other loans, (6) specie, (7) amount
due from other vanks, {C) real estate owmed by the bank, and (9)
capital paid in. 2/ Statements of condition of free banks were also
to be pubiisihed by the bark in a aewspaper within the State. é/

£n ganual report from the Bank Commissioners to the legis-
lature was to be made in January oi =ach year. 1/ These reports
were to inelude a discussion of the Commissioners! activities
during the yezar and abstracts from condition reports made to the
Commissioners by tie individuval banks.

Bank operations. The act providing for an insurance system
in Michigarn ccatained relatively few provisions dealing with bank
cperations. This was because it was not originally anticipeted that
any but charter=d banis woulid become subjiect to the law, and for
these banks suca provisions were included in the individual charters.

The most Important limitations placed on vank operations
by the 1336 law related to the volume of circulating rotes and loans
and discounts, and to meximm interest on loans and discounts.

Ibid., section 17.

Tbid., section 18.

Ibid., section 25.

1 Act to organize ..., section 2.
IDid, .

Ivid..

An Act to create ..., section 19.

SECERE
5

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



V-8

Circulating notes could not exceed three tires the capital stcck
paid in and the same ratio to capital applied to loans and dis-
counts. 1/ It might be observed that these limitations were not as
strict as those in New York's insurance act, which reqguired that
circulating notes not exceed twice, nor lcans and discounts twice
and a half, capital stock paid in.

Possibtly to compensate for the cost of participation in
the insurance program, the 1836 Act established the maximum interest
rate for each bank at that permitted by its charter plus one-halif
percent. g/ However, the additional one-half percent was not granted
to any vank whose charter permitted a rate of seven percent. The
act also required that all notes issued by banks be made rayable
on demand. 3/ In other words, "posi-notes", i.e., notes usually
payable 3ix or twelve months after issue, were prohibited.

The liebility of bank directors in the event of bank
failure was spelled out in the 1836 act in the strongest possible
terms. It was declared that any case of bYank insolvency "shall
be deemed fraudulent unless its affairs shall epvear, upon investi-
gation, to have been fairly and legally administered, and generally
with ... care and diligence". &t/ In the event of insclvency the
directors were "to repel by proof the presumption of fraud.” 5/

The act did not provide for double liability of stockholders.

Michigan's Free Banking Act of 1837 contained mumerous
provisions relating to pank operations, ince the free banks were
also included in the insurance system these provisions are sumruarized
below because it is probable that they were generally similar to
those appearinz in the charters of the other banks.

The restrictions on circulation and on loans and discounts
were somevhat tishter for free banks than Tor chartered tanks since
neither item was permitted to exceed twice and a half times the
capital stock paid in. é/ Devosits were not specifically mentioned
in this connection, but were included in a provision which limited
the total debts of a bank to an amount not to exceed three times the
capital stock paid in. 7/

Directors of each bank were required by the 1837 Act to
conduct their own examination once in each three-month period. §/
In the event of failure, the liability of directors was unlimited
and that of the stockholders was limited to the amount of their
stock, i.e., doubie liability attached tc free bank stock. 2/

Tbid., section 24.

Tbid., section 30.

Ibid., section 31.

ITbid., section 27.

Ivid.,

An Act to organize ..., section 17.
Ibid., section 25.

Ibid,., section 20.

Tbid., section 25.
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Several other provisions of the 1837 Act also deserve
mention. Nc free bank was to hold any real estate except as was
necessary to conduct its business or as a conseguence cf foreclosure;
neither could such a bankt conduct other than a banking business. &/
The raximum interest rate was 3et at seven percent. g/ rinelly,
the amount of loans (direct or indirect), to all directors together,
or to any single individual or company, could not exceed one-
sixth of the total volume of loans and discounts permitted the bank.3/

Dumber and Obligations of Michigan Banks, 1835-%

Mickigan's published bank statistics for the pericd
ccvered by this study are exceptionally poor because they onit data
for a sizable mugber of banks. Accordingly, liveral use has been
nade of estimated data in this sectioa in order to provide a more
correct picture of Michigan banking experience. All data, both
reported and estimatel, relate only tc cormercial banks cperating
under State law.

Lumber of operating banks. As was described earlier, by
the end of 1836 the Michigan legislature had issued charters for
sixteen banks. 8ix of these charters were granted on or after the
date of adoption of the insurance law znd the banks concerned thus
becane subject to provisions of that law. A seventk bDank, the
Erie and Kalawmazoo Railroad Bank, had received its charter prior to
adoption of tae insurance law but became subject to insurence DY an
act amending its charter passed on March 28, 1836. Thus, seven of
the sixteen banks authorized by the end of 1836 were subject to
participation in insurance, while nine were excluded from the in-
surance piogram until such times as their charters expired and
were either exttended or renewed.

Not all of Michizan's chartered banks actually went into
operation by the end of 1336. As shown in Teble 27, only twelve
banks were opeiating at that time, and of these only four were
participating in insurance. By mid-1837 all but one of the chartered
banks had gone into operation. Michigan's Free Banking Act had been
rassed several mouths earlier but no free banks had as yet been
organized. Consequently, on June 30, 1037, there were fifteen
operating banks in Michigan, six of which were participating in the
insurance program.

The following year, i.e., from June 1337 to June 1838, saw
a rarked change in Michigan's banting structure. The number of
orerating banks increased almost four-fold because of organization
of free baniis. All of these new banks were participants in the

1/ Ibid., section 26.
g/ Ibid,, section 30.
3/ Tbid., section 28.
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Table 27. Iumber and Percentage Distribution of Operating Banks, by
Insurance Status, Michigan, 1835-18k1

.

- HMumber of banks ;/ Perceatage distridvution
Total Participating liot All Banks particinating Banks
Year in insurance parti- banks in insurance nct
Total Char-Free cipating Tctal Charter- Free partici-
tered 2/ in insur- ed pating
ance 3/ in in-
surance
1835 -
Dec. 21 7 -— - - 7 1¢0.0 - - -- 100.0
1336
June 30 6 -- D & 100.0 -- - -- 100.0
Pec. 31 12 b 4 ~-- 8 10C.0 33.3 33.3 - 66.7
1837
June 30 15 6 & -- 9 1¢c.0 L40.0 40.0 --  60.0
Dec. 31 45 36 6 30 9 20.¢ 30.0 13.3  66.7 20.0
1338
June 3C 52 5L 7 37 38 E/ 100.0 &k.6 13.5 Ti.1 15.L
Dec. 31 L2 3% 7T 27 8 1¢cc.0 81.0 6.7 64.3  19.0
1839
June 3¢ 19 1 b 1 5 100.0 T73.7 21.1 52.6 26.3
Dec. 31 13 3 L L 5 1CC.0 61.5 30.8 30.7 38.5
1840
June 30 7 1 1 -- 55/ 100.0 1k.3 4.3 - 85.7
Dec. 31 7 1 1 -- & 100.0 1.3 1k.3 -~ 385.7
1841
June 30 5 -~ - == 5 1C0.0 -- -- ~- 100.0

- Sources: The folilowing meriodicels were heavily relied upon
in determing the dates of overation of Michigan banks: Bicknell's
Counterfeit Detector and Bank Mote List, various issues of 1835-40;
Clark's New England Benk Note List and Ccounterfeit Bill Detector,
various issues of 1530-30; Day's Ne'w York Bank llote List, various
issues of 1836-L0. Also useful were: United States Senate Documents;
23rd Congress, 1lst Session, nmumber 86; 2U4th, lst, aumbers?2, 226, 312,
313, 331, 356, 279, and 423; 2Lth, 2nd, numbers 2 and 21; United
States House Documents; 2i4th Congress, lst Session, number 42; 2hth
2nd, number 65; 25th, lst, nuubers 2 and 30, 25%h, 2rd, number 79,
25tk, 3rd, number Z; 26th, lst, numbder 172.

1/ See Appendix to this chapter for the names of operating

DANLS .

g/ All numbers are minimum estimates by the writer. See
Appendix A for e list of free banks, grouped by vprobability of operation.

3/ Ckartered banks. Exeludes cae institution, the River
Raisin and Lake Erie Railroad Company, which exercised (illegally)
certain banking functicns under its railroad charter.

Ej Includes the Michigan Insuiance Company of Detroit, an
institution which apparently exercised full banking powers beginning
in 1838 ard for the remainder of the periocd.

2/ Includes Bank of St. Clair, a chartered bank wvhich was
permitted to withdraw from the insurance system by a special act of
the State legisiature, March 15, 1840,
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insurance program, thus raising the proportion of perticipating
banks from 40 percent to 85 percent of all banks. 1/

The rapid increase in the number of operating banks
guring 1837-38 was matched by an egually rapid decline during
1838-39. As can be seen from Table 27, the total number of operating
banks in Michigan fell from 52 in June of 1833 to 19 by June 30,
1839, and to 7 by June 30, 1840. Of the banks still in operation
on the last date only one was participating in the insurance
system. Within the next year the last participating bank was
closed. 2/

Obligations of all operating banks. During the period
under review several of the Michigan banks not participating in
the insurance system acted as "deposit banks" for the TFederal
government. The larze volume of such deposits, plus tae incomplete
nature of published statistics, makes it difficult to cowmpare
the obligations of banks participating in insurance with those not
included in the insurance program. Because more information is
available on cireculating notes, and to a lesser extent on indivi-
dual and business depcsits, estimates of these i‘tems are esasier
to prepare than estimates of total obligations., Consequently,
Table 28 contains estimates of the total circulating notes and
individual and business deposits of all operating banks in Michigan,
with banks distributed By insurance status. It is believed that
these data provide better information on the proportions oi circu-
lating medium attributable to the two groups of banizs than would
be the case with the inclusion of United States Government and
interbank depcsits.

Cn June 30, 1336, before any bank participating in insur-
ance had gone into operation, Michigan banits had circulating notes
and individual and business depcsits of approximately two and a
quarter million dollars. Cune year later tiue total of such obliga-
ticns had declined to just under 32 million and it is estimated
that about 20 percent represented cobligations of newly organized
participating banks and was therefore covered by insurance.

The volure of bank-obligationsgrew rapidly after June 3C,
1837. By the end of 1837 circulating notes and individual and
business deposits of Michigan banks exceeded $3 million, about
two-fifths of which was covered by insurance. The relatively small
size of participating banks is indicated by the fact that they
comprised 80 percent cf all operating banks on the same date.

The rapid formation of free banks explains the divergent
movements in obligations of participating and nonparticipating
banks during the early months of 1838, Circulating notes and

1/ There was a net decline of one in the number of char-
tered banks not participating in insurance, as two closed and one
new bank, using an insurance company charter, opened for business.

2/ A list of Michigan free banks will be found in an
appendix to this study.
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Table 28. Circulating Notes; Individual and Business Deposits of
Operating Banks, by Insurance Status, Michigan, 1835-1841l
(fmounts in thousands of dollars)

Obligations of vanks: 1/ Percentage ldistriobution of ob-

Total Par<icipating Tot ligataicns of banks:
Year in insurance rartici- Total Participating in Mot

Total Char- Free pating insurance partici

tered in insur- Total Charter- Free pating

ance ed in in-

surance
1835

pec. 31 1,795 -- -- -= 1,795 100.0 -- -- -- 100.0
1836

June 30 2,224 .. -- -- 2,224 100.0 -- - -- 100.0

Dec. 31 2,117 239 239 -- 1,878 1C0.0 11.3 11.3 --  88.7
1837

June 3C 1,946 352 352  --5/1,504 100.0 18.1 18.1 -- 81.9
Dec. 31 3,088 1,198 448 750~ 1,860 100.0 38.8 145 24.3  6lL.2
1838 A

June 3C 2,315 1,423 423 Lpoogé 802 100.0 61.5 18.3 #3.2  38.5
Dec. 31 1,915 G643 L43 500~ 972 100.0 49.2 23.1 26.1 50.8

June 30 976 338 338 50§ﬂ 588 100.0 39.8 3%.7 5.1 60.2
Dec. 31 905 395 362 3 3/ 510 100.0 43.6 40.0 3.5 56.%4
18k

June 3¢ 8c6 22 22 .- T84  1C0.0 2.7 2.7 --  97.3
Dec. 31 920 22 22 .- 398 100.90 2.4 2.4 --  O7.6
1841

June 30 765 . me == 765 10C.0 -- -- -~ 100.0

Sources: See note on sources for Table 27, particularly
government documents.

}/ "Obligations" as used here includes circulating notes
and deposits of individuals, partnershins aad corporations. It
exciudes, because of insufficiency of data, interbank deposits,
deposits of United States govermment, and miscellaneous liabilities.

2/ Minimzn estimates by writer.

jf Frem returns from four free banks, U. 3. House of
Representatives Documents, 26th Congress, lst Session, docurent
number 172, p. 1298.
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individual ard business denosits of baniis not participatiag in
insurance declined by more than one-half in the six months eaded
June 30, 1830 - reflecting the effects of the nanic of 1837 - but
the ovligations of participating banks increased more than 20 per-
cent during the same period. As a2 result, by June 30, 1830, nmore
than 60 percent of the State’s total of these obligations was pio-
tected ©y insurance.

The =ffects of the depressicn and of the closing of many
participating banks are reflected in the bank-obligation data for
1839, Table 23 shows that by Juae 30, 1339, circulating notes
and individual and business deposits of all Michigan banks were
less than 31 million, two-fiftas of which was attributable to
participating banks and therefore insured. Tne following two years
sav a further decline in circulating notes and individual and
business deposits in Michigan banks as banks continued to close
or contract their obligzations.

Cbligations of reportinz banks. A more detailed picture
of the composition of tank liabilities is given in Table 29, which
shows liabilities as reported on three dates during the insurance
period. The dates are: December I, 1836, at about the height of
the nationwide boom; February 1, 1330, after the general con-
traction of bani operations due tc the panic of 1837 had begun
but at the time when new free Laniis had just gone into operaticn;
near Januarv 1, 1839, after many of the free venxs hed clcsed and
when the nationwide Jepression was getting underway. It should
be kept in mind that not all overating benks mede reports and that
some reports were seriously inaccurate.

The 1836 repor:s provide infoimation on seven banks,
only two of which were included in tihe insurance system. It will
be observed that less than a quarter cf the deposits of the latter
group of banks consisted of deposits of individuals, partnersaips
and corporations. The largest cemosits were those of tihe United
States Government and most of these were in two banks.

The relative importance c¢f circulating notes also differed
among banks. Thus, on December 1, 1336, circulating notes of the
two banks participating in insurance were alimost five times the
total ceposits in such banks, vhereas in nenparticipating vanks
circulating aotes were only two-fifths of total deposits. IT
denosits of United States Government are excluded from the latter
tabulation circulating notes in nonparticipating banks vers
about equal to the volume of deposits.

In February 1838, total obligations of reporting banks
participating in insurance were just under $1 million. Approxi-
mately half of this amount was attributable to 21 reporting free
banks, with the remainder representing obligations of the six
rarticipating chartered banks in opersticn on that date., For both
the free and chartered banks circulating notes were the most
ilmportant type of obligation, comprising about three~fourths of
the total obligations of all such banks. Deposits consisted largely
of individual and business deposits, with a relatively small
amount of interbank deposits and no reported Uanited States Govern-
rment deposits.
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‘fable 29.

Total Obligations of Operating Barks, Michlgan, Selected Dates, 1836-39
{Amounts in thousands of dollaxs)

December, 1836 1/

February, 1830 2/

January, 1939 5/

Total Clrcu- Deposlts Total Clrcu- Deposits Total Circu- Deposlts
Banks obli- lating Tobtal IPC Inter- US Other obli. lating Total IFC Inter- US Other obli-~ lating Total IPC Inter-US Other
ga- notes bank Gov't Gov't ga- notes banlkt Gov't
tions tions
All banks 3,768 1,229 619 218 1,537 165 3,399 1,579 1.820 176 640 29 3,009 962 2,047 675 320 333 719
Banks parslolpating in ’—" -
insurance - total i80 147 3 == 4 - 1 890 k0 430 238192 - _--
Erie and Kalamazoo Rall-
road Bank 117 96 19 u/ - 1 5 4o 17 17 4/ -- %/
Calhoun County Pank %/ - 4/ 10 55 49 12 37 aa o/
Clinton, Bank of / -~ K s/
Constantine, Bank of 5/ - 7/ 53 4o 13 13 ¥ - W
O:kland County Bank ?; u 112 lig - o --/
St. ¢lailr, Bank of ‘ - - -
Ypsllantl, Bank of 3 51 12 & b/ -- B/ 86 2 24 3 21 .- 4/
9

Free Banks - total 5/ - Y uew? 138 326 192 134 .. W/
Banks not partigcipatin

in insurance - totai‘g 3,588 1,082 2,506 588 165 133 640 28 2,119 502 1,617 437 128 333 719

Parmers & Mechanlos Bank

of Detroit 821:1—9/ 254 570 1751—1- 76 53}.2./%1 s 1512/5/ 150 26 128 124 4/ W/ 'ﬁ/
Macomb County, Bank of 5/1k 11 12 511&/ 50 1 1§/ -- §/
Michigan, Bank of 2,17}—/ 490 1,683 30~ 76 11271,374 489 4/ B802=160 642 148 T8 333 3
Michigan Insurance ¢/

Corpany 5/ 13 15

Miohigan State Bank 134 9 ZR 5012/23 174 e 10““/ 856 128 728 202 4/ - 626—"/
Monroe, Bank 191 147 by / 1%
Pontiac, Bank of 6 11/ 13/ 34 30 Y L RV
River Raisin, Bank of the 276 142 134 15~ 39 by -- 13— 152 84 68 42 26 4/ g/
Tecumseh, Bank of 6 e ufj/ TH 24 50 16 3% = W/
Washtenaw, Bank of B/ - B2 gy

Sources: ¥or December, 1836: U.5. House of Representatives Documents, 25th Congress, 2nd Sesslon, document number 79, p.

Documents, 2Uth Congress, 2nd Sesslon, document number 21, pp. 26-27. For February, 1838 and January, 1839:
U.S., House of Representatlves Documents, 26th Congress, 1st Session, dooument number 172, pp. 1105-06; 11h9.s54,

1/ Data are for Decernber 1.

2/ Data provided in response to a request by the State legislature on February 1, 1838,

or dates slightly later in Pebruary.
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Table 29, Total Cbligatlons of Qperating Banks, Mlchlgan, Selected Dates, 1836-39
{Amounts in thousands of dollars)

3/ Data are frocm examinatiocns or reports made at variocus dates, most of which were near December 31, 1838, Earllest date wap
November 21, 1838: 1latest date was January 21, 1839,

/ None, or included with other items,
Not in operation on thils date,
/ Not availlable,
Z/ Less than $500.
From returns from 21 free banks,
From returns from 14 free banks.
10/ Includes branch at St. Joseph, Michigan,
%%/ Total deposits as shown in dceument 79 less U, S, Government and other deposits shown in document 21, See Sources,
j/ Probably ineludes deposits of State government, -
T3/ Excess of assets over liabilitles as shown on report glving only principal asset and 11ability items,
Includes branch at Bronson, Michigan.

/ Deposlts of State Treasurer, consisting princilpally of recelpts from sale aof Internal improvement bonds,

NOTE: Spaces left blank indlcate bank was not 1n operation that date.
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On the same date reporting banks not narticipating in
insurance had total obligations equal to about two and a half
+imes the obligations of participating banks. Deposits of the
United States Government still bulked large for several of these
panks, thus bringing the total deposit figure for the nonpartici-
pating banks substantially above the total of their circulating
notes. It is interesting to observe, however, that vhen United

+tates Government deposits are excluded, deposits of individuals,
pertnersbips, and corporations were almost as large as the volume
of circulating notes; while such deposits, plus interbank and
other <epesits, considerably exceeded the volume of circulating
notes.

Reports for January 1839, reveal little new information
about the relative importance of bank liabilities. Once again,
banks not participating in insurance accounted for more than two-
thirds of all bank obligations, which by this date had declined
by about 10 percent since February 1338. Circulating notes still
comprised the most important liability of participating banks,
while for nonparticipating banks suck notes were exceeded in
importance by total deposits and atout equaled in amount by de~
posits other than those of the United States and of the State of
Michigan.

Among banks particivating in insurance, interbank deposits
were surprisingly large when compared with the two earlier dates.
Most such deposits were atiributable to free bhanks and probably
represented concealed borrowings by these banks. Large deposits
by the State of Michigan, representing receipts from a sale of
bonds to finance internal iwmprovements, account for the wvery
marked increase in size of the Michigan State Bank, a nonpartici-
patinz bank. On the two earlier detes the Bank of Michigan, also
nonparticipating, far exceeded in size any other bank, partici-
pating or nonparticipating. Indeed, the total obligations of the
Bank of Michigan at the end of 1836 were more than 50 percent of
the obligations of all reporting banis, while in Pebruary of 1838
they were more than a third of all such obligations. The decline
of this bank to second largest by January of 1839 reflects, in
addition to the large State deposits in the Michigan State Bank,
the continued withdrawal of United States Govermment deposits.

The relatively greater irportance of circulating notes
for banks participating in insurance as conxpared with nonpartici-
pating banks has been noted for each of the three reporting dates.
This is largely an indication of the smaller size of participating
banks and of the fact that they tended to ve located in the
smaller towns and villages of the State. TFor example, none of
the chartered participating banks and only cne of the free banks
{the Detroit City Bank) was located in Detroit, the largest city
in the State. In smaller population centers, and among relatively
new banks, circulating notes were always more important than
deposits.

So far as circulating notes alone are concerned, bank-
obligation insurance was probably fairly extensive during most
of the insurance period. It will be observed that in early 1838
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gs than 30 percent of 211 bank obligations were insured dbut almost

e
io Percent of circulating notes were insured; approximately the
;ame sercentages apply to the January 1339 data. Also, oa both of

these dates reports are nmissing for many free banks, most ¢f whose
obligations were in the Torm of circulating notes.

History of Operation of Insurance System

¥Michigan's insurance system has a brief and rather dramatic
nistory. ©Dvents moved so rapidly that a caoronological rather than
topical presentation seems werranted. aAn account of econonmic conditionms,
e daiscussion of the status of the insurance fund, and a record ol bank
failures is given below for the respective time periods.

March 28, 1826 threugh December 1836. The first nine moanths
of bank-obligaticn insurance in Michigan vere largely token up with
orgenizing the insurance system. There were no failures of partici-
pating banks during this period and, consequently, no call upon the
instrance fund Jor assistance. EHowever, during this period tiere were
several developmenis which were to have an important bearing on the
future ¢f Mickigan's insurance system.

1336 was a year of high-level econcmic activity. Prosperity
was nationwide and was fully shared by western States such as Michigen.
Ferhaps the most significant characteristic of western economic
activity wes the rapid settlement of the area and the attendant boom
in land values. The policy wvhich the Federal Government had been
following since about 1334k with respect to its surplus funds con-
tributed to western prosperity. These funds, which aad previously
been deposited with the Bank of the United States, were being placed
in selected State Lanlis and those in western States, ineluding
Michigan, seermed tc have been particularly favored.

Tn mid-1836 three events sigmalled the end of the nationwide
boom. These were: the financial collause in England as a couseguence
of restrictive monetary action by the Bank of England, the issuance
of the "Specie Circular” by the Federal gevermment on July 11, 1336,
and the decision {on June 23, 1336) to distribute the Federal sur-
plus among the various States. All three of these occurrences were
instrumental in causing the panic of 1837 ané the severe depression
vhich begar in 1839; and two were to weigh particularly hard on
vestern States such as Michigan. The "Specie Circular” ordered
zovernment land offices to accept only specie in payment for govern-
ment lands arfter August 15, 1836. Thus in one stroke the use of
tanknotes for land purchase was eliminated; and it was largely the
notes of western banks which had been so used. The distribution of
the Federal surplus was scheduled to begin on January 1, 1837, with
the amcunt each State received tc e in proportion to its repre-
sentation in Coagress. This meant that tke western States would
suffer a2 net loss of such depcsits.

The "Specie Circular” and the surplus distribution law
threatened to exert tremendous pressure on bank reserves, which con-
sisted of specie or specie funds, so long as specie payments were re-
quired by lew. The effect would be similar to the kind of pressure
on bank operations which would be exerted today under a drastic policy
of drawing reserves out of the banking system.
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By the end of 1836 the Michigan iasurance system was thus
in the position of having gone into operation during tke final stages
;f 2 boom and just before economic disaster was to strike the country.
s jescribed earlier, only four participating banks had been started
oy that time. Although each had probably made a partial payment
;ato the insurance funé there is no record of the financial coadition
of the fund on or near December 31, 1836.

Jaauary 1837, through July 1837. The seven-month period
ending witk July 1337, saw the develcpuent of the financiael crisis
soreshadoved by Federal monetary policy of 1836. Also, the Michigan
jegislature compounded the difficulties in store for the new in-
surance system by taking steps designed to alleviate the monetary
stringency. However, as was the case during the preceding period,
events through July 1837, were tc become important at a later date;
there were no current failures of participating or nonparticipating
panks and conseguently no necessity for the insurance system to make
provision for the payment of creditors.

The Federal Government made its initial call for funds on
deposit in selected State banks at the beginning of 1837. The effect
of these withdrawals on Michigan's banking system can bte Jjudged from
the statements of the two largest »anks in the State. As shown in
Table 29, on December 1, 1336, the Bank of Michigan had total deposits
of 51,603,000, of which $1,191,0C0 represented deposits of the United
States Government. Six months later, on lay 1, 1837, United States
Government depcsits in the Bank of liichigan were $592,000! 1In the
case of the Farmers and Mechanics Bank, withdrawal of United States
Government deposits had started in the fall of 1836. From a total of
$1,266,0C0 of such deposits, withdrawals to May of 1837 brought the
total to less than $500,000!

The dMichigan legislature apparently believed 1t could offset
the contraction of bank onmerations oy passing the Free Banking Act
of March 15, 1837. This is suggested, for example, in the report of
the Bank Comnissioner at the end of 1337, which steted: "In supplying
a circulating medium at home the want of which was already greatly
felt, the banks which have gone into operation under the general
banking law have effected & sensible relief, and have thus acquired
a not umerited popularity.” 1/

Scarcely bad the Free Banking Act become effective when the
developing crisis came to a head. On May 10, 1837, the New York
City banks anncunced the suspension of specie payments and within
the next several weeks almost every bank in the country followed suit.
The legislature authorized Michigen bauks to suspend specie payments
by an act signed into law on June 22, 1837, although probably wmany
of the banxs had suspended a month earlier. g/ Suspension was permitted

1/ "Annual Report of the Bank Commissioner of the State of
Michigan," December 6, 1837, Documents Accompanying the Journal of the
Senate of the State of Michigan, Annual Session 1838, document number 2.

g/fﬁn Act suspending for a limited time certain provisions
of law, end for other purposes, June 22, 1637.
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antil May 16, 1638, at which time the banks were required to resume
specie payments. This applied to all operating banks and, in addition,
¢o all banks put into operation prior to May 16, 1838. 1/ Thus it
ovened the way for barks to organize under the Free Banking Act with-
o&t the necessity of redeeming their notes in specile during the first
gonths of operation.

There are no available data on receipts or expenditures of
the insurance fund for the seven months ending with July 1837.
presumably, each of the six banks participating in insurance had made
at least one payment into the fund by that date.

August 1837, through December 1837. In August 1837, the
Farmers Bank of Home:r commenced operations, becoming the first bank
to start business under the Free Banking Act. The formation of 29
additional free banks during the remaining months of the year was
the most significant development in this period of Michigan's in-
surance history

It will be recalled from Table 28 that during the latter
part of 1837 there was a 50 percent increase in circulating notes
and individual and business deposits of Michigan banks. This was
due to two factors: the opening of the 3C free banks and, second,
tae expansion of operations of all operating banks as a consequence
of the act permitting suspension of specie payments. The increase
in liabilitles of operating banks during a period of suspension of
specie payments was not prudent bpanking but was to be expected since
the suspension act was tantamount to tane removal of all reserve
requirements. With the rapid pace of western econocmic development
it would have required exceptionally skillful and coaservative
bankers to have reacted otherwise. However, specie, which was always
in short supply in a frontier community, was being further diminished
by the withdrawal of United States Govermment funds from Michigsn
so that during . late 1837 all Mickigan banks were becoming in-
creasingly vulnerable to any adverse eccnomic development.

The potential danger was evident to some observers at the
time. While visiting Michigan an official of a Wisconsin bank wrote
these prophetic words in a private letter:

The suspension law extends as well to those who have
not commenced business as to those that have. If

the system is not going to prcduce an explosion in the
end, I am very much mistaken. The people appear to
like it. Good, easy, souls, they little dream of
what they are nourishing. g/

It 1s presumed that most banks participating in insurance
by the end of 1837 made some payment into the insurance fund at the
time of their organization. Tor many such payment would have been

I/ This was later smended (December 28, 1837) to forbid
the susvension of specle payments by any bank going into operation
after January 1, 1838.

2/ Letter, Cecember 4, 1837; Morgan L. Martin Papers, MSS,
State Historical Society of Wisconsin Library, Madison, Wisconsin.
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exceedingly small since more free banks were organized in December
than in any other month in 1837. Each of the banks organized during
the final month of the year, if it made any payment at all, was

only required to pay in proportion to the time it was in operation,
i.e., ocne-twelith of its full annual assessment.

There is no detailed information on receipts and disburse-
ments of the insurance fund during the whole or any part of 1837.
However, a report for 1838 does give the status of the fund as of
the end of 1037. At thatdate there was available for tke protection
of bank creditors the sum of $145.14. 1/

1838. For =211 practical purposes bank-obligation insurance
in Michigan collapsed during the early months of 1838 as the insurance
fund was faced with bank faliluies involving hundreds of thousands of
dollars more than was available for insurance purposes. Teble 30
shows the number and obligations of banks which ceased operations
during 1538 and during the two following years.

During tke first quarter of 1838 six free banks suspended
operations. These banks, comprising one-sixth of all banks partici-
pating in insurence, had obligations at time of failure of $193,000.
Although the insurance fund was only obligated for the deficiency
remaining alfter liguidation, the fraudulent organization and
cperation of several of these banks assured that the total which would
eventually be claimed from the fund would far exceed the $1h5 avail-
able at the beginning of 1838. For example, the Bank Commissioners
estimated the loss in the case of one of these six banks as $25,C00.

Events in the months to follow merely brought additicnal
difficulties to the insurance system. The attempt to resume specie
payments on May 16, 1838, as required by law, had precisely the effect
which some persons had anticipated. During the second and third
quarters of 1838 ten more free banks suspended with total obligations
in excess of 3250,000.

As noted in Table 30, there were probably additional failures
in the fourth quarter of 1838 but no precise information is available
in this connection. It is of some significance that all 16 failures
known to have occurred during 1838 were free banks; none of the
chartered banks participating in insurance failed. However, two
chartered banks not participating in insarsnce did fail in 1838; one
near the beginning of the year and one in August.

There is nc record of payments on behalf of creditors cf
failed participating banks during 1838. This is to be expected since
it is doubtful that liguidation of any of the failed banks had been
completzd by the end of the year.

1/ Documents Accompanying the Journal of the Senate of the
State of Mickhigan, Annual Session 1839; document number 2, December 31,
1536. On January 1, 1838 the State Treasurer reported receipts total-
ing $592.96 from payments by four participating banks on behalf of a
% of 1 percent regular tax on bank capital. Since they paid this tax
the same banks may alsc have paid the insurance assessment, total re-
ceipts from which would also have been $592.96. Documents Accompanying
the Journal of the Senate of the State of lichigan, Annual Session
1638, document number 5, January 1, 1538.
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Table 30. Participating Bunks Ceasing Operations, Michigan Bank-Obligation Insurance System, 1838-19%0
(Amounts in thousands of dollars)

Banks in operation at Buanks becoming insulvent Banks liquidating voluntarily
Year and beginning of guarter Number Obligations 3/ or closing Tor reasons unknown
quarter l/ Total As percent of Total As percent of -
Humber Obligations 2/ number of op- obligations of Nunbe Obligations 4/
erating banks operating banks
1838-40 S (X3 32 e 81,00 e 10 $150
1838-1 36 1,198 6 16.7 193 5/ 16.1 - _—
-2 L 6/ 1,310 1 2.3 42 3.2 - -
-3 Wy T/ 1,h23 o 20.k o 8/ 15.0 1 20
-4 3% 1,183 - 9/ -- -- 9/ - -- -
1839-1 3k 943 9 10/ 26.5 316 11/ 33.5 5 82
-2 20 665 5 12/ 25.0 60 13/ 9.0 1 1 12 13/
-3 1k 388 2 4.3 2h 13/ 6.2 1 iT_ly 12 13/
-4 11 301 2 18.2 2k 13/ 6.1 1 1/ 12 13/
1840-1 8 395 5 15/ 62.5 218 16/ 55,2 11/ 12 13/
-2 1 lz/ ce -- -~ -- -- - --
-3 1 20 - . -- - -- -
i 118/ 22 - -- -- - -- _

Sources: See Table 27,

E/ Quarter-yecar periods are considered as beginning on the Tirst days of January, April, July, and Qctober.

g/ First and third quarter dates are from Table 2. Second and fourth quaiter data are interpolations.

%/ Circulation plus individual and business deposits at time of failure or last report prior to failure,.

Circulation plus individual and business deposits at date of closing or last report prior to closing.

2/ Includes Bank of Lapeer for which no information is available on obligations. The sum of $25,000, esti-
mated by the Bank Commissioners as the ultimate loss, was included in the total.

é/ Six failures during the first quarter of 1838 were offset by 13 free barks and one chartered bank
beginning operation during the quarter.

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



V.23

Table 30. Participating Banks Ceasing Operations, Michigan Bank-Obligation Insurance System, 1833-184G {cont'd)
(Amounts in thousands of dollars)

7/ One failure during the second quarter of 1338 was offset by one free bank beginning operations.
Includes an estimated $25,000 of obligations of two banks (Berrien County Bank; Pcoples Bank of Grand

River) for which there is no information on obligations at time of failure, or at any previous time.

2/ It is probable that somec of the failures shown for the first quarter of 1839 occurred during this
guarter.

ig/ Includes two chartered banks (Bank of Ypsilanti; Bank of Clinton) with estimated obligations of
$141,000.

11/ Includes an estimated $25,000 of obligations of two banks (Bank of Coldwater; Saginaw City Bank) for
which there is no information on obligations at time of failure, or at any previous time.

}g/ Includes one chartered bank: Oskland County Bank.

}%/ Estimated: eack bank arbitrarily assumed to have had obligations emounting to $12,000.

l~/ No information is available on the number of banks voluntarily liquidating during these quarters as
compared with those which failed. It is arbitarily assumed that of the 18 which closed during these four guarters
at least four did so voluntarily.

15/ Includes two chartered banks: Calhoun County Bank; ¥rie and Kalamazoo Railroad Bank.

16/ Estimated: $12,000 totul obligations arbitrarily assigned each of the thrce free banis; $182,000
of obligations of the two chartered banks is an estimate based on earlier rcports.

;I/ In addition to the six participating banks which closed, the Bank of St. Clair, a chartered bank,
was permitted to leave the insurunce system by virtue of a special act of the legiclature oin March 19, 1840,

;@/ The Bank of Constantine, & chartered bank and the last remaining participent in insurance, failed at
about the end of 1840 or early in 1841, obligations shown are of the order of magnitude of those shown in its last
report, September 1839.
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For the year 1838 the first detailed record of receipts and
expenditures of the insurance system is available. }/ This report
 ghows receipts in excess of $l,lOO and expernditures of only $51.C0.
peceipts caue entirely from assessments; there is no record cf
sncoze frem invested funds. Sixteen fiee banks paid a total of $542.7%
in assessments, vhile three chartered benks paid assessments amounting

to $623.49.

The receipts and disbursements shown above would have left
ghe insurance fund at the end of the year with a balance of approxi-
mately 81,250. However, it must be presuwed that the salaries of the
Bank Cormmissiocners, which by law vere a charge against the insurance
fund, were paid and that, in fact, the insurance fund did nol have
a real balance at the end of 1638.

1339. If there was any doubt about the insolvency of the
jnsurance fund at the end of 1838 it was quickly dispelled in 1839.
More important, events occurring during 1339 were not so much un-
favorable to the iasurance system - which was already teyond help -
as reflective of the beginning of the disintegration of Michigan's
entire banking system. Althcough there had been a partial recovery
from the conseguences of the panic of 1837 by the middle of 1839
another downturn began, which continued for almost four years.

As shown in Table 30, 26 of the 34 participating banks in
operation at the beginning of the year closed during 1839. At least
18 of these 26 banks closed because of insolvercy and their obliga-
tions at the time of closing were in excess of $400,000. Three of
the 18 failed perticipating banks were chartered banks, the remaining
15 teing, of course, free vanks. Waereas the bank suspension of
1838 can possibly bte attributed to the early discovery of inadequately
capitalized banks organized during the hectic months of late 1837,
the Failures during 1839 involved the large majority of all partici-
pating banks, including chartered banks with sizable amounts cf ob-
ligaticns and operating records of several years.

Failures among nonparticirvating banis also became sericus
as two such banks closed during 1539. In addition, one of the larger
nonparticipating banks (Michigan State Bank) appesrs to have sus-
pended operations at about this time. There is scme evidence that
this banik resumed operations at a later date but as of December 31,
1839, only Tive nonparticipating banks were doing business. This
represented a 50 nercent decline in the number of such banks.

Too late, the Michigan legislature now attempted to prevent
further deterioration of the banking situastion by repealing the Free
Panking Act. In a measure with the interesting and significant title:
"Am Act more effectively to protect the public against various frauds,'
tne legislature prohibited the formation of any new barnks under the
1837 law and ordered closed all such banks which had not completed

1/ Document number 2, December 31, 1038, op. cit..
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six months of operation. 1/

Strangely enough, the insurance funé was reported to have
slightly increased in size during the year 1839. The State Treasurer's
report for that year exhibited receipts amounting to $762.64 and
expenses of $€87.50. 2/ Only one of the free banks (Merchants Bank
of Jackscn County) paid ar assessment. The bulk of receipts con-
gisted of assessments paid by three chartered participating banks:
the Calhoun County Bank, the Bank of St. Clair, and the Bank of
Constantine. Expenses were attributed to three warrants drawvn in
favor of two of the Bank Commissicners, »resumably representing
partial salary payments. There is no record of any payment to a
creditor of a failed bank from the insurance fund.

The baisnce of the insurance fund at the end of 1835 was
therefore $1,335, most of which, according to the indicaled report,
was deposited in the Michigan State Bank., Once again it must be
observed that the insurance fund coull not have had 2 talance at
the end of 1833. By that date the Bank Commissioners had been in
office for two full years and, at salaries of 31,250 per annum,
should have received payments totaling $7,500. Although this amcunt
exceeded the assessments paid during 1838-39, nc recognition of the
discrepancy is apparent in the reports for those years.

1840-1C4i. The early months of 1840 saw a continuation
of the banking cisficuities of the preceding year. S5ix of the eight
remaining participating banks clcsed during the early part of the
vear. At least five of these banks were 1nsclvent and had obligations
at time of failure in excess of $2C0,0C0. Included among them were
atl of the remaining free banks and two of the chartered banks.

Of the two participating btanks still in operation in the
spring of 1840, the Bank of St. Clair was permitted by the legislature
to withdraw from insurance. 3/ The Bank of Constantine struggled
along for a time and finally failed near the end of the year. Thus
within three years every bank participating in Michigan's bank-
obligation insurance system - except one whieh was permitted to with-
draw from insurance - had either falled or gone into voluntary ligui-
dation.

In 1840 the State Treasurer and the Auditor General, both
cf which officials were charged with the administration of the in-
surance fund, reported what had been evident all along, namely,
that the insurance fund had been insolvent for some time. EIxpenses of
the insurance fund had actually been paid out of the State's genersl
fund, wita the result that at the end of 183§ the fund was in fact

i/ An Act more effectivelly to protect the public against
various frauds, Annuel Session 1839, section 5. /[Date not knowm,/

2/ Documents accompanying the Journal of the Sepate of the
State of Michigan, Annual Session 1840, document number 3, December 1,
539 3/ An Act for the relief of the Bauk of St. Clair,
Marchio, 18Lo.
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overdrasm by more than $h,2C0. 1/ During 1840 receipts totaled

$280 and expenditures were somewhat less so that by December of 1840
she fund was overdrawn by about $4,100. 2/ It will be observed that
even the amount the fund was overdrawn does not account for all
salery payments to the Bank Commissioners. Consequently, it may be
assumed that no payments were ever made out of the fund to creditcrs
of failed banks.

Official recognition of the end of bank-obligation insurance
in Michigan may be dated as November 30, 1842. 1In a report of that
date the Auditor General remarked: "The amount for which this fund
was oveidrawn ... bhaving been paid from the general fund, and the
receipts and payments under the law creating it having wholly
ceased, it has been deered proper to cancel this fund by carrying
the amount to the general fund." 3/

It was also during 1842 that the remains of Michigan's
vanking system began to dissolve. 3By 1841 there were only five
operating banzs, all of waicih were nonparticipating banks. The
largest of these, the Bank of Michigan, failed disastercusly in 18h42.
Several of the other banks closed at about the same time, although
there is agein scme evidence to indicate that tnese banks later re-
organized and resumed business. Aside from the Bamk of St. Clair,
which was irn difficulty after 1342 and failed about 1345, only one
back 1s knowm to have operated continuously during this period witae
out becoming involved in serious finaneial difficulty. This was the
Michigan Insurance Company, a firm which opersted as a bank despite
its title and despite a charter which evidently had not contemplated
such a develapment.

Appraisal of Supervision and Regulation of Participating Banks.

Bank supervision in Michigan during the pericd of bank-
obligation insurance was conducted in the face of difficulties
which, it is safe to say, have never been matched in perplexity for
any supervisory autiocrity at any time. For three men to examine
upwards of 40 banks three or four times a year in a State which was

rgely a wilderness was an almost impossible undertaking. But
overriding all of these difficulties was the fact that supervisory
officials were sworn to enforce banking laws which a large majority
of tue Taniiers were determined to ignore.

Bank orzganization under the Free Banking Act. The central
fact to bte remembered about banking developments in Michigan during
1837-38 is that there was an extraordinary demand for circulating
redium due to, first, the rapid migration of population to the State
and, second, the enforced contraction of circulating medium, largely

1/ Micaigaen Joint Documents, annual Session 1841, document
nuziber 2, December 20, 1840; documeat number 3, December 30, 184C.

gf Ibid..

3/ Michigan Joint Documents, Annual Session 1843, document
number 2, November 30, 1oh42.
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vecause of Federal monetary policy. Probably most ol the individuals
who attempted to meet this demand by orzanizing new banks under the
Free Banking Act did so for purely personal reasons, but their
actions, at the beginning at least, had the approval of the vast

pa ority of the people.

Such was the demand for circulating medium that banks were
crganized and went into operation at a rate of about two per week
curing the last four or five months of 1837. At the ead of 1837
the legislature attempted to restrain this movement by requiring that
no new bank could issue circulation - and thus for all practical
purposes could not cpen for business - until each bankncte had
been endorsed by a Bank Coumissioner. %/ However, even when obeyed
this provision came too late to be of use.

The Free Pankting Act was a rather carefully drawm piece
of legislation. Indzed, the procedure for placing banks in operation
was "hedged around with so much care, and guarded with so many pro-
visions, that few, it was supposed, would venture to bank under Lﬁhe
law/." 2/ Section 10 was the most formidable obstac e to the forma-
tion of banks, since it began: "At least thirty per centum of the
capital stock of such association shall be paid in specie before
such an association shall be permitted to commence operations ..." 3/
The methods by which this particular provision was circumvented are
illustrative of the general attitude in Michigzan during 1837-38,
particularly when it is remembered that in most instances the indivi-
duals concerned were not finencial adventurers from out of State
(although Michigan did not lack for these) but "worthy men, with
the most unrlgat intentions ... with no lnowledge whatever of banking
business ...' ;/ Among the various methcds used were: exhibiting
worthless metals as specie; shifting specie from one bank to another
one Jurp ahead of the examiners; and the '"purchase" of fictitious
specie certificates. The last mentioned instrument purported to
represent specie on deposit in the issuing bank and available on
demand to the organizing bank. As a matter of fact, there was
simply not enough specie available in Michigan to provide reserves
for operating vanks, let alcne for banks to be newly organized, so
that the vast majority of these certificates were entirely wortaless.

The use of spacie cervificates provides another illustration
of the public sarnction ziven to violatiorn of the law., Many, if not
most, of these certificates were furnished by chartered, nonpartici-
pating barks. Correspondence files of several of the prominent
Petroit bankers of the time contain requests for specie certificates,
with no effort to disguise the purpose intended. For example,
a request to one such banker went as follows: "Will you and Mr.

1/ An Act to amend An Act to organize and regulate panking
associations, and for other purposes, December 30, 1637, section 29.

2/ "Report of the Bank Commissioners," January 18, 1639,
House of Renresentatlves Documents, 26ti Congress, lst Session, docu-
ment number 172.

3/ An Act to organize ...

E? "Bang Commissioners' Report,"” January 18, 1839, op. cit..
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1end about %3,C00 in specie which I pledge my honor shall be forth-
coming a8 you direct ... I do not conceive that  'tis necessary

to nave the specle actually here - but only a certificate of deposit

in your bank which will not interfere with your report of specie and
vill go for as much in our stock.” é/ That such requests were often
scted upon favorably is indicated by a report of the Bank Commissioners
in which they noted that many banks were able to organize because

of "the vase dishonesty anc gross cupdity of a few who had the

control of the specie of the country /i.e., MichigagT'. 2/

Farticipation of the older barxers in the movement to
organize free banis may be explainable simply in terms of profits
which these bankers hoped to secure; in the short run tarough
paking fietitious loans and in the long run through tying the aew
banks to their own institutions. But more important, their partici-
pation is still another indication of the general refusal to abide
by the ferms of the Free Banking Act.

Tee public attitude which permitted the banxing developments
described here anc earlier in this study was, at root, the most
formidable obstacle which was presented to bank supervisory officials.
Their frustration - and even dispair - over this situation will
never be expressed more dramatically than vy words which appeared
in one of their official reports:

The singular spectacle was presented, of the
officers of the State seeking for banks in situations
the most inacecessible ard remote from trade, and
finding at every step an increzse of labor by the
disccvery of new and wiknown organizations ... Gold
and silver flew about the courty with the celerity
of magic; its sound was heard in the depths of the
Torest, yet, like the wind, one knew not whence it
came oy whither it wes going ... The vigilance of a
regiment of /EXaminerg? would have teen scarcely
adequate, against the host of bank emissaries which
scouwred the country to anticipate thei:r coming
and the indefatigable spies which hung upon their
path; to which may be added perjuries, familiar
as dicers' oaths, to baffle investigation. 3/

Bank exemination. It will be recalled from an earlier
section that all Lanks participating in Michigan's insurance program
were required to submit to exanination by the Bank Commissioners.
Beginning in June 1337, examination vas extended to those nonpartici-
pating banks which accepted the conditions of the act permitting
tihe suspension of specie payments until May 16, 1838. It appears
that three of *he nonparticipating banks did not accept the pro-
visions of this act and therefore did not become subject to examina-
tion, although it must be presumed that these banks nevertheless

1/ letter, September 5, 1837, C. C. Trowbridge Papers, MSS,
Burton Historical Colliections, Detroit, Michigan.

2/"Bank Cormissioners' Report,” January 18, 1839, op. cit..

3/ "Bank Commissioners' Report," January 18, 1839, op. cit..
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suspended specie payments. 1/ It will also be recalled that examina-
tiors vere tc oe made once in each four-month period in the case of
chartered participating vanks and once in each three-morth period

in the case of rree banks.

During most of the first two yvears of bank-cbligztion in-
gurance there was only one Bank Ccumissioner. His two reports to
the legislature (January 5, 1837 and December 6, 1837) reveal little
real infoimation about the condition of Mizhigan banks arnd provide
no vasis on which his examinations may ve appraised. g/ Beginning
in 1835, after the number of Bank Commissioners was raised to three,
reports to the legislature provided a coznsiderable amount of informe-
tion on examination activities.

The reports deal largely with the Commissioners® activities
in ferreting out and exposing violaticns of law as a consequence
of the orpganizing of new banks. There wes little occasion for the
Commissioners to concern themselves with the quality of assets
ecquirea during regular benk omerations and, aside firom a Tew inci-
dental references, there is no report which deals with anything out
cases of Imsclvency, violation of law, fraudulent crganization, or
mismanagenent.

In April of 1338 two of the three Bank Comissioners sub-
nitted a special report to the lezislature in answer to a request
by that beody. ;/ Of the 42 banks subject to the examination of these
Cormissioners, unine were chartered barcks and 33 were free banks.
The Commissiorers reported that five had not yet been examined ana
four others were just going into operation. OFf the 33 remzining
banks they repocrted that they had secured injunctions against the
continved coperation of six and were dubious of the solvency of two
others. Some of the reasons for their action in the case of the
six banks not oanly serve to illustrate the previous discussion of
bank organization but also suggest that the examinations were guite
thorough.

When the examiner called and prcceeded tc count the specie
of the newly organized Jackson County Pank he:

++» selected a box ... and found the same to contain
a superficies only of silver, while the remaining
portion consisted of lead and ten-penny nails. lﬁg7
then proceeded to open the remaining seven boxes;
they presentei the same contents vrecisely, with a
single exception, in which the substratum was window-
glass broken into small pieces. 4/

1/ In the Bank Commissioners'Report of April 6, 1838, op.
cit., the Farmers and liechanics Bank, the Bank of Pontiac, and the Bank
of liacomb County are so deseribed.

2/ "Aanual Report of the Bank Commissioner of the State of
Michnigan" Janvary 5, 1037, Jowrmal of the House of Representatives of
the State of Michigan, 1337, document numwber 6; "Annual Report of the
Bank Cormissioner of the State of Michigan", December 6, 1837, Docu-
ments accompanying the Journal of the Serate of the State of Michigan,
Annual Session 1633, document nuzber 2.

3/ "Bank Commissioners' Report," April 6, 1838, op. cit..
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The Wayne County Bank was found to be using specie certificates in
which "the cashier ... had so little confidence .... that he made no
entry of them upon the books of the bank." 1/ The Bank of Lapeer

was found to have 316,000 in specie, 15,000 of which was a specie
certificate issued by the Farmers and Mechanics Bank (a chartered,
nonparticipating bank) upon receipt of a check for the same amount
drawn upon a nonexistent account in the Bank of Lapeer by one of

its directors. 2/ The Farmers Bank of Genesee County alsoc aad
fictitious specie certificates, while the Farmers Bank of Sandstone
had never received any payments on its capital stock and, in addition,
had issued circuleting nctes without tkhe necessary (in its case)
endorsement of a Bank Commissioner. The last of the six banks, the
cxchange Bank of Shiawassee, had "specie" consisting of: a fictitious
specie certificate issued by the Farmers Bank of Genessee County, a
forged specie certificate of a New Haven, Connecticut bank, a counter-
feit banknote of a Yew York bank, and '"seven coppers ... in the

safe.” ;/

In each of these six cases the Commissioners made a care-
ful attempt to estimate the potential loss which would fall on bank
creditors, with the combined total coming to gbout $10C,000. Also,
the Commissioners suspected that additional circulsting notes were
outstanding but were not shown on the books of the banks.

Examinations conducted during tiae nine months of 1833
following the Bank Commissioners’ report noted above resulted in
the securing of at least 19 additional injunctions against operating
banks, one of which was a nonparticipating bank subject to examina-
tion. E/ Still other banks were allowed to go into voliuntary
liguidation, although many could presumably aave been enjoined by
the Commissioners. In all of these examinations tihe diligence of
the Bank Ccmmissioners, judged both from their reports and the
results obtained, seems to have been exceptional.

There are no detailed reports of examination activities
during 1839. However, it may be presumed that during that year most
of the banks which closed did so because of insolvency attributable
to asset deterioration. By that time the Bank Ccmmissioners had
probably weeded out most of the banks which were organized fraudu
lently, or were flagrantly violating the law. The relatively few
free banks which continued operations through 1839 were probably
better organized and better managed banks.

Consecuences of examination policies. The histary of bank-
obligation insurance in Michigan provides an interesting, and per-
haps unigue, illustration of a completely ineffective insurance
system possessing bank supervision of the highest quality. This,
of course, is simply a reflection of the fact that forces far more
powerful than the quality of banik supervision were at work. Never-
theless, supervision was of some importance to the events of 1338-39,

L/ "Benk Commissioners’ Repcrt," April 6, 1538, U.S. House
of Representatives Documents, 26th Congress, lst Session, document
nucber 172,

1

Ibid..
Toid..
Tvid..
U.S. House cf Representatives Documents, 26th Congress,

i

S
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though the part it played was scarcely that which had been anticipated.

The collapse of Michigan's banking system which began in
1838 was touched off Ly the examination procedures of the Bank Com-
missioners. This is not to say that the collapse was caused by
supervisory officials, dut rather that their activities servecd as
catalytic agents in the decline. By tneir very diligence and
thoroughness the examinerg.exposed examples of fraud and insolvency
which shook the confidence/the public, both iz Michigan and in
surrounding areas.

With so many new banks in operation, the public Tound it
difficult to distinguisn between those of good credit and those
whose notes were at a heavy discount or worthless. The early reports
of the Bank Ccmmissioners contributel to tae uneasiness of the
public. THotices began to appear in the newspapers of neighboring
States early in 1338. For example, an Indiana newspaper commented:
"from necessity we are compelled to notify our distant subscribers
that we cannot any longer receive the bills of any Michigan banks
in payment for subseriptions. Doubtless some of them are good dbut
all of them are uncurrent in this part of the state.” 1/ And a
newspaper in Clev=lané declared: M"a list of banks of Michigan,
bankable at Detroit, is greatly desired by persons in the Lake
country. All sorts of reports are afloat touching the value of
different kinds of Michigan paper at hcme." 2/

The very fact that a bank was participating in insurance
added to the public suspicion. A person could guickly deteimine
if a bank was a free bank, and thus suspect, or an older chartered
bank by noting whether or not a proffered banknote bore an inscrip-
tion to the effect that the holder was protected by reason of the
banii's membership in the insurance system. Those which did bear
such a description were, of course, the notes of free banks, or of
the few chartered participating banks. The public soon began to
use the term "wildcat bank" to apply to all free banks, even %o
those known to be sound. The following lettier to the Governor from
a large stockholder of one of the well-managed free vanks describes
the difficulty of operating under these conditions. This gentle-
man wrcte that his baank:

has been in operation for two years and has never

in one instance failed to redeem its bills in

specie when presented ... but still they do not

have a first credit because it is a wildcat Bank -~

and that is enough to condemn anything. We are

now entitled to a good charter. eese. and in

your message to the Next Legislature ... I hope

that vou will recommend the chartering of the Bks.

in good credit that were organized under tae general

Bkg. law. 3/
1st Session, document number 172, op. 1122-1143. Several of these
injunctions mey have been secured in the first weeks of 1839.

1/ Indiana Journal, February 3, 1338.

2/ Cleveland Beiali Gazeite, June 6, 1838.

3/ Letter, December 1%, 1839, William Woodbridge Papers,
MSS, Burton Historical Colliections, Detroit, Michigan.

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



V-33

Although bank supervision was of no assistance in strengthen-
ing the Michigan banking system, and probably actually hastened its
collapse, it nevertheless gave some protection to iichigan vank credi-
tors. By their prompt action supervisory officials were often able
to close a bank after it had been in operation only a brief time,
thus preventing it from issuing large additional amounts of c¢irculating
notes.

Mumerous illustrations of this can be found in the records.
For example, the Farmers Bank of Sandstone went into operation on
January 29, 1838. Twenty-five days later, on Pebruery 23, 1838, the
Bank Commissioners reached tne bank, conducted their examination, and
applied for an injunction to close the bank. During its 25 days of
operation the bank had succeeded in issuing a reported circulation
of $46,933. In addition, it was believed that the bank had placed
muck larger amounts in the hands of its agents, which were about to
go into circulation. The minimum estimated loss was $26,956, whick
loss would cbviously have been greater had the bank been allowed to
operate even an additional several weelks.

Appraisal of Michigan's Insurance System

Insurance of bank-obligations in Michigan faliled to attain
either of the two objectives its prrcponents had in mind: the State
was not guarded against collapse of the circulating medium due to
vank failures nor was the "small" bank creditor protected against
loss arising from the same cause. The Michigan experience demonstrates
thaet kowever well-conceived and menaged, an insurance system
cannot be effective unless lawmaxers and those who determine monetary
policy provide at least the minimum reguisites for successful opera-
ticn.

rProtection of bank creditors. Whatever protection was
afforded creditors of banks participating in Michigan's insurance
system arose out of the ability of the Bank Commissicners to close
insolvent benks as rapidly as possible, o payments to creditors
of failed banks are known to have been male from the insursnce fund.

Losses to creditors can be only roughly approximated. This
is due to the absence of liguidation records, which in turn is due
in great part to the fact that liguidation preceedings were stopped
when the Free Banking Act was declared unconstitutional in 18kk. The
Bank Commissioners reported in January 1839, that "at a low estimate,
near a million dollars of the notes of insclvent banks are due and
unavailable in the hands of individuals." 1/ It may be assumed that
the bulk of this 31 million was never recovered since the banks
conicerned were those most fraudulently and recklessly operated. To
this amount must be added: the notes of participating banks which
failed after the above estimate was made, plus the deposits in all
participating banks at dates of failure, less whatever recovery
was later made on these items. I% would appear not unlikely that the
total loss to creditors of failed participating banks exceeded 31
million and approached $2 million during Michigan's insurance history.

Reasons for failure of the insurance system. Insurance of
bank-cbligations in Micnigarn was a failure for two reasons: the
1/ "Banit Commissioners' Report,” January 18, 1839, op. cit..
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timing of its adoption and, second, the peculimr character of the
gtate's banking development just after the insurance system began
operation. There were, it is true, certain deficiencles in tke
ijnsurance law. However important these deficiencies mignt have
pecome undsr normal circumstances, they were of little siznificance
in contributing to the coliapse of bank-obligation insurance in
Michigan.

Bank-obligation insurance did not fail in Michigan due to
a lack of zood bank supervision, nor can its difficulties be traced
to the insolivency c¢f a few large participating banks. On the
contrary, precisely the oppcsite situation was true in each case.
The explanation is sinmply that Michigan put its insurance system
into operation Just nrior to a severe depression. By itself this
would probably have Ceen sufficient to cause the collapse of the
system but the Michizen legisliature compounded the difficuities by
adopting banking legislaticn which increased to an extra-ordinary
degree the potential liability of the insurance fund without pro-
viding any immediate increase in its resources. Since this potential
liability became elmost immediately an actual liability tne insurance
system bioke dowmn.

Deficiencies of insurance law. Michigen's insurance law
suffered from the same defects as that of the New York lav from
which it was copied. These deficiencies were: (1) insurance
authorities were not provided with a borrowing power to be used in
the event ol aa euergency, (2) the examining force was adecuate in
gquality but decidedly inadequate in number, (3) no payments could
be made to the creditors of failed participating banks until liquida-
tion of the banks' assets had been completed, and (i) assessments
were levied on capital stozk rather than on insured cobligations.

Of the various sinortccmings noted above the only one which,
if remedied, could possibly have influenced the course of events in
Michigan was the lack of a borrowing pover. However, the needed
amount was so larze that it is scarcely concelivavle that adequate
fundscould or would have been secured. Further, western States such
as Michigan had a poor credit standing during 13838-42 and found it
exceedingly difficult to borrow money. In fact, Michigan had trouble
placing a bord issue of $5 million, authorized in 1837 for internal
improvements purposes, and to this dzy has not redeemed half of that
issuet

So far as the other deficiencies are concerned, a larger
examining force would simply have meant that many banks would have
been closed even sconer than they were; the need for a method ol
payment prior to liguidation of a bank's assets was of no consequence
since there were no funds available Tor such payments, while assess-
ments on insured obligations rather than capital would not have
yielded sufficient additional revenue.

Corpariscn with other insurance systems. Michigan's bank-
obligation insurance system may ve compared with those of New York
and Indiana, both of which were in operation during the panic of
1837 and the depression which follcwed. MNew York's insurance system
also broke down by 1342, but it was eventually able to pay all insured
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claims arising out of the failure of participating banks. Indiana's
jnsurance system, which was of an entirely different type than that
of Michigan, was completely successful in protectiag benk creditors
during the crisis years of 1837-k2,

The different results attained by New Yorlk and lichigan
are clearly attributable to the matier of timing. By 1837 ilew York's
system had been in full operation for six years and the fund was
sufficiently larze to permit authorities to nandle the first cases
caused by the panic of 1837. The fact that they were given authority
to act promptly, without having to await liquidation of banik assets,
was undoubiecly important, but it may be ovresumec that the Michigan
legisiature would have “one precisely the same thing under similar
circumstances. Also, during 1840-42 the Jew York fund was able for
a time to pay the claims of insured crecitors. When additional
failures gave rise to claims far in excess of the amount available
in tie fund, the lezgislature nermitted the fund to borrow, not only
because it could observe the beneficial effects of paying these
claims out also because it was clear that assessments paid by sur-
viving banks would be sufficisnt to eventually redeem the securities
issued. In Michigan, on tie other hand, the entire banking systenm
was wrecked witkin a very short time, vhile the fund was hopelessly
insolvent with the failure of the first particivating bani.

A more interesting comparison can be made with the Indiana
insurance system. This is so because the Indiana system weas 1in
operation only a little more than two years before the panic of 1837
and had nct much more time to preryare than had the Michigan insurance
system. Also, it will be recailed from Chapter IV that the Indiana
plan was one of mutual guarantee by participating banks with no fund
and nc borrowing power, except insofar as each individuel bank could
or would borrow when it was called upon to make a contribution. Yet
only one Indiana Dank became involved in serious financial difficulty
and in this case prompt action by insurance authorities resulted in
complete protection for insured creditors.

The explanation lies in the character of supervision given
Indiana particiraiing banks. In ability, the Michigan supervisory
personnel were at least the equal ol those in Indiana, but they did
not possess tiae breoad authority whick Indiana supervisory officials
were given. Because of their power to control the volume of bank
overations and, to some extent, the iirection of bank lending, super-
visory officialis In Indiana were able to keep participating banks
free from invoiveument in tae speculative land boom of the time., In
adaitien, taey were able to force participating benks to follow a
contractive policy during the period of suspension of specie payments.

In fairness to the Michigan system, it must alsc be added
that even with respect to supervision timing was of some importance.
The speculative land boom in :ilichigan reached dizzying proportions
during 1826, Had adecuate supervision been accorded Michigan banking
a year or two earlier, as was the case in Indiana, it is possible
that Michigan banks would have been in a better position when tae
panic of 1337 occurred. Still, it is extremely unlikely that even
this would have been sufficient under the circumstances which prevailed
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in Michigan as a conseguence of the passage of the Free Banlting Act.
1f Michigan had adopted an insurance plan similar to that of Indiana
1t would prcbably have Failed even if the free bans had not been
included in insuraace; 1t would certalnly have failed i they had
ween included. %/

Conclusion. As the only insurance system (of the six
sacpted prior to the Civil War) which completel: failed to protect
vani: creditors, Michigzar's system offers little in the wegy of
constructive lesscns to ve gained from its operating expérience.
What its aistory clearly cdemonstrates is that bank-obuiigation in-
surance carnot orerste in a vacuum; that there are basic causes
for banlk failures vwhich are still beyond the immediate influence
of vanlt-obliization insurance.

1/ In 1830 Hichigan did, in facl, attempt to establish a
Danking system and insurance plan similar to that in Indiana. How-
ever, sufficient capital could not be secured to enable the banks
to begin operations.
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Appendix, Chanter V

Tree Banks Ovganized under Act of
Mareh 15, 1337

Benks

Adrian, Bank of
Allezan, Bank of

Ann Arbor, Baak of
Auburr:, Bank of
Battle Creel, Bank of
Be:rien Couity Baik
Branch County Bank
Brest, Bank of
Chippeway, Bank of
Chippewa:* County Bank

Citizens Bank of Arn Ardor
Clinton Canal Bank

Clinton River Bank
Coldwater, Bank of
Commercial Bank, Gratiot
Commercial Banlz, Harre
Commercial Bani: of Miechigan
Commercial Banlk, Portsmouth
Commonwealth Bank, Tecumsen
Detroit City Bank

Detroit and St. Joseph Railrcad

Ea n‘v
Exchange Bank, Ann Arbor
Exchange Bank, Shiawassee

Farmers Bank of Genesee County

Farme:rs Bank of Eomer
Faimeis Bank of BEudson
Farmwers Bank of Oakland
Farcers Bank of Prairie Road
Farmers Bank of Romeo
Faymers Bank of Sandstone

Fa:mers Bank of Shaaron

& M Banlk of Centreville
& M Bank of Monrce

& M Dani: of Pontiac

% M Dank of St. voseph
Geaesce County Benk
Gibralter, Banik cf
Goodrich Raalk

Grand iver Ban®:

Huron River 3anic

TR
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Month anc year
conxrenicenent
of operations

Monta and year
of suspension
of operations

February 1838
Decemver 1837
3 ']

/A
January 1538
May 1838
Movember 1837
September 1337

Decenmber 18637

*

3

e
<]
3
B
(0]
R
b
o)
[@5)
-3

e el e

Jaauary 1838
3/
3 o
December 1837

Jaauary 1338

2/
February 1838
December 1837
August %837
3
Eé 1837
é/‘

Decemb

Jenuary 1938

December 1837
_jl
October 1837
December 1837
3/
December 1837
January 1838
January 1838
September 1837
January 1338

Y
January 1839 2/
3/

3/
January 1839
September 1338

L/
August 1838

A

\XN]
L\

January 1839 2/

January 1839 2/

\WS)

~

7

PN

3
March 1838
March 1838
Jaauvaryv 1839

3
July 1838

3

3/
February 1838

September 1838

3/

July 1§§8
3

July lgéB

January 133¢ 2/
i/
/

&
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Jacison County Bank

Halamazoo River Bank

Kensington, Banit of

Laxe St. Clair, Banx of

Lapeer, Banx of

Lapeer Countl” Bank

Lenavee County Bank

lManchester, Banxt of

Marshall, Bank of

Merchants Bank of Jackson County

Merchants Bank of St. Joseph

Merchants and Mechanics Rank of
Monroe

Michigan Centre Bank

Millers Barnik of Washteraw

Niles, Bank of

Oakland, Bank of

Owasso, Bank of

Peoples Bank of Grand River

Sagiraw City Bank

Saginaw County, Bank of

St. Joseph County Bank
Saline, Bank of
Shiawasse, Bank of
Shiawasse County Bank
Singapore, Bank cf
Superior, Bank of
Utica, Bang of

Van Buren County Eank
Wayue County Bank
White Pigeon, Bank of

Hovembij 1837
3
Decenber 1837
3/
Decembey 1837

3J’

December 1337
November 1337
October 1837

January 1836

3//
November 1337
3/
Deceriber 1837
December 1837
September 1837
3/
Pebruary 1338
December 1837

3/

December 1837
December 1337
Decemter 1837

February 1838
January 1838
Septembar 1837
3/
Decemter 1837

3y

February 1838
3/
July 1538
/

3
March ié38

3/
April 1833
JanuaryI1839

N

!

&

KwLE

Januar¥11839

January 1839 2/

L

August 1838
January 1839 2/
'3-//

September 1838
August %838
4

!

1wl

Janvary 1839
January/1839 2/

Marchk 1338
‘3-/

1/ Unknown;

last condition report dated August 1339.

2/ Injunction reported as having been secured by this date;
actual date of closing possibly earlier.
g/ Mo conclusive evidence exists to show that this bank was

ever actuaily in operation.
4/ Unimown;
5/ Uniaown;
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last condition report dated September 1839.



CHAPTER VI

ISURANCE CF BANY CSLIGATIONS I OHIC, 13k5-1866

Ohio was the fifth State to make use of the insurance
principle in providing for the protection of bank creditors before
the Civil "ar. The Ohio plan was put into effect in 1845 and was
to expirve in 1866. However, it became inoperative with the con-
version of most cof the participating vanlks to national banks after

18€3.

Review of Chioc Banking History to 1865

Unlike the two western States which had previously adcpted
insurance programs for the protection of bank creditors, Chio at
the time of adoption of tie program was relatively far advanced in
its econcmic development and had a banking history dating back almost
to the beginning of the centwry. Ohio was the first State carved
from the Old Northwest, in 13C3. 1/ By 1840, following the great
migration from the eastern States, it had tecome the third mcst
populous State in the union. It was the leading agricultural State,
producing, for example, avout a fourtn of the country's output of
wheat. Cincinrati was not only the great metropolis of the State but
also one of the leading cities in the nation, and Cleveland was
rapidly becoming a commercial center of importance.

Banking prior to 1345. The first bank in Ohic, the Miami
Ixporting Compeny of Cincinnati, was formed in 1803, shortly after
statehood was attained. It had not been specifically chartered as
a bank but its proprietors interpreted several provisions of the
charter as granting such rights and almeost from the beginning engaged
in none but a banking business. The first bank charter, as such,
was grantec by the State legislature in 1308, to the Bank of Marietta.

Banking spread rapidly in Chio, particularly after expira-
tion of the charter of the first Bank of the United States in 1811,
and by 1619 it appears that 25 barks were in cperation. However,
the depression of that year led to the failure of a number of banks
and the restraining iniflusnce of the second Bank of the United States,
which had besn chartered in 1816, kept the mumber of banks from
expanding throughout the 1820's. Indeed, only 11 banks were doing
ousiness in tlle State in 1830, although as settlers continued to
arrive znd new towns started there was an increasing demand for
bank facilities.

Andrew CJackson's veto in 1832 of the bill rechartering
the second Eank of the United States was correctly interpreted as

i/ The 0id Northwest roughly included the area north of
tue Ohio River between the Mississippi and the Alleghenies. OQut of
it was eventually formed the States of Chio, Indiana, Illinois,
Michigan, and "Wisconzin.
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as foreshadowing the demise of the federally chartered bank with its
nationwide system of branches, one of the most important of which was
at Cincinnati. As a conseguence, 13 new banks were chartered by the
gtate between 183C and 1834. In addition, a nuaber of banks which
pad failed earliier but whose charters had not expired, among tiaenm

the Miaml Zxporting Compeny, reorganized and resumed vusiness. The
panic of 1337 checked but did not completely halt the increase in

the numver of banks and by 183¢ at least 3% chartered banks, with
aggrezate capital exceeding $1C million, were doing business. 1/

At the same time there was substantial growth in the number
of unauthorized banks. Banks could only ove chartered by special act
of the State legislature, and it was not always possible to satisfy
all groups or localities velieving themselves deserving of charters.
Consecuertly, unauthorized banks {such as the Stark County Orphans
Institute and the Granville Alexandrian Society) were numerous.
Attempts to legisiate them out of existence were futile and probably
a few were operated as well as tne chartered banks.

1833 was the peak year Tor the number of authorized banks
in this period. In that year the largest part of Chio's 310 mililion
banking capital was concentraced in Cinecinnati, with four of that
city's barks aceounting foi more than one~third of the total. g/
Nevertheiess, banxking facilities were well-distributed throughout
the State. Both Cclumbus and Cleveland had two zelatively large banks
and almost every tewn of any size had at least oine wmedium or small-
sized bank.

The vanking structure was weakened by the panic of 1837,
and the rezovery of 1833-32 was short-lived, tailing off into severe
depression. Also, many bank charters eipired in 13k3-44. With the
banks closing both because of failure and of expiration of charters,
Ohio was leTt at the beginning of 1845 with only eight authorized
banks and few, if any, of the unauthorized tanks.

Banking from 1845 to 1365. Because of the small number
of banks cperating in the State in 1845, and the difficulties which had
been met under the previcus system of permitting only chartered banks,
the legislature in 1845 reorganized the entire banking system. Legis-
lation in 1345 and later makes it possible to characterize this
secend pericd as 'banking under general laws", as contrasted with
the earlier period of "banking under special charters". 3/

The ban%ing legislation of 1845 was "An Act to incorporate
the State Bank of Ohio and other banxing companies" which became law
February 24, 1845. This law was an attempt to combine the leading
features of banking codes in other States, notably those of Hew York
and Indiana.

1/ Bank capital as reported in tue early years often was
authorized capital. Faid-in capital may have been substantially less.

2/ Authorized capital. Capital data for unauthorized banks
are unavailable.

3/ C. C. Huntington, A History of Banking end Currency in
Chio before the Civil War (Columbus: OChilo Archaeological and
Historical Society, 1915), p. L1L.
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Under the 1845 law, which remained the oasic banking law
of the State for tventy yeawrs, any five perscns might foim a bank
with cepital not less than ¢5C,0C0 nor more than $500,000, at least
50 perceat of which had to bpe paid in gold or silver coin. A Board
of Bank Commnissicaeis was provided to exemine all applizations. To
»revent a concentration of banks the State was divided into twelve
aistricts and the number of banks in each was limited. Further, the
aggregate capitel of all banks formed under the act was limited to
$6,150,000. Banks organized uader provisions of this law were in-
corporated until May 1, 1866, at which time they were to cease
operasions.

Two kinds of banks could be organized under the 1845 law:
Branch Banks of the State Bank of Ohio and Irdependent Banks. The
difference between them was primarily the nature of the security pro-
vided for the notes which the Panks issued. Cilrculating notes of
the Branch Banks were protecied through establishment of an insurance
progranm, the details and operation of which are discussed in later
sections, while notes of Independent Banks were secured by deposit
of Federal or State bonds with the State Treasurer to amcunts at
least equal to the valve of the notes. 3Branch Banks also differec
from Independent Barks in that their minimum capital was $100,000
instead of $50,000, and they were supervised by a Board of Cecntrol
appointed by themselves rather than by State officers.

The Branch Baniks of Ohio were copies cf those of Indiana.
That is, they were independent banks, with their own stockhclders
and officers, but colliectively they constituted the State Bank. It
seems likely that Ohio adopted this structure and terminology in a
deliberate attempt to secure immediate nublic acceptance for its new
banzing system. During the depression years of the early 1840's, when
neny Ohio banks had failed, notes of the various Indiara Brsnch Banks
served as the "par" currency of Chio.

The Ohio legislature was therefore not introducing a novel
system in 1345, although present day writers have occasionally been
led to assume from the bank titles that vranch banking, in the modern
sense, was authorized in Ohio in 1845. 1Indeed, even residents of
distant Stetes were sometimes confused, as the following letter from
the president of the Board of Control (the supervisory agency)
indicates:

Your communication of the 31 ult. addressed to
the "Cashier of the State Bank of Chio" is received.
The corporation known as the "State Bank of Ohio"
is peculiar in its organization ... The State Baxnk,
as such, nas no capital, transacts no proper banking
business, receives no deposits, makes no discounts,
declares no dividends. All this is done by the
several Branches ... 1/

L/ January 2, 1863, Letterbooks of the Board of Control,
MSS, Chio State iuseum, Columbus (hersafter referred to as "Chio
Letters").
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New banks were soon organized under the 1845 law, and by
2850 fifty-seven banks, with capital exceeding $7 million, were in
operation. }/ Almost three-fourtas of the banks in that year were
nyanch Banizs,

Leczuse there was a limit to the number of banks which
could be formed under the 1845 law, both in total and by district,
zhere was an increasing demand in some sections of the State -
notably in Cincinnati - for a general tanking law. Ccnsequently,
another class of bank was provided for in the Free Banxing Law
cf Marckh 21, 1851. Capital of the nev banks was set at & ainimum
of %25,C00 and a meximum of 500,000, and provisions rezarding note
security were similar to those in force Jor the Independent Banks.
A number of paniis were formed under the new law and, by the end
of 1851, seventy barks were in operation in Ciio. This represented
the peak nvmber for tie entire neriod as the depressions of 1854 and
1857 were marlied by nurerous bank failures.

From 1357 until establishment of the National Banking System
in 1863, no mejor van lagisla’icn was enacted in the 3tate and the
pumber of banks remained fairly stable. FHowever, after 18563 meny
Ckio banks converted toc national banxs, spurred on in part Ly the
impending expiration of legal autherization for the Branch Banks
and the Incewendent Banks. A8 a resulit there was little need to
extend the General Benking Law of 1845 so that by the end of 1865
vanking i1n Chio was conducted by national barks and by banks ozerating
under the Free 3anking Lav of 1851.

Character of the Guarant; Legislation

When reorganization ol Ohio't banking system and the
adoption ¢f an Insurance plan were under consideration in the early
1840's the legislators were able to draw upon the experiences of the
States which had precceded them in the insurance field by at least a
decade. As described in Chapter IV, Indiana's mutual guaranty
system began operating in 1834 and by 1844 it must have been clear
to the Ohio legislators that this plan had successfully weathered
the great depression of the early feirties., [D'ew York's ipnsurance system
descrived in Chapter II, had been in operation for about 15 years.
It is nct surprising therefore that the insurance plan finally
adonted in Ohio was a vleud cf Ghe Indiana and New York plans.

As was the case in Indiana, Chio's plan embraced only the
Branch Banks of the State Pank system. 2/ On the cther hand, only
cireculating nctes were protected ratner than all bank obligations.
This was very possibly due to the fact that the New York plan, which
had at first covered both circulating notes and deposits, had run
into difficulty in 1842 with the result that insurance in that State

1/ Includes capital of banks chartered prior to 1ok5 whbich
continued to operate after that date.

g/ lNo provision was macde for the inclusion in the insurance
progran of anr banzs to be organized at a later date, with the ex-
ception of new Branch Banks,
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was thereafter limited to circulatinz notes.

Cbjectives. One of the few statements which could be
jocated regard.ng the purpose of the 1845 legislation is by the
legislative committee which drafted the law:

The cormittee entertain no doubt that a large majerity
of tne people of the state desire the enactwment ... of
some law authorizing the establishment of han¥s which
will furnish them with a safe and convenient currency
.+ In framing this bill the committee have constantly
in view the great landinarks of entire security to the
bill holder, reasonable security to dealers with
the b@nks, and proper iaducements to the capitalist

"o e ‘JJ

This statement woull appear to reflect concern over both the circu-
lating wediu, as such, and the safety of the individual bank
creditcr, particularly the notcholder. It is thus in accord with
the general conclusion as to the function of banli-cbligation in-
surance, found in Chapter I.

Insurance fund. The insurance fund, or "safety fund"
as it was called in the act creating the State Bank, was not built
up through annual agsessments. Instead, each Branch Bank was re-
guired to "pay over, or deposit to the credit of said board [Sf
Control/, 2/ as said board shall order, money or /bonds/ of this
state, or of ‘the United States, at their current wvalue in the city
of Mew York, but in no instance abcove their par value, 1;27 an amouat
equal to ten per centum on the amount of the notes for circulation,
which shall e ielivered to such branch." ;/ This sum was to be pzid
vefore any notes were delivered to the Braach Bank, i.e,, before it
opened for business, and additional payments were to be made only if
the amount of notes delivered was later increased due to an increase
in capital or because the entire authorized issue had not been d=-
livered at the commencement of business,

The iusurance fund was to be invested by the Branch Banks,
under the direction of the Board of Control, in Federal or State
bends or in mortgages. Interest thereafter received was to be paid 4
to the Branch Banks in proportion to the amounts they had contributed.~
"'hile the fund was the "proverty of said board, /it was held/ in trust
Tor the benelit of the several branches of the State Bank of Ohio,
and as a fund for the redemption of the notes of circulation /of a
failing Branch BanE?“. 5/ In practice, the Branch Banks carried the

1/ As quoted by C. C. Huntington, A History of Banking and
Currency in Ohio before tke Civil War (Columbus: Ohio State Archaeo-
logical and Historical Scciety, 1Gi5), p. 42l.

g/ A description of the composition and functions of the
Board of Control is given in the following section.

;/ An Act to Incorporate the State Bark of Chio and other
Banking Companies, February 24, 1245, section 21.

L/ Tbid., section 22.

g/ Ibid., section 21.
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amount they had paid on the assets side of their statements of
conditiolnt.

Payment of insured obligations. The metiacd of paying
creciturs of failed tanks under Chic's plan provides additional evi-
dence that it was the Indiana plan, rather than that of llew Yoirk,
whick served as thne mocel for Ohio legislators. The insurance fund
was not essential to the Chio plan and, in fact, 4id not stand for
the immediate and direct payment of creditors of a failing bank.
Instead, this function was served by a mutual guarenty system. When
2 Branch Bank became insolvent, i.e., was unable to redeem its notes
in specie ;/the Board of Control was required to place it in receiver-
ship and tc "Immediately provide money, and place the same in such
solvent branch or branches, as may be most convenieat for the pur-
pose of reaeeming the notes of such failing branch ..." 2/ The
amount provided was not taken from the fund but from new assessments
ijevied on the solvent Branch Banks in prorortion to the amount of
circulation each had cutstanding. These sums were then repaid to
the solvent Branch Banks through liquidation of securities comprising
the insurance furd. 3/

The role of the insurance fund was clearly described by the
President of the Board of Control in a letter to a Cincinnati news-
paper in 1862:

It is a very common mistale ... to suppcse that
the "Safety Fund” is ... especially provided to
secure the circulation, but sueh is not the fact.

The entire capital, with all the means of every
descrivtion belonging to each and all the Branches
... are the security »rovided for the circulation

of eac:h Branch. t is the Branches themselves, and
not the publie, that are to look to the "Safety Fund"
for their security ... The basis of security provided
... is that of mutual liability ... 4/

Upon liquidation of the assets of a failing bank by re-
ceivers, vpayments were to be made first to the other Branch PBanks
to cover any amount not already returned from the insurance fund and,
second, to the insurance fund to reimburse it for all moneys advanced
except for that portion originally contributed by the failing Branch
Benk. Following this, the receiver could meet the claims of de-
nositors and other creditors and, finally, distribute any remairing
funds among the stockholders. 2/ do provision was made for re-
pienishing the fund in the event it was permanently diminished.

1/ Ibid., section 2L, If for some reason the Board of Con-
trol failed to take action any creditor of a bank failing to redeem
its uotes in specie cculdé secure a court order requiring such action
to be taken. Contrariwise, a Branch Bank falsely accused of being in-
solvent cou+d appeal to tae courts. (gections 28 and 29).

2 Ikid., section 25.

r/ Ibld., section 20.

4/ March 16, 1862, Ohio Letters, op. cit..

_/ An Act to incorporate ..., section 27.
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gowever, it was probably expected that the Branch Banks would at
all times have an smount equal to ten percent of taeir circulation
deposited in the fuad, so that if it were diminished new assess-
gents woull have been reguired.

Ir essence, therefore, Ohio's plan meant that participating
parkis collectively graranteed the circuletion ¢of any one of their
mmber but gave to the supervisory autuority, 1.€., the Board of
Control, the right tc determine which of their assets - from among a
selected giroup deposited with the Board - would e liguideted if it
hecame necessary to make any nayments. For to retuin the sums
advanced by the sclvent Branell Bangs, the Board sirply sold bonds
which were held in trustc for the Branch Banks and which were counted
by them as part of their investment portfolios.

Statutory Provisions Relating to
Bupervision and Regulation of Branch Banks

In providing a supervisory authority for banks participating
in the insurance program, the Chic legislature again drew upon
Indiana's experience. Provisions dealing with bank regulztion were
similar tc those tken in gereral use in the country.

Supervisory azency. Tue Board of Contrel, the supervisory
aunthority similar to the Board o Directors of the State Banxk of
Iandiana, was located &t Colvmbus. It consisted of one renresentative
from each 3raack Benk, chosea by the various Branch Bank boards for
a term of one vear. Each member on the Board of Coutrol had one
vote, with on additional vote for each 350,000 of circulating notes
assigned to his Branch Sank. 1/

The burcen of the Boerd's worlk fell on the presicdent,
vice-presilent, secretary, and an executive committee of not less
than five members. g/ The president was chosen by the Board from
outsicde its membership and did not becone a umember of the Board upon
election. The sane was true of the vice-president, provision for
whom was not made by the legislaturs until 1351 with passage of an
amerniatory act. Salaries of the three exescutive oificers, along
with other experses, were provided by assessments levied on the
Branch Banks. 3/

Almission to insured status. Application to start z Branch
Pank autorm=2tically comstituted applicatioa for insurance, since all
Branch Barks wers part of the mutual guaranty and safety fund system.
Investigation of the first apnlicaticons was tiae responsibility of
fire Banlt Commissioners, appointed and named in the act authorizing

1/ Inid., section 17.
2, Iuid., section 14.
—" N —-——h-'——;
3/ Ibid., section 15. ./ssesspments for most expenses varied
with the capitai stock of the Dranch Banks, but those to zeet expenses
T 2
incurred in the printing of circulating notes were in the ratio of
the circulating notes assigned to each.
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the Branch Banks. ;/ The aect also outlined the procedure which was
to be followed in Cetermining whether an application was to be
granted. 2/ ©Primary emphasis was placed on verifying the amount of
gpecie claimed to have been paid in, seeing that bank facilities
were well-distributed among the various counties, and investiiating
the character and responsiovility of the new stockhiolders. When at
least seven Branch Banks had been accepted by the Commissioners, the
directors of each were notified and were then to select their re-
presentatives to the first Soard of Control. 3/

Under terms cf the original act thkis exercise of the power
of adnission was to revert to the Auditor, Treasurer, and Secretary
of State efter one year, 4/ However, in an act of January 6, 18k6,
an axendment gave the Board of Control the powers exercised by the
Pank Commissioners. The Bank Commissioners were continued in office
with power to review decisions of the Board of Control resulting in
denial of admission to any bank. In the event that the Commissioners
disagreed with the Board the Governor was authorized to make the
final cdecision.

Powers of Board of Control. Regular examinaticn of the
Branch Banxks was wade by at least one member of the Board of Coatrol,
or an appointed agent, as often as the Becard desired. Ample power
was glven examiners to determine the condition of the Branch Banks.
Alsc, each Biranch Bank was required to submit condition reports to
the Board as often and whenever requested, the form for which was
determined by the Board. 5/

In addition to its powers of examination, and its duties
in the event of failure of a Branch Bank, the Board was charged
with general supervision of the banking system. This iavolved such
duties as making rules for the settlement of balances among the
Branch Banks and the printing of circulating notes. 6/ Most important,
the Board had the power to order a Branch Bank to do, or cease doing,
anything which it deemed necessary for the protection of that bank or
other banks in the system. I/ This included specific suthority to
compel & Branch Bank to reduce its circulation or other liabilities
to whatever level was deemed necessary for the safety of the bank
or the system. 8/ Thus, the Board had a power similar to that enjoyed
by the Federal Reserve todey, in that it could influence the circu-
lating medium of the community, alteit directly rather than through
changes in reserves. 9/

Ibid., section 5.
Tbid., sections 10 and 1l.
Ibid., section 13.
i section 5.
Tbid., section 1k,
/ Ibid., secticn 1k.

7/ Ibid.. In 1848 the legislature strengthened this provision
by giving the Board the right to an injunction against any Branch Bank
which failed to comply with its orders. After allowance of the in-
junction the Board could then appoint a receiver and proceed as in tke
case of an insolvent bank.

8/ Ibid., section ih.

2/ While this varticular provision was, in practice, used
only to enforce orders of the Board in the cases of recalcitrant Branch

S ECIS
a
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Restrictions on operations of insured banks. Statutory
simitations on the operatioans of the Brancia Eanks were, for the most
art, similar to regulaticns governing banks in other western States
at that time. Many of these limitations related to the note issue
fuaction of the Branch Banks, since deposit banking was just beginning
+c assume importance in Ohioc.

Circulating notes of the Eranch Banks had to be paid on
demand in gold or silver coin; failure to do so was deemed an act
of insolvency. }/ However, the legislature suspended this reguire-
ment in January of 1562 as a conseguence of the nationwide suspension
of specie payments during the Civil Var.

By 1855 it aad become clear that provisicns limiting circu-
lation and other bank obligations to a multiple of capital did not
by themselves provice a precise rule as to the proportion that specie
reserves should bear to suca obligations. Consegquently, the Ohio
act required that each Branca Bank maintain a specie reserve equal
to 30 percent of its circulating notes. Q/ At least 50 percent of
this reserve was to consist of gold and silver coin in the bank's
vaults, while the remainder could consist of demand deposits in
specie-paying banks located in ew York, Boston, Philadelphia, or
Baltimore. Wheneve: tiiis ratio was below the uinimum for 12 days,
or as scon as it fell below 20 percent, a bank was prohibited from
putting new notes in circulation or increasing its liebilities by
making new lcans and discounts except on bills of exchange. §/

Ilote circulation of each Brancih Bank was also iimited to &
multiple of paid-in capital, the multiple decreasing as capital
inecreased. Specifically, circuiation could not exceed twice the
first $100,0C0 of capital; once and ore-half the second $1C0,C00;
once and one-fourth the third $1C0,000; once the fourth $1C0,000;
and for any amount over $400,C00, not more than three-fourths the
amount of such capital. Ia addition, ncotes could be issued to an
amount equal to the bank's deposit with the safety fund. L/ Thus a
Branch Bank with a maximum authorized capital of $500,000 could have
a circulation of about $700,000, for which it had to maintain a
specie reserve of approximately $215,CCO.

Other provisions dealing with circulating notes included:
nctes cculd be issued by any Branch Bank, were to be signed by the
President of the Board of Control, countersigned by the cashier of
the issuing bank, made payable to bearer and negotiable by delivery; 2/
they were not to be of smaller denominaticn than one dolliar nor
larger than $1C0 and the proportion of each denomination was pro-

Banks, the Board did find a way by which it could influence the circu-
lating medium through changes in reserves. See below, dp. vi- L1,
Ivid., sections 18 and 24.

Ibid., section 55.

id..

Ibid., section 19.

Tbid., section 18.

SEOE
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sided for; 1/ notes of out-of-State banks which were not redeemeble
in specie, or which were of smaller denominations than five dollars,
could not be paid cver the counter of a Branch Banik in the course

of its ceily ousiness; g/ notes of each Branch Bank ned to be
accepted at par oy all other Braneh Banks. 3/

Deposits were specifically exempted from maximum amount
1imitations, perhaps reflecting the then current opinion that they
were nct a function of bank lending operations. However, Branch Bank
indebteiness, which was dofined as excluding cdeposits, was limited
to two-thirds of capital stock paid in. 4/

Excessive favoritism shown stoclitholders and directors had
long been a source of weskness in many western bvanks and & number of
provisions of the act creating the State Bank of Chio were directed
tovard this problem. Included among such provisions were: limitation
of the amount for which the stockhiolders, collectively, of any Sranch
Bank could be indebted to it, eitker as principals or by endorsement,
to not more than one-third of the Branch Bank's capital; 2/ a similar
limitation for directors except that the collective amount could not
exceed one-fourth the amount of capital stock cwned by the directors.é/
Directors were personally and individually lieble for damages in-
curred by stockholders or creditors of the bank as a conseguence cf
violation of this or any other provision of the act. I/ Also, loans
in which stock of the Branch Bank served as security were prohibited.8/

Interest charged by the Branch Benks was limited to six per-
cent. Under the original act bona flde purchases, discounts, or
sales of bills of exchange parable at other than the place of purchase
could include normal exchange charges without violating the above
restrictions. 2/ An 1850 amendment eased the interest restriction
somewhat further by permitting in addition to the six percent the
"actual cost to ... the bank of converting the proceeds of such note
or bill of exchange into availeble funds at par, when the current
rate of exchange is not in favor of the place of payment ... }9/ On
the other hand, the same ameniment authorized, and made it the duty
of, the county prosecuting attorney tc suve for the cancellation of a
debt to e bark, if the debtor bad not himself brought suit within
six months, whenever a bank charged more than the legal rate of
iaterest., TFormerly, the bringing of such a suit was at the option

1/ Ibid., sectioa 52.
2/ Toid., section 63.
Ioid., Section 54.
Tbid., section 56.
2 Tbid., section 23.
6/ Tbid.. These limitations were raised to one-half and one-
third respectively, if indebtedness included bills of exchange drawn
in OChio and payable outside of the State.

7/ Ioid., section €6.

B/ Tbid., section 47.

9/ Ivid., section 61.

10/ Laws, By-laws and Resolutions relative to the State Bank
of Chio, rablumbus: 1655). Fowever, total receipts to the bark could
not exceed 12 percent.

LU
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of the borrower. 1/

Mo person or firm could be indebted to a Branch Bank to an
gmount exceeding ore-rall of its circutation. If liabilities on
account of bills of exchange were excluded, this limitation was
raised to one-tenth of the same base. g/ Branch Panizs were proiii-
pited from dealing in or owning real estat§?§§p$as necessary to pro-
vide banxking facilities or in conducting normal bank operations. é/

Number and Obligations of Chio Banks, 1845-65

During the twenty years following passage of the General
Banking Lew of 1845 Ohio had what may be described as a2 multiple
b anking system. That is, banks fell into four classes, distinguishable
bty the type cf charter or other official sanction under which they
operated. 5/ These were: Cld Banks, which possessed unexpired
cherters in 1845 and continued to operate under provisiocns of those
charters, 5/ Branch Banks and Indepencent Banks formed in accordence
with the 1845 law, and free banks forued and operated in accordance
with provisions of the Free Banking Law of 1851. As noted previousiy,
only the Branch Barks participated in the insurance system.

The twenty years may be divided into taree periods, deter-
mined by the various classes of banks in operation. The first,
18+5-50, ends just prior to the entry of free vanks into the general
system; the second, 1651-57, includes the years when benks of all
four classes were in cperation; vhile the third, 1858-65, includes
years in which there were again banks of only three classes in
operation.

Numter of operating banks. The number of bLanks operating
under State law in Cnio increased ranidly after 1845 and reached a
reakx of 7C by 1651. Foliowing a 2ecline during the next several
years, the nunber stablized at upwards of 50 banks until the end of
the perind, when most banks began to convert to national banks.
During all of this period banxs participating in the insurance system
never constituted less than 50 percent of all cperating banks, and
for most years, comprised two-thirds or more of all operating banks.
Table 31 shows the number of banks in oneration in Ohio at the end
of each year, with the banks grouped by class and insurance status.

Eight Cld Barnks were in cperation in Ohio when the act
authorizirg the formation of Branch and Independent banks was passed
in February cf 1845. By the end of the year 16 Branch Banks and seven
Indeperdent Banks had been organized and placed in operation. With

1/ An Act to incorporate ..., section 6l.

2/ Ibid., section 62,

3/ Thid., section Sl.

5/ Cnly banks opereting under State law are included. Na-
tional bariis, meny c¢? which had formerly been Branch, Independent, or
free banxs, are not included in this survey. Private barks and
trokers are slso excluded.

5/ The charters of 15 banks had expired in 1343-4L but the
1845 law permitied five of these tc reorganize and continue., Of the
four which toock advantage of this provision, two became Independent
Banks, one a Branch Bank, and ore en Cld Bank.
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Table 31. Number and Percentage Distribution of Operating Banks, by Insurance Status, Chio, 1844-65 1/

Wumber of banks 2/ e Fercentige distributicn
End of Participating in Not partlcipating in insurance Particlpating In _Wot partic¢Ipating T# Insurance
year Total insurance 014 Independent Frea Total insurance 0l1d Independent ¥ree
Branoh fHranch

1844 8 - 8 - - 100.0 -- 100,90 - -
1845 31 16 8 7 -- 100.0 51,6 25.8 22.6 -
1846 3 18 8 9 .- 100.0 51.4 22.9 25,7 -
18k ug 30 8 10 . 100.0 €2.5 16.7 20.8 -
184 54 38 5 11 -- 100.0 70.k4 g,z 20.4 -
1849 57 3 5 11 - 100.0 71.9 .8 15.3 -
1850 57 &) 5 11 - 100.0 71,9 8.8 19,3 ~~—
1851 70 41 5 12 12 3/ 100.0 58.6 7.2 17.1 17.1
1852 67 39 0 11 12 100.0 58,2 7.5 16,4 17.9
1853 66 39 11 12 100.0 59.1 6.0 16.5 18.2
185k 5 3% 1 9 11 100.0 63.1 1.8 15, 19.3
1855 5 36 1 10 11 100.0 62.1 1.7 17.2 19.0
1856 57 36 1 10 10 100,0 63.2 1.8 17.5 17.5
1857 55 36 - 7 10 100.0 67.9 - 13.2 18.9
1858 54 36 - 7 11 100.0 66.7 -- 12.9 20.4
1859 54 36 - 7 11 100.0 66.7 - 12.4 20.4
1860 55 36 -- 7 12 100.0 €5.5 - 12.7 21.8
1861 53 36 -- 7 10 100,0 67.9 - 13.2 18.9
1862 53 36 -- 6 11 100.0 67.9 - 11.3 20.8
1863 51 36 -- 4 11 100.0 70.6 - 7.8 21.6
1864 43 34 i/ .- 3 6 100.0 79.1 - g,o 13.9
1865 12 8%/ - 15/ 3 100.0 66.7 an 3 25,0

p l/_ggits unauthorized banks, private bbanks, and brokers, For 180385 omits natIonal banks, as follows: 38 in 1863, BY in 186G,
and 136 in 1865,

2/ Data are partially estimated by the writer based on Reports of Auditor of State; C. C. Huntington, History of Banking and
Currency In Ohig Before the Civil War, (Columbus; 1915}; and monthly condition reports of the Branch Banks, The Organization Divislon of
the Offfce of the Comptroller of the Currency kindly provided information on the conversion of Branch, free, and Independent Banks to
national banks, Conversions have been estimated as follows: in 1863, one Independent Bank and one free bank; in 1864 eight Branch Banks;
In 1865, twenty Branch Banks, twe Independent Banks and one free bank,

3/ Free banks were not authorized until this year.

T/ Reports were made by these banks but 1t is known that at least six were in the process of converting during that periocd,

The law under which these banks operated expired May 1, 1866. Several may have converted to national banks at that time,
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the eight 0ld Banks remaining in operation, this meant that within
one year the number of Ohio banks was increased almost fourfold. 1/

As shown in Table 31, the number of opeiating banks con-
tinued to increase, reaching 57 by the end of 185C. The growth in
+he numbe: of Branch Danks was primarily responsible for this increase
ir the total, as the number of Independent Banks increased uore
slowly and the number of 0ld Banks declined. Consequently, more than
seven-tenths of all banks operating in the State werc participating
in insurance at the end of 1350, commared with just over half in 1845.

Passage of the Free Banking Law in March of 1851 led to
the foimation olf 12 free banks before the year was out and a conse-
gquent rise in the number of Ohio banks to the pealr for the entire
period. This increase in the number of Danks left participating
banks, i.e., Branch Banks, constituting just under €0 percent of
all operating banks at the close of 1851.

Neither the number of operating banks nor theii distiibution
by class stabilized at the 1851 levels. 1In the followiag six years
18 banks ceased operations, at least 13 Dy reason of insolvency,
vhile only one new kank. was formed. @/ All of the 0ld Banks closed
during this period and there were deciines in the rumber of banks in
each of tue remaining three classes. Percentagewise, the position
of the Branch Banks was improved and they constituted slmost 70 ner-
ceat of all operating banks Ly the end of 1857.

From 1857 uatil passage of the National Banking aAct in
1863, the number and distribution of Ohio barks was relatively stable.
About two-thirds ol all operating banks were participating in insur-
ance, while the remaining tnird consisted of free and Independent
Banks. The last of the 0ld Ban’s had closed in 1357.

Many new banks were formed in Ohio under national charters
‘n 1863, but fer of the banks operating under State lsw converted
in that year. IHowever, it soon became apparent that the Ohio legis-
lature would not extend the 1645 law whea it expired in biay of 18€6.
As a result, an estimated 28 Branch Bonks ana three Independent Banks
relinquished their State charters in 1864-65 and organized as national
banks. Several free banks aiso converted so that by the end of 1865
there remained only 12 banks in Chio operating uvnder State law, and
nine of tiese were required by law to cease c¢perations within the
feliowing few months. 3/

1/ The Bauk of Xenia, whose charter did not expire urtil
1850, appareatly elected to become a Branch Bank in 1845, However, the
number of 01d Banks remained at eight in that year since the charter
of the Ohic Life Insurance and Trust Company, which had previocusly
expired, was extended by the legislature. See p. VI-11, note 1.

2/ fetually, 19 banks closed durisg this period, but the
Dayton Banik, an independent Zank, resured operations in 1£55 so that
it dces not affect the count given above.

g/ Information on the conversion of Chio State banks to na-
tional banks for 1863-1865 was provided by the Crganization Division of
the Office of the Comptroller of tiie Currency. In a number of cases
the fact of actual conversion or succession cculd not be definitely
established, Lence the necessity of estimating the total number.
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Bank obligations. Table 32 shows total btank obligations,
which consisted largely of clrculating notes and deposits but also
included niscelleneous liabilities, for each yesar and by class of
nan's frem 1845 through 1864. Data for 1865 are of doubsful validity
because oF the conversion to naticnal banl: status of so many of the
pangs operating undeyr State law.

As would be expected, total cbligations reached a peak
during the Civil War, in 1862. The previous high had teen achieved
ten yeais earlier, following which totel obligations had fallen off
substantially, remaining at relatively low levels until 1860. The
deciine in the %otals for 1362 and 1864 shown in the *able is due to
tke conversion of some banks to national banks. For these years the
figures in the tzble dc not reflect changes in circulation and
deposits of all bank orerations in the State.

Except during the early years of insurance, participating
vanks (Branch Banks) typically accounted for two-thirds or more of
total vank obligations. This proportion is about of the same order
of megnitude a2s the proportion of all banks participating in inswrance,
showin in Teble 31. It suggests that, on the average, Brarcn Banxs
were neither larper nor smeller than the average bank not partici-
pating in the Insurance systemn.

During the first of the nericds noted earlier, 1845 to
1850, the obligations of Ohio banks doubled. This development re-
flects the emersence of the State from the depressicn cf 1830-43,
as well as the establisbment of new banks under the 15LS law.

It will be noted that 01d Banks supplied the major portion
of total vank coligations during the first two years of this period.
This was to be expected since they were a.ready in operation wnen
Branch and Inievendent Banks were just teing started. Hovever, there
were only eigzat 01d Banks, and the failure of three in 1848 is re-
flected in the data for thet and succeeding years. By the close
of 1850 more than two-thirds of %“otzal bani: otligations were attriduta-
tle to the Branch Banks.

The second period, which includes the cepression of 1854-55
and ends with the veer of the panic of 1357, shows a substantial
decline in total bank obligations after 1852-53. However, Branch
RBariks continusd to furnish about two-thirds of circulation plus
deposits during this pericd. The most severe decline naturally
occurrel in the case of the 0ld Banks, all of which had closed or
failed by the end of 1357.

Total bank obligations during the last period nct only re-
flect the impact of Civil War financing, dbut also the emergence from
the depression which followed the penic of 1857 and, in the final
two years, the preparaticus many of the banks were making to convert
to national banks. The proportiorn of total bank obligations atiribut-
able to Branch Banks declined in each year of this periocd as free
banks, nct faced with the expiration of their charters, continued to
expand their operations. Whereas in 1358 alinost taree-fourths of
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Table 32. Amount and Percentage Distribution of Bank Obligations Operating Bzuks by Insurance Status, ¢hio, 1845~1864% 1/
(Amount in thousands of dollars)

Imount of obligations 2/ Pereenbage distvibution _
Year 3/ Participating Wot participating In Insurance ParticipatIng = _Nol pavtlcinatIng In 1nsurance
- All banks 1in lnsurance 0id Independent Fres All banks 1in insvrance 0ld Independent Free
Branchcs Branches
1845 ,108 2,59 163 1,316 -- 100.0 28,5 7.0 14,5 -—
1846 3.395 3,72 ﬁ,aze 1,367 - 100.0 39.7 25.8 14,5 -
184 12,103 5,280 U/ 3,1_0 1,683 5/ -- 100.0 43.6 42.5 13.9 ~-
184 15,929 9,370 L9 2,150 - 100.0 58,8 27.7 13.5 -
18%9 15,749 10,309 3,126 2,31 -- 100.0 65.5 19.8 b, 7 .
1850 17,503 11,655 3,047 2,801 - 100.0 66.6 iy 16.0 -
1851 18,635 12,114 3,643 2,895 283 100.0 64,0 19.2 15.3 1.5
1852 20,241 12,204 3,621 2,771 1,645 190.0 60.3 17'8 13.7 8.1
1853 19,717 1z,403 2,116 6/ 2,706 2,52 7/ 100.0 62.9 10. 13.7 12,6
1854 16,809 10,585 1,393 2,555 2,276 100,0 63,0 8.3 15.2 13.5
1855 17,37 11,075 2,420 2,11 1,739 8/ 100.0 63.8 13.9 12,3 10,0
1856 17,31 10,953 2,122 2,58 9/ 1,921 190.0 63,2 12.3 13.4 11,1
185 11,615 8,499 a 1,537 1,579 100.0 73.2 - 13,2 13.6
185 12,999 9,399 .- 1,597 10/ 2,003 100.0 72.3 - 12.3 15.4
1859 12,696 9,108 - 1,505 2,083 100.0 71.7 - 11.9 16.4
1860 14,929 10,501 - 1,690 2,g38 100.0 70,3 - 11.3 18.4
1861 16,059 11,210 -- 2,039 2,810 11/ 100.0 69.8 e 12.7 17.5
1862 20,702 13,852 —~- 2,52 4,323 100.0 66.3 -- 1z.2 20.9
1863 19,114 12,302 -~ 2,02 4,788 12/ 100.0 6l - 10.5 25.1
1864 17,513 10,957 - 1,839 4,17 100.0 62.6 - 10.5 26.9

Sources: Auditor of State Reports; Huntington, op. ¢1t,; Reports of’ Condltlon pubIished monthiy and on file at the 11bpary of

the Ohlo State Archaeologleal and Historical Soclety.

1/ Excludes obligations of private, savimgs, and national banks.

2/ Includes individual, business, and interbank deposits; eirculating notes; miseellaneous llabilitles, Partlally estimated
for nonparticipating banks.

2/ For most years data are for November or nearest year-end dates. Data for 1847 are for May; for 1849 are for Aupgust. Year-end
data are available cnly for Branch Banks, Though avallable, these data were not used in order to make possible comparison with obligations
of nonparticipating banks,

Excludes data for seven Brarnoh Banks in operation by end of year but apparently not in operatlon at time of report.
/ Excludes data for one Independent Bank in operation by end of year but apparently not in gperation at time of report.
/ Includes data for Bank of Massillon which falled before end of year,
/ Data for 13 banks, presumably including tha Mlami Valley Bank of Dayton which falled baefore end of year,
Y/ Apparently 1ncludes data for one bank which had ceased business.
%/ Report from City Bank of Columbus not availlable, 11/ Includes nine banks, report from Marine Bank of Toledo not available,
ld/ Includes six banks, data fop Dayton Bank not avallable. T2/ Data for. Iron City. Bank of Ipenten- not avatilable.
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total bank ovligalions were attributable to the Branch Barks, by
1864 Branch Banks had less than two-thirds of total bank obligations.

Obligations of participeting banks. As the only banks in-
cluded. in tke Insurance system, the distribution of Branch Bank cbliga-
tions is of more importance than a similar distribution for noumartici-
pating vanks. Table 33 provides such information.

During almost the entire period of insurance the Chio Branech
Banks were primarily "banks of issue”. Thet is, the volume of circula-
ting notes was typically two to three times the amount of cJeposits.
Cnly in the final few years did deposits execeed cireulation and this
may have reflected the appreoaching termination of the banks' charters.

Deposits of individuals, »eartrerships, and corpcrations com-
posed the largest part of total deposits. Interbank deposits were
relatively small. HMiscellaneous liebilities were relatively large
in some Yyears because of borrowings among the various Branch Banks.

Relative size of participating banks. The average Ohio
Branch Banik was of medium size for the area and time, “ypically
having between $2C0,0C0 and $3C0,C00 of deposits plus circulation.
Althougk a lew Branch Benks were of fairly large size, none was ever
as large as the Chio Life Insurance and Trust Company, with deposits
and circulation in excesss cf $2 million, or the Bank of the Ohio
Valley, a free bank with obligations of more than 1 million. Teble 3k
shows the obligaione of Branch Banks on three dates with the banks
grouped by size as measured by the amount of deposits plus circulatvion.

The data in Table 34 reveal that there was only a very
slight tendercy towards a concentration of risk under the Chio in-
surance system. In general, Branch Panks in each size group tended
to have insured obligations, i.e., circulating notes, in about the
same proportion as their number was to the total. 1In 1846 the single
bark with more than $4C0,000 of deposits and circulation comprised
six percert of all Branch Banks but had only four percent of total
cireulaticn. Irn 1855 banks with obligations in excess of $400,000
were 14 perceat of all Branch Banks and hal 17 percent of total
circulation; the comparable percentages for 1861 were 17 and 23.
For purposes of comparison in this connection, the largest 14 per-
cent of banks participating in Federal deposit insurance tcday held
more than 70 nercent of all insured deposits.

The tendency towards concentration of risik would have been
more marked had deposits been included in insurance coverage. 3anxs
with more than $400,0C00 of deposits plus circulation had 12 percent
of total deposits and circulation in 1346, but 27 percent in 1861.
This is a reflection of the fact that deposit banking tended to be
relatively wore poruler in larger sized banks in the more populous
cities.

Insured obligations. By restriciing insurance protection
to the circulating notes of Eranch Banks the architects of the 1845
law provided such protection for sbout half of total vank obligations
during most of the insurance pericd. Table 35 shows that, except
for the few years at the beginning and end of the insurance pericd,
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Table 33. Obligations of Banks Participating in Insurance oy Type
of Oblizations, Chio Branch Banks, 1845-1664
(Amoun%s in thousands of dollars)

Totali Circulating Deposits Miscella-
Year E/ cbligations notes Total Individual, Inter- mneous lia-
nartnerships, banks Dbilities
and corpora=-

tions
1845 2,595 1,576 950 870 80 69
1343 3,728 2,655 1,026 884 Y] u7
1847 5,280 3,679 1,521 1,295 126 180
1843 9,370 6,567 2,395 2,099 206 1C3
18ko 13,309 7,6CL 2,543 2,225 322 159
1550 11,655 8,295 3,049 2,751 206 211
1851 12,11k 8,460 3,542 3,058 3584 212
1852 12,2Ch 8,117 3,034 3,479 355 253
1853 12,403 8,293 3,810 3,401 40Q 2C0O
1854 10,5685 €,95+ 3,349 2,970 379 2h2
1855 11,07¢ ,520 3,271 3,055 216 284
1856 10,953 7,417 3,k26 3,151 275 116
1857 8,49¢ 6,401 2,050 1,364 186 43
1853 9,339 6,862 2,454 2,280 17k 83
1359 9,108 6,528 2,5C8 2,2€h 24 72
1860 10,501 7,hCh 3,057 2,3u3 209 Lo
18€1 11,210 8,236 3,031 2,36k 167 L3
1862 13,352 8,103 5,734 5,491 2h 15
1363 12,302 5,739 6,539 6,324 215 24
1364 12,957 L,668 6,228 c,989 239 61

Source: Monthl:- coendition reports; library of the Chio
State Archaeolozical and Historical Society.

1/ Date ave for same dates as in Teble 32. See note 3
of that table.
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Table 34. Number, Deposits and Circulation of Branch Banks, by Size of Bank, Ohlo, 1846, 1855, 1861
(Amounts in thousands of dollars)

Number November 1640 Humber November 1855 Number Yovember 1061
Size of bank of peposits and circulation of Deposits and circulation of __ Deposlts and elrculation
banks Tobal Deposits Circulation banks Totas Deposits Circulatfon banks Total Deposits Circulation

Number or amcunt
T Total 17 3,681 1,026 2,655 36 10,791 3,271 7,520 36 11,167 3,031 8,136

Banks with deposits
plus circulation (in
thousands of dollars)

orl:
Less than 100 1 83 5 ga - -- - - - - -~ -
100 to 200 5 784 196 538 3 560 98 462 1 184 3 149
200 to 300 10 2,381 508 1,873 22 5,419 1,088 4,331 22 5,592 1,02 4,568
300 to 500 - “- - - 6 1,957 686 1,271 7 2,417 884 1,533
400 to 500 1 433 317 116 1 Loy 215 192 1} 1,702 487 1,215
500 to 600 -n -- - -- 3 1,615 660 955 1 548 211 337
600 to 700 ~ - - - - - .- . o~ -— - -
700 and over - - - - i 833 524 309 1 724 390 334
Percent distritution
= Total 100.0% 100,084 100.0% 100.0%4 100.0% 100.0% 100.0% 100, 0% 100,0% 100.0% 100,09 100,08
Banks with deposlts
plus circulation {in
thousands of dollars)
of:
Less than 100 S.E 2.2 .5 2.9 - - - - - - - -
100 to 200 29, 21.3 19.1 22,2 8.3 5.2 3.0 6.1 2.8 1.6 1,1 1.8
200 to 300 58,8 8.7 Ly, 70.5 61.1 50.2 33,2 57.6 61.1 50,1 33.8 56.2
300 to 400 -- - -- -- 16, 18.1 21.0 16.9 19.4 21.7 29.2 18.9
koo to 500 5.9 11.8 30,9 4.y 2. 3.8 6.6 2. 11.1 15.2 16,0 4.9
500 to 600 - - -- -- 8.3 15.0 20.2 2.7 2.8 4.9 7.0 4.1
600 to 700 - - - - - .- -- -- wa - - -~
700 and over -- - - - 2.8 7.7 16,0 4.1 2,8 6.5 12, 4,1

Scurce: HMonthly condltlon reports, Ohlo State Archaeclogical and Historical Soclely.
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rsple 35. Insured Obligations and Insurance Coverage, Ohio, 16k5-136h4
(Amounts in thousands of doliars)

- Circulation: Branch Banl: circulation as percentage of:
Year 1/ Branch Banks Total obligations of 311 bank
All banks Branch Banks circulation
1845 1,576 17.3 60.7 16.9
1846 2,655 28.3 71.2 23.3
1347 3,679 30.4 69.7 25.3
1848 6,867 43,1 73.3 34.7
1849 7,601 L8.3 73.7 38.5
1850 3,395 L8.0 72.0 39.0
1851 8,406 ih4 69. 4 36.8
1852 8,117 4C.1 66.5 35.7
1852 8,293 L2,1 66.9 35.5
185k 6,00k 1.6 66.1 36.3
1855 7,520 43.3 67.9 41.1
1856 7,417 42.3 67.7 4C.1
1857 6,401 c.1 75.3 1.9
1858 c,862 52.8 73.0 3.0
1859 6,528 S51l.h 71.7 2.2
1860 7,4Ckh 49,6 70.5 L2.9
1861 8,136 5C. 7 72.6 k2,7
1862 8,1C3 3c.1 58.5 Lok
1862 5,732 30.0 hé.7 L3,1
186k L, 663 26.7 42.5 u5.6

}/ Data are for the same dates as in Table 32. See note 3
cf that table.
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pranch Bank circulation ranged from 40O to 55 percent of total cbliga-
+ions of all Ohio barks. Thus insurance protection was sbout of the
same order of magnitude as has been the case under Federal deposit
jpsurance with its nmaximum coversge limitations for each depositor.

Insurance protection foi circulation alone was much higher,
approximating 75 to 85 percent in most years. Since it was showm in
Table 32 that total obligations of Branch Banks typically compricsed
60 to 70 percent of all bank cobligations, the high dezree of pro-
tecticn for circulating notes alone veirlects the fact that Braach
panks generally had a larger proportion of their liabilities in
circulating notes than was the case for nomparticipating banls.

History of COpersticn of Insurance System

During its twenty years ol operation, Chio's insurance
system provided protection for the creditors of participating banks
to an extent previously wmatehed in Ohio banking history. This was
done despite a nuber of severe shocks cecasicned by benk failures
and nationwide financial panics. When the law under which the parti-
cipating banks were opereting was nearing expiration, and the barks
began to convert to national Daniks, Chic's insurance system was at
tie peak of its strength.

Between 1850 and 1857 ten Branch Banks became involved in
financial difficulties sufficiently serious to aecessitate the levying
cf lasurance assessments on the sowad participatirg bvanks. During
the earlier period, 1845-49, and after 1857 no such action was required.

Teble 36 shows, for each Branch Banx concerned, the cause
of the difficulty and the disposition of the case. It will te noted
that four banks were placed in receilvership. The remaining six
received finsncial assistance vhkich enabled them to continue in
operation Juring the remainder of the Insurance neriod.

Payment of insured obligations. Circulation at time of
failure of the four Branch Tanks placed in receivership cannot be
determined but at the dates of their last reports prior to failure
it totaled $6350,000. These reports were made within a few weeks
pricr to failure and it is assivmed that this total is close to
circulation at time of failure. All of the circulating notes pre-
sented for redemption were immediately paid so that no lcss was
sulfered by a noteholder.

Losses tc depositors of the four failed Branch Banks are
not kncwn. Zepcsits were not covered by insurance but, it will be
recallied, neither did they constitute a major portion of Branch Bank
obligations toc the public.

Assessments levied on the sclvent Branch Banks to secure
funds for tie redemption of notes of the failed banks are shown in
Table 37. It will be noted that only about $3C0,000, approximately
0 percent of the estimated circulation redeemed, was required. The
difference was made up by depositing with the redemption banks, i.e.,
the banks seiected by the Board of Control to redeem the notes of the
failed banks, the
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Table 36. Ohio Branch Banks
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in Serious Financial Difficulties, 1845-6h4

Branch anks

Date of dlsposItlon of case

Insured obllgations Principal cause

Placed in recsiver- Recrganlzed with fl- TRecelved ald and con=-

Name {thousands) 1/ of difficulty ship 2/ nancial aid 2/ tinued without reorgani-
zatlon

Sumit County $ 197 Poor management - December, 1850 -
foledo $ 235 Poor management - December, 1850 -
Licking County $ 179 3/ Defalcation June 2, 1852 —— -
Akron $ 188 Defalcation November 24, 1854 - -
Mechanlcs and Traders $ 7 Asset deterioration November 25, 1854 - -
Commercial, Toledo $ 252 Asset deterioration November 27, 1854 e -
Merchants $ 208 Asset deterioration - - August, 1857
Norwalk $ 212 Asset deterloration - - August, 1857
Guernsey $ 190 Asset deterioration - - September, 1857
Ross County $ 262 Asset deterioration - -- October, 1857

1/ At date neares$ fallure or actlion taken by Board of

Control.

2/ Dategs are accurate to month; days, when shown, are approximate,

" ,3/ Ineludes, as of date just prior to fallure, notes in
sunéries™, The latter sum probvably represented eirculating not
unsuccessful attempt to sustain the Licking County Branch Bank.
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Table 37. Insurance Assessments, Ohio Branech Banks, 1850-57 1/

Total Assessment on behalf of Assessument Tor redemptfon of
Datu Branch Bank lnvolved assessment eperating Branch Baaks 2/ notes of failed Braweh Banks
by year Rate 3/ Amount collected Rate 3/ fiacunt collected
1850 $141,870 -- $1k1, 870 - -
December Toledo 1 percent 10/ 7,870 -~ ——
November Summit County 1 percent 10/ 47,200 5 - -
June Toledo 1 percent 10/ 7,200 5/ - -
1051 48,518 -— 18,518 -— -~
June Toledo T 1 percent 10/ 3,518 5/ -~ -
1852 113,180 -- 22,636 .- $ 90,544
December Licking County - - 1/2 of 1% 5,272
June Licking County ) - -n 1/2 of 1% Us,272
March Licking County 1/4 or 1% 22,636 5/ — -
1853 43,984 - - -~ 53,984
July Licking County - - 1/4 of 17 8/ Z1,71% 5/
May 9/ Licking County -- - 1/4 of 13 5/ 22,270
1854 140,258 -- 81,122 -~ 55,136
December Mechanics and Traders -— ~— &/ 20,930
November Akron 1/2 of 1% 39,100 5/ —— -—
Akron 1/ L2,022 - -
Licking County . . 1/4% of 1% 19,568 5/
April Licking County -~ - 1/4% of 1% 17,568 5/
1855 58,124 - - - 58,12
April Akron -- - 1,8 of 1% 4,000 5/
January Commercial, Toledo - - 1/% of 130 19,162 ~
Akron - - 1,4 of 1% 19,162
1856 39,600 - - - 39,600
June Commercial, Toledo - -- 1/4% of 17 19,833 5/
February Commercial, Toledo -- - 1/% of 1% 19,800 5/
1857 26,000 - 56,000 - -
Ootober Ross County i/ 5,000 — -
September Guernsey % 10,000 - -
Norwalk L 74 5,000 - -
Norwalk b/ 6,000 - --
August Merchants %/ 15,000 - -
Norwalk / 15,000 —— -
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Table 37, Insurance Assessments, Ohlo Branch Banks, 1850-57 1/ (Continued)

Total “Assessment on behalf of Assessment for redepption of
Date Branch Bank involved assessment operating Branch Banks 2/ notes of falled Branch Banks

by year Rate 3/ Amount collected Rate 3/ Amount collected
1850-57 - total $ 641,534 -- $ 350,246 - $ 291.388

1/ A1l data were secured from an examiration of Board of Control correspondence and are necessarily dependent upon estimation,
and upon interpretation of remarks contained in certain letters,
2/ Assessments made prior to date of fallure on behalf of failed Branch Banks are classified as assessments on behalf of
operating Branch Banks.
3/ Percent of authorized circulation of each Branch Bank, unless otherwlse indicated.
E/ These assessments were in the form of loans made by lndividual Branch Banks at the order of the Board of Control officers,
Of the $65,000 total, the Toledo Branch Bank contributed $16,000: Commercial Branch Bauk of Cleveland $15,000, and Lorain, Parmers' of
Ashtabula, Harrison County, #Mt. Pleasant, and Dayton Branch Banks $5,000 each,
5/ Ccemputed by author,
/ Indirect assessment in the form of loan from the Board of Control clearing fund,
Apparently each Branch Bank was assessed about $2,000,
/ Evidence that thls assessment was actually made is questionable,
/ Assessment possibly made a month or two earlier.
10/ Percent of authorized capital.
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first funds secured from liquidation of the assets of the failed
vanks. This could e done because a portion of the notes eirculated
at distant points and came in slowly, while ligquidation was begun

ag soon as the banis failed,

The vnrocedure adopted by the Board in collecting assess-
ments was to return to each Branch an equal quantity of the notes
of the failed banks. E/ Presumably the notes then remsined as
evidence of the sound banii's contribution and were cancelled as
aividends were received frem the liguidator.

The first Branch Bank to fail -ras the Licking County, at
Newark, on June 2, 1852, 2/ An effort had been made to prevent
failure but a large loss suffercd by the bank as a conseguence of
the cashier's defalcation made it impossible to continue. The cashier
had a private barking business and had purchased on behalf of the
Branch Bank ruch of the doubtful and wortlhiless raper he had acquired
as a private banker. In addition, when his private bank failed it
was discovered that many creditors held unrecorded claims against
the Branch Banlk.

When it vecame obvious that the bank would fail it was
decided to let it cortinue in business while the first assessment
wag ccllected so taat redemption could begin immediately upon
failure. This led to pro*tests by several of the solvent Branch
Banks which pointed out, correctly, that they could not be assessed
for the recdemption of notes until an act of insolvency had been
cormiitted by the fail=d bank. Nevertaeless, most of the first
assessment was on harnd vhen the tank susvended. On July 3, 1852,
the President of the Board of Control woted that $30,0C0 had been
deposited with the Zxchange Braach Dank and that $11,000 of the
circulating notes had already been redeemed, 3/ In all, about
$175,000 was ccllected in seven essessments levied on behalf of the
noteholders of the Licking County Branch Bank. This was just under
the cutstanding circulation at the last report prior to failure.

Surprisingly, the three failures which occurred in November
of 1654 seem to heve caused less difficulty than 3id that of the
Licking County Branch Benk, The three banks bad apparently been
badly managed and, in fact, the President of the Board of Control
seemed to feel tnat the system was strengthened by their closing. E/

Scmewhat less than $120,000 was required for these three
failures. No assessment was required in the case of the Merchantis
and Trader's Branch Bank, but $20,0C00 was advanced by the Board of
Control from its own clearing fund in order to meet the first applica-
tions for note redemption. Less than $100,000 was required for the

1/ June 7, 1852, Ohio Letters, op. cit..
2/ June 2, 1852, Ohio Letters, op. cit..
é/ July 3, 1352, Ohio Letters, op. cit..
Decemnber 1, 1854 Okio Letters, op. Cit..

et

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



vI-25

Akron and Commercial Branch Bantis together, thus indicatinz that
sizable amounts were ovtaired from ligridation of their assets
soon after failure.

Aid to operating banks., HMore than half of the amount ex-
pended by the Board of Control by reasor of the finaneial difficulties
of participating banks went to aid operating banks, rather than
for the redemptiorn of circulatiag notes of failed banks. In all,
eight Branch Banks recejived such aicd and only two, the Licking
County and the Akron, later failed, Table 37 lists the amcunts
spent in the eight cases.

In making this assistance available, the Board cf Control
was motivated by two factors: first, losses of the other partici-
pating banks would very likely be smaller if weak banks could be
strengthened and continued in operation; second, damage to reputa-
tion of the entire system wounld be avoided.

Smaller losses were to be expected, according to the Presi-
dent of the Board of Control, because "we think that the debtors
will be more likely to pay so long as there shall be any prospect of
/¥he bank/ resuming business." 1/ This was particularly true at
that time since the businessman of that day was not likely to chance
the denial of future accommodation Ly what was very lilely to be the
only available bank, further, most western banks of that period mace
a practice of padding the interest on loans. g/ This practice was
understocd, and to a certain extent accepted, by the community since
it was recogrized that maximum interest permitted on bank loans
was much below the actual rete. However, when a bank failed and the
receiver begen to press debtors for payment the added charges were
frequently cited es being usurious. If the courts agreed the debtor
was relieved of his obligation.

Bgually important to the Board of Control was the reputa-
tion of the banking system it supervised. In a period when banks
were still regarded with suspicion, and when the sligntest rumor
could start & run, it was essentiel that the confidence of tke ncte-
holder be sustained. In the midst of the panic of 1857 John Andrews,
the president of the Beard, put it quite simply:

Our great source cf strength is public confidence and
whatever tends to sustain or increase that, adds to cur
strength. Let us retain that, and we will pass the
crisis triumphantly ... 3/

In another instance the president was called upon to Justi-
fy assistance given the Akron Branch Bank in 1854, Aid received by
the banikz had not prevented its failure, but Andrews commented:

1/ Merck 27, 2852, Ohio Letters, op. cit..

g/ A typical arrangement reqguired that a lcan be repaid
in the notes of eastern banks, whicih carried a premium, so that the
bank received both premium end interest.

3/ October 9, 1857, Chio Letters, op. cit.; underscoring
in original.
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You are avars of the circumstances under which these
advances were made, the object being to sustain the
Branch during a state of general alarm, when Lit§7
failvre ... would nave, in all probability, carried
several others with it. 1/

In 2ddition to public confidence, the Board also nad to sus-
tain the confideace of the State legisleture in the banks, meny of
whose members were strongly opposed to banking. Notaing contributed
o their animosity so mucn &s & banz failure, with its attendant
disruptive effects upon the community. It is, therefore, not sur-
prising that attempis had been made to sustain the Licking County
Branch Banl:: |

it was ... believed that the loss of the whole advance-
rent, a calemity whica was not contemplated, would be

a less disaster to our confederation than a failure

of a Branck ... Such an incident was only wanted /by
the legislaturg? to carry out oppression to the uimost
extremity ... 2/

Despite the fact that there were often good reasons for
sustaining Branch Banks which seemed gbout to fail, the Board of
Control aid not have the express power to do so. Conseguently, it not
only had to count on the voluntary support of the participating tanks
but alsc had to devise a workable procedure for such cases.

The Summzit County Branch Baunlk and the Toledo Branch Bank
were the earliest and most difficult cases. Shortly after they cpened
in 1845 Loth banks were found to have sericusly impaired capital and
were imrmediately placed under close surveillance by tne Board. How-
ever, it was not until 1E50 that action was teken in the case of the
first bark, while the Toledc Branch Zank was not finally reorganized
until 1955.

I the case of the Summit County Eranch Bank, the Beard per-
mitted new stockholders to orgenize a Brauch Bank with the same name
as toe old bank. Tollowing this, "the Board transferred all the
assets and liabilities and paid [ﬁhe new stockholderg7 for assuming
them." 2/ This resembles the procedure followed by the Federal Deposit
Insurance Corvoration in assumption cases, in waich a sound insured
tark assumes the liabilities and assets of a failing bank with the
assets including cash received from the Corporation.

The case of the Toledo Branch Bank was more complicated. In
1850, "it was ... deemed best to take this Brench from the stockholders
and endeasvor to maraze the affairs and ultimately to make up a2ll
the losses.” E/ Hewever, it was found that thke bank was without

1/ Janvary 12, 1855, Ohio Letters, op. cit..
2/ April 3, 1852, Chio Letters, op. cit..
3/ July 6, 1855, Ohio Letters, op. cit.; underscoring in
original.
u

L/ November 14, 1850, Chio Letters, op. cit..
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capital and could not cven meet iis immediate lisgbilities. Conse-
quently, the assessments shown in Table 37 were made, with tLe
Branches receiving the stock of the bark as security.

In 1655 the Board interested some new investors in the bvanx
and the following letter went out to the Branch Banlis:

Trere was transferred to each Branch, several years ago,
a certain number of shares of stock of the Bank of
Toledo -- and doubtiess to your Bank also. Your BanXk,
as rmost of them had done, had probably cnerged up its
contributions to the Bank of Toledo to Profit and
Loss, and tcok no account of the stock, as it was
really of no valuve. But I think you will find the
stock filed awvay smong your records. However this may
be, I wish you to execute and forward the power of
Atty. to Mr. liartin without delay. It only informs
him to transfer any Stock ocutstanding in the name

of your Bank, oa its books; and if the books of the
bank of Toledo show none, the pcwer will e only use-
less. This szle differs from that of the Summit

Co. Bk. ... in this case we refain the assets and
liabilities, and the purchesers pay us for the stock.
The parties are very respornsible. A Branch Is needed
at Toledo, and the sale is considered & good one., We
wish to have it closed as soon as nossible. 1/

In othevr words, the new stocrholders acguired a going bank
whose assets includeu advances previously race o the other Brancia
Banks. By "pay us' for the stock, the president sirply meant that
the payuents wouid go into the Toledco Branch EBank to serve as its
new capital.

Because in both of these cases the Board had levied assess~-
ments, only thinly disguised as loans, to eid distressed operating
banks, a number of the sound vanks nrotested., Such proctests were
usually met with the arguments described earlier. In the case of the
Toledo Branch Bani: the nresident wrote to one complaining cashier:

... I may add that the Toledo might have been treated
as 1f it hed commited an act of insolvency and then
+the section of the law, 206, to which you refer would
apply in the contribution. But suck, Tor the best

of reascns, was deered a very impolitic course and
would have no doubt led to a much Zreater loss than
the Braaches will now ve subjected to. I need not
remind you that this would also have brought an
irrepareble discredit upon the system ... 2/

Apparently his rezsoning was convincing since it appears that all such
agsessments were colliected.

1/ July 6, 1655, Chio Letters, op. cit.; vnderscoring in
original.
2/ Wovember 14, 1850, Ohio Letters, op. cit..
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As vreviously noted the Board of Control atterpted to
bolster the Licking County Branch Bank in 1852 and the Akron Branch
Bank in 185k, Its action in the {ormer case was probavly iniluenced
vy the fact that a particuierly severe bank tax lew was then under
consideraticn in the Ohio legislature. As the president put it, "the
time is inauspicious for the failure of one of our Branches." 1/
However, rneither objective was attaired: +the tax law was passed and
a short time later the Licking County Branch Dank failed. In the
case of the Akron Branch Bank, more than 380,000 was advanced, appar-
ently on the condition that the president resign and a man selected
by the Board he elected. g/ This was not done and, on November 25,
1854, the man favored by the Board for president was appointed
receiver, 3/

Panic of 1857. The experience gained in earlier cases
was useful vhen the panic of 1857 broke. During the parnic, and the
depression that followed, waves of vanit failures swept the country
and, with very few exceptions, banks suspended rederption of their
obligations in specie. However, not a single Branch Bank failed,
nor did any suspend specie paynents, although the Oaio Branclh Banks
were among the hardest hit of the nation's banks.

The basic causes of the panic of 1857 will not be explored
here but it 1s probavly correct to say that the panic was touched
oif by the unexpected failure of the Ohio Life Insurance and Trust
Company ou August 24 cf that year. This company, opevating under a
special Chic cliarter which permitted a commercial banking business,
had become one of the nation's leading banks. At the time it failed
its New York agency was holding the corrvespondent balances of the
larger Ohio Braneh Banks.

In the first days after its failure the President of the
Board of Coatrol was more concexmed, understandably, over these
deposits than over the developing panic. In a letter to the cashier
of the Cormercial Branch Bank, who had been in New York when the
Trust Corpany falled, he wrote:

Accent ny thanks for your advices from M. York by
teleg. and by letter. I presume Jyou are again at
vour pcst. The blow from the failure of the Trust
Co. is terrible -- but still it is so distributed
that I only fear serious trouble from a few »noints
..o it falling generally cn the strongest of our
Branches ... 4/

He also enclosed a copy of a resolution, adopted by the Executive
Committee of the Board of Control on the previcus day, which suggests
that the supervisory officislis were preparing for a depression:

1/ March 27, 1052, Ohio Letters, op. cit..
2/ lovember 15, 1654, Ohio Letters, op. cit..
3/ November 25, 1854, Ohio Letters, op. cit..
E? August 27, 1857, Chio Letters, op. cit.; underscoring
in original.
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Resolved: That under the existing state of affairs
brousht about by the unexpected suspension of the
Onio Life Insurance % Trust Co. the Com. have
confidence in the ability of =aci Branch to prctect
itself but in the event any of the Branches should
need assistance the President of the Board of Control
is hereby authorized to dravr upon such of the Branches
as he wmay deem expedient ol such suus as may De
necessary to render the adequate assistance ... }/

Only two days after the above leiter was written the
first request for aid appeared; and vas promptly met. On August 29,
the secretary addressed a letter to the Commercial Branch Bank:

Lr., andrews is absent at Cincinnati on business con-
nectel with this office--1 am officially advised

that the Meochants Branch Bank of Cleveland needs aid
to sustain it ard I heve assumed the responsibility
to telegrepa to you this morning to render aid to the
amcunt of 15,30C dcllars uncer the rescolution of the
Executive Comnittee of 26 instant. I trust it will e
convenient for you to respond favoravly to this call.
The President rill address you furtier on tkis sutject
on his return froa Cincimnati wvhich will probably be
cn Monday next. 2/

Cther requestsfcllowsd and witnin two monthis assistance
totaling 356,000 had been givea four Dranch Bzaoks. In eech case
the aid was in the form of a loan. This was wade clear in a letter
to the cashier c¢f the Morwallr Branch Pan'z, one of the aid recipients:
"It is expected that any Branch which ma;” receive aid, by way of
advences from ancther Branrch, siall Turnish satislactory security
elither in the form of time paper, or in the circulating notes of the
Branch ... and interest pail therzon ... 3/

In only a few cases wes eny protest made of the action taken
by the Executive Cormittee. Apnarently, tie fact that the "assessment-
loans” were levied only on the Pranch Bailis best able to afford it
irked scme, but the seriousness of the situation eventually led them
to comply with the order. .\ letter to the cashier of the Tcleco
Branch Baik Jrom Andrews deals with such a situation:

Mr. Cardiner of Norwalk Branch has returned
to this office our reguisition on you for 31C,0CO,
made in conformity with the resolution of the Ex.
Comt. on tne 25 ult. the odject ~-f which is to
provide ielief for any Branch which may need it in
a most extraordinary and unexpected crisis brought
upor. us by no irprudence or improper action of one
Brarch but by tie gross misconduct and Traud of
others.

———

1/ Ibid..
2/ Rugust 29, 1857, Ohio Letters, op. cit..
2/ September 4, 1827, Ohlo Letters, op. cit..
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The case presents the stronzest one that can
be well imagined for grouras of relief, I reeded.

But aside from this, we are cne family, and our
Traxcnes nre about as much interested in sustaining
eacn other, as cac is in sustaining itself. 1In
fact, 1o sustain a sick Branch is to sustain jour-
self.

It so happens that this calamity has fellen upon
rost of our strongest Branches ... Under these circum-
stances vut one of two courses remain, either to call
upor those who have escaped this misfortune, and who are
well able to afford relief, or to dc nothing, and let
the State Bank of Ohio fail ... 1Is your Boerd of Di-
rectors inown to conterplete such a result? The Elyria
Branch promptly responded to our requisition in aid of
Norralk feor 55,0CC, her capital being but half of what
yours is ... but I cannot draw on you until I hear from

you. 1/

The Eranch Banks were zlso venefited in other vays during
the panic as a conseguence of their relationship with each other.
First, the Board of Contrcl had been able to secure bonds and
mortgages from the Trust Company to secure the deposits held there.
Some of these no.tzages were immediately converted iatc cash and
wvere thus of some help. g/ Second, tne Branch Banks were ahle to
excaange circulating notes with each other to be used in the course
of daily business. By payiang out the notes of otker Eranch Banks
rether than its own, each bank was assured that noteholders would
have difficuvlty in returning notes for redemption. This was a com-
mon, if not entirely ethical, prectice followed by bvanks during
emergencies. And since the Beard of Control was in contact with all
Branch Banks, it was a relatively simple matter. The procedurc
apparently was that the clerk of the Board of Control, upon re-
ceiving notes from one Branch Bank, would return a mixed package
of nctes of other, distant, Branch Ranks. 3/

By tk2 end of 1057 it wvas becoming clear that the panic had
veen suceessiully et by the Branch Banks. E/ As noted earlier,
this was the last instance in which financial assistance was re-
quired by baniis participating in the insurance system.

Lesses to particlipating cenks. It was pointed cut earlier
that assessments cn participating banks to redeem the notes of an
insolvent Branch Bank were to be returned to the banks fiom the

1/ September 5, id57, Ohio Letters, op. cit.; underscoring
ia tlie original.

2/ Mexy ol the letters written during September and October
of 1857 indizate that the PBoard's efforts to collect on morigages
secured frrom the Trust Company met strong resistance.

3/ Octcuer 5 and 10, 1857, Ouio Letters, op. cit..

" "... I hope the good ship 'State Bark of Chic' is once
more in smocther waters. But for the terrible celamity of the
Trust Co. she would have pessed through the crisis without the
necessity of teking in a sail.” November 27, 1857, Chio Letters, op.
cit..
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insurance fund. g/ However, the fund consisted simply of a portion
of the assets of each Branci Bank. Since both the assets assigned
to the insvrance fund snd the assessments were based on the amcunt
of circulating nctes, it Is clear that liquidation of the fund, or
any part, to renay the banrks the amounts they liad been assessad
would have only amounted to a shift in tlie compositiorn of assets of
each bani and not to a true reimbursement.

As a matter of fact, the insurance fund was never used for
tkis purpose. This was made clear in a letter to tke Cincinnati
Gazette in 18€2, long after the last occasion for an assessment had
arisen:

.e0 8 "Safety Pund” is provided solely for the pwpose
cf reimbursing the Banks for advances to each cther.

I would hcre renark, however, that the Board of
Control of the Ctate Ban: ol Qhic has never permitted
an;y such rveimbuisewment to be made from this fund;
rejuiring such advanczes tc be charged to the profit &
ioss of eaca Branch, thus preserving the "Safety Fund”
unirpaired ... 2/

It is impcssible to deteimine vhat vroportion of the
3291,C00 disbursed on behalf of creditors of tie four Brench Banks
placed in receivership was eveatuvally repeid to the contributing
baniks. I.a the monthly report made in September 1353, the item
"Advances to insclvent branches' anpeared for the first time among
assets. The smount shown wes $170,0CC, and since there was a some-
what comparable decline f.om the preceding wonth in the holdiags
of Braack Dank =2irculating notes it may ue presumed that the new
itea was sim>ly an attempt to talke out of "Notes of Branches on
hand" those noctes of failed banks which were being held as claims
agairst thne recelvers of those failed banks,

The amount shown as "Advances to insolvent Branches'
fluctuated within a rarrow range during the next several years
reaching 5182,C00 in January of 1800, Thereafter it declined and in
January of 1365 was $52,000. The increases in some menths were
probebly attributedble to the fact that notes of a failed bank generally
care in slowly for redemption, particularly so when 1t was known
that they would tve redeemed at par. How ruch of the decline in this
item is attributable to payments to the Branch Bans by the respective
receivers and how much to charge-offs Ly the banks themselves canaot
ve determined.

Tinencial aid given operating Brench Banks vrior to their
failure did not entitle the contributirg banks to a prefeired position
among tanl: crediters. This was rade clear in a letter from tke
president to a Branch Bank cashier, dealing with advances made on be-
helf of the Azron Branch Bank prior to its failure:

T/ Zee p. VI-5.
g/ iarch 18, 1882, Chio Letters, op. cit..
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«++ Nothing has been done since the meeting of the
Beoard of Control to secure the Brancies for their
advances to the AXkrca Br. prior to its failure.
From present indications I fear there will ke no
assets left ... from which any security can be had,.
4t the time those advances erz nearly ... $10C,0G0,
R«R., Stock held by the Bank was deposited in this
office to secure the Branches lor their advances.
By the subsequent insolvency of the Bank this
stock, is I suppose, vested in the Board of Contrecl
2s part of the assets of the Banik and the proceeds
way be applicable to 2ll future redemptions of the
notes of the Bauk ...

I have instructed the Branches Ilrom which the
advances were made ... to Zeep the account of their
advances ertirely distinct from the account of
contract made after the failure of the Branch. All
the Branches have contributed in like proportion te
these advances ... 1/

Thus, in the two cases where such aid was giver, l.e.,
the Licking County and Akron Branch Banks, the other participating
banks undovbtedly suffered losses. Alsc, there was apparently
little or no return to the particinating banks for their comntributiouns
made to assist in the reorganization of the Swamit County and Toledo
3ranch Banks., IT it is assuwed that advances made during the panic
of 1857 vere all repaid, it may Te roughly estimated that losses to
the participating banks for the entire pericc approximated $300,000.

Appraisal of the Supervision and Regulation of
Participating Banzs 2/

Supervision of the Ohio Biranch Banks was entrusted to the
president of the Beoard of Control and an IExecutive Committee, con-
sisting usually of four or more Board members and the president. The
full Board met only twice a year, in May and November, and although
it could, and did, receive appeals from actions of the Executive
Committee it rarely sustained such appeals. Consequently, the bulk
of the supervisory ccrrespondence, cn which the following appraisal
is vased, consists of letters written by {he Pregident of the Board
of Centrol, i.e., by Gustavus Swar until 1855 and by John Andrews
thereafier.

Erforcerpent of supervisory regulations. Four methcds were
available to, or developed by, supe:rvisory officials to assure ccmpli-
ance by the Branch Banks with their orders. The first, and most

1/ Jamvery 12, 1355, Ohio Letters, op. cit..

g/ Almost all of the direct evidence available for appraising
the supervision and regulation of the Ohio Branch Banks is contained
in the correspondence records of the Board of Control covering the
vears 1584E-64., While this is a far better source of information than
is usvally available for banking systems operating a century ago, it
should be noted that the records consist of outgoing correspondence.
Thus, information contalned in incoming wail, such as letters from
participating baniis and reports of vank examiners, caan cnly be inferred
The lack of correspondence records for the first taree years the sys-
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frequently used, was persuasion. Siace the president and the
members of the Zxecutive Committee were in a position to view the
systern a8 a whole and were in receipt of daily informetion on
banking conditions, they were frequently able to explain and justify
orders whicih might be wipcpular. This method was apparently used
with great effect by both presidents but particularly by the first.
Its greater use in the earlier years probably reflects in part the
Gifferent personalities of the two men and in part the fact that

the first president bhad to deal with bankers to whom the system and
the principle of gutual liability was still new.

A more effective technique for stubborn cases was developed
by the Executive Ccmmittee after John Andrews succeeded to the
presidency of the Board. This was to limit, or forbid, the payzent
of dividends by the Branch Banks until a particular crder was oveyed
or situation corrected. Althouglh there was no express provision for
this power in the 1845 law or later amendments, it is found in the
1855 edition of the By-laws. 1/ Apparently it was based on the
broad powers given the Board, and by it to the Executive Committee,
to protect the interests of the system as a whole. g/

By limiting or forbidding dividends the Zxecutive Committee
could clearly exert great pressure upon the officers of an erring
Branch Bank. However, a stronger wespon was needed in a few cases
end this was found in the right of the Becard to require a Branca
Bank tco reduce its circulation or other liabilities whenever it
felt that the activities of the bank threatened the system with a
loss. Unlike the limitation of dividend payments, which merely
postponed distribution of earnings already made, reducing circulation
meant & reduction in earning assets and thus earnings per se. This
pover was used sparingly and usually only by the full Board of
Control rather than the Executive Committee.

Finally, tie Board could secure an injunction and close a
Branch Bank which fajled to cobey an order. This authority was never
used but its presence gave great weight to the decisions of the Board
and of the Executive Committee.

Exam‘nations and reports. The act creating the State Bank
system required that participating banks be examined at intervals
determined by the Board of Control. Examiners were to be either
mentars or special agents of the Boaird and were given broad powers. §/

Exaninetion of each Branch Bank was apparently made two or
three times a year during the first years the system was in operation.
However, by 1848 it was felt that "unless it was supposed best by the
Ex. Com. the Branches need not be examined oftener than once a year..."l

The policy of snnual examinations, unless conditions
warranted a special exsmination, was embcdied in a section of the
tem operated, is considered a less serious deficiency because of tne
short tiwe involved and the fact that no major change occurred among
personnel of the supervisory agency until 1854,

1/ Laws, By-laws and Resolutions relative to the State Bank
of Ohio (Columbus, 1855), Article 6. The Branch Bauks could appeal
to tae Board but in the meantime bad %o obey the order in question.

2’ See p. VI-S.

See pp. Vi-8-1l.
E? June 12, 1848, Ohio Letters, op. cit..
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1855 By-laws, along with a provision prohibiting notice of the time
oi examination. %/ Apparently both practices had been followed for
a number of years prior to 1355 and were also followed thereafter.
Cccasionel inquiries desigred to ascertain the date of forthcoming
examinations were sometimes put off by the secretary of the Board
in the following manne>: "I know not when the Zxaminer will ‘Le on
you' but suppose he will come at a time when you do not expect him,
perhaps 'like a thief in the night'. Therefore 'be ye reedy.'" 2/

There is no indication in the correspondence records or
elsewhere that a permanent staff of examiners was ever rscruited. In
the early years examinations seem to have been assigned to indivi-
dual members of the Board of Coantrol who, upon completing the task,
charged the bank a fee for the service. 3/ The fee was not fixed by
the Board, at least in the early years, since Swan had occasion to
write to one cashier who considered the charge "exorbitant'": "iow
if Mr. W, has chargec too much under this sitvation it is not our
feult and if we can be made sensible ol it we shall take care that
such & thing shall not heppen again." 4/

This system was also unpovular with the appointees and on
several occasions the Board was unable to persuade the person selected
to accept the assignment. 2/ Consequently, after the middle 185C's
most examinations were conducted by the vice-president of the Board
of Control.

Numerous letters to examiners were found among the corres-
pondence recorcs of the Board. The instructions inecluded with two
such letters, the first written by Swan and the second by Andrews,
arve reproduced here to show what the supervisory officials expected
of their examiners. Swan's letter included the followling list:

1. Ascertain by count or weilght ... the amount of specie
on hand.,

2. Commare bills and notes with books ...

3. Ascertain and report overdue paper and on the oaths of
the president and cashier the real cash value thereof.

L. Interrogate the officers under cath as to what amount the
directors and stockholders directly or indirectly are indeovted
to the Branch and whether the terms and conditions of the loans
are more Tavorable than to customers in geaneral.

5. Ascertain wkat agent the Branch employs in or out of
the State and what is the prineciple or main cbject of employing
kim or them.

1/ Article 8, section 10, Laws ... op. cit..

2/ August 30, 1855, Chic Letters, op. cit..

;/ It zoes without saying that a Branch was never examined
by its owm representative on the Beard of Control.

4/ December 7, 1849, Ohio Letters, op. cit..

5/ For example: "We hardly deem the reason assigned by you
for declining the duties ... sufficient., With a view to the thorough
examination of the Branches we selected those whose experience of
business ... best qualified them ... We have no doubt but /that it is/
more or less [§§7 inccanvenience ...", Letters, September 4, 1552.
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6. Whether any of the stock of the Branch, other than what
appears upon the bocks is held in trust or is incumbered in any
way ..

7. Yhether debts due the Bank deemed not sure and collect-
able in whole or in part, and which have been past due for six
months or more, have been carried to Profit & Loss.

8. Ascertain by interrogatories to the cashiers and other
officers what per cent upon the capital, or the amount in gross
in addition to what has heretofore been carried to Profit %
Loss, in their Jjudgment will be loss on the present debts due
the Branch.

9. Whether the Branch is in the habit of discounting or
purchasing bills of exchange payable at another place than the
place of such discount or purchase and if so what is the pre-
mium or exchange usually taken ...

10. Has the Branch in any case renewed bills or notes with
the sole view of diminishing the overdue list.

11. Has the Branch knowingly suffered any individual or
individuals to overdraw his or their deposit account and if so
whon and to what emount.

12. Does the Branch make loans to brokers or others whose
business ia in whole or in part to return notes of the Branches
for redemption.

You will please give in your report your opinion as to the
manneyr of keeping the books ... and whether they are attended
to as to daily detect errors, and whether there is promptness
or negligence in answering letters of business. You will also
ascertain and report the amount of specie drawn from the Branch
since the last meeting of the Board, the sources from which the
Branches meainly supply themselves with specle and the expense
of procuring it.

The agent is not limited in his investigations to the
particular points enumerated but is to use his own discretion
... to the fullest extent. 1/

Andrews' letter was somewhat less formal:

At a meeting of the Ex. Comt. this day you were appointed
an Agent to examine, prior to the next meeting of the Board of
Control, the Union Bank, Massillon; The Knox County Bank; and
the Hocking Valley Bank. You are requested to examine carefully
the character, security and probable prcmpt payment of the
bills Receivable of each of these Banks, z list of which you
will retuin with your report, with marginal remarks. You will
also carefully examine their books and accounts and reports,
not only as tc their accuracy, but as to the time when their
accounts, general and individual, can be settled. It is
desirable also to know whether either of these Banks has any
arrangements, either through the Bank, or their officers, in
official or private capacities, to procure and maintain in
cireulation the notes of other Banks in or out of the State;
and if so the nature of such arrangements, the security given,
and whether any of the assets of the Bank are anypothicated or
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pledged to secure the same.

You will not confine your examinations to the points
indicated, but make them full and thorough so as to present
a true and actual condition of the Bank. 1/

Aprarently the examination renorts were laid tefors the

Foard at its semi-annual meetings. Typical of the action taken at
one meeting was the Tollowing:

Dayton Branch Bank: Resclved: That the Dayton Branch
ve required to make quarterly trial balances of its individual
ledger, to correspcnd with the general lsdger, and that a
record of the same be Zeot on fiie for the inspection or the
examiner.

Resolved: That the Dayton Branch be reguired to so change
its mode of bodklieeping that any variation of the cash shall
not prevent Lelancing of its generel ledger.

Jefferscn Branch Bank: Resolved: That the Directors
of the Jefferson Branch, In making a dividend on the First
of Wev., 1858 of four percent, in vioiation of a resoluticn
of the Board of Control after their attention had been called
to the same by the President cf this Beard, are censurable
for such vioiation, and that said Branch te restrained ficm
makirz any dividead until vermitted to do so vy the Executive
Commi ttee.

Farmers Branch Bank, Mansfield: Resolved: That tie
Farmers Branch at Mansiield be regquired to ascertain and
correct tiie discrepancy which existed at the time of the
Zxaminer's report vetween its individual and general ledgers.

Miami County Branch Bauak: Resclved: That the Miami Co.
Branch be required to cause the loans to s
ard to be reducea at the ate ol 10 percent on the present
amount, as the same matures, each sixty cays, until the debt
:s reduced to at least $30,C00C in the aggregate, of active paver.

Mt. Pleasant Branch Pank: Resolved: That the Directors
of the Mt. Pleasani Brench in meking a dividend on the lst of
Ncv. 1858 of eight percent in violation of a resolution of
this Beard, and an order of the Executive Committee allowing
only a 3 percent dividend, are clearly censurable by this Beard;
and that said Branch e restrained from makxing any dividend
until peruitted to do so by the Executive Committee.

Athens Branch Bank: Resolved: That the Atiens Branch
be rejuired to enter the $10,00C time drafts given to the
Couwey Bank of Massachussets, upon their books.

Resolved: That the Atheps Brarch Be required to reduce
the losns to their directors/as to bring them within the limits
prescribed by the Charter.

Resolved: Thet the Atuens Branch be required to adjust
the discrepancy between it and the Ross Co. Branch.

Marietta Branch Bank: Resolved: That this Branch be
required to reduce its loans to directors so as to bring the
amountt withia the limlts required by the Charter.

Ross County Branch Bang: Pesolved: That the Ross County
Branch te required to adjust the discrepency in the amocunts

I3

betwen it and tne Athens Brarnch. g/
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It seems fair, on the Dasis of these and similar letters,
to conclude that nigh examination standards weire laid down and that
exanminations were Giligentl; ccnducted. It also appears that tae
supervisory authorities ¢id not hesitate to take action on the
basis of Laformation secured from examination reports.

Te 1845 law zave to the Board of Control the right to
determine how often, and in what form, rvarticipatings banks would sub-
nit reports of condition. The By-laws published in 1855 show that
ronthly coaditicn reports were required and, in addition, names and
addresses of all persons indebted to the Bianch Danks wers sent to
the Board four times in each year. gy' It is probablie that both of
these practices were folloved from tne time the system began until
it closed.

The fcrm of tae condition reports was not descrived in
the Br-laws. DProbeably it was the same as the "accurate statement
of the conditicn” which the 1845 law reyuired of each Branch Pank
at the time dividends were paid. g/ This statement was gquite
detailed including, for exarple, a distinction between specie in the
bank's possession and "specie" denosits in other banks. Also, amounts
owed by cirectors and stockholders had to be segregated in these
renorts. Many of the Board of Contrcl Letters indicate taat such
information was included in the reports of condition submitted monthly
by the Branch 3Ban':s.

Oueration of individval banks. In their dealings with
individual Branch PBanits supervisory cfficials were responsible for
seeing that statutory provisions were noct violated and that eacn
bank conducted its business in a socund mexier. This naturally re-
cuirel a wide range of activities but stuldy of the correspondence
recoras indicates that officials were diligent in meeting their
responsivility. This may be illustrated by exsmining their record
for several of tae more important areas of superrision.

Ore of the most important of the statutory provisions was
the recuirenment that each Branch Baak maintain a specie reserve for
circulation. é/ In 1845 such a reguirement was stili novel and the
tenceincy of bankers to ignore it was strong. The situation was
further cemplicated in Ouio by the activities of private bankers and
brckers who demanded exorbitant premiums for specie or its equiva-
lent, partizularly cu the days Just prior to the submission of
condition rspo:rts. &/ Mevertheliess, the supervisory officials
reve prouapt to rejuire compliance in each Instance, even where the
iafraction was minor, as incdicated in the following lester:

1/ Article 3, sections 1 and 4, laws ..., op. cit..
gﬂ Aa Act to incorporate ..., section 5C.

3/ See Hage Vi-S.

1_11/' August 12, 1851, Chio Letters, o». cit..
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We observe by your last monthly report that your specie
is ... less than thirt, perc=nt. The deficiency is a
trifling sum and dcubtless itsoccurer.ce was accidental
eos 1 Write merely to ccmply with the spirit of tae
I/Eﬁ_ _1__"/

Letters from supervisory oificials regarding violations of
the syecie reserve requiremert were egialled in mumber only oy those
Jealing rith eicessive accommodations granted stocikholders and
directors. The tradition that tiaese persons were particularly de-
serving of bank loans stil persisted anc probebly no other statutoxy
limitation relating to banks, in other States as well as Chio, was
more consisteatly violated. However, the practice was dangerous
because of the concentration of —risk to which the bark became sub-
ject; and Vecause anti-bank legislators wers quick to point to it
in Justifying Zaws detrimental to varking.

An illustration of the concern ev1denccd by supervisory
officials is seen in the following letter:

s+ I do not presume that Ltne liability of your dirsctors
and stockholdergj swelled as it is, exceeds the limits of the
latier clause cf the 12th Sec. vut I may be permitted to
say that this large acccmmcdation, if publiely enough
mown and it is verr apt to zet out, will leave an un-
favoraole Impression as to the management of the Branch.
It will give confirmation to what is often charged upon
banks, that tnose interested monopolize the means to the
exclusion of those witnout. I wouldld therefore respect-
Tully suggest to your directors whe*her it would not "e

a measure of policy to curtail scme of their stockholier
borrovers, the better to =nable the Branch to extend
accormocations to the Husiness poriticns of the ccomunity

~

... Stockholders shouli be lenders, not vorrowers ... £/

Swan and Andrews were equa.ly concerned with excessive

loans to stoexholders and directors but whereas Swan preferred, or
perhaps as required, to use persuasica, Andrews did vet hesitate to
impose more stringent penalties. Indeed, one Eranch Bank was compelled
to retire 350,0C0 of its circulation. 3/ By early 1857 Andrevs

clained that such action had sclved the problem: “we have ... so far
succeedad in enforecing en observance ... that it rarely is necessary
to allude to the matter." 4 FHowever, the practice was rever completely
eliminated and even as late as 1863 Andrews was reminding a bank:

" Qctovber 17, lc¢3, Ohio Letters, op. cit..
" April 5, 1349, Ohio Letters, op. cit..
ey 13, 1857, Ohio Letters, op. cit..

’ February 17, 1857, Ohio Lette*s, op. cit..

R
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"of course we all know this debt is safe ... but that is not the
question. It is a violation of the charter ..." 1/

The quality of bank assets, as revealed by examination re-
ports, freguently drew criticism from supervisory officials. This
seems to have bheen particularly true after Andrews becare president
of the Board of Control. However, individual banks were usually per-
mitted a large degree of independence in the acquisition of assets
and supervisory officials were content wmerely to point out certain
errors. A typical letter from Andrews to the Union Brancu Bank indi-
cateslittle inclination to take action unless absolutely necessary:

The present condition of the bills receivable of the
Union Bank really alarms me. If anything should cceur
to send your ¢irculation hemewarc I do not see how the
Bank could sustain itseif ... wher will barkers learn
that the wiping off of an old debt by creating a newv
one is not a payment? ... I did hope the "Union" had
seen its worst days but I fear that time is before, and
not behind it. 2/

The problem of failure to maintain adequate capitalization
was not as pressing at that time as it is today. The ratio of
capital stock paid in to total assets was typically 25 to 30 percent
and superviscry orfficials were most frecuently concerned with seeing
that capital was actually paid-in ancd that stockholders were not
permitted to boirow money with their stcck serving as security.
Nevertheless, *he Loard of Controli 4id substantially strengtiien the
capital positicn of the Branch Banks by requiring that each bank
establish a contingent Tund egual to its contribution to the safety
funéd, i.e., equal to ten percent of Its circulaticn. ;/ If a bank
failed to meintain the contingent fund at the stated level its
circulation was to ve recduced accordingiy.

Operation of *he banking syvstem. In seeking to achieve a
strong banking system, superviscory officials were often required to
iock beyond the condition of individual Eranck Banks. The iasuvrance
framewcrk witiin which the banks operated was novel for Chio and,
in addéition, there was the ever-present hostility of a portion of the
State legislature and of the public.

The attitude of the State legislature was of cruciasl im-
portance to the welfare of the banking system and supervisory
officials devoted considerable time to pluacating the legislature.
Indeed, among the motives for a particular action it is sometines
difficult to distinguish between those arising from the application
of sound barking principles and those related to fear of the legisla-
ture. An excellent illustration of this is found in the vprevicusly
cited letter desling with icans to stocltholders and directors. 3/

1/ October 26, 1063, Chio letters, op. cit..
2/ August 14, 1861, Okio Letters, op. cit..
3,/ Article 8, section 17, Lews ..., op. cit..
L/ See p. vI-38.
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It is clear that the supervisory officials would go to
great lengths to appease the legislature. Reference has already
been made to the unsuccessful attempt to forestall the passage of a
particularly severe tax law by deleying the failure of the Licking
County Branch Bani. }j In another instance, after the failure of the
Cormercial Branch Bank of Toledo the State was given a prefer—ed
positica among crelitors "to prevent a zreat noise on the part of the
Larcs, Lz.e, the "haré money” or "anti-bani” legislator§7“ 2/ In
general, it is difficult to assess tihe policy adoptea Towards tae
legislature because it was designed to Tcrestall, rather than preci-
pitate, legislation. That it was not successful In the case of %the
1552 tex law does not, of course, mean that it was unsuccessful
at cther times.

It at least once instance the State was c¢f direct assistance
to the Branch Banks. During the panic of 1857 the State treasurer
publicly announced that he would receive in payment of public dues
only those banknotes issued by the Branch Banks and certain other
Ohic banks. ;/ This announcement, winich was cf great value in main-
taining public confidence in the vanis, was the State's part of a
bargain, under which the supervisory authorities bad promised to have
the banks furnish the State with eastern exchange, needed “o pay
interest on the State debt, at par, i.e., without exchange charges.
This was one of those actions which at first met the stiong dis-
apprcval of individual bankers but which was finally accepted when
supervisory officials explained its importance. 4/

Curing the earlier years supervisory authorities also had
to deal wita a danger internal to the systen: antagonism among
the Branch Banks., As Swan put it in one instance: "Qur Branches
are exceedingly jealous of sach other and ... n¢ sliight danger
exists of actual hestiliiy ... It is possidle /the Executive Ccmmitteg7
can derive some measures to avert hostiliity, so disgraceful among
brothers.”" 3/

Apparently, it was difficult for bankers who had operated
in prior jears under extremely competitive conditions to become
accustomed to a system wnose great strengtn was in the principle of
mutual respoasibility. Under sucn circumstances the sligntest in-
dication cof Tavoritism on the part of supervisory officials could
have Deen disastrous. What was needed was patient, tactful hsndling
cf the banks anc, on tnis score, supeivisory oificials acquitted
therselves well. The extreme Jelicacy of the situation, and tle
apnroach used by Swan, is best illustrated by tke following letter
to a Braack Bank cashier:

I regret to learn from a reliable source that your
Brench has recently returned for coin to the xenia
Branecih a large amount, say 15,000 of their issues.
I do not of course claim any right to interfere in
such matters, out I deem it of very great importance

1/ See p. VI-23.
¢/ Tecember 1, 185k, Chio Letters, op. cit..

&/
3/ October 21, 1857, Ohio Letters, op. cit..
L/ see p. VI-32.

5/ September 2, 1350, Onio letters, op. cit..
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that the harmony of the Branches not be interrupted

in any way and I must say trhat unless impe.led by an
absolute nezessity I think a run by one Branch on
another is particuiarly calculated to create wpleasant
feelings ... Iaformation has reached this office by
way of rucor only %that the Xenia Branch is in tThe hatit
cf discounting comestic bills ayable in your city In
coin. If these rumors are well founded it is but an
indirect way of drawing specie from ycur bank and
necessarily in part from cother Eranches. If suca a
practice exists to any great extent or nerhaps even

in a single Instance I should ceem it wnfair ... 1
again repeat that I claim no right whatever officially
to interfere with the business of the Branches in such
matters and what I have said I fear way be deemed ...
what does not concern me anc if this should be the

case I most assuredly will not complain. 1/

Another example of the broalening of supervisory horizons
is seen in the concern shown by oficials over the effect of banx
operations on the circulating medium and on the economic life of
the State. The law, of course, did not provide for supervision
in this area but frcm scattered bits of evidence it appears that
supervisory officials in Obio developed a method of controlling the
volume of bani: obligations similar to that available tcday to the
Board of Goveirnors of the Federal -ieserve System.

In providing for a specie reserve egual to thiry ver-
cent of circulating notes tae Ohio lesislature merelyr required that
at least nalf of the reserve consist of Zcld and silvrer coin in the
various Branck Bank wvaults and peruitied the remainder to be in the
form of deposits in banks of certain eastern cities. However, super-
visory oilicials took the position that they could vary the precportion
of the specie resexve required to be in coin-in-vauli{ so that, at
tke maximum, the entire reserve ecould be so constituted. Thus, orders
varying the provortions which might have appeared at first to te
simly routine became, in fact, of utuwost importance. This was
because the Branch banks frequently could not afford to draw down
their castern balances teoo far ard, as a result, could only meet an
increased specie-in-vault reguirement by contracting their circulation.

The record of the use of thls power by superviscry officials
is nct complete. At scme time prior to 1855 they required that 20
nercent of tae circulation zensist of coin-in-vault since such a
regulation is included in an edition of the By-laws published in that
Jear. g/ A jetter written bv the nresident of the Board of Control
in the swarer of 13%2 may provide a2 clue as to the date of this
provisicn and the reason for its adopiion:

1/ June 30, 1649, Ohio Letters, op. cit..
2/ frticle 3, section 18. Laws ..., op. cit..
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Below is a copy of a Resolution of the Ex. Com.
passed this day. I siall be happy to have your
opinion as soon as convenient ...

"Resolved:; That the President ,.. ascertain
whether it is deemed vest in view of the cheapaess
and avundance of money to enforce the orders of the
Poard at last session directing a witndrawal of
circulation and an increase of specie basis." 1/

Arparently, the ratioc of coin-in-vault teo circulation was
permitted to fall to 15 percent again Juring the panic of 13857 since,
as the panic subsided, the president of tue Board of Control wrote
that one of the resolutions adcpted at his recommeiudation reguired
the banizs to "bring up the coin to 2C percent on circulation in
60 days and thereafter 2% perceat per month until the amount is to
30 percent and hersafter we will have no 'eguivalent' but count
only 'coin in vault' as the basis oI circulasion ..." 2/

Later changes ia the ratio cannot te determined, although
between 1857 and 186C the portion of the specie reserve consisting
of coin-in-vault was agaian allowed to fall Lo half, or fiteen vner-
zent of circulation. In general, it anpears that the supervisory
officials exercised thelr power over tie cireculatizg medium, or
that portion consisting of Branch Bank ciiculation, whenever taey
felt that the strength of the State Bank system would be increased
by a countraction of cireulating medium, or restrzint upon expansion.

Because information is insufficient regarding the various
dates at which ckenges Zn the vault specie reserve were ordered, or
vecare effective, it is difficult toc demonstrete thne effect of such
orders upcn bank operatiocas. The Nevewber 1357 resolution noted
above is the only order which can be assigred a precise date and
in this case it arpesars to have teen guite effective. 1In Cctober
1657, the ratio of specie to circulation was less than 17 percent.
Following the November order the ratio increased rapidly, exceeding
28 percent in larch 1358. is rise was cdue to an increase in specie
and to a sharp contracticon in eirculsticn. Individual deposits also
declined skarply following the Jovembter orcer.

Appraisal of the Iznau-ance Plan

Chio's bank-obligation insurance plan had two closely re-
lated but 4istinzuishable cbjectives: to protect the creditors of
failed banzs Trou loss and, second, to prevent a collapse in the
State's circulating medium as a result of bank failures. Only a
limited atteinrent of these objectives was possible since insurance
was restricted to circulating notes of participating banks. Within
these limits, the objectives were attaired. No noteholder of a
failed participating bank suffered a loss and, in addition, a number

7 August 23, 1552, Ohic Letters, op. cit..
" Hoverber 21, 1657, Chio Letters, op. cit..
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of banks in financial difficultises were enabled to coantianue operations
as a counsequence of both direct and indirect aid from the iasurance
srstem. This section deals with the measure of success enjored by

the insurance plan as well as with its shortcomings.

Ccmparison with nonnarticipating banks. During the twenty
years of bank-cbligation insurance In Chio tairteen nonparticipating
banks failed, with total obligations ia excess of 35 million. About
two-fifths of this amount was attributable to the Chio Life Insurance
and Trust Company. It will be recalled that only ten Branch Banks
became involved in serious financial diTficulties and of these Tousr
were closed. The total obligations of the ten Branch Banks were less
than 22 million. Since the Branch Banlis composad well over nalf of
all operating tanks and were responsible Tor 6C to 70 percent of
total oblizations, their record, whether in terms of number of banks
in difficulty or obligations involved, was consicerably vetter than
taat of the nonparticipating banks.

Losses to creditors of failed nonparticipating banks are not
znown, but it apnears certain that they were considerably larger,
both in absclute amount and in relation to total ovligations of tae
failed baniis, than was the case for crediters of the Branch Zarks.
In the case of toe 3ranch Banis there was no loss tc any bani creditor,
whether depcsitor or notenolder, in the six banks restored to sol-
vency thiough Insurance disbursements. Taere was no loss to note-
hoiders of the four Branch Baulks placed ia receivership but there
was very protably some loss to depositors of those banks. Total de-
posits in these four Branch Barks were just over $5C0,000 at abcut
tirme of failure. Hovever, only 35,CC0 of this amount was in the
Lickirg Courty Branch Bank, probablys the most disastrous Taiiure
of the four. If it Is assumel taat depositor losses in the othaer
three failed Braach Banks were 50 percent - probably too high a pro-
portion - then losses to all creditors of Branch Banks in financial
difficulty may be estimated at $250,CCO.

The 13 nonparticipating banks which failed included six
0lé Banks, five I.dependent Banks and two free baniks. No special
rrotection was provided hoiders of circulating notes of the six Cld
Rznks, and such prctection in the otker seven cases was in the form
o bord security vosted by the banks. TFrom the record of similar
bond protection plans in other States it may be assumed that not all
rayments to notenolders of Independent and free banks were at par.

Scattered pieces cf infcrmation indicate that losses to
creditors of the 01d Banks were substantial. For example, Huntington
quctes a cortemporary estimate to the effect that losses in the case
of the Benk of Wooster, which had total obiigations at tiuwe of Trailure
in excess of $500,CC0, were not less than $250,0C0.1/ In the cese
of two other 0.d Danks which failed with circulation ocutstanding of

1/ Huntington, op. cit., ». 43,
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$455,CC0 quotations from barkncie remorters suggest a minimum loss
of 25 percent, or more than $1C0,000. Thus, in the cases of only
three Old Banks it appears that losses Go creditors were larzer than
tnose for all Branch Banks in aifficulty. Taging all thirteen
failed nonparticinating banks together and applying the same ratio
of 50 percent to depositor losses as was applied in the case of the
Branca Barks, total iosses to creditors of failed nonparticipating
banks would approach $2 million.

Metnod of paying insurec ovligations. The fact that note-
holders could secure gcld or silver coln imredlately after failure
of a parcicipating bank undoubtelly contributed to the maintenance
of public confidence, and thus to the strength of the entire system.
Powever, it will ve recalled that sums required Tor immediate note
redemption were secured oy special assessments, levied as needed,
on tie sound particinating vanis. Since the need for assessments
was greaftest during derpression periods, the sound banks were subject
to drains on theii resources at the very times when they cculd least
afford it. In addition, the banks could aot know how olten, and
for haow muvch, they would be assessed since that depended to a large
extent on the rapidity with which notes were eturned to the re-
deeming baals.

Taus, »nubllie conlidence in the insurance si;stem was sus-~
tained in pericds of crisis at a cost to bWoth the comrmnity and the
banks. The comrmunity suffered because the sound banks were undoubted-
Jy forced tc contract even furvher tlan would be customery ia order
to be able to meet assessments that misht arise. The ocanks suffered
because liguidation of failed banks could not proceed at an orqerly
pace. Thet is, tas receiver was under strong pressure to turn assetls
into casu as fast as possivle n crder that there be no nzed for
further assessments.

n altsrnative would bave bvean te n»rovide for thne establish-
ment of an Independent Insurance fund, under the control of the super-
viscry autnorities, Trom which payrents to rotenoiders could ve nade.
The legislature ma: nave had some suck »Dian in mind when it estab-
lisked the safety fund but, as was shown earlier, that was not a
fund at all, a Tact which was so eapnarent that iv was never used by
tae supervisory autiorities for the purpcses for vwhich it had been
intenied. 1/

Had an indepencdent insurance Jund been established it is
clear that suvbstantially larger assessment rates than are paid today
by insured banzs would have been recessary. Table 38 shows that a
fund created from assessments at rates ecual to those levied under
Feiera) Zeposit insurance would have been wiped out in 2950, the
first year In vhich payments were required. But had such a fund been
supplersnted by adeguzste borrowins power assessments tihroughout
its twenty years of operaticn of % of 1 percent of total circulation
would have met tine losses which occurred i the banks which failed.

_gr'See De VI-6
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Table 38. Acequac; of Safety fund and Txtent of Insurance Coverage
Chioc Braach Banks, 1345-6k
{Amounts in *housards of dollars)

Claims oppli- Branch Bank safety fund Hypotaetica. insurance
Year caeble against ~Anount 2/ Perceat of fund 3/

Safety Fund 1/ insured ob- Arcunt Percent of
ligations insured ob-
ligations
1845 - $ 136 8.6 & 27 1.7
2846 - 342 12.9 2¢ 1.1
1847 -- 537 ik.5 32 ¢.9
1846 - 730 10.¢ 37 0.5
1849 -- 55 12,2 43 0.6
1650 142 907 1.8 50 0.6
1851 49 801t 10.6 57 0.7
1852 113 205 11.2 6k 0.8
1853 LYy 875 10.6 70 0.8
1854 140 860 12.3 76 1.1
1655 5 836 1.1 32 1.1
1858 4o €13 1.0 a8 1.2
1857 55 815 2.7 23 1.5
185 == 615 12.9 0 1.4
1659 - 815 12.5 104 1.5
:88C -- &15 11.0 1is 1.5
1861 -- 615 10.0 117 1.4
8¢z -- 815 10,1 124 1.5
1863 -- 815 k.2 129 2.2
1864 -- e 16.6 133 2.8

1/ From Table 37, "Total assessments by year.’ Zxcludes
insured ovligations of failed baniks which were redeemed with funds
securad Trom liguidation of said bangs.

2/ From monthly condition reports, library of the Ohio
State Arachaeological and Historical Soclet) .

3/ Computed by assuming an original fund of $2€,300,
aporoximately egual in relative size to criginal capital of FDIC, plus
additicons for each year ecual to one-twelfth of one nercent of total
circulation. Ho deductions were made for claims against fund.
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Had the safety fund, also shown in Table 38, actually been an
independent insurance fund it would have beer adecquate, but it would
have reguired annual assessments of about one percent on insured
obligations.

Supervision of participating banks. Equal in importance
to immediate payment of creditors in accounting for the success of the
insurance system was the supervision of participating banks. As
previously indicated, supervisory officials were diligent and thnorough
in seeing that the banks complied with the law and that the sI'stem
was protected from attack or loss. Mcst important, this was accom-
plished through self-regulation, i.e., supervisory officials were
named, paid, and subject to dismissal, by the participating banks.

Undoubtedly, tlhere were numzerous factors which account for
the quality of supervision, not the least of which was the ability
of tke two presidents. However, it is submitted that the major
factor was the principle of mutual 1isbility. The Board of Control,
consisting of representatives froam each Branch Bank, could not
afford to relax ifs vigilance or limit the authority cf the presi-
dent, lest it be faced with a failed bank and the necessity of levying
assessments on the banks it represented.

Before 18L5 there was relatively little bank supervision
in Chio and its development between 1845 and 1865 marked a great
step forward in Ohio beniing history. Ilevertiueless, it 1s proper to
suzgest that the pressure on supervisory officials may have been too
great. Althouzh the correspondence records indicate that officials
paid some atitention to the credit reguiremerts of the State, in most
cases their concern was understandably directed towards guarding
participating banks against losses which would arise from insurance
assessments. Consequently, there may have teen a tendency to be too
conservative, to contract earlier and more sharply then was warranted
in adversity and to expand too slowly during cther periods.

While the available data are not sufficient to demonstrate
this prowesition, it Is significant that in changing the specie
reserve recuirepents officials were concerned in each instance with
contraction of the amount of circulating notes. E/ There is no evi-
dence that reszrvz requiremerts rere ever lowered for other than
negative reasons: that is, taat contraction was no longer necessary.
On the otker hand, tnere were several instances where expansion of
the circulating mediuwa to the benefit of the public was prohibited
wiiile there was the siightest possibility of denger to banks. g/

Adeguacy of insurance coverage. When the Ohio legislature,
following New York's lead, restricted insurance to circulating notes,
it limited, but &id not do viclence to, the objectives of the insurance
plar. However, it appears that the exclusion of deposits from cover-
age was developing into an important defect of tae insurance system
by the 136C's.

1’ See pp. VI-Hl-i42.

2/ February 8, 1358, Ohio Letters, op. cit..
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The growing importance of deposit banking is reflected in
the eixtent of insurance coverage, as shewn in Taoble 35. It is true
that a substantial rortion of tctal Chio cireulation remained in-
sured duving most of the pericd. For example, in 1863 nore than
two-fifthhs of Chio's ecirculation was insured, i.e., it had becn
issued by Branch Banks. Hovever, whereas this insured circulation
kad corstituted abcut half of total obligations of all Chio banks
for mich of the period, by 1863 it was less than one-third of taese
cbligaticons. In other words, as the Insurance system was near 1its
end it was protecting a minor segment of Ohio btank creditors and was
beccming inadequate as a safeguard for circulating medium provided
by Chio banxs.

Althougt this situation was due in large part to the zrowth
of deposit banzing, it also points up ancther defect of the insurance
system, i.e., it applied to only a portion of the State's banks. To
fully attain the objectives sougnt in the insurance legislation it
would have been necessar, that all barXks particinate in the pian.

As Andrews put it in a lettsr contrasting the State Baunk systen
with the Independent Banit system in Chio:

«+. Bachh system cortinues tc have its advocates, and
both seem to work satisfactorily when well managed.
The disturbing feature between them is in the nature
of the security; furnished Tor their circulation. That
of the Indepencent Banks, veing Ohio and U. 5. Stocks,
affords ultimate security withcut doubt: that of the
State Bank being mutuwally liable for each cthers
circulation secures ‘mmeciate redemption. Such a
syster as that of the State Bank of Ohio can only

be made succesaful wien it is mede general ... }/

The exclusion of deposits from insurance coverage was also
piven ‘mpoitancze Lv changes in the distribution of deposits as well
as changes in amount. Whereas in earlier years deposits tended to
be held by relatively few people and were little used as meens of
parment, by 1865 tie use of checks was mich more widespread. Conse-
ovently, to simply maintain the cornficdence of the noteholder was
not sufficient in pericds of panic. It is significant that in 185h4
it was a run by depositors, nct noteholders, which necessitated
civing aid to the Akron Branch Rank. 2/ An increasing avareness
of the importanse of protecting depcsitors was shovn by fAndrews in
18635, when he cormented: "0f the various foims of liabilitles
benks have, tkere is no one which can be brought to bear upon them
with sucih sudcen corncentration ¢f power as thelr deposits; and
no one less susceptible of concentration and immediate demand than
their notes in circulation, ..." 3/

Sumray.  The iimitations of Ohio's insurance plan should
nct be pemitied to obscure the fact that, on balance, iU was &
remaygatle success. It was one of the pioneer insurance plans,
launched at a time when baniting was developing and changing raepicly.
Undoubtedly meny of the lefects would have peen eliminated had it

1/ December 1.7, 1355, Ohlio Letters, op. cit..
g/ November 15, 1834, Ohio Letters, op. cit..
53/ cenuary 24, 1867, Ohio Letters, op. cit..
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been nermitted to continue after 1865.

e success of the iasurance plan is reflected in the Tact
that the State Bank of Ohio has come to be recognized as one of the
great banlkting sistems of the pre-Civil Yar period. Time has nct
altered the aporaisal of the srstem of tke insurance plan made by its
long-time secretar; in 1355:

The 3tate Bank of Chic Gemonstrated the wisdonm of
its founders. It lived tarcugh some troueclous times
but Zept its integrity. It did what it was designed
to do, furnish a safe circulating medium for the
pecple of the State .... 1/

3/ John J. Jamney, oState Bank cf Chio", Magazine cf
‘lestern History, II (1685}, p. iTh.
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CHAPTER VII

INSURANCE CF BANK CBLIGATIONS IN IOWA, 1858-1865

Iowa was the sixth State, and the last prior to the Civil
War, tc make use of the insurance priaciple in providing for the
protection of bank creditors. The plan was put Into operation in
1358 and became inoperative in 1865 when most of tae participating
banks converted tc national banks.

Review of Iowa Banking History to 1865

Prior to 1858, only one authorized bank was formed in Icwa.
The legislature of the Wisconsin Territory, which included the present
State of Iowa, approved the establishment of the Miners Bank of Dubuque
on November 30, 1836. The authorized capital was $2C0,CCO and about
a year after its charter date the bank opened for business.

Almost from the beginning there was hostility towards the
Miners Banl on the part of the legisiature, becoming more intense
after the Iowa Territory was formed in 1338. Suspension of specie
payments by the bank in 1841 added still further to its difficulties
and in 1845 an act repealing its charter was passed. After an un-
successful court battle the bank passed out of existence in 1849.

In retrospect, it appears that the Miners Bank of Dubuque
was no worse, and no better, than the typical western bank of the
time. Zxcept in its early years, its business was not extensive apd
note circulation probably never exceeded $175,000. 1In the years just
prior to closing it did little business and it is doubtful that the
community was affected by its cemise.

Attacks on the Miners Bank reflected a general hostility in
Iowa towards all banking. When the first State constitution was
adopted in 1846 the West was recovering from & severe depression and
many Iowa residents had come from areas in which bank failures had
Teen numerous. Article IX of the constitution illustrates their
attitude toward banks:

1. No corporate body shall hereafter be created, renewed
or extended, with the privilege of making, issuing or
putting in circulation, any bill, check, certificate,
promissory note, or other paper, or the paper of any
bank, to circulate as money. The General Assembly of
this State shall prokibit, by law, any person or persons,
association, company or corporation, from exercising
the privileges of banking, or creating paper to circu-
late &s money.

2. Corporations shall not be created in this State by
special laws, except for political or municipal pur-
poses, but the General Assembly shall provide, by
general laws, for the organization of all other cor-
porations, except corporations with banking privileges,
the creation of which is prohibited ...
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Prohibition of banking did not prevent persons from meeting
the demends for bank facilities which naturally were present in a
rapidly developing State. Frivate banks were numerous. Although they
were not permitted to issue notes, they found it profitable to fi-
nance immigrant land purchases and to buy and sell eastern exchange.
Information on these private banks is slight, but appareatly by the
middle 1350's every town of consequence had at least one firm which
offered some bank facilities.

Nor 4id the new State lack for banks of issue. Beginning
in 1855 a number of banks secured charters from the territorial
legislature of Nebraska. These were controlled by Iowa residents and
although their home offices were nominally in Nebraska they were,
in fact, Icowa banks. Some of the better known were the Western Ex-
change, Fire and Merine Insurance Company, the Bank of Floreuce,
the Bank of Nebraska, and the Bank of Fontanelle. l/ However, the
life of these extira-legal banks was short, as not one was able to
survive the panic of 1857.

Faced with the collapse of the Iowa-Nebraska banks and
burdened with a circulating medium made up of much of the worst bank
paper in the West, Iowa reconsidered her earlier position on banking.
A new constitution wesadopted which permitted the legislature to
enact banking legislation. However, a trace of anti-bank Teeling
remained in the requirement that tefore taking effect all such laws
had to be approved in a general election.

In 1858 two banking bills were enacted into law and over-
whelmingly approved by the voters. A Free Banking Act permitted
individuals to establisn banks provided that they complied with
rather strict provisions regarding capitelization and note issue.
How strict were these provisions is shown by the fact that when the
law was repealed in 1870 not a single free bank had been organized.

The other piece of banking legislation was more successful.
"An Act to Incorporate the State Bank of Iowa" was passed on March 20,
1858, and, after receiving the approval of the voters, was declared
in force on July 29 of the same year. In the absence of free banks,
the banking history of Jowa from this date until 1865 centers on the
State Bank system.

In structure the State Bank of Iowa was directly descended
from the State Banlis cf Indiana and Ohio. The head office was
located at Iowa City, then the State capital, but its function waes
solely that of exercising general supervision over the Branch Banks,
which could not exceed 30 in number. The maximum capital was $6
willion, all of which was to be divided among the Branch Banks, which
were iimited to not less than $50,000 nor more than $300,000 capital.
Fifty percent of the authorized capital of each Branch Bank was to
be paid in specie prior to the opening of the bank, with the remainder

1/ It is probable that the name Jestern Exchange, Fire and
Marine Insurance Company was desigred to resemble that of the best
known bank in the area, the Wisconsin Marine and Fire Insurance
Company of Milwaukee. To the extent that noteholders confused the
two, the Hebraska bank benefited from the excellent reputation of the
older bank.
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due in installments of specile spaced at four-month intervals. Rach
Branch Bank had its own officers and divided 1ts profits among its
own stociktholders. Thus the State Bank of Iowa, like those of
I:diane and Okio, was a federation of independent banks.

The life of the State Bank was short but successful. 1In
addition to providing the State with muchneeded banking facilities,
it assisted the State goverament in financing its contribution to the
war effort. Although it would undoubtedly have continued after the
Civil War, passage of the National Banking Act, followed by the pro-
hibitive tax on State banknotes, led most of the Branch Banks to ceca-
vert tc national banks in 1365.

Character of the Insurance Flan

Iowa's insurance plan for the protection of bank creditors
was very similar to that adopted in 1545 by Ohio. The successful
operation of Ohic's plan and the fact that several Iowans prominent
in State affairs had prevriously resiied in Chio account for this
similarity. For example, Ralph Phillips Lowe, Governor of Iowa when
the State Bank was established, was a forme: resident of Chic. Also,
the kxey individual on the standing committee on banking in the Iowa
senate wnen the act was passed was Samuei Jordan Kirkwood, (later
Towa's war governor) a former Ohio resident who had taken an active
interest in the State Bank of Ohilo.

Bank participation and obligatlons insured. As in Ohio,
the plan emoraced only Branch Banks comprising the State Bank, made
use of the mutual guaranty oprincinle as well as an insurance fund and,
finally, covered only the circulating notes cf the participating banks.
Deposits and other liabilities of the participating banks were not
coverea, uor was any provision made feor the inclusion in the system
of such cther banks as might be estavlished in the State,

Assessments and insurance fund. The insurance fund, or
"Safety Fund" as it was called in the act creating the State Bank,
was not built up through annual assessmerts. Instead, each Branch
Bank paid to the State Bank "money or United States Zbond§7 or interest
paying State [bondg? at their current value in the city of New York
but in no instance above their par value, an amount equal to twelve
and one-helf pex cent on the amount of the notes for circulaticn,
which shall be cdelivered to such braach.” ;/ This sum had to be paid
vefore any notes were delivered to the Branch Bank, i.e., before it
opened for business, and additional payments had to he made oaly if
the amount of notes delivered was later increased due to an increase
in capital or vecause the entire authorized issue had not been de-
livered at the commencement of business.

}/ An Act to incorporate the State Bank of Iowa, March 2C,
1858, section 7.
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All money devcosited to the account of the insurance fund
was to ve invested in Pedersl or State bonds by the State Bank and
interest thereafter received was to he paid to the Branch Banks in
provortion to the amounts they nad contributed. ;/ hile the State
Ban% nad custody of the 1lnsurence fund, ownership remained with the
Branch Banks, each of which carried the smount it had paid on the
assets side of its statement of condition. 2/

Payrent of insured creditors. The iasurance fund did not
stand for the immediate and direct payment of creditors of a failing
bank. When & Branch Bank became insolvent, i.e., was unable toc redeem
its notes in specie, _/ the State Bank was required to place it in
receivership 4/ and to "immediately provide money ... and place the
saze in such solvent branch or branches, as may be most convenient
for the pwpose of redeeming the notes of such failing branch ..." 5
The amount provided was not taken Trom the insurance fund but from
ngew assessments levied on the solvent Brancia Banks ia proportion to
the amount of circulatica eack nad outstanding. These sums were
then repaid the solvent Branch Banks through liguidation of securi-
ties comprising the insurance fund. &/

’

Upon liguidation of the assets of a failing bank by re-
ceirers, payzent had to be made first to the other Branch Banks to
cover any amount not already returned from the insurance fundé and,
second, to tue insurance fund to reimburse it for zll moneys advanced
except for that portion originaliy contributed by the failing Branch
Bank. Following this, tne rzceiver could meet the claims of de-
vositors and other creditors and, finally, distribute among tae
stockholders any remeining funds. 7/ No specific provision was wmede
Zor replenishing the insurance fund in the event that it was diminished
but it was undoubtedly expected that the Eranch Banks would at all
times have an amount equal to tiwrelve and one-half percent of their
circulation deposited in the insurancz fund. Thus if the fund was
drawn dewn new assessments would have been reguired.

In essence, the Iowe plan meant that partiecipating banks
collectively guaranteed the circulation of any cne of their number
but gave to the supervisory authorities, i.e., the cfficials ol the
State Bank, the —ight to determine which of their assets would be
lizuidated if it became necessary to meke any payments. That is, to
return the sums advanced by the solvent Branch Banks, the State Bank
simly soid vonds which were already the property of the Branch Banks.

1/ Ibid., section 3.

_ 2/ The amount contributed by a Branch Bank was "held ty
the LStatgj Bank as the property of said trancih for the benefit of the
several branches ...", Ibid., section 7.

3/ Ibid., section 1C. If for some reason the State Banlks
Tailed to taxe action any crecitor of a bank failing to redeem its
notes in srecle could secure a court order regquiring suca action to
be teken. Coutrariwise, a Branch 3Bank falsely accused of being in-
solvent could aovpeal to tae courts (sections 1 aad 15).
Ibida., sections 10 and 11.
Ibid., section 11.
Tbid., section 12.
Ibid., section 13.

QLU
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Statutory Frovisions Relating to
Superwision and Regulation of Insured Banks

In providing for bank supervision and operating reguwlations
Iowa drew 2eavily upon Indiana and Chio legisiation, although the
Iowa regulations were generally based on more conservative standards
than in either of the other States.

Superviscory agency. Responsibility for operation of the
insurance system and supervision of the Branch Banks was ziven the
directors of the State Bank. This was, in fact, their only Junction
since it will be recalled that all banking was dcne by the Branch BDanks,
whica collectively constituted the State Bank.

The Boayd of Directors of the State Bank, or State Board
as it was frejquently callea, was composed of one representative from
each Branch Bank 1/ and three members elected by the State legisla-
ture. g_, Branch Pank members served one-year terms while terms of
State members were two rears. The Board was rejuired to maintain its
head office at Iowa Cit;.

Bach directer on the State Board had two votes but those
representing the Branch Eanks were allowed an additicnal ote for
each $50,C0C of capital paid into the particular Branch Bank in excess
of $1CC,C00. 3/ Since the State Gid not hold any stock in the Branch
Banks, and coaseguently had no power to ianfluence the selectican of
those members of the State Board representing the Branch Banks, it
will be seen that control of the banking system was fiimly in the
hands of its owmers. L/

rparently the burden of the State Board's work fell on the
president, secretary, and executive committes of three or more mem-
bers, one of whom was the vice-vresident. 5/ With the exception of
the secretary, these officials were chosen by the State Becard from
among its own number and received compernsation for their services.
Except for the salaries of tne State representatives, which were paid
by the legislature, §/ all expenses were met by the Branch Banks in
the ratio of the circulating notes assigned to each. I/

Hew bank investimations. Applicaticn to start a Branch Bank
autonatically constituted application four insurance, since all Branch
Banks were prarticipants in the insurance system. Investigation of
the first applications was the responsibility of ten Benik Courissioners,
app01ntea and named In the acv creating the State Bank. 8/ The act

lso cutlined the procedure which was to pe followed in dete*minlnﬂ
w1ether an application was to be granted. “/ Wnen at least five

1/ Ibil., section 2.

2/ Tbid., section 51.

é/ Itid., sectioz 5.

ﬁj Section 3 provided for the right of the Governor and
General assembly to inspect the records of the State Bank at any time.

5: Ibid., section 3.

o/ Tbid., section 51.

7 Ibld., section &.

Ile., section 52.

2; Ibid., section 52.
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Branch Banks had been accepted by tone Cormissioners, and the Governor
vas so aotified, 1/ representatives to the State Board were chcsen
who, together with the three State representatives, were therealter
charged with the admission of additional Branca Banks. The Bank Com-
missioners were then excused Trom further service.

“'hether by the BarX Commissioners or oy the State Board, the
act required thorough investigaticn of applicatioas to form Branch
Banks. Primary erphasis was placed upon verifying the amcunt of specie
claimed %o have been paid in and upon investigatipg the character and
responsivility of the new stockholders. g/

Sanl examination and condition reports. Examination of the
Branch Barxs was made oy at least one member of the State Board, or
an appointed ageat, as often as the State Board desirec. ;/ Anrple
pover was given examiners to determine the condition of the Brauch
Banxs.

There is no indicaticn in Iowa records of the Ifrequency of
examination cduring the first several years. In 186C tlhe State Boaxd
mace it the duty of the president to examine each Biranch Banli once
in each six-morta period and it is likely that tne practice of semi-
annual examinations -/as thereafter followed. E/

Sacir Branch Barnk was recuired to submit monthly conditlon
repo-ts to the State Foard, the form for which was carefully outiined
in the law, 2/ Such reports were required to be publishea by eack
Branci Bank in a local newspaver and copies sent to each of <he otaer
particivating vanis. §/ Also a consolidated statemert was to be pub-
lisked morthly by the State Board. T/

Sixteen items were requireld tc be included in the condition
reports and tahe State Board had tae rignt to add to these items.
Among the more imporitant of those listed in the original law were:
(Liabilities) 1) capital stock, 2) circulation,3) interbank deposits
broken down to show deposits of other Braack Banks, other Icwa banks,
and bani<s outside of the State L) in”ividual, business, and zovern-
ment deposits combined, i.e., without distinction as to the types
listed here; fhssets) 5) amount of gold and silver coin or bullion,
6) amounts dve from benis, brokea down as in {3) above and, in the
case of sigint balances, centaining in each case the name of the city
or town in whick deposited,f) lcans, discounts, end securities without
cistinetion except for loans to directors and to stockholiers. 8/

Bank cperations. Statutory limitations on the operations
of the Brarch 3anks were similar tc regulations governing banks in
other western States at that time. Since deposit banking was only

1/ Ibid., section 53.

2/ Ibid., section 52.

2/ Tbid., section 3.

I/ Pesolution adopted May 17, 1860; Record of the Board of
Directors, 1S, State Historical Society of Iowa.

An Act to incorporate ..., op. cit., section 35.

Ibid,..

Tbid., section 3.

/ Ibid., section 35.

SO
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Just beginning to assume importance, many of these limitations related
to the note 1ssue function of the Branch Banks.

Circulating notes of the Brauch Ranks had to be paid on
demand in gold or silver coin; Tfailure to do so was deemed an act
of iasolvency. 1/ However, the Branch Banks did not, in fact, pay
specie after lBEé since, alonz with other 3tate Banks, and as a
consequeince of the Legal Tender Act, specie payments were suspended
and pank notes were redeerable in United States nctes.

By the time Jowa considered autacrizing banks it was be-
coming clear that provisions limiting circulation and other bank ob-
ligations to a multiple of capital did not by themselves provide a
precise rule as to the proportion that specie reserves should bear to
such obligations. Consequently, the Iowa Act of 1858 required that
each Brainch Bank maliatain a specie reserve egual to 25 percent of its
circulatingz notes. g/ In addition, each Branch Bank had to retain in
its vaults "at least twegty-five percent of its current deposits ...
over and above the amount recuired tc be kept for the protection and
redemption of its circulation.” ;/ It is not clear vhether this
wordiig meant that the deposit reserve must consist c¢f specie or
whether it couid e pertially or wholly in other lkinds of cask, e.g.,
notes of other banks.

Mete circulation of each Branchk Bank was further limited to
a multiple of paid-in capital, tae zmultiple decreasing as capital
inc¢reased. Specilically, circulation zsouwld not exceed twice the
first $10C,0C0 of capital, once and tkhree-fourths the second 100,000
and once and one-half the third $100,C0C. %/ A Branch Baunk with its
full corplement of authorized canital could have a circulation of act
more than $525,C00, for which it had to maintain a reserve of approxi-
mately $230,0C0. It should be emphasized that this reserve was in
addition te its depesit in the insurance Tund, maintained for ultimate
note rederption in the event of Tailure,

Other provisions dealin, with cireulating notes included:
notes were prenared, registered, and countersigned oy the State Bank
before distiribution to the Branecli Fanxs: 2/ Branch Banks could not
include in thelr ownh circulation any but their own notes é/ and also
could not exchange tuaeir notes with those of an ocut-of-5tate bank
for circulation reasons; I/ notes of out-of-State banks which were
kaown to be not receemab.e in specie could not be paid over the
covnter of a Branch Bank in the course of its daily business; @/ notes
of each Branch Bank had to be accepted at par by all other Branch
Banks. gf

¥

Told., sectlon 10,
Ibll., section 31,

id., section 32.
Ibid,., sectica €.

Ioid., sections 3 and 6.
Ibid., section 29.
Ibid., section 47.
Ibid., section 38.

i section 0.
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Deposits were specifically exemmted from maximum amount 1/
limitations, provably reflecting tiae then current opinion that they
were not a functicn of rank lending operaticans. While this was in
fact the case in earlier years, and may still have been substartially
true in Iowa in 10358, it will be seen from statements of condition
presented in “the next section tnat deposit banking soon vecamre Iupor-
tant in Icowa.

4 number of provisions of the act creating the State Bank
of Iowa vere directed toward the problem of stockholders' and direct-
ors' loans. Included amcny such provisions were: 1) limitation of
the amount for which the stockholders, coilectively, of any Branch
Bank could be indebied to it, either as principsls or LYy endorsement,
to not more than three-fiTths of the Branch Bank's capital; 2/ a
similar limitation fcr directors except that the collective amount
could not exceed cne-twentleth the amount of capital stock possessed
vy the directors; g/ double 1iability for stoeckholders; E/ probi-
bition of dividend payments to stcckhoiders wkose unctes were over-
due; 2/ prohivition of maiking any lcoan in vhich stock of the Branch
Bank served as security. o/

Interest charged by the Branch Zenks was limited to ten
percent until January 1563, at wvhich time eight percent vecame the
legal maxirum. The Branch Banks were permitted to make bona fide
purchases of bills of excaange and could add normal exchange charges
when discounting such bills witaout violating the above restrictions.
If a debtor could prove usury the act required that the debt e
cancelled. 7/

loans of the Brancih Banks were iimited in duration to four
months §/and uo person or firm could be incebted to a Branch Bank to
an apmount exceeding one-fourth of its eclrculation. If liabilities on
account cf bills of exchange were eiizluded, this limitation was raised
to one-twentieth of the same base. 2/ Branch Banks were prohivited
from dealing in or owning real estate except &s it was necessary to
lccate the banok building or in conducting rormal bank operations. 10/

Tnfoircement »overs of supervisor;- officials. A participa-
ting bank could be closed by the State Board because of discovery of
insolvency or ¢f illegal operation. More important, it could oce closed
if it refused to compl;” with an order by supervisory officials. Since
tie State Beard was charged witih safeguarding the interests cf the
entire system, such orders could well relate to unsafe and unsound

Ibid., section 33.
Tbid,., section 2¢€.
Tvrid..

Tbid., section L2,
Ibid., section 22.
itid., section 23.
Ibid., section 37.
Tbid., section 26,
Tbid., section 38.
section 28.
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banking practices, regardless of the legality of such practices or
of the solvency of tie dank. 1/

In addition to giring supervisory officials the rigat to use
the suspension ower in circumstances other than illegal cor insolvent
operaticn, Towa law provided tne State Beard wita less severe penalties
applicable to banks operatingin an unsafe and unsound manner. These
incluced authority to prokibit or regulate dividend payzents and the
Tower to comrel a bank to contract the amcunt of Zts assets and lia-
tilities, I the case of dividends the law stated that the directors
cf each participating bank would semiarnnually declare such dividend
"as they shall judge expedient and as saall be approved by tne State
Bank Zf.e., supervisory'official§7." g/ Control cver tue volime of
bauk assets and liabilities vas contained in the section giviag the
State Boaxd the rizht "to reguire any branch to reduce its circula-
tion, or other 2iabilities, within such limits as [ﬁhe State Boarg7
shall, after full inguiry into its condition, deem necessary to
secure from loss, either the dezlers with such branch, or the other
branches." 3/

Nunmber and Obligations of Insured Banks

Numbei of banks. The number of banks includad in Iowa's
insurance system was Ilixed during the eatire pericd of its operation
by the number of Branch Banks of the State Bank of Iowa. These panks
constituted the only incoiporated commercial banks in the State and
ro provision was made for the inclusion of private vanks or varks
which might “e formed under the Free Banking Law of 1853. It is not
xnown whether aluy savings banks operated in Iowa during the insurance
period.

UVithin six montls after passage of the act creating the
State Ban!z, applications for 19 Branch Baris were submitted. In
Octcber 1S53, eight applications were approved and seven of the Braach
Banks conceried anparently opeaed for business by the end of that
year. Establishment of four additional Pranch Banks was permitted in
1859, two in 18€C and cne in 136k, so that the peek number of bauks
participating in the insurance progran was 15, of which 1k were in
cperation during most of the period 10658-€5. Table 39 shows the
number of banks operating ia each year; the names of the various
tani:s are showa in Tavle 4LC.

t1ith the failure of the so-called Iowa-Vebragka banks in
the panic of 1357 and the absence of any efiort te start banks uader
the Free Banking law, the Branch Banks of tne State Bank of Iowa had
as competitors only those private banks which continued after 1858,
These were not vanks of issue and apparently in earlier jyears their
busiress was simply aa ad/unct of real estate transactions. By 1558,
however, private Danks were probably accepting deposits and discounting
notes and Lills of exchaige. 4/

1/ Ibic., section 16.

2/ Ibid., section 3%,

3/ Tbid., section 3.

L/ Eoward H. Preston, History of Banking in Iowa (Iowa City:
State Historical Society of Iowa, 1922), p. 506.
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. Number and Obligations of Iowa Branch Banks, 1858-18¢4
(xmounts in thousands of dollars)

End of
vear

Cbligations
Mumber Depcsits Miscella-
of Total Circula- Totael Business Inter- neous
banks tion and in- bank liabili-
dividu- 2/ ties 3/

al 1/

¥umber or
anount

1858
1859
1820
1861 5
1862 o
1663
1864 &/

Percentage

distribu-

tion

1858
1859
1860
1861
1362
1863
186+ €/

7 3% 170 5 163 163 L/ 2
12 31,347 668 637 618 19 L2
13§ 1,943 880 993 9€6 27 70
i g 2,08k €52 1,327 1,279 u8 105
i 3 2,706 1,249 1,336 1,287 Lo 121
5 3,830 1,526 2,140 2,097 43 16L
15 3 4,572 1,440 2,886 2,851 35 246
.o 100.0; 2.9 95,9 95.9 .. 1.2
.o 10C.Cg 42.6  47.3 k5.9 1.k 3.1
- 100. 09 45.3 5i.l 49.7 1.k 3.6
. 1CC. 0% 31.3 63.7 51.% 2.3 5.0
‘e 10C. o Le.l 4O, 4 47.6 1.8 L.s
‘e 100.04 39.8 55.9 5.3 1.1 4,3
.o 100. 05 31.5 63.1 62.4 T 5.4

Sources: Consolidated statements published in Jowa City Republi-
can, library of the State Historical Society of Iows; issues of
January 19, 1359; January 18, 186€0; December 19, 1880; February 20,
18€1; Decemver 17, 1862; January 20, 1884; Jaruary 18, 1365.

(8]

part of 1
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Although the insurance system operated during the first
the last year end data available are for 13Gh.
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Table 40. Circulation and Total Obligations of Towa Branch Banks, December 5, 1859; December 5, 1864
(Amounts in thousands of dollars)

December 5, 1659 _ ~ Deccmber 5, 1664
Bank ] Obligations T Circulation Cblipgations Circulation
Anount Percent Amount Percent Anmount Percent Arount Percent
All Brench Banks - total 1,131 100.0% $ 565 100. 0% $h,269 100. 0% 51,43) 100. 0%
Branch Bank at:
Burlington Phl 21.3 88 15.6 781 18.3 271 18.9
Council Bluffs -- - - -- 161 3.8 86 6.0
Davenport 95 8.4 16 2.8 h53 10.6 2 .1
Des Moines €l 5.7 48 8.5 246 53 141 9.8
Dubugue 82 7.2 28 5.0 633 16.0 28k 19.8
Fort Madison 53 4.7 34 6.0 112 2.0 0% 4.8
Iowa City 73 6.4 37 0.5 135 4.3 33 2.3
Keokuk 169 1.9 112 19.9 302 7.1 13h 9.k
Lyons City 38 3.4 3 1.h 210 4.9 d1 5.7
Macquaketa - - -- - &7 2.0 31 2.2
McGregor -- -- -- -- 31 J 20 1.k
Mt. Pleasant 63 5.6 37 6.5 306 7.2 88 6.2
Muscatine 39 7.9 52 .2 242 5.7 o L.5
Oskaloosa T €.5 Wy 8.3 157 3.1 83 5.8
Washington 90 8.0 58 10,3 313 7+3 an 3.1

Sources: Jowa City Republican, issues of December 21, 1859; December 21, 13Ck.
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It is impossible to accurately determine the rimber of
private banks in operation in Iowz conterporaneocusly witi the Branch
Banxks. Indicative of the discrepancy in what littlie information is
available is the fact that whereas Thompson's Bank Note and Commercial
Reporter lists ouly one private bank for Iowa on December 31, 1S9,
Yoman's Bankers Directory shows 76 in operation avout January 1, 1860.l/
It is probable that part of the explanation lies in the fact that
Trhompson's repcrted only private banks engaged exclusively in Daniiing
while Hcman's may have included concerns doing a real estate or in-
surance business and which also, as a sideline, loaned some money
or bought and sold cut-of-state baik aotes.

Bank obligations. Total cobligations, i.e., circulating
notes, deposits, and miscellaneous liabilities, of Iowvm Branch Banks
increased suostantially during each year of the insurance period. It
will be noted from Table 39 that from the end of 1859 (the first full
yvear of operation) to the end of 1864 there was almost a fourfold
rigse in total obligations. This large and nnbroken rise reflected
the need for cormercial barking facilities in the State, tie absence
of a serious economie dcwnturn, and the effects of wartime financlal
operations by the State and the Federal government.

As noted earlier, circulating notes were tiae only obliga-
tions covered by insurance under tihe Iowa system. These insured
obligations constituted about 2alf of all Branch Bank obligaticns
near the Deginning of the insurance period but by the end of 10€h
were less tnan a tonird of such obligations. 1t appears that had the
insurance system survived the proportion of obligations insured
woulc have continued to declire since the iucrease in deposits during
the insurance pericd was generally at a uuch more rapid rate than
that of circulating notes.

The relative importance of deposits among the obligations
of Iowa banks is sorewhat surprising. Altoough in the rest of the
country the volume of devosits nad exceeded the amount of circulating
notes some time previously, one would revertheless have expected
that in Jowa, a predominately agricultural area and, in addition,
one which had not long teen settled, circulating notes would have
comprised by far the largest share of total banking obligations. That
this was not the case is evident from Table 39, which shows that
during the insurance period (excluding the data for the end of 1858,
when the Branch Banks had just opened for business) deposits ranged
Trom siightly less than half to almeost two-thirds of all obligations.

Pelative size of particirating banks. During the insurance
period some size differentials developed among the Branch Banks. As
a conseguence, there was a risk to the insurance system arising out
of the concentration of insured cbligations in several banks. Table L0
shows the distribution of total obligations and of circulation among
Towa Branch Banks at the conclusion of the first and the last full
year of operavion.

E/ The same directory reported the mumber of private banks
in succeediny years as follows: 1061 -~ 75; 1862 - 65; 1663 - Sk;
1864 - 53;. 2665 - u42.
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At tihe close of 1859 the Branch Bank at Burlirgton held
over one-fifth of the total ovligations of all Branch Banks, while
the Branch Bank at Xeokuk held about 15 percent of such oblizations.
Thus these two banks, comprising one-sixth of the total number of
banks, had well over one-third of the ovligations, with the remainder
falirly well distributed among the other ten Branch Banks. Five years
later, at the close of 1864, the two largest banks (that at Dubugue
replacing the eoisuk bank) still held more than a2 third of all ovli-
gations and, in addition, a third Branch Bank, at Paveaport, nad
grown relatively large. Together, these tiaree banks accountea for
only a little less than hall of the obligations of the 15 Towe Branch
Banks.

Iasured obligations, i.e., circulating notes, were concen-
tratad in much the same fashion. In 1359 the two largest banks as
measured by total cbligaticns, held over a third of the insured obli-
gations of the entire system, while in 186+ the two largest ovanks
held almost LC percent of all insured obligations. In both years
the proportion of iasured obligations attributable tc eacn of the
two largest banlis was larger than the twelve and one-half percent
of insured obligations which, by law, was the minimum size of the
insurance fund.

Oistory of Operaticn of Insurance Systen

During the seven rears of operation of Iowa's insurance
system no narticipating barnl: failed so that the procedure fer the
pavment o lusured obiigaticns of a Tailing bank was never put into
practice. Nevertheless, insurance operations were partly responsible
for the excellsnt rezord cf bank creditor protection.

Insurance operations for the protection of bank creditors.
Two Iova Branch Banks became involved in financial difficulties
sufficiently serious to warirant special action bty supervisory officials.
In cne case some loss was suffered by siocitholders and an insurance
disbursement was required; iIn the other case neither a stockholder
loss nor insurance disbursement resulted, but special arrangementis
trere made to guarantee the solvency of the bank concerned.

In 1859 the State Board became aware of rumors regarding
unsafe banking practices on the part of officials of the Muscatine
Pranclh Bank. At the Board meeting of August 10, 1850, a report of a
svecial examination of the banl: found "some departures of a minor
character ... the most prominent of which is the allowing of accounts

LA I

to be overdrawn.” >/ This report recommended no further action ard
was placed on file by order of the Board.

1/ Record of the Boaré of Directors, MS, State Historical
Society of Iowa, August 1C, .859.
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The situation of the Muscatine Branch Bank continued to
deteriorate and on January 5, 1880, the executive committee of the
State Board concducted a special examination of the bank. At this
e xamination it was found that the obligations of the bank exteeded
the volume »f gocd assets by more than $20,00C. The shcrtare was
due to a defalcation on the part of the cashier, whose firm (in vhich
the pres:dent of the bank was apparently a partner) had overdrafis
of considerable volume in the bank. It was believed that the
cashier's bond would be sufficient to make up most of the losses
resulting from his self-éealing and fraudulent cperations.

The executive commitiee reported that it was at first
their "unanimcus decision ... that the Branca should go into liguida-
tion and wind up its afizirs,” but because tiae "directors and stock-
hoiders ... were anxicus to zo on" another arrangement was made.
Specifically: +the presicent and cashier resigned and temporary
control of the operations of the bank nassed to the executive com-
mittee of the State Boaxd; the princinal bendsman of the casghier
(who was also an official of the bank)} deposited $45,000 with the
executive committee as security for his pledge to "clear the institu-
tion withiﬁ cne year of all the indebtecness /of the cashier and
pre51dent/ and other bad paper and make its stoc“ .. 88 Ooriginally
... paid up and unencumbered" the executive committee pledged
"the cooperation and a331stance of the Branches to sustain the
LMuscatlue Branch Baa£7 by depositiag money therein until Its
consuaticn Ll e., until tae capital of the bank was restoreﬂy" 1/

It appears that on this occasion the sound participating
banks agreed to meke, and did in Tact make, deferred deposits in tae
Muscatine Branch Banlii. Management of the vank was later returned
to the stociholders and it became cne of the more profitable banks
in the insurance system.

In 1363 a special examination of the Fort Madison Braach

Bank reccmmended that a receiver be appointed but that ligquidation
not be started until a more detailed examinetion revealed whether
or aot the Dank was solvert. There is no irndication from the records
of the State Board as to tiae cause of the bank's difficulty but it
was aprarently a case of asset deterloration. This is suguested by
the fact that management was left in the hands of the officers but
tae cashlier ag:eed to post $120,0C0, vhich was kept as security by
the oresident ¢f the State Boarc. It was agreed that the security

would be gradually released as the condition of the bank inproved
anc tunis, in fact, was what hapopened.

Insurance fupd and assessments. Iowa's insurance fund in-
creasad during each rear of the insurance period as a conseguence
of the expansion of the business of the Iowa banks described earlier.
Table L1 shows the amcunt in the insurance fund at the end of each
year of insurance cperation. In addition, the table contains ratios
cf the insurance fund to total and to insured cobligations and makes
possible a comparison of Iowa's assessments with those paid by banxs
in other States having insurance sysiems and under Federal deposit
insurance todgy.

1/ Ibid., February ib, 1860,
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Tebie +l. Insurance Fund and Assessments, Towa, 1858-18CL
{imounts in thousands cf dollars)

Insurance fund Assessments: egquiva-

End As percentage of: lent average annual
of Total Total  Autnorized Actual rate on: 3/
Year obliga- insured 1/ insured
tions obligatioas cblige- Total Insured
tions g/ obliga- cbliza-
tions tlions
1858 29 i7.1 7.6 580.0 2.4 8G.0
1359 1C5 7.6 11.3 15.7 1.1 2.2
1860 135 6.9 11.5 15.3 1.0 2.2
1861 4 147 7.1 12.0 22.5 1.0 2.2
1682 226 8.4 14.2 16.1 1.2 2.6
1862 2h3 &.3 12,7 i5.9 .9 2,3
1864 309 5.8 14,56 21.5 1.0 3.1

Sources: See Table 3C.

1/ Authorized circulation was related to the amount of
capital stocic paic in, as described above, p. VII-7. Anounts from
which these ratios were compuied are (in thousands of dollars):

1858 - $381: 1839 - $930; 1360 - $1,177; 1861 - 381,227: 1862 -
$1,5%6; 1363 - $1,91k4; 1864 - 32,071

2/ Circulating notes, as shown in Table 29.

§/ Hynotaetical assessment rate on total or insured obliga-
tions necessary toc achieve over a seven y=zar vericd an insurarce
fund egqual tc that existing at tae erd of each year.

L/ February, 13€1.
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The inswrance fund maintained by the Iowa Branch Ranks
was larger relative to total and to insured oobligations than the
insurance funds naintained in any other bank-oblization insurance
system operated prior to 1866. It will be cbserved that Towa's
insurance fund was typically about seven percent of total obligations
and between 15 and 20 percent of insured obligations. By way of
comparison, the insurance funds of New York and Vermont were approxi-
mately one or two percent of total obligations and the insurance
fund of the Pederal Deposit Insurance Corporation is about three-
fourtias of one percent of total deposits. However, it should be
rewarked again that Iowa's insurance fund was not an amount apart
Trom the baniting system and available for use in the event of a
bankk fajlure; retiner, it was the total of portions of the cssets
of eazh’ particirpation bank, which tofal was heid in triast by insur-
ance authorities.

It was noted earlier that the law required that eaca bank
contrivute to the insurance fund an amount equal to twslve and one-
walf percent of the circulation it received {and nresumably thereupon
issued) frcm the State Board. As a praciical matier, the Iowa banks
kept a larger than required fund, as is shown in Table 41 and as was
described avove. Apparently the furd was maintained at approximately
the level which would have been required had the Branch Banks issued
all of the circulating notes to whica they were entitled by reason of
their volume of capital. Thus Table 41 shows that although the
insurance fund was in general substantially in excess of twelve
and one-half percent of actual circulation it was usually near twelve
and one-halif percent of authorized ciiculaticn.

Assessments paid by the Iowa Branch Banks were macle btefore
the bank opened for business, and thereafter only if an additional
volure of circulating notes was delivered vy the State Board. Assess-
ments were therefore not paid regularly but a rough comparison can
nevertheless be made of the assessuents paid by Iova Branch EBanks
with assesments paid by barks operating under other insurance systems
or tcday. Keeping in mind the fact that the Iowa banlis received the
ircome from the investmant ¢f their assessments - a factor net
reflected in Table 41 -~ it will be observed that the computed annual
assespent con Iowa banks was equivalent during the insurance period to
about one percent of total obligations and 2.5 rercent of insured
obligaticns. Thais rate was therefore much aigner than those paid
Yy banks in ilew York and Vermont, in particular, and also is con-
sidersgoly higher than the rate paid today under Federal denmosit
insurahce.

apvraisal of Iansurance System

Judged by the protection it provided bank creditors, Iowa's
insurance system wag an ungualiified success. The two most important
facters contributing towards this record were: 1) operation during
a period of zenerally gocd times, 2) good bank supervision. Because
of the brief pericd during which tne insurance system was in operation
it is 3iflficult to distinguish other factors of consequence which
account for the success of the system, nor is it easy to illustrate
deficiencies in the system.
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Peried of operation. ITowa's insurance system became
operative Just at the beginning of the recovery from the depression
which began in 1857. From its start in 1858 to its close in 1865
tne insurance system was not faced with any general economic down-
turn except for the very mild and short depression of 1861. On the
contrary, mcst of the years included in the Towa insurance periocd
were war years, marked by rising prices and proiits and relatively
few failures in any line of business.

Participating banks also found their operetions easier
as a conseguence of the legal Tencer Act of 1862. When United States
currency became Jegal tender the banks were able to redeem their
own notes in that currency, if they so chose, and specie payments
were, as a result, generally suspended. Atterpts on the part of
notelolders to force the Iowa tanks to redeem in specie were successe
fully combatted by the State Board. For example, at a meeting of
the State Board of May 1582 it was resolved that any Branch Bank sued
for redeeming in legal tender notes rather than specie would have the
court costs borne by the Board, which in turn would be reimbursed
from assessments levied cn all participating banks. }/

It also appears from the records of the State Board that
the required specie reserve for circulating notes was allowed to fall
below the legal minimum as a consequence of the pclicy deseribed
above. This is reflected in the fact that, on one occasion, it was
only "recommended” that the Iowa City Branch Bank increase its specie
"to at least the legal amount ca their circulation”. g/

Supervision and reguiation. On the basis of a study of the
records cf the State Board no substantial critieism can be directed
at the quality of supervisory activities under Iowa's insurance
system. Examinations were epperentl:;r regular and thorough, the growth
of bank capital was stimulated, condition reports were carefully
studied, there was thorough investigation of appiications for admission
to the s;stem, and, finally, good interbank relationships were
zealously promoted.

That examinatiocns were thoroughly conducted is »rimarily
evidenced by the fact that the two ceases of bank difficulty wvere
located and acted upon in sufficient time to prevent the closing of
eithe: bark. .18 was noted earlier, semiannual examinations were
apparently the rule. In addition, dirsctors and officers of the
respective Branch Bauks were ordered ©ty the State Board to make their
cwm examinations at the time of each monthly report.

The ratio of capital stock to total assets of the Iowa
Branch Baniks was on the order of 20 to 30 percent during the insurance
pericé. This capital vosition, which would of course be considered
very nigh today, was further improved by the State Board through a
resolution adopted during the first year of insurance:

17 Record of the Board of Directors, op. cit., May 1k, 1862.
2/ Ibid., February 1C, 18G4.
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That the branches be instructed to declare nc dividends
hereafter without first setting apart a contingent fund
of one rercent on their paid-~up capital, until otherwise
ordered by the State Board, such contingent fund to
repain a permanent fund, subject to be diminished only
by actual losses charged tc said fund. 1L/

During the next year (1860) several dividend declarations
werz approved by the State Board only if an amount equal to one
percent of capital stock paid-in was first placed into the coentingent
fund. It is presumned that this rule was not changed during the
insurance period so that in each of the following years similar
anounnts were credited to this fund. The amcunts involved were not
shown on published condition reports but they prcooably account for
the growth in the volume of "other items" in such reports (sho'm as
"miscellanecus liabilities" in Table 39).

The pover of the State Board to approve or disapprove
dividend declarations was gpparently used to secure compliance with
directives aimed at the elimiration of wnsafe and unsound darking
practices., Tor example, a resolution in 1864 stated that no dividend
would be allovwed by any bank "which has failed to comply strictly”
with any order of the Board. 2/

The recordis of the State Board indicate that there was very
close study of tue monthly statements prepared by the Individual
Braach Baaks. The b;-laws adopted by the State Board made such task
the responsibility of the executive committee by stating: "It shall
e their duty at their regular nmeetings in each month carefully to
examine the monthly statements mads by the several Branches and if
upon such examination they deteimine it necessary so tc do to ceuse
a personal examination to be rade vy the president or thevicepresident
of the condition of any Brenci". 3/ At meetings of the full State
Board the records show that consideiation of statements of condition
and proposed dividend declarations was usually the first item of
business.

After orzanization of the State Bank system by the Bank
Commissioners it will be recalled that responsibility for the
acceptance of new banks into the system nassed to the State Board.

The records of the latter orzanization indicate that agpplications

for admission were carefully consilersd. The caution with which

the Board acted is perhaps best illustrated by the unfavorable eport
made by the committee which investigated an application by the proposed
"Farmers Branch Benk of the 3tate Bank of Iowa'". This application was
rejected after the committee stated:

From all the information we were able to obtain
we believe the Directors and Stockholders (a list of
which accorpanies this report) to be men of respcnsibility
and integrity and wortky of public confilence.

Ibid., Hovember 17, 1359,
Ibid., Novemver 16, 136k.
Ibid..

et
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iWhile bearing this testimon: however, to the character
and resrousivility of the parties comnected with the
orgarization, we fesl comrelled in Jjustice, to what we
deem the tiue interests of the Branches now orzanized,
and to Le organized under the Law creating the State
3arl, to call the attention of the board of control to
the large provortion of Stock held by persons not
residing adjacent to the location at which the Branch
is propcsed to be established and at points remcte
from those presunied to be benefitted by its establish-
ment.

For these reasons your committee while favourably
irpressed with the advantages possessed by the point
nemed for the legitimate supnort of a Branch of the

tate Bank, feel constrained, to advise the noa acceptance
for the present of the application. 1/

Superviscry officlals were also zlert during the insurance
system to guard the reputation of the participating banks and to
develop favorable relations among the vanks. At cne of the eariiest
meetings of the State Board it was declared that it be the "policy
ot the sevaral Brarches of the State Bank to hold anc rrotect each
others circulating notes, to as great an extent as possible ... and
that the cashiers of the several Pranches be requested to do so'. 2/
This type of arrangement, whereby bvanks assisted each other in order
to preveant any one bank from becoming embarrassed as a conseguence
of large and unexpected demands Tor ncte redemption, was fairly
common among groups of bangs in various States throughcut the
courtry. However, it was not unusual Tor banks to refuse to partici-
pate in such an arrangement and, as a matter of Zact even banks
as closely related as the Ohio Brarch Banks were found, in the
earlier ;ears of operatlon of tke Chio insurance system, to uve mcre
interested in menufacturing difficulties for other particirating
banks than in cooperation.

Interbank relations were further strengtkhened by the Board's
poliecr of refusing to interfere in the copeiations of any Braach Bank
un_ess the solvency of that bank was threatened. Thus, when a
ouarrel among stockholders of the Branch Bank at Mount Pleasant
led to an appeal to the Board by one side 1t was resolved: "here
the safety and good standing of the Branch is not endangered, it is
not a matter reguiring tue attention or interference of this Boar ".§/

Cther factors centributing to successful insurance orerations.
Fad the Iowa insurance system existed for a longer vericd it is
provanle that mcre taar ~ood supervision would have been required to
continue the excellent record of the first seven years. In particu-
lar, supervisory oificials woulid undoubtedly nave had to meke Judicious

7

[

oLl
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©id., August 1G, 155¢,
id., May 11, 1359.
id., Mey 15, 1861.
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use of their "central bank" powers. Alithough these powers did not
becore of practical importance during the insurance pericd their very
existence may well have contributed to its successful operation.

That the State Board intended to make use of this power is
clear from the records of their meetings. As early as 1358 a reso-
juticn was presented which stated: "It is the duty of the president
.+« to order any Branch to reduce its circulation, or to do any other
matter ... when in his opinion the interests of the State Bank require
it, arnd in case of refusal to proceed in his discretion as directed
in said section 16 /of the law/." 1/

Comparison with other banking systems. The record of the
Iowa Branch Banks capnot ve compared with that of other Iowa banks
since there was only an unknown number of private banks operating
during the same period. Comparison of the Iowa record with that of
banking systems in neighboring States suggests that the Insurance
system in Iowa, together with sound supervision, msy have been
responsivle for that State's more favorable experience.

Between 1859 and 1365 the typical experience of banking
systems in the States bordering Iowa seems to have been disrupiion
of banxing operations as a consequence of the war and the closing -
but not necessarily failure « of a number of banks. This appears
to have been particulaerly true of the Illinois and Missouri banking
systems.

Ticiencies ¢f the insursnce system. An insurance system
which operated as successfully as 4id Iowa's provides almost no
evidence as to defects which mey have existed but never had the
opportunity to reveal themselves. The most that can be said on this
subject is that, with a system almost identical to that of Ohio,
insurance operaticas in Iowa would have inevitably found the same
problems as in the former State had the period been longer. In
particular, Iows authorities would have found that assessments levied
on participating vanks would usually come at precisely the wrong time,
i.e., during a general monetary contraction and, as happened in
Ohio, attempts to promptly reimburse the banks through quick ligui-
dation of assets would result in spaller recoveries and further de-
preciation of values. In addition, insurance in Iowa embraced a
diminishing segment of bank obligations, so that had operations con-
tinued after 1865 serious consideration would have had to be given
tc the extension of insurance coverage to deposits.

Supervisory operations in Iowa were of the same pattermn as
in Indiana and Ohio; very sound, very thorough, and very conservative.
There seems no question that in Iowa, as in the two other States
with similar systems, the nature of supervisory cperations was greatly
alfected by the existence of mutual responsibility among the banks
anc. the method of selection of State Board members. Thus it is
again proper to suggest thet such an arrangement may have blinded
supervisory officials to anything but the maintenance of sound banks.

s Ibid., December 13, 185C.
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Conclusions. Although tine Iowa insurance system compiled
the best recorl of vank creditor protection of any of the pre-13666
systems, it was scarcely tested and therefore cannot ve said to have
Peen as successful as the insurance systems from which it descended -
those of Indiana aad Ohio. Nevertheless, it is c¢lear that insurance
ocperaticons in Iowa drew upon the Indiana and Chic experiences and
there is at least some reason to believe that its history during
a more normal period would have been similarly praiseworthy.
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CHAPTER VIII

THE CCNTINUITY OF BANX-CBLIGATIOH INSURANCE PRCBLEMS

The histocries of the bank-obligation insurance systems
operated in six States prior to 1866 constitute merely the first
part of an insurance story which has not yet ended. Although a half
century was to pass before another State was to follow Iowa in
adopting vank-cbligation insurance, there was no real cessation in
the effort to use the insurance principle in guarding against the
destructive consecuences of vanx failure.

3y the terms of the Mational Banking Act in 1863 the
guaranty of the Fedeial government was given the notes of national
panks, and this becsme a guaranty of all circulating banknotes
after 1865 when notes of State chartered banks were taxed out of
existence. Tuen, ag bank deposits became increasingly important
in the conduct of the netion's business, proposals began to appear
in the Congress for deposit iasurance on a national scale.

Without question, the early suggestions for rationwide
deposit insurance drew upon the experience of the State plans de-
scrived in this volume. As a matter of fact, the first bill for
devosit insurance xnown to have been iatroduced in the Congress,
in 1866, was by a Wisconsin Conzressman who had been a resident
of Towa at the time the Iowa system was in operation. It is likely
thet agitation a* about the turn of the century for deposit insurance
in certain States was also influenced by these early experiments.
That part of them had not been Zorgotten is shown by the fact that
one of the studies authorized and published by the National Monetary
Commissicn in 1910 was an analysis of New York's experience in
insuriag Panx cbligations between 1829 and 1866; and that the New
York, Vermont, and Indiana systems were described in issues of the
monthly periodical, Sound Currency, published in 1395 and 1398.

By 1217 at least 80 bills had been introduced in the
Congress calling Tor nationwide deposit iasurance, and in eight
States deposit insurance s;stems were in opervation. Tarity more
©ills were introduced in the Coangress by 1929 and then, as it vecanme
painfully clear during the bank crisis of 1930-33 that State~wide
insurance was not tne answer, 4O additional bills were introcuced.
The last of these became law on June 16, 1933, and the Federal Deposit
Insuraace Ccrporalion was established.

The record of bank-obligation insurance prior to 1866 is
ol more than historical interest. Notwithstanding the time which
has passed since these first State plans ceased operation, meny of
the lesscns which were, or could have beea, learned then are egually
applicable today. FPor after all, none of the essentials has changed:
then as today, banks were institutions with obligations for the
most part payable on demand and assets for the most part not ime-
diately releemeble in cash; then as today, a bank failure destroyed
a portion of the circulating medium and not only brought loss or
ruin to individual bank creditors but also great distress to the
commnity served by the bank.

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



VIII-2

Before proceeding with a discussion of the lesscns revealed
by the bvank-obligation insurance systems operated befare the Civil
War, a few words should be said regarding the extent to which any
such insurance system - then or today - can guard against destruction
of circulating mecdium due to banir failure. Under most circumstances
an insurance system cannot prevent destruction of circulating medium
in the ecconomy as a whole; but it can prevent such destruction in
tze locality in which the bank is located. That is to say when dis-
bursements are macde to the creditors of a failed bank out of an
insurance fund, there is no net addition 4o assets in the banking
system which will offset the cdecline resulting from bank failure.
Accordingly, there must be a net decline in circulating mredium, but
that decline will be spread over the entire economy, witi probably
negligible eflects rather then concentrated at ore point. HNot only
will the effect provably ve negiigible for the economy as a whole, but
aleo the confidence engendered, generally, by the payment of deposits
in the affected community will strengthen the entire eccnomy and help
prevent additional failures. There are, it should be noted, certair
circumstanzes in which bank assets can be replaced or restorsd under
iasurance procedures and when this is done there is little or no
destruction of circulating medium, either in the afiected community
or the naticn as a whole. This can occur, for =xarmple, when insurance
disbursements are used to restore a bank to solvency, or to facilitate
a merger with another insured vank, or when funds for the payment to
creditors of failed banks are sscured by insurance authorities
through the sale of securities to comsercial banks.

Ore of the important lessons taught by the experiences of
the six States reviewed in this volume is the need for an adequate
insurance fund. Such a fund must be sufficient, either in itself
or combined with an assurzd borrowing vowey that can be guickly
exercised, to ma.e the necessary Cisbursements to insured bank
creditors as soon as possible after a bank failure. TIn each of the
three 3tate systems which relied upcn an insurance fund the amount
of the fund was tco small. It is interesting to recall that in two
of these States {Wew York and Vermont) this was rot because the
assessment rate did not provide sufficient income to cover losses
but dDecause tihe rate did not make possible the accunulation of a
large enough reserve fund to make disbursements when needed. 1In
Mew York creditors of many of the failed banks had to wait until
arrangements could be made to borrow, and in Vermont scme of the
insured creditors had to wait for years while income was accruing
to the Tund. In both cases insurance protection was thereby made in-

complete. 1/

Another important lesson taught by the events of 1829-66
relates {0 assessments and was demonstrated in five of the six cases.
As was pointed out in Chepter I, more ;" nappenstance than bty design

1/ As noted in Chaepter IIT, some Vermont creditors were
never paid, but this was largely because of refunds illegally made to
sore witkdrawing banks.
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assessments paid oy the banks tended to be larger - scmetimes in
avsolute amounts and sometimes relative to total obligations - during
periods of crisis and depressicn than during good times. In each
State this led to difficulties which disrupted tie course of insurance
operations. It is clear from the experience of these early States
that it is unwise to have insurance assessuments so arranrged that

the amounts paid vecome relatively more burdensome during depression
years; yet this is exactly what iIs proposed in some guarters today
for Federal deposit insurance. That is, proposals that devosit
insurance assessments should be repail to the banks in years during
which insurance losses and expenses are low are ecguivalent to advo-
cating that full assessments should be paid only when insurance losses
are high. Losses will almost cexrtainly be high only during depression
periods.

The conclusion as to the need for an adequate insurance
fund may seem, at first glance, to run counter to the statement in
Chapter 1 that the most successful systems were those of Inrndiana,
Chio, and Iowa, for it will be recalled that none of these systems
placed primary reliance upon an insurance fund, and Indiana had no
fund at all. However, tue Tunctioning of these insurance systeus
was greatly affected by the fact that the insurance authorities were
also bank supervisory authorities with far more extensive powers
than the Fedleral Deposit Insurance Corporation; and in addition,
those authorities exercised certain central bpank functions. That
is, the insurance authorities in those three States were not only
charged with the duty of paying insured creditors after a bank
failure, but alsc were charged with anticipating and, as far as
possivle offsetting, financial developments which might result in
bank failures. The Indiana system would not have survived the panic
of 1837 and the serious depression whieh followed if insurance
authorities kad not possessed some centiral bank powers. The Michigan
experience also suggests that good bank supervision cannot, by it-
self, be adequate in the face of destructive monetary developments.
The experience of all these States incdicates that bark-obligation
ingurance, if it Is to pe permenently successful, should operate in
an institutional framework that provides good banlt supervision and
wise and effective monetary policy.

Bank-obligation insurance in Indieana, Ohio, and Iowa also
illustrates the importance of mutual responsibility. In those systems
the nurber of vanxks was sufficiently small so that each bank could
see that its long run interest was best served by a stable banking
system. Since each of the participating banks was also represented
on the respective superviscory beards this meant that bank supervision
was thorough aad effective. Today, with thousands of Lanks partici-
pating in Federal deposit insurance, it is clearly impractical to
kave eacn bank cCirectly represented in the administration of the
Corporaticn and the supervision of the banks. However, the Corpora-
tion has endeavored to work closely with banking organizations and
State and rnational) supervisory agencies in an effort to promote under-
standing of the basic mutual responsibility which underlies Federal
deposit insurance, and to stimulate participation by the insured banks
in the development of the policies of the Corporation. The record
of bank-obtligation insurance prior to 1866 suggests that this is a
thoroughly apprcpriate policy.
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