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We review the bank regulatory and supervisory practices of the National Banking Era and argue
that their primary focus was macro-prudential. Regulatory limits on real estate lending and large
required cash holdings focused on systemic risk issues and successfully limited serious banking
system solvency problems. The careful scrutiny of banks’ assets and operations revealed in
Examiner Reports, as well as disclosure requirements, and Examiners’ due diligence about the
network of reserves held by National Banks, also ensured that depositors and stockholders had
ready access to reliable information, which also promoted public confidence in systemic
stability. We summarize the content of Examiner Reports, including information about the
examination process, bank ownership, corporate governance, the composition and quality of
loans, dividend payments, and different types of funding. We sample urban locations outside the
East, permitting comparison of practices within similar environments across different regions.

March 24, 2015

PRELIMINARY DRAFT:
NOT FOR QUOTATION



Introduction

Someone familiar with the complexities of U.S. banking regulation as of 2015 might
wonder what could possibly be learned from the national bank regulatory system of the late
nineteenth century. After all, this was an era that saw repeated banking panics. Many thousands
of inefficient, geographically isolated, undiversified and uncoordinated “unit” banks (both those
chartered by the states and those chartered under the national banking system) blanketed the
financial landscape of America, not only fomenting instability in rural areas and nationwide
suspensions of convertibility but perennially depriving the manufacturing sector of access to
credit or access to a national network for placing stock offerings, like the one operating in
Germany at the time (Calomiris 2000). The regulatory system governing national banks was
rudimentary by current standards. There was no minimum equity ratio requirement on banks, no
Federal Reserve System and hence no Fed credit provision or regulatory oversight of banks or
bank holding companies by the Fed, and no deposit insurance. Government lending sources
established in the twentieth century to subsidize leveraging investments in agricultural or
residential real estate — such as the Federal Land Banks, Federal Home Loan Banks, Fannie Mae,
Freddie Mac, the Federal Housing Administration, the Farm Credit System — were also absent.
National banks at this time had little involvement in asset management or securities
underwriting, and were forbidden from offering guarantees (such as bankers acceptances or bills
of exchange). How could such a simple and primitive setting provide useful lessons for today?

We can think of three answers to that question (and others no doubt would be able to add
more). First, precisely because the national banking era (1863-1913) was one without a lender of
last resort or deposit insurance, or the micro-prudential bank capital ratios, it offers a unique

opportunity to see how unprotected banks operate in an environment of raw market discipline.



Calomiris and Carlson (2015a) show how endogenous choices by banks about ownership
structure, corporate governance procedures, cash holdings and leverage were all part of that
market discipline equilibrium. Second, despite all of its costs, the unit banking network structure
of the past offers a uniquely valuable laboratory for examining the operation of interbank
payment and credit networks. The geographical isolation of unit banks made it possible to
observe spatial networks of bank operations, which can provide unique insights about the nature
of interbank relationship formation. For example, Calomiris and Carlson (2015b) show that
banks with different business models connected with the interbank network differently.

Third — and the subject of this paper — the national banking era provides evidence about
the benefits of potential reforms to “macro-prudential” regulation that may be highly relevant to
today’s regulatory debates. Although national banks were subject to active market discipline and
thus not the object of basic “micro-prudential” regulation (such as minimum capital ratio
requirements), the regulation and supervision of National Banks was motivated by the desire to
limit systemic problems through what is now called “macro-prudential regulation” (that is,
regulations intended to ensure systemic stability of the banking system as a whole).

The three most important aspects of national banking era prudential regulation were: (1)
the structure of bank reserve requirements, (2) the prohibition on national bank lending against
real estate, and (3) the examination and auditing of national banks by examiners and the
mandatory publication of their accounts in newspapers, which ensured credibility and
transparency of the financial reporting by national banks. After reviewing the regulatory
arrangements of the national banking era, and arguing for their primarily macro-prudential intent,
we consider the lessons of the national banking era for current macro-prudential regulation in

light of the recent crisis.



What is the record of systemic banking system performance during the national banking
era? As many researchers have pointed out, the U.S. unit banking system was uniquely panic
prone during the period 1873-1907 — a time when virtually no other countries suffered panics
comparable to those in the United States. Nevertheless, despite the numerous disruptive panics,
none of them was a severe nation-wide insolvency crisis. The worst of the national banking era
crises — in 1893 — saw aggregate negative net worth of failed banks of roughly 0.1% of GDP, in
contrast to the 1920s, the Great Depression, the S&L crisis, and the Subprime crisis, all of which
saw negative net worth of failed banks relative to GDP losses more than an order of magnitude
larger than that. It is also worth noting that during the national banking era (after 1878) U.S.
national banks operated under a global gold standard. Although they were exposed to risks
associated with global deflationary shocks (such as during the early 1890s), there were no
protracted periods of significant monetary policy shocks comparable to 1929-1933. And, of
course, deposit insurance — which has been blamed as one of the primary sources of systemic
risk during the current pandemic of global banking crises (Laeven 2002, 2009; Demirguc-Kunt
and Detragiache 2002; Demirguc-Kunt, Kane and Laeven 2008; Laeven and Valencia 2013;
Aginer, Demirguc-Kunt and Zhu 2014; Lambert, Noth and Schuwer 2015) — was also absent
during the national banking era.

The main systemic deficiency of the national banking era was the structural flaw of unit
banking. Unit banking made individual banks undiversified, inefficient, and excessively subject
to liquidity risks related to the interbank network. However, despite that deficiency, the lack of
severe nationwide bank insolvency during the national banking era points in another direction,
providing evidence that even a unit banking system with market discipline, sensible systemic

regulation of cash reserves, limits on real estate lending exposure of banks, credible examination



and disclosure of information about banks, and the absence of severe monetary policy shocks
could manage to avoid severe banking system insolvency crises.

Potential implications for policy reforms are many, given how far the U.S. today is from
a system based on market discipline, limited real estate risk exposure, high cash requirements,
and clear and credible disclosure of banks’ circumstances. Potential reforms include limiting
government real estate lending subsidies and banking system exposures to real estate assets,
reducing safety net protections, raising bank cash requirements, improving the credibility and
transparency of bank accounting, and adopting a monetary policy framework that would reduce
the propensity for Fed errors like the 1930s.

In the remainder of this paper, we review the experience during the national banking era,
and particularly, the main tools of successful macro-prudential regulation during that period: the
bank examination and disclosure process, the regulatory limits on banks’ real estate lending, and
the regulation of reserve holdings. Sections 1-5 review these regulations and discuss the
examination process in detail. In Section 6, we return to a broader discussion of macro-prudential

regulation during the National Banking Era and its lessons for today.

1. The Process of Examining National Banks and Ensuring Meaningful Disclosure
Between the Civil War and World War I, the U.S. banking system was developing
rapidly along with the rest of the economy. It was a turbulent time for the banking system; there

were severe strains in the financial sector in 1884, 1890 and 1896 and banking panics that
resulted in the suspension of convertibility of deposits in New York in 1873, 1893, and 1907.

The Panic of 1893 was a particularly severe episode, during which many national and state-



chartered banks failed, as shown in Figure 1 (see also Calomiris and Gorton 1991; Carlson
2005).

The reports filed by the National Bank examiners are a unique and rich source of
information about the condition of National Banks. They show that examiners were careful and
insightful in their examinations of banks, and that the examination process played a crucial role
in ensuring that highly relevant information about National Banks was available to the public. In
particular, the deposits of National Banks in pre-approved research agents (other banks) were
verified by examiners, and the quantity of bank capital (which could be reduced by loan losses)
was also verified by a diligent process through which loan losses were estimated. National Banks
were required to report their accounts publicly, and had to send newspaper clippings of their
published accounts to the Office of the Comptroller of the Currency to verify compliance with
that requirement.

The examiner reports contain a significant amount of qualitative and quantitative
information not available elsewhere, which indicates a level of detail and care that is impressive.
Examiners probed deeply the corporate governance process, asset composition, and liabilities
structure of National banks, and looked at the loan book very carefully, with a particular focus on
loans to insiders and also loans related to real estate, which were analyzed in detail. The level of
detail provided in the reports makes possible a rich understanding of the condition of the banking
system at this time, as well as a wealth of information about the process of banking supervision.

Our analysis of the examiner reports focuses on a sample of 206 banks located in 37
cities during the early 1890s. We chose this particular time period because of the interesting
events in the banking system that were occurring, and also because the examination reports

became more detailed around this time. The sample is not random or representative of all



National Banks in the United States.' It consists of all the National Banks in 37 significant cities
located in the middle, South, and West of the country, including many so-called “reserve cities,”
as defined under the laws governing National Banks. For the sake of comparability, we exclude
the very largest cities in these regions (Chicago, St. Louis, and San Francisco) because of the
special attributes of banks in those cities (their large size and importance in the interbank deposit
market), and the large numbers of banks located in each (the coding of each observation in our
sample requires significant effort, and we sought to include a complete list of National Banks in
each subject city). The banks in our sample tend to be involved in interbank markets and
payment systems at the regional level. Thus we argue the banks in the sample are all in roughly
the same peer group; they are of roughly the same size and most seem to be engaged in the
interbank market as both holders of deposits of smaller banks and providers of deposits to banks
in the central reserve cities. Thus, our sample affords a detailed study of the mid-tier of the
National Banks operating during the early 1890s.

The 37 cities we cover in our sample are located in 21 states. The cities are generally
larger cities, although we also include a few cities of more modest size. A list of the cities we
use and their population from the 1890 census is shown in Table 1. The largest city is
Cincinnati, OH, which is also one of the most eastern cities; the smallest city is Albuquerque,
NM.

We divide the territory of our coverage into four regions: the Ohio River Valley/South
(consisting of OH, IN, KY, TN, LA, and AL), the Plains (consisting of IA, MN, MO, NE, and

ND), the Mountains/Southwest (consisting of CO, MT, NM, TX, UT, and WY), and the Pacific

' Although it is worth noting that the New York banks described in Bodenhorn and White (2014) appear fairly
similar to those we examine which suggests that they were reasonably representative.
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(consisting of CA, OR, and WA).> We investigate how banking practices and behaviors differed
across these regions.

Our sample of 206 banks consists of all the National Banks in each of our 37 cities that
existed in late 1892 and that had an examination report filed prior to May 1, 1893 (which we take
as the start of the Panic of 1893).” The distribution of these banks across cities is also shown in
Table 1. Cincinnati has the most banks at 13, followed by Denver and Kansas City, Missouri at
11. The largest bank in the sample is also located in Cincinnati, although St. Paul, MN has the
largest average size of banks. The smallest bank is located in Rochester, MN.

To establish our snapshot of the banking industry we look at the banking examination
report most closely preceding May 1, 1893. Typically these examinations were conducted in late
1892 or early 1893. We also determined when the prior exam took place. We look at this pre-
panic period for two reasons. First, in 1891, the comptroller expanded the report from three
pages to seven pages, so looking at the examination reports during this period provides
considerably more information than was available prior to 1891. (Though in both periods,
supplemental pages were sometimes included if the examiner felt a particular need to comment
at length about some aspect of the bank.) Second, we would like to gain a better understanding
of banking practices in normal times to provide a benchmark for understanding how the banking
system might be affected during the panics.

Examinations typically took about two days, but could take a bit longer for banks farther

west, larger banks, or banks in reserve cities. Banks were typically examined every nine or ten

* We looked at whether our Southern cities differed from cities in the Ohio River Valley, and found they looked
fairly similar. This finding may reflect the fact that New Orleans, which had a long history as a banking center,
represents a sizable part of the sample.

? In particular, we select banks that filed a call report in September 1892; while we do not use the call report much
here, we do so extensively in related work. We do exclude one bank from Kansas City which was chartered in mid-
1892, has an exam report in September and early November, and liquidates in mid-November. Given the short life
span of the bank, it has an unusual balance sheet and exam profile.
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months. Whether all the banks in the town were examined about the same time depended on the
number of banks. In towns with fewer banks, they were all examined in short order. If there
were many banks, the examiners would look at several of them, leave for a month or so, then
return to examine the rest. This approach likely reflected a balancing of the benefits of surprise
examination and the desire to economize on time and transport costs.

The material in the examination report covered both the operations of the bank and its
balance sheet. It provides information on the ownership, the corporate governance practices, and
the management of the bank. Many, but not all, banks were owned substantially by insiders,
with the largest shareholder often being the President, although sometimes a board member who
was not part of the management team was the largest shareholder. Corporate boards of directors
employed several means of regulating and monitoring the behavior of officers including
instituting an independent discount committee to examine loans, appointing more independent
directors to the board, or requiring various bank officers to post surety bonds. Such practices
tended to be more prevalent in the more Eastern and Southern locations within our sample.
These findings suggest an evolution in the purpose and obligations of the boards of directors of
banks relative to their purpose in the ante-bellum period in the East (Bodenhorn 2013, Hilt 2008,
and Lamoreaux 1994). We also find that formal use of governance substitutes for close bank
ownership; in banks where the top three officers (President, Vice President and Cashier) own
large shares of the bank’s stock, there is less of a tendency to employ formal corporate
governance practices.

There is considerable detail about the loan book in the examiner reports. Most loans
were made “on time” rather than “on demand” and, while generally not secured by collateral,

loans often had a second signatory to ensure payment of the loan. We find that some banks,



particularly those farther west, had a considerable portion of their loans in real estate mortgages
despite legal prohibitions on National Banks’ originating any such loans. Such prohibitions
appear to have been evaded by incorporating real estate as secondary collateral after the
origination of the loan. On average, real estate loans constituted 3.6% of all loans, but the median
percentile was much lower (1.1%), and the 75" percentile was only 1.2%; clearly only a small
proportion of National Banks made a significant proportion of their loans in real estate (the
maximum exposure was 11.2%). Examiners monitored loans related to real estate especially
closely.

The information about liabilities includes the amounts of each type of liability as well as
information about the rates of interest paid. Consistent with other studies of regional differences
in interest rates (Davis 1965, Sylla 1969, Smiley 1975, and James 1976), rates paid on time
deposits for the banks in our sample tended to be higher farther west. We also learn from the
examiner reports about the use of collateralized certificates of deposit as a form of interbank
borrowing. This form of borrowing, which examiners viewed as similar to bills payable or
rediscounts, had not been noted much previously. We observe that the use of all types of
interbank borrowing tended to increase in October and diminish in February, a phenomenon that
represents another facet of the seasonality in interest rates and flows of money to and from New
York City during this period that has been noted by others (Kemmerer 1911, James 1978, and
Miron 1986).

The examination reports also provide information about the quality of managers, about
dividend payments and about examiners’ opinions regarding likely losses on different assets.
Banks generally paid dividends twice a year. Banks farther west were somewhat more likely to

have not paid dividends recently—either because they were new or because they had higher



expected losses—but those banks tended to pay higher dividends per share when dividends were
paid. Expected losses primarily reflected probable loan losses rather than writedowns of any
other type of asset.

We organize our detailed discussion of the examination report by following the structure
of the reports. Section 2 provides information about the nature of the examinations, such as their
length of time and the frequency with which they were conducted. Section 3 describes
examination report information relating to ownership and corporate governance. Information
about balance sheets is described in Section 4. The examination reports also contained a

recapitulation section, which is described in Section 5.

2. Timing and Frequency of the Examiner Reports

All of our sample cities contain at least two National Banks, and some cities have as
many as thirteen. In cities with a relatively small number of National Banks, the examiner would
typically examine all the banks in one visit. In towns with a larger number, say around seven,
the examiner would often look at some banks, leave for a time, then return to review the rest
during a second visit. For example, in Omaha, four banks were examined in November of 1892
and the remaining five banks were examined in March of 1893. Typically when the
examinations for National Banks in a particular location were separated, the break would last
about a month, but gaps of three or more months were not uncommon. Although the timing of
returns to a city probably were not quite “random” dates for starting the exam, the breaks
between the examinations of different subsets of banks within a city likely alleviated some of the
window dressing in anticipation of an exam (whereby banks would alter their financial condition

once the examiner first appeared in town).
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The typical examination in our sample lasted one or two days (with two days being
slightly more common than one day—see Table 2). Having the exam take more than 4 days was
uncommon and occurred for less than 10 percent of the sample.* There was some tendency for
larger banks to have longer exams; the typical exam length was roughly one day longer for banks
with assets at or above the median of the sample than for banks with assets less than the median
in the sample.

In the early 1890s, the Comptroller’s office switched from requiring annual to requiring
bi-annual examinations.” For our sample, the preceding examination had, on average, occurred
about 10 months earlier. However, it was not uncommon for the previous exam to have occurred
a little more than one year earlier (the upper quartile for the number of days between exams is
373 days). The frequency of examinations appears to have varied regionally. For banks along
the Pacific coast, the median time between exams was just over one year, while for banks in the
Ohio River Valley/South, the median time between exams was just under nine months.

The examination reports used here include the work of 20 different examiners.

Examiners could cover a wide area; for instance, we observe one examiner covering Alabama,

Louisiana, and parts of Tennessee.

3. Ownership Structure, Management, and Corporate Governance
One page of the examination report was devoted to the governance and management of

the bank. Examiners were asked to list each member of the Board of Directors, the number of

* In at least one of these cases, the examiner reported being called away in the middle of the exam to assist with
matters at another institution. While some examiners appeared to work on weekends, others did not, which might
have contributed to lengthening the observed duration of their exams.

> See Robertson (1968) for a discussion of the history of the National Banking System and the role of the bank
examination process in that context. White (1983) discusses the regulatory environment for both National and state-
chartered banks and in particular describes how regulations for state banks varied from state to state.
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shares of stock in the bank each director held, their city of residence, the amounts they owed to
the bank (or the debts of others that they had endorsed), and the other occupation they might
have. The examiner was then asked to comment on the oversight exercised by Board: the
frequency with which they met, the operations of the independent committees to monitor the
bank, and whether the Board had been elected in a proper fashion. Examiners were also asked to
provide information on the officers of the bank: the President, Vice-President, Cashier (in
today’s parlance, the Chief Operating Officer of the bank), Assistant Cashier, Teller, and
Bookkeeper. The information here included their indebtedness, salaries, surety bonds, if any, as
well as general comments on their quality including “whether the officers are capable, prudent,
and of good reputation or not, and whether in your opinion, their management is efficient and

successful, or otherwise.”

3.1. Ownership structure

We classify shareholders into three groups. Our first group consists of management of
the bank, particularly the president, vice-president(s), and cashier. The second group of
shareholders consists of independent directors, defined as members of the board of directors that
were not officers of the bank. (The president of the bank was always on the board and it was not
uncommon for at least one other officer to be as well.) The third group consists of the other
outside shareholders—non-officers, and non-board members.

The distribution of ownership ranged considerably. As shown in Figure 2, in some
banks, the majority of shares were owned by the management while at other banks managers

owned almost no bank shares. In our sample of banks, the median ownership share by
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management was 17 percent, but exceeded 37 percent for one-fourth of the banks in the sample.°
Management ownership tended to be somewhat higher in the Mountain/Southwest and Pacific
parts of the country. Ownership by outside directors tended to be a bit more modest with the
median proportion being 12 percent. Outsiders held the remainder. The single largest observed
shareholder tended to be the president, which was the case at 60 percent of the banks. However,
at about 30 percent of the banks, an outside director was the largest observed shareholder and at

about 10 percent of banks, the cashier was the largest shareholder.

3.2 The Board of Directors

Boards of directors clearly were regarded as important in exercising oversight of the
bank. The number of directors varied greatly. In our sample, banks had an average of 9 directors,
although some institutions had as many as 23 or as few as 4 (Table 3).” Boards tended to be
bigger at larger banks and at banks located more to the East.

The majority of the board usually consisted of independent directors (although every
bank was required to have at least one independent director). The average portion of the board
that consisted of independent directors was a bit more than two-thirds. Independent directors, in
theory, acted as the voices of outside shareholders and served on the Board to protect the
interests of outside stockholders.® Independent directors also traditionally helped attract business

to the bank and could provide independent analysis of the creditworthiness of potential

% Thus is appears that, in general, ownership was less concentrated than it had been for banks operating in New York
early in the 19" century as reported by Hilt (2008).

” The average number is quite similar, though the standard deviation considerably larger, to that found by
Bodenhorn (2013) for the number of directors on bank boards in mid-Nineteenth century Massachusetts.

¥ In his handbook providing suggestions to national bank shareholders, Coffin (1891) argues that the directors of the
National Bank are intended to be the representatives of the shareholders and that shareholders ought to elect
individuals whose “integrity, ability and judgment” will best represent their interests.
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borrowers.” The occupations of the independent directors in our sample are consistent with these
responsibilities.

The most common occupation for the independent directors, as indicated in Table 4, was
that of “Capitalist.” Presumably such individuals, especially if they were shareholders
themselves, would, at least in part, be willing and able to promote actions that would enhance the
value of bank shares. Independent directors, of course, like managers, could face conflicts of
interest. In particular, they might themselves be bank borrowers, and thus could conceivably
collude with management to receive favorable terms on loans at the expense of shareholders.
Indeed, as we discuss below, we find that when boards are dominated by outside directors,
outside directors receive more loans from the bank.

Merchants, particularly wholesale merchants, were also a very common occupational
category of members on bank boards. Such individuals were also potential customers of the
bank and would likely have been particularly aware of shifting business conditions. Thus, they
could have fulfilled the goals of attracting business and of advising management about business
conditions and the relative merits of different credits.

Lawyers and attorneys were somewhat common as board members, constituting about 7
percent of independent directors. There were some recognizable regional patterns to the
occupation of board members, with lumbermen being more common in Minnesota and distillers
were listed only in and around Kentucky. One bank in Los Angeles listed both the Governor of
the state and a minister among the members of its board. A few notable individuals appear on

the boards occasionally; for instance, Messrs. Proctor and Gamble, president and vice-president

? For instance, the examiner reported that for one bank, “The directors have been selected from the heavy business
men of the place, partly for the prestige their names give the bank and partly to obtain their patronage.” From the
examination report of the Helena National Bank dated January 4, 1893.
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of a corporation of the same name, appear on the board of the Citizens National Bank of
Cincinnati, OH."

By chance, we observe a few instances where officers/directors appear at multiple banks.
For instance, the president of the Manufacturer’s National Bank in Racine, WI is also president
of the First National Bank in Fargo, ND. The president of the First National Bank of
Albuquerque, NM is also president of the First National Bank of El Paso, TX. In these cases, it
is the cashier who runs the second bank with the President stopping by only a few times a year.
We also observe that the President of the Lumberman’s National Bank of Stillwater, MN also
sits on the Board of the Second National Bank of St. Paul, MN. The examiner’s report for
Rochester National indicates that the largest stockholder is the estate of the former president
(deceased) who apparently owned a few other banks, as well.

Frequently at least some directors borrowed from the bank. On average, about 5 percent
of the loans of the bank were to members of the board, although this share reached as high as
27 percent. On average, banks with a higher than median number of directors, a larger than
median proportion of independent directors, or a larger than median ownership share by
independent directors tended also to show a higher proportion of loans to independent directors
(Table 5). Interestingly, there was little regional variation in such lending."'

Most commonly, board meetings were held monthly, but weekly or quarterly meetings
were also common (Table 6). At a considerable number of banks, the meeting frequency was

reported as “Irregular,” much to the disapproval of the examiner. Frequent meetings were more

' Another notable name, Henry Weinhard, brewer, appears on the Board of the Commercial National Bank of
Portland, OR. No doubt Mr. Weinhard was an expert on the importance of liquid assets.

"' Insider lending has received considerable attention in studies of early banking in the United States. For instance,
Lamoreaux (1994) argues that ante-bellum banks in New England were in large part loan clubs where a considerable
portion of the banks’ lending was to the members of the Board of Directors. Lamoreaux argues that such lending
declined as a share of lending over the 19" Century and finds that by the 1890s only about 9 percent of loans were to
members of the Board, a number similar to what we find here (especially if we include the bank officers that also
served on the Board).
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common in the Ohio River Valley/South region where nearly one-third of the banks had weekly
board meetings. Meetings were less frequent farther west, with quarterly meetings being the
second most common frequency in the Plains and Mountain/Southwest regions. While nearly
half of the banks in the Pacific had monthly meetings, the second most common frequency was
“Irregular” at 17 percent.

Independent discount committees that reviewed the new loans being extended were an
important part of corporate governance. Such committees were present at about 60 percent of
the banks. At the remaining institutions, the examiner indicated that the discount committees
were inactive and that management was left to the officers. There is clear regional variation in
the use of such committees. An overwhelming majority of banks in the Ohio River Valley/South
had them, while only a minority of the banks in the Mountain/Southwest did. Reserve city banks
were also more likely to have independent committees than other banks.

Examiners were also asked to make notes about the annual meetings. In nearly all cases
annual meetings and the election of directors was described as regular. The number of shares

being represented, either in person or by proxy, was listed.

3.3 Management
The three primary officers were the President, Vice-President(s), and Cashier. There
were a number of instances in which there were multiple assistant cashiers, tellers, or
bookkeepers, especially in the larger banks; in small banks some of these latter positions were
vacant.
The examination reports provide useful information on compensation. Presidents had the

highest average salaries at $4,416. The average salaries for the cashiers at $3,416 slightly
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exceeded those of the vice presidents at $3,113. Salaries of the Presidents, Vice Presidents, and

Cashiers topped out at $50,000, $9,000, and $20,000, respectively. On occasion it was noted that
one or more of the top three officers did not received any fixed salary. Not surprisingly, salaries
were much higher at larger banks, at reserve city banks, and in more eastern parts of the country.

Requiring officers to post surety bonds was a fairly common practice. These bonds could
be seized by the bank shareholders (or bank receiver) in the event that the officer posting the
bond committed some offence, such as fraud or absconding with funds. Bonds could be personal
(backed by assets held in escrow) or provided through a surety company.'> Given that the
cashiers were typically responsible for overseeing the books, and given that they therefore
enjoyed ample opportunity to commit fraud or hide funds, it is not be surprising that the cashiers
were the class of officers that posted bonds most frequently (60 percent). The Presidents and
Vice-presidents posted bonds somewhat less frequently (35 percent and 15 percent of the time,
respectively).”” The bonds were typically about 5 to 10 times the salary of the individual in
question. In addition to checking whether the bonds were posted, the examiners also verified
that the bonds were being held by someone other than the individual posting the bond.

Mirroring the phrasing of the question on the examination form that the examiners were
asked to address, officers were typically described as “capable, prudent, and of good reputation.”
It seems that so long as the bank was profitable, the management was described as efficient and
successful. In only 13 percent of cases did the examiners indicate that they had concerns about
the officers. When concerns arose, examiners would point to inexperience, excessive salaries,
having outside interests that took too much of their attention, or a lack of prudent management.

(Frequently there were other problems at these banks as well, with troubled loans and expected

2 For more information about surety bonds, especially those provided by surety companies, see Lunt (1922).
" It was uncommon for the President or Vice-President to be bonded if the cashier was not, but it did happen in a
few instances.
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losses on assets tending to be higher on average.) In one case the examiner flagged the personal
reputation of the management in matters other than banking, stating that: “officers appear
capable and rather prudent. President and cashier have the reputation of being fond of ‘women

and wine.” Other officers of good reputation.”"*

4. The Balance Sheet

Here we review the information contained in the bank balance sheet that was included in

the examination reports.

4.1 Loans

Loans accounted for about 60 percent of assets, on average. Commensurately, a
considerable portion of the examination report was devoted to discussing the loan book.
Examiners were first asked to provide a numerical overview of the loan book and then to provide
more descriptive information.

The numerical information took the form of a table that classified loans based first on
their type and then on their quality. Loan type was based on whether the loans were “on
demand” and could be called at any time by the bank, “on time” with a fixed maturity date, and
whether the loans were secured, either by collateral or by other individuals who might act as
guarantors. These exclusive categories were (with each average share in brackets):

A: on demand, paper with one or more individual or firm names [7.2%]
B: on demand, secured by stocks, bonds, and other personal securities [5.3%]

C: on time, paper with two or more individual or firm names [38.5%]

D: on time, single-name paper (one person or firm) without other security [22.8%]
E: on time, secured by stocks bonds and other personal securities [21.1%)]

F: on time, on mortgages or other real estate security [3.6%]

'* Examiner report of the City National Bank of Dallas, TX dated February 23, 1893.
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For the quality assessments, examiners were asked to determine whether the loans were past due
according to statutory criteria and whether loans were overdue for other reasons. These two
categories appeared on the table as items:

G: bad debts, as defined in section 5204, Revised Statutes [1.9%]
H: Other suspended or overdue paper [7.1%]

Examiners were also asked to note loans to directors. The numbers here should (and did) match
those reported in the discussion of the management and were reported as item:

I: Liabilities of directors (individual and firm) as payers [8.3%]

Items G,H, and I were subsets of items A-F.

As is clear from the numbers above that, most of the loans made during this period were
time loans that were not formally secured by collateral. However, these loans often had a second
signatory to whom the bank could turn in case the primary borrower was unable to pay. Demand
loans, where the bank could demand repayment at any time, were generally not a large part of
the loan portfolio but were somewhat more common in the Ohio River Valley/South and the
Pacific parts of the country (Table 7)."” Some contemporaries indicated that these loans may
have served as a secondary liquidity reserve because banks could call these loans in as needed
(Moulton 1918). However, at some banks, demand loans might be less liquid because they
consisted partly of loans that had previously matured but whose borrowers were having difficulty
repaying; restructuring the loans into demand loans was a way of allowing the loan to stay

current while still allowing the bank to exert discipline on the borrower. Although National

1 See also James (1978, especially pages 54-71) for a discussion of different types of loans.

-19 -



Banks were prohibited from originating mortgage loans, mortgages and real estate loans appear
to have been a non-negligible part of the banks’ loan portfolios; we discuss these further below.'®

During the National Banking Era, banks were not supposed to make loans to any single
counterparty for more than 10 percent of the banks’ paid-in capital. This rule apparently was not
strictly enforced: a bit more than half of the banks in our sample had at least one “excessive”
loan. Examiners for the most part chided the banks for having excessive loans, but unless they
were substantial in number, examiners did not often demand that these “excessive” loan amounts
be reduced. Sometimes it was noted that the state-chartered banks with whom the National
Banks were competing did not face such loan limits so that the National Banks needed to be able
to extend such loans in order to remain competitive.

As part of the more descriptive information included in the report, examiners were asked
to comment on the overall quality of the loan portfolio as well as whether it was well distributed.
Examiners were generally favorably impressed with loan quality. They characterized the quality
of loans as something other than good—such as poor or fair—for just 28 banks (although for 14
banks an overall characterization could not be determined from the examiner’s comments). So
long as the bank did not have too many excess loans, its loans were described as well distributed.

Troubled loans typically constituted about 10 percent of loans. The loan portfolios of
banks in the Mountain/Southwest and Pacific regions tended to have a greater proportion of
troubled loans than banks in other regions. Examiners also were asked to provide descriptive

comments on suspended or overdue paper; the comments that were provided varied substantially

'® While examiners regularly reported the interest rates paid on several types of liabilities, they only infrequently
provided details on the interest rates charged on loans. The few reported rates for time loans were around 10
percent. Interest rates on overdrafts were apparently quite a bit higher with rate of 12 or 24 percent reported. The
rates we find on loans are generally consistent with other reports for the time such as James (1978) and White
(2001).
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across examiners and we found it difficult to devise a way to usefully capture the information
that was provided."’

Nearly 70 percent of the banks in the sample had at least some loans secured by
mortgages or real estate. Although banks were prohibited from originating such loans, banks
were allowed to take real estate as (additional) collateral for loans already extended (Coffin
1896, Paine 1914). Of banks that held mortgages, the average number was 5 such loans,
although one bank held 47. The average share of loans that consisted of real estate loans was 3.6
percent, but the proportion reached as high as 50 percent. The proportion of the loan portfolio
that consisted of mortgages was lowest in the Ohio River Valley/South (at about 2 percent of
loans) at highest in the Pacific (at 7 percent). The distributions of real estate loans by region are
shown in Figure 3.

The final part of the loan book that was discussed was the use of overdrafts. Most
examiners commented on whether the overdrafts were granted “habitually” to the bank’s
customers (a practice that was frowned upon) and whether the overdrafts were secured. The
practice of allowing habitual overdrafts was much more common in the Mountain/Southwest
than in other parts of the country. As with “excessive” loans, examiner commentary suggests
that National Banks adopted overdraft lending in large part because it was common at banks with
which they were competing, mostly unsecured; one examiner reported that the overdrafts were
“Habitually granted according to Western custom and in competition with state banks.”'® Bank
officials sometimes worried that they would lose customers if they did not grant overdrafts.

[Overdrafts] Not secured, habitually granted, all temporary but allowed by the
president [out of] fear of losing a customer. Some of the parties are chronic in

' Though sometimes these notes produced some colorful comments such as from the examiner report of the First
National Bank El Paso, TX dated June 20, 1892 that “suspended debts $1500 due since May 1891, maker in jail for
murder forcing collection from surety.”

'8 From the examiner report of the Commercial National Bank of Salt Lake City, UT, dated August 3, 1892.
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overdrawing and always in red, that being their favorite color. The only
recompense the officers have is to collect from the 24% interest while balance is
running. Book keeper said not a bad account among them'”

Overdrafts were generally reported to be unsecured.

4.2 Reserves

Examiners were asked to provide information on bank’s reserves and how recent levels—
both its current level and average over the past 30 days—compared with the required reserve
holdings. (The reserve ratio was defined as cash and balances at reserve banks relative to
individual deposits plus net interbank deposits, with some adjustments allowed for National
Bank notes and items due from clearinghouses. For banks located in reserve cities, the reserve
requirement was 25 percent and for other banks the reserve requirement was 15 percent.) The
reserve ratio exceeded the legal requirement most of the time but was deficient at the time of the
exam for about 18 percent of the banks in our sample. Figure 4 shows a histogram of the amount
by which the average 30 day reserve ratio reported by the examiners exceeded the legal
requirement (the 30 day average ratio was provided for 156 of our 207 banks); we focus on the
excess reserve as banks in different cities were subject to different requirements.>® For the
median bank in our sample where the reserve ratio was reported, the reserve held by the bank
exceeded the legal requirement by 6.25 percentage points. For about 10 percent of banks the
reserve ratio exceeded the required ratio by at least 25 percentage points. Clearly, for many
banks, their holdings of reserves were dictated by business considerations (for example, for

controlling risk or signaling the quality of their risk management to their depositors) rather than

' From the examiner report of the Albuquerque National Bank of Albuquerque, NM, dated July 4, 1892.

%% Actually, the 30 day ratio is not reported for that many banks. In a few cases the examiner reported instead the
ratio for that day and stated it was pretty close to the average. When the 30 day average is missing but a
examination day number is reported, we use the one day number.
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by regulatory requirements. In general, banks in reserve cities tended to hold smaller buffers than
banks in country towns.

The 37 cities in our sample include many of the larger ones in the Western and Southern
parts of the United States.”’ A number of them were designated as “reserve cities” for purposes
of regulatory cash reserve requirements. Deposits held at banks in reserve cities could count as
part of a “country” bank’s legal reserve and these deposits often served as part of the regional
payment system (see James 1978 for further detail). Some of the other cities, even though they
were not technically reserve cities, were important enough regionally that other banks held
deposits there. Thus, many of the banks in our sample played important roles as intermediaries
in interbank markets. Nevertheless, our sample includes a number of banks from smaller cities
as well.

Cash reserve requirements specified a certain level of cash and deposits in reserve city
banks relative to deposits and net due to banks. The macro-prudential purpose of these reserve
requirements is clear from their regional structure: all banks had to maintain reserves above 25%
of deposits, but the required composition of reserves depended on the location of the National
Bank. Banks outside major cities need to hold a 15 percent reserve, three-fifths of which could
be held as deposits at banks in larger “Reserve” cities or, “Central Reserve” cities—New York,
Chicago, or St. Louis. Banks in Reserve cities needed to hold a 25 percent reserve, half of which
could consist of deposits in a “Central Reserve” city. Deposits in New York, and to a lesser

extent in other Central Reserve Cities, played a key role in the settling of interregional payments.

?! The cities are: Birmingham, AL; Mobile, AL; San Diego, CA; Los Angeles, CA; Denver, CO; Pueblo, CO;
Indianapolis, IN; Des Moines, IA; Dubuque, IA; Lexington, KY; Louisville, KY; New Orleans, LA; Minneapolis,
MN; Rochester, MN; St. Paul, MN; Stillwater; MN; Kansas City, MO; St. Joseph, MO; Helena, MT; Lincoln, NE;
Omaha, NE; Albuquerque, NM; Fargo, ND; Cincinnati, OH; Portland, OR; Knoxville, TN; Memphis, TN;
Nashville, TN; Dallas, TX; El Paso, TX; San Antonio, TX; Salt Lake City, UT; Spokane, WA; Tacoma, WA;
Milwaukee; WI; Racine, WI; and Cheyenne, WY.
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Given their position at the top of the interbank pyramid of deposits, banks in Central Reserve
cities had to maintain their reserves in cash. This system of requirements ensured that the central
nodes of liquidity in the system were relatively insulated from potential disruptions in the
interbank network (e.g., suspensions of convertibility) because their reserves were held in the

form of cash within their own vaults.

4.3 Other assets

Examiners listed the stocks, securities, and other claims held by the banks. Claims could
include judgments against other parties arising from court decisions. Examiners were asked to
list the book value and the current market value. Generally items were held at roughly their
market value, although for about 17 percent of banks in the sample, the examiner noted that the
bank held too many securities that were booked at values in excess of market values or were of
questionable value.

Examiners were also asked to provide information on deposits due from reserve agents,
banks, and bankers as well as to comment on cash items. With respect to due from other banks,
examiners often simply noted that they were seeking verification on items due from other
institutions; comments, where provided, might note the number of banks that owed funds to the
bank being examined. Occasionally, copies of the form letters sent to correspondents to verify
funds were included with the report. Cash items included checks due on local banks, any
disputed items (sometimes forged items), and occasionally expense items; the latter two items
were required to be written off by the bank. Often the examiner would simply describe cash

items as “regular.”
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The condition of the banking house was also covered in the exam. Most banking houses
were described as “suitable and convenient” with a vault and safe that were “good and secure.”
In a few cases, the examiner indicated that the bank had an overly expensive banking house
(possibly a management perquisite taken at the expense of shareholders). In one case the
examiner expressed the concern that “While vault and safe are secure, I am compelled to say
their banking room is in bad shape as it has been allowed to go so long without repair that the
walls are dirty and dingy and in many places the plastering has fallen off and it needs fixing up
badly.””” Examiners also indicated whether the furniture and fixtures were worth book value or
whether their values needed to be written down.

In a few cases, an examiner would note that the bank shared offices with another
financial institution, typically a state-charted savings bank, which would have overlapping
management. The examiners often expressed concerns about this arrangement. In a few
exceptional cases, it appears that there was incomplete separation of the two financial
institutions.

The business of the People's Savings Bank of Denver, which is under the same

management, is conducted in the same room as the banking office and the counter

and vaults are used in common. The business of the savings bank appears to be

about as active as that of the national bank. If for any cause a run should be made

on the savings bank, no doubt the national bank would be affected thereby as the
business of the two institutions appear to be as closely connected.”

The last asset item that was discussed was the banks’ holdings of “Other Real Estate and
Mortgages Owned.” Typically these were properties acquired when a loan went bad. Among
banks that owned such real estate the average number of properties held was 4 and the value of

the loans associated with these properties represented, on average, about 3.5 percent of loans.

22 Examiner report of the National Bank of Commerce of Omaha, NE dated March 21, 1893

* From the examiner report of the People’s National Bank of Denver dated April 18, 1893. As described by
Carlson (2005), runs on the savings banks did indeed have negative effects on the associated banks during the crisis
of 1893.

_25.-



Typically the value of real estate owned exceeded the indebtedness of the borrowers that had

pledged the real estate as collateral.

4.4 Capital account and earnings

As part of their discussion of the capital account of the bank, examiners were asked to
verify that the ledgers containing the identity of stockholders were correct and that surrendered
stock certificates were properly canceled. Under National Bank law (prior to 1935) stockholders
suffered the risk of double-liability: stockholders could be assessed to cover capital impairments
or short-falls to liability holders in the event of a receivership in an amount equal to their interest
in the bank’s paid in capital. As noted by Bolles (1890), the bank ledgers were the source for the
identities of the shareholders. The examiners found that the ledgers were generally kept
correctly and in only two instances were stock certificates reported as signed in blank (which
enabled the stock to be more easily sold but made it more difficult to determine the identity of
the holder). Examiners also reported on whether the bank held its own stock as collateral for
loans or otherwise; about 13 percent of banks were reported to do so.

Double liability meant that stockholders could be assessed for an additional amount equal
to the paid in capital of the bank if the bank were placed into receivership. Consequently, the
actual amount of equity that acted as a buffer against loss, from the standpoint of bank
depositors, was more than the amount of paid in capital and accumulated retained earnings. This
is probably best understood as a means of allowing bank stockholders to avoid having to
liquidate assets deployed elsewhere when investing in banks.

It is important to note that double liability of stockholders was not a capital adequacy

micro-prudential regulation because there was no minimum capital ratio relative to assets or
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debt. In other words, banks were free to maintain as low a proportion of equity-to-assets as they
liked. Minimum capital requirements did exist, but those simply limited the minimum size of the
bank’s equity base, not the size of equity relative to assets or relative to total bank risk. This
difference in treatment of the regulation of equity and cash is interesting and points clearly to the
macro-prudential motivation of National Bank regulations. Market discipline was relied upon to
ensure individual bank safety and soundness, and capital ratios were not regulated. In contrast,
given the externalities of liquidity that arose from interbank transactions, minimum amounts of
reserves were required in proportion to deposits, and the structure of those requirments (cash vs.
deposits in other banks) varied according to the location of the National Bank.

The examination reports also contained information on when the most recent dividend
had been paid, whether profits were carried through to surplus, and whether profits were used to
charge-off losses or to write down the value of securities or the banking house. Examiners could
also note whether they thought that there was a reason that the bank should not pay a dividend
during the upcoming period. Nearly 70 percent of banks had paid a dividend within the 6
months prior to the exam (Table 8). Those dividends were, on average, about $5 per share.
Dividends were somewhat less likely to have been paid recently in the Mountain/Southwest and
Pacific parts of the country, but when they were paid, tended to be a bit higher in terms of dollars
per share. About three-fourths of banks had recently used profits to write off at least some
losses. Examiners generally did not see much reason for banks to refrain from paying dividends.
They provided a reason for not doing so at about 16 percent of the banks in our sample, most
commonly noting that the bank was fairly new and needed to build up its surplus, that the banks
needed to deal with accumulated bad assets, or that it should restore the surplus after having used

it to write down bad assets.
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4.5 Liabilities

Much of the remainder of the report concerned the structure of liabilities. Examiners first
commented on money that the bank owed to other banks and whether this took the form of “open
accounts” (most common) or certificates of deposit (less common). The examiners’ reports
indicate that most banks that took deposits from other banks and paid interest did so at a rate of 2
percent at this time. James (1978) notes that New York banks also paid a rate of 2 percent on
correspondent balances; it is interesting that this rate appears to have been fairly common across
the country and did not vary regionally, unlike some other rates. ~ Examiners then reported on
deposits more generally. Some detailed information on the constituent parts of individual
deposits was included in the examination report. As reported in Table 9, the bulk of deposits
were checking accounts (74 percent), followed by demand certificates (14 percent) and time
certificates (11 percent). Time and demand certificates of deposit were not much used in the
Ohio River Valley/South, but accounted for 25 to 35 percent of individual deposits in other parts
of the country.

The examination reports also provide some information on the cost of different types of
funds. Interest was almost never paid on checking accounts. Public funds were an important
source of funding for banks and these accounts did bear interest. Some public accounts were
very large and the examiners would comment if the bank appeared overly dependent on them.

Examiners reviewed the certificates of deposit (CDs), and checked whether the certificate
books were properly kept. The rate of interest on CDs was also often recorded. The average rate
paid on CDs in late 1892 and early 1893 was about 4 percent, although it reached as high as 7

percent. Some examiners reported that the banks offered CDs of several maturities and that they
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paid a lower rate for CDs with a shorter maturity (typically around 3 months) and a higher rate
for CDs with longer maturities (around 6 months). There was also some regional variation: rates
were lowest in the Ohio River Valley/South with particularly low rates being paid by banks in
Cincinnati (at 1 percent) and Indianapolis (at 2% percent). Rates moved up progressively with
distance west with banks on the Pacific, particularly Oregon and Washington, paying the most
(in excess 5 percent). The regional patterns are consistent with previous work on interregional
interest rate variation (Davis 1965, Sylla 1969, Smiley 1975, and James 1976). That the regions
with the highest level of interest rates are also those where troubled loans were a greater share of
the portfolio and where dividend payments were more infrequent, is also consistent with the idea
in Odell (1989) that some of the differences in interest rates may reflect differences in risk.
Borrowing from other banks received special attention and was viewed as a possible
signal of bank weakness (the inability to access normal retail funding sources). Such borrowing
tended to carry higher interest rates and involved collateral and was generally viewed negatively
by examiners. While borrowing in the form of bills discounted or rediscounted has been
discussed in other academic work and appears on the call reports, the examiner reports indicate
that banks also borrowed from each other via CDs. These CDs were collateralized (unlike CDs
issued to individuals), apparently carried higher rates of interest, and were viewed by examiners
as similar to other forms of borrowings from banks. Fifteen percent of banks borrowed from
other banks using CDs while about one-third of banks were reported to have borrowed money
from other banks in any form (bills discounted, rediscounts, or CDs issued for the purpose of
borrowing money). Lockhart (1921) claims that there was some stigma associated with
borrowing from other banks and that banks would sometimes borrow using CDs because such

borrowing was not grouped with other interbank borrowing on the call report and thus enabled
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banks to disguise the full extent of their interbank borrowing.** Consistent with Lockhart’s
claim, some examiners noted that this form of borrowing was reported with individual deposits
by the bank.

As shown in Figure 5, there appears to have been a strong seasonality in the use of
interbank borrowing. The fraction of banks using borrowed money is elevated from October to
February and is fairly modest for much of the rest of the year (there is a spike in July, although
we have somewhat fewer observations in this month). The seasonal needs for rediscounts and
other borrowing was noted by the examiners.” For instance in November of 1892 the examiner
looked at the First National Bank of Minneapolis and had this to say:

The business of the bank is very large. I consider its condition good and

prosperous although while I think it has too much borrowed money, one can

hardly see how it can be avoided. It takes a great deal of money to handle the
wheat, lumber, and flour at this point. The regular customers of the bank are
largely of this class and they expect their full lines or nearly so of discounts at this
season of the year and the management feels as though they must accommodate
when possible. Toward Spring the reserve is usually the condition and the money
comes back. I suggested to the cashier that perhaps it would be better to carry

certificates of deposit that were issued for the purpose of borrowing money as
bills payable.*

The rates paid on money borrowed from other banks were typically around 6 percent,
although they reached as high as 10 percent for some banks while a few banks were able to
borrow in this way for as little as 4 percent. Among banks that borrowed, most amounts were
fairly modest with the average amount being about 6 percent of assets. However, a few banks
were heavy borrowers with borrowings by one bank amounting to almost 20 percent of assets.
Examiners reported that such borrowing had been explicitly approved by the board of directors

in nearly two-thirds of the cases where examiners commented on this topic. Banks often

** Lockhart (1921) also notes that the National Banking act restricted bank indebtedness, other than through notes
and deposits, to be no more than paid-in capital which created an additional incentive for banks to not reveal the
extent of their interbank indebtedness.

%% The seasonality is consistent with reports elsewhere such as James (1978),

*% Examiner report of the First National Bank of Minneapolis, MN dated November 14, 1892.
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obtained funds through rediscounts or through borrowing on CDs from banks in New York City,
another indication of the importance of institutions in New York in providing liquidity to the
banking system at this time. Borrowing was also done, but to a lesser degree, from banks in the
other Central and the regional reserve cities (Chicago, St. Louis, San Francisco) and occasionally

from other local banks or from country banks located in a distant part of the country.

5. Recapitulation

The final portion of the examination report was a recapitulation. Part of the
recapitulation consisted of a table providing the examiner’s estimate of losses and necessary
write-downs on loans, securities, or other assets. These losses were compared to surplus, and
undivided profits, after accounting for other expenses, to determine if the bank’s capital was
impaired. The recapitulation also included a narrative description of the condition of the bank
that included any recommendations about regulatory measures that should be taken in the event
the bank was having difficulties. These steps could include the suspension of dividends, or in
extreme cases, write-downs of capital and assessments of stockholders.

Most banks were successful, with expenses running lower than undivided profits for all
but a handful of banks. Losses for our sample of banks, shown in Table 10, also tended to be
small and were less than 15 percent of surplus and undivided profits for three-fourths of the
banks. In 13 cases the examiner indicated that the capital of the bank was impaired.

Losses were reported for several categories of assets including “bad loans,” other loans,
securities, banking house, furniture and fixtures, and other real estate and mortgages. Most
losses were related to loans, although examiners did recommend writing down the value of the

banking house or “fixtures and furniture” in several cases. As examiners reported both the book
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value of the various asset categories, it is possible to gauge the loss rates that were expected.
The median loss rate on loans across the banks in our sample (in cases where losses were
expected to occur) was about 10 percent of the book value of the loans.

Examiners could note in the recapitulation whether banks faced sufficient troubles that
they should be disciplined in some way. If there were only a few troubled assets, the examiner
would often recommend that those specific assets be charged off; bank officials were generally
willing to comply with these recommendations. In cases where problems were more substantial,
one of the most typical sanctions was to recommend the suspension of dividend payments. As
noted above in Section 4.4, examiners recommended this for a modest portion of the banks in our
sample. In some cases, the bank officers indicated that they would voluntarily suspend dividend
payments to either charge off bad assets or rebuild their surplus; in these cases, the examiner
would often not comment on whether he would also recommend the stopping of dividend
payments. The examiner sometimes expressed the opinion that the management ought to be
replaced, but also made clear that it was the responsibility of the Board of Directors to determine
whether any change would be made.

There were 13 banks for which the examiner considered problem assets to be so
substantial that the capital of the bank was impaired. In several of these cases, the examiner
noted that the management had recently been replaced and expressed the opinion that the new
management would likely help put the bank on better footing. There were three cases, however,
where the examiner made exceptional recommendations. One examiner recommended that the
bank charge off bad loans against surplus and capital and then permanently reduce capital (by
returning some funds to shareholders); reductions in capital would reduce the maximum loan

size that the bank could make and presumably result in a smaller bank (as the bank moved
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toward a more normal leverage ratio with the smaller capital).”” In a second case the examiner
recommended an assessment against capital. In the third case, the examiner recommended the
appointment of a receiver.
The general condition of the bank is bad and its business is not prosperous. It is
impossible for me to make an intelligent estimate of the losses that the bank will
probably meet on its assets. So much of its funds are tied up in real estate that has
no market value now but some of these properties may and probably shall at some
time become very valuable. The amounts I have put down as probably losses is
surely low enough and it would not astonish me it fully one-half of the capital of
the bank is finally lost...Its capital is badly impaired and it would, I think, be
better for the reputation of the [National Banking] system if the bank were placed
in the hand of a receiver but it would cause great loss to the shareholders and
make much trouble here if the receiver tried to realize on the real estate paper. It
is shameful and wicked that so much money should be fooled away in so short a

time and prove the folly of having real estate speculators as manager of banking
institutions.*®

In the narrative descriptions, banks that were doing well often were characterized
favorably in the recapitulation using statements similar to “bank is in a sound and healthy
condition and its business is prosperous.>”” Banks that were not doing as well were
characterized less charitably. “This bank’s wretched condition appears to have been caused by
inefficient management particularly in granting large lines of credit without adequate
security...>”” One simple way of summarizing some of the information in the descriptive section
is to note whether the examiner criticized the management, the asset quality, or both. Out of the
205 banks where comments were made (no comments were provided for 1 bank), management
problems were cited 19 times and asset quality issues 35 times. As might be expected, problems
with management, and especially with asset quality, were more likely when estimated losses

were higher.

*7 See Paine (1914, especially pages 80-82) for discussion of assessments against deficiencies.

*¥ Examiner report of the Washington National Bank of Tacoma, WA dated December 28, 1892.

2 This one from the examiner report of the United States National Bank of Portland, OR dated April 11, 1893.
3% Examiner report of the Bankers and Merchants National Bank of Dallas, TX dated November 8, 1892,
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In addition to the quality of the bank’s management and assets, some descriptions
contained other useful information. For example, some comments discuss the competitive
environment:

General condition of the bank is good but the competition of the old established
institutions prevent it from making much money. The banks here are all fighting
for business and too many concessions are made to borrowers. Overdrafts are
seldom refused and paper is allowed to run as long as the borrower wants it
without renewal. It is the custom of the place and all the banks follow it.’'

Other comments provide information about local economic conditions.

Bad paper in the bank is largely a relic of the past - the boom of the city and
[subsequent] harder time especially among real estate men from whom the greater
part of these losses come. The management is exerting itself in every way by suit
and otherwise to force collections and reduce this amount of past due paper.
General business is very large and active and its earnings capacity good as will be
seen from the statement of profit since July 1, 1892.%

[The] bank is gradually coming into good condition and its business is improving.
While property is still greatly depreciated there seems to be a marked
improvement in affairs in and about San Diego within the last nine or ten months.
Business generally has considerably improved, the back country is filling up with
settlers, a large amount of land has been planted to citrus and deciduous fruit trees
and a large area will come into bearing with the year. The hotels are filled to
overflowing with Eastern tourists, many of them investing. Indebtedness is being
gradually liquidated and much property is getting into hand of strong holders.”

These sorts of comments provide useful characterizations of the banking environment, but are

not easily categorized or quantified.

6. Conclusion
The examination reports discussed here provide considerable insight into the banking

system of the early 1890s and the regulatory and supervisory practices of the Office of the

31 Examiner report of the American National Bank of Helena, MT dated January 6, 1893.
32 Examiner report of the National German American Bank of St. Paul, MN dated November 28, 1892.
33 Examiner report for the Consolidated National Bank of San Diego dated February 27, 1893.
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Comptroller of the Currency. They also help illuminate the management and governance of the
banks, the characteristics of their loan portfolio, and the nature of their liabilities.

As highlighted in this article, there tended to be substantial heterogeneity in bank
structure and decisions, often reflecting regional differences in the banking environment. There
also appear to have been some regional differences. For example, although, on average, banks
with low managerial ownership and greater formal corporate governance structures tended to
undertake greater risk (Calomiris and Carlson 2015a), in the Ohio River Valley/South we find
that greater use of formal governance tools and less ownership by management is associated
with less risk taking and fewer problem assets. Perhaps as a consequence, these banks paid less
to borrow funds. Moving west across the country, where there may have been less frequent
scrutiny by examiners, there were more violations of the banking rules, less formal oversight by
boards and greater ownership by management, more risk taking, more problem assets, and
greater returns to shareholders (when dividends are paid). The commentary from the
examination reports suggests that some of the banking practices observed in the western parts of
the country reflected greater competition from nearby state-chartered banks that were subject to
less stringent rules than the National Banks.

Differences in individual bank risk choices were tolerated under the National Banking
System. Indeed, there were no minimum requirements for capital relative to assets. Furthermore,
banks had wide latitude in their corporate governance choices and ownership structures.

The focus of National Bank prudential regulation was macro-prudential, as evidenced by
the emphasis on the adequacy of cash relative to debt, with special attention to the externalities
created in the interbank market (hence the higher proportions of required cash to interbank

deposits for banks in Reserve Cities or Central Reserve Cities).
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The main function of examiners was to ensure the accuracy of bank accounts, which
promoted the confidence of depositors in the entire system. Examiners not only verified the
accuracy of reported capital through their close examination of the loan book, they also verified
that cash deposits were actually made in each of the bank’s listed reserve agents. And they made
sure that National Banks met their obligations for publicizing their accounts in local newspapers.

Finally, in keeping with traditional banking philosophy of the time, and with its macro-
prudential intent, National Bank regulation sharply limited exposure to real estate lending. The
fortunes of real estate, as economists have long noted, is closely linked to the business cycle,
which makes real estate lending a key source of non-diversifiable risk in bank portfolios.
Moreover, during adverse times, real estate assets are highly illiquid, making bank recoveries
against real estate loans that default slow and uncertain. Although examiners permitted National
Banks to skirt the absolute prohibition on real estate lending, they kept a close eye on real estate
exposures and were highly critical of excessive real estate lending. By contrast, in January 2008,
in addition to the enormous off balance sheet and on-balance sheet exposures to subprime and
Alt-A mortgage-backed securities, large U.S. banks maintained on-balance exposures to real
estate lending of a whopping 33% of their total assets — amounts that would have horrified a late-
nineteenth-century National Bank examiner.

From a macro-prudential standpoint, limiting real estate exposure of banks is highly
beneficial, as it limits the extent to which bank loan losses amplify the contraction of loan supply
during downturns. The pro-cyclicality of bank lending produced by loan-supply effects of bank
losses has been an important feature of the financial accelerator (Bernanke and Gertler 1989,
Calomiris and Mason 2003). Limitations on real estate exposures of banks, therefore, have an

important macro-prudential benefit in promoting greater macroeconomic stability.
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The serious and effective macro-prudential focus of the National Banking Era stands in
sharp contrast to recent times. First, over the course of the 20" and early 21 centuries, U.S.
banking regulation became increasingly predisposed to permit, and even encourage, real estate
lending, first on agricultural land (when agricultural interests were relatively dominant politically
with respect to banking regulation), and later with respect to residential mortgages and
commercial real estate lending (when those interests became relatively dominant politically), as
described in Calomiris and Haber (2014, Chapters 6-8). Second, as the bank safety net became
more generous, market discipline ceased to play a role as a reliable limit on bank risk taking.
Third, over the course of the twentieth century, a combination of influences (including the
introduction of a central bank regulatory competition for banks, changing views about the role of
reserve requirements, and financial disintermediation in the 1970s) produced substantial declines
over time in cash reserve requirements, which are currently very small. These developments
may have contributed toward making the banking system more vulnerable to the recent large

swings in residential real estate that occurred over the past 20 years.

The rise of bank safety net protection may also have had another important effect — on the
quality of the supervisory process. National Bank examiners in the late 19" century took their
job very seriously, and worked to provide accurate and timely estimates of bank loan losses
(Calomiris and Carlson 2015a, 2015¢). That effectiveness reflected the fact that both the public
and the National Banks relied upon the credibility and skills of examiners, and therefore, the
hiring of skilled and outspoken examiners was supported politically. In contrast, in the presence
of a generous bank safety net, the interest of taxpayers is a diffuse and weak source of support,

and thus bankers often succeed in receiving “forebearance” in the form of delayed recognition of
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asset losses (Dinc 2005). Somewhat similarly, Agarwal, Lucca, Seru, and Trebbi (2014) argue
that the institutional design and incentives of supervision and regulation can affect the discipline
imposed by different regulators.

In the wake of the financial crises, a number of new banking regulations have been
introduced, many under the label of “macro-prudential.” These new regulations and regulatory
proposals include measures that require banks to hold greater amounts of safe and liquid assets
(such as the Liquidity Coverage Ratio) and proposals that banks must issue debt that will clearly
be exposed to investor discipline (as part of the Total Loss Absorbing Capacity). It is somewhat
ironic that after the Subprime Crisis, regulatory reform has rediscovered “macro-prudential”
tools. After all, we once had that systemic focus and we had those macro-prudential tools —
including higher cash requirements, limits on real estate lending, market discipline, and a
credible disclosure process — all of which fell into disuse over time. The National Banking Era

illustrates the potential success of macro-prudential regulation.
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Table 1 — Cities and Banks Used in the Sample

State City Population | Number | Ave. assets | Min. assets | Max. assets
1890 banks ($k) ($k) ($k)
Alabama Birmingham 26,178 4 962 342 1,617
Mobile 31,076 2 968 369 1,568
California Los Angeles 50,395 4 1,320 578 2,264
San Diego 16,307 2 964 786 1,143
Colorado Denver 106,713 11 2,768 993 5,695
Pueblo 24,558 6 1,016 229 3,055
Indiana Indianapolis 105,436 5 2,513 1,840 4,076
Iowa Des Moines 50,093 4 1,145 906 1,282
Dubuque 30,311 3 1,138 407 1,558
Kentucky Lexington 35,698 7 681 295 1,353
Louisville 161,129 10 1,824 1,018 3,726
Louisiana New Orleans 242,039 10 2,719 962 5,976
Minnesota Minneapolis 164,738 7 2,725 510 6,100
Rochester 5,321 3 415 164 651
St. Paul 133,156 5 4,581 1,516 6,768
Stillwater 11,260 2 1,285 1,195 1,376
Missouri Kansas City 132,710 10 3,072 401 7,734
St. Joseph 52,324 4 2,242 1,880 2,438
Montana Helena 13,834 6 1,845 327 4,388
Nebraska Lincoln 55,164 5 1,050 516 2,525
Omaha 140,452 9 2,633 646 6,669
New Mexico | Albuquerque 3,785 2 878 536 1,220
North Dakota | Fargo 5,664 4 673 389 1,257
Ohio Cincinnati 290,908 13 4,060 1,312 8,308
Oregon Portland 46,385 8 1,424 355 4,558
Tennessee Knoxville 22,535 6 735 244 1,377
Memphis 64,495 4 1,515 1,246 1,727
Nashville 76,168 4 2,765 2,366 3,247
Texas Dallas 38,067 9 987 288 2,001
El Paso 15,678 3 554 451 625
San Antonio 37,673 5 744 232 1,781
Utah Salt Lake City 44,843 6 1,134 551 2,293
Washington | Spokane 19,922 7 677 423 1,019
Tacoma 36,006 8 775 269 1,329
Wisconsin Milwaukee 204,408 3 3,510 2,596 4,716
Racine 21,014 3 1,102 756 1,468
Wyoming Cheyenne 11,690 2 849 720 978
All 206 1,862 164 8,309

Note. Assets here are based on 1892 Call Report to avoid seasonality concerns. Population data
for El Paso is for the county as the city population not available for 1890.
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Table 2 — Regional Variation in Examinations

Exam length Time since prior exam
Banks (days) (days)
Mean Median Bottqm Median Top
quartile quartile

Overall 206 2.9 2 207 287 373
By size
Larger banks 103 33 3 202 270 371
Smaller banks 103 2.6 2 208 314 376
By reserve city status
Country bank 130 2.8 2 212 319 380
Reserve city bank 76 3.0 3 198 245 314
By region
Ohio River Valley/South
(OH, IA, KY, TN, LA, 71 2.1 2 209 264 303
AL)
Plains
(IA, MN, MO, NE, ND) 56 2.8 2 184 314 373
Mountain/Southwest
(CO, MT, NM, TX, UT, 50 3.8 4 197 316 382
WY)
Pacific
(CA.OR, WA) 29 3.6 3 328 382 409
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Table 3
Governance Indicators (means)

Share of

Indep. Share of banks w/ Share of
Board | directors | loans to oW Salary of | banks w/
. . Active . .
size as a share indep. . President | Cashier
. discount
of Board | directors . bonded
committee
Overall 9.1 69.5 5.4 59.7 $4,400 57
By size
Larger banks 10.4 73.1 4.5 65.4 $5,900 56
Smaller banks 7.9 65.7 6.3 53.9 $2,500 59
By reserve city status
Country bank 8.9 67.3 6.0 49.6 $3,300 52
Reserve city bank 9.6 73.2 4.6 78.9 $6,100 67
By region
Ohio River
Valley/South (OH, IA, 9.6 74.8 5.4 84.5 $4,800 70
KY, TN, LA, AL)
Plains
(IA, MN, MO, NE, 10.0 70.3 4.6 62.5 $4,600 71
ND)
Mountain/Southwest
(CO, MT, NM, TX, 8.6 65.0 6.5 30.0 $4,200 34
UT, WY)
Pacific
(CA.OR, WA) 7.2 62.6 5.0 44.8 $3,200 38
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Table 4
Occupations of the Independent Shareholders

Share of total
Capitalist 22.8
Merchant (wholesale)* 13.2
Merchant* 8.4
Lawyer 7.1
Mining or commodities 4.0
Banker (at other bank) 3.7
Real estate 3.5
Manufacturer 3.1
Other finance 2.1
Railroad 1.5
Farmer or rancher 1.3
Other 293

*These should be thought of as lower bounds on the share of individuals engaged in these
professions. Many individuals are listed according to the particular product they sold.
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Table 5

Independent Director Control and Borrowing

Share of loans that were made
to independent directors at
banks with below average

(median) control by
independent directors

Share of loans that were made
to independent directors at
banks with above average

(median) control by
independent directors

(percent) (percent)
Control measured by size of 45 77
bank board of directors ) ]
Control measured by
proportion of board consisting 4.4 6.6
of independent directors
Control measure by stock
ownership of independent 52 5.7

directors
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Table

6

Board of Directors Meeting Frequency

Share of sample

Weekly 14
Twice monthly 10
Monthly 35
Quarterly 14
Semi-annual 8
Regular 4
Irregular 8
Other 7
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Table 7

The Loan Book
Share of
Demand Share of Troubled banks Share O.f Real estate
banks w/ ! banks with
loans to . loans to all | habitually loans to
excessive . mortgage
total loans loans allowing total loans
loans loans
overdrafts
Overall 12.7 55 9.1 47 70 3.6
By size
Larger banks 14.5 55 6.5 45 46 23
Smaller banks 10.5 56 11.8 47 46 4.9
By reserve city
status
Country bank 11.6 64 11.5 54 70 4.6
Reserve city 14.6 41 5.1 29 70 1.9
bank
By region
Ohio River
Valley/South
(OH. 1A, KY, 15.0 37 5.4 39 62 1.9
TN, LA, AL)
Plains
(IA, MN, MO, 9.2 50 6.7 24 70 2.2
NE, ND)
Mountain/South
west
(CO, MT, NM, 8.2 78 14.1 84 80 5.4
TX, UT, WY)
Pacific
(CA.OR, WA) 21.6 72 14.7 43 72 7.3
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Table 8
Dividends and Writedowns

Share of banks Share of banks
that paid Dividends per that wrote off
dividends in share losses in past 6
past 6 months months
Overall 69 $4.9 53
By size
Larger banks 80 $4.0 66
Smaller banks 58 $6.0 41
By reserve city status
Country bank 67 $5.5 51
Reserve city bank 72 $3.8 57
By region
Ohio River Valley/South
(OH, IA, KY, TN, LA, AL) 80 $4.1 63
Plains
(IA, MN, MO, NE, ND) 70 $3.7 32
Mountain/Southwest
(CO, MT, NM, TX, UT, 66 $6.0 54
WY)
Pacific
(CA.OR, WA) 45 $9.1 31
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Table 9

Liabilities
Ratio of Share
Ratio of time and Share
. Rate on banks
checking to | demand banks )
e . CDs to . borrowing
individual | certificates | . .. . borrowing
. e individuals . from banks
deposits individual viaCDs | .
. in any form
deposits
Overall 74 24 4.0 15 34
By size
Larger banks 77 22 3.5 10 24
Smaller banks 72 27 4.4 20 44
By reserve city status
Country bank 71 27 4.4 16 34
Reserve city bank 77 20 33 14 33
By region
Ohio River
Valley/South (OH,
IA, KY. TN, LA, 86 13 3.0 4 33
AL)
Plains
(IA, MN, MO, NE, 63 35 4.0 12 32
ND)
Mountain/Southwest
(CO, MT, NM, TX, 73 25 4.5 21 28
UT, WY)
Pacific
(CA.OR, WA) 67 30 53 34 48
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Table 10

Losses and recapitulation

Ratio of Ratio of . Share of Share of
Estimated
losses to | loan losses exams exams
loss rate
surplus to total where where
on loans
and profits losses (median) mgmt. assets
(median) (median) criticized criticized
Overall 4.0 90 10 9 17
By size
Larger banks 24 100 18 5 10
Smaller banks 6.2 84 7 13 24
By reserve city status
Country bank 4.6 85 10 9 19
Reserve city bank 2.7 94 13 8 12
By region
Ohio River Valley/South
(OH, IA, KY, TN, LA, AL) 2.0 100 10 4 8
Plains
(IA, MN, MO, NE, ND) 4.2 87 18 9 18
Mountain/Southwest
(CO, MT, NM, TX, UT, 7.3 84 3 8 27
WY)
Pacific
(CA.OR, WA) 5.7 81 14 21 17

- 50 -




Figure 1: U.S. Bank Closures, 1864-1913
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Figure 2A — Distribution of ownership by management
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Figure 2B — Distribution of ownership by independent directors
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Figure 2C — Distribution of ownership by outsiders
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Figure 3
Distribution of real estate loans as a share of all loans
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Figure 4
Distribution of reserves in excess of what was legally required

30

25

20

15

10

Number of Banks

R
N
&

¢
<
&
&
o

© v 4 P v v

X % &)

Q
< <O xQ <9 ) o ) o Q
Q’(Q © K © %& '\’)}‘ N ¥ '\C'b" \.:'b

Percentage Points

-53 -




Figure 5

Share of banks using borrowed funds by month of exam report
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