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Introduction

Someone familiar with the complexities of U.S. kiag regulation as of 2015 might
wonder what could possibly be learned from theamati bank regulatory system of the late
nineteenth century. After all, this was an era Haat repeated banking panics. Many thousands
of inefficient, geographically isolated, undiversd and uncoordinated “unit” banks (both those
chartered by the states and those chartered umel@ational banking system) blanketed the
financial landscape of America. That structureardy fomented instability in rural areas and
nationwide suspensions of convertibility, but perafly deprived the manufacturing sector of
access to credit or access to a national netwaerglézing stock offerings, like the one operating
in Germany at the time (Calomiris 2000). The retpriasystem governing national banks was
rudimentary by current standards. There was nomim equity ratio requirement on banks, no
Federal Reserve System and hence no Fed credisjpmowr regulatory oversight of banks or
bank holding companies by the Fed, and no depasitance. Government lending sources
established in the twentieth century to subsidexelaging investments in agricultural or
residential real estate — such as the Federal Ban#ts, Federal Home Loan Banks, Fannie Mae,
Freddie Mac, the Federal Housing Administratioe, arm Credit System — were also absent.
National banks at this time had little involvemenasset management or securities
underwriting, and were forbidden from offering garstees (such as bankers acceptances or bills
of exchange). How could such a simple and primisigting provide useful lessons for today?

We can think of many answers to that question,tarek strike us as particularly
obvious. First, precisely because the national ivgnéra (1863-1913) was one without a lender
of last resort or deposit insurance, or the mianedpntial bank capital ratios, it offers a unique
opportunity to see how unprotected banks operasém ienvironment of raw market discipline.
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Calomiris and Carlson (2015a) show how endogenbaies by banks about ownership
structure, corporate governance procedures, cddimgs and leverage were all part of that
market discipline equilibrium.

Second, despite all of its costs, the unit bankietgvork structure of the past offers a
uniquely valuable laboratory for examining the @ten of interbank payment and credit
networks. The geographical isolation of unit bamegle it possible to observe spatial networks
of bank operations, which can provide unique insiglbout the nature of interbank relationship
formation. For example, Calomiris and Carlson (2)1dhow that banks with different business
models connected with the interbank network diffiélse Additionally, Calomiris and Carlson
(2015b) and Mitchener and Richardson (2015) shawithierbank networks played important
roles in concentrating liquidity risk at nodes vintlthe reserve pyramid, which contributed to
bank distress during both the national bankinge@ithe Great Depression.

Third — and the subject of this paper — the nafitwanking era provides unique evidence
about the contributions provided by regulatory angervisory activities in a disciplined banking
environment (that is, one in which banks did ngogmither access to the Fed discount window
or the protection of deposit insurance). Thesahtsiare particularly useful today as an input to
the debates over macro-prudential regulation apérsision and the means of enhancing market

discipline (to avoid moral hazard, and taxpayermfohbailouts of bank€)We will show that,

! Regulatory requirements incentivized banks to laliast some of their reserves as deposits &sbarfinancial
centers. Banks in much of the country could cdaténces in specified “Reserve Cities"—generaligéda cities
such as Boston, Kansas City, or San Francisco—enti@l Reserve Cities"—New York and later Chicagd &t.
Louis—as part of their reserve. Banks in Reseritie<Ccould count balances at banks in Central Resgities as
part of their legal reserve. These rules thus geeeto a pyramid structure of reserves.

2 Micro- and macro-prudential regulation use comnumis (capital requirements, cash reserve or liqsiget
requirements, risk weighting of assets, provisigminles, etc.) but have different goals. Micro-prntial regulation
focuses on the safety and soundness of individargkdr Macro-prudential regulation focuses on stabd the
banking system as a whole, for example, by seekitignit systemic contagion by requiring money @ertianks to
maintain higher cash reserves than peripheral hdyk®equiring larger banks to maintain higher tapiatios, or
by leaning against episodes of very rapid lendirguth by increasing minimum capital ratio requirense
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from a micro-prudential perspective, supervisiod segulation played an important
complementary role to market discipline during Hegional Banking Era, and this
complementarity was very much the self-conscioteninofregul ators and bankers.

Furthermore, regulation and supervision was nbt fmeused on the stability of
individual banks; indeed, the prudential rules thate enacted and enforced only make sense
from the standpoint of systemic goals for bankitapsity. Thus, the National Banking Era
provides an important precedent regarding the pexrddenefits of taking a macro-prudential
view of the proper role of bank regulation and suiséon.

The four most important aspects of National Banléng prudential regulation were: (1)
the structure of bank reserve requirements, (2ptbhibition on national bank lending against
real estate, (3) the examination and auditing ibnal banks by examiners, and (4) mandatory
disclosures (the publication of the banks’ accoumtscal newspapers several times a year and
in the Comptroller of the Currency’s published aalneolume reporting the condition for all
national banks). These regulations, examinatiams disclosures ensured the credibility and
transparency of the financial reporting by natidmahks about variables of central interest to
market participants. After reviewing the regulataryangements of the national banking era,
describing their impact, and arguing for their Eygmacro-prudential intent, we consider the
lessons of the national banking era for currentrovpcudential regulation in light of the recent

crisis.

1. The National Banking Era: Stable or Unstable?
Between the Civil War and World War |, the U.S. kiag system was developing

rapidly along with the rest of the economy. It vaasirbulent time for the banking system; there



were severe strains in the financial sector in 18890 and 1896 (reflected in different degrees
of collective action by the New York banks’ CleariHouse to respond to those strains) and
severe banking panics that resulted in the suspesiconvertibility of deposits in New York in
1873, 1893, and 1907. The Panic of 1893 was acpéatly severe episode, during which many
national and state-chartered banks failed, as showigure 1 (see also Calomiris and Gorton
1991, Carlson 2005).

What is the record of the severity of systemic liaglsystem performance during the
national banking era? As many researchers havegabout, the U.S. unit banking system was
uniquely panic prone during the period 1873-19@/time when virtually no other countries
suffered panics comparable to those in the UnitateS. Nevertheless, despite the numerous
disruptive panics, none of them was a severe natida insolvency crisis. The worst of the
national banking era crises — in 1893 — saw aggeagzsgative net worth of failed banks of
roughly 0.1% of GDP, in contrast to the 1920s,@neat Depression, the S&L crisis, and the
Subprime crisis, all of which saw negative net Wwat failed or intervened banks relative to
GDP more than an order of magnitude larger than tha

It is also worth noting that banks in the natiopahking era had to contend with an
economic environment that contained significantgexmus risks that banks do not face today.
The seasonal agricultural cycle had significaneé&# on loan demand, which strained U.S.
banks during the spring and fall (Hanes and Rh@&i8p, creating seasonal swings in deposit
default risk and bank liquidity risk. U.S. natiornks operated under a global gold standard
and were exposed to risks associated with gloddtamary shocks (such as during the early
1890s), although there were no protracted peridbdgyaificant monetary shocks comparable to

1929-1933.



The lack of both a lender of last resort and anyegoment guarantee of creditors likely
affected the relative stability of national banksy. Judging from studies of the effects of the
founding of the Fed (Miron 1986, Mankiw and Miro887, Bernstein, Hughson and
Weidenmier 2010, Hanes and Rhode 2013, Calomarendski, Park, and Richardson 2015), the
creation of the Fed smoothed the severe seasoctlditions in loan demand and made banks
more stable in the years immediately its foundingcontrast, without government guarantees,
creditors were more likely to monitor and limit tamount of risk-taking by the banks.Thus,
the absence of explicit deposit insurance promoteditor discipline of the national banks and
contributed to their stability. State-charteredexxpents with deposit insurance in the first three
decades of the 30century all ended badly, and the ones that impasaadatory, long-lived
deposit insurance on state-chartered banks regnleedramatic boom and bust in lending,
leading to widespread bank insolvency (Calomiri82,9990, 1992). More recent experience
has confirmed that government guarantees, thraughait guarantees of the largest banks
(often referred to as “Too Big to Fail’—TBTF) or@icit deposit insurance, if unchecked can
result in increased risk taking—an effect that besn blamed as one of the primary sources of
systemic risk during the recent spate of globakbanand financial crises (Demirguc-Kunt and
Detragiache 2002; Demirguc-Kunt, Kane and Laeveéi820aeven and Valencia 2013; Afonso,
Santos, and Traina 2014; Anginer, Demirguc-Kunt 2nd 2014; International Monetary Fund
2014).

The main systemic deficiency of the national baglema, in contrast to the U.S. system

since the 1980s, was the structural flaw of unitidirag. Unit banking made individual banks

3 The generally small size of the banks in thisgareant that the failure of any particular insiitn would not
pose a systemic threat and there was no expectatithe government would intervene to rescuéliadebank.
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undiversified, inefficient, and excessively subjectiquidity risks related to the interbank
network.

The fact that the banking crises of the Nationali¥ag Era were not very severe —
despite a unit banking structure, the lack of @éegrof last resort, the presence of severe seasonal
loan demand shocks of a predominantly agricultecahomy, and the deflationary risks of the
global gold standard — suggests that there weer agpects of the National Banking Era that
helped to stabilize banks. In our view, the comtiamaof market discipline and the presence of a
very effective regulatory and supervisory reginspeeially for national banks, were key
positives during that time.

National bank regulation and supervision combinéelaimportant prudential rules
governing lending and cash holdings with an effegtcredible examination, disclosure and
discipline process. Even though the various prudentles were not always strictly enforced,
supervision and regulation empowered market dis@ph preventing individual bank abuses
while also limiting the systemic consequences ofketadiscipline by imposing various
regulations that helped to stabilize the systenpalrticular, with respect to regulation, we
emphasize the key roles of sensible systemic ragolaf cash reserves — which differentiated
across different bank locations — along with linutsreal estate lending exposure of banks.
Effective and credible examination and disclosdrmfmrmation about banks entailed periodic
visits by examiners, the collection of informati@mout a variety of relevant characteristics, the
reporting of basic balance sheet information, dwedpotential disciplinary actions against banks
whose practices were found wanting.

In what follows, we discuss the regulations and@ration process of national banks in

detail, relying on public sources, as well as augte information contained in national bank



Examination Reports. We discuss why and how thaddrhportant consequences for individual
and systemic banking system stability. Potentigdlications of this history of regulatory success
for policy reforms are many, given how far the Udglay is from a system based primarily on
market disciplinede facto limitations on the ability of banks to become TBTiRited real

estate risk exposure, high cash requirements, lead &nd credible disclosure of banks’
circumstances. Potential reforms include limitiramking system exposures to real estate assets,
enhancing market discipline, raising bank cashireqents, and improving the credibility and
transparency of bank accounting. Indeed, effortadtude a number of these items in the
modern regulatory framework have been initiateceoent years.

In the remainder of this paper, we review the elgmee during the national banking era,
and patrticularly, the main tools of successful mgmudential regulation during that period: the
bank examination and disclosure process, the regulamits on banks’ real estate lending, and
the regulation of reserve holdings. Sections 2vie the purpose and structure of national bank
regulations and examinations, discuss the exarmatiocess in detail, and review evidence that
examination contributed to banking stability. Ircéen 9, we return to a broader discussion of

the lessons of prudential regulation during theidwetl Banking Era for today.

2. TheProcess and Intent of Regulating and Examining National Banks

The reports filed by the National Bank examineesaunique and rich source of
information about the condition of National Bankbey show that examiners were careful and
insightful in their examinations of banks, and tteg examination process was intended to play a

crucial role in ensuring that highly relevant infaation about National Banks was available to



the public, specifically to empower market disaigliby bank creditors, especially depositors and
other bankers.

It was not uncommon for banks to have some loaatsviblated the prohibitions. Such
violations were recorded in the examination repiorspecifically designated sections.
Examiners had discretion about whether these vomiatwere significant enough to warrant
disciplinary action or whether ongoing monitoringssufficient. Such decisions involved a
general assessment of the condition of the banéreder, the Comptroller’s office in
Washington DC could review the reports and make tven recommendations.

In particular, the deposits of National Banks ie-ppproved reserve agents (other banks)
were verified by examiners, and the quantity ofkeapital (which could be reduced by loan
losses) was also verified by a diligent processugh which loan losses were estimated. The law
prohibited real estate lending, and limited largpasures. Examiners investigated these issues
closely as well as tracking loans to bank insiders.

In addition, the Office of the Comptroller of thei@ency (OCC) published an annual
volume collecting each national banks accounts,raqdired national banks to report their
accounts publicly in a local newspaper. Furthermbaaks had to send newspaper clippings of
their (roughly quarterly) published accounts to @@C to verify compliance with that
requirement.

The examiners also determined whether corporatergance and risk management
standards, and overall bank operations, were sirettappropriately. The OCC had enforcement
tools to discipline bankers that violated thosed#&ads.

For all these reasons, despite the fact that Exatroim Reports themselves were not

released to the public, depositors and other aeddould infer much positive information about

4 Loans were limited to a proportion of paid in ¢api
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the accuracy of bank accounts and the proprietylnk’s practices just from the fact that a
national bank — subject to this examination diseg- remained open for businésBhe
empowerment of market discipline through the eosadf credible information was an
intentional outcome that drove the Examination Bssc
In the 1890 Report of the Comptroller of the Cuegrthe Comptroller called for
increasing the frequency of the published compiabf all banks’ balance sheets to a semi-
annual frequency (p. 57). In that discussion, tbhen@troller explains that the publication of each
bank’s balance sheet in the annual volumes, anthtire frequent newspaper publications (five
times a year), had the intention of “enabl[ing]dtsditors to judge, in some degree, as to the
wisdom of its management and the amount and clearatits assets” (p. 57). He went on to
explain the rationale for increasing the frequeotthe nationwide publication, and pointed out
that the banks themselves shared the same goapodving creditor information so as to boost
creditor confidence in properly managed banks. ggeifics of his wording are quite revealing:
Once in each year these reports are printed and dasecond volume accompanying the
report proper of the Comptroller of the Currencyhil& those living in the immediate
vicinity of a particular bank may, through the pahtion in the local newspapers, have
access to the five reports made in each year, esidants are practically excluded from
this source of information and can only avail thelmss of the yearly reports issued from
this Bureau.

Each association has correspondents in one or ofidhe reserve cities, and of
necessity the relation of debtor and creditor isrete established and uninterruptedly
maintained between banks thus related. Usuallgitgdank is the debtor, but frequently
this condition is reversed. It is therefore clémtteach bank is interested in ascertaining
as often as practicable the condition of its cqoeslents.... Twelve months seems a long

time to wait, in this progressive age, for inforrnatso important. Nor is this semi annual
publication desired by the national banks aloneerffperson having to employ an

5> This information flow is somewhat similar to cunteractices. Examination reports remain confidéntWhile
not published in newspapers, call reports are aiglonline through the Federal Financial Institasi Examination
Council (FFIEC). Reports of enforcement actionsase available on regulators’ websites (and caver
considerably larger set of enforcement actions thardramatic action of revoking a charter). Aubdially, most
banks now provide quarterly and annual reportavestors that provide a considerable amount of inéion
about the health of the institutions; while theserzot part of the supervisory process, institigiornust provide
faithful representations of their situation in thelsclosures.
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association located elsewhere than in his immedhiateity is interested in having this

information published more frequently....

The semi annual publication was asked for by theeAcan Bankers Association,
which met at Kansas City, Mo., in September, 188@, the resolutions adopted by it
were forwarded to the Secretary of the Treasurytaed€Comptroller of the Currency....

According to this Report, banks favored increasiregfrequency of the publication of the results
of their examinations because they believed theyt Would benefit from the improved creditor
confidence that would result, especially the caariice from other banks.

In September 1908, then Comptroller, Lawrence Mynaote to the presidents of all
the national banks asking each of them to completervey designed to elicit their views on
how to improve the Examination Process. Here, aghenComptroller placed a great deal of
confidence in the bankers’ opinions because hevedi that the incentives of the bankers as a
group were aligned with those of the examinerstaedComptroller — namely to create timely
and reliable information that would maintain markenfidence in the bank.

The responses to this survey were summarized ih988 Report of the Comptroller. Of
the 3,596 national banks that responded, 1,846egpd the opinion that the existing system and
methods were satisfactory. Of those who found #i&tiag regime unsatisfactory and who
expressed an opinion about the changes that wededgethe suggested changes reported by the
Comptroller (who admittedly might not be entireigidterested) pointed to preferences for
additional monitoring rather than less. The mashmon suggestion, by 684 banks, was that
“more time should be devoted to examinations thawesent,” 45 recommended “more frequent
examinations,” 460 urged “more careful inspectibtoans and discounts,” 24 suggested that
closer attention should be given items in transtt accounts current,” 61 urged “greater

attention to loans to officers, directors, and ktmdders, and 184 called for “verification of

individual ledger balances.” Additionally, “a numtbef bankers called for the OCC to play a
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new role to track the “character and financial dtag” of large borrowers involved in the bills
market. Here, the bankers seem to be calling ®GEC to create a credit registry akin to Dun
& Bradstreet to track large borrowers’ balance sheeavoid the over-extension of credit by
banks in particular locations that are unable teeoke all of the borrowers’ dealings. Consistent
with many bankers’ desire for examinations to beeanore careful and lengthy, many bankers
also supported changing the compensation struoftegaminers to move to a salary-based
system rather than paying a fee per examination.

Despite the intention of bolstering creditor didicie, National Banking Era regulation
also was motivated by concerns about the potesysiemic consequences of widespread deposit
withdrawals. The Federal Reserve Board made amaitstudy of the pre-Fed examination
process, which was contained in an internal unpbbtl study by Crays (1941). This discussion
shows that regulators were concerned about possibigrse systemic consequences of market
discipline, especially as it pertained to interbdekosits. Protecting the payment system, not
just the solvency of individual banks, requiredaus on deposit withdrawal risk. In particular,
following the Panic of 1873, more attention wasdpai the health of banks as “their failure
meant not only a loss of wealth to individual defmrs but, in the aggregate, widespread
suspension of the means of payment in the hantseqgfublic, the effects of which were felt in
the commerce and trade of the country (p.5).” Suipen during this period was intended to
“preserve intact the check and deposit system”aaoid “any suspension of the accepted means
of payment.”

Concern about systemic risks is apparent in var@spects of the regulations governing
national banks. For instance, the variations incsh reserve requirements for national banks

reflected (broadly) the centrality of the bankshe financial system and were thus specifically
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designed to bolster systemic stability: countryksacould hold the least amount of reserves in
cash, reserve city banks had to hold a higher ptigpain cash, and central reserve city banks in
New York and Chicago had to maintain the highesgpeprtion. It was well understood that
disruptions in the provision of liquidity to othbanks by the reserve center banks had systemic
implications and externalities that the higher regaents were intended to address (Carlson
2015).

Another example for how systemic concerns werecefd in regulations is the
prohibition on real estate lending reflected tr@mwi{embodied in the so called “real bills
doctrine”) that real estate loans were inapprogriat commercial banks. Real estate booms and
busts tend to occur in waves and be associatedteétbusiness cycle, and the underlying assets

are very hard to liquidate in response to deposittrdrawals during recessiofs.

3. The Content of Examination Reports: Analysis of a Sample of National Banks

The examiner reports contain a significant amodiigualitative and quantitative
information not available elsewhere, which indisaddevel of detail and care that is impressive.
Examiners probed deeply the corporate governarameps, asset composition, and liabilities
structure of National banks, and looked at the loaok very carefully, with a particular focus on
large loans, loans to insiders and loans relatedabestate, which were analyzed in detail.
(While banks could not originate mortgages, theyevable to take real estate as collateral
subsequently to secure previously existing loansas these activities that were monitored. We

discuss this further below.) The reports weredsaatized which ensured that all topics

8 Concerns about the dangers of lending to specslataeal estate have been discussed by bankimghentators
at least as far back as Tucker (1839) and thiswirdd have been familiar to regulators in the bladil Banking
Era. A number of modern authors have pointed ap@nty prices as an indicator of building finanérabalances
that could potentially result in a crisis (DrehmBuoyio, and Tsatsaronis 2012, Borio 2012, Jordauteick and
Taylor 2015).
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considered to be important by OCC headquarters earered. The level of detail provided in
the reports makes possible a rich understandiigeofondition of the banking system at this
time, as well as a wealth of information aboutphecess of banking supervision.

Our analysis of the examiner reports focuses amgbe of 206 banks located in 37
cities during the early 1890s. We chose to focuthes particular time period because of the
interesting events in the banking system that weogirring, and also because the examination
reports became more detailed around this time. s@hgple is not random or representative of all
National Banks in the United Statedt consists of all the National Banks in 37 sfgaint cities
located in the middle, South, and West of the aguiimicluding many so-called “reserve cities,”
as defined under the laws governing National BarHa. the sake of comparability, we exclude
the very largest cities in these regions (Chic&jol.ouis, and San Francisco) because of the
special attributes of banks in those cities (tlage size, importance, and nodal status in the
interbank deposit market), and the large numbelmoks located in each (the coding of each
observation in our sample requires significant gffand we sought to include a complete list of
National Banks in each subject city). The banksunsample tend to be involved in interbank
markets and payment systems at the regional I&ualis the banks in the sample are all in
roughly the same peer group; they are of roughdystime size and most seem to be engaged in
the interbank market as both holders of depositsradller banks and providers of deposits to
banks in the central reserve cities. Our sampteds 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 locatezllistates. The cities are often large

cities, although we also include a few cities ofrenmodest size. A list of the cities we use and

7 Although it is worth noting that the New York banttescribed in Bodenhorn and White (2014) appédy fa
similar to those we examine which suggests that there reasonably representative.
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their population from the 1890 census is shownahl& 1. The largest city is Cincinnati, OH,
which is also one of the most eastern cities; thallest city is Albuquerque, NM.

We divide the territory of our coverage into faagions: the Ohio River Valley/South
(consisting of OH, IN, KY, TN, LA, and AL), the Rfes (consisting of IA, MN, MO, NE, and
ND), the Mountains/Southwest (consisting of CO, MM, TX, UT, and WY), and the Pacific
(consisting of CA, OR, and WA).We investigate how banking practices and behawdfered
across these regions.

Our sample of 206 banks consists of all the Nali@anks in each of our 37 cities that
existed in late 1892 and that had an examinatipartdiled prior to May 1, 1893 (which we take
as the start of the Panic of 1893Yhe distribution of these banks across citiedse shown in
Table 1. Cincinnati has the most banks at 13p¥atid by Denver and Kansas City, Missouri at
11. The largest bank in the sample is also locat€incinnati, although St. Paul, MN has the
largest average size of banks. The smallest bdokased in Rochester, MN.

To establish our snapshot of the banking indusigylook at the banking examination
report most closely preceding May 1, 1893. Typyctilese examinations were conducted in late
1892 or early 1893. We also determined when tloe pxam took place. We look at this pre-
panic period for two reasons. First, in 1891,dbmptroller expanded the report from three
pages to seven pages, so looking at the examinagpants during this period provides
considerably more information than was availablergo 1891. (Though in both periods,

supplemental pages were sometimes included ifxammer felt a particular need to comment

8 We looked at whether our Southern cities diffefredh cities in the Ohio River Valley, and found yheoked
fairly similar. This finding may reflect the fadidat New Orleans, which had a long history as a ingnéenter,
represents a sizable part of the sample.

9 In particular, we select banks that filed a cafiort in September 1892; while we do not use tHee@ort much
here, we do so extensively in related work. Wexidude one bank from Kansas City which was chedtér mid-
1892, has an exam report in September and earlgiber, and liquidates in mid-November. Given tharslife
span of the bank, it has an unusual balance shdetxam profile.
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at length about some aspect of the bank.) Seeamayould like to gain a better understanding
of banking practices in normal times to providesadhmark for understanding how the banking
system might be affected during the panics.

Examinations typically took about two days, butldaake a bit longer for banks farther
west, larger banks, or banks in reserve citiemakBavere typically examined every nine or ten
months. Whether all the banks in the town weremerad at about the same time depended on
the number of banks. In towns with fewer banksytivere all examined in short order. If there
were many banks, the examiners would look at seeéthem, leave for a month or so, then
return to examine the rest. This approach likefleoted a balancing of the benefits of surprise
examination and the desire to economize on timetramdport costs.

The material in the examination report covered hlo¢ghoperations of the bank and its
balance sheet. It provides information on the owlme, the corporate governance practices, and
the management of the bank. Many, but not allkbavere owned substantially by insiders,
with the largest shareholder often being the Pesdjchlthough sometimes a board member who
was not part of the management team was the lasgastholder.

Corporate boards of directors employed several mearegulating and monitoring the
behavior of officers, including instituting an iqgEndent discount committee to examine loans,
appointing more independent directors to the baardequiring various bank officers to post
surety bonds. Such practices tended to be movelerd in the more Eastern and Southern
locations within our sample. These findings suggeasevolution in the purpose and obligations
of the boards of directors of banks relative tartparpose in the ante-bellum period in the East
(Bodenhorn 2013, Hilt 2008, and Lamoreaux 1994)wadiscuss in more detail below, we find

that the use of formal governance substituteslmecbank ownership; in banks where the top
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three officers (President, Vice President and Gasbiwn large shares of the bank’s stock, there
is less of a tendency to employ formal corporateegamance practices (see also Calomiris and
Carlson 2015a).

There is considerable detail about the loan bodkenexaminer reports. Most loans
were made “on time” rather than “on demand” andjevipenerally not secured by collateral
(owing to the prohibition on real estate lendingans often had a second signatory to ensure
payment of the loan. We find that some banksjqadarly those farther west, had a
considerable portion of their loans in real estatetgages despite the strict legal prohibition on
National Banks’ originatingny such loans. Such prohibitions appear to have beaded by
incorporating real estate as secondary collatéted #ne origination of the loan. On average, real
estate loans constituted 3.6% of all loans, buttkdian percentile was much lower (1.1%), and
the 7%" percentile was only 1.2%; clearly only a smallgidion of National Banks made a
significant proportion of their loans in real estéhe maximum exposure was 11.2%).
Examiners monitored loans related to real estgieaslly closely, tracking their total amount
and commenting on their performance.

The information about liabilities includes the amtsuof each type of liability as well as
information about the rates of interest paid. @xirsat with other studies of regional differences
in interest rates (Davis 1965, Sylla 1969, Smileyd, and James 1976), rates paid on time
deposits for the banks in our sample tended tadieehfarther west. We also learn from the
examiner reports about the use of collateralizetificates of deposit as a form of interbank
borrowing. This form of borrowing, which examinetswed as similar to bills payable or
rediscounts, has not been noted much previouslg.oldéerve that the use of all types of

interbank borrowing tended to increase in Octolner @minish in February, a phenomenon that
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represents another facet of the seasonality inadsteates and flows of money to and from New
York City during this period that has been notedthers (Kemmerer 1911, James 1978, and
Miron 1986).

The examination reports also provide informationudtihe quality of managers, about
dividend payments and about examiners’ opinionandigg likely losses on different assets.
Banks generally paid dividends twice a year. Bdakihier west were somewhat more likely to
have not paid dividends recently—either becausg were new or because they had higher
expected losses—but those banks tended to payrtdghdends per share when dividends were
paid. Expected losses primarily reflected prob&ide losses rather than writedowns of any
other type of asset. Additionally, some banks tisie assets a large amount of furnishings, and
the examiners noted when such extravagance wag fikenake a material contribution to total
loss. As Calomiris and Carlson (2015a) note, #igléd to occur in situations where both the
stock ownership of the bank was diffuse and theas avrelative absence of formal corporate
governance discipline.

We organize our detailed discussion of the exantinateport by following the structure
of the reports themselves. Section 4 provides mé&tion about the nature of the examinations,
such as their length of time and the frequency witich they were conducted. Section 5
describes examination report information relatm@wnership and corporate governance.
Information about balance sheets is described aice6. The examination reports also

contained a recapitulation section, which is désctiin Section 7.

4. Timing and Frequency of the Examiner Reports
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All of our sample cities contain at least two NaabBanks, and some cities have as
many as thirteen. In cities with a relatively shmaimber of National Banks, the examiner would
typically examine all the banks in one visit. édwins with a larger number of national banks, the
examiner would often look at some banks, leavaftime, then return to review the rest during
a second visit. For example, in Omaha, four bavmke examined in November of 1892 and the
remaining five banks were examined in March of 18%8pically when the examinations for
National Banks in a particular location were sefatathe break would last about a month, but
gaps of three or more months were not uncommothoAgh the timing of returns to a city
probably were not quite “random” dates for starting exam, the breaks between the
examinations of different subsets of banks withaity likely alleviated some of the window
dressing in anticipation of an exam (whereby bamésld alter their financial condition once the
examiner first appeared in town).

The typical examination in our sample lasted ongvordays (with two days being
slightly more common than one day—see Table 2)vidgthe exam take more than 4 days was
uncommon and occurred for less than 10 percemteo$ampleé? Larger banks tended to have
longer exams; the typical exam length was roughly day longer for banks with assets at or
above the median of the sample than for banks aggiets less than the median in the sample.

In the early 1890s, the Comptroller’s office swid from requiring annual to requiring
bi-annual examination's. For our sample, the preceding examination hadwvenage, occurred

about 10 months earlier. However, it was not unoom for the previous exam to have occurred

101n at least one of these cases, the examinertezpbeing called away in the middle of the exaragsist with
matters at another institution. While some examsimg@peared to work on weekends, others did nachwhight
have contributed to lengthening the observed dumaif their exams.

11 See Robertson (1968) for a discussion of the histbthe National Banking System and the rolehef bank
examination process in that context. White (19883usses the regulatory environment for both Matiand state-
chartered banks and in particular describes howlaégns for state banks varied from state to state
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a little more than one year earlier (the upper tjedor the number of days between exams is
373 days). The frequency of examinations appeansye varied regionally. For banks along
the Pacific coast, the median time between exansgwgh over one year, while for banks in the
Ohio River Valley/South, the median time betweeareg was just under nine months.

The examination reports used here include the wb80 different examiners.
Examiners could cover a wide area; for instanceplgerve one examiner covering Alabama,

Louisiana, and parts of Tennessee.

5. Ownership Structure, Management, and Cor por ate Gover nance

One page of the examination report was devotédetgovernance and management of
the bank. Examiners were asked to list each mepflibe Board of Directors, the number of
shares of stock in the bank each director heldl; ¢ty of residence, the amounts they owed to
the bank (or the debts of others that they had rsed, and the other occupation they might
have. The examiner was then asked to commenteooviersight exercised by the Board: the
frequency with which they met, the operations ef ittdependent committees to monitor the
bank, and whether the Board had been elected iapepfashion. Examiners were also asked to
provide information on the officers of the banke tAresident, Vice-President, Cashier (in
today’s parlance, the Chief Operating Officer & tank), Assistant Cashier, Teller, and
Bookkeeper. The information here included theileintedness, salaries, surety bonds, if any, as
well as general comments on their quality includiwgether the officers are capable, prudent,
and of good reputation or not, and whether in yainion, their management is efficient and

successful, or otherwise.”
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5.1. Ownership structure

We classify shareholders into three groups. ®@sirdroup consists of management of
the bank, particularly the president, vice-presi@@nand cashier. The second group of
shareholders consists of independent directorgetbfis members of the board of directors that
were not officers of the bank. (The presidenthefibank was always on the board and it was not
uncommon for at least one other officer to be alé w&he third group consists of the other
outside shareholders—non-officers, and non-boarntbees.

The distribution of ownership ranged consideralfg. shown in Figure 2, in some
banks, the majority of shares were owned by theagament while at other banks managers
owned almost no bank shares. In our sample ofddh& median ownership share by
management was 17 percent, but exceeded 37 péoceme-fourth of the banks in the
samplet? Management ownership tended to be somewhat ihigltiee Mountain/Southwest
and Pacific parts of the country. Ownership bysmlé directors tended to be a bit more modest
with the median proportion being 12 percent. Qieis held the remainder. The single largest
observed shareholder tended to be the presiderghwlas the case at 60 percent of the banks.
However, at about 30 percent of the banks, anaritdirector was the largest observed

shareholder and at about 10 percent of banks asi@er was the largest shareholder.

5.2 The Board of Directors
Boards of directors clearly were regarded as inambiin exercising oversight of the

bank. The number of directors varied greatly. Ingample, banks had an average of 9 directors,

2 Thus is appears that, in general, ownership wsssdencentrated than it had been for banks opgratiNew
York early in the 19 century as reported by Hilt (2008).

-20 -



although some institutions had as many as 23 tevasis 4 (Table 3% Boards tended to be
bigger at larger banks and at banks located matteet&ast.

The majority of the board usually consisted of peledent directors (although every
bank was required to have at least one indepermlieator). The average portion of the board
that consisted of independent directors was a bierthan two-thirds. Independent directors, in
theory, acted as the voices of outside shareholtetserved on the Board to protect the
interests of outside stockholdéfdndependent directors also traditionally helperhat
business to the bank and could provide indeperatelysis of the creditworthiness of potential
borrowerst® The occupations of the independent directorsimsample are consistent with
these responsibilities.

The most common occupation for the independentttirg, as indicated in Table 4, was
that of “Capitalist.” Presumably such individuadspecially if they were shareholders
themselves, would, at least in part, be willing abte to promote actions that would enhance the
value of bank shares. Independent directors, ofseglike managers, could face conflicts of
interest. In particular, they might themselves bBekoborrowers, and thus could conceivably
collude with management to receive favorable tesmians at the expense of shareholders.
Indeed, as we discuss below, we find that whendsoare dominated by outside directors,
outside directors receive more loans from the bank.

Merchants, particularly wholesale merchants, wése a very common occupational

category of members on bank boards. Such indilsduare also potential customers of the

13 The average number is quite similar, though thadsrd deviation considerably larger, to that foopd
Bodenhorn (2013) for the number of directors onkiamards in mid-Nineteenth century Massachusetts.

1n his handbook providing suggestions to natidrzailk shareholders, Coffin (1891) argues that thectiirs of
the National Bank are intended to be the repreteessof the shareholders and that shareholderistdagelect
individuals whose “integrity, ability and judgmemill best represent their interests.

15 For instance, the examiner reported that for arkb“The directors have been selected from theyhbasiness
men of the place, partly for the prestige their aamive the bank and partly to obtain their patgeriaFrom the
examination report of the Helena National Bank dal@nuary 4, 1893.

-21 -



bank and would likely have been particularly awairshifting business conditions. Thus, they
could have fulfilled the goals of attracting busis@nd of advising management about business
conditions and the relative merits of differentdte.

Lawyers and attorneys were somewhat common as lbeamtbers, constituting about 7
percent of independent directors. There were s@t@gnizable regional patterns to the
occupation of board members, with lumbermen beingencommon in Minnesota and distillers
were listed only in and around Kentucky. One biankos Angeles listed both the Governor of
the state and a minister among the members obésdb A few notable individuals appear on
the boards occasionally; for instance, Messrs.tBr@nd Gamble, president and vice-president
of a corporation of the same name, appear on taallad the Citizens National Bank of
Cincinnati, OH®

By chance, we observe a handful of instances wifécers/directors appear at multiple
banks. For instance, the president of the Manufacs National Bank in Racine, WI is also
president of the First National Bank in Fargo, NIDe president of the First National Bank of
Albuquerque, NM is also president of the First Na#il Bank of El Paso, TX. In these cases, it
is the cashier who runs the second bank with thsiént stopping by only a few times a year.
We also observe that the President of the LumbéemNetional Bank of Stillwater, MN also
sits on the Board of the Second National Bank oP&ul, MN. The examiner’s report for
Rochester National indicates that the largest $tolcler is the estate of the former president
(deceased) who apparently owned a few other basksell.

Frequently at least some directors borrowed frioendank. On average, about 5 percent

of the loans of the bank were to members of thedy@dthough this share reached as high as

6 Another notable name, Henry Weinhard, brewer, apgpen the Board of the Commercial National Bank of
Portland, OR. No doubt Mr. Weinhard was an experthe importance of liquid assets.
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27 percent. On average, banks with a higher thahanewumber of directors, a larger than
median proportion of independent directors, orgdathan median ownership share by
independent directors tended also to show a higtmgrortion of loans to independent directors
(Table 5). There was little regional variation irck lending'’ The principle systematic source
of variation in loans to directors reflected difaces in corporate governance practices. When
banks employed formal corporate governance morere fnequent board meetings, more
independent directors, and the creation of a fotoal review committee in which an
independent director participated — directors terndehave a larger share of the total amount of
total insider lending; when such practices wereahdirectors had a smaller share and
managers had a larger share. In other words, daights tended to be accompanied by a greater
proportion of insider loans (Calomiris and Carl&i5a).

Most commonly, board meetings were held monthly vieeekly or quarterly meetings
were also common (Table 6). At a considerable rermobbanks, the meeting frequency was
reported as “Irregular,” much to the disapprovalhef examiner. Frequent meetings were more
common in the Ohio River Valley/South region wheearly one-third of the banks had weekly
board meetings. Meetings were less frequent fartlest, with quarterly meetings being the
second most common frequency in the Plains and kouSouthwest regions. While nearly
half of the banks in the Pacific had monthly megdirthe second most common frequency was

“Irregular” at 17 percent.

7 nsider lending has received considerable attantistudies of early banking in the United StatEsr instance,
Lamoreaux (1994) argues that ante-bellum banksi England were in large part loan clubs wherersicerable
portion of the banks’ lending was to the memberthefBoard of Directors. Lamoreaux argues thal $eieding
declined as a share of lending over thé& C@ntury and finds that by the 1890s only abou¢@ent of loans were to
members of the Board, a number similar to whatine fiere (especially if we include the bank officénat also
served on the Board).
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Independent discount committees that reviewed ¢weloans being extended were an
important part of corporate governance. Such cdtaas were present at about 60 percent of
the banks. At the remaining institutions, the examindicated that the discount committees
were inactive and that management was left to theeos. There is clear regional variation in
the use of such committees. An overwhelming mgjaf banks in the Ohio River Valley/South
had them, while only a minority of the banks in Meuntain/Southwest did. Reserve city banks
were also more likely to have independent comnstthan other banks.

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

being represented, either in person or by proxy, heted.

5.3 Management

The three primary officers were the PresidenteMPresident(s), and Cashier. There
were a number of instances in which there wereiplelassistant cashiers, tellers, or
bookkeepers, especially in the larger banks; inlldmaaks some of these latter positions were
vacant.

The examination reports provide useful informationcompensation. Presidents had the
highest average salaries at $4,416. The averdagesdor the cashiers at $3,416 slightly
exceeded those of the vice presidents at $3,14fri&s of the Presidents, Vice Presidents, and
Cashiers topped out at $50,000, $9,000, and $20r86pectively. On occasion it was noted that
one or more of the top three officers did not reegiany fixed salary. Not surprisingly, salaries

were much higher at larger banks, at reserve ebkb, and in more eastern parts of the country.
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Requiring officers to post surety bonds was ayaidmmon practice. These bonds could
be seized by the bank shareholders (or bank regenvthe event that the officer posting the
bond committed some offence, such as fraud or aloseg with funds. Bonds could be personal
(backed by assets held in escrow) or provided tft@surety company. Given that the
cashiers were typically responsible for oversediregbooks, and given that they therefore
enjoyed ample opportunity to commit fraud or hideds, it is not be surprising that the cashiers
were the class of officers that posted bonds miegukntly (60 percent). The Presidents and
Vice-presidents posted bonds somewhat less frelyu@at percent and 15 percent of the time,
respectively)® The bonds were typically about 5 to 10 timesshlary of the individual in
guestion. In addition to checking whether the [sowdre posted, the examiners also verified
that the bonds were being held by someone otharth®individual posting the bond.

Mirroring the phrasing of the question on the exsation form that the examiners were
asked to address, officers were typically descrémettapable, prudent, and of good reputation.”
It seems that so long as the bank was profitabé&entanagement was described as efficient and
successful. In only 13 percent of cases did tlanéxers indicate that they had concerns about
the officers. When concerns arose, examiners woailok to inexperience, excessive salaries,
having outside interests that took too much ofrtagention, or a lack of prudent management.
(Frequently there were other problems at thesedaskvell, with troubled loans and expected
losses on assets tending to be higher on aver&gene case the examiner flagged the personal

reputation of the management in matters other bizaking, stating that: “officers appear

8 For more information about surety bonds, espscthtbse provided by surety companies, see LuntZ)L92
191t was uncommon for the President or Vice-Predit@he bonded if the cashier was not, but it diggen in a
few instances.

.25 .



capable and rather prudent. President and casinerthe reputation of being fond of ‘women

and wine.” Other officers of good reputatiofi.”

6. The Balance Sheet
Here we review the information contained in thekbalance sheet that was included in

the examination reports.

6.1 Loans

Loans accounted for about 60 percent of assetayerage. Commensurately, a
considerable portion of the examination report degoted to discussing the loan book.
Examiners were first asked to provide a numerigahaew of the loan book and then to provide
more descriptive information.

The numerical information took the form of a tathlat reported the dollar volumes of
loans by type and then by quality. Loan type wasebl on whether the loans were “on demand”
and could be called at any time by the bank, “oretiwith a fixed maturity date, and whether
the loans were secured, either by collateral oothgr individuals who might act as guarantors.
These exclusive categories were (with each avesiagee in brackets):

: on demand, paper with one or more individuafimn names [7.2%)]
: on demand, secured by stocks, bonds, and oérsompal securities [5.3%)]

> on time, paper with two or more individual ainfinames [38.5%]

. on time, single-name paper (one person or fismhout other security [22.8%]
: on time, secured by stocks bonds and other parsecurities [21.1%)]

: on time, on mortgages or other real estate gg¢G8r6%o]

TmooO w>

20 Examiner report of the City National Bank of Dalla X dated February 23, 1893.
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For the quality assessments, examiners were aslkadtérmine whether the loans were past due
according to statutory criteria and whether loaesenoverdue for other reasons. These two
categories appeared on the table as items:

G: bad debts, as defined in section 5204, Revisawiss [1.9%)]

H: Other suspended or overdue paper [7.1%]

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

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

ltems G,H, and | were subsets of items A-F.

As is clear from the numbers above, most of tl@$amade during this period were time
loans that were not formally secured by collatetdhwever, these loans often had a second
signatory to whom the bank could turn in case tiiragry borrower was unable to pay. Demand
loans, where the bank could demand repayment diraey were generally not a large part of
the loan portfolio but were somewhat more commathéOhio River Valley/South and the
Pacific parts of the country (Table %/).Some contemporaries indicated that these loags ma
have served as a secondary liquidity reserve bedaarsks could call these loans in as needed
(Moulton 1918). However, at some banks, demanddaaight be less liquid because they
consisted partly of loans that had previously neduyut whose borrowers were having difficulty
repaying; restructuring the loans into demand logas a way of allowing the loan to stay

current while still allowing the bank to exert d@me on the borrower. Although National

21 See also James (1978, especially pages 54-74)dsicussion of different types of loans.
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Banks were prohibited from originating mortgagen®amortgages and real estate loans appear
to have been a non-negligible part of the banka Iportfolios; we discuss these further beféw.

During the National Banking Era, banks were n@pgised to make loans to any single
counterparty for more than 10 percent of the bapksgl-in capital. This rule apparently was not
strictly enforced: a bit more than half of the bamk our sample had at least one “excessive”
loan. Examiners for the most part chided the bdomkbaving such loans, but unless such loans
were substantial in number, the examiners did fiehalemand that these “excessive” loan
amounts be reduced. One reason the examinerdemgat was an un-level playing field;
examiners sometimes noted that the state-charamds with whom the National Banks were
competing did not face such loan limits so thatNlagional Banks needed to be able to extend
such loans in order to remain competitive. Evidesiceome discretionary forbearance in
enforcing some rules raises the question of whetgarlation and supervision were actually
effective. We consider this question in detail ecton 8 below, where we argue that
supervision was somewhat flexible, but did notratie repeated or egregious violations.

As part of the more descriptive information inaddn the report, examiners were asked
to comment on the overall quality of the loan paitf as well as whether it was “well
distributed”. (The precise meaning of “well distribd” is not clear, but it typically appears to be
interpreted by the examiners as asking whethelotres were distributed across a larger number
of smaller borrowers.) Examiners were generallypfably impressed with loan quality. They
characterized the quality of loans as somethingrathan good—such as poor or fair—for just

28 banks (although for 14 banks an overall charaeti#on could not be determined from the

22 While examiners regularly reported the interetggaaid on several types of liabilities, they dnlyequently
provided details on the interest rates chargedand. The few reported rates for time loans weseral 10
percent. Interest rates on overdrafts were apfgrguite a bit higher with rate of 12 or 24 percegported. The
rates we find on loans are generally consistert atiher reports for the time such as James (1978)hite
(2001).
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examiner’'s comments). So long as the bank dichawé too many excessive loans, its loans
were described as well distributed.

Troubled loans typically constituted about 10 petad loans. The loan portfolios of
banks in the Mountain/Southwest and Pacific regtengled to have a greater proportion of
troubled loans than banks in other regions. Exarsialso were asked to provide descriptive
comments on suspended or overdue paper; the commhantvere provided varied substantially
across examiners and we found it difficult to devasway to usefully capture the information
that was provided®

Nearly 70 percent of the banks in the sample h#shat some loans secured by
mortgages or real estate. As noted before, althdagks were prohibited from originating such
loans, banks were allowed to take real estatedabti@nal) collateral for loans already extended
(Coffin 1896, Paine 1914). Of banks that held gages, the average number was 5 such loans,
although one bank held 47. The average sharean§lthat consisted of real estate loans was 3.6
percent, but the proportion reached as high ae&fept. The proportion of the loan portfolio
that consisted of mortgages was lowest in the @iver Valley/South (at about 2 percent of
loans) at highest in the Pacific (at 7 percenf)e @istributions of real estate loans by region are
shown in Figure 3.

The final part of the loan book that was discussad the use of overdrafts. Most
examiners commented on whether the overdrafts grarged “habitually” to the bank’s
customers (a practice that was frowned upon) aretiveln the overdrafts were secured. The
practice of allowing habitual overdrafts was muabrencommon in the Mountain/Southwest

than in other parts of the country. As with “exsigs” loans, examiner commentary suggests

2 Though sometimes these notes produced some dateriments such as from the examiner report ofttss
National Bank El Paso, TX dated June 20, 1892 thadpended debts $1500 due since May 1891, makeil for
murder forcing collection from surety.”
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that National Banks adopted overdraft lending nyeégpart because of un-level playing field
concerns; one examiner reported that the overdnadte “Habitually granted according to
Western custom and in competition with state barkBank officials sometimes worried that
they would lose customers if they did not grantrdvafts.
[Overdrafts] Not secured, habitually granted, alnporary but allowed by the
president [out of] fear of losing a customer. Sooheéhe parties are chronic in
overdrawing and always in red, that being theirofge color. The only

recompense the officers have is to collect from2h® interest while balance is
running. Book keeper said not a bad account artiogmy®

Overdrafts were generally reported to be unsecured.

6.2 Reserves

Examiners were asked to provide information orklsareserves and how recent levels—
both its current level and average over the pasta38—compared with the required reserve
holdings. (The reserve ratio was defined as cadibalances at reserve banks relative to
individual deposits plus net interbank depositshwbme adjustments allowed for National
Bank notes and items due from clearinghouses.b&ks located in reserve cities, the reserve
requirement was 25 percent and for other banksederve requirement was 15 percent.) The
reserve ratio exceeded the legal requirement nidkedime, but was deficient at the time of the
exam for about 18 percent of the banks in our sampigure 4 shows a histogram of the amount
by which the average 30 day reserve ratio repdiyeithe examiners exceeded the legal

requirement (the 30 day average ratio was providedl56 of our 207 banks); we focus on the

24 From the examiner report of the Commercial Nati@ank of Salt Lake City, UT, dated August 3, 1892.
25 From the examiner report of the Albuquerque Nati@dank of Albuquerque, NM, dated July 4, 1892.
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excess reserve as banks in different cities websgstto different requirement8. For the
median bank in our sample where the reserve ra®reported, the reserve held by the bank
exceeded the legal requirement by 6.25 percentaigésp For about 10 percent of banks the
reserve ratio exceeded the required ratio by at & percentage points. Clearly, for many
banks, their holdings of reserves were dictatedusmess considerations (for example, for
controlling risk or signaling the quality of theisk management to their depositors) rather than
by regulatory requirements. In general, banks semee cities tended to hold smaller buffers than
banks in country towns.

The 37 cities in our sample include many of thigea ones in the Western and Southern
parts of the United Statés.A number of them were designated as “reservestifor purposes
of regulatory cash reserve requirements. Depbsitsat banks in reserve cities could count as
part of a “country” bank’s legal reserve and thésposits often served as part of the regional
payment system (see James 1978 for further detdine of the other cities, even though they
were not technically reserve cities, were importrugh regionally that other banks held
deposits there. Thus, many of the banks in oupsaplayed important roles as intermediaries
in interbank markets. Nevertheless, our samplieidtes a number of banks from smaller cities
as well.

Cash reserve requirements specified a certaih ¢téwash and deposits in reserve city

banks relative to deposits and net due to banks nidcro-prudential purpose of these reserve

26 Actually, the 30 day ratio is not reported fortthaany banks. In a few cases the examiner reporstelad the
ratio for that day and stated it was pretty clasthe average. When the 30 day average is missihg
examination day number is reported, we use thedagenumber.

27 The cities are: Birmingham, AL; Mobile, AL; Sanddjo, CA; Los Angeles, CA; Denver, CO; Pueblo, CO;
Indianapolis, IN; Des Moines, 1A; Dubuque, |A; Legion, KY; Louisville, KY; New Orleans, LA; Minneais,
MN; Rochester, MN; St. Paul, MN; Stillwater; MN; Ksas City, MO; St. Joseph, MO; Helena, MT; Lincdif;
Omaha, NE; Albuquerque, NM; Fargo, ND; Cincinn@; Portland, OR; Knoxville, TN; Memphis, TN;
Nashville, TN; Dallas, TX; El Paso, TX; San AntonioX; Salt Lake City, UT; Spokane, WA; Tacoma, WA,
Milwaukee; WI; Racine, WI; and Cheyenne, WY.
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requirements is clear from their regional structatebanks had to maintain reserves above 25%
of deposits, but the required composition of resemepended on the location of the National
Bank. Banks outside major cities need to hold adrsent reserve, three-fifths of which could

be held as deposits at banks in larger “Resenigssoor, “Central Reserve” cities—New York,
Chicago, or St. Louis. Banks in Reserve citiesledeo hold a 25 percent reserve, half of which
could consist of deposits in a “Central Reservey.cDeposits in New York, and to a lesser
extent in other Central Reserve Cities, playedyar&ke in the settling of interregional payments.
Given their position at the top of the interbankaggid of deposits, banks in Central Reserve
cities had to maintain their reserves in cash.s Bgstem of requirements ensured that the central
nodes of liquidity in the system were relativelgutated from potential disruptions in the
interbank network (e.g., suspensions of conveityhibecause their reserves were held in the

form of cash within their own vaults.

6.3 Other assets

Examiners listed the stocks, securities, and atlz@ms held by the banks. Claims could
include judgments against other parties arisingifoourt decisions. Examiners were asked to
list the book value and the current market valGenerally items were held at roughly their
market value, although for about 17 percent of Bankhe sample, the examiner noted that the
bank held too many securities that were bookedateg in excess of market values or were of
guestionable value.

Examiners were also asked to provide informatiomeposits due from reserve agents,
banks, and bankers as well as to comment on casis.it With respect to due from other banks,

examiners often simply noted that they were seekardication on items due from other
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institutions; comments, where provided, might rtbenumber of banks that owed funds to the
bank being examined. Occasionally, copies of timfletters sent to correspondents to verify
funds were included with the report. Cash itenctuded checks due on local banks, any
disputed items (sometimes forged items), and ocnally expense items; the latter two items
were required to be written off by the bank. Oftlea@ examiner would simply describe cash
items as “regular.”

The condition of the banking house was also cal/earéhe exam. Most buildings were
described as “suitable and convenient” with a vanlt safe that were “good and secure.” In a
few cases, the examiner indicated that the bankahamerly expensive banking house (possibly
a management perquisite taken at the expense @aghders). In one case the examiner
expressed the concern that “While vault and saesacure, | am compelled to say their banking
room is in bad shape as it has been allowed t@dorgy without repair that the walls are dirty
and dingy and in many places the plastering héanfaiff and it needs fixing up badfy.
Examiners also indicated whether the furniture faxtdres were worth book value or whether
their values needed to be written down.

In a few cases, an examiner would note that tié bhared offices with another
financial institution, typically a state-chartergavings bank, which would have overlapping
management. The examiners often expressed coradeons this arrangement. In a few
exceptional cases, it appears that there was inledengeparation of the two financial
institutions.

The business of the People's Savings Bank of Demtech is under the same

management, is conducted in the same room as theénlgeoffice and the counter

and vaults are used in common. The business dfaviegs bank appears to be
about as active as that of the national bankorlfhy cause a run should be made

28 Examiner report of the National Bank of Commert®maha, NE dated March 21, 1893
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on the savings bank, no doubt the national bankdvioe: affected thereby as the
business of the two institutions appear to be @sety connectet’

The last asset item that was discussed was theshaoldings of “Other Real Estate and
Mortgages Owned.” Typically these were propertieguered when a loan went bad. Among
banks that owned such real estate the average muhpmperties held was 4 and the value of
the loans associated with these properties repesenn average, about 3.5 percent of loans.
Typically the value of real estate owned exceetfledridebtedness of the borrowers that had

pledged the real estate as collateral.

6.4 Capital account and earnings

As part of their discussion of the capital accaafrthe bank, examiners were asked to
verify that the ledgers containing the identitystdckholders were correct and that surrendered
stock certificates were properly canceled. Undatidthal Bank law (prior to 1935),
stockholders suffered the risk of double-liabilisgockholders could be assessed to cover capital
impairments or short-falls to liability holderstime event of a receivership in an amount equal to
their interest in the bank’s paid in capital. Ased by Bolles (1890), the bank ledgers were the
source for the identities of the shareholders. &keaminers found that the ledgers were
generally kept correctly and in only two instaneese stock certificates reported as signed in
blank (which enabled the stock to be more easily ot made it more difficult to determine the
identity of the holder). Examiners also reportedahether the bank held its own stock as
collateral for loans or otherwise; about 13 peradridanks were reported to do so.

Double liability meant that stockholders coulddssessed for an additional amount equal

to the paid in capital of the bank if the bank welaced into receivership. Consequently, the

2% From the examiner report of the People’s Nati@wik of Denver dated April 18, 1893. As describgd
Carlson (2005), runs on the savings banks did mdewe negative effects on the associated banksgdilne crisis
of 1893.
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actual amount of equity that acted as a bufferregdoss, from the standpoint of bank
depositors, was more than the amount of paid iitalegnd accumulated retained earnings. This
is probably best understood as a means of allobamd stockholders to avoid having to
liquidate assets deployed elsewhere when investibgnks.

It is important to note that double liability obskholders was not a capital adequacy
micro-prudential regulation, because there was monmum capital ratio relative to assets or
debt. In other words, banks were free to maintailoe a proportion of equity-to-assets as they
liked. Minimum capital requirements did exist, blubse simply limited the minimum size of the
bank’s equity base, not the size of equity relatovassets or relative to total bank risk. This
difference in treatment of the regulation of equhd cash is interesting and points clearly to the
macro-prudential motivation of National Bank redidas. Market discipline was relied upon to
ensure individual bank safety and soundness, guithtaatios were not regulated. In contrast,
given the externalities of liquidity that aroserfranterbank transactions, minimum amounts of
reserves were required in proportion to depositd,the structure of those requirements (cash vs.
deposits in other banks) varied according to tieation of the National Bank.

The examination reports also contained informatinrwhen the most recent dividend
had been paid, whether profits were carried thrdoghurplus, and whether profits were used to
charge-off losses or to write down the value olsiies or the banking house. Examiners could
also note whether they thought that there was sorethat the bank should not pay a dividend
during the upcoming period. Nearly 70 percentariks had paid a dividend within the 6
months prior to the exam (Table 8). Those dividewdre, on average, about $5 per share.
Dividends were somewhat less likely to have bead rgently in the Mountain/Southwest and

Pacific parts of the country, but when they werie pi@nded to be a bit higher in terms of dollars
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per share. About three-fourths of banks had régcesed profits to write off at least some
losses. Examiners generally did not see much ne@sdoanks to refrain from paying dividends.
They provided a reason for not doing so at abouiek6ent of the banks in our sample, most
commonly noting that the bank was fairly new anddeal to build up its surplus, that the banks
needed to deal with accumulated bad assets, oit gtaduld restore the surplus after having used

it to write down bad assets.

6.5 Liabilities

Much of the remainder of the report concernedsthacture of liabilities. Examiners first
commented on money that the bank owed to othersban# whether this took the form of “open
accounts” (most common) or certificates of dep@eis common). The examiners’ reports
indicate that most banks that took deposits froneiobanks and paid interest did so at a rate of 2
percent at this time. James (1978) notes that Xenk banks also paid a rate of 2 percent on
correspondent balances; it is interesting thatrttis appears to have been fairly common across
the country and did not vary regionally, unlike soather rates. Examiners then reported on
deposits more generally. Some detailed informatiothe constituent parts of individual
deposits was included in the examination repod.réported in Table 9, the bulk of deposits
were checking accounts (74 percent), followed byaled certificates (14 percent) and time
certificates (11 percent). Time and demand cediéis of deposit were not much used in the
Ohio River Valley/South, but accounted for 25 top@scent of individual deposits in other parts
of the country.

The examination reports also provide some inforomatin the cost of different types of

funds. Interest was almost never paid on checkaugpunts. Public funds were an important
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source of funding for banks and these accountbelid interest. Some public accounts were
very large and the examiners would comment if #nekappeared overly dependent on them.
Examiners reviewed the certificates of deposit (zBsd checked whether the certificate
books were properly kept. The rate of interes€@s was also often recorded. The average rate
paid on CDs in late 1892 and early 1893 was abqardent, although it reached as high as 7
percent. Some examiners reported that the bafsedfCDs of several maturities and that they
paid a lower rate for CDs with a shorter maturigypically around 3 months) and a higher rate
for CDs with longer maturities (around 6 month$here was also some regional variation: rates
were lowest in the Ohio River Valley/South with fpaularly low rates being paid by banks in
Cincinnati (at 1 percent) and Indianapolis (at 28icpnt). Rates moved up progressively with
distance west with banks on the Pacific, partidyl@regon and Washington, paying the most
(in excess 5 percent). Thsee regional patternsargistent with previous work on interregional
interest rate variation (Davis 1965, Sylla 1969181975, and James 1976). That the regions
with the highest level of interest rates are afgxsé where troubled loans were a greater share of
the portfolio and where dividend payments were nioirequent, is also consistent with the idea
in Odell (1989) that some of the differences iriast rates may reflect differences in risk.
Borrowing from other banks received special attenand was viewed as a possible
signal of bank weakness (the inability to accessmabretail funding sources). Such borrowing
tended to carry higher interest rates and invobathteral and was generally viewed negatively
by examiners. While borrowing in the form of bitlscounted or rediscounted has been
discussed in other academic work and appears oratheeports, the examiner reports indicate
that banks also borrowed from each other via Chizese CDs were collateralized (unlike CDs

issued to individuals), apparently carried higlaes of interest, and were viewed by examiners
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as similar to other forms of borrowings from banksfteen percent of banks borrowed from
other banks using CDs while about one-third of Isankre reported to have borrowed money
from other banks in any form (bills discounted,isedunts, or CDs issued for the purpose of
borrowing money). Lockhart (1921) claims that theras some stigma associated with
borrowing from other banks and that banks wouldetomes borrow using CDs because such
borrowing was not grouped with other interbank baing on the call report and thus enabled
banks to disguise the full extent of their intetb&orrowing®® Consistent with Lockhart’s
claim, some examiners noted that this form of beimg was reported with individual deposits
by the bank.

As shown in Figure 5, there appears to have bestroag seasonality in the use of
interbank borrowing. The fraction of banks usimmgrowed money is elevated from October to
February and is fairly modest for much of the idghe year (there is a spike in July, although
we have somewhat fewer observations in this morifhge seasonal needs for rediscounts and
other borrowing were noted by the examinérszor instance in November of 1892 the examiner
looked at the First National Bank of Minneapolisldrad this to say:

The business of the bank is very large. | consitiercondition good and

prosperous although while | think it has too mudarrowed money, one can

hardly see how it can be avoided. It takes a gileat of money to handle the
wheat, lumber, and flour at this point. The regutastomers of the bank are
largely of this class and they expect their fulels or nearly so of discounts at this
season of the year and the management feels aghttibely must accommodate
when possible. Toward Spring the reserve is usulélycondition and the money
comes back. | suggested to the cashier that perbapould be better to carry

certificates of deposit that were issued for theppse of borrowing money as
bills payable®?

30 Lockhart (1921) also notes that the National Bagkict restricted bank indebtedness, other thaugfir notes
and deposits, to be no more than paid-in capitéthvbreated an additional incentive for banks tbregeal the
extent of their interbank indebtedness.

31 The seasonality is consistent with reports elsegveach as James (1978),

32 Examiner report of the First National Bank of Méapolis, MN dated November 14, 1892.
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The rates paid on money borrowed from other bard® wypically around 6 percent,
although they reached as high as 10 percent foe dzanks while a few banks were able to
borrow in this way for as little as 4 percent. Amgdanks that borrowed, most amounts were
fairly modest with the average amount being abguggent of assets. However, a few banks
were heavy borrowers with borrowings by one bankwaming to almost 20 percent of assets.
Examiners reported that such borrowing had beehaotthpapproved by the board of directors
in nearly two-thirds of the cases where examinemsroented on this topic. Banks often
obtained funds through rediscounts or through lvarmrg on CDs from banks in New York City,
another indication of the importance of institusan New York in providing liquidity to the
banking system at this time. Borrowing was alsnejdut to a lesser degree, from banks in the
other Central and the regional reserve cities (&o¢ St. Louis, San Francisco) and occasionally

from other local banks or from country banks lodatea distant part of the country.

7. Recapitulation

The final portion of the examination report wageapitulation. Part of the
recapitulation consisted of a table providing tRareiner’s estimate of losses and necessary
write-downs on loans, securities, or other assélese losses were compared to surplus, and
undivided profits, after accounting for other expesy to determine if the bank’s capital was
impaired. The recapitulation also included a rtareadescription of the condition of the bank
that included any recommendations about regulat@gsures that should be taken in the event
the bank was having difficulties. These stepsa@autiude the suspension of dividends, or in

extreme cases, write-downs of capital and assessmestockholders.
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Most banks were successful, with expenses rurlowmgr than undivided profits for all
but a handful of banks. Losses for our sampleaokb, shown in Table 10, also tended to be
small and were less than 15 percent of surplusuaddsided profits for three-fourths of the
banks. In 13 cases the examiner indicated thatdpial of the bank was impaired.

Losses were reported for several categories etagwxluding “bad loans,” other loans,
securities, banking house, furniture and fixtuees] other real estate and mortgages. Most
losses were related to loans, although examindreedommend writing down the value of the
banking house or “fixtures and furniture” in severases. As examiners reported both the book
value and losses expected for the various assgaags, it is possible to gauge the anticipated
loss rates. The median loss rate on loans adnedsanks in our sample (in cases where losses
were expected to occur) was about 10 percent didb& value of the loans.

Examiners could note in the recapitulation whetyaarks faced sufficient troubles that
they should be disciplined in some way. If theerawonly a few troubled assets, the examiner
would often recommend that those specific assetharyed off; bank officials were generally
willing to comply with these recommendations. &ses where problems were more substantial,
one of the most typical sanctions was to recomnteaduspension of dividend paymefitsAs
noted above in Section 4.4, examiners recommerndgdor a modest portion of the banks in our
sample. In some cases, the bank officers indidhizicthey would voluntarily suspend dividend
payments to either charge off bad assets or rebheid surplus; in these cases, the examiner
would often not comment on whether he would alsomemend the stopping of dividend
payments. The examiner sometimes expressed thmophat the management ought to be
replaced, but also made clear that it was the respility of the Board of Directors to determine

whether any change would be made.

33 One could think of such action as an early forrpr@impt corrective action.
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There were 13 banks for which the examiner consttiproblem assets to be so
substantial that the capital of the bank was ingghirln several of these cases, the examiner
noted that the management had recently been reptamkexpressed the opinion that the new
management would likely help put the bank on bdtteting. There were three cases, however,
where the examiner made exceptional recommendatioOng examiner recommended that the
bank charge off bad loans against surplus andatamtl then permanently reduce capital (by
returning some funds to shareholders); reductiorapital would reduce the maximum loan
size that the bank could make and presumably rasalsmaller bank? In a second case the
examiner recommended an assessment against cdpitak third case, the examiner
recommended the appointment of a receiver.

The general condition of the bank is bad and itsiri@ss is not prosperous. It is

impossible for me to make an intelligent estimdtéhe losses that the bank will

probably meet on its assets. So much of its funel$i@d up in real estate that has

no market value now but some of these propertigsand probably shall at some

time become very valuable. The amounts | have putndas probably losses is

surely low enough and it would not astonish mailityfone-half of the capital of

the bank is finally lost...Its capital is badly impad and it would, | think, be

better for the reputation of the [National Bankirsgktem if the bank were placed

in the hand of a receiver but it would cause gtes$ to the shareholders and

make much trouble here if the receiver tried tdizezon the real estate paper. It

is shameful and wicked that so much money shoultbbled away in so short a

time and prove the folly of having real estate siggors as manager of banking
institutions3®

In the narrative descriptions, banks that weraglevell often were characterized
favorably in the recapitulation using statememtsilair to “bank is in a sound and healthy
condition and its business is prosperéftisBanks that were not doing as well were
characterized less charitably. “This bank’s wrettbendition appears to have been caused by

inefficient management particularly in grantinggadines of credit without adequate

34 See Paine (1914, especially pages 80-82) for stsmn of assessments against deficiencies.
35 Examiner report of the Washington National BanRatoma, WA dated December 28, 1892.
36 This one from the examiner report of the Unitealt& National Bank of Portland, OR dated April 1893.
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security..3”” One simple way of summarizing some of the infotiovain the descriptive section
is to note whether the examiner criticized the ngan@ent, the asset quality, or both. Out of the
205 banks where comments were made (no commengspr@vrided for 1 bank), management
problems were cited 19 times and asset qualityes85 times. As might be expected, problems
with management, and especially with asset qualiere more likely when estimated losses
were higher.

In addition to the quality of the bank’s managetreerd assets, some descriptions
contained other useful information. For examptene comments discuss the competitive
environment:

General condition of the bank is good but the cditipe of the old established
institutions prevent it from making much money. Toanks here are all fighting
for business and too many concessions are madertowers. Overdrafts are
seldom refused and paper is allowed to run as kEsghe borrower wants it
without renewal. It is the custom of the place alidhe banks follow 88

Other comments provide information about local @toit conditions.

Bad paper in the bank is largely a relic of thetpathe boom of the city and

[subsequent] harder time especially among reateestan from whom the greater
part of these losses come. The management is rxételf in every way by suit

and otherwise to force collections and reduce #msunt of past due paper.
General business is very large and active andaitsiregs capacity good as will be
seen from the statement of profit since July 1,2189

[The] bank is gradually coming into good conditemd its business is improving.
While property is still greatly depreciated thereems to be a marked
improvement in affairs in and about San Diego wittiie last nine or ten months.
Business generally has considerably improved, #uk loountry is filling up with
settlers, a large amount of land has been plantedrtus and deciduous fruit trees
and a large area will come into bearing with tharyeThe hotels are filled to
overflowing with Eastern tourists, many of themesting. Indebtedness is being
gradually liquidated and much property is gettinpihand of strong holdef$.

37 Examiner report of the Bankers and Merchants MatiB@ank of Dallas, TX dated November 8, 1892.
38 Examiner report of the American National Bank @léha, MT dated January 6, 1893.

39 Examiner report of the National German AmericamiBaf St. Paul, MN dated November 28, 1892.
40 Examiner report for the Consolidated National Bah&an Diego dated February 27, 1893.
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These sorts of comments provide useful characteimof the banking environment, but are

not easily categorized or quantified.

8. How Do We Know that Regulation and Examination Mattered?

Our summary of the process of examination anatimeent of examination reports
shows that the process was taken seriously, bodxéaminers and bankers, and that the content
of examination reports was quite rich. Furthermbemkers expressed their beliefs that
examinations were useful and many supported reftorfengthen and deepen the existing
process. Nevertheless, as we discuss above, wéradsbat examiners occasionally did not
strictly enforce all the rules, allowing, for exal@pmodest violations of loan-to-one-borrower
limits, and temporary shortfalls in cash resentsmsa Our reading of the record contained in the
examination reports is that examiners took a braes of compliance. If a bank was well-
managed and prudent, a small or temporary techwigkdtion was noted but did not result in a
disciplinary action. Examiners tracked compliangerdime, giving banks the opportunity to
correct significant violations so long as they siaspeedily and in good faith. Additionally,
there are at least three sets of reasons to behav¢he regulation and supervision of banks was
effective and contributed to the health and systessilience of the banking system.

First, examiners and their boss, the Comptrallel not lack the power to enforce their
will if bankers ignored their concerns over capi&rnings, loan performance, governance,
funding structure, or other aspects that receivehton in examination reports. Among the
tools at his disposal, the Comptroller could orither reduction or elimination of bank payments
of dividends, and in extreme circumstances, rewkank’s charter. That power also meant that

the Comptroller and his examiners could exercisepmwer by expressing their concerns to
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bank managers and directors — for example, caltinghanges in practices or staff. They did so
frequently in correspondence that has been pres@ieagside the examination reports, and the
responses to those expressed concerns show thédtorg and examiners were taken quite
seriously by bankers. In the cases we trackedadtions or problems detected by examiners (in
particular, shortfalls in reserves relative to riegg reserves), we find that violations did not
typically persist. Furthermore, a key factor cdmiting to the power of examiners and the
Comptroller was the support of bankers for an ¢ffeand credible regulatory and supervisory
process. Banks realized that depositor confidem¢tealthy banks was enhanced by effective
and credible regulation and supervision, and tloeeethey had a strong incentive to provide
political support for the OCC'’s powers.

Second, the subject matter that examination regocused upon was highly pertinent to
bank health and stability, judging from an empiraalysis of the consequences of bank
behavior for their ability to attract deposits dhdir risk of failure (Calomiris and Carlson
2015a). With respect to corporate governance, diemasket discipline clearly rewarded banks
that employed the formal corporate governance tivatked by examiners with higher leverage
and tolerance for taking on risk, especially if bamanagers did not own sufficiently high stakes
in their banks to otherwise gain depositor confaerReal estate loans and non-depository
funding sources (interbank bills that examinersvited upon or regarded as a sign of trouble
were in fact associated with greater risk of suspenduring the Panic of 1893. Maintaining
adequate capital and cash were also key to retpdepositor confidence, in the 1890s, and
subsequently (Calomiris and Carlson 2015a, Calsmaind Wilson 2004, Calomiris and Mason

2003).
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Third, Calomiris and Carlson (2015c) analyze exsarg’ estimates of loan losses — an
outcome of the examination that had clear consempsefor banks’ writedowns of loans and
computation of capital — and find that these esnaffectively incorporated highly relevant
hard and soft information about loan quality. Owdaling of the predictive content of
examiners’ loss estimates shows that they incotpdnaot only public and private quantitative
information about risk, but also included judgmedmngsexaminers that proved to have predictive

value during the Panic of 1893.

9. Conclusion

The examination reports discussed here providsiderable insight into the banking
system of the early 1890s and the regulatory apdrsisory practices of the Office of the
Comptroller of the Currency. They also help illatie the management and governance of the
banks, the characteristics of their loan portfcdiog the nature of their liabilities.

As highlighted in this article, there tended toshéstantial heterogeneity in bank
structure and decisions, often reflecting regiahtiérences in the banking environment. For
example, although, on average, banks with low mamalgownership and greater formal
corporate governance structures tended to undegtaleger risk (Calomiris and Carlson 2015a),
in the Ohio River Valley/South we find that greatise of formal governance tools and less
ownership by management are associated with lglssaking and fewer problem assets.
Perhaps as a consequence, these banks paid bemsaw funds. Moving west across the
country, where there may have been less frequentirsg by examiners, there were more
violations of the banking rules, less formal ovginsiby boards and greater ownership by

management, more risk taking, more problem asaetsgreater returns to shareholders (when
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dividends were paid). The commentary from the @ration reports suggests that some of the
banking practices observed in the western partiseo€ountry reflected greater competition from
nearby state-chartered banks that were subjeessositringent rules than the National Banks.

Differences in individual bank risk choices wesgetated under the National Banking
System. Indeed, there were no minimum requiremfentsapital relative to assets. Furthermore,
banks had wide latitude in their corporate goveceashoices and ownership structures.

The focus of National Bank prudential regulatiorswa@acro-prudential, as evidenced by
the emphasis on the adequacy of cash relativeld @wéh special attention to the externalities
created in the interbank market (hence the highgvgstions of required cash to interbank
deposits for banks in Reserve Cities or CentrabResCities).

The main function of examiners was to ensure tloaracy of bank accounts, which
promoted the confidence of depositors in the estgstem. Examiners not only verified the
accuracy of reported capital through their closangxation of the loan book, they also verified
that cash deposits were actually made in eachedbdimk’s listed reserve agents. And they made
sure that National Banks met their obligationspfoblicizing their accounts in local newspapers.

Finally, in keeping with traditional banking philgshy of the time, and with its macro-
prudential intent, National Bank regulation sharptyited exposure to real estate lending. The
fortunes of real estate, as economists have loteginare closely linked to the business cycle,
which makes real estate lending a key source ofdivgrsifiable risk in bank portfolios.
Moreover, especially adverse times, real estait@sse highly illiquid, making bank recoveries
against real estate loans that default slow andrnteia. The pro-cyclicality of bank lending
produced by loan-supply effects of bank lossesbeas an important feature of the financial

accelerator (Bernanke and Gertler 1989, CalomirisMason 2003). Although examiners
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permitted National Banks to skirt the absolute gytion on real estate lending, they kept a
close eye on real estate exposures and were taghbal of excessive real estate lending.

In the National Banking Era, both the public &inel National Banks themselves relied
upon effective supervision and regulation, and kbtmstrengthen it, to ensure that depositors
were willing to invest in banks. This stands imizast to more recent experiences worldwide
under deposit insurance, where banks have ofténddbor, and succeeded in obtaining,
supervisory and regulatory forbearance (Brown amt 2005, 2011). Furthermore, while the
National Banking Era has often been thought ofrestable given the sensational banking panics
that periodically struck the system, failures dfio@al banks were relatively rare and losses to
depositors were even more rare. Even the paniossiiges say only modest losses to the
banking system. The macro-prudential policies Wwidentify here—high cash requirements
that fell most heavily on the most systemic basksious limits on real estate lending, effective
public disclosures that supported market disciptineinforced by competent supervision were
key to creating this resilient banking system. séish, they provide important guidelines for

today’s debates about the value and potential teffgeess of macro-prudential policies.
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Table 1 — Cities and Banks Used in the Sample

State City Population| Number | Ave. assetg 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 5,69%
Pueblo 24,558 6 1,016 229 3,055
Indiana Indianapolis 105,436 5 2,513 1,84(Q 4,076
lowa 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 4,386
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

-52 -



Note. Assets here are based on 1892 Call Repaxtdiol seasonality concerns. Population data
for El Paso is for the county as the city populatimt available for 1890.
Table 2 — Regional Variation in Examinations

Exam length Time since prior exam
Banks (days) (days)
Mean Median Botto.m Median Top

quartile quartile
Overall 206 2.9 2 207 287 373
By size
Larger banks 103 3.3 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 56 2.8 2 184 314 373
(IA, MN, MO, NE, ND) '
Mountain/Southwest
(CO, MT, NM, TX, UT, 50 3.8 4 197 316 382
WY)
Pacific 29 3.6 3 328 382 409
(CA,OR, WA) '

-B3 -



Table 3
Governance Indicators (means)

Indep. Share of Share of Share of
. banks w/
Board | directors| loansto . Salary of | banks w/
. . Active . :
size as ashare indep. di President| Cashier
: iscount
of Board | directors . bonded
committee
Overall 9.1 69.5 5.4 59.7 $4,40( 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 29.3

*These should be thought of as lower bounds orstiaee of individuals engaged in these
professions. Many individuals are listed accordm¢he particular product they sold.
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Table 5

Independent Director Control and Borrowing

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

(median) control by
independent directors

d&Share of loans that were ma
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 5.2 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 Share of Share of
Demand Troubled banks ... | Real estats
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 2.3
Smaller banks 10.5 56 11.8 47 46 49
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 52
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 )
S o CDs to ) borrowing
individual | certificates| . ..~ borrowing
: . 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 3.3 14 33
By region
Ohio River
Valley/South (OH,
A, 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 5.3 34 48
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Table 10

Losses and recapitulation

Ratio of Ratio of Estimated Share of | Share of
losses to | loan losseg loss rate exams exams
surplus to total on 1oans where where
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) | 290 100 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
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Figure 2A — Distribution of ownership by management
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Figure 2B — Distribution of ownership by independeinectors
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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 dbals
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Figure 4

Distribution of reserves in excess of what was llggaquired
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Figure 5

Share of banks using borrowed funds by month ofresegport
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