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ABSTRACT

This is a study of the nine national banks which operated in
Knoxville, Tennessee, from 1864 to 1913. The purpose of this study was
to determine the major factors influencing the behavior of those banks
as they responded to changes in the national regulatory environment and
local business conditions. The local banks were compared with one
anothef and with other groups of national banks to discover patterns of
acquisition and usé of funds. Information about assets and liabilities
was obtained from reports made by national banks which were published in
local newspapers or by the Comptroller of the Currency, from unpublished
reports made by the local national banks, and from the correspondence
of the local banks wﬁthvthe Comptroller of the Currency. Information
about the national regulatory environment and about local business
conditions was obtained from the work of other students of the National
Banking System, from the Census, and from local histories.

- The National Banking System has been the subject of much scholarly
interest. There is general agreement about how that system influenced
the stability of the economy, but there is less agreement about the
effect that system had uponAcapital flows. 1In spite of generally
accepted ideés about how banks in each of the three classes functioned,
there have been few investigations of the operations of individual
national banks and relatively 1ittle discussion of how local conditions
affected the behavior of banks within each category. This study links

change in the activities of the local banks with change in the structure

iv



of the local financial market. Other studies of the behavior of the
broad divisions of the National Banking System have tended to emphasize
the importance of statutory requirements and conceal the significance of
lpca1 business and financial conditions.

The major finding of this study is that the national banks of
Knoxville were not greatly limited by statutory requirements. Instead,
the structure of assets and 1iabilities changed in response to the local
business and financial environment. When that environment changed, the
local banks' acquisition of 1iabilities and employment of assets changed
also. This study has also found that the Taws governing national banks
allowed them much more freedom to develop imaginative responses to
changing business conditions than has been thought to be the case.
Conseqﬁent]y, there was a wide range in the behavior patterns displayed

by the local banks.



TABLE OF CONTENTS

CHAPTER PAGE
Ao INTRODUCTION o v v v e e e e e e e e e e e e
JJI. THE NATIONAL BANKING SYSTEM AND ITS EVALUATION . . . . . . 7

Introduction . . . . . . .t i e e e e e e e e e e e 7
The Stability of the National Banking System . . . . . . 12
Structure and Operation: An Evaluation . . . . . . . . . 18
SUMMAYY & v v v v v v e v e e e e e e e e e e e e e e e 32

111, ECONOMIC ACTIVITY AND THE STRUCTURE OF BANKING IN
KNORVILLE . . . . ¢ ¢ ¢« ¢ ¢ e % o o 5 u & & 66 & & % & ® & & 34
‘ A History of Banking in Knoxville . . . . . . . . . . . . 47
IV. NATIONAL BANKING IN KNOXVILLE, 1864-188 . . . . . . . . . 59
Introduction . . . . . . . . . . . . 0000 e .. 59
Definitions . . . . .« . . . L . o e e e e e e e e e e e 61
Acquisition of Liabilities, 1864-1886 . . . . . . . . . . 65
Employment of Assets: 1867-1886 . . . . . . . . . . . . 100
SUMMALY . & ¢ ¢ o & o o o o o o = % » % % & & & % 8 3% # 116
V. THE TRANSITION PERIOD: 1887-1900 . . . . . . . « « « « « . 118
Introduction . « . « « « ¢« v ¢ ¢ v 5 5w o @ & B 5 E.m % @ 118
Acquisition of Liabilities: 1887-1900 . . . . . . . . . 122
Employment of Assets: 1887-1900 . . . . . . . . . . . . 139
Loan Policies: 1887-1900 . . . . . . . . « « ¢ « v « « . 157
SUMMALY . . ¢ ¢ & 4 ¢ o & o o o o o o o % & & % 5 o % % s 187
VI. THE FINAL PERIOD: 1900-1913 . « : « o « & u & 5 & & = & & 189
Introduction . . . . . . . . L L 0 0o e e e e e e e e 189
Acquisition of Liabilities: 1900-1913 . . . . . . . .. 191
Employment of Assets: 1900-1913 . . . . . . . . . . .. 204
SUMMArY © v ¢« v ¢ v & o o o o o o O G0 & N G WOn e for i Rl 223
VII. CONCLUSION . . . . .. : : T E Y 225
BIBIBBRARHY . & ¢ « o o « 5 2 & 505 & & ¢ & = & & ¢ & 6§ & & 5 % » 239
APPEINDBICES . . & . .. . & & 5 & % & 5 & % & & &« « & 5 3 & & @ . 244

vi



Appendix A . . . . . . ok B F 2 mEw r e TR RN EE
Appendix B . . . . . . . B & B B & § % B 3 & B OB N 8 E B W ow &
Appendix C < & 5 ¢ 5 & # & 9 % » & & 5 & 4 & % & & ¥ - Cq W e

-------------------------------

vii
PAGE
245

247
253



TABLE

I1I-1.

I11-2.

111-3.
111-4,
111-5.
v-1.
V-2,
V-3,
V-4,
IV-5.
IV-6.

Iv-7.
IV-8.

IV-9.
IV-10.

IV-11.

~and 1880) and Knoxville (1890 and 1900)

LIST OF TABLES

Population of Knoxville, Knox County and the United
States

Number of Persons Employed in Manufacturing Industries
per One Thousand of Population

Employment per Firm in Manufacturing Companies

Value of Products Produced per Manufacturing Firm . . . .

Employment, Total Product, and the Number of Firms in
Various Manufacturing Industries in Knox County (1870

Average Ratio of Private Deposits to A1l Liabilities, in
Percent

Average Ratio of Borrowed Money to A1l Liabilities, in
Percent -

Average Ratio of Government Deposits to A1l Liabilities,
in Percent

Average Ratio of Individual Deposits to Private Deposits,
in Percent

Average Ratio of Shareholder Investment to A1l
Liabilities, in Percent . . . . . . . . . .. ... .

Average Ratio of Circulation Issued to Capital, in
Percent

Average Capital per Bank, in Thousands

Average Ratio of Earning Assets to A1l Assets, in
Percent

Average Ratio of Loans to Assets, in Percent

Average Ratio of Primary Reserves to Assets, in
Percent

ooooooooooooooooooooooooo

Average Ratio of Secondary Reserves to Assets, in
Percent

PAGE

35

37

38

39

41

67

68

69

71

83

89
9N

101
103

108

109



TABLE

Iv-12.
IV-13.

IvV-14.

V-1.

V-2.

V-3.

V-7.
V-8.

V-9.
V-10.

V-13.
V-14.

Average Ratio of Cash to Primary Reserves, in Percent . .

Average Ratio of Bank Deposits to Primary Reserves, in
Percent

Average Ratio of Deposits with Reserve Agents and
Clearing House Certificates of Deposit Held to Bank
Deposits, in Percent

Average Ratio of Private Deposits to A1l Liabilities, in
PErcent . . . »n . . o o ¢ o w v & 5 B & &

Average Ratio of Individual Deposits to Private Deposits,
in Percent

Average Ratio of Borrowed Money to A1l Liabilities, in
Percent

Average Ratio of Shareholder Investment to All
Liabilities, in Percent . . . . . . . . :

Average Ratio of Circulation Issued to Capital, in
Percent . . . . . .

Average Ratio of Earning Assets to A1l Assets, in
Percent

-------------------------

Average Ratio of Loans to Assets, in Percent

Average Ratio of Primary Reserves to Assets, in
Percent

Average Ratio of Cash to Primary Reserves, in Percent .

Average Ratio of Bank Deposits to Primary Reserves, in
Percent . . . . . . ..

-----------------

Average Ratio of Deposits with Reserve Agents and
Clearing House Certificates of Deposit to A1l Bank
Deposits, in Percent

Average Ratio of Secondary Reserves to Assets, in
Percent . . . . . . . . .. .

ooooooooooooo

Demand Loans as a Percentage of A1l Loans . . . . . . . .
Béd.Debts, Doubtful Loans, and Overdue Loans as a
Percentage of A11 Loans

ix
PAGE
M

nz

15

123

125

133

136

140

142
145

148
150

152

154

156
161



TABLE

V-15.
V-16.

V-19.

V-20

v-21.
V-22.
V-23.

. Usual Interest Rate on Loans

Two Name Time Loans as a Percentage of A1l Loans

Percentage of Loans Endorsed by Principals of the:
Bank

oooooooooooooooooooooooooo

Time Loans Secured by Collaterals as a Percentage of All
Loans

---------------------------

Percentage of Stocks and Bonds Acquired for Debts.
Previously Contracted Regularly Paying Interest or
Dividends

One-Name Time Loans and Time Loans Secured by Collateral
as a Percentage of A1l Loans

Number of Overloans

-------------------

Overloans as a Percentage of A1l Loans . . . . . . . . .

Ratio of the Largest Loan Made to the Largest Legal
Loan

Average Ratio of Private Deposits to A1l Liahilities, in
Percent

ooooooooooooooooooooooooo

Average Ratio of Individual Deposits to Private Deposits,
I Pereent: . « « & ¢ v & . ¢ @ e e e 0t e e e o
Average Ratio of Borrowed Funds to A1l Liabilities, in

Percent . . . . « & % 5 5 o o s s 5 a8 e s " e s EmE oW

Average Capital per Bank, in Thousands of Dollars . . . .

Average Ratio of Shareholder Investment to A1l
Liabilities, in Percent

-----------------

Average Ratio of Circulation Issued to Capital, in
Percent

-------------------------

Average Ratio 6f Earning Assets to A1l Assets, in
Percent

Average Ratio of Loans to Assets, in Percent

Average Ratio of Primary Reserves to Assets, in
Percent

PAGE

166

167

169

170

1M
174
176
177

186

192

194

196
197



TABLE

VI-10.

VI-11.

VI-12.
VI-13.

VI-14.
VI-15.
VI-16.
VI-17.

c-1.

- Other Time Loans as a Percentage of A1l Loans

Average Ratio of Bank Deposits to Primary Reserves, in
Percent

Average Ratio of Amounts Due from Reserve Agents to Bank
Deposits, in Percent

Average Ratio of Cash to Primary Reserves, in Percent . .

Average Ratio of Secondary Reserves to Assets, in
Percent

Demand Loans as a Percentage of A1l Loans

Two-Name Time Loans as a Percentage of All Loans

Ratio of Largest Loan Actually Made to the Largest Legal
Loan

Net Income as a‘Percentage of Average Shareholder
Investment

ooooooooooooooooooooooo

Xi

PAGE

210

212
213

214
217
217
218

220

257



CHAPTER I
INTRODUCTION

In 1863 and 1864 Congress created a new, federally supervised system
of banking in the United States. The National Banking System lasted
until the creation of the Federal Reserve System in 1913, and has been
written about at length, with particular emphasis being given to the
questions of the extent to which its structure affected capital flows
and contributed to instability of the economy. The many studies directed
toward these questions have been done using aggregate data for each of
the three kinds of banks which existed within the system—central reserve
city banks, reserve city banks, and country banks. Rather widely accepted
ideas about how banks in each of these three classes functioned have
emerged. It is generally agreed that the absence of a lender of last
resort made the National Banking System susceptible to periodic crises,
but there is less agréement about the extent to which the structure of
that system affected capital flows.

In spite of the cons{derab1e scholarly interest in the National
Banking System, however, there have been few investigations of the
operations of individual national banks and relatively little discussion
of how local conditions may have affected the performance of banks
within each category. For example, Richard Sylla, one of the leading
students of the System, has argued that monopolistic country banks
restricted local loans, and instead lent to city banks, with the effect

that capital mobilization for industry took place at the expense of the



2
agricultural seﬁtor. This may be a correct characterization of country
bank behavior on the whole; that it was true of all country banks is
more doubtful. The major theme of this dissertation is that the behavior
of national banks, operating within the structure of the National Banking
‘System, was significantly affected by conditions of the local economy
and changes in that economy. Emphasis on the behavior of the three
large categories of banks has tended to obscure this point.

This study 1inks change in bank activity in Knoxville, Tennessee,
with change in the structure of the local financial market. The business
and financial history of Knoxville from 1864 to 1913 can be divided into
three distinct periods, each with a unique combination of business
activity, banking structure, and behavior patterns of financial institu-
tions. Starting in 1864, Knoxville's national banks were undistinguished
 and unexceptional for approximately twenty years. During the next ten
or fifteen years, beginning in the mid-1880's, national banking in
Knoxville was transformed, notvbecause of changes in the National Banking
System, which were few, but because of changes in the local situation.
The final period, from about 1900 on, was characterized by behavior
patterns that were quite different from what had been common in the
first period.

The method used to identify patterns of behavior is that of
comparing the local banks to one another and to the three classes of
banks with respect to their acquisition of liabilities and proportioninq
of assets. The research has indicated that, despite appearances to the

contrary, national banks were not greatly limited by statutory requirements



prescribing proportions for assets or liabilities. Consequently, the
proportions selected by the local banks primarily reflected obinions
of and responses to their business environment rather than to their
legal status. WhenAthat environment changed, théir acquisition and
‘employment of funds changed.

A secondary theme of this dissertation is that many provisions of
the laws governing national banks did not have the effects théy were
intended to have. Those studies which focused upon the broad divisions
of the National Banking System have not found the differences between
intent and effect to be of great importance often because that difference
can be observed only by examining the behavior of individual banks. In
contrast to other studieé of the National Banking System, this one has
found that differences in the response by individual banks to particular
provisions of the law governing national banks is an important element
whose recognition contributes much information about the ways in which
the behavior of thosevparticu1ar banks fit, or failed to fit, the
genefa]izations desCribing the expected behavior of banks in that
category. |

In addition to the work of other students of the National Banking
System, there are three primary sources of information about the local
national banks that were employed in the research for this dissertation.
Those sources are the periodic Reports of Condition, the Reports of
Examination, and the banks' cofrespondence with the Comptroller of the
Currency. Each national bank was required each year to send to the

Comptroller a detailed description of its condition on five dates he
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selected. (Only four Reports were required from 1864 to 1869, but five
thereafter.) Each bank was also required to publish that statement in
a local newspaper, and it was from the local newspapers that the Reports
of the local banks were collected. The Comptroller published consolidated
and condensed versions of these Reports each year in his Annual Report.

The Report of Condition was a 1isting of the assets and liabilities
at the close of business on the dates specified. As a general rule,
about twenty items were listed under assets and about fifteen under
1iabilities. A1l national banks were required to report on the same
days and to use the same format, and consequently, for each year there
were five days on which any national bank's proportfoning of assets and
1iabilities could be compared with any other bank's, or with ahy group's.

Even though Reports of Examination were made much less frequently
than Reports of Condition, they provide more detailed information about
the banks' activities. Bank examinations were usually made once a year
before 1894 and generally twice a year from then on. (In most cases,
the local banks were examined within a few days of one another,‘and
therefore direct comparisons between them can be useful.) The usual
Report of Examination included a standard statement of condition which
was followed by a more detailed discussion of each of the items 1isted
therein. For example, the standard statement of condition listed the
value of non-U.S. government securities held by a bank. The Report of
Examination would identify thoée purchased by the bank for investment
purposes and those acquired in payment of debts. Those securities paying

dividends or interest would be identified and any differences between the



bank's evaluation of their market and book value would be noted. In
addition, the examiner would evaluate the officers, directors, and
employees of the baﬁk. The status of the bank's reserves would be noted
and its loans portfolio examined in detail. The examiner would also
‘discuss the bank's relations with its reserve.agents, other banks, and

its depositors. The Report of Examination would also include a discussion
~of any other matters affecting the bank's solvency, profitability, or
observance of legal requirements.

Because the Reports of Examination were made with the expectation
that materia] contained there would not be made public, the Comptroller
has severely limited the.pub1ic's access to them. Those with a genuine
interest in research may obtain permission to examine those Reports only
if the bank in question has given up its national charter. If it has,
then the.Reports over fifty years of age may be examined. Of the national
banks operating in Knoxville from 1864 to 1913, only the East Tennessee
National (which has become the Park National) has retained its national
charter. Consequently, the Reports of Examination for all the local

banks, except one, have been made available for the research for this

dissertation.

The correspondence of fhe local banks with the Comptroller has also
been made available for this study. Unfortunately, that correspondence
is entirely one-sided. It consists of letters written by the local
banks or other concerned parties to the Comptroller. None of the letters
from the Comptroller to the local banks remain. (As in the case with
the Reports of Examination, the names of the individuals and firms

mentioned in the letters to the Comptroller have been omitted.)



Together, the Reports of Condition, Reports of Examination, and
correspondence with the Comptroller of the Currency reveal a detailed
picture of the behavior of the local national banks. The Annual Reports
of the Comptroller of the Currency and the work of other students of the
National Banking System. provide the background against which the picture
of the local banks can be viewed. The analysis presented here makes no
attempt to argue that previously developed models of the behavior of
national banks are incorrect because they do not satisfactorily account
for Knoxville's experience. Instead, these models have been found to
be useful generalizations because they provide the perspective necessary
for a reasonable judgement of the significance of various aspects of
the local banks' behavior. Conversely, the analysis of Knoxville's
experience is useful because it shows that the National Banking System
was not a monolithic organization, but a complex one, admitting great

variety in responses to statutory requirements and business environments.



CHAPTER 11
THE NATIONAL BANKING SYSTEM AND ITS EVALUATION

Introduction

The National Banking System was created by the National Curkency
Acts of 1863 and 1864* and lasted until 1913, when it was replaced by
the Federal Reserve System. The Acts were designed to accomplish
several aims; some were short-term while others were 1on§-term, and
éome were basically financial while others were not. The short-term
aims were primarily to deal with conditions brought about by the Civil
War, whereas long-term aims were more closely tied to past difficulties
with the financial system of the United States.

By 1863 the Civil War had produced three related problems affecting
wartime finance: a fall in bond prices, a shortage of "good" money,
and inflation. The wartime deficits were financed by bond sales and
paper money ("legal tenders") rather than by increased taxes. Huge

expenditures soon saturated the bond market, bond prices began to fall,

*The first of these two acts was titled "An act to provide a national
currency, secured by a pledge of United States stocks, and to provide for
the circulation and redemption thereof," and was enacted on February 25,
1863. This act was repealed and replaced by the Act of June 3, 1864,
which was titled "An act to provide a national currency, secured by a
pledge of United States bonds, and to provide for the circulation and
redemption thereof." The Act of 1864 (often referred to as "The National
Bank Act"), made no fundamental changes in the law, but it did correct a
number of minor and technical deficiencies in the Act of 1863. The Act of
1864 and subsequent amendments to that Act have been published in a number
~ of sources. Those used in this study appear in the Bibliography.



and bond sales became more and more difficult. Because bonds (and
import fees) had to be paid with gold ("specie"), a specie shdrtage
developed. In addition to ever-increasing amounts pf legal tenders,

the amount of banknotes issued by private and state-chartered banks
grew, and gold rose to a premium over all forms of paper money. Wartime
demand and increasin§ amounts of money in circulation caused a growing
problem with inflation.

The National Banking System appeared to offer a solution to these
and other prob1ems.v A large demand for bonds would be created and make
possible easier financing of the war. National banknotes ("circulation"),
convertible into specie at par, would replace other less desirable forms
of paper money-—inconverfib]e legal tenders and other banknotes. Strict
provisions would make national banks commefcia1 banks, rather than
mortgage banks or investment banks. A commercial banking system, coupled
with an elastic supply of banknotes, would, according to the then current
belief, prevent further fnf]ation.* Further, a National system of banks
and bank regulation would strengthen the Union.

Long-term aims were mostly financial. The commercial nature of
the system was expected to provide stability to a previoué]y unstable
economy. Federal control and regulation would enforce '"sound" banking

practices. Note holders and, to a lesser extent, depositors would be

*This belief has been termed the real-bills doctrine and holds that
"the discounting of bona-fide bills carries its 'proper' limitation with
it and that in addition it makes the circulating medium expand and
contract 'elastically' as production and trade expand and contract"
(Schumpeter, 1954, p. 731).



better protected than ever before. Previous financial crises had been
characterized by inconvertibility of banknotes, and the new system
would virtually guarantee banknote redemption at par. Enforcement of
good banking practices would protect depositors, shareholders, and
borrowers. Altogether, it was an ambitious undertaking.

The major incentives attracting banks to the System would be the
patriotism of the state banks in the North, the prestige of national
affiliation, and the right to issue banknotes. For the public, the
National Currency Acts established severe security measures which
guaranteed banknote redemption and improved the safety of their deposits.
In later years, changes in the laws governing national banks generally
had the effect of making affiliation more attractive (or less burdensome),
rather than directly improving protective measures for the public.

The National Currency Acts created a three-tiered arrangement with
three classes of banks being established: what came to be called country
banks, reserve city bénks, and central reserve city banks. Banks in one
class differed from banks in other classes by location, reserve require-

ments, and capital. Significant differences between national banks and

state banks were created.

Reserve city banks were located in some of the larger cities.
(There wefe sixteen in 1863, and the number grew to forty-eight by 1913.)
New York was originally the only centfa1 reserve city and remained so
until Chicago and St. Louis achieved that status in 1887. The "reserve"
in "reserve city" and 'central reserve city" meant that all national

banks located in these cities acted as reserve and redeeming agents for
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banks in lTower classifications. The deposits that banks in Tower
classes made with these banks could act as reserves for the depositing
banks, provided that the reserve agent bank was designated as an official
reserve agent for the depositing bank in question. A redeeming agent
collected the circulating banknotes issued by the depositing bank and
forwarded them to that bank for redemption in 1egd] tenders or specie.

Each national bank was required to hold reserves against deposits
and until 1874, against banknotes issued. (After 1874 a small reserve
amounting to 5 percent of banknotes issued was deposited with the
vU.S. Treasury.) Country banks had to hold 15 percent of their deposits
in reserve, whereas the other two classes of national banks had to hold
25 percent. Country banks could hold as much as two-thirds of their 15
percent reserve in the form of deposits with their reserve agents.
Reserve city banks had.to hold one-half of their 25 percent reserve in
cash, and the remainder could be held as deposits with approved reéerve
agents in a central reserve city. Central reserve city banks had to
hold all reserves in cash—in legal tenders and snecié. Banknotes were
not legal tender and did not count as reserves.

The minimum capital requirement linked bank capitalization to
community size and rose as that size increased, but at a slower rate.
For places with less than six thousand people, $50 thousand in capital
was requiréd. For cities with a population between six thousand and
fifty thousand, $100 thousand in capifa] was required, and for larger
cities, a'capita1 of $200 thousand was required. In 1900 the minimum

was reduced for places with a population below three thousand to $25

thousand.
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The most significant differences between national banks and other
banks involved examination and public reports of condition, lihits on
the size and types of Toans permitted, and 1imits on the issuance of
banknotes. National banks were prohibited from making real estate loans;
‘'state banks were not. National banks were prohibited from making real
estate loans; state banks were not. National banks could not lend an
amount exceeding 10 percent of paid-in capital to one borrower. (There
was one exception to this limitation: no 1imit was placed on bills on
exchange discounted for goods in transit. The 1imit on other-loans was
relaxed in 1906.) State banks and private banks were not so restricted.
National banks were required to publish periodic reports of their
condition and to undergo periodic examination; state banks generally
faced less stringent requirements for reports and examinations, and in
some cases no requirements at all.

_Natibna] banks were required to deposit U.S. government bonds with
the Comptroller of the Currehcy in order to secure circulation. (The
minimum bond deposit was reduced for some national banks in 1874 and
for the rest in 1882.) Having made a deposit of bonds, a national bank
could issue banknotes amounting to 90 percent of the value of the bonds
deposited, with the Tower of market or par being the figqure against
which the 90 percent applied. (This 1imit was relaxed in 1900.) Until
1866 there was no national restriction upon banknotes issued by non-
national banks, but after that déte such banknotes had a prohibitive
10 percent tax placed upon them, and they rapidly disappeared from

circulation. Until 1874 there was an upper limit on the total amount of
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banknotes that could be issued by the system as a whole, as well as a

requirement governing the geographical distribution of those notes.

The Stability of the National Banking System

The success of the National Banking System has been evaluated by
numerous students, participants, and observers. Generally speaking, two
lines of approach have been taken. One focused upon the stability of
the system as a whole while the other examined the structure, performance,
and conduct of the various elements of the system. Over time, opinions
have changed regarding both the stability of the system and its operation.

Interest in the stability of the system grew out of the experiences
with the five major financial disturbances (and numerous minor ones)
which afflicted the economy and the National Banking System from 1863
to 1913. A most thorough ahalysis of the history of these crises was
presented by 0. M. W. Sprague in 1910.* A detailed history of the
operation of the system from 1863 to 1891, emphasizing bank and currency
legislation and the role of the Comptroller of the Currency, was written

by John Jay Knox (1903).** Margaret Myers (1931) focused attention upon

*His History of Crises under the National Banking System, was part
of the National Monetary Commission's report on the state of the financial
system of the United States. The Commission's report was an important
step in the process of replacing that arrangement with the Federal Reserve
System. Sprague's book was a lucid and persuasive analysis of the
structural weaknesses in the National Banking System.

**His book, A History of Banking in the United States, was first
published in 1900, eight years after his death. Knox had served as Comp-
troller of the Currency from 1872 to 1884. Before that, he had been Deputy
Comptroller of the Currency, from 1867 to 1872. His close relation with
the National Banking System provided him with a unique vantage point and
his book has become a standard source for all students of national banks.




13
the growth and development of New York City as the major financial ceﬁter
of the United States, and that city's emergence as a center of inter-
national finance and trade. Recently, students have focused more
attention upon the operation and organizétion of the National Banking
System than upon its stability (Klebaner, 1974; Sylla, 1975; West, 1974;
Updike, 1977).

Crises in the United States' financial system occurred when banks
outside of New York had built up large balances in banks there. When
these funds were recalled to the inter{or of the country, and especially
when it happened rapidly, the New York banks were forced to reduce loans
sharply because they had‘no short-term source of liquidity. Concentration
of funds in New York and the absence of a "lender of last resort" made
the National Banking System, and indeed the American financial system,
unstable. |

Each crisis was marked by substantial withdrawal of funds (by
interior banks) from the central reserve city banks of New York, by
bank failures, and by suspension of cash payments. In New York and
other cities, clearing house certificates were issued. The stock market
and the foreign exchange market were violently disturbed (Sprague, 1910).

Funds concentrated in New York primarily for two reasons:- the
reserve structure of the National Banking System and the importance of
New York in hanufacturing, trade, and finance. Every country bank and
reserve city bank was required to select a reserve agent. Most had more
than one and most evenfually selected at least one in New York. (Every

national bank in Knoxville had a reserve agent in New York City and

most had two.)
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In addition, because it was a center of trade and manufacturina,
funds would have moved toward New York from the interior. This had been
the pattern prior to the creation of the National Banking System, and
there was no reason for it to change afterwards. Myers wrote:

Bankers' balances were directed toward New York City in
-ever-increasing volume by the course of trade, which put a
premium on New York funds. The necessity for note redemption
in the city, and the greater variety and superior quality of
New York commercial paper were subsidiary factors in this
movement. (1931, p. 124)

Once these funds had concentrated, the stage was set. West wrote:

The word "reserve" as used in the National Banking Act is
really a misnomer. Since banks tended to be "loaned up"

and thus always near their minimum reserve ratio, the

amounts held in bank vaults or on deposit with other banks
were not available to meet sudden demands without violating
the law. Banks were induced by the profit motive to approach
their minimum reserves but were forbidden by law to go below
them. In stringent situations, banks were forced to contract
credit to gain liquidity . . . (1974, p. 24)

In his analysis of the issuance of clearing house certificates by
the New York c1earing house during the panic of 1890, Sprague wrote

that there was

. an increasing tendency to regard the 25 percent reserve

as a permanent requirement not to be reduced in any circum-

stances. The acceptance of such a belief was certain to

involve trouble in an emergency . . . (1910, p. 151)
Temporary insufficiency of reserves carried no real penalty; more
persistent deficiencies carried increasing penalties (Section 31, Act
of June 3, 1864).

Emergencies arose because the flow of funds to New York was not
constant but highly seasonal. Economic activity outside New York and

the Northeast was closely linked to agriculture. In the autumn,
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relatively large amounts of both cash and credit were required to
finance the harvesting and transport of crops. In addition, demand for
a variety of other products was closely tied to the growing season.
Merchants made most of their sales to farmers shortly after harvest
and in order to meet this demand, merchants had to build up inventories
shortly before harvest. ("Shortly before" because that would minimize
carrying costs.)

Demand for credit reached a peak in the fall. Outstanding debts
would be reduced during the winter. A small increase in demand would
accompany spring planting, and then another slack period would follow
in the summer. By the’]ate summer and early fall, a steady strengthening
in the demand for credit would be underway, starting the cycle over
again. |

The seasonal natufe of the credit cycle could have caused serious
problems for the banks outside New York City because old loans would
have been'repaid and few new loans extended during the slack periods of
winter and summer. Long term commitment of funds was, by and large,
barred by the prohibition against loans secured by real estate. The
New York money market offered an opportunity to banks outside New York
because it gave them a place to employ their excess reserves for short
periods. Banks could lend directly to individuals (for example, to
stockbrokers), or indirectly through the banks of that city, and this
made possible the development of the call loan market.

Therefore, the following reasons can be given for the concentration

of funds in New York: the reserve structure‘of the National Banking
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System, the importance of New York as a center for manufacturing and
trade, and the presence of markets for various financial instruments—
the New York Money Market. One other factor has often been cited as
playing a decisive role in the movement of funds to New York from the

rest of the country: the payment of interest on bankers' balances.

Sprague wrote

The payment of interest upon deposits had two undesirable
consequences. Its most obvious result was to cause money

to be sent to New York in larger quantities than would
otherwise have been the case, though how much more was sent
on this account can not be determined. Had no interest

been offered by the New York banks, the outside banks would
doubtless have lent more largely directly to borrowers in
New York when the demand for loans was slight at home, but
it is not reasonable to think that money thus invested

would have by any means equalled balances deposited in New
York in excess of legal reserve requirements. But the chief
evil of interest upon bankers' deposits was of a different
character. The interest paying banks were unable to
maintain large reserves and at the same time realize a
profit from the use of the funds thus attracted. Particularly
was this the case when the accumulation of such funds was
.only temporary. The extra supply of money to be lent forced
down rates, and as rates fell, more and more had to be

lent by the banks in order even to equal the interest

which they had contracted to pay. (1910, p. 21)

Both points should be questioned. Sprague's first point seems
to be based on the argumentlthat only New York banks paid interest
on deposits. This is incorrect because the payment of interest on
bankers' balances was not a practice confined to the central reserve
city banks of New York. Had New York banks been the only ones to pay
interest on bankers' balances, then of course such payments would
"cause money to be sent to New York in larger quantities than would
otherwise have been the case." But many banks paid interest on

bankers' balances. His argument would still be correct if the New



17

York banks had paid higher rates than did other banks, but the
available examiners' reports of the local national banks indicate
that interest rates paid to Knoxville banks by their reserve agents in
New York were as low as and sometimes lower than interest rates paid
by their other reserve agents. Interest payments indicate no advantage
(or at times, a marginal disadvantage) to reserve deposits in New
York City. Had no interest been paid on any reserve or bankers'
balance, it would appear.that Knoxville would have transferred about
the same amount of dépbsits to New York.

Second, Sprague's argument about the "chief evil" is also flawed.
He seems to imply that the New York banks had 1ittle or no control over
their acquisition of bankers' balances, and that while rates on loans by
New York banks were variable (varying inversely with the volume of loans),
rates on bankers' balances Were not.‘ This is incorrect. Interest rates
on both bankers' balances and loans were variable, and the New York
banks did have some control over the volume of bankers' balances acquired
and loans made. Rates of interest on bankers' balances, certificates of
deposit, rediscounted paper paid by and to local banks show they generally
had to pay significantly more for money borrowed from other banks than
they received from other banks for money 1ent; This will be more fully
discussed below. Of course, Knoxville's experience may have been atypical,
but Myers' analysis seems to confirm the above findings.

The passage cited above from Myers (1931, p. 124) continued:

The payment of interest on balances had less to do with

bringing funds to New York than with determining in which
of the banks in New York they were deposited.
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The concentration of funds in New York created a system which was
potentially unstable because changes in the demand for crédit could not
be met without serious disturbances to previously existing credit
arrangements. When banks in New York regarded their 25 percent reserve
as irreducible minimum, increased demands for cash and credit cqu]d
only be satisfied by a reduction of loans, because there was no other
way in which the New York banks could gain liquidity. Large and rapid

reductions in loans then brought on the crisis.

Structure and Operation: An Evaluation

The National Currency Acts were an experiment in the regulation
of an important industry, and while that experiment cannot be considered
an unqualified success, it was sufficiently effective to serve as a model
for later regulatory systems. The System's efficiency in mobilizing and
directing the employment of money and credit has become one of the
problems that students of the system have studied, and much of the recent
analysis has approached evaluation of the System from this perspective.
Prior to the National Currency Acts, regulation of banking had been
mainly the province of the states, and the variety of the states was
mirrored by the variety and complexity of the reqgulations enacted and
enforced by each. The National Currency Acts altered this condition by
creating, in one sense, a two-tiered system. On one level, the national
banks operated under one set of regulations, and on another level, the
state banks continued to operate under a bewildering variety of rules.

Initially, the creation of the National Banking System was to

~accomplish three specific goals: federal control of all banking,
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elimination of state banknotes (the substitution of good money for bad),
and as a war measure, the creation of a better market for federal bonds.
The first two of these were means to be emb]oyed in the achievement
of more general goals. Federal control of banking was thought to be
more desirable than state control (Knox, 1903, p. 97). A more desirable
medium of exchange (nétional_banknotes) would replace the old, uncertain
medium of banknotes issued by state banks. It was thought necessary to
accomplish these and other specific goals in order to serve the larger
public interest. Over the fifty years the National Banking System
operated, some of these specific goals were acqomp]ished, and some were
not. In some respects, the public interest was well served, and in
others it was not. The éva]uation of the National Banking System from
this perspective is a topic in which much interest.has re;ently been
shown. |

- There has been considerable change since 1863-1864 in the theory
and practice of banking, and it would be unfair to criticize those who
drafted the National Currency Acts for failure to understand banking in
today's terms. Their definition of good behavior by those who operate
and regulate banks would not be completely agreed to now. Their belief
in the "real bills" doctrine was responsible for several provisions in
the National Currency Acts. One prohibited banks from making loans
secured by real estate. Another was the absence of 1imits on the volume
of discounted bills of exchange. Section 29 of the 1864 Act reads:

That the total liabilities to any association [National
Bank] . . . for money borrowed [by one borrower] shall at

no time exceed one-tenth part of the amount of the capital
stock [of that bank]: Provided, That the discount of bona
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fide bills of exchange drawn against actually existing

values, and the discount of commercial or business paper

actually owned by the person or persons, corporation, or

firm negotiating the same shall not be considered as money

borrowed. ‘

Klebaner has evaluated the role of the real bills doctrine in
influencing both regulations and bank operation. He wrote:

In the venerable British ideal, . . . only short-term,

self-liquidating loans were proper for commercial banks

to make . . . [because] the means of repayment would be

obtained before maturity in the course of producing and

marketing the goods. . . . Comptroller Hepburn's claim

that "national banks do a purely commercial business"

was more accurate as a description of the 1864 acts'

conception than of the reality of 1892. (1974, p. 75)

Because the real bills doctrine influenced the content of the 1864 Act,
it also affected bank formation and the geographical distribution of
national banks. The structure of banking in turn affected the conduct
of individual firms, and their conduct determined the performance of
the system as a whole.

Whether the National Banking System fostered competition or not
has been debated at some length. Some contemporary critics, for example
the populists and greenbackers, viewed the system as having encouraged
and protected monopolistic behavior by New York City (or Eastern
Establishment) banks. More recently, two alternative arguments have
been advanced to deal with the operational characteristics of the
National Banking System.

Richard Sylla (1975) has argued that the National Currency Acts
contained provisions which created barriers to entry that gave national
banks more market power in some locations than in others. Differences

in market power (differences in conduct depending upon differences in
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opportunities allowed and opportunities denied) produced differences in
behavior 1inked to location. Differences in behavior linked fo location
meant that performance would differ, depending upon location. Helen
Updike (1977) has argued that it was not barriers to entry created by
federal regulation, but rather risks associated with particular locations,
which were the important factor. Both arguments merit consideration.

Sylla has argued that barriers to entry were created that made
national bank formation in small communifies and rural areas more
difficult than national bank formation in the urban areas of the
industrial Northeast. While fewer national banks would in any case have
been founded in the less densely populated South, West, and rural regions
than would have been founded in the more densely pppu]ated Northeast,
there was, Sylla arques, a greater disparity in banking services between
regions caused by the bartitu]ar barriers to entry embodied in the
National Currency Acts.

Prior to the Civil War,

. the banking structure was responding to the geographic
d1str1but1on of population as well as to population shifts,
and presumably, therefore, to the distribution of demand
for banking services. The growth of private banking played
a key role in this response, though it is likely that the
liberalization of state banking laws toward free banking
was working in the same direction until interrupted by
events during the Civil War. (Sylla, 1975, p. 46)

The distribution of banking services* was radica]]y altered in the

decade of the 1860's and in 1870 the inequality far exceeded what it

*The distribution of banking services was based on a comparison of

the rﬁlation of deposits to population between regions (Sylla,. 1975,
p. 44).
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had been in 1860. After 1870 the disparity diminished slowly, but even

by 1910 the distribution of banking services was somewhat less equal
than it had been in 1860 (Sylla, 1975, pp. 25-47, especially pp. 44-47).

Sylla argues that the cause of the greater inequality in banking
services can be found in National Currency Act provisions that created
barriers to entry in certain 1dcations but not fn others. Relatively
free entry into national banking in the Northeast tended to make banks
there more competitive, while the relatively more restricted entry
outside the Northeast tended to give the national banks in those regions
market power which was protected from potential competition.

Two barriers to entry tended to restrict national bank formation
outside the Northeast, whereas two other barriers to entry tended to
give the few banks which were formed in those regions substantial
advantages over their local, nonnational bank competition. The two
major re§trictions 1imiting entry were minimum capital requirements and
the prohibition against real estate loans (Sylla, 1975, pp. 50-56).

The two factors restricting competition from nonnational banks were a
tax on state banknotes and Timits on the total circulation of national
banknotes permitted the system as a whole (Sylla, 1975, pp. 56-70).

Minimum capital requirements (see pages 3 and 4) were more
burdensome for small communities than for large, and therefore made
bank formation more difficult outside the Northeast. The minimum capital
was reduced in 1900, and a large number of small national banks were

formed.* The prohibition against loans secured by real estate made

*From the first Report of Condition of 1900 (February 13), to the
Last Report of 1904 (November 10), the number of country banks rose
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affiliation with the national system less desirable in the South, the
West, and rural areas, where the demand for short term commercial
finance should have been relatively small and the demand for long term
agricultural loans relatively large. Because national banks were
prohibited from competing for real estate loans, a potentially attractive
market was denied them. These brovisions were not nearly so burdensome
to banks which might have decided to locate in the urban areas of the
Northeast. |

Had this been all, the structure of late nineteenth century banking
might have been much different from what it was. National banks would
have predominated in the urban Northeast, and state chartered and private
banks would have predominated elsewhere. The minimum capital require-
ments and prohibitions against real estate loans would have placed
national banks at a decided disadvantage relative to state and private
banks in the South, West, and rural areas. However, national banks
were given substantia1 advantages over these potential competitors by -
limitations on banknote circulation. In 1866 a prohibitive tax on
banknotes issued by state banks, coupled with the right of national banks
to issue notes, gave considerable market power to national banks at the
expense of state banks. Checks were not wide1y used outside the Northeast.
National banknotes were especially advantageous because the severe

security measures taken to assure their redemption gave the public a

from 3,285 to 5,128. (Annual Report of the CanptroT]er of the Currency,
1900 and 1905.)
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confidence in their worth and eventual redemption that had not been
possible for state banknotes.

Note issue was an important element in the success of 'many national
banks and served to attract many into the national system. However,
an additional aspect of the 1imitation on banknote issues must be
recognized. The National Currency Acts set an upper 1imit upon the
amount of banknotes which could be issued by the banks of the system.
That 1imit was approached at the end of 1866, when the tax on state
banknotes went into ef?ect, and new entrants into the national system
could not issue as.many notes as they might otherwise have been willing
to issue. One of the strongest attractions to entry ceased to exist,
and those banks which had already obtained a national charter were left
in a protected position, insulated from potential competitors, both
state and national. In the Northeast and in other large urban areas,
banknote issues had 1ittle effect on entry and did not serve to protect
banks there from new competition.

The 1ikely effect of the ceiling on the total amount of banknotes,
together with the 1866 tax on banknotes issued by state banks, was
immediately recognized, as is indicated in the following item:

No More National Banks

We are to have no more National Banks. The full amount of

bonds upon which, by the 1imitation of the Law, currency can

be issued, has been received at the office of the Comptroller

of the Currency. Three hundred millions of dollars is the

sum specified and in order to prevent parties ambitious of

starting new banks from procuring disappointment for them-

selves, it is announced that no further deposit of bonds

will be received. . . . (Brownlow's Knoxville Whig,
November 28, 1866, p. 2)
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Actually, there is a mistatement of the law here. National banks
were always required to deposit bonds to secure their banknotes, but
they were not required to issue such notes. The requirement for deposit
of bonds was independent of banknotes issued; deposit of bonds was
mandatory, issuance of banknotes was optional. However, the item
quoted above is substantially correct. While the ceiling on banknotes
was never actually reached, the total issued approached that ceiling
nearly enough to prevent new banks from issuing as much as they might
have wished. New banks could expect to issue only a small amount of
banknotes, and as a consequence, formation of new national banks and
conversion of state chartered banks tovnational charters slowed greatly.
The total number of national banks did not change very much unti 1870.

Iﬁ that year, the ceiling on banknotes was increased by $54 million,
and there was an associated increase in the number of national banks.
Five years later, the ceiling was repealed entirely, yet the response was
quite different from what it had been in 1870. The repeal of the
ceiling in 1875 did not spur a large increase in the number of national
banks, because the attractiveness of issuing banknotes had diminished
substantially.

The issuance of banknotes was a desirable privilege for national
banks because it was profitable and also because it provided a means
of advertising. Banknotes were profitable because the issuing bank
continued to receive interest paid on the government bonds deposited
to secure the banknotes, as well as receiving interest from loans made

with banknotes. In the early years of the System, government bonds
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sold at a substantial discount from par, meaning that they earned a
high return, especially considering the capital gain due when the
bonds matured. The high return from simply owning bonds, COupléd with
the interest earned on loans made with banknotes, made banknote issues
quite profitable, at least until the mid-1870's.

By 1875 (two years after the commencement of the depression of
1873) banknotes were no longer quite so profitable. Interest rates
had fallen sharply, and bonds which had been trading below par now
traded above par. While the interest return on bonds fell, and the
capita]bgain turned into a capital loss, the cost of issuing banknotes
changed little, if at all (Sylla, 1975, pp. 60-61). Among the costs
was a federal tax of 1 percent on banknotes outstanding. This was not
regarded as especially onerous when bonds sold much below par, but by
1875 it substantially reduced the profitability of note issues. With
the decline in the profitability of banknote issuance, the removal of
the ceiling on the total did not stimulate a significant increase in
the number of national banks (Sylla, 1975, pp. 60-61).

Substantial numbers.of new national banks were not created until
1900, when the minimum capital requirement was reduced to $25 thousand.
Therefore, between 1875 and 1900, few new national banks were created
to compete with those already operating in 1875. There was, of course,
some increase in the total number of banks between 1875 and 1900, but
most of the increase in banking activity came because of an increase in
the number of state and private banks, rather than national ones

(Sylla, 1975, pp. 68-70). From 1875 to 1900, then, national banks were
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not subjected to greater competition from other, newly formed national
banks. Théy were faced with more competition from state banké, yet even
here, the national banks continued to have some advantages. The profit-
ability of note issues to national banks may have declined, yet it still
was a significant advantage for national banks competing with state
banks.

"There are some additional points, not emphasized by Sylla, which
bolster his argument about the presence of barriers to entry created
by the National Currency Acts. First, underlying the argument with
regard to the South in particular, and to a lesser extent those areas
bordering the South, is a recognition that bank formation in those
areas was for some time fetarded by the destruction of land, labor,
and capital attendant on the War itself. This effect was exacerbated
by the imposition of aggregate 1imits on national banknote circulation.
As the South and the border areas recovered, demand for banking
facilities would have grown. That national banks played a small role
in that growth is indicative of the barriers to entry which Sylla has
jdentified. (It may also be indicative of Southern prejudice against

»

anything related to the National gove;ﬁﬁﬁht;~at.1east for some of the
first years following the War.) h

Further, while high -minimum capital requirements clearly made
national bank formation more difficult, there was another provision of
the National Currency Acts which restricted the purchase of capital
stock in national banks, and therefore restricted national bank

formation. In part, Section 12 of the 1864 Act reads: "That the

capital stock of an association formed under this act shall be divided
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into shares of one hundred dollars each . . ." That is, the minimum
investment per shareholder was set at a relatively high level. The
number of farmers in a small community in the Midwest or the South who
were both willing and able to purchase shares of $100 was certainly less
than the number whovmight'have been willing and able to buy a few (say
two or three) shares if the par value of a share had been $10. Finally,fj\
the general bias toward commercial banking, as opposed to mortgage \
banking, embodied in the National Currency Acts made national banks less
suitable to less urbanized regions of the country. This favored growth
of national banks in the Northeast and retarded growth of national banks
outside that region.

In summary, the barriers to entry tended to protect the relatively
few national banks that were formed outside the urban areas of the
Northeast from the competition they would have faced had more national
banks been formed in those regions. At the same time, the restrictions
and 1imitations on the issuance of banknotes gave existing national
banks in those regiohs extensive advantages over banks which were not
affiliated with the national system. These structural characteristics
(the geographical and locational biases) of the national system permit
Sylla to argue that they caused important differences between the
conduct of banks in those regions and the urbanized Northeast.

Differences in competitiveness between regions should be reflected
by differences in bank operation and success. The advahtages given to
country banks outside the urban Northeast should be reflected in both

lower output and higher prices for their services, as well as higher
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profits than city banks. Good information is not available regarding
prices charged by country banks. (It was only after 1894 that the
examiners' reports contained information on interest rates, and those
figures are only approximate.) Sylla used net income as a percentage
of earning assets as a proxy for interest rates. - Comparisons of these
rates of return for the three classes of banks generally support the
argument that country banks had an advantage over city banks (Sylla,
1975, pp. 101-107). Fufther, country banks should have exhibited lower
rates of output than city banks. Sylla (1975, pp. 107-111) selected
loan-asset ratios as a measure of output, and agéin found that his
argument was supported. He also compared profit rates between bank
classes and regions, and again found that country banks had higher
returns on shareholder investment (Sylla, 1975, pp. 111-117). Also,
the higher returns enjoyed by country banks support his arqument that
country banks were less competitive than city banks.

Finally, Sylla (1975, pp. 117-129) argued that because bankers'
balances often earned interest, country banks were in a doubly desirable
position. Not only could they discriminate between their local customers,
they could also discriminate between local customers and customérs in
the urban Northeast, and this discrimination could be done directly
(e.g., through loans to stockbrokers) or indirectly (e.g., through loans
to banks). Country banks as a general rule tended to keep more cash on
hand than was needed to satisfy the reserve requirement. These same
banks also tended to hold large balances in excees of required reserves

with their reserve agents. These
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excess reserves . . . could have been recalled had the

banks chosen to lend the funds at home. That they did not

indicates that the banks regarded their balances in the

cities at least as profitable, after taking account of the

risks involved, as local loans. (Sylla, 1975, p. 121)
There was a gradual reduction over the period in excess reserves held
with reserve agents (Myers, 1931, p. 236). Sylla explains this by
arguing that state banks staged a resurgence toward the end of the
period. In 1900 some of the barriers to entry were sharply relaxed.
The increase in the number of state banks and national banks tended
to force existing national banks to act in a more competitive manner.

Updike's view of the National Banking System is quite different
from Sylla's. Her basic thesis is that entry was relatively free and
country banks were fairly competitive. She argues that country banks
could enter the national system without undue difficulty, and so there
was a highly competitive environment. High failure rates were symptomatic
of the high risks associated with this competitive énvironment, as well
as the problems associated with operating a large bank in a small
community. Furthermore, she interprets the relatively high profits
earned by country banks as being a risk premium.

It was found that country banks faced sharply higher

probabilities of bankruptcy than did city banks. Thus,

higher money rates of return to the subset of banks

that survived reflected risk premiums. . . . (Updike,

p. iv)
That is, the country banks in the national system faced a competitive
and risky situation which produced both high failure rates and high
profits for the remaining banks.

The difficulty with Updike's argument is that high failure rates

and high profits can just as easily be associated with monopoly as with
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competition. Not every monopolistic will survive and prosper. A single,
large bank in a small town with a one-dimensional economy is particularly
susceptible to changes in that economy, regardless of whether that bank
has been conducting its affairs in a monopolistic or competitive manner.
-Consequently, high failure rates are not necessarily indicative of the
nature of the competitive envifonment.

| The real difficulty seems to be that, while in theory, competition
and monopoly represent polar extremes in the behavior of firms, in
practice conservatism and aggressiyeness are the actual extremes. It
may, in some cases, be more fruitful to distinguish between conservative
behavior and aggressive pursuit of business than between monopoly and
competition. Certainly, a particular arrangement of inputs and outputs,
of prices paid and received, could be understood to be either conservative
or monopolistic, either competitive or risky.

For example, while it is probably correct to say that country banks
were less competitive than city banks, it is questionable if the practice
of keeping high cash reserves and large bankers' balances can be explained
only, or primarily, by the monopoly position held by country banks. The
monopoly position of country banks may have contributed to this practice,
but one must also remember that this behavior was viewed as a sound,
conservative policy. The key here is the emphasis one wishes to give
to the import of Sylla's phrase, "after taking account of the relative
risks involved." That country banks did not extend more local loans
and employ more of their resources at home, rather than in New York or

other reserve cities, is not necessarily evidence of monopoly power
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used to curtail output and raise prices. It can be explained in part
by the estimation of high risks and costs for local loans. Monopoly
power is not the only condition which would lead to this type of
behavior. Low loan-asset ratios could be consistent with either
monopoly (as a result of restricting output to raise prices) or
competition (as a result of risk avoiding behavior).

-In the same vein one must remember that published statements of
condition were, to say the 1east, a novelty for much of the country,
and especially for rural bank§ and banks outside the Northeast. The
National Currency Acts required a country bank to keep on hand in
cash a minimum of 6 percent of their deposits. An additional 9 percent
could be held as bankers' balances. For a public unaccustomed to the
details of bank operatfon, 6 percent may have seemed quite small. In
the early years of the‘Nationa1 Banking System, the memories of bank
failures with unredeemable banknotes must have Leen quite strong, and
banks may have kept ah unusually high (by modern standards) ratio of
cash reserves to deposits in order to allay fears of insufficiency
of reserves. Myers presents'evidence that excess reserves diminished
slowly over time. This is what one would expect if both banks and

the public were learning that a fractional cash reserve was relatively

safe.

Summary

The National Currency Acts and the Civil War altered both the

structure of banking and the behavior of banks in the United States.
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A11 students of the National Banking System agree that changes in
structure and behavior took p1acé; they disagree about the effects.
Some would have it that competition was encouraged, but others argue
that the reverse was the case. This dissertation will add 1little to
this debate. Instead, the focus here will be upon the structure of
banking and the behavior of banks in one small market, rather than on

broad aggregates.



CHAPTER III
ECONOMIC ACTIVITY AND THE STRUCTURE OF BANKING IN KNOXVILLE

Knoxville is an interesting community for the student of the
‘National Banking System because it represents both country and city
banking and the transition from the one to the other. Knoxville
also underwent a transition from being a small Southern town to a
relatively large Southern industrial center. Prior to the mid-1880's,
banking in Knoxville was much like that described by Sylla for country
banks located outside the drban Northeast. Between the mid-1880's and
the late 1890's, the banking industry in Knoxville was transformed,
and by the later date.(fdr convenience put at 1900) the nationa1 banks
operated much more 1ike reserve city banks. Roughly, the same periods
apply to the economy of Knoxville and Knox County. Before 1880,
Knoxville was very much like other small Southern towns, but by 1900
such was no longer the case.

Four banks were in business in Knoxville by 1867, and only one
had a national charter. There were still four banks in 1886 but the
composition had been changed. Two (or perhaps three) new banks had
appeared and two (or perhaps three) old ones had disappeared. Of the
four remaining in 1886, two had national charters. Between 1887 and
1900, ten new banks were founded, four of which had obtained national
charters. During this same period, one national bank failed, two
private banks closed, and two merged. This left ten banks operating

in 1899, five of which were national banks. By the end of 1913, there
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were still ten banks. One of the older national banks had given up
its national charter for a state charter, but two other banks had
joined the national system. (One had been a state bank, whereas the
other was newly founded.) One state bank had failed.

In summary, three distinct periods for banking in Knoxville can
be identified. The total number of banks did not chanae in the periods
1867-1886 and 1899-1913, but the total number of banks more than
doubled in the period between 1887-1899. There was one national bank
in 1867, two in 1886, five‘by 1899, and six in 1913.

It is more difficult to precisely identify the turning points for
the economy of. Knoxville and Knox County, but the census fiaqures for
1850-1910 indicate that a similar division into periods is warranted.
Table III-1 shows population in Knoxville, Knox County, and the United
States (in millions) on the census dates for 1850 to 1910. The figures

in parentheses show the percentage change from the previous census.

Table III-1

Population of Knoxville, Knox County and the United States
(Percentage Change Shown in Parentheses)

United States

Year Knoxville Knox County (in Millions)
1850 2,076 18,807 23

1860 3,704 (78) 22,813 (21) 31 (36)
1870 8,682 (134) 28,990 (27) 40 (27)
1880 9,693 (12) 39,124 (35) 50 (26)
1890 22,535 (132) 59,557 (52) 63 (26)
1900 32,637 (45) 74,302 (25) 76 (21)
1910 36,346 (11) 94,187 (27) - 93 (22)

Source: Census of the United States, 1850-1910.
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The figures for Knoxville are to some extent misleading indicators
of the population served by the local banking community, especially
because some of the increase was due to annexation of additional areas
by the City. Significant additions to Knoxville affected the censuses
of 1860, 1870, 1890, and 1910 (MacArfhur, 1976). .- Knox County's figures
give a much better indication of the population served by the local
banks, yet even here, it must be recoagnized that the market for bankina
services extended beyond the County's borders.

Through 1870, Knox County grew more slowly than did the country
as a whole, but from 1870 to 1890, county growth was much more rapid
than the national average. After 1890, Knox County grew only slightly
more rapid1y than did the country as a whole. |

More striking than the change in population was the change in the
proportion of the popu1atioh employed in manufacturing. Table III-2
presents the number of pefsons employed in manufacturing industries
per one thousand of population.

There was a large increase for the United States from 42 per
thousand in 1860 to 50 in 1870, whereas 1ittlevchange occurred in
Knox County during the same periods. The next period, 1870 to 1880 saw
little change for the United States but a large increase for Knox
County. But the ten years between 1880 and 1890 produced extraordinary
changes for both the United States and Knox County. In that period. the
. proportion of the population employed in manufacturing in Knox County
‘almost trebled and increased by 39 percent for the United States. (As
will be seen, the characteristics of manufacturing in Knox County also

changed.) By 1890, Knox County and the United States were on a par,
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Number of Persons Employed in Manufacturing Industries

per One Thousand of Population

Year Knox County United States

1860 3 42

1870 15 52

1880 25 54

1890 74 75

1900 83 77
Sources : United.StatesrCensus:

1860, Volume
1870, Volume
1880, Volume
1890, Volume

1900, Volume

~ AN WW

pp. 567-568, 729;

pp. 392, 733.

pp. 5, 175, 357;

Part 1, pp. 9, 594-595,
Part 2, pp. 280-281;
Part 1, p. 3,

Part 2, pp. 857-858.
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and Knox County's proportion grew more than that for the United States
in the next decade. |

In addition, firm size, as measured by employment per firm, showed
the same pattern of change. Table III-3 shows employment per firm in
manufacturing companies. Knox County had smaller firms than did the
United States from 1860 to 1880. After 1880, the local firms were
larger than the U.S. average, and once again the shift came mostly in
the decade of the 1880's. In 1860 and 1870, the average Knox County
firm employed about one-half as many emp]oyées as did the average firm
in the United States. The year 1886 saw Knox County firms still below
average, but a slight gain had been made. During the next ten years

substantial gains occurred, and employment per firm more than doubled.*

Table III-3

Employment per Firm in Manufacturing Companies

Year Knox County United States

1860 3 9
1870 5 8
1880 7 11
1890 17 13
1900 18 11

Source: United States Census, 1860-1900. See Sources, Table III-2,
page 37.

*The decline in employment per firm in manufacturing companies from
1890 to 1900 was caused by an inadequate definition of manufacturing
companies. That definition was revised for the census of 1910 and later
censuses, and therefore census data for 1910 are not comparable with the
census data for earlier years and have not been presented here. For the
same reason, census data for the value of products produced per manufac-
turing firm in 1910 have not been presented in Table III-4.



39

These conclusions are reinforced by a second measure of firm size,
the value of products per firm. Table III-4 presents the average of
the value of products of manufacturing firms from 1860 to 1900. Knox
County firms produced about one-half as much on the average as the
United States in 1860. By 1870, both had grown and the difference had
narrowed—Knox County firms now produced about two-thirds as much as
the average U.S. firm. There was virtually no change in Knox County
in the period from 1870 to 1880, while the average for the United States
continued to grow. But between 1880 and 1890, the average for Knox
County manufacturing firms‘doub1ed, to about the U.S. average. The
average for both fell slightly by 1900. (The figures are in nominal—
not real—terms, and given the price deflation during the 1890's, real

output per firm probab1y.rose.)

Table III-4

Value of Products Produced per Manufacturing Firm

Year Knox County United States
1860 $ 6,375 $13,429
1879 11,259 16,785
1880 11,978 21,152
1890 25,206 26,370
1900 24,591 25,402

Source: United States Census, 1860-1900. See Sources, Table III-2,
page 37. -

The censuses of 1870 to 1900 presented data for employment, value

of produce, and the number of firms for various political subdivisions
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of each state. Unfortunately, the censuses did not always report for
the same political subdivisions. The censuses of 1870 and 1880 reported
for Knox County, but the next two censuses, 1890 and 1900, reported for
Knoxville. Furthermore, the censuses of 1890 and 1900 were not as
detailed as the earlier two. Approximately one-half of the manufacturing
industries in Knoxville in 1890 and 1900 were aggregated in the catch-all
category "other." Table III-5 presents data for some of the more
important industries in Knox County in 1870 and 1880 for which comparable
figures are available for Knoxville in 1890 and 1900. (Both employment
and total product for each industry are given as a percentage for the
county or city totaTS.)

The following industries were clearly more important by 1900 than
they were in 1870: textiles and clothing, flour products, manufactured
wood products, and bakeries. Metal products, paper products, and leather
products either fell in importance or remained about the same. Marble
and stone products and lumber appear to have beén less important, but
other evidence about these industries leads to the opposite conclusion.

There were no marble or stone works listed for Knox County in
either 1870 or 1880. By 1890 and 1900, according to the census figures,
they contributed a.small amount to Knoxville's economy, but here the
census is misleading. First, most of these products would have been
produced at the quarry. Raw marble blocks would not have been transported
to the city to be worked into building stone or monuments. The work
would have been done at the quarry. There were very few marble quarries

within the corporate 1imits, but by 1890-1900, marble quarries were
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Employment, Total Product, and the Number of Firms in Various

Manufacturing Industries in Knox County (1870 and
and Knoxville (1890 and 1900)

Employment

Total Product

: (As a Percentage of (As a Percentage of Number
Industry Year the Tota]? the Total) of Firms
Textiles 1870 2.8 3.8 4
and 1880 - - --
Clothing 1890 5.9 4.5 23
1900 12.3 9.0 33
Metal 1870 41.5 32.0 8
Products 1880 37.0 29.7 9
1890 13.0 13.0 25
1900 5.2 14.7 20
Flour 1870 0.5 4.1 1
1880 5.0 27.3 32
1890 - S --
1900 g 16.5 3
Lumber 1870 112 6.2 4
1880 5.4 3.5 16
1890 3.0 3.9 5
1900 0.9 1.5 3
Wood 1870 2.8 1.2 1
Products 1880 12.2 14.9 8
1890 5.1 3.4 13
1900 6.6 5.2 2
Paper 1870 3.4 3.3 1
Products 1880 4.2 2.4 3
1890 6.2 4.7 12
1900 3.6 3.2 10
Marble 1870 --- ——— --
and 1880 -——- - --
Stone 1890 2.1 1,4 6
1900 0.7 0.7 5
Leather 1870 11.0 12.9 5
and Leather 1880 127 8.9 10
Products 1890 8.6 8.0 18
1900 1.9 1.8 22
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Table II1I-5 (Cont'd)

Employment Total Product
(As a Percentage of (As a Percentage of Number
Industry Year the Total the Tota1g of Firms
Baking 1870 --- -—- --
and 1880 2.1 3.4 2
Confec- 1890 3.3 4.8 9
tionary 1900 2.8 3.5 8

Source: Census of fhe United States, 1870-190N. See Sources,
Table III-2, page 37.
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ubiquitous in Knox County and surrounding areas. Second, reports by

bank examiners indicate that starting in the eighties, the 1o§a1 national
banks increased both the volume and number of loans to local marble
companies. Not only were the marble companies borrowing more, there
were more of them. Similarly, lumber companies were mentionéd more
frequently in the examiners' reports after 1880, yet most of the ones
doing business with 1ocal banks were located outside Knox County. That
is, lTumber became increasingly important‘to East Tennessee, and through
the 1inks between the Tumber companies and the local banks, to Knox
County, even though that linkage did not show up in the census. Much

the same can be said for coal mining, but because there were no coal
mines in Knox County or Knoni]]e, coal mining's contribution to the
growth of Knoxville is hidden. Also, the examiners' reports show that
many of the principals of the local banks were deeply interested in

coal mines, marble quarries, and timber companies. The evidence is, then,
that marble, timber, and coal were more important to the economy of
Knoxville and Knox County in 1900 than they had been in 1870.

The topography of the region and the relatively hiah rainfall
affected both manufacturing and agriculture. East Tennessee is bordered
on the east and west by mountain ranges running northeast to southwest.
Between the mountains are numerous small valleys which duplicate the
broad pattern in miniature. Steep, but not overly tall ridges run
northeast and southwest. Descending from the top of the ridge'line,
one encounters rolling hills, which diminish in height and steepness,

until a narrow strip of rich, and flat, bottomland 1ying along a sma11‘
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stfeam or river is reached. The bottomland was cleared and planted in
corn and wheat. The rolling hills were cleared up to the bottom of the
ridge, but because they were too steep for row crops, they were turned
into pasture for cattle and horses. The ridge itself was left uncut
for it was too steep for pasture land, and because it was covered by a
dense hardwood forest containing many oaks and chestnuts, it provided
forage for hogs.

East Tennessee agriculture had developed along lines that were
different from much of the South. Few large plantations existed, and
cotton and other staple crops were not as extensively cultivated here
as in the rest of the South. Most farms were relatively small and
worked by the owner, rather than by slaves (prior to the War), or tenants
or sharecroppers (after the War). ‘The topography of the land, native
flora, rainfall, and patterns of ownership directed agriculture toward
corn, wheat, cattle and hogs. The topography of the land and the
relatively high rainfall made extensive emb]oymené of water powered
mills possible, hence the growth and development of textile and flour
mills and, although the census does not show it, a modest meatpacking
industry (East Tennessee National Bank, July 27, 1881.)*

Throughout the period, Knoxville had a good and improving
transportation system. The centerpiece was the rail line which connected

Knoxville to the northeast with Virginia and the eastern seaboard, and

*Throughout, citations and references from the correspondence of
the local banks with the Comptroller will be identified by the particular
bank's name and the date on which the letter was written. Citations and
references from Reports of Examination will be so identified.
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to the south with Chattanooga. From Chattanooga, 1ines ran south to
Atlanta and north to Nash?i]]e. (Longstreet attacked Knoxville in.
November of 1863 with the intent of recapturing this important railway.
Had he done so, direct rail service between Richmond and Atlanta would
have been restored through an area that was recognized as an important
and rich source of the necessities of war.) A direct 1ink between
Knoxville and Asheville, N. C., was completed in 1881. Two years later,
a direct 1ine to Louisville was opened. A direct 1ink between Knoxville
and Cincinnati was opened in 1888 (Patton, 1976, pp. 194-199.)

Thus, by 1883, Knoxville had good rail connections with the
Northeast, East, South, and Midwest, and numerous small feeder 1ines
connecting various pointé in East Tennessee. Further improvements were
made throughout the period. The 1links to the Midwest and eastern
seaboard were comp]eted in the early years of the decade in which the
greatest growth occurred, and probably explain much of the very rapid
increase in economic activity. Because mucH of Knoxville and Knox
County's industrial development depended upon shipment of heavy, bulky

materials—coal, marble, timber, etc.—a good transportation system

was crucial.

Numerous turnpikes were built shortly after the War and did much
to improve local movement of persons and goods (Patton, 1976, pp. 186-
188). Finally, the Tennessee River was a useful means of transport
during most of the year.

With the end of the War and the completion of the rail network in

the early 1880's, Knoxville's retail and especially its wholesale trade
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boomed. "In its heyday . . . Knoxville was the fourth or possibly the
third largest jobbing center below the Ohio River . . ." (Briscoe, 1976,
p. 411). Briscoe does not identify the period for which this was true
(if it was), but it probably was close to the truth from 1890 to 1910.

Prior to about 1880, Knoxville/Knox County's,manufatturing
industries were about what one could expect to find in almost every other
Southern city (or town) of its size: blacksmiths, saddle and harness
makers, small handicrafts (coppérsmiths, tinsmiths, etc.), carriage and
wagon makers, coopers, newspapers, repair shops of various kinds, and
other small firms. The one apparent exception to this was the large
jron-foundry industry associated with the railroads. As the railroads
consolidated, local production and repair of equipment for railroads
diminished. On the other hand, manufacturing of iron and steel products
employed in coal mining, marble quarrying, and textile mills grew
(Briscoe, 1976, pp. 412-413). By 1900, iron foundries were still quite
important to Knoxville and Knox County, yet their relative position
had fallen due to the rapid growth of other industries. At the turn
of the century, Knoxville was the center of an economically active
region making extensive use of the available natural resources.
Primarily, these resources were coal, marble (and some other, less

intensively mined minerals and ores), timber, and water.
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A History of Banking in Knoxville

The First National Bank of Knoxville received its charter, number
391, on April 19, 1864.* It was one of the first national banks founded’
in a Southern state, and the date of its formation bears some discussion.
In November of 1863, General Longstreet had beseiged the Union GéneraT
Burnside in Knoxville, but the Confederate campaign failed. The Union
kept its hold on Knoxville and the Tennessee and Virginia Railroad.
The threat of a renewed Confederate campaign in the spring of 1864 lay
over East Tennessee and increased the determination, even in the face of
considerable risk, of the Unionist element in this region to found a
National bank in a state which had left the Union.

East Tennessee was more sharply divided over the War than any other
region in the South. By 1864 it was clear to all those living here
that the enmity stirred by the War would last for a long time, whichever
side won. And, while the Union cause in early 1864 was in better shape
than it had been, its success was not assured. A number of serious
obstacles to the success of any bank in Knoxville loomed dangerously
on the near horizon. At that time, Knoxville had not suffered extensive
physica] damage from the War, but because of its railroad, it was an
inviting target. Because Knoxville's sympathies were divided, both
sides had refrained from ravaging it, but had Knoxville been caught in

the midst of a really large battle, it could have been destroyed.

*The First National gave up its charter and closed in 1872.

Immediately upon its liquidation a new bank, The East Tennessee National,
was opened.
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Further, the divided sympathies meant that almost any bank founded then
would have to "write off" a large portion of its potential customers.
A National bank could not expect to do much business with Southern
supporters. A bank founded by Southern supporters could not expect to
attract Unionists as depositors or borrowers. In fact, the situation
had been made even worse by the breakup of the Unionist party into
those who supported Lincoln and emancipation ahd those who supported
the McClellan Democrats who were opposed to emancipation.

And above all, no one knew which side would win or what forﬁ'or
degree of retribution would follow the end of the War regardless of
wHo won. No one could know when the War would end, nor could anyone
foresee how much subsequent violence would occur. A civil war always
carrie§ with it the potential for protracted guerrﬁ]]a warfare énd no
one in Knoxville could have ignored that threat. A1l in all, those
individuals who formed banks in this period were taking a considerable
risk.

Nine individuals bought stock in the First National Bank. Of the
nine, seven were from Knoxville. The two nonresidents moved to
Knoxville from Cincinnati and were the dominant shareholders. The
president of the bank was William Perkins, owner of 830 shares (83
percent), or $83,000.00 of the $100,000 in capital stock. W. R.
Patterson, the cashier, had invested $10,000. The remaining $7,000
in stock had been subscribed equally by W. G. Brownlow, S. P; Carter,
G. M. Hazen, P. Dickenson, S. R. Rodgers, 0. P. Temple, and W. Heiskell

(Organization Certificate of the First National Bank of Knoxville,
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Tennessee, filed with the Comptroller of the Currency, April 6, 1864.)
To a man, the local shareholders were stout Unionists (Temple, 1912,

1899). Perkins and Patterson left within two years and local residents

took control.

The circumstances of Patterson's leaving are not particularly
significant, but the explanation of his departure given by Brownlow
reveals much about the East Tennessee Unionists and their determination
to support the Unionist cause, by then identified with the Radical
Republicans, as well as their strong defense against real or imagined
attacks on their region.: Brownlow wrote:

- Bankrupt Seeking Notoriety
W. R. Patterson, late Cashier of the National Bank of this
place, said recently to E. T. Carson, a'citizen of Cincinnati,
that he "had left Knoxville because a Northern man could not
live in the South." This we learn from the most reliable
source. It will be news to the people of Knoxville and East
Tennessee, and is a reflection upon our people wholly
false and discreditable. Such a statement might be made
Justly in regard to the rebel Cotton States, but it is
not true of East Tennessee. The utterance of such a slander
upon the people of East Tennessee compels us to give the
reasons why he left Knoxville. By the President and Directors
he was required to resign his position as Cashier of the
National Bank, because his management of the Bank was not
acceptable. He discounted paper for the benefit of a
mercantile house in which he had an interest, after a style
which did not suit the purpose of the Board of Directors.
To favor him as much as possible, and save his feelings,
he was allowed to resign. He ought, therefore, to assign
no such reason for leaving Knoxville. Up to the hour of
his departure from this place, he was ardent in support
of the so-called policy of the President, and unsparing
in denunciation of radicals.

This was his course in Knoxville. Because we said
through this paper that in the sections of the South where
the majority of the people had rebelled there was a feeling
of hostiTity toward Northern men, Mr. Patterson was of that
class who denounced us as "a libeller of the integrity
and loyalty of the South." Now he goes further and puts
East Tennessee in the same boat with South Carolina.
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01d Thad Stevens ought to have Patterson summoned as a
witness before the Reconstruction Committee. We have
heard of no testimony that East Tennessee is so disloyal
that a Northern man can't 1ive here, until W. R. Patterson
gave it. 4 '

The truth is, Patterson "played out" here more
effectually than any man we know in the place. He is of
the class of Northern men who are nothing for any platform
of principles, and in politics take the course which they
think will pay best. In Maine or Massachusetts they are
bitter in denunciation of rebels. In a few days in
Knoxville, to curry favor with a pinch-back, broken down
slave aristocracy, they denounce the majority in Congress
as traitors, and all who defend them.

Finally, it is this lying class of Northern men who
create all the prejudice which exists against Northern men
in this section. They are the worst representatives of
the meanest class of men at the North. For their bread
and meat they change their principles, and creep after
the disloyal, who use them for their dirty work.

A large majority of the Northern men who have settled
in East Tennessee, are of an entirely different class,
and are as good citizens and honorable men as Tennessee
or any other State can boast. (Brownlow's Knoxville Whig,
April 11, 1866, p. 2. Spelling, syntax, and italics his.)

Political organization was a prominent part of bank formation in
thé last years of the War and for a short while afterwards. The founders
of the First Nationa1}were Whigs before the War. Two other banks were
founded shortly before the First National by men with different po]itica]
ties. The oldest was what eventually became known as the Peoples Bank.
It was owned by C. M. McGhee, J. R. Mitchell, John R. Branner, and
T. R; Calloway. These individuals were old-line Democrats and supported
the Confederacy, although their commitment was moderated by strong
attachment to their community. C. M. McGhee was a Colonel in the
Confederate Army, and yet he appealed in late 1861 or early 1862 for
the release from prison of a James S. Bradford, who had been arrested
because of his strong support of the Union cause (Temple, 1899, pp. 415-

416). Friendship and a desire to protect the community seem to have
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motivated McGhee's action. More striking was the behavior of John R.
Branner, President of the East Tennessee and Virginia Railroad. 1In
early June of 1861, a conference of Southern sympathizers was held in
Knoxville at which it was decided to arrest Andrew Johnson and possibly
T. A. R. Nelson, who were speaking at Rodgersville. Temple wrote:

At this conference there was present a man who had been

a personal and political friend of Johnson from boyhood.
Though a warm friend of Southern independence, he disapproved
of his [Johnson's] arrest. He therefore informed John R.
Branner, president of the railroad which [was to have been
used] in order to reach Rodgersville, of the . . . purpose
[of arresting Johnson]. Branner was also a friend of the
South, but he feared the Union men would be indignant with
him for furnishing an extra train to be used in arresting one
of their favorite leaders, and in revenge would destroy
railroad property . . . [Branner] sent every engine he had
out on the road. . . . [Upon the request for a train] Mr.
Branner was bland, polite, wished to accommodate [the
Southerners] and help the Southern cause by every means
within his power, but he was very sorry that every engine

he had in the world was out on duty, and none of them would
be in before that evening. (1912, pp. 402-403)

Certain1y; Branner wanted to protect his inVestment. But that was not
his only motive. His action must also be understood as an attempt by

an East Tennessean to protect his community from the disintegration

which was likely to accompany a civil war. Urion men, in their turn,
took similar actions for similar reasons. They were remembered by
both sides in time, and reconciliation eventually came. But until
some time had passed, it was impossible for buéiness relationships to
ignore political ones.

By and large, the owners of the Peoples Bank were Cemocrats before
and after the War, yet it is clear that they had gotten on relatively

well with their political opponents prior to the War as well as
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afterwards. (The sharpest differences in politics grew from the split
in the Republican party in 1864.) The Peoples Bank was variously called
the Knoxville Depository and the J. R. Mitchell Co. It closed in 1892.

The most bitter disputes arose between the two branches of
Unionists: those who supported the Republican party throughout the
War and Reconstruction (the Radical Republicans) and those who broke
with the Republican party as a result of Emancipation (the McClellan
Democrats). In East Tennessee, the McClellan Democrats were a mixture

of old-1ine Democrats who opposed secession and Whigs who opposed

emancipation. Temple (1912) wrote:

[John M. Fleming] remained true to the Union and the
administration of Mr. Lincoln until the spring of 1864,
when he joined Nelson, Baxter, and other Union leaders

in support of General McClellan. . . . He opposed the
administration of William G. Brownlow as Governor, and
also the Reconstruction measures of the Republican Party.
He finally became a full-fledged Democrat, remaining so
to the end of his 1ife. (p. 120)

"After [John] Baxter came to Tennessee he took no active
part in political affairs until the threatening aspect of
the secession movement aroused him in November 1860.

He was a Whig, a Southern man, and a slave-holder. . . .
He believed at that time the Union could be preserved by
wise, conservative councils, and by the united action of

all good men in the South. Accordingly, . . . help
proposed and advocated a Conference . . . for the purpose
of devising some plan. . . . But as his proposition was

advocated by the known friends of secession, the Union
men voted it down. (p. 68)

When the governor proposed a state convention to vote on secession,
Baxter took to the stump to argue against such a convention. In
that éampaign, "I doubt if any man in the State, not even Andrew

Johnson, was so bitter in denunciation of secession and its leaders"”
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(Temple, 1912, p. 69). Yet in 1864, Baxter supported McC1e11an and the
Democrats. He continued his support of that party for a few years after
the War as well. "Some time between 1872 and 1875, Mr. Baxter ceased
his wanderings, and came back to his old party, where he remained with
more or less steadiness until his death" (Temple, 1912, p. 73). Andrew
Johnson is the most notable Tennessee Democrat who supported the Union
through the War, but nevertheless, he eventually broke with the Republican
party over Reconstruction.

A Republican-turned-Democrat founded the third bank, which was
called the Exchange and Deposit Bank. He was John Baxter, a lawyer and
judge. He may have been assisted in this business by John Fleming,
although no direct evicence linking the two in partnership has been
found. This bank went under during the crisis of 1873. The East
Tennessee National Bank of Knoni]]e, wrote to the Comptroller of the
Currency, October 14, 1873:

From Bristol on the Virginia and Tennessee line to Cleveland,

Tennessee, a distance of two hundred and ten miles the

entire banking capital as reported by the five banks (four

private and one national) is $161,050.00. Three of these

banks have suspended in the past two weeks with an

aggregate capital of $41,050.00 leaving but 120,000%

capital in the two banks still open. (The bank's punctuation
is followed.)

That is, the East Tennessee National Bank and one private bank remained
open. That private bank was probably the Peoples Bank, for it survived
that crisis and remained open until 1892.

Further, because the East Tennessee National Bank had a capital of
$100 thousand, the capital of the Peoples Bank can be placed at $20

thousand. This would mean that the Exchange and Deposit Bank probably
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had a capital in the neighborhood of $10 thousand to $20 thousahd.
One of the other suspended banks was probably the Knoxville Bank. It
probably had a capital that was below that of the Exchange -and Deposit
Bank because it was owned by only one individual. See the following
discussion of that bank.) A1l told, the Peoples Bank and the Exchange
and Deposit Bank (with the possib]e inclusion of the Knoxville Bank)
probably had a total capital on the order of $30 thousand to $50 thousand.
This was not far from the amount necessary to form another national
bank, and that they chose not to do so was probably because they had
no desire to affiliate themselves with the National system. Later in
the period, the hard feelings created by the War diminished and had
Tittle to do with business relationships (Temple, 1912, pp. 72-73).
However, in the last year of the War and the first years of Reconstruc-
tion, loyalty and po]itica] affiliation were fmportant determinants of
business association.

The Knoxville Bank, mentioned above, was founded by J. S. Van
Gilder, a local bootmaker and insurance salesman whose politics are

not known. He eventually obtained a state charter and opened the

Merchants Bank in 1881 (White, 1976, pp. 367,373).

The Merchants Bank closed in 1915. Judging from the letter
quoted above from R. C. Jackson to the Comptroller, it is 1ikely that
Van Gilder's bank suspended in 1873. It may have remained closed for
awhile, but he probably reopened it some time before 1881. None of the
ads for this bank which appeared in the local newspapers listed any

other owners besides Van Gilder. This means that it probably had a
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relatively small capital. /Lone of the correspondence by the local
national banks with the Comptroller, nor any of the examiners' reports
mention any dealings with the Knoxville Bank. Every indication is
that this was a very small operation until Van Gilder obtained a state
charter for the Merchants Bank.

The First National Bank closed in October of 1872 and was
jmmediately succeeded by the East Tennessee National. By and large,
the shareholders and officers of the East Tennessee had been shareholders
and officers of the First Nationa]._ The East Tennessee is the oldest
bank in Knoxville. It was reorganfzed in the 1930's as the Park
National. (A further discussion of the closing of the First National
and the opening of the East Tennessee National will be found in Chapter
Iv.)

The next bank to obtain a national charter in Knoxville was the
Mechanics National in early 1882. This bank was formed on March 22,
1875, by Thomas 0'Conner (Moulder, 1977). O'Cohner was a Democrat and
had served in the Confederate Army.

The Mechanics Bank operated with a state charter until 1882 when
it was converted to a national bank. In October of that year, President
0'Conner fought a duel outside the bank with two of his DO]itica]l
opponents. A1l three were killed but the bank continued in business.
What is interesting is that both he and his two opponents had been
ardent supporters of the Confederacy, and that by 1882, the old political
divisions (Radical Republicans opposing McClellan Democrats) were much

less important and had lost most of their significance with respect to
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business affairs. When old comrades-in-arms cease to support one
another, and turn to dueling, then conditions have clearly changed.
The Mechanics National gave up its national charter in 1907 and became
the Mechanics Bank and Trust Company. It was absorbed by another bank
in 1922.

By 1886, four local banks were in business: the East Tennessee
National, the Mechanics National, the Merchants Bank, and the Peoples
Bank. Throughout most of the period from 1867 to 1886, four banks
were in business. The number may (depending on what happened to the
Knoxville Bank) have fallen to two from late 1873 to early 1875. After
1875 there were a1wéys three and possibly four, again depending on
what Van Gilder did in bénking between 1873 and 1881. It is likely
that his bank did not stay "suspended" for long. If his bank had
failed (and there is no evidence that it did) it is unlikely that he
would have opened a new bank in 1881. What is more 1ike1y is that he
continued to operate his bank in a small way until he decided to get
a state charter. Therefore, Knoxville can be said to have had four
banks (with minor exceptions) from 1867 to 1886.

In 1887, the Third National Bank of Knoxville was formed. The
following year the City National obtained its charter and the Knoxville
Banking Company opened. The State National opened the next year (but
failed in 1893). In 1890, two new banks were created: the Holston
Banking and Trust Company and Knox County Bank and Trust Company. The
Holston Banking and Trust Company obtained a national charter in 1891,

which was also the year in which the Farmers and Traders Bank, Safe



Deposit and Trust Company was formed. This bank meraed with the
Associated Banking and Trust Company (1892) in 1895 to form the Union
Bank. The Union Bank operated with a state charter until 1913 when it
converted to national status. Two other small state banks were formed
before 1900: the Market Bank (1893-1895) and the Marble City Bank
(1898-1904) (White, 1976, pp. 367-369).

By 1900 there were ten banks in Knoxville: five national, and
five state chartered. The National Banks were the East Tennessee, the
Mechanics, the Third, the City, and the Holston. The state banks
were the Merchants, the Knoxville Banking Company, the Knox County Ban
and Trust Company, the Union, and the Marble City. Between 1900 and
1913, one bank failed (the Marble City, 1904), one bank gave up its
national charter for a state charter (the Mechanicé, 1907), one state
bank converted to a national bank (the Union, 1913), and one bank was
founded (the American National, 1913), leaving Knoxville still with
ten banks in 1913. Six had national charters and four had state
charters.

While politics remained important to the individuals associated
with Knoxville banks after Reconstruction, political affiliation did
not determine bank creation or operation. For example, John Baxter of
the Exchange and Deposit Bank recommended to the Comptroller of the
Currency that the East Tennessee National be given a charter (June 29,
1872). In the late eighties, C. M. McGhee, one of the original owners
of the Peoples Bank, became a shareholder in and director of the East

Tennessee Nationa]. In the mid-60's neither of these individuals woul
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have considered joining in a national bank, nor would Thomas 0'Conner
have done so. By 1880 certainly, national banking was no longer
confined to those who had strongly and consistently supported the
Union in the War. |

The great increase in banking activity occurred in the late
eighties and early nineties. At least one new bank was formed in
each year from 1887 to 1893. The great increase in the number of
banks and economic activity in the late 1880's and early 1890's caused
a similar alteration in the manner in‘which the banks operated. Banks
which could (and did) operate as small, conservative countfy banks were
forced, more and more strongly after the mid-80's, to become larger,
more aggressive city banks. Most of the change in behavior followed
the increase in the numbers of banks. That is, much of the changé in
the way in which these banks did business occurred between 1890 and
1900? yet even by the late 80's the signs were there. After 1900,
1ittle change occurred either in the structure of banking or in the

operation of the banks themselves.



CHAPTER IV

NATIONAL BANKING IN KNOXVILLE, 1864-1886

Introduction

The national banks of Knoxville were, for about twenty years,
conventional country banks, operating in ways that were significantly
different from the ways in which city banks operated. This condition
was the result of their particular environment rather than their status
as country banks. When the local environment changed (the change began
in earnest in the mid-1880's), the behavior of the local national banks
changed also. It is not possible to know with certainty why the local
banks acted as they did, because the minutes of the meetings of the

-boards of directors no longer exist. However, records of the results
of their decisions do exist in the form of reports of condition and
examination, and these reveal the actual, although not necessarily
the intended, arrangement of assets and liabilities.

It is the actual arrangement of assets and liabilities, which will
provide clues to the operation of these banks. They, 1ike all other
banks, had some control over the acquisition of their funds and the
manner in which those funds were employed, but of course, that control
was not absolute. There were stétutory requirements affecting reserves,
banknote issues, bond purchases, and capital, to mention a few of the
more important limitations. A minjmum reserve was specified. Both a

minimum and a maximum applied to banknotes issued. There was a minimum

59
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bond deposit and a minimum capital requirement, but no maximums. There
were no 1imits on the proportion of liabilities which could be'acquired
from private depositors or bankers' balances.

What is important here is that these statutory requirements were
few and that national banks 6f whatever class had a wide range of
options within which they could choose. The local national banks chose
to act much like other countfy banks for about twenty years, but then
their behavior changed, reflecting changes in the local environment,
not changes in their legal status. Because they could choose between
and among various proportions for their assets and 1iabilities, the
actual choices they made will reveal much about their environment and
their strategies and tactics for dealing with that environment.

In examining the records of the c1asses of banks andAof the
various regions of thevcountry, Sylla was interested in demonstrating
that certain banks could choose to operate in a monopolistic way. If
they did, he argued that choice should be apparent. Sylla wrote:

The theory of mbnobo]y . . . predicts that a bank monopolist

will charge higher average interest rates, produce less

local loan output, and earn higher profits than a

competitively-situated producer operating under the. same

cost conditions. (1975, p. 101)

For each of these three predictions he devised an empirical test.
Loan-asset ratios tested relative output, the ratio of earnings to
earning assets tested relative prices, and the ratio of net earnings
to shareholder investment tested relative profitability. We are in

a'position to use more tests. Additional tests will examine relative

costs of production as well as relative prices, and output.
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The costs of obtaining and managing funds cannot be assumed to be
the same for the different classes of banks. If Sylla's argument that
country banks were monopoTistic is correct, then those banks were in
“the enviable position of being both monopolists and monopsonists. If
this seems a rash statement, let the reader’remember that nonbank
- financial intermediaries (savfng and loan associations, credit unions,
savings banks, and the 1ike) were relatively rare and unimportant prior
to the twentieth century, especially in small communities outside the
urban Northeast. A large national bank in a small community might face
some competition from state chartered institutions or private banks,
but because it was much larger, and because it would have relatively
extensive connections with the national financial marketp]ace,‘it would
have substantial advantages over its smaller state‘chartered competitors
in attracting depositofs as well as borrowers. And, if it had advantages,
it probably exploited them. Therefore, the sources, as well as uses, of
funds must be investigated. It may then be possible to distinguisﬁ
between monopolistic and competitive responses to the local environment,
although it is probable that the local financial market can best be

explained in terms of the conservatism or the aggressiveness of the

participants.
Definitions

Funds were obtained from shareholder investment, deposits, banknotes
issued, and borrowings. They were primarily employed in loans, in
purchases of securities, and held as reserves. Each of these broad

categories can be further divided and some occasionally overlap.
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Deposit 1iabilities were of three types: private deposits, bank
deposits, and deposits of the United States government. The feports of
condition published in the local newspapers usually divided private
deposits into individual deposits (which were equfva]ent to demand
deposits), demand certificates of deposit (which were intérest bearing.
deposits left for a specific period of time, payable on demand, but
which would be assessed a penalty if redeemed prior to maturity), time
deposits (which were interest bearing deposits made for a specific
period of time but which were not payable on demand), cashiers' checks,
and certified checks. The Annual Reports of the Comptroller of the
Currency did not distinguish between the various forms of private deposits
until after 1910, but the reports of condition published in the local
newspapers began to do éo after 1870-71. The last three of the separate
categories of private deposits listed aone were generally an insignifi-
cant portion of all private deposits.‘

Bank deposits were divided into deposits due to national banks
and deposits due to other banks. (It was not until 1900 that the
reports distinguished between deposits due to reserve agents, other
national banks, ofher banks, and trust companies.) Banknotes issued
were divided into national banknotes and state banknotes, although the
latter were always insignificant. Shareholder investment was the total
of the capital paid in, the surplus account, and undivided profits.
Borrowed funds were notes and bills rediscounted, bills payable, and
bonds borrowed. Other items also occasionally appeared in the list of

liabilities, but their importance was usually quite small.
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A simple division of assets into categories is much more difficult.
The major difficulties arisevin trying to define reserves and-earninq
assets. Legal reserves were legal tenders, specie, and deposits with
reserve agents, and after 1874, the redemption fund which was deposited
with the U.S. Treasury and which amounted to 5 percent of national
banknotes issued. There were, However, other items which could generally
satisfy the operational, if not legal, needs for reserves. These were
other bank deposits (especially those in other national banks), national
banknotes (because the public had no objection to accepting them in
lieu of legal tenders), coins ("fractional currency"), cash items
(che;ks and other items in the process of collection and redemption),
and balances with clearing houses. In a sense, this expanded 1list of
reserves indicates the banks' preference for liquid assets, and therefore
in some cases will be a more useful indicator of bank behavior than legal
reserves would be. Legal reserves did not include mény assets that
were just as liquid and just as good at satisfying customer demands
as legal reserves were and, therefore the amount of legal reserves did
not reflect a bank's preference for 1iquid as opposed to nonliquid
assets.

Primary reserves will be defined to be those assets which a bank
could immediately employ to satisfy depositor demands for payment, or
which the bank could reasonably expect to convert in a short time into .
an acceptable form to satisfy depositor demands for payment. That is,
primary reserves are defined to be composed of three types of asset:

bank deposits, cash, and items in the process of being converted into
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one or both of the above categories. Bank deposits include deposits
with reserve agents, deposits with other national banks, depoéits with
nonnational banks, and certificates of deDosit‘issued by a clearing
house. Cash includes 1ega1}tenders, specie, national banknotes, and
fractional currency. The final category includes balances with clearing
houses and cash items.

Only one item of legal reserves, the 5 percent redemption fund,
has been excluded from the definition of primary reserves. The redemp-
tion fund was excluded because it was not a liquid asset; a bank had
no control over when or by how much it might be reduced. That depended
upon the presentation of banknotes to the U.S. Treasury, and a bank
never knew when that wouid occur. Further, a bank could not draw down
its redemption fund account during a brief period of monetary stringency,
and consequently its size at any time did not reflect a bank's preference
for liquidity. The redembtion fund depended entirely upon the amount of
circulation outstanding, and because circulation outstanding did not
represent choices made between 1iquid and i1liquid assets, except in

the most general sense, the redemption fund has been excluded from primary

reserves.

Secondary reserves are defined to be those assets which a bank
could reasonably expect to convert into liquid assets given a moderate
amount of time. They include U.S. government bonds, premiums on those
bonds, and other securities owned by a bank. By far and away, the
most important item in this category was U.S. government bonds.

Earning assets are defined to include loans and discounts, U.S.

government bonds, other securites, and bank deposits. U.S. bonds were
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purchased to secure banknotes issued, to secure U.S. government

deposits, and for investment purposes. Some, but not all, bank deposits
paid interest. Some, but not all, of the items in the category "other
stocks, bonds, and securities" were income producers, and so were some
of the items 1isted under "real estate owned." These last items—bank
deposits, other securities, and real estate—can be included, in whole
or in part, in earning assets, but only by making an arbitrary selection.
The reports of bank examination indicate that bank deposits and other
securities generally paid interest or dividends; while real estate did
not. Therefore, bank deposits and other securities are included in

earning assets and real estate is not.

Acquisition of Liabilities, 1864-1886

National banking in Knoxville during the early period had a
distinctly conservative (and possibly monopolistic) cast which can
be demonstrated by examination of the proportioning of assets and
1iabilities. The analysis of liabilities will show that the local
national banks did not aggressively pursue funds, and that once funds
were obtained, the banks allocated them in a conservative manner.

The relative importance of two categories of liabilities—private
deposits and borrowed funds—can indicate much about a bank's environ-
ment. If a bank can rely upon its private depositors to supply an
increhsihg proportion of its 1iabilities without having to pay those
depositors interest, it is clearly in a strong position. Conversely,

if the bank had to pay interest upon a large proportion of its private
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deposits, or if it had to rely upon bank deposits (for which interest
often had to be paid), and upon other borrowed funds (for which interest
always had to be paid) in order to increase its liabilities, then
aggressive, competitive behavior by that bank was required.

By and large, the local banks during the first period were not
subject to strong competition for 1iabilities. The ratio of private
deposits to all 1iabilities for the First National Bank (see Table IV-1)
immediately appears to contradict this statement. The First National
obtained about one-quarter to one-third of its 1iabilities from private
deposits, and the proportion declined rather than rose over time. At
the same time, its ratio of private deposits to liabilities was below
that of all reserve city banks, and in some years (1870-1872) was below
that of the average country bank. However, the low ratio of private
deposits to liabilities was not offset by a high ratio of borrowed
funds to all liabilities (see Table IV-2), but a very high proportion
of liabilities coming from United States government deposits, upon which
no interest was paid. (See Table IV-3.) When private deposits and
government deposits are added together, the result shows that an
increasing proportion of the First National's liabilities were derived
from noninterest bearing sources, and that in its last three years of
operation (1870-1872) the total of the two exceeded the same total for
each of the three classes of national banks.

For the three years 1867-1869, the_tota] of private deposits and
government deposits for the First National generally fell between the

totals for central reserve city and reserve city banks, while it
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Table IV-1

Average Ratio of Private Deposits to A1l Liabilities,
in Percentd

Central
East Reserve  Reserve Country

Yearb First Tennessee Mechanics Cities Cities Banks
1867 (3) 33.8 51.3 35.7 28.1
1868 (1) 32.2 51.8 36.8 28.8
1869 (4) 32.4 51.7 35.0 27.2
1870 (4) 26.9 46.4 34.6 27.6
1871 (3) i T 46.9 36.0 28.5
1872 27.0 (4) 34.1 (1) 46.0 36.0 29.1
1873 38.3 44 .5 35.5 28.9
1874 35.4 45.3 36.5 29.2
1875 41.0 45.5 37.4 30.2
1876 435 44.8 37.4 29.7
1877 (4) 48.1 47.8 37.9 30.0
1878 : Bl 46 46.8 36.8 29.9
1879 (2) 55.9 49.1 38.0 31.8
1880 (3) 61.2 55.8 41.7 38.4
1881 71.0 - 56.0 42.8 41.3
1882 69.1 53.8 (4) 54.4 43.5 42.6
1883 66.1 62.9 50.1 43.9 43.0
1884 - (3) 63.9 62.3 49.2 43.6 41 .9
1885 63.2 57.7 51.9 44.8 42.2
1886 66.4 58.2 50.8 46.1 44 .9

dprivate deposits are individual deposits, demand certificates of

deposit, time deposits, cashiers checks, certified checks, and unpaid
dividends.

bNumbers in parentheses refer to the number of reports of condition
used to calculate the ratios. If for a given year, no number in
parentheses is given, then all reports made by each bank and each group
of banks was used. National banks made four reports of condition through
1869; thereafter, five reports were made. Numbers in parenthesis next
to a year apply to the three classes of banks, and unless otherwise
noted, to the individual banks.

Source: For the individual banks, reports published in local
newspapers were the source. The Comptroller's Annual Report provided
information on the three classes. See also the discussion in Appendix A.
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Table IV-2

Average Ratio of Borrowed Money to All Liabilities,
in Percentd

Central
East Reserve Reserve Country

Year First Tennessee Mechanics Cities  Cities Banks
1867 (3) 1.8 15.4 9.2 2.2
1868 (1) 4.7 15.8 9.9 2.0
1869 (4) 3.2 16.0 10.0 2.6
1870 (4) 1.4 19.8 10.9 2.9
1871 (3) 3.5 : 21.9 12.1 2.9
1872 2.6 (4) 0.8 (1) 21.5 11.8 8.2
1873 da2 22.2 12.7 3.2
1874 1.0 23.6 13.5 2.9
1875 1.8 23.9 13.8 2.9 -
1876 1.6 ~25.2 141 3.0
1877 (4) 1.1 23.9 13.7 2.9
1878 1.3 22.7 13.2 2.6
1879 (2) 1.8 22.4 14.4 2.8
1880 (2) 1.5 25.4 18.1 3.4
1881 . 1.5 2952 18.4 8.5
1882 058 2.7 (4) 25.3 16.9 3.7
1883 0.8 2.1 28.4 16.1 3.8
1884 (3) 1.4 1.0 29.4 16.5 4.0
1885 _ 3.2 8.3 29.0 17.6 3.9
1886 3.9 11.1 29.7 18.1 4.3

dBorrowed money is bank deposits and borrowed funds. Bank deposits
are deposits with reserve agents, other national banks, other banks,
trust companies, and clearing house loan certificates issued. Borrowed
funds are rediscounts, bills payable, and borrowed bonds.

Source: Reports of Condition. See also note b, Table IV-1,
page 67, and Appendix A.



69

Table 1V-3

Average Ratio of Government Deposits to All
Liabilities, in Percent?

Central
East Reserve Reserve Country

Year First Tennessee Mechanics Cities Cities Banks
1867 (3) 9.1 0.6 2.7 2.5
1868 (1) 4.2 0.6 1.7 1.7
1879 (4) 9.7 0.1 0.8 1.4
1870 (4) 24.0 0.4 0.5 1.2
1871 (3) 24.0 0.4 1.0 Tk
1872 27.9 (4) 19.0 (1) 0.1 0.5 1.0
1873 11.2 0.1 0.6 1.1
1874 7.6 0.1 0.4 0.9
1875 6.7 0.1 0.5 0.8
1876 7.4 0.1 0.5 0.9
1877 (4) 9.5 0.1 0.6 0.8
1878 8.2 3.8 .8 0.8
1879 (2) 7.5 5l.D 1.4 0.9
1880 :(2) bz 7 0.1 0.5 0.7
1881 3.8 0.1 0.6 0.7
1882 4.1 0 0.1 0.6 0.7
1883 4.9 0 0.1 0.6 0.7
1884 (3) 4.9 0 0.1 0.7 0.7
1885 5.1 0 0.1 0.7 0.7

- 1886 4.9 0 - 0.2 0.7 0.8

aGovernment deposits are United States government deposits and
deposits of U.S. disbursing officers.

Source: Reports of Condition. See also note b, Table IV-1, page
67, and Appendix A.
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exceeded the total for country banks. Because the First National
rarely paid interest on its private deposits, especially aftef 1870,
its proportion of noninterest bearing deposits probably exceeded the
proportion of noninterest bearing deposit; for the three classes of
banks. It was not until 1870 that the reports of examination distin-
guished between various categories of private deposits. In that year,
the examination of the First National showed it had demand certificates
of deposit (which paid ihterest) amounting to 27 percent of all private
deposits. The following year, the examination found no demand certifi-
cates of deposit. (See Table IV-4.) The reports of condition published
in the local newspapers in 1871 and 1872 did not 1ist any demand
certificates of deposit, and therefore it appears that after 1870 the
First National did not pay interest on deposits.

The First National may have had to pay interest on some deposits
in years before 1870. 1In 1867 two of*the smaller, nonnational banks
located in Knoxville advertised that they would pay interest on some
accounts. One advertisement read:

A Savings Bank in Knoxville. The Exchange and Deposit Bank
having made arrangements to carry on a Savings Bank in
connection with their present business are now ready to
receive deposits of one dollar and upwards, allowing
interest at the rate of six per cent. per annum. To those
especially whose savings are not large enough to enable
them to invest in bonds and other securities, none of
which are under the denomination of fifty dollars, this
plan will recommend itself. Not only is a safe place
offered, which in these unsettled times is of great
importance, but the amount deposited is constantly
increasing. To the laboring man, the mechanic, the small
dealer, this instution will be especially beneficial.
Small earnings saved from day to day, or week to week,
will be made much safer to the owner when locked up in
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Table IV-4

Average Ratio of Individual Deposits to Private Deposits,
in Percentad

East
Year First Tennessee Mechanics
1867
1868 N.D.
1869 N.D.
1870 (1) ; 73
1871 (1) 77100
1872 N.D. N.D.
1873 42.7
1874 46.1
1875 63.5
1876 ' /3.5
1877 (4) 83.3
1878 86.9
1879 *(2) 85.1
1880 (2) ' 91.0
1881 84.3
1882 ' 91.8 92.6 (4)
1883 93.9 90.5
1884 (3) 95.0 86.9
1885 97.8 85.3
1886 94.7 84.8

ASource: See notes a and b, Table IV-1, page 67, and Appendix A,
for both the East Tennessee National and the Mechanics National. For
the First National, the source was the reports of bank examination on
December 6, 1870, and December 19, 1871. N.D. stands for No Data.
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the safe of this trustworthy Bank than when wadded about
in the breeches pocket, or left with those who increase
it nothing. The institution is a common one in large
cities. Further information can be obtained by calling
at the Bank, corner of Main and Gay, until December 1st,
at which time it will be moved to the New Bank Building
on Gay Street. (The Knoxville Daily Free Press,
November 9, 1867, p. 3)

This advertisement is quite informative. First, the notion that
the creation of a separate institution—"a Savings Bank"—paying
interest on deposits was required, indicates that the payment of interest
on deposits was not common practice. Second, the implication of the
sentence ending with "those who increase it nothing" is also that
payment of interest on deposits was unusual. In fact, the whole ad
seems to imply that no other local bank paid interest on deposits.
However, another local bank placed an advertisement which appeared in
the same newspaper on the following day, also offering to pay interest
on deposits. The advertisement read:

Knoxville Bank
and
Savings Institution

A11 sums of five dollars and over received on deposit

and interest paid by special contract. Separate accounts

kept in this Bank—for Deposits drawing interest—to

accomodate all who desire to put in small amounts at a

time, for accumulation. (The Knoxville Daily Free Press,
November 10, 1867, p. 2)

Here again, a separate institution was involved and the appeal was
directed toward the small depositor. But what about the other two banks,
the First National and the Peoples Bank? They never explicitly stated
that they paid interest on deposits, although their occasional references
to their savings departments and certificates of deposit may have implied

the payment of interest. Instead, they emphasized other aspects of
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their business, primarily the safety of deposits.and thgir willingness
to buy and sell various monies, claims, coupons, bounty certificates,
stocks, bonds, government vouchers, etc. In the early years, the First
National emphasized deposit safety in its advertisements and in articles

.in a local newspaper written by shareholder and director W. G. Brownlow.

For example, Brownlow wrote:

The officers of this bank will have occupied the fine Banking
House of the Ocoee Bank by the time this paper reaches
subscribers. It is one of the Government Banks, and is a
safe depository for soldiers and citizens, who are 1iable to
be robbed of their money every day. Many of our farmers have
money, and the gurrilla thieves know it, and are liable to
dash in upon them any night. Many of the soldiers and officers
of the army have some money, and are desirous of saving it
until a future time. We assure them that they can find no
safer place than Knoxville to deposit, for it is the best
fortified town inside of the Federal lines, and can and will
be held against any force that may come. (Brownlow's "
Knoxville Whig, and Rebel Vent11ator, August 10, 1864, p. 2.
His spelling.)

The fo]]owing week there was another recommendation for the First
National, with the emphasis also upon safety.

By 1865 "gurrilla thieves" were less of a problem, and promises of
the safety of deposits appeared less frequently in bank advertisements.
Instead, the First National and the Peoples Bank emphasized the other
services they were able to provide. The Peoples Bank advertised that
it would "transact General Banking and Brokerage Business, receive
deposits, issue certificates of deposit, deal in Exchange, buy Gold,

Silver, Bank Notes, Bonds and Stocks" (Brownlow's Knoxville Whig, and

Rebel Ventilator, July 25, 1865, p. 1). In the same issue, J. R.

Mitchell offered to buy soldiers' bounty certificates at the Peoples

Bank, then called the Knoxville Depository. Most of the First National's
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advertisements after 1865 simply 1isted the names of the President and
Cashier, and the Bank's location. Mention of services occurred on the
few occasions when the First National had something special to sell. No
ads were found which would show that the First National actively sought
and paid interest to attract deposits. The Peoples Bank paid interest
on some accounts, but this fact was not constantly kept before the
public by advertisements to that effect. The First National does hot
appear to have employed the payment of interest as a means to attract
privéte deposits; the other local banks did. In fact, the First National
seems to have done little to attract customers; the other local banks
seem to have been much more active. A hint of this is given in the
‘examiner's report on the First National in 1866, where he wrote: "The
present cashier does not desire to run any risks and is doing very little
except to the best of the parties" (First National Bank, Report of
Examination, October 25, 1866) .

The examiner was writing about the loan policies of the First
National, and his comments cannot be considered proof that the bank
behaved in this fashion towards its depositors, but it does support
the argument. Good records of the activities of the local private banks
do not exist, but it appears that a growing proportion of local private
deposits was going to them rather than to the First National. They
actively sought such deposits, but the First National did not and its
private deposits did not grow in proportion to its liabilities. Of the
local banks, the First National had sole access to U.S. government

deposits and these mitigated the First National's need to acquire bank



75

deposits or other borrowed funds as well as the need to compete
actively with the other local banks for private deposits. In fact, it
appears that by the late 1860's and early 1870's, there was a tendency
for a rebirth of state banking in Knoxville in response to the uncom-
petitive attitude displayed by the First National. Had this tendency
continued, it may be that the First National would have had to change
jts strategy. This trend (if it actua11y existed), was however cut
short by the Crisis of 1873, the effects of that crisis on the local
nonnational banks, and by the voluntary l