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The first edition of this pamphlet was printed on 15th
November, 1gog, and copies were sent (o the general
managers of Canadian banks. A conference of bankers fol-
lowed, from which a faint hope was indulged that the bank-
ers would go on record in favor of some effective system of
inspection. This hepe led to withholding the pamphlet from
general distribution pending action by the Canadian Bankers'
Association at its meeting on November 25th, 1gog. A
motion that the substance of the suggested amendment to
the Bank Act (see page 37) should be adopted as a recom-
mendation to the Finance Minister, did not receive other
support than to be referred to a committee quite out of sym-
pathy with inspection (rom without. The pamphlet is there-
fore presented to legislators, to bank shareholders, and to
the public generally. Facts are the best argpuments, and
even bankers opposed to the scheme of external inspection
herein suggested admit that the arguments presented are un-
answerable. | ask careful perusal, unbiased judgment, and
independent action.

H. C. McLeop.

ToroxTO,
November 26ah, 1909,
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BANK INSPECTION.

NNOUNCEMENT has been made that the Bank Act
will be revised during the present session of Parliament.
This, thercfore, seems an opportune time to give some
extended consideration to the desirability of adopting in
Canada government inspection of banks, or the independent
audit of banks by other means. I have long been con-
vinced of the needfulness of independent examination,
and advocated its adoption at the last decennial revision of
the Bank Act.. The weakest peint in the Canadian banking
system is the lack of any check en the direction and general
management, and to this defect fallures are mainly due.
The government examination of the United Stales, and the
independent audit of Great Britain and other countries, in
effect investigate the conditions under which each bank is
governed. The supervision of banks which. is advocated is
not experimental: in one form or another it is in vegue in
countries transacting more than three-fourths ef the busi-
ness of the world,

On the 22nd of November, 190b, the Givde published an
article over my signature urging external examination of
banks,! That article called attention to bank failures in
Canada, which were twenty-five per cent. in number within
the preceding twenty-five years, while in the United States
even an imperfect system of examination had reduced failures
to five per cent. The article, although generally commended
by the public, called forth criticism by some bankers opposed
to external examination.  Sir Edward Clouston in his annual

t. The leitee appears in the appendiz, page 27.



address, of jrd December, 1906, to the shareheolders of the
Banlk of Montreal said:

“ During the last quarter of a century, by failures of banks
‘4 which could he organized under our present banking laws,
‘‘the loss to depositors has been under $9go,000. The
‘' noteholders, of course, have lost nething. 1 speak only
**of banks that could be organized under our present Acts.
‘¢ Dther banks during that period failed, involving loss to
‘“hoth depositors and noteholders, but they were acting
“yunder old charters, and under conditions which do oot
““now exist-—in one case there was no double liability,
“Qut of the twelve banks that have suspended since 1880
# five only could obtain charters under our present system.”

Of the banks in existence at the commencement of the
period mentiomed by Siv Edward Clouston, some were organ-
ized under Provincial charters with smaller capitalization
than the Canadian Bank Act requires; some were eligible
to be orgunized under the present Act; all were permitted
to do business under the Act. A number of each kind
failed, nol for the reason of size, but on account of the
quality of the management, which 1o all cases was reckless,
in most cases fraudulent. 1f it be argued that small banks
are mote prone to disaster than large ones, the low percent-
age of failures in the United States, where the banks aver-
age very small in comparison with Capadian banks, gives in-
creased welght to my contention. With capable management
4 bank of $200,000 capital is not more liable to disaster than
# bank of $2,000,000 capital: the one must be content with
a small circle of operation; the other must avoid the temp-
tation to reach out with the dash and daring that in too
many instances, for want of restraint, has resulted in menace
and wreck. Splendid examples of banks that started with



exceedingly small beginnings may be cited from the list of
active Canadian banks, Without prudent management
capital is short lived: lack of prudence, which often pro-
gresses to fraud, is what external examination should dis-
close.

Sir Edward Clouston seemingly intimates that statis-
tics of failures in Canada that take in the eighties are too
remote.  Investigating the peried, 18Bg3-190g, it is found
that at the beginning there were thirty-nine banks,
not' under suspension, reporting to the Government;
nine new banks have since commenced business, making
forty-eight in all; ten have disappeared through mergers,
and nine, or about nineteen per cent. of the whole, have
joined the ** majority,” Teaving at present twenty-nine banks
in active operation. [ say ‘‘majority " advisedly, for investi-
gation shows that in the history of mcorporated banks in
British North America the Tist of failures exceeds in length
the list of institutions active in 1gog.! To claim that our
present system has an effective restraining influence on
bank management is to argue against the statistics, and to
urge a virtue in the Bank Act that experience shows is
wanting.

In respect to the claim that less than $750,000 was lost
to depositors by banks entitled to organisce under the present
Act, it is worthy of note that, although joint stock banking
in Australia was commenced in 1816, up to the bank crisis
of 18g3 depositors in Australian banks had been wholly free
from loss.? In that year the Australasian banking crisis
culminated, with Habilities of suspended banks exceeding in

1. My, Coulson's remarka at the annual meeting of the Bank of Toronto, Junuary gth,
1907, are interesting, (See appendic, page 31.

3 Mr. Cork"s paper of 1Bgyon the criska of sBgar * 1t luad bean the prosd bosss of Auvs-
1.:1Jit|n| wp ta this cisls that oo creditor of an Awvyiralian bank had ever lowt by the
banks. "



volume the aggregate liabilities of all suspended companies
and firms during any financial crisis that has ever occurred
within the British Empire. 1 shall again refer to this erisis,

As early as 1875 the audit of hanks was a subject of dis-
cussion in Canada. 1 quote from an article of that time :
¢ Now, the only way in which an examination of a banlk with
“* branches could be carried out would be by a simultaneous
‘iaudit at all points on the same day.'  Strangely
enpugh, the same argument is the most prominent to-day;
despite the audit of all the banks in Great Britain, in
Australia, in Switzerland, in Austria and in Russia. In
Germany the subject of bapnk audit is pow under dis-
cussion. The branch banking system prevails in all thoss
countries, some banks having more than twice as many
branches as any bank in Canada. If there be any Canadian
bank of which a fairly clear insight cannot be obtained by
intellizent auditors within a week, by examination at
the head office alone, that bank's system is out-of-date,
and a chartered accountant’s assistance might not be
amiss for the purpose of improving it. In our investigation
of the causes of failure of banks operating branches, we
have not found one instance in which failure was due to bad
management at the branches. The peneral management 1s
always at fault, and the directors are frequently invelved.
There is almost oo other history of the cause of bank
disasters in Canada, and the same appears to be true
of other countries having similar systems of banking.
We have no record of fraudulent failure in which the
vicious conditions existing could not have been readily
detected by an expert at the head office of the bank. The
assumption that a simultaneous inspection of every office is
necessary to an efficient examination of a bank's condition



