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July 7, 1944.

The Standing Committee on Banking and Commerce met this day at
11 o'clock a.m. The Chairman, Mr. W. H. Moore, presided.

The CuAmrMAN: As announced some days ago, we set aside to-day for the
purpose of considering section 55, the functions of the bank auditor, and we have
present Mr. Clarkson. I would ask Mr. Clarkson to please come to the platform
I am going to ask Mr. Tompkins to make a brief introduction of Mr. Clarkson
so far as it may bear upon his functions.

Mr. Tompkins: Mr. Chairman, it is scarcely necessary for me to introduce
Mr. Clarkson to the committee; but for the benefit of those members who are
not aware of his position and qualifications, T might say that he is a member
of the chartered accounting firm of Clarkson, Gordon, Dilworth and Nash of
Toronto and also of the firm of E. R. C. Clarkson and Sons of Toronto. Mr.
Clarkson has acted at various times as shareholders’ auditor of banks under
section 55; and he has also had the distinction, if I might so term it, of having
acted as liquidator of four different banks, namely the Monarch Bank of Canada,
the Sovereign Bank of Canada, the Farmers’ Bank of Canada and the Home
Bank of Canada. Those three banks last named are mentioned in exhibit
n}lllmber 5 at pages 110 to 112 of the proceedings and evidence of this committee
this year.

The CuamrMAN: Thank you, Mr. Tompkins. Mr. Graham has the floor.

Mr. G. T. Crarkson, C.A., called:

By Mr. Graham:

Q. Mr. Clarkson, your firm is, as Mr. Tompkins has told us, Clarkson,
Gordon, Dilworth and Nash?—A. Yes.

Q. And is it in the capacity of a member of the firm or as an individual that
you act as sharcholder’s auditor of one-or two banks?—A. No, in a personal
capacity, drawing my assistants from the firm.

Q. From the firm?—A. Yes.

Q. What bank is it that you are shareholders’ auditor of at the present time?
—A. The Bank of Commerce and the Bank of Toronto.

Q. For the information of the committee, what other banks have you acted
for in that capacity in the past?—A. T am a co-auditor, but it is not my year, in
the Bank of Nova Scotia—at the present time. In the past T audited the Metro-
politan, the Standard, the Dominion, and my partner the Imperial.

Q. So that you can safely be said, Mr. Clarkson, to have had a very wide
experience?—A. Well, I have had some.

Q. ‘In the duties assigned to a shareholders’ auditor?—A. That is right.

Q. The Act, as you know, calls for the selection by the shareholders of two
auditors.—A. That is right.

Q. Who is your co-auditor of the Bank of Toronto and the Bank of Com-
merce at the present time?—A. Mr: Glendinning in the Bank of Toronto and Mr.
Shepherd in the Bank of Commerce.

Q. Mr. Glendinning?—A. Yes—in the Bank of Toronto.

Q. In both banks?—A. No I am principal auditor for the Bank of Toronto.

Q. Yes—A. At the present time my associate is Mr. Glendinning in the
Bank of Toronto. I am an associate auditor in the Bank of Nova Scotia. I am
not the auditor this year. Somebody else is there in my place. I am associate
auditor in the Bank of Commerce,—associate auditor for this year.
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Q. It is wise maybe to put the facts on record because it is not only mem-
bers of the committee who may wish to follow this, Mr. Chairman, but also those
who' are interested in the work of the committee. Under the Act those two
auditors must be chosen from different firms of auditors?—A. That is right.

Q. Yes. And your term is restricted to a period of two years?—A. That is as
associate auditor.

Q. I beg your pardon?—A. As associate auditor.

Q. Yes—A. As principal auditor I can be elected from year to year without
interruption if the shareholders choose to elect me; but as associate auditor, they
change every two years.

Q. And there must be a period of two years elapse between the employment

" of the same auditor?—A. That is the associate auditor.

Q. I am a little puzzled by that statement with regard to the principal audi-
tor. I do not notice any distinction in the Aect, Mr. Clarkson, with regard to
the prineipal and associate auditors—A. There is a provision in there. I have
not got it here. I have been handed the Act. It says; “The shareholders shall
at each annual meeting—

Mr. NosewortHY: Would you mind telling us what page that is?

Mr. GrarAM: Subsection 5.

The WiTtNEss: Subsection 5 of section 55. It reads:

The shareholders shall at each annual general meeting appoint two
persons, not members of the same firm, whose names are included ‘in the
last published list, to audit the affairs of the bank, but if the same two
persons, or members respectively of the same two firms have been appointed
for two years in succession to audit the affairs of any one bank, one such
person or any member of one such firm shall not be again appointed to
audit the affairs of such bank during the period of two years next
following the term for which he was last appointed.

By Mr. Graham:

Q. Yes—A. That results in one so-called permanent auditor or continuous
auditor and the other alternate.

Q. Putting it in another way, it results in a fresh auditor having access to
the books on behalf of the shareholders every two years?—A. That is what was
intended, yes.

- Q. And that is what happens in practice?—A. That is what happens.

Q. Just so that we may know, how long has your firm been established?
I am speaking now of Clarkson, Gordon Dilworth and Nash.—A. The original
firm? Eighty years.

Q. Eighty years?—A. Yes.

Q. I assume that we all kngw it, but you can vouch for the fact that it has a
very large business in the auditing field?—A. We have a fair business, yes;
an extensive business.

Q. I notice Mr. Tompkins has told us of your association with the liquida-
tion of certain banks. That, too, would give you a very great insight into the
method of management and the safeguards that have to be adopted in the
banking business, I take it that would follow through that?—A. Well, the
liquidation of a bank gives you a kind of experience that you do not get from
the audit. It is something entirely different.
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Q. If I recall it correctly, Mr. Tompkins mentioned the Monarch Bank.—
A. That was incorporated and a certain number of shares subscribed for which
were insufficient to get its certificate—to commence to operate—and it had to
be wound up.

Q. It actually never commenced business?—A. It never commenced business.

Q. No. Then there is the Sovereign. Could you give us this in chronological
order?—A. Then there was the Farmers’ Bank.

Q. The Farmers’ Bank?—A. Yes.

Q. What year did that fall?—A. Well, you have got me. 1910, was it?

Mr. Tomprins: In 1910.

The Wirness: In 1910.

By Mr. Graham:

Q. Yes?—A. That is the Farmers’ Bank.

Q. Yes?—A. Then there is the Sovereign. b
_ Mr. Tomprins: The Sovereign situation came about in 1908. If I may
interject, Mr. Graham, if you will refer to page 112 of the proceedings of the
committee you will see that the note with reference to the Sovereign Bank of
Canada explains the situation rather fully. I do not know whether it is worth
while to read it at this time.

The CuArrMAN: We do not need to read it, Mr. Graham.
Mr. Gragam: I beg your pardon, Mr. Chairman?
The Cuamrman: We do not need to read it.

Mr. Gramam: No, except for this: T should like the chronological story on
the record. Likely the average reader will not refer to that.

The CaArrmAN: Well, it is on the record already.
Mr. Gramam: Yes. But I mean they would not refer to that.

Mr. Tompkins: The Sovereign Bank eventually went into liquidation. Its
affairs were placed in liquidation in 1914.

Mr. Gramam: That is the Sovereign?

Mr. Tompxins: That is the Sovereign.

Mr. Gramam: Yes.

Mr. Tompxrins: But that was under rather exceptional circumstances;
because in 1908, when its troubles developed, as explained in the note I men-
tioned, certain other banks took over its branches and assumed its liabilities to
the depositors. But as I say, the footnote sets out the position fully.

By Mr. Graham:

Q. I am trying to get your experience. It was in 1914 that you came into
the Sovereign picture?—A. No. 1 came in before that. In 1908 it got into
trouble, and I think somewhere around 1910 or 1911 or at a time after the assis-
ting banks, as they were called, had taken over its branches and liabilities, the
Sovereign- Bank remained a debtor to the other banks to the extent of, I should
say, $8,000,000, $9,000,000 or perhaps $10,000,000, and the Sovereign Bank still
retained ownership of a railway and a lot of assets of various kinds—slow assets.
So they formed a corporation called “International Assets”, and they turned
those remaining assets which the bank had retained over to International Assets
and it issued bonds for the obligations still remaining owing to the other banks.
I was a trustee under that bond mortgage, and had an interest in watching the
realization and assisting in the realization of those assets until they were
exhausted. In the meantime International Assets also performed another func-
tion. Many stockholders of the Sovereign Bank subscribed for shares in
International Assets and the monies they paid into International Assets thereon

22047—Vol. I1-A3
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were paid over in satisfaction of the double liability upon the Sovereign Bank
shares held by such subseribers; in that way, the debt of International Assets
to the assisting banks was partly reduced. A considerable amount, about
$2,000,000, I think, of double liability on Sovereign Bank shares still remained
unpaid thereafter and the bank was put into liquidation and I became liquidator
of it in 1914 in order to enforce collection of the same.

Q. It will be interesting I think, Mr. Clarkson, to observe that in the
Sovereign Bank failure the shareholders suffered a loss?—A. The shareholders
suffered a loss and the banks suffered a loss.

Q. And did the depositors?—A. No.

Q. The depositors did not suffer a loss?—A. No, because the deposits were
assumed by the assisting banks; in the end, however, the banks lost $400,000 to
$500,000 in that connection.

Q. In order to protect the depositors’ position?—A. That is right.

Q. And the depositors in the Sovereign Bank did not suffer any direct
loss?7—A. They did not.

Q. And the next bank I think you mentioned was the Home Bank?—A. Well,
the position in connection with the Home Bank was that the assets of the Bank
produced sufficient to pay all of the privileged claims against it except about
$200,000 still owing to the Province of Ontario whose claim was deferred in order
to enable a dividend to be paid to the depositors of the Bank. As a result the
depositors got a dividend of 25 per cent from realization of the assets of the
bank. The still remaining assets are not worth $200,000 or sufficient to pay off
the claim of the Ontario government; consequently the assets of the bank
including the double liability, produced for the depositors 25 per cent of their
claims. The Ontario government will probably lose between $100,000 and
$150,000 of its privileged claim. The shareholders lost all that they put into
the bank and the double liability which they had to pay on its shares.

Q. Are there any other banks not mentioned?—A. There was the Home
Bank, that is the one I was speaking about—no, there are no others.

Q. What about the Farmers?—A. Oh, pardon me; the Farmers’ Bank after
a settlement of the privileged claims against it paid nothing to its depositors.

Q. Nothing?—A. No.

Q. When did that occur?—A. 1910.

Q. And the Home was in what year?—A. 1923.

Q. The Home Bank, it has been suggested to me by Mr. Mellraith here,
is significant of something which T think should be put on the record of the
committee. In the Home Bank case the dominion government had to; under
pressure, give some assistance?—A. The Dominion government contributed 35
per cent of their claims to certain classes of depositors. My recollection is that
excluded from such classes were the claims of corporations, associations and
partnerships; it was remaining depositors who got the 35 per cent. :

Q. But in the Farmers’ Bank, the completed picture, the shareholders lost
everything including the double liability?—A. Yes.

- Q. And the depositors got nothing?—A. That is right.

Q. So the Farmers’ Bank was a complete total failure, a loss to all con-
cerned?—A. That is right.

Q. Do you mean except for note holders?—A. I beg your pardon, the circula-
tion was paid in full.

Q. But in the case of the classes mentioned, the shareholders and the deposi-
tors, they suffered a complete loss?—A. In the Farmers’ Bank?

Q. Yes—A. That is right. :

Q. Then legislation was set up to safeguard the shareholders’ position by
the appointment of a shareholders’ auditor. I assume this came about through

{
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Canada’s experience of these various failures of which you have spoken and in
c}(])nncction with which you acted as liquidator?—A. Well, you may assume
that.

Q. T think that is the case because I note the time of the legislation as at
present formed providing for shareholders’ auditors became law in 1923?—
A. That is right.

Q. I notice that you mentioned that in 1922 you acted for the Home
Bank?

Mr. Tompkins: Mr. Graham, the original provision for shareholders’ audi-
tor was in 1913 but the section was amended in a good many respects in 1923..

Mr. Gramam: That is what I am saying. The legislation we now have
as a safeguard was completed and made law in 1923.

Mr. Tompxins: Exactly.

Mr. Grauam: And the Inspector General’s position was created in 1924, 1
think that is right.

Mr. Tompxins: That is right.

By Mr. Graham:

Q. Would you care to pass an opinion, Mr. Clarkson, on the underlying
causes, if there were any, which were general to all of these failures which you
hav_e'mentioned; what caused the banks in your experience to endanger their
position and eventually fail?>—A. I had better take them separately.

Q. Yes—A. The Farmers’ Bank failed because of its loans to and invest-
ment in the Keeley Mine, and the making of other speculative loans. The
Sovereign Bank failed because of loans made against securities of the Alaskan
Central Railway and of the Chicago-Milwaukee Electric Railway and against
other securities, the values of which became impaired. In the case of the
que Bank it was advances to real estate corporations, directly and indirectly,
which were largely responsible for its failure.

_Q. In other words, the making of loans that were not sound?—A. The
making of loans and investments which proved to be unsound. '

Q. I take it too that it follows—if that is the case, with these banks we are
speaking about—that in your position as liquidator, you found that, in their
statements, they evaluated such amounts at actually more than they were
worth?—A. That is right, they were over-valued.

Q. They were over-valued?—A. Yes.

Q. Is that true in connection with every one of these banks?—A. That is
true in relation to the facts, yes.

Q. Then it follows, I assume, that this is a very important feature in
‘respect of banking, to see that they properly evaluate their assets?

. Mr. Jackman:  You would not say that that was the chief cause of such
failures—that stich failures were due to a lack of wisdom in making the loans
to and investment in the Keeley mine and because of advances to and agains
the shares in the other corporations of the type you have named.

The WirnEss: I am merely stating the facts as they were found to be. Such
failures took place by reason of unsound loans and investments, and such loans
and investments were over-valued in the statements of such banks.

By Mr. Graham.:

Q. In each of these cases is it a fact that until it was ascertained and the
banks were forced into liquidation each of these assets you have mentioned were
parne}:i in the final stages at a heavy increase over their true value?—A. That
18 right.
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By Mr. Noseworthy:

Q. Had they been earried in the books of the bank at a much lower valua-
tion would that in your opinion have avoided the bankruptey?—A. In the opera-
tions of the bank at an earlier time.

Q. It would not necessarily have prevented their collapse?—A. One would
have to relate that, of course, to each specific case. In the Keeley Mine it was
the speculative nature of the venture into which they kept pouring money until
they had $2,000,000 invested. In our efforts to sell the mine we could not at
first get any bid at all for it. Finally, we got one for $100,000 and accepted it.
Later on, after a large amount of money had been spent upon the property ore
was struck. The loan to and investment of the bank in the Keeley Mine was a
purely speculative one. In the case of the Sovereign Bank it loaned to broker-
age houses large sums of money upon the security and shares of Milwaukee
Electric Railway and on the Alaska Central Railway hoping no doubt that it
would be able to obtain the return of such loans from the sale of such securities,
which later went sour. As far as the Home Bank was concerned, the loans to
real estate companies (directly and indirectly) in amounts increasing from time
to time ultimately caused its failure. How soon such loans had they been ques-
tioned, would have affected the position of each of such banks would have
depended upon when the values of these were so questioned—

By Mr. Graham:

Q. Mr. Clarkson, you were not connected as liquidator with the Ontario
bank?—A. No.

Q. To get down to your duties, Mr. Clarkson, would you describe briefly
to the committee your interpretation of the duties cast upon you by the appoint-
ment of yourself as shareholders’ auditor?—A. You want it only in very general
terms? You do not want me to get down to details?

Q. No, general terms.—A. My conception of the duties of an auditor are
twofold, at least; first of all to see that the assets of a bank are not over-valued
in its statements—so far as the public are concerned—and second, to see that
they aré not under-valued or over-valued so far as the shareholders are con-
cerned, and in relation thereto that the profits of the bank are fairly stated.
That is the duty of a bank auditor as I see it.

Q. Perhaps we will ask for a little elaboration of that. You say you con-
sider it one of your duties to see that the assets of the bank are neither under-
valued or over-valued?—A. Within the realm of opinion.

Q. Within the realm of your opinion, yes?—A. Within the realm of my
opinion, yes, that is it eventually.

Q. Would you explain why there is the necessity against undervaluation?
Why does that strike you as one of your duties to see that they are not under--
valued?—A.. Because if you under-value the assets unduly then you do not pro-
vide a fair statement to the shareholders to indicate what their equity in the
institution is. '

Q. In other words, using the wording of the Act, it would not be a true state-
ment?—A. Not a true statement.

Q. You consider it is necessary to not under-value in order that a true
statement may be presented by you to the shareholders of that bank?—A. That
is right. ’

Q. What about over-valuation?—A. The Act requires that the assets shall
be valued not above market or with estimated loss provided for. I should like
to clear up something here. The main assets of a bank are its loans and its invest-
ments.. The value of those loans is a matter of opinion from time to time—
from month to month-—from year to year, and depending on conditions of busi-
ness. The value of its investments are subject to market fluctuation. There-
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fore, in dealing with the assets of a bank and trying to present a fair statement
of them, the auditor forms his opinion; he goes over the individual loans and
forms his opinion of their value, and where he thinks any reserve should be pro-
vided in respect of them he takes the same into account. As far as investments
are concerned he compares the cost of those investments or the book value of
them with market values and sees that they are not included in the bank’s
statement at more than such market values. When the statement is presented
it is supposed to represent the fair realizable value of the assets of the bank after
provision of a factor of safety against contingencies.

I should like to make sure that in the above connection this committee
understands what “inside reserves” mean. Inside reserves do not mean the
reserves as recorded on the books on the bank. The inside reserves of a bank
is the difference between the fair realizable value of its assets, and the value
at which such assets are shown at in its public statement.

By Mr. Jackman:
Q. You said the difference between the fair value and the value as shown
in the public statement. You mean—A. Audited statement.
Q. The book value, not the statement made public?—A. No, T mean the
public statement.
Q. The one that is printed?—A. Absolutely.

By Mr. Slaght:
Q. May we have that repeated? With the interruption I missed it.—
A. What I am trying to make clear here is that book reserves and book appro-
priations on the records of a bank do not constitute its inner reserves—for a
variety of reasons. I will go into the matter if you wish me to.

By Mr. Graham: :

Q. We would be glad if you would—A. Suppose a bank has a loan of
$500,000 which it considers to be wholly bad. It may, if it desires, write it off
completely when no value for it will be shown on the books of the bank, and no
reserve will be shown on such books in respect of it. Treated another way the
bank can continue to carry such loan on its books at $500,000 but set up a
reserve of equal amount against it; under these conditions you may in one
Instance have nothing shown on the books for the loan, while in the other the
loan will be on the books for $500,000 with a reserve of $500,000 against it.
Both mean the same in ultimate result. Again, the bank may ecarry the loan
at $500,000 and have a reserve of $500,000 against it but the loan be worth
$250,000. In such a case the inner reserve in connection with that loan would
be $250,000, or the value behind the reserve.

Then, every bank has a large volume of loans, say, $40,000,000, $50,000,000
or $60,000,000, in respect of which there is an unknown loss factor, as it knows
that it will not be able to collect the whole of such loans. What it would fail to
collect on such loans is dependent upon conditions of business from time to time
and those in prospect. So I say to you that if included in the assets of a bank is
a security for $100,000 which the bank believes to be worthless it may, if it desires,
write it off when it will have no value shown on its books with regard to it;
In another case it continues to carry the security at $100,000 but reserves $100,000
against it. Then if the security shall later become worth $50,000 the inside
reserve held by the bank in respect of it will be $50,000. If the security shall
later become worth $100,000, then the inside reserve which the bank will hold in
respect of it will be $100,000. I am trying to make clear that the inside
reserve of a bank is the excess of value over the amount at which its assets
are carried in its public statement. It is not the book figures of such reserves. So
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I say to you that when you come down to facts the inside reserves of a bank
are comprised of the difference between the fair realizable value of its assets
and the amount at which they are shown in its public statement; the difference
between those two is the margin or factor of safety which constitutes the inside
fund of the bank.

Q. I would take it that you, at least, as one of the shareholders’ auditors at
present, employed by the Bank of Toronto and the Bank of Commerce, consider
it one of the chief duties of the shareholders’ auditors to pass judgment on the
real valuation of the assets?—A. You cannot certify the statement unless you
do.

Q. It would not be a true statement unless you did?—A. Absolutely not, in
my opinion.

Q. I did not intend to go into.this quite so quickly but you have started and
I would be glad if you would complete the picture. Using your experience
as an auditor and liquidator, and your general knowledge, and giving us the
benefit of your experience, you notice you have used the term, “Inside reserve”?
—A. Yes.

Q. They are not specifically disclosed on the statement presented to the
public?—A. They are reflected in the statement by deduction from the value
of assets. That is right.

By Mr. Kinley:

Q. From the face value of the assets?—A. I do not want to evade your
question. You have loans valued as say worth $50,000,000 and we will say your
inner reserve is $3,000,000; these such loans will appear on the public statement
at $47,000,000. That is why I say that such reserves are given effect to in the
public statement by deduction. :

Q. From the face value?—A. Yes.

By Mr. Graham:

Q. Perhaps we had better make that clear. That inner or inside reserve,
ag you call it, is created by the considered devaluation of the assets appearing
on the books to what is considered to be their market or true value. Is that
not correct?—A. Well, again I wish to explain. You see, Mr. Graham, you are
asking how they are accumulated?

Q. Yes. I think that is one of the mysteries that the committee do not
understand.—A. How they are accumulated is in two ways. Going back years
ago, we will say ten or fifteen years ago, when the bank was valuing its assets
for statement, purposes, let us say that it appropriated $200,000 against expected
losses in its then loans. Such appropriation was applied in reduction of its
earnings for such year and carried to the eredit of its appropriation account.
Five years after that, perhaps ten years after that, such $200,000 may be
recovered in full, following which—if not taken into profits—it leaves $200,000
in the appropriation account as a cushion against possible losses in loans and
securities generally. '

Q. You mean it may have been paid?—A. Yes, paid; when, unless the
recovery is treated as a profit obtained in the year in which it is realized, it
results in leaving a $200,000 reserve account on the books of the bank.

Q. Yes?—A. In addition to that, in each year under review—from time to
time—over the period of operations of the bank, debts are written off as worthless
and then later recovered. Who so recovered, if the bank has a sufficient inner
reserve, such recovery goes into the profits of the bank.  If it has not a sufficient

reserve the amount goes to the credit of a reserve account on the books of the

bank. Thus, progressively, and because Canadian banks, on the average, have
been operating for seventy-five years, reserve accounts have been accumulated.

[
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Such reserves are then deducted from the book value of the bank’s assets for its
statement purposes. The difference between the amount of such account so
deducted from the amount of the bank’s assets, and the actual amount required
to reduce the book value of such assets to their fair realizable value constitutes
the inner reserves of the bank. Suppose such reserves were $5,000,000 and the
amount required to cover the known and expected losses was $2,000,000, the
inner reserves of the bank would be $3,000,000, which would be its margin of
safety against unknown losses and fluctuations in the value of its securities.

Q. I presume it is true to say that the banking business is slightly different
fr<l)m, say, a dealer in perishable goods?—A. Well, in some ways and not in
others.

Q. Well, a good debt may go bad?—A. And a bad debt may come good.
Q. That is my point. There is never any complete cut-off. In some cases
1t is so humanly certain that the borrower cannot pay that it is part of the
bank’s history and is written off as an uncollectable debt. But in the great
number of cases, I take it that human judgment is not able to completely see
the future, and items that are considered poor or bad loans are recovered. That
Is true?—A. Mr. Graham, it comes down to this: a bank can operate and make
loans so that it has no losses, if it lends, for instance, on gold only.

Mr. SuacaT: Or Dominion of Canada securities.

The Wrrness: As long as the public has got confidence in the Dominion of
Canada. But if it is to perform what we might consider its proper function,
the proper function of Canadian banking, it has to make losses. It cannot
support industry unless it grants credit on a basis which has a risk attached
to it. Therefore the amount of the losses that the bank makes each year is
dependent on the liberality of the credit which it grants. If you want to tie
1t down so that it cannot make any losses, then it does not need any reserve
fund. On the other hand, if you want it to support agriculture and if you want
1t to support industry, you have got to do two things. You have got to let it
have sufficient profits so as to take care of losses, and at the same time leave a
moderate return to its shareholders. If you do not do that, then it pulls in its
credits. It has got to pull them in. Then you have got to have a factor of safety
to take care of the ups and downs, the fluctuations of trade, markets and things
of that kind. If you have not got that, then you have got to pull in your credits.

By Mr. Fraser (Northumberland) :

Q. Like any other business?—A. It is no different from the corner grocery

In a great many respects. But there seems to be a mystery in a great many

people’s minds about banking when there is no mystery at all about it. ‘
Q. There is no mystery in my mind, because I know too much about it.

By Mr. Graham.:

. Q. Would you agree with this, Mr. Clarkson: if the shareholders’ position
In the bank is in jeopardy, of necessity the position of the depositors is
Jeopardized, not to the same extent but nevertheless to some extent?—A. Well,
the depositor has protection first and the shareholder has it afterwards.

Q. Yes.—A. But they are both in jeopardy if anything is done which
“undermines confidence in the situation.

Q. That is what I mean. You have told us how that inside or inner
reserve is created. 1 wanted to ask you to pass your opinion on this. From
your long experience, both as a shareholders’ auditor and as a liquidator in some
of the bank failures that have occurred, do you consider it wise in our banking
System to have inside or inner reserves?—A. Well, I think I answered that.
I do not think you can carry on your system and grant credit of the kind that
18 required in Canada unless you have substantial reserves.
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By Mr. Fraser (Northumberland):
Q. It is not only wise; it is imperative?—A. Well, I think it is necessary.

By Mr. Graham:

Q. The point is this. You could hold reserves and have them all appear
in the public statement. I want to know if it is wise, in your opinion, to have
what are known as inside or inner reserves in addition to the disclosed reserves?—
A, T think it is unwise to show them; and I will tell you why.

Q. That is what I want to get at?—A. Let us suppose that you have a bank
whose inside reserves, on the basis that I mentioned, are $5,000,000. Put it
$10,000,000 if you want to, but I will say $5,000,000. Let us assume that when
it prepares its public statement for 1943-44, such inside reserves are $5,000,000
and that th ebank has $100,000,000 of securities, should a fluctuation in the
value of such securities take place in the next year to the extent of one
peint only, upwards, the inside reserves would be shown to have increased to
$6,000,000—when the public would believe that the bank’s earnings were
$1.000,000 more than shown in its operating statement. Or take the converse.
Suppose it has inside reserves of $5,000,000 and $100,000,000 of securities, and
in the next year there is a drop of three points in the value of the $100,000,000
of securities. Its inner reserve would then be shown as having been reduced from
$5,000,000 to- $2,000,000, and uninitiated and non-informed persons would say
that it had lost $3,000,000 in the year which was not shown in its operating
account and that it was therefore dangerous to do business with it. I think it
reasonable to give information which will be generally understood by the publie,
but I do not consider that the above conditions would be understood or properly
appreciated by the public in general; therefore I think it is most unwise to
publish the inside reserves of the banks. T think it would be dangerous to do so.

Q. What part, Mr. Clarkson, in your opinion, does the confidence of the
public play in a bank’s business?—A. It plays everything. If the bank loses
the confidence of the public and the public. begins to withdraw deposits it is
generally only a matter of time until it has to be taken over by another bank—
or else goes out of business.

Q. And the bank which takes it over, having the confidence.of the people,
would be able to carry on?—A. Yes,

Q. Would you tell us this, Mr, Clarkson: in your opinion, did the fact that
the Canadian banks had inner reserves or inside reserves assist the Canadian
banking system to come through the thirties, the depression period?—A. It most
certainly did.

Q. You have no doubt as to that?—A. No doubt in the world.

Q. Can you offer an opinion as to what might have occurred if the Canadian
banks had had no inside or inner reserves to absorb losses that occurred?—A. If
they had turned out a statement according to the Act, they would have shown a
deficit or their outside reserve part wiped out; and that would have brought a
cessation of confidence.

Q. With the resultant crisis?—A. The inner reserves are merely a factor or
margin of safety to take care of those fluctuations. >

By Mr. Fraser (Northumberland, Ont.) :
Q. A necessary cushion?—A. It is a cushion.
Mr. Fraser (Peterborough West): May I ask a question?
Mr. Grasam: Yes.
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By Mr. Fraser (Peterborough West) :

Q. Having regard to these inner reserves, are they always revenue-producing
or might they be non-revenue producing?—A. T can only answer you in this way.
They are the difference between the aggregate fair realizable value of the bank’s
assets and the aggregate value of the composite lot as they appear in its statement.
They are not earmarked at all. They are just so much in the pot.

Q. What I am getting at is this. 1 was wondering if they produced any
revenue or not. They might and they might not. They might be profitable.—
A. Oh, well, they would not be that; because you can see in your statement—

Mr. Fraser (Northumberland, Ont.): There is nothing there.

The Wirness: Part of it might be in cash. Part of it would be in loans and
part in securities.

By Mr. Fraser (Peterborough West) :

Q. What I am getting at is this. Statements have been made here that the
banks are not paying any taxes on those inner reserves—A. I should like to
clear that up now. :

Q. Yes—A. I have heard it said that the banks are not paying their fair
taxes. I want to say that so far as some of the institutions which I have had to
do with are concerned, they have reduced their inner reserves in the last few
years by over $1,000,000 and paid the maximum taxes on that, a situation which
to my mind has been very unfair to them in this way. Ten years or seven years
ago, or whatever the time is, there were loans on the books of the bank which
appeared to be bad, doubtful, and a reserve was made against them so as to
carry the loans as an asset of the bank for what they were believed to be worth.
Then after being written off in that way and carried into its inside reserve, some
of such loans eame back in Iater years and in 1943; having been written off as a
deduction from profits ten years ago, such recoveries were added to profits when
they were received. This increased profits in such years and left part of them
subject to excess profit taxes of 100 per cent as compared with 15 per cent taxes
which the bank saved in the earlier period when such loans were written off.
The course pursued by the bank was a proper course, but what I am saying to
you is that by occurrences of such kind the inside reserves of some-institutions
have been reduced and the amount of taxes which they have paid has been
unduly high. T think there is a situation in that connection which is worthy of
consideration.

By Myr. Fraser (Northumberland, Ont.):

Q. Those reserves are reflected in the operating account?—A. The reserves
went back into profits if the reserves of the bank are considered to be adequate
without inclusion of the same.

Q. But they are reflected each year in the operating account?—A. Ordinarily
they go into its profit and loss account under the circumstances mentioned.

. Q. From the operating account into the profit and loss account?—A. That
is where recoveries go—under the conditions mentioned.

Q. So they are-reflected in the bank statement each year in the operating
account?—A. What has happened is that recoveries from loans written off
In prior years go into operating account when the inside reserves are deemed to
be adequate; then new appropriations made in respect of losses on loans in
the year are charged against the same. The excess of recoveries over losses
1s profit which becomes taxable.

Q. The point I am trying to make, Mr. Chairman, is this: the hidden
reserves are reflected each year in the operating account. They are not some-
thing chucked away in a corner—A. Oh, no, no. :
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Q. They are reflected either as a decrease or increase in the operating
account.—A. In the earnings obtained on the hidden reserves. You obtain your
earnings on all your assets, included in which are those hidden reserves.

Q. On all your assets in your operating account?—A. That is right.

Q. They are not set aside?—A. No.

Q. They are reflected each year in the item of operating and investment
account of the bank?—A. That is right.

Q. So that as that account increases, they increase; and they pay taxes
on that increase?—A. The bank pays on its net profits.

Q. And it goes back into the operating account?—A. Yes.

By Mr. Fraser (Peterborough West) :

Q. Before Mr. Clarkson goes on, I should like to ask another question. You
feel that the banks are paying plenty or enough taxes on these inner reserves
and in many cases more than they should?—A. I am not going to express any
general opinion. I do not know anything about the institutions beyond those I
have had to do with.

Q. But they are paying taxes on the inner reserves?—A. Yes.

Mr. SracHT: No, they are not.

The Wirness: They are paying taxes on the earnings from their inner
reserves.

Mr. Fraser (Peterborough West): That is what I mean.
Mr. NoseworTHY: May I ask a question?
Mr. GraaMm: Yes. Go ahead.

By Mr. Noseworthy:

Q. The witness told us earlier that these inside reserves are adjusted from
year to year—That is right.

Q. They may be lower one year because the assets are more realizable
or up or down from year to year.—A. The inner reserves are determined by
valuation in each year. ’

Q. Yes—A. They will be up or down—but the appropriation accounts
shown on the books of the bank are not its inner reserves. The inner reserves
of a bank are the difference between the fair value of its assets, and the amounts
at which such assets are shown in its published statement—such difference
being the margin of safety held by the bank.

Q. What I was coming to is this. You questioned the wisdom apparently
of the banks reducing their inner reserves, say, in 1943 because loans have
come in which, ten years ago, they held reserves against. Is it not a faect, in
the light of your former statement, if the inner reserves from year to year are
to reflect the true position or the true value of the assets, they wotild be under-
valuing their assets were they to operate under any other procedure?—A. Unless
they took their recoveries into account, it would not be a valuation of all
their assets. Assets which the bank valued at $400,000, in one year may turn
out to be worth nothing in one year—in another they may prove to be worth
$200,000.

Q. I am not quite clear; you refer to reserves that were made some years

ago?—A. Yes.
Q. When the bank saved, you say, 15 per cent tax?—A. Yes.
Q. On these securities?—A. Or loans.
hQ. And these loans become good in 1943 and are paid in full?—A. That is
right.

ey
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Q. And consequently you say the bank reduces its inner reserves by the
amount of these loans that have been made good; they have reduced their
inner reserves when these loans are made good and come back into the profit and
loss account. Your statement was they are reducing their inner reserves in
1943 by transferring these accounts from inner reserves to profit and loss. My
point is that if they did anything else they would be under-valuing securities in
19432—A. Well, it goes into the treasury—what they collect goes into the
treasury. As a matter of fact what it does is this, it puts on one side its
recoveries of such loans and on the other side the appropriations which it makes
for losses in the year when should the recoveries exceed such appropriations
by let us say $200,000 its inner reserves are reduced by $200,000.

AQ. If they did not do that they would be under-valuing their securities?
—A. Yes.

By Mr. Graham:

Q. Mr. Clarkson, this may be elementary but I assume that a bank in order
to_bu1ld up an inner reserve must make a sufficient profit to admit of these
being set up without encroaching on the capital?—A. Well it must have sufficient
profit in each year to cover its losses in that year, and, over a period of time,
to accumulate in the aggregate a reserve against potential losses.

Q. Now, to come back to the statute. You have told us your interpretation
of your duties. I take it that you consider that in addition to your duties as
§hareholders’ auditor you are a quasi public official as a result of the duties
imposed by the statute. Is that correct?—A. That is true, yes.

Q. And listed among your duties as shareholders’ auditor is that of making
reports to-the Minister of Finance, furnishing him with a copy of the report
which you furnish the shareholders?—A. That is right.

Q. Now, will you tell the committee if there is much co-operation between
you in your case as shareholders’ auditor of the two banks and the Inspector
General?—A. Well, in connection with our audit, we perform that independently
of the Inspector General. He gets the particulars. If he has any comments to
make or anything to say, I suppose he will say it; but so far as the audit is
concerned, we go ahead about our duties and perform them. That is what we do.

Q. I imagine in the years that you have been acting as shareholders’ auditor
there have been frequent meetings— —A. No, they have not had to be frequent.
We have communications at various times; perhaps one, two, three in a year; if
the Inspector wants to discuss our report or if he had anything else to say to us
he does so.

. Q. And that is what I would imagine; but I want to go a little further;
in the carrying out of your duties, you feel that it is proper for you to make
disclosures of all essential facts to the Inspector General and discuss the results
of your audit whenever the occasion requires?—A. If occasion requires, yes.

Q. Will you tell me this: in your experience do you find as shareholders’
auditor that the banks and its directors make available to you all the necessary
bool;s of record and sources of information?—A. I never had any difficulty in
getting everything I wanted.

Q. You feel that the audit you make is full and complete, a full disclosure
of the facts that you are required to pass on?—A. I think the answer is, yes;
but can T come back to the point of the value of the assets of the bank; that is a
matter of opinion.

Q. Well now, I want to ask you this in regard to that: do you consider it
part of your duties as auditor of the shareholders to pass judgment upon the
value of the assets?—A. T consider it a part and parcel of our duties to do so.

Q. And do you consider it part of your duties to pass judgment as to the
amount being held in the inside reserve?—A. That follows our valuation. I want
to say that we form our independent judgment with respect to the value of the
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assets of the bank, then we discuss the matter with its officials so as to get any
information they can provide and is available on matters of controversial
interest; there are times and occasions when an auditor may not agree with the
opinion of the bank officials.

Mr. SvagaT: I didn’t cateh that.

The WirNess: There are times when the auditor may not agree with the
officials of a bank as to the amount of the appropriation necessary to be set up
against a specific loan—

By Mr. Graham: :
Q. And the auditor’s opinion prevailed?—A. Yes, the bank officials accepted
the same.

By Mr. Kinley:
Q. Has the auditor the final say in regard to that?—A. I do know that it

has ever come to such a point.
Q. I see—A. There is reasonable consideration on both sides.

By Mr. Graham:

Q. If a bank refuses to follow your suggestion, would you consider it your
duty to report that instance to the Inspector General?—A. Such a condition has
not happened yet with all—

Q. If it did occur, and you wanted to find out what practice you would
follow, would you do that?—A. If it were a matter of importance.

Q. You would report it to the Inspector General?—A. I probably would.

Q. Yes. Now, as I read the Act, you finish your audit and complete your
statement which you must declare to be a true statement of the facts and figures.
Do you present that to the shareholders at the general meeting?—A. We give it
to the president and directors of the bank and they submit it.

Q. Yes, I know the provision is that you—

Mr. SuacaT: I did not hear the answer, Mr. Chairman.

Mr. Gravam: He says, he submits it to the directors and they in turn
submit it to the shareholders’ meeting.

The Wirness: That is right.

By Mr. Graham:

Q. I notice that the Act provides that your report of the shareholders’ audit
must be attached to the report or statement the directors propose to submit to
the shareholders’ meeting and it must be read at the shareholders’ meeting.—
A. There is a statement and there is the certificate addressed to the shareholders.

Q. And T notice that there is statutory provision that the report must be

read to the shareholders?—A. That is what is done.
"~ Q. Now, I want to ask you one more question. .In the case of the banks in
which you acted as liquidator; had they pursued in the years before the disaster
a wise banking policy and had they built up the necessary reserves that would
have assisted the bank in meeting and solving the difficulties which occurred
such as the one in connection with the Keeley Mine?—A. Let us put it this
way. If the bank had been managed in a wise manner, I do not think it would
have made a loan of such a kind.

Q. Tell me this, again drawing on your experience, the Minister of Finance
put on the record in the House of Commons that in the year 1943, which was
generally recognized as being an above the average year, that the net return
on the shareholders’ equity was a little in excess of 6 per cent; my own thought
about that, Mr. Clarkson, is this—-—A. By return do you mean dividends?
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Q. No, the net earnings, the net profits of the chartered banks based on
the shareholders’ equity—they were 6 point something per cent.—A. Well?

Q. Now, my question; I have finished my statement—I don’t suppose you
disagree with the fact—I want to ask you a question based on that statement
and my question is this: banks must, like all other trading corporations I take it,
to a reasonable extent, lay up reserves in the fat years to provide for the
unfavourable years or the more difficult years; that is true, is it not?—A. They
must be able to accumulate a sufficient factor of safety in the good years to
take care of the losses in the bad years.

~ Q. To do otherwise would be foolish from a banking or any other stand-
point; it would be common sense?—A. Common sense, yes.

Q. Now, if that is true, I am a little alarmed that if our chartered banks,
part of our public system of depositaries for the people’s savings and for the
performance of clearing house duties and so on—I am slightly concerned that
the return mentioned is rather insufficient to provide safety with that as a net
profit in a fairly good year; what do you say to that?—A. What is the question?

Q. I want to know if you consider—let us put this in a rather extreme
form—that 6-7 per cent would be a sufficient return on the bank’s operation
for a year; would that be a sufficient return to provide that measure of safety
and those reserves necessary to protect the position of the bank in respect to
any factors which may develop?—A. That is a question for the banks to answer,
because you have each bank in a different position; you have some banks
which have sufficient inner reserves—you have some with not quite sufficient,
and some with somewhat less.

Q. Let me put this to you then: suppose our Canadian banking system
were commencing to-day and had no reserves at all and had to go through the
Process of building up those reserves and of providing that stability and safety
that we demand of our banking institutions, would a return of 6 per cent be
sufficient to do that—I do not say it is not, I am wondering if it is?—A. I would
not want to answer that question offhand because it is something I would rather
have an opportunity of studying. I eannot give you an offhand answer.

- By Mr. McNevin:

Q. Suppose you turn the questions around; do you consider the return of
- 6 per cent in 1943 was an exhorbitant one?—A. No.

Q. In the practice of your profession you audit the books of many manu-
facturing and mercantile concerns?—A. That is right.

Q. As well as banks?—A. Yes. :

Q. I would like to give this illustration. Supposing a manufacturer or a
merchant of some concern had goods on their shelves at the end of the year
of $100,000 and may be that would be say in 1930 and looking into the future
1t did not appear possible to realize $100,000 on that inventory, therefore in
their statement in place of putting $100,000 they would put it at approximately
$90,000?7—A. Yes.

Q. Is there not some relationship between that $10,000 and the inner
reserves of the bank?—A. Well, there is. -

Q. T mean, it would fall in some similar classification in different lines of
business?—A. There is, to a degree; because the bank values its assets and the
commercial company values its inventory; so there is a relationship.

Q. So both are really inventories?—A. They are both inventories.

Q. In different lines of business?—A. Yes, they are both inventories.

By Mr. Slaght:

Q. Mr. Clarkson, on this matter of inner reserves, I wonder if you would
make clear to us what the accountants for the bank do at the end of the fiscal
vear? May I suggest to you—this is at page 136—they set up their earnings
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for the year and there are various sources of reserves and then they set up the
operating expenses, do they not?>—A. Well, they have their income from various
sources: interest, services, dividends and thmgs like that; then they have their
expenses in addition to that Mr. Slaght. They have their recoveries of debts
written off against which they have appropriated for debts that they expect
to make. Now, I can give you—
Hon. Mr. ILSLEY Do you not mean for losses?
The Wirness: For losses they expect. I haven’t got itr with me here but
I could give you a statement which would show you just how it is made up. It
- is very little different in prineiple.

By Mr. Slaght :

Q. We had that brought out pretty well. Would you mind turning to
page 136 and look at the evidence there? Would someone be good enough to
give you a copy of it, that shows the statement which the Minister of Finance
placed on Hansard?— A, Yes.

Q. You see that?—A. Yes.

Q. In making up the statement of their operating expenses for 1943, as I
understand you, they ascertain the losses for that fiscal year that have become
actual—if I may use the word “actual”—losses?—A. No, not altogether actual
but prospective.

Q. Well now, I am going to suggest to you that there are two different items
that as an accountant you review?—A. Let me just see this, Mr. Slaght. If I
were preparing this statement on page 2620 1 would put the current operating
expenses at $144-5 million and I would add to the current operating expenses
$13-8 million being the amount required for annual losses. These annual losses
are just as much operating expenses as the payment of wages to employees.

Q. Yes, I quite agree with you, but the point I want to make first, if I am
right, is that at the end of each fiscal year besides their wages to employees and
taxes, they include as operatmg expenses the sum which has been actually lost
in that year?—A. That is right.

Q. And quite properly so; T would say that is part of the expenses of
operating a banking business?—A. That is right.

Q. Yes; now, that being included in the operating expenses that of course
reduces the net profit?—A. That is right.

Q. And now then, this further item which is the inner, the inside reserve as
it ig called by you is an item that deals entirely with the possibility of a loss
occurring in future years?—A. That is right.

Q. Yes; and you are the shareholders’ auditor?—A. That is right.

Q. Could you furnish us with a copy of your report on one of your banks
as the shareholders” auditor; have you got, that with you?—A. No, I have not
got one.

Q. Could you make it available to this committee?—A. I think it is in this
annual statement,

Q. Well, that may be; will you point out to me where we have now before
us a copy of your auditor’s report to the shareholders? Take the Bank of
Commerece, if you will, because we have had that before.

The Cuamman: This is the Bank of Toronto.

Mr. SragaT: I am familiar with the Bank of Commerece.

Mr. KinLEy: He is not the auditor of the Bank of Commerce.

By Mr. Slaght:

Q. Perhaps I can ask you this, Mr. Clarkson. This is the point I have in
mind. If I were a shareholder of the Bank of Commerce, let us say, and read
your report to the shareholders would I be able to ascertain from that the
amount, ’ahat the dlrecbors had set aside last year as a hidden reserve?—A. No.
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. Q. Why'do you not tell your shareholders what the directors are setting
aside for possible losses?—A. Why should you?

Q. Is there any other answer than that? If not I will pass on.—A. No.

Q. There is no other answer—A, Wait a minute; I do not see any reason
why you should tell them the amount recovered on loans written off and the
amount appropriated in the year for prospective loans any more than you should
tell them any other expenses or recoveries.

... Q. Are there any other expenses you hide from them?—A. You are not
hiding. I do not think you are hiding them because you see—

' Q. If we are not hiding at all tell us what they are, and I want to warn you
that everybody so far, bankers and government, have refused to help us get the
amount. I do not want to trap you. If you are not hiding them what are they?—
A. Net profit for the year after deducting dominion government taxes, including
tax on note cireulation, and after appropriations to contingent reserve fund, out
gf 1xlvvhl‘ch fund full provision for bad and doubtful debts has been made, so many

ollars,

Q. Do you suggest that so many dollars discloses to them the amount of
the hidden reserves?—A. Now, you are all mixed up, if I may say so, between a
hidden reserve—

Q.- You may certainly say so.

The CramMAN: Let him finish.

The Wirness: What are you trying to get at, annual profits or hidden
reserves?

By Mr. Slaght:

Q. T am trying to get at both, Mr. Clarkson.—A. You say does this disclose
the hidden reserve?

Q. Yes—A. Your hidden reserves are part of your annual operating account.

Q. That is true—A. What you do is this, you have a big reserve, we will
say of a million dollars in contingent account. »

Q. What do you mean by that, a disclosed reserve or not?—A. Undisclosed,
on your books,

- Q. On your books?—A. All right; in the year 1943 you recover from debts

written off in the past $500,000; you add that to your contingent reserve or
1t goes into your profit and loss.

By Mr. Fraser (Northumberland, Ont.):
Q. Also in your operating account?—A. Profit and loss and operating
account. 15
Q. From the profit and loss to the operating account?—A. In that way we
redu_ce that reserve. Then you write off say $250,000 for prospective or actual
loss in that year, and that brings the reserve to $1,250,000 again.

By Mr. Slaght:

Q. That is all very interesting but it does not touch the question I put to
you.—A. Of what?

Q. You suggested you do not hide from the shareholders the amount that
the directors set aside tax free for an inner reserve. I suggest you do. If you
do not hide them show us in any statement either before the committee now or
In any report you made to the people you are working for, the shareholders, where
you have told them what amount their directors have set aside for hidden
reserves. -1 suggest to you there is not any such disclosure?—A, No, = I mis-
understood you. You do not tell the shareholders what amount you appropriate
In each year as against actual or prospective losses, '

Mr. Fraser (Northumberland, Ont.): Have the shareholders ever asked:
for that?

22047—58
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Mr. Mclurarra: Let us get the answer complete. I should like to get the
full answer.

The Wrrness: You do not show to the shareholders the amount which the
directors set aside each year for actual losses or prospective losses. Neither do
you tell them the actual amount you have recovered in the year from bad debts
written off in past periods, but both of them enter into your statement of your
profits for the year. One increases. it and one reduces it.

By Mr. Fraser (Northumberland, Ont.):

Q. Have the shareholders ever asked for further information?—A. Not to
my knowledge.

By Mr. Slaght:
Q. Are the shareholders interested in the hidden reserve, in the money that
lies there?—A. Money?
Q. You said part cash and part security.—A. Mr. Slaght, it is like a pail of
water.
Q. I do not care if it is water or wine.
The CuarrMAN: Let the witness answer.

The Wirness: You cannot earmark it. It is just so much water. Are they
interested?

By Mr. Slaght: _

Q. I am asking you whether they are interested in that amount because
Mr. Tompkins told us by throwing that back into the disclosed reserves and
paying taxes they could declare that amount properly as a dividend. Do you
agree with that?—A. No, I do not agree with it at all. Wait a minute; I say to
you the inner reserves are the difference between the fair value of the assets of the
b_afnk and the amount at which they are shown in its statement—the factor of
safety.

Q. I think we all understand—

The CuaRMAN: Please allow him to conclude.

The Witness: I suppose technically it might be legally possible to turn them
in and: disburse them, but if you did—

By Mr. Slaght:

- Q. Of course it is possible legally, technically and every way.

Mr. McItrarra: On a point of order—

The CramrMAN: Mr. Slaght, will you please allow the witness to finish his
answer? » :

Mr. SuacaT: He had finished.

The CHARMAN: I beg your pardon.

Mr. SracHT: I beg your pardon, because he had finished. If there is any-
thing further to say, Mr. Clarkson, will you add it?

The Wirness: I say to you this inner reserve is a factor of safety, an
amount which has accumulated on the average over seventy-five years of banking
operations. . I suppose legally it would be available to be turned into the profit
and loss account and disbursed if you want to close your bank up.

. By Mr. Jackman:

Q. After being taxed? Would it be taxed?—A. If it came back, yes, it
would have to go into the profit and loss account and have to be taxed. It could
not be paid out without it was taxed, but it has accumulated over seventy-five
years,
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By Mr. Slaght:

. Q. Quite s0. Now then, your duty as defined by law under statute is to
Investigate and make a report to your shareholders on the affairs of the bank.
You recognize the words in the Act?—A. Exactly.

Q. Tell me if you carry that duty out and report to your shareholders on
the affairs of the bank in the full sense of that word why on earth do you hide
from your shareholders the amount that the directors set aside, tax free, as a
hidden reserve?—A. Why do you hide what you pay for rent? Why do you
hide what you pay for remuneration, what you pay for this, that, or that? I do
not, see that, )

Q. Let us see if they do hide those things.—A. If they want information
they can ask for it.

By Mr, Fraser (Northumberland):
Q. You do exactly the same as you do with an industrial company?—
A. Exactly; they can get it if they want it, and it is not against the interests
of the company to divulge it. : :
Q. Numerous industrial companies follow exactly the same principle as
you do here. ] ] \

By Mr. Slaght:

Q. Let us test your last answer. If you look at the statement, page 136,
they do set out remuneration to employees as so many millions, provision for
taxes at so many millions, contribution to the pension fund, and provision for
depreciation and all those things; they are all open to the shareholders?—A. No.
That comes from the special statement which was prepared at the request of
the department, as I happen to know. That is not in the annual statement.

Q. Do you suggest the annual statement does not show remuneration of
employees?—A. No, it does not. There is your annual statement of profit .and
loss. There it is. : e s

Q. It has two items there?—A. That is right. ;

Q. You do agree that by setting this sum aside for possible future losses
the shareholders escape taxation on it in the fiscal year in which the money was
earned, in that particular fiscal year?—A. In setting aside that amount for
losses, in my opinion, it is a legitimate cost of operation in that year.

. Q. I did not ask you that. I asked you a simple question that when the
directors - - - —A. T do not admit they escape taxation on it. Ao

Q. You do not say they do?—A. No.

Q. We have heard from everybody else it is not taxable?—A. Well, the
amount you pay out for remuneration of employees is non-taxable, is it not?.

Q. Quite so.—A. It is no less a cost. - : 5

Q. Do not let us quarrel about the words “escape taxation”. Let us take
an amount, of $5,000,000 without any significance to the amount; you agree
that if in a given year the directors say, “We are going to set aside $5,000,000
for possible future losses”, they do not pay taxes in that year on it?—A. If the
directors say, “In our opinion there are losses on business for the year of
$250,000,” then they reduce the earnings of the bank by that $250,000 and
they pay taxes on the lesser earnings. I do not call that escaping taxes. What
they do as against that, however, is that they bring into the earnings of the

bank for the year the recoveries of loans written off in the past and they do pay
taxes on that. : :

Q. Quite so.

By Mr. Fraser (Northumberland):
Q. Again the same as all other companies?—A. Exactly.
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By Mr. Slaght: ‘

Q. Then, you gave an illustration, the figures not being significant but to
have us understand it better, that if they set aside say $10,000,000, or a
number of banks did, as a hidden reserve for the future in ten years time they
might find half of that, $5,000,000, to their delight came back and was paid
although it was looked on at one time as a doubtful loan. You have illustrated
that?—A. Yes. 1 .

Q. So that the country’s taxpayers were without taxes for ten years on an
amount which the bank never lost at all so far as the $5,000,000 is concerned?—
A. Technically you are right. It was written off five years ago but it has come
baek now, and what I say to you is the country gets six to seven times the
taxes it would have got.

Q. Let us look ahead a little—A. I agree with you that it could write off
a loan now and possibly escape 100 per cent taxes on the amount of it and then,
if five years from now such loan was paid in full and corporation takes were
reduced it might pay lower taxes on the recovery from the same.

Q. I am afraid that our Minister of Finance could not assure us that we
ean expect much reduction in taxes in five years. Frankly I do not—A. All
right. The odds are against the banks. ‘

Mr. McIrrarra: Again the witness was interrupted. I am finding this
examination most interesting and would like to get the full answer and the full
question,

By Mvr. Slaght:

Q. Is there anything more to add there?—A. No, except to say that as to
“escaping taxation.” I do not like the word “escape”.

Q. Mr. Tompkins did not like it. I will not use it if it ‘will soften the
matter between us at all. You will agree perhaps with this, that the discretion
as to how much they set aside—and that amount is not taxed that year—Iies
with the directors?—A. Subject to the approval of the auditor. =3k 4

3. And if the auditor did not approve of it in a given year I fancy there
would be a new auditor for the next year. We are told the directors do the
setting aside—A. Maybe so.

Q. Have you any authority under the Act—and I can find none—on behalf
of the shareholders to either increase or cut down what the directors in their
sole unfettered discretion decide is the amount to be set aside for the future
and which is not taxable?—A. All I say to you is that the custom is at the end
of each year for the auditors to discuss all relevant matters with the manage-
ment of the bank. Differences of opinion arise. I have yet to reach the point
where an utter break in view has occurred between myself and any of those I
have had to deal with. :

Q. T can quite expect that because you have in my view a very high reputa-
tion and your services are very very valuablé.—A. Oh, I do not know.

Q. Let us take this other feature, and T do not want to keep you too long.
We have had it disclosed that the reserves which they make known amount to
$136,000,0007—A. That is right. '

hQ. Roughly, and the capital of the banks is $145,500,000?—A. That is
right.

Q. Now then, I put this to you that in the past nineteen years these disclosed
reserves have not dropped below $136,000,000?2—A. I cannot tell you that. That
is a matter of fact. In the last how many years? ‘

Q. The nineteen years of Mr. Tompkins’ regime.—A. No, I would not say
that you were right there because in the last fifteen years there was $22,190,000
paid in from premiums on capital stock which went into these outside reserves.
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Q. Subject to that $22,190,000 which went into the outside reserves, my
point is this— ~—A. And I think there was $12,190,000 which went in from
earnings.

Q. And there was $29,500,000 that we have heard was taken out?—
A. Written off.

" Q. No, not written off, if I may say so, taken out of the disclosed reserves
and taken back into the inner reserve in order to meet losses from three or four
bad years?—A. The outer reserves were reduced by $29,500,000.

Q. You were fearful lest some uninformed persons—that is the phrase you
used—that if we should come out in the open in the banking business and dis-
close this mysterious hidden reserve along with the reserve we do disclose and
then it had to be depreciated one year for losses that uninformed persons might
get the wrong idea about it?—A. I do. )

Q. Pardon?—A. T do.

. Q. Is there any other reason than that for treating the two sums in a
different way, that is, hiding one and disclosing the other, or is there some other
reason, because this committee has got to grapple with that problem some day.—
A. Mr. Slaght, you know in 1933 when the banks had to write off part of their
outside reserves it undermined confidence in some of the banks which did se.
In Canada, rightly or wrongly, whenever you touch an outside reserve, or
reduce it, you undermine confidence. I do not understand why it should do so
to the extent which it does.

Q. Who did not understand it on that occasion?—A. A great many people.
I will tell you one instance that occurred at that time.

Q. We will see what there is in this—A. There was a woman who had
& deposit in a bank at the corner of St. Clair and Bathurst. She was very
much upset at such reduction in the reserves of the bank and thought it meant
t_he bank was in trouble. She went up and stood in line in the bank to get her
money and when she got it she took it down Bathurst street about eight blocks
and put it in another branch of the same bank. That indicates what I mean by
uninformed persons.

Q. What harm did that do to anybody?—A. It did not do any harm in the
world but it just shows the ignorance of some persons.

% tl?t ?How many of our 11,500,000 people are you going to brand as so ignorant

“tha

Mr. Fraser .(Northumberland): On a point of privilege T object to that
question.

The Cratrman: ‘1 think that question is unfair.

_ The Wirnmss: T do not brand them as ignorant but I say to you I do not
think there is one in ten of you in this room who properly understood what the
mside reserve of the bank was.

Mr. Stacar: 1 am sorry Mr. Ross Macdonald is not here. He says he
knows all about it. ;

The Wirxess: I am telling you that and I believe it.

- The CramMan: So do 1.

By Mr. Slaght:

. Q. If there is not one in ten here who understand it why would it not be
right for a committee of parliament, because after all our constituents send us
here supposedly with average intelligence, once in ten years to have it disclosed
to it so that we can report the details of the business of the banks, as you are
required to report to your shareholders, back to parliament?—A. Mr. Slaght,
so far as the banks are concerned or any other institution in Canada I think
that the government is entitled to any information it wants about them.
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Q. You did not know we had been refused it by the banks and the president
of the Bankers’ Association?—A. I do not know that, but I think that parliament
should be paramount. It is entitled to any information it wants. It is entitled
to any information it requires in respect of earnings. All I am trying to say to
you is that so far as the institutions I have to do with are concerned there has
been an effort made to truly state the position of each bank after allowance of a
factor for safety—a necessary allowance so far as earnings are concerned. And
so far as the earnings are concerned, there has been a true effort made to state
the earnings, to the penalty of the banks. :

Q. You have the Bank of Commerce statement before you there. Will
you show me anywhere where the earnings are truly stated? I think the closest
you can get to it is on page 8—A. I have no reason to question those earnings
as not being truly stated.

Q. When you say “earnings”, you mean for the fiscal year under review?
—A. Yes.

Q. And earnings come from three sources or more, as we have heard?
—A. From a number of sources.

Q. I suggest to you that those earnings are not truly stated for this reason:
more money than appears as earnings for that year actually came into the
bank’s till and they took off an item, writing down their assets, which was
the equivalent of part of those earnings for that year. What do you say as to
that?—A. You mean for inside reserves?

Q. Yes—A. I say it is a necessary expense as a factor of safety.

Q. I know that is what you say.—A. Yes.

Q. Let us not confuse the matter—A. I say that the bank had a perfect
right to provide a factor of safety in that year as an expense of doing business.

Q. I quite understand that is your view; and I do not want to spend any
time discussing it with you, because you would not change me and I would
not change you—A. That is right.

Q. Assuming that they have the right to do it, I suggest to you that the
way in which it is done does not disclose their gross earnings for that year.
—A. They do not disclose their gross earnings anyway.

Q. They do not disclose their gross earnings anyway?—A. No.

Q. That is the first time we have that recorded—A. No, no. Here is this
statement you have just put in front of me in the House of Commons debate. -
Their gross earnings are $144,000,000 there.

Q. Did you mean it when you said they do not disclose their gross earnings?
—A. Any individual bank does not disclose its gross earnings; it is net profit
for the year. :

Q. Why does it not disclose their gross earnings to the shareholders?—
A. Well, this is the form of statement that has been issued by the banks for
generations, something like this; it has always been satisfactory and has always
been taken as such. ;

Q. Do you suggest that you are truly reporting the affairs of the banks to
the shareholders? I am not suggesting any bad faith, Mr. Clarkson.—A. Oh,
no; I understand that.

Q. I could not, against you.—A. No, no.

Q. But do you suggest that you are, as a shareholders’ auditor, truly report-
ing the affairs of the bank to your shareholders when you do not tell them
what the true gross earnings for the year are?—A. Most certainly.

Q. Most certainly. You do not tell the shareholders what the bank has
earned in a given year?—A. The gross?

Q. Yes—A. Gross does not mean net.
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Q. No. Of course it does not—A. I do not think there is any necessity
to tell them what the gross earnings of the bank are. If they want it, they
can get it, if it is not against the interests of the banks’ shareholders.

Mr. Jackman: They can change their directors, if they want. to.

Mr. Granam: May I ask this question, Mr. Slaght. I take it, Mr. Clark-
son, that with the statement that discloses specifically the net earnings, I could
easily ascertain by a method of computation, the gross earnings?

Mr. Stagar: No, you cannot.

The Wirness: If it was not contrary to the interests of the shareholders.
You know as well as I do that in companies, people are entitled to a certain
amount of information. But even though they are shareholders, there is other
information they are not entitled to as being deterimental to the interests of
the other shareholders.

Mr. SuagaT: Then we have this. Mr. Graham thinks he can take the report
and find out what the gross earnings are. I invite him to do so. He cannot do it.

Mr. Graaam: I think I can.

Mr. SvagaT: Well, Mr. Clarkson has just told us very carefully and
clearly that they do not disclose to the shareholders the gross earnings of the
bank for that fiscal year. That is true, Mr. Clarkson?

The Wirness: That is right.  Why should they?

Mr. SvaguT: “That is right. Why should they?” Mr. Clarkson says.
If Mr. Graham can enlighten us as to what the gross earnings of any of the
banks are—and I know he is pretty clever in these matters—I would be glad
to have him record it now.

By Mr. Slaght:

Q. Will you tell me what the reason is that you as the shareholders’ auditor:
do not disclose to the shareholders the gross earnings of your institution for a
given year?—A. Because they are interested in the net earnings.

Q. I beg your pardon?—A. Because they are interested in the net earnings.
and the amount of money that is going to be available for distribution to them
as dividends.

By Mr. Blackmore:

Q. And not in the expenses necessary for the operation of the bank?—
A. You do not show them the expenses ordinarily.

Q. They are not interested in those?—A. I do not think so for they have
appointed directors and a management. .

By Mr. Slaght:

.. Q. Isee. Letme ask you this: suppose someone wants you on behalf of an
Industrial group to go into the books of an institution which perhaps was changing
hands, which perhaps your client expected to buy, would they not want to know
all about the business?—A. That is right.

Q. Did you ever do that—make a report for a prospective buyer which con-
ceals from him the gross earnings of a business in a year?—A. No, I do not think
80, because in that case the position is something entirely different. Such a state-
ment will show the amount of the gross earnings and also from what they were
derived, and the expenses of all kinds, and in the end the net earnings of that
business.

. Q. Yes—A. In connection with the banks you show the net earnings.
Within my knowledge I have never heard of a shareholder asking for details
of those earnings or of expenses. :
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Q. Well then, will you cast your mind on this problem: we are here as
members of the special committee of parliament to decide whether' we can
properly report to parliament on the wisdom of renewing the charters of the
banks in the terms of this draft bill. How are we going to be able to do that
without being able in addition at the same time to state to parliament what the
gross earnings of the banks were in a given year and what their gross expenses
were? .

Hon. Mr. Iusuey: That is answered. We have supplied the gross earnings
and the gross expenses.

The CrARMAN: You will find that on page 136, Mr. Slaght.

Hon. Mr. IusLey: You have said that you wanted the return, that you
wanted to get all the figures the banks submitted the Finance Department; there
it is in there. '

By Mr. Slaght:

Q. Am I to take it from that that this indicates what the hidden reserves
are?—A.« Well, yes; this shows the hidden reserves.

Q. Then do you think this statement would have been put forward to me as
disclosing the gross earnings; do you think this statement enables anyone who
reads it, or parliament, to know that gross earnings of the banks were last year,
and what their gross expenses were?—A. There it is.

Q. Is that true, is that an actual statement?—A. ‘All I know is that it'is a
summation of reports to the Finance Department. i

Q. We have been told that this fund set aside in a fiscal year for the hidden
reserve comes out of the earnings and I suggest to you that the statement before
you, if that is so, is not a correct or accurate statement of the earnings of these
ten banks for the 1943 gross earnings?—A. I would not say that. : ,

Hon. Mr. IsLey: You are wrong about that. I have tried to make that
clear. That is just a simple little fact, that is all; that it does include anything
that is appropriated to the inner reserves. Sk

Mr. SuacHT: As the minister has been kind enough to inform me of that
perhaps he will tell us how we will ascertain from this statement we are referring
to how much of the earnings of that year are hidden in inner reserves? -

Hon. Mr. Instey: I did not say you could ascertain that from it at all. I
say that this includes the amount, and that these figures are the figures before
appropriation to the inner reserves, not after appropriation to hidden reserves;
and I suggest that our main concern is to see whether the earnings of the bank
before appropriation to inner reserves are excessive at 6 per cent on the share-
holders’ equity. ' !

Mr. SuacHT: I understand that to be your point of view. Mr. Clarkson tells
us that he does not report to the shareholders of the banks the gross earnings
of the banks for a particular year. v

By Mr. Slaght :
Q. You report gross expenses of operation?—A. No.
Q. You do not report at all on those?—A. No.
Mr. Tompxins: It has never been done in Canada. s :
The Wirness: Never been done, never asked for it. That is the form of

statement that has been accepted just in the same way as in any industry—it is,
a form of statement that has come down through many years and been accepted.
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By Mr. Slaght:

Q. Before I depart from you would you give me any other instance that you
know of in your years of experience as a bankers’ auditor than the little lady
who ran from one corner to another and drew it out and put it in? Is there any
other evidence of shaking the confidence of the people that you can give the
committee?>—A. You know that in 1933 in Toronto when the outside reserve of
some banks were reduced there was a wide withdrawal of deposits and a transfer
of the same to other banks.

Q. I must say to you you are mistaken. I do not know of any such thing.-—
A. Then I tell you of it.

Q. You just said you did not think ten men in this committee knew what an
inner reserve was.—A. The real meaning of an “inner reserve”; that is what I
mean,

Q. Could you pick out the ten?—A. No, I do not know.

The Cuamrman: Mr. Slaght, please get on.

The Wirness: I am not trying to be facetious, but I have had the inner
reserves of banks discussed so often and so often they are right clean off the
track as to what they are. They think they are money reserves on the bank’s
records, and that is not the fact at all.

By Mr. Slaght:

Q. On what do you base your statement that not more than ten members
of this committee know what they are? Where are those beyond the ten who
are off the track? How are we off the track?—A. I did not mean to say they
were. I think I said I doubted if there were more than ten. ,

Q. Let us make it eleven then, but how are we off the track, those of us
who do not know?—A. Because there are many people who think that inner
reserves of a bank are the same in amount as the appropriation and contingent
accounts on their books; they add the totals of such accounts and then assume
that such total is the amount of the inside reserves of the bank, when it is not.

Q. Who does that? I do not know of anybody—A. I am telling you that.
I have met only a very few persons—outside of bankers—who really know what
Inner reserves of a bank are. :

Q. Now we are narrowing it down pretty badly.

Mr. Fraser (Northumberland, Ont.) : Mr. Slaght, just as a matter of defence
after the statements you have made, and as a member of this committee, I should
like to take this opportunity, if possible, to impose upon this committee my own
1gnorance as an individual member so as to clarify the position that the hon.
member and the witness have placed the members of this committee in.

. Mr. SuagaT: Do not put it on me. I think the committee clearly understood
1t, every member of the committee. It is not myself but go ahead.

. Mr. Fraser (Northumberland, Ont.) : Tt is a little difficult for a member of
this committ‘ee to sit here and find out whether he is a moron or whether he is
not from what is said. Let us get the thing clearly on the record once and for
all as to an inner reserve,

Mr. JackMAN: You must be the twelfth man.

Mr. NoseworTHY: You are one of the two or three who understand it.

By Mr. Fraser (Northumberland, Ont.) :

_Q. As I. understand inner reserves—and I submit this with due respect, Mr.
Chairman—inner reserves of the banks are created by the valuation of the stock
in trade or inventory of the banking institutions each year as determined by their
directors?—A. And their auditors and their managers,

22047—59
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Q. And as checked by probably Canada’s outstanding firm of accountants,
and the decrease of that inventory is considered necessary as a cushion to protect
the depositors and the shareholders.—A. That is true.

Q. And these inner reserves are exactly the same as the inner reserves |
created by a lumber company when they appraise their inventory of lumber at
the end of the year at a figure that the directors consider is advisable to protect
that inventory against sale?—A. What they may get for it.

Q. Is that correct?—A. Yes.

Q. So these hidden reserves then are simply the adjustment of the stock
in trade of the banks?—A. It is an adjustment of the assets of the banks, stock
in trade of the banks.

Q. And are not, as the hon. member suggested to you, Mr. Clarkson, hidden
any more than inventory reserves are hidden in industrial companies but are
included and mentioned—and I am using the statement of the Royal Bank—
under the item of stock in trade of securities with estimated loss deducted?—
A. Estimated loss deducted.

Q. Deduected from the stock in trade of the bank?—A. Yes.

Q. That is correct, is it not?—A. That is right.

Q. May I repeat— —A. But when they deduct that-there is a factor of
safety in there.

Q. A factor of safety by the reduction of the valuation of the assets?—
A. Yes.

Q. A bookkeeping figure?—A. That is right.

Q. And the inner reserves are created in that way?—A. That is it. I am
egotistical enough to think that I know a little about it. ‘

By Mr. Slaght:

Q. T should like to ask a question arising out of Mr. Fraser’s question. The
lumber company he is visualizing, or the corner grocery that you mentioned,
when they undertake to write down and depreciate their assets, have to disclose
their writing-down to the tax department?—A. Well—

Mr. Fraser (Northumberland, Ont.) : No, no.

The Wirness: No. I do not think there is any definite ruling; but gener-
ally they are not supposed to exceed a certain percentage.

Mr. SvacaT: Quite so. But the percentage of the amount has to be laid
before Mr. Fraser Elliott or his department.

Mr. Fraser (Northumberland, Ont.): They are treated no differently from
the bank.

Mr. SuaguT: Oh, yes.

The WirNEss: Well I do not suppose that any of the banks would object to
telling the Department of Finance. As a matter of fact, they give it.

Hon. Mr. Iustey: They do.

By Mr. Slaght:

Q. We are not speaking of the Department of Finance. I am speaking of
the Department of National Revenue, the department which decides how much
you pay or do not, pay.—A. National Revenue so far as I understand 1t has not
had to do with the earnings of the banks.

Q. No. We have had that made clear. They do not have anything to do
with that.—A. But they divulge it; and T think the banks are entitled to divulge
anything the Department of Finance wants.

Q: In case you are not coming back, let me ask you this. Do you ﬁnd as an
auditor, that the banks pay the income tax for some of their staff?—A. Well,
now, that touches on a very embarrassing problem.
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- Q. Why should it embarrass you?—A. It does not embarrass me a bit; but
In the banks, starting years ago when the income tax was small, and in order
to stabilize their rates of salaries, there was an agreement or arrangement made
that they would pay the income tax on their employees’ salaries. ,
Q. For part of the staff, perhaps?—A. Well, pretty generally. That was all
right until the tax began to go up and the income began to be what it amounted
to when you had to add the tax you paid in the previous year to the income
of the previous year, and it began to get out of hand. :

Q. It began to be heavy going?—A. To get out of hand. So at that time
the banks began to take the question in hand to see what could be done to adjust
l'ti) I know that is one of the questions that an auditor sometimes gets consulted
about.

Q. Quite so; and it has not been adjusted yet, as you know?—A. No. In the
meantime, you have the salaries order that has prevented it.

Q. Quite so.—A. And it leaves some of the banks in the awkward position
of perhaps having a legal liability that the law of the land prevents them from
honouring. '

Q. Take a man with a $10,000 salary.—A. Yes. ]

Q. And let us assume that is all his income. Under the present rate he would
pay what? Would it be nearly half of that in taxes?—A. Pretty nearly.

Q. Let us say $5,000.—A. Yes.

Q. Perhaps you can tell me exactly.—A. No, I cannot. ;

Q. Then let us say $5,000. The bank pays him $10,000. Then they pay
the income tax of $5,000.—A. Yes.

Q. For him?—A. Yes. »

Q. Then do they go and pay the income tax people that $5,000 they have
paid for him or did they change that?>—A. No. .That is where the situation was
leading when they began to take hold of it and try to rectify it.

Q. You know what the position is to-day. What do they do with it? You
can replace the figures by actual figures. There is $10,000 salary, $5,000 the
bank pays.

Mr. Kimvuey: It is an established expense.

The Wirngss: What I said to you is this. Suppose they start at $10,000.

By Mr. Slaght: (

Q. Yes?—A. Suppose the tax were $5,000.

Q. Let us assume that.—A. That would be $15,000.

; Q. Yes?—A. $15,000 then is the salary the man gets from the bank in the
year. So next year they pay on the $15,000?

Q. Yes?—A. And if the tax on that were $7,500, then it would run up to
$22,500; and it was that situation, the increase of the taxes, which caused them
to call a halt and see what had to be done to adjust the situation in a more
reasonable way.

~ Q. Will you tell this committee of parliament whether or not that is still
going on?—A. Tt is not going on in the banks with which I have to do.

Q. They are paying the income tax for the salaried people?—A. No, no.

Q. Not at all?>—A. They are allowed to pay up to what it was in November
of 1941, I think.

Q. I see here the answer of Mr. Morris Wilson in the committee ten years ago
where he pointed out in speaking of salaried officials—he says he does not have
his income tax paid as the other members of the staff have. Does that mean
that it got so far down that it went down to the unmarried men getting $800
and $900 a year with his income tax paid?—A. I suppose each case is different,
but I know of one case where it went right down the scale.

Q. Right down the scale?—A. And when the taxes were lower it was a
not very serious matter, but when they began to advance then it was something
that had to be given consideration.

22047—59%
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Q. When was it stopped, this year?—A. No, it would be two years ago at
least. nearly three.

Mr. Tomprins: With your permission, Mr. Chairman, I suggest that the
fairest way would be to ask some of the bankers who are represented here about
this matter.

Mr. SuacHT: We have not had much opportunity of questioning the bankers.

Mr. Tompkins: I am only suggesting that because I think both Mr. Clarkson
and myself would be placed in a rather difficult position in attempting to deal
with it here.

Mr. StacHT: I did not want to embarrass either of you gentlemen. When
the bankers come before us we will ask them.

Mr. GraEAM: May 1 say this, off the record?
(Statement off the record.)

The CrAlRMAN: Gentlemen, just before we adjourn may I say Mr. Clarkson
will not be able to be here beyond to-day; shall we meet this afternoon?

Mr. McNeviN: I would move that we meet at 4 o’clock.

The CrAlRMAN: By the way, are we through with Mr. Clarkson?

Some Hon. MEmBERS: Yes.

The CrARMAN: If we are through with Mr. Clarkson, we will adjourn until
Tuesday morning at 11 o’clock.

The Committee adjourned at 1. 10 o’clock, p.m., to meet again on Tuesday,
July 11, 1944, at 11 o’clock, a.m.

July 11, 1944.

The Standing Committee on Banking and Commerce met this day at 11
o’clock a.m. The Chairman, Mr. W. H. Moore, presided.

The CuarMAN: Shall we carry section 557

Mr. Warp: Before we start proceedings, Mr. Chairman, would it not be
well to decide what we are going to do at 12 o’clock in regard to the General
de Gaulle reception? Are we going to adjourn or what are we going to do?

The CuARMAN: Suppose we leave the matter until we get there. There
are two important matters to be considered. There is the revision of the Bank
Act and there is the de Gaulle matter. I think it is safe to say that we will
adjourn around 12 o’clock, but let us see if we can make some headway until
we get to 12 o’clock.

Mr. McGeer: In order to get your seats, you have to be there fifteen
minutes before 12. It is arranged that we shall take our seats there at fifteen
minutes to 12.

The CHarRMAN: We will send a messenger out to reserve your seat, Mr.
McGeer.

Mr. McGeer: It is not a matter of reserving my seat. It is a matter of
whether or not we will pay due respect to a great Frenchman who is here to-day
as a guest of the government of Canada.

The CuAamMAN: Yes, Mr. McGeer. -
Mr. McGeer: It is not a matter of whether I want a seat or not.

The CuARMAN: Let us get on with our work, and then at a quarter to 12,
if you want to, we will adjourn.




BANKING AND COMMERCE 873

Mr. McGeer: Quite so. I do not need any instruction from you, Mr.
Chairman, as to how to get a seat.

The Cuammax: I was trying to do you a favour, Mr. McGeer.

Mr. NoseworTHY: Let us be good and we will get a recess.

The CmArMAN: Shall section 55 carry?

Some hon. MEmBERS: Carried.

’I;he CHAIRMAN: Then section 56, banking inspection. Shall section 56
carry?

Mr. Noseworray: There is an amendment to section 56.

The CuamrMAN: What is the amendment?

The Crerk: A new subsection.

The Cramrman: I will ask Dr. Clark to read the amendment, please.
_ Dr. Crark: The minister’s amendment is to include a new subsection
immediately after Subsection (8) reading as follows:—

Where in the opinion of the minister an amount set aside or reserved
by any bank out of income, either by way of write-down of the value of
assets or appropriation to any contingency reserve or contingent account
for the purpose of meeting losses on loans, bad or doubtful debts or
depreciation in the value of assets other than bank premises or other
contingencies, is in excess of the reasonable requirements of the bank
having regard to all the circumstances, the minister shall notify the
Minister of National Revenue and the Deputy Minister of National
Revenue (Taxation) of the amount so set aside and of the amount of
such excess, but nothing in this subsection shall be construed to give
the minister any jurisdiction over the discretion of the directors of the
bank with regard to amounts set aside, reserved or transferred to any
reserve or ofher fund from income upon which taxes have been assessed
under the Income War Tax Act or the Excess Profits Tax Act, 1940.

The Cramman: Notice has been given of the amendment. I presume that
the members of the committee are familiar with the contents. Shall the amend-
ment, carry?

Some hon. MeMBERs: @arried.

Mr. StaguT: Mr. Chairman, I have some objections to the amendment. I
do not know whether you want to discuss them now or whether you want to have
the section stand until the minister is here.

The CuAmrMmAN: The deputy minister is here. I think we can discuss it now.

. Mr. SuagaT: In a word, the amendment recognizes for the first time, in my
view, by statute and by implication the right of the bank to set aside out of
current earnings in each year a sum of money tax free called an inner, or as
Mr. Clarkson put it, inside reserve. That inner reserve—which, as we have heard,
is hidden from the shareholders—is a reserve which is precisely similar in
charactey to-the disclosed reserve which, as we learn, is $136,000,000. When I
say precisely similar in character I mean this. Perhaps I should disclose early
my objection to the amendment. It is that we are placing the stamp of approval
by parliament on this course of conduct for the future, that the directors may
sit down at the end of a given year and, after including in their operating
expenses the amount of their losses in that year—which no one objects to—they
may then set aside, with their pencil or pen on paper, an arbitrary sum of money
out of the earnings of that year. The result of that is that such sum of money
ISf handled by their auditors by way of deduction, as a deduction from the value
of their assets; that is, from the value of their loans and assets. That piece of
a?thmetlc takes p}ace and then, as Mr. Clarkson told us, there is no earmarking
of the sum set aside for hidden reserve. Let me illustrate that by taking an
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arbitrary sum for a given year; and no one need feel that this is even a good
guess. But suppose, in a given year, the ten banks, we will say, set aside
$6,000,000, each setting aside its own portion making up that total amount.

Mr. MacpoNaLp (Brantford City): Mr. Chairman, may I interrupt for a
moment? It occurs to me that this committee has decided, by previous vote in
the committee, that it is regular for the banks to set up inner resertves. I think
the matter was argued, when all the pros and all the cons with respect to
inner reserves were discussed by the committee, and after due and lengthy con-
sideration the committee decided that the banks should continue to set up
inner reserves. I do not think it is in order, Mr. Chairman, for this committee
to decide that question over again. The only matter before us now is this
amendment. The principle has been established, and the question before the
committee is whether or not these officials of the government will have the
power to question the amount or the method by which the reserves are set up.
With all due respect to my friend, Mr. Slaght, I think that his discussion at the
present time is entirely out of order, and that we should just consider the
amendment as it is drawn up.

Some Hon. MEmBERs: Hear, hear!

Mr. SuagHT: Speaking to the point of order, Mr. Chairman, if it is neces-
sary—and I would not have thought that it was—the resolution the committee
considered is to be found at page 626 and reads as follows:—

That the chartered banks, each of which has applied to parliament
for a ten-vear renewal of their respective charters should be directed, and
are hereby directed and required, to disclose to parliament through this
committee forthwith, the total aggregate amount of hidden inner reserves
of the ten banks.

My friend cannot spell out of that any consideration by this committee of the
right of each individual bank to create and deduct hidden reserves. That was
as to the narrow question of our having disclosed or concealed from us, as
the case might be, the aggregate total amount of inner reserves of the ten banks.
Surely it cannot be said that we have discussed the matter if I am right in
suggesting that the resolution of the Minister of Finance sets the seal of
approval upon there being included in the charter of each bank the right to
allow the directors to sit dewn and allocate on paper, a sum of money which
is to be tax-free and call it hidden reserve. No such question has been
determined by this committee. It is quite true that, in discussing the disclosure
of the aggregate amount, incidentally the whole question of inner reserves had
to be mentioned, and we got some light on it from time to time from witnesses.
But this question of approving by statute, the continuation of the practice of an
individual bank. creating inner reserves, in my opinion has not been dealt with
by the committee; and I desire, in connection with this amendment, to bring that
question squarely before this committee, because this matter is going to go to
parliament. It is not going to stop here. I should like this committee to express
themselves as to whether they are individually prepared to continue the practice
of hiding reserves, tax-free; then when we come to parliament, parliament
will determine,.if the committee adopt that attitude, whether or not parliament
is prepared to set that approval on the practice, without knowing, 'of course,
what they are.

Mr. MacponaLp (Brantford City): Mr. Chairman, T still raise my point of
order. Notwithstanding what Mr. Slaght has said, I feel that, in discussing that
motion which he referred to on page 626, this committee did accept the principle
that banks should be allowed—in the interests, I believe it was, of the depositors
particularly—to continue to set up what are called inner reserves. Now, then,
as my friend has started a discussion with respect to inner reserves which, I
suggest, Mr. Chairman, might with ease go on for days before this committee.
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The question must be faced. Is this committee prepared to consider for days
to come whether or not banks should continue to set up inner reserves, or
dl_d we not have the facts before us when we voted on the motion to which my
friend referred. ‘

Mr. McCann: Nobody objects to setting them up, but the point was
whether they should be exposed.

_ Mr. Macponawp (Brantford City) : The point I raise, Mr. Chairman, is that
this question has, in principle, been decided by this committee, and I say we
should not now reopen it and go over the whole matter again.

The CuamrmAN: Gentlemen, we have an amendment before us, and I
presume it is Mr. Slaght’s right to speak to the amendment. I understand,
however, that Mr. Slaght is not going to take up much of the time of the
committee on this point, and then the committee will follow Mr. Slaght’s
suggestion and vote upon the amendment. You will not take long on this,
Mr. Slaght, will you?

Mr. SuaguT: No, I shall not take long.

. Mr. Chairman, I was pointing out what might not appear on the face of
thlS‘ matter, unless one scrutinizes the language of the amendment, that this is
setting the seal of approval for the future ten years upon the practice by the
banks in not only setting aside inner reserves but, as Dr. McCann points out,
I take it—I pointed it out at all events—it is approving the banks hiding from
their shareholders and from parliament the amount of their inner reserves. To
my mind that is not a wise course for this committee to approve. That is why

am opposing the amendment. I will schedule in a word what the amendment
will permit the bankers to do.

Mr. Fraser (Northumberland, Ont.): On what page is that amendment.

. Mr. SuagaT: Page 627—oh, no, I do not think the amendment has been
printed yet, ;

Mr. McIrrarra: It is printed on a separate sheet.

. Mr. Svagmr: Thank you. The amendment was printed on July 6th
In pamphlet form.

Then, Mr. Chairman, what I seek to point out to the committee is this: if
parhan;ent should renew the banks’ charters with this amendment in it, and
if parliament does renew their charters with this amendment, the banks for
the first time will have from parliament approval of this course of conduct.
At the end of their fiscal year, let us take last spring, 1943, they first allot and
determine with the aid of their auditors, I will assume, the amount of their
actual losses incurred in operating throughout the year. There must be losses,
and they have taken them—

. The Cramman: Mr. Slaght, is it not possible to make your argument
without repeating evidence that we have already had before us in statements
you have already made?

Mr. Sragut: I thought the statement I had made—

The CuamrMaN: —is not new; we have had it before, of course.

Mr. StaguT: Yes. Let me summarize it shortly.

The CuamrMan: That is the idea.

. Mz, .SLA(.}HT: I want the committee only to be aware of what we are about
to authorize if we pass this amendment.

~ Mr. MacooNarp (Brantford City): I think we are all aware of it; we have
followed the proceedings. :

Mr. SvagHT: Show us -what the hidden reserves were in that document.
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Mr. Macpoxarp (Brantford City): I have never thought any such tfling.

Mr. StacaT: First, they deduct their actual losses as part of the operating
expenses; next they set aside, and they have the sole discretion so to do, an
amount which they say they may lose in the future years.

Mr. MacoonALp (Brantford City): Not under the amendment. There is no
sole discretion. My friend is speaking to the amendment, and that statement is
not correct.

Mr. SuacHT: And after setting that aside, it becomes tax free.

Mr. Fraser (Northumberland, Ont.): It only becomes tax free if—

Mr. JackmanN: Mr. Chairman, Mr. Slaght has endeavoured from time to
time—at least fifty times—to say that these transfers of the so-called insurance
reserves are tax free, and surely that has been pointed out in this committee
on innumerable occasions. I intend to rise every time Mr. Slaght uses
the expression “tax free” because I feel he is spreading across this country from
one end to the other a wrong impression with regard to the set up of certain
reserves to cover contingent losses which may or may not happen; and if they
do not happen the reserve then goes into the bank earnings and is taxed in the
subsequent year; and it so happens that the reserve has been taxed at higher
rates because of the increase in income tax. Therefore, every time Mr. Slaght
refers to these hidden reserves being tax free I intend to rise and do what I
can to set the record straight.

Mr. SuacgHT: My friend in rising in his honourable way forgets that Mr.
Tompkins told us that never in nineteen years has anything from the hidden
reserve been taken back and subjected to taxation.

Mr. Tompkins: In the form of a lump sum.
Mr. SuacaT: In any form.
Mr. TompxriNs: In the form of a lump sum.

Mr. StagHT: In any form. Never in nineteen years can it be visualized
ever having been done.

Mr. Jackman: May I ask Mr. Slaght if the reverse has ever happened?
Have the banks ever taken anything from disclosed reserve on which they have
paid taxes and put it back into the inner reserve because its inner reserve was
insufficient, for the need of the banking business, and in order to give confidence
to the business community and to the depositors of this country? In other
words, not what Mr, Slaght has suggested has taken place but the exact
opposite; the inner reserves have been insufficient; and that was amply proved
in 1933 when no less than $29,500,000 were transferred from the tax paid
disclosed reserve to once again put the inner reserve in sufficient funds in order
to cover the contingencies which might happen in a subsequent year. So this
bogey which Mr. Slaght raises of inner reserves piling up and piling up in an
ever-expanding sum, to my mind, judged by the history of the banks of this
country, is entirely without foundation.

Mr. SvagHT: I am sure the committee will recall the facts contained in my
present statement, that in the year 1934 the banks—five of them—transferred
from their disclosed reserve back to inner reserve $29,500,000.

Mr. MacpoonaLp (Brantford City): 1 again rise to a point of order. When
I raised my original point of order it was to the effect that we were then
discussing a question that had already been decided by this committee. If
you do not agree with me in that respect you must agree with me that the
statements which are being made before this committee now have been stated
ten times previously to this committee. I do not think we should continue
in this manner.
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The Cmamrman: Mr. Macdonald, all that I can do of which I know is
what I have already done—to appeal to Mr. Slaght not to repeat and repeat

and repeat statements that have been made time and time again before this
committee.

~ Mr. SvagaT: I do not propose to do that, Mr. Chairman. I recall I was
Interrupted by Mr. Jackman who has taken the attitude that he is going to
Interrupt me—

The CuammaN: Let us take a fresh start.
Mr. SuacuT: Let us do that. Of course, that is subject to his declaration
that he proposes to interrupt me.

The CrArRMAN: Only if you repeat, I understood Mr. Jackman to say that.
I think we are in the clear now. I understood Mr. Jackman to say that he
would only interrupt you if you repeated something you had already said;
and you have already told me that you will not repeat,

Mr. SuacuT: Then we are away.

The CrAmrMAN: Yes, we are away to a good start.

Mr. Fraser (Northumberland, Ont.) : I hope so.

Mr, StagaT: Mr. Jackman endeavoured to add to the discussion by stating
that these hidden reserves deducted from earnings each year are taxed. I
challenge that. That is not a fact.

Mr. Jackman: Oh, do you want me to answer that?

Mr. StagaT: As Tompkins made clear.

The Cuamrman: Mr. Slaght, please let us refrain from that. Let us head
towards a better new world.

Mr. SuaguT: Yes. .

The Crarrman: And not go on repeating. I must make an appeal, and I
make the appeal most sincerely, that democracy is on trial. ‘

Some Hon. MemBers: Hear, hear!

The Cmamrman: And we must not go on with this interminable repetition
on the part of a minority view.

Some Hon. MemBers: Hear, hear!

The Crmamman: It is a minority view. The minority has the right to
express itself, but surely it has no right to hold up the proceedings of the
committee, ;

Mr. Fraser (Northumberland, Ont.): Too much talk and too little action.

tMi‘ SracHT: Yes. I agree that not only democracy but parliament is
on trial, :

The CuAlRMAN: Yes. I agree thoroughly.
Mr. SpacmT: Yes; and the ultimate tribunal is not in this chamber.
The CHAIRMAN: No.
Mr. Macponarp (Brantford City): You cannot separate parliament and
democracy.
Mr. StaeuT: Well, that is what you suggest. I offer this amendment to
:c‘he amendment, Mr. Chairman, if I am in order. I may say that the word
bank” is used in the singular, you will note, because in the interpretation of the
clause “bank” is interpreted to be all the banks affected. My amendment
reads as follows:—
That the bank may continue as heretofore to treat as operating
expenses, and deduct from gross earnings, the actual losses incurred.by

the bank during its fiscal year, but hereafter shall, with respect to any
22047—60



878 STANDING COMMITTEE

sum or sums set aside or reserved out of income for future possible losses .
which may or may not ever be incurred—whether the same are set aside
or reserved, either by way of write-down of the value of assets, or by
appropriation to any contingency or inner reserve or contingent or inner.
account for the purpose of meeting future losses on loans or doubtful
debts, or depreciation in the value of assets, other than bank premises, or
for any other future contingencies which may or may not occur—be
required to pay taxes thereon in the fiscal year in which the earnings
from which sum or sums accrue.

I offer that as an amendment to the amendment.
The CuamrMAN: Have you given notice of the amendment before, Mr.
Slaght?

Mr. SvacuT: No, I have not. This amendment which I am moving an
amendment to has not been before the committee before.

The CuAlRMAN: The amendment has been on record for days, so I am told.
Hon. Mr. IusLey: Oh, yes.

Mr. SuagaT: It may have been on the record for days, but it was handed
to the members of the committee this morning.

The CualrMAN: Since July 4.

Mr. SvaguT: If you want to take that as notice of motion of the amend-
ment, that would only delay the matter.

The CramrMAN: No. I think we had better proceed. Gentlemen, you have
heard the amendment.

Mr. Fraser (Northumberland, Ont.) : Will you have the secretary read the
amendment again?

The CrAIRMAN: The vote is on the amendment.

Mr. SvacHT: Addressing myself to the amendment—

Mr. MacpoNALp (Brantford City): The amendment to the amendment.

The CHAaRMAN: Yes, the amendment to the amendment.

Mr. SvacaT: It is now to be voted on?

The Cuamrman: Certainly. I presume so.

Mr. SuacaT: Then speaking to the amendment to the amendment, without
repeating myself, I want the committee to realize that if they reject it, they
are approving a discretion of the bank directors, unfettered and untrammelled.

Mr. Fraser (Northumberland, Ont.): That is not quite right.

The CuARMAN: Without repeating, Mr. Slaght; without repeating.

Mr. SvacHT: In putting aside and not earmarking in any way certain
earnings are of a current year, with the result that their action enables the bank
to escape taxation in that fiscal year on earnings earned in that year.

Mr. JackMAN: And pay taxes at a higher rate in subsequent years.

Mr. SvacHT: My friend interrupts to say that the banks will pay higher
taxes in subsequent years. I do not know whether he is a mind reader or not
and will say that after the war taxes are to increase. We all hope that this
will be the last year of the war, but the validity of his remark as affecting this
problem can be tested by that. If his remark has any sense to it at all, it
means that he thinks we are to have higher taxes after the war than we have
before the war is over. -

‘Mr. Jackman: What Mr. Slaght has just said proves what I have
endeavoured to say on a number of occasions, that contrary to what Mr. Slaght
has endeavoured to spread across this country, namely that the banks of
Canada have escaped taxation by reason of so-called undisclosed reserves, he
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now contends exactly the principle which I have maintained for some time,
namely that should the taxation rates become lower in subsequent years the
banks might save something. Therefore the reverse process has gone on for
some years, namely that if the banks have over-reserve.d as Mr. Slaght has
tried to, point out, they have recently and are to-day paying a higher tax than
they would have paid had they done exactly what Mr. Slaght now suggests.
So that I hope the country will know that the banks of Canada, by reason of
their conservatism and in their endeavour to keep thelr. banking system on a
sound and safe policy, thereby getting the support of business and of depositors,
have paid far more in taxes than they otherwise would have done. I am
glad that Mr. Slaght now sees how that happened.

The CHAIRMAN: Mr. Slaght, I think the inevitable consequence of repetition
is now apparent. But I want to point out also that we do not really proceed
in a very business-like way in this committee. We have here your amendment to
the amendment. We had no notice of it. You made a statement that the amend-
ment had not been circulated. I find in the printed Hansard of June 26, No. 22,
the amendment is printed there in the record.

. Mr. SuagaT: Well, I do not know what your purpose then is in circulating
1t this morning.

The Cuamrman: That is a new edition. It is there. Take this to Mr.
Slaght so he can see it.

. Mr. StagaT: No. I do not need to see it. With reference to Mr. Jackman’s
Interruption—

The CuarMAN: Please, Mr. Slaght.

Mr. Jackman: Oh; forget it. i

The CrARMAN: Please, Mr. Slaght. Mr. Jackman has given us his promise
not to interrupt in the matter if you do not repeat, so please do not repeat. All
I can do is appeal to you, but let us get on with our job.
, Mr. SuacuT: T will conclude, then—

Mr. Gramam: May I say a word here?

An Hon. Memser: Let him finish.

The Cuamrman: Mr. Slaght is going to conclude.

Mr. Gramam: T wanted to call attention to this matter. I have to leave
oW in any case, but there is one thing this committee has struggled to do and
that is not to unfairly or unduly prevent those with whom the majority
obviously disagree from having matters they consider important brought before
this committee. Mr. Slaght, in my opinion, should have given notice of motion,
In fairness to the committee, of this amendment to the amendment; but he has
Dot done so. As Mr. McGeer pointed out, it is necessary for members of the
committee, because of General de Gaulle’s visit, to adjourn at a quarter to 12.
I suggest that Mr. Slaght’s motion be taken as notice of motion, and that the
committee now adjourn.

Hon. Mr. Itstey: Just a minute.

The CHARMAN: The minister has a statement to make.

Hon. Mr. Tustey: I do not want to break into Mr. Slaght’s statement, but
his statement that, by rejecting this amendment to the amendment, we would
be approving of the diseretion of the directors unfettered and untyammelled,
to set aside earnings in any year, is incorrect; because the discretion of the
directors is subject to several checks. In the first place it is subject to the
check of the shareholders’. auditors. In the second place, under this amendment,
1t is subject to the check of the Minister of Finance and the Minister of National
Revenue and the Deputy Minister (Taxation). I want to add the fur’gher
thought that the acceptance of this amendment would deny to the banks a right

22047—60}
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which all other business has, namely, to set aside a reserve for bad debts and
not pay taxes on it in the year in which it is set aside.

Mr. Graram: Personally, I am in complete accord with the minister and
in complete disagreement with Mr. Slaght; but the minister has had an oppor-
tunity of reading that amendment to the amendment and I have not, and I do
not, believe that the time now left to us is going to give us that opportunity.
That is the reason I suggest adjourning now. I am in complete agreement with
the minister, as I say. ‘

The Cuamman: Is it the pleasure of the committee to adjourn until
to-morrow morning?

Some Hon. MEMBERS: Yes.

Mr. NoseworTHY: Cannot Mr. Slaght complete his statement?

Mr. Picarp: I support the views of Mr. Graham.

The committee adjourned at 12.40 p.m. to meet again on Wednesday,
July 12, at 11 a.m.

July 12, 1944.

The Standing Committee on Banking and Commerce met this day at
11 o’clock a.m. The Chairman, Mr. W. H. Moore, presided.

The CuamrMmax: When the committee adjourned yesterday we were con-
sidering clause 56. There was an amendment and an amendment to the amend-
ment. The clause proved to be highly controversial. I understand that
clause 59 is also controversial. I was wondering if, in the heat of the day,
we could dispose of some of the non-controversial clauses and then come back
to clauses 56 and 59.

Hon. Mr. Hansox: Can we not deal with these amendments now?

The CualrMaN: I thought we would try to dispose of the rest of the
sections as far as we could, and then come back to them, Mr. Hanson, if that
meets with the views of the committee.

Some Hon. MEmEBERS: Agreed.

Hon. Mr. Haxson: If we finish those, the others will flow right through.

The CrAmRMAN: Let us do the flowing first, and see how far we get along.

Hon. Mr. Hanson: Very well. '

Mr. McGeer: Before we go much further with that, Mr. Chairman, I
should like to point out that there are some further questions I want to ask
the deputy minister, and there are some questions I want to ask the bankers.

The Cramrman: That is all right, Mr. McGeer. You will be given every
opportunity.

Mr. McGeer: What is the use of being given an opportunity after the
bill is passed?

The CrAmMaN: The bill will not be passed.

Mr. McGeer: My purpose in getting these questions answered is to lay the
ground work for some suggestions I think are necessary.

The CramrMAN: Mr. McGeer, the bill will not be passed until the preamble
is carried. That is the rule of the committee or the procedure of the committee.
You will be given every opportunity. The only idea that I had in mind is to
see if we can discover some matters that have already been considered, and
pass the sections. It will only take a short time to determine that. Then we
can go back to clauses 56 and 59. Then you may have an opportunity to
examine Dr. Clark or whomever you wish to examine.
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Mr. Jaques: Mr. Chairman, when Mr. McGeer is questioning Dr. Clark,
I should like that privilege too. I asked you about it several times.

The CrarMAN: Mr. Jaques, you will be given every opportunity.

Mr. Jaques: That is all right, then.

The CrarrMAN: That is the understanding.

Mr. McGeer: Why cannot we take the retail men and let them get away?
Why should they be kept around waiting for us?

The Cmamman: For the reason that we should like to get on. It is
my own idea. I assume the responsibility for the suggestion.

Mr. McGeer: We are passing the bill without the evidence.

Hon. Mr. Hansox: Order. :

Mr. McGeer: That seems to be the persistent desire. I never heard of such
a procedure.

The Cramvan: How much evidence have we taken? How much dis-
cussion have we had?

Mr. McGeer: If you call interference evidence, we have had quite a lot.
We have never touched on a single item of the actual cost to this country of
the private banking monopoly. That is the most important thing this com-
mittee should consider before it touches one section of this bill. = That has
never yet been considered; and every time we come up to it, out went the witness.

Hon. Mr. Hanson: Yes, we did touch it.

Mr. McGegr: No, we did not.

The Cmammax: Order, please. You had at least two days almost to.
yourself, Mr. McGeer, at the commencement to examine the Governor of the
Bank of Canada in regard to these matters. We have had a great deal of in-

terference; and I would ask you to read the record and decide as to the res-
ponsibility for that interference.
Mr. McGeer: I am perfectly willing to assume mine.

_ The Cramman: Yes. Then may I call clause 59? I beg your pardon.
We leave clause 59 stand. Clause 61. :

Mr. Gramam: On section 61, the minister suggested a slight amendment,
a change in the word “five” to “thirty” at the bottom.

The Cramrmax: With that amendment, is the clause carried?
Some Hon. MemBers: Carried.
An Hon. Memeer: What is the section?
The CuamrMAN: Section 61.
Some Hon. Memeers: Carried.
The Cwamman: Is the amendment carried?
Some Heon, MemBers: Carried.
The C};AIRMAN: Is the clause as amended carried?
Mr. McGrrr: Just a minute. g
The CraARMAN: Section 61 is carried. Section 64.
 Hon. Mr. Hanson: Before you leave that—
Mr. Nosewortay: Just a minute.
Hon. Mr. Hanson: Just what is the effect of the amendment?
The Cuammax: I will ask Mr. Tompkins to answer that.
Mr. Tompxrins: The effect of the amendment is simply to allow a little

more latitude for completing the transfer to the Bank of Canada funds to
redeem the amount of outstanding notes as at January 1, 1950.

Hon. Mr. Hansox: Where is it?
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Mr. McGeer: What is the change?

Mr. Tompkins: Page 33, line 25.

Mr. Arporr: Line 25 on page 33, delete the word “five” and substitute
the word “thirty”.

Mr. Tompxins: It was felt that five days would very likely prove an
inadequate time to complete the transfer.

Hon. Mr. Hanson: All right.  Carried.

The CralrMAN: Carried.

Mr. McGeer: Wait a minute.

Mr. NosewortHY: Where do you get the five days?

The CaAlRMAN: Mr. McGeer has the floor. ,

Mr. McGeer: I should like a little further explanation of the change from
five to thirty days.

Mr. TompxiNs: After January 1, 1950, the banks will be required to pay over
to the Bank of Canada the total amount shown by their books to still be out-
standing of their various note issues. The Bank of Canada will thenceforth be
responsible for the redemption of those notes. The change from five to thirty
days, as I say, was simply made as a precautionary measure because of unfore-
seen delays that may result, through delays in mail service or for various other
reasons, in completing all the formalities of the transfer.

Hon. Mr. Hanson: The effect of this is just an extension of time to complete
the transaction?

Mr. Tompxins: That is exactly it.

Hon. Mr. Hanson: The principle involved here is that the banks must pay
asver to the Bank of Canada the amount outstanding of the note issue. It will not
alter the amount of their liability.

Mr. TompriNs: The situdtion simply is that upon turning it over to the
Bank of Canada funds for the amount outstanding, the Bank of Canada will
thenceforth be liable for and will redeem these notes.

Hon. Mr. Hanson: I understand that. But what will the effect be upon the
bank’s balance sheet? -

Mr. Tompxins: It will simply wipe out that amount on their balance sheet.

Mr. SuacaT: They have five days instead of thirty days?

Mr. ABsorT: Yes.

Mr. SuacuT: It gives them a little more clerical time.

Mr. AsBorT: That is it. ;

Hon. Mr. Haxson: Let me understand it. The effect of this whole section
is that in the case of loss of the issue of bank notes, the banks have got to pay,
and the Bank of Canada just walks in and takes over?

Dr. Crark: Absolutely.

The Cuaamrman: Shall the clause carry?

Some Hon. MEmBERs: Carried.

The CramrmAN: Section 64, bank ecirculation redemption fund.

Hon. Mr. Hansox: Is there any amendment to that?

Mr. NosEworTHY: I should like an explanation from Mr. Tompkins as to
the effect of that clause. :

Mr. Tomprins: The changes are consequential upon the cessation of the
issuance of notes by the chartered banks. This particular section 64 has to do
with the bank circulation redemption fund which is, as honourable gentlemen
know, a sort of mutual guarantee of the various bank Tote i issues, and consists of
a dep051t with the minister. The amendments to this section are simply conse-
quential on what occurred under section 61.
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The Cuamrmax: Shall the clause carry?

Mr. McGegr: Of what happened under what section?
Mr. AssorT: Section 61.

The Cramman: Shall the clause carry?

Mr. McGegr: Just a minute.

Mr. Assorr: This is consequential to what happened under section 61, the
turning over to the Bank of Canada of the liability in an amount covering the
banks’ outstanding notes.

Mr. McGrer: That amendement to section 61 provides for the transfer of
the bank note circulation of the banks?

Dr. Crark: Not the amendment, but the section itself. The amendment, as
'Mr. Slaght has said, extended the time from five days to thirty days, to cover the
clerical job of looking after the transfer.

Mr. SuaguT: Let the clerks get back from their New Year’s vacation. |
Mr. Tompxins: Right. '

Mr. PerLey: Does this empower the banks to make a special issue to take
care of any special circumstances such as, for instance, the marketing of the
wheat crop in western Canada?

Mr. Tompkins: That 15 per cent excess circulation privilege has ceased
already. That ceased when the Bank of Canada commenced business.

The CuammaN: Shall section 64 carry?

Some Hon. MeEMmBERs: Carried.

The Cramman: Section 75.

Mr. McGeer: I think this should stand.

The CramrMAN: Section 88. Mr. Hanson has an amendment.

~ Hon. Mr. Hanson: T am not particular about my amendment. I withdraw
it, because it arises out of a special case. I have been trying to invent a formula
In my mind that might be helpful, but I do not think my proposed amendment
will be helpful.
A The Cramrman: I think we will allow it to stand and give you further
ime.

Hon. Mr. Haxson: Very good.

The Crarrman: Section 89.
(Stands)

Section 90.
(Stands)

Section 91.

Mr, Peruev: I have an amendment filed with you.

The CrAamrMAN: We will allow it to stand.
Section 92. '
(Stands) ;
Section 93. T think that is a routine section.
Mr. TompkiNs: Sections 93 and section 94 are both routine.

Mr. Gramam: There are two amendments proposed by the minister on
section 92.

The CrHAIRMAN: Section 92 and section 93 will stand.
Hon. Mr. Haxsox: It is a service charge, is it not?

Mr. McGeer: Section 93 and section 94 should stand.
(Stands)

The CaarrMAN: Section 97.
Mr. Jackman: I spoke on that section the other day.
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The CHAlRMAN: Is it controversial, do you think?
Hon. Mr. Haxson: I think we all agreed to it.
Mr. Jackman: I think we almost carried that the other day.

The CuarrmaN: Carried as amended.

Section 112.

Mr. GraraM: On that section I think it might be well to ask Mr. Tompkins,
who should be particularly well informed with regard to the returns made by
the banks, whether he considers they are sufficient for your purposes and for the
purposes which we want to safeguard.

Mr. TompkiNs: Yes. I may say, Mr. Chairman, that very careful consider-
ation was given to possible changes in the returns before the bill was introduced
in the house and the present schedule printed. Mr. Slaght requested an
amendment to section 53 which would have the effect of splitting up the bank’s
holdings of dominion and provincial securities under a separate heading. Now,
that will also come in under this section, and I think under those circumstances
—and this is the only point that arises in my mind with regard to it—that
this section should stand.

Mr. McGeer: In connection with these returns, assuming that the expressed
sentiment of the majority of the committee is carried and enacted into law,
namely, that inner reserves are going to be recognized, and the power of the
minister is going to be extended, as substantiated by the purport of the amend-
ment proposed, to limit the amount of hidden reserves to what the minister
and his officials consider necessary—that is the purpose of that amendment
is it not?

Mr. TompriNs: Mr. McGeer, the minister’'s amendment comes under

section 56. I think we might have more orderly progress by reverting to it
when we are discussing that section again. This is a monthly return.

Dr. Crark: I think the minister’s amendment to section 56 is to make
it legally, rather than morally, incumbent upon the Minister of Finance, to
inform the Minister of National Revenue and the Deputy Minister of National
Revenue for taxation whether in his opinion the amount being set aside to
reserves in any case is e\{cesu\e and if he thinks it is excessive, the amount
of such excess.

Mr. McGeer: Purely for taxation purposes.

Dr. Crark: Yes.

Mr. SrtacuT: I do not agree with Dr. Clark that that is all it does.

The Cuamrman: We will come back to section 56 particularly.

Mr. McGeer: What I had in mind was this: I judge from the evidence
that has been given here that two banks are presently holding excessive inner
reserves and one bank is on the borderline and the remaining seven banks—
their position is not disclosed—that is, I think, the correct interpretation of the

evidence so far with regard to that phase of the inquiry’s investigation. Now,

what power have you got to show that the hidden reserves are adequate for
the purpose that they are supposed to sustain?

Hon. Mr. Haxson: In other words, have you power to bring them up to that?

Mr. McGeer: I think if you are going to adopt the policy that the inner
reserve is security for depositors, there should be a standard basis upon which
that security should be maintained, and I suggest that in the returns that should
be such and the officials of the government, I think, should not only know
whether the inner reserves are excessive but whether or not they are adequate;
and I do not think that these returns cover that phase of banking operations.

Hon. Mr. Haxson: That is an interesting question; it has some merit.
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Mr. Tompxins: I think that is implied quite definitely in the clauses relating -
to investments and loans, where in the case of investments they are required
under the return—under the wording of this return—to report their investments
at not exceeding the market value, and their loans with the estimated losses
provided for. That is definite in the schedule to the annual statement, too,
which is certified to by the auditors, and is accompanied by certificates by the

auditors to the effect that it shows the true position of the bank and is as shown
by the books.

Mr. McGeer: I take it that in the profit and loss account of the annual
statement, the progressive accumulation or progressive position 1s shown and
would always include whatever amount is in the inner reserves?

Mr. Tompkins: We have explained before that whatever amount is in inner
reserves is deducted from certain of the assets and the net of those assets are
shown in both annual and monthly statements.

Mr. McGeer: Yes, I know that; but the evidence also showed that when
there was a certain amount of operating expenses that that was deducted from
the gross operating gains and that gross operating gains to expenses showed the
amount in the inner reserves.

Mr. Towmpkins: That has been read into the record several tirpes—the
wording used by the banks in their annual statement—where in their profit
and loss accounts reporting the net profit for the year they report the net profits
for the year after provision for taxes and so forth, and after making appropria-
tions to contingent accounts out of which accounts full provision for bad and
doubtful debts has been made. That phraseology follows almost precisely the
phraseology used by British banks in submitting similar statements.

. Mr. McGeer: I understand that phraseology. The pgint I want joo get at
is whether in this return there is given to you the information upon which could

be determined whether or not the inner reserves are excessive or whether or not
they are inadequate.

Mr. Tompxins: Well, that is a matter of judgment, I would say.

Mr. McGeer: I mean, do you get the return?

Mr. Tomprins: Oh, yes. I see every monthly return.

Mr. McGeer: You see, what I am assuming is this. Following the investi-

gation that was carried on by the minister, yourself and other officials, there were
certain facts disclosed upon which certain conclusions were made. That is
right, is it not? ’

Mr. Tomprins: Yes.

Mr. McGeer: And one of those conclusions was that two of the banks had
excessive inner reserves.

Hon. Mr. Hanson: That was a matter of opinion.

Mr. TQMPKINS: That is a matter of opinion.

Mr. McGeer: I mean, in the opinion of the officials.

Mr. TomprINs: Quite so.

Mr. McGerr: Prior to that you had informed the committee, as Inspector
of the Canadian banks, that you were satisfied that the inner reserve position
was alright and that you had no fault to find with it.

Mr. TompriNs: Yes.

Mr. McGeer: So from that I can only assume that, during the course of
the investigation conducted by the minister for some nine or ten days, other
facts came to light which were not in your possession when you informed the
committee that you were satisfied with the inner reserves.
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Mr. Tompxins: No. : A

Mr. Jackman: Mr. MecGeer, if I may point it out, the minister said that
the disclosure as to over-reservation only came about after the turn of the year
and in view of subsequent facts which were not available as of December 31; :
so that the banks, as far as we know, reserved only the proper amounts, but in
view of what happened since, in the judgment of the minister he thinks perhaps
there has been over-reservation.

Mr. SvacgaT: No, no. : [

Mr. McGeger: I do not think T would agree with my honourable friend.

Mr. MclIurarta: The witness started to answer when he was interrupted.
I would suggest that he be allowed to answer.

Mr. McGeer: Would you direct your attention to Mr. Jackman in that
regard, and for once have a little of the interference over that way.

The CuARMAN: Go on.

Mr. McGeer: Would you mind answering me?

Mr. Towmpkins: I have rather lost the thread of the question, but I think
your question was to this effect, that some new facts had developed to cause me
to change my opinion with regard to the inner reserves. Is that right?

Mr. McGeer: Yes.

Mr. Tompkins: No. I would simply say that the whole situation was
reviewed carefully by the officials whom the minister spoke of; and as a result
of that review of the situation we came to certain conclusions, and those repre-
sented our unanimous conclusions on the matter. '

Mr. McGeer: Which were entirely different from the conclusions you
presented to the committee. :

Mr. Tompkins: Not entirely.

Mr. McGeer: Well, substantially.

Mr. Tompkins: No, not substantially. I would say somewhat different, but
not substantially or entirely different.

Mr. McGeer: Well, all right. Can you tell the committee that it was the
unanimous conclusion of the investigating tribunal, whoever composed it, that

.all the inner reserves of all-the banks are adequate for the purpose?

Mr. Tompxins: Well, of course there is a varying degree there. We might
like to see some of them higher than they are, perhaps; but so far as the safety
of the public is concerned and that sort of thing, I would say that the situation
is satisfactory.

Hon. Mr. Hanson: Did he not say that they were not excessive?

Mr. Tompxrins: I think the minister’s statement used those words.

Mr. McGegr: Oh, yes.

Hon. Mr. Hanson: Not excessive. He did not say they were adequate, but
that they were not excessive.

Mr. McGeer: Yes.- I am going to put it to you quite plainly that not
more than three of the banks have, in proportion to those three, substantial
inner reserves.

Mr. Tompxins: Well, that is hardly putting it in a fair way, is it? They
all have inner reserves in varying proportions. One could not expect them to
be all precisely the same.

Mr. McGeer: No. But I would think, Mr. Tompkins, that a parliament,
accepting the principle of inner reserves as a security for depositors, would have
a uniform level.
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_ Mr. Tompkins: I do not believe, Mr. McGeer, that you can establish a
uniform formula that would necessarily be suitable for individual banks. It
would depend upon the condition of each individual bank, the proportion of its
assets represented by loans, the type of loans in a particular case, the proportion
that is represented by its investments, including not only the type of investment
but maturity factors and interest rates and so forth, and diversification in
general. There is also another factor, the wide difference that exists in the
territory covered by individual banks. I do not think it is possible to establish
by statute or by regulation, if you like, a formula that will be suitable to every
bank; that is, one single formula.

Hon. Mr, Haxson: In other words, you cannot establish a standard?
Mr. Tompxins: No.

Mr. McGeer: I quite agree with you on that. That, of course, applies with
equal force to the decision as to what is excessive. :

Mr. TompkiNs: Quite.

Mr. McGeer: But you have determined that.

Hon. Mr. Hanson: They expressed an opinion.

~ Mr. McGeer: Well, they are the gods of power; and when they express an

opinion, it becomes law.

Hon. Mr. Hanson: Well, maybe.

Mr. StacuT: They reported it to the Minister of Taxation.

Hon. Mr. Haxson: I agree.

Mr. SuagaT: Upon which to levy taxes.

Hon. Mr. Hanson: After all, it is only an opinion.
~ Mr. McGrer: Whatever they think, and whenever the ministry acts on it,
it becomes law. Is it not possible to fix some minimum basis?

_ Mr. Tompkins: I say again that it might be possible to establish a minimum
with regard to each individual bank, after taking their own particular situation
into careful consideration. But I do not believe it is practicable to establish a
standard or a formula by statute that should be applicable to everybody.

Mr. Macvonarp (Brantford): That is, either one way or the other.

Mr. McGeer: 1 quite agree. Then if we are to have any security for the
depositors from inner reserves, you have the information in all its details as to
the territory of operation, as to the character of the loans outstanding, as to the
2:&@1'% of trade and conditions in the areas where the operations are being

rried on,

Mr. Fraser (Northumberland): And the type of collateral.

Mr. McGeer: And the type of collateral and all that goes into the need or
otherwise of those inner reserves. You have that all placed before you.

Mr. Tompxinsg: T have all the information.

Mz, MC’GEER: You have all that information now?

Mr. Tomprins: It is all available to me from time to time.

_ Mr. McGeer: The amazing part of it is this. If you had all that informa-
tion, I cannot understand how you could tell this committee on one day that the
nner reserves were all right and satisfactory and then, after an investigation,
come back and tell the committee that the reserves of two banks were excessive
and one was on the border line and the others were not excessive but not telling
us whether or not they were adequate throughout.

Mr. Tompxins: Well, again I say that is a matter of judgment; and when
you get three or four heads sitting together on matters of that kind one can,
I suppose, change his mind with regard to certain phases of the situation. I
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found it very helpful to go over the situation in detail with the other officials
mentioned by the minister in his statement, and we reached the combined
conclusion, after carefully studying all aspects of the situation, that was indi-
cated by the minister’s statement. I have no apologies to offer.

Mr. McGeer: Were the banks called into that conference?

Mr. Tompxins: No. There were no banks at that conference.

Mr. McGeer: You had all that information, you say?

Mr. Tompxins: I had that in my possession.

Mr. McGeer: You had it before you?

