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T h is i s  the f i r s t  A sse m b ly  fo r  Bank D ir e c to r s  that I  h ave attended , 

and I w ant to sa y  that I  am  v e ry  im p r e s s e d  with the p ro g ra m  that D ick  Joh n son  

and B il l  Baughn h ave put to g e th e r  fo r  th is  A sse m b ly . In fu lfillin g  m y  re sp o n ­

s ib i l i t ie s  on that p ro g ra m , I p lan  to m ak e  so m e  co m m en ts on the econom y and 

the banking outlook (the top ic  a s s ig n e d  to m e ), both  re tro sp e c t iv e ly  and 

p ro sp e c tiv e ly , but I do not plan  to  spend a l l  of m y a llo tted  t im e  on that su b je c t. 

I'd  lik e  to m ak e  a com m ent o r  two in  addition  about ou r p ro b le m  bank l i s t  

and the p e r fo rm a n c e  of r e g u la to r s  durin g  the p a s t  d iffic u lt  y e a r s .  F in a lly ,

I p lan  to m ak e  so m e  co m m en ts about the ro le  of bank d ir e c to r s  in the p re se n t  

econom ic and re g u la to ry  env ironm ent.

F i r s t ,  the econom y and the banking outlook. E con om ic  fo r e c a s t in g  

i s  a lw ay s a  h a z a rd o u s  ac tiv ity , e s p e c ia l ly  when it  i s  done fo r  a sh o rt p erio d  

of t im e , sa y , s ix  m onths o r  a y e a r . N ot only i s  it  e a sy  to be  w ay o ff, but 

people  tend to re m e m b e r  in c o r r e c t  f o r e c a s t s .  My co m m en ts in  th is  sec tio n , 

th e re fo re , m u st  be v iew ed a s  the b e s t  g u e s s e s  of the O ffice of C o rp o ra te  

P lanning at the F D IC , and som ew hat o u tsid e  the a r e a s  of p r im a ry  e x p e r t ise  

that the C o rp o ra tio n  h a s .

T h o se  m akin g  sh o r t - te r m  m o d ific a tio n s of f o r e c a s t s  h ave  had th e ir  

p ro b le m s th is  y e a r .  R ea l G N P r o s e  by a su r p r is in g  9. 2 p ercen t in the 

f i r s t  q u a r te r  of 1976 a f te r  a s lu g g ish  p e r fo rm a n c e  in  the fourth  q u a r te r  of 

1975. The f i r s t  q u a r te r  GNP in c r e a s e  com bined  with an in c r e a s e  in  the 

p r ic e  le v e l of only about 3 p ercen t p e rsu a d e d  so m e  f o r e c a s t e r s  to up 

th e ir  p ro je c t io n s . H ow ever, secon d  q u a r te r  p e r fo rm a n c e  turn ed  out to be
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d isap p o in tin g : only a 4 . 3 p e rce n t r e a l  in c r e a s e  in  G N P (not too good 

c o n sid e r in g  the exten t of u n used  r e s o u r c e s  in  the econom y) and about a 

5 p e rce n t in c r e a s e  in  the p r ic e  le v e l. The la t te r  f ig u r e  and the m o st  

recen t ra te  of about 6 p ercen t w as helped  by re la t iv e ly  s ta b le - to -d e c lin in g  

food  p r ic e s .  M ost exp ect th at th ird  q u a r te r  G N P f ig u r e s  w ill not be b e tte r  

than the seco n d  q u a r te r .

The unem ploym ent ra te  fe l l  d r a m a tic a lly  durin g the f i r s t  s e v e r a l  

m onths of the y e a r ,  fro m  8. 3 p ercen t a t the end of l a s t  y e a r  to 7. 3 p ercen t 

in  M ay. T hat t r a n s la t e s  into a  d ec lin e  of about one m illio n  in unem ploym ent. 

A s a r e s u lt  so m e  f o r e c a s t e r s  w e re  p ro je c tin g  a  f a l l  in  the unem ploym ent 

ra te  to l e s s  than 7 p e rce n t by y e a r -e n d . H ow ever, in the p a s t  few  m onths 

unem ploym ent r o s e  c o n s id e ra b ly  and the A u gu st f ig u r e  w as 7. 9 p e rce n t.

R ecen tly  th e re  h a s  been  in c r e a s in g  d is c u s s io n  about s lu g g ish  p e r fo r ­

m an ce  of the econom y, p o s s ib le  slow ing down, e tc . Som e of th is  m ay  be 

w arra n te d ; but so m e  i s  p ro b ab ly  e x a g g e ra te d ; and, in  any c a s e ,  few  exp ect 

any r e v e r s a l  of the upw ard  m ovem ent of the econom y b e fo re  1978.

The econom y r a r e ly  m o v e s in  a  sm ooth , c o n s is te n t  way with everyth ing 

con form in g  to a  s in g le  sc e n a r io . T he r e a l  w orld  ju s t  d o e sn 't  w ork that w ay, 

and the v a r ia t io n s  th at e x is t  m ay  be e x a c e rb a te d  by d a ta  co lle c tio n  and 

m e a su re m e n t p ro b le m s . C e r ta in ly , the rap id  up and down m ovem ent in 

em ploym ent s t a t i s t i c s  su g g e s t s  that se a so n a l ad ju stm e n ts  and la b o r  fo rc e  

e s t im a te s  p ro b ab ly  e x a g g e ra te d  the d ec lin e  in  the unem ploym ent ra te  e a r ly  

th is  y e a r  and e x a g g e ra te d  the su b seq u en t in c r e a s e .  A s fo r  the d ra m a tic  

change betw een  the f i r s t  and secon d  q u a r te r  G N P in c r e a s e s ,  a lo t can  be
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exp la in ed  by a b ig  in c r e a s e  in in ven tory  accu m u la tio n  in the f i r s t  q u a r te r  

--  the in c r e a s e  in  f in a l s a le s  w as about the sa m e  fo r  each  q u a r te r . A lso  

auto  s a le s  r o s e  su b sta n tia lly  in  the f i r s t  q u a r te r  and, w hile the le v e l h as 

been  m ain ta in ed  in the secon d  and th ird  q u a r te r s ,  th e re  w as no fu r th e r  

in c r e a s e .

It i s  e a sy  to be "w h ip saw ed ” i f  one fo c u se s  too m uch  on m onthly 

v a r ia t io n s  in  s t a t i s t ic a l  s e r i e s .  But what about the g e n e ra l econom ic outlook 

and what it m e an s  fo r  b a n k s?

O ur O ffice of C o rp o ra te  P lan ning e x p e c ts  that r e a l  in c r e a s e s  in  GNP 

w ill a v e r a g e  a lm o st  6 p e rce n t fo r  the secon d  h a lf  of th is  y e a r  and a l l  of 

next, though th e re  m ay  be c o n s id e ra b le  v a r ia tio n  fro m  q u a r te r  to q u a r te r .

T h is w ould b r in g  about a g ra d u a l, but not d r a m a tic , red u ction  in unem ploym ent 

to a le v e l below  7 p e rce n t by the secon d  h a lf  of next y e a r .

C a p ita l spending should  r i s e  c o n s id e ra b ly  next y e a r . T h is , com bined 

with a m o d e ra te  in c r e a s e  in  h ou sin g  s t a r t s  and b u s in e s s  in v e n to r ie s , should 

in c r e a s e  bank loan  dem and. The le v e l of bank lo an s h as  been  a lm o st  f la t  

s in ce  the end of 1974. The p r im e  r a te  should  go up m o d e ra te ly  along with 

sh o r t- te r m  in te r e s t  r a t e s ,  w hile the m ovem ent in lo n g e r - te r m  r a te s  w ill 

depend im p o rtan tly  on the in fla tio n  ra te . So long a s  the la t te r  re m a in s  in 

the m o d e ra te  ran ge  (around 5 p ercen t o r  so ) th e re  should not be m uch  of an 

in c r e a s e  in  lo n g - te rm  r a t e s .

H igh er sh o r t - te r m  r a te s  and som ew hat l e s s  liq u id ity  in the econom y 

p robab ly  w ill r e su lt  in  m o re  m o d e st g a in s  in sa v in g s  and o th er c o n su m e r  

tim e  d e p o s it s  than e x p e rie n ce d  durin g  the p a st  20 m on th s.
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B an k s should e x p e r ie n c e  c o n s id e ra b le  im p ro v em en t in loan  l o s s e s  

next y e a r  if  su b sta n t ia l R E IT  lo s s e s  do not sp i ll  o v e r  into next y e a r . Loan  

lo s s e s  th is  y e a r  m ay  ap p ro x im ate  the v e ry  high le v e l of 1975, although the 

b a s ic  stren g th  of loan  p o rtfo lio s  i s  p ro b ab ly  im p ro v in g  m o re  than th e se  

f ig u r e s  su g g e s t . In a s s e s s in g  loan  lo s s  f ig u r e s  s e v e r a l  f a c to r s  should be 

kept in m in d :

(1) W hile the c y c lic a l  low point in econ om ic ac tiv ity  o c c u rre d  in 

A p ril 1975, the depth of the d ec lin e  w as such  that we d idn 't get back  to

p r e - r e c e s s io n  le v e ls  in  r e a l  output until a lm o st  a y e a r  la t e r  i .  e. , e a r ly  

th is  y e a r .

(2) T h e re  i s  so m e  d isc re t io n  in loan  w rite o ffs  and so m e  of the 1976 

w rite o ffs  r e f le c t  s itu a tio n s that o c c u rre d  and w e re  re co g n ize d  and p a r t ia lly  

accou n ted  fo r  e a r l ie r .

(3) A lo t of the bank loan  p ro b le m s h ave been  r e a l  e s ta te  re la te d , 

and w hile th e re  i s  ev id en ce  of im p ro v em en t in  s e v e r a l  a r e a s  of the country , 

so m e  of th e se  loan  p ro b le m s a r e  tak ing a long t im e  to w ork out.

To con clu de th e 'eco n o m ic  fo r e c a s t in g  p a r t  of m y  co m m en ts, le t  m e 

say  that ou r O ffice of C o rp o ra te  P lanning e x p e c ts  that bank e arn in g s fo r  

1976 in  the a g g r e g a te  w ill b e  about the sa m e  a s  l a s t  y e a r .  H ow ever, the 

y e a r - to - y e a r  c o m p a r iso n s  w ill be  fa v o ra b le  in  the secon d  h a lf of the y e a r , 

and ban k s g e n e ra lly  w ill go into  1977 with r is in g  e a rn in g s . E a rn in g s  should 

in c r e a s e  c o n s id e ra b ly  in  1977.

We h ave found in  recen t a n a ly se s  of bank loan  lo s s e s  and ch an ges in 

our p ro b le m  l i s t  that th e re  i s  a d e fin ite  connection  betw een  th o se  bank p ro b lem s
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and the g e n e ra l s ta te  of the econom y. The p ro b le m s develop  and show up in 

our exam in atio n  re p o r ts  only with a la g , h ow ever, w hich in the p a s t  h as 

a v e ra g e d  about 12 m on th s. T hat i s ,  the n u m ber of ban ks on our p ro b lem  

l i s t  g e n e ra lly  d o es not s t a r t  r is in g  until the b u s in e s s  d ec lin e  i s  w ell under 

w ay, and it  con tinues to  r i s e  w ell into the re c o v e ry  p erio d , in rnost c a s e s  

ap p ro x im ate ly  12 m onths into it . S im ila r ly , the s iz e  of the l i s t  depends 

in g r e a t  p a r t  on the depth of the trou gh  of the p reced in g  b u s in e s s  c y c le .

The change in  ou r p ro b lem  l i s t  and i t s  re la tio n  to the b u s in e s s  c y c le  

can be se e n  m o st  v iv id ly  with r e sp e c t  to our m o st  recen t r e c e s s io n  - -  the m o st  

se v e re  s in c e  the G re a t  D e p re ss io n  of the 1 9 3 0 s. In th is  c a s e ,  p e rh ap s b e c a u se  

of the se v e r ity  of the r e c e s s io n , the n atu re  of the c r e d it s  extended by 

banks durin g  th is  p e rio d  and the tim e  re q u ire d  to  p r o c e s s  the r e p o r ts  of the 

la r g e  n um ber of ban k s in vo lved , the tim e  la g  betw een  the depth of the c y c le  and 

the peak  of ou r p ro b lem  l i s t  i s  even  lo n g e r . T h u s, although we a r e  o v e r  a y e a r  

p a st  the low point in the r e c e s s io n , ou r p ro b lem  l i s t  i s  at i t s  h ig h est le v e l in 

25 y e a r s .  The n um ber of ban k s on the l i s t  h as been  in c r e a s in g  sin ce  the Sprin g  

of 1973, but the in c r e a s e  of net ad d ition s h as dropped  d r a m a tic a lly  in the la s t  

6 m on th s. T he n u m b er of banks on the FD IC  p ro b lem  l i s t  h a s  in c r e a se d  by 

only 18 durin g  the eigh t m onths s in c e  Ja n u a ry  1, 1976, fo r  ex am p le , co m p are d  

with an in c r e a s e  of 76 durin g  the p re v io u s s ix  m onths and an in c r e a s e  of 176 

during the p re v io u s y e a r . The to ta l n u m ber of ban k s on the l i s t  now a p p e a r s  

to be le v e lin g  off.

A s of A u gu st 31, 1976, th e re  w ere  377 FD IC  in su re d  ban k s on our 

p ro b lem  l i s t .  T h is  n u m ber i s  only about 2 - 1 / 2  p ercen t of a l l  in su re d  b an k s.
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Said  an o th er w ay, 97 1 /2  p e rce n t of the n ation ’ s ban k s a r e  not in even the 

le a s t  s e r io u s  of ou r p ro b le m  c a te g o r ie s .  Of th o se  on the l i s t ,  about 2 /3  a r e  

in o u r le a s t  se r io u s  c a te g o ry  of p ro b lem  b an k s.

One a sp e c t  of the p ro b lem  l i s t  w a rra n ts  m ention  --  the l i s t  now, a s  

d is tin c t  fro m  a few  y e a r s  ago , in c lu d es a few la r g e  ban k s - -  ban k s with over 

$500 m illio n  in  d e p o s its  and a few  v e ry  la r g e  ban k s - -  ban k s with o ver 

$1 b illio n  in d e p o s it s .  T hat, in c id en ta lly , i s  one re a so n  fo r  the lo n g er  t im e  

la g . It s im p ly  ta k e s  lo n g er  to conduct and rev iew  the exam in atio n  of a la r g e  

bank. T h e re  a r e  m any exp lan atio n s p o s s ib le  in  an sw er to the q u estion  "Why 

so  m any la r g e  ban k s on the p ro b lem  l i s t  now ? "  One m e c h a n ic a l an sw er i s  

that th e re  a r e  a lo t m o re  ban ks now with o v e r  $500 m illio n  o r  $1 b illio n  in 

d e p o s it s  than th e re  e v e r  w ere  b e fo re  (even though the sh a re  of the d o m estic  

d e p o s it s  of the top 50 h a s  d e c r e a se d ) . A m o re  co m p le te  an sw er m u st  d is c u s s  

the in c r e a s e d  r i s k  a s su m e d  by l a r g e r  b an k s on both s id e s  of th e ir  b a lan ce  

sh e e ts  and the in ev itab le  r e su lt  of a s e v e r e  r e c e s s io n  fo r  the in d u stry  which 

fin a n c e s  the econom y. In any c a s e ,  it  i s  c le a r  that m y r e m a r k s  and th o se  

of o th er s p e a k e r s  apply  to  th o se  of you who a r e  d ir e c to r s  of la r g e  ban k s 

a s  w ell a s  sm a ll .

P ro b le m s  of the banking sy s te m  h ave gotten  c o n s id e ra b le  attention  o v e 1' 

the l a s t  y e a r  o r  two, and so  h a s  the bank su p e rv iso ry  sy s te m . T h e re  a r e  

th o se  who sa y  o r  im p ly  that in ad equ ate  bank regu latio n  w as the c a u se  of so  many 

ban ks bein g  on p ro b lem  l i s t s .  T hat m is s e s  the point, h ow ever, s in c e  it  i s  good 

bank reg u la tio n  and su p e rv is io n  that spot the ban ks that a r e  in  tro u b le  and 

put them  on l i s t s  fo r  c lo s e r  su p e rv is io n . The q u estion  p ro b ab ly  should be ,
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could  b e tte r  reg u la tio n  and su p e rv is io n  h ave preven ted  ban ks fro m  reach in g  a 

condition  w hich re q u ire d  c lo s e r  su p e rv is io n  by bank r e g u la to r s ?  What a r e  the 

im p lic a tio n s  of th is  re la tio n sh ip  betw een the econom ic c y c le  and bank p ro b le m s 

fo r  bank su p e rv is io n ?

It i s  m y view  that bank su p e rv is io n  a s  we know it  in the United S ta te s , 

a s  o p po sed  to  i t s  c h a r a c te r i s t i c s  in o th er c o u n tr ie s  such  a s  Ja p a n , i s  lim ited  

in i t s  ab ility  to d ic ta te  the so u n d n ess of the banking sy s te m . It a p p e a r s  that 

a c o n s id e ra b le  p a r t  of the bank p ro b le m s of the la s t  cou p le  of y e a r s  h a s  been  

due one w ay o r  an oth er to the g e n e ra l s ta te  of the econom y. T hat i s  c le a r ly  a 

m a tte r  beyond the co n tro l of the p r o c e s s  of bank su p e rv is io n . Som e of the 

p ro b le m s h ave been  due to sp e c if ic  u n p red ic tab le  even ts lik e  the rap id  in c r e a s e  

in o il p r ic e s  and a re su lt in g  d ec lin e  in  the dem and fo r  o il and o il ta n k e r s . It 

would h ave been  n ice  if  we had been  ab le  to an tic ip a te  and preven t the d e b ac le  

of the R E IT s , fo r  ex am p le . In view  of the v a s t  n u m b er of fin a n c ia l e x p e rts  

who fa i le d  to fo r e s e e  th e se  p ro b le m s, I don 't think it i s  su r p r is in g  that bank 

s u p e r v is o r s  fa ile d  a ls o .

T h e re  i s  one arfea, h ow ever, in w hich we do h ave  an ab ility  to le s s e n  

the im p ac t of the b u s in e s s  c y c le . We m u st  be v e ry  c a re fu l in th is a r e a ,  h ow ever. 

It i s  the one co v er in g  bank a ttitu d es tow ard  r is k  and the w illin g n e ss  of b a n k e rs  

to in c r e a s e  loan  r a t io s  and d e c r e a s e  c a p ita l . We a r e  g iv ing m o re  attention  

to th e se  m a t te r s  at the p re se n t  t im e , and we w ill continue to dem and m o re  

c a p ita l fro m  ban ks in ad eq u ate ly  c a p ita liz e d , a s  w ell a s  dem and that loan , in v e s t ­

m ent, and o p era tin g  p o lic ie s  and p r a c t ic e s  be re a so n a b le  o n es. We a r e  an aly z in g  

tre n d s ra th e r  than s ta t ic  p ic tu re s  m uch m o re  intently  than we did in  the p a st .
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C o m p u te rs  a r e  w h irrin g  co n stan tly  a s  we t r y  to find w ays to d is c o v e r  p ro b lem s 

so o n e r . In the F D IC , we h ave  th re e  s e p a r a te  e a r ly  w arn ing sy s te m s  in operation. 

We a r e  looking m uch  h a rd e r  a t  m an agem en t and a r e  w illin g  to step  in q u ick e r  with 

fo rm a l o r d e r s  re q u ir in g  ac tio n  on m an ag e m e n t1 s p a r t . A lre a d y  during ju s t  the 

f i r s t  e igh t m onths of 1976, the FD IC  h a s  is s u e d  o r  au th o rized  our la w y e rs  to 

beg in  the p r o c e s s  of is su in g  27 c e a s e  and d e s i s t  o r d e r s  a s  c o m p are d  with an 

a v e r a g e  of only seven  a y e a r  durin g  the p a st  f iv e  y e a r s .  W e've a sk e d  C o n g re ss  

fo r  m o re  p o w ers to  d e a l not only with d ish o n e st b a n k e rs  but g r o s s ly  n eg ligen t 

o n es.

We re c o g n iz e , h ow ever, that banking i s  a r isk - ta k in g  b u s in e s s  and we 

m u st re ly  on m a rk e t  fo r c e s ,  on m an agem en t, on o w n ers, and p a r t ic u la r ly  

on d ir e c t o r s ,  in  add ition  to  ou r su p e r v iso r y  ju dgm en t, to d e te rm in e  the 

a p p ro p r ia te  d e g re e  of r is k  fo r  in d iv id u al b an k s, I do not b e lie v e  that even 

the m o st  outspoken  c r i t ic s  of banking and bank r e g u la to r s  want the re g u la to r s  

to run the b an k s ra th e r  than the b a n k e r s . We can  a l l  a g r e e  that that i s  not 

our function . In so m e  c a s e s ,  G overnm ent po licy  h a s  en co u raged  a sh ift 

to w ard s a  r i s k ie r  banking p o stu re . We h ave is s u e d  re g u la tio n s  on " leew ay  

in v e s tm e n ts "  w hich h ave b ro ad en ed  the ty p es of in v e stm e n ts  that can  be m ad e .

By d isa p p ro v a l of red lin in g  and prom otin g  the concept of equal c re d it  o p p o r­

tunity, we h ave ac tiv e ly  pushed  ban ks into lending that they m ay  fe e l (though 

I do not n e c e s s a r i ly  a g r e e )  i s  m o re  r isk y . The FD IC  h a s  been  in the v an ­

gu ard  of th o se  who in s i s t  that the Bank M e rg e r  A ct be in te rp re te d  to p e rm it 

m o re  com p etition  betw een  b a n k s : th is  ap p ro ach  h as  a s  i t s  c o r o lla r y  an 

u n w illin gn ess to p ro te c t  c o m p e tito rs  fro m  the r e s u lt s  of com p etition  --
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i. e . , one w in s, one lo s e s .  I fe e l  the sa m e  way about r e s t r ic t io n s  on E F T  

developm ents which a r e  d e sig n ed  p r im a r ily  to p ro te c t l e s s  e ffic ien t b an k s.

F ra n k ly , I b e lie v e  that the FD IC  and the o th er re g u la to r s  h ave done an 

excellen t job  of bank su p e rv is io n  durin g  the p a s t  two o r  th re e  y e a r s  a f te r  the 

m agnitude of the p ro b le m s b e c am e  ap p aren t to u s .  V ery  la r g e  bank fa i lu r e s  

have been  re so lv e d  by the C o rp o ra tio n  w orking c lo se ly  with the C o m p tro lle r  

of the C u rre n cy  and the F e d e r a l  R e se rv e  S y ste m  without the lo s s  of a d im e to 

any d e p o s ito r  and with only m in im um  d isru p tio n  in the co m m u n itie s a ffe c te d .

In ju s t  two b an k s, F ran k lin  N ation al Bank and U. S . N ation al Bank, n e a r ly  

one m illio n  d e p o s ito r s  w ere  fu lly  and to ta lly  p ro tec ted  --  i .  e. , they had th e ir  

entire d e p o sit  acco u n ts a lw ay s a v a ila b le  to them  w ithout lo s s  of even a d a y 's  

banking s e r v ic e s  - -  even  though th e se  huge ban k s fa ile d . C o m p are  that with 

the re su lt  of the bank p an ic s  in  the '2 0 s  o r  e a r ly  '3 0 s .

The C o rp o ra tio n  and the o th er r e g u la to r s  should be p r a is e d , not b e ra te d , 

for th is  p a r t  of th e ir  p e r fo rm a n c e .

The ju ry  i s  s t i l l  out, h ow ever, on the q u estion  of p reven tion . Som ehow , 

the re g u la to r s  m u st do a b e tte r  job  of c a r ry in g  out the fu ll ran ge  of r e s p o n s ib i l i ­

tie s g iven  them  by C o n g r e s s ,  m u st spot p ro b lem  situ a tio n s e a r l ie r ,  and m u st be 

w illing and ab le  to m ove in m o re  qu ick ly  with e ffe c tiv e  en fo rcem en t ac tion . But 

I want th is  to  be done w ithin a fram e w o rk  of re lia n c e  p r im a r ily  on our f r e e  e n te r ­

p r ise  sy s te m . We m u st re c o g n iz e  that our econom y n eed s the in it ia tiv e , ingenuity  

and a g g r e s s iv e n e s s  of f r e e  e n te r p r ise  and co m p etitiv e  banking. C o m p atib ility  of 

those o b je c t iv e s  with sa fe  and sound banking r e s t s  only in p a rt  with the su p e rv iso ry  

ag e n c ie s . S u c c e s s  i s  m o re  dependent on the e f fo r ts ,  d ed icatio n  and w isd o m  of
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bank d ir e c t o r s .  In the fin a l a n a ly s i s ,  bank d ir e c to r s ,  not the r e g u la to r s ,  b e a r  

the p r im a ry  re sp o n s ib ility  fo r  the sa fe ty  and so u n d n ess of ban ks they d ire c t .

You have h e a rd  a lr e a d y , and w ill be h e arin g  m o re  about the respond 

s ib i l i t ie s  of bank d ir e c t o r s .  You h ave been  w arn ed  about you r le g a l  r e sp o n ­

s ib i l i t ie s  and the d an g e r  of law  s u it s .  A s C h a irm an  of the FD IC , I h ave a 

d ire c t  in te r e s t  in y o u r bein g  a le r te d  to th e se  d a n g e r s . T he le g a l  re sp o n s ib ilit ie s  

of d ir e c to r s  a r e  of p a r t ic u la r  in te r e s t  to u s  s in ce  the FD IC  i s  the p la in tiff in 

m any of the d ir e c t o r 's  su its  you a r e  h earin g  about. In m o st  bank fa i lu r e s ,  we 

end up with a su it a g a in s t  so m e  o r  a l l  of the d ir e c to r s  of the c lo se d  bank in 

which we c la im  the d ir e c to r s  w ere  n eg ligen t in  m eetin g  th e ir  r e sp o n s ib i l i t ie s .

Som e c a s e s  of bank fa i lu r e s  a r e  a r e su lt  of em b e zz le m e n ts  that cannot 

be d e tected  in t im e , even though the d ir e c to r s  a r e  g iv ing due d ilig e n ce  to th eir 

r e s p o n s ib i l i t ie s .  But u su a lly , bank fa i lu r e s  re su lt  fro m  im pru d en t o r  se lf -  

se rv in g  ac tio n  that d ir e c to r s  cou ld  h ave and should h ave found out about, 

and done som eth in g  about. In so m e  c a s e s ,  the d ir e c to r s  a r e  d ire c t ly  involved 

in and b e n e f it in g  fro m  the s e l f - s e r v in g  p o lic ie s  of the bank that r e su lt  in 

fa i lu r e . O bviously , we hope to re c o v e r  a l l  we can  fro m  th o se  gu ilty  of such 

m a lfe a sa n c e . M ore  com m only , h ow ever, we find d ir e c to r s  gu ilty  s im p ly  

of n o n fe a san ce , of not paying su ffic ien t attention  to the condition  of the 

bank, the p o lic ie s  and ac tio n s of the bank, and the condition  of the bank.

While we m ay  fe e l  so m e  sym path y  fo r  the plight of th o se  d ir e c to r s  who m ay  

h ave been  s im p ly  duped by m an agem en t o r  o th er d ir e c to r s ,  n e v e r th e le s s , 

a s  a r e c e iv e r ,  we h ave a le g a l  o b ligation  a s  re p re se n ta t iv e  of the c r e d ito r s  

of the bank to se e k  re c o v e ry  fo r  l o s s e s  fro m  d ir e c to r s  who did not m e e t
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th e ir  le g a l  r e s p o n s ib i l i t ie s .  A s a s u p e r v iso r , we a r e  in s is t in g  that d ir e c to r s  

pay m o re  attention  to  th e ir  r e s p o n s ib i l i t ie s .  We have recen tly  p ro m u lgated  

re g u la tio n s co v er in g  in s id e r  t r a n sa c t io n s , fo r  ex am p le , so  that no d ir e c to r  

now can  attem p t to a rg u e  that he d idn 't know such  t r a n sa c t io n s  w ere  o c c u rr in g .

When a new ly c h a r te re d  bank se e k s  d e p o sit  in su ra n c e , we have s o m e ­

thing to say  about the se le c t io n  of d ir e c to r s  of the bank. In g e n e ra l, h ow ever, 

we do not h ave any le g a l  au th ority  to d e te rm in e  who i s  o r  i s  not a bank 

d ir e c to r . We do not exp ect o r  want a l l  d ir e c to r s  to be  b a n k e rs  by p ro fe s s io n , 

but bank d ir e c to r s  m u st m ake so m e e ffo rt  to le a r n  about banking and to take 

th e ir  jo b s  s e r io u s ly . We a r e  tro u b led  by s itu a tio n s w h ere  d ir e c to r s  se r v e  

so le ly  b e c a u se  of the honor o r  p r e s t ig e  a ttach ed  to bein g  a bank d ir e c to r , 

and w h ere  the p e rso n  so  h onored  d o es not intend to be an independent fo rc e  

in fo rm in g  the p o lic ie s  of the bank. We want in fo rm ed  d ir e c to r s .

I w ill re tu rn  to  th is  re sp o n s ib ility  of d ir e c to r s  to not allow  th e m se lv e s  

to b e  kept in  the d a rk  but, b e fo re  I do, le t m e  m ak e  a b r ie f  com m ent on what 

I think i s  the s in g le  m o st  im p o rtan t ta sk  of d ir e c t o r s .  T hat i s  the se le c tio n  

and continuous evalu atio n  of m an agem en t.

You w ill h e a r  a t  th is  co n fe ren ce  that the job  of d ir e c to r s  i s  to d ire c t  and 

the jo b  of m a n a g e r s  i s  to m an ag e . I a g r e e  with the view  that d ir e c to r s  should 

not be running the bank on a d a y -to -d ay  b a s i s ,  but the b o a rd  cannot e sc a p e  

re sp o n s ib ility  fo r  m an agem en t of the bank.

L e t  m e sk ip  any d is c u s s io n  on how you se le c t  top m an agem en t.

T r e a t i s e s  can  be w ritten  about that. Once a top m an agem en t te am  i s  in 

p lac e , h ow ever, the b o ard  m u st g ive  ad equ ate  c o n sid e ra tio n  to w orking
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out with top  m an agem en t sp e c if ic  g o a ls  and o b je c t iv e s  fo r  the bank. We 

se e  m any p ro b le m  b an k s th at re su lt  fro m  nebulous g o a ls  and o b je c t iv e s , 

fro m  c o n tra d ic to ry  g o a ls  and o b je c t iv e s , and fro m  a d iv e rg en c e  betw een  

the b o a rd  and the ch ie f ex ecu tiv e  o ff ic e r  a s  to  what a r e  a p p ro p r ia te  g o a ls  

and o b je c t iv e s . O c c a sio n a lly , the C EO  and o th er o f f ic e r s  a r e  in te re s te d  

in  qu ick  but nonenduring r e s u lt s  that d r e s s  up the fin a n c ia l s ta te m e n ts  and 

m ak e good qu otation s fo r  th e ir  r e su m e s  but c re a te  se r io u s  fu tu re  p ro b le m s. 

Often the p ro b le m s c re a te d  by th e se  h o t-sh o ts  do not a p p e a r  un til a f te r  th e ir  

d e p a r tu re . D ir e c to r s  cannot e sc a p e  the r e sp o n s ib ility  fo r  th o se  m an agem en t 

m is t a k e s ,  h ow ever, so  be su re  you do not b eco m e m e sm e r iz e d  by d is c u s s io n s  

of P / E  m u ltip le s  and le v e r a g e . R em em b er that you a r e  a d ir e c to r  of a  bank, 

not an in d u str ia l  co rp o ra tio n .

Once th e se  g o a ls  a r e  e s ta b lish e d  and a g re e d  upon, top m an agem en t 

should be a sk e d  to p re p a r e  po licy  and p ro c e d u re  s ta te m e n ts  fo r  im plem en tin g  

th e se  o b lig a tio n s . T h e se  m u st be rev iew ed  by the b o ard  to e n su re  c o n siste n c y  

and r e a so n a b le n e s s ,  and continuous co n tro l and m e a su re m e n t d e v ic e s  m u st  

be b u ilt  into the sy s te m . It i s  h igh ly im p o rtan t that p r o g r e s s  be  m on ito red  

con tin u ally  and not on a o n e-sh o t o r o n c e - a - y e a r  budget rev iew  b a s i s .

T h is  le a d s  into ev alu atio n  of top m an agem en t p e r fo rm a n c e . You can 

re a d  in  m an y  books and a r t ic le s  about m any m eth ods fo r  evalu atin g  p e r fo r ­

m an c e . It i s  m y b e lie f  that p e r fo rm a n c e  evalu ation  cannot be an afterthought 

and done in  a r i tu a l is t ic  m an n er. It m u st s t a r t  by en su rin g  that the bank s 

g o a ls , o b je c t iv e s , and p o lic ie s  b e  w ritten  and u n d ersto o d , and that they 

p ro v id e  the n e c e s s a r y  sp e c if ic  gu id an ce  to the top m an agem en t of the bank.

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



- 13 -

The p e r fo rm a n c e  of m an agem en t m u st be m e a su r e d  by th e se  s p e c i f ic s .  In 

a s e n se , then, th e se  sta te m e n ts  b ecom e an ag re e m e n t which w ill be d is c u s s e d  

with the o f f ic e r  at freq u en t in te r v a ls .  A pproach ed  th is w ay, ev alu ation  of 

m an agem en t can  be f a i r ,  o b je c tiv e  and thorough.

L e t  m e re tu rn  now to a p r im a ry  re sp o n s ib ility  of d ir e c to r s ,  s im p ly  

knowing what i s  going on. T hat i s  e a sy  when m an agem en t m ak e s  an e ffo rt  to 

se e  that d ir e c to r s  a r e  kept in fo rm ed . I w ish  that w ere  the u n iv e r sa l  situ atio n  

but, u n fortu n ate ly , it i s  not. But even when m an agem en t i s  not doing what it 

should to se e  that d ir e c to r s  a r e  kept in fo rm ed , it i s  p o s s ib le , even fo r  a non­

b an k er d ir e c to r , to be k now ledgeable  if  he a s k s  the right q u e stio n s and knows 

w here to look  fo r  in fo rm atio n . In banking, to a g r e a te r  extent than in o th er 

b u s in e s s e s ,  I b e lie v e , th e re  a r e  so u r c e s  of in fo rm atio n  that e a se  the job  of 

of knowing how y o u r bank i s  doing and what condition  it  i s  in.

O bviously , we r e g a r d  the bank exam in ation  p r o c e s s  a s  p lay ing a key 

ro le  in that p r o c e s s .  The bank exam in ation , w hether by the F D IC , the F e d e r a l  

R e se r v e , the C o m p tro lle r  of the C u rren cy  o r the S ta te  su p e r v iso r y  a u th o r it ie s , 

p ro v id e s  a w ealth  of in fo rm atio n  and an e x ce lle n t, even if  u su a lly  a som ew hat 

c r i t ic a l ,  p ic tu re  of the condition  and fin a n c ia l situ a tio n  of the bank. T h ese  

ex am in atio n s a r e  intended to be  u se fu l to the bank, and we think they a r e .

M ost m an ag em en ts fe e l  the sa m e  w ay. O bviously  then, d ir e c to r s  should 

rev iew  the re p o rt  of exam in ation  c a re fu lly . One way to be su re  that you have 

am p le  t im e  and opportunity  to do so  i s  to in s i s t  upon a copy of the exam in ation  

re p o rt fo r  y ou r own u s e , and don ’t be content with ju s t  a su m m ary .
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In so m e  c a s e s ,  the e x a m in e rs  w ill se e k  a m eetin g  with the b o a rd  of 

d ir e c to r s  to rev iew  the re p o rt , though agen cy  p o lic ie s  on such  m e e tin g s  v ary . 

FD IC  e x a m in e rs  a t the p re se n t  t im e  do not rou tin ely  m e e t w ith b o a rd s  of 

d ir e c to r s  fo llow ing e v e ry  exam in atio n , but do attem pt to a r r a n g e  such  m e e t­

in g s  if  the e x a m in e r  fe e ls  the b a n k 's  condition  i s  p a r t ic u la r ly  w eak. I u n d e r­

stan d  that the C o m p tro lle r  of the C u rren cy  d o es fo llow  a p o licy  of having 

n ation al bank e x a m in e rs  m ee t with the b o ard  of d ir e c to r s  fo llow ing each  

exam in atio n  of a  n atio n al bank. The FD IC  attem p ted  to in tro d u ce  that 

re q u irem e n t a  n u m b er of y e a r s  ago , and d isc o v e r e d  that in m any c a s e s  it 

w as u n prod u ctiv e . N e v e r th e le s s , we fe e l  that it i s  a p p ro p r ia te  to c o n s id e r  

that p o licy  once ag a in . In any c a s e ,  I b e lie v e  that it  i s  a  r e sp o n s ib ility  of 

the d ir e c to r  to find out the su b stan c e  of the e x a m in e r 's  co m m e n ts , and not 

s im p ly  a s s u m e  that b e c a u se  nothing h as  been  brough t to h is  attention  that 

th e re  i s  no n eed  fo r  h im  to  in v e st ig a te  the re p o rt .

In cid en ta lly , we do not o ff ic ia lly  notify  a bank when it i s  p laced  on our 

"p ro b le m  l i s t .  "  T h is i s  a h oary  trad it io n  in  the C o rp o ra tio n  and, a s  f a r  a s  I 

can  g a th e r , e x is t s  b e c a u se  we a r e  a fr a id  that d ir e c to r s  w ill ta lk  about the news 

with o th e rs  not on the b o a rd  and, i f  that h ap p en s, every on e w ill a ttem pt to with­

draw  th e ir  funds fro m  the bank, th ereb y  p re c ip ita tin g  a bank fa i lu r e . While 

th is m ay  p ro ve  to be the r e su lt ,  we cannot say  fo r  c e r ta in  that it would b e .

M ore and m o re  d is c lo s u r e ,  both volun tary  and in vo lu n tary , h a s  been  m ad e by 

ban k s in  the p a s t  few  y e a r s  of in fo rm atio n  that would h ave been  ju dged  to be 

h igh ly  se n s it iv e  (in fa c t , p e rh ap s fa ta lly  se n s it iv e )  only a few  y e a r s  ag o . In 

m o st  c a s e s ,  the d is c lo s u r e  h a s  not proved  d is a s t r o u s  o r  even p a r t ic u la r ly
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d iffic u lt  fo r  the a ffe c te d  bank. W hether it h a s  p roved  b e n e fic ia l to the bank 

o r , on b a la n c e , to the public i s  a su b je c t w hich h a s  not been  su ffic ien tly  

ex p lo red , in m y ju dgm en t, and one w hich m u st be thoroughly  ex p lo red  

b e fo re  any p ro b lem  bank n am es should be p u b lish ed . It m ay  w ell b e , how ­

e v e r , that the t im e  w ill co m e when the FD IC  w ill fe e l  re la x e d  enough about 

the po ten tial s id e  e ffe c ts  to  in s i s t  that the b o ard  of d ir e c to r s  know s that the 

bank it  i s  d ire c tin g  i s  in  su ffic ie n t d ifficu lty  to h ave been  p laced  on the 

C o rp o ra t io n ’ s p ro b le m  l i s t .

R e g a r d le s s  of w hether o r  not the b o a rd  of d ir e c to r s  of a bank on our 

p ro b lem  l i s t  i s  to ld  sp e c if ic a l ly  that it i s  on such  a l i s t ,  e v e ry  d ir e c to r  

of e v e ry  n on m em ber bank that i s  on the l i s t  should know that the FD IC  i s  

unhappy with the condition  and m an agem en t p r a c t ic e s  of the bank. B o a rd  

m e e tin g s , C P A  a u d its , o f f i c e r s ’ r e p o r ts , p r o g r e s s  r e p o r ts  re q u e ste d , 

the content of the exam in ation  re p o rt  and su p e r v iso r y  le t te r s  - -  indeed 

the en tire  tone and e m p h a s is  of our su p e rv iso ry  e f fo r ts  - -  should le av e  no 

doubt in the m ind of the d ir e c to r  of a p ro b lem  bank that h is  bank i s  a m a tte r  

of s e r io u s  co n cern  tò the F D IC . When we tu rn  down an ap p lica tio n  fo r  a 

b ran ch  on the b a s i s  of the fin a n c ia l condition  o r  m an agem en t w eak n e ss  of 

the bank, fo r  ex am p le , o r  even when the m o st  e x tre m e  p o s s ib il i ty  o c c u r s  and 

the bank i s  c lo se d , th e re  i s  no b a s i s  fo r  a d iligen t d ir e c to r  to be s u r p r is e d . 

He h a s  had am p le  opportunity  to find out that the FD IC and o th e rs  such  a s  

independent a u d ito rs  think h is  bank i s  in d ifficu lty , and h a s  had equ ally  am p le

opportunity  to acq u ain t h im se lf  with it s  condition .
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When FD IC  o f f ic ia ls  sp eak  about the re sp o n s ib ility  of d ir e c to r s ,  we 

u su a lly  ta lk  about r e sp o n s ib ility  fo r  the sa fe ty  and so u n d n ess of the bank.

But I want to add som eth in g  a l it t le  d iffe ren t today w ithout in any way 

d e trac tin g  fro m  sa fe ty  and so u n d n e ss . I want to rem in d  you of the r e sp o n ­

s ib ility  to s e e  that the bank i s  run p ro fitab ly .

A good d e a l of r e s e a r c h  in  recen t y e a r s  h as led  to the co n clu sio n  

that sound, p ruden tly  g e n e ra te d  bank p ro fitab ility  i s  c r u c ia l  to the fu tu re  

so u n d n ess of the bank . We fe e l  th is  stro n g ly  a t the F D IC . In ou r econom ic 

sy s te m , "p r o f ita b il i ty "  i s  not a d ir ty  w ord and i s ,  in fa c t , to be  en co u raged .

We h ave  been  doing so m e  w ork  on the developm en t of s t a t i s t ic a l  e a r ly  w arn ing 

s y s te m s  at the FD IC (in fa c t , a s  p re v io u sly  m ention ed , we have th re e  d iffe ren t 

ones in  o p eratio n ) and we h ave com e to the co n clu sio n  - -  a  co n c lu sio n  that h as 

been  defen ded  by lead in g  bank stock  a n a ly s ts  fo r  so m e tim e  --  that the m o st  

im p o rtan t key to  the fu tu re  of a bank i s  to be found in  i t s  in com e sta tem en t 

and in i t s  bottom  lin e . Sound, p ru d en tia lly  g e n e ra te d  p ro fits  a r e  c r u c ia l .

T h is  r e p r e s e n ts  a change fro m  the tra d it io n a l view  that the b a lan c e  sh eet and 

bank c a p ita l  r a t io s  a r e  the so le  re l ia b le  in d ic a to r s  of bank so u n d n e ss .

Now th is  c r e a te s  so m e  d iff ic u lt ie s  fo r  the d ir e c to r  b e c a u se , to a 

c o n s id e ra b le  extent, the e a rn in g s  of a bank a r e  not an a c c u ra te  re fle c tio n  

of the s k il l  and q u ality  of m an agem en t. To a c o n s id e ra b le  extent, the 

e arn in g s p e r fo rm a n c e  of a bank depends on e x te rn a l f a c t o r s ,  such  a s  the 

g e n e ra l econom y, the c o m p e titiv e n e ss  of the re le v an t m a rk e tp la c e , F e d e r a l  

R e se rv e  m o n etary  p o licy , e tc . But it i s  p o s s ib le  to c o m p a re  the p e rfo rm a n c e  

of y o u r bank with that of o th er ban ks su b je c t to th e se  sa m e  e x te rn a l fo r c e s .
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T h ere  i s  a g r e a t  d e a l of in fo rm atio n  a v a ila b le  to fa c i l i ta te  such  c o m p a r iso n s . 

T h is  in fo rm atio n  i s  m ad e  a v a ila b le  on a routine b a s i s  by the F D IC , the 

F e d e r a l  R e se r v e , s e v e r a l  in v estm en t f i r m s ,  and so m e  f i r m s  w hose m a jo r  

b u s in e s s  i s  p rov id in g  c o m p a ra t iv e  banking d ata .

In fa c t , the p ro b lem  fo r  the d ir e c to r  m ay  be that th e re  i s  too m uch 

fin an c ia l d a ta  a v a ila b le , too  m any r a t io s .  It m ay  be  d iffic u lt  to se e  the 

fo r e s t  fo r  the t r e e s .  We can  count on m an agem en t to point out th o se  a r e a s  

in w hich the b a n k 's  p e r fo rm a n c e  lo ok s good, but the d ir e c to r  m u st  take  a 

b r o a d e r  p ic tu re  than th at. The F D IC , on a se m i-an n u a l b a s i s ,  sen d s a 

good d e a l of c o m p a ra t iv e  f in a n c ia l in fo rm atio n  to each  in su re d  bank. We have 

found that m any ban k s u se  th is  in fo rm atio n  a s  a b a s i s  of a d ir e c to r s  m eetin g , 

and we h ave re c e iv e d  m any co m p lim en tary  le t te r s  fro m  b a n k e rs  and d ir e c to r s  

about the valu e  and u se fu ln e s s  of th is  in fo rm atio n . When we looked  into it a 

l it t le  d e e p e r , h ow ever, we found that the ban k s that w ere  p le a se d  with th is 

s e r v ic e ,  and w ere  p re se n tin g  th is  in fo rm atio n  to  d ir e c to r s ,  w ere  a ll  banks 

w hose p e r fo rm a n c e  looked v e ry  good in  c o m p a r iso n  to ban k s in  th e ir  a r e a  

o r  o th er banks of th e ir  s iz e .  I am  a fr a id  that d a ta  fo r  the bank w hose 

p e r fo rm a n c e  lo o k s bad  m ay  sim p ly  be throw n in the w aste  b a sk e t , and the 

b o ard  of d ir e c to r s  m ay  se e  none of it.

If y o u r bank lo ok s poor in c o m p a r iso n  with o th e rs  in the a r e a ,  o r  

with the b an k s which you p a r t ic u la r ly  think a r e  c o m p a ra b le  to y o u r s , a sk  

why. T h e re  m ay  be a r e a so n a b le  an sw e r . But at le a s t  the q u estion  should 

be a sk e d  and m an agem en t should be re q u ire d  to g ive  an exp lan ation .
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The job  of bank d ir e c to r s  i s  not an e a sy  one, and the ta sk  of so rtin g  

out econ om ic p re d ic t io n s , th e ir  im p ac t on y o u r bank, and the ac tu a l condition 

of y o u r bank i s  not an e a sy  one. T h ere  a r e  tech n iq u es and m a te r ia l  a v a ila b le  

that w ill m ak e  the t a s k  p o s s ib le , h ow ever, and I u rg e  each  of you to m ak e

u se  of th em .
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