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Address by George A. LeMaistre, Director 
Federal Deposit. Insurance Corporation

July 14, 1974

Dr. D obson and M r. M orem an ind icated  that I m ight in terp ret the t it le ,  
" R esp o n sib ilit ie s  and F u nctions of Bank D ir e c t o r s ,11 som ew hat broadly .
I would lik e  to take that lic e n s e  and d isc u ss  a sp e c if ic  p rob lem  faced  by 
bank d ir e c to r  and regu la tor  a lik e - - th e  m atter  of how b e st to curb abuse  
in tra n sa c tio n s  b etw een  a bank and in s id e r s  or th eir  in te r e s ts .

B efore p roceed in g  w ith  that d isc u ss io n , it is  w e ll to rev iew  the b a sic  
p rin c ip les  w hich  defin e the r e sp o n s ib ilit ie s  and functions of bank d ir e c to r s .
The FD IC 's M anual o f E xam ination  P o l ic ie s , w hich  p rov id es guidance to our 
exam ination  fo r c e , s ta te s:

"In the fin a l a n a ly s is , the board of d ir e c to r s  is  charged  w ith  the  
r e sp o n s ib ility  of the conduct of the bank. It is  not exp ected  to ca rry  
on the d e ta ils  of the bank's b u sin ess; the d e ta ils  m ay be d e legated  
to the bank's o ff icer  s - -but not d e legated  and forgotten . The pow er  
to m an age and a d m in ister  c a r r ie s  w ith  it the duty to su p e r v ise .
Thus d ir e c to r s  m u st p e r io d ic a lly  exam ine the sy ste m  of ad m in istra tion  
w h ich  they e sta b lish e d  to s e e  that it functions; should it b ecom e  
o b so le te , it  should be m od ern ized; should the bank's o ff ic e r s  fa il 
to function  as intended, they should be rep laced; and la s t  but not 
le a s t ,  the d ir e c to r s  m u st su p e r v ise  the conduct of the b u sin ess  
o f the bank. "

This p a r a lle ls  the adm onition  of a K entucky court in a c a se , S o c ie ty  v. Underwood, 
decided ea r ly  in the 19th cen tury. The court stated;

"It is  the duty of the board to e x e r c is e  a gen era l su p erv isio n  over  
the a ffa ir s  of the bank, and to d ir e c t and con tro l its  subordinate  
o ff ic e r s . The com m u nity  has a right to a ssu m e  that the board  
d oes its  duty. They in v ite  the public to deal w ith  the corp oration , 
and w hen anyone a ccep ts  the invitation  he has a r igh t to exp ect  
rea so n a b le  d ilig en ce  and good faith  at th eir  hands, and, if  they  
fa il  in e ith er , they a re  r e sp o n s ib ile  for the r e su lt . "

In e s s e n c e , a d ir e c to r  has a duty to su p e r v ise  the b u sin ess  o f h is  bank d ilig en tly  
and in good fa ith . S h a reh o ld ers , d ep o sito rs  and c re d ito rs  have the righ t to 
expect no l e s s .

By exam in ing a sp e c if ic  p rob lem  a rea , it is  p o ss ib le  to s e e  in  co n cre te  te r m s  
the m eanin g o f th e se  ra th er  broad and a b stra c t s ta tem en ts . I have a lso  ch osen  
to co n cen tra te  on the m a tter  of in s id er  tra n sa ctio n s b eca u se  the su b ject is  
lik ely  to be the focu s o f reg u la to ry  and C o n g ressio n a l atten tion  in  the com ing  
m onths and b eca u se  th ere  a re , in m y opinion, su b stan tia l r ea so n s  why such  
tran sa ctio n s should be su b ject to m o re  r ig o ro u s board and reg u la to ry  d isc ip lin e .

As you m ay  be aw are, the C om p tro ller  has pu blished  for com m en t a p rop osed
regu lation  req u ir in g  that r eco rd s  be kept of in s id e r s ' in te r e s ts  and d ea lin gs  
with th eir  bank. At the FDIC, a com m ittee  of sen io r  sta ff is  a c t iv e ly  w orking
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on the d eve lop m en t o f to o ls  to curb a b u ses  in th is  a rea .

The m o st  d ram atic  im p etu s for o ff ic ia l co n cern  and action  has b een , o f course, 
the r o le  p layed  by s e lf -d e a lin g  in the fa ilu r e  o f U. S. N ation al Bank in San Diego 
la s t  O ctober. Opening h ea r in g s on the p rop osed  F in a n c ia l Institu tion s A ct of 
1973, la s t  N ovem b er, Senator M cIntyre stated:

R ecen t ev en ts  have brought into focu s a num ber of d e f ic ie n c ie s  
ex is t in g  in our p r e se n t sy s te m . One can w e ll a sk  how in our p resen t  
reg u la to ry  sch em e  the 83rd la r g e s t  c o m m e r c ia l bank in  the country  
can sudden ly be p la ced  in r e c e iv e r sh ip .

"With a ll  the in tr ica te  ch eck s  and b a lan ces that have been developed  
o v er  the y e a r s , w e have s t i l l  ex p er ien ced  the la r g e s t  s in g le  bank 
fa ilu r e  in the h is to r y  o f th is country . "

The q u estio n  p o sed  by Senator M cIntyre can be sep a ra ted  into two qu estion s: 
W hat ca u sed  a r e sp e c te d  b illio n  d o llar  bank to b eco m e in so lven t?  And why 
w e r e  the bank's d if f ic u lt ie s  not d isc o v e r e d  and a d d re sse d  m o re  q u ick ly  by 
F ederal r eg u la to r s  or the bank's board? It s e e m s  to m e  that w e as bankers 
and r eg u la to r s  m u st be p rep a red  to a n sw er  th ese  q u estio n s  and, in  addition, 
fa c e  cer ta in  u n d erly in g  i s s u e s  illu m in a ted  by the fa ilu r e .

Why USNB b eca m e in so lv en t is  r e la t iv e ly  s im p le . U SN B 's in so lv e n c y  resulted  
fro m  the w h o le sa le  and unsound ex ten sio n  o f c re d it  to p e r so n s  and en tities  
co n tro lled  by or a s so c ia te d  w ith  the co n tro llin g  stock h old er  and fo rm er  board 
ch a irm an . Or, in the w ord s of C om p tro ller  o f the C urren cy J im  Sm ith, 
in so lv e n c y  w a s la r g e ly  the r e s u lt  o f a " . . .  r io t  of s e lf -d e a lin g . "

In e ffe c t , U. S. N ation al Bank w as not on e, but two banks. One, an apparently 
sound and e ffic ie n t in stitu tio n , se r v e d  the San D iego pu b lic . The secon d  provided 
c r e d it  to e n te r p r ise s  r e la ted  to or a ff ilia ted  w ith  the dom inant stock h old er, 
ign orin g  both sound banking p r a c t ic e s  and reg u la to ry  r eq u irem en ts . Involving 
2 0 0 -3 0 0  co rp o ra te  e n t it ie s , th e se  tra n sa c tio n s  involved  betw een  $400 and $450 
m illio n . They often  w e r e  not handled in the o rd in ary  c o u r se  of the bank's 
b u s in e s s , but, in stea d , w e r e  p r o c e s s e d  by c er ta in  in s id e r s .

If U. S. N ation al w e r e  the on ly  in d ication  that s e lf -d e a lin g  co n stitu tes  a serious 
p ro b lem , it m igh t be d is m is s e d  as  an a b erra tion . T h is, h ow ever, is  not the 
c a s e . On January 25, 1971, the Sharpstow n State Bank in H ouston, T exas, 
w ith  a s s e t s  am ounting to a p p rox im ate ly  $81 m illio n  w as c lo se d . It w as then 
the secon d  la r g e s t  fa ilu r e  in  FDIC h is to r y . The p r im a ry  ca u se  w as the se lf -  
ser v in g  a c t iv it ie s  o f a dom inant sh a reh o ld er .

T hree w eek s  la te r  it w a s dropped to th ird  p la c e  by the fa ilu r e  o f B irm ingham - 
B lo o m fie ld , u n til USNB, the la r g e s t  fa ilu r e  of an F D IC -in su red  bank. H ere,
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se lf-d ea lin g  w as com bined  w ith  an u n safe  and unsound in v estm en t policy- 
dictated by the dom inant sh a reh o ld er . Under the e ffec t iv e  con tro l of the sam e  
individual, D e tro it's  Bank of the C om m onw ealth, w ith  com bined d ep o sits  of 
just over  $1 b illio n  and to ta l a s s e t s  of $1. 26 b illio n , w ould have fa iled  in 1972 
for the sa m e r e a so n s , had the FDIC not provided  a s s is ta n c e  in the form  of a 
$35. 5 m illio n  in fu sion  of cap ita l. W hile the b illio n  dollar Bank of the C om m on
wealth w as not a llow ed  to fa il , its  p light u n d ersco red  the le s s o n s  of Sharpstown  
and B irm in g h a m -B lo o m fie ld  and serv ed  as a w arning that a r e sp e c ted  b illion  
dollar bank m igh t b eco m e in so lv en t.

A rev iew  of our L iquidation s ta t is t ic s  r e v e a ls  that se lf -d e a lin g  is  not lim ited  
to the sp ecta cu la r  bank fa ilu re  as an im portant ca u sa tiv e  fa c to r . S ince  
January 1, I960 , 63 banks have fa iled . A m ong th e se , s e lf - s e r v in g  tr a n s 
actions w e r e  a s ig n ifica n t factor  in 37, or 58. 8%, of the c a s e s .  D efa lca tio n s, 
e m b e z z le m e n ts  and m an ipu lations cau sed  20, or 31.7% , of the fa ilu r e s , 
w hile m a n a g er ia l w ea k n ess  in loan p ortfo lio  m an agem en t accounted for only  
6, or 9. 5%. A quick rev iew  o f our " P rob lem  Bank" f i le s  r e v e a ls  m uch the 
sam e pattern . A s o f la s t  w eek , 60% of the c a s e s  c la s s if ie d  "Serious P ro b lem  - 
P oten tia l Payout" and 63% of th o se  c la s s if ie d  "Serious Problem " r e f le c t  
s e lf -s e r v in g  p r a c t ic e s  on the part of m an agem en t or con tro llin g  in te r e s ts .

Standing a lon e , ev id en ce  that in s id er  tra n sa c tio n s  a re  a p r im a ry  factor  in  
failed and p rob lem  banks in d ica tes  the need for sp e c ia l scru tin y  of such tr a n s 
actions by b oards o f d ir e c to r s  and for innovation in the a g e n c ie s ' approach to 
the a b u ses of s e lf -d e a lin g . C ause for con cern  does not end h e r e , how ever.
The con seq u en ce  of s e lf -d e a lin g  in healthy banks is  s im ila r ly  p ern ic io u s .

A bank is  n e c e s s a r i ly  a d v e r se ly  a ffected  w hen an in s id er  ex a cts  term s not 
availab le to m em b ers  of the pu blic . This is  true w hether the dea l r e f le c ts  
a co n sc io u s intent to m ilk  the bank or is  m e r e ly  the r e su lt  of ta in ted  judgm ent. 
In either even t, the bank is  harm ed , s in ce  the econ om ic b en efit w hich redounds 
to the in s id er  r e p r e se n ts  a c o s t  or lo s s  of earn in gs w hich  is  borne by n on 
benefiting sh a reh o ld ers  an d /or  in som e w ay p a sse d  through to the bank's  
cu sto m ers .

For th is r ea so n , any tra n sa c tio n  betw een  an in s id er  or h is  in te r e s ts  and a 
bank w hich  is  s ig n ifica n tly  m o re  favorab le  to the in s id er  than a com p arab le  
tran saction  w ith  a n o n -in s id er  is  not a sound banking p r a c tic e  and should not 
be to lera ted  by a bank's board o f d ir e c to r s . M o reo v er , in m y v iew , w h ere  
such conduct is  to lera ted  by a bank's board, it should be the su b ject of f ir m  
su p erv iso ry  action . To fo llow  any other p o licy  is  to a llow  banks to su b s id ize  
the non-banking fin an cia l a c tiv ity  of p r e fe rr ed  in s id e r s  at the u ltim a te  exp en se  
of m in o rity  or n o n -in te r e ste d  sh a r e h o ld e r s  and, in the c a se  of bank fa ilu r e , 
at the exp en se  of m any c r e d ito r s  and d ep o s ito r s  a s  w e ll.
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W hile it  is  d ifficu lt to eva lu ate  its  im p act, a secon d  co n seq u en ce  flow s from  
a llow in g  a bank's f id u c ia r ie s  to exem pt th e m se lv e s  fro m  the d isc ip lin e  of the 
m a rk et. Not only  a re  a bank's a s s e t s  often  w a sted , but the a llo ca tio n  of a 
com m u n ity 's  r e s o u r c e s  a s  rep re sen ted  by the bank's d ep o s its  can be misallocati 
or a llo ca ted  ir ra tio n a lly . The co n stru ctio n  and op eration  of the W estgate Plaza 
H otel, sa id  by m any to be one o f the f in e s t  h o te ls  in the w orld , is  illu strative. 
C apital c o s ts  per room  have been e stim a ted  at m o re  than $100, 000 and the 
op era tion  w as la v ish  to say  the le a s t . F or exam p le , a fr e sh  p ineapple was 
p laced  in the room  of each  g u est at a c o s t  to the h o tel o f n ea r ly  $10 per  
p in eap p le . It i s ,  I a s su r e  you, a v e ry  fin e h o te l. It w a s , h ow ever, not a 
sound b u s in e ss  e n te r p r ise , and it is  h igh ly  doubtful that it w ould have been  
bu ilt or run as  it  w a s if  USNB and other e n te r p r ise s  re la ted  to the in terests  
of the dom inant sh areh o ld er  had not stood read y  to, and did, su b sid ize  the 
o p era tion  of the h o te l.

F in a lly , it s e e m s  to m e that o v errea ch in g  of the so r t seen  at USNB, at 
Sharpstow n, and at B irm in g h a m -B lo o m fie ld  a re  m a n ife sta tio n s  of the malady 
w hich  tro u b les  the p r e se n t A d m in istra tio n  and b u s in e ss  in  g en era l. In financial 
and p o lit ic a l a r e n a s , p ow erfu l and r e sp e c te d  in d iv id u als have ign ored  legal, 
in stitu tio n a l and e th ica l r e s tr a in ts  in  th eir  d r iv e s  for pow er or p rofit.

Fundam ental in stitu tio n a l co n sid era tio n s  a re  at stak e - -  co n sid era tio n s  which I 
m ay have been  la id  a s id e  for the m o m en t's  exp ed ien cy . C o m m ercia l banks 
a r e  ch a r tered  to s e r v e  a sp e c if ic  banking function in the econ om y. In the 
co m p etit iv e  fr e e  e n te r p r ise  sy s te m , p ro fit and com p en sa tion  should flow  to 
bankers as a r e s u lt  of th eir  e ffe c t iv e ly  ca rry in g  on the b u s in e ss  o f banking 
and not fro m  th eir  u se  of the in stitu tion  to gain  econ om ic  advantage which  
could not be gained ind ep en dently . A s w e have se e n , w h ere  le g a l and 
in stitu tio n a l a rra n g em en ts  a re  avoided , d is to r tio n s  occu r w hich  m ay range 
fro m  the fa ilu r e  of a b illio n  d o llar  bank to a s lig h t lo s s  o f earn in gs in a small ; 
country  bank. W hether the con seq u en ce  is  la r g e  or r e la t iv e ly  sm a ll, there  
is  a strong  so c ie ta l in te r e s t  in in s is t in g  that ban kers as w e ll  as p o litic ian s  
p lay  by the r u le s  of the gam e.

What m o r e , then, m igh t be done by bank su p e r v iso r s  to p ro te c t th is  interest? 
And, w hat a r e  the r e s p o n s ib ilit ie s  and functions of bank d ir e c to r s  w ith  respect 
to d ea lin g s  b etw een  a bank and its  f id u c ia r ie s?

Two g en era l ap p roach es m igh t be taken by the banking a g e n c ie s . On one hand, 
in s id er  tra n sa c tio n s  o f a cer ta in  kind or m agnitude m igh t be forbidden or 
s ig n ifica n tly  lim ite d . T his w ould not only  e lim in a te  the in s id e r 's  advantage 
v i s - a - v i s  the p u b lic , but a lso  p la c e  h im  at a d isad van tage. The second  
approach w ould seek  to in su re  that in s id e r s  d e r iv e  no b en efit not availab le  
to n o n -in s id e r s . In e s s e n c e ,  th is  is  the approach p r e se n tly  fo llow ed  at the 
FDIC, and it is  the one w hich  I favor . H ow ever, su p erv is io n  m igh t be made
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m ore r ig o ro u s .

The C o m p tro ller ’s O ffice  has is su e d  for com m ent a proposed  regu la tion  w hich  
would req u ire  a ll  national bank d ir e c to r s  and p r in c ip a l o ff ic e r s  to k eep  on 
file  at the bank a w r itten  sta tem en t of th eir  ou tsid e  b u sin ess  in te r e s ts  and 
of any ex ten sio n  of c red it or other tran saction  betw een th o se  in te r e s ts  and 
the bank. T h ese  sta tem en ts  o f in te r e s t  w ould be ava ilab le  for rev iew  by the 
national bank e x a m in e r s , the bank's board of d ir e c to r s , m an agem en t, lending  
o ff ic e r s , au d itors and a tto rn ey s . A ccord in g to the C o m p tro ller ’s ’’N otice  of 
P rop osed  R ule M aking":

"The p u rp ose  o f th is  R egu lation  is  to e sta b lish  an in form ation al 
b a se  upon w hich  bank m an agem en t and the C o m p tro ller 's  O ffice  
m ay a s s e s s  m o r e  a ccu ra te ly  the extent and m anner by w hich  a 
n ation al bank m ay  be engaging in tra n sa ctio n s w ith  its  own 
d ir e c to r s  and sen io r  o f f ic e r s . "

To in su re  e ffe c t iv e  reg u la tio n , d is c lo su r e  req u irem en ts  m igh t go s t i l l  fu rth er. 
For exam p le , such  d is c lo su r e  req u irem en ts  m igh t include: (1) the req u irem en t  
that in form ation  d em on stra tin g  the fa ir n e ss  of in s id er  tra n sa ctio n s be reported; 
(2) the in c lu s io n  of dom inant or su b stan tia l sh a reh o ld ers  am ong th o se  req u ired  
to m ake d is c lo su r e s ;  (3) the req u irem en t that se lf -d e a lin g  d is c lo su r e s  be m ade  
ava ilab le  to a ll sto ck h o ld ers; and (4) the req u irem en t that a ll or a cer ta in  
c la s s  of such  tra n sa c tio n s  be d is c lo se d  in c a ll rep o rts  or along w ith  other  
d is c lo su r e s  m ad e under the S e c u r itie s  L aw s. The a g en c ies  m ight req u ire  
board app roval of a ll or cer ta in  in s id er  tra n sa ctio n s p r ior  to consum m ation .
To in su re  the e ffe c t iv e n e s s  of such r eq u irem en ts , the a g en c ie s  m u st d em on stra te  
the c le a r c u t in ten tion  to im p o se  cr im in a l and c iv il  san ction s when th ese  r e q u ir e 
m ents a re  not co m p lied  w ith .

In addition to the im p o sitio n  and en forcem en t of d is c lo su r e  req u irem en ts , the 
su p erv iso ry  a g e n c ie s  should m ake p la in  through in terp re tiv e  reg u la tio n s that 
c o r r e c tiv e  action  w ill  be taken w h ere  in s id e r s  or th eir  in te r e s ts  r e c e iv e  
ben efits fro m  th eir  d ea lin g s  w ith  banks that are  not g en era lly  a v a ila b le . The 
FDIC B oard p r e se n t ly  tak es such c o r r e c tiv e  action  w hen p resen ted  in sta n ce s  
of o v errea ch in g  in a p p lica tion s of the var iou s so r ts . With co m p reh en siv e  
d isc lo su r e  req u ir em en ts , such  as  th o se  I have m entioned , th is p o licy  m ight 
be app lied  m o re  sy s te m a tic a lly . In c a s e s  w h ere  volun tary  com p lian ce  
is  not forth com in g , prom pt en forcem en t action  is  n e c e s s a r y . A C ease  and 
D e s is t  O rder under S ection  8(b) of the C orporation 's A ct i s  an e ffe c t iv e  
v eh ic le  for en fo rcem en t.

Such reg u la tio n  w ould go far to curb o v errea ch in g  and could , I b e lie v e , be 
acco m p lish ed  w ith  a m in im u m  of in ter fe r en ce  w ith  the conduct o f a bank's  
b u sin ess . U ltim a te ly , h ow ever, the m o st e ffe c t iv e  ch eck  on a b u ses  by  
in s id er s  is  a B oard o f D ir e c to r s  w ith su ffic ien t in form ation , in q u is it iv e n e s s ,
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and ind ep en dence to c r it ic a l ly  s c r u tin iz e  and p a ss  upon a bank’s d ea lin gs  
w ith  in s id e r s  and th eir  in te r e s t s .  W hile ju d ic ia l p ron ou n cem en ts regarding  
d ir e c t o r s ’ r e s p o n s ib ilit ie s  and l ia b il it ie s ,  such  a s  m y e a r lie r  quotation from  
S o c ie ty  v. U nderw ood, do not d e sc r ib e  a m ode of conduct w hich  w ill  apply to 
a ll  c ir c u m sta n c e s , it  i s  p o s s ib le , I b e lie v e , to a r tic u la te  cer ta in  gu id elines  
w hich  su r e ly  co n stitu te  good fa ith  and rea so n a b le  d ilig en ce  in the treatm ent 
of in s id er  tr a n sa c tio n s .

F ir s t ,  a d irec to r  should in s is t  that he have adequate in form ation  to evaluate  
the sou n d n ess of the bank's d ea lin g s  w ith  in s id e r s . W hether su p erv iso ry  
a u th o r itie s  r eq u ire  it  or not, it  s e e m s  to m e that the bank’s board should:

(1) R eq u ire  the rep ortin g  of a ll  s ig n ifica n t in te r e s ts  o f d ir e c to r s ,  
o ff ic e r s , other key em p lo y ees  and su b sta n tia l sh a reh o ld ers  who 
a r e  not m em b ers  of the board;

(2) R eq u ire  the rep ortin g  of a ll s ig n ifica n t tr a n sa c tio n s  betw een  
such  in d iv id u a ls and the bank, including su ffic ien t in form ation  on 
w h ich  to b a se  an independent judgm ent w ith  r e s p e c t  to the fa ir n e ss  
of the tra n sa c tio n  v i s - a - v i s  the bank; and

(3) R eq u ire  board approval of a ll or cer ta in  in s id er  tra n sa c tio n s  
and the e sta b lish m en t of p ro ced u res  to in su r e  the p rop er treatm en t 
o f th o se  for w hich  ap p roval is  not req u ired .

Second, in a s s e s s in g  a tra n sa c tio n  betw een  a bank and an in s id e r , each d irec to r 
should s a t is fy  h im s e lf  that the tra n sa c tio n  is  a fa ir  one and that the in sid er  has 
not d er iv ed  b en efit at the bank's ex p en se  by v ir tu e  o f h is  re la tio n sh ip  to the 
bank. In m aking th is  judgm ent, it  is  w e ll  to r e c a ll  the s ta tem en t o f the 
Su prem e Court in  the c a se  o f P ep p er v. L itton . T h ere , the Court add ressed  
the m a tter  of who m u st bear the p roof in a court of law  w h ere  an in sid er  
tra n sa c tio n  w as ch a llen ged . It s e e m s  to m e  that a d ir e c to r  should engage 
hi m uch the sa m e  c r it ic a l  e x e r c is e  in  h is  own r ev ie w  o f an in s id er  tr a n s 
a ction . The Court stated:

"A d ir e c to r  is  a fid u c ia ry . . . .  So is  a dom inant or co n tro llin g  
stock h o ld er  or group o f sto ck h o ld ers . . . .  T heir p ow ers a re  
p o w ers in  tru st. . . .  T heir d ea lin g s  w ith  the corp o ra tio n  a re  
su b jected  to r ig o ro u s  scru tin y  and w h ere  any of th e ir  co n tra cts  
or en gagem en ts w ith  the corp ora tion  is  ch a llen ged  the burden  
is  on the d ir e c to r  or stock h old er  not only  to p rove  the good  
fa ith  of the tra n sa c tio n  but a lso  to show  its  in h eren t fa ir n e s s  
fro m  the v iew p oin t of the corp ora tion  and th o se  in te r e ste d  
t h e r e in . . . .  The e s s e n c e  o f the te s t  is  w hether or not under  
a ll the c ir c u m sta n c e s  the tra n sa c tio n  c a r r ie s  the ea rm ark s  
of an a r m ’s length  b argain . "
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I am  aw are  that p r e fe re n tia l c r e d it  te r m s  or a p rem iu m  paid for a s s e t s  a re  
often v iew ed  as  a m ea n s o f supplem enting the com p en sation  o f an in s id er  or  
as one o f the b en efits  o f a s so c ia t io n  w ith  a bank. H ow ever, the standard to 
be app lied  should be that of the m a rk et and, w h ere  the party  on the other  
side o f a d ea l i s  an in s id e r , a d irec to r  should take sp e c ia l c a re  to sa tis fy  
h im se lf  that the te r m s  and con d ition s of the tra n sa c tio n  a r e  at le a s t  as  
favorab le  to the bank a s  th ey  w ould have been  had the deal been  n egotia ted  
with a n o n -in s id e r . A p p lication  o f a l e s s  r ig o ro u s  standard i s ,  in e ffect, 
to a llow  a w a stin g  o f bank a s s e t s .

F in a lly , it  is  im p ortan t to em p h a size  the n e c e s s ity  of each  board m e m b er 's  
e x e r c is in g  and e x p r e ss in g  h is  own independent judgm ent. W henever a bank 
d irecto r  fu n ction s a s  a rubber stam p for m an agem en t or co n tro llin g  in te r e s t s ,  
or m e r e ly  g o es  along w ith  the m a jo r ity  as a r e s u lt  of r e t ic e n c e  or ign oran ce , 
he has c e a se d  to s e r v e  h is  in stitu tio n a l function and has th ereb y  abd icated  
his le g a l r e sp o n s ib ility . It has been  sa id  and I a g r ee  that th ere  a r e  t im es  
when a " d irector  should r isk  h is  p o s itio n  to the extent o f brinkm anship  if  
he is  to con trib u te  to the w e lfa r e  o f the bank and to d isch a rg e  h is  tru st. "
W here d ea lin g s  b etw een  a bank and in s id e r s  a re  in vo lved , the n eed  for such  
independence is  com pounded. It is  w e ll  to r e c a ll  that a com m on e lem en t in  
m any m ajor  bank fa ilu r e s  of r e c e n t y e a r s  has been  a s in g le  ind ividual who 
dom inated h is  board.

To su m m a r iz e , it  s e e m s  to m e  that th ere  a re  th ree  key  e lem en ts  in vo lved  
in a d ir e c to r 's  adequ ately  fu lfillin g  h is  in stitu tio n a l r o le  and sa tis fy in g  h is  
leg a l r e s p o n s ib il it ie s .  T h ese  apply not only  to the eva lu ation  of in s id er  
tra n sa ctio n s but to a ll d e c is io n s  m ade in  the su p erv is io n  of a bank's b u s in e ss .

- - h e  should in s is t  upon su ffic ie n t in form ation  to m ake a co n sid ered  
d ec is io n ;

- - h e  should a n a ly ze  and q u estio n  c r it ic a l ly  the in form ation  p rovid ed  
u n til s a t is f ie d  that a g iven  tra n sa c tio n  or p o licy  i s  in  the bank's  
b e s t  in ter e st;

- -  and he should e x e r c is e  and e x p r e s s  independent ju dgm ent, not 
fea r in g  to go on r ec o r d  a s  a d is s e n te r .

In co n c lu s io n , I should em p h a size  that I do not m ean  to be a doom sd ay prophet 
nor to su g g e s t  that in s id er  tra n sa c tio n s  a re  bad per s e . On the co n tra ry  the  
vast m a jo r ity  o f such  r e la t io n sh ip s  a re  m o re  than fa ir  to the bank con cern ed . 
Indeed, in  m any co m m u n itie s , d ea lin g s  b etw een  a bank and its  d ir e c to ra te  
are the l i f e  b lood o f the in stitu tio n . At the sam e t im e , w e m u st r e c o g n iz e  
that o v errea ch in g  d oes o ccu r , w hether the r e s u lt  of ta in ted  judgm ent or  
d ish o n esty , and that it s  im p act can be s e v e r e , as i t  w a s  in San D iego .

As I have outlined , w e do have the to o ls , w hich  can be em ployed  w ithout 
undue burden, to b etter  in su re  that abu se is  m in im ized  and that the public
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d oes not com e to b e lie v e  that conduct such as that w hich  o ccu rred  at USNB 
i s  standard op eratin g  p ro ced u re  for b an k ers. It s e e m s  to m e that the result 
of the im p o sitio n  of th ese  co n stra in ts  w ill  n e c e s s a r i ly  enhance public  
■‘<&bnfid'eh'Ce in  m o re  e ffic ie n t fin an cia l in s titu tio n s. In lig h t of the attention  
fo cu sed  at San D iego and econ om ic  u n certa in ty  g e n e ra lly , it s e e m s  to m e  
that the tim e  is  r ip e  to em ploy th ese  to o ls .

B eca u se  w e at the FDIC a r e  a c tiv e ly  co n sid er in g  th ese  i s s u e s ,  I would  
g r ea tly  a p p rec ia te  thoughts w hich  you m ay have on the su b ject. I thank 
you for inv iting  m e to sh a re  m y thoughts w ith  you.

##############
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