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The q u estion , "W hat c o n stitu te s  ad equ ate  c a p ita l fo r a  g iven  bank, a  holding 
company sy s te m , or the banking sy s te m  a s  a w hole? " i s  one of the m o st  
enduring and le a s t  u n d ersto o d  o f the i s s u e s  that confront b an k e rs  and bank 
reg u la to rs . In a  M arch  1952 m onthly re p o r t  of the G uaran ty  T ru s t  Com pany 
of New Y o rk , the ban k ’ s e c o n o m ists  p o sed  the p ro b le m  in s im p lis t ic  but 
e ssen tia lly  a c c u ra te  t e r m s ,  sta tin g :

"T h e  p ro b le m  of m ain tain in g  an ad equ ate  le v e l of bank c a p ita l i s  one 
that h as been  giv ing co n cern  to b an k e rs  and bank s u p e r v is o r s  for 
so m e t im e . . .

" .  . . (I)n so m e w ay the q u estio n  is  one of the m o st  in defin ite  in the 
w hole fie ld  of b u s in e s s .  T ru e , the b ro ad  p r in c ip le s  a r e  e a sy  to lay  
down. The p u rp o se  of bank c a p ita l i s  to a b so rb  lo s s e s  that o ccu r 
in the re g u la r  c o u r se  o f b u s in e s s ,  enabling banks to incur n o rm al 
c re d it  r i s k s  w ithout en d an gerin g  th e ir d e p o s ito r s ' funds. C ap ita l 
should be la r g e  enough fo r  th is p u rp o se  w ithout becom ing so  la r g e  
that it i s  im p o ss ib le  to e a rn  a re a so n a b le  re tu rn  on s to c k h o ld e rs ’ 
in vestm en t.

"T h e  d ifficu lty  l ie s  in tr a n s la t in g  th e se  b ro ad  p r in c ip le s  into co n cre te  
t e r m s . "

That we a r e  today  litt le  fu rth er along in th is e ffo rt  i s  sy m b o lized  by C a r te r  
G olem be’ s re c e n t a s s e r t io n  that " .  . . th ere  a r e  no e a sy  so lu tio n s to the qu estion  
of cap ita l ad e q u acy --an d  p e rh ap s none a t  a ll .  " A cco rd in g ly , I have no 
intention o f hinting at d e fin itiv e  a n sw e rs  and fre e ly  acknow ledge that I find 
m yself in the p o sitio n  o f the Salom on  B ro th e rs  a n a ly sts  who m o d e stly  
acknow ledged in a  re c e n t  i s s u e  of th e ir  Bank W eekly:

"W hile we have devoted  s e v e r a l  p re v io u s  i s s u e s  of the W eekly to v a r io u s  
a s p e c t s  o f th is su b je c t , w e c la im  no sp e c ia l  in sig h ts  with r e s p e c t  to 
c a p ita l ad eq u acy . "

H isto rica lly , bank c a p ita l r a t io s  have been  declin in g  s in ce  e a r ly  in the nineteenth 
century, when c a p ita l am ounted to betw een 60 and 70 p e rce n t o f to ta l a s s e t s .  A s 
the nineteenth cen tu ry  p r o g r e s s e d ,  the b u s in e ss  o f banking evolved  a s  the 
" in d u str ia l rev o lu tio n " and the u se  of the co rp o ra tio n  fund am entally  a lte re d  
our econom y. By 1900 r a t io s  had m oved  to 20 p e rc e n t o r l e s s .  E x p an sio n  
of a s s e t s  to fin an ce  the F i r s t  W orld W ar and the su cceed in g  boom  of the 
twenties brough t the ra tio  s t i l l  low er to ap p ro x im ate ly  13 p e rc e n t by the 
onset of the D e p re ss io n . A gain  the financing d em an ds of w ar brought about 
a decline in the r a t io s .  In 1945, the ra tio  of to ta l c a p ita l and r e s e r v e s  to 
a s s e t s  w as l e s s  than 6 p e rc e n t. R is in g  to 9. 0 p e rc e n t  by I9 6 0 , the ra tio  
again d eclin ed  in the s ix t ie s  and e a r ly  se v e n tie s  so that by 1973, it stood  a t  
7. 4 p ercen t.
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S u p e r v iso r s  have ty p ic a lly  e x p r e s se d  co n cern  with th is phenom enon. B an k ers, 
on the o th er hand, have tra d it io n a lly  taken  the p o sitio n  of WAs Lindow  who 
a r g u e s :

"B an k  c a p ita l r a t io s  have been  declin in g  fo r a long tim e  and p ro b ab ly  
w ill d ec lin e  fu r th e r . H ow ever, im p ro v em en ts in bank m an agem en ts 
and in the environm ent in w hich banks o p e ra te  have red u ced  the need 
fo r bank c a p ita l o ver the y e a r s .  "

B e fo re  d is c u s s in g  so m e  fa c to r s  w hich, in m y ju d gm en t, m ay  r a i s e  s e r io u s  
doubts about th is a s s e r t io n ,  it i s  p ro b ab ly  u se fu l to outline b r ie f ly  the v ar io u s 

fu n ction s w hich a r e  a s c r ib e d  to c a p ita l. That they a r e  m u ltip le  and not gen erally  
a g re e d  upon o ffe r s  a  hint a s  to one c a u se  fo r  the an a ly tic a l confusion  which 
p e rv a d e s  the a r e a .  ^M oreover, such  a d isc u s s io n  puts in so m e p e r sp e c t iv e  
the p e rp e tu a l tug o f w ar  betw een ban k er and bank su p e r v iso r .

F i r s t  o f a l l ,  the function  m o st  g e n e ra lly  a g re e d  upon is  that c a p ita l en ab le s 
a  bank to a b so rb  u n fo re se e n  lo s s e s  or red u ction  in a s s e t  v a lu e s  in e x c e s s  of 
e a rn in g s  in o rd e r  to continue a s  an ongoing co n cern  until e a rn in g s re c o v e r .
W hile th e re  i s  g e n e ra l ag re e m e n t that th is is  an ap p ro p r ia te  function, th ere  
i s  s ig n ific a n t d isa g re e m e n t  a s  to the le v e l of r i s k  that should be p ro v id ed  fo r .

S u p e r v iso r s  a r e  a c c u se d  o f adopting a  "w o rs t  c a s e "  ap p ro ach  or o f s t i l l  being 
m e sm e r iz e d  by the trau m a  of the D e p re ss io n . F o r  ex am p le , C a r te r  G olem be 
began  h is v e ry  helpfu l m em o ran d u m , "C a p ita l  A dequacy : The S e a rc h  F o r  
C erta in ty , " w ith the fo llow ing:

"T h e r e fo r e , s in c e  the w orld  h as s t i l l  
M uch good, but m uch l e s s  good than i l l
And w hile the sun and m oon endure H
L u c k 's  a  ch an ce , but tr o u b le 's  su re  
I'd  fa c e  it a s  a  w ise  m an  would 
And tra in  fo r i l l  and not fo r  good. "

Of th is v e r s e ,  G olem be opined "th a t r a r e ly  h as th e re  been  a b e tte r  d e sc r ip tio n  
o f the re g u la to ry  attitu d e  tow ard  c a p ita l ad eq u acy . "

The a g g r e s s iv e  b a n k e r 's  p o sitio n  w as s ta te d  by G eorge  V ojta  in h is study for 
C itibank  en titled  "B an k  C ap ita l A dequacy . " He a rg u e d  that "th e  ra n g e  of 
condition s w hich i s  o p e ra tiv e  fo r  the p ro p o se d  t e s t s  o f c a p ita l ad equ acy  extends 
fro m  cond ition s o f e x te rn a l s ta b ility  or 'n o rm a lc y ' to condition al se v e r ity  short 
of the p eak  p r e s s u r e s  ex p e rie n ce d  in the c re d it  crun ch  o f 1 9 6 9 /7 0 , " and that 
" in  se v e r e  c y c lic a l  sw in gs c a u se d  by econom ic p o l ic ie s ,  the au th o r it ie s  m u st 
a s s u m e  r e sp o n s ib il i ty  for public con fiden ce in the fin an c ia l sy s te m . " (At th is 
point I should note that M r. V o jta 's  w ork  r e p r e se n ts  a genuine contribution  to 
the l i te r a tu r e  in an a r e a  in w hich m o st  o f the sound arg u m e n ts  w e re  m ade 
long ago . )
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W hile not seek in g  c a p ita l su ffic ie n t to w eath er a r e p e a t  of the D e p re ss io n  or 
even con d ition s c lo se  to econ om ic c o lla p se , m o st  su p e r v is o r s  w ould fe e l that 
bank c a p ita l  should be ad eq u ate  to co v er the so r t  of l o s s e s  that w ere  exp erien ced  
during the " c r e d i t  cru n ch " of 1969/70  and a r e  lik e ly  to r e s u lt  durin g  the p re se n t  
trou b led  p e r io d . One m igh t w onder w hether M r. V ojta  w ould now w rite  with a s  
m uch con fiden ce in the ab ility  o f f i s c a l  and m o n etary  au th o r it ie s  to m an age  the 
econom y qu ick ly  out o f d iff ic u lt ie s  a s  he did som e m onths ago .

Second , it h as been  noted that in it ia l c a p ita l re q u ire m e n ts  s a t i s fy  o rg an iza tio n a l 
and p h y s ic a l c o s t s  and a s  a so r t  of en try  fe e . We at the FD IC  take th is p o sition  
and it d o es not se e m  to be a c o n tro v e r s ia l  one.

T h ird , a s  B ren ton  L e a v itt  o b se rv e d  re c e n tly , c a p ita l re q u ire m e n ts  m ay  se rv e  
a s  a  r e s t r a in t  on a s s e t  exp an sion . Though not trad it io n a lly  thought o f in th e se  
t e r m s , it i s  c e r ta in ly  tru e  that the e ffe c tiv e  im p o sitio n  of ca p ita l re q u ire m e n ts  
w ill s e r v e  to r e s t r a in  a s s e t  exp an sion  in the p re se n t  econom ic c lim a te . And, 
a s  w e sh a ll  s e e , th is m ay  be a h igh ly  d e s ir a b le  r e su lt .

F ou rth , so m e  h ave poin ted  out that c a p ita l s e r v e s  to p ro te c t  d e p o s ito r s  in the 
event o f liq u id ation . T h is i s  not a p r im a r y  goa l of su p e rv is io n , s in ce  d e p o sit  
in su ra n c e  i s  the too l of public  p o licy  d ire c te d  to th is end. H ow ever, it  i s  tru e  
that la r g e r  c a p ita l accou n ts m ay  fa c i l i ta te  the C o rp o ra tio n 's  finding that a s s i s t ­
an ce to the m e r g e r  of a fa ilin g  bank with a  healthy in stitu tion  w ill " re d u c e  the 
r i s k  or a v e r t  a  th rea ten ed  lo s s  to the C o rp o ratio n , " th ereb y  m eetin g  the 
sta tu to ry  te s t  fo r  p ro v is io n  of such  a s s i s t a n c e .  In such  a c a se  the le v e l of 
c a p ita l w ill have se r v e d  to p ro te c t  u n in su red  d e p o s ito r s  and other c r e d ito r s  
a s  w e ll.

F ifth , b e c a u se  o f the e x is te n c e  o f the in su ra n c e  fund, it h as been  thought that 
the FD IC  h as a sp e c ia l  in te r e s t  in the le v e l o f c a p ita l in a  g iven  bank and the 
sy s te m  a s  a  w hole. T h is view  r e s u lt s  fro m  the fac t  that b an k s' c a p ita l accou n ts 
p ro v id e  the cu sh ion  a g a in s t  bank fa i lu re  and b e c a u se  in the event of in so lv en cy  
the c a p ita l  acco u n ts w ork  fo r  the ben efit of the C o rp o ratio n  m uch a s  they do 
fo r the u n in su red  d e p o s ito r s  or o th er c r e d ito r s .  It should be pointed out in 
th is r e g a r d , h ow ever, that n u m ero u s stu d ie s  of the su b je c t  have fa ile d  to 
e s ta b lish  any d ire c t  c o r re la t io n  betw een bank fa i lu r e  and the s iz e  o f the b an k 's  
c a p ita l  a c co u n ts . M o re o v e r , in m y ju dgm en t, w hile the C o rp o ra t io n 's  in te re s t  
a s  in su r e r  cannot be av o id ed , g r e a t  c a r e  should be taken  to m in im iz e  the extent 
to w hich that in te r e s t  in tru d es upon the C o rp o ra t io n 's  function  a s  su p e r v iso r .

T rad it io n a lly , the FD IC  h as taken  the "h a rd  lin e "  in i t s  c a p ita l re q u ir e m e n ts , 
earn in g  the a s s e r t io n  that i t s  in it ia ls  m u st  stan d  fo r " F o r e v e r  D em anding 
In c re a se d  C a p ita l. "  T h is h a s  p ro b ab ly  r e su lte d , a s  the C o rp o ratio n  M anual 
o f E x am in atio n  s t a t e s ,  fro m  " .  . . the c lo se  re la tio n sh ip  betw een  th e se  r a t io s  
and the C o rp o ra t io n 's  r i s k , "  and fro m  the fa c t  that s m a lle r  banks have
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h is to r ic a l ly  been  thought to be m o re  v u ln e rab le  to u n expected  lo s s e s  than 
th e ir  l a r g e r  N ation al and S ta te  m e m b e r bank c o u s in s . H ow ever, the F e d e ra l 
R e s e r v e  B o a rd  i s  p re se n t ly  the cen te r  o f ac tion  and fo cu s o f c o n tro v e rsy  with 
r e s p e c t  to c a p ita l ad eq u acy . The B o a rd  h as ev id en ced  both its  co n cern  with 
the m a tte r  and it s  intention to r e s i s t  fu rth e r  exp an sion  o f d e p o s it s  o r a s s e t s  
w ithout p a r a l le l  exp an sion  o f equity  c a p ita l in re c e n t sp e e c h s  by G ov ern o rs 
Sheehan and H olland, and B o ard  s t a f f  m e m b e r B renton  L e a v it t ; in d e c is io n s  
o f the B o ard  r e g a r d in g  holding com pany a c q u is it io n s ; and in the q u ie t 
e x e r c is e  o f m o r a l  su a s io n .

The so u rc e  of the F e d ’ s co n cern  i s ,  in m y ju d gm en t, b a se d  on c irc u m sta n c e s  
m o re  co m p lex  and tro u b le so m e  than the h is to r ic a l  d eclin e  in r a t io s  fo r  the 
banking sy s te m  a s  a  w hole. The F e b r u a r y  16 i s s u e  o f B u s in e s s  W eek noted 
that "(in ) 1972, the n a tio n 's  e leven  l a r g e s t  banks had an a v e ra g e  c a p ita l ra tio  
o f only 4. 5 p e rc e n t, and that m ay  have d ec lin ed  durin g  1973 in the w ake of 
r e c o rd -h ig h  bank lending. " The d ra m a tic  d ec lin e  in the c a p ita l p o s it io n s  of 
our l a r g e s t  banks h as been  p a r a l le le d  by th ree  other phenom ena: the holding 
com pany m ovem en t, the ex p lo sio n  o f m u ltin atio n a l o p e ra t io n s , and the advent 
o f l ia b ility  m an agem en t. W hile m o s t  pronounced  in  in stitu tio n s w ith a s s e t s  of 
a  b illio n  d o lla r s  o r m o r e , the im p ac t o f th e se  phenom ena is  by no m ean s 
lim ite d  to the r e la t iv e ly  few v e ry  la r g e  ban k s.

W hile b rin g in g  s ig n if ic a n t  b e n e fits , each  o f th e se  fa c to r s  h as in trodu ced  new risksj 
and co m p lex ity  into the b u s in e s s  of banking. W hile m any b a n k e rs  sp e ak  with 

co n fid en ce  o f new s k i l l s  and in c r e a s e d  co m p eten ce , I am  not at a l l  c e r ta in  the 
im p lic a tio n s  and r i s k  fo r  banking in h eren t in each  of th e se  phenom ena have 
been  fu lly  ex p lo re d . C e rta in ly  our e x p e r ie n c e  th is p a s t  y e a r  in d ea lin g  with 
tro u b led  banks w ould in d ica te  that c o n s id e ra b ly  m o re  c a r e  should  be taken in 
each  o f th e se  a r e a  e s p e c ia l ly  in ligh t o f the p r e se n t  econ om ic environm ent 
in w hich banks m u st  function.

B e fo re  look ing a t  th e se  th re e  b a s e s  of co n cern , it is  w e ll to note paren th etically  
that to ta lly  a p a r t  fro m  such  c o n s id e ra t io n s , a s s e t s  in the banking sy s te m  a s  a 
w hole h ave b eco m e m o re  r isk y . S in ce  I96 0 , hold in gs of c a sh  and U. S. 
G overn m en t s e c u r i t ie s  a s  a p e rc e n ta g e  of a s s e t s  have d eclin ed  fro m  43. 8 percent 
to 24. 1 p e rc e n t. A t the sa m e  tim e , the r a t io  o f lo an s to d e p o s it s  h a s  in creased  
fro m  52. 3 p e rc e n t  to 72. 6 p e rc e n t. T h ese  ch an ges have tended to be s ig n if­
ican tly  m o re  pronoun ced  am ong la r g e r  ban k s.

W hile the to ta l equity of so m e holding com pany s y s te m s  i s  s ig n ific a n tly  g reater  
than that o f its  banking su b s id ia r y , that i s  not a lw ay s the c a s e .  In so m e  c a se s  
equity  c a p ita l m ay  ac tu a lly  be l e s s  when com puted  on a  co n so lid a te d  b a s i s  than 
fo r  the bank a lo n e . A s a  r e s u lt ,  the am ount of equity  w hich once su pported  
the r i s k s  o f a  s in g le  banking sy s te m  now su p p o rts  the bank p lu s a  v a r ie ty  of 
b u s in e s s  e n te r p r is e s .  T h is i s  a l l  the m o re  d isc o n c e rt in g  in ligh t o f s t a t is t ic s
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published by Salom on  B r o th e r s  in M arch  w hich show ed that the co m p o sit  ra tio  
of to tal c a p ita l funds to to ta l a s s e t s ,  l e s s  c a sh  and due fro m  ban k s, of the 
tw enty-five l a r g e s t  bank holding co m p an ies d ec lin ed  fro m  8. 8 p ercen t in 1972 
to 7. 7 p e rc e n t in 1973. F u r th e rm o re , a t  the sam e  tim e the ra tio  of equity 
cap ital to n o n -c a sh  a s s e t s  d eclin ed  fro m  7. 2 p e rce n t in 1972 to 6. 2 p ercen t.

M ore tro u b lin g  than the r i s k s  in h eren t in such  le v e rag in g  is  the fa c t  that we 
do not know w hat e ffe c ts  the fa i lu re  or tro u b le  of an a ff ilia te  in the holding 
company sy s te m  w ill have on the bank i t s e l f .  The d an ger i s  tw ofold. F i r s t  
of a ll, th e re  w ill be g r e a t  tem ptation  to tap  the bank a s  an an sw er to the 
prob lem s or n eed s o f a f f i l ia te s .  A s I have recou n ted  e lse w h e re , the fa ile d  
U. S. N ation al Bank i s  an e x tre m e  c a s e  in point.

Secondly, even w h ere  the bank i s  e ffe c tiv e ly  in su la ted  fro m  d ire c t  fin an cia l 
drain the holding com pany p ro b le m s a r e  often  re f le c te d  in ju d gm en ts about 
the bank i t s e l f .  T h is i s  en cou raged  by the fa c t  that m any holding com pany 
execu tives w ould a g r e e  with R onald  T e r ry , P re s id e n t  of F i r s t  T e n n e sse e  
N ational C o rp o ra tio n , who sta te d : nI think we should keep  the bank ’ s p r e s t ig e  
behind the c a p ita l m a rk e t  i s s u e s  o f a f f i l ia te s .  " The d a rk  s id e  of th is ap p ro ach  
was g ra p h ic a lly  i l lu s tr a te d  in the B e v e r ly  H ills  B an co rp  ca se--u n d o u b ted ly  a 
sou rce  of F e d  co n cern  in th is a r e a .  An a ff i l ia te  of the B e v e rly  H ills  B an co rp , 
the B e v e r ly  H ills  N ation al Bank, had been se llin g  so m e of it s  p aren t com p an y 's 
c o m m e rc ia l p a p e r . When the tro u b led  p are n t w as unable to m ee t in te re s t  
paym ents on the p a p e r , a  run on the o th erw ise  sound bank w as tr ig g e re d . A s 
a re su lt , the holding com pany w as fo rc e d  to liq u id ate  the b an k 's  a s s e t s  
through s a le  to W ells F a r g o .

Though it i s  the in ev itab le  and d e s ir a b le  con seq u en ce  of the p a tte rn s  of b u s in e ss  
developm ent, the g r e a t  exp an sion  of in tern atio n al banking o p era tio n s is  a  second  
sou rce  o f co n cern . F o re ig n  a s s e t s  ran g e  betw een 42. 8 and 3 0 .4  p e rce n t of the 
total a s s e t s  o f our fiv e  l a r g e s t  b an k s, and they a r e , in  m any c a s e s ,  re sp o n s ib le  
for the d ra m a tic  d rop  in c a p ita l r a t io s .  F o r  ex am p le , one m oney cen ter bank 
has a ra tio  of equity  p lu s r e s e r v e s  to to ta l a s s e t s  o f 6. 6 p e rc e n t when com puted 
on d o m e stic  b a s i s  and 2. 9 p e rc e n t when in tern atio n al o p e ra tio n s a r e  included .

In addition  to sp re a d in g  m o re  thinly the s y s t e m 's  c a p ita l r e s o u r c e s ,  such  
o p eration s contain  th e ir  own p e r i l ,  e sp e c ia l ly  fo r  the a g g r e s s iv e  u n in itiate . 
F ran k lin  N ation al B a n k 's  e x p e rie n ce  in the fo re ig n  exch ange m a rk e t  i s  a c a se  
in point, but the lo s s e s  o f L lo y d 's  S w iss  bran ch  in the fo re ig n  cu rre n c y  a r e a  
d em on strate  that even the m o st  e s ta b lish e d  and prudent of in stitu tio n s can  be 
burned. F u r th e rm o re , the p r e c a r io u s  sta te  of the in tern atio n al p ay m en ts 
sy s te m s, the d isru p tiv e  e ffe c ts  o f the flood  o f P e tr o d o lla r s  and the fin an c ia l 
p ro b lem s o f c o u n trie s  w hich a r e  su b stan tia l d e b to rs  to A m e ric an  banks have 
each se rv e d  to g r e a t ly  in c r e a s e  the r i s k  o f in te rn atio n a l o p e ra t io n s .
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In re c e n t y e a r s ,  banks have ap p lied  the con cept of l ia b ility  m an agem en t. When 
c a re fu lly  and sk illfu lly  execu ted , th e se  tech n iques a r e  both p ro fita b le  and 
e ffic ien t. T h ere  a r e ,  h ow ever, s e r io u s  p it fa lls  when ex p en siv e  and som etim es 
v o la tile  m oney is  in volved . The d a n g e rs  a r e ,  o f c o u r se , e x a c e rb a te d  when 
b ro k e re d  d e p o s it s  o r o th erw ise  p u rc h a se d  funds a r e  u se d  in lieu  of a  stab le  
d e p o sit  b a se  to fin an ce  ra p id  exp an sion . We have found that qu ite  often  such 
p r a c t ic e s  go hand in hand w ith the m ak in g  of h igh -y ie ld  h ig h -r isk  lo an s . The 
view  o f so m e  b a n k e rs  w as d e sc r ib e d  by Lehm an  B ro th e rs  eco n o m ist, Leonard 
Santow :

"T h e  p ra g m a tic  view  o f banks i s  that you c a n ’t look at the old r a t io s .
They don 't app ly  an y m o re  when p eo p le  can  buy a l l  the liq u id ity  they
w ant in the m a rk e t  p la c e  if  they a r e  w illin g  to p ay  the p r ic e . You
ju s t  don ’t n eed  c a p ita l an y m o re . "

B an ks tak ing th is  too m uch to h e a r t  and ab u sin g  the tech n iq u es o f l ia b ility  
m an agem en t a r e  v u ln erab le  in a  num ber o f o th er r e s p e c t s .  "H o t" funds a re  
e a s i ly  lo s t  in an econom y in w hich th e re  a r e  m any in stitu tio n s com peting for 
fu n d s, and a se tb ac k  w hich w ould not o th erw ise  be d is a s t r o u s  m ay  lead  to a 
lo s s  o f con fiden ce and the outflow  o f such  funds.

Indeed, th e se  p r a c t ic e s  have g iven  r i s e  to the p o s s ib il i ty  of a  m od ern  kind 
o f " ru n "  on ban k s. The F ran k lin  e x p e r ie n ce  su g g e s t s  that d e p o sit  in su ran ce  
m a in ta in s  the con fiden ce  o f m o st  s m a l le r  d e p o s ito r s  in the fa c e  o f even the 
w o r s t  s o r t  of a d v e r s e  p u b lic ity . On the o th er hand, the w illin g n e ss  of the 
len d er o f l a s t  r e s o r t  and the s ta b iliz in g  e ffo r ts  of the o th er ag e n c ie s  do not 
se e m  to have st im u la te d  the con fiden ce o f la r g e  in d iv idu al and in stitu tio n al 
d e p o s ito r s  su ffic ie n tly  to c a u se  the re tu rn  o f such  funds. T hus, 
the g r e a te s t  d an ger to a  f in a n c ia l in stitu tion  today se e m s  not to be a lo s s  of 
con fiden ce by the public  a t la r g e ,  but ra th e r  the m is t r u s t  o f other fin an c ia l 
in stitu tio n s, c o rp o ra te  e n titie s  and the v e ry  la r g e  ind iv idual d e p o sito r .

To th e se  th ree  f a c to r s  m u st  be added p re se n t  econom ic con d ition s. While 
in te r e s t  r a t e s  m ay  d e c lin e , it i s  c le a r  that our econom y and, hence, the 
banking sy s te m  can  look fo rw ard  to an u n certa in  and p o ten tia lly  ro ck y  y e a r . 
A lre a d y , f in a n c ia l in stitu tio n s a r e  fe e lin g  the e ffe c ts  o f the " c r e d i t  cru n ch " 
on the r e a l  e s ta te  m a r k e ts .  The in so lv en cy  of A m e ric an  Bank and T ru s t  in 
South C a ro lin a  w a s , in no sm a ll  p a r t , the r e s u l t  o f an undue co n cen tratio n  of 
lo an s to r e a l  e s ta te  d e v e lo p e rs  w hich b e c am e  illiq u id . W here r e q u is ite  
p ru d en ce  i s  not e x e r c is e d , d if f ic u lt ie s  w ill o c c u r .

W hile I have not stu d ied  in d e ta il the ru lin g s  of the B o a rd  of G o v ern o rs and am, 
of c o u r se , not p riv y  to l e s s  public a r m  tw istin g , it s e e m s  to m e that the 
F e d ’ s p o licy  o f tak in g  a  s t r ic t  ap p ro ach  to c a p ita l i s  a p p ro p r ia te  at th is 
t im e . T h is flow s both fro m  the s ta te  o f the econom y and fro m  the fa c t  that
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each o f the th ree  a r e a s  d is c u s se d - - th e  holding com pany m ovem ent, in tern ation al 
■ operations, and lia b ility  m an ag e m e n t--e n ta il r i s k s  that m ay  not have been fu lly  
ap p re c ia te d  in b a lm ie r  d ay s.

I have d e lib e ra te ly  not devoted  a g re a t  d ea l of tim e d eta ilin g  the FD IC  approach  
to c a p ita l ad eq u acy . Both C h airm an  F ran k  W ille and Ed Roddy, D ire c to r  of 
our D iv isio n  of Bank S u p e rv is io n , have recen tly  d is c u s se d  the su b je c t  in g re a t  
detail and th e ir  r e m a r k s  have been  re p o rte d  ex ten siv e ly . But I w ill su m m a riz e  
our p o licy  b r ie f ly .

F ir s t  o f a l l ,  it  i s  our s ta te d  p o licy  that the v a r io u s  r a t io s  a r e  to be u se d  a s  
ben ch m arks and not the fin a l d e te rm in an ts of ca p ita l ad equacy . Our M anual 
of E x am in atio n  P o lic ie s  s t a te s :  " .  . . c a p ita l r a t io s  (or r i s k  a s s e t  r a t io s )  a r e  
m e re ly  s im p le , o b je c tiv e  m e a s u r e s  of the sh rin k age  in a s s e t  v a lu e s  a  bank ’ s 
cap ita l s tru c tu re  can  a b so rb  at a  g iven  point in tim e , and, a s  such , a r e  but a 
f i r s t  ap p ro x im atio n  of a  bank ’ s ab ility  to w ithstand a d v e rs ity . " And, fu rth er : 
"R a tio s  m ay  a lso  have lim ite d  u se  a s  rough  b en ch m ark s, re p re se n ta t iv e  o f 
in d u stry  p r a c t ic e  and cu sto m , and in that lim ited  se n se , m ay  be u se fu l a s  a 
sta rtin g  point in evalu atin g  an in d iv idu al ban k ’ s ca p ita l p o sition . " The M anual 
m ak es c le a r  that a bank ’ s c a p ita l s tru c tu re  m u st  be evalu ated  in ligh t o f s ix  
fa c to r s : m an agem en t, a s s e t s ,  e a rn in g s , d e p o sit  tre n d s , f id u c ia ry  b u s in e ss  
and lo c a l c h a r a c te r i s t ic s .

In th is r e g a r d , I am  aw are  o f C a r te r  G o lem b e 's  o b se rv a tio n  that " (b )a n k e r s ; . . 
would rub  th e ir  e y e s  in am azem en t i f  we w ere  to w rite  that th is to p - le v e l 
attitude tow ard  r a t io s  by the a g e n c ie s  i s  re f le c te d  in ac tu a l p ra c t ic e . F o r  
the fa c t  i s  that in the fie ld  (and fo r  that m atte r  o fte n -tim e s in W ashington) 
r a t io s  a r e  ap p lied  with a  s in g le -m in d ed  d ed ication  which b ro o k s no q u a lifica tio n . " 
Those o f you who a r e  a s s o c ia te d  w ith S ta te  nonm em ber banks a r e  b e tter ab le  
than I to ev a lu ate  the a c c u r a c y  o f th is sta tem en t. H ow ever, m an agem en t and 
the o th er fa c to r s  h ave been  given  c a re fu l co n sid e ra tio n  in the d e lib e ra tio n s  in 
which I have p a r t ic ip a te d . In th is  r e g a r d , I h asten  to em p h asize  that w here a 
banker finds that he i s  bein g  t re a te d  a r b i t r a r i ly  or that re le v an t in fo rm ation  
h as been  ign o red  in the f ie ld , he should p u rsu e  h is r e m e d ie s  through both the 
R egion al and W ashington o f f ic e s .

I should add , h ow ever, that w hile  a low c a p ita l r a t io  i s  by no m ean s the 
n e c e s s a r y  m a rk  of an unsound bank, d ra m a tic  d e c lin e s  in one or m o re  r a t io s  
m ay v e ry  w ell be re f le c t iv e  o f p o ten tia l p ro b le m s and, a t  the v ery  m in im um , 
in d icate  the need fo r  fu rth er sc ru tin y .

Second, the C o rp o ra t io n 's  p o licy  w ith r e s p e c t  to c a p ita l is  m od ified  in the 
c a se  of ap p lic a tio n s  o f new banks fo r  d e p o sit  in su ra n c e . T h ere  the a v e ra g e  
c a p i t a l - a s s e t  r a t io  i s  g iven  s p e c ia l  w eight on the p r e m is e  that a new entran t 
should at l e a s t  m e e t the c a p ita l s tan d ard  o f the in d u stry  in o rd e r  to obtain  a 
lic e n se  to com p ete . G e n e ra lly , new banks a r e  exp ected  to p ro v id e  in it ia l
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c a p ita liz a t io n  su ffic ie n t to p ro sp e c t iv e ly  p ro v id e  a  c a p ita l cush ion  at the end 
o f the f i r s t  th re e  y e a r s  o f o p e ra tio n s  a t  l e a s t ’ equal to 10 p e rc e n t of the 
p ro je c te d  to ta l a s s e t s  a t the end o f that p e r io d . T h is i s  rou gh ly  co m p arab le  
to e x ist in g  c a p ita l r a t io s  o f sm a ll  ban ks w ith an added m a rg in  of one or two 
p e rc e n t  to c o m p en sate  fo r  the in c r e a se d  r i s k s  accom p an y in g  the fo rm atio n  
and developm en t o f a  new bank and the d ifficu lty  in e st im atin g  the d e p o sit  
p o ten tia l of n ew .ban ks.

In addition  to th e se  g u id e lin e s , the C o rp o ratio n  h as a  f ir m  p o licy  that no 
ap p lica tio n  fo r  d e p o sit  in su ra n c e  w ill be ap p ro v ed  when propon en ts a r e  unable 
to r a i s e  a t  l e a s t  $250 , 000 c a p ita l . It i s  fe lt  that any new bank should have 
the c a p a b ility  o f g e n era tin g  a  d e p o sit  to ta l of a t  l e a s t  two and a h a lf  m illio n  
w ithin th re e  y e a r s  in o rd e r  to com p ete  s u c c e s s fu l ly . Only in s p e c ia l  c a s e s  
su ch  a s  an iso la te d  com m unity  w ithout banking s e r v ic e s  w ill ap p lic a tio n s 
w ith s m a lle r  c a p ita liz a t io n  be ap p ro v ed .

And, f in a lly , the C o rp o ratio n  d oes not frow n upon the u se  of su b o rd in ated  debt 
a s  p a r t  o f the p erm an en t s tru c tu re  of bank c a p ita l ac co u n ts. A s C h airm an  
W ille pointed out in a ta lk  e a r l ie r  th is y e a r :

M o st s u p e r v is o r s  today w ould in te rp o se  no o b jectio n  to debt c a p ita l
that h as the fo llow ing c h a r a c te r i s t i c s :

1. A p r in c ip a l am ount w hich i s  in re a so n a b le  p ro p o rtio n  to the to ta l 
s tru c tu re  (our gu ide i s  about o n e-th ird  o f to ta l c a p ita l and r e s e r v e s ) ;

2. An in te r e s t  r a te  w hich i s  co m m e n su ra te  w ith p re v a ilin g  conditions;

3. Sinking fund p ro v is io n s  (w here they e x ist)  that a r e  ad equ ate  and a 
re t ire m e n t  sch ed u le  that is  p r a c t ic a l  and r e a l i s t i c ;

4. A p r in c ip a l am ount that p ro v id e s  fo r  the b an k 's  re a so n a b le  
fo r e s e e a b le  n e e d s ; and

5. The c ir c u m sta n c e s  o f i s s u e  su p p ort a  g e n e ra l co n clu sio n  that the 
b an k 's  b e st  in te r e s t  w ould be se rv e d  th e re b y ."

A n um ber o f a n a ly s t s ,  a s  w ell a s  in d u stry  p ro p on en ts, have su g g e ste d  that 
the public  in te r e s t  w ould be b e s t  se rv e d  if  the a g e n c ie s  abandoned the e ffo rt 
to in su re  ad eq u ate  c a p ita l , thus allow in g the m a rk e t  to d e te rm in e  the 
a p p ro p r ia te  le v e l of c a p ita l. In th e ir  1966 study , " P o l ic ie s  fo r  O ptim um  
Bank C ap ita l, "  R ob in son  and P ettw ay  concluded :
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nIn e a r l ie r  p e r io d s , when fa c t s  about banking w ere  co n cea led  and 
pub lic  so p h istic a tio n  in fin an c ia l a n a ly s is  w as s lig h t, re g u la to ry  
s y s te m s  w e re  n eeded  a s  a su b stitu te  for b e tte r  public in fo rm ation .
Now, w ith g r e a te r  d is c lo s u r e  of banking fa c ts  and m o re  com petence 
on the p a r t  o f f in an c ia l m a n a g e rs  and in stitu tion al in v e s to r s , the 
ab ility  o f th e se  g ro u p s to ju d ge  fo r  th e m se lv e s  h as im p roved . Is 
the need fo r  banking re g u la tio n  dw indling? "

And in h er m o re  re c e n t  study, "Im p ac t o f F e d e r a l  Bank S u p e r v iso r s  on Bank 
C ap ita l, " L u c ille  M ayne su g g e ste d  that the a g e n c ie s  m igh t "abandon  com p lete ly  
the u se  of c a p ita l ad equ acy  s tan d ard s  in  the exam in ation  p r o c e s s  and con cen trate  
in stead  on the com peten cy  of bank m an agem en t. "

While th is  su g g e stio n  i s  c e rta in ly  ap p ea lin g  to th ose  o f u s who b e lie v e  in the 
e fficacy  o f a  co m p etitiv e  f r e e  e n te r p r ise  sy s te m  and who d ep lo re  the n e c e s s a r y  
v ag u e n e ss  of our ap p ro ac h  to the p ro b le m  of c a p ita l, th ere  a r e  a  num ber of 
c o n sid e ra tio n s  that the p ropon en ts of the m a rk e t  ap p ro ach  have not m et.

F i r s t  of a l l ,  notw ithstanding R obinson  and P e ttw ay 's  a s s e r t io n s  about 
in c r e a se d  know ledge and so p h istica tio n  re g a rd in g  banking, th is su g g e stio n  
would r e q u ir e  ad d itio n al and e x te n siv e  d is c lo su r e  p ro c e d u re s  fo r  even th o se  
in stitu tion s a lr e a d y  su b je c t  to s e c u r i t ie s  reg u la tio n . M o re o v e r , sm a lle r  
banks not now su b je c t  to S E C  re q u ire m e n ts  w ould fo r the f i r s t  tim e be su b je c t  
to a  new body o f re g u la tio n  w hich i s  c o stly  and b u rd en so m e. F o r  exam p le , 
in o rd e r  to p ro p e r ly  a s s e s s  the ad eq u acy  of a b an k 's c a p ita l a  d ep o sito r  should 
have a  g r e a t  d e a l of know ledge re g a rd in g  the b an k 's  a s s e t  p o rtfo lio .

Second, a s  p rop on en ts o f th is ap p ro ach  se e m  w illin g  to ac c e p t, r e lia n c e  on 
the m a rk e t  e n ta ils  a  s ig n ific a n tly  in c r e a se d  num ber o f bank f a i lu r e s .  V ojta 
sta ted , "T h e  m a rk e t  w ill vote su b stan d ard  banks out of e x iste n c e  re ly in g  on 
the FD IC  to a s s u r e  p ro tec tio n  o f the g e n e ra l p u b lic . In the a b s tr a c t  one can  
im agin e  and even find d e s ir a b le  such  a sy s te m . R e sp o n sib le  m en have 
argu ed  that we need  m o re  and not few er bank f a i lu r e s .  And it is  tru e  that 
to a  c e r ta in  extent our p re se n t  banking s tru c tu re  p ro te c ts  the in e ffic ien t 
and in com peten t, and c o n v e rse ly  "th e  b e st  and the b r ig h te s t"  of the banking 
sy s te m  a r e  r e s t r a in e d  fro m  com peting  a s  v ig o ro u s ly  a s  they m ight. But it 
m u st be re c o g n iz e d  that s e r io u s  im p lem en tation  of such  a sy s te m  would en ta il 
a r a d ic a l  r e o rd e r in g  o f the e x ist in g  banking s tru c tu re .

C erta in ly , the m a rk e t  w ould have to be d isa b u se d  o f the id ea  e x p r e s se d  by 
G olem be and m any o th e rs  that the a g e n c ie s  w ill not to le ra te  the fa i lu r e  and 
payout of a  la r g e  m oney cen ter  in stitu tion . M o reo v er , p ro c e d u re s  w ould h ave 
to be d e v ise d  to handle m any bank fa i lu r e s  in a  given  y e a r . And, m uch m o re  
sig n ifican tly , such  a  p o licy  w ould g re a t ly  a c c e le r a te  the con cen tration  of
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banking r e s o u r c e s .  While such  a  change m igh t in the long run p ro ve  
b e n e fic ia l to both the in d u stry  and the c o n su m e r , both the econ om ic and 
p o lit ic a l  co n se q u e n ce s  o f such  re o rd e r in g  should be an a ly se d  in fa r  g re a te r  
d e ta il  than h a s  been  done to d a te .

In co n clu sio n , I s im p ly  note that w e a t  the FD IC  a r e  w ell aw are  that the 
co n flic t  betw een e x a m in e rs  and b a n k e rs  w ith r e s p e c t  to c a p ita l ad eq u acy  
i s  not m e re ly  a  q u estio n  of d e p o s ito r  sa fe ty  on the one hand and the 
m ax im iz a tio n  o f re tu rn  on equity on the o th er. T h ere  is  a l s o  a  su b stan tia l 
p u b lic  in te r e s t  in allow in g banks su ffic ie n t le v e r a g e  in o rd e r  to com pete  
e ffe c tiv e ly  w ith o th er fin a n c ia l in stitu tio n s and am ong th e m se lv e s . H ow ever, 
p ru d en ce  dem an ds that le v e ra g in g  not go u n re s tr a in e d , e sp e c ia l ly  in the 
p re se n t  econ om ic c lim a te . In the context of the p re se n t  banking sy s te m , 
a s  defined  by p u b lic  p o licy , it f a l l s  to the lot o f the banking a g e n c ie s  to 
p ro v id e  that r e s t r a in t .  That w e do so  d oes not m ean  that w e a r e  unm indful 
of the co m p lex  and co n flic tin g  in te r e s t s  that m u st  be se rv e d .
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