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Any discussion of the problems created by self-dealt
MUST/ OF COURSE/ BEGIN WITH THE FAILURE OF THE U. S. NATIONAL
Bank in San Diego. The financial web which C. Arnhglt Smith
SPUN AROUND HIS BANK CONSTITUTED THE MOST MASSIVE AND ARROGANT
ABUSE OF FIDUCIARY RESPONSIBILITY IN THE AMERICAN BANKING
INDUSTRY .

In effect/ U.Si National Bank was not one * but two
banks. One, an apparently sound and efficient institution,
SERVED THE SAN DIEGO PUBLIC. THE SECOND PROVIDED CREDIT TO
ENTERPRISES RELATED TO OR AFFILIATED WITH THE DOMINANT STOCKHOLDER
and Chairman of the Board, ignoring both sound banking practices
AND REGULATORY REQUIREMENTS. INVOLVING 20CH300 CORPORATE
ENTITIES, THESE TRANSACTIONS AMOUNTED TO MORE THAN $400 MILLION.
SO INTRICATE AND COMPLEX WAS THIS MAZE OF ENTITIES AND TRANSACTIONS

THAT WE ARE NOT YET CERTAIN THAT WE HAVE A COMPLETE PICTURE
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OF THE EXTENT OR CHARACTER OF THE WRONGS THAT WERE DONE TO THE
DEPOSITORS, CREDITORS AND SHAREHOLDERS QL JO\B

IN THE WORDS OF COMPTROLLER OF THE CURRENCY JIM SMITH,
WHAT WAS GOING ON IN THE BANK WAS A VERITABLE ", . _RIOT OF
SELF-DEALING." THE RESULT WAS THE WORLD®"S FIRST BILLION DOLLAR
BANIEING  INSOLVENCY. IF U.S. NATIONAL WERE THE ONLY INDICATION
THAT ABUSIVE SELF-DEALING CONSTITUTES A SERIOUS PROBLEM, IT
MIGHT BE DISMISSED AS AN ABERRATION

History clearly reflects, however, that this is not
the case. Abuse of fiduciary obligations by insiders have been
a significant causative factor 1in other large bank failures.
(}1January 25, 1971q the Sharpstown State Bank in Houston, Texas,
WITH ASSETS AMOUNTING TO APPROXIMATELY $31 MILLION WAS CLOSED.
IT WAS THEN THE SECOND LARGEST FAILURE IN FDIC HISTORY. THE
PRIMARY CAUSE WAS THE SELF-SERVING ACTIVITIES OF A DOMINANT
STOCKHOLDER. THREE WEEKS LATER IT WAS DROPPED TO THIRD PLACE

BY THE FAILURE OF BIRMINGHAM~BLOOMFI ELD IN MICHIGAN WHICH,

UNTIL US\B, WAS THE LARGEST FAILURE OF AN FDIOINSURED BANK,
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Here self~dealing was combined with an unsafe and unsound investment
POLICY DICTATED BY THE DOMINANT SHAREHOLDERi UNDER THE EFFECTIVE
coyTROL OF THE SAME INDIVIDUAL, DETROIT™S BANK OF THE COMMONWEALTH.
WITH DEPOSITS OF JUST OVER $1 BILLION AND TOTAL ASSETS OF
$1,26 billion, would have FAILED IN 1972 FOR the same REASONS,
HAD THE FDIC NOT PROVIDED ASSISTANCE IN THE FORM OF A $35.5 MILLION
INFUSION OF CAPITAL UNDER THE PROVISION OF THE ACT WHEREBY THE
FDIC CAN ASSIST A FAILING BANK UPON A BOARD FINDING THAT THE BANK
IS ESSENTIAL TO THE COMMUNITY WHICH IT SERVES. AND IN OUR MOST
RECENT FAILURE OF A RELATIVELY LARGE INSTITUTION.» THE
$105.9 MILLION ASSET NORTHERN OHIO BANK, SELF-DEALING HAS AGAIN
BEEN IDENTIFIED AS AN IMPORTANT CAUSE OF FAILURE.

Statistics developed by our Liquidation Division reveal
THAT SELF-DEALING IS NOT LIMITED TO THE SPECTACULAR BANK FAILURE
AS AN IMPORTANT CAUSATIVE FACTOR. SINCE JANUARY 1/ 1960, 70 BANKS
HAVE FAILED. AMONG THESE; SELF-SERVING TRANSACTIONS WERE A
SIGNIFICANT FACTOR IN 39, OR 55.5 PERCENT OF THE CASES. DEFALCATIONS,

EMBEZZLEMENTS AND MANIPULATIONS CAUSED 21, OR -0 PERCENT OF THE
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failures, while managerial weakness 1in portfolio management
accounted for only 10, OR 14.3 PERCENT. A quick review of our
"Problem Bank' file reveals much the same pattern.

Standing alone, evidence that insider transactions are
A PRIMARY FACTOR IN FAILED AND PROBLEM BANKS WOULD INDICATE
THE NEED FOR SPECIAL SCRUTINY OF SUCH TRANSACTIONS BY BOARDS OF
DIRECTORS AND FOR [INNOVATION IN THE AGENCIES®" APPROACH TO INSIDER
TRANSACTIONS. CAUSE FOR CONCERN DOES NOT END HERE, HOWEVER.
THE CONSEQUENCE OF ABUSIVE SELF-DEALING IN HEALTHY BANKS IS
SIMILARLY PERNICIOUS.

Although | know of no study or survey indicating the
EXTENT OF "SELF-SERVING"™ TRANSACTIONS, 1 DO KNOW, FROM MY
EXPERIENCES IN FD1C, THAT THE POTENTIAL FOR ABUSE 1S LARGE
AND THAT ACTUAL ABUSE, WHILE NOT PERVASIVE, IS MORE WIDESPREAD
THAN 1, AS A BANKER, [IMAGINED. EXAMINATION AND PROBLEM BANK
REPORTS REVEAL THAT ALL TOO OFTEN CONTROL GROUPS VIEW THE
CONTROLLED BANK AS A PRIVATE MONEY-MACHINE GEARED TO OPERATE

AT THEIR PLEASURE i AND SOUND BANKING PRACTICES, THEIR FICUCIAR.
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duties and the rights of minority shareholders be dammed, AS
a RESULT, OUR BOARD HAS TAKEN CORRECTIVE ACTION IN RECENT MONTHS
IN A NUMBER OF CASES INVOLVING "SWEETHEART"™ LEASES; PREMIUMS
PAID OR DISCOUNTS MADE IN THE PURCHASE OR SALE OF ASSETS; AND
EXORBITANT FEES FOR MANAGEMENT CONSULTING OR ATTORNEY FEES.

A CASE PRESENTLY BEFORE THE CORPORATION REFLECTS A
PROBLEM WHICH MAY BE A SERIOUS AND RECURRING ONE IF NOT NIPPED
in the bud. Changing the facts somewhat, the following
HYPOTHETICAL POSES THE PROBLEM. THE HOLDING COMPANY OWNS
80 PERCENT OF BANK A"s STOCK AND PROVIDED MANAGEMENT SERVICES
TO THE BANK UNDER A CONTRACT. MHEN BANK B, ANOTHER SUBSIDIARY
BANK, SUFFERED SEVERE LOAN LOSSES WHICH IMPAIRED CAPITAL, THE
HOLDING COMPANY INCREASED SUBSTANTIALLY ITS MANAGEMENT FEE TO
GENERATE REVENUE IN ORDER TO DOWNSTREAM FUNDS TO BANK B. THIS
COULD BE ACOMPLISHED, OF COURSE, SINCE AS 80 PERCENT SHAREHOLDER
THE HOLDING COMPANY IN EFFECT SAT ON BOTH SIDES IN REFORMING
THE MANAGEMENT CONTRACT. THJS, IN ORDER TO RAISE FUNDS TO

BUTTRESS THE CAPITAL OF THE AILING INSTITUTION, THE HOLDING
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coM1PANY HAS LOOTED BANK A RESULTING IN A DEPLETION OF ITS CAPITAL
POSITION AND FINANCIAL DETRIMENT TO MINORITY SHAREHOLDERS,

The harm which flows from such transactions should not
BE IGNORED, WHEN AN INSIDER, WHETHER AN INDIVIDUAL, A CONTROL
GROUP, OR A HOLDING COMPANY, RECEIVES ECONOMIC BENEFIT OVER AND
AND ABOVE THAT WHICH A NON*“INSIDER WOULD HAVE RECEIVED IN AN ARMIS
LENGTH MARKET TRANSACTION, A BANK IS NECESSARILY ADVERSELY
AFFECTED1  THIS IS TRUE EVEN IF THE INSIDER HAS NO CONSCIOUS
INTENTION TO MILK HIS BANK. MANY OF THE ABUSES IN THIS AREA FLOW
FROM A FACT OF ECONOMIC LIFE APTLY DESCRIBED BY PROFESSOR E.
Merrick Dodd in 1940 in testimony before the Senate Banking
and Currency Committee. He said:

"NON A MAN MAY BE ON BOTH SIDES OF A BARGAIN AND

STILL BE HONEST, BUT A MAN CANNOT BE ON BOTH SIDES

OF A BARGAIN WITHOUT HAVING HIS JUDGMENT AFFECTED

BY THAT FACT
Whether the result of conscious overreaching or tainted judgment,

THE ECONOMIC BENEFIT WHICH REDOUNDS TO THE INSIDER OVER AND ABOVE
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that which would have been generated in an arm®s length transaction

represents a cost or loss of earnings to the bank. This cost or
LOSS IS BORNE BY NON-BENEFITING SHAREHOLDERS AND SERVES TO DEPLETE
THE BANK*®"S CAPITAL ACCOUNTS,

Accordingly, any transaction between an insider or his
interests and a bank which 1is significantly more favorable to the
insider than a comparable transaction with a non-insider 1is not
a sound banking practice and should, within the limits of our
resources, be the subject of firm supervisory action. To follow
ANY other policy is to allow banks to subsidize the noh-banking
financial activity of preferred insiders at the ultimate expense
of minority or non-interested shareholders and, in the case of
BANK FAILURE, AT THE EXPENSE OF MANY CREDITORS AND DEPOSITORS AS
WELL.

While it is difficult to .evaluate its impact, a second
CONSEQUENCE FLOWS FROM ALLOWING A BANK S FIDUCIARIES TO EXEMPT
THEMSELVES FROM THE DISCIPLINE OF THE MARKET. NOT ONLY ARE A

BANK®"S ASSETS OFTEN WASTED, BUT THE ALLOCATION OF A COMMUNITY S
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resources as represented by the bank®s deposits can be misallocated
CR ALLOCATED IRRATIONALLY, THE CONSTRUCTION AND OPERATION OF THE
Westgate Plaza Hotel, said by many to be one of the finest hotels
in the world, is illustrative, Capital costs per room have been
estimated at more than $100,000 and the operation was lavish to
say the least, It is, | assure you, a very fime hotel. It was,
however, not a sound business enterprise, and it 1is highly doubtful
that it would have been built or run as it was 1if US“3emd other
enterprises related to the interests of the dominant shareholder
HAD NOT STOOD READY TO, AND DID, SUBSIDIZE THE OPERATION OF THE
HOTEL.

Commercial banks are chartered to serve a specific
banking function in the economy. They are not chartered to
provide preferential treatment to insiders so that they can
advance their own or other business interests. In the competitive
FREE ENTERPRISE SYSTEM, PROFIT AND COMPENSATION SHOULD FLOW TO
BANKERS AS A RESULT OF THEIR EFFECTIVELY CARRYING ON THE BUSINESS

OF BANKING AND NOT FROM THEIR USE OF THE INSTITUTION TO GAIN
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economic advantage which could not be gained independently.
As WE HAVE SEEN, WHERE THESE LEGAL AND INSTITUTIONAL PRINCIPLES
ARE FORGOTTEN, DISTORTIONS OCCUR WHICH MAY RANGE FROM THE FAILURE
OF A BILLION DOLLAR BANK TO A BALKING OF MINORITY SHAREHOLDERS.
Whether the consequence is large or relatively small, there is
A STRONG SOCIETAL INTEREST IN INSISTING THAT BANKERS PLAY BY THE
RULES OF THE GAME»

TWO GENERAL APPROACHES MIGHT BE TAKEM BY THE BANKING
AGENCIES TO CURB ABUSE IN THIS AREA* ON ONE HAND, INSIDER
TRANSACTIONS OF A CERTAIN KIND OR MAGNITUDE MIGHT BE FORBIDDEN
OR SIGNIFICANTLY LIMITED. THIS IS ESSENTIALLY THE APPROACH
which the Federal Home Loan Bank Board has adopted in its proposed
CONFLICT OF INTEREST REGULATIONS. THIS WOULD MOT ONLY ELIMINATE
THE INSIDER"S ADVANTAGE VI$“A-VIS THE PUBLIC, BUT ALSO PLACE
HIM AT A DISADVANTAGE. THE SECOND APPROACH WOULD SEEK TO INSURE
THAT INSIDERS DERIVE NO BENEFIT NOT AVAILABLE TO NON~INSIDERS.
In essense, this is the approach presently followed at the FDICj
AND IT IS THE ONE WHICH 1 FAVOR. HOWEVER, SUPERVISION MIGHT ¢E

MADE_MORE RIGOROUS.
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Last summer, the Comptroller®s Office issued for comment

A PROPOSED REGULATION AIMED AT FACILITATING THE CURBING OF ABUSES
IN this area. Generally, the regulation required all national
bank directors and principal officers to keep on file at the bank

a written statement of their ourside business interests and of any

extension of credit or other transaction between those 1interests
AND THE BANK. ACCORDING TO THE COMPTROLLER S NOTICE OF PROPOSED
Rule Making:"

"The purpose of this Regulation is to establish am

NFORMATIONAL BASE UPON WHICH BANK MANAGEMENT AND

the Comptroller”s Office may assess more accurately

THE EXTENT AND MANNER BY WHICH A NATIONAL BANK MAY

BE ENGAGING IN TRANSACTIONS WITH ITS OWN DIRECTORS

AND SENIOR OFFICERS.™

ION,

After receiving extensive comment with respect to the régulat

the Comptroller revised the regulation somewhat and made n
EFFECTIVE AS oF MMRH 15, 197/5.

It SHOULD BE NOTED THAT THE BULK OF THE COMMENTS
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generally favored the main thrust of the regulation. For
example, the Capital National Bank of Austin, Texas pointed out:

, » - that virtually every recent bank failure in

the United States has been directly or indirectly

the result of some conflict-of-interest situation.

It IS unfortunate that the banking profession has

NOT TAKEN IT UPON ITSELF TO ESTABLISH A CODE OF

ETHICS WHICH WOULD PREVENT SUCH SITUATIONS FROM

RECURRING."
The American Bankers Association announced its Dbasic AGREEMEN®
WITH THE GOALS OF THE REGULATIONS, BUT PROPOSED CERTAIN SPECIFIC
CHANGES, EMPHASIZING THAT "IT 1S IMPERATIVE ON THE PARI OF THE
Comptroller to insure that bank directors and principal officers
ARE NOT OVERLY BURDENED WITH REPORTED THIS TYPE OF INFORMATION."

AS 1 HAVE INDICATED ELSEWHERE, 1 STRONGLY SUPPORT THE
PROMULGATION OF REGULATIONS AIMED AT CURBING (HE ABUSES OF

SELF-DEALING. TO DO OTHERWISE IS TO IGNORE THE LESSONS OF RECENT

BANKING HISTORY- 1 FAVOR A SOMEWHAT BROADER APPROACH THAN THAT
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of the Comptrollerl AI the same .time, | agree with the ABA that
reporting requirements should be kept at the absolute minimum
CONSISTENT WITH EFFECTIVE REGULATION,

First of all, | would require that insider transactions
WHICH. ARE OF SIGNIFICANT SIZE AND NON-ROUTINE NATURE BE APPROVED
EY THE BANK®"S BOARD OF DIRECTORS AND THAT SUCH VOTE BE RECORDED
IN THE BOARD"S MINUTES. SECOND, IT SHOULD BE MADE PLAIN THROUGH
REGULATION THAT ANY TRANSACTION BETWEEN AN INSIDER OR HIS INTERESTS
WHICH, TAKING INTO ACCOUNT ALL RELEVANT ECONOMIC CIRCUMSTANCES,
IS MORE FAVORABLE TO THE INSIDER THAN A COMPARABLE TRANSACTION
WITH A NON-INSIDER IS AN "UNSAFE OR UNSOUND'"™ BANKING PRACTICE
WITHIN THE MEANING OF SECTION 8 OF THE FEDERAL DEPOSIT INSURANCE
Act. The statement of such a standard in regulations having the
FORCE OF LAW WwOULD, IT SEEMS TO ME, PROVIDE BANK BOARDS WITH A
CLEAR BENCHMARK AND INCENTIVE FOR CAREFULLY CONSIDERING INSIDER
TRANSACTIONS AND REJECTING THOSE WHICH ARE UNFAIR TO THE BANK.

At this juncture | SHOULD emphasize that such a standard

..WOULD NOT CONSIST OF A MECHANISTIC TEST FOCUSING ONLY ON THE TERMS
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OF THE TRANSACTIONS * RATHER THE TEST SHOULD BE WHETHER THE
TRANSACTION BEARS THE EARMARKS OF AN ARM®"s LENGTH BARGAIN IN LIGHT
OF ALL THE SURROUNDING CIRCUMSTANCES IN MANY CASES, APPARENTLY
pREFERENTIAL TERMS, SUCH AS LOWER INi EREST RATES, CAN BE JUSTIFIED
BY CIRCUMSTANCES NOT APPEARING ON THE FACE OF THE LOAN AGREEMENT,
Where that 1is the case and there is no detriment to the bank, an
INSIDER TRANSACTION IS NOT OBJECTIONABLE AND SHOULD NOT BE THE
FOCUS OF REGULATORY CONCERN OR ACTION

The FDIC presently takes corrective action when
OVERREACHING IS DISCOVERED IN REVIEW OF AN APPLICATION FOR BRANCH
APPROVAL, DEPOSIT INSURANCE OR ONE OF THE OTHER APPLICATIONS WHICH
the Board must scrutinize, For example, a branch application
REFLECTING A ~SWEETHEART LEASE” BETWEEN A BANK AND AN INSIDER OR
HIS INTERESTS WILL NOT BE APPROVED. WITH ALL INSIDER TRANSACTIONS
DISCLOSED TO SUPERVISORY PERSONNEL, THIS POLICY WOULD BE APPLIED
MORE SYSTEMATICALLY. WHERE VOLUNTARY COMPLIANCE WITH THE STANDARD
EMBODIED IN THE REGULATION IS NOT FORTHCOMING, A CEASE AND DESIST

ORDER UNDER SECTION 8(b) OF THE CORPORATION"S ACT IS AN EFFECTIVE
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VEHICLE FOR ENFORCEMENT. MOREOVER, THE EXISTENCE OF A STANDARD
CF CONDUCT SPELLED OUT IN THE REGULATIONS MIGHT FACILITATE
RECOVERY IN A DERIVATIVE ACTION WHERE AN INSIDER VIOLATES HIS
FIDUCIARY DUTY TO THE BANK OR WHERE A BANK®S BOARD DOES NOT
ADEQUATELY POLICE THE CONFLICTS OF INTEREST WHICH ARE INEVITABLE
IN THE BANKING BUSINESS.

Finally, | must admit that the question of disclosure
AND REPORTING REQUIREMENTS IS A DIFFICULT ONE FOR ME AS A FORMER
BANKER. The PRIVACY OF INDIVIDUALS AND THE NEED TO AVOID COSTLY
AND TIME-CONSUMING REPORTING PROCEDURES MUST BE BALANCED WITH
THE DEMONSTRATED NEED TO CURB ABUSE BY INSIDERS IN THIS AREA.
Great care should be taken to avoid creation of a complex set
OF DISCLOSURE PROCEDURES WHICH BECOME AN END IN THEMSELVES AND
DO LITTLE TO ADVANCE THE ULTIMATE END OF THE REQUIREMENT. ON
THE OTHER HAND, THE NATURE AND SERIOUSNESS OF THE PROBLEM
NECESSARILY REQUIRES A CERTAIN AMOUNT OF DISCLOSURE AND REPORTING.

The PARAMOUNT NEED IS THAT INSIDER TRANSACTIONS SHOULD

BE FLAGGED FOR THE BANK"S BOARD AND EXAMINER PERSONNEL. As |
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have indicated, the Comptroller®™s regulation seeks to accomplish
THIS THROUGH REQUIRING CERTAIN INSIDERS TO DISCLOSE THESE INTERESTS
AND ANY SIGNIFICANT TRANSACTIONS WITH THE BANK. I WOULD REQUIRE
THAT INSIDERS GIVE NOTICE TO THE BANK®S BOARD SUFFICIENTLY FAR
IN ADVANCE OF THE TRANSACTION TO ALLOW THE BOARD TO GIVE IT DUE
CONSIDERATION. IN ADDITION, 1 WOULD REQUIRE THAT BOARD APPROVAL
OF INSIDER TRANSACTIONS BE SUPPORTED BY INFORMATION RECORDED IN
THE MINUTES DEMONSTRATING THE FAIRNESS OF THE TRANSACTION AND
THAT SUCH INFORMATION BE READILY AVAILABLE TO EXAMINER PERSONNEL.
Also, | would seek to bring dominant and substantial shareholders
WITHIN THE SCOPE OF THE REGULATION, 1o INSURE ACCURATE AND
COMPLETE DISCLOSURE THE AGENCIES MUST DEMONSTRATE THE CLEARCUT
INTENTION TO IMPOSE CRIMINAL AND CIVIL SANCTIONS WHEN THE
REQUIREMENTS ARE NOT COMPLIED WITH,

Ultimately, however, the most effective check on abuse
BY INSIDERS 1S A BOARD OF DIRECTORS WITH SUFFICIENT INFORMATION,
INQUISITIVENESS, AND INDEPENDENCE TO*SCRUTINIZE CRITICALLY AND

PASS UPON A BANK®"S DEALINGS WITH INSIDERS AND THEIR [INTERESTS.
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Mhile judicial pronouncements regarding directors” responsibilities
AND LIABILITIES DO NOT DESCRIBE A MODE OF CONDUCT WHICH WILL APPLY
TO ALL CIRCUMSTANCES, IT 1S POSSIBLE, 1 BELIEVE, TO ARTICULATE
CERTAIN GUIDELINES WHICH SURELY CONSTITUTE REASONABLE DILIGENCE
AND GOOD FAITH IN THE TREATMENT OF INSIDER TRANSACTIONS,

First, a director should insist that he have adequate
INFORMATION TO EVALUATE THE SOUNDNESS OF THE BANK®"S DEALINGS
WITH INSIDERS. WHETHER SUPERVISORY AUTHORITIES REQUIRE IT OR
NOT, IT SEEMS TO ME THAT THE BANK®"S BOARD SHOULD:

(1) Require the reporting to the board of all

SIGNIFICANT INTERESTS OF DIRECTORS, OFFICERS, OTHER

KEY EMPLOYEES AND SUBSTANTIAL SHAREHOLDERS WHO ARE

NOT MEMBERS OF THE BOARD;

(2) Require the reporting to the board of all

SIGNIFICANT TRANSACTIONS BETWEEN SUCH INDIVIDUALS

AND THE BANK, [INCLUDING SUFFICIENT INFORMATION ON

WHICH TO BASE AN INDEPENDENT JUDGMENT WITH RESPECT

TO THE FAIRNESS OF THE TRANSACTION VIS-A-VIS THE

BANK; AND
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(3) Require board approval of all or certain insider
TRANSACTIONS AND THE ESTABLISHMENT OF PROCEDURES TO
INSURE.THE PROPER TREATMENT OF THOSE FOR WHICH APPROVAL

IS NOT REQUIRED.

Second, in assessing a transaction between a bank and
AN INSIDER, EACH DIRECTOR SHOULD SATISFY HIMSELF THAT THE
TRANSACTION IS A FAIR ONE AND THAT THE INSIDER HAS NOT DERIVED
BENEFIT AT THE BANK*S EXPENSE B;-VIRTUE OF HIS RELATIONSHIP
TO THE BANK. IN MAKING THIS JUDGMENT, IT IS WELL TO RECALL THE
STATEMENT OF THE SUPREME COURT IN THE CASE OF PEPPER vm LITTPN»
There the Court addressed the matter of who must bear the proof
IN A COURT of LAW WHERE AN INSIDER TRANSACTION WAS CHALLENGED.
[t seems to ME THAT a director should engage 1in much the same
critical exercise 1in his own review of an \insider transaction.
The Court stated:

“"A director is a fiduciary . . . . SO IS a dominant

or controlling stockholder or group of stockholders

Their dealings with the corporation are subjected to
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THE SAME RIGOROUS SCRUTINY AND WHERE ANY OF THEIR

CONTACTS OR ENGAGEMENTS WITH THE CORPORATION IS

CHALLENGED THE BURDEN 1S ON THE DIRECTOR OR

STOCKHOLDER NOT ONLY TO PROVE THE GOOD FAITH OF

THE TRANSACTION BUT ALSO TO SHOW ITS INHERENT

FAIRNESS FROM THE VIEWPOINT OF THE CORPORATION

AND THOSE INTERESTED THEREIN. . .. THE ESSENCE

OF THE TEST IS WHETHER OR NOT UNDER ALL CIRCUMSTANCES

THE TRANSACTION CARRIES THE EARMARKS OF AN ARM S

LENGTH BARGAIN."
I AM AWARE THAT PREFERENTIAL CREDIT TERMS OR A PREMIUM PAID FOR
ASSETS ARE OFTEN VIEWED AS A MEANS OF SUPPLEMENTING THE
COMPENSATION OF AN INSIDER OR AS ONE OF THE BENEFITS OF
ASSOCIATION WITH A BANK. HOWEVER, THE STANDARD TO BE APPLIED
SHOULD BE THAT OF THE MARKET AND, WHERE THE PARTY ON THE OTHER
SIDE OF A DEAL IS AN INSIDER, A DIRECTOR SHOULD TAKE SPECIAL
CARE TO SATISFY HIMSELF THAT THE TERMS AND CONDITIONS OF THE

TRANSACTIONS ARE AT LEAST AS FAVORABLE TO THE BANK AS THEY
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WouLd HAVE BEEN HAD THE DEAL BEEN NEGOTIATED WITH A NON-INSIDER.
Application of a less rigorous standard is, in effect, to allow
A WASTING OF BANK ASSETS.

Finally, it is important to emphasize the necessity
CF EACH BOARD MEMBER®"S EXERCISING AND EXPRESSING HIS OWN INDEPENDENT
judgment. Whenever a bank director functions as a rubber stamp
for management or controlling interests, or merely goes along
WITH THE MAJORITY AS A RESULT OF RETICENCE OR IGNORANCE, HE HAS
CEASED TO SERVE HIS [INSTITUTIONAL FUNCTION AND HAS THEREBY
ABDICATED HIS LEGAL RESPONSIBILITY. It HAS BEEN SAID AND 1 AGREE
THAT THERE ARE TIMES WHEN A "DIRECTOR SHOULD RISK HIS POSITION
TO THE EXTENT OF BRINKMANSHIP IF HE 1S TO CONTRIBUTE TO THE
WELFARE OF THE BANK AND TO DISCHARGE HIS TRUST."™ WHERE DEALINGS
BETWEEN A BANK AND INSIDERS ARE INVOLVED, THE NEED FOR SUCH
INDEPENDENCE 1S COMPOUNDED. IT IS WELL TO RECALL THAT A COMMON
ELEMENT IN MANY MAJOR BANK FAILURES OF RECENT YEARS HAS BEEN A
SINGLE INDIVIDUAL WHO DOMINATED HIS BOARD.

IN CONCLUSION, 1 SHOULD EMPHASIZE THAT I DO NOT MEAN
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TO BE A DOOMSDAY PROPHET NOR TO SUGGEST THAT INSIDER TRANSACTIONS
ARE BAD EER SE. ON THE CONTRARY; THE VAST MAJORITY OF SUCH
RELATIONSHIPS ARE MORE THAN FAIR TO THE BANK CONCERNED. INDEED;
IN MANY COMMUNITIES; DEALINGS BETWEEN A BANK AND ITS DIRECTORATE
ARE THE LIFE BLOOD OF THE INSTITUTIONS. At THE SAME TIME; WE
MUST RECOGNIZE THAT OVERREACHING DOES OCCUR; WHETHER THE RESULT
OF TAINTED JUDGMENT OR DISHONESTY; AND THAT ITS IMPACT CAN BE
SEVERE; AS IT WAS IN SAN DIEGO. ACCORDINGLY; IT SEEMS TO ME THAT
BOTH THE BANKING AGENCIES AND BANK BOARDS OF DIRECTORS SHOULD
MOVE VIGOROUSLY TO CURB THE ABUSES WHICH- THOUGH RELATIVELY RARE
IN OUR NEARLY 15;00Q BANKS— DO OCCUR AND HAVE ADVERSE CONSEQUENCES
FOR THE SOUNDNESS OF INDIVIDUAL BANKS; FOR MINORITY SHAREHOLDERS;
AND FOR CONFIDENCE IN OUR BANKING SYSTEM.

Because we at the FDIC are actively considering these
ISSUES; I WOULD GREATLY APPRECIATE YOUR THOUGHTS ON THE SUBJECT.

I THANK YOU FOR [INVITING ME TO SHARE MY THOUGHTS WITH YOU.
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