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L  the context o f  the c o n c e r n  that h as  been  e x p r e s s e d  in the public p r e s s  in re c e n t  
Jonths r e g a r d in g  the h ea lth  and s ta b i l i ty  of our banking sy s te m , it i s  e s p e c ia l ly  
Appropriate to d i s c u s s  the o b l ig a t io n s  and conduct of th o se  who o v e r s e e  o p era t io n  
pf our n at io n 1 s f in a n c ia l  in s t itu t ion s  and the s t a n d a r d s  w hich define th o se  r e s p o n s ib i l i tb  
Confidence, the k e y  to our econom ic  s y s t e m ,  d o es  not flow p r im a r i ly  f r o m  the s i z e  
tf  the F D I C 's  t r u s t  fund n or f r o m  the F e d ’ s w i l l in g n e s s  to open the d iscou n t w in d o w -- 
though th e se  c o n s id e r a t io n s  do h ave  th e ir  im p a c t .  R a th e r ,  it i s  d e r iv e d  f r o m  the 
public’ s c o l le c t iv e  p e r c e p t io n  of the so u n d n ess  and in te g r ity  ox th e se  in s t i tu t io n s .

(too often a bank  d i r e c t o r s h ip  h as  been  b estow ed  upon and ac c e p te d  a s  a  token of honor 
py one who h a s  a t ta in e d  som ehow  a high f in a n c ia l  o r  s o c ia l  s ta tu s  in the corm nunuy 
or who i s  c o n s id e r e d  to be  r e p r e s e n ta t iv e  of a w e ll-d e f in e d  c liqu e  or r e l ig io u s  or 
ethnic group . He a t te n d s  m e e t in g s ,  nods g ra v e ly ,  v o te s  " a y e "  and g e n e r a l ly  
(reflects c r e d i t  on the m a n a g e m e n t  of the in st itu t ion , and, b e c a u s e  he h e a r s  and 
approves p r o p o s a l s  invo lv in g  l a r g e  su m s  of m on ey , he has a  fee lin g  that he is  
exerc is ing  g r e a t  p o w e r .  He h as  been ch osen  b e c a u s e  the hank s m a n a g e m e n t  
subscribes to C a e s a r ’ s v iew  a s  r e p o r te d  by S h a k e s p e a r e :

L e t  m e  h ave  ab ou t m e  m en  that a r e  fat,
s leek-headed , m e n , and su ch  a s  s le e p  o ’ n igh ts ;
Yon C a s s i u s  h a s  a  lean  and hungry look;
He th inks too m u ch , su ch  m en  a r e  d a n g e ro u s .

Happily, the m a jo r i t y  of our b an k s  a r e  govern ed  by m en  of the s t r ip e  of C a s s i u s ,
Which i s  why the v a s t  m a jo r i t y  of our b an k s  a r e  co m p le te ly  s a f e ,  w e l l- ru n  in st itu t ion s , 
Unhappily, h o w e v e r ,  the ru b b e r  s ta m p  d i r e c to r  s t i l l  r e m a in s  on too m an y  of our- 
boards, look ing  w i s e  and q u ie sc e n t ly  nodding a p p ro v a l  of m a n a g e m e n t 's  e v e ry  ac t .  
Certainly, r e c e n t  l a r g e  bank f a i lu r e s  o ffe r  ev id en ce  in this r e g a r d .  At USNJd, at 
B irm in g h a m -B lo o m fie ld ,  a t  Sh arp sto w n , and now, it a p p e a r s ,  a t  the N orth ern  Onio 
Bank in C lev e lan d , an  a c q u ie s c e n t  b o a rd  s e r v e d  to r u b b e r - s t a m p  the s e l f - s e r v i n g  
and unsound p o l ic i e s  o f a  dom inant ind iv idual.  M o r e o v e r  w e a r e  a l l  a w a r e  of l e s s  
extreme c a s e s  in w hich  no f a i lu r e  h as  o c c u r r e d  w h ere  b o ard  m e m b e r s h ip  i s  v iew ed 
strictly a s  an  h o n o r a r y  p o s it io n ; w h ere  d i r e c t o r s  a r e  ch osen  s o le ly  fo r  the b u s in e s s  
Which they can  b r in g  to the bank; o r  w h ere  bank d i r ectorsh i.p s a r e  se e n  a s  a m e a n s  
[of obtaining p r e f e r e n t i a l  t r e a tm e n t  o r  in s id e  in fo rm atio n .

D irector ’ s r e s p o n s i b i l i t i e s  h ave , of c o u r s e ,  been  the su b je c t  of c o u n t le s s  c o n fe re n c e s  
speeches and a r t i c l e s .  One of the b e s t  g e n e r a l  e x p r e s s io n s  o f  the o b l ig a t io n s  of c. 
bank d i r e c to r  i s  that  o f a  K entucky C ourt  in a c a s e ,  Society  v .  u n d erw o o d , d ec id ed  
early in the 19th c e n tu ry .  The c o u rt  s ta te d :
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It i s  the duty o f the b o a rd  to e x e r c i s e  a  g e n e r a l  su p e r v is io n  o v e r  the 
a f f a i r s  of the bank, and to d i r e c t  and co n tro l  i t s  su b o rd in a te  o f f i c e r s .
The com m u n ity  h as  a r ig h t  to a s s u m e  that, the b o a rd  d o es  i ts  duty.
They invite  the public  to d e a l  with the c o rp o ra t io n ,  and when anyone 
a c c e p t s  the inv ita tion  he h as  a  r ig h t  to ex p ec t  r e a s o n a b le  d i l ig e n c e  and 
good fa ith  at th e ir  h an ds, and, if  they f a i l  in e i th e r ,  they a r e  r e s p o n s ib le  
fo r  the r e s u l t .

In e s s e n c e ,  a  d i r e c to r  h as  a  l e g a l  duty to s u p e r v i s e  the b u s in e s s  o f  h is  bank 
diligently  and in good fa ith .

The p r a c t i c a l  ap p lica t io n  o f th e se  b ro a d  and som ew h at a b s t r a c t  s t a n d a r d s  can be 
seen by exam in in g  a s p e c i f ic  p r o b le m  a r e a :  In addition  to d e s c r ib in g  gu id e lin e s  
which define  the m ean in g  o f 11 due d i l ig e n c e "  in th is  p a r t ic u la r  context, I sh a l l  
su ggest  w hat I b e l ie v e  to be the a p p r o p r ia t e  r e g u la to r y  r e s p o n s e  to the p ro b le m  
posed by a b u s iv e  s e l f - d e a l in g .

The m o s t  d r a m a t ic  im p etu s  fo r  o f f ic ia l  co n cern  and ac tion  h as  been , of c o u r s e ,  the 
role p lay ed  by s e l f - d e a l in g  in the f a i lu r e  of the U. S. N ation al Bank  in San Diego. 
U SN B's in so lv e n c y  w a s  c a u se d  by the w h o le sa le  and unsound ex ten sio n  of c r e d i t  to 
p erso n s  and en t it ie s  co n tro l le d  by or  a s s o c i a t e d  with the co n tro ll in g  s tock h o ld er  and 
fo rm er  b o a rd  c h a irm a n ;  a loan  p r o g r a m  which w a s  d e s c r ib e d  by C o m p tro l le r  of the 
C urrency  J i m  Sm ith  a s  a  " .  . . r io t  o f s e l f - d e a l in g .  " In e ffec t ,  U. S. N ation al Bank 
was not one, but two b a n k s .  One, an a p p a re n t ly  sound and e ff ic ien t  institu tion , 
se rv ed  the San D iego public . The seco n d  p ro v id e d  c r e d i t  to e n t e r p r i s e s  r e la te d  
to or a f f i l i a te d  with the dom inant s to c k h o ld e r ,  ign o rin g  both sound banking p r a c t i c e s  
and r e g u la to r y  r e q u ir e m e n t s .  Involving 2 0 0 -3 0 0  c o r p o r a te  e n t i t ie s ,  th e se  t r a n s 
actions am ounted  to m o r e  than $400 m il l io n .  Often th e se  lo an s  w e r e  not p r o c e s s e d  
in the o r d in a r y  c o u r s e  of the b a n k ’ s b u s in e s s ,  but w e re  handled by p a r t i c u la r  
o f f ic e r s  a f t e r  the lo an s  had a l r e a d y  been  d i s b u r se d .

If U SN B w e r e  the only ind ica tion  that s e l f - d e a l in g  co n st i tu te s  a  s e r io u s  p ro b le m , 
it m igh t  be  d i s m i s s e d  a s  an a b e r r a t io n .  H ow ever, r e c e n t  h is to r y  c le a r ly  show s 
us that th is  i s  not the c a s e .  A b u se  of f id u c ia r y  o b lig a t io n s  by in s id e r s  has been 
a s ig n if ic a n t  c a u sa t iv e  f a c to r  in other l a r g e  bank f a i l u r e s .  On J a n u a r y  25, 1971, 
the S h arp sto w n  S ta te  Bank in H ouston, T e x a s ,  with a s s e t s  am ounting  to a p p ro x im a te ly  
$81 m il l io n  w a s  c lo s e d .  It w a s  then the secon d  l a r g e s t  f a i lu r e  in F D IC  h is to ry .  The 
p r im a ry  c a u se  w a s  the s e l f - s e r v i n g  a c t iv i t ie s  o f a  dom inant s to c k h o ld e r .  T h ree  w eek  
later  it  w a s  d ro p p ed  to th ird  p la c e  by the f a i lu r e  of B ir m in g h a m - B lo o m f ie ld  in 
M ichigan which, un til  U SN B , w a s  the l a r g e s t  f a i lu r e  of an F D I C - in s u r e d  bank.
Here s e l f - d e a l in g  w a s  com b ined  with an u n sa fe  and unsound in v e s tm e n t  p o licy  
dictated by the dom inant sh a r e h o ld e r .  Under the co n tro l  of the s a m e  indiv idual, 
D etro it ’ s  Bank of the C om m onw ealth , with to ta l  a s s e t s  o f $1. 26 b il l ion , w ould have 
failed  in 1972 fo r  the s a m e  r e a s o n s ,  had the F D IC  not p ro v id e d  a s s i s t a n c e  in the 
form  of a  $35. 5 m il l io n  in fusion  of c a p ita l .  And, s ig n i f ic a n t ly ,  in our m o s t  re c e n t  
fa i lu re  of a  r e a l t iv e ly  l a r g e  in stitu tion , the $105. 9 m il l io n  a s s e t  N orth ern  Ohio 
Bank, s e l f - d e a l in g  h as  a g a in  been  identif ied  a s  an im p o rtan t  c a u s e  of f a i lu r e .

Standing a lon e , ev id en ce  that in s id e r  t r a n s a c t io n s  a r e  a  p r im a r y  fa c to r  in f a i le d  and
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problem  banks would in d ica te  the need for  s p e c ia l  sc ru t in y  of su ch  t r a n s a c t io n s  by 
boards of d i r e c t o r s  and fo r  innovation in the a g e n c ie s ’ ap p ro ac h  to the a b u s e s  of 
se lf-d ea lin g . C a u se  fo r  co n cern  d o es  not end h e re ,  how ever. The co n seq u en ce  
of se l f - d e a l in g  in healthy  banks i s  s im i l a r ly  p e rn ic io u s .

Although I know of no study or s u r v e y  ind icating  the extent o f " s e l f - s e r v i n g "  t r a n s 
actions, I do know, f r o m  m y  e x p e r ie n c e s  in FD IC , that the potential fo r  a b u se  i s  
large  and that a c tu a l  a b u se ,  w hile  not p e r v a s iv e ,  i s  m o r e  w id e sp r e a d  than I, a s  a 
banker, had im ag in ed . E x am in at io n  and p r o b le m  bank r e p o r t s  r e v e a l  that a l l  too 
often co n tro l  g ro u p s  v iew  the co n tro l le d  bank a s  a  p r iv a te  m o n e y -m ach in e  g e a r e d  
to o p e ra te  at  th e ir  p le a s u r e .  A s  a  r e s u l t ,  our B o a rd  h as  taken c o r r e c t iv e  ac tion  
in recen t  m onths in a num ber o f c a s e s  involving " s w e e th e a r t "  l e a s e s ,  p r e m iu m s  
paid or  d isc o u n ts  m a d e  in the p u r c h a s e  or  s a l e  of a s s e t s ,  and exo rb itan t  fe e s  fo r  
m anagem ent co n su lt in g  or a tto rn ey  f e e s .

The h a r m  w hich flow s f r o m  su ch  t r a n s a c t io n s  should not be ignored . When an in s id e r ,  
whether an ind iv idual,  a  con tro l  group , or a  holding com pany, r e c e iv e s  econ om ic  
benefit o ver  and ab ove  that which a  n o n - in s id e r  would h ave  re c e iv e d  in an a r m ' s  
length m a r k e t  t r a n sa c t io n ,  a  bank i s  n e c e s s a r i l y  a d v e r s e ly  a ffec ted . T his  i s  true , 
even if  the in s id e r  h as  no c o n sc io u s  intention to m ilk  h is  bank. T his  c o s t  o r  l o s s  
is borne by n on -b enefitin g  s h a r e h o ld e r s  and s e r v e s  to deplete  the b a n k 's  c a p ita l  
accounts.

A ccord ingly , any t r a n s a c t io n  betw een  an in s id e r  or  h is  in te r e s t s  and a  bank which 
is s ig n if ic a n t ly  m o r e  fa v o r a b le  to the in s id e r  than a  c o m p a ra b le  t r a n sa c t io n  with a 
non -in sider  and i s  d e t r im e n ta l  to the bank, i s  not a  sound banking p r a c t i c e  and 
should, within the l im i t s  of our r e s o u r c e s ,  be the su b je c t  of f i r m  s u p e r v i s o r y  
action. To follow  any other p o l icy  i s  to a llow  banks to su b s id iz e  the non-banking 
financial a c t iv ity  o f  p r e f e r r e d  i n s id e r s  a t  the u l t im a te  exp en se  of m in o r ity  or non- 
in te re sted  s h a r e h o ld e r s  and, in the c a s e  o f  bank f a i lu r e ,  a t  the e x p e n se  of m any 
c re d ito r s  and d e p o s i to r s  a s  w e ll.

Although it i s  d if f ic u lt  to e v a lu a te  i t s  im p a c t ,  a  seco n d  co n seq u en ce  flow s f r o m  
allowing a b a n k 's  f id u c ia r ie s  to ex em p t  th e m s e lv e s  f r o m  the d i s c ip l in e  of the m a r k e t .  
Not only a r e  a  b a n k 's  a s s e t s  often  w a s te d ,  but the a l lo c a t io n  of a  c o m m u n ity 's  
r e s o u r c e s  a s  r e p r e s e n te d  by the b a n k 's  d e p o s i t s  can  be m is a l lo c a te d  or a l lo c a te d  
ir ra t io n a l ly .  The co n stru c t io n  and o p era t io n  of the W estg a te  P l a z a  H otel in San  
Diego, s a id  by m an y  to be one of the f in e s t  h o te ls  in the w orld , i s  i l lu s t r a t iv e .
Capital c o s t s  p e r  ro o m  have been  e s t im a te d  at m o r e  than $100, 000 and the o p era t io n  
was l a v i s h  to s a y  the l e a s t .  It i s ,  I a s s u r e  you, a  v e ry  fine hotel. It w a s ,  h ow ever , 
not a sound b u s in e s s  e n t e r p r i s e ,  and it i s  h igh ly  doubtful that it w ould have been  
built o r  run  a s  it w a s  if U SN B and o th er e n t e r p r i s e s  r e la te d  to the in t e r e s t s  o f  the 
dominant sh a re h o ld e r  had not stood  re a d y  to, and did, su b s id iz e  the o p e ra t io n  of 
the hotel.

C o m m e rc ia l  b an k s  a r e  c h a r te r e d  to s e r v e  a  s p e c i f ic  banking  function in the econom y. 
They a r e  not c h a r te r e d  to p ro v id e  p r e fe r e n t i a l  t r e a tm e n t  to in s id e r s  so  that they can 
advance th e ir  own o r  o ther b u s in e s s  in t e r e s t s .  In the co m p etit iv e  f r e e  e n t e r p r i s e  
sy s tem , p ro f i t  and c o m p e n sa t io n  should  flow to b a n k e r s  a s  a r e s u l t  of th e ir  e f fe c t iv e ly
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carrying on the b u s in e s s  o f banking and not f r o m  th e ir  u s e  o f the in stitu tion  to gain 
economic ad v a n tag e  which could not be gained' independently .

Two g e n e r a l  a p p r o a c h e s  m igh t  be  taken  by the banking a g e n c ie s  to cu rb  a b u se  in th is  
area . On one hand, in s id e r  t r a n s a c t io n s  of a c e r ta in  kind o r  m agn itu d e  m igh t  be 
forbidden or s ig n if ic a n t ly  l im ite d .  T his  i s  e s s e n t i a l ly  the a p p ro a c h  which the F e d e r a l  
Home L oan  Bank B o a rd  h as  adopted  in i ts  p ro p o se d  co n flic t  of in t e r e s t  r e g u la t io n s .  
This would not only e l im in a te  the in s i d e r ' s  ad van tage  v i s - a - v i s  the pub lic ,  but a l s o  
place h im  a t  a  d isa d v a n ta g e .  The secon d  ap p ro a c h  would s e e k  to in su r e  that in s id e r s  
derive no ben efit  not a v a i la b le  to n o n - in s id e r s .  In e s s e n c e ,  th is  i s  the a p p ro ac h  
p resen tly  fo llow ed  at the F D IC ; and it  i s  the one which I fa v o r .

L a st  s u m m e r ,  the C o m p t r o l le r ' s  o ff ice  i s s u e d  fo r  com m en t a  p ro p o se d  re g u la t io n  
aimed at  u n co v e r in g  a b u s e s  in th is  a r e a .  G e n e ra l ly ,  the re g u la t io n  r e q u ir e d  a l l  
national bank d i r e c t o r s  and p r in c ip a l  o f f i c e r s  to k eep  on f i le  at the bank a w ritten  
statem ent of th e ir  o u ts id e  b u s in e s s  in t e r e s t s  and of any ex ten s io n  o f  c r e d i t  o r  other 
t ran sac t ion  betw een th o se  i n t e r e s t s  and the bank. A fte r  re c e iv in g  e x te n s iv e  co m m en t 
with r e s p e c t  to the re g u la t io n ,  the C o m p tro l le r  r e v i s e d  the re g u la t io n  so m ew h at and 
made it  e f fe c t iv e  a s  of M a rc h  15, 1975.

It s e e m s  to m e  that w e should  take  a so m ew h at b r o a d e r  a p p ro a c h  than that of the 
C o m ptro lle r .  F i r s t  of a l l ,  I w ould r e q u ir e  that in s id e r  t r a n s a c t io n s  which a r e  of 
s ign ificant s i z e  and n on -rou tin e  n a tu re  be a p p ro v e d  by the b a n k 's  b o a rd  o f d i r e c t o r s  
and that su ch  vote  be r e c o r d e d  in the b o a r d 's  m in u te s .  Second , it  should be m a d e  
plain through  re g u la t io n  that any t r a n sa c t io n  betw een an in s id e r  o r  h is  in t e r e s t s  
which, tak ing  into accou n t a l l  r e le v a n t  econom ic  c i r c u m s t a n c e s ,  i s  m o r e  fa v o r a b le  
to the in s id e r  than a c o m p a r a b le  t r a n sa c t io n  with a  n o n - in s id e r  i s  an "u n s a fe  or 
unsound" banking p r a c t i c e  within the m ean in g  of S ec tio n  8 o f the F e d e r a l  D ep o sit  
Insurance A ct. The s ta te m e n t  of such  a s ta n d a rd  in re g u la t io n s  having the fo r c e  
of law w ould, it  s e e m s  to m e ,  p ro v id e  bank b o a r d s  with a c le a r  b e n ch m a rk  and 
incentive fo r  c a r e fu l ly  c o n s id e r in g  in s id e r  t r a n s a c t io n s  and r e je c t in g  th o se  which 
are  u n fa ir  to the bank.

At this ju n c tu re ,  I should e m p h a s iz e  that such  a  s ta n d a rd  w ould  not c o n s i s t  of a 
m ech an is t ic  t e s t  fo c u s in g  only on the t e r m s  of the t r a n sa c t io n .  R a th e r  the t e s t  
should be w hether the t r a n s a c t io n  b e a r s  the e a r m a r k s  of an a r m ' s  length  b a r g a in  
in light o f  a l l  the su rro u n d in g  c i r c u m s t a n c e s .  In m an y  c a s e s ,  a p p a re n t ly  p r e fe r e n t ia l  
t e rm s ,  such  a s  lo w er  in t e r e s t  r a t e s ,  can  be ju s t i f i e d  by c i r c u m s ta n c e s  not a p p e a r in g  
on the f a c e  of the loan  a g r e e m e n t .  W here that i s  the c a s e  and th e re  i s  no d e tr im e n t  
to the bank, an in s id e r  t r a n s a c t io n  i s  not o b je c t io n ab le  and should not be the fo cu s  
of r e g u la to r y  co n cern  or ac tion .

The FD IC  p r e s e n t ly  t a k e s  c o r r e c t iv e  ac t io n  when o v e r r e a c h in g  i s  d i s c o v e r e d  in 
review  o f an ap p lic a t io n  fo r  b ra n c h  a p p ro v a l ,  d e p o s it  in su r a n c e  o r  one of the other 
app licat ion s which the B o a rd  m u s t  s c r u t in iz e .  With a l l  in s id e r  t r a n s a c t io n s  
d i sc lo se d  to s u p e r v i s o r y  p e r so n n e l ,  th is  p o l ic y  w ould be a p p lie d  m o r e  s y s t e m a t ic a l ly .  
Where v o lu n tary  c o m p lia n c e  with the s ta n d a rd  em b o d ied  in the re g u la t io n  i s  not 
forthcom ing, a c e a s e  and d e s i s t  o r d e r  under S e c t io n  8(b) of the C o r p o r a t io n 's  A ct  
is an e f fe c t iv e  v e h ic le  fo r  e n fo rce m e n t .  M o r e o v e r ,  the e x i s te n c e  of a  s t a n d a r d  of
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conduct sp e l le d  out in the re g u la t io n s  m igh t  f a c i l i t a te  r e c o v e r y  in a d e r iv a t iv e  ac tion  
where an in s id e r  v io la te s  h is  f id u c ia r y  duty tb the bank or w h ere  a b a n k 's  b o a rd  does  
not ad equate ly  p o l ic e  the c o n f l ic t s  of in t e r e s t  which a r e  in ev itab le  in the banking 
business.

I must ad m it  that the q u e st io n  of d i s c lo s u r e  and re p o r t in g  r e q u ir e m e n ts  i s  a  d if f ic u lt  . 
one for m e  a s  a  f o r m e r  b a n k er .  The p r iv a c y  of in d iv id u a ls  and the n eed  to avo id  
costly and t im e -c o n su m in g  re p o r t in g  p r o c e d u r e s  m u s t  be b a lan ce d  with the 
dem onstrated  need  to cu rb  a b u se  by in s id e r s  in th is  a r e a .  G re a t  c a r e  should be 
taken to avo id  c re a t io n  of a  c o m p le x  se t  o f  d i s c lo s u r e  p r o c e d u r e s  which b e c o m e  an 
end in t h e m s e lv e s  and do l i t t le  to ad van ce  the u lt im a te  end of the r e q u ir e m e n t .  On 
the other hand, the n atu re  and s e r i o u s n e s s  o f  the p ro b le m  n e c e s s a r i l y  r e q u ir e  a 
certain am ount of d i s c l o s u r e  and re p o r t in g .

As I have in d ica ted , the C o m p t r o l le r ' s  re g u la t io n  s e e k s  to atta in  th is  b a la n c e  through 
requiring c e r ta in  in s id e r s  to d i s c l o s e  th e se  in t e r e s t s  and any s ig n i f ic a n t  t r a n s a c t io n s  
with the bank. I w ould r e q u ir e  that in s id e r s  g ive  n otice  to the b a n k 's  b o a rd  su ff ic ie n t ly  
far in ad van ce  o f  the t r a n s a c t io n  to a llow  the b o a rd  to g ive  it  due c o n s id e ra t io n .  In 
addition, I w ould r e q u ir e  that b o a rd  a p p ro v a l  of in s id e r  t r a n s a c t io n s  be  su p p orted  
by in form ation  r e c o r d e d  in the m in u te s  d e m o n str a t in g  the f a i r n e s s  o f  the t r a n s a c t io n  
and that su ch  in fo rm atio n  be  r e a d i ly  a v a i la b le  to e x a m in e r  p e r so n n e l .  A lso ,  I would 
seek to b r in g  dom inant and su b s ta n t ia l  s h a r e h o ld e r s  within the sc o p e  of the re g u la t io n .
To in su re  a c c u r a t e  and c o m p le te  d i s c l o s u r e  the a g e n c ie s  m u s t  d e m o n s tr a te  the c le a r c u t  
intention to im p o se  c r im in a l  and c iv i l  sa n c t io n s  when the r e q u ir e m e n ts  a r e  not c o m p lied  
with. -

Ultimately, h ow ever , the m o s t  e f fe c t iv e  ch eck  on a b u se  by in s id e r s  i s  a b o a rd  of 
d irectors  with su ff ic ie n t  in fo rm atio n , in q u is i t iv e n e s s ,  and independence  to sc r u t in iz e  
c r it ica lly  and p a s s  upon a  b a n k 's  d e a l in g s  with in s id e r s  and th e ir  in t e r e s t s .  While 
judicial p ro n o u n cem en ts  r e g a r d in g  d i r e c t o r ' s  r e s p o n s ib i l i t i e s  and l i a b i l i t i e s ,  such  
as m y e a r l i e r  quotation  f r o m  S o c ie ty  v. U nderw ood , do not d e s c r ib e  a  m o d e  of 
conduct w hich w il l  app ly  to a l l  c i r c u m s t a n c e s ,  it i s  p o s s ib le ,  I b e l ie v e ,  to a r t i c u la t e  
certain  g u id e l in e s  which co n st itu te  r e a s o n a b le  d i l ig e n c e  and good fa ith  in the t re a tm e n t  
of in s id er  t r a n s a c t io n s .

F ir s t ,  a  d i r e c to r  should  in s i s t  that he have  ad eq u ate  in fo rm atio n  to e v a lu a te  the 
soundness of the b a n k 's  d e a l in g s  with i n s id e r s .  W hether s u p e r v i s o r y  a u th o r it ie s  
require  it  or not, it  s e e m s  to m e  that the b a n k 's  b o a rd  should:

(1) R e q u ire  the re p o r t in g  of s ig n i f ic a n t  i n t e r e s t s  of d i r e c t o r s ,  o f f i c e r s ,  
o th er k ey  e m p lo y e e s  and su b s ta n t ia l  s h a r e h o ld e r s  who a r e  not m e m o e r s  
o f  the b o a rd ;

(2) R e q u ir e  the r e p o r t in g  o f s ig n if ic a n t  t r a n s a c t io n s  between such  ind iv id u a ls  
and the bank, including su ff ic ie n t  in fo rm atio n  on which to b a s e  an  independent 
ju d g m en t  with r e s p e c t  to the f a i r n e s s  o f the t r a n sa c t io n  v i s - a - v i s  the bank; and

(3) R e q u ir e  b o a r d  a p p ro v a l  of su b s ta n t ia l  in s id e r  t r a n s a c t io n s  and the 
e s t a b l i sh m e n t  of p r o c e d u r e s  to in s u r e  the p r o p e r  t re a tm e n t  o f th o se  for  
w hich a p p ro v a l  i s  not r e q u ir e d .Digitized for FRASER 
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Second, in a s s e s s i n g  a t r a n s a c t io n  betw een a  bank and an i n s i d e r ,  each  d i r e c to r  
should s a t i s f y  h im s e l f  that the t r a n sa c t io n  i s  a  f a i r  one and fluat the in s id e r  h as  not 
derived b en efit  at  the b ank ’ s e x p e n se  by v ir tu e  of h is  r e la t io n s h ip  to the bank. In 
making th is  ju d gm en t,  it  i s  w e ll  to r e c a l l  the s ta te m e n t  of th e  S u p re m e  C ourt in the 
case of P e p p e r  v. L it to n . The C ourt  s ta ted :

A d i r e c to r  i s  a  f id u c ia r y  . . . .  So i s  a  dom inant or c o n tro l l in g  s tock h o ld er  
o r  g ro u p  of s to c k h o ld e r s  . . . .  T h e ir  p o w e rs  a r e  p o w e r s  in t r u s t  . . . »
T h e ir  d e a l in g s  with the c o rp o ra t io n  a r e  su b je c te d  to ffcw s a m e  r ig o r o u s  
sc ru t in y  and w h ere  any o f th e ir  co n tac ts  o r  e n g a g e m e n ts  with the c o rp o ra t io n  
i s  ch a llen ged  the bu rden  i s  on the d ir e c to r  or s to c k h o ld e r  not only to p ro v e  
the good fa ith  o f  the t r a n s a c t io n  but a l s o  to show its  in h e re n t  f a i r n e s s  f r o m  
the v iew point of the c o rp o ra t io n  and th o se  in te r e s te d  th e re in .  . . . The 

- ’ e s s e n c e  of the t e s t  i s  w hether or not under a l l  c i r c u m s t a n c e s  thé t r a n s 
ac t io n  c a r r i e s  the e a r m a r k s  of an a r m ’ s length b a r g a in .

I am a w a r e  that p r e fe r e n t i a l  c r e d i t  t e r m s  or  a  p r e m iu m  p a id  fo r  a s s e t s  a r e  often  
viewed a s  a  m e a n s  .of su pp lem en tin g  the co m p e n sa t io n  of an  i n s id e r  or  a s  one of the 
benefits of a s s o c ia t io n  with a bank. H ow ever, the s ta n d a rd  t o  be ap p lied  should  be 
that of the m a r k e t  and, w h ere  the p a r ty  on the other s id e  of ai d e a l  i s  an in s id e r ,  a  
d irector should  take  s p e c ia l  c a r e  to s a t i s f y  h im s e l f  that the t e r m s  and conditions of 
the t r a n s a c t io n s  a r e  a t  l e a s t  a s  f a v o r a b le  to the bank a s  they w ould  have been had 
the deal been  n ego tia ted  with a n o n - in s id e r .  A pp licat ion  of a. l e s s  r ig o r o u s  s ta n d a rd  
is, in e f fec t ,  to allow  a w a st in g  of bank a s s e t s .

It is  im p o rtan t  to e m p h a s iz e  the n e c e s s i t y  of each  b o a rd  m e m b e r ’ s e x e r c i s in g  and 
e x p re ss in g  h is  own independent judgm en t. W henever a bank d i r e c t o r  functions a s  a 
rubber s ta m p  fo r  m a n a g e m e n t  or con tro ll in g  i n t e r e s t s ,  o r  m e r e l y  g o e s  a long  with 
the m a jo r i t y  a s  a  r e s u l t  of r e t ic e n c e  or  ig n o ra n c e ,  he h as  c e a s e d  to s e r v e  h is  
institutional function and h as  th ereb y  a b d ic a te d  h is  le g a l  r e s p o n s ib i l i ty .  It h as  been 
said and I a g r e e  that th e re  a r e  t im e s  when a " d i r e c t o r  sh o u ld  r i s k  h is  p o s it io n  to the 
extent o f b r in k m a n sh ip  if  he i s  to con tr ibu te  to the w e l fa r e  o f  the bank and to d i s c h a r g e  
his t r u s t .  "  W here d e a l in g s  betw een a bank and in s id e r s  a r e  in v o lved , the need for  
such independence  i s  com pounded. It i s  w e ll  to r e c a l l  that a  co m m o n  e lem en t  in 
many m a jo r  bank f a i lu r e s  of r e c e n t  y e a r s  h a s  been a s in g le  in d iv id u a l  who dom inated  
his b o a rd .

The im p o r ta n c e  of th is  f a c to r  i s  d r a m a t ic a l ly  r e f l e c t e d  in th e  w o r d s  of a  d i r e c t o r  of 
the r e c e n t ly  fa i le d  N orth ern  Ohio B ank  who i s  r e p o r te d  to h a v e  sa id :

M o s t  of u s ,  including  m y s e l f ,  functioned a s  a  r u b b e r - s t a m p  b o a rd  ap p ro v in g  
a l l  d e c i s io n s  m a d e  by m a n a g e m e n t  and re w a rd in g  m a n a g e m e n t  with s a l a r y  
i n c r e a s e s  . . . fo r  what we w e re  led  to b e l ie v e  w a s  an  outstan ding  p e r fo r m a n c e  
in guid ing u s  to f a s t  in c r e a s in g  e a r n in g s  and a s s e t s .

It s e e m s  to m e  that th is  d e s c r ip t io n  of w hat i s  a p p r o p r ia t e  im the se l f - d e a l in g  context 
su g g e s t s  the b a s i c  e le m e n ts  of what m u s t  be ex p ected  o f b o a r d s  o f d i r e c t o r s  g e n e ra l ly .  
In s u m m a r y ----
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___ A d i r e c t o r  should  i n s i s t  upon su ff ic ie n t  in fo rm atio n  to m a k e  a c o n s id e re d
d e c is io n ;  m o r e o v e r ,  he should s a t i s f y  h im s e l f  that the bank ’ s in fo rm atio n  
and d e c i s io n - m a k in g  s y s t e m s  p ro v id e  h im  an a c c u r a t e  p ic tu r e  o f w hat i s  
going on in the in stitu tion .

___ A d i r e c to r  should  a n a ly z e  an d  q u e st io n  c r i t i c a l ly  the in fo rm atio n  p ro v id e d
until  s a t i s f i e d  that a  given  t r a n s a c t io n  o r  p o licy  i s  in the b a n k 's  b e s t  
in t e r e s t  and c o n st i tu te s  a  s a fe  and sound banking p r a c t ic e .

___ A d i r e c to r  should  e x e r c i s e  and e x p r e s s  independent ju d gm en t, not
fe a r in g  to go on r e c o r d  a s  a  d i s s e n t e r .

___ And, of c o u r s e ,  the r e q u ir e m e n t  of good fa ith  dem an ds a  d i r e c to r
r e s p e c t  h is  f id u c ia r y  duty in h is  own d e a lin g s  with the bank, e x e r c i s in g  
e x t r e m e  caution  and r e s o lv in g  c lo s e  q u e s t io n s  in the b an k ’ s f a v o r .

These p r in c ip le s  a r e  a p p l ic a b le  w hether a  d i r e c to r  i s  rev iew in g  a  t r a n s a c t io n  betw een 
the bank and i t s  dom inant s to c k h o ld e r ,  d ec id in g  w hether the opening of a  new b ran c h  
is w arra n ted  or com in g  to g r ip s  with h is  b a n k ’ s en try  into in tern ation al m a r k e t s .  By 
applying them , a  d i r e c to r  p r o te c t s  h im s e l f  f r o m  po ten tia l  l ia b il i ty  and, m o r e  im p o rtan t ,  
sa t is f ie s  h is  o b ligat ion  to the public  which r e l i e s  on the so u n d n ess  and in te g r i ty  of 
his institution . The f a i lu r e  and d i f f ic u lt ie s  o f a  few l a r g e  f in a n c ia l  in s t itu t io n s  in 
recent y e a r s  o ffe r  i l lu s t r a t io n s  of w hat can  o c c u r  when they a r e  not ap p lied .

In conclusion , I w il l  s t a te  p la in ly  w hat i s  im p l ic i t  in th e se  r e m a r k s .  I a m  w e ll  a w a r e  
that the p r in c ip le s  I have outlined  a r e  not new and have been  the su b je c t  of l i t e r a l ly  
hundreds of s i m i l a r  a r t i c l e s  and s p e e c h e s .  Yet, w hile  g iv ing lip  s e r v i c e  to th e se  
standards, m an y  b an k s  and bank, d i r e c t o r s  do s u b s c r ib e  in p r a c t i c e  to the theory  
that the b o a r d  i s  m a d e  up o f h on ored  c i t iz e n s  w h o se  p r in c ip a l  duty i s  to ru b b e r  s ta m p  
approval of the ac t io n s  of m a n a g e m e n t .  In s im p le r  and m o r e  s t a b le  t im e s ,  the c o s t s  
of this a p p ro a c h  m igh t  have been  a c c e p ta b le .  The f a i lu r e  o f U. S. N ation al Bank a lon e  
certainly in d ic a te s  that it  i s  no lo n g er  a c c e p ta b le .  The public  h as  a  r ig h t  to ex p ect  
that bank d i r e c t o r s  take  s e r io u s ly  th e ir  f id u c ia r y  d u t ie s .  A c c o rd in g ly ,  it s e e m s  to 
me that the banking a g e n c ie s  and in d u stry  a s s o c i a t io n s  m u s t  c o n s id e r  s e r io u s ly  what 
more can be done to in s u r e  c o m p lia n c e  with s t a n d a r d s  w hich a r e  g e n e ra l ly  a g r e e d  upon.

Because  w e a t  the F D IC  a r e  a c t iv e ly  c o n s id e r in g  th e se  i s s u e s ,  I w ould g r e a t ly  
apprec ia te  your thoughts on the su b je c t .  I thank you fo r  inviting m e  to s h a r e  m y 
thoughts with you.
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