
Early enactment by the Congress of several sections of the Banking 

Reform Act of 1971 was urged today by Irvine H. Sprague, Director of the

Federal Deposit Insurance Corporation.

Sprague was speaking before the Independent Bankers Association

of America at their 41st annual convention in Minneapolis.

Pointing to the recent upsurge of bank closings, Sprague analyzed 

the 21 most recent cases in detail and observed that brokered deposits, 

self-serving loans, or a combination of the two, was the primary cause in

most instances.
Sprague suggested the Congress act quickly to outlaw the brokering 

practice and to provide the regulatory agencies with stronger cease and

desist powers to combat self-dealing.

He also endorsed legislation to reduce interlocking directorships 

and suggested the Congress examine 100% insurance of public funds, loans 

on bank stocks, and the prohibition of equity kickers.
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When your President, Rod Parsch, was in Washington for the 

Independent Bankers Annual Regulatory Agency visit in January, he asked 

me to visit with you today at your 41st annual meeting.

I accepted with pleasure.

Of all the bank organizations, yours most closely matches the 

regulatory jurisdiction of the FDIC.

Of the 14,178 banks now operating, 7,934 are under our 

supervision as insured state nonmember banks, and I understand that a 

vast majority of your members fall in that category.

Today I'd like to discuss with you the outlook for new banking 

legislation-- and the reasons why we can expect such legislation.

Nineteen seventy was the year of the One Bank Holding Company 

Bill and it was triggered by the rush of most big banks into holding 

companies. The highest level of interest rates in 100 years made the 

Congress receptive to banking control legislation.

Nineteen seventy-one is the year of the Banking Reform Act 

and it has been triggered by the biggest surge of bank closings since 

World War II and a growing concern about economic concentration. The 

Penn Central bankruptcy, as well as the bank closings, has put the Congress 

in a receptive mood to again consider banking control legislation.

The opening forum will be the House Banking Committee and we 

expect hearings to begin in April after the Easter recess. The final 

product probably will not emerge from the Congress until next year.
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My hope is that a bill will be enacted to, at a minimum: (a) ban 

outright brokered funds, with the penalties covering both brokers and bankers 

and (b) strengthen cease and desist authority to enable regulators to move 

quickly and effectively against excessive self-dealing and other unsafe and 

unsound banking practices.

The FDIC will testify in support of both of these provisions 

when the hearings open on H.R. 5700.

The Corporation has not yet reached a definitive position, but 

we are very interested and looking closely at such issues as: (a) 100L  

insurance of public funds; (b) interlocking relationships; (c) equity 

kickers; (d) conflict of interest situations; and (e) bank stock loans.

I will discuss these areas today.

Other provisions of H.R. 5700 relate to premiums, about which 

I find it difficult to get excited either way, and in the trust area, 

which may well prove to be the basic thrust of the legislation that emerges 

from the Congress.

I will reserve comment on the trust sections of the legislation 

to a later date.

Only a minuscule percentage of bankers are involved in the abuses 

that get the headlines and the vast majority should, and 1 imagine will, 

welcome controls to curb the few.

At the outset, I suggest you repudiate the ploy of opposing 

any legislation at all until the results of the President s Commission 

on Financial Institutions have been received. This tactic was attempted 

but proved to be transparent and futile in the One Bank Holding Company 

Bill fight.
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It is just not reasonable to expect members of Congress to set 

aside pressing matters for an entire year to await recommendations of a 

Commission from which they have been systematically excluded and for 

which they have been asked neither authorization nor appropriation.

Now, for the background on why I believe there will be banking 

reform legislation in this Congress. It goes to the bank closing statistics.

Since the inception of the Corporation June 16, 1933, there 

have been 492 insured closed banks with 1.7 million depositors and just 

over $1 billion in deposits. 99.7% of the depositors have recovered full 

payment of their deposits.

Most of the closed banks came in the early years of the 

Corporation during the shakedown period of the 1930's. For the ten-year 

period 1959-68 there were only 37 cases. In 1962 there were no insured 

bank closings---the only such free year. The trend has accelerated recently.

The question "Why did the bank close?" is a particularly 

appropriate question in the year 1971.

In January we had the largest payoff to insured depositors in

the 37-year history of the Corporation-- $50 million to depositors of the

Sharpstown State Bank in Houston. In February, just 17 days later, we 

had the largest financial assistance transaction in the history of the

Corporation-- a $103 million loan to assist formation of a new bank to

replace the Birmingham Bloomfield Bank near Detroit.

You may be surprised to know that the statistics show the 

stereotype of a closed bank is not operative in the 1970 s.
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It is not only the small, rural institution; it can be the 

larger city institutions if prudent management policies are abandoned 

and if owners, directors and stockholders do not take any active concerned 

interest in their bank.

The problem of closed banks was brought to me abruptly.

On September 27, 1968, I went to the Supreme Court to be sworn in, 

passed by the White House to pay my respects to the President, and reported 

for duty about 3 p.m.

At four o'clock we had a special board meeting to vote funds to 

render assistance to a closed bank at Tonkawa, Oklahoma.

Of course, most of the problem banks never get to the point 

of closing. We're in the business of keeping banks operating if at all 

possible.
New capital, new ownership, new policies are usually worked out 

when a problem bank is identified. This is an area of great cooperation 

with the State banking authorities, the Federal Reserve and the Comptroller.

As my friend Bill Camp likes to say: "I don't worry about a

bank once it gets on the problem list."

What he means is that if trouble is identified early enough 

something usually, but not always, can be worked out to avoid a closing.

So why does a bank close? Let's look at the record.

During the two-and-a-half years of my term, there have been 

21 closings: one noninsured institution, four national banks, fourteen 

state nonmember banks, and two state member banks.
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These closed banks ranged in size from a $400,000 noninsured 

bank in Georgia to a $113 million asset institution in Michigan. There 

was one closing late in 1968, nine in 1969, eight in 1970 and three to 

date in 1971.

I have analyzed these 21 banks (̂ nd have personally visited

most of them) to find correlation, if any, to the following factors:

(1) Unusual practices, such as brokering and self-dealing

(2) Profile of management

(3) States involved

(4) State law as it relates to branching

(5) State supervision

(6) Size of banks

(7) Age of the bank

(8) Size of the community

(9) Relationship to the economy

I will give you the rough results today. Not necessarily 

conclusive or even a scholarly approach, but they do give some indication 

of the nature of the problem.

UNUSUAL PRACTICES

Brokering of deposits and self-serving loans by management 

hold clear leads in the proximate cause of these bank closings. Although 

it is impossible to assign a single cause for a closing and multiple 

factors usually are at work, the principle reason usually is clear:
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Summary

6 - Brokered deposits coupled with poor quality out-of-territory loans

3 - Brokered deposits coupled with poor quality self-serving loans 

8 - Self-serving loans to bank owners or management

4 - Outright theft

A similar study of closings since World War II I suspect would 

show a larger proportion of embezzlements, and if you go back to the 1930 s 

the failing economy was the prime factor.

MANAGEMENT PROFILE

The following management profiles are of the individuals who 

exercised actual control of the closed banks regardless of title.

All are married, and all but four fall within the age range 

of 38 to 55. Ten had exercised control of the bank three or less years, 

while in the other range, the responsible party had been in charge 27,

21, 19 and 19 years. This shows that while there is a high incidence of 

problems shortly after control changes, a considerable portion of the 

problems surfaced in banks where the responsible party had been in 

control long periods.

As of this writing, ten of the responsible parties had been 

indicted and three of these convicted.

Summary

AGE
Over 60 

4
Under 40 

2
41 - 55 

15

Over 10 
7

3 or Less 
10

4 - 9

YRS. IN CHARGE 4

TITLE
President

13
Other

8
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STATES INVOLVED

With the noticeable exception of Texas, there is no clear 

pattern of bank failures by state. Six of the closings were in Texas 

and three in Michigan and two each in Kentucky and Illinois. Eight 

other states had a single closing during the period covered.

Summary

6 Texas 

3 Michigan 

2 Kentucky 

2 Illinois 

1 Colorado 

1 Georgia

1 Iowa 

1 Missouri 

1 New Jersey 

1 Oklahoma 

1 Pennsylvania 

1 Utah

STATE BRANCHING LAWS

The closings are rare in full branching states where mergers 

are often arranged for failing banks. Eleven of the closings were in 

non-branching states and seven occurred where there was restricted branching, 

i.e., branching allowed within narrow geographical limits, two where limited 

branching, i.e., over an area of several counties, is allowed and only one 

where state-wide branching is allowed.

Summary

11 - Non-branching 

7 - Restricted branching 

2 - Limited branching

1 - Full branching
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STATE SUPERVISORS

The FDIC does not rate or evaluate State Supervisors and any

comment in this area would be out of place.

However, it is a fact that there is a revolving door syndrome 

amongst State Supervisors. Seven changes have occurred already this year.

There were 14 changes last year, and 12 the year before.

In addition to the short tenure of bank supervisors, most of the 

state departments are under-staffed and under-paid. Bill Culley, President 

of the Conference of State Bank Supervisors, has been speaking quite 

eloquently of the absolute necessity of providing more stability and 

quality in the state banking departments.

One conclusion seems quite clear to me: While efforts at self- 

improvement by the states should be encouraged, it would be sheer folly 

to adopt recommendations of the Conference of State Bank Supervisors that 

the FDIC accept examination reports from the states.

Another recommendation of the CSBS to give to the states and to 

the Comptroller authority over consolidations and mergers, while attacking 

the problem of differences in application of the bank merger statutes among 

the regulatory agencies,seems clearly to be the wrong answer. Chairman Wille 

discussed this issue just last week and I recommend his speech as required 

reading for anyone interested in the merger area.

Comment on other recommendations of the State Supervisors relating 

to regulatory restructuring would better wait a later day.

SIZE OF BANKS

Last year we had a group of economics and banking professors 

at the Corporation for lunch and during the discussion some were adamant in 

their position that "big banks are never allowed to close." By their definition, 

anything over $10 million in deposits would be beyond the small category.
8
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Their attitude caught my interest so I checked our records and 

it certainly is true that most of the insured banks that have failed since 

the Corporation started in 1933 were small. In fact, a surprising number 

were in the $1 million or less category, but there have been some larger 

closings too.

Of the 17 failed banks over the $10 million deposit cutoff 

figure, none occurred in the early years. There were a total of just eight 

in the 30's, 40's, and 50's, five in the 60's, two in 1970 and two to date 

this year.

RECENT CLOSINGS 
(Deposit Size)

Over 50 million 2
15 to 50 million 1
10 to 15 million 2
5 to 10 million 6
1 to 5 million 9
Under 1 million 1

THE TEN LARGEST

ASSETS DEPOSITS STATE YEAR

$113 $ 58 Michigan 1971
110 93 Michigan 1966
82 67 Texas 1971
54 49 New Jersey 1939
54 40 California 1965
53 48 New York 1940
37 33 New York 1940
36 29 Pennsylvania 1940
31 22 New Jersey 1939
26 24 New Jersey 1939
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AGE OF BANK

The recently closed banking institutions ranged in corporate

age from two to 81 years and there is no pattern that

relationship of age to bank closings.

YEARS NUMBER

0 - 10 3
10 - 20 3
20 - 30 -

30 - 40 3
40 - 50 3
50 - 60 2
60 - 70 6
70 - 80 -
80 - 90 1

SIZE OF COMMUNITY

The small rural community remains the most likely spot for a bank

failure but recent events show this no longer to be the exclusive pattern.

4 - Metropolitan 
2 - Town (5,000 to 15,000)
7 - Rural (over 1,000)
8 - Rural (under 1,000)

RELATIONSHIP TO THE ECONOMY

In the recession periods that started in 1948, 1953, 1957, and 

1960 there appears to be no correlation between the state of the economy 

and the bank closings. During these four recession periods there were a 

total of ten bank closings and 16 closed within one year after the recession 

was declared ended. These figures are well within the range of average 

closings.
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The picture is not so clear in the 1969-70-71 recession; for 

one thing the economic community has not yet zeroed in on the beginning 

date of the recession, nor have they declared it ended. Furthermore, 

this period had the unusual combination of both high inflation and high 

unemployment not found in earlier recessions.

What significance this has is as yet unclear, but we do know 

that nine banks were closed in 1969 and eight in 1970; figures far above 

the 3.2 closings per year average of the preceding 25 years. We suspect 

these higher rates may be related to the greatly reduced liquidity positions 

of both banks and commercial enterprises. The picture for 1971 is still 

unfolding.

NOVEMBER 1948 to SEPTEMBER 1969

Banks Closed Within
Recession Banks Closed Following 1-Year Period

11/48 - 10/49 6 4
7/53 - 8/54 1 5
7/57 - 4/58 1 3
5/60 - 2/61 2 4

10 16

1969 - 9
1970 - 8
1971 - 3

What lessons have we learned?

It seems clear to me that a number of legislative remedies seem 

appropriate:

(1) Prohibition of Brokered Deposits

The vice of brokered deposits is that the funds commonly are 

utilized to make poor loans, and frequently come into the bank in a package 

"linked" to those loans. The bank often ends up with bad assets or a 

liquidity problem, or both.
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A recent survey by the FDIC, Comptroller of the Currency, and the 

Federal Reserve showed only 264 insured banks with brokered funds and the 

total amount involved was about $260 million. These totals are relatively 

small but there is a startling correlation between brokering and bank failures.

We at the FDIC have found no convincing reasons why banks must have 

power to receive brokered funds and we will support and urge legislation to 

ban the receipt of brokered funds in insured banks. We believe the law 

should apply both to the broker and the banker and should have substantial 

civil, but no criminal, penalties for violation.

(2) Providing 1007o Insurance to Public Funds
Traditionally, the FDIC has opposed extending insurance beyond the 

$20,000 limit to any category of depositor, mainly, I suppose, due to the 

fear that any exceptions would be a foot in the door to 100% insurance for all 

deposits.

We still firmly resist the 100% insurance concept but are 

reconsidering our position insofar as public funds are concerned, and 

probably will not resist such a move as we have done in the past.

The ultimate loss of uninsured public funds in closed banks has 

been quite small due partially to the pledging requirements of many state 

laws. Granting 100%, coverage to public funds may have important effects 

on monetary policy and the municipal bond market, but is unlikely to present 

a substantial additional burden on our insurance fund.
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If the Congress decides to insure all public funds, I would 

suggest (a) that there be some percentage limits on the amount going to 

any institution, (b) that all pledging requirements be lifted, and 

(c) that there be no differential on the rate that banks and savings 

and loans can pay for such deposits.

(3) Self-dealing Loans

The experience in recent bank closings shows a clear pattern 

of self-dealing relationships by bank owners or managements. Furthermore, 

as I read the serious problem bank memoranda that come across my desk, 

it seems to me that most problem banks contain some measure of self-dealing.

Last year Congresswoman Leonor Sullivan of Missouri sponsored 

legislation which would have provided the Federal Home Loan Bank Board 

authority to issue regulations covering conflict-of-interest situations 

in the savings and loan industry. The measure was dropped after it was 

watered down, but the Congresswoman intends to reintroduce the bill chis 

year.

I would suggest that similar authority be granted to the bank 

regulatory agencies.

(4) Interlocking Relationships

There is developing strong momentum in Washington toward some 

kind of action to limit interlocking relationships between banks and other 

financial institutions serving the same market. The Board of Governors 

and the Federal Home Loan Bank Board are already on record as endorsing 

moves in that direction. The FDIC will join them.
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Recommendations that appear to have merit would (a) broaden 

the existing prohibition against interlocking directorships of commercial 

banks to cover all depository institutions, (b) amend Section 8 of the 

Clayton Act to cover all insured banks rather than merely member banks, 

and (c) broaden the geographic coverage of the Act to foreclose the 

possibility of ties among competing banks that are geographically separated.

Further recommendations in the legislative proposal would prohibit 

bank officers or directors from serving in a similar capacity with nonbank 

corporations in instances where the banks manage employee benefit accounts 

for the corporation or vote stock in the corporation held in a fiduciary 

capacity or when there is a substantial and continuing loan relationship.

In addition, Congressman Emanuel Celler of New York for years has been 

proposing legislative curbs on director relationships between banks and 

their borrowers.

I'd like to see further information in these areas before 

venturing an opinion.

It would seem appropriate to have some kind of a grandfathering 

or other provision so the interlocking directorships could be dissolved in 

an orderly manner.

(5) Equity Kickers

The high interest - tight money periods of 1966 and 1970 added 

emphasis to the practice of some institutions to require an equity position 

before making a loan, and in a sellers market they could get away with 

these demands.
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It seems only fair that any such prohibition of this practice 

should apply to other lenders, including insurance companies.

(6) Cease and Desist

The basic corrective authority of the Corporation now is 

either withdrawal of insurance or cease and desist authority. We have 

been reluctant to use cease and desist as now written because, where a 

bank subject to a cease and desist order refuses to obey or comply with 

such an order, ultimate enforcement requires resorting to the courts or 

commencement of withdrawal of insurance. Resorting to the courts opens 

the matter to the public which could inure to the detriment of the bank 

and termination of insurance might be too harsh under the circumstances.

What we need is a mechanism by which we can remove or perhaps fine bank 

officers for willfully violating a cease and desist order that has become 

permanent. Hopefully, at least, the authority could operate through 

private administrative hearing, rather than public hearings.

(7) Loans on Bank Stock

At least one of the groups of banks that have caused us serious 

regulatory concern over the past year was able to expand its bank holdings 

because of extensive loans from large banks to finance bank stock purchases. 

Also, we note an increasing number of new banks being formed with extremely 

large loans to the proponents collateraled by bank stock. The Justice 

Department has already issued a warning that it is looking into the practice 

of substantial loans to individual bankers at favorable interest rates 

accompanied by unusually large correspondent bank balances at the lending bank
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and we can expect a test case on this at any time. This practice, of course, 

simply means that an individual uses the bank's funds at the expense of 

the bank's stockholders. I would hope that the Banking Committee will look 

into the entire problem.

In conclusion, I might remind you that the Federal Deposit 

Insurance Act at no time comtemplated that banks wouldnever close.

Unfortunate as they are, a limited number of closings have a salutary 

effect on the Board of Directors, management, owners, and financiers of 

other banks.

The very expensive bath taken by some leading banks in the nation 

in financing the stock purchase of some recently closed banks and foreclosures 

on bank stock collateral certainly is a lesson to all banks in the country 

in looking at future bank stock acquisition loans.

The fact that stockholders lose all or most of their investment 

in closed banks should alert stockholders in all banks in the country to 

take a more active interest in their bank's operation.

The Board of Directors of a closed bank who received the public 

embarrassment of directing a bankrupt operation should alert all boards 

of directors throughout the country to take a dedicated and direct interest 

in their banks' operation; particularly, where there is any sign of 

unusual activity and, specifically, when there is any hint of self-serving 

loans, either to management or indirectly to affiliates, friends or related 

groups.

What about the general public? As the record shows, no matter 

what the circumstances, the average depositor can be fully assured that 

his money is safe---so long as he sees that FDIC decal in the bank window.
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