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When a bank o f any significant s ize  fa ils , we in the bank 

regu latory  business have com e to expect questions about the safety 

and soundness o f other institutions, C ongression a l or leg is la tive  

inqu iries as to the general e ffectiven ess o f bank exam ination and 

su p erv isory  techniques, and a spate o f publicity  that runs the gamut 

fro m  accurate  and p ercep tive  to the ill- in fo rm e d , the irresp on sib le  

o r  even the p o lit ica lly  m otivated. Bankers b ra ce  them selves fo r  

additional regulations and restr ic tion s  depending on the facts and 

circu m stan ces o f a p articu larly  m essy  bank fa ilu re , and a rtic le s  about 

FDIC and FSLIC insurance coverage  have a sudden surge in popularity.

These rea ction s , I m ight add, do not depend at a ll on whether 

the bank which failed was a national bank or a state bank, or on the 

exam ining agencies that m ight have had ju r isd iction , or even on the 

geographic location  o f the bank's o ffice s . With enough notoriety  and 

p ublicity , those o f us e lsew here in the country w ill experien ce som e 

o f the fallout from  the fa ilure  o f a San F ra n c isco  National o r  a United 

States National, just as those on the W est C oast w ill fee l the r e p e rcu s ­

sions o f a fa ilure  in D etroit, Sharpstown, Fatontown or  W akefield. 

Whether new regulations evolve or  not, the nation 's banks under 

existing law w ill fee l the financial e ffect o f a significant bank fa ilure 

in their net a ssessm en ts fo r  deposit insurance and w ill probably  a lso
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experien ce  m ore  intensive exam ination scrutiny in one o r  m ore  areas 

o f  their operation s. L ike it o r  not, th ere fo re , the nation 's su p erv isors  

and the nation 's banks are  a ll a ffected  by any significant fa ilure  that

occu rs  within the banking system .

O ver the last ten y e a rs , the FDIC has had a com paratively  

active  tim e as the insurance agency for  deposits p laced  with the nation 's 

banks. During that p eriod , 55 closed  insured banks requ ired  FDIC d is ­

bursem ents as com pared  with 25 closed  insured banks in the preced ing  

ten -y ea r p eriod . F rom  the vantage point o f m y position  as Chairm an 

o f  the FDIC and in view  o f the la rgest bank fa ilure in FDIC h istory  last 

O ctober 18, I hope I m ay be excused  i f  I o ffe r  this m orning a few com m ents 

o f  m y own on the general subject o f bank fa ilures and the superv ision  o f 

p rob lem  banks.

F irs t  o f a ll, we should keep our sense o f p ersp ective  about the 

frequency  o f bank fa ilures in the United States. T here are  14,300 

insured banks in the United States today - -  a num ber which has been 

in creasin g  recen tly  at the rate o f about 150 banks per year as new banks 

a re  chartered  to serve  an e v e r -la rg e r  num ber o f A m erica n s . Even 

during the past ten y e a rs , only five or six  banks have fa iled , on the 

a verage , each y ea r , with the num ber ranging from  one bank failure 

in 1972 to the nine that failed in 1969. Using any o f these fig u res , only
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an in fin itesim al fraction  o f the total num ber o f insured banks in the 

country fa il in any given year. The fact that actual bank fa ilures 

continue to be so uncom m on is undoubtedly one reason , but not the 

only reason , o f cou rse , why they re ce iv e  the publicity  they do when 

they o ccu r . At the sam e tim e, the re v e rse  side of the coin , though 

seldom  m entioned in the p re ss , should give bank su p erv isors  and 

insured banks a significant degree o f satisfaction : that is , that except 

for  this in fin itesim al fraction , the rem aining banks in the nation are 

either w ell m anaged o r , if  they are  not w ell m anaged, they seem  to 

be e ffe ctiv e ly  supervised  so as to prevent actual fa ilure.

Secondly, our banking system  and the fed era l deposit in su r­

ance p rogram  its e lf  assum e that from  tim e to tim e som e banks in the 

system  w ill be fo rced  to c lo se . No other nation has as many d e p o s i­

taries as we do, yet we continue to believe  that the decentra lized  

system  this produces is worth saving and we continue to charter each 

year a large num ber o f new groups who seek to enter the banking b u s i­

n ess . M ost o f us see both econ om ic and socia l value in having num erous 

sou rces  o f financial se rv ice  and in continually replenishing that supply 

as banks m erge  out o f ex isten ce , fa il or becom e com placent in serving 

the needs and convenience o f the public. We m ay argue about the 

num ber o f units which w ill best serve  the A m erican  people, but I
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doubt that many o f us seek or w ish  to encourage a financial structure 

com posed  so le ly  o f a re la tive ly  few m ultib illion  dollar banks or bank 

holding com panies. We should, on the other hand, recogn ize  that any 

system  in which severa l thousand insured banks com pete to serve  the 

A m erican  people entails a calcu lated r isk  o f fa ilu re , the e ffects  o f 

which fed era l deposit insurance seeks to m in im ize but was never 

intended to elim inate. O ccasion a l bank fa ilu res , in short, are  part 

o f the p r ice  we have agreed  to pay for a banking system  of severa l 

thousand units.

I doubt, fo r  exam ple, that with this structure we can ever 

elim inate the risk  o f bank failure caused by the outright em bezzlem ent 

or  con version  o f bank funds for  personal gain by a dishonest bank o ffice r  

acting alone or with others. In every  such case I know o f, it has been 

the bank su p erv isory  agen cies , through their exam ination p ro c e s s , that 

have firs t  d iscov ered  such m iscon duct, and it is they which have had the 

unpleasant but n ecessa ry  burden of forcin g  a bank out of business when 

the bank's capital is depleted by such a ctiv ities . Two out o f every  five 

bank fa ilures in the country over the past ten years have fallen into this 

particu lar category .

T h ird ly , bank supervision  today is focused not on preventing 

bank fa ilures but on maintaining a com petitive and innovative banking
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system , resp on sive  to the changing financial demands o f the tim es.

We recogn ize  that public confidence is an essen tia l ingredient in any 

w orkable banking system , but we have re jected  the kind o f stultifying 

regulation that would undoubtedly be n ecessa ry  i f  we w ere even to 

attem pt to elim inate a ll bank fa ilures other than those caused by 

crim in a l m iscon duct. In the p ro ce s s , we would reduce the m ost ably 

managed and innovative banks to the leve l o f the m ost m ed iocre  and 

unim aginative; we would have to substitute a su p erv iso r 's  judgm ent 

fo r  that o f 14, 300 bank m anagem ents as to the proper and prudent 

business risk s to be taken under a wide variety  o f banking conditions; 

and in the end we would undoubtedly fail in our purpose because we lack 

the brainpow er n ecessa ry  to w rite such regulations and the m anpower 

n eb essa ry  to en force  them . R esponsib le  su p erv isors  instead seek to 

contain within to lerab le  lim its to the system  as a w hole, rather than to 

elim inate a ltogether, the d ay -to -d a y  risks involved in banking today, as 

banks o ffer  new s e rv ic e s , adapt to new technology , face new com petition  

and o ffer  the m ore  traditional se rv ices  over e v er -w id er  geographic a reas, 

to  determ in ing the to lerab le  lim its o f  such r isk s , none o f us should ignore 

this lesson s o f the past but we m ust a lso  recogn ize  that the name o f the game 

today is com petition  and s e rv ice , not the protection  o f institutional safety
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and so lven cy  or the protection  o f bank m anagem ents against the effects 

o f their own business decision s and p o lic ie s . Is our present rate of bank 

fa ilu res within to lerab le  lim its for  our banking system  as a w hole?

My answ er to that question is | 'undoubtedly, yes . "

Fourth ly, I b e lieve  the rea l su ccess  story  in bank supervision  

lie s  in the p rob lem  banks that do not fa il - - a  ca tegory  which is thirty 

or forty  tim es m ore  num erous than those which do. These banks all 

requ ire  individualized attention from  every  su p erv isory  agency which 

has them , and the attention given is usually totally  d isproportionate to 

the size  o f the bank and the overa ll resp on sib ilities  o f the agency involved. 

To your cred it, the su p erv isory  m easures taken resu lt, in a substantial 

m a jority  o f a ll ca se s , in the rem oval o f the bank from  problem  status 

within two years o f its firs t  identification  as a prob lem . The m easures 

taken can include repeated con feren ces with bank m anagem ent, one or 

m ore  m eetings with a bank's board o f d ire c to rs , frequent exam inations, 

restr ic tion s  on the bank's expansion plans, requirem ents fo r  loan 

w r ite -o ffs , the re v e rsa l o f questionable accounting p ra ctice s , insistence 

on new capital and m ore  form al action  when m anagem ent proves to be 

d ila tory  or reca lc itran t. W here sta te -ch artered  banks are involved, 

the lead in such m atters is generally  taken by state bank su p erv isors , 

although there are occa sion a l d ifferen ces between state and federa l
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agencies as to the severity  o f the problem s presented by a particu lar 

bank or the tim ing o f sp e c ific  action . O vera ll, I con sider the co o p e ra ­

tion between state banking departm ents and the FDIC as to state 

nonm em ber banks in prob lem  status to be excellen t. But this particu lar 

su ccess  story  is one which can never be fu lly  reported  without u n necessary  

dam age to the reputation o f banks which are  still open and operating and 

presen tly  in sound condition.

My rem arks to this point are  not meant to suggest that there is 

little  we can learn from  a c lo s e r  look  at som e of our m ore  significant 

recen t bank fa ilures or prob lem  bank ca ses . There a re , in fact, a 

num ber o f ch a ra cter is tics  worth noting which m ay be helpful both to 

you and to the FDIC in the future.

F irs t , if  there ever was a day when prob lem  banks or actual bank 

fa ilures w ere confined to re la tive ly  sm all banks, this is no longer the ca se . 

In 1963, the average s ize  o f the 159 insured banks on FD IC 's year-en d  

p rob lem  list was just under $8 m illion . At year-en d  1973, this sam e 

average for  approxim ately  the sam e num ber o f banks was just under $28 

m illion . The la rgest bank on the 1963 lis t  had total deposits o f  slightly over 

$180 m illion , while only two other banks had total deposits o f m ore  than $50 

m illion . The 1973 lis t  had 15 banks on it in the "ov er  $50 m illion " category .
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In the 2 0 -year period  between 1943 and 1963, no insured bank la rger  

than $17 m illion  in total deposits fa iled . In the last ten y e a rs , six  

insured banks la rg e r  than $17 m illion  in total deposits have fa iled , 

the la rgest o f  which was, o f cou rse , United States National Bank, San 

D iego, last O ctober 18. The four la rgest fa ilures in FDIC h istory  

have a ll o ccu rred  in the past ten years (Public Bank, D etroit, 1966, 

total deposits $93. 0 m illion ; Sharpstown State Bank, 1971, total 

deposits $66 .8  m illion ; B irm in gh am -B loom fie ld  Bank, 1971, total 

deposits $57. 5 m illion ; and United States National Bank, 1973, total 

deposits $932. 0 m illion ). In addition, the $40 m illion -d ep os it  San 

F ra n c isco  National Bank failed in 1965 and the $1. 028 b illion -d ep os it  

Bank o f the Com m onw ealth, D etroit, would have failed in 1972 but for 

the sh ort-te rm  infusion o f $35. 5 m illion  in capital funds by the FDIC 

early  the sam e y ea r. By itse lf , the fact that la rger banks than b e fore  

are  showing up am ong the casualties and problem s o f the nation 's banking 

system  is not su rprisin g  in view  o f the growth in deposits genera lly  and 

in the p ers is ten ce  o f the nation 's in flationary trends. What is perhaps 

su rprisin g  is that an in creasin g  number o f banks in the size  ca tegories  

over  $100 m illion  are  included am ong them . In short, "b ig g e r"  is not 

always better, and we su p erv isors  w ill ignore that tru ism  at our p eril.

Second, one-m an dom ination was evident in four o f these five 

recen t bank fa ilures and a lso  in Bank o f the Com m onwealth. In m ost
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cases  the dominant ch ie f executive a lso  con tro lled , through fam ily  and 

fr ien d s, a m a jority  o f  the voting stock  and the election  o f d ire cto rs  to 

whom he was supposed to be lega lly  and actually  accountable. As a 

p ra ctica l m atter, he was free  to act without significant p o licy  restraints 

set by an active  and independent board  o f d ire c to rs .

T h ird , each o f the banks exhibited extraord in ary  deposit growth 

over  a re la tive ly  short period  o f tim e and in only two cases was even 

a m in or portion o f this growth attributable to m erg er . Two years 

a fter it opened, San F ra n cisco  National Bank reported  m ore  than $55 

m illion  in d eposits . Eight years a fter it opened, P ublic Bank, D etroit, 

passed $120 m illion  in deposits. Sharpstown State Bank jum ped from  

$10 m illion  in 1967 to m ore  than $82 m illion  three years later. 

B irm in gh am -B loom fie ld  Bank went from  $11 m illion  in deposits in 

1965 to slightly  m ore  than $105 m illion  less  than four years later.

United States National Bank added m ore  than $450 m illion  in deposits 

betw een year-en d  1970 and the date it c lo sed , with less than $80 

m illion  o f this attributable to m erg ers  in 1971 and 1972. Bank of the 

Com m onwealth added a lm ost $700 m illion  in deposits in the four and 

one half years im m ediately  after Donald P arsons took con tro l, with 

only $93 m illion  o f this attributable to m erg er . Much o f this growth
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occu rred  in the vola tile  tim e deposit ca tegory  which subsequently 

presented  severe  liquidity prob lem s to the banks as CDs m atured 

and w ere not renew ed. M ost o f them  ended up being heavy b orrow ers  

to m eet their liquidity needs, and this frequently intensified an adverse 

earnings position .

Fourth , the m anagem ent o f each o f these banks exhibited clea r  

se lf-s e rv in g  tendencies, which w ere m anifested m ost com m only in a 

variety  o f loan tran saction s, the aggregate o f which was d isp rop ortion ­

ate to the total volum e o f loans and to the bank's total capital and 

r e s e r v e s . In individual ca se s , other form s o f se lf-d ea lin g  w ere a lso 

evident p r ior  to fa ilure.

Fifth, the capital o f each bank was c lea r ly  inadequate in view 

o f its rapid deposit growth, the volum e and severity  o f  its c la ss ified  

assets  and its need for  a cushion to absorb  p ossib le  liquidity lo sses  

and, in som e ca se s , d efic it earnings.

Sixth, the m anagem ent o f each bank had been the subject of 

severe  su p erv isory  c r it ic ism  on repeated occa sion s  p r io r  to fa ilure 

(or in the case o f Bank o f the Com m onwealth, p r io r  to FDIC a ssis tan ce), 

even though the m agnitude o f the bank's prob lem s m ay not have been 

fully recogn ized  at the tim e. I m ention this here because m anagem ent
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d efic ien cies  in one area o f operations frequently accom pany m anagem ent 

d e fic ien cies  in other areas o f a bank's operations.

O bviously, there w ere m ore  sp e c ific  p rob lem s, usually in the 

loan p ortfo lio , which contributed to the eventual fa ilure o f  each o f these 

banks and to Bank of the C om m onw ealth 's request for sp ecia l FDIC 

a ssis tan ce . P ublic Bank, for exam ple, had m assive  loan problem s 

caused by its ex cess iv e  purchase o f unsecured home im provem ent loans 

under unfavorable term s from  two d ea le rs , in one o f whom a bank d ire cto r  

was financia lly  in terested . San F ra n cisco  National Bank experienced  

cripp ling  lo sses  in its loan portfo lio  coupled with p oor judgm ent and d is ­

honesty on the part o f its m anaging o ff ic e r . B irm in gh am -B loom fie ld  

Bank and Bank of the Com m onw ealth, in addition to heavy loan lo s s e s , 

both suffered  from  a secu rities  account which was w oefu lly  out o f 

balance with resp ect to m aturity and cred it quality. Yet these other 

com m on ch a ra cter is tics  I have m entioned m ay constitute specia l 

warning flags, rega rd less  o f the s ize  o f bank, even b e fo re  a failing 

condition is identified. And as we all know, the e a r lie r  a serious 

prob lem  bank is identified , the m ore  likely  it is that a p rogram  of 

co rre ct iv e  action  can be undertaken in tim e to be su ccess fu l.

A long these lin es , FDIC p ersonn el have been w orking intensively  

on a com puter p ro je ct  which m ay a ss is t  a ll bank su p erv isors in the
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identification  o f  p oss ib le  p rob lem  banks even b e fo re  exam ination 

schedules a re  established or definitive rep orts o f exam ination are 

re ce iv ed . In its current phase, the FD IC 's Financial Trend A nalysis 

p rog ra m  utilizes data routinely submitted to the C orporation , such 

as rep orts o f condition and o f in com e, and ca lcu lates a num ber o f 

financial ratios se lected  by our exam ination personnel which m ay be 

helpful in spotting trends that m ay be o f  su p erv isory  in terest or con ­

cern . The p rogram  can quickly print out a lis t  o f those banks having 

values for these selected  ratios above or below  any level sp ecified  by 

the exam iner. Thus, the printout can list  a ll banks with capital ratios 

below  a sp ecified  cu t-o ff  point like 5%, or  lo a n -to -a sse t  ratios above 

a certa in  percentage, or banks whose earnings have declined , or banks 

with a lm ost any other balance sheet or incom e ratio one can think of. 

We now routinely send to each o f our R egional D ire c to rs , follow ing 

each ca ll rep ort, a lis t  o f the state nonm em ber banks in his reg ion

with ratios he con s id ers  worthy o f note.

We view  this as only a firs t  step in the application  o f analytical

techniques and com puter pow er to m atters o f bank supervision . Our 

next step, now under way, is to a ssess  the usefu lness o f these various
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financial ratios in m easuring the condition o f  a bank. That is , o f  the 

m any p ossib le  m easu res o f capital adequacy or liquidity which su p er­

v iso rs  have traditionally  used, are  som e better ind icators than others 

o f the true position  o f the bank? Of the various m easu res o f bank 

e ffic ien cy  and profitab ility , are  som e m ore  re liab le  than others? Our 

resu lts to date a re  tentative, but if  con firm ed  by further an a lysis, they 

m ay lead us a ll to recon s id er  the financial data we now con sider 

im portant. It appears, fo r  exam ple, that the capital m easure adopted 

by  the C om p tro lle r 's  O ffice  in recen t y ea rs , the ratio o f loans to capital, 

is m ore  usefu l than the traditional capital to assets  ratio in distinguishing 

prob lem  from  nonproblem  banks.

We are  a ssess in g  these ratios not only individually but, using 

sophisticated  statistica l techniques, are trying to see which com bination 

o f  financial ratios gives us the m ost useful ov era ll p icture o f the bank. 

Thus, we are trying to develop a c la ss ifica tion  system  which w ill te ll 

whether a p articu lar institution, p rev iou sly  u n classified , m ay have 

becom e a "p rob lem  bank" since it was last exam ined. We then hope to 

determ ine if, on the basis  o f financial ra tios , a way can be found 

to p red ict the likelihood that a particu lar bank w ill develop into a 

prob lem  bank one, two, or three years hence so that su p erv isory  

attention can be concentrated on that bank e a r lie r  than it is today.
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We a lso  hope, as this p rogram  p ro ce e d s , to refine our present m ethods 

o f  identifying w hether, and to what d egree , a particu lar bank is atypical 

when com pared  to a relevant sam ple o f other banks.

Our p relim in ary  w ork on the c la ss ifica tion  and p red iction  m odels 

has m et with som e su cce ss . We have been able to c la ss ify  by statistica l 

m ethods a group o f p rob lem  and nonproblem  banks pretty  m uch in a ccord  

with the way our exam ination staff evaluated these banks. T h is, o f 

co u rse , represen ts no advance in su p erv isory  e ffe ctiv en ess , but it is 

a n e ce ssa ry  step in the developm ent o f a reasonably  re liab le  early  w arn ­

ing system . Identifying the future p rob lem  bank a couple o f years b e fore  

it reach es that status in regular exam inations is a lso  showing som e 

p ositive  resu lts , and we are encouraged enough by our p rog ress  to have 

arranged to c la ss ify  a ll state nonm em ber banks by this system  as o f 

their D ecem ber 1973 financial ratios to see which ones m ay loom  as 

potential p rob lem  banks in the years ahead. While we cannot depend on 

this system  at the present tim e, even as a screen in g  d ev ice , the in fo r ­

m ation we develop  in our exam inations over the next few years should 

help us to refin e the system  and in crea se  its re liab ility .

While p rogram s such as this m ay help to flag particu lar banks 

for  specia l su p erv isory  attention, they are  no substitute for the carefu l
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evaluation w ork o f exam iners review ing the loan p ortfo lios  and internal 

con tro ls  o f  individual banks where any problem s they have are m ost apt 

to be found. But as we grapple with an e v e r -la r g e r  banking system , bank 

exam iners and bank su p erv isors  alike should reach  out for  any com puter 

application  that w ill m axim ize the amount o f  tim e exam iners can actually 

spend on this cru cia l evaluation w ork. Many o f you are  in the fore fron t 

o f  these developm ents within your own departm ents and I know that 

a lm ost a ll o f  you are  em phasizing the analytic requirem ents o f  a bank 

exam in er 's  w ork in your exam iner training p rogra m s. A ll o f this is a 

good sign for  the future.

The fa ilure o f  large banks always ra ises  questions about the 

soundness o f the nation 's banking system  and about the FD IC 's capacity  

to withstand the lo s s e s  that such fa ilures m ay entail, and I should c lo se  

with a w ord about each.

As a w hole, the banking system  o f this country is w ell m anaged, 

financia lly  strong, resp on sive  to changing needs and res ilien t in the 

face  o f adversity . The re la tive  handful o f  banks in d ifficu lty  a re  in that 

spot becau se  their m anagem ents m isuse the freed om  and d iscretion  

which is entrusted to them  in a system  o f m ore  than 14, 300 units.

E ffective  superv ision  resto res  at both F ed era l and State levels 95 

percent o f such banks to sound condition and a ll o f us strive to im prove 

our p erform an ce  with resp ect to the ba lance. The A m erican  banking
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system , in short, is a live and w ell and d eserves the confidence o f the 

A m erican  people.

The FDIC itse lf  re fle cts  that strength. The deposit insurance 

fund now stands at $5. 8 b illion , exclu sive  o f the statutory ca ll which 

the C orporation  has upon the United States T reasu ry . The annual incom e 

o f the C orporation , a fter our adm in istrative expenses are deducted, is 

a lm ost $800 m illion  and is availab le , along with the principal o f the 

insurance fund, for  any losses  that might o ccu r in the sam e year. Our 

loss  experien ce  has been low - -  about $100 m illion  a ll told for the 500 

bank fa ilures that preceded  United States National Bank — and not even 

the m ost extrem e assum ption as to the final outcom e o f that re ce iversh ip  

w ill m ateria lly  a ffect the financial strength o f the C orporation . I am 

confident, m o re o v e r , that with your cooperation  and d iligen ce , as w ell 

as the C o m p tro lle r 's , we can keep the large bank fa ilure a ra rity  in 

United States banking h istory .
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