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already aware of the difficulties experienced by the banks in question, or
discounted the disclosure, making their own risk assessments. Thus, the
actual market effect of special selective disclosure may not be sufficient to
have any real deterrent effect on bank management and shareholders.352

Therefore, neither capital requirements nor selective disclosure neces-
sarily will cause shareholders to accept the preferences of the regulators
as to bank risk-taking. Although increasing shareholder discipline may
have the beneficial effect of putting pressure on overly cautious bank
management to improve its performance, the regulators' strategy may
backfire if banks are pressured by the market to achieve rapid earnings
growth in order to appeal to shareholders. A regulatory policy that
forces bank exposure to the market may cause banks to take too many
new risks too quickly.

Ironically, one way to pressure shareholders to become more averse to
risk would be to combine increased capital requirements with a return to
the historical assessability of bank shares.353 This assessability gave
shareholders an additional financial stake in their banks, causing them to
be more risk averse. As a practical solution to the problem of risk con-
trol in diversified banks, however, assessability of bank shares has obvi-
ous drawbacks. It is likely that equityholders would react by simply
avoiding bank stocks altogether. 4 Without some incentives for bank
shareholders to become more risk averse, however, reliance on the equity
market to set limits to bank risk-taking may be misplaced.

10 J. Bank Research 88, 89 (Summer 1979) (study of stock price movements following
publication of regulators' internal problem bank lists found no significant market reaction
to disclosure of the lists).

352. The regulators' occasional attempts to use disclosure to have a positive effect on
the market also have failed. For example, one week before the federal financial assistance
plan for Continental Illinois was announced, the Comptroller's office issued a press re-
lease intended to reassure the market, stating that it was unaware of any significant
changes in the bank's operations that would serve as the basis for rumors as to the bank's
impending failure. See Continental Hearings, supra note 24, at 273. This announcement
did not stem the deposit run on the bank by large depositors.

353. Until the 1930s, shareholders of national and most state banks were subject to
double liability up to the par value of their shares to satisfy creditors in the event of
bankruptcy. See United States v. Knox, 102 U.S. 422, 425 (1880). Because of problems
of collection and the small amount of equity relative to total deposits, this double liability
afforded only limited protection to depositors. See Note, Branch, Chain, and Group
Banking, 48 Harv. L. Rev. 659, 669 n.77 (1935). Following creation of the federal de-
posit insurance system, provisions for double liability gradually were repealed. See
Vincens, On The Demise of Double Liability of Bank Shareholders, 75 Banking L.J. 213,
214-15 (1958).

354. Since many banks today are wholly owned by bank holding companies, an assess-
ability requirement would have to apply to holding company shareholders. Cf. Anderson
v. Abbott, 321 U.S. 349, 355 (1944) (applying statutory assessment on insolvent bank
shares to holding company shareholders). In fact, the regulators' policy of requiring
bank holding companies to provide financial support for their subsidiary banks in the
event of financial problems may already serve as a form of assessment on bank shares for
bank holding companies and their shareholders. The results of this policy, however, have
not been entirely satisfactory. See infra notes 355-67 and accompanying text.
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3. Bank Regulation and Problem Banks

The contradictions inherent in the new regulatory approach are per-
haps best illustrated by the problem of bank failure. From the viewpoint
of a diversified equityholder, losses resulting from the failure of any one
investment may be adequately offset by profits made on other invest-
ments. Thus, "looting" profitable investments to bail out unprofitable
investments may be counterproductive, potentially weakening the
healthy enterprises.

Although the new regulatory strategy does attempt to maintain a fire-
wall between a diversified banking organization's investments in order to
prevent such looting,355 this policy presents theoretical and practical
problems in the case of the impending failure of a bank. Although the
regulators recognize that banking organizations today are diversified en-
tities, ultimately, the regulators are concerned about protecting the tradi-
tional deposit-taking component of the diversified company, not its
nonbanking operations. Thus, the regulators' attitude toward diversifica-
tion as somewhat ambivalent. The regulators welcome diversification so
long as it strengthens the banking organization as a whole, thereby pro-
tecting its banking operations. Once banking operations are threatened,
however, the regulators' priority is the future of the bank, not the health
of the entire organization.

The contradiction inherent in this regulatory approach is suggested by
the regulators' attitude toward interaffiliate transactions in a diversified
bank holding company. Rules governing such transactions prevent the
use of bank funds to assist nonbank affiliates, 6 but are not concerned
with the possible abuse of nonbank affiliates for the benefit of the bank.
A recent regulatory proposal for bank product deregulation suggested as
a benefit of diversification that nonbank affiliates could be sold to raise
capital for the bank during times of adversity.357 Moreover, the Federal
Reserve Board recently reaffirmed its position that bank holding compa-
nies are expected to serve as a source of "financial and managerial
strength" to their subsidiary banks358 by ordering a bank holding com-
pany with thirty-two subsidiary banks to inject $1.2 million in new capi-
tal into one failing bank subsidiary. When the bank holding company

355. See supra notes 293-99 and accompanying text. As previously noted, in some
cases, shifting funds from profitable to unprofitable operations may be in the long term
interest of a diversified organization if such allocation of funds improves overall perform-
ance. See supra note 299. Nevertheless, transferring funds between operations leads to
distortions if the sole justification is to prop up inefficient and ailing operations.

356. See supra note 162 and accompanying text (discussing Federal Reserve Act
§ 23A).

357. See Mandate for Change, supra note 154, at 93,019. Section 5(e) of the Bank
Holding Company Act permits the Federal Reserve Board to require a bank holding
company to terminate nonbanking activities or divest nonbank subsidiaries if they consti-
tute a serious risk to the financial safety, soundness or stability of a subsidiary bank. See
12 U.S.C. § 1844(e) (1982).

358. Regulation Y, 12 C.F.R. § 225.4(a)(1) (1988).
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refused, pointing to agreements with its own creditors that prevented ad-
ditional investment in its subsidiaries, the Board brought a disciplinary
action against the bank holding company charging it with unsafe and
unsound practices.359

The regulators' policy of requiring bank holding companies to serve as
a source of financial and managerial strength to their subsidiary banks
presents a philosophical conflict with the regulators' other policy of en-
couraging compartmentalized portfolio management of diversified bank-
ing organizations. The latter policy contemplates management of
subsidiaries as independent profit-making operations; the former requires
management of the diversified operation with the goal of ensuring a flow
of funds to the bank. Moreover, proper management of a diversified
portfolio may mean that unprofitable operations are sold or shut down.
Yet if the unprofitable operation is a bank, the regulators may require the
banking organization to divert resources from more productive busi-
nesses to keep the ailing bank solvent. 3 °

These two regulatory policies involve more than simply a conflict in
management philosophy. In practice, banking organizations are far
more integrated than the portfolio approach to bank diversification sug-
gests. Thus, banking organizations are likely to channel funds to rescue
a troubled affiliate as a result of both operational interdependencies and
public perception of a banking organization as a single entity. 61

Nevertheless, by encouraging a different managerial approach, the new
regulatory strategy actually may lessen the ability and willingness of
banking organizations to stand behind their subsidiary banks. Geo-
graphic and product diversification creates more demands on and oppor-
tunities for use of financial resources, particularly as new activities may
involve extensive start-up costs. A banking organization's resources no
longer will be devoted exclusively to its banking operations.

In addition, recent bank regulatory initiatives have encouraged both
the shrinking of traditional bank assets36 2 and the movement of activities

359. See Mandate for Change, supra note 154, at 93,026 (Hawkeye Bancorporation).
The Board ultimately withdrew its complaint, but issued a policy statement confirming
that a bank holding company "should stand ready to use available resources to provide
adequate capital funds to its subsidiary banks during periods of financial stress or adver-
sity." See Board of Governors of the Federal Reserve System, Policy Statement on the
Responsibility of Bank Holding Companies to Act as Sources of Strength to Their Subsidi-
ary Banks, 4 Fed. Banking L. Rep. (CCH) 43,055A (Apr. 24, 1987).

360. In one recent case, the bank regulators attempted to force a bank holding com-
pany to contribute $400 million derived from the sale of its nonbank subsidiaries to in-
crease capital at its failing bank subsidiaries. See Klinkerman, US Balks as MCorp Seeks
to Shield Assets, Am. Banker, Oct. 13, 1988, at 1, col. 2.

361. See supra notes 307-10 and accompanying text. This suggests that ordinarily a
banking organization will have strong incentives to bail out its subsidiary banks as well as
other important affiliates.

362. See supra notes 326-28 and accompanying text (effect of more stringent capital
regulation).
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out of banks into separate nonbank affiliates.363 These developments
render any single bank subsidiary a relatively less important part of the
entire banking organization than in the past. Management may find it
increasingly hard to justify directing a disproportionate amount of the
organization's total resources to any individual bank subsidiary, particu-
larly if the banking operations are not a significant source of profits for
the entity as a whole.

Therefore, diversification and more efficient portfolio management,
both of which are encouraged by the new approach to bank regulation,
may mean that less, not more, resources will be devoted to strengthening
banking operations. Two additional developments may exacerbate this
trend. First, because diversification permits -greater risk-taking in indi-
vidual investments, banks in diversified banking organizations may be
operated in a riskier manner, a phenomenon that already has been
noted.3 4 Thus, the banking operations of today's diversified banking or-
ganization may be inherently riskier than they used to be, creating a
greater possibility of financial difficulty and failure. Second, efforts to
increase capital in banking organizations introduce into the banking sys-
tem an enlarged group of equityholders who are interested in the profit-
ability of the entire banking organization. Equityholders will resist use
of the banking organization's earnings to prop up a single troubled bank
subsidiary.365

The conflict in regulatory strategy may be most pronounced when a
bank subsidiary fails. It is generally assumed that a bank's failure will
have spillover effects on affiliated banks in the form of bank runs, and
even on nonbank affiliates, which tend to have business and other ties to
the bank. Moreover, the loss of a bank subsidiary could deprive the
banking organization of a major source of income. Yet the new regula-
tory strategy aims to minimize these organizational interdependencies. 66

Ideally, for a diversified bank holding company with strong firewalls be-
tween affiliates, the failure of one bank subsidiary may not even threaten
the rest of the organization. On the other hand, extensive funding of a
failing bank subsidiary by its holding company or its other bank or non-
bank affiliates could impair the financial stability of the entire enterprise.
In this case, the bank holding company may be better off liquidating the
bank rather than draining resources from healthy operations. In view of

363. See supra notes 322-23 and accompanying text (effect of compartmentalized
regulation).

364. See supra notes 318-19 and accompanying text.
365. Holding company debtholders also have reason to resist the use of holding com-

pany assets to protect bank debtholders. See Klinkerman, supra note 360, at 14, col. 4
(large bank holding company debtholders likely to sue bank holding company manage-
ment if corporate assets are transferred to failing bank subsidiaries).

366. If the bank and nonbank affiliates do not share services, customers or even names,
both operational interdependencies and public perception of the affiliation may be re-
duced, minimizing spillover effects. Moreover, a strongly capitalized bank holding com-
pany is less dependent on bank stock dividends for its own funding. See supra notes 183-
84 and accompanying text (risks of double leveraging).
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management's fiduciary duty to its shareholders, this may be the only
feasible alternative.

3 67

Thus, banking organizations actually may be more willing to accept
bank failure than the regulators. For the regulators, a decision to liqui-
date a bank is not so simple: they must consider the cost to the insurance
fund and the effect on depositors and other banks, which lead the regula-
tors to avoid bank closings. Yet a regulatory policy of forcing banking
organizations to support their failing bank subsidiaries not only goes
against the logic of the regulators' new strategy, but can lead to financial
strain on the entire operation. In that case, maintenance of this policy
ultimately may require the regulators to deal with the consequences of
failure of an entire banking organization, not just a single subsidiary
bank.

IV. THE FUTURE OF THE NEW BANK REGULATION

The new approach to bank regulation that has been described in this
Article leaves two unanswered questions. First, it is unclear who will
bear primary responsibility for managing risk in deregulated banking in-
stitutions, the bank regulators, bank management or bank shareholders.
Second, it is unclear how the bank regulators can ever control risk-taking
in the large diversified banking organizations of the future.

These problems will not be solved by returning to traditional strategies
of regulation. Initially, neither Congress nor the bank regulators are
likely to restore the formal system of controls that once characterized
bank regulation. In view of the momentum for further deregulation of
banking, the regulators simply will not be able to halt bank diversifica-
tion and growth. Moreover, developments in the markets in which banks
operate have made traditional regulatory techniques anachronistic.
Thus, all observers of bank regulation today are to some degree deregu-
lators. They differ only as to the desirability and efficacy of the new regu-
latory techniques, such as firewalls and capital requirements, in
controlling bank risk in a deregulated banking environment.

The growing pains that the bank regulatory system currently is exper-
iencing suggest a need not to return to traditional regulation, but to re-
think the approach of the new regulatory strategy. Traditional
regulatory techniques that mandated a particular investment policy for
the banking industry deprived banks of the flexibility needed to adapt
their business to an altered financial market. Yet recent regulatory initia-
tives that attempt to impose specific operating requirements on a deregu-
lated banking industry ultimately may create similar problems. For
example, the model diversified banking organization consisting of in-
dependent, separately operated banking and nonbanking components

367. Cf. Eisemann & Budd, Bank Holding Company Capital Planning Approaches, 4
Issues in Bank Reg. 27, 28 (Summer 1980) (concluding that parent organization is un-
likely to come to the rescue of an ailing subsidiary).
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may not in fact prove to be either the most profitable or the safest way
for all banks to enter new businesses.3 68 More important, regulation that
mandates this particular structure hampers the ability of banks to make
alterations within their organizations in response to internal crises or fu-
ture changes in the banking business.

The most significant lesson to be learned from the failure of traditional
regulation may be that future regulation must permit banks sufficient
flexibility to develop different operating policies in response to continuing
market changes. This suggests that attempts to legislate a new structure
for a deregulated banking industry may be unsuccessful. Rather, regula-
tory reform requires some rethinking of the role that bank regulation
itself should be playing in the governance of modern banking organiza-
tions. If direct regulatory controls over the structure and business of
banks are unworkable, then more effective regulatory strategies for man-
aging bank risk must be developed.

This Part suggests two possible visions for the bank regulation of the
future. One alternative would be to complete the process of deregulation
of the banking industry, leaving responsibility for determining the orga-
nizational structure, business and risk posture of individual banks to
their managers and owners. In this deregulated banking environment,
regulation would continue to serve only two functions. First, regulatory
efforts could be devoted to facilitating market discipline through im-
proved public disclosure and accounting requirements.369 Second, the
regulators presumably would continue to play some role in handling
bank failure when it occurred.370

An inevitable consequence of this minimal regulatory approach is that
it is likely to result in more frequent bank failures. Such a result may be
tolerated or even welcomed by the securities market. Bank shareholders
are likely to be less risk averse than bank regulators. Moreover, as banks
are forced to adjust to a deregulated banking environment, failure ini-
tially may serve to eliminate poorly managed or weak banks.

Nevertheless, it is unclear whether the bank regulatory system can tol-
erate the dislocations caused by more frequent bank failures, particularly
the resulting drain on the resources of the deposit insurance system. If
individual bank failures create additional risks for solvent institutions,
for example, by leading to deposit runs at healthy banks, any substantial
increase in the number of bank failures may pose a threat to the safety
and soundness of the banking system, defeating the goal of the new regu-

368. See supra notes 287-323 and accompanying text.
369. This style of bank regulation would be similar to regulation of the securities

markets.
370. How extensive this role should be has been debated elsewhere by this author and

others. See supra note 10. The regulators might continue to develop strategies for failure
prevention, such as arranging federal assistance to or mergers of troubled banks, or might
simply act to control the consequences of bank failure by administering the deposit insur-
ance fund.
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latory approach.371 Even if individual failures do not have serious spil-
lover effects on solvent banks, too many bank failures are likely to
threaten the solvency of the insurance fund. 372 The only solution then
may be to reinstitute some form of protective regulation in order to
shield banks from risk-taking that may cause their failure.373 Thus, un-
less deposit insurance itself is eliminated or curtailed, which is very un-
likely,37 4 some form of regulatory control over bank risk-taking is
inevitable.

Therefore, the regulators will continue to play a significant role in de-
termining how risk is managed at modem banking organizations, partic-
ularly during any transitional period following the dismantling of
traditional regulatory controls. As previously noted, however, the regu-
lators' attempts to manage bank risk in deregulated banking organiza-
tions create problems of regulatory monitoring and control of diverse
and complex institutions.375 Obviously, the regulators cannot expect to
engage in day-to-day administration of banking operations. Attempts to
serve as the "shadow management" of the banking industry376 will be
unsuccessful.

Although the regulators cannot hope to direct the day-to-day affairs of
a bank, they can become a more powerful constituency within the bank-
ing organization. Like bank shareholders, the regulators can bring pres-
sure to bear on bank management to control its risk-taking. Moreover,
the same techniques that are used by shareholders to influence manage-
ment policy are also available to the regulators. Shareholders rely on two
powerful weapons to make management more responsive to their prefer-
ences: their decision to supply or withhold capital from particular orga-
nizations, depending on their assessment of management, and their

371. See supra note 8 (describing goals of bank regulation).
372. Recent financial difficulties experienced by the thrift insurance fund have raised

questions as to the ability of the federal deposit insurance fund to absorb losses from
massive bank failures. See McTague, FDIC Chief to Answer League Critics: Seidman Will
Face Group's Convention To Rebut Claims that Fund is Shaky, Am. Banker, Oct. 31,
1988, at 1, col. 3 (FDIC Chief denies that fund is near bankruptcy).

373. In the past, concern over the adequacy of the insurance fund has led to increased
regulatory oversight and control of banks. For example, regulatory intervention to keep
failing banks open through federally assisted mergers or direct assistance, although criti-
cized as undermining market discipline of bank management, has been justified as the
only way to prevent exhaustion of the deposit insurance fund as a result of large or nu-
merous bank failures. See Isaac, supra note 11, at 203. Other solutions to the deposit
insurance crisis likewise would give the regulators new and extensive authority over the
affairs of banks. Any form of risk-based premium structure for deposit insurance would
require new regulatory powers to investigate and compel disclosure of information relat-
ing to bank management. Moreover, in setting individual risk ratings, the regulators
would be sending a powerful signal to the market that could affect banks' ability to obtain
funding or even their solvency. See id. at 207-08; Garten, supra note 10, at 247 n.26.

374. Even proponents of deregulation support retention of deposit insurance. See
supra note 11.

375. See supra notes 264-86 and accompanying text.
376. See Clarke, supra note 283, at 10, col. 2.
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power to remove or replace management for poor performance. 377 The
bank regulators have devoted considerable effort to enhancing sharehold-
ers' ability to exercise these powers by improving bank disclosure and
forcing banks to resort more frequently to the capital markets to raise
new equity.378 Yet these shareholders' techniques for disciplining corpo-
rate management also may be the regulators' most effective weapons in
controlling bank risk-taking.

Effective employment of these tools, however, will require some im-
provement in bank regulatory technique. The ability to exert effective
pressure on bank management requires careful monitoring of manage-
ment performance. The bank regulators repeatedly have attempted to
improve shareholder monitoring of bank risk-taking.379 Regulatory
monitoring must be at least as good as that of private analysts and the
securities market if the regulators are to exert any influence over bank
policy. In view of the increasing cost and diminishing usefulness of tradi-
tional on-site examinations of diversified banking institutions, the regula-
tors may have to rely increasingly on private sector analysis to assist
them in gathering and assessing comparative information about banking
organizations.38 °

In addition, the regulators must improve existing incentives for bank
management to respond to regulatory preferences with respect to risk-
taking. Unlike shareholders, the regulators do not supply funds directly
to individual banking organizations, but certain forms of regulatory
"capital" traditionally have been significant to bank management. Be-
cause bank acquisitions and many other corporate decisions have re-
quired explicit regulatory approval, banks seeking to expand their
operations have had reason to cultivate the good will of the regulators.
Moreover, the regulators' broad discretion to decide applications for ex-
pansion has enabled the regulators to engage in some creative condition-
ing in applying regulation to individual banks.381 For example, the
regulators' authority to take into account a bank's financial and manage-
rial resources in ruling on an application has permitted the regulators to
condition approval on the applicant's undertaking to raise its capital or
otherwise to improve its performance. 382

Thus, the regulators already have the ability to reward or penalize

377. Shareholders may exert this power through election of the board of directors or,
more frequently, through takeovers, which enable shareholders who are dissatisfied with
management performance to register their disapproval by tendering their shares to a rival
bidder. In addition, shareholders may penalize bad management by suing their directors
for money damages for breach of their fiduciary duty to the corporation. See W. Klein &
J. Coffee, supra note 173, at 178-79.

378. See supra notes 326-36 and accompanying text (capital requirements).
379. See supra notes 329-34 and accompanying text.
380. The regulators intend to make greater use of outside auditors to assist them in

gathering information. See, e.g., Rehm, FDIC to Urge Outside Audits for Banks It In-
sures, Am. Banker, Jan. 6, 1988, at 3, col. 2.

381. See supra note 12 (describing this conditioning power).
382. See supra note 176 and accompanying text.
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management performance through flexible application of their supervi-
sory authority. Ironically, as deregulation proceeds, this authority may
be diminished. If remaining regulatory controls on bank investments are
removed, banks no longer will have to apply formally to the regulators
before engaging in new activities.

The check on bank management traditionally provided by the ap-
proval process provides a strong justification for retaining the require-
ment for prior regulatory approval at least of major corporate decisions
such as acquisitions of new affiliates and changes in control. In reviewing
applications, the regulators should concentrate on management quality
and performance record, using their authority to deny or conditionally to
approve an application as a means of disciplining bank management.38 3

Although management quality is difficult to evaluate, the regulators can
look at such objective factors as past earnings record, stock price per-
formance and the existence of effective internal control mechanisms.
These are the same factors that shareholders look to in predicting a com-
pany's future performance.384

Use of the application process to discipline management may be criti-
cized as a crude and arbitrary means of exerting influence on manage-
ment policy. Banks may easily avoid the discipline simply by deciding
not to expand their operations. Nevertheless, although most banks may
resort to the application process infrequently, they must take into ac-
count the possibility that they may require regulatory approval of an ap-
plication at some future time. Thus, it is in the interest of management
to be responsive to the regulators' preferences in order to bank some reg-

383. Banking statutes already require the regulators to evaluate management quality in
deciding applications for major acquisitions. See supra note 317.

384. The existing approval process is complicated by the fact that a banking organiza-
tion's decision to expand banking or nonbanking operations may require approval by a
different regulatory supervisor-applying different statutory standards-depending on
which specific corporate entity within the banking organization is to be used for expan-
sion. For example, new nonbanking activities may require the approval of the Federal
Reserve Board if they are to be conducted by a nonbank subsidiary of a bank holding
company; if they are to be conducted by the bank, they may be regulated by the Comp-
troller of the Currency, the Federal Reserve Board, the Federal Deposit Insurance Cor-
poration or a state banking supervisor, depending on the charter or insured status of the
bank and its membership in the Federal Reserve System. See supra note 248. The danger
of conflicting or inconsistent supervisory standards may provide a reason for requiring
banking organizations to expand their activities through nonbank subsidiaries of a bank
holding company to ensure that a single supervisory authority (in this case, the Federal
Reserve Board) will be able to control the application process. Such a requirement, how-
ever, will not entirely solve the problems created by the existence of competing supervi-
sory authorities, each of which would still have authority to approve corporate decisions
other than expansion into new nonbanking activities. This suggests the need for closer
coordination among the different bank regulators in developing consistent supervisory
standards for banks. More generally, the existing division of authority among bank regu-
lators based on corporate form-state bank, national bank, bank holding company-will
only hamper regulatory efforts to improve supervision of the restructured and diversified
banking organizations of the future. See supra notes 275-82 and accompanying text.
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ulatory good will for the future.38

Moreover, the effectiveness of this discipline depends entirely on the
ability or willingness of the regulators rigorously to exert their authority
in deciding applications. Countervailing factors, such as the need to ar-
range a merger of a troubled bank or fear of possible negative publicity
for the bank following denial of its application,386 may cause the regula-
tors to be unduly lenient in evaluating management quality in individual
cases. 387 These individual considerations may impede the development
of clear and predictable standards for granting or denying applications.

Nevertheless, some flexibility in administering standards is desirable in
the creative conditioning process, since it permits the regulators to nego-
tiate with individual applicants and tailor solutions designed to address
their specific problems. For example, the regulators might be willing to
tolerate below-average performance by a bank that has exhibited its com-
mitment to improve by replacing management and developing new oper-
ating procedures. At a minimum, bank management will be aware that,
to be successful in the application process, it cannot simply ignore past
problems, but must take some affirmative steps to improve its
performance.388

In addition to their ability to withhold or supply regulatory capital,

385. The discipline exerted by the capital markets on corporate management also may
be indirect. Many corporations rely on internally generated funds for most of their fi-
nancing needs and resort directly to the capital markets infrequently. Nevertheless, man-
agement still cannot afford to ignore the securities market's reaction to its performance.
If the market value of the corporation's stock drops too far, the company may become the
target of a takeover by an outsider that believes that it can improve the firm's market
value by better management. Similarly, bank management that deliberately avoids the
regulatory approval process will be hampered in its ability to expand the bank's opera-
tions and adjust to new competitive forces. This in turn may lead to negative shareholder
reaction and a possible takeover.

386. The regulators can avoid actually denying an application by requiring applicants
to meet with them informally to discuss the application before it is formally filed; if the
applicant cannot or will not meet the regulators' conditions and does not want to risk a
denial, it will not file an application.

387. For example, the regulators' record in enforcing the Community Reinvestment
Act of 1977, 12 U.S.C. §§ 2901-2905 (1982), which requires the regulators in acting on an
application for expansion to take into account the applicant's record in helping to meet
the credit needs of the local community, has been criticized by some observers as overly
cautious and ineffective. One explanation may have been a lack of consensus as to what
banks should be doing to serve local credit needs. But see Bank of Boston Corp., 75 Fed.
Res. Bull. 35, 37 (1989) (describing typical elements of effective CRA programs). In
contrast, the regulators have had long experience in assessing and setting minimum stan-
dards for bank financial strength and management performance.

388. In its recent approval of corporate securities underwriting powers for bank affili-
ates, the Federal Reserve Board has required each applicant to develop operational and
management procedures, such as computer, audit and accounting systems and internal
risk management controls, which must be examined and approved by the Board before
the new underwriting activities may be commenced. See Morgan/Chase/Bankers Trust/
Citicorp/Security Pacific, supra note 119, 75 Fed. Res. Bull. at 206. Requiring bank
management to develop its own internal control procedures in this case may be a better
way to manage any new risks that may arise out of underwriting activities than for the
regulators to impose detailed new structural and operating requirements. The regulators
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the regulators, like shareholders, have the power to penalize management
directly for poor performance. The regulators can remove or impose di-
rect penalties on bank managers for actual fraud or negligence in operat-
ing a banking institution.389 Nevertheless, it is generally agreed that the
regulatory enforcement powers have not been used frequently or effec-
tively enough to have had much of a deterrent effect on bank risk-tak-
ing.' 9° Too often, enforcement actions have been brought only after the
bank has failed, too late to have any influence on bank management
policy.

Simply increasing the number of enforcement actions that are brought
against bank management, however, may not necessarily improve man-
agement performance. The limited effectiveness of current enforcement
powers actually may be due in part to the very breadth of existing disci-
plinary authority. The enforcement powers permit the regulators to pun-
ish broadly defined conduct, such as "continuing disregard for the safety
or soundness of the bank," '391 the scope of which is determined by the
regulators themselves.392 Moreover, unlike the approval process for reg-
ulatory applications that encourages negotiation between the bank and
the regulators, the enforcement process is adversarial, resulting in the
imposition of potentially serious penalties on management such as re-
moval from office or personal liability.39 3 In light of the severity and
unpredictability of the enforcement powers, too frequent exercise of the
powers may simply discourage candidates from becoming bank directors
or officers rather than encouraging greater care in managing banks.3 94

generally could require banks to demonstrate effective internal operating policies and an
adequate performance record as a condition to approval of any application.

389. See supra notes 198-223 and accompanying text.
390. See House Report on Insider Abuse, supra note 200, at 152.
391. See 12 U.S.C. § 1818(e)(1) (1982) (removal authority). Cease-and-desist orders

may be imposed following a showing of unsafe or unsound practices in the conduct of the
affairs of the banking institution. See id. § 1818(b). Any violation of such an order is
punishable by civil money penalties. See id. § 1818(i)(2)(i) (Supp. V 1987).

392. See Brickner v. Federal Deposit Ins. Corp., 747 F.2d 1198, 1202 (8th Cir. 1984)
(FDIC has discretion to define breach of fiduciary duty for purposes of the removal
statute).

393. The regulators' apparent preference for flexible solutions may account for the in-
frequent use of the formal enforcement powers as opposed to jawboning and other infor-
mal techniques of persuasion. See supra note 201 and accompanying text. Yet these
informal techniques have been criticized as ineffective in correcting management
problems before they lead to bank failure. See, e.g., House Comm. on Government Oper-
ations, Combating Fraud, Abuse, and Misconduct in the Nation's Financial Institutions:
Current Federal Efforts Are Inadequate, H.R. Rep. No. 1088, 100th Cong., 2d Sess.
(1988) (finding efforts by regulators to detect and prevent fraud, abuse and misconduct to
have been inadequate).

394. See supra notes 283-85 and accompanying text. A recent study of the regulatory
enforcement procedures criticized the bank regulators for failing to make public informa-
tion concerning decisions in administrative adjudications. This secrecy limits the ability
of counsel to advise potential targets of enforcement actions. See Malloy, Balancing Pub-
lic Confidence and Confidentiality: Adjudication Practices and Procedures of the Federal
Bank Regulatory Agencies, 61 Temple L. Rev. 723, 791-93 (1988).
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In addition, the different risk preferences of the regulators and bank
shareholders may subject bank management to conflicting duties. For
example, the regulators may deem a decision by management of a diver-
sified banking organization not to support an ailing bank subsidiary to be
an unsafe or unsound practice warranting an enforcement action against
management.395 Yet a decision to support the subsidiary could be harm-
ful to the banking organization as a whole, prompting complaints and
possibly even a derivative action against the directors by its shareholders.
Moreover, any penalty imposed by the regulators on the banking organi-
zation, such as removal of its directors, could lead to disruption of its
operations and negative market reaction, resulting in injury to its share-
holders. Thus, aggressive use of the disciplinary powers could result in
significant interference with the operations of the bank.

These problems with the regulatory enforcement powers suggest the
need for changes in their interpretation and use if they are to be effective
in disciplining bank management. Initially, the regulators must develop
clearer standards for exercise of their powers, for example, by clarifying
what conduct by bank management will be considered to amount to a
breach of fiduciary duty sufficient to justify removal. Clearer standards
not only will assist potential targets of enforcement actions, but also may
solve the problems that the regulators are facing in attempting to use
their enforcement powers to improve the quality of management at bank-
ing organizations rather than simply to punish past legal violations or
dishonesty.396 In the latter case, the problem conduct is easily identifi-
able: for example, the bank official embezzled funds from the bank or
made improper insider loans. Such conduct is usually both illegal under
existing banking laws and a clear breach of the official's duty of loyalty to
the bank under common law fiduciary duty principles. Thus, the basis of
an enforcement action is easy to articulate and prove.

It is much harder to base an enforcement action on mismanagement
that may not violate any specific statute or common law rule but that still
poses a threat to the safety of the bank. For example, management's
risky and imprudent lending practices by themselves may not violate any
specific banking law or even constitute a breach of fiduciary duty to the
bank's shareholders.397 Yet this conduct may be the very sort of mis-
management that the bank regulators wish to discourage before it results
in losses for the bank. In order to bring pressure to bear on bank man-
agement, however, the regulators must be able to articulate what lending
practices are so imprudent as to fall below the regulatory standard of
care in managing banks. For example, the regulators may apply certain
minimum requirements as to proper loan documentation, levels of loan

395. See supra notes 358-59 and accompanying text (Hawkeye Bancorporation).
396. See supra notes 217-23 and accompanying text.
397. In fact, shareholders may have no reason to complain about these excessively

risky practices if they have not yet resulted in financial problems for the bank. See supra
notes 339-40 and accompanying text.
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concentrations in particular industries or geographic regions and loan
approval procedures.

This suggests the need for the bank regulators to develop their own
standards of fiduciary duty for bank management that can be used as a
basis for the enforcement powers and that will provide bank management
with better guidance as to what duties it owes to the regulators. In addi-
tion, clearer standards will permit management to decide how best to
balance its duties to the regulators against the demands of other constitu-
encies, particularly its shareholders. Inevitably, the requirements of the
regulators as to risk management may occasionally conflict with the pref-
erences of shareholders who may prefer more aggressive risk-taking.
Nevertheless, these conflicts need not present insurmountable problems
for bank management. In practice, bank management already must bal-
ance the conflicting interests of multiple constituencies, including share-
holders and debtholders, depositors, who because of the special nature of
their investment may have completely different interests from the bank's
other creditors, customers and the community. The regulators are sim-
ply an additional powerful constituency whose demands must be taken
seriously by bank management.398

This broadening of regulatory standards for exercise of disciplinary au-
thority must be accompanied by more narrowly tailored remedies. If the
enforcement powers are to be used to improve management performance,
the penalties must be designed to protect rather than to cause further
injury to the banking organization. For example, if a bank employee
embezzles funds from the bank, the most appropriate remedy may not be
to remove or penalize the bank's directors. If it was impossible for the
directors either to discover or prevent this employee's actions, penalizing
or removing the directors will do little to encourage better management
performance. Moreover, removing the directors may leave the bank
without effective leadership in a time of crisis. On the other hand, if the
directors had failed to set up any internal control mechanisms designed
to prevent employee fraud, then an enforcement action against the direc-
tors may force them to take steps to minimize opportunities for future
embezzlement. Thus, by fashioning more narrowly tailored penalties,
the regulators can minimize the negative effects of regulatory enforce-
ment actions on banks and their shareholders.

These suggestions for regulatory reform are by no means exhaustive,
but are designed simply to illustrate a possible new strategy for bank
regulation in managing a deregulated banking industry. Clearly, future
bank regulation must rely less on direct rules of conduct and more on
flexible risk management, which may vary with individual bank and eco-
nomic conditions. Thus, rather than attempting to develop new substan-
tive rules to control risk in diversified banks, the regulators should focus

398. The modem view of corporate law treats the corporation as consisting of multiple
participants in a series of bargains. See, e.g., Klein, The Modern Business Organization:
Bargaining Under Constraints, 91 Yale L.J. 1521, 1527 (1982).

[Vol. 57



1989] BANK REGULATION 577

on improving techniques of monitoring individual bank risk and exerting
pressure on bank management. This may be the most valuable lesson of
the new equityholder's perspective on bank regulation.

CONCLUSION

Deregulation has required the bank regulators to develop new strate-
gies of regulation that are designed to control risk in modern banking
organizations. The shift in regulatory strategy that has accompanied
bank deregulation may be characterized as a fundamental change in ap-
proach toward bank risk-taking from that of a typical bank debtholder to
that of an equityholder. The new equityholder's perspective on bank risk
recognizes the need to enhance bank profitability through diversification,
but leaves open the question of how to ensure that banks will manage
their new risks effectively. This dilemma may impede the future progress
and success of bank deregulation.




