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I.

INTRODUCTION

Lament has turned to laughter. The lament of many bankers prior to
the passage of multibank holding company legislation in this state in
1976' that the new law would destroy community banking and reduce the
number of independent banks has turned to laughter. In recent years, the
State of Georgia has witnessed an unprecedented explosion in the number
of new banks. Since 1983, the Georgia Department of Banking and Finance (the "DBF") and the Office of the Comptroller of the Currency
(the "OCC") have granted approximately ninety-five new bank charters
for state and national banks in Georgia, most for community banks.
Urban bank expansion under the Georgia Bank Holding Company Acte
and the absorption of numerous Georgia banks as a result of interstate
bank acquisitions under Georgia's regional interstate banking legislation3
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1. Act approved February 3, 1976, 1976 Ga. Laws 168 (codified as amended at O.C.G.A.
§§ 7-1-605 to -608 (1982 & Supp. 1988)).
2. 1960 Ga. Laws 62 (codified as amended at O.C.G.A. §§ 7-1-605 to -608 (1982 & Supp.
1988)).
3.

O.C.G.A. § 7-1-620 to -626 (Supp. 1988).
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have not met all demands for banking services. A significant segment of
the residents in many communities want to bank with a locally owned
and operated bank. The displacement of experienced management anxious to continue a career in a less institutionalized and more entrepreneurial environment has provided leadership and impetus to this
independent bank movement.
Experienced leadership alone, however, is not sufficient to form a new
bank. A group of from ten to twenty "organizers" is essential to provide
the initial financial backing, community support, and organizational effort to ensure success of the bank. Typically, most of the individuals who
are organizers of the new bank will also choose to serve on the bank's
board of directors. To serve as a bank director is an honor and "implies
confidence that the individual selected has the ability, experience and integrity to direct affairs affecting the community." 4 Many of the individuals serving on the boards of new banks, although extremely successful
business persons and professionals, have no previous experience as bankers or as directors of financial institutions2
Thus, the organizers, who upon charter approval become directors, face
the serious responsibility of fulfilling their duties as bank directors armed
with very little firsthand knowledge about how a bank should be managed
and operated. This predicament raises difficult questions. For example,
do the individuals who become directors of banks fully understand, at the
inception of the organizational effort, the extent to which being a bank
director presents opportunities, responsibilities, and potential exposure to
liability? Do these individuals understand the operational aspects of the
business of banking to be fully cognizant of the important areas of the
business to which they must direct their attention as directors? Are board
members fully aware of the regulatory authority of the Federal Reserve
System (the "Federal Reserve"), the OCC, the Federal Deposit Insurance
Corporation (the "FDIC"), and the DBF, and the impact of this authority
on the institution, the chief executive officer of the bank, and the directors individually?
The purpose of this article is to provide a source of information for new
directors and attorneys representing directors and new banks so they
might better understand the regulatory framework within which they
must operate and the types of activities that create potential corporate
and personal liability. In addition, this article makes suggestions to help
4. Dept. of Banking & Finance, State of Ga., The Bank Director-Honorand Responsibility (March 1983, revised Nov. 1987).
5. The occupations of the initial boards of directors of all banks chartered in Georgia as
reflected in their articles of incorporation during the period from 1983 to 1988 revealed that
only 11% were bankers. The balance of the boards were composed of persons with numerous other occupations. See Appendix A.
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directors better fulfill their roles, giving particular attention to recent
statutory and regulatory developments.
II. THE

REGULATORY MATRIX

In a general corporate setting, directors are subject to rules of corporate
governance. Typically, general common law principles and state law applicable to corporations govern these organizations.' The bank director,
however, is subject to. an additional level of accountability. That supervision rests with the triumvirate arrangement under which banks are regulated by one or more of the Federal Reserve, the OCC, and the FDIC.
The Federal Reserve has primary supervisory authority over bank holding companies and over state chartered banks that become members of
the Federal Reserve System ("state member banks"). Among many activities, the Federal Reserve establishes reserve requirements on deposits, is
a primary contributor to the monetary policy of the United States, sets
the discount rate on borrowings by banks from its "discount window,"
and writes and enforces implementing regulations for many major pieces
of legislation, such as the Bank Holding Company Act of 1956,' as
amended, and the Truth in Lending Act.8 The Federal Reserve System is
made up of its seven-member Board of Governors and the twelve district
Federal Reserve Banks and their branches.1" The Federal Open Market
Committee (the "FOMC"), a vital part of the Federal Reserve System, is
a major player in the national economy and consists of the Board of Governors and the presidents of the twelve Federal Reserve Banks, five of
whom on a rotating basis are voting members." The FOMC impacts the
nation's money supply by, among other things, conducting securities
transactions. When the FOMC purchases United States government securities in the open market the money supply increases; when it sells
United States government securities the money supply tightens.
1
The Federal Reserve conducts examinations of state member banks 2
and bank holding companies. It also is authorized to approve or deny spe13
cific transactions such as applications to form bank holding companies,
applications of existing bank holding companies to acquire additional
6. O.C.G.A. § 14-2-1 to -7 (1982 & Supp. 1988).
7. Bank Holding Act of 1956, ch. 240, 70 Stat. 133 (codified as amended at 12 U.S.C.A.
§§ 1849-1850 (West 1980 & Supp. 1989)); 12 C.F.R. § 225 (1988).
8. Truth in Lending Act, Pub. L. No. 90-321, 82 Stat. 146 (1986) (codified as amended
at 15 U.S.C. §§ 1601-1667(e) (West 1982 & Supp. 1989)); 12 C.F.R. § 226 (1988).
9. 12 U.S.C. § 241 (1982).
10. Id. § 222.
11. Id. § 263.
12. Id. § 325.
13. Id. § 1842(a)(1) (1982 & Supp. IV 1986); 12 C.F.R. § 225.11(a) (1988).
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banks or other bank holding companies," applications of bank holding
companies to engage in nonbanking activities, 1" notices of change in bank
control transactions involving bank holding companies or state member
banks," and bank merger applications under the Bank Merger Act of
196617 when the surviving bank is a Federal Reserve member bank.'s
The OCC is the chartering authority and the primary regulator for national banks,"9 although national banks are also members of the Federal
Reserve. The OCC supervises the banking and nonbanking activities of
national banks,2 0 conducts national bank examinations,"1 and may approve or deny various transactions such as national bank charter applications, merger applications when the surviving bank is a national bank,22
national banks, 3
notices of change in bank control transactions involving
2
'
and the establishment of national bank branches.
The FDIC is the primary regulatory authority for state chartered insured banks that are not members of the Federal Reserve (hereinafter
"state nonmember banks"). These banks constitute the majority of banks
in the United States. The FDIC has the power to conduct examinations
of these banks."5 It also insures the deposits of their customers up to
$100,000 per depositor." The FDIC may provide assistance to a failing
bank to keep it operating or to promote its merger with a sound institution. The FDIC has a three member board of directors, one of whom is
the Comptroller of the Currency.27 The President of the United States
appoints the other two members, who serve six year terms. The FDIC has
approval authority over bank mergers when the surviving bank will be a
state nonmember insured bank, 2' applications for federal deposit insurance,"9 branch applications, 0 and notices of change in control transac14. 12 U.S.C. § 1842(a)(3), (5) (1982); 12 C.F.R. § 225.11(c), (e) (1988).
15. 12 U.S.C. § 1843 (1982 & Supp. IV 1986); 12 C.F.R. § 225.21 -.25 (1988).
16.

12 U.S.C. § 1817(j)(13) (1982); 12 C.F.R. § 225.41-.43 (1988).

17. Bank Merger Act of 1966, Pub. L. No. 89-356, 80 Stat. 7 (codified as amended at 12
U.S.C.A. § 1828 (West 1980 & Supp. 1989)).
18. 12 U.S.C.A. § 1828(c) (West 1980 & Supp. 1989).
19. Id. §§ 21, 22, 26, 27, 92a, 1814(b), 1816.
20. Id. §§ 81-95b.
21. Id. §481.
22.

Id. § 1828(c)(2)(a).

23. Id. § 1817(j)(13); 12 C.F.R. § 5.50 (1988).
24. 12 U.S.C. § 36 (1982); 12 C.F.R. § 5.30 (1988).
25. 12 U.S.C.A. § 1820 (West 1980 & Supp. 1989).
26. 12 U.S.C. § 1811 (1982).
27. Id. § 1812 (1982 & Supp. IV 1986).
28. 12 U.S.C.A. § 1828(c)(2)(C) (West 1980 & Supp. 1989).

29. 12 C.F.R. § 303.1 (1988).
30. Id. § 303.2.
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tions involving state nonmember banks.8 1
State government authorities also regulate financial institutions other
than national banks. The DBF regulates state chartered banks and bank
holding companies in Georgia pursuant to the provisions of the Financial
Institutions Code of Georgia and the Rules of the DBF.82 The DBF has
concurrent authority to approve or deny applications for transactions
that are filed with the federal regulators such as bank holding company
formations38 and the establishment of branches.34 The DBF also conducts
examinations" of state chartered banks in coordination with the FDIC
and the Federal Reserve and has the authority to grant or deny applications for state bank charters"" and notices of change in bank control
transactions involving state chartered banks and bank holding
companies .3
In order for bank directors to fulfill their responsibilities they must
have a clear and thorough understanding of the bank examination process. In 1978, Congress created the Federal Financial Institutions Examination Council for the purpose of establishing uniform principles, standards, and report forms to be used by the federal regulatory agencies in
the examination of financial institutions." The agencies that actually
make up the Council include the Federal Reserve, the FDIC, the Comptroller, the Federal Home Loan Bank Board, and the National Credit
Union Administration.
The council established a uniform interagency rating system for banks
known as the CAMEL Rating System.s CAMEL is an acronym for the
five components that the regulatory agencies consider in examining a
bank: (1) capital adequacy, (2) asset quality, (3) management, (4) earn31. 12 U.S.C.A. § 1817(j)(13) (West 1980 & Supp. 1989); 12 C.F.R. § 303.4 (1988).
32. O.C.G.A. § 7-1-1 to -862 (1982 & Supp. 1988).
33. Id. § 7-1-606 (Supp. 1988).
34. Id. § 7-1-601.
35. Id. § 7-1-64, -607 (1982).
36. Id. § 7-1-390 to -398 (1982 & Supp. 1988).
37. Id. § 7-1-232 (1982).
38. Federal Financial Institutions Examination Council Act of 1978, Pub. L. No. 95-360,
92 Stat. 3694 (codified as amended at 12 U.S.C. §§ 3301-3308 (1982)).
39. The Federal Reserve employs a similar rating system for bank holding company inspections. This is known as the BOPEC rating system. BOPEC is an acronym for five elements that are evaluated and rated on a scale of "I" to "5," with 1 being the highest level of
performance and "5" representing the lowest level of performance (and thus the highest
level of supervising concern). The five components that make up the BOPEC system are (1)
bank subsidiaries, (2) other (nonbank) subsidiaries, (3) parent company, (4) earnings (consolidated), and (5) capital adequacy (consolidated). In addition, each bank holding company
is given a managerial corporate rating and a financial corporate rating. 1 BOARD OF GOVERNORS OF FED. RES. SYSTEM, FED. RES. REGULATORY SERVICE § 4-865 (1981) [hereinafter FED.
RES.).
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ings, and (5) liquidity.' The examiner rates each of these factors in the
examination process on a numerical scale of one to five, with "one" representing the highest and "five" the lowest level of operating performance.
The regulators also determine a composite rating for the bank. Ratings of
"one" or "two" indicate that the bank is fundamentally sound and there
is little or no reason for the regulators to be concerned. An institution
that is rated "three" generally warrants some form of supervisory concern, but the condition of the institution entails only a remote possibility
of failure. Banks that are rated "four" or "five" are those whose financial,
operational, or managerial weaknesses are quite severe and as such could
cause a serious threat to the existence of the institution. Institutions
rated "five" are generally considered to have a high probability of failure.
As discussed below administrative actions are likely to be taken against
institutions with a composite rating of "three," "four," or "five." It is important for the directors to realize that the composite rating may be different than the average of the specific CAMEL components. These components, however, represent the essential elements upon which the
composite rating is based.
The regulatory agencies conduct examinations of institutions and produce a report of examination. Management and directors should carefully
review the report of examination. At the conclusion of the examination,
the regulatory agencies will generally conduct an "exit interview." The
examiner will indicate to management the problems that, in his view, will
affect the bank. This is a good opportunity for management to take issue
with any of the examiner's comments that it feels are unwarranted. It is
important to be cooperative with the regulators during the examination
process, but when the bank believes that the examiner is incorrect as a
matter of fact or as a matter of law or regulation, the institution would be
well advised to discuss the situation with the examiners and raise issues
in writing, if necessary. The end result of such a discussion may be to
avoid having the examiner's adverse comment placed in the examination
report, when it becomes more difficult to correct.
Directors should be aware that they should not rely on the bank examination process to replace their responsibility for vigilance over the management of the bank. The responsibility of the board and management is
to supervise properly and establish controls for the supervision and operation of the institution. The bank examination function is not designed to
replace this responsibility.
New bank directors should be mindful that banking is a heavily regulated and specialized form of business endeavor. Therefore, the bank di40. 1 FDIC, LAw,
note 39, at § 3-1575.
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rector is in a somewhat different environment from that of his nonbank
corporate director counterparts. The following section presents an overview of the various enforcement powers and procedures of the federal
bank regulatory agencies.
III.

ADMINISTRATIVE ENFORCEMENT AcTiONS

After a long hiatus, Congress has given the federal regulatory agencies
substantial flexibility in their administrative enforcement powers. Until
1978, the agencies had few, but very powerful, enforcement devices at
their disposal. The OCC, for example, had the power to revoke the charter of a national bank."1 The FDIC had the authority to terminate federal
deposit insurance,' and the Federal Reserve could expel a bank from
Federal Reserve membership.' The powers were awesome, but in practice
were seldom used because of their inherent infexibility. In 1966 Congress
provided some enhancement of enforcement powers with the passage of
the Financial Institutions Supervisory Act of 1966,"" which provided the
agencies with the power to issue Cease and Desist Orders ("C&D")
against the financial institutions and provided a means to remove officers
and directors from an institution when, inter alia, personal dishonesty
was involved. 4 The supervisory agencies, however, used the powers con-

ferred by this statute relatively infrequently.
In 1978 Congress reacted to the continued pleas of the regulatory agencies and passed the Financial Institutions Regulatory and Interest Rate
Control Act of 1978 (the "FIRA"). 4 Following this comprehensive legislation, Congress passed other laws such as the International Lending Supervision Act of 1983.17 These statutes have all served to increase the
flexibility of the bank regulators in dealing with financial institutions by
providing intermediate remedial alternatives.
For example, the FIRA gave the agencies the power to issue C&Ds
against individuals as well as institutions. The FIRA also provided the
agencies with the power to assess civil money penalties ("CMP") of up to
$1,000 per day against individuals (up to $10,000 per day for wilful viola41.

M.

COBB, FEDERAL REGULATION OF DEPOSITORY INSTITUTIONS: ENFORCEMENT POWERS

42.

8.02[1l (1984).
12 U.S.C. § 1818(a) (1982).

43.

Id. § 327.

AND PROCEDURES

44. Financial Institutions Supervisory Act of 1966, Pub. L. No. 89-695, 80 Stat. 1028
(codified as amended at 12 U.S.C.A. § 1464(d) (West 1980 & Supp. 1989)).
45. 12 U.S.C.A. § 1206(d) (West 1980 & Supp. 1988).
46. Financial Institutions Regulatory and Interest Rate Control Act of 1978, Pub. L. No.

95-630, 92 Stat. 3641 (codified as amended at 5 U.S.C.A. § 5108 (West 1980 & Supp. 1989)).
47. International Lending Supervision Act of 1983, Pub. L. No. 98-181, 97 Stat. 1278
(codified as amended at 12 U.S.C. §§ 3901-3912 (Supp. III 1985)).
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tions of the Change in Bank Control Act' 8) for violations of certain federal banking laws and their implementing regulations. 9 The OCC, the
Federal Reserve, and the FDIC have developed procedures to implement
their CMP powers.9 0
Since increased regulatory powers have been granted, the agencies, as a
matter of policy, have taken a much more aggressive attitude on enforcement issues. The recent record number of bank failures, along with Congressional prodding, has prompted much of the new attitude, as the following legislative history demonstrates:
Regulatory agencies have often contended that their ability to control
abuses by insiders and to see that financial institutions are operated in a
safe and sound manner are too limited. The hearing records are filled
with statements that the agency has the choice of either jawboning-sending letters to officials asking for their cooperation in correcting
problems-or using a blunderbuss on the institution. Agency officials
have asked for powers which lie somewhere between these two approaches so that they can tailor solutions and responses to specific
problems and thus more effectively do their job. The bill provides the
agencies with those tools, and its [sic] expects the regulatory agencies to
vigorously utilize those powers to make the nation's financial institutions
function properly. 1
Bank directors, therefore, should be aware that administrative enforcement devices such as Memorandums of Understanding ("MOU"), Written Agreements ("Agreement"), C&Ds, and CMPs, capital directives, and
removal orders are not mere abstract concepts. Such administrative remedies have increasingly become realities. During calendar year 1987, the
FDIC issued 107 C&Ds. It issued 135 in 1986, 186 in 1985, and 138 in
1984." While the federal agencies now have a wealth of enforcement
tools, such as the power to assess CMPs and to suspend or remove officers
and directors, the most commonly used administrative enforcement devices are the MOU, the Agreement, and the C&D, which the agencies as a
general rule impose as a result of an unfavorable examination report or a
series of examination reports.
Agencies use the MOU for problems that they consider to be the least
serious in nature. The MOU is a written record of a "meeting of the
minds" between the regulatory agency and the management of the finan48. Change in Bank Control Act of 1978, Pub. L. No. 95-630, 92 Stat. 3683 (codified as
amended at 12 U.S.C. § 1817(j)(13) (1982)).
49. 12 C.F.R. §§ 19.22-.25 & 308.64.72 (1988).
50. Id. §§ 19(c), 26(b) & 308(h).
51. H.R. REP. No. 95-1383, 95th Cong., 2nd Sess. 17, reprintedin 1978 U.S. CODE CONG.
& ADMIN. NEws 9289.
52. See 1987 FED. DEPosrr INS. CORP. ANN. REP. 14.
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cial institution. All three federal supervisory agencies utilize the MOU,
and consider it to be informal in nature. Although generally considered
informal, the provisions of an MOU can be quite extensive. Failure to
comply with5 3the terms of an MOU may lead to a more serious enforcement action.
The agencies generally consider an Agreement to be an informal action.
The Federal Reserve and the OCC use the Agreement, but the FDIC does
not. The agencies issue an Agreement when they believe the institution's
problems are not serious enough to require a C&D and when management
is cooperative and currently working toward making the appropriate corrections. The advantage to the federal agency in using an Agreement is
that it is a consent arrangement, and therefore, the agency can implement
it without the expenditure of time and manpower required in a contested
action.
Rather than issue a notice of charges and institute a formal proceeding,
the agencies often use a Consent C&D. Consent C&Ds are advantageous
to the agencies and the financial institution because they avoid the protracted hearings, high costs, and expenditures of time involved in a contested proceeding, while providing an opportunity for some negotiation
between the financial institution and the regulator before the order becomes final."
A C&D is a formal enforcement action, and the enforcement agencies
generally use it in serious problem situations when deterioration of the
financial institution is a continuing problem, or management has been
unable or unwilling to cooperate in the past, or the bank has not complied with an existing MOU or Agreement. Federal law clearly establishes
the enforcement power of the agencies' C&D authority.,
When an institution fails to comply with a C&D that has become final,
agencies may impose civil money penalties of up to $1,000 per day and
seek enforcement by federal district court order. 6 In a contested action,
the law entitles a financial institution or an individual to receive a notice
of charges and a hearing under the Administrative Procedures Act.5 7 If an
aggrieved party receives a final C&D, he may obtain judicial review by
filing within thirty days in the United States Court of Appeals for the
circuit in which the home office of the financial institution is located or in
the United States Court of Appeals for the District of Columbia Circuit."

53.
54.
55.
56.

See FDIC, EXAMINATION POLICIES § T.
M. Coss, supra note 41, at 3.02[4][a).
12 U.S.C. § 1818(i)(1) (1982 & Supp. IV 1986).
Id. § 1818(i)(1) & (2)(i).

57. Administrative Procedures Act, Pub. L. No. 89-554, 60 Stat. 237 (1946) (codified as
amended at 5 U.S.C.A. §§ 551-576 (West 1977 & Supp. 1989)).
58. 12 U.S.C. § 1818(h)(1) (1982 & Supp. IV 1986).
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In 1987 the FDIC, in addition to issuing 107 C&Ds, initiated 91 termination of insurance proceedings and assessed CMPs against 16 bank officers in 3 actions. Also, in 1987 the FDIC initiated 18 removal proceedings to remove officers or directors as compared to 14 such proceedings in
1986.69

IV.

BANK DIRECTOR LIABILITIES

Two basic sets of standards govern the behavior of bank directors: common law and statutory law. In most instances, the regulatory agencies develop regulations to implement the statutory law. Within each category
directors are subject to rules of general corporate law as well as specific
provisions within the banking laws. The following sections will highlight
some of the major responsibilities of bank directors under common law
and federal and Georgia statutes.
A.

Common Law

Duty of Care. Under the common law, bank directors have a duty of
care to administer diligently the affairs of the bank. The duty of care
requires bank directors to act as prudent and diligent persons in safeguarding the bank's property, complying with state and federal banking
statutes, and ensuring that bank officers run the bank properly.6 0 In performing this function, a director must act as a reasonable and prudent
person would in a like position under similar circumstances." A director's
negligence must cause loss to the institution before liability may be imposed.6 ' The "business judgment rule" found in corporate law, which
states that directors generally are not liable for losses that result from a
mere error in judgment, applies equally to bank directors, shielding them
from liability in certain circumstances. s
Duty of Loyalty. The duty of loyalty requires bank directors to administer honestly the affairs of the bank and prohibits them from pursuing their own interests to the disadvantage of the institution. This requires that directors put the corporate interests of the bank above their
59. 1987 FED. DEPOSIT INS. CORP. ANN. REP. 14.
60. The Georgia Supreme Court has stated that "[t]he general rule in this State is that
directors of a bank must exercise ordinary care and diligence in the administration of its
affairs." Woodward v. Stewart, 149 Ga. 620, 628, 101 S.E. 749, 752 (1919).
61. See Gadd v. Pearson, 351 F. Supp. 895, 903 (M.D. Fla. 1972). Typical breaches of the
duty of care include (1) missing many board meetings without reason, (2) failing to keep
informed of how the bank is doing, and (3) agreeing by action or acquiescing by inaction to
management decisions that are bad on their face.
62. Crews v. Garber, 188 Okla. 570, 111 P.2d 1080, 1083 (1941).
63. Warren v. Robinson, 25 Utah 205, 70 P. 989, 990 (1902).
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own personal or business interests. Directors must not compete with the
institution, take advantage of opportunities belonging to the institution,
cultivate interests conflicting with those of the institution, profit from inside information, authorize transactions that injure or oppress minority
shareholders, or profit improperly from the sale of the bank's stock or
control.
Potential Liability. If bank directors do not manage the business
and affairs of the bank according to the directions of the bank's charter,
and if they do not act in good faith, they must reimburse the bank for
losses that their misconduct may inflict upon either shareholders or creditors of the bank, or both.6 ' A bank may recover from its directors the
amount of money lost by it because of the director's breach of duty.es
B.

Statutory Law

A director who fails to comply with the statutes enacted by Congress or
implementing regulations adopted by bank regulatory agencies may be
held personally liable or subjected to civil money penalties, either alone
or jointly with other board members, in lawsuits or agency enforcement
actions." Private parties such as bank shareholders or the regulatory
agencies can bring legal actions for "knowing" violations of the law.67 For
example, the board of directors of a national bank is responsible for the
proper exercise of fiduciary powers by the bank." Each director of a national bank may be personally liable, pursuant to 12 U.S.C. § 93, for the
loss or damage that a bank may sustain resulting from the director's
knowing violation of any provision of the National Bank Act."'
Common areas in which directors have been held personally liable for
violating national banking statutes include (1) loans and investments that

64. Marshall v. Farmers & Mechanics Sav. Bank, 85 Va. 676, 8 S.E. 586, 591 (1889). See
also Medford Trust Co. v. McKnight, 292 Mass. 1, 197 N.E. 649, 655 (1935).

65. 12 U.S.C.A. § 93 (West Supp. 1988).
66. See id. §§ 93(a) & 503. National bank directors also have civil liability for "knowing"
violations or assenting to violations of criminal law. Id. § 503.
67. See 12 C.F.R. § 9.7(a)(1) (1988) that states:
The board of directors is responsible for the proper exercise of fiduciary powers by
the bank. All matters pertinent thereto, including the determination of policies,
the investment and disposition of property held in a fiduciary capacity, and the
direction and review of the actions of all officers, employees, and committees uti-

lized by the bank in the exercise of its fiduciary powers, are the responsibility of
the board.
68. National Bank Act, 1 Stat. 191 (1791) (codified as amended at 12 U.S.C.A. § 93
(West Supp. 1988)).
69. Id.; 12 U.S.C.A. § 93 (West Supp. 1988).
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exceed statutory amount limitations,70 (2) false reports,7 1 and (3) the dec-

laration of improper dividends.7 ' Directors are responsible for compliance
with limitations on the total dollar amount a bank can lend to a single
borrower.7 If directors approve loans that exceed the bank's lending limits and the bank suffers a loss therefrom, the directors may incur personal
liability. Dizectors may also be liable for loans that exceed amount
limita74
tions imposed on extensions of credit to affiliated companies.
Lending Limits. Under 12 U.S.C. § 84, a national bank can lend only
a specific percentage of its capital and unimpaired surplus to a single borrower. 7s The Georgia Financial Institutions Code ("Georgia Code") places
similar limitations on state chartered banks on amounts loaned to one
person or entity. 7s Directors who assent to loans that exceed the amount

limitations may be personally liable for any loss sustained by the bank
regardless of the director's intent or the
financial position of the borrower
77
at the time the bank made the loan.

Personal Liability. In its recent decision in Larimore v. Comptroller
70. Id.

84.

71. Id. § 161.
72. Id. §§ 56 & 60 (West 1945 & Supp. 1988).
73. Id. § 84 (West Supp. 1988). For a national bank, the law generally limits loans to a
single borrower to 15% of the bank's unimpaired capital and unimpaired surplus for loans
that are not fully secured and allows an additional 10% of the bank's unimpaired capital
and unimpaired surplus for loans that are fully secured by readily marketable collateral
having a market value, as determined by reliable and continuously available price quotations, at least equal to the amount of the total loans outstanding. State chartered banks are
limited by state law with respect to single borrower loan limitations. Under Georgia law, a
state chartered bank may not make a loan to a single borrower in an amount that exceeds
the amount provided in O.C.G.A. § 7-1-285 (1982 & Supp. 1988).
74. 12 U.S.C.A. § 371c (West Supp. 1988). This provision of law is part of the Federal
Reserve Act. It is made applicable to state chartered nonmember banks by 12 U.S.C. §
1828(j) (1982).
75. A national bank may not make loans to a single borrower in excess of 15% and under
certain circumstances 25% of the bank's unimpaired capital surplus. See 12 U.S.C. § 84
(1982); 12 C.F.R. § 215.2(F) (1988); supra note 73.
76. O.C.G.A. § 7-1-285(b) provides that a bank may not loan to any one person or corporation in the aggregate more than:
15 percent of the statutory capital base of the bank unless .

.

. [it] .

.

. is ap-

proved in advance by the board of directors or a committee authorized to act for it
.. . [or] unless the entire amount of such loans is secured by good collateral or
other ample security and does not exceed 25 percent of the statutory capital base.
O.C.G.A. § 7-1-285 (1982 & Supp. 1988). Exceptions to this rule exist in certain circumstances such as the purchase of commercial paper, certain loans upon the security of agricultural products, and obligations guaranteed by the United States or the State of Georgia. Id.
§ 7-1-285(C).
77. 12 U.S.C.A. § 84 (West Supp. 1988).

19891

BANK DIRECTORS

599

of the Currency," the Seventh Circuit Court of Appeals held that the
Comptroller of the Currency acting alone could not impose personal lia-

bility on a bank director pursuant to 12 U.S.C. § 1818(b)(1) for violating
the legal lending limits without instituting a court action. 9 In Larimore,

the 0CC had examined the bank's loan portfolio, served the bank's board
of directors with notice of a violation of 12 U.S.C. § 84, and instituted
administrative proceedings pursuant to section 1818 (b)(1) to obtain a

C&D against the bank and its board of directors.80 In an administrative

hearing, the OCC requested that the Administrative Law Judge (the

"ALJ") assess CMPs against each director for the losses arising from the
loans that exceeded the statutory limit. The ALJ assessed penalties
against all but one director. The Comptroller, however, assessed personal
liability against all of the directors, including the director exempted
under the ALJ's recommended decision.
Upon review, the court held that the Comptroller exceeded the scope of
his authority when he issued the order imposing personal liability on directors for violating section 84.81 The court found that the Comptroller
was adjudicating the bank directors' personal liability for statutory violations without a trial before a court of competent jurisdiction."' Section 93
of Title 12 of United States Code provides for personal liability if a bank
director knowingly violates or knowingly permits a violation of a provision of the National Bank Act. The statutory scheme under section 93
s
calls for a proper court of the United States to determine such liability.8
In Larimore, the court, interpreting section 1818(b)(1), found no indica78. 789 F.2d 1244 (7th Cir. 1986).
79. Id. at 1248-49.
80. Id. at 1249-50. 12 U.S.C. § 1818(b)(1) (1982) provides in relevant part:
If, in the opinion of the appropriate federal banking agency, any insured bank...
or any director, officer, employee, agent, or other person participating in the conduct of the affairs of such a bank is engaging or has engaged, or the agency has
reasonable cause to believe that the bank or any directors . . . or other persons
participating in the conduct of the affairs of such bank . . . is violating or has
violated . . . a law, rule, or regulation . . . the agency may issue and serve upon
the bank or such director . . . a notice of charges in respect thereof. . . .In the
event . . . the agency shall find that any violation . . . specified in the notice of
charges has been established, the agency may issue . . . an order to cease and
desist from any such violation or practice. Such order may. . . require the bank
or its directors. . . to cease and desist from the same, and, further, to take affirmative action to correct the conditions resulting from any such violation or practice.
Id.
81. 789 F.2d at 1245.
82. Id. at 1244.
83. 12 U.S.C. § 93(a) (1982) further provides that "[i]n case of such violation, every director who participated in or assented to the same shall be held liable in his personal and
individual capacity for all damages which the association, its shareholders, or any other person, shall have sustained in consequence of such violation." Id.
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tion that Congress intended to give the Comptroller unilateral authority
to assess personal liability and damages against a bank director under
section 1818(b)(1) in lieu of following the procedures of section 93. 81
Courts have held that director liability for violations of the legal lending limits is several and not joint65 The plaintiff may choose to bring suit
against one, all, or any number of the directors.86 The right of contribution, however, does exist when directors have a common liability for the
bank's loss.87 Directors who fail to investigate loans that violate the statutory legal lending limit may be responsible for the loss resulting to the
bank for committing an intentional violation of the banking laws.s8
Removal From Office. Bank directors and officers may also be subject to removal for violation of the bank's legal lending limit,"9 among
other causes. In Brickner v. FDIC,s0 the FDIC removed two directors who
were aware of, but did not participate in, a codirector's improper loan
practices and prohibited them from further participation in any manner
in the bank's affairs."1 In an administrative hearing, an ALJ found that
the directors had breached their fiduciary duties by failing to curtail their
codirector's improper extension of credit and recommended that the directors be removed from their positions as directors but allowed to continue as officers of the bank. The FDIC rejected the ALJ's recommended
remedy and, removed the directors from both positions, prohibiting them
from participating in any manner in the bank's affairs. On appeal before
the United States Court of Appeals for the Eight Circuit, the directors
argued that their failure to cease the improper lending practices resulted
from an honest error of judgment in relying on their business associate
and did not stem from a breach of their fiduciary duty. Rejecting this
argument, the court gave deference to the FDIC's determination due to
its special expertise in the banking area."' The court held that even ap84. 789 F.2d at 1253-56.
85. Chesbrough v. Woodworth, 195 F. 875, 880 (6th Cir. 1912).
86. Gamble v. Brown, 29 F.2d 366, 376 (4th Cir. 1928), cert. denied, 279 U.S. 839 (1929).
87. Cache Nat'l Bank v. Hinman, 626 F. Supp. 1341, 1343 (D. Colo. 1986). In Hinman,
the OCC brought suit against a particular director for violation of the National Bank Act,
whereupon he filed a third party complaint against other members of the bank's board of
directors.
88. See Corsicana Nat'l Bank v. Johnson, 251 U.S. 68, 86-87 (1919).
89. From January 1, 1987, to June 30, 1988, FDIC removed 13 directors from office for
breach of their duties or legal violations, and in most cases, prohibited the directors from
participating in any manner in the conduct of the business and affairs of the bank or voting
for a director of any FDIC-insured bank without prior written approval of the FDIC. The
authors compiled this information from memorandums the FDIC furnished.,
90. 747 F.2d 1198 (8th Cir. 1984).
91. Id. at 1200-01.
92. Id. at 1201.
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plying a de novo standard of review, evidence that the directors continued to entrust a codirector with the exclusive power to extend credit in
an improper manner and in amounts far exceeding the bank's lending
limit amply established that the directors breached their fiduciary obligations.9' The directors contended that the FDIC invoked a sanction grossly
disproportionate to their culpability and, thus, abused its discretion. The
court held that "an agency's choice of remedies is generally not to be
overturned unless the reviewing court finds that it is unwarranted in law
or without justification in fact."'"
Aggregation of Loans. Bank directors must also be aware that in
determining lending limit violations, agencies may aggregate loans made
to different nominal parties in which the beneficial interest goes to the
same party. In del Junco v. Conouer,'s the court held that 12 U.S.C. § 84
requires the aggregation of loans used for the benefit of a single entity.'6
In Conover, the directors knew the identity of the borrower and that a
single company was to use the loan proceeds. Directors are potentially
liable for the total extension of credit, to the extent that it exceeds the
lending limitations. The court held that the policy of protecting bank assets would be frustrated if directors could make unsecured but legal loans
to a borrower, then use the borrower's assets to secure further illegal
credit extensions.' 7
Insider Transactions. Federal law and regulations and state law im93. Id. The directors further contended that the FDIC failed to show that the directors
had demonstrated a "willful or continuing disregard for the safety or soundness of the
bank," as required under 12 U.S.C. § 1818(e)(1) (1982). The court, however, found that the
directors' conduct demonstrated the sort of "continuing disregard" contemplated by statute.
747 F.2d at 1202-03.
94. Id. at 1203.
95. 682 F.2d 1338 (9th Cir. 1982). The Comptroller of the Currency charged the bank
directors with personal liability for the full amount of two loans that exceeded the lending
limit and concluded that the directors' liability could not be reduced by amounts recovered
by the bank until the legal loan had been fully repaid with interest. The directors moved for
the court to stay the Comptroller's judgment. The court denied the motion and the directors
appealed the final judgment of the Comptroller. Id. at 1340-41.
96. Id. at 1343.
97. Id. The directors also appealed the Comptroller's award of expenses and attorney
fees to the bank. The court held that under 12 U.S.C. § 1818(b)(1) (1982), the Comptroller
may take affirmative action to correct conditions resulting from the directors' violation of
banking laws, and if the directors had acted within the law, the excess loans "would never
have been made, and the problem of collection would never have arisen." 682 F.2d at 1343.
Compare Larimore v. Comptroller of the Currency, 789 F.2d 1244 (7th Cir. 1986) for the
views of another United States Court of Appeals regarding the extent of the Comptroller's
authority under 12 U.S.C. § 1818(b)(1) and the application of 12 U.S.C. § 93 to violations of
12 U.S.C. § 84.
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pose several restrictions on loans to insiders of all FDIC insured banks. 9
Federal law and regulations provide aggregate lending limitations, preferential lending prohibitions," limitations on overdrafts, requirements for
prior approval of loans in excess of specified amounts, and aggregation of
loans made to insiders and their related interests for purposes of determining amount limitations. 0 0
Federal law and regulations impose additional restrictions on executive
officers of Federal Reserve member banks. Under Regulation 0 of the
Federal Reserve, the chairman of the board, unlike the other directors
who are not officers, is presumed to be an executive officer of the bank. 10 1
Directors of state chartered banks in Georgia must also ensure that the
bank complies with state laws that place certain dollar limitations on
loans to any of the bank's directors or "policy making officers."' 0 2 The
bank may disregard this state legal lending limit in certain circumstances
when a majority of the board, excluding the interested director, approves
the loan in advance.' 03
In Fitzpatrick v. FDIC,'04 the FDIC assessed a civil money penalty
against the bank's directors for violation of lending limits to insiders
98. The term "insiders" includes directors, officers, principal shareholders and their related interests. See 12 U.S.C.A. §§ 375, 375a, 375b (West 1980 & Supp. 1988). See also 12
C.F.R. § 215.4(c) that provides:
No member bank may extend credit ... to any of its executive officers, directors,
or principal shareholders or to any related interest of that person in an amount
that, when aggregated with the amount of all other extensions of credit [by the
member bank] to that person and to all related interests of that person, exceeds
the [legal lending limit of the member bank] ....
12 C.F.R. § 215.4(c) (1988).
99. 12 U.S.C. § 1828(j) provides in relevant part that loans to insiders must be made on
"substantially the same terms, including interest rates and collateral, as those prevailing at
the time for comparable transactions with other persons and [must] . . . not involve more
than the normal risk of repayment or present other unfavorable features." 12 U.S.C. §

18286) (1982).
100. 12 U.S.C.A. § 375a (West Supp. 1988).
101. Id.; 12 C.F.R. § 215.5.2(d) (1988).
102. O.C.G.A. § 7-1-491 (Supp. 1988) limits the aggregate lending amount to any direc"
tor to "$25,000 or such higher amount as the department may establish ....
103. See O.C.G.A. § 7-1-491(b) that provides the lending limitations do not apply if the
loan is either:
(1) Secured by deposits in the bank or trust company or cash surrender value of
life insurance in amount equal to the amount of the loan or by other collateral
with a market value of at least 20 percent more than the amount of the loan; or
(2) Conforms with the requirements of a real estate loan under Code Section 71-286 and regulations issued pursuant thereto; or
(3) An extension of credit not at any time exceeding $20,000.00 for the purpose
of financing the education of a child or children of a director or officer.
O.C.G.A. § 7-1-491(b) (Supp. 1988).
104. 765 F.2d 569 (6th Cir. 1985).
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under 12 U.S.C. § 375b 1'" and for violations of loans to affiliates. 1 " Director Fitzpatrick argued that the FDIC's assessment of a civil money penalty against him was arbitrary and capricious because of his good faith
efforts to correct the violation after it had occurred. The ALJ recommended assessment of a CMP by the FDIC. 1'0 The FDIC adopted the
recommendations of the ALJ in its final order, and Fitzpatrick sought
judicial review. Upon review, the United States Court of Appeals for the
Sixth Circuit, in support of the FDIC's assessment, held that willfulness
is not an essential element of the violation.'" A director's duty of inquiry
into insider transactions "cannot be met by representations of propriety
from interested parties; he must be personally satisfied that.there was an
adequate independent investigation showing the propriety of the transaction." 1 "9 Good faith of the director goes only to the amount of the penalty
and not to its presence or absence.110
Unsafe and Unsound Banking Practices. Bank directors are also
liable for the commission of any unsafe or unsound banking practice."1
Unsafe and unsound banking practices may "encompass what may be
generally viewed as conduct deemed contrary to accepted standards of
banking operations which might result in abnormal risk or loss to a banking institution or shareholder."' 1 2 Unsafe and unsound banking practices
might include failure to maintain an adequate reserve for loan losses,
bank operations with inadequate provisions for liquidity, renewing or extending loans without collecting cash interest due, and failure to maintain
adequate diversification in the bank's assets. 1
105. 12 U.S.C. § 375b (1982). This section is applicable to state nonmember banks. Id. §
18280)(2).
106. 765 F.2d at 574.
107. Id. at 571.
108. Id. at 576.
109. Id. at 577.
110. Id. at 578.
111. 12 U.S.C. § 1818(b)(1) (1982).
112. First Nat'l Bank v. Comptroller of the Currency, 697 F.2d 674, 685 (5th Cir. 1983)
(quoting First Nat'l Bank v. Department of the Treasury, 568 F.2d 610, 611 n.2 (8th Cir.
1978)).
[Tihe term "unsafe or unsound practices" has a central meaning that can and
must be applied to constantly changing factual circumstances. Generally speaking,
an "unsafe or unsound practice" embraces any action, or lack of action, which is
contrary to generally accepted standards of prudent operation, the possible consequences of which, if continued, would be abnormal risk or loss or damage to an
institution, its shareholders, or the agencies administering the insurance funds.
CHAIRMAN OF THE FED. HOME LOAN BANK BD., MEMORANDUM ON "UNSAFE OR UNSOUND PRACTICES" AS A BASIS FOR ISSUANCE OF A CEASE-AND-DEsIST ORDER, 112 CONG. Ric.

26,474 (1966).

113. See Bank of Dixie v. FDIC, 766 F.2d 175 (5th Cir. 1985). See also First State Bank
v. FDIC, 770 F.2d 81, 83 (6th Cir. 1985), in which the court of appeals upheld an FDIC cease
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The board of directors is responsible for establishing the bank's investment policies and overseeing adherence thereto.1" Even a semiretired director must abide by the same standard as an active director and behave
as an ordinary prudent director in carrying out his duty of care."' Courts
impute directors with the knowledge of those things that it is their duty
to know, and ignorance will not serve as a basis for escaping liability."'
The condition of a bank's loan portfolio may pose a great risk to the
bank's overall safety and soundness. Effective management can help minimize this risk and ensure profitable lending operations. In Sunshine
State Bank v. FDIC,'17 the FDIC permanently prohibited the directors
from further participation in the bank's activities based upon improper
management of the bank's loan portfolio2' s The directors challenged the
FDIC bank examiners' classification of many of the loans, and, upon a
hearing, the ALJ concurred and recommended reclassification of many of
the loans.110 The FDIC declined to accept the AIJ's recommendations,
and the directors sought judicial review. The United States Court of Appeals for the Eleventh Circuit considered the amount of deference to be
given FDIC bank examiners' recommendations. The court held that due
to the unique experience of the bank examiners, their determinations as
to loan classifications were entitled to significant deference and could not
be overturned absent a showing of arbitrary and capricious actions or
conclusions outside a zone of reasonableness.120 The court distinguished
between classifications based upon objectively verifiable facts and those
and desist order against a bank for unsafe and unsound practices. The court held that even
if the bank had ceased the improper, practices, the case warranted entry of a cease and
desist order to prevent future abuses. Voluntary cessation of a prohibited practice "is not
sufficient to prevent issuance of a cease and desist order under Section 1818(b)(1)." 770 F.2d
at 83.
114. See Hoye v. Meek, 795 F.2d 893 (10th Cir. 1986). In Hoye, the court held the bank
director liable for breach of his duty of care to the bank in the amount of $1,419,660.48. The
director had invested the bank's funds in a highly leveraged pool and failed to curb the
investment upon notice of continuing losses to the bank. The director failed to monitor the
bank's activities. The court held that bank directors must be diligent and careful and should
make inquiries into the investment activities of the bank. Id. at 896.
115. Id.
116. Id.
117. 783 F.2d 1580 (l1th Cir. 1986).
118. Id. at 1581.
119. The ALJ [in his Recommended Decision) decided that a great many of the
loans were misclassified by the FDIC bank examiners, so that the Bank was not in
as precarious a condition as the examiners thought, and the individuals had not
committed the improper practices the Board asserted. Thus, the ALJ decided the
appropriate cease and desist order was less onerous than the Board sought, and
that the prohibition against the individual petitioners was unwarranted.
Id.
120. Id. at 1583.

1989]

BANK DIRECTORS

605

based upon subjective judgments.12 1 An ALJ may reach his own de novo
conclusion regarding the correctness of underlying objectively verifiable
facts. When inferences and judgments are made regarding these facts,
however, the AUJ must defer to the examiners' expertise in reviewing
classification conclusions.122 The court itself in reviewing agency actions
cannot reverse an FDIC Board action unless it is based upon findings that
are not supported by substantial evidence on the record as a whole, or
unless the Board has abused its discretion in formulating the remedies, or
the remedies are otherwise arbitrary and capricious.1 23 This decision demonstrates the significant authority vested in the judgments of bank examiners in evaluating the condition of a bank and underscores the importance to directors of understanding the examination process and carefully
reviewing the examination report.
Interlocking Directorships. Under the provisions of the Depository
Institution Management Interlocks Act1 2' and implementing regulations,
as a general rule, directors of a bank or bank holding company may not
serve contemporaneously as a director or a "management official" of any
other unaffiliated bank or bank holding company if offices of the two institutions or affiliated institutions are located within the same geographic
area.125 For institutions with no more than $20,000,000 in total assets, directors may serve as management officials of more than one such institution. If the institution's total assets exceed $1,000,000,000, directors of
that institution may not serve as management officials of any other unaffiliated bank whose assets exceed $500,000,000, without regard to geographic limitations.1 2 0
"Management official" is defined as an employee or officer with management functions, a director, a trustee of a business organization under
the control of trustees, or any person with a representative or agent serving in such capacity.12 7 Congress has statutorily exempted certain kinds of
affiliated institutions from these prohibitions. Companies that are subsidiaries of the same holding company or that are parent and subsidiary
121. Generally, an agency's interpretation of the statute that it administers is entitled to
"substantial deference" from a reviewing court. Securities Indus. Ass'n v. Board of Governors of the Fed. Reserve Sys., 468 U.S. 207, 218 (1984).
122. 783 F.2d at 1583.
123. Id. at 1584.
124. Depository Institution Management Interlocks Act, Pub. L. No. 95-630, 92 Stat.
3672 tit. 11 (1978) (codified as amended at 12 U.S.C.A. §§ 3201-3208 (West 1980 & Supp.

1988)).
125. 12 U.S.C.A. § 3201 (West Supp. 1988); 12 C.F.R. Part 26.1(b) (1988); 12 C.F.R. Part
212 (1988); 12 C.F.R. Part 348 (1988).
126. 12 U.S.C.A. § 3202 (West Supp. 1988).
127. Id.
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companies may have interlocking directors.' Also, if an individual or
group of individuals holds 50% or more of the stock of each of the interlocking institutions, the prohibitions do not apply, as Congress deems the
institutions affiliated through common control."29
Illegal or Improper Dividends. Directors may also incur personal
liability for the improper payment of dividends.130 National banks may
pay dividends only from net profits of the bank, and, until surplus equals
common capital, only from 90% of net profits.' 8 ' In Georgia, directors of a
state chartered bank who vote for or assent to the declaration of any improper or illegal dividend or other distribution to shareholders may be
jointly and severally liable for the amounts of payments that exceed the
legal limits.' 3 ' Directors voting for or assenting to a liquidating distribution to shareholders without providing for payment of all of the bank's
liabilities are personally liable for any resulting debts that are not paid.8 s
Affiliate Transactions. Section 23A of the Federal Reserve Act governs transactions between a member bank and its affiliated corporate entities.'"' The provisions of section 23A also apply to state nonmember
banks.8 8 All three of the federal agencies interpret section 23A for banks
under their primary supervision. Generally, section 23A limits a bank's
transactions with affiliates to a certain percentage of the bank's capital
and surplus and places collateral requirements on the transactions."'
Further, section 23A prohibits banks from purchasing low quality assets
from an affiliate, such as loans in a nonaccrual status, loans on which
128. Id. § 1464.
129. Id.
130. Id. §§ 56 & 60.
131. Net profits means "the remainder of all earnings from current operations plus actual recoveries on loans and investments and other assets, after deducting from the total
thereof all current operating expenses, actual losses, accrued dividends on preferred stock, if
any, and all Federal and State taxes." Id. § 60(c).
132. O.C.G.A. § 7-1-494(a) (1982). Such dividends can only be paid out of the retained
earnings of the bank, and after payment of the dividend the bank must have a surplus of
paid-in capital or earnings unavailable for dividends of at least 20% of its capital stock. If
the dividend exceeds the limits fixed by the DBF regulations, the bank must first receive
approval by the Department.
133. See id. § 7-1-494(a)(2). However, "[a]ny director against whom any claim shall be
asserted under or pursuant to this Code section shall be entitled to contribution from the
other directors who voted for or assented to the action upon which the claim is asserted."
Id. § 71-494(e).
134. 12 U.S.C.A. § 371c (West Supp. 1988). The purpose of this provision is to prevent
federally insured banks from abuse from transactions that may be used to strengthen one
affiliate at the expense of another.
135. 12 U.S.C. § 1828(j) (1982).
136. Id.
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principal and interest are more than thirty days past due, or loans criticized in a bank examination report.""1 Transactions between banks that
are 80% or more commonly owned within the same multibank holding
company are exempt from the limitations of section 23A. These affiliates,
however, may not transfer low quality assets among themselves. Further,
loans to affiliates must be heavily collateralized as set out in the statute
so that the bank remains protected.1s
While section 23A is a very technical and complex statute, its primary
purpose is to protect the assets of a bank from risks that may be undertaken in an effort to support the business of a company under common
control with the bank. The Competitive Equality Banking Act of 1987,'
amended the Federal Reserve Act to add section 23B that provides additional restrictions on a bank's transactions with its affiliates. " "
Bank Bribery Act. In recent years, Congress and the federal regulatory agencies have focused their collective attention on the Federal Bank
Bribery law,14 1 which Congress adopted in response to the need to better
control bribery and other insider problems within financial institutions.
In 1984 the Justice Department surveyed 75 FDIC insured banks that
failed during the period from 1980 through 1983 and found actual or
probable criminal misconduct by bank insiders in 61% of the failures."'
In an independent study, the FDIC reported that criminal misconduct
was a "major contributing factor" in 45% of the same bank failures."' As
a result, Congress passed the Comprehensive Crime Control Act of
1984,' of which Part F of Chapter XI was the Bank Bribery Act.'
Many felt that the Act was too broad and could result in prosecution of
insignificant gift giving or entertainment that did not involve a breach of
fiduciary duty or dishonesty. As a result, Congress adopted the Bank
137. The limit on loans to an affiliate is 10% of the bank's capital stock and surplus. The
limit on aggregate loans to all affiliates is 20% of the bank's capital stock and surplus. Id. §
371c(a)(1)(A) & (B).
138. Id. § 371c(c). No similar restrictions on affiliate transactions exist under Georgia
law. Banks acting as fiduciaries may make an affiliate transfer provided that the transfer
does not effect a resignation or disqualification of the bank as fiduciary or relinquish the
trust powers of the bank making the transfer. O.C.G.A. § 7-1-321 (Supp. 1988).
139. Competitive Equality Banking Act of 1987, Pub. L. No. 100-86, 101 Stat. 554 (codified as amended in scattered sections of 12 U.S.C. & 15 U.S.C.).
140. 101 Stat. at 564 (codified as amended at 12 U.S.C.A. § 371c-1 (West Supp. 1988)).
141. 18 U.S.C. § 215 (1982 & Supp. IV 1986).
142. Bank Bribery Act Guidelines, I Fed. Banking L. Rep. (CCH) I 11,602A, at 6596
(July 10, 1985).
143. Id. at 6596-97.
144. Comprehensive Crime Control Act of 1984, Pub. L. No. 98-473, 98 Stat. 1976.
145. Bank Bribery Act, Pub. L. No. 98-473, 98 Stat. 2145 (1984) (codified as amended at
18 U.S.C. § 215 (1982 & Supp. IV 1986)).
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Bribery Amendments Act of 1985.14" The federal bank bribery law now
provides that whoever
(1) corruptly gives, offers or promises anything of value to any person,
with intent to influence or reward an officer, director, employee, agent, or
attorney of a financial institution in connection with any business or
transaction of such institution;
(2) As an officer, director, employee, agent, or attorney of a financial institution, corruptly solicits or demands for the benefit of any person, or
corruptly accepts or agrees to accept anything of value from any person,
intending to be influenced or rewarded in connection with any business
or transaction of such institution; shall be [guilty of an 6ffense].' 17
The penalty for a violation if the value of the consideration offered or
received exceeds $100 is a fine of $5,000 or three times the value of the
bribe or gratuity and up to five years imprisonment. If the value does not
exceed $100, the offense is a misdemeanor punishable by a maximum fine
of $1,000 and imprisonment for up to one year.14
The law also requires the federal financial institution regulatory agencies to publish guidelines to assist employees, officers, directors, agents,
and attorneys of financial institutions in complying with the law. In the
fall of 1987 the Federal Reserve, the FDIC and the OCC published their
guidelines (the "Guidelines") for compliance with the federal bank bribery law. 149 The Guidelines encourage all banks to adopt internal codes of
conduct and written policies to include provisions that explain the general prohibitions of the bank bribery law. The Guidelines provide certain
exceptions to the general rule that a bank official cannot accept anything
of value from any person conducting or seeking to conduct business with
the institution.
In general, there is no threat of a violation of the statute if the acceptance is based on [a] family ... or personal relationship existing independent of any business of the institution; if the benefit is available to the
general public under the same conditions on which it is available to the
Bank Official; or if the benefit would be paid for by the insured state
nonmember bank as a reasonable business expense if not paid for by another party.""
146. Bank Bribery Amendments Act of 1985, Pub. L. No. 99-370, 100 Stat. 779 (1986)

(codified as amended at 18 U.S.C. § 215 (1982 & Supp. IV 1986)).
147. 18 U.S.C. § 215 (1982 & Supp. IV 1986).
148. Id. § 215(a).
149. FRB Final Guidelines, 1 Fed. Banking L. Rep. (CCH) 11,602C (October 30, 1987);
FDIC Guidelines, 1 Fed. Banking L. Rep. (CCH) I 11,620D (November 17, 1987); OCC
Guidelines, 1 Fed. Banking L. Rep. (CCH) 11,602E (December 15, 1987).
150. FDIC Guidelines, I Fed. Banking L. Rep. (CCH) I 11,602D, at 6597-7 (October 30,
1987).
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The Guidelines, also provide certain other specific exceptions.
A careful review and discussion of the the Bank Bribery Act and regulations is essential for any new bank board. A bank board will obtain a
heightened awareness of the types of situations and conflicts that the Act
prohibits by engaging in a thorough discussion of an appropriate standard
of conduct and code of ethics for itself and its officers.
State Criminal Penalties. A director who makes any false entry in a
book, report, or statement of the bank or fails to make a material entry,
with the requisite intent, is guilty of a felony punishable by imprisonment
for up to ten years, as is any person who aids or abets such a director. "
A director who allows the bank to receive a deposit, knowing that the
bank is insolvent, that causes loss or injury to a depositor,5 2 who represents that the capital stock of the bank is in excess of the capital actually
paid in," or who violates any provision of the bank charter or bylaws has
also committed a felony.'" Any bank director who commits any of the
following is guilty of a felony, though the jury may recommend that the
crime be judged as a misdemeanor: (1) publication of any false statement,
either orally or in writing, regarding the assets or liabilities of the financial institution or its solvency; (2) willful engagement in certain banking
businesses in violation of statutory law; or (3) issuance of checks for his
own benefit as an agent of a licensee authorized to sell or issue checks. "
Additionally, directors may be guilty of a misdemeanor for (1) advertising that deposits are insured when they are not; (2) intentionally concealing from directors any discount or loan for the bank or the purchase or
sale of any evidence of indebtedness for the payment of money; (3) using
bank funds to purchase its own stock, unless necessary to prevent loss
upon a debt previously contracted in good faith; (4) concurring in the
vote of directors to declare an authorized dividend; (5) discounting any
evidence of indebtedness in payment of subscriptions for shares to enable
a shareholder to withdraw funds paid by him for the shares; (6) knowingly and willfully issuing an increase in capital beyond the amount authorized or knowingly or willfully selling or agreeing to sell any shares of
stock of the financial institution; (7) certifying any check when the
drawer does not have enough funds on deposit at the time of certification;
or (8) conveying or transferring a mortgage or lien to hinder or defraud
151. O.C.G.A. § 7-1-842(1) (1982). The director must intend to "injure or defraud the
financial institution or any other company, firm, or person or to deceive any officer of the

financial institution, the commission, or any examiner ....
152. Id. § 7-1-842(2).
153. Id. § 7-1-842(3).
154. Id. § 7-1-842(4).
155. Id. § 7-1-845 (1982 & Supp. 1988).
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creditors after insolvency of the bank or in contemplation thereof.1"
Courts may also impose criminal penalties for willful violations of federal
banking statutes and regulations.
V. BANK FAILURES-THE CAUSES
The OCC recently completed a study to determine the causes for the
failure of national banks during the period of 1979 through 1987 by comparing the failed banks to similar rehabilitated banks and healthy
banks.

A.

157
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One purpose of the study was to determine the relative importance of
the bank's management practices and the economic environment. The report concluded that "management driven weakness played a significant
role in the decline of 90 percent of the failed and problem banks. .. ."5
The study found that deficiencies within boards of directors and management were the primary internal problems of troubled and failed banks.
In support of this serious criticism of directors and management, the
study found that in 81% of the failed banks, no loan policies existed or if
they did exist, the banks failed to follow them. In 69% of the failed
banks, management had developed inadequate systems to ensure compliance with internal policies or banking laws. Sixty-three percent of the
failed banks inadequately controlled or supervised key bank officers or
departments. Fifty-nine percent of the failed banks inadequately identified problem loans. In 57% of the failed banks, decisions were made by
one dominant individual, either the chief executive officer, chairman or
156. Id. § 7-1-843 (1982). Any director who willfully violates any of the following code
provisions shall be guilty of a misdemeanor: (1) Id. § 7-1-37 (1982 & Supp. 1988), which
restricts department officials and employees; (2) id. § 7-1-62 (1982), which requires financial
institutions to follow certain accounting procedures to maintain accurate accounts of all assets and liabilities; (3) id. § 7-1-285 (1982 & Supp. 1988), which limits loans to a single
person or corporation; (4) id. § 7-1-291 (1982), which limits the amount of outstanding lia-

bilities of a bank for money borrowed; (5) id. § 7-1-311 (1982 & Supp. 1988), which limits a
trust company's operations as a fiduciary; (6) id. § 7-1-491, regarding loans to directors or
officers; (7) id § 7-1-492 (1982), which prohibits a director from receiving anything of value
in exchange for procuring loans, or purchasing anything from the bank for less than face

value, or voting on a transaction to which he would be a party, or making a purchase or sale
to the bank except on terms not less favorable to the bank than those to other persons; and
(8) id. § 7-1-658, which places loan limitations on credit unions. Id. § 7-1-844.
157. NationalBanks: OCC Study Evaluates Factors Contributing to the Failure of National Banks, [Current] Fed. Banking L. Rep. (CCH)
[hereinafter Bank Failure].

158. Id.

87,387, at 93,979 (June 30, 1988)
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principle shareholder. Forty-nine percent of the failed banks had nonexistent or poorly followed policies for asset/liability management.""'
B. Insider Abuse
Another significant factor in bank failure was insider abuse. The OCC
found actual or probable criminal misconduct by bank insiders was present in 61% of the failures.160 The report said that insider abuse was apparent in many of the failed banks. "Insider abuse-e.g., self-dealing, undue dependence on the bank for income or services by a board member or
shareholder, inappropriate transactions with affiliates, or unauthorized
transactions by management officials-was a significant factor in 35 percent of the failed banks."1 1 Problems of insider abuse or fraud related to
lack of oversight and controls."'
C. Overly Aggressive Policies
Another characteristic of failed banks was an overly aggressive board or
management. The study indicated that overly aggressive activity such as
being excessively growth minded or having liberal credit views were common characteristics of failed banks. Eighty-six percent of the failed banks
had liberal lending policies (liberal terms, collection practices, or credit
standards). Fifty-one percent of the failed banks had excessive loan
growth in relation to the abilities of management, staff, control systems,
or funding sources. Forty-one percent of the failed institutions reflected
an undue reliance on volatile liabilities (deposits greater than $100,000).
Thirty-eight percent of these banks had inadequate liquid assets or secondary sources of liquidity. Eighty-one percent of these banks showed excessive credit exceptions in their examination reports (missing financial
statements or income information about borrowers or poor collateral documentation/perfection). Seventy-two percent evidenced over-lending
(high loan amount relative to debt service ability of the borrower). Fiftythree percent showed collateral based lending rather than lending based
upon cash flow. In 36% of the banks unwarranted concentrations of credits were present."'
159. Id. at 93,981.
160. See discussion of Comprehensive Crime Control Act of 1984, supra text accompanying notes 141-50.
161. See Bank Failure,supra note 157, at 93,982.
162. "Inadequate supervision of key officers, a dominant decision maker, unwarranted
concentrations of credit to one industry, out-of-area lending, and inadequate guidelines for
purchasing loan participations all appeared as significant conditions substantially more
often in the failed banks with significant insider [abuse] or fraud than in other failed
banks." Id. at 93,982-83.
163. Id. at 93,981-82.
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The significance and message of the OCC study to the directors of
newly chartered banks in Georgia is best summarized by the statement
that "[n]early 60 percent of failed banks had directorates that either
lacked necessary banking knowledge or were uninformed or passive in
their supervision of the bank's affairs."" This should be fair warning to
all future bank directors of the need to become informed as quickly as
possible concerning how to fulfill their responsibilities. As a result of this
study, bank examiners and regulators will undoubtedly focus additional
attention on how bank boards are meeting their responsibilities. Bank directors and officials can expect administrative enforcement actions increasingly to contain provisions forcing directors to adopt and adhere to
policies that will see the bank through both good and bad economic
times.
VI.

ROLE OF DIRECTORS

A bank director is responsible for ensuring that management is competent and refrains from insider abuse, that the institution has adequate
internal controls, plans for the future, and is profitable. To meet these
responsibilities, a director must gain a basic understanding of banking as
a business, banking as an industry, and bank laws and regulations. A director must be diligent in attending board and committee meetings, requesting and reviewing materials, asking questions and requesting explanations, and being familiar with audits and supervisory communications.
Bank directors are not insurers or guarantors of the bank's profitability or
the management's conduct. Bank directors, however, must be knowledgeable in the business decisions of the bank and use judgment. Directors
are not an in-house police force or scape goats for poor managerial decisions, but directors must direct or suffer the consequences.
A.

Regulatory Supervision

Regulatory supervision has never been a substitute for the supervision
of directors. Bank directors as representatives of the stockholders of a
bank have a responsibility only to their own bank. Supervisory regulators
have a responsibility for the whole banking system. Bank examinations
only benefit the regulatory agency and protect the Federal Depositors Insurance Fund. Safe operations of the bank are still the responsibility of
the directors and cannot be transferred to an agency. 105 "Federal bank
examiners are not beacons to light the path of erring directors . . .
164. Id. at 93,980.
165.

FDIC v. Berry, 659 F. Supp. 1475, 1479 (E.D. Tenn. 1987).

166. Id. at 1480.
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Bank supervisors are not the guarantors of the financial health of the individual institution. They are not the "shadow management" for a bank.
Directors found to have breached their fiduciary duties to the bank may
not rely upon an agency's examination to discover
unsafe or unsound
6
practices that might lead to the bank's failure. 7
B. Relationship to Management
The OCC's recently released publication, The Director'sBook, emphasizes the importance of a bank's board of directors. "A bank's board of
directors is ultimately responsible for the conduct of the bank's affairs.
The board controls the bank's direction and determines how the bank
will go about its business .... A board must be strong, independent,

and actively involved in the bank's affairs." 0 8 The responsibilities of the
board in directing the bank are: 1) to ensure competent management; 2)
to ensure that appropriate plans and policies are in place; 3) to monitor
operations ensuring adequate internal controls and compliance with applicable laws and regulations; 4) to oversee business performance; and 5)
to ensure that the bank serves the credit needs of its community. 6 The
board must make certain management understands and carries out the
bank's policies. Although day to day operations should be left to management, the board must retain overall control.
Maintaining competent management is extremely important to a
bank's success. The chief executive officer (CEO) is one of the most important determinants in the success or failure of a bank. The OCC study
showed that in 63% of the failed banks the CEOs clearly lacked the requisite capability, experience, or integrity. This is underscored by the
OCC's finding that 90% of the rehabilitated banks replaced the CEO,
while only 76% of the failed banks did so.170

Although the board's responsibility for selecting and retaining management may be its most significant responsibility, the degree that management owns or controls the institution influences how a director fulfills his
role. In a bank controlled by one individual or family, as a practical matter, the directors serve at the pleasure of the controlling person or family.
Often the controlling person or family member is the CEO and/or chairman of the board of directors. In this instance, although a director has
the responsibilities and liabilities discussed above, it is apparent that it
will be difficult, if not impossible, to remove management or consistently
167. Id. at 1475.
168. COMPTROLLER OF THE CURRENCY, THE DIRECTORS BOOK: THE ROLE OF A NATIONAL
BANK DIRECTOR 8 (1987).

169. Id. at 9.
170. See Bank Failure,supra note 156, at 93,983.
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take positions contrary to that of management. In such instances, it is
imperative, however, that directors retain their intellectual honesty and
independence and be willing to take positions contrary to management
and have their positions reflected in the board's minutes. In some cases,
resignation from the board may be the only effective way for a director to
insulate himself from liability if he is not successful in curtailing improper or unauthorized activities. In financial institutions controlled by a
group of from five to ten individuals all of whom serve on the board, or in
truly publicly held institutions, it is more likely that individual directors
will find that the traditional role of director will be easier to fulfill.
C. Planningand Policies
A threshold issue for a board of directors is to determine the long range
plan of the bank. Next, the board must adopt a short term strategic plan
with realistic goals to assist the institution in reaching its long term business plan. The business plan should look closely at the market, the proposed services to be offered, management, personnel and other resources
needed to deliver the services, profitability, growth potential, and capital
resources required.
With a business plan in place, the board should adopt policies to implement the plan. Although the institution requires policies in every area,
the board must adopt loan policies to ensure that the loan portfolio of the
institution is of the quality consistent with the safety and soundness of
the bank. Similarly, the board should adopt investment policies and asset
liability management policies to ensure the safety and soundness of the
institution in times of fluctuating interest rates. Policies that have proven
successful keep lending limits low for all bank officers; establish rules for
documentation, collateral, and other lending procedures; provide for compliance through well established review procedures; and emphasize profitability and conservative lending, even at the expense of growth."'
The board should also adopt policies in the following areas: loan portfolio, management loan review, management information systems, contingency funding, trust activities, ethics, conflicts of interest, and insurance.
The OCC study on failed national banks reported as the most often
observed problems in these failed banks, the lack of policies and procedures or, when present, the failure to follow them. Establishing and adhering to policies is extremely important to a bank's success.
D. Internal Controls
Internal controls are necessary to safeguard assets, ensure accuracy and
171. Id. at 93,985.
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reliability of reports, and monitor compliance with policies, laws, and regulations. It is essential for directors to be active and to become knowledgeable concerning the bank's performance and applicable policies, laws,
and regulations. The best method for a new director to gain this knowledge is by actively questioning management concerning reports and to
insist upon information that is understandable and makes common sense
to the board. An excellent method is to require management to prepare
an annual budget and explain any significant variances from the budget
on a monthly basis. Another excellent method is to have management
comment monthly on the vital signs that measure business performance.
In addition to the full financial reports of the institution, many boards
receive a monthly report that summarizes the most significant financial
data for the month such as profit and loss, return on assets, total assets,
total loans, total deposits, loan to deposit ratio, average earnings on deposits, average earnings on investments, average earnings on loans, average cost of funds and earnings gap, delinquency ratio, and other real estate owned. Of course, each institution needs to develop its own summary
report, but the board's close attention to the most important factors on a
monthly basis will secure the accountability from management that is
172
required.
E. Sources of Information for Directors
Judgment comes from knowledge, and knowledge can be gained by experience or from the experience of others. Because a director's responsibilities and liabilities commence immediately upon becoming a director,
many directors in the new banks in Georgia and the southeast who have
no prior experience initially find themselves in a compromising position.
These directors must take advantage of all the resources available to
them to bridge this gap. The examination reports issued by the primary
regulator of the institution contain a wealth of information on how the
regulators perceive an institution. Often management has a tendency to
belittle the technical comments issued by the regulators. As the OCC
study of failed banks indicates, however, the level of compliance with reg172. Profitability is indicated by the bank's Return on Assets (ROA), Return on Equity
(ROE), Net Interest Margin, and Net Non-Interest Margin. The amount of risk to the bank
is revealed by Capital/Total Assets, Net Loan Charge-Offs/Average Loans, and Allowance
for Loan Losses/Total Loans. Efficiency is measured by Average Assets/Fulltime Employees
and Average Salaries & BenefitsfFulltime Employees. Expenses can be reviewed by refer-

ence to Salaries & Benefits/Average Assets, Occupancy Expense/Average Assets, Other NonInterest Expense/Average Assets, and Total Overhead Expenses/Average Assets. Growth
may be measured by Percentage Change in Total Assets Since Last Year End. Adapted
from Strategic Planning Program presented by Calvert & Associates, Bank Strategists to
Reliance Trust Company, October 28-29, 1988.
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ulations and laws is often an indication of the quality of management and
can be a forewarning of problems in the future. 78 Directors should consider seriously all comments and recommendations by the bank's primary
regulator, ask for a full report from management, and insist upon immediate compliance.
The annual audit by independent certified accountants is also valuable
reading for a director. Directors should carefully review all notes to the
report of financial conditions and the auditor's suggestion for internal
controls and procedures. Again, management should be asked to comment
on the suggestions of the auditors, and the board should take appropriate
action.
The board should be mindful of its capability of asking management
for special reports with respect to areas of the bank's business policies.
The authors recommend that the board have direct access to officers
other than the CEO at board meetings. At the same time, the directors
must always be mindful that they should not take action that unnecessarily undermines the authority or respect due the CEO.
A number of very qualified and knowledgeable bank consultants are
available to assist banks in establishing policies, procedures, and strategic
plans and reviewing management performance. The importance of having
bank attorneys with experience in regulatory matters cannot be overemphasized. The use of outside expertise is reasonable and" appropriate in
institutions that have boards made up of inexperienced directors who
must rely heavily on management. The bibliography attached as Appendix B hereto contains a number of resources that might be helpful to
bank directors without prior experience.""'
VII.

CONCLUSION

A new bank is an exciting and stimulating opportunity for a community; it offers an alternative for banking services that may not otherwise
have been available. It offers an investment opportunity for the initial
organizers of the venture and for shareholders at large. A new bank, however, specifically places a serious burden on the institution's directors who
are accountable to state and federal regulators, shareholders of the bank,
and bank customers. To fulfill their responsibilities, new directors of a
bank must make every effort to educate themselves on their business and
legal responsibilities, stay informed of matters affecting the bank, regularly attend board meetings, and exercise their independent judgment. A
director should never hesitate to ask management or experienced bank
173.

Bank Failure, supra note 156, at 93,985.

174.

See Appendix B.
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regulatory counsel for more information when necessary to make a decision. The director should have confidence in the bank's CEO, who should
be an an experienced banker, and work with him to accomplish the business plan established by the management team. A well run bank can be a
source of pride to an. entire community and directors and management
should diligently strive to meet this end.
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APPENDIX A
OCCUPATIONS OF MEMBERS OF INITIAL
BOARDS OF DIRECTORS OF BANKS CHARTERED
BY THE STATE OF GEORGIA
1983-1988
(Year Opened)
(Occupation)
ACCOUNTANT
ATTORNEY
BANKER
*BUSINESSMAN
CONSULTANT
DEVELOPER/BUILDER
DOCTOR/DENTIST
EDUCATOR
FARMER
INSURANCE
INVESTOR
MANUFACTURER
MANAGEMENT

'83

'84

'86

'87

'88 Total

2%
10% 3%
4%
5% 14% 5% 12% 8% 5%
15% 6%
27% 9%
9%
31% 338% 19% 27% 31% 30%
5%
2%
1%
5%
5%
5%
5% 3% 8%
11%
6% 14% 2% 2%
5%
2%
5%

6%
11%

**OTHER

PHARMACIST
RETAILER
REAL ESTATE
STOCKBROKER
WHOLESALER

'85

3%
3%
9%
3%
6%

3%
3%
16%
3%
3%
8%
3%
3%

4%

4%
3%

1%
2%
4%

2%
7% 1%
13% 16%
3%
5% 4%
8% 9% 5%
1%
2%

1%

2%
8%
11%
30%
2%
4%
5%
0.8%
2%
3%
2%
1%
3%
12%
2%
3%
7%
1%
2%

Category includes, as listed in Articles of Incorporation, "Businessman," "Business Executive," and "Owner of Business or Company."
** Examples: Architect, City Manager, Computer Analyst, Exterminator,
Government Official, Pilot, Retired.
*
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