Banking Disclosure Regimes for
Regulating Speculative Behavior

Financial fragility has been an ever-present attribute of the U.S.
econoiny. As one theorist stated, “[flinancial instability and crises have
been prominent features of the American econoiny since the beginning of
our Republic. The break down of the financial and banking systein of
1929/33 was an extremne form of a recurrent plienomenfon].”? The
excessively speculative conduct of economic actors, including banks
whicli by their very nature are speculative enterprises,> contributes to

1. First Meeting on the Condition of the Banking System: Hearings Before the Senate Comm.
on Banking, Housing and Urban Affairs, 95th Cong., 1st Sess. 356 (1977) (statement of Prof. Hyman
Minsky); see A. BURNS, NEw Facts oN Busimness CycLEs 3, 29 (1950) (“For the present,
obituaries on the business cycle are romantic expressions of human impatience, not records of solid
achievement. . . . The fear of business cycles which rules our economic thinking is a fear of severe
depressions.”).

A financial system is “fragile” if its “continued normal functioning can be disrupted by some
not unusual event. Systemic fragility means that the development of a fragile financial structure
results from the normal functioning of our economy . . . .” Minsky, 4 Theory of Systemic Fragility,
in FINANCIAL Crises 138, 139 (E. Altman & A. Sametz eds. 1977) (emphasis in original).
Chairman Volcker of the Federal Reserve Board has expressed alarm over the “ ‘extraordinary’ ”
increase in debt during the last three years and that “ ‘certain groups of borrowers are already under
severe financial stress,” ” and has concluded that the  ‘vulnerability of the economy to unanticipated
increases in interest rates or a shortfall in income appears to be imcreasing.’” Murray, Volcker
Warns the Rapid Rise in Debt Is Serious Threat to Economy’s Health, Wall St. J., Apr. 24, 1986, at 2,
cols. 2-3 (w. ed.) (quoting Chairman Volcker). The Reagan administration’s argument that financial
markets can judge how much credit to issue, see Murray, Debt-Happy Americans Cause Fed
Foreboding, Wall St. J., Apr. 28, 1986, at 1, col. 5 (w. ed.), assumes that presently risk taking is
efficient, which is not the case. See infra note 6 (documenting iefficient bank risk taking) and text
aceompanying notes 134-40 (discussing distortions due to government subsidization of bank risk
taking).

2. Minsky, supra note 1, at 144 (noting that banks “typically engage in speculative finance:
the term to maturity of their debts is shorter than that of their assets”). Minsky defines a
“speculative financing unit” as “having a positive net worth, even though in somne near-term periods
cash payment commitments exceed the cash flow from operations.” Id. at 143.

Not all speculative conduct is detrimental to society. The credit intermediation function
performed by banks dictates their speculative posture. For example, if it were easy for one economic
actor to match temporally her eash available for investment with an equal amount another actor
desired to borrow, then there would be less need for banks. In actual econoinies, such matching of
ultimate borrowers and lenders requires a bank which assumnes risks by adopting a speculative
posture of a positive book value but a portfolio with some long-term assets and much short-term
debt, implying negative eash flows for some periods. This speculative conduct is highly beneficial
because it reduces transaction costs and promotes the efficient allocation of capital. See infra notes 9
& 126.

Another instance of beneficial speculative conduct is the reduction of risk costs when those who
can better bear price and quantity risk do so, as is done, for example, with commodity futures. See
M. FRIEDMAN, In Defense of Destabilizing Speculation, in THE OPTIMUM QUANTITY OF MONEY
AND OTHER Essays 285 (1969) (arguing that speculation, wliether viewed as insuring or gambling,
does not involve an economic loss because what one person pays, another gains); Hirschleifer, The
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this instability.> Banks inefficiently take risks by holding financial assets
whose returns do not fully compensate them for increased portfolio
risks.* Despite the need for careful evaluation of borrower-specific risk
and return to ensure efficient risk taking,® banks lacking the necessary
expertise have entered new credit markets and consequently have suf-

Theory of Speculation Under Alternative Regimes of Markets, 32 J. FIN. 975 (1977) (arguing that
speculation is primarily the result of differences of belief, rather than of risk tolerance). The same
benefits apply with equal force in the banking sector, where financial futures allow banks to hedge
against interest rate fluctuations. M. STIGUM & R. BRANCH, JR., MANAGING BANK ASSETS AND
LIABILITIES 322-58 (1983) (describing futures strategies available for use by banks and their
importance for large banks’ abilities to quickly restructure assets and liabilities).

3. See infra text accompanying notes 146-51. For example, excessive speculation was a
contributing cause of the Great Depression. A. BURNS, supra note 1, at 29-30 (linking Great
Depression with the “speculative fever” of not only stock investors but also banks, which lowered
their credit standards during the second half of the 1920’s). But see M. FRIEDMAN & A,
SCHWARTZ, A MONETARY HISTORY OF THE UNITED STATES 1867-1960, 244-48 (1963)
(concluding that there was evidence that U.S. banks in the late 1920’s lowered their credit standards
for foreign bonds, but lowered standards were not the main cause of the Depression).

4. ‘This implies a definition of efficient risk taking that resembles the premise of stock portfolio
theory. Under this theory, investors require compensation based only on the risk-free rate, which
compensates for deferred consuinption, and on the market risk premium, which compensates for the
asset’s nondiversifiable risk, known as systematic or market risk. See R. BREALEY & S. MYERS,
PRINCIPLES OF CORPORATE FINANCE 125-30, 147 (2d ed. 1984) (stating that market risks, as
opposed to unique risks, are the predominant influence of the return on common stocks); J.O. LIGHT
& W. WHITE, THE FINANCIAL SYSTEM 168-73, 327-29 (1979) (applying portfolio theory to the
behavior of investors in the stock market and corporate-bonds market). But see T. CAMPBELL,
FINANCIAL INSTITUTIONS, MARKETS, AND EcoNomic AcTiviTy 106-08 (1982) (discussing
portfolio theory’s shortcomings, including difficulties with the central concept of the “market
portfolio”).

While standard stock portfolio theory is a useful analogy, it does not fully describe efficient
bank risk taking. Because many bank assets are loans, banks must consider borrower-specific risks
to establish efficient returns. First, there is no mechanism like a stock market to set all loan prices
and distribute participations so that returns reflect a marketwide assessment of costs from each
loan’s nondiversifiable risk. Under portfolio theory, a stock’s price reflects systematic risk and not
unique risk only “[w]hen all mvestors hold the market portfolio,” T. CAMPBELL, supra, at 103, and
this condition requires a competitive market, see R. BREALEY & S. MYERS, supra, at 150, These
assumptions are inapplicable to bank lending: banks mnust determine efficient returns for loans
instead of simply relying on a market pricing mechanism. Second, the borrower-specific terms and
conditions of the loan agreement (including the pledged collateral) will affect the value of the loan.
Therefore, setting efficient returus on loans requires an analysis of the fundamental risks of
particular borrowers and the terms and conditions of the corresponding loan agreement, see J.O.
LIGHT & W. WHITE, supra, at 185-86 (discussing the pricing of private placements), as well as the
diversifiability of the default risk, given the lenders’ portfolio, see R. BREALEY AND S. MYERS,
supra, at 481 (default on risky bonds is more likely during recessions). Unlike stock portfolio theory,
both borrower-specific risks and market risks ought to determine the return demanded.

5. One text advises that banks considering “a strategic decision to enter a new line or to
expand an existing line of business” do so “only on the basis of a careful evaluation of the risks, as
well as the possible rewards, associated with the new venture.” , M. STIGUM & R. BRANCH, JR.,
supra note 2, at 389. “The drawing up and enforcement of strict credit controls is fundamental to
thie operation of any financial institution.” Id. Banks inust also understand the fundamental risks of
potential borrowers and the resulting systematic risk added to the banks’ portfolios. See supra note
4.
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fered losses.® This inefficient risk taking increases speculative financing
and the fragility of the economy.” Indeed, the Federal Reserve Board’s
recent restrictions on leveraging of risky conduct reflect its concerns over

6. Careful evaluation of risk and return conceivably might not be cost efficient where a bank
is considering investing only a small amount of money in a particnlar sector; however, banks have
failed to analyze adequately ventures in which they have inade large financial commitments. For
example, Chase Manhattan was forced to pay $160 million in coupon interest to institutions whose
government securities it had lent to Drysdale Securities which had failed. “Chase got into trouble
only because it lacked or failed to implement proper credit controls.” M. STIGUM & R. BRANCH,
JR., supra note 2, at 389.

An important cause of banks’ inefficient risk taking is that they follow other banks into
seemingly profitable markets without analyzing the risk-adjusted returns and while ignoring the
rcality of diminishing returns: ’

The catch is that, if all big banks . . . are scrambling for the same business, they can all do

increased amounts of it . . . only by dealing with less-and-less-creditworthy customers. . . .

A bank should recognize this, but banks, like investors in anything from tulips to
common stock, are subject to crowd psychology. When a particular investment becomes a
new, hot fad, they feel compelled to get mnto it.

Id. at 389-90 (attributing banks’ loss experience in real estate investment trusts (REITs) and the
failure of Penn Square National Bank to this behavior).

For example, mefficient bank risk taking has occurred in foreign lending. One report stated:

Competitive pressures may lead banks to override coumtry risk assessments and engage in

imprudent lending. Particularly in the early stages of country lending, competitive behav-

ior tends to dommate. This can mean that new money will continue to pour into a country

once it is “in vogue,” even though signs of economic difficulty may already be evident.
GRoupP OF THIRTY, RISKS IN INTERNATIONAL BANK LENDING 9 (1982) (suggesting that some
bank lending to Peru, Turkey, and Poland was due to this behavior, but noting that some banks have
tried to prevent excess exposure by self-imposed limits on foreign lending). For a discussion of the
banking systein’s vuhierability to a defanlt by sovereigu borrowers, see infra notes 60-61.

Bank lending to REITs provides more evidence of inefficient risk taking. Despite banks’ famili-
arity with the construction-loan business, bank-sponsored REITs had dangeronsly high levels of
short-term debt and lacked enough competent inanagers to evaluate proposed constrnction projects.
Elebash, Bank REITs: A Continuing Embarrassment, 48 APPRAISAL J. 267, 273 (1980). “Many
bankers have acknowledged after the fact that had it not becn for the sponsorship of the ‘parent’ they
would not have made the loans they did. The sponsorship had the ring of the inoral obligation.”
Stevenson, What Went Wrong with the REITs?, 45 APPRAISAL J. 249, 254 (1977). However, even
for nonaffiliated REITs, banks “made loans for projects they would never have financed directly, and
they permitted some REITs to build a giant pyramid of debt on what was often a thin foundation of
equity capital.” Robertson, How the Bankers Got Trapped in the REIT Disaster, FORTUNE, Mar.
1975, at 113, 113. *“‘In financing REITs mitially, it appears that banks made little financial and
credit analysis of these loans.”” Id. at 169 (quoting Frederick Frey, chief examiner of the N.Y. Fed.
Reserve Bank).

Banks also have extended consumer credit at an ambitiously fast paee, and now $48 billion of
consumer and mortgage debt is past due. “After threc years of wild growth, consumer debt is fast
becoming another sinkhole m lenders’ credit swamp.” McCoy, Loan Morass: Losses on Credit
Cards, Other Consumer Debt Are Climbing Rapidly, Wall St. J., Dee. 2, 1985, at 1, col. 6 (w. ed.).
Much of the losses from consumer credit can be traced to banks seeking promises of high returns
without considering credit risk: “[C]redit has been given where credit isn’t due. Bankers have
climbed further and further down the economic ladder in the frenzied search for new customers.
Prisoners, unemployed teen-agers, even a few household pets have received credit cards.” Id.

This inefficient risk taking is likely to continue and inay worsen because of increasing competi-
tive pressures banks facc, see infra text aecoinpanying note 128, and governmental subsidization of
bank risk taking, see infra text accompanying notes 134-40.

7. See infra text accompanying notes 148-51.
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excessive risk taking.® This Comment argues that the current regulatory
regime, which is premised on a tradition of secrecy and a fear of bank
failures, deserves much of the blame for the financial fragility resulting
from banks’ inefficient risk taking.

The fractional-reserve banking system, wherein banks keep only a
fraction of total deposits on hand, is partially responsible for its own
instability. Banks perform an intermediation function by matching the
needs of borrowers for long-term credit to the desires of lenders for
short-term deposits.® If a bank’s liquid reserves and highly liquid assets
are msufficient to meet the depositors’ deinands, a sudden withdrawal of
funds by a large number of depositors may cause a liquidity crisis. A
bank failure occurs when a bank’s assets are insufficient to discharge lia-
bilities owed to depositors. A crisis of confidence in the banking system
may result from a succession of bank failures, causing depositors to fur-

8. E.g, Supplemental Adjusted Capital Measure, 51 Fed. Reg. 3976 (proposed Jan. 31, 1986)
(proposing risk-based capital requirements linking capital increases with bank exposure to categories
of assets judged to have greater default risks); Purchase of Debt Securities to Finance Corporate
Takeovers, 51 Fed. Reg. 1771 (proposed Jan. 15, 1986) (applying margin requirements to highly
leveraged debt securities, called “junk bonds,” issued in takeover battles). “The Federal Reserve has
stated repeatedly that it is concerned about mounting levels of debt among consumers, corporations
and governments. Such concern led to its highly disputed action last week to limit the use of high-
risk corporate debt mstruments in certain kinds of takeovers.” Nash, U.S. Regulators Want Banks
To Cover Risky Loans Better, N.Y. Times, Jan. 16, 1986, at 1, col. 1 (nat’l ed.); see Malabre & Clark,
Nagging Worries: As Economy Revives, Analysts Grow Edgier About Old Problems, Wall St. J., Dec.
10, 1985, at 1, col. 6 (w. ed.) (quoting Paul Samuelson as saying junk bonds in corporate takeovers
are “giving junk a bad name”).

9. Banks transform illiquid assets into demand and time deposits, satisfying depositors’
demands for investments that provide liquidity options. Diamond & Dybvig, Bank Runs, Deposit
Insurance, and Liguidity, 91 J. POL. ECON. 401, 403 (1983). Given that all depositors usually will
not want to withdraw their deposits at one time, it is feasible for banks to lend a part of their deposits
for lengths of time exceeding the inaturity period of the deposits. Banks increase their ability to
handle variations in withdrawals of deposits by diversifying their sources of funds and loans and by
specializing in this transformation fnnetion. See Tobin, Commercial Banks as Creators of “Money,”
in BANKING AND MONETARY STUDIES 408, 410-11 (D. Carson ed. 1963). The use of a specialist
intermediary is economically efficient because the bank can reduce the risk costs incurred by
ultimate lenders. Id. at 411. This should reduce the returns required from ultimate borrowers and
make some projects financially feasible that had been projected to result in negative returns under
the previously higher interest rates.

Some see this credit-intermediation function as “mismatching,” eg, McCulloch,
Misintermediation and Macroeconomic Fluctuations, 8 J. MONETARY EcoN. 103 (1981) (arguing
that this “misintermediation” would not occnr bnt for government interventions, such as deposit
insurance), but the better view is that this transformation of illiquid assets is a major reason for
banks’ existence, e.g., Diamond & Dybvig, supra, (arguing that this matching provides banks a
market at the cost of making them susceptible to runs, but that deposit insurance allows for a stable
equilibrium).

Under a fractional-reserve banking system, banks are required to maintain a fraction of deposits
as a reserve. For example, if the reserve requirement were 10%, banks would have to retain one
dollar for every 10 dollars of deposits. See generally D. KIDWELL & R. PETERSON, FINANCIAL
INSTITUTIONS, MARKETS, AND MONEY 128-52 (1981) (discussing reserve requirements and the
deposit-expansion process); Tobin, supra, at 416-18 (arguing that bank reserves are a function of
lending opportnnities and interest rates, as well as legal reqnirements).
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ther withdraw funds in a self-fulfilling prophecy capable of depleting the
liquidity reserves of even the soundest banks.!°

The specter of bank runs, bank hohdays, and limits on depositor
withdrawals conjures up images of market collapse rather than the
accepted “weeding out” of inefficient firms by a well-functioning, com-
petitive market. A conpetitive marketplace, however, entails economic
evolution and elimination as some firms introduce new technologies and
services and inefficient firms fail, freeing resources for employment else-
where.!! A behef that banks are “special”!? has led to a regulatory
regime which has insulated many banks from these inarket forces and
concurrently removed effective inarket discipline of bank risk taking. In
contrast, the disclosure regime proposed in this Comment accepts the
fact that inefficient banks nust be allowed to fail in an orderly 1nanner.

A disclosure regime will provide uninsured depositors with the
information needed to evaluate more carefully their banks and allocate
their funds accordingly. This Comment argues that the current federal
regulatory structure, a nondisclosure regime, prevents depositors from
obtaining the information necessary to discipline bank risk taking. Part I
describes the federal banking regulatory regime and argues that lending
risks have becoine the primary cause of bank failures. Part IT explicates
a theory of confidence production m commercial banking and attributes
the need for government intervention to mnarket failure which causes an
uuregulated banking systein to produce too httle confidence. It then
argues that the regulatory limit on the availability of information has
caused much of the present instability in the banking system. Finally,
Part III concludes that a mandated-disclosure regime, as opposed to a
regulatory system that perinits banks to choose the level of disclosure, is
needed to effectively produce confidence and prevent bank runs.

I
THE NONDISCLOSURE REGIME FOR REGULATING
LENDING RisKs

The U.S. banking system is a dual banking system, comnprising fed-
erally chartered banks (national banks) and state chartered banks (state

10. See infra note 122. This potential is inherent in a fractional-reserve banking system, unless
banks keep deposits in the form of highly liquid assets. Such an asset-management strategy,
however, would undermine banks’ important role of credit intermediation. See supra note 9 and
infra text accompanying note 126.

11. See J. SCHUMPETER, CAPITALISM, SOCIALISM, AND DEMOCRACY 81-86 (3d ed. 1950).

12. See, e.g, 1982 FEDERAL RESERVE BANK MINNEAPOLIS ANNUAL REPORT, ARE BANKS
SPECIAL? 7-15 (arguing that three “essential” characteristics distinguish banks from other firms:
banks offer transaction accounts, serve as a backup source of liquidity for virtually all other firms,
and are the vehicle for transmitting monetary policy) [hereinafter cited as ARE BANKS SPECIAL?].



436 CALIFORNIA LAW REVIEW [Vol. 74:431

banks).!* The Office of Comptroller of the Currency (OCC) is the pri-
mary regulator of national banks.!* The Federal Reserve Board (Federal
Reserve) has regulatory responsibility for all member banks of the Fed-
eral Reserve System, and is the primary regulator of the state member
banks.!® It also regulates bank holding companies!® and, under its mone-
tary-control responsibilities, sets the reserve requirements for all banks.!”
The Federal Deposit Insurance Corporation (FDIC) administers the
msurance fund, has regulatory authority over insurance matters for all
federally insured state and national banks, and is the primary regulator
for insured, state nonmember banks.'® Therefore, most state banks are
regulated at both the state and federal level, which represents a signifi-
cant departure from the original conception of a dual banking system.®
The examination policies and disclosure requirements for the various fed-
eral agencies are coordinated through the Federal Financial Institutions
Examination Council (FFIEC).?° Fmally, the Securities and Exchange
Commission (SEC) regulates the disclosure in financial statements dis-
tributed to shareholders by bank holding companies.?! The focus of this
Cominent is primarily on the federal regulation of national banks.

The important role of banks in the economy has encouraged this

13. The National Currency Act, ch. 58, 12 Stat. 665 (1863), which was replaced by the
National Bank Act, ch. 106, 13 Stat. 99 (1864), first authorized national banks. For an overview of
the dual banking system, see E. SYMONS, JR. & J. WHITE, BANKING LAw 69-70 (2d ed. 1984).

The savings and loan (S&L) industry is also composed of federally chartered and state-
chartered institutions. The Federal Home Loan Bank Board (FHLBB) is the federal regulator and
the Federal Savings and Loan Insurance Corporation (FSLIC) administers the federal deposit
insurance fund for S&Ls.

14. Id. at 70. National banks also are members of the Federal Reserve System and are
required to have federal deposit insurance. Id.

15. TASK GROUP ON REGULATION OF FINANCIAL SERVICES, BLUEPRINT FOR REFORM 18
(1984) [hereinafter cited as BLUEPRINT]. State member banks are state-chartered banks that are
members of the Federal Reserve System. 12 U.S.C. § 1813(b) (1982).

16. 12 U.S.C. § 1844 (1982); BLUEPRINT, supra note 15, at 20.

17. 12 US.C. § 461 (1982).

18. BLUEPRINT, supra note 15, at 18.

19. Some have argued that the federal regulations are so pervasive that the banking system no
longer can be aceurately characterized as a dual banking system. See, e.g., Wille, State Banking: A
Study in Dual Regulation, 31 Law & CONTEMP. PROBS. 733, 735-43, 747 (1966) (“‘Despite verbal
commitinent to a dual system of regulation, the actions of Congress and the federal bank agencies
reflect considerable reluctance to grant the states any additional responsibilities and an equal
readimess to impose ever mnore federal control and direction over state-chartered institutions.” Id. at
747). For an argumnent that there are political benefits in 1naintaining a dual banking system in order
to pit state and national banks against each other and thereby check and balance the “‘extraordinary
political power” of banks, see Havighurst, Banking, Part I: Banking Regulation—Foreword, 31
LAw & CoNTEMP. PROBS. 635, 637-38 (1966).

20. 12U.S.C. § 3301 (1982). The OCC, FDIC, Federal Reserve, FHLBB, and National Credit
Union Administration are members of the FFIEC. 12 U.S.C. § 3302 (1982).

21. 17 CF.R. § 210.9-01 to -07 (1985). The issuance of securities by a bank is regulated by the
bank’s primary federal regulator. 15 U.S.C. § 781(i) (1982).



1986] BANKING DISCLOSURE REGIMES 437

intertwining of banking regulatory authorities.”> The Bush Task Force
Report stresses the importance of a stable banking systein:
Without question, stability of the financial system is a paramount goal of
financial regulation. . . .

Probably no single area is as central to guaranteeing a stable finan-
cial system as the integrity and soundness of the U.S. banking system.
Banks hold by far the largest portion of private financial assets, and they
also have an important role in both the payments system and the trans-
mission of monetary policy.??

Banks also function as a backup source of liquidity for virtually all other
firms by, for exainple, extending loans and letters of credit.2* Econoinic
recessions and contractions of the money supply have often been associ-
ated with widespread bank failures.?’

In part to counter the threat of bank runs and econoinic collapse,
the federal banking regulatory regime is unique among administrative
agencies in that it “ha[s] long 1naintained systemns of secret evidence,
secret law, and secret policy.”?¢ The traditional wisdoni, n1 the words of
a former Chief Counsel of the OCC, was that “[a]nything that smiacked
of controversy was considered bad for the banking ‘iniage.” 2’ The

22, See, eg, T. CAMPBELL, supra note 4, at 381 (1982) (“The prospect of a significant collapse
of financial markets has been the prime mover behind regulation of financial markets in the United
States for over 150 years.”).

23, BLUEPRINT, supra note 15, at 34-35; see supra note 12; see also T. CAMPBELL, supra note 4,
at 445. As of the end of 1983, commercial banks held over $2.3 trillion in financial assets.
BLUEPRINT, supra note 15, at 20.

24. ARE BANKS SPECIAL?, supra note 12, at 9-11.

25. See infra note 125,

26. Davis, Administrative Procedure in the Regulation of Banking, 31 LAw & CONTEMP.
ProBs. 713, 713 (1966) (criticizing excessive secrecy in OCC’s decisions to charter banks and
approve branches); see, e.g., Administrative Procedure Act: Hearings on S. 1663 Before the Subcomm.
on Administrative Practice and Procedure of the Senate Comm. on the Judiciary, 88th Cong,., 2d Sess.
418-19 (1964) (letter of Joseph McMurray, Chairman, FHLBB) (noting the “recognition of the
frequent need for confidential investigations and information” as “the historic difference in treatinent
between adininistrative activity in the financial field and the same activity in areas within the
purview of, for example, the Interstate Commerce Commission or the Federal Trade Coinmission’)
[hereinafter cited as 4PA Hearings]. One congressional monograph on administrative agencies
concluded:

The nature of banking and the public interest in banks shape the proeedural aspects of
bank supervision in forms different fromn those encountered in other branches of
administrative regulation. By reason of the fact that few banks operating at a profit can,
upon demand, pay off [their] depositors iu eash, there has been traditionally a policy of
withholding fromn the public all information which, either with or without justification,
might provoke a depositors’ run on the bank. . . . As a corollary, the exercise of
supervisory powers over banks has traditionally been attended by a secrecy antithetical to
the publicity which marks most regulatory activities.

S. Doc. No. 186, 76th Cong., 3d Sess. 42-43 (1940-41) (Monograph No. 13).

27. Bloomn, Hearing Procedures of the Office of the Comptroller of the Currency, 31 Law &
CoNTEMP. PROBS. 723, 723 (1966). The author described the traditional secrecy surrounding
applications for charters, branches, and mergers:

Almost every piece of paper pertaining to an application was considered secret, and

virtually no public announcements of any kind emauated from the [Comptroller’s] Office.
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revered role of secrecy rests primarily on the need to prevent the loss of
depositor confidence, as well as to protect privacy and encourage the
cooperation of banks with regulators.?® Congress followed this policy of
secrecy in exemnpting fromn the mandatory disclosure provisions of the
Freedomn of Information Act (FOIA) matters ‘“contained in or related to
examination, operating or condition reports” of financial institutions.?°
The courts have also subscribed to this traditional wisdom.*

The federal regulatory oversight of lending risks can be described as
a nondisclosure regime. Although many aspects of banking regulation

In the preceding ninety-eight-year history of the Office, there had never been a public

hearing or a written opinion published on an application. . . .

In fairness . . . , we hasten to state that these methods are the traditionally accepted
ones for a bank supervisory agency.
Id.

28. For a discussion and criticism of these concerns, see infra text accompanying notes 221-53,

29. Freedom of Information Act, 5 U.S.C. § 552(b)(8) (1982) (exemption 8). Exemption 8 has
been incorporated in the regulations of the federal banking agencies. 12 C.F.R. § 4.16(b)(8)
(1986) (OCC provision); 12 C.F.R. § 261.6(a)(2) (1986) (Federal Reserve provision); 12 C.F.R.
§ 309.5(c)(8) (1986) (FDIC provision).

Congress intended exemption 8 to continue this tradition of secrecy in banking regulation,
despite the FOIA’s general command that the public have access to information on government
operations. The Senate report presupposes a nondisclosure regime: *“Exemption No. 8 is directed
specifically to insuring the security of our financial institutions by making available only to the
Government agencies reponsible for the regulation or supervision of such institutions the
examination, operating, or condition reports....” S. REP. No. 813, 89th Cong,, Ist Sess. 10 (1965).
The House report states that “[t]his exemption is desigued to insure the security and integrity of
financial institutions, for the sensitive details collected by Government agencies which regulate these
institutions could, if imdiscriminately disclosed, cause great harm.” H.R. Rep. No. 1497, 89th
Cong., 2d Sess. 11, reprinted in 1966 U.S. CODE CONG. & AD. NEWS 2418, 2428; see Note, Freedom
of Information: The Statute and the Regulations, 56 GEo. L.J. 18, 50 (1967) (arguing that given the
exemption for “commercial and financial information,” 5 U.S.C. § 552(b)(4), exemption 8 is
“superfluous” and Congress kept it in merely “to emphasize congressional intent to protect such
material” from disclosure).

For a discussion of the inconsistency of exemption 8 with the purposes of the FOIA, see infra
notes 219-20 and aceompanying text.

30. See, e.g., Gregory v. FDIC, 631 F.2d 896, 898-99 (D.C. Cir. 1980) (per curiam) (holding
financial reports of closed institutions exempt from disclosure) (“Congress looked to the nature and
source of the material and determined to provide absolute protection regardless of the circumstances
underlying the regulatory agency’s reeeipt or preparation of examination, operating or condition
reports.”); Consumers Union v. Heimann, 589 F.2d 531, 534 (D.C. Cir. 1978) (holding exemption 8
covers documents concerning bank compliance with Truth-in-Lending Act) (“the primary reason for
adoption of exemption 8 was to ensure the security of financial institutions” (footnote omitted));
Webster Groves Trust Co. v. Saxon, 370 F.2d 381, 385 (8th Cir. 1966) (holding formal adversary
hearing not required for granting bank charter) (“There is the further factor present that if bank
applicants were subjected to severe public cross-examination, public presentation of unfavorable
evidence and were forced to disclose their future plans and programs to competitors, public
confidence in the banking system could be adversely affected.”); Bridgeport Fed. Sav. & Loan Ass’n
v. FHLBB, 307 F.2d 580, 583 (3d Cir. 1962) (holding agency need not disclose information used in
approval of branch) (“The use and non-disclosure of confidential information is common practice in
the banking field and has been so recoguized and sanctioned by Congress.”). But see Consumers
Union, 589 F.2d at 541 (Wright, C.J., concurring) (noting that the “long-standing tradition of
confidentiality” was referred to with “some reverence” in Congressional testimony, and suggesting
that though “some change [in exemption 8] is necessary,” it must come from Congress).
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are no longer kept secret,3' the regulation of lending risks remains an
area shrouded in secrecy.3? This resistance to disclosing lending risks is
due to the close relationship between a bank’s soundness and the quality
of its loan portfolio. The nondisclosure regime for regulating lending
risks utilizes three types of regulatory tools: (1) regulatory controls over
bank managerial discretion, (2) periodic bank examinations, and (3)
mandated disclosure to regulators and, to a significantly lesser degree, to
the public.

Legal restrictions such as lending limits, capital ratios, and bad-debt
reserves require some diversification of credit risks and the maintenance
of resources to absorb losses that may occur.®® Tle federal statutory
lending limit3* traditionally has served as a crude restraint on managerial
imprudence by limiting the amount of not-fully-secured funds a bank
may lend to an individual borrower to fifteen percent of the bank’s
unimpaired capital and surplus.®> The recently increased minimum capi-
tal reserve requires banks to maintain capital against which loan losses
can be charged.>® Banks must also establish accounts for the Allowance

31. See, e.g., Bloom, supra note 27, at 724-26 (describing measures to open up OCC’s decisions
on applications for charters, branches, and mergers); Davis, Banking Agencies’ Secrecy: A Response
to Mr. Bloom, 31 Law & CONTEMP. PRoBS. 731, 731-32 (1966) (“applauding” Comptroller’s move
away from secrecy in chartering and branching decisions).

32. See infra text accompanying notes 76-77.

33. BLUEPRINT, supra note 15, at 35-36.

34, 12U.S.C. § 84 (1982). There is no legislative history available to discern Congress’s intent
in 1863 in establishing a federal statutory lending limit. Note, The Propriety of Benefit-Spreading
Regulations Under the 10% Lending Limit of the National Bank Act, 78 MICH. L. Rev. 1153, 1157
(1980). However, six days after passage of the McFadden Banking Act of 1927, which amended the
lending limit, Representative McFadden stated that the lending limit served the dual purposes of
promoting benefit spreading and risk reduction. Id. at 1161-62; see 12 C.F.R. § 32.1(b) (1986). It is
not clear whether Congress intended the lending limit to serve a benefit-spreading objective.
Compare Note, supra, at 1155-64 (arguing that the legislature did), with Rappaport, R.S. 5200:
Flushing the Piltdown Man Syndrome, 92 BANKING L.J. 956, 957-60, 973 (1975) (arguing that the
lending limit was modeled after state laws, which had the purpose of benefit spreading, and that its
purpose was not originally risk control).

35. Under certain conditions, loans to a borrower may exceed the 15% limit. 12 U.S.C.
§ 84(c) (1982). For a detailed discussion of the lending limit and its application to various
transactions, see Glidden, National Bank Lending Limits and the Comptroller’s Regs: A Clarification
(pt. 1), National Bank Lending Limits: Interpretative Issues and Practical Considerations (pt. 2), 101
BANKING L.J. 430, 554 (1984).

In the foreigu-lending context, application of the lending limit has not been straightforward. It
is now settled that foreign governments are “persons” for lending-limit purposes, 12 U.S.C. § 84(a)
(1982), but a foreigu government’s lending limit does not automatically apply to its independently
operated instrumentalities, such as a public utility. The means and purpose tests, 12 CF.R.
§ 32.5(d) (1986), prevent aggregation of these loans where the public entity has a separate means of
repayment of the loans and the purpose of the loan is to further the borrower’s separate activities.
See Cohen, U.S. Regulation of Bank Lending to LDCs: Balancing Bank Overexposure and Credit
Undersupply, 8 YALE J. WORLD PuUB. ORD. 200, 204 n.20, 220-21 (1982) (documenting the extent of
U.S. banks’ exposure to foreigu debtors and attributing this in part to the ineffectiveness of the
lending limit and the means and purpose tests).

36. Eg., 12 C.ER. § 3.6 (1986) (OCC provision) (requiring minimum total capital of 6% and
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for Possible Loan Losses (APLL)?*? and the Allocated Transfer Risk
Reserve (ATRR).3® These funds are reserves which banks set aside to
charge-off losses due to credit risks and foreign-currency exchange
problems, respectively.

Regnlators enforce these controls during periodic bank examina-
tions.3® Bank examiners review the assets of banks and classify problem-
atic loans by their risk of default.** On the basis of the examination, the
OCC may require banks to write off those loans that are classified as
“losses” and to increase their reserves to cover possible future losses.
The OCC will often enter into agreements with individual banks requir-
ing them to increase their capital where asset quality and other risks indi-
cate that it may be inadequate. When reviewing foreign loans, federal
bank examiners use the evaluations of foreign lending risks by the Inter-
agency Country Exposure Review Committee (ICERC).*! These evalua-
tions are then transmitted to the banks via the examiners’ comments on
loans. The results of bank examinations are confidential,*? with public
disclosure giving rise to criminal penalties.*?

Quarterly and annual disclosure to regnlators supplements the lend-
ing restrictions and examination process as a third regulatory tool.
Banks prepare quarterly Consolidated Reports on Condition and
Incomne, known as Call Reports, which contain inforination on deposit

primary capital of 5.5%). The futility of relying on capital requirements without adequate
disclosure and depositor discipline is discussed infra at text accompanying notes 159-168.

37. See eg, 12 C.F.R. §§ 11.919(b), .931 note 4(d), .933 schedule V (1986) (OCC provisions).

38. Eg, 12 C.F.R. § 20.8 (1986) (OCC provision). For a discussion of the ATRR and the
disclosure requirements applicable to it, see Coombe & Lapic, Problem Loans, Foreign Outstandings,
and Other Developments in Bank Disclosure, 40 Bus. Law. 485, 500-02 (1985).

39. In the future, timing of these examinations will be less calendar-based and nore risk-based.
OCC, Bank Supervision Newsletter, Dec. 1984, at 1 (on file with author). The OCC is also
beginning to emnphasize off-site analysis, such as daily inonitoring of certain key statistics, as a
supplement to this examination policy. Id. at 1-2.

40. Bank examiners use four categories to classify criticized loans: (1) Other Assets Especially
Mentioned (OAEM) (“currently protected but . . . potentially weak”), (2) Substandard Assets
(“inadequately protected by the current sound worth and paying capacity of the obligor or of the
collateral pledged”), (3) Doubtful Assets (“all the weaknesses inherent in one classified substandard
with the added characteristic that the weaknesses make collection or liquidation in full . . . highly
questionable and improbable” but “because of certain iinportant and reasonably specific pending
factors which may work to the advantage and strengthening of the asset, its classification as an
estiinated loss is deferred”), and (4) Loss Assets (“uncollectible and of such little value that their
continuance as bankable assets is not warranted”). COMPTROLLER OF THE CURRENCY,
COMPTROLLER’S HANDBOOK FOR NATIONAL BANK EXAMINERS § 215.1 (Aug. 1984) (coinnercial
and international binder) [hereinafter cited as COMPTROLLER’S HANDBOOK].

41. Cohen, supra note 35, at 213-19 (discussing ICERC and concluding that it is able to assess
country risk, yet incapable of deterring excessive lending).

42, E.g, 12 C.F.R. § 4.18(c) (1986) (OCC provision) (“Under no circumstances shall the bank
.. . inake public or disclose in any manner the report of examination or any portion of the contents
thercof to any person or organization not officially connected with the bank . . ..”)

43, 18 US.C. § 641 (1982); 12 C.F.R. § 4.18(c) (1986) (OCC provision).
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liabilities and nonperforming loans.** Banks also disclose to regulators
information concerning loans to foreign countries in the Country Expo-
sure Information Report.*® ) ‘

Some of the information banks disclose to regulators is released to
the public. Federal regulations require banks to publish parts of the Call
Reports, including data on debt more than ninety days past due, nonac-
crual debt, and renegotiated loans.*s Other information, such as data on
loans between thirty and eighty-nine days past due, is kept confidential.*’
Banks must publicly disclose the amount of msider loans.*®

As for bank holding companies, tlie SEC requires them: to niake cer-
tain public disclosures through financial statements sent to shareholders:
(1) nonaccrual, past due and restructured loans, (2) potential problem
loans, (3) foreign outstandings, and (4) loan concentrations by industry.*
A significant difference between thie SEC and FFIEC disclosure require-
ments is the former’s provision for disclosure of “potential problem
loans.” These are loans “not reported as ‘nonaccrual, past due or
restructured,” but where known information causes mnanagement to have
serious doubts as to the ability of the borrowers to comply with the pres-
ent loan repayment terms.”*® The SEC also requires bank lolding coni-
panies to identify industries in which their loan concentrations exceed
ten percent of the banks’ total loans.>® In the foreign lending area, the
SEC requires banks to disclose publicly, on a country-by-country basis,
the name of the country and the amount of loaned funds, where they
exceed one percent of total assets.

44, See Coombe & Lapic, supra note 38, at 491 & n.27. This requirement applies to all
federally supervised banks. The FFIEC has the responsibility to establisli uniform reporting forms
and requirements. 12 U.S.C. § 3305(a), (c) (1982).

45. In this report, a bank lists those countries wliere its exposure exceeds tlie lesser of .75% of
its assets or 15% of its primary capital. For those countries where a bank’s assets exceed 1% of its
total assets or 20% of its primary capital, the bank must disclose (1) its total exposure to thie country
after adjustments, (2) tlie breakdown of loans among banks, public sector entities, and others, and
(3) the breakdown between loans maturing witliin one year and more than a year. See Coombe &
Lapic, supra note 38, at 496.

46, These categories and reporting requirements are explained in Coombe & Lapic, supra note
38, at 491-94.

47. Id. at 494.

48, See, eg, 12 CF.R. § 11.844(a) (1986) (OCC provision).

49. Amendments to Guide 3, 48 Fed. Reg. 37,609 (1983) (to be codified at 17 C.F.R. pt. 231).
Bank liolding companies fall under the requirements, if they have filed a registration statement for
public offerings or have assets and shareliolder numbers exceeding a minimum level. Coombe &
Lapic, supra note 38, at 502 n.87. This disclosure includes information on assets, liabilities,
shareliolders’ equity, loan portfolio, loan losses, and deposits. Jd. at 503.

50. Amendments to Guide 3, 48 Fed. Reg. at 37,610 (indicating that this category may not be
large, since these loans are often put on nonacerual status). Transfer risk problems are excluded
from consideration under this category, but are included in foreign lending disclosure.

51. Id. at 37,612.

52. Id. at 37,611. Banks must publicly disclose the names of those countries in whicl
outstanding loans total between .75% to 1% of assets. Jd. Additionally, the SEC Guide requires
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Despite this extensive regulatory apparatus, the fragility of the
financial system has increased. The number of failures of federally
insured banks has risen drastically.®® The near failure and subsequent
rescue of Continental Illinois National Bank has caused widespread con-
cern over the safety of large banks.>* Recent failures in the Ohio’® and
Maryland®® savings and loan industries have demonstrated that bank

disclosure of those foreign countries in which “current conditions . . . give rise to liquidity problems
which are expected to have a material impact on the timely payment of interest or principal on that
country’s private or public sector debt.”” Id. at 37,613. The potential that foreign borrowers will be
unable to pay their debts with hard currency due to, for example, balance-of-trade deficits or
currency restrictions is known as “transfer risk.”

53. In 1985, 120 federally insured banks failed, the highest number since 1933. Home Savings
Bank Fails, Bringing Total To 120 for the Year, Wall St. J., Jan. 2, 1986, at 28, col. 6 (w. ed.); see
Nash, Adjusting to 100 Failed Banks, N.Y. Times, Nov. 16, 1985, at Bl, col. 3 (nat’l ed.). This
contrasts sharply with an average of four failures per year in the sixties, eight per year in the
seventies, and ten failures in 1981. Jd. at 23, col. 3; see Schares, Banks May Face Another Bad Year,
San Francisco Chron., Feb. 4, 1985, at 52, col. 1. Presently, about 1100 of the 14,500 commercial
banks are considered “problem banks,” that is, banks having a significant chance of failure. Nash,
Supra, at Bl, col. 3.

54. Rather than allowing the eighth largest U.S. bank to fail, federal regulators arranged for
the government to guarantec all deposits of Continental Illinois in exchange for an 80% ownerslip
interest in the bank. 4 Permanent Assistance Program for Continental Illinois National Bank and
Trust Company, ISSUES IN BANK REG., Spring 1984, at 6, 7 [hereinafter cited as Permanent
Assistance Program]. The bailout was necessitated by uninsured depositors’ withdrawal of $10
billion over a two-month period beginning in May 1984. Ingquiry into Continental Illinois Corp. and
Continental Illinois National Bank: Hearings Before the Subcomm. on Financial Institutions
Supervision, Regulation and Insurance of the House Comm. on Banking, Finance and Urban Affairs,
98th Cong., 2d Sess. 275 (1984) (appendix to statement of C.T. Conover, Comptroller of the
Currency) [hercinafter cited as Continental Illinois Hearings]. Depositors were concerned over
mounting losses on energy loans the bank acquired from the failed Penn Square National Bank, itself
formerly a large bank. See id. at 264-65 (loans purchased from Penn Square were 3% of
Continental’s total loans over the past two and one-half years, yet accounted for 41% of its loan
losses, resulting by the fall of 1984 in almost $500 million in loan losses).

55. Home State Savings Bank of Cincinnati collapsed in March 1985 after losing millions of
dollars due to fraudulent conduct of E.S.M. Government Securities Inc., a Florida government
securities repossession dealer. The loss was large enough to deplete the state-sanctioned, private
insurance fund covering seventy other Ohio S&L’s. Depositors in other similarly insured institutions
lined up to withdraw their money despite official pleas not to do so. In response, the governor of
Ohio declared a banking holiday. Many of the S&L’s were allowed to open four days later, but on
the condition that they obtain federal deposit insurance and limit withdrawals to $750 per month
until each is open for regnlar business. See Ansberry, Rose & Winter, One Ohio S&L Fully Resumes
Its Operations, Wall St. J., Mar. 22, 1985, at 4, col. 1 (w. ed.); see also infra text aceompanying notes
115-16.

56. The failure of Old Court Savings and Loan due to risky real estate and construction loans
for all practical purposes depleted the private insurance fund, since its $150 million in losses
exceeded the size of the fund. The ensuing run against Old Court and the 101 similarly insured
S&L’s in May 1985 resulted in the governor of Maryland imposing a bank lioliday and then allowing
withdrawals of up to only $1000 a month. The crisis with Maryland thrifts was worsened by the
failure of Community Savings and Loan Association of Betliesda, which suffered as much as a $100
million loss from its real estate leasing subsidiary, Equity Programs Investment Corporation (EPIC).
The fragility in the Maryland institutions has remained for a long time, due to the length of time it
took many of the affected institutions to qualify for federal insurance because of their financial
condition. The remaining $1.2 billion dollars in frozen deposits at the failed thrifts will probably not
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runs, not known since the Depression, are still an economic reality.
Bank failure and depositor runs are inextricably linked to lending
risks. In the past, insider lending and defalcation were often the primary
cause of bank failures.’” A recent study by the federal government, how-
ever, concluded that during the 1970’s and 1980’s lending risks emerged
as the primary cause of bank failures.® The slowdown of the energy,
agriculture, construction and real estate industries and the consequent
devaluation of the pledged collateral has caused many of the recent bank
failures.>® Foreign lending also remains a potentially troublesome area of
lending risks, both due to its magnitude® and the risk of rescheduling or
default.®! Part IT argues that the current nondisclosure regime is unable

be fully disbursed to the affected depositors until 1989. See Swartz, Some Deposits in Maryland to Be
Freed As State Seeks to Resolve Thrift Crisis, Wall St. J., Jan. 13, 1986, at 5, col. 1 (w. ed.); Nash,
Thrift Quandary in Maryland, N.Y. Times, Nov. 25, 1985, at Bl, col. 3 (nat’l ed.).

57. From January 1958 to April 1971, there were 59 bank failures. Professor Benston, using
FDIC data, concluded that 66% of the failures were caused primarily by fraud or other
irregularities, 26% by loan losses or brokered funds, and 7% due to mept management. Benston,
Bank Examination, m STAFF OF SENATE COMM. ON BANKING, HOUSING AND URBAN AFFAIRS,
94TH CONG., 1ST SESS., COMPENDIUM OF MAJOR ISSUES IN BANK REGULATION 560-61 (Comm.
Print 1975).

58. The FDIC analyzed the 124 bank failures from 1971 to 1982 and, disaggregating them into
deciles based on asset size at the time of failure, found that losses on loans were the primary cause of
bank failures in all size groups in a majority of the cases. This study found that 61% of the 124 bank
failures were primarily caused by lending risks. FDIC, DEPOSIT INSURANCE IN A CHANGING
ENVIRONMENT II-18 to II-19 (1983).

59. Nash, supra note 53, at 26, col. 4. The article notes that half of the 100 failures in the first
eleven months of 1985 were banks with 25% or more of their loans in the agricultural sector.
Private bank losses from agricultural lending are likely to reach $10 billion to $15 billion. Charlier,
Farm Fallout: Rural Crisis May Hurt Rest of the Economy, Many Experts Believe, Wall St. J., Dec.
24, 1985, at 1, col. 6, 6, col. 1 (w. ed.). Souring energy loans also portend tronble for the banking
systemn. Of the 563 “energy banks,” that is banks with energy-industry loans equal to 25% or more
of their capital, 30% are problem banks or near-problem banks. Nash, Woes Seen at ‘Energy Banks,”
N.Y. Times, Mar. 27, 1986, at D9, col. 1 (e. ed.).

60. The rapid incrcase in foreign lending has provoked much concern. In 1970 U.S. banks
extended to foreign borrowers $50 billion of credit, which grew to $400 billion by 1981. Reisner,
Default by Foreign Sovereign Debtors: An Introductory Perspective, 1982 U. ILL. L. REv. 1, 2. In the
decade following the 1973 oil crisis, loans by U.S. banks to non-OPEC developing countries
increased 700%. H.R. Rep. No. 175, 98th Cong., 1st Sess. 31, reprinted in 1983 U.S. CoDE CONG.
& Ap. NEws 1898, 1914. The causes of this increase were: (1) the twin oil shocks of the 1970’s and
the need to recycle petrodollars, so that lesser developed countries could purchase oil, W. CLINE,
INTERNATIONAL DEBT: SYSTEMIC Risk AND PoLicy REeSPONSE 8-11 (1984), (2) the tendency of
banks to follow other banks into new markets without adequately considering risks, see supra note 6,
and (3) the “incapability evidenced over the past decade by the Federal banking agencies to
effectively monitor and prevent the unsound operating and lending practices of U.S. banks.” H.R.
Ree. No. 175, supra, at 30, reprinted in 1983 U.S. CoDE CONG. & AD. NEWS, at 1913.

61. The risk of loans to foreign countries has become more evident. The forced rescheduling of
Mexican debt in August of 1982 was followed by the self-declared debt moratorium of Argentina in
November of that year, the Brazilian decision in December to forego repayments of principal on its
debt due in January 1983, and the requests by a number of other nations in the following summer to
reschedule portions of their debt. Cohen, supra note 35, at 203 n.21; Terrel, Bank Lending to
Developing Countries: Recent Developments and Some Considerations for the Future, 1984 FED.
RESERVE BULL. 755, 755. In early 1984, Argentina again experienced problems paying its debt, and
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to prevent this inefficient risk taking by banks and has, in fact,
encouraged it.

I
THE ROLE OF CONFIDENCE PRODUCTION IN COMMERCIAL
BANKING

This Part explicates the function of confidence in commercial bank-
ing. Regulators have recognized the importance of confidence in the
banking system:

One important consequence of the industry’s probleins has been a height-
ened public concern about the condition of U.S. banks. Market confi-
dence is an unpredictable but crncial elemnent in the stability of individual
banks and the banking systemn as a whole. Whether a bank survives
adverse circumstances is often a matter of whether the market allows it
the needed time to work out probleins.?
Confidence is a precondition of a functioning market—individuals are
unwilling to participate in financial and real-asset markets without it.
For example, absent the legal system’s determination and enforceinent of
property rights, individuals would not be willing to enter into contractual
relations because of uncertainty that the obhgations undertaken would be
enforced.®

other nations had to contribute to prevent a possible default. Brief Reprieve: Argentine Debt Pact
Avoids Trouble Now, May Cause Pain Later, Wall St. J., Apr. 2, 1984, at 1, col. 1 (w. ed.). The
temporary halt in private debt repayments declared by South Africa in the summer of 1985, South
Africa’s Financial Markets Stable as Debt Moratorium Goes Into Effect, Wall St. J., Sept. 3, 1985, at
25, col. 2 (w. ed.), and the need to renegotiate the Mexican debt in the spring of 1986, Pine, U.S.
Aides Work on Debt-Accord Details For Mexico, but Job Could Take Weeks, Wall St. J., June 12,
1986, at 7, col. 1 (w. ed.), reveals the continuing vulnerability of U.S, banks from loans to the private
and governmental sectors of foreign countries.

Some analysts consider foreign lending the real long-term threat to the stability of the U.S,
banking system. See Bailey, Delaying the Day: Deferred Loan Losses At Thrifts and Banks Snowball
Across U.S., Wall St. J., Jan. 8, 1986, at 1, col. 6, 18, col. 3 (w. ed.) (estimating that loans to third-
world countries may be worth at most 80 cents ou a dollar, and perhaps only 50 or 60 cents, and that
“[w]riting off just 10% of this exposure would wipe out most of the combined annual profits of” the
10 largest bank holding companies).

62. Continental Illinois Hearings, supra note 54, at 199 (statement of C.T. Conover,
Comptroller of the Currency).

The Supreme Court has relied on the need of banks to generate confidence to justify its holding
that their participation in certain financial activities is barred by the Glass-Steagall Act, ch. 89, 48
Stat. 162 (1933) (also known as the Banking Act of 1933) (codified as amended in seattered sections
of 12, 15 & 39 U.S.C.). Securities Tudus. Ass’n v. Board of Governors, 104 S, Ct. 2979, 2984 (1984)
(placing commercial paper) (Losses from investment banking activities “eroded the confidence of
depositors in the safety of banks as depository institutions. This crisis of confidence contributed to
the runs on the banks that proved so devastating to the solvency of many commercial banks,");
Investment Co. Inst. v. Camp, 401 U.S. 617, 631 (1971) (operating a mutual fund) (“[PJublic
confidence is essential to the solvency of a bank . . . .”).

63. See M. FRIEDMAN, CAPITALISM AND FREEDOM 27 (1962):

[TIke organization of economic activity through voluntary exchange presuines that we

have provided, through government, for the maintenance of law and order to prevent



1986] BANKING DISCLOSURE REGIMES 445

In financial markets, the enforcement of property rights alone can-
not provide sufficient levels of confidence to ensure a stable market.
Those markets utilize additional measures to produce confidence. For
example, unlike the purchaser of a tangible product, such as an automo-
bile, the mvestor in a financial market receives at most a paper memorial
of the transaction. Consequently, should a dispute arise over the con-
tractual relationship, there is often no tangible product to hold captive
for self-help purposes. Furthermore, issuers of mvestment instruments
and investors possess significantly different levels of information. This
disparity creates immeasurable uncertainty about the quality of invest-
ments and encourages investors to demand additional confidence.®* In
securities markets, issuers generated confidence through voluntary dis-
closure, even before enactment of mandatory disclosure requirements in
the Securities Acts of 1933 and 1934.%°

As for the banking system, since the Civil War period the federal
government has played an active role in preserving depositor confi-
dence.%¢ The National Bank Act of 18647 had the effect of meeting con-
sumers’ needs for confidence by legislating limits on imprudent actions
by banks, providing for national bank examinations, and creating
national bank notes. The Federal Reserve Act of 1913,%® wherem the
Federal Reserve was established as the lender of last resort, was designed

coercion of one individual by another, the enforcemeut of contracts voluntarily entered

into, the definition of the meaniug of property rights, the interpretation and enforcement of

such rights, and the provision of a monetary framework.
Id; R. MUSGRAVE & P. MUSGRAVE, PuUBLIC FINANCE IN THEORY AND PRACTICE 6 (1980)
(“[T]he contractual arrangements and exchanges needed for market operation cannot exist without
the protection and enforcement of a governmeutally provided legal structure.”).

64. Cf Arrow, Uncertainty and the Welfare Economics of Medical Care, 53 AM. ECON. REv.
941, 951 (1963) (buyer’s greater uncertainty about quality of medical care, where both parties are
aware of informational inequality, colors that economic relationship).

65. Easterbrook & Fischel, Mandatory Disclosure and the Protection of Investors, 70 VA. L.
REvV. 669, 684 & n.25 (1984). The level of voluntary disclosure, however, was inadequate for
investors’ needs. See J. SELIGMAN, THE SEC AND THE FUTURE OF FINANCE 203 (1985) (noting
“[t]he reluctance of many business corporations in the pre-1933 period to disclose what today is
considered essential balance sheet and incoine statement data™).

66. In fact, governments have regulated banks from their earliest days in Renaissance Italy, E.
SYMONS, JR. & J. WHITE, supra note 13, at 5, and government involvement in the American banking
system preceded the Civil War period. The First and the Second Banks of the United States
provided stability in a systein of otherwise federally unregulated banks. Id. at 12, 14. In mid-
nineteenth-ceutury United States, even in the eighteen so-called free-banking states, state deposit
insurance programs, requirements for holding certain bonds, and chartering requirements partially
instilled the confidence required by depositors. See K. CoopPER & D. FRASER, BANKING
DEREGULATION AND THE NEW COMPETITION IN FINANCIAL SERVICES 46-47 (1984); Rolnick &
Weber, New Evidence on the Free Banking Era, 73 AM. ECON. REv. 1080, 1082-83 (1983).

67. Ch. 106, 13 Stat. 99 (codified as amended in scattered sections of 12, 19 & 31 U.S.C.). See
E. SYMONS, Jr. & J. WHITE, supra note 13, at 24.

68. Ch. 6, 38 Stat. 251. The Panic of 1907 and the refusal of banks to honor requests to
withdraw funds during that crisis preeipitated in part the passage of this Act. M. FRIEDMAN, supra
note 63, at 43.
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to prop up banks facing temporary liquidity shortfalls and reduce fears of
suspensions of convertibility. Finally, in 1933, after these mneasures had
failed to generate sufficient public confidence in a time of a severe con-
traction, federal deposit insurance was established.® As the economy
has become more consumer oriented, the role of secrecy in the produc-
tion of confidence has decreased, as evidenced, for example, by changes
in bank disclosure policies.”

This Part discusses the ongoing role of confidence as an intangible
good that depositors demand and banks must maintain at sufficient levels
to prevent runs. Section 4 provides models of depositor behavior in a
banking market with asymmetrical flows of information. Section B criti-
cizes the attempts of the current nondisclosure regulatory regime to
maintain public confidence in the banking system.

A. Models of Depositor Behavior, Confidence Production, and Bank
Runs

To determine the effectiveness of a regulatory regime, one must first
understand the market that it will regulate. This Section first attributes
depositor demand for confidence to asymmetrical flows of information.
The second subsection then describes the production of confidence. The
final subsection shows that an unregulated banking market is unable to
produce the socially efficient level of confidence.

1. Depositor Behavior in a Market with Asymmetrical Information
Flows

Under a system of fractional-reserve banking, a bank retains only a
fraction of all deposits and invests the remainder in assets, often loans. A
contract between the bank and depositor guaranteeing a return provides
no information on the likelihood that the bank will have sufficient funds
to make the specified payments. Although the bank can monitor the
quahty of its investments, depositors do not necessarily have access to
this information. Depositors, however, need this information to evaluate
the adequacy of returns offered by the bank.”!

69. See E. KANE, THE GATHERING CRISIS IN FEDERAL DEPOSIT INSURANCE 3 (1985).
70. See, e.g, BANKAMERICA CORPORATION, VOLUNTARY DiISCLOSURE CODE 3 (1978) (on
file with author):
Traditionally, both bankers and bank regulators in the United States have tended to rely on
secrecy and overt competitive restrictions which limit, rather than nurture, the
development of competitive vitality. But the profound economic changes that have
occurred sincc the present regulatory framework was established in the early 1930s, and
the increased social expectations of the 1960s and 1970s, have produced changes, both in
practices and attitudes, that dictate departure from traditions that are increasingly strained
and outdated.
Id
71. K. CooPerR & D. FRASER, supra note 66, at 36-37. A well-informed investor would
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While depositors require information to make risk and return calcu-
lations, they will do so only if the expected gains from analyzing the data
outweigh the costs of such analysis. The more money a depositor has at
stake, the lower the cost per dollar deposited to monitor banks. Small
depositors, therefore, reasonably may determine that it is more cost effi-
cient to withdraw their funds at the first sign of trouble than to monitor
the bank.” A depositor using a withdrawal strategy, however, risks not
being able to withdraw her funds before others also recognize the
impending trouble and withdraw their funds. While small depositors
might reasonably choose a withdrawal over a monitoring strategy, after a
certain amount is deposited, the average depositor would then choose a
monitoring strategy and demand information.”® Indeed, studies have
shown that large institutional depositors are “very aware of currently
disclosed data.”?*

Information on loan quality, which is necessary to evaluate the
safety of institutions,”” is often not available. The FDIC concluded in its
1983 report on deposit msurance that “[e]ven for the analysis of risk in
large banks, [financial advisers and sophisticated data users] would bene-
fit from more data on loan quality.””’® The report noted that the data

demand higher returns for investing in banks that were riskier than the average bank. Cf£ R.
BREALEY & S. MYERS, supra note 4, at 140, 151 (applying this principle in the context of stock-
market investors).

72. K. COOPER & D. FRASER, supra note 66, at 40. The authors also argue that this behavior
is cheaper than depositing funds in many banks, id., presumably because such a course of action
would necessitate watching for danger signals at each one.

73. Once reliable deposit insurance exists, fully insured depositors would no longer demand
information.

74. FDIC, supra note 58, at IV-5. Based on the FDIC surveys, one commentator has
concluded that:

Institutional investors, such as mutual funds and pension funds, are the most sophisticated

in using financial data and exert the most market discipline. To qualify for investment,

banks must meet size and performance requirements, which effectively limit investment to

the 50 largest banks. Fund managers undertake extensive in-house analysis of banks,

relying on newspapers, call reports, 10-K and 10-Q reports, and ratings services.

Gilbert, Disclosure and Market Discipline: Issues and Evidence, ECON. REV., Nov. 1983, at 70, 71.

75. The importance of information for assessing lending risks follows from the fact that
lending risks are the primary cause of bank failures. See supra note 58.

76. FDIC, supra note 58, at IV-2. The FDIC concluded on the basis of two surveys it
conducted that “[s]ophisticated users would like to receive more data in specific areas. More and
better data on loan quality, particularly on foreign loans, is considered very desirable.” Id. at IV-10;
see E. KANE, supra note 69, at 12 (“[T]ruly adequate information on the quality of assets and
operating policies is hard to come by. Almost without exception and with regulatory connivance,
financial statements published for deposit institutions are exercises in cosmetic accounting.”); see
also Berton, Legerdemain: Accounting at Thrifts Provokes Controversy as Gimmickry Mounts, Wall
St. J., Mar. 21, 1985, at 1, col. 6 (midwest ed.) (noting that one-third of all S&L’s would not have a
positive net worth if intangible assets like goodwill were cut from their balance sheets, and that
approximately two-thirds of the industry’s total profits in 1984 were generated by a controversial
stock dividend from a quasi-governmental agency the S&L industry owns and ‘ ‘questionable
accounting in the finest tradition of Lewis Carroll’ ) (quoting a New York thrift analyst).

A study of the pricing of common stock of five banks participating in Penn Square loans found
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available to depositors concerning small banks is even less complete.”

Regulatory restrictions are a major cause of this asymmetrical flow
of information. As already discussed,’® the nondisclosure regime is pre-
mised on the need to keep information on banking risks secret to preserve
depositor confidence. Regulations prevent banks from supplying
already-assembled information demanded by large depositors.”®

Because of this asymmetry, large depositors often must rely upon a
withdrawal, rather than monitoring, strategy.®° This lack of information
encourages uninsured depositors to withdraw their funds at the first sign
of significant problemns with their bank’s loan portfolio. Even indications
of trouble at another bank may be grounds to withdraw. For exaniple,
problems with another bank’s loan portfolio may be the only information
that depositors have about the quality of their bank’s assets.?! Asymmet-
rical flows of information m a nondisclosure regime, therefore, increase
the vuhierability of the banking system to runs.

2. A Model of Confidence Production

Treating confidence as an intangible good®? that depositors demand
and banks supply provides insights into both the decision of depositors to

that the market did not anticipate the substantial default risk in these loans until after the
announcement of Penn Square’s failure. The authors concluded that “[t]hese results would suggest
that the current flow of information from large banks about the quality of their loan portfolios is not
adequate for the market to make accurate assessments.” Fraser & Richards, The Assimilation of
Market Information During a Bank Failure, in PROCEEDINGS OF A CONFERENCE ON BANK
STRUCTURE AND COMPETITION 531, 535 (1983) (Fed. Reserve Bank of Chicago). On the other
hand, a different study showed that stock prices signaled difficulties at six banks an average of thirty-
three weeks before regulators classified them as problem banks. Pettway & Sinkey, Establishing On-
Site Bank Examination Priorities: An Early-Warning System Using Accounting and Market
Information, 35 J. FIN. 137, 145-46 (1980). But ¢f. Gilbert, supra note 74, at 73-74 (Money markets
and capital markets “have been able to anticipate banking problems and react in an orderly manner,
However, most of the evidence is based on a few bank failures in the mid-1970’s. Updated analyses
with a larger sample of bank failures would be useful to substantiate earlier findings.” Id. at 74.).

77. FDIC, supra note 58, at IV-2.

78. See supra text accompanying notes 26-32.

79. Third-party effects—benefits bestowed on other users that the producer cannot charge for
or ccsts that the produccr cannot be charged for—would prevent the removal of such regulation
alone from resulting in an efficient level of disclosure. See infra text preceeding and accompanying
notes 198-99.

80. .See infra text accompanying notes 143-44.

81. K. CoopER & D. FRASER, supra note 66, at 40. For example, banks in the Southwest have
experienced a flight of funds because of depositor concerns over losses from energy loans. In
response, some Texas banks have attempted to distingnish themselves from other energy lenders by
stressing their smaller holdings of energy loans or their higher capital levels and loan-loss reserves,
See Apcar, Energy Lenders Step Up Search For New Funds, Wall 8t. J., Apr. 24, 1986, at 2, cols. 1-2
(w. ed.).

82. An “intangible good” has no physical form, yet still is valuable to people. Examples of
intangible goods include goodwill and trade secrets. .See Ruckelshaus v. Monsanto Co., 104 S. Ct.
2862, 2873-74 (1984) (holding that trade secrets, although “intangible interests,” can be “intangible
property rights” and thus covered by the taking clause of the U.S. Constitution).
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run and methods of avoiding it. Confidence is a good because depositors
consume it and its presence or absence influences their behavior. To
properly formulate the regulatory decisions designed to prevent runs, it is
essential to recognize that confidence affects depositor behavior m a man-
ner distinct from the influences of risk and returu. The approach of this
Comment is merely to disaggregate the components affectmg depositors’
decisions m order to construct a system of more effective regulation.

a. Confidence Defined

Individuals require confidence if they are to transact in a market.??
As previously argned,®* financial markets, including the banking system,
require a greater level of confidence than nonfinancial markets. This
requirement of confidence extends to particular firms within those mar-
kets.8> For the banking system, if depositors lack sufficient confidence in
a particular bank, they will not undertake nor remain in creditor rela-
tionships with that bank.

For a financial market to exist, someone must agree to hold risk.%¢
Different people will demand different returns for holding the same
amount of risk;®’ the market return is that which equates supply and
demand of funds.®® At times some people will refuse to hold a particular
risk, because they view it as so immeasurable and so likely to cause a loss
that they cannot determine a sufficient return for holding it. Such risk is
labeled in this model “superrisk.”%®

Superrisk is directly related to risk. First, like risk, superrisk can be

83. See supra text accompanying note 63.

84. See supra text accompanying notes 64-65.

85. To the extent that all banks are viewed as being equally sound, then confidence in the
banking market and a specific bank are the same. See infra text accompanying notes 152-53.

86. Risk can vary i its degrec of measurability. Risk is a cost, since people would always
prefer to make a certain sum of money rather than the same sum with some degree of risk of losing
it. R. BREALEY & S. MYERS, supra note 4, at 12, 129; see Hirshleifer & Riley, The Analytics of
Uncertainty and Information—An Expository Survey, 17 J. ECON. LITERATURE 1375, 1379-84
(concluding that the average individual is risk averse). People can be induced to accept risk,
however, in exchange for a return, See infra note 87. Of course, the mnarket participants’ risk can be
shifted to third parties who can better bear the risk, such as private insurers or the FDIC. See
generally L. FRIEDMAN, MICROECONOMIC PoLICY ANALYSIS 206-17 (1984) (discussing risk-
pooling mechanisms and their implications for economic efficiency).

87. Deposits are loans to the bank; thus efficient returns should reflect default risk and market
risk. See supra note 4. Differences in returns demanded may result from differences in (1)
perceptions of expected outcomes, see Miller, Risk, Uncertainty and Divergence of Opinion, 32 J. FIN.
1151 (1977), (2) cognitive abilities, and (3) risk aversion, see Baer & Kolari, Risk Preferences and the
Structure of Yield Spreads on Bonds, in PROCEEDINGS OF A CONFERENCE ON BANK STRUCTURE
AND COMPETITION 92, 98-99 (1983) (Fed. Reserve Bank of Chicago).

88. L. FRIEDMAN, supra note 86, at 502, 511-15.

89. ‘“Superrisk” is the condition where no return can compensate the particular depositor for
holding the risk. This is distinguishable from the presence of a very large risk, which, for example,
can be compensated for by a correspondingly large return or subdivided into smnaller parts by
reinsuring it.
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described as a function of three variables: investors’ cognitive abilities,
risk aversion, and opinions on risk implications.’® Second, since all three
variables can differ from person to person, it is likely that investors’
determination that a course of action involves superrisk, as opposed to
compensable risk, will differ. Third, as risk decreases, so does the inci-
dence of superrisk because fewer investors will find the uncertainty as
involving an imcalculable but nearly certain loss.

By definition, a person will not take a course of action involving
superrisk. Confidence, which is tlie willmgness to transact with a firm or
in a market,”! thus is defined in this model as the absence of superrisk.%?
Just as people will possess different opimons concerning the existence of
superrisk, so too will they possess different perceptions of confidence.

Applying these concepts in the banking context, superrisk arises
where a depositor cannot fully calculate the risk of bank failure but views
it as nearly certain. Because no return can compensate a depositor for
leaving his funds in a bank that involves superrisk, he will withdraw
them. When withdrawals by a significant number of depositors reach
some critical mass, a run on the bank will result.®®> Runs may spread to

90. See supra note 87. Cf generally F. KNIGHT, RisK, UNCERTAINTY AND PROFIT 241-42
(1921) (listing factors that cause people to handle differently “uncertainty,” which he defined as risk
“not susceptible to measurement and hence to elimination,” id. at 232, 233-34). Frank Knight’s
distinction between risk and uncertainty and his argument that economic profits derive from holding
uncertainty, id. at 215-16, 232, differ from the risk/superrisk distinction developed here, because an
investor will not hold superrisk no matter what the promised return. From the perspective of
depositors withdrawing because of superrisk, depositors remaining with the bank might seem to be
holding superrisk; however, they are from their own perspective only aecepting compensable risk.

91. See supra text accompanying note 63.

92. Hyman Minsky constructed a model of “confidence,” in which he defined it as mere
uncertainty of estimates of future yields on assets. Minsky, Financial Instability Revisited: The
Economics of Disaster, in REAPPRAISAL OF THE FEDERAL RESERVE DISCOUNT MECHANISM 107-08
(1972), reprinted in First Meeting on the Condition of the Banking System: Hearings Before the
Senate Comm. on Banking, Housing and Urban Affairs, 95th Cong., 1st Sess. 398-99 (1977).
“Confidence” in that model simply entails differing degrees of certainty and corresponds to mere risk
in the terminology of this Comment.

93. “The term critical mass is defined in physics generally as the mass of fissionable material
required to produce a self-sustaining sequence of fission reactions in a system, or the minimum mass
of fissionable material that will sustain a chain rcaction.” L. JONES, UNIVERSITY BUDGETING FOR
CRITICAL MAsS AND COMPETITION 40 (1985) (empbhasis in original) (applying critical mass model
to academic planning in order to determine the minimum program breadth required to sustain viable
disciplinary studies); see Diamond and Dybvig, supra note 9, at 410-11 (presenting a model of bank
runs that is consistent with a critical-mass process, because guaranteed suspension of convertibility
at a critical point causes other depositors not to run).

An alternative view of bank runs is that their momentum reflects the period of dissemination of
bad news throughout the depositor base, rather than a sudden unraveling onee a critieal number of
depositors decide to withdraw. The news that other depositors are withdrawing en masse, with its
implications for bank liquidity, is one of the worst pieces of information in a fractional-reserve
banking system because it may indicate to depositors that a critical mass may have already occurred.
See Black, Miller & Posner, An Approach to the Regulation of Bank Holding Companies, 51 J. Bus.
379, 390 (1978). The critical-mass aspects of a bank run seem to exist even in an information-
dissemination model.
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other banks where depositors view the risks associated with their banks
as similar to those of the failed bank.%* Such similarity may presage the
failure of their banks, and thus encourage depositors to reassess the risk
as involving superrisk.%®

The production of confidence, as that term is used here, is merely
the elimination of superrisk for some number of depositors. Once super-
risk is eliminated,®® a rational depositor will hold any degree of risk for
appropriate returns. Banks will produce at least enough confidence to
eliminate the superrisk of a sufficient number of depositors to mamtain a
stable deposit base. Under this model, a bank’s confidence production
decision turns on the confidence demands of the critical depositor. The
critical depositor is the “nth” person whose decision to withdraw funds
would trigger a critical-mass process leading to a run on the bank. There
must be enough confidence to satisfy that critical depositor for the bank
to avoid a run.

This model of confidence production is consistent with the fact that
many uninsured depositors are institutional mvestors. Institutional
investors may experience superrisk less frequently than small depositors
because they have more resources available for analyzing risk.’” Super-
risk, though, is still a very real possibility. Institutional investors are
unable to determine fully bank soundness because of asymmetries in
information.’® Furthermore, not all large investors carefully analyze
bank condition. Many believe that the government will not allow a large
bank to fail®® and probably intend to withdraw at the first sign of trouble.
Soine institutional mvestors are more risk averse because of their fiduci-
ary duties and the threat of legal Hability.!® Finally, the existence of
superrisk for an institutional investor is dependent on the characteristics
of the money manager. Specialization may cause many money managers
to perceive and react to risk similarly,!®! but their investment behavior,
including their willingness to hold risk, can vary depending on their per-

94, See supra note 81 and accompanying text.

95. See infra note 123.

96. Since confidence is a precondition for transacting with a bank, individual depositors’
demands are insensitive to price. Absent changes in superrisk assessments, depositors will neither
pay for more confidence nor settle for less.

97. See supra note 74. Firms also can use outside analysts. See Unger, Using Outside
Research, J. PORTFOLI0 MGMT., Spring 1983, at 43 (discussing experience of $690 million fund,
which relies on outside research).

98. See supra text aecompanying notes 75-77.

99. See Gilbert, supra note 74, at 71 (describing behavior of corporate treasurers); ¢f Murphy,
Regulating Public Employee Retirement Systems for Portfolio Efficiency, 67 MINN. L. Rev. 211, 229-
37 (1982) (discussing factors causing inefficient portfolio management based on ease studies of Ohio
and Minnesota public-employee pension funds).

100. See Siegel, The Impact of Pension Reform on Portfolio Management, J. PORTFOLIO MGMT.,
Winter 1975, at 21, 23.
101. See F. KNIGHT, supra note 90, at 244-45, 269-70.
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sonalities.’® The observed flight of institutional investors from failing
and problem banks suggests that they are “not only interest sensitive, but
extremely confidence sensitive.””1%?

b. Forms of Confidence: N-Confidence and X-Confidence

A regulatory system charged with preserving systemic stability
shonld focus on confidence production. The inputs in the confidence-
production process can be broadly grouped as “intrinsic confidence’ (N-
confidence) and “extrinsic confidence” (X-confidence). N-confidence is
produced by an individual firm in the banking sector, while X-confidence
must be produced from without, either by an mdustry association or the
government. Examples of N-confidence include information, goodwill,
capital reserves, liquidity reserves, and private exammations.’®* Exam-
ples of X-confidence include de jure federal deposit insurance,!®® de facto

102. See, e.g, Farrelly & Reichenstein, Risk Perceptions of Institutional Investors, J. PORTFOLIO
MGMT., Summer 1984, at 5, 6 (reviewing studies of investor behavior and concluding that “[t]he
amount of risk perceived and investment behavior vary from individual to individual and can depend
upon such conditions as how much the particular investor feels that lie controls his environment, the
prior existence of a specific stock i the investor’s portfolio at time of purchase, and the relationship
of expected return to the mvestor’s determined target”); LeBaron, 4 Psychological Profile of the
Portfolio Manager, J. PORTFOL10 MGMT., Fall 1974, at 13, 14-15 (discussing changing pressures on
portfolio managers and noting that one survey concluded that they “were demoralized, unable to be
rational”).

103. Homan, Their Effect on the Liguidity and Solvency of American Banks, in STAFF OF
SENATE CoMM. ON BANKING, HOUSING AND URBAN AFFAIRS, 94TH CONG., 1sT SESS.,
COMPENDIUM OF MAJOR ISSUES ON BANK REGULATION, 245, 267 (Comm. Print 1975). The
author based his conclusions on his analysis of the crises faced by United States National Bank of
San Diego in 1973, Franklin National Bank of New York in 1974, and Security National Bank of
Long Island in 1975.

The recent experience of southwestern banks trying to maintain deposit bases and attract new
funds, despite the widely publicized decline in the quality of oil loans, shows the importance of
confidence in banking. Some banks have tried to increase depositor confidence by diselosing
concentrations of energy loans or capital levels to large investors. Apcar, supra note 81, at 2, cols. 1-
2. The risk/superrisk distinction is illustrated by the fact that some money managers will accept the
increased risk of failure in exchange for higher returns, id. (many banks are offering premiums to
attract large depositors), while others refuse to place funds with those banks, id. (discussing the
withdrawal of institutional depositors from southwestern banks and coneluding that “[i]nstitutional
investors in New York and other money centers are more likely to avoid the risk and take their cue
from services that rate banks”).

104. For example, banks can produce confidence by allcviating the asymmetrical information
flows by disclosure, thereby facilitating depositor risk-and-return calculations. Liquidity is also an
important generator of confidence, because it represents the bank’s ability to satisfy withdrawal
demands without liquidating assets. For a discussion of the role of capital reserves, see infra text
accompanying notes 159-168.

105. De jure federal deposit insurance guarantees the first $100,000 of a depositor’s account. 12
U.S.C. §§ 1811, 1813(m)(1) (1982). There is no superrisk for deposits below this sum, assuming that
Congress would cover any shortfall in the fund. K. COOPER & D. FRASER, supra note 66, at 161-62.
In March of 1982, Congress passed a nonbinding resolution pledging to guarantee the liabilities of
the funds. H.R. Con. Res. 290, 96 Stat. 2639 (1982).
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deposit insurance,'® lender-of-last-resort provisions,'®” banking regula-
tions, and bank examinations.!%®

The government seeins to be able to produce X-confidence more effi-
ciently than the private sector could by use of an industry association, for
example. As an illustration, the federal government is best able to pro-
vide deposit insurance for banks. Because bank failures are often cycli-
cal, private insurers and state-sponsored funds are unable to adequately
reinsure against the risk of a large number of bank failures because assets
in the insurers’ portfolios would also be declining in value.'® Given its
capacity for deficit spending, the depth of its resources, aud the ability to
diversify risk nationwide, the federal government is the logical insurer of
deposits or guarantor of nonfederal insurers.!’® Other types of X-confi-
dence, such as the lender-of-last-resort function and de facto deposit
insurance, similarly enjoy the prestige and national uniformity that can-
not be matched by rules and examinations of private associations’!! or
the states.!!2

106. For example, FDIC-arranged mergers, wherein the purchasing institution assumes the
liabilities of a troubled bank, prevent losses to uninsured depositors. This de facto deposit insurance
exists because allowing a bank to fail entails costs of paying out deposits and the potential for
community disruptions and reductions in public confidence. See E. Kane, Putting Teeth into FDIC
Coverage Limitations Will not Solve the Deposit-Insurance Problem 2 (March 1983) (paper
submitted to the FDIC) (on file with author).

107. As a lender of last resort, the Federal Reserve can make funds available to banks in
liquidity binds so that they are not forced to liquidate their assets at a loss. The Federal Reserve’s
use of lender-of-last-resort powers has served in the past as a form of de facto deposit insurance.
Before the FDIC-arranged nerger of Franklin National Bank in 1974, such lending afforded large
depositors time to remove funds, so that large depositors were not at risk. Kareken & Wallace,
Deposit Insurance and Bank Regulation: A Partial-Equilibrium Exposition, 51 J. Bus. 413, 432 &
n.18 (1978). The same phenomenon took place in the recent crisis at Continental Illinois National
Bank, where from May through July 1984 the bank borrowed $3.55 billion from the Federal Reserve
Bank of Chicago, $4 billion from the FDIC and seven major U.S. banks, and over 3$4 billion from a
consortium of 28 banks, while Continental’s deposits, federal funds and repurchase agreements fell
by nearly $10 billion. Continental Illinois Hearings, supra note 54, at 274-76 (appendix to statement
of C.T. Conover, Comptroller of the Currency).

108. The first three examples of X-confidence eliminate superrisk by limiting potential losses.
The last two examples produce confidence by limiting bank activities and reducing the possible
causes of loss, thereby facilitating the calculation of risks involved and decreasing the incidence of
superrisk.

109. Mayer, Preventing the Failures of Large Banks, in STAFF OF SENATE COMM. ON BANKING,
HoUSING AND URBAN AFFAIRS, 94TH CONG., 1ST SESS., COMPENDIUM OF MAJOR ISSUES IN BANK
REGULATION 862 (Comun. Print 1975). Compared to federal insurance programs, state programs
are less stable because of the limited geographical area covered and thie smaller membership base.
FDIC, supra note 58, at G-15.

110. K. CooPER & D. FRASER, supra note 66, at 51.

111. The ability of private associations to set and enforce standards is at the sufferance of its
members. Thus, it is unlikely that unpopular standards will be established. J. SELIGMAN, supra note
65, 238-40. The recent inability of the New York Stock Exchange to enforce nonvoting common
stock prohibitions is a ease in point. Klott, 4 Fight Over Unequal Stock, N.Y. Times, Oct. 22, 1985,
at 29, col. 3 (nat’l ed.).

112, Federal requirements avoid the incentive of states to match less stringent laws of other
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While the banking system relies on both N-confidence and X-confi-
dence, they are to some extent substitutable. For example, increases in
deposit insurance may allow reductions in bank capital levels.!!* Some
minimum amount of X-confidence, however, is needed to counter the
market fragility engendered by those depositors wlio find it cost effective
to follow a witlidrawal strategy.!!* As long as small depositors use a
withdrawal rather than a monitoring strategy, N-confidence alone cannot
prevent such runs.

The recent run in Ohio illustrates the inability of N-confidence to
coinpletely substitute for X-confidence. The depletion of the state-sanc-
tioned private insurance fund from losses at just one thrift institution
effectively eliminated the largest source of X-confidence for the state’s
privately insured savings and loans system.!'* Small depositors indis-
criminately ran against the previously insured institutions and depleted
the reserves of some of the financially strongest firms.!!®

Some amount of N-confidence will also be required for the efficient
production of confidence. Because uninsured depositors cannot be cer-
tain whether their funds will be fully covered by de facto insurance, they
will continue to demand N-confidence. Even if 100% de jure deposit
insurance were enacted,!!” depositor confidence in the banking system

jurisdictions in order not to competitively disadvantage banks in their jurisdiction, See J.
SELIGMAN, supra note 65, at 238.

113. Peltzman, Capital Investment in Commercial Banking and its Relationship to Portfolio
Regulation, 78 J. PoL. ECoN. 1, 4 (1970).

114. For example, deposit insurance should be set at a point where a monitoring strategy
becomes cost efficient. See supra text accompanying note 72. The current $100,000 limit covers
about three-quarters of all deposit dollars, although this figure varies by bank. Schares, How to Pick
a Safe Bank, San Francisco Chron., Feb. 6, 1985, at 25, col. 2 (noting that almost fifty percent of the
deposits in the failed Penn Square Bank were uninsured). Thirteen other countries currently have
some form of deposit insurance, with almost all having been instituted following a banking crisis.
McCarthy, Deposit Insurance: A Comparative Survey, in PROCEEDINGS OF A CONFERENCE ON
BANK STRUCTURE AND COMPETITION 219, 219-20 (1980) (Fed. Reserve Bank of Chicago).

115. Thrift Crisis: Closing of Ohio S&Ls After Run on Deposits Is One for the Books, Wall St. J.,
Mar. 18, 1985, at 1, col. 6, 6, cols. 3-4 (e. ed.).

116. Id. at 1, col. 6, 6, cols. 2-4. After declaring a holiday and closing all 70 thrifts, the
governor’s office planned to implement a *“campaign of confidence” to convince the depositors that
the thrifts were safe. Hertzberg, Rose, & Solomon, Some Thrifts in Ohio to Start Opening Soon, Wall
St. J., Mar. 21, 1985, at 2, col. 2; see supra note 55.

The same phenomenon of a run which followed upon the potential depletion of the private
deposit insurance fund by a thrift’s failure occurred two months later in Maryland, see supra note 56,
and in 1976 in Mississippi, see Leff & Park, The Mississippi Deposit Insurance Crisis, BANKERS
MAG., Summer 1977, at 74, 74, 76-79.

117. For articles proposing a 100% deposit-insurance scheme, see Mayer, supra note 109, at
860-61; Tussing, Bank Failures and the Public Interest, in STAFF OF SENATE COMM. ON BANKING,
HousING AND URBAN AFFAIRS, 94TH CONG., 1ST SESS., COMPENDIUM OF MAJOR ISSUES IN BANK
REGULATION 833, 842-43 (Comm. Print 1975); Black, Miller & Posner, supra note 93, at 391-92,
406-07. These articles argue for risk-priced premiums as a supplement to the 100% insurance
proposal, so that banks would internalize the full cost of providing for this X-confidence. If
regulators cannot measure risk precisely enough, then insulating banks from market discipline will
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would not be guaranteed. Depositors would become indifferent to the
quality of bank assets and would likely channel their funds to those
banks offering the highest returns. Such pressure for high returns could
encourage banks to engage in increasingly risky lending activities.!!®
Should a number of banks engaging in risky lending collapse, the insur-
ance fnnd could well be depleted. This might cause depositors to ques-
tion the government’s ability to make good on the 100% guarantee and
lead to a banking panic,'™ as occurred in Ohio.

Thus, banks can satisfy depositors’ demands for confidence with
either N-confidence or X-confidence. While a certain amount of substi-
tution between these two types of confidence is possible, a stable banking
system requires some minimum amount of each type. The next subsec-
tion discusses the failure of the market to induce sufficient production of
confidence which increases the market’s proclivity for bank runs and cre-
ates the need for government intervention.

3. Market Failure in Confidence Production

Banks must provide enough confidence to satisfy the demands of the
critical depositor. To the extent that X-confidence applies to a particular
bank, that bank can produce less N-confidence. By observing depositors’
willingness to rely on X-confidence, a bank can determine if it needs to
produce more N-confidence to stabilize its deposit base.!?® Banks will
produce confidence up to the point where their net benefits from confi-
dence production are maximized. This will be a function of the bank
management’s risk aversion, the probabilities it assigns to possible out-
cones of asset decisions, and the present value of the associated expected
payouts. Although a certain amount of risk of bank failures is probably
economically efficient,’*! market incentives cause an unregnlated bank-

increase risk taking and threaten the safety of the system. It is for this reason that the FDIC favors
reductions in de facto deposit insurance. FDIC, supra note 58, at III-3.

118. K. Cooprer & D. FRASER, supra note 66, at 169-70. Since the amount of funds covered by
insurance would be within the depositors’ control, a moral hazard would develop. Depositors would
give funds to those institutions offering the highest returns, regardless of their safety. The existence
of a moral hazard prevents the conclusion that optimal risk bearing necessarily will result from
1009% insurance. See Feldstein, The Welfare Loss of Excess Health Insurance, 81 J. PoL. ECON. 251,
252 (1973). An extensive regulatory regime would be needed to counter this tendency, and might
include interest ceilings (along with their tendency to cause disintermediation in times of volatile
price levels), high eapital standards, more frequent examination of the banks’ liability position, and a
willingness to quickly close seriously troubled banks. Otherwise, those banks on the brink of
insolvency would be setting the price for deposits.

119. Black, Miller, & Posner, supra note 93, at 392.

120. Banks need not explicitly consider the amount of X-confidence and N-confidence; more
realisticaily, banks observe depositors’ withdrawal activities and take actions, such as increasing
liquidity reserves, when withdrawals differ significantly from normal levels.

121. Preventing the worst managed firms from failing would be very costly and keeping such
firms in the banking system would create instability. See generally BLUEPRINT, supra note 15, at 35
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ing systein to produce too little confidence, wlhicl renders it overly sus-
ceptible to bank runs.

Individual banks lhiave an incentive to undersupply confidence.
Because of asymmetrical information flows, individual banks may benefit
froin confidence produced by otlier banks and thereby may reduce the
amounts of N-confidence they produce. Without knowledge of the qual-
ity of a bank’s loan portfolio, uninsured depositors estinate the superrisk
of dealing with a bank based on their impression of tlie average bank and
demand a level of confidence consistent with that estimate. Further-
more, deposit insurance encourages depositors to view all banks as
equally safe. Banks therefore have an incentive to “free ride” on the
confidence produced by other banks and the government.

Banks also tend to underestimate thie costs of failing. Although a
bank failure imposes externalities upon other economic actors, the man-
agemnent, owners, and depositors of the failing bank do not have to bear
those costs. For exainple, liquidation of long-term bonds in a thin inar-
ket will reduce the value of similar bond portfolios of sound banks.!?
These externalities cause the individually efficient level of confidence to
diverge from the socially efficient level. Second, given asymmetrical
information flows, the failure of a bank previously thought to entail aver-
age risk lowers thie confidence of depositors in all banks, which increases
banks’ confidence-production costs.2* Both of these factors can cause an
individual bank failure to lead to a generalized banking panic.!?* For

(noting that the goal of financial stability is not equivalent to a policy of never allowing financial
firms to fail, which “could ouly be achieved through public subsidies™).

122. In other words, the less an asset is generally traded, the greater the percentage of supply
that the liquidation will represent. The attemnpt to sell might result in a glut of the asset on the
market, forcing the seller to take a loss. The decline in the value of assets can cause the failure of
solvent banks when their assets no longer exceed liabilities. See M. FRIEDMAN & A. SCHWARTZ,
supra note 3, at 355-56 & n.65.

With respect to the banking crises of 1930, 1931 and 1933, these authors concluded that “[tJhe
impairment in the market value of assets held by banks, particularly in their bond portfolios, was the
most important source of impairment of capital leading to bank suspensions, rather than the default
of specific loans or of specific bond issues.” Id. at 355 (footnote omitted). For example, the
percentage decreases in bond market values from mid-1931 to mid-1932 was significant: foreign
bonds, 45%; railroad bonds, 36%; public utility bonds, 27%; industrial bonds, 22%; and U.S.
government securities, 1095. Id. at 355 n.65.

123. The loss of confidence due to the exposure of near-insolvent banks can also lead to a bank
run. See Wright, 4 Projected Resilient Financial Environment, in FINANCIAL CRISES 173, 178 (E.
Altman & A. Sametz eds. 1977) (discussing reductions in confidence due to the failure of Franklin
National Bank); see also supra note 81 and aecompanying text.

124. K. CoOPER & D. FRASER, supra note 66, at 40-41 (calling it the “domino effect”). For an
example of this contagion effect, see the discussion of the panic that followed the failure of the Bank
of United States during the Depression in M. FRIEDMAN & A. SCHWARTZ, supra note 3, at 355,

More recently, the FDIC received fifteen requests for applications fromn privately insured thrifts
in Massachusetts after the closing of the Ohio savings and loans, compared with one request in the
past two years. Baum, Some Massachusetts Thrifts Inquiring About Federal Insurance for Deposils,
Wall St. J., Mar. 22, 1985, at 4, col. 2 (w. ed.). Massachusetts has now ordered its thrifts to obtain
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example, a number of bank failures can cause a contraction in the money
supply!?® and discourage banks from carrying out their role m credit
intermediation,'?® either of which can cause a recession. In an unregu-
lated market, however, banks do not have any incentive to produce the
extra confidence valued by third parties because there is no easy mecha-
nism for banks to charge them for the benefits received. Government
regulation, therefore, is needed to ensure the production of a socially effi-
cient level of confidence.

B. The Importance of Information for a Stable Banking System

The previous Section depicted how the banking system devolves to
instability, unless a third party, such as the government, intervenes. This
Section links the current nondisclosure regime for regulating banks with
the increasing fragility of the banking systemn and shows the futility of
regulatory changes within the framework of the nondisclosure regime.
This Section demonstrates the importance of N-confidence, and specifi-
cally information, in maintaining depositor confidence and a stable bank-
ing system.

1. The Inadequacy of a Nondisclosure Regime

The nondisclosure regime of banking regulation relies on govern-
ment supervision and owner hability to the exclusion of supervision by
informed depositors. Owner hability in the form of increased capital
requirements for banks supposes that shareholders can affect the risk tak-
ing of banks. This in turn assumes shareholder knowledge and control.
Government supervision combined with restrictions on the availability of
information necessary for private supervision must rest on the premise
that the government alone can best control bank risk taking, making pri-

FDIC coverage due to the Ohio and Maryland panics. FDIC Expected to Insure 94 Massachusetts
Thrifts, Wall 8t. J., Dec. 10, 1985, at 18, col. 1 (w. ed.).

125. The money supply will contract as banks increase their supply of liquid assets and recall
loans, thus reducing money available for investment. For exaniple, during the period from August
1929 to March 1933, the money supply declined by 35%, which reflected mainly the fall in the ratio
of deposits to cnrrency. M. FRIEDMAN & A. SCHWARTZ, supra note 3, at 332-33; see M.
FRIEDMAN, supra note 63, at 50 (linking severe declines in the money supply with recessions). See
generally F. ZAHN, MACROECONOMIC THEORY AND PoLicy 288-90 (1975) (discussing relationship
of currency ratio to the money supply).

126. A recent study emphasized the importance of bank credit intermediation to aggregate
demnand. Bernanke, Nonmonetary Effects of the Financial Crisis in the Propagation of the Great
Depression, 73 AM. EcoN. REv. 257 (1983). The writer argued that banks, as specialists in
differentiating between good and bad credit risks, could charge low rates for credit intermediation.
The failure of a number of banks, however, led to a fear of widescale bank failure and runs by
depositors against sound banks. Furthermore, bankers increased liquidity to guard against runs,
reducing their credit intermediation. Although new financial actors began providing credit
intermediation, they were not as efficient as banks and had to charge more for that service. The
result was a severe contraction of credit.
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vate participation through informed economnic actors unnecessary or
even destabilizing. This subsection exposes the shortcomings of the
supervisory capabilities of a nondisclosure regime. Part III then ques-
tions the harms of disclosure.

The starting point for a critique of the nondisclosure regime is the
dynamic risk of the emerging financial-services market. The character of
risks facing bank depositors is undergoing significant changes, which
should cause depositors to demand increased levels of confidence. The
FDIC concluded in its recent study of deposit insurance:

Bank leverage, particularly at large institutions, has been increasing for

years. Interest ceilings on deposits are being dismantled. Banking

organizations are expanding into new activities, in response to inroads by

nonbank competitors, and into new locations. These forces have all con-

tributed to a more risk-intensive, less-constrained environment which is

likely to be less forgiving of faulty financial and credit judgments.!?’
Banks facing more competition from new financial-services institutions
will have to look harder for quality assets, and in the process may make
loans with more potential risks.!?3

Banks also face increased risks on the liability side of their balance
sheets. The deregulation of in