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FRAUD AND ABUSE BY INSIDERS, BORROWERS,
AND APPRAISERS IN THE CALIFORNIA
THRIFT INDUSTRY

SATURDAY, JUNE 13, 1987

House oF REPRESENTATIVES,
CoMMERCE, CONSUMER,
AND MONETARY AFFAIRS SUBCOMMITTEE
or THE COMMITTEE ON GOVERNMENT OPERATIONS,
Los Angeles, CA.

The subcommittee met, pursuant to notice, at 9:40 am., in
room 350, Los Angeles City Hall, Los Angeles, CA, Hon. Doug Bar-
nard, Jr. (chairman of the subcommittee) presiding.

Present: Representatives Doug Barnard, Jr., Albert G. Busta-
mante, and Matthew G. Martinez.

Also present: Peter S. Barash, staff director; Stephen R. McSpad-
den, counsel; and Russell J. Mathews, minority professional staff,
Committee on Government Operations.

OPENING STATEMENT OF CHAIRMAN BARNARD

Mr. BARNARD. The hearing will be in order.

Today, the Commerce, Consumer, and Monetary Affairs Subcom-
mittee of the Government Operations Committee is pleased to be in
Los Angeles this beautiful sunny Saturday morning to continue our
investigation and hearings on a very important subject.

At the outset, I want to thank Mayor Bradley and the city ad-
ministration for making available this morning this fine facility for
our hearing. It is certainly ideal, and we appreciate the courtesy
and the hospitality of the city in this regard.

You might think it is sort of unusual that we hold a hearing on
Saturday morning, but really it is not. It is a time when we can get
more witnesses to appear because of their schedules, and although
we don’t have all of our committee members here this morning, we
do have present a good complement of the committee.

My name is Doug Barnard. I represent the 10th Congressional
District of Georgia, and I am the chairman of this subcommittee. I
have been chairman of this subcommittee now for 3 terms. On my
left is Albert Bustamante. Mr. Bustamante is a Representative
from Texas, the 23d Congressional District of Texas, and he is serv-
ing his second term on this subcommittee. One of our new mem-
bers of this subcommittee, but a very welcome member, and one
who has already contributed much toward our ongoing information
gathering and prior hearings is Mr. Matthew G. Martinez, who is
from the 30th Congressional District of California,

e))
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This morning, we will be examining evidence of severe problems
in the California savings and loan industry, the largest in the
Nation in the terms of asset size. The hearing will be seeking de-
tailed information on, first, the nature and the extent of miscon-
duct by California thrift industry insiders, officers, directors, and
principal stockholders, and by certain affiliated outsiders {(major
borrowers and appraisers). Second, we will look into the role of
abusive appraisal practices in such misconduct; third, the relation-
ship between misconduct and the insolvencies or problem status of
California savings institutions, including the costs to the Federal
savings and loan insurance fund; fourth, the effectiveness of the
Federal Home Loan Bank Board’s policies for detecting criminality
and making referrals on such misconduct to Federal law enforce-
ment agencies; fifth, the adequacy of the responses of those agen-
cies, namely, the FBI, the U.S. attorneys’ offices, the Justice De-
partment’s Fraud Division, in investigating and prosecuting insid-
er, borrower and appraiser misconduct; and then, lastly, we will be
looking for some specific recommendations for solving the financial
fraud problem.

Why is this subcommittee holding this hearing? And, yes, why
are we in Los Angeles? And, yes, why are we focusing on the sav-
ings and loan industry?

Under the Rules of the House of Representatives, the subcommit-
tee is charged with responsibility for overseeing the operations of
financial institutions and the Federal bank regulatory agencies and
for advising Congress on whether the industry and those agencies
are performing responsibly.

In attempting to fulfill this mandate, the subcommittee has held
many hearings and has issued numerous reports that are relevant
to today’s proceedings. Two are of particular importance: In Octo-
ber 1984, the subcommittee issued a report entitled, “Federal Re-
sponse to Criminal Misconduct and Insider Abuse in the Nation's
Financial Institutions.” That report was based on a very compre-
hensive investigation of the role of misconduct in 150 financial in-
stitution failures. The report concluded that:

Misconduct was a principal factor in 50 percent of the commercial bank failures
studied and 25 to 30 percent of thrift insolvencies; that bank regulatory agencies
were lax in searching for criminal misconduct and slow to make criminal referrals;
and that the criminal justice agencies frequently lacked the commitment, the re-

sources, and the occasional expertise to prosecute complex financial institution
fraud cases.

In September 1986, the subcommittee issued another report rele-
vant to this hearing entitled, “The Impact of Appraisal Probleris
on Real Estate Lending, Mortgage Insurance, and Investments in
the Secondary Market.” And that report found that:

Faulty and fraudulent real estate appraisals have become an increasingly serious
national problem; that their harmful effects are widespread, pervasive, and costly;
that they have contributed directly to the insolvency or problem status of hundreds
of the Nation’s financial institutions and are at least partially responsible for bil-
lions of dollars in losses to federally insured lenders, private mortgage insurers, in-
vestors in mortgage-backed securities, and Federal mortgage guarantee funds.

Today’s hearings and the hearings planned for later this summer

in Washington, are a logical, and—I would argue—a necessary fol-
lowup to the “criminal misconduct” and ‘“appraisal abuse reports.”
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The hearing is being held in Los Angeles, not because financial
institution misconduct and appraisal abuse are unique to Califor-
nia, but, rather, because California’s thrift industry problems are
representative of what seems to be happening across the country,
although on a scale sufficiently large and dramatic to focus needed
public attention. Nor are insider abuse and appraisal misconduct
unique to the thrift industry. Last weekend, the FDIC, which in-
sures deposits in commercial banks, announced that it was closing
its 85th bank for 1987, barely 5 months into this year. The Chair-
man of the FDIC has readily acknowledged that insider abuse is as
frequently to blame for commercial bank failures as economic con-
ditions in the oil patch, trouble in the farm belt, or loan defaults by
Third World countries.

The results of today’s hearing will also be relevant to important
public policy debates currently taking place in Congress over what
to do about the FSLIC recapitalization problem, whether financial
institutions should have expanded powers, and whether the FSLIC
should continue to exist as a deposit insurance agency separate
from the FDIC. Frankly, there is serious concern in Washington
that if Government and the private sector fail to take speedy and
dramatic action against unscrupulous operators in the vulnerable
thrift industry, an undercapitalized FSLIC fund may give way to a
nonexistent thrift industry.

The subcommittee’s investigation of the thrift industry’s prob-
lems strongly suggests that misconduct by S&L insiders, by major
borrowers and by appraisers has become the leading cause of thrift
insolvencies here and has reached epidemic proportions. There is
evidence to shiow that serious insider misconduct is implicated in
most of California’s 81 thrift failures over the past 3 years, that ap-
praisals were used to facilitate much of this misconduct, and that
fraud is responsible for a large percentage of the $3.7 billion in ac-
companying losses to the FSLIC, just a few days ago revised up-
wards to $5.6 billion. Two extremely disturbing patterns appear to
exist in California in connection with the misconduct issue:

First, it appears that many individuals who are engaged in finan-
cial institution misconduct have been able to move from financial
institution to financial institution with virtual impunity, to the
detriment of all the institutions that they touch; and we need to
get a handle on this issue—and quickly.

Second, the common practice of institutions participating in each
other’s loans, with little or no independent underwriting is fraught
with great risk. When loans are fraudulently made or involve
unsafe and unsound ventures, defaults have a devastating rippling
effect on all participating institutions. This appears to have hap-
pened time and time again on improper loans made by certain
California 8&L’s. We need to get a handle on this issue, as well.

This subcommittee is concerned that the responses of the regula-
tors and the criminal justice system to this epidemic of misconduct
are not adequate and that more resources and a greater commit-
ment are required. Today, we are searching for information, for ex-
planations, and for solutions. But this is an issue that should be of
interest, not just to the Congress, not just to the bank regulators,
not just to the criminal justice agencies. It is an issue that needs to
be addressed by the financial community itself. Our hearings in
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Washington later this summer will provide the thrift and banking
industries with an opportunity to do so.

This morning, we have a very large number of witnesses to hear
from, and all of them bring very important information on the sub-
ject at hand. In order that we might adequately hear from all wit-
nesses to the fullest extent possible, we are going to ask that those
testifying summarize their testimony as much as possible and as
practical; but we want you to be careful not to exclude some of
your essential points.

I am now going to see if either of my colleagues would like to
have an introductory statement. I will first turn to Congressman
Bustamante.

Mr. BustamanTE. Thank you, Mr. Chairman.

I am happy to join you and our colleague, Mr. Martinez, at this
hearing in which we will examine misconduct by owners and
senior officials of savings and loans, and the role of real estate ap-
praisal fraud in facilitating misconduct and the effectiveness of the
criminal justice system in prosecuting those responsible for finan-
cial institution fraud.

Misconduct in the savings and loan industry in California by
major borrowers and by appraisers has become the leading cause of
thrift insolvency in California over the past several years; and you,
Mr. Chairman, have pointed to the fact that this situation has Cali-
fornia leading the Nation in white-collar crime.

Fraud and incompetency within the S&L industry has made Con-
gress reluctant to approve large sums of money to recapitalize the
FSLIC fund. Additionally, unsound thrift purchases undermine ef-
forts by Congress to expand the powers of financial institutions so
that they can compete more effectively in a domestic and interna-
tional financial marketplace.

I look forward to the individuals who will testify this morning to
provide some further information and also to try to see if we can
get 11;ecommendations to resolve this problem. Thank you very
much.

Mr. BARNARD. Congressman Martinez.

Mr. MARTINEZ. Mr. Chairman, I have a statement that I would
like to have entered into the record in its entirety, and T'll be brief
because I know that there are important witnesses here today that
can give us some insight into the problems involved here.

Mr. BarnArD, Without objection, it will be.

Mr. MArTINEZ. But just let me say that, as I read the reports, I
am appalled that there hasn’t been a greater interest and desire on
the part of the industry itself to police itself, and to work with
other agencies to ensure that culprits in the financial industries
are thwarted and proseccted.

Certainly, we all know that, if it was a simple bank robber, or a
bank clerk committing some kind of a crime that we would with
great diligence, not hesitate to condemn, pursue, and prosecute. 1
think this is something that we have to scrutinize since we expect
that people entrusted with stewardship over the financial institu-
tions in which so many of us entrust our money to be safeguard-
ed—we expect that individuals in that position are of the highest
integrity, and are people who are worthy of that trust that we have
bestowed on them.
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It seems that that is not the case in so many instances. I know
that we have to expect, in the current economy, that there would
be failures of financial mstitutions throughout the country, espe-
cially in the farm areas; and we know that they are failing there
because of severe downturns in the economy. And that’s something
that is hard for anyone really to control.

But certainly, insider theft, fraud, and abuse should be able to be
controlled. Those of us who have for years put our trust into finan-
cial institutions have reason to be alarmed. We have become wor-
ried that there isn’t that kind of integrity, and we certainly cannot
understand the needless loss caused by insider fraud in the thrift
industry.

I think that the Government agencies that are responsible for
the oversight have to move and move quickly to overcome this
crisis. Thank you, Mr. Chairman.

Mr. BARNARD. Thank you, sir.

[Mr. Martinez' prepared statement follows:]
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OPENING STATEMENT REFORE
THE SURCOMITTEE ON COAMRRCE, CONSJMER, AND MONETARY AFFAIRS
COMMITTRE OW GOVHRIYMUNT OPERATITIONS
JUNE 13, 1987
Mr. Chairman:

Night—after~night television network news carrims the stories of
financial insitutions in the farm and anergy helts that area failing as a
result of severe downturns in those sectors of our aconomy.
Unfortunately, the economic forces vwhich have caused thesa downturns are
difficult for anyone to control Aand conasequently, morea financial
ingtitutions in states like Iowa and Gklahoma may fail. While
agriculture and enerqy in California are no hetter off than nther parts
of the country, our state is enjoying relative prosperity since huainess
and industry is more diversified. Wevertheless, California = Savings
and loan Agsociations . are aleo failing in record numbhers, hut most of
these fallures have not heen caised hy economic downturns. Rather, they
have heen needlessly cAaused hy fraud ingide the thrift industry. And,
to make matters worse, federal government agencies remsponsihle for
overseeing the thrift industry have inef fectively comhated internal
rigconduct.

As all of us are aware, thrift fajilures are naot solely an intarnal
problem of the Savings and Loan industry. Such failures prevent
taxpayers from retriaving their devosits. Mareover, the California
thrift failures has exaaperated the nation-wida thrift crisis, by
draining 23,75 hillinn from tha Federal Savings and Loan Insurance fund.

In order to solve this problem:, fevarae hureauvcratic pathologies
inside the various federal agencies involved in this crisis must he
remedied. Agency representatives should tell us today how they plan to:

(1) prioritize efforte against insider miscounduct.

{(2) improve interdgency coordination.



(3) make thorough investigations and follow-up on those
invastigations when they Aare raferred to annther agency.

(4) provide more sdequate training to personnel investilgating
these crsags: and

{5) acecent caseload assistance whan nrowviided hy headquaters
or other regionAal offices.

If nothing else, I am hopeful, that today's hearing will demnnstrate
how serirmis Congress fegels abhout this problem. With this in mina, I
look forward teo discngaing these issues with the witnesses that will
apnear hefore nus.

Thank you, Mr. Chairman.



8

Mr. BARNARD. I think it is very appropriate this morning that we
have as our first witness the savings and loan commissioner of the
State of California, Mr. William J. Crawford.

Mr. Crawford is accompanied by Mr. William Davis, the deputy
commissioner of the savings and loan department. Mr. Crawford
has made frequent visits to Washington, DC. And, Mr. Crawford,
on each visit we have appreciated your interest in visiting with us
on the subcommittee, to talk about the problems of California; and
I don’t know of anybody in California who is a more appropriate
witness than you, to talk about the subject this morning; and we
welcome you to this panel.

As T have already indicated, your entire testimony will be includ-
ed in the record, and we will leave it up to you as to how you
might want to summarize it all. So, now, we are pleased to hear
from you, Mr. Crawford.

STATEMENT OF WILLIAM J. CRAWFORD, SAVINGS AND LOAN
COMMISSIONER, STATE OF CALIFORNIA, ACCOMPANIED BY
WILLIAM DAVIS, DEPUTY COMMISSIONER

Mr. Crawrorp. First, I would like to start oif by saying that
whatever I express here is my own personal opinion, and it is not
the opinion of the department; it is not the opinion of the State of
California. I am expressing my own personal opinion.

I think the problems of the savings and loan industry were
almost to be expected. The industry has historically rented money
short, and loaned it long; and when I started in the industry, the
average loan was 139 months, on a conventional loan—11 years
and 7 months, If you borrowed $2,500, you paid it back $25 a
month, and that would pay it off at 6 percent in 11 years and 7
months.

We stretched out loans to 80 years, and maybe even sometimes
40 years. We continued to attract money in short term, and we
paid market rates. You could pay anything you want to pay for
money. That's where your problem starts, with what you pay for
the money, because you must add to that overhead and risk of loss
on the assets. And when you start paying too much for money, you
must put it out at high rates; and when you don’t leave something
on the table for the other guy, you are inviting trouble; and if you
are a gouger, you are inviting trouble. If a guy comes in and offers
you a deal that’s better than any deal you have ever been offered,
you had better look carefully at that deal. Why is this guy willing
to pay me so much for this deal? And you become a skeptic.

And also, you must review everything. People get pieces of paper
to justify what they do, and they may have policies and procedures,
but they may not be following the policies and procedures, so you
have to make sure that they are following those.

But, basically, it starts with paying too much for money, and get-
ting a deal that you can’t refuse. And, generally, that thing is sup-
ported by an appraisal. You must have an appraisal. An appraisal
is a very powerful tool. If the client is the guy that’s borrowing the
money, if the appraiser’s :iient is the fellow that's borrowing the
money, or the loan broker that’s charged to get the loan for the
man, you've got a potential problem right from day one. If you
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don’t have a smart loan officer, and if he doesn’t go out and see the
property, and if he doesn’t do all of the credit checking and the
like, and use the five C’s of credit, and document the file, and chal-
lenge everything that he gets, he can either be a fool, or he can be
tied in with the guy and accommodating the guy that is getting the
money.

These white-collar criminals are experts at penetrating financial
institutions; they penetrate banks, they penetrate savings and
loans, they penetrate thrift and loans. Anybody that’s got money.
We mentioned that California is leading in white-collar crime. I
want to say that California has 27 million people, and the average
income is high, and with affluent people, someone wants to sepa-
rate them from their money.

So, if you want to go into business, you wouldn’t go into business
in a place that was a depressed area, you would go to where people
have the money that you want to separate from their nest egg.

The appraisal, every major white-collar crime has an appraisal to
validate the property value, to validate the crime, and also it holds
off the auditors, and it holds off the examiners.

An auditor comes in to audit the books, and if you have a good
MALI appraisal in the file, that’s the value of the asset. He is not an
expert in that, and he should, if 1it’s a major asset, maybe hire an
appraiser, or order an appraisal, to have the company ordering the
appraisal before he would certify the financial statement that it
fairly presents the true financial condition of that company.

But it also holds off the examiners. If you go into an institution
and everything is rosy, and all the loans are current, you know,
this is a pretty good outfit. They have a high return on assets; they
have a high return on net worth. In fact, I worry about the manag-
er that has the highest return on assets and the highest return on
net worth, because he may be taking risks that he doesn’t know
he's taking.

Also, I would like to make a point that there is a risk beyond
which you can’t take, no matter what the borrower gives you. If
he'll pay you so much, and he'll pay you so much more to go an-
other 10 percent, you probably bought the project. I always thought
of myself, when 1 was functioning as a loan officer, and I always
told my loan officers to think of themselves as a purchasing agent.

When that borrower comes in, he may sell you that property,
and you didn’t know it; and so, be very careful. If you loan too
much, or if you invest too much with a joint venture, you bought
the property. All he has to do is to milk his money out on the front
end and dump it to you.

There's another important factor in this fraud; it is greed. We
used to say as auditors, or anybody who was taking an audit
course: if you put temptation and the opportunity, and the need in
the same place, you are asking for trouble. An employer doesn’t
pay an employee enough; gives him a large amount of cash to
handle, and is looking out the window while he’s handling it, the
employee has that need, and he may borrow it. Usually they start
borrowing funds.

The controls, historically, were set out to protect the cash and se-
curities in a financial institution. They always wanted to protect
against the officers stealing the cash, and the tellers stealing the
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cash; somebody converting securities, bearer securities to their per-
sonal use. We build thick vaults; we have cameras; we have time
clocks on the vaults; we have dual control—all these controls were
to protect against somebody stealing the cash.

Well, you can steal far more money, and take it out the back
door. The best way to rob a bank is to own one. If you have 100
percent control, you can make yourself the chairman of the audit
committee, the chairman of all committees. And you can be the
chairman of the committee with people not knowing that you are
the chairman of the committee.

If you hire a man and you pay him three times what he has ever
made before—let’s say he made $50,000; you pay him $150,000, he’ll
sign almost anything over a period of time, you know—just a little
bit here, a little bit there; sign this, sign that. And you fire a few
fgepp% around him. The first thing you know you have got a loyal
riend.

The system of internal control doesn’t work. We’ve gone upscale
where we have got temptation, opportunity, and greed; we are han-
dling much larger sums of money. They are making much larger
deals, They forget the name of the game is to cut the risk up into
small pieces and use the law of large numbers, to take small risks.

Equity is the only thing that the boriower really protects. If you
have a trust deed, you can’t get a deficiency judgment, so you have
a choice between chasing this guy; and if he has hidden his net
worth, you don’t chase him, you take the property.

If you take the property in California under the terms of the
deed of trust, you have to be satisfied with the proceeds of the sale.
There is no deficiency judgment available in California if you fore-
close on a deed of trust. The borrower’s equity is all you get as a
cushion against loss.

If an association develops problems and you are losing money,
you have to get greater earnings on the next deal. You have to
keep feeding this machine. One of our large problem asscciation
loan agents were paid commission based on the volume of business
they brought in, not the profitability of the business, but the
volume of business. They brought in losses all day long, and they
were paid commissions, and they are terminated. But the poor
assets are stuck on the books.

If the work product of the appraiser never gets checked, he can
fool a lot of people for a long time; and I can tell you that there are
members of appraisal societies that, unless they are hauled before
them, their ethics committee with a complaint (usually, the com-
plaints come from their own members, but if you don’t get com-
plaints and you do things and nobody complains) you can be an ap-
praiser for 20 years, and not have any peers check your work prod-
uct, They just accept it.

So that is the big problem with appraisers. I will give you a
couple of examples here, and these are anonymous.

A piece of property that probably cost $1,400,000 to build in the
late seventies, it couldn’t be sold as a condominium project, so they
converted it to a timeshare project, and it wound up on the books
of a financial institution 8 months after it opened, for slightly
under $15 million.

The initial capital of that company was $3 million.
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Now, we’ve heard Dr. Benston testify on direct investment that if
the Federal Home Loan Bank would just close savings and loans
when they hit zero net worth, the investor would lose all his invest-
ment and FSLIC would lose nothing. The stockholders would lose
everything; FSLIC would lose nothing—an ideal situation; they
should face up and do that.

Now, we hear people talking about forbearance. This institution
was Insolvent by $9,200,000 the day they bought that asset in 1988,
90 days after they opened. But we didn’t know it, and the Federal
Home Loan Bank didn’t know it; and we appraised the property
about 4 months later for $5 million.

The Federal Home Loan Bank appraised it about 6 months later
for about $10.4, but there were differences in the appraisal assump-
tions. I think maybe ours says, well, it is not a timeshare; it’s a
condominium; ang theirs says it’s a timeshare.

Well, to cover this, because we regulators want them to put up
the difference in the loss reserve and write the asset down, they
sold it for over $20 million, with $2 million down; and then when
we took over the institution, we found the association had taken a
deed to the property and that the property was in escrow, sold with
no contingencies for $33 million.

The board of directors were told that everything’s rosy, but Mr.
Davis here found a letter of commitment in a desk drawer to buy it
back for $40 million within 2 years.

And also, in a closet, he found an appraisal for $72 million that
was 104 pages long and very official and had lots of pedigrees and
MAI and all that on it.

So, I sent my old chief appraiser to this property to appraise it,
and he appraised it for $2,400,000. He said you might list it for $2.5
million, but be prepared to accept, a lesser price.

That is a classic example of the fiction that could be written, and
of the documentation that can look very official.

It had a gold seal on it. I forget whether it had ribbons or not,
but it had an embossed gold seal on it.

I had another example property bought in 1983 for $1.5 million,
with $750,000 down and a $750,000 first trust deed back to seller. It
was manipulated from April to June to borrow $3.2 million from a
bank. I think they penetrated that bank, frankly; but, anyway, in
December 1984, for a $44,000 fee, they were able to obtain an ap-
praisal for $25.5 million on this property. The property’s only
access is through a gate at the end of a freeway culvert; it has a 35-
percent grade; it has many easements across it. It has a 14-acre
floating life estate that is not described. The property never was
worth over $500,000, and this property was used to try to gain con-
trol of a savings and loan. It was to be contributed as capital for
not less than $16 million.

We turned the acquisition down in about August; in November
1985, this property was foreclosed for the balance owing on the
first-trust deed of g750,000 wiping out. That’s a classic.

I'll give you one more appraisal example. This was appraised at
47 finished lots for $18,300,000. The financial institution, I believe,
loaned $6 million on it. It's in a coastal zone; it's adjacent to a re-
growth city; it’s in a green belt; you have to cross other people’s
property to get to it; they have a hillside ordinance in the city; the
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appraiser never went to the city departments at all; he did no re-
search. He said in his appraisal he did no research and he accepted
the representations of his client. This was a loan broker by profes-
sion who now was the borrower. The property is worth $500,000.
We now find that you can make two lots out of that property. Obvi-
ously, that appraisal was delivered to a loan officer with the inten-
tion that he would use it for some purpose. I know you could never
develop those lots. They didn’t have a sewer, water—engineering or
geological report.

T'll give you two examples that came to me just in the last few
days. Two appraisals of single-family dwellings by the same ap-
praisers in prestige neighborhoods in West Los Angeles—my ap-
praisal of those two properties are $9.6 million less than those two
appraisals.

I had two appraisals of commercial properties by another ap-
praiser, that my appraiser’s value of those properties is $6.3 mil-
lion less.

An MALI appraiser that was my chief appraiser on the National
Ethics Committee was asked to tell what it would cost to appraise
a condominium project. He quoted a price of $6,500; and, the client
said, if you can come up with an appraisal value of this amount or
more, send me a bill for $21,000.

We do definitely need more professionalism and ethics not only
in the appraisal profession, and ethics, we need it in the savings
and loan business, too.

We have some very fine appraisers; we have some very fine sav-
ings and loans, but, believe me, if you don’t have good ethics at the
top of the business you've got problems.

In summary of the savings and loan industry in the State of Cali-
fornia, we have the cream of the crop in California.

I took this Los Angeles time study from a week or so ago, and I
gave you a little 1-page analysis, of 19 California-based savings and
loans that made only $1,933,600,000. The entire industry in the
United States made $2 billion last year.

Thirteen of the best savings and loans on there were historic
State-chartered savings and loans. I would like to summarize how
the State of California developed its volume of problems. Basically,
it happened when you passed Garn-St Germain, and your deregula-
tion act, perhaps it was an FHLB regulation arising from that that
said you could loan or invest up to 100 percent of value.

The State of California, on emergency basis, for State associa-
tions, adopted that same regulation, California was the finest State
vegulator in the Nation. We had a uniform chart of accounts; we
had an early-warning computer system where all the loan registers
from each association came in every month. We had 41 appraisers
on duty in the department. We had the premier savings and loans
in the United States, and we had a hook on them. And that hook
was that there were State-chartered stock companies and Federal
mutuals. If you wanted to build an estate for your family, you had
to be a State-chartered stock company. And so, we beat these
people up pretty good, and they had to stand there and take it. We
had discipline,

But when Congress passed the law and permitted Federal stock
companies under the guise that they needed to get capital into the
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Federal companies, we lost our hook, and we lost 50 of our 93 sav-
ings and loans, in 1980 and 1982—I think there were 22 conver-
sions to Federals and there were 28 merged with Federals.

So we lost 50 of our 93 associations. We support the department
by assessments on the industry, so we lost our assessment basis.
Each year we'd figure what it cost to run the department and bill
the indusiry based on assessments. We cut our staff from 172 em-
ployees in July 1978 to 55 employees in July 1983, and that really
decimated the department.

So, naturally, when you are losing your employment, you say,
well, what are we going to do; so we responded by telling people,
we'll be very lenient in granting some new charters. So some of the
analysts went around, and attorneys, and they conducted seminars,
“Own a bank or savings and loan. Own your own money machine.”

Financial advisers working tax shelters and syndications and de-
velopments could have their own checking account here, they
wanted a charter, so we got them. When their applications come
in, their profiles look great. Their financial statements are all doc-
tored up; they look real good. If a guy doesn’t have a criminal
record, how are you going to keep him out? If he’s successful, and
he’s got a good net worth, it’s hard to sort out, who's good, and
who's bad.

We got a lot of new entrants, and they like to grow fast; and
rapid growth is the cause of one of the worst ailments in a savings
and loan business. If you have got a lot of money, high-cost money
pushing you, and you have to make profits, you have to put it out
awful fast; and some of these people had big egos, and some of
them got their contributing property for capital.

If you get property appraised high enough, and it looks good
enough, and you know when it comes in as capital, then you can
leverage it 33 to 1. We used to have 6 percent net worth as a guide-
line. It was always a capital based regulated industry. When the
industry lost half their net worth, and we lost 1,000 associations in
1981 and 1982, we cut the net worth requirements to 3 percent, so
you could leverage 33 to 1.

I made a 1-page summary exhibit here of the things that I think
cause the problem, and things that might lend to a solution, but I
can tell you that one thing that will not lead to a solution is for-
bearance. We endeavor to buy time all the time; that is something
that we completely endeavor tc do. We took an institution out of
the bad management’s hands in 1984, and it has been in good man-
agement’s hands for the last 3 years. It still has severe problems.

If you leave any association in the hands of the management
that got it in trouble, you’ll never solve the problem.

I have got one last statement. There is a “Handy, Dandy Guide
for Examiners” to Garn-St Germain, dated September 1983. They
had a meeting or seminar on the new law. I want to read the final
statement to you.

“Because the old-time examiners said institutions are going to
get in trouble—people in the industry that knew the industry
thought that they were going to get in trouble.”

It says: “Finally, the examiner should not be overly pessimistic
about these new regulatory changes., Examiners have a natural
tendency to speculate on how associations will get themselves into
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trouble using these new powers. Keep in mind that there are many
well-run associations out there who can and will use these powers
effectively.”

I believe that that happened; there were a lot of them out there
that used those powers effectively, but there were also a lot of new
entrants who came and used them most ineffectively. The losses
are huge. Thank you.

Mr. BARNARD. Thank you, Mr. Crawford.

[Mr. Crawford’s prepared statement foliows:]
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PROPOSED TESTIMONY OF
WILLIAM J. CRAWFORD, SAVINGS AND LOAN COMMISSIONER
BEFORE THE CONGRESS OF THE UNITED STATES
HOUSE OF REPRESENTATIVES
COMMERCE, CONSUMER AND MONETARY AFFATRS SUBCOMMITTEE
OF THE HOUSE GOVERNMENT OPERATIONS COMMITTER
LOS ANGELES, CALIFORNIA - JUNE 13, 1987

Profile of California Thrift Industry and Savings and foan
Department

Provide a brief profile of today's cCalifornia thrift
industry, dincluding the following: {(a) the number of
state-chartered associations; (b) the number of federally
chartered associations; (c¢) the aggregated assets, market
value, and profits of these associations (and how these
numbers compare with those for the entire country}; and
(d) the number of state~chartered associations that are in
"problem" status.

The savings and loan industry in the United States had only
$10 billion in assets in 1946. Today it has well over a
trillion dollars in assets, or a one~hundredfold growth.
California is a leading state in the savings and loan
industry, due to a tremendous growth. It recently passed
27 million in total population. The migration to
California e¢reated a huge demand for housing capital, which
was mostly provided by an aggressive savings and loan
industry. At December 31, 1986, the total assets of the
California - savings and 1loan industry ($311 billion)
exceeded those of the California banking industry

($293 billion).

To understand the problems of the California thrift

industry, we need to review some history.
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The savings and loan industry in the 1950's and early
1960's was well-controlled. The federal institutions were
mutuals and the state assocliations were stock. The laws
were strict for Dboth. The enforcement actions vere
aggressive, and entry into ' the field was tightly
controlled. (The tax laws prior to 1963 favored the owners
of stock companies, allowing retention of association
profits because of the tax advantage. The tax advantage
was gradually reduced and by 1969 the industry was paying
substantial taxes.) Lending and investment authorities
were slowly and gradually expanded, and, although many poor
investments were made, the inflationary experience in the
1950's and 1960's tended to cure most problems. In 1967
the then ‘Savings and Loan Commissioner, Preston Martin,
hired Price Waterhouse to devise an Early Warning System to
detect institutions that had a propensity for getting into
trouble. The overbuilding in 1963 and 1964 had created the
need for such a System and the 1966 credit crunch brought
home the vulnerability of savings and loans to changes in
interest rates and the need for adjustable rate mortgages.
This Early Warning System utilized a number of financial
ratios which had been identified in the Price Waterhouse
study as effective in discriminating between strong and
weak associations, and produced a score for each
association. Associations were then ranked, worst to best,

on the basis of the assigned scores.
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The two o0il shocks of 1973 and 1979 brought great
inflationary forces and 1illustrated the need for
deregulating the liability side of the balance sheet in
order to provide sufficient funds to avoid starving the
housing market. However, controls were maintained over the
asset side of the balance sheet and the industry was
ill-positioned for the restrictive monetary policy of
1980-81 which was used to cool the double digit inflation.
Congress responded by passing the Depository Institutions
Deregulation and Monetary Control Act of 1980 and the
Garn-~St Germain Depository Institutions aAct of 1982, which
liberalized the powers to help the industry to respond to
the depletion of its net worth. The new federal 1laws
expanded 1lending powers and provided for federal stock
associations. In addition, the federals, on April 12,
1982, amended a regulation which they had imposed in 1957
requiring 400 local stockholders and allowing no one to own
more than 10% of the stock and no family or control group
to own more than 25% of the stock. At the same time there
was a free enterprise movement at the federal level which
stated that what this industry needs is a free enterprise
entrepreneur with expextise and capital to recapitalize the
industry and use creative methods to restructure the
balance sheets of the savings and loan industry.
California, having no hook to hold them and seeing the

conversions of state associations to federal charters,
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responded in 1983 with a very liberal law of its own to woo

the institutions back to the state.

Between April 12, 1982, and the fall of 1984, seminars were
conducted by consultants and attorneys who obtained
charters for banks and savings and loans and told
developers and homebuilders that they should own their own
moneymaking machines. A flood of applications totaling 235
were received by the california Department of Savings and
Loan. Many new institutions were opened. At this time,
forty-nine applications -approved by our Department are
still pending for insurance of  accounts in Washington.
Sixty-eight were awaiting action of the Commissioner when I
took office, of which one has been approved and 67 were
denied. Also, there was a group of entrepreneurs: who did
not wish to wait for the new application process who came
forward to buy existing institutions to gain quick entry
into the industry. Many of these ' acquirors donated
properties, at inflated appraised values, to provide the
capital required for the acquisition. Many of the
institutions that they were attempting to acquire were in
difficulty and the existing stockholders loocked upon the
acquiror as a saviour. The combination of the two waves I
have just described has created a backlog of institutions

which are either insolvent or have substantial problems.
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There are 212 federally-insured savings and loans operating
in california. Of these, 140 are state associations and 72
are federally-chartered. The industry profits in the
United States for 1986 were $2.0 billion and the net profit
for the associations operating in cCalifornia was $1.2
billion. The market value of all associations cannot be
determined because most associations are not publicly
traded. Approximately 24% of the state savings and loan

associations in california have significant problems.

I have available to you a serics of charts that clearly
shows the impact these changes have had on the California

savings and loan industry.

Chart 1 shows population change. Chart 2 shows historic
changes in the number of associations serving the
California public. Chart 3 shows the change in assets from
1955 to 1987. Chart 4 shows the changes in number of
facilities over that period. Chart 5 shows the number of
new state associations approved. Chart & shows the number
of savings and loan offices over that perioed of time.
Chart 7 shows the number of Department of Savings and Loan
employees. Chart 8 shows the employees per billion of
assets. Chart 9 is DSL expenditures. Chart 10 shows the
net worth of the industry, and Chart 11 shows commercial

bank prime. rate.
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Provide a brief profile of the California Savings and Loan
Department, including the following: (a) the number of
thrifts supervised by your department as of June 1980,
June 1985 and June 1987; (b) the number of ceiling and
filled positions in your department as of January 1978,
January 1983, and June 1987. How many vacant positions
currently exist within the Department's examination staff
and its appraisal staff? What are the prospects for
filling any vacancies?

The Department of Savings and Loan of the State of
California and the law under which it operated was the
national model through 1978. It had had a Uniform Chart of
Accounts, a very disciplined accounting system, a loan
register system which monitored current loans recorded, a
state of the art early warning computer system for
monitoring the institutions, and a well-trained appraisal
and examination staff. The California industry was
financially strong, highly profitable, and closely
regulated. The mid-seventies saw important changes in
social responsibility for associations with the enactment
of "tough fair lending laws and regulations in California.
When the impact of double digit inflation in the late '70's
came to bear on the institutions at the same time they were
encountering the added substantial operating burdens
associated with the new fair lending legislation, Public
Law 96~221 enabled institutions to switch to federal stock
charter. Twenty-two California savings and loans that
converted in 1981-1982 were the cream of the crop

institutions of the Department of Savings and Loan. The

Department of Savings and Loan historically has been
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operated by assessment against the industry that it
regulates. Conversion to federal charters of 22 of the 93
assoclations regulated by this Department and the merger of
28 associations with federal institutions during 1981 and
1982 (50 of 93) resulted in the loss of 68% of the
assessment funds necessary to run the Department. As a
result, much of our early warning and regulatory systems
had to be modified for the limited amount of the industry
that remained to be regulated. The law was recodified and
there was discussion that the whole department would be

abolished.

In 1983 the California Legislature passed a bill that also
allowed state associations to make 100% loans and greatly
liberalized investments in real estate, service
corporations and in other assets. By January of 1984 all
discipline for the savings and loan industry was pretty
well removed. At the same time that new entrepreneurs were
coming into the industry, bringing property for capital,
acquiring control of existing institutions, obtaining new
charters at a rapld rate and using the expanded powers with
great gusto, the experienced examinefs visiting
institutions were shocked it the lack of competence of the
new arrivals. The old, experienced managers were also
concerned about the inexperience of the new examining staff
as we attempted to rebuild the Department. When you

matched inexperienced examiners against incompetent
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managers, the FSLIC Fund was in jeopardy. The results are
clear. The GAQ says that FSLIC is $6.3 billion insolvent,
and the Secondary Reserve Fund has been depleted, leaving
an additional $800 million net worth loss to be booked by
the industry in 1987.

The Department supervised 126 associations in June 1980,
154 in June 1985 and 140 as of June 1987. The number of
ceiling and filled positions for the Department as of
January 1978 had 186 as a ceiling and 172 filled positions.
By January 1983 there were 66 as a ceiling and filled was
55. By June of 1987 the ceiling is back up to 143 with 136
positions filled. The seven unfilled positions consist of
one appraiser, four examiners and two clerical. We

anticipate £filling these positions prior to June 30, 1987.

Since 1984 the Department has been instrumental in adopting

legislation to provide controls on the described abuses.

Describe briefly the general responsibilities of the
Savings and Loan Department for state-chartered/FSLIC
insured thrifts.

The responsibilities of the Department of Savings and Loan

include:

1. Approvals as required by 1law, which include new
charters, changes of control, new branches and agency

offices, mergers, consolidations, conversions, de novo
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managing officers only, business plans, and changes of
name, changes of location, investments in service

corporations and sale of stock.

2. Supervising the operations of associations through a

reporting and monitoring system.

3. Examining books and records of dinstitutions for

compliance with laws and regulations.

4. Promulgating regulations to implement the Savings
Association Law and making legislative proposals to

change the law.

5. Supervising and enforcing the laws and regulations and
disciplining institutions that fail to comply, Cease
and Desist Orders and Court actions, which may include
receiverships or conservatorships and closing insolvent

institutions, and other legal remedies.

How is examination, supervisory, and civil enforcement
authority shared between your department and the Federal
Home Loan Bank of San Francisco/FSLIC with respect to
(i) solvent thrifts and (ii) thrifts in conservatorship
because they are in danger of becoming insolvent or in
receivership because they are determined to be insolvent?

This Department by law has the power to enforce any federal
law or regulation on a California state institution. Wwe,

as much as practical, provide dual examinations and share
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the work with the federal examiners. We also exchange
workpapers and information with the Federal Home Loan Bank
to assist one another in monitoring and supervision. We
take action to enforce the state law and regulations and
they take action to enforce the federal law and
regulations. We have a free exchange of information
hetween the two departments. When an institution becomes
insolvent an agreement is reached with the Federal Home
Loan Bank that they will accept a conservatorship or
receivership appointment from the Department of Savings and
Loan. We jointly go to the State Court to ratify closure
of the institution and appointment of the Federal Savings
and Loan Insurance Corporation as conservator or receiver.
They must testify that they agree to accept it if we tender
it. In the past we have had some restrictions on our
ability to cooperate with state regulatory agencies
investigating unsafe and unsound business practices.
However, recently we have been able to obtain changes in
the California law that permit us to share information with
other state regulatory agencies as well as the Federzl Home
Loan Bank without requiring a subpoena. Our relationship

has long been a cooperative and compatible one.

There are approximately 2 1/2 times as many state chartered
as federally chartered thrifts in California. Are there
any overriding reasons for the larger number of
state~chartered thrifts? .

10
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An important reason why there are 2 1/2 times as many state
associations as federally chartered thrifts in california
may be that the Commissioner is geographically closer so he
can be more responsive to an association's concerns and
give = approvals more rapidly. In addition, state
associations are authorized to invest directly in real
estate and real estate developments. California law also
permits more flexible investments in service corporations
and has no prescribed activities. All these factors

contribute to more state associations.

Nature, Extent and Consequences of Misconduct in California
Thrift Industry

Provide an overview of the nature, extent and consequences
of  abusive behavior and criminal misconduct by thrift
industry (i) insiders, (ii) borrowers and (iii) appraisers
in california.

Expanded powers and deregulation provide an opportunity for
insiders to fund assets to 100% of value. This meant that
you could accommodate your friends, ©relatives and
associlates to the bhenefit of owning real estate without the
burdens of the loss. Any aggressive entrepreneur would

recognized that benefit.

As an overview of the 29 institutions on which we tendered
conservatorship or receivership to the Federal Savings and
Loan Insurance Corporation for California state-licensed
associations, most of them included self-dealing, dealing

with affiliates, dealing with friends, either as borrowers

11
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or as joint ventures. Appraisal abuse was present in most
cases, as you need an inflated appraisal to validate the

amount of money loaned or invested.

Utilizing those institutions on the attached list, p ~vide
the subcommittee with actual case studies illustrating
abusive and criminal misconduct (including the role of
faulty and fraudulent appraisals in facilitating that abuse
and misconduct) and the impact of such misconduct on the
safety and soundness of the California thrift industry.

Because of the limitations of the California law, actual
case studies will have to be obtained from the Federal Home
Loan Bank of San Francisco. Of the 29 institutions which I
discussed, nearly all 29 contained some form of
self-dealing or dealing with fraudulent appraisals. Since
the entire basis of strength in real éstate investing or
lending depends upon the equity that the borrower or joint
venturer has in the project, inflated appraisals result in
negative equity and huge losses. The true impact of this
has been highlighted by the GAC report on the $%6.3 billion
negative net worth of the FSLIC and the huge number of

unresolved cases nationwide. I estimate that the losses on

the 29 institutions will approximate $3.5 billion to date.

The industry as a whole is not able to obtain adequate
economical directors' and officers' liability insurance or
blanket bond coverage. Because of the tort liability laws,
neither the savings and loan industry nor the appraisal
societies are able to discipline their members to conform

to ethical standards of performance. OQur system of Jjustice

12



;
P
¢
3
{

27

works slowly in prosecuting offenders, and ﬁas failed to
transmit a strong message that integrity pays. In fact,
the real public message is that white collar crime has high

rewards and little risk.

To what extent has the safety and soundness of the thrift
industry, in California and elsewhere, been jeopardized by
the movement of dishonest insiders and affiliated outsiders
from financial institution to financial institution? 1Is it
your supervisory experience that a relatively small number
of "hard core" white-collar criminals commnit a
disproportionately high number of the crimes in S&Ls and
other financial institutions? Please provide actual
examples. How can the movement of these individuals be
more effectively monitored; and how can they be prevented
from damaging financial institutions?

Since an individual's rights to a livelihood are held in
such high esteem by the laws and the courts, an effective
system banning white collar criminals from any industry is
impossible. Evidence must be so conclusive and the time
for gathering evidence, bringing a case to trial and
obtaining a conviction is long and difficult to achieve.
To prove that they knowingly and wilfully broke a law and
did not just violate regulations and ethical business
practice norms or prudent man rules is a difficult task. A
convicted felon, if he makes a complete disclosure, may be
banned from beiné an officer or director of an institution.
However, we believe he may be hired as an employee. There
is not in place an effective means of censuring and
disciplining officers, directors and appraisers if they are
not convicted of wrongdoing. Sections 6151 and 6152 (a) of

the law states:

13
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6151. No person shall be eligible for election or
shall serve as a director or officer of an
association who has been convicted of a criminal
offense involving dishonesty or a breach of trust.

6152 (a) A director shall automatically cease to
be a director upon being adjudicated as bankrupt
or upon conviction of a criminal offense involving
dishonesty or a breach of trust.

The proposed director of a new savings and loan is checked
with the Justice Department. Prior to 1985 there was no
review of new directors being elected to the Board of an
existing = institution. However, we have issued a

Commissioner's directive dated April 19, 1985, providing:

The Department of Savings and Loan, pursuant to
California Financial Code Section 8151, has
determined that all associations upon election of
a new director must submit to the Commissioner a
confidential biographical statement using a format
similar to the form used by proposed directors of
new associations but without financial statements.

The Department of Savings and Loan believes that
current information on all new directors -is
necessary because of numerous problems that have
become evident from the exercise of new powers
granted to assoclations ~through deregulation,
which makes the position of director even more
important than in past years. The responsibility
and potential liability that a director now faces
in making policy decisions makes it imperative
that a director have experience and character to
assure that the association will be operated in a
safe and sound manner.

I have not found that there is a limited number of hard
core criminals. There are many people involved where
temptation, opportunity and greed help them across the line
into marginally white collar crime activity. Stopping the
movement of white collar criminals with - the Right to

Privacy Act and all individual rights is nearly an

14
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impossible task. While new legislation permits sharing of
information between departments, tracking individuals in
any form of blacklist is prohibited by law. The potential
for deep pocket lawsuits from individuals who allege abuse
of their rights to _.ployment prohibited effective
monitoring in addition to limiting your ability to prohibit
them from employment activities. Removal and prohibition
of individuals is. an. expensive, time-consuming legal

process.

Adequacy of Criminal Justice Response to Insider Misconduct

Utilizing specific case studies as examples, please
describe the adequacy of the cooperation and responsiveness
of both federal and state criminal law enforcement agencies
when your department reports evidence of criminal
misconduct in cCalifornia thrifts. If responsiveness and
cooperation have been unsatisfactory, please explain why
and set forth your recommendations on how criminal
enforcement agencies could be made more responsive to
crimes taking place in financial institutions.

When we initially attempted to take action in response to
white collar crimes in this state, we visited the
Los Angeles District Attorney, the Orange County District
Attorney, two Orange County police departments and the FBI
in Santa Ana, and found that white collar crime not only
was out of control, there was not adequate personnel to
take on new cases in a timely manner. In fact, we were
told it would be two years before they could get around to
the type of cases we were trying to refer. We attempted to
pursue that across jurisdictional lines and the california

Business, Transportation and Housing Agency established a
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wWhite Collar Crime Task Force. Included on the task force
was the State Banking Department and the Departments of
Insurance, Corporations and Real Estate as well as our own
Department. Also, this Department is organizing a special

venforcement team" to deal with white collar c¢rime cases.

What reforms in state law or federal law and procedures
would you recommend to make the criminal justice system
more effective with respect to financial institution
insider and affiliated outsider misconduct? For example,
does the federal Right to Financial Privacy Act impair the
reasonable exercise of your resnponsibilities to provide
information to and Assist criminal justice agencies in
investigating and prodecuting criminal misconduct? If so,
how should the Act be changed?

We would like to see greater cooperation between federal
and state law enforcement agencies to bring economic crime
under reasonable control. We do not believe that adequate
information has been brought to the surface to show the
true economic loss from these types of crimes. Since the
transactions involved in these crimes may be complicated
and exotic, prosecutors, judges and even juries may have
difficulty following the transaction to ‘obtain a
conviction. The Federal Right to Privacy Act is used by
educated white collar criminals to hide the transactions.
This' cover-up makes it difficult to determine exactly what

the extent of the c¢rime that has been committed really is.

16
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Adequacy of Supervisory Coordination and Cooperation
Between Federal and State Thrift Agencies

Please describe the nature and extent of cogperation and
coordination, and the overall adequacy of your relationship
with the Federal Home Ivan Bank of San Francisco and the
Federal Savings and Loan Insurance Corporation. Is the
coordination, cooperation and sharing of information
between your department and the federal bank regulatory
agencies adequate? Please be cpecific. IE the
relationship could be improved, please set forth how.

We believe that we now have a high degree of cooperation
between the Department of Savings and Loan and the Pederal
Hume Loan Bank of San Francisco as well as the Federal Home

Loan Bank Board and the Federal Savings and Loan Insurance

Corporation in Washington. We have a full exchange of
information and we attempt to provide equal staffing on
examinations within budgetary constraints. The Department
is supported by assessments on the industry which it
regulates. If that Aindustry is not making sufficient
profits and we place too great an assessment burden on

them, they can freely convert to a federal charter.

What other comments or recommendations do you have with
respect to preventing or minimizing misconduct within the
thrift industry and for improving the responses of both
supervisory agencies and criminal enforcement agencies,
when misconduct is discovered? Your comments would be
particularly welcome on the need for changes in your
authority over the appointment of thrift officers; over
your ability to investigate and bring civil enforcement
actions for unsafe and unsound conduct; over the adequacy
of state resources in the Office of Attorney General, etc.

17
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Preventing misconduct requires discipline and balance. We
can never achieve that if the various vestees in the
individual institutions do not have something to lose.
Internal control is intended to put checks and balances
inside the institution. The prevention must come from the
Board of Directors that employs the management and monitors
thelr progress monthly. Only when the people who help run
the institution on a day-to-day basis have integrity and
standards of ethical behavior that are implemented with
wise policies and detailed procedures will an institution
function as air independent unit where knowing people inside
the institution will blow the whistle and stop misconduct.
Another integral part of stopping misconduct is a f£ishbowl,
clear water full disclosure reportiig system for public
scrutiny. The institution should be able to write a
prospectus at the end of any quarter telling why it is a
sound institution and the public should invest its money
there in stock or savings accounts. They should report in
detail to their stockholders and savers. Challenging
internal auditors with job security should be monitoring
the controls daily and the challenging independent auditors
should be rendering audit reports on an annual basis.
Institutions should not be permitted to issue £financial
statements that do not fairly reflect financial condition
and - the results of operations, and the regulator must

closely monitor audit reports.

18
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This oversight can be implemented by a career-type,
consistent, politically independent regulator on an annual
basis. However, the regulator in sending experienced or
inexperienced personnel to discover in a limited period of
the time, exactly what is going on inside an institution
and to take effective remedial action is placing toc much
stress on a limited resource. The Federal Home Loan Bank
has over 3,200 institutions nationwide and the Department
of Savings and Loan has 150 institutions. There is a
tendency to look to regulators who are only on duty for a
limited period of time for miraculous cures. We need

consistent, career, non-political, streetwise regulators.

I believe that- this Congressional committee wants a
solution and some indication of what to avoid. To set this
forth I would like to present the following that I believe

to be axioms:

A. 7The root of the problem is in renting money short-term
and subrenting it long-term. This has been encouraged
by Congress, the legislators, realtors, borrowers and
developers. The objective of fulfilling the American
dreamm of economical homeownership has sqguelched the
profit margins of the savings and loan industry that
was the only compulsory real —estate 'lender. The
consumer was given to believe that he needed no equity.

In fact, we have passed a law on the federal level that

19
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you can loan up to 100% of value. We passed a law on
the state level that you can loan up to 100% and can
invest 100% of your assets in almost anything with the
permission of the Commissioner. Misuse of this
authority has bankrupted mény in the savings and loan

industry and its Insurance Fund.

The idea of federal deposit insurance because of the
way it has been amended doces nct make any sense. The
original insurance required a one-quarter of one
percent premium for $2,500 insurance. It was amended
to one-eighth of one percent for $5,000 insurance and
then in 1950 it was amended to one~twelfth of one
percent £for $10,000 insurance and it has ultimately
increased to $100,000, keeping the one-twelfth of one
percent premium. The insurance completely ignored the
fact that the losses were taken on the assets and the
lending powers were expanded from 33% on vacant land to
100% of value on vacant land. The single family
dwelling loan was expanded from 80% to 100% of the
value. The premiums are totally disproportionate to
the actual exposure. In the early 1950's the term of
the loans generally was 15 years on conventional loans.

Now they are extended to as much as 40 years.

We deregulated the interest rates on the lizbility side

of the balance sheet much too rapidly. It was supposed

20
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to be done over six or seven yvears and effectively it
was done in less than a year after the committee that

was supposed to oversee it was appointed.

The industry realized in the 1960's the problems of the
mismatch on savings compared to loans and wanted to
deregulate the asset side of the balance sheet first.
However, it was done in the reverse and between 1980
and 1982 we lost half the net worth of the industry and

over 1,000 institutions nationwide.

The impact of this was that the industry became so weak
and everyone. wanted to buy time, including the
industry, the regulators, the administration and the
legislators. So we got forbearance in the form of
creative accounting principles. You could sell loans,
bonds or other securities and defer the loss over the
remaining life of the asset which was gone. You could
take an office building that you had on your books for
years and was not for sale, appraise it and write up
the value for appraised egquity capital. You could take
I0U's from the Federal Savings and Loan Insurance
Corporation and put them on the books as assets and net
worth. You could buy an institution and pay toco much
for it and book the overpayment as goodwill and net
worth. Generally Accepted Accounting Principles allows

this goodwill to be written off over as much as 40
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years. Forty-seven percent of the total net worth of
the industry is in this form. There are many other
creative accounting practices that conflict with
fishbowl, clear water, accurate reporting and complete
disclosure to the public. Even GAAP accounting can be
embarrassing. Marked to market accounting is
impossible to employ in the savings and loan industry
as long as fixed-rate, long-term investments are

permitted in a global, sensitive financial market.

SUGGESTED SOLUTION: My personal opinion is that having the GAO
release a statement that you have an insolvent Insurance Fund
with a $6.3 billion negative net worth serves no useful purpose.
It is also my belief that you should abolish both federal deposit
insurance funds ‘and establish a federal deposit guarantee
corporation. Examine institutions annually and establish an
actuarially sound, risk-related assessment to be paid monthly to
maintain the guarantee. Establish a 90-10 co-insurance (Federal
guarantee 90%, saver 10%) so that the savers will bring some
discipline to the management of the institution in which they
. entrust savings for reinvestment. Maybe they will get to know
the manager's name and even look him in the eve and ask him what
he is doing with their money. The saver that is earning high
deregulated interest should certainly have something at risk in
loaning his money at such high rates without knowing what they
are doing with it. The saver has too good a deal right now and

it is a deal he cannot refuse. It 1s a Ponzi deal. Give me your
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money at high rates and do not ask me what I do with it., I am
deregulated and you are protected against loss by the full faith

and credit of the United States Government.

After hearing what I have 3just said, it is no wonder that
insurance companies do not want to write directors' and officers’
liability insurance, that bonding companies do not want to write
bond coverage, with appralsers providing accommodating appraisals
to officers who must loan money that they have paid too much for.
It is also no wonder that lawyers have a field day suing everyone
‘for the wrongdoing and defending the wrongdoers. The root of the
whole problem is that associations are paying too much for their
money, to persons who do not have to worry what is dene with the
money. Since they are permitted to do almost anything with it,
it is no wonder that we have developed a large segment of the
industry that is floundering and have an insolvent FSLIC

insurance corporation.

If we want to improve the quality of the human resources and the
integrity of the human resources, we must require professional
organizations to establish norms of behavior and standards of
performance for their members and to discipline or remove the
incompetent and unethical members who misuse the professional
designations they hold. You must modify the tort system to
improve professionalism. The Society of Residential Appraisers
has 203 complaints awaiting action of their Ethics Committee, a

tremendous  increase of 200 in the number over the last three
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Yearé. Money will buy you almost any appraisal you want to
validate a transaction so long as the unethical can keep their
professional designations and licenses. Because of our tort
system, the professional appraisal societies cannot effectively
police their members. Therefore, I believe we must look to
establishing government qualifications and  testing of their
ability and review of their work product. Disciplinary or
removal action must be taken against the incompetent and

fraudulent~prone appraisers.

My recommendations would be best summarized by the article from

Outlock Magazine which has been submitted to you.
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Mr. Bagrnarp, Mr. Crawford, in your oral testimony this morn-
ing, you touched on primarily the appraisal situation which we are
very much concerned about and interested in. As you know, our
committee has done considerable work in this particuiar area, even
to the degree of working with a task force of appraisal organiza-
tions, including the Society of Real Estate Appraisers. We hope to
structure for this Congress, a self-regulatory operation which Con-
gress would recognize, but it would definitely be a self-regulatory
organization. Hopefully, that is going to be one of the results of
these hearings, some type of regulation on the appraisal industry.
And from your testimony, I think that you have very well brought
out that it needs it.

Let me ask you this question: As to these irregular appraisals
that you have discovered, did you report the irregularity to the cer-
tify.ing1 %gency, such as the American Institute of Real Estate Ap-
praisals?

Mr. CrawrorDp. To my knowledge, most of them have been re-
ferred by appraisers who were employed and appraised the proper-
ty at the lower figures. They are extremely interested in getting
rid of their bad apples.

Mr. BARNARD. Well, what were the results of it? Do you know of
any results?

Mr. Crawrorb. Well, I've looked at tables that show the results,
and it is not very good, but they are working on it.

Mr. BarNARD, Well, let me ask you this question: We are talking
about the fact that we have failures today because of past apprais-
als, and I would hasten to say that, from what you are telling me
this morning, that the appraisal associations, those who were
giving out the professional certificates, didn't really take much
action when an abuse was reported. Is that right?

Mr. Crawrorp. Well, I think you have to look at it from their
standpoint, and if you're on an ethics committee, and you have a
group of people that you are investigating, and you have all gone
through the chairs of a society, and what goes around, comes
around, and so when I get on you, then you get on me, and so——

Mr. BArNARD. OK, I can go with that. Well, let me ask you this:
Did your office, or did the savings and loans that were having the
losses, did they bring any legal action against the appraisers for
these irregular appraisals?

Mr. CrawrorDp. There are more actions being brought now, yes,
but T want to go back to—the ethics committees. Those committees,
they have tort, When you take an appraiser’s livelihood away, and
you take his designation with which he can earn that livelihood,
and you can’t prove everything on grounds, and you didn’t follow
your bylaws, and procedures, he'll sue you. And I understand that
it cost them about a million dollars a year, one society, in legal
fees. The society members don’t like that.

Mr. BARNARD. Mr, Crawford, you also indicated, I thought you
said that “The best way to rob a bank was to own one’’?

Mr. CRAWFORD. Yes.

Mr. BARNARD. Well, let me ask you this, why is it that it is so
easy to own a bank? I thought in the days gone by that banks and
savings and loans were supposed to be pseudopublic institutions,
whereby that the ownership was widely distributed in the commu-
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nity, nobody owned more than 2, or 3, or 4 percent—no one par-
ticular individual; how all of a sudden has it become so easy for
individuals to own institutions?

Mr. Crawrorp. Well, briefly——

Mr. BarwArD. I mean, just think, Mr., Bustamante and myself
and Mr. Martinez, we all walk into your office and say, OK, Mr.
Crawford, here’s our financial statements; let’s say that they are
better than they ought to be, and say, we want to charter a State
S&L. We want a State S&L charter, and it's just three of us. I
mean, what would be your response from that?

Mr. Crawrorp. Well, my response would be, probably you are
wasting your time if you look at the industry, and if you look
at——

Mr. BarNARD. Oh, I'm not talking about from that standpoint—
I'm talking about——

Mr. CRAwWFORD. I know.

Mr. BARNARD [continuing]. The fact is that an S&L is available
for us three to file for.
fer' CrawroRrD. Oh, I'd accept your application if you wanted to
ile.

Mr. BARNARD. But somebody must be getting them, buying them,
though.

Mr. Crawrorp. No.

Mr. BArRNARD. I mean you just said that the best way to rob a
bank is to own one, it must be free and easy for some of these folks
to get one.

Mr. Crawrorp. Well, I’ve only approved one of 68 pending appli-
cations in the 2 years.

Mr. BARNARD. And did one individual own it?

Mr. CrawrorDp. No, this one approved was a group. There were
68 applications laying there for action when I came to work, and I
turned 67, all but one, down. I'll tell you where this one owner
came from. There was a very bright gentleman who was on the
Federal Home Loan Bank Board, and he was the head of the insur-
ance corporation. In 1957 he says, we are not going to have any one
guy owning the stock. So, he put in a regulation that said for a con-
dition for insurance of accounts, there must be at least 400 stock-
holders; I think most all of them had to be local. The maximum
one person could own would be 10 percent of the stock; the maxi-
mum any control group could own was 25 percent, and that was in
effect from 1957 to April 1982, when that was dropped because they
thought they needed new capital in this industry, and, frankly, I
would like to see that requirement put back on a Federal level. I
can’t do that just on a State level.

Mr. BARNARD. Let me ask you this: For an institution that is in-
sured by FSLIC, the Federal Savings and Loan Insurance Corpora-
tion, even though it is a State-chartered institution, when there is
a change in management, who has that responsibility to review it?
Is it you or is it FSLIC?

Mr. Crawrorp. We have a right, and I think they reserve a
right, for the first 3 years that the institution is open, and that is
in our guidelines, but after 3 years, I have no right; I can approve
the managing officer for 8 years, and I believe I might have the
right to approve the chief loan officer for that period of time. But
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we have denied people from being a managing officer, but they will
still have them there as president, or executive vice president, and
they just won’t have a managing officer.

Mr. BArNARD. Well, what has been your observation and critique
of the FSLIC? I mean, have they done a good job or a lousy job, as
far as watching the change in management occur when some of
these good old boys get in there, who are going to rob the institu-
tion? What kind of a job have they done?

Mr. Crawrorp. Well, I think they have done as good a job as
they can do. Basically, you are not going to let a crook get in there.
If you know a guy is a crook, and he has been convicted of a felony,
there is no way he is going to get into that financial institution.

But if the guy looks good, you don’t forget you have lawyers and
you have analysts, consultants that draw these applications up,
and they read the law, and maybe they were there and helped pro-
mulgate the law, and a guy comes in and he looks squeaky clean—
there are very few people that have a criminal record— if they are
clean, until they get in there and do something wrong, even if
people do something wrong and are not convicted of a crime, you
can’t do anything about it. He's innocent until he’s proven guilty.

Mr. BARNARD. But isn’t there a lot of—I'm taking too much time
from my colleagues—the point I'm trying to say is it looks like to
me that we are discovering these situations far, far too late; and 1
am a little bit appalled at that. First of all, I am appalled at it now,
because we're just letting any small group or one individual own
an institution. Maybe we ought to have some firm prohibitions
against that. But the second thing about it is, it seems like the
checks and balances that we are supposed to have in place are just
not working as far as the examiners are concerned. I mean, is the
examination process falling down in this situation? Do you mean to
tell me these folks are so smart that there is no way in the world
for an examiner to catch this business?

Mr. CRaAwFoRD. The controls in a financial institution have to be
internal, and they have to be working 365 days a year, and if the
guy at the top is a crook, unethical, it tends to permeate the whole
organization; but, until you find bad assets and an indication of
losses, and poor policies and procedures, you only go in there once
a year.

Mr. BARNARD, OK, well, let’s go back. What is the place, then, of
the certified public accountant? I mean what is his role in an insti-
tution? Why shouldn’t we require—why shouldn’t the bank exam-
iner, why shouldn’t a regulatory agency, be it State or Federal—
why shouldn’t it require that an institution have a certified public
audit, that the audit be certified, and that a copy of it be deposited
with the regulator?

Mr. Crawrorp. Well, we do.

Mr. BARNARD. What would be wrong with that?

Mr. CrawrorD. We do that. We do that.

Mr. BARNARD. But they—the Federal banking agencies—still
don’t. OK, let’s get back now. Do we prosecute the CPA when he
certifies that everything is great in that institution?

Mr. CrawrorD. We have a CPA we are looking for right now.
He'’s disappeared. But we'd like to send him where he can’t do it
again.
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Mr. Barnarp. Well, I am building up, as you probably know, to
the statement in your testimony, that 24 percent of the California’s
140 open State-chartered S&L’s have significant problems. I mean
such time is of the essence. Is that right?

Mr. CRAWFORD. Yes.

Mr. BARNARD. Well, Mr. Crawford, how many of these 33 or 34
associations are capable of being nursed to health, and how many
are likely to go over the edge into insclvency?

Mr. Crawrorp. Well, I really am not good at predicting. But
when they get sick, they usually don't get well. It is unusual to
have turn-around situations.

Mr. BarNARD. I'm listening to you loud and clear. The word ‘“for-
bearance” has come up several times. And it is a very controversial
subject, it’s in the new FSLIC legislation. But you are telling us
then that this 24 percent, or 33 of the 140, is not due to the eco-
nomic condition, because California is in a booming area; the State
has less than 5 percent unemployment. Everything seems to be
goiﬂg? strong. This problem is not because of economic conditions,
right?

Mr. Crawrorbp. 1 would be glad to accept all the facts that Cali-
fornia is a great State, but we do have problems in the State of
California. We do have areas that are overbuilt; California is the
largest farm State in the Union, and California is an energy State,
too. People say farming and energy cause all our problems.

In States across the country, and California, in financial institu-
tions, there were crooks, greedy, and stupid people in there. You
can’t blame it on economics, you have got to blame it on the direc-
tors, officers, and owners.

Mr. BARNARD. You would rather deal with the stupid ones than
the crooked ones, wouldn't you?

Mr. Crawrorp. Well, it's hard to tell the difference.

Mr. BArNARD. Oh, I see. But, anyway, however you categorize if,
it seems like the insolvent or troubled thrifts which you are talking
about are losing $53 million per month, or $636 million a year, is
that correct?

[SuscommITTEE NOTE.—The figures are from the FSLIC's Deputy
Director’s testimony, reprinted later in this transcript.]

Mr, Crawrorp. Well, I guess if you have got that figure, I think
it is probably a good figure. I think it's almost predictable. In 1955,
in California, we had 24 savings a~d loan offices per million popu-
lation. Now, we’ve got about 142 offices per million of California
population; and we had rate control in 1955 where convenience was
the major factor in deciding where to say we took the rate control
off now, and the money wiil go down the street to another associa-
tion that offers a 2-percent bonus for 6 months, and they shift all
the money; they get $40 million overnight, out of a number of asso-
ciations into one association. So, what I'm saying is that we don't
need all the brick and mortar of 142 facilities per million of popula-
tion any more.

Mr. BarNARD., Well, let me ask you this q,uestion: When you see
one of those high-flying organizations that’s located in an office
building someplace and playing 200 basis points over the prevailing
interest rates, and let's say, you're the regulator, and you notice
this situation, what would be your inclination?
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Mr. Crawrorp. Well, I wish I could shut them down, but that’s
not what the law says I can do.

Mr. BarNARD. Well, do you examine them?

Mr. Crawrorp. Oh, yes, we send examiners out, we have an
early warning system where employees call up and complain,
where they can blow the whistle; and heck, we've got the examin-
ers out there the next day.

Mr. BARNARD. Mr. Crawford, are you chartering any new thrifts,
or approving any takeovers these days?

Mr. CrawrorD. I have not chartered but one, and I'll stand on
the one that I did approve in Paso Robles. Takeovers, we have
some attempted takeovers. I do not accept any property for
equity—I only accept cash. If anybody wants to take over a Califor-
nia financial institution, there was one in the hopper for change of
control where the sale agreement was signed, that I accepted—be-
cause I had to go through with it, accepting property as equity. I
have not accepted anything but cash for stock since February 11,
1985. No more property.

Mr. BarNaRD. Mr. Crawford, what additional powers, if any, do
you think that you or the Federal regulators need to keep out un-
scrupulous people?

Mr. Crawrorp. Well, I think the best thing that could happen to
keep unscrupulous people out, we don’t need as many as we’ve got
today, and, if somebody would figure out how to give the wedding
presents that are necessary to merge these unprofitable or insol-
vent institutions that are in incompetent hands or improper hands
or don’t have adequate net worth, and can’t win, if we could get
the wedding presents to get somebody to take them, that’s what’s
needed. We do have maybe 1,600 sels of management that are com-
petent; and maybe there are 1,500 sets of management that we
ought to get rid of by merger.

Mr. BARNARD. All right, let me ask you this: As far as Congress
is concerned, should Congress consider passing a bill which in some
way would put some teeth into the appraisal industry?

Mr. CrawroRD. Oh, definitely. Definitely—it's needed. It should
be just like the CPA’s that we think are not very good. They are
just better than anything that’s second. If you didn’t have CPA’s,
and you didn't have generally accepted accounting principles, and
you didn’t have a Financial Accounting Standards Board, you
would have a terrible mess, so I think we need the same thing. It
ought to be patterned just the way the CPA’s are.

Mr. BARNARD. What else do you think we need to do?

Mr., Crawrorp. Well, I got all——

Mr. BARNARD. I've got a suggestion.

Mr. CRAWFORD [continuing]. I've got it all on one page, but the
first thing we need to do is to get many stockholders. It is hard to
be a fiduciary when you are the only beneficiary. So, the first thing
we need to get is a lot of stockholders, and the second thing is, we
should not be able to loan 100 percent of value. That is the stupid-
est thing there is, if the guy doesn’t have equity.

Mr. BARNARD. It makes no difference, if you go get the inflated
appraisal.

Mr. CrawroRD. That's right. And the next thing we need is we
need 90-10 coinsurance—deposit insurance. For a creditor to give
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$100,000 to a financial institution that pays the highest rate, 3,000
miles away, and not have to worry, that’s silly, because he's going
to do something unusual with that money. The most insolvent in-
stitutions pay the highest rates.

Mr. BARNARD. Please summmarize—what else have you got?

Mr. Crawrorp. Well, I got it there on one page.

[Analysis referred to follows:]
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Mr. BARNARD. Well, let me ask you this—let’s take it beyond this
stage now—Ilet’s say that we have a referral. A referral then goes
to the proper law enforcement agency. Don't you believe that we
need to beef up one way or another the law enforcement agencies
and even the criminal justice system?

You know it just appalls me that we see people out here that are
going scot free; we know that they have robbed banks; we know
that they are living like kings, and yet we see instances where the
Justice Department hasn’t been effective. In one particular case,
which I won’t mention, it was just flagrant insider abuse.

Mr. Crawrorp. No question.

Mr. BARNARD. The fellow was tried on 25 accounts, and acquitted
on 25. Now, you see this is what concerns me. I mean, not only do
we have it happening, but we are not doing anything after it is dis-
covered.

Mr. Crawrorp. All right, I would rather have Mr. Davis address
that, but before you do, just pretend that I'm the judge, and the
guy has $5 million in net worth, and he puts $3 million in; he gets
a savings and loan, and he steals 10. The judge is sitting there, and
a guy comes up, and you say, ‘Well, first give me back the 10 mil-
lion.” Now, we ought to have some punitive penalty on you for
this, so, give me 2 million of your money. And then send a message
to the other people: “We’d like to have you go to the penitentiary
for 10 years.” Now, you've punished the guy.

Mr. BARNARD. Yeah, but that’s not what happens.

Mr. CraAwroRD. That's right, and——

Mr. BarNARD. I thought you were giving me an actual experi-
ence.

Mr. Crawrorp. But what I'm talking about is—we’ll give you an
experience right here. Mr. Davis will summarize it for you, and
this will tell you why the law enforcement agencies take 2 years to
prepare a case, and why they are still driving around in their Rolls
Royce and living high on the hog with the money they stole.

Go ahead, Bill.

Mr. Davis. Well, this is just one example of a case that has
pretty much been through the system.

Letha and Jay Soderling, brothers, opened Golden Pacific Savings
and Loan in Windsor, CA, in April 1984. These were young en-
trepreneurs, successful. They also jointly owned a construction
company. Each owned 50 percent of the stock of the savings and
loan. After the institution was operating, for about 3 weeks, the
California Department of Savings and Loan came into Golden Pa-
cific and issued a cease and desist order for violating direct real
estate investment regs, and also inadequate recordkeeping. At the
same time, the Federal Home Loan Bank had meetings with the
board of directors and officers of the institution, and subsequently
ordered them to sign a supervisory agreement which put severe re-
strictions on the institution. Another cease and desist order was
issued by the California Department of Savings and Loan in De-
cember when they violated the first cease-and-desist order. So, this
is an example, where 8 weeks after the institution opened, we
started with some kind of regulatory process.

During 1984, they expanded into major construction lending, real
estate development activities, and they violated the loans to one
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borrower and affiliated transaction regulations. They operated
Withoult adequate books and records, and they had absolutely no
control,

Mr. BARNARD. What's the end result—where are we now?

Mzr. Davis. This is on February 19, 1985, Lee Soderling was re-
moved as the chairman of the board of the association.

Mr. BARNARD. Why do they wait so long? If the violations started
3 weeks after these brothers started the business, why did the regu-
lators wait so long?

Mr. Davis. Well, they agreed to these things; it appears on the
surface that they are reacting to the supervision, and the control
that the regulators are placing on them, but, in fact, that wasn’t
happening, A lot has to do with the collusion that they had with
the appraiser. A lot has to do with the things that were going on
behind the scenes. Despite the removal and prohibition of the
chairman of the board, there was still—he still exerted influence
over the institution. As a cunsequence, the savings and loan suf-
fered a loss of approximately $10 million; it was insolvent, and it
was put into receivership in September 1985.

The brothers were subsequently charged in March 1986 with
bank fraud. They pleaded guilty in June. In June, earlier this
month, they were both sentenced to a year in prison, and I just
want to get to the public perception here, because I have a——

Mr. BustAMANTE, Mr. Chairman, may I ask: What did they start
out the S&L with? How much capital?

Mr. Davis. I think they capitalized with $2 million.

Mr. Crawrorp. Two or three.

Mr. Davis. Here'’s a copy of a press headline that I received just
this week, and it says, “One Year Prison Term for the Soderlings.”

In it, there is a statement from his lawyer to the judge that says:
“It was not an intentional act of thievery or stealing, Your Honor.
It was manipulation of funds; and I hope you see the difference.”
[Laughter.]

They end up with 1 year in prison, and ironically the same day
that I read this, there was an article in the Wall Street Journal that
says, “White-Collar Inmates Find Tennis and Good Food in Prison,”
and it talks about where the white-collar criminal goes when he goes
to prison, and——

Mr. BARNARD. If they have any who go——

Mr. Davis. And one more thing, today, this morning, in talking
to a reporter from this town where this happened—she happens to
be a reporter for the Crest Democrat—she told me that there was
another headline in that same paper, and the headline says: “Man
Sentenced to Three-Year Prison Term for Stealing a Macaw’’'—
which is a parrot. So, to me, the public perception is that there are
tremendous rewards in economic crime; there’s a message going to
the white-collar criminal element that says the rewards are there,
and the risk is very, very minimal.

So, somehow—and we appreciate what your committee is endeav-
oring to do, because I think you are going to raise the profile of
what’s happening in the savings and loan industry, and send a dif-
ferent message.
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Mr. BarNagD. Looking at the Southeast, we held hearings on the
United American Bank failures in Tennessee, and those people are
not suffering greatly but they're suffering a little bit.

Mr. Crawford, another aspect of this, of course, are proper and
timely investigations and prosecutions. Would you care to tell us
now the problems that you had with the FBI in investigating the
North American Savings and Loan Association?

Mr. Crawrorb. I'm not talking about the specific institution; I'm
talking about my contact with the FBIL.

We did have difficulty with the FBL. We did have difficulty, and
we experienced difficulty from the first time we came to work, but
we found out why we had the difficulty, and it is basically that the
FBI has so much work that they have to screen their cases, so they
challenge you to—how can you prove this? How can you show this?
So, on the day that I called when Mr. Davis took over the institu-
tion as conservator on Friday, by Monday, we knew we had much
evidence.

So, we called the FBI, and it took 17 phone calls in & days to get
an FBI agent on the case. The Santa Ana office was swamped with
cases; I think they had 12 agents. We found out that the LA office
has 450 bank fraud cases, and I think they have 32 agents. Some-
times it takes 2 years to prepare a case, and if the same result hap-
pens that happened in the Soderling case, we spent months work-
ing on this Soderling case. When we gave it to the district attorney,
it was ready for almost a conviction. In fact, he pled guilty.

But it took many phone calls to Washington, to San Francisco,
and finally they got an agent, and transferred an agent from Long
Beach. And, once the FBI got on the case, they have done an excel-
lent job, but we didn’t see, a lot of times, regulatory agencies don't
know what the other agencies’ problems are. But we finally got to
the bottom, and we understand that they just have more white-
collar crime than they can handle.

Mr. BArNARD. I wasn’t intending to be critical of the FBI this
morning—I mean in asking that question, but that’s the point I
want you to bring out, the fact is, in our national priority, we are
pc;:; giving the FBI sufficient manpower and resources to do a good
job.

Mr. Davis. No question. The blue collar comes in the front door
with a gun, and he gets a thousand dollars——

Mr. BarNaRD. Well, we can do one thing to heighten, as this gen-
tleman has just said, the awareness with these hearings. Now, 'm
against drugs as much as anybody in this world, but, brother, we
are giving that problem a lot of attention, and yet—and we deserve
to give it, not only what attention we are giving it, but all the more
attention that we can give it because I'm concerned about the
youth of our country and so forth. But, let me say this: The fact
that we don’t have an adequate deterrent today, it's causing us to
lose one of our financial industries; and that’s the savings and loan
industry.

Mr. Davis. That's right.

Mr. BARNARD. And, in this North America case, as I understand
it, the FSLIC lost $25 million. Now, you know, you can say, ‘“‘Just
$25 million?”’

Mr. Davis. I don’t think that’s the end of the line.

76-791 0 - 87 - 3
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Mr. BarNarp. But it's absolutely unreal. Well, I've taken up too
much time, Mr. Bustamante.

Mr. BustamanTe. Mr. Chairman, you just about covered every-
thing, but let me ask real quickly, in reference to the FBIL

Have you found in dealing with them that they are really pre-
pared to go in these financial institutions and really get to the
smérce of the problem, the data that they need to understand,
and——

Mr. CrawrFoRD. I think that FSLIC hires very professional attor-
neys who gather evidence. I think the evidence outside the institu-
tion, I think the FBI has gotten after it finally—after we got them
on it, and I understand that they are doing an excellent job.

Mr. BustaMANTE. I just heard this woman talking to some people
that sometimes what happens once an FBI agent is assigned to a
case, he is soon transferred somewhere else, say, to North Dakota,
where there's not that many vacancies, or some other area of the
country; and this has become a problem for many of our FBI
agents, you know.

Mr. CrawrorD. Yes, if you load an agent with too much work,
and he’s got too many cases, he can’t do a good job anyhow.

Mr. Davis. I just wanted to say that right now we are just learn-
ing better how to prepare—and I mean from the examination level,
to properly document and get the file ready. This is a learning
process for us, too; and I think we can help the FBI move these
cases along a lot faster as we gain experience.

Mr. BusTaAMANTE. Let me ask you: Do we have any type of net-
work to deal with those in all the institutions, and also in the ap-
praisal area, where they do business outside the State, and, of
course, here in the State with the appraiser. Do we have any type
of network for those abusers, for those that are constantly involved
in wrongdoing in this area?

Mr. Davis. I think we are learning a lot more about networking.
There is no system in place, presently, that will allow a red light to
go on, and you have different people working from bank to savings
and loan, to thrift and loan. However, I think this is coming. I
think it's going to be computerized. But it’s not here at the
moment.

Mr. BustamManTE. I know that we have had some of the people
that have come in California and in the San Antonio area. I was
wondering how we are matching information, to see what they are
using here in the Texas area. Say, not only in San Antonio, but in
other parts of the country. I was just wondering as to what, our in-
telligence level was, in——

Mr. CrawrorbD. Basically, word of mouth, telling somebody akout
something—you are telling one person, one person communicating.
It needs to be almost with Social Security number, and computer-
ized as to where it is in a staging area, and could be called up on a
screen where somebody could check them. We probably should
have access to police department and FBI screening.

Mr. BustamanTE. How do you become an appraiser in Califor-
nia? Just like in Texas?

Mr. Crawrorb. That's right—be a real estate broker, and know
the territory and submit your knowledge of real estate to a finan-
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cial institution, and their board of directors says, “Fine, you are
our appraiser.”

Mr. BustamaNTE. Who has oversight over this, the State?

Mr. Crawrorp. Pardon me?

Mr. BusramMaNTE. Does the State have oversight?

Mzr. Crawrorp. We used to have an oversight, and we are getting
back to it. We used to rate appraisers and approve them, but the
board of-directors—it's the responsibility of the board of directors
of the individual financial institutions at this time.

Mr. BusraMANTE. Thank you, Mr. Chairman,

Mr. BArRNARD. Mr. Martinez.

Mr. MarTingz. Well, as Mr. Bustamante has said, Mr. Chairman,
you pretty well covered it. I think you've, in the colloquy that you
had with Mr. Crawford, you have pretty well outlined the problems
as they exist as well as some of the remedies that have to be con-
sidered to rectify the problem.

There’s something that keeps sticking in my mind, though. Imag-
ine what happens when there is a fire. At the fire department the
bells go off, and everybody goes into high gear, and they slide down
poles; and they rush out at high speeds. They get to the fire, and
they put it out.

And it seems to me like this situation is similar to a fire. The
bells going off in the fire department, and the fire department says,
“Oh, gee, that’s another fire. I wonder if I should get up and go
worry about it now. Aah, it'll burn down, burn itself out. We'll just
leave it alone.”

And sometimes it seems like in what we've heard here that there
is a fire, but no one wants to fight the fire.

There's going to be testimony and a little later we are going to
ask about the 10 vacancies in the White-Collar Crime Division of
the FBI, which they have the personnel; all they need is to devote
the funds to transfer them here so that they can help in the inves-
tigation here in an ultimate prosecution. . 7

Mr. Crawrorp. We've gone from 55 employees in July 1983 to 136
employees now, so we're gearing back up.

Mr. MarTINEZ. But the California———

Mr. BusTAMANTE. Excuse me, will the gentleman yield?

Mr. MARTINEZ. Yes.

Mr. BusTAMANTE. But you were saying that before this, we had
180 some-odd?

Mr. Crawrorp. Well, we had 172——

Mr. BusTaAMANTE. It went to 55, and now we're up to——

Mr. CrAWFORD. We went down to 55, and now we are back up to
136, going up to 143,

Mr. BustaMANTE, Thank you.

Mr. MarmiNez. Well, we are going to have to do something to get
that personnel into the FBI so that they can work with you, and
attack these problems, or find some way that maybe under some
jurisdiction some personnel can be set under your jurisdiction to go
after these pecple.

Mr. Crawrorp. Well, the amount of money involved is so huge
{;hap somebody should be going to the penitentiary on a regular

asis.
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Mr. MARTINEZ. I'm sure if they robbed a thousand dollars at a
gletrk’s station, and were caught, they'd go to 5 years, under a man-

atory——

Mr. Crawrorb. That’s the point that I was trying to make. This
gentleman that was the chairman of the board of a financial insti-
tution owned 100 percent of the stock. He had a son that had been
in the penitentiary, and was tried for murder and stuff, and he
robbed a bank six times. If I had called the FBI, and said, “This
son is down on the first floor robbing this financial institution,” we
would have had them there.

Mr. MARTINEZ. Yes. ‘

Mr. CrawrorD. But the old man was up on the fifth floor, and he
got $25 to $40 million bucks, and it took 17 phone calls in 8 days to
get them.

A white-collar criminal is called a con man, a confidence man.
He has to gain confidence to get your money, and when he goes
before the judge, he gains the judge’s confidence, the jury’s confi-
dence, everybody’s confidence. He’s a smooth cookie.

Mr. MarTiNEZ. It's interesting that you draw that analogy, be-
cause people have an admiration for people that are able to outfox
other people. I wonder if somehow there isn’t a little too much ad-
miration for these people, and too much respect, and not enough
concern that they are just criminals?

Mr. CrawrorD. Listen, if they talk to you, you might want to
invest money with them. I tell you, they are very good.

Mr. MarTinez. The other aspect of that is that if you are an
honest man, you can’t be taken, I think that is baloney.

Mr. CrawrorDp. That’s right.

Mr. MArRTINEZ. Like you say, they are smooth.

Let me ask you on the appraisal situation, because that’s some-
thing 'm concerned about. I've bought and sold several pieces of
property and had to have appraisals on them—well, they are as
tough as hell on me.

I mean, they come after me, and I say, “Listen, I was offered this
ﬁmc}}, money for this property; you're appraising it way down

ere.

I said the guy’s willing—No, that's all the property is worth.”

How do these other people get away with this?

Mr, Crawrorp, Well, I never thought of trying to get a financial
ingtitution to make a loan based on an appraisal that I furnished
to them. That is the most stupid arrangement to have the borrower
furnish the appraisals.

Mr. MaRTINEZ. Absolutely. Let me ask you, isn’'t there a State
law that attempts to reguiate appraisals?

Mr. Crawrorp. No, but we are going to have a law, I think, in
1989. When you try to eliminate the agents that are out there
earning their living as a local real estate broker, that votes, and
you are saying he can’t be an appraiser any more, that's not very
popular, and, if you grandfather them all in under a licensing,
you'll have them around for the next 20 years.

Mr, MarTiNez. My next question was: Have you looked at that
law, and is that law adequate? And it seems like you have just an-
S\ﬁe_red the question that it is not adequate if you grandfather them
all in.
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Mr. CrawrorD. That's right. We need to certify appraisers, and
we need to have a standard national board that an appraiser can
appraise across State lines; but the individual State maybe should
have licensing and certification and enforcing.

Mr. MarTNEZ. I agree with you. You know, there are so many
other services that we require to have a license—even a barber
who cuts a person’s hair has got to be licensed.

Mr. CrawrFoRD. That's right.

Mr. MARTINEZ. He's got to pass State examinations.

One other thing ahout appraisers. You talked about the associa-
tion that is leery of tuking action because they might end up being
sued. How about a bonding system where when the person has
been so bad they can’t get bonded, nobody is going to use them;
they are not in the business any more then.

Mr. CrRawrorDp. That'’s right. I think bonding would be a very
good thing.

Mr. MarmiNgz. I just have to commend you, Mr. Crawford; it
seems like you've got your finger on the situation. You know what
it is; you know what it is going to take. You need a lot of coopera-
tion. I hope we can find some way to give it to you. Thank you.

Mr. Crawrorb. Thank ycu.

Mr. BarnarDp. Well, thank you very much, Mr. Crawford, you
and Mr. Davis; we appreciate your testimony. We may be submit-
ting further questions for you—and we would appreciate your coop-
eration in those answers if we do.

Mr, CrawrorD. Thank you very much.

Mr. BARNARD. Qur next witness this morning is Mr. Steve Adler,
who is the assistant attorney general and chief, major fraud urit of
the California State Attorney General’s Office.

Mr. Adler, after that very stern testimony, we can’t wait to hear
what you have got to say about all this; and we do appreciate your
being with us this morning, this Saturday morning. I'm sure you
probably could find it more to your liking to be on the golf course,
or the tennis courts, or somewhere, but this is important, also. So,
with that—your entire testimony will be included in the record,
without objection, and if you care to summarize, that's up to you.
We'll hear from you at this time.

STATEMENT OF STEVEN ADLER, ASSISTANT ATTORNEY GENER-
AL ANL CHIEF, MAJOR FRAUD UNIT, CALIFORNIA STATE AT-
TORNEY GENERAL’S OFFICE, ON BEHALF OF JOHN K. VAN DE
KAMP, ATTORNEY GENERAL OF CALIFORNIA

Mr. Aprer. Thank you, Mr. Chairman.

On behalf of John Van de Kamp, attorney general of California,
I appreciate the opportunity to testify.

I noticed from the previous witness that it seems to be your
custom to let the witness talk, and then you ask questions. I would
much prefer it if you stop me as I go along and ask me questions.

Mr. BArNARD. Well, you start off, and then we will ask ques-
tions—we are not timid about that kind of procedure.

Mr. ApLEr. I appreciate that.

The major fraud unit in the attorney general’s office is a very
new organization. We are in the bank fraud business, as a side-
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line—I thought I'd say ‘“hobby,” but it’s not a hobby. We were
founded in the middle of 1984, and the reason that we came into
existence was to help district attorneys in California handle big in-
vestment fraud cases. Investment frauds, are, as you know, cases
where individuals invest money and then promptly lose it.

California seems to be the world capital of those things, as it is
many other areas. I have heard the stories that is because the
State was populated by tilting the United States, and everything
that was loose rolled to California. I don’t know if that’s true. I was
born here myself.

Mr. Barnarp. It's collected some very valuable assets that way,
though, I'll say. I wish they would tilt the other way, you know, to
Georgia.

Mr. ApLer. I'm sure that there are many other States that would
appreciate having our problems if our assets went along with them.

The role that our unit has had in bank fraud cases is not great,
not only because that’s not really why we were brought into exist-
ence, but also because of our size. We have recently had our budget
doubled by the bipartisan effort of a democratically controlled leg-
islature and a Republican Governor, and we have now ended up
with a truly enormous army. We have 6 prosecutors, 10 investiga-
tors, 3 to 4 auditors, and 3 paralegals; and that's it.

We do—we presently have about 40 cases under investigation, 10
cases in court; losses on our cases are about $650 million.

From that, you can see that I am not going to sit here and volun-
teer to take on everybody’s spare bank fraud cases. We have got
plenty of other work to do.

When I talked to your staff people, I had some ideas about some
things we might do; and I did want to share those with you.

I was glad the commissioner talked about the Golden Pacific
Savings and Loan case, because that was our case; and I was going
to tell you what a good deal it was, and what a good case it was;
and if it weren’t for the sentence, I could still do that. The sentence
was ridiculous; but let me just spend a little time on it, and show
you maybe as an example of what we the State of California could
do to help the Federal agencies, where that help is needed. Golden
Pacific came to us from the commissioner of savings and loan,
They have a statutorily imposed duty to report any possibility of
criminal misconduct that they come across as a part of an exami-
nation, to the attorney general.

So, we had a report from them. Now, when they came to us, they
were not yet finished doing their thing; and what we tell regula-
tory agencies in every case is “Thank you very much, goodbye, we
haven’t told you to do anything; we don’t want you to become our
agent; we don’t want you to do anything but what the law requires
you as regulator to do. When you get finished, give us a call; we'll
come back and see you.” And, in fact they got finished, and got to
the point where they could start turning stuff over to us. They
gave us a call. They had done an outstanding job. They had a liter-
al army of examiners descend on these people, and do their books
and records.

Now, I don’t know what——

Mr. BARNARD. Let me interrupt you at that point.

Mr. AbLER. Yes, sir.
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Mr. Barnarp. Now, are you telling me that is your usual prac-
tice, or that was your practice?

Mr. ApLErR. Which practice is that, sir?

Mr. BarnaRD. Waiting until they do their thing? Is that your
practice today?

Mr. ApLER. Yes, sir.

Mr. BArRNARD. Well, then, what happens? Bankers or bank
agents, bank regulators or savings and loan regulators, are they
trained sufficiently that they can discover and maintain and pro-
tect e;ridence when there is a criminal matter, when there is a
crime?

This is one of the things that we found out, that they may have
all good intentions, and they may have a real case, but not having
that know-how to put the evidence together, to save tae evidence.
By the time you come in, all the evidence could have been gone,
and I think that is what has happened in many, many cases: That
between the closing of the institution of the referral and the time
that the attorney general gets in, or rather the FBI, the case is
lost. I mean, I just——

Mr. AprLer. Well, a couple of things on that question: Number
one, in our experience—now, we've worked with both departments,
savings and loan and the State banking department. That hasn't
happened.

Our response to that problem is to, at the invitation of the com-
missioner, have our prosecutors and investigators go to the examin-
ers, and, you know, spend 8 hours with them talking about how we
do our cases. I don’t want to tell them: This is what we want you to
do. We tell them: “This is what we need. When we do a case, we do
it this way, and we have a protocol that we go through that is only
common sense, it is not written down anywhere. This is what we
are looking for.” Basically, we are telling them, we want you to do
all of our financial work for us, because with this cast of thou-
sands, in our unit, only three auditors, we aren’t going to be able to
dispatch an auditor to do all the books and records.

Mr. BARNARD. Is this a continuing program that you have, or just
a course of study? What kind of communications do you have with
the regulatory agency now in that regard?

Mr. ApLer. Well, I hesitate to call anything a program. You have
got to remember our staff size. Most of these programs that I'm
talking about, you are looking at the program. I'm it. So, I, I and
an investigator, or one of our other prosecutors, goes to the depart-
ment of savings and loan. They ask us: Will you please come and
talk to our examiners; we have a quarterly meeting, or once every
6 month’s meeting; we get all of our examiners together. Why don’t
you come and tell us about loan fraud, about what you need, about
how typical real estate fraud works.

And so we do. But when we are giving that lecture, I'm telling
them, now, what—this is what we want, but you do what you are
supposed to do, because you can get into this trouble real easily;
you turn them into your agent, and pretty soon, some bright de-
fense attorney is going to start accusing me of going out and creat-
ing 153 stalking horses that can run around and grab evidence
without having to go through the due process hoops that I have to
jump through to get it.
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Mr. BarNaARD. Well, isn’t the experience that you have with that
case you just cited, was the preliminary work done by the regula-
tory agencies? Was it good, bad, indifferent?

Mr. ApLer. It was the department of savings and loan; the work
was outstanding. It formed the basis for our investigation.

Mr. BARNARD. And you think that came about because of the
communications that your department has had with the depart-
ment, on how to assemble evidence, and how to i aintain evidence
and be sure the things are not destroyed.

Mr. ApreEr., Well, they did an excellent job before they had a
chance to talk to us; so, everything worked real well. Again, re-
member we're talking about a few cases, and in the few cases we've
done, it has worked real great.

Mr. BARNARD. And this has been since 1984?

Mr. AbLER. Yes, sir, the middle of 1984. And we really only start-
ed getting into these bank cases maybe a year after that.

Anyway, we are going through this program of talking about
how we do our cases, and what we do now for the State banking
department. We have also started to go out and talk to the savings
and loan people themselves,

) (l}llr.‘?BARNARD. Is this a part of what you call your major fraud
index?

Mr. ApLeR. No, sir. That major fraud index is a pregram that—
another infant program that we put together with the intelligence
component of our department. They have massive files on orga-
nized crime-type people, and other criminal groups, biker groups,
what-have-you, We——

Mr. BusTamaNTE. Mr, Chairman?

Who is that, your office?

Mr. ApLer. This is in our department of justice. It is a State op-
eration. And we thought that it might be a good idea to provide a
place where law enforcement agencies could apply for knowledge,
and also could put information that they had that they thought
should be available to other law enforcement agencies. We didn't
see that one of those existed, so with the organized crime people,
the intelligence people, we got together and made up a little card
that I gave you a copy of, and that’'s working OK. We haven’t been
deluged with a flood of information, but these things take time.
Not everybody knows about if; not everybody trusts it; various
people have privacy problems, et cetera. But it’s working OK.

That information, of course, isn’t available to, you know, the
Smith State Savings and Loan, because it would be privileged infor-
mation,

Mr. BaArRNARD. Well, from what you are saying—and I certainly
want to compliment you, and compliment the State for acknowl-
edging the fact that there is a problem here, that it is part of your
responsibilities ultimately, and that therefore you are gearing up
to handle it.

Based upon this system, even though it may be in its infancy,
what do you see at this point that you could recommend on a na-
tional scale?

Mr. AbLER. Oh, I think it would be an excellent idea, and you
will have exactly the same problems on a national scale that we do,
except that they will be magnified many times.
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If California regulatory agencies would feel a little nervous about
contributing to this data base because of State privacy law prob-
lems, Federal agencies will be chary of letting go of their Federal
privileges by contributing information into a data base like this—
and these are all legitimate concerns; I am not trying to pooh-pooh
them. The bigger, the agency, the more lawyers to go through to
get things done.

Mr. BaArnarD. Well, we have a group looking into this. It’s the
Attorney General’s Bank Fraud Task Force.

Mr. ADLER. Yes.

Mr. BarNaRD. This task force includes the regulators, the FBI,
the Attorney General’s Office, and a number of others; but it is
also in its infancy. I think it acknowledges the problems, but it's
having some problem, I think, getting the resources necessary to do
the job that is going to have to be done if we are going to bring this
matter under control.

We've been talking this morning about the lack of laws having to
do with appraisals, and what that’s doing to foster insider abuse
and fraud and crime. We also have some laws on the books which
are doing the same thing. I have two questions on problems that I
understand you have uncovered with the Right to Financial Priva-
cy Act. First, you suggest that clarifying language is needed to
make clear that victims may turn over files without compulsion of
violating the act. What precisely would you have Congress write in
the way of an amendment to handle this problem?

Mr. ApLEr. Well, this is one of those things where it is kind of
hard to tell you to write an amendment when, as far as I'm con-
cerned, the law already provides what we need. I don’t know that
you are in the business of knuckling bank house counsel, but I
think that is what we are talking about, because a bank house
counsel, financial institution house counsel, say we want to report
a bank fraud. We say, OK, give us the loan files.

They say, “No, no. You've got to get a subpoena. Because of fi-
nancial privacy.”

“That’s nonsense. You, the bank are a victim; you can give us
that stuff.” We are not asking for third-party bank records of some
citizen whom we are investigating for some other conduct.

Mr. BARNARD. So, under the Right to Privacy Act, the bank be-
lieves it cannot give you this information?

Mr, ApLER. That'’s their position. Our position is they can.

Mr. BARNARD. Yes.

Mr. ApLEr. Now, of course, we can’t go anywhere without the in-
formation, so we give them a paper; we give them a subpoena or a
search warrant.

Mr. BArRNARD. What about when the FSLIC or another superviso-
ry agency takes over the bank, will they then provide you with
that information?

Mr. ApLER. Yes, generally. They have asked us to come in.

Mr. BARNARD, Yes.

Mr. ApLeRr. So they will provide us with all that information. But
more important than the information is their summary and analy-
sis of it. That’s what’s key about going in after a regulatory agency.

Mr. BARNARD, A related issue: Do you suggest that the act be
modified to remove the threat of liability to the financial institu-
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tions? Could you also give us a specific proposal as to how you
would like to see that act amended?

Mr. Aprer. I don’t know how you would draft the language, but
what house counsels were telling these banks was based on not
wanting to be sued disclosing the stuff, So, the bank is covering its
tail by getting a piece of paper to justify that. If you could remove
that problem by simply providing disclosure of a loan file when the
financial institution is a victim, based upon that loan, shall not be
a basis for tort liability.

Mr. BARNARD. Have you had any experience with insiders trying
to take advantage of the Right to Financial Privacy Act?

Mr. ApLER. No, sir.

Mr. BARNARD. As far as their own selves and the crimes that
they have committed?

Mr. ApLER. No.

Mr. BarnarDp. That has happened. We have found problems
where insiders accused of crimes have used the Right to Financial
Privacy Act to alter or destroy documents—and I think we've got
that changed, have we?

Mr. BarasH. Yes, it has changed slightly.

Mr. BARNARD. It has been changed slightly. We are trying to
pursue that, so that an insider cannot use this law to protect him-
self or his crime.

Mr. ApLEr. Well, these folks manage to steal enough money to be
able to hire themselves fancy lawyers.

Mr. BArNaARD. Oh, yeah.

Mr. ApLER. You know—that’s what is going to happen. They are
goirlllg to take advantage of every legitimate thing they can come up
with.

Mr. BARNARD. Mr. Bustamante.

Mr. BustamanTE. Well, I'd like for him to continue. We're
just——

Mr. BARNARD. Oh, excuse me. OK.

Mr. ApLER. No problem.

I just want to continue talking about the Golden Pacific Savings
and Loan thing for a minute, because I think it is a good example
of a whole bunch of things. We took that case. We saw that that
was a federally insured institution, so we went to the U.S. attorney
in the Northern District of California, and asked to cross-designate
on the case.

In the major fraud unit, all six of our prosecutors are cross-desig-
nated special assistant U.S. attorneys; and we went into cross-desig-
nation because California State laws and criminal procedures are
disastrous for prosecuting white-collar crime, for a whole number
of reasons, which I can go into for a moment.

Mr. BustaMANTE. Can I just stop you? Mr. Chairman, I want to
ask a question.

Mr. BARNARD. Yes, sir. Go right ahead.

Mr. BusTaAMANTE. I understand that they are behind about 3,000
cases in this area.

Mr. ApLER. Who's behind?

Mr. BusTaAMANTE. The U.S. attorneys’ offices.

Mr. BARNARD. 300 cases, in the Central District of California and
it also involves the FBIL
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Mr. BusTAMANTE. 300 cases?

Mr. BaArNARD. It's 3,000 cases in the entire Nation.

Mr. BustamaNTE. In the Nation. They are about 3,000 cases
behind.

Mr. ApLeR. That wouldn’t surprise me in the least.

Mr. BustaMANTE. They can’t even get going on any one of them,
because they feel that they don’t have the personnel to adequately
address these cases.

Mr. ApLer. Well, the U.S. attorney really is the main-line pros-
ecutor in these cases. And, of course, I am not proposing that we
supplant them because we don’t have the resources; it is not our
business. We are more than willing to help them, to the extent
that they deem it appropriate; and we have set ourselves up so that
we can help them, if they deem it appropriate.

These are all complex fraud cases, and I would imagine that Cali-
fornia, the most populous State in the country, and I understand
the sixth richest country in the world, has maybe 40 prosecutors,
maybe 40 or 50 prosecutors in the whole State who do white-collar
crime, and are capable of handling, have the training and experi-
ence to handle this kind of crime. Most of them are in the U.S, at-
torneys’ offices. Some are in our office, and a few arz in district
attorneys’ offices, and they are mostly scattered in the very biggest
ones, like Los Angeles, Alameda, San Francisco, and the like.

So, there aren’t very many people anywhere to do these kind of
cases. Those 300 cases could keep all those prosecutors busy, and,
again, for us and the district attorneys, financial institutions fail-
ure, we don’t do that most of the time. We're trying to take care of
investment frauds, and all the other kinds of stuff that people
dream up to steal money in California.

On Golden Pacific, we cross-designated—were assigned an FBI
agent, and the FBI did a good job following up the leads that were
exposed by the regulatory examination and gathering evidence. As
to the chronology, you've heard from the commissioner. This was a
real “express”’ case. It doesn’t sound like an express case, but in
our experience, as far as the criminal end of it goes, this one just
went lickety-split. Everything was going great; the two crooks pled
to 7 years’ worth of crimes, and everything was going fine until we
came to sentencing.

Let me talk about plea bargaining. We do our cases; we focus our
entire investigation and our prosecution efforts on getting people to
plead. guilty. If you think about our resources, if you think about
the number of cases that we have assigned to us, and what we are
trying to do, we've got no choice. The prosecutor working on cases
that are going to result in a guilty plea can handle six to eight
cases; a prosecutor trying a case can handle, of course, only one.
And, of course, the prosecutor will drag with him or her an investi-
gator or two, an auditor or two, a paralegal, et cetera. That person
is lost to us; that person’s caseload stagnates, and we've got no
place to put it. We don’t have other line prosecutors to handle the
balance of those cases.

We have, since we were founded in August 1984, not gone to
trial—ever. All our cases have been resolved by plea, about 80 per-
cent of them with a prison sentence.
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We have the biggest problem with prison sentences in financial
institution cases. The reason for that is very simple. When we do
an investment fraud case, we have victims “who are real people”
old ladies, widows, orphans, the whole nine yards. And these people
have lost real money. They have lost their life savings. They have
been kicked out of their houses, and they come in and they talk to
the court, and the court listens. The court doesn’t often listen as
well as we would like, but they listen; and in almost all of those
cases, the principal, the head guys go to prison.

Financial institution insider cases are more difficult. The back-
ground for the Golden Pacific was very well done. It was very thor-
ough. It was a classic real estate scam using straw buyers, inflating
the value of the property; and, since you own your own bank, you
can loan yourself money, based on the inflated appraisals. Once
you get the money based on the inflated appraisal, then you have a
party where you divide the money up, and everybody goes home
happy, and dreams up another piece of property that you can run
the scam on,

This is all crystal clear. And we wrote a big, long sentencing
memorandum, like all good prosecutors will do when they have a
fraud conviction based on a guilty plea; and the court gave the sen-
tence that you see.

This is not a recommendation for legislation, but rather a plea.
TI'm not asking necessarily for more time for these people; I'm
asking that more of them get time. Every principal in a big fraud
case should go to prison. I don’t—I'm not saying that they should
go for 100 years, because I know they won't, but they should go;
and the court should realize that they carry part of the load. The
courts must shoulder part of the blame, if there is no deterrence,
because we can charge them, and we can argue our tails off, but
unless these crooks actually go and do some time, the word isn't
going to get out.,

Mr. BARNARD. Just briefly, how about telling us what your expe-
rience has been as far as the adequacy of the FBI, their expertise
and their resources?

Mr. ApLer. Well, our experience with resources, I'll take that
f"u}*lsti is that the FBI doesn’t have what it needs in California as a
whole.

I was back in New York the first part of this year. As a State
employee I don’t get to travel around the country all that much, so
while I was back there I visited with the DA’s, the U.S. attorneys,
and the FBI; and visited the head of their white-collar operation
there in Manhattan.

He told me how many agents he had. You could have knocked
me over with a feather. I think he had 150 agents assigned to
white-collar crime in Manhattan.

Now, I don’t know what the Bureau has here, but I know it is
not 150. I know it’s not even close to that. I don’t think that that is
justifiable. It may be that New York is more important, or has
taller buildings, but it can’t be that much more important to have
maybe twice as many white-collar agents. From talking to the pros-
ecutors that handle the cases I know they have insider trading, but
they don't have the investment problems that we do here, and they
don’t have the fancy schemes, people losing millions and
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millions and millions. They don’t have oil wells that we have here,
lzaind they don’t have this financial institution crunch that we do
ere.

We've got a lot of work to do out here, and the prosecutors can’t
do it unless the cases get investigated; and it is just that simple.
The FBI needs to put more white-collar crime people out here. The
people that are here are doing a good job. They are overworked,
unloved and underpaid; but they are doing a good job. They handle
the cases well, and they do a good job on their investigations.

Unfortunately, there are so many cases that they get assigned to
agents who don’t have a white-collar-crime background or training.
Anytime that happens, the investigation is going to slow down be-
cause the agent is learning while they are doing, and we all have
to do that with white-collar crime; it just takes longer.

Another problem was alluded to by the commissioner, and that is
transfer. Now, that is geing to happen, a transfer of an agent with
case responsibilities. That’s going to happen in any agency like the
FBI. It doesn’t happen too much in our organization, but we are
specialized and our investigators are dedicated just to doing fraud
work, and work for the Unit. And I am not going to tell the Bureau
that it can’t transfer its people, because obviously that would be ri-
diculous. You need to move people, for advancement, because you
have other problems,

What is important, though, is to have a cadre of people in the
outfit who know what's going on, who know fraud real well, and if
you get a new kid on the block, you can groove that person in.
They can train the new agent, and help the agent do those cases
while that person is learning. That way, the case doesn't slow down
quite as much.

We have had the experience of having cases come to a complete
halt when one of these shifts occur, and that tends to be frustrat-
ing.

Mrr; BARNARD. This Golden State case, that was strictly a State
case?

Mr. AprLer. Well, we don’t do anything by ourselves.

Mr. Barnarp. Well, did the U.S. attorney from San Francisco
participate with you in that case?

Mr. Aprer. In that case, the U.S. attorney participated in that
they oversaw the conduct of the investigation and the court pro-
ceedings by our prosecutor, who was a cross-designated special as-
sistant. Our prosecutor did most of the work.

Mr. BARNARD. Are you in a position to appraise the U.S. attor-
neys’ offices, as far as their expertise and adequacy is concerned?

Mr. ApLer. I believe I am. As far as expertise, the expertise is
outstanding. Again, in the white-collar units, and again, in the
management of the offices, the U.S. attorneys, their chief deputies,
and the people who run the fraud units know their business. They
are outstanding prosecutors. They are experts in all phases of this
kind of work. We work with each U.S. attorney in California.
We've got cases going with each U.S. attorney in California. Our
program would not have succeeded without the U.S. attorneys.

And this is as good a time as any to give you a short lecture on
why we don’t do stuff in State court.
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You have no problems whatsoever on the Federal side because
you have got a decent court system. We in California, in terms of
white-collar crime, have a system that really penalizes you for
prosecuting a case in State court. It is not too bad if you are going
to run a violent crime, if you are going to do a murder case—al-
though, if you want to get the death penalty, it is a rzal nightmare,

But for white-collar cases, it is ludicrous. Feature, if you will, not
being able to issue a subpoena for somebody’s bank records. When
we are practicing as Federal prosecutors, and we get a case in, the
first thing we do is round everything up. We use grand jury sub-
poenas to do that. It is perfectly appropriate. You can’t do that and
have the evidence be admissible in California State court. You have
to use a search warrant. A search warrant requires a higher level
of evidence. In order to justify it, you basically have to have an in-
gider, You have to have somebody coming to you saying, I want to
tell you what happened here, and what was done.

Mr. BustaMANTE. Is this under California law?

Mr. Aprer. Yes, sir.

Mr. BusTAMANTE. And is this the reason then you go into the
Federal court?

Mr. ApLEr. Absolutely.

Mr, BusTAMANTE. You as a State attorney?

Mr. ApLer. Yes, sir. Yes, sir. We are doing—well, you know, the
people of California, when they set up this major fraud unit, want
prosecution, they want deterrence; they want protection from
major frauds. If we did all of our cases in State courts——

Mr. BustramanTe. Well, is the code so bad——

Mr. ApLEeR. Yes.

Mr. BustaMaNTE [continuing]. That you have to then forget
about California State law and go into the Federal court in order to
prosecute or get expediency in a case?

Mr. ApieR. Yes, sir. Yes, it is not just the code; it is also court-
made. procedures, you know. Criminal practice is a combination of
substantive statutes, procedural statutes, and then, of course, court-
made law.

Mr. BustamanTe. Well, though, is the State doing something
about that?

Mr. ApLer. Well, yes. The voters, I think, recognize this problem
when they voted out three members of the California Supreme
Court in the last election. The voters have passed a number of con-
stitutional initiatives which had, with varying degrees of efficiency,
in my view, had the goal of streamlining or——

Mr. BusTaAMANTE. Was this the real reason for turning off those
three justices?

Mr. ApLer. Well, not white-collar crime, per se.

Mr. BusTAMANTE. I was going to say, I didn’t think so.

Mr. AprLEr. No, no, sir. Not at all.

But I think when you asked is something being done? The
answer is one of the things that was done was done by the voters,
because insofar as some of these problems are created by the
courts, I would imagine that these justices that were voted out
would have underwritten the approach.

So, we've got a search warrant problem. You can run a grand
jury in California in a State case, but you are doing it for your own



75

amusement, because after you indict the person, the court has
mandated that everybody gets a post-indictment preliminary hear-
ing. The last post-indictment preliminary hearing in a major in-
vestment fraud case in California took 6 months. Again, this is why
I, given the option that the U.S. attorneys have allowed us, cross-
designate and go into Federal court in appropriate cases.

I have got to have rocks in my head to send my prosecutors in
the State court, when I have the option fo go into Federal court.
Now, we are not taking just any cases in the Federal court. They
have to be obviously a Federal violation. They have to be an of-
fense of some magnitude; otherwise, it is not going to be acceptable
to the U.S. attorney, and, more importantly, to the U.S. district
court judge.

And that'’s the ultimate audience that we have to make sure that
they feel that our efforts are appropriate, and we have to make
sure we cover the U.S. attorneys, and make sure that their gener-
osity and consideration of us is rewarded.

There was one thing that I wanted to cover since I don’t have a
question, and that is this: This arises out of the experience in the
Golden Pacific case, and it is a suggestion that I want to make. I
don’t think it is a suggestion that would be answered by legislation,
but it is a suggestion that might be answered by policy; and, of
course, I feel free to ask the commissioner and the U.S. attorneys
and the Federal Home Loan Bank and everybody else who might
have an opinion on it.

In Golden Pacific Savings & Loan, because the referral came di-
rectly from State savings and loan to us, there was a prosecutor on
that case at a relatively early point. I mean, even before a prosecu-
tor had to be involved, there was a prosecutor on that case, think-
ing about what are we going to do with this; how are we going to
set this up? How are we going to run this investigation?

I am not an expert on this by any means, but just from appear-
ances, what I've seen happen in the Federal referrals is that a case
goes into the Bureau [FBl] from the regulator. The regulators are
overworked; the Bureau is overworked, and it may be that you
dor’t have the opportunity of having a case come to the attention
of a prosecutor, or be assigned to a Bureau agent that can actually
handle the case. Cases that sit are cases ‘hat are going to get you
in trouble, and to the extent that it is vossible, it is good not to
have cases sit.

The suggestion that I would make is that in the case where the
institution is State-chartered, we would certainly be willing to con-
tribute our resources to a prosecution of that case, even if the case
is one involving the federally insured institution. We can't take all
of Mr. Bonner’s spare cases, or Mr. Nunez's spare cases, or the
spare cases of the other two U.S. attorneys—we just don’t have the
staff, and that is not our primary role. But I know that the depart-
ment of savings and loan is vigorously going after criminal refer-
rals, and they want prosecution; and I can’t commit Commissioner
Crawford’s resources, but he might be willing to commit them to
such an effort.

Under this proposal, things could go like this; A State-chartered
S&L is going to be referred for criminal investigation or prosecu-
tion. If that case is brought to the attention of the U.S. attorney it
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would be perfectly all right with me if the U.S. attorney called me
up and said, “We've got one of these that is going to be referred.
It’s State-chartered; we are full up.” Do you folks have a prosecutor
that you can assign? This would be up to the U.S. attorney; I have
no problem with that. I don’t want to make the decision for them
because it is not mine to make.

Mr. Marmingz. Can I interrupt you right there?

In a State-chartered federally insured savings and loan, it sounds
like you are saying that the primary responsibility is with the Fed-
eral Government?

Mr. ApLER. I'm not saying legally whose responsibility it is, be-
cause I don’t know.

Mr. MARTINEZ. It has never been designated or determined?

Mr. BarNarp. Oh, yes. Yes, it can be either/or.

Mr. BarasH. It can be either/or.

Mr. BarNARD. I mean, because of Federal insurance, Federal
criminal laws apply, and the U.S. attorney could have it, as I un-
derstand it. But if it is 2 State-chartered institution, it looks like to
me—if you are going to try one under Federal law, and you are
going to try the other one under State law, aren’t you?

Mr. ApLir. No.

Mr, BARNARD. You're not?

Mr. ApLer. We probably would take it to Federal court. What
I'm trying to do is——

Mr. MarTivez. Well, what I am trying to get at is——

Mr. AprLEr [continuing]. If you want Federal prosecutors avail-
able to you, or semi-Federal prosecutors, because that’s all we are.

Mr. Magrtinrz. What I am getting at is, any ambiguity delays
things, and there ought to be some policy established tc prevent it.
It may be necessary to set a policy that gives either the State or
Federal Government, primary responsibility over State-chartered
federally insured thrifts. That is not to say that the State and Fed-
eral governments couldn’t do what you say—cocperate, and ask
you to come in and assist them since resources are limited at both
levels of government. However, there ought to be, rather than this
ambiguous situation you have described, a method where you de-
termine which level of government has jurisdiction.

Mr. ApLeEr. Well, let me just say that what appears to be the am-
biguity that I'm proposing might be better than what you have at
present, because at present there is no ambiguity. They all go to
the Home Loan Bank, thence to the FBI, and then you run into
resource problems.

These are not regulations that—or policies that I can make. I'm
just saying that we would be widing to help out if the people with
the primarg responsibility, the Federal insurance people, the FBI,
and the U.S. attorney, want some help.

Mr. MARTINEZ. See, now, we have established from your state-
,ment just then that the Federal Government has primary responsi-
“bility over State-chartered, federally insured thrifts.

Mr. Aprer. I think that what the chairman said is probably cor-

rect. I am just talking about what I've seen.

Mr. MARTINEZ. As it works?

Mr. ApLER. Yes, as it works. And if you'll look at that chart on
the back of your, I guess, press release, it shows what happened to
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all of those institutions and there’s only one where the State com-
missioner of savings and loan got into a conservatorship. All the
rest of them went into receivership, and it was FSLIC receivership.

That’s what I'm talking about. Because that means that it is
going to go to FSLIC, the Federal Home Loan Bank, and then to
the FBI, and then to the U.S. attorney, and that's where your
logjam is.

Mr. BusTaAMANTE. In the closing of all these institutions in the
State of California, how much have we lost as far as, in money, Mr.
Chairman? Do you know?

Mr. BARNARD. Oh, yes.

Mr. ADLER. Beats me, a lot.

Mr. BustamManTE. We have lost, I understand, over $5 billion.
Yet, we are not willing to commit moneys to provide proper staff-
ing in many of these areas?

Mr. BARNARD. Well, it hasn’t been one of the priority things.

Mr. Aprer. Well, it doesn’t appear that way.

Mr. BustamManNTE. The U.S. attorneys—the FBI has 10 vacancies?
The FBI [Los Angeles Division] has 10 vacancies that have not been
filled? The U.S. attorneys understaffed? And the citizens of Califor-
nia in this Nation, just in this area have lost over $5 billion?

Mr, ApLER. True.

Mr. BusramManTe. Then, it’s terrible.

Mr. ApiEr. I agree.

Mr. BARNARD. Mr. Adler, I think your testimony has been out-
standing, and both your written statement and your answers to
questions that we asked. We could probably spend the rest of the
morning with you, and the afternoon, too. However, we have got
some others we have got to move on along.

But I want to thank ycu very much for coming. As we get our
hearing record completed, I am sure that we are going to need to
have some additional information from you, and we would certain-
ly appreciate you and your department cooperating with us in that,
and we are just going to thank you very much.

Mr. ApLer. Thank you, sir.

Mr. BarNARD, Before you go, though, let me say—have ycu got a
question, too?

Mr, MarTiNEz. Yes, I think we are developing one right here.

Mr. BARNARD. Well.

Mr. MarTINEZ. It goes back to what we were just talking about.

Mr. BArRNARD. Well, let’s develop it fast.

Mr. Martinez, OK.

In the processes that you described, that it goes to FSLIC first,
the FBI, and then they subsequently may come to you?

Mr. ADLER. Yes.

Mr. MartiNez. There is another agency involved here, or an-
other person involved here—the commissioner. How soon does the
commissioner know when there is some investigation going on?

Mr. ApLer. I couldn’t answer how long. I'm sure the commission-
er could give you that in a second.

Mr., MarTinez. How soon do you find out?

Mr. CRAWFORD. I'm sorry—I can’t hear you.

Mr. MarTinez. How soon do you find out when there has been a
complaint against——

Lhrcsiasdks g tiin o



78

Mr. CrawroRD. Filed?

Mr. MARTINEZ. Filed.

Mr. CrawrorDp. Generally, the complaints, they have been filed
by the Federal Home Loan Bank.

Mr. MarTINEZ. And so you can’t find out right away?

Mr. Crawrorp. Well, if they want to notify me. They are now, I
believe, giving us a copy of it when it goes to—we have now set up
an enforcement bureau where they are now furnishing us with
copies of it. Before we didn’t know.

Mr. Marmingez. Do they always tell you when they are making a
criminal referral? Do they always tell you?

Mr. Crawrorp. They are telling us now. Before, we didn’t know.

Mr. MartiNgEz. Well, before you didn’t but now they are. So,
upon the notification that there is a criminal referral, do you have
the jurisdiction then to bring the State attorney in?

Mr. CrawrorDp. Right—that’s right.

Mr. MarTiNEZ. That may be the key to getting you on when they
need the resources and when you feel that——

Mr. CrRawrorDp. That’s right. They furnish us with copies of all of
them now.

Mr. ApreR. Thank you very much for your time, and the oppor-
tunity to testify. I appreciate it.

Mr. MarmiNgz. Thank you, sir,

Mr. BarNaARD. Thank you very much. I wish we could spend
more time with Mr. Adler.

[Mr. Adler's prepared statement follows:]
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Honorable Doug Barnard, Jr.

Chairman, Commerce, Consumer, and
Monetary Affairs Subcommittee on
Government Operations

Rayburn House Office Building, Rm. B~377
Washingten, D.C. 20515

Dear Chairman Barnard:

Testimony at Hearing, June 13, 1987

On behalf of John K. Van de Kamp, Attorney General of California,
I appreciate the opportunity to testify on the subject of bank
fraud in California.

The California Attorney General receives referrals from California
regulatory agencies (Department of Savings & Loan, State Banking
Department) in situations where regulatory examinations raveal
irregularities. One of these cases involved an inatitution on the
list of failed asgsociations, Golden Pacific Savings and Loan. The
Major Fraud Unit has been involved in other bank fraud cases

which are concluded, as well as some pending matters.

1. Background:

The cases in our experience have involved loan frauds on
financial institutions generally based upon real estate as
security. All are variations on the basic real estate/bank
fraud theme: misrvepresentations as to value of the property
and/or misrepresentations as to the credit-worthiness of the
borrower .

2. Reasons for Appointment as Special Assistant United States
Attorney: Greater Efficiency and Lack of Appropriate
Penalties in the California state System

All prosecutors in the Major Fraud Unit, including myself, are
cross-designated as Special Assistant United States Attorneys
in the four districts in California. Three of our prosecutors
are former Assistant United States Attorneys; the other three
come from local or state prosecuting backgrounds. All are
prosecutors with more than 10 years experience in prosecution.
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When the Major Fraud Unit was founded in mid-1984, it was

: clear investigation and prosecution of major investment and
; bank fraud cases had overwhelmed the resources of local

. prosecutors, In addition, the Major Fraud Unit is a small

: one. It was evident that unless the unit were organized to
work efficiently, it would immediately be overwhelmed by its
caseload.

i One major step toward efficient handling of big paper cases
was the Unit's creation as an integrated team of prosecutors,
investigators, auditors and paralegal profeassionals. This
composition was a key feature of Attorney General Van de
Kamp's proposal for a specialized Major Fraud Unit. 1In
addition, an analysis of fraud investigations and
prosecutions showed they consumaed an incredible amount of
time and resourcea. Further investigation showed that at
least part of this dalay was due to California criminal law
and criminal procedure.

a. Search Warrants for Third Party Bank Records

California law requires a search warrant to obtain bank
records of a bank client. In contrast, such racords can
be obtained by grand jury subpoena when the investigation
is conducted at the direction of a federal grand jury. A
much greater guantum of evidence is required before a
search warrant may be issued.

b. Grand Jury Indictment Versus Preliminary Hearing

Under California criminal procedure mandated by the State
Supreme Court, all defendants are entitled to a post~

) indictment preliminary hearing. At these hoarings, the

- prosecution case is presented by direct evidence, and
hearsay is prohibited or greatly circumscribed. All
defendants are represented by counsel, and preliminary
hearing proceedings can be be gquite lengthy in major fraud
: cases. As an example, a recent major fraud case took aix
months in preliminary hearing and approximately 14 months
in jury trial. In contrast, a matter may be prosented to
a faderal grand jury for indictment in much leas tima.

¢, Penalties

Under California state law, the maximum punishment for any
white collar crime, or crimes, irrespective of the amount
of taking, is a total of 1V years in state prison. The
Penal Code also mandates a reduction of aentence by
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one-~half for good behavior and work while in prison.,
Credita may not be denied if work is unavailable. 1In
contrast, no limitations are placed upon federal sentence
maxima.

As recently as last year, an effort to raise the maximum
sentence for state violations to 12 years was defeated in
the Legislature.

Statute of Limitations

Thoe California atate law statute of limitations for most
financiel crimes is three years from the date of
discovery. 1In contrast, federal law provides a flat five-~
year statute of limitations from the date the offense was
committed.

Speedy Trial Act

Although California atate courts are attempting to address
the problem, thera is still no sgtate equivalent of the
Fodaral Spoedy Trial Act which mandates all cases be tried
within 60 days. Unfortunately, the federal process is not
as oexpeditious as it sounds, for all Unit cases to date
have baon doclared complex, thus exempt from the time
raquiremants of the Speedy Trial Act.

3. Genaral Ovorview and Examples

In the exparience of the Major Fraud Unit, real estate frauds
ara the most common vehicles used by both inaiders and
outsiders in defrauding financial institutions in

California. As noted, rnal estate frauds are consummated via
two misrepresantaticns: lies involving the value of the
property and lies involving the credit-worthiness of the
borrower. :

a. Valuo of ‘tha Propaty

In order to steal money using real eatate, it 1la essential
that tha value of the property involved be inflated. 1In
our axperiencn, this inflation is usually double or triple
the markot value of the property. In soma cases, the
value can be. inflated by as much as twonty-fold. Property
values are typically inflated using the "double escrow"

or by purchase by "atraw buyera." In a double escrow, the
sama plece of property is sold simultaneously to two
entities controlled by the fraudater.
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One transaction is from the bona fide seller to the first
entity controlled by the trickster; this sale is for

a reasonable market price. The second sale is from the
first entity to the second entity controlled by the
fraudster, and this is typically for double or triple the
bona fide seller's original asking price,

If a straw buyer is used, the atraw buyer purchases the
proparty from the bona fide soller, then eells it to the
"Q", or ®“qualifier®™, the individual in whose name a
fraudulent financial package (which will qualify for a
large loan) has been preparcd.

Misrepresentations as to Credit-Worthineas
of the Borrowar:

Real estate is rarely inflated in value for its own

cuke. Rather,; the goal is to borrow money using the
property's inflated valuation as security. In Ma jor
Fraud Unit casas, money has been borrowed from limited
partnecshipa as well as from financial institutions. 1In
either case, the borrowar, though a fraudster or
associate, must be made to appear credit-worthy. This is
accomplished with false incoms tax returns and false
financial statomsnts which reflect large imaginery
incomes. Ofton, *loan packages™ are presented to victim
financial institutions by mortgage brokers or others
pretending to be independent and objective third partiaes
who have analyzed the loan and the loan package and found
it satisfactory.

Appraisals

No discussion of California real astate fraud would be
complete without a review of tha role of appraisals and
appraisars. No real estate-based loan fraud can be
committed without an appraisal supporting the valuation
the fraudster is secking. However, our cases have not
featured bribes to appraisers or other undue influence
situations. It ip important to recall appraismers are
paid no more than $200 to $300 for each residential
appraisal. FPraudsters obtain the desired figures by
calling in appraisers from afar with no expacrience in the
area where the target proparty is to be found. Also, ‘the
fraudster will present the appraiser with "comparables"
({properties of purported comparable worth) that have
already been the subject of value
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fraud offender. In our experience, appraisers ara
generally satisfied with information that is spoon-fed to
them. Financial institutionsa which accept appraisals from
outside gources without independent review tend to be
victimized much more frequently than those inatitutions
which employ their own appraisers and accept appraisals
from no other source.

Movement of Major Borrowers, Appraisers, Inaidecrs, and Others

Betwaesn Financial Institutions: In eome cases, a feW _esScrow

companies are used by different fraudsters in thoir schemes.

as

In the Major Fraud Unit's experiencae, we have not handled
cases where insiders, borrowers, or appraisers have moved
from one institution to another. However, wo have handled
cases where different fraudsters in unrolated cases have
usad a common e@scrow company to conduct both double eacrow
activity and raent-skimming ascams.

Detention/Prevention of Such Movemant

Baaed upon conversations with both those in the industry
and raegulators, a number of probloms make information
sharing difficult., First, thore in no agency or forum
with responsibility to receive and disseminate such
information. Government agenciea could not appropriately
handle much of this information because it often involves
amployees who have been terminated without any referral to
a law enforcemont agency. If institution security
personnel are effactive, torminations may occur in
sjituations where there would be inpufficient evidence for
a criminal investigation or prosacution. In addition,
where no conviction resulted, a criminal justice agency
could not disseminate "intelligence" information or arreat
information to private parties vithout violating
confidontiality laws.

Another obstacle to the free flow of this information
soaems to result from the privacy law and advice from
financial inatitution house counsel. Apparently, it ias
often thae position of house counsel that institutions must
not share such information among thamselves because
privacy-based law suits by affected individuala could
result,
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Suggestions for Improvement:

Since not all cases of termination for suaplecion of criminal
involvomont will nocesnarily be referred for inveatigation or
prosecution, batter sharing of intelligence betwaen government
agencies will not do much to address this problem. In any
evant, such intelligence cannot be shared with private
ontities bacauso of California privacy legislation. It might
ba moat appropriate and efficient for information on possible
loan ocan artiats to be shared by thoss in the industry.
Houwaver, wmodification of privacy legislation might be required
to remova thae threat of liability to the financial
ingetitutionn.

Intalligonca Sharing:

At tha otate lovel, the Major Fraud Unit and the Bureau of
Organized Crima and Criminal Intelligence in the Department of
Juptice have sat up a Major PFraud Indox to facilitate the
interchange of intelligence information on fraud schemes and
subjacts. However, use of this aystem is restricted to
governmant agencies. Although the syatom ia still quite new,
a numbsr of agencles are contributing. The efficiency of the
oystan will, of course, increase in direct proportion to the
nuzbor of agancies which utilize it.

A blank ontry card for tha Index is attachad.

Adoqguacy of Coordination, Dissemination of Information,

and Agpistonca Botween and Among Financial Inptitutions,

BAnk Roqulatory Agoncics and Fugara17§tutn B opecutorsas

a.(1) Datoction and reporting of criminal misconduct in
financial institutions by banking agency examiners.

Reports of misconduct by thae CAlifornia Departmant of
Savings and Loan and the Banking Dapartment have besn
adoquata and timaly in our exporience. Sinca the Major
Fraud Unit doas not recelve reports from federal
ragulatory agencies at this tima, no comment on the
timoliness or sufficiency of such reports is
appropriate.
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a.(ii) Detection and Reporting of Bank Fraud Problema
By Financial Institutions

In our limited experience, most of the cases reported
had been reported by atate agencies. However,; we have
had a faow matters referrad by financial institutiona.
In those few cases, tho reports were timely and the
inatitrtions were helpful. In fact, the report made by
5 one institution has rasulted in an agreement bateween
the Major Fraud Unit and that institution to provide

: training for loan officors and other inastitution
employees on how to destect, avoid and report posaible
bank frauds.

b, Additional Views on Improved Coordination

The Major Fraud Unit suggests a variation in regulatory
agency reporting of policies in California. In cases
where the assoclation which fails has been chartered by
the State of California, it might be appropriate for the
fadoral regulatory agency to conaider having
examinations done by the Department of Savings and Loan
in gome cases. Ao a result the responsibilicy for
ragulatory examinations could be sharad between faderal
and state regulators. 'Likewise, prosecutorial
rasponsibility might thon be shared between federal
prosacutors and our office.

In order to make such a proposal work, it would be
necessary to bring criminal referrals to the attention
of the United States Attorney immediately, at the point
of referral by the regulatory agency to law

enforcemeant. At thie tima, if the association involved
were stata-chartered, the foderal prosecutor could opt
to roquast tha involvemsnt of the Department of Savings
and Loan and the Major Praud Unit in the metter. At
preaant, - all matters ara routinely referred to the
Federal Bureau of Investigation for eventual prosecution
by the United States Attorney. Of course, we have nc
objection to this ayatom, as these matters are a federal
raaponaibility, However,; it is evident the combination
of the complexity of the cases and the number of cases
being referred has resulted in significant delays in
investigation and prosecution. If these delays can be
lessened by our involvement in appropriate cases, this
proposed change in policy might have beneficial results
with little ‘added cost. Naturally, the state agencies
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6.

will also reach a saturation point at some time gince etate
resources are not unlimited. However, our exparioncs in
invostmont frauda shows that sharing thooe caseo betwoon
federsl and state prosecutors rasults in more exgoditiouvs and
afficient prosacution of & highar numbor of cascos. Tho caes
might woll be true in the bank fraud arca.

Adoguacy. of PBI Exportine and Repources:

Tho limitod enperiencs of the Rajor Praud Unit ia Rhoeoo caeos,
again, prohibits a gonoral rooponos. In the Goldon Pacifie
Savings zad Leon cacoa, the FBY agonts acoiguod (freo the Senta
Rosa offica) did an officient and effoctive job conducting the
invoatigation. In another matger, whero fugthor .
idontification 4o procludad by cule 6(o) of ths Pedsal nulse
of Criminal Proceducre, somo difficultios wore oncovntoecod whon
tho capo agont ociginally apesignod woo ronceigned ond othoe
agent had to bo brought up teo oppod. Howover, tha nouly
aoolgned agont ia procontly werking with & Hajer Procd Umig
Spocial Agent, ond the inveastigaticn ia proscoding
catianfactorily. '

Gonarally, wo hove obcorved the cam variaseo in ongargico oaad
ckill ameng PDI agonts ao among Spocfal Agonto Ao &Ho Rajce
Prand Uaig., POX sgento pooignod to boak frowd ¢oomd fn Lo
Angolon, for oracplo, aro quito geod at hendliag Choge casc.
flewavar, cape voluto ofton reoulta in ocoigniag gha Cacdo to
inonporiconead agants e ogonto with looo trolnliag in kandliag
whiga colloe esceo. In thooo situationo, obvicusly, tho
quality of Savootigation may docline.

PDI mospovor cogcuress in Colifornin oco ineddgeato. %0 CToD
this posat, it 48 nocoosnary oaly go coaparo tho nueler of POT
0gsaes cooigrad to the Lop Angoleo zod Rankatton officoo.
Aleaot twice a0 caay ogoate in cho Honbatean offico cacey ¢ho
caco populaticn «- about 14 willica citlsona. Thio dlegacicy
deog not ool apprepriate.

Banidoo nealling, agont cetaticon ooEaticic oYonton predloea,
In zho HMajor Fraud Unit, alghough Spocial Rgonto fotate into
tho unit ao woll ae loave it, wo try te maintadn o ecza of
orparioncod Agonto vho can vork with novw Agorts on ccuples
Zinancial erimpn. 1In additicn, wo omploy o full-gics
Cenpuleane Invectigoative Specialioe in whita-collar erice o
tr&ain and apsist all our agonts in handling thopo capan.
White-collar crime investigations are a specialized field,
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and it ia important for large police aganciez such as the FBI
to recognize this. Agencies must provids wmechanisms which
will allow for invaestigative continuity whan investigators
ansaigned to particular major cases are reassigned. Such
pituations are prodictable in white-collar cacos which ofton
take two yaears to investigate.

In additien, the PBI appears to sot pricritios vhich ordor its
casaload and the attention given clasoes of cacen. White-
collar crima often finds a place in thie hiervagchy, but ite
rank in tha hierarchy is often changed. Censoquontly, ths
staffing aspigned to white~collar crime and its insotitutional
importance poemgs to be in a constant stato of 2lux, As
financial crimes are long term inveastigations requiring a
significant commitmont of agent personnel end tims, tho
rosults of this priority change are not always beneficial.

Adequacy and Expertise of Federal Prosecutorial Resoutces:

As is the cass with the FBI, manpower resourceos of United
States Attorneys offices in California are inadaquate to
address white-collar crime in California's four fedoral
districts. The problem is most pronouncaed in Southern
California where major fraud is endemic. Howavor, frauds are
found in wealthy urban arecas, and such arcas may be found in
all four of California's districts.

Staffing problems are particularly acute in the spacialized
fraud units in the four offices. The Roeistants assigned to
the specialized units are the most exparienced prosacutors in
the U.S. Attorney's Office. Without exception, theso
proasecutors do fine work. However, the white-collar crime
experience thoy gain as prosacutors makes them highly
desirable candidates for employment as partnors in major law
firma all over tha state. Often, these private sactor jobs
offer pay scales two or three times that available to a
governmant prosecutor. The result ias relatively rapid
turnover of the best and most exprienced federal prosecutors.
This is probably unaveoidable, but creates a constant problem
of case reassignment and the need to train new freaud
prosecutora.

A number of improvements might increase the length: of
prosecutorial tenure in U.S. Attorneys offices. First, of
course, is more money. No government agency can or should
compete with the big firms of Los Angeles, but thare might be
some effort to at least equal the pay scale of the Los Angeles
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District Attorney's office. In addition, federal fraud
prosecutors must handle non-fraud trials involving bank
robbery, alien smuggling and minor narcotics cases, Thase
cases are assignad to attorneys throughout many United States
P Attorneys offices because there are simply too many cases for
the "line" prosecutors to handle. If major frauds are to
receive the attention they deserve, the attention must be

¥ undivided. To achieve this, there must be more prosscutors

: assigned to the four United States Attorneys offices in

; California.

8. ‘Right to Financial Privacy Act (RFPA) Problems and Adequacy
of Sentencas Impoged in Bank Praud Cacas:

a. RFPA Problema

Only one salient problem recurs with reapect to
interpretation of the right to Financial Privacy Act.
Although banks are victims in bank fraud casusn and may
turn over copies of loan packages to law enforcemant
agencies upon request, financial inntitutions invariably
require a subpoena or search warrant bafore turning over
thage materials. In our experience, these policics ara

H ganerally due to advice of housse counsal who are doubtloss
: giving theoir clients conpervative advico. Although tha

. Right to Financial Privacy Act already provides victime

' may turn over files without compulsion or violation of tho
Act, perhops clarifying language to make the point clearor
yet would be useful.

b. Adegquacy of Sentonces:

Sentencas impopad in state anl federal courts aro
inadeguate to dotor criminal misconduct in bank fraud
cages. In a June 1985, CBS-New York Timas poll, 658 of
the raspondants balioved puniashmant wan too lecaient for
white~collar criminals. 68% of those surveyed folt
government wao not making encugh of an effort to catch
white-collar criminals, 85% of the public said most
white-collar criminals get away with thoir crimes. In
light of these public attitudas, the response of the
criminal law should be clear.

Principals in major white—collar crime achemes, including
bank fraudsa, should receive a term of imprisonment, if
convicted. 1In our experience, prison terms impoaed are
genorally in the 2 to 5-year range in both the atato and
fedoral systems, and mandatory reductions of the
sentences for good behavior or work occur.
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Some criminologists have observed that while deterrence is
of questionzble value in the area of violent crimes, it
has great value in convincing the white~collar offender
that a criminal course of action does not pay. There is
no quostion this country's prison and jail facilities are
jammed. Sentences for white-collar offenders will
genearally be relatively short bacause these offenders
rarely have criminal histories. However, imprisonment for
principals in major white-collar schaeames should be
routina. In additjon, the terms of incarceration should
be more than a fow months in a light custody "country
club® anvironmant.

In summary, datorronce and”protection of the publie
roquire principals in major white-collar crimea, including
bank frauds, bas sontonced to terms of impriscnmant upon
conviction. Thooe termo should be more substantial than
thooe proceontly iwposod, and terms of imprisonmant should
Ha imposad in a higher percentage of casas.

Role of tha Attorney Genoaral's Office in These Mattecs:

Tho California Attorney General's Major Fraud Unit is willing
to investigata and propoecute bank frauds, using the same
forrmat we have davelepod in investmant fraud cases. As a
"pocendary” law enforcomant agency, that is, one which accepts
roferrals of cacan from othet agencics, the Major Fraud Unit
will work financial insotitution frauds when requeasted by
appropriate autheritics.

In tho cass of fodorally insured asocociatione, our involvement
vould ba at tha roquoot of thao fedsral prosecutor. Tha only
excoption to thio will oncur in nituations where a referral is
nads by a etats rogulatery agency. Howaver, since ve
gonarally procacuto our casas in federal court as crogso-~
dooignatod Spacisl Asnistant United Scates Attorneys, fedaral
procacuter ascent will also bae roquired bafore we bocore
involved in thoos nituations as wall,

Although we cannot veoluntaer the raegources of the Califcrnla
Dapartoont of Savingo ond Lean, our experiencae in the Goldan
Pocific Savingo and Loan case domonstratos that the Depactment
did on outntanding job in itn examination and summarization of
tho Association's books and raecords. That analyzis tormed the
basis of our investigation (jointly conducted with the FBI),
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and outlined the charges to which the defendants, Leif and Jay
Soderling eventually admitted guilt. As noted, we belleve some of
the federal workload could be relieved if federal prosecutors
requested involvement by the Department of Savings and Loan and
the Major Fraud Unit in some cases involving federally insured
asgociations.

As shown by the attached Major Fraud Unit Fact Sheet, our Unit is
still not large -~ we have only six prosecutors and ten special
agant investigators. 1In addition, our primary caseload will
continue to consist of investment fraud matters. Therefors, we
will not be able to absorb a large number of bank frauds. We
certainly cannot replace thoe additional fodoral prosecutora so
dosperately needed by the United States Attornoys of California.

Obviously, this proposal cannot succeed without coordination and
cooparation batwoen state and fedoral investigarors. However, the
Major Fraud Unit has enjoyed an outstanding relationship with
faderal prosscutors and law anforcement agencies, and we ave
positive this relationship will continuas.

I huve attached a copy of a Fact Sheot, outling the composition,
history and tactics of tho Major Fraud Unit. In addition, a brief
summary of the Golden Pacific Savings and Loan case is included to
domonstratae how one bank fraud wan consummated and what
inveotigation ateps rasulted.

Again, I daoply appreciate the opportunity to teatify bafore this
Subcommittea and the opportunity to work with you towards a
solution of the problom of bank fraud in California.

Yery truly yours,

JOHN K, VAN DE RAMP
Attorney Geoneral

STEVEN V. ADLER
Aspistant Attorney General
Chief, Major Fraud Unit
SVA:eil

Encls.
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Attachment
; Major Fraud Unit Fact Sheet 1
U.S. v. Soderling, Leif D. and Jay S.
Information - filed /2/87 2
Newsclipping - Press Democrat 3/3/87 3
Sentencing ~ 6/2/87 4

Fraud Index Card 5
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May 1987
MAJOR FRAUD UNIT PACT SHERY

BACKGROUND 2

The Major Fraud Unit, Criminal Division, Office of the Attorney General of
California, was first funded July 1, 1984. The Unit was approved by the
Legislature at a funding :evel of $2.1 million; the Governor reduced
funding to $900,000. In 1986, Senator Robert Beverly sponsored SB 2457,
which provided increased funding for the Major Fraud Unit. On September 26,
1986, Governor Deukmejian signed the bill into law, approving a higher
funding level. The Department of Finance has approved continuation of the
new funding level for FY 1987-1988.

The Unit's mission is to handle complex multijurisdictional white collar
crimiral cases. In addition, the Unit coordinates anti-fraud law
enforcement efforts by local, atate, and federal agencies and offers
assistance when requested in appropriate cases. The Unit also trains local
and state peace officers in investigation techniques for complex fraud
cases,

The Unit has been enthusiastically accepted by law enforcement, and ma jor
cases are constantly being referred to us by other agencies. Cases with
losses totaling more than $650 million involving thousands of victims are
being investigated or proszcuted by MFU.

PRESENT STAFFING: SB_2457: (1/1/87)
PrOSECULOLS.vearssssnssnccnsnssasacesd 6
Special AgentS.acscecsrscsvrorsseseesd 10
Auditors and AnAlYStSessesusassnsesssd 7

CASE_HANDLING PROCEDURES:

The Major Fraud Unit's aim is to efficiently investigate and prosecute
maltijurisdictional investwent fraud in California. We seek to deter those
who would commit such crimes by arguing for (and in wnst cases obtaining)
sentences involving imprisonment for defendants we prosecute.

We pursue our investigations and prosecutions in both state and federal
courts, choosing the forum which allows for the most efficient prosecution
with the most appropriate statutes and the punishment most suited to the
criminal enterprise. We investigate our cases jointly with local, state and
federal regulatory and/or law enforcment agencies. We prosecute in tandem
with District Attorneys and United States Attorneys.

We have increased fraud prosecution in California by filing cases, by

assisting other agencies, ard by coordinating multi-agency efforts. Working
together, we intend to move the fraud capital of the U.S, -~ elsewhere.

Attachment 1
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MAJOR FRAUD UNIT WORKLOAD STATISTICS

Since the Unit was foundad in August, 1984 (and fully staffed by November,
1984) no casa handled by Unit prosecutors has gone to trial. Disposition
data for Unit cases is shown by the figures below.

One case investigated by MFU Special Agents has gone to trial - the case was
prosecuted by Sierra County's District Attorney. The case involved a loss
of about $100,000, and the defendant was sentenced to five years in state
prison. The defendant had run a check~kiting scheme, and sold the same part
interest in a mold for a fiberglass car body to a number of different
investors.

All cases reflected in these statistics were investigated and prosecuted
using the MFU task force approach -- other agencies were almost always
involved, usually in the investigation of the case.

The "assessment" category reflects cases which meet MFU criteria, but are
not being actively worked for any reason. For example, MFU may lack
resources to handle the matter alone, and we are searching for assistance;
the matter has been referred to another agency and we are awaiting a reply:
or preliminary investigation is underway to determine whether criminal
prosecution is appropriate.

These statistics also reflect cases in which Unit personnel have assisted
other agencies in investigations: these cases usually involve a Unit
audicor analyzing complex financial transactions at the request of a local
prosecuting or police agency. MFU does not assume primary responsibility
for investigation or prosecution of these cases.

Total
I. COMPLETED: (number of defendants)
Convictions: 34
Prison: 15
County Jail 5
Probation: 7
Sentencing Pending: 7
I1X. PENDING: (number of cases) 41
Prosecutions (charges filed in court): 8
Investigations: 25
Assessments: 11
ITX. ASSISTANCE: (MPU renders auditor, 17
investigative or legal help in cases
being handled by other agencies. 17

76-791 0 - 87 - 4
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JOSEPH P. RUSSONIELLO

United States Attorney ORMIMAL
RONALD D. SMETANA R ! L &
Assistant Attorney General and = E)
Special Assistant United States Attorney MARg

PETIR ROBINS?N 4 stat At 1927
Assistant United States Attorney u

1,0, Box 1404 ﬁm@un"m"m
Santa Rosa, Ca. 95402 %‘“’@w -

(707) 525-4279

IN THE UNITED STATES DISTRICT COURT
FOR THE NORTHERN DISTRICT OF CALIFORNIA
UNITED STATES OF AMERICA, "

S N,
Plaintiff , ((;,fﬁ", %_‘);{{ @Ei%@ﬁs

Violation: Title 18, United
States Code, section 657-~
Misapplication of Funds; '
Title 18, United States Code,
section 1014--Overveluing
Securities to a Bank

V.

“LEIF D, SODERLING and
JAY S. SODERLING,

Defendants.

INFORMATTION

1COUNT ONL: (18 U.S.C. 657)

The United States Attorney charges: THA T

Beginning on or about April 15, 1284 and continuing to on or;
about July 16, 1984, in the City of Windsor, County of Sonona, in_the'

i
'State ond Morthern District of Califoraia,

i
I LEIF D. SODERLING, and
i

|
5 JAY 8, SODERLING,

"detendants heretn, being owners and directors of Golden Pacific
:Savings and Loan Associntion, the deposits of which were insured by
cthe Pederal Savings and Loan Insurance Corporation, did, with

reckless disvegard for the interests of the Association, misapply

Attachment 2
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"funds of the Assbé?ation in excess of $100 by expending funds of the
Aseociation for the benefit of themselves and their related business

ventities on transactions such as the financing of purchase of

progerty on Helman Lane in Cotati, California.
|

The United Staies Attorney further charges: TE A T
i On or about June 13, 1984, in the City of Windsor, County
;ot Sonoma, in the State and Northern District of California,

L i LEIF D SODERLING and
i i JAY 8. SODERLING,

: 19

'
2
3
4
8 it COUNT THO: (}s U.S.C. 1014)
8
7
0
0

idetendnntu herein, being owners and directors of Golden Pacific
11 !Savings and Loan Association, the deposits of which were insured
R
12 !by the Federal Savings and Loan Insurance Corporation, did overvalue

13 lcertain property in Vacaville, California for the purpose of in-

14 fluencing the action of the Association.

18 : ‘
o DATED: 2 AW

17
16
10
@0
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Charges

Continued from Page A1

The Scderlings are ihe eighth
and ninth persons to be charged
with federal crimes since authori-
ties began investigating Golden Pa-
cific Savings and Loan &nd three
other troubled Buy Area thrifts,

Assistant U.S. attoruey Petet
Robinson said the tavastigation mtn
Gotden Parific conbinues.

"1t is pasutble thal other pessoas
connected with the savirgs am!
losn will be churged,” he said. !
can't say who might be the targets.”

The Soderlings couid not be
reached for comment Monday.

Their sttorney, Richard Free-
mon, Santa Rosa, declined to dis-
cuss the charges but said the
Sodertingt may be prepared to
discuss the case in a week or so.

The two are accused of appruve
ing loans to themselves or 10 busi
ness entities they owned. Robinson
said the spif-dealing occurred in
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19584 and involved two properties in
Cotati and one In Vacaville, The
cuse was developed by Robinson.
the FBI and lqaggg_y__s_wmney
general Ronald Smetans.

€ charges against the brothers
sitid they acted in reckless disre-
gard for the interests of the thriftto
benefit themselves.

“Audits performed by the Cabe
fnrais Departmient of Savisps atd
o were fostrumental i uncov-
ering the froud,” said Ruhins:

SH10,000 and, tastead, paid $2.275
million." said Smetapa.

“The net result to (the Soderl-
ings) was a gain of $1.8 million," he
said.

Tae Vacaville property was in-
flated (rom $230,000 to $825,000,
nowever the deal fell through when
the Department of Savings and
Laan steppedt In and blocked the
trausietions, Stmetang soid,

Ruhi satd the exact amount

Smelana suid titles o the three
parcels were traded buack and forth
between Golden Pacific Savings
and Loan, Landco West, another
Soderling company, and Michael
Rosen, @ Rohnert Park developer
end brother-in-law of the Soderl-
ings,

Al) the financing was provided
by Golden Pacific, Smetana said.

He snid value of the Cotati prop-
erty was inflated almost four-fold.

“They had the right to buy it for

of money lost by the Savings and.
Loan is not known.

Rosén declined to comment. He
referred inquiries to his attorney
Tom Keily who was unavailable on
Monday.

Golden Pacific, which the Sod-
erlings started in 1083, was de-
clared insolvent and taken over by
federal authorities in September
1985, tive weeks after similar ac-
tion against Santa Rosa-based Cen-
tennial Savings and Loan,

Columbus-Marin Savings of i

Rafael and Atles Sav(nggsana ngg !

of San Francisco came under simj. |

:ln‘{ regulatory nction shortly there-
er.

Golden Pacific Savings and
was formed in 1983 aﬁz; rece%?'::ﬁ, :
Federal Savings end Lean Insur. !
ance Corp, coverage a year later,
About the same time, the Soder- |
ings formed a development compa-
:géc(éolden' Pascigc Financial. Inc,,
sSOr to Sode
Suecessor rling Land and

The brothers became snarled in
regulatory problems within months
of opening the savings and loan,
The thrift’ was the target of two
censt and desist orders by the state
amd federal authorities seized cor.
is ?l!l:n Sgplcmber 1985,

¢ Sederlings currentt
ahout $9 miltion in propcrtyyunod‘)::rxl
the corporate title of Golden Pacif.
fc Buildery,
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United States v. Leif Soderling
United States v. Jay Soderling
Northern District

DAG Smetana

On June 2, 1987, Judge Peckham committed Leif and Jay Soderling to
the Attorney General or his designee; they were committed for five
years on the 657, two years on the 1014, all but six months of
each sentence stayed with the two six month terms to run
consecutively; each was additionally placed on probation for five
years on each offense, ordered to make restitution to FSLIC (using
a set formula and based on the losses in seven separate
transactions; amount will be around $2,000,000 or more) and to
perform 2,000 hours of community service. The defendants will be
starting to perform the service immediately by building a housing
project in Kelseyville for the California Human Development
Corporation; they start serving their Jail term on January 5,
1988. They were also ordered to disclose assets to FSLIC.
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FRAUD IRDEX CARD

BUREAD OF ORGAHIZED CRIME AND CRIMINAL INTELLIGENCE

I FRAUD TYPE

ALIAS

ADDRESS

ssxl RACE l HGT I WGT ‘ HAIR l EYES ‘ DOB

SCARS/MARKS

FBI [3§3 l ss#

DL ADDL INFD
ASSOCIATE: £OB: ASSOCIATE HELATIONSRIP:
ASSOCIATE: DOB: ASSOCIATE RELATIONSHIP:
ASSOCIATE: DOB: ASSOCTATE RELATIOHSHIP:
ASSOCTATE: DOB: ASSOCTATE RELATIONSBIP:

eeseasstavessscransenscsversararanae

DATE OF PHOTO:

BUSINESS NAMZ:

BUSINESS RELATIONSHIP, I.E.,
OWNER/BANAGER :

BUSINESS ADDRESS:

BUSINESS NAME:

BUSINESS RRLATIONSHIP, I.E.,
OWHER/HMANAGER t

BUSINESS ADDRESS:

H.0. AND COMMENTS (SEE REVERSK SIDE FOR ADDIT

"TONAL INFORMATIOR)

oc-115
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H.0. AHD SPECIFICS CONTIKUED

ADDITIONAL ASSOCIATE INFORMATIOX

ASSOCIATE: DOX: ASSOCIATE RELATIONSHIP .

ASSOCIATE: DOB: ASSOCIATE RELATIONSHIP

ASSOCIATE: DOB: ASSQCIATE RELATIOHSHIP
ASSQCIATE: DOB: ASSOCIATE RELATIORSHIP'

LAW ENFORCEMENT AGENCY:

INVESTIGATOR NAME:

DISSEMINATION

HAILING ADDRESS:
DEPARTMERT OF JUSTLCE

FRAUD UNIT
4949 BROADWAY
B.0. BOX 903357
SACRAMENTO, CA 94203-3570
(916)739-5746

TELEPHORE NUHBER:

INSTRUCTIONS: [ | RELEASE INFORMATION, [ ] RELEASE AGENCY HAME ONLY, [__| Do soT

BUREAU OF ORGANIZED CRIME AND CRIMINAL INTELLIGENCE

RELEASE
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Mr. BArRNARD. I am going to ask staff to see if it is possible to get
five people around that table. If it is, I think we would like to have
a panel of all of our Home Loan Bank Board witnesses. For the
next panel, I would like to call Mr. Charles Deardorff, Mr. William
Black. Mr. Black, I believe you have got Mr. James Lauer and
Mark Gabrellian with you. If we could have all of you gentlemen to
appear on that panel.

[Pause.]

Mr. BARNARD. The little ones get on the end, and the big ones get
in the middle.

[Pause.]

Mr. BARNARD. Well, I appreciate your cooperation in this. I think
this will expedite the hearing a little bit.

QOur first witness this morning on this panel will be Mr. Charles
A. Deardorff. Mr. Deardorff is Deputy Director, Supervision, of the
Federal Home Loan Bank in San Francisco, I will ask—Mr. Dear-
dorff, we will hear from you at this time, and then I will introduce
the rest of the panel, and then our questions will be consolidated.
Thank you, sir.

STATEMENT OF CHARLES A. DEARDORFF, DEPUTY DIRECTOR,
SUPERVISION, FEDERAL HOME LOAN BANK, SAN FRANCISCO, CA

Mr. DEARDORFF. Thank you, Mr. Chairman.

Mr. Chairman, members of the subcommittee, thank you for this
opportunity to provide testimony on misconduct of S&L insiders in
real estate appraisals in the California thrift industry.

For the subcommittee’s information, I have been a supervisory
agent for the Federal Home Loan Bank Board since September
1983 with day-to-day supervisory responsibilities for the 240 savings
and loan institutions in the 11th district, which includes Arizona,
California, and Nevada. On March 1, 1987, I became Deputy Direc-
tor of the Agency Group in charge of the Special Surveillance Sec-
tion consisting of problem institutions in the 11th district.

I will draw on these experiences in providing testimony and in
answering the subcommittee's questions.

The Agency Group of the Federal Home Loan Bank in San Fran-
cisco, headed by the principal supervisory agent, is FSLIC’s desig-
nated agent for the purpose of examining, monitoring, supervising
federally insured and federally chartered, State-chartered savings
institutions in the 11th district. Employees of the Agency Group
are responsible for front-line examination and performance of regu-
latory functions on behalf of FSLIC and the Federal Home Loan
Bank Board. Through onsite inspections and computer-assisted re-
views of thrifts’ financial data, the staff reviews the financial
safety and soundness of insured institutions and attempts to identi-
fy those thrifts posing a potential risk to the FSLIC fund.

With respect to suspected criminal misconduct of insiders—direc-
tors, officers, shareholders, or affiliated companies of an institu-
tion—or outsiders who receive preferential or advantageous treat-
ment from an astitution due to their business or personal relation-
ships with insiders, it is the responsibility of the Agency Group,
California Department of Savings and Loan, and the institution to
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try to detect such misconduct and to ensure that referrals to the
criminal enforcement agencies are promptly made.

The nature, extent, and consequences of misconduct by insiders,
borrowers, and appraisers in the thrift industry in California over
the past several years has been extensive, costing the sharehold-
ers—FSLIC principall"—and other creditors hundreds of millions
of dollars. In a review of 35 failed or failing institutions since year-
end 1984, insider misconduct was noted to some extent in 27 insti-
tutions, or in 77 percent of the sample. Unfortunately, this percent-
age is only marginally above the national average.

Clearly, the criminal law process is not effectively deterring such
abuse in California, or nationwide. Based upon our experience, two
things are certain: First, the recognized examples of misconduct in
California thrift institutions have increased in recent years; and
second, the consequence of such abusive practices have harmed the
affected institutions and the Federal Savings and Loan Insurance
Corporation, and contributed to the failures of many of those in-
sured institutions. Moreover, this misconduct is not limited to in-
siders, borrowers, and appraisers, but also encompasses lawyers, ac-
countants, consultants, and other persons involved in the affairs of
FSLIC-insured institutions. Misconduct in the thrift industry
ranges from minor teller defalcations to sophisticated and intricate
schemes, often involving numerous transactions and interrelated
parties which materially benefit insiders and their associates at the
expense of the insured institutions.

Certain of these types of misconduct are evidenced over and over
again in problem institutions. Typically, misconduct includes:

(1) Misapplication of funds through the payment of exorbitant
personal expenses totally unrelated to the institution’s business;

(2) Inordinately large loan concentrations to insiders or affiliated
companies, granted with little or no underwriting and/or in viola-
tion of the limitations on loans to one borrower;

(3) Purchase or lease of assets from affiliates at inflated prices or
provision of services by affiliates at inflated costs;

(4) Land flips, whereby the value of land is artiﬁcially inflated
through multiple sales to persons not dealing at arm’s length, re-
sulting in an acquisition or financing of that land by the 1nst1tut10n
above the actual fair market value;

(6) Embezzlement;

(6) Extension of credit by an institution in exchange for payment
of personal fees to an ingider;

(7) Fraudulent eppraisals greatly overvaluing real property, re-
sulting in the extension of funds by institutions in excess of the
market value and of the land offered as collateral;

(8) Inaccurate audited financial reports resulting in misrepresen-
tation of an institution’s financial condition; and

(9) False information submitted by borrowers resulting in an ex-
tension of imprudent loans.

As previously noted, the extent of mlsconduct by persons partici-
pafing in the affairs of an institution ranges {rom the single isolat-
ed incident with minimal adverse effect on an institution, or as it
too often happens, to an overall pervasive pattern of self- dealing,
which results in causing the failure of an institution.
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However, insider misconduct is not limited to failed institutions
or institutions clearly operating in an unsafe and unsound condi-
tion. Rather, many institutions having a superficially healthy ap-
pearance, upon examination, reveal insider transactions, often
masked by poor documentation and inaccurate appraisals. A recur-
ring characteristic of the institutions evidencing some type of mis-
conduct is that, in some part, the institutions are owned by one in-
dividual, or a few individuals, and have passive management and
board of directors. Additionally, these institutions, as compared to
the total population of institutions regulated in this district, are
the most uncooperative during an examination process.

Institutions engaged in the worst insider abuse often cause cata-
strophic failures to the FSLIC by growing extremely rapidly and
investing in highly risky assets, particularly acquisition, develop-
ment, and construction loans, and direct investments. Such invest-
ments have proved a far more fertile area for fraud than mortgage
loans. Rapid growth ai.ows for more generous rewards to abusive
insiders.

The FSLIC, shareholders, savings account holders, and creditors
all suffer because of misconduct committed by persons participat-
ing in the affairs of insured institutions. Too often, such conduct
results in the failure of the affected institutions. And, in cases
where other institutions participate in questionable loans originat-
ed by a failed institution, these participants may be as drastically
affected as the failed institution.

Finally, the consequences of misconduct, which has occurred
through the thrift system, and not just in California, affects even
the well-run, healthy institutions because of the resulting higher
FSLIC insurance premiums, higher cost of funds, and the negative
publicity. Such misconduct not only drains the insurance fund, but
also drains the personnel and other resources of the FSLIC. It is
essential to FSLIC’s survival that our abilities to fight insider
abuse and fraud be enhanced, not drastically curtailed.

The Bank Board and the Agency Group in San Francisco have
taken positive steps to address the growing number of incidents of
insider abuse. The Bank Board, among other items, has developed
various policies and procedures to work for the sharing of informa-
tion among various regulators. They have developed a systemwide
data base for detection of movement of individuals subject to en-
forcement and/or criminal activities; spun out the examination’s
functions to the district banks to provide for increased examination
staff. They have directed FSLIC to file civil suits against individ-
uals whose abusive conduct or criminal activities have contributed
to the failure of insured instii ations, and resulted in FSLIC loss.
And they have directed district banks to use aggressive enforce-
ment action to curb and punish abusive behavior.

The Agency Group in San Francisco has also worked in this area,
by dramatically increasing its examination and supervisory staffs
including technical specialists, and the bank has significantly in-
creased the size of its legal department; restructured the Agency
Group to provide for specialization and identification of high-risk
institutiens, and increased flow of information within the Agency
Group in a more timely and proactive supervisory approach.
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Jointly with the bank’s legal department, the bank has estab-
lished a criminal referral task force with the involvement and par-
ticipation of the California Department of Savings and Loan in
order to improve staff training, information systems, communica-
tion, and to provide for the timely detection in reporting criminal
activity.

It is our hope that these measures will be responsive to the wide-
spread egregious, abusive behavior of insiders and to the criminal
activity prevalent in the California thrift industry.

Thank you for the opportunity to address the subcommittee,

[Mr. Deardorff’s prepared statement follows:]
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Mr. Chairman, members of Subcommittee, thank you for this opportunity to
provide testimony. Your invitation requests that I address specific
questions regarding problems in the California thrift industry. I note
that some of the questions addressed to me have also been addressed to
William K. Black, Deputy Director, FSLIC, who is also providing both
written and oral testimony to the Subcommittee. I have formatted my
testimony in response to those questions, setting out the inquiry, then

providing my answer,

A. Profile of California Thrift Industry and Federal Home Loan Bank of

San Francisco.

1.a. Please set forth the number of (i) federally-chartered thrifts and (ii)
state-chartered/FSLIC-insured thrifts currently operating in California.
Of these, what number are in conservatorship and what number are

otherwise in problem status?

As of March 31, 1987, there were 70 federally-chartered
and 144 state-chartered thrifts operating in the state
of California. Of these, 39 institutions are currently
considered as "Significant Supervisory Cases." The
Significant Supervisory Cases include 17 institutions
in the Federal Home Loan Bank Board's (FHLBB)

Management Consignment Program (MGP).
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The MCP was established in April 1985, as an interim
step in the permanent resolution of failing
institutions. In general, the MCP is designed: (1) to
enable the FHLBB and the FSLIC to replace deficient
management and directors; (2) to stabilize the
institution's operations, once control is established;
(3) to evaluate assets, as well as the risk posed by
such assets to the FSLIC; and (4) to facilitate the
development of alternative resolutions to cases.
Institutions are placed into the MCP either through the
appointment of a conservator or & receiver by the
FHLBB. . In the case of conservatorships, the FHLBB has
appointed the FSLIC as conservator, which, with the
support of an advisory management team, an advisory
board of directors, and fee counsel, directs the
institution's operations. In the case of
recelverships, the FHLBB has appointed the FSLIC as
receiver, which has transferred the failed
institution's assets and liabilities to a
newly-chartered federal mutual institution (hereafter,
a '"pass-through" institution). The boards and
managements of these federal mutual institutions are
selected by and operate under the supervision of the

FSLIC.

At present, conservatorships account for 6 of the
17 MCP institutions and the balance are pass-through
institutions. All  of the 6 dinstitutions in

conservatorship are state-chartered, of the
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11 pass~through dinstitutions, 10 were created as the
result of the FHLBB's appointment of receivers for
state-chartered institutions and one resulted from the

receivership of a federally-chartered institution.

In addition to the 17 MGP institutions, there are
22 other California thrift institutions that may be
categorized as Significant Supervisory Cases. Of these
22 institutions, 19 are state-chartered, while 3 have

federal charters,

b. For associations in conservatorship or otherwise in problem

status, please estimate their aggregate monthly loss.

The aggregate monthly net operating loss for
institutions in receivership, conservatorship, or
otherwise a Significant Supervisory Case is
$53 million. This number is derived from the current
period net operating income for the quarter ending
March 31, 1987, for ‘the 39 such institutions in

existence as of May 30, 1987.

2. Beginning with the receivership for San Marino S&L on
February 3, 1984:

a. List each state-chartered and, separately, each

federally-chartered thrift institution that has been placed into
receivership or conservatorship; provide the date of the action;

and provide the most recent estimate of the FSLIC losses for each of
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these institutions.

1/ The type of action taken by the FHLBB is

Pursuant to conversation with the subcommittee's staff,
we are providing the aggregate estimate of FSLIC loss
for these institutions. The latest estimate of FSLIC's
aggregate losses is §$5.6 billion. . Of these losses,
96.1 percent are from iInstitutions that were

state-chartered when they failed.

State-chartered Type of

Thrift Action_1/ Date of Action_2/
San Marino S&LA c 2/3/84
San Marino, CA R 12/6/84
Western Community SB R 3/8/85
Walnut Creek, CA
Beverly Hills S&LA R 4/23/85
Mission Viejo, CA
Bell S&LA R 7/25/85
San Mateo, CA
Butterfield S&LA R 8/7/85
Santa 4na, CA
Centennial S&LA R 8/20/85
Santa Rosa, CA R 4724787
Presidio S&LA R 8/28/85
Porterville, CA R 8/8/86
Golden Pacific S&LA R 9/27/85
Windsor, CA
Farmers SB R 10/11/85
Davis, CA

Tconservatorship) or "R" (recejvership),

_2/ Where

designated as either

"c”

two dates are shown, the institution was originally placed into
conservatorship or a pass-through receivership, on the first indicated date, and
subsequently was liquidated on the second indicated date.
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Manhattan Beach S&LA [ 1/9/86
Manhattan Beach, CA

Mt. Whitney S&LA c 2/12/86
Visalia, CA

American Diversified SB c 2/14/86
Costa Mesa, CA

Westwood S&LA c 3/27/86
Los Angeles, CA

United Bank, SSB R 3/28/86
San Francisco, CA

Columbus S&LA G 4/14/86
San Rafael, CA

Gateway SB c 4/14/86
Oakland, CA

Consolidated SB C 5/22/86
Irvine, CA R 8/29/86
Seapointe S&LA R 5/30/86
Carlsbad, CA

Atlas S&LA R 7/14/86
San Francisco, CA

Sun S&LA R 7/18/86
San Diego, CA

Ramona S&LA R 9/12/86
Orange, CA

Cal America S&LA R 9/19/86

! Walnut Creek, CA

Unified SB R 10/10/86
Northridge, CA

North America S&LA R 1/23/87
Santa Ana, CA

South Bay S&LA R 3/6/87
Newport Beach, CA

Perpetual SB R 3/18/87
Santa Ana, CA

Equitable S&LA R 3/27/817
San Mateo, CA

Tahoe S&LA R 4/3/87
South Lake Tahoe, CA
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Central S&LA R 4/10/87
San Diego, CA

Federally-chartered Type of
Thrift Action Date of Action
First Federal S&LA C 6/29/84

Redding, CA

Southern California FS&LA R 6/6/85
Beverly Hills, GCA

b. For each such institution (i) indicate whether a FSLIC complaint
seeking restitution and/or other damages has been filed against any
insider or affiliated outsider of that institution; (ii) provide a brief
summary of the wrongful acts alleged; (iii) identify the parties
sued and their position with or relationship to the institution; and,
(iv) set forth the total amount of damages and penalties being

sought.

Please refer to the testimony submitted by William K.

Black.

3. Please describe briefly the functions and responsibilities of the
San Francisco Bank including the ‘detection and referral to the
appropriate law enforcement agencies, of evidence of criminal
misconduct by insiders and affiliated outsiders (a) while the
institution is open and (b) after it has been placed into

conservatorship or receivership.

The Agency Group of the Federal Home Loan Bank of San
Francisco (Bank), headed by the Principal Supervisory

Agent, is the FSLIC's designated agent for purpose of
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examining, monitoring, and supervising
federally-chartered and FSLIC-insured, state-chartered
savings institutions in the Eleventh District, which
includes California, Arizona, &nd Nevada. In  this
role, employees of the Agency Group are responsible for
"front-line" examination and performance of regulatory
funetions on behalf of the FSLIC and the FHLBB. Through
on-site inspections and computer-assisted reviews of
thrifts' financial data, the staff reviews the
financial safety and soundness of insured institutions
and attempts to identify those thrifts posing a
potential risk to the FSLIC fund. Agency Group
examiners also review insured institutions' compliance
with applicable federal laws and FHLBB regulations, and
the supervisory staff help prescribe and ensure that
appropriate corrective actions are carried out, as

required, for individual troubled thrifts.

With respect to. suspected criminal misconduct of
insiders (directors, officers, shareholders, or
affiliated companies of an institution) or outsiders
who receive preferential or advantageous treatment from
an institution due to their business or personal
relationships with insiders, it is the responsibility
of the Agency Group, California Department of Savings
and Loan (CDSL), and the institution to try to detect
such misconduct and to ensure that referrals to the
criminal enforcement agencles are promptly made.

However, in the case of pervasive insider or affiliated
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outsider criminal activity, the Agency Group knows that
the institution will not make criminal referrals while
such insiders remain in control of the institution.
Rather, in those instances, the Agency Group considers
itself primarily responsible for notifying the
enforcement agencies as soon 8s possible upon discovery
of such conduct, whether such discovery is made onsite
by the examiners or offsite by analysts, in their
review of .documents, reports, or applications. By
removing 1insiders engaged in the abuse of their
institutions, future losses can be avoided and the new
management can assist the Agency Group in making
effective criminal referrals. This resporisibility
continues, whether an institution is being
independently operated or has been placed into
conservatorship or receivership. The Agency Group also
coordinates with various departments of the FHLBB,
including the Office of Enforcement and the Office of
General Counsel, and with FSLIC fee counsel in the case
of receiverships and conservatorships, in the
preparation of criminal referrals. The Agency Group
also works with the (CDSL), as appropriate, in
developing referrals regarding state-chartered

institutions.

The Agency Group is now creating a central coordination
unit for oversight of all criminal referral activity,
whether initiated by the Agency Group, the CDSL, or by

the institution. The purpose of this unit is to ensure
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the quality of referrals and to monitor ongoing
communications with investigative and prosecutorial
agencies, the FHLBB, and state authorities regarding
those = referrals. It will also  serve as the
record~keeping section for the Agency Group in

connection with all referrals.

The FHLBB regulation governing criminal referrals is
found at 12 CFR Section 563.18(d). FHLBB Form No. 366
is the document by which referrals are made either by
the institution or by the Agency Group. If the referral
is completed by the institution, a copy must be sent to
the FBI, the United States Attorney's Office, and the
Agency Group, which forwards a copy to the FHLBB's
Office of Enforcement. If it is completed by the Agency
Group, it is responsible . for making the same

distribution of referrals.

The Agency Group is also responsible for providing

ongoiﬂg information and cooperation to the law

enforcement authorities to the extent permitted by law.

B. Nature,

Extent, and Consequences of Misconduct in California

Thrift Industry:

4,a. Please provide an overview of the nature, extent and

consequences of misconduct by insiders, by borrowers, and by

appraisers in the thrift industry in California over the past several
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years. Has the misconduct in the California thrift industry been
worse than or about the same as misconduct in the Home Loan Banks

of other Districts?

The nature, extent, and consequences of misconduct by
insiders, borrowers, and appraisers in the thrift

industry in California over the past several years has

been extensive, «costing the shareholders, FSLIC
(principally), and other creditors hundreds of millions
of dollars. In a review of 35 failed or failing

institutions since yesrend 1984, insider misconduct was
noted to some extent in 27 institutions, or in 77
percent of the sample. Unfortunately, this percentage
is only marginally above the national average (See the
statement of William K. Black.)}. Clearly, the criminal
law process is not effectively deterring such abuse in
California, or nationwide. Based upon our experience,
two things are certain. First, the recognized examples
of misconduct in California thrift institutions have

increased in - recent years, and, second, the

consequences of such abusive practices have harmed the
affected institutions and the FSLIC, and contributed to
the failures of many of those insured institutions.
Moreover, this misconduct is not limited to insiders,
borrowers, and appraisers, but also encompasses
lawyers, accountants, consultants, and other persons

involved in the affairs of FSLIC-insured institutions.

Misconduct 4in the thrift dindustry ranges from minor
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teller defalcations to sophisticated and intricate
schemes, often involving numerous transactions and
inter-related parties, which materially benefit
insiders and theilr associates at the expense of the
insured institution, Certain of these types of
misconduct are evidenced over and over again in problem
institutions. Typically, misconduct includes:
(1) misapplication of funds through the payment of
exorbitant personal expenses totally unrelated to the

institution's business; (2) inordinately large loan

concentrations to insiders or affiliated companies,

granted with 1little or no underwriting and/or in
violation of the limitations on loans to one borrower

set forth at 12 CFR Section 563.9-3; (3) purchase or

§ lease of assets from affiljates at inflated prices or
provision of services by affiliates at inflated casts;
(4) "land f£lips," whereby the value of land is
artificially inflated through multiple sales to persons
not dealing at arms-length (resulting in acquisition or
financing of the land by institutions above the actual
fair market value); (5) embezzlement; (6) extension of
credit by an institution in exchange for payment of
personal fees to an insider; (7) fraudulent appraisals
greatly overvaluing real property (resulting in the
extension of funds by dnstitutions in excess of the
market value of the land offered as collateral);
(B) inaccurate audited financial reports resulting in
the misrepresentation of aen institution's .financial

condition; and (9) false information submitted by
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borrowers resulting in the extension of imprudent

loans.

Examples of misconduct in the thrift industry are not
hard to come by. For instance, listed below are just a
few samples of the cases involving misconduct at
insured institutions discovered in this District in

recent years.

(1) In one instance, an institution claimed to
have received payment by check in the amount of
$23.0 million on a delinquent loan on the last
day of the quarter. The institution made its
independent auditors aware of this payment, which
was then included in its financial statements
without the auditors having verified the
existence of funds, Three days later the check
was returned due to insufficient funds, thereby
rendering the institution's certified financial
statements grossly inaccurate. Additionally, the
institution never made the proper adjustments to
their books until requested to do so by the

regulators.

(2) An institution, which 1is now in
receivership, made & $16.5 million loan to its
sole shareholder, secured by a 157-acre parcel of
raw land that was used as a toxic waste dump, The

property was purportedly '"donated" to the
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institution by the sole sharehé]der. The
"donation" was accomplished through a highly
questionable Trust Agreement used by the
institution to assert that it had a "beneficial
interest”" in the property, even though a
corporation and partnership controlled by the
sole shareholder and his business associates
retained their interest in the property. A legal
opinion issued by the dinstitution's General
Counsel supported ‘the propriety of the
transaction. At least $2.0 million of the loan
proceeds directly benefited the insiders. As
further documentary support for the 'economic'
merits of this donation, an appraisal was
submitted showing the market value to be §117.0
million. A later appraisal revealed the actual
market value to be $6.2 million. The receiver
has chosen not to foreclose on this loan due to
the unknown 1liability of owning a toxic waste
dump. The loss on the transaction is estimated

to total in excess of $10.0 million.

(3) In yet another dinstance, a third party
agreed to purchase from an insolvent institution
a large nonearning asset for $30.d million. .The
asset, which had an appraised value of only
$10.2 million, had been purchased two years
earlier for §14.7 million from a company formerly

owned, in part, by the institution's chairman of
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the board. Subsequent to the receivership action
by the FSLIC, a forged appraisal valuing the
property at $70.0 million was discovered, as well
as an agreement requiring the imstitution to
repurchase the property three years later for
$40.0 million. The CDSL recently reappraised the
property at $2.5 million. The conservatorship
action by the CDSL and subsequent receivership
action by the FSLIC precluded this transaction
from being consummated, preventing a substantial

loss to the institution.

(4) In one instance of borrower misconduct, a
borrower grossly misstated his financial
condition and omitted material facts. such as
existing loans, previous defaults, and
bankruptcies, on a loan application. The
extension of credit based on misrepresentations
by this borrower, who later defaulted on the
loan, severely impacted the association's capital

position.

(5) In an example of insider abuse in a holding
company-controlled institution, = the holding
company contrived, with the aid of various
misstatements, - including a legal opinion,
representations, and warranties, to exchange
essentially valueless holding company assets for

cash from the controlled institution, with the
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resulting loss to the institution aggregating
more than $13.0 million dollars and contributing

to the institution's failure.

(6) In connection with a change 1n control
application, three potential acquirors of an
institution made misrepresentations to the FHLBB
during the application process. These
misrepresentations involved: (1) the manner in
which the acquisition would be financed - the
acquirors claimed they had extensive personal
resources to infuse into the institution - the
acquirors actually borrowed all the money to
acquire the institution and secured the
borrowings by pledging stock of a shell holding
company formed to acquire the institution; (2)

the extent of capital to be contributed to the
institution - the acquirors proposed a §$2.4
million contribution = to  the  institution
consisting of four completed and leased apartment
buildings - only one apartment building was
contributed (this building was subsequently sold
by the institution at no gain); .(3) the
willingness of the acquirors to comply with an
Operating Plan approved by the Supervisory Agent
~ in fact, the acquirors materially deviated
from the plan they agreed to abide by; and (4) a
service corporation that was to invest in

multi-family properties and rehabilitate them for
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resale - no plans for "flip" transactions were
disclosed - however, the service corporation was
involved in at least eight flip transactions,
financed largely by the institution, resulting in

material losses to the institution.

(7) Appraisal sbuse is typified in the example
where an appraiser valued 123 acres of land in
California at $69.4 million, ignoring 3 sales of
the subject property that occurred 10 days prior.
The first sale of the property was for about
$30.0 million less than the appraised value, The
insured institution that purchased the property
in early 1984 was placed In conservatorship
within days after the purchase. After 3 years,
FSLIC was able to sell this property for
$37.0 million, with the probable loss to FSLIC in

excess of §30.0 million.

(8) In one instance, in an attempt to bolster the
institution’s net worth, the two owners of a
savings and loan holding company structured a
series of transactions with major borrowers in
which d1institution cash was contributed to a
number of joint ventures (made up of major
borrowers and the dinstitution) and then
subsequent 'y loaned by the joint venturers to the
same major borrowers/joint venture partners

(collateralized by overvalued real estate). The
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borrowed money was then invested by the major
borrowers/joint venture partners in the stock of
the holding company that owned the insured

institution. The hclding company ultimately

reinvested the money 1in the stock of the

institution. In effect, the institution financed

b
:
;
]
¢

its own "capital infusion," which was purported

to increase its net worth.

As previously noted, the extent of misconduct by
persons participating in the affairs of an institution
ranges from the single isolated incident with minimal
adverse impact on an insured institution, or, as it too
often happens, to an overall pervasive pattern of

self-dealing, which results in causing the failure of

; an institution. However, insider misconduct is not
limited to failed institutions or institutions clearly

operating in an unsafe and unsound condition, Rather,

many institutions having a superficially healthy
appearance, upon examination, reveal insider
transactions, often masked by poor documentation, and
inaccurate appraisals. A recurring characteristic of
the institutions evidencing some type of misconduct is
that, in large part, the institutions are owned by one
! individual or a few individuals and have a passive

management and board of directors. Additionally, these

institutions, as compared to the total population of
institutions regulated in this District, are the most

[ uncooperative during the examination process.
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Institutions engaged in the worst insider abuse often
cause catastrophic failures to the FSLIC by growing
extremely rapidly and investing in highly risky assets,
particularly acquisition, development, and
construction (ADC) loans and direct investments. Such
investments have proved a far more fertile area for
fraud than mortgage loans. Rapid growth allows for

more generous rewards to abusive insiders.

The FSLIC, shareholders, savings account holders, and
creditors all suffer because of misconduct committed by
persons participating in the affairs of insured
institutions. Too often such conduct results in the
failure of the affected institutions. And, in cases
where other institutions participate in questionable
loans originated by & failed institution, these
participants may be as drastically affected as the
failed dinstitution. Finally, the consequences - of
misconduct, which has occurred throughout the thrift
system, and not just in California, affects even the
well  run' and healthy institutions because of the
resulting higher FSLIC insurance premiums, higher cost
of funds, and negative publicity. Such misconduct rot
only drains the insurance fund, but also drains the
personnel and other resources of the FSLIC. It is
essential to FSLIC's survival that our abilities to
fight dInsider abuse and fraud be - enhanced, not

drastically curtailed.
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b. For all the institutions listed in response to question "2" above,
please state the aggregate number of criminal referrals made by the
San Francisco Bank to criminal law enforcement agencies. Are

additional referrals anticipated and, if so, how many are likely?

For the institutions listed in response to question two

above, the Bank has made criminal referrals on 22
individuals previously involved in some manner in the

! affairs of the subject institutions. This figure

includes 6 referrals made by the FHLBB's Office of

i Enforcement, In addition, anotler 2 referrals have

been made by  MCP management teams upon the
recommendation of this Bank. Further, to the extent

permitted by law, the Agency Group has provided

P
;
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information to the FBI and the grand juries in their
investigation of open cases, including an investigation
of criminal activity at 4 inter-related institutionms,
which, although no formal criminal referrals were made
before the investigation began, to date, has resulted
in guilty pleas by 5 individuals.

: This Bank continually assesses the need for additional
‘ criminal referrals based upon information discovered by
FSLIC fee counsel and MCP management teams as they
identify wrongdoing on  the part of individuals
previously dinvolved at the dinstitution. In this

regard, we anticipate the possibility of making an

additional 50 criminal referrals on individuals

previously involved in some menner in the affairs of
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the institutions listed in response to question "2."

c. The subcommittee's investigations of financial institution failures
and the misconduct issue, strongly suggest that insiders and
affiliated outsiders who are involved in abusive behavior or criminal
misconduct in one fedzrally insured institution are frequently
involved, at the same or at a subsequent time, in similar conduct at
other federally insured financial institutions. Please comment on
this observation and describe in detail, systems and arrangements
presently in place or planned for the sharing of information on the
identities of thrift institution insiders and affiliated outsiders who
are the subjects of civil or criminal enforcement actions (a) among
the 12 district Federal Home Loan Banks; (b) between the district
banks and the Federal Home Loan Bank Board/FSLIC in Washington;
and (c) between the Home Loan Bank of San Francisco and the
California Department of Savings and Loan. If such exchanges of
information are accomplished only on an informal basis, has this
been sufficient to deter the movement of dishonest insiders and
outsiders from institution to institution? What reforms are

necessary in this area?

Certain individuals involved in misconduct or abusive
behavior at a federally-insured institution sometimes
do circulate to other federally-insured institutions.
Procedures have been iImplemented to allow for the
exéhange of supervisory information between the Bank,
the FHLBB, CDSL, and the other federal financial
institution regulators, to permit the more effective

assessment of potentially troublesome situations and to

76-791 0 -~ B7 - 5
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coordinate supervisory actions, if necessary.

The FHLBB recently initiated a Confidential Individual
Information System ("CIIS") pursuant to the Privacy Act
of 1974. CIIS is a computerized system that contains

summaries of enforcement actions against individuals,

crimingl referrals or referrals to professional
! organizations naming individuals, applications for
FSLIC dinsurance or for federal charters, change in

control notices filed, and significant business between

an  insured dinstitution and an individual. This
information is accessed by the name of the individual

involved in such matters.

The CIIS system was designed to assist the Federal Home

Loan Banks and the FHLBB in carrying out examination,
supervisory, and enforcement responsibilities, in
preparing criminal referrals or recommendations for
enforcement action, and in reviewing applications.
: Instructions and training on the system have been
; provided to key Bank and FHLBB personnel. The data
currently in the CIIS system have been provided by the
FHLBB offices, the Federal Home Loan Banks, and some
information from Federal Reserve Board, Office of the

Comptroller of the Currency, and Federal Deposit

Insurance Corporation. Once the CIIS system's
data-base is loaded, it will be a valuable tool for

; spocting multi-institution problems.
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FHLBB Memorandum SP-40, dated May 23, 1984, provides
for the exchange of information between the FHLBB and
other financial institution regulators in three areas:
enforcement  activities, transfers of sub-quality

assets, and change in control actions.

FHLBB Memorandum SP 42, dated May 29, 1984, establishes
procedures for inter-agency notification of enforcement
action. For Supervisory Agreements, the following
information would be gathered: (1) name and location
of the institution; (2) institution personnel involved
in agreement; (3) whether such persons are personally
involved in the wrongdoing from which the supervisory
agreement stemmed or whether they are mere signatories
to the agreement; and (4) brief description of the

infraction and the corrective action,

Copies of such information are to be forwarded from the
District Bank to the: (1) state savings and loan
supervisor, if a state-chartered institution is
involved; (2) regional offices of the OCC, FRB, and the
FDIC if the wrongdoing is known or suspected to be in
some way connected to any of the institutions that the
banking agencies regulate; (3) éppropriate FHLBB
Assistant Director for Regional Operations in
Washington, D.C. office; and (4) Office of Enforcement,
FHLBB.

The exchange of information with regard to orders to
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cease and desist and other enforcement proceedings is
the responsibility of the Office of Enforcement, and
the FHLBB. The Office of Enforcement provides each of
the banking agencies with a letter noting the
nforcement action taken and the thrift institution

against which it is initiated.

The agencies agreed on a policy to exchange the
information discussed in SP 42 on October 2, 1984. It
was determined that an agreement would be completed and
signed before initiating the exchange of regulatory or
supervisory information relating to sub-quality assets,
change-in-control applications, enforcement actions,
and criminal referrals. The agreement provides that
the agencies recognize the privileged nature of the
information and will maintain the confidentiality of
the information. Yet another means of coordination in
the process of obtaining Supervisory Agreements from
state-chartered institutions is the FHLBB's standard
policy of asking the state regulator to also sign the
Supervisory Agreement. Additionally, frequent
discussions are held with state regulators on the
status of problem state-chartered institutions and any

proposed enforcement action.

While the above-mentioned procedures assist in
preventing the movement of certain individuals subject
to criminal or administrative sanctions from  one

institution to another, the procedures do not address
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the broader spectrum of persons participating in the
affairs of an insured institution, such as appraisers,
consultants, accountants, and borrowers. The
procedures also do not cover persons who have engaged
in misconduct, but are not yet subject to criminal or
! administrative sanctions. And, as a final matter, even

with procedures in place, it 4is often difficult to

track insiders subject to previous enforcement action,
when such individuals use aliasses or engage in other

schemes to deceive the regulators.

Examples of the movement within the dindustry of
: insiders and affiliated outsiders involved in abusive
or criminal misconduct in more than one

federally-insured institution follow:

i (1) One individual owned two FSLIC-insured

institutions, one in California and another ir a

neighboring state. Unsafe and unsound practices,

including insider abuse, were identified- by the
Agency Group and CDSL 4n the California

institution. The Agency Group shared this

information with the Federal Home Loan Bank with
@ supervisory jurisdiction -over the second
institution (Sister Bank). Based on this sharing
of information, the second institution's
operations wyere reviewed, similar insider abuse

and unsafe and unsound practices were noted, and

both dinstitutions were eventually plsaced into
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conservatorships.

(2) One individual was & major borrower at a
now-failed Californis institution. The loan
transactions engaged in between the borrower and
the institution resulted in material losses and
directly contributed to the ‘institution's
: failure. Prior to our knowledge of this, the
borrower acquired a controlling interest in a new
California dinstitution. Subsequent to this
purchase, and shortly after assuming control of

the new instjitution, similar lending practices

and relationships with the owner were discovered,
resulting in loss to the institution, the removal
and prohibition of the owner, and the eventual

failure of the institution.

(3) One individual left the employment, a number
of years ago, of a now-failed institution.
Functioning as Chief Lending Officer, his
l activities were not thought to have been a factor
in the institution's eventual failure. This
individual assumed the president's
responsibilities at an out-of-state institution,
where he was involved in unsafe and unsound
¥ activities that led to its failure. He resigned
from that institution prior to failure and before
the FHLBB initiated administrative removal and

prohibition proceedings, Four months later, he
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resurfaced as the proposed Chief Lending Officer
in a then-troubled, now-failed institution in
California, Operating  under restrictions
requiring Supervisory Agent prior approval of
senior management, the dinstitution requested
approval of his appointment. Discussion by the
AgencyBroup with a Sister Bank and the FHLBB's'
Office of Enforcement led to the eventual removal

and prohibition of this individual.

(4) An individual was proposed as president of a
then-troubled, now-failed institution., Because
of his prior banking experience, thé Agency Group
obtained information as to his past performance
at his financial services employer, which
indicated that he demonstrated a disregard for
safety and soundness. The Bank contacted the
local FDIC office for further information and
received confirming information that, based upon
poor past performance and the near faillure of the
bank in which he worked, the individual was not
qualified to serve as 8 chief executive officer.
The FDIC's relevant, candid comments and
excellent cooperation assisted the Agency Group
in preventing the individual's employment in the
troubled institution.

(5) Another individual, an appraiser, while not

an insider or affiliated outsider, is worthy of
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mention. This appraiser has appeared in three
failed California iInstitutions. Within =a
two-year period of time, the individual performed
3 faulty and highly optimistic appraisals, each
of which facilitated an unsafe and unsound

investment, which contributed to the failure of

each of the 3 California institutions. This
individual remains an active appraiser with his
professional designation as MAI (Member of the
American Institute), despite 3 referrals (2 from
the Agency Group) to the American Institute of
: Real Estate  Appraisers. To date, and to our
knowledge, there have been no published actions

regarding these referrals.

In order to deter the movement of dishonest insiders
and outsiders from institution to institution, certain
reforms are necessary, including: (1) & dramatic

i increase in criminal investigations, prosecutions,

convictions, and jail sentences; (2) improved
% communication between financial regulatory agenciles and
other federal agencies such as the FBI and Internal
Revenue Service  (IRS); (3) increased penalties and
de-licensing for dishonest appraisers, accountants,
consultants and other professionals; (4) broadened

definitions of those who can be removed and prohibited

from participating in the industry; (5) improved means
of limiting control of an institution by more than just

one or a few dominant shareholders; (6) means of
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insuring the appointment of independent and competent
directors’', and (7) ability to seek civil money
penalties for violations of law and regulation, similax
to the powers of other financial dinstitution

regulators.

C. Adeauacy of Criminal Justice Response to Financial Institution

Misconduct:

5. Please describe the specific policies and procedures of the San
Francisco Bank for monitoring the status and progress of Justice
Department/U.S. Attorney/FB| action on criminal referrals you
make. In this regard, who in the San Francisco Bank is directly
responsible for monitoring and advocating prospective action on -
such referrals? What specific recommendation, if any, do you have
for assuring that criminal referrals by the San Francisco Bank are

properly monitored?

Currently, two individuals, a Deputy General Counsel
and an Assistant Director and Supervisory Agent, have
responsibility for monitoring and advocating action on
criminal referrals, These two individuals, along with
13 other employees within the Agency Group of the Bank,
are part of a Criminal Referral Task Force ("Task
Force") that has been established to accomplish at

least four goals.

First, the Task Force i1s currently developing a

comprehensive program for training Agency Group staff,
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including Supervisory Agents, managers, examiners, and
analysts to detect and recognize criminal activity and
to prepare criminal referrals. This training will
provide an increased awareness among the employees of
their responsibility to take an active and continuing

interest in the actusl detection and referral of

criminal acts for prosecution.

: A second goal of the Task Force 1is to improve the

E
i
b

existing data base so that, at any point in time, we
will be able to determine the status of a case and to
document the extent of our monitoring efforts.
Ideally, this computerized information system, when
fully enhanced, will allow us to manage a referral from

detection to conviction.

A third goal of the Task Force is to establish and
maintain a 1iaison with various criminal law
; enforcement and other regulatory agencies, including
the United States Justice Department and the FBI, the
CDSL, the California Department of Real Estate, the
Nevada Gaming Commission, the IRS, and the United

States Customs Service.

Finally, it is an important goal of the Task Force to

i
b
§
|

identify and prepare timely referrals in all instances
where criminal  activity has been observed but

previously unreported.
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Specific activities undertaken to date include the
holding a training seminar in our offices in San
Francisco on criminal referrals. Instructors included
local employees of the United States Justice Department
and the FBI. Students in this first class included five
employees from the CDSL .and 30 Bank employees,
including Supervisory Agents, managers, examiners,

analysts, and attorneys of the Bank. Policies and

procedures are being developed by the Agency Group and
are expected to be finalized shortly. Further, the
Agency Group has recently reviewed the Investigative
é Units established at the Federal Home Loan Banks of
Chicago and of Dallas. We have established liaison
with the two District Banks, which seem to share
similar problems, including problem participation
loans, appraisal abuse, creative financing techniques,

: and volume of criminal activity.

Initial composition of the Criminal Referral Task Force
included Supervisory Agents and managers from each of
the functional 1line units within the Agency Group,
managers, accountants, and - appraisers from the
Technical Support Unit of the Agency Group, and
attorneys from the Legal Department of the Bank.
However, it is anticipated that the composition of this
Task Force will change in the near future into a more
permanent structure, 'staffed by employees with
specialized expertise needed to accomplish the goals of

the criminal referral program. The criminal referral
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unit will consult with experts such as accountants and
appraisers so that special attention can be brought to
bear on those individuals, employed by, or contracting
with, the institutions, who, at times give fraudulent
transactions the appearance of legitimacy. Concurrent
with our criminal referrals, we wiil also expend every
effort to ensure timely and effective referrals to
ethics committees and other professional disciplinary

bodies.

We believe that with these major efforts we have
remedied: many of the deficiencies that we have
identified within the criminal referral process, and
have taken great strides in establishing s program that
will be both timely and effective. Moreover, we
believe the program that we are creating will assure

that criminal misconduct will be properly dealt with,

6. Utilizing specific case studies as examples, please describe the
adequacy of the cooperation and responsiveness of federal criminal
law enforcement agencies when your depariment reports possibly
criminal misconduct in California thrifts. |f responsiveness and
cooperation have been unsatisfactory, please expiain why and set
forth your recommendations on how criminal enforcement agencies
could be made more responsive to crimes taking place in financial

institutions.

Federal criminal 1law enforcement agencies have

generally been cooperative and relatively responsive
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when the Bank's Agency Group has reported criminal
misconduct in California thrifts.l Of course, as might
be expected, there are some cases where the cooperation
between the Agency Group and those agencies resulted in
less than satisfactory results. However, as some of
the following case studies ‘demonstrate, with
improvements in the procedures of the Agency Group and
the law enforcement agencies, the criminal referral

process can be made more effective.

Institution A

A joint examination commenced in 1985 illustrates the
extent and nature of cooperation obtained with other
agencles, specifically the CDSL, the California
Attorney General's Office ("Attorney General'), and the
FBI. Working closely together, the federal and state
examiners discovered numerous instances of insider
abuse, which were substantiated through the use of
subpoenas authorized and issued by the CDSL. As the
circumstances became clearer and the facts accumulated,
it became evident that the Attorney General or the
United States Justice Department should become
involved. As the CDSL was the issuing authority for the
subpoenas, it was mutually decided that referrals
should be made to the Attorney General. An attorney
from the Attorney General's Office was cross-designated
as an Assistant United States Attorney and detailed to
work = the case  through the federal courts,

Investigative efforts were provided by the FBI. Thus



138

Barnard Committee
Page 33

far, prosecutorial efforts have resulted in the guilty
: pleas of the two principal stockholders of criminal

fraud. Each has been sentenced.

Except for the absence of a formal criminal referral,

the relstionship- of state and federal agencies working

together d4n this instance was ideal. Actions were

authorized and taken to investigate fully the matters

;
:
]

disclosed by the examination. Subpoenas issued by
California authorities allowed the examiners to obtain
escrow, appraisal, joan, and demand deposit
information, which was not available from the
institution's records. This more complete information
was used to convince the Attorney General of the
seriousness of the case and to justify the assignment

of an attorney to assist in prosecution. FBI agents

became involved through their investigation of the

affairs of another local institution, which

investigation indicated a linkage to Institution A

through lending activities of stockholders, certain

£
!
§
:
b

directors and officers, and common borrowers. With the
issuance of a grand jury subpoena, virtually all
essential information obtained by the examination
staffs was transferred to the FBI. Further, numerous

conferences were held with both of the FBI agents to

advance their understanding of the circumstances and
facts, and to assist them din understanding the

regulatory process.
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Institution B
On May 20, 1986, Bank staff made criminal referrals on
two individuals involved in this institution's

operations.

The suspected violation related to ‘the séle
shareholder's apparent systematic efforté, with the
assistance of other related parties, to misapply the
assets of the institution. Due to a lack of sufficient
detail  in the referral and the lack of follow-up
communication between the ' Agency OGroup and law
enforcement authorities, it is only recently that an
investigation ‘has commenced. I believe that the
deficiencies dillustrated by this referral will be
remedied under the coordination of the Criminal

Referral Task Force (see Section C.5.) -

Additional referrals on individuals in this institution

will soon be filed with the Department of Justice,

Institution C

Cooperation with the FBI in the investigation of the
affairs of this institution has, at least thus far,
produced less than satisfactory results. The FBI
became concerned with the institution with the
publication in a local newspaper of the difficultdes
being experienced by the chairman of the board/CEO in
attempting to effect a change of control through

utilization of the institution's ESOP, and the decisfon
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of the institution's auditors to disallow the structure

of the tramsaction. Upon presentation of subpoenas,

detailed information was provided to the grand jury via
its assigned TFBI Special Agent regarding various
insider transactions, including so~called
"dirt-for-stock" swap transactions, and insiders' abuse
of position, including the CEO's receipt of loan fees

and utilization of a helicopter.

In this instance, there was a lack of adequate feedback
from law enforcement officials as the investigation
progressed, as well as no results to date from the
investigation into what we believed to be a very gross

instance of insider abuse.

The FBI and the Department of  Justice need more
resources. They need a clear indication from Congress
of what degree of priority such insider abuses of
federally-insured financial institutions should
receive. They need local, regionel, and national task
forces that will allow the development of cadres of
experts in uncovering and prosecuting such often
sophisticated insider abuses. A national task force is
especially necessary because the same scams, and
sometimes the same participants, may be present in many
different jurisdictions. We also need to convince, or
direct by legislation, judges to impose significant
jail sentences on those found guilty of such abuses.

The ' FBI and the Department of Justice suffer. from
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terrible personnel restraints. Congress could act to

resolve ‘such "penny wise and pound foolish" limits.

7. What reforms in state law or federal law and procedures would
you recommend to make the criminal justice system more effective
with respect to financial institution insider and affiliated outsider
misconduct? For example, does the federal Right to Financial
Privacy Act impair the reasonable exercise of your responsibilities
to provide information to and assist criminal justice agencies in
investigating and prosecuting criminal misconduct? If so, how

would the Act be changed?

Please refer to the testimony submitted by William K.
Black.

8. a. Please set forth the specific policy of the San Francisco Bank
with respect to the question of who has lead or primary
responsibility for the detection and reporting of unsafe and
unsound practices and criminal misconduct by insiders and affiliated
outsiders - the thrift itself or the San Francisco Bank's supervisory
staff. That is, does the San Francisco Bank believe that the
financial institution itself and the Home Loan Bank share equal
responsibility (practical not legal) for the detection and referral of
such abusive behavior and misconduct? What is the San Francisco
Bank's. present "confidence level™ that thrifts themselves
aggressively identify and repcort misconduct by insiders and

affiliated outsiders? Are any policy changes necessery in this area?

The Bank's Agency Group and the institutions that it
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regulates have equal practical responsibility for the
detection and reporting of unsafe and unsound practices
and criminal wmisconduct of insiders and affiliated
outsiders. It 1is dimportant © to remeﬁber that
directorates and managements are closer to and more
completely aware of their respective institutions'
operations, including criminal misconduct. To the
extent that members of management and the directorate
are not participants in such criminal misconduct, it is
not unreasonable to expect them to detect and report
such activities. Indeed, this expectation is reflected
in the FHLBB's regulations (See 12 CFR. Section
563.18) and is consistent with concepts of fiduciary
duty.

Of course, in cases of pervasive misconduct by
controlling persons, it is not realistic to expect
insiders to report their own criminal misconduct, or
that of their associates, and the Agency Group does not
suggest that financial dinstitutions have equal
practical responsibility for doing so in these cases.
In fact, experience has shown that serious imsider
: abuse typically has not been reported by institutions

in such cases.

; The  Agency Group believes that it must detect and
attack this latter form of serious insider abuse where
it occurs, through the examination and supervision

process and criminal referrals, where appropriate, We
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intend to transmit a bulletin to the industry
describing our Criminal Referral Task Force and the
parallel responsibilities of the institutions to detect
and report insider sbuse and other criminal activities.
Additionally, we have already begun talking to industry
trade organizations about our concerns in this area and
our actions and plans to deal with them. Our ultimate
goal and greatest need are the timely detection,
investigation, and effective prosecution of insider
abuse and criminal activity. As a deterrent to such
future activity, we plan to pablicize any convictions

to the fullest extent possible,

b. How many criminal referrals invelving senior insiders or
affiliated outsiders have California thrifts made themselves in 1985
to date?

With the exception of institutions in the MCP or under
supervisory control, we are not aware of any criminal
referrals involving senior insiders or ‘affiliated
outsiders made by the Californis thrifts themselves
since 1985.

9, Please discuss.the Bank Board's responsibilities vis-a-vis FSLIC
and/or FSLIC fee counsel when a thrift has become insolvent. In
this regard, what are your views as to any real or perceived
conflicts between FSLIC's restitution function and its responsibility
to assist law enforcement agencies in the prosecution of criminal

misconduct? How should any such real or perceived conflicts be
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resolved?

Plezase see the testimony of William K. Black.

with the views he expresses there.

I agree
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Mr, Barnarp. Thank you, Mr. Deardorff. We are going to re-
serve questions until we have this entire panel testify.

The next one to testify is Mr. William K. Black. Mr. Black is
former Director, Litigation Division, Office of the General Counsel,
Federal Home Loan Bank Board. What do you do now, Mr. Black?

Mr. Brack. I am the Deputy Director of FSLIC; I am on detail
from the Federal Home Loan Bank of San Francisco, where I am
their general counsel.

Mr. BarnARD. I just wanted to get that into the record. I knew
what you were doing.

Mr. Black is accompanied by Mr. James Lauer and Mr. Mark
Gabrellian, attorneys with the Federal Savings and Loan Insurance
Corporation.

Well, Mr. Black, I see you have come well fortified this morning,
so we’ll hear from you at this particular time.

STATEMENT OF WILLIAM K. BLACK, DEPUTY DIRECTOR, FEDER.-
AL SAVINGS AND LOAN INSURANCE CORPORATION, FORMERLY
DIRECTOR, LITIGATION DIVISION, OFFICE OF GENERAL COUN-
SEL, FEDERAL HOME LOAN BANK BOARD, ACCOMPANIED BY
JAMES LAUER AND MARK GABRELLIAN, ATTORNEYS, LITIGA-
TION DIVISION, OGC FEDERAL HOME LOAN BANK BOARD

Mr. Brack. Thank you, Mr. Chairman, and distinguished mem-
bers of the subcommittee, for this opportunity to talk to you this
morning.

In addition to that collection of titles, I have in my former life
been a what we call fee counsel to the Federal Home Loan Bank
Board and a Department of Justice attorney. So, I cover a number
of the segments that your questions to me asked about.

I wanted to repeat again what we have seen as the value of past
hearings that this subcommittee has held. The Interagency Work-
ing Group, I believe, exists in large part due to the efforts of this
committee, and it has been of substantial benefit in improving co-
operation and the effectiveness of the criminal justice process.

Chairman Barnard’s opening statement, I think, accurately sum-
marized a number of the problems and issues facing us. Mr. Dear-
dorff’s statement has gone through a number of them, so I will do
it very briefly. ’

The insider abuse has occurred in most thrif failures, not simply
some, California is not unique in this. Indeed, it is representative of
those States that had broad and very liberal investment powers. As
the chairman noted in his opening statement, the issue of those
banking powers is relevant; what we have seen is a pattern, not in
all of these institutions, but in certainly far too many. And the pat-
tern was basically somewhere around 1982 to 1984, coming out of
the interest rate crisis. You got either a new S&L started, or you
got a change of control. And you often brought in a real estate de-
veloper. Here in California there was a law firm that went around
to all kinds of groups—real estate developers, and gave that pack-
age that is attached as an exhibit in my testimony, that encour-
aged people, the real estate developers to start a State-chartered
thrift because it was the perfect way, really, to mint money. And it
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even went to such levels as talking about financing the flips, refer-
ring to land flips, truly incredible things.

They went after the change of control into extremely rapid
growth. One of the color charts—I hope the top one in the package
you have shows some idea of the differential of the group of 29 in-
stitutions that are State chartered that you asked us about.

[The charts referred to follow:]
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Mr. Brack. You can see that in 1983, the average one of these 29
institutions grew more than 100 percent, more than doubled in 1
year. I mean, we are talking about truly phenomenal growth. You
can also see in 1985 and 1986 after the growth regulation went into
effect, that you started actually to get a decline in the size of these
institutions. Of course, a number of them also started entering re-
ceivership, and their assets declined for that reason as well.

In addition to the growth, they went into extremely different
asset portfolios in other institutions. The next chart, I think, that
you have in front of you, shows what happened in 1982, 1983, 1984,
et cetera, through 1986; and you will see that the percentage of
home loans they made declined steadily; the percentage of direct
investment and acquisition development and land loans—that’s
what the DI and the ADL stand for at the bottom of those bar
charts—increased dramatically; and then, with a lag, but very sig-
nificant, you can see what happened to the troubled loans.

And that REO stands for “Real Estate Owned,” and that basical-
ly means foreclosures; and slow loans—the loans delinquent 60
days or more. And you can see, it just kept on growing and growing
and growing.

Two other ways of looking at it are the last two charts, where we
put all the years together. Those are the charts with the lines, and
you can see the degree of difference. For example, in 1985, you are
talking about nearly 20 percent of the assets of this group of 29 in-
stitutions were in direct investment in ADL, two of the asset cate-
gories carrying the highest variability and risk, and that you are
talking on the national average, and, indeed, the California aver-
age in that same year, as about 5 percent.

Mr. BARNARD. What does ADL mean?

Mr. Brack. Acquisition, development, and land loan—it is very
much like an acquisition and development construction loan.

Let me just—are those types of loans immediately familiar? Be-
cause they are really amazing creatures. I could do it fairly briefly.

MraBARNARD. Yes, do that. I think that would be helpful for the
record.

Mr. Bracg, All right. The land loan simply means that you are
only buying the land typically and doing some of the initial clear-
ing. The ADC adds the C, the construction part, where you start
putting up the building where you have the land and you have
done some site improvements.

The typical bad ADC and ADL loan—and I am not saying that
all ADC and ADL loans are bad; I hope that's clear—but the typi-
cal bad one that we're suffering from, you financed 100 percent of
the loan. In other words, no money down for these folks; you fi-
nanced all their points and fees, and those points and fees were
typically very high because these were very risky loans, and they
would have to pay you, say, three to five points, in many cases, to
make these loans.

In addition, you did something, you created something called an
interest reserve. And that's a concept that has to be explained to
have its full import really understood. You create an obligation—
gay, it was a million-dollar loan with 10 percent interest, and say
that you had interest-only payments for the first few years, and
then a big balloon with the principal due. So, you really were
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making a loan of $1.2 miilion. Let’s say it was 10 percent interest.
You distributed, gave the real estate developer a million dollars;
you made him sign a note—we hope. Many of these didn't even
have obligations; they were personal. They had no personal guaran-
tee. But, say, you got the note for $1.2 million. The other $200,000
you kept in your S&I, and then every month you made a book-
keeping entry in which you credited an interest payment; and what
all of this together meant is this: You booked extracrdinary income
when you made these ADC and ADL loans, because you took up
front as income all the points and all the fees.

On top of that, you booked these very high interest rates. These
are typical, variable, you know, prime plus twg, three type loans—
you booked the next 2 years out of your interest reserve as income.

Now, note, all of this is money going out the door; zero money
has come in the door, but now I am recording record profitability,
and that is particularly true if I grow like crazy and I harken back
to the first chart. These folks were growing at an incredible rate,
and so they looked like many of the most profitable institutions in
the country. I know the chairman has had experience with ouvr bad
experience at Empire. Empire was such a case, which until rela-
tively close to its failure, reported one of the highest rates of profit-
ability in the entire country.

Now, these things then were also added an important thing be-
cause of the interest reserve. They couldn’t go delinquent while the
interest reserve existed. By definition you were paying yourself for
the first 2 years, so the examiner had very limited ways of proving
that this was a bad loan.

And even if the interest reserve finally ran out, there were a
series of scams that were done. The clumsy one was simply to refi-
nance it yourself; and, of course, when you refinanced it, it had to
be a bigger loan, because by now more was due, and you booked
new points to these, and you reported new profitability.

If that one seemed too clumsy, you'd do what one magazine has
called the I'll give you my dead cow for your dead horse routine.
.You found another savings and loan in a similar problem, with the
examiners getting too close to their bad loans, and you would
either purchase or refinance their bad leans, and they would do the
same thing for you; and you would both again report new income
and new profitability and you would laugh at the foolish examiner
who had ever claimed that this was a bad asset.

A third variant of it was the nominee or sirawman, or shill—
whatever phirase you want to use—sale, where you would give
somebody who purchased it, again, typically a profit, and book a
new profit. But, of course, the purchaser, you'd give him or her 100
percent loan, and you would often make it what is called a nonre-
course loan, which is to say they had no personal guarantee, which
meant they had no real responsibility.

Now, at the worst thrifts, they combined this course with insider
abuse; but, even before the level of insider abuse, you simply had
outrageously poor underwriting because you are growing so fast
and hard, nobody has time to underwrite at these growth rates,
and many of them had unbelievably poor disbursement practices as
well, where you didn’t look at where the money went. So, for exam-
ple, FSLIC is now the not very proud owner of a $22 million, five-
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story, block-long hole in the greund in Dallas, because folks didn't
even make sure in their disbursement that productive things were
being done with this money they gave away.

So, again, as I think the chairman concluded, these things were
really direct investments; they were really equity risks. The ac-
countants were in on the scam, typically, so that they wouldn't ac-
count for them as direct investments. because if they did, you
couldn’t book all this up-front income and you couldn’t boock the
income from the interest reserves, as well.

So, that's a story on something that Commissioner Crawford al-
luded to when he talked about the financing, but I think, you
know, fleshed in, you can see just how effective these kind of bad
loans are in destroying institutions, first; but, second, you can also
see why these are the perfect device for fraud and insider abuse.
And that’s why you get the high fraud and insider abuse at this
kind of shop that is heavy into this kind of investment, not some-
body that is running a traditional S&L. It's much harder to run the
scam with one- to four-family mortgages; and our experience is
very similar.

There’s a couple of ways of looking at it. Here in California, 29 of
the 31 institutions you are looking at are State-chartered institu-
tions that took advantage of the more liberal investment powers
granted by the State.

I mean, you have run an empirical test, in one sense, of what it
meant. Now, I don’t mean to say that there aren’t people making
very good use of those liberal powers, but there is a bottom down-
side, too, and this downside, I submit, has been an unconscionable
price, that'’s the over-$5 billion figure that you've looked at, which
is not—again, our message is—this is not simply fraud. These
people, even on the loans where they were not engaged in fraud,
were not engaged in any conscious insider abuse, but typically
made a series of acquisition, development, and construction loans,
and very poor direct investments as well, and they created signifi-
cant losses.

Another way of looking at it is Texas, another State with very
liberal investment powers, Of the FSLIC caseload, of which there
are approximately 40 institutions in Texas—and to me, the FSLIC
caseload means that it is going to cost FSLIC money to resolve the
problems at the institution; and, as a practical matter, pretty much
means that they are deeply insolvent. Ninety-eight percent of the
insolvency, the gross insolvency at those 40 shops, is in the State-
chartered institutions.

A third way of looking at it is simply by taking a group that one
of the strongest proponents of direct investment, Professor Ben-
sten, cited originally back in 1985, as a demonstration of why these
newer powers were producing successes.

He looked at a group—I think his group was actually something
like 35—there were really 37 we found that met his characteris-
tics—institutions that had put more than 10 percent of their assets
into direct investments by the end of 1984. And he looked at them
in 1985, and said, these guys are doing above normal. They are
more profitable than other folks, et cetera. Well, indeed, they were.
Not simply from direct investments; they also did huge numbers of
acquisition, development, and construction loans, did a lot of that
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up-front booking of income. But, again, when you looked at them,
most of those were really direct investments.

Well, we looked at them, at the end of 1986, or ballpark, near the
end, like third-quarter 1986 again; and 21 of those 37 institutions
that were his demonstration of why this was a good idea and very
successful in practice—21 of them were either already dead, or had
fallen to a level of being on our significant supervisory caseload,
which indicates that you are a deeply distressed institution, and
many of them that have not formally been put in receivership or
conservatorship are on that sort of next-worst level in our FSLIC
caseload, which is, as I said, a subset of the significant supervisory
caseload.

There have been tremendous downsides, and one of the messages
that we give you is that people combine the two. You know, it’s a
double-whammy. It’s the folks that do insider abuse plus significant
growth and high risky investment that show up at our shops that
we lose the 300 million, 500 million, 700 million of dollars on. So, if
you look at the catastrophic, the truly catastrophic failures, you
will find in virtually every single one of them the combination of
these highly risky assets, plus insider abuse.

Mr. BARNARD. Mr. Black, how long does it take to discover those
situations? I mean, from what I'm listening to, and of course, from
our hearings on direct investments, this is like what Yogi Berra
said, this is deja vu all over again. But, how long does it take to
discover these horrendous situations on the misuse of direct invest-
ments, and these other fraudulent practices?

Mr. Brack. It depends on the time. Back in 1983, 1984, as you
know, from some of your prior hearings, we had fewer than 750 ex-
aminers, and there were a large number of shops that people
simply could not go to, because if you went to them, you didn’t go
to somebody else.

And, as you also know, the people—we were subject to the OMB
and OPM limits that the FDIC was either exempt from, or largely
exempt from, so when our folks got more experienced, a number of
them would walk across the street, and make 25 percent more.

Mr. BaArNaArD. Well, now that you have transferred examiners to
the original home loan banks, are you finding and discovering
thes% situations more quickly than you did during that period of
time?

Mr. Brack. Absolutely. What we are discovering, I think there is
more—I think it is a little misleading, I think what most people
think is coming out of this hearing is that there are, you know,
hundreds of these people right now actively committing these
frauds. Most of what you are really seeing is folks who did frauds
in 1984 and 1985; and there is much less of it going on. I think that
is absolutely true. Let me tie it to California. The commissioner
has done a tremendous job, given his resources; but, at the same
time, that, again, the industry was taking off with its massive
growth, and the same time that one-third of the savings and loan
industry, by asset size, is in this State alone, California cut its
number of professionals in its examination and supervision force
from, I think the number was, one——

Mr. BARNARD. Down from 100 plus to something around 50.
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Mr. Brack. 126 to 40—I thought it was lower than 50 at one
time.

Mr. BusTAMANTE. It was 172 to 55, if I remember correctly.

Mr. Brack. I think there was actually a year when they were
even lower than that. Their number of professional appraisers
went from 40 to 8, you know. You can guarantee that, if you don't
put even remotely enough examiners and supervisory agents out
there, what is going to happen, and it did happen; and, you know,
we can yell and kick, and we certainly didn’t do things perfect,
even with the number of folks we had. But that’s the biggest story
of what was happening.

Mr. BarNARD, Can you tell us, what has been your experience re-
cently? When did the original banks take on the examination re-
sponsibility?

Mr. Brack. I think it was August 1985, and by December 1986,
we had gone—in that time period I've given—from 750 to slightly
over 1,500 examiners, and we had nearly tripled our supervisory
agent force, as well.

Mr. BArRNARD. Well, can you tell us, then, is there enough infor-
mation to go on as to what that record has been on direct invest-
ments and——

Mr. Brack. Well—

Mr. BARNARD [continuing]. See, when we go back there in time,
when we talked about direct investments in 1985—I guess it was
1985, wasn’t it, when we had our hearings on direct investment—
the big problem that was developing then is why we were not able
to discover the fraudulent abuses in direct investment early on. Of
course, it was somewhat of a problem for me as a former bank ex-
aminer. And, of course, I think it is very obvious that you didn’t
have enough examiners in the field, and evidently, we did not have
enough foresight at that time to know how to target those institu-
tions ‘which were offering, you know, 150 and 200 and 300 baasis
points more for their money. So, we had a problem as far as that
was concerned.

But really that was, wasn’t it, one of the main problems?

Mr. Brack. That was one of the main problems. In addition, in
Texas, for example—the whole Dallas district—there was a 30-per-
cent turnover rate. And they were bringing folks in at starting sal-
aries of $14,000 to deal with what was now no longer sort of a
sleepy industry that did one- to four-family mortgages, but was
doing these incredibly—sophisticated may be the wrong word—
risky might be the right word, but they were very different, very
complex transactions with multiple parties, and all these scams
going on. It was ridiculous.

Mr. BARNARD. I'm going to throw you a soft pitch, and then we
will go to Mr. Martinez, a very soft pitch.

Where did this primarily take place?

Mr. Brack. I'm checking my wallet.

[Laughter.]

Mr. BARNARD. Where did this primarily take place?

Mr. Brack. It primarily took place in the States that liberalized
their asset powers. The worst States in terms of losses, fraud, and
insider abuse, which are the areas you are talking about are Cali-
fornia, first—California, Oklahoma, Louisiana, and Texas.
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Mr. BArNARD. In those States, what did the Home Loan Bank
Board do to increase its cease and desist powers and its other su-
pervisory powers that it had, to improve conditions in those institu-
tions? Did that number increase as well?

Mr. Brack. The number, I'm sorry, of cease and desist orders?

Mr. BARNARD. Yes.

Mr. Brack. Yes. The number of cease and desist orders and other
enforcement actions has dramatically increased. And it is a good
question because your first question was detection. That is a huge
problem but then stopping is the next problem; and precisely the
scams I've discussed were aimed at, OK, even if you detect me, you
can’t prove a loss.

And our enforcement statutes, generally speaking, are tied to the
existence of a loss. So, if we can't prove you've lost anything be-
cause you keep the ball moving, we are in deep trouble, first.

Second, again, with your hearings, I think you were—maybe we
even testified—in the Dallas district, the average time to get an ap-
praisal back that conformed was when we set out to do a reapprais-
al because we thought it was a problam loan, was 9 months.

Well, that's ridiculous; these institutions are growing 100 percent
a year. It's 2X.

Mr. BARNARD. Who did those appraisals?

Mr. Brack. Those appraisals were done by some of the best folks
in the industry; and part of the reason it took so long is that, as
you have well documented, there are significant problems in this
industry. We know when we do the reappraisal we are going to get
challenged in court, and it has to be a first-class job. Again, that is
exactly what you are asking, I think, from your banking back-
ground. I assume one of the questions you are asking is what in
God’s name is going on if the banking examiner saw this, they
would classify these assets.

Well, we had no classification of asset powers. We had no classifi-
cation of assets regulation until 1685. In fact, it wasn't effective, I
think, until January 1986, and it was done over tremendous opposi-
tion from this industry.

Mr. BARNARD. Do you mean to tell me that there is no classifica-
tion of powers?

Mr. Buack. Not until January 1986, was such a regulation put
into place by the chairman,

Mr. BARNARD. Well, that’s something new to me.

Mr. Brack. Well, that—that is one of the real keys. That is one
of the things that people don’t understand, especially that have
geen the other industry; and, frankly, we have now stolen a
number of the top reguiators, as you may or may not know, from
banking agencies, and the first thing each of them does is to get
into our system, and get—what in God’s name is going on? What
do you mean we can’t impose, for example, civil money penalties?
What do you mean that I can’t classify this asset? What do you
mean that I can't just go on, and say, this is ludicrous?

Mr. BarNarp. Has all of that——

Mr. BLack. We can't do anything on these 100 percent loans.

Mr. BArRNARD. Has all of that been changed now?
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Mr. Brack. The classification of assets regulation has been
changed, but it has run into, you know, pick your cliche about po-
litical fire storms, and, in particular, in Texas. And——

Mr. Barnarp. Well, you know that's amazing to me. And I say
this is amazing, sitting on the Banking Committee, because, as you
know, we've heard a lot of proposals from the Home Loan Bank
Board, from the standpoint of new legislation, including some on
direct investment, which I'm looking at in a new light. I am going
to be open-minded anyhow, and I don’t want some folks in the au-
dience to keel over and faint when I say that. But I would like to
say that we have had various proposals from the Home Loan Bank
Board for legislation, but we have never had one that permits you
to classify loans.

Mr. Brack. Well, maybe we didn’t need that. Now, I think we
have statutory power—the problem, and we have a regulation
doing it, but the problem for us, with legislation now, is that the
House recap bill has two things in——

Mr. BARNARD. I know.

Mr. Brack [continuing). That are going to gut our classification
of assets power. One of them says that we cannot require addition-
al reserves for substandard assets.

Mr. BArRNARD. Why didn’t you take advantage of this before now?

Mr, Brack. Well, tlie regulation should certainly have been put
in in an earlier year.

Mr, BARNARD. Absolutely.

Mr. Brack. That’s absolutely true, but you have to remember if
you look back to the statistics on acquisition, development and con-
struction loans, for example, there were tiny amounts of it before
1982, and then suddenly in particular in Texas and some in Califor-
nia, you start getting a progression where it’s doubling and tripling
each year.

It takes people time to do it, and people used to—our system was
traditionally driven by, as I say, default, delinquencies. The loan
was 60 days late. Well, that works great with a home loan. That’s a
good indication of when a home loan is in trouble if you miss the 2
month’s payment. But with these interest reserves, they targeted it
in such a way as to perfectly negate our usual system for detecting.
the problem loan.

And, then, frankly, the industry fought like all heck agairst our
classification of asset regulation and stalled it considerably. &ad I
think that’s irrational. I think the good folks in the industrr cught
to be realizing that the worst burden they bear is when we can't
stop these kinds of practices, because there are only two places the
$5.3 billion is going to come from: It's either the taxpayers or this
industry. And it is just irrational to restrict our powers when it's
clear to everybody that looks at it, your subcommittee, that the
problem is a lack of effective supervision in the past to stop some
of these problems.

Why in God’s name, in light of that, would you pass legislation
restricting our powers instead of expanding it?

Mr. BArNARD. I think you are correct logically, but politically I
think you know why.

Mr. Brack. Yes, politically, I know why. But that’s part of the
answer as well. Not only was the classification of assets regulation
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fought before it was put into effect, but as soon as it was put into
effect and was used against ADC loans——

Mr. Barnarp. Do you think there is a national understanding
across the board? You've got 435 Members of Congress, and you've
got 100 Senators. Across the board, do you think that there is a
clear understanding of this problem?

Mr. Bracx, No. Nobody got—I mean——

Mr. BArNARD. I mean I say that for this reason——

Mr. Brack [continuing]. Very few people understand what an
ADC loan is, what in God’s name that means in terms of enforce-
ment.

Mr. BarNaARD. But I mean, when you get down to understanding
the situation, when Members of Congress talk to one another and
they compare illustrations—now, we have one Member of Congress
here from California, and another here from Texas, and I brought
them purposely because I wanted them to see what is going on in
their States.

Mr. Brack. I thought you needed a quorum.

Mr. BArNARD. But the problem is, the problem that I'm saying is
that the Home Loan Bank Board feels very insecure that they are
not, that they are about to get legislation, which they don’t de-
serve; and I can understand that. But the point 'm saying is that
that understanding is not—there is not a general understanding of
that across the board, and the indstry, I guess this is heresy to
say this, in a way, but I'm not a part of the industry; I'm a part of
Congress—the industry is not helping you in that regard.

Mr. Brack. No, they certainly aren’t, they are hurting us.

Mr. BARNARD. Well, anyway, we—you know, we can go on and on
with this, and I have taken up too much time, so I'll go to Mr. Bus-
tamante, and then I'll come back.

Mr. BustamManNTE. Mr. Chairman, of course, for Members that are
not only the Banking Committee, and I know that Mr. Martinez
and I are nct on the Banking Committee but I have been involved
on this subcommittee—and it is very, very difficult really to under-
stand. So I can underscand how difficult it would be for other Mem-
bers of Congress that are not involved at all in this area.

I've been looking at some of the testimony with interest, and
simply because it applies to some of the parochial areas that I rep-
resent—in my area, San Antonio in south Texas; and Mr. Gabrel-
lian, is that-——

Mr. G4BRELLIAN, Yes,

Mr. BustaMANTE. Can you tell me a little bit about South Bay
Savings & Loan and some of their involvement, and some of their
procedures as they went through, not only South Bay, but I think
San Marino——

Mr. Brack. I can answer with regard to San Marino——

Mr. BustamaNTE. Actually, did you have anything against Mr.
Eona, and Mr., Dominguez was involved, since they are mentioned
here,

Mr. GaBreLLIAN. South Bay, Congressman, South Bay Savings &
Loan Association is one of the institutions that I in my capacity as
a trial attorney in the Litigation Division, I'm responsible for. In
April of this year, South Bay Savings & Loan Association, which is
located in Gardena, CA, was placed into FSLIC receivership.
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South Bay was a relatively young association. I mean, received
its insurance of accounts, in May 1983, I believe, and started up
business at that time.

Frankly, Dominguez and Jack Bona entered South Bay and ac-
quired in the aggregate a majority of South Bay's outstandmg
stock, and provided the needed capitalization was South Bay's
against credits.

It is the FSLIC’s practice whenever an institution is placed into
receivership to conduct an investigation into the circumstances of
the association’s insolvency and failure. That investigation is cur-
rently taking place at this time.

A number of South Bay's loans and investments were centered
around properties and projects located in Texas.

Mr. BusTaAMANTE. Dallas—the Dallas area?

Mr. GABRELLIAN. In the Dallas area. That’s correct.

Mr. BustamaNTs. And Corpus Christi?

Mr. GABreLLIAN. And Corpus Christi.

The three largest projects were know by various names, but in
the testimony that I provided, they are known as Briarcliff Depart-
ment, Project, Biscayne Project, and the Greenway Gardens.

The first two were located in Dallas, the last, in Corpus Christi.
These were condominium conversion projects and the funding for
the loans was provided, based upon appraisals that value the
projects on the basis of their conversion value, that is, their value
as condominiums.

Mr. BustamanTE. Did they use the same scheme, saying that
they would put up 80 percent on a 100-percent loan on the property
in other areas of investment, and the other 20 percent was to repay
the loan interest for a number of years?

Mz, GarrELLIAN. Mr. Congressman, I hestitate to speak specifi-
cally about each project and the various loans that were made on
each project, in part, because the information isn’t available to me;
and, also, in part, because our investigation is still continuing,
However, as a generality, that was the case.

Briarcliff and Biscayne were loans, whereas Greenway was a
direct investment of South Bay’s. We anticipate, Congressman, that
losses will be borne on all the projects, losses have already been
borne on all three projects. The nature of the transaction with
South Bay, in which it was placed in receivership, was called a pur-
chase and assumption transaction so that another institution has
acquired substantially all the assets and liabilities.

Mr. BustaAMANTE. So, can we say that the real estate transac-
tions alone for these two individuals contributed to the failures of
both institutions?

Mr. GABRELLIAN. Both institutions?

Mr. Bustamante, Well, the South Bay and Ramona?

Mr. GABRELLIAN. Ramona Savings & Loan?

Mr. BustaAMANTE. Yes,

Mr. GABRELLIAN, As far as we know, Frank Dominguez and Jack
Bona were not involved in the Ramona Savings & Loan.

Mr. BUSTAMANTE. San Marino?

Mr. GABRELLIAN, San Marino.

Mr. BusTaAMANTE. Both of these institutions participated in these
loans? Am I correct?
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Mr. GaBreLLIAN. No, that’s not correct.

Mr. BustaMANTE. Just South Bay?

Mr. GABRELLIAN. South Bay participated in these loans. It is pos-
sible, but we have not disclosed that.

Mr. BustaMANTE. But it was the same channel, in other words?
It was used in both of these S&L’s?

Mr. Brack. With your indulgence, there is not a lawsuit at this
time on this institution, and I know we have briefed your staff
fully. If we could—if we are going to go into those kind of specifics,
if it would be possible to either do it confidentially, or we would
really appreciate it in terms of not jeopardizing——

Mr. BARNARD. We are going to have further hearings on this, so
why don’t we defer that until the further hearings. We are going to
be doing that in Washington.

Mr. BustamantE. Thank you very much.

Mr, GaBreELLIAN. Thank you.

[SuBcOMMITTEE NOTE.—See appendix 1 for subcommittee staff
memorandum concerning these individuals alleging misconduct by
them in San Marino S&L and South Bay Sé&L.]

Mr. BARNARD. I didn’t mean to interrupt, but we are going to——

Mr. BusramanTtE. Well, I just wanted to find out the patterns
that were used. One of the individuals, Mr. Chairman, Mr. Domin-
guez is supposed to have been a very prominent name in the San
Antonio area with investments and different real estate transac-
tions, and I wanted to find out a little more, because it is an area
that I represent—it is an area that I represented as town judge,
and I was the county judge in the early eighties; he had come in
and was paraded arcund town ..s a substantial investor in our area,
and this is one of the reasons that I wanted to get a little more.

Mr. BrLack. We would be happy, as well, if it meets your desires,
to brief you at any time prior to such hearings.

Mr. BustamantE. OK.

Let me ask you, Mr. Black; Mr. Lundin is going to recommend in
his testimony establishment of a system or informal network in
which fee counsel and the en srcement agency, so that fee counsel
could, for example, easily identify persons within this enforcement
agency, and also, in my opinion, get a feel for which type of mis-
conduct violates the Federal criminal statutes. How could such a
system be. implemented? How can fee counsel be better educated?

Mr. Bracx. Well, there is a computer system that the Bank
Board adopted by regulation, the Bank Board would like to fully
implement it. Well, the Chairman would like to have adopted it
earlier; he had to wait for a new Board to get positive results. That
computer system goes by the delectable acronym “‘CIIS,” and it is
being loaded in now. Our fee counsel will be able to draw on that.
So, it’s in operation. There is a lot of data that needs to be loaded,
so it takes time,

Mr. BustamaNTE. Thank you, sir.

Mr. BARNARD. Mr. Martinez.

Mr. MarTINEZ. Thank you, Mr. Chairman.

Earlier—and I had wanted to ask the question at the time be-
cause it gave me a queazy feeling—you started out to say that most
of the situations that we are talking about happened a long time
ago, A~d it almost sounded as if you were inferring that it wasn't
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happening anymore. And then you did clarify it by saying that
there were instances, but you seemed to indicate that they had di-
minished.

And what I would be more concerned about in relation to what
you said is even though they have diminished because there is a
certain awareness now, and there are certain actions that are
being taken by the different agencies now; one, to try to stay on
top of it there, to expedite reporting when it needs to be reported;
and two, to promote interagency cooperation and all, which is very
good. But also, after reading the report, I got the idea that even
though some of this had been done, it wasn’t nearly enough. Fur-
ther, I got the impression, that it wasn't even scratching the sur-
face. The other inference I got was that a lot of the situations that
allow these things to occur, still existed and that there needs to be
some correction.

Would you amplify on that?

Mr. Brack. Weli, OK. I agree with some of what you say, and I
have perhaps a slightly different view on other things. In terms of
the causes, as we see them in what has been done—the change of
control, procedures, and regulations that we had back in 1983 were
not effective—periocd. Those have been changed, and we have,
frankly, a new commissioner in California. And that has changed
things dramatically, in terms of who has gotten charters.

Mr. MarTNEZ. And he has been there, for what—38 years?

Mr. Brack. Two years.

[SUBCOMMITTEE NOTE.~Mr. Crawford became California S&L
commissioner in early 1984.]

Mr. MArTINEZ. And so he is really new.

Mr, Brack. That’s right.

Put that has been a dramatic change, our Change of Control Act
is a dramatic change—our Change of Control Act regulations were
a dramatic change.

But, more than that, it was just plain things that could have
been done but weren't, and are done now, We always check now on
enforcement, We always de NEXUS runs, and other investigative
techniques to find out; with the CIIS system that’s going in, that
ahility will be enhanced further.

So, something has been done about that element that I think ev-
erybody agrees is a big problem. The growth problem, which I
think again, most every—I don’t think there is much controversy,
that, at an absolute minimum, it made the losses dramatically
worse, and that, in addition it was probably one of the causes itself
because of its effect on underwriting, We put in a growth regula-
tion, and a capital regulation, and have dramatically reduced
growth .n this industry, and have stopped the excessive growth at
the weak institutiona.

If I can digress for just a second on what we inherited. People
always deal with the problem that they are facing, and the Bank
Board before Chairman Gray was facing the interest rate crisis,
and it was felt that what was needed by that Bank Board was to
get away from home loans and to grow like crazy so that these low-
interest home loans that were on their books would becoms a
smaller and smaller percentage of their asset portfolio.
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So, they, the prior Bank Board—three Board members—reduced
our cupital requirements from 5 to 3 percent; they debased our def-
inition of capital such that the newspapers used to make jokes
about it was “creative regulatory accounting principles,” using the
first initials as an acronym.

We had something called 5-year averaging and 20-year phase-in,
which meant you had 20 years to get up to this very low 3 percent
requirement—and, of course, the 3 percent wasn't real anyway be-
cause of our accounting changes; and the 5-year averaging was par-
ticularly preposterous, because it meant that you didn’t need 3 per-
cent of your liabilities that you have now grown up to, you needed
an average of what you had had over 5 years. And it created an
absolutely perverse incentive to grow rapidly. Your percentage net
worth requirement went down the faster you grew, and so you
could meet your capital requirement. If you grew rapidly enough
with less than 1 percent capital—and, as I said, even that capital
wasn’t real, because of the accounting changes.

It was a prescription for disaster on the asset quality side. It was
a felt need to—I mean, they thought it was hopeless almost on the
interest rate side unless they grew that rapidly, and that’s why
they did it, but it obviously turned out disastrous: ,

So that we had done something about the growth component,
and the risk component. We've got our direct investment regula-
tions, and our new acquisition, development, and construction regu-
lations. We have changed our capital requirements to increase
them, and we've gone back to something much cleaner in terms of
the definition of capital.

We've put dramatically more examiners out; we make many
more criminal referrals. Frankly, we are to the point in California,
for example, the numbers you have seen, that when we make each
new criminal referral, in essence, we are bumping one that we
have already made, down in priority, because people in the U.S, at-
torneys’ offices and the FBI offices here have absolutely the best
intentions; they work with us in general very, very constructively;
and they don’t have the people to do it.

And, T mean—we've been there. When we had 750 examiners,
there was no wav to do a decent job. You tried to do the best you
cc.. . hut by aeiinition you were going to suffer massive losses;
and vy definition, as long as OPM and OMB keep the fist tight
around the Justice Department budget and the FBI budget, we are
going to have this situation; and it is so incredibly pennywise and
pound foolish as to be ludicrous.

But, hey, a true story that the chairman always likes to tell. Of
course, OMR hates it when you take folks outside their jurisdiction,
as any good bureaucrat would; so when they heard we were going
to gsend our examinition force out, their Assistant Director came
over to me persondaly with Chairman Gray, and said, “Hey, such a
deal I have for you. If you will agree not to put the examiners out,
we will give you 40 new examiners.”

Mr., BustamMaNTE. Who said that?

. Mr. Brack. Jim—I'll get the exact name from our testimony
ut——

Mr. BustamanTE. No, but what agency?

Mr. Braci. OMB.
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Chairman Dingell has used extraordinarily tough words to de-
scribe precisely what they did to us; and it’s cost literally billions of
dollars to save a couple of hundred thousand—maybe it’s a m11-
lion—in salaries. I mean, what can I say?

So, things are dramatically different now, and they could be even
dramatically better if the FBI and U.S. attorneys could get more
resources, if nationally the Justice Department could get more re-
sources, because a lot of our problems involve people who do it in
six different States. Well, you are always hampered as an assistant
U.S. attorney, trying to deal with that. There are reasons to have
national task forces as well.

In the offices of the U.S. attorneys that have established special
tagk forces to deal with thrift and bank failures, and people get
really expert in them, we have had particularly good results.

And, then, when you deal with that problem, then the problem
is, you need real jail time, because right now the message is too
close to “Crime pays.”

We have people who take these shops. Here's a real example. It
was $82 million when they purchased it for a million dollars in
cash, took out, grew it like crazy, went into these very risky assets,
booked it all as up-front income, used the income to justify huge
dividends, huge bonuses, huge salaries; and took out $22 million in
3 years, and that doesn’t count all the stuff he took indirectly, the
benefit of the Air Force he had—five planes, six pilots; the sister-
ship to the Presidential yacht Sequoia,

Mr. BARNARD. Who are you talking about?

Mr. Brack. This is Vernon. And the three beach houses here at
California, and one of them was $2 million. The three——

Mr, BARNARD. In this case, the fellow has pleaded guilty?

My, Brack. No.

Mr. BARNARD, He has not? This is an ongoing case?

Mr. Brack. There is no prosecution yet; the receivership was just
imposed 2 months ago.

Mr. BARNARD, OK,

Mr. Brack. The three beach houses, one for $2 million, with
three-quarters of a million in entertainment expenses, paid for by
the association, and the Beaver Creek Ski Chalet, because, you
know, the seasons change, and you want to be in appropriate
places at different times of the year.

Mr. BarnarD, OK.

Mr. MARTINEZ. And all that was a very low investment, to begin
with, using——

Mr. Brack. Well, it was worse. It is real insider stuff, friends,
maybe kickbacks directly. I mean, Mr. Chairman, you asked in
terms of detection, and the difference—is it a simply bad under-
writing? or is it fraud? Well, we often really do not know,

You get a situation where the loan is stupid. I mean, it is just an
obvious stupid loan, and you have got three choices: The guy who
made the loan is just stupid, or he was just doing things so quickly
that he couldn’t check, or he is getting a kickback, because what
else could explain somethmg that there was a guaranteed loss?

But proving a kickback, if people are 2t all clever—they do it
through third parties, fourth parties, indirectly.
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Mr. BARNARD. But now, with your—excuse me for interrupting
but, if the gentleman would yield—but with your classification
system, the FDIC has announced that it’s going to go to disclosure.

Mr. Brack. Yes.

Mr. BarnarD. What is the Home Loan Bank Board—-is it consid-
ering disclosure?

Mr. Brack. I don’t—the FDIC, I thought, was backing off its dis-
closure, last I heard.

Mr. BArNARD. Do what?

Mr. Brack. Backing off—that was—Isaacs was proposing——

Mr. BarNArD. They had a proposal at one time that they were
going to disclose the CAMEL rating, right?

Mr. Brack. Yes, that was the last—-—

Mr. BArRNARD. That was the last you have heard from them?

Mr Brack. Yes, that was the last head, the new head, I think,
has largely reduced that.

But, you know, as a practical matter, anybody can get our quar-
terlies. I'm sorry—that’s ~ur quarterly reports, are available
through the Freedom of Information Act.

Mr. BARNARD. Yes, but what about your Bank Board’s confiden-
tial, individual information system?

Mr. Brack. Well, I hope that'’s not available under FOIA.

Mr. BARNARD. But can the FBI get to it?

Mr. Bracxk. Yes.

Mr. BArNARD. Can the U.S. attorney’s office get to it?

Mr. Brack. My understanding is yes, and that the sister regula-
tory agencies—now, if there are some—— :

Mr. BARNARD. You might want to check into that.

Mr. Brack. I will check into that, whether they have the restric-
tions that the State AG was talking about, in terms of you have to
be very careful about not abusing civil discovery and such.

Mzr. MarTINEZ. You know, then, Mr. Chairman, let me ask you a
question, Mr, Black.

You know we as elected officials and elected officials throughout
local government—State and local government—are all required to
make financial disclosures once a year, and so that the world
knows exactly what we are doing. Why aren’t savings and loans’
officers, especially those that are federally insured required to do
the same annually so that it would be a matter of public record, so
that we know. In many cases, wouldn’t that be a way of determin-
ing, hey, all of a sudden this man has recorded all these assets, at
whose expense?

Mr. Brack. I don’t have a real answer. I know that nobody does
it now. I don’t know whether we would have the regulatory, the
authority to do it by regulation. We would be pleased to talk with
you if that is a legislative concept that you would like to work with
us on, and——

Mr. MARTINEZ, One other thing is that in your ability to gain in-
formation when you need it, I understand the Privacy Act has you
inhibited as to how much information you get in certain cases, and
how you can use it. And I would imagine that an investigation is
going to be considered confidential, anyway. Have you some
thoughts on how you could, or what we could do to expedite your
ability to get that information?
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Mr. Brack. We have made officially—the Bank Board has made
proposed amendments to the Right to Financial Privacy Act, and
we have worked through the working group, which again, has offi-
cial proposals, which were before Congress last year, and I believe
are before Congress again. My statement addresses in part our po-
sition—I'm sorry, Mr. Deardorff’s statement does—and the attach-
ment of Mr. Robertson and my testimony that was to be given
before Chairman St Germain, has, I think, even more extensive dis-
cussion of our proposed amendments to the Right to Financial Pri-
vacy Act.

We agree with you that amendment is desirable. That is the posi-
tion of all of the agencies concerned. I think I also agree with what
other people have said, that that isn't the biggest problem in the
world; by far, the biggest problem in the world is resources for Jus-
tice and FBI and sentencing.

Mr. Marminez. Well, 1 think that in everything you have said,
Mr. Crawford referred to temptation and greed. Unfortunately, the
need to exercise the greed wculd lead to continued abuse. However,
you have eliminated a lot of this need in the procedures you have
set up. At least, the temptation part of it.

What I ‘would say, however, is that there still is a great potential
for people in that position of responsibility to take advantage of
their position to perpetrate some of these frauds.

Mr. Brack. I agree absolutely, and one of our messages that we
always try to get across is the usual—if you're sitting there, in an
S&L that has no capital, it's insolvent—what are you risking?

You have got no money to lose. Why not gut the store? And
people use different phrases. The usual one is: “Heads I win, tails
FSLIC loses.” If T gain, maybe I turn the place around, and I take
the money in bonuses; if I lose, FSLIC loses instead. I don’t like
that phrase, though, because it’s inaccurate. When you do these ac-
quisition, development and construction loans, it’s, you know, it's
“Heads I win, tails I win.”

Mr. MarTINEZ. Yes.

Mr. Brack. By definition, I book a profit, and by definition I pay
myself while I'm losing, so I win and FSLIC loses simultaneously.
It’s a crazy world.

Now, again, by regulation, we have dealt with part of that
aspect, but the broader problem of the incentive of insolvent insti-
tutions to gamble remains with us, and, frankly, it gets worse,
when the perception is that there is not much we can do about it,
because we are broke; the FSLIC fund is insolvent by well over $6
billion, as of the end of the year, and it is, you know, it's worse
since then; and you don’t want the perception to grow that I've got
that incentive that the commissioner talked about, and I'm not
very much sure that when I look at the world there is much that
you czn do to me. You don’t have the money to liquidate me. The
odds of getting prosecuted seem to remain low. Probably when
most folks view it. And the odds of doing any significant jail time—
I'm sorry.

Mr. MarTINEZ, Mr, Black, just let me say this, Mr, Chairman, if
you would, in closing—the chairman asked you a question which
you really didn’t get a chance to answer, and he pretty much an-
swered it for you, and so did Congressman Bustamante—the fact is,
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that until this trip, I was very little aware of all these situations;
and there are probably 420—how many are not on the committee?
400 Members of the Congress that are not aware either. And then
when you multiply that by the number of people in all of our con-
stituencies that are not aware, it is clear that this thing needs to
be publicized more so that public pressure can be put on us to do
something about it.

Thank you.

Mr. BaArNARD. The only problem there, though, is then you may
cause a run on the savings and loan industry.

Mr. MarmiNez. Well, that’s true, too. Yes, like Maryland.

Mr. BARNARD. Let me just—we've got to go to two other minor
subjects, but I want them to be very, very brief, and, Mr. Deardorff,
not that we didn’t come back to you time and time again, but I
think that you are all getting paid out of the same payroll, I be-
lieve, is that true?

Mr. DEArDORFF. I think we are.

Mr. BArRNARD. Do you feel like that the Board, and FSLIC, are
doing a better job in being able to identify criminal misconduct? 1
don’t want to have a long answer. I just want a short answer.

M:. DEARDORFF. Yes.

Mr. BArNARD. You feel like that you are doing a better job
now-—0K, that’s important, You know, we are going to ask a fol-
lowup question in our further written questions. But do you feel
that you are all making an effort now, to train the examiners, so
that they can better identify criminal misconduct?

Mr. DearporrFF, That is absolutely correct. We have had meet-
ings with the FBI with the sole purpose of helping our staff, with
the analytical stuff, and examiners be trained in identification of
fraud, how to make referrals, how to work closely with them, and
how to come to a successful conclusion with some of these investi-
gations.

Mr. BArRNARD. Good.

Mr. Black, you are familiar with the Attorney General’s task
force. Up to this point, has it been effective?

Mr. BrAck. It’s been a dramatic improvement over——

Mr. BARNARD, Yes, but I mean, 1 over 0 is a dramatic improve-
ment, but on a score of 0 to 10 it isn’t. I will be honest with you.
Thie task force was set up in 1985, You kinow, to me, it was given a
big fanfare—and also, it was interesting that it was the biggest
idea of the Attorney General although it was based on our commit;
tee’s recommendation; you know, great I don’t care who gets th¥*
credit—but what have they really done? I mean really significant-
ly? A task force, to me, is a body that gets in there and gets the job
done; and I will be very honest with you, I am very disappointed. I
don’t see the meetings taking place like they should be. I just
wonder if it’s nothing but window dressing.

Mr. Brack. The things that it can do are better. The problem is
it can't do the things that are most important to do. It can’t get
more people, and it can’t get more jail time. What it can do——

Mr. BArRNARD., Why can’t—why couldn’'t the task force go to
OMB, or go to the administration, or go to Congress, and say, ‘“we
need more FBI agents; we need more U.S. attorneys”? The task
force is the legitimate source that that information should come
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from. That'’s exactly what I'm talking about. We haven’t seen any
dramatic actions, even in the changes in the laws. What little
change in the laws that have come about to strengthen the crimi-
nal prosecution system and detecting crime has come from, really
from, Congress.

Mr. Brack. Well, you, frankly, that's where it has—there are two
places that it can come from.

Mr. Barnarb. No, no, no, no.

Mr. Brack. It can come from the White House.

Mr. BARNARD. It's not supposed to come from us—we are not the
experts; we are just laymen in the field.

Mr. Brack. Well, I understand, I understand, sir, but we are
both—at least, I am still resident in Washington for a little while—
OMB is a very powerful group. You can either win by getting the
White House to referee the battle in your favor, or you can win be-
cause Congress directs that the staffing wili be X, you know, and
you will increase this, that, and the other thing; and you will be
able to pay people enough to keep them retained when they can
make twice as much doing something else.

Mr. BARNARD. Well, this has been a very interesting panel, and I
appreciate all of the testimony that you have brought to us. We
will be asking further questions that we would like to have in writ-
ing }t10 complete the record, and we would appreciate that very
much.

Mr. Brack. With your permission, could I ask whether it will be
acceptable to have those graphs that I prepared added to the
record?

Mr. BarNarp. Oh, absolutely, without objection. They will be in-
cluded in the record.

Mr. Brack. I appreciate it. Thank you.

[The prepared statements of Messrs. Black, Lauer, Blair, and Ga-
brellian and their joint supplemental statement follow:]
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Mr. Chairman, distinguished members of the Subcommittee, I am pleased to
respond to your request for testimony on problems in the California
thrift industry. Those of us involved in the regulation of this industry
appreciate your continued attention and vigilance, particularly in these
trying times for the Federal Savings and Loan Insurance Corporation
("FSLIG"). Your 1985-1986 hearings concerning the impact of appraisal
problems on real estate lending helped focus attention on a severe
problem involving the appraisal profession that had produced serious
losses for the FSLIC. Some of the observations and conclusions in the
Committee Report proved most helpful to the Federal Home Loan Bank Board
in enhancing our already comprehensive system regarding appraisal

policies, practices, and procedures.

The misconduct by thrift industry insiders and affiliated outsiders is
certainly one of the major reasons for the FSLIC's current insolvent
condition. Grossly imprudent operations -- generally involving exceasive
growth, woefully inadequate underwriting, and excessive concentrations of
riskier assets, particularly acquisition, development, and construction
(ADC) loans and direct investments—-- have also produced massive FSLIC
losses. Indeed, our most costly failures usually involve both

characteristics. I urge the Subcommittee to read the document
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attached as Exhibit 1. It was prepared by a law firm for the purpose of
encouraging real estate firms to acquire or start a thrift. It is'an
incredible document, particularly its "Financing the Flips" section. As
the operating head of the FSLIC, the Bank Board must be able to act
decisively against insider abuse and imprudent operations if we are to
prevent future massive losses, We also need, however, a very substantial
commitment of the FBI's and Department of Justice's scarce resources to
bring to bhear truly effective deterrence of criminal insider misconduct,

through criminal conviction and incarceration.

Today, I will address a wide range of subjects pertaining to thrift
misconduct, as you have requested in your invitation. ¥or the
Subcommittee's informaticn, I was the Director of Litigation in the Bank
Board's Office of General Counsel during the perjod from early 1984 to
1986, until I was appointed Deputy Director, FSLIGC, last January. I am
currently on detail to the FSLIC in that capacity and expect to begin a
new full-time role as General Counsel to the Federal Home Loarn Bank of
San Francisco in the near future. I hope to draw upon all of these

experiences in answering the Subcommittee's questions.

You have also asked us to provide you with responses te a number of

specific questions, in order to assist the Subcommittee in its analysis.
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Question 1:

(a) Briefly describe the role of the FSLIC and its staff attorneys with
respect to federally insured thrifts that are insolvent or in danger of

becoming insolvent.

The role of the FSLIC with respect to insolvent or nearly insolvent
thrifts is to coordinate with the supervisory agents and examiners to
determine the cause and extent of the problems, the prospects for
recovery, factors concerning its marketability and cost, to determine
whether the thrift will enter the FSLIC caseload, and aid the estimation
of alternative costs of resolution; to recommend the best alternative
available under FSLIC's extremely limicted financial constraints; to
determine the relative priority of resolving each case; and to implement
the Board's chosen alternative, e.g.,, marketing the thrift, arranging a
management consignment team, or devising an asset backed transfer. The
general goal is finding the least-cost solution, consistent with

congressional priorities.

The role of FSLIC's staff attorneys with regard to such problem thrifts
is to provide legal support to the business decision makers, to bring

administrative and civil litigation where appropriate, to defend against
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lawsuits and to aid the criminal law process. Staff attorneys provide
legal support for negotiating assisted acquisitions, setting up
receiverships and chartering new Management Consignment Program ("MCP")
thrifts, and negotiating FSLIC assistance agreements. Staff attorneys
make an initial judgment as to whether the statutory grounds to appoint a
receiver or conservator exist. Other attorneys in the Board's O0ffice of
Enforcement ("0E"), conduct investigations and administrative enforcement
actions. They may already have made criminal referrals prior to the

appointment of a receiver or a conservator.

Staff attorneys in the Litipgation Division first review a new potential
case for issues that may be critically time sensitive. They check
whether a statute of limitations or insurance pollecy is about to expire.
The litigation attormey coordinates with OE and determines whether
criminal referrals have been made. They then determine whether a
receivership or conservatorship challenge or potential freeze action
against the assets of those involved in insider abuse is likely. Huge
preparatory work is required in either event, because we have to ve ready
to defend or bring a lawsuit on the day we put a receiver cr conservator
in place. The litigation attorney determines the probable scope of the
legal work that will be entailed, conducts a confidential request for

bids from several law firms, checks them for conflicts, and retains fee
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counsel., The litigation attorney, particularly if the fee counsel has
not previously done FSLIC work, explains the role of FSLIC fee counsel in
the particular institution they are hired to assist. Generally, the
Litigation Division has no right to bring suit against insiders until a
receiver or conservator is arpointed. Once appuinted, however, the
litigation attorney provides the legal direction for all affirmative and
defensive litigation of the receiver, conservator, or FSLIC in its

corporate capacity.

(b) Describe the role of FSLIC fee counsal with respect to such

institutions.

The role of FSLIC fee counsel is to assist the Litigation attorney in any
affirmative or defensive litigation assigned to the fee counsel, to
recommend the retention of other fee counsel where appropriate, and to
provide lepal advice to business decision makers of the receiver or
conservator. In pass through receiverships, i.e., receiverships where
the FSLIC places the "old" thrift into receivership and transfers
virtually all of its assets to a newly chartered federal mutual
association. The role of the Litigation Division and fee counsel is
limited to bringing suit against former officers, directors, and
professionals, and defending any legal challenge to the appointment of

the receiver. In conservatorships and liquidating receiverships, the
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role of the Litigation Division and fee counsel is much broader,
requiring advice on comaerrial law and the conduct or defense of what can
be hundreds of lawsuits pending when the receiver or conservator is
appointed. Counsel may also have to bring a large number of suilts to

recover collateral from defaulting borrowers.

Litigation and fee counsel also assist the administrative claims
procedure in institutions with liquidating receiverships. By statute and
regulation, the receiver must marshal the assets, e¢.g., through
foreclosure actions; determine the validity and priority of claims
against the receiver through our administrative claims procedure (with
judicial review under the Administrative Procedure Act), and liquidate
the receivership assets so that valid claims can be paid in accordance
with applicable priorities, Litigition counsel @and fee counsel provide
legal support to the receiver in the conduct of this longstanding
administrative claims procedure that allows a much prompter, less
expensive, and fairer (because it avoids preferential recoveries)
resolution of many hundreds of claims against FSLIC receivers. This
administrative claims procedure is also essential if any FSLIC
recapitalization plan is to succeed, because the FSLIC Fund generally

cannot be replenished for its massive expenses of paying insurance untill
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enough contingent claims have been resolved to allow the receiver to
begin making distributions to receivership claimants. FSLIC is by far

the largest receivership claimant.

(¢) Set forth the numbers of fee counsel currently employed by FSLIC (i)
in California and (ii) elsewhere. Also set forth FSLIC's total
expenditures for fee counsel (i) in California and (11) elsewhere in 1986

and, if available, for the first quarter of 1987,

The FSLIC currently employs 12 law firms in C;lifornia, and a total of 43
nationwide, - (An additional 29 firms are employed by the receiverships
themselves.) In 1986, fee counsel cost in excess of $6 million for
California and $20 million nationwide. Through June 8, 1987, FSLIC's
expenditures for fee counsel are over $5 million_ for California and

$19 million nationwide.
Question 2
(a) Provide an overview of the nature, extent and consequences of

misconduct by insiders, by borrowers and by appraisers in the thrift

institutions on the attached list.
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Generally, misconduct by insiders has been a significant problem with the
thrifts that you have asked us to review. Of the institutions we
reviewed approximately three-quarters had problems with insider
misconduct. This misconducr »ften led to the filing of a civil complaint
and was usually an important factor contributing te the faillure of the
association in question. 1In this regard, FSLIC has filed or is involved
in 19 complaints that have named over 175 insiders as defendants and are

seeking an aggregate of approximately $1.2 billion in damages.

"he insider abuses took varicus forms bhut inciuded loans to the insiders
in excess of that allowed by regulation; payuent of exorbitant dividends
at times when the institutions were at or near insolvency; payment for
personal trips to Europe and the Far East as well as automobiles,
clothing, and art; payment of unwarranted commissions and faes to
companies owned by the sole shareholder; payment of '"consulting fees" to
insiders or their companies; use of insiders' companies for association
business; and putting friends and relatives on the payroll of the

institutions.

A classic example of this type of insider abuse occurred at Manhattan
Beach Savings and Loan Association, whose sole shareholder is Peter
Sajovich. A little over a year prior to its closing, Sajovich decided to

"¢ontribute" a subsidiary company called National Home Equity Corporation
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("NEHC"), wholly owned by himself, to the institution. The day before
the "contribution", Sajovich received a check for $3 million from NHEG:
$2.513 million characterized as a "dividend" (the entire purported net
worth of NHEC at the time) and $485,000 characterized as an unsecured,
non-interest hearing loan to Sajovich. Because of this payment of
Sajovich, at the time of the "contribution" to Manhattan Beach, NHEC had
a net worth of $0 or less., Further, this “contribution" was expressly
conditioned upon Manhattan Beach's Agreement immediately to recapitalize
NHEC with an infusion or $4.5 million in casa. At Sajovich's urging,
Manhattan Beach agreed to do so; even though at the time this sum was

more than the entire net worth of the institution. NHEC is currently in

bankruptcy. .

Appraisal abuse has also been a problem. at these_institutions. In the
institutions on your list, at least 10 had appraisal problems. We have
brought suits naming eight appraisers, and others are being

investigated. Nationally, too, we are looking seriously at the appraisal
problems at failed institutions, and FSLIC has brought numerous
complaints against appraisers. Copies of complaints filed against
appraisers, involving institutions inside and outside of California, have

been supplied to the Subcommittee staff. As you know, the use of

76-791 0 - 87 - 7
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inflated appraisals aids insiders in completing transactions that might
otherwise be prevented. These actions by unscrupulous appraisers have

been, and continue to be, a serious problem in the thrift industry.

An example of the appraisal abuse problem arose in Butterfield Savings
and Loan Association. When the net worth of that institution began to
fall dramatically, the management at Butterfield devised a scheme whereby
its parent holding company issued new stock and contributed the stock to
Butterfield, which in turn used this newly-issued stock along with some
cash, to purchase 40 different parcels of real property at a cost in
excess of $80 million. The scheme was structured so that the higher the
purchase price, the better for management, since the purpose was to
increase the book net worth figure as much as possible to relieve the
pressure from the regulators. Many of the appraisals obtained on these
properties stated prossly inflated values and did not comply with
industry standards and the Board's Memorandum R-41lb. For example, one of
the parcels purchased for development turned out to be largely a swamp
and another was mostly a forest preserve. A suit has been filed seeking
in excess of $20 million from appraisers and realtors involved in this
case. Additional examples of appraisal abuses were found at Sun, Bell,

United, Equitable, San Marino, and Consolidated, among others,

- 10 -
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In addition,; the misconduct of certain borrowers has been a problem in at$
least nine of the institutions you listed. A prime example of borrower
misconduct was discovered at Consolidated, where the former management
made a loan and participated in advances in the amount of $9 million to a
corporation owned by a convicted felon by the name of Charles Bazarian.
These advances were made without any loan application and financial
information, and they were made with only cursory, one-pagce letter
opinions from the appraisers as to the value of the secured property.
Not one payment was made on these loans and they appear to be substantial
- if not total -~ losses. Mr. Bazarian, his company, and its chief
officer have been named in the suit the FSLIC has filed with respect to

Consolidated.

In summary, the record reflects that the misconduct of insiders,
appraisers, and borrowers has played an important part in the failure of
many California thrifts. I would also note that other professionals,
particularly accountants and attorneys, have played on integral role in

facilitating insider abuse and fraud.

(b) Has the misconduet in the California thrift industry been worse than

or about the same as misconduct in other states?

- 11 -~
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Based upon a staff review of some FSLIC cases (i.e., those cases in which
FSLIC assistance or intervention was necessary to resolve the problems of
a FSLIC-insured institution) over the past two years, it appears that the
incidence of insider abuse in the California thrift industry may be
slightly but not significantly higher that the national average. I have
attached a copy of recent testimony of the Bank Board in which we were

asked to focus on insider abuse and fraud in Texas and Oklahoma as

Exhibit 2. That testimony illustrates that California is far from unique.

(c) Describe (and provide actual examples of) the extent to which these
insiders and affiliated outsiders have been or are presently involved
with other closed or open federally insured financial institutions. Is
such movement, from institution to institution, a phenomenon limited to

California?

Mr. Deardorff's statement gives specific examples of insiders, affiliated
outsiders, and professionals who have been involved in causing losses at
more than one FSLIC-insured institution. Such practices are not limited
to California. Loan brokers and "professionals” engaged in futures
trading have caused leosses at multiple institutions. An unscrupulous
loan broker appears to have acted as a "match maker" for two thrift
insiders in New Orleans and the State of Washington to facilitate i1llegal

acts by them. The former manager of the New Orleans thrift was recently

- 12 -



193

convicted. Mr, Bazarian has caused severe losses at institutions In
Oklahoma, as well as Consolidated in California. '"Daisy chains®
involving some of the worst managed thrifts in Texas, Oklahoma and
Louisiana appear to have been devised to facilitate insider abuse and

prevent an effective regulatory response.

Question 3

(a) Provide FSLIC's current best estimate of its likely losses for the
institutions on the attached list., (Provided as an aggregate, by prior

agreement.)

The FSLIC's current estimate of the cost to resolve the California

associations in conservatorship or receivership.ds $5.6 billion.

Question 4

(a) Discuss FSLIC's responsibilities and its policies with respect to:
(i) seeking monetary recovery for losses due to the acts of insiders, of
affiliated outsiders and of others; and ii) identifying possible criminal
wrongdoing by such individuals and assisting the Sustice Department and

state law enforcement agencies in prosecuting such wrongdoing.

- 13 -
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Where the FSLIC is acting as conservator or receiver, its litigation
responsibility is to maximize the net value of the receivership.
Therefore, the FSLIC recelvers and conservators do not bring suits they
know will not be cost-effective. If a suit is deemed essential by the
FSLIC for deterrent reasons, the FSLIC in its corporate capacity will
acquire the lawsuit from the receiver on terms requiring the Corporation
to pay any judgment recovered in excess of our costs to the receiver.
With regard to the defense of lawsuits, the receiver has a responsibility
to maintain the integrity of the administrative claims procedure
described in my answer to question 1(b), by avoiding preferential
recoveries. Receivers frequently settle claims involving disputed facts

as a routine part of the administrative claims procedure.

The FSLIC's deterrence policy is that cases of gevere insider abuse
should normally be pursued through civil litigation even if they are
unlikely to be cost-effective., Where a successful criminal prosecution
oceurs, a civil suit will not normally be pursued if it is not expected

to be cost-effective.

The FSLIC's policy towards criminal referrals is that a successful

prosecution resulting in a substantial Jail sentence is the critical

deterrent essential to bring a halt to possible future losses to FSLIC

- 14 -
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from insider abuse and fraud. All insured institutions are required to
make criminal referrals. Obviously, we know that thrifts will not refer
their controlling insiders for criminal prosecution while the insiders

remain in control. One of our key jobs is to remove such insiders.

Our examiners are instructed to look for insider abuse and fraud and to
refer such evidence to the Depa-tment of Justlice and/or state
authorities. The same is true of OE and litigation attorneys and fee
counsel. Our personnel are instructed to encourage and provide lawful

assistance to criminal investigations and prosecutions of insider abuse.

(b) Discuss any real or perceived conflicts between FSLIC's restitution
function and its responsibility to assist other agencies in the
prosecution of criminal misconduct. How should any such conflicts be
resolved? Is it the clear policy of FSLIC that FSLIC attorneys and FSLIC
fee counsel ‘are required to make criminal referrals and provide
assistance, irrespective of the effects of such actions on the
restitution function? Is there a written policy? Are fee counsel

formally notified of FSLIC's poliey and, if so, how?

We do not believe that there is any real conflict between our restitution

function and assisting law enforcement. Indeed, we believe that Congress

- 15 -
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intends them to be complementary. We hope you will encourage prosecutors

to make greater use of restitution as a condition of virtually all plea

: arrangements with insiders and in making sentencing recommendations.

Any conflict should be resolved in favor of law enforcement. In the

unusual case where fee counsel has perceived (I believe erroneously) that
such a conflict might exist, we have always resolved the matter in favor

of assisting law enforcement.

That policy has always been our policy. Our litigation attorneys are
trained to move aggressively on criminal referrals and we have
consistently instructed fee counsel in that fashion. My successor,
Dorothy Nichols, has put that policy in writing to each fee counsel.

(See Exhibit 3.) -
Question 5

(a) Describe briefly (1) Federal Home Loan Bank Board/FSLIC
requirements, if any, for insurance by thrift officers, directors and
other Insiders and affiliated outsiders. (2) The type of insurance that
‘these individuals typically carry. (3) The types of acts and practices
th;t are ‘traditionally covered by those policies and the types typically
excluded? (4) How easy or difficult is it currently for affected persons

4 to obtain such insurance?

- 16 -
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There is no requirement that individuals carry any type of insurance in
order to serve as a director, officer, or affiliate of an insured
institution. Federally-chartered thrifts are permitted to purchase
insurance for their directors and officers with respect to claims of
negligence., 12 C.F.R. § 545.121(d). Most States permit state-chartered
institutions to purchase insurance for their directors and officers.
Federal regulations require all FSLIC-insured institutions to maintain
fidelity bond coverace to protect the institution against losses
attributable to dishonest acts of officers and employees. 12 C.F.R.

§ 563.19.

Individuals typically do not carry any type of insurance relating to
their conduct as directors, officers, or affiliates of insured
institutions. Savings and loan associations typically carry both
director and officer ("D&0) liability insurance and fldelity bond

coverage when such coverage is available,

D&0 insurance generally covers losses attributable to "wrongful acts" of
insured directors and officers, i.e.,, branch of fiduciary duty and
negiigence. Coverage also typically extends to the association itself
for any indemnification it is legally obligated to pay to its directors

and officers., D&0 policies typlcally exclude coverage for losses

- 17 -
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attributable to dishonest acts. Fidelity bonds generally cover losses

caused by the dishonesty of the officers and employees of the insured.

In recent years, D&0 insurance and fidelity bond coverage have become
difficult to obtain. When coverage is available at all, premiums and
deductibles are very high and coverage is very limited. 1In some
instances, riders to existing policies attempt to eliminate or severely
limit the carrier's exposure to suits brought by the institution itself,
suits by stockholders, and suits brought by the FSLIC, Several FSLIC-
insured institutions have been unable to obtain fidelity bond coverage
despite the regulatory requirement. In response to this insurance
sitvation (which is affecting corporate America in general, not just the
financial institutions industry), many individual financial institutions
and industry trade groups have been exploring alternative methods of
obtaining coverage. The U,S. League recently formed a captive insurer
that will be capitalized by and provide coverage to gqualified members.
Some institutions have investigated the possibility of self-insurance
through a wholly-owned subsidiary. Insurance through a captive or
self-insurance may be feasible alternatives for healthy, well-capitalized
finanecial institutions, but offer little chance of success for smaller

struggling institutions.

~ 18 -
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(b) Provide an overview and some actual examples of how easy .cr difficult
it is to reach the personal or business assets of individuals found to

owe monetary damages to FSLIC.

The FSLIC's experience in reaching the personal or business assets of
individuals found to owe monetary damages to the FSLIC is similar to the
experiences of any other litigant. As you know, obtaining a judgment
against a particular individual does not necessarily ensure
collectibility of that judgment. For example, in FSLIC v. Williams,
which arose from the failure of a Maryland thfift, the FSLIC obtained a
jury verdict awarding damages against several individuals who were
directors and officers of the defunct Community Federal S&LA of
Rockville, Maryland, in the amount of approximately $10,000,000. The
FSLIC is still attempting to collect that judgment from the various
defendants, but because their personal estates appear to be insufficient
to pay the full judgment, it is unlikely that the judgment will be
satisfied in full. Dissipation of assets through highly hedonistic life
styles, and perhaps Swiss bank accounts, bankruptcy law protections,
homestead exemptions, trust arrangements, placing the property in the
spouse's name or holding it jointly with the spouse, and the costs of

litigation are all factors limiting net recoveries,

- 19 -
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As a result, very few cases actually proceed to trial in the United
States; most are settled. This is also true of the FSLIC's suits.
Defendants who desire to settle a clalm brought against them by the FSLIC
are almost always required to provide the FSLIC with certified financial
statements of their assets. Settlement agreements are structured so that
misrepresentations about assets can be used to set aside the voluntary

dismissal of a claim.

In the FSLIC's efforts to maximize its ability to recover assets from
defendants, the FSLIC has had a great deal of success securing temporary
and preliminary injunctive relief freezing an individual's assets and
even attaching assets prior to obtaining a judgment. Indeed, on several
occasions, the FSLIC has been granted temporary restraining orders
freezing individuals' assets within 24 hours of filing suit. Such suits
can reduce the dissipation of assets and serve as a deterrent against
future misconduct. Given the nature of this remedy, its use has been
limited to situations where the facts available to the FSLIC demonstrate
fraud and self-dealing. The courts are reluctant to impose such
restraints in the absence of persuasive evidence not only supporting the
FSLIC's claims but also demonstrating the defendant's proclivity to hide
or waste assets. Even where the FSLIC has obtained preliminary

injunctive relief, the truly bad actors frequently will have secreted

- 20 -
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their assets before the suit can be brought, Others have violated even a
court imposed freeze order, requiring us to bring a contempt action. The
FSLIC often discovers that some defendants have vacationed over the years
in places such as Switzerland and the Cayman Islands. Tracing assets in
such places is very difficult. Discovery into assets 1s generally very

regstricted in the United States prior to securing a judgment.
Question 6

(a) For the institutions on the attached list, please set forth the
aggregate numbers of criminal referrals made by FSLIC to date; and
provide examples of actions giving rise to such referrals. Are
additional criminal referrals anticipated? If so, approximately. how
many? Who within FSLIC is charged with monitoripg the progress of

referrals or investigations initiated independently by Justice/FBI?
A total of 22 criminal referrals have been madé by either the FSLIC or
the FHLBank of San Francisco. Additional criminal referrals are under

consideration.

Litigation attorneys in the Office of General Counsel monitor any ongoing

criminal investigations and prosecutions related to associations to which
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they are assigned. Criminal proceedings often have a significant bearing
on civil suits filed or contemplated. Moreover, litigation attorneys try
to convince the criminal law process to require restitution as part of

any plea bargin or sentence. Therefore, monitering criminal prosecutions

is viewed as an important aspect of the job.

Similarly, attorneys within the Board's O0ffice Enforcement (OE) make
criminal referrals, or assist the district banks to make such referrals
vhere their investigations turn up evidence warranting such action. The
OE attorney handling the institution monitors, and, as appropriate,

assists the FBI's and Department of Justice's efforts.

As the Subcommittee is probably aware, the Board —- along with the other
four federal finaucial institution supervisory agencies —- entered into
an agreement on April 2, 1985, with the Federal Bureau of Investigation
and the Department of Justice to form a "Working Group" to improve the
referral, investigation, and prosecution of bank fraud and insider abuse
cases, High among the goals of the Working Group has been seeking an
amendment to the Right to Financial Privacy Act that would remove the
current impediments in the statute that limit or complicate the sharing
of information among and between the named agencies and the departments.
The Working Group has supported a clarifying amendment to the Right to

Financial Privacy Act to permit the transfer of fiancial information
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lawfully in the possession of one government agency. (such as the Bank
Board) to another government agency (such as the Justice Department) for
a law enforcement purpose within the jurisdiction of the receiving agency
without notice to the customer., This amendment is broader than the
exemption contained in the omnibus drug bill of last year and the Board

continues to support adoption of the Working Group's broader exemption.

Another important goal of the Working Group relates to the inability of
the supervisory agencies to receive information that the Department of
Justice may have ags a result of Grand Jury proceedings. Our inability to
obtain this information prevents us from most effectively performing some
of our responsibilities, such as our duty to process Change-in~Control
applications. The Anti-Drug Abuse Act of 1986 amended the Change in
Control Act to require prior notice of at least H0 days to the Board of a
proposed acquisition to allow the Board time to investigate the
acquirors. However, one potentially important source of information on
acquirors —— that developed from Grand Jury proceedings ~- is currently
beyond the access of the Board and all of the federal financial
institutions regulatory agencies. Presently, the federal financial
institutions regulatory agencies may seek grand jury information only if
the agency has on ongoing "judicial proceeding" to which the information

1s relevant, Unfortunately, a change in control application does not
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qualify as a "judicial proceeding' and a prosecutor would be unable to
share with the agency pertinent information on the fitness of those
individuals attempting to gain control of an insured institution. The
Working Group supports amendment of the grand jury secrecy rule to permit
the sharing with an agency of information or documents obtained through a
grand jury for matters within that agency's jurisdiction, such as a

change in control application.

(b) For each institution on the attached list, please set forth whether a
FSLIC civil complaint has been filed, identify the individuals (and their
relationship to the institution) being sued, and state the total amount
of civil money damages claimed in each suit. Are additional complaints
anticipated? If so, please estimate the additional dollars likely to be

requested in these complaints,. -

Information on the complaints has been separately provided to the
Subcommittee. Additional complaints are under consideration, but we

cannot provide a reliable estimate of requested relief at this time.

Again, let me thank you, Mr. Chairman, and this Subcommittee for your

past and on-going efforts to bring attention to the critical problems

posed by fraud, insider abuse, appraisal abuses, and the lack of an
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effective criminal deterrence mechanism. Your past efforts have already
produced important advances. Cooperation between the FSLIC and law
enforcement agencies is greatly improved. We make more referrals, make
them at an earlier date, in better detail, and in a standardized format
worked out with the Department of Justice. Your efforts, our
encouragement, and the awful carnage of billions of dollars in losses
from insider abuse and fraud have convinced all law enforcement agencies

of the seriousness of these problems.

The professional appraisal societies are making efforts to come to
greater consistency in. their standards. The Eank Board has sought public
comment on improving its appraisal standards. We understand that you
intend to make legislative proposals to improve further tue quality of

the appraisal profession. -
Your current hearing has already had the salutary effect of improving

cooperation and communication here in California. Thank you for the

opportunity to address the Subcommittee.
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4 PARYNEABHIN INCLUDING PHOPEE5IONAL CONPOMATIONY
ATTORNEYS AT LAW

FOURTH FLooR
18900 AvENUE OF THZ STARS
LOS ANGELES, CALIFORNIA DO0G7

——

(213) 203.8080
- - : :"
; .

NARRATIVE OUTLINE ' = .

JAMES R. BUTLER, JR.
Chalrman .
Financial Institutions Department

WHY DOES IT SEEM EVERYONE IS BUYING OR STARTING
A CALIFORNIA S&L?

" The New S&lL Powers

Under sweeping legislafion enacted in the past two
years by the federal and Californila legislatures, SzLs have

broadened their range of activities, ‘The following is the
result of a survey of 200 Skls

reported in the lLos Angeles
Times on February 18, 1984: ' ~ .
— <,
a

Percentage of Surveyed-

H
4 Assoclations Engaged in

Activity ' ' Activity_

Joint Ventures . ‘ 86%.
Mortgage Banking ... 69%

Real Egtate Development © 51%

Real Estats Syndicatiop 26% -

) The new Californla B&L powers were coutainedwpri;
marily in the Nolan Bill, enacted in the S&L "depression® of
1982 (the blill became effective on January 1, 1983) and the

-t

Grateful acknowledgement 4s made for the assistance con=-

tributed by Bruce L. Ashton and Arne 'T. Swensson, both
lawyers with Jeffer, Handels & Butler,

Exbibit 1

Copyright 1984, by James R. Butler, Jr.
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‘ggggzgg;_gssmﬁin_aill enacted on October 15, 1982, Supple-
mente by other laws and rule changes, B5&Ls were given
sweeping new powers, including the followings

- Direct or Indirect Real ©Estate Investment

i (including development, holding for income,
syndication, etc.) -~ up to 100% "of assets
{(subject to a 10% limit for the first three years
of operation of a new S&L).

" - Commercial Real Estate Lending (as opposed to
residential mortgage lending) == up to 40% of
Y assatg.

- CQnsumer Lending ~- up to 30% of assets.
. - Commercial Lending -- up to 20% of assets,

! - Investment in a Service Corporatiecn which can
: ‘angage in any" activity lawful - for a normal
b business corporation «=- up to, K 100%. of assets
i (subject to a 10% 1limit for the firat three years
‘ of operation of a new S&L).: .

Under recently promulgated standards, new
California S&Ls recelving insurance of accounts after
November, 1983, must l1imit the combined amount of investment
in real estate and service corporations to 10% of assets fer
the €£irgt thres year -After three years of operation,
there is no limitation' on the amount of investment, although
prudent man standards must still be observed. The 10%
limitation presently does not "apply to S&Ls which were
insured prior to November, 1983, or “grandfathered” S&Ls
acquired after November, 1983, However, many expect that
the so-called "de novo" 10% limitation on investment in real
estate and service corporations may be extended to existing
S&Ls upon acquisition by new owners, and perhaps to existing
s&lis even absent any such acquisition.

-

Excepted from the 10% of assets limitation are the
follewings y
; a. Any real property‘owned by an S&lL and used for
: its offices or branches {even if the office or
branch represents a small percentage of the
sgquare footage);
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b. REO (real estate owned as a result of fore~
closure of defaulted mortgages);

-1 Any loan from unrelated parties to a sexrvice

corporation and certailn loans from the parent-

i ‘8&L which are "conforming loans"jp )

d. Accrued profits earned on the original per-
mitted investment; and

€, Equity participating loans which provide for
both &8 fixed or floating rate of interest angd
a percentage of equity ownership or a percent-
age of profits from the project or business.

The profit potential of participating loans has

been a major incentive for many declding to enter the S&L

arena. in a currently popular format, the S&L will make a

" loan at a fixed interest rate of 10 or 1l percent, and will

receive additional interest eqgual to half of the profits
derived from the projects .

,“Power ‘of Readily Available Cash

Through its branch network {and as supplemented by
brokered depozits, a money desk, or advertlised jumbo CD pro-
grama), a California savings and loan ' has the ability to
raise virtually unlimited-amounts of capital in the Fform of
deposits. (See the discussion of brokered funds below.)  An
gel’'s cost of funds depends upon many factors. At this
writing, with the prime interest rate generally around 11%,
institutions with a strong retall deposit base are experi-
encing a cost of ‘funds in the 9 to 9-1/2% range. Institu-
tions relying on jumbe CD accounts for substantial portious
of thelr deposit base are experiencing a higher cost of
‘funds, generally in the the 10 to 12% range, depending upon
the deposit mix, maturity and other factors, It is
significant, however, that the cost of funds to an S&L
engaging in mortgage banking, real estats development oY
real estate syndication activities is probably considerably
less than the-cost of funds to those engaged in such activ-
ities outside a savings and loan’ context.

As experienced mortgage bunkers, syndicators and
developers may best appreciate, ready availability of rela-
tively low cost funds can provide a tremendous advantage
over the competition. In the mortgage barking context, the
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S&l. can fund loans which may be ‘arbitraged through pre-
existing puts inte mortgage pools or the secondary market.
‘ In the syndication and development context, the availability
! of cash solves three classic problems: ’

i H

t 1. Tying up the "Steals",

Every developer and syndicator has faced. the
need to instantly ralse cash to take advantage of an oppor-
tunity which will not wait for ordinary financing cycles.or
a syndication effort. A developer or syndicator operating
under_the umbrella of a savings and loan aSsociatioi Has the -
abil{€y to 'tap cash ,resources_'and TseiZe & favorable deal
while “other potential buyers are still"¥fying to acquire
financing. ; T '

2. Financing the "Flips®,

In the course of extensive development or
syndication activitles, many people encounter situations,
often several times a year, where property czn be acquired
and quickly resold or "flipped" for a substantial profit.
In fact, the attractiveness of flips is often so great that
there is no benefit to syndicating the project if capital
can be ralsed by another method. This is particularly trua
when £lips can be executed in a short period of time, such
as 30-90 days. Unfortunately, syndicators and developers
are frequently unable to take advantage of £lips because
they do not have enough lliquid capital avallable. .

"Through an 5&L, & developer or syndicator has
financia) resources readily at hand on very £favorable
terms.. Indeed, funds from an SkL are, in all probabillity,
the cheapest source of capital avallable for accomplishing
the quick turn-arounds which £lip opportunities require.

3., Staying Power.

. Every developer or syndicator is subject to
the vagariesy of interest rate cycles.:' There zre many in-
stances when the most brillidnt businessman is hard pressed
for cash to make up for an unexpected negative cash £low.
Going back to investors for additional capital under such
circumstances can ofteh prove embarrassing and significantly
diminish the investors' confidence in the project.

Raising more .than the required amount of
capital at the outset of a project may be uheconomic and

4
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competitively disadvantageocus in view of the simple fact
that investors want the highest yleld available in any given
marketplaca and market time,

Lo . The conduct of real estate syndication and
development projects in an B&L can be an effective way to
solve this problem. Tho S&L is able, by its very nature, to
deliver badly needed liquidity at a reasonable price te fund
a project's short term negative cash flow.

Uﬁoaralleled Leveraging of Funds.,

One of the outstanding features of a California SalL
is its exceptionxlly favorable leverage. With $3.0 miilion
in capital -~ the amount of capitalization regquired for a
new savings and loan in Californla -~ an S&L can take in
approximately §42 million of deposits from the publie, 'which

- may be insured by the Federal Savings and Loan Insurance

Corporation. In other words, in its first year of business,
an S&L can take in deposits equal to approximately 14 times
its initlal capital base. For new S&Ls, up to 10% of this
amount ($4.2 million) can be ‘directly invested in real
estate in the first year.' After three years there is no
limitation on the amount of assets which can be invested
directly or indirectly in real estate. S&Ls approved prior
to November 1883 are also presently “free of any percentage
limit on real estate or Bervice corporation investment.

~ The amount of leverage permitted increases during
the first three years of a new BS&L's operations so that
after three years, an S&L can accept deposits equal to 33—
1/3 times its capital base. on capitalization of §3.0
million, an S&L could raise more than $100 wmillion. - As
noted above, in theory at least, after three years, a new

- 8&L could invest 100% of its assets in real estate., All

investments of an S&L are, however, subJect to general
prudent man standards of diversification of investment by
category as well as speclfic investment. But, if even a
relatively conservative 10% to 25% of an SxL's assets were
invested in real estate, a $3.,0 million investment {in the
S&L could provide a $10 to $25 million working line of
credit for real estate investments after only 3 years
operations, . .

In contrast to the leverage available to California
S&Ls, banks are generally limited to leveraging their capi-
tal 12 times or less. JIndustrial loan companies (frequently
called "thrift and loans" in California) are initially
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limited in leverage to 3 times initial capifal, and after
f£ive years, with regulatory approvals, may ultimately go to
a statutory maximum of 20 times.

A few cautlons on leverage: Statutory ¢ér theo-
retical ."maximum leverage” is the outer limit, and should be
cauticusly approached, Leverage magnifies profit potential
on the up-side, but also magnifies losses on the down-side.

Flexible and Profitable Loan Opportunities.

Historically, S&Ls were 1limited by statute and
regulations to making primarily residential mortgage loans.
Under the new powers; up to 40% of assets can now be in-
vested in mortgage loans secured by commerclal property. Up
to 30% of assets can be put in consumer loans. Up to 20% of
assets can be put 1in commerclial 1loans on a phased-in
basis, (In 1984 7-1/2% of assets can be invested in direct
commercial loans with an additional 10% by participation
with or purchase from a commercial bank for an aggregate
maximum of 17.5% of assets;y-and, in 1985, these limits will
be raised to 10% in direct origination and an additional 10%
throug? participation or pqrchase for an aggregate of 20% of
assets) .

: In addition to having new types of lending capaci-
ty:. an S&L has considerable latitdde in structuring its
loans. For example, some real estate syndication-oriented
S&Ls have made loans,to real estate limited partnerships
which they sponsor with a coupon rate of interest reflecting
market vrates, but,6 with only a portion of .the interest
payable currently out of the real property’s net income, and
with the balance of the interest payable on sale or re-
£inance. If you become active with such loans, you will
need to devote attention to maximum loan size limits, loan
to one borrower limitations, related-party restrictlions, and
the difficultly of selling non-traditional lcans in the.
secondary market.

The participating mortgage discussed above in con-
nection with the new powers 1ls quite similar. In this vari-
ation, the S&lL,6 extends a market or below market rate loan to
a borrower, usually at a fixed rate of interest, and in
addition, gets a percentage (up to 50%) of the profits from
the project., Many industry observers feel that this type of
loan is the inevitable result of associations' past experi-
ence., For years, S&Ls and other lenders took all of the
risk on real estate development projects but enjoyed none of



212

JEFFER, MANGELS & BUTLER

i
£
H
P
!
¥
¢
5
i
§
{

the upside profit potential, If the project or economy went
sour, the S&L typlcally ended up with the property in its
REQ portfollo. If the project went well, however, the S&I,
only got & fixed ‘rate of interest while. the developer got
substantial profits. . .

f
Other Attractive Features.

§&Ls have begun a dramatic return to profitability.
There are a number of reasons for this, including lower in-
terest rates, expanded powers, new technigues for matching

duratiocn and cost of funds with investment opportunities,

and better management. A recent study shows that of the 69
Callifornin S&Ls opened between January 1, 1978 and June 30,
1983, only 10 operated at a loss while the remaining 59
experienced profitability. In fact, almost 10% of the S&Ls
had a return on beginning net worth of 50% or more. '

While the stocks of the 1large chain S&Ls have
generally traded at half of book value or less, and B&Ls
with assets over $1 biliion have tended to be bought or sold
at approximately book value, s&ales of small independent
S&L's occurring in the last year have been at multiples
ranging between 2-1/2 to 3-1/2 times book value. .

Many business people f£ind the ability to operlate
with all the prestige and credibillity of an independent
finaneial institution to be a significant advantage. The
§&L charter may open many doors in mortgage banking. It may
create instant credibility for real ostate investors, and
wlth consumers of aother financial services provided by the
8&L. The people closely associated with S&zLs are "members
of the financial institution club®, In addition to the
prestige, however, this membership carrles tremendous

.responsibility to discharge the public truat.

One person ©Or company c¢an now own 100% of a:'x

. California B&&L. A cCalifornia S&L can be owned by noa-US

cltizens or other out-of~state investors. It can make loansg

or investments outside cCalifornia and can draw deposits to

its licensed California offices from anywhere in the world.
-~

If an B&L Thas suffilclent qualifylng assets
{generally cash, Ginnle Mae and Fannie Mae Certificates, and
residential mortgage loans) it enjoys a favorable tax rate
of approximately 38% on its income (combined Federal and
californla) as compared to the approximate 50% marginal tax
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rate (combined Federal and California) applicable to
ordinary business corporations.

Based upon appropriate credit, correspondent banks
have traditionally loaned an association's organizers 50% to
75¢ of :ithe funds needed to capitalize the association.
Banks may also lend on the purchasa of existing savings and
loans., These loans are typically for five years' duration,
at an interest rate of prime plus 1%, interest only for one
year, principal amortized over the remaining f£four years.
The loans are unsecured to qualifying borrowers, and there
are certaln restrictions on the pledge of an S&L's stock
during the £irst three. years of its operation. Persons
starting or' buying an 8&L may not strip the S&L of cash
generated by operations to repay their loans. Persons
borrowing the initial capitalization for an S&%L or the
purchase price for an existing S&L should also be mindful of
the IRS limitations on investment: interest. ’

s&l, stock 4is "freely tradable” stock. It is
generally exempt from reglstration requirements of federal
and state securities laws, and subject only to regulations
administered by S&L regulators. S&L stock 1s not !fletter
stock", nor is it subject to Rule Q44 restrictions., The
securities exemptlions avallable for S&lL stock do not apply
to an S&L's holding rompany's stock: The stock of holding
companies is subject to state and federal securities laws.
€ : .

A

- . HOW TO ACQUIRE AN S&L

If the advantages of owning a California S&L' seem
attractive, you make wish to consider the following three
basic ways to take advantage of the opportunity: .

1, Buy aﬁ exlsting savings and loan.

2. Buy a state or national bank and convert it to‘
a savings and loan.

-7 .
.3 Start a new or de'novo S&L.

Because there ars different considerations for each
cf these alternatives, we will examine each Iin turn.
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Buying An Existing S&L.

as of the first quarter of 1984, it appears that
small, healthy: -independent Sials are being acquired at
pric'e_s which equate to approximately 2-1/2 to 3-1/2 times
book ivalue, The S&lLs tend to be fairly small (generally
under $§100 million. in assets). Many have a negligible
earnings history. Relatively new and undeveloped associa-
tions are attractive to many purchasers who wish to avoid
large portfolios with below-market rate mortgages, or otheyr
problems with existing loans, :

An acquisition of an existing S&L might theoreti-
cally be concluded in as little as three to four months in
the case of a private transaction or seven to nine months in
the case. of a public tender offer. In addition to s'aving
time in getting dinto the business, an acquisition 15
attractive because S&Ls which- received their insurance of
accounts. prior to November, 1983, are not presently subject
to certain restrictions applicable to "de novo" S&Ls formed
after that date. Many predict, however that the de novo
restrictions will soon be applied to existing 8&LTs Tupon
their acquisition by new owners_and perhaps to existing
S&L's even absent an acquisition.

The pricesi at which small independent S&Ds are
bought have traditionally been expressed as multiples of
hook value, but the trend now is to place greater emphasis
.. the amount, nature and consistency of earnings ({as
oppe ot .o book value), A number of consultants believe
5&Ls wx.. %e.valued in a range of 6 to 12 times earnings.
Present multilbiek (however calculated) "Hre probhably™at a
peak and likely to decline over the coming months unless the
demand for charters continues. S

Acquiring an existing operation can certainly save
a, tremendous amount of the time and effort that goes into
organizing a new &&L, but a potential buyer must evaluate
the relative, cost/benefit ratio of acquiring an existing
freility and'deposit base. :

While "sick" or troubled SilLs may be acquiréd at a
fraction of th€ ToEt  of a clean, healthy one, turn~around
efforts can be perilous, costly and time consuming.

. There are interesting possibilities of building the
book value and capitalization of an S&L' (and thereby



215

FER, MANGELS & BUTLER

b
1
L
4
§
L

increasing leverage potential) with regulatorily approved
contridbutions of appreciated realty or other assets. .
It is imperative in any acquisition to ohserve
proper regulatory prbcedures; including registration with
state and federal authorities who must approve of the
character  and financial capacity of ' the acguiror, the
acquiror's Dbusiness ‘plan, and other aspects of the
acquisition. -

Purchase Of A Bank And Conversion To An S&L.

B&L.,

Because &tate and ‘national banks presently appear
to be odt of vogue in cértain investment circles, many inde-
pendent banks cah be -acquired at lower multiples of book
value or earnings than comparably. sized S&Ls.  As,of this
writing, the author knows of several "clean" bank acquisi-
tions completed at a price in the one to two +imes book
range, substantlially less than the price for a comparable

A bank acquisition, followed by & conversion to an
S&L charter, presents problems absent from a straight S&bL
acquisition. The bank's portfolio may have 'to meet the
regulatory constraints for an S&L~upon conversion. The
conversion procest 1s subject to considerable regulatory
discretion and troubled banks would probably not be per-
mitted to convert to B&LS . Regulatory approval procedures
aimilar to those erﬁs&L acquisitions must be followed for
bank acquisitions.,

starting A De Novo S&L.

Timing. Compared to other financial institutions,
a California S&&L may be organized relatively quickly and
easily. In 1983, a number of new S&Ls opened thelr doors
approximately nine to twelve months after commencement of
the chartering process. :

Delays which occurred while new requlations were
being adopted. by federal and state regulatory agencles in
the summer and fall of 1983 increased the time required for
& new S&L to open its doors to the 18 to 24 month rangse and
a backlog of applicationg developed. - The backlog now seems
to be clearing.,

. Many predict that the time required to start a new
S&L will soon be cut in half. We project that the time to

10
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commence business with a new S&L will soon be in the 12 to
18 month range.

. Expense. The "risk capital™ in starting an S&L is
only §50,000 to §$60,000; thls amount may be repaid ocut of
the S&L's profits after opening. This sum is called "risk
caplital® bYecause, if the application. 1s denied by the
Department of Savings and Loan, the $50,000 to $60,000
cannot be recovered, The funds should be raised with a
prelicensing funds agreement. Although all funds will be
expended quickly at the outset of the process, careful
accounting for these and all other funds 1is 4imperative. .
Fortunately, California is in a very favorable chartering .
f mode and‘ most, properly structured groups are obtainipg
charters.

If you get your first approval, there are other
regulatory and business hurdles .to overcome (becoming a
member of the Federal Home Loan Bank system, cbtaining FSLIC
insurance, selling your stock, hiring your professional
staff, selecting and improving your site, etc.), but gener-
ally speaking the subjective "element of whether you will
have an SiL has been resolved. During the second, or orga-
nizational phase, preopening expenses will probably total at
least $200,000 to §$400,000 more (over and above the risk
capital), This  amount, hovever, 18 usually pald with an
organizational loan obtained by the organizers £rom a
correspondent bank, and the organizational loan is paid off
from the initial $3.,0 million capitalization. . ’

!
[
[
{

Three Things Needed'To Start The Process.

In order to start a de novo savings and loan, theras
are thres basic requirements: .

1. Site - a new S&L application must designate. an
"at or near the Intersection of" site which is not preempted’
by other new charters or branches opened in the last year or
two. The site should be in a community where there is a
"need" €o- additipnal S&L services. Preferably, the site
will be in_ a "natural” market with strong dJdemographics.
Your attorney, economist and other advisors can assist you
in selecting appropriate sites. .

2, The Organizing Group and Initial Board of
f Directors. You must have at least five directors to Z£ile an
application to start an S&L with the Department of Savings
and Loan. More directors are acceptable, but not necessary

11
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for the filing. Later, when you file for FSLIC insurance,
you must have at least seven directors. Your CBEO will be a
director. You do not need a CEQO at the time of filing.

. Under recent changes in regulatory procedures, the
makeup of the organizing group has become the most important
factor in obtaining a new S&L charter. This factor is now
more important than the economic study or demographics of
the area where the S&L is to be located.

Standards for entry into the S&L industry are
already high and continue to be ralsed.  The Department's
major consideration in approving an organizing group is its
"success profile" -- the track record and net worth of its
members, Even i1f the organize:s have had no prior experi-
ence with banks or savings and loans, the regulators believe
that people successful in thelr chosen field of endeavor
will use the same techniques or skills to make the savings
angd loan assoclation successful. There may be many routes
to success, such ag native intelllgence, hard work, ability
to attract excellent support staff, abillity to delegate,
etc,  The human tralts that make the "Midas Touch® work in
real estate syndication or manufacturing should likewise
make a savings and loan successful., =~ °

1]
The. follewing are a few guidelines for evalu-
ating whether or not your group meets the “success profila®
sought by the regulators: . .

The average net worth of the directors.should

“be at least §1l- miliion (including home, automocbile and

household furnishings); the larger the net worth, the
better. Some individuals with modest net worth can be
strong board members if thelr knowledge or business contacts
ares particularly strong, e.g. a retired banker of great
experience. If such an individual has a modest net worth,
say $200,000, someone oalse on the board should have a
proporticnately higher net worth, say $3 million. Gener-
ally, having two or more directors from one company (except
in a holding ¢ompany context) orn one family is undesirable.

Directors should have the £inancial dépth or
contacts to raise additional capital if problems develop.
At least one person “ther than the CEO should have deposi~-
tory ‘institution e. serience. Real estate experience is
generally highly regarded by the regulators, and it is
acceptable to have several of the directors involved in
various aspects of real estate. However, there should be

12
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some diversification of real estate ezyerience in wvarious
areas, such as syndication, brokerage, development, invest-
ment, and mortgage lending. Other directors should have
sound business 'or Zfinancial experience -~ as executives,
certified public accountants, investment bankers, etec.
Representatives from the community ({(e.q. a mayor,

commissioner, chambear of commerce leader, . planning
commissloner, civiec or religious leader or similar person)
is desirable, A minority or a woman, successful in his or

her own right, is & valuable addition.

If & single individual intends.to own all of
the stock of a savings ard loan association, he should have
a net worth of at least §10 million or more.

A FEW FINAL CONSIDERATIONS

Given the many opportunities offered by an S&i,
should everyone form a savings and loan association?
Emphatically, the answer. ils "Nol"

L Regulatory Environment. S&Ls are subject to
extensive regulation by federal and state agencies. Many
successful busliness people simply lack the patience needed
to tolerate a hlghly regulated environment. Moreover,
regulators can react sharply 1f they believe their regula-
tions have been intentionally violated. Although £inancial
institutlone are generally going through a rapid deregula-
tion, the threat of reregulation 1s constantly ptfesent,
especially if the fegqulators perceive abuses. -Any attempt
to predict the course of regulatory developments is specula-
tive at best, )

2. Competition and Management Shortage. with
large numbers of new applications and expansion of existing
associatlons, there is strong competition for business and a
shortage of top quality, experienced management. If you are
not prepared to operate an S&L in a competitive environment,
you should not become involved with one. It must be run in
a businesslike manner with carefully laid business plans.
Pirst-rate management will be more Iimportant than ever and
in relatively short supply. .

At present, however, such talent is certainly
available, Experiented ‘“superstar" managers from the
industry and allied fields (banking, mortgage banking, etc.)
can - typically be lured away from relatively large insti~
tutional settings for salaries in the $80,000 to $100,000

13
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range, plus stock options. and incentives. The business plan
of the organizing group must convincingly prove +¢o the
regulators that your S&L czan afford such expeasive talent.
It is the author's experience that the superstar managers
usually pay for themselves very gquickly many times over, but
many people have a short-sighted philosophy and refuse to
pay a premium wage for a proven performar. If you are not
willing to hire the best manageinent available, you probably
should not enter the field. -

3. Common Sense -- Avoiding The Appearance Of
Impropriety. However technically correct something seems by
the strict letter of the law, test the concept to see if it
seems prudent and sound for a financial institution using
public funds and FSLIC insurance. Is there diversity of
investment? It is generally ' better to have several
relatively small investments, than Jjust a few large ones.
similarly, the assoclation's investment portfolio should be
diversified by category of Iinvestment. While it is
theoretically possible to' invest all of an association's
assets in real estate, to do so would be unwise. Does man-
agement have sufficlent knowledge &nd expérience and a

. proven track record of success in this particular activity?

How will this activity look when scrutinized
by the press? If it wouldn't look good on the front page of
+the newspapers, don't do it! How will it look when scruti-
nized by the regulators? Are there any related-party
problems? Is there even the appearance of impropriety?-

. Do the intended activities permit the 8&L to
match maturities of the sources of its funds (deposits, debt
instruments) with its investments? .In other words, is daily
passbook money being used to repeat the past mistake of
making 3C year fixed rate mortgages, or is money taken in on
l-year CDs being used to make sound 6 month construction
loans that really will be paid when due?

Remember that in the S&L context, . investments
in conventional mortgages, equity participating mortgages,
real estate development or syndication projects, mortgage
pools, or other lawful investments are made with Federally
insured money ralsed from the public, The assoclation's
professional, full time /staff should insulate non-industry
owners from most of the administrative headaches; and, while
investments described above are clearly lawful and appro-
priate, a "captive" S&L cannot be used as an "alter ego” for
making ‘“sweetheart loans" to friends and relatives, nor

14
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purchasing "white elephant” -projects from related parties.
The savings and loan associlation and its affiliated busi~
nesses must be run in accordance with prudent business
standards.,

i 4. Brokered Funds Limitation. A major issue now
raging in regulatory circles and in Congress ias ths extent
to which banks, S&Ls and other depository 4institutions
should be. permitted to accept deposits ({(typlcally jumbo
CD's) raised by stockbrokers and others (who are generally
unlicensed). Many S&ls (and other depository instlitutions}
want the freedom to access brokered deposits, claiming that
there is an ample supply of good investments for such funds
at rates which will provide significant profits. They claim
that despite high interest rates bn brokered deposits, the
cost of collecting these funds is actually less than railsing
funds via a branch network, which is intensive in people and

. equipment. On the other Thand, regulators fear that

brokered funds will enable poorly managed associations to
raise dnd squander large sums which must then be replacud by
the FSLIC, The regulators also fear that, brokered deposits
subject S&L's to the influence of brokers,  _are mors
expensive than retaill deposits, and cannot be profitably
deployed. , The regulators note that the rcentage of
brokered deposits tends to rise as‘institutfgks get into
financial trouble, ' ) S e

The varfgus'political and economic interests
are still soxting ot the brokered deposit iasue. At
present, it appears that even 1f 1limitations are put on
brokered deposits (such as limiting the insurability of such
deposits), in-house money desks and advertised jumbo CD pro-
grams will continue to be permissible.

It is interesting +to note that of the'to.p

'performing California sS&Ls (those earning more than 503 on

beginning net worth), all but one of the assoclations had
jumbe CDs comprising over 69% of thelr deposits. Half of
all high performing assoclations had jumbo CDa compromising
over 90% of the}r deposits, : .

S, Commitment To Economical Home Financing.
There 1ls strong sentiment in certain influential corners in
the United States Congress, and in State and federal regula-
tory circles ‘that S&Ls must have some significant commitment
to economical home financing and the purposes of .the
National Housing Act., Theroe is presently no clear indica-
tion of what such a commitment requires in any operating

-y
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sense for new or existing S&L's, but many gquestions are
being raised. How much of an dinvestment, measured in
dollars or in percent of assets, is "significant"? What
does "economical home financing® mean? Poes it mean low
interest resldential mortgages, market-rate residential
mortgages, construction loans to developers of single family
residences (“SFRs")}, condos, apartment hcuses, office build-
ings and shopping centers? Is the concept limited to loan
origination or is the test satlsfled by an “"ultra-wholesale"
secondary market broker-trader operation? Does real estate
syndication meet the test? What if the syndication dévelops
or purchases low cost housing units or multi-residential
housing? Is pre-fab low cost SFR construction a “good®
activity? Are such activities within the express purpcses
of the Natlonal Housing Act, which are:
"to Jimprove Nation-wide housing stan-
dards, provide employment, -and stimulatae
industry: to improve conditions with
respect to home~mortgage €inancingr to
prevent speculative’ ekcesses in new-,
mortgage Investment, and to eliminate the
necessity for costly  second-mortgage
financing, by creating a system of mutual
mortgage insuranca and by making provi- -
sion for the orjanization of additional
institutions to handle home financingr-to -
promote thrift and protect savings..."?,

Thers are no calear anawers "to the foregoing
questions. Certain interest groups argue that the purposes
of the National Housing Act would be best served by limiting
S&L's to thelr traditional activitles. Other observers note
that 41f S&L's are to survive in a deregulated environment,
they must Ybe permitted +to engage in non-traditional
activities. The current laws and regqulations seem to
indicate that the California and federal legislatures, and
the respective,6 regulatory agencies, understand that a
balance must be maintained, ‘Assoclations now have the
investment suthority needed to be profitable, but are still
regulated enough to Insure continued contribution to the
housing and related industries., The precise nature nf this
balance between the need for profitabillity and the goal of
"economic home financing" will undoubtedly evolve as the
ipdustry makes use of its new investment powers.

76-791 0 - 87 - 8
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Mr. Chairman, distinguished members of the Subcommittee; we
are pleased to respond to your request that the Federal Home
Loan Bank Board ("Bank Board®” or "Board") testify concerning
problems incurred by insured institutions as a result of bank
fraud and insider abuse, and concerning Bank Secrecy and Change
of Control Act reforms that were enacted, in substantial part,
due to this Subcommittee's efforts. With regard to thrift
failures, you have asked us to address the causes of failures --
particularly the correlation between fraud and insider abuse and
thrift failures; the impact of such abuées; what the Bank Board
has done to combat such failures; and how Congress can aid the

Bank Board in preventing future abuses and thrift failures.

By way of overview, insider abuse and fraud are very
significant contributors to thrift losses and failures. Risky
investment strategies, usually including excessive growth and
grossly inadequate underwriting practices are also major causes
of thrift losses and failures. Worse, both of these primary
contributors to the losses of the Federal Savings and Loan
Insurance Corporation {"FSLIC") are often present simultaneously
in our most expensive thrift failures. Combined, these two
causes of losses are overvwhelmingly responsible for vi:éually
all recent failures, FSLIC's growing insolvency, and the huge

coming losses that we have already identified.
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As we will explain at some length, PSLIC and the Bank Roard
have taken tremendous regulatory and personnel steps to combat
fraud, insider abuse, and imprudent investment strategies.
Congress can help by enacting proposed statutory language that
the Bank Board has proposed to enhance the fight against insider
abuse and fraud; by increasing the resources the Department of
Justice brings to bear against criminal misconduct involving
thrifts; and by deleting the so-called Fforbearance language in
the House recapitalization bill —-- which would be used by those
engaged in fraud and insider abuse to delay the Bank BRoard from

ending their misconduct.

Too often, the cases involving FSLIC's largest losses have
borne an uncanny resemblance to each other. The general pattern
was a state-chartered association that underwent a change of
control in 1982 or 1983, massi;e growth, adoption of a risky
investment strategy emphasizing acquisition, development, and
construction ("ADC®) loans, acguisition, development, and land
("ADL") loans, and direct investments. Underwriting was often
extremely poor., Insider abuse was usually present, and actual

fraud was far from rare.

The change of conttol often brought a real estate developer
into control of the thrift. For the unscrupulous developer,
owning a thrift was a dream come true ~- a virtual printing

press to provide money to develop his real estate. Typically,
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the new manader put minimal capital into the acquisition,
Indeed, some changes of control were funded by overappraised

real property, without any cash infusion.

The growth rate of many of these thrifts skyrocketed after
the changes of control. Growth rates of 100 percent a year
became common, Exhibits 1 and 2 are charts that show the

difference in growth rates among 40 of the weaker Texas thrift,

.the remainder of Texas thrifts, and the U.S. average. As you

can see, the difference was phenomenal. In one year, the
average growth of the "Texas 40" was nearly 100 percent.

Prudent underwriting is almost impossible when a thrift grows
extremely rapidly. The pressure is immense to get the huge cash
inflow obtained from massive deposit growtH invested quickly so

that it can start earning a return.

The regulatory system that Chairman Gray inherited created a
perverse incentive for massive growth. His predecessors reduced
the capital requirement from 5 to 3 percent, allowed five year
averaging and 20 year phase~in, and debased even the minimal
capital requirement that Femained by creating regulatory capital
definitions that materially overstated thrifts' financial
health, The result was that a thrift's percentage capital
requirement declined if it grew more guickly. By growing fast
enough, and taking advantage of five year averaging, some
thrifts had net worth requirements of one percent or less., Even

that minimal net worth was often the product of bad accounting.



This massive growth went largely into highly risky
investments, particularly ADC and ADL loans, and direct
investments. Exhibit 3 demonstrates a much higher
concentration of the "Texas 40" and other Texas thrifts in these
highly risky assets compared to the U.S. average. This pattern
has been repeated by many state-chartered thrifts in states with
liberal investment powers. The bad ADC and ADL loans that have
caused FSLIC its most severe losses involved the thrift's making
an investment that is structured as a loan, but bears an equity
risk. The thrift would often fund 100 percent of the loan
amount (i.e., no "downpayment” was required), plus all points
and fees, plus the first 2 to 3 years interest (retained as an
interest reserve), and often an "equity kicRer® that gave the
thrift a percentage of the net profits of the project if it
succeeded, Because these loans are extremely risky, they
typically carried high interest rates, 3~5 points, and
significant equity kickers. The loans generally required
interest-only payments in the early years, and were sometimes
made "without recourse” (i.e., without a Personal guarantee by
the borrower)., Because the points and fees were booked
immediately as income, tﬁe thrifts looked extremely profitable.
Because of the high interest rate and the interest reserve, the
thrift also looked profitable in the early years of the loan.
The "interest reserve® was an important device. For example,
for a two year $1 million principal amount loan at 10 percent

interest, the borrower would sign a note for $1.2 million, the
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thrift would disburse $1 million to the borrower, and create an
interest reserve on its books of $200,000. Each month, the
thrift would make a bookkeeping entry "paying” itself the
interest the borrower owed that month. This entry allowed the
thrift to book the interest as income. The interest reserve
also meant that the loan could not become delinquent as long as
the reserve was not exhausted. This meant that our prior system
of identifying nonperforming loans -~ delinguency of 60 days or

more -~ was useless for bad ADC and ADL loans.

The overall impact of bad ADC and ADL loans was that the
thrift booked tremendous income from paying itself points and
interest, while making highly risky loans with a2 tremendous
danger of default, coveéed up the risk of ¥Yefault through an
interest reserve, and created strong incentives for the borrower
to walk away from the project if any problems developed. When
combined with poor underwriting, appraisal and disbursement
practices -- or outright fraud -~ such loans were a prescription
for disaster. An example of poor disbursement controls was
Guarant& Savings of Arkansas, which was the lead lender on what
was supposed to be a massive urban country club. Instead,
Guaranty disbursed $22 million and ended up with (actually,
FSLIC has ended up with) a 5 story hole in the ground occupying

virtually a city block in downtown Dallas, Texas.
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Empire Savings of Mesquite, Texas reported that it was one
of the most profitable thrifts in the country -- and then failed
catastrophically. It combined direct investments, structured as

ADC and ADL loans, with fraud to produce massive losses.

Even when the interest reserve ran out, thrifts were often
able to disguise their ADC and ADL losses through several
devices. First, the thrifts often refinanced their own loans
just before the interest reserve would have run out. Second,
groups of thrifts would develop "back scratching" arrangements
whereby they would refinance or purchase each others! bad loans
if the supervisory agent was preventing self refinancing or the
examiners were looking too closely at such practices. These
refinancings allowed the thrifts to book additional income and
avoid any loan defaults. They also caused the thrifts' risk
exposure to grow even larger. ’Third, even 1f the earlier loans
began to default after the interest reserves were exhausted, a
thrift could continue to report high net profitability if it
grew quickly enough and the new income outweighed the, by now,
relatively much gsmaller, old nonperforming loans. This was a

variant of the old pyramid schema.

Examiners and supérvisoky agents had very limited means of
preventing such abuses before 1985. Reappraisals ordered by the
Principal Supervisory Agent (®PSA®) of our ninth district, which
incluées Texas, took an average of nine montha to complete. By

the time the reappraisal was complete, the thrift often had
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already doubled in size. Once the reappraisal came in
indicating a serious loss, the property could be refinanced or
purchased by another thrift or a shill in a backscratching deal
at a purported profit. The shills who purchased such properties
generally received a non-recourse loan for the full purchase
price and interest. They had no risk, and were happy to
"purchase” the property at an inflated price. The examiners
were left to start all over again trying to prove the existence
of losseg.  Virtually all of our enforcement powers are

triggered by existence of such losses.

The typical problem ADC and ADL "loan® we have described is
really a direct investment --.it poses an equity risk to the
thrift. The thrifts that have made the~largest number of such
ADC and ADL loans and direct investments have fared
disastrously. Exhibit 4 shows the problem loan ratios of the
"Texas 40" as compared to the U.S. average and all other Texas
thrifts. The differences are dramatic, and reflect the
different investﬁent strategies these three groups employed.
{(See Exhibit 3.) Similarly, of the 37 thrifts that placed more
than 10 percent of their assets in direct investments in 1983,
21 of these thrifts had been placed into receivership or
conservatorship or are currently of significant supervisory

concern.
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These ADC and ADL problems were abetted by many

.professionals. Appraisers provided the inflated valuations and

participated in, or blinked at, "land flips" designed to
overstate the value of property througii sham sales. Accountants
failed to require that the ADC and ADL loans that were really
direct investments be properly accounted for under generally
accepted accounting principles ("GAAP®). The phony ADC and ADL
income could not have been booked without such improper
accounting. Attorneys provided the "creativity" necessary for
sham transactions. "Shopping® for the professionals who were
willing to "blink" at such improprieties, or even to plan them,
became endemic among the worse managed thrifts. Similarly,
borrowers learned to shop for the worst managed thrifts,
~

On its surface, these problem ADC and ADL loans are so
insane that it geems irrational'for any thrift manager to engage
in such practices. From some thrift managers' perspectives,
however, it could pay to make such loanas. By booking high
income the managers could justify awarding themselves high
salaries, bonuses, and dividends. They also increased their
:eporged net worth, which in turn, allowed them to make still
larger loans and book still larger profits. Some managers als~
gained from loans because they were giving money to themselves
through conflicts of interests or through kickbacks from
borrowers.. Until our growth regulation brought the pyramid
scheme to a halt, the massive growth of the worst managed

thrifts allowed most of these thrifts to continue to report
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profitability. This was a sham. The worst managed'thrifts were
able to report as "profits™ the act of essentially giving away
their money and making themselves insolvent. These problem
lcans never made any sense. The decline of the regional economy
merely exacerbated losses. For example, on average the "Texas
40" were insolvent on a tangible capital basis by the end of

1984 -- well before the steep 1986 drop in oil prices.

The carnage that such risky investment and‘growth strategies
and incider abuse and fraud have left is staggering. Virtually
all FSLIC's recent and pending major losses are explained by
such practices. They account for the fact that FSLIC was
insolvent by $6.3 billion by the end of 1986 and is now down to
well under $1 billlion in cash and securiti®s. That insolvency,
in turn. is not simply "technical. It has had real and painful
results for the FSLIC and the £hrift industry. It has exhausted
the secondary reserve and thereby reduced the thrift industry's
net worth by $823 million. It may also lead the accounting
profession to require thrifts to "write-off" $4.8 billion in
PSLIC notes held by thrifts.,

\

PSLIC's insolvency also caused the outside accountants of
the Federal Home Loan. Bank of Dallas Eo question the value of
FSLIC's guarantee of loans the Dallas Bank had made to problem
thrifts. This led to the Dallas Bank "calling® our guarantee,
and required FSLIC to send over $1 billion in cash to the Dallas

Bank. It has also meant that very substantial FSLIC guarantees
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are unlikely to be made in the future until FSLIC is restored to
financial health. FSLIC guaranteed loans used to be an
effective means of "leveraging” our very limited cash. Without
such guarantees, many problem thrifts must increase their
deposit rates to maintain their liquidity. This, in turn,
increases their net operating losses, which are already running
at £3.8 billion annually (approximately $1.68 billion at Texas
significant supervisory cases). It also causes healthy thrifts
to have to bid up their deposit rates to compete for deposits.
This increases their expenses and reduces their profitability or
increases their losses. WNationwide, the difference in deposit
rates between FSLIC insured and PDIC insured institutions is
running at more than $4 billion a year. Well-managed Texas
thrifts are the worst victims of these "hidh rate junkies.”
Exhibit 5 shows the precipitous decline in Texas moritgage
spreads from the end of 1985 té 1986 ~- at a time when the U.S.
average wasg improving. FSLIC has now suffered 7 consecutive
months of net new deposit declines, with much of that loss
gsuffered in Texas. Until PFSLIC can resolve the problem of the
high rate junkies, well-managed Texas thrifts will be forced to
carry them like a heavy ball and chain. Aabsent the $15 billion
recapitalization, PFSLIC will not be able to resolve many
hopelessly insolvent thrifts. Over $2.5 biliion in net
operating losses have occurred since the PSLIC recapitalization

bill was first put on hold ir October 1986.
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Agency Initlatives to Address Problems

The Bank Board has been working to address these problems in
numnerous ways. We have testified before the Congress that
budget and staffing constraints on PSLIC by the Office of
Management and Budget ("OMB") and by the Office of Personnel
Hanagement ("OPM") have severely impaired our ability over time
to attract, hire, and retain high quality agency staff in the
numbers required. The past response by OMB and OPM to our
critical needs in this regard has been grossly inadequate, to

say the least.

In order to protect the safety and soundness of the thrift
industry in the face of OMB'S and OPM's unrgsponsivaness the
Board has taken positive and aggressive action to strengthen its
examination and supervisory efforts. As of July 6, 1985, the
Board tranaferred its fleld examination function to the Federal
Home Loan Ranks ("PHLBanks"™) in order to build a well-trained,
effective, and efficient field examination force. By December
31, 1985, the numher of professional examiners on the staffs of
the FHLBanks grew from 747 to 1,003, an increase of 34.3
percent. The Poard egtablished a goal of at least 1,500
examiners for the FHLBanks by the end of 1986; there were 1,524
professional examiners as of December 31, 1986, Many of these
new examiners have advanced degrees in business or finance
and/or have professional designations, such as Certified Public

Accountant.,



234

These Board initiatives have resulted in a doubling of the
professional field examination staff in just a year and a half,
and a tripling of the professional supervisory staff since 1984,
The professional supervisory staffing levels were increased by
62.2 percent to 550 nationwide during calendar year 1986.
Training of both examination and supervisory personnel was

conducted at an all-time high level during 1986.

The Board determined that its purpose of improving the
effectiveness of its examination and supervisory functions would
be best served by establishing within the FHLBank System a new
Office of Regulatory Policy, Oversight, and Supervision
("OrRPOS") through which to exercise its statutory responsibility
to oversee, control, and, where necessary,\imptove thosge
functions. On July 24, 1986, the Board voted to establish

ORPOS, and this was done effective September 27, 1986.

Another significant respongse undertaken by the Board to deal
with the real causes of FSLIC losses was the expansion of our
enforcement program. In late 1985, the Office of Enforcement
("OE") was created by the transfer of personnel and
respongibilities from within the Office of General Coungel to an
independent office., OE was created to increase the number of
enforcement personnel to keep pace with the increase in
supervisory staff at the FHLBanks, to expand the independence

and effectiveness of enforcement personnel, and to enable the
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staff to address better and more quickly the referrals for
formal enforcement action against violations of laws and
regulations and unsafe and unsound practices in the thrift

industry.

During calendar year 1986, OE obtained 58 cease-and-desgist
orders and 48 removal and prohibition orders, and completed 15
securities cases. This represents a substantial increase over
the number of actions during 1985, thereby aiding preservation

of the FSLIC insurance fund.

Additionally, both OE and the Office of General Counsel have
been working with the U.S. Department of Justice. Since part of
the cause of FSLIC losses has involved suspected criminal
conduct such as ingider abpse gnd fraud, the Board had more than
quadrupled its number of criminal referrals in 1986 over 1985,
and is cu::en;ly proceeding at a pace that could well exceed

that number in 1987.

In addition, to underscore the full commitment to the
Board's enforcement efforts, the Chairman has issued a series of
supervisory directives,.beginning April 12, 1984, and
culminating as recently as May 22, 1987, to ensure that, despite
any staffing or other constraints, the FHLBanks and the Board's
staff respond decisively to all material violations, and to

highlight particular areas of concern.
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Another tool related to an effective enforcement program is
civil litigation in the federal courts. Over the last four
years the Board has nearly quadrupled the size of its litigation
staff, thereby substantially increasing suits against officers,
directors, and professionals who have caused losses to the
FSLIC. As a result, damage recoveries for FSLIC are on a steady
increase. In recent years, we have begun to concentrate our
litigation efforts at obtaining injunctive relief as soon as it
is legally possible, in order to maximize deterrence and
minimize the dissipation of assets by insiders who have looted
insured institutions., FPFSLIC has met with considerable success
in the courts in obtaining "freeze®” orderg —--effectively
preventing continued abuse of the institution or its assets by -

directors or officers named in our complaints.

THR® BOARD'S REGULATORY RESPONSE

buring the last gseveral years, the Roard has undertaken a
comprehensive requlatory program designed to promote capital
adequacy in the thrift industry; limit risky investments;
especlally by undercapitalized or insolvent unstitucions;
prescribe more realistic recordkeeping and reporting in the
industry; and encourage allocation of adequate allowances for
loan losses when assets have been identified as posing problems
of collectibility., Each of these regulations should be viewed
as part of the larger program and that the larger program is

guided by two key principles. First, we must recognize that
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PSLIC is an insurance company and its safety and soundness are
imperative. Second, such regulations should generally give

greater latitude to well capitalized, well managed thrifts.
The Board's regulatory initiatives have been comprehensive.
"We have attached a description of these initiatives as Exhibit

6.

BARRIERS TO PRUDENT REGULATION

The regulatory achievements of the Board during the past
four years have, all toco often, come in spite of tremendous
industry opposition, and often the opposition of key state
regulators. For example, in a letter received by the Board
dated July 12, 1984, the Texas §avings and Loan League opposed
the direct investment regulation, noting that the Dallas and San
Prancisco districts had booked record profits in 1982 and 1983,
arguing that "risk management techniques have evolved so as to
reduce the potential exposure of assoc%ations engaged in thesge
activities.® A year later, the Texas League opposed the
proposed regulation on classification of assets, and on June 30,
1986, the Texas League assailed the Boarxd's "sweeping round” of
regulatory changes (net worth, liquidity, and nationwide
lending) for discouraging the entry of new capital into the
thrift industry:
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The commerce of this country must be
financed. We cannot have riskless financing
and economic growth . . . with good
injustry managers, with cooperation,
patience and understandings (§ic) from the
requlators and with the advantages and
natural functions of an open market place,
the savings and loan industry will continue
to be a4 viable component in the financial

institution industry.

A now troubled thrift opposed the direct investment
regulation in its December 27, 1984, letter with the comment
that ®., . . unless we are allowed to compet® and grow as fast as
sound business judgment requires and supports, we cannot long
survive." (Emphasis in the orléinal.) By January 24, 1986, its
letter regarding the classification of assets regulation
reflected the improvements in the Board's examination and

supervision process:

Indeed, this regulation could result in the death of
the Savings and Loan industry. During a period in
which the industry and regulatory sectors need to come
closer together, this regulation causes the industry
to become more defensive and antagonized by the

examiners.

EY
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The permissive investment powers of some states for
state-chartered, but federally-insured, thrifts has -also helped
create incentives for certain thrifts to utilize these powers
for high risk investments, under the philosophy "heads I win,
tails the FSLIC loses."” The December 26, 1984, comment letter
from Texas Savings and Loan Commissioner L.L. Bowman III,
regulator of a state with some of the most liberal direct
investment authority in the nation, opposed the Board‘'s

proposals on direct investments, net worth, and ADC loans:

My primary concern over the proposed
definition of acguisition, development and
construction loans stems primarily from the
hazard of allowing an examiner td interpret
complicated accounting principles and arrive
at an arbitrary conclusion. I have long
espoused the philosophy that this
responsibility rests solely with the private
audit firm which performs the association's

annual audie. . . .
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The new proposed net worth regulation (anti-growth)

is by far the most damaging of the three regulatory
proposals. Our industry is replete with associations
whose backgéound has been steeped in the traditional
purposes ofithrifts and homeownership. Their
portfolios bulge with long-term fixed-rate mortgages.
The majority of these mortgages are well below current
yields and represent the sword of Damocles to the
boards of directors of these associations. Because of
this asset mix, these associations are moving
irrevocably toward failure, unless they can institute
a program of rapid growth in rate-sensitive
transactions . . . The growth necessary to offset
such sub-standard portfolios would, of necessity, be
far in excess of the limitations placed on the

industry in this regulation.

NEEDED CONGRESSIONAL SUPPORT

Legislative action is e3sential to aid the Bank Board in its
efforts to stop fraud and insider abuse. The nmost important
legislative need is to eliminate the so-called forbearance
provisions of the House recapitalization bill. As we have
explained, the critical need for the thrift industry is higher
capital, honest accounting, quicker regulatory response, and
higher levels of compliance with law and regulations.

Unfortunately, Congress has been unable to pass any expansion of
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our enforcement powers in the past four years. Worse, the House
and Senate recapitalization bills contain not a single provision
designed to aid the Bank Board in stopping fraud, insider abuse,
and risky investments. Instead, the House bill, in particular,
contains a panoply of provisions that will constrain the Bank

Board's efforts to stop such losses.

We have already explained how our enforcement powers are
generally tied to the existence of losses, The House and Senate
bills would drastically curtail our ability to require thrifts
to recognize the existence of losses by limiting our reappraisal
and classification of asset powers to require thrifts to
recognize the full extent of their losses. By purporting to
limit losses to "GAAP®" losses, these bills*would further

encourage accounting "shopping”.

The House bill bars FSLIC from requiring a thrift to
increase its general loss reserves regardless of the amount of
its assets classified “"substandard"” -~ which indicates an
unusual danger of loss., That provision is indefensible.

)

The House billl creates ah elaborate appeal and arbitration
mechanism that can be used whenever a supervisory agent requires
a thrift to recognize a loss. This is a perfect device for
those engaged in insider abuse and fraud to delay any

enforcement action that would stop such abuses. Those abusing a
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thrift have the strongest incentive to use the arbitration
mechanism. The fact that the thrift has to pay the arbiters®

cogsts is plainly irrelevant to such insiders.

If the House truly believed that these provisions were
desirable, it would have applied them to our sister banking
regulatory agencies -- who also use market value appraisals and
asset classifications, require additional general loss reserves
for gsubstandard assets and have no arbitration/appeal mechanism.
Qur sister regulatory agencies unanimously oppose such

“forbearance" provisions as destructive of safety and soundness.

These provisions cannot be justified on the basis of alleged
requlatory abuses by the Bank Board. This.Subcommittee held
hearings on these allegations and received testimony on no such
abuse. of any thrift in Texas or elsewhere. The testimony
included rhetoric and an anonymous "whisper®” campaign attacking
the Bank Board, but not a single example of an abused
institution. This whisper campaign sunk to its lowest level
when it was alleged that the absence of a demonstration of abuse
constituted proof that all thrifts were too intimidated to
complain. By definition, it is logically impossible to refute

such an allegation.

There is such a thing as rational forbearance, and the Bank
Board's practice and policy statement provide for it. We

temporarily forbear on our capital requirements for well~managed
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thrifts that have a real possibility of recover, have a sound
plan for returning to adequate capital, and have made

enforceable commitments to follow the plan.

Other thrifts, however, are hopelessly insolvent and losing
more money every day they are unresolved, Such thrifts have a
tremendous incentive to engage in risky or fraudulent behavior
because thef are in a “"heads I win, tails FSLIC loses”
situation. The vital legislative initiative needed to stop this
incentive is a $15 billion PSLIC recapitalization plan that

would allow us to resolve these cases.

For several years, the Bank Board has sought amendment of
the Home Owners' Loan Act and of Title IV of the National
Housing Act to clarify and strengthen its civil enforcement
powers, as explained in Chairman Gray's testimony to this
Subcommittee on May 8, 1986. Some of the Bank Board's proposals
have been introduced by the full Committee (see, e.g., H.R.
4998, 99th Cong., 2d Sess, and H.R. 1680, 99%th Cong., lst
Sess.); however, the Congress has not acted on these vital

proposals.

Having failed on its own to elicit sufficient support for
the amendment, the Board is now working with the other federal
financial institutions regqulatory agencies to develop a joint
legislative package for the enhancement of the civil enforcement

authorities of all the agencies.
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We would, however, like to take this opportunity to
reiterate a few of those key enforcement areas in need of
legislative revision. First is an amendment to permit the Board
to issue a temporary cease-and-desist order on the grounds of
disarray or lack of books and records. Deficlent or
non-existent recordkeeping has been a recurrent problem in many
of the serious difficulties encountered in resolving supervisory
cases. When it is clear that an institution i3 in severe
financial straits, the Bank Board must be able to halt new
business activities to prevent further losses and insolvency.
However, we are hamperedlin doing so under our current authority
if our examiners cannot determine the financial condition of the
ingtitution when its books and records are wéefully inadequate.
This amendment would extricate the Board from its dilemma by
permitting the Board to halt certain business activities of an
institution immediately when its financial condition cannot be
determined because of a disarray or lack of records. This would
be an invaluable tool for preventing serious problems hidden by
inadequate or nonexlstent records from expanding into disasters
during the time needed to reconstruct and identify the problems.
Similarly, the Board should be expressaly authorized to require
the immediate termination of any violation of law or rule

through issuance of a temporary cease and desist order.
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Secondly, legislative amendment is needed to clarify that
the Board's and the other federal financial institutions
regulatory aggncies' authority to halt violations of law or
regulation includes the right to require affirmative corrective
action in the form of restitution, rescission, guarantees
against loss, etc. by the institution or its management

officials.

A further necessary clarification to the Board's enforcement
authority concerns its removal and prohibition powers. For
example, the grounds for removal of an officer from an institu-
tion for misconduct at another institution should be consistent
with the grounds for a direct removal from the first institu-
tion. Moreover, the pertinent statutes sho&id be amended to
clarify that the agencies' removal authority is not affected by
a director's or officer's resignation or other separation from
the institution. The Board also has requested Congresgsional ex-
pansion of the industry-wide ban that presently exists for indi-
viduals who have been removed to cover not only FSLIC-insured
thrifts, but all federally~insured financial institutions.
Currently, a thrift official removed from one FSLIC~insured
institution may not serve as a director, officer or employee at
another FSLIC-insureé institution; bowever, he or she may work
for a FDIC-insured bank or a NCUA-insured credit union without
penalty, The Board's suggested amendment would not only
prohibit a removed individual from working at another

FSLIC-insured insgtitution, but also prohibit an individual
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removed by an agency from employment at any type of
federally-insured financial institution from serving at any
other without prior approval of the appropriate regulatory

agency.

The new interadency draft of enforcement legislation also
will include a desired expansion of the agencies' civil money
penalty authority and increase certain of the existing penalty

provisions in current law.

Moreover, the Bank Board is likely to seek in future
legislative proposals the authority presently held by the
federal banking agencies to mandate capital adequacy
requirements for thrift institutions in the. same manner as the
banking regulators have for commercial banks. See 12 0.S.C. §
3907. Among other things, the'authority would assist in the
prevention of insiders from dissipating the assets of an

institution before corrective action could be initiated.

The grounds for appointing a receiver or conservator for a
state chartered thrift should be expanded to\ be identical with
federally chartered thrifts. Currently, a conservator or
receiver can be appointed for a federally chartered thrift that
willfully violates a cease and desist order, but not a state

chartered association.
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It would be scandalous to reduce the effectiveness of the
Bank Board's tools against fraud, insider abuse, and imprudent
investments. We cannot state too strongly our conclusion that
the House recapitalization bill, because of its forbearance
provisions, would increase FSLIC's losses and provide a shield
for renewed insider abuse and fraud. We need your held to avoid

this result.

BANK SECRECY ACT

You have also askea us to address the Board's efforts to
implement Subtitle H of the Anti-Drug Abuse Act of 1986 and to
ensure full compliance with the Bank Secrecy Act. In addition,
you have asked for the Board's views on recent changes ~~ and
additional recommendaticns for change -- to the Right to
Pinancial Privacy Act. Finally, you have requested our views on
the effectiveness of the 1986 changes to the Change in Savings
and Loan Control Act, and on any additional legislative actions

that may be necessary. 1/

- e it v e o e e

1/ Last year, on April 17, 1986, the Bank Board testified
before this Subcommittee on its efforts to combat money
laundering, and it presented a detailed report, which we

note has heen included in the Report on the Hearings of
Subcommittee on Tax Evasion, Drug Trafficking and Money
Taundering as they Involve Financial Institutions

(Serial No., 99~80), Because the agency's report of April 17,
1986, is quite detailed, we will concentrate on subsequent
actions taken by the Bank Board to enhance its enforcement of
the anti-money laundering statutes and to protect the financial

integrity of FSLIC-insured institutions against insider abuse
and fraud.
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Implementation of the Requirements of

Section 1359 of the 1986 Act

On January 27, 1987, the Bank Board, along with the Federal
Reserve Board, the Federal Deposit Insurance Corporation, the
Office of the Comptroller of the Currency, and the National
Credit Union Administration adopted comparable final requlations
directing financial institutions within their respective
jurisdictions to establish and maintain procedures desigﬁed to
assure compliance with the Bank Secrecy Act and tb. implementing
regulations of the Department of the Treasury (see Exhibit 7).
The agencies promulgated these regulations in response to the
requirements of saction 1359 of the Money Laundering Control Act
of 1986. .

The Board's regulation requires an institution's board of
directors to adopt a written compliance program that must, at a
minimum, include four elements: (i) a system of internal
controls; (ii) independent testing for compliance by in-~house
personnel or others; (1ii; designation of 1individual(s) to be
responsible for day~to-day compliance; and (iv) provision for

training of personnel.

Pursuant to the requlation, institutions under the
jurisdiction of the Bank Board were required to have their

programs implemented by April 27, 1987.
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Other Regqulatory Efforts on BSA

On May 8, 1987, the Board published in the Federal Register

a proposed rule that clarifies and expands the existing rule to
set forth in greater detail the necessary elements of a

Bank Secrecy Act compliance program (see Exhibit 8). The
proposal focuses on three areas: testing, training, and board of

director action.

First, the proposed rule clarifies that the testing of the
Bank Secrecy Act compliance program is to be conducted
semiannually on a random schedule in order to provide an
accurate examination of the compliance program. Testing may be
performed by the thrift's auditors or by ménagement personnel
not directly involved in the day-to~day Bank Secrecy Act
compliance process., Each test.of an institution's compliance
program would involve six minimum steps: (1) a review of any
prior test resultsg; (1ii) a reyiew of the institution's written
operating procedures for compliance with the Treasury Bank
Secrecy Act regulations and whether the procedures are designed
to enable an institution’s personnel to identify transactions
subject to the Bank Secrecy Act and the Money Laundering Control
Act; (1i1) a check of a sampling of the records that Treasury
requires to ascertain compliance with the Treasury regulations
and completeness; (iv) a check of a sampling of the currency
reports required to be filed to ascertain their completeness and '

accuracy; (v) a review of the institution's exemption list to
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verify the continuing appropriateness of the exemptions and
whether the records supporting the exemptions are current and
complete; and (vi) submission of the results of the Bank Secrecy
Act compliance testing to the institution's auditors for
incorporation in the annual audit report for presentation to the

institution's board of directors.

Upon receipt of the annual audit report including the
tesults of the independent testing of the thrift's Bank Secrecy
Act compliance program, the thrift's board is directed by the
proposed rule to take those steps necessary to remedy any
deficiencies discovered by the testing program. Any such
actions to remedy deficiencles are to be reflected in the

minutes of the board of directors.

The Roard's proposed rule also clarifies the existing rule
on training for Bank Secrecy Act compliance. The proposal
specifies that the existing training requirement extends to all
employees, not just those newly-hired, and that documentation of
actual training must be maintained. In addition, institutions
are directed to focus their training efforts on all personnel
who have dutles relating to the reporting or recordkeeping
requirements nf the Bank Secrecy Act, particularly those who

accept deposits or otherwise handle cash.
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Improvements in the RSA Examination Process

As the Board noted in its April 1986 testimony, during the
period from 1982 through mid-year 1986, examiners were granted
disc¢retion as to whether their regular examinations of thrift
institutions would include testing for the institutions
corpliance with the requirements of the BSA. Although the Bank
Board would have preferred to require every regular examination
to include such testing, the inadequate numbers of examiners
made that goal impossible at the time. Nevertheless, during our
testimony to this Subcommittee, the Bank Board indicated its
commitment to ensuring compliance with the law and pledged to

improve examinations for BSA compliance.

Due to the reorganization of the examinations function of
the agency, discussed previously, the examinations staff has
increased substantially. Accordingly, on May 12, 1986, ORPOS
informed the examinations staff that every regular examination
is to include testing for compliance with BSA requirements in
accordance with procedures now set forth in the revised manual
for examiners, the Examination Objectives and Procedures Manual

(“EOP").

Under the revised EOP, examiners are to perform certaln
tests to ascertain whether the subject institution is complying

with the BSA requirements. If upon application of the tests the
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examiner detects deficiencies the ‘examiner must conduct an

expanded scope examination.

Examiner Education and Training

ORPOS has revised the EOP to reflect the latest interagency
Bank Secrecy Act examination guidelines and procedures. ORPOS
also has issued a chapter on the Bank Secrecy Act for inclusion
in the Board's Supervisory Objectives and Procedures Manual in
order to provide further guidance to the Board's supervisory

agents on their responsibilities under the Act.

Additional guidance has been provided to supervisory and
examination personnel and to the industry on the compliance
requirements of the Bank Secrecy Act through use of the Board's
Technical Series Memoranda which have been updated in the last
year to reflect changes in Treasury's regulations and revisions
in the currency transaction reporting forms or instructions.
These memoranda include suggestions on features thrifts should
consider including in their Bank Secrecy Act compliance

programs.

The Bank Board also has expanded its requirements for the
annual independent audit of insured institutions. Following
consultation with the American Institute of Certified Public
Accountants ("AICPA"), the Bank Board now requires an

institution's audit to include testing the institution's
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procedures for compliance with the Bank Secrecy Act and the
Board's guidelines on the Act, and the auditors are to issue a

special purpose report on its findings.

The Bank Board also has educated thrifts on the Bank
Secrecy Act and its requirements through publication of an
article in the July/August 1986 issue of the thrift industrj
magazine, "Outlook on the Federal Home Loan Bank System®. (See

Exhibit 9).

Right to Financial Privacy Act Issues

The Subcommittee alsoc has requested that the Board comment
on last year's proposed amendment to the Right to Financial
Privacy Act of 1978. We note that Title V of the Omnibus Drug
Enforcement, Education, and Costrol Act of 1986 (H,R. 5484, 99th
Cong.‘, 24 Sess), as reported by the full committee on September
11, 1986, proposed revisions to the Right to FPinancial Privacy
Act; regrettably, the proposals were not enacted into law. Title
V of H.R. 5484 would have provided an exemption from the
requirement of customer notices under limited circumstances. The
Bank Board supports the proposal, but we believe it does not go

£ar enough.
As the Subcommittee is aware, the Board -~ along with the

other four federal financial institution supervisory agencies --

entered into an agreement on April 2, 1985, with the Federal

76-791 0 ~ 87 - 9
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Bureau of Investigation and the Department of Justice to form a
"Working Group® to improve the referral, investigation, and
prosecution of bank fraud and insider abuse cases. High among
the goals of the Working Group has been seeking an amendment to
the Right to Financial Privacy Act that would remove the current
impediments in the statute that limit or complicate the sharing
of information among and between the named agencies and the
departmenta. The WOrk;ng Group has supported a clarifying
amendment to the Right to Financial Privacy Act to permit the
transfer of financial information lawfully in the possession of
one government agency (such as the Bank Board) to another
government agency (such as the Justice Department) for a law
enforcement purpose within the jurisdiction of the receiving
agency without notice to the customer, This amendment is
broader than the exemption contained in the omnibus drug bill of
last year and the Board continues to support adoption of the

Working Group's broader exemption.

Another impattant goal of the Working Group relates to the
inability of the supervisory .agencies to receive information
that the Department of Justice may have as a result of Grand
Jury proceedings. Our inability to obtain this information
prevents us from most effectively performing some of our
responsibilities, such as our duty to process Change-in-Control
applications., The Anti-Drug Abuse Act of 1986 amended the
Change in Control Act to require prior notice of at least 60

days to the Board of a proposed acquisition to allow the Board

.
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time to investigate the acquirors. However, one potentially
important source of information on acquirors -~ that developed
from Grand Jury proceedings ~- is currently beyond the access of
the Board and all of the federal financial institutions
requlatory agencies. Presently, the federal financial
institutions regulatory agencies may seek grand jury information
only if the agency has an ongoing "judicial proceeding® to which
the information is relevant. Unfortunately, a change in control
application does not qualify as a "judicial proceeding” and a
prosecutor would be unable to share with the agency pertinent
information on the fitness of those individuals attempting to
gain control of an insured institution, The Working Group
supports amendment of the grand jury secrecy rule to permit the
sharing with an agency of information or documents obtained
through a grand jury for matters within that agency's

jurisdiction, such as a change in control application.

CHANGE IN SAVINGS AND LOAN CONTROL ACT

Pinally, you have requested that the Bank Board provide the
Subcommittee with its assessment of the effectiveness of the
amendments to the Control Act set forth at Section 1361 of Title
I of the Anti-Drug Abuse Act and that the Bank Board advise the
Subcommittee of any additional legislative actions that may be
necessary or appropriate in this area., In general, the Bank

Board applauds the changes made by the amendments. We also note
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that in many ways, the Bank Board, on its own initiative, had
already made changes in its own procedures to address the very

areas with which the Amendments were concerned.

The investigative authority granted by the Anti-Drug Abuse
Act has been particularly helpful to the Bank Board; this
authority is currently being used by the Bank Board in its
formal examinations and investigations of institutions. 1In
addition, the amendments have been useful in specifically giving
to the Bank Board authorization (and, with respect to certain
provisions, the responsibility) to verify information, seek

comment on applications, and compel publication of Notices.

The Bank Board welcomed the clarification of the Bank
Board's authority to seek injunctive relief. The Bank Board had
previously taken the position that it had the authority to seek
such a remedy, but the clear statement in the amendments removes

any questions of the Bank Board's authority to seek such relief.

The amendments also require, among other things, that the
Bank Board make an independent determinatiop of the accuracy and
completeness of information provided by an applicant concerning
such areas as the applicant's identity, background, anq
experience; his or her assets, liabilities and income; any
criminal indictments or convictions; and the identity, source,

and amount of funds or other consideration to be used in making
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the acquisition. The amendments direct the Bank Board to
prepare a written report of the investigation -~ including, at a

minimum, a summary of the results of the investigation.

Prior to the enactment of the amendments, the Bank Board,
on its own initiative, had in fact initiated procedures to
verify significant information in the material submitted to the
Bank Board. 2An FBI name check is conducted for every applicant.
Computerized data systems also are used to check the background
of applicants. These data bases includebthe Bank Board's own
computer information system and commercially available data
bases maintained by third parties. Applicants are required,
pursuant to forms promulgated under the Control Act, to submit
financial statements that have been certified by an independent
public accountaht. The staff also may contact credit agencies
and verify the credit history of an applicant. Where a proposed
acquisition of control has involved the incurrence of debt,
applicants have been required to submit copies of the underlying
documents for review. Information obtained as a result of these
inquiries is included, along with other pertinent information
obtained from the applicant, in a worksheet style report used to
evaluate the application and to record the steps taken in the

review process.

The amendments also provided for public comment regarding
change-in-control notices. The statute provides for the

publication of the name of the insured institutioﬁ to be
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acquired and the persons identified in the notice as a person by
whom or for whom such acquisition is to be made. In addition,
the statute provides for the solicitation of public comment on
the proposed acquisition, particularly in the geographic area

where the institutions proposed to be acquired is located.i/

Again, the Bank Board, on its own initiative, in 1985 had
promulgated regulations requiring public notice of proposed
acquisitions in the area of the institution to be acquired, and
the solicitation of comments. A specific procedure also was
provided for notice to the "target” institution. 1In
promulgating these regulations, the Bank Board noted that it
°findyg that public participatics in the applications process can
be helpful in the execution of its duties,‘pa:ticularly in
bringing to its attention information that would prevenﬁ
acquigitions of control of insured institutions by unqualified

or dishonest acquirors.®3/

With regard to legislative changes that may be necessary or
appropriate, we direct your attention to 12 u.s.C.
§ 1730(q)(16), which provides, in part, that any person who
willfully violates the Control Act, or any regulation or order

isgsued by the Corporation pursuant thereto, shall forfeit and

3/ The statute includes an exception from the publication and
comment process if the Corporation determines in writing that such
disclosure or solicitation would seriously threaten the safety or
soundness of the institution to be acquired.

i/ Board Resolution No, 85-1005 (November 8, 1985), 50 FR 48686
(November 26, 1985).



259

37

pay a civil penalty of not more than $10,000 per day for each
day during which such violation continuesf The statute provides
the Corporation with authority to assess such a civil penalty,
after notice and an opportunity to submit various types of
information is given, and after giving consideration to certain
enumerated factors. The Bank Board, however, must bring an
action in the appropriate United States district court to

collect the penalty.

The Bank Board and the other agencies participating in the
Working Group believe that it would be extremely useful to amend
the Control Act to provide for the imposition of penalties
through uge of an administrative proceeding in the same manner
that the agencies have the authority to impose penalties for
violation of other statutes. 1In addition, the Working Group
advocates the deletion of the need to demonstrate "willfulness®
in all cases in order to assess such penalties. The
“willfulness® requirement is difficult to prove, and 12 U.S.C.

§ 1730(q)(16) already incorporates the state of mind of the
offender by requiring the Bank Board to consider the "good faith
of the person charged.® A range of remedies, similar to that
contained in the Savings and Loan Holding Company Act, would
give the Bank Board valuable flexibility to deal with various
types and degreeas of violations of the Control Act. The Working
Group is presently drafting proposed language tegardihg these

concerns.,
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EXHIBIT 1

CUMULATIVE AVERAGE ANNUAL GRCWTH OF THE TEXAS 40
AND THE UNITED STATES AVERAGE
1983 ~ 1986
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EXHIBIT 2

EXTRACRDINARY GROWTH OF TEXAS THRIFTS
BETWEEN DECEMBER 1982 AND DECEMBER 1986

N



Extraordinary Growth of Texas Thrifts |
Between December 1982 and December 1986 |
% Increase “TEXAS 80"
in Assets
Rest of TEXAS
299 %
300 1 United States
Average
250 |
200 |—
150
99 %
100 |—
55 %
50 |
K

£92




264

EXHIBIT 3

DIRECT INVESTMENT LOANS &
ACQUISITION, DEVELOPMENT, AND LAND LOANS



Direct Investment, {D.1.) &
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Land Loans (ADL)
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EXHIBIT 4

PROBLEM LOANS AS A PERCENTAGE OF ASSETS
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EXHIBIT 5

MORTGAGE YIELD SPREADS .
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EXHIBIT 6

THE BOARD'S REGULATCRY RESPONSE
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Capital Requlation; Liability Growth Regulation

The net worth and liability growth regulations were
developed by the Board in consultatirn with its field staff, and
were formally adopted by the Board in January 1985, They
curtail overleveraged deposit growth and require institutions to
increase their capital as they increase their deposits. On
August 15, 1986, thé Board ~-- again in close consultation with
senior supervisory agents in the field -- amended its net worth

and growth regqulations by building upon their bagic frameworks.

The minimum . capital requirements for thrift institutions
adopted on August 15, 1986, and effective January 1, 1987, can
be divided into three components: a liability component, a
contingency component, and a maturity-matching credit. The
liability component requires ingtitutions to hold capital equal
to six percent of their liabllities in excess of the level on
their books on January 1, 1987, The capital requirement for the
liability level on their books on January 1, 1987, will
initially equal approximately three percent and will increase
each year (until it reaches six percent) by\a fraction of the
average profitability in the industry during the preceding year.
An institution's specific initial requirement will depend on its
base requitrement under the regulation in effect prior to January

1, 1987,
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The contingency component requires institutions to hold
incremental capital against certain assets. The contingency
component includes a two percent requirement on recourse
liabilities, a two percent requirement on standby letters of
credit, and a 20 percent requirement on scheduled items. It
also contains a varlable component for which the incremental
capital requirement depends on an institution's actual capital
level and its concentration in a specific asset category. These
variable incremental requirements apply to direct investments,
under the Poard's proposed Equity Risk fnvestment rule, direct
investments, including, land loans and nonresidential

construction loans.

The maturity-matching credit allows ingstitutions to reduce
their capital requirement by up to two percent of liabilities
for one-year and three-year cumulative hedged maturity gaps of
less than 15 percent and 25 percent recelve credit on a
declining scale and gaps above 25 percent received no credit.
Institutions cannot use this credit to bring their overall
requirement below three percent for the first three years of the

regulation and not below four percent thereafter.

On January 31, 1985, the Board adopted, 1in conjunction with
its final rule pertaining to net worth requirements for insured
ingtitutions, a new regulation, section 563.13-1, to prohibit
any insured institution having assets in excess of $100,000,000

from increasing its total liabilities during any two consecutive

i



gquarters at an annual rate in excess of 25 percent unless a
growth plan had been approved in advance by the institution’'s
PSA. In order to obtain such approval, an institution was
required to submit to its PSA a detailed growth plan containing
information necessary for the PéA to determine the institution's
ability to manage the resulting increase in size, whether the
investments contemplated by such growth would be appropriately
diversified, the stability of the funding sources and the risk
of potential runs, and the interest rate and credit risk posed

by the planned uses of funds.

The most recent amendment to this growth regulation, adopted
at the same time ag the capital regulation in August of 198§,
clarified that institutions may not increase their total
1iabilities within any two-quarter perlod at a rate greater than
12.50 percent (still an annualized rate of 25 percent) without
prior PSA approval. This growth limitation applies to every
insured institution unless it 1is exempt because it meets or

exceeds its current regulatory capital requirement.



Definition of Regulatory Capital

Regqulation; Proposed Policy Statement

on Accounting for Acquisitien,

Development and Construction (®ADC® Loans)

The Board is moving steadily in the direction of requiring
insured institutions to report in compliance with Generally
Accepted Accounting Principles ("GAAP"). 1In May of 1987, the
Board issued a final rule on the Definition of Regulatcry
Capital. That rule requires that for periods beginning on or
after January 1, 1988, insured institutions prepare in '
accordance with GAAP all financial statements, all audited
financial statements, and reports, all financial reports
required to be filed with the Board, and éll counterstatements.
In addition, these statements and reports must include a
footnote reconciliation of GAAP equity capital to requlatory

capital.

The definition of requlatory capital includes equity
capital, computed under GAAP, and items based on risk analysis
reporting ("RAR®™) that are not part of GAAP equity qapital.
Mutual insured institutions can only obtain external capital
through the sale of subordinated debt, which would not qualify
as GAAP capital, but is generally treated as capital for RAR

purposes.
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In keeping wiéh this policy of applying GAAP accounting
standards to insured institutions to the extent it ia cteasonable
and possible to do so, the Board has proposed to amend its
statements of policy relating to accounting for acquisition
development; and construction loans to comport with the position
taken by the American Institute of Certified Public Accountants
and by the Chief Accountant of the Securities and Exchange
Commission on determining whether a transaction characterized as
an ADC loans is truly a loan or is, in substance, a real estate

investment or participation in a joint venture.

Direct Investment Regulation

The new direct~investment rule significantly revised the
investment thresholds beyond which institutions must obtain
prior supervisory approval fér their direct-investment
activities., 1Institutions that fail their minimum capital
requirement must still receilve prior approval for all direct
invesgtments. Institutions that meet their minimum capital
requirement but have less than six percent tangible capital may
hold the greater of three percent of assets or two and one-half
times their tangible capital in direct investments without
supervigsory review or approval. Beyond this threshold,
supervigsory review and approval is required; Finally,

ingtitutions meeting their minimum capital requirement and
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having at least six percent tangible capital may hold up to
three times their tangible capital in direct investments before

supervisory review and approval is required.

The new rule significantly strengthens the former rule by
linking review thresholds to an institution's tangible capital,
rather than regulatory capital, which includes such intangible

assets as goodwill and deferred loan losses.

As was true with the previous regqulation, the new rule
retains the walver provisions. That is, institutions that wish
to angage in direct investments beyond their established
thresholds may apply for a waiver from the PSA in their
respective daistricts if the institution has the proper controls

to limit its risk exposure.

The Board also lssued a proposal that would define an
"equity-risk investment® to include all direct investments as
currently defined by the direct-investment ragulation, as well
as land loans and nonresidential construction loans with
loan-to~value ratios greater than 80 percent or loan-to-cost
ratios greater than 100 percent. These loans also would be
subject to incremental capital requirements of up to ten percent

as egtablished by the regulatory capital rule.
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Proposed Rules On Classification Of

Assets And Appraisal Standards

In May 1987, the Board issued a proposal to amend its
classification of assets regulation to ensure the use of
broader, but judicious, examiner discretion in the
classification of assets, consistent with the examination
practices of the bank requlatory agencies. Heretofore, the
Board's appraisal standards were published as supervisory
memorandum R4lc issued by its Office of Regulatory Policy,
Oversight, and Supervision. The standards contained in R4lc
were substantially the same as those contained in its
predecessor memorandum, R4lb, praised as "highly developed and
comprehensive® by the House Committee on.Gqvernment Operations.
The Board's current proposed regulation clarifies and simplifies
its existing appraisal standards. The standards themselves,
however, would continue to require derivation of a market value
for properties in accordance with methodology accepted and in

use by the appraisal industry.
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EXHIBIT 7

PROCEDURES FOR MONITORING.
BANK SECRECY ACT COMPLIANCE
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1887 / Rules and Regulations

DEPARTWMENT OF THE TREASURY
Comptroller of the Currency

12 CFR Part 21

[Docket Ho. 87-2)

FEDERAL RESERVE SYSTEM

12 CFR Part 208

{Doctet No. F-0534)

FEDERAL DEPOSIT INSURANCE
CORPORATION

12CFR Part 326
FEDERAL HOME LOAN BARK BOARD

12 CFR Part 562
[Docket No. 67-1]

NATIONAL CREDIT UNION
ADMINISTRATION

12CFR Part 748
Procedures for Monttoring Bank
Sccrecy Act Complicnee

Aqences: Office of the Comptroller of
the Currency, Treasury; Board of
Governors of the Federal Reserve
Syatem: Federal Deposit Insurance
Corporation: Federal Home Loan Bank
Board: and National Credit Union
Administration.

acnox Final rule.

Bank S: Acl. B the
are acting under & three-month statutory
dendline, this final rule establishes only

- those requirements that we consider to

be the minimum necessary forany
1 procedure. The i

h e Ly el

to

Loan Act of 1933 (12 U.8.C. 1464[d}).
oection 407 of the National Housing Act
(12 U.5.C. 1730} and section 208 of the
Federa) Credit Union Act (12 U.S.C.
17886). Specifically, these provisions
require the ngencies to: (I) Ptencribe

CTay Yotailed 1

move -

procedures in the pear future, -

DATE: This final rule is cﬂ‘echve)nnuary -

27,1887,

aponresses: Office of the Comptroller of
the Currency, 480 L'Enfant Plaza East,
SW., Washington, DC 20218,

Board of Governors of the Federal
Reserve System, 20th Streel and
Constitution Avenue NW., Washingtoa,
DC 20551,

Federa) Deposit Insurance
Corporation, 550 17th Street, NW.,
Washington, DG 20428,

‘Federal Home Loan Bank Board, 1700

- G Street, NW.. Washington. DC 20552,

National Credit Unjon.Admimistration,

"4 1778 G Street, NW., Washington, BC

20456.

N L2
Thomu G. Lehmkuhl, National Bank

Examiner. Commercial Activities
P‘lv‘mi?n. {202) 447 ‘.\IM or ‘Ymnne D.
Reguln!nry Annlymu Division, (zm) a7~
1177, Office of the Comptroller of the
Currency,

Sara A. Kelsey, Senjer Attorney Legal
Division, (202) 452-3238, Conrad G.
‘Bahlke, Attorney, Legal Division, (m:'.)
452-3707, or Richard Schriber, Sealor

susaany: The Office of the Comptroller
of the Curtency, Bodrd of Governors of
the Federal Reserve System, Federal
Depasit Insurance Corporation, Federal
Home Loan Bank Board, and National
Credit Union Administration
{collectively referred to as the
“agencies”) are amending their
respective regulations to require the
financial institutions that they regulate
{“regulated institutions") to establish
and maintain procedures to assure and
monitor compliance with the
requirements of cubchapter 1 of chapter
53 ol Title 31, United States Code. In its
originel form, subchapler Il was part of
Pub. L. 81-508 which requires
recordkeeping for end reporling of
currency transactions by banks and
others nd is commonly known as the
“Bank Secrety Act” This action s
necessary for the agencies to comply
with the requirements of section 1359 of
the Anti-Drug Abnse Act of 1883, Pub: L.
§9-670. This fina] rule is effective on
January 27, 1987, and is'intended 1o
seeare that regulalnd lnstltullons

tahlsh o

comply wlth the mqulxeme:na of the”

tor*' »:Federsl

| Analys), (202) 452-2732,
Dmnion of&nk Suapervisicn and
Regulation, Board of Governors of the
Federal Reserve System.

R. Eugene Seitz. Review Examiner,
Division of Bank Supervision, (202) 838
6783 or Katharine H. Haygood, Senior
Attorney, Lega) Dlvluiun (mz) 896-0732,

mstimunns lo eslabhsh and mamtnin
d to

assure and monllur compliance with the
Bank Secrecy Act: and {2) review such
procedures during the course of their
inations, The regulali quiring
ions lo establish
procedures are to take effect within
three months after enactr; ent—by
Jjaouary 27, 1987, The Act also
authorizes the agencies 1o issue civil
money penalties and cease and desist
orders in the event that a regulsted
institution fails to establish such
procedures ar to correct problems with
regerd 1o its procedures after an agency
b:i.n notified (he inatitution that pmblem
- exist.

Agency Action

The agencies are issuing this final rule
10 require regulated institutions to

Yatod i

+ establish and maintain a program

designed to assure and monitor

1 the requi of the
Bank Secrecy Act and Lhe implementing
regulations promulgated thereunder by
the Department of the Treasury
established at 31 CFR Part 103. An
instituticn's compliance program must,
at a minimum, consist ofa system of

H m assure

m ide for Ind dent
testing of compllanm by the institution's
personnel or by an outside party. The
institation shall also designate an
individual or individuals responsible for
eoocdinming lu(;d monitoring day- Im—duy

an lor

inte p

Federal Deposit b

John Dowring. Attorney, Offim of
Enforcement, {202) 853-2604, C. Dawn
Caugey, Atlosaey, Dffice of
Enforcement, (202) 653-2624, or Francis
Raue, Palicy Analyst, Office of
Regulatory Policy, Oversight, end -
Supervinion, (202} 778-2517, Federal
Home Loon Bank Board.

Martin Kushner, Examiner, Office of
Examinstion and Insurance, (202) 357~
1085 or john K. lammo, Staff Attorney,
Litigution Divisian, (202) 3571030,
National Credit Unlon Admini

“This final rule bccomes cﬁm:uve on
Jasraary 27, 1887. Institnticns must have
developed and implemented their
ocompliance programs by April 27,1867,
‘The Department of the Treasury has
advised the agencies that mstitutions

mcognize (hat complinnce with
-the requirements of this rule, standing
alone, will not be considered to be a
defense in any criminal prosecution or
«oivil action involving'a vmlabon of the
-Bank Secrecy Act or Eegulu!ium

SUPRLEMENTARY IRFOAMATION:

Background

Section 1359 of the Anti-Drug
Act of 1886 {*Act"), contains s nunber
of provisions amending eection 8 of the

u,

Benson for Adoption Without Prior
Notice and Comment

Immediate adoption of this finel rule
is pocossary 1o.comply with the
requirements of section 3353 of the Anti~

‘Deposit Insurance Act (12 1.8.C. . Drug Abuse Act of 16858, Pab. L. 89570, «-.
.1818), séction 5{d) of the Home Owners'

which requires the.agendies.tlo .
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promulgate regulations to take effect by
lanuary 27, 1947,

Due ta the time constraint, we find
that application of tha notice and public
participation provisions of the
Adminisirative Procedure Act {5 U.S.C.
553} te this action would be
impraclicable and that goed cause

of Management ond Budget under
control number 3068-__,

1% CFR Part 748

Pursuant to the Paperwork Reduction
#ct of 1880, the recordkeeping
requirements of 12 CFR Part 748 were
submmed to and approved by the Office

exists for making this action effe
immediately. Since we have had to
mave so rapidly ta implement the
requirements of the Act, we: aave
established only those cequirements that
we consider to be the mimmum

of M and Budget Under
control number 3133-0094.

List of Subjects
12CFR Pent 21
National banks, Criminal referrals.

y for any ti Insider abuse, Theft, Embexzlement,
p Jure. C ly, lhu g Check kiting, Defalcations, Currency,
are con d ering hether to L," h ; Foreign currency, Reporting and
more det b p esin  recordkeepi q
the near future. 12 CFR Part 208

Regulatory Flexibility Analysis
Because no notice of proposed
rulemaking is required under section 553
of the Administrative Procedure Act or
any other law, the Regulatory Flexibility
Act {5 U.S.C. B01-602) does not apply.

Executive Order 12201

The Office of the Camptroller of the
Currency has determined that this final
rule is not a “major rule” and, therefore,
does not require a-regulatory impact
analysis,

Paperwark Reduction Act
12 CFR Port 21

Pursuant to the Paperwork Reduction
Act of 1980, the recordkeeping
requirements of 12 CFR 21.21 were
submilted to and approved by the Office
of Management and Budget under
contrul humber 1557-0180,

12 CFR Part 208
Pursuant to the Paperwork Red

Bunks, Banking, Currency, Federal
Reserve Syslem, Foreign currency,
Reporting and recordkeeping
requirements, Securities.

12 CFR Part 328

Banks, Banking, Currency, Federal
Depasit Insurance Corporation, Foreign
cwrrency, Reporting and recordkeeping
requirements, Secunty measures, State
nonmember bank.

Subpart C—Procedures for Monitoring
Bank Secrocy Act Compliance

£21.21 Bank Secrecy Act compilancae.

(8} Purpose. This subpart fa issued to
ausdure that all nalinnal banks eatnblish.
an
designed to aasure and monitor lheu'

1i with the
subchapter 11 of chapter 53 of title 31,
Uni!ed States Cod?. and the

reg pr 8
by the D of
Treasury at 31 CFR Part 103, -

(b} Compliance procedures. On or
before April 27, 1987, each bank shall
develop and provide for the cun(mued

i Yy

h )

O
deuigned fo aasure and munltor
with
reporllng requimments setforth in
subchapter II of chapter 53 of title 31,
Unised States Code. and the

g and

ted

thereunder by the Department of
Trenuury at 31 CFR Part 103. The
gram shall be
writing, approved by the board of
directors and noted in the minutes.
(c) Contents of compliance program.
The compliance program shall, ata

d to

minimum:
12 GFR Part 5‘?’. (1) Provide for a system of intemal
Bank deposit ] t i3 to assure

Reporting and recordkeeping
requirements. Savings and loan
associations,

12 CFR Poart 748

Report of crime or catastrophic act,
Currency, Reporting and recordkeeping
requirements.

COMPTROLLER OF THE CURRENCY

Act of 1980 and the regulationa
pramulgated thereunder, the
recordkeeping requirements of 12 CFR
208.14 have been approved by the Board
of Governors of the Federal Reserve
Sysiem under delegated authority trom
the Office of Management and Budget
and have been assigned control number
7100-0196, B

12 CFR Port 328°

Pursuant lo the Paperwork Reduction
Act of 1880, the recordkeeping
requirements of 12 CFR Part 328 were'
submitted to and approved by the Office
of Munagement and Budget under
control number J084-0087,

12 CFR Part 563

Pursuant to the Paperwork Reduction
Act of 1980; the recordkeeping
requirements of 12 CFR Part 583 were
submitted to and appraved by the Office

Authority and Is

For the reasons set forth in the-
preamble, 12 CFR Part 21 is amended as
follows:

1. The authority citatior for 12 CFR
Dart 21 is revised to read as follows:

Autherily: 12 US.C. of seq., 932, 1818,4x
amended. 1881-1884 and 31 U.S.C. 3311 &t
seq.

2. The title of Part 21 is revised to read
an lollows:

PART 21—MINIMUM SEC*” UTY
DEVICES AND PHOCEDURES,
REPORTS OF CRIMES AHD
SUSPECTED CRIMES AND BANK
SECRECY ACT COMPLIANCE.!

3. New Subpart C consiating of § 21.20.
is added to tead as follows:

¢ In its ariginal form, subchapter ( of chapier 53
aftitle 71, Uniled Statrs Coda was part of Pubs L
91508 which requires recordheeping for end

(2} Provide for Indepandent testing for
compliance to be condueted by bank
personnel or by an outside party:

{3} Designate an individual or
individuala respousible for coordinating
and itoring day-to-day it
and

(4} Provide training for appropriate
peraonnel.

{Approved by the Office of Management and.

Budget under cantrol number 1557-0180)
Dated: December 22, 1858,

Robaert L. Clarke,

Comptroller of the Currency.

BOARD OF GOVERNORS OF THE
FEDERAL RESERVE SYSTEM

Authority and Issvance

For the reaaons set forth in the .
preamble, 12 CFR Part 209 is amended
as follows:

PART 200—{AMENDED]
1. The authority citation for 12 CFR
Part 208 ia revised to read as follows:

Autbority: 12 US.C. 243, 321-330, 485, 184, .
1816, as amended; 3907, 2002, and 31 US.C.
8311 af seq, uniess otherwise noted.

reporting of currency transsctions by benks and
athers and 13 commonly kwown as the "Bank
Act”
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2 A new § 208.14 is ndded 1o read as
follows:

§208.14 Procodures for moniioring Bank
Secrecy Act compllance.

{a) Purpose, This section is issued to
assure that %ll state member banks

blish o tain proced

reasonably designed to assure and
monitor their compliznce with the
provisions of subchapter Il of chapter 53
of title 31, United States Code, the Bank
Senyqf Actend l‘he implemenm):x

8 promulg by
the Department of Treasury at 31 CFR
Part 103, requiring recordkeeping and
reporting of currency transactions.

(b) Establishment of compliance
program. On or belore April 27, 1987.
each bank shall develop and p for

PART 326—MINIMUM SECURITY
DEVICES AND PROCEDURES AND
BANK SECRECY ACT * COMPLIANCE
FOR INSURED STATE NONMEMBER
BANKS

3. Part 818§ ummdad by dmignallng
§§ 3280 through 3267 8.

(Approved by the Office of Manegement and
Budget under pontrol number 3064-0087)

By order of the Board of Directars.

Daled a! Washingion, D.C. this 61k day of
January, 1887,
Federa) Deposit Insursace Coiporation ¢
Hoyls L. Roblnsoa,

Suhpart A—Mlnknum SQwr!ty Devices
and Procedures

4. The heoding of § 326.0 is revieed to
read an follows:
§360 Scopo of mbpart,

5, New Subpart B consisting of § 326.8

tive S
El ¥

FEDERAL HOME LOAN BANK
BOARD

The Federa) Home Loan Bank Board
hereby sinends Part 583, Subchag-2r D,
Chapter V, Title 12, Code of Federal

the continuad administration of a
program reasanably designed to ascure
and monitor uom%llmce with the
recordkeeping and reporting
requirementa sct forth in subchapter I
of c!mpler 53 of title 81, United States

is added 10 read as follows: Regulations, s set forth below.
SUBCHAPTER D—FEDERAL SAVINGS ARD

Subpest B—Procedures for ) LOAN INSUI E CORPORATIONS
Bank y Act C
s Act PART 563—~0OPERATIONS -

{a) Purpose. This subpart is insned to 1. The uulhndly cilnlion for Part 563
asoure that all inaured statz i
banheslablluhandma!num Ser.l vsulm.nunmdzd -

1 1o

(IZ US.C. 1421 e¢ £0g.); bec. 6A. 47 Stal. 727,
as ndded by aec. 1, 64 Slat. 256, as amended
(12 U.S.C. 1425a}; sec. D, 47 Stat. 727, a3
added by sec. & 80 Siat. 524, ap amended {12
U.S.C 1425b); vec. 17, 47 Stat. 730, a9

Code, the Bank Secrecy Act, and the ' anuure undunmmrthmrwmphnnce
impl ting lati p 1 d n
thereunder by the Department of of chaptersa nf h!la n, Unlted Smen
Treasury almCFRPal:t }nl::cm Code, and the i

ram aball duced to 1 1h 9

writing, appmved by the board of
directors, and noted in the minates.

{c) Cantents of campliance program.
The compliance program shell, at 8

- by the
Department of Treasury at 31 CFR Port
103,

{b) Compliance procedures. On or
before April 27, 1987, vuuh bank ahall

minimum: lop and provid
(1) Provide for a system of i 1 dmini: jon of )|
1s to azaure li designed to asaure nml monitor
(2} Provide for independent telung for li with ing and
compliance to be conducted by bank reporting requirements eet forth in

ded {12 US.C 1437); sec. 2, 48 Stal 128,
as amended [12 US.C. 1482); sec 5 46 Slat.
132, as amended (12 U.5.C. 1464):; secs. 401~
407, 48 Stat. 1255-1280, as wmended (12 11.5.C.
1724-1730); sec, 408, &2 Stat. 5, as smended
{12 US.C. 17300} Reorg. Plan No. 3 of 1847, 12
FR 48013 CFR, 1843-1848 Comp., p. 1071,

2. Part 563 {5 amended by adding &
new § 563.17-7 to read as foliows:

§563.17-7 Procedures (or monitodng
Benk Sacrocy Act

personnel or by an outside party: subchapter I of chapter 53 of title 51, compiiance.
~{3) Desigaate an lndxv;dunl or United States Code, and the . {8} Purpose. The purpose of this
nating  impl ing regulati ] Jation is to require insired
And monitoring day-lo-day pl } d the Dep of i di d b, 5a1.1 f this
and Treasury at 31 CFR Part 103. The inslﬂtkuuonu‘(an el'l'n'q 1 y ﬁ o
(4) Provide training for appropri pliance program shall be reduced to i i devigned 1o
personnel. writing, approved by the board of mmure and monitor compliance with the
{Approved by the Office of Management und  directors and noted in the of 11 of chapter
Hudget under control No. 7100-6186) (c) Contents of compliance program. - 53 of title 31, United States Code, and
Board of Govemnors of the Federn] Reserve  The campliance program shall. at a the implementing regulations
Sysiem, Janoary 21, 1907, minimum: promulgated thereunder by the U.5.
jumes McAfos, (1) Provide for a system of internal Department of Treasury, 51 CFR “art
Associate Secretory of the Boord. P Pm"v:: ;“?“mb‘d ot 1osting 103,
@ tor indepenaent tes! or [b) Cr mpliance procedur~. Onor
FEDERAL DEPOSIT INSURANCE compliance to be conducied by bank hofore April 27, 1087, eech insured
CORPORATION personnel or by an cutside party: \nstitution shall develop and provide for
(3] Denignate an individual ar the continued administration of a
Authoritf aad Issuance v e lo-d{ o i cd l‘ll: assure
Far the reasons set forth in the ::d moritoring dey-lo-day and moni with the
, mcotdkeepmg and reporting
s;e‘%rlr;‘l’)‘ls.mlz CFR Part 220 is amended 1) vaLide training for appro: et forth in subchapter IT

1. The authority citation for 12 CFR
Part 328 is revised {0 read as follown:

Autbarity: 12 US.C. 1619 [Teath}, 1601~
1804; 31 U.S.C. 531% ef geq.

2. The title of Parl 32618 revised to
read as follows:

peraonne!

tIn Its original form. sibchaptzs I of chaptar 53
of title 31, United Stotes Cods was partof Pub Lo
508 which requires recordki b’lnr od
reporticg of currency tracections

athers and is aramonly keowmn ao the "Bark
Secrecy Acl™

of chapter 53 of title 31, United States
Code, and the implementing regulations
promulgated thereunder by the
Department of Treasury, 31 CFR Part
103.- The campliance program shall be
Teduced to writing, approved by the
inured inatitution’s board of directors,
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and reflected in the minutes of the
institution.
fe} C fi
The mmplmnm program shall, ata
minimum:

(1) Provide fora syalem of Inlema!

Is o assure ong

{2) Pruvide for independent &ealing for

compliance to bc l:cnducle.i byan

PART 748—REPORT OF CRIVE OR
CATASTROPHIC ACT AND BANK
SECHRECY ACT COMPLIANCE

3. Part 748 is amended by adding
§ 748.4 to read as follows:

Reparting of Currency and Foreign
Tmmmclionu Act and the implememli’ns
d 4 y
the Depunment of Treusury, 31 CFR Part
103. This program shall be reduced to
writing, appmved by the board of
of the institution, and noted in

$740.2 Bank y
programa and pvocodures.
{a)} Purpose. This section is issued to

the minutes.
(c) Contents of compiiance program.

msl;xred insti ', ensure.that all federally-insured credxl Sur.h compliance program shall at a
or by an outaide nrl d

(3{,-, . porty: 4, stons establishand o Iy designed to (1) Provide for a system of tnternal
for coordinating and monitoring day-lo-  assure and i liance with the ls to assure

day compliance; and
{$) Provide Iraining for appropriate
" personnel.

requirements nfsubchaplu 1 of chapter
53 of title 31, United Statzs Cods, the
Financial Recordkeeping and ‘leporl!ng

(2) Provide for independent testing for
coinpliance to be conducted by credit
unjon personnet or outmde parﬁes;

Dy the Feslerat Hume.0an Bank Board of Currency and Foreign T: (3) Bealg an individ
foff Sconyera, Act, und the impl lati le for and
Secreta: prumulgmed thereunder by the monitoring day-to-day compliance; and

il Department of Treasury, 31 CFR Part (4) Provide training for appropriste

NATIGNAL CREDIT UNION 164, personnel.
ADMINISTRATION {b} Compliance procedures. On or {(Approved by the Office of Management und

12 CFR Part 748 Io amended aa before April 27, 1987,each federally- Budgat under cantrol No. 3T33-0064.}
follows: insured credi} union shall develop and By the Nutional Credit Unfoo.

" 1.'The autharity citation for 12 CFR for the continued adminis Boord on the 14th day of

Parl 748 is revised to rend as foll of a prog; t y desig 1o I'l'munry 1987,

Autbority: 12 ULS.C. 1766(ak 12 US.C. assure and manitor with Y Brady,
7859k 31 US.C. 531, recordkeeping and reporting Secretary of the Boord.

2.The tile of Part 748 is revised to
reed as follows:

set forth in subch n
of chnpler 53 of title 31, United States
Code, the Financia! Recordkeeping and

[FR Doc. 87-1731 Filed 1-26-87, 845 am|]

BIILING CODE 4810-33-1; 5210-01-k §714-01-0%
6720-01-8% TE38-01-44
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EXHIBIT 8

l;‘EZDERAL BOME LOAN BANK BOARD'S PROPCSED RULE ON
BANK SECRECY ACT COMPLIANCE PROCEDURES
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EXHIBIT 9

ARTICLE, "WHAT®S SQ SECRECT ABOUT
THE BANK SECRECY ACT?"
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regions known to harbor serfous drug
rafbcking,

The Federal Home Loan Bank Board

has provided thrifis with guidance on
how1o comply with the Bank Secrecy act,
and this Is a good time for thrift managers
10 review those guidalines o ensure that

2

e AN A koo
by Mlargery Warman and Linda Madeld
he Currency and Foreign Trans- - their institutions are prepared to comply
! actions Reéporting Act—com-  quickly with thearand its implementing
monly known as the Bank Se-  regulations. The Importance of compll.
crecy Act-~has recently haunted many  ance is clear,
commercial banks. Violztions of the zcx Congress enacted the Bank Secrecy At
tave resulted in the prosecudon of bank  in 1970 in response t widesprezd con-
offcers and other employeesandtheim-  cern that criminals were turning to
pusidon of siff criminal fines and ¢ivil  fnancial instirutions to “launder” large
penalies. The time has come when sav-  amounts of cash recetved as a resulz of -
Ings instirutions wili besubjected tosiml-  creased drug wraffic Law enforcement of-
Iar serutiny, especially thrifis located In - ficials argued that appropriate records by

fimancial instutions—induding banks,

.. savings and loan assoclations, credit

unions, and others—would provide 2
paper trail of money launderers who
served the Interests of drug trafickers
and organized crime. Curiously, the actof

dwedasacrlmdn&-

BEomY

crecy At

The requiremerus of the actand appli-
cable US. Treasury Deparment
tions &l into three basic

a Reporting of cerain domestic cash
transzctions;

a Reportng of international transpor-
rrion of cucrency or certain monetry (ne

q Recocdicseping of cermin iransac-
tons resulting in the transfer of furds, ex-
tensions of credit, or similar ransacrions.

Theasery, & chisf of g finemncial servicss
at Sidlsy G Assssin, Wash¥rgion,
DG, Liuda Madrid & on assoctass et the

laundering money was not ftself ine

Iyt 1963
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Domestic Transactions

The most basic requirement of the
Treasury regulations demands that a fi-
rnancal institution file a Currency Trans-
action Report (CTR) with the Internal
Revenue Service (IRS) when' currency
wransacoons of more than $10,000 occur.
A tansaction that transfers funds by
means of 2 bank check, bank draft. wire
transfer. or other wnaen order, and does
nox include the physical transfer of cur.
rency. 15 NOot a transacuon in currency.
When a CTR.is necessary,* imust be filed
within 15 dms of the tansacuion, and a
copy must be retained by the financial in.
sutution for a period of five vears from
the dxe of the report.

The CTR requires a financial institution
10 provide demailed information about
each currency wansaction of more than
$10,000. including the name, address,
and account wdentification number of
both the person making the transacuon
and the one for whom the transacuon is
conducted: the amount of currency in-
volved: the narure of the transaction; the
denomination of currency; cermin bank
accoure information: and the identity of
the bank emplovee filing the report A re:
cently revised -CTR form (IRS Form
4789), which can be obtained ffom IRS
form distribution centers, must now be
used by all finanaal instinuztons.

Although filing a CTR appears to be a
fairdy simple procedure, there is confu-
sion among industry regulators and the
judiciary over what transactions actually
have w be reposted—specifically,
whether smaller amounts thas totai
$10,000 or more in the aggregate must be

Although the statute itself does not
mandae the aggregation of transactions
~and Treasury regulations do not ex-
plicidy include multiple transactions—
the CTR form itself indicates that a finan-~
cial institution must aggregate any muld-
ple trarsactons of which it is caare, This
Is consister.t with the position of the IRS,
the US. Department of the Treasury, and
the US. Department of Justice that muld-
ple transactions by the same person on
the same day exceeding $10,000 must be
aggregated and reported by instimutions
that 1ook the deposits. Given this appar-
ent consensus—along with proposed
changes in Treasury regulations that

Ouutlood of the Fecteral Homa Locn Bank Sysem

would specifically cequire aggregated
reporting—institutions should equip
themselves w0 account for such
transactions.

Treasury regulations provide that
thrifts may exempt some established cus-
tomers who deal regulacly in large
amounts of cash from filing CTRs. Such
customers include sports arenas, race«
wracks, amusement parks, bars, reswmu-
rants, hotels, check-cashing services,
vending machine companies, theatres,
state and local governments. and certain
recul esablishments. An institution also
may request a special exemption from
the Teeasury for other types uf custom-
ers. But individual, nonbusiness custom-
ers and transactions with nonbank finan.
cial institutions. such as Western Union
and foreign cucrency brokers. are never
exempted under any circums:ances.

Any exemptions must be recorded and
kept on a master list that contains all the
information required of those who do
file 2 CTR A thnift must be rezady to de-
liver the lit to the Secretary of the Trea-
sury: Regulators are clearly concerned
thar these exempuons could let criminals
use legitimate businesses as a cover for tl-
legal acuvite

International Transactions

The Bank Secrecy Act also requires the
filing of 2 Currency or Monetary Instru-
ments Report {CMIR: IRS Form +790)
with the commissioner of customs when
currency or other monetiry instruments
of more than $10,000 are transported
from or to the United States. The act does
nok apply, however, (o a transfer of funds
through normal banking procedures
—like a wire ransfer of funds—nor o
Instances where there is no physical
transpartation of currency or monetary

* instruments. When thrifts are required ©

filea CMIR. a copy of the form must be re-
uined for five years.

Of greater concern to most thrifts,
however, dre regulatons thas the Trea-
sury has not vet invoked-—under which
the Secretary may require one or more
of the following intecnational transac-
tons 1o be reported: checks or drafts;
wire or electronic fund ransfers; loans o
or through a foreign financial agency;
commercul paper; stocks; bonds; and
certificates of deposit,

Recordkeeping Disclosures

Financial institutions must maintatn
other records that have a “high degree of
usefulness in criminal. tax, or regulatocy
invesugations and proceedings” These
include copies of each check. draft, oc
money order drawn on the bank in ex-
cess of $100: each item of more than
$10,000, including checks, drafts, or
transfers of credit, remitted or trans-
ferred to a person, account, or place out-
side the United States: each document
granting signature authority over each
deposit or shared account: fecords grant-
ing certin extensions of credit in excess
of $5.000; and varicus customer idenufi-
cation information. With few excepuons.
these data must be retained for five vears
and be readily accessible to law enforce-
ment officials.

Bank Board Reviews

For federally insured thrifis, the Trea-
suev has delegated enforcement over-
sight duties to the Bank Board, which 1s
responsible for ensuring compliance
and reporting violations.

The Bank Board was expeced to con-
duct reviews of compliance as part of its
annual examination of member thrifts,
but because of the growth of the industry
and 2 shortage of Bank Board examiners,
this targes has not been met. Instead, the
Bank Board has tended o target insutu-
tions praviously found to have financial
or reguatory problems, puning these
firms under scnutiny as often as every six
months or less. Institutions that have
avoided these problems are reviewed
much less frequentdy.

The Bank Boards regular reviews of
thrifts, including a look ar Bank Secrecy
A compliance, are conducted by distnct
examiners in accordance with a modified
uniform examination procedure devel-
oped by the Treasury in cooperation with
the federal bank regulatory agencies, in-
cluding the Bank Board The examina-
tion has two steps, or ‘modules’;

2 Module 1 requires the examiner 1o
review and evaluate the instirution’s writ:
ten formal operating procedures for
Bank Secrecy Act compliance, obiain
coples of the institution’s list of exempt
customers, and review all correspon-
dence between the institution and the
[RS or Tressury concerning exempt cus.
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somers. The examuner also must com-
pare the ol cash shipments reported
under the Bank Secrecy Act with cash re-
made (o the federal reserve bank
and correspondent banks, and make
sure there L. program to educate em-
ployees about the acts provisions.

7 Ifproblems are detected during the
iniual review, Module 1 s emploved:
This expanded procedure focuses en in-
sutunons that have been targeted for spe-
cial compliance review and involves on-
site inspection of teller and other
personne operauons involved in the re-

Penalties
for Secrecy Act
violations are
no slap
on the wrist

porting and recordkeeping require-
menzs of the Bank Secrecy At

If, during a regular review, an exam-
iner finds Bank Secrecy Act violations of a
material or suspicious nanure, or a signifi-
ant number of them, he or she reports
them t 2 supervisory agent in an interim
report. That report is sent, in.turn,
through the Bank Board's Office of
Examinations and Supervision to the
Treasury for the possible imposidon of
penalties.

tn 1985, the Bank Board reported 46
Bank Secrecy Act violations to the Trea-
sury; 40 of which involved failure to file
CTRs; the other six involved filure to
mainin an exemption li. The Federal
Home Loan Bank System also has
stepped up {ts review of Bank Secrecy At
compliance a5 part of Its overall increase
in eaminations and supervisory sff
about 750 new examiners have been
added since July 1985, Examiners will
also be using a newly revised examina-
tion obiectives and operating proced-
ures manual to implement the modular
review

Lltimarety, the IRS has responsibility
for processing CTRs and conducting

24

criminal investigabons of all financial in-
stitutions. According to testimony Apni 16,
1986, before the House Subcommunes
on Financial Institutions Supervision,
Regulation and Insurance by IRS Assistant
Commissioner Richard Wassenaar, the
tax-collecung agency's criminal investiga-
tion division had more than 300 Bank Se-
crecy Act investigations——some 60 of
them involving financial instituttons.
including thrifis—in ‘open inventon®
During 1985, he said, the IRS had recom-
mended prosecuton of 317 cases involv-
ing monev laundening, some of them
involving thrifts,

Penalties

Civil or criminal penalties for Bank Se-
crecy Act violations are no slap on the
wrist. They include the followming:

CmiL PENALIES, For eacn willful viola-
tion of any requirement of the act, up to
$10,000 may be assessed on a thrft and
any of its partners, direcwors, officers, or
employees. (The maximum penalty for
violations commiued before October
1984 is $1,000 per violation.) Civil penal-
ties may be imposed for any failure to file
3 currency or MoNCLary instruments re-
port or for filing a report containing any
material omisston or misstitement. Trext-
sury interprets the term “willful” in thas
context to mean action tken knowinghs
consciously, intentionally or with reck
less disregard, There need not be a
knowing violation or specific intent to vi-
olate the law in order (0 sustin a avil

ty

CRIMINAL PENALTIES. Felony convic-
tions can result in maximum prison
terms of up (o five years and a fine of up
to $250,000 per willful violation. That
penalty is increased to $500,000 when a
violation Is commined as part of a viola-
tion of federal law or as part of 2 panem
of illegal activity involving transactions
of more than $100,000 in 2 12month
period.
Aggressive Enforcement

Prosecution of banks and bank offi-
ctals under the Bank Secrécy Act has not
been limited to cases where corrupdon
Is alleged vr suspected. In 1984, the Bank
of Boston was prosecuted under the aa
even though no individuals were in-
dictedand no corruption alleged. Butthe

firm pleaded guilty 1o willful violations of
the act for fasling to report $1 22 bilhon in
foreign currency transacuuns, ind was
fined $500,000.

Since thar plea, the Treasury has as-
sessed civil penpalues against 16 other
banks or bank holding companies in
amounts ranging from $121.000 to the
475 million imposed un the Bank of
Amenca, and many other perulues are
expeaed soon. House Banking. Finance
and Urhan Affairs Chairman Fernand J.
St Germain stated this April that “scores
of banks have approached the Treasury
Department . . . for similar violations . ..
descnibed by some as ‘Dial a Confession,”
S Germain observed that about 63 uther
financial institutions are currently being
cunsidered for posstble civil penalties.

Most of the recent civil actioas taken by
the Treasury involved simple failures of
reporting, But in other cases the financial
institution hus beer unwiringly involved
in @ money laund ring scheme: in sull
others, the institution appears (o have ace
uvely participated in the scheme.

Last June, for example. as a result of un
investigation by a joint Federl Financial
Investigative Task Force known as "Oper-
ation Greenback~Puerto Rico! mure
than 200 law enforcement personne] pur-
ucipated in a *sting” operation that led
the arrest of 17 people, including 14 cur-
rent or former officials of the Caribbeun
Federal Savings Bank of Puerto fuca
During the undercover operation. RN
agents laundered $335,000 through (-
ribbean Federal by purchasing hearer
certificates of deposit with currency: The
deposie nekets prepared by bank offictals,
however, filsely indicated thae the ¢ush
purctusses were check pirchases, Asi o
sult, CTRs were never orepared or filed.
Caribbean pleaded guiny to three counts
of having knowingly and willfully fuled
10 file CTRs in violation of the Bank M-
crecy Act and was fined $450.000
Charges against officers of the firm are
still pending.

Congress Bears Down'

Law enforcement officials are stll un-
happy over the government's inabilin 1
combat money laundering. Among the
most outspoken is Stephen Troa, chiefvf
the Justice Department’s Criminal Divi+
slon. Trott recendy reported to the Sen-

Julvrdags 196
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panking commugee thacpresent law s
a 1o sustiin the prosecution of
pecson who intentonally structures
:::moﬂs to avoid the Bank Secrecy
A reporung cequirerments. Troa added
tha “the courts are essentially providing
abiueprint 0 ‘smurfs on how to launder
money” (A smurf is somebody hired by
maney launderers 10 run from institu-
tion to nstitution structuring transac.
tans n increments of $10,000—gener-
ally by purchasing cashier’s cheds—to
awid filing requirements.)
in respoase, Congress has been debar.
ing several biils that would significantly
tigh; »n reporting requirements as well as
make money laundering 2 federal of-
femse, For exampie, the Money Laun-
desing and Related Crimes Act of 1985
would make it a crime to launder money
intentionally through financial insticu-
tions and businesses with willful knowi-
edge thar the funds were illegally earned.
Further, the legislanon would amend the
Right to Finanaial Privacy Act by allowing
a bank ot other financial insuruton to
provide to law enforcement officials in-
formation tha it believes may be relevant
10 crimnina) 2cuvity—without risking civil
liabitity under the acr or entailing any ob-
ligzson to noify the customer of such co-
operation, which the act now requires.
Another piece of legislation would im-
poes civil and criminal penalties on those
who cause or aempt to cause an institu-
uon o fil 1o file a CTR or wha violate the
Bank Secrecy Act, or structure or artempt
10 grucure transactions 10 avoid the re-
porting requirements of the act. The idea
is o get a1 net only the smurt who does
the actual ransaction but also those who
plan the activity The legislation also pro-
vides the government for the first ime
with forfeiture and seizure power for
funds underlying CTR violations. Stifl an-
other bill would require Bnancial institu.
tions to maintaln an Internal log of cus-
tomers who engage In transactions of
more than $3,000.

Strategy for Compliance

. Thrifts have to develop and implement
adequate wrizen procedures and polk-
cies for compliance svith the Bank Se-
crecy Act If they are to meet thelr obliga.
tions as set forth by the Bank Board. This
c2n best be accomplished through an ap-

Osklock of ibe Federal Homs Loz Basth Syoim

proach thatemphasizes emplovee educa.
uon and eenual control of compliance.

To begtn with, thrifts should make the
Bank Secrecy Act requirements a part of
every training program for new employ-
ees, with periodic updites for continuing
employees. These programs should
stress.

2 Requirements of the act and refuted
regutations;

3 Potenttal ¢ivil and criminal penal-
ties: and

a The circumstances of common
money laundering schemes involving fi-
nancil institutions.

The program also should include
distribution of builetins relatng any
changes 1n existing laws and periodic re-
minders of the tmportance of compli-
ance. Francis M. Passarelli, actng director
of the Bank Boards Office of Examina-
uons and Supervision, sud recently that
he believed internal tramning programs
~—especully for tellers and others who
handle currency—were the single most
important tool a thnft has 10 cnsure
compliance,

Merely disseminating the require-
ments of the act, however, is not enough
10 protect an instution from mistakes by
the staff. Courts have held, in fact, thatan
institution may sull be liable for the fail-
ure of its emplovees to file CTRs even,
when the omission is contrary to the ex-
press instructions and policies of the
firm: the liability amaches, according to a
court ruling, when the wstituton does
not “diligerty enforce” its policies, It is
thus important thar thrifts follow-up their
writen ‘internal operating procedures
with thoroughgoing management
reviews.

A risk-management officer, or other
senjor official, also should be responsi-
ble for making sure that all forms are
filed withivi the prescribed time period
and retined for ar least five years. The
same official should closely scrutnize
the granting of exermnptions in an effortto
avold various laundering schemes. Be-
fore granting exemptions, Instittons
should perform thocough background
Investigations. Special aention should
be given to the customer’s business
needs and proposed upper range of ex-
empt business transactions. If an exemp-
tion'is granted, the deciston should be

The act’s
requirements
should be part
of every training
program for new .
employees

approved by at least two officers of the in-
surution. In addition, exempuon lists and
exemption dollar amount limits should
be regularly reviewed and updated.

A thrift should document its compli-
ance procedures. Documentauon of pro-
cedures can assist not only internal auds-
tors, but also Bank Board examiners,
who determine compliance through
personal verification of reports and rec.
ords as well as by satements made by an
instirution’s management,

Thrifes also should conduct regulardy
scheduled internal Bank Secrecy At au-
dits. These audits—whether daily,
weekly, or monthly—can help ensure
compliance by detecting inadequate op-
erating procedures and employee er-
rors. In its audit, an insutudon should
sample currency transacions to venfy
thar all procedures and guidelines are ef-
fective. understood. and implemented.
Anv apparent violations of the act should
be discussed with the Treasury Depart
ment and the appropriite federal home
toan bank.

Pressure for Action

While compliance with Bank Sucrecy
Act regulations may impose yet another
fayer of burdensome recordkeeping and
paperworl, it would be imprudent o
give it short sheift. Faifure to ensure that
alf thrift offices are complying fully can
result in tremendous losses—not only
in civl and criminal fnes, bur also the
loss of public confidence In thrifts as
responsible financial instirutions, That,
of course, is not to be risked. Here,
the ounce of prevention Is indeed far
cheaper than the pound of cure. Q
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1700 G Sheat, NW.
Y Wathingion, 0.C. 20552

5 Fodere Homa Losn Bank System
It Fadessl Home Loan Mortgege Corpotation
A Fadarel Savings and Loan lnsurance Corparation

Federal Home Loan Bank Board

o=

May 26, 1987

Ronald Muntean, Esg.

Kellett & Muntean

10100 Santa Monica Blvd,, Suite 2600
Los Angeles, CA 90067

Re: Criminal Referrals - Assistance to Agency Group,
federal Home Loan Bank of San Frapngisco

Dear Mr. Muntean:

This is to advise you that the Agency Group of the Federal
Home Loan Bank of San Francisco (“Agency Group”) which, as you
know, has regulatory responsibility for all institutions insured
by the Federal Savings and Loan Insurance Corpuration (fFSLIC¥)
in the Eleventh District (“District?), has formed a Criminal
Referral Task Force to ensure that criminal referrals are made on
all individuals and all transactions involved in suspected
criminal activity under federal and state law.

The Department of Justice, through the United States
Attorney’s Office and Federal Bureau of Investigation, has agreed
to provide immediate assistance to the Criminal Referral Task
Force in evaluating criminal referrals for prosecution. Since
you, as fee counsel for the FSLIC, have the benefit of
investigations subsequent to the failure of an institution, you
are in the best position to the Agency Group and their lead
attorney Glenda Robinson in this task. FSLIC requests that you
provide the Agency Group, and at their request, the appropriate
Department of Justice personnel, with whatever information will
assist a rapid analysis of possible criminal violations that have
occurred at any institutions for which you have been retained by
the FSLIC as counsel. I+ is this agency’s obligation, and your

. obligation as its counsel; to make all appropriate criminal
referrals. The FSLIC, therefore, advises you to provide all
necessary information to make criminal referrals where
appropriate, and, if requested to do so, to actually assist in
the preparation of rcriminal referrals.

EXHIBIT 3
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Ronald Muntean, Esq.
May 26, 19287
Page 2

Should you have any questions regarding this matter or
attorney-client work produce or other privileges that might apply
to the material in question, pleasa contact the undersigned or
Paul Grace at the Office of General Counsel, Litigation Division,
Federal Home Loan Bank Board.

Sincerely yours,

Qo2 Nochal,

Dorothy . Nichols
Senior Associate
General Counsael
Litigation Division

cc¢: Glenda Robinson
Federal Home Loan Bank -
of San Francisco
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TESTIMONY OF JAMES H. LAUER, JR.

Mr. Chairman, members of the Subcommittee, thank you for
this opportunity to provide testimony on this important subject.
As you know, I am a trial lawyer in the Office of General

Counsel of the Federal Home Loan Bank Board ("Bank Board™). In

that capacity, I have been assigned litigation responsibility as
to various failed savings and loan associations. Your
invitation asked that I address certain problems in the
California thrift industry, giving particular attention to the
activities at the institutions that have been assigned to me. I
note that much of the substance of the questions addressed to me
have also been asked of my former supervisor, William K. Black,
and for the sake of continuity, my answers to most of your
inquiries, have been incorporated into his testimony. There 1s
also submitted with this statement Joint Testimony of William K.
Black, James H. Lauer, Jr, James Blair, and Mark Gabrellian
which included (1) my experience and interactions with federal
and state criminal justice agencies and (2) the extent to which
our office monitors criminal investigations arising from our
assigned associations. Therefore, I would like to summarize for
the Subcommittee the relevant activities at the institutions
that I supervise,

The first institution I would like to discuss with you is
Consolidated Savings Bank ("csé") which is one of the
associations that has been assigned to me. On May 22, 1986, the

Bank Board appointed the Federal Savings and Loan Insurance



Corporation ("FSLIC") as Conservator for CSB. At that time, the
Bank Board found that institution was in an unsafe and unsound
condition to transact business, had dissipated its assets as a
result of unsafe and unsound practices, and it made a factual
finding that CSB was insolvent. ‘:;
On May 23, 1986, FSLIC as Conservator for CSB filed a
lawsuit in the Federal District Court for the Central District
of California to attempt to recover some of the losses 1incurred
through the reckless and speculative actions of the prior
management of CSE. - This suit named several officers, directors
and borrowers of the institution including Robert Ferrante, the
sole shareholder and one-time director of CSB, Ottavio Angotti,
the Chief Executive Officer of CSB, and Scott McHenry, its
President and Chief Operating Officer. Also named war a major
borrower, Charles Bazarian and his company, CB Financial. Mr.
Bazarian was recently convicted on multiple felony charges
stemming from his association with Florida Center Bank and he
has been sentenced to serve a prison term as a result of this
conviction. In June of 1985, CSB loaned CB Financial $9 million
without even veguiring a loan application or other financial
data. To da%p, no payment has been made to the institution by

CB Financial or Mr. Bazarian.



297

-3 =

This suit by FSLIC arose from the numerous negligent and
fraudulent acts committed by Mr. Ferrante and his associates
while in control of CSB. Many of these claims ariée from poor
underwriting and the reckless mannegnin which loans were made at
the institution in violation of numetrdus federal regulations.
However, the bulk of the claims stem from the self-dealing loans
that were made to Mr. Ferrante, his many companies, his

relatives and close associates.

In this regard, one of the most egregious acts alleged in
the complaint involves a $20 million loan to World Industrial
Center ("WIC"), an entity totally controlled by Mr. Ferrante.

In addition to the fact that this loan was grossly out of
proportion for an institution with total assets of approximately
$70 million, it clearly violated the prohibitions against loans
to affiliated persons as well as the loans—-to-one borrower
regulation. In addition, CSB loaned $1.2 million to a Ferrante
partnership and in excess of $300,000 to his sister, Gloria
Morris. Further, Ms. Morris was given a position at CSB and her
husband, Leonard, was hired as a "consultant" to the CSB Service
Corporation.

Cn November 4, 1985, the former directors of CSB signed a
Supervisory Agreement which set certain limits on the
institution's lending: activities including a prohibition against

the making of certain commercial loans without prior approdal



298

from the regulators. In HMarch 1986, CSB decided to make a
commercial loan to Pyrotronics Corporation in direct violation
of this agreement and without the requisite approval.
Pyrotronics is a fireworks manufacturer which was owned by

W. Patrick Morlarty. At some point, Mr, Moriarty, another
convicted felon, transferred some control and beneficlal
interest in that entity to Ferrante, Pyrotronics needed a loan
to purchase the necessary items for the 1986 4th of July season
and, with Ferrante's influence, turned to CSB for help,
However, as stated, CSB was prohibited from making this loan.
Unfortunately, this did not stop the parties from their

intended purpose.

To evade the regulators, the former management of CSB
devised a scheme whereby "dummy" or false loans were made to
relatives and friends of Ottavio Angottl, secured by
residential real estate valued at inflated levels as a result
of improper appraisals. The proceeds of these loans, which
normally would have been pald to the borrowers, went instead to
a new corporation controlled by Ferrante & Ferrante operations
called Federal Finance Corporation, Federal Finance then made
the desired loan to Pyrotronies. However, on the books of CSB,
these loans appeared as residential home mortgage loans which
were allowed under the Supervisory Agreement instead of a
commercial loan which was prohibited. The total amount loaned

in this manner was $1.3 million.
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Pyrotronics is currently in bankruptcy and CSB does not
appear to have adequate security for the loans. It is
anticipated that a gubstantial loss will occur from these

transactions.

There are additional activities that form the basis of the
suit which are described more fully in the first forty pages of
the complaint itself which was previously supplied to the
Subcommittee staff for your use, There are seventeen claims
for relief in the complaint including ones for negligent and
fraudulent breach of fiduclary duty, fraud, and violations of

the Racketeer Influenced and Corrupt Organizations Aet ("RICO").

On August 29, 1986, FSLIC was appointed as Recelver for CSB
end it is proceeding with the orderly liquidation of the
institution. The Recelver for CSB estimates that losses will

exceed $40 million.

The other institutlon assigned to me that I have been asked
te discuss is Presidio Savings and Loan Association
("Presidio”). This institution was a state-chartered stock
institution that was incorporated in 1974 and was one of the
few Higpanic--owned thrifts in the country. On August 28, 1985,
the Bank Board appointed FSLIC as receiver and transferred most

of the assets and liabilities to & newly created federal mutual
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("New Presidio"). At the time of its failure, Presidio had
approximately $700 million in assets on its books. On August 8,
1096, the Bank Board determined that New Presidio was insolvent,
not capable of rehabilitation, and égpointed FSLIC as receiver
for New Presidioc for the purpose of liguidation. At that time,
New Presidio was determined to have a negative net worth of

approximately $100 million.

The demise of Presidio was the result of several factors.
First, in an attempt to reverse the negative impact of its
interest rate spread, this institution engaged in rapid asset
growth funding large scale construction/ADC loans and joint
venture ‘arrangements. These projects were rormally structured
in a manner such that Presidio would put up 100% of the funding,
but receive a lesser percentage of the profits (if any) without
requiring the joint venture partner to put any equity into the
deal. Most of these projects were unprofitable and many of the
joint venture partners wound up in bankruptcy. The unsafe and
unsound lending practices together with the joint venture
projects are estimated to have caused losses in excess of $70
million.

The second major cause of the failure of this association
was its speculative trading in Treasury Bond futures and
options. This trading was for the stated purpose of hedging its

interest rate exposure, however, in reality, it was pure



speculation in an area where the institution had no expertise.
Primarily, these investments involved "day trades" where
Presidio was essentially betting on the interest rate
fluctuations during a given day. In.no way could their trading
be considered hedging. At one point;fQO% of association's
assets were comprised of these types of investments. In short,
the management of Presidio gambled in the futures market in an
attempt to recover some of the monies lost in their poorly
conceived and underwritten loan and investment nrogram.
Further, at one point, the Board of Directors was told by the
regulators to stop all futures trading, and agreed to do so.
Howevar, in spite of this prohibition and their statements to
the contrary, management continued this speculative trading.
Losses to the institution resulting from this futures trading

activity was in excess of $10 million.

FSLIC has~:filed a lawsuit against certain officers,
directors as well as the brokers involved in the securities
trading which is currently in the discovery phase. The amount

of damages sought is in excess of $80 million dollars.

As for the additional testimony you requested, please refer
to the Testimony of William K. Black and the Joint Testimony of
William K. Black, James H, Lauer, Jr., James Blair, and Mark

Gabrellian.
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I appreciate the opportunity to submit this statement to the

Subcommittee.
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Mr. Chairman, members of Subcommittee, thank you for this opportunity to
provide testimony. Your invitation requests that I address problems in
the California thrift industry, giving particular attention to the
specific FSLIC cases which I have supervised as a trial sttorney at the
Bank Board. I note that many of the questions addressed to me have also
been addressed to my former supervisor, William K, Black, who is
providing both written and oral testimony to the Subcommittee.

Mr. Black's having incorporated into his testimony many of my
observations relating to your inquiries, I will limit my testimony to a
summary of the relevant activitiea of two institutions for which I am the
responsible trial attornmey in the Bank Board's Litigation Division: the
San Marino Savings and Loan Association receivership and the North
America Savings and Loan Aassociation receivership. There is also
submitted with this statement supplemental Testimony of William K, Black,
James H. Lauer, Jr., James L. Blair, and Mark Gabrellian which 1ncludes
our experiences concerning lav euforcement issues arising from thrift

fallures.

The first institutlion that I will discuss is Rortl America Savings and
Loan Association ("North America®™), Santa Ana, California. On

January 23, 1987, the Federal Savings and Loan Insurance Corporation
("FSLIC") was appointed the receiver of the property and assets ($219
million) of Hofth America, the Bank Board having found that North America
wvas insolvent, that the assoclation wes unsafe and vmsound to transact

business, and that it had dissipated its assets. The assets and

-1-
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liabilities of Forth America were transferred to North America Federal
Savings and Loan Association In accordance ;1th the Benk Board's
nanagement consignment program. Seven days earlier, on January 16,

Dr. Duayne D. Christensen ("Christensen®), 100% owner and Chalrman of the
Board of FHorth America (and a defendant in the pending litigation
described below), died in a one car accident on his way to the office.
Besides Dr. Christensen, the other parties primarily responsible for
Worth America's fallure are Janet F. McKinzle, a close personal friend of
Christensen, who was also a consultant to, controlling person, and de
facto vice chairman of the assoclation, and Plaza Group, an organization
created by Christensen and McKinzie to funnel millions of dollars out of

North America.

On Feébruary 10, 1987, the FSLIG filed sult In the Federal District Court
for the Central District of California, seeking an attachment of all
Mmown assets of McKinzie, the estate of Christensen and Plaza Group, as
well as an order freezing all assets of these defendants. FSLIC v,
McKinzie, et al,, Case Ro, 87-861 HLH (TX). The judge immediately issuéd
the temporary restralning order, and the next day signed temporary
protective orders preventing the defendants from transferring any
interest an identified accoumts, securities, mortgages, and notes

receivable.

One month later, the court signed a preliminary injunction order vhich
includes: (a) writs of attachment against all known property of McKinzie
and Plaza Group; (b) appointment of a probate administrator to oversee

the Christensen estate; (c) appointment of a recelver to take control of

9=
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ali property subject to the FSLIC suit, to assess the value of the
property, and to conserve the property pending Judgment; and (4)

limitation on McKinzie's monthly expenditures,

The injunctive relief and the FSLIC's pending complaint are based on
flagrant insider abuse, A graphic illustiration of the unlawful self
dealing by Christensen and McKinzle is their creation and utilization of
Plaza Group to siphon off $11 million of North America‘'s money for their
own use. This was accomplished through a complex series of transactions
using sham escrov arrangements, fraudulent certificates of deposit, and

forged bank confirmations,

Plaza Group was created in September, 1985, ostensibly to purchase real
estate for immediate resale, i.e., a land flip scheme, using association
funds. The association entered into an agreement with Plaza Group, owned

and controlled by McKinzie which may be characterized as followa:

(1) Plaza Group was to seek out real estate for purchase by t..e
David L. Morgan (a personal friend of McKinzie from Little Rock,
Arkensasg), and then for immediate resale at significantly higher

prices to Morgan's holding company;
(2) when/if Morgan purchased a property, Plaza Group would serve as

the broker, preparing the purchase and sales agreement and awarding

itself a sales commission;

-3~
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(3) FKorth America would provide the down payment for the purchase by
depositing money in various banks,; including the Imperial Bank,
Sacramento, California and the Bank of Alex Brown, Elks Grove,

California, in interest bearing accounts in the name of Plaza Group;

(4) 1f a purchase failed to close, North American was to be refumded

ita deposit with interest; and

(5) 1if the property acquisition was completed, and Morgan "flipped"
the property to his holding company, Plaza Group would receive the
additional commisgsion on the resale, which it would then assign to

North America, also returning North America's down payment.

Worth America directly invested $11 million in the Plaza Group operation,
all of which was deposited into Plaza Group accounts on or before

March 31, 1986, However, in January, 1987, regulatora discovered that
Plaza Group had pothing in any account for the benefit of Rorth America,
The FSLIC has every reason to believe that the entire $11 million was
used for the benefit of various McKinzie and Christensen interests. It
appears that no Forth America-Plaza Group-Morgan flip sale ever occurred;
certainly there 1s no record of any interest payment or commission

assignment from Plaza Group to NHorth America.

The scam went undetected because MeKinzie and Christensen, when
challenged, prepared‘ bogus certificates of deposit and bank
confirmations, In May, 1986, examiners questioned the safety and

sowndness of North America's arrangement with Plaza Group. Evidently

—4
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fearing detection, McKinzle prepared forged letters p\_xrportedly from
officisls at the Imperiasl Bank and Bank of Alex Brown, on bank
letterhead, which seemingly confirmed the deposit of funds into trust
accounts for the benefit of Rorth America. Upon investigating Rorth
America's files, the FSLIC has discovered a draft letter telecoplied by
McKinzie to her secretary, instructing her to "be sure to sign good" and

to put the letters In "sealed envelopes so that it looks professionsal.”

Later in 1986, the San Franclsco Bank learned that HeKinzie, as a
signatory to these purported Plaza Group trust accounts, could transfer
North America's funds in and out of the accounts without joint
authorlzation from any other Rorth America principal. Recognizing this
to be an unsound practice, the Bank's supervisory agent directed Rorth
America’'s Board of Directors to withdrav immediately all Rorth America
funds from the Plaza Group trust accounts, and to deposit such funds only
in accounts in North America’s name. E‘chinzie and Christensen instead
prepared false bank confirmations, using forms from Imperial Bank and the
Bank of Alex Brown, ostensibly verifying that North America had complied
with the directive. By maintaining insider control of Forth Amerieca,
Christensen and McKinzie were able to prevent the regulators from

learning of the Plaza Group scam until the receivership was imposed.

Another example of insider abuse concerns the Kingsbury of Tahoe
property, a 20 mit Lake Tahoe condominium timeshare. In December, 1983,
Christensen "donated™ an option to Forth America valued at $2.995

million, to acquire Kingsbury., A company with which Christensen was

5~
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affiliated had purchased the property one year earlier for §5 million,
At the direction of Christensen and McKinzie, Worth America immediately
exercised the option and paid $14.7 million in cash for Kingsbury,
Christensen later claimed to have transferred his interest in Kingsbury;
however, the records supporting the transfer, according to Christensen,

were lost in a private plane crash.

Rorth America still owned the asset at the time of the receivership,
Kingsbury being the association's largest non earning asset. Appraisals
on the property have ranged from as low as $2.8 million, by California
state officials in January, 1987, to as high as $72 million, by W, W.
Horsman, Plano, Texas, dated January, 1986. Certain of the appraisals
appear to have been self serving, particularly the latter one. Losses on

the Kingsbury property will likely exceed $10 million,

The Forth America litigation is ongoing. The FSLIC's other claims
against the named defendants are described in scme detail in its

Complaint, which was previously provided to the Subcommittee.

The second receiverahif vhich I discuss in this testimony iz San Marino
Savinge and Loan Association ("San Marino")., On February 3, 1984, the
Bank Board appointed the FSLIC as conservator for San Marino, an $850
million institution in Tustin, California. Ten months iater the Bank

Board appointed the FSLIC as liquidating recelver for San Marino.

-6-
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Beginning in 1981, San Marino adopted an operating policy of extremely
rapid growth, From late in 1981 through June, 1984, San Marino's assets
grev from $23.9 million to $841.5 million, To achieve this growth, San
Marino's leadership, the named defendants in the litigation described
below, committed the institution to large-scale financing of high risk
activities, abdicated their responsibilities to conduct the institution's
operations in a safe, prudent, and lawful manner, and committed San
Marino to a hazardous course of numerous and repeated unsafe and unsound
lending practices and regulatory violations. San Marino's ultimate

failure is directly attributable to these activities.

Among the individuals responsible for San Marino's failure vere certain
of its officers and directors, its outside accountants, Jack Bona and
Frank Domingues, developer/borrowers ("Bona/Domingues™), and John J.
Brennan, San Marino's appraiser ("Brennan"). All wvere named defendants
in FSLIC v, Forde, et al. in the Federal District Court for the Central
District of California,; Case Ro. 85 774 WDK (GX). The FSLIC's case
against the former directors has been settled, The FSLIC continuea to
prosecute its claims against San Marino's accountants, Mr, Brennan, and

Messrs. Bona and Domingues.
The Bona/Domingues loans exemplify the riskiness and unlavwfulness of the

defendants' practices. These loans also represent the largest single

source of losses to San Marino, in excess of $70 milliom,

e
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Between 1982 and 1983, San Marine loaned approximately $193 million to
Bona/Domingues for 17 condominium conversion projects in California snd
Texas., Bona/Domingues would locate an apartment complex available for
purchase in bulk by them, and at the same time solicit "investors" to
purchase individual apartment wmits in the complex. Bona/Domingues would
next arrange financing from San Marino for the purchase of the complex
and the sale of the individual units to the investors. Then
Bona/Domingues would purchase the apartment complex and simultaneously
close the sales of the individual units using funds loaned by San

Marino. San Marino's security consisted of nonrecourse first trust deeds,.

These loans made little or no economic sense., First, the loans were in
excess of the value of the security property. Although the loans made to
Bona/Domingues or the investors were nominally 80X of appralsed value,
the appraised value was far in excess of the amounts Bona/Domingues paid
to purchase and rehabilitate the property. VWhile the total appraised
value for the 17 projects was approximately $243 million, Bona/Domingueg
acquired the projects for only $103 million., Obviously these San Marino
appralsals are suspect because subsequent appralsals are suspect because
subsequent independent Bank Board appralsals valued the 17 condominium
projects at less than $110 million. In short, San Marino loaned out more
than $193 million in secured by properties with a value less than $110
million.

-
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Second, the loans provided Bona/Domingues with excessive profits., The
FSLIC estimates that even after allowances for loan fees and
rehabilitation costs, $35 to 450 million remains as profit for
Bona/Domingues., Further, the loans being nonrecourse and the proceeds
being disbursed in toto, Bona/Domingues had the use of these vast sums of

monies regardless of the success or fallure of the projects.

Also, the investors who purchased the individual units from
Bona/Domingues had no real incentive to repay the loans. Although some
San Marino records reflected that investors were to make a 10X cash down
payment with 80% of the balance of the purchase price to be financed by a
loan from San Marino eud the remaining 10X by a second trust deed from
Bona/Domingues, most of the investors paid only 1% as a cash down
payment, The remainder of the down payment was pald by Bona/Domingues in
the form of a repurchase option, also vith Sau Marino's money. A4s a
result, the investors were at risk for at most 1% of the purchase price,
and had no real incentive to meet t:l:‘teir obligations. The consequence:
foreclosure. And, vhen San Marino subsequently foreclosed on these
properties, it received much less back in value than its original

investment.
The Bona/Domingues loan scam depended fundamentally on grossly overatated

property appralsals. These appraisals wvere provided by Bona/Domingues,

through Brennan, and were not independently verified by San Harino.

—9-
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A related matter, alse fraught with great risk, is the La Jolla Exchange
transaction. La Jolla Exchange represents an obvious attempt by San

Marino's insiders to circumvent regulatory authority.

In January, 1984, a Bank Board supervisory agent directed San Msrino to
establish and maintain loss reserves of approximately $16 million to
reflect logses on four of the Bona/Domingues projects. Recognition of
these losses would have put San Marino dangerously close to ilnsolvency.
In an obvious effort to avert recognition of these losses, San Marino, in
February, 1984, consummated a transaction with an entity known as La

Jolla Exchange, Inc. ("LJE") designed to move these problem projects from

its books.

Under the agreement, San Marimo agreed to (1) convey to LJE a fee

interest im six of the Bona/Domingues projects; (2) loan $37 millien to
LJE, secured by the six projects; and (3) pay $£8 million in cash to LJE.
In exchange, San Marino received & 123 acre parcel of undeveloped land ,

located in La Jolla with an “agreed value"™ of $69 million,

As sn economic matter, the transaction made no sense., It was evident the
property had a market value far less then $69 million. It had been
acquired that same day by Central Savings and Loan Assoclation for $36
miliion and resold to LJE for $43 million. (A Bank Board appraiser has

valued the La Jolla property at approximately $33 milliom.)

-]
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Besides the economic deficiencies, San @arino (1) disregarded the loan
to one borrower limitation, 4.e., the $37 million loan to LJE was more
than double the thrift's then reported net worth; (2) ignored its
obligation to get an appraisal of the La Jolla property; (2) failed to
make any meaningful investigation qf LJE's creditworthiness, e.g., no
credit report, no audited financial statement; and (4) violated every
provision of a cease and desist order previously issued by the California
Department of Savings and Loan. The FSLIC's claims for damages relating

to the La Jolla Exchange transaction are in excess of $40 million,

The FSLIC's other claims are described in some detail in its Complaint,

which was previously provided to the Subcommittee.

I appreciate the opportunity to submit this statement to the Subcommittee.

-1l
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Mr. Chairman, members of the subcommittee, thank you for this
opportunity to testify on the subject’ of problems in the California
thrift industry. I am a trial attorney’' in the Litigation and
Special Projects Division of the Office of General Counsel for the
Federal Home Loan Bank Board ("FHLBB"). When a thrift institution
that is insured by the Federal Savings and Loan Insurance
Corporation ("FPSLIC") becomes insolvent and is placed into
receivership or conservatorship, the FSLIC conducts an
investigation into the circumstances and reasons for the thrifts?
failure. It is my responsibility to supervise that investigation.
It is also my responsibility to supervise the prosecution of any
civil lawsuits that the FSLIC might file as a result of its
investigation.

Among those failed thrift institutions that comprise my case
load are three California savings and loan associations:. (1)
Columbus Savings and Loan Association; (2) Ramona Savings and Loan
Association, and (3) SouthBay Savings and Loan Association.

My written statement addresses these three institutions. Also
submitted with my individual statement is the Joint Testimony of
William K. Black, James H. Lauer, Jr., James Blair and Mark
Gabrellian., Finally, I note that those questions which address
FSLIC policy have also been asked of William K. Black, who is
providing written as well as oral testimony today. Accordingly,
and for the sake of continuity, I am incorporating my responses to
those specific questions into Mr. Black's testimony.

Columbus Savings and Loan Association, San Rafael, CA

Columbus is a state chartered savings and loan association
which commenced operations in early 1978. During its first four
years it operated primarily as a traditional deposit taker and
mortgage lender; in 1983, however, Columbus' assets increased by
more than 500%--from approximately $27 million to approximately
$160 million. Simultaneously, Columbus redirected its operations
to investment in large-scale real estate development activities,
particularly through investment in real estate development joint
venture projects. The shift in Columbus' operational strategy
coincided with the assumption, by Ted A, Musacchio, of virtually
complete management control over Columbus' atffairs. In 1985, due in
large part to substantial write-downs on its real estate joint
venture projects, Columbus recognized operating losses in excess of
$27 million and had a negative net worth in excess of $24 million.
On April 14, 1986, the Federal Home Loan Bank Board ("FHLBE")



317

determined that Columbus was insolvent and, based on that finding
and with the written approval of the California Department of
Savings and Loan, appointed the Federal Savings and Loan Insurance
Corp. ("FSLIC") as Columbus' conservator. As of December 31, 1986,
Columbus' net worth was negative $69,08§,000.

The prancipal components of the decline in Columbus' net worth
at the time it was placed into FSLIC Conservateorship consisted of
approximately $23.2 million in write downs on real estate projects
and the establishment of approximately $3.1 million in new loan
loss reserves.  Based upon the FSLIC's investigation into the
circumstances of Columbus' insolvency, the FSLIC has concluded that
the primary reason for Columbus' failure was the unsafe, unsound
and imprudent management practices engaged in by Ted A. Musacchio,
Columbus' former Chief Executive Officer, and a number of his
senior officers. The unsafe, unsound and imprudent management
practices included, but were not limited to:

A. Investment of assets in high risk real estate development
joint ventures without complete or proper financial data or
development information and without the benefit of adequate
policies or plans for supervision or management of the
projects.

B. Inadeguate underwriting practices with respect to Columbus’
Acquisition, Development and Construction ("ADC") lending
operations.

C. Concealment of facts from, and misrepresentation of facts
to Columbus' Board of Directors by Musacchio and a number of
his senior officers.

D. Fraudulent or improper loan and fee arrangements.

The following are two examples of Columbus' largest joint
venture real estate projects:

(1). 505 Montgomery Street

The 505 Montgomery Street project involved the acquisition of
approximately 25,000 square feet of land in San Francisco's
financial district for the construction of a highrise office
building. Columbus' participation began in March 1983 by way of
its funding of a $§5.1 million participation loan to the project. In
August 1983, Columbus entered into a joint venture agreement by
which it became a partner with the developer, Montgomery/Sacramento
Partners, for development of the project. By this time, Columbus
had increased its total loan commitment to the project to
approximately $11.6 million, and the joint venture agreement
obligated Columbus to make an additional $11.68 million eguity

6-791 0 - 87 - 11
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investment. In June 1984, Columbus agreed to increase its previous
loan commitment by another $10 million, raising the total loan
commitments to $21.6 million, in addition to its committed equity
investment. In December 1984, Columbus signed an amendment to the
joint venture agreement formally converting its total loans of
§21.6 million to equity. The partnership was unable to obtain the
necessary construction financing for the project, however, and
Columbus attempted unsuccessfully during 1985 to sell its interest.
In becember 1986, after an in-depth review of the history, current
status and prospects of the project, and a detailed analysis of the
real estate market and the options available to it, the FSLIC sold
Columbus' remaining interest in the project to the former joint
venture partner for $3,550,000. The total investment by Columbus
in the 505 Montgomery Street property was approximately $33
million, including accrued interest and other costs., Columbus has,
accordingly, recognized a total loss of approximately $29.4 million
on the project.

(2). Serramonte Highlands

Columbus' participation in this project began in August 1983,
when it entered into a joint venture agreement with Frumenti
Development Corporation ("FDC") for the development of a
condominium project on approximately 14 acres of real property in
Caly City, California. The land, on which 11 model units had been
construed, was acquired for a purchase price of approximately $9.3
million. All funds provided to the joint venture were provided by
Columbus. The project was to be developed in three different
phases; only the first phase was completed, however. During 1985
it became apparent that the Serramonte Highlands joint venture
project was in severe financial difficulty due to cost overruns and
inability to sell completed condominium units, In July 1985, the
losses on the project were estimated to be approximately $5.2
million as of December 31, 1984. All construction on the
Serramonte Highlands project was discontinued in December 1985
because of disputes between Columbus and FDC. Columbus ultimately
filed suit against FDC and Peter J. Frumenti. While FDC is
responsible for 50% of the joint venture losses, FDC may not have
sufficient financial resources to pay any portion of its share of
those losses. Columbus has invested-~by way of direct investment
and losses to the joint-venture~—-a total of approximately $20.7
million in the project, including carrying costs, Total receipts
through sales of condominium units have been approximately $8.6
million. Based on its assumption, that the remaining land is worth
$3.8 million and will not be sold before June:1l, 1988, and in light
of anticipated future rehabilitation costs, Columbus estimates the
net realizable value to be $2.5 million as of December 31, 1986.
Accordingly, it has recognized and booked a loss of $9.6 million
with respect to the project.
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Columbus® investment of substar:ial portions of its assets in
highly speculative real estate joint venture projects was a major
cause of the deterioration of its financial condition and its
ulitmate insolvency. These projects were entered into for the most
part without Columbus having first obtained any marketing,
financial or risk/benefit analyses, Rather, Columbus relied upon
interested parties for informatjon concerning proposed and ongoing
projects. Moreover, Columbus failed to adequately manage and
monitor its investment in these real estate development projects,
Indeed, Columbus granted virtually exclusive management control
over the projects to its joint venture partners. 1In the 505
Montgomery Street project, for example, Columbus, through Ted
Musacchio, agreed upon a joint venture agreement which relinguished
virtuslly all effective power and control over the project to
Columbus' partner.

The FSLIC's investigation into Columbus' joint venture
projects and lending activities resulted in ite filing of a
Complaint on November 28, 1987 in United States District Court in
San Francisco. Named as defendants in the action are Ted A.
Musacchio, Columbus' former president, chief executive officcr and
a member of its Board of Directors, Eric J. Noda, former senior
vice president and commercial loan officer, Robert W. Kenney,
former senior vice president and chilef lending officer, Herbert
Worden, former assistant corporate secretary and personal secretary
to Musacchio, and a number of Columbus' borrowers., The Complaint
alleges, among other things that the defendant-officers breached
their fiduciary duties to Columbus by failing to manage and protect
Columbus' interests in its real estate investments, by failing to
conduct Columbus' lending operations in the best interests of
Columbusg, and by causing or permitting Columbus to commit numerous
and repeated violations of federal and state statutes and .
violations, such as those limiting the amounts of loans to one e
borrowers and direct investments. Tho Complaint algo alleges ti .t
Kusacchio and RKenney committed £raud by failing to apprise -
Columbus' Board of Directors of significant problems and risks
associated with the Serramonte Highlands project. The Complaint
further alleges that Noda committed fraud through hid ‘involment in
the approval and/or consummation of ‘loan transactions involving
Columbus in which he had a personal interest and with borrowers
with whom he had personal relationships. These borrowerz are also
defendants in the lawsuit, The Complaint alleges that loan
proceeds provided to the defendant-borrowers were diverted to Noda
for his personal use and benefit.

Imnediately upon Columbus' conservatorship, the U.S.
Attorney's Office serve