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Introduction


We have heard little from the behind-the-scenes people who were on the front lines as the events of 2008 unfolded. Their actions can calm the storm and bring fair treatment to inherently unfair situations, or they can compound the problems. These often-maligned bureaucrats can either display courage, integrity, and fair play or contribute to an environment of fear, anger, and chaos.

This book doesn't focus on the arcane and mind-numbing details of capital, liquidity, and the other technical parts of a bank regulator's job. Instead, it puts human faces on the causes and effects of financial crises. These are personal stories of real people grappling with complicated issues while under enormous pressure, of individuals trying to ensure that they and others are treated fairly by our government, and of individuals misusing the system to serve their personal interests.

I spent 28 years as a bank regulator at the Federal Deposit Insurance Corporation (FDIC). During my career, I worked directly with ten FDIC chairmen and with many other senior government officials.

I was the highest-level FDIC career executive during the two biggest financial crises in the United States since the Great Depression. During the banking and S&L crisis of the 1980s and early 1990s, I assisted with the creation of the Resolution Trust Corporation (RTC) and personally had to explain to President George H. W. Bush that the FDIC's deposit insurance fund was running out of money. During the 2008 financial crisis, I helped develop the agency's policy and operational initiatives and served as chief executive officer at IndyMac Federal Savings Bank, the first large bank in over 20 years to be shut down and then reopened under government ownership.

Thus, I come to the topic with a perspective that's often absent from the financial-sector debates that play out on the airwaves and in the opinion pages. This book provides a different view of the FDIC and other bank regulators. Readers will see:


	How an agency that had become almost invisible would emerge as a major and highly independent force impacting U.S. financial markets.

	How 10 FDIC chairmen helped shape the FDIC and the U.S. financial regulatory system.

	How conflicts between the FDIC and other financial regulatory agencies unfolded amid the pressures and challenges associated with bank failures and financial crises.



I hope this book engages a different kind of discussion about the longer-term strategies needed to prevent repeating cycles of booms, busts, and bailouts. I also hope to encourage others to write about their experiences, so the historical perspective of long-term government employees can be added to policy debates in other regulatory arenas as well.





Chapter 1
IndyMac


I flew into Burbank, California, Thursday evening, July 10, 2008; drove a rental car the short distance to Pasadena; and checked into the Hilton Pasadena on South Los Robles Avenue. Dozens of my colleagues from the Federal Deposit Insurance Corporation (FDIC) were also checking into hotels throughout the city. We used our personal credit cards rather than our government cards. Why? Because if anyone learned that the FDIC had descended on Pasadena, they might conclude (correctly) that a bank was about to be closed.

Bank closings are carefully planned events, and they are usually handled quietly, smoothly, and uneventfully. The bank's depositors hardly know that anything has happened. For the vast majority, their money is safely protected by the FDIC's deposit insurance system. A bank is typically closed on a Friday afternoon and reopened under new ownership the following Saturday or Monday morning. Customers generally see the same bank employees at the same branch offices; only the name of the bank has changed. This well-rehearsed pattern is designed to maintain public confidence in the U.S. financial system and to prevent banks' depositors from trying to withdraw all of their funds at the same time.

But IndyMac was no ordinary bank, and this would be no ordinary closing.

IndyMac was a poster child for how home mortgage lending had spiraled out of control during the preceding boom years. The bank had been launched in 1985 as a division of Countrywide, a California mortgage lender that encountered its own troubles in 2007. IndyMac became independent of Countrywide in 1997, and it gradually came to specialize in something called Alt-A mortgages, which were typically offered to borrowers whose credit profiles were better than subprime but not strong enough to qualify for prime loans. In the case of IndyMac, borrowers could obtain home mortgage loans without going through a formal credit review process—they simply stated to loan officers their income, asset, and debt levels. After the crash, these arrangements became known as “liar loans” or “ninja loans” (no income, no job, and no assets).

IndyMac did not keep most of the mortgages it originated. They were packaged together, sold, and used as collateral for mortgage-backed securities. This originate-to-sell model also was not unique to IndyMac. Many banks found that they could increase their profits by selling mortgage loans soon after they made them. The sales proceeds could then be used to make new loans, which could create a steady stream of income. As long as there was an appetite in the market for mortgage-backed securities, there would be a need to create new home mortgages. This would create additional pressure to further weaken lending standards in order to find new customers.

With housing prices rising throughout the United States, IndyMac found many willing borrowers. The bank's profits tripled from 2001 to 2006, according to the New York Times. During 2006 alone, IndyMac originated $90 billion in new mortgages, and racked up $342.9 million in profits. The bank had established 182 loan production offices around the country to help it find new customers, and at its peak it was the nation's 10th-largest mortgage lender.

To help finance its mortgage lending, IndyMac had raised $20 billion in deposits through the Internet, deposits placed at its 33 branches in Southern California, and from the brokered-deposit market. The bank offered higher interest rates than anyone else so it was easily able to attract rate-chasing deposits. The bank had also borrowed $10 billion in high-cost money from the Federal Home Loan Bank of San Francisco (FHLB-SF).

This toxic cocktail of high-cost funding, weak lending standards, and a constant churning of new loan originations left IndyMac highly vulnerable in the event of a downturn in the housing market. Predictably, problems for IndyMac started once housing prices began to fall in 2006 and 2007. Borrowers who never had the income or assets to support their mortgages began to understand how overextended they were and started defaulting on their monthly payments. As home values dropped below the amount owed on the mortgages, there were even some strategic defaulters who stopped making their mortgage payments even though they still could afford them. They simply didn't want to own a house that was worth less than their outstanding mortgage balance, known as “upside down” in the mortgage business.

IndyMac had not focused its lending activities on the subprime market. Most of its mortgage loans were made to middle- to high-income families, who were interested in the convenience, leverage, and favorable rates they could obtain from the bank. IndyMac's difficulties were a clear indication that the problems in the mortgage market had extended well beyond subprime loans.

IndyMac had also ramped up its lending to home builders, who were squeezed by the downturn in the housing market. At the end of the first quarter of 2008, IndyMac had $1.06 billion in loans outstanding to home builders—more than half of which had been categorized as “nonperforming.” By the spring of 2008, IndyMac officials knew the bank was in serious trouble. It had lost nearly $615 million the year before, and the company's share price had fallen to $6. Conditions worsened in the first quarter, with IndyMac reporting $184 million in losses. The bank's chief executive, Michael Perry, acknowledged that it would not return to profitability “until the current decline in homes prices decelerates.” Around this time, IndyMac was talking to private equity firms about acquiring the institution. When no buyers could be found, the bank started planning to shutter its mortgage lending business.

At the FDIC we had long been aware that IndyMac was dangerously exposed to the downturn in the real estate market. By the late spring, our concern was growing, so we set up a meeting with senior officials at the Office of Thrift Supervision (OTS), the federal regulator responsible for supervising IndyMac. FDIC Chairman Sheila Bair and I, and two senior officials from the Federal Reserve, met with John Reich, who was the Director of OTS, and Scott Polakoff, a former FDIC regional director who was now serving as the OTS deputy. Polakoff suggested that the OTS could supervise a gradual reduction in the size of the bank until its problems were more manageable. My colleagues and I from the FDIC didn't think it was a good idea to leave the people who had created the problems at the bank in charge of a gradual wind-down of its operations. I told the group that IndyMac was going to be the most expensive bank failure since the FDIC was created in 1934.

The FDIC had dodged a bullet earlier, in January 2008, when Bank of America purchased Countrywide, a troubled bank like IndyMac, except that it was much larger. If Countrywide had failed, the public disruption could have been tremendous and the losses to the FDIC's deposit insurance fund enormous. Bank of America was less fortunate, incurring over $40 billion in losses associated with its purchase of Countrywide and its subprime mortgage loans.

After our meeting at OTS, we anticipated an August closing, which would have given us time to quietly market the bank to prospective buyers. But our already-tight timeline was altered by an unexpected development.

On June 26, Senator Charles Schumer (D-NY) sent a letter to banking regulators highlighting the weakened condition of the bank. The letter stated: “There are clear indications that IndyMac…could face a failure if prescriptive measures are not taken quickly.” While the letter didn't say anything we didn't already know, Senator Schumer took the unorthodox step of publicly disclosing his concerns to the Wall Street Journal, which published an article about the IndyMac letter the following day. One day after that, on June 28, the Pasadena Star-News, which served many of the communities in which IndyMac operated, published an article with the headline “IndyMac Appears Close to Collapse.”

Panic quickly set in. Customer withdrawals quickly reached $100 million per day, and there were extremely long lines of bank customers waiting to get their money—a scenario rarely seen since the bank failures of the Great Depression.

IndyMac's customers withdrew $1.3 billion in the 11 days following release of the Schumer letter, according to OTS. John Reich, the OTS head, said that Schumer's letter gave the bank a “heart attack” and “undermined the public confidence essential for a financial institution.” Indeed, an OTS press release said that “the immediate cause of the closing was a deposit run that began and continued after the public release of a June 26 letter to OTS and the FDIC from Senator Charles Schumer of New York.”1

Because of the accelerated timeline, there was no time to carefully prepare for the bank's closing. Within days of Senator Schumer's letter being released, IndyMac was on the verge of running out of money. The week after the Schumer letter, the bank announced plans to reduce its workforce from 7,200 to 3,400, and to close its wholesale and retail new loan divisions. But that didn't stop the hemorrhaging. The bank's stock price, which had been $50 in 2006, fell to just 28 cents on July 11.

We knew IndyMac had to be closed immediately. Without a ready buyer there were only two choices: we could shut the bank down completely or we could take it over and run it ourselves. Both options were (in the polite terminology of economists) suboptimal.

IndyMac was the seventh-largest savings and loan in the country, with over $32 billion in assets. More importantly, it also managed a $184 billion mortgage-servicing operation. Closing the bank could mean disrupting service on all of the bank's mortgages. Customers might not be able to make their monthly payments or pay off their mortgages. Payments wouldn't be sent to the investors who had purchased securities backed by those mortgages. There would be great uncertainty and disruption in the market. The value of those loans would quickly dissipate, and the losses to the FDIC's deposit insurance fund would grow significantly.

There was only one real choice. IndyMac would have to be placed into a conservatorship, which meant closing the bank, then reopening it as a new bank under the ownership and control of the FDIC, until it could be sold back into the private sector. IndyMac would, in other words, have to be nationalized.

I reflected on these developments the evening I arrived in Pasadena. IndyMac would be closed the following afternoon, on Friday, July 11, 2008. It would be the largest single bank the FDIC had ever closed. The following Monday morning it would be reopened as a new bank under FDIC ownership. I would be responsible for managing the newly constituted “bridge” bank.

Sheila Bair and I had discussed the possibility of my running the bank a few days earlier. While bankers with private-sector experience are typically recruited by the FDIC to manage failed banks, we didn't have enough time to find anyone. Moreover, we thought it would be beneficial to have someone running the bank who possessed an understanding of issues related to deposit insurance. There were thousands of uninsured depositors who would be angry when they found out that they were going to lose some of their money as a result of the closing; that anger could spill over into broader public concern about the safety of deposits at other banks; and there were important policy issues surrounding the creation and management of a government-owned bank.

[image: image]

At 9 A.M. on Friday, July 11, about 60 FDIC employees and contractors gathered in a conference room at the Sheraton Pasadena on East Cordova Street, using a fictitious company name, to review our final preparations for the bank closing. As the financial crisis unfolded in the months ahead, most of the people in that room would move from one bank closing to another, staying in one place just long enough to ensure a successful transition of a closed bank to its new owners. In this case, some of the people in the room would remain behind to help me run the bank.

Rick Hoffman was a bank-closing veteran. He had closed hundreds of banks over the course of his career. He reminded the assembled group that this would be a traumatic event for the people who lived and worked in the local community. We had a job to do, but we had to be sensitive to what the bank's employees and their customers would be experiencing.

I told the group that we were at a critical point in time. The public had grown accustomed to a world where banks did not fail, particularly larger banks. This would be a wake-up call that the problems in the financial sector were getting worse. The world would be watching how we handled this situation. We knew the events of that day would be historic, but none of us could have predicted the extent of the financial crisis that would follow.

As I looked around the room, I saw many people whom I had worked with over the years. Most of them had been through the banking and savings-and-loan (S&L) crisis of the 1980s and early 1990s. I could see the confidence in their eyes. Closing banks is an unusual profession, with unique challenges, but they knew what they needed to do.

After the one-hour meeting, several of us drove over to the bank's headquarters on Walnut Street. From the outside it didn't seem as if there were anything special about the bank's six-story building. Everything seemed pretty quiet. We went down to the basement of the building next door, which the bank also leased. Bank examiners from the OTS were already combing through IndyMac records, and doing so in the least desirable space in the building, something examiners are accustomed to when they go on bank examinations. In a couple of hours, we would begin a weekend of nonstop activity, but for now we just grabbed a few chairs, sat, and waited.

Just before 2 P.M., we walked over to the main building and took the elevator to the sixth floor boardroom. IndyMac's senior managers had gathered there to meet with us. The bank's chief executive officer, Michael Perry, was seated at the head of the long board table that filled much of the room. His senior managers were on each side of him. The OTS examiners sat opposite us. Without much explanation they quickly told the assembled group that IndyMac was being closed and the FDIC was taking control. The bank's senior officials knew that this day was coming, but we still could see their stunned looks. It's one thing to know that something traumatic is going to happen; it's quite another when it actually does.

The OTS examiners turned the meeting over to us. We took a little more time and told the group that a new bank, IndyMac Federal Bank, would be established under the FDIC's ownership to continue the bank's operations until it could be sold. We explained how this would impact the bank's operations, what our immediate needs were, and what our plans were going forward. We let them know that most of them still had jobs and that we would need their help in contacting the bank's employees.

Following the one-hour meeting, Rick Hoffman and I walked down the hall with Michael Perry to his corner office. Wall-to-wall windows provided a spectacular view of the San Gabriel Mountains. The desk at one end of the room overlooked a large black conference table with six chairs around it at the other end. A large flat-screen TV covered most of the wall behind that table. Looking around, it was clear to see that Perry already had removed his belongings from the office.

We sat down at the conference table and confirmed to Perry that he would not have a job with the new bank. This was standard practice. We never retained the CEO of a failed bank. Perry understood and offered to provide us help and answer any questions. He asked if he could send one final e-mail to the bank's employees. He read the seven sentences to us. “I gave everything I had to keep IndyMac Bank safe and sound, and preserve as many jobs as possible.” He asked that the employees “work as hard, smart, and courageously for the regulators as you did for me.” It was a very emotional moment for the youthful-looking Perry (described as “baby faced” by the Washington Post), and he had difficultly reading his message to us.

We let Perry send his e-mail to the bank's employees and told him that he would need to speak with the FDIC's investigative staff before he left the building. Having the bank's senior officials speak with the FDIC's investigators also is a standard part of the bank-closing process. The investigation at IndyMac later would determine that there were more than adequate grounds to sue Perry and some of the other senior managers at IndyMac for damages due to their mismanagement. Perry eventually settled with the FDIC by paying $1 million from his own funds, agreeing to be banned from ever working again in the banking industry, and allowing the FDIC to pursue collections of up to $11 million from his liability insurance coverage.

IndyMac was officially closed at 5 P.M. Central Time. The closing set off a series of prearranged notifications and activity. The branch offices were contacted, as were other employees. A press release announcing the closing was sent out from the FDIC's Washington, D.C., office. That press release was sent to key senators and congressmen as well as every member of California's congressional delegation. The mayor of Pasadena also was notified. A few hours earlier, Sheila Bair had called Treasury Secretary Hank Paulson and Federal Reserve Chairman Ben Bernanke to alert them. That evening, Sheila held a press conference for local and national media to explain what had happened and to answer their questions.

Generally, banks are closed at the end of normal business hours on a Friday, usually at 5 P.M. This provides the FDIC with enough time to contact the bank's employees and explain to them what was happening, whether they still had jobs, and if we would need their help over the weekend. IndyMac had thousands of employees all across the country in multiple time zones and locations ranging from Pasadena, California, to Kalamazoo, Michigan, to Austin, Texas. And we did need their help. So the OTS closed the bank at 5 p.m. Central Time, which facilitated our being able to contact the bank's employees before they all went home for the weekend. However, the bank's deposit-taking branches were all in southern California, and it was only 3 p.m. there, which meant that some of the bank's customers who had planned to get into their local branch before their usual 5 p.m. closing time couldn't do so.

News cameras photographed these customers reading the closing notices that had been posted on the doors of the bank's branches. Some customers began banging on the doors to get in. Those photographs were in newspapers across the country the next morning. The closing of IndyMac became a major national news story. The only story that drew more attention that weekend was the birth of twins to Angelina Jolie and Brad Pitt.

Some observers later would say it was a mistake to close the bank that early. Perhaps, but I think the real issue was that unlike most bank failures, this was a much larger bank, with a significant number of uninsured depositors who were going to be unhappy about losing some of their money.

With the bank closed we now had only two full days to get ready to reopen it on Monday. There was a lot to do. Inside the bank, a couple hundred people began working around the clock.

There were a number of time-sensitive challenges. First and foremost, we needed to determine which deposits were insured and which were not, in order to sort out who was entitled to withdraw money when the bank reopened. The vast majority of bank deposits are insured, but determining which specific accounts are insured is not as simple as it may sound.

The deposit insurance coverage rules are complicated. Individual accounts, joint accounts, trust accounts, and retirement accounts all have separate insurance coverage. Trust accounts coverage depended on the relationship between the trust owner and his or her designated beneficiaries. Immediate family members were qualified beneficiaries who received insurance coverage, while more distant relatives and nonrelatives were not. Given these complications, banks do not even attempt to keep track of which accounts are insured and which are not.

The bank's deposit records would have to be sorted by each account holder's name and address along with other identifying characteristics. Similar types of accounts with the same owner would have to be grouped together to see if they were within the insurance limits. Most of this work can be done relatively quickly through automated systems. Problems could arise, though, if the bank's electronic records didn't have all of the relevant information.

But even with automation, this was an enormous task, given that there were nearly 300,000 deposit accounts at IndyMac. The FDIC had never had to sort through this many accounts over a closing weekend. But we had to get it done on time. We did not want to delay the reopening of the bank. Public confidence was fragile enough. With hundreds of people facing a massive workload, and 48 hours to get through it, the environment was extraordinarily intense.

Another pressing challenge was finding and analyzing what are known under regulation as qualified financial contracts (QFCs) to determine which of them should remain in place and which should be cancelled. QFCs contain some of a bank's more complex contractual arrangements. They include contracts for transactions scheduled to take place at a future date and contingent contracts, such as credit default swaps, which are triggered only in the event of certain circumstances. QFCs also include other derivative contracts, such as interest rate swaps or currency swaps, which banks use to hedge or protect themselves against certain risks.

Finding and analyzing these contracts over a single weekend was a challenging, but critical, assignment. If we did not make a decision within one business day on what to do with each of IndyMac's QFC contracts, the bank's business counterparties would have the right to cancel those contracts, which could be very disruptive and very expensive.

The importance of these types of decisions would become clear in September 2008 when Lehman Brothers declared bankruptcy. Unlike the FDIC's authority when a commercial bank or S&L fails, the bankruptcy process, which handled the failure of investment banks like Lehman Brothers, has no authority to preserve such contracts. As a result, Lehman's counterparties rushed to cancel their contracts and sell the collateral that they held on those contracts. As this collateral flooded an already weak market, values plummeted, and the losses to Lehman's creditors and business counterparties grew enormously.

We were more fortunate at IndyMac. The bank had relatively few QFCs, and once we explained to the bank's management what we were looking for, they showed us the key contracts that needed to be analyzed. IndyMac had a number of contracts that allowed it to sell its newly created mortgages to third-party buyers for a fixed price at a future date. If these contracts had not been identified, analyzed, and transferred from the failed bank to the bridge bank over that initial weekend, the counterparties to those contractual commitments would have canceled them. This would have left us with a large volume of additional mortgage loans. Given the decline in the mortgage market, these mortgages would have been sold at a later date for far less than the price stated in the contract already in place. Because we were able to identify these contracts, analyze IndyMac's exposure, and take the necessary steps to keep them in place, we saved the FDIC's deposit insurance fund millions of dollars.

In addition to our progress on QFCs, we also managed to complete the automated calculations that segregated insured from uninsured deposits by late Sunday night—an achievement that would enable us to reopen the bank the next morning knowing the insurance status of most of the bank's deposit accounts. We had identified about $17 billion that was insured and $400 million that was uninsured.

But we hadn't determined everyone's deposit insurance status. There was about $1.7 billion in deposit accounts where the bank's records did not have the information we needed to determine whether the accounts qualified for deposit insurance coverage. We would have to talk directly to the owners of those accounts, and that could take weeks. We were about to reopen the bank the next morning knowing that there still were 48,000 accounts that held over $2 billion that was either uninsured or might not be insured. We would not be able to make this money available to as many as 30,000 of the bank's customers. This was going to cause problems. There had never been a bank failure with this many uninsured or potentially uninsured depositors.

Given the bank run that had occurred at IndyMac prior to its closing, the seemingly round-the-clock media coverage during the closing weekend, and the large number of uninsured and potentially uninsured deposits, it was more important than ever for the FDIC to provide a clear and reassuring public message. We decided an important part of getting the message out would be for me to hold a press conference before the bank reopened.

The press conference was held Sunday evening in the bank's boardroom, the only room at the bank that was large enough to hold the audience we anticipated. When I entered, there were cameras spanning the entire length of the boardroom. I moved to a seat at the middle of the long board table on the opposite side from the cameras. A dozen or so microphones had been set up in front of my seat. I read a statement that explained what had happened to the bank and what our plans were going forward. I said that the bank would be reopened as a “strong and safe institution” and that it would be “business as usual for all insured customers.” I ended the statement with an assurance to everyone that no FDIC-insured depositor had ever lost any money in a bank failure.

The assembled reporters immediately began peppering me with questions. Why did the bank fail? What was going to happen to the bank's stockholders? Would they get any of their money back? What would happen to the bank's senior managers? How would uninsured depositors fare? How much of their deposits should they eventually expect to get back? I answered all of the questions as best as I could. As the questions slowed, I ended the press conference about 45 minutes after it had begun.

I then moved to an office down the hall that CNN had set up for me to be interviewed long distance by Rick Sanchez. He had heard the press conference and asked me a series of follow-up questions. He wanted to know if IndyMac had been on the FDIC's official problem bank list. I told him that it wasn't on the list. What I didn't add was that there had been a difference of opinion between the FDIC and the OTS as to when the bank should be added to the list, with the OTS only recently agreeing with the FDIC that it should be classified as a problem bank. When the press conference and the interview ended, I felt that they had gone well and hopefully had provided some measure of reassurance to the bank's customers and to insured bank depositors across the country.

There wasn't much more left to do before reopening the bank the next morning. We had set up an entirely new governance structure for IndyMac over the weekend, starting with a board of directors. Five senior FDIC officials with different areas of expertise were selected to comprise the new board. I would serve as the board's chairman, and Rick Hoffman would be vice chairman and also the chief operating officer and president of the new bank. Our new board of directors already had met for several hours over the weekend to address a variety of issues. Interest rates were set for new deposits, at a lower level than what the bank had previously paid. Existing delegations of authority had been ratified so the bank's employees would have the authority to continue to do their jobs.

We also had ensured that the bank's call center was ready for the onslaught of phone calls that would begin Monday morning. Question-and-answer forms had been prepared to help the bank's employees respond to the most likely questions. By the time I went to bed Sunday night, following very little sleep the previous two nights, I felt that we had done everything we could to get ready for the bank's reopening. But we hadn't.

Early the next morning, lines of people started to form at each of the bank's 33 branches. Television cameras were there to capture it all. The camera crews' trucks extended far down the street outside of the bank's headquarters. Local, national, and international-based reporters began interviewing the people waiting in line at the branch office located on the first floor of the headquarters building.

I went outside to talk with some of the people who were waiting in line. A few of them were angry, but most were not. Each person I talked with wanted to have a chance to explain his or her situation. I listened to as many people as I could and then tried to explain to them that they did not need to wait in line but, for the most part, to no avail. They wanted to get their money back. Reporters came over to interview me throughout the day. I also walked up and down the street with David Barr from the FDIC's press office so we could talk with each waiting reporter. As soon as one round of interviews was complete, another round started. This was fine with us because we wanted to take every opportunity to reassure the bank's customers and the general public that there was nothing to worry about.

We also wanted to help everyone get into the bank's branches as quickly as possible, but that wasn't easy. The branches were fairly small and could accommodate only a few people at one time. We brought in some local FDIC bank examiners to help work inside the branches. Volunteers from the bank's staff also came to help as well.

As the day went on, it became much hotter outside. A few of the people waiting in line had anticipated the summer heat and brought lawn chairs with them. Others stood. One woman standing near me while I was being interviewed fainted and fell to the ground. I didn't see her fall; I only heard her head hit the cement. (The reporter and I promptly ended our interview, assisted the woman, and called 911). Some of the camera crews started to film the woman as she was lying on the ground. Other people waiting in line came over to shield her from the cameras. Soon an ambulance arrived and took her to a local hospital, where she was treated and released the same day.

After that unfortunate event, we set up canopies over the people in line to provide them with some protection from the midday sun. We also brought out food and water. The media remained, continuing to interview the bank's customers and me, sometimes at the same time. CNN aired new interviews every half-hour.

Late in the afternoon, we put a numbering system in place for the people still in line. Everyone was told when they could get into the bank, depending on their number. This made a real difference. The people in line left once they knew they had a designated time when they could get into the bank, even if that time was sometime the next day.

In retrospect, I wish we had thought of the numbering system earlier or that we had made separate arrangements for the uninsured depositors. If we had rented conference rooms for the uninsured depositors at hotels (away from the bank's branches), we would have been able to better address their questions and might have avoided the long lines that formed outside of the bank's branches that day.

A few hours after the bank's branches closed for the day, I went to the hotel to get some sleep. I had a live interview scheduled with CBS Morning News for their 6 A.M. show, which was 3 A.M. on the West Coast. I had my wake-up call set for 2 a.m.

I arrived outside the bank a little before the scheduled interview time. The person interviewing me was in New York, so I would be hearing his questions through earphones. It was pitch black outside, and bright camera lights were shining on me, so I couldn't see the camera lens. The cameraman put a piece of light-colored masking tape on the bottom of the lens. That worked. I could see where I was supposed to be looking. But all I remember about that interview was that I did my best to have an intelligent conversation with a piece of masking tape.

Two FDIC employees, David Barr and Rickey McCullough, were with me that morning. Both had been talking with the press the day before from morning through nightfall. Now what we really wanted was some coffee. But before walking off the bank's premises, we saw someone waiting alone in front of the branch door. It wasn't even 4 a.m. Rickey went over to talk with him to let him know that he didn't need to be there. He thanked Rickey and said that he understood, but he couldn't sleep, so he was going to stay.

We hoped that the numbering system we had put in place would mean there would be no lines of people that morning. We did not need another day of news stories featuring a run on the bank. The public already was on edge. Their concerns extended well beyond IndyMac. Many weren't sure if their money was safe in other banks as well. It was important that we calmed the situation as soon as possible.

Federal deposit insurance was designed to prevent this type of panic. But the more people I had talked with, the more I realized how little many people understood deposit insurance. Many of the people waiting in the lines had total deposits that were far less than the $100,000 deposit insurance coverage limit, yet they were worried. I realized we needed to do a far better job of educating everyone about deposit insurance.
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The media didn't help. We wanted them to educate their audiences that if you had $100,000 or less in any bank, then your money was completely safe. While some in the media were helpful in that regard, a majority seemed to prefer emphasizing the more sensational scenes that only added fuel to the fire.

When we opened for business Tuesday morning, I was pleased to see that no one was waiting in line in front of the branch door at the bank's main building. I stood in front of that branch door for a televised interview so everyone could see how quiet it was at the bank. I felt we had turned the corner.

My pleasure was short-lived. After the interview, the reporter told me that no other reporters were there because they were at one branch in Encino where a small riot was under way (the bank's 32 other branches were peaceful). Apparently, two sets of numbers had been handed out the day before. A third set was given out that morning. As a result, there were three groups of people trying to get into the branch, leading to some fairly heated arguments.

One of the bank's managers visited that branch to restore order. Despite taking more than a slight amount of abuse, he settled the crowd within half an hour. There were no more lines after that. Nevertheless, we now had one more day of worldwide news coverage that showed agitated depositors waiting to withdraw their money.

Even though the lines were gone, people kept withdrawing money—totaling about $3 billion in the two weeks following IndyMac's closure. In one sense, the withdrawals were not a big concern, as we were not going to run out of money. The FDIC owned the bank and was ready to provide it with whatever amount of money was needed. Our broader concern was that these withdrawals probably indicated that people across the country were worried about the safety of their money.

Whenever I had the chance, I explained to the bank's customers and to broader audiences that as a government-owned bank, IndyMac Federal Bank was as safe as any bank in the country. But even that raised some questions. One woman who passed by me on the street stopped to ask me if I could guarantee that the federal government would never fail. Clearly, she was concerned. I was taken aback by her question. I told her that there was nothing safer, but her question was one more indication of diminished public confidence in the financial sector and the federal government.

One unexpected problem arose in the days following IndyMac's closure: many of the bank's customers started to complain that other banks were placing excessively long holds on their checks or, in some cases, were not accepting them at all.

When IndyMac's depositors withdrew their money, they were given an official government check. There should have been no concern about the safety of those checks, but apparently there was. I had to call several major bank CEOs to complain about what was happening at many of their branches. And the FDIC issued a notice to all of the banks stating that they were expected to accept IndyMac's government-issued checks, which they ultimately did.

A more legitimate concern was that some IndyMac depositors might want to get all of their uninsured money back and might try to write personal checks for amounts above what was insured. To alleviate this concern, we set up a private hotline that bankers could call if they had any worries about the validity of personal checks brought to them by IndyMac's customers. When they called the hotline, we told them if the customer had enough money to cover the check. After taking these and a few other steps, the problem was fixed.

After the first couple of weeks, the volume of deposit withdrawals died down. The FDIC stepped up its educational campaign on the safety of deposit insurance and made some changes to simplify how trust accounts were insured.
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I felt that our initial set of challenges had been addressed. The first priority in any bank failure is to maintain public confidence. It had been a rough start, but now the situation had stabilized.

This didn't mean that everyone was satisfied. The owners of the $400 million in uninsured deposits received only half of their money, based on our projection of how much we expected to recover once we sold the bank. Also, there still were many people who owned accounts where we needed more information to determine if their money was insured. This was a slow process since we needed to work with these depositors on an individual basis. Their frustration grew as we set appointments for them over a period of several weeks.

Most of the depositors with unclear insurance status would later find out that they were protected against any losses. But the initial determination of $400 million in uninsured deposits had grown to nearly $600 million. After we paid these depositors 50 percent of their uninsured amount, as a group they still stood to lose nearly $300 million.

Three months after we took over IndyMac, the deposit insurance limit was temporarily raised to $250,000. This helped others, but not the IndyMac depositors, since the limit was raised on a going-forward basis. However, Congress eventually made the $250,000 limit permanent and applied the limit retroactively to IndyMac's depositors, helping to substantially reduce their losses.
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From the moment my colleagues and I took control of IndyMac, one of our main objectives was to return the bank to the private sector as soon as possible. To help us negotiate a sale we hired a group of advisers. But in a painful irony, they were from Lehman Brothers, which caused us a few anxious moments when the firm went bankrupt. Those advisers quickly joined another firm, though, and stayed focused on helping us sell the bank, working closely with the FDIC's Jim Wigand.

We realized that there was little interest in IndyMac from traditional banks, given the poor quality of IndyMac's assets and its high-cost, less stable source of funds compared to other banks. There was interest, however, from private equity firms. For them, this was a chance to enter the banking business, and such opportunities were few and far between.

We soon had a large number of interested bidders. We let each of them spend time analyzing the bank and talking with the bank's senior management. After a preliminary round of bidding, we narrowed the field to a smaller number of firms that were willing to spend the time and money on more extensive due diligence. We offered the bank as a whole or in parts. We took final bids in December 2008. A consortium of private equity firms led by Steven Mnuchin purchased IndyMac for $13.9 billion, and the deal closed in March 2009.

Notwithstanding all of the work carried out by the FDIC, IndyMac was the agency's most expensive bank failure ever, costing an estimated $13 billion. That cost was paid by the banking industry, which is responsible for maintaining the deposit insurance fund. Higher costs for the banking industry affect the cost of bank services, so bank customers paid indirectly as well. IndyMac signaled the start of a new round of bank failures in the United States. Over 400 banks would fail over the following four years, costing the FDIC over $90 billion.

The failure of IndyMac resulted in a rare use of the FDIC's “bridge bank” authority. A bridge bank is established when the government temporarily takes over a failed bank, reopens it under FDIC ownership, and manages it until it can be dismantled or sold back into the private sector.

Bridge bank authority is becoming more and more important. As financial institutions have grown larger and the industry more concentrated, it has become less feasible to merge a large failed bank into a large healthy bank. As a result, it has grown increasingly likely that in order to end “too big to fail,” the FDIC will have to temporarily manage bridge banks in order to resolve future insolvencies of large financial firms in a manner that does not put taxpayers at risk and does not create even larger firms going forward. In that regard, the FDIC's experience in running a bridge bank at IndyMac provided many useful lessons.
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After my first couple of weeks at IndyMac, I moved from a hotel room to a one-bedroom apartment in Pasadena. It was a charming area with plenty of restaurants and shops. The weather always seemed perfect. Some of the people in town recognized me and thanked the FDIC for being there to help deal with a difficult situation.

When my wife, Erica, made her first weekend visit to Pasadena, we took a much-needed break and went to a beach in Malibu. As usual, the weather was perfect. We found a comfortable peninsula of sand and set down our towels. The ocean was on one side of us, with surfers riding the waves. A wildlife preserve was on the other side, with pelicans and other birds scattered all around. Later, we walked over to a nearby beachfront restaurant to sit on the balcony overlooking the ocean and sip on a cool drink. Despite our East Coast orientation, we thought that perhaps we could even live here for a while under the right set of circumstances.

That was before the earthquake. At 11:00 the next morning, I was back at my IndyMac office (which was the former CEO's office). Generally, it was a very comfortable place. But now the 10-foot tall windows and the ceiling were shaking, at first a little, then a lot. The building was swaying far more than what I thought was safe. Not knowing that earthquake protocol was to hide under your desk, I just stood there. I thought the building might collapse.

Erica was several stories up in a nearby building. She was on a conference call with several FDIC colleagues (she was an FDIC deputy general counsel at the time). Someone in Washington said they heard that there was a large earthquake in southern California. Ron Bieker, who ran the FDIC's Dallas office, asked Erica if that was true. There was no response. She was gone, having scrambled down four flights of shaking staircase and out the door. We agreed that we belonged on the East Coast.

In retrospect, IndyMac's closing was like that earthquake. It shook people out of their comfort zone. It was traumatic. Suddenly, we saw that events don't always work out smoothly. Long periods of tranquility can precede an unexpected and sudden turn of events.

Federal deposit insurance was created to protect the smaller, and presumably less sophisticated, bank customers who would not be able to distinguish well-run banks from poorly run banks. After IndyMac's failure, many of these less sophisticated depositors all across the country were on the verge of panic, but the vast majority of them remained calm. The initial earthquake effects from IndyMac soon died down.

But earthquakes have aftershocks. Those aftershocks can be more or less severe than the original earthquake. There is no way to know in advance. IndyMac's aftershocks soon followed. They were much larger and much more severe. By September, the so-called “sophisticated” financial market participants began to panic. They could not tell which financial institutions were safe, so they stopped lending money. We were about to experience our worst financial crisis since the Great Depression.


1 The Treasury Department's inspector general later reviewed the circumstances surrounding the closing of IndyMac. It confirmed that while the deposit run was a contributing factor in the timing of the closing, the underlying cause of the failure was the unsafe and unsound manner in which the bank operated. Indeed, the public disclosure of the letter did not cause IndyMac's problems. The bank was deeply insolvent and was going to be closed.




Chapter 2






The 1980s: Booms, Busts, and Bailouts

Financial crises often are described as something akin to a “perfect storm,” in which the simultaneous occurrence of so many unforeseen and unpredictable events can only happen once every 100 years.

But that is far from the truth. Booms, busts, and financial crises have occurred throughout U.S. history, for the most part every 20 years or so. However, only during the last two financial crises—the banking and savings-and-loan (S&L) crisis of the 1980s and early 1990s, and the financial crisis of 2008—have we experienced the additional phenomena of “too big to fail” and the widespread use of taxpayer bailouts.

Perhaps the 100-year flood explanation is a way to justify unpopular taxpayer bailouts, with the follow-on statement, “Don't worry, it won't happen again, at least anytime soon.” But financial markets are becoming progressively more integrated, which means that financial volatility spreads much faster. Unless we learn from history and better prepare ourselves for new challenges, in the years ahead we risk facing larger, more sudden, and more frequent storms, more taxpayer bailouts, continued economic hardship, and social unrest.

The history that remains critically important to understand is the boom-and-bust period encompassing the 1920s and the Great Depression that followed. From 1921 to 1929, the stock market experienced a sixfold increase. Almost everyone wanted to share in the gains, and an article in the Ladies Home Journal headlined “Everyone Ought to Be Rich” captured the spirit of the era. People borrowed more so they could invest more. Debt levels steadily rose. Bank lending standards steadily eroded.

Then the bubble burst. The Dow Jones Industrial Average fell 39 percent from October 23 to November 13, 1929. There was a small recovery over the next few months, but then the decline resumed. When the market bottomed out in July 1932, stock prices were 85 to 90 percent lower than their peak in 1929.

Once the selling started, it turned into a vicious downward cycle. Panic ensued and there were bank runs. But the banks didn't have enough cash on hand to meet the demand. They had to sell good assets at fire-sale prices, further exacerbating the downward cycle. Half of all U.S. banks either closed or merged with other institutions. There were no taxpayer bailouts. Instead, there were suicides, bankruptcies, and massive levels of poverty and unemployment.

The experience was forever etched into the memories of all who were touched by it, and it was something no one ever wants to repeat. It took decades for the country to recover. The most significant financial reform legislation in the history of the United States was enacted during the early to mid-1930s, calling for the creation of the Social Security System, unemployment compensation, and a number of new government agencies, including the Federal Deposit Insurance Corporation (FDIC).

The FDIC was created to help maintain public confidence in the banking system and reduce the likelihood of bank runs. Individuals could be assured that their money was safe, up to the deposit insurance limit of $2,500, regardless of which bank was holding the deposits. In the decades that followed, the pendulum swung full circle from the “anything goes” days prior to the 1930s. The banking system was heavily regulated and tightly controlled. There was little risk in the system. Few banks failed, but this stability was offset by a dearth of competition or innovation.
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As memories of the Great Depression dimmed, the financial markets gradually evolved. Inflation accelerated during the 1970s, as did market interest rates. But there were strict limits on the interest rates that banks and S&Ls were allowed to pay for deposits. Bank customers began to look for better places to invest their money. Money started to move out of the heavily regulated banking system into far less regulated money market mutual funds, part of what later became known as the “shadow banking system.”

Businesses and consumers found that loans were harder to obtain and more expensive. Economic growth slowed. The interest rate caps at banks and S&Ls had to be eliminated in order to encourage people to deposit money back into the banking system.

In 1980, President Carter signed legislation that would begin the deregulation of interest rates. Over the next several years, interest rate controls at banks and thrifts were gradually removed. That law also raised the deposit insurance coverage limit from $40,000 to $100,000.

I joined the FDIC in 1981 thinking that I would be there for only a couple of years to experience what it was like to work in Washington, D.C. But by the early 1980s financial markets were starting to operate very differently than they had for the prior few decades. The FDIC was about to find itself right in the middle of the developing turmoil. From a quiet little agency with somewhat of an inferiority complex, the FDIC would be transformed into an independent-minded organization operating in a challenging and fast-paced environment.

During the 1980s, the rapid evolution of the financial environment, coupled with reckless lending, reckless borrowing, weak oversight, careless policies, and boom-to-bust markets, led to the failure of over 2,000 banks and S&Ls. In the first half of the 1990s, another 900 became insolvent. These failures were more than enough to render the S&L deposit insurance fund insolvent, while also costing the FDIC's deposit insurance fund over $30 billion. The total cost to taxpayers was $125 billion.

But none of that was easy to see in 1981. I was 28 years old, newly arrived from Massachusetts, and impressed with my new world. The solid structure that housed the FDIC headquarters was just one block away from the White House. The photographs on the inside walls showed lines of depositors waiting to take their money out of banks during the Great Depression. They were a constant reminder of the importance of the FDIC's mission.

But not everyone in Washington was impressed with the FDIC. The Federal Reserve, which also had regulatory authority over banks, looked at the FDIC as a younger sibling that mostly could be ignored, but occasionally had to be told what to do.

At the FDIC, we looked upon the Federal Reserve with a combination of respect and suspicion. It was the top dog in the financial regulatory community, and staffers there liked having the rest of us know they were the top dogs. They supervised big banks, while the FDIC supervised small banks. They were the bank regulatory equivalent of Wall Street, while we were more Main Street. Their male bank examiners wore starched shirts with ties and suits. The FDIC's bank examiners wore ties, too, although occasionally one might detect the slightest hint of food stains. The short-sleeved shirts were easier to notice.

My early impression was that the Federal Reserve staff was arrogant. When I went to a meeting with a couple of their economists and introduced myself as being from the FDIC, one of them said: “Oh yes, you supervise small banks, don't you?”

The Federal Reserve also appeared to be ready to bail out any big bank regardless of the situation. “Regulatory capture” is the phrase that came to mind. At the FDIC, we sometimes referred to the Fed as the “Evil Empire,” a Star Wars analogy bestowed upon them by Roger Watson, then the FDIC's deputy director of research.

In 1981, Paul Volcker was the chairman of the Federal Reserve. Despite being the leader of the Evil Empire, Volcker was no Darth Vader, even if many people probably thought of him that way. Volcker was determined to bring inflation under control. To do this, the Federal Reserve drastically reduced the supply of money in the economy, which had the intended effect of dramatically increasing interest rates. They peaked at over 20 percent. Needless to say, this greatly depressed economic activity, since neither businesses nor consumers could afford to borrow money at those rates of interest.

Volcker was not a very popular person, but he persisted and achieved his objective. By bringing inflation under control, he set the stage for many years of economic prosperity. He had the courage to take a position that was in the best long-term interest of the country despite the personal attacks that he endured from those with a much shorter-term point of view.

This is not to say that some of Volcker's critics didn't have legitimate concerns. The Federal Reserve's monetary policy had some nasty side effects. Many people had made financial decisions based on a certain view on where the economy was headed. Volcker changed those expectations so dramatically that it was hard to adjust. Many small businesses no longer could afford the loans they needed to stay in business. Events didn't turn out as they had planned, and no one was going to bail them out of their problems. Countless individuals and institutions no doubt felt there was some unfairness in the size and speed of the Fed's interest rate pivot, and their concerns were legitimate.

Some of the businesses that were overwhelmed by the changing economy were more fortunate than others. Many savings-and-loan institutions also had trouble adjusting to the new economic environment, but they were bailed out. The increase in interest rates had left them in a hopeless financial position. Their customers were demanding much higher interest rates on their deposits. That would have been fine if these S&Ls could have lent that money out at higher interest rates, but their ability to do so was limited.

Because savings-and-loan institutions primarily lent to home buyers, in the early 1980s that meant their loans were 30-year fixed-rate mortgages. S&Ls already had plenty of 30-year mortgages that they had made when interest rates were much lower. Those low interest rates were locked in place for up to 30 more years. So while S&Ls had to pay depositors higher and higher interest rates, their income from mortgage holders did not change much. They were steadily losing money. The reality was that they had no way to save themselves.

The Federal Home Loan Bank Board (FHLBB) regulated the savings-and-loan industry, but it didn't have enough money to close insolvent S&Ls. Instead, it decided to prop them up, creating zombie S&Ls.

The FHLBB engaged in policies that were designed to buy time. Capital requirements (the amount of money required to be put into a financial institution by its owners) were reduced, accounting rules were weakened, and other regulatory requirements were relaxed. The FHLBB hoped that these types of “forbearance” policies would buy enough time to allow the interest rate environment to improve so the weakened S&L industry could regain its financial strength.

This regulatory strategy might have worked out if there were stronger supervisory controls on weak and insolvent S&Ls. As their capital became depleted, the owners of these S&Ls saw that they had nothing left to lose by taking extravagant risks. If those risks worked out, they might get all of their money back, perhaps even more. If those bets did not work out, their S&Ls would be that much more insolvent. But so what? They had already lost all of the money they had invested. It was worth the gamble. Heads, they'd win; tails, the federal government would lose.

The incentives were all wrong. Insolvent S&Ls tried to grow their way out of their problems. By paying extremely high interest rates for deposits, they could attract as much money as they wanted. They invested that money in speculative new real estate development projects. When the real estate market crashed in the mid-1980s, the losses at these now much larger institutions had grown enormously.

These S&Ls had been given a second chance, but many wound up failing anyway. The Federal Savings and Loan Insurance Corporation (FSLIC), the industry's deposit insurance fund, now was broke. It was the responsibility of the S&L industry to replenish the FSLIC, but the amount needed far exceeded what the industry had the capacity to pay. Most of the cost would have to be borne by taxpayers, and that cost was much higher than it would have been if these S&Ls had been closed earlier or if their activities had been placed under tighter supervisory controls.

At the time, my focus was on what was happening within the FDIC. The FDIC did not supervise S&Ls, but it did supervise commercial banks and mutual savings banks. The term mutual means that there are no shareholders, this type of bank is “owned” by its depositors and other creditors. Mutual savings banks were a lot like S&Ls. They also lent money to home buyers for 30 years at fixed rates of interest. This meant that they were experiencing the same type of financial problems as S&Ls, but there were significant differences in how the FDIC and the FHLBB handled their otherwise very similar problems.

The financial problems affecting savings banks in the early 1980s were the most serious problem the FDIC had ever faced. Because of the significant rise in interest rates, the market value of the assets owned by FDIC-supervised savings banks was far below what they in turn owed to their depositors and other customers. If all of the weak savings banks were closed, the cost could have been over $10 billion—an amount that far exceeded what was in the FDIC's deposit insurance fund.

These problems had their first financial impact on the FDIC in November 1981, when the FDIC arranged for a healthier institution to purchase the $2.5 billion, 148-year-old Greenwich Savings Bank. This was an “Open Bank Assistance Transaction,” which meant that the failing institution was not closed before it was sold, and that the buyer received financial assistance from the FDIC. That assistance cost the FDIC $465 million, an amount higher than the combined cost of all previous bank failures in the FDIC's history.

The FDIC offered to provide financial assistance to other buyers of insolvent mutual savings banks through a voluntary merger program. Under this program, the FDIC offered to cover the cost being incurred by failing savings banks (the difference came from what they had to pay in interest on their deposits compared to the interest they were receiving on their loans and other assets). Thus, buyers were protected against any further losses due to fluctuations in interest rates. By structuring its financial assistance in this manner, the FDIC was taking a calculated risk that interest rates would decline from their historically high levels rather than increase even further.

In 1982, Congress further encouraged the FDIC to provide financial assistance to weak or insolvent banks by giving the agency broader open bank assistance authority. The FDIC was also given the authority to create a program that would allow weak savings banks to remain open even if they did not have the minimum amounts of capital generally required by bank regulators.

Importantly, the FDIC closely monitored and controlled the activities of banks that were allowed to stay open despite their lack of capital. They were not allowed to try to grow their way out of their problems. This helped ensure that if some of these banks still failed, the government's costs wouldn't be any higher because the FDIC had deferred their closings. This oversight was a clear difference from what the FHLBB was doing at that time. Twenty-nine savings banks were allowed into this new program, six of which ultimately failed.

Altogether, the FDIC also arranged 17 open bank assistance transactions under its voluntary merger program. The healthy savings banks that merged with weak or insolvent banks received a combined amount of financial assistance from the FDIC of just over $2 billion. This was a very positive financial result for the FDIC, given what the cost could have been if these banks had been handled in a different manner.

The voluntary merger program helped ensure that there was no run on these or other banks, and there was no public panic. Everyone was protected against any losses. Deposit insurance was there to protect insured depositors, and the structure of the transactions meant that no other creditors were exposed to losses either. Since these were mutual savings banks that were “owned” by their depositors and other creditors, there were no shareholders to absorb losses either.

The FDIC viewed these open bank assistance transactions as being much better than the alternatives. There wasn't that much uninsured money in these banks, so protecting uninsured depositors didn't cost the FDIC very much, and that expense was far outweighed by how much less these transactions cost compared to the alternatives. Nor was there any need to dictate changes in management in most of these situations, since the problems facing these savings banks stemmed from the dramatic change in interest rates that had affected the entire industry. For the most part, they had been conservatively managed and had made high-quality loans.

However, the next problem the FDIC faced was very different. The Oklahoma City–based Penn Square National Bank was terribly mismanaged. It had very loose lending policies, which were used to attract borrowers who could not obtain loans from other more conservative lenders. Nevertheless, these borrowers generally were given very favorable interest rates and loan terms.

Penn Square's business was based on lending money to oil and gas producers. The high rates it paid to attract deposits and its relaxed lending policies allowed it to grow very rapidly. However, much of that growth came just as oil prices were peaking. Prices had risen from under $3 a barrel in the early 1970s to $36 a barrel in 1981. Then they started their descent. The forecasts for a continued upward growth in future oil prices that Penn Square had based its loans on were no longer valid.

Oil prices dropped sharply in 1986, affecting most oil and gas producers at that time. But Penn Square's borrowers were among the first to run into financial difficulty, and Penn Square National Bank was one of the first energy banks that became insolvent.

The FDIC did not want to bail out the uninsured creditors in Penn Square. A bailout in this situation would have been enormously expensive and would have sent a message that no one in the private sector needed to worry about the risks they took in supporting a poorly managed bank.

The Federal Reserve and the Office of the Comptroller of the Currency (OCC), the federal bank regulatory agency that was responsible for supervising Penn Square and other nationally chartered banks, felt differently. Senior officials at these two agencies wanted to see Penn Square get bailed out despite its obvious mismanagement and the far higher cost to the FDIC associated with a bailout. They argued that Penn Square was too connected to other banks to allow its uninsured creditors to suffer losses.

Penn Square had sold shares or so-called participations in its energy loans to other, larger banks. If uninsured creditors lost money at Penn Square because of its bad energy loans, argued the Federal Reserve and the OCC, what was going to prevent uninsured creditors at these other banks from thinking that the same fate could await them? After all, wouldn't these other banks be exposed to the same risks? This could lead to a run of uninsured creditors from these banks. And if those banks ran out of cash, they would have to be closed. And what other banks did they have business dealings with?

The Federal Reserve and the OCC were more worried about these spillover effects and their impact on the broader U.S. economy than they were about what happened to Penn Square itself. They made their views very clear to the FDIC, and they were accustomed to getting their way.

Their arguments had some merit. Bank failures can have spillover effects that damage the entire economy. Some of these spillover effects stem from direct business interactions, such as Penn Square's energy loan participations. Some may stem from a heavy reliance on the same markets, such as subprime mortgages in 2008. And some may stem from the opacity or complexity of a bank's business operations, which make it hard for investors to discern the true financial condition of individual banks.

These spillover effects can be felt suddenly because depositors or other bank investors generally can withdraw their money on a moment's notice. If this happens, a bank can run out of cash and be subject to a liquidity failure. This is a big difference between banks and commercial firms. Commercial firms go through the bankruptcy process, and no one worries too much about creditors losing some money or having the same problems quickly spill over into other commercial businesses. Thus, bailouts of commercial firms, while not unheard of, have been less frequent than what has happened in banking.

If the FDIC wanted to impose losses on the uninsured creditors at Penn Square, it would have had to stand up to the Fed and the OCC and take the risk that there would be spillover effects on other banks. William Isaac was the person on the hot seat. The newly elected president, Ronald Reagan, appointed him chairman of the FDIC in 1981. Isaac was young, confident, and independent-minded and appeared to have been born with an extra portion of attitude.

Isaac was a proponent of market discipline. He did not want to bail out Penn Square's uninsured depositors. Isaac knew there were risks, but felt that if spillover effects posing a threat to the broader economy started to appear at other, larger banks, then that's where the FDIC could draw the line and calm the situation by announcing that it would protect all uninsured creditors. But if the government had to bail out even a $500 million bank, would it be possible to impose enough discipline on the banking system to prevent excessive risk taking and future banking crises?

Isaac held firm and Penn Square was shut down in July 1982, and no uninsured creditors were protected. The FDIC reopened the bank for a short time in order to pay insured depositors their money. Uninsured depositors, of which there were many, were given half of the uninsured portion of their money back. The other half was at risk, depending on what could ultimately be recovered from the bank's poor-quality loans.

Needless to say, people who had invested uninsured money in the bank were furious. No one had expected to lose any money. Since the Great Depression, the few banks that had failed in the past were handled in such a way that all depositors were protected against losses whether they were insured or not. The local community and their congressmen took their anger out on the FDIC.

This seemed to mark the start of a new era, in which uninsured creditors would not be bailed out if their bank became insolvent. Over the course of the next year, there were several more failures of small banks. In each case, the FDIC protected only the insured depositors, providing uninsured depositors and other uninsured creditors with no more than what they were entitled to from the bankruptcy or receivership process. There weren't a lot of uninsured creditors in these banks, and they weren't in much of a position to exert any real discipline on their bank's behavior. Nevertheless, these actions were a positive step forward in creating greater market discipline within the banking system.

All this was happening during my first year at the FDIC. I was learning that first and foremost, the FDIC thought of itself as a bank supervisory agency. Of the roughly 14,000 banks in the country, the FDIC was the federal supervisor for nearly 9,000 of them. Most of these were small banks operating in a single town or in a single state due to the restrictions on interstate and intrastate banking. Most of the people who worked at the FDIC either were bank examiners or had other responsibilities related to bank supervision.

The culture was like that of a military organization. There was a clear chain of command. Bank examiners were the FDIC's foot soldiers. They were located in about 90 field offices spread throughout the country. This enabled them to be within driving distance of the thousands of banks that they examined. The senior officials in these field offices reported to regional offices located in several of the larger cities. Their senior officials reported to Washington, D.C. At headquarters, the division's most senior official had an office near that of the FDIC's chairman. Within the FDIC, next to the chairman, it was the voice of the bank supervisors that mattered most.

Bank supervisory operations were, and still are, highly confidential. In the FDIC's early years, internal communication related to the supervisory assessment of a bank's financial condition often was communicated by code. Each new bank examiner received a copy of the codebook. Those days were gone, but secrecy and careful controls remained paramount.

It took years to work your way up the supervisory hierarchy. One senior official told me he believed that for a regional director to be effective, he (women were rare in the senior ranks) needed to have worked in that region for 20 years. If you had less seniority, you were a newcomer. If you left for another job, either within or outside the FDIC, the unspoken rule was that if you were allowed to return to the division at all, it had to be at a pay level no higher than where you were when you left.

Bank supervision was serious business. Change came slowly. The FDIC wasn't known as a dynamic or creative environment. Many bankers felt that the initials FDIC stood for “Forever Demanding Increased Capital,” given how conservative the agency was and the emphasis it placed on bank safety and soundness. Within the FDIC, this was a source of pride, given that there were always plenty of voices arguing to reduce bank capital requirements. Over the years, as you will see, the FDIC's emphasis on higher levels of bank capital than what other bank regulators or bankers saw as sufficient never changed.

In contrast to the internal clout of bank supervisors, a relatively small staff in the Division of Liquidation was quietly situated in a building down the street from headquarters. These “liquidation specialists” were the employees responsible for closing insolvent banks, paying insured depositors their money, and winding up the affairs of the failed institution. There were few employees in this division because over the past few decades there had not been very many bank failures. Prior to the 1980s, their activities did not draw a lot of attention. But as the number of bank failures started to increase, they were hiring new employees and opening up new offices around the country.

I worked in the Division of Research, and if there was a pecking order, we were probably near the bottom. I was one of a small group of economists and financial analysts hired in the early to mid-1980s. We did not focus on supervising or closing individual banks. We focused more on the broader policy issues facing the organization.

When the Division of Liquidation wanted an economist to speak at their annual national conference in Monterey, California, they didn't invite any of us newcomers. Instead, they invited the Nobel laureate economist Milton Friedman. When he declined their invitation, they tried the Harvard professor Martin Feldstein. He, too, declined. So the Division of Liquidation settled on asking Stanley Silverberg to speak. Stan was not a household name, but he was the very talented director of the FDIC's Division of Research, and he willingly accepted the invitation.

However, a couple of days before the start of the conference, Bill Isaac asked Stan to go to Chicago, where a bank named Continental Illinois was in trouble. This left the Division of Liquidation without an economist to speak at its conference. Stan asked me to fill in for him. I gladly accepted the opportunity to make a trip to Monterey.

When my plane landed in California, there still was a long ride to the conference hotel. This seemed to be a feature of FDIC conferences. They were never anywhere convenient. A large van showed up to drive a dozen or so other attendees and me to the conference. We had an hour's drive ahead of us and had only gone about a mile down the road when the van pulled up at a liquor store, a couple of people jumped out, went into the store, and soon arrived back with a couple of cases of beer for the ride. I would find that my colleagues in the Division of Liquidation did not like to let beer-drinking opportunities pass them by.

My talk at the conference was uneventful—a striking contrast to the events unfolding in Chicago. Continental Illinois was the seventh-largest bank in the country, with about $34 billion in total assets. It was in real trouble, as it had significant exposure to Penn Square, having bought many of its energy loans. Those loans were going bad, and uninsured creditors at Continental were losing confidence in the bank.

At that time, banks weren't allowed to open branches in more than one state, and Illinois also was a unit banking state, which meant that banks couldn't even open branches in more than one location. Therefore, Continental had been unable to attract very many retail deposits (money deposited by individuals). Instead, it had borrowed large sums of wholesale deposits (money deposited by large businesses, other banks, or institutional investors, such as insurance companies, investment companies, mutual funds, or pension funds). As a result, the bank had few insured deposits, but many uninsured deposits. Of Continental's roughly $33 billion in total deposits, our estimate was that only about $3 billion was insured. The uninsured money was starting to leave the bank. Something would have to be done. Isaac asked Silverberg to take the lead in developing a plan. Stan worked closely with Roger Watson, Jim Marino, Jack Murphy, Doug Jones, and others at the FDIC and at the other bank regulatory agencies.

In May 1984, an open-bank assistance transaction was arranged for Continental Illinois. The bank's top-level management and board of directors were replaced. The shareholders' investment was wiped out, but all depositors and other creditors were protected against any losses. Continental was not merged into a healthier bank, as had been done with a number of troubled mutual savings banks; instead, the FDIC temporarily took over ownership of the bank. Put differently, Continental Illinois was nationalized. Over time, the FDIC sold its ownership position, placing the bank back into the private sector. The final cost to the FDIC was a little over $1 billion.

The protection offered to uninsured depositors and bondholders at Continental Illinois marked the end of the short era in which regulators imposed greater market discipline on the banking system. Community bankers around the country were outraged at this inequity. Uninsured depositors in small banks that failed over the past year had suffered losses, while this bailout showed that uninsured depositors and other creditors in large banks that became insolvent did not have to suffer losses. “Too big to fail” became a new part of our financial lexicon.

Despite Isaac's belief in market discipline, there was never any serious consideration within the FDIC of allowing Continental Illinois to be shut down. No one in a position of authority within the financial regulatory agencies was willing to take the chance to see what would happen if uninsured depositors at Continental were exposed to losses. I believe that it was the right decision. This is where the FDIC had to draw the line.

U.S. and non-U.S. depositors were likely to have withdrawn their money from other large banks if they lost money at Continental. Some of these larger banks already were in a relatively weak condition. There were also hundreds of small banks that had invested significant amounts of money in Continental. Many of the smaller banks might have failed as well. The spillover effects on the banking system and the U.S. economy from imposing losses on so many uninsured depositors were too uncertain and potentially too damaging to take the chance.

Segregating insured from uninsured deposits at Continental Illinois also would have presented the FDIC with an enormous operational challenge, which could have taken months to complete. Such a delay in returning money to insured depositors would only have added to public alarm and increased the potential for harmful spillover or systemic effects.

The too-big-to-fail dilemma highlighted by the bailout of Continental Illinois raised what is perhaps the key issue for the FDIC and other financial-market regulators. How can a single large financial institution be shut down in a manner that effectively imposes losses on uninsured creditors without creating a system-wide meltdown? Resolving this dilemma is at the crux of debates over how to regulate the financial sector in a manner that is both fair and effective.

Protecting uninsured and unsecured creditors against losses when a large bank becomes insolvent generally raises the government's cost, creates inequities between how creditors are treated in large bank failures compared to other types of business insolvencies, and increases the likelihood of future banking crises by reducing any incentive these creditors have to control excessive risk taking at large banks. Yet because most bank depositors and other creditors can withdraw their money whenever they want, other banks viewed to be at risk are likely to experience significant deposit outflows. And that can lead to a chain reaction of insolvencies if uninsured depositors and creditors believe that they are exposed to losses.

The too-big-to-fail problem went unaddressed during the 1980s. The banking system began experiencing so many more problems during the 1980s and early 1990s that maintaining public confidence in the financial system became the overriding objective. Finding effective ways to impose greater market discipline and eliminating “too big to fail” would have to wait. However, for reasons to be described later, there are less understandable reasons why the problem also went unaddressed in the late 1990s and early 2000s. It returned with a vengeance in 2008.

During the mid to late 1980s, the U.S. economy began to experience the effects of boom-to-bust cycles in various business sectors of the economy. These cycles resulted in a rolling recession that engulfed different parts of the country at different times. Because banks were geographically restricted in where they could do business, they were highly dependent on the businesses that operated in their geographic area. Thus, they were vulnerable.

The first of these boom-to-bust cycles occurred in the farm belt. During the 1970s, most agricultural experts believed that agriculture was set to prosper for many more years. Farm exports were growing at record rates as the world's population grew at a fast pace. Farm income levels were at historic highs. Farmers borrowed increasing amounts of money to invest in farmland so they could produce even more. Debt levels and real estate prices rose ever higher.

But the agricultural market shifted significantly in the early 1980s, and with rising interest rates, it became much harder for many farmers to keep up with the payments on their record high debt levels. Land prices, which had peaked in 1981, dropped precipitously. Many farmers couldn't afford to repay their loans.

At the time, there were about 4,000 “agricultural banks” in the United States, and many of them faced financial difficulty due to the financial problems of their customers. By 1984, a large number of them were becoming insolvent.

Some in Congress viewed the problems in the agricultural sector as beyond the control of individual banks. Many believed that bank regulators should temporarily relax their standards so these banks could have a chance to work their way out of their problems rather than being shut down.

Bank regulators were not inclined to support this point of view. Nevertheless, supervisory standards for many agricultural banks were temporarily lowered to preclude Congress from enacting legislation that might have been even more lenient. Still, if a bank looked like it was in hopeless financial condition, it was shut down. This was to ensure that bank failure costs did not spiral out of control, as they had in the S&L industry.

Most agricultural banks eventually did recover. Nevertheless, slightly more than 200 insolvent agricultural banks were closed between 1984 and 1987.

Responsibility for closing insolvent banks rested with the FDIC's Division of Liquidation. Some of the banks' owners and managers weren't overly receptive to government employees coming into their towns to shut down their banks. One bank president sat at his desk with a shotgun in full view of the FDIC employee who had come to close his bank. “You aren't here to take my bank, are you?” he asked.

Adverse weather conditions could impact the FDIC's work. During one particularly bad blizzard in the Midwest, an FDIC employee, Bob Longworth, on his way to a bank closing, was involved in an automobile accident. When he got out of his car to look at the damage, an out-of-control 18-wheel truck ran over him. It took his colleagues 15 minutes to find him, buried under a pile of snow, bruised and cold, but not seriously hurt. Despite the near tragedy, he went to the closing, courtesy of a ride from the truck driver.

Other problems arose once inside the banks. In one case, the only bank employee who knew the combination of the bank's vault couldn't remember it. The woman agreed to allow herself to be hypnotized to see if that worked. It did.

That episode was a reminder that while most bank closures were fairly routine procedures, some of them involved issues never encountered before. One example was Golden Pacific National Bank of New York, which was closed in June 1985. There had been a run on the bank, amid rumors that the bank's president was skimming funds and transferring them out of the country.

Located on Canal Street in Chinatown, Golden Pacific catered to immigrant Chinese customers. For a number of years, when the bank's customers made deposits, they were given the option of receiving higher rates of deposit, and in return they would be given a receipt on a yellow piece of paper. There were about $15 million of these so-called “yellow certificates,” which were not recorded on the bank's books. As a result, it was unclear whether they were truly deposits and thus whether they were FDIC-insured deposits.

The bank closing sparked an angry protest by more than 100 of the bank's customers. New York newspapers gave extensive coverage to the bank closing, and the city's mayor, Ed Koch, made an appearance at the bank.

For the FDIC staff who were on site, sorting through the bank's paperwork was a logistical nightmare. Most of the documents were in Chinese, and most of the bank's employees and customers spoke only Chinese. And many of them did not want to speak to government officials, fearing that they might be identified as an illegal immigrant and deported. (To help the FDIC work through these challenges, Chinese-speaking bank examiners were brought to the bank, and interpreters were hired.)

A federal judge ultimately ruled that the “yellow certificates” deserved federal insurance protection, and depositors were reimbursed up to $100,000. And the bank's president was sentenced to five years in prison for defrauding bank customers of $15 million.

By 1985, Bill Isaac's term as FDIC chairman ended. Bill had helped the FDIC find its voice and become more of an equal partner with the other two bank regulatory agencies. More importantly, he had successfully guided the FDIC through the most significant challenges it had ever faced. But it looked like the challenges on the horizon would be as great, if not even more daunting. The FDIC would need a very capable new chairman.

L. William Seidman was that person. An accountant, lawyer, and economist, he had run Seidman & Seidman, the family's firm and one of the largest accounting firms in the country. Bill had also been vice chairman and chief financial officer at Phelps Dodge Corporation, and he was very experienced in the ways of Washington, D.C., having worked in a senior position at the White House during the Ford administration.

Bill had the background and capability to hit the ground running, which was particularly important once the rolling recession hit the energy and real estate markets in the Southwest. No part of the country was harder hit, and no state more so than Texas. Nearly 30 percent of all of the banks and S&Ls that failed during the 1980s and early 1990s were located in Texas. Most of these failures occurred in the latter part of the 1980s. Nine of the state's 10 largest bank holding companies failed. Four of these bank holding companies (First City, First Republic, MCorp, and Texas American) owned over 120 banks, with $60 billion in total assets. Their failures cost the FDIC over $8 billion.

First City Bancorporation of Texas was the first to go. The $11 billion bank holding company owned 60 banks that had grown along with the oil industry during the early 1980s. But the decline in oil prices, agricultural markets, and real estate markets that followed were too much for it to overcome. Given the weak economy and all of the problems in Texas at that time, the FDIC decided to arrange for an open-bank assistance transaction rather than attempting to close and then quickly sell 60 banks.

Open-bank assistance is a lot less disruptive than closing banks since banking services remain uninterrupted. The problem with these transactions is that even though the FDIC is contributing money to recapitalize insolvent banks, the agency still needs to negotiate with the banks' owners and bondholders over an appropriate settlement for their claims. And many bondholders will hold out for more money than what their claims are worth.

In the Continental Illinois open-bank assistance transaction, the shareholders had agreed to a deal that completely wiped out their claims, which was the same fate that would have awaited them if the bank had been closed. But bondholders and uninsured depositors didn't have to accept any losses.

In the First City deal, the FDIC was willing to give the shareholders two cents on the dollar in order to complete the deal, but expected at least 90 percent of the bondholders to accept only 35 to 45 cents on the dollar. It took seven months to negotiate, after which only two thirds of the bondholders had agreed to accept the FDIC's offer. The other third received a full 100 cents on the dollar.

The deal was highly unsatisfactory. The FDIC had contributed financial assistance to complete a deal, where once again many of the bondholders were bailed out. Adding insult to injury, a few years later the bank failed again. The FDIC decided to handle the next large insolvent Texas bank holding company differently.

In 1987, Congress gave the FDIC authority to establish bridge banks, which are temporary banks that can be established and operated on an interim basis in order to preserve critical banking services without having to bail out anyone. When a bank becomes insolvent, the FDIC can close it after business hours on a Friday and then reopen it as a new FDIC-owned bank the following Monday morning. There are no negotiations with shareholders and bondholders. They simply get the amount they are entitled to once the bridge bank is sold.

First Republic Bank Corporation was the largest bank holding company in Texas, owning 40 banks with $33 billion in assets. The FDIC closed these banks and reopened them as bridge banks. Later, they were sold to NCNB, which eventually merged with Bank of America.

Stockholders and bondholders at First Republic were wiped out, a major step forward from the Continental Illinois transaction, where all bondholders were completely protected against any losses, and from the First City transaction, where some bondholders were protected.

But the FDIC still protected uninsured depositors. Before the First Republic banks were closed, the FDIC explicitly guaranteed all of their depositors that they would be protected against any losses in order to prevent a run on the banks by the uninsured depositors. A similar announcement was made prior to the Continental Illinois transaction.

The FDIC's problems in Texas were significant, but they paled in comparison to the problems the FHLBB was having with S&Ls in Texas. The FHLBB arranged numerous sales of insolvent S&Ls under its Southwest Plan. Since that agency still didn't have much money, it gave purchasers of insolvent S&Ls a number of other types of financial incentives, including generous tax breaks. These transactions cost the government enormous amounts of money.

The director of the FHLBB, Danny Wall, had made numerous predictions on what the total cost to the government would be for cleaning up the problems in the S&L industry. Each prediction had been well off the mark, as his estimates only grew higher. His credibility, and that of the FHLBB, steadily eroded.

By contrast, Bill Seidman's credibility, and with it the FDIC's, only grew stronger. Seidman was a no-nonsense, tell-it-like-it-is kind of leader. More and more people in Congress and in the new administration began to think about transferring authority for the S&L clean-up from the FHLBB to the FDIC.

In 1988, both presidential candidates and the media devoted little attention to the looming S&L crisis and the impending costs facing taxpayers. But in August 1989, President Bush signed into law the most significant financial industry reform legislation since the 1930s. The Financial Institutions Reform, Recovery, and Enforcement Act (FIRREA) contained a number of major new initiatives.

The law created the Resolution Trust Corporation (RTC), which was focused on cleaning up the problems in the S&L industry. The RTC was responsible for taking over insolvent S&Ls, selling their assets, and reimbursing insured depositors until its projected sunset in 1996. The FDIC was responsible for managing the RTC, but the federal government would fund it.

The Office of Thrift Supervision (OTS) was created to replace the FHLBB as the regulator of the S&L industry. The staff was essentially the same as before, but organizationally the new agency was separated from the Federal Home Loan Bank System. This separation ended a significant conflict of interest, since their member institutions, the S&Ls that they regulated, owned the Federal Home Loan Banks.

The Savings Association Insurance Fund (SAIF) was created to replace the insolvent Federal Savings and Loan Insurance Corporation (FSLIC). The new deposit insurance fund for the S&L industry was placed under the FDIC's control. It took over responsibility for protecting insured depositors at S&Ls once the RTC went out of business.

The legislation also expanded the FDIC board of directors from three to five members. Danny Wall, the director of the newly formed OTS, and Andrew “Skip” Hove, a community banker from Nebraska, were the two new board members joining Bill Seidman, C. C. Hope Jr., and Robert Clarke, the comptroller of the currency.

In 1986, I had left the Division of Research for a year to work as special assistant to C. C. Hope Jr. C. C. was a former vice chairman at First Union Bank in North Carolina and had traveled around the state arranging mergers between First Union and other, smaller banks. The bank continued to grow, eventually merging with Wachovia Bank to form one of the largest banks in the country. C. C. was a southern gentleman who made a point of remembering the names of everyone he met. I enjoyed working for him. However, a year later, Stan Silverberg retired as the FDIC's director of research. Roger Watson replaced him, and I returned to the division as its deputy director.

At the start of the decade, I had been given the opportunity to play a part in helping the FDIC address the most significant banking problems in the United States since the Great Depression. As the decade came to a close, I was offered another tremendous opportunity when Bill Seidman asked me to be his deputy. I was excited yet apprehensive. In addition to the problems in the S&L industry, new concerns were arising at banks in the Northeast. The rolling recession was heading their way. At the time, I was 36 years old—an adolescent when measured in FDIC years.
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What is a bailout? My definition is when an individual or a business in financial distress receives a benefit they are not entitled to. When are bailouts warranted? When it is clear in advance that no one will be made worse off as a result. If a bailout is justified, does that mean it is fair? No. Sometimes there are operational or other constraints that make all of the available options undesirable and unfair, such as when we are faced with a failing institution deemed to be too big to fail.

Bailouts were common in the 1980s. Some were warranted; some were even fair: others were neither. In the most egregious situations, insolvent S&Ls were left open and unattended. Their owners, managers, and other uninsured creditors were given a second chance that their counterparts in other failing businesses don't get. They badly abused that opportunity.

Not only did the costs connected with these failures break the industry's deposit insurance fund, they far exceeded what the entire S&L industry was capable of paying to fulfill its commitment to replenish that fund. As a result, taxpayers paid $125 billion to bail out the S&L industry, much more than what would have been the cost if these insolvencies were addressed in a timely manner. These weren't unavoidable bailouts because the institutions were too big to fail; they were simply the result of misguided policies and ineffective actions by the S&L industry, its regulators, and Congress. They were unjustified and they were unfair.

In response, Congress enacted the Federal Deposit Insurance Corporation Improvement Act (FDICIA). The 1991 law included a provision called “Prompt Corrective Action” (PCA), which was designed to force more timely action on the part of bank regulators when problems appear at banks and S&Ls. Progressively stronger supervisory actions are required as an institution's capital slips below certain thresholds. If an institution's capital drops below 2 percent, it has to be closed within 90 days.

There were some financial industry observers who believed these PCA requirements would eliminate bank failures altogether, believing it would force management to find a solution before a closing wiped out all of the owners' capital. Things did not turn out that way. While helpful in many respects, PCA had a number of shortcomings—a notable one being that it did not envision the kind of liquidity crisis that unfolded in 2008, even at banks that presumably still had relatively high levels of capital.

The law also granted the FDIC backup supervisory and enforcement authority over banks and S&Ls. The FDIC had been frustrated by the actions of the other bank regulators to keep it out of problem institutions that they regulated and supervised. This hindered the FDIC's ability to effectively plan for bank closings and, from the FDIC's viewpoint, contributed to delayed closings and higher failure resolution costs. Since the FDIC has to pay those costs, it is the agency with the greatest incentive to see that insolvent banks and S&Ls are closed in a timely manner. This legislative authority was helpful, but it would not be the final word in the ongoing tension on this subject between the FDIC and the other bank regulators.

The need for strong and timely supervision of the banking industry was better recognized in the aftermath of the 1980s' banking crisis. In the early 1980s, the Reagan administration made a critical mistake. While it recognized that rolling back certain regulations would help create a safer and more effective banking system (deregulation allowed banks to diversify their risks, innovate, and compete for funds), rolling back bank supervision had the opposite effect. Because of deposit insurance and the tendency to protect uninsured creditors from losses, the private sector has insufficient incentive to control excessive bank risk taking. These factors and the fact that a bank's short-term creditors can run at a moment's notice differentiate banks from most other types of businesses, making it essential that the government step in to provide an extra level of oversight and control. In the early 1980s, the FHLBB was severely understaffed due to hiring restrictions imposed by the administration. That contributed to ineffective supervision over the S&L industry.

This is not to say that the regulators of commercial banks were without fault during the 1980s. As the rolling recession moved from one part of the country to another, so did bank supervisors. This constant focus on the individual problem institutions of the moment kept the agencies from recognizing and trying to address the bigger picture as it was developing. After the 2008 financial crisis, the bank regulatory agencies again would be criticized for not paying sufficient attention to the broader systemic effects that had developed.

The 1991 law also did not specify the appropriate amount of capital that should be held by banks and S&Ls. Having more of their own money at risk gives owners a greater incentive to manage banks and S&Ls well. Capital also is the buffer that protects the deposit insurance fund and the taxpayers against losses. The capital forbearance policies that allowed weak S&Ls to remain open when they held little to no capital showed what could happen without appropriate capital levels. In the aftermath of the S&L crisis, regulators required higher levels of capital at banks. But over time these controls were gradually weakened, which contributed to the problems that manifested themselves in 2008.

The commercial banking industry did not need a taxpayer bailout. The industry was able to provide the FDIC with enough money to get it through the crisis. Nevertheless, there were some bailouts, which were paid for by the deposit insurance fund rather than by taxpayers. Continental Illinois was the most notable example. The bank's shareholders were wiped out, and senior managers lost their jobs, but the bank's bondholders were bailed out.

Bondholders tend to be sophisticated Wall Street investors who know the risks they are taking, and are well compensated for those risks. Yet, all of Continental's bondholders, and some of First City's, were protected against losses. This was unfortunate, but at the time the FDIC did not have a viable mechanism for protecting uninsured depositors, who were the greater systemic concern, without also protecting bondholders. The results here weren't fair even if they were justified under the circumstances.

Uninsured depositors also were bailed out at most of the banks (big and small) that failed during the 1980s and early 1990s. The FDIC was far less concerned about these bailouts. In many cases, like with the mutual savings bank transactions in the early 1980s, the transactions were viewed to be the least-cost alternative, thus they were justified, since no one was made worse off as a result.

There was also a fairness element involved in the FDIC's treatment of uninsured depositors. If some banks were too big to fail, why should their uninsured depositors be protected if the same protection wasn't extended to uninsured depositors at smaller institutions? After Continental Illinois, the FDIC was much more sensitive to the complaint from smaller banks that the differential treatment of uninsured depositors between small and large banks created a competitive inequity.

But the main reason why the FDIC protected uninsured depositors at banks of all sizes was to maintain public confidence in the banking system throughout the crisis.

The majority of banks that failed were small institutions. Their customers weren't sophisticated Wall Street businesses; they were small Main Street businesses and local residents. Very few of these customers had money deposited in their banks or S&Ls that exceeded the deposit insurance limits. For those that did, the money often was in accounts used to meet payrolls at small businesses, or it was money held by an elderly individual or couple for retirement expenses. On occasion, there were escrow accounts that had been deposited for a brief period after the sale of one home and before the purchase of another. Perhaps a local church had deposited money that exceeded the deposit insurance limits. These weren't customers who could reasonably be expected to understand the financial condition of the bank they did business with and exert much market discipline on their bank's behavior.

If the FDIC had taken the time to segregate insured deposits from uninsured deposits at all of these small failed institutions during the 1980s, there likely would have been significant delays in getting money back to insured depositors. Depositors generally had access to their money the following Monday morning after a Friday closing. If insured depositors began to worry about having to wait for their money, there likely would have been far less confidence in the banking system as a whole.

There were simply too many small-bank failures during the 1980s for the FDIC not to protect all depositors. Together, the hundreds of small-bank failures created a systemic threat not dissimilar to that posed by a too-big-to-fail institution. Protecting all of these uninsured depositors at small banks also didn't cost much; in fact, it likely saved money. This is not to say that the FDIC didn't care about ending too big to fail or other types of bailouts that were unfair. However, maintaining public confidence and protecting the overall financial system came first.

Thereafter, members of Congress saw things differently than they had earlier in the decade. In 1991, they put greater controls over the FDIC's flexibility in handling such matters. Included in the FDICIA was a provision for a least-cost test, which required that the FDIC handle all future bank and S&L failures in a way that was less costly to the deposit insurance funds than any of the alternatives. This meant that uninsured depositors and other creditors could no longer be protected against losses when their bank failed, unless a decision was made that by protecting uninsured depositors the transaction was the lowest-cost alternative for that particular institution, and hence was justified because it wasn't taking money out of the deposit insurance fund to give uninsured depositors added protection.

There is one possible exception to the least-cost test and that was if the least costly transaction could lead to a system-wide financial crisis. The bar for such a systemic-risk determination was set very high. It requires a two-thirds vote of the FDIC's board of directors, a two-thirds vote of the Federal Reserve's Board of Governors, and approval by the secretary of the Treasury, after consultation with the president.

Congress also put strict restrictions on the FDIC's ability to conduct open-bank assistance transactions, since that was another means by which shareholders and uninsured creditors might receive some government financial assistance without being forced to pay their full share of any insolvency-related costs.

By limiting the FDIC's discretion, Congress was saying that there should be no more bailouts of uninsured creditors at failed banks and S&Ls, unless it saved money compared to the alternatives, or unless there was broader agreement across the key government agencies that imposing losses on failed-bank creditors would create a system-wide financial crisis.

During the 2008 financial crisis, the systemic-risk exception was invoked several times, leading to bailouts by the deposit insurance fund. However, the 2008 taxpayer bailouts of Bear Stearns, Fannie Mae, Freddie Mac, AIG, and money market mutual funds, and the other emergency programs enacted by Treasury and the Federal Reserve were different. They did not require systemic risk exceptions. In 1991, Congress was focused exclusively on commercial banks and S&Ls, the source of problems during the 1980s. FDICIA wasn't designed for the large investment banks and other parts of the shadow banking system that contributed significantly to the 2008 financial crisis. Most of these institutions were outside the traditional and more heavily regulated commercial banking system. Just as importantly, they also were outside of the FDIC's authority and the carefully constructed legislative framework for resolving insolvent commercial banks and S&Ls. Nevertheless, most of these financial institutions also had short-term creditors who could run (and did) at the first sign of trouble. Afterwards, Congress enacted the Dodd-Frank Act, putting additional controls on these other parts of the financial system.





Chapter 3






Liquidation

By the early 1990s the Resolution Trust Corporation (RTC) and the FDIC were the country's largest owners of residential properties, commercial properties, raw land, and loans backed by residential and commercial real estate, and it was all for sale. The prices at which the two agencies sold these assets had a dramatic effect on real estate values, businesses, and local economies across the country.

Once closed, the FDIC assumed responsibility for everything owned by insolvent banks. The RTC did the same for insolvent savings-and-loans (S&Ls). Simply put, the FDIC and the RTC were to pay back the money that was owed by these failed institutions, and collect the money that was owed to them.

Money would have to be paid out first. Insured depositors at failed banks expected their reimbursement right away. Paying insured depositors quickly requires a lot of cash. Throughout its existence, the RTC had a more difficult time raising money than the FDIC did. The banking industry paid deposit insurance premiums to the FDIC's bank insurance fund, providing the FDIC with a relatively stable source of funds. When the FDIC needed more money, it simply raised deposit insurance premiums. The banking industry did not like it, but the process was sufficiently manageable that adequate funding generally was available to the FDIC. The RTC was dependent on Congress for funding, which greatly complicated the RTC's task.

Much of the money used to reimburse insured depositors would be paid back. That's where the sales process for the real estate and real estate–backed loans that the FDIC and the RTC owned comes into the picture. How quickly and at what prices these loans and properties could be sold would impact not only the two agencies' cash needs but also their ultimate costs and, in the RTC's case, the ultimate cost to taxpayers.

There were two schools of thought on how the RTC and the FDIC should proceed. One was to sell assets as quickly as possible. While this approach would depress real estate values, it would eventually allow markets to recover. In other words, take your medicine and get it over with. The other approach called for the agencies to proceed in a more measured way, selling assets more gradually and thus mitigating the risk of a large drop in prices that could undermine the economy. Proponents recognized that it would prolong the pain, but also believed it would limit the overall damage.

The FDIC and the RTC needed to navigate through those issues, while at the same time learning how to market and sell assets. The RTC was a new organization with no sales experience. The FDIC had existed since 1933, but its expertise was in supervising banks, not selling them.

When the FDIC closed an insolvent bank and sold it to a healthy bank, it would traditionally only sell the failed bank's good assets to the buyer. The prevailing view was that it would be a mistake to put bad assets back into the banking system. These assets were left behind for the FDIC, which would either manage them or sell them to other buyers from outside of the banking system. The FDIC usually managed the assets, collecting loan payments until they were either paid off or determined to be worthless. That slow, deliberate process was acceptable if there were only a few failed banks to deal with. It wouldn't work with hundreds of failed banks.

When Bill Seidman arrived at the FDIC, he saw that the amount of money available in the FDIC's deposit insurance fund was dwindling fast, as cash was being replaced with illiquid failed-bank assets. He believed that if we kept managing assets in such a slow manner, we not only would run out of cash, but it would take us about 300 years to clean up the problems in the industry.

Late in the 1980s, the FDIC began experimenting with a variety of new methods to sell insolvent banks and their assets. While we traditionally sold off the assets of insolvent banks in piecemeal fashion, we began to sell the entire failed bank to the highest bidder. The FDIC would simply write a check to the healthy bank that asked for the least amount of money in order to take over the failed bank's deposit accounts and virtually all of its assets, good and bad. Buyers were allowed to return certain bad assets that they didn't want within 90 days.

These whole-bank transactions preserved a lot of cash since failed-bank assets were quickly sold back into the private sector, but they were very expensive. Buyers were taking on all of the risk if the economy continued to deteriorate and drive down the value of these assets. To protect themselves from those risks, buyers reduced the amount they were willing to pay, adding to the FDIC's overall cost. We eventually modified our sales processes, but assets were moving out the door at a much faster rate, preserving some badly needed liquidity.

In the early 1990s, the RTC was faced with even more pressing issues. Its to-do list included the closure of 262 insolvent S&Ls. Each had insured depositors to reimburse, assets to sell, and lawsuits to manage. These S&Ls were still operating, but they were in conservatorship, which meant they were under government control. While waiting for Congress to approve the funding that was needed to shut them down, their value had continued to decline, and the expected bill to taxpayers had expanded.

Once Congress provided the initial funding for the RTC, an entirely new organization had to be created virtually overnight. Seven hundred employees, mostly from the FDIC's Division of Liquidation, were transferred to the new agency. The FDIC's Knoxville Liquidation Office became part of the RTC. Employees who had built a career at the FDIC woke up to find out that they now worked for a different agency. It was unnerving.

In my new job as deputy to the chairman, I served as support for Bill Seidman. Since he was running both the FDIC and the RTC, I was getting a crash course in how to create a new government agency and then navigate a range of day-to-day issues, including congressional relations, media relations, and internal operations.

We were running at full speed, yet we seemed to be falling behind. Each day brought countless new problems. Advanced planning was difficult in the crush of day-to-day business. The crises of the day were all consuming and there was no let-up in sight.

I brought Seidman lists of issues that needed his immediate attention. He wanted to know the pros and cons of various alternatives, what the staff recommendations were, and why. Then he would make a decision. I didn't waste his time with idle conversation. Anyone who thought they could linger in his office with small talk was simply walked out the door and politely thanked for stopping by.

The RTC needed many more people than what the FDIC could provide. These additional employees had to be hired under government procedures, leading Seidman to remark that if Hannibal had a government personnel office, he never would have been able to cross the Alps.

There was a need for accelerated hiring, but it was important that the S&L cleanup effort not create new scandals along the way. A lot of money was changing hands, and we needed to ensure that our efforts did not create new opportunities for fraud and abuse and further waste taxpayer money. While speed was paramount, so, too, were background checks and proper controls over the hiring process.

Proper controls were needed for hiring contractors as well. By law, the RTC had to rely extensively on the private sector to get its work done. That meant the agency would need a lot of contractors. While most companies were more than willing to play by the rules, there were some that looked for any inside track they could find. I received calls from people who claimed to be good personal friends of Bill Seidman's, as though this would magically open some doors for them. If I mentioned their names to Bill, he would just smile and say if they were good personal friends of his, they wouldn't be calling me. The contracting process, like the internal hiring process, remained competitive.

The RTC needed a robust governance structure. But the political process had resulted in a compromise that no one liked. There were two boards of directors, one for policy and one for operations. For policy, Secretary of the Treasury Nicholas Brady chaired the five-member Oversight Board that also included Federal Reserve Chairman Alan Greenspan, Housing and Urban Development Secretary Jack Kemp, and two private-sector representatives. Seidman chaired the five-member FDIC board of directors that was responsible for operations. Drawing a clear line between the two sets of responsibilities presented enormous challenges, which created a constant source of friction between the two groups and a lack of clear accountability.

The RTC needed information systems to track the hundreds of thousands of assets it was responsible for managing and selling. The FDIC's systems were woefully inadequate for the scale of what was needed, so the RTC had to build its own systems. Even more troubling was the reckless record keeping at the insolvent S&Ls. Lacking reliable information about the assets at insolvent S&Ls continually haunted the RTC as it tried to keep track of what it owned and what it was selling.

Despite the diverging views on the appropriate speed at which the RTC should sell assets, the initial criticism directed at the agency was that it needed to move faster. There was little sympathy for the RTC as it worked through a litany of challenges, including hiring employees, building appropriate internal controls, developing policies and procedures, and verifying the records of failed institutions.

In the interest of showing some progress, Seidman announced “Operation Clean Sweep” in March 1990. This initiative called for 141 S&Ls in conservatorship to be sold or liquidated by the end of June. J. Paul Ramey was in charge of handling the closings for S&Ls that were equal to or less than $100 million in size. Every Friday afternoon that an S&L was shut down and sold, he would blast a large air horn that he kept in his downtown Washington, D.C., office, so that everyone in the building would know that the RTC was one step closer to meeting its goal.

Sherwin Koopmans was in charge of the closings for S&Ls that were over $100 million in size. When asked why his group didn't announce its closings in the same manner, he just smiled and replied, “We don't toot our own horns.”

The RTC not only met the Operation Clean Sweep goal of closing 141 S&L's but exceeded it, resolving 155 institutions, with assets totaling more than $44 billion.

But the progress in closing insolvent S&Ls and transferring their insured deposits to healthy banks or S&Ls was not matched on another important front: selling the loans, properties, and other assets owned by these insolvent S&Ls.

One of the RTC's key early decisions was to use a competitive bidding process for all of the various sales processes. There would be no negotiated deals with individual buyers, despite buyer interest in having such opportunities. Open competition was the best way to protect the RTC and taxpayers.

Even so, once the asset sales process was under way, winning bidders were paying low prices for large packages of assets. Some of the early buyers realized huge returns on their investments, which generated further criticism of the RTC. One journalist wrote, “The Resolution Trust Corporation—the government's misnamed S&L caretaker that is neither producing resolution nor inspiring trust—is engaged in a massive giveaway that may make the Teapot Dome look like a demitasse cup.”

Those early deals attracted many more prospective buyers, who saw an attractive investment opportunity. As a result, the RTC kept receiving more competitive bids. Taxpayers benefited from the growing demand, which substantially eroded the buyers' profit margin over time.

The RTC refined its sales practices and learned from its mistakes. In the summer of 1990, the agency sold a multibillion-dollar package of relatively high-quality residential mortgage loans for prices ranging from 93 to 99 percent of the amount owed on those loans. The buyer subsequently corrected some of the documentation problems and other issues associated with these loans, enabling them to be resold as conforming rather than nonconforming loans. The RTC realized that if it corrected such problems itself, it could increase the prices it received either by selling mortgage loans in packages or by using pools of loans as backing for the issuance of mortgage-backed securities.

By mid-1991, the RTC had developed its own securitization program, which helped generate higher returns from its mortgage loans and at an accelerated pace. And while residential mortgage-backed securities were already fairly common in the marketplace, the RTC was the first organization to create securities that were backed by commercial real estate mortgages on any scale. Ultimately, the RTC issued about $40 billion worth of mortgage-backed securities.

The RTC entered into equity partnerships with the private investor groups, selling large packages of assets to the private sector to manage while retaining an ownership position. This arrangement allowed the RTC to share in the upside as market prices gradually recovered. When the pressure grew on the RTC to make some assets available to smaller investor groups, a Small Investor Program was developed. The staff initially resisted this program since it involved a lot more work to sell assets in smaller packages. But the program helped build greater support for the RTC overall as more and more investors were able to participate in the RTC's programs.

There was a lot of pressure on the RTC to sell assets faster, and equal pressure to sell assets slower. Seidman remarked that if the noise from each direction was about equal, then we were probably doing a good job. But by late 1990, the RTC's strategy had moved decidedly toward selling assets quicker.

The RTC transformed itself into an effective marketing and sales organization. Poor-quality assets were rechristened as “opportunity assets,” but it was difficult to see the opportunity in some of these assets, which included a buffalo sperm bank, a Nevada bordello, and a windmill farm.

The FDIC also found itself with unconventional assets, including 12 percent ownership of the Dallas Cowboys during the 1988 and 1989 seasons. Unfortunately, these were two of the worst seasons the team ever had, leading Seidman to joke that the Cowboys were one of the FDIC's nonperforming assets. The FDIC sold its shares in early 1990, just before the Cowboys won three of the next four Super Bowls.

The FDIC and the RTC had established sales or liquidation offices throughout the country by the early 1990s. The FDIC employed more than 15,000 people (nearly four times larger than a decade earlier), and the RTC employed 8,000. Despite their size, these internal staffs paled in comparison to the number of external resources the two agencies hired to help with their clean-up efforts.

In 1990, Seidman decided to reward everyone at both agencies for their hard work with an extra 10 percent pay increase. The FDIC and RTC employees were pleased to have their hard work acknowledged this way. The Federal Reserve, by contrast, had just finished explaining to its employees why they would not be getting a raise.

Seidman's pay increase was the impetus for a new interagency compensation committee among the four bank regulatory agencies. For the first time, we began to share some pay- and benefit-related information on a more formal basis. It was the Federal Reserve's way of ensuring that the FDIC didn't surprise them again. Congress later changed the law to mandate overall pay comparability among all of the financial regulatory agencies, other than the Federal Reserve (contributing to its “Evil Empire” reputation).

The once-quiet FDIC was now a center of attention in U.S. financial markets. There was a constant parade of visitors in to see Seidman. Jack Kent Cooke, the owner of the Washington Redskins, came by to discuss the possibility of purchasing some assets. While walking down the sixth floor hall from the elevator toward Bill's office, Cooke remarked that there was a lot of wasted space. Seidman told him that he should put his name in to run the FDIC so he could fix the problem. After exchanging other verbal jousts, it wasn't clear who was the more ornery of the two. Cooke finally changed tactics and invited Seidman to a Redskins game. Due to ethics rules, Bill couldn't accept the offer. But to get in the last shot, he told Cooke he wouldn't go because he hated the Redskins.

Not all of the money collected by the FDIC and the RTC came from asset sales. Some came from lawsuits initiated against the directors, officers, and accountants determined to be responsible for the failure of these banks and S&Ls. Ernst & Young paid $400 million to settle claims related to their audits of failed banks and S&Ls. Michael Milken and Drexel Burnham paid $1 billion to settle claims that they used a number of S&Ls as dumping grounds for their junk bonds. Despite those large numbers, the overall amount collected from such lawsuits was relatively small. Nevertheless, these lawsuits played an important role in trying to ensure that those who had contributed to the financial crisis either through fraud or negligence would be held responsible for their actions.

By the early 1990s, the FDIC and the RTC had more lawsuits to manage than any organizations in the world. They also had the largest legal departments to be found anywhere in the world, employing over 1,000 lawyers and additional support staff.

Most of the litigation that needed to be managed was inherited from the failed banks and S&Ls. But the agencies also needed to determine who the FDIC and the RTC should sue, and then manage those lawsuits. After each closing, there was an investigation to determine if there was a basis for criminal or civil charges against the banks' officers, directors, accountants, or lawyers. Such lawsuits were often two or three years in the making, as a careful analysis was needed for each potential case. Some cases were clear-cut, such as an obvious fraud. But not every bank or S&L failure warranted a lawsuit. Even with the best intentions, some situations can get out of hand and drag the directors and officers down. One of the greatest challenges for the staff of the FDIC and the RTC was distinguishing between malfeasance and mismanagement.

The highest profile and most notorious S&L fraud case involved the late Charles Keating and Lincoln Savings & Loan. Keating had purchased Lincoln in 1984. He used it to invest in high-risk real estate development projects and to purchase high-yielding, and high-risk, junk bonds. The bank's regulator, the Federal Home Loan Bank of San Francisco, began paying closer attention to Keating's activities in 1987, as Lincoln's investments started to go sour. Keating turned to five U.S. Senators, Alan Cranston (D-CA), Dennis DeConcini (D-AZ), John McCain (R-AZ), Don Riegle (D-MI), and John Glenn (D-OH) for help. Keating contributed a total of $1.3 million to the reelection campaigns of these senators. When asked if his political support would encourage them to take up his cause, he answered, “I want to say in the most forceful way I can: I certainly hope so.”

The senators met with the Federal Home Loan Bank of San Francisco's supervisory staff. Despite feeling pressured to back off, the staff recommended that Lincoln be shut down. However, the only action taken at the Federal Home Loan Bank's headquarters was to transfer supervisory authority over Lincoln from San Francisco to Washington, D.C.

As a result, Lincoln stayed in business two more years, during which time it continued to grow and continued to incur greater losses. When Lincoln was finally closed, the cost to the government was almost $3 billion. Had regulatory action been taken earlier, the losses would have been much less. Keating also had defrauded thousands of elderly citizens by convincing them to transfer their federally insured retirement savings into uninsured bonds, without telling them that their money would no longer be insured. These customers, who had tried to conservatively manage their savings accounts, lost over $250 million. Keating was later charged with fraud, racketeering, and conspiracy, and sentenced to 12½ years in prison. He was released after 4½ years, when his conviction was overturned on a technicality.

The Senate Ethics Committee determined that Cranston, DeConcini, and Riegle had improperly interfered with the FHLBB's investigation of Lincoln S&L. The “Keating Five” became a symbol of what can go wrong when political pressure is placed on an independent bank regulatory agency.

While members of Congress became much more reluctant to weigh in on how individual institutions ought to be treated by the bank regulatory agencies, the RTC and FDIC continued to receive extensive scrutiny from Congress. The House of Representatives set up a subcommittee to focus exclusively on the RTC's activities, and Dave Cooke, the RTC's CEO, was often summoned to Capitol Hill for testimony. Cooke routinely heard the criticisms that RTC was moving too fast or too slow, wasting money, and generally acting in an incompetent manner.

Sometimes the congressional oversight was overwrought. When the FDIC completed construction of a new office building in Virginia, which was projected to save the agency a substantial sum of money, Representative Frank Annunzio (D-IL) wanted to be sure there wasn't any fancy artwork or other wasteful expenditures in the new building. He had each office searched, and his arrogant staff issued a report on their findings, despite having found nothing more than breast pumps in the nurse's office.

The RTC also was extensively criticized by the private sector. Some argued against using “career bureaucrats” in the cleanup process. One group took out a full-page ad in the Wall Street Journal calling for the resignation of Bill Roelle and Lamar Kelly, two senior RTC officials. According to one member of an RTC Regional Advisory Committee, the RTC's operations were “illegal, immoral, wasteful, and downright stupid.”

The media played its part, trying to make up for lost time. Having missed the developing financial crisis during the 1980s, reporters now looked for stories wherever they could find them, including in the RTC's basement parking garage. Sam Donaldson of ABC News once hid in the garage, popping up between cars so he could surprise RTC officials and pepper them with questions.

The criticism seemed relentless and ever present. Peter Knight, the Director of the RTC's Office of Congressional Relations, once told his taxi driver to take him to the building at 801 17th Street. The driver asked if that was the RTC building. When Peter confirmed that it was, the driver heatedly criticized the RTC, saying he wanted to buy some assets from the agency, but whenever he called no one would answer the phone.

Later, on a skiing vacation in Colorado, Knight found himself stuck 200 feet above ground on a ski lift that had been stopped in midair due to a problem on the ground below. Having nowhere to go, he initiated a conversation with the person next to him. Once this perfect stranger found out that Peter worked for the RTC, he announced that he was a realtor and launched into an angry tirade about how the RTC was ruining real estate markets across the country.

Dave Cooke made preemptive attempts to defuse critical audiences, telling them, “I know most of you think the RTC screws up 95 percent of the time. I like to think that we only screw up about 92 percent of the time.”

The only person who escaped much of the criticism was Bill Seidman, who evolved into something of a media star. Bill would hold quarterly press conferences in the FDIC's boardroom to discuss the latest banking industry performance results. Despite the somewhat dry subject matter, these became big events, and reporters would ask Bill for his views on any and all subjects. Seidman was direct, insightful, and highly quotable, so much so that we nicknamed him “Mr. Natural” after the 1960s' comic book character known for his straight talk and cosmic insight. His invitations to reporters to visit his Nantucket home for drinks, dinner, and inside stories no doubt helped his cause.

In spite of the criticism, the RTC was getting results. By year-end 1991, the RTC had taken over 675 institutions and resolved 584 of them.

Nevertheless, in late 1991, Congress reorganized the RTC's management structure, creating a new Thrift Oversight Board to replace the previous two boards of directors and calling for the president to appoint a new chief executive officer. That meant the FDIC's board of directors would not have any role to play in the management of the RTC, which for me meant that I would no longer have any direct involvement in RTC-related activities. Given my senior role at the FDIC, I was perfectly content to be relieved of my RTC responsibilities. Amid the operational challenges facing the FDIC, there was the ongoing issue of bank failures. In January 1991, one of the country's larger banking organizations, the Bank of New England, which had substantial operations in Massachusetts, Connecticut, and Rhode Island, was closed.

The bank's failure created some concern about the safety of bank deposits in New England, and many people didn't understand the deposit insurance coverage rules very well. I agreed to participate in radio call-in shows in each of these three states, to reassure callers that they did not need to worry about the safety of their deposits, which were backed by the FDIC. That message came through clearly and appeared to reassure listeners in Massachusetts and Connecticut. However, Rhode Island was a different story.

Rhode Island had a problem that I couldn't address; a state deposit insurance fund for credit union deposits had collapsed that same month. Rhode Island's credit union deposit insurance fund was broke. The governor closed all of the institutions that had deposits insured by that fund in the same month. Customers at these credit unions couldn't access their money. They wanted me to tell them what the federal government was going to do to help them. Eventually, the state came up with the money to protect their deposits, but on that particular day there were some angry and less than reassured callers from Rhode Island.
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By the early 1990s, the FDIC was looking to find new and better methods for selling failed banks. Given the collapse of commercial real estate markets, many potential acquirers of failed-bank assets were reluctant to take on the risk of buying an entire portfolio from the FDIC without a substantial amount of downside protection. The FDIC did not want to pay enormous risk premiums for an outright sale of those assets, particularly at what was likely to be fire-sale prices. This meant that the whole-bank transactions of the late 1980s were no longer a viable resolution mechanism.

A new Division of Resolutions was created within the FDIC to manage the sales process for failed banks. Harrison Young was hired to run the division. He gathered a talented staff and came up with a new transaction structure called “Loss Sharing,” which helped the FDIC reduce its failure-resolution costs while still moving assets quickly back into the private sector.

While the FDIC was picking up its pace in selling assets, the RTC was moving at an even faster pace. Al Casey, a former head of American Airlines and postmaster general, had been appointed as the RTC's chief executive officer. A seasoned executive, Casey told his staff that he expected to make only a few decisions a year and that one of them was for the RTC to sell assets as quickly as possible. His goal for the agency was to put itself out of business early.

Within a few years, the U.S. economy improved dramatically, which benefited the financial condition of the remaining banks and S&Ls and lowered their failure rate substantially. By 1995, the RTC had completed the vast majority of its work and was merged into the FDIC, a year ahead of its original schedule.

During its brief existence between 1989 and 1995, the RTC handled 747 S&L closings and managed and sold $450 billion in total assets. The final cost, mostly borne by taxpayers, was just under $83 billion, a much lower figure than the $155 billion the Congressional Budget Office had originally projected. From 1980 through 1994, the FDIC handled the closing of over 1,600 failed banks and managed and sold $300 billion in total assets, at a final cost of about $34 billion to the bank insurance fund.

The Federal Home Loan Bank Board and the ill-fated Federal Savings and Loan Insurance Corporation closed an additional 550 S&Ls in the 1980s prior to the creation of the RTC. These S&Ls, in many cases the worst of the worst, had a little over $200 billion in total assets and cost taxpayers about $75 billion.
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In the end, the RTC's strategy of quickly selling assets was vindicated. There was a great deal of short-term pain, but once real estate markets hit bottom and the overhang of government-owned assets was gone, those markets quickly recovered. The experience was a striking contrast to what unfolded in Japan, which had a similar set of problems. Assets from insolvent financial institutions were held for long periods of time in the hope that economic conditions would improve, but the Japanese economy didn't recover. Instead, it suffered through two “lost decades.”


“The RTC experience represents a record of huge accomplishment . . . . We soon forgot how bad the real estate and financial asset crisis was in 1989. Our short memory may be the result of how smoothly and smartly the RTC conducted its business.”

“The RTC produced one miracle after another during its seven years at work. Given full authority to act, an absolute sunset, and ample freedom to hire, pay and fire at will, the RTC dumped almost $400 billion in troubled assets and closed or reorganized almost 750 thrifts.”



Today, the RTC is viewed as a great success story. For the staff that was treated like “The Gang That Couldn't Shoot Straight,” it was a remarkable turn of events. The RTC was a government agency that had a short-term job to do, did it effectively, and then put itself out of business. The staff remained focused on its long-term objectives despite all of the short-term pressures. While it was an experience none probably wanted to ever have to relive, each person involved would probably say that there was great satisfaction in having been a part of something so important and successful.

The quotes on this page are from 2011 and represent how many view the RTC today. What a difference time and a little bit of perspective can make.

The work at the RTC and the FDIC during this period was on a scale unlike anything that had ever come before. There was no playbook to follow. The appropriate internal controls and sales processes had to be created for the first time.

Having Bill Seidman as the chairman during the financial crisis of the late 1980s and the early 1990s was enormously important. In addition to his deep knowledge and insight, Bill had rare judgment. He was able to detach himself from ideological views, pull back, and see the whole picture. While he understood the political process and could use it to his advantage, Seidman did not let political considerations drive his actions. He had the much-needed ability to separate noise from substance, and he was willing to take a great deal of personal criticism in order to make the right long-term decisions.

The employees of the FDIC and the RTC gained tremendous experience that would prove to be invaluable during the 2008 financial crisis. Many of these individuals either remained at the FDIC or returned to help at the outset of that crisis. By then, the FDIC staff was able to take the best practices from both agencies' experiences and apply them to the situation at hand.

Loss-sharing transactions were conducted for most bank failures, which returned assets to the private sector quickly and effectively and lowered the FDIC's costs. Equity partnerships were used for certain assets that benefited from a more specialized management expertise that could be found outside of the banking system. The FDIC's handling of its responsibilities during the 2008 financial crisis benefited from this prior crisis experience.





Chapter 4






Credit Crunch

Bill Seidman had a strained relationship with the Treasury Department. His meetings with Treasury Secretary Nicholas Brady rarely went well. His meetings with Deputy Treasury Secretary John Robson were far worse. Brady and Robson generally wanted Seidman to follow Treasury's lead, but Bill Seidman never followed anyone's lead.

As chairman of the FDIC, Seidman liked to point out that the FDIC was an “independent” federal agency. It did not report to the Treasury Department. This annoyed Treasury's senior officials. Conversely, the FDIC's employees, myself included, loved that Seidman allowed our voice to be heard.

As the weakness in the economy and in the banking industry unfolded in the early 1990s, the need for interaction between Brady and Seidman heightened. One day the Washington, D.C., weather was comfortable enough that Bill and I walked the long block from the FDIC's headquarters on 17th Street, past the White House, to the Treasury Department's headquarters on Pennsylvania Avenue for a meeting with Secretary Brady. When we arrived, the security guards were slow to let us into the building. This could have been because someone on our end had not provided them with the necessary security clearance information, or it could have been that they had misplaced that information. But the lengthy delay was all that Bill needed to storm out of the building and head back to his office. As we walked back past the White House to the FDIC, it was not lost on me that we had just stood up the Secretary of the Treasury.

My concern turned to amazement when within half an hour Nicholas Brady showed up at Seidman's office ready to hold the meeting there. Perhaps it was a peace gesture on Brady's part. Perhaps the issues were too important to wait. The meeting took place, but the tension remained.

It wasn't just officials at the Treasury Department who were annoyed with Bill Seidman; the frustration extended next door, to the White House. President George H. W. Bush's chief of staff, John Sununu, figured that if Seidman would not listen to Treasury, he should at least listen to the White House. Sununu was a powerful personality, and he was accustomed to getting his way.

The backdrop to the tension was that by early 1990, commercial banks across the country were losing money. They were feeling the effects of the weak economy and the downturn in commercial real estate markets. Each week, more commercial banks were becoming insolvent and were being shut down. The cost of these bank closings was placing a growing strain on the FDIC's bank insurance fund. Some experts were asking questions about whether the fund was on the verge of insolvency.

A number of ideas were proposed for how to recapitalize the fund. Sununu wanted to raise the money by placing a tax on all insured bank accounts. He reasoned that insured depositors benefited from deposit insurance, so they should pay for it.

Putting the burden directly on depositors rather than on the banks themselves was unlikely to be well received, regardless of what Bill Seidman said about it. But Bill had a way of creating a lasting image when he wanted to get a point across.

Before President Carter signed the Depository Institutions Deregulation and Monetary Control Act in March 1980, banks weren't allowed to pay customers interest rates on their deposits that exceeded certain caps. Without being able to offer prospective customers more money, the only way they could compete effectively for new business was to offer other incentives. One common gift was a new toaster. Seidman said that Sununu's plan meant that instead of the bank offering the depositor a gift, the depositor would have to give the bank a gift.

Henceforth, Sununu's idea became known as the “Reverse Toaster.” It wasn't just dismissed—it was ridiculed. Sununu was embarrassed, and Seidman had another powerful enemy. Sununu told anyone within hearing range at the White House that he was going to tell Seidman exactly where he could stick his damn toaster.

It may have just been a coincidence that after Bill fell off his horse at his ranch in New Mexico, broke his hip, and needed surgery, Treasury Department officials thought that it would be a good time to brief President Bush on the weakening condition of the banking industry and the bank insurance fund. Seidman called me from his hospital bed in New Mexico and asked me to go to the meeting at the White House in his place.

I was excited to meet with the president and was prepared to tell him that the FDIC's bank insurance fund was almost out of money. The Treasury Department officials wanted me to state the situation clearly to the president, but they did not want me to make any specific proposals. They wanted more time to devise a solution, and they were concerned that the senior administration officials in the room were so accustomed to making decisions that they might settle on a particular option in the meeting. With the president in the room, it would be difficult to change that decision at a later date if it became necessary to do so.

As they conveyed these concerns to me, the Treasury Department officials were hopeful but probably not certain that I would listen to them. I'm sure they were worried that even from his hospital bed Seidman might want me to use this opportunity to have his recommendations circumvent Brady and Sununu and go directly to the president. But those fears were misplaced since Bill never gave me any instructions other than to present the facts clearly to the president.

The meeting took place in November 1990. The president had his top advisers with him. They included Sununu, Office of Management and Budget director Richard Darman, and Commerce Secretary Robert Mosbacher. The financial regulatory agencies were well represented: Treasury Secretary Brady, Federal Reserve Chairman Alan Greenspan, FDIC Vice Chairman Andrew “Skip” Hove, Federal Reserve senior officials Don Kohn and Bill Taylor, and Assistant Secretary of the Treasury John Dugan.

Before I spoke, the president asked me to send Seidman his best wishes for a speedy recovery. I started my presentation by stating that any further deterioration in the economy or the failure of a large bank could require emergency action to prevent the insolvency of the bank insurance fund. I suggested that a recapitalization of the fund was necessary.

The president was visibly concerned and took copious notes. He asked a series of questions trying to better understand parts of my presentation. For example, he wanted to know why various government agencies, such as the Congressional Budget Office and the General Accounting Office, had slightly different projections. I explained that while they were more optimistic under current market conditions, their forecasts under a weaker economic scenario were equally pessimistic, and the weaker scenario was a strong possibility. Soon after, with the discussion on that topic completed, the president left the room. Everyone else stayed.

Sununu and Robert Mosbacher took over the remainder of the meeting. They shifted the conversation to a new subject: bank lending and credit availability. They were hearing numerous complaints from small business owners who said they could no longer find bankers who would lend to them.

As more and more commercial banks ran into financial difficulty, they had less and less money available to lend. This was affecting small businesses across the country. These companies were dependent on bank loans to stay in business. The reduction in credit availability was making an economic recovery that much more difficult.

The bankers blamed their regulators for being too harsh, making it difficult to lend. Sununu and Mosbacher wanted to know what Brady, Greenspan, and the rest of us were going to do about that since the bank examiners worked for our agencies. Sununu and Mosbacher pointed out that increasing bank lending and credit availability was important if economic conditions were to improve.

The financial regulators in the room understood the relationship between bank lending and economic performance, but there was another side to the story. Brady and Greenspan took the lead in reminding Sununu and Mosbacher of the risks to the economy if bank regulators weakened their supervisory standards. They explained that credit should only be extended to creditworthy borrowers. To do otherwise, they said, would lead to more bad loans, more bank failures, and a weaker economy.

This was not what Sununu and Mosbacher wanted to hear. The meeting grew more and more contentious, with accusations flying back and forth across the table. Sununu eventually adjourned the meeting, perhaps realizing that no progress was being made. Looking around the room at the surprised faces, given the confrontational tone the meeting had quickly taken, Sununu announced that the discussion would continue at a later date with a smaller group. I had the clear impression that he wanted a more private meeting with Brady and Greenspan. Credit availability—also known as the “credit crunch”—was becoming a major political issue.

As I walked out of the meeting room in the West Wing of the White House and headed toward the exit, I was thinking about what had just occurred rather than the more immediate task of finding my way out of the building. Somewhere along the way I took a wrong turn. Almost immediately I found myself surrounded by Secret Service agents who decided to personally escort me the remainder of the way out.

A few months later, in July 1991, I substituted for a now-healthy Bill Seidman at another meeting on bank lending. Representative Charles Schumer (D-NY) organized this meeting, and it involved approximately 20 of his small business owner constituents, who were finding it more difficult to obtain bank loans. They wanted the bank regulators to hear their concerns. Schumer had held an initial session that morning for these business owners with Alan Greenspan, and the meeting with me followed. Senator Al D'Amato of New York arrived as the meeting began.

Schumer opened the meeting by attempting to set some ground rules. In particular, he wanted to make it clear that the purpose of the meeting was not to beat up on the bank regulators, but rather to allow them to hear firsthand the difficulties that small business owners were experiencing in trying to obtain new loans. About one minute into the meeting, Senator D'Amato interrupted Schumer to announce that in fact he was there to beat up on the regulators and that he still intended to do just that. Quickly glancing around the room, I confirmed what I already knew: I was the only bank regulator there.

Schumer told Senator D'Amato that he was not going to let this meeting get away from its original purpose, which I certainly appreciated. After some back and forth between the two elected officials, Schumer won his point, and the meeting continued in an orderly manner.

The tension in meetings like these was understandable, given that small businesses were struggling, and many were going out of business. They were handicapped by the difficulty of obtaining bank loans.

Banks were in much weaker financial condition than in the past, when credit was easily accessible. They could not afford to lend quite so freely. Instead, they needed to rebuild their capital levels to cover the losses incurred by loans that were defaulting. They also needed to tighten their lending standards in order to remain in business.

Prospective borrowers also were in much weaker financial condition. Many of them could no longer afford to pay off their loans, which meant that if they could obtain new credit, it would be on terms less favorable than in the past. For many, bankruptcy was a real risk.

Bank examiners were stuck in the middle. Their job is to ensure that banks maintain appropriate lending standards. They know that if standards are too lenient, there will be too much lending, which will eventually lead both borrowers and lenders into financial difficulties. They also know that if those standards are too restrictive, there will be too little lending, which will slow down job creation and overall economic growth.

Bank supervision is not an exact science. Neither is “underwriting” or approving a loan. Since many factors determine the creditworthiness of individual borrowers and the appropriate terms under which loans should be made, there is often a difference of opinion about whether to approve or reject a loan application. Thus, bank examiners and bankers are easy targets for criticism. Such criticism is most pronounced during a period like the early 1990s, when the economy was weak and overall bank lending was shrinking.

Indeed, at this time, bank examiners were under enormous pressure. They were criticized for being arbitrary, inconsistent, and overly harsh. The Wall Street Journal ran articles labeled “The Regulators from Hell,” identifying certain individuals by name. Considerable anecdotal evidence was presented suggesting that bank examiners were overreacting to the situation and to commercial real estate problems in particular.

Amid this pressure, the tension between Seidman and various other Bush administration officials continued. Seidman had developed close working relationships with the media and with key members of Congress. He didn't hesitate to use these relationships to his advantage and often outmaneuvered the Treasury Department on key issues.

Seidman was willing to speak out because the FDIC is an independent federal agency. It reports directly to the Congress rather than to the Treasury Department or any other part of the executive branch. And while the chairman of the FDIC and the other four members of its board of directors are appointed by the president and confirmed by the Senate, virtually all of the FDIC's staff are “career” government employees rather than short-term political appointees. In addition, the FDIC is funded by the banking industry rather than through congressional appropriations. The banking industry pays insurance premiums to the FDIC for the coverage it receives on bank deposits. This independent source of funding from the banking industry rather than from taxpayers also helps to give the agency greater independence from the political process.

The FDIC needed to be independent to insulate it from political pressures that could potentially compromise the integrity of bank supervision and regulation.

Since the FDIC was a small agency, it had grown accustomed to having a lesser voice in financial market policy debates. That changed in the 1980s as the financial crisis emerged and the FDIC's prominence grew. Like a little sibling that grows up and suddenly realizes that he or she can be more assertive, the FDIC was more than willing to exert its newly found influence.

Exerting independence too strenuously can have political ramifications. In this case, John Sununu told Seidman that he should resign. Bill refused. He said that he would leave only if the president asked him to. President Bush never did, though his spokesman, Marlin Fitzwater, said in May 1991, “we are interested in getting new leadership” at the RTC, which was interpreted in the media as the White House urging Seidman to quit. But he remained as FDIC chairman until the end of his six-year term in October 1991. Sununu left the White House that same year. Later, in a conversation with Seidman, someone described John Sununu as his own worst enemy. Bill's response was: “Not while I'm alive.”
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As Seidman was preparing to depart the FDIC, he commented that he wasn't going to leave anything behind in his office. Hoyle Robinson, the FDIC's executive secretary, joked that that seemed appropriate since he wasn't leaving anything behind in the bank insurance fund either.

Seidman wasn't amused, and the reality was that he did a masterful job of preserving the bank insurance fund. The problem was that the large number of bank failures was steadily draining the fund of its resources. Various academics were estimating the cost to the FDIC if the loans held by the weaker banks were “marked-to market.” That means they estimated the cost of these loans if they were sold at then-current market prices, the resulting insolvent institutions were closed, and the FDIC picked up its share of the cost. Their estimates were $80 billion higher than the amount that was in the bank insurance fund.

At the FDIC, we had no expectation of bank closings and losses of that magnitude, since these banks were not about to sell all of their loans on the open market and these loans would be worth far more if the banks kept them. Nevertheless, the studies highlighted that the bank insurance fund needed to be recapitalized.

As Sununu promised, high-level discussions on bank lending followed the contentious meeting at the White House in November 1990. To help ensure that bank examiners were consistent in the standards they used to judge the quality of bank loans, the four bank regulatory agencies issued a joint policy statement on the review and classification of commercial real estate loans in November of 1991. The guidance sought to clarify existing policy so there could be consistency in examiner behavior.

In order to better ensure that all the bank examiners were interpreting the guidance the same way, the four bank regulatory agencies sponsored a conference for bank and thrift examiners in December 1991. The conference was an opportunity to review with senior bank examiners the policy statement and other issues related to credit availability.

The senior bank examiners at the four bank regulatory agencies were apprehensive about the conference. They believed the administration wanted to force them to weaken their supervisory standards well beyond what was appropriate. The conference opening reinforced this impression, as administration officials spoke about the impact of regulatory and supervisory actions on credit availability. While the comments were not unreasonable, the very presence of these officials concerned the bank examiners. They were accustomed to exerting their independent judgment without any political interference. This conference was bringing them too close to the political arena for their comfort.

In fact, one senior supervisory official (not surprisingly from the FDIC) stood up before the entire group and told the on-stage speaker, Treasury Secretary Nicholas Brady, that he had no authority or right to tell bank examiners how to do their jobs. While not everyone in the room agreed with the public rebuke of a senior administration official, most believed in the underlying message. What that FDIC official did not know was what I had personally witnessed, that Secretary Brady strongly defended the agencies' bank examiners before John Sununu and others who wanted him to be much more aggressive in curbing their independence.

Administration officials believed that while the bank examination process should be independent of political influence, elected officials and political appointees could still provide useful information that should be factored into the decision-making process.

It was a fine line to walk, and the conference was one of the first challenges for the FDIC's new chairman, Bill Taylor. No one had greater credibility with bank examiners. A career bank examiner, he had risen through the ranks at the Federal Reserve to become the director of Bank Supervision. He had earned tremendous respect as a straight shooter who would not bow to political pressure. Bill decided to support holding the conference and worked to ensure it would be constructive.

At that time, my title was deputy to the chairman. That meant Bill Taylor inherited me as his deputy. I wondered what that meant for my own career. But in my first meeting with Bill after he became chairman, he told me he wanted me to remain in the job as his deputy and that I had his full support. I was as shocked as I was pleased. Government employees are used to having to re-earn the trust of the senior political appointees with each change in leadership. Bill grew up as a government employee and understood that. There was a lot to do and he did not want to waste time. I quickly learned that Bill was very demanding, but a supportive leader. As I worked closely with Bill over the following months, I developed tremendous respect for him.

Unfortunately, Bill Taylor's time as chairman of the FDIC proved to be far too short. In August 1992, Bill went into the hospital for cancer-related surgery. The operation was a success, and a few of us went to the hospital while Bill was recuperating to watch him administer the oath of office to C. C. Hope Jr. for a second term as an FDIC board member. But while still in the hospital, Bill had a heart attack and died. He was only 53 years old.

At the FDIC we were devastated by the news. In the 10 months Bill had been chairman, we had seen enough of him to know that he was a tremendous leader and an even better person. Bill had a great sense of decency and fairness and the courage to take the right course of action, regardless of the consequences to him personally.

The FDIC's vice chairman, Andrew “Skip” Hove, became acting chairman and performed admirably. But knowing how much Skip respected and admired Bill, I can only imagine how much he wished that the circumstances had been different.

In March 1993, the FDIC suffered a second devastating blow when C. C. Hope Jr. passed away. Within a few months there was almost a complete change in the membership of the FDIC's board of directors. In December 1992, Jonathan Fiechter, an experienced and respected bank regulator, had joined the FDIC's board when he was named director of the OTS. He replaced Tim Ryan, who had led the agency through the S&L crisis. In April 1993, Gene Ludwig, a highly regarded partner at Covington & Burling, joined the board after he was appointed by President Clinton and confirmed by the Senate as the 27th Comptroller of the Currency. Ludwig and Fiechter remained on the board for a number of years and would help guide the FDIC through a difficult period of transition following the S&L crisis.
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Throughout this period the bank insurance fund continued to shrink. Recapitalization would not be easy. There were statutory limits on how much money the FDIC was allowed to raise from the banking industry. In 1990, banks were paying 12 cents a year in deposit insurance premiums for every $100 they had in customer deposits. (This amount is referred to as 12 basis points.) The FDIC was permitted to raise those premiums by only 7.5 basis points a year. The FDIC did raise premiums the full amount, to 19.5 basis points, but we still were concerned whether that would be sufficient.

The FDIC asked Congress to change the law to remove the cap on annual premium increases and to remove the overall cap of 32.5 basis points on what banks could be charged. In September 1990, I testified before the Senate Committee on Banking, Housing, and Urban Affairs on the FDIC's behalf in support of that legislative proposal.

My testimony included a request that Congress give the FDIC greater discretion over whether the industry should receive refunds on portions of their deposit insurance premium payments. Refunds were automatic if the ratio of the bank insurance fund to insured deposits exceeded 1.25 percent. Between 1950 and 1983, annual deposit insurance premiums were 8.33 basis points, but the FDIC was required by law to refund half of that amount. If the FDIC had been able to keep that money there would have been an additional $32 billion in the fund.

The point is not an insignificant one. The banking industry was profitable from 1950 to 1983. Paying the full 8.33 basis points a year would not have been that difficult. But in 1990 and 1991, the banking industry was not profitable. Paying 19.5 basis points was a burden for the banks, undermining their ability to make new loans and depressing economic growth in the process.

If the FDIC had the authority to replenish the deposit insurance fund during good times, everyone would have benefited. The banking industry would have been able to pay a higher proportion of their insurance premiums when they could most afford it. Other businesses and consumers would not have seen their ability to borrow money contract as severely during the downturn. Economic booms and busts would be a bit less dramatic, creating a somewhat more stable and predictable economic environment. Everyone would win, but enacting such a measure depended on a long-term outlook often absent from the political process.

It often takes a crisis situation before Congress will enact longer-term reform measures. There was a crisis in 1991, and Congress did remove the constraints on the FDIC's ability to raise premiums. But the problems associated with refunds and the 1.25 percent ratio went unaddressed. This would become a problem again during the 2008 financial crisis.

But in 1992, as the economy began to recover and the number of bank failures declined, the financial position of the bank insurance fund quickly began to improve. By year-end 1995 there was $25 billion in the fund and the ratio of the fund to insured deposits once again exceeded the 1.25 percent target.

A provision in the law stated that if the ratio of the bank insurance fund to insured deposits exceeded 1.25 percent then well-capitalized and well-managed banks did not have to pay any premiums. As economic conditions and bank profits improved most banks were viewed to be well capitalized and well managed.

By 1997, 19 out of every 20 banks were not paying any deposit insurance premiums. During the mid to late 1990s and early 2000s deposit insurance premiums remained negligible for most banks. During those same years the banking industry had record levels of profits.

The FDIC was concerned about its limited ability to manage the size of the fund. The banking industry had other ideas, believing that zero premiums were appropriate because it had “prepaid” their premiums during the crisis period. The FDIC was able to maintain the fund at the 1.25 percent ratio simply by investing the money it already had in government securities.

By 1999, the FDIC asked Congress to change the law and allow it to charge all banks some amount of premiums even when the fund exceeded the 1.25 percent ratio. The idea was to smooth out the flow of deposit insurance premiums over time so that the banking industry would not have high premiums when it could least afford them, and little or no premiums when it could most afford them.

There was little support in the banking industry for such a change, particularly given that more than 95 percent of the banks were paying no deposit insurance. With the economy strong, the banking industry had far more political clout than bank regulators, so nothing happened.

Without a crisis to shift the political winds the FDIC's deposit insurance reform legislation lingered in Congress for six years. Only in 2005 when it became clear that the ratio of the fund to insured deposits was going to drop below 1.25 percent did sufficient support materialize to change the law. By then, it was clear that zero premiums were unlikely to persist. The prospect of more gradual premium increases that were permitted under the proposed new law was more attractive to bankers than the dramatic increase that could result under the existing law. The banking industry now saw deposit insurance reform as being in their best interests. As a result, Congress passed the legislation in December 2005. President George Bush signed the bill into law in February of 2006.

While the Deposit Insurance Reform Act of 2006 was an improvement, it was a political compromise that still had shortcomings. Chief among the shortcomings was that there was a cap on how much the fund could accumulate. This amount was less than what would be necessary to withstand a financial crisis.

The costs associated with the 2008 financial crisis rendered the deposit insurance fund insolvent for a second time. Once again, the banking industry faced substantial increases in premiums when it could least afford them. And once again the lack of credit availability became a major political issue. President Obama, members of his administration, members of Congress, and some senior bank regulators put pressure on bankers to increase their lending to help pull the economy out of the recession. Yet these same bankers were also being told to raise their lending standards, increase their capital levels, improve their liquidity, and pay higher deposit insurance premiums.

The pressure eventually shifted from the bankers to their examiners. Various oversight groups, including the bank regulatory agencies' inspectors general, criticized bank examiners for not being aggressive enough prior to the crisis. At the same time, business owners, bankers, and their elected officials complained that bank examiners were now being too aggressive.

Congress held a number of hearings to look into the matter. These hearings followed a familiar pattern. The first panel would include representatives from small-town banks or businesses, who would complain that bank regulators were overreacting to the situation. Their testimony would be well received. The second panel would include representatives from the bank regulatory agencies, who would describe how they were taking a reasonable approach to ensure they were being neither too easy nor too tough. Various members of Congress would then attack their testimony.

In July 2011, George French represented the FDIC at one such hearing. George joined the FDIC in 1986 as an economist in the Research Division, and by the time of the hearing, he had become the head of bank supervisory policy. When it came time for George to speak, he explained how the FDIC strives for a balanced approach to supervision. As expected during the question-and-answer period afterward, his testimony was widely criticized by various congressmen. He was accused of being arrogant and deceitful.

What wasn't expected was that immediately after the hearing, while still in the hearing room, a first-term congressman from New Mexico, Steven Pearce, charged over to George to continue his verbal assault. The congressman stood about one foot away, violently waving his finger in George's face, and yelling that he was going to make George publicly recant his testimony. A crowd of people watched in amazement. The FDIC staff in attendance, who had witnessed much in their years of covering Congress, was taken aback at the viciousness of the tirade. Later, Representative Spencer Bachus, a Republican from Alabama, and the chairman of the Financial Services Committee, called George to apologize on behalf of the Committee. Congressman Bachus could not have been more gracious. The political theater that necessitated such a call was not only rude and uncalled for; it was extremely shortsighted.
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History does repeat itself. Consumer and business debt levels grow during economic expansions and contract during recessions. Bank lending standards and bank supervisory standards weaken during these expansions and tighten during the subsequent contractions. When these swings become too pronounced, the economy is subject to booms and busts. This happened during both financial crises.

With a more balanced approach to lending throughout the business cycle, the economy won't grow quite as fast during the “boom” part of the cycle. However, the downturn won't be as deep and the economy will recover faster. For this to happen, policymakers need to take a longer-term point of view. That isn't easy. No one wants to slow down a booming economy.

Bankers and bank examiners who try to maintain a balanced and reasonable approach toward lending standards throughout the business cycle often find themselves under pressure to back off. As difficult as the concept may sound, the banking industry needs to better support the efforts of bank regulators in what should be a joint effort. Otherwise, prudent bankers will continue to lose business to their less disciplined competitors. The general public and America's political leaders need to better understand this as well. If not, an avalanche of public opinion eventually contributes to an erosion of lending standards that create these boom-to-bust cycles.

History also repeated itself with respect to the FDIC's deposit insurance fund. Twice, the fund did not have enough money to withstand a financial crisis. Twice, bankers had to rebuild the fund when they could least afford to do so.

After the 2008 financial crisis, Congress removed the controls over the FDIC's funding flexibility. As a result, higher premiums can be charged during the good times in order to avoid large premium increases during the bad times. Bankers will have greater stability in their premium payments. Consumers and businesses will have one less factor contributing to credit booms and busts. Everyone should benefit. Hopefully, over time, when crisis memories fade, policymakers won't dilute the FDIC's new authority to maintain a strong deposit insurance fund throughout the business cycle.

Maintaining consistent and reasonable lending standards throughout the business cycle appears to be a more difficult issue to address. Before both financial crises, there was little support anywhere for bank examiners to reign in steadily weakening lending standards. After both financial crises, there was a great deal of criticism of bankers and bank examiners that lending standards were too stringent. There seem to be relatively few interest groups that appreciate the fact that much more balance is needed in lending standards throughout the business cycle.
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Foreclosure Prevention

The newspaper articles were devastating. They claimed that the initials FDIC stood for “Fear, Deception, Intimidation, and Chaos.” In 1994 Scripps-Howard News Service published a highly critical series of articles on the FDIC's loan collection practices under the heading, “Protector Turned Predator.” Needless to say, it was not a flattering portrait. We were referred to, among other things, as Fiscal Robocops.

Some dissatisfied borrowers expressed their feelings more directly. The writer of one letter told us, “The whole damn lot of you at the FDIC ought to be taken out on the steps of Capitol Hill and be given a public whipping.” After colorfully discussing his complaints, he still felt obligated to conclude with the salutation, “You obviously do not have my good will or best wishes.”

That writer would have been pleased to know that the public whippings actually did occur. The only difference was that they took place inside congressional hearing rooms rather than on the steps of Capitol Hill. Congress was as critical of the FDIC as were the letters and newspaper articles.

The brewing controversy over the FDIC's loan collections was turning into a major storm. I was about to find myself in the center of that storm. In November 1992, the FDIC's acting chairman, Andrew “Skip” Hove, had named me as the director of the Division of Liquidation. This was the division that was responsible for closing insolvent banks, paying insured depositors their money, and then managing the rest of the affairs of the failed bank. If you were a borrower who owed money to a bank that had just been closed, you now owed that money to the FDIC. That money was used to reimburse the deposit insurance fund for some of what it paid out to insured depositors and also to return money to the failed bank's uninsured depositors and other creditors.

This was an important responsibility. With hundreds of failed banks, there was a lot at stake for the financial system, the general public, and the people who had been customers of failed banks.

Some parts of the job were easier than others. There was little controversy about paying money back to insured depositors. That is a very rewarding activity. You are returning money owed to the failed bank's insured depositors within a couple of days. Those depositors generally are appreciative that everything works so quickly. There is a great sense of satisfaction for the government employees who are responsible for making that happen.

But collecting the money owed to a failed bank is a thankless task. Each borrower's situation is no different than it was before the bank was closed. They still owe the same amount of money as before, and they are still expected to pay it back to the best of their ability. But once the federal government becomes involved, there could be a change in expectations about paying off one's loans.

The volume of loans, real estate, and other assets under the FDIC's control had grown quite rapidly during the previous few years. Questions and complaints about how the FDIC was managing those assets were growing. Many of those complaints were coming out of New England.

After the January 1991 closing of three large banks owned by the Bank of New England, three FDIC-owned bridge banks were temporarily created to maintain banking services in the region and to preserve the banks' remaining value while they were being sold. In April, the bridge banks were sold to another large New England bank, Fleet Bank, which entered into a partnership with Kohlberg, Kravis Roberts & Company (KKR), Merrill Lynch, and Salomon Brothers in order to raise enough new capital to complete the transaction. KKR's participation in this transaction marked the first time since the Great Depression that a “nonbank” investor had participated in the acquisition of a failed bank. Given the depletion in overall bank capital that had occurred over the past decade from nearly 2,000 bank closings, then-FDIC Chairman Bill Seidman noted, “We are delighted to see this new money coming into the banking system.”

Fleet Bank, which later would become part of Bank of America, assumed ownership of the higher-quality loans that had been created by the Bank of New England. The FDIC retained ownership and responsibility for managing more than 17,000 of the lower-quality loans. The FDIC hired Fleet Bank to manage these poorly performing loans, and in June 1991 Fleet Bank created a separate company for that purpose, named RECOLL, which was short for “Recovery and Collections.”

In effect, the Bank of New England's three failed banks were broken up into one “good bank,” which was sold to Fleet, and another “bad bank,” which became RECOLL. The dividing line for distinguishing the good loans from the bad loans was based on standard criteria used by bank examiners for making such distinctions. All of the loans that had been “classified” as bad loans were placed into RECOLL.

The small business owners who were responsible for paying back the loans transferred to RECOLL were in a difficult position. The regional economy was weak, their businesses were suffering, and the amounts they owed as a group exceeded $5 billion.

Many of these borrowers had been loyal customers of the Bank of New England for years. Often, their loan terms required only that they make monthly interest payments. No principal payments were required until a balloon payment of the entire loan balance became due on the final maturity date. Some of these struggling business owners could make their interest payments, but many of them had no real prospect of being able to pay off the entire remaining principal balance once it became due.

In the past, the Bank of New England often extended the amount of time during which only interest payments were required. In the aftermath of the 2008 financial crisis such loan extensions often were referred to as “extend and pretend” loans, given that for many borrowers it was simply postponing the final day of reckoning. In the early 1990s, such loans were called “performing nonperforming loans.” They were “nonperforming” in that the final maturity date had already passed without any final payment being made, or it was about to pass without any real prospect of there ever being a final payment. Nevertheless, many borrowers felt that they were “performing” on their loans since they were able to continue to make their interest payments and in better times had always been able to get interest-only loan extensions.

But as the Bank of New England Corporation's problems had grown worse, so too had its tactics. The banks' collection officers often would threaten to initiate foreclosure proceedings just to get the borrower's attention. They began to pursue a parallel collection process of continuing to pursue their regular loan collection efforts while at the same time initiating foreclosure proceedings. Foreclosure was a lengthy process in most northeastern states and the banks decided to get a head start on that process in case they were unable to collect on their loans. The strategy was designed to keep as much pressure as possible on their less financially secure borrowers. Once the Bank of New England's banks were closed many of these collection officers were hired by RECOLL, where they continued to engage in the same type of highly aggressive loan collection behavior.

The small business owners facing foreclosure had limited options for refinancing their loans. The largest lender in the region had just been shut down. Many other banks were being closed. The remaining banks now were much more conservative in their lending practices. The credit crunch was at its peak. To the extent that another bank might be interested in taking over a loan from RECOLL they worried about how their own bank examiners would treat that loan, since other bank examiners already had classified it as a poorly performing loan in order for it to end up in RECOLL in the first place.

These small business owners felt stigmatized. Their loans were held in RECOLL, the “bad bank,” rather than in Fleet, the “good bank.” They began to complain about RECOLL's aggressive behavior. Foreclosure actions were piling up. The complaints drew a lot of attention in Congress and elsewhere since each new foreclosure meant fewer remaining jobs and more economic stress within the region.

At that time, Mitchell Glassman was the senior FDIC official responsible for overseeing the agency's asset management contractors. This meant that RECOLL's performance, as well as its behavior, now fell under his watch. Mitchell joined the FDIC in 1975 after a brief stint as a banker, starting his FDIC career as a field liquidator, helping manage bank closings in Illinois and Wisconsin. A native of Kansas City, Missouri, Mitchell was in the Midwest during the mid-1980s boom-to-bust cycle that resulted in the closing of 200 agricultural banks. He had experienced firsthand the difficulties creditworthy farmers had finding new sources of credit once their lender went out of business. Mitchell saw the impact this had on their lives and as a result he was very sensitive to the difficulties small communities and their citizens faced when their local bank had to be shut down.

As the regional recession had moved across the country during the 1980s, Mitchell and his family had moved along with it. By the early 1990s, they already had moved eight times. Now Mitchell was based in Dallas, and from there already he could hear the complaints coming out of New England. He was about to feel the full brunt of that anger.

Barney Frank (D-MA) was one of the congressmen who heard from the small business owners in his Massachusetts district about the problems they were having finding new sources of credit and in dealing with RECOLL. He wanted Mitchell to come to his office to discuss the situation. Eric Spitler, from the FDIC's Office of Congressional Affairs, accompanied Mitchell to the meeting. Once the meeting started, Barney Frank proceeded to tear into Mitchell about what RECOLL and the FDIC were doing to small business owners and the broader communities in New England. He told Mitchell in no uncertain terms that there was such a thing as good governance regardless of what the law said and regardless of what the FDIC viewed its mandate to be, and that the FDIC wasn't practicing good governance.

Mitchell respected Barney Frank and knew going into the meeting that the congressman was a strong advocate for his constituents. He also knew that there were real problems at RECOLL that had to be fixed. Nevertheless, the pounding Mitchell already had been taking over RECOLL's behavior, culminating in this severe tongue-lashing, jolted him.

Glassman sent Bill Ostermiller and a small team of FDIC employees to Boston to provide local oversight over RECOLL, and in October, Mitchell met with Ostermiller; Jay Sarles, a senior Fleet official; and Tom Lucie, the Fleet executive who was put in charge of RECOLL. Like the FDIC, Fleet Bank was feeling the heat from all of the criticism and was anxious to find a solution. The four of them went out to dinner, where a concept developed.

The discussion revolved around getting some of the borderline loans out of RECOLL by having Fleet Bank purchase them from the FDIC. Under a deal reached in January 1992, Fleet agreed to purchase about 1,000 business loans with an aggregate outstanding loan balance of about $500 million and extend the loan terms for these borderline borrowers. In order to complete the deal, the FDIC agreed to give Fleet the right to return any of these loans if the borrowers ultimately were unable to meet their loan commitments. The FDIC effectively guaranteed Fleet Bank that it would not lose any money on the transaction. The FDIC also agreed that Fleet could lend these borrowers an additional 10 percent if necessary and the FDIC would accept any losses from this additional lending as well.

These small business owners now had a new source of credit and a second chance. The FDIC also put a temporary halt on all of the RECOLL's foreclosure activity while it further reviewed the company's loan collection practices.

But even these steps did not quiet the complaints. Congress held hearings to focus on the FDIC's alleged mismanagement of the loans under its possession and its alleged mistreatment of those borrowers. In early February 1992, hearings took place in Portland, Maine, and in Boston, Massachusetts. Steve Seelig, the director of the Division of Liquidation at the time, and Glassman testified at those hearings.

While the problems at RECOLL were real, the hearings were a setup. No information was provided to the FDIC in advance about the borrowers who would be the other witnesses at the hearings. This meant that the FDIC couldn't research the status of these loans. The borrowers presented one sad story after another, and Seelig and Glassman were left defending the FDIC's actions without having any knowledge of the specific situations. Later, it became clear that borrowers who testified had incorrectly characterized many of the key facts, including whether or not they were actually making their loan payments.

It was against this backdrop that in November 1993, Senator William Cohen of Maine initiated a hearing of the Senate's Subcommittee on Oversight of Government Management. The hearing was titled “Oversight of the FDIC: Are Investors Cashing in on FDIC Mismanagement?” I testified for the FDIC.

A short way into my opening statement, I said, “The implication that we foreclose on people with standard 15- and 30-year mortgages who are making their payments is not correct.” Senator Cohen interrupted me to say that he could categorically contradict that statement because the FDIC had foreclosed on people who were making their payments. I responded that I was not interested in being argumentative or arrogant, only in treating people fairly, and that if he could give me specific examples, I would be glad to look into them. The hearing went downhill from there.

I tried to explain that it was the FDIC's policy and practice to avoid foreclosures if at all possible. If borrowers could not afford to make their monthly payments, then the payments were reduced to an amount that they could afford. The FDIC had foreclosed on only about 1 percent of the home mortgage loans in its possession from failed banks, a relatively small percentage given the generally poor quality of the loans held by insolvent banks. None of these foreclosure actions were situations in which the borrowers were current on their payments.

But there are limits on how far the FDIC could or should go down the road toward loan forgiveness. For every dollar that is borrowed from a failed bank, there is a dollar that has been lent to that bank by someone else who is waiting to get that money back. Loan forgiveness for the customers of failed banks, while often justified by the specific facts and circumstances, also represents money that is not being paid back to someone else.

The Scripps-Howard articles had a quote that referred to the FDIC's loan collection practices as “Robocop in Action.” In the aftermath of our initial experience at RECOLL, we made it clear to everyone who worked at or for the agency that we expected them to use courtesy, politeness, and professionalism as the basis for our conversations with borrowers. We established an ombudsman's office to address any complaints, and we wanted to know if our employees or contractors were acting in a heavy-handed manner.

To help foster a change in attitude within the division, and in how we were perceived by the public, I worked to change our name. The “Division of Liquidation” implied a state of mind more appropriate for how Scripps-Howard had characterized us—that all that we cared about was collecting as much money as we could from the “liquidation” of the failed bank's assets.

Mitchell Glassman and I came up with the more customer-oriented “Division of Depositor and Asset Services.” Our regional offices became known as “Service Centers.” The staff title “Liquidation Specialist” was replaced with “Asset Manager.”

Alas, none of this mattered to Senator Cohen. He held a second hearing early in 1995. I represented the FDIC at that hearing as well, and Bill Dudley represented the Resolution Trust Corporation (RTC). Bill, a long time FDIC employee, was the senior official in the RTC's Atlanta Regional Office and was responsible for, among other matters, the management of loans that had been made by savings and loans (S&Ls) that subsequently had been closed and taken over by the RTC in the southeast. The RTC's responsibilities for failed S&Ls were essentially identical to the FDIC's for failed commercial banks.

This hearing also focused on the alleged mismanagement of assets and mistreatment of borrowers, this time by both the FDIC and the RTC. An earlier panel that day had featured borrowers and other individuals who provided their examples of this mismanagement and mistreatment.

One of those panelists was a woman named Rhetta Sweeney, who testified on her own behalf. Her case became the central focus of the hearing and would become the primary evidence used to depict the FDIC's and the RTC's alleged mistreatment of borrowers from failed banks.

John and Rhetta Sweeney owned two houses on 14 acres of land in the town of Hamilton, Massachusetts. Hamilton is located about 20 miles north of Boston. The Boston Globe called it a “well-to-do town of horse farms and Yankee sensibilities.”

During the real estate boom of the 1980s, the Sweeneys decided to build additional houses on those 14 acres. They entered into a partnership with a company called the Congress Group for the development of their real estate. The Congress Group acquired the existing first mortgage on one of the Sweeney properties to hold off a previously scheduled foreclosure by another lender. But negotiations between the Congress Group and the holder of a second mortgage on the property broke down, and the holder of the second mortgage continued to proceed with the foreclosure proceedings. The foreclosure was scheduled for November 1987.

In August of that same year, the Sweeneys borrowed $1.6 million from ComFed Savings Bank, located in nearby Lowell, Massachusetts. To secure this loan they put up both of their houses and their land as collateral. They used about $1.25 million of the money to repay their preexisting debt. About $200,000 was put into a reserve account to pay interest on the new loan. Most of what little was left to develop their property was soon gone.

When the Sweeneys stopped making payments on their loan, ComFed sent them a notice of default. There were negotiations over a new loan, but they were unable to reach an agreement. ComFed then initiated foreclosure proceedings. The Sweeneys filed a complaint in state court, arguing that ComFed had verbally committed to lend them an additional $900,000 in order to complete the project. ComFed denied that there ever was such an agreement.

In March 1990, after a 12-day trial, the jury rendered a verdict in favor of ComFed for about $2 million, essentially the amount originally owed plus interest. Nevertheless, the jury awarded Rhetta Sweeney $65,000 for emotional distress.

The fact that ComFed won the case did not mean that the bank was a model corporate citizen. It was not. The bank was poorly managed, careless in its underwriting practices, and was closed nine months later.

Because ComFed was an S&L, it was the RTC rather than the FDIC that handled the closing and had the responsibility to pay insured depositors the money they were owed. The RTC's money came from the federal government, in other words, from the taxpayers. In order to pay taxpayers back, the RTC would have to collect what was owed by those individuals and businesses that had borrowed money from ComFed, including the Sweeneys.

In 1993, the Sweeneys appealed the original court decision. In January 1994, the U.S. Court of Appeals affirmed the original decision and granted approval for the RTC to conduct a foreclosure sale of the property. The Sweeneys appealed their case to the Supreme Court, but it declined to hear their case.

Nevertheless, Congress and the media were placing enormous pressure on the RTC to show some leniency toward the Sweeneys. Though the Sweeneys were unwilling to provide the financial information needed to determine a fair settlement offer, the RTC offered to reduce their outstanding loan from $2 million to $455,000, and they could keep one of the two houses. They rejected the offer, and the settlement talks broke down.

That led the RTC to purchase the property in a foreclosure sale. The Sweeneys and their tenants (they were renting one house during the period that they were not making any mortgage payments on either house) were ordered by the court to evacuate the property by January 1995. They refused. The RTC proposed several new settlement options, but each was rejected. The Supreme Court also rejected a second request by the Sweeneys for a hearing of their case.

The Sweeneys turned to Congress for help, which led Senator Cohen to hold a second hearing. He was particularly critical of the RTC's actions, charging that a state court had ruled in favor of the Sweeneys, and the RTC had to resort to an inappropriate legal requirement to win their case in federal court.

The legal requirement he was referring to was a 1942 Supreme Court decision called the D'Oench Duhme doctrine, which states that the FDIC (and by inference the RTC) is not bound by oral statements—that contractual agreements must be in writing. The Sweeneys continued to claim that ComFed had verbally promised to lend them more money, and that even though the bank had denied that claim and had refused to lend any more money, ComFed should have been bound by that alleged promise.

Of course, the RTC had no way of knowing who was telling the truth. This is precisely why contractual agreements must be in writing. But regardless of who was telling the truth, verbal commitments do not relieve parties from written contractual obligations. Needless to say, this did not convince Senator Cohen. He threatened to have Congress change the law and make the changes retroactive to cover the Sweeneys' case.

Testifying before Congress on this matter was unpleasant. FDIC employees were trying to mitigate the damage to the general public, taxpayers, and the financial system. They did not deserve to be the focus of congressional anger, or what sometimes appeared to be nothing more than congressional posturing. Nevertheless, these scenes were played out time and time again during the S&L and banking crisis. As the general public became more frustrated with the use of taxpayer dollars to pay for some of the costs associated with failed S&Ls, Congress would regularly bring government employees before it to criticize their performance.

In June 1995, Senator Cohen followed through on his statement that he would pursue legislative changes to the D'Oench Duhme doctrine. The Senate Committee on Banking, Housing, and Urban Affairs held a hearing specifically on the “D'Oench Duhme Reform Act,” as the proposed modifications were called. Senator Alfonse D'Amato chaired the hearing, which focused on the Sweeney case. Senator Cohen himself testified at the hearing. The position of most of the congressional members at the hearing was that the RTC was treating the Sweeneys unfairly. Nevertheless, the proposed law never gained any real support.

It was around this time we found out that Senator Cohen wasn't exactly a neutral party. He had been John Sweeney's college classmate. This wasn't nearly as bad a situation as the “Keating Five,” in which five U.S. senators inappropriately supported Charles Keating in his effort to hold back federal bank supervisors. Nevertheless, it seemed to us to be inappropriate for the senator to be involved at all in the Sweeneys' case.

By year-end 1995, the S&L crisis had abated, and the RTC and its staff and remaining workload were merged into the FDIC. The Sweeney case now belonged to the FDIC. In an attempt to resolve the matter once and for all, the FDIC offered to sell the Sweeneys the main house and one acre of surrounding land for $1.

The offer wasn't made lightly. We knew it wasn't fair to other, more responsible borrowers who would never be offered such a deal. But the matter had gone unresolved for years, the cost to taxpayers was growing, and the Sweeneys still had the overwhelming support of Congress and the media. Regardless, the Sweeneys refused the offer.

While the Sweeneys had an ally in their congressman, Peter Torkildsen, he was defeated in November 1996 by John Tierney. Early in his term, Congressman Tierney asked me if the FDIC would be willing to engage in some new negotiations to try to resolve the matter. I agreed, but told him that I was skeptical, given the Sweeneys' past behavior, and I didn't know what more we could offer. The congressman and I had several straightforward and constructive meetings, and an agreement was eventually reached on a person to serve as mediator. The discussions did not go well. The supposedly quiet discussions were reviewed for the world to see with daily updates on the Sweeneys' Internet site.

Chairman Hove, in the interest of being as cooperative as possible, stated that the FDIC staff would review any offers submitted on behalf of the Sweeneys within one hour of their arrival. We began receiving settlement offers at the FDIC's headquarters building at 2 a.m. When the offers arrived, the security guards called a senior staffer, Stan Ivie, who dutifully drove into work to review the letters within the allotted time frame. His reviews noted that each of the proposals consisted of a demand that the FDIC pay the Sweeneys a substantial amount of money rather than the reverse. After a few such middle-of-the-night excursions, we came to our senses and began to let the letters sit, and Stan sleep, until the next day's normal business hours.

When the negotiations broke down, the Sweeneys decided to barricade the property. They appealed over the Internet to groups with anti-government feelings for help in preventing an eviction. A few showed up to lend support. A large sign was posted on the front lawn saying “Federal FDIC Fraudulent Eviction Zone.” John Sweeney stated, “These are bureaucrats that have got their backs up, and we are paying the price.”

The matter was now in the hands of the U.S. Marshal's Service, the enforcement arm of the federal courts. Doing everything they could to avoid any prospect of armed resistance and violence in this situation, the U.S. Marshal's Service requested, and the District Court ordered, the parties back to mediation in January 1997. The eviction was put on hold. There was no further progress. The judge ended the mediation attempts and lifted the stay of eviction in July 1997.

The Marshal's Service stated that they would seize the property at an undisclosed time. They did not want to disclose a time because their absolute priority was to ensure that the eviction would occur without any violence. It was not clear if the group gathered to defend the Sweeney estate would resort to violence, but it was not out of the question either. Adding to the concern, the local high school was located just across the street.

The prospect of potential violence turned this into an even bigger news story. I flew to Boston with Phil Battey, the FDIC's press person, to meet with various local media representatives to explain our side of the story. The meetings felt like interrogations. There were several reporters in the room, and they asked pointed questions that still showed a clear sympathy with the Sweeneys' position.

I walked through the history of the case, giving them a perspective from the taxpayers' point of view. I don't believe they had fully appreciated the other side of the story before. It had been too easy to portray the story as the heartless federal government going after an innocent family. As the discussion went on, I felt that their views were beginning to shift, and the Boston Globe called on the Sweeneys “to abandon their fantasy of a government conspiracy and their pseudo-populist posturing, to own up to their responsibilities, to admit their mistakes in a mature fashion, and to get on with life.”

In February 1998, 11 years after the Sweeneys first borrowed money from ComFed Savings Bank, the U.S. Marshals evicted them. No one was injured. The property was subdivided into two lots and sold, reducing the overall cost to taxpayers to just over $2 million.
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This particular story is extreme. Congressional intervention, coupled with intense media scrutiny and resulting public pressure, dramatically altered the usual dynamics associated with determining whether a loan modification was appropriate, resulting in what could have been an unfair result. Nevertheless, the story is emblematic of the challenges that arise when deciding whether to foreclose on a property.

Historically, the FDIC has tried to avoid foreclosures. However, financial benefits given to borrowers must be paid for by others (typically those who lent funds to the bank, including uninsured depositors). By law, the FDIC must look out for the rights of those who lend money to a failed bank as well as those who borrow money from a failed bank. This is a legal requirement that does not apply in other situations across the federal government. Basic fairness and cost effectiveness strongly suggest that the FDIC (or any government agency) should have clear, justifiable, and easily explainable reasons why it would spend other people's money (whether it be lenders, taxpayers, or the deposit insurance fund) in order to benefit borrowers.

The criteria used by the FDIC in deciding whether to provide debt relief to a borrower is if it is expected to lower the amount of loss to the creditors of the failed bank compared to the available alternatives. In other words, in a potential foreclosure situation, is a loan modification expected to be the least costly option for whoever is paying the bill? If the answer is yes, then “bailing out” the borrower is an acceptable course of action.

When IndyMac was under the FDIC's control, the agency provided loan modifications to homeowners who demonstrated that they could not afford their current payments, they could afford a reduced payment, and the losses to the FDIC and the failed bank's creditors were expected to be less than the cost of the alternatives, including foreclosure. In these situations, distressed borrowers were made better off without making anyone else worse off. The loan modification procedures used by the FDIC at IndyMac were successful and subsequently were adopted by many banks across the country.

In the aftermath of the 2008 financial crisis, some expressed concern that insufficient efforts were made to provide relief to homeowners facing foreclosure, particularly compared to the widespread bailouts of failing bank creditors. Expressed differently, why are banks getting bailed out while individuals are not? Conversely, others believed that the government's loan modification efforts were too expansive. Their point was: why are we rewarding individuals who took on more debt than they could afford, while more responsible homeowners are offered no such relief?

My standard strikes a balance between these two viewpoints. However, I believe that the subsequent federal government foreclosure prevention programs went too far. These programs provided taxpayer payments to lenders for losses they suffered when homeowners defaulted on their mortgages a second time. The subsidies benefited both borrowers (more of whom were given a second chance) and lenders (who were given the financial incentive to provide more borrowers with a second chance). However, the programs provided no direct benefit to taxpayers who had to foot the bill. Thus, the taxpayer-subsidized programs did not meet the criteria of making no one worse off.

I would further argue that the standard for determining whether to bail out failed-bank creditors should be the same one used in deciding whether to bail out failed-bank borrowers. In both cases, the key issue is determining whether the financial relief is expected to be less expensive than the alternatives (making no one worse off).

As I noted in Chapter 2, some of the creditor bailouts that took place during the 1980s were warranted because they were in everyone's best interest. That happened in cases where it was clear in advance that the alternatives were likely to be worse for those paying the bill.

The more problematic scenario is when a bank failure is likely to trigger a system-wide panic and drag down other banks. A creditor bailout still may be warranted because it is the best alternative for those who have to pay the bill. That doesn't mean it is fair. We need to end the too-big-to-fail problem before the best available solution could also be perceived to be a fair solution.

There are analogies between creditor bailouts and borrower bailouts. In the Sweeney case, there were undesirable factors (excessive political, media, and public pressure) that effectively limited the potential solutions, creating what could have been an unfair result. The FDIC's choice was between steadily increasing the cost to taxpayers or letting an uncooperative borrower get a much better deal than what would be offered to others in more deserving circumstances. The offer of $1 for a house and an acre of land may have been necessary under the circumstances, but it certainly wasn't fair.

We need to develop clear government-wide criteria and a set of standards for determining when bailouts are appropriate. If one standard is that bailouts occur only when no one is made worse off as a result, then we have achieved the first step in removing financial regulators from the inherently unfair task of choosing winners and losers with other people's money.

We should also identify and remove operational constraints that limit the available options. That starts with ending too big to fail. As long as we continue to bail out creditors at insolvent big banks, then arguments easily can be made that it's unfair not to bail out creditors at insolvent small banks, distressed homeowners, other distressed business owners, and so on. Inevitably, the government will be picking winners and losers with other people's money. Inevitably, those not getting bailed out will feel disadvantaged, adding to the view that the government's actions are unfair, which further erodes the credibility of government officials and the federal government itself.





Chapter 6






“Is This the Moron Who Closed Meritor?”

The savings-and-loan (S&L) crisis cost taxpayers $125 billion. As a result, there was little sympathy for the owners of insolvent banks and S&Ls. However, not all of the owners of failed S&Ls felt they had been irresponsible. Not all of them felt their banks had been mismanaged. In fact, there were some who felt that it was the federal government that had acted irresponsibly. They believed they had a contract with the government and the only reason their banks had been closed was that the government broke that contract. Some of these owners decided to fight back. They did something that isn't for the faint of heart—they sued the federal government.

Gary Hindes was one of those owners and had never imagined that he would find himself in such a position. Hindes started out as an investigative reporter for a small daily newspaper. After a subsequent stint as the assistant to the Speaker of Delaware's House of Representatives, he joined Paine, Webber, Jackson & Curtis, an old-line, white-shoe brokerage firm in Philadelphia.

As a new stockbroker, Hindes began investing in the stocks of bankrupt and distressed companies such as the old Pennsylvania Railroad, International Harvester, and Chrysler. Hindes bought their bonds at deep discounts to their face value, and in many cases was able to sell them at higher prices or cash them in for full value when the bonds matured. His client list grew along with his success and came to include Frank Perdue, who made his fame and fortune as the spokesperson and owner of Perdue Chicken; Jerry and Eileen Ford, co-owners of the New York modeling agency; Bert Lance, the former director of the Office of Management and Budget under President Carter; Luther Hodges, who served as secretary of commerce for President Kennedy and who was then running a Washington, D.C., bank; as well as a few former Delaware governors and both Democratic and Republican members of Delaware's General Assembly.

Hindes also was active in Delaware politics, having run unsuccessfully for Congress in 1978 and lieutenant governor in 1988. He started a five-year stint as Delaware's Democratic state chairman in 1993, the same year that he, along with a number of others, sued the federal government for breach of contract.
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As S&Ls became insolvent in the early 1980s, their regulator, the Federal Home Loan Bank Board (FHLBB), looked for other healthier S&Ls to purchase them. At the time, there weren't many healthy S&Ls to be found. Even the healthier thrift institutions were experiencing some financial difficulty due to the sudden rise in interest rates. As a result, they weren't interested in purchasing their insolvent competitors unless they received substantial financial assistance from the federal government.

But the FHLBB did not have enough money to assist potential investors. They did have a deposit insurance fund, the Federal Savings and Loan Insurance Corporation (FSLIC), but it was running out of money. This did not leave the FHLBB with many options. Shutting down insolvent S&L's would be expensive. Given its shortage of funds, the FHLBB resorted to unusual methods to sell insolvent S&Ls.

The FHLBB told the healthier S&Ls that if they purchased a failing institution, instead of receiving cash to compensate them for the losses they would be absorbing, the FHLBB would allow them to offset their losses by counting an equivalent amount of “supervisory goodwill” as capital.

Supervisory goodwill is not the same as cash. Cash is a tangible asset. You can hold cash in your hand and know that it is real. However, supervisory goodwill is an intangible asset. This is a little bit more amorphous. It is an accounting entry. Accountants will tell you it is there, but you can't touch, feel, or see intangible assets.

There are some circumstances, though, where intangible assets can have real value. For example, a company's brand name has value if potential customers view that name positively. Take Walt Disney or Coca-Cola, for example. But insolvent S&Ls didn't have widely known and popular brand names. Brand names for insolvent S&Ls didn't have any real value.

Given that the long-term value associated with supervisory goodwill was dubious, there were limits on how long it could be counted as capital in a bank's accounting records. The FHLBB's rules stated that goodwill had to be reduced or amortized on a bank's records over a 10-year period until it was eliminated. However, that wasn't a long enough period for the healthier S&Ls to view it as an acceptable enough substitute for cash in order to gain their interest. So the FHLBB relaxed its regulatory accounting standards and allowed S&Ls to use a more lenient standard of “no more than 40 years” as the time period they could receive credit for their supervisory goodwill.

That was enough to attract the interest of many of the healthier S&Ls. They began to acquire insolvent institutions from the FHLBB. During the 1980s, there were hundreds of transactions to put weaker institutions into the hands of healthier ones and preserve the FSLIC's cash. The buyers were happy and so was the FHLBB.

One of the banks struggling to survive during the early 1980s was an FDIC-supervised savings bank named Western Savings Fund Society (Western). In March 1982, the FDIC sought proposals from banks interested in purchasing the Philadelphia-based Western. The FDIC was willing to provide financial assistance to facilitate a sale, given that the cost to the FDIC to close Western without a buyer would be about $700 million.

The Philadelphia Savings Fund Society (PSFS), the bank Hindes had invested in, decided that it wanted to purchase Western in order to expand within its local market. PSFS had a long and distinguished history in the Philadelphia area. It was the first savings bank created in the United States, opening for business in 1816. A Philadelphia businessman named Condy Raguet formed a partnership with 11 other local businessmen to organize and open the bank after hearing about the success of similar ventures in Great Britain.

As early as the 1920s, PSFS began programs that encouraged local schoolchildren to save some of their money. Over the years, the bank became a fixture in the Philadelphia area as generations of residents opened accounts at an early age and remained lifelong customers. PSFS prospered and grew into one of the largest savings banks in the country.

After some negotiation, the FDIC and PSFS agreed to a deal. The FDIC agreed to pay PSFS $294 million to help facilitate its purchase of Western. The FDIC, following in the footsteps of the FHLBB, also agreed to credit PSFS with $800 million in supervisory goodwill. Both parties were pleased with the results. PSFS was able to expand within its local market area, and the FDIC saved an estimated $400 million.

Even with its cash-preservation measures, the funds in the thrifts' deposit insurer, the FSLIC, eventually were exhausted, and the FHLBB had to turn to Congress to provide taxpayer funds. Taxpayer money was provided out of necessity, but neither the American people nor Congress were happy about having to do so.

By the late 1980s, Congress looked back at the practices of the FHLBB during the early and mid-1980s with disdain (despite Congress's complicity in, and in some cases active encouragement of, FHLBB practices). Accounting standards, capital standards, and supervisory standards all had been relaxed in order to buy time in the hope that the S&L's financial problems would heal themselves. But conditions worsened, and the cost to taxpayers was much higher than if the FHLBB had asked for money earlier, rather than “cooking the books” and practicing forbearance—a term that became the symbol of everything wrong with financial regulatory and supervisory practices during the 1980s.

In 1989, Congress enacted the Financial Institutions Reform, Recovery, and Enforcement Act (FIRREA). In that legislation, the FHLBB was relieved of its regulatory and supervisory responsibilities. In its place the Office of Thrift Supervision (OTS) was created (an agency that was put out of business by Congress after the 2008 financial crisis). The FSLIC was eliminated as well in 1989, and a new deposit insurance fund, the Savings Association Insurance Fund (SAIF), was created under the FDIC's control.

Many other reform measures were enacted at that time. One of those measures was a legislative requirement that all supervisory goodwill created in or before April 1989 be phased out over the following five years. This change, along with tighter capital requirements, had a dramatically adverse effect on the financial position of many S&Ls, forcing a large number of them into immediate capital insolvency or very close to it.

The healthier S&Ls that had purchased insolvent institutions during the early 1980s, viewed the new legislation as a breach of contract, since there had been a clear understanding that their supervisory goodwill could be counted as capital for up to 40 years. Many viewed the change as threatening the viability of their businesses. “A deal is a deal” became their rallying cry, but bank regulators began closing dozens of the very S&Ls that had come to the government's aid. As a result, their owners found that their investments were now worthless.

One of the banks experiencing financial difficulties was PSFS. In 1984, the bank had changed its name to Meritor Financial Group, and after purchasing Western, it had grown to become a $17 billion bank. But Meritor continued to lose money throughout the 1980s, and the FDIC grew increasingly concerned about its financial condition. In 1988, the FDIC forced Meritor to enter into a memorandum of understanding, an informal agreement, which required the bank to raise its overall capital levels by $200 million. The bank did this by selling off 54 of its best-performing branches, which a court later termed its “crown jewels.”

But the bank's troubles weren't over. Its nonperforming assets continued to grow, and the 1989 legislation that changed the rules for amortizing supervisory goodwill came into effect. The bank needed to raise more capital in order to survive. In 1991, Meritor's bondholders entered into discussions with the bank about exchanging their bonds for new common stock. Such a transaction would give the bank some added capital protection, which could prevent it from becoming insolvent, but it would also expose the bondholders to much greater risk since the bank's shareholders would likely lose all of the money they had invested in the bank if it still needed to be closed.

In the early 1980s, Gary Hindes had purchased some of PSFS's bonds. Now he was serving as the chairman of an ad hoc committee of Meritor's bondholders. While discussions of a possible bond-for-stock exchange were under way between the bank and its bondholders, Hindes and the committee's investment banker, Wilbur Ross, then of Rothschild, Inc., made a special trip to Washington, D.C., to meet with senior FDIC supervisory officials. Their purpose was to confirm that if they exchanged their bonds for stock, the FDIC would not close the bank. Believing that they were given such an assurance and that the government keeps its word, the two men returned to New York and recommended to the full committee that they accept the bank's exchange offer. A whopping 93 percent of the bondholders agreed to the swap, dramatically improving Meritor's financial position.

But the FDIC and the Pennsylvania Banking Department were not satisfied. They formally demanded that Meritor's owners inject more money into the bank. With the country in the throes of a serious recession, the owners could not meet this additional capital requirement.

On December 11, 1992, the Pennsylvania State Banking Department closed the 176-year-old bank and appointed the FDIC as receiver. The State Banking Department and the FDIC said the bank was closed because of continued deterioration in the bank's financial condition that rendered it insolvent, regardless of the treatment of its supervisory goodwill.

Hindes and his fellow shareholders were furious. They believed that Meritor would have survived had it not been forced to write off its supervisory goodwill as quickly as was now required under the new law. They also believed that the FDIC had promised them the bank would not be closed. Hindes believed that the only reason he and his fellow bondholders had lost money was that the federal government reneged on a promise. Not only had the government seized and shuttered the oldest S&L in the country—a beloved Philadelphia institution—but to make matters worse, 400 employees lost their jobs, “just two weeks before Christmas,” Hindes still says with anger in his voice.

In 1993, Hindes and Frank Slattery, a former director of the bank, brought suit against the United States, on behalf of all of Meritor's shareholders, claiming that the FDIC had reneged on its promise to permit supervisory goodwill to be counted as capital, which resulted in the improper closure of the bank. Meritor's shareholders believed they had been cheated out of $800 million.

Owners of insolvent S&Ls also began to sue the federal government for equally staggering amounts of money. These shareholders claimed that one arm of the federal government, Congress, had changed the rules of the game and by doing so had breached the contracts that another arm of the federal government, the FHLBB, had entered into with them. They pointed out that their regulator, the FHLBB, had encouraged them to enter into these deals.
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The Department of Justice (DOJ) is responsible for defending the federal government, hence taxpayers, against lawsuits. The staff at DOJ strongly believed that government officials couldn't bind future sessions of Congress. Otherwise, what would be the point of subsequent elections? Every time Congress changes a law, whether it is related to health care, energy policy, environmental protection, financial regulation, or anything else, it is likely to affect private or public contracts. Does this mean that Congress should never change the law? Conversely, should contractors still be entitled to receive everything they otherwise would have received? The exposure to taxpayers would be enormous.

These different perspectives between S&L shareholders and the DOJ suggested that there would be a long and complicated legal struggle before the issues would be resolved. But this wasn't simply going to be litigation between disgruntled shareholders and the federal government. The FDIC got involved as well, and sued the federal government.

How could the FDIC do this, since it is part of the federal government? In its role as receiver, the FDIC is responsible for managing the estates, or the remaining assets, of failed banks and S&Ls. The FDIC's legal responsibility is to maximize the value of those assets in order to return as much money as possible to the creditors of the failed institutions. As part of that duty, the FDIC will sue certain parties for damages if it believes the claims have merit and that they are cost effective. Any recoveries from such lawsuits are returned to the failed institution's creditors.

Under the law, payments are made to creditors in a certain order of priority. Uninsured depositors and other creditors are reimbursed in full before the owners of a failed institution are paid anything. In other words, the failed bank's owners are first in line to lose money when their company goes out of business.

The goodwill lawsuits raised two important concerns at the FDIC. First, if failed-bank shareholders sued the government directly and won, reimbursement would go directly to them rather than to other creditors who had more senior claims. Second, if these shareholders initiated lawsuits that circumvented the statutory priority of claims, what would prevent other failed-bank creditors and shareholders in other situations from doing the same in the future?

Believing the confusion of roles untenable, in November 1996 the FDIC as receiver sued the federal government on behalf of all of the creditors (not just the shareholders), of the failed S&Ls that had goodwill lawsuits. This was less a judgment on the merits of the shareholder lawsuits than it was an effort to protect other creditors and ensure that the legal priority for claims was adhered to in the event the courts determined those claims had merit. At the time, I was the director of the FDIC division that was responsible for managing the receivership process. I fully supported taking this step. My intent was that the FDIC remain a passive litigant, preserving the rights of creditors, without spending a lot of their money.

As you might imagine, having the FDIC enter the proceedings was a complication that neither the DOJ nor the failed S&L shareholders were pleased about. There were now three sets of parties engaged in many of the goodwill lawsuits.

So who were these other creditors that the FDIC sought to protect? Some of them were small businesses that had provided certain services to the failed institution and some others uninsured depositors. The largest single creditor was the federal government itself. Most of the S&Ls that were shut down had been under government control for so long that everyone knew they eventually would be closed. As a result, most uninsured depositors at these institutions had withdrawn their money while these S&Ls were still open. Those who had left their money behind were primarily insured depositors. Even after the S&L deposit insurance fund ran out of money, these insured depositors were protected and, where necessary, reimbursed by the federal government. So to the extent there were recoveries to be made from the estates of failed S&Ls, the federal government was often the creditor standing first in line.

While an important principle regarding the proper priority of payments to creditors could be preserved by the FDIC's actions, the practical reality of the situation was somewhat bizarre. If the FDIC represented all creditors and the supervisory goodwill cases had merit, most of the money obtained from the federal government in settlement of these cases arguably would be used to reimburse the federal government for its losses before shareholders received any money. The shareholder litigants and the DOJ were spending a lot of money to support their respective positions. One possible result was a victory by the DOJ, on behalf of the federal government, in which case no payments would be made. Another possible result was a defeat, in which case the government would be obligated to make most of the payments to itself.

As if the situation weren't complicated enough, the money the DOJ spent defending the federal government came from a taxpayer fund that was managed by the FDIC. Years earlier, Congress had provided the FDIC with sufficient taxpayer funds to cover the government's expected costs associated with the S&L crisis. Congress determined that the costs associated with the supervisory goodwill cases should be paid from those funds. Rather than having to seek explicit approval from Congress for its annual goodwill-related expenses, the DOJ went to the FDIC for the money. The FDIC did not have the authority to tell the DOJ how much it should spend on the goodwill cases, so the FDIC simply paid the bills. This lack of a budgetary control meant that the DOJ had less incentive to control the overall amount of taxpayer money that it spent.

The DOJ took full advantage of this situation to hire talented lawyers and high-dollar experts to provide the taxpayers the best possible defense in each case. The DOJ's lawyers saw this as a wise use of taxpayer money. They viewed such an investment as a small cost to bear compared to the potential taxpayer liability if the government simply conceded the issue and paid off exorbitant claims for damages.

Adding to the entangled interrelationships, financial regulation and bank closings were not the DOJ's areas of expertise, so a lot of the information and some staff expertise would have to come from the FDIC. This added to the bizarre nature of the proceedings, as it put FDIC staff on both sides of the lawsuits. We were forced to set up two legal teams, one to sue the federal government as receiver, and one to provide support to the DOJ. The FDIC also had to manage multiple budgets for these actions, including the taxpayer fund that was used to defend the government, and the various receivership accounts that were used for the money needed to sue the federal government.

Elaborate procedures and barriers were constructed within the FDIC to keep the two groups from sharing information with each other. The only staff person who was allowed to rise above these walls and see what was happening on both sides was the General Counsel, Bill Kroener. American Banker reported in June 1996, “At the FDIC the situation is so sensitive that the agency has segregated the attorneys working at opposite ends of the litigation to avoid any conflicts of interest.”

Gary Hindes's lawsuit had one further twist. Unlike virtually every other goodwill case, Meritor was not an S&L that had been regulated and supervised by the FHLBB. It was a savings bank that had been regulated and supervised by the FDIC. Although savings banks are essentially the same as S&Ls, the fact that the FDIC supervised Meritor posed an added anomaly and potential conflict of interest for the agency. Its bank supervisory division had a role in the closing of Meritor, while its receivership management division had the responsibility to look out for the failed institution's creditors, including its shareholders.

The FDIC's bank supervisors saw the Meritor closing from a very different perspective than did Hindes and his fellow shareholders. They did not see this as a situation where the FDIC had broken its word. They saw this in much the same way as did the DOJ. Congress had changed the law and the FDIC was bound to follow the law. That meant supervisory goodwill was treated less favorably after the 1989 legislation than it had been before. Many S&Ls were strong enough to be able to survive despite the new law. Other institutions, including Meritor, were not so well positioned. Many of these institutions would have failed regardless of the change in the law, and what possible rationale could there be for taxpayers, or the FDIC's deposit insurance fund, to pay for the losses incurred by those investors?

While the litigation was under way, the FDIC continued to manage the receivership estate for Meritor as it did for all of the other banks and S&Ls that had been closed. This meant that as the banks' remaining assets were sold, the proceeds from those sales were tracked and segregated by receivership, as were their expenses. Incrementally, the remaining net proceeds were distributed to the failed banks' creditors.

This duty fell directly into my area of responsibility. I did not know Gary Hindes, but his name became very familiar to me both from documents related to the Meritor lawsuit and from detailed inquiries about the financial statements from the Meritor receivership. Hindes became quite familiar with my name as well, since it was prominently featured in Meritor-related court documents.

Hindes tracked the financial statements of the Meritor receivership because they would determine how much money, if any, Meritor's shareholders would be entitled to receive apart from their litigation. Shareholders do not typically receive anything from the failed bank's estate since they stand last in line in order of priority for payments. In this case, however, Hindes held out hope that money would be left over since he did not believe that Meritor had been insolvent.

The line item in financial statements called “overhead expenses” was a constant concern to Hindes. These expenses were common services that required a separate process to allocate them among all receiverships. Hindes watched as Meritor's overhead expenses mounted and he wanted to know why they were so large.

Hindes's regular inquiries were handled by one of my deputies, Steve Graham. Within the FDIC, Graham was feared, by the lawyers in particular, because of his unpredictable and not infrequent outbursts of temper. Yet he worked closely with Hindes, taking the time to carefully explain the less-than-exciting intricacies of receivership accounting, and they got along well.

Ultimately, if the Meritor estate did return some modest amount of money to the bank's shareholders, it would lend additional credence to their claim that the bank was solvent at the time of its closing. Conversely, it still could be argued that the bank was insolvent and it was the turnaround in the economy after the closing that led to the greater-than-anticipated collections.

While the Meritor litigation was under way, there also were more than 100 other goodwill lawsuits proceeding under the control of the DOJ. These cases had been prioritized within the judicial system. Three prominent S&Ls at the top of that list were Winstar, Statesman, and Glendale. Statesman had acquired four savings institutions in FSLIC-assisted transactions in March 1988. A year and a half later, in August 1989, FIRREA altered their minimum capital requirement. In March 1991, Statesman was closed. That case, as well as the other two, would eventually go before the Supreme Court.

The shareholder litigants did not have an easy road ahead of them and had three hurdles to clear before they could get any of their money back. First, they needed a decision that supported their view that the federal government had breached its contract. Second, they still would need to show that their institution would have remained solvent if the original contract terms had been honored. (Many of these S&Ls likely would have failed regardless of how their goodwill was treated.) Third, they would still need to go through the courts, or through a negotiated settlement process, to determine the appropriate amount they should be paid. Clearing those three hurdles would take years.

The shareholder litigants cleared their most important hurdle on July 1, 1996, when the Supreme Court ruled in a groundbreaking 7–2 decision that the United States government had violated its contractual obligations in the Winstar, Statesman, and Glendale cases. The ruling stated that no one was stopping Congress from changing the law, but that the government had to indemnify the investors in these three particular cases for the breach of valid contracts. Since every contract was different, litigation still was required in each of the other cases. Even in these three cases, additional trials would be needed before any money would be paid to shareholders, but for them this was a major step forward.

The cases moved slowly through the legal system. As of year-end 1998, 120 goodwill cases were pending in the U.S. Court of Federal Appeals, each waiting to be litigated on its own merits. By year-end 2000, there were 103 pending cases. By then, seven cases had been dismissed, and seven others had been settled. The aggregate amount paid for the seven cases that were settled was a relatively modest $175 million.

The small number of settlements and the modest amounts paid out reflected the DOJ's reluctance to engage in settlement discussions unless three conditions were met: it needed to be clear there was a breach of contract in each case, the breach needed to result in damages to shareholders, and shareholders needed to be willing to accept payments on the low end of the range of payments to which they might be entitled. Some shareholder groups were willing to settle given the otherwise long and uncertain road ahead of them. The DOJ was reluctant to settle cases for large amounts of taxpayer money, given that even where the courts had ruled that there was a breach of contract there was a lack of clarity on how payment amounts, if any, should be determined.

There were different ideas about how the amount of damages for shareholders should be determined. Restitution meant that they could get their initial investment back. Lost profits reflected the estimated amount of money shareholders could have earned on their initial investment. No damages was the result when the institution would have failed anyway.

Judges started to take very different positions on the appropriate way to determine damages on otherwise similar cases. In 1999, the U.S. Federal Court of Claims ruled that the federal government should pay Glendale Federal Bank shareholders over $900 million of the roughly $2 billion they were seeking. That same year, in a very similar case, another judge awarded California Federal Bank shareholders only $23 million out of their $1.5 billion in damage claims. Such discrepancies meant that either one side or the other would almost certainly appeal any decision. It subsequently became clear that the lost-profits argument was not going to be supported in court. The DOJ appealed most of the cases it lost in the initial round of litigation, arguing that many institutions had signed consent orders with their regulator in which they assumed the responsibility for any future adverse regulatory developments, including those that resulted from a change in the law. The DOJ won many of these cases on appeal.

The litigation seemed to have no end in sight. I tried to keep the FDIC as a passive participant to preserve the principle that creditors should be paid in accordance with the law. I believed that we did not need to spend much money to fulfill that responsibility.

In late 1999, I became the agency's deputy to the chairman and chief operating officer. In my new role, I saw the FDIC-related goodwill activity from the other side of the FDIC's self-imposed wall. Each year, tens of millions of dollars were being paid to the DOJ from the FDIC-administered taxpayer fund to cover their expenses.

I believed it was time for the government to settle some of these cases. I discussed that possibility with FDIC Chairman Don Powell and General Counsel Bill Kroener. We agreed that the FDIC should encourage the DOJ to settle as many of these cases as possible. In 2001, Chairman Powell made the pitch to the DOJ, but because its attorneys were beginning to win many cases on appeal, it saw no reason to stop pursuing those appeals.

One of the remaining cases was the Meritor lawsuit. In 2002, the Federal Court of Claims ruled that the Pennsylvania State Banking Department and the FDIC were wrong in closing Meritor and that Hindes and his fellow shareholders were entitled to damages. The following year, the court ordered the FDIC to pay $372 million to these shareholders. That award was subsequently reduced to $276 million. The FDIC did not agree and appealed the decision.
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The Meritor case finally ended in 2011, when the U.S. Court of Appeals for the Federal Circuit upheld the $276 million judgment and the FDIC decided not to appeal to the U.S. Supreme Court. It had taken Hindes and his fellow shareholders 19 years, but they had finally won. The initial failed-bank transaction, which created the supervisory goodwill that, in turn, gave rise to the Meritor case and the other supervisory goodwill lawsuits, took place nearly 30 years earlier. Most of the affected acquirers, including Philadelphia Savings Fund Society, which had been founded in 1816 during the presidency of James Madison, were shut down close to 20 years earlier while the litigation dragged on.

Hindes and his fellow shareholders were among the fortunate few. Given that each situation and each contract was different, there has been a wide range of outcomes. In many cases, the courts have ruled that the shareholders are not entitled to receive any money. In some cases, the shareholders lost because they had invested in poorly run S&Ls that would have failed anyway. In other cases, shareholders had signed regulatory consent orders at the time they originally purchased a failed S&L from the FHLBB. Under the terms of these consent orders, they assumed liability for the impact of any future regulatory changes.

The FDIC continued as a passive participant in the ongoing litigation. As a result, in cases where there have been settlements, the FDIC has been able to pay other creditors in addition to shareholders.
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The supervisory goodwill cases were complex situations that didn't lend themselves to easy solutions. It's easy to look back at the cases, ask how this could happen, and quickly blame one or more of the groups involved. Not every S&L owner was out to loot his or her institution. Some owners were trying to run their banks the right way and found themselves caught in an unfortunate situation. Not every government employee was careless in how he or she spent taxpayer money. The DOJ saved taxpayers an enormous amount of money by not settling cases that were without merit. It's also easy to criticize the FDIC for being on both sides of these lawsuits, but doing so preserved the rights of all of the creditors at these failed institutions.

These cases show that the solutions many believe to be reasonable often result in unintended and unfortunate consequences. The 1989 supervisory goodwill legislative provision was designed to correct a real problem—extensive use of supervisory goodwill as capital weakened overall bank capital standards. Clearly, Congress did not intend to create the massive, expensive, and protracted litigation that ensued.

The supervisory goodwill cases also raise important issues related to trust in government. If Washington is perceived as unreliable and unfair, it will have many fewer business partners to choose from, and transaction costs will rise. This dynamic became acutely clear to me amid the financial crisis of 2008. The federal government looked to form public-private partnerships between the Treasury Department and private-sector investors to purchase some of the troubled assets from weak financial institutions. Such partnerships could have been mutually beneficial. The federal government, already on the hook for fixing a collapsing financial system, could have saved taxpayer money by removing assets from troubled banks and by bringing in the right private-sector expertise to manage and collect on them. The private-sector partners could have benefited financially if they managed the troubled assets well enough to collect more than what they were worth if left in the banking system.

I managed the Public-Private Investment Program for the FDIC during the first few months of 2009. There were many difficulties with the program, which prevented it from ever being utilized as it was originally envisioned. The most significant problem was that prospective buyers and sellers had fundamentally different views on the value of those assets, so it was difficult for them to agree on the right prices. However, many potential private-sector investors also were unwilling to enter into a partnership with the federal government, given the government's negative reputation as a business partner.

Many potential private-sector investors believed that if they partnered with the Treasury Department and made a profit on their investment, Congress would treat those profits as having come at the taxpayer's expense and seek to impose new taxes or other burdens on those investors.

The FDIC subsequently altered the structure of the Public-Private Investment Program by removing any participation by the Treasury Department and going back to utilize two programs that worked well during the S&L crisis. As a result, in addressing the immediate and aftereffects of the 2008 financial crisis, 304 loss-sharing transactions were arranged with healthy banks that purchased failed banks from the FDIC. In these transactions, the buyers managed $216.6 billion of the failed banks' assets on behalf of both the FDIC and themselves. Similarly, 35 equity partnerships were arranged where private-sector investors purchased a portion of the ownership of $26.2 billion in failed-bank assets, managed those assets on behalf of the partnership, and shared the profits with the FDIC.

These partnership arrangements were critically important to the federal government. They quickly put failed-bank assets back into the private sector and aligned the financial incentives between the FDIC and the private-sector participants, which greatly reduced FDIC's failed-bank costs relative to other alternatives.

Yet such partnerships aren't perfect. Private-sector participants sometimes have difficulty accepting the greater transparency, scrutiny, and internal controls that come with partnering with a government agency. The FDIC sometimes has difficulty recognizing that it must uphold its share of the partnership. It can do that by not only ensuring that there are appropriate internal controls in place but by recognizing that it must act as a good business partner and make timely and fair decisions that allow the agency's private-sector partners to increase the likelihood of the joint venture's being financially successful.
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My wife, Erica, and I were married in March 2004. In the “It's a small world” category, Erica is close friends with Gary Hindes. She and Gary met 25 years earlier when they were starting their careers. They were regulars on the New York to Washington Amtrak train. Gary got off at Wilmington, Delaware, and Erica in Washington. They remained close friends over the years. When Erica told Gary that she was getting married, he was very happy for her, but when she told him my name, there was silence on the other end of the phone. Eventually, Gary recovered from the shock. He came to our wedding, and the goodwill experienced that evening was far different than what was being fought over in court.

Today, Gary is my friend as well. That is a testament to his humanity, given my responsibilities at the FDIC over the years. At the time, Erica was a deputy general counsel at the FDIC. She had recused herself and had no involvement in the Meritor case, given her friendship with Gary. I, too, removed myself from any involvement in the case.

Not all Meritor shareholders were as magnanimous. A few years later, when Gary asked a fellow investor and friend of his to provide me with some information on a particular issue, the friend, recognizing my name in connection with the Meritor litigation, asked: “Is this the moron who closed Meritor?”





Chapter 7






Transition and the Power of the Federal Government

Those of us working at the FDIC during the banking crisis of the late 1980s and early 1990s became addicted to the adrenaline that came from having an overwhelming amount of work to do without enough time to do it. It was easy to put off thinking about what would happen when the banking crisis ended, which it abruptly did near the end of 1992. Once again, businesses and consumers resumed their borrowing, and banks started lending to them. The economic growth that followed continued, almost without interruption, for 15 years.

The benefits of the economic turnaround were felt throughout the world, but at the FDIC and the Resolution Trust Corporation (RTC), it marked the beginning of a long and difficult transition period. Our workload quickly shrank, but our staff had grown to 23,000—up from just 4,000 in the precrisis period. We now faced the need to begin an unprecedented and massive downsizing.

This marked the beginning of a very difficult period for the FDIC and its staff. The sweeping layoffs sapped morale, and among those who survived the layoffs, there was a wave of unwarranted investigations into the behavior of many FDIC and RTC staff members that also took its toll. As a result, the FDIC staff turned increasingly inward, with a focus on preserving their jobs and responsibilities. The cumulative effect significantly contributed to a weakening of the institution's voice and diminished influence in important public policy debates.
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To begin to understand the personnel challenge facing the FDIC, it's useful to look at the layoffs and the issue of who would be retained and who would be let go. Most of the employees hired by the FDIC before the crisis began were career staff protected by federal civil service rules. These were “permanent employees,” a term that reflected the fact that for many the expectation was that it was a job for life.

Even though the RTC was a temporary agency, it had a significant number of permanent employees involuntarily transferred from the FDIC. These permanent employees had the right under law to return to similar jobs at the FDIC with equal status and pay.

Upon their return, many RTC employees had job skills that logically fit within the FDIC's Division of Liquidation. That division already had many more employees than were needed for the projected workload. There were 22 offices around the country, many with 500 to 600 employees. Most of those offices would have to be closed, and my job as director was to figure out the best way to do that.

The FDIC had never been through a downsizing of this magnitude. The labor union that represented most of FDIC's employees, the National Treasury Employees Union (NTEU), would play a role. I was concerned that the NTEU would be a highly disruptive force as we went through the downsizing process. I believed the union had helped Scripps-Howard's reporters develop their series of negative articles about the FDIC's loan collection practices. The NTEU also had sent FDIC employees to testify at the subsequent congressional hearings alleging wasteful practices.

Bob Tobias ran the NTEU, and I asked him for the union's support during the downsizing process. He asked that the NTEU be allowed to have a more active involvement in the FDIC's strategy discussions. We agreed to work together on both issues.

The FDIC staff conducted a very careful workload analysis, projecting the FDIC's future staffing needs over the next several years. The results, while not unexpected, were nevertheless sobering. Not only would the FDIC have to shrink its workforce substantially, it would have to do so over a multiyear horizon. A large part of the staffing reductions would hit the liquidation division.

I wanted to be as transparent as possible and give employees as much information as soon as possible so everyone could plan for their future. Most of the liquidation offices around the country would have to be closed. Temporary employees would lose their jobs, while permanent employees at those offices would be transferred to surviving offices. I joined the heads of other divisions in visiting each FDIC office and talked with the staff about why it was necessary and what steps were being taken to help with their transition. Generally, the office closings went smoothly. With the economy recovering, many people found new jobs. The FDIC is countercyclical in that respect. It hires more people in a weak economy, when banks are more likely to be experiencing problems. Conversely, the FDIC needs fewer people when the economy is doing well.

But some employees attacked me personally, with the view expressed by one that if they were going down, so was I. The decision to close the South Brunswick, New Jersey, office rather than one in Hartford, Connecticut, raised particular anger. Certain employees alleged that political considerations had entered into my decision on which offices should remain open. Various congressmen had attempted to make a pitch for their home state office remaining open, and some employees suggested that certain of them were successful in that regard. Some employees claimed that I had been influenced by personal considerations in favoring the Hartford office, as it was closer to some of my family members in Massachusetts.

In July 1994, Senator Frank Lautenberg (D-NJ) asked the General Accounting Office (GAO) to review the factors surrounding the FDIC's decision to choose the Hartford office as the surviving office in the Northeast instead of the one in South Brunswick. The FDIC's inspector general also began an investigation into whether I had let personal considerations enter into the decision and whether I had attempted to use my government position to help my cousin's business interests.

I anticipated that making unpopular decisions had a price, but I had never been the subject of an investigation before. This is one of the downsides of being a government employee—anyone can allege almost anything, and no matter how absurd the accusation may be, it will be investigated and it could become public. In March 1995, the Wall Street Journal published an article questioning my integrity. For me, the worst part was that my cousin, Peter Bovenzi, was brought into the investigation as well. I knew that I would pay a price for doing what had to be done. Peter was an innocent bystander.

It would be two years before the inspector general closed out its investigation, which concluded that the allegations were without merit. I had no contact with my cousin during that time, since conversations with him likely would only lead to new rounds of questions, prolonging what already was an unnecessarily slow review. Once Peter and I were cleared of all of the allegations, there were no news reports noting that fact. Any damage to our reputations that might have resulted from the initial article would not be rectified by what the press would view as an unnecessary follow-up story. For the first time, I wondered if having a job at the FDIC was worth it.

Many other FDIC and RTC employees had their personal behavior investigated. Political appointees have always known that personal attacks are an unpleasant part of public life, but Congress did not routinely make personal attacks on career employees. For us, as career government employees, this was a new and unwelcome development.

No investigation was known for either its speed or its bedside manner. Several employees complained to me that they were being subjected to unwarranted investigations despite their years of dedicated public service. There was nothing that I or anyone else could do for them, since sometimes such investigations do uncover actual wrongdoing.

There are standard procedures within government agencies for investigating allegations of improper behavior. Usually, such investigations are conducted in a careful, measured way. A person wrongfully accused needs to trust that process and allow it to run its course. But sometimes the normal careful and measured process is not followed. That often happens when a story is so juicy that Congress and the press want to get involved.

Whitewater was such a story. An independent special counsel, Robert Fiske, was appointed by Attorney General Janet Reno in January 1994 to investigate the allegations of an improper land investment by President Bill Clinton and Hillary Clinton, during the period when they were living in Arkansas. Special counsel have unlimited time and money with which to pursue their investigations. In other words, they have few checks and balances on their behavior and very limited accountability. When allegations of improper behavior by the Clintons became public, many RTC and FDIC employees found themselves unwittingly pulled in as subjects of what became years of an ever-expanding investigation.

April Breslaw was one of the RTC employees who found herself in the center of that storm. Breslaw was a senior counsel in the legal department and had worked for the federal government for eight years. In 1992 and 1993, RTC investigators had submitted criminal referrals to the Justice Department regarding the failed Madison Guaranty Savings & Loan and its former CEO, James McDougal. This attracted congressional and media attention because Madison Guaranty had lent money to the Clintons. Subsequently, the RTC began looking into any civil claims it might have against the officers and directors of Madison Guaranty, as well as others that had advised the thrift. As a result of those investigations, the RTC recovered over a million dollars from Madison's accountants to settle negligence claims. The RTC also was reviewing its own relationship with the Rose Law Firm, were Hillary Clinton had previously worked, over possible conflicts of interest and inappropriate billings on other work it had done for the RTC.

In February 1994, Breslaw visited the RTC's Kansas City office. While there, her conversation with an RTC employee was secretly taped by the employee. During the conversation, Breslaw made some comments about her superiors in Washington, suggesting that while they wanted an honest review of Whitewater-related matters, they probably hoped the matter would just go away.

The employee in the Kansas City office first provided her “notes” to congressional staff, who omitted the parts of the conversation in which Breslaw repeatedly stated that everyone was looking for an honest investigation. These were publicized to support the allegation that a conspiracy was under way to let the Clinton administration off the hook. However, when Breslaw denied that implication, the RTC employee was required to turn the tape recording over to Congress and the special counsel. Taken in context, Breslaw's casual guess about the views of her supervisors provided little support for a conspiracy theory.

Later, the RTC employee in Kansas City was discredited once it became clear that she had planned to write a book criticizing the RTC and had lied about key facts. For example, she claimed that the tape recorder was old; records showed that she had just purchased it, which undermined her claim that she was unaware it was even on during her conversation with Breslaw. Nevertheless, it took years before Breslaw and many other RTC employees were let out of the grasp of the special counsel's office.

My future wife, Erica Cooper, was a deputy general counsel in the RTC's legal department, and was among those RTC employees who had to hire an attorney to defend themselves. Erica was under investigation for 14 months, spent tens of thousands of dollars defending herself, and made two grand jury appearances. She was not alone. Most of the senior legal employees at the RTC and the FDIC were under scrutiny. So many RTC and FDIC officials had to retain counsel that there weren't enough qualified white-collar defense lawyers to go around. Erica and the RTC's general counsel, Ellen Kulka, had to find counsel in the Baltimore, Maryland, bar, traveling an hour each way to meet with their lawyers.

The investigators eventually recognized that the RTC and the FDIC employees had done nothing wrong (with the exception of the lone Kansas City employee) and stopped looking for malfeasance.

Years later, when I talked with April Breslaw about her experiences at that time, she was philosophical about the ordeal. She understood that federal employees must have a great deal of patience and that they generally need to trust the processes that exist within those agencies to investigate concerns that are raised occasionally. She understood that government agencies have to take extra steps to ensure the integrity of their employees and that the strength of these agencies is derived, in part, from taking a careful and measured approach to dealing with such issues.

But sometimes the normal internal investigative procedures are upstaged by the hysteria surrounding a public inquiry. The “Clinton effect” associated with Whitewater led Congress and the special counsel's office to create their own processes, with few checks or balances. Careful deliberation and fair treatment were cast aside in favor of political considerations and catchy sound bites.

It was against this backdrop that President Clinton nominated Ricki Helfer to be the FDIC's new chairman. The nomination was announced in May 1994, but five months passed before she was confirmed. She was considered to be a friend of Hillary Clinton, having attended an annual gathering frequented by the Clintons called “Renaissance Weekend.” These connections put her nomination on hold while Whitewater was being investigated.

Helfer's tenure started amid the FDIC's downsizing. She also was well aware of the criticism associated with the Division of Liquidation's management of assets from failed banks. Upon her arrival, she began asking a lot of questions on these two subjects. She wanted to know why we had chosen Hartford as one of the five remaining offices rather than South Brunswick, since the New Jersey office was closer to New York City. She asked her new chief financial officer, Bill Longbrake, to conduct a review of that decision-making process. She also asked an outside law firm to look into some of the division's internal operating procedures in situations that had been raised as problems in newspaper articles and in congressional hearings.

I explained why we had chosen Hartford over South Brunswick, but Helfer wasn't satisfied. Finally, in an unwise effort to be practical, I told her that she didn't need to review the decision, since it couldn't be reversed. We already had transferred the permanent employees to Hartford from the offices in the Northeast that were scheduled to be closed. To change the decision after the fact would mean uprooting everyone again in order to transfer them a second time.

Helfer responded that even if she couldn't change the decision, if her review found that I had acted inappropriately, she still could fire me. I had a long way to go if I was going to develop a good working relationship with my new boss. Upon reflection, I realized she had to investigate allegations of improper behavior, but that didn't make the environment any easier for me.

By May 1995, the FDIC's 22 liquidation offices had been reduced to 8. The number of employees in the Division of Depositor and Asset Services (our new name for the Division of Liquidation) had dropped by over half, to about 3,000. Before long, we were down to five offices, but our workload kept declining faster than projected. Soon it was no longer feasible to maintain five offices. After a few years of further consolidation, Dallas would be the single remaining liquidation office.

This planned consolidation created a new uproar, particularly in Connecticut. The state's congressional representatives asked to meet with Chairman Helfer to discuss the matter. Several staff members, including Erica, accompanied Helfer to the meeting. The RTC had been merged into the FDIC in 1995, and Erica now was deputy general counsel of the FDIC, the same position she had held at the RTC. Connecticut's congressional delegation, which included Senators Chris Dodd and Joe Lieberman, was in full force at the meeting. While Dodd and Lieberman were insistent but professional, one member of the delegation was much more contentious. While pointing her finger directly at Erica, Congresswoman Barbara Kennelly said that it was admirable that Helfer wanted to protect her staff, but clearly “she,” meaning Erica, was incompetent. The moment had a bit of inside humor since it was the FDIC staff person next to her, Tom Peddicord, whose staffing analysis was the focal point of the discussion.

Helfer could be tough to work for, but she also was a fierce supporter of her staff in situations where she easily could have sacrificed them to appease powerful critics. While Kennelly was trying to give Helfer an easy way out—to blame staff—Helfer declined. She told the delegation that the analysis under discussion wasn't the staff's, it was hers. She supported the decision to close the Hartford office and was not going to change her mind. The meeting concluded with the delegation referring the analysis underlying the decision to close the Hartford office to the FDIC's inspector general's office for review. Their review concluded the analysis was done properly.

Further complicating the FDIC's downsizing, and undermining morale, was the 1995 merger of the RTC into the FDIC. Two executives from each agency had been named as part of an “FDIC/RTC Transition Task Force” to oversee the merger process, and I was one of the FDIC's representatives. The goals of the task force were to ensure that everyone was treated fairly, that the integration proceeded smoothly, and that we incorporated the best practices from both agencies into the merged agency.

This was meant under law to be a merger among equals, not a takeover by the FDIC, but not everyone saw it that way. Many at the FDIC saw the merger as a threat to their status within the organization. While RTC employees' pay and benefits would be protected, not everyone would be assigned to, or remain in, the type of position they had become accustomed to. At the senior levels in particular, there simply weren't enough positions to go around.

Often, I found myself as referee between competing interests. In one such meeting, I listened carefully to the arguments being presented by the RTC's and then the FDIC's personnel offices on what constituted “fair” treatment for returning RTC employees. I was stunned to realize that the position being advocated by the FDIC staff was designed to ensure that RTC employees were placed in lesser positions and at a disadvantage compared to their FDIC counterparts. I have often been described as having an easy-going disposition. I rarely lose my temper in public, even if my frustration over what I am hearing is growing. In this particular situation, after all arguments concluded, I told the senior FDIC personnel officials in the room that I could see no logic supporting their view other than a desire to screw the RTC employees. The FDIC officials accepted a more even-handed position.

As the year-end 1995 date for the merger grew closer, the competition and the tension between the two organizations escalated. Some groups of employees tried to lighten the mood with humor. Shortly before the RTC's sunset date, the two legal divisions held a joint holiday party. Erica recalls the gathering starting out much like a seventh-grade dance, with groups on opposite sides of the room. In advance and in anticipation of the awkwardness, several staff members from each agency made up “top 10” lists of what the other agency's initials really stood for. The FDIC's legal division suggested that the initials RTC stood for “Restoring the Crisis,” given their seemingly constant state of chaos. That was good, but the FDIC legal staff was no match for their RTC counterparts on this particular day. The RTC's employees suggested that the initials of what they perceived to be the much slower paced and staid FDIC stood for “Formerly Dwelling in Caves” or “Found Dead in Chair.” When the FDIC did accelerate its pace, this was characterized as “Furiously Dancing in Circles.” The tension lightened, at least that day. By the time the RTC officially closed, over 2,000 of its employees had joined the FDIC.
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Several years passed before the FDIC completed its downsizing, and while the downsizing was carried out smoothly, it took a heavy toll on the agency. Employees turned on each other. Morale, which had been high, plummeted. The relationship between management and the union steadily deteriorated.

Perhaps the most damaging legacy of this period was the way in which the FDIC ceded its important and influential role in shaping U.S. financial policy. With so much of the FDIC's focus on its internal affairs, our independent voice was lost. The agency's diminished influence was evident during the debate throughout 1999 over the Financial Services Modernization Act (popularly known as Gramm-Leach-Bliley). This landmark legislation proposed to overhaul the structure of the U.S. banking system, and so it would be natural to assume that the FDIC played a central role in shaping the positions of the executive and legislative branches. But the agency was largely relegated to the sidelines of discussions over the legislation. A similar dynamic played out as U.S. regulators developed their positions on subprime lending and on “Basel II,” a set of international bank capital standards.

While the FDIC was in its weakened state, the other bank regulatory agencies pounced. There has always been a rivalry (sometimes healthy, sometimes not) among these agencies. And there was some resentment of the FDIC's newfound power during the banking crisis (power that the FDIC sometimes exercised in less-than-subtle ways). So when these agencies sensed weakness at the FDIC, they were more than willing to mostly ignore what the agency had to say.

The FDIC's reduced role allowed a number of measures to be approved, even though they contained shortcomings that would contribute to the onset of the financial crisis.

If there were a silver lining for the FDIC during this difficult period, it would be that many of us learned important lessons about the care that should be taken in utilizing the power of the federal government. Federal bank regulators are often accused of not understanding, or inappropriately using, their power. This can be particularly true in conducting investigations. Whenever a bank fails, there is an investigation into whether there are criminal or civil claims that should be filed against the directors and officers of that bank. This is a powerful authority held by government employees. The utmost caution and care needs to be taken in utilizing that power.

During the 1990s, the FDIC's employees learned these lessons firsthand, as many of us were subject to investigations ourselves. These experiences brought home the importance of careful and deliberate processes to ensure fair treatment. Checks and balances are required to prevent an abuse of that power. We saw that those checks and balances don't exist to the same degree when Congress, or a special counsel with unlimited power, takes control of an investigation. And when politics intervenes, hyperbole and hyperventilation often replace a calm consideration of the facts.





Chapter 8






Subprime Behavior

The financial crisis that engulfed the United States in 2008 helped to shine a bright light on the risks associated with lending to borrowers with questionable—“subprime”—credit profiles. There was nothing new about these risks. Indeed, there were a number of high-profile bank failures tied to subprime lending about 10 years prior to the onset of the financial crisis.

The subprime story in the 1990s was not solely about banks failing to recognize their high-risk lending. Another important part of the story also encompasses federal bank regulators, who set capital requirements too low to take account of subprime lending risks.

[image: image]

One prominent bank failure tied to subprime lending involved the inappropriately named BestBank, which had its headquarters in Boulder, Colorado. BestBank had grown rapidly, with its assets rising from $34 million in 1996 to $314 million in 1998. The bank also had pursued a high-risk business strategy that involved subprime lending. In BestBank's case, it worked with another company, Century Financial, to issue credit cards to borrowers with poor credit histories.

Telemarketers working for Century Financial would target potential customers. Their pitch was that the credit cards included a prepaid travel plan. If prospective customers agreed to accept a credit card and paid a $20 application fee, they would be sent a BestBank Visa card with a $600 credit limit.

But there was $543 in up-front charges, including $498 for the travel package and $45 for an annual fee. In other words, the customer only had $57 left on a $600 credit line on the day the card was issued. This was not well received by the bank's new customers. Many of them claimed that they were never told about the travel package and the up-front fees and stopped making their monthly payments once they realized what they had actually signed up for.

Century Financial was contractually obligated to repurchase delinquent loans from BestBank. However, as the number of loan delinquencies grew, Century Financial did not have enough money to purchase them all. The delinquent loans were initially hidden from BestBank's examiners. Century Financial paid just enough to BestBank that it appeared the bank's customers were still making their monthly payments. Of course, misrepresenting the payments in this way was illegal.

BestBank funded its rapid growth with high-cost deposits and showed extremely high profits in its early years; it was once named by American Banker as the best-performing small bank in the country. During its high-profit years, BestBank's senior officials also paid themselves extravagantly. And once problems began to emerge, the bank's senior officials began to hide the unpleasant truth from their bank regulators—in this case, the FDIC and the Colorado State Banking Department.

When the fraud was uncovered and the bank was closed, the losses to the FDIC's bank insurance fund exceeded $170 million. Most of the credit card balances were forgiven since it was difficult to determine who was and was not a victim of fraud.

A number of the bank's and Century Financial's senior officials were sentenced to long prison terms. The person most responsible for the bank's fraudulent behavior, Edward Mattar, was convicted of 90 counts of bank fraud, conspiracy, and other charges. On the day he was to be sentenced, in November 2007, he jumped to his death from the 27th floor of his apartment building in downtown Denver.
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“If I were you, kid, I would be a banker. They go to work at 9 A.M. and leave at 2 P.M. and all day long they sit and look at the most wonderful stuff in the world—money.”



Boxing legend Billy Conn reportedly delivered this advice following his military service in World War II. The recipient was a young boy named J. Knox McConnell.1

McConnell grew up to make quite a mark for himself, although not the kind he likely had hoped for. I never met him, but there was one peculiar incident where our paths did cross. In 1989, American Banker profiled me after my appointment as deputy to the FDIC chairman. Shortly afterward, I received a small package from Keystone, West Virginia. Inside, there was something resembling a passport, with a copy of my picture that had appeared in American Banker.

One side of the “passport” stated, “Welcome to the free state of McDowell, the greatest coal region in the world. You are walking on precious ground owned by the greatest people in the world. Let it be known that you will be given safe conduct in and through our precious free state provided you obey the law at all times.”

On the other side, beneath my name and picture, the text said, “The above individual is known to me and deserves all rights, privileges and courtesies.” Below was Knox McConnell's signature.

In the accompanying letter, McConnell, who by then had become a banker, wrote that he thought very highly of the FDIC and the Federal Reserve, but that he didn't think too much of the other bank regulatory agencies. I never thought too much about the letter and passport, but they were interesting enough that, instead of throwing them out, I filed them away.

Years later, as high-profile problems emerged at the First National Bank of Keystone, I remembered the passport. Sure enough, First National was McConnell's bank.

The First National Bank of Keystone was one of the biggest bank failures connected to subprime lending, and provided the most colorful cast of characters.

Keystone is located deep in the mountains of West Virginia, approximately 125 miles south of the state capital, Charleston. It was a coal-mining town, founded in 1892 by the Keystone Coal & Coke Company. During the first half of the 1900s, the town and the surrounding county prospered.

Keystone National Bank was a local community bank founded in 1904, and it helped the town grow through the peak coal-mining years in the 1930s and 1940s. While the bank itself remained small, it was strong enough to survive the fear and runs of the Depression years. Afterward, a sign posted outside noted that the bank was “Time Tried, Panic Tested.”2

By the 1950s, the boom coal-mining years were over. Without jobs, many people left town. Many of those who remained were elderly and dependent on Social Security and federal disability payments, as black lung disease was fairly common. By the late 1970s, only about 600 residents remained in the city.3

This was the unlikely setting when Knox McConnell arrived from Pittsburgh in 1977. He had been hired to run the bank. McConnell brought two new employees with him, Billie Jean Cherry and Terry Church, who became the senior members of what soon became a virtually all-woman workforce at the bank. Around town they were known as “Knox's Foxes.”4 Later, it became clear that Knox was no Charlie and his foxes were no angels.

McConnell was ambitious. He wanted to do much more than run a small community-oriented bank. He became active in politics, serving as the West Virginia finance director for George Bush's presidential campaigns in 1988 and 1992, and often boasted of his connections with Bush. On the business front, he reached across state lines and began offering mortgages to doctors in the Pittsburgh area, where homes were considerably more expensive than in Keystone. But his real goal was to make his mark at the national level. McConnell found his strategy in the early 1990s when he began to buy low-quality or subprime loans from other lenders around the country. He then sold securities by promising investors that the interest and principal payments made on his subprime loans would be used to pay the interest and principal on their securities. (In an interesting twist, Lehman Brothers handled many of the securitizations for Keystone.) Like a few who came before him and many who came after him, McConnell figured that if he earned a little bit more on the interest payments he received from his subprime loans than the interest he paid on the securities, with a large enough volume of business, he would have a sizable, steady, and secure income flow.

Many of the underlying low-quality loans McConnell used to back the securities he sold were subprime home improvement loans. Others were debt consolidation loans. By the mid-1990s, Keystone National Bank was a substantial player in the market for “Title One” loans, which were subprime home improvement loans insured by the Federal Housing Administration (FHA). A Keystone subsidiary, Keystone Mortgage Corporation, bought and sold $725 million worth of Title One loans in 1996, which amounted to about half of the total volume of Title One securitizations that year.

As the bank grew, McConnell's ambitions grew as well. He wanted to raise even more money to support his loan-buying and securitization activities. He was able to raise this additional money by offering to pay prospective customers higher rates of interest for their deposits than anyone else in the country—sometimes as much as two percentage points higher.

These high interest rates allowed Keystone to expand well beyond the size of the quiet, out-of-the-way community where it was located. People from all around the country were willing to deposit money in a bank they weren't familiar with, as long as they were going to earn more than they could get elsewhere, and their money remained federally insured.

There are many ways for depositors to place their money in banks outside of their local communities. McConnell raised money through the Internet and through middlemen known as deposit brokers.

Paying higher interest rates for deposits than everyone else left McConnell with little margin for error. Banks that borrow at high rates of interest have to lend at even higher rates of interest. Often, the only people willing to borrow money at the very highest interest rates are those who can't get loans from other, more conservative bankers. They are the borrowers who are the least likely to pay the money back.

This was the same problem faced by the insolvent savings-and-loans (S&Ls) of the early 1980s. They paid higher interest rates than everyone else as they tried to grow their way out of their troubles. In order to make money, McConnell also needed to grow his bank.

Early on, McConnell's strategy seemed to be working. Three times during the 1990s, the First National Bank of Keystone was recognized by American Banker as one of the best-performing small banks in the country.5 The bank also grew from holding $17 million in assets in 1977 to $102 million in 1992, and $1.1 billion in 1999. McConnell looked like a man ahead of his times. But while progressive in some ways he was old-fashioned in other ways. McConnell refused to install ATMs, stating, “This isn't ATM country. If one of those things broke, someone would pull out a gun and shoot it.”6

Emblematic of McConnell's risk taking was his decision to keep the riskiest parts of the securities that he otherwise sold. Securities are divided up into different pieces or tranches. Each tranche represents a different level of risk to its buyers. The riskiest tranche is called the residual interest. Also known as residuals, these are the part of a securitization that takes the first loss when the underlying loans don't generate enough in interest payments to pay all of the interest that is owed on the securities. None of the other tranches take any of the losses until the overall losses on the underlying assets are so great that the residual interest is wiped out. Estimating the value of the Keystone's residual interests turned out to be a major source of contention between McConnell and his bank's regulators.

As a national bank, Keystone was regulated and supervised by the Office of the Comptroller of the Currency (OCC). The relationship between Knox, his “foxes,” and the OCC's examiners was anything but cordial. He once told a business newspaper that, “I don't care for examiners at all. I think they ought to do away with them.”7

It's easy to see why he thought so. OCC examiners identified shortcomings at Keystone, and in 1995 issued criminal referrals to the local U.S. attorney after identifying falsified bank records and misapplied bank funds. McConnell challenged the examiners on just about everything. He wanted to make their lives as difficult as possible and delay them as much as possible until they left. But the OCC's examiners, who already were concerned about the bank's high-risk business strategy, increasingly were finding other problems related to the bank's weak internal controls, bad record keeping, and overall poor management. They began demanding improvements in the bank's operations.

McConnell did not live long enough to see the ultimate fate that awaited his bank. He died of a heart attack at age 70 in October 1997. Billie Jean Cherry became the new bank president. Later, she would become the mayor of Keystone. Terry Church, who was later described by an FDIC bank-closing specialist as a dogmatic, overbearing, and incompetent manager, took over responsibility for the bank's securitization activities. The relationship grew even more hostile. The examiners began to receive U.S. marshal escorts during their visits. Billie Jean Cherry didn't last long in her job—the OCC recommended replacing her with someone who possessed a better understanding of the financial system, and securitization in particular. Keystone's directors selected an OCC veteran, Owen Carney, and he started as the bank's president in February 1998. He resigned two months later, after clashing with bank officials.

At the FDIC we, too, were becoming increasingly concerned about the condition of Keystone and how its residual interests were being valued. These assets had come to represent nearly half of the bank's total assets. We asked the OCC if our examiners could participate in their next examination in order for us to better ascertain the bank's true condition. The OCC turned down our request. Later, as the bank's problems worsened they acquiesced and allowed us to participate in their examinations.

Once the FDIC's examiners were inside the bank, in mid-1999, our fears were confirmed. The discrepancy between what we thought the residual assets were worth and what the bank and its auditor claimed they were worth was large enough to wipe out all of the bank's capital and render it insolvent. But that wasn't the worst of it.

The bank's examiners had become increasingly suspicious of the condition of the other half of the Keystone's assets. For years, they had been looking at the bank's information on these loans to determine their condition. All had appeared to be in order. But Keystone didn't manage these loans itself. Another firm had been hired to service them. Now the examiners were demanding to see not just the bank's records for these loans, but also the records from the servicing company as well. When they saw the servicer's records the examiners were stunned. Keystone didn't even own the loans. They had sold them, totaling $515 million, but had continued to list them on their financial statements as if they still owned them. The massive fraud meant the bank would have to be closed as soon as possible.
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The fact that a bank is about to be closed is kept highly confidential. Rarely does word leak out in advance. But news of Keystone's problems began to spread like wildfire through the community. There was a run on the bank. Merchants stopped honoring the bank's checks. The FDIC had no time to carefully plan for the closing, which needed to happen the following morning—on Wednesday, September 1, 1999.

The FDIC needed to deploy a large number of people to Keystone right away. That was easier said than done. Keystone is not an easy place to get to. Most of the FDIC staffers who closed banks were based in Dallas, Hartford, or Washington, D.C. With some advance notice they could have found their way there, but mobilizing late in the day there were no remaining flights to anywhere near the bank's general vicinity.

Rickey McCullough and David Barr were among the Washington, D.C., and Hartford-based FDIC employees who flew into Charleston, West Virginia, rented cars, and drove over an hour to Bluefield, a town 25 miles and a mountain ridge away from Keystone, where they checked into the Holiday Inn. McCullough and Barr would be responsible for talking with the press and with the bank's customers, to reassure everyone that the bank's insured deposits were safe. The staff in Dallas chartered a plane, leaving near midnight, to get 40-plus FDIC bank-closing specialists into the general Keystone vicinity. They, too, had arranged for vans and hotel rooms to be available upon landing.

Security was a concern. Keystone's residents had a deep mistrust of the federal government. Government workers were bureaucrats who weren't as highly regarded as my passport from McConnell had suggested. State police and U.S. marshals were brought in to provide escort services and security.

The morning the bank was closed, hundreds of people gathered outside the bank building. Everyone was looking for information and answers. McCullough and Barr stood outside, their backs against the wall of the bank building, and began answering questions. Standing near them, unrecognizable to the town's residents, were two plainclothes U.S. marshals, who were there in case the crowd's anger got out of hand. The questions continued throughout the morning, each person wanting to reassure themselves first that their money was safe, and then, when they would have access to it.

The day grew hotter and more humid, with the temperature rising well up into the 90s. At one point, a woman offered McCullough and Barr bottles of cold water. Both accepted, greatly appreciating the kind gesture. After that, it seemed that the tension eased considerably and the crowd became much more accepting of their uninvited visitors.

The town's residents also were concerned about receiving their Social Security and disability payments on time. They were due, in many cases by direct deposit, the next day. But with the bank closed, there was nowhere for those deposits to go. Later that day, the bank-closing staff arranged for the deposits to be sent to the nearest local bank, meaning the 1,300 families waiting for their Social Security and disability payments received them on time.

Each morning during that first week, the FDIC staff would slowly drive along the crooked road from Bluefield to Keystone going up and then down the mountainside into the valley where the bank was located. Once in town most of the FDIC staff would be working inside the small bank building. Others were in the parking lot out back working inside a beat up old trailer from which the bank had conducted some of its mortgage operations.

Initially, communication was an issue. The staff's cellular phones did not work in the mountains. The bank had only a few phone lines, and there were a large number of incoming calls blocking those lines. Additional phone lines were set up, and 1,500 calls came in on the day of the closing. There were over 16,000 calls during the following two weeks.

There was only one restaurant in the nearby area, so for lunch, even though Billy Jean Cherry owned it, it became the place to go. Its specialty was tuna fish and cranberry on fried bread, a new dining experience for many FDIC employees.

On Friday, September 3, the FDIC staff held a town hall meeting to explain what was happening and to continue to reassure everyone that their insured deposits were safe. The meeting was held at nearby Northfolk Middle School. Four hundred fifty residents, most of the town's population, showed up. Many of them took buses from downtown to the junior high school. Initially, the audience was agitated. Then, as the meeting started and their questions were answered, the crowd was reassured that their insured deposits, which represented the vast majority of the money in the bank, were safe.

The most critical task facing the FDIC was getting local depositors access to their insured deposits. This is usually done by selling the closed bank and transferring its insured deposit accounts to another bank, which enables most banking services to be maintained. The buyer of the failed bank will often keep the same branches and employees in place to help serve the customers of the failed bank.

But there had been limited time to sell this bank. The FDIC staff had contacted 350 banks that it viewed as potential bidders to determine their interest in buying the bank. Such conversations are done on a confidential basis so as not to bring attention to an imminent bank closing. In this case, the bank was already closed so secrecy wasn't paramount—speed was. Seventeen banks showed an initial interest. After learning more about the bank, though, only one submitted a bid. It was to purchase some of the local insured deposits and a few of the bank's local assets. That deal was completed, but other arrangements would have to be made for the rest of the bank's insured deposits and for selling most of the failed bank's loans and other assets.

The sale to the lone bidder took place that Friday, September 3. Thirteen thousand insured deposit accounts totaling $135 million were transferred to Ameribank, a bank that 10 years later also would be closed. These depositors were given immediate access to enough of their money to get them through the Labor Day weekend. They had full access to their deposit accounts the following Tuesday. This is a little slower than the FDIC's normal practice, which is to close a bank on a Friday and reopen on Saturday or Monday, with depositors having access to their insured funds at that time. But given the unexpected midweek closing and the bank's antiquated information systems, we considered this to be a good result. The other local insured depositors also had access to some cash for the holiday weekend. Checks for the remaining amount owed were mailed to them at the beginning of the following week.

The community that initially mistrusted the FDIC began to appreciate the staff. When the school's students were outside their building selling T-shirts and hot dogs to raise money for their school supplies, the FDIC's employees on site took up a collection and donated the money to the students. The school principal sent Rickey McCullough a thank-you note for the work the FDIC did in the community. Included with the note was a piece of coal with the state's seal embossed on it.

In addition to the local insured deposits there was over $500 million in brokered deposits at the bank. Returning the insured portion of that money was a more complicated task. The owners of these accounts were not local residents, and unlike other deposit accounts, it is the brokers, not the banks, that keep the information on individual depositor balances that the FDIC uses to determine which accounts are insured. Often, brokers do not have a sense of urgency in providing the relevant information to the FDIC. At Keystone, it took several months to complete the process of paying deposit brokers for their insured amounts.

Despite the protection provided by deposit insurance, there still were local residents who lost most of their life savings. Some individuals, including many of the bank's employees, had purchased stock in the bank and had watched its value grow over the years. Now the stock that once had been valued at $132 million was worthless. Approximately 500 others, perhaps attracted by the bank's high interest rates, had a total of $15 million in deposits above the insurance limits. Only a small portion of that money would be recovered. One person committed suicide.

The bank also had been the major employer in the area. The senior officers of the bank owned most of the other businesses in town, including the hardware store, gas station, and motorcycle repair shop. Two thirds of the tax base of Keystone was directly related to the bank. Now that was gone. Without the temporary and artificial stimulus provided by the bank's activities, the town of Keystone continued its decline. By 2010 only slightly more than 300 residents remained.

McConnell, Cherry, and Church had been viewed as pillars of the community. They bought and developed property in Keystone and other communities in McDowell County, including a Harley-Davidson dealership, a bed-and-breakfast, and a community theater. They had shown a great deal of personal generosity, contributing to a number of worthwhile causes, albeit with other people's money.

McConnell probably didn't start out with the idea of committing fraud. As in most bank fraud situations, the fraud started once the hole already had been dug. The bank wasn't managed well enough to protect itself against the risks it was taking, and it couldn't afford the large salaries and fees that McConnell was paying himself and his senior managers.

After the closing, the FDIC staff found a room at a document storage company owned by Billie Jean Cherry located in an old schoolhouse across the street from the bank building. The door had been nailed shut. When FDIC bank-closing specialist Dan Bell opened the door with a crowbar, he found over 100 boxes of bank records that had never been filed—they had simply been tossed into boxes and set aside.

The bank had completed 18 securitizations in a five-year period and clearly was ill equipped to conduct such sophisticated operations. When buyers began demanding repayment for the poorly documented and badly underwritten loans they had been sold, the bank began sliding into insolvency. Eventually, McConnell began to falsify the bank's records in order to cover up his mistakes. Over the years the fraud grew larger and larger, becoming harder to conceal. After McConnell's death, Cherry and Church, who were willing accomplices, continued to perpetuate the fraud.

By the end, panic set in. A large dump truck pulled up outside the old schoolhouse the bank used as a storage facility. A vice president at Keystone Mortgage joined with some of his colleagues in throwing bank records from a third-floor window into the truck. These records were taken to Terry Church's house, high on a mountainside, and buried in a backyard trench, measuring 10 feet deep, 10 feet wide, and 100 feet long. The trench was covered with sod and grass, but investigators found them six weeks later.

There was little money left to recover. The FDIC's deposit insurance fund paid out $664 million following the bank's collapse. Desperately, Keystone Mayor Billie Jean Cherry claimed that the government was after her and Terry Church because they weren't Ivy Leaguers. During a town council meeting, 75-year-old Cherry made a fist and announced that if anyone tried to remove her from her position as mayor, she would “give ‘‘em some knuckle puddin’.”8

Billie Jean Cherry lost her job as mayor and in 2001 was sentenced to 16 years in prison, having been convicted of mail fraud, conspiracy to commit bank embezzlement, and money laundering. Cherry, who died in prison in December 2006 at the age of 82, had engaged in a 30-year relationship with McConnell, who had remained a life-long bachelor. As a result, she felt entitled to, and had taken, his money.9 Knox, who never spent money extravagantly, had intended to leave his millions to his alma mater, Waynesburg College.10 Terry Church, who became the bank's dominant figure after McConnell's death, was sentenced to 27 years in prison on bank fraud charges. Four other bank employees pleaded guilty to crimes connected to their work at the bank.

The scale of the fraud at Keystone National Bank threatened to obscure the larger risk to the financial system, which was the growth of subprime lending and the losses associated with it.
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Keystone, BestBank, and a few other banks that failed around the turn of the century, like the $2 billion Chicago-based Superior National Bank, illuminated the risks associated with subprime lending. The losses that resulted from subprime lending at all three of these banks were large enough to warrant their closing.

Keystone and Superior also involved disagreements between the bank regulatory agencies over the use of the FDIC's backup supervisory and enforcement authority. The ability of the FDIC to use this authority was a recurring theme beginning in the 1980s. Each crisis underscored the importance of the FDIC's having the authority to enter any bank when it sees problems. It is not that one agency's bank examiners are better equipped to identify and address problems. Indeed, Keystone, BestBank, and Superior were supervised by three different federal bank regulatory agencies. However, the FDIC does bring a different perspective; it incurs much of the cost of a bank failure. This gives the FDIC the incentive to end hopeless situations before problems escalate. Bank failures are expensive and harmful, so the system of checks and balances provided under the FDIC's backup examination and enforcement authority is important.

The same is true when the FDIC needs to prepare for a bank failure. The bank-closing staff needs information and access in order to prepare properly. The absence of careful advance planning only raises the costs and the disruption associated with bank failures. The Keystone episode shows that even at a fairly small bank, there are myriad issues to address at a bank closing in order to avoid unnecessary costs, disruption, and hardship.

During the late 1990s, the FDIC had grown increasingly concerned about the risks associated with subprime lending. Prior to then, most subprime lending activity took place outside of the banking system. But in the mid to late 1990s, bank holding companies began to acquire subprime lending companies. By the late 1990s, it was clear that subprime borrowers had a much higher default rate than other borrowers. Under Chairman Donna Tanoue, the FDIC attempted to raise capital requirements on subprime lenders to compensate for that higher risk. The agency was only partly successful.

Unsurprisingly, there was strong resistance from the banking industry to higher capital standards for subprime lending activities. What was surprising was that the FDIC's efforts ran into resistance from the other bank regulators, who were not as convinced that higher capital standards were necessary.

The federal bank regulatory agencies always attempt to reach consensus on something as important as capital standards. No regulator should want different standards for banks depending only on which agency regulates them. In the 1980s, there was a point where the bank regulatory agencies were not reaching agreement on appropriate capital standards, and Congress threatened to set the standards itself if the regulators could not agree.

In the case of subprime lending, bank regulators reached a compromise. Banks were required to hold enough extra capital to offset a 100 percent loss on any residual interests they owned. Capital requirements also were raised for banks that had subprime lending programs. However, capital requirements were not raised similarly for the nonbank affiliates of banks.

These actions, while helpful, turned out to be the regulatory equivalent of fighting the last war. Raising capital requirements for subprime lending conducted within banks was a real improvement. However, the predictable result was that banks shifted their subprime lending to their nonbank affiliates, which were not subject to these higher capital requirements. Thus, the broader banking system, particularly within larger financial institutions, remained at risk. These risks became apparent to all in 2008, when the subprime mortgages held by nonbank affiliates of banks became a significant factor contributing to the 2008 financial crisis.
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Chapter 9






Leadership Matters

During the late 1990s and the early 2000s, interest rates were low, the economy was strong, and the banking industry was earning record profits. Most people acted like the good times would never end. Federal Reserve Chairman Alan Greenspan talked about how productivity gains were creating strong economic growth without inflation.

Amid this climate of confidence, the FDIC was slowly but steadily rebuilding. The downsizing that had consumed the agency for many years was mostly complete. A number of new initiatives were launched to improve management within the agency, and a new chairman, Don Powell, pressed the agency to become more assertive, recognizing that its inward focus had been a handicap in debates over financial regulation.

With this mandate, the FDIC reengaged with external constituencies. We also placed renewed emphasis on identifying and analyzing issues that posed a potential threat to the stability of the financial sector. As a result, the agency identified and spoke publicly about the shortcomings inherent in the Basel II capital standards, began preparing for how to handle the failure of a large bank (which was viewed as unlikely at that time), and pinpointed the risks in the housing market as subprime mortgages proliferated. While the FDIC's warnings mostly fell on deaf ears, our work nonetheless signaled that the agency was prepared to once again be a leader in financial stability and financial regulation.
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In January 2001, Bill Clinton ended his eight years as president and George W. Bush succeeded him. This shift from a Democratic to a Republican administration marked another shift in the composition of the FDIC's board of directors. John Reich, a Republican who had been a community banker in Illinois and Florida and who had served as Senator Connie Mack's (R-FL) chief of staff, was appointed as vice chairman that same month. He replaced Skip Hove, who retired after 10 years as an FDIC board member and three stints as acting chairman. It was an emotional farewell. Skip was highly regarded by the FDIC staff throughout the country for his steady demeanor and strong commitment to the agency and its staff.

In August 2001, Don Powell was confirmed by the Senate to become FDIC chairman, replacing Donna Tanoue, who had resigned a few weeks earlier. Powell, like President Bush, was a Republican and a Texan, and had worked in banking for many years, most recently as the president and CEO of the First National Bank of Amarillo. He also was a former chairman of the Board of Regents of the Texas A&M University system.

Two years earlier, in November 1999, I was selected by Donna Tanoue to serve as deputy to the chairman and chief operating officer, returning to the position that I had held while Bill Seidman and Bill Taylor served as chairman. This time, I gained the broader responsibilities associated with the role of chief operating officer. Once again, I was working for a new chairman and wondering how it would work out.

The early signs were encouraging. Powell showed a clear desire to work effectively with the FDIC staff. Having recognized that the FDIC was historically composed almost entirely of career staff, Powell decided to bring only two people with him to the agency. John Brennan, a long-time and highly successful banker from St. Louis, Missouri, was brought in as a deputy to the chairman. Jodey Arrington, who had worked at the White House for President Bush, became Powell's chief of staff, replacing Mark Jacobsen, who had recently left the FDIC after capably taking the lead on several key policy initiatives.

From the start, Powell was in charge. He was perfectly willing to make the decisions he felt were appropriate for a chairman to make and delegate other decision-making responsibilities. He wanted everyone to be responsible and accountable for his or her own actions. When one manager who had become accustomed to running relatively minor decisions up the flagpole asked what to do about a certain matter, Powell told him that was his area of expertise so he should be telling the rest of us what to do.

I knew what my responsibilities were and appreciated the authority that Powell was allowing me to exercise. Powell made it clear that he would hold me accountable for my actions but that it was up to me to determine how to get my job done. Powell's management style allowed me to place a lot more authority and trust in the hands of the people working directly for me. They could then place more authority and trust with the people who worked for them. When I made mistakes, Don would let me know, but he always publicly defended my decisions.

Powell wanted the entire management team at the FDIC to understand his philosophy and become better managers. He began a series of regular leadership conferences for the agency's senior managers and invited outside speakers. These didn't start out well. Many managers were mistrustful of Powell and what he wanted to accomplish. Greater accountability meant greater personal risk. Since the downsizing wasn't completely over, some managers were fearful that their new chairman might be looking to push them out the door. While that wasn't the case, Vice Chairman John Reich, who strongly supported Powell, made it clear to the managers assembled at the first leadership conference that no one needed to stay at the FDIC if they weren't satisfied with their jobs.

Powell wanted to bring accomplished leaders to our management conferences. The first person he invited was Jack Welch. Welch refused. We were told that Welch believed there was no hope for any government agency so he didn't want to bother. For those of us who actually believed we could make a difference, this was disappointing.

However, Herb Kelleher, the CEO of Southwest Airlines, did agree to speak. Erica and I met Kelleher when he arrived at the conference center. We had been told in advance to bring a bottle of 150-proof Wild Turkey. Kelleher chain-smoked his way through his speech and had more than a few shots during the evening but was a knowledgeable and entertaining speaker.

Under Powell's leadership, we began a series of management initiatives to improve the FDIC's internal operations. Training programs that extended to all of the FDIC's employees were of particular importance. Bank examiners, who had very structured training programs during their first few years of employment, had relatively few training opportunities after that point. Given the growing complexity of the financial system, creating more advanced training programs in specialized areas of expertise was becoming increasingly important. In 2003, under the FDIC's newly created Corporate University, we began developing such programs.

We also needed to enhance our generalist training programs. We created a Corporate Employee Program. It allowed new employees to develop their skills in more than one area of expertise before they settled on a career path. The program created greater awareness among the staff of the FDIC's broader activities, and gave the agency greater flexibility to move staff into jobs where they were most needed, which would be particularly important during a financial crisis. I believe the program led to better decision making and performance across the agency.

Other steps were taken to improve decision making within the FDIC. A Human Resources Committee was formed, composed of senior representatives of all the internal functions, to provide recommendations on major personnel issues such as compensation levels, training initiatives, and promotion policies. Glen Bjorklund, the senior deputy in the Division of Administration, chaired weekly no-holds-barred meetings of this group.

At the time, Powell did not get much credit for such initiatives in part because employees were fearful of additional downsizing initiatives, but also in part due to active opposition from the FDIC's union. Powell was aware that on major personnel issues, such as pay-and-benefit negotiations, the union had often reached an agreement with management on a course of action, then immediately denounced the agreement in public forums. Such actions undermined cooperation between management and the union and added fuel to employee unrest (which also helped add dues-paying members to the union). In an attempt to avoid such a result, one of Powell's first meetings was with Colleen Kelly, the head of the National Treasury Employees Union, which represented FDIC employees. Powell asked if he could count on her to publicly support any agreement they reached together. She refused, and the tone for their relationship was set.

While considerable effort was devoted to having strong management, another of Powell's top priorities was for the FDIC to end its inward focus and reassert its role as an important part of the financial regulatory community. He told us that we “kept talking to ourselves” and that we needed to interact more with the outside world.

He was right. Years of downsizing had taken its toll. We had invested so much time and energy navigating through those difficult times that we were not communicating effectively with our external constituencies. Powell encouraged us to engage more broadly with relevant groups to develop our positions on the key policy issues. We began conducting symposia to gather input from interested parties, as we developed our policy positions and then began to publicly promote those views.

Powell cared deeply about ensuring that the banking industry maintained strong capital levels. This meant ensuring that sufficient amounts of the owners' money were at stake to cover any losses that might arise in the event banks ran into financial difficulties. Powell ran a bank in Amarillo during the 1980s and early 1990s. Hundreds of banks in Texas failed during those years, but his bank survived. He made sure his bank had built up enough capital during the good times to survive through the bad times. In his mind, “capital was king.”

The focus on strong capital standards contrasted with the efforts of the other bank regulatory agencies, which were directed toward reducing bank capital standards. International efforts to reform bank capital standards under the “Basel II” capital framework (named after the city in Switzerland where bank regulators meet to determine international bank supervisory standards) were being pushed by the Federal Reserve and by other international bank regulators. The Basel II approach allowed the world's largest banks to use their own internal models to determine how much capital they should hold. The standards also permitted much lower capital requirements for certain categories of “less risky” assets, such as residential mortgages and government debt.

While in theory it makes sense to have lower capital requirements for less risky types of assets, in practice it's quite difficult to determine what qualifies as “less risky.” The flaw in Basel II became painfully obvious a few years later, as the plunge in U.S. housing prices and Europe's sovereign debt crisis showed that residential mortgages and government debt carried considerable risk.

Even more problematic under the Basel II standards, “off-balance-sheet assets” had no minimum capital requirements. The 2008 financial crisis showed that banks sometimes still have responsibility for (and potential losses associated with) assets that presumably are off of their books. All of this argues strongly that banks be required to hold large amounts of capital regardless of the composition of their assets—a position the FDIC has always strongly supported.

The U.S. bank regulatory agencies required that the largest banks conduct “quantitative impact studies” with their internal models to see how much capital they would have throughout the business cycle under the Basel II capital standards. By now, the regulators were on their third test, or QIS-3, as it was called in the bank regulatory world. The reports back from the banking industry were that aggregate capital requirements would not decline much under Basel II, even though individual banks might be positively or negatively impacted.

George French was the senior FDIC person working with staff from the other bank regulatory agencies on assessing these results and determining the likely impact of the proposed Basel II capital standards. Most people who know George believe he is a rather reserved person. I know better. George enjoyed taking me apart over a chessboard. Others had similar experiences, which gave rise to the (friendly) nickname “Mean George.”

His analysis of the results from a change to Basel II capital differed from the conclusions reached by the banks. Using more realistic scenarios than what the banks had provided, he projected that implementation of Basel II would result in a significant decline of the required capital levels at the largest banks—averaging about 40 percent.

The Federal Reserve and the largest banks didn't particularly like hearing what George had to say. They were pretty far down the road on the Basel II framework and didn't want the FDIC throwing it off track. Representatives from the largest banks, who had never paid much attention to the FDIC before, started to come by to visit to explain their case, but the agency did not back down.

Powell gave George permission to release his results, over the objections of the Federal Reserve, and they were published in December 2003. The main conclusion was highlighted up front: “Contrary to descriptions of Basel II not significantly changing overall capital requirements, we expect large percentage reductions in risk-based capital requirements.” Nevertheless, the FDIC's voice was ignored as much of the rest of Europe's and the United States' bank regulatory agencies remained firmly behind the Basel II standards.

To his credit, Powell made the case for strong bank capital levels throughout his term as FDIC chairman. Later, Acting Chairman Marty Gruenberg and Chairman Sheila Bair would continue as vocal advocates for strong capital requirements. If the banking industry had listened to them, it would have been better prepared for the 2008 financial crisis.

Powell also helped the FDIC staff win back an important authority it had lost a decade earlier. This authority was known as “backup supervisory and enforcement authority,” and Powell's action freed the FDIC staff of the requirement to seek board approval before examining problem banks that were outside the agency's direct supervisory authority (most large financial institutions are supervised not by the FDIC, but by the Federal Reserve and the Office of the Comptroller of the Currency [OCC]). While it sounds like an administrative matter, few issues resonated deeper with the FDIC's staff.

The FDIC's board voted in 1993 to impose the requirement to obtain board approval for all backup supervisory actions. In the years that followed, the FDIC generally had a vacancy on its five-member board. With two of the remaining four board positions filled by representatives from other bank regulatory agencies, it became difficult for the staff to obtain approval for any backup supervisory actions. Generally, the view of the “outside” board members, and the view of many bankers, was that there were enough regulatory agencies examining these banks without creating the extra burden and cost associated with adding the FDIC into the mix. As a result, the staff rarely sought to use its authority, despite the agency's desire to intervene early in troubled institutions, and a strong practical interest in how all insured institutions are managed and supervised.

Powell knew the staff felt handicapped without being able to effectively exercise the agency's backup authority and was determined to take corrective action. When the board was reconstituted with a full five members (three of whom had no affiliation with the other bank regulatory agencies), he seized the opportunity to consider the issue, and secured a majority vote to restore the authority. In the aftermath of the 2008 financial crisis, Congress included provisions in the 2010 Dodd-Frank Act that further enhanced the FDIC's backup authority.

In the aftermath of the banking and S&L crisis in the 1980s and early 1990s, it was clear that the FDIC had not done enough to examine the broader, more systemic risks facing the banking industry. Chairman Helfer addressed that concern in 1995 when she created a Division of Insurance, which was staffed with economists, financial analysts, and bank examiners, who were tasked with examining system-wide risks.

In January 2003, Powell created a National Risk Committee composed of the agency's senior-most officials and began to look at pending risks from a variety of perspectives. Art Murton, Maureen Sweeney, Rich Brown, and the staff in the Division of Insurance and Research were responsible for providing regular assessments of conditions in the overall economy and its various sectors. Mike Zamorski, John Lane, and the staff in the Division of Supervision and Consumer Protection were responsible for providing analyses of how banks were faring overall, and how they were faring in particular types of activities at the national, regional, and individual bank levels. The committee meetings started to provide us with coordinated insight that guided us in developing policy responses, supervisory priorities, and organizational resource requirements.

Of all the work carried out by the National Risk Committee, the most significant was its findings about the U.S. housing market. At a time when analysts throughout the private and public sectors were celebrating the rise in housing prices, the committee identified a number of reasons to be cautious about the rising prices.

Cynthia Angell and Norm Williams analyzed each of the country's metropolitan areas and found that there were 33 markets in 2003 where housing prices had risen so dramatically they could be characterized as boom markets, the highest number witnessed during the 25 years covered by their data. The analysis also showed that while housing booms sometimes turned into busts, more often the result is a prolonged period of price stagnation. What made these price rises different from others was an erosion in mortgage-lending standards. Subprime mortgages had increased nearly 10-fold in the prior nine years, and such mortgages were associated with much higher rates of default. Home buyers were also increasingly availing themselves of higher leverage mortgage products and second mortgages (also known as “piggyback” loans). The report concluded, “An increased incidence of default and foreclosure could, in turn, contribute to downward pressure on home prices as distressed properties are liquidated by lenders.”

In warning about the rise in housing prices, and the potential for a crash of the housing market, the FDIC was a lone voice in the wilderness. No other government agencies were issuing similar warnings, and the chairman of the Federal Reserve, Alan Greenspan, was categorically rejecting the idea of a bubble in the housing market.

Trying to draw the right balance between getting important information out to the public and not creating panic by having a federal agency say the sky was falling, we decided to publish the study to raise public awareness and let others draw their own conclusions. In February 2005, the FDIC issued the report, which was titled: “U.S. Home Prices: Does Bust Always Follow Boom?” We expected that it would receive a lot of attention; instead, it received very little.

Shortly thereafter, Angell and Williams updated their analysis to incorporate data from 2004 and found that the number of markets with housing booms had increased to 55, twice the peak of the late 1980s' housing boom. This analysis was published a few months later, under the same title. An Associated Press article about the report was headlined “Red-Hot Housing Markets Stir Fears of Busts: Bank Regulator Warns of End to Housing Boom.” The article noted that the FDIC repeated its warning that “credit market conditions may make current housing market booms different than past ones, which have tended to taper off rather than bust.”

While the FDIC began taking more aggressive action against individual institutions with weak mortgage-lending standards and high exposure to markets with housing booms, there was little market reaction to the report. It may simply have been that people were making so much money from the housing boom that they didn't want to stop speculating on housing prices any sooner than necessary. But, in retrospect, we should have been more aggressive with our warnings.

The FDIC also identified the risks posed by an erosion of lending standards, as well as higher concentrations of risk building in commercial real estate markets well before they began to manifest themselves in actual losses. We addressed those concerns by issuing a regulation requiring that banks increase their capital levels as both the level and the riskiness of their commercial real estate exposure exceeded certain levels.

In March 2004, I created a Large Bank Resolution Policy Committee. My purpose was to better prepare the FDIC for a large-bank failure. While I viewed the likelihood of such an event anytime soon as small, the implications for the FDIC and the financial system were severe. It was way past time for us to address the issue. Ever since the failure of Continental Illinois in 1984, there had been an awareness of the problem of too big to fail.

Between 2004 and 2007, the FDIC started to address large-bank resolution policy issues. A number of steps were taken to better prepare for the financial market calamity that ultimately awaited us. At one point, Powell encouraged us look at whether it made sense for the FDIC to seek failure resolution authority for Fannie Mae and Freddie Mac, the two large government-sponsored housing agencies that later had to be taken over by the federal government. We ultimately decided not to pursue such authority.

Between 2006 and the first half of 2008, we engaged in a series of bank failure–related training exercises and large-bank failure simulations. These exercises proved to be helpful in preparing us for the financial crisis. Our last failure simulation exercise had much in common with what later happened at Wachovia.
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While the FDIC could take pride in its work highlighting the shortcomings of Basel II and vulnerabilities in the housing market, as well as our work preparing for how to respond to major bank failures, the agency had a mixed record in identifying emerging risks to the banking system prior to the 2008 financial crisis. For example, our efforts focused exclusively on insured depository institutions (the banks we were responsible for as deposit insurer) and the universe of institutions that created the banking crisis of the 1980s and early 1990s. We did not try to identify the risks that were building up in institutions outside the banking system, as we saw that as beyond our scope, and we accepted the conventional wisdom that these institutions were adequately diversified. While data were scarce, our mistake was in not trying to identify the nature of this diversification, and failing to see that relatively new and complex instruments, like collateralized debt obligations, could actually be magnifying risks—not mitigating them—and threatening to overwhelm the entire financial system.

The FDIC also missed some of the problems developing within the country's largest banks. These banks had moved many of their risky mortgage-backed securities off their balance sheets into special investment vehicles (SIVs). The large banks didn't own these SIVs—that privilege was reserved for some of their best customers. But when these SIVs could no longer obtain market funding, their sponsor banks felt obligated to absorb the losses. We may have missed the SIVs because the FDIC still wasn't really involved in monitoring risks in the country's largest banks. In our defense, the OCC and the Federal Reserve, the large banks' primary regulators, also missed the threat posed by SIVs, as did the banks that created them.

Even these shortcomings could not obscure that the FDIC, having worked through its many internal issues, was coming out of its self-imposed shell and reengaging in important public policy debates. Don Powell, who left the FDIC in November 2005 when President Bush asked him to take charge of the Hurricane Katrina relief efforts, deserves much of the credit for helping the agency to reassert itself. With a major financial crisis on the horizon, the new thinking that permeated the agency came not a moment too soon.





Chapter 10






Save Money, Live Better

A thorny question for banking regulators has always been who should be allowed to own a bank. Playing a critical role in the economy, banking is fundamentally based on trust. Therefore, regulators should allow only people who are worthy of the public's trust to own a bank, and prohibit those who are not. What criteria should be used to tell the difference? An overly conservative approach risks limiting competition, innovation, and economic growth. However, an overly permissive approach can lead to waste, fraud, self-dealing, or other forms of abusive behavior.

The criteria for ruling on bank applications continue to evolve, as policymakers try to find the right balance between competing objectives. These debates can devolve into mind-numbing details that attract little or no interest beyond the limited confines of the financial regulatory community. But that changed in 2005, when mega-giant retailer Walmart sought government approval to start a bank.

It didn't take long for those opposed to Walmart's application to mobilize. The opponents raised a number of important public policy issues, though many of these issues were disconnected from the criteria used by the FDIC when ruling on a bank application. As the agency navigated its way through the process of ruling on the application, there was a prolonged and contentious public debate.

The Walmart episode was noteworthy in two ways. First, it was an opportunity for the FDIC and other financial regulators to review the mostly ignored issue of commercial firms owning limited-purpose banks. Second, it showcased how advocacy campaigns can influence the direction of banking public policy.

I was deeply involved in the Walmart episode, and while I believe my colleagues and I tried to be fair in handling the application, I eventually came to the conclusion that the process was not the agency's finest hour.
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The FDIC was created as an independent government agency, with the objective of keeping political considerations out of its decision making. It is supposed to serve the public interest, but different people have different ideas about what constitutes the “public interest.” At the very least, it means listening to, and being responsive to, various public and private constituencies.

The FDIC receives dozens of applications for deposit insurance every year. They are routine matters that generally draw little attention. The law governing deposit insurance specifies seven factors the FDIC should consider in deciding whether or not to accept an application:


	Do the organizers have the ability to provide ongoing financial support to the bank?

	Are the organizers initially contributing sufficient amounts of their own money or capital to support the bank?

	Given the applicant's proposed business plan, can the bank be profitable within a reasonable period of time?

	Is the general character and fitness of the proposed bank's management such that they should be permitted to own a bank?

	Does the application pose undue risks to the deposit insurance fund?

	Will the applicant meet the convenience and needs of the communities it seeks to serve?

	Are the activities the bank plans to engage in consistent with the purposes of the Federal Deposit Insurance Act?



The FDIC typically reviews applicants' proposals and informs them as to what more they must do in order to meet these requirements. Applicants then have the opportunity to address any concerns before the FDIC renders a decision. A decision is typically rendered within a few months and rarely attracts attention outside the banking community.

The usual rules didn't apply to Walmart. Its opponents mobilized around the issue of whether commercial businesses should be allowed to own banks. Some argued that there are inherent conflicts of interest that make it necessary to keep banks, the lenders of money, separate from commercial businesses, the borrowers of money. The fear is that banks owned by commercial businesses will not lend money to competitors of their parent company. There are also fears that even if these banks lend money, they will take the confidential information they gather in the loan application process and share it with their parent company.

In addition, a commercial firm could direct its bank to lend to itself or to other companies it owned, either in excessive amounts or at below-market rates of interest. Each situation would pose risks to the bank and create an unfair competitive advantage for the parent company.

The proponents of allowing banking and commerce to mix together point out that there are laws to prevent such abuses. Moreover, they assert that allowing commercial businesses to own banks will benefit the general public by allowing for greater competition, hence better prices and services within the banking industry.

This issue has been debated since the earliest days of the U.S. banking system. Railroad companies owned the first banks and helped finance the development of our country's transportation system. Wells Fargo had a mail delivery business before it ever owned a bank. Over time, the gulf between banks and commercial businesses widened, but the issue was never completely settled.

When Walmart submitted its application in 2005, commercial businesses generally were not permitted to own banks. However, there was one type of bank they potentially could own: an industrial loan company (ILC).

ILCs were created in the early 1900s. They provided loans to low- to moderate-income families who could not obtain loans from traditional commercial banks. ILCs served this purpose for several decades, leading a fairly quiet existence until the late 1980s.

In 1987, Congress passed the Competitive Equality Banking Act, which allowed ILC ownership by commercial businesses. By 2005, 15 commercial firms owned ILCs, including General Motors, Toyota, BMW, and Volkswagen. The automobile companies used their banks for credit card lending and to provide mortgages to automobile dealerships and their owners.

General Electric, Sears, Nordstrom, Harley-Davidson, and Target also owned ILCs. Some offered credit cards. Others had particular niches that other banks did not fill. Transportation Alliance Bank offered banking services to truck drivers at truck stops owned by Flying J, its parent company. Consistent with the purpose of the original ILCs, there was an ILC that provided loans to low- to moderate-income families in the East Los Angeles area. In contrast, financial companies—including investment banks like Goldman Sachs, Merrill Lynch, and Lehman Brothers—owned the other ILCs in existence at that time.

ILCs represented almost 1 percent of all federally insured banks, and about 2 percent of assets. Merrill Lynch owned the largest ILC, with over $60 billion in assets. Only seven states permitted ILCs. Most were located in Utah or California. Walmart's application was submitted to Utah's State Banking Department.

The 1999 Gramm-Leach-Bliley Act placed additional restrictions on commercial firm ownership of banks and thrifts, but ILCs were expressly exempted from those restrictions. Many viewed this as a loophole that needed to be fixed. Others said it was a carefully designed exception. Whatever the answer, it was not within the FDIC's power to decide. Walmart's opponents argued that given the significance of Walmart's potential presence in the banking industry, the issue of whether commercial firms should continue to be permitted to own ILCs needed to be resolved by Congress.

This highly visible, emotionally charged issue fell into the lap of the FDIC's new acting chairman, Martin Gruenberg. Marty had worked on the staff of Senator Paul Sarbanes of Maryland for 25 years. While his was largely a behind-the-scenes role on Capitol Hill, he was an influential player who had been actively involved in all of the major banking legislation of the past several decades.

Marty became the FDIC's vice chairman in August 2005. My impression was that while he liked the idea that he would have a key role in the agency's future, he was pleased that as vice chairman he would have time to learn more about the agency without the immediate pressure that would face a new chairman. That changed in November 2005 when the FDIC's chairman, Don Powell, walked into Marty's office and told him that he was leaving the FDIC and that Marty would become acting chairman. President Bush had asked Powell to lead the administration's relief efforts for the victims of Hurricane Katrina, and the president wanted him to start immediately.

Because of the complex issues raised by Walmart's application, as well as the heightened interest in the matter, Gruenberg decided to ask for public comments and to hold public hearings. Marty asked me to chair the hearings, and I was joined by two other senior FDIC employees: Douglas Jones, the acting general counsel, and Sandra Thompson, the acting director of Supervision and Consumer Protection.

Doug and I had worked closely together for many years, and everyone who worked with him respected his deep knowledge and intellect. He had been instrumental in the 1984 Continental Illinois open-bank assistance transaction, which had been perhaps the most significant event in the FDIC's history. Doug was known for his near encyclopedic knowledge of bank regulatory issues, and even more importantly, for his objective and unbiased approach to issues.

While I was pleased with Doug's selection to the panel, I'm pretty sure he was not. Doug did not like to be in the spotlight, and now he would be sitting up on a stage addressing a key issue at public hearings for all to see.

Sandra Thompson left Goldman Sachs in the early 1990s at the height of the savings-and-loan (S&L) crisis to join the newly created Resolution Trust Corporation (RTC). She had worked on asset sales for the agency and was instrumental in what was then a new way of securitizing commercial loans. When the RTC was merged back into the FDIC in 1995, Sandra joined the FDIC's Division of Resolutions and Receiverships. She moved on to positions of greater responsibility over the years, eventually taking on the position of director of the FDIC's Division of Bank Supervision.

The panel's first step was to find out who wanted to speak at the upcoming hearings. About 70 groups and individuals responded to public notice of the hearings. The group included then current and former members of Congress, including former Senator Jake Garn, Congresswoman Stephanie Tubbs Jones, and former Congressman Thomas Bliley.

Many of the comments were from banking organizations. The American Bankers Association, the Independent Community Bankers of America, America's Community Bankers, and the American Financial Services Association all asked to speak, as did numerous state organizations, including those from California, Colorado, Illinois, Iowa, Kansas, Minnesota, Missouri, North Dakota, Utah, Washington, and Wisconsin.

Nonprofit consumer advocacy groups were passionate about denying Walmart a banking charter, and they submitted a number of responses. Unions also joined the battle, as they did not want the nonunionized Walmart to become a larger presence on the retail landscape. Also responding were organizations that had Walmart in their names: WARN (the Walmart Alliance for Reform Now), Wake-Up Walmart.com, Walmart Watch, and Working Families for Walmart.

The wide range of interested parties indicated that this hearing would be unlike anything in FDIC's experience. After some deliberation, we decided that every group that asked to participate would be invited to speak.

Three days of hearings were scheduled in April 2006, two in the Washington, D.C., area, and the third in Overland Park, Kansas, to provide a central location for those who preferred not to have to travel to the East Coast. The Washington, D.C., area hearings were held at the FDIC's new 500-seat auditorium in the L. William Seidman Center in Arlington, Virginia.

The format for the hearings was similar to congressional hearings. Presenters were grouped into various panels, and each presenter was given five minutes to speak. After all the presentations on a panel were completed, there was a 15-minute question-and-answer session.

The press was well represented. CNBC, Bloomberg, Dow Jones, Reuters, the Associated Press, the Washington Post, the New York Times, the PBS Nightly Business Report, BBC-TV, and Al Jazeera International all attended.

I opened the proceedings by reviewing the purpose and ground rules for the hearing. The first presenter was Jane Thompson, the president of Financial Services at Walmart. Her testimony set the stage for much of what would follow. After brief opening remarks, she made a commitment that if Walmart were allowed to open a bank, it would not engage in retail banking. She was letting everyone know that Walmart's bank would not compete with community banks by collecting deposits and making loans. Walmart's bank, she said, would be created only to “sponsor” credit card, debit card, and electronic check transactions conducted in Walmart stores.

While the precise meaning of this pledge may not have been well understood by the general public, here's what it meant in practice: A sponsor bank supervises the process of transferring funds from one party to another in a timely manner when a customer conducts an electronic transaction, such as by credit card. For providing this fairly routine service, a fee is paid to the sponsor bank for each transaction. By owning a bank, and having that bank serve as a sponsor for electronic transactions conducted in Walmart stores, Walmart would pay those fees to its own bank rather than to another bank. A portion of any savings that resulted then could be passed on to Walmart's customers in the form of lower prices.

Walmart already provided some basic financial services to their customers, many of whom did not have traditional bank accounts. Walmart stores cashed checks, sold money orders that could be used to pay bills, and transferred money for their customers throughout the United States and internationally. These were all activities that could be conducted without owning a bank.

Walmart's Thompson said that for other types of traditional banking services, such as providing savings accounts and loans, Walmart would continue to allow independent banks to lease space in their stores. At the time, there were banks in over 1,150 Walmart locations, and some of those banks were concerned that they would be displaced if Walmart formed its own bank.

The limited scope of Walmart's planned banking operations was an attempt to minimize resistance to its application. However, the concession did little to satisfy community bankers and the other critics.

Walmart's critics raised four key issues during the hearings: the mixing of banking and commerce, unfair competition, consistency in regulatory approach, and concentrations of power. For the most part, critics recognized that each of those four issues already had a framework of laws and regulation in place and that there was a tenuous connection between the four public policy issues and the framework the FDIC was legally required to abide by in making a decision on Walmart's application. What they wanted was a change in those laws or, lacking that, a change in how the FDIC looked at those laws.

Terry Jorde, then chief executive officer of CountryBank USA of Cando, North Dakota, spoke on behalf of the Independent Community Bankers of America (ICBA), the trade group representing community banks. She urged the FDIC to deny the application, saying that Walmart would engage in unfair competition with community banks.

After Walmart's three prior unsuccessful attempts to enter retail banking, she and others saw no reason to believe that this more limited fourth attempt was anything more than an effort by Walmart to get its “mammoth foot” in the door to enter branch banking at a later date. As one community banker put it, “All they want is a charter and their camel will have its nose under the tent's edge.” Another speaker said it was a “whole nuther body part” getting under the tent.

Walmart's few supporters thought it was unfair to prevent the company from opening a limited-purpose bank when its competitors, like Target, already had one. These supporters saw the community bankers' attempt to deny Walmart a bank charter as nothing more than entrenched businesses seeking to restrict competition to the detriment of the general public.

One indication of the intense opposition to Walmart was that certain states such as California had already changed their state law to prevent Walmart from opening an ILC. Congress looked to do the same on a national level.

In November 2005, the House of Representatives passed bipartisan legislation sponsored by Representatives Barney Frank and Paul Gillmor that would have restricted the ability of ILCs owned by commercial firms from branching across state lines. The Senate did not pass similar legislation, so the bill was not enacted into law.

Even former Utah senator and Banking Committee Chairman Jake Garn—widely regarded as one of the ILC's most ardent supporters—opposed a possible effort by Walmart to become a retail bank. In discussing the Competitive Equality Banking Act of 1987 that permitted certain states to continue to charter FDIC-insured ILCs, he said, “It was never my intent, as author of this particular section, that any of these industrial banks be involved in retail (banking) operations.”

While those both for and against Walmart's application passionately delivered their various testimonies, the proceedings were surprisingly orderly. The audience was attentive, and the atmosphere inside the hearing room was serious.

Most of the presenters referenced the importance of not mixing banking and commerce. Peter Wallison of the American Enterprise Institute was one of a few presenting a different point of view. He noted that Congress had already addressed this issue in the 1999 Gramm-Leach-Bliley Act when it had determined that suppliers of credit did not need to be separate from the users of credit because it allowed commercial banks to be affiliated with securities firms that are large users of credit. Similarly, there are no restrictions on individuals owning both banks and commercial firms. Others pointed out that there were more than enough banking alternatives to make it unnecessary for a business ever to have to do business with a bank owned by a competitor.

Several commenters noted that there already were clear laws restricting both the amount a bank can lend to an affiliated organization and the terms for that lending. These restrictions are included in Sections 23A and 23B of the Federal Reserve Act. Enforcing those laws is an important part of the bank supervisory process.

Walmart officials sought to mitigate concerns related to the mixing of banking and commerce by making a commitment that their bank would not lend to its parent organization or any of its affiliates. They insisted that they intended to stick to their more limited business plan of sponsoring electronic transactions in Walmart stores.

Another theme that emerged was that the company's parent organization could be subjected to a different type of supervision. This was something the Federal Reserve in particular cared about a great deal. The Bank Holding Company Act requires that the parent organizations of banks be subject to supervision by the Federal Reserve. But ILCs were not considered to be banks under the Bank Holding Company Act. This meant that the Federal Reserve did not have authority to supervise the parent organizations of ILCs.

However, the FDIC and state regulators did have authority to supervise financial interactions between ILCs and affiliated companies, including parent organizations. In this regard, the rules and the supervisory treatment were no different for ILCs than they were for commercial banks and thrifts. As a result, historically, the financial performance, failure rates, and costs to the deposit insurance funds were no different for ILCs than they were for commercial banks or thrifts.

There was a vocal concern about a concentration of power if Walmart were allowed to own a bank. Walmart already had nearly $300 billion in annual revenue, 3,600 domestic retail locations, 1.25 million employees, and 100 million customers per week. The ICBA pointed out, “If Walmart were a country, it would rank as China's 8th largest trading partner, ahead of Russia, Australia, and Canada.” One banker asked, “Where is Teddy Roosevelt when you need him?”

The FDIC must assess whether the applicant will serve the convenience and needs of their local communities. All new banks are required to provide the FDIC with a plan describing how they will comply with the Community Reinvestment Act (CRA), which encourages banks to extend loans to the communities in which they operate—particularly low- and moderate-income neighborhoods. Various presenters pointed out that Walmart had originally submitted a weak CRA plan and upgraded their plan only when they realized it could adversely affect their application. The consumer groups and unions that spoke at the hearings charged that Walmart was a poor corporate citizen and that a Walmart bank would not serve the needs of local communities.

Character and quality of the proposed bank's management is another consideration. The AFL-CIO said, “Walmart is a company that does not play by the rules. That factor alone makes its proposed bank a threat to the taxpayers and the nation's banking system.”

Other critics questioned whether an entity such as Walmart would pose an undue risk to the deposit insurance fund. Some believed that commercial firms posed undue risks, charging that over time a high percentage would go bankrupt. Along the same lines, some pointed out that if Walmart were approved to sponsor electronic transactions, it would have access to the U.S. payment system, and as such could pose a systemic risk. The amount of activity in Walmart stores alone could add up to 140 million transactions a month and $170 billion per year.

By contrast, the Utah Association of Financial Services and the California Association of Industrial Banks saw commercial owners strengthening banks more so than traditional bank holding companies. They pointed out that the typical bank holding company was a relatively weak organization, which provided little financial support to its bank subsidiary. As a result, they said,


A bank holding company is almost always irrelevant if a bank is failing. Hundreds of banks owned by bank holding companies have failed during the past twenty years and the only instance we are aware of when a bank holding company saved a failing bank subsidiary is when the holding company owned other banks that could absorb parts of the failing bank without failing themselves.



Despite these views, the ILC industry itself was not pleased by Walmart's application. The industry's officials did not want all of the attention that was now focused on the once-quiet industry and worried that congressional action could adversely impact their business.
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The FDIC received over 13,800 comment letters on Walmart's application. Most of them were opposed. We needed to evaluate the information we had gathered during the hearings and from the public comments. Marilyn Anderson, Bob Fick, Don Hamm, Ann Johnson, and many others provided valuable staff support throughout the process.

As the review process was playing out, Sheila Bair arrived as the FDIC's new chairman. Sheila was smart and politically focused, having spent many years working on Capitol Hill for Senator Bob Dole of Kansas and as senior vice president for government relations at the New York Stock Exchange. Walmart's application for deposit insurance would be her first big decision and political challenge. She later claimed, in her memoir, that when the issue first arose, “I couldn't make a decision. So I punted.”

Her “punt” came in the form of asking the FDIC's board of directors to adopt a six-month moratorium on all applications for deposit insurance and change-in-control notices for ILCs. The board approved the proposal, which marked the first time the FDIC ever declared a moratorium on its regular business responsibilities to evaluate a policy issue. There was some precedent, by government agencies, which had on rare occasion enacted moratoriums for limited periods of time to better assess particular issues. The FDIC's moratorium bought Bair some time, and also gave members of Congress time to decide if they wanted to address the issue.

The FDIC asked for public comment on relevant public policy issues, generating an additional 12,600 comment letters. Many of the letters came from organized campaigns. Congressmen Barney Frank and Paul Gillmor introduced legislation subjecting corporations owning ILCs to FDIC regulation. The proposed legislation also limited the ability of certain ILCs to branch into certain states. However, Congress did not enact any legislation within the six-month moratorium period. Industrial banks had a powerful supporter in the Senate, Robert Bennett of Utah, who saw no “legal or moral reason” why Walmart should be denied a bank charter.

Given the stalemate between the two houses of Congress, 107 members of the House of Representatives sent a letter to the FDIC in December 2006 requesting that the agency extend its moratorium by an additional six months to give Congress more time to consider legislation.

Determining whether to extend the moratorium was a complicated issue for the FDIC. Despite the swirl of public policy issues, the FDIC had a responsibility to respond to applications in a timely manner. Walmart submitted its application in July 2005 and had been waiting 18 months for an answer. Many of the FDIC's career staff, and many observers outside of the agency, were worried that the decision-making process had become too politicized. In their view, extending the moratorium further would push the boundaries of an appropriate use of the FDIC's independence. Several other applications were being held up as well, since the six-month moratorium had covered all ILC applications. The complaints over the FDIC's inaction were steadily rising.

Nevertheless, in January 2007, the FDIC's board of directors extended the moratorium for an additional year. The extension was more limited, applying only to those ILC applications for deposit insurance or a change in control (or ownership) by companies that were primarily engaged in commercial activities. Other ILC applications from parent organizations that were engaged in financial activities would be allowed to move forward. Sheila said that the purpose of the yearlong extension was to give Congress adequate additional time to consider legislation. She also said there would be no further extensions.

Congressmen Barney Frank and Paul Gillmor sponsored new legislation that would prohibit the FDIC from granting deposit insurance to commercial firms for new ILC charters and limiting the ability of some of the existing ILCs to open branch banks. The House of Representatives passed the legislation by a large margin. Getting approval for a bill in the Senate again would prove to be more difficult.

Under the House bill, automobile companies that already owned ILCs would be allowed to keep them. However, automobile companies that did not own ILCs, like Ford and DaimlerChrysler, would not be allowed to form their own limited-purpose banks. They argued that prohibiting them from owning ILCs would put them at a competitive disadvantage, but to no avail.

The prospect of additional automobile companies owning ILCs drew little public protest. The unions and consumer groups that had so vigorously opposed Walmart's application did not voice the same concerns about unionized automobile companies owning ILCs. The silence strongly suggested that what motivated the opponents of Walmart's application was not so much a concern about mixing banking and commerce, but rather a concern with Walmart's size and nonunion environment.

After the additional one-year extension of the moratorium, the earliest Walmart could hope for a response from the FDIC would be two and a half years after the application had been submitted. The company saw no reason to wait any longer and in March 2007 withdrew its application. Sheila issued a statement saying, “Walmart made a wise choice. This decision will remove the controversy around their intentions.”

In October 2007, the Senate held hearings on the ILC issue, and I testified on behalf of the FDIC. But the hearing was anticlimactic. With the Walmart application no longer pending, there was little interest in the issue and congressional support for new legislation dissipated.
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Walmart was singled out for special treatment. The standard process for treating bank applications was not followed. Given the company's size, perhaps that was inevitable (although another major retailer, Target, had an ILC application approved in 2004, amid little public scrutiny). Certainly, there was merit in holding public hearings, since in all of my years as a bank regulator I had never seen such a heated outcry over a bank regulatory issue. By holding public hearings, both sides were given an opportunity to air their views.

I question the decisions to grant the moratoriums—particularly the second one. Bank regulators have a responsibility to not only listen but to be responsive to the public and to the industry they regulate. Too often, regulators take the easy way out by not addressing difficult issues, waiting for them (and their sponsors) to go away. Often, such delays are not transparent, so they receive little public attention. Here, at least the FDIC's inaction was on display for the world to see. Regardless, such behavior is an abuse of power that does not serve the public well.

Inordinate delays are bad enough, but the decisions to grant the moratoriums went a step further. They were affirmative steps by the FDIC to not apply the existing laws and regulations. An independent federal agency should consistently apply the laws and regulations that are in place, rather than succumbing to congressional and public pressure and, in effect, lobbying for a change in the law.1

The FDIC had more than enough time to consider the different issues raised in the hearings and the comment letters. As the Los Angeles Times later editorialized, “There can't be one set of rules for most firms and a separate set, made by political agitators, for Walmart.”

Walmart's application for a limited-purpose bank was not an open-and-shut case. There was an assumption (probably correct) that once Walmart had a limited-purpose bank, it later would want to expand into retail banking. More importantly, there was an assumption that if Walmart were granted a limited-purpose bank charter, the FDIC eventually would allow it to expand into full-service banking. In fact, the FDIC has authority to set conditions around approvals and could have ensured that Walmart was prevented from expanding into retail banking and being in direct competition with community banks.

Shortly after withdrawing its application, Walmart opened a bank in Mexico. There was no public opposition. Mexico's consumers often had complained about the high fees charged by Mexican banks, and over 75 percent of the households there did not have bank accounts. They welcomed Walmart's efforts to better serve Mexico's unbanked population. Walmart made a similar move into Canada, where again there was far less opposition to its initiatives.

Walmart also joined a consortium of retailers who sued Visa and MasterCard for excessively high interchange or swipe fees, arguing that the card companies and a number of banks engaged in price fixing and other antitrust violations. In December 2013, a federal judge approved a $5.7 billion class-action settlement, but Walmart, Target, Amazon, and a number of other firms opted out of the settlement, claiming the amount set aside for damages was insufficient. In March 2014, Walmart initiated its own lawsuit against Visa and a number of banks seeking $5 billion in damages.

The lack of a U.S. banking charter has not stopped Walmart from offering a wide variety of financial products. Walmart offers check-cashing and bill-paying services that are less expensive than most other nonbank alternatives. In 2014, the company introduced Walmart-2-Walmart, a money-transfer service that, for a lower fee than established alternatives like Western Union and MoneyGram, allows customers to transfer up to $900 to and from any of its now nearly 4,000 U.S. locations. Walmart partnered with American Express to issue Bluebird prepaid cards, which have no overdraft fees and no minimum balance requirements. The company also partnered with Green Dot to issue Walmart Money Cards. These reloadable prepaid cards can be used to purchase goods and services from any merchants that accept the cards. Walmart also is part of a consortium of firms that created the Merchant Customer Exchange (MCX), a mobile-commerce platform that will allow Walmart and its partner firms the ability to create payment applications that can be used through smartphones. All of these financial services can be provided without a banking license, and largely benefit the unbanked and underbanked populations.

Looking forward, financial services will continue to evolve. Businesses will innovate and find ways to better serve their customers, or those customers will leave. We are seeing a rapid evolution in how technology can be used to provide financial services that cut costs and better serve the public, but much of that innovation is taking place outside the banking system.

Traditional branch banking is becoming less relevant each year as customers realize they do not need to go to a bank branch for everyday financial services. While the usage of checking accounts remains high, the use of checks is rapidly declining. Reloadable prepaid cards serve as a ready substitute for checks and checking accounts. Smartphone applications can be used as prepaid cards to store value and to make payments as easily as with debit, prepaid, or credit cards.

Alibaba, PayPal, Square, and other nonbank firms are in the business of lending to small businesses. Along with activities like peer-to-peer lending and crowd-source funding, they show that even lending activities will not necessarily remain within the banking system. Amazon, PayPal, Google, T-Mobile, Facebook, digital currencies, and others are actively competing to provide payment services.

The new generation of financial products offers customers convenience and speed. Surveys show that younger customers trust nonbanks more than banks to handle their financial transactions, an amazing development given the inherent advantage banks have by offering federal deposit insurance. As we have seen in Walmart's case, if firms are prohibited from providing better service to their customers or saving them money by one means, market forces will push them to find other means, some of which may be less efficient overall and even less in the long-term interests of incumbent banks.


1 A similar situation occurred two and a half years later, in mid-2009, when the FDIC's Board of Directors approved rulemaking that imposed more stringent requirements on just one category of potential purchasers of failed banks, private equity firms, effectively precluding them from obtaining bank charters and purchasing failed banks regardless of the merits of any individual firm's proposal.





Chapter 11






Too Big to Fail

Compared to the banking and savings-and-loan (S&L) crisis of the 1980s and early 1990s, the 2008 financial crisis was much deeper and broader, encompassing a much wider range of financial institutions and investment vehicles. The FDIC played an important role in limiting the damage, drawing on past experience and institutional memory. However, unlike the earlier crisis, the FDIC was not in the forefront. The Treasury and the Federal Reserve took the lead in handling most of the larger individual failures.

Authority was divided. The FDIC had responsibility for resolving failing commercial banks and S&Ls, those institutions that had federal deposit insurance. The Treasury and the Federal Reserve assumed responsibility for handling other types of failing financial institutions such as investment banks, money market mutual funds, and insurance companies, those financial institutions that did not have federal deposit insurance.

Capabilities differed as well. The FDIC had years of experience with carefully constructed laws and procedures to resolve failing institutions. The Treasury and the Federal Reserve had no such history. They were forced to improvise, relying on bailouts or the bankruptcy process, neither being a good course of action for handling large failing financial institutions.

Much has been written about the 2008 financial crisis, including the many disagreements among the key decision makers. One area of divergent opinions was about when bailouts were necessary. President of the Federal Reserve Bank of New York, Tim Geithner, and Secretary of the Treasury, Hank Paulson, believed Washington Mutual (WAMU) should have been bailed out. Sheila Bair not only believed WAMU should have been allowed to fail—she wanted to explore letting Wachovia and Citibank fail. My opinion is different. I believe we ended up in the right place. Banks like IndyMac and WAMU should have been closed. However, there were a handful of U.S. banks, Wachovia and Citigroup included, that were too interconnected with other financial institutions throughout the world. Trying to unwind their operations, particularly under the market conditions at that time, would have made the crisis much worse. They were too big to fail.

The different views expressed by the key decision makers highlight the importance of retaining checks and balances in our financial regulatory system. The issues were complex and the stakes high. No individual or organization had all the answers, and no individual or organization should have all the power. There is good reason why the federal government has a well-thought-out and carefully designed system of checks and balances. That system with three branches of government has served us well. While differences of opinion during difficult times create heated debate and much frustration, during the 2008 financial crisis, those debates and the checks on individual action produced better results.
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The year 2008 began with five vulnerable large U.S. investment banks: Goldman Sachs, Morgan Stanley, Merrill Lynch, Lehman Brothers, and Bear Stearns. All of these institutions were highly leveraged and thus highly susceptible to any financial shock. Only about 3 percent of their money was their owners' capital; the rest was borrowed money. To compound their risk exposure, most of their borrowed money was in the form of short-term, overnight funding, requiring a constant return to the market to renew their borrowings.

Bear Stearns was the first to run into trouble. The firms that lent overnight money to Bear Stearns held collateral to protect themselves against the possibility of losses. But as housing prices deteriorated, they demanded additional collateral. This placed a growing strain on Bear Stearns, and its cash position rapidly weakened. Such activity can feed on itself at an ever-accelerating pace. The weaker the housing market and Bear Stearns grew, the more lenders demanded additional collateral or stopped lending to them altogether. In March, Bear Stearns's stock price plunged from over $80 a share to just over $2 in the course of a week.

The Federal Reserve and the Treasury Department determined that the bankruptcy process would be too disruptive for handling Bear Stearns. Instead, they arranged for its sale to JPMorgan Chase (JPMC) for $2 a share. Later, the price was raised to $10 a share. The Federal Reserve Bank of New York provided $30 billion in financial assistance to support the transaction, money that was backed by some of Bear Stearns's poor-quality mortgage-backed securities. While Bear Stearns's shareholders paid dearly for the firm's collapse, the firm's bondholders and other creditors were protected against any losses. Instead, it was the Federal Reserve Bank of New York that was exposed to possible losses from the transaction.

IndyMac was the next relatively large failure, but since it was an S&L, it fell under the FDIC's purview. Unlike Bear Stearns, there was no bailout. It was a much smaller firm and had far fewer interdependencies with other financial institutions, so a bailout was never considered. Without a ready buyer, the bank was shut down in mid-July and reopened under FDIC ownership. Shareholders were wiped out and uninsured creditors were exposed to losses. This created short-term turmoil, which died down when most of IndyMac's depositors realized they were fully insured, and when other bank customers across the country familiarized themselves with how to ensure that their deposits were fully insured by the FDIC.

A couple of months later, on Sunday morning, September 8, I walked to the grocery store two blocks from my apartment in Old Town Pasadena to buy something for breakfast. Putting some orange juice, English muffins, and a newspaper on the checkout counter, I noticed a worried look on the cashier's face. She looked at me and said she did not want to live in a socialist country. I thought her comment was in reference to the FDIC's temporary ownership of IndyMac (which I was still overseeing), so I tried to reassure her. She pointed to the newspaper in front of me. In big, bold letters the headline announced that the federal government had taken over Fannie Mae and Freddie Mac. These two government-sponsored enterprises, with $5 trillion in outstanding debt and guarantees, were the poster children for too big to fail. Defaulting on that much debt would have wreaked havoc throughout the world's financial markets. These behemoths technically fell under the authority of the Federal Housing Finance Agency, but the Treasury was actively involved in determining how to handle the situation. When they were taken over, with a $200 billion commitment from the federal government, their creditors were bailed out.

Lehman Brothers was in serious trouble shortly thereafter. While it wasn't nearly as large as Fannie and Freddie, by most standards it was enormous, with over $600 billion in total assets. It, too, was heavily exposed to losses from subprime mortgages and mortgage-backed securities. Its cash was nearly gone, as investors had stopped lending it money. The company's stock price dropped by 77 percent in a week. On Friday, September 12, the Federal Reserve Bank of New York held an emergency meeting with senior representatives from a number of large financial institutions to discuss Lehman's fate, but a private-sector solution failed to materialize. After all of the criticism over the government's bailout of bondholders at Fannie Mae and Freddie Mac a few days earlier, the Treasury Department seemed determined not to bailout Lehman's creditors. The 158-year-old firm declared bankruptcy on September 15, 2008.

For the first time, the bondholders at a large insolvent financial institution were not bailed out. However, unlike the FDIC's process for handling failed banks, the bankruptcy process has no mechanism for leaving contracts in place. As a result, creditors closed out their contracts and rushed to liquidate the mortgage-backed securities they held as collateral. The fire sale forced asset prices down dramatically, costing Lehman's creditors dearly. The new and lower market prices for mortgage-backed securities meant that similar assets held by other firms had to be marked down, further weakening those companies.

Lehman's bankruptcy had a cascading effect on other institutions. With asset prices in a seeming free fall, the market was no longer sure which firms still were solvent and which were not. There was a flight to safety. No one wanted to lend money, choosing to preserve cash instead. The same day that Lehman declared bankruptcy, a severely weakened Merrill Lynch sold itself to Bank of America. Of the large, independent, investment banks, Goldman Sachs and Morgan Stanley were the only two that remained. Fearing that they would be next to suffer a drain on their liquidity, on September 21, the Federal Reserve granted both institutions approval to become bank holding companies. This protected them from a cash shortfall by giving them access to the Federal Reserve's emergency lending facilities.

The regulator of these five large investment banks, the Securities and Exchange Commission, had never developed plans for how potential insolvencies should be handled, other than through bankruptcy proceedings. When problems arose, the Federal Reserve and the Treasury Department had to improvise.

AIG, a large insurance company, was next. It had sold $500 billion worth of insurance protection against losses to financial firms around the world. These insurance policies or “credit default swaps” protected their buyers against at least some of their losses if their underlying loans went bad. AIG had sold insurance protection to many of the owners of subprime mortgages, so when the market collapsed, AIG found itself on the wrong side of these subprime bets. It hadn't charged much for its insurance protection since it hadn't viewed its risk as being very high. And under the woefully inadequate Basel II capital rules, AIG didn't have to hold much capital against these types of contingent risks.

On September 15, the day Lehman Brothers declared bankruptcy, AIG's share price dropped 61 percent. Given the enormous breadth of AIG's operations and the damage caused by Lehman's bankruptcy, the Treasury Department and the Federal Reserve felt they had little choice but to bail the company out. The next day the Federal Reserve Bank of New York lent AIG $85 billion, an amount larger than the entire taxpayer cost from the RTC rescue effort. In return, the federal government obtained over 80 percent ownership of the company. The federal government's exposure to AIG soon increased to $182 billion.
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Amid all of the turmoil unleashed by these events, the largest S&L in the country, with $309 billion in total assets, also was teetering on the verge of collapse. The FDIC, which up to this point had few direct responsibilities connected to the unfolding financial crisis, would take the leading role in the process of closing the bank and devising a strategy that would result in finding a suitable buyer.

The bank, Seattle-based Washington Mutual, had been a major lender in the subprime mortgage market. Much of its lending was in California, one of the states hardest hit by the collapse of the housing market. Like IndyMac, WAMU had specialized in some of the riskiest types of mortgage loans, in effect gambling that the housing market would not collapse. WAMU had originated and owned a large volume of option adjustable-rate mortgages or “option ARMs.”

Option ARMs had two features that made them popular. First, the interest rate was kept artificially low for the first two or three years. Second, rather than having a fixed monthly payment, borrowers could decide how much they wanted to pay each month. If a borrower's monthly payment was not sufficient to cover the interest owed in any given month, the difference was added on to the principal balance. These two features enabled borrowers to keep their monthly payments artificially low for a couple of years, which encouraged them to purchase more expensive homes than what they could really afford.

Their bet and WAMU's bet was that housing prices would continue to rise. This would enable borrowers to refinance their mortgage before their monthly payments increased from their initial teaser rates. Instead, when housing prices dropped, these borrowers found that they could not refinance their mortgages, and many could not afford their newly reset monthly payments. Therefore, they owed the bank much more than what their house was worth.

By early 2008, the FDIC was closely monitoring WAMU's deteriorating condition. Chris Spoth, the senior deputy for bank supervision, led the effort, working closely with Stan Ivie, who directed bank supervision in the San Francisco region. WAMU's losses were high enough that it needed to raise more capital. JPMC was interested in purchasing WAMU. They viewed its large West Coast presence and retail-banking operations as a perfect complement to their primarily East Coast and capital-market-oriented activities. But WAMU's management was not ready to give up its independence or lose their jobs. They wanted to find investors who would contribute additional capital without taking such extreme measures.

Sheila Bair was concerned about WAMU's unwillingness to engage in conversations with JPMC. She told John Reich, the director at the Office of Thrift Supervision (OTS), that given WAMU's condition, it should not be turning down discussions with any potential source of new capital. But WAMU found the type of investors it was looking for. In April 2008, the bank announced that it had raised $7 billion in new capital. A private equity firm, TPG Capital, contributed $1 billion, and other investors, including many large institutional investors who already owned some of the bank's stock, contributed the rest. For the moment, WAMU's crisis seemed to have passed. Nevertheless, given its size and the continued deterioration in the housing market, WAMU remained a serious concern at the FDIC.

In late July 2008, WAMU's CEO, Kerry Killinger, and some of the bank's senior managers, traveled from their Seattle headquarters to Washington, D.C., to meet with their regulator, the OTS. They wanted to explain why they believed the bank was going to emerge from the turmoil in stable condition. Reich invited Bair, who attended the meeting along with two senior members of her staff, Sandra Thompson and John Corston. Reich and his senior staff seemed sympathetic to the bank's position. However, Bair said that WAMU remained a big concern to the FDIC and urged Killinger to remain open to the possibility of a merger.

Reich was angry. The OTS was WAMU's primary federal regulator, and he did not feel it was appropriate for Bair to voice her concerns in front of WAMU's management without having coordinated any discussion with him. Once again, disagreements were surfacing between the FDIC and a troubled bank's primary regulator. Behind the scenes, the two agencies had been arguing about the appropriate rating for the bank. Now the dispute was being showcased in front of WAMU's management. A heated exchange took place between the two agency heads, and Reich abruptly ended the meeting.

In September, WAMU announced second-quarter losses of $19 billion. Killinger was forced to resign by his board of directors. Alan Fishman, a former president and chief operating officer at Sovereign Bank, another large thrift, replaced him. Many of the bank's depositors began to worry about the safety of their money. They withdrew $16.7 billion over a 10-day period, beginning on September 11.

This was perhaps the largest individual bank run in history, but it largely went unrecognized outside of the bank and the bank regulatory agencies. It was painfully clear to us that WAMU was running out of cash and might have to be closed on short notice. We knew that it represented a potential crisis, as WAMU was nearly 10 times larger than any bank the FDIC had ever closed.

As of June 30, 2008, WAMU had 2,300 branches and $188 billion in deposits, an estimated $45 billion of which was uninsured. By comparison, IndyMac had only about $500 million in uninsured deposits when it was closed. We were fearful that refusing to protect WAMU's uninsured depositors would be devastating to an already fragile public confidence. But, by law, the FDIC must handle failed banks in a manner that represents the least cost to the deposit insurance fund. The only exception is if the FDIC's board of directors, the Board of Governors of the Federal Reserve System, and the secretary of the Treasury (after consultation with the president) all choose to make a systemic-risk determination, an authority that had never been used since Congress had granted it in 1991. Such a determination would be an acknowledgment that a bailout was needed to prevent significant damage to the broader financial and economic system. Such a decision also would be saying that WAMU was too big to fail.

The FDIC did not believe that WAMU was too big to fail. Our preference was protecting WAMU's uninsured depositors against any losses without violating the least-cost test. We did not care to bail out WAMU's bondholders, since they were sophisticated investors who understood (and had been well compensated for) the risks they were taking.

Jim Wigand, who managed the FDIC's resolution process for failed banks, devised a resolution strategy for WAMU. Jim had deep expertise, having worked at the RTC during the early 1990s, resolving failed banks and their assets. He had continued in a similar role at the FDIC after the two agencies merged in 1995. Jim proposed that potential acquirers would be told they had to acquire all of WAMU's assets. This would reduce the FDIC's cash outlay and relieve the agency of the costly and time-consuming task of separately having to sell $300 billion in assets. However, bidders would be given greater flexibility in determining which of WAMU's liabilities they would be willing to absorb. Their options essentially would be to assume all of the bank's liabilities less (1) all preferred stock; (2) all preferred stock and subordinated notes; (3) all preferred stock, subordinated notes, and senior debt; (4) all preferred stock, subordinated notes, senior debt, and certain liabilities; or (5) all preferred stock, subordinated notes, senior debt, certain liabilities, and uninsured deposits.

The liabilities assumed decreased from the first to the fifth option. Any liabilities assumed by the winning bidder would be protected against any losses—costs that would have to be absorbed by the acquirer. Any liabilities the winning bidder did not assume responsibility for would be exposed to losses, and represented costs the acquirer would not have to cover.

Prospective bidders were left with a difficult decision. Protecting a larger group of creditors against losses would have the desirable outcome of calming those customers and making the transaction less disruptive. However, it also would raise the cost of the transaction for the winner.

Jim had worked through the weekend of September 20 devising the strategy, and when we discussed it Sunday evening, I told him that I thought it was both elegant and straightforward. (You really have to do this for a living to think that a bidding structure for a failed bank can be elegant.) Jim had reasoned that no one would want to choose categories 1 or 2, as they would not want to absorb the costs associated with protecting WAMU's preferred shareholders and senior and subordinated debt holders. This was fine from our point of view since these private-sector creditors, rather than the FDIC's deposit insurance fund, should be first in line (after common equity shareholders) to bear the cost of the bank's failure. Jim also had reasoned that an acquirer would not want to choose categories 4 or 5 since they would not want the disruption associated with failing to protect uninsured depositors and other general creditors. This left category 3, which fit with what we wanted as well, since we had no desire to see another IndyMac-like run from depositors at WAMU's numerous branches around the country.

Early on the morning of Monday, September 22, Wigand and two other staff members took the train from Washington, D.C., to New York City to meet with prospective bidders. Citigroup, Wells Fargo, JPMC, and Santander were on their list. We planned to take bids on Wednesday and close the bank on Friday. But word of the imminent closing leaked Wednesday evening, so we decided to close the bank Thursday evening.

JPMC was the winning bidder and paid the FDIC $1.8 billion to acquire the bank. As expected, they chose to exclude from the transaction the preferred stock, subordinated debt, and senior debt. These groups would be left unprotected and have to absorb a large part of the cost associated with the bank's failure. JPMC assumed the obligation to all depositors and other creditors.

Hank Paulson and Tim Geithner later stated in their books that closing Washington Mutual and imposing losses on bondholders was a mistake. I disagree. Even if closing WAMU and imposing losses on bondholders contributed to Wachovia's liquidity problems, which it likely did indirectly, the right balance has to be struck between two competing objectives, ending an immediate crisis and not sowing the seeds for future crises. If one follows Paulson and Geithner's line of reasoning, then everyone always gets bailed out and we never put the right long-term incentives in place. Such action virtually ensures there will be more frequent and larger financial crises over time. Market discipline is essential to capitalism.

To me, the closing of WAMU was a textbook example of how a large insolvent financial institution should be handled. Despite being the largest S&L and the sixth-largest bank in the country, the closing was handled smoothly. The bank reopened for business the following day under new ownership. The closing did not cost the FDIC or taxpayers anything. Instead, the approximately $50 billion in costs were borne entirely by the private sector. JPMC wrote down the assets it acquired by about $30 billion, reflecting the unrecognized losses in WAMU's assets. The subordinated and senior debt holders lost about $11 billion of the money they had invested in the bank.

The stock market reacted positively to the news, and the next day the Dow Jones Industrial Average rose 121 points. At the FDIC, we breathed a sigh of relief and looked forward to a quiet weekend. Jim headed to the beach to relax.
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Our relief lasted less than a day. Late the next afternoon, on Friday, September 26, the Treasury Department and the Federal Reserve informed the FDIC that “there may be a problem” at the Charlotte, North Carolina–based Wachovia Corporation. It appeared likely that the bank would not have enough money to reopen for business the following Monday morning. The WAMU transaction had shaken Wachovia's investors and depositors; the bank's stock price dropped 27 percent that day, and it experienced $5 billion in deposit withdrawals.

Wachovia was the fourth-largest commercial bank in the country, with over $800 billion in total assets. It operated in 21 states and in 40 countries, but its continued growth had been hampered by some awful investment decisions. The worst decision was made at the peak of the housing market, in 2006, when it bought Golden West, which owned World Savings, the second-largest S&L in the country. Golden West was a San Francisco–based S&L that had been run by Herb and Marion Sandler since they had purchased it as a small institution in 1963. Option ARMs, or pick-a-pay loans, as they called them, were their specialty. A majority of these risky loans were made in California, Florida, and Arizona—markets among the hardest hit by the subsequent housing downturn. Our plans for a peaceful weekend were over, and Wigand was summoned to return from the beach.

On Saturday morning, the FDIC was part of a conference call with the senior staff at the other bank regulatory agencies. During that call, it seemed to us that Geithner, who was head of the Federal Reserve Bank of New York at the time, wanted to see Citigroup purchase Wachovia with some government financial assistance. Our impression was that he wanted to solve two problems at the same time, since Citigroup also was struggling. My FDIC colleagues and I were skeptical, since normally we don't want to merge a failing bank into another financially strapped bank. But by Saturday afternoon, it appeared that Wells Fargo was ready to purchase Wachovia without any financial assistance from the FDIC. We went home that evening feeling hopeful that the situation was about to be resolved. However, Sunday morning that deal fell apart. It was time to scramble again.

More than 20 FDIC staff members came into the Washington, D.C., headquarters building Sunday morning to begin working. We had only a few options. Bank of America had already purchased Countrywide and Merrill Lynch. JPMC had already purchased Bear Stearns and Washington Mutual. Neither of those two institutions was in a position to make an additional acquisition. That left two potential buyers: Citigroup (despite our hesitation) and Wells Fargo. Both were interested in purchasing Wachovia on an open-bank basis if the FDIC was willing to provide enough financial assistance.

Sheila Bair wanted to explore all options, including closing the bank. This led to some concern at the Treasury, the Fed, and the Office of the Comptroller of the Currency (OCC) that perhaps the FDIC didn't understand the seriousness of the situation. They did not believe the system could withstand an additional large-bank closing, with additional losses imposed on bank bondholders.

The FDIC career staff never viewed closing Wachovia as a viable option. The problems in the financial sector had grown too deep, and Wachovia was too large, too complex, and too integrated with its affiliates and the financial system. We also had been preparing for a large-bank failure since 2004. In the years before the crisis, we had conducted simulations of large-bank failures, including one that had characteristics remarkably similar to Wachovia. The staff understood its capabilities under the resolution framework in place at that time. While we were prepared for almost any type of bank failure, there still were some banks that were too large and too interconnected for us to handle without resorting to a creditor bailout. Wachovia was one of those banks.

By Sunday night, we were using my office as the base for our discussions. It was my job to work with the FDIC's senior staff to recommend the best option to Bair and the FDIC's board of directors. Marty Gruenberg, the FDIC's vice chairman, waited with Bair as we negotiated with Citigroup and Wells Fargo. I brought Bair and Gruenberg updates about every hour. In turn, Bair would update Tim Geithner, Federal Reserve Chairman Ben Bernanke, and John Dugan, the comptroller of the currency.

We broke the staff into two teams. I led a group that began negotiations with senior representatives from Citigroup, while Wigand led a group that began similar discussions with representatives from Wells Fargo. The discussions were difficult and time consuming. We wanted to negotiate the best deal possible, but the Federal Reserve and Treasury were anxious that we not let too much time pass before making a decision.

Around midnight, Wachovia presented us a proposal to remain as a stand-alone entity with FDIC financial support. However, the plan did not look well developed and we weren't really interested in contributing money directly to Wachovia. We wanted some other group to take it over. Wachovia's proposal never received serious consideration.

The hours passed quickly. Delivery of a dozen or so pizzas was a welcome development. By early morning, we had received two very different proposals. Wells Fargo wanted the FDIC to cover most of the losses on a pool of Wachovia's assets, up to a maximum of $20 billion. This meant that the FDIC almost certainly would face a loss in the billions of dollars, but that our overall exposure would be capped at $20 billion.

Citigroup was willing to absorb the first $42 billion in losses, but they wanted the FDIC to cover any losses in excess of that amount. They were willing to pay a guarantee fee of $12 billion for that protection. Thus, the FDIC would have an open-ended exposure above $42 billion in losses, but there was a strong likelihood that Wachovia's losses would never reach that amount. It was the opposite type of structure from what Wells Fargo had proposed. In our view, we would be able to complete a transaction with Citigroup at no cost to the FDIC. This was appealing despite the unnecessary comment made by one of the Citi's senior officials that their proposal had the added attraction of “making the federal government look smart.”

The Citigroup bid represented the lowest-cost transaction for the FDIC, so at about 6 A.M. Monday, September 29, we recommended it to the FDIC board of directors. They had to meet to ratify the transaction since it involved the FDIC's providing assistance to an open bank. Bair and Gruenberg had remained in Bair's office throughout the night and attended in person. The other three board members—John Dugan, John Reich, and Tom Curry—participated by phone. The sale of Wachovia to Citigroup was a step closer.

It was the first time the FDIC's board of directors had invoked a systemic risk determination since Congress had granted the authority in 1991. The board of directors of the Federal Reserve also approved the transaction. We had worked for months with the Federal Reserve on detailed protocol on how the two organizations would analyze and ratify a systemic risk determination should one ever become necessary. That protocol never saw the light of day as the urgency of the moment precluded all else.

The visual appearance of the FDIC staff was a jarring contrast to the historic nature of the FDIC board meeting. We were a bedraggled group sitting in the FDIC's stately boardroom, with its large mahogany table. Having spent the night in the office, the staff members were dressed in shorts, jeans, and other casual wear. One person cobbled together a snappy outfit that consisted of shorts, sneakers, a T-shirt, and a sports coat.

Immediately following the board meeting, we began working to finalize the agreement with Citigroup and Wachovia. Since we had not actually closed Wachovia, the open-bank transaction needed to be approved by the Federal Reserve Board, OCC, Citigroup, and Wachovia's board of directors. The latter group was unhappy with Citigroup's $1 per share offer, but it appeared they had no alternative but to agree to the deal. However, Citigroup's representatives were slow in finalizing the detailed terms of the transaction with us. A few days passed and the term sheets for the deal still had not been signed.

Then the unexpected occurred. On Thursday, October 2, Wells Fargo presented Wachovia's board of directors with a new offer that would pay them $7 a share and would require no financial support from the FDIC. Wells Fargo had received a favorable tax ruling it had been waiting for. Wachovia's board readily accepted the new offer. The FDIC did not need to agree to the deal since it was no longer expected to provide any financial assistance.

Citigroup was livid. They thought they had a deal, and now it was gone. Thursday night, an angry Vikram Pandit, Citigroup's CEO, called Bair to complain. Geithner wasn't too happy over this turn of events either. They seemed to believe that the FDIC should have forced the earlier deal to go through. While we certainly liked the idea that under the new proposal the FDIC would not have to provide any financial assistance, the truth of the matter was that in the absence of any financial assistance on our part, the FDIC had no legal authority to force the initial deal or tell Wachovia's shareholders to whom they should sell their bank.
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By November, the situation at Citigroup was precarious. The market was losing confidence in the company, which led to severe liquidity problems. Few, if any, banks better fit the definition of too big to fail. Citigroup had over $1.3 trillion in total assets and operated in more than 160 countries and jurisdictions. There was no way it could be closed without causing a global financial crisis. Intense conversations began among officials at the Treasury, the Federal Reserve, the OCC, and the FDIC about how to handle the situation.

The agencies looked at options for protecting Citigroup against the risks posed by some of its bad assets. The plan that was developed was to guarantee Citigroup against any losses above a certain threshold. A pool of $306 billion in distressed assets was identified, for which Citigroup would cover the first $37 billion in losses (a rough estimate of what the expected losses would be on those assets). The bank agreed to pay the government a fee for loss protection exceeding that amount. Negotiations then began among the Treasury, the Federal Reserve, and the FDIC over who would provide which portions of the guarantee and how much Citigroup should pay each agency.

As those negotiations proceeded we asked the other government agencies what conditions should be placed on Citigroup in order for it to receive a government guarantee on a portion of its assets. We weren't prepared for the response that came back from the Treasury and Federal Reserve. They were adamantly opposed to imposing any substantive conditions on Citigroup. During one such conference call, with the FDIC participants sitting in my office, I asked the Treasury and Fed representatives what changes were being contemplated in the bank's management. The frustration on their end of the phone was apparent. The answer was none. I was amazed at what I was hearing.

In the early 1990s, Congress placed tough restrictions on the FDIC's use of open-bank financial assistance, requiring that it be the least-costly option available, that the receiving institution's shareholders not benefit from the financial assistance, and that the institution's senior managers be replaced. A systemic-risk exception was needed if the FDIC were to override any of the restrictions on providing open-bank financial assistance. A systemic-risk exception was authorized by the FDIC, the Federal Reserve, and the Treasury, but that didn't mean we should not at least have discussed whether management at financial institutions that required bailouts should pay a price. Restrictions were eventually placed on Citigroup's executive compensation and on the payment of dividends to shareholders, but these were relatively minor and seemed to be more than what the Treasury and the Federal Reserve wanted.

The Citigroup deal was finalized on November 23, 2008. The Treasury agreed to cover the first $5 billion in any losses over the $37 billion covered by the bank. In return, the Treasury received preferred stock worth $4 billion. The FDIC provided the next $10 billion in loss protection, receiving $3 billion in preferred stock in return. The Federal Reserve agreed to absorb any additional losses on the pool of assets at no cost, in the unlikely event total losses exceeded $52 billion.

In late December 2008, the Treasury decided to support the automobile industry. General Motors was provided with up to $14.4 billion in loans and $5 billion was invested in GMAC, the company's finance subsidiary. Lending commitments were also made to Chrysler Corporation. I question the need for these bailouts, since it's much easier for large commercial firms (than large financial firms) to be kept operational and reorganized through bankruptcy proceedings, and without taxpayer assistance.

In January 2009, Bank of America, with $1.9 trillion in assets, was granted a bailout similar to Citigroup's. For a fee, the Treasury, the FDIC, and the Federal Reserve guaranteed about $100 billion of the bank's poor-quality assets.

The Treasury and the Federal Reserve drove the Citigroup and Bank of America transactions. The FDIC had resolution authority for the commercial banks within each organization, but not for their parent companies and other nonbank affiliates. The FDIC needed to approve the transactions, but was brought into the discussions late in the process and mostly followed the lead of the other two agencies.

Citigroup and Bank of America were the last of the individual bank bailouts. The banks that became insolvent afterward were small, and the FDIC used its normal resolution process to shut them down and whenever possible sell them to healthy banks. During the five-year period between January 1, 2008, and December 31, 2012, nearly 500 small banks were closed. No one was bailed out. Nevertheless, almost no one lost money other than the bank owners and the FDIC. Depositors at these banks had learned to stay safely within the $250,000 deposit insurance limit.
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The FDIC's decisions to close WAMU and provide open-bank assistance for Wachovia followed the pattern set in the early 1980s with the closing of Penn Square and the subsequent decision to provide Continental Illinois with open-bank assistance. In both instances, the FDIC sought to avoid bailouts as long as feasible, thereby preserving the appropriate long-term market incentives. Only when the imploding institutions truly were too big to fail and/or the stability of the financial system was at risk did the FDIC resort to bailouts.

Subsequently, as part of the 2010 Dodd-Frank Act, Congress gave the FDIC authority to handle the resolution of virtually all systemically important financial institutions. The ability to form bridge financial institutions, provide emergency liquidity support, and leave existing U.S. contracts intact were important powers that Congress authorized as part of the FDIC's new authority. Those powers match the FDIC's preexisting powers for the resolution of insured institutions and will help reduce future bailouts.

Nevertheless, even with these powers, the FDIC would have been unlikely to have acted much differently than the Treasury and the Federal Reserve in many of the individual situations involving large financial institutions without additional changes to the financial system. The Lehman bankruptcy probably would have been handled more smoothly if the FDIC had the power to keep existing contracts within the United States in place and a source of liquidity. However, Fannie Mae, Freddie Mac, AIG, Citigroup, and Bank of America were too large, too complex, with too many unknown interconnections with other large financial institutions, and in some cases, too many international operations that were under differing and often poorly prepared resolution regimes. These factors created systemic risks that go beyond the authorities and capabilities of the FDIC's resolution framework to deal with them without resorting to some form of bailouts.

Going forward, the operational capability of bank regulators to close large, systemically important financial institutions needs improvement. Such closures must be carried out in a manner that makes the institution's creditors absorb the losses, rather than taxpayers or other third parties. Resolution authorities across the world need to better develop and coordinate their legal structures and resolution mechanisms. Structural changes are needed in the financial sector to require that financial interdependencies among large institutions are made more transparent and are better controlled. That work is under way, but not yet where it needs to be.

Large commercial banks and investment banks also should be required to hold more long-term debt. Unlike short-term debt, long-term debt cannot run when problems develop. It also can cover losses and recapitalize insolvent financial institutions. Credible resolution strategies need to be developed for the largest financial institutions and clearly articulated publicly, making it clear that long-term debt holders, rather than short-term creditors, will pay the costs associated with large financial institution failures. Only then will short-term creditors begin to feel safe enough to remain calm and not run when trouble occurs. Only then can contagion in the financial sector be controlled. Only then will we be able to end bailouts and the too-big-to-fail problem once and for all.





Chapter 12






“I Thought We Were All in This Together”

Actions taken to address the 2008 financial crisis went well beyond devising resolution strategies for individual large financial institutions. Numerous broad-based programs were developed by the Treasury, the Federal Reserve, and the FDIC to provide liquidity support to the financial sector and guarantee bank debt. As the crisis intensified, these programs expanded to cover broader segments of the population.

The net effect of the federal government's flurry of activity was that Washington temporarily guaranteed virtually all of the debt in the financial system. Almost no one with money deposited at, or invested in, a large financial institution was allowed to lose that money. Then the crisis ended.
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The first new broad-based guarantee program was for money market mutual funds (MMMFs), which were in a desperate situation subsequent to Lehman's collapse. MMMFs are large pools of money invested on behalf of individuals, businesses, and governments. The funds are part of the shadow banking system, meaning they are outside of the more heavily regulated commercial banking industry. MMMFs have no capital requirements or federal deposit insurance to protect them against losses—the rationale being that their investors are viewed to be more sophisticated market participants such as pension funds, insurance companies, mutual funds, and other types of “institutional investors” who do not need government regulatory oversight and protection. The investors in MMMFs are highly risk averse, which means they want safe, low-risk assets. The risk-averse nature of these investors also means they withdraw their money at the slightest hint of trouble.

The largest MMMF, the Reserve Fund, had sought higher returns than some other funds and had invested some of its money in riskier, short-term securities issued by Lehman Brothers. In the aftermath of Lehman's bankruptcy, those securities were expected to be worth only a few cents on the dollar. This meant that the Reserve Fund's investors were likely to lose some of their money, in effect “breaking the buck,” as it is called in the MMMF world.

It was no longer clear which MMMFs could be trusted, so investors also began withdrawing their money from other funds. The amount at stake was significant; a total of $3.4 trillion was invested in MMMFs. As these funds met their withdrawals, they were unable to provide loans to banks and corporations in the same manner they had in the past. Many large corporations were dependent on this source of short-term funding, so they also began to have cash shortfalls. The problems in the financial sector were beginning to infect the broader economy.

Fearing a complete financial and economic meltdown, the Treasury sought to calm the situation by guaranteeing that no investors in MMMFs would lose any money. In other words, they were bailed out. These investors weren't just from Wall Street; they were people from across the country who owned mutual funds, brokerage accounts, insurance policies, pensions, and other retirement funds.

The Treasury initially planned to announce an unlimited guarantee for MMMF investors. This would have created an incentive for uninsured depositors to leave commercial banks and savings-and-loans (S&Ls), further exacerbating their problems. After the FDIC and the banking industry pointed this out, the Treasury modified its program to provide unlimited coverage only for existing balances in MMMFs as of September 19, 2008, without providing coverage for any new money. This created the desired effect of stabilizing MMMFs, but without further destabilizing commercial banks and S&Ls.
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Subsequent to the Lehman bankruptcy, Paulson put forward a more comprehensive plan for addressing the financial crisis. He wanted Congress to provide $700 billion in taxpayer money that would be used to purchase bad assets from banks. Heated debate quickly broke out over issues such as congressional oversight, the amount of money that should be set aside to help homeowners facing foreclosure, and what controls should be placed on executive pay at participating institutions.

It looked as though the bailout plan would be approved, but on September 29, the House of Representatives voted against it, sending the Dow Jones Industrial Average down by 778 points, the largest one-day point loss ever. As the financial system and the economy continued to plummet, Congress reconsidered and passed the Troubled Asset Relief Program (TARP) on October 3. One of the changes that helped facilitate its passage was a temporary increase in the deposit insurance coverage level from $100,000 to $250,000.

On October 8, the Federal Reserve announced that for the first time it would expand its lending programs to lend money directly to nonfinancial U.S. corporations. The Fed was responding to the fact that financial firms were too weak to sufficiently fulfill their traditional role of lending to major corporations. The Fed had already expanded its lending programs to commercial banks by allowing them to pledge a broader range of collateral against their loans.

These measures didn't slow the panic. Over a seven-day period, ending on October 9, the stock market dropped 20 percent (679 points alone on October 9). Bank stocks were particularly hard hit. The decline continued into the next day as the Dow Jones Average dropped by nearly 700 points before recovering enough to end the day down only 128 points. The market appeared to be in a free fall. Additional steps clearly were necessary.
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At the Treasury and the Federal Reserve's request, the FDIC looked at developing a program that would guarantee newly issued bank debt. The concept was a radical departure from anything the FDIC had ever done before. The FDIC insured deposits, not other forms of bank debt. The larger banks couldn't borrow money without the government standing behind them, which meant they would not be able to lend money either.

Sheila Bair responded with a proposal that the FDIC guarantee 90 percent of newly issued bank debt. In return, participating banks would pay a fee to the FDIC. Conversely, Tim Geithner wanted to protect 100 percent of newly issued debt, and he was opposed to charging the banks a fee. The compromise was for the FDIC to guarantee 100 percent of newly issued debt, and for participating banks to pay the FDIC a fee for that support.

The compromise produced a better result. There was no reason not to charge the banks a fee for their added protection. To let the banks have added protection for free would simply be providing them with a subsidy at the expense of the federal deposit insurance program. However, the guarantee had to be set at 100 percent because no one would want to lend the banks money if they thought they might lose 10 percent. We had seen what happened the year before at Northern Rock, where British depositors ran from the troubled bank, even though 80 percent of their deposits were insured. That experience showed that co-insurance programs, where the depositor or lender covers part of the losses, don't work in a crisis (the exact time they are needed).

The FDIC's board of directors and the Federal Reserve's Board of Governors recommended to the secretary of the Treasury that a systemic risk exception be granted. Upon consultation with the president, as required by the law, a systemic-risk exception was authorized by Secretary Paulson. Following the Citigroup/Wachovia open-bank assistance transaction that was never consummated, the creation of the Temporary Liquidity Guarantee Program was only the second time a systemic-risk exception had ever been granted.

Some later questioned the legality of the debt guarantee program. The FDIC did not have the authority to provide financial assistance to open banks without there being a finding of systemic risk. Many people both within and outside of the bank regulatory community had assumed that systemic-risk authority was designed to stabilize the financial system solely in situations where the threat was from an individual bank failure. Here, there was no imminent failure precipitating action; instead, the argument for a systemic-risk exception was based on the threat to the entire financial system. Regardless of the controversy, the FDIC and the other agencies were willing to risk pushing the boundaries of their legal authority and take unprecedented steps to save the financial system.

On October 14, the FDIC announced the creation of the Temporary Liquidity Guarantee Program, a voluntary two-part program for banks, thrifts, and their parent companies. The first part of the program was a Transaction Account Guarantee Program, which allowed banks to purchase additional deposit insurance coverage for their non-interest-bearing transaction accounts (these are typically held by small businesses). This part of the program was designed to benefit the smaller community banks around the country, since it would allow them to retain small business customers that might otherwise turn to banks perceived to be too big to fail. The second part of the program was the Debt Guarantee Program, which allowed banks, thrifts, and their parent companies the option to buy insurance coverage for senior unsecured debt issued before June 30, 2009.

The FDIC's Temporary Liquidity Guarantee Program was well received by the marketplace. The day it was announced, along with the Treasury's decision that $250 billion of its TARP money should be used to invest capital in banks rather than purchase assets from them, the stock market rose by 936 points, or 11 percent. It was the fifth-largest percentage gain in history. However, that bounce lasted only a day. The next day, the stock market dropped by 733 points, or 7.9 percent. The panic wasn't over.

Behind the scenes, the FDIC staff focused its attention on the difficult task of transforming the Temporary Liquidity Guarantee Program from a concept into reality. The first issue that arose was the speed at which the agency should make payments to investors if a bank failed and thus defaulted on its debt payments. Insured depositors often wait over a weekend before getting their money back. But this was not how bond markets worked. Investors in bank debt told us that if the program were to work effectively, payments would have to be made on the same day that a bank defaulted.

This created a bit of a dilemma. Bair wanted the agency to protect itself from losses, but that wasn't possible if we were to develop a credible program. Same-day payments would be necessary to provide an acceptable guarantee, but they would expose the FDIC to some risk of losses. Delayed payments could protect the FDIC against losses, but they would be viewed as an inferior program by the marketplace. The program had to be credible, so the arguments for timely payments won out.

Working out the details for same-day payments was complicated, but the staffs of the bank regulatory agencies and the banking industry worked well together. Bill English and others at the Federal Reserve worked closely with Art Murton, Diane Ellis, and others at the FDIC to iron out the details.

Another problem arose in dealing with the debt-rating agencies. Even though the FDIC's guarantee was backed by the full faith and credit of the United States government, Standard & Poor's (S&P) wasn't going to give the new program's FDIC-guaranteed debt its top triple-A rating, despite the fact that they had given that rating to all sorts of poor-quality debt that helped create the crisis. S&P said it wasn't sure the FDIC could provide timely payment in the event a bank defaulted on its commercial paper. The lack of a triple-A guarantee on FDIC-guaranteed debt would mean much more than a bruised ego for the agency. We were concerned that the public would take that as a sign that the FDIC could not be trusted to protect their insured deposits. Eventually, S&P acquiesced and granted its triple-A rating to FDIC-guaranteed debt.

These and other key operational details for the Temporary Liquidity Guaranty Program were worked out in about a month. Once under way, the two-part program proved to be popular. Over 7,200 banks—most of them small—joined the Temporary Account Guarantee Program, which added an additional $834 billion to the amount of deposits insured by the FDIC. A similar number of institutions participated in the Debt Guarantee Program. At its peak, there was $345 billion in guaranteed debt, much of it issued by the country's largest banks.

The Temporary Liquidity Guarantee Program was a financial success. By year-end 2012, the FDIC had received $10.4 billion in fees from the Debt Guarantee Program, while incurring only $153 million in losses. The FDIC received $1.2 billion in premium income under the Transaction Account Guarantee Program, but incurred $2.1 billion in losses. On December 31, 2012, the net surplus of $9.3 billion was transferred into the FDIC's deposit insurance fund.

The Temporary Account Guarantee Program was scheduled to expire at year-end 2009, but the FDIC board of directors extended it twice and then Congress extended it for two additional years, through year-end 2012. The FDIC viewed Congress's decision to extend the program as a sign of approval for what originally was viewed to be a controversial decision. (However, in the 2010 Dodd-Frank Act, Congress revoked the FDIC's authority to initiate such programs without congressional approval.)

The FDIC guarantee programs were a critical element that helped bring an end to the financial crisis. Between the increase in the deposit insurance coverage level to $250,000 and the Temporary Liquidity Guarantee Program, the FDIC guaranteed broader segments of the U.S. population that any money they had deposited in, or lent to, banks and thrifts was safe. Insured deposits increased from about $4.7 trillion, or 63 percent of all bank deposits, to $7 trillion, or 80 percent of all deposits. For the smaller community banks, which had far fewer customers with large-dollar accounts, the FDIC insured almost all of their deposits. In addition, for the first time ever, under the Debt Guarantee Program, the FDIC explicitly protected certain types of nondeposit debt.

During the fall of 2008, the Federal Reserve was providing a tremendous amount of support to the financial system. It flooded the market with liquidity. The Fed had learned from its mistakes during the Great Depression. It failed miserably in that role during the 1930s, which in the eyes of most historians contributed significantly to the severity of the Depression. Federal Reserve Chairman Ben Bernanke understood this history lesson well and was determined to ensure that his agency did not make the same mistake.

The severity of the financial crisis was forcing the federal government to do more and more to provide liquidity to the banking system and to guarantee the public that money they deposited, invested, or otherwise lent to the banking system would remain safe.
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Throughout the financial crisis, the well-publicized infighting among Bair and the other principals created problems. Over the course of 2007 through early 2009, I accompanied Bair to a number of meetings with, among others, Paulson, Geithner, Bernanke, and Dugan. Initially, Bair had a hard time getting a word in edgewise. At first, I attributed that to the FDIC's still being perceived by the Treasury and the Federal Reserve as minor leaguers who didn't need to be consulted, even though we were expected to provide financial and organizational support for their ideas. While I believe that remained part of the reason for poor communication, it soon became clear that the personal relationships between Bair and the other principals were not very good.

Treasury and Federal Reserve officials believed Bair was difficult to deal with and was overly focused on the FDIC at the expense of the overall financial system and couldn't be trusted to keep internal discussions confidential. In his book, Geithner states that the FDIC was tested by being given false information to see if it was leaked to the press—which it was.

Bair created her fair share of discord. She often pushed for additional concessions from the other principals late in the discussions. More than once, an FDIC staff member was directed to call the Treasury or the Federal Reserve with a new negotiating point, just before a new program was about to be announced, and after the other principals thought we had reached agreement.

As a result, the FDIC continued to be brought late into many discussions. That hindered our ability to execute our responsibilities. We saw the problems that arose at IndyMac where, for different reasons, there was not enough time to engage in proper advanced planning. The urgency of the moment didn't always allow for advance notice and discussion, but other times it was avoidable.
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In early 2009, the Treasury, the Federal Reserve, and the FDIC discussed whether to revive the idea that bad assets should be removed from the banking system through a Public-Private Investment Program. Bair strongly supported an FDIC-managed program that would allow private-sector investors the opportunity to partner with the federal government and purchase poor-quality loans from banks. The Treasury and the Federal Reserve favored a Fed-managed program that would allow private-sector investors the opportunity to partner with the federal government to purchase poor-quality mortgage-backed securities. After some back and forth, the Treasury agreed to support both programs.

The concept called for private-sector buyers to have the federal government (Treasury) as their equity partner. The public- and private-sector partners would share in the ownership of any purchased assets. The partnership would allow taxpayers the opportunity to gain in any upside along with the private-sector investors. In practice, banks would identify the loans they wanted to sell, pools of loans would be auctioned off to the highest bidder, and the private-sector partners would manage the assets.

The major, and perhaps insurmountable, obstacle would be finding a sales price that would be agreeable to both buyers and sellers. Potential buyers would want to discount the price of the assets to something less than their current market value so they could make a reasonable profit on the transaction. Sellers viewed their loans as worth much more than current market value since they believed that if the assets were held to maturity, market prices would improve dramatically. There was a large gap between these two views. Helping to bridge that gap was the FDIC's willingness to allow buyers to finance part of the purchase price by issuing debt guaranteed by the FDIC. The FDIC guarantee would lower the partnership's borrowing costs, which would encourage potential investors to raise their bids closer to the banks' expectations. But unless the federal government was going to force banks to sell their bad assets at market value, causing them to incur significant losses, the program was going to be hamstrung.

The investment community did not want the federal government as its partner. Many felt that if they profited from the partnership, Congress might view those profits as coming at taxpayer expense and retroactively raise their taxes as a result. While of less significance, private-sector investors also were leery of the many operational requirements that would be placed on them by the government.

Bair told me that she wanted me to run the FDIC-managed program. By now, Geithner had replaced Paulson at the Treasury, and relations between the two agencies were not at their high point. At the first large staff meeting I scheduled at the FDIC, the senior Treasury official working on the program excused himself after a couple of minutes. Apparently, he had something more important to do than trying to develop a program to help save the financial system. We set about working on the program with his staff.

Early on, we decided it would enhance the likelihood for success if the Treasury did not participate as an equity partner. This didn't have anything to do with the degree of cooperation we were getting; rather, we believed it would enhance the program's likelihood of success. The private sector would have fewer concerns partnering with the FDIC, since our funding came from the banking industry rather than from taxpayers.

Eventually, work on the FDIC-managed program was discontinued because another interagency program was developed (stress tests) that eliminated its need. However, the FDIC reverted back to what had worked well during the S&L crisis and successfully used the public-private joint investment concept to sell assets from closed, rather than open, banks. The closed-bank program was easier to implement, since there no longer was an unwilling seller. It would prove to be a financial and operational success.
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The concept for stress tests began in April 2008 subsequent to the collapse of Bear Stearns. Tim Geithner, then president of the Federal Reserve Bank of New York, was concerned about the condition of the four remaining large investment banks: Goldman Sachs, Morgan Stanley, Merrill Lynch, and Lehman Brothers. There was less concern at that time about their capital adequacy than about their potential lack of liquidity and whether they, too, could be susceptible to runs or continued demands for additional collateral by anxious lenders.

The derivatives market was a major concern. Bear Stearns had been bailed out in part because regulators did not know the systemic risk associated with the investment banks' interrelationships with, and exposure to, other large firms. This lack of transparency was frustrating to the bank regulators, who weren't directly responsible for supervising investment banks and other parts of the shadow banking system, since the bank regulators knew that spillover effects from these relationships potentially could harm the commercial banking system and create systemic problems.

The Federal Reserve Bank of New York wanted to know if the remaining large investment banks could survive a “Bear Stearns” scenario. Testing started taking place over the summer of 2008, but time ran out. By September, all four of the remaining large investment banks were in trouble. Lehman Brothers went into bankruptcy. Bank of America purchased Merrill Lynch. Goldman Sachs and Morgan Stanley were granted bank holding company charters, which gave them access to the Federal Reserve's emergency lending facilities.

By late fall of 2008, Citigroup needed a bailout. By now, bank regulators were pretty frustrated with Citigroup. A year earlier, the Federal Reserve and the Office of the Comptroller of the Currency (OCC) had asked the company to report on its overall exposure to subprime mortgages. The answer they received was that the exposure was modest, but Citigroup had only accounted for subprime mortgages on the bank's books. It did not include the exposure it had elsewhere. That exposure, which included so-called super senior collateralized debt obligations (CDOs), was enormous and far less safe than what was suggested by the CDOs' triple-A ratings.

The capital requirements enacted in the early 2000s in the aftermath of the Keystone, BestBank, and Superior failures, which focused on raising capital for subprime loans held by banks, but not by nonbank affiliates or subsidiaries, had come back to bite. Subprime lending had simply shifted from banks, where the capital requirements were relatively high and the risks could be easily observed, to nonbank subsidiaries or special-purpose vehicles, where the capital requirements were relatively low and the risks could less easily be detected.

As a result, much uncertainty remained as to the true condition of most of the country's largest financial institutions. The market needed to know which institutions could withstand a continuation of severe market conditions. Without such an understanding, all of the large banks were suspect and the crisis would not end.

The view that emerged among bank regulators was that the stress scenarios would have to be severe enough to leave no doubt about whether the largest banks could survive the worst of market conditions. The tests would have to be much tougher than originally planned and include more banks. The tests needed to be harsh, doable, and logically consistent.

In February 2009, the federal banking agencies began their work anew. Til Schuermann, a senior official at the Federal Reserve Bank of New York, was placed in charge of the interagency effort. Til argued that the first step toward developing credible stress tests was to ensure that the regulators took control of the modeling efforts, something that had not been done in the past. The FDIC supported the Federal Reserve in taking that position. The OCC argued against it, claiming that it was an unnecessary complication and expense. Til's position won. The mistakes of Basel II, where the banks' own models were exclusively relied upon, were not going to be repeated here.

The interagency task force began developing the loss rates that would be applied to various types of bank assets under a severely distressed economic scenario. Lisa Ryu and Robert Burns were key FDIC officials involved in that effort. They and about 150 other examiners and analysts from the Federal Reserve, OCC, and the FDIC worked countless hours over a 10-week time frame to develop the economic assumptions that would be used to indicate severe stress and then to assess the banks' responses and determine the results.

The stress test they developed imposed tougher loss rates on participating banks than what was experienced each and every year since 1922, a period that included the Great Depression. As a result, there would be no doubt about the severity of the tests. Nineteen U.S. banking organizations with more than $100 billion in total assets, together holding two thirds of the assets in the entire banking industry, were required to determine whether they had sufficient capital to withstand these depression-like conditions.

Overall, the agencies worked well together, although there was some tension. At one interagency meeting, a dispute arose over whether there should be separate press releases announcing the process and then later the results, or just one public announcement. Bair threatened to have the FDIC drop out as a participant. Bernanke looked up at her and calmly said: “I thought we were all in this together.” Ultimately, we were.

Surprisingly, some staff members did not want to reveal individual bank results, since bank supervisory ratings have always been confidential. However, the whole point of the exercise was to provide enough information to gain public credibility. It quickly was decided that individual results would be made public.

The results were released on May 7, 2009. They indicated that 10 of the 19 firms needed a total of $75 billion in additional capital to withstand the most distressed scenario. These firms were required to develop plans to raise that capital. To ensure the public that none of the 19 firms would be closed under any scenario, the Treasury made a commitment to provide the capital, if necessary. In effect, the federal government was assuring the public that none of these institutions would be allowed to fail.

The severity of the stress tests, combined with the federal government's guarantee that the country's 19 largest financial institutions with two thirds of the assets in the entire banking system would not be allowed to fail under any circumstances, was the final step that ended the financial crisis. Nine of the 10 banks required to raise additional capital had no problem doing so. Only GMAC required capital from the federal government. It would be a long slow road to economic recovery, but the panic had subsided because the federal government temporarily stood behind virtually the entire banking system.
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Looking back on 2008 and early 2009, the U.S. financial system came extraordinarily close to collapse. The consequences of the financial crisis, while painful, could have been much worse had regulators not acted to stabilize the financial system. After the fact, the government's actions were widely criticized. No one likes bailouts. They can be unfair and harm long-term economic growth by planting the seeds for future crises and even larger bailouts. I believe that if the government thought it could let a major financial institution fail without destabilizing the entire financial system, it would have done so. Indeed, that was the FDIC's preference and the rationale behind closing Washington Mutual.

The Treasury, the Federal Reserve, and the FDIC reached a point where everyone either sank or swam together. We could have stood on principle and watched the financial system collapse, or we could use the power of the federal government to calm the situation by providing liquidity and temporarily guaranteeing everyone that their money was safe. We chose the latter course. At a time when there was a crisis of confidence, and the entire financial system was teetering on the verge of collapse, bailouts were necessary.





Chapter 13






Going Forward

Why has it been so hard to achieve a safe, stable, and fair financial system? Part of the answer is in the complexity of the issues. The almost universal focus on sound bites can't do the issues justice, and even capable, well-intended people can promote misguided policies.

The political and financial system is also focused on short-term, rather than long-term, objectives. This makes it more difficult to implement rules strong enough to prevent crises. Even when such rules are implemented, for example, in the aftermath of a crisis, they are difficult to retain over time as memories fade, the pendulum swings, and short-term considerations once again take precedence.

Greater attention should be focused on three areas: (1) ensuring that financial market regulators are independent from the political process, (2) maintaining effective checks and balances in our regulatory system, and (3) recognizing the historical knowledge and perspective of the career staff.






Independence

Why is independence so important? The political process results in pressure by groups that seek preference for their special interests over the broader public interest. Independent agencies—those not part of the executive branch, not subject to congressional appropriations, and not controlled by the industry they regulate—can better insulate themselves from that pressure. I've shown examples throughout this book of how political pressures have impacted financial regulatory policy and how independent agencies like the FDIC are capable of resisting those pressures.

Independent agencies are better positioned to help end bailouts. I have argued that some bailouts were warranted under the circumstances (Continental Illinois, Wachovia, Citigroup), others were avoidable (the S&L crisis), and still others were avoided (Washington Mutual, Penn Square).

The first group of bailouts occurred in part because there were operational constraints on resolution authorities (the FDIC's inability to segregate insured from uninsured deposits in a timely manner for hundreds of small-bank failures during the late 1980s, the lack of any advance resolution planning for large financial institutions outside the FDIC's purview), and structural or other problems within the financial sector (large-bank interdependencies, lack of transparency, cross-border issues). Addressing these issues will take time, perseverance, and hard work. Independent regulatory agencies are more likely to stay the course over time.

The second group of bailouts resulted largely because of industry and political pressure. An independent resolution authority, which did not exist for the S&L industry during the 1980s, can help prevent such outcomes. Another group of potential bailouts was avoided because there was an independent resolution authority advocating that result.

When you start bailing out large-bank creditors, one can easily argue that fairness dictates the need for additional bailouts (e.g., uninsured creditors at insolvent small banks, underwater homeowners). These bailouts are financed with other people's money, which leads to anger and mistrust among those left out. Bailouts also cause a loss of market discipline, setting the stage for more bailouts in the future. The first step in preventing these chain reactions is to end the too-big-to-fail problem.

Imagine the public anger if during the next financial crisis the government once again resorts to bailouts. People have been told there will be no more bailouts. We've heard this from a number of high-level officials, starting with President Obama. The responsibility to deliver on that promise primarily falls on my former employer, the FDIC. I worry about the repercussions if they are not prepared for the next crisis.

Statutory independence for federal agencies alone is not the answer. The FDIC is independent, but at times has allowed politics to interfere with its decision making. Leadership has to be capable and willing to use its agency's independence appropriately. Some political appointees are too cautious. They don't make decisions because they could be criticized, negating the value of independence. Others try to avoid personal criticism by making politically based decisions more in their self-interest than in the public interest. Independence is important, but so is leadership that knows how to, and is willing to, use it effectively.






Checks and Balances

Checks and balances are necessary within and among the regulators. These agencies hold a large amount of power and responsibility. Federal employees can lose sight of the weight of that responsibility. As a chief operating officer at the FDIC, I did not always welcome these checks and balances. I did not want to be subject to layers of coordination, review, oversight, and second-guessing. I know many others have felt the same way. In retrospect, it is clear that these checks and balances are critically important. No one has all the answers; some level of oversight and healthy tension and debate between decision makers leads to better results.

There has been debate over the desirability of having a single, all-powerful financial regulator. I believe moving too far in that direction would be a mistake. The temptation to abuse that power is too great. A single regulator easily could become insular, opaque, unresponsive, and susceptible to regulatory capture. I have provided numerous examples where the FDIC's use of its backup supervisory authority and the interplay among the various bank regulatory agencies produced better results. The government has to sacrifice some efficiency in order to be fair, transparent, and effective.






A Career Perspective

Having worked for 10 FDIC chairmen and served for many years as a buffer between political appointees and career staff, I saw the inherent tension between the two groups. To be effective, they have to work together.

In my experience political appointees generally come into their positions with some degree of mistrust of the career staff because the staff is viewed as career bureaucrats (which can't be good) or because they worked under previous leadership, which often was from the other political party (which also can't be good). Most get over it quickly once they start working with, and seeing the value of, the career staff.

Part of the job of career employees is to apply existing rules consistently. Of course, that leads to bureaucracy and a certain level of inflexibility. Yet it also permits standards to remain in place over time and be resistant to political pressure.

Inherent to being a good government employee is suspending personal politics. They have the weight of the federal government behind them. That is a lot of power. The best government employees don't abuse that power. They strive to treat people fairly, spend the government's money wisely, and keep the long-term perspective in mind.

Importantly, career staff needs to avoid becoming myopic. They should make an effort to learn the viewpoints of the businesses they regulate and the broader impact of their actions—with the goal of finding the best solutions, even if that means trying something different.

The best government employees have the courage to put themselves at risk in order to serve the public interest. The challenges of public service are great, but there is a sense of purpose and gratification for those willing to step forward and do these important jobs the right way.
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Newly arrived at the FDIC in August 1981 as an economist in the FDIC's Division of Research.
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Briefing President Bush on the condition of the bank insurance fund in November 1990. The meeting later turned into a heated debate over whether bank examiners were responsible for the “credit crunch.”

In photo from left clockwise are: myself, FDIC Vice Chairman Andrew C. Hove Jr., President George H. W. Bush, White House Chief of Staff John Sununu, Director of the Office of Management and Budget Richard Darman, Federal Reserve Director of Monetary Affairs Donald Kohn, Federal Reserve Director of Bank Supervision William Taylor, Comptroller of the Currency Robert Clarke, Senior Deputy to the Comptroller of the Currency J. Michael Shepherd, Assistant Secretary of the Treasury Jerome Powell. Also in attendance, but not visible in photo were: Federal Reserve Chairman Alan Greenspan, Secretary of the Treasury Nicholas Brady, Secretary of Commerce Robert Mosbacher, and Treasury official John Dugan.
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With City Hall in the foreground, the PSFS Building-now a National Historical Landmark-continues to dominate the Philadelphia skyline. PSFS was America's first savings bank, having been founded in 1816 during the presidency of James Madison. It was closed in December 1992. In 2012, after 20 years of litigation, the FDIC paid $276 million in damages to the bank's shareholders.
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Gary Hindes, chairman of the Delaware Bay Company, who opposed the FDIC's seizure of Meritor/PSFS.
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“Passport” I received from Knox McConnell, chairman of the First National Bank of Keystone in 1989 when I was appointed as deputy to the chairman. Ten years later, the bank failed due to massive fraud and losses related to subprime mortgages.
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FDIC Leadership conference held in 2002. Pictured standing from left to right: FDIC Vice Chairman John Reich, Diane Ellis, Maureen Sweeney, Tom Peddicord, Beth Wilt, Stan Ivie, Sandra Thompson, Glen Bjorklund, and Erica Bovenzi. Rick Aboussie is pictured in the back, with his guitar.
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At an FDIC conference with Erica, who was deputy general counsel, and Arleas Upton Kea, the director of administration.
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Walmart hearings.

Three days of public hearings were held in April 2006 regarding Walmart's application for a bank charter. Walmart withdrew its application in March of 2007. Seated from left to right is the panel that conducted the hearings: Sandra Thompson, acting director of Bank Supervision and Consumer Protection; myself; and Douglas Jones, acting general counsel.
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IndyMac press conference held in the bank's Pasadena, California, boardroom on July 13, 2008.
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Bank run that started when the FDIC reopened IndyMac under government control on July 14, 2008.
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Talking with IndyMac customers waiting in line.
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Testifying before the Committee on Financial Services of the U.S. House of Representatives on January 13, 2009, with Donald Kohn, vice chairman of the Federal Reserve's Board of Governors.
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FDIC chairmen during my tenure August 1981-May 2009.

William M. Isaac, August
1981-October 1985. L. William Seidman,
October 1985-October 1991

Andrew C. Hove Jr. served three times as
acting chairman: October 1991, August Ricki Helfer,
1992-October 1994, and June 1997—May 1998. October 1994—June 1997
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Donna A. Tanoue, John N. Reich, acting
May 1998—July 2001. chairman, July 2001-August

2001.

Martin J. Gruenberg served
twice as acting chairman:
November 2005-June 2006, July
2011-November 2012. He became
chairman in November 2012, Sheila C. Bair, June 2006—July 2011.
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