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To: President Bush LW

From: Lud Ashley

As | mentioned in our chat yesterday, ] worry that an all-out partisan fight
over who caused the thrift debacle will find few winners and will seriously
jeopardize a responsible approach to such other important matters as the budget
and bank reform. All the same, I agree that Democrat efforts to pin original sin
on Republicans leave no alternative but to put a shot across their bow, as Marlin
did on Tuesday, and if necessary to fire for effect.

Frankly, I'm appalled at the bad judgment of the Democrats involved. What
should be clear to everyone at both ends of Pennsylvania Avenue is that some
terrible mistakes were made on a nonpartisan basis, most of which occurred out
of equally-shared ignorance or poor judgment. It simply is impossible to indict
Republicans without naming Democrats as codefendants and vice versa. Sooner
or later the public will learn that it was mistakes made by government -- both
Congress and the Administration — that allowed the imprudent lending, fraud
and theft that destroyed the savings industry at such cost. To your credit, you
and most Members of Congress have been willing to let the story tell itself
without seeking political advantage. But in a body of 535 it only takes a few
who seek to advance their own partisan agenda to scuttle such efforts, divisive
and destructive as the consequences may be.

What were the government mistakes that led to the collapse of the thrift
industry? There are five that get star billing, as follows.

¢ A product of the Depression era, the Federal Home Loan Bank System
established a national thrift industry with built-in government protection and
favoritism, all on the irresistible pledge of the American dream: home
ownership. Under the FHLB System, the people responsible for regulating the
thrift industry were the same people responsible for promoting it. The conflict
inherent in this dual role was essentially dormant until a decade ago. Then,
forced to choose between regulation to protect the safety and soundness of the
system or promoting the industry by relaxing regulation, the latter course was
chosen, with all parties concurring.

e To assure low—cost mortgages, the Administration and Congress placed
a ceiling on the rate of interest thrifts were permitted to pay depositors. This
insulation from market discipline, which was to encourage the disastrous
practice of borrowing short and lending long, was supported by all parties.
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-~ e When inflation drove interest rates up in the late 1970s, the {
Administration and Congress responded by phasing out the Reg Q celling -
limiting interest on deposits. The government then acquiesced to the thrift
lobby by raising deposit insurance from $40,000 to $100,000 and permitting the
use of brokered deposits. Efforts to provide funds to assure minimal supervision
over thrifts’ new, far=ranging activities were squelched. This was largely the
doing of then-Treasury Secretary Don Regan and OMB Director-Stockman, but
it got little static from a Democratic Congress.

o Again responding to pleas from the thrift industry, the Administration
and Congress in 1982 agreed on a nonpartisan basis to give thrifts broad

authority to ﬂx_n%km;ummw housing without adequate supervision. This
led to high-risk lending backed by you-know-who.

o Because thrifts historically had borrowed short and lent long, high
market interest rates resulted in negative yields that produced widespread thrift
insolvencies. Again, both poljtical brasches.olgouardRant-5e8 : hsift
indust D 1 © 35 Jgbaci: ~'~_:,‘g‘-.l ' '518 ol wilch propped U2 B
instiwmw&al- thus permitting them to continue gperations and
to engage in ever-riskier lending in an effort to regain pro 1tability.

'

What must be understood, if the thrift fiasco becomes a finger—pointing
exercise, is the role of the U. S. League (of Savings Institutions), the principal
srade association for the savings and loan industry. Over the years the League,
through superb grass-roots organization, generous campaign contributions and a
sophisticated Washington operation, could count on broad bipartisan support for
any legislation it might suggest. Nor do I recall any quarrels between the
League and any Administration, Democrat or Republican. Indeed, Kathleen Day
(for the WASHINGTON POST) and others have traced a relationship between the
League, the Home Loan Bank Board, Congress and the Executive Branch that is
nothing short of incestuous.

As far as individual behavior is concerned, there is no question that
Congressional culpability goes far beyond the Keating Five (three?) and includes
prominent members on both sides of the aisle of the two banking committees,
not the least including Frank Annunzio. This is a matter of record for anyone
who takes the time to check campaign contributions, review Committee
transcripts and voting records and figure out how much Freddie St Germain's
American Express card cost the League over a period of 20-plus years.

At the same time, it won't take long for Don Regan's role to come under
scrutiny. Here the problem is not only his direct role in the understaffing of
thrift examiners but also his complicity (and I use the word advisedly) in the
appointment of Lee Henkel to the three-man Bank Board. Simply stated,
Henkel was a mole for Keating. In point of fact, Keating first tried to engineer
the appointment of George Bentsen, an academic, to the Board but he was an
anathema to Bill Proxmire. Failing that, he managed the appointment of Henke!l
who, it turns out, was not only an attorney for Keating but had an unsecured
letter of credit from him for $1,000,000 or so. It's all part of the record.
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*19 NO S&LVERADO LINING
CNN's "Special Assignment" last night continued its S&L

inv igation. n Bode showed clips of ex-Silverado director
Neil Bu ifyi i ill, and then pointed out two

seeming conflicts of interest (failure to disclose the Good loan
and the Walters interest in his company to fellow directors).
Bode: "Walters defaulted; now taxpayers are responsible for
those loans." Bode intoned, "Fishy is the word -- highest

p;gii;g_is_Ngil_Bpsh. ... [and] not everyone agrees with Neil
Bush’s definition of conflict of interest. ... Is Neil Bush
getting all this attention because he’s the son of the presi
Of course. But he wouldn’t have been put on the board of a

days of the presidential campaign, regulators in Colorad¢/ wanted
to close Silverado, the S&L on whose board Neil Bush hagd served.
But from here in Washington came the message, ’‘delay i¥.’ So the
day after George Bush was elected president, the ordef ...
finally was issued. And the taxpayers will pay $1 llion."

OTS Director (and Bush appointee) Tim Ryan hag/said he alone
will make the decision on whether to subject Neil /Bush to a
disciplinary hearing (WASH. TIMES, 6/26) and he js considering
rule changes "that could make public" the inves¥igation into the
president’s son (DENVER POST, 6/26). Meanwhilg the Resolution
Trust Corp. was further embarassed to discovef its Denver office
had hired a former excutive of Silverado "to/run its asset
marketing section." Discovering the mistakg, "it tried to fire
him -- quietly. But government policies n’t allow such
dismissals." So now he is on administrative leave collecting his
salary but doing nothing "while offici in Washington ponder
what to do next" (Steven Wilmsen, DE POST, 6/26). _Dem
consultant David Doak: "Neil Bush ig’sort of a case study of
what the savings-and-loan mess is all about. He’s not
responsible for the whole thing but if you take 700 Neil Bushes
together, you’ve got the S&L crisis" (Deborah Orin, N.Y. POST,
7/27). 1In_the same column Orin says the DNC has "quietly
circulated to Democratic leaders, under an 'FY1' cover"' news
stories on the president’'s brother Prescott Bush having "$6
million riding on construction of China’s first golf and tennis
resort" .

Part of the administration’s problem is the difficulty in
making legal cases against S&L figures (see James Bates in L.A.
TIMES 6/26, Paul Barrett in W.S. JOURNAL, 6/26), although the
Department of Justice yesterday announced that "four senior
executives of Midwest Federal Savings and Loan [in Minneapolis]
have been indicted on 40 counts of receiving millions of dollars
in fraudulently obtained funds and lying to federal regulators"
(DOJ release 6/26).

SELLING ASSETS: In the CNN Special Assignment, Bode noted
the 1,800 holdings in CO that the government has taken over
(including 444 commerical properties worth $650 million), and
Gov. Roy Romer was shown: "Well, if they dump it, it’ll knock




the prices out from under Colorado real estate, and that'’s very
very difficult upon the whole of the economy." But Bode points
out the reason for such auction "dumping": "The object is to
stop that $20 million a day it’s costing the taxpayers to hold on
to those properties ... but for now, everybody is losing."

FDIC’s William Seidman: "We have yet to find the first person
that wants to buy these properties out of a sense of patriotism."
Today’s BALTIMORE SUN describes the case of the sale of a "huge"
TX complex called Stonebridge Ranch to a Japanese buyer for $61M,
when it had been valued at $330M (6/27). Today’s ST. LOUIS POST-
DISPATCH writes of a case of $3.3M in furniture in a TX thrift
being sold for $57K (6/27). All of this is contributing to why,
in the words of the C.S. MONITOR headline: "Political Shots
Fired Over Cleanup; A federal agency is moving faster to dispose
of failed thrifts, but not fast enough for some" (6/27). In the
midst of it all Charles Keating himself is planning to offer to
buy back the Lincoln S&L assets from the government for $500M
plus interest -- but "with no money down and gaovernment
financing, and [to] manage the assets so the U.S. doesn’t lose
any money on them" (Paul Duke Jr./Jill Bettner, WSJ, 6/25).

*20 PRINT COVERAGE OF TAX "FLIP-FLOP": "READ MY LIPS ... I LIED"
HEADLINES: N.Y. POST monster front-page headline: "READ MY

LIPS ... I L Bush breaks campaign vow, says he must hike

axes." Inside headline: "READ HIS FORKED TONGUE: NEW TAXES!"

(6/27). The POST prints nine of his past "promises" not to raise
taxes. W.S. JOURNAL front-page headline: "Flip-Flop" (6/27).
N.Y. DAILY NEWS headline: "Bush: Don’t read my lips" (6/27).
WASH. TIMES front-page headline: "President backs away from
campaign vow." Inside headline: "Bush bites his lip at taxing
breakfast." TIMES also lists his past pledges (6/27).

GOP HOUSE REAX: Rep. Claudine Schneider (running for RI
Senate) called Bush’s announcement "terrible." Rep. Bill
Schuette (running for MI Senate) called himself "deeply
disappointed" and "absolutely opposed." Rep. Lynn Martin
(running for IL Senate) called it "an idea whose time has not
come" (Taylor & Schwartz, WASH. POST, 6/27). Rep. Robert Walker
(R-PA) called the move a "dumb trial balloon" and collected 75
signatures from House GOPers by yesterday afternoon for a letter
telling Bush "we were stunned by your announcement that you would
be willing to accept tax revenue increases" and "we will not vote
for" it (PHILA. INQUIRER, Baltimore SUN, 6/27). Rep. Gerald
Solomon (R-NY): "The president has to stick to his guns. No new
taxes, period" (Bedard & Harvey, WASH. TIMES, 6/27). House
Minority Whip Newt Gingrich: "He very explicitly didn’t say,
‘Raise taxes.’ He said, ‘Seek new revenues'’" (Richard Berke,
N.Y. TIMES, 6/27).

OTHER GOP_ REAX: - an _aide L Nofziger: "If

)THER GOP REAX: Ex-Reagan aide Lyn Nofziger: "If I were a
Republican senator or congressman seeking re-election this year,
I would fee ike I ha een betrayed." Sen. Charles Grassley
(E—fﬂii:ﬁif the president goes Bacﬁ on his tax pledge, it’s going
to be ve bad for his credibilit onally ..." _Sen. Gordon
Humphrey (R-NH): "Without [Atwater], there is no political rudder

o this ship' (Ralph Hallow, WASH. TINES; 6/27). 'Conservative




consultant" David Keene fears Bush’s move is "very dangerous" and
may surrender a "key defining issue." RNC’s Mary Matalin on the
GOP: "No one’s panicking or freaking out" (N.Y. TIMES, 6/27).
HUD’s Jack Kemp: "When he talked about tax revenue increases, I
don‘t think he was violating his pledge. I think he was
acknowledging that we need revenues to grow. And he thinks ...
that getting the economy back on track ... will do a lot more for
added revenues than putting a surtax on the backs of the American
people." Conservative Caucus chair Howard Phillips called Bush’s
statement "really stupid," saying it "cut the ground out from
under every Republican candidate for the Senate and House. ...
We’ve seen Bush move toward pro-abortion, funding homosexual
groups, embracing Nelson Mandela ..." (Jack Nelson, L.A. TIMES,
6/27). Bush spokesman Fitzwater "refused to concede that Bush
had abandoned his campaign pledge," saying, "Are you crazy?"
(Carl Leubsdorf, DALLAS MORNING NEWS, 6/27).

DEM REAX: QNC's Mike McCurry: "A lot of Repgplican
candidates are going to have to wake up tomorrow morning and find
another reason for running for office" (WASH. POST, 6/27).
Consultant Claiborne Darden said Bush "realizes that the buzzards
are coming home to roost" (INQUIRER, 6/27). DNC’s Ron Brown said
"It’s no time for partisan gloating" -- in a statement the DNC
entitled a response to Bush’s "reversal on taxes" (MORNING NEWS,
6/27). DCCC's ReE. Beryl Anthony (D-AR) notes NRCC’'s Ed Rollins
"has said this admission by Bush will result in Election Day
losses. The politics of deception practiced by the GOP ... has
now deeply divided" the GOP (DCCC release, 6/26). Rep. Robert
Torricelli (D-NJ): "Any Bush tax initiative is cerfain To include
new privileges and tax breaks for the wealthy" (JOURNAL, 6/27).
VA Dem chair Paul Goldman says the "hard earned wages" of VA
families "must not be used as a ’‘Bailout Fund’ save President
Bush" from "ten years of Republican addiction to debt and deficit
spending"” (VA Dem release, 6/26). NE Dem Party release notes
Gov. Kay Orr (R-NE) also "broke her promise to Nebraskans not to
raise taxes" (6/26).

1992: Conservative activist Richard Viguerie: "Read my
lips: Bush i i i
conservative ush in 1992" (WASH. POST, 6/27).
Cuomo: "I don’t think anybody, any Democrat should have any words
for the President but congratulations" (N.Y. DAILY NEWS, 6/27).
Wilder: " on the table eriod" (WASH. TIMES,
). Yesterday’s W.S. JOURNAL editorial: "I ashlngton now
adds to a tax burden already building again in economic
bellwhether states," e.g. NY, NJ and CA, "voters in elections
from now through 1992 may go looking for politicians and parties
to tag with the blame" (6/26).

*21 TAXES ON TV: '88 FOOTAGE COMES BACK TO HAUNT BUSH
OLD LIPS: ABC’s lead last night showed Bush at the ’'88 GOP
convention saying, "Read my lips, no new taxes," and Peter

Jennings followed with, "Not any more." NBC led with the same
clip and Tom Brokaw answered, "Translation: your taxes are about
to go up." Brokaw: "Campaign promised are made to be broken."

NEW LIPS: Bush, asked in the Rose Garden if he was breaking



FACT SHEET

UPDATE ON THE FIGHT AGAINST
FINANCIAL INSTITUTION FRAUD

This Administration has aggressively pursued financial
institution fraud. In February 1989, during the first month of
the Administration, the Attorney General identified fraud against
financial institutions as one of the Department of Justice’s
highest enforcement priorities. That same month, the President
proposed a major financial fraud legislative initiative which
included stronger civil and criminal tools and major increases in
penalties. The following month, March 1989, the President
submitted a $36.8 million supplemental budget request for FY 1989
to meet the escalating problem of financial institution fraud.
Congress twice denied the extra funding.

Prosecution Efforts Against
Financial Institution Fraud

Even without new resources, the Department of Justice has
aggressively pursued financial institution fraud achieving
impressive results:

° 791 major fraud (losses over -
$100,000) convictions for financial
institutions fraud in 1989,
including both banks and savings
and loans.

530 active FBI investigations of
failed financial institutions in
1990, an increase of 88% from 1987.

In 1987, the Department had established the Dallas Task
Force, using existing Criminal Division resources and the
resources of other agencies to supplement the work of the U.S.
Attorney’s Office. Today, the Task Force consists of 22
Assistant U.S. Attorneys and Fraud Section attorneys, 3 Tax
Division lawyers, 36 FBI agents, 16 IRS Special Agents, and 3
Office of Thrift Supervision examiners.

In three years, the Task Force has achieved substantial
results. It has:

brought criminal charges against 77 persons

obtained. 52 convictions, 40 of which relate
to savings and loan institutions.

It currently has 42 separate savings and loan associations and
560 persons under investigation. Based on the success of the



Dallas Task Force, the Attorney General is expanding the task
force concept to a total of 27 cities.

In late November, 1989, the Congress appropriated almost $50
million, which the President had sought earlier that year. As
the Department has received these additional resources, it has
increased its enforcement efforts and worked to ensure that
sufficient resources are focused on the most important cases --
those involving high losses, the weakening or failure of an
institution or potential insider fraud. These funds will
support:

° 153 FBI agents.

° 118 Assistant U.S. Attorneys.
° 24 Fraud Section attorneys.

° 100 accounting technicians.

In addition, the FBI has already shifted 49 agents to
augment the FIRREA financial institution effort and 18 more
agents are in the process of being shifted. Thus, a total of 220
agents are being added to the fight against financial institution
fraud.

Additional Administrative Efforts

Against Financial Institution Fraud

The Attorney General has taken additional administrative
steps to address this important problem. He has established the
position of Special Counsel for Financial Institutions, reporting
to the Deputy Attorney General. The Special Counsel’s sole
responsibility is to coordinate all matters concerning the
investigation and prosecution of financial institution fraud.
Additionally, the Special Counsel will ensure that the resources
are properly allocated to the most significant financial
institution fraud cases. The Attorney General directed the
creation of a Financial Fraud Coordinating Unit within the Deputy
Attorney General’s Office to support the work of the Special
Counsel. ‘ '

The Attorney General and Secretary of the Treasury have
formed an interagency group of senior officials from the
Department of Justice, Department of Treasury, Federal Bureau of
Investigation, Office of Thrift Supervision, Federal Deposit
Insurance Corporation, Comptroller of the Currency, Board of
Governors of the Federal Reserve System, Resolution Trust
Corporation, the National Credit Union Administration, and the
Attorney General’s Advisory Committee of U.S. Attorneys. This
group will prioritize the significant savings and loan cases to



be investigated and prosecuted. Chaired by the Special Counsel,
this group will enhance interagency coordination and assist in
accelerating the investigation and prosecution of these financial
institution fraud cases. .

To further assist in this effort, the Attorney General and
Secretary of the Treasury have directed the creation of a ”flying
squad” of specialized attorneys and auditors drawn from the
Department’s Civil and Criminal Divisions, the Office of Thrift
Supervision, the Office of the Comptroller of the Currency, the
FDIC, and the RTC to concentrate immediate and joint enforcement
efforts on selected financial institutions victimized by
potentially criminal activity. Upon short notification, this
squad will take all appropriate action to preserve assets of an
institution, protect the vital documents and records, and
undertake an immediate investigation.

The resources of other agencies will also be brought to bear
on this problem. The Resolution Trust Corporation has
established an Office of Investigations and a national network of
investigative teams. Approximately 300 new investigative staff
will be added by the end of this year. The IRS will continue to
prosecute aggressively individuals who commit tax fraud involving
failed financial institutions. The Office of Thrift Supervision
has recently opened a new regional enforcement office sited in
its Jersey City, New Jersey, office to enhance its enforcement
capabilities. OTS intends to open at least two additional
regional enforcement offices before the end of 1990.

Additional Legislative Efforts
Against Financial Institution Fraud

The Administration supports the package of legislative
proposals that provide important additional enforcement tools to
attack, civilly and criminally, financial institution fraud. The
Departments of Justice and Treasury worked closely with the
legislative sponsors in the development of these measures. The
proposals will mobilize government-wide resources by allowing the
Department of Justice to use, without reimbursement, attorneys,
investigators, accountants, -and other personnel from appropriate
agencies. Also included is a provision to allow law enforcement
agencies to request court-authorized wiretaps to investigate bank
fraud, false statements to financial institutions, bribery of
bank officials, and related offenses for which wiretap authority
is not presently available. '

The legislative package contains other significant measures.
Cases brought by the FDIC and the RTC will receive priority
consideration by the courts. Also, procedures for expedited
appeals of these cases will be established. The Department of
Justice, the FDIC, the RTC and Office of Thrift Supervision will



be authorized to seek court orders to freeze the corporate and
personal debts of defendants in civil financial institution fraud
cases. In addition, the claims of the Federal Government will
receive priority over those of creditors in bankruptcy and other
claimants in suits against parties responsible for losses due to
financial institution fraud.

Victims of financial institution fraud will receive enhanced
protections when the legislation is enacted. The legislation
authorizes courts to order payment of restitution to all victims
of financial institution fraud schemes even where they were not
identified in the charges underlying the conviction.

Perpetrators of financial institution fraud will be prohibited
from using the bankruptcy laws to avoid payment of damages,
penalties and forfeitures that are used to reimburse victims.

These new measures will be especially effective when
combined with the authority granted in FIRREA. Enacted in August
1989, FIRREA authorized a number of expanded enforcement powers,
increased penalties, and procedural improvements to facilitate
financial institution investigations and prosecutions. The new
law provided (a) increased and expanded civil penalties of up to
$1 million (with $5 million for continuing violations) and
criminal penalties of up to 20 years’ imprisonment;: (b) extended
forfeiture authority to 18 financial institution related
offenses; (c) amended grand jury secrecy protections to
facilitate the use of grand jury information in seeking civil
actions related to financial institution offenses; (d) made bank
fraud a RICO predicate offense; and (e) amended the Right to
Financial Privacy Act to prohibit financial institutions from
disclosing that records were being sought pursuant to a grand
jury subpoena related to financial institution offenses.
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THE WHITE HOUSE

Office of the Press Secretary

FOR IMMEDIATE RELEASE June __ , 1990

FACT SHEET
Fighting Financial Institution Fraud

The Administration today announced further steps to
intensify the fight against fraud in our nation'’s financial
institutions. These steps include:

° Targeting the most significant S&I and bank fraud cases
—-- those involving high losses, potential insider
fraud, and weakening of the financial institution --
and focusing investigative and prosecutorial resources
on these priority matters.

° Upgrading interagency coordination, under the
leadership of the Department of Justice, to ensure that
all available government-wide resources are properly
allocated and deployed in the fight against financial
institution fraud.

Seeking additional legislation in cooperation with
Senators Robert Dole and John Heinz to enhance the
government’s ability to locate and prosecute savings
and loan fraud.

Background

In February 1989, the first month of this Administration,
the Attorney General identified fraud against financial
institutions as a serious problem and one of his top enforcement
priorities and called upon Congress for additional investigative
and prosecutorial resources. Congress turned down the
Administration’s March 1989 request for a supplemental
appropriation of $36.8 million to combat financial institution
" fraud. 1Instead, in FY 1989 Congress cut the FBI request for 40
Special Agents and cut $1 million from the Criminal Division
Fraud Section budget.

Even without new resources, the Department of Justice has

been aggressively pursuing financial institution fraud, achieving
substantial results.

- 791 major convictions for financial institution fraud
in 1989 (losses over $100,000)



- 530 failed institutions currently under FBI
“investigation (up from 282 three years ago)

- 184 major S&L indictments since 1987, with 159
convictions :

In 1987, the Department established the Dallas Task Force,
using existing Criminal Division resources and the resources of
other agencies to supplement the work of the U.S. Attorney’s
Office. Today, the Task Force consists of 22 Assistant U.s.
Attorneys and Fraud Section attorneys, 3 Tax Division lawyers, 36
FBI agents, 16 IRS Special Agents, and 3 Office of Thrift
Supervision examiners.

This Task Force to date has brought criminal charges against
77 persons, obtaining 52 convictions, 40 of which involve savings
and loan institutions. The Dallas Task Force currently has 42
separate savings and loans and 560 individuals under
investigation.

Based on the success of the Dallas model, the Attorney
General is expanding the task force concept to 27 other key
cities.

In December 1989, the Congress appropriated the money for
FIRREA. Part of this appropriation was for enhanced resources.
To date, 153 FBI agents have been hired; 90 of 118 Assistant U.S.
Attorneys; 22 of 24 Fraud Section attorneys have been hired (or
are in the process of being hired); and 100 FBI accounting
technicians will be hired. 1In addition, 12 of the 24 Fraud
Section lawyers will be added to the Dallas Bank Fraud Task
Force.

Additional Steps

In April of this year, a senior interagency group was
established to identify and prioritize the most important cases
to be investigated and prosecuted. The focus will be on cases
that involve failed or severely weakened financial institutions,
where the losses result from insider fraud and manipulation.
This group is comprised of representatives from the Department of
Justice, FBI, Office of Thrift Supervision, FDIC, Comptroller of
. the Currency, Board of Governors of the Federal Reserve Systen,
the National Credit Union Administration, the Attorney General’s
Advisory Committee of U.S. Attorneys, and the Department of
Treasury. It will also make recommendations concerning the
streamlining and accelerating of the investigatory and
prosecutive functions.

The Attorney General has established a new position, Special
Counsel to the Deputy Attorney General for Financial
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Institutions. The sole responsibility of the Special Counsel
will be to coordinate all matters concerning the investigation
and prosecution of financial institution fraud and to ensure the
implementation of all forthcoming policy initiatives. .
Additionally, the Special Counsel will ensure that the resources
devoted to financial institution fraud prosecutions are properly
allocated.

The President, the Attorney General, and the Secretary of
the Treasury are expected to meet on Friday, June 22, 1990, with
the U.S. Attorneys to underscore the Administration’s commitment
to continue to address this critical issue. According to the
Attorney General, this is the nation’s highest economic crime and

The resources of other agencies will be brought in to bear .
on this problem. The Resolution Trust Corporation (RTC) has
established an Office of Investigations and a national network of
investigative teams. Approximately 300 new investigative staff
will have been added by the end of this year.

Over the last three years, the OTS and its predecessor have
required 664 institutions to agree to terminate unsafe and
unsound practices, removed over 150 senior thrift officers and
directors, and issued 111 cease and desist orders to stop unsafe
and unsound practices The IRS is expected to .

The Administration will support an amendment to the crime
bill sponsored by Senators Dole and Heinz, developed in
conjunction with the Departments of Justice and Treasury. This
proposal will:

° Enable the Department of Justice to utilize, without
reimbursement, the very best legal minds and
investigators from other government agencies.

Allow law enforcement agencies the ability to request

the use of wiretaps to investigate ongoing bank fraud,
false statements to financial institutions, bribery of
bank officials and related offenses for which wiretap

authority is not presently available.

To provide cases brought by the Federal Deposit
Insurance Corporation (FDIC) and the RTC priority
consideration and to establish procedures for expedited
appeals.

Protect taxpayers by (a) authorizing the Department of
Justice, the FDIC, the RTC, and the Office of Thrift
Supervision (OTS) to seek court orders to freeze the
corporate and personal assets of defendants in civil



a

cases; and (b) providing that claims of the Federal

- Government have priority over those of other creditors
in actions against parties responsible for losses at
financial institutions where fraud is alleged.

Protect victims of fraud by authorizing courts to order
payment of restitution to victims of financial
institution fraud even in cases where all victims were
not identified in the count of conviction.

Protect victims of fraud by prohibiting the use of
bankruptcy as a strategy to avoid damages, penalties,
and forfeitures. This would apply to any debtor who
committed fraud while acting in a fiduciary capacity to
an insured financial institution.

Provide one uniform, fair, and effective national
procedure for the collection of Federal debts and
enable the Federal Government to collect criminal and
civil judgments through such means as attachments and
garnishments and draw on the best features of debt
collection laws found in the states.

These measures are support by the President to augment
vigorous Administration efforts to root out fraud at financial
institutions, protect victims, and bring to justice those who
have violated the law.
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THE DEPUTY SECRETARY OF THE TREASURY
WASHINGTON

June 19, 1990

MEMORANDUM FOR JOHN SUNUNU

FROM: JOHN E. ROBSONégﬁ

SUBJECT: 8&L Fraud E rcement and Prosecution

It is worth considering this issue against the background of the
Democrats having tried and failed on two other issues related to
the S&L crisis: first, that the organizational structure and
management system was screwed up; and second, the cost of the S&L
cleanup. While the cost issue obviously hasn’t been put
gracefully to bed, the astronomical and incomprehensively large
numbers being tossed around have numbed the physical nerves of the
body politic. This has driven the Democrats to seize on an issue
that anyone can understand -- catching 8&L crooks and putting them
in jail.

A few overall points might be made concerning the S8&L fraud
effort:

- The success we have in prosecuting S&L crooks will not
depend as much on the provision of additional resources
as it will on the redirecting of priorities of the
Justice Department and, in particular, U.S. attorneys.

A U.S. attorney has a broad menu of possibilities to
which he can devote his limited resources and, unless we
put S8&L fraud at the top of the list, we can expect only
modest results. The extra money we are seeking in the
Dole-Heinz legislative package is really more symbolic
than substantive, but I think the politics of the

present situation require that we go for that extra
funding.

- 8sL fraud cases are complex and consume considerable
investigative resources and time. Some estimate that
the time-line of an 8&L or bank fraud case from
commencement of the investigation to trial may be around
four-years. Putting together a solid criminal case is
demanding and convictions are considerably less certain
than in other sorts of crime. These are factors that
have influenced the relatively low appetite of the U.S.
attorneys to invest their resources in these kinds of
cases.
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rhetoric. A few months ago the financial institution
regulatory agencies started advertising the fact that
they had referred some 15,000 to 17,000 S&L fraud
wcases" to the Justice Department. The fact is that
there aren’t anywhere near 17,000 real criminal cases
that have been referred to the Justice Department (there
is much duplication in the referral statistics and a lot
of the “cases" have had no evaluation or investigation
before being referred). We need to shift perception
away from using that as a calibration of our progress.

What actions are underway to address these and other issues:

1.

5.

The legislative package is now essentially agreed upon
between the Administration and Senators Dole and Heinz.
The package contains a variety of strengthening
provisions such as wiretap authority, power to freeze
assets of defendants, limitations on bankruptcy
discharges for liabilities of perpetrators of S&L fraud,
and other measures.

Stepped-up activity by the Justice Department on
indictments and prosecutions. Just last week, Justice
indicted one of the notorious figures in the S&L fraud
business and another indictment is expected this week.
Justice has had success in these cases with the Dallas
Task Force, a multi-agency group which has indicted and
convicted 40 individuals connected with S8&L’s. The
Dallas Task Force concept is being expanded to 27
additional cities.

We have urged Justice to get a steady drumbeat of
indictments, prosecutions and convictions of S&L crooks
and see that these are well publicized. On the last
point, Justice is now beginning a practice of announcing
every indictment and conviction of an S8&L fraud case in
Washington as well as elsewhere around the country.

All of the U.S. attorneys from around the country are
being called into Washington this week to get the
message from the Attorney General that S&L fraud cases
need to be at the top of their list. The President and
Secretary Brady are planning to appear at that session.

Deputy Attorney General Barr has assembled in his office
a special team to continuously monitor and pull the
threads together on S&L fraud matters and make sure that




there is a constant flow of communication outward from
Washington to the U.S8. attorneys’ offices so that they
stay focused on these cases.

This week there will be a meeting by the bank requlatory
agencies for the purpose of reaching consensus on the
top 100 s8&L fraud cases and to present these to the
Justice Department as their "most wanted" list. The
objectives here are to focus Justice Department
resources on the cases that matter and to get public
preoccupation away from the 17,000 so-called criminal
referrals.

At Treasury, we are forming an internal group of the
various agencies with law enforcement responsibility and
financial institution expertise (Comptroller of the
currency, Office of Thrift Supervision, IRS, Secret
Service) so that we are focusing our resources on high
probability S&L and bank fraud cases and are using our
resources effectively. In addition, we have set up a
series of regular meetings between Secretary Brady and
Attorney General Thornburgh and their senior staff for
the express purpose of collaborating with Justice in
pursuing these S&L fraud cases.

For your information, there is attached a fact sheet that Justice
is working on which gives you some additional data on what is
going on in the S&L fraud area.

In the final analysis, our success is going to rest on the

riorit

and resources which the Justice Department and the U.S.

attorneys pour into these cases. We will all benefit by
continuing to encourage the Department of Justice to press forward
every way possible to produce indictments and convictions and to
publicize them widely.

Let me know if you want anything further.

Attachment
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Office of the Press Secretary

FOR IMMEDIATE RELEASE ~ June __, 1990

FACT SHEET
Fighting Financial Institution Fraud

The Administration today announced further steps to
intensify the fight against fraud in our nation’s financial
institutions. These steps include:

° Targeting the most significant S&L and bank fraud cases
== those involving high losses, potential insider
fraud, and weakening of the financial institution --
and focusing investigative and prosecutorial resources
on these priority matters.

° Upgrading interagency coordination, under the
leadership of the Department of Justice, to ensure that
all available government-wide resources are properly
allocated and deployed in the fight against financial
institution fraud. '

° Seeking additional legislation in cooperation with
Senators Robert Dole and John Heingz to enhance the
government’s ability to locate and prosecute savings
and loan fraud.

Background

In February 1989, the first month of this Administration,
the Attorney General identified fraud against financial
institutions as a serious problem and one of his top enforcement
priorities and called upon Congress for additional investigative
and prosecutorial resources. Congress turned down the
Administration’s March 1989 request for a supplemental
appropriation of $36.8 million to combat financial institution
fraud. Instead, in FY 1989 Congress cut the FBT request for 40
Special Agents and cut $1 million from the Criminal Division
Fraud Section budget. " T -

Even without new resources, the Department of Justice has
been aggressively pursuing financial institution fraud, achieving
substantial results.

- 791 major convictions for financial institution fraud
in 1989 (losses over $100,000)



- 530 failed institutions currently under FBI

lnvestigation (up from 282 three years ago)

- 184 major S&L indictments since 1987, with 159
convictions

other agencies to supplement the work of the U.S. Attorney’s
Office. Today, the Task Force consists of 22 Assistant U.s.
Attorneys and Fraud Section attorneys, 3 Tax Division lawyers, 36
FBI agents, 16 IRS Special Agents, and 3 Office of Thrift
Supervision examiners.

This Task Force to date has brought criminal charges against
77 persons, obtaining 52 convictions, 40 of which involve savings
and loan institutions. The Dallas Task Force currently has 42
Separate savings and loans and 560 individuals under
investigation.

Based on the success of the Dallas model, the Attorney
General is expanding the task force concept to 27 other key
cities.

In December 1989, the Congress appropriated the money for
FIRREA. Part of this appropriation was for enhanced resources.
To date, 153 FBI agents have been hired; 90 of 118 Assistant U.s.
Attorneys; 22 of 24 Fraud Section attorneys have been hired (or
are in the process of being hired); and 100 FBT accounting
technicians will be hired. In addition, 12 of the 24 Fraud
Section lawyers will be added to the Dallas Bank Fraud Task
Force.

Additional Steps

In April of this year, a sSenior interagency group was
established to identify and prioritize the most important cases
to be investigated and prosecuted. The focus will be on cases
that involve failed or severely weakened financial institutions,
where the losses result from insider fraud ang manipulation.

Justice, FBI, Office of Thrift Supervision, FDIC, Comptroller of -
the Currency, Board of Governors of the Federal Reserve systen,
the National Credit Union Administration, the Attorney General’s
Advisory Committee of U.s. Attorneys, and the Department of
Treasury. It will also make recommendations concerning the

The Attorney General has established a new position, Special
Counsel to the Deputy Attorney General for Financial



Institutions. The sole responsibility of the Special Counsel
will be to coordinate all matters concerning the investigation
and prosecution of financial institution fraud and to ensure the
implementation of all forthcoming policy initiatives. _
Additionally, the Special Counsel will ensure that the resources
devoted to financial institution fraud prosecutions are properly
allocated.

The President, the Attorney General, and the Secretary of
the Treasury are expected to meet on Friday, June 22, 1990, with
the U.s. Attorneys to underscore the Administration’s commitment
to continue to address this critical issue. According to the
Attorney General, this is the nation’s highest economic crime ang

The resources of other agencies will be brought in to bear
on this problem. The Resolution Trust Corporation (RTC) has
established an Office of Investigations and a national network of
investigative teams. Approximately 300 new investigative staff
will have been added by the end of this year.

Over the last three years, the 0TS and its predecessor have
required 664 institutions to agree to terminate unsafe and
unsound practices, removed over 150 senior thrift officers and
directors, and issued 111 cease and desist orders to stop unsafe
and unsound practices The IRS is expected to .

The Administration will support an amendment to the crime
bill sponsored by Senators Dole and Heinz, developed in '
conjunction with the Departments of Justice and Treasury. This
proposal will:

° Enable the Department of Justice to utilize, without
reimbursement, the very best legal minds and
investigators from other government agencies.

° Allow law enforcement agencies the ability to request
the use of wiretaps to investigate ongoing bank fraud,
false statements to financial institutions, bribery of
bank officials and related offenses for which wiretap
authority is not Presently available.

-

° To provide cases brought by the Federal Deposit
Insurance Corporation (FDIC) and the RTC priority
consideration and to establish procedures for expedited
appeals.

° Protect taxpayers by (a) authorizing the Department of
Justice, the FDIC, the RTC, and the Office of Thrift
Supervision (OTS) to seek court orders to freeze the
corporate and personal assets of defendants in civil



cases; and (b) providing that claims of the Federal
Government have priority over those of other creditors
in actions against parties responsible for losses at
financial institutions where fraud is alleged.

° Protect victims of fraud by authorizing courts to order
payment of restitution to victims of financial
institution fraud even in cases where all victims were
not identified in the count of conviction.

° Protect victims of fraud by prohibiting the use of
bankruptcy as a strategy to avoid damages, penalties,
and forfeitures. This would apply to any debtor who
committed fraud while acting in a fiduciary capacity to
an insured financial institution.

° Provide one uniform, fair, and effective national
procedure for the collection of Federal debts and
enable the Federal Government to collect criminal and
civil judgments through such means as attachments and
garnishments and draw on the best features of debt
collection laws found in the states.

These measures are support by the President to augment
vigorous Administration efforts to root out fraud at financial
institutions, protect victims, and bring to justice those who
have violated the law.
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Penny Gentilly

Executive DIRECTOR

June 18, 1990
Dear Democratic Colleague:

This week’s Democratic Messége to the American people focuses our attention on
the Bush administration’s lack of leadership in cleaning up the S&L mess.

As Democrats, we share the growing concern of our working families about the
ever-escalating amount of tax dollars the Administration estimates it needs to bail-out
insolvent S&Ls. In the past several months, the President’s top advisors have more
than doubled the estimate they intend to apply to the bailout, and then cautioned that
even these projections were soft . Yet rather than putting a stop to this hemmoraging, .
the Bush administration is continuing to allow hundreds of failed savings and loans to
remain open — further compounding the costs of the S&L bailout by billions of dollars.

It is the costs unseen that truly alarm and dismay America’s working families.
Our youngest working families are now confronting the first effects of this fiasco when
they apply — and are denied — their first home mortgage. And our children will bear
the brunt of the President’s foot-dragging well into the next century. The schools that
will go unbuilt, the bridges that will go unrepaired, and the educations that will go
unfunded are the real toll of Bush mismanagement. h

I have attached an excellent package on the S&L bailout, which includes S&L facts
and Democratic talking points, prepared by DNC Research. I hope that it is helpful as
you talk with your colleagues and constituents this week, and in the weeks ahead.

With warmest personal regards, I am

Sincerely yours,

MESSAGE BULLETIN

PRINTED ON RECYCLED PAPER
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Talking Points on the S&L Issue

There is no need to pick over the bones of the S&L scandal--we
know what happened. What we need to do is fix the S&L mess.

Bush is foot-dragging on the S&L cleanup and is already repeating
the costly mistakes made by the Reagan Administration. The result
is a doubling in taxpayer cleanup costs to $500 billion -- in just 7
months.

Bush supports hiding the costs of the S&L bailout from taxpayers
by keeping it "off-budget” and out-of-sight. Democrats, it must be
remembered, supported "truth-in-budgeting” on the Bush bailout last
year by margins of 181-67 in the House and by 47-6 in the Senate.

Public discontent with President Bush’s mishandling of the S&L |

~bailout is growing. The mid-February Harris Poll which gave

President Bush a 70 percent approval rating also found that 60
percent of Americans disapproved of his plan to bailout the S&Ls.



Hey George, How Much Will It Cost?

Every time you look the other way, it seems like the Bush Administration
* is revising its projections on how much Bush’s S&L bailout will cost uU.S.
taxpayers.

o In August, 1989, Bush declared that it would cost taxpayers
" $166 billion to make sure "these problems will never happen
/- again." (Weekly Compilation of Presidential Documents, 8/39)

vy /.!hf/y- A /’_' o .

U\g © l,,,j\d,-‘f':/{ In March, 1990, the Bush bailout squad quietly requested an
., " additional $100 billion in "working capital' from the U.S.

", bt~ Treasury to finance new S&L bailouts in 1990 (WS]J, 3/6/90).

0 In May, 1990, the Bush Administration admitted the bailout
will cost over $300 billjon in the years ahead -- double the
amount predicted by Bush just 7 months ago (WP, 5/24/90).
That same month, the General Accounting Office estimates
that the bailout will-cost a little bit more -- between $325 and
$500 billion.

o) On June 14, 1990, Administration officials warned that this
latest estimate was as perishable as sour cream on a hot
summer day. Treasury Secretary Nicholas Brady explained
that the Administration was "in the midst" of calculating how
much money the Administration would need. (NYT, 6/15/90)

o  Federal Reserve Chairman Greenspan put it another way:
"the size of this hole is astronomical." (NYT, 6/15/90)

o  Bush’s S&L black hole: just how much will it cost?



You Too Can Own an S&L

Desperate for working cash to bailout additional S&L’s, the RTC is
selling off control of S&L deposits at firesale prices -- to corporate
raiders like Ronald Perelman.

On March 15, 1990, the Resolution Trust Corporation (RTC)
actually gave North Carolina National Bank $700,000 to take
Bankers S&L of Galveston and its $104 million in deposits off the
agency’s hands (RTC Releases).

Three other S&L’s -- with $154 million in deposits -- have been sold
for the price of a new Buick Le Sabre automobile (RTC releases).

S&L buyers are being allowed to pick over the assets of acquired
thrifts for months -- creamskimming the best assets and returning
unwanted, worthless properties to the U.S. taxpayer.

Asset buyers are paying the U.S. taxpayer an average of 60 cents on
the dollar for the properties they do want (Southern Finance
Project).

And who are getting these "bargain basement” deals? People like
corporate raider Ronald Perelman, who was recently awarded the
$2 billion San Antonio Savings Association for just $10 million
(RTC).




Isn’t This Taking Kinder and Gentler A Bit Too Far?

U.S. taxpayers may be a bit surprised to find out that President Bush isn't
just paying off insured deposit holders -- under the Bush bailout,
everybody in line is getting paid off.

0 Unless something is done, the Bush Administration is planning
to pay off millions -- perhaps billions -- in uninsured S&L
deposits and liabilities (RTC, Southern Finance Project).

0 So far, the RTC has already paid out $50 million to investors
whose accounts were above the $100,000 insured limit (RTC).

Tﬁ .

g And because the Reagan and Bush Administrations dragged
/ their feet on closing down failing S&L’s, U.S. taxpayers may be
forced to pay off some $26 billion in mortgage-backed bonds

™~ issued by S&L’s during the late 1980s (Business Week,
4/23/90). I—

0 Most of these bonds were issued by high-flying S&L’s who had
no business being in business -- but investors flocked to buy
these high-interest'bonds because they knew that the federal
taxpayer would ultimately foot the bill.

o  The added cost of President Bush’s "generosity" to uninsured
investors will be enormous -- driving up the cost of the bailout
by as much as 33 percent.



1 Out of 21,000 Is Not a Good Batting Average

The Don Dixon indictment last week was a long overdue first step in
bringing S&L thieves to justice.

Unfortunately, the Justice Department is still dragging its feet on more
than 21,000 S&L fraud and embezzlement cases (Washington Post,
3/277/90).

Maybe this isn’t surprising given that George Bush decided to spend only
$50 million of the $75 million appropriated by Congress for the S&L
crimes. Mr. President, what’s the holdup?

One out of 21,000 is not an unacceptable batting average when it comes
to recovering stolen taxpayer funds.



L

Don’t Let History Repeat Itself: Close’em Down Now

[gnoring the lessons of the 1980s, the Bush Administration is allowing
hundreds of failed S&L’s to remain open -- compounding the costs of the
S&L bailout by billions of dollars.

700 More Failing S&Ls: Are They Being Ignored?

In May 23 testimony to Congress, Treasury Secretary Nicholas
Brady understated the true size of the S&L problem, saying that at
most 1,000 thrifts will have to close down.

By contrast, the non-partisan Congressional Budget Office predicts
that as many as 700 additional thrifts will need to be shut down --
at an additional cost to taxpayers of up to $100 billion (NYT,
6/14/90). :

The Costs of Ostrich Mentality

Losses at insolvent thrifts ignored by the Bush Administration will
soar because thrift owners, having nothing to lose, often gamble
taxpayer funds on risky new investments to try and recoup their
losses. These thrifts stay open by paying interest on deposits not
from any profits on investments, but from new deposits lured in by
excessively high interest rates. And who guarantees these new
deposits? Why taxpayers, of course.

Mr. President what are you waiting for? Take your head out
of the sand and learn the lessons of the past. Stop the S&L
bleeding today.

FOR FURTHER INFORMATION, CONTACT:

| DNC RESEARCH |
863-6000




ATTACHMENT II _- | ATTACHMENT II

Minimum Funds Needed to Resolve
The Savings and Loan Crisis

(All amounts in billions)

Estimate Based on OMB's July 1989 Funding Summaries:

FSLIC Assistance Transactions $ 56
RTC Resolutions 50
REFCORP Interest Expense 69
Financing Corporation (FICO) Interest Expense 31
Establish Savings Association Insurance Fund (SAIF) 9
Post-RTC Resolutions 24
Non-RTC Administration and Other _9
Subtotal - Direct Funding Needs 248
Lost Tax Revenues From FSLIC Transacticns _9
Total Based on OMB's July 1989 Estimates $25738

Additional Funds Needed For:

FSLIC Assistance Transactions $ 12

RTC Resolutions ‘ 13

RTC Administrative Expenses 10

Interest on RTC Working Capital 28 .

Additional REFCORP Interest Expense _5 68D
325

Minimum Funds Needed S

|

aThis estimate is based on OMB's estimates of the funds needed
during fiscal years 1989 through 1999. However, funds will be
needed in later years to pay interest on REFCORP and FICO bonds.
OMB assumed that they would issue 30-year bonds. Therefore, our
estimate included the entire amount of interest that would be
incurred over the 30-year life of the bonds.

bThese additional funds will be needed over different periods of
time. Most of the funds ($63 billion) will be needed before the
end of fiscal year 1999. The additional interest is primarily
due to an extra 10 years of interest because REFCORP issued
40-year bonds instead of 30-year bonds.

Source: OMB July 1989 funding summaries and information from
FSLIC, FDIC, RTC, and REFCORP.

23
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THE SAVINGS AND LOAN SCANDAL:
A CONGRESSIONAL WATERGATE

Comments Prepared for Delivery by
Representative Jim Leach
at the Midwest Republican Leadership Conference
August 26, 1989
Minneapolis, Minnesota

The signal scandal of this year, this decade, this century, is
the S&L mess. To put it in context, let me relay an episode that
occurred last Spring in Ames, Iowa.

At the end of the basketball season a star forward on the Iowa
State University team walked into the campus Burger King carrying a
rifle without a mask and asked the high school sophomore at the counter
to hand over the money in the cash register. The team’s picture,
featuring this strapping 6’9’/ forward, was on the wall. The girl at
the cash register greeted him as he approached: "Hi Sam". He looked up
and said "It’s not me!"

What we have with Congress and the S&L scandal is another kind of
robbery, the biggest bank heist in history -- one that goes beyond
individual vaults to pick the pocket of every American. And the team
picture is on the wall. It is the bi-yearly snap shot of Congress.
Congress should and must be held accountable. Not Congress alone, but
in particular, because loose laws led to loose regulation which led to
loose banking practices.

We are confronted in essence with a problem so large that it
hasn’t sunk in with the American people. Everybody in Iowa understood
the couple of hundred dollars that Sam Mack wanted to take from that
Burger King, perhaps to buy a pair of sneakers. But once we get into
millions and then billions, the greed is more difficult to comprehend.
We have a bailout larger than Lockheed, plus Chrysler, plus New York
City, times a factor of ten. We have a fraud scandal that is
equivalent to Teapot Dome to Abscam times a factor of 100. And one
might ask, "What happened?"

Basically speaking we had too cozy a relationship between the
regulated and the regulators and too cozy of a relationship between
the regulated and the oversight body, the lawmakers, particularly
Congress. It got magnified in state legislatures, particularly in
growth states, where for parallel reasons legislators decided to give
more powers to the S&L industry, powers which had never been granted to
financial institutions in the history of the country.

State legislators understood that we have a national insurance
fund and that if mistakes were made, it would be the federal taxpayer
who would bail them out. Under the dual system -- federal and state --
of chartering and regulating, the American people have found that
legislators elected in states like Texas and California had the power,

1



not only to tax their own residents, but through egregious failures of
oversight of state institutions, to tax citizens of Iowa and Minnesota
as well.

Every man, woman, and child from Iowa, Minnesota, Wisconsin and
North Dakota are on the line for between $500 and $2,000, almost half
of which will go to bail out the states of Texas and California. The
Midwest and Northeast, in other words, have not only transferred their
wealth on a one shot basis to the Southwest and West, but they have,
with this transfer, built an infrastructure of homes and modern
offices that will stand as a government-induced incentive for internal
American migration.

It is a criminal, and I use the word advisedly, criminal transfer
of wealth from one region of the country to another. It all occurred
because legislative bodies lost their grip on representing the national
interest and instead came to represent particularist regional and
industry interests.

Let me give a couple of examples. Largely unreported, the
influence of the thrift lobby in growth state legislatures and
governor’s offices is legion. At the national level, according to
public reports in the 1987-88 election cycle, thrift lobbyists gave
about $1.8 million to candidates for Congress. Also according to
public reports, the industry in that time period lost about $18
billion. It is probably double that if honest accounting were applied.
If by the wildest stretch of the imagination the public might conclude
that the giving of money ensured that laws would be kept weak and
enforcement lax, thrift lobbyists received a ten to twenty thousand to
one return on investment.

I think it is time for the American people to recognize that a
scandal has occurred and that this scandal continues to be in the
making. What we really have is a Congressional Watergate. I raise
this analogy for a couple of reasons.

Interestingly, when you look at the historical circumstances that
surround Watergate, one of the questions that people did not pay a lot
of attention to at the time was: Why Watergate? What did the
President have in mind by sending a band of idiots to attempt to break
in to someone named Larry O’Brien’s Watergate office?

No one knows for sure because Mr. Nixon has yet to reveal, but
circumstantial evidence indicates that O’Brien -- and this sounds as if
it were a novel plot of unbelievable proportions -- had represented in
the late sixties and early seventies America’s most reclusive
billionaire, Howard Hughes, who had apparently given an illegal
$100,000 gift to Mr. Nixon to expand either his San Clemente or Florida
White House.

At the same time, it is reputed that he may also have given
$100,000 to a prominent Democratic Senator. The point is that at the
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heart of Watergate was dollars and the possibility that what the
Watergate thugs were trying to get at is whatever paper trail might be
in Larry O’Brien’s safe that could become an issue in the 1972
election. This theory, while unprovable, is given certain credence by
a break-in authorized by the same people in the same time frame of a
Las Vegas newspaper editor who wa investigating the story.

I relate this story because at the heart of the S&L issue is the
conflict of dollars with public policy values -- the greed factor
influencing legislative bodies.

In Chinese history there is a theory of revolution based upon a
mandate of heaven. A government can stay in power as long as it
maintained a mandate not from the people but from heaven. The
government may be overthrown when the mandate is removed as signalled
by natural phenomena like droughts, floods, and hurricanes. My sense
is that the American people are in the process of concluding that the
mandate from heaven ought to be removed from the political party that
has controlled Congress the past half century. Conflicts of interests
that cost real people real money are of earthquake proportions. They
imply it is time to remove the mandate of leadership from the majority
party in Congress.

As we look around the world, it is remarkable that people are
aspiring to greater independence and freedom, not only in closed
societies like Poland and Hungary, but in democratic societies like
Japan, where the alternative party suddenly has became viable because
of scandal. The "ins" have been tempted so long that the "outs" have
developed a credible case for change.

In this context, the obvious sometimes takes awhile to sink in.
For example if you recall the Watergate circumstance, it occurred well
before an election. It had no effect for six months, nine months, a
year, and then suddenly people recognized the Constitutional
unseemliness of what had occurred.

What we have in American politics is a legislative branch scandal
of unprecedented dimension. What has to be thought through is what we
as a public do about it.

The President has suggested that we ought to have campaign reform.
The Democratic party in Congress has historically stood a little bit
more for campaign reform than the Republican. But intriguingly, when
it comes close to something happening, the Democrats have repeatedly
backed off. They understand that the current system ensconces
incumbency and that they are the incumbents.

The "cause celebre" of the S&L issue, as well as the lack of
discipline that has led to the deficits, should be a demand for
campaign reform. The Republican party ought to stake out the position
as the party of reform in American politics, the party of righteous
indignation. We ought to suggest to the world that we are a party that
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stands for and will deliver change; that we will return our legislative
bodies to the people and remove them from the disproportionate
influence of monied influence peddlars.

If America is going to remain the envy of the world, it is going
to be awfully important that the party of governance becomes the party
of fair rules as well as free enterprise. As the minority legislative
party, we have been given an opportunity that has seldom been given a
political party -- if we just recognize its symbolic significance and
are willing to respond -- in policy terms as well as personal example.

Good people with good causes can change the world.

Thank you.
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Mr. LEACH. Now, the reason, again, I raise this issue is that expo-
nential growth in the financial community is something that most
people look at pretty carefully if they are regulators, and apparent-
ly it wasn’t looked at overly carefully here, and if we look at some
of the dynamics of this, as I look at what happened at this particu-
lar institution, in 1985 the real estate owned by the institution
grew 10-fold from 1.7 to $17.1 million.

In 1986 Silverado reported a RAP net loss of $15.7 million, while
at the same time reporting a GAAP income of $15.5 million, partly
because it reversed some $13 million in loan loss reserve allow-
ances. Then in 1988, and this is in March of 1988, long after some
of you said that you had indicated that you saw some problems, the
rating was actually improved from a 4 to a 3. Is that correct?

Mr. SANDEFUR. What you are referring to is a limited exam that
was done in March of 1988 where one of the five ratings that
makes up the composite rating was upgraded from a 4 to a 3.

However, the——

Mr. LEAcH. Which rating is this?

Mr. SANDEFUR. On interest rate risk management.

Mr. LEAcH. Yes?

Ms. VAN CLEAVE. Actually the rating was downgraded from a 2
to a 3. Composite rate is a 4. They only rated risk management,
and they rated it a 3.

Mr. LEA%l Let me just say my sense is that we had some misdo-
ings on the board, but the regulators don’t come out of this quite as
nicely as I think the appearance today from your testimony would
make it look.

My own sense is the gentleman from Illinois was looking at
people that might be sued. It strikes me that the system that we
set up from here in Congress ought to be suable. That is, we set up
a system that allowed this kind of exponential growth and then al-
lowed the regulators themselves to be part of an institution that
itself was a bank that lent money to the regulated in a way that is
not overly prudential. .

Finally, let me just conclude because I have a little bit of back-
ground with one of the people that has been talked about today, I
think we are focusing on an outside director when we should be fo-
cusing on the problem.

I know Neil Bush as a thoughtful young man who I think frank-
ly was lured into becoming an outside director in a financial insti-
tution, which at the time was composed of inside directors who ap-
peared to be good community citizens when, in fact, they may have
been up to their ears in scheming conflicts.

It is conceivable that mischievous people with mischievous mo-
tives might have wanted to use the son of the then vice-president,
but I frankly find it inconceivable that Neil Bush wittingly did
anything wrong. I raise this mainly in the context of the calling of
witnesses, this being the first panel that has been called bringing
in outside directors. Reputations, after all, are at stake here.

Let me just say from the perspective of the minority, I have
frankly disagreed with issues of almost everybody on this commit-
tee from time to time, and I have also disagreed with some of the
past positions that I, myself, have taken, but I have been very care-
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ful not to raise individual names in an accountability sense. That is
for other people to do.

Frankly, I think in assessing our work product of the past decade
we have all flunked, but there is a great difference between flunk-
ing in judgment and failing in character tests, and I think we
ought to discriminate between those very carefully. All of us have
made mistakes, but as a former cabinet member once suggested
when he was acquitted of an alleged crime, where do you go to get
back your reputation?

I think we all ought to be very conscious of this problem and
very concerned that the shadow of Charles Keating not come to fall
over the wrong people because of misunderstood circumstances. Fi-
nally, let me just say, I think maybe Neil joins us all in Congress
in not seeing the big picture soon enough, but he is a very fine
young man with a fine future.

I hope we are not unfair to him in ways that are unfair to the
system itself. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Mr. Leach.

Mr. Neal.

Mr. NEAL OF NORTH CAROLINA. Thank you, Mr. Chairman.

I would like to ask each of you to comment, if you would, briefly
on this question. In trying to understand this problem in the broad
sense, and I am not now focusing only on Silverado, but on the
whole savings and loan mess or however you would like to charac-
terize it.

I have come to think that, oh, 80 percent of it is the result of
crooks, crooked activity, gross mismanagement, and then the super-
visory regulatory structure simply not doing its job, either at the
Federal or State level.

I say 80 percent because I recognize that the high inflation of the
late 1970’s and other economic conditions played a role in this. But
80 percent of it just was crooked activity and then the regulatory
supervisory restructuring, and in many cases the Administration
consciously deciding not to do its job.

Would you all agree with that characterization, and if not, how
would you disagree?

Mr. Hersnkowirz. Congressman, I guess of the panel members
here, I have the broadest breadth of experience seeing the whole
country from Washington. Their view is limited to a portion of the
country. Even so, because I am in enforcement, I only see the worst
situations.

All the situations that I have seen obviously would involve some
type of mismanagement or fraud, but I don’t think any of us on the
panel have a broad enough experience in the whole situation to be
able to give you even an estimate of the percentage due to fraud.

Mr. NEAL oF NORTH CAROLINA. Would you take exception to my
characterization of it based on your own experience?

Mr. HersHKOWITZ. As I said in my experience, I only get the
worst of the worst. I just don’t have any basis for estimating what
happens in the other ones.

Mr. NEAL OoF NORTH CAROLINA. Well, based on what you have
seen.

Mr. HErsHKOWITZ. I can tell you I have read the newspaper and I
have heard other people guess how much it is. I believe Congress-
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have a chance to hear from the witnesses. We have witnesses that
are, in goodwill and voluntarily, saying yes, we want to come and
cooperate with the Congress and the committee.

We want to give you our side of the story, and that is what we
are here for. Now, does any other member wish to speak?

Mr. Leach?

Mr. LEACH. Mr. Chairman, let me stress that I am pleased that
you are contthuing these hearings about Silverado. They are impor-
tant, because they are similar to some of the other giant thrift fail-
ures, but they are also unique in their use of loan commitments to
fund preferred stock. Having said, though, that the hearings should
go forth, I must confess to some discomfort at the decision to in-
clude outside directors on the invitation list.

I raise this because while it is not unprecedented in the history
of this committee, it was not done with thrifts such as Lincoln and
Centrust. In this context, I would like to repeat what I said yester-
day about the shadow-casting implications of quasi-investigative
hearings of this nature, and the capacity of Congress, especially
Congressional committees, to irrationally taint reputations.

I have reviewed carefully the information brought to this com-
mittee to try to put myself in the place of our principal witness
this moming, a witness by the way who has shown the courage and
grace to face adversity unlike the principles in this institution. And
I would stress as strongly as I can my view that Neil Bush is a
thoughtful, decent young man who was lured into becoming an out-
side director, whose inside directors appeared to be good communi-
ty citizens and innovative thrift managers following the deregula-
tion philosophy of a former administration and financial institu-
tional designs of former Congresses. -

The fact that inside directors were up to their ears in conflicts
was not likely to be clear to a young man entering a new town and
a new area of business when even the shrewdest in American fi-
nance, i.e., the outside auditors, were taken in.

I stress this aspect of hindsight in part because of the perspective
provided in the testimony of witnesses yesterday. An extraordinari-
ly principled and intelligent partner in a big eight accounting firm
testified how his firm arrived at unqualified audits, how it reported -
profitable performance under generally accepted accounting prac-
tices for the institution. It appears now that such profits were
largely smoke and mirrors.

But we have to understand that we are looking retrospectively.
At the time many believed that this thrift was headed by one of
the most brilliant financial managers in the country, a man who
today may look a bit like Bert Lance, but who then held the ear
and confidence of Federal regulators in the Topeka office.

It is conceivable that mischievous people might have wanted to
use the son of the Vice President. It is inconceivable that Neil
Bush wittingly did anything wrong.

I raise this in the context of the reputation of the Presidency and
of the individual. With regard to the first, this committee knows
better than any group of Americans that it is this President who
immediately upon taking office, moved to close down thrifts like
Silverado, throw out their leadership, and stem the red ink to the
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taxpayer. It is this President who pledged to bring thrift crooks to
the bar of law.

As for the individual, the young son of the President, he appears
to have been used just as were some of the world’s best certified
public accountants, some of the country’s most approximate regula-
tors, State and Federal, and the entirety of this Congress.

In this context, let’s be clear that the shadow of Charles Keating
falls in a lot of directions but it does not fall on the First Family.
Neil Bush is a fine young man with a wonderful family and bright
future. Let’s be cautious about hinting or implying questions of
character when primarily at issue is a giant public policy error
which disproportionately got reflected in almost an entire region of
the country.

Thank you.

The CHAIRMAN. Mr. Leach, if you will yield, we can’t have it
both ways. We can’t prejudge either guilty, as I was trying to in-
sinuate, or innocence in your case. I don’t know that Mr. Bush has
asked for any defense on our part. The record speaks for itself and
this is what we are trying to get at.

I think we want to hear from him and then on the basis of the
testimony of he and the other witnesses, make conclusions. But I
think we can’t have it both ways. We can’t say, ‘““You shall not con-
demn and prejudge,”’ nor can we say, ‘‘Well, the man is holy and
pure’’ and everything else.

Mr. LEACH. Mr. Chairman, let me just say that I think the Chair-
man of this committee has done a great public service in the en-
tirety of the hearings that he has participated in. I do not want to
raise doubt about that, but I do want to make it clear that we have
invited a large number of witnesses to bring perspective and this
hearing is not a quasi-judicial setting. We are simply trying to get
at the facts of a circumstance, but the visage of what is happening
here can be misleading to a large public audience.

I think that that visage has to be put in proper perspective.

The CHARRMAN. I understand.

Yes, Mr. Neal.

Mr. NEAL. I would just like to make a brief comment if I can.

There was a story in the Washington. Post this morning that im-
plied that the hearings were essentially some sort of partisan exer-
cise, and the reason I mention this is because I was quoted and I
wanted to be clear that that is certainly not my intent. I don’t
think it is the intent of anyone else.

I have come to think—well, in the first place, these hearings are
about trying to understand what is going on. Now, I have come to
think that, I have come to understand the problem this way, that
there was conscious decision on the part of the administration not
to administer this law. That the idea was to get government off the
backs of business in general including the savings and loan indus-
try, and when a bunch of sharp operators and crooks figured it out,
they stole the country blind.

Now, maybe this understanding is incorrect. I go to hearings and
ask people about this understanding, and so far I think we are find-
ing general agreement on it. But when we ask questions, it is not
intended to be partisan.



FOR THE FIRST DISTRICT
SPEED UP S&L CROOK PROSECUTION,
REP. LEACH URGES SECY. BRADY

FOR IMMEDIATE RELEASE
CONTACT: Joe Pinder 202/225-6576

WASHINGTON, D.C. (June 14, 1990) -- Rep. Jim Leach, in a
House Banking Committee oversight hearing, today called on
Treasury Secretary Nicholas Brady and Federal Reserve
Chairman Alan Greenspan to accelerate the prosecution of
white-collar criminals involved in the savings and loan
scandal.

"Savings and loan executives have taught the world that
you don’t have to break into Fort Knox to steal the
government’s gold," Leach (R-IA First District) said at the

hearing.

"Failure to move expeditiously against white-collar financio-
paths risks a loss of public confidence and public monies,"
said Leach, the second-ranking Republican on the Banking
Committee. "Whether a bank is robbed from within or
without, justice must be pursued."”

"The most blatant way to rob a bank may be with a rifle at
the teller's window, but the lesson of the 1980s would appear
to be that the easiest way to steal from the taxpayer is to
own a federally insured financial institution," noted Leach.

Secretary Brady responded to Leach’s comments by noting
that the Justice Department has recently indicted a Texas
S&L owner who, if convicted, would face 190 years in jail and
$9.5 million in criminal fines.

Leach is a sponsor of two bills which) would encourage and
give the Justice Department more powers to investigate and
prosecute crimes against S&L institutions. The bills also
would assist the federal government in recovering funds mis-

appropriated by S&L crooks.
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Mr. Speaker, of all the lessons of the savings and loan debacle,
one stands out: the need for campaign finance reform. S&L-gate, the
" fact that every living American and a good many yet to be born will be
required to put up $1,000 to $2,000 a piece over the next 30 years to
cover up public policy mistakes, makes Teapot Dome and Abscam
government scandals of peanut proportions. :

What is so extraordinary is that so few in this body seem to
recognize that the root of the S & L problem is weak law and that the
root of weak law was not a collusive attempt of ill-willed legislators
to defraud the public, but rather of well-intentioned solons operating
under the rubric of politics as usual. .

It is the system that has perverted judgment, not the 1nd1v1dual
who has perverted the system. Hence the need for reform of a campalgn
. system that allowed an industry to give $1.8 million to candidates in

the last election cycle while losing over 100,000 times that amount in
federally—lnsured deposits over the last decade and 10,000 times that
amount in the past year alone. Taxpayers who are belng asked to pay
the Congressional piper demand that this kind of return on political
investments be stopped, once and for all. :

Yet, tragically, news reports and rumors abound that America’s
senior polltlcal party -- a party in which the majority has
rhetorically supported campaign reform for over a decade =- may again
refuse to translate good public intentions into good public statute.
The "no-limit" limit currently being bandied about by the party that

used to claim so proudly it stood for the little man -- the
prescription that PAC contributions to a House candidate be "11m1ted"
to $275,000 each election cycle -- defies any reasonable definition of

reform. It represents an ensconcing of the status quo, an invitation
to continued conflicts of interest.

What America needs is a Congress indebted to the individual
citizens who click the voting levers, not to the monied groups which
tilt the levers of power. ‘

In the highest sense, politics should be the art of representation,
not the art of electoral manipulation.

L
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LEACH BLISTERS CALIFORNIA LEGISLATURE OVER THRIFT CRISIS

San Francisco -- In a blistering attack on the California State
Legislature, Iowa Congressman Jim Leach today pointed out that loose
state laws impelled loose regulation in the California savings and
loan industry which in turn placed a multi-billion dollar obligation
on federal taxpayers.

Leach is in San Francisco to take part in House Banking Committee
field hearings on the savings and loan crisis.

"While there is plenty of blame to go around for the savings and loan
crisis, the accountability of several state legislatures, particularly
California, for federal tax obligations represents an unprecedented
kind of political scandal," Leach said.

"In essence, America is looking at an industry of cooked books with
regulators serving as master chefs and legislators salivating as pot
stirrers," Leach suggested.

"Because state-chartered and directed institutions receive federal
insurance, it is the federal government and not the state government
which carries the liability for egregious banking practices approved
at the state level," Leach noted.

"California is crucial to the safety and soundness of financial
institutions in savings-intensive parts of the country like the
Midwest because California institutions have come to serve as the
equivalent of money sieves. Fully one quarter of all thrift deposits
in America end up in California, with resources coming from a direct
transfer from savings and loans, as well as individuals, in areas of
the country with less housing and general building demand.

"What has happened in a macro-economic sense is that when two
comparable industries are incomparably regulated, excessive growth is
impelled in the one with weaker regulations; and when individual
states are incomparably regulated, growth is impelled in those with
looser rules. Hence the triply-dual nature of regulation -- banking
vs. thrift, state vs. federal, and state vs. state -- has precipitated
investment resources to flow disproportionately away from commercial
banks and into savings and loans, particularly in states with
historically weak regulatory oversight like California.

"In a political sense, the public should demand to know how alleged
advocates of the little guy could be duped so easily into writing laws
that have changed an industry designed to serve the individual home
owner into one where in too many instances private piggy banks have
been sanctioned for private speculators.

"To this date, Congress and federal thrift regulators have abdicated _
responsibility to establish adequate accounting guidelines not only on
direct investments but also on so-called goodwill.

-- MORE --
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"In an industry that is two-thirds the size of commerical banking and
holds more deposits in America's largest state -- California -- than
commercial banks do, there now exists on the average a negative
capital base, if intangibles such as goodwill and Bank Board net worth
certificates are subtracted from industry balance sheets.

"The time has come not only to understand the reésons for the mess the
industry is in, but to ensure that responsible regulation is re-
established, so that those institutions which are rescued do not have

to be rescued again."
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CONFERENCE REPORT ON H.R. 1278
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- HOUSE FLOOR AUG. 3, 1989

Mr. Speaker; it Is with the greatest reluctance that | rise to oppose the bill in its present
form.

Last February the President of the United States courageously took the lead and
acknowledged govemmental responsibility for the greatest legislative and regulatory mistake
of the cenfury. He outlined an approach requiring greater accountability in the industry
and more disciplined regulatory oversight. The operating assumption was that crooks would
be put in jail, legislators would shake their cozy ties to the industry, and the industry would
shape up its books so that ‘never again® would this issue be revisited.

The bill before us represents a significant step forward in accomplishing these objectives,
but | am constrained to dissent —- not because the legislation should necessarily be vetoed
by the President, but because of my profound disappointment that Congress did not do
better. Rather than "never again,' the approach we have craffed assures a revisiting of the
same issue with the same cost implications in the not too distant future, most likely in the
next 18 to 36 months.

While $50 billion in new resources added by this bill to the insurance fund will help
protect savers and make possible the liquidation of badly insolvent thrifts, the industry
discipline called for and the resources provided are insufficient to cope with the true depth
of the problem. It must be understood by this body that near-term liabilities ‘of the thrift
industry are in the eleven-, not ten-figure range. With interest, the cost to every man,
woman, and child in America will exceed a thousand dollars. Now is not the time for a
red-eared Congress to play games with the taxpayer and give in to industry and special-
interest concerms.

Here, let me relate an event of tragi-comedy proportions that happened this spring in
my state. In Ames, lowa, a.starting forward on the lowa State University basketball team
and a potential star defensive back on the football team walked into the campus Burger
King with rifles, without masks, and asked the kids at the counter to clean out their cash
registers. The picture of the basketball player was on the wall. One young girl is alleged to
have called out to the basketball player as he came up to the counter: *Hi Sam." To which
he is said to have responded: ‘It is not me." Shortly thereafter the police arrived and
puncgulred the escapees with bullets to their legs. The potential of two young men hang in
the balance.

Today we are revisiting the scene of another crime -- the largest bank heist in history,
one that goes beyond the vaults of financial institutions and picks the pocket of every
American. To paraphrase Pogo: ‘the robber is Us." None of us can say ‘it is not me." Our
pictures are on the wall. It is Congress, after all, that passed the loose laws that led to the
loose regulation that set loose the high-fllers in the S&L industry. Pin-striped crime cannot be
battled with pin-striped laws.

In this context, it is impossible not to reflect profound disappointment about the
following provisions of the bill:

1. The over-leveraging of other people’s money by mismanaged savings and loans is
the root of the problem before us. Yet the one-and-a-half percent capital requirement
called for in this bill (three percent in five years), while stiffer than exists today, cannot be
considered overly rigorous in this cooked-book industry. And the forebearances authorized
for institutions with good business ‘plans® can only be considered incredulous. For the
taxpayers to be protected, the industry should either be forced to raise massive amounts of
real, tangible capital or face the music and shrink. Yet this bill envisions a
greater-than-inflation, seven percent annual industry growth and no contraction for
institutions with minimal net worth.

A more realistic target for capital standards would have been three percent in one
year and five percent in three. A more redlistic regulatory model would have been that of
Bank of America. Five years ago, banking regulators recognized that the largest bank on
the West Coast teetered on insolvency. They ordered the raising of greater private-sector
capital or shrinkage of assets. Bank of America did both. It shrunk by almost a third and
diluted its shareholder’s holdings by raising more capital. Because of these prudential
undertakings, the bank last year eamed almost a billion dollars and today is no longer a
likely candidate for taxpayer defense of its deposits. Why does the thrift industry think it is so
privileged as to be above the prudential standards of America’s commercial banks?
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. 2. The bill before us is presented as if the resources — as staggering as they are — are
adequate to right the current insolvency in the indusiry. The fact is: ,
, a) The losses of the grossly insolvent thrifts are greater than was estimated just a few
months ago. , L :

b) Preliminary indications are that the second-tier problem institutions in the industry,
many of which are rated well by the Federal Home Loan Bank Board, pose another $40 fo
$50 billlon problem. ' :

c) The costs invoived in liquidation or getting outside parties to assume the risks of
taking over sick thrifts are larger than originally projected. )

d) The added costs imposed on the Industry by this bill through the housing provisions
of the Gonzadlez amendment have muit-millon-dollar Implications for the taxpayer: in
addition, the obiligations implicit in the Frank ‘first-option” amendment potentially hold
multi-billlon-dollar costs for the same taxpayers. The social case for housing may be
comkpcﬂllng, but the cost Implications of the social engineering in this legisiation cannot be
ducked.

e) The assumptions upon which industry revenue streams are projected may be
overly optimistic. No consideration is given to the possibility that the economy might suffer a
significant downtum, be subject to renewed dollar inflation, or housing-asset deflation. An
even keel Is projected at a time when choppy waters loom on the horizon.

Alcs, it would seem ‘improvident not to authorize an additional $25 to $80 billion
contingency draw on the Treasury, perhaps In the context of an on/off budget compromise
involving the placement of part of the bonds sold on budget and off Gramm-Rudman and
another part off budget and on Gramm-Rudman.

_ Here it should be stressed that the on-off budget issue is a close call, one which is

amenable to compromise but -even if not, one which should not produce partisan,
institutional or philosophical rancor. What is impressive is not how far apart the sides are,
but how close together the positions remain. - ‘

Both the Republican and Democratic positions, after-all, involve the same amount of
money and the prnciple of long-term bonding. The Democratic approach has the
advantage of offering greater bond term flexibility and perhaps lower-cost Treasury, as
opposed to agency, Issuances.  The Republican approach has the advantage of forcing
greater discipiine on Congress through the Gramm-Rudman process. It neither sets an
unhappy Gramm-Rudman exclusion precedent nor causes other Treasury offerings to be
subject to possible higher pricing because of taking S&L bonds off Gramm-Rudman. My
personal preference, by a narrow margin, Is for the Administration approach because it is
tougher on Congress. It impiies accountability; it forces us to instill greater budget discipline
in recognition of the fact that it is we in Congress who have made extraordinary legislative
mistakes and that these mistakes are not cost-free.

The Democratic approach at first glance appears more honest because it is
declarative up front with regard to the deficit. But there is no discipline that goes with the
declaration. Perhaps the way out of an impasse that is more psychological than economic
is to aquthorize, as mentioned above, a hybrid approach to bond sales, part to be sold off
Gramm-Rudman through Treasury offerings, part on Gramm-Rudman through agency
issuances, with a substantial back-up line of credit authorized at the Treasury which would
be on budget and off Gramm-Rudman. The really important issue, however, is not which
way we go, but that we move off the precipice. It matters less whose views prevail than
that public confidence in the safety and soundness of the financial system is restored.

3. In his February statement, the President asserfed that white-collar criminals must be
held accountable. Yet given the size of the crime, this bill provides minimal resources to the
FDIC and the Justice Department to investigate and prosecute wrong-doers.  Incredulously,
an amendment | offered in. committee to establish and fund a special thrift-fraud task force
at the Justice Department was beaten back on jurisdictional grounds and opposed by the
Justice Department. The American people are not going to countenance using taxpayer
resgurces ;ro. protect depositors if criminals are not forthrightly pursued and deprived of ill-
gotten gains.

4. It is indefensible that in the panoply of American finance, a catagory of
institutions -- certain savings banks — are separated out and given privileged status. Not only
are they exempted from the Qualified Thrift Lender (QTL) provisions of this stafute -- arguably
defensible — they. unlike commerical banks and. thrifts, will be allowed to double-count
investments for regulatory capital purposes and be authorized 1o make direct investments,
the ‘very practice that got so many S&Ls in trouble. Only a Sophist can argue the merits of
such a privileged position for this industry.

5. In contrast with the Senate, the House originally adopted a provision | authored to
give the FDIC primary responsibility to regulate state-chartered thrifts. This amendment was
designed above all else to re-establish regulatory accountability and break the too-cozy
relationship between the regulated and the regulator which has developed over the past
several decades In the thiift industry. Unfortunately, the Senate position keeping the same
people and the same leadership In place prevailed despite the fact that this Is a leadership .
that frittered away billions in the December deals and hundreds of milions, if not several
billion. in keeping one thrift - Lincoin -- afloat despite regional Bank recommendations to
close. '
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6. The bil not only does not adopt the approach | pushed to. force greater
capitalization of Governmenf-Sponsored Enterprises (GSEs), it weakens public' oversight of
Freddie Mac by giving private stockholders control of the board. The prospect that it and
Fannie Mae may become axpayer dependents at the same time they spin dividends to
private-sector shareholders is unfortunate. There is simply no excuse that both of these
secondary-market thiifts not be subject to prudential capital standards. With both being
larger than Citicomp. there s no excuse that They should be pampered with special
legislated dlspensc’rlons

7. As in sO many compromises in the . conference, taxpayer concerns were
- considered secondary to industty concems when the issue of industry contributions to the
Insurance fund was de-indexed for inflation, The House position was designed to call on the
industry first to support the insurance fund. - In succumbing to Senate reservations the
taxpayer implicitly will be- asked to take a greater hit.

8. The tough conflict-of-interest rules dppllccble to the Resolution Trust Corporation
(RTC), which were adopted by the. House, were dropped in conference. At the moment,
the ethics rules for the new institution are in limbo. weaker than those that apply to HUD.

9. The requiremen’r advoﬁced by the House that dll federclly insured financial
institutions above a given size be required toundergo annual certified audits was dropped

by the conference. Suggested by the GAO and proposed by the distinguished gentleman -

from Wisconsin (Mr. Roth), such requirements strike me as a particularly appropriate pre-
requisite to granting institutions ’rhe right to-offer federal deposit insurance.

10. Under the Adminnsfrcﬂon s bill, the new thift regulator (the Office of Thrift
Supervision) was intended to come under Treasury supervision. Based on amendments
~stemming from the Senate, a more independent status has been carved out. For those of us
who are concerned with the lack of rigor of federal thrift oversight, the case for giving the
new director of the OTS (the chaiman of the old Federal Home Loan Bank Board) more
independent status than the Compitroller of the Currency is questionable.

11. While the maqjority of the most-egregious special-interest provisions have been
deleted from the bill, it still is galling to-note that a prominent insurance company that owns

a thrift is exempt from the QIL test:; that report language exempts Sallie Mae’s thrift from the

conversion moratorium; that a Memphis thrift is. exempted from the same moratorium; and
that exceptions, are made to the capital-deduct requirements for certain institutions.

12. One problem that was hardly referenced in Congression'cl consideration of root
problems in.the thrift industry is the need for deposit insurance reform. The case at a

minimum for restricfing insurance to a single $100,000 deposit per depositor would appear -

overwhelming,. but even minimalist deposit-insurance reform has been passed over. Lacking
the will to reform the insurance system, Congress -has a particular responsibility to establish
firm regulcﬂon The only way to protect the taxpayer if institutions become too big or too
weak to fClll is To insist they not become too big or t00 weak to regulate.

As for speciflc prowslons of the conference report, the record should be clear on the
following items: .

1) That provisions of this act that permit thiifts 10 be converted to banks- are not
intended to allow banks resulting from such conversions to establish, retain, maintain, or
operate branches that do not comply with the laws relative to establishment and operation
of bank branches or offices in the réspective states where such banks are operated. In
other words, the Douglas or McFadden Acts are not .infended to be circumvented or
modified by this s'rc’rufe

~ 2) That in regard to the application of the conversion
moratoriums of this act to thrift institutions that are exempt from the present morcn‘onum on
FSLIC-to-FDIC conversions imposed by the Competitive Equality Banking Act of 1987, it is my

understanding that thrifts that were grandfathered under Sec. 306(h)(2) of the CEBA would

lose their- ability to switch insurance funds under the pending legisiation if they did not
convert fo FDIC insurance prior to enactment, because the five-year conversion moratorium
provisions of this act do not contain an excepfion for these institutions. This would be the
case even if a thrift had applied to convert, had received an approval 1o convert or was
involved in litigation with any of the federal regulators regarding a dispufe over its

grandfathered status before the bill was enacted, because. in. determining whether a .

proposed conversion is permissable, the government would be obligated to look to the law
in effect at the time the conversion transaction was consumated, not what the law was
when the application or lawsuit was filed or an gpproval was received.

3) That under Sec. 912, the FDIC is specifically authorized to take enforcement
actions against any savings association, based on an examination of the association by the
Corporation. Thus, it clearly is contemplated that the Corporation QGs the authority to
examine any savings association to the extent the corporation deems. cporopncn‘e in order
to exercise its enforcement authority and to ensure safety and soundness. - _

4) That in regard to a provision in Sec 217 'rhc’r allows the FDIC to consider providing
assistance to Institutions prior to the appointment of a conservator or a receiver when
certain conditions are met, proving that the institution has negative tangible capital, it is this
Member's understanding that the granting of such assistance is within the complete
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discretion of the FDIC, even if the institution meets the outlined conditions.

5) That Title Il also includes a provision codifying the FDIC’s current practice, which
has been upheld by the courts, with respect to the valuation of claims against financial
institutions in default. This provision embodies the very simple and straight-forward principai,
that creditors of an insolvent institutions are entitled only to their “pro rata® share of a failed
Institutions’s assets. The bill also recognizes that Iif for pumposes of carmying ouf a statutory
mission and maintaining confidence in and the stability of the banking system, the FDIC may
pay from its own resources additional funds to arrange for the assumption of all deposits
and other liabilities. - - : : :

6) That language in the manager's statement of the conference report, which
appears to mandate that different institutions with equivalent tangible capital levels be
treated equally by the FDIC even though one may meet the required total capital
standards, does not reflect this Member's view. Obviously, the supervisory response to any
capital-deficient institution will be determined not only by its tangible capital level but,
among other things. by the capabllity of its management, the strength of its eamings, the
riskiness of its activitles and the quality of its assets. It may well be appropriate to treat one
institution more stringently than another, based on these, or other, factors.

Finally, as a member of the minority, | feel compelled to comment on the process under
which the bill has been developed. The chaiman of the full committee - the gentleman
from Texas (Mr. Gonzalez) — and the chairman of the relevant subcommittee -- the
gentleman from lllinois (Mr. Annunzio) ~ deserve credit for instituting a process of exhaustive
open hearings in which an extraordinary number of perspectives were allowed to be aired
on a timely basis. There is no doubt the House bill was more carefully crafted than the
more hastily o ‘
put-together Senate counterpart. A contrast of the two work products vindicates the biases
of those who believe that closed doors hide closed minds, and that the public spoflight has
a salubrious effect on legislative decision-making. :

There may, from time to time, be a place for closéd discussion in the legislative process,
particularly in the security arena, but to paraphrase Woodrow Wilson, open laws openly
arrived at are preferable to laws negoftiated in the dark.

Procedurally, however, the House did itself less credif when the bill came to the floor
and the Rules Committee precluded the right of members to offer amendments on a
number of confroversial subjects, some of which represent reasons for my opposition to. this
bill at this stage of Congressional consideration. In addition, the conference methodology
advanced by the House represents a civics lesson in how not to approach a serious
negotiation. ' ‘

The designation of one of the largest. if not the largest, number of conferees in the
history of the House coupled with the breaking down of the conference Iinfo
unmanageable, philosophically packed subsections had the effect of stultifying House
capacities to deal with a five-man Senate contingency bent upon deciding a large number
of thorny issues in " closed, rather than open. settings. .

. “The Senate’s stonewdlling of the House’s intent to proceed more lugubriously
precipifated a conference decision to reverse gears. and centralize decision-making on
each side among the chaimen and ranking member of the two principal committees of
jurisdiction. It had the secondary effect of asserfing the primacy of staff deliberation in
closed settings, where activit concems of a few individual members came to play
too-forceful, and sometimes mischievous, role :

If there is a procedural lesson to be quarried, it is that a reasonably sized, disciplined
conference committee operating in open session is preferable either to the. cumbersome
dimensions of the initial conference or the too-small, two-to-two approach which the Senate
craftily maneuvered the House into adopting.

In bills in which the devil lurks in the detail, procedure too easily dictates result. In this
case, the sum total of small decisions has produced a tentative step forward when bold
strides were called for. Under the circumstances a good bill is not good enough. The
House should direct a retum to the conference table. In so doing, it should understand that
not only is the bailout we are contemplating larger than New York City to Chrysler times a
factor of ten, but that the legislative scandal we are attempting to right is the equivalinet of
Teapot Dome to Abscam times a factor of a.-hundred.

The first title of this bill should be about campaign reform and the last title should be
about ethics in govermment. Each is missing.

So is my vote.
- 30 -



can come from:
(1) Earnings
(2) Outside capital
(3) Balance sheet shrinkage and restructuring
(4) Consolidation between firms with excess

capital and those with insufficient capital

Based upon the current state of the industry
and its low level of profitability, earnings will only
contribute a small portion of the $30 to $40 billlion
of capital needed In the next two years to meet

bank capital standards. In the most recent seven
quarters, the aggregate profitability of all GAAP
solvent FSLIC-insured thrifts amounted to $7.26
billion, reduced by $1.79 billlon of dividends paid
to shareholders. Given the escalating cost of funds

Since coming to Congress some twelve years ago, | have, with limited
success — most notably amendments 1o the 1983 ILSA statue — taken
the maverick perspective that stronger capital standards should be required
far all financial institutions, especially thrifts and the larger money center
banks which have substantial LDC exposure. As the $100-billion-plus price
tag for resolving the thrift crisis indicates, deposit insurance with inadequate
private capital at risk is unworkable. The temptation to- leverage wantonly
iffhe,lnsnd other people's money Is sa enticing in the

game of deposit monopoly that there Is simply

Jlm no alternative to prudent regulation and strin-
. ‘gent capital standards. Invested capital not
Leach ‘only provides a cushion between an
institution's balance sheet and the taxpayer,

but also ‘keeps lending ‘and investment
decisions grounded in disciplined market principles. While institutions with a
large amount of their own resources at risk have built-in incentives to hus-
band carefully their capital, those with negligible capital or a negative net
worth have everything to gain and nothing to lose in speculative behavior
and high salary overhead.

Some in Congress and in the Industry have complained that the industry
may be unable on a timely basis to meet the capital guidelines set forth in
the Bush proposal. Higher capital requirements, they argue, will cause the
industry to shrink. It is precisely because their concern is warranted that the
Bush proposal should be adopted. The only thing worse for thrift managers
than the six-letter word — "shrink" — Is the nine-letter one: "liquidate." While
the industry has more than doubled in size since 1980, its tangible net worth,
as a percentage of total assets, has decreased from more than five percent
to nothing today. If there were ever a textbook example of an industry which
needs either 1o raise substantial capital or shrink, it is this one.

Whenever government plays a refereeing role between industries, one
side or the other generally objects that the playing field is not level. in a
macro-economic sense, when two financial industries are incomparably

regulated, excessive growth Is Impelled in the one with weaker regulation;
and when individual states are incomparably regulated, growth is impelled in
those jurisdictions where looser rules are authorized. Hence the triply-dual
nature of financial regulation — banking vs. thrift, state vs. federal, and state
vs. state — has precipitated investment resources in the last decade to flow
disproportionately away from commercial banks and Into thrifts, particularly
in states with weak regulatory oversight such as California and Texas. :

In this context, the Bush Administration's push for comparable regulation
between commercial banks and thrifts makes good sense. The call for
comparable regulation Is not new. In language | Iinserted In the 1987 CEBA
bill, the FHLBB was instructed to promulgate accounting and regulatory
standards comparable to those imposed on commercial banks. While the
Bank Board has made hesitant steps in this direction for solvent thrifts,
insolvents have largely been held harmless from regulation until the
liquidation axe is unsheathed.

From a structural perspective, the proposed dissolution of the present
Bank Board and the assimilation of thrift control by the Treasury also makes
sense. When a governmental institution fails to meet its responsibilities, it
should be held accountable. The Bank Board historically has given more
altention to protecting the Industry rather than to protecting the taxpayer.
Given this skewed priority and the Bank Board's dubious constitutional
decision in December to Issue promissory notes beyond the Industry's
capacity to pay, it is lmperatlve that political accountability be re-established.
A broke FSLIC has behaved more like an insolvent thrift than an insurance
fund. Therefore, it is only fitting that the first insolvent institution that should
be taken over by the FDIC is the FSLIC. .

No doubt Congress will want to make some refinements to the Bush
approach. But the important objective is to act expeditiously so that the
hemorrhaging stops and confidence is restored In our financial system. Delay
is mischief. '

Congressman Leach (R - lowa) is a member of the House Committee for
Banking, Fincance and Urban Affairs.




THE 13-DIGIT THRIFT BAILOUT
MAKES THE CASE FOR
DEPOSIT INSURANCE REFORM

Special to the Scripps-Howard News Service
by Rep. Jim Leach (R-IA First District)
: Nov. 3, 1989

The oldest joke in finance is that the best way to rob a
bank is to own it. With the $1,000-per-citizen ransom savings
and loan executives have de facto demanded from the
American public, unreal humor has turned into surreal

reality.

There is no greater evidence of the need for reform of
the deposit insurance system then the 13-digit taxpayer
bailout of the thrift industry. Any system which has been
allowed to privatize profit but socialize loss must be
prudently constrained. The only way to protect the public
and ensure that the biggest bank heist in history isn't
followed by a bigger one is to muster the practical will to
regulate more carefully those who have been granted charters
to offer deposit insurance and to make sure that the right to
offer insured deposits isn't wantonly abused.

The most effective way of reining in the artists of
overleveraging is to require the maintenance of prudential
capital ratios. As the savings and loan debacle indicates,
deposit insurance with inadequate private capital at risk is
unworkable. The temptation to leverage wantonly other
people’s money is so enticing in the game of deposit
monopoloy that there is simply no alternative to requiring
stringent capital standards.

All financial institutions allowed to offer deposit
insurance ought to have at least $5 -- and preferably $7 or $8
-- of real capital invested for every $100 they accept in
~ deposits. . '

Invested capital not only provides a cushion between an
institution’s balance sheet and the taxpayer, but also keeps
lending and investment decisions grounded in disciplined
market principles. While institutions with a large amount of
‘their own resources at risk have built-in incentives to
husband carefully their assets, those with negligible capital
" or a negative net worth have everything to gain and nothing
to lose in speculative behavior and high salary overhead.

In recent years government policy-makers have
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increasingly come to consider some institutions too big to
fail. Whatever the merits of this view, no institutions should

be too big to regulate. All must be held accountable for losses
incurred when they occur.

A bank is only as strong as its customer base. If
customers become unable or unwilling to repay -- as in the
developing world today -- regulators must insist that
institutions making loans covered by deposit insurance either
recapitalize or fold. Shareholder accountability for
management misjudgments must be evident and immediate.

On the deposit side of the ledger, bank customers should
be given incentive to put their money with stronger, rather
than weaker, institutions. In the current system where all
deposits up to $100,000 are insured 100 percent, depositors
have incentive simply to seek out those institutions which
offer the highest rates of interest, rather than those which
are the most soundly managed. But weak institutions which
pay premiums for capital are the likeliest candidates for
public bail-out. _ .

Hence, two common-sense reforms would appear in
order: | o |

| 1) A limitation on deposit insurance to a'single; rather
than multiple, $100,000 account; and

2) The provision of insurance coverage up to 95 percent, .
rather than 100 percent, of amounts deposited. .

These modest reforms in the deposit insurance system
would go a long way toward protecting the taxpayer. Rather
than being offered perverse incentives to invest in
imprudently run institutions, depositors would become
subject to some market discipline and responsibility to -
protect their own savings. -

The only way to avoid putting the fate of the American
saver into the hands of a capricious Congress, which has
voted one multi-billion-dollar bail-out but may not vote
another, is to bring the individual depositor into the
accountability equation, to make the banking system more
prudential and to make the deposit insurance system more
self-reliant. | e -
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IOWA'S CONGRESSMAN
FOR THE FIRST DISTRICT

Statement of Rep. Jim Leach (R-IA)
on the Introduction of the
"Savings Association Regulatory Restructuring Act of 1990"
March 13, 1990

Mr. Speaker, today I am introducing the "Savings Association
Regulatory Restructuring Act of 1990" to abolish the Office of Thrift
Supervision and transfer its authorities and responsibilities to existing
federal bank regulators.

Last year, with the passage of FIRREA, Congress transformed the
old thrift regulator, the Federal Home Loan Bank Board, into a new
agency, the Office of Thrift Supervision, under the umbrella jurisdiction
of the Department of Treasury. During consideration of FIRREA, the
Senate rejected an amendment of mine which the House had accepted
giving the FDIC, as the federal regulator of state-chartered banks,
primary jurisdiction over state-chartered thrifts. If it had been accepted
by the Senate, this provision would have made the regulatory structure
for thrifts similar to that of banks, thereby protecting the historical
dual system of banking, giving more regulatory authority to the
insurer -- rather than the charterer -- and preventing expensive and
redundant duplication in regulatory oversight.

It is becoming increasingly apparent that in an effort to acquiesce
to the siren calls of over-stretched thrift managers who preferred to
maintain a semblance of the old "clubbish" regulatory apparatus and the
concerns of those in the political arena who wanted to protect a single
regulator’s job, Congress erred.

Today, less than a year after passage of FIRREA state-chartered
thrifts are rushing to convert themselves into federally chartered
thrifts. In my home state of Iowa, for example, there are only a handful
of state-chartered institutions left, and in California, where
approximately one quarter of all thrift deposits exist, the state thrift
regulator is being dismantled because so few institutions prefer to
retain their state charters.

The state-chartered thrifts that do still exist in some cases have
been subject to examination by three different regulators -- the FDIC,
the OTS, and the state regulator -- and thus have to pay for extra
costly examinations. At a time when thrifts are working hard to bring
their capital levels up, these extra examinations are an unwelcome
expense and, as importantly, a redundant regulatory burden.

Accordingly, I am introducing legislation not only to give the FDIC
supervision of state-chartered thrifts, but also to dissolve the OTS and
give the Office of the Comptroller of the Currency, which now regulates
federally-chartered banks, supervision of federally chartered thrifts. The
bill also gives the Federal Reserve authority over thrift holding

companies.

These changes will provide a symmetrical regulatory framework
more in tune with changing market conditions and the need for
effective governmental oversight. The changes, in addition, will help
propel more homogenous regulation between two industries more alike
than dissimilar.



Philosophically, these changes underscore the principle of
- institutional accountability. In the private sector, when mistakes are
made, businesses go out of existence. In the public sector, analogous
discipline is lacking. In the wake of the biggest institutional failure in
modern history -- one that will cost every man woman, and child in
America upwards of $1,000 each over the next 30 years -- Congress
moved not to dismantle, but to re-name; not to take authority away
from a failed regulator, but to give him more power.

_ The 1980’s have taught us that comparability of financial
regulation is an imperative social goal because deposit growth will
always be impelled in institutions with the weakest regulatory
oversight. A system in which the strongest are restrained and the
weakest given a green light to grow is a system which puts the
taxpayer most at risk. ' -

Competition should be the hallmark of the private sector, not
government agencies. When regulatory agencies develop too close ties
to the institutions they regulate and a vested interest in their growth, a
tendency develops to acquiesce to imprudential rules, regulations and
oversight. Hence, the appropriateness of regulatory comparability. -
Hence, too, the appropriateness of rewarding the regulatory institutions
with firmer rules and holding accountable those responsible for forcing
" the taxpayer to pick up a multi-billion dollar tab for a macro-economic -

H

peace-time, recessionless mistake.

The introduction of the "Savings Assocciation. Regulatory
Restructuring Act of 1990" is not intended to imply that the thrift
industry should be abolished. While Congress in FIRREA clearly
mandated the goal of making thrift and bank standards and regulation
symmetrical, it wisely did not call for abolition of the industry. There
still is a place in the American financial services sector for a locally - .
‘oriented lending institution the primary mission of which is the making .
of home mortgages. , ‘ ‘ , :

~ Neither does introduction of this bill reflect unhappiness with the
vast majority of employees at the OTS. Line employees are not'
responsible for "too" .political appointments at the top or the loose laws .
passed by legislative bodies. Consequently, this bill encourages quality
employees to transfer to the appropriate federal banking agencies.

Finally, let me underscore a point made earlier: Enactment of this
bill is intended to send a signal to the American public, and to all
government bureacracies, that if an agency fails in its mission, it will -
be held accountable. That is the way it works in the private sector; it

should be no different in the public. :
. A --.30 --



Remarks prepared for Delivery
National Council of Savings Institutions
1990 Government Affairs Roundtable
Rep. Jim Leach (R-IA)
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The general consensus seems to be that Congress will be reluctant
to enact any major banking legislation this year, including any
corrections to FIRREA. I know that some of the banks are still calling
for new powers legislation and that some thrifts and the home builders
are calling for changes in FIRREA, i.e. relaxing the loan-to- '
~ one-borrower requirement and the qualified thrift lender test. I,
myself, would like to abolish the OTS and give the OCC regulatory
authority over federally chartered thrifts, the FDIC authority over state
chartered thrifts and the Federal Reserve authority over thrift holding
companies. _ :

However, in the wake of legislating the biggest and most expensive
bailout in U.S. financial history, Members of Congress are leery of
further deregulation and wary of reopening debate on the thrift crisis
just before an election. Instead, the Banking Committee will focus on
its oversight role. Investigative hearings, such as the Lincoln hearings
of last year, will continue as the Committee performs a cathartic role
. in studying why the savings and loan debacle occurred. The ,
Committee also will be closely watching, and criticizing, the Resolution
Trust Corporation as it tries to cope with the herculean task of :
liquidating, selling or merging more than 600 insolvent thrifts over the
next seven years. Do not look for Congress to offer any constructive
advice on how the RTC should perform its task, but will prefer to let
the Administration take the fault for any problems the RTC will
encounter. o

Another issue which deserves and will probably receive attention is
deposit insurance reform. A major shortcoming of FIRREA was its
failure to reform the federal deposit insurance system. Ironically, a
bill which provided for a 13-digit taxpayer bailout of the thrift
insurance fund did little to reform the system. Instead, the federal
government is still ultimately liable for a depositor’s multiple accounts
with each account insured up to $100,000. Reforms limiting the
federal government’s liability to only one account per depositor and in
- providing more market discipline for depositors would be two
incentives to reduce the "moral hazard" of our present deposit system.

- Other reforms may be needed and in this regard Congress has a duty to
" review closely the studies mandated in FIRREA on deposit insurance
reforms. :

But the primary way to protect the taxpayer and our deposit
insurance funds is for federally insured institutions to have adequate
capital. If the insurance fund is the taxpayer’'s last line of defense,
capital is the first line. Experience with the thrift problem has
underscored two prejudices I have with regard to all financial
institutions -- the need for sufficient capital and the equity demand for
comparable regulation. As the savings and loan debacle indicates,
deposit insurance with inadequate private capital at risk is unworkable.
The temptation to leverage wantonly other people’s money is so :
enticing in the game of deposit monopoly that there is simply no
alternative to requiring stringent capital standards. Invested capital
not only provides a cushion between an institution’s balance sheet and
the taxpayer, but also keeps lending and investment decisions
grounded in disciplined market principles. ._

The thrift crisis also demonstrates the need for comparable
regulatory standards. In a macro-economic sense, when two comparable
industries are incomparable regulated, excessive growth is impelled in
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the one with weaker regulation. When thrifts, for instance, were
required to have half the capital of commercial banks, they took on
twice as much as deposits and exponentially larger liabilities.

Likewise, when two states have incomparable standards, growth is .
impelled in those states with weaker regulations. It is no coincidence
that taxpayers lost billions in thrifts, largely in grossly under-regulated
states. It is also no coincidence that the call for uniform, comparable,
and stiffer standards should seem so compelling to policymakers today.

I understand that your association is supportive of the dual banking
system. I, too, am partial to the dual banking system, which has been
a major characteristic of the U.S. banking system since Andrew :
Jackson was President. When the U.S. taxpayer is backing up the
deposit insurance system, however, some restraints on state-
authorized powers may be necessary.

For instance, in FIRREA Congress no longer allows thrifts to invest
in junk bonds, even though states like California had allowed carte
blanche authority for thrifts to invest in such risky instruments. In
an amendment, I offered in Committee, FIRREA also prohibited state
thrifts from making direct investments in real estate or in securities,
similar to the restrictions now imposed on federally chartered thrifts.
Finally, FIRREA gives the FDIC power to restrict any activity of a
thrift if it poses a threat to the insurance fund.

These restrictions on powers, and language requiring thrifts to
comply with analogous capital and accounting standards to those
imposed on national banks, demonstrate belated concern by Congress
for comparable regulation.

: Because of these restrictions, some believe there is no reason to

have a state charter. The State of California is even reportedly
thinking of eliminating its state chartering authority. I would be a
little more sanguine about the future of the dual banking system for
thrifts, if the amendment I had offered last year to make the FDIC the
primary regulator over state chartered thrifts had been adopted. The
FDIC has that function now over state chartered banks, and appears to
have sufficient control to oversee the activities of state- chartered
banks, and even certain savings banks. Why shouldn’t the FDIC have
the same power over thrifts? v _ .

The present system also provides expensive and duplicative
regulatory oversight with some state-chartered thrifts telling me that
the FDIC, the OTS and the state regulator all getting ready to examine
‘them. This duplication of examination is one reason why I am
proposing that the OTS be eliminated. The dual banking system is
alive and well in the commercial banking industry and with some
-changes in regulatory structure it can continue to exist in the thrift
industry. ' :

In closing, I would just like to summarize the effect of FIRREA.
From an industry perspective, the law is receiving more complaints
than it deserves. Less than one week after the President signed
FIRREA, press reports indicated that both the prices fo stock for
well-capitalized thrifts had risen and that the cost of funds for all
thrifts had decreased. While all of us have reservations about
FIRREA, thrift managers and owners have reason to be far more pleased
than disappointed with the legislation. On the plus side, the insurance
fund is re-bolstered, confidence in the industry is restored, the most
over-leveraged institutions are liquidated, some of the most egregious
practices (such as direct investments in real estate, equities and junk
bonds) are restricted, and modest increases in resources and authority
are provided to the Justice Department to rid the industry of wrong-
doers.

On the minus side, earnings from Federal Home Loan Bank stock
are reduced, insurance fund premiums are increased, and capital
requirements are made more stringent. ' '

But, the industry escaped having to pay for most of the clean-up
costs. While premiums are up and Federal Home Loan Bank earnings
are diminished, its payments to the RTC are not indexed to inflation,
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as was originally provided for in the House-passed bill. Not only will the
vast majority of the cost of the clean-up come from the taxpayer -- with
the cost to every man, woman, and child in America likely to exceed a
thousand dollars -- but the industry’s assets in the regional Home Loan
Banks were given preferential consideration to the taxpayers’
pocketbooks.

Despite the fact that every Federal Home Loan Bank was insolvent
due to the joint and several liabilities associated with the Texas bank,
Congress chose not to exercise the government’s clear right to tap the
regional bank stock of every S&L in the country before turning to the
taxpeyer.

In addition, even though insurance premiums will be increased,
the differential between bank and thrift premiums, in the short-term
will narrow. The industry not responsible for the problem -- commercial
banking -- ironically will be in a less-good competitive position than
before on insurance costs and remain at severe competitive
disadvantage on capital ratios. This is particularly the case in states
like Iowa, where state bank regulators have the stiffest (8 percent)
standard in the country and the most scrupulous approach to
classifying loans.

While surviving thrifts may experience some interim traumas in
complying with the new law, healthy institutions ought to emerge from
this experience stronger than before, competing in an environment
where more prudential market forces, rather than the oxymoron of risk-
free capitalism, apply.

In a national context, the $50 billion in new resources added by
the bill to the insurance fund will help protect savers and make
possible the liquidation of badly insolvent thrifts, but the strong
liklihood is that the issue will need to be revisited in the next 18 to 36
months.

The industry discipline called for and the resources provided are
insufficient to cope with the true depth of the problem. It must be
understood that near-term liabilities of the thrift industry are in the
twelve-, not eleven-figure range and that second-tier institutions in
difficulty could cost the government an additional $40 billion to $50
billion. Not only is the bail-out that has commenced larger than New
York City to Chrysler times a factor of ten, but the legislative scandal
that precipitated taxpayer accountibility is the equivalent of Teapot
Dome to Abscam times a factor of a hundred.

In summary, in the aftemath of the savings and laon debacle, all
financial institutions are going to be under tougher oversight from
Congress. Deposit insurance, unless adequately supervised, is a
subsidy which can be quite costly. Furthermore, as evidenced by the
recent collapse of the investment house of Drexel Burnham, we are
seeing the deleveraging of the U.S. economy. Given that thrifts were
one of the more leveraged industries, the industry will continue to
contract. Furthermore, the country is overbanked with more financial
institutions than are needed. In the future you will see fewer, better
capitalized instituions.
h -- 30 --



The Lure of Leveraging:
The Case for Prudentiai Regulation of Banking:
, by
Congressman Jim Leach

July 1, 1988

On the surface, the economy appears to be humming along, but below the
thin crust of prosperity there's a pernicious disease eating away at

the economic fabric of our society.

Symbolized by the thrift crisis at home and the developing country:
debt crisis abroad, the overleveraging of other people's money by
high-flying financial institutions is the single greatest financial
scandal in which politicians and regulators are complicitous.‘ By
comparison, the more celebrated conflicts of interest of Ed Meese and

Cap Weinberger's defense contractors pale in significance.

Simply put, too-loose laws have led to too-loose regqulations which
‘have led to too-loose banking practices. The end result is that tax
payers are on the line for billions of dollars of obligations made

ocutside the framework of normal congressional budgeting decisions.

Two recent announcements tell the story.

In a report I initiated, the General Accounting Office (GAO) reported

to Congress that America's money center banks are undercapitalized and
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underregulated and have failed to write down approximately $28 billion

in uncollectable foreign loans.

In an "audit of the auditors", the GAO faults federal regulators --
the Office of the Comptroller of the Currency, the Federal Reserve
Board, and the Federal Deposit Insurance Corporation -- for developing

a lenient classification system for developing country debt.

Using today's secondary market as a guidepost, the GAO calculates that
the average developing country loan is worth 54 percent of its stated
value. At year-end 1987, American banks had reserved $21.1 billion of-
foreign loans, when, in the GAO's estimation, a more realistic

regulation would have required a $49 billion write-down.

In spite of Treasury Secretary Baker's exhortation in the plan that
bears his name that lending levels be held constant, U.S. bank loans
to developing countries decreased from $139.7 billion in June 1982 to
©$107.6 billion in December 1987. U.S. bank capital, meanwhile,
increased from $66.2 billion in June 1982 to $129.2 billion in
December 1987. As a result, from June 1982 to December 1987 bank
loans owed by developing countries decreased from 211 percent of bank
capital to 83 percent. During this time developing country loans owed:
to the nine largest money center banks decreased from 323 percent of

these banks' capital to 139 percent.
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While these figures reflect a prudential improvement in circumstances
for American banks, developing country loans are still substantial

compared with bank éapital and are disproportionately concentrated in

a small number of money center institutions.

Frdm the perspective of U.S. commercial banks, the international debt
situafion has markédly improved in the past.five yYears, but this
improvement has occurred during a period in which a bloated dollar
assisted foreign borrowers, and hence U.S. money center banks, by
encouraging Americans to import rather than export. - Banks and
regulators need to prepare for economic circumstances in which a
weaker dollar makes American producers and manufacturers more

competitive and in which a recession might need to be accommodated.

Defending itself from the criticism the Ga0 levied, the Federal
Reserve Board committed regulatory hara-kiri. In a formal response to
Congress, it opened the barn door to the speculative instincts of
bankers with the incredulous assertion that individual "bank
management is in the bést position to determine the appropriate levels

of reserves" that should be taken against developing country debt.

There 1s no nuttier cop-out of regulatory accountability than to give

the regulated the definitional power to regulate themselves.

The developing country debt dilemma has precipitated a dual "standard ..
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of regulation in American banking. Whén regulators come into a bank
in a rural state like Iowa and find that neither interest nor
principal is being paid on a farm loan, that bank is required to write
down the loan. waever, when "a developing country loan becomes
impaired, regulators have not only been reticent to require adequate
reserving, they appear to be unwilling to accept the fact that they

have the responsibility under law to set responsible levels of

reserves.

Ironically, the biggest banks in America today are generally the
weakest and the smallest, the strongest, with this phenomenon in no

small part being due to the fact that smaller banks are more

responsibly regulated.

Because of the too-big;fo—fail syndrome that has been embraced with so
much alécrity by politicians and regulators in recent years, taxpayer
liabilities will be enormous unless policymakers make it clear that no
institution is too big to regulate. The only way to avoid the
prospect of public bail-outs of large financial institutions is for
regulators to blow the whistle and require a greater infusion of

private sector capital to bolster capital-to-asset ratios.

On the brighter side, there is some good news and some light at the

end of the tunnel for commercial banking.



—-_— 5 =
While the international debt issue is becoming increasingly
intractable, the ramifications for U.S. banks are increasingly
manageable. Not only does the Federal Deposit Insurance Corporation
fund hold significant reserves (approximately $17 billion), but most
developing country liabilities have béeh transferred to others.
Foreign banks, various governments and international financial
institutions now hold nine times more liabilities to developing
countries than American commercial banks. By comparison, the American
thrift industry with its weak insurance fund and large number of
insolvent, monéy losing institutions appears by a quantum magnitude to

be more jeopardized than American commercial banking.

In the thrift industry the trend line is worse because regqulation is
weaker than eveﬁ that applied to money center banks. According to the
Federal Home Loan Bank Board, the industry lost $3.8 billion in the
first quarter of this year. This quarterly deficit means that the
industry is losing money at a $15 billion annual clip. The weak are

getting weaker, with Congress facing the prospect of a multi-billion

dollar industry bail-out.

Commentators like to suggest that regional problems -- i.e., a weak
economy in the o0il patch and on the farm -- precipitated the savings
and loan problem. Actually, there are more human culprits than

abstract rationales. The root cause of the thrift problem is greed,

the regulator-sanctioned capacity of high flyers to attract and
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overleverage other people's money because of receipt of federal or

state charters to take deposits backed by federal insurance.

The quid pro quo =-- prudential investment. and lending practices =-- has
been ignored by a significant element.of the thrift industry bécéuse
regulators followed the pandefing exhortations of legislators who
theméelves too often developed conflicts of interest with receipt of

campaign and other contributions from the thrift industry.

If executive branch scandals -- some have gone so far as to suggest
the presence of a sleaze factor -- may partisanly be ascribed to
Republicans, thrift conflicts of interest can just as fairly be
considered disproportionately Democratic. Such is the case because
over the years in a battle for powers between savings and loan
interests and commercial banks, thrift executives chose up sides with
the Democrats, presumably on the assumption that bankers historically
identified with the Republican Party. Just as large banks have come
over time to be regulated less firmly than small ones, thrifts used
their legislative.power base within thé dominant political party at
both the state and federal level to see to it that they would not

become as forcefully regulated as commercial banks.

In California, for instance, the thrift deposit base now exceeds that
of the banking industry even though the capitai base of many

California savings and loans is negligible. .Loose regulations
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stimulated excessive competitive leverage. If an individuai or group,
for instance, can put together around $10 million today, it is
possible to obtain a bank charter in California with regulators
allowing $150 million in deposits. Wiﬁh the same $10 million, a
savings and loan can be chartered and allowed $2 billion in deposits

-~ with the taxpayer potentially on the line if imprudent loans or

spending practiceé develop.

Another classic example of egregious thrift power is the regulatory
.rule that allows savings. and loans, but not banks, to put 300 percent
of their cépital'iﬁ direct investments. Alleged representafives of
the little guy have encouraged thrift investors to use government

insured deposits to speculate in real estate or the stock market

rather than home loans.

The quandary requlators now confront is the problem of how to rein in
overextended institutions when their primary resource is an
overextended insurance fund. Ingeniously, the short-term answer
appears to be a government-backed Ponzi scheme: the issuance of long-
term capital notes on a fund with no capital. Incredulously, the
long-term effect of such note issuances is the prdspect of taxpayer
accountability for the printing press of an independent regulatory
agency. But no one_in the executive branch desires to bite the bullet
just now. .- Apparently afraid of offending powerful interest groups,

the Reagan Administration wants to leave town before runs commence.



_— 8 —-

The only way it can do this is to give license td the licentious.

Even though well capitalized and well managed thrift institutions have
had record érofits in recent years, the "Dr. Jeckyll" third of the
industry is so poorly managed that losses not only exceed the deposit -
insurance fund for thrifts but for banks as well. These losses are
almost certainly likely to mﬁltiply unless regulators learn just to

say "no." Otherwise, a $50 billion headache today could become a $100

billion migraine tomorrow.

The best antidote to public bail-outs is the simpie requirement that
financial institutions be adequately capitalized. With a little luck;
the greatest private sector banking mistake since fhe '30s -- the
decade long spurt of developing country lending -- will not destroy
the basic fabric of American banking. Time is healing. The problem
is that while a strategy of putting problems off in commercial banking

may in part have worked, the same approach for the thrift industry is

unrealistic.

The advantage money center banks had and have over thrifts is four-
fold: a) a substantiaily stronger capital base; b) tougher |
regulations coupled with more honest accounting; c) less dishonesty
and personal conflicts of interest; and d) ready access to the Federal
Reserve discount window. Despite one bit of accounting gimmickry --
the allowance of banks to consider a portion of their loan loss

reserves as capital for regulatory purposes -- it is apparent that
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Citicorp and Chase are more likely to survive into the 21st century

than many thrifts.

Compounding the problem of weak regulation and a weak capital ﬁase in .
the thrift industry is the epidenmic of greed that seems to exist with
a ﬁumber of overextended institutions in growth states. Thrift
managérs who are ih a negative net worth situation understand that
they have nothing to lose as they pay premiums to attract deposits
insured by others. Hence, there is every incentive -- through

dividends, salaries, and perks. -- to live high on the hog today and

make risk investments in the hope of striking gold tomorrow. Without

stern regulatory oversight, imprudent circumstances are likely to

breed more imprudent decisions.

If thrift industgy extravagances continue to be countenanced, the
country and the financial community have to be prepared for the
greatest jolt in public confidence since the depression. A run up of
interest rates sparked either by Congress' inability to constrain the
deficit or an easing of Federal Reserve monetary policy could all too
easily spark a run down in thrift industry spreads and assets. A
cascade of thrift failures could have an avalanche effect on the

economy leading to recession or, quite possibly, depression.

The time could thus not be more propitious for Congress to come to

grips with the pressure group syndrome that precipitated the
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overleveraging problem in the first place. Despite the implications

-—

of interference with a free market, there is no substitute for prudent

. @ laws and regulation of financial institutions when the economy as a

whole can be so dramatically affected by the decisions of JO few.
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ow could the savings and loan
crisis possibly have happened?
How could the government inad-
vertently lose $250 billion—an
amount approaching the cost of
the Vietnam War? “This is the single most
grievous legislative error of judgment this
century,” says Republican Rep.
Jim Leach of.Iowa, a House
Banking Committee member
who warned in vain about the
problem for years. “It’s the
single greatest accounting mis-
judgment this century. It’s the
largest lapse on the part of the
press. It’s the single greatest reg-
ulatory lapse of this century. It's
the single greatest indicator of
the defer-at-all-costs approach to
government in this century.”

It would be comforting to think
the scandal occurred because of a
conspiracy of unusual forces, the
political equivalent of a rare
planetary alignment. But actual-
ly the forces that caused the S&L
problems to fester for so long are
familiar parts of American polit-
ical culture. The warped campaign-finance
system, failures to police white-collar
crime, ethical permissiveness—all contrib-
uted tothe S&L crisisand all could, without
dramatic reform, cause the next scandal. -

A Failure of (De)Regulatidn

‘Before the 1980s, S&Ls were the most
boring businesses in America. They loaned
money toindividuals to buy houses. Period:
No loans for office buildings, none for

breathtaking shopping malls or brash oil

ventures. The motto was 3-6-3: offer 3 per-
cent on savings, lend at 6 percent, and hit

" the golf course by 3 o’clock. The staid life
changed with the high inflation of the late

* "0s as depositors pulled funds out of S&Ls
to take advantage of higher-yield possibili-
ties like money-market funds. The S&Ls
were left holding long-term mortgages that
paid them little. That left Congress with a
choice: shrink the industry or let it fly free
in the winds of deregulation. They chose
the latter course—and the industry quick-
ly became a lot more aggressive.

Some lessons from ‘the single greatest regulatory

. Congress took three key steps to revital-
ize the industry, all of which contributed to
the fiasco. In 1980 it allowed S&Ls to pay

‘much higher interest rates. The effect:
S&Ls competed by offering savings-ac-
count rates as high as 13 percent. But to
make up for the money they lost by paying
more interest, they needed to generate ex-
tra income from investments. So in the
early 1980s, Congress and many states al-

lowed thrifts to invest in anything they

1984: Warning Signs.

v

“If the crisis

wished. Effect: the thrifts bought every-
thing from palatial estates for their owners
to an Iowa plant that converted manure to
methane. The government also permitted
investors to open an unlimited number of
accounts, each insured up to $100,000.
That brought in more deposits—and gave
irresponsible S&L managers more Monop-
oly money to spend. Together, these steps

gave the industry the money and the free-

lapse of

ire S&L failure
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dom to fly high. “All in all,” said Ronald

Reagan when signing the 1982 deregula-
tion act, “I think we’ve hit the jackpot.” .- -
- Unfortunately, that “we” included a lot
of high rollers with vivid imaginations. -
Don Dixon, head of Vernon Savings and
Loan in Vernon, Texas, took his wife on a
“gastronomique fantastique” tour of fan-
cy European restaurants. But he defended
the junket as a scouting trip for invest-

- ments. “You think it’s easy eating in

three-star restaurants twice a
day six days a week?” he
protested. - C

- Such behavior was allowed to

persist because of a -profound
flaw in the Reagan administra-
tign’s thinking about deregula-
tion: that markets should be lib-
erated not only by writing new
laws but by weakly enforcing
_existing ones. Officials did
this at other agencies, like the
Occupational Safety and Health
Administration, but the finan-
cial cost was greatest at
the Federal Home Loan Bank
Board, which regulated S&Ls.
The three other regulatory bod-
ies that oversee banks hired
more examiners to monitor com-
mercial banks, which had been
partially deregulated in the early 1980s to
compete with other financial markets.
But while those agencies could pay for
new cops by increasing fees on banks, S&L
regulators had to go cup in hand to ask the
White House budget office. The White
House turned them down flat.

Adding insult to bureaucraticinjury, the
other financial agencies then picked .off
some of the Bank Board’s most talented
examiners. That wasn’t hard: in 1983 the
starting salary for an accountant at the
Comptroller of the Currency, which regu-
lates federally chartered banks, ~was
$26,000; at the Bank Board it was $14,000.
In the early ’80s, the S&L overseer lost
about half of its veteran examiner staff.
Those who remained were told by Reagan’s
first S&L regulator, Richard Pratt, toadopt
new accounting procedures that let thrifts
pretend to be solvent until they worked
their way back—or so they hoped—to real
health. These gimmicks made things seem
better, but in the same way a doctor can
make a patient appear better by whiting
out a tumor on an X-ray.
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The Impact of Political Mnnev

Debates about the role of money in poh—l

t1cs often make the need for reform seem
either abstractly moralistic (*an affront to
democratic values”) or oddly trivial (*we’re
trying to eliminate not wrongdoing but the

" appearance of impropriety”). The S&L
‘scandal shows clearly the dangers of hav-

ing legislators depend so heavily on cam-
paign funds from interest groups and busi-
nessmen with dealings before the federal
government. Quid pro quos can rarely be
proven but we do know this: never has so
much money gone to such key legislators
who worked so hard for measures that cost
taxpayers so dearly.

The biggest politician to fall was J1m
Wright, who resigned as speaker of the
House in 1989 as the House Ethics Commit-
teezeroedinonhisattemptstobullyregula-
tors on behalf of thrift operators.
Tony Coelho, the House majority
whip who raised hundreds of
thousands of dollars from thrift
owners for the Democratic Con-
gressional Campaign Commit-
tee, also retired that year under
fire for a deal with Columbia
S&L. Fernand St. Germain, for-
merchairman ofthe House Bank-
ing Committee, lost his bid for re-
election after disclosures he was
using the credit card of the U.S.
League of Savings Institutions
for his personal entertainment.
Now the Senate Ethics Commit-
tee is investigating the Keating
Five,agroupofpowerful senators
(Alan Cranston, John Glenn,
Donald Riegle, John McCain and
Dennis DeConcini) who received
atotal of $1.4 million in contributions from
Charles Keating, head of the Lincoln S&L.
That’s not tomention the $131,000 Keating
gave to Arizona state politicians and the
$255,000 he gave to politicians in the Phoe-
nix area, according to a PBS “Frontline”
documentary. Near Phoenix, Keating built
thePhoenician, alavish hotel with gold-leaf
ceilingsand $12million in Italian marble.

Mostly what the S&Ls got from these
politicians was delay. In 1986 Wright sat
on a key piece of reform legislation that
would have raised $15 billion in desperate-
1y needed bailout funds. Durmg the ensu-
ing delay, the bailout’s price tag rose sev-
eral billion dollars. The Keating Five
helped push regulators into putting off

‘action against the Lincoln S&L. The sena-

tors deny wrongdoing, but after their
intervention the Bank Board waited an-
other two years before shutting down Lin-
coln—a postponement that may have cost
taxpayers millions more.

Responding to questions about whether
his money had influenced the senators,
Keating said, “I want to say in the most
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forceful way thatIcan,I certamly hopeso.” |

All five senators demed the money swayed
them and Cranston said, “I never did any-

thing to derail any investigation of any- .|
body.” Glenn argues that there’s a differ-"

ence between pressure and questioning: *I

learned very quickly that asasenatorIcan |

ask any question that I want. How [the
regulators] answer is their decision.” The
senators also say part of their job is to help
constituents—whether "it’s ‘Aunt Sally
with her social-security check or Keating
with his S&L. Yet as William Black, a top
Bank Board enforcer, puts it, “there were
lots of constituents that needed protecting.
But the one constituent who put up more
than a million bucks in contributions to the
five senators is the only one that got the
protection.” The pressures of the cam-
paign-finance system tempt legislators to

define the “public interest” as the sum of _

IRA SCHWARZ

Earmarkmg the funds: The White House signing ceremony

1,989:‘ Bailout Plan

narrow special interests—too often the spe-
cial interests with the most money.

The Hired-Gun Syndrome

Follow the bouncing buck. Regulators
eased off Charles Keating after interven-

tion from the senators. The senators say -

that they interceded on behalf of Keating
because they were persuaded by a letter

written by Alan Greenspan, now chairman
of the Federal Reserve and then a private
consultant, vouchmg for Lincoln’s health.
And Greenspan was paid to write the letter
by a law firm that was representmg
Charles Keating.

;" Greenspan claims he genumely thought

“as he wrote, that Lincoln’s management

was “seasoned and expert” and that the
S&Litself was “a financially strong institu-
tion that presents no foreseeable risk.” Heé
says Lincoln was regarded as a sound thrift
when he wrote his endorsement and he is
now “surprised and distressed” by the
S&L’s demise. Financial consultant Bert
Ely, who has studied the case, says that if
Greenspan had objectively studied the ex-
isting data “there’s no way he could have
reached those conclusions. It was clearly
an inappropriate letter,” ¢/ .7

- Keating was also helped because Arthur
Young, a big-eight accounting
firm, diagnosed his S&L as sound
and accused the government of
harassment. DeConcini cited the
Arthur Young study in his meet-
ing .with regulators, asking,
“You believe they’d prostitute
themselves for a client?” Mi-
chael Patriarca, chief thrift regu-
lator in San Francisco, an-
swered: “Absolutely; it happens
all the time.” Jack Atchison, the
accountant who gave Lincoln a
glowing report, soon afterward
joined Keating’s firm at a salary
of more than $900,000. Atchi-
son declined to comment. Arthur
Young officials say the firm care-
fully considered regulators’ ar-
guments at the time but conclud—
ed they were wrong.

Other hired guns contributed to the
mess. “Professional” real-estate apprais-
ers valued a parcel of California land at
$30 million even though most of it was on
a sloped, completely undevelopable piece
of mountainside. Margery Waxman, a
lawyer in the Washington law offices of
Sidley & Austin, helped get the Bank
Board to take the Keating investigation
out of the hands of the San Francisco
office, which was leading the charge. “As
you know,” she wrote Keating, “I have put
pressure on {then Bank Board chairman
M. Danny] Wall to work toward meeting
your demands and he has so instructed his
staff.” Waxman declined to comment last
week, but a Sidley & Austin spokesman
told Legal Times that the firm holds her
“in high regard.”

Lobbyists, corporate lawyers and con-
sultants often compare their work to that
of the noble public defender toiling in a
grimy municipal court. Their point: soci-
ety doesn’t chastise a criminal-defense
lawyer for representing a murderer—it’s
part of our adversary system, after all—so
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_genting an unpopular business client. But ' _ ‘ complicated—and in some cases so routine,
campaigning for government -benefits | :Picture the following scene: five sena- | The same sort of lapse in ethical standards

" as protecting constitutional rights. When " attorney who is proseciiting an accused | Housing and Urban Development officials
professionals become, in effect, political | bank robber. The senators charge the D.A. | gave out grants on the basis of political ties

* lobbyists, they should be held accountable | with harassing the bank robber and a few | instead of merit. People seem to forget that
if their efforts succeed. That would force | help a Senate employee, friendly with the | theirgain comesatsomeone else’sexpense.

ments about what they’re advocating and | Even the most cynical observer cannot " Gonzalez, chairman of the House Banking
provide an important check on irresponsi- | fathom this happening. Yet five senators | Committee, required that regulators log
ble behavior. ‘- i c=-r i didn’t view inquiries on behalf of Keating | contacts from congressmen. The S&L med-
- T PRI e -1 to be improper—even though the Bank dling suggests a further step: aban on law- °
ini i . f Board’s investigation was attempting to makers privately lobbying regulators
Suicide hv Fountam Pen el protect taxpayers from huge losses and, as about the solvency problems of an individu- - -
Cosigning someone else’s loan is known | it turns out, alleged fraud. . .. '~ | albankorcompany.. . . cnd
in private business as “suicide by fountain | . In the private sector, people who would | - S C
pen.” It is a simple problem of human | be outraged to see a thief snatch an old | The Blg Denial
i nature: people are less careful if they | woman’s purse become numb to the impli- | . .
: know someone else will pick up the | cationsofasenior being ripped off through Adolf Hitler theorized that “the big lie”
pieces after the crash. If Uncle Sam pays | fraud.Sucha double standard isreinforced | would work because human beings have a
off any deposits if an S&L goes - : ' C oL limited capacity to fathom decep-
I under, the depositors may be tion on a grand scale. The S&L
1 .less careful about where they .scandal provides a corollary that
it put their money. That is why - might be called “the big denial.”
i the government’s decision to al- When the facts presént a situa-
! " low large investors to open un- tion so extraordinarily bad, hu-
limited numbers of guaranteed man beings will devise brilliant
$100,000 accounts is considered ways to avoid reality. Congress
one cause of the catastrophe. and theregulatorsdidn’t face the
| Savvy investors started putting S&L crisis early in part because
‘ . money in the S&Ls with the they just couldn’t believe it was
il highest interest rates, which as bad as people thought. The
it gave men like Charles Keating same has been true with prob-
| the money with which to build lems like nuclear-waste disposal
it their dreams. Meanwhile, “the at the Department of Energy fa-
gamblers at least could reas- cilities, which will require an ad-
sure themselves that depositors ditional $150 billion in taxpayer
wouldn’t suffer,” says North- funds to correct.
western University economist Facts weren’t faced for more
Haskel Benishay. And the deep- mundane reasons as well. To do
er.in trouble the owners became, sowould have meant paying fora

*i" the less they had to lose by gambling bailout earlier, which might have required
il some more. _‘ - . . el 3 an unpopular tax increase. Thrift watchers
] i " This “moral hazard,” as economists call |- 1990: Crisis Time charge that Wall continually downplayed

il the effect of government guarantees, has the size of the thrift problem to keep it from
‘ i | : plagued other programs as well. Congress becoming an issue in the 1988 presidential

i will soon have to spend $100 billion to election campaign, a claim Wall denies.
P $150 billion on top of the S&L bailout to Examiners within the Home Loan Bank
" cover losses from programs ranging from Board feared that if they pushed too hard
ifi student loans to flood insurance to com- they would incur the wrath of their bosses.
J i mercial banking. Ironically, Congress who, in turn, were being browbeaten by the
] : loves these programs because they seem so politicians. '

The failure to confront the S&L crisis
made a bad problem into the worst finan-
cial scandal in American history. The sick-
er S&Ls became, the more their managers

. - | threw good money after bad. If Congress
: they are off-budget. “Nobody dreamed | by the criminaljustice system: an un- had confronted the problem in 1984 it
g b we’d have to raise $120 billion to bail | armed bank robber who steals $100,000 would have cost $40 billion, estimates con-
j_ . out savings and loan depositors,” says | will get a sentence between 51 and 63 | sultant Bert Ely—a lot of money but a
i Rep. J. J. Pickle. “Nobody dreamed we’d | months. Someone who commits a $100,000 | small fraction of what we’ll end up paying.
' have to put up $4 billion for the Farm | fraud gets between 15 and 21 months. “Tt’s like the government has been borrow-
Credit System. Nobody dreamed. Why, all Political and corporate culture can in- | ing from a loan shark,” Ely says. So if it
of a sudden we realize that there’s a tre- | clude pockets of permissiveness about | depressesyoutothinkof how much we'llbe
mendous risk. We've handed credit cards | crime just as ghetto subcultures can incu- | paying now that we're confronting the
to these folks without ever watching what | bate violent crime. Until the insider-trad- problem, think of how much we're saving
happened.” ing crackdown, Wall Street financial crime | by dealing with it now instead of in 1995.

A o ' ~{ /
RANDY GROTHE—DALLAS MORNING NEWS
Protesting the bailout: A7 anti-RTC demonstration in Dallas

‘ ‘ cheap. The cost becomes clear only years
-J f“i later, when the loan goes bad or the disas-

ter happens.
i’ Even though these programs often cov-
i I . er bad risks, they get lax scrutiny because
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it shouldn’t blame an advocate for repre- The Culture of Financial c"me _often went unpunished because it was so .

should not enjoy the same moral standing | tors sit in a room with a local district | lay at the heart of the HUD scandal, as . 3

them to make some independent judg- | accused, to be appointed the new DA. | Aspart of his reform efforts, Rep. Henry "




CONGRESS: A COLLECTION OF
SAM MACKS

b

Iowa
Institutions
by Congressman Jim Leach.

Special Report to the
League of Savings

‘The most captivating news story in lowa this year
relates to a robbery of tragi-comedy proportions that
occurred in Ames.

Sam Mack, a starting forward on the lowa State
University basketball team, and a defensive back on
the football team walked into the campus Burger
King with rifles, without masks, and asked the kids at
the counter to clean out their cash registers. Sam's
picture was on the wall. One young girl is alleged to
have called out as he came up to the counter: "Hi,
Sam." To which he is said to have responded: "ltis
not me." Shortly thereafter the police arrived and
punctured the escapees with bullets to their legs.

The potential of two young men hangs in the
balance.

The biggest story this year in Congress is analogous.
With the S & L rescue package we revisited the
scene of another crime -- the largest bank heist in
history, one that goes beyond the vaults of financial
institutions and picks the pocket of every American.
To paraphrase Pogo: "the robber is US." No one in
Congress could say "it is not me." Our pictures are
on the wall. It is Congress, after all, that passed the
loose laws that led to the loose regulation that set
loose the high-fliers in the industry.

In this context, the conclusion is indisputable; in
attempting over the years to do favors for the
industry, Congress bedevilled the taxpayers and, to
boot, put the financial services community through
an unprecedented wringer.

Republican Congressman Jim Leach represents the
First District of lowa and has served that district since
November, 1976. He Is a ranking member of the
Committee on Banking, Finance and Urban Affairs and
serves on the Subcommittea on Financial Institutions

‘+*Supervision, Regulation and Insurance. .

The lesson is obvious: favoritism can be counter-
productive. In its work-product this year, the
question of counter-productivity remains, but there
is no question whether Congress was more
generous to the industry or to the taxpayer.

Less thanone week after the President signed
the Financial Institution Reform, Recovery and
Enforcement Act of 1989, press reports indicated
both that the prices of stock for well-capitalized thriits
had risen and that the cost of funds for all thrifts had
decreased.

In that same week, the newly created Office of Thrift
Supervision announced that in anticipating higher
minimum capital requirements under the new law,
thrifts reduced their assets by $7.6 billion in June,
the second largest asset decline in history.

The three phenomena illustrate the different eftects
the new law already was having on the thrift industry;
Ultimately, some institutions will prosper, some will
shrink and others will be closed.
)

While | have reservations about the bill, lowa thrift
managers and owners have reason to be far more
pleased than disappointed with the legislation. On
the plus side, the insurance fund is re-bolstered,
confidence in the industry is restored, the most over-
leveraged institutions are liquidated, some of the
most egregious - practices (such as direct
investments in real estate, equities and junk bonds)
are restricted, and modest increases in resources

and authority are provided to the Justice Department
to rid the industry of wrong-doers.

On the minus side, earnings from Federal Home
Loan Bank stock are reduced, insurance fund

premiums are increased, and capital requirements
are made more stringent.

But, the industry escaped having to pay for most of
the clean-up costs. While premiums are up and
Federal Home Loan Bank earnings are diminished,
the Federal Home Loan Bank system is retained and
its contribution to the Resolution Trust Corporation is
not indexed to inflation, as was originally provided for
in the House-passed bill. Not only will the vast
majority of the cost of the clean-up come from the




& -

" taxpayer -- with the cost to every man, woman, and
child in America likely to exceed a thousand dollars —
but the industry's assets in the regional Home Loan
Banks were given preferential consnderatlon to the
taxpayers' pocketbooks.

Despite the fact that every Federal Home Loan Bank

was insolvent due to the joint and several liabilities
associated with the Texas bank, Congress chose not
to exercise the government's. clear rlght to tap the
regional bank stock of every S & L in the country
before turning to the taxpayer.

In addition, even though insurance premiums will be
increased, the differential between bank and thrift
premiums will narrow. The industry not responsible
for the problem -- commercial banking -- ironically
will be in a less-good competitive position than
before on insurance costs and remain at severe
competitive dlsadvantage on capital ratios. This is
particularly the case in lowa, where state bank
regulators have the stiffest (8 percent) standard in
‘the country and the most scrupulous approach to
classifying loans.

While surviving lowa thrifts may experience some
interim traumas in complying with the new law,
healthy institutions ought to emerge from this
experience stronger than before, competing in an
environment where more prudential market forces,
rather than the oxymoron of risk-free capitalism,
apply.

In a national context, the $50 billion in new resources
added by the bill to the insurance fund will help
protect savers and make possible the liquidation of
badly insolvent thrifts, but the strong likelihood is
that the issue will need to be revisited in the next 18
to 36 months.

The industry discipline called for and the resources
provided are insufficient to cope with the true depth
of the problem. It must be understood that near-term
liabilities of the thrift industry are in the twelve-, not
eleven-figure range and that second-tier institutions

in difficulty could cost the government an additional
$40 billion to $50 billion.

Not only is the bail-out that has commenced larger
than New York City to Chrysler times a factor of ten,
but the legislative scandal that precipitated taxpayer
~accountability -is the -equivalent of Teapot Dome to
Abscam times a factor of a hundred.

The first title of the bill should have been about
campaign reform and the last title about ethics in
government. Each is missing.

A Congressional “Watergate” is in the making, the
implications of which remain uncomfortably and
ignominiously unresolved.  (9/15/89)

K



B6-15-98 13:58

-y

OFFICE OF THE REPUBLICAN LEARDER gz

-

7is Kerrey is propelled toward national stage

‘will searchlights illuminate some corners?

by Jack Hart

High smong the severs] issues being carved out hy Scn.
Bab Kerrey for leadership s the nation’s mammoth crisis in
the savings and loan industry. At last Jook, that horrendous
condition is due to cost American laxpaycrs somewhere
around & half 2 trillion dollars.

Ketrey's aggressive entrance into this issue — regulatly
critlquing the Bush administration’s handling of the mattet
and offcring & batrage of alternatives of his own — {s both
appropriate and jronic.

As governor of Nebraska, Kerroy presided ovet the col-
lapse of three state.regulated savings inatitutions, sort of a
minor league tryout for the calamity that descended on (he
federally-supervised firms a fow years later. So the young
Nebraska senator does have experience in this dorain.

On the other hand, his expericnce s largely 8 toxtbook
Jesson on how NOT 10 manage S&Ls in crisis,

* Inany cvent, now (hat Kerrey hag enthusiastically pre-
- ¢mpted the issue, he should honor the unwritten rule of
legiclative behavior that says: Any senator bioding for
leadership over a powerful publio issue should provide a
detafled explanation of his or hor own background and
presumed expertise in the subject.

Untald story

. Strangely, not even the people of Nebraska know the
story of Kerrey's palitical, financial and very personal in-
volvemert in the domise of the ihrift institutions, notably
two large firms in Lincoin, That is because nelther Kerroy
nor the Omaha-Lincoln daily howspapers, which have
sheathed the senator in their web of protestion, want the
story to be known, :

e silence surrounding Kerrey and the Nebraska
savings institutions is all the more astounding since a
detallcd account of the episode has been meticulously as-
sembled, from official documents and sworn lcstimm:iy, by
4 select committee of the Nebraska Leglslature, Iis finy ings
are g matier of public; record, ‘ )

InJanuary, 1087, the legistative investigators did issuc a
summary of their conclusions and some recommendations

= which, although somewhat muted, were still shocking,’

The Omaha World-Herald and the- Lincoln dallies issued
pertunctory reports of the commities’s allegations but then
shoved the whole smelly business under (he rug. The
metropolitan press did not even pursue a final request by the
tnvestigating Jegislators that Altorney General Robert Spire
take action to recover some of the depositers® funds that
were Jost as g result of actions by Governor Keorrey and some
of his close associates.

Coverage denled

Andwhena citizens group, organizedasa non-connected
political action committee, tried tomake the full story public
during Kerrey's 1968 campalgn for the U, S. Senate, they
were givon the buck of e journalisiic hand and denied any
coverage of the sesemblod material, ‘The Omahs and Iip-
coln papers even refused to earry the group’s paid advertis.
ing account of the affair.

Insicad, the newspapers took the material o Kerrey and
his lieutenants and invited their response, which was a
torrent of published invective against those daring to tell the
sory and a spate of television and radio ads abom the
“badmouthing™ injected into the campaign. But never did
Keiroy or his spokespersons aver deny the accuracy of the
legiclators® aceount or attempt to oxplain the strange hap-
peaings surrounding Commanwealth Bavings Co. and Statc

Security Savings Co., both of Lincoln.

Stoty In brief

Here, in brief, is the story of Kerrey’s involvement i the
downfall of Nebraska's state-regulated savings institutions
during his time in the governor’s office, taken from offjcial
records end swom testimoay before the legisiative inves-

tigating committee: 4 :
The story begins on a night between Christmes and New
Year's of 1982, after Kerrey had been elacted governor but
+ before he was inaugurated. On that nipht, Paul Amen, siate
banking director in the previous administation, was sum-
moned to o late meeting by Governor-cloet Kerrey, With
Kerrey for that meeting was William' F. Wright, Kerrey's

chicf political and’ business adviser, president of Stale

Securlty Savings Co. and a afrector of the Lincoln Journal-

Ster Printing Company, publisher of the clty's two daily
m. .

?!‘;:ey informed Amen thet they wanted him tostay cnin
the new administration, which he agreed to do. Anticipating
such an invitation, Amen had brought along what he later
described to the legislative investigators ns “our highly
confidential, secret, sensitive Jist of problem (fGinancial)
Insttutions..just the ones we were working with to keep
ikem from becoming insolvent.”

Amien showed the document 1o the two men, Kerrey said
he didn’t even want to scc it. Wright Jooked at it and
commented that there were some major insiitutions on the
list, There were, indeed, inciuding Commonweslth and
Wright's own State Security.

Late night meeting

The significance of that December night became more
apparent less than a year later, on October 31, 1983, Amen
was in Washington, D. C, seeking assistance from the
Federal Resorve in cloaring the way for City Bank of New
Yark to take over the troubled Commonwealth Savings, On
that very day, Kerrey.gave the story of Commonwealth's
problems to Ed Howard, Linooln bureau chief of the As-
socfated Press. The story was on television that night and in
the next mornin ‘s}:apers. Not surprisingly, depositors were
desoending on the institution before it opened and the stats
Quickly closed it and tock it over,

In the Lincola Star of November 1, Kerrey was quoted as
eaying that he was barred by law from pubHcly revealing
bow. serious the Commonwealth situation might be = 10
avoit & run on the ingtitution, of course. By that time, Kerrcy.
alreacly had given out the information that caused that very
result, :

Neither the World-Herald nor the Lincoln papers ever
sought o learn why the governor would make such
precipitous retnarks 10 tho press; nor did they pursue the
state Jaw that the governor himself implied mads it unlawful
for him 1o say what he was saying, :

Duting the following months, Nebeaskans were Jnun-
dated by news reponis fixing blame for Commonwenlth’s
collapse and pursuing scapegoats. Heads rolled at the
Statehouse, Amen and his deputy wero fired: Republican
Attorney General Paul Dmﬁas came under intense fire and
Jater was forced 10 resign, Kerrey cohoris were instalied in
key posfiions, '

What was not made public until the legislative
commities’s report some thiee ycars later was that, in 2]l flic
chaatic aflermath of Commenwealth's dowafall, Kerrey's
good friend and businese partner, William Wright, was
systematically “milking and draining” (in the words of the
legislative report) assets of State Security Savings Co.

Kerrey partnership

By the time Commonwealth went down, Kemey had
entetid into a pannership with Wright and others fo use-
State Security as a vehicle to purchass commercial property
at Lincoln’s Bast Park Plaza. On April 13, 1983, Kcmrey
personally signed himself on as & partner in 1he American
Investment Group, even though he had aaid that when he
became governor he assipnied all his business dealinga to his
sister and brother-in-law, ]

The purpose of the partnership was to acquire the East
Park propetty, known as “Shoppers Fair,” at bargain price,
Owners of the property, Lincoln developers Robert Rentfro
and Jercy Joyce, wore hieavy borrowors of State Security and
having probloms making payments, Even though Shoppets
Fair waz not amoing the propertics on which State Securlty
held mortgages, State Security executives pressured Rentfro
and Joyce to turn over the property over to the Kerrey-
Wright parincrship at a price somewhat lower than ap-
praised vajue, The implication, as noted by the Investigating
committce, was that if they did not do 50, the savings
campany woulkt foreclose on all their outstanding loans.,

Later, when Reaufro and Joyce became outtaged by being
“ripped off," as the nvestigating commiee reported, they:
threatencd o go public with the whole story, including
Kerfey’s involvement, Eventually, the twosigned an Rgres-

. ment wﬂh AIG not to bring legal action or atherwise cause .
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" @ pub)i¢ stir about the deal, In roturn, more tE 2 mll!g

dallars of Siaic Sccurfty 10ans o Kenifro and Joyce were
written off,

_ Depositor losses
Along with a $150,000 fce paid to Wright and other State
Security officials, the Joss on a preferentia) loan by State
Sceurily 10 AlG and other assct Iosses, the Shoppers Fair
deal by the Kerrey-Wright parinership cost depasitors some
82 million, a3 calculaicd from recoidhs sssembled by the
lagislative investigators.
On the snme day Joyco gigned the agrevment with AIG,
July 9, 1984, Wright tock State Sceurity into Chapter 11
benluptey. Shortly aficr the bankrupicy, Wright suddenly
"moved 0 a fashionable suburb of San Diego, Cali, In 1988,

he was living there ina home valued for ax purposes at just
“under onc nillion dollars, Wright has since severed all his
. Nebraska business connections except to continue serving
- 88 & direviur of the Journal-Star Printing Co,

During investigation of the Stute Sceurlty collapse by the
Legislaturc, a special comminee was first appointed (o Jook
into the malter to determine if a full-scale study by the
Banking Commiitce was warranted. ‘That commitlee,
headed by then-Scn, Bill Harris, now mayor of Lincoln and

Democtatic candidate for governot, recommended that a
formal invesligation be beld,

Senatore ack action
As the Harris committee probed deeper, four members
.became so alarmed thit on May 28, 1086, just before csrtain
Statutes of limitation werc to run vut, they wrote to Kerrcy-

appointed Banking Direcior James Barbee suggesting that
some actions were “hot unly Jmproper, buy gcrnaps 1k gaL”

'The leuer was signcd by Sens, Harrls, Jerome Warner,
Loran Behmit and Emil Beyer. Copics were sent to Alorney
General Robeit Spire, who had boen appointed by Kerrey
to replace Paul Douglas, and to Luncasier County Attorncy
Mike Heavican. Nothing was done,
~ To this day, that action by four Jeaders of the Natxagka
Legislaturc, has never been reparted in the Omata World-
Horald or the Lincoln Journal ur Star, Nor have mast of the
Other facts of this episode,

Wright was nover pursued by the state to put any of his,

owe money inio Lhie ullupscd insututon that investigators
found ho hud “milked and dminca.”

On the other hand, S, E. Copple, prosident of Commen-
wealth for many years, was pressured by the Kerrey ad-
ninistration 1o put in some $8 million of his own money in
inclfort to keepthat instilution afloat. At more than 80 yoars
of age, he was convicted, served time i prison and died a
Rupet: Reprinted from the Omaha Metro Update
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