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IN THE UNITED STATES BANKRUPTCY COURT
FOR THE DISTRICT OF DELAWARE

In re: Chapter 11

WASHINGTON MUTUAL, INC,, et al.,} Case No. 08-12229 (MFW)

Debtors. Jointly Administered

Hearing Date: May 5, 2009 at 10:30 a.m. (Requested)
Objection Deadline: TBD

NOTICE OF MOTION

PLEASE TAKE NOTICE that on April 26, 2010, The Official Committee of Equity
Security Holders (the “Equity Committee™) of Washington Mutual, Inc. (“WMI” and, together
with its chapter 11 debtor-affiliate, WMI Investment Corp., the “Debtors™) filed the Motion and
Supporting Memorandum of the Official Committee of Equity Security Holders for the
Appointment of an Examiner Pursuant to Section 1104(c) of the Bankruptcy Code (the “Motion™)
with the United States Bankruptcy Court for the District of Delaware, 824 North Market Street,
Wilmington, Delaware 19801 (the “Bankruptcy Court™).

PLEASE TAKE FURTHER NOTICE that concurrently with the filing of the Motion,
the Equity Committee also filed the Motion to Shorten Notice of the Motion and Supporting
Memorandum of the Official Committee of Equity Security Holders jor the Appointment of an
Examiner Pursuant to Section 1104(c) of the Bankruptcy Code (the “Motion to Shorten™).

PLEASE TAKE FURTHER NOTICE that pursuant to the Motion to Shorten, the
Equity Committee has requested that the Court enter an order scheduling a hearing on the
Motion at the scheduled hearing on May 5, 2010 at 10:30 a.m. (Prevailing Eastern Time) (the
“Hearing™), and setting a shortened objection deadline. In accordance with the Local Rules of
Practice and Procedure for the United States Bankruptcy Court of the District of Delaware (the
“Local Rules™), the Bankruptcy Court will rule on the Motion to Shorten without a hearing.

! Debtors in these Chapter 11 cases and the last four digits of each Debtor’s federal tax identification .
numbers are: (i) Washington Mutual, Inc. (3725) and (ii) WM Investment Corp. (5395). The Debtors are
located at 925 Fourth Avenue, Suite 2500, Seattle, Washington 98104.
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Dated: April 26, 2010 ASHBY & GEDDES, P.A.

gm%

William P. Bowflen (DE Bar No. 2553)

Gregory A. Taylor (DE Bar No. 4008)

Stacy L. Newman (DE Bar No. 5044)

500 Delaware Avenue, 8™ Floor

P.O.Box 1150

Wilmington, DE 19899

Telephone: (302) 654-1888

Facsimile : (302) 654-2067

E-mail: wbowden@ashby-geddes.com
gtaylor@ashby-geddes.com
snewman(@ashby-geddes.com

Delaware Counsel to the Official Committee of
Equity Security Holders of Washington Mutual,
Inc., et al,

-and-

SUSMAN GODFREY, L.L.P.

Stephen D. Susman (NY Bar No. 3041712)
Seth D. Ard (N'Y Bar No. 4773982)

654 Madison Avenue, 5th Floor

New York, NY 10065

E-mail:

ssusman(@sustmangodfrey.com
sard@susmangodfrey.com

Parker C. Folse, III (WA Bar No. 24895)
Edgar Sargent (WA Bar No. 28283)
Justin A. Nelson (WA Bar No. 31864)
1201 Third Ave., Suite 3800

Seattle, WA 98101

Telephone: (206) 516-3880
Facsimile: (206) 516-3883

E-mail:

pfolse@susmangodirey.com
esargent{@susmangodticy.c
jnelson(@susmangodirey.com

Proposed Co-Counsel for the Official Committee of
Equity Security Holders of Washington Mutual,
Inc., et al.
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UNITED STATES BANKRUPTCY COURT
DISTRICT OF DELAWARE

Inre
WASHINGTON MUTUAL, INC,, et al.,' Chapter 11
Debtors. Case No. 08-12229 (MFW)

Jointly Administered

Hearing Date: May 5, 2010 at 10:36 a.mn,
(Requested)

Objection Deadline: TBD

MOTION AND SUPPORTING MEMORANDUM OF THE OFFICIAL
COMMITTEE OF EQUITY SECURITY HOLDERS FOR THE
APPOINTMENT OF AN EXAMINER PURSUANT TO SECTION 1104(c) OF
THE BANKRUPTCY CODE

The Official Committee of Equity Security Holders (the “Equity Committee”) of
Washington Mutual, Inc. (“WMI” and, together with its chapter 11 debtor-affiliate, WMI
Investment Corp., the “Debtors™) moves the Court for appointment of an examiner

pursuant to Section 1104(c) of the bankruptcy code.

L
PRELIMINARY STATEMENT

Section 1104(c) of the bankruptcy code provides that in a case such as this one,
with liquidated, unsecured debts exceeding $5,000,000, the Court “shall” appoint an
examiner on the motion of any party in interest or the U.S. Trustee. 11 U.S.C. § 1104(c).
Even if that mandatory standard did not exist, appointment of an examiner would still be
in the best interests of the estate, particularly at this pivotal juncture in the course of the
bankruptcy case.

Following commencement of this Chapter 11 proceeding, the Debtors themselves

identified and asserted a variety of legal claims against JPMorgan Chase (“JPMC™), the

! Debtors in these Chapter 11 cases and the last four digits of each Debtor’s federal tax
identification numbers are: (i) Washington Mutual, Inc. (3725) and (ii}) WMI Investment Corp.
(5395). The Debtors are located at 925 Fourth Avenue, Suite 2500, Seattle, Washington 98104,

1
{00401011;v1)



Federal Deposit Insurance Corporation (“FDIC”), and others that, if successful, would
add many billions of dollars of value to the estate. As recently as December 2009, and
continuing through a hearing in this Court on January 28, 2010, the Debtors represented
that they needed an extensive array of additional information from third parties through
Rule 2004 in order to fully identify and assess the strength and worth of claims already
asserted and also other potential claims.

And yet, although the Debtors have not obtained the information they told the
Court they vitally needed, either through Federal Rule of Bankruptcy Procedure 2004
(“Rule 2004”) or through discovery in pending litigation, they have recently proposed a
Plan of Reorganization constructed around a proposed “Global Settlement Agreement” —
still being ncgotiated — that in its current form would compromise and release known and
unknown claims against JPMC, the FDIC, and others, without the benefit of further
investigation.

While the Debtors rush forward in an effort to finish and implement that
settlement, additional information highly relevant to the collapse of WMI and the seizure
and sale of Washington Mutual Bank (“WMB”) continues fo become available with each
passing week, including material information disclosed by the Senate Permanent
Subcommittee on Investigations and the Inspectors General of the Treasury Department
and the FDIC as recently as April 13 and 16, 2010.

In light of the Debtors’ dramatic change of course over recent months and
continuing disclosures of material information highly relevant to the collapse of WMI
and to how and why WMB was seized and sold, now is the time for the kind of
independent, disinterested, objective evaluation for which appointment of an exammer

was designed.
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Il
JURISDICTION AND VENUE

The Court has jurisdiction over this motion pursuant to 28 U.S.C. §§ 157 and
1334, This is a core bankruptcy proceeding pursuant to 28 U.S.C. § 157(b). Venue is
proper in this Court pursuant to 28 U.S.C. §§ 1408 and 1409.

L.
BACKGROUND

Prior to commencing this Chapter 11 case, WMI was a savings and loan holding
company that owned WMB and indirectly WMB’s subsidiaries, including Washington
Mutual Bank fsb (“FSB”). (DS 1)2 It was the largest savings and loan holding company
in the country, and WMB and its subsidiaries collectively constituted the seventh largest
U.8.-based bank. (DS 22)

On September 25, 2008, the Office of Thrift Supervision (the “OTS"™) ordered the
closure of WMB and appointed the FDIC as receiver for WMB. (DS 2) Immediately
after its appointment as receiver, the FDIC took possession of WMB’s assets and sold
substantially all of them to JPMC for $1.88 billion and the assumption of WMB’s deposit
liabilities. (DS 2) That precipitated this bankruptcy. (DS 29)

Before those dramatic actions by the OTS and FDIC, WMI’s financial condition
had been adversely affected by significant disruptions during 2007 and 2008 in the U.S.
residential mortgage market. (DS 28) And yet, WMI had weathered the storm, due in
part to completion in April 2008 of a significant recapitalization that resulted in a $§7.2
billion capital infusion by institutional investors. (DS 28) Moreover, although the OTS
lowered WMB’s supervisory rating in a way that made it ineligible to receive primary

credit from the Federal Reserve Board’s Discount Window, WMB was able to receive

% Except as otherwise noted, parenthetical citations in this memorandum with the “DS” prefix
refer to the Debtor’s proposed Disclosure Statement for the Joint Plan of Affiliated Debtors
Pursuant to Chapter 11 of the United States Bankruptey Code (Docket #2623), filed in this case
on March 26, 2010,
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secondary credit from the Discount Window of the Federal Reserve Bank of San
Francisco‘, and was able to maintain borrowings up to the time of its seizure. (DS 29)
Nevertheless, speculation began to circulate in the market that WMI’s and WMB’s
operations and capital positions were unstable, and in the ten days prior to the FDIC
receivership, WMB experienced significant deposit withdrawals of lﬁorc than $16.7
billion. (DS 29)

During this ongoing process, WMI pursued a merger or sale transaction with
another financial institution and investigated other strategic alternatives intended to
increase WMI’s capital and liquidity levels. (DS 29) WMI was continuing to pursue
those alternatives when the OTS stepped in and appointed the FDIC as receiver for
WMB.

In a nutshell, those are the events, as described by the Debtor in its proposed
Disclosure Statement, that led to this bankruptcy. But a multitede of serious questions
existed at the commencement date about how and why WMI failed, about the events that
led to intervention by the OTS and the FDIC, about the events and communications that
led to the sale of WMRB’s assets to JPMC, and about the role of JPMC and other third
parties in the seizure of WMB and the immediate sale of ifs assets ~ and those questions
remain unanswered today. In fact, today, the list of unanswered questions has grown
longer as a result of the Debtors’ negotiation of a proposed “Global Settlement
Agreement” that is the cornerstone of its recently proposed Plan of Reorganization
(Docket # 2622).> That settlement includes a complete release of claims against JPMC
and the FDIC by the Debtors and by all of the Debtors® creditors and equity interest

holders, and provides for cash payments to JPMC that in effect would reimburse it for the

ia copy of a draft of the settlement agreement is Exhibit I to the Debtors® proposed Disclosure
Statement (see fnn. 2 supra). The settlement agreement has not been approved by all parties to it
and has not been executed,
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money it paid to purchase WMB’s assets in the first place.

The Debtors are fervent proponents of the settlement, and are now anxious to
have it approved and to shut down permanently all of the legal proceedings that the
Debtors themselves had instituted or joined in a supposed effort to get to the bottom of
the questions identified above and to recover value for their legal claims. In fact, the
Debtors’ principal talking points in favor of the settlement arc avoidance of the expense
and time necessary to resolve issues presented in that pending litigation, and “the
corresponding disruption to their efforts to make distributions for the benefit of their
creditors.” (DS 7)

However, the Debtors themselves have recognized the importance of the
questions surrounding the seizure and sale of WMB’s assets and the failure of WMI as
the nation’s largest savings and loan holding company, as well as .the. importance of
answering those questions and fully identifying and assessing the value of the related
legal claims that the Debtors own. And as the Debtors themselves recognize in their
proposed Disclosure Statement, they are not the only ones who feel that way.

The Debtor’s proposed Disclosure Statement (see fn. 1) identifies and summarizes
the subject matter of the principal litigation spawned by the seizure of WMB and the
collapse of WMI — almost all of which would come to an end under the Debtors’
Settlement and Plan, A review of those ﬁroceedings and recent developments in this
bankruptcy case demonstrates that the time has come for appointment of an examiner.

1. The D.C. Action

On December 30, 2008, the Debtors filed a proof of claim against the FDIC
Receiver secking compensation for the Debtors’ equity interest in WMB, recognition of
WMTI’s interest in WMI assets claimed by the FDIC, allowance of a protective claim for

payment of the Debtors’ deposits, payment of amounts owed to WM by WMB, and the
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avoidance of certain transfers made by WMI to WMB as a prefercnce or fraudulent
transfer. (DS 3) (From December 2007 to September 2008, WMI made capital
contributions to WMB amounting to $6.5 billion.) The EDIC summarily rejected those
claims, and in March 2009 the Debtors filed a complaint against the FDIC in the U.S.
District Court for the District of Columbia.

Significantly, the Debtors alleged “that the FDIC sold WMB’s assets for less than
they were worth, and as a result, the FDIC breached its statutory duty underlthe Federal
Deposit Insurance Act to maximize the net present value of WMB’s assets.,” (DS 3) The
Debtors also alleged that the FDIC’s actions constituted a taking of the Debtors’ property
without just compensation in violation of the Fifth Amendment to the U.S. Constitution
and a conversion of the Debtors’ property in violation of the Federal Tort Claims Act.
(DS 3) JPMC was allowed to intervene in that suit.

On January 7, 2010, the D.C. District Court stayed the D.C. Action at the
Debtors’ request, in favor of pending adversary proceedings in this Court ~ but at the
~ same fime denied the FDIC’s motion to dismiss the suit. (DS 34) The D.C. Action
would be dismissed with prejudice under the terms of the Debtors’ proposed settlement.
It is not apparent that any discovery occwrred in the DC Action before the court stayed it.

2 The JPMC Adversary Litigation

In March 2009, JPMC filed an adversary complaint in this Court against the
Debtors and FDIC, seeking a declaratory judgment with respect to the ownership of
disputed assets and interests that JPMC contends it acquired in the FDIC’s auction sale of
WMB. (DS 4) In May 2009, the Debtors filed counterclaims against JPMC, claiming
ownership of disputed assets and seeking avoidance of prepetition transfers of assets to
‘WMB, and subsequently to JPMC.

This Court denied JPMC’s subsequent motion to dismiss the Debtors’
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counterclaims, and JPMC appealed that decision to the District Court (DS 4), where it is
now pending but recently has been stayed as a result of the pending proposecd scttiement.
If approved, the proposed settlement would result in the dismissal of the Debtors’
counterclaims with prejudice.

In its counterclaims, the Debtors asserted a right to anticipated federal and state
tax refunds in the approximate amount of $5.4 to $5.8 billion. (DS 9) Under the
proposed settlement, 70% of initial tax refunds, estimated at $2.7 to $3.0 billion, would
be paid to JPMC, and almost 60% of additional tax refunds, estimated at $2.7 to $2.8
billion, would be allocated to the FDIC receiver. (DS 9)

Also at issue in the JPMC Adversary Litigation is a dispute over ownership of
certain trust preferred securities with a liquidation preference of approximately $4 billion
{backed by a $4 billion mortgage collateral pool). (DS 5) On September 25, 2008,
employees of WMI and WMB executed an agreement purporting to assign ownership of
those securities to WMB. In its counterclaims in the adversary suit, the Debtors assert
that the transfer was ineffective or constituted a fraudulent transfer or voidable
preference. (DS 6) The Debtors alleged that JPMC, as the subsequent recipient of those
securities via the FDIC sale of WMB assets, was liable to WMI’s estate because it knew
or should have known of the financial condition of both WMI and WMB at the time of
the transfer — and thus was not a good faith purchaser. (DS 6) Under the proposed

settlement, JPMC will become the undisputed owner of those securities. (DS 10)
3. The Turnover Action |

In April 2009, the Debtors filed a complaint against JPMC in this Court seeking
turnover of approximately $4 billion of the Debtors’ funds in disputed accounts at WMB.
JPMC spuriously asserted in response that the funds on deposit in those accounts might

be capital contributions rather than deposit liabilities. (DS 6) This Court denied JPMC’s
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motion to dismiss the turnover action. (DS 7) The Debtors’ motion for summary
judgment in the turnover action was argued in October 2009, and the matter is sub judice.
(DS 7) Under the proposed settlement, nearly all of the funds in the disputed accounts
would be paid over to the Debtors. (DS 9)

4, The American National Action

In February 2009, various insurance companies that hold bonds issued by WMRB
and WMI filed suit against JPMC in state district court in Galveston County, Texas.
“Specifically, the plaintiffs asserted (hat there was a premeditated plan by JPMC
designed to damage WMB and FSB, and thereby enable JPMC to acquire WMI's
banking operations at a ‘fire sale’ price.” (DS 34) The allegations in the complaint
raised disturbing questions about the extent to which JPMC had been working with the
FDIC behind the scenes for weeks before the seizure of WMB, and had withdrawn from
negotiations for the purchase of WMB after concluding that government seizure of WMB
would happen and that it could then acquire the assets more cheaply.

The FDIC intervened in the suit as a defendant and removed it to the U.S. District
Court for the Southern District of Texas, which then transferred it to the District Court for
the District of Columbia. (DS 34) On April 13, 2010, that court granted motions by
JPMC and the FDIC to dismiss the suit for lack of subject matter jurisdiction and entered
a final order dismissing the suit and closing the case. The court did not reach the merits,
but rather held that the FDIC was a necessary party to the plaintiffs’ claims and that
plaintiffs were required fo pursue their claims against the FDIC exclusively through an
administrative claims process established by Congress in the Financial Institutions

Reform, Recovery and Enforcement Act of 1989, Pub. L. No. 101-73, 103 Stat. 83
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(1989).* Prior to that dismissal, the Debtors’ had proposed that the action would be
dismissed on its merits, with prejudice, under the Debtors’ proposed Plan of
Reorganization.”

5. The Debtors® Rule 2004 Examination Reguests

As a result of the American National Action, the Debtors filed a motion for Rule
2004 examination on May 1, 2009, seeking an order directing the examination of JPMC.®
In that motion, the Debtors summarized the allegations in the American National Action
and sought the authority to investigate the underlying merit of those claims, as well as
other potential estate claims suggested by the American National allegations. The
Debtors argued to the Court that the discovery they sought through Rule 2004 was
broader than the issues raised in the JPMC Adversary Litigation and the Turnover Action.
(May Rule 2004 Motion at 2)

This Court granted the Debtors’ motion on June 24, 2009, over JPMC’s
opposition. (DS 34} In August and September 2009, JPMC began producing documents
to the Debtors for their review.’ There is no indication that the Debtors took any
depositions.

As described in the proposed Disclosure Statement, “As a result of the review of
certain of the documents produced by JPMC, the Debtors determined that additional fact

investigation was necessary.” (DS 34) Accordingly, on December 14, 2009, the Debtors

4 See Am. Nat'l Ins. Co. v. JPMorgan Chase & Co., 2010 U.S. Dist. LEXIS 36487, *10-12
(D.D.C. April 13, 2010).

® See Chapter 11 Plan of Reorganization (Docket # 2622), filed on March 26, 2010, §§ 1.182
(naming this action the “Texas Litigation™), 1.146 (including “Texas Litigation” in “Related
Actions™), 2.1 (releasing “Related Actions™).

§ See Motion for 2004 Examination of JPMorgan Chase Bank, N.A. (Docket # 974} (“May Rule
2004 Motion™). '

7 See Debtors” Motion for an Order Pursuant to Bankruptcy Rule 2004 and Local Bankruptcy
Rule 2004-1 Directing the Examination of Witnesses and Production of Documents from
Kanowledgeable Parties (Docket # 1997), filed on December 14, 2009 (“Dec. Rule 2004 Motion™),
at 5.
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moved for authority to conduct a further Rule 2004 examination of witnesses and to
request production of documents from various third parties — including the FDIC, the
OTS, the U.S. Department of the Treasury, and former U.S. Treasury Secretary Henry M.
Paulson, Jr. (DS 34) The Debtors also sought to obtain testimony and documents from
rating agencies, banks (including Goldman Sachs, the investment bank that WMI retained
in September 2007 to assist it in finding a suitor), and third-parly professionals that WMI
had at one time used. (Dec. Rule 2004 Motion at 1, n. 2)

In that motion, the Debtors described the contents of certain documents they had
obtained pursuant to the first Rule 2004 examination — documents that the Debtors
themselves fairly characterized as warranting the need for further investigation from third
parties who “are likely to have information currently unobtainable by Debtors relevant to
potential estate claims sounding in business tort and tortious interference against JPMC,
including information relevant to allegations made in [the American National Case].”
(Dec. Rule 2004 Motion at 3)

The Debtors represented to the Court:

As with the Rule 2004 Examination of JPMC, the Rule 2004 Examination

of the Knowledgeable Parties will enable the Debtors — as estate

fiduciaries — to determine the validity and ownership of these potentially

significant claims. To the extent the Requested Examination demonstrates

that the Debtors have viable claims against JPMC, such claims are assets

of the Debtors’ chapter 11 bankruptcy estates and, thus, any recovery

resulting from the assertion of these claims will inure to the benefit of the
Debtors and their creditors.

(Dec. Rule 2004 Motion at 4)

It is not necessary to repeat here in detail the information reported by the Debtors
as a result of reviewing JPMC documents or the damning conclusions about JPMC,
regulators, and other third parties that the Debtors set forth in this 2004 Motion. The
Court is already quite familiar with the motion. Suffice it to say that what the Debtors

had discovered to that point was disturbing. The Debtors explained in their reply brief:

10
{0040101 1;v1}



As detailed in Debtors’ Motion, the discovery sought through the

Requested Examination concerns possible misconduct by JPMC preceding

the seizure and sale of WMB, including gaining access to WMI’s

confidential information in connection with JPMC’s supposed interest in

bidding for the company, improperly disclosing such information to third

parties to cause market panic and foment a government seizure of the

bank, destroying a 119-¥ear-old institution that once had more than $50

billion in market capital.

It was also apparent from the December Rule 2004 motion that the Debtors had
not obtained the requested information through discovery in any of the lawsuits referred
to above. Indeed, in their reply brief, the Debtors explained that discovery was no longer
even available in the DC Action because it had been stayed. (Reply Br. Dec. Rule 2004
Motion at 3)

By order dated February 16, 2010, this Court denied the Debtors’ motion on the
grounds that the discovery the Debtors sought was not appropriate under the limited
scope of the Rule 2004 examination that the Court bad previously authorized and that
permitting further cxamination under Rule 2004 would have allowed the Debtors to
circumvent the Federal Rules of Civil Procedure applicable in the litigation the Debtors
had already commenced against JPMC.’

Less than one month later, on March 12, 2010, the Debtors publicly announced
the settlement and proposed release of the substantial claims they had told the Court as
lIate as the January 28 hearing on their motion that they vitally needed to investigate

further through Rule 2004.

6. Other Suits and Investigations

As described in the Debtors® proposed Disclosure Statement, consolidated class
action suits brought under ERISA and the federal securities laws are proceeding in the

U.S. District Court for the Western District of Washington as a result of transfer and

8 See Reply of the Debtors to the Objections to Dec. 2004 Motion (Docket # 2212), filed on
January 25, 2010 (“Reply Br. Dec. Rule 2004 Motion™).

4 Transcript of Hearing, Jan. 28, 2010 (Docket # 2312), at 88-90.
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consolidation orders entered by the Judicial Panel on Multi-District Litigation. (DS 39-
40) Former officers and directors of WMI are named as defendants in those suits, and
discovery has begun. (DS 39-41)

Under the proposed settlement, WMI's present and former officers and directors
and employees will be entitled to a priority recovery for all claims made against a
blended insurance program obtained by WMI before bankruptey, providing (among other
things) directors and officers, bankers professional liability, and fiduciary liability
insurance. (DS 56)

In addition, in October 2008, the U.S. Attorney for the Western District of
Washington, together with other federal authorities including the FB], the FDIC, the IRS,
and the Department of Labor commenced a coordinated investigation into the failure of
WMB. (DS 45) The Debtors have reported that WMI “has received several grand jury
subpoenas and is producing documents responsive to those subpoenas.” (DS 45) The
Debtors further report that “[tJhe government’s investigation is pending and WMI does
not know how much longer the investigation will continue or whether any charges will
result against WMI or any individuals.” (DS 45)

Further, the Debtors have disclosed that the sale of substantially all of the assets
of WMB to JPMC has been “a point of interest” to the Financial Fraud Enforcement Task
Force established by President Obama on November 17, 2009, by Executive Order No.
13519. (DS 45)

7. U.S. Senate Investigation and Hearings

Last but not least, the U.S. Senate’s Homeland Security and Government Affairs
Permanent Subcommittee on Investigations, has recently conducted hearings (on April 13

and April 16, 2010) about the collapse of WMB and has issned two investigative

12
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reports.lo Among other things, the hearings revealed the existence of disputes between
the OTS and the FDIC over the financial condition of WMB and whether regulatory
action was necessary. Former OTS director John M. Reich testified that WMB’s seizure
was not caused by the poor quality of its loans or by deficient capitalization, but by an
asserted liquidity crisis prompted by a “run on deposits” at the bank by depositors in the
10-day period preceding OTS intervention."" Reich further testified that had the asserted
liquidity crisis occurred two weeks later, there would have been no failure because of the
FDIC’s intervening decision to increase deposit insurance to $250,000 per depositor.

Reich’s testimony, confirming that WMB?’s seizure and sale were not the result of
inadequate regulatory capital, underscores the importance of allegations in the American
National Action that JPMC helped orchestrate a run on the bank, which became the
ostensible precipitating cause of the FDIC receivership, by engineering “a campaign
involving adverse media ‘leaks,’ stock sales, and deposit withdrawals designed to distort
the market and regulatory perception of Washington Mutual’s financial health.”

The Committee investigation also led to the disclosure on April 19 of an e-mail

from FDIC Chairman Shelia Blair to Reich dated August 6, 2008, in which she indicated

19 The first report, contained in an April 13, 2009 Memorandum to the Permanent Subcommittee
on Investigations, is available here and is also attached hereto as Exhibit 2:
hitp:/flevin.senate.gov/newsroom/supporting/2010/PSLLevinCoburnmemo.041310.pdf

The second report (“April 16 Subcommittee Report™), contained in an April 16, 2009
Memorandum to the Permanent Subcommittee on Investigations, is available here and is also
attached hereto as Exhibit 3:
http://levin.senate.gov/newsroom/supporting/2010/PS1.LevinCoburnmemo.041610.pdf

1 See April 16, 2010 Statement of John M. Reich, Former Director, Office of Thrift Supervision,
regarding Washington Mutual Bank, Before the U.S. Senate Permanent Subcommitftee on
Investigations United States Senate, available at http://tiny.cc/f0zly and attached hereto as
Exhibit 4.

12 American National Insurance Company v. FDIC, No. 09-1743, Complaint § 46 (attached as
Exhibits 1-3 of Docket #1) (D.D.C. March 25, 2009). As noted previously, this case was
recently dismissed on non-merits grounds because Plaintiffs failed to exhaust their administrative
remedies against a necessary party, the FDIC. See Am. Nat'l Ins. Co. v. JPMorgan Chase & Co.,
2010 U.S, Dist. LEXIS 36487, *10-12 (D.D.C. April 13, 2010). In reaching this decision, the
Court did not gainsay any of the factual allegations in the complaint.
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that the FDIC intended to make “discrete inquiries” to other banks about buying WMB in
the event of an “emergency closing.”? It is apparent that JPMC was one of those banks.
Yet less than two weeks before the failure, Ms. Blair told WMI executives that she would
stand aside while they sought a buyer. As the Wall Street Journal has reported, “J.P.
Morgan lost interest in buying the thrift unless it failed, acknowledging in a slide
presentation circulated internally on Sept. 19 that bank officials had been ‘contacted by
FDIC about interest in’ Washington Mutual.” Jd.

In addition, the Wall Street Journal reported as follows in the same April 13, 2010
arficle:

J.P. Morgan, now the second-largest U.S. bank in assets, unsuccessfully

tried to buy Washington Mutual in early 2008. As the thrift’s problems

deepened, then-Treasury Secretary Henry Paulson told [then-WMI CEO

Kerry Killinger] in a July phone call that “you should have sold the

company lo J.P. Morgan when you had the chance,” according to four
people familiar with the conversation.

The Senate Subcommittee’s findings also identified “a pattern of etrors, poor risk
management and even fraud at Washington Mutual” relating to the bank’s origination of
billions in home equity loans with little or no supporting documentation of
creditworthiness. "

A separate joint report of investigation released on April 16, 2010, by inspectors
general of the Treasury Department and the FDIC corroborated many of the Senate
Subcommittee’s findings."> Department of the Treasury Inspector General Eric Thorson
testified at the Senate hearings that OTS had identified weaknesses in WMB’s

relationship with mortgage brokers, with only 14 WMD employees overseeing the

13 See Wall Street Journal, “Panel Tries to Unravel WaMu’s Failure,” April 13, 2010, attached
hereto as Exhibit S.

14 See April 16 Subcommittee Report 8-9 (stating Subcommittee’s findings), Exhibit 3.

5 The report (“Inspectors General’s Report”) is available at
http://www.fdicoig.gov/reports10%5C10-002EV.pdf and an excerpt of the report is attached as
Exhibit 6 hereto.
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relationship with more than 34,000 third-party brokers.'® According to the Inspectors
General’s Report, the Department of Treasury and FDIC intend “at a later date” to
“assess FDIC’s resolution process for WaMu to determine whether that process complied
with applicable laws, regulations, policies and procedures.”!’

In connection with its hearings, the Senate Permanent Subcommittee also released
e-mails gathered in its investigation that underscore the importance of investigating the
relationship between Goldman Sachs, WMI, and WMB, particularly in light of the SEC’s
April 16, 2010 commencement of a major civil action against Goldman Sachs for
defrauding investors in the sale of subprime residential mortgage-backed securities.'®

Exhibits released by the Permanent Subcommittee on Investigations include e-
mails that evidence extensive business relationships between WMI, WMB, and Goldman
Sachs that existed for years prior to the seizure — but also a level of WMI distrust of
Goldman that reached to the level of WMI’s CEO." In addition, at times during 2008,
Goldman Sachs recommended short-selling of WMI shares and may have engaged in
short sales of WMI securities for its own account - betting that the company’s financial
condition would deteriorate.”® Nevertheless, based on press reports, WMI hired Goldman

Sachs in mid-September 2008 to assist it in finding a buyer of WMB or its assets, and

Goldman in turn communicated directly with JPMC.2!

16 See April 16, 2010 Statement of the Honorable Eric M. Thorson, Inspector General,
Department of the Treasury, regarding Washington Mutual Bank Before the U.S. Senate
Permanent Subcommittee on Investigations United States Senate, at 10, available at
http://tiny.ce/bnkj2 and attached hereto as Exhibit 7.

i Inspectors General’s Report at 2, Exhibit 6.

8 See SEC |Litigation Release No. 21489 (Apr. 16, 2010), available at:
http://www.sec.gov/litigation/litreleases/2010/1r2 1489 .htm

19 See Exhibits 8 and 9 hereto.

20 wsy Marketbeat, “Goldman: Short WaMu Stock, Buy the Bonds,” Apr. 11, 2008 (available at:
http://tinyurl.com/2f5ubs5), Exhibit 10.

21 New York Times DealBook, “Washington Mutual Begins Efforts To Sell Itself,” Sept. 17,
2008 (available at: http://tinyurl.com/3ncp7b), Exhibit 11,
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The cvents summarized above point to the following conclusions that are relevant

to this Motion:

o Following commencement of the bankruptcy case, the Debtors themselves
identified and asserted a variety of legal claims against JPMC, the FDIC, and
others that, if successful, would add many billions of dollars of value to the estate.

» As recently as December 2009 and continuing through a hearing in this Court on
January 29, 2010, the Debtors represented that they needed an extensive array of
additional information from third parties in order to fully identify and assess the
strength and worth of claims already asserted and also other potential claims.

e The Debtors have not obtained the information they told the Court they needed to
conduct that investigation.

e Additional information highly relevant fo the collapse of WMI and the seizure and
sale of WMB continues to become available with each passing week, including
material information disclosed by the Senate Permanent Subcommitice on
Investigations and the inspectors general of the Department of Treasury and the
FDIC.

e The Debtors have recently proposed a Plan of Reorganization constructed around
a proposed Global Settlement Agreement that is still being negotiated but that in
its current form would compromise and release the multi-billion dollar claims that
the Debtors have identified to date, without the benefit of further investigation.

e It is not apparent that the Debtors have conducted any investigation of potential
claims against their own officers, directors, and employees, or that they intend to
investigate the existence of causes of action against other third parties who may
have played material roles in WMI’s failure.

III.
LEGAL STANDARD FOR THE APPOINTMENT OF AN EXAMINER

A bankruptey court has the authority to appoint an independent examiner to
investigate and identify potential assets of the estate. See In re Jonosphere Clubs, Inc.,
156 B.R. 414, 432 (Bkrtey. S.D.N.Y. 1993). The examiner provides an objective,
nonadversarial perspective on relevant transactions and events as guidance for interested
parties to subsequently pursue relevant claims. In re Fibermark, Inc., 339 B.R. 321, 325
(Bkrtey. D. Vt. 2006). Congress provided for the appointment of an examiner in the

bankruptcy code as an extra measure of protection for stockholders of public
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corporations. See In re Gilman Services, Inc., 46 B.R. 322, 327 (Bkrtcy. D. Mass. 1985)
(discussing legislative history of the examiner statute); Iz re Loral Space
Communications, 2004 WL 2979785, *4 (S.D.N.Y. 2004) (same).

Section 1104(c) of the bankruptcy code sets out the standard goveming
appointment of an examiner:

If the court does not order the appointment of a trustee
under this section, then at any time before the confirmation
of the plan, on request of a party in interest or the United
States Trustee, and after notice and a hearing, the court
shall order the appointment of an examiner to conduct such
an investigation of the debtor as is appropriate, including an
investigation of any allegations of fraud, dishonesty,
incompetence, misconduct, mismanagement, or irregularity
in the management of the affairs of the debtor of or by
current or former management of the debtor if —

(1 such appointment is in the interest of
creditors, any equity security holders, and
other interests of the estate; or

(2) the debtor’s fixed, liquidated, unsecured
debts, other than debtors for goods, services
or taxes, or owing to an insider, exceed
$5,000,000.

11 U.S.C. § 1104(c).

In cases such as this one, with unsecured debts exceeding $5,000,000, the statute
indicates that the court “shall” appoint an examiner on a motion by an interested party.
Id. In light of that language, the courts have routinely held that appointment of an
examiner is mandatory in such circumstances. See, e.g., In re Reveo D.S., Inc., 898 F.2d
498, 500-01 (6th Cir. 1990); In re Waiton, 398 B.R. 77, 80-83 (Bkrtcy. N.D. Ga. 2008);
In re Vision Development Group of Broward County, LLC, 2008 W.L. 2676827, *3
(Bkrtcy. S.D. Fla. 2008); Jn re U4L Corp., 307 B.R. 80, 86 (N.D. IlL. 2004); Loral, 2004
WL 2979785 at *5..

The Sixth Circuit’s opinion in Revco is particularly instructive. Two years before
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the debtor filed for bankruptcy, it had been the subject of a leveraged buyout. Revco, 898
F.2d at 499. The United States Trustee sought the appointment of an examiner to
investigate the LBO. Id. Both the debtor—presumably then controlled by the acquiring
party——and the creditors opposed the appointment of the examiner. Id. Although the
Bankruptcy Court denied the U.S. Trustee’s motion, the Sixth Circuit reversed and held
that an examiner must be appointed if requested by the U.S. Trustee or any other
interested party. Id. at 500-01. As Revco suggests, an examiner can play an important
role when the debtor lacks the incentive to conduct a thorough investigation into potential
claims.

Only in exceptional cases have courts contravened the statutory mandate and
declined to appoint an examiner. In a recent decision from this Court, Judge Carey
denied a motion to appoint an examiner based on findings that all parties had had ample
opportunity to conduct discovery into relevant matters; that the issues raised in the
motion seeking appointment of an examiner did not require investigation, but were
typical differences of opinion related to confirmation of a proposed plan; and that the
motion had been filed so late in the process that it would do more harm than good to the
estate. In re Spansion, Inc., 2010 WL 1292837, *8 (Bkrtcy. D. Del. 2010).

Similarly, a party who waited until an investigation had already been conducted at
significant expense to the Debtor waived its right to request an examiner because
repeating the same investigation a second time would be “duplicative, needless, and
wasteful.,” In re Bradlees Stores, Inc., 209 B.R. 36, 39 (Bkrtcy. S.D.N.Y. 1997); see also
In re Schepps Food Stores, Inc., 148 B.R. 27 (S8.D. Tex. 1992) (denying a request to
appoint an examiner when the moving party’s actions suggested its true motive was
delay, the issues to be investigated were beiter addressed as objections to the proposed

plan, and a date for the hearing on confirmation of the proposed plan had already been
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established).

As discussed below, this case is a far ery from those described above in which
courts have declined to appoint an examiner despite the mandatory language in Section
1104(c). To the contrary, it is exactly the kind of case in which appointment of an
independent examiner would serve a vital function.

The Court has discretion to determine the scope and duration of the examiner’s
investigation. In re Revco, 898 F.2d at 501. As Section 1104(c) makes clear, the
investigation may include a broad range of issues relevant to the debtor’s business failure,
including allegations of mismanagement, professional negligence, and fraud. 11 U.S.C. §
1104(c); In re Gilman Services, 46 B.R. at 327. The examiner’s duties should be defined
in order to mininuze or avoid interference with the ongoing bankruptey proceedings. n
re Loral Space, 2004 WL 2979785 at *5. At the same time, as we discuss below, the fact
that the reorganization process would be delayed or that an examiner’s work would entail
significant expense to the estate generally are not valid grounds for refusing to appoint an
examiner, and certainly are not valid grounds under the current circumstances of this

case.

IV,
ARGUMENT

A. Appointment of an Examiner Is Necessary and Appropriate

The question presented by this Motion is not whether an examiner should be
appointed — the express statutory conditions for an appointment in Section 1104(c) are
plainly satisfied, and if the statute is to be applied as written, appointment is mandatory.
The question is whether any legitimate grounds exist not to appoint an examiner,
assuming the Court retains some narrow band of discretion to decline such an
appointment. Beyond that question, the Court must also consider the appropriate scope

of the examination, the timetable for its completion, and whether artificial limits should
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be placed on the estate resources the examiner may use in conducting the assigned work.

On the question whether any legitimate grounds exist not to appoint an examiner,
the answer is plainly No. Appointment of an examiner in this case is necessary and
wholly appropriate.

L The Timing of This Motion

This bankruptcy case was prompted by one of the largest bank seizures in U.S.
history, followed within hours by the FDIC’s announcement of a sale of WMB’s assets to
JPMC. That striking sequence of events was initially shrouded in mystery, but as time
passed following the seizure and sale, information slowly came to light that raised
disturbing questions not only about how those actions were orchestrated and by whom,
but also about whether the seizure of WMB and the collapse of WMI could and would
have been avoided but for the machinations of third parties.

The Debtors themselves initially recognized the critical nature of those questions
and the critical importance of answering them if the estate’s assets were to be maximized
for the benefit of creditors and other interested parties. As described in the Background
section of this Motion, the Debtors filed claims and counterclaims in various legal
proceedings against JPMC and the FDIC. Moreover, the Debtors sought to use Rule
2004 in an effort to obtain information from third parties — an effort that continued even
after it appeared that discovery procedures in pending litigation would become (or had
become) available to them.

Yet less than one month after this Court denied the Debtor’s most recent effort to
use Rule 2004 as an investigative tool, the Debtors announced a settlement (still
incomplete) that would provide a broad release of multi-billion dollar claims for the
benefit of JPMC and the FDIC — whose very actions were the centerpiece of the Debtors’

litigation and investigative efforts. Certainly, the investigative steps that the Debtors
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sought to pursue through their December Rule 2004 motion never happened. It also
appears clear that after filing that motion the Debtors obtained little, if any, formal
discovery through the then-pending litigation (the DC Action, the JPMC Adversary
Litigation, and the Turmover Action). It is not apparent that the Debtors have taken any
testimony through depositions, either before or after filing their second Rule 2004 motion
in December 2009, on the subject of the events that led to the seizure and sale of WMB.

Instead of following through on the investigative efforts that the Debtors
themselves had initiated but never completed, or in fact never started, the Debtors instead
made the surprise announcement in late March 2010 that all such efforts would come to a
halt, that all pending legal actions against JPMC and the FDIC should be dismissed with
prejudice through the pending settlement, and that it was more important fo distribute
money quickly to sclected classes of creditors than to finish the task of investigating and
valuing the claims they now propose to release.

In light of these dramatic and quite recent course-changes, which were not
foreseeable, no legitimate claim could be made that appointment of an examiner shouid
be denied now because it was not sought earlier.

That conclusion is reinforced by even more recent events, namely, the disclosures
summarized in the Background section of this memorandum that have come to light
through the recent hearings and reports of the Senate Permanent Subcommittee on
Investigations and by the equally recent reports of the inspectors general of the OTS and
the FDIC. Those developments underscore the need for an examination in this
bankrupfcy case, not only of the events that led to the seizure and sale of WMB but also
of the extent to which legal duties were violated pre-bankruptey by directors, officers,
and employees of WMI — many of whom remain in place to this day — in the manﬁgement

and oversight of WMB, and the extent to which any such breaches give rise to claims that
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would potentially enhance the value of the estate.
2. Impact of Ar Examiner’s Appointment on Plan Confirmation

The Debtors and other interested parties undoubtedly will protest that
appointment of an examiner should be refused because it would delay the Debfors’
completion of its proposed settlement with JPMC and the FDIC and slow down the
Debtors’ rush to have it approved and made the centerpiece of a proposed Plan of
Reorganization.”? Any such protest would be without merit.

In the first place, the proposed settlement is not yet complete. In a motion filed
by the Debtors on April 23, 2010, for approval of their proposed Disclosure Statement
and for establishment of a schedule leading to a July 20 plan confirmation hearing, the
Debtors disclosed that “[w]hile the provisions of the proposed settlement agreement have
been agreed to by WMI, JPMorgan Chase and significant creditor groups of WMI, as of
this date, the FDIC has some remaining concerns.” (Debtors’ DS Motion at 4-5)
Although the Debtors continue to express “hope” that an agreement will be obtained “in
the near firture,” it is not a reality as of today. (Debtors’ DS Motion at 5)

But even if the settlement agreement had already been finalized and executed, that
would not provide a legitimate basis for denying appointment of an examiner at this
Juncture. Whether the settlement should or should not be approved, it is unquestionably
of paramount significance in this bankruptey. It is the centerpiece of the Debtors’
proposed Plan of Reorganization, and it disposes of the estates’ most valuable remaining
assets — its legal claims against the FDIC and JPMC. Final consideration of the
settlement should be based upon a thorough, independent, and objective assessment of

the tramsactions and events that were the foundation for the released claims. If an

2 on April 23, 2010, the Debtors filed 2 motion seeking approval of its proposed Disclosure
Statement and establishment of a schedule leading to a plan confirmation hearing on July 20,
2010 (“Debtors® DS Motion™). (Docket # 3568)
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examination of such issues does not occur now, it will never occur.

To be sure, appointment of an examiner would necessitate a delay in the Debtors’
recently proposed (April ‘23, 2010) schedule leading 1o a plan confirmation hearing. That
alone is not a reason to dispense with an examination, particularly under the
circumstances described in this Motion. Instead, it is a factor to be considered by the
Court in determining the amount of time to be allowed for the examiner to complete the
assigned work.

3 Other Potential Objections Based on Cost

The Debtors and other interested parties may argue that appointment of an
examiner should be refused because it duplicates efforts already undertaken and wastes
estate resources. Such arguments would be unpersuasive as a basis for denying
appointment of an examiner altogether.

First, the Court may (and should) order the examiner to make full use of
information already gathered by the Debtors and by third parties, and provide the
examiner authority to obtain such information quickly. No one will argue that the
examiner should reinvent the wheel in gathering relevant information. To the extent
information has already been assembled by the Debtors from sources ouiside WMI
through formal or informal means, the examiner should have access to that information
immediately. The other legal proceedings and investigations summarized in the
Background section of this memorandum provide additional sources of relevant
information upon which the examiner may draw at the outset, to avoid duplication of
effort and to enhance the examination’s efficiency.

Second, it is apparent that the Debtors have not conducted a complete
investigation of the factual basis for the claims they propose to release, or of other

potential claims related to the economic misfortunes of WMB and its eventual seizure
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and sale by the government. By definition, the examiner will not be duplicating efforts
by taking steps to gather and assess relevant information that the Debtors have been
either unable or unwilling to collect and assess — and that the Debtors never will assemble
and analyze if they have their way.

Third, the examiner would bring something vital to the table that the Debtors
cannot bring: An independent, objective assessment by a person who was not a
participant in the events that led to WMI’s collapse and has no personal interests
stemming from that participation that could create conflicts of interest. That is
particularly important with respect to the examination of potential claims of misconduct
by the Debtors’ own management and members of their corporate boards. It is
additionally important with respect to an examination of the events and negotiations that
led to the pending settlement and the Debtors’ abrupt reversal of course over the last few
months,

Fourth, and finally, compared to the magnitude of the claims that the proposed
settlement would release, and the financial consequences to the estate of the settlement’s
terms, the estate resources needed to fund an appropriate examination under Section
1104(c) would be modest, and certainly money worth spending. That is not to say that
the cost will be insignificant in absolute terms, but the Court has ample authority to
supervise the process in a manner designed to reasonably control that cost, while ensuring
that the important purposes of an independent examination are safeguarded. That the
examination will be expensive is no basis for refusing to allow it altogether.

4. Relationship of This Motion To Legal Actions Designed to
Compel a WMI Sharecholders Meeting

On April 20, 2010, the Court heard argument on the Equity Committee’s motion
for a determination that the automatic stay does not preclude the filing of a shareholder

suit for an order compelling WMI to hold a meeting of shareholders, and the Court held
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that such a smit may proceed. The Equity Committee understands that shareholders in
Washington state court will file (or have filed) that suit today.

That state court action and the instant Motion for appointment of an examiner are
not altematives to each other. For the following reasons, commencement of the state
court suit in no way detracts from the need for prompt appointment of an examiner in this
bankruptcy case.

First, the Debtors have announced their intention to oppose the state court suit
vigorously and to return to this Court for an order enjoining that suit from proceeding. At
a minimum, it can be anticipated that the Debtors will do their best to delay its course,
while at the same time pushing in this Court for rapid approval of the global settlement
and confirmation of the plan that incorporates it.

Second, even if the state court suit is successful despite the efforts of the Debtors
(and undoubtedly other interested parties) to derail it, there is no absolute assurance that
shareholders will vote to elect a new board of directors. Even if 2 new board is elected,
significant time may elapse prior to that election during which an examiner could and
should begin its investigation.

Third — and most important — even if the suit is successful and even if it results in
the election of a new slate of directors, that would not moot the need for appointment of
an examiner. An objective, independent investigation and analysis of potential claims by
a person reporting directly to this Court and to all interested parties would still be vital.
A new board of directors would need such a report as an integral part of any new decision
process regarding the pursuit or settlement of the Debtors’ causes of action. And the
sooner an independent examination begins under Section 1104(c), the sooner it will be
completed. If such an appointment is deferred and either the state court suit is

unsuceessfil or a shareholders meeting does not result in the election of a new board,
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appointment of an examiner at that point would simply result in more delay in the
ultimate resolution of this bankruptcy.

B. The Proposed Scope of Examination

The Equity Committee proposes (hat the examiner be empowered and directed to
investigate the following matters:

1. The extent to which there are potential claims and causes of action held by
the Debtors’ estates against any person or entity, and the merit and value of those claims,
arising from circumstances leading to the OTS’s closure of WMB and appointment of
FDIC as receiver and the FDIC’s sale of WMB assets to JPMC, including:

A. WMI’s negotiations with JPMC and other potential investors or
merger/acquisition partners. during 2008,

B. Discussions between JPMC, the FDIC, the OTS, other officials at
the Department of the Treasury, the SEC, and any other government agencies during
2008 concerning WMB or WM

G Any actions by JPMC (including but not limited to direct ox
indirect communications to-the media and securities transactions) that could have had the
effect of damaging market or government agency perceptions of WMB or WMI's
financial health, capital adequacy, or liquidity,

D. JPMC’s communications about WMB or WMI with other actual or
potential WMI investors or merger/acquisition partners or investment advisors (including
Goldman Sachs) during 2008;

E. JPMC’s decision to withdraw from discussions with WMI about a
merger or acquisition;

F. WMB’s financial condition during 2008 and its ability to satisfy

regulatory requirements regarding capital and liquidity up to the time of seizure,
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including how WMB’s condition compared to that of other banks that were not seized
and placed into an FDIC receivership;

G. The causes of the “run on the bank” experiecnced by WMB in the
two-week period preceding OTS closure, including the extent to which institutional
deposits, brokered deposits, or deposits under the control of governmental or quasi-
governmental agencies were withdrawn;

H. The extent to which JPMC obtained confidential information from
WMB or WMI during 2008, how it obtained such information, and how it used such
information;

3 The decisions of OTS and FDIC regarding the seizure of WMB
and the sale of WMB assets, the bases for those decisions, the communications of OTS
and FDIC with other government or private personnel about those decisions in advance
of making and acting on them, and whether the FDIC’s sale of WMB’s assets satisfied its
statutory obligations;

K. Specific identification and valuation of WMB assets conveyed by
the FDIC to JPMC;

L: The actions and communications of third-party professionals
retained by WMI during 2007 and 2008 in its efforts to find additional investment capital
and/or merger/acquisition partners;

M. The nature of the business relationships between WMI, WMB, and
Goldman Sachs during 2007 and 2008, Goldman’s communications with JEMC and other
potential acquirers of WMB or its assets, and Goldman’s proprietary trading activities in
the securities of WMI during 2008.

N. To the extent not identified above, the allegations set forth in the

complaint filed in the American National Action and the D.C. Action.
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2, The extent to which there are potential claims and causes of action held by
the Debtors’ estates arising from breach of fiduciary duty or other legal duties by WMI
officers, directors, and employees in their supervision or direction of WMB investment in
subprime residential mortgages during 2007 and 2008, or in other actions and events that
led to WMB’s seizure and sale in September 2008;

3. The disputes at issue in the Turnover Action, including the existence and
valuation of WMI tax attributes (principally its NOLs) and the meaning and impact of the
Tax Sharing Agreement on the disputes;

4, The proper ownership, valuation, and asset affiliation of the trust preferred
securities at issue in the JPMC Adversary Litigation and the proper ownership of all other
assets that are the subject of claims and counterclaims in that adversary proceeding;

5. The communications and negotiations that led to the Debtors’ proposed
“Global Settlement” and the factors that produced the settlement and the Debtors’
decision to agree to and support its terms;

6. Potential claims belonging to the Debtors for fraudulent conveyance or for
the recovery of preferential transfers, including but not limited to any such claims that
arise from WMI’s capital contributions to WMB;

7. To the extent not encompassed in preceding topics, the subjects and
proposed information sources identified in the Debtors’ May and December Rule 2004
motions;

8. To the extent not addressed in the preceding topics, the merit and
valuation of the claims of any parties that would be released under the proposed Global
Seftlement;

9. The identification, nature, and valuation of assets held by the Debtors

post-bankruptey, including assets that would be conveyed to JPMC and the FDIC under
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the proposed Global Settlement Agreement.

C. Proposed Timetable for the Examiner’s Investigation

The Equity Committee asks that the Court direct the U.S. Trusiee to appoint an
examiner pursuant to Section 1104(c)(1) with all deliberate speed, and to require that the
examiner, within ten (10) days of that appointment, propose a work and expense plan that
includes a good-faith estimate of the fees and expenses of the examiner and the
examiner’s proposed professionals for conducting the investigation. The Court may then
hold a status conference to consider the work and expense plan and any responses
thereto, and to order further relief as appropriate to aid the examiner in the performance
of the examiner’s duties and/or to accommodate the needs of the estate. However, the

'examiner should be authorized and directed to commence the investigation as promptly
as reasonably possible following the appointment.

The Equity Committee further recommends that the examiner be directed to
prepare and file a report as required by 11 U.S.C. § 1106(a}(4) within 150 days following
the examiner’s appointment, unless such time is extended by order of this Court upon the
examiner’s application.

The Equity Committee proposes other terms and conditions relating to the
examiner’s appointment, powers, and investigation in the proposed Order filed as

Exhibit 1 to this Motion, which is incorporated in the Motion by this reference.

V.
CONCLUSION

WHEREFORE, for the reasons explained in this Motion, the Equity Comumittee
requests that the Court enter an order, substantially in the form attached hereto as Exhibit
1, appointing an examiner pursuant to Section 1104(c) of the Bankruptey Code, and for

such other and further relief as to which the Equity Committee may be entitled.
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UNITED STATES BANKRUPTCY COURT

DISTRICT OF DELAWARKE
Inre
)
WASHINGTON MUTUAL, INC,, et af.,l ; Chapter 11
Debtors: g Case No. 08-12229 (MEW)
; Jointly Administered
)

[PROPOSED] ORDER DIRECTING THE APPOINTMENT OF AN EXAMINER
This matter came before the Court for hearing onthe _ day of , 2010,
on the Motion of t_hc Official Committee of Equity Security Holders for the Appointment of An
Examiner Pursuant to Section 1104(c) of the Bankruptcy Code (“the Motion”). Due and
sufficient notice of the Motion was given to interested parties in accordance with the Bankruptcy
Code and Rules. This Court, having considered the evidence in the record and arguments of
counsel, concludes that the appointment of an examiner under 11 U.S.C. § 1104(c) is appropriate
to investigate certain affairs of the Debtors’ and the Debtors’ affiliates and subsidiaries and that
such appointment is in the best interests of creditors, equity security holders, and other interests of
the estate, and for other good cause.
IT IS HEREBY ORDERED AND DECREED that:
1. The United States Trustee is directed to appoint an examiner (the “Examiner”) pursuant to
11 U.S.C. § 1104(c)(1).
2. The Examincr shall:
a. Evaluate whether there are claims and causes of action held by the Debtors’ estate

against any person or entity which may bear liability to the estate, and the merit

! Debtors in these Chapter 11 cases and the last four digits of each Debtor’s federal tax identification
numbers are: (i) Washington Mutual, Inc. (3725) and (i} WMI Investment Corp. {5395). The Debtors are
located at 925 Fourth Avenue, Suite 2500, Seattle, Washington 98104.
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and value of those claims, arising from circumstances leading to the closure of

Washington Mutual Bank (“WMB™) by the U.S. Office of Thrift Supervision

{*OT8"™), the OTS’s appointment of the Federal Deposit Insurance Corporation

(“FDIC") as receiver for WMB, and the FDIC’s sale of WMB assets to JPMorgan

Chase, N.A. (“JPMC"), including:

i.

ii.

iv.

vi,

vii.

WMI’s negotiations with JPMC and other potential investors or
merger/acquisition partuers during 2008;

Discussions between JPMC, the FDIC, the OTS, other officials at the
Department of the Treasury, the SEC, and any other government agencies
during 2008 concerning WMB or WMI;

Any actions by JPMC (including but not limited to direct or indirect
communications to the media and securities transactions) that could have
had the effect of damaging market or government agency perceptions of
WMB or WMI’s financial health, capital adequacy, or liquidity;

JPMC’s communications about WMB or WMI with other actual or
potential WMI investors or merger/acquisition partn.crs or investment
advisors (including Goldman Sachs) during 2008;

JPMC’s decision to withdraw from discussions with WMI about a merger
or acquisition;

WMB’s financial condition during 2008 and its ability to satisfy regulatory
requirements regarding capital and liquidity up to the time of seizul.‘e,
including how WMB’s condition compared to that of other banks that were
not seized and placed into an FDIC receivership;

The causes of the “run on the bank™ experienced by WMB in the two-week
period preceding OTS closure, including the extent to which institutional
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deposits, brokered deposits, or deposits under the control of governmental
or quasi-governmental agencies were withdrawn;

viii. The extent to which JPMC obtained confidential information from WMB
or WMI during 2008, how it obtained such information, and how it used
such information;

ix, The decisions of OTS and FDIC regarding the seizure of WMB and the
sale of WMB assets, the bases for those decisions, the communications of
OTS and FDIC with other government or private personnel about those
decisions in advance of making and acting on them, and whether the
FDIC’s sale of WMIB’s assets satisfied its statutory obligations;

x. Specific identification and valuation of the assets conveyed by the FDIC to
JPMC and which entity owned the assets prior to the FDIC’s receivership
and auction sale;

xi. The actions and communications of third-party professionals retained by
WMI during 2007 and 2008 in its efforts to find additional investment
capital and/or merger/acquisition partners;

xii. The nature of the business relationships between WMI, WMB, and
Goldman Sachs during 2007 and 2008, Goldman’s communications with
JPMC and other potential acquirors of WMB or its assets,, and Goldman’s
proprietary trading activities in the securities of WMI during 2008;

xtii. To the extent ﬁot identified above, the allegations set forth in the complaint
filed in the American National Action.

b. Evaluate the extent to which there are potential claims and causes of action held by
the Debtors’ estates arising from breach of fiduciary duty or other legal duties by
WMI officers, directors, and employees in their supervision or direction of WMB

3
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investment in subprime residential mortgages during 2007 and 2008, or in other
actions and events that led to WMB's seizure and sale in September 2008;
. Evaluate the disputes at issue in the Debtors’ Turnover Action against JPMC,

styled Washington Mutual, Inc., et al. v. JPMorgan Chase Band, N.A., Adversary

Pro. No. 09-50934 (MFW), in this Court, including the existence and valuation of
WMI tax attributes (principally its net operating losses) and the meaning and
impact of that certain Tax Sharing Agreement, dated as of August 31, 1999,
among WMI, WMB, and certain other direct and indirect subsidiaries of WMI and
WMB, on those disputes;

. Evaluate the proper ownership, valuation, and asset affiliation of the trust preferred
securities at issue in the JPMC Adversary Litigation against the Debtors and the

EDIC, styled JP Morgan Chase Bank, N.A. v. Washington Mutual, Inc., et al.,

Adversary Pro. No. 09-50551 (MFW), in this Court, and evaluate the proper
ownership of all other assets that are the subject of claims and counterclaims in

that adversary proceeding;

. Investigate and identify the communications and negotiations that led to the

Debtors® Proposed Global Settlement Agreement (a copy of which, in its current
form, was attached to the Debtors proposed Plan of Reorganization filed in this
case on March 26, 2010), and the factors that produced the settlement and the
Debtors’ decision to agree to and support its terms;

Potential claims belonging to the Debtors for fraudulent conveyance or for the
recovery of preferential transfers, including but not limited to any such claims that
arise from WMI’s capital contributions to WMB;

. To the extent not encompassed in preceding topics, investigate the subjects, and
obtain information from the proposed information sources, identified in the

4
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Debtors’ Motion for Rule 2004 examination filed on December 14, 2009, and
evaluate the extent to which such information bears on the actual or potential
claims and causes of action held by the Debtors as specified in this Order;

h. To the extent not addressed in the preceding topics, evaluate the merit and
valuation of the claims of any parties that would be released under the Debtors’
Proposed Global Settlement Agreement;

i. The identification, nature, and valuation of assets held by the Debtors post-
bankruptey, including assets that would be conveyed to JPMC and the FDIC under
the proposed global settlement agreement; and

j.  Otherwise perform the duties of an examiner set forth in 11 U.S.C. § 1106(a)(3)
and 1106(a}(4) of the Bankruptcy Code.

k. All of the duties identified in Paragraph 2 of this Order shall collectively be
referred to herein as “‘the Investigation.”

3. The Debtors, the Debtors’ affiliates and subsidiaries, and the Official Committees
appointed in this bankruptcy case are directed to fully cooperate with the Examiner in

~ conjunction with the performance of any of the Examiner’s duties and the Investigation,
and the Debtors and the Official Commitices shall use their r_cspectivc best efforts to
coordinate with the Examiner to avoid unnecessary interference with, or duplication of,
the Investigation.

4, The Debtors’ duty to cooperate fully with the Examiner shall include promptly providing
the Examiner with access to all information within the Debtors’ possession, custody, or
control that may be relevant to the Investigation, including information the Debtors have
obtained through formal or informal means from third parties, as well as other information

as identified and requested by the Examiner.,
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5. Within ten (10) days after the later of entry of this Order or the date on which the U.S.
Trustee files a notice of the Examiner’s appointment, the Examiner shall propose a work
and expenses plan (the “Work and Expenses Plan™), which shall include a good faith
estimate of the fees and expenses of the Examiner and the Examiner’s proposed
professionals for conducting the investigation. The Court may then hold a status
conference to consider the Work and Expenses Plan and any responses thereto, and to
order further relief as a appropriate to aid the Examiner in the performance of the
Examiner’s duties and/or to accommodate the needs of the estate. Notwithstanding the
foregoing, the Examiner is authorized to commence the Investigation immediately upon
appointment.

6. The Examiner shall prepare and file a report (the “Report™), as required by 11 U.S.C. §
1106(a)(4), within 150 days of the Examiner’s appointment, unless such time shall be
extended by order of the Court upon application by the Examiner on notice to interested
.parties.

7. The Examiner may retain counsel or other professionals if the Examiner determines that
such retention is necessary to discharge the Examiner’s duties, which retention shall be
subject to Court approval after notice under the standards equivalent to those set forth in
11 U.S.C. § 327.

8. The Examiner and any professionals retained by the Examiner pursuant to the order of this
Court shall be compensated and reimbursed for their expenses pursuant to the procedures
for interim compensation and reimbursement of expenses of professionals established in
these cases. Compensation and reimbursement of the Examiner shall be determined
pursuant to 11 U.S.C. § 330, and compensation of the Examiner’s professionals shall be

determined pursuant to standards equivalent to those set forth in 11 U.S.C. § 330.
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9.

10.

1.

12,

The Examiner shall cooperate fully with any governmental bodies or agencies (such
cooperation shall not be deemed a public disclosure) including, but not limited to, any
federal, state or local government agency that may be investigating the Debtors, their
management or the pre-bankruptcy financial condition and performance of WMB, and the
United States Congress or any committee or subcommittee thereof, and the Examiner shall
use best efforts to coordinate with such agencies and bodies in order to avoid unnecessary
interference with, or duplication of, any investigations conducted by such bodies or
agencies, and to make use of information relevant to the Investigation that they may have
developed and obtained through their own efforts.

The Examiner shall have the standing of a party in interest in this bankruptcy case with
respect o matters within the scope of the Investigation, and shall be entitled to appear and
be heard at any and all hearings in this case.

The Examiner shall have full access to the non-privileged documents of all parties and to
afl materials the Debtors have received in response to discovery autherized by this Court
or otherwise. If the Examiner seeks the disclosure of documents or information as fo
which the Debtors assert a claim of privilege or have objected and the Examiner and
Debtors are unable to reach a resolution on whether or on what terms such documents or
information should be disclosed to the Examiner, the matter may be brought before the
Court for resolution. The Debtors’ attorney-client and work-product privileges remain
and are not deemed waived or in any way impaired by this Order.

Nothing in this Order shall impede the rights of the U.S. Trustee, any of the Official
Committees, the Examiner, or any other parties in interest to request any other lawful
relief, including but not Iimited to a request to further expand the scope of the
Investigation, if during such Investigation other relevant matters are revealed which the
Examiner or other party believes should be brougHt to the attention of the Count.
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DATED:

BY THE COURT:

Mary F. Walrath
United States Bankruptcy Judge
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MEMORANDUM
To:  Members of t}{e Permanent Subcommittee on Investigations

From: Senator Carl Levin, Subcommittee Chaimman
Senator Tom Coburn, Ranking Member

Date: April 13, 2010

Re:  Wall Street and the Financial Crisis: The Role of High Risk Loans

On Tuesday, April 13, 2010, beginning at 9:30 a.m., the Permanent Subcommittee on
Investigations will hold its first.in a series of hearings examining some of the canses and
consequences of the recent financial crisis. This hearing will focus on the role of high risk loans,
using a case study involving Washington Mutual Bank.

The Financlal Crisis. In July 2007, two Bear Stearns offshore hedge funds specializing
in mortgage related securities collapsed; the credit rating agencies suddenly downgraded '
hundreds of subprime residential mortgage backed scourities; and the formerly active market for
buying and selling subprime residential morigage backed securities went cold. Banks, mortgage
brokers, securities firms, hedge funds, and others were left holding suddenly unmarketable
morigage backed securities whose value began plummeting,

. Banks and mortgage brokers began closing their doors. In January 2008, Countrywide
‘Financial Corporation, a $100 billion thrift specializing in home loans, was sold to Bank of
Americe. That same month, one of the credit rating agencies downgraded nearly 7,000 mortgage

- backed securities, an unprecedented mass downgrade. In March 2008, as the financial crisis
worsened, the Federal Reserve facilitated the sale of Bear Stearns to JPMorgan Chase. In
September 2008, in rapid succession, Lehman Brothers declared bankruptey; AIG required a $85
billion taxpayer bailout; and Goldman Sachs and Morgan Stanley converted to bank holding
companies to gain access to Federal Reserve lending programs.

In this context, Washington Mufual Bank, the sixth largest depository institution in the
country with $307 billion in assets, $188 billion in deposits, and 43,000 employees, found itself
losing billions of dollars indeposits as customers left the bank, its stock price tumbled, and its
liquidity worsened. On September 25, 2008, after a century in the lending business, Washington
Mutuval Bank was closed by its primary regulator, the Office of Thrift Supervision (“OTS”). On
the same day, the Federal Deposit Insurance Corporation (“FDIC™), having been appointed
receiver, facilitated sale of the bank to JPMorgan Chase. It was the largest bank failure in the
history of the United States.

The sudden financial Josses and forced sales of multiple financial institutions put the U.S.
economy into a tailspin. The stock market fell; business loans dried up; and unemployment
exploded. Hidden liabilities associated with financial firms' proprietary positions in mortgage
backed securities, credit default swaps, collateralized debt obligations (“CDOs™), structured
investment vehicles, and other complex financial insttuments created concerns about the stability
of major financial institutions. The contagion spread worldwide as financial institutions holding
similar financial insttuments lost value and curtailed transactions with other firms, In Qctober
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2008, Congress enacted the $700 billion Troubled Asset Relief Plan (“TARP”) to stop the U.S.
economy from falling off a cliff and taking the rest of the world economy with it. The United
States and other countries are still recovering today.

Subcommittee Investigation. In November 2008, the Permanent Subcommittee on
Investigations initiated a bipartisan investigation into some of the causes and consequences of
the financial crisis. Since then, the Subcommitiee has engaged in a wide-ranging inquiry, issuing
subpoenas, conducting over 100 interviews and depositions, and consulting with dozens of
government, academic, and private sector experts. The Subcommittee has also accumulated and
initiated review of aver -S0 million pages of documents, including court pleadings, filings with
the Securities and Exchange Commission, trustee reports, prospectuses for securities and private
offerings, corporate board and committee minutes, mortgage transactions and analyses,
memoranda, marketing materials, correspondence, and email. The Subcommittee has also
reviewed documents prepared by or sent to or from banking and securities regulators, including
bank examination reports, reviews of securities firms, enforcement actions, analyses,
memoranda, correspondence, and email,

To provide the public with the results of its investigation, the Subcommittee plans to hold
a series of hearings addressing aspects of the financial cxisis, including the role of high risk home
loans, regulators, credit rating agencies, and Wall Street. These hearings will examine issues
related to mortgage backed securities, CDOs, credit default swaps, and other complex financial
instruments. After the hearings, a report summarizing the investigation will be released.

‘Washington Mutual Case History. This initial hearing in the series-examines
Washington Mutual Bank as a case study in the role of high risk loans in the U.S. financial crisis.
Headquartered in Seattle, with offices across the country and over 100 years of experience in the
home loan business, Washington Mutual Bank had grown to become the nation’s largest thrift.
Each year, it originated or acquired billions of dollars of home loans through multiple channels,
including loans originated by its own loan officers, loans brought to the bank by third party
mortgage brokers, and loans purchased in bulk from other lenders or firms. In addition, its
affiliate, Long Beach Mortgage Company (“Long Beach™), originated billions of dollars in home
loans brought to it by third party mortgage brokers specializing in subprime lending.

‘Washington Mutual kept 2 portion of these home loans for its own investment portfolio,
and sold the rest either to Wall Street investors, usually after securitizing them, or to the Federal
National Mortgage Association (Farmie Mae) or the Federal Home Loan Mortgage Corporation
(Freddie Mac).

At first, Washington Mutual worked with Wall Street firms to securitize its home loans,
but Jater built up its own securitization arm, Washington Mutual Capital Corporation, which
gradually took over the securitization of Washington Mutual and Long Beach loans. In addition,
from 2001 to 2007, Washington Mutual scld about $430 billion in loans to Fannie Mae and
Freddie Mac, representing nearly a quarter of its loan production during those years.

High Risk Home Loans. Over a five-year period from 2003 to 2008, Washington
Mutual Bank made a strategic decision to shift its focus from traditional 30-year fixed and
government-backed loans to higher risk home loans, This shift included originating more home
loans for higher risk borrowers, with increased loan activity at Long Beach, which was
exclusively a subprime lender. Washington Mutual also financed subprime loans brought to the



bank by third party mortgage brokers through its “Specialty Mortgage Finance” and “Wholesale”
chunnels, purchased subprime loans through its “Correspondent” channel, and purchased
subprime loans in bulk through its “Conduit” channel.

Washington Mumal decided to shift to higher risk loans, because it had calculated those
loans were more profitable. Higher risk loans typically charged borrowers a higher rate of
interest and higher fees. Once securitized, a large percentage of the mortgage backed securities
received AAA ratings, yet offered investors a higher rate of return than other AAA investments,
due to the higher risk involved. As a result, mortgaged backed securities relying on higher risk
Toans typically fetched a better price on Wall Street than those relying on lower risk loans.

Washington Mutual’s most common subprime loans were hybrid adjustable rate
mortgages, known as “2/28, “3/27,” or “5/25” loans. These 30-year mortgages typically had a
low fixed “teaser” rate, which then reset to a higher floating rate after two years for the 2/28,
three years for the 3/27, or five years for the 5/25. The initial payment was typically calculated
to pay down the principal and interest at the initial low, fixed interest rate. In some cases, the
pavments covered only the inferest due on the loan and not any principal. After the fixed period
expired, the monthly payment was typically recalculated to cover both principal and interest at
the higher floating rate. The suddenly increased monthly payments sometimes caused borrowers
to experience “payment shock™ and to defauit on their loans, adding to-the risk.

In addition to subprime loans, Washington Muftual made a variety of high risk loans to
“prime” borrowers, including its flagship product, the Option Adjustable Rate Mortgage
(“Option ARM™). Washington Mutual’s Option ARMS typically allowed borrowers to pay an
initial teaser rate, sometimes as low as 1% for the first month, and then imposed a much higher
floating interest rate linked to an index, but gave borrowers the choice each month of paying 2
higher or lower amount, These loans were called “Option” ARMs, because borrowers were
typically given four options: (1) paying the fully amortizing amount needed to pay off the loan
in 30 years; (2) paying an even higher amount to pay off the loan in 15 years; (3) paying only the
interest owed that month and no principal; or (4) making a “minimum” payment that covered
only a portion of the interest owed and none of the principal. If the minimum payment option
were selected, unpaid interest would be added to the loan principal. If the borrower repeatedly
selected the minimum payment, the loan principal would increase rather than decrease over time,

creating a negatively amortizing loan.

After five years or when the loan pringipal reached 110% (sometimes 115% or 125%) of
the: original loan amount, the Option ARM would “recast.” The borrower would then be
recjuired to make the fully amortizing payment needed to pay off the loan within the remaining
loan period. The new monthly payment amount was typically much greater, causing payment
shock and increasing loan defaults. For example, a borrower taking out a $400,000 loan, witha
tezser rate of 1.5% and subsequent interest rate of 6%, could have a minimum payment of
$1,333. If the borrower then made only the minimum payments until the loan recast, the new
payment using the 6% rate would be $2,786, an increase of more than 100%. What beganasa
30-year loan for $400,000 became a 25-year loan for $432,000. To avoid having the loan recast,
Option ARM borrowers typically refinanced their loans. A significant poartion of Washington
Mutual’s Option ARM business consisted of refinancing existing loans. Borrowers unable to
refinance were at greater risk of default,



Washington Mutual and Long Beach sold or securitized most of the subprime home loans
they acquired. Initially, Washington Mutual kept most of its Option ARMs in its proprietary
investment portfolio, but eventually began selling or securitizing those loans as well. From 2000
to 2007, Washington Mutual and Long Beach securitized at least $77 billion in subprime home
loens. Washington Mutual sold or securitized at least $115 billion of Option ARM loans, as well
as billions more of other types of high risk loans, including hybrid adjustable rate mortgages, Alt
A, and home equity loans. According to its internal documents, by 2006, Washington Mutual
was the second largest Option ARM originator and the eleventh largest subprime loan originator
in the country,

Lending and Securifization Deficiencies. Over the years, both Long Beach and
Washington Mutual were the subject of repeated criticisms by the bank’s internal auditors and
reviewers, as well as its regulators, OTS and the FDIC, for deficient lending and securttization
practices, Long Beach loans repeatedly suffered from early payment defaults, poor under-
writing, fraud, and high delinquency rates. Its mortgage backed securities were among the worst
pe-forming in the marketplace. In 2003, for example, Washington Mutual stopped Long Beach’s
securitizations and sent a legal team for three months to address problems and ensure its
securitizations and whole loan sales were meeting the representations and warranties in Long
Beach’s sales agreemients.

In 2005, Long Beach had to repurchase over $875 million of nonperforming loans from
investors, suffered a $107 million loss, and had to increase its repurchase reserve by nearly $75
‘million. Asaresult, Long Beach's senior management was removed, and Long Beach’s
subprime lending operations were made subject to oversight by Washington Mutual’s Home
Loans Division. Despite those changes, early payment defaults and delinguencies surged again
in 2006, and several 2007 reviews identified multiple lending, credit, and appraisal problems.
‘By mid-2007, Washington Mutual shut down Long Beach as a separate entity and took over its
subprime lending operations. At the end of the year, a Long Beach employee was indicted for
having taken kickbacks fo process fraudulent or substandard loans.

In addition to problems with its subprime lending, Washington Mutual suffered from
lending and securitization deficiencies related to its own mortgage activities. It received, for
example, repeated criticisms for unsatisfactory underwriting procedures, loans that did not meet
credit requirements, and loans subject to fraud, appraisal problems, and errors. For example, a
2005 internal investigation found that loans originated from two top loan producing offices in
sonthern Califomnia contained an extensive level of fraud caused primarily by employees
circumventing bank policies. Despite fraud rates in excess of 58% and 83% at those two offices,
no steps were taken to address the problems, and no investors who purchased loans originated by
those offices were notified in 2005 of the fraud problem. In 2006, securitizations with elevated
delinquency rates were found to contain Jower quality loans that did not meet the bank’s credit
stendards, In 2007, fraud problems resurfaced at the southern California offices, and another
internal review of one of the offices found a fraud rate of 62%. In 2008, the bank uncovered
evidence that employees at still another top producing loan office were “manufacturing” false
documentation to support loan applications. A September 2008 internal review found that loans
marked as containing fraudulent information had nevertheless been securifized and sold to
investors, identifying ineffective controls that had “existed for some time.”

Compensation. The Long Beach and Washington Mutual compensation systems
contributed to these problems by creating misplaced incentives that encouraged high volumes of



risky loans but little or no incentives to ensure high quality loans that complied with the bank’s
credit requirements. Long Beach and Washington Mutual loan officers, for example, received
more money per loan for originating higher risk loans and for exceeding established loan targets.
Loan processing personnel were compensated according to the speed and number of the loans
they processed. Loan officers and their sales associates received still more compensation if they
charged borrowers higher interest rates or points than required in bank rate sheets specifying loan
prices, or included prepayment penalties in the loan agreements. That added compensation
created incentives to increase loan profitability, but not loan quality.

A second problem related to compensation was the millions of dollars paid to
Washington Mutual senior executives even as their higher risk lending strategy began to lose
money and increase the risk in the bank’s own investment portfolio. Washington Mutual’s chief
executive officer, Kerry Killinger, for example, received each year a base salary of $1 million,
cash bonuses, stock options, and multiple stock awards. He also received benefits from four
pension plans, a deferred bonus plan, and a separate deferred compensation plan. In 2008 alone,
the year he was asked to leave the bank, he received $21 million, including a $15 million
severance payment, Altogether, from 2003 to 2008, Washington Mutual paid Mr. Killinger
nearly $100 miliion, on top of multi-million-dollar corporate retirement benefits.

Failure of Washington Mutuzl. In July 2007, after the Bear Stearns hedge funds
collapsed and the rating agencies downgraded hundreds of mortgaged backed securities,
including over 40 Long Beach securities, the secondary market for subprime loans dried up, By
September 2007, Washington Mutual had discontinued its subprime lending. It also became
increasingly difficult for Washington Mutual to sell its high risk loans and related mortgage
backed securities, including its Option ARMSs. By the end of the year, Washington Mutual began
to incur significant losses, reporting a 31 billion loss in the fourth quarter of 2007, and another
$1 billion loss in the first quarter of 2008.

In February 2008, based upon increasing deterioration in the bank’s asset quality,
eamings, and liquidity, OTS lowered the bank’s safety and soundness rating to a 3 on a scale of 1
to 5, signaling that it was a troubled institution. In April, the bank closed multiple offices, firing
thousands of employees. That same month, Washington Mutoal’s parent holding company
raised $7 billion in new capital, providing $3 billion of those funds to the bank.

In July 2008, a $30 billion mortgage lender, IndyMac, failed and was placed into
receivership by the government. In response, depositors became concerned about Washington
Mutual and withdrew over $9 billion in deposits, putting pressure on the bank’s liquidity. After
the bank disclosed a $3.2 billion loss for the second quarter, its stock price continued to diop,
and more deposits left.

On September 15, 2008, Lehman Brothers declared bankruptey. Three days later, on
September 18, OTS and the FDIC lowered Washington Mutual’s rating to a “4,” indicating that a
bank failure was a distinct possibility. The credit rating agencies also downgraded the bank’s
credit ratings. Over the span of eight days starting on September 15th, nearly $17 billion in
deposits left the bank. At that time, the federal Deposit Insurance Fund contained about $45
billion, an amount which could have been exhausted by the failure of a $300 billion institution
like Washington Mutual. As the financial crisis worsened each day, regulatory concerns about
the bank’s liquidity and viability intensified.



On September 25, 2008, OTS placed Washington Mutual Bank into receivership, and the
FDIC facilitated its immediate sale to JPMoxgan Chase for $1.9 billion. The sale eliminated the
need to draw upon the federal Deposit Insurance Fund.

Findings. Washington Mutual was not the only mortgage lender to fail during the
financial crisis. Nor was its high risk lending practices unusual. To the contrary, the
Subcommittee investigation indicates that Washington Mutual was emblematic of practices ata
number of financial institutions that originated, sold, and securitized high risk home loans from
2004 to 2008. Based upon the Subcommittee’s investigation to date, we make the following
findings of fact related to Washington Mutual Bank and its parent holding company, Washington
Mutual Inc.

(1) High Risk Lending Strategy. Washington Mutual (“WaMu”) executives embarked
upon a high risk lending strategy and increased sales of high risk home loans to Wall
Street, because they projected that high risk home loans, which generally charged higher
rates of interest, would be more profitable for the bank than low risk home loans.

(2) Shoddy Lending Practices. WaMu and its affiliate, Long Beach Mortgage Company
~ (“Long Beach”), used shoddy lending practices riddled with credit, compliance, and
operational deficiencies to make tens of thousands of high risk home loans that too often
contained excessive risk, fraudulent information, or errors.

(3) Steering Borrowers to High Risk Loans. WaMu and Long Beach too often steered
 borrowers into home loans they could not afford, allowing and encouraging them to make
low initial payments that would be followed by much higher payments, and presumed
that rising home prices would enable those borrowers to refinance their loans or sell their

homes before the payments shot up.

(4) Polluting the Financial System. WaMu and Long Beach securitized over $77 billion in
subprime home loans and billions more in other high risk home loans, used Wall Street
firms to sell the securities to investors worldwide, and polluted the financial system with
mortgage backed securities which later incurred high rates of delinquency and loss.

(5) Securitizing Delinquency-Prone and Fraudulent Loans, At times, WaMu selected and
securitized loans that it had identified as likely to go delinquent, without disclosing ifs
analysis 1o investors who bought the securities, and also securitized loans tainted by
fraudulent information, without notifying purchasers of the fraud that was discovered.

(6) Destructive Compensation. WaMu’s compensation system rewarded loan officers and
loan processors for originating large volumes of high risk loans, paid extra to loan
officers who overcharged borrowers or added stiff prepayment penalties, and gave
executives millions of dollars even when its high risk lending strategy placed the bank in
financial jeopardy.
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MEMORANDUM
To:  Members of the Permanent Subcommittee on Investigations

From: Senator Carl Levin, Subcommittee Chairman
Senator Tom Coburn, Ranking Member

Date: Apnl 16,2010

Re:  'Wall Street and the Financial Crisis: The Role of Bank Regulators

On Friday, April 16, 2010, beginning at 9:30 a.m., the Permanent Subcommittee on
Investigations will hold the second in a-series of hearings examining some of the causes and
consequences of the recent financial crisis. This hearing will focus on the role played by federal
bank regulators, using as a case history Washington Mutual Bank, the largest bank failure in U.S,
history.

Subcommittee Investigation. In November 2008, the Permanent Subcommittee on
Investigations initiated a bipartisan investigation into some of the causes and consequences of
the financial crisis. Since then, the Subcommittee has engaged in a wide-ranging inquiry, issuing
numerous subpoenas; conducting over 100 interviews and depositions; and consulting with
dozens of government, academic, and private sector experts on banking, securities, financial, and
legal issues. The Subcommittes has also accumulated amd initiated review of over 50 million
pages of documents, including court pleadings, filings with the Securities and Exchange
Commission, trustee reports, prospectuses for securities and private offerings, corporate board
and committee minutes, mortgage transactions and analyses, memoranda, marketing materials,
correspondence, and email. The Subcommities has also reviewed documents prepared by or sent
to or from banking and securities regulators, including bank examination reports, reviews of
securities firms, enforcement actions, analyses, memoranda, correspondence, and email,

To provide the public with the results of its investigation, the Subcommittee is holding a
series of hearings addressing the role of high risk lending, regulators, credit rating agencies,
investment banks, and others in the financial crisis. These hearings will examine issues related
to mortgage backed securities, collateralized debt obligations, credit default swaps, and other
complex financial instruments. After the hearings, a report on the investigation will be prepared.

Washington Mutual Case History. The initial hearing in the series, on April 13, used
Washington Mutual Bank as a case study to examine the role of high risk loans in the U.S.
financial crisis. Headquartered in Seattle, with branches and loan centers across the country,
‘Washington Mutual Bank had over 100 years of experience in the home loan business and had
grown to become the natior’s largest thrift with more than $300 billion in assets, $188 billion in
deposits, and 43,000 employees. Washington MutuaPs thrift charter required the bank to
concentrate on home loans and maintain most of its assets in mortgage related activities. Each
year, it originated or acquired billions of dollars of home loans through multiple channels,
including loans originated by its own loan officers, loans brought to the bank by third party
mortgage brokers, and loans purchased in bulk from other lenders or firms. In addition, its
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affiliate, Long Beach Mortgage Company (“Long Beach™), originated billions of dollars in home
loans brought to it by third party mortgage brokers specializing in subprime lending.

Washington Mutual kept a portion of its home loans for its own investment portfolio, and
sold the rest either to Wall Street investors, usually after securitizing them, or to Fannie Mae and
Freddie Mac. At first, Washington Mutual worked with Wall Street firms to securitize its home
loans, but later built up its own securitization arm, Washington Mutual Capital Corporation.

Until 2006, Washington Mutual’s operations were profitable. In 2007, many of its high
risk loans began experiencing increased rates of delinquency and loss, and after the subprime
mortgage backed securities market collapsed in September 2007, Washington Mutual was unable
to sell its subprime loans. In the fourth quarter of 2007, the bank recorded a loss of $1 billion.
In 2008, Washington Mutual’s stock price plummeted against the backdrop of a worsening
financial crisis, including the forced sales of Countrywide Financial Corporation and Bear
Stearns, government takeover of IndyMac, bankruptcy of Lehman Brothers, taxpayer bailout of
AIG, and conversion of Goldman Sachs and Morgan Stanley into bank holding companies. In
the first half 0of 2008, Washington Mutual lost another $4.2 billion, and its depositors withdrew a
total of over $26 billion from the bank. On September 25, 2008, Washington Mutual Bank was
placed into receivership by its primary regulator and was immediately sold to JPMorgan Chase
for $1.9 billion.

Washington Mutual’s Regulators., Washington Mutual’s primary federal regulator was
the Office of Thrift Supervision (“OTS”). OTS was created in 1989, in response to the savings
and loan crisis to charter and regulate the thrift industry. It is part of the U.S. Department of the
Treasury and headed by a Presidentially-appointed Director. Like other bank regulators, OTS is
charged with ensuring the safety and soundness of the financial institutions it oversees. Its
operations are funded through semiannual fees assessed on the institutions it regulates, with the
fee amount based on the size, condition, and complexity of each institution’s portfolio.
Washington Mutual provided 12-15% of OTS revenue from 2003 to 2008.

OTS supervises its thrifts through four regional offices led by a Regional Director,
Deputy Director, and Assistant Director. The regional offices assign an Examiner In Charge,
supported by other examination personnel, to each thrifi, OTS currently oversees about 765
thrift-chartered institutions. In all, approximately three-quarters of the OTS workforce reports to
the four regional offices, while the remaining quarter works at the OTS Washington
headquarters. Washington Mutual was supervised by the West Region whose office was,
through the end of 2008, based in Daly City, California.

In addition to OTS, Washington Mutual was regulated by the Federal Deposit Insurance
Corporation (“FDIC”). The mission of the FDIC is to maintain stability and public confidence in
the nation’s financial system by insuring deposits, examining and supervising financial
institutions for safety and soundness and consumer protection, and managing failed institutions
placed into receivership. To carry out these responsibilities, FDIC has backup supervisory
authority over approximately 3,000 federally insured depository institutions whose primary
reguiators are the OTS, Office of the Comptroller of the Currency, or Federal Reserve. The
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Deposit Insurance Fund is financed through fees assessed on the insured institutions, with
assessments based on the amount of deposits requiring insurance and the degree of risk posed by
each institution to the insurance fund.

For the eight largest institutions, the EDIC assigns at least one Dedicated Examiner to
work on-site at the institution. The examiner’s obligation is to evaluate the institution’s risk to
the Deposit Insurance Fund and work with the primary regulator to lower that risk. The FDIC
has entered into a 2002 inter-agency agreement with the primary bank regulators to facilitate and
coordinate their respective oversight obligations and ensure the FDIC is able to protect the
Deposit Insurance Fund., Pursuant to that agreement, the FDIC may request to participate in
examinations of large institutions or higher risk financial institutions, recommend enforcement
actions to be taken by the primary regulator, and if the primary regulator fails to act, take its own
enforcement action with respect to an insured institution. Washington Mutual had a FDIC-
assigned Dedicated Examiner who worked with OTS examiners to oversee the bank.

Federal bank regulators have a wide range of informal and formal enforcement actions
that may be used to ensure the safety and soundness of a financial institution. Informal
enforcement actions, which are not made public, include issuing examination findings to the
bank and both recommending and requiring corrective action, notifying the Board of problems,
and requiring the Board to issue a resolution with commitments for corrective actions, Formal
enforcement actions, which become public, include requiring the bank to enter into a
Memorandum of Understanding with commitments for corrective action, imposing monetary
fines, issuing cease and desist orders, and removing bank personnel.

The Examination Process. The stated mission of the OTS is “[t]o supervise savings
associations and their holding companies in order to maintain their safety and soundness and
compliance with consumer laws, and to encourage a competitive industry that meets America’s
financial services needs.” The OTS Examination Handbook, in section 10.2, requires
“[pIroactive regulatory supervision” with a focus on evaluation of “future needs and potential
risks to ensure the success of the thrift system in the long term.”

To carry out its mission, OTS traditionally conducted an examination of its thrifts every
12-18 months and provided the resuits in an annual Report of Examination (“ROE"). In 2006,
OTS initiated a “continuous exam™ program for its largest thrifis, requiring its examiners to
conduct a series of specialized examinations during the year with the results from all of those
examinations included in an annual ROE. The Examiner in Charge led the examination
activities which were organized around a rating system called CAMELS that is used by all
federal bank regulators. The CAMELS rating system evaluates a bank’s: {C) capital adequacy,
(A) assct quality, (M) management, (E) eamings, (L) liquidity, and (S) sensitivity to market risk.
CAMELS ratings use a scale of 1 to 5, with 1 being the best rating and 5 the worst. In the annual
ROE, OTS provided its thrifts with an evaluation and rating for each CAMELS component, as
well as an overall composite rating on the bank’s safety and soundness.

At Washington Mutual, OTS examiners conducted both on-site and off-site activities to
review bank operations, and maintained frequent communication with bank management through
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emails, telephone conferences, and meetings. Washington Mutual formed a Regulatory
Relations office charged with overseeing its interactions with OTS, the FDIC, and other
regulators. During the year, OTS examiners issued “findings memos,” which set forth particular
examination findings, and required a written response and corrective action plan from
Washington Mutual management. The findings ranged from “observations,” to
“recommendations,” to “criticisms.” The most serious findings were elevated to the Washington
Mutual Board of Directors through designation as a Matter Requiring Board Attention
(“MRBA”). MRBAs were set forth in the ROE and presented to the Board in an annual meeting
attended by OTS and FDIC personnel, Washington Mutual tracked OTS findings and its
responses through its Enterprise Issue Tracking System (“ERICS”). In a departure from its usnal
practice, OTS did not maintain a separate tracking system but simply relied on Washington
Mutual’s ERICS system to identify past examination findings and the bank’s responses.

The FDIC also examined Washington Mutual, relying primarily on the examination
findings and ROEs developed by OTS. The FDIC assigned its own CAMELS ratings to the
bank. In addition, for institutions with assets of $10 billion or more, the FDIC has established
the Large Insured Depository Institutions (“LIDI”") Program to assess and report on emerging
risks that may pose a threat to the Deposit Insurance Fund. Under this program, the Dedicated
Examiner and other regional case managers perform ongoing analysis of emerging risks within
each insured institution and assign a quarterly risk rating, using a scale of A to E, with A being
the best rating and E the worst. In addition, senior FDIC analysts within the Complex Financial
Institutions Branch analyze specific bank risks and develop supervisory strategies.

Washington Mutual’s Examination History. From 2003 to 2008, OTS repeatedly
identified significant problems with Washington Mutual’s lending practices, risk management,
and asset quality, and requested corrective action. Washington Mutual promised year after year
to correct identified problems, but failed to do so. OTS failed to respond with meaningful
enforcement action, resisted FDIC recommendations for stronger measures, and even impeded
FDIC examination efforts.

OTS findings memoranda and ROESs repeatedly identified serious underwriting and risk
management deficiencies at Washington Mutual, OTS elevated these issues to Washington
Mutual’s board by issuing MRBAs on underwriting deficiencies every year from 2003-2008.

For most of those years, OTS determined that either Single Family Residential [oan underwriting
at Washington Mutual or subprime underwriting at Long Beach was “less than satisfactory.” It
also issued MRBASs on the need for stronger risk management from 2004-2008. In 2007, an
OTS examiner noted that WaMu had nine different compliance officers in the past seven years,
and that “[t]his amount of turnover is very unusual for an institution of this size and is a cause for
concern.”

*Draft OTS Exam Findings Memo, “Compliance Management Program,” May 31, 2007, Franklin_Benjamin-
00020408_001.
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In January 2005, Washington Mutual made a strategic decision to shift its focus from Iow
risk fixed rate and government-backed loans to higher risk subprime, home equity, and Option
ARM loans. OTS examiners expressed concern about but did not restrict a number of high risk
lending practices at the bank, including accepting stated income loans without verifying the
borrower’s assets or ability to repay the loan, low documentation loans, loans with low FICO
scores and high loan-to-value ratios, loans that required interest only payments, and loan
payments that did not cover even the interest owed, much less the principal.” When one OTS
examiner attempted to restrict “No Income No Asset (NINA loans)” in which the lender did not
have to verify information about a borrower’s income or assets, the OTS West Region overruled
him and ignored an OTS policy official in Washington, D.C., discouraging use of such loans,
calling him a “lone ranger” within the agency.

When Washington Mutual announced its shift to higher risk loans, OTS examiners
observed that robust risk management practices would be necessary to function as a check and
balance on the high-risk lending strategy. Yet from 2005 through 2008, OTS examiners
consistently found Washington Mutual’s risk management practices lacking. In addition, as
noted above, throughout this period, OTS examiners continuously criticized Washington
Mutual’s underwriting standards and practices as “less than satisfactory” and the amount of
underwriting errors as “higher than acceptable.” OTS also observed over the years loans with
erroneous or fraudulent information, loans that did not comply with the bank’s credit
requirements, or loans that contained other problems. Notwithstanding the many control
weaknesses the bank’s underwriting and risk management practices, OTS examiners took no
action to bring about change in these areas.

OTS examiners were also aware that many Washington Mutual and Long Beach loans
were brought to the bank by third party mortgage brokers or lenders over which the bank
exercised weak oversight, but again took little action. For example, when OTS examiners noted
in 2 2007 findings memo that Washington Mutual had only 14 full-time employees overseeing
over 34,000 third-party brokers, the examiners made only the following observation: “Given the
... increase in fraud, early payment defaulis, first payment defaults, subprime delinquencies,
etc., management should re-assess the adequacy of staffing.”® Washington Mutual management
agreed with the finding, but provided no corrective action plan, stating only that “[s]taffing needs
are evaluated continuvally and adjusted as necessary.”

In 2006, due to increasing concerns about lax lending practices and exotic high-risk
mortgages, federal bank regulators worked together to draft inter-agency guidance on

* See, e.g., OTS Report of Examination for Washington Mutual Bank, March 14, 2006, at 19, OTSWMEF-
0000047030 (“We believe the leve! of delinquencies, if left unchecked, could erode the credit quality of the
portfolio. Our concems are increased when the risk profile of the portfolio is considered, including concentrations
in Option ARMS to higher-risk borrowers, in low and limited documentation loans, and loans with subprime or
higher-risk characleristics. We are concerned further that the current market environment is masking potentially
higher credit risk.”).

? OTS Examination Findings Memo, “Broker Credit Administration,” June 7, 2007, Hedger_Ann-00027930_001.
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nontraditional mortgage products (“NTM guidance”). During the drafting process, OTS argued
for less stringent lending standards than other regulators were advocating, using data supplied by
Washington Mutual in order to protect the bank’s loan volume. Once the guidance was issued in
October 2006, while other bank regulators told their institutions that they were expected fo come
into immediate compliance, OTS took the position that compliance was something institutions
“should” do, not something they “must” do, and allowed its thrifts over a year to comply.

For example, the NTM guidance required banks to evaluate a borrower’s ability to repay
a mortgage using a fully-indexed interest rate and fully-amortized payment amount. Washington
Mutual, after learning that compliance with that requirement would lead to a 33% drop in loan
volume due to borrowers who would no longer qualify for the loans, determined to “hold[] off on
implementation until required to act for public relations ... or regulatory reasons.”* OTS
allowed Washington Mutual to continue qualifying borrowers using lower loan payment
‘amounts for another year, resulting in the bank’s originating many Option ARM loans that would
later suffer significant losses.

OTS justified its regulatory stance in part by pointing to Washington Mutual’s profits and
low level of mortgage delinquencies during the height of the mortgage boom, reasoning that the
lack of losses made it difficult to require the bank to reduce the risks threatening the bank’s
safety and soundness. The OTS Examiner in Charge put it this way in a 2005 email: “It has
been hard for us to justify doing much more than constantly nagging (okay, *chastising’) through
ROE and meetings, since they have not been really adversely impacted in terms of losses.”
Another examiner concerned about the bank expressed her frustration this way: “I’'m not up for
the fight or the blood pressure problems. . . . It doesn’t matter that we are right . . . They
[Washington Mutual] aren’t interested in our ‘opinions’ of the program. They want black and
white, violations or not.”®

FDIC evaluations of Washington Mutual were consistently more negative than those of
the OTS, with LIDI ratings that showed a higher degree of bank risk than OTS CAMELS ratings
indicated, creating friction between the two agencies. In 2006, OTS began to exclude FDIC staff
from active bank oversight by limiting the number of staff allowed on site, temporarily
disrupting ¥DIC access to office space and bank information, and refusing to allow FDIC to
review loan files, even for higher risk loans that could affect the FDIC’s assessment of insurance
fees on Washington Mutual or pose a threat to the deposit insurance fund. In February 2007,
OTS refused to allow the FDIC to review loan files to evaluate Washington Mutual’s compliance
with the NTM guidance. In April 2007, when FDIC officials raised the issuc with the OTS West
Region Director, he disclosed for the first time to the FDIC that OTS was allowing the bank
additional time to comply with the guidance before conducting file reviews.

* Email from Ron Cathcart to David Schneider, dated March 19, 2007, JPM_WM02571598.

* EIC Lawrence Carter emai to West Region Deputy Direetor Darrel Dochow, Sept. 15, 2005, OTSWMS05-002
0000535.

® Email from Mary Suzanne Clark to EIC Ben Franklin, dated June 3, 2007, OTSWMS07-013 0002576,
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When asked why the FDIC did not use its independent enforcement authority at
Washington Mutual, one senior FDIC official told the Subcommittee that the agency had never
used that authority because its fellow banking agencies would view an independent enforcement
action as “an act of war” — an invasion of their regulatory turf that would irreparably harm the
FDIC’s working relationships with those agencies. Rather than take independent enforcement
action, the FDIC had restricted itself to urging action by the primary bank regulator.

In July 2007, U.S. financial markets took a turn for the worse. Credit rating agencies
suddenly downgraded hundreds of subprime mortgage backed securities, including over 40 Long
Beach securities, and the subprime market collapsed. Washington Mutual was suddenly stuck
with billions of dollars in unmarketable subprime loans and securities, and reported a $1 billion
loss in the fourth quarter of 2007. In late February 2008, OTS downgraded Washington Mutual
for the first time, changing its CAMELS rating from a 2 to a 3, signifying a troubled bank, At
that point, consistent with its own practice, OTS should have concomitantly issued an
enforcement action, but did not do so. Washington Mutual lost another $1 billion in the first
quarter of 2008, and $3.2 billion in the second quarter. Its stock price plummeted, and depositors
began withdrawing substantial sums.

In March 2008, at the urging of the FDIC, Washington Mutual invited potential buyers of
the bank to review its information. Several institutions responded, and JPMorgan Chase made an
offer which Washington Mutual turned down. The bank raised additional capital of $7 billion
instead to reassure the market. In July 2008, IndyMac, another thrift with high risk loans, failed
and was taken over by the FDIC. In response, Washington Mutual depositors began to withdraw
more funds from the bank, eventually removing over $9 billion.

During this liquidity run on the bank, the FDIC formally challenged the OTS CAMELS
rating, advocating a downgrade to a 4, indicating significant concern about the bank’s long-term
viability. The two agencies argued amongst themselves over the rating for weeks during the
summer of 2008, as the bank’s condition continued to deteriorate. Finally, in September 2008,
as the FDIC’s judgment of Washington Mutual’s risk profile became more severe, the FDIC
independently downgraded the bank to a 4. In response, mere days before the bank’s failure,
OTS agreed to the 4 rating. In addition, on September 7, 2008, OTS took its first formal
enforcement action, requiring the bank to enter into a Memorandum of Understanding. Even
then, the MOU did not require the bank ta sirengthen its lending or risk management practices,
instead directing it to hire a consultant to revise its business plan. FDIC contributed the stronpest
measure, requiring development of a plan to increase the bank’s capital. Apart from the
capitalization plan, OTS” Chief Operating Officer described the MOU as a “benign supervisory
document.”

After Washington Mutual failed, the OTS Examiner in Charge at the bank expressed his
frustration with the role played by the bank regulators, writing to an OTS colleague: “You
know, I think that once we (pretty much all the regulators) acquiesced that stated income lending
was a reasonable thing, and then compounded that with the sheer insanity of stated income,
subprime, 100% CLTV [Combined Loan-to-Value], lending, we were on the figurative bridge to
nowhere. Even those of us that were early opponents let ourselves be swayed somewhat by
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those that accused us of being ‘chicken little’ because the losses were slow in coming, and let["]s
not forget the mantra that “‘our shops have to make these loans in order to be competitive’. I will
never be talked out of something I know to be fundamentally wrong ever again!!”’

OTS’ failure to act aliowed Washington Mutual to engage in unsafe and unsound
practices that cost borrowers their homes, led to a loss of confidence in the bank, and sent
hundreds of billions of dollars of toxic mortgages into the financial system with its resulting
impaci on financial markets at large.

Findings. Federal bank regulators are supposed to ensure the safety and soundness of
individual U.S, financial institutions and, by extension, the U.S. banking system. Washington
Mutual was just one of many financial institutions that federal banking reguiators allowed to
engage in such high risk home loan lending practices that they resulted in bank failure and
damage to financial markets. The ineffective role of bank regulators was a major contributor to
the 2008 financial crisis that continues to afflict the U.S. and world economy today.

Based upon the Subcommittee’s ongoing investigation, we make the following findings
of fact regarding the role of federal regulators in the Washington Mutual case history.,

(1) Largest U.S, Bank Failure. From 2003 to 2008, OTS repeatedly identified significant
problems with Washington Mutual’s lending practices, risk management, and asset
quality, but failed to force adequate corrective action, resulting in the largest bank failure
in U.S. history.

(2) Shoddy Lending and Securitization Practices. OTS allowed Washington Mutual and
its affiliate Long Beach Mortgage Company to engage year after year in shoddy lending
and securitization practices, failing to take enforcement action to stop its origination and
sale of loans with fraudulent borrower information, appraisal problems, errors, and
notoriously high rates of delinquency and loss.

(3) Unsafe Option ARM Loans. OTS allowed Washington Mutual to originate hundreds of
billions of dollars in high risk Option Adjustable Rate Mortgages, knowing that the bank
used unsafe and unsound teaser rates, qualified borrowers using unrealistically low loan
payments, permitted borrowers to make minimum payments resulting in negatively
amortizing loans (i.e., loans with increasing principal), relied on rising house prices and
refinancing to avoid payment shock and loan defaults, and had no realistic data to
calculate foan losses in markets with flat or declining house prices.

(4) Short Term Profits Over Long Term Fundamentals. OTS abdicated its responsibility
to ensure the long-term safety and soundness of Washington Mutual by concluding that

7 OTS EIC Benjamin Franklin email to OTS Examiner Thomas Constantine, Oct. 7, 2008, Franklin_Benjamin-

. 00034415,
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short-term profits obtained by the bank preciuded enforcement action to stop the bank’s
use of shoddy lending and securitization practices and unsafe and unsound loans.

(5) Impeding FDIC Oversight. OTS impeded FDIC oversight of Washington Mutual by
blocking its access to bank data, refusing to allow it to participate in bank examinations,
rejecting requests to review bank loan files, and resisting FDIC recommendations for
stronger enforcement action.

(6) FDIC Shortfalls. FDIC, the backup regulator of Washington Mutual, was unable to
conduct the analysis it wanted to evaluate the risk posed by the bank to the Deposit
Insurance Fund, did not prevail against unreasonable actions taken by OTS to limit its
examination authority, and did not initiate its own enforcement action against the bank in
light of ongoing opposition by the primary federal bank regulators to FDIC enforcement
authority.

(7) Recommendations Over Enforceable Requirements. Federal bank regulators
undermined efforts to end unsafe and unsound mortgage practices at U.S. banks by
issuing guidance instead of enforceable regulations limiting those practices, failing to
prohibit many high risk mortgage practices, and failing to set clear deadlines for bank
compliance.

(8) Failure to Recognize Systemic Risk. OTS and FDIC allowed Washington Mutual and
Long Beach to reduce their own risk by selling hundreds of billions of dollars of high risk
mortgage backed securities that poliited the financial system with poorly performing
loans, undermined inveslor confidence in the secondary mortgage market, and
coniributed to massive credit rating downgrades, investor losses, disrupted markets, and
the U.S. financial crisis.

(9) Ineffective and Demoralized Regulatory Culfure. The Washington Mutual case
history exposes the regulatory culture at OTS in which bank examiners are frustrated and
demoralized by their inability to stop unsafe and unsound practices, in which their
supervisors are reluctant to use formal enforcement actions even after years of serious
bank deficiencies, and in which regulators treat the banks they oversee as constifuents
rather than arms-length regulated entities.
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Good moming, Mr. Chairman, and Members of the Subcommittee,
my name is John Reich. I retired in February 2009 after a 49 year career that
included 25 years as a community bankers in Illinois and Florida — 12 years
as CEO; followed by nearly 12 years in the U.S. Senate as a staff member
with former Senator Connie Mack ~ the last three years as his chief of staff;
and eight (8) years from January 15, 2001 to February 27, 2009 as a member
of the Board of Directors of the FDIC that included five (5) years as an
inside director serving as Vice Chairman. In 2005, the White House asked if
I would move to the Office of Thrift Supervision to serve as its Director, and
on August 5, 2003, I took the Oath as OTS Director and served in that
capacity for three and one-half years until I retired on February 27, 2009.

When asked by the White House to move to OTS, 1 agreed to do so -
with some lcvcl. of concern. The banking industry was at the peak of a six
year boom, recording successively increasing earnings records, and a decline
seemed likely. In addition, OTS staffing numbers had experienced a decline
in recent years, with no new hiring at any level, and a diminishing priority
had been given to the compliance function, partially evidenced by the
elimination of senior level Compliance and Consumer Protection

management positions in Washington, DC.



At the beginning of my tenure as OTS Director, the agency had 899
employees, 4 Regional Offices, and no centralized Compliance and
Consumer Protection function in the Washington, DC headquarters office. 1
spent a good portion of my first year becoming familiar with staff and
structure throughout the agency, initiating a number of changes. I learned
very early that OTS had operated its Regions with a high degree of
decentralization and autonomy. This presented challenges with achieving
consistency in carrying out our responsibilities, and we sought during the
duration of my tenure to change the culture to more standardized procedures
with greater direction and leadership from the headquarters office.

Much of this effort was facilitated by regular meetings of senior
regional staff with senior Washington, DC management, usually, but not
always, including me. These Regional Management Group (RMG) meetings
occurred approximately 6 times a year, rotéting among Regional offices
around the country and the Washington, DC office. The meetings generally
lasted two to two and one-half days, and the Agenda almost always included
briefings from each Region on the current status of high risk cases. Thus,
Washington Mutual Bank (WaMu) was formally discussed several times a

year by OTS management, and in fact, during the last year of its existence,



was discussed informally on virtually a daily basis by Washington, DC
management.
The Failure of Washington Mutual Bank

There are three points I would like to make concerning the failure of
WaMu on September 25, 2008:

1. Though Asset Quality was a growing and continuing concern at
WaMu, this was a liquidity failure, not a capital failure, brought on
because of'a $16.4 billion run on deposits, during the 10-day period
preceding September 25, with zero cost to the Deposit Insurance
Fund or to taxpayers.

2. A majority of WaMu’s mortgages were in California and Florida —
two of the states hit with the most severe price declines.

3. WaMu suffered with a lack of diversity in its asset portfolio because
of restrictions imposed by the HOL A statute under which savings
institutions operate. Though they attempted asset diversity, all of the
categories were in real estate related loans.

The liquidity failure at WaMu was induced by the decline in public
confidence in large financial institutions, brought on by a series of prior

significant events in 2008:

the March failure of Bear Stearns;

the July failure of IndyMac,

¢. the early September government takeover of Fannie Mae and
Freddie Mac;

d. the mid-September collapse of Lehman and bailout of AIG;

e. the September 21* weekend approval by the Fed for Goldman
Sachs and Morgan Stanley to become bank holding companies.

f. On September 25th, WaMu was closed by OTS with zero cost

to the Deposit Insurance Fund or to taxpayers.

g

These events were followed by:



a. The September 29" acquisition of Wachovia announced by Citi

b. The October 3™ acquisition of Wachovia announced by Wells
Fargo

c. The October 3™ announcement by the FDIC of an increase in
deposit insurance to $250,000 per depositor — an event which
might have prevented the closure of WaMu if it had occurred a
couple of weeks earlier.

d. The November 24" announcement of a government bailout of
Citigroup (not the first, by the way)

Had WaMu’s liquidity crises occurred 2 weeks later, there would have
been no failure, as the FDIC’s October 3™ announcement of an increase in
deposit insurance to $250,000 per depositor would likely have mitigated the
run on deposits which took place. Whether there would have been a later
capital failure is pure conjecture. Furthemore, though I do not personally
support the “Too Big to Fail” public policy which presently exists, the
informal definition of which in reality was acknowledged and expanded
when regulators publicly mandated a capital stress test of the 19 largest
institutions in the country in 2009 with over $100 Million in Total Assets —
WaMu again would have been prevented from failure. Under an

inconsistent and moving public policy, WaMu was in fact a systemically

important institution and should have been treated as such. It is noteworthy

that Secretary Hank Paulson in his recent book, On The Brink, states (on

page 293) that... “I sce that, in the middle of a panic, this was a mistake.



WaMu, the sixth-biggest bank in the country, was systemically important.”
I agree with Secretary Paulson’s revised view.
WaMu and OTS and Staffing

During my tenure at OTS, I believe WaMu at its peak size represented
approximately 23% of the Total Assets in institutions supervised by OTS,
and its assessment revenue represented approximately 12 to 13% of OTS’s
Total Assessment Revenue.

As Director of the agency, I never ever felt beholden to ‘preserve’
WalMu or any other chartered entity under our supervision for the purpose of
preserving OTS’s revenue stream or its standing as a separate regulatory
agency.

I’m fully aware there is a belief - long held by some - thata
supervising agency dependent on those it supervises for significant
components of its revenue stream, may tend to supervise or administer with
a lighter touch in order to preserve the future of the supervising agency. I
understand why that belief is held — for in Material Loss Reviews and case
studies throughout all of the Federal Banking Agencies over the years,
including OTS, OCC, FDIC, and the Fed, there are examples cited indicating
that examination information was known and recommendations made by

examiners calling attention to serious weaknesses which if not corrected



could jeopardize an institution’s safety and soundness. In a number of
instances in recent years, including WaMu, these prophecies came true,
though in WaMu'’s case, I strongly maintain the immediate canse of OTS’s
decision to close the institution and appoint the FDIC as receiver was not a
depletion of capital, but a depletion of liquidity.

Some opinions to the contrary, I firmly believe that size of an
institution and its proportion of an agency’s revenue stream are irrelevant
factors. It is also an insult to the integrity of nearly 5,000 bank examiners
and professional regulators around the country to suggest their priorities and
motivations would be anything other than to provide for the safety and
soundness of our nation’s financial institutions. Anyone aware of the psyche
of the typical career bank examiner or career regulator would understand this
view. These are dedicated public servants commitied to their mission, and
are often described by bankers as overly-zealous.

OTS, though a small agency, had sufficient resources dedicated to the
examination of WaMu, including resident examiners and assigned
specialists. In 2005, at the time I became Director of OTS, the agency was
performing full-scope annual ‘point-in-time’ examinations. In 2007, OTS

moved to a ‘continuous’ examination process, issuing ‘findings memoranda”



to bank management during the year, and including these as necessary in a
final Report of Examination.

With regard to Agenocy staffing, we restored a hiring and internal
professional development program, and over the period 2005 to 2009, with
approximately 45 to 50 retirements per year, OTS recruited well over 200
new employees, and total staffing stood at approximately 1,030 employees
at the time of my retirement, with an approved staffing level of 1,060. In
addition, we almost immediately restored and staffed a centralized
Compliance and Consumer Protection management function in Washington,
DC, coordinating compliance and consumer protection through Regional
Compliance and Consumer Protection managers and gave increased
emphasis on compliance and consumer protection examinations. Many new
hires were directed into the compliance examiner training program.

OTS Supervision of WaMu

I believe the record (Reports of Examination) and any external
Inspector General reviews of OTS’s work will show that OTS examiners
were diligent and rigorous in the conduct of their work and in identifying
matters requiring attention. Many issues and weaknesses were brought to
bank management’s attention during the examination process, not waiting

for the production of a Report, but communicated through periodic



mem.orandums which contained findings classified as Criticisms,
Recommendations, or Observations.

Asset Quality was an underlying concern at WaMu monitored
continuously by OTS examiners and highlighted in Reports of Examination.
As worldwide liquidity markets crashed in August, 2007, considerable losses
developed in WaMu’s loan portfolio because of stated income, low doc and
no doc loans. For some time I had been concerned about these types of
loans. As a former banker, these concepts were anathema to me, having
grown up in an era when loans were made, regardless of type, based upon
the 5 C’s of Credit: Character, Collateral, Capacity, Capital, and Conditions.
My greatest regret as a regulator is that 1 did not act to eliminate these types
of loans. I was influenced by the argument that these types of loans had
been successfully underwrilten and administered by institutions on the West
Coast of the United States for more than 20 years with minimal loss
experience. As simplistic as it may seem, regardless of size of institution, if
the 5 C’s of credit administration had been followed in the past, and if they
are utilized as fundamental components of lending policies in the future, any
meltdown such as we have recently experienced will be far less traumatic.

Long Beach Mortgage Company (LBMC) was a source of concemn

from the bottom to the top of OTS management because of its subprime



mortgage practices. My recollection is that OTS insisted that certain
underwriting improvements take place before WaMu was permitted to
integrate LBMC into the bank. In the second half of 2007, WaMu ceased
making subprime loans, though -~ in my recollection - not before this
component of their portfolio represented a little over 10% of their entire

portfolio.

Relationship with FDIC

As previously mentioned, I spent five of my eight years as a regulator
as an inside Director within the FDIC, serving as Vice Chairman for several
years, and as Acting Chairman for several weeks during 2001 prior to
Donald Powell taking the Oath as Chairman. During this period, the failure
of Superior Bank FSB, Hinsdale, Illinois occurred. The institution was
supervised by OTS, and it became necessary for me to make the then-OTS
Director aware that OTS’s Regional Office in Chicago had declined FDIC’s
request to participate in a joint examination. My call resulted in the reversal
of OTS’s decision, but it was too late to preserve the institution. I cite this
experience to indicate that | am well aware of the FDIC’s need for timely
examination visits and information, and am generally predisposed to agree to

such requests.
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Part of the tension is attributable to the composition of the FDIC
Board — currently five members, with three inside Director positions and two
outside Director positions — the Comptroller of the Currency and the
Director of the OTS. I believe a diverse board is an asset. There are
occasional differences of opinion on policy issues which come before the
FDIC Board resulting in a 3-2 split. The inside directors may think the
outside directors are viewing issues from their own independent agency’s
parochial point of view and not from the standpeint of what is in the best
interests of the FDIC and its Deposit Insurance Fund. Conversely, the
outside directors may believe the inside directors view issues from an overly
narrow perspective and do not always appreciate the potential for unintended
consequences and negative impacts on institutions the FDIC does not
supervise and about which they may not have an informed perspective.

Some Members of Congress seem to believe that disagreement among
regulators is unseemly and an indication the process is broken and needs to
be changed. I could not disagree more with that view. Like the U.S.
Congress, ditferences of opinion are desirable, productive, and usually result
in the best policy being adopted.

In the exercise of its backup supervisory authority, the FDIC has the

unfettered right to examine any 3, 4,or 5 rated institution. For institutions
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rated 2 or higher, the FDIC must have the consent of the primary federal

regulator in order to perform or participate in an examination of an

institution that it does not directly supervise. These backup policies and

practices exist for basically four reasons in my opinion:

1.

The statutory authority of the primary supervisory gives that
supervisor the responsibility for the oversight of the institution.

. The presence of another supervisory authority creates room for

confusion among the staff of the financial institution over what
agency really is in charge.

Past experience has highlighted situations that occur among
financial institutions over the additional regulatory burden
presented when an additional agency’s staff is on site making
requests, sometimes duplicative.

Finally, the presence of FDIC staff in an institution for which it is
not the primary federal regulator heightens concern and alarm
within an institution and a community if it becomes known that the
FDIC is on site.

Conclusion

WaMu failed because of an acute run on deposits totaling $16.4

Billion during the 10 days preceding September 25, 2008, resulting in

backup liquidity lines at the Federal Home Loan Bank of Seattle, the Federal

Home Loan Bank of San Francisco, and the Federal Reserve Bank of San

Francisco being reduced or pulled. Its financial condition was exacerbated

over the years by the fact it operated under an obsolete HOLA statute which

essentially mandates two-thirds of a savings institution’s assets be invested

12



in real estate related loans. Hence by definition, a savings institution’s
porifolio is a concentration of assets in what has now proven to be a
vulnerable component of our economy — the housing market.

In my opinion, the current thrift charter is obsolete. Savings
institutions need the flexibility for greater asset diversity, and Congress
needs to provide for that capability in any reform legislation. In addition,
the competitive landscape needs to be leveled from a regulatory point of
view. We cannot continue to have an environment where highly regulated
institutions compete against lesser or unregulated entities for the same or

similar financial products.
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Panel Tries to Unravel WaMu's Failure

Senators to Begin Hearings as Regulators Remain Rehuctant to Detail Their Handling of Collapse
By DAN FITZPATRICK and JOHN D. MCKINNON

More than 18 months after the largest bank failurc in U.S. history, federal regnlators have disclosed few details
about their handling of Washington Mutual Inc.'s collapse, including the decision to let J.P. Morgan Chase & Co.
buy the doomed financial institution ata bargain price.

Washiogton Mutual has largely faded from the beadlines ag the U.S, banking industry gets back on its feet,
helped by massive infusiens of taxpayer-funded capital and intervention in the financial markets. But the
decision-mglking process by regulators as the thrift teetered remains a mystery, showing the continued
reluctance of government officials to release details about some of the biggest crashes of the financial crisis,

"Glad we are all working toward the same end," Federal Deposit Insurance Corp. Chairman Sheila Bair told
other regulators in an email sent five days before the Scattle thrift was seized by regulators in September 2008,
The email's subject line is "Status report re WaMu," but the FDIC refused to disclose the rest of the document,
blacking out the contents in a copy obtained by The Wal} Street Journal under the Freedom of Information Act.

At a Senate subcommittee hearing Tuesday, former Washington Mutual Chief Executive Kerry Killinger s
expected to denounce the failure as "unnecessary” and "unfair,” parily because the thrift was shut out of

. "hundreds” of meetings and phone calls with financial-industry executives that determined the "winners and
losexs” in the criss, according to a person familiar with his prepared remarks.

Officials at J.P. Morgan declined to comment. In a statement, Sen. Carl Levin {(D., Mich.), chairman of the
Senate Permanent Subcommittee on Investigatlons, said the testimony about Washington Mutual was needed 10
“construct a public record of the facts in order to deepen public understanding of what happened.”

The Senate panel is maling Washington Mutual g case study of the problems that paralyzed U.S. financial
markets. Sen, Levin said investigators gathered evidence that suggests company officials continued securitizing
large volumes of risky and fraudalent loans despite repeated warning signs. Mr. Killinger and former
Washington Mutual President Stephen Rotella are expected to reject the charge they ramped up risky lending as
the crisis worsened and testify the company reduced its volume of high-risk lending between 2005 and 2007.

A second hearing by the subcommittee Rriday will focus on the regulatory response to Washington Mutual's
problems. Mz, Bair is scheduled to testify.

Federal officials have been under pressure from lawmakers to make public more detailed information about the
government's handling of the erisis. In late March, the Federal Reserve Bank of New York disclosed dozens of
troubled mortgage asscts it got as part of the 2008 rescues of Bear Stearns Cos, and American International
Group Inc.
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The FDIC's view is thet the sefzure and sale came at “zero cost” to the taxpayer, sald a person close to the FDIC,
and all deposits were protected. "Action had to be taken” due to WaMu's worsening financial situation, this
person added, and further delay may have exposed the FDIC 1o potential losses,

The FDIC's view is that the seizure and sale came at “zero cost” to the taxpayer, said a person close to the FDIC,
and all deposits were protected. "Action had to be taken” due to WaMu's worsening financial situation, this
person added, and further delay may have exposed the FDIC to potential losses,

The Wall Street Journal requested emails ahout Washington Mutual sent by Ms, Bair and other federal officiala
shortly before the failure. The FDIC released more than 100 pages of documants, many of them with entire pages
blacked out. The agency cited legal exemptions, including one that allows the withholding of information related
to the FDIC's examination of financial fnstitutions.

J.P. Morgan, now the second-largest U.S, bank in assets, unsuccessfully tried to buy Washington Mutual in early
2008. As the thrift's problems deepened, then-Treasury Seeretary Henry Paulson told Mr. Killinger in a July
phone call that "you shoutd have sold the company to J.P. Morgan when you had the chance,” aceording to four
peaople fam{liar with the conversation. Mr. Paulson doesn't recall the specifica of what was said in that
conversation, sald a spokeswoman, but "he advised Killinger as he advised other firms on the verge of failure to
look for a buyer.”

At the New York bank, executives continued discussing takeover scenarios, according to emails filed as part of
the bankruptcy case for the failed thrift’s parent company. One possibility was to buy the thrift from a "receiver,”
areference ta the FDIC, according to a July 2008 presentation circulated within J,P, Morgan,

Less than two weeks before the failure, Ms. Bair told Washington Mutual executives thet she would stand azside
while they sought & buyer. She said the company had te be sold by the end of September or it would be put on the
FDIC's list of "problem” institutions, according to people familiar with the situation. J.P. Morgan lost interest in
buying the thrift unless it fafled, acknowledging io a slide presentation circulated internally on Sept. 19 that hank
officials had heen "eontacted by PDIC about interest in" Washington Mutual,

"Approach is to work directly with FDIC," read the presentation, submitted to a U.S. Bankruptey Court.

Five days before the failure, Washington Mutual executives expected a $10 billion offer from Banco Santander to
buy an 80% stake, according to people familiar with the situation. But the Spanish bank’s board decided against
the idea. The FDIC leunched an auction for the thrift, which J.P, Morgan won with a $1.88 billion bid.

Details of a Citigroup Ime. bid were redocted in a document obtained from the FDIC,

Wridte to Dan PRitepatrick at dan. fitzpattick@waj.com and John D, MeKinnon at john.mekinnon@wsj.com

i Copyright 2009 Dow Jonas & Company, he. A1 Rights Reserved
THs copy |6 for your peraonal, aan-commoicial use only, Distribullon and s of tla melersl are govemed by our Subscriber Agreement and by
copyright taw. For non-personal use or fo order multpla mplle:, Fl)cnsu: coniact Dow Jones Reprints at 4-800-843-0008 orvisit
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This report presents the results of our review of the failure of
Washington Mutual Bank (WalMu), Seattle, Washington; the Office of
Thrift Supervision's (OTS8) supervision of the institution; and the
Federal Deposit Insurance Corporation’s (FDBIC) monitoring of WaMu
for insurance assessment purposes. OTS was the primary federal
regulator for WalMu and was statutorily responsible for conducting fuli-
scope examinations o assess WaMu's safety and soundness and
compliance with consumer protection laws and regulations. FDIC was
the deposit insurer for VWaMu and was responsible for monitoring and
assessing WaMu's risk to the Deposit Insurance Fund (DIF). On
September 25, 2008, FDIC facilitated the sale of WaMu to JPMorgan
Chase & Co in a closed bank transaction that resulted in no loss to
the DIF.

Section 38(k) of the Federal Deposit Insurance Act requires the
cognizant Inspector General to conduct a material loss review (MLR)
of the causes of the failure and primary federal regulatory supervision
when the failure causes a loss of $25 million to the DIF or 2 percent of
an institution's total assets at the time the FDIC was appointed
receiver. Because the FDIC facilitated a sale of WaMu to JPMorgan
Chase & Co without incurring a material loss to the DIF, an MLR is not
statutorily required. However, given WaMu's size, the circumstances
leading up to WaMu's sale, and non-DIF losses, such as the loss of
shareholder value, the Inspectors General of the Department of the
Treasury and FDIC believed that an evaluation of OTS and FDIC
actions could pravide important information and observations as the
Administration and the Congress consider regulatory reform.
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Our objectives were to (1) identify the causes of WaMu's failure; (2)
evaluate OTS's supervision of WalMu, including implementation of the
Prompt Corrective Action (PCA) provisions of Section 38(k), if
required; (3) evaluate FDIC’s monitoring of WalMu in its role as
deposit insurer, including the manner and extent to which FDIC and
OTS coordinated oversight of the institution; and (4) assess FDIC's
resolution process for WaMu to determine whether that process
complied with applicable laws, regulations, policies, and procedures.
This report covers objectives 1, 2, and 3 above. We intend to report
on objective 4, the assessment of the resolution process, at a later
date.

We are presenting our findings in three sections. Section | describes
the causes of WalMu's failure, Section |} details the supervision of
WalMu by OTS, and Section Ill describes FDIC's monitoring of risk at
WaMu and FDIC’s assessments for WaMu's deposit insurance
premiums.

We conducted our fieldwork from March 2009 through November
2009 at OTS headguarters in Washington, DC, and regional office in
Daly City, Califomia, and FDIC headquarters in Washington, DC,
regional office in San Francisco, California, and a field office in
Seattle, Washington. We reviewed supervisory files and interviewed
key officials involved in regulatory, supervisory, enforcement, and
deposit insurance matters. We performed our evaluation in
accordance with the Quality Standards for Inspections. Appendix 1
confains a more detailed description of our review objectives, scope,
and methodology.

We have also included several other appendices to this report.
Appendix 2 contains background information on WaMu. Appendix 3
describes OTS's thrift supervision processes and FDIC's monitoring
and insurance assessment processes. Appendix 4 is a glossary of
terms used in this report. Appendix 5 shows OTS's examinations of
WaMu and enforcement actions taken from 2003 through 2008.

Results in Brief

Causes of WaMu’s Failure. WaMu failed primarily because of
management’s pursuit of a high-risk lending strategy that included
liberal underwriting standards and inadequate risk controls, WaMu's
high-risk strategy, combined with the housing and mortgage market
collapse in mid-2007, left WaMu with loan losses, borrowing capacity
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limitations, and a falling stock price. In September 2008, depositors
withdrew significant funds after high-profite failures of other financial
institutions and rumors of WaMu's problems. WaMu was unable to
raise capital to keep pace with depositor withdrawals, prompting OTS
to close the institution on September 25, 2008.

OTS Supervision. As the primary federal regulator, OTS was
responsible for conducting full-scope examinafions to assess WaMu'’s
safety and soundness and compliance with consumer protection laws.
OTS’s examinations of WaMu identified concems with WaMu's high-
risk lending strategy, including repeat findings concerning WaMu's
single family loan underwriting, management weaknesses, and
inadequate internal controls. However, OTS's supervision did not
adequately ensure that WaMu corrected those problems early enough
fo prevent a failure of the institution. Furthermore, OTS largely relied
on a WaMu system to track the thrift's progress in implementing
corrective actions on hundreds of OTS examination findings. We
concluded that had OTS implemented its own independent system for
tracking findings memoranda and WaMu's corrective actions, OTS
could have better assessed WaMu management's efforts to take
appropriate and timely action.

OTS repeatedly recommended corrective actions through matters
requiring board attention (MRBA) and findings memoranda. In March
2008, OTS took informal enforcement action against WaMu by
requiring its Board of Direcfors to pass a Resolution to ensure that
weaknesses and concerns with eamnings, asset quality, liquidity, and
compliance that led to a composite downgrade to a 3 were promptly
addressed. However, the Resolution that was passed addressed only
near-term liquidity concerns. in September 2008, OTS took another
informal enforcement action when it issued a memorandum of
understanding (MOU) requiring that WaMu correct all items identified
in its MRBAs and findings memoranda by specified due dates. By
then, however, it was too late to prevent the thrift from failing.

We concluded that OTS should have lowered WaMu’'s composite
CAMELS rating sooner and taken stronger enforcement action sooner
to force WaMu's management to correct the problems identified by
OTS. Specifically, given WaMu management’s persistent lack of
progress in correcting OTS-identified weaknesses, we believe OTS
should have followed its own policies and taken formal enforcement
action rather than informal action.
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The Treasury Office of Inspector General has made a number of
recommendations to OTS as a resuit of completed material loss
reviews of failed thrifts during the current economic crisis. These
recommendations pertain to taking more timely formal enforcement
action when circumstances warrant, ensuring that high CAMELS
ratings are properly supported, reminding examiners of the risks
associated with rapid growth and high-risk concentrations, ensuring
thrifts have sound internal risk management systems, ensuring repeat
conditions are reviewed and corrected, and requiring thrifts {o hold
adequate capital. OTS has taken or plans to take action in response
to these recommendations. Additionally, OTS established a large
bank unit to oversee regional supervision of institutions over $10
billion. We are making one new recommendation. Specifically, OTS
should use its own internal report of examination system to formally
track the status of examiner recommendations and related thrift
corrective actions. OTS concurred with our recommendation and has
completed action to address it.

FDIC Monitoring and Insurance Assessment. FDIC was the deposit
insurer for WaMu and was responsible for monitoring and assessing
WaMu’s rigk to the DIF. As insurer, FDIC has authority to perform its
own examination of WaMu and impose enforcement actions to protect
the DIF, provided statutory and regulatory procedures are followed.
FDIC conducted its required monitoring of WaMu from 2003 to 2008.
As a result of this monitoring, FDIC identified risks with WaMu's
lending strategy and internal controls. The risks noted in FDIC
monitoring reports were not, however, reflected in WaMu’s deposit
insurance premium payments. This discrepancy occured because the
deposit insurance regulations rely on OTS examination safety and
soundness ratings and regulatory capital levels to gauge risk and
assess related deposit insurance premiums. Since OTS examination
results were satisfactory, increases in deposit insurance premiums
were not triggered. Further, because of statutory limitations and
Congressionally-mandated credits, WaMu paid $51 million of $215.6
million in deposit insurance assessments during the period 2003 to
2008. FDIC challenged OTS’s safety and soundness ratings of WahMu
in 2008. However, OTS was reluctant to lower its rating of WaMu from
a 3 to a 4 in line with the FDIC’s view. OTS and FDIC resolved the
2008 safety and soundness ratings disagreement 7 days prior to
WaMu's failure, when OTS lowered its rating to agree with FDIC’s.
However, by that time, the rating downgrade had no impact on
WalMu's insurance premium assessments and payments.
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FDIC has enforcement powers to act when a primary regulator, such
as OTS, does not take action; however, it did not use those powers
for WaMu in 2008 because of the significant procedural steps
necessary to invoke such action. Coordination between FDIC and
OTS was problematic because of the terms of an interagency
agreement governing information sharing and back-up examination
authority, and the inherent tension between the roles of the primary
regulator and the insurer.

According to the terms of the interagency agreement, FDIC needed to
request permission from OTS to allow FDIC examiners to review
information on-site at WaMu in order to befter assess WaMu's risk to
the DIF. Further, under the terms of the interagency agreement, FDIC
had to show that a high level of risk existed for the primary regulator
to grant FDIC access. The logic of the interagency agreement is
circular — FDIC must show a high level of risk to receive access, but
FDIC needs access to information to determine an institution’s risk to
the DIF. OTS resisted providing FDIC examiners greater on-site
access to WaMu information because they-did not believe that FDIC
met the requisite need for that information according to the terms of
the interagency agreement and believed FDIC could rely on the work
performed by OTS. Eventually OTS did grant FDIC greater on-site
access at WaMu but limited FDIC's review of WaMu's residential loan
files.

We concluded that the interagency agreement did not provide FDIC
with the access to information that it needed to assess WaMu's risk to
the DIF. There is clearly a need to balance FDIC information needs
and the regulatory burden imposed on a financial institution, but the
current interagency agreement does not allow FDIC sufficient
flexibility to obtain information necessary to assess risk in order to
protect the DIF. Finally, we also concluded that FDIC deposit
insurance regulations are restrictive in prescribing the information
used to assign an institution’s insurance category and premium rate.

We are recommending that the FDIC Chairman, in consuitation with
the FDIC Board of Directors, revisit the interagency agreement
governing information access and back-up examinations for large
depository institutions to ensure it provides FDIC with sufficient
access to the information necessary to assess an institution’s risk to
the DIF. Although FDIC is taking steps to clarify access to
systemically important institutions, we believe the inferagency
agreement should be modified for all large depository institutions. We
note that risky institutions such as IndyMac Bank, F.S.B. (IndyMac),
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were not considered to be systemically important but nevertheless
caused significant losses to the DIF (the IndyMac failure consumed 24
percent of the DIF balance at the time). Further, we recommend that
the FDIC Chairman, in consultation with the FDIC Board of Directors,
revisit FDIC deposit insurance regulations to ensure those regulations
provide FDIC with the flexibility needed to make its own independent
determination of an institution's risk to the DIF rather than relying too
heavily on the primary regulator’'s assignment of CAMELS ratings and
on the institution’s capital levels. Although FDIC is taking steps to look
at a number of variables that influence an institution’s risk to the DIF,
we believe that the bank failures of this current economic crisis show
that more factors are indicative of an institution’s risk to the DIF than
those currently taken into consideration. FDIC agreed with our
recommendations and proposed actfions fo be completed by
December 31, 2010. FDIC's proposed actions are responsive to our
recommendations. Both FDIC recommendations will remain open
until FDIC OIG determine that the agreed-upon corrective actions
have been implemented.
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STATEMENT OF THE HONORABLE ERIC M. THORSON
INSPECTOR GENERAL
DEPARTMENT OF THE TREASURY
BEFORE THE SENATE HOMELAND SECURITY AND
GOVERNNMENTAL AFFAIRS COMMITTEE
PERMANENT SUBCONMMITTEE ON INVESTIGATIONS
APRIL 16, 2010
9:30 AM

Chairman Levin, Senator Coburn, and Members of the Committiee, thank you for
the opportunity, along with Mr. Jon Rymer, the Inspector General of the Federal
Deposit Insurance Corporation {FDIC), to discuss our joint evaluation of the failure
of Washington Mutual Savings Bank {WaMu) of Seattle, Washington.

Over the past 2 plus years, our country has found itself immersed in a financial
crisis that started when housing prices stopped rising and borrowers could no
longer refinance their way out of financial difficulty. Since then, we have seen
record levels of delinquency, defauits, foreclosures, and declining real estate
values. As a resuit, securities tied to real estate prices have plummeted, and
financial institutions have collapsed. In many cases, these financial institutions
were large and, before the crisis, seemed to be financially sound. But the warning
signs werae there. Since mid-2007, my Office has completed 18 reviews of failed
financial institutions, including the one that we are testifying about this morning.
Based on those reviews, we have found that time and time again, the regulators for
which we have oversight, the Office of Thrift Supervision {OTS)} and the Office of
Comptroller the Currency {OCC), frequently identified the early warning signs (or
“red flags”) that could have at least minimized, if not prevented, the losses
associated with the financial institutions’ failure but did not take sufficient
corrective action soon enough to do so.

My testimony today, and that of my colleague, will focus on the failure of WaMu.
WaMu was a federally-chartered savings association established in 1889 and FDIC-
insured since January 1, 1934. WaMu was wholly owned by Washington Mutual,
Inc., a non-diversified, multiple savings and loan holding company. WaMu grew
rapidly through acquisitions and mergers during the period 1991 ta 2008, acquiring
11 institutions and merging with 2 affiliates with assets totaling nearly $198
billion. At the time of its failure, WaMu was one of the eight largest federally-
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insured financial institutions, operating 2,300 branches in 15 states, with total
assets of $307 billion.

TREASURY OFFICE OF INSPECTOR GENERAL OVERVIEW

My office provides independent audit and investigative oversight of the Department
of the Treasury's programs and operations and that of its bureaus, excluding the
internal Revenue Service and the Troubled Asset Relief Program alse know as
TARP. In addition to overseeing Treasury’s financial institution regulators, OTS and
OCC, we oversee Treasury’s programs and operations to combat money laundering
and terrorist financing, manage federal collections and payments systems, manage
and account for the public debt, maintain government-wide financial accounting
records, manufacture the Nation's currency and coins, collect revenue on alcohol
and tobacco products and regulate those industries, provide domestic assistance
through the Office of the Fiscal Assistant Secretary and the Community
Development Financial Institutions Fund, and international assistance through
multilateral financial institutions. Our current on-board staffing level Is 144 which
breaks down as follows: 100 personnel in the Office of Audit and 20 personnet in
the Office of Investigations. The remaining personnel include my deputy, my legal
counsel, our administrative support staff, and me. Our fiscal year 2010 budget
appropriation is $29.7 million.

INSPECTOR GENERAL REVIEWS OF FEDERALLY-INSURED FAILED FINANCIAL
INSTITUTIONS

The Federal Deposit Insurance Corporation Improvement Act of 1991 (FDICIA)
requires that the Inspector General of the cognizant federai banking agency review
and report to that agency when an institution under its supervision fails and that
failure results in a material loss to the Deposit Insurance Fund. Among other things,
these reviews determine the causes of the institution’s failure and assess the
supervision exercised over the failed institution. Furthermore, a loss to the Deposit
insurance Fund is considered material if it exceeds the greater of $25 million or 2
percent of an institution’s total assets at the time of its failure.

With that in mind, beginning with the failure of NetBank, FSB, in September 2007,
65 Treasury-regulated (OTS and OCC} financial institutions have failed as of

April 1, 2010. Of those, 49 have met the material loss review threshold. Of those,
my office has completed and issued 17 such reviews {8 to OTS and 9 to OCC); we
currently have another 32 failed thrift/bank reviews in progress. The total estimated
loss to the Deposit Insurance Fund attributable to those 49 Treasury-reguiated
failed financial institutions is approximately $34.5 billion. Unfortunately, looking
forward, | believe my office will be busy conducting such reviews for some time 1o
come.
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JOINT TREASURY OIG/FDIC OIG REVIEW OF WAMU

On September 25, 2008, OTS closed WaMu and FDIC facilitated the sale of WaMu
to JPMorgan Chase in a closed bank transaction for $1.89 billion that resuited in
no loss to the Deposit Insurance Fund. It should be noted that since the failure of
WaMu did not result in a loss to the Deposit Insurance Fund, it did not trigger a
material loss review by my office. Nonetheless, given the size of WaMu and the
loss that it would have caused to the Deposit Insurance Fund had a sale not been
facilitated, Inspector General Rymer and | decided that an evaluation of OTS and
FDIC supervision was warranted. Among other things, we thought such a review
would provide important information and observations as the Administration and
Congress consider regulatory reform.

We completed our joint review and issued our results to Acting OTS Director
Bowman and FDIC Chairman Bair on April 9, 2010. That report discussed three
things: {1) the causes of WalMu's failure; {(2) OTS’s supervision of WaMu, and

{3} FDIC’s monitoring of WaMu in its role as deposit insurer, including the manner
and extent to which FDIC and OTS coordinated oversight of the institution. The
balance of my testimony will cover the causes of WaMu’s failure and OTS’s
supervision of it. Inspector General Rymer’s testimony will focus on FDIC's role as
deposit insurer and its coordination with OTS with regard to exercising its back-up
examination authority. | will also briefly share the results of other work conducted
by my office involving a certain senior OTS official that interacted with FDIC in the
federal supervision of WaMu.

CAUSES OF WAMU'S FAILURE

WaMu failed because its management pursued a high-risk business strategy
without adequately underwriting' its loans or controlling its risks. WaMu'’s high-risk
strategy, combined with the housing and mortgage market collapse in mid-2007,
left WaMu with loan losses, borrowing capacity limitations, and a falling stock
price. In September 2008, WaMu was unable to raise capital to counter significant
depositor withdrawals sparked by rumors of WaMu'’s problems and other high-
profile failures at the time. OTS closed WaMu on September 25, 2008,

High Risk Lending Strategy

In 2005, WaMu shifted away from originating traditional fixed-rate and conforming
single family residential loans, towards riskier subprime loans? and option adjustable

' Underwriting is the process by which a lender decides whether a potential borrower is
creditworthy and should receive a loan.

2 WaMu defined borrowers with a score of less than 620 on the FICO scale as subprime. FICO is a
credit score representing the creditworthiness of a person or the likefihood that person will pay his
or her debts, A person’s FICO score falls somewhere between 300 and 850.
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rate mortgages also known as Option ARMs.®> WaMu pursued this new strategy in
anticipation of higher earnings and to compete with Countrywide Financial
Corporation, which, at the time, it viewed as its strongest competitor.

In 20086, WaMu estimated in internal documents that its internal profit margin on
subprime loans was more than 10 times the amount for a government-backed loan
product and more than 7 times the amount for a fixed-rate foan product. WaMu
also estimated its internal profit margin on Option ARMs at more than 8 times the
amount for a government-backed loan product and nearly 6 times the amount for a
fixed-rate loan product. In short, WaMu saw these riskier loan vehicles as a way to
substantially increase its profitability.

Option ARMs represented nearly half of all WaMu loan originations from 2003 to
2007 and totaled approximately $59 billion, or 47 percent, of the home loans on
WaMu's balance sheet at the end of 2007.

WaMu’s underwriting policies and procedures made inherently high-risk products
even riskier. For example, WaMu originated a significant number of loans as “stated
income” loans, sometimes referred to as “low-doc” loans. These loans allowed
borrowers to simply write-in their income on the foan application without providing
supporting documentation. Approximately 90 percent of all of WaMu’s home equity
loans, 73 percent of its Option ARMs, and 50 percent of its subprime loans were
“stated income” loans.

WaMu also originated loans with high loan-to-value ratios.* To that end, WaMu
held a significant percentage of loans where the loan exceeded 80 percent of the
underlying property value. For example, at the end of 2007, 44 percent of WaMu's
subprime loans, 35 percent of WalMu's home equity loans, and 6 percent of
WaMu's Option ARMs were originated for total loan amounts in excess of 80
percent of the property’s value. Moreover, WaMu did not require borrowers to

3 An option ARM Is an adjustable rate mortgage that typically offers a very low teaser rate which
translates Into very low minimum payments for & very short period of time. WaMu’s Option ARMs
provided borrowers with the choice to pay their monthly mortgages in amounts equal to monthly
principal and interest, interest-only, or a minimum monthly payment. The minimum monthly
payment was based on teaser rate. After the introductory rate expired, the minimum monthly
payment feature introduced two significant risks to WaMu's portfolio; negative amortization and
payment shock. Negative amortization occurred when the minimum monthly payments made after
the expiration of the teaser rate was insufficient to pay monthly interest cost. The unpaid interest
was added to the principal loan balance thereby increasing the original loan amount. Payment shock
occurred b years after the [oan was originated, of sooner in some circumstances, because the
minimum monthly payment was recomputed using a market Interest rate, the larger principal
balance, and the remaining term of the loan.

4 Loan to value {LTV) Is one of the key risk factors that lenders assess when qualifying borrowers
for a mortgage. Typlically, low LTV ratios (below 80 percent) camrry with them lower rates for lower-
risk barrowers. Conversely, as the LTV ratio of a loan increases, the qualification guidelines for
certain mortgage programs become much more strict. Lenders can require berrowers of high LTV
loans to buy private mortgage insurance to protect the lender from borrower default.
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purchase private mortgage insurance to protect itself against loss in case of defauit
by the borrowers,

Inadequate Controls to Manage the High-Risk Strategy

In addition to originating retail loans with its own employees, WaMu began
originating and purchasing wholesale loans through a network of brokers and
correspondents.® From 2003 to 2007, wholesale loan channels represented 48 to
70 percent of WaMu's total single family residential loan production.’ WaMu saw
the financial incentive to use wholesale loan channels for production as significant.
According to an April 20086 internal presentation to the WalMu Board, it cost WaMu
about 66 percent less to close a wholesale loan ($1,809 per loan) than it did to
close a retail loan {$5,273}. So while WaMu profitability increased through the use
of third-party originators, it had far less oversight and control over the quality of
the ariginations.

In fact, WaMu did not adequately oversee the third-party brokers who were
originating most of WaMu’'s morigages. Specifically, in 2007, WaMu only had 14
WalViu employees overseeing more than 34,000 third-party brokers — an oversight
ratio of over 2,400 third party brokers to 1 WalMu employee. WaMu used
scorecards to evaluate its third-party brokers, but those scorecards did not measure
the rate of significant underwriting and documentation deficiencies attributable to
individual brokers. Furthermore, in 2007, WalMu itself identified fraud losses
attributable to third-party brokers of $51 million for subprime loans and $27 million
for prime loans. These matters are under further review by law enforcement
agencies.

Risk management was especially important for WalMu because of its high-risk
lending strategy, significant and frequent management changes, corporate
reorganizations, and significant growth as well as its sheer size. WaMu grew
rapidly from a regional to a national mortgage lender through acquisitions and
mergers with affiliate companies. From 1991 to 2006, WaMu acquired 11
institutions and merged with 2 affiliates. WaMu, however, did not fully integrate
and consolidate the information technology systems, risk controls, and policies and
procedures from the companies it acquired into a single enterprise-wide risk
management system. To that end, from 2004 through 2008, OTS repeatedly noted
that WaMu did not have effective controls in place to ensure proper risk
management.

S Brokers concentrate on finding customers in need of financing and process the loan application
and mortgage documents. Correspondents deal with the customer, then close and fund the loan
before selling the loan to an investor.

& WaMu exited wholesale lending channels in 2008 as losses mounted.
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Significant Liquidity Stress in 2008

WaMu experienced liquidity problems beginning in late 2007. In the fourth quarter
of 2007 and first guarter of 2008, WaMu suffered consecutive $1 billion quarterly
losses because of loan charge-offs and reserves for future loan losses. Walu did
briefly improve its liquidity position in April 2008 through a $7 billion investment in
WaMu’s holding company made by a consortium led by the Texas Pacific Group,
$5 billion of which was downstreamed to WaMu. Nevertheless, WaMu went on to
suffer a $3.2 billion loss in the second gquarter of 2008 and saw its share price
decrease by 55 percent.

The high-profile failure of IndyMac Bank in July 2008 coupled with rumors of
WaMu’s problems further stressed WaMu's liquidity. At the same time, the Federal
Home Loan Bank of San Francisco began to limit WaMu's borrowing capacity. As a
result, WaMu began offering deposit rates in excess of its competitors in order to
bring in deposits to improve liquidity. Shortly thereafter, Lehman Brothers collapsed
on September 15, 2008, and over the following 8 days, WalMu incurred net deposit
outflows of $16.7 billion, creating a second liquidity crisis, WaMu’s ability to raise
capital was hindered by its borrowing capacity limits, share price declines, portfolio
losses, and an anti-dilution clause tied to the $7 billion capital investment. On
September 25, 2008, OTS closed WaMu and appointed FDIC as recsgiver.

OTS'S SUPERVISION OF WAMU

WaMu was OTS’s largest regulated institution and represented as much as 15
percent of OTS’s revenue from 2003 through 2008. OTS spent significant
resources examining Walu. For example, in 2003, OTS devoted 17,285
examination hours to WaMu {the equivalent of more than 8 full time employees for
the entire year). Annually increasing the hours, by 2007 OTS devoted over 31,000
examination hours to WaMu (the eguivalent of more than 15 full time employees
for the entire year).

OTS conducted regular risk assessments and exarninations that rated WaMu's
overall performance satisfactory until 2008, Furthermore, it should be noted that
those supervisory efforts did identify the core weaknesses that eventually led to
WaMu’s demise — high-risk products, poor underwriting, and weak risk controls. in
fact, issues with poor underwriting and weak risk controls were noted at least as
far back as 2003, the earliest examination documentation we looked at during our
review, and issues with high-risk loan products were reported soon after WaMu
started to offer them in 2005. OTS, however, relied largely on WaMu management
to track progress in correcting examiner-identified weaknesses and accepted
assurances from WaMu management and its Board of Directors that problems
would be resolved, The problem was, however, that OTS did not ensure that
WaMu corrected those weaknesses. In fact, OTS did not take any safety and
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soundness enforcement action against WaMu until 2008 after the thrift started to
incur significant losses, and the two actions taken were very weak.

Bank regulators, including OTS, use a uniform rating system called CAMELS to
assess financial institution performance. The CAMELS rating is a critical factor in
supporting the need for enforcement actions and in determining the assessment
rate an institution should pay for deposit insurance, Briefly put, CAMELS ratings are
based on a scale from 1 to 5, with 1 being the best rating and 5 being the worst.
Generally, if a financial institution has a composite CAMELS rating of 1 it is
considered to be a high-quality institution, while financial institutions with
composite CAMELS ratings of greater than 3 are considered to be less than
satisfactory.

The following table provides standard definitions of each CAMELS composite rating
level.

CANELS Composite Ratin_g_ Definitions

1 Sound in every respect
2 Fundamentally sound
3 Exhibits some degree of supervisary concern in one or

more of the component areas {i.e., capital adequacy,
asset quality, management, earnings, liquidity,
sensitivity to market risk)

4 Generally exhibits unsafe and unsound practices or
conditions
5 Exhibits extremely unsafe and unsound practices or

conditions; exhibits a critically deficient performance;
often contains inadequate risk management practices
relative to the institution’s size, compiexity, and risk
profile; and is of the greatest supervisory concern

From 2001 to 2007, OTS consistently rated WaMu a CAMELS composite 2,
meaning, by definition, that OTS considered WaMu as fundamentally sound during
these years. Specifically, the CAMELS composite criteria for a 2 rating state that
such institutions have only moderate weaknesses that are within the board’s and
management’s capability and willingness to correct, and have satisfactory risk
management practices relative to the institution’s size, complexity, and risk profile,
Furthermore, institutions in this category are considered to be stable and capable of
withstanding business fluctuations.

7 The CAMELS rating is a supervisory rating of a financial institution's overall condition. Bank
regulators assign each financial institution under their supervision a score on a scale of 1 {best) to 5
{worst) for each CAMELS component. The CAMELS components are: C - Capital adequacy,

A — Asset guality, M - Management quality, E — Earnings, [. — Liguidity, and S - Sensitivity to
Market Risk.
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Given the multiple repeat findings related to asset quality and management, and
considering the definitions of the compaosite ratings, it is difficult to understand
how OTS continued to assign WaMu a composite 2-rating year after year. It was
not until WaMu began experiencing losses at the end of 2007 and into 2008 that
OTS lowered WaMu’s CAMELS composite rating to 3 in February 2008, and
ultimately to 4 in September 2008.

The following chart shows the CAMELS composite ratings and asset management
and management component ratings assigned to WaMu by OTS from 2003 through
2008.

WaMu's OTS—Assigned CAMELS Raﬁng_;s

Asset
Year Composite Quality Management
2003 2 2 2
2004 2 2 2
2005 2 2 2
20086 2 2 2
2007 2 2 2
2008
As of February 27 3 3
As of June 30 3 4 3
As of September 18 4 4 3

OTS Examiners ldentified Concerns with WalMu’s Asset Quality

Asset quality is one of the most critical areas in determining the overall condition of
a financial institution. The primary factor to consider in assessing an institution’s
overall asset quality is the quality of the loan portfolio and the ¢redit administration
program.

0TS examiners repeatedly identified issues and weaknesses associated with
WaMu’s asset quality — especially with regard to issues identified in single family
residential loan underwriting and oversight of third-party brokers. Nevertheless,
OTS rated WaMu'’s asset quality as satisfactory (CAMELS component rating of 2}
until February 2008, when it downgraded it to a 3 on an interim basis. The asset
quality rating was further dropped to a 4 in June 2008.

OiG-CA-10-0086 Page 8 of 18



CAMELS asset quality ratings definitions are shown in the table below.

CAMELS Rating Definitions for Asset Quality

1 Strong asset quality and credit administration
practices

2 Satisfactory asset quality and credit administration
practices

3 Less than satisfactory asset quality and credit
administration practices

4 Deficient asset quality or credit administration
practices

5 Critically deficient asset quality or credit

administration practices

OTS identified a number of significant concerns with WaMu's single family
residential underwriting practices from 2003 to 2008. Those concerns included
questions about the reasonableness of stated incomes contained in oan
documents, numerous underwriting exceptions, miscalculations of loan-to-value
ratios, and missing or inadequate documentation. Furthermore, the fact that so
many of WaMu's single family residential loans were Option ARMs further
underscored the risky nature of its loan portfolio. In the 2005 Report of
Examination to WaMu, OTS wrote, “We believe the level of deficiencies, if left
unchecked, could erode the credit quality of the portfolio. Our concerns are
increased when the risk profile of the portfolic is considered, including
concentrations in Option ARM loans to higher-risk borrowers, in low and limited
documentation |loans, and loans with subprime or higher-risk characteristics. We are
concerned further that the current market environment is masking potentially higher
credit risk.”

Examples of WaMu underwriting deficiencies identified by OTS from 2003 to 2007
when asset quality was rated as a 2 are described below.

» 2003 and 2004 - OTS reported that underwriting of single family residential
loans, WaMu's core loan activity, was less than satisfactory.

= 2005 - OTS reported that although overall single family residential loan quality
and performance trends were stable, the thrift’s underwriting remained less than
satisfactory. OTS noted that this concern had been expressed at several prior
exams as well as internal reviews and that the examiners remained concerned
with the number of underwriting exceptions and with issues that evidenced a lack
of compliance with bank policy.

= 2006 to 2007 - CTS reporied that single family residential loan and prime
underwriting had improved to marginally satisfactory and generally satisfactory,
respectively. However, OTS reported concerns with subprime underwriting
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practices by Long Beach Mortgage Company, a WaMu affiliate that merged with
WalMu in March 2006. OTS also reported that subprime underwriting practices
remained less than satisfactory and cited exceptions related to the miscalculation
of debt-to-income ratios, reasonableness of stated incomes on loan documents,
and borrower acknowledgement of payment shock. {It should be noted that
WaMu discontinued subprime lending in the fourth quarter of 2007.)

From 2005 through 2007, white OTS was issuing multiple repeat findings
pertaining to single family residential loan underwriting, WaMu originated almost
$618 billion in single family residential loans.

As discussed earlier, in addition to originating retail loans with its own employees,
WaMu began originating and purchasing wholesale {oans through a network of
brokers and correspondent banks. So much so that wholesale loan ¢channels
represented 48 to 70 percent of WaMu's single family residential loan production
from 2003 to 2007. The financial incentive to use the wholesale channels was
significant—internal WaMu documents dated April 2006 showed that it cost WaMu
more than $5,000 to close a retail loan but only $1,800 to close a wholesale loan,
It was simply far cheaper, and more profitable, for WaMu to purchase loans then to
originate them with its own employees.

From 2003 to 2007, OTS repeatedly identified weaknesses in WaMu’s oversight of
third-party originators. As discussed earlier, in 2007, there were only 14 WalMu
employees overseeing more than 34,000 third-party brokers. it wasn't until April
2008 that WaMu management announced that it would discontinue the wholesale
channel.

During our review, we asked OTS examiners why they did not lower WaMu's asset
quality ratings earlier. Examiners responded that even though underwriting and risk
management practices were less than satisfactory, WaMu was making money and
loans were performing. Accordingly, the examiners thought it would have been
difficult to lower WaMu'’s asset quality rating.

This position was a surprise to us since OTS’s own guidance states: “[if] an
association has a high exposure to credit risk, it is not sufficient to demonstrate
that the loans are profltable or that the association has not experlenced significant
losses in the near term.”

Given this guidance, the significance of single family residential lending to WaMu's
business, and the fact that the OTS repeatedly brought the same issues related to
asset quality to the attention of WaMu management and the issues remained
uncorrected, we find it difficult to understand how OTS could assign WaMu a
satisfactory asset quality 2-rating for so long. Assigning a satisfactory rating when
conditions are not satisfactory sends a mixed and inappropriate supervisory
message to the institution and its board. It is also contrary to the very purpose for
which regulators use the CAMELS rating system.
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OTS Examiners identified Problems but Consistently Rated WalMu Management
Satisfactory

OTS’s guidance states that one of the most important objectives of an examination
is to evaluate the quality and effectiveness of a savings association’s management,
and that the success or failure of almost every facet of operations relates directly
to management,

The CAMELS management rating definitions are below,

CAMELS Rating Definitions for Management

1 Strong performance by management and the Board of
Directors and strong risk management practices

2 Satisfactory performance by management and the
Board of Directors and satisfactory risk management
practices

3 Improvement needed in management and Board of

Directors performance or less than satisfactory risk
management practices

4 Deficient management and Board of Directors
performance or inadequate risk management practices
5 Critically deficient management and Board of

Directors performance or risk management practices

OTS identified problems regarding WaMu management in its examination
documents from 2003 through 2008. The primary areas of concern were the lack
of effective internal controls and an insufficient commitment on the part of WalMu's
Board and management to take action to address OTS-identified weaknesses.

Despite its concerns, OTS reported that WaMu's Board oversight and
management’s performance was satisfactory through 2007 and rated the CAMELS
management component a 2 in those examinations. It was not until June 2008
that OTS reported that WaMu’s Board oversight and management’s performance
was less than satisfactory and downgraded the CAMELS management component
to a 3. OTS faulted the WaMu Board and management for not adequately
addressing prior examination findings, including single family mortgage loan
underwriting weaknesses and an ineffective enterprise-wide risk management
system. OTS now {in 2008 and after WaMu started incurring big losses) concluded
that failure to address those weaknesses in a timely manner was exacerbating
credit losses and exposing WalMu to heightened reputation risk.

OTS examination reports repeatedly directed that WalMu take corrective actions in
response to examination findings. Nevertheless, WaMu management did not make
lasting or complete improvements to its asset quality or risk management
programs. Here again OTS’s own guidance notes that governance is strong when
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the Board addresses and corrects problems early. That guidance further states that
where governance is weak or nonexistent, problems remain uncorrected, possibly
resulting in the association’s failure.

In an effort to determine the extent to which WaMu addressed OTS findings, we
attempted to review the 545 findings made by OTS and WaMu’s responses to
them from 2003 through 2007. The status of these findings were tracked in a
WalMu system called Enterprise Risk Issue Control System (ERICS) and not
independently by OTS on an OTS system. Based on our review of ERICS reports
and other documents, we were unable to determine whether a number of findings
had been closed and resolved. As discussed [ater, after considerable effort, OTS
was able to provide evidence that some of those findings had been closed.

We also noted that a number of the findings reported by OTS were repeat findings,
indicating the issue was identified during more than one examination cycle. For
example, 18 percent of OTS's more significant findings (those specifically directed
to WaMu’s Board for corrective action) between 2003 and 2006 were categorized
as repeat findings. However, WaMu discontinued indicating in ERICS whether a
finding was a repeat finding in 2006. Thus, the number of repeat findings could
have been much greater.

Given WaMu’s lack of progress in addressing OTS-identified weaknesses, we
helieve that a less than satisfactory management component rating should have
bean assigned to WaMu sooner.

OTS Should Have Done More to Track WalMu’s Progress

We found, to our surprise, that OTS largely relied on WaMu’s ERICS system
instead of its own to track corrective actions. As | mentioned earlier, we tried to
track findings closed and resolved through the WaMu tracking system, but could
not.

OTS examiners told us that they had a process for reviewing WaMu's corrective
actions. Specifically, we were told that during an examination, ERICS reports were
divided up among the OTS examiners based upon each examiner’s area of
responsibility. Each examiner was responsible for determining whether ERICS
properly reflected the status of findings for their assigned area. If satisfied, the

- examiner would then sign-off on the respective ERICS report.

With that in mind, we reviewed 8 ERICS status reports for the years 2003 through
2008, and found evidence of examiner sign-off on only 3 of the 8 reports. During
our review, we asked OTS to provide evidence of the status of 39 significant
findings that appeared to be open in the ERICS reports.

OTS showed us that 16 findings were issued/newly identified during 2008 and
remained unresolved as of WaMu'’s failure, For another 16 findings, OTS provided
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evidence, although limited in some cases (such as handwritten notes on an ERICS
report}, that those findings were resolved. For the other 7 findings, however, OTS
either did not provide evidence as to the findings’ status or stated that the findings
had been replaced by new findings pertaining to a repeat finding area. While 0TS
was ultimately able to provide some additional information about the status of
certain findings, doing so required considerable time and effort on OTS’s part. This
further underscores the flawed decision by OTS to rely on the WaMu system for
tracking the examiner findings.

OTS Enforcement Actions Against WalMu Were Limited and Late

OTS can take a variety of enforcement actions, hoth informal {which are non-
public) and formal {which are public), to address, among other things, unsafe and
unsound practices by a thrift.

In general, OTS policy provides that formal enforcement action should be taken
when any institution is in material noncompliance with prior commitments to take
corrective actions and for CAMELS composite 3-rated institutions with weak
management, where there is uncertainty to whether management and the board
have the ability or willingness to take appropriate corrective measures.

OTS never took formal enforcement action against WaMu to force it to correct its
safety and soundness deficiencies. OTS did impose two informal enforcement
actions against the thrift, but not until 2008. The informal enforcement actions —a
Board Resolution and an MOU—lacked sufficient substance and were too late to
make a difference. Moreover, though, there were other troubling aspects as to how
OTS handled both actions. In the instance of the Board Resolution, the OTS West
Region Director approved the Board Resolution despite concerns raised by other
regional management officials. Furthermore, with regard to the MOU, an important
provision that FDIC had proposed that would have required WaMu to raise $5
billion in additional capital was replaced with a capital contingency plan, and
another requiring that a consultant review of Board oversight was dropped at the
request of WaMu.

During our review, we were told that OTS had a general sense of the status of
WaMu’s progress in addressing weaknesses, but OTS examiners said that tracking
WaMu’s progress was difficult given its size and complexity. Further, OTS
examiners told us that WaMu oftentimes replaced managers as its response to
significant findings in their areas of responsibility. WaMu would then ask OTS for
time to allow the newly hired manager to implement plans to address weaknesses.
Given the size of WaMu, the magnitude of the weaknesses identified by OTS
examiners year after year, coupled with the limited progress made by WaMu
management in corracting those weaknesses, we believe that OTS should have
elevated its supervisory response much sooner and much more forcefully.
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OTS sought a Board Resolution as a result of the interim downgrade of WaMu 1o a
CAMELS composite 3 rating in February 2008. WaMu drafted the Board Resolution
and sent it to the OTS West Region Director on March 13, 2008, The Board
Resoclution endorsed undertaking “strategic initiatives” to improve asset quality,
earnings, and liquidity and directed WaMu management to implement and report on
those initiatives. The strategic initiatives tied the improvements to either (1) the
sale of WaMu or {2} raising $3 billion to $4 billion in capital. interestingly, the
resolution only addressed short-term liquidity Issues, not the systemic problems
repeatedly noted by OTS.

The OTS West Region Director sent the Board Resolution to fwo members of OTS's
regional management for their comments. Both OTS regional management officials
expressed concern about the fact that the Board Resolution did not require specific
corrective actions. Further, those officials recognized WaMu's lack of follow-
through on past promises and believed that OTS needed to review management’s
strategic plans to ensure they addressed the critical weaknesses linked to WaMu'’s
composite downgrade. Despite the concerns of these officials, the OTS West
Region Director approved WaMu'’s version of the Board Resolution anyway, which
the Board passed on March 17, 2008.

The second informal enforcement action taken by OTS against WalMu was an MOU
as a consequence of its downgraded CAMELS composite 3 rating at the end of its
examination on June 30, 2008. OTS drafted the MOU and provided a copy to FDIC
for comment. FDIC proposed a number of changes to the MQU, including a
provision that WaMu raise an additional $5 billion in capital. OTS did not want to
include the $5 billion capital increase requirement because 0TS believed that
WaMu's capital was sufficient following a $2 billion contribution from WaMu's
holding company in July 2008. Further, OTS thought that FDIC's model used to
determine the $5 biilion amount was flawed. FDIC and OTS eventually
compromised and included a capital contingency plan requirement in the MOU
rather than a specific amount. OTS sent WaMu management the proposed MOU on
August 1, 2008, that would require WaMu to

e correct all findings noted in OTS’s June 30, 2008, examination;
+ submit a contingency capital plan and maintain certain capital ratios;
» submit a 3-year Business Plan to OTS;

* engage a consultant to review WaMu'’s risk management structure,
underwriting, management, and board oversight; and

s certify compliance with the MOU quarterly.
On August 4, 2008, WaMu asked that the requirement for the consultant review of
Board oversight be removed from the proposed MOU. OTS accepted WaMu's
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change notwithstanding the OTS examiners” findings over many years that the
Board’s performance was weak. By August 25, 2008, WaMu's attorney and OTS
had informally reached agreement on the terms of the MOU and were waiting for
final execution of the MOU. However, it was not until September 7, 2008, that
OTS signed the MOU. A week later, WaMu was placed into receivership. The MOU
was therefore obviously ineffective.

While we recognize it is speculative to conclude that earlier and more forceful
enforcement action would have prevented WaMu's failure, we believe that more
forceful action in 2006 and 2007 may have compelled WalMu's Board and
management to take more aggressive steps to correct deficiencies and stem the
losses that eventually occurred because of its risky loan products and weak
controls.

Prompt Corrective Action Was Not a Factor With WalMu

The Prompt Corrective Action {PCA) provisions of the Federal Deposit Insurance
Act provides OTS with supervisory remedies aimed to minimize losses to the
Deposit Insurance Fund. PCA reqguires that certain operating restrictions take effect
when a thrift’s capital levels fall below well-capitalized. In the case of WaMu, OTS
did not take, and was not required to take, PCA action because Walu remained
woell-capitalized through September 25, 2008, when it was placed in receivership.
That said, it was only a matter of time before losses associated with WaMu’s high-
risk lending practices would have depleted its capital below regulatory
requirements.

TREASURY OIG RECOMMENDATIONS

We have made a number of recommendations to OTS as a result of completed
material [oss reviews of failed thrifts during the current economic crisis. These
recommendations have pertained to the need for OTS to take more timely formal
enforcement action when circumstances warrant, ensure that high CAMELS ratings
are properly supported, remind examiners of the risks associated with rapid growth
and high-risk concentrations, ensure thrifts have sound internal risk management
systems, ensure repeat conditions are reviewed and corrected, and require thrifts
to hold adequate capital. OTS has taken or plans to take action in response to each
of these recommendations. As a result of this review, we made one new
recommendation to OTS. Specifically, OTS should ensure that an internal OTS
system is used to formally track the status of examiner recommendations and
related thrift corrective actions. The Acting Director of OTS concurred.

FINAL REMARKS AND OBSERVATIONS

Among other things, in my invitation to testify before you this morning, the
Subcommittee requested that | address our Office’s findings regarding OTS’'s
implementation of the /nteragency Guidance on Nontraditional Mortgage Product
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Risks {NTM Guidance) at WaMu as well as its level of cooperation with other
federal financial regulators towards WaMu, including but not limited to FDIC.

implementation of NTM Guidance. In short, this guidance, issued in October
2006 by the federal financial institution regulatory agencies, sets forth
supervisory expectations for institutions that originate or service
nontraditional mortgage loans, including:

+ Portfolio and Risk Management practices. Financial institutions should
have strong risk management practices, capital levels commensurate with
risk, adequate allowances for loan losses, and strong systems and
controls for establishing and maintaining relationships with third parties.

¢ Loan Team and Underwriting Standards. Institutions should establish
prudent lending policies and underwriting standards for nontraditional
mortgage products that include consideration of a borrower’s repayment
capacity.

« Risk Layering. Financial institutions that layer multiple product types may
increase the potential risks of alternative mortgage products. Institutions
should perform adequate underwriting analysis when layering products,
including alternative mortgage loans, reduced or no documentation loans,
loans without customer verification, or a combination of any of these
mortgages with simultaneous second mortgages.

+« Consumer Protection. {nstitutions should implement pregrams and
practices designed to ensure that consumers receive clear and balanced
information to help them make informed decisions while shopping for and
selecting alternative mortgage loans.

Our work did not specifically evaluate OTS’s assessment of WaMu's
implementation of, or compliance with the NTM Guidance. Nonetheless,
based on your request, | had my staff review the documents we had
collected in the conduct of our work. To that end, we did find that in the
2007 report of examination on WaMu, OTS noted that while WaMu was not
in complsete adherence with the NTM Guidance, satisfactory progress had
been made to address identified risks. OTS also drafted a finding during the
2007 examination cycle that identified the steps WalMu planned to take to
comply with the guidance and also included that WaMu should review third-
party originators because they were a key source of WaMu's nontraditional
loans. OTS classified this finding as an “observation” which meant that it
was a weakness that was not a regulatory concern, but could improve the
bank’s operating effectiveness if addressed.

OTS Cooperation with Other Federal Financial Regulators. Our work did not
expressly evaluate OTS’s cooperation with other federal financial regulators.
However, we are able to comment on 0TS s relationship with FDIC as the

deposit insurer. In this regard, FDIC, as the deposit insurer, has a number of
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procedural and regulatory tools available to take action when an institution’s
risk increases, to include requesting that the primary regulator {OTS in the
case of WaMu) grant FDIC back-up examination authority. FDIC invoked its
back-up examination authority each year from 2005 to 2008. Those
requests, however, often met with resistance from QTS.

A discussion of OTS’s interaction with FDIC on these requests follows. OTS
granted FDIC’s 2005 back-up examination request but denied FDIC the
ability to review the subprime operations of WaMu's affiliate, Long Beach
Mortgage Company {(LBMC), because LBMC was a subsidiary of WaMu'’s
parent corporation and net part of WaMu. In 2006, FDIC again requested
back-up examination authority, and OTS initially denied the FDIC request.
After the matter was elevated to OTS and FDIC headquarters, OTS
eventually granted FDIC back-up examination authority.

OTS granted FDIC’s 2007 back-up examination request but did not allow
FDIC examiners access to WaMu residential loan files. OTS considered loan
file review to be an examination activity rather than an insurance risk
assessment activity. FDIC wanted to review the files because of
underwriting concerns and because FDIC had concerns that OTS had not
adequately reviewed the loan files during its examination to fully understand
the embedded risk.

In granting FDIC’s 2008 back-up examination request, OTS was concerned
about the number of examiners (nine) that FDIC was planning to use. OTS

indicated that it was a heavy staffing request given OTS’s on-site presence
and reiterating that FDIC was not to actively participate in the examination,

As one final matter, as | noted above, we were troubled by the handling of the
infarmal enforcement actions that OTS finally did impose in 2008 including the
decision by the then OTS West Region Director to approve the use of a Board
Resolution that did not require WaMu to correct its deficiencies. This is not the only
decision by that OTS official that we have found of serious concern. As our office
previously reported,® the same OTS official approved IndyMat Bank, FSB, to
backdate a capital contribution made in May 2008 to the quarter ending March 31,
2008. The impact of recording the capital contribution in this manner was that
IndyMac was able to maintain its well-capitalized status for the quarter, and avoid
the requirement in law to obtain a waiver from FDIC to accept brokered deposits.?
Having said that, | do want to note that shortly after our Gffice first reported this
matter to the Treasury Secretary, OTS placed the official on administrative leave
pending an internal review. The official has since retired from federal service.

® Treasury OIG, Safety and Soundness: OTS Involvemnent With Backdated Capital Contributions by
Thrifts (QIG-09-037; issued May 21, 2009).

9 On July 11, 2008, OTS closed IndyMac and appointed FDIC as conservator. As of December 31,
2008, the estimated loss to the Deposit Insurance Fund for IndyMac was $10.7 billion.
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That concludes my prepared statement. | will be happy to answer any questions
you may have. Thank you.
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From: Morris, Loren < JB@ss.com>

Wemmmuwem = Redacted by the Permanent
Sent: Tuesday, May 29, 2007 5:00PM . b Subcommitics on Investigations |
To: Potolsky, Doug <doug.potolsky@wamu.net> =g . : Tt

Subject: FW: Repurchase Requests - initially denied WaMu

Sorry, 1 misspelled your name. Here is the email. Thanks

From: Morris, Loren

Sent: Friday, May 25, 2007 12:35 PM

To: 'GM Recourse & Recovery'; Hernandez, Sarah; *dawn.lehmann@wamu.net’

Ce: Liepoid, Christina; Murray, Kelll; Hemerg, Lina M.; Parkinson, David; "doug.potowsky @wamis.com’
Subjeck: RE: Repurchase Requests - Inftially denied WaMu -

Dawn, we appreciate your groups’ involvement in the repurchase process on behalf of WaMu and Long Beach. We
Iook forward to working closely with you and your group to satisfactorily resolve all repurchase clalms.

As discussed with Doug Potowsky, we wish o fay the fuundaﬁon for collaboration between Goldman and WaMu to
facilitate the repurchase process.

With that goal, let me respond to your email with the scope of activity we are addressing:

- 1. We have recelved and reviewed the documents forwarded by WaMu in response 1o our October 30, 2008
repurchase demand (consisting of 77 loans).

Wa have found 28 of the original papulation to contain materlal misrepresentations and remain subject to
repurchase. We will be senging the rabuttal letter with additional documentation on 24 of those loans shortly. You
should have our rebuttal letter on 4 of those loans by ietter dated April 18, 2007.

2. Wa have another population of 25 second fien loans that have been charged off and that contain matsrial
misreptesentations. They too will be the subject of a rapurchase letter,

3. We will be reviewing approximately 600 loans that have been charged off. Further, we will be reviewing the
approximalely 100 second lien loans per month that continue {o roli te charge off.

+ 4, Wa are in the process of reviewing approximately 2000 second lien toans (pre-charge off), We anticipate that
approximately 40% of this population wilt have material Issues subject to rapurchase.

Generally, the issues we see that are deemed material misrepresentalions conslst of straw buyers and undlsclosed
raal esiate llens and other debls. To a3 lesser degree, we see materal guldeline variances, such as less than the
required trade lines.

We bellova It will benefit bath organizations to work together to create a "iow" frafme work to direct the review and
vetting process, For example, we would fike to discuss the type of issues that are material, the type of
documentation required to evidence the issue and the velling process. We suggest that our team works direclly
with your group in your offices In Jacksonville, FL. o facilitate the veting process.

| wili be your primary contact and can be reached at: 727-1 look forward to watking with Doug and your
group. :

Thank you, Loren Moriis

From: GM Recourse & Recovery [mallto:recourse. recovery@wamu.net]
Sent: Friday, May 25, 2007 9:33 AM

To: Hernandez, Sarah

Cc; Ligpold, Christina; Morris, Loren; Murray, Kem Herrers, Lina M,
Subject: RE: Repurchase Requests - nitially dmied

Permanent Subcommittee on Investigations
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(206) 377-2496 (fax)
todd.baker@wamu.net
**Note my contact information is updated as of Sepiember 5, 20086. Please update your

. contact information so we don't lose touch.
~——Qriginal Message—-—
From: Kiilinger, Kenry K.
Sent: Friday, October 12, 2007 3:51 PM
To: Baker, Todd
Subject: Re: Can you take a look at this before Monday and give your blessing?
| don't frust Goldy on this. They are smart, but this is swimming with the sharks, They were
shorting mortgages big time while they were giving CfC advice.
| trust Lehman more for something this sensitive. Bul we would need to assess if they haue
the smarts we need.
—-— Original Message ——
From: Baker, Todd
To: Killinger, Kerry K.
Cc: Casey, Tom; Williams, Robert J.; Rotella, Steve
Sent:-Fri Oct 12 15 36:00 2007 '
Subject: Can you take a look at this before Monday and give your blessing‘?
Kerry: The Finance team, under Tom, s starting next week fo look at structural ideas around
large scale credit risk transfer (everything from good bank/bad bank to securitization ideas).
We would like to bring in & top investment banker to help us brainstorm and think these
issues through. The idea at this point is to understand what the range of options is and begin
to prepare preliminary plans. We want to be in a position to move forward quickly in the event
that market conditions shift or something becomes executable,
A key to our success will be absolute confidentiality, so we want to discuss these issues with
only one banker only and not let the other firms know anything about our thoughts or process.
This will involve disclosing confidential VWM Information, which w:ll probably require an
engagement letter and a fee discussion.
Qur strong first choice for this effort would be Goldman Sachs, as John Mahoney is the
smartest banker overall, the best at thinking about financial structures has been through this
before, and his firm is the deepest. He atso has the advanlage of understanding the CFC
snuat[on s e Ames
If Bill Longbrake is right we could be in for a rough road ahead and hiring the best brains is
always wise when the stakes are high. Goldman also has the strong balance sheet, market
heft and risk appetite to do many things themseives for us that others couldn’t as part of the
solution, On the other hand, they are very expensive and we may have trouble getting John's
full attention. John himself is very discreet but we always need to worry a little about Goldman
because we need them more than they need us and the firm is run by traders. Nevertheless,
we recommend going with John on this.
One alternative choice would be Doug Simons at Credit Suisse, as he is incredibly bright and
creative, although with less practical experience with credit risk transfer vehicles. He would be
very loyal and give us 150% effort. The firm backup would be somewhat weaker but they
would view it as a plum assignment. This would be a risk that Doug couldn't deliver but there
is also & chance that we could end up with something unique and out of the box that would
work.
L.ehman would be another alternative choice. The internal dynamics there are better than they
were but it is still a problem getting coordination between Phil (who would insist on running
things) and the rest of their team. There are some strong people there, Phil has a good

Permanent Subcommittee on Investipations
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%WALL STREET JOURNAL

»  Aprl 11,2008, 12:03 PM ET

Goldman: Short WaMu Stock, Buy the Bonds

Given the general reticence of analysts to issue “sell” ratings on shares, suggesting that inveslors
actively short a stock takes a negative outlock to another level. Goldman Sachs analysts today
told investors they should short shares of Washington Mutual Inc.

However, they offset that position by recommending buying the company’s bonds. Whereas the
recent capital-raising activity dilutes the shareholders, it helps bondholders worried about the
balance sheet. Some of the $7 billion raised came from convertible bonds, which convert at a
price lower than the curreat share price.

Goldman analyst James Fotheringham estimates that the struggling lender should trade at a value
equal to its tangible common equity which they estimate at $9.84 a share; the stock is currently
at $11.38 a share, down a few pennies on the day.

He estimates the company has $17 billion to $23 billion of embedded losses in its mortgage
portfolio — of which just $3 billion has been absorbed.

However, in the same note, Geldman credit analyst Louise Piit suggests buying the company’s
bonds and credit-default swaps, saying both indicators trade at levels wider than their peers,
particularly following the raise of $7 billion in capital — including $5.5 billion in convertible
preferred shares — to shore up the balance sheet. The convertible shares can convert at $8.75 a
share.

“The $7bn of new equity capital is a clear positive for bondholders,” she writes. “We expect the
convertible to become common equity later this quarter, though we beheve there is still a
small risk that sharecholders do not approve the dilution.”

WaMu’s CDS currently trade at a cost of $415,000 for insurance against default for five years,
according to Phoenix Partners Group.
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Washington Mutual Begins Efforts to Sell Itself - DealBook Blog - NYTimes.com

Ehe Hew Pork Times

DealBook

Edited by Andrew Ross Sorkin

September 17, 2008, 3:58 pm

Washington Mutual Begins Efforts to Sell ltself

Washington Mutual, the struggling savings and loan, has been working on several
efforts to save itself, including a potential sale, people briefed on the matter said
Wednesday.

Goldman Sachs, which Washington Mutual has hired, started the process several
days ago, these people said. Among the potential bidders that Goldman has talked to
are Wells Fargo, JPMorgan Chase and HSBC. But no buyers may materialize.
That could force the government to place Washington Mutual into conservatorship,
like IndyMac, or find a bridge-bank solution, which was extended to thrifts in the
new housing regulations.

Citigroup is also considering an offer, but would likely be able to buy Washington
Mutual only if it emerged from a receivership, according to a person close to the
situation. JPMorgan is maintaining its posture that it will not bid unless it receives
government support, according to another person briefed on the matter.

The unsurprising announcement comes as the bank, which has suffered badly from
losses on mortgages it had made, continues to stumble. Shares in Washington Mutual
fell nearly 10 percent.on Wednesday to $2.09; they have plunged 94 percent over the
last 12 months. This week alone, investors have been frightened by Standard & Poor’s
cutting of the bank’s debt rating to junk.

TPG, the private equity firm that led a $7 billion cash injection into Washington
Mutual in April, said Wednesday afternoon that it would waive its right to be
compensated if the bank sold more shares to raise capital. “Our goal is to maximize the
bank’s flexibility in this difficult market environment,” TPG said in a statement.



Washington Mutual Begins Effocts to Seil Itself - DealBook Blog - NYTimes.com

The April deal gave the investing group roughly 822 million new shares, diluting
existing shareholders by nearly 50 percent. TPG bought shares for roughly $8.75 each.
Those shares have since fallen to $2.14 a share, meaning that the value of the investor
group’s holdings at Tuesday’s close had declined 75.5 percent.

While the bank has a strong deposit base, the uncertainty of the markets and the
increasingly poor housing market have increased concerns about Washington Mutual’s
outlook. The bank plunged into the option adjustable rate mortgage business.

Eric Dash, Andrew Ross Sorkin and Michael J. de la Merced

= Copyright 2010 The New York Times Company .I Privacy Palicy .{ NYTimes.com 620 Eighth Avenue New York, NY 10018
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800 Fifth Ave Ste 2000

Seattle, WA 58104-3188

Sullivan & Cromwel] LLP
Robert R Urband
1888 Century Park E
Los Angeles, CA 90067-1725

Tax Collector for Polk County
Office of Joe G Tedder

Bonnie Holly Delinquency & Enforcement
PO Box 2016
Bartow, FL. 33831-2014

Tulare County Tax Collector
Melissa Quinn
22] § Mooney Blvd Rm 104 E
" Visalia, CA 93291-4593

Vedder Price PC
Douglas J Lipke
222 N LaSalle St Ste 2600
Chicago, IL 60601

Werb & Sullivan
Duane I) Werb
300 Delaware Ave Ste 1300
PO Box 25046
Wilmington, DE 19899

Willkie Farr & Gallagher LLP
Shelley Chapman

787 Seventh Ave
New York, NY 10019-6099
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Safterlee Stephens Burke & Burke I1P
Christopher R Belmonte
230 Park Ave
New York, NY 10169

Shipman & Goodwin LLP
Julie A Manning
One Constitution Plaza

Hartford, CT 06103-1919

Steckbauer Weinhart Jaffe LLP
Barry S Glaser
333 5 Hope 53¢ Ste 3600
Los Angeles, CA 90071

Sullivan & Cromwell LLP
Robinson B Lacy
125 Broad St
New York, NY 10004-2498

Tennessee Dept of Revenue

TN Attorney Generals Office Bankruptcy Div

PO Box 20207
Nashville, TN 37202-0207

Unisys Corporation
Janet Fitzpatrick Legal Asst

Unisys Way
PO Box 500 MS E8 108
Blue Bell, PA 19424

Walter R Holly Jr
10853 Garland Ave

Culver City, CA 90232

Werh & Sullivan
Matthew P Austtia
300 Delaware Ave Ste 1300
PO Box 25046
Wilmington, DE 19899

Willkie Farr & Gallagher LLY
Thomas H Golden
787 Seventh Ave
New York, NY 10019-6099

Sinper & Levick PC
Michelle E Shrira

16200 Addison Rd Ste 140
Addison, TX 75001

Sullivan & Cromwell LLP
Hydec R Feldstein
1888 Century Park E
Los Angeles, CA 90067-1725

Tannenbzum Helpern Syracuse & Hirchtritt

Roy H Carlin
S00 Third Ave 13th F1
New York, NY 10022

Treasurer Tax Collector
Dan MeAllister Bankruptcy Desk
1600 Pacific Hwy Room 162
San Diego, CA 92101

1S Department of Justice

Jan M Geht Trial Attorney Tax Division

PO Box 227
Washington, DC 20044

Weliss Serota Helfman
Douglas R Gonzales
200 E Broward Blvd Ste 1900
Fort Lauderdale, FL 33301

White & Casc LLP
Thomas E Lauria
‘Wachovia Financial Center
200 S Biscayne Blvd Ste 4500
Miami, FL 33131

Willkie Farr & Gallagher LLP

Shaunna D Jones
787 Seventh Ave
New York, NY 10019-6099

Attorney Generals Office
Joseph R Biden ITt

Carvel State Office Bldg
820N French St 8th Fi
Wilmington, DE 19801



Young Conaway Stargatt & Taylor LLP

Robert S Brady
1000 West 5t 17th Fl
Wilmington, DE 19301

Bank of New York Mellon

Attn Gary 8 Bush
Global Corporate Trust
101 Barclay St
New York, NY 10286

Delaware Secretary of the Treasury

PO Box 7040
Dover, DE 19903

Federat Deposit Insuance Corp

Stephen J Pruss
1601 Bryan St
PAC 04024
Dz‘illas, TX 75201

Law Debenture Trust Company of New York

Jame Heaney
400 Madiscn Ave 4th Fl
New York, NY 10017

Richards Lavion & Finger PA

Mark D Collins
One Rodney Square
920 N King St
Witmington, DE 19899

Securities & Exchange Commission

100 F Street NE
Washington, DC 20549

State of Delaware Division of Revenue

Randy R Weller MS No 25
820 N French St 8th ¥l
Wilmington, DE 19801-0820
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Younpg Conaway Starpait & Taylor LLP
M Blake Cleary
1000 West St 17th Fl
Wilmington, DE 19801

Delaware Dept of Justice
Attn Banksuptcy Dept
Div of Securities
820 N French St 5th Fl
Wilmington, DE 19801

Department of Lahor
Division of Unemployment Ins
4425 N Market St
Wilmington, DE 19802

Internal Revenue Scrvice
Centralized Insolvency Qperation
PO Box 21126
Philadelphia, PA 19114-0326

Office of the United Siates Trustce Delaware

Joseph McMahon
844 King S5t St 2207 .
Lockbox 35
Wilmington, DE 19899-0035

YWells Fargo Bank NA
Thomas M Korsman

625 Marqueite Ave
Minneapolis, MN 55479

Richards Lavton & Finger PA
Chun I Jang

One Rodney Square
920N King St
Wilmington, DE 19899

Securities & Fxchanpe Commission
Daniel M [Hawke
The Mellon Independence Ctr
701 Market St
Philade!phia, PA 19106-1532

US Attorney General US Department of
Justice
Michae!l Mukascy
9350 Pennsylvania Ave NW
Washington, DC 20530-0001

Delaware Secretary of the $tate
Division of Corporations
PO Box 898
Franchise Tax Division
Dover, DE 19903

Federal Deposit Insunnce Corp
Donald McKinley

1601 Bryan St
PAC 04024
Dallas, TX 75201

nterna Venu ice
Centralized Insolvency Operalion
11601 Rooscevelt Blvd
Mail Prop N781
Philadelphia, PA 10154

Office of Thrift Supervision
Darrell W Dochow

Pacific Plaza
2001 Iunipero Serra Blvd Ste 650
Daly City, CA 94014-1976

Wilmington Trust Company
Jame McGinley
520 Madison Ave 33rd Il
New York, NY 10022

Weil Gotshal & Manges LLP
Michael F Walsh

767 Fifth Ave
New York, NY 10153

Securities & Exchange Commission
15th & Pennsylvania Ave NW

Washington, DC 20020

Securitics & Exchanpe Commission
Allen Maiza

Northeast Regional Office
3 World Financial Center Rm 4300
New York, NY 10281

US Aftorneys Office
Ellen W Slights

1007 N Orange St Ste 700
PO Box 2046
Wilmington, DE 19899-2046



Verizon Services Corp . . . B
William M Vermette Washington Mutual Claims Processin Weil Gotshal & Man LP

¢ 0 Kurtzman Carson Consultants Marcia L Goldstein
240 L;Egﬁf;";“;{spa’k“y 2335 Alaskn Ave 767 Fifth Ave
Ashburn, VA 20147 El Sepgundo, CA 90245 New York, NY 10153
. Quinn Emanuel Urquhart Oliver & Hedges Quinn Emanuel Urguhart Oliver & Hedges
Weil Gotshal & Manges LLE Go};x l.jal g‘}?:a“ s LLE Peter E. Calamari Susheel Kirpalani
el Micheel B. Carfinsky David Elsverg
New York, NY 10153 51 Madison Avenue 51 Madison Avenus
New York, NY 10010 New York, NY 10010

Wilmer Cutler Pickering Hale & Dorr

Elliott Greenleaf Wilmer Cutler Pickering Hale & Dorr
Neil R. Lapinski Philip D. Anker Susacl - DwEnier
1105 North Market Strect, Suite 1700 399 Park Avenue 1875 Pennsylvania Avenue, NW
Wilmington, DE 19801 New York, NY 10022 Washington, DC 20006
. . Morris Nichols Arsht & Tunnell Dimer & Berne LLP
Fachuiski olang £ich! oc JONCS T e e e Sl INEL O DEINE 228,
P“h“[s'.;.'ig?lh“y ga;:;:s& Jani Donna L. Culver Scott A, Meyers
919 North Market Street, 17 Floor 12011) N. ]\élark;:t Street 500 West }\dadlson Street
Wilmingont, DE 19801 ) _.0. ox 1347 _ Suite 3600
Wilmington, DE 19801 . Chicago, [L. 60661-4587
Wilmer Cutler Pickering Hale & Dorr Schindler Cohen & Hochman LLP = i
Nancy L. Manzer Jonathan L. Hochman King &: Spauld.lgg LLE
: . Arthur J. Steinberg
Lisa Ewart Danicl E, Shaw 1185 Avenue of the Americas
1875 Pennsylvania Avenue, NW 100 Wall Street, 15* Floor New York, NY 10036-4003
Washington, DC 20006 MNew York, NY 10005

Brice Vander Linden & Wernick PA
Hilary B. Bonial
9441 LBJ Freeway, Suite 350
Dallas, TX 75243
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\1.S. Bankruptcy Court
District of Delaware
Notice of Electronic Filing
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