


































































































































































































































































































































































































































































































































































































































































(i FEDERAL DEPOSIT INSURANCE CORPORATION, Washington DC 20429

OFFICE OF THE VICE CHRM

June 2, 200'

Honorable Barey Fra

Chaian
Commttee on Financial Services
House of Representatives
Wasgtn, D.C. 20515

Dear Mr. Chaian:

Than you for the opportty to testify before the Commttee at the March 20 heang
"Federal and Stae Enforcement of Consuer and Investor protection Laws:'

Enclosed is my resonse to quesons posed at the hearg by Congressman Posey,
Congressman Gohmer, and Congressman Foster.

If you have fuer questons or comments, pleae do not hesitate to contact me at (202)
8,98-3888 or Eric Spitler, Dirtor of 

Legislative Afai, at (202) 898-3837.

Sincerely,

Mar J. Gruenberg
Vice Chairman

~J.
Enclosure



Response to questions from the Honorable Bil Foster
by Mart J. Gruenberg, Vice Chairman,

Federal Deposit Insurance Corporation

Q1. What is your budget associated with enforcement?

Al. Closed Ban: The FDIC's Legal Division ha budgeted $3.568 millon for expenes

of the Prfessional Liability and Fincial Crimes Unit sta 

for 2009, and also ha spent

aproxiately $1.1 millon on outside counel to support enorcement effort durg the
fit thee months of 

2009. Ou Division of 
Resolutions and Reciverhips Investigations

Unit ha a budget for 2009 of $6.7 millon for in-house investigations sta and an
additional $16.5 millon for assistace from outsde contrtors, for a tota budget of

$23.2 millon.

Open Ban: The budget for our headquarer Legal Division enforcement section for
open ban is $4.474 million. Employees of 

the legal deparents of our six regional

offces and two area offces also conduct investgations and pure enorcement actions,
and the overal budget for those employees is $17.952 million. In addition, the Division
of Superision and Consuer Prtection (DSC) has approximately 1,730 examiners who

reguarly review the activities of inur depository institutions to ensure safe and sound

operations and compliance with stae and fedra 

laws and regulatons. Examtion

fidigs ar the most common soure of enforcement actions involving open intitutions.
The enti DSC budget is $503.5 millon, of 

which $442.9 millon represents regiona and

field opertions, where al examatons and most enforcement actions ar handled, and

$5.4 millon is the budget for the two grups in Washigton that hadle enorcement
actions. It is not possible to separte the specific cost of 

hadling enorcement actions

from other supervisory activities as the same staf ar involved in both.

Q2. What is your best estimate of losses under your purview?

Al. Our curnt best estiate of 
total losses frm all civil residential mortgage fraud

clais curently in investigation frm the 25 intution failures in 2008 and 29 institution

failures in 2009 to date is $1 billon. These losses are associated with over 400
mortgage malpractice and mortgage frd claims in investigation by the FDIC as
Receiver. Most of 

these losses have arsen out of 
the failures of Washigton Mutu

Ban and IndyMac Ban, FSB, the two largest financial intitutions to fail in 2008.
Losses to the Deposit Inurce Fund (DIF frm the 25 ban and thfts that failed and
were placed in receiverhip durg 2008 tota $17.87 bilion. Losses to the DIF frm the
29 ban and thft that failed and were placed in receivership durg 2009 to date

(thugh Marh 20) tota $3.8 billon.



Q3. What would be the effect of adding 10 percent to your budget for enforcement?

AJ. Closed Ban: The FDIC ha susttially increased its budget for the Legal
Division's closed ban fuctions, specifcay includg the Professional Liability and
Fincial Cries Unit. In 2008 and the fi quaer of 

200, the Unit's stahas doubled,

and we have plan to increae st fuer durg the remaider of 200. We also have

substatially increased the Division ofReceiversps and Resolutions' budget and sta
dedcated to closed ban matters, as noted previously.

Qpen Ban: The FDIC has been increaing the budget for the Legal Division's
Enforcement Section in Wasgton and in the Regiona Offce over the last two year.
In 2008, the Enforcement Section added four new atrneys. Under the 2009 budget, the
FDIC made provisions to fuer increae ths staby two additional ter appointment

atorneys.

In 2008, the FDIC added seven atorneys to the Regiona Offces to assist in the
increasing workoad includig an increae in enforcement actions. The 2009 budget

provides for an aditional two atmeys hi in 2009, plus five more positions to be
filled in the Regional Offces.

Finaly, the Diviion of 
Supersion and Consumer Protection increased its budget and

workforce in preparaton for the additional workload. The budget increase of $86.8
milion covers the hig of 552 ful-tie equivalents.



Response to questions from the Honorable Bil Posey
by Mart J. Gruenberg, Vice Chairman,
Federal Deposit Insurance Corporation

Ql(a). Provide a one page summary - not a book - but a one page summary describing
what you think was the root cause of the criis.

Al(a). The ficial crisis was caused by a number of factors, but five key developments appear

centr. The fist development was a drtic shift in the U.S. mortgage maet away from the

trtiona 30 year fied rate mortgage towar subprime, Alt-A, and nontrtiona mortgages,

which include interes only and payment option adjustale rate mortgages. Pror to ths dece,

the 30 year fied rate mortgage ha domiate the U.S. mortgage maret for year, but by 2006
its share ha slipped to less th ha of mortgage origions. Subprie mortgages, which
accounted for less than 5 pernt of 

mortgage origiations in 2001, grew to account for over 20

percent ii 2006. The rapid grwt of 

these risky mortgages set the stage for the coing crsis.

The second development was the widespread deteroration of undertig stadads for

mortgages tht facilitaed the raid grwt of subprie, Alt-A, and nontrtional mortgages.
La underwtig stadads were most apparent in suprie mortgages, where the most
elementa notion of 

prudent lending - underting based on the borrower's ability to pay - was

ignored. Most of 
the subprie mortgages origiated durg these year were 2/8 or 3/27 hybrid

adjustable rate mortgages, chacterzed by a low fied intial interes rate for 24 or 36 month
followed by a signficant increae in the monthy payment. Many of 

these loans were

undertten to the intrductory rae, with preayment penalties and no escrow for taes and
insurce. A signficant share of subprie mortgages was also grted on a stted income basis,

requig no verfication or documentation of ability to pay the loan.

The thd development was the grwt of mortgage-backed securties (MS), parcularly for the
highy risky subprie, Alt-A, and nontraditional mortgages. Securtization of these mortgages

largely took place in the private label MBS maret which existed outside of the governent
spnsred entèrprise securtization sysem. The private label MBS market led to new origiation
and fudig chanels that fell outside diect federal supervision and facilitated the expansion of
risky lending. Securtition faciltaed the poor underting since many institutions that
underwote the loans did not hold the loan. . It fuer trsmtted the poor undertig of these
mortgages to investors worldwide, many of 

whom, it is now clear, were unaware of 

the risk and

failed to perform appropriate due diligence.

The four development was the grwt of complex derivative inents such as collateralized
debt obligations (COs), thugh which subprie and nontrtional mortgages were bundled
into senior and subordinate mortgage-backed securties, and crdit default swps (CDS) which
wer utilized by many investors to hedge the risk of 

these securties. The outstadig value of

credt default swaps grew from less th $900 bilion in 2001 to over $45 trllon in 2007. The

complexity and lackoftransparency of 

these strctued fiance vehicles, coupled with AA



quaty ratigs by credit rag agencies, create a false sene of comfort among a wide rage of

sophisticated global investors and led to enormoUS countear risk.

The fift development was the collapse of 

home prices in 2007. Much of 
the mortgage lendig

of recent year was based on the astion tht home prices would grw indefitely. When
home prices collapsed the underlyig mortgages became unable. Borrwers with litte to

no equity in their homes became trped in unafordle mortgages and delinquency, default,
and foreclosurs began to rise substatialy. Th caused the secnda market for subprie
mortgage backed securties to brea down in 2007 and ultiately the collapse of 

the entie

private label MBS market When the impact of declig home prices and the spreaing crisis
began to afect the penormance of CDS and highy leverged finacial intutions, it escalated

and adopted try global proportons.

Ql(b). To what extent is Congress to blame? if 

your lie depended on solving this puzze,

how would you do it, and what do all the indicators point to?

Al(b). A number of 
meases will be requied to address ths crisis and prevent similar crises

from occurg in the futu. Fir is the need to restore proper underwtig to the mortgage

market, parcularly subprie mortgage lendig. The federa bang agencies have taen a
number of actions to address ths issue, includig the issuce in 2007 of a final Statement on

Sub prime Mortgage Lending that identifies prudent safety and soundness and conser
protection stadads that intitutions should follow to ense borrwers obta loan they can
aford to pay. These stda include quafyg borrwers on a fuly indexed fuly amortg
repayment basis.

In addition, in 2008, the Boar of 
Govemors of the Feder Resere System approved a final rue

for home mortgage loans under the Home Owerhip and Equity Protection Act (HOEP A) that
applies to all lender, not jus federy supervsed intitutions. The rule is designed to protect
consumer from unai or deceptive acts and prace in mortgage lendig. It also estalishes
advertising standads and grater mortgage disclosure reuiements. With regard to subprie
mortgages, the roe prohibits lender from makg loans without regard to borrowers' ability to
repay the loan, requies verfication of income and assets relied upon to determe repayment
ability, restrcts the use of 

prepayment penalties, and requies credtors to establish escrow

accounts for propert taes and homeowner's insuce for all fi-lien mortgage loans.

Second, a review of securtization markets should be conducted to ensue that appropriate
incentives exist for lenders to properly underwte securtied loan and that securtizers of
mortgages and other assets conduct adequate due digence on the underlyig risks of the

securties. The review of securtition markets should include examnation of credt ratig
agencies, the role they played in the crsis, and the extent to which ban relied on credt ratig
agencies to assess the risks assoiated with seurtied mortgages.

Thd, statutory change is neeed to address gaps in supersory oversight for Over-The-Counter
(OTC) derivatives and credt default swaps. The proposed framework put forward by the
Admstron calls for requig clearg of al stadared OTC dervatives thugh regulated



centr counterares, subjecting OTC dervatives deaers and other signficant involved firm to

a robust regie of prudential suervion and reguon; imsing recrdeeping and reportg
requiements on al OTC tres; improvig enorceent autorities for OTC market
manpulation, frud and other market abuses; and providing grea protections for
unphisticat investors.

Finaly, Congress and the Admstron apropriately are underng a comprehenive review
of the ficial reguatory stctue. Par of 

that effort wi be focused on the nee for a special

reoluton regie outside the bantcy process for large non-ban ficial fi th pose a

systemc ri such as the regie th exst for in commor ban and thft. Une the
special statory powers that the FDIC has for resolvig inur depository intitutions, the

curent banptcy frework was't designed to protect the stbilty of 

the fiancial system. It

will be importt to create such a regie to avoid additional intaility in ties of ecnomic
crisis.

Q2. How many employees does the FDIC have-JDployees workig on closed bank fraud,
and eJDployees working on open bank fraud?

Al. Closed Ban: In tota, the FDIC has approximately 113 employees, as well as outside

contrtors, workg on closed ban frud. By mid-2009, the FDIC Legal Division wil have

increaed sta in its professional 

liability and finacial cres unt from 21 in mid-2008 to 46.

Ths includes 24 employees devoted to professional 

liabilty civi clai work arsing out of

recently-failed institutions (such as mortgage malpratice and frud clais); 12 devoted to
fiancial cries work to support the United States Deparent of Justice in its prosecutions of
crimial mortgage frud clai; and ten employees havig dua resnsibilities in both these

areas. We also have retaed 17 outsde law fis to date to assist with pedorming professional
liability investigations and litigaon as well as fi to hadle residential mortgage frud caes
specifically. We anticipate retag additional fi for both of these puroses durg 2009.
Ou Division of 

Resolutions and Receiverhips increased its civil and crial investigations

staf, brigig its tota in-house investigations sta 

to 67, and also added contrtors to support

its investigations fuction.

Qpon Ban: In tota, the FDIC ha aproximately 2,010 employees workig on upon ban frud
as par of their examation and enforcement responsibilities. In Washigton, we have 22
employees in the Legal Division's open ban enorcement section. In addition, oUr regional
legal offces have 58 attorneys and 32 other regional sta 

that asist with open ban enorcement

and other open ban concern. Ou Division of Supersion and Conser Protection includes
both examation staf-responsible for identifyng and investigatg potential frud--and
supersory sta who work with the Legal Division on enorcement actions. We have
approximately 1,730 examer who regularly review the activities of 

ined depository

institutions to ensur compliance with stte and federa 

laws and reguatons, includig all

consumer protection laws and the safe and sound opertion of 

FDIC-supervsed intutions.

Examer are tred to identify situtions in intitutions wher the risk of frud is heightened
and additional review procedurs may be needed. Approximately 160 FDIC employees are



designated Ban Sececy Act/Anti-Money Launderigfraud Subject Matter Exper, and these
individuas each spend a porton of 

their tie revewg priarly insider frud incidents.

Q3. How many successful convictons?

A3. The FDIC does not have authority to prosecute criinal cases directly. Ths authority
resides with the U.S. Deparent of Jusce. The FDIC actively support the Jusce Deparent
in its cr prosecutions of 

defendants who have commtt ban.fraud, but the FDIC does

not maita data on number of convictons separely frm the daa maitaed by the Justice
Deparent.

Q4. You state that you have had 4,375 mortgage fraud clai fied, and they are expected
to result in 900 additional civl mortage fraud lawsuits over the next three years. What do
you think the success rate wil be? What justice wil come to the American people? What
amount of money do you think we wil be able to recover from the people involved?

A4. To clarfy, the 4,375 mortgage frd matter referenced at the Marh 20 heang are
investigatons, and are not yet filed clai The lielihood of success on the merts of these
clai is ver high since they are frud clais. These have a high lielihood of success becaúse

frud by its natue, consists of dishonest acts that are not diffcult to prove. For exaple,
liability is rarely in question in the tyical mortgage frd cae once the fraudulent scheme that
makes up the case is uncover such as in mortgage tractions involving falsified loan
documents and/or the theft ofloan procee.

However, based on experience, we expect to fid in many of the clais that there is not a viable
recovery soure to make the clai cost-effective, and thus we will not purue those clais.

Many other will be setted before the need to file sut. Ou best estmate is ther will be 900
remaing clais on which we will fie suit. We anticipate that the estiated 900 mortgage
fraud lawsuits over the next severa year will result in more than $150 mion in moneta
recoveries.

In terms of justice for the American people, we would suggest that it is thugh these cases that
mortgage fraud is addrssed, perpetrtors forced to make reartions, and futue fraud deterrd.



Response to questions from the Honorable Louie Gohmert
by Martn J. Gruenberg, Vice Chairman,
Federal Deposit Insurance Corporation

Q. What do you personal recommend that Congress do legilatively to keep some of the
financial rik with those who put people in mortages and those who packaged and sold
them as securities?

A. The FDIC is workig with the other feder bang agencies and Congress to develop

potential fiancial and regulatory reform to address the ficial crisis. One of the most

importt factors drvig ths fiancial crsis ha bee the declie in value, liquidity, and
underlyig collatra perormance of asset-backed securties (ABS)-including mortgage-backed
securties-that were intially highly rated.

One of the key changes we ar discussing is the idea of 

"ski in the game:' If originators and

securtiers of 
mortgages, for example, were requied to reta "ski-in-the-game" by holding

.some form of explicit exposue to the assets they originate and sell, the likely result would be
more carefu undertig and better monitorig of 

the pedormance of 
mortgage-backed

securties. Some have noted the implementation chalenges inerent in ths idea, such as whether
we can or should prevent issuers from hedgig their exposure to their retaed interests. We
need to evaluate these issues but correctig the problem in the "origiate-to-distrbute model" is
ver importt.

In addition to "ski in the game," we also ar lookig at the role of disclosure. Many previously
highy-rated ABS were never tred in seconda maret and were subject to litte or no public
disclosure regarding the charcterstics and ongoing pedormance of 

underlyig collateral.

Additional disclosue might include, for example, rated securtization trches, in a readily

acessible format on the ratings agency websites. Ths could include detailed loan-level
charcterstics and regular pedormance report. Over the long term, liquidity and confdence
also might be improved if secnda market prices and volumes of asset-backed securties were
reported on some tye of system simlar to the way that such data is curently captued on
corporate bonds.

Finally, fiancial incentives for short-term revenue recgntion appea to have drven the
creation oflarge volumes of 

highy-rated securtition products. There was inufcient

attention to due diligence, and insuffcient recgntion of 

the risks being trsfered to investors.

Moreover, some aspects of our reguatory framework may have encouraged ban and other
institutional investors in the belief 

that a highy-rated securty is, 
per se, of mial risk.

We look forwar to workig with Congress to craf a comprehenive package of reguatory
reforms tht will address the short-comigs of 

the regulatory frework for the "origiate-to-

distrbute model" as well as the reguatory gaps in the overall fiancial regulatory sysem.
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