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Federal Denosit Insurance Cornoration Office of Audits
Washington, D.C. 20434 Office of Inspector General
DATE: August 14, 2003

MEMORANDUM TO: Micheel J. Zamorski, Director
Divison of Supervison and Consumer Protection
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l'vl'h" 1"\..'1\ _}'\ (:'g__n.______
FROM: Russl A. Rau
Assigant Inspector Generd for Audits

SUBJECT: Material Loss Review of the Failure of Southern Pacific Bank,
Torrance, California (Audit Report No. 03-036)

In accordance with section 38(k) of the Federal Deposit Insurance Act (FDI Act), 12 U.S.C. 18310,
the Office of Ingpector Genera (OIG) conducted areview of the failure of Southern Pecific Bank
(SPB), Torrance, Cdifornia. On February 7, 2003, the Cdifornia Commissioner of Financia
Ingtitutions closed the ingtitution and named FDIC asreceiver. At thetime of failure, SPB reported tota
assets of gpproximately $1.1 hillion On February 14, 2003, FDIC' s Division of Finance notified the
OIG that the estimated cost of the failure to the Bank Insurance Fund (BIF) would be $134.5 million
Asof June 30, 2003, this estimated loss had declined to $100 million due to higher than expected
proceeds from asset sales.

As mandated by the FDI Act, the audit objectives were to: (1) ascertain why the bank’ s problems
resulted in amaterial loss' to the insurance fund and (2) assess the FDIC' s supervision of the bank,
including implementation of the Prompt Corrective Action (PCA)? requirements of Section 38 of the
FDI Act. Inthisreport, we address each of these objectives and discuss our findings as part of our
andysis of the bank’ s failure and the regulators  efforts to require SPB’s management to operate the
bank in a safe and sound manner. Appendix | contains additiona information on our objectives, scope,
and methodology.

! A material lossis defined by section 38 of the FDI Act, in general, as aloss that exceeds the greater of $25 million or
2 percent of the institution’ s total assets at the time the FDIC was appointed receiver.

2 Seethe glossary (Appendix X) at the end of this report for an explanation of this and other terms and acronyms
used throughout this report.



BACKGROUND

SPB was chartered as an industria loan company® (1LC) by the State of Californiaon March 1, 1982,
under the name of Southern Pedific Thrift & Loan.* Theingtitution received federal deposit insurance on
November 5, 1987. Initidly, the indtitution originated residentia mortgage loans and sold the loans and
servicing rights to its parent, Imperid Bank. SPB remained adirect subsdiary of Imperid Bank until
January 1992 when Imperia Bank formed Imperid Credit Indudtries, Inc. (1CI1), and contributed al of
the outstanding stock of SPB to ICII.> Appendix || containsan ICll organizationa chart. SPB and
Imperia Bank were subject to regulation, supervison, and examination under both Cdifornia and
federal law, by the California Department of Financid Ingtitutions (DFI)° and by the FDIC, respectively.
But by law, ICIl was not subject to Bank Holding Company Act (BHCA) regulations. 1CII annudly
filed aForm 10-K, Annual Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act
of 1934, with the Securities and Exchange Commisson Each year ICII’s 10-K dtated that it was not
regulated or supervised by the DFI, FDIC, Federal Reserve Board or any other bank regulatory
authority, except with respect to:

the genera regulatory and enforcement authority of the DFI and the FDIC over transactions and
dedlings between ICII or any of its affilistes and SPB; and,

the specific limitations regarding ownership of the capitd stock of a parent company of any
indugtrid bank and the payment of dividends.

 Anindustrial loan company, industrial bank, or other similar institution, which is an institution organized under the
laws of a state which, onMarch 5, 1987, had in effect or had under consideration in such state's | egislature a statute
that required or would require such institution to obtain insurance under the FDI Act (12 U.S.C. 1811 etseq.) - (1)
which does not accept demand deposits that the depositor may withdraw by check or similar means for payment to
third parties; (11 ) which hastotal assets of less than $100,000,000; or ( I11') the control of which isnot acquired by
any company after August 10, 1987. The current California Financial Code (CA FC), section 1400, pertainsto the
licensing and regulation of industrial banks and states that any reference to the term industrial loan company means
industrial bank. CA FC section 105.5 defines an industrial bank to mean a corporation organized for the purpose of
engaging in theindustrial banking business, and section 105.7 definesindustrial banking businessto include the
making of loans and acceptance of deposits, including deposits evidenced by investment or thrift certificates, but
excluding demand deposits.

* The 1996 Californialegislation that created the California Division of Financial Institutions also authorized the use
of the word bank by thrift and loan companies, such as SPB, in their names. Effective October 8, 1997, Southern
Pacific Thrift & Loan changed its name to Southern Pacific Bank.

®|ClI was SPB’s holding company. By March 31, 2002, ICII had a capital deficit of approximately $97 million. 1CII was
publicly traded onthe NASDAQ until it was delisted onMay 15, 2002. In July 2003, IClI filed for protection from
creditors under Chapter 11 of the federal bankruptcy law. 1ClI listed $190 millionin liabilities and $20 million in assets
initsfilingin U.S. Bankruptcy Court in Los Angeles.

® The DFI was created on July 1, 1997. DFI was formed by consolidating the divisions of Credit Unions and Industrial
L oan Companies from the Department of Corporationsinto the former State Banking and Savings and Loan
Departments. Prior toJuly 1, 1997, SPB was supervised by the California Department of Corporations (DOC).



In the early 1990s, SPB grew rapidly from aggressve marketing for deposits and from bulk mortgage
loan purchases, mostly from affiliates.” SPB warehoused® mortgage loans, but aso held asmall
portfalio for investment purposes. The bank nearly tripled in asset size from $452 millionat the
February FDIC 1993 examination to nearly $1.4 billion by year-end 1994. However, $1.1 billion of
total assets were mortgage loans held for sale (also known as pre-sold loans),® which were generaly on
the books for less than 90 days.

At the beginning of 1994, SPB’stotd assets were greater than $500 millionfor the firg time, crossing
the asset threshold of Section 36 of the FDI Act™ and thus requiring SPB management to prepare,
annudly, reports thet included the following:

Financid statements prepared in conformity with generally accepted accounting principles
(GAAP).

A written assertion about the effectiveness a year-end of the ingtitution’ sinterna controls over
financid reporting.

A written assertion about the indtitution’s compliance during the year with federa laws and
regulations relative to (8) ingder loans and (b) dividend redtrictions and state laws and
regulations relative to dividend redtrictions.

In addition, Section 36 required SPB management to engage an independent accountant to provide the
following reports annualy:

An audit report on the GAAP-bassfinancid satements.
An examination-level attestation report on management’ s assertion about financial reporting
controls.

The financid statement audit, performed in accordance with generally accepted auditing standards
(GAAYS), and the examination of management’ s assertion about financia reporting controls, performed
in accordance with the American Institute of Certified Public Accountants (AICPA) Statement on
Standards for Attestation Engagements (SSAE), were required to be filed with the FDIC and other
regulatory agencies within the 90 days following SPB’sfiscd year-end. SPB management was aso

" Section 2(k) of the Bank Holding Company Act, 12 USC 1841et seq., defines the term "affiliate” to mean any
company that controls, is controlled by, or is under common control with another company.

8 Loans originated through aline of credit are essentially warehoused until sold into the secondary market.
Warehousing allows a mortgage banker to leverage capital, thus permitting increased |oan production.

° Held for sale, or pre-sold loans are | oans purchased for subsequent salein the market. These loans were generally
not permanent in nature and were typically on the bank's books for less than 90 days.

19 The Federal Deposit Insurance Corporation Improvement Act (FDICIA) of 1991 added Section 36 to the Federal
Deposit Insurance Act (FDI Act), codified to 12 U.S.C. 1831m, and Part 363 of the FDIC Rules and Regulations,
codified to 12 C.F.R. Part 363 implements Section 36 of the FDI Act. FDICIA contained accounting, corporate
governance, and regulatory reforms designed to correct weaknesses in the deposit insurance system. Among other
measures, FDICIA’ s early warning reforms provide for timely disclosure of internal control weaknesses. FDICIA also
established audit and reporting requirements for insured depository institutions with total assets of $500 million or
more and their independent public accountants.



required to file with the regulators any management letter, quaification, or other report within 15 days
following receipt from SPB’ s independent accountant.

SPB’s parent, IClI, conducted its core business segments primarily through SPB where I Cl1 originated
loans and leases. SPB higtorically obtained the liquidity necessary to fund its parent ICII’ s former
resdentid mortgage banking operations and its own investing activities through deposits and, if
necessary, through borrowings under lines of credit and from the Federal Home Loan Bank (FHLB).

In 1995, ICII began to reposition, transform and diversify its core business activities from the traditiond
mortgage banking operations of originating and selling conforming resdentia mortgege loansto offering
higher margin loan, lease, investment, and financia services products.  IClII diversfied itsloan and lease
products by focusing on the cregtion and acquisition of additiona finance businesses as described
below:

NonConforming Residentid Lending — Non-conforming resdentia lending was conducted
through 1CII's subsidiary, Southern Pacific Funding Corporation (SPFC)™, amortgage banking
company that originated, purchased, and sold high-yidding, sngle family nonconforming
mortgege loans. SPFC commenced operationsin January 1993 as adivison of SPB and after
April 1995, operated as a subsdiary of 1ClI before completing an initid public offering of its
common stock in June 1996.

Business Finance Lending — Business finance lending was conducted through Imperid Business
Credit, Inc. (IBC), an ICIl whally-owned commercid leasing company specidizing in lending to
gmal businesses and three divisons of SPB: Coast Business Credit (CBC), the Loan
Participation and Investment Group (LPIG) and the Auto Lend Group (Auto Lend).

Commercid Mortgage Lending — IClI conducted its commercid mortgage lending operations
through the Income Property Lending Divison (IPLD) of SPB. 1PLD wasformed in February
1994 to expand IClI’ s gpartment and commercia property lending business and focused on the
smdl loan market for gpartments and commercid loans conggting of loans less than $2.5 million

Consumer Lending — ICIl conducted consumer lending operations through the Auto Lending
Divison (ALD) and Consumer Credit Division (CCD) of SPB. ICll eventudly closed ALD
operations in February 1999 because of the sgnificant losses incurred from this business. 1ClI
aso closed its CCD operations in December 1998 because they did not generate returns that
met profitability expectations.

' SPFC was a specialty finance company engaged in the business of originating, purchasing, and selling non-
conforming mortgage loans secured primarily by one-to-four family residences. The mgjority of the Company's loans
were made to owners of single family residences who used the |loan proceeds for purposes such as mortgage
refinancing, home purchase, debt consolidation, home improvements, and educational exp enditures. SPFC focused
primarily on lending to individuals who had significant equity in the value of their homes but had impaired or limited
credit histories. Asaresult, SPFC's customers were less likely to qualify for loans from conventional mortgage
lenders and generally paid higher interest rates than interest rates charged by conventional mortgage lenders.
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Franchise Lending — Franchise lending was conducted through I Cll's subsidiary, Franchise
Mortgage Acceptance Corporation, LLC (FMAC), afull-service franchise finance company
engaged in the business of originating loans and equipment leases to top-tier established
franchisees of national and regiond franchise concepts. 1Cll eventudly divested itself of
FMAC.

SPB higtoricaly obtained the liquidity necessary to fund ICII’ sformer residentid mortgage banking
operations and SPB’ s investing activities through deposits and, if necessary, through borrowings under
lines of credit and from the Federa Home Loan Bank (FHLB). By 1996, the bank’s business lines
were expanded to include commercid lending, franchise financing, and asset-based lending through the
bank’ s acquisition of CBC from Coast Federal Savings and Loan. Business operations conducted
through divisons of SPB were primarily financed through deposits, capital contributions from IClI to
SPB, awarehouse line of credit and FHLB borrowings. CBC specidized in higher yidd and higher risk
commercid loansto severd mgor indudtries including arlines, tedecommunications, technology, and
entertainment.

As part of the repositioning and diversfication process, ICll's loan portfolio composition asa
percentage of total loans and leases outstanding at December 31, 1996, changed as shown in Figure 1
below.

Figure 1. Changein Composition of ICII’sLoan Portfolio

|W December 31,1996 O December 31,1995 |

Percent of Portfolio

Conforming Commercial Consumer Business Non-

Residential Mortgage Loans Loans and conforming
Mortgage Loans Leases Residential
Loans Mortgage

Loans
Loan Types by Escalating Risk (Lower to Higher Risk)

Source: ICII’s 1996 Securities and Exchange Commission Form 10-K.

As noted above, ICII’s conforming resdentid mortgage loans, commercid mortgage loans, and
consumer |oans decreased, while higher risk non-conforming residential mortgage loans and business
loans and leases increased as a percentage of tota outstanding loans and leases.



SPB’s parent, IClI, repositioned, transformed, and diversfied its core business activities from the
traditional mortgage banking operations to offering higher-margin loan, lease, investment and financia
services products. The effect of thismgor change was reflected in SPB’ soan portfolios, most notably
initslower-risk loans secured by one-to-four family resdentia properties and higher-risk commerciad
and indugtrid loan portfolio as shown in Figure 2.

Figure 2: Changein SPB’sLoan Portfolio Mix from 1987 to 2002
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Source: SPB Call Reports.

From 1987 through 1999, SPB’s composite CAMELS™ rating fluctuated between a2 and a 3.
However, during the 1996 examination by FDIC and DFI, examiners had severa concerns that
required SPB’s Board of Directors to oversee improvements in the bank’s compliance with laws,
regulations, and statutes; adherence to lending policies, qudity of assets; and, interna controls,
practices, and policies over operations.  Overdl, for the first time, examiners concluded that the Board
and management had not been effective in managing, supervising, or adminigtrating the growth of SPB.
These concerns persisted until the failure of SPB in 2003. Following the 1996 examination SPB
entered into ajoint memorandum of understanding (MOU) with the FDIC and DF on September 30,
1996. Thiswasthefird informa action against SPB. Table 1 summarizes SPB’s examination history
and supervisory actions from 1992 through 2003.

2 Financial institution regulators use the Uniform Financial Institutions Rating System to evaluate a bank's
performance. Six areas of performance are evaluated and given anumerical rating of 1 through 5, with 1 representing
the least degree of concern and 5 the greatest degree of concern. The six performance areas are: Capital adequacy,
Asset quality, Management practices, Earnings performance, Liquidity position, and Sensitivity to market risk. A
composite CAMELSrating isan overall rating given to abank based on the six performance areas. A rating of 1
through 5isgiven. A rating of 1 indicates strong performance; 2 reflects satisfactory performance; 3 represents

bel ow-average performance; 4 refersto marginal performance that could threaten the viability of the institution; and,
5isconsidered critical, unsatisfactory performance that threatens the viability of the institution.



Table 1: FDIC and California DFI Supervisory Actionsfor SPB from 1992 to 2003

CAMEL(S)/ Supervisory Actions
Examination Composite Recommended by FDIC and
Date and | ssuer Ratings California DFI Examiners Resulting Actions
10/31/1992, DFI 2-2-2-1-21/2 None None
02/04/1993, FDIC 1-2-2-2-2/2 None None
01/10/1994, FDIC 2-2-32-21/2 None None
12/15/1994, DFI 2-3-3-2-3/3 None None
01/16/1996, DFI Concurred / Signed-on to FDIC's MOU
Concurrent w/FDIC | 2332213 None Effective 9/26/96.
01/16/199%, FDIC 2-3-32-2/3 Recommended MOU MOU Effective 9/26/96.
Concurrent w/DFI
Of the 6 provisionsin FDIC' s 9/26/96
04/14/1997, DFI MOU, 5 satisfied. Board Resolution
Concurrent w/FDIC | 233%22/3 | None adopted on 10/29/97 to address 4/14/97
exam deficiencies.
O4/14/1997, FDIC 2-2-3-2-2-2/ 2 None Same as above.
Concurrent w/DFI
OS/LU199%, Joint | 3342.22/3 | Recommended MOU. MOU Effective 01/27/99
DFI and FDIC
Significant progress on 1/27/99 MOU but it
06/21/1999, Joint 33332.3/3 MOU considered but not but remainsin effect. Board Resolution
DFl and FDIC recommended. adopted on 1/26/00 to address 1999
examination deficiencies.
Progresson 1/27/1999 MOU, but 2
. important provisions--maintenance of
gaF/lzizgng nt 34-4-4-2-2/4 | Recommended C& D Order. capital and reserves--not fully satisfied.
- FDIC C&D Order issued 12/15/00.
- DFI Fina Order issued 01/03/01.
OU2V200L DM~ | y5 454474 | None DFI Final Order ineffect 0L/03/0L,
Concurrent w/FDIC
01/22/2001, FDIC 45454-4/4 | None C&D Order in effect since 12/15/00.
Concurrent w/DFI
. FDIC C&D and DFI Final Ordersremainin
é]ézﬁogﬁifcoﬁg . | 55454415 Z&Azg%i’ip“ir;”g‘;gﬁ n);zar- effect. FDIC PCA Notification of Capital
P ' Category issued 02/01/02
02/03/2002. DF SPB undercapitalized for PCA | FDIC C&D and DFI Fina Ordersremainin
Concurren£ W/EDIC 555555/5 purposes as of December 31, effect. PCA notification demanded capital
2001. plan and included other restrictions.
02/04/2002, FDIC SPB in substantial non-compliance with
Concurrent w/DFI 55555575 | Sameasabove. Orders and remains under PCA.
FDIC & DFI recommend capital i
) . L FDIC C&D Order, DFI Fina Order, and
11/18/2002 FDIC 554545/5 | infus on of $55 and $54 million, PCA Demand for Capital remainin effect.
respectively.
02/07/2003, DFI Bank Closed DFI closesbank and FDIC is Loss estimated by FDIC at $134.5 million as

named receiver.

of 02/14/03.

Source: FDIC and California DFI reports of examination and related correspondence.

SPB’s board of directors stipulated to an FDIC Cease and Desist Order (C& D) that became effective
on December 15, 2000. Thiswasthe firg forma action againgt SPB by the FDIC. The Order
required SPB to retain qualified management, increase capital, reduce classfied assets, redtrict
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dividends and bonuses, and improve other operations. On December 31, 2000, the bank was
congdered sgnificantly undercapitalized for PCA purposes, because the bank’s Total Risk-Based
Capita ratio decreased to 5.57 percent, Tier 1 Risk-Based Capita ratio decreased to 2.86 percent,
and Tier 1 Leverage Capitd ratio decrease to 2.82 percent. On December 31, 2001, the bank was
considered undercapitalized for PCA purposes because its Total Risk-Based Capitd ratio increased
only to 6.34 percent, Tier 1 Risk-Based Capitd retio increased only to 3.51 percent, and Tier 1
Leverage Capital ratio increased only to 3.03 percent. Although SPB’s capital improved, on
February 1, 2002, FDIC required SPB’s Board to prepare and submit a capital restoration plan by
March 1, 2002, and inform the board of the restrictions under Section 38 of the FDI Act. SPB
remained in substantial noncompliance with FDIC' s order as of December 2002. The DFI issued a
smilar erforcement action, a Find Order, that became effective on January 3, 2001.

After severd revisions, SPB’s capital plan was accepted on May 24, 2002. The plan required that
SPB increase Tier 1 capital by aminimum of $55 millionby July 22, 2002, through capita injections
and/or through the sale of certain assets. SPB failed to meet the capitd plan, and on duly 25, 2002,
FDIC notified SPB that it was Sgnificantly undercapitaized for PCA purposes. A revised capitd plan
was submitted on November 26, 2002, that called for one of I1CII’ s senior debt holders to acquire
approximately 80-percent ownership of SPB by directly purchasing $30 millionin common stock. On
November 18, 2002, the senior debt holder filed a Notice of Change of Control with the FDIC, and it
was accepted for processing on December 11, 2002. Subsequently, in January 2003 and while FDIC
was reviewing the senior debt holder’ s pending Notice, the senior debt holder decided to withdraw the
pending Notice and notified the FDIC and other interested parties of the decision on January 23, 2003.
Without another source of capital, the SPB was determined to be criticaly undercapitaized as of
December 31, 2002, and closed on February 7, 2003. Appendix |11 contains a chronology of
sgnificant eventsin SPB’s higtory.

RESULTSOF AUDIT

SPB failed because of ineffective cor porate gover nance, leading to a material lossto the Bank
Insurance Fund. Specificdly, the individua who served both as the Chairman and President of the
bank’ s holding company, IClI, and as the Chairman and interim President of SPB dominated the
operations of the bank, and the Board faled in its respongibilities. Under these circumstances, bank

management:

pursued a strategy of high-growth, high-risk commercia lending without proper risk
management processes,

concentrated the bank’ s lending in the telecommunications, technology, entertainment, and
arline industries, without adequate underwriting;

operated the bank and itslargest commercid lending divison under an incentive bonus program
that rewarded key executives based on reported profits, without balancing performance
measures related to the safety and soundness of the ingtitution;

frequently ignored examiner recommendations; and

did not correct sgnificant problems identified in internd reviews, dlowing internd control and
other problems at the bank to persist.



Additiondlly, SPB’s externd auditor did not assure adequate disclosure of SPB’sfinancia condition,
results of operations, and internal control weaknesses. As aresult, the bank experienced significant
lossesin its commercid loan portfolio. Furthermore, the downturn in the telecommunications and
technology sectors in the early 2000s and the impact of the September 11" terrorist attacks on the
arlineindugry exacerbated the deterioration in the bank’ s portfolio.

In addition to the estimated loss to the Bank Insurance Fund, SPB suffered losses of over
$325 millionin the bank’s commercial and industrial portfolio from 1997 to 2002. Inthe mid- to
late 1990s, SPB dramaticaly shifted its busness strategy from mortgage lending to high-risk commercid
lending. The bank changed its focus to higher-risk loans, with potentidly higher yields, concentrating in
the telecommunications, technology, entertainment, and airline industries. Many of these new business
lines were pursued without an adequate loan review program and interna |oan grading system. Inferior
underwriting and credit administration, combined with the rgpid growth in these product lines without an
adequate provision for loan losses, led to increasing asset problems and adverse classfications. SPB’s
attempts to resolve these problems through loan workout strategies increased the bark’ s exposure and
delayed the full recognition of losses.  Although SPB’ s holding company provided capitd infusions of
$125 millionand purchased SPB assets of $31 millionfrom 1997 to 2002, the bank’ s continuing losses
led to a depletion of the capital needed to sustain operations.

With respect to the supervision of SPB, the FDIC and state examiner s conducted annual
examinations, consistently identifying and reporting deficiencies and taking variousinformal
and formal enfor cement actions, but these actionswer e of limited effect in reducing the risk of
amaterial lossto theinsurance fund. Examiner guidanceis needed for assessing the capital
requirements and provision for losses associated with high-risk commercial loans. FDIC and
dtate examiners conducted annual examinations of SPB from 1993 until its closure. The examiners
repestedly identified and reported on significant, yet uncorrected problems at the bank. The regulators
aso required the bank to operate under two MOUS, in 1996-1997 and 1999-2000, and one C&D
Order from 2000 until SPB falled. However, we identified two areas where supervison could be
improved:

examination guidance and assstance is needed for determining the appropriate amount of equity
capitd needed for high-risk commercial loans, and

examination guidance is needed for ng the provison for loan losses associated with high-
risk commercia loans, including the use of peer group average raios, higorica loan loss
averages, and adjustments for qualitative risk factors such as new areas of lending, new
management, and high loan growth.

The FDIC implemented PCA in accordance with the requirements of Section 38 of the FDI
Act. However, PCA was not fully effective due to the inadequate provision for loan losses that
overdtated SPB’sincome and capitd for severd years and to the bank’ s failure to execute its approved

capitd plan.



Other Issue: Federal Oversight of ILC Parent Holding Companies

Of the 10 materid loss reviews we have conducted, thisis the second involving indudtriad loan
companies — the 1999 failure of Pacific Thrift and Loan was the other. In the case of SPB, its parent
holding company, ICIl, was not subject to the regulatory oversight provided under the BHCA.
However, the FDIC was authorized by law to examine any affiliate of SPB, including its parent
company, to determine the relationship between SPB and its parent/affiliate and the effect of such a
relaionship on the bank. Our report contrasts the oversight and authority provided under the BHCA
with that which is available by statute to FDIC for parent holding companies of industrid loan
companies such asICIl. We aso intend to conduct an audit specifically focusing on non-bank bank
holding companies and the potentid risks, if any, which may result from the reduced levd of federa
overdght for holding companies not covered by the BHCA.

This report contains six recommendations designed to improve the bank supervison process and
promote the safety and soundness of FDIC-supervised inditutions.
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FINDINGSAND RECOMMENDATIONS
WHY THE BANK’SPROBLEMSRESULTED IN A MATERIAL LOSS
Corporate Governance

SPB’s Board of Directors (Board) and senior management™® exhibited a pattern of mismanagement and
failed to provide an adequate system of corporate governance® The Board' s failure to provide
adequate oversight was a principa cause of the bank’ sfailure, which happened in large part because the
Chairman dominated the Board. The bank engaged in high-growth, high-risk srategiesin the mid-late
1990swith libera underwriting, but without proper risk management processes. The Board and senior
management disregarded various laws and banking regulations and frequently ignored examiner
recommendations and enforcement actions, which resulted in alarge number of nonperforming loans a
the bank’ s asset- based lending divison, Coast Business Credit (CBC); Auto Financing Divison;
PrinCap Mortgage Warehouse Inc. (SPBs wholly-owned subsidiary); and its leveraged syndicated
credit divison, Loan Participation Investment Group (LPIG). Adding to these problemswas: the lack
of adequate internal control, such as segregation of duties; inadequate preparation of workpapers for
Call Reports; miscalculation of discounts on loansto facilitate the sale of other red estate; lost held-for-
sdeloan files, poor accounting for specific reserves; lack of conformity with SPB’s policies and
procedures; and questionable opinions by the externa auditor, who aso performed internd review
sarvices. To achieve an effective corporate governance environment, the Board (incduding the audit
committee), senior management, interna review, and externa audit must dl be in place and working
cohesively. Asdiscussed below, this did not occur at SPB.

Board of Directors

The Chairman of the Board (COB) of SPB dso held the positions of President and COB at SPB’s
parent holding company, ICII. Thisindividua was the one congtant management figure through most of
the bank’ s history. SPB’s Board mesetings were held smultaneoudy with ICII’s Board meetings. Many
of the interna routine exceptions noted by examiners involved loan servicing performed by affiliated and
unaffiliated third parties without adequate oversght. Weak interna operations existed and continued
from examination to examination because the bank was so integrated with its parent holding company,
ICII. According to the April 14, 1997 examination, the “distinction was blurred between the bank and
its [parent] as a stand done entity.” Examiners had stressed the importance of maintaining a separation
between the bank, I1CII and its affiliates, and other third parties, but these concerns were repeatedly
ignored. The continued lack of adherence to Sections 23A and 23B of the Federal Reserve Act,
codified to 12 U.S.C. 88 371c and 371c-1, and various Cdifornia Financid Code regulations suggests

13 Senior management refers to executive officers and excludes directors.

¥ For financial institutions, corporate governance is the manner in which their Board of Directors and senior
management govern their business and affairs. Corporate governance affectsthe way corporate objectives are set
and aligns corporate activities and behaviors to ensure saf e and sound busi ness operations and compliance with
laws and regulations. Effective corporate governance considersthe interests of stakeholders and, ultimately,
protects depositors’ interests.
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that the bank lacked the ability or willingness to comply with gpplicable requirements. Transactionswith
affiliates were not monitored for compliance with federd regulations which subsequently led to
continued violaions (see Appendix 1V).

Inan April 14, 1997 Report of Examination (ROE), FDIC examiners stated that the “Board and
management had not been effective in managing, supervising, or administering the growth of the bank.”
This difficulty was the result of the Board and management’ s failure to properly manage and adapt to the
growth experienced in the early 1990s. During thet time, the bank’ s assets grew from less than

$100 millionto over $1 billion The sgnificant growth was the result of increased transactions with its
parent company and affiliates. The Board and management lacked the knowledge of regulatory
requirements, effective management skills, and the ability to properly account for these transactions.

Inajoint June 21, 1999 examination conducted by the FDIC and California Department of Financid
Ingtitutions (DFI), the examiners determined that 1CI1 had become more involved with the bank and had
expanded SPB’ s Board to include five ICII directors. Significant lossesin the CBC, Auto Lending
Divison and LPIG portfolios, aswell as SPB’s wholly—owned subsidiary, PrinCap Mortgage
Warehouse, Inc., were due to alack of adequate Board supervison These losses are discussed

below.

Auto Lending Divison— Significant losses were attributable to alack of SPB’s management
oversght in the adminigration of the divison The thrift discontinued funding auto paper through
thisdivison in June 1999. The portfolio was reduced by sales, losses on sales and vauation
write-downs.

CBC — Adverseloan dassfications dramatically increased. However, SPB’ s management
believed that the classifications were low and appropriate for an asset-based |oan portfolio and
typica for that industry. Credit managers were extending funds to very weak borrowers with
the belief that the borrowers would recover financidly. This practice had gone unsupervised by
senior bank management.

PrinCap Mortgage Warehouse, Inc. (PrinCap) — Significant losses were the result of
fluctuations in the loan securitization market and ineffective servicing practices, which resulted in
sgnificant increasesin classifications.

LPIG — Significant losses occurred in the LPIG divison as the result of concentration of
syndicated credits in the arline, tedlecommunication, technology, and entertainment industries.

In the FDIC' s January 22, 2001 examination, examiners noted that, “... the Board of Directors had

failed to properly supervise the bank or to implement sound policies and objectives.” Some examples
of inadequate supervison by the Board and SPB management identified by examinersfollow:.
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Excessve management turnover — From 1997 through 2001 SPB had three presidents, two
chief executive officers, and three chief financid officers

SPB experienced growth by sacrificing the qudity of its activities— The bank operated with a
decentraized entrepreneurial management structure in which business development dominated
the corporate cultura at the expense of sound loan administration and prudent credit judgment.

Numerous occurrences of aleged borrower frauds — Senior managers sacrificed prudent credit
judgment because bonuses were paid based on corporate growth and profitability.

Repeat transactions with affiliates — Board and management were consstently cited for apparent
violations of Sections 23A and 23B of the Federa Reserve Act.

According to FDIC's Manud of Examination Policies, the qudity of management is probably the sngle
most important eement in the successful operation of abank. Management includes both the Board of
Directors, which is eected by the shareholders, and the executive officers, who are gppointed to their
positions by the Board. Examiner guidance in DSC Examination Modules addresses various control
and performance standards in evauating bank management. These standards include whether abank's
board has established policies to maintain a system that effectively measures and monitors risk and to
implement corrective actions recommended by auditors and supervisory authorities. To determine
whether a bank's risks are adequatdly identified, measured, monitored, and controlled, the examiners
evauae whether the Board has:

identified and assessed mgjor risks that influence the success or failure of the bank,
established adequate policies and procedures given the Size and complexity of the bank,
implemented adequate controls to ensure adherence to bank policies and legd and regulatory
requirements, and

implemented appropriate systems to monitor the bank's activities.

The Board' sfailure to provide adequate oversight of SPB resulted in concentrations of affiliate
transactions, concentrations of credit risk, high-risk lending, and a disregard for banking laws,
regulations, and examiner recommendations. FDIC and State of Cdifornia ROEs from 1992 through
2002 identified numerous matters requiring Board attention pertaining to the lending function These
aress included basic tenets of banking, such as affiliate transactions, risk management, asset qudity, loan
policies, and loan administration.

Senior Management
SPB senior management did not fulfill its respongbilities to operate the bank in a safe and sound
manner. Specificaly, senior management dlowed the agressve growth of concentrated high-risk assets.

Management did not ensure appropriate |loan administration procedures or provide a sufficent
Allowance for Loan and Lease Losses (ALLL) which contributed to the collapse of SPB.

13



The bank’ s poor condition had occurred, according to FDIC examiners, largely during the COB’s
gewardship. The Board had abdicated its management oversight role to the bank’s COB who aso
served as the bank’ s interim President from December 2000 to July 2001. The examiners stated that:
“The bank is characterized by adecentraized, entrepreneuria management structure in which individua
managers are given bonus incentives related to growth and profitability.” Examinersaso stated: “The
entrepreneurid management philosophy has created a climate where business development has
dominated the bank’ s corporate culture at the expense of sound loan administration and prudent credit
judgment.”

Bonus Incentives Drive Poor Loan Underwriting

Management focused on the quantity of loans as opposed to the quality of loans due to the lucrative
bonuses tied to performance incentives (see Table 2). This bonus structure encouraged the following
practices.

initiating high-risk loans without commensurately higher reserves, and
restructuring such loans to mask their non-current status or lack of payment.

Senior manegement alowed the aggressive growth of high-risk assets that eventudly led to the bank’s
demise. During the joint June 26, 2000, examination, FDIC and DFI examiners reported that CBC
managers were continuing the risky practice of advancing additiona funds to weak borrowersin the
hope they would recover financidly. Such workout |oans whose repayment was not predicated on
identifidble or higtorical sources of cash, or that may have had intangible collatera of questionable value,
tended to be highly speculative and exposed the bank to increased risk. The effect of kegping some of
these loans current, as opposed to charging them off, helped maintain higher profit marginsfor SPB’s
CBC divison and increased bonuses based on performance.

Severa executives had employment agreements that included bonus incentives based on overal pre-tax
profits, and in the case of CBC, the asset-based lending divison of SPB, bonuses were based only on
the divison’s profits even though the overal organization was losng money. During October 2000, a
former SPB president, who served from 1998 until 2000, met with FDIC management and stated that
while he was president of SPB, CBC had been alowed to operate independently from his oversght.
During that time, CBC' s portfolio represented from 32 to 42 percent of the bank’ stotal assets. He
indicated that CBC's senior executive staff did not report to him, but reported directly to the
President/CEO of the bank’s parent holding company, ICII. He further stated that CBC' s executive
officers were under contract with ICI1 and received annua bonuses based solely on pre-tax profitability
at CBC as cdculated from internaly generated figures at CBC. These incentives appeared to have
resulted in the failure to report problem loans and a propendty to liberaly restore credits. Internd risk
ratings of loansin the CBC portfolio failed to accuratdly reflect the high degree of risk inherent in the
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loan portfolio, and management did not properly account for problem loans that should have been
placed on a nonaccrud status.™

The FDIC examiners identified two executive officers at CBC who received annua bonuses paid in an
amount equa to 1.5 percent of CBC's annual pre-tax profit prior to the payment of bonuses provided
for in their employment contracts. The OIG examined SPB’s parent holding company records during
thisreview and obtained alist of bonuses paid to 58 CBC employees during 1998. Although the OIG
does not have the corresponding employment agreements, many of the bonuses paid to these executives
and non-executives were Significant (see Table 2). CBC’sloan portfolio grew from $289 millionin
1996 to $765 millionin 2000. In addition, the individual who served asthe ICII President/CEO and
SPB COB, and the individual who served as SPB’ s president from 1994 -1998 and as vice-charman
of SPB’sBoard in 1999, received bonuses tied to a percentage of overal company pre-tax profits.
Table 2 shows examples of employee salaries and bonuses,

Table2: Examplesof SPB and I Cll Employee Salaries and Bonuses from 1994 to 2001

Name/ Position Fiscal Year Salary Bonus
1994 $ 256,398 $ 125621
1995 300,000 252,603
1996 300,000 700,000
ICII President and CEO 1997 450,000 700,000
and SPB Chairman 1998 502,114 0
1999 500,000 500,000
2000 500,000 500,000
2001 339,006 0
: 1994 166,500 81,531
SPB President 199 200,000 166,027

(resigned as SPB President

in December 1998 and as 19% 200,000 400,000
Vice-Chairman of SPB in 1997 250,000 501,000
September 1999) 1998 304,224 0
1999 334,615 0

. o 1998 300,000 471,404
President, CBC Division 1999 300,000 391,000
. 1998 300,000 471,404

CBC Chairman and CEO 1999 300,000 391,000
CBC Employee#1 1998 90,000 45,000
CBC Employee#2 1998 110,000 75,000
CBC Employee #3 1998 120,00 70,000
CBC Employee #4 1998 85,000 43,000
CBC Employee#5 1998 105,000 55,000
CBC Employee #6 1998 95,000 47,000

Source: SPB and ICII records.

During the June 26, 2000 examination, FDIC examiners suggested that management review the
caculations and compensation agreements for the two CBC executive officers and upon renewd or
extenson of their contracts, consder adding other incentive criteria, such as asset quality and accuracy

> A nonaccrual loan is not earning the contractual rate of interest in the |oan agreement as aresult of financial
difficulties experienced by the borrower.
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of loan grades. 1n the December 15, 2000 C&D Order issued by the FDIC, the bank was restricted
from paying bonuses to executive officers without the prior written consent of the FDIC Regiond
Director. In addition, the bank was required to adopt a comprehensive employee compensation plan.

Lack of Response to Examination Recommendations

The FDIC and DFI cited SPB's Board and management for noncompliance with exiging policies and
continuous violaions of laws and regulations. Appendix 1V shows accounting problems, interna control
weaknesses, and apparent violations of law cited by the regulators. Senior management's failure to
address these concerns led to an increase in the volume of adversely classified loans. Examiners
identified severd problems:

poor underwriting and overreliance on enterprise vaues,

inadequate risk divergfication,

aggressve marketing of deposits and bulk mortgage loan purchases, mostly from affiliates,
higher-yidd and higher-risk commercia lending to mgor indudtries, including airlines,
telecommunications, technology, and entertainment,

participationsin Shared Nationad Credits (SNCs), severd of which involved the same indudtries
in which CBC had concentrated,

subprime lending in commerciad and multi-family redl estate,

asset- based lending to businesses showing signs of credit unworthiness,

overadvances to businesses with anticipation of possble turnaround profits (CBC rdlied on
borrower turnaround projections), and

large provisons to alowances were needed to cover |oan losses experienced by SPB and asa
result of these large provisions, SPB experienced excessive operating |osses.

Section 4.1 of FDIC’'s Manud of Examination Policies provides the following:

The primary responghility of executive management isimplementation of the Board's
policies and objectivesin the bank's day-to-day operations. A bank's performance
with respect to assat quaity and diversification, capital adequacy, earnings capacity and
trends, and liquidity and funds management is, to a very sgnificant extent, aresult of
decisions made by the bank's directors and officers. When sgnificant problemsexist in
abank's overall condition, consideration must be given to management's degree of
respongbility. At aminimum, assessment of management by bank examiners should
include the following congderatiors:

Existing management's past record of performance in guiding the bank;
Whether loan losses and other weaknesses are recognized in atimely manner;
Past compliance with supervisory agreements, commitments, orders, etc.; and
Capability of management to develop and implement acceptable plans for
problem resolution.
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In reports of examinations from 1995 until the bank’ s failure in 2003, examinersidentified violaions of
Sections 23A and 23B of the Federal Reserve Act, Part 362 of the FDIC Rules and Regulations, and
various other Cdifornia Financia Code regulations as shown in Appendix 1V. The examinations aso
contained references to the Board and management regarding the increase in classfied

assets; deficiencies in accounting and control systems and risk management systems; and alack of
centraized control in the volume of acquisitions made by the parent or the bank. Each affiliate and/or
subsidiary operated autonomoudly, without direct guidance or controlsin place to properly govern the
unit. Inadequate due diligence or disregard of due diligence was evident with dmost every business
acquistion TheMay 11, 1998 joint examination by FDIC and DFI identified severe accounting and
interna control weaknesses that subsequently led management to overstate its year-end cash position by
$11 million Significant unreconciled differencesin generd ledger accounts totaed approximately $2.5
billion With the subsequent change in management (new SPB president as of December 1998), and
with the help of a contractor, the unreconciled differences were corrected. However, the ongoing
accounting and control deficiencies crested concerns regarding the ingtitution' s overal condition, its
management, capitd levels, and asset quality. SPB’s earnings during this time were strong but were
adversdly affected by the accounting and control deficiencies.

The FDIC examiners reported in 2002 that the bank had been operating with:

inadequate capitdl,

large operating losses,

high management turnover over during the lagt four examinations,
net loan losses in excess of $330 millionfor the last 3 years, and
an excessive amount of adversaly classfied loans.

The deterioration in asset qudity required large provisons to the ALLL and depleted capital
excessvely, whereby SPB had reached the point of imminent failure without a substantid infusion of
capitd. Loan classifications were further increased by 45 percent as the result of examination findings.
The volume of nonaccrud loans were determined to be at high levels, which represented 200 percent of
the ALLL. Although SPB made a $55.3 million provison for lossesin the first 9 months of 2002, the
ALLL was ill underfunded by $15.9 millionas of December 31, 2002.

Inadequate Board and management supervision is evidenced by SPB’s poor |oan administration
practices, lax collection policies and procedures, and an underfunded ALLL. The bank’srisk profile
increased, yet the Board failed to take significant actions to address this high risk-profile.

Internal Review

SPB management and the Board did not correct al problems identified in internd reviews and,
therefore, did not fulfill their respongibility to ensure that the system of internad controls at SPB operated
effectivdy. SPB’sinternd review contractor reported numerous accounting problems, interna control
wesknesses, and gpparent violations of law and regulations to SPB's management and the Board.
However, they failed to take al necessary corrective actions to address these problems. Asaresult,
meateria deficiencies identified by regulatorsin subsegquent examinations and internd control problems
were alowed to continue at SPB, increasing therisk of loss of assets. A list of accounting problems,
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interna control weaknesses, and apparent violations cited by the regulatorsin their reports of
examinaion isin Appendix IV.

According to Financid Indtitution Letter (FIL) 133-1997, Interagency Policy Statement on the
Internal Audit Function and Its Outsourcing, issued December 22, 1997, by the four federd
banking agencies'’ effective internd control™® is a foundation for the safe and sound operation of a
banking indtitution or savings association. The Board and senior managers of an inditution are
respongble for ensuring that the system of internal control operates effectively. Their respongbility
cannot be delegated to others within the ingtitution or to outside parties. An important eement of an
effective interna control system is an interndl audit function When properly structured and conducted,
interna audit provides directors and senior management with vita information about weaknessesin the
system of internd control so that management can take prompt, remedia action. The FIL aso states
that to properly discharge their responsbility for internal contral, directors and senior management
should fogter forthright communications and critical examination of issues so that they will have
knowledge of the interna auditor's findings and operating management's solutions to identified internd
control wesknesses. Internd auditors should report internal control deficiencies to the appropriate level
of management as soon asthey areidentified. Significant matters should be promptly reported directly
to the Board (or its audit committee) and senior management. In periodic meetings with management
and the manager of interna audit, the audit committee should assess whether internd control
weaknesses or other exceptions are being resolved expeditioudy by managemen.

Before November 1996, bank personnel performed internd reviews at SPB. However, the regulators
criticized SPB’sinterna review function in severd ROES. For example, in 1993 no internd reviews
were conducted. In 1994, an SPB manager was designated interndl auditor while retaining his
manageria responghbilities, resulting in alack of segregation of duties. Findly, in 1995, the regulators
pointed out that SPB'sinterna review function reported deficiencies, but the deficiencies remained
uncorrected.

18 FIL 133-1997 was replaced by FIL 133-2003, Interagency Policy Statement on the Internal Audit Function and Its
Outsourcing, on March 17, 2003. The new policy statement updated the agencies’ internal audit guidance as aresult
of the Sarbanes-Oxley Act of 2002, reflected the agencies experience with the 1997 policy, and incorporated recent
developmentsin internal auditing. The sections cited above were not changed.

Y There are four federal regulators of banks and savings and loan institutions: the Board of Governors of the Federal
Reserve System (Federal Reserve Board or FRB), the FDIC, the Office of the Comptroller of the Currency (OCC), and
the Office of Thrift Supervision (OTS). For more information, see Primary Federal Regulator in the Glossary.

8 Internal control isa process, brought about by an institution's Board, management, and other personnel, designed
to provide reasonable assurance that the institution will achieve the following internal control objectives. efficient
and effective operations, including safeguarding of assets; reliable financial reporting; and, compliance with
applicable laws and regulations. Internal control consists of five components that are a part of the management
process. control environment, risk assessment, control activities, information and communication, and monitoring
activities. The effective functioning of these componentsis essential to achieving the internal control objectives.
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In November 1996, IClI's Board and audit committee outsourced the internd review function for IClI
and its effiliates, including SPB, to KPMG Internd Audit Services, adivison of KPMG LLP. This
arrangement continued until 2002. After KPMG took over internal review responshilities, regulators
noted that SPB'sinterna control practices and procedures improved. Regulators also noted that the
frequency and extent of interna reviews were gppropriate for the nature and complexity of the
inditution However, subsequent examinations continued to identify materia deficiencies.

Our review of interna review reports, audit committee minutes, and other correspondence determined
that KPM G’ sinternd review services for SPB were adequate. The frequency and extent of review and
testing by KPMG were consstent with the nature, complexity, and risk found in SPB's on- and off-
balance sheet activities. In addition, KPMG reported numerous accounting problems, interna control
weaknesses, and gpparent violations of law and regulations to SPB'sBoard. However, SPB
management and the Board failed to take all necessary corrective actions, resulting in repest internd
review findings and the continuation of internal control problems a SPB.

External Audit

In reports on SPB’sfinancid statements, KPMG LLP rendered unqualified opinions and unqudified
attestations on interna controls despite SPB’ s numerous and repeated accounting problems, interna
control wesaknesses, and apparent violaions of laws and regulations (see Appendix 1V). At aminimum,
KPMG should have added explanatory language to its reports. Asapublicly traded company, ICII's
financid statements and KPMG's opinions on the statements were publicly available. However, by not
publicly disclosing SPB’s problems, KPM G defeated the purpose of accounting rules and public
disclosure, i.e, to fairly, accurately, and promptly inform the public of the actud financid performance
of SPB. At the sametime, KPMG did not issue management |etters to the bank and holding company's
Boards after the 2000 and 2001 audits to inform the Boards of the bank’sinternal control problemsin
writing. These management letters would have, in turn, been forwarded by the bank to the regulators
and could have been used to aid in supervising the bank. Furthermore, in addition to being SPB's
independent auditor for the purpose of expressing an opinion on the financid statements, KPMG aso
provided non-audit services such asinternd review, due diligence, and consulting to SPB and ICII.
Therefore, KPM G had an apparent conflict of interest that would now be prohibited by the Sarbanes-
Oxley Act of 2002, Public Law 107-204.

KPMG Did Not Assure Adequate Disclosure of SPB’s Condition

ICII’s Board engaged the accounting firm of KPMG LLP to audit the financid statements of both ICII
and its subgdiaries, including SPB. Altogether, KPMG was SPB’ s externd auditor from 1986 until it
was closed. During that period, KPMG issued unqudified opinions on SPB’sfinancid statements for

19 SPB was closed before its 2002 audit was compl eted.
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each of the years we reviewed — 1990 through 2001 — and did not add any explanatory language to its
opinions until 2001, when KPMG rendered a going concern opinion.®

The AICPA’s Statement on Auditing Standards (SAS) 58, Reports on Audited Financial
Statements, as amended, provides guidance on financiad statement audit reports. Such reports may
contain an unquaified opinion, an unqualified opinion with explanatory language, a qudified opinion, an
adverse opinion, or adisclamer of opinion SAS 58, paragraph 11, Satesthat certain circumstances,
while not affecting the auditor’ s unqudified opinion, may require the auditor to add an explanatory
paragraph or other explanatory language to the standard report. SAS 58, paragraph 11, provides
severd examples in which explanatory language would be required, including: “Thefinancid datements
are affected by uncertainties concerning future events, the outcome of which is not susceptible of
reasonable estimation at the date of the auditor’ s report,” and: “There has been a materia change
between periodsin accounting principles or in the method of their application” In addition, the auditor
may add an explanatory paragraph to emphasize a matter regarding the financid statements as
prescribed in SAS 58, paragraph 37: “In some circumstances, the auditor may wish to emphasize a
matter regarding the financid statements, but nevertheless intends to express an unqudified opinion. For
example, he may wish to emphasize that the entity is a component of alarger business enterprise or that
it has had sgnificant transactions with reated parties, or he may wish to emphasize an unusudly
important subsequent event or an accounting matter affecting the comparakility of the financia
Statements with those of the preceding period.”

Our review of KPMG'swork papers and communications with SPB’s Board disclosed that KPMG
knew about SPB’s apparent violations of laws and regulations and interna control and accounting
problems through regulatory reports as wel as its own audits and internd reviews. Appendix 1V
containsalig of the problemsidentified by examiners. Neverthdess, KPMG issued unqudified
opinions without adding explanatory language about these problems. KPMG did not issue an opinion
with explanatory language regarding SPB’ s ability to continue as a going concern until after the
regulators November 2001 report — when regulators rated SPB a composite 5 and issued a Prompt
Corrective Action Directive because the bank was undercapitalized.

To comply with paragraph 11 of SAS 58, KPMG should have added explanatory language to severd
of itsreports. KPMG should have disclosed that SPB's financid statements could have been affected
by the uncertainty of the future resolution of large reconciling items, that there had been a materid
change between periods in application of accounting principles resulting in the reconciliation problems,
and that there could be other recurring accounting problems. For example, the 1998 ROE states that,
asareault of asystems conversion that began in August 1997 and other accounting problems, SPB had
nearly $2.5 hillion in unreconciled itemsin itsloan control account and $900 millionin unreconciled
itemsin its cash accounts. From 1993 through 1998, KPM G reported account reconciliations as a
problem in its management letters to SPB. Tota assets at the bank were about $1.5 hillion at the end of
1997 and $1.9 hillion at the end of 1998. Therefore, therefore the financid statements could have been
materialy misstated, and KPM G should have acknowledged that the bank had an amount about twice

? There was substantial doubt that the bank had the resources needed to continue to operate. For more information,
see Going Concern Determination in the Glossary.
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itstotal assetsin sugpense accounts waiting to be properly classfied. If even asmall percentage of the
unreconciled items were written off, the amount could have been materia. Furthermore, the 1998 ROE
a so contained numerous references to accounting problems at SPB and stated severd times that SPB
management's failure to properly control accounts made the integrity and vaidity of financid statements
questionable and caused the filing of incorrect Call Reports.*

Further, in accordance with paragraph 37 of SAS 58, KPMG should have added explanatory language
to some of its reports regarding the comparability of financia statements. Because of the unreconciled
cash and loan accounts, large unreconciled balances would have existed at the end of 1997 and 1998,
meaking it impossble to accurately determine the balance of the cash and loan accounts at SPB. Thus,
the financid statements may not have reflected the true financia condition of the bank and could not
have been comparable with those of the preceding period.

KPMG Did Not Provide a Written Report of SPB’s Internal Control Weaknesses to SPB’s Audit
Committee and Regulators

KPMG did not issue management letters after its 2000 and 2001 audits. Although not required by
auditing standards, it would have been prudent for KPMG to have issued management letters for those
auditsin view of interna control problems &t the bank.

SAS 60, Communication of Internal Control Related Matters Noted in an Audit, as amended,
provides guidance on identifying and reporting conditions that relate to an inditution'sinterna control
over financid reporting observed during an audit of financid statements in accordance with generdly
accepted auditing standards. Letters issued in accordance with SAS 60 are generally referred to as
management letters. SAS 60 requires that reportable conditions observed during an audit be
communicated to the audit committee, preferably in writing, or to individudswith aleve of authority and
respongibility equivaent to that of an audit committee in organizations that do not have one. Reportable
conditions are matters coming to an auditor's attention that, in his or her judgment, should be
communicated to the audit committee because they represent significant deficiencies in the design or
operation of internal control that could adversdly affect the inditution's ability to record, process,
summarize, and report financia data consstent with the assertions of management in the financid
Satements. Such deficiencies may involve the interna control components of (8) the control
environment, (b) risk assessment, (c) control activities, (d) information and communication, and (€)
monitoring.

Also, banks are required by FDIC Rules and Regulations codified to 12 C.F.R. § 363.4(c), of the
FDIC Rules and Regulations, to file acopy of any management |etter, quaification, or other report
issued by its independent public accountart with the FDIC, the appropriate federal banking agency, and

! Federal Financial Institutions Examination Council (FFIEC) Consolidated Reports of Condition and Income from
banks and Office of Thrift Supervision (OTS) Thrift Financial Reports from savings associations— collectively
referred to as Call Reports— are sworn statements of financial condition that are submitted to FDIC quarterly in
accordance with federal regulatory requirementsin Title 12 of the Code of Federal Regulations. Call reports consist
of abalance sheet, income statement, and other supplemental information and provide detailed analyses of balances
and related activity.
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any appropriate state bank supervisor within 15 days after receipt. 1n addition, Section 36 of the FDI
Act gives FDIC, in consultation with the other federal banking agencies, authority to set accounting and
auditing standards for ingtitutions subject to Section 36. Corresponding guidance in SAS 60 dtates.
“When there are requirements established by governmental authorities to furnish such reports, specific
reference to such regulatory authorities may be made.”

Under SAS 60, management |etters are not required if the Board has previoudy been made aware of
the problem and acknowledged its consideration of the problem. Indeed, the regulators' reports of
examination covering the same periods as KPM G’ s 2000 and 2001 audits identified sgnificant interna
control weaknesses and other problems at the bank. These weaknesses included an inadequate ALLL
and apparent violations of laws and regulations, induding the filing of inaccurate Call Reports, violation
of lending limits, impermissble invesments, and unlawful related-party transactions. Furthermore, our
andysis of the adequacy of the ALLL (see Finding B, later in thisreport) indicates that the allowance
was sgnificantly understated during this time and that appropriate adjustments may have been sufficient
to downgrade SPB’ s capita category designation for purposes of PCA. Also, properly sating the
ALLL would have reduced SPB’s operating results, which were aready at a net loss for 2000 and
2001. Since KPMG did not issue management letters for its 2000 and 2001 audits, the audit firm did
not formaly disclose whether there were reportable conditions found during the audit. To ensurefulll
disclosure to regulatory authorities, independent public accountants should disclose reportable
conditions in amanagement letter or other correspondence. Thiswould ensure that regulators are made
aware of any ggnificant interna control issues noted by the independent auditors.

Recommendation

We recommend that the Director, DSC:

(@D} Evauate and pursue opportunities to emphasize and obtain written reports from independent
auditors performing bank audits to bank boards of directors disclosing al reportable conditions

found during audits.

Some Services Provided by KPMG Would Now Be Prohibited

KPMG had an gpparent conflict of interest because its auditors performed annua financia statement
audits at the same time other KPM G staff provided internd review, tax, and consulting servicesto SPB
and ICII. Although not aviolaion of law & the time, this practice is now prohibited under the
Sarbanes-Oxley Act and U.S. Securities and Exchange Commission (SEC) rules.

On duly 30, 2002, the Sarbanes-Oxley Act of 2002 was enacted. It contains new requirements for
public companies and established a new regulatory body for public accounting firms. In addition to
induding earlier SEC rules on auditor independence, it prescribes new requirements for registered
public accounting firms and prohibits them from providing any professond services other than those
provided in connection with the audit or review of the financid statements of their public clients.
Subsequently, the SEC issued rulesimplementing the congressona mandate and strengthening
requirements regarding auditor independence. Overdl, the rules are intended to provide grester
assurance to investors that independent auditors are performing their public respongbilities.
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Requirements for external auditors under the Sarbanes-Oxley Act, most of which became effective
May 6, 2003, are shown in Table 3. The table has aso been annotated to show which issues affected

by the Act would have been relevant to KPMG' swork at SPB.

Table 3: Sarbanes-Oxley Act Requirementsfor External Auditors

assertions regarding their assessment of the effectiveness of the company's

Related to Internal )
internal controls.

Control

KPMG
Service
Section s at
and Topic Requirement of the Section SPB
102(a) — Registered | No unregistered accounting firm may prepare or issue an audit report for a public
Accounting Firms company.
Thefollowing categories of non-audit services cannot be provided by external
auditors:
(1) bookkeeping, v
(2) financial information system design and implementation,
(3) appraisal or valuation services, fairness opinions or contributionsin kind v
reports,
201 - Restrictions () §ctuar|al V0 : :
. (5) internal review outsourcing services, v
on Non-Audit .
Services (6) management funct|or15,
(7) human resource services,
(8) broker-dealer, investment adviser, or investment banking services,
(9) legal services, v
(10) expert services unrelated to the audit, and v
(11) any other service that the Public Company Accounting Oversight Board
deemsimpermissible.
Tax services are allowed if pre-approved by the client’ s audit committee. v
. Lead and concurring partners must rotate after 5 years, with atime out period of
203 - Rotation of . :
. 5years. Other engagement team partners must rotate after 7 years, with atime
Audit Partners ;
out period of 2 years.
Before issuing areport, auditors must report to Audit Committees:
204 — Specific (@) critical accounting policies and practices,
Reports and (b) alternative GAAP treatments discussed with management, and v
Responsibilities (c) al other material written communications between the auditor and
management.
An accounting firm is prohibited from providing any audit serviceif the
206 — Prohibition Company's Chief Executive Officer, Chief Financial Officer, controller, chief
of Conflicts of accounting officer or any person in an equivalent position was employed by that v
Interest firm and participated in the audit during the one-year period immediately
preceding the initiation of the audit.
i??r;p:ggbltl on It isunlawful to fraudulently influence, coerce, manipulate or mislead the
independent auditor for the purpose of rendering the financial statements
Influence on : : !
Audits materially misleading.
iojéﬁ)o: Eéteesrtr; on The registered accounting firm must attest to, and report on, management's y

Source: Sarbanes-Oxley Act of 2002.
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KPMG was SPB’ s externa auditor from 1986 until SPB was closed in 2003. SPB’s parent company,
IClI, aso contracted with KPMG for annud financid statement audits for itsdf and its subsidiaries,
including SPB. As an example of a practice that is now prohibited, KPMG provided internd review
sarvicesto ICll and SPB from 1996 through 2002 and performed other non-audit work such astax,
due diligence, and consulting services. In fact, KPMG was paid more for nonaudit services than for its
annud audits for the years 1999 through 2001.% Fees paid to KMPG for audit and other services
provided in 1999 through 2001 are summarized in Table 4 and Figure 3.

Table4: FeesPaid to KPMG for Services Provided from 1999 to 2001

Total 2001-
Service Provided by KPM G 2001 2000 1999 1999
Annua Financia Statement Audit $ 437700 $ 459450 $ 518950 $ 1,416,100
Tax Matters $ 46905 $ 129763 $ 242,082 $ 418750
Internal Review 433,151 333,947 654,043 1,421,141
Non-Financia Systems Consulting 213,932 104,040 -- 317,972
Tota Non-Audit Fees $ 693988 $ 567,750 $ 896,125 $ 2,157,863
Total Audit and Non-Audit Fees $1,131,688 $ 1,027,200 $ 1,415,075 $ 3,573,963

Source: KPMG lettersto SPB required under SAS 61, Communication with Audit Committees.

Figure3: Breakdown of Fees Paid to KPM G from 1999 to 2001

Tax Matters
11.7%
Annual Non-Audit Internal
Audit Services Review:
39.6% 60.4% 39.8%
Consulting 8:99

Source: KPMG letters to SPB required under SAS 61, Communication with Audit Committees.

2 Total audit and non-audit costs were not available for 2002 because SPB was closed before its 2002 audit was
completed. Further, before 1999, KPMG did not provide a breakdown of audit and non-audit feesin its SAS 61 letters
to ICII’sand SPB’s boards of directors.
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Failure To Diversify the Risk in the Bank’s L oan Portfolio

The primary cause of SPB becoming critically undercapitalized was bank management’ sfailure to
diversfy therisk in the bank’ srisky loan portfolio. Specificaly, management pursued a business
drategy that focused on high loan growth through potentidly high-risk, high-yidd financing. In addition,
the bank had concentrations in higher-yield and high-risk commercid loans involving the
telecommunications, technology, entertainment, and airline indudtries. 1n the early 1990s, SPB grew
rapidly from $56.5 millionas of December 31, 1990, to $1.4 billion as of December 31, 1993. In
1995, SPB began to reposition, transform, and diversfy its core business activities. That is, SPB
switched from its mortgage banking operations of originating and selling conforming residentid mortgege
loansto commercid lending, funding mortgage banking operations, and asset-based lending through the
bank's acquisition of CBC. CBC specidized in higher-yield and higher-risk commercid loansin severd
magor industries induding airlines, tedecommunications, technology, and entertainment.  In addition, the
bank held a portfolio of participationsin SNCs, severd of which included the same indudtries listed
above in which CBC had concentrated itsinvestments. For the most part, SPB’s problems began to
appear in the late 1990s when the bank’ sloans in these sectors grew significantly, from $600 millionin
1999 to $850 millionin 2000. Asset qudity had dramétically deteriorated due to wesk management
processes, poor loan administration practices, and high-risk workout strategies for problem credits that
resulted in increased classfications. By the end of 2001, the economy was deteriorating and the
compounded effects of September 11, 2001, were being felt. In particular, these events caused the
arline and telecommunications credits to deteriorate a arapid rate.

High-Risk Asset Portfolio

From 1997 through 2002, SPB suffered losses of over $325 millionin the bank's commercia and
indugtrid loan portfolios. These incurred losses caused the bank to fail and amaterid lossto the BIF.

SPB specidized in higher-yidd and higher-risk commercia loans to the mgor industries previoudy
noted, had concentrations of credit in commercia and multi-family red estate and extended mortgage
warehouse lines to mortgage loan originators. The bank's underwriting standards were generdly libera
as the bank targeted borrowers generaly categorized as having weakened credit histories and charged
interest rates commensurate with the increased risk.  In the absence of an industry-wide definition of
subprime commercid loans and for the purposes of this report, we use the term subprime to describe
SPB’s commercid loan portfolios. During the April 1997 FDIC examination, examiners first described
SPB’s loan portfolio as being centered in subprime lending, making it more senstive to economic
downturns than competing ingtitutions with more strict underwriting requirements. From 1997 through
2002, ROEs continudly noted that SPB’ s borrowing base was generadly subprime and warned that this
type of borrowing base was riskier than the standard borrower base because subprime borrowers were
normally more susceptible to economic downturns.

From 1994 and 1999 (see Figure 2) the bank changed its business strategy from engaging in mortgage
lending to high-risk commercid lending. By the end of 2002, an excessive amount of problem assetsin
the commercid and indudtria |oan portfolio resulted in credit losses of $325 millionthat dramatically
depleted the bank’ s equity capital.
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The mgjor losses were centered in the bank’ s largest loan divison, CBC, which specidized in asset-
based lending. Table 5 below provides a description of CBC's portfolio size and losses compared to
the bank’ s total assets and |osses.

Table5: Comparison of CBC’s Asset Size and L ossesto Those of SPB from 1996 to 2002

Rating: Total Assets Adver sely Classified Amount Classified As

Composite/ ($in Thousands) Assets ($in Thousands) | Loss ($in Thousands)

Exam Date | Asset Quality SPB % CBC SPB % CBC SPB % CBC
Jan. 1996 3/3 $1,446,189 9.33 $ 33948 7.66 $ 1948 0
Apr 1997 2/2 1,384,008 2240 57,803 8.65 3,963 14.48
May 1998 3/3 1,669,281 3163 54,916 1821 7,070 0
June 1999 3/3 1,837,267 35.86 116,728 5311 19,076 68.95
June 2000 4/4 1,902,148 4731 184,054 49,99 50,452 53.52
Jan. 2001 4/5 1,865,185 3217 226,535 5.21 9,870 86.87
Feb. 2002 5/5 1,401,350 3811 255,506 72.56 16,973 73.65
Nov. 2002 5/5 1,095,022 46.67 213426 1347 28,816 37H4

Source: FDIC reports of examination.

At December 31, 1993, SPB had assets of $1.4 billion and was offering FDIC-insured invesment
certificates, which are functiondly equivalent to bank certificates of deposit. SPB aso engaged in the
origination of resdentid and income-producing real estate secured mortgage loans for its own portfalio.
Asasubsdiary of ICII, SPB’s primary assets conssted of mortgage loans held for sale that were
originated or acquired by the ICIl Mortgage Banking Business. At December 1994, the bank’ sloan
portfolio was divided into two mgor groups.

mortgage loans originated and serviced by the bank, approximating $200 milliory and
mortgage loans originated and serviced by the parent company 1ClI, approximating

$1,100 million Theseloans were usualy held on the bank’ s books for less than 90 days, and
were consdered held for sde.

Expanson into High-Risk Assats

From 1993 through 1999, SPB management engaged in ahigh-risk lending strategy and expanded into
commercid lending, the funding of mortgage banking operations, and asset- based lending to companies
and borrowers with weakened credit histories. During that period, the bank created or acquired 10
new commercial-based lending divisons or loan portfolios and 1 consumer lending divison (see
Appendix V). According to FDIC examiners, many of these new business lines were pursued without
an adequate loan review program and internal 1oan grading system. In addition, inferior underwriting
and credit adminigtration practices during a high-growth period in 1998 and 1999 exacerbated the
credit problems. From 1992 through 2002, the bank suffered losses of over $373 million, of which
about $325 millionwere in the bank’s commercid and industria 1oan portfolio in 1997 through 2002.
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Asearly as 1993, FDIC examiners voiced concern with growing asset problems. At the FDIC
February 2, 1993 examination, the examiners described the overal condition of the bank as

satisfactory. The bank's primary business activity was the funding of mortgage loans to be held for sde.
The bank’ s asset base had grown dramétically over the previous year, from $439 millionto $777 million
in average asets, during which time it became involved with the funding of mortgage loans, to be held
for sde, for its parent, 1CI1. Essentidly, the SPB was being used as a conduit to generate deposits to
fund IClI's mortgage banking operations. 1ClI, which whally-owned the bank at that time, originated
the mgority of the loans that were funded by the bank. As the asset base increased, IClI injected
capital to protect againg potential losses. Although total assets increased sgnificantly, therisk involved
was partialy mitigated due to the short time the loans are actudly held by the bank.

By the January 10, 1994 examination, examiner concerns arose over growing asset problems relative to
the bank’s permanent assets, and the level of adverse classifications represented an increase of 80
percent over the previous examination level. Adversdly classified items totaed $14.7 million, of which
$12.9 million, 87 percent, represented adversdly classfied loans. In addition, examiners noted that if
ICII’s mortgage banking operations experienced significant deterioration in pre-sold loan qudity and a
corresponding loan origination volume decline, SPB would have ardatively riskier portfalio.

During the period of 1998-1999, adversdly classified loans increased 113 percent, from $54.9 million
to $116.7 million See Table 5 for a breakdown of asset classifications and losses by examination date.

Overdl, the bank’ s assets were non+traditional and comprised of higher-yield and higher-risk credits.
Such an asset composition was considered more susceptible to genera economic conditions and cycles
inindudtry sectors. From May 1998 through February 2001, ROEs warned that SPB would be
vulnerable to nationa economic fluctuations due to the subprime nature of the loan portfolios. The
vulnerability was primarily due to two characteristics of the thrift's asset baser first, the borrowing base
was generdly subprime, which made the borrowers sensitive to economic fluctuations, second, some
portfolios were sendtive to particular economic trends. For the 12 months ended December 31, 2000,
the bank suffered alarge loss of about $117 million, resulting in a negetive 6 percent return on average
assets. The principa cause of thelosswas large loan loss provisons.  According to examiners,
however, the [oan losses could be attributed to weak underwriting practices and lack of management
oversght rather than economic conditions.

Coadt Business Credit Divison

The January 16, 1996, FDIC examination of SPB disclosed that in September 1995, the bank had
acquired CoastFed Business Credit Corporation (CBBC) from Coast Federal Bank, FSB (Coast). At
the time of the transaction, CBBC was awholly-owned asset-based |ending subsidiary of Coast.
Immediately following the acquisition, SPB liquidated CBBC as a separate corporate entity, merged it
into SPB, and renamed the division Coast Business Credit (CBC). The FDIC San Francisco Regiord
Office never received amerger or consolidation application regarding the acquisition and requested that
SPB explain the transaction and review the gpplication requirements of Part 303.3 of the FDIC Rules
and Regulations, 12 C.F.R. §303.3, and section 18(c) of the FDI Act.
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In aletter dated July 31, 1996, outside counsel for SPB responded that no regulatory application was
necessary. Section 18(c) (1) of the FDI Act, codified to 12 U.S.C. 81828, providesthat:

Except with the prior written approval of the responsible agency, which shdl in every case
referred to in this paragraph be the Corporation, no insured depostory inditution shal (A)
merge or consolidate with any noninsured bank or inditution.

Attorneys for the bank argued that the term noninsured ingtitution was narrowly defined and included
only depository ingtitutions in which the deposdits were not insured by the FDIC. According to FDIC
legal counsd, SPB’s argument was contrary to the long-standing interpretation espoused by FDIC. The
term noninsured indtitution included any noninsured entity, which would include any corporation or
partnership. Asaresult, the definition would clearly include an entity such as CBCC, and SPB would
have had to file amerger application with the FDIC before dissolving and merging CBBC into adivison
of the bank. On December 10, 1996, the Executive Vice Presdent of the bank responded to the
FDIC' s gpplication request, stating that SPB had agreed to cooperate with the FDIC and provide
avalable information; however, the bank’ s response should not be construed as an admission that a
merger gpplication was required. The San Francisco Regiond Director notified SPB inaMarch 10,
1997, letter that its regular merger application involving CBCC had been approved after the fact.

CBC focused on asset-based lending, through underwriting criteria based on cash flow and collaterd
rather than on earnings and net worth. Borrowers tended to be at the margind end of the credit
spectrum and generdly did not qudlify for credit on more conventiona terms.  Although the CBC was a
divison of the bank, CBC operated as an independent company. CBC higtorically concentrated its
lending efforts in the technology industry. CBC loans were categorized based on the type of collatera
securing the loan:

Accounts Recelvable Loans — Accounts receivable loans were revolving lines of credit that
were secured principaly by accounts receivable. Each borrower’s customers normally made
their payments directly to CBC, usudly on adaily basis. CBC deposited the payments daily
and applied the funds to the borrowers' loan balances.

Inventory Loans. — Inventory loans were typicaly revolving lines of credit secured by digible
inventory that was restricted to raw materias and finished goods. Inventory loans were
generdly made in conjunction with accounts receivable loans to qualifying borrowers.

Participation Loans — Participation loans conssted of term loans or revolving lines of credit in

which CBC and other lenders (banks or other asset-based lenders) jointly lent to borrowers
when the loan amount exceeded the lending limits of an individua lender.
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Other Loans — CBC aso made term loans secured by redl property, equipment, or other fixed
assets. These were typicaly term loans with 3- to 5-year amortization periods, but were due
and payable upon termination of the master |loan and security agreement.

CBC Portfolio Deterioration

One of the causes of the weaknessesin the CBC loan portfolio was the poor restructuring of problem
credits. The management of problem credits at CBC was ineffective and had significantly contributed to
the volume and severity of adverse classfications. Two practices that exacerbated asset quality
problems at CBC were the transfer of ownership® and funding of over-advances® CBC disregarded
the tenets of proper asset-basad lending and caused an increase in |0ss exposure and substandard
cassfications and the deferrd of loss recognition. Furthermore, SPB’sinterna risk ratings did not
accurately reflect the high degree of risk inherent in the loan portfolio of CBC. FDIC examiners found
that the internd loan review team and the bank’ s Problem Asset Committee had not accurately rated the
CBC portfolio, despite an accurate portraya of the 15 other SPB portfolios. SPB'’s credit review
process was not dlowed to operate with a sufficient degree of independence in evauating the CBC
portfolio, resulting in inaccurate risk ratings, the deferrd of 1oss recognition, and an under-funded loan
loss reserve.

During the January 1996 examination, examiners found that the credit administration of the purchased
portfolio was inadequate. CBC had dready experienced loan losses of about $2.1 millionsince it was
acquired in 1995. The examiners noted severd weaknesses, which included the lack of lockbox
arrangements and the lack of quarterly bank inspections of accounts receivables. Most of the loans
were serviced by the ingtitutions that sold them to the bank, and the bank appeared to be placing an
undue level of respongbility on the servicers to monitor CBC' s loan portfolio. In addition, the servicers
aso monitored delinquencies in the serviced portfolios with little actua review performed by SPB
managemen.

CBC continued to grow dramatically through 1998 and established aircraft-rel ated sector
concentrations. The 1998 ROE stated that because SPB’ s loan portfolio was centered in subprime
lending, the bank was more senditive to economic downturns than competing ingtitutions with stricter
underwriting requirements. A large percentage of the loans were secured with real estate and, because
many of these loans were backed with junior liens, collateral values could be reduced or diminated
when property vaues declined. Examiners advised that arecessonary environment could also impact

% Often when acommercial borrower's financial condition declinesto alevel at or near insolvency, bank management
pursues "peaceful possession” of the borrower’s company. A peaceful possession entails arelease of the
guarantors from their obligations as long as they agree to rel ease the company to the bank without legal interference.
Management then transfers ownership to athird-party workout specialist in belief that he or she will be able to either
turn the company's financial condition around and/or find investorsto put money into the company.

#ninstances involving workout credits, bank management may advance funds to struggling companies over the

amount supported by collateral (over-advance). Thisisdone with the expectation that the third-party workout
specialists/investors will be able to eventually turn the company around.
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the bank's auto lending portfolio because subprime borrowers are normally more susceptible to
economic downturns and could be among the first employeesto lose their jobs.

The June 1999 FDIC examination found that classficationsin the CBC portfolio rose from $10 million
with no loss classfications at the last examination, to $62 million, of which $13 millionwas classfied as
loss. According to the ROE, dthough credit administration within CBC was capable, CBC
management had a propendty to extend over-advances to very weak borrowers on the belief that the
borrowers would turn their businesses around. This practice, which previoudy went unchecked by
senior bank management, caused an expansion in the bank’ s loss exposure. As aresult, examiners
suggested closer supervision over CBC by senior management and the Board. At the June 26, 2000
FDIC examination, examiners found that the bank had taken steps to indtitute requirements for approval
of over-advances a higher management levels outsde of CBC. Nevertheless, the oversight provided
by the Senior Loan Committee proved ineffective, and the same type of risky workout strategies
continued unabated.

By January 2001 credit losses had overwhelmed operating income and dramatically depleted the bank's
equity capitd. Risk was exacerbated by the higher-risk nature of the bank’s liberad underwriting
guiddines About 79 percent of the bank's outstanding |oans were concentrated in CBC, the Income
Property Lending Division (IPLD),? and the Loan Participation Investment Group (LPIG)? portfolios
CBC represented 48 percent, the IPLD portfolio represented 23 percent, and the LPIG represented 8
percent. Although SPB received a capitd infuson fromIClI, the viability of the bark remained
uncertain. Net loan losses redlized in 2000 were centered on CBC and LPIG, with net loan charge-offs
of over $73 millionand $32 million, respectively. The amount of charge- offs represented an aggressive
attempit to rid the CBC and LPIG portfolios of problem assets. Over-advances on loans at CBC
sgnificantly contributed to the $122 millionin operating losses suffered in the previous 2 years. The
practice of over-advancing funds to weak borrowers had ceased. However, the previous liberd lending
practices had resulted in a weakened portfolio that would likely continue to be plagued with high levels
of problem loans and losses.

By the February 2002 FDIC examination, approximately 76 percent of the bank’s credit losses
($72 million) in 2001 and 74 percent of the adversdly classified loans ($185 million) were originated at

% The IPLD made property rehabilitation loans to higher-risk customers based on the "as completed" collateral value
of multi-family income-producing properties. As of October 2002, the IPLD had $242 million intotal assets.
Approximately 70 percent of the portfolio was secured by apartment buildings and 30 percent was secured by
commercial property. Prior to 2001, all of the loansin the portfolio were classified as held for sale. During 2001,
management changed its strategy and decided to retain the loans that were risk weighted at 50 percent and to sell the
loans that were risk rated at 100 percent. The quality of the portfolio was generally viewed as adequate. According
to examiners, although collateral properties could be categorized as class B or class C, management had priced the
loans accordingly.

%11 1995, the bank formed the LPIGto invest in and purchase senior secured debt of other companies
(participations) offered by commercial banksin the secondary market. The principal types of loansin the LPIG's
portfolio were revolving lines of credit and long-term loans or |etters of credit, the majority of which were reviewed
under the Shared National Credit Program. Bank management stopped originating new commitmentsin 1998 and
anticipated continued reductions in the outstanding balances as the portfolio matured.
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CBC. These problem loans were attributed to deterioration in enterprise-vaue type loans, %’ aswell as
the economic downturn and specific weaknesses in the telecommunications and technology sectors.
According to the ROE, significant losses at CBC beginning in 1998 could be traced to management's
departure from lending based upon "hard” collaterd. Management changed its collaterd requirements
and began approving "cash stream”* loans® This lending change proved to be problematic and its
repercussions were still being experienced over 3 years later.

CBC Problem Loan Workout Strategies

During the June 1999 FDIC examination, examiners identified wesknesses in how CBC managed
problem loan workout Strategies and warned that credit administration at CBC needed improvement.
CBC had been allowed to operate autonomoudy from the bank. CBC's managers were under
employment contracts with IClI, and had been paid substantid salaries. In addition, they received
annual bonuses based soldly on pre-tax profitability &t CBC as caculated from interndly generated
reports. These incentives gppeared to have resulted in the failure to report problem loans and a
propengity to liberaly restructure credits.

At the June 2000 examination, examiners found that CBC management had continued to capitalize
interest and over-advance large sums on an unsecured basis to problem borrowers in the hope that the
debtors could turn their companies around and repay the debts. These companies generaly had
negetive cash flows, negative equity, and insufficient sales to support operations. 1n some cases, these
companies had new ownership who contributed minimal or no equity. In addition, there was a shortfdll
of collateral coverage for many of the classfied CBC loans.

According to the FDIC case manager, while over-advances at SPB occurred due to bank
management's conscious decision to extend monies beyond collaterd vaues, in many cases, the over-
advances were caused when collateral dissipated. In other cases, the over-advances occurred because
borrowers misrepresented collatera vaues. All three of these scenarios were experienced at SPB and
caused large loan losses.

" Enterprise value can be defined as the imputed value of abusiness. Thisvaluation is often based on the
anticipated or imputed sale value, market capitalization, or net worth of the borrower. The sale value is normally some
multiple of sales or cash flow based on recent mergers or acquisitions of other firmsin the borrower'sindustry. This
enterprise valueis often relied upon in the underwriting of leveraged loans to evaluate the feasibility of aloan
request, determine the debt reduction potential of planned asset sal es, assess a borrower's ability to access the
capital markets, and to provide a secondary source of repayment. Consideration of enterprise value is appropriate in
the credit underwriting process. However, enterprise value and other intangible values, which can be difficult to
determine, are frequently based on projections and may be subject to considerable change. Consequently, reliance
upon them as a secondary source of repayment can be problematic.

% Cash stream loans are loans for which debt serviceis derived from consumer cash collections or consumer monthly

payments. Collateral for suchloansincludes enterprise value; multiples of earnings before interest, taxes,
depreciation, and amortization; and subscriber-based collections.
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Effective December 26, 2000, the bank was placed under a Cease and Desist Order (C&D Order) by
the FDIC. The C&D Order included the following provison related to over-advancing funds to
troubled borrowers:

Provison 4: Extenson of Credit

a. Beginning with the effective date of this Order, the bank shdl not extend, directly, or
indirectly, any additional credit to, or for the benefit of, any borrower who has aloan or other
extension of credit from the bank that has been charged off or classified, in whole or in part,
Loss or Doubtful and uncollected. The requirements of this Paragraph shal not prohibit the
bank from renewing (after collection in cash of interest due from the borrower) any credit
aready extended to any borrower.

b. Additiondly, during the life of this Order, the bank shal not extend, directly or indirectly, any
additiond credit to, or for the benefit of, any borrower who has aloan or other extension of
credit from the bank that has been classfied, in whole or part, Substandard and is uncollected.

c. Paragraph 4(b) shall not apply if the bank’ s failure to extend further credit to a particular
borrower would be detrimenta to the best interests of the bank. Prior to the extending of any
additiona credit pursuant to this Paragraph, either in the form of arenewa, extension, or further
advance of funds, such additiond credit shal be approved by a mgority of the Board of
Directors, or adesgnated committee thereof, who shal certify, in writing:

why the failure of the bank to extend such credit would be detrimental to the best
interest of the bank;

that the bank’ s position would be improved thereby; and

how the bank’ s position would be improved. The signed certification shal be made a
part of the minutes of the Board of Directors or designated committee, and a copy of
the signed certification shal be retained in the borrower’ s credit file.

At the January 2001 FDIC examination, examiners found that the bank was in compliance with
Provison 4 of the C&D Order, as outlined above.

In previous discussions with examiners, CBC management indicated that it did not make decisonsto
use these practices loosdly, but only in certain warranted circumstances when management believed that
the borrower’ s difficulties could be resolved favorably in ardatively short time. However, examiners
stated that some of these tactics resulted in delayed charge- offs and exposed the bank to morerisk. As
aresult, examiners recommended that CBC management formalize a policy that addressed the large,
unsecured term loans to be included as part of the loan policy. Specificadly, the policy was to include:

policies, procedures, and approval process for over-advances,

guiddines and processes for the authorization, utilization, and limits for over-advances; and
provisonsfor line officers to conduct analyses on the borrower’ s ability to service over-
advances.
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Bank management’ s use of problem loan workout strategies exacerbated asset quality problems at
CBC and led to excessive increases in loss exposure and improper deferral of loss recognition.
Examinersfound, in fact, that there were unsatisfactory levels of adversdy classfied assets.
Furthermore, the use of these practices basically disregarded the principles of sound asset-based
lending and resulted in an adverse effect on the bank’ s financid pogtion.

At least three hamful results of these practices occurred:

SPB had an increased loss exposure. The bank was most often in aloss position at the time of
the peaceful possession, that is, it had over-advanced funds to the origina owners and had an
unsecured position. In an effort to improve its position, SPB often supported the borrower
through over-advances which, in many cases, smply increased the bank’ s risk exposure. For
three CBC credits, over-advances exceeded $2.2 millionin just 3 monthsfrom April 30, 2000,
to July 31, 2000. The entire $2.2 millionwas classified as a contingent ligbilities lossin the June
2000 ROE.

The use of the workout practices resulted in the deferra of loss recognition. At the time of
peaceful possession, the troubled companies were generdly insolvent; yet the bank did not
charge off the unsecured portion of the credits. Credits with such defined weaknesses should
be written down to collaterd vaue a the time of transfer. Management further deferred losses
by supporting companies operations through over-advances. In many cases, this practice
supported a company that would otherwise fal and thus deferred the time when loss on the
unsecured portion of the credit should have been recognized. Based on our review of CBC's
over-advance reports, we determined that from May 1999 through January 2000, CBC's over-
advances increased from $3.3 millionto $12.6 million At the conclusion of the January 22,
2001 examination, examiners estimated that $62.7 millionof $73.3 millionin loans charged off
at CBC in 2000 were attributed to borrowers benefiting from liberd over-advance practices.

Workout practices employed by CBC management increased in substandard classifications.
They increased because management tended to transfer ownership of problem companiesto
new individuals rather than foreclose on the assets. The collaterdized portions of the credits
generdly remained on the bank’ s books as substandard classifications. Had management
liquidated the assets on many of the problem companies, which is generaly the collection
practice of asset-based lenders, the level of substandard classifications would have been gresatly
reduced.

In additionto these practices, CBC management did not properly report and account for nonaccrua
loans and continued to accrue interest on these loans even though over-advances exceeded interest
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payments.® As aresult, management was, in effect, funding interest payments through unsecured over-
advances. Further, management did not place companies that were in liquidation in anonaccrua status.
The reason for the improper reporting semmed from management’ s optimistic view of collecting full
principal and interest on problem loans.

By the January 2001 FDIC examination, administration of CBC had improved and CBC discontinued
unsecured term lending to distressed borrowers and liberal over-advance practices.

CBC Asst Concentrations

In November 2001, the FDIC reviewed concentrations at SPB.*® The examiners focused on the
bank’ sloans and leases to the airline industry, and their review revealed substantia deterioration of the
portfolio. The bank had approximately $92 millionin loans directly or indirectly supported by aircraft
leases, $14 millionin loans advanced directly to the airline carriers, and $11 millionin loans secured by
arline parts. The eventsof September 11, 2001, had a severe impact on CBC's $55 millionaircraft
leasing portfolio, with direct loan losses of gpproximately $16 million in the fourth quarter attributed to
that event. Management attempted to negotiate with the airline companies; however, SPB was aminor
loan participant. Examiners estimated that an additiond provision of $20 millionwas needed to cover
the loan risk associated with the portfolio. At the November 2002 FDIC examination, the bank’ s loan
classfications were ill centered in the CBC divison, with large concentration exposures in both the
telecommunications and arline indudtries, as shown in Table 6.

# According to FDIC's Manual of Examination Policies, continuing to accrue income on assets that are in default as
to principal and interest overstates abank’ s assets, earnings, and capital. Instructions for the Preparation of Reports
of Condition and Incomeindicate, in summary, that where the period of default of principal or interest equals or
exceeds 90 days, the accruing of income should be discontinued unless the asset is well-secured and in process of
collection. Banks are strongly recommended to follow this guideline not only for reporting purposes but also for
bookkeeping purposes.

% According to the FDIC’'s Manual of Examination Policies, generally aconcentration isasignificantly large volume
of economically-related assets that an institution has advanced or committed to one person, entity, or affiliated
group. These assets may, in the aggregate, present a substantial risk to the safety and soundness of the institution.
Adequate diversification of risk allows the institution to avoid the excessive risks imposed by credit concentrations.
Concentrations generally are not inherently bad, but do add a dimension of risk that management of the institution
should consider when formulating plans and policies. The manual aso provides the following guidelinesfor
identifying direct and indirect concentrations of obligations: (1) concentrations of 25 percent or more of Tier 1
Capital by individual borrower, small interrelated group of individuals, single repayment source or individual project;
and (2) concentrations of 100 percent or more of Tier 1 Capital by industry, product line, type of collateral, or short-
term obligations of one financial institution or affiliated group. Any other concentrations may be listed in the 25-
percent category if desired.



Table 6: SPB Industry Concentrationsfrom 2000 to 2002 ($in Thousands)

Industry December 2000 December 2001 September 2002
Telecommunications
- Amounts Extended $176,041 $149,469 $92,854
- Percent of Tier 1 Capitd 335% 329% 418%
Airline
- Amounts Extended $122,485 $93,986 $60,844
- Percent of Tier 1 Capita 233% 207% 274%
Entertainment
- Amounts Extended $116,927 $135,683
- Percent of Tier 1 Capita 223% 299%
Technology
- Amounts Extended $52,389
- Percent of Tier 1 Capita -- 115% -
Tota Amount Extended $415,453 $379,137 $153,698
Total Assets $1,865,185 $1,401,350 $1,095,022
Percent Total Assets 22.27% 27.06% 14.04%

Source: FDIC January 2001, February 2002, and November 2002 reports of examination.

The November 2002 examination found that adversdly classified items totaled $213 million, of which 98
percent were loans and leases. Approximately 45 percent of the classifications were not adversely
classified at the previous examination, indicating that credit quaity was deteriorating. Most of these
loanswere originaly made in 1999 and 2000. At thetime of the examination, historica loss
percentages were estimated as shown in Table 7.

Table7: SPB’sHigtorical Lossesin Industry Concentrations ($in Thousands

2001 2002 Remaining
L osses Loss % L osses Loss % Balance
Telecommunications $31,191 22% $40,937 2% $92,854
Airline 16,660 14% 17,357 18% 60,844
Technology 16,840 21% 4,870 11% 27,081
Entertainment Data not provided in reports of examination.

Source: FDIC November 2002 report of examination.

L osses from the three concentrations approximated 70 percent of gross credit lossesin 2001 and 60

percent in 2002. Nine of the bank’ s ten largest 10an losses were in concentrated industries asillustrated
in Table 8. Approximately 37 percent of the telecommunications concentrations and 100 percent of the
arline concentrations were adversely classified. Table 9 provides a breakdown of the mgjor loan losses

at CBC for 2002 and shows that athough the bank’ s concentrations affected more than one of its
lending divisions, the mgjor losses rdated to loan concentrations werein CBC. These adversdly
classfied itemsincluded SNCs that examiners had classified as substandard or doubtful.
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Table8: SPB’sTen Largest Lossesin 2001 ($in Thousands)

Industry Gross Amount Division SNC
Aircraft $ 15,700 CBC
Paging 12,200 CBC
Paging 11,700 CBC SNC
Entertainment 7,400 CBC
Tdecommunicaions 7,300 CBC SNC
Technology 6,200 CBC
Technology 4,200 CBC
Tdecommunications (D) 3,800 CBC SNC
Sted Manufacturing 2,700 CBC SNC
Tdecommunications (D) 2,500 CBC
Total $73,700

Source: FDIC February 2002 report of examination.

During the 2002 FDIC examination, examiners also found that 4 of the 10 largest loan classfications
were CBC credits in concentrated industries (see Table 9).

Table9: SPB’sTen Largest Asset Classifications in 2002 ($in Thousands)

Industry Amount Division SNC
Aircraft $ 18,400 CBC*
Advertiang 15,000 CBC
Clay Tile Mfg. 14,600 CBC
Paging 14,400 CBC*
Car Rentds 11,700 LPIG SNC
Tdecommunications 9,900 CBC*
Hazardous Waste M. 9,800 CBC
Tdecommunications 9,700 CBC* SNC
Tdecommunications 9,600 LPIG SNC
Railroad 9,300 LPIG SNC
Total $ 122,400

Source: FDIC February 2002 report of examination.
* CBC creditsin concentrated industries.

The loans of most concern to examiners were those directly tied to the telecommunications sector.
Credit exposures to borrowers in the telecommunications industry comprised the largest and most
problematic concentration of credit. At December 31, 2001, telecommunications exposure totaled
$149 millionor 329 percent of Tier 1 Capitd. Approximately $60 millionor 40 percent of the
exposure was adversely classified or deemed to have Substandard characteristics.
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High Loan Growth

A study prepared by the FDIC' sformer Divison of Research and Statistics (recently combined with the
Divison of Insurance to form the Divison of Insurance and Research) entitled History of the Eighties—
Lessons for the Future was published in December 1997. Volume |, An Examination of the
Banking Crises of the 1980s and Early 1990s, detailed the life cycle of abank falure. The study
recognized that rapid loan growth was identified repeatedly as a precursor to failure. In addition,
ingtitutions that failed typicaly moved through three stages of deterioration In thefirst stage, loan
growthisrapid, loan concentrations emerge, and lending is aggressive (interna controlsin the growth
areas tend to be weak, and underwriting standards are generally more lenient). In the second stage, the
inditution' s loan-qudity problems increase, profits decline, and inadequate reserve levels become
gpparent. Inthefind stage, deteriorating asset qudity leads to losses and a depletion of bank capital.
The sudy dso notes that only over time do the effects of growth or risk-taking — whether these effects
are good or bad — become apparent.

The study aso recognized that growth-related risk can comein at least two aress, loans and bank
management. There may be increased |oan concentrations in risky areas, and there may be
management |apses such as lowered underwriting standards, increased reliance on volétile funding, or a
generd weakening of interna controlsin order to facilitate rgpid growth. Both areas at SPB
experienced increased growth-related risk. In particular, the bank was subject to concentrationsin
risky aress, liberd underwriting sandards, significant reliance on volaile funding, and weak internd
controls.

To mitigate the increased growth-related risk, a bank should employ Strategiesthat consider loan
quality, capital adequacy, and ALLL sufficiency. The study noted the fallowing:

... heither growth itself nor most other risk taking is necessarily bad for afinancid inditution
Banks earn their income by assuming risk; to increase risk through growth can therefore be a
sound strategy. Such astrategy would ideally be accompanied by increasesin capitd asa
buffer againg higher losses, maintenance of high underwriting standards, and attention to proper
risk management—in other words, by prudent management of the ingtitution’s growth.

Moreover, regardless of whether the increased lending is prudent, ill timed, or very risky, the
growth will generate added revenue from increased |oan fees and interest income.  In addition,
because these are dl new loans, initidly there are no delinquencies and no loss charge-offs, so
that the growth is dmost dways accompanied by growth in income and capital (assuming
retained earnings). Only over time do the effects of growth or other risk taking—whether these
effects are good or bad—become apparent. This long lead time before problems appear makes
it difficult to identify future problem banks accurately.

One of the contributing factors to SPB’ s failure was the aggressve growth pursued by bank
management. From 1991 through 2000, the bank was in a congtant state of growth. From 1991 to
1994, the bank was engaged in lending, originating, and sdlling subprime residentia and consumer loans.
During this period, the bank grew from an ingtitution with total assets of $56.5 millionas of

December 31, 1990 to $1.4 hillion as of December 31, 1994. In particular, atotd growth rate of
2,318 percent was achieved. From 1994 through 1999, the bank changed its |oan strategies and
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product focus to low-qudity and high-risk commercia and industrid loans with the prospect of greater
profits. Asthe bank’s investment in subprime resdentia |oans declined, the focusin commercia and
industrid loansincreased. Asof December 31, 1993, the bank had no commercid loansin atota loan
portfolio of $1.2 billion Asof December 31, 1999, totd commercid loans equaed $1.1 billionina
total loan portfolio of $1.5 hillion Figure 4 showsthe level of growth achieved.

Figure4: Total Assets at SPB from 1987 through 2002 ($in Billions)
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Source: OIG analysis of Uniform Bank Performance Reports.

SPB’ s ROESs since December 1994, typicdly noted that rapid and significant levels of growth were
occurring. In addition, afew of the reports identified manageria wesknesses, loan underwriting and
adminigrative concerns, and the lack of grategic plansin relationship to the bank’sgrowmth. The
January 1996 and April 1997 reports dso identified the initid shift away from single-family resdentid
lending into commercid and indudtrid loans. In these reports, the commercia and industrid lending was
described as being riskier and subject to greater losses. Subsequently, the June 1999, June 2000,
January 2001, February 2002, and November 2002 ROESs noted the level and growth of adverse
classfications that were attributable directly to CBC and the corresponding rapid growth and liberd
underwriting of the portfalio.
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ASSESSMENT OF THE FDIC’SSUPERVISION OF THE INSTITUTION

The FDIC and DFI examiners conducted annud examinations of SPB from 1993 until its closurein
2003 (see Table 1). The scope of examinations was generally comprehensive, and examiners
repeatedly identified and reported on significant areas of concern and risk at the inditution. Asshown
on Table 1, from 1998 until the bank failed, SPB operated under various supervisory actions by FDIC
and DFI. Of these actions, specific provisons were made for capita and the ALLL. While detall
reviews were performed and recommendations were made on capital adequacy and the ALLL, further
andysis and study were needed to establish the gppropriate level of capital and of the loan loss reserve.
As discussed in the following sections, OIG andysis indicates that both capital and the ALLL were
underfunded for an extended period based on the level of risk assumed by bank management.
Furthermore, additional funds, above those initially requested by examiners, should have been sought to
grengthen the bank’ s financid postion If these additiona funds were sought and obtained,
management may have been encouraged to take further steps by limiting asset growth or enacting a
more conservative loan underwriting program.  Ultimately, once |oan losses began to be recognized, the
level and saverity of losses exceeded the available funds of the bank, resulting initsfalure. Asareault,
the supervisory effectiveness of reducing the risk of amateria loss to the insurance fund was limited.
These issues are presented in detail in the following sections, which address the FDIC' s supervision of
the indtitution, including implementation of the PCA provisons of the FDI Act.

Finding A: ExaminersNeed More Guidance on How to Evaluate High-Risk
Commercial Loan Programsthat Target Subprime Borrowers

SPB’shigh-risk commercia |oan programs were not evauated by examiners in amanner that ensured
that capita requirements and ALLL adequately addressed the risks inherent in these types of the
credits. Although current examination procedures provide guidance for reviews of commercia and
indugtrid loans (to include asset- based loans), they do not provide guidance for the eva uations of
commercid lending programs that target borrowers with subprime characteristics® 1n addition,
examiners have not received guidance related to quantifying the amount of ALLL or capitd needed to
offset the additiond risk in subprime commercid lending programs. As aresult, inditutions with lending
programs that target subprime commercid credits may not be required to maintain capitd and ALLL at
levels that adequatdly address the risks inherent in these types of lending programs.

FDIC s Manud of Examination Polices contains policies and procedures related to examinations of loan
portfolios composed of commercid and industrid loans, accounts receivable financing, leveraged
financing, commercid red estate loans, and red estate congtruction loans, dl of which were present in
SPB’s asset portfolio (see Appendix V). Although the manua addresses problem loans, impaired
loans, and subprime consumer loans, the procedures do not address the risk inherent in loan programs
that target, ether through origination or purchase, subprime commercid loansto be hdd in the
ingtitution’s portfolio or accumulated and packaged for sde.

% | n the absence of an industry-wide definition of subprime commercial loans and for the purposes of this report, we
use the term subprime to describe SPB’ s commercial |oan portfolios.
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DSC and the Federa Financid Ingtitutions Examination Council (FFIEC) have issued specific
guiddines (see Appendix VI) for examinersto follow when reviewing subprime mortgage and
consumer loans and subprime credit card programs at FDIC-insured inditutions. These
guiddines assst examiners and bank management in effectively managing risks associated with
subprime lending programs, establishing adequate alowance levels to cover losses, and
maintaining capita levelsthat reflect the additiona inherent risks associated with subprime
lending. However, the procedures (with the exception of those related to subprime consumer
loans) are geared towards loans that were underwritten for borrowers that, at the time of
origination, did not have questionable or weakened credit histories.

Specificdly, the FFIEC January 2001, Expanded Guidance for Evaluating Subprime Lending
Programs (Expanded Guidance) addresses subprime lending and provides the following definitior

Theterm subprime refers to the credit characterigtics of individual borrowers. Subprime
borrowers typicaly have weskened credit histories that include payment delinquencies, and
possibly more severe problems such as charge- offs, judgments, and bankruptcies. They may
also display reduced repayment capacity as measured by credit scores, debt-to-incomeratios,
or other criteriathat may encompass borrowers with incomplete credit histories. Subprime
loans are loans to borrowers displaying one or more of these characterigtics at the time of
origination or purchase. Such loans have a higher risk of default than loans to prime borrowers.

The Expanded Guidance states that generally, subprime borrowers will display arange of credit risk
characterigtics that may include one or more of the following:

two or more 30-day delinquencies in the last 12 months, or one or more 60-day
delinquenciesin the last 24 months,

judgment, foreclosure, repossession, or charge-off in the prior 24 months;

bankruptcy in the last 5 years,

rdativey high-default probability as evidenced by, for example, a credit bureau risk score
(FICO) of 660 or below (depending on the product/collateral), or other bureau or
proprietary scores with an equivaent default probability likelihood; and/or

debt service-to-income ratio of 50 percent or gregter, or otherwise limited ability to cover
family living expenses after deducting total monthly debt- service requirements from monthly
income.

The guidance aso provides the following definition of subprime lenders: “...inditutions that
systematically target the subprime market through programs that employ tailored marketing,
underwriting standards, and risk selection.”

In addition, the guidance states that the term subprime lending “program” refers to the process of

acquiring on aregular or targeted basis, either through origination or purchase, subprime loans to be
held in the indtitution’s own portfolio or accumulated and packaged for sale.
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During the April 1997 FDIC examination, examiners first described SPB’s |oan portfolio as being
centered in subprime lending, making SPB more senditive to economic downturns than competing
indtitutions with more grict underwriting requirements. From 1997 through 2002, ROEs continudly
noted that SPB’ s borrowing base was generdly subprime and warned about susceptibility to economic
downturns. Examiners dso noted that the entire CBC portfolio had subprime characterigtics that
required more than normal management attention in the identification, monitoring, and control of risk.
Despite some variance, the underwriting sandards were generdly liberal as SPB targeted borrowers
with weaknesses and charged interest rates commensurate with those wesknesses. The borrowers
were generdly categorized as B and C borrowers who tended to be a the margind end of the credit
gpectrum and generaly did not qudify for credit on more conventiond terms. Examiners warned bank
management that a large percentage of loans were secured with real estate and that because many of
these |oans were backed with junior liens, collatera vaues could be reduced or eiminated when
property vaues declined.

According to the Expanded Guidance, each subprime lender is responsible for quantifying the amount of
capital needed to offset the additiond risk in subprime lending activities. The andys's should be taillored
to reflect the size, concentration level, and relaive risk of the indtitution's subprime lending activities and
should consder the following dements:

portfolio growth rates;

trendsin the level and volatility of expected losses;

the level of subprime loan losses incurred over one or more economic downturns, if such
datalandyses are available;

the impact of planned underwriting or marketing changes on the credit characteristics of the
portfolio, including the rdative levels of risk of default, loss in the event of default, and the
leve of classfied assts;

any deterioration in the average credit qudity over time due to adverse selection or
retention;

the amount, quality, and liquidity of collatera securing the individud loans;

any asst, income, or funding source concentrations,

the degree of concentration of subprime credits;

the extent to which current @pitalization conssts of resdua assets or other potentialy
volatile components;

the degree of legad and/or reputation risk associated with the subprime business ling(s)
pursued; and

the amount of capital necessary to support the ingtitution's other risks and activities.

The Expanded Guidance states that because subprime lending poses more risk than standard lending, it
is expected that the starting point for determining capital levels would be a aminimum, one and a half to
three times greater than what is appropriate for non-subprime assets of asmilar type. The guidance
aso dates that refinements to capita levels should be made based on the particular circumstances of
each bank. Asaresult, the capita ratios should be set well above the averages for their traditiond peer
groups or other smilarly Stuated ingtitutions that are not engaged in subprime lending.
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From 1994 through 1999, SPB management engaged in ahigh-risk lending strategy and expanded into
commercid lending, wholesale equipment lease financing, and asst-based lending to companies and
borrowers with impaired credit histories. During thet time, the bank created 10 new commercial- based
lending divisons within the bank:

6 divisons focused on providing high-risk loans to subprime borrowersin the areas of asset-
based commercid lending, new and used automobile paper, commercia red estate
rehabilitation loans, bulk sales of nonconforming redl estate loans, and automobile dedlership
inventory loans,

2 divisons provided loans on a wholesale basis to mortgage companies and leasing companies;
1 divison specidized in Shared Nationa Credits; and

1 divison specidized in motion picture financing.

FDIC examiners stated that many of these new business lines were pursued without an adequate |oan
review program and interna loan grading sysem. By April 1997, SPB had discontinued single-family
residence lending and was concertrating on commercid and multifamily income properties and
commercid finance lending. Moreover, by thistime, examiners noted that the bank’s |oans, regardiess
of type, were generdly subprime. From 1997 through 2002, the bank suffered |osses of over

$324 millionin its commercid and industrid loan portfolios.

We found that examiners conducted reviews of SPB’ s management of commercid loan portfolios. The
reviews were in compliance with the DSC policy manuad and covered SPB policies, internd reting
systems, problem loan work-out strategies, ALLL caculations, management incentives, and Board
overdght. Although we found that the examiners conducted reviews of individud credits to determine
the loss classfications and required ALLL, we noted only one case in which examiners took additiona
gepsto identify the industry risk posed by the types of subprime commercid loans specific to SPB.
Although current examination procedures for asset-based commercid lenders do not require specific
Sudies of industry standards, during the 2002 examination, the examiner-in-charge (EIC) and the case
manager attempted to research the industry standards for capital alotments to determine the amounts of
equity capita alotted to assat-based commercid loan credits by the private sector. They found that the
private sector was carrying 20 percent of capitd for these types of credits. According to the EIC, this
ratio wasin linewith the examiners idea of acapitd alocation of 15 to 20 percent for SPB's largest
lending divison, CBC. The examiners used this andysis as abasis for getting SPB management to
agree to alocating higher capitd leves.

Asapart of our anadysis, we recomputed SPB*s Tier 1 Leverage Capital based on the 20 percent
equity capitaization rate for asset-based commercia loans as described in the case above. We
compared our recomputed percentages to the percentages dlotted by SPB, as well asto those of the
bank’s peers. Asdemongrated in Figure 5, SPB’s capital alocations were above the peer average
through 1999; however, the bank’ s averages dropped significantly below that of peer banks thereafter.
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Figure5: Recomputation of Tier 1 Leverage Capital

14%
12%
10%
8%
6%
4%

A s e e

=8 Recomputed Tier |
Leveraged Capital
SPB Tier |
Leveraged Capital

=== Peer Average

2%

Tier | Leveraged Capital

0% T T T T T T
1996 1997 1998 1999 2000 2001 2002

Year End

Source: SPB Cadll Reportsfrom 1996 through 2002,

From 1996 through 1999, the difference in the amounts of the capita alotted to assat-based credits by
SPB and its peer banks ranged from 0.90 percent to 1.11 percent, with SPB dlotting more capita than
its peer banks. From 2000 through 2002, the trend changed, and the differences ranged from 4.94 to
5.58 percent, with SPB mantaining less capita than its peer banks.

We aso recomputed SPB’s Tier 1 Leverage Capital for 1996-2002 based on the 20-percent equity
capital assumption to determine how much, if any, additiona capital would have been required to cover
the risks associated with the bank’ s asset-based commercia loans. We found that the amounts of
additiond capita that would have been required for CBC done ranged from $30 millionto $126 million
annudly (see Table 10). Asaresult of our recompilation of SPB’s equity capitd , we found that SPB’s
capital was underfunded from 1996 through 2002.

Table 10: Additional Tier 1 Capital Based on a 20-Per cent Equity Capital Allotment

Capital Increase ($in Thousands)
Year-end CBC SPB Total
199 $30,728 $ 13310
1997 54,058 32,735
1993 71,708 59,566
1999 79,024 67,106
2000 126,517 174,868
2001 90,542 133,381
2002 55,674 86,737

Source: SPB Call Reportsfrom 1996 through 2002.

DSC management informed us that in addition to policies for onSte examinations of commercid loans,
DSC has palicies for pre-scoping examinations that address commercid loans, and DSC has identified
red flags to dert examinersto potentid problems. According to the DSC case manager, when
examiners conduct reviews of commercid |oans, examiners take a sample of the loans and review them
on a credit-by-credit basis rather than gpplying aformula gpproach to quantifying therisks. The sample
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would include the largest and most problematic credits in the portfolio. After conducting areview of
individud loans, the examiners make conclusions about the entire portfolio. According to DSC, thisis
the best way to assess commercia loans. During our review of examination data for four of the largest
lending divisons a SPB, we found that examination coverage of the loan portfolios ranged from 12
percent to 100 percent of the dollar value of each of the four divisond loan portfolios (see Table 11).

Table 11: Examination Coverage of High-Risk Assetsat SPB

Exam Ratings: Composite | Total Assets Per centage of Total Portfolio Reviewed

Date / Asset Quality ($in Billions)| CBC IPLD LPIG LHO
June 2000 4/4 $1.902 24 21 33 44
Jan. 2001 4/5 $1.865 68 18 15 31
Feb. 2002 5/5 $1.401 85 46 47 36
Nov. 2002 5/5 $1.095 54 12 78 100

Source: FDIC reports of examination from 2000 to 2002.

DSC management informed us that it would be very difficult to develop aformula approach similar to
the FFIEC guiddines for subprime consumer loan programs because there are too many variablesto
consider related to commercid loans. The factors used to determine capita requirements for these
credits must be evaduated separately and then weighted to arrive a afind amount. Because each set of
crcumgances will differ, the weightswill vary based on the individud bank. Further, the development
of additiona examination guidance may require an interagency (FFIEC) effort, and the guidance would
need to be sufficiently flexible to be used by each agency involved.

During discussions with FDIC management, we were told that many commercid loans recently
underwritten in banks tends to be non-rated or subinvestment grade in rdation to bond ratings as
published by Standard and Poors and Moody’s, due to the fact that prime companies have direct
access to the capital markets, however, the qudity of commercid lending varies from inditution to
inditution, and capital adequacy a each indtitution must be subjectively determined. Also, San
Francisco Regiond Office management and examiners stated that very few inditutions engege in
commercid subprime lending and that development of a policy to address these types of credits might
not be feasible.

Examiners did not evduate SPB’ s lending programs that targeted subprime commercid creditsin a
manner that addressed the inherent risks in the programs.  As aresult, SPB was not required to maintain
capita and ALLL at levelsthat adequately addressed the risks inherent in these types of lending
programs. In addition, there is a potentid for alack of congstency in on-ste examinations of banks
with subprime commercid lending programs, particularly with regard to setting capital and ALLL a
levelsthat address the risk inherent in these programs.  Further, obtaining bank management's
agreement on the examiners method for calculating the required capita levels may be difficult without
some form of agency guidance.



Recommendations

We recommend that the Director, DSC;

2

3

Enhance or reinforce exigting examination guidance to, & a minimum, identify techniques examiners
may use to evaluate capital and loan loss alowance information available from bank and non-bank

sectors, for comparing and contragting variances in capita alocation for these types of commercia

loan programs, and

Reinforce examiner awvareness of DSC subject- matter expertsin high-risk commercid lending, and
encourage examiners and case managers to avail themselves of these experts, when appropriate.
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Finding B: SPB’s Allowance for Loan and L ease L osses was Underfunded

The ALLL was underfunded for the leve of risk assumed by bank management and present in the loan
portfolio. The methodology employed by examinersto validate the bank’s ALLL did not adequately
condder the following:

the use of peer group average retios,

the use of higtoricad loan loss averages, and

the assgnment of qualitative adjustments for exigting risk factors such as new areas of lending,
new management, and high loan growth.

Properly stating the ALLL would have reduced SPB’ s operating results, which aready showed a net
loss beginning in 1999, and may have been sufficient to downgrade SPB’ s capitd category designation
for purposes of PCA.

FDIC’s Manud of Examination Policies for safety and soundness examinations assgns examiners the
respongbility for assessing the quality of the loan and lease portfolio, the loan review system, and the
adequacy of the ALLL. Loan portfolio analyss and the determination of loan quality are used to
edtablish and determine the adequacy of the ALLL. In generd, the greater therisk in the loan portfalio,
the greater the allowance should be to reserve for potentia losses and to mitigate the increased risk.
The Loan Portfolio Management and Review: Generd Examination Documentation module, Core
Andlyss, ingtructs examiners to assign classifications to loans reviewed, evduate the interna 1oan
classfications for accuracy, and evauate the level and trend of classified loans. If theinternd grading
gystem isreliable, examiners are to use the bank’ s data for preparing the appropriate ROE pages,
determining the overdl leve of classfications, and providing supporting comments regarding the quality
of the loan portfalio. The Loan Portfolio Management and Review: Generd Examination
Documentation module, Expanded Andysss, ingtructs examiners to determine an gppropriate ALLL
level and provides examiners seven areas of consideration ®

The OIG recognizes, as do DSC' s various policies and procedures, that reviewing and assessing an
inditution'sALLL isacomplex and detailed process. In addition, the OIG recognizes that the seven
aress of consderation in the expanded analysis procedures are subject to a substantial degree of
judgment, are not dl weighted or viewed equaly, and are not conclusive in that the resultsin one
particular method do not necessarily imply adequacy or inadequacy of the ALLL. In particular, while
the use of peer group averages can be useful in identifying divergent trends and can be helpful asa
supplemental check of the reasonableness of management’ s assumptions and andys's, peer group
averages are not, by themsdves, a sufficient basis for determining the adequacy of the ALLL. The
historical loss averages are adso subject to a certain degree of subjectivity and adjustment, and
caculations can range from a smple average of net charge-offs over arelevant period to more complex
techniques, such as migration andyss. The use and assgnment of quditetive adjusments are dso
subjective and can entail complex computations. Furthermore, examination guidance in the

% Appendix V11 contains adetailed listing of the seven methodologies used in determining an appropriate ALLL
level.
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quantification of quditative adjusmentsislimited, and some discretion isavailable in how these risk
factors (once quantified) could be gpplied through either a greater ALLL or a higher capitd level.

Use of Peer Group Data Comparisons

Based on areview of the reports of examination and on areview of the workpapers for the June 2000,
January 2001, and February 2002 examinations, examiners conducted a limited andysis of SPB’s
financid Structure againg that of a peer group average. In generd, examiners stated that the bank’s
financia structure was S0 unigue (the inditution was an industria |oan company, assets were centered in
low qudity commercia and indudtria loans, and deposits were centered in high-rate Certificates of
Deposits) that making comparisons againgt peer group averages would not have been meaningful. In
addition, dthough afew examiners favored the idea of formulating a customized peer average that
would have been specificaly talored to the financid structure of this bank, the examiners did not
formulate an andlyss in this area to specificaly address the adequacy of the ALLL. Other examiners
noted that designating a specific pool of banks as a peer group would have been difficult due to the
bank’ s unique financid dructure. Regardless, the andyssof peer group averages (based on areview of
the Uniform Bank Performance Report™) would have provided greater insight into the adequacy of the
ALLL. Based on our andyss of SPB’sfinancid postion to their peer group average for the ratio Loan
and Lease Allowance to Nor+Accrud Loans and Leases, as of December 31, 2002, the ALLL would
have been underfunded by $368 millionand an adjusted Tier 1 Leverage Capita ratio would have
equaled anegative 51.7 percent.

FDIC s Statement of Policy entitled, Interagency Policy Statement on the Allowance for Loan and
Lease Losses (ALLL), dated December 21, 1993, states:

Indtitutions are ... encouraged to use ratio andys's as a supplementa check or tool for
evauating the overal reasonableness of the ALLL. Ratio andydscan be usgful in identifying
divergent trends (compared with the ingtitution’s peer group and its own historica practices) in
the rdationship of the ALLL to dassfied and nonclassified loans and leases, to past due and
nonaccrud loans and leases, to total 1oans and binding commitments, and to historical gross and
net charge- offs.

The policy statement aso recognizesthat “... while such comparisons can be helpful as a supplementd
check of the reasonableness of management’ s assumptions and anaysis, they are not, by themsdves, a
aufficient basis for determining the adequacy of the ALLL. In particular, such comparisons do not
obviate the need for a comprehensive anaysis of the loan and lease portfolio and the factors affecting its
collectibility.” The policy atement assigns examiners the responsbility to “Perform a quantitative

% The Uniform Bank Performance Report (UBPR) is an analytical tool created for bank supervisory, examination, and
management purposes. In aconcise format, it shows the impact of management decisions and economic conditions
on abank's performance and balance-sheet composition. The performance and composition data contained in the
report can be used as an aid in evaluating the adequacy of earnings, liquidity, capital, asset and liability management,
and growth management. Bankers and examiners alike can use this report to further their understanding of abank's
financial condition, and through such understanding, perform their duties more effectively. The UBPR isavailable
online at WWW.FFIEC.GOV.
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andysis (eg., usng the types of ratio analyss previoudy discussed) as a check of the reasonableness of
the ALLL.”

The Core Analys's procedures ingtruct examiners to determine the overal adequacy of the ALLL.
Examiners should, “Evduate the overdl leve of the ALLL for reasonableness...Consder reviewing
applicable UBPR ratios as a check for reasonableness” The Expanded Analysis procedures so
ingruct examinersto determine an appropriate ALLL level. In determining thisleve, the examiners
should consder seven areas. Two of the saven aress require examiners to perform a comparison of the
bank’ s dlowance againgt various peer averages. One of the procedures requires examiners to,
“Congder the average reserve coverage of non-performing loans by state, rating, and charter.” The
other procedure requires examiners to, “ Congder the historica average of |oan loss reserves to nor+
performing loansfor dl banks in the region and nation.”

Our comparison of SPB’s ALLL position to the peer group average showed that the allowance was
deficient. Asillugrated in Figure 6, the bank’s ALLL was below the peer group average from 1993 to
1998 and then sgnificantly rose in subsequent years.

Figure6: SPB’sRatio of Loan and L ease Allowances to
Total Loans and L eases Compared to SPB’s Peer Group Average
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Source: OIG analysis of Uniform Bank Performance Reports.

Despite this growth, the ALLL level was till not sufficient to adequately cover the potentia loss
exposure in the loan portfolio. Asillustrated in Figure 7, the losses that were recognized grew dowly at
fird, duein part to the high leve of loan growth that was experienced within the CBC portfolio and the
deferment of loan loss recognition practices. After 1998, loan losses grew rapidly and significantly
exceeded the |oan losses experienced by the peer group average.
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Figure7: SPB’sRatio of Net Lossto Average Total
L oans and L eases Compar ed to SPB’s Peer Group Average
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Source: OIG analysis of Uniform Bank Performance Reports.

Asillugtrated in Figure 8, the bank’s ALLL as a percentage of net losses had been declining since 1994
and was sgnificantly below the peer group average since 1997. This sSgnificant disparity continued to
exist despite the higher alowance levels maintained by the bank from 2000 to 2002, as shown in

Fgure 6.

Figure8: SPB’sRatio of Loan and L ease Allowance
to Net L osses Compared to SPB’s Peer Group Average

/ =—g—=SPB Data

)4\ / —l — Peer Average

Ratio of Loan and Lease
Allowanceto Net L osses
(o]

1993
1994
1995
1996
1997
1998
1999
2000
2001
2002

Source: OIG analysis of Uniform Bank Performance Reports.

In addition, analysis of the bank’ s noncurrent and nonaccrual loan portfolios provides a further
indication of the direction of loan quaity. Asillugtrated in Figure 9, noncurrent loans and leases repidly
grew from 1997, despite the artificia trestment of bringing certain ddinquent loans current by
capitalizing interest.
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Figure9: SPB’sRatio of Non-Current Loans and L easesto
Gross Loans and L eases Compared to SPB’s Peer Group Average
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Source: OIG analysis of Uniform Bank Performance Reports.

Asillugrated in Figure 10, the ALLL as apercentage of nonaccrual loansis sgnificantly below the peer
group average for the periods shown. Logicaly, however, an individuad should expect that the bank’s
position would be higher than the peer group average because of the bank’ s higher than average risk
profile.

Figure10: SPB’sRatio of Loan and L ease Allowance to Nonaccrual
Loans and L eases Compared to SPB’s Peer Group Average
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Source: OIG analysis of Uniform Bank Performance Reports.

Figures 11 and 12 show what the impact would have been to the bank’ s Tier 1 Leverage Capita ratio if
the allowance was maintained as a percentage of nonaccrua loans that was equa to the bank’ s peer
group average. As can be seen, from 1994 to 1999, the capital position would have declined
sgnificantly from the reported levels, becoming critically undercapitaized for Prompt Corrective Action
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purposesin 1996 and then again in 1999.3* From 1999 to 2002, the Tier 1 Leverage Capitd ratio
would have declined to a negative 51.7 percent, with additiona provisionsto the ALLL during that
period totaling $368 million The OIG does not suggest thet this level of provison to the reserve was
necessary for the period of 1999 to 2002, only that such a divergence indicates that a comprehensive
review of the bank’s ALLL would be necessary. The andlysis dso indicates that the bank possessesa
higher risk profile than peer average and that a more conservative reserve factor should be considered.

Figurel1l: SPB’'sTier 1 Leverage Capital Ratio from 1993 to 2002
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Figure12: SPB’sTier 1 L everage Capital Ratio from 1993 to 1999
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Source: OIG computations and analysis of Uniform Bank Performance Reports.

¥ In accordance with 12 C.F.R. Part 325 of FDIC’s Rules and Regulations, critically undercapitalized institutions are
defined, for Prompt Corrective Action purposes, asinsured depository institution with aratio of Tangible Equity
Capital to Total Assetsthat isequal to or lessthan 2 percent. The computation of thisratio is equivalent to the
computation of theratio Tier 1 Leverage Capital to Average Total Assets.
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Based on our review of the reports of examination, we found that FDIC examiners did not provide a
written andysis of the bank’ s reserve ratios in comparison to the peer group averages. In addition,
examiner discussions of delinquent and nonaccrua loans, on an aggregate basis, were limited to
notations on the level and trend of these portfolios. No analysis was provided to supplement the
determination of the ALLL’sadequacy. Furthermore, dthough examiners aso noted that
management’'s ALLL methodology did consider trends of delinquent and nonaccrud loans, the reports
of examinaion did not discuss how this data was used. However, of note, in the January 1996 ROE,
examiners sated that, “ The compary’s methodology for establishing loan lossreserves ... may not be
able to adequately project future losses consdering that the company has moved into several new aress
of lending ... historic losses may not be an appropriate basis for calculating reserves for alarge part of
the portfalio... It isrecommended that the company review industry information to re-evauate the
adequacy of itsreserves...” This recommendation was not repested in subsequent reports.

Based on areview of DSC' s workpapers for the June 2000, January 2001, and February 2002
examindions, at only one of the examination was a documented analysis of the bank’ sreserve leve in
relationship to peer averages conducted. However, the andysis was flawed. The stipulated procedure
requires examinersto, “ Consder the average reserve coverage of nonperforming loans by sate, rating,
and charter.” The other procedure requires examiners to, “ Condder the historical average of loan loss
reserves to nonperforming loansfor dl banksin the region and nation.” The examiner performed an
andyss by comparing what the required reserve level would be based on the use of the peer average
reserve coverage of nonperforming loans.

The examiner used the following peer group averages and reserve percentages in performing the
andyss:

All Cdiforniainditutions— 175 percent (Population of 301 banks),

All Cdiforniabankswith total assets less than $3 billion — 200 percent (Population of 288
banks),

All Cdiforniabankswith total assets greater than $3 hillion — 166 percent (Population of 12
banks),

San Francisco Region, al banks with the same charter — 187 percent (Population of 130 banks
— Charter used was * State Member,” the Charter of SPB was * State Non-Member,” with a
reserve coverage of 173 percent),

San Francisco Region, dl banks with a composite rating of 4 — 88 percent (Population of 8
banks), and

San Francisco Region, dl banks with a composite rating of 5 — 214 percent (Population of 1
bank).

The examiner dso performed a verification of the percentages by utilizing the following peer group
averages.

Kansas City Region, by CAMEL Rating — 77 percent,
Kansas City Region, by Class— 206 percent,

Kansas City Region, by Asset Size — 223 percent,
Dallas Region, by Class— 122 percent,
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Ddlas Region, al banks with a composite rating of 4 — 70 percent, and
Ddlas Region, dl bankswith a composite rating of 5— 194 percent,

However, the examiner discounted the above data. The examiner’ s workpapers noted:

The results of this peer comparison ranged from $67 millionto $215 million The range was too
wide to be useful and research indicated alack of indtitutions with the subject’ s characterigtics.
For example, San Francisco Region (Dallas Region) peer data showed 4 rated banks retained
an ALLL equivaent to 69.50 percent of nonperforming loans, however, 5 rated banks in the
Region retained ALLL coverage of 194.24 percent. This appears contradictory. Applied to
the leve of nonperforming loans at the subject on the examination date of $97 million, thiswould
indicate an ALLL range of $67 millionto $188 million

Asaresult, the examiners noted that their “... preference in measuring ALLL adequacy under this
technique is to assure aminimum of 100 percent coverage of nonperforming loans. Thisisa‘rule of
thumb’ used by market analyss” The examiner’s andysis was flawed due to the limited population of
composite 4 and 5 rated banks. As noted above, the San Francisco Region had only eight banks with a
composite 4 rating and 1 bank with a composite 5 rating. By diminating those two comparisons, the
variance note by the examiner (an ALLL range of $67 millionto $188 million, or a difference of

$121 million) is Sgnificantly reduced (an ALLL range of $161 millionto $194 million, or a difference of
$33 million) and the andysis would have shown that the alowance was underfunded by aminimum of
about $92 million (nonperforming loans of $97 millionmultiplied by 166 percent, equals areserve
coverage of $161 million, less the outstanding reserve balance of $69 million, equas ashortfdl of

$92 million). Also of note, for the year ended 2002, SPB’s actual net loan losses equaled $94 million

Of the remaining two sets of workpapers, one set contained peer average statistical data beyond the
Uniform Bank Performance Report. However, no analyss of this data was evident. The second set of
workpapers stipulated the examiners' acceptance of management’s methodology, and the examiners
limited their andysisto applying their loan classfications to the bank’s methodology. Examiners sated
that generdly this particular bank did not have any meaningful peer group from which to formulate useful
comparisons.

Based on our review of the bank’s Quarterly Allowance Analysis reports, the bank did not perform a
ratio comparison of the bank’ s alowance position against peer group averages. In addition, the analyss
performed on nonaccrual loans was limited to adiscussion of the level and trend of these assets. The
bank did not perform an andlyss on these loans, as a portfolio, that supplemented the determination of
the ALLL’ s adequacy.

The examiners' limited use and andlysis of peer group averages resulted from a misunderstanding of the
vaue that the data can provide in assessing the adequacy of the ALLL. Alsoto alimited extent, based
on the one sat of workpapers that indicated a preference of ensuring a minimum coverage of 100
percent of nonperforming loans, the examiners may have lacked a contextua understanding of the
purpose and use of theseratios. In particular, the purpose of performing this andysis gppearsto be
directed at ensuring the adequacy of the whole loan portfolio (by usng amultiplier) rather than just

53



ensuring the ALLL coverage of those individua loans that are on nonaccrua gtatus, as was done by the
examingr.

Asillugrated in Figures 10, 11, and 12, a significant disparity existed between the bank’ s position and
that of the peer group average. Asareault, the ALLL had been understated for an extended period.
This, in turn, indicates that both net income and capital were overstated, potentialy delaying regulatory
corrective action.

Use of Historical Loan L oss Averages

The reports of examination and the workpapers for the June 2000, January 2001, and February 2002
examinations, showed that examiners performed limited andlyss on the verification or determination of
the bank’ s historical loan loss averagesin assessing the bank’s ALLL and in assigning areserve
percentage for non-adversely classfied loans. Although the reports of examination noted that the bank
gpplied historica loss percentages to classified and non-classified segments of the loan portfalio, limited
andysswas performed on the appropriateness of how these percentages were gpplied inthe ALLL. In
generd, examiners stated that they did not recall how or how closely the loss percentages and averages
were reviewed. One examiner stated that, at any bank, in generd, examinerswould “eye bdl” the ratios
for reasonableness. Regiond Office management expressed concern about the potentia for “double
counting” and the need to discount the retio, if a sraight/unadjusted historical 1oss average was used in
conjunction with assgning loss exposure estimates to adversdly classfied loans. While thiswould be a
potentially valid concern in an inditution with agtatic or improving loan portfalio, it would not be valid in
an inditution with a deteriorating asset qudity postion  Furthermore, while bank management asserted,
based on the ROEs, that the initial losses experienced in CBCs were temporary, one-time events, no
anaysis was presented to demonstrate how this would have discounted or adjusted the historical net
loss average, or even whether it should be considered.

FDIC' s Statement of Policy entitled, Interagency Policy Statement on the Allowance for Loan and
Lease Losses (ALLL), dated December 21, 1993, and the Loan Portfolio Management and Review:
Generd Examination Documentation module, Expanded Anayss, require that examiners determine an
appropriate ALLL leve by comparing the reported ALLL (after deduction of al loans, or portions
thereof, classified Loss) againgt the sum of the following amounts:

Fifty percent of the portfolio that is classfied Doubtful.

Fifteen percent of the portfolio that is classfied Substandard.

For the portions of the portfolio that have not been adversely classified (including those loans
designated Specid Mention), estimated credit |osses over the upcoming 12 months (based on
the ingtitution’ s average annud rate of net charge-offs experienced over the previous 2 or 3
years on Smilar loans, adjusted for current conditions and trends).



The Expanded Andysis procedures also require examiners to determine an appropriate reserve level by
determining whether the ALLL is sufficient to cover al the following risks™

Any losses on loans accorded L oss classifications (in whole or in part) that have not yet been
charged off.

Estimated probable losses for dl loans accorded Doubtful classifications (without partial Loss
classfication).

Egtimated probable losses for dl remaining adversdly classfied loans (without partia Loss or

Doubtful dassification).

Other problem loans (either individualy or in pools).

Edtimated probable losses for the remaining categories of loans in the portfolio.

Supplemental amount for unidentified loan portfolio losses

For safety and soundness examinations, FDIC’s Manud of Examination Policies defines the term
estimated credit losses as:

... an edimate of the current amount of the loan and lease portfolio (net of unearned income)
that is not likely to be collected; that is, net charge-offs that are likely to be redized for aloan,
or poal of loans. The estimated credit losses should meet the criteriafor accrud of aloss
contingency ( i.e, aprovison to the ALLL) set forth in generdly accepted accounting principas
(GAAP). When available information confirms specific loans and leases, or portions thereof, to
be uncollectible, these amounts should be promptly charged off against the ALLL ... Esimated
credit losses should reflect consideration of al sgnificant factors that affect repayment as of the
evaudtion date. Estimated |osses on loan pools should reflect historica net charge-off levels for
smilar loans, adjusted for changesin current conditions or other relevant factors. Caculation of
historical charge-off rates can range from a Ssmple average of net charge-offs over areevant
period, to more complex techniques, such as migration anadysis.

Based on the opinion of FDIC's Accounting Section, the terms estimated credit |osses and estimated
probable losses as used in the two Expanded Analysis methodol ogies noted previoudy have the same
meaning. FDIC's Accounting Section also noted the following, which isaso discussed in the
Interagency Policy Statement:

... this caculation should only be considered a garting point for an examiner’ sandysisof ALLL
adequacy. The Interagency Policy Statement indicates that the calculation is atest of
‘reasonableness and that the amount calculated is*neither a“floor” nor a*safe harbor” level for
anindituion' SALLL. Therefore, ashortfal relative to this amount does not necessarily indicate
that an ALLL isinadequate. Rather, a shortfal indicates that the examiner must review
management’ s methodology more closaly before making a determination about ALLL

adequacy. Atthesametime, an ALLL in excess of the amount derived from this calculation
does not necessarily indicate that the ALLL is adequate and does not relieve the examiner of the

% Based on discussions with FDIC regional office managers and examiners, more weight is assigned to this particular
methodology than to the othersin determining the adequacy of the ALLL.

55



responsibility to ensure that an indtitution’s methodology is appropriate given the specific risk
characteristics of the inditution.

Based on our review of the reserve percentages used to provide for an alowance for nonadversely
classified loans and leases, the dlowance was deficient. Figures 13 and 14 show the disparity in the
bank’ s reserve allocation to those loans classified as Pass in comparison to the total loan portfolio’s
higtorical net loss averages. Figure 13 provides a comparison based on the tota |oan portfolio, and
Figure 14 provides a comparison based only on the CBC |oan portfolio. The figures show that the
reserve percentage applied by the bank had only anomind correation to the actud and historical
average lossrates that SPB was experiencing. The reserve percentage applied to the total loan
portfolio (for non-adversaly classified loans, excluding watch list/specid mention loans) rose above 1
percent only in 2000 and 2001. In 2001, the reserve percentage equaled 1.7 percent, an increase of
42 basis points® over the previous year's percentage. Thisleve, however, was 335 basis points below
the 3-year historica net loss average. For the same period, CBC' s reserve percentage rose to 3.7
percent, an increase of 235 basis points over the previous year' s percentage. Thisleve was 358 basis
points below the 3-year historical net loss average.

Figure 13: Historical Loss Averagesin Comparison to Reserve
Per centages for Non-Adver sely Classified L oans
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Source: OIG analysis of Uniform Bank Performance Reports and Southern Pacific Bank’ s Quarterly Allowance Analysis. All
data was provided as of year-end, except for the Quarterly Allowance Analysis reports for 1999 and 2002. The corresponding
dates used were September 30, 1999 and November 30, 2002, respectively. Only loans designated as a Pass were considered;
watch/special mention loans were excluded.

% Barron’s Business Guides Dictionary of Banking Terms describes a basis point as the smallest measure in quoting
yields, equal to one one-hundredth of one percentage point, or .01 percent. A bond whose yield to maturity changes
from 8.50 percent to 9.25 percent issaid to move 75 basis pointsinyield.
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Figure 14: CBC’'sHisgtorical Loss Averagesin Comparison to
Reserve Per centages for Non-Adver sely Classified L oans*
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Source: OIG analysis of Uniform Bank Performance Reports and Southern Pacific Bank’s Quarterly Allowance Analysis. All
datawas provided as of year-end, except for the Quarterly Allowance Analysisreports for 1999 and 2002. The corresponding
dates used were September 30, 1999 and November 30, 2002, respectively. Only loans designated as a Pass were considered;
watch list/specia mention loans were excluded.

*Coast Business Credit’s Net Annual Loss Percentage was based on the Uniform Bank Performance Report line item “Net
Lossesby Type of LN&LS — Commercia and Industrial Loans.”

Figure 15 shows the effect that the use of historical net |oss averages would have had on the bank’s Tier
1 Leverage Capitd ratio based on CBC'sreserve differentids. The percentagesin Figure 15 do not
include any quditative adjustments that may have been deemed necessary by the OIG. Additiondly, the
percentages do not incorporate examination specific adjustments, unless the bank’ s Cal Reports and
Uniform Bank Performance Reports were revised. For Prompt Corrective Action purposes, as of
December 31, 2000, the bank would have been designated as ether critically undercapitalized based on
the use of the 2-year higtorical net loss average or sgnificantly undercapitaized based on the use of the
3-year higoricd net lossaverage. Asof December 31, 2001, the bank would have been designated as
ggnificantly undercapitalized based on either average. Asof December 31, 2002, the bank would then
have been designated as criticaly undercapitaized based on either average. The unadjusted basis
would indicate that capital was undercapitalized for year-end 2000 and 2001, and that capital was
ggnificantly undercapitaized for the year-end 2002. The January 2001, February 2002, and

November 2002 Reports of Examination designated the bank’ s capita as sgnificantly undercapitalized,
undercapitdized, and sgnificantly undercapitalized, respectively. If watch lis/specid mention loans
were included in the andyss, Tier 1 Leverage Capita ratios would decline an additiona 6 to 52 basis
points for the years ended 2000 to 2002.



Figure 15: Impact tothe Tier 1 Leverage Capital Ratio
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Source: OIG analysis of Uniform Bank Performance Reports and Southern Pacific Bank’ s Quarterly Allowance
Analysis.

Based on our review of the reports of examination, the FDIC examiners did not provide a detailed
description or andysis of the historical loan loss averages. Generdly the reports of examination did note
that the bank applied historical loss percentages to classified and non-dlassfied segments of the loan
portfolio. However, as shown in the figures above, from 1999 to 2002, the percentages applied to
non-classified loans appear deficient. From 1996 to 1999, CBC's annua loan |osses were minima due
to the limited maturity and sgnificant growth of the portfolio. In addition, starting with the May 1998
ROE, the reports typicaly noted that management used three methods to calculate the adequacy of the
ALLL. Those methods were identified as the Exposure Method, the Formula Method, and the
Higtorica Charge-Off Andyss Method. The examiners dso noted that different loan types were
anayzed separately to properly reserve for their respective risks. The later ROES noted that the bank’s
quarterly review relied more heavily on the loss exposure method for individuad credits but dso
consdered historical 10ss experience, trends in delinquent and nonaccrual loans, concentrations, and
prospective economic conditions. In addition, the following observations were noted:

In the January 1996 ROE, examiners noted that the historical |oss percentages appeared
reasonable and supportable and that the historical 1oan losses were very low. The examiners
aso recognized that the bank was moving into severd new aress of lending and that the
previous method of relying on historica loss averages should be amended to consder the new
lending activities.

In the June 1999 ROE, the examiners noted that the reserve aloceations for Pass|oans and
Other Assets Especidly Mentioned were raised by management during the examination to 1.0
percent and 3.0 percent, respectively, from a 0.9 percent dlocation However, no
accompanying analysis was provided to support this change or to judtify its sufficiency.

In the January 2001 ROE, the examiners noted that management believed that the previous
year’ s losses were an aberration and that congdering the apparent improvement in credit and
problem asset administration, the losses were not considered to have predictive value.
Regardless, examiners attributed to the allowance an dlocation of 2 percent againg those loans
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classfied as Pass in contrast to the bank’ s allocation of 1.5 percent. The examiners judtified the
higher dlocation factors based on examiner andys's and an attempt to recognize loss experience
without over-weighting calendar year 2000 |osses.

The February 2002 and November 2002 ROES, noted that the bank’s hitorical loss andlysis
was consdered somewhat flawed due to the lack of documentation supporting the internal
dlocations. However, both reports aso noted that this did not detract from the overall
methodology. The February 2002 report aso detailed that management applied a 3-percent
reserve factor to all non-classified technology and tedecommunication loans and a reserve factor
of 1.5 percent to the remaining Pass loans at Coast Business Credit. The examiners dso noted
that the total reserve for al technology loanswas 7.5 percent and that this factor was well

below the bank’ s historica average annua |oss rate of 24 percent.

Based on our review of DSC’s workpapers for the June 2000, January 2001, and February 2002
examinations, examiners did not appropriately compute and/or apply the historical loan loss average to
loans that were not adversely classified. Based on areview of the February 2002 examination
workpapers, examiners accurately calculated the 3-year historical net loss average and correctly applied
that percentage to the Regulatory Test methodology. The Regulatory Test method gpplies aformulaic
approach to establishing reserves based on the classification category. However, when performing the
Exposure Andysis, the examiners utilized the bank’ s reserve factors. Based on our andlysis, as of the
February 2002 examination date, the ALLL was underfunded by an additional $25 million Of the
remaining two sets of workpapers, no andysis of this datawas evident. However, as noted above, the
January 2001 ROE noted and the examination workpapers showed that the examiners did apply a
dightly higher reserve percentage to those Coast Business Credit loans that were not adversaly
classfied. The examiners applied a 2-percent reserve factor, while the actua 3-year higtorica net loss
average equaled 4.54 percent .

Based on our review of the bank’s Quarterly Allowance Andysis reports, the bank did prepare atrend
andysis of aggregate loan losses. However, adirect correlation to the reserve ratios applied to non
adversdy classfied loans was not provided. In addition, no analysis was performed on these loss
factors that supplemented the determination of the ALLL’s adequacy. Also of note, the Quarterly
Allowance Analysis reports reference a KPMG survey and historicd trends report as support for the
reserve percentages used. Most of the examiners did not recal reviewing or obtaining thet particular
report. A few examiners noted that no reliance would have been placed on that dataiif it had been
obtained. One examiner stated that the information was considered and that the KPMG lossrate
information was based on early data reative to the decline in technology, telecommunications, and
arcraft sectors, however, the survey and workpapers were not retained to document this review.

The limited determination and analysis of hitorical loss averages can be attributed to the lack of clarity
in outstanding policies and procedures on the gppropriate use of these reserve factorsin ng and
establishing an alowance for non-adversdly classfied loans.

Asillugtrated in Figures 13 and 14, a sgnificant disparity existed between the bank’ s reserve
percentages and that of the historical loss averages. As aresult, based on the OIG’ s analysis, the
ALLL has been understated since December 31, 2000. This, in turn, indicates that both net income and
capital were overstated.
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Use and Quantification of Qualitative Risk Factors

Severd qualitative risk factors were present that were not fully considered or quantified in the
determination of the ALLL adequacy. In particular, risk factors existed such as new areas of lending,
new management, high loan growth, and concentrations of credit. Due to the presence of these risk
factors, additiona reserves were needed to mitigate the corresponding risk. Thelack of consderation
and quantification of these factorsresulted in the ALLL being underfunded.

FDIC's Manud of Examination Policies for safety and soundness examinations states that

Edtimated credit losses should reflect consderation of dl significant factors that affect repayment
as of the evauation date. Estimated |osses on loan pools should reflect higtorica net charge- off
levelsfor amilar loans, adjusted for changes in current conditions or other relevant factors.”

The manud further states that, “ Estimated credit losses should reflect consideration of al
sgnificant factors that affect collectibility of the portfolio as of the evduation date. While
historical |oss experience provides a reasonable starting point, historical 10sses, or even recent
trendsin losses, are not by themsalves, a sufficient basis to determine an adequate level.
Management should aso consider any factorsthat are likely to cause estimated |osses to differ
from higtorica loss experience, including but not limited to:

Changes in lending policies and procedures, including underwriting, collection, charge-
off, and recovery practices.

Changesin loca and nationa economic and business conditions.

Changes in the volume or type of credit extended.

Changes in the experience, ability, and depth of lending management.

Changesin the volume and severity of past due, nonaccrud, restructured, or classified

loans.

Changesin the qudity of an inditution's loan review system or the degree of oversight

by the Board of Directors.

The exigtence of, or changesin the level of, any concentrations of credit.

The Core Andysis procedures of the Loan Portfolio Management and Review: Genera Examination
Documentation module ingruct examiners, in part, to determine whether management considers any
factors that are likely to cause estimated credit losses to differ from historical loss experience indluding,
but not limited to, changes in the nature and volume of the portfalio and the existence and effect of any
concentrations of credit and changesin the level of such concentrations.

The Expanded Andlysis procedures of the Loan Portfolio Management and Review: Genera
Examination Documentation module ingtruct examiners, in part, to determine an appropriate ALLL leve
and to congder the following factors to determine an appropriate percentage for non-classfied loans (a
partid lising of itemsis provided):
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Expertise, training, and adequacy of loan staff.

Adequacy of charge-off policies.

Capitdization of interest.

Leve and trend of overdue and nonaccrua loans.

Generd economic considerations (local, state, regiond, nationd).
Growth trends.

Entry into new aress of lending.

FDIC' s Statement of Policy entitled, Interagency Policy Statement on the Allowance for Loan and
Lease Losses (ALLL), dated December 21, 1993 dtates, in reference to the use of historica net loss
averages, that, “In cases where the indtitution has an insufficient basis for determining this amount, the
examiner may gopply the industry-average net charge-off rate to non-classified loans and leases.”

While examiners recognized and reported on the presence of severa quditative risk factors such as new
areas of lending, new management, high loan growth, and concentrations of credit, examiners took
limited action in considering and quantifying these risks in the assessment of the ALLL. However,

basad on examiner testimony, a qualitative adjustment was made for the existence of loan
concentrations, as a noted risk factor during the February 2002 examination. However, this adjustment
was embedded in the examiners assigned loan loss reserve percentages that were gpplied to adversely
classfied credits on an individua basis. No workpaper documentation was produced to show the
effect of this adjustment or how this reserve factor adjustment was determined.

Based on our review of the bank’s Quarterly Reserve Andysis reports, the quditative factors noted
above were not used by SPB in the determination of the ALLL. As of December 2000, the reserve
andysis performed by the bank did consider present and prospective economic conditions and loan
concentrations; however, these risk factors were not used to formulate or support quantifiable
adjustments to the reserve balance. In particular, the most complete discussion was the bank’s andlysis
of loan concentrations. As of December 2001, this andlysis included a discussion of each particular
indudtry; a break-down of loans adversely and non-adversdly classified; the assgnment of individua
reserve allocations to each loan; and on alimited bas's, the aggregate amount of reserves assigned to
each concentration in comparison to historical losses. The concentration listing showed that Pass loans
were assigned a reserve alocation of 3 percent, watch list loans were assgned a reserve adlocation of 3
to 5 percent, Substandard |oans were assigned a reserve allocation of 15 to 25 percent, and Doubtful
loans were assigned a reserve alocation of 50 percent. The bank’ s andlysis dso sated that, “Thetotd
reserve for dl technology loans now stands at $3.9 million, or 7.5 percent of outstandings. The 7.5
percent factor is below the bank’ s historical average yearly lossrate of 24 percent for technology loans,
however, much of the loss exposure has been ether charged-off or provided for...” However, no
support was presented and no discussion detailed how the percentages were formulated or how they
were adjusted for the increased risk factor of the loans being a part of a concentration

The February 2002 ROE noted under the bank’ s Exposure Method for the Coast Business Credit loan
portfolio thet:
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Management does not have documented support for reserve dlocations for loans at CBC.
Management applies a 3 percent reserve factor to al non-classfied technology and telecom
loans and areserve factor of 1.5 percent to the remaining pass loans at Coadt. In generd, dll
pass and watch-graded telecommunications and technology |oans receive a 3 percent to 5
percent reserve factor, respectively...When asked whether there was documented support for
using the 3 percent to 5 percent reserve factors and the 1.5 percent reserve factor for the
remaining pass credits, (management) indicated that there was not.

Based on these comments, the analysis of alocating reserve percentages gppears to have been
determined based only on the assessment of credit quality and not from the existence of the
concentration as a quditative risk.

Dueto the lack of andysis and consderation of severa quaitative risk factors, the ALLL was
underfunded for an extended time. As aresult, both net income and capital were overstated. In
addition, the failure to encourage proper risk management and risk mitigation through the identification
and quantification of risk allowed management to pursue aSgnificant level of aggressve growthwithin
certain busnesslines. In generd, if DSC pursued a more conservative approach in assessing the
adequacy of the bank’s ALLL by quantifying and reserving for the quditative risk present, then
management may have dowed its growth strategies and limited the potentia risk and loss to the BIF.

DSC has provided guidance to examiners on ng the adequacy of abank’s ALLL through various
sources, including, but not limited to, the FDIC’ s Examination Documentation modules, Manud of
Examination Policies, Regional Directors Memoranda, and Statements of Policy. However, DSC's
policies and procedures do not specificaly detail how examiners should make the determination that
edimated loan losses might differ from the bank’ s historica loss experience and from the bank’s
assumptions utilized within its methodology of determining the ALLL. In addition, the OIG has aso
recently issued an audit report entitled Examiner Assessment of High Loan-Growth Institutions,
dated December 23, 2002. In that report, the OIG presented six recommendations for enhancing
DSC's assessment of high loangrowth indtitutions. The findings and recommendations in thet report
may asss in developing further guidance for examinersin measuring and quantifying qualitative risk.
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Recommendations
We recommend that the Director, DSC:

(4) Emphasze the importance of following existing procedures on the use and analys's of peer
average datain review of the ALLL.

(5) Reinforce and/or darify existing guidance on the use of historical loss reserve factors for non
adversdly classfied loans.

(6) Reinforce and/or clarify exigting guidance on the gpplication and quantification of quditative
adjustments to the loan loss reserve factors or to the determination of capital adequacy.

I mplementation of Prompt Corrective Action

DSC implemented Prompt Corrective Action (PCA) in accordance with regulatory guiddines. As
SPB’ s capital deteriorated, the bank was notified of its designated capita category, and DSC promptly
took discretionary actions available under PCA. However, PCA’s effectiveness a minimizing losses to
the insurance fund was limited because of the bank’s delay in and failure to make provison for an
adequate allowance for loan losses, to enforce programs for repayment of loans, and to promptly
recognize loan losses. Due to these activities, both net income and capita were overdated.

PCA was incorporated into the FDI Act under Section 38, effective December 19, 1992. PCA ams
to resolve the problems of insured depository indtitutions at the least possible long-term loss to the
deposit insurance fund. For those indtitutions that do not meet minima capita standards, regulators may
impose restrictions on dividend payments, limit management fees, curtail asset growth, and restrict
activitiesthat pose excessverisk to theinditution Section 38 of the FDI Act, codified to 12 U.S.C.
18310, definesfive capitd categories for insured financid indtitutions asfollows. well-capitaized,
adequatdly capitaized, undercapitalized, significantly undercapitdized, and criticaly undercapitaized.
The section reguires pecific supervisory actions to occur when the financia inditutions fal into any one
of the lower three capita categories. PCA supplements the use of other available enforcement tools,
such as Cease and Desist Orders, removd of an ingtitution-&ffiliated party, and civil money pendties that
may address unsafe and unsound barking practices before capital becomes impaired.

Section 38(f)(2) of the FDI Act requires the appropriate federd banking agency to take one or more of
the actions listed in that section againg ingtitutions which are sgnificantly undercapitalized or
undercapitalized indtitutions which have failed to file or implement a capita restoration plan The
mandatory restrictions may be embodied in an action taken pursuant to section 8 of the FDI Act,
codified to 12 U.S.C. 81818, or in a PCA directive. Regardless of the enforcement tool used to
achieve the desired result, every criticaly undercapitalized, sgnificantly undercapitalized, or
undercapitaized indtitution that has failed to file or implement an acceptable capitd restoration plan must
have aformd action in place or in process that covers the mandatory restrictions. Such formad action
can be avoided only if the FDIC Board is able to make a determination that the action would not further
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the purpose of section 38. (See Prompt Corrective Action (PCA) in the glossary for an explanation of
the various PCA capital categories and corresponding ratio measurements.)

Table 12 shows the examiner’ s assigned capital component ratings and the corresponding informal and
formal enforcement action taken by DSC based on the ROESs from May 1998 to November 2002.
Capitd and ALLL provisonsare dso listed in part.

Table 12: Informal and Formal Enforcement Actions — Capital and ALLL Provisons

PCA Capital Informal / Formal
Exam Capital | Component Action and
Date Category Rating Effective Date Capital and ALLL Provisions
- Maintain the minimum risk-based
Well Memorandum of ital requirementsfor aWell
May 1998 Ve 3 Understanding (MOU) capital requirement
Capitalized January 7. 1999 Capitalized institution.
yh - Maintain an adequate ALLL.
Bank Board Resolution - .
aetsse | ‘GRS |8 @Ry s | ons inBER
P and MOU continued P P '
. - Tier 1 Leverage Capital ratio of 9%.
June 2000 A&Sﬂﬁﬁé’ 3 giize;nin; szoséOOrder - Total Risk Based Capital ratio of 12%.
' - Maintain an adequate ALLL
Significantly .
Jan. 2001 Under- 4 Ceaseand Desist Order | ¢ 1y oy ger provisions continued.
o continued
capitalized
Feb. 2002 U_n dgr— 5 Ceas_e and Desist Order C& D Order provisions continued.
capitalized continued
Significantly .
Nov. 2002 Under- 5 Ceas'e and Desist Order C&D Order provisions continued.
o continued
capitalized

Source: FDIC reports of examination.

Based on the reports of examination, SPB was firgt identified by examiners as having lessthan
satisfactory (rated 3) capital at the May 1998 examination. During this examination, concern was noted
due to the severity of accounting deficiencies and to the unrestrained asset growth. In the June 1999
and June 2000 examinations, capital continued to be consdered less than satisfactory due to the rdative
risk in the bank’ s asset base and the subsequent deterioration in asset quality and earnings, respectively.
In the January 2001 examination, capital deteriorated and was considered to be inadequate (rated 4) as
aresult of the bank’s poor asset qudity and poor earnings performance. In the February 2002 and
November 2002 examinations, capital was downgraded further to a5 rating due to the noted depletion
of capita levels caused by excessve operating and loan |osses.

From 1998 to 2002, the FDIC issued one Memorandum of Understanding and one Cease and Desist
Order. The state also issued aFina Order that was smilar to FDIC's Cease and Desist Order. In
addition, the bank’ s Board of Directors adopted a Board Resolution to address concernsin the June
1999 ROE. The issuance of the Memorandum of Understanding and Cease and Desist Order
implemented PCA actions and imposed restrictions before it was gpplicable.



In February 2002, management was notified that the bank was undercapitalized for PCA purposes, was
subject to certain retrictions, and was required to submit acapitd plan to the FDIC within 30 days.
PCA notifications are also considered forma enforcement actions. The recapitdization plan was
required by March 2002, and FDIC subsequently approved the submitted plan in May 2002.

However, in July 2002, FDIC notified the bank that it had failed to implement the capital plan
requirements and that the bank was deemed to be significantly undercapitalized for PCA purposes. A
revised capita plan was requested and subsequently submitted in November 2002. The revised capitd
plan was not approved by FDIC. Also in November 2002, the state issued a capital demand
requesting the bank to increase capita levelsto an 8.5 percent tangible equity capitd ratio, aminimum

of $54 million In February 2003, the bank was closed by the state.

Since January 1998, $110.8 millionin capitd infusons and $14 millionin non-cumulative preferred stock
were received by SPB, while $7.7 millionin dividends were paid out. The mgority of these capita
infusons was received in 2001 and 2002 and totaled $86.3 million Despite these capitd infusions from
the holding company, capital continued to deteriorate and the bank failed to meet the capitd provisons
contained in the outstanding Cease and Desist Order and approved capital plan

PCA’s effectiveness a minimizing losses to the insurance fund was limited because of the bank’ s falure
to make provison for an adequate ALLL, enforce programs for repayment of loans, and promptly
recognize loan losses. As aresult, both net income and capital were overstated for an extended period.
Furthermore, more capital was needed than the regulatory minimums established for the capital category
of well capitdized. Asdiscussed esewhereinthisreport, a Tier 1 Leverage Capitd ratio in the range of
11 to 12 percent was needed based on the results of applying a 20-percent capitdization rate to the
bank’ s loan portfolio of commercid and indudtrid loans. Had this study been conducted and applied to
the bank earlier, and in conjunction with establishing a more conservative ALLL, bank management may
have dowed the growth of the commercia and industria [oan portfolio, thus limiting losses to the bank
and ultimatdly to the deposit insurance fund. Also of note, had these standards been applied earlier,
additiona funds may have been provided by the holding company to bolster operations that were not
availablein the later years. Had additiona funds been made available to SPB in the form of higher
reserves and capita coverage, then the falure of the ingtitution could have been prevented and/or the
losses to the insurance fund reduced.

Regardless, the effectiveness of implementing PCA was delayed, and when PCA was implemented, the

financid condition of the ingtitution had deteriorated so Sgnificantly that asizable capita contribution
would have been necessary to save the indtitution, thus limiting potentia corrective action.
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Other Issue: Federal Oversight of ILC Parent Holding Companies

Of the 10 materid loss reviews we have conducted, thisis the second involving indudtrid loan
companies — the 1999 failure of Pacific Thrift and Loan was the other. In the case of SPB, its parent
holding company, ICIl, was not subject to the regulatory oversight provided under the BHCA.
However, the FDIC was authorized by law to examine any affiliate of SPB, including its parent
company, to determine the relationship between SPB and its parent/effiliate and the effect of such a
relaionship on the bank. Our report contrasts the oversight and authority provided under the BHCA
with that which isavailable by statute to FDIC for parent holding companies of industrid loan
companies such asICIl. We dso intend to conduct an audit specifically focusng on non-bank bank
holding companies and the potentid risks, if any, which may result from the reduced leve of federa
overdght for holding companies not covered by the BHCA.

ILC Higtory

ILCshave existed since the early 1900s. Initidly, ILCs operated as consumer finance companies using
their own capita or borrowings to fund their loans and investments. The ILCs usudly made lower
qudlity, higher-interest-rate consumer loans, which the commercia banks avoided. The ILCs offered
“thrift ingruments’ which performed much as modern certificates of deposits, but with a high rate of
interest that attracted investors. Even after the establishment of the FDIC in 1934, investors continued
to seek the IL Csabove market rates on their investments. Over time, the ILCs became more like
banks, while commercia banks eventualy grew to recognize the vaue of the consumer loan market. In
1982, the Garn-St. Germain Depository Act permitted ILCsto apply for FDIC insurance.

In the mid-1980s, a mgjor business conglomerate, Gulf and Western Resources, Inc., observed that the
BHCA defined a bank as an entity that made commercial |oans and accepted demand deposits. This
conglomerate opined that if it created a corporation that did only one of these things, that entity would
not be a“bank” and, furthermore, its parent company would not be a bank holding company and,
therefore, would not be subject to the activity limitations contained in the BHCA. Nationa or state
chartered banks that accepted demand deposits or made commercia loans, but not both, became
known as “nonbank banks.” ILCswere included in this category, making them an appeding option for
commercid companies that could not otherwise get into the banking business due to federa redtrictions.

Subsequently, the Competitive Equality Banking Act of 1987 (CEBA), Public Law 100-86, changed
the definition of bank to an ingtitution that has FDIC insurance or accepts deposits and engagesin the
business of making commercid loans. CEBA redefined the term bank for the purposes of BHCA to
include any bank insured by the FDIC, but a the same time expresdy excluded certain indtitutions from
the definition of bank. Excluded are IL Cs, industrid banks, and other Smilar ingtitutions that meet
certain criteria. The Gramm-Leach-Bliley Act of 1999 (GLBA), Public Law 106-102, did not repeal
the ILC exception contained in the BHCA. Generdly, in order to maintain the exemption to the BHCA,
an ILC had to meet at least one of the following conditions. (1) the ingtitution could not accept demand
deposits, (2) the ingdtitution’ s total assets had to be less than $100 million, or (3) control of the inditution
had not been acquired after August 10, 1987. SPB and its parent holding company, IClI, were
grandfathered and exempted from the BHCA.
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One of the vauesinthe ILC charter lay in its exemption from the BHCA. Today, the ILC has become
an attractive charter for nonbank companies that want to own afinanca inditution without requiring the
parent company to divest dl nonbank-related activities as required by the BHCA and face regulation by
the Federa Reserve. The authority of the ILC to engage in activitiesis determined by the laws of the
chartering state. Thereisno federd charter for an ILC. ILCs can offer most of the services of
traditional banks including consumer and business loans, credit cards and auto financing without having
to face regulation by the Federd Reserve. There are aminority of states that offer ILC charters
induding California, Colorado, Hawaii, Indiana, Minnesota, Nevadaand Utah. About 50 insured ILCs
operate nationwide, with the mgority operating in Utah and California. The parent companies of the
ILCsinclude adiverse group of financia and commercia firms, however, a number of indtitutions
continue to operate a community-based business mode on a stand-aone basis.

FDIC’sRegulatory Authority

Beginning in 1983, FDIC-insured 1L Cs increased as a number of existing ILCs obtained FDIC
insurance coverage and severa de novo applications were approved. 1L Cs became subject to the
FDIC' s safety and soundness regulations and other supervisory programs with exception to limitations
in its cross-guarantee authority and Golden Parachute authority.®”  The FDIC and the state banking
regulator conduct the safety and soundness examination for FDIC-insured, state chartered ingtitutions,
including ILCs, which are not members of the Federad Reserve System. FDIC regulates ILCsin the
same manner as other state nonmember ingtitutions, and IL.Cs receive regular examinations.

The insured indtitution’ s transactions with affiliates are reviewed during each safety and soundness
examination when deemed necessary. Sections 23A and 23B of the Federal Reserve Act, which are
gpplicable to state nonmember banks through section 18(j) of the FDI Act, are the primary Statutes
governing transactions between afinancid ingtitution and its affiliates and are designed to prevent the
misuse of abank’ s resources semming from these transactions.  Section 23A regulates loans or
extensgons of credit to affiliated organizations and investments in affiliates by restricting the amount of
loans, extensions of credit, and investments,® and requiring that the loans or extensions of credit mest
certain collateral standards. Section 23B generdly prohibits any transaction with an &ffiliate on terms or
conditions less favorable to the bank than atransaction with an unrelated third party.

Affiliate transactions are specificaly addressed within the FDIC' s Manud of Examination Policies and
on-gte examination tools. The FDIC' s Manud of Examination Policies provides the following
cautionary introduction to a discussion regarding relationships and transactions with affiliated entities:

%" egidlative corrections are being pursued in the proposed Financial Services Relief Act of 2003.
% Section 23A of the Federal Reserve Act limits the aggregate of all covered transactions between abank and (1) a

particular affiliate to 10 percent of the bank’ s capital stock and surplus, and (2) all of its affiliates to 20 percent of the
bank’ s capital stock and surplus.
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The relationship of abank with its affiliated organizations is important to an analysis of the
condition of the bank itsdf. Because of the commondity of ownership or manegement which
exigs, transactions with affiliates may not be subject to the same sort of objective analyss that
exigsin transactions between independent parties. Also, affiliates offer an opportunity to
engage in types of business endeavors which are prohibited to the bank itself yet those
endeavors may affect the condition of the bank. In recognition of the importance of

relationships with affiliated organizations the FDIC has been granted authority, under certain
conditions, to examine affiliates in connection with its examination of a bank.

At theinitiation of each on-Ste examination, the FDIC submits a Request Package to the subject
inditution  Among the items requested are the following:

= Lig of officersand directors of ffiliates, including organizationd chart, if avallable.

= Lig of affiliated organizations and their financid statements as of the financid statement dete, or
most recent date available.

=  Mogt recent annud report, 10-K, and /or 10-Q.

» Tax dlocation agreement with the holding company.

» Feedructure of transactions with the holding company and/or affiliates.

The above items serve as the Sarting points for reviews of an inditution’s relationships with effiliated
entities. The Examination Documentation modules, which serve as an examination tool during on-site
bank examinations, includes a Related Organizations module containing 28 review points addressing
policies and procedures; internd controls, audit or independent reviews; information and communication
gysems, dfiliate operations, compliance with Sections 23A and 23B of the Federal Reserve Act, Part
362 of FDIC's Rules and Regulations and other gpplicable regulations; and &ffiliate capitdization The
expanded anadlys's, which supports additional or more in-depth review as appropriate, includes eight
additional steps.

Violations of Sections 23A or 23B of the Federd Reserve Act, or other applicable regulations by state
nonmember banks may be the subject of avariety of informa or forma enforcement actions, including
Memoranda of Understanding, Cease and Desist Orders, or Civil Money Pendties. The FDIC MOU,
dated September 16, 1996, imposed on SPB specificaly requested the bank to adopt and implement a
program to ensure that affiliate transactions comply with gpplicable lawvs and regulations. The

January 27, 1999 MOU aso contained provisions for the bank to diminate and correct al violations of
applicable laws and regulations.

Although the FDIC does not have statutory authority to directly supervise the parent companies of
ILCs, the FDIC does have the authority under Section 10(b)(4) of the FDI Act, codified to 12 U.S.C.
§ 1820, in examining any insured depogitory ingtitution, to make examinations of the affairs of any
dfiliate, induding the parent holding company, as may be necessary to disclose fully the relationship
between the indtitution and the affiliate, and to determine the effect of such reationship on the depository
inditution

68



Examinations of affiliates that are consdered necessary by the examiner must be supported by
compelling reasons. No &ffiliate examination may be undertaken without prior clearance from the FDIC
regiond office. Section 10(c) of the FDI Act empowers the FDIC to issue, in the course of an
examination, subpoenas and to take and preserve testimony under oath so long as the documentation or
information sought relates to the affairs or ownership of the inditution being examined. Accordingly,
individuals, corporations, partnerships, or other entities that in any way affect the inditution’s affairs or
ownership may be subpoenaed and required to produce documents under the Section 10(c) powers.

Under Section 8(b) of the FDI Act,* the FDIC has the enforcement authority to issue Cease and Desist
Orders, either by consent of the parties, or through an adminisirative hearing process, against insured
state nonmember banks and/or their ingtitution-affiliate parties®® Cease and Desist Orders may be
issued to prevent or stop insured ILCs and or their ingtitution-affiliated parties from engaging in unsafe
or unsound banking practices and/or violations of thelaw. The Cease and Desist Orders may aso
contain provisons requiring the inditution and or party to take affirmative corrective action to correct or
remedy any conditions resulting from a violation or practice addressed in the subject order. The
following types of affirmative corrective actions are expresdy addressed in the Statute;

Redtitution or reimbursement, indemnification, or guarantee againg lossif the ingtitution or party
was unjustly enriched or the violation or practice involved areckless disregard for the law.
Redtriction of the inditution’s growth.

Digposal of loans or assets.

Rescission of agreements or contracts.

Employment of qudified officers or employees.

Such other action asis deemed appropriate by the agency.

In December 2000, the FDIC issued a Cease and Desist Order that included a restriction on the flow of
dividends from SPB to ICII. Thisredtriction remained in place until SPB failed.

BHCA Inspections

The Federa Reserve's (FED) Bank Holding Company Supervision Manual provides a perspective
on the positive and negative benefits of the holding company structure in the regulated industry
environment. The holding company structure alows entities to avoid some of the congraints of
regulation, such as limitations of geographic areas afirm can serve. Second, a holding company
gructure alows the regulated firm to expand into other product markets that often are not subject to
regulation Thirdly, the use of a holding company structure increases the organization' s financid
flexibility, thereby avoiding financid congraints imposed by regulation, including limitations on leverage,
types of assets acquired, and types of liabilitiesthat can beissued. Findly, the holding company may
receive afinancid advantage by obtaining tax benefits.

¥ Codified to 12 U.S.C. 1818(h).

“0 Section 3(u)(1) of the FDI Act, codified to 12 U.S.C. §1813, defines institution-affiliate parties as “any director,
officer, employee, or controlling stockholder (other than a bank holding company) of, or agent for, an insured
depository institution ... ."
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While these pogtive effects may exig, there are dso two primary ways a holding company structure can
have an adverse effect on the financial condition of aregulated subsdiary. First, the holding company
and/or its unregulated and regulated subsidiaries can take excessverisks and fall. Thisfallurethen hasa
“ripple effect” on the regulated bank, impairing its access to financial markets. The second way that a
holding company can have aharmful effect on the financid condition of a regulated bank is through
adverse intercompany transactions and excessive dividends. The FED Board has formally stated that a
bank holding company should act as a source of financid and managerid strength to its subsidiary
banks. Congress has expressy endorsed the Board' s long-standing view that holding companies must
serve as a“source of strength to subsdiary financid inditutions” This policy was formdized into
Regulation Y in 1983, which States:

A bank holding company shall serve as a source of strength to its subsidiary banks and shal not
conduct its operations in an unsafe and unsound Manner.

As part of this palicy, abank holding company should stand ready to use its available resources to
provide adequate capita fundsto its subsidiary bank during periods of financia stress or adversity and
should maintain the financid flexibility and capita raisng capacity to obtain additiond resources for
assging its subgdiary bank. A bank holding company should not withhold financia support from a
subsidiary bank in aweskened or failing position when the holding company isin a podtion to provide
the support. A bank holding company’ sfalure to assst atroubled or failing subsidiary bank would
generdly be consdered an unsafe and unsound banking practice and/or aviolation of Regulation Y.
Consequently, such afailure would generdly result in the issuance of a cease-and-desist order or other
enforcement action as authorized under banking law.

Although parent holding companies of 1LCs are not subject to the FED’ s “ source of strength” policy
statement, section 4.3 of FDIC' s Manud of Examination Policies used to examine ILCs states:

A sound, well-managed holding company can be a source of strength for unit banks, however, if
the condition of the holding company or its nonbank subsidiariesis unsound, the operation of the
subgdiary banks can be adversdly affected.

The FED’ s Bank Holding Company Supervision Manual states that the overdl supervisory program
under a holding company structure commences with a preliminary risk assessment of the strengths and
wesknesses of the holding company and provides abasis for determining the ingpection procedures to
be performed. Therisk assessment identifies the organization’s principa business activities and the
types and quantities of risks associated with the activities. The qudity of management and the control of
risks are dso considered when formaizing and structuring the supervisory strategy to be followed in
conducting the ingpection of the holding company. The ingpection focuses on evauating the
organization’ s risk- management processes to determine the extent to which these management
processes can be relied on. The ingpection aso measures the financid strength of the bank holding
company and focuses on the financid indices of both the consolidated entity and its component parts.
The principa indices appraised are qudity of assets, earnings, capital adequacy, cash flow and liquidity,
and the competency and effectiveness of management. In addition, the FED’ s ingpection program
assesses the transactions between insured subsidiaries and affiliates to determine the impact or
consequences of transactions between the parent holding company or its nonbanking subsidiaries and
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the insured subgdiaries. The FED’ singpection process isintended to encourage sound banking
practices and to take appropriate supervisory action when warranted. The full-scope FED inspection
may be conducted at a point in time or through a series of targeted or limited- scope reviews conducted
on an ongoing or continuous basis for the largest and most complex organizations.

FDIC’sVidtations of Parent Holding Company

The FDIC performed itsfirst on on-gte vistation of ICII in February 2001. A second on-Ste
vigtation of the holding company was conducted in February 2002. The purpose of these holding
company vistations was to determine the overal condition of the holding company and its ability to
support SPB. The FDIC examiner performed areview of the parent holding company and al its
nonbank affiliate activities. At both vigtations, the examiner concluded that ICII was not a source of
grength for the bank.

Prior to the on-gte vigitations, reviews of ICIl were conducted through the traditional bank
examination process and were limited to affiliate transactions identified on SPB’srecordsand in
discussions with SPB’s management, 1CII’s 10-K reports submitted to the Securities and Exchange
Commission, and independent audit reports. The FDIC determined that the available information
precluded the need for an onsite presence until its visitation in April 2001.

Based on our review, ICII’sfinancid troubles began as early as 1998. 1n 1998, ICII incurred a
$74 millionloss in the holding company and its non-bank subsidiary operations compared to an
$86 million profit in 1997, reflecting a $160 million change in earnings over the 2-year period. This
sgnificant change in revenues was primarily attributed to IClI recording large nonrecurring gains in
1997 on sdes of gock inits equity invesments of affiliate entities, dong with alarge gainon a
termination agreement with ancther ffiliste. 1n 1998, ICII’s subsidiary, Southern Pacific Funding
Corporation (SPFC), filed for Chapter 11 bankruptcy protection which led to a resultant declinein
SPFC’ s common stock to below $1 dollar ashare. 1ClI recorded awrite-off of $82.6 millioninits
SPFC equity investment. In addition, IClI recorded equity impairments of $24.5 millionand

$13 millionrelating to its effiliates, Impac Mortgage Holdings, Inc. and Imperia Credit Commercia
Mortgage Investment Corporation, respectively. Negative revenuesin these and other afiliate
investments also resulted in large losses. ICII’ s price on its common stock dropped from a high of
about $27 ashare in March 1998 to about $8 a share at year-end. Asnoted in Figure 16 below,
ICIl continued to experience losses after 1998.
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Figure 16: SPB and ICII Net Operating Income From 1997 to 2001 ($ in Thousands)
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Source: I1CII"s 1997 through 2001 Annual Reportsto its stockholders. The 2002 Annual Report was not
completed by ICII

Our analysis of ICII’s cgpitd injections and other actions since its spin off from Imperid Bank in 1992
indicates that ICI1 had higoricaly, in the early years, provided SPB with capitd injections before
FDIC and DF issued the 2000 Cease and Desist Orders. Table 13 on the following page provides
the history of ICII’s capitd injectionsto SPB.

72




Table 13: Capital Infusions to SPB by Year ($in Thousands)

Capital
Contribute Assets Dividends
Y ear d Purchased Paid Description
Imperial Bank provided fundsto SPB as part of the spin-off
1992 $ 10000 of ICll and SPB.
1992 16,000 ICII provided cash through Initial Public Offering (IPO) of
stock proceeds.
1993 51,000 IClI provided cash through i ssuance of debt.
1994 0
1995 0
1996 0 $ 6,200 | SPB paid ICIl adividend.
Sixty percent of net income paid out in dividendsto ICII.
1997 0 18,540 | Bank policy limited dividendsto 35 percent of net income, an
excess of $7.752 millionin dividends.
1997 0 $18,400 ICll purchased low quality asset.
Residential mortgage loans and interest-only (10) mortgage-
1998 9,547 backed securities. $2million of IO’ swere classified as
substandard at the 1999 exam.
1998 0 4,000 | SPB paid ICII adividend.
1999 10,000 ICll purchased low quality asset.
1999 0 3,700 | SPB paidIClI adividend.
2000 15,000 IClI provided cash to SPB.
ICI1 exchanged $9 million of SPB’ s subordinated debt and
2000 14,000 contributed $5 million in cash for 50,000 shares of preferred
stock.
2001 18,100 IClI provided cash to SPB.
2001 22,000 ICII forgave $22 million of $42 million in subordinated debt.
2001 16,200 Outside Investors provided infusion.
ICIl provided $10 million cash, exchanged $20 millionin
2002 30,000 subordinated debt for preferred stock.
2002 2,900 ICll purchased low quality asset.

Source: ICIlI Annual Reports and FDIC ROEs

ICIl provided capitd infusonsto SPB before 1994, when SPB and ICl1 earnings were strong and the
indebtedness was low. Also prior to 1994, I1ClI had no subsidiaries other than SPB. After 1994, IClI
did not have ahistory of significant capitd infusonsto SPB until November 2000. From 1994 through
1999, SPB paid ICI1 $32.4 millionin dividends, while IClI purchased $28.4 millionof SPB’s low-
quality assets and contributed $9.5 millionin assets to SPB, of which $2 millionwas classfied as
Substandard at the 1999 examination 1CII provided a cash contribution to SPB in November 2000, 1
month before FDIC and DFI issued Cease and Desist Orders to SPB. From 2000 through 2002, I1CII
provided atota of $118.2 millionin capitd infusions, of which only $48.1 millionwas cash contributions
and $51 millionwas an exchange of subordinated debt for preferred stock. This had no financid impact
on the overd| financia condition
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CORPORATION AND STATE OF CALIFORNIA
COMMENTSAND OIG EVALUATION

On Augug 8, 2003, the DSC Director provided awritten response to the draft report. The responseis
presented in its entirety as Appendix V111 to this report. DSC concurred with al six recommendations.
DSC’'s comments were responsve, and we congder al the recommendations to be resolved. The
recommendations will remain undispositioned and open until we have determined that corrective action
has been taken and is effective. A summary chart showing management’ s responses to our
recommendations is presented in Appendix IX.

In its response to the draft, DSC commented on specific sections of the report. We have darified our
position on those topics, which are bulleted below, fdlowed by the OIG’ s evauation (initaics) of
DSC’'s comments. We did not take issue with DSC' s assessment of SPB’s management as afactor in
SPB’sfallure, the Supervisory History of the bank, and the Change in Control Proposa.

Cause of Fallure and Materid Loss

In addressing the Cause of Failure and Materia Loss, DSC commented on the Impact of
Economic Factors on Credit Quality. Specificaly, DSC dates:

The factors ultimately bearing on the Bank’ s failure included a higher-risk lending modedl thet
was not fully supported with a commensurate risk management program, and the impact of
the economic downturn, particularly on commercid credit portfolios. The Bank’s business
drategy developed during the mid- to late-1990s and focused on large syndicated credits
and asset- based lending, which developed into moderately high concentrationsin the
telecommunications, air transportation, technology, and entertainment sectors. Collectively,
these factors placed the Bank in avulnerable position. Financid protection in the form of
capitd, allowance for loan losses, and earnings was eroded by rapid and unforeseen
economic deterioration (exacerbated by the 9/11 event) in the various industry sectorsin
which the bank concentrated its lending.

Economic factorsin the early 2000s may have exacer bated the deterioration in the

bank’ s portfolio;, however, SPB is one of only a very few banks that have failed after
being subject to the same factors. Furthermore, SPB began to experience losses in 1999,
prior to the economic downturn. The losses continued until its failure. We therefore
agree with the statement in DSC’ sresponse that “ Overall, management’s poor decisions
and practices played the decisive role in the Bank’ sfailure.”

Other Matters — Holding Company Structure

Inits discussion of the Holding Company Structure, DSC dates.

We believe that the FDIC has the necessary authority to determine the extent and effect of
rel ationships between insured ingtitutions and their affiliated entities. Furthermore, the FDIC
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can exercise its authority to pursue forma or informa enforcement actions againg an
inditution or inditution-affiliated party, which includes the controlling shareholder.

Our report points out that there are differences between the authority exercised by the
FDIC in reviewing transactions with affiliates and the authority provided to the FRB for
supervising companies covered by the BHCA. We intend to conduct a subsequent audit
focusing on non-bank bank holding companies and the potential risks, if any, which may
result from the reduced level of federal oversight for holding companies not covered by
the BHCA.

Other Matters — “ Subprime’ Terminology

DSC pointed out that the interagency guidance and definitions of subprime lending are generdly
applicable to consumer lending, not commercid lending. Specificaly:

... the guiddines would not apply to traditiona asset-based commercid lending... . When
dedling with higher-risk commercia |oans to weak borrowers, examiners continue to classify
these |oans where warranted.

Our report explains that the interagency guidance on subprime lending applies principally
to consumer loans. We specifically state that “ In the absence of an industry-wide
definition of subprime commercial loans and for the purposes of this report, we use the
term subprime to describe SPB’s commercial loan portfolios.” During our audit, FDIC
examinerstypically referred to SPB’s portfolios as subprime and, therefore, we elected to
use the same terminology employed by the examiners.

DSC Responsesto OIG Recommendations
Each recommendationis summarized below dong with DSC’ s responses to the recommendatiors.

1. Evauate and pursue opportunities to emphasize and obtain written reports from independent
auditors performing bank audits to bank boards of directors disclosing dl reportable conditions
found during audits or confirming that there were no reportable conditions.

DSC concurs with the recommendation and will refer the issue to its Chief Accountant for study
by September 30, 2003. In addition to possibly developing examiner guidance, actions may
aso include referring certain matters to the gppropriate authoritative bodies that establish or
maintain gpplicable accounting or auditing standards. DSC actions will be concluded no later
than June 30, 2004.

2. Enhance or reinforce exigting examingtion guidance to, & a minimum, identify techniques examiners
may use to evaluate capita and loan loss dlowance information available from bank and non-bank
sectors, for comparing and contrasting variances in capital allocation for these types of commercid
loan programs.
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3. Reinforce examiner awareness of DSC subject matter experts in high-risk commercid lending, and
encourage examiners and case managers to avail themselves of these experts, when appropriate.

4. Emphasize the importance of following existing procedures on the use and analysis of peer average
datain review of the ALLL.

5. Reinforce and/or clarify existing guidance on the use of higtorica loss reserve factors for non
adversdly classfied loans.

6. Reinforce and/or darify existing guidance on the gpplication and quantification of quditative
adjustments to the loan loss reserve factors, or to the determination of capital adequacy.

For recommendations 2 through 6, DSC will develop and utilize materid, possibly a case study,
to present a history of events and “lessons learned.” Included will be discussons of unique
issues presented in this case, various financid andyses deserving of examiner attention, and
upervisory srategies and techniques that may be applied under smilar circumstances. At a
minimum, issues covered will include higher-risk commercid lending, andyses of capitad and
reserves, and supervisory strategies. DSC will complete necessary materids by

June 30, 2004.

State of California Response
We provided a copy of our draft report to the Cdifornia Department of Financid Ingtitutions for review

and comment. The Commissioner eected not to provide an officid response, but his saff did provide
informa comments, which we have addressed in the preparation of this fina report.
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APPENDIX |

OBJECTIVES, SCOPE, AND METHODOLOGY

We performed this audit in accordance with section 38(k) of the Federal Deposit Insurance (FDI) Act,
which provides that if a depost insurance fund incurs amaterid loss with respect to an insured
depository inditution, on or after July 1, 1993, the Inspector Genera of the appropriate federa banking
agency shdl prepare areport to that agency reviewing the agency's supervison of theingtitution. A loss
is consdered materid if it is or becomes gpparent that the loss will exceed $25 millionand 2 percent of
the indtitution's total assets at the time the Corporation was gppointed receiver. The FDI Act requires
that the OIG report be completed within 6 months after "it becomes apparent” that a materid loss has
been incurred. However, the amount of the loss estimate can vary based on changing economic
conditions and the FDIC's gpproach to resolving and liquidating the indtitution. The actud loss will not
be known until dl recaivership assets are liquidated. Asaresult, in determining whether to initiate a
materid lossreview, the OIG generdly relies on the loss estimates recorded by the FDIC's Division of
Finance (DOF). Southern Pecific Bank was closed on February 7, 2003 with total assets of about
$1.1 billion On February 14, 2003, DOF provided the OIG with itsinitid estimated loss of

$134.5 million to the Bank Insurance Fund, and we immediately initiated our materid lossreview. As
of May 31, 2003, the revised estimated loss is $100 million

As mandated by the FDI Act, the audit objectives wereto: (1) ascertain why the bank’s problems
resulted in amaterid loss to the insurance fund and (2) assess the FDIC' s supervision of the bank,
including implementation of the Prompt Corrective Action (PCA) requirements of section 38 of the FDI
Act. The scope of this audit included an andysis of Southern Pecific Bank’ s operations from 1992 urtl
itsfalure on February 7, 2003. Our review aso entailed an evauation of the regulatory supervison of
the bank over the same period. To achieve the objectives, we performed the following procedures and
techniques:

Analyzed examination and visitation reports prepared by the FDIC and the State of Cdifornia
examinersfrom 1992 until 2002.

Reviewed bank data and correspondence maintained at the Division of Supervison and
Consumer Protection’s (DSC) San Francisco Regiond Office.

Reviewed reports prepared by the Divison of Resolutions and Receiverships (DRR) and DSC
relating to the bank’s closure.

Reviewed KPMG records at the offices of KPMG's counsel in Los Angeles, Cdifornia.
Reviewed Imperid Credit Industries, Inc. records &t its officesin Torrance, Cdifornia.
Interviewed DSC management in Washington, D.C., and the San Francisco Regiond Office.
Interviewed DRR officids at the Ddlas Regiond Office.

Interviewed FDIC examiners from the Los Angeles West Field Office who participated in
examinations or reviews of examinations of Southern Pecific Bank.

Met with officids from the State of California Department of Financid Ingtitutionsin Los
Angdles, Cdifornia to discuss the historical perspective of the ingtitution, its examinations, Sate
banking laws, and other activities regarding the state's supervision of the bank.
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Reviewed bank records maintained by DRR in Ddlas, Texas, for information that would
provide ingght into the bank's failure.

Reviewed various annud reports and accompanying financiad statements.

Reviewed pertinent DSC policies and procedures.

Researched various banking laws and regulations, including CdiforniaIndustrial Loan Company
laws.

We performed the audit field work at the DSC San Francisco Regiona Officein San Francisco,
Cdifornia; the DSC Los Angdes West fidd officein Los Angeles, Cdlifornia; DRR officesin Ddlas,
Texas, the State of Cdifornia Department of Financid Indiitutionsin Los Angeles, Cdifornia; and DSC
officesin Washington, D.C. We conducted the audit from February 14, 2003 through Augus 14, 2003
in accordance with generally accepted government auditing standards.

Dueto the limited nature of the audit objectives, we did not assess DSC's overdl interna control or
management control structure. We did not test for irregularities or illegd acts, except as noted in this
report. Regarding compliance with laws and regulations, we performed tests to determine whether the
FDIC had complied with the provisons of PCA and limited tests to determine compliance with certain
aspects of the FDI Act.

We performed alimited review of Southern Pecific Bank’s management controls pertaining to its
operations, to determine whether:

programs (lending, risk management, etc.) met objectives,
reliability of datawas maintained and fairly disclosed in reports;
compliance with laws and regulations occurred; and

resources were safeguarded against waste, loss, and misuse.

We reviewed documentation and conducted inquiries regarding Southern Pecific Bank’sillegd acts or
abuses that were identified by FDIC.

We did not assess the vdidity and reiability of computer-based and processed data from Southern
Pecific Bank or the FDIC because this was not an objective of the audit. Werelied on interviews and
individually prepared reports and correspondence and other evidence to support our audit. Therefore,
the audit results were not impacted.

The Government Performance and Results Act of 1993 (the Results Act) directs Executive Branch
agencies to develop a customer-focused strategic plan, align agency programs and activities with
concrete missons and goa's, manage and measure results to justify appropriations and authorizations,
and design budgets that reflect strategic missions. In this audit, we did not assess the strengths and
weeknesses of DSC’'s annua performance plan in meeting the requirements of the Results Act because
such an assessment was not part of the audit objectives.
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IMPERIAL CREDIT INDUSTRIES, INC. 1998 ORGANIZATIONAL CHART
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CHRONOLOGY OF SIGNIFICANT EVENTS

The following chronology describes sgnificant eventsin Southern Pacific Bank’ s history, indluding
examinaions conducted, mgor problems identified, and enforcement actions taken by the FDIC and the
Department of Financid Inditutions, State of Cdifornia

03/01/82

11/05/87

01/01/92

12/93

01/10/94

12/15/94

04/19/95

09/30/95

01/16/96

04/14/97

09/16/97

05/11/98

05/18/98

11/02/98

12/07/98

Southern Pecific Thrift & Loan (SPTL) receives charter from state of California.
SPTL receives federal deposit insurance.

Imperial Bancorp forms Imperial Credit Industries, Inc.(ICII) and contributes all outstanding stock of SPTL
toICllI.

SPTL'’s assetstripled from $452 million at the Feb. exam to $1.4 billion by year-end.
FDIC examination resulted in acomposite 2 rating.

Cdlifornia Department of Financial |nstitutions (DFI) examination resulted in composite 3 rating. SPTL
had experienced significant growth and lacked adequate controls. Due diligence on loans was considered
inadequate. SPTL’sBoard of Directors consisted of only three members, who were also directors.

FDIC visitation confirmsissues highlighted by state examination. Asset quality considered satisfactory.

Coast Business Credit (CBC) is purchased from Coast Federal Bank. CBC beginsits aggressive
expansion to include the solicitation of business outside the state of California.

Concurrent examination with the state, composite rating 3 was received. Deficienciesin SPTL's
operational controls and risk management were considered. Two outside directors were added and a
memorandum of understanding (MOU) was arranged on September 21, 1996.

Concurrent examination with the state. FDIC issued composite rating 2, and DFI issued composite
rating 3to SPB. MOU compliance was noted. Significant accounting control problems were noted and
addressed by the Board. Bank Board Resolution was implemented on October 29, 1997.

Southern Pacific Thrift & Loan named changed to SPB.

FDIC joint examination with DFI resulted in composite rating of 3. Unreconciled general ledger accounts
totaled $2.4 billion which resulted frominadequate staffing, high employee turnover, and poor planning
for the August 1997 system conversion. SPB hires a contractor to reconcile accounts. Examination also
noted that the total assetsat the bank had increased to 25 percent in only the first half of 1998 which
exceeded the bank’ s budget projection of 18 percent. Examination identified SPB new operations of
funding mortgage bankers through a newly acquired subsidiary, PrinCap M ortgage Warehouse, Inc.
(PrinCap), its mortgage warehouse division.

Information Systems (1S) examination commences; acomposite 3 rating isissued.
MOU issued as the result of 1S examination. MOU required the bank to correct account reconciliation’s,
improve data, improve security procedures, and increase the scope of 1S audits, correct Y 2K assessment

deficiencies, and submit progress reports.

SPB President resigns, and new one is appointed by Board with regulatory approval.
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MOU issued to correct weaknesses noted at the May 11, 1998, examination. This MOU required the bank
to establish adequate accounting controls, eliminate all violations of law, achieve and maintain well-
capitalized risk-based capital levels, maintain an adequate |oan loss reserve, restrict cash dividendsto 35
percent of net income, and submit periodic progress reports.

Joint examination with DFI resulted in SPB receiving a composite rating of 3. Despite full compliance with
ISMOU, SPB remained in less than satisfactory condition. Management resolved accounting
reconciliations and satisfied provisions of MOU, yet SPB’s adversely classified items and reserves had
more than doubled in size since the last examination to 77 percent. The deterioration was noted in the
Auto Finance Division, CBC Division, and PrinCap — SPB’swholly-owned subsidiary. Deteriorationin
the portfolio was the result of poor underwriting, servicing, and accounting issues, aswell asadeclinein
the used car market. ALLL was determined to be underfunded by $19 million, and management provided
a$21.6 million provision to the ALLL during the exam. SPB was considered adequately capitalized for
PCA purposes as of March 31, 1999, and met the well-capitalized status as of June 30, 1999. During the
examination, management had sold a significant portion of the auto lending division, established policies
and procedures for CBC, and hired new management at PrinCap. Examiners recommended that arevised
MOU be pursued in order to restore SPB to a satisfactory level. The bank was informed that the
institution is considered to be atroubled institution for Section 32 purposes.

SPB President and CFO meet with FDIC to discuss current developments since the June 1999 exam FDIC
was advised that the Auto Lending Division had been dissolved due to the large amount of loss that it
had incurred; CBC was attemptingto pursue and maintain better borrowers. After the termination of
many of ICII’s subsidiary operations, SPB now represented 95 percent of ICII’ s operations. The previous
MOU remained in effect.

FDIC issues after-the-fact nonobjection letter for Change of Control filed by a management investment
fund. OnMay 17, 1999, IClI purchased from it parent, Imperial Bank 3,682,537 shares of stock. This
repurchase caused the aggregate holdings of several investment funds to increase from 24.1 to 36.8
percent. It wasthe contention of the fund owner that he did not have the power to direct the
management or policies of ICll and thus did not control ICII or SPB.

SPB’sBoard adopts aBank Board Resolution, in which immediate actions were taken to address concerns
of FDIC and DFI fromthe June 1999 exam. SPB needed to address itscredit quality, sufficiency of
reserves, strategic planning, and operations and accounting, The MOU remainsin effect.

FDIC joint examination with DFI. SPB’ s condition considered unsatisfactory. Large credit losses
apparent in CBC as the result of weak management processes and over-advances on an unsecured basis
to distressed business in the hope of turning the business around financially. The deterioration in asset
quality necessitated large provisionsto ALLL. SPB made a $49 million provision as of June 30, 2000.
Capital level declined to adequately capitalized despite parents’ capital infusion of $14 millionin
subordinate debt in Tier 2 Capital. SPB receives a composite rating of 4.

President and Director of SPB resign. Chairman of the Board of SPB and I Cl| is appointed interim
President and Chief Executive Officer pending regul atory approval.

Former President and Director of SPB meet with DSC Assistant Regional Director and Case Manager in
San Francisco Regional Officeto discuss the independent operations at CBC.

SPB Board stipulated to a Cease and Desist Order i ssued December 15, 2000 by FDIC.
DFl issues Final Order to SPB Board.

FDIC and DFI concurrent exam commenced. Asset quality continuesto deteriorate dueto CBC's
previous underwriting practices. Adversely classified assetsincreased from $184.1 million at prior exam
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to $226.5 million at present exam. SPB had a$117 miillion loss for the year 2000. The losses are the result
of thelarge provisionsto the ALLL of $169 million for this period.

FDIC gives nondisapproval notice for interim president to serve as bank President and Chief Executive
Officer.

FDIC approves bank’s request to retire $42 million in subordinated debt in exchange for $42 millionin
noncumulative perpetual preferred stock.

During the first quarter of 2001, the bank became undercapitalized for PCA purposes; however, SPB
received from IClI $21.1 million in cash and converted $22 million in subordinated debt to non-cumulative
perpetual preferred stock. Approximately $16.1 million came from outside investors, and the remaining
$5 million came from the liquidation of assets at ICl1, which determined that the bank was considered
adequately capitalized for PCA purposes with atotal risk-based capital ratio and Tier 1 leverage capital
ratio of 8.28 percent and 6.06 percent, respectively.

Interim President and CEO resign from bank.
New President and CEO is appointed at SPB and receives regulatory approval.
Newly appointed Chairman, President, and Chief Executive of SPB resigns.

Concurrent visitation by FDIC and DFI. Loan quality had further deteriorated since Sept 11, and
examiners feared that SPB will likely fail in the near future. Examiners noted approximately $92 millionin
loansdirectly or indirectly supported by aircraft leases, $14 million in loans advanced directly to the
airline carriers, and $11 million in loans secured by aircraft parts. Since Sept 11, the portfolio had
deteriorated rapidly. Allowance was estimated to be underfunded by $20 million, and Tier 1 Capital was
less than 4 percent. Examiners also determined that I Cll was experiencing financial distress. As aresult
of SPB’s deteriorating condition and ICII’ sfinancial status, acomposite 5 rating was given. SPB was
then added to the Project Failure Report with a projected failure in the fourth quarter of 2002.

FDIC issued nonobjection to the appointment of new President and Chief Executive Officer of SPB.

FDIC notified bank that it was considered undercapitalized for PCA purposes and was subject to certain
restriction that requires the submittal/filing of SPB’s capital plan with the FDIC within 30 days.

Commencement of concurrent examination by FDIC and DFI. In the previous 3 years, the bank had
charged off in excess of $240 millionin loans, and classified assets continue to increase. Shared National
Credits with substandard characteristics, when added to classified assets, resultsin $298 millionin total
classified assets which represented 408 percent of Tier 1 Capital and ALLL.

Again, newly appointed and approved President and CEO resigns due to differences with the Board.

IClI’ s stock was delisted from NASDAQ due to the devaluation of I1CII’ s stock below $3.00. Again, newly
appointed and approved individual takes office at SPB as President and CEO.

FDIC accepts SPB’ srevised capital plan. Plan callsforincrease in capital of $55 million by July 22, 2002,
from outside investors or from profits realized from the sale of certain assets. The plan callsfor the
reduction of non-performing assets currently from $117.2 million to $49.1 million by December 31, 2002. In
addition, ICII isto sign aperformance guarantee for ensuring the capital plan is pursued and realized.

A subordinated debt holder of ICII filed a Change of Bank Control Notice with DFI, and a nonobjection
notice was issued by DFl on July 30, 2002.
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07/25/02  SPB failsto implement approved Capital Plan and was deemed significantly undercapitalized for PCA
purposes. A new capital plan was requested.

08/07/02  FDIC receives SPB’ s revised Capital Plan and indicated that SPB was negotiating an agreement with
investor to infuse $30 million.

08/31/02  Visitation commenced concurrently by FDIC and DFI. Loan quality was targeted, and an additional
$29 million provision was determined to be necessary to cover the loan exposure. In addition, the bank
was directed to charge off an additional $38 millionin loans classified as loss as of September 30, 2002.
After the adjustment of findings, Tier 1 Leverage Capital ratio declined to approximately 2.5 percent.

09/12/02 FDIC learned that investor had filed a notice of default on the senior secured debt at ICll and was
proceeding with foreclosure on SPB’ s stock.

11/04/02  DFHFl issues ademand for capital to SPB to increase capital levelsto 8.5 percent tangible equity capital
ratio. Thiswould increase the capital to aminimum of $54 million by November 18, 2002. Due to
negotiations with investor who had filed a Notice for Change of Control to recapitalize the bank, DFI
extended the capital demand to December 10, 2002 and then again to January 31, 2003.

11/18/02 A subordinated debtholder files Notice of Change of Control to acquire SPB and awavier of the cross
guaranty provisions due to his ownership of Affinity Bank.

FDIC extends the August visitation into full scope examination to expand the review of SPB’sloan
portfolio in order to better determine the extent of |osses and to assess the viability of investor's
recapitalization plan. Examinersfound that SPB had further deteriorated and that its Tier 1 Leverage
Capital ratio and total Risk-based Capital ratio had declined to 2.04 and 3.58 percent, respectively. The
bank’s PCA category is considered significantly undercapitalized. The adversely classified assets had
increased 45 percent since the previous examination 10 months earlier. In the last 3 years, SPB had
charged off in excess of $330 millionin loans. Bank’'s compositeratingis5.

11/26/02  SPBfilesarevised capital plan which indicates a$30 million capital injection by an investor, with the
intent to return SPB’ s capital level to awell-capitalized position.

01/08/03  FDIC disapproves of the investor's Notice of Change of Control dueto the high likelihood of further loan
deterioration in aircraft and telecommunication industry concentrations.

01/22/03  Investor withdraws the Notice of Change of Control due to the excessive volume of problem assets
posing too much risk to make any further investmentsinto SPB and ICI|.

SPB entersinto arepurchase agreement with a hedge fund in an effort to maintain average assets at levels
commensurate with the previous month’s average. However, dueto PCA limitations, the Bank was
restricted from increasing average assets above the previous month’s levels.

06/24/03  FDIC issuesaPCA directive requiring SPB to obtain FDIC approval on all transactions.

02/03/03  FDIC approves an investigation of the repurchase agreement.

02/04/03  Revised November 26, 2002, Capital Planis rejected by FDIC due to the withdrawal of Notice of Change of
Control

02/07/03  DFI closestheinstitution because SPB failed to meet capital demands, and the FDIC is named receiver.
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ACCOUNTING PROBLEMS INTERNAL CONTROL WEAKNESSES,
AND APPARENT VIOLATIONSOF LAW CITED BY REGULATORSIN
SOUTHERN PACIFIC BANK’S REPORTS OF EXAMINATION

o ] Year of Examination Report
_ Deficiency Cited ol <lololdololol ol o
Area Subj ect by the Regulators S R R R R R R R
Financial Accounting
Standard (FAS) 125,
Accountin ?rcacnostfjg::lsna?nfjorServi cin The value of Collateralized Mortgage 6
9 Sters 9 | obligation (CMO) residuals overstated.
of Financial Assets and
Extinguishments of
Ligbilities
Accounting FAS.5 ’ Accqunn ng for Charge-off or write down of receivables. | 9 6
Contingencies
FAS5, Accounting for
Contingencies, FAS
. Allowance for loan and lease losses -
. 114, Accounting by . 5 4/ 4] 4
Accounting , . maintenance of reasonable reserves and
Creditors for Impairment -
allowance deficient.
of Loan (as amended by
FAS 118 and FAS5)
Available-for-Sde (AFS) vs. Held-to-
Maturity (HTM) - Accounting rules
FAS 65, Accounting for | (FAS65) requires that the transfer of 4
Accounting | Certain Mortgage loansfrom AFSto HTM be done at the
Banking Activities lower of cost or market (LOCOM). SPB
transferred the Long Beach portfolio to
the HTM account at book value.
FAS 65, Accounting for No verification of the cal_cylanon of gains
. ) on sale of loans or securities, and 1
Accounting | Certain Mortgage - ;
. IS reconciliation of loans serviced by the
Banking Activities
parent (ICII).
FAS 91, A(?count| ng Either SPB not in compliance or
. and Reporting for Loan ) : 0 0
Accounting S examiners were unable to verify whether
Origination Fees and . : .
Cost SPB wasin compliance with FAS 91.
Segregation of duties — the thrift's
. account certifications were not being
Design: Absence of
ronriate seareqation approved by someone other than the
Internal approp segreg person reconciling the accounts to the 0
of duties consistent
Control . . general ledger. FDIC recommended that
with appropriate control : . .
oo management implement a policy requiring
objectives
asecond party to regularly approve the
certifications.
SPB's approved internal audit policy
Lo . designated the Vice President/Bank
Design: Internal auditor . . . .
Internal retained manacement Operations, astheinternal auditor. This 0
Contral duties 0 designation created a conflict of interest,
becausethe individual would be auditing
the same department he managed.

See L egend at the end of thisappendix.
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Year of Examination Report

Deficiency Cited
. N 0| 0| O~ R || |~
Area Subj ect by the Regulators S I I I R R I e e e
The company’ s accounting department
had only one employee who had
accounting background. The Senior Vice
President - Accounting, assisted by two
clerical staff, was responsible for journal
Design: Accounting entn%_, |_oo_st|ng to genera Ie_dger, bank
Internal reconciliations, etc. and various 0
department lacked . .
Contral - regulatory reports preparations. With
sufficient resources . .
the existing resources, it would be
expected that books and records could
not bereconciled in atimely manner and
that there would be no financial and
analytical reports available for the Board
of Directors to review.
Operational: Cash
Reconciliations not
Internal performed or not Cash accounts not reconcil ed. 4 ot
Contral S
performed in atimely
manner
Operational: Failure of
identified controlsin .
Internal preventing or detecting Bank had inadequate Workpapers o 0|0 0 0
. support Call Reports, which had math,
Contral mi sstatements of .
o . preparation, and other errors.
accounting information
in Call Reports
Operational: Genera
L edger -Subs d.' ay Differences between general and
Internal Ledger Reconciliations - ) 3 515/ 1
subsidiary ledger balances; GL/SL
Contral not performed or not ;
L accounts do not reconcile.
performed in atimely
manner
Accounting personnel, most notably
employees in the loan accounting
Operationa: department, are relatively unfamiliar with
Internal Competency, many of the thrift’saccounts. Recently, 0
Control knowledge skillsof risk | key employees familiar with the
management personnel | accounting practices left the thrift
without passing vital information on to
their replacements.
Section 1221 (a) statesin part “The
obligations ... of any one person owing
to acommercia bank at any onetime
Apparent | Sateof cafomia) | R RER e el 5
Violation Financial Code 1221 9

not exceed 15% of the sum of the
shareholders’ equity, allowance for loan
losses, capital notes, and debentures of
the bank.”
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Year of Examination Report

Deficiency Cited
N 0| 0| O~ R || |~
Area Subj ect by the Regulators S I I I R R I e e e
Code states: “An industrial loan
company shall . . . submit its unaudited
financial statements, prepared in
accordance with Generally Accepted
Accounting Principles (GAAP) and
Apparent CA Financial Code consisting of a_t |east a balance sheet and 0
Violation 18407, a statemen_t of i ncome as of the date and
for the period specified by the
commissioner.” Asaresult of significant
Call Report errors discovered during the
examination, amended Call Reports of
Condition and Income are required for
December 31, 1997 and March 31, 1998.
Apparent CA Financial Code These sectigns of California code set 5
Violation | 18021 (), (b), and (. | Orth arequirement to have out-of-state
depositsin FDIC insured institutions.
CA Financial Code
18029 (previously 1133).
Books and records. Becausereconciliations were either not
Each industrial loan completed or not completedin atimely
company shall keep and | manner, it isvery difficult to determine
useinitsbusiness, whether the general ledger account
books, accounts, and balances accurately reflect the thrift's
Apparent records which will truefinancial position. In April 1998, the 4 1
L enablethe thrift hired a contractor to perform a
Violation .. . s .
commissioner to review of the thrift's accounting
determineif the practices for resolution of the cash
company is complying | reconciliation and other general ledger
with the provisions of account problems and to provide along-
this division and with term strategy on the thrift’ s accounting
the rules and system and practices.
regulations made by the
commissioner.
CA Financial Code
18029 (previously 1133).
Books and records.
Each industrial loan
company shall keep and
useinitsbusiness, - Reported delinquencies understated
books, accounts, and $1.6 million at September 30, 1992.
Apparent records that will enable | - Pre-sold mortgage |oans cannot be held | 2
Violation the commissioner to in company’ s books longer than 90 days

determineif the
company is complying
with the provisions of
this division and with
the rules and
regulations made by the
commissioner.

from dates of funding. Examination
disclosed that $145.9 million of pre-sold
mortgage |oans portfolio, as of October
31, 1992, exceeded thislimitation.
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Year of Examination Report

Deficiency Cited
. N DIT|IWDOIIN]| R[] O d| N
Area Subj ect by the Regulators S I I I R R I e e e
CA Financia Code
18271. Anindustria
loan company that has
investment certificates
outstanding shall not
ake foans 0, o NI | Thethrift held an obligation of Genera
g A Electric Capital for $40 million in
one person as primary :
Apparent obligor in an agareqate commercial papers. The 5 percent 4] 3
Violation g a09reg unsecured limit amountsto $7.5 million,
principal amount in : -
with $32.5 million extended as an
excess of 20% of the arent violation
unimpaired capital stock ap '
and surplus of the
company not available
for dividends as
provided in Section
18319.
Apparent FDIC Rulesand Regs., Management did not properly report Tier 0
VF(EI)ation Part 304.4, Reports of 1 capital in either the December 31, 1997
Condition and Income or the March 31, 1998 Call Reports.
IClI, the bank’ s parent company,
FDIC Rulesand Regs. disclosed partlal_fmdmgs and opinions
Apparent : from FDIC examiners at the January 22, 0
L Part 306.6(a), Disclosure L .
Violation of Exempt Records 2001 examination in adebt offering
P memorandum released to potential third-
party investors.
Part 325.3(b)(2) statesthat “the minimum
leverage capital requirement for a bank
Apparent FDIC Rulesand Regs. shall consist of aTier 1 Capital to toEaI ol o
Violation 325.3(0)(2) assets of not less than four percent.
' After adjusting for examination findings,
the bank’s Tier 1 Capital to total assets
ratio was 2.82% as of December 31, 2000.
Thethrift’s 1997 Annual Report does not
Apparent FDIC Rulesand Regs. disclose standby letters of credit, and 0
VliocEIJation Part 337.2, Standby inadequate control and subsidiary

Letters of Credit

records exist for issued standby |etters of
credit.
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o ) Year of Examination Report
Deficiency Cited
. N DIT|IWDOIIN]| R[] O d| N
Area Subj ect by the Regulators S I I I R R I e e e
Apparent violation of Part 362.3(a) of the
FDIC Rules and Regulations: “No
insured state bank may directly or
indirectly acquire or retain as principal
FDIC Rules and Regs. any equity investment of atypethat is
Apparent Part 362, Activities of not permissible for anational bank.” The 0 5
Vlioopl)ation Insured State Banks and | thrift’ s asset-based lending division,
Insured Savings Coast Business Credit, frequently
Associations obtains stock warrants from borrowersin
addition to loan origination fees. On
December 15, 1998, CBC management
exercised the warrants related to one of
its borrowers.
FDIC Rulesand Regs. Managgment does not adequately '
Apparent control its general ledger accounts, in 0
- Part 364, Standards for Sz
Violation Safetv and Soundness apparent violation of Part 364.101 and
y Section 18029 of the CA Financia Code.
Section 364.11.C requires financia
FDIC Rulesand Regs. institutionsto es.tabl ish and mai n'tal n
loan documentation. The thrift did not
Apparent Part 364.11.C, Standards . . 0
L review afull set of documentation for
Violation for Safety and .
Soundness loans. Most of the documentation was
held by the servicer or atrustee acting
on behalf of the servicer.
Apparent violation of Part 215.8 of the
Apparent Regulation O, Insider Federall Reserve Bqard srules and 0
. . regulations pertaining to annual records
Violation Transactions o . L
the thrift isrequired to maintain on
insiders.
Federal Reserve Act Related Party Transactions, apparent
ApDArent | ¢ 5ox and 238, Related | violations of 1 23A and 23B of Federal 3 1°%]° 5|5
Violation :
Party Transactions Reserve Act.
LEGEND:

1 = Deficiency where the dollar amount involved was greater than or equal to $1 billion.

2 = Deficiency where the dollar amount involved was greater than or equal to $100's of millions.
3 = Deficiency where the dollar amount involved was greater than or equal to $50 million.

4 = Deficiency where the dollar amount involved was greater than or equal to $10 million.

5 = Deficiency where the dollar amount involved was greater than or equal to $1 million.

6 = Deficiency where the dollar amount involved was greater than or equal to $500,000.

7 = Deficiency where the dollar amount involved was greater than or equal to $100,000.

8 = Deficiency where the dollar amount involved was greater than or equal to $50,000.

9 = Deficiency where the dollar amount involved was | ess than $50,000.

0 = Deficiency where the dollar amount involved was not estimated or stated by the regulators.
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SPB’s PORTFOLIO COMPOS TION

APPENDIX V

As discussed in the report, from 1993 through 1999, SPB management engaged in ahigh-risk lending
srategy and expanded into commercid lending, franchise financing, and asset-based lending to
companies and borrowers with impaired credit histories. During that time, the bank created 1 new
consumer lending divison, and 10 new commercid-basad lending divisonswithin the bank. The table
bel ow provides a description for each of these lending divisons.

1993

Date Formed

Typeof Lending

Southern Pacific L easing Division was established to diversify
SPB’slending activities from traditional real estate lending.
Southern Pecific Leasing Division offered equipment lease
financing on awholesale basis and offered warehouse lines of
credit to other leasing companies.

Formed by SPB in 1994.

Equipment lease
financing and
warehouse lines of
credits

1994

Auto L ending Division was formed to fund new and used
automobile purchase contracts for subprime lenders. The
division also purchased automobile loans from other
independent |oan originators. The portfolio was made up of "B"
and "C" rated auto paper with borrowers located throughout the
United States. Much of the deterioration could have been
avoided had management effectively supervised the portfolio
and eliminated the deficiencies prior to the growth in the
portfolio. From the middle of 1998 through June 1999, SPB
recognized approximately $45 millionin losses and market
valuation write-downs.

Formed in October 1994,
and discontinued
operations in February
1999.

Subprime auto loans

Income Property L ending Division (1PL D) was formed to expand
the existing apartment and commercial property lending
business. IPLD made property rehabilitation loans to higher-risk
customers based on the "as completed" collateral value of
multifamily income-producing properties. IPLD’s maximum loan
amount is approximately $2.5 million.

Formed by SPB in
February 1994.

Commercid red estate
rehabilitation loans
to high-risk
customers

Consumer Credit Division offered installment loans and Second
Lien Mortgages for the purpose of home improvement, loan
consolidation, manufactured housing, and other consumer
goods.

Formed in early 1994.

Consumer credit

Bulk Acquisitions Division was formed to acquire for
investment and for sale existing portfolios of non-conforming
residential mortgage loans. The Division targeted established
institutions and governmental entities such asthe former
Resolution Trust Corporation and the FDIC for the purchase of
mortgage loan portfolios. 1n 1995, the Division worked in
concert with Southern Pacific Funding Corporation (SPFC) and
acquired $550 millionin loans, reselling $160 million in September
in a securitization.

Formed in August 1994.

Bulk sales of
subprime residential
mortgage loans
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1995

Date Formed

Type of Lending

Coast Business Credit (CBC) provided asset-based commercial
business loans to small and mid-sized businesses with annual
revenues ranging from approximately $10 to $100 million. CBC
focused on asset-based lending, through underwriting criteria
based upon cash flow and collateral rather than on earnings and
net worth. The CBC portfolio had subprime characteristicsin
that the borrowerswere typically B and C rated companies and
had typically pledged all of the companies' assets to the bank as
collateral. CBC focused itslending activities on high-technology
businesses engaged in the computer industry. At December 31,
1995, CBC had loans totaling $48.3 million to technology
companies, representing 31.3% of itstotal portfolio, and loans
totaling $105.9 million to non-technology companies.

Formed October 1995.

Subprime asset-based
lending, and airline
and technology
syndicated credits

L can Participation and Invesment Group (LPIG) invested in
and purchased nationally syndicated commercial loan
participations originated by commercial banks and insurance
companies, primarily in the secondary market. The mgjority of
the loans were reviewed under the Shared National Credit (SNC)
Program.

Formed by SPB in
September 1995. Bank
management stopped
originating new
commitmentsin 1998
and allowed the
portfolio to run off.

Shared National
Credits

L ong Beach Mortgage was a purchased portfolio of subprime 1-
4 family residential loans. The borrowers were self-employed
with less than satisfactory credit histories. According to the
bank president, the loans were part of a program which
emphasized collateral rather than repayment ability.

Purchased late 1995.

Loans to subprime
borrowersfor 1-4
family residential
mortgage loans

1996

Auto L end Group was formed to finance automobile dealership
inventories. SPB believed that the Auto Lend Group's products
offered synergistic opportunities when offered in connection
with the bank's sub-prime auto lending activity (under the bank's
Auto Lending Division) to provide car deal erships a complete
financing package.

Formed September 1996.

Loansto Subprime
auto dealershipsto
finance inventories

1997

Imperial War ehouse Finance (formerly PrinCap Mortgage
Warehouse) provided warehouse lending to residential mortgage
bankers. PrinCap, a mortgage warehousing lender located in
New Jersey, extended loans to individual mortgage brokerswho,
inturn, used the fundsto originate and sell mortgages. The
mortgages were both standard residential and residential
construction loans.

Purchased in October
1997 and established as
awholly-owned
subsidiary of the bank.

Warehouse lending
to residential
mortgage brokers

1999

Thel ewisHorwitz Organization (LHO) operated asadivision
of SPB providing lines of credit for independent motion picture
and television production. The loans were collateralized with
domestic and foreign film distribution contracts. LHO was
considered the leader in the financing of smaller-budget
independent films and had been operating approximately 40
years prior to the bank's acquisition of the organization.

Acquired October 1999
and sold October 2002.

Lines of credit for
motion picture and
television production

Source; FDIC reports of examination, and IClI Annual Reports from 1993 through 1999.
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SUBPRIMELENDING POLICIES AND PROCEDURES

In response to industry and consumer queries, the federa bank regulators have defined characteristics
that are attributable to subprime borrowers and lenders and have identified the concerns that center on
subprime credit card banks.

"Subprime lenders’ are indtitutions that systematically target the subprime market through lending
programs that employ tailored marketing, underwriting standards, and risk selection

The term “subprime program” refers to the process of acquiring, on aregular or targeted basis either
through origination or purchase, subprime loans to be held in the indtitution’s portfolio or accumulated
and packaged for sdle. Subprime lending programs may aso target borrowers with questionable
repayment capacity evidenced by low credit scores or high-debt-burden ratios. Subprime lending does
not refer to individua subprime loans originated and managed in the ordinary course of business as
exceptions to prime risk sdection standards.

The federd banking agencies have defined "subprime borrowers’ using the characteristics that are most
often associated with these borrowers. The term “subprime’ refers to borrowers that typicaly have
weakened credit histories that include payment delinquencies, previous charge-off judgments,
bankruptcies, foreclosures, repossessions, high-default probability, and poor debt-to-income ratios.
While some of these attributes are not always indicative of a subprime borrower, taken as awhole, they
generdly represent potential troubled or problem borrowers.

The federd banking agencies have aso taken messures to ensure that financid indtitutions address the
increased risks associated with subprime lending through the issuance of guidance and policy
gatements. The following procedures and guidedines have been issued.

Interagency Guiddines on Subprime Lending

In March 1999, the Federa Financid Ingtitutions Examination Council (FFIEC) issued Interagency
Guidelines on Subprime Lending that defined subprime lending as extending credit to borrowers who
exhibit characterigtics indicating a sgnificantly higher risk of default than traditiond bank lending
customers. Regulators were required to review and evauate the capita levels at examinations and
through offsite monitoring techniques. In addition, the guidance states that measures can be
implemented and enforced if the capital levels are deemed to be inadequate. Specificdly, the guidance
stresses the need for bank risk management programs to address loan pricing and requires the following
for risk management programs.

planning and drategy should be consistent with overdl business strategy of the bank;

staff expertise requires speciaized skills and knowledge;

lending policy should establish the framework for pricing decisons and profitability andyss, and
management should conduct reviews of credit scoring, pricing, and the adequacy of the
alowance for loan and lease |0sses modds.
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Expanded Guidance for Evauating Subprime Lending Programs

In January 2001, the FFIEC issued Expanded Guidance for Evaluating Subprime Lending
Programs. This Expanded Guidance supplements the guiddinesissued in March 1999 and is
specificdly tailored to inditutions that have subprime lending programs with an aggregate credit
exposure greater than or equal to 25 percent of Tier 1 Capita. In addition, the Expanded Guidance
refines the definition of subprime lending, clarifies the agencies expectations regarding an inditution's
risk management processes, and provides amore detailed discussion of the supervisory expectations for
examinaions of subprime lending programs. The guidance aso provides additiond risk factors and
examination procedures to consder in the following aress.

Allowance for Loan and Lease Losses (ALLL);
Capita Adequecy;

Portfolio Review and Andyss,

Classfication Guiddines,

Cure Programs, and

Predatory or Abusive Lending Practices.

To address risk management expectations, the guidance states that management’ s ability should be
judged by the qudity of the risk management and control processes in place and the extent to which
management is adhering to those processes. When aprimary supervisor determines that an inditution’'s
risk management practices are materidly deficient, the supervisor may ingruct the indtitution to
discontinue its subprime lending programs.

For ALLL, the guidance states that classified loans are considered loans that are not adequately
protected by the sound worth and repayment capacity of the borrower or the pledged collateral. Full
liquidation of the debt may bein jeopardy. The ALLL covering subprime loans that are not classified
should be sufficient to absorb estimated |osses on outstanding balances over the current operating cycle,
whichistypicdly 12 months. The Board and management are responsible for determining the adequacy
of the ALLL and documenting the methodology that determines the balance of the ALLL.

For capitd, the policy states that each subprime lender is respongble for quantifying the amount of
capital needed to offset the additiond risk in subprime lending activities. Such lenders are also
respongble for documenting the methodology and andys's supporting the specified leve of capitd. The
methodology should be tailored to reflect the Sze, concentration, and risk posed to the ingtitution by the
subprime lending activities The guidance lists severd potentia factors to be considered when
determining the appropriate amount of capitd and states that snce subprime lending possesses more
risk than standard lending, it is expected that the capita levels would be a a minimum, one and a hdf to
three times greater than whét is appropriate for non-prime assets of asmilar type. The capita
adequacy andyss should dso include stresstesting as atool for estimating unexpected lossesin
subprime lending pools. Shock tests of basic assumptions will assst in determining a portfolio’s
susceptibility to changes in market and business conditions.
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FDIC Examination Documentation (ED) Module for Subprime Lending

FDIC developed an ED module to be used at examinations of indtitutions that conduct subprime lending
activities. Topicsin the ED module include the following items

preliminary review, policy consderations, interna controls, audit or independent reviews,
information and communication systems,

portfolio analys's, dlowance for loan and lease losses, servicing and collections, scoring models,
profitability, and capitdization; and

third parties, securitizations, manageria effectiveness, transaction-leve tegting, portfolio quality,
and sresstesting of capital adequacy.

Under each section, detall is provided as to the type of work that should be performed in order to
achieve alevd of confidence on whether the bank is administering the program effectively.

Credit Card Specidty Bank Examination Guiddines

FDIC issued thisguide in May 1997 to aid examiners in the proper eva uation techniques for inditutions
with credit card portfolios. Credit card specialty banks have unique characteristics. According to
DSC, thisguideisto be used in conjunction with the guidance pertaining to subprime lending.

FFIEC Credit Card Account Management and Loss Allowance Guidance

On January 8, 2003, the FFEC issued interagency guidance for account management and loss
alowancesfor credit card lending. According to the guiddlines, recent examinations of inditutions
engagng in credit card lending have disclosed awide variety of account management, risk managemern,
and loss allowance practices, a number of which were deemed ingppropriate. Asof March 31, 2002,
five FDI C-supervised indiitutions were heavily involved in subprime credit card receivables.

Federd regulators issued the guiddines to more tightly monitor specidty credit card lenders, especidly
those that have increased their subprime lending business. The rules require companies to more
carefully monitor how much credit to extend to customers with too much debt, be more consstent in the
way they declare |oans worthless, and maintain stronger reserves againgt bad loans and customer fees.
The guidelines are amed at the large specidty credit card companies whose business isissuing credit
and who can incur Sgnificant losses when customers defaullt.

The guidance gppliesto dl ingtitutions under the member agencies supervison that offer credit card

programs. It describes the expectations for prudent risk management practices for credit card activities,
particularly with regard to credit line management, over-limit practices, and workout and forbearance
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practices. The guidance dso specificaly addresses income recognition and loss alowance practices for
credit card lending and states that recent examinations of credit card lenders have reveded a variety of
income recognition and loss dlowance practices. Such practices have resulted in inconsstent estimates
of incurred losses and, accordingly, the inconsistent reporting of loss alowances. To addressthe
account management, risk management, and |oss dlowance practices for credit card lending, the
guidance provides procedures for:

Credit Line Management,

Over-limit Practices,

Minimum Payment and Negative Amortization,
Workout and Forbearance Practices,

Income Recognition and Loss Allowance Practices, and
Policy Expectations.

ED Modules for Credit Card Lending

Two of FDIC's ED modules address credit card activities. The first module addresses merchant credit
cad lending. It provides the core and expanded analysis procedures to be conducted in the course of
an examinaion Theimpact andyssisaso induded in the module. The second module addresses
consumer credit card activities and is to be gpplied to indtitutions that specidize in credit cards and to
those indtitutions whose primary business focus is not credit card receivables. Both modules focuson
the examination procedures outlined in the credit card specidty examination guiddines.

The andyses prescribed in the ED modules apply to merchant credit card activities and credit card

activitiesin generd. Specific details concerning al aspects of credit card lending are contained in the
supplementa guiddines for credit card Speciaty examinations.
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ALLOWANCE FOR LOAN AND LEASE LOSSREVIEW GUIDELINES

As prescribed by FDIC examination documentation (ED) modules, examiners should consider seven
areas in determining appropriate alowances for loan and lease losses (ALLL) in additionto reviewing
the bank’ s allowance methodology and applicable Uniform Bank Performance Report (UBPR) ratios as
a check for reasonableness.

To determine an gppropriate ALLL leve, examiners should:

1. Consider comparing the reported ALLL (after the deduction of dl loans, or portions thereof,
classfied loss) agang the sum of the following amounts:

50 percent of the portfolio thet is dlassfied Doubtful,

15 percent of the portfolio that is classified Substandard, and

for the portions of the portfolio that have not been adversdly dassfied (including those loans
designated Specid Mention), estimated credit |osses over the upcoming 12 months (based on
the indtitution's average annud rate of net charge- offs experienced over the previous two or
three years on smilar loans, adjusted for current conditions and trends).

2. Determineif the ALLL issufficient to cover dl of the following risks

Any losses on loans accorded L oss classfications (in whole or in part) that have not yet been
charged- off.

Estimated probable losses for dl oans accorded Doubtful classfications (without partia Loss
classification).

Estimated probable losses for dl remaining adversdy classified loans (without partia Loss or

Doubtful classfication).

Other problem loans (either individualy or in poals).

Edtimated probable losses for the remaining categories of loansin the portfolio.

Supplemental amount for unidentified loan portfolio losses.

3. Condder the bank's loan loss history in aggregate and by loan type.
Cdculate the average loan loss higtory for the past five years using gross loan losses to average

totd loans. (Data available from latest year-end UBPR).

Evauate any aberrations in a specific year, and make adjustments needed for current conditions
to arrive a aredidic average.
Consder migration andyss.

4. Consder the average reserve coverage of nonperforming loans by state, rating, and charter.
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. Condder the historical average of loan loss reserves to nonperforming loans for dl banksin the

region and nation. (Reserve coverage of nonperforming loansistypicaly higher for sound loan
portfolios than those where problems exist.

. Estimate the potentia loss exposure in classfied and Specid Mention loans.

. Congder the following factors to determine an gppropriate percentage for nonclassified loans:

Degree of Board or committee involvement, oversight, and control.
Expertise, training, and adequacy of loan dtaff.

Adequacy of loan policy and adherence to policy requirements.
Effectiveness of collection procedures.

Adequacy of renewa and extension policies.

Adequacy of charge-off policies.

Effectiveness of internd loan review function.

Adequacy of appraisal procedures.

Maintenance and andysis of financid information.

Adequacy of documentation (other than financid information).
Capitdization of interest.

Overrdliance on collatera values.

Compostion of the loan portfolio. (It may be appropriate to use different percentages for
consumer, resdential, and commercia red estate and commercid loans.)
Existence of sdf-dedling and ingder transactions.

Levd of classfied loans and trend over past few examinations.

Levd and trend of interndly identified loan problems.

Leve and trend of overdue and nonaccrud loans.

Generd economic consderations (locdl, Sate, regiond, nationd).
Growth trends.

Entry into new areas of lending.

Extent of out-of-territory lending.

Adequacy of follow-up systems, etc.

Exigtence of off-balance sheet items (Iloan commitments, letters of credit).
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CORPORATION COMMENTS

FDIC

Federal Deposit Insurance Corporation

550 17th St. NW Washington DC, 20429 Division of Supervision and Consumer Protection

August 8, 2003

TO: Russell A. Rau
Assistant Inspector General for Audits

FROM:  Michael J. Zamorski YNechacl gw
Director, Division of Supervision and Consumer Protection

SUBJECT: Draft Report Entitled Material Loss Review of the Failure
of Southern Pacific Bank, Torrance, California

Pursuant to Section 38(k) of the Federal Deposit Insurance Act (FDI Act), the Federal Deposit
Insurance Corporation’s Office of Inspector General (OIG) conducted a material loss review of
Southem Pacific Bank (SPB or Bank), Torrance, California, which failed on February 7, 2003.
This memorandum represents the Division of Supervision and Consumer Protection’s (DSC)
response to the OIG’s draft report entitled Material Loss Review of the Failure of Southern
Pacific Bank, Torrance, California.

DSC appreciates the opportunity to respond to the OIG’s draft report. Recommendations in the
draft report suggest that DSC reinforce existing examiner guidance and pursue opportunities to
address certain matters involving external audit activities. Overall, we concur with the
recommendations.

Cause of Failure and Material Loss

The factors ultimately bearing on the Bank’s failure included a higher-risk lending model that
was not fully supported with a commensurate risk management program, and the impact of the
economic downturn, particularly on commercial credit portfolios. The Bank’s business strategy
developed during the mid- to late-1990s and focused on large syndicated credits and asset-based
lending, which developed into moderately high concentrations in the telecommunications. air
transportaiion, technology, and entertainment sectors. Collectively, these factors placed tie
Bank in a vulnerable position. Financial protection in the form of capital, allowance for loan
losses, and earnings was eroded by rapid and unforeseen economic deterioration (exacerbated by
the 9/11 event) in the various industry sectors in which the bank concentrated its lending.

Management

Balance sheet growth from 1989 to 2000 indicates that the Bank’s numerous shifts in lending
strategies were aggressively pursued. As the 1990s progressed, the Bank moved through a
number of strategic changes, culminating in the decision to pursue commercial lending activities
in the form of asset-based lending (acquiring Coast Business Credit in late-1995), as well as
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Shared National Credits (SNC)' and other loan participation programs.” The risk of generally
focusing on higher-risk borrowers was heightened by the Bank’s historically high level of loans
relative to its total assets.

With its focus on loan production, the management team was ill-prepared to identify and respond
to significant deterioration in the loan portfolio. Further, the Bank’s allowance for loan losses
was repeatedly found to be deficient. As conditions worsened, capital was also found to be
deficient.

In pursuing its various strategies, management did not implement appropriate risk management
programs. This was notable in the Bank’s lack of attention to many of the principles of asset-
based lending. In particular, management failed to adequately:

= identify the higher-risk characteristics of the borrower base,

* monitor collateral values as loans and additional extensions were approved,

= develop and maintain the necessary expertise and support to administer the lending
activities, which included broad-based collateral and geographically dispersed borrowers,
and

= diversify risks, including risks within and across industry sectors, resulting in moderately
high concentrations in the telecommunications, technology, entertainment, and air
transportation industries.

Overall, management’s poor decisions and practices played the decisive role in the Bank’s
failure. The board was involved in significant decision-making that was ultimately carried out
through an entrepreneurial culture that emphasized short-term results with inadequate attention
to appropriate risk management practices. This culture was reinforced through incentive
programs that emphasized short-term results without safeguards that would adequately protect
the Bank’s long-term interests.

Numerous management changes during the period of 2000 through 2002 hindered efforts to
implement a successful strategy to address the Bank’s significant weaknesses. However, it is
important to note that some of management’s actions were prompted by supervisory initiatives to
remedy identified weaknesses. These actions positively affected the Bank’s condition, and
resulted in efforts to market bank assets, reduce insured deposits and borrowings, and strengthen
the Bank’s Tier 1 Capital position.

' The Shared National Credit (SNC) Program was established in 1977 by the Board of Governors of the Federal
Reserve System, the Federal Deposit Insurance Corporation, and the Office of the Comptroller of the Currency to
provide an efficient and consistent review and classification of large syndicated loans. The annual program covers
loans or loan commitments of at least $20 million that are shared by three or more financial institutions.

% A loan participation is a sharing or selling of ownership interests in a loan between two or more financial
institutions. Normally, a lead bank originates the loan and sells ownership interests to one or more participating
banks at the time the loan is closed. The lead bank (originating bank) normally retains a partial interest in the loan,
holds all loan documentation in its own name, services the loan, and deals directly with the customer for the benefit
of all participants.
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Impact of Economic Factors on Credit Quality

The Bank’s higher-risk lending strategy resulted in concentrations within industry sectors that
were negatively impacted by rapid, unforeseen economic events. The degree and rapidity of
such deterioration was not anticipated even by objective economic experts. For instance,
although cautionary language tempered its assessment, the Federal Reserve Board’s Monetary
Policy Report of July 2000 presented the following assessment:

“The impressive performance of the U.S. economy persisted in the first half of 2000 with
economic activity expanding at a rapid pace. Overall rates of inflation were noticeably
higher, largely as a result of steep increases in energy prices. The remarkable wave of
new technologies and the associated surge in capital investment have continued to boost
potential supply and to help contain price pressures at high levels of labor resource use.
At the same time, rising productivity growth--working through its effects on wealth and
consumption, as well as on investment spending--has been one of the important factors
contributing to rapid increases in aggregate demand that have exceeded even the stepped-
up increases in potential supply....”

To highlight the degree to which the economy impacted the Bank, an analysis of the gross loan
losses suffered during the period of 2000 through 2002 indicates that more than 64 percent of
losses were on loans that were originated during 1999 or prior years - a period of relatively
stronger economic activity. Several industry sectors in which the Bank held interests showed
deterioration in median Estimated Default Frequency (EDF; as tracked by Moody s KMV)’
scores of 900 percent or more during the period of June 1999 through 2002. At the extreme, the
telephone sector, which was one of the more significant industry concentrations held by the
Bank, declined 1,216 percent from the base score of year-end 1999. Approximately 71 percent
of the deterioration occurred during 2001.

The rapidly changing economic circumstances are also illustrated by the Bank’s SNC
experience. Of the SNCs against which the Bank suffered charge-offs, fourteen had been rated
Pass at the time of the investment; one was extended as Special Mention. Further, estimated
default frequencies for six companies included in the SNC portfolio deteriorated significantly
after origination.

Nationally, after reaching a decade low in 1998, the volume of adversely classified SNCs more
than quadrupled to 8.4 percent of total commitments in 2002; adding the volume of Special
Mention balances increased the level of criticized credits to 12.6 percent of total commitments.*

3 Default risk is measured by the EDF on a scale of 0-20, which estimates the probability of default within one year.
KMV’s calculation is based on (1) the current market value of the firm, (2) the structure of the firm’s current
obligations, and (3) the vulnerability of the firm to large changes in market value measured in terms of asset
volatility. KMV uses forward-looking information, market equity values, current debt structure, and market
volatility. Companies can be grouped according to industry or other indicators.

* Of the $1.9 trillion in total SNC commitments, U.S. banking organizations and foreign banking organizations each
held 45 percent of the exposures, and nonbank firms held the remaining 10 percent.
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It is noteworthy that, of the gross loan losses during the period of 2000 to 2002, approximately
36 percent ($116 million) was attributable to the Bank’s interests in SNCs and other participated
or syndicated loans. A significant amount of these losses were attributable to loans in which the
Bank was a participating institution, as opposed to the lead lender. As a participating institution,
the Bank’s ability to influence or control administration and collection of the outstanding loan
balance was limited.

In addition, the rapidity and degree of deterioration in the Bank’s financial condition was due in
part to Bank management inappropriately basing credit decisions on enterprise value, which
represents an imputed value of a business as a going concern. Because of the volatility in
enterprise or similar valuations, perceived repayment capacity can dissipate quickly and
significantly.” Thus, during periods of uncertainty and rapid economic reversals, judgments
become increasingly difficult. With the marked change in economic conditions, Bank
management’s judgments regarding portfolio quality, workout strategies, and adequacy of the
allowance for loan losses were proved flawed, resulting in the rapid and significant erosion of
capital.

Supervisory History

Matters giving rise to supervisory concern during the 1990s were distinct and generally resolved
through informal enforcement actions. Although the various supervisory responses, in
retrospect, could arguably have been stronger during the 1990s, the actions taken were consistent
with the assigned ratings. Nevertheless, we agree that these matters did not bear directly on the
Bank’s failure.

Supervisory concern grew significantly as the Bank’s condition began deteriorating. As a result
of the June 2000 examination, the FDIC and California Department of Financial Institutions
(DFI) increased their attention on the Bank through on- and off-site activities. The FDIC
pursued formal enforcement action in the form of a Cease and Desist Order, while the DFI
initiated a similar Order on its own behalf (collectively, Orders). In addition, progress reports,
capital plans, and other submissions received heightened scrutiny. In response, management
changes were implemented and internal practices and conditions received greater management
attention.

Overall, our supervision reduced risk to the insurance fund; notably insured deposits declined by
more than 55 percent from the peak reached in mid-2000. The related asset shrinkage included a
combination of charge-offs, asset sales, payments, collections, and other resolutions. The
conditions imposed by the Orders and Prompt Corrective Action constricted lending activities

5 on April 9, 2001, following a sharp increase in classified and other problem assets, the regulatory agencies issued
guidance to bankers and examiners to describe more fully supervisory expectations regarding sound practices for
leveraged financing activities, including bank reliance on enterprise values. The guidance noted that, in many cases,
the associated problems were largely unanticipated by institution management, and that the lessons learned needed
to be fully incorporated into institution risk management processes and examiner guidance.
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and caused the parent and others to provide significant resources to strengthen the Bank’s capital
position. The holding company contributed cash and assets approximating $62 million and
converted approximately $56 million of subordinated debt and preferred stock into a common
equity position.

With conditions deteriorating and the Bank’s losses mounting, a capital plan was required under
Prompt Corrective Action. A plan was approved in May 2002 that required a $55 million
increase in Tier 1 Capital.

Change in Control Proposal

The most viable opportunity for new capital came in the form of a change in bank control notice,
filed by an existing investor in the parent company’s debt. The individual’s submission was
based on a comprehensive awareness of the Bank’s portfolio and overall condition, and
envisioned an initial capital injection of $30 million. The plan indicated that an additional $10
million would be provided within the twelve months following consummation, if required by the
DFI or FDIC. The notice remained active until January 23, 2003, when the proponent withdrew
the notice from consideration, apparently due in part to an inability to raise the amount of funds
necessary to meet the requirements of the Bank’s approved PCA capital plan.

Responses to Formal Recommendations

1. Evaluate and pursue opportunities to emphasize and obtain written reports from independent
auditors performing bank audits to bank boards of directors disclosing all reportable
conditions found during audits or confirming that there were no reportable conditions.

DSC concurs with the recommendation and will refer the issue to its Chief Accountant
for study by September 30, 2003. In addition to possibly developing examiner guidance,
actions may also include referring certain matters to the appropriate authoritative bodies
that establish or maintain applicable accounting or auditing standards. DSC actions will
be concluded no later than June 30, 2004.

2. Enhance or reinforce existing examination guidance to, at a minimum, identify techniques
examiners may use to evaluate capital and loan loss allowance information available from
bank and non-bank sectors, for comparing and contrasting variances in capital allocation for
these types of commercial loan programs; and

3. Reinforce examiner awareness of DSC subject matter experts in high-risk commercial
lending, and encourage examiners and case managers to avail themselves of these experts,
when appropriate.

4. Emphasize the importance of following existing procedures on the use and analysis of peer
average data.
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5. Reinforce and/or clarify existing guidance on the use of historical loss reserve factors for
non-adversely classified loans.

6. Reinforce and/or clarify existing guidance on the application and quantification of qualitative
adjustments to the loan loss reserve factors, or to the determination of capital adequacy.

DSC will develop and utilize material, possibly a case study, to present a history of
events and “lessons learned.” Included will be discussions of unique issues presented in
this case, various financial analyses deserving of examiner attention, and supervisory
strategies and techniques that may be applied under similar circumstances. At a
minimum, issues covered will include higher-risk commercial lending, analyses of capital
and reserves, and supervisory strategies. DSC will complete necessary materials by

June 30, 2004.

Other Matters

We would like to comment on two other items in the draft report; one item is included under the
caption of “Other Issue” and the other relates to a definitional distinction.

Holding Company Structure

Overall, we do not believe that the organizational structure or charter type played a role in the
Bank’s failure. While the Bank’s activities supported the company’s overall business strategy,
such models are not unusual. Further, the company’s activities were financial in nature. In our
opinion, the Bank ultimately failed because of management weaknesses that led to poorly
developed and implemented strategies. The impact of these deficiencies was magnified by the
lack of adequate risk management programs and rapidly changing economic circumstances.

From the Bank’s inception through the 2000 examination, the FDIC assessed the organization
through reviewing the company’s reports filed with the Securities and Exchange Commission
and other available information, requesting supplemental information, and discussing various
matters with company officials. Examiners also reviewed transactions and relationships between
the insured institution and its affiliated entities during each on-site examination. When deemed
appropriate in 2001 and 2002, the FDIC exercised its authority under the FDI Act to conduct on-
site reviews at the parent company.

The parent company provided significant financial support, particularly in more recent periods of
difficulty, during which the parent augmented the Bank’s core capital position by $118 million.
Ultimately, parent company shareholders, who included sophisticated institutional investors,
would not commit additional resources to the company. Attention then turned toward external
sources of capital. At least three parties — including a money management firm and two parties
with controlling interests in existing institutions — expressed an interest in the Bank. None chose
to invest the funds necessary to recapitalize the Bank; however, in the FDIC’s experience, this
progression is not unusual as failure becomes a more distinct possibility and the economic
feasibility of additional investment becomes a determining factor.
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We believe that the supervisory activities relative to the parent organization provided the
necessary awareness and perspective of the company’s circumstances and the potential financial
impact on the Bank. As a result, the FDIC moved to preserve and improve the Bank’s
operational and financial condition through the various formal and informal enforcement actions.
In this regard, not only did the actions serve to restrict dividend payments to the parent company,
the actions also improved the Bank’s overall condition through the parent company’s acquisition
of problem assets and injection of capital. Further, the actions addressed affiliate transactions,
which were better controlled and documented by 1998.

We believe that the FDIC has the necessary authority to determine the extent and effect of
relationships between insured institutions and their affiliated entities. Furthermore, the FDIC can
exercise its authority to pursue formal or informal enforcement actions against an institution or
institution-affiliated party, which includes the controlling shareholder. As such, the FDIC can
pursue actions under section 8 of the FDI Act, including cease and desist orders, to impose
restrictive or affirmative conditions, as circumstances warrant. For example, a cease and desist
order may be imposed to prevent unsafe and unsound practices or to rescind agreements entered
into by the parent that are found to be unsafe or unsound with respect to the insured institution.

“Subprime” Terminology

While the interagency “Expanded Guidance on Subprime Lending Programs™ (FIL-9-2001) does
not expressly limit the definition of subprime lending to only consumer debt, previous guidance
on the subject, “Risks Associated with Subprime Lending” (FIL-44-97), stated that “[s]Jubprime
lending is defined as extending consumer credit...”

In the more recent guidance, the regulatory agencies did not limit the definition of subprime
loans to include only consumer loans in order to allow for some flexibility to address industry
innovation. For instance, it is conceivable that we might apply the guidelines to a credit card
program for commercial borrowers or possibly a subprime small business loan program that has
many of the same homogeneous loan characteristics as the consumer program. However, the
guidelines would not apply to traditional asset-based commercial lending such as borrowing base
or factoring arrangements. Unlike subprime loans, these credit arrangements are not readily
grouped into homogenous pools for analytical purposes, and they require a great deal of
individualized underwriting and custom review.

Examiners continue to evaluate traditional commercial lending as they have done in the past,
with a focus on risk management practices. This includes an evaluation of management planning
and strategy, lending policies, loan administration procedures, loan review and monitoring, staff
expertise, and reserves. When dealing with higher-risk commercial loans to weak borrowers,
examiners continue to classify these loans where warranted.
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MANAGEMENT RESPONSES TO RECOMMENDATIONS

This table presents the management responses that have been made on recommendations in our report and the status of recommendations as of the
date of report issuance. The information in thistable is based on management’ s written response to our report.

Expected
Rec. Corrective Action: Completion | Monetary | Resolved®: | Dispositioned®: | Open or
Number Taken or Planned/Status Date Benefits | Yesor No Yesor No Closed”

DSC concurred with the recommendation and will refer
theissueto its Chief Accountant for study by

September 30, 2003. In addition to possibly developing
1 examiner guidance, actions may dso include referring June 30, 2004 N/A Yes No Open
certain matters to the appropriate authoritative bodies
that establish or maintain applicable accounting or
auditing standards.

DSC generally concurred with the recommendations and
will develop and utilize materid, possibly a case sudy, to
present a history of events and lessons learned. Included
will be discussons of unique issues presented in this
case, various financid anayses deserving of examiner
attention, and supervisory strategies and techniques that
may be applied under smilar circumstances. At a
minimum, issues covered will include higher risk
commercid lending, andyses of capitdl and reserves, and
supervisory srategies.

June 30, 2004 N/A Yes No Open

# Resolved— (1) Management concurs with the recommendation and the planned corrective action isconsistent with the recommendation.
(2) Management does not concur with the recommendation but planned alternative action isacceptable to the OIG.
(3) Management agrees to the OIG monetary benefits or adifferent amount, or no ($0) amount. Monetary benefits are considered resolved as long as
management provides an amount.

® Djspositioned — The agreed-upon corrective action must be implemented, determined to be effective, and the actual amounts of monetary benefits achieved through
implementation identified. The OIG isresponsible for determining whether the documentation provided by management is adequate to disposition the recommendation.

¢ Oncethe OIG dispositions the recommendation, it can then be closed.
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GLOSSARY
Term Definition
Accounts receivable financing is a specidized area of commercid bank lending in
which borrowers assgn their interests in accounts receivable to the lender as
collateral. Typica characteristics of accounts receivable borrowers are those
Accounts businesses that are growing rapidly and need year-round financing in amounts too
Receivable large to justify unsecured credit, those that are non-seasona and need year-round
Financing financing because working capita and profits are insufficient to permit periodic
cleanups, those whose working capitd is inadequate for the volume of sdes and type
of operation, and those whose previous unsecured borrowings are no longer
warranted because of various credit factors.
Adversely Assats subject to criticism and/or comment in an examination report. Adversay
Classified classfied assets are alocated on the basis of risk (lowest to highest) to three
Assets categories. Substandard, Doubtful, and Loss.

Allowance For
Loan And

L ease L osses
(ALLL)

Federdly insured depository inditutions must maintain an ALLL at aleve thet is
adequate to absorb the estimated credit |osses associated with the loan and lease
portfolio (including al binding commitments to lend). To the extent not provided for
in aseparate liability account, the ALLL should aso be sufficient to absorb estimated
credit losses associated with off-ba ance sheet credit instruments such as stlandby
letters of credit.

Auditor’s
Opinion

Auditor’s Standard Report or Unqualified Opinion: The auditor’s standard
report sates that the financial statements present fairly, in al materia respects, an
entity’ sfinancid position, results of operations, and cash flows in conformity with
generdly accepted accounting principles. This concluson may be expressed only
when the auditor has formed such an opinion on the basis of an audit performed in
accordance with generdly accepted auditing standards (GAAS). Certain
crecumstances, while not affecting the auditor's unquaified opinion on the financiad
statements, may require that the auditor add an explanatory paragraph (or other
explanatory language) to his report.

Qualified Opinion: A quadified opinion Sates that, except for the effects of the
matter to which the qudification relates, the financid statements present fairly, in dl
materia respects, the financia position, results of operations, and cash flowsin
conformity with generaly accepted accounting principles (GAAP).
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Adverse Opinion: An adverse opinion gates that the financid statements do not
present fairly the financid podtion or the results of operations or cash flowsin
conformity with GAAP. Such an opinion is expressed when, in the auditor's
judgment, the financid statements taken as awhole are not presented fairly in

Auditor’s conformity with GAAP.
Opinion Disclaimer of Opinion: A disclaimer of opinion states that the auditor does not
(continued) express an opinion on the financia statements. It is gppropriate when the auditor has
not performed an audit sufficient in scope to enable him to form an opinion on the
financial statements. A disclaimer of opinion should not be expressed because the
auditor believes, on the basis of his audit, that there are materia departures from
GAAP.
Federd Financid Indtitutions Examination Council (FFIEC) Consolidated Reports of
Call Reports | conyiition and Income from banks and Office of Thrift Supervision (OTS) Thrift
(Thrift Financial Financid Reports from savings associations — collectively referred to as Call Reports
Reportsand — are sorn statements of financial condition that are submitted to the FDIC quarterly
Consolidated in accordance with federa regulatory requirementsin Title 12 of the Code of Federa
Reports of Regulations (12 CFR). Call Reports consist of a balance sheet, income statement,
Condition and and other supplementa information and provide detailed analyses of baances and
Income) related activity.
Financid inditution regulators use the Uniform Financid Ingtitutions Rating System
(UFIRS) to evduate a bank's performance. Six areas of performance are eval uated
and given anumerica rating of 1 through 5, with 1 representing the least degree of
concern and 5 the greatest degree of concern. The six performance areas identified
by the CAMELS acronym are
C Capitd adequacy,
CAMELS A Asst qudlity,
Rating, M  Management practices,
Composite E Eanings peformance,
Rating, and L  Liquidity pogtion, and
UFIRS Rating S  Sengtivity to market risk.

A composite CAMELS rating is an overall rating given to a bank based on the six
components of the CAMELSrating. A raing of 1 through 5isgiven. A rating of 1
indicates strong performance; 2 reflects satisfactory performance; 3 represents below
average performance; 4 refersto margina performance that could thresten the
viability of theinditution; and, 5 is consdered critical, unsatisfactory performance that
threstens the viability of the indtitution.
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A financid inditution is expected to maintain cgpital commensurate with the nature and
extent of risksto the ingtitution and the ability of management to identify, measure,
monitor, and control these risks. Capital adequacy, asit relates to quarterly Call
Reports, can be evaduated to a limited extent based on certain financia information
that includes amounts used in caculations of an inditution's various regulatory capitd

Capital

Adequacy amounts.
Part 325 of the FDIC Rules and Regulations, 12 CFR 8325.101, et. seq, implements
section 38 of the FDI Act, 12 USC §1831(0), by establishing a framework for taking
prompt supervisory actions against insured nonmember banks that are not adequately
capitaized.

Ceaseand A forma enforcement action issued by the regulator’s Board of Directors to a bank

Desist Order or affiliated party to stop an unsafe or unsound practice or violation. A C&D may be

(C&D Order) terminated when the bank’ s condition has significantly improved and the action is no

longer needed or the bank has materidly complied with its terms.

Concentration

A concentration is asgnificantly large volume of economically related assetsthat an
ingtitution has advanced or committed to one person, entity, or affiliated group.
These assets may in the aggregate present a substantia risk to the safety and
soundness of the indtitution. A concentrations schedule is one of the pages that may
be included in the Report of Examination. Asagenerd rule, concentrations are listed
by category according to their aggregate totd and are reflected as a percentage of
Tier 1 Capitd.

Commercial
Loans

Loans for commercid or industrid purposes to business enterprises, whether
proprietorships, partnerships, or corporations, are commonly described by the term
"commercid loans” Commercid or business |oans frequently comprise one of the
most important assets of abank. They may be secured or unsecured and for short- or
long-term maturities. Such loans include working capitd advances, term loans, and
loansto individuas for business purposes
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Leasing is arecognized form of term debt financing for fixed assets. While leases
differ from loans in some respects, they are smilar from a credit viewpoint because
the basic considerations are cash flow, repayment capacity, credit history,
management, and projections of future operations. Additional considerationsfor a
lease transaction are the type of property and its marketability in the event of default

IBiIr::rit:i tgease or termi pati on of the Ieasg Those latter consderations do not radicaly d.ter t.he
manner in which an examiner evauates collaterd for aloan. The assumption isthat the
lessee/borrower will generate sufficient funds to liquidete the lease/debt. Sdle of
leased property/collateral remains a secondary source of repayment and, except for
the estimated resdua vaue a the expiration of the lease, will not, in most cases,
become a factor in liquidating the advance.

Division of

Resolutionsand
Receiver ships
(DRR)

The divison of the FDIC which plans and handles the resolution of falling and failed
FDIC-insured inditutions.

DFI — State of
California’s DFIl isresponsible for regulating the safety and soundness of state-chartered financid
Department of | inditutionsto maintain public confidence and facilitate a strong financid services
Financial sysem. DH dso licenses financid inditutionsin the State of Cdifornia
Ingtitutions
Effective July 1, 2002, the FDIC' s Divison of Supervison and the Divison of
Compliance and Consumer Affairs were merged to form the new Division of
Supervision and Consumer Protection (DSC). The DSC promotes the safety and
soundness of FDIC-supervised indtitutions, protects consumers' rights, and promotes
Division of community investment initiaives by FDIC-supervised insured depository ingtitutions.
Supervison and | Themisson of DSC isto promote stability and public confidence in the nation's
Consumer financid system by:
Protection
(DSC) examining and supervisng insured financid inditutions to ensure they operatein a

safe and sound manner, that consumers rights are protected, and that FDIC-
upervised ingitutions invest in thelr communities, and

providing timely and accurate deposit insurance information to financia
indtitutions and the public.
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Enterprise
Value

Enterprise vaue can be defined as the imputed vaue of abusiness. Thisvauation is
often based on the anticipated or imputed sde value, market capitalization, or net
worth of the borrower. The sde vaue is normaly some multiple of sales or cash flow
based on recent mergers or acquisitions of other firmsin the borrower'sindustry.

Thisenterprise value is often relied upon in the underwriting of leveraged loansto
evauate the feasibility of aloan request, determine the debt reduction potentia of
planned asset sales, assess a borrower's ability to access the capital markets, and to
provide a secondary source of repayment. Consderation of enterprise vaueis
appropriate in the credit underwriting process. However, enterprise value and other
intangible vaues, which can be difficult to determine, are frequently based on
projections and may be subject to consderable change. Consequently, reliance upon
them as a secondary source of repayment can be problematic. Because enterprise
vaue is commonly derived from the cash flows of abusiness, it is closdy correlated
with the primary source of repayment. Thisinterdependent relationship between
primary and secondary repayment sources increases the risk in leveraged financing,
especidly when credit weaknesses devel op.

Examination
Function

The FDIC, in conjunction with other federal and State regulatory agencies, examines
financid indtitutions to ensure they are conducting business in compliance with
consumer protection rules and in away that minimizes risk to their cusomers and to
the deposit insurance funds. There are five categories of examinations. Community
Reinvestment Act, Compliance, Information Systems & E-banking, Safety &
Soundness, and Trust.

Executive
Officer

The executive officer of acompany or bank is a person who participates or has
authority to participate (other than in the capacity of adirector) in mgor policymaking
functions of the company or bank, whether or not: the officer has an officid title, the
title desgnates the officer an assstant, or the officer is serving without sdary or other
compensation. The chairman of the board, the president, every vice president, the
cashier, the secretary, and the treasurer of a company or bank are considered
executive officers, unless the officer is excluded, by resolution of the Board of
Directors or by the bylaws of the bank or company, from participation (other thanin
the capacity of adirector) in mgor policymaking functions of the bank or company,
and the officer does not actudly participate therein.
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The FDIC's Supervision Program promotes the safety and soundness of FDIC-
supervised indtitutions, protects consumers' rights, and promotes community
investment initiatives by FDIC-supervised insured depository ingtitutions.

As supervisor, the FDIC performs safety and soundness examinations of FDIC-
supervised indtitutions to assess their overdl financia condition, management practices
and policies, and compliance with gpplicable laws and regulations. Through the
examination process, the FDIC a so assesses the adequacy of management and
interna control systems to identify and control risks. Procedures normaly performed

FDIC - in completing this assessment may disclose the presence of fraud or inSder abuse.

Supervision

Program . .
The FDIC supervises FDIC-insured state-chartered banks that are not members of
the Federal Reserve System and are described as state non-member banks. This
includes state- licensed insured branches of foreign banks and state- chartered mutua
savings banks. The FDIC aso has examination authority and specid insurance activity
authority for state member banks that are supervised by the Board of Governors of
the Federa Reserve System (FRB), nationd banks that are supervised by the Office
of the Comptroller of the Currency (OCC), and savings associations that are
supervised by the Office of Thrift Supervison (OTS). Thisauthority isexercised in
the FDIC' srole asinsurer of those indtitutions.

rrij?iCZGDOSt The .Federq Depo;it Inqume C(.)rpor.ati on'smissonis tg mal nj[a' n the stability of and

Corpor ation public confidence in the nation's financid system. To achieve this god, the FDIC was

(FDIC) created in 1933 to insure deposits and promote safe and sound banking practices.
The Federd Financid Ingtitutions Examination Council (FFIEC) isaformd

Federal interagency body empowered to prescribe uniform principles, sandards, and report

Financial forms for the federad examination of financid indtitutions by the Board of Governors of

Ingtitutions the Federal Reserve System (FRB), the Federa Deposit Insurance Corporation

Examination (FDIC), the Nationd Credit Union Adminigtration (NCUA), the Office of the

Council Compitroller of the Currency (OCC), and the Office of Thrift Supervison (OTS) and

(FFIEC) to make recommendations to promote uniformity in the supervison of financia

inditutions.
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Foor plan (wholesde) lending isaform of retall goods inventory financing in which
each loan advance is made againgt a specific piece of collatera. Aseach piece of
collatera is sold by the dedler, the loan advance againgt that piece of collaterd is
repaid. Items commonly subject to floor plan debt are automobiles, home

Elecu)qoc; rl?éan gppliances, furniture, television and stereophonic equipment, boats, mobile homes and
other types of merchandise usualy sold under a sdes finance contract. Foor plan
loansinvolve dl the basic risks inherent in any form of inventory financing. However,
because of the banker'sinability to exercise full control over the floored items, the
exposure to loss may be greater than in other smilar types of financing.

Generaly Accepted Accounting Principles (GAAP) isthe body of principles

Generally governing the accounting for financid transactions and preparetion of financia

Accepted gatements. GAAP is derived from guidance issued by the Financia Accounting

Accounting Standards Board (FASB) and the American Indtitute of Certified Public Accountants

Principles (AICPA) in the form of Accounting Research Bulletins (ARB), Accounting Principles

(GAAP) Board (APB) Opinions, FASB Statements of Financiad Accounting Standards
(SFAS), and FASB Statements of Financial Accounting Concepts (SFAC).

Generally

Accepted Generaly Accepted Auditing Standards (GAAS) are policies, guidelines, and

Auditing procedures set forth by the AICPA that an auditor is required to follow in performing

Standards an audit in order to render an opinion on an organization's financid atements.

(GAAYS)

Going Concern
Determination

Statement on Auditing Standards (SAS) 59, The Auditor’s Consideration of an
Entity’ s Ability to Continue as a Going Concern, as amended, requires
independent accountants to evaluate — as part of every financid statement audit —
whether there is substantia doubt about the ability of the entity to continue as agoing
concern for a reasonable period, not to exceed 1 year beyond the date of the
financid statements being audited.

Insider

A person who isor is proposed to be a director, officer, organizer, or incorporator of
an gpplicant; a shareholder who directly or indirectly controls 10 percent or more of
any class of the applicant's outstanding voting stock; or the associates or interests of
any such person. An Indtitution-affiliated party shal have the same meaning as
provided in section 3(u) of the Bank Holding Company Act of 1956.
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Insured
Depository
| nstitution

The term insured depository inditution means any bank or savings association the
deposits of which areinsured by the FDIC.

Internal Control

Interna control isan integral component of an organization’s management that
provides reasonable assurance of achieving effectiveness and efficiency of operations,
reliability of financid reporting, and compliance with applicable laws and regulations.

Leverage
Capital

Banks must maintain a least the minimum leverage reguirements set forth in Part 325
of the FDIC Rules and Regulations 12 CFR 8325.3. The minimum leverage
requirement isaratio of Tier 1 (Core) capitd to total assets of not less than 3 percent
or greeter, depending upon the condition of the indtitution.

L everaged
Financing

Leveraged financing is an important financing vehicle for mergers and acquigtions,
business re-capitdizations and refinancings, equity buyouts, and business or product
line build-outs and expansions. It isaso used to increase shareholder returns and to
monetize percaived "enterprise vaue' or other intangibles. A transactionis
considered leveraged when the obligor's post-financing leverage as measured by
debt-to-assets, debt-to-equity, cash flow-to-total debt, or other such standard unique
to particular industries sgnificantly exceeds industry norms for leverage.

Leveraged borrowers typically have adiminished ability to adjust to unexpected
events and changes in business conditions because of their higher ratio of tota
ligbilities to capita. Consequently, leveraged financing can have sgnificant implications
for abanking organization's overall credit risk and presents unique chalengesfor its
risk management systems.

M anagement
L etters

Auditors are required to inform the audit committee (or its equivaent) about
ggnificant deficienciesin the design or operation of the internd control structure that
cometo ther attention in the course of an audit. Thisisgenerdly donein aletter to
management, commonly referred to as a management |etter.

M emorandum
of
Understanding
(MOU)

Aninforma corrective administrative action from ingitutions consdered to be of
supervisory concern, but which have not deteriorated to the point where they warrant
forma adminigretive action. Asagenerd rule, an MOU isto be consdered for all
ingitutions rated a composite 3.
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Non-Audit
Services

Nonaudit services, according to the Sarbanes-Oxley Act of 2002, are any
professiona services provided to asecuritiesissuer by aregistered public accounting
firm, other than those provided to an issuer in connection with an audit or areview of
the financid statements of an issuer.

Par Value

The nomina or face value of astock or bond certificate or loan. It isexpressed asa
gpecific amount marked on the face of the instrument. Par value is not related to
market vaue, which is the amount a buyer iswilling to pay for an item.

Primary
Federal
Regulator

Theinditution's charter determines which federa banking agency is the primary
federd supervisor of the particular ingtitution. There are four Federd regulaors of
banks and savings and loan indtitutions:

Board of Governors of the Federa Reserve System (Federa Reserve Board or
FRB) - Primary Federa regulator responsible for state-chartered commercia
bank members of the Federal Reserve System.

Federa Depost Insurance Corporation (FDIC) - Primary Federd regulator
responsible for state-chartered banks not members of the Federd Reserve
System and state chartered savings banks.

Office of the Comptraller of the Currency (OCC) - Primary Federd regulator
respongible for nationdly chartered commercia banks.

Office of Thrift Supervison (OTS) - Primary Federd regulator responsible for
federdly chartered savings and |oan associations, federd savings banks and
state- chartered savings and |oan associations.

Principal
Shareholder

A person that directly or indirectly, or acting through or in concert with one or more
person, owns, controls or has the power to vote more than 10 percent of any class of
voting securities of amember bank or company. Shares owned or controlled by a
member of an individua's immediate family are conddered to be held by the
individud.
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Prompt
Corrective
Action (PCA)

Part 325 of the FDIC Rules and Regulations, 12 CFR 8325.101, et. seq; implements
section 38 of the FDI Act, 12 USC §1831(0), by establishing aframework for taking
prompt supervisory actions againg insured nonmember banks that are not adequately

capitalized. The following codes and categories are used to describe capitdl adequacy:

Code - Category

Total Risk-
Based Capital

Tier 1 Risk-
Based Capital

L everage
Capital

W Well
Capitdized

10 percent or
more, and

6 percent or
more, and

5 percent or
more.

A Adequatedy
Capitdized

8 percent or
more, and

4 percent or
more, and

4* percent or
more.

U Under-
capitaized

Lessthan 8
percent, or

Lessthan 4
percent, or

Less than 4*
percent.

S Sonificantly
Undercapitdized

Lessthan 6
percent, or

Lessthan 3
percent, or

Lessthan 3
percent.

C Criticdly
Undercapitdized

Theinditution’s tangible equiity is 2 percent or less
regardless of its other capital ratios.

* 3 percent if the bank is rated composite 1 under the CAMEL Srating system, is not

experiencing or anticipating significant growth, and has well-diversified risk.

Real Estate
Congtruction
Loans

A congtruction loan is used to congtruct a particular project within a specified period
and should be controlled by supervised disbursement of a predetermined sum of
money. Itisgenerdly secured by afirst mortgage or deed of trust and backed by a
purchase or takeout agreement from afinancidly responsible permanent lender.
Congruction loans are vulnerable to awide variety of risks. The mgor risk arises
from the necessity to complete projects within specified cost and time limits. The risk
inherent in condruction lending can be limited by establishing policies that specify that
type and extent of bank involvement. Such policies should define procedures for
contralling disbursements and collatera margins and assuring timely completion of the
projects and timely repayment of the bank's loans.

Red Flags

A warning Sgn that something may not beright. Inthisreport it refersto irregular or
unusud activity at the bank.
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A public accounting firm registered with the Public Company Accounting Oversight
Board in accordance with the Sarbanes-Oxley Act of 2002. A public accounting
firmisa proprietorship, partnership, incorporated association, corporation, limited
liability company, limited ligbility partnership, or other legd entity thet is engaged in
the practice of public accounting or preparing or issuing audit reports; and to the

Ejglliiter ed extent so designated by the rules of the Board, any associated person of any such
Accounting entiy.
Firm Enactment of the Sarbanes-Oxley Act of 2002, changed the term used to describe
accountants in the SEC Act of 1934. Section 10A of the Securities Exchange Act of
1934 (15 U.S.C. 78j-1) was amended by the Sarbanes-Oxley Act of 2002 by
replacing “an independent public accountant” with “aregistered public accounting
firm.”
Requlation O The Federal Reserve regulation that restricts the amount of credit banks may extend
& to their own executive officers, directors, and principa shareholders.
Risk-Based A supplemental capital standard under 12 CFR 8325, Appendix A. 1l. Under the
Rulesand risk-based framework, abank’s qualifying tota capita base conssts of two types of
Capital capital elements, core capital (Tier 1) and supplementary capitd (Tier 2) less certain
Regulations deductions.
The risk-focused examination process attempts to assess an inditution's risk by
Risk-Focused | evauating its processes to identify, measure, monitor, and control risk. The risk-
Examination focused examination process seeks to strike an appropriate balance between
Process evauding the condition of an inditution at a certain time and evauating the soundness

of the indtitution's processes for managing risk.

Risk-Weighting

A system of caculaing the risk-weighting of assets based on assigning assets and off-
balance assets into broad risk categories, 12 CFR 8325, Appendix A.ll.

Safety and
Soundness
Examinations

These periodic, on-premise examinations help assess an inditution's financia
condition, policies and procedures, and adherence to laws and regulations. These
examinaions are avitd tool in protecting the financid integrity of the deposit
insurance funds and promoting the public confidence in the banking system and
individud banks
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SAS (Statement
on Auditing
Standards)

Rules and guidance issued by the Auditing Standards Board (ASB). The ASB isthe
senior technical committee of the AICPA designated to develop and issue auditing,
attestation, and qudity control standards and guidance. Rule 202 of the AICPA
Code of Professonal Conduct requires AICPA members who perform professional
audit and attest services to comply with standards promulgated by the ASB.

SAS58

Statement on Auditing Standards (SAS) 58, Reports on Audited Financial
Statements, prescribes the form of the auditor's standard report issued in connection
with audits of higtoricd financid statements that are intended to present financia
position, results of operations, and cash flows in conformity with generaly accepted
accounting principles. SAS 58 distinguishes the types of reports, describesthe
circumgtances in which each is appropriate, and provides example reports.

SAS60

Statement on Auditing Standards (SAS) 60, Communication of Internal Control
Structure Related Matters Noted in an Audit, requires independent auditors of al
companies to report to the audit committee or its equivalent al reportable conditions
noted in the audit.

SAS61

Statement on Auditing Standards (SAS) 61, Communication with Audit
Committees, requires independent auditors of public companies to directly inform the
group with management oversight responsibility of certain audit-related matters other
than interna control matters.

Section 10(b) of
the Federal
Deposit

I nsurance Act

Section 10(b) of the FDI Act, 12 USC 81820 (b), lists the power of the Board of
Directors to gppoint examiners to conduct regular and specia examinations of
financid inditutions. Also, examiners shal have the power, on behdf of the
Corporation, to make such examinations of the affairs of any affiliate of any
depository inditution as may be necessary to disclose fully the relationship between
the inditution and its affiliate and the effect of the relationship on the indtitution.

Section 10(c) of
the Federal
Deposit
Insurance Act

Section 10(c) of the FDI Act, 12 USC 8§1820(c), authorizes the representative of an
appropriate Federa banking agency to administer oaths and affirmetions and to
examine and take and preserve testimony under oath as to any matter in respect to
the affairs or ownership of any such bank, indtitution, or &ffiliate.
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Section 23A of the Federal Reserve Act, 12 USC 8371(c), establishes restrictions

tsfg“F‘;g:f;]A o | on transactions between finandial insitutions and their efilistes. These indlude
Reserve Act restrl_ ctions on the dol I_ar amount_ mvolyed in _tr_\e transactions and establishes collaterd
requirements for certain transactions with ffiliates.
Section 23B of the Federal Reserve Act, 12 USC 8371(c)-1, places restrictions on
. transactions with affiliates. It requires transactions to be on the same terms and
Section 23B of - ) .
the Federal standards_ or at least asfavorable asthose prevailing f_or comparabl e transactions with
Reserve Act anon-afiliate. In the absence of comparable transactions, they must be on terms and
circumstances that in good faith would be offered to or goply to nonaffiliated
companies.
Any loan and or forma commitment, including any asset such as other red edtate,
stocks, notes, bonds, and debentures taken for debts previoudy contracted,
Shared extended to a borrower by a supervised inditution, its subsdiaries, and affiliates
National Credit | whichinorigind amount aggregates $20 millionor more and, (1) which is shared by
(SNC) three or more undffiliated inditutions under aformd lending agreement; or (2) a
portion of which is sold to two or more unaffiliated ingtitutions, with the purchasing
ingtitution(s) assuming its prorated share of the credit risk.
The purchaser of afinancid asset from an origina creditor has acam on the origind
creditor in case the debtor defaults. Specific arrangements to provide recourse arise
Sold With in avariety of innovative transactions, including various types of securitized assets.
Recour se Such arrangements can take many forms, including an explicit guarantee thet credit
losses will be reimbursed or the assets will bereplaced by assets of amilar quality or
indemnification by athird-party guarantor for any losses.
Subprime A borrox_/ver whose credit is below good_credit standard_s_ These borrowers pose a
Bor T Ower greater risk and are characterized by paying debts late, filing for persona bankruptcy,

and/or having an insufficient credit history.
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Syndicated
Lending

Syndicated loans represent a substantia portion of commercia and indudtrid loan
portfolios. Many large bank portfolios are comprised exclusvely of syndicated loans.
A syndicated loan involves two or more banks contracting with a borrower, typicaly
alarge or middle market corporetion, to provide funds at specified terms under the
same credit facility. The average commercia syndicated credit isin excess of

$100 million Syndicated credits differ from participation loansin that lendersin
syndication participate jointly in the origination process, as opposed to one originator
sdling undivided participation interests to third parties. The syndicated market
formed to meet basic needs of lenders and borrowers, specificdly: rasng large
amounts of money, enabling geographic diversfication, satisfying reaionship banking,
obtaining working capita quickly and efficiently, soreading risk for large credits
among banks, and gaining attractive pricing advantages.

Thrift
I ngtitution

12 USC § 1841(l) defines athrift indtitution as: (&) a domestic building and loan or
savings and loan association (b) non-profit cooperative bank without capital stock ()
afederd savings bank, or (d) aregistered state-charted savings bank and holding
company.

Tier 1 (Core)
Capital

Defined in Part 325 of the FDIC Rules and Regulations, 12 CFR 8325.2 (A), as.
The Sum of:

» Common stockholder’ s equity (common stock and related surplus, undivided
profits, disclosed capitd reserves, foreign currency trandation adjustments, less
net unredlized losses on available-for-sde securities with readily determinable
market vaues);

 non-cumulative perpetud preferred stock; and

e minority interest in consolidated subsdiaries,

Minus;

» Certan intangible assts,

* identified losses,

* investmentsin securities subsidiaries subject to section 337.4; and

* deferred tax assetsin excess of the limit set forth in section 325.5(g).

Tier 1
L everage
Capital Ratio

Tier 1 Capitd divided by tota assets as defined in 12 CFR 8225, Appendix D.,ll.a
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Tier 2 Capitd isdefined in Part 325 of the FDIC Rules and Regulations,
12 CFR 8325, Appendix A., I.A.2, and generdly conssts of:
* Allowances for loan and lease losses, up to amaximum of 1.25 percent of risk-
weighted assets,

Tier 2 .
(Supplemental) . ;ligialve perpetua preferred stock, long-term preferred stock and related
Capital * Perpetua preferred stock (dividend is reset periodicdly),

* Hybrid capita ingruments,

» Term subordinated debt and intermediate-term preferred stock, and

* BHighble net unredized holding gains on equity securities.
Total Risk- . e . . .

. Thetotd qudifying capitd divided by risk-weighted assets defined by 12 CFR 8
Based Capital
. 325.2(w).

Ratio
Uniform Bank
Performance A report comparing an individua bank or thrift to its peer group.

Report (UBPR)

Unsafeor
Unsound
Practice

Generdly, an unsafe or unsound practice is any action or lack of action that is
contrary to generaly accepted standards of prudent operation, the possible
conseguences of which, if continued, would be abnorma risk of loss or damageto an
indtitution, its shareholders, or the agencies adminigtrating the insurance funds.
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PREVIOUSLY ISSUED MATERIAL LOSSREVIEW REPORTS

The Failure of the Connecticut Bank of Commer ce, Stamford, Connecticut
(Issue date: March 10, 2003)

TheFailure of Pacific Thrift and Loan Company, Woodland Hills, California
(Issue date: June 7, 2000)

The Failure of BestBank, Boulder, Colorado
(Issue date; January 22, 1999)

TheFailureof First Trust Bank, Ontario, California
(Issue date: May 16, 1997)

The Failure of the Bank of Newport, Newport Beach, California
(Issue date: October 8, 1996)

The Failure of Pacific Heritage Bank, Torrance, California
(Issue date: January 26, 1996)

The Failure of TheBank of Hartford, Hartford, Connecticut
(Issue date: December 1, 1995)

The Failure of The Bank of San Pedro, San Pedro, California
(Issue date: December 21, 1994)

The Failure of TheBank of San Diego, San Diego, California
(Issuedate: April 29, 1994)
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