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M. Chairman, Senator Gramm nenbers of the Conmttee, | am
delighted to appear before this commttee to discuss our review of
the failure of Superior Bank, FSB (Superior), Cakbrook Terrace,

[l1inois.

As you know, Superior was supervised by the Ofice of Thrift
Supervision (OIS), an agency of the Departnent of the Treasury.
Under the provisions of the Home Omers Loan Act (HOLA), OIS is
responsi bl e for chartering, exam ning, supervising, and regul ating

federal savings associations and federal savings banks.



HOLA aut horizes OTS to exam ne, supervise, and regul ate state-
chartered savi ngs associ ations insured by the Savings Association
| nsurance Fund. HOLA al so authorizes OIS to provide for the

regi stration, exam nation, and regul ati on of savings associ ations,

affiliates, and hol di ng conpani es.

The Federal Deposit |Insurance Corporation |Inprovenent Act of 1991
(FDICl A) mandates that the Inspector General of the appropriate
federal banking agency shall nake a witten report to that agency
whenever the deposit insurance fund incurs a material |oss.

A loss is deened naterial if it exceeds the greater of $25 nmillion
or 2 percent of the institution’s total assets at the tine the
Federal Deposit |Insurance Corporation (FDIC) initiated assistance
or was appointed receiver. FD CIA further mandates a 6-nonth
deadline for the report to the appropriate federal banking agency.
On February 6, 2002, as nmandated by the FDICIA ny office issued a
report on the material loss review (MLR) to the Director OIS, and
to the Chairman FDI C and the Conptroller General of the United

St at es.

In ny statenent today, | first provide an overview of Superior
foll owed by our findings and observations on: (1) the causes of
Superior’s failure; (2) OIS s supervision of Superior, including
the use of Pronpt Corrective Action (PCA); and (3) a status report

on our on-going audit and investigation of this bank failure.



OVERVI EW OF SUPERI OR

Superior’s failure is the largest and nost costly thrift failure
since 1992. FDIC has estimted that Superior’s failure could cost
t he Savi ngs Associ ation |Insurance Fund (SAIF) about $350 mllion.
At the tinme of its closing in July 2001, Superior had just over
$1.9 billion in booked assets, which were largely funded with FDI C

i nsured deposits of about $1.5 billion.

Superior was originally established in 1988. Superior was fornerly
known as Lyons Savi ngs Bank of Countryside, Illinois, and acquired
for about $42.5 mllion. Beginning in 1993, Superior enbarked on a
busi ness strategy of significant growh into subprine honme

nort gages and autonobile |oans. Superior transferred the loans to
a third party, who then sold “asset-backed securities” to
investors. The repaynent of these securities was supported by the

expected proceeds fromthe underlying subprine |oans.

For Superior, the securitization of subprine | oans created what is
referred to as a residual asset arising fromthe sold securities
and a portion of the |oan proceeds that flowed back to Superior.
Securitization of subprinme | oans generated |arge, non-cash earnings
and overstated capital |evels due to applicable accounting
conventions at the tine. Superior nore than doubled in asset size

from about $974 million in 1993 to $2.3 billion in 2001.



Val uing the residual assets was a critical thrift judgnment, which
depended on the thrift’s ability to accurately estimate several
factors affecting the underlying cash flows such as default rates
and | oan prepaynents. The | arge, non-cash earnings generated from
the subprine | oan securitizations nmasked actual |osses fromfl awed
resi dual asset valuation assunptions and cal cul ations. Superior’s
true operating results did not becone evident to OIS or FDI C unti
Cct ober 2000 when they discovered the inaccurate accounting
practices and faulty valuation practices. This led to nassive

wite-downs at the thrift.

CAUSES OF SUPERI OR' S FAI LURE

Superior’s insolvency in July 2001 followed a series of accounting
adjustnents resulting in | osses and capital depletion. Wen the
principal owners failed to inplenent a capital restoration plan
that woul d have entailed a capital infusion of approximtely $270

mllion, OIS deened Superior equity insolvent by $125.6 mllion.

Wil e the i nmedi ate causes of Superior’s insolvency in 2001 appear
to be incorrect accounting and inflated val uati ons of residual
assets, the root causes of the Superior’s failure go back to 1993.
| ndeed, we believe that Superior exhibited many of the sane red
flags and indicators rem niscent of problemthrifts of the 1980s

and early 1990s. These included (1) rapid gromh into a new high-



risk activity resulting in an extrenme asset concentration, (2)
deficient risk managenent systens relative to validation issues,
(3) liberal underwiting of subprine |oans, (4) unreliable |oan

| oss provisioning, (5) economic factors affecting asset val ue, and

(6) non-responsive managenent to supervisory concerns.

Rapi d G owh And Asset Concentration

The i npact of the residual assets accounting and val uation

adj ustnents on capital was extensive and occurred in just a year’s
time. Superior’s capital fell three capital categories from
“adequately capitalized” in March 2000 to “critically
undercapitalized” by March 2001. Such | arge capital depletion due
to a single asset type clearly reflected an unsafe and unsound
practice and condition due to an asset concentration. Fromthe
begi nning, Superior’s concentration in residual assets was
apparent. Those assets were valued at $18 mllion or 33 percent of
tangi bl e capital in 1993, and grew to over $996 mllion or 352

percent of tangible capital by 2000.

Besi des the concentration, Superior’s risk profile was even greater
due to the higher than normal credit risk of the underlying
subprime | oans supporting the residual assets. Despite the

hei ght ened ri sks of Superior’s business strategy, Superior



general ly mai ntained capital equivalent to thrifts engaged in

traditional |ending activities.

Defi ci ent R sk Managenent Systens

Superior |acked sufficient controls and systens comrensurate with
Superior’s conplex and high-risk business activities. For exanple,
Superior | acked established goals for diversification or pre-set
exposure limts established by nanagenent and approved by the
board. Rather than establish risk limts, nmanagenent actually
appeared to encourage growh. One exanple was the conpensation

i ncentives paid to enployees and that was tied to increased | oan

vol une.

Superior also |acked financial information systens that could be
reasonably expected to support Superior’s conpl ex business
strategy. For exanple, financial systenms were not fully
integrated, and to sone extent relied on manual inputs to generate
aggregat e bal ances. Controls and systens over the valuation of

resi dual assets were also weak. Superior relied on an outside
third party, Fintek, Inc., located in Orangeburg, New York, for the
securitizations and residual asset valuation nodels rather than
perform ng these functions internally. However, Superior paid

i nadequate attention to Fintek and | acked sufficient controls to

ensure that key valuation functions were reliable. For exanple,



fundanmental stress testing incorporating varying discount rates,

default rates, and prepaynents were either |acking or deficient.

Li beral Underwiting

Credit risk was one of the key factors that ultimately affected the
resi dual asset valuations given the dependency on the expected cash
flows fromthe underlying loans. Credit risk also arose fromthe
recourse provisions that Superior provided to investors to enhance
the sale of asset-backed securities. Although exposed to credit
risk fromseveral fronts, the supervisory records indicate Superior
had |i beral underwiting practices and i nadequate revi ew procedures
to detect inflated appraisals. As stated earlier, we found

i ndi cations that enployee bonuses had been tied to increased | oan
vol ume. Superior increased the risk by reducing lending quality

st andards beginning in 1998 and conti nui ng t hrough 2000.

The liberal underwiting was especially evident with Superior’s
subprinme autonobil e | oan busi ness. Autonpbile |oan originations
went from$38.7 mllion in 1995 to nearly $350 mllion (nostly for
used cars) in 1999, a nine-fold increase. The auto |oan portfolio
had grown to $578.9 mllion by 2000. Delinquencies and | oan | osses
nount ed and the subprine autonobile programwas di scontinued in

2000, but not until Superior had | ost an estimated $100 nilli on.

Unreliable Loan Loss Provi sioning




OrS and FDI C exam nation files characterized Superior’s

under standing of the Allowance for Loan and Lease Losses (ALLL)
provi si oni ng process as seriously deficient. At tines exam ners
woul d note material excess provisioning, at other times materi al

excess shortfalls.

For exanple, in 1994 and 1995, OIS advi sed Superior of the inproper
inclusion of $1.6 million and $2.6 nmillion, respectively, of
residual reserves in the ALLL. The excess provisioning effectively
overstated the risk-based capital |evels because regul ations all ow
thrifts to include a portion of the ALLL. The overstated ri sk-
based capital |evels may have all owed Superior to pay dividends of
about $11.3 nmillion in excess of Superior’s own dividend policy and
capital level goals, and nmay have al so allowed Superior to avert
PCA brokered deposit restrictions as early as 1995, a tinme when

Superi or undertook significant grow h.

OrS also found in 2000 that Superior’s ALLL for autonobile |oans
did not cover all the associated risks, |acked specificity, and
woul d not result in adequate allowances. At the tinme, Superior’s
avai | abl e ALLL bal ance totaled $2.6 mllion to cover the auto |oan
portfolio of $578.9 mllion. Examiners determ ned that Superior
needed at least $14.1 million.

Econom ¢ Factors




One reason subprinme lending is considered a high-risk activity is
that an economc slow down will tend to adversely affect subprine
borrowers earlier and nore severely than standard-ri sk borrowers.
G ven Superior’s focus on subprinme | ending and concentration in
resi dual assets supported by subprinme | oans, econom c and nar ket

factors presented added risks and greater managenent chal |l enges.

Superior’s profitability was dependent on the cash flows of the
subprinme | oans supporting the residual assets. For subprine |oans,
prepaynents occur nore frequently than for prime | oans both when
interest rates decline and borrowers' credit worthiness inproves.

I ncreased conpetition in the subprinme markets al so i ncreases
prepaynents as borrowers prepay |loans to refinance at nore
favorabl e ternms. Superior experienced greater than expected
prepaynents and default rates, which adversely affected residual

asset val uati ons.

Non-r esponsi ve Managenent to Supervi sory Concerns

OTS rai sed supervisory concerns over several areas as early as
1993. However, the supervisory record reflects a pattern, whereby
thrift managenent prom ses to address those supervisory concerns
either were not fulfilled or were not fully responsive. O note
wer e supervi sory concerns regarding the residual assets risks in
1993. At the tinme, Superior’s nmanagenent provided OTS oral

assurances that Superior would reduce risk by up-strean ng



resi dual assets to the hol ding conpany. However, Superior only up-
streamed $31.1 mllion out of an estimated total of at |east $996

mllion between 1993 and 2000.

OTS warni ngs al so included the need for Superior to establish

prescribed exposure limts based on risk considerations such as
anticipated | oans sales and antici pated capital support. Again,
thrift managenent and the board never established such [imts or

gui ding policies covering the residual asset risks.

OIS SUPERVI S| ON OF SUPERI OR

In the early years, OIS exam nation and supervision of Superior
appeared inconsistent wwth the institution’s increasing risk
profile since 1993. It was not until 2000 that OIS expanded
exam nation coverage of residual assets and started neani ngful
enforcenent actions. But by then it was arguably too | ate given
Superior’s high | evel and concentration in residual assets. At
times certain aspects of OIS exam nations | acked sufficient
supervi sory skepticism neglecting the increasing risks posed by
the nounting concentration in residual assets. OIS enforcenent
response also proved to be too little and too late to curb the

i ncreasing risk exposure, and at timnmes exhibited signs of
forbearance. W believe that it was basically Superior’s nassive

resi dual assets concentration and OIS del ayed detection of problem

10



resi dual asset valuations that effectively negated the early

supervisory intervention provisions of Pronpt Corrective Action.

We believe OIS supervisory weaknesses were rooted in a set of

t enuous assunptions regardi ng Superior. Despite OIS own

i ncreasi ng supervisory concerns, OIS assuned (1) the owners would
never allow the bank to fail, (2) Superior managenent was qualified
to safely manage the conplexities and high risks of asset
securitizations, and (3) external auditors could be relied on to
attest to Superior’s residual asset valuations. Al of these

assunptions proved to be false.

Del ayed Supervi sory Response

Superior’s high concentration of residual assets nagnified the
adverse effects of the accounting and val uation adjustnents | eadi ng
toits insolvency in July 2001. As early as 1993, OIS exam ners
expressed concerns about Superior’s residual assets. However, it
was not until Decenber 1999 that federal banking regulators issued
uni f orm gui dance over asset securitizations and rel ated residual
assets (referred to as “retained interests” in the guidance).
Additionally, the associated accounting standards were not issued
until 1996 with Statenment of Financial Accounting Standards (SFAS)
No. 125, followed by clarifying guidance in 1998, 1999, and the

repl acenent gui dance SFAS No. 140 in 2000.
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Not wi t hst andi ng t he absence of regulatory and accounting gui dance,
we believe OIS neglected to use existing supervisory gui dance over
concentrations to limt Superior’s growh and risk accumul ati on
beginning in 1993. OIS regulatory handbook alerts examners to a
concentration risk when that concentration exceeds 25 percent of
tangi ble capital. Superior’s asset concentration in 1993

was 33 percent. Concentration continued to growto a high of 352
percent of tangible capital in 2000. Besides the rapid grow h,
there were other early warning signs of Superior’s high risk that

OTS appeared to have negl ect ed.

e Superior’s residual assets clearly surpassed that of all other
thrifts in the country. At one point in tinme, the interest
strip conponent of residual assets stood at $643 nillion -
nmore than the conbined total for the next highest 29 thrifts
supervised by OIS. In terns of Superior’s capital exposure,
this residual conponent anounted to 223 percent of capital as

conpared to 72 percent for the next highest institution.

e OTS headquarters advised field officials in 1997 that subprine

| oans were considered high risk and warranted additional

12



exam ner gui dance.

e Superior inaccurately reported residual assets in its Thrift

Fi nanci al Reports (TFRs) as early as 1993.

We believe that Superior’s persistent unfulfilled prom ses to
address the residual asset risks were perhaps the nost telling
supervisory red flag. OIS originally expressed concern over the
residual assets in 1992 when Superior acquired its nortgage banking
busi ness. At that time, Superior gave oral assurances that either
selling or up-stream ng the residual assets to the hol di ng conpany
woul d control the risk. But residual assets only continued to grow
inthe follow ng years. OIS continually recommended but did not
require Superior to reduce its residual asset |levels. Instead, OIS
accepted Superior’s assurances that residual assets would be
reduced or that residual assets would be properly managed.

Exam ners and OIS officials also believed that Superior’s principal
owners woul d provide financial assistance should the risks

adversely affect Superior.

| nef fecti ve Enforcenent Action
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OTS did not actively pursue an enforcenent action to limt
Superior’s residual asset growh with a Part 570 Safety and
Soundness Conpliance Plan (al so known as a Part 570 notice) until
July 2000. One of the Part 570 provisions required Superior to
reduce residual assets to no greater than 100 percent of core

capital within a year.

In our MLR, we questioned whether the Part 570 notice was a
sufficient sanction given Superior managenent’s prior unfilled
commtnents to address the residual asset risks. In fact, Superior
subm tted an anended Part 570 conpliance plan in Septenber 2000 and
agai n in Novenber 2000, in effect delaying the Part 570 process by
four nonths. Moreover, the action was never effected in terns of
OTS officially accepting the plan, and eventually was taken over by
subsequent supervisory events. Although grounds existed for a nore
forceful enforcenent action such as a Tenporary Cease & Desi st
order, two OIS senior supervisory officials chose the Part 570

noti ce because it was not subject to public disclosure, whereas

ot her actions are subject to public disclosure. OIS felt that
public disclosure of an enforcenent action mght inpair Superior’s

ability to obtain needed financing through | oan sal es.

Aside fromthe timng and forceful ness of the enforcenent action,

we al so observed that the Part 570 notice attenpted to reduce the

concentration risk partly by reducing residual assets to no greater

14



than 100 percent of capital. However, there were no provisions to
further mtigate risks by requiring additional capital coverage.
This latter enforcenent aspect was not addressed until 2001 through

ot her enforcement acti ons.

Exam nati on Weaknesses Over Val uation and Accounting Probl ens

Superior’s residual asset exposure clearly grew beginning in 1993.
Yet, OIS exam nations of the residual asset valuations |acked
sufficient coverage during the rapid growh years up through 1999.
Exam ners did not exhibit the supervisory skepticismnormally shown
over traditional |oans. Instead exam ners appeared to have unduly
relied on others to attest to the carrying val ue of Superior’s

resi dual assets, despite noted TFR reporting errors since 1993.

One specific exam nati on weakness was the | ack of sufficient on-
site coverage of Fintek at Orangeburg, New York. Fintek provided
Superior with consulting services including the basis for the

val uation nodel s, underlying assunptions, and cal cul ations. Yet,
OTS prior exam nation coverage of the valuation process was not
conducted in Orangeburg but instead at Superior’s offices in
OGakbrook Terrace, Illinois. It wasn’t until Mrch 2001 that OIS
expanded its exam nation coverage and conpl eted nmeani ngful testing
at Fintek, which ultimtely led to Superior’s residual assets

wite-down of $150 million in July 2001. W believe the | ack of

15



meani ngf ul on-site exam nation coverage at Fintek could be

attributed to several reasons:

e OIS | acked detail ed exam nation procedures covering third
party service providers such as Fintek. Although a 1991 OIS
exam nation bulletin describes sonme of the risk of using a
third party service provider such as consultants, it does not
outline the supervisory obligations of an examner in this

ar ea.

e Securitized assets were relatively new and conpl ex activities,
and exam ners may not have had sufficient related expertise to
readily recognize the risks and inplications of inaccurate
val uations, and thus identify when closer scrutiny was
warranted. Indeed, OIS expanded on-site coverage at Fintek

in 2001 was seem ngly undertaken at FDI C s urging.

A senior OIS official indicated that prior to 2000 there was no
conpel ling reason to be concerned with the residual valuations, and
exam ners expressed confidence in Superior’s managenent who
appeared know edgeabl e of the asset securitization business.
However, we believe there were indications that closer and earlier
on-site exam nation coverage over the valuation process was
warrant ed. Besides the concentration and subprine risks, Superior

did not provide sufficient internal audit coverage of the val uation

16



area. In fact, audit commttee neetings were infrequent and Fintek
operations were “off-limts” despite the many critical services

that were provided to Superior.

Undue Rel i ance Pl aced on External Auditors

OTS examners unduly relied on the external auditors to ensure that
Superior was follow ng proper accounting rules for residual assets.
According to OIS 1995 Regul at ory Handbook on | ndependent Audits,
exam ners “may rely” on an external auditor’s findings in 7| ow
risk” areas. In high-risk areas, exam ners are to conduct a nore
in-depth review of the auditors work, including a review of the
under |l yi ng wor kpapers. Neverthel ess, an in-depth exam ner review
of the auditor’s workpapers did not occur until late 2000. The
2000 expanded coverage led to the determ nation that Superior had
incorrectly recorded residual asset by as much as 50 percent, and
that the external auditors could not provide sufficient support for

Superior’s fair value nodeling or accounting interpretations.

Anot her exanpl e of undue reliance relates to one of the provisions
of the July 2000 Part 570 enforcenent action. Superior was
required to obtain an i ndependent review of the valuation services
produced by Fintek. Superior used the same accounting firmthat
was auditing its financial statenments ending June 30, 2000.

Current auditing standards do not preclude using the sane firmfor

17



val uation services and financial statenment audits. But the
supervi sory record does not show whet her exam ners even attenpted
to assess whether the auditor’s validations m ght warrant further
exam ner review. In addition, OIS records show that the required
i ndependent validation had not been conpleted as specifically
requi red, and there was no indication that OIS ever raised this

with Superior in terns of inadequate corrective action.

We believe nuch of OIS earlier exam nations (1993-1999) that

| acked normal supervisory skepticismto test, validate and verify
Superior’s valuations and procedures can be attributed to a

conbi nation of reasons. The supervisory files and interviews with
supervisory officials lead us to believe that exam ners may not
have been fully sensitive to the conplexities of a new product for
which there was little guidance to assess risk. The apparent
supervisory indifference to Superior’s nounting risks from 1993

t hrough 1999 was partly sustained by the belief in bank
managenent’ s expertise, coupled with exam ners’ undue reliance on
the external auditors to attest to Superior’s valuations and

accounting practices.

Factors | npacting Pronpt Corrective Action

Pronpt Corrective Action (PCA) provides federal banking regul ators
an added enforcenent tool to pronptly address undercapitalized

banks and thrifts. PCA consists of a system of progressively
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severe regulatory intervention that is triggered as an
institution's capital falls below prescribed | evels. PCA does not
replace or preclude the use of other avail able enforcenent tools
(e.g., cease and desist order, renoval actions) that address unsafe

and unsound banki ng practices before capital becones inpaired.

We believe that some of PCA' s early intervention provisions my
have been negated by OIS del ayed supervisory response in detecting
probl ens. OIS al so appeared to have exercised regul atory

f or bearance by del aying the recognition of Superior’s true capital
position in early 2001. OIS also nay have failed to enforce one of
the PCA restrictions over senior executive officer bonuses.
Superior’s ability to quickly replace brokered deposits with
insured retail deposits possibly raises an aspect of PCA that may

warrant further regulatory review.

Del ayed Exam ner Fol | ow up/ Del ayed Detecti on

PCA i s dependent on a | agging indicator because capital depletion
or the need for capital augnentation occurs only as quickly as bank
managenent or regul ators recogni ze problens. Qur report notes
several instances where supervisory delays likely resulted in not
recogni zing Superior’s true capital position, and as such |ikely
del ayed the automatic triggering of certain PCA provisions. These

i ncl ude:
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Del ayed exam ner follow up on the 1994 and 1995 reported ALLL
deficiencies effectively resulted in overstated capital |evels
as early as 1996, and again in 1997 and 1999. Had Superior’s
true capital |evel been known, perhaps the PCA restriction
over the use of brokered deposits could have been invoked

earlier to stemthe growth and buil dup of high risk, residual

asset s.
The del ayed detection of the $270 million incorrect accounting
practice in 2000 and the inaccurate $150 mllion residual

asset valuations in May 2001 al so overstated capital |evels.
Had these two probl ens been detected earlier, Superior would
i kel y have been subject to several PCA provisions earlier,
such as submtting a capital restoration plan, PCA s 90-day
closure rule, and the severest PCA restrictions such as
requiring FDIC prior witten approval for certain

transacti ons.

The | arge nunber of different problemareas |eading to Superior’s

i nsol vency does little to evoke the notion that PCA had been a

di mi ni shed enforcenment action. Rather, OIS delayed detection of

so many critical problem areas suggests that the benefits of PCA' s

early intervention provisions is as nuch dependent on tinely
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supervi sory detection of actual, if not devel oping, problens, as it

is on capital.

| ndi cati ons of Regul atory Forbearance

We believe that OTS on several occasions extended to Superior

regul atory forbearance. These forbearances took the form of either
del ayi ng the recognition of known wite-downs or providing |iberal
regul atory interpretations of transactions that effectively allowed

Superior to remain above certain PCA capital |evels.

Val uati ons Del ayed

After determ ning Superior had used incorrect accounting practices
in January 2001, the resulting $270 million wite-down effectively
| owered Superior’s capital position to the “significantly
undercapitalized” level. By My 7, 2001, exam ners had cl ear

i ndi cations that Superior’s overly optimstic valuation assunptions
woul d necessitate additional wite-downs of at |east $100 mllion.
This additional wite-down woul d have effectively | owered
Superior’s capital below the 2 percent “critically
undercapitalized” level, at which tinme PCA' s severest mandatory
restrictions would have been triggered. It appears that the
additional wite-down had not been inmediately nade due to OTS

acceptance of Superior’s proposed capital restoration plan on

21



May 24, 2001.

Assets Not Recorded

Anot her exanpl e of forbearance relates to Superior applying an
accounting rule (i.e., “right of setoff”) that allowed it to

excl ude certain assets frombeing reported in the March 2001 TFRs.
The associ ated assets were | oans that Superior had comnmtted to
sell, and Superior’s accounting treatnent effectively served to
keep their regulatory capital above the “critically
undercapitalized” level. The sales transaction did not neet either
regul atory or accounting standards for the right of setoff
treatnent. Again it appears OIS approval of the capita
restoration plan in May 2001 becane the overriding consideration

precl udi ng the needed adjustnent to the March 2001 TFR

Non-cash Capital Contribution

I n anot her instance, Superior included in the March 2001 TFR a non-
cash capital contribution consisting of $81 million in residual
assets fromthe hol ding conpany. The contribution effectively
served to keep Superior’s capital above the “critically
undercapitalized” level. OIS Regulatory Handbook does not
generally permt the inclusion of non-cash assets for determning

tangi bl e capital. Although the OIS handbook does provi de sone
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flexibility on a case-by-case basis, Superior’s tenuous financial
condition at the tine seened to have nerited cl oser adherence to
the prescribed regulatory policy. OIS requested on May 3, 2001

t hat Superior provide additional docunentation in the form of | egal
and accounting opinions in support of the transaction. Aside from
provi di ng Superior additional tinme, it seemed incongruous that OIS
woul d accept the residual asset contribution at a tinme Superior

needed to reduce, not increase, its residual asset exposure.

Preferential Application of Ri sk-Based Capital Requirenents

Superior’s capital restoration plan approved by OIS on May 24,
2001, included provisions to sell and pledge assets to finance a
part of the underlying capitalization arrangenent. At issue is
OrS assessnent as to how nuch capital Superior would need to apply
agai nst the sold | oans and pl edged assets. The |evel of capital
that OIS approved under the capital plan was |ess than normally
needed by as nmuch as $148 nmillion according to FDI C cal cul ati ons.
This short fall arises from OIS all owi ng Superior relief from
existing risk based capital standards, which requires subjecting
the pl edged assets to a single risk weight of 100 percent.

| nstead, OTS approved a graduated scal e extendi ng over nine years,
starting out at 50 percent |ess than the existing capital

requi renent, and increasing each subsequent year. The existing

capital requirenment woul d not have been reached until June 2005.
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According to an FDIC neno to OTS, the relief afforded Superior was
not consistent wth existing capital treatnment by the other

regul atory agenci es on recourse arrangenents.

In our report, we also discuss two other observations relative to
PCA. W determ ned that Superior m ght have violated the PCA
mandatory restriction agai nst payi ng excessi ve bonuses to senior
officers. Between March and July 2001, a total of $220,000 in
bonuses had been paid to 10 senior executives. An OIS officia

said he had not been aware of the bonuses.

We also reported that the PCA restrictions over the use of brokered
deposits mght warrant regulatory review. These PCA restrictions
serve to curb or reverse growh, and thus risk, by limting an
institution’s fundi ng sources. For Superior, these restrictions
were automatically triggered in 2000. However, the intended
restriction did not appear particularly effective. At June 2000,

br okered deposits totaled $367.2 nmillion, and dropped to $80.9
mllion by June 2001, a nonth before it’s closing. Insured
deposits at June 2000 totaled $1.1 billion and by June 2001 total ed
$1.5 billion, effectively replacing the drop in brokered deposits.
Al t hough Superior’s replacenment of brokered deposits with retai

i nsured deposits was within the technical rules of the regulation,

we believe the process was not within the intent, particularly with
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respect to FDIC s potential costs in resolving failures, and

cur bi ng grow h.

STATUS OF ON- GO NG AUDI T AND | NVESTI GATI ON

We conducted our review of Superior in accordance with generally
accepted governnent auditing standards. However, we were unable to
fully assess certain aspects of OIS supervision of Superior. This
was due to delays in getting access to docunents obtai ned

t hrough 24 subpoenas issued by OIS after July 27, 2001. It is our

intention to review these docunents and to i ssue a separate report.

We are also currently working with the O fice of |Inspector General,
Federal Deposit |Insurance Corporation, and the United States
Attorney of the Northern District of Illinois, to determ ne whether
there were any violations of Federal law in connection with the
failure of Superior. We wll report on the result of that work at

an appropriate tine.

M. Chairman, this concludes ny prepared statenent. | would be

pl eased to respond to any questions you or the other nenbers of the

Commi ttee may have.
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