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Why did regulators abruptly close Washington Mutual when it had the cash to operate? Help was coming in six days

Puget Sound Business Journal (Seattle) - by Kirsten Grind Staff Writer

BACK STORY: In September, at the first anniversary of Washington Mutual’s closure, the Puget Sound
Business Journal reported that as executives fought to sell the bank during its final days, regulators undercut
those efforts by signaling to bidders that the bank would soon be seized and sold at a much lower price. Now,
further investigation reveals that, contrary to regulators’ assertions at the time of the seizure, WaMu had sufficient
liquidity and capital to meet regulatory standards and survive. Why, then, was it shuttered?

On a sunny Sunday afternoon in late September, a year and two days after regulators closed Washington Mutual, the
bank’s former leaders gathered for an improbable, and tragic, reunion at a Seattle restaurant.

Among those present: Lou Pepper, the CEO who guided WaMu through the 1980s; and Kerry Killinger, the CEO
who presided over both its vast expansion in the 1990s and its later deep dive into risky mortgage lending.

They came to honor a widely respected WaMu veteran who had been let go this year after decades at the bank. Just
10 days earlier, wracked in part by his family’s growing financial pressures, he took his own life at his Seattle home,
according to a police report. He left behind a family and scores of colleagues who revered him. (Out of respect for
the family, the Puget Sound Business Journal is not publishing his name.)

For nearly two hours at the memorial, speakers shared memories of the man’s many accomplishments.

The speakers didn’t address the looming questions, however. These were broached in hushed tones among some
WaMu employees: Why exactly did the government seize our bank? Was all this financial pain and personal
hardship necessary?

WaMu’s regulators said they based their decision to close the bank and sell it to JPMorgan Chase on lack of
liquidity — its access to ready cash — and the mounting pile of failed mortgage loans that were expected to cripple
the bank’s earnings for months to come.

But new information — gathered from internal documents and interviews with scores of former WaMu executives,
regulators and other experts — shows that WaMu had plenty of cash on the day it was seized, and a regulator-vetted
plan to operate with even less money if necessary.

WaMu also had ample capital — more than the regulatory levels for a “well-capitalized” bank.

Cash and secrecy

These documents and sources, part of a Puget Sound Business Journal investigation, raise questions about whether
the regulators acted precipitously in seizing a bank that could have survived, and in the process wiped out billions of
dollars of wealth with widespread personal consequences.

“Someone needs to take a serious look at this because they weren’t illiquid,” said a senior federal official with direct
knowledge of WaMu’s circumstances.

Regulators, the official added, “pulled the trigger too soon.”

Yet more than a year later, the details of the decision remain shrouded from view. WaMu’s main regulators — the
Federal Deposit Insurance Corp. and the Office of Thrift Supervision — continue to decline requests to
discuss their actions, release liquidity figures or give any other evidence that the bank was in a precarious situation
that demanded immediate action. In refusing the disclosures, the regulators cite confidentiality regulations for a
bank that no longer exists except in a liquidation proceeding and as a basis for numerous lawsuits.

Similar secrecy surrounds other bank failures. As the toll of closed banks mounts — more than 140 have been shut
by regulators since the housing bubble burst in early 2008 — and as Congress prepares to overhaul the regulatory structure, more people
are asking what exactly was wrong with these banks, and whether regulators always acted appropriately in closing them.

After regulators shut down First Bank of Idaho in April, for example, congressmen Mike Simpson and Walt Minnick said regulators had
“intentionally destroyed” a pillar of the community “through inappropriate use of their powers.” The Idaho lawmakers asked why
regulators acted so abruptly when the bank was close to raising a needed $10 million.
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“We are concerned that the OTS and the FDIC did not give the bank enough time to capitalize properly, even though it is our
understanding that they were nearing the end of negotiations with a willing investor,” they wrote in a letter to the agencies. “Not only
have investors lost millions in personal investments, but many of the businesses that have banked with First Bank of Idaho for years have
found their credit lines frozen.”

The FDIC and OTS responded by providing the official reasons for closing the bank, but no new details, according to Simpson’s office.

It appears that Washington’s two senators didn’t seek much more information about WaMu — and they have not responded to requests
for comment. However, in October, Gov. Chris Gregoire questioned why regulators failed to approve a plan to recapitalize Everett-based
Frontier Financial, the state’s largest commercial bank, through a merger. The deal fell apart and the bank is still seeking crucial capital.

Some see a much broader and more worrisome effect from the government’s discretionary and murky process. As one WaMu executive
put it: “If you’re a shareholder in any bank you’d have to really look at it and say, ‘What are the parameters here? Can they just seize any
bank at any time?’”

Widespread problems and pain

The closures have had enormous repercussions. Had regulators acted differently in WaMu’s case, they might have preserved at least some
of the $7 billion in shareholder wealth that remained just before the seizure, and tens of billions more in bondholder wealth. If WaMu
executives had been able to sell the bank to a healthy financial institution, as they were energetically trying to do, far more wealth —
perhaps $30 billion more — would have been revived as bank stocks rose with the tide of a surging stock market during the spring and
summer of 2009.

Instead, tens of thousands of WaMu investors lost everything — retirement dreams, college savings, endowments for schools and churches
— and they continue to suffer that hardship today. Many of WaMu’s past employees and the 43,000 left when the bank closed held
substantial amounts of stock that became worthless.

Calls and letters flooded into the FDIC and WaMu’s bankruptcy lawyers. On the day after WaMu’s closure, the FDIC fielded more than
320 calls, according to records released by the agency. “They are calling the office demanding that the chairman intervene,” the chief of
staff of FDIC Chairman Sheila Bair wrote in an email.

Wrote one angry investor: “Your agency took over Washington Mutual and left countless investors in both the common and preferred
stock out to dry. I knew going into the stock there was going to be risk. But I would rather that the market itself dictated that risk and
hope that government intervention would not change that process for me.”

“As a small investor and citizen of this country, I would like to ask you: Are you going to do anything to help me recuperate some of my
retirement money?” asked Luis Osorio, another investor. A 73-year-old native of Peru, he lost his lifetime savings, $202,000, which he
had invested in WaMu shares.

“I need help!”

Precipitous action

To be sure, regulators had reasons to act quickly in the tumult of September of 2008. In just a few weeks, Lehman Bros. failed, Freddie
Mac and Fannie Mae were placed in receivership, Merrill Lynch was sold and AIG received a massive bailout to prevent a collapse of
global markets. Many smaller banks had made bad real estate loans that would weaken them in the months ahead, producing legitimate
failures.

WaMu already faced a growing mass of failed mortgage loans, creating an exposure that was impossible to quantify at the time, but surely
ran to billions of dollars.

But if regulators had waited just six business days, WaMu could have been helped by the government’s $700 billion Troubled Asset Relief
Program, and by an increase in bank deposit insurance limits to $250,000 from $100,000, a move that helped stop panic withdrawals at
all banks. Those changes almost surely would have further quelled a bank run that struck WaMu in September and had already slowed,
according to banking experts and people familiar with WaMu’s situation.

The government also refused, despite pleas from WaMu executives, to put WaMu on a list of banks in which short-selling of stock was
prohibited. That decision contributed to a downward spiral of the stock price, which mirrored dwindling confidence in the bank.

“Nobody is saying they didn’t have problems — they had tons of problems,” said the federal official familiar with WaMu’s financial
situation. “But they could have worked through them.”

Discord among regulators

Bank closures often provoke what insiders call “healthy tension” between regulators. The FDIC at its root is an insurance agency,
managing a pool of money used to repay customer deposits if a bank fails. Because it controls that reserve, it often takes a hard line,
arguing to avoid any situation that might deplete its fund. “They have incredible powers and enormous discretion,” said Stephen Klein, a
Seattle banking attorney and former regulator. “Their No. 1 objective is to protect the insurance fund and if they feel their fund is in
jeopardy, they’ll act. They don’t care about the shareholders.”

The OTS, in contrast, is more of a police officer. It can force lenders to meet financial health standards. But it is usually inclined to point
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out problems and allow banks to fix them on their own.

Tension between the two agencies usually plays out behind the scenes.

With WaMu, a strong rift spilled out in front of the bank’s executives.

On July 30, 2008, Killinger and several members of his executive team arrived at OTS headquarters in Washington, D.C., for an early
afternoon appointment with director John Reich and Scott Polakoff, deputy director of the agency.

FDIC Chairman Bair also attended the meeting, held in Reich’s conference room. Though Bair didn’t typically get involved in the nitty-
gritty of bank supervision, this meeting was different.

Earlier that summer, FDIC and OTS had been trying to settle on a new CAMELS score for WaMu. The rating (which covers capital
adequacy, asset quality, management quality, earnings, liquidity and sensitivity to market risk) indicates the health of a bank on a 1 to 5
scale and is never made public.

WaMu had rated a 1, the highest, until the end of 2007, when its score dropped to 2 as the subprime mortgage crisis began, WaMu
executives say.

Now the FDIC wanted WaMu’s overall rating lowered to 4, while the OTS, which ultimately assigns the rating, thought WaMu should
remain at 2, and certainly no lower than 3, according to people with knowledge of the discussion.

WaMu executives, aware that the rating was under review, had asked to brief regulators. The bank was at the tail end of a $9.4 billion
deposit run that had been kept secret from shareholders and the public. Killinger, Chief Financial Officer Tom Casey and Treasurer
Robert Williams wanted to explain why they believed WaMu was still in sound financial condition.

A dispute erupts

For the first part of the hour, Killinger and Williams presented a detailed update on liquidity and capital, including WaMu’s recent $7
billion cash infusion led by private equity group TPG, and WaMu’s anticipation of future losses from bad loans, according to people
familiar with the discussion.

Throughout the difficult year, Killinger had remained fiercely determined to keep the bank independent, and had turned down an $8
billion purchase offer by JPMorgan Chase in March in favor of the TPG investment. He saw no reason why the bank should give up its
independence now.

Reich echoed the view that WaMu had sufficient liquidity and capital to survive on its own, according to several people familiar with the
meeting. Bair agreed about the capital, and even complimented WaMu executives on their ability to pull out of the bank run earlier that
month.

But Bair surprised the executives when she said: “Washington Mutual is a big concern to the FDIC.” The worry, she added, centered on
WaMu’s growing pile of sour mortgage loans.

“You need to keep your eyes open to merger possibilities,” Bair said, according to one person familiar with the meeting. Any other plan,
she said, was not going to be in the best interest of the deposit insurance fund.

Reich told Bair: “This is not the time to discuss this in front of WaMu or any bank,” according to those familiar with the meeting.

The gathering ended abruptly, with the two officials agreeing it was inappropriate to debate the bank’s future in front of its executives.
Killinger and his team left with the impression that, while the OTS thought the bank was not a problem, the FDIC was very worried and
did not want WaMu to remain independent.

“The OTS was effectively trying to facilitate (WaMu) coming up with its own solution, where the FDIC wanted to take a much more active
approach,” said one person familiar with the meeting.

The regulators had gone beyond healthy tension into a heated debate, according to people familiar with the discussions. The details of
debate are not known, because the regulators have declined to make their records available or to respond to questions.

However, sometime within the next two months, the FDIC gave WaMu until Sept. 30 to find a buyer. The agency also began telling
potential bidders that the bank would soon be available as a distressed asset because the government planned to seize it. The FDIC’s
moves undercut the bank’s efforts, backed by the OTS, to find a buyer or fresh capital, because a government sale was sure to be at a much
lower price than a private transaction.

“It’s one thing to have a disagreement,” said a former federal official with knowledge of the discussion. “It’s another to disrupt a potential
market solution because of an arbitrary deadline.”

IndyMac influence

One possible explanation for Bair’s concern about WaMu was the failure of another mortgage lender just a few weeks earlier. IndyMac,
based in Pasadena, Calif., had suffered a $1.3 billion bank run in early July. It failed before regulators could move in and find a buyer,
causing a $10.7 billion hit to the FDIC’s insurance fund.
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WaMu, which was 10 times larger than IndyMac, posed a substantially larger threat to the FDIC’s $45 billion fund.

“Whenever you have a liquidity failure, they stay in your mind for years and years,” said one person familiar with regulators’ actions. “It’s
a failure in which you lose control very quickly and as a regulator whose job is to maintain public confidence, you don’t like to see that
situation.”

The FDIC kept a close watch on WaMu following the July meeting with executives. The regulators’ calendar records and dozens of
interviews show that the OTS and FDIC carefully monitored WaMu’s liquidity levels during this period and were well aware of the bank’s
plan.

Hundreds of emails flew back and forth between Bair, her chief of staff, board members of the FDIC and OTS staff involved in bank
supervision. Bair alone sent more than 50 emails with WaMu as the subject during those eight weeks, including many sent at night, early
in the morning or on the weekend.

The content of the emails, obtained by the Business Journal through the Freedom of Information Act, is not part of the public record
because regulators blacked out the writing with markers before releasing them.

Despite these redactions, the subject lines make clear that the contents refer to liquidity reports on WaMu. It also appears that FDIC staff
met at least twice regarding WaMu — once at the beginning of August and again in mid-September amid WaMu’s second bank run.

“Should never have been seized”

When the OTS closed WaMu on Sept. 25, 2008, it sent out a press release that gave this reason:

“With insufficient liquidity to meet its obligations, WaMu was in an unsafe and unsound condition to transact business.”

In short, the OTS feared WaMu didn’t have enough ready cash to allow customers to make withdrawals at teller windows and ATMs.

In its release, the OTS revealed that WaMu had suffered a bank run in mid-September that had drained $16.7 billion of WaMu’s liquidity
in 10 days. It also cited the fact that the bank had posted a financial loss of $6.1 billion in the previous three quarters, due to
nonperforming mortgage loans.

OTS did not reveal the previous, $9.4 billion bank run in July. WaMu insiders later documented that outflow of deposits for a report in
the Business Journal.

What OTS also didn’t make public, at the time or afterward, were WaMu’s actual liquidity figures or its capital position at the time of the
seizure.

WaMu never released them either, because it closed before reporting its third-quarter financial results.

But documents and interviews with former WaMu employees show that regulators closed WaMu even though it had liquidity and capital
that were well above the levels at which a bank might normally be threatened with closure.

Typically, a bank is in danger of being seized if its net liquidity dips below 5 percent of total assets, according to banking experts and
former regulators. On the day regulators shut WaMu, the bank had $29 billion in net liquidity — about 9.4 percent of assets, and nearly
twice the closure threshold. The figure was provided by a former senior WaMu manager who closely tracked the bank’s liquidity at the
time. It was confirmed by a former top WaMu executive who had full knowledge of the bank’s liquidity position.

“With the cash it had, WaMu should never have been seized,” said a senior banking regulator familiar with the matter.

In addition, internal documents and interviews with bank employees show that WaMu had a plan to operate and survive even if its
liquidity dropped to $25 billion, what it termed a “stress case scenario.” At that level, WaMu’s liquidity still would have been more than 3
percentage points above the typical trigger point for regulatory action.

In its review that summer before the CAMELS rating, the OTS never questioned or raised concerns about WaMu’s strategy to survive with
$25 billion in liquidity, bank officials said.

“They didn’t say anything to us,” said one senior manager. “They seemed to like it.”

Other documents also support the view that WaMu had sufficient liquidity to stay open. The last liquidity report from inside WaMu shows
that on Sept. 11 the bank could borrow $6.2 billion from the Federal Home Loan banks in Seattle and San Francisco. It could borrow an
additional $8.2 billion from the Federal Reserve Bank, a line that it hadn’t accessed at the time of its seizure, according to two people
familiar with the matter.

The 25-page report also shows that WaMu’s capital exceeded all regulatory minimums. The tier-one leverage ratio, one key measure,
stood at 7.66 percent of total assets. Regulators consider a level of 5.75 percent to be “well-capitalized.”

Typically, regulators will intervene at an institution when this ratio falls below 2 percent of its assets, banking experts say.

Even so, WaMu executives, under pressure from regulators, were exploring ways to raise even more capital, according to people familiar
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with the matter. The bank, along with investment bank Goldman Sachs, developed a plan in September to convert some of its bondholder
debt into equity, boosting its capital levels even more.

TPG, the group that led the $7 billion capital infusion in the spring, cleared the way in mid-September by removing a clause in its contract
that would have prevented the bank from finding other investors. It’s likely TPG would have put in more money as well, according to
former WaMu executives.

WaMu’s second bank run began on Sept. 11, sparked by a downgrade by Moody’s Investors Service. Coupled with the bank’s payments to
other creditors, the run eroded WaMu’s cash pile, as executives anticipated.

But three days before WaMu was seized, the bank run slowed, much like it had in July. By then, Reich, of OTS, had changed his mind and
cut WaMu’s CAMELS score to a 4. He and Bair, of the FDIC, were no longer in disagreement.

On Sept. 20, Reich wrote to Bair with a “status report re: WaMu.”

Although Reich’s update was redacted, Bair responds positively to his assessment.

“Glad we are all working toward the same end,” she writes.

“Many thanks for your efforts.”

Bair, through a spokesman, declined numerous requests to comment for this story and explain the process that was going on in the
emails.

Reich resigned in February 2009 and is no longer authorized to speak about his agency’s role with WaMu.

Job of a lifetime

The afternoon private gathering in honor of the late WaMu executive drew an extraordinary group of about 100 people. Pepper, who is
widely credited with laying a solid foundation for the bank, attended with several members of his former executive team who helped grow
WaMu through the 1980s. Killinger attended with his wife, Linda. Since his ouster as chief executive in early September 2008 just before
the bank collapsed, he has remained largely out of sight, spending much of his time at his second home in Palm Desert, Calif.

The executive who died had joined WaMu in the mid-1970s and risen high in the ranks. He met his wife at WaMu. He played on a
company sports team. He mentored dozens of employees. He knew so much that some people called him “Mr. Wizard.”

In his last assignment, he helped head a team that fielded hundreds of calls from shareholders in the frantic weeks before WaMu closed.

“He was one of those people that made tough situations bearable and good situations fun,” wrote a former WaMu manager.

The executive was not a WaMu rarity. The company, for all its problems in recent years, bred many employees who loved the bank deeply
and spent their entire careers there — and lost it all in the closure. Several former executives formed a scholarship fund to help laid-off
workers. They quickly raised $600,000 from all over the country.

“WaMu was the kind of job that only comes along once in a lifetime,” said one former employee.

After WaMu’s collapse, the executive stayed on as part of the JPMorgan transition team.

In January, the bank let him go.

The loss of his income created “significant increasing financial pressures,” according to a police report filed after his death. Colleagues
said he also had a history of depression.

He was due to start a new job the following week at a smaller Washington bank.

Recently, that bank said it is significantly undercapitalized due to bad loans.

It is unlikely, the bank added, that it will find capital before regulators intervene.
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