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This report presents the results of our inquiry into the FDIC’s supervisory approach to refund
anticipation loans and the involvement of FDIC leadership and personnel in implementing that
approach. My office conducted this work as a follow-on to our previously issued report entitled
The FDIC’s Role in Operation Choke Point and Supervisory Approach to Institutions that
Conducted Business with Merchants Associated with High-Risk Activities (Report No. AUD-15-008).

We conducted our earlier audit at the request of 35 Members of the Congress and, in so doing,
responded to your request that we conduct “a fact-finding review of the actions of FDIC staff.”
We communicated the results of that work to the Committee on Financial Services, U.S. House
of Representatives, and the Committee requested that we provide the results of this follow-on
review as well. As such, concurrent with our issuance of this report to you, we are providing a
copy of the report to both the Chairman and Ranking Member of the Committee.

We have included as an Appendix to this report the written response that we received on
February 17, 2016 from the Director of the Division of Risk Management Supervision and the
General Counsel. Notwithstanding that response, our report raises significant issues that we
continue to believe warrant your attention. We request that within 60 days, you apprise us of any
actions you take after considering those issues.
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Why and How We Conducted This Inquiry

On December 17, 2014, Chairman Gruenberg requested that the Federal Deposit Insurance Corporation
(FDIC) Office of Inspector General (OIG) conduct a “fact-finding review of the actions of FDIC staff” in the
Department of Justice’s Operation Choke Point. The Chairman’s request was prompted by concerns
raised by a letter from a member of Congress, dated December 10, 2014, asking that the role of five
FDIC officials, and others as appropriate, be examined. Our office addressed the actions of the five FDIC
officials in connection with Operation Choke Point in the OIG’s September 2015 Report, The FDIC’s Role
in Operation Choke Point and Supervisory Approach to Institutions that Conducted Business with
Merchants Associated with High-Risk Activities (AUD-15-008) (the Audit).

In that report, the OIG indicated that it would conduct further work on the role of FDIC staff with
respect to the Corporation’s supervisory approach to financial institutions that offered a credit product
known as a refund anticipation loan (RAL). A RAL is a particular type of loan product, typically offered
through a national or local tax preparation company in conjunction with the filing of a taxpayer’s income
tax return.! Although tax preparation firms were not specifically associated with Operation Choke Point,
and RALs are financial products offered by banks and not a line of business related to Operation Choke
Point, information we identified in the course of the Audit raised sufficient concern to cause us to also
review the FDIC's supervisory approach to institutions offering RALs and the roles of FDIC personnel in
that process.

This report describes our work and findings. It is based on interviews with knowledgeable individuals
and an extensive review and analysis of FDIC internal emails, correspondence, supervisory materials,
and other documents.

What We Learned

The FDIC had a lengthy supervisory relationship with institutions offering RALs, dating to the 1980s. In
January 2008, the then-FDIC Chairman, Sheila Bair, asked why FDIC-regulated institutions would be
allowed to offer RALs.” Shortly thereafter, the FDIC began to try to cause banks it supervised, which are
the focus of this review, to exit the business line. In late December 2010, the Office of the Comptroller
of the Currency (OCC) required an institution it supervised to exit RALs effective with the 2011 tax
season. During this time period, the Internal Revenue Service also withdrew access to an underwriting
tool it formerly provided to tax preparers and banks that had been used to mitigate certain risks

The tax preparer, sometimes referred to as an electronic refund originator (ERO), works in cooperation with the
financial institution to advance a portion of the tax refund claimed by individuals in the form of a loan. Typically
the loan amount would include the tax return preparation cost, other fees and a finance charge.

The Chairman’s question was raised in the context of an incoming letter from a number of consumer advocacy
groups. This letter, together with similar correspondence in 2009, expressed concern that RALs harmed
consumers.
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associated with RALs. Ultimately, the FDIC caused all three of its supervised institutions that then
continued to facilitate RALs to exit the business in 2011 and 2012.

RALs were, and remain, legal activities, but ultimately were seen by the FDIC as risky to the banks and
potentially harmful to consumers.® As discussed in our report, the FDIC’s articulated rationale for
requiring banks to exit RALs morphed over time. The decision to cause FDIC-supervised banks to exit
RALs was implemented by certain Division Directors, the- Regional Director, and their
subordinates, and supported by each of the FDIC's Inside Directors. The basis for this decision was not
fully transparent because the FDIC chose not to issue formal guidance on RALs, applying more generic
guidance applicable to broader areas of supervisory concern. Yet the decision set in motion a series of
interrelated events affecting three institutions that involved aggressive and unprecedented efforts to
use the FDIC's supervisory and enforcement powers, circumvention of certain controls surrounding the
exercise of enforcement power, damage to the morale of certain field examination staff, and high costs
to the three impacted institutions.

The Washington Office pressured field staff to assign lower ratings in the 2010 Safety and Soundness
examinations for two institutions that had RAL programs. The Washington Office also required changing
related examination report narratives. In one instance a ratings downgrade appeared to be
predetermined before the examination began. In another case, the downgrade further limited an
institution from pursuing a strategy of acquiring failed institutions. The institution’s desire to do so was
then leveraged by the FDIC in its negotiations regarding the institution’s exit from RALs. Although the
examiners in the field did not agree with lowering the ratings of the two institutions, the FDIC did not
document these disagreements in one instance, and only partially documented the disagreement in
another, in contravention of its policy and a recommendation in a prior OIG report.

The absence of significant examination-based evidence of harm caused by RAL programs could have
caused FDIC management to reconsider its initial assessment that these programs posed significant risk
to the institutions offering them. However, lack of such evidence did not change the FDIC’s supervisory
approach. The FDIC’s actions also ultimately resulted in large insurance assessment increases,
reputational damage to the banks, as well as litigation and other costs for the banks that tried to remain
in the RAL business.

The Washington Office also used a cursory analysis of underwriting plans that two banks submitted to
show their mitigation of perceived risk to reject those plans. In fact, when the initial review suggested
these underwriting plans could effectively mitigate certain risks, the Washington Office narrowed and

* The FDIC’s current and historical policy is that it will not criticize, discourage, or prohibit banks that have
appropriate controls in place from doing business with customers who are operating consistent with federal and
state law. The FDIC applies this policy to services offered to bank customers, i.e., depositors or borrowers.
Because RALs are offered through EROs and are third-party relationships, the FDIC does not believe this policy
applies.
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repeated its request to solicit a different outcome. It appears that the decision to reject the plans had
been made before the review was complete. The alleged insufficiency of the underwriting plans also
formed the basis for an enforcement action against one of the banks.

While the FDIC’s Legal Division believed the pursuit of an enforcement remedy against the banks
presented “high litigation risk,” the FDIC chose to pursue such remedies. Members of the Board,
including the then-Chairman of the Case Review Committee, were involved in drafting the language of a
proposed enforcement order and in advising management on the development of supervisory support
for the enforcement case. The FDIC also attempted to strengthen its case by pursuing a compliance-
based rationale. To that end, in early 2011 the FDIC employed extraordinary examination resources in
an attempt to identify compliance violations that would require the bank to exit RALs. This examination
effort, in the form of a “horizontal review,” involved deploying an unprecedented 400 examiners to
examine 250 tax preparers throughout the country and the remaining bank offering RALs. The
horizontal review was used as leverage in negotiations to get the final bank to exit RALs. Ultimately, the
results of the horizontal review were used for little else.

The FDIC also employed what it termed "strong moral suasion" to persuade each of the banks to stop
offering RALs. What began as persuasion degenerated into meetings and telephone calls where banks
were abusively threatened by an FDIC attorney. In one instance, non-public supervisory information
was disclosed about one bank to another as a ploy to undercut the latter’s negotiating position to
continue its RAL program.

When one institution questioned the FDIC's tactics and behavior of its personnel in a letter to then-
Chairman Bair and the other FDIC Board members, the then-Chairman asked FDIC management to look
into the complaint. FDIC management looked into the complaint but did not accurately and fully
describe the abusive behavior. Nevertheless, the behavior was widely known internally and, in effect,
condoned. Other complaints from the banks languished and ultimately were not addressed or
investigated independently. Ratings appeals that included these complaints were not considered
because they were voided by the FDIC's filing of formal enforcement actions. These complaints were
eventually subsumed by settlement processes that, in the case of one bank, appeared to trade improved
ratings and the right to purchase failing institutions for an agreement to exit RALs permanently.

Conclusion and Matters for Consideration

The facts developed by this review strongly reinforce the concerns and issues raised in the OIG’s earlier
Audit. In our view, the FDIC must candidly consider its leadership practices, its process and procedures,
and the conduct of multiple individuals who made and implemented the decision to require banks to
exit RALs. While we acknowledge that the events described in our report surrounding RALs involved
only three of the FDIC's many supervised institutions, the severity of the events warrants such
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consideration. The FDIC needs to ask how the actions described in our report could unfold as they did,
in light of the FDIC’s stated core values of integrity, accountability, and fairness. Further, the
Corporation must address how it can avoid similar occurrences in the future.

In December 2015, in response to concerns raised in the Audit, the FDIC removed the term “moral
suasion” from its guidance. We appreciate the central importance of informal discussions and
persuasion to the supervisory process; however, we believe more needs to be done to subject the use of
moral suasion, and its equivalents, to meaningful scrutiny and oversight, and to create equitable
remedies for institutions should they be subject to abusive treatment.

Because our work is in the nature of a review, and not an audit conducted in accordance with
government auditing standards, we are not making formal recommendations. However, we request
that the FDIC report to us, 60 days from the date of our final report, on the steps it will take to address
the matters raised for its consideration.

The Corporation’s Response

The OIG transmitted a draft copy of this report to the FDIC on January 21, 2016. We asked the
Corporation to review the draft and identify any factual inaccuracies they believed existed in the report.
We met with staff from the FDIC, on February 10, 2016, to consider whether any factual clarifications
were appropriate, reviewed the documentation they provided, and subsequently made some
clarifications to the report. The Corporation also requested that we include its response to our report
herewith. We have provided the FDIC's full response at Appendix 9. The FDIC’s response has not
changed our overall view of the facts.
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Report of Inquiry into the FDIC’s Supervisory Approach to Refund Anticipation
Loans and the Involvement of FDIC Leadership and Personnel

I.  Background

On December 17, 2014, the FDIC’s Chairman, Martin Gruenberg* (Gruenberg), requested that
the FDIC OIG conduct “a fact-finding review of the actions of FDIC staff” in Operation Choke
Point. The Chairman’s request was prompted by concerns raised by a Congressman, in a letter
dated December 10, 2014, that asked that the role of five FDIC officials, and others as
appropriate, be examined. Our office addressed the roles of the five individuals in our Audit
Report No. AUD-15-008, dated September 2015, entitled The FDIC’s Role in Operation Choke
Point and Supervisory Approach to Institutions that Conducted Business With Merchants
Associated with High-Risk Activities (the Audit).> In the Audit Report, we committed to conduct
additional work on the role of FDIC staff with respect to the Corporation’s supervisory approach
to financial institutions that offered a credit product known as a refund anticipation loan. This
Report of Inquiry into the FDIC’s Supervisory Approach to Refund Anticipation Loans and the
Involvement of FDIC Leadership and Personnel is the culmination of that work (the Inquiry).
We have determined, that two of the five FDIC officials referenced by the Congressman (Mark
Pearce (Pearce), Director, Division of Depositor and Consumer Protection (DCP), and M.
Anthony Lowe (Lowe), Chicago Regional Director), as well as others, played roles in this area.
Their roles are described throughout this report.

A. What is a Refund Anticipation Loan?

A refund anticipation loan (RAL) is a particular type of loan product, typically brokered by a
national or local tax preparation company in conjunction with the filing of a taxpayer’s income
tax return. As part of the RAL process, the tax preparer, sometimes referred to as an electronic
refund originator (ERO), works in cooperation with a financial institution to advance the refund
as a loan, minus tax preparation costs, other fees, and a finance charge. The taxpayer, in turn,
provides authorization to the Internal Revenue Service (IRS) to send the refund directly to the
institution to repay the loan. One benefit of RALSs is that they allow taxpayers to receive cash
quickly, often on the same day they file their returns. However, as discussed below, the FDIC
believed that RALSs also present safety and soundness and consumer protection concerns.

* The names of the former and current Chairmen, Vice Chairman, Directors and their senior staff have been
bolded where they appear for the reader’s ease in navigating this Report. Equally, certain sections have been
bolded with italics in order to highlight particularly relevant statements and points.

> This report can be found at www.fdicig.gov/reports15/15-008AUD.pdf.
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B. Summary of RAL-Related Audit Findings

Our Audit included an observation on the FDIC’s supervisory approach to financial institutions
that offered RALs. The FDIC considered RALS to carry a significant degree of risk to financial
institutions, including third-party, reputation, compliance, and legal risks. Of particular concern
to the FDIC was whether an institution could ensure proper underwriting and compliance with
consumer protection requirements, particularly when RALSs were brokered by large numbers of
third-party tax return preparers/EROs in conjunction with the filing of a taxpayer’s income tax
return. Although RALSs were not on the high-risk list of merchant categories that was published
in an informational article contained in the FDIC’s summer 2011 edition of the Supervisory
Insights Journal, together with certain FDIC supervisory guidance, about which some in
Congress expressed concern, we observed that the FDIC’s supervisory approach to institutions
that offered this type of credit product involved circumstances that were similar to those that
prompted the Congressional request to our office.

We identified three FDIC-supervised institutions that offered RALs during the time period
reviewed in the Audit. They were , Certificate

number , , Certificate number=, and ||
, Certificate number-. These institutions began offering RALs

in 1987, 1988, and 2007, respectively. At various times from 2004 through 2009, FDIC
examiners criticized the risk management practices pertaining to RALSs at two of these
institutions during Compliance and Safety and Soundness (S&S) examinations. In late 2009 and
early 2010, the FDIC sent letters to all three institutions expressing concerns about RALS and
requesting that the institutions submit plans for discontinuing this type of lending. In early 2011,
after efforts to convince these institutions to discontinue offering RALSs were unsuccessful and
supervisory concerns remained, the tenor of the FDIC’s supervisory approach became
aggressive. As part of this approach, in January 2011, Pearce and then-Senior Deputy Director,
Division of Risk Management Supervision (RMS), |||} S »roposed, and then-
FDIC Chairman, Sheila Bair (Bair) approved, the highly unusual step of conducting a
simultaneous, unannounced review of 250 EROs in 36 states involving approximately 400 FDIC
examiners in order to develop the evidence needed to compel any institution who had not yet
done so to stop offering RALs if they would not do so voluntarily. In another case, then-

, used a confrontational approach to pressure-
s Board to terminate its RAL offerings. By April 2012, all three institutions had stopped

offering RALs.

The Congress, IRS, the Office of the Comptroller of the Currency (OCC), and consumer
advocacy groups have all raised concerns about RALs. Specifically, the Military Lending Act
limits annual percentage rates on certain loans offered to military service personnel, including
RALs, to 36 percent. The IRS has expressed concern that RALS may provide tax preparers with
financial incentives to take improper tax return positions to inappropriately inflate refund claims.
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The OCC’s February 2010 Policy Statement on Tax Refund-Related Products described
supervisory expectations for national banks that offer RALs and related products, as well as the
associated legal, compliance, consumer protection, reputation, and safety and soundness risks.
Consumer advocacy groups also criticized RALSs as predatory in nature, saying they are costly
and frequently targeted to low-income taxpayers. Contributing to these concerns was the IRS’s
decision, effective as of the 2011 tax season, to discontinue providing tax preparers and financial
institutions with the debt indicator (DI). The DI is an underwriting tool that provided
notification to EROs and banks of the IRS’s intention to offset a refund for debts including
federally insured loans, delinquent child support and federal and state tax liens.

Senior FDIC officials in Washington, D.C., including former Chairman Bair, considered the
safety and soundness and consumer protection risks associated with RALS to be unacceptable
and took actions to prohibit this practice at FDIC-supervised institutions. The FDIC drafted a
Financial Institution Letter policy statement in 2010 that defined the FDIC’s supervisory
concerns and expectations for institutions offering RALs. However, the policy statement was
never finalized. Our Audit concluded that establishing such a policy would have been prudent to
ensure that institutions understood the risks associated with RALSs and provide transparent
supervisory guidance and expectations for institutions already (or contemplating) offering RALSs.

Il. Methodology

In addition to work conducted specifically for this Inquiry, we reviewed the summaries of the
166 interviews® and other key documents, including emails, developed during the Audit. A
judgmental review of the emails of three FDIC employees,

, were also used as a starting point to understand the process followed by
staff to complete Compliance and S&S examinations of
I 2 d review of their RAL programs. Specifically, emails were retrieved
from the FDIC’s email system of record, known as the “Enterprise Vault.” The Enterprise Vault
search results for Lowe and [ reauested during the Audit, that had included the terms
“RAL” and “refund anticipation,” served as the source for the initial review of their
correspondence. Additional searches of the subject emails were conducted using the following
terms . I t2x. and. tax refund anticipation loan (TRAL). Based on the
information derived from the initial reviews, an Enterprise Vault search was requested for
- the results of which were reviewed judgmentally for additional information and
correspondence pertaining to the two banks. The search terms utilized in the search of-
documents and correspondence were: RAL, || ] Il t=x. TRAL, and refund
anticipation.

® Asa part of the Audit, the FDIC OIG interviewed 103 current FDIC employees, three former FDIC employees,
and 60 non-FDIC employees. For a complete list of all individuals interviewed as a part of the Audit, see
Appendix 1.
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We also judgmentally reviewed both sent and received emails from the Enterprise Vault for
I Viark Pearce, and for the period October 1, 2010 to March 14,
2011; Doreen Eberley, , and for the period January 14, 2011 to March

from August 1, 2010 through March 31, 2011; and
for the period January 1, 2011 to March 31, 2011; and and [l
for the period October 1, 2010 to December 31, 2010. Where gaps in information

appeared due to only searching emails of particular individuals, we asked that a small number of
additional emails be pulled to fill those gaps.

From the thousands of emails reviewed, we were able to compile a timeline of events leading up
to the February 14, 2011 [ i Board meeting, that the Audit had identified as a key event,
as well as identify discussions regarding the RAL programs at the three banks.

To gather more information, we conducted interviews of examination personnel in the field,
management, senior management, and two Board members.” OIG staff interviewed a total of 25
people as a part of this Inquiry. Nineteen held current positions with the FDIC, four were former
employees, and one was a State official. Two legal staff were interviewed jointly, two Division
of Resolutions and Receiverships (DRR) staff were interviewed jointly, and one ||l

, was interviewed twice (the second time at his request). Twelve of the
individuals interviewed were field or regional office examiners or supervisors directly or
indirectly involved in examinations of either ||| . Four interviewees were
legal counsel, two were DRR personnel, one was a former advisor to Chairman Bair, and three
were executives in the Washington Office (WO) during the events in question. We also
interviewed Chairman Martin Gruenberg and ||| GGG 7 complete
list of interviewees and their titles is at Appendix 1 as is a list of the names and most recent
position titles of all others referenced in this report.

To gain an understanding of the supervisory concerns relating to RALs, we reviewed S&S and
Compliance examination information for ||| G orimarily for the
years 2006 through 2012. For examination dates and ratings, see Appendix 2. These
examinations were obtained from SOURCE, DCP’s system of record for all Compliance and
Community Reinvestment Act examination activities; ViSION, a web-based system used to track
and document reports on financial institution supervision and enforcement actions; and RADD,
RMS’s system of record for all final S&S examinations and bank correspondence. The
correspondence file within RADD was reviewed for each aforementioned bank to determine how
the FDIC communicated concerns to the bank, and how the bank responded. SOURCE and
ViSION were used to retrieve older S&S and Compliance examinations, and to determine the
completion dates for those S&S and Compliance examinations. This information was used to

7 Former Chairman Bair was interviewed by our office during the Audit and the topic of RALs was discussed with
her at that time. Therefore, she was not re-interviewed as a part of this Inquiry.
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determine the approaches taken during the examinations, their results, and where there was an
impact on S&S examinations based on Compliance examinations.

Additionally, we reviewed formal and informal legal enforcement actions taken against-
and [l These actions are defined in Appendix 3. This review included recommendation
memoranda to the FDIC’s Case Review Committee,® Case Review Committee minutes and
packages, as well as draft and final versions of court filings and agreements between the banks
and the FDIC.

We also reviewed a paper file of handwritten notes and other documents kept by now-retired

. This file dealt primarily with | but
contained references to , and the FDIC’s RAL strategy more generally.

Key documents have been compiled and indexed, and are provided with this report.

lll. Consumer Group Complaints and the Formation of a Joint Examination Team

On February 5, 2008, then-Chairman Bair received a letter dated January 29, 2008 from
consumer groups including: California Reinvestment Coalition, Community Reinvestment
Association of North Carolina, Neighborhood Economic Development Advocacy Project,
Woodstock Institute, National Consumer Law Center, and Consumer Federation of America.
The letter asked the FDIC to examine and take enforcement action against regarding its
RAL program. Among other issues, the consumer groups pointed to ﬂg one of the

most expensive RAL providers. Then, on February 25, 2008, Bair posed a question to her staff.

“Why are we allowing these RALs?”"*° On February 29, 2008, ,
I - B " o e (e

question essentially was why examiners do not criticize ’s RAL loan program and |
passed it along to || anc the other day... to let them know the
Chairman is asking and will probably ask them directly...”

The Case Review Committee is designed to be a “fair and independent high-level body overseeing the initiation
of administrative enforcement actions within the jurisdiction of the Committee.” FDIC Board Resolution Seal No.
072277 dated April 6, 2004.

When interviewed as a part of this Inquiry,- explained that his handwritten notes did not contain direct
quotes from individuals at the meetings he attended but were generally his paraphrasing of what was said by
the individuals present. The list of initials in the upper left hand corner of his notes represented those who were
present in the meeting, but may not be inclusive of all who attended a given meeting.

1% Email from | o < I cocvicz [ ¢ I February 25, 2008.
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e T

among others were tasked with getting the Chairman an answer.

B ‘suggested to [} that a joint review of S&S and Compliance be

conducted on 1 on March 25, 2008, [ reported to Bair that he was scheduling a
meeting for her with the consumer groups that had sent the January 29, 2008 letter. He also
informed her that “with ||l anrroval and under his direction, || has
scheduled the inter-regional JET (Joint Examination Team) of S&S and Compliance examiners
and supervisors to do an on-site visitation at the bank 1. to scrutinize the program,
starting on March 31.” || emaited |l on March 24, 2008, stating that based on
her receipt of a letter to Bair from community groups regarding [[ilif’s RAL program, ||}
and- suggested a joint review for risk management and compliance. - advised
them that she thought this was a good product for a JET review. She further informed

that she had conferred with ||| G <y had in fact agreed
to begin the review on March 31, 2008, and that they had scheduled S&S and Compliance
examinations for i in May 2008.7 also followed up with Bair, on April 8,

2008, to report that he and would meet with ! §H

request, that afternoon about the RALs issue. On May 21,
an I covyino I
, that the “JET team finished most of their work on
the RAL program and will be rolling the findings into the risk management (5/19[/08]) and

compliance (5/27[/08]) exams [for |-

reported to

IV. Barriers to Entry into the RAL Business

Around the same time, at least one financial institution was dissuaded from entering the RAL
business. On June 23, 2008,

and others, suggesting they

hold a meeting with the
who was contemplating entering the RAL business. also relayed a conversation he had
had with the , “I told him [the President and CEO]
that the Chairman has a heightened concern with this type of lending, and that there are other

" During the Audit, we made multiple attempts to contact | ilij and she did not reply. Therefore, we di not

make additional attempts to contact her as a part of this Inquiry.

% Inseptember 2005 [ - -

Washington Office.

B Email from | o < I co0vicz I =< I F<bruary 25, 2008.
% Email from- to_ March 24, 2008.

1 - forwarded the same information to- on March 26, 2008.
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concerns that he should take into consideration, including compliance issues and third party

risk.” OnJuly 3, 2008, the FDIC’s Regional Office (RO) personnel explained concerns
about RALS to the nk and told the same group at the

FDIC that the bank had agreed that it would “not further pursue entrance into the RAL arena.”

V. Response from the Chairman Regarding the FDIC’s February 2009 Cease and

Desist Order Against-

On February 20, 2009, i stipulated to a Cease and Desist Order. On February 27, 2009,
the FDIC issued the Cease and Desist Order on |Jij which required improvements to its
compliance management system (CMS) and addressed certain violations identified in the May 8,
2008 S&S Examination. On March 9, 2009, by its terms, the Cease and Desist Order became
effective.

on April 17, 2009, | GG , emailed Bair
to follow up on her concerns and forwarded an explanation from

, supporting an Equal Credit Opportunity Act
violation against . The violation was for dispersing RAL checks made out to both

spouses, where collateral was based on a joint tax return, when only one spouse applied for the
RAL. Then, on April 23, 2009, wrote to and [l copying |
and others, regarding the spousal
signature violation cited for ’s RAL program. “The Chairman said that the violation
did not make sense to her and she didn’t think we should be spending time on spousal violations
when we could be identifying real discrimination... She told him [JJijj to tell us to reverse our
positon on - Bank and that she didn’t want to see anymore spousal violations.” During
her interview with our office as a part of this Inquiry, [JJJJij tod us that ] had said that it
appeared to the Chairman that this was the only thing being cited and she wanted to see
violations such as loans denied or high pricing based on race or other types of discrimination.

on May 1, 2009, ] emailed “I just spoke with [ ] and he wanted to
confirm that we did not have do the corrective action on the REG B*® [spousal
signature] violation as she [Bair] wanted it stopped. Also, he indicated generally that if the RAL
business was legal [there’s] not much we could do to stop it.” - expressed to us in her
interview with our office that she had told [JJffij that the examination process could not
eliminate citations of spousal signature violations unless there was a policy change. She stated
that management did not change the policy, but she told examiners that if they found such
violations in the future, they needed to find something else as well.

' 12. C.F.R. Part 202 Equal Credit Opportunity (Regulation B).
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VI. More Activities to Investigate RALs Generally

In July 2009, a Third-Party Working Group at the FDIC was reviewing RALS issues. One of the
issues they considered was whether and how to use “mystery shoppers,” or FDIC personnel or
contractors posing as potential borrowers, to investigate the consumer experience at EROs.*” On
August 5, 2009, [Ji)j announced the beginning of the development of a mystery shopper pilot
program focusing on RAL providers and mortgage originators.
I b<c:me the point-person.*® On August 10, 2009, two
FDIC economists, and three lawyers provided (via an email from ||ilD
, and others with a RAL

Recommendation Paper regarding the Mystery Shopper Pilot Program. They argued, “[m]ystery
shopping is needed to determine whether consumers are being fully informed of their choices,
whether the high fees and interest rates are clearly and accurately disclosed and whether other
predatory products are sold in conjunction with RALs.” Later the Recommendation Paper
described RALSs as “predatory and target[ed] [at] low income and unsophisticated consumers.”

On August 26, 2009, DSC sought advice from the Legal Division (Legal) (copying |||l
about how to make the Mystery Shopping Project “non-FOlAable/not subject to public
disclosure in the future” among other things.'® DSC also noted that “[t]he Chairman expressed
an interest in keeping this non-public during the course of the project, but leaving open the
option of making results public at the back end... We expect to use the info to support our
exam function, and may use it to support enforcement actions.”?°

To further develop the pilot, an FDIC Enforcement Counsel drafted a memorandum, dated
September 21, 2009, to [ ij anc [ detailing her undercover attendance at the 2009 Tax
Forum in Dallas, Texas, held September 8-10, 2009. She focused on questioning exhibitors,
including || anc . in order to offer recommendations to the RALs mystery
shoppers.

We did not find evidence that the FDIC moved forward with mystery shopping with respect to
RALs. However, this reflects an additional avenue that the FDIC considered with respect to its
approach to reviewing RAL programs.

Y Email from i to 2 broad group, subject: Third Party Arrangements, August 5, 2009.

18 /d

* email ror N - - o, subject Lega
Memoranda for Mystery Shopping Project, August 26, 2009.

20
Id.
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VIl. The Letters to Exit RALs and Their Foundations

In late 2009, the FDIC contended that-21 had expanded its RAL program while
operating under the 2009 Cease and Desist Order discussed above. In fact, While- had
expanded the number of National EROs with whom it was affiliated (from ||| anc
Liberty Tax Services), it had simultaneously decreased the number of independent ERO
providers with whom it worked, for a net decrease in EROs of 257 between the 2009 and 2010
tax seasons.?? Nonetheless, this perceived expansion, and other factors described below,
prompted Chicago Regional Director Lowe to send letters to the institution’s Board, dated
December 30 and 31, 2009, expressing continued concerns about the institution’s RAL products
and requesting a plan for discontinuing this type of lending. In separate letters, both dated
February 3, 2010, Lowe notified the Boards of the two remaining institutions, | Jjij and
I (hat RALs were unacceptable for the institutions and that plans should be
developed for the expeditious exit of those lines of business. Notably, the FDIC had not
identified any control weaknesses in ||l s RAL program prior to sending the
February 3, 2010 letter to exit. The FDIC’s letters to all three institutions were coordinated
through the WO.

On November 9, 2009, the Chairman had again received a letter from various consumer groups
concerning RAL fees at=230nce at the FDIC, the letter was distributed via email to a

wide group including ||l and [l ' response, [ referenced a meeting

that would be held that afternoon with the Chairman on RALSs.

2 1n 2009, - s affiliate, _ _, , handled RAL origination and-

purchased the loans on a daily basis. In 2008 and 2010, handled originations directly.

Memorandum from through to dated April 7, 2010; Undated Memorandum from
B -l e Bank makes the credible argument that the addition of 4200 ERO’s affiliated with two
large organizations while dropping a large number of independent ERO’s actually had the effect of lowering the
risk [to the bank].”

Earlier in 2009, then-Vice Chairman Gruenberg stated, in part, to the House Financial Services Committee:

22

23

The Social Security benefit investigation is only one example of institutions failing to provide the
appropriate oversight of third party relationships. The risks of third party relationships have been
known in the industry for some time, and the FDIC updated our guidance on third parties in June
2008. We have taken open bank enforcement actions in cases where the bank used third parties
to implement refund anticipation loan programs, credit card programs, reward programs,
overdraft protection programs, and subprime and/or predatory loan programs...

As the current economic crisis continues, more and more institutions are suffering financial
difficulties, which can lead them to look for higher returns and fee income wherever possible,
including offering products that may not be advantageous for most consumers, or necessarily for
the bank. Introduction of new products requires the FDIC's increased focus during examinations to
assure that the institutions are not taking too much risk. When the FDIC discovers poorly devised
products with the propensity to hurt consumers or provide opportunities for fraud, we pursue
enforcement actions to revise the product or eliminate it completely.

Statement of Martin J. Gruenberg, Vice Chairman, Federal Deposit Insurance Corporation on Federal and State
Enforcement of Consumer and Investor Protection Laws before the Financial Services Committee, U.S. House of
Representatives; 2128 Rayburn House Office Building, March 20, 2009.
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When interviewed as a part of this Inquiry, Lowe told us that- called him on December 30,
2009, the same day the first letter of exit went to-, and said he wanted to move quickly
to get a letter to [ i te!ling the bank to exit its RAL program. Lowe stated that those in the
WO felt that if they could get |Jij out of RALSs, the other banks would follow. Neither
Lowe nor were at work that day, but Lowe recalled talking, and exchanging emails, with

, and [l while they composed the letter
that was ultimately sent to that day. The verbiage included text from letters that had
been sent to banks engaged in payday lending, as well as input from- regarding what

I vanted in the message to |

In one email chain on December 30, 2009, expressed concern about ’s potential
expansion of its RAL business to Lowe ancL “Don’t we have problems with |||l
such [that] this would be [in] contravention of our requirements on the company? ...What I[s]
[sic] going to be your reaction to-, and when?” Lowe responded that the 2009 Cease
and Desist Order for- “includes several provisions regarding audits and controls of third
party risks, and requirements for- to conduct reviews of the lending activities of the
entities who conduct RAL programs on their behalf. There is no limit on the volume, however.”

Also on December 30, 2009, i emaited ] and asked, **...what is our strategy with
all banks involved in RAL lending? ...Similar to the approach we took on payday lending, are
we issuing a letter to all state non-member banks involved in RAL lending and advising them
to terminate their relationships?” | reptied later that day I think we should be
consistent and tell all our banks to get out of the business...”

reported, in another December 30, 2009 email to |ij copying Lowe and |l
that she had spoken with | li] that day about the need for the bank to exit the RAL
business based on “continued concern over the utility provided by the product to consumers.”
She relayed the details of her discussion with him that she was continuing “to evaluate the
appropriateness of this business line for the bank,” “that the board should begin the process of
planning its exit from the business line,” and “that [FDIC] would be having additional
discussions in the near future with the Board relating to an exit following the tax season.”
- stated that “[w]e plan to memorialize our conversation with a letter and request a plan to

exit the business within 30 days.” [JJJj forwarded the email to | and |l the same
day.

I a'so emailed [ and [ that day stating:
Anthony [Lowe] and ||| sooke with | [and] told him we appreciated

the heads up on the expansion of [the] program but we had concerns that this was a [sic]
prudent business line especially in light of problems with third party oversight, like payday
lending [we] couldn’t see the benefit as consumers could get their refunds for no costs within
a short period so where [sic] the utility, the FDIC questions this business line for any
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institution.... || reminded him that this was similar to payday lending and the
concerns with that... Hopefully this is really the exit and now we have to address others in
that program.

Lowe sent the letter of exit to- on December 30, 2009, memorializing the conversation
and requesting a plan for exit from RALSs, but not before alerting- that he would be doing
50, to which [ responded simply, “Good.” Lowe wrote in the letter, “...we continue to
opine that RALSs are costly, and offer limited utility for consumers, as compared to traditional
loan products. We also continue to have concerns regarding the bank’s oversight of third party
activities.”

On December 31, 2009, Lowe sent a revised letter of exit to | l|j changing the language of
the letter of the previous day from “Therefore, we are requesting that the Board develop a plan to
exit the RAL business. The exit should be accomplished following the end of the upcoming tax
season” to “Therefore, we are requesting a meeting with management and representative board
members... to discuss the future of the Bank’s RAL program.” Lowe told us the revision was
prompted by a request from [ lj to make the language “less harsh” until he could speak
with the bank’s Board about the matter.

During this same time frame, on December 24, 2009, ||| GG
operated ||| :nnounced in an 8-K filing with the Securities and
Exchange Commission (SEC) that the OCC had asked it to cease its tax refund business. On

January 4, 2010, [ requested information from on how many FDIC banks were in
the RALSs business in response to a press article on . relayed the conversation she
nad with [ o [N < I

He asked if we were getting the banks out of the business. 1 told him that we had told one
bank [l to get out and he asked the reasons we told them and I said these were not
good products for banks, had little utility for the consumer and they had problems with
oversight of third party activities. | said we had asked for [their] plan for their wind down
from the business and would be having a similar conversation with other institutions involved
in the product which I told him I believed were few. He was very pleased, asked the name of
the bank and asked if I could find out how many banks were involved in RAL loans. So-
I you may get asked about it from the 6™ floor.*

That same day, Lowe suggested, via email to and drafting letters similar to
what he sent to [JJij. in December 2009, for and , but he wanted to
“hold off on delivery until we have clear indication from the WO that this is the ‘global’

approach we are intending to pursue.” His |||l responded, “What’s the legal basis
to request the others to exit?” |JJij responded, “That’s the trickier part... Our letter to

* “The 6" floor” is a common allusion used by FDIC staff for the Chairman’s office.

SENSITIVE INFORMATION — FOR OFFICIAL USE ONLY
11



Office of Inspector General Report of Inquiry - O1G-16-001

- cites limited utility to consumers and cost, albeit we also have the third party aspect at

shortly thereafter, Lowe forwarded, to ||| [l and others, an American Banker article
about [ lij working with Liberty Tax in offering RALs. || responded “I want them
to stop.” Lowe replied that- was sent a request to submit an exit plan by the end of
February. [Jij wrote separately to || coryino | I and Lowe, “[the
purpose of this email is to provide details about our actions last week to require |||
KY to exit their RAL program.” ||l rentied to all, “they should not be doing this next
year.” - agreed and contemplated an amended order or a plan that would leverage the
outstanding February 2009 |Jij Cease and Desist Order. Lowe forwarded the email chain

to || and [ vriting, “FY1 on anticipated next steps, if i doesn’t terminate the

program.”

The conversation continued the next day, January 5, 2010. [JJiij followed up by asking if
- was expanding its RAL business. Lowe replied that overall volume was going to be
the same or lower. [l rentied to Lowe and [ copying [l and “In]o
new business, they are to exit RAL...” (ellipse original). Later, Lowe wrote to

copying [JJij and ]l and stated, 1 completely understand our position on RALs, and
we will manage this situation towards a near term exit of the business.” On March 10, 2010,
Lowe sent a letter to | ij expressing concerns about its “expansion’ of its RAL program
while under the February 2009 Cease and Desist Order that had found weaknesses in the bank’s
CMS. Lowe attached a revised proposed Consent Order.

Following the letter of exit to | i}, the WO, including DSC and Legal, weighed in on
content for similar letters to || 2o |- ©on January 8, 2010, ] wrote to
I 2o [l seeking “points on requiring the banks to exit the RAL business.” She offered
the following for their review under the heading “The FDIC’s position on RAL loans”:

We believe that this product is unacceptable for FDIC supervised institutions because these
loans are very costly to consumers, these loans offer limited utility to consumers, the bank relies
on third parties acting on behalf of the bank which does not provide assurances that: customers
are given accurate disclosures on the cost of the product, customers are not clearly provided
options to RAL loans, the third party vendors are in full compliance with consumer protection
laws and regulations.

On January 12, 2010, - forwarded edits made by two members of his staff in Legal to “The
FDIC’s position on RAL loans” language to i as she had requested.

As the language for the letters was being formulated, the American Banker published another

article, * ,” that quoted
wrote to Lowe, copying [JJjjJjj and about

.
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- comments. “I thought he clearly understood our expectations (exiting the business).”
Lowe replied, “there were no ambiguities in our messages... We clearly stated they need to
exit the business.” [ then forwarded ] comment, but not Lowe’s reply, to
I Y ou should read this article. [ doesn’t think he is going to be ordered out of the
business. Also it clearly says they will pick up some business from - [the OCC regulated
bank that had recently exited the RAL business].”

With respect to the OCC order dealing with RALSs at emailed- copying
Lowe, [l and others on February 3, 2010, that wanted confirmation from the
I Regional Office that the || Order has been amended and that “we have
something in writing on the other two to get them out of the business at the end of this tax

season” [N lso reported tha: [
, had “looped the Chairman in on this” and other emails in the chain reflect

that Gruenberg was aware of the OCC’s actions against ||}

Also on February 3, 2010, Lowe sent the letters to ||| anc [ 2sking them to
develop a plan to exit their RAL businesses within 15 days. Lowe warned that supervisory and

enforcement actions might be pursued against the institutions if their Boards failed to promptly
submit plans for discontinuing their RAL programs. The following language, which
incorporated suggestions from Legal, was included in the letters:

We find that RALs are costly, and offer limited utility for consumers, as compared to
traditional loan products. They also carry a high degree of risk to an institution, including
third party, reputational, compliance, and legal exposures. These risks may expose the bank
to individual and class actions by borrowers and local regulatory authorities. Consequently,
we find RALSs unacceptable for the bank.

It is noteworthy that, as of the date of the letters, || ij hac never been criticized by the
FDIC in an S&S nor Compliance Report of Examination (ROE) for its RAL program. This
reflects that the FDIC’s concerns with RALS extended beyond how the banks were managing
them to the nature of the product itself.?

I (cs0onded to the February 3, 2010, letter on February 9, 2010, and notified
the FDIC that the bank’s existing contract with its ERO partner would terminate on December
31, 2011; therefore, 2011 would be the final year that the bank would offer RALSs. In his
correspondence the CEO asked:

During your deliberations were there any ideas proposed on what changes could be made to the
product that would address the agency’s concerns and make the product acceptable? Do you
know if the OCC has also concluded to prohibit institutions they regulate from offering RALs?

» I subsequently told us that sending the letters to the banks in late 2009 and early 2010 was premature.
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Our hope is that the various regulatory authorities agree and will uniformly apply this
prohibition.

The FDIC did not respond to || ll February 9, 2010, letter until eight months later. On
July 14, 2010, [l wrote to a number of people, including Lowe and || responding to
a question about why the ||l hac not responded in writing to the letter from |}

I cated February 9, 2010. He wrote, “The RAL issue is a complex and sensitive matter
with the Corporation and participants within our region. We have 3 RAL lenders in this region
and we are coordinating our supervisory efforts of this product.” He went on to say that he had
spoken with the bank president twice since sending the letter but “[t]his is an ongoing matter and
until certain issues are resolved, we are not in a position to respond in writing to the bank’s
inquiry.”

Unlike || T 2o I dic not agree to exit RALS at the time.

VIIl. Questions from Congress

Two Senators alerted the FDIC of their constituents’ concerns about banks being told to exit
RALs. On February 3, 2010, Senator Mitch McConnell wrote to then-Chairman Bair attaching
letters he received from ||| of N =~ GGG
asking for “full and fair consideration of their request for a meeting prior to agency action in
eliminating RALs.” Then on February 10, 2010, |Jij was notified about questions from
Senator Richard Lugar’s office regarding a constituent complaint that “[t]he FDIC is issuing
notices to banks involved in offering tax-related products requiring them to close such divisions.
FDIC has no authority to do this in the manner they currently are.” The constituent was a-

Il employee.

on March 12, 2010, I (<<-01 e
by letter to Senator Lugar. “The FDIC is committed to ensuring the financial institutions we
supervise treat consumers fairly, comply with consumer protection laws and regulations, and
operate in a safe-and-sound manner. It is extremely difficult to offer RALSs in a manner that
satisfies these requirements.” Bair sent the same letter, on March 29, 2010, to Senator
McConnell in response to his letter.
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IX. The Office of the Comptroller of the Currency Issues RAL Guidance and the
FDIC Considers RAL Guidance of Its Own

On February 18, 2010, the OCC issued guidance for national banks providing tax refund related
products, including RALs.?® The guidance outlines S&S and consumer protection measures
banks should follow. Those measures include:

= ensuring that the bank’s board of directors maintains sound risk management policies,
procedures, and practices to oversee all tax refund-related products.

= implementing effective internal controls and review standards for advertising and
solicitations.

= providing appropriate disclosures that explain material aspects of the products to
consumers.

= implementing appropriate due diligence and adequate procedures to ensure that tax
refund-related products provided by third parties comply with applicable guidance.

= ensuring that Bank Secrecy Act (BSA) compliance risk management systems cover tax
refund-related products.

= providing training programs (including certification processes) that address regulatory
requirements, internal policies and procedures, and responsibilities for maintaining an
effective compliance program.

= maintaining adequate capital and liquidity levels.

= developing timely and accurate management information systems (MIS) for tax refund-
related products.

= ensuring the bank’s compliance with all applicable laws and regulations, including those
involving consumer protection.

On the same day the guidance was issued, Lowe wrote to
I a1 others, that the
“conducted an analysis of the OCC’s newly issued guidance, in relation to
program... she opines they appear to be in compliance with most sections.” Lowe told us that he
was in the WO at a management meeting that day and during a break he spoke with |||l
about the EIC’s conclusion and ||l responded “this doesn’t change anything.” Then on
February 22, 2010, || s [ \rote to [ c'aiming that | already
complied with “virtually all of these stringent guidelines...” that the OCC had recently issued
related to RALs. Lowe told us that he agreed that || was in compliance with the 0CC
guidance on RALS.

copying

?® 0CC Bulletin 2010-7 “Tax Refund Anticipation Loans.” (Now rescinded and replaced, as of August 4, 2015, by

OCC Bulletin 2015-36 “Tax Refund-Related Products”)
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In light of the OCC’s issuance of guidance, the FDIC began to discuss potential RALS guidance
of its own in the form of a Financial Institution Letter (FIL). On March 17, 2010, - wrote
to [ and others copying |Jl)j - «1n reviewing our draft RAL FIL... the Chairman has
asked the following questions: What does ours accomplish beyond what is already out there?
Will this impact ? Why did we decide to be less prescriptive [than the OCC]?" [}
scheduled a meeting for that day and told - et. al. that they needed to respond in writing that
day as well. - replied that he did not know if the FDIC had the authority to be more
prescriptive in the FIL “but we can certainly say for xyz reasons, we do not want our banks in
RAL lending.”

On March 19, 2010, , wrote to Bair, copying
| El comparing the FDIC’s draft FIL on RALS to a policy statement put out

by the Conference of State Bank Supervisors (CSBS), that opposed loans made against the
amount of a consumer’s anticipated income tax refund, and the OCC’s guidance. He stated:

If we issue this FIL we would be the first federal supervisor to explicitly discourage banks
from offering this product. | believe our document would carry more weight with state non-
member banks coming from their federal supervisor. In comparison to the CSBS document,
which is a broad statement of view, | think the FDIC’s draft carries a clearer sense of the
specific concerns and that there could be actionable consequences if a bank offered this product.

- went on to relay that “Marty [Gruenberg] thought it was a strong document but stated
that his instinct was to wait to issue a document like this until we had taken strong specific
action with one or more of our RAL lenders. He said he believes these lenders are recalcitrant
and would ignore the FIL.” No FIL on RALs was issued at this time.

When interviewed, as a part of this Inquiry, Gruenberg did not recall the draft FIL.

The idea for a RAL FIL resurfaced in 2011. Specifically, on January 31, 2011, emailed a
draft FIL entitled “Refund Anticipation Loans Policy Statement” to Pearce and ‘ In part
the draft read, “[t]he FDIC believes that it is not responsible lending to extend high-cost, short-
term credit to consumers through products that provide limited value, such as refund
anticipation loans (RALs).” And, “[w]hen unsafe or unsound practices or violations of law are
found, the FDIC will take strong supervisory action, including requiring institutions to exit the
business when appropriate.” In his email, - wrote “...it’s worth considering whether we
should issue a RAL FIL in conjunction with any public statement we would make about our
three RAL banks agreeing to end their RAL businesses. A FIL would serve as notice to our
supervised institutions that we have significant risk concerns about banks offering RAL loans
in the future.” Pearce responded, “[l]et’s keep this in mind. | want to see if we can achieve a
resolution with [ i)j in the next month or two, then follow-up with something like this in the
May time frame before institutions get going on next year’s products.” Ultimately, no FIL on
RALs was ever issued by the FDIC.
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X. _ Response to the OCC’s RAL Guidance

In response to a telephonic request made of |||l oy [l on October 21, 2010, and in
light of the OCC’s RAL guidance, the bank’s CEO wrote a letter, dated October 28, 2010, to the

FDIC. [l had requested information regarding the number of EROs with whom |
I \vas engaged. The bank stated that [Jffij indicated that “it was the FDIC’s desire that
the bank not increase the number of EROs in 2011.” She suggested |||l reauest
permission to increase the number of EROs accepted into the 2011 RAL program or the volume
of RAL funding in 2011 beyond 2010 levels, despite not being under an order or
engaging in an illegal practice. The CEO stated thatmexpected the number of EROs
doing business with the bank and the volume of RALSs to increase. In the prior year, the
maximum RAL amount was $7,000; however |l proposed lowering the maximum
RAL amount to about $1,800 in 2011. The bank stated that the decreased loan limit would result
in little change to the volume of funding related to RALS.

Finally, the CEO stated:

Much has changed since | wrote to you on February 9, 2010 indicating that 2011 would be the
final year we would offer RALs. On February 18, 2010 the Office of the Comptroller of the
Currency issued guidance on consumer protection and safety and soundness for tax refund
anticipation loans. Subsequent to their announcement, we anticipated that the FDIC might soon
respond to our February 9, 2010 letter providing similar guidance. [||jjjij commented
during our call that the agency is continuing to evaluate if RAL lending is appropriate.

Considering the turn of events since my last letter, it is our desire to continue offering RALs in a
safe, sound and responsible manner beyond the 2011 tax season.

Xl. The Loss of the IRS Debt Indicator

On August 5, 2010, the IRS issued a press release that it would no longer be providing the DI
beginning the first quarter of the 2011 tax season. The DI provided notification of the IRS’s
intention to offset a refund for debts including federally insured loans, delinquent child support
and federal and state tax liens. The DI was one of many factors considered by the institutions
that provided RALs when considering granting such a loan. The IRS had previously removed
the DI during the years 1995-19909.

Xil. occ-Regulated [ Exits RALs

Following the issuance of its RAL guidance, the OCC sent a Supervisory Letter, on October 19,
2010, to [ requesting a plan from the bank to exit its RAL business. [Jj submitted a
plan to revamp its RAL program in light of the loss of the DI that would adhere to the OCC’s
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guidance which the OCC rejected.?” On November 24, 2010, the OCC sent a Supervisory Letter
to [l avain requesting its plan to exit the RAL business. [Jj submitted another plan to
the OCC with an alternative plan to exit on December 14, 2010. On December 23, 2010, the
OCC approved the alternative exit plan.

When interviewed as a part of this Inquiry, - who sat on the Case Review Committee with
- and interacted with Gruenberg, stated that once the OCC convinced to get out of
the RAL business by declaring the bank’s plan unacceptable, Gruenberg ar& were “on
a mission” to get the FDIC banks out of the program from a consumer protection standpoint.
He relayed that it was an ongoing theme with them to be involved in the day-to-day activities
on the supervision side of the FDIC and that they were generally directing supervision on this
and other issues. Bair also told our auditors during the Audit that she was concerned that the
RAL business from - might matriculate to FDIC-supervised institutions.

e E— v
as

posed the rhetorical question, on more than one occasion, “if such a large institution
cannot do RAL lending in a safe and sound manner, how can three small FDIC banks do so?”

Xlll. The FDIC’s Review and Rejection of Bank Underwriting Plans Given the Loss of
the Debt Indicator

Following the first Supervisory Letter from the OCC to- regarding RALSs, and out of
concern that [l EROs might move their business to FDIC banks that had RAL programs,
Lowe drafted a letter regarding elimination of the DI that would go to the three remaining FDIC
banks still in the RAL business. On October 25, 2010, Lowe sent the draft letter from the RO to

and copying
“to ensure no conflicts with WO plans.” instructed that it be handled

consistently with the [Ji|j Order and added, “[m]aybe I’Il have something after Chmn’s
policy meeting tomorrow. Please call me then.” Lowe then sent- draft language for a
letter to [ ilj. on October 29, 2010, and stated “[w]e tried to stay away from any specifics
on the Order, pending decisions at the WO on our final direction in this regard. However, we
think it is important, given that the- EROs are looking for a home, to get this

7 While letters [ 2010-25, |} and do not explicitly reference OCC Bulletin [}
the DI is mentioned in OCC Bulleting and the rationale for rejection of [JjJj submitted plans
references the criteria outlined in OCC Bulletin i}
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correspondence out asap.”?® Ultimately, requests were made, of each of the three banks offering
RALs, for underwriting plans that would compensate for the loss of the DI. The banks’ plans
and the FDIC’s rejection of those plans are described below.

A. -’s Underwriting Plan

On December 7, 2010, - submitted a plan to strengthen its RAL underwriting following
the loss of the DI in response to the FDIC’s request that it do s0.2° The plan, which was approved
by [} s Board on November 17, 2010, anticipated that, even without the DI, the loss rate
for the upcoming 2011 tax season on RALs would be 2.5 percent or less. In order to mitigate
risk, - would require that a borrower receive a refund of $2,000 or greater, the refund be
sufficient to cover the RAL plus all other fees, no RAL would exceed $1,500 plus finance
charges and fees, and the underwriting model would be adjusted, in a number of ways, including
the use of a Lexis Nexis RiskView public records search tool to check for encumbrances on the
refund.

Almost a month later on January 3, 2011, | ] emailed Lowe, copying and

stating, in part, ‘|l anc ! have arranged for a review of the plan that
submitted to address the elimination of the “‘debt indicator.” Will you please forward the package

of information to the to the attention of
?” forwarded ’s underwriting plan to ) later that

day. then sent it to a number of colleagues for their input. On January 5, 2011, two of his

anc N '<<vordec

- stated, “I haven’t ever looked at a program like this so | haven’t spent a lot of time
previously thinking about the specific risks, but here are some thoughts...” With respect to
credit risk he wrote, “[t]here is some general credit risk here although mitigated because the
refund will be sent by the IRS and [the] bank will have control of the money... It looks like
[the] IRS is no longer providing lien information in advance and [the] bank is substituting a
Lexis Nexis search instead. This seems pretty reasonable to me...” He concluded, “[m]y
overall assessment: there is some credit risk but probably not the biggest concern. Focus should
be directed toward compliance issues...”

8 On November 5, 2010, emailed |} ano [l 2visine them that the IRS had done away with

the debt indicator in the past. replied, “[t]hat is true. IRS has stated that when they eliminated it
previously the number of RAL[s] declined tremendously. That is why is [sic] was eliminated this year as a way to
put an end to RALs. IRS no longer supports the product because they can get returns back to taxpayers sooner
than they had previously. This makes RAL unnecessary now.”- later replied, “I know you can’t control
the directional shifts either. | just don’t want to say anything in conversation with the banks which puts usin a
bad position to move forward in whatever direction we ultimately go.”

It is noteworthy that the DI was just one of 80 factors that- considered when underwriting a RAL loan.

See handwritten notes from a December 3, 2010 internal FDIC meeting on [} attended by
Pearce, and others.

29
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I stated, “1 am not very familiar with this product so | may not be able to provide
much in the way of incite [sic].” With respect to credit risk he wrote,

Credit risk is more elevated this year since the IRS did away with lien disclosure to tax
preparers. The Lexis Nexis search helps [to] compensate somewhat because that will catch
liens on the public record, property liens, and credit bureau information. However, the IRS
lien notification was probably a much better source of information on notification of liens that
could reduce outstanding tax refunds as it would have the most up-to-date information... All in
all though credit risk, while elevated, would still probably be manageable.

On January 7, 2011, | forwarded the emails from both [Jjjjj and to ||
copying and others. then forwarded the emails to copying Lowe.

When forwarded email he wrote, in part, *“[a]ccording to statements [in
email] below, there appears to be no concern with the elimination of the debt

indicator.” When- forwarded_ email he wrote:

The below and the previous feedback seem to view the plan they reviewed as the only plan

operates its RAL program under. This of course, is not the case. As you are aware,
- has an extensive operating plan for RALs and the plan forwarded to the SF region
was only a portion which was to account for the elimination of the debt indicator. While I
don’t feel the plan adequately addresses how it will operate going forward with elimination of
the debt indicator, the feedback below and from the other email forwarded to you doesn’t seem
to provide definitive weaknesses in [ i s overall operation.

When interviewed as a part of this Inquiry, - confirmed he never received any other
information on -’s overall RAL underwriting program. He stated that he also never
contacted the bank, [JJRO. or WO to obtain any additional information. [Jjjfj went on to
say that he and his colleagues did not have enough information to do a “full blown” analysis of
’s RAL model. He also stated that with what they received from the [ RO. they
could only offer a limited perspective, not an analysis per se. He said that his examiners
expressed frustration in working with the limited information provided from the- RO.

I st the [l email chain to i on January 7, 2011, and he responded:
The | <xaminer[s] task was to evaluate the proposed credit risk

measurement tool. | don’t see that below [in the email chain]. Did they provide the analysis of
the tool, or will they?
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From their description, they’re not experts on RALS. They need to be alert that the credit risk
extends well beyond fraudulent tax returns, and for such matters the bank replied [sic] upon the
‘Debt Indicator’ that is no longer available. We have others working on the bank matters.*

Also on January 7, 2011, [JJij wrote to [} copying | stating:

- thanks for the prompt response. | appreciate the examiners providing an assessment of
third-party and other risks; however, we have other people evaluating those areas.

The key question | want our retail folks to look at is more narrow, i.e., whether the use of the
Lexis/Nexis search provides an acceptable credit risk measurement tool, especially in
comparison to the default [sic] indicator that was previously available to the bank. In other
words, does the bank’s current underwriting proposal (as laid out in the half-page description in
their plan) provide an acceptable means to determine the borrower’s ability to repay?

Despite the fact that both [JJJjj and |l had already provided their views on ||l s
planned use of the Lexis Nexis tool, on January 12, 2011, provided a one-and-a-half page
memorandum through , to [ anatyzing
I s pian. “After review of the information submitted by , it remains uncertain if
the underwriting process appropriately addresses the variables [for unsecured credit scoring
model].” - also explained that “[t]o address the absence of the IRS Debt Indicator, the Bank
IS substituting that tool with the use of LexisNexis. However, this is not a direct substitute for
the Debt Indicator in assessing the borrower’s repayment capacity. It takes a period of time for
liens to become a public record or to be filed with the appropriate state and local jurisdictions.”
Therefore, he concluded that, “the new underwriting procedures do not fully mitigate the absence
of the IRS Debt Indicator, and do not consider the majority of data needed to assess risk in an
unsecured consumer loan portfolio.”

When we interviewed - as a part of this Inquiry, at first he said he was not sure why his
memorandum did not fully reflect the feedback he received from ] and || - T
admitted that his memorandum was one sided, showing only the bad and not the good of
I s p'an and he stated that it definitely was not a balanced perspective. Later, when
asked why he had not incorporated the feedback of his colleagues or provided a more
balanced perspective he stated, “I knew what they [the WO] were looking for and they got
what they wanted.”

. told us that, based on the memorandum, she recommended to_ and

that the FDIC “instruct the bank i1 to cease its RAL program as soon as it is

* It is unclear who the “others” are that [ is referring to but subsequent reviews of [JJij's RALs

underwriting model, by examiners and the FDIC's Quantitative Risk Analysis Section in the Division of Insurance
and Research, reflected that the model adequately addressed the loss of the DI. See Sections XXV and XXX.
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practical to do so.”** ] agreed and sought ||l assistance in drafting a letter to

to “exit RAL lending.” However, on January 10, 2011, | emailed Pearce,
copying , “[d]id you get a chance to find out

what happened between the OCC and [JjjJjj and its RAL relationship with H & R Block? |
remain interested in what the OCC used as its legal grounds to encourage ] to terminate the
contract on legal and safety and soundness reasons...” Pearce sent- the OCC’s rejection

letters of plans to compensate for the loss of the DI later that day. [JJJfjj responded

that * and I will look the documents over and get back to you with any questions.”

Then, according to handwritten notes from a meeting he had with |||jjj I anc
about on January 11, 2011, the day before- sent his memorandum,

that we have found the [underwriting] plan/model is inadequate.” He goes on, *

sees the next step is [sic] a Notice [of Charges] or some opening to negotiate a phase out [of
RALs].” In other words, the directive to send a letter to [ i|j. finding its underwriting plan
inadequate, occurred before the WO had received the final analysis from their credit experts
determining the plan was inadequate.

“Mark Pearce talked to ||| |} QJEE: Tl wants us to send out a letter to =saying

At this time, [JJJij was the i} and voting member, of the Case Review Committee
(CRC). The CRC is designed to be a “fair and independent high-level body overseeing the
initiation of administrative enforcement actions within the jurisdiction of the Committee.”*
Deputies/Special Assistants to the Board members, not designated as the CRC’s Chairperson,
also sit on the CRC.*® At this time, they were [ for Bair and

I o' Gruenberg. The membership, as prescribed at that time, also
included the Deputy to the Director of the OCC and the Deputy to the Director of the Office of

Thrift Supervision.> Finally, ||| GGG s on the CRC in a non-voting
capacity. appears to have prompted the supervisory “support,” in the form of a letter
declaring had an “inadequate” underwriting plan, for a Notice of Charges (NOC), a

formal enforcement complaint filed with an Administrative Law Judge, that was ultimately

reviewed by [ in his capacity as || ||| | QNI Sce section XX! for additional

3 Email from | to copying | Il a~< Il /2nvary 12, 2011. Notably, in the email, || i}

describes an assessment of ’s “model” but, as described elsewhere, only plans, not full underwriting
models, were requested and reviewed by the FDIC.

FDIC Board Resolution Seal No. 072277 dated April 6, 2004.

*d.

*d.
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discussion of the NOC. This would seem to call into question the independence of [JJffjj and
the CRC process in this case.*®

When asked, as a part of this Inquiry, about his notes from January 11, 2011 and -’s role in
I s supervision, told us that it was not typical for to be involved in
supervision activities. .further stated that it was unusual f& to be as involved as
he was in ’s case but that it was not beyond ’s responsibility as a to get
involved. =explained it this way to us: “[d]oes the

have
the authority to tell Supervision to send out a letter? No.” However,

added that if the
Chairman of the CRC says he wants you to do something, “you should probably do it or you
should convince him why you should not do it.”

said that when he was informed that [Jfj had told supervision staff to issue a letter to
= indicating that its plan/model was inadequate, he assumed that had the
impression that some analysis had been done on the bank’s plan because y would have been
talking with [ about the review of the plan. | told us that he did not believe that

I would tell people to manufacture evidence.
On January 13, 2011,

wrote to [} and . copying (later
forwarded to [ and ) regarding the FDIC Examiner’s analysis of ’s plan

to mitigate risks following the loss of the DI. “I am concerned about the litigation risk (and
related FDIC reputational risk) of going forward with a Notice of Charges based on this
analysis... if this matter were litigated we could well see a defense that included a comparison
of how- is planning to underwrite these loans to underwriting parameters the FDIC
has articulated or accepted elsewhere, e.g., the underwriting standards we articulated in the
context of the Small-Dollar Loan Pilot program.” He goes on, “it is not obvious to me that the
underwriting [ i is contemplating would fail to pass muster under the standards the
FDIC has articulated for use in the Small-Dollar Loan Pilot.” [JJfjj responded to |||},
“[e]xaminers with expertise in consumer credit risk modeling have reviewed the material that

> In response to this concern, the FDIC has told our office that the “notion of CRC ‘independence’ pertains to the

composition of the Committee. Prior to 2004, the CRC consisted of 7 voting members, one of whom was a
Division Director. The 2004 amendments removed the Division Director so the committee’s voting members
were comprised exclusively of the Corporation’s Board members or their deputies (an internal director and one
deputy/special assistant for each remaining Board member). We believe that the reconstitution of the CRC and
introduction of the term “independent” in the 2004 resolution was not meant to banish Board members from
enforcement oversight... The CRC Chairperson is expected to take an active role in the enforcement process
and ‘to meet regularly with senior DSC and Legal Division enforcement personnel to review enforcement
activities and matters...” See Page 12 of CRC Guidelines adopted by the CRC on November 2, 2004. Nor is there
a prohibition on two Board members discussing the terms of a proposed consent order; this shows active
involvement in regulatory oversight and managing the corporation.” While we agree that the independence
requirement would not “banish” the CRC Chairman from an oversight role, the 2004 change in composition of
the CRC could certainly be understood as a step to prevent those who were engaged in the supervisory process
from ultimately reviewing a case that sprung from it. Here,- was both involved in the supervisory process
and he reviewed the case in his capacity on the CRC.
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supplied about RAL underwriting... Given the negative findings, DSC plans to issue a
Winstructing the bank to exit RAL lending... The examiner finding is
significant, and if the bank does not remedy the situation we should anticipate receiving an [sic]
recommendation to issue an 8(b) notice [of charges].”

Notwithstanding- response, and as discussed in detail in section XVI, the following day,
- circulated the Legal Division’s final “Pros and Cons” regarding potential enforcement
claims agains{jj | ] GGG T ‘,Pearce and [i]. Notably
some of the “cons” listed for potential legal action against included: (1) the premise of
the demand letter and Notice of Charges would be that the bank’s new underwriting model does
not fully account for the lack of the DI, based on preliminary and prospective analysis of the
bank’s untested model; (2) that the bank’s model had not been formally examined or otherwise
reviewed for safety and soundness; (3) without a ROE, or detailed analysis, based on actual loan
activity it would be difficult to present any evidence that underwriting loans without the DI is
unsafe and unsound; (4) that the bank’s underwriting model appeared to compare favorably to
requirements the FDIC had put forth in its Small-Dollar Loan Pilot; (5) that the bank’s RAL
program had a historically low default rate; and (6) that when the DI was eliminated in the 1990s
supervisory recollection was that no banks suffered significant losses and no enforcement action
was taken.

On January 20, 2011, [Jij wrote in an email to [ that

I understand that in your conversation with ||| [ GGz 2 T i

morning, we have to amend this letter to provide the bank with an opportunity to send us
additional info (i.e., the model itself), if they choose to do so. | have reviewed the letter trying
to fathom where we would place such an offer without undermining the whole point of the
letter, which is the requirement that they send us a plan to cease the program-now.

On January 21, 2011, the letter [JJj described was sent to || Jiij from - 1t explained
that the bank’s plan to address the lack of the DI in RAL underwriting had been referred by

Lowe to the WO, whereupon several FDIC retail credit experts reviewed the plan and found it
insufficient. [JJij wrote, “[a]s a result, you i1 have not established a sound basis for
underwriting such products consistent with safe and sound banking practices.” Therefore, the
FDIC requested that- either provide additional information to support its position by
January 31, 2011, or a plan to exit its tax refund related loan products by February 4, 2011. The
letter to [ ij was forwarded to Bair by Doreen Eberley (Eberley), Acting Deputy to the
Chairman. (Bair received it again from -a on January 22, 2011.)
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During her interview with this office, [ stated that the review team was made up of retail
credit card experts out of the FDIC. office, headed up by ] *° | said
-’s DI plan was sent to the office for evaluation because it is a credit card
hub and was experienced in credit data analytics. She believed that if-’s team did not
, they were sent data by to review and evaluate. As described above,

, and did not speak with, nor receive any information from,

When we discussed the short time frame for the review with , she was ultimately not
certain what they did to analyze [Jif’s r'an. Il stated that she concluded that
I s nian was inadequate based on the ||| lij D! p1an analysis. she confirmed
to us that she was the one who asked for the analysis. She said that she signed the January 21,
2011, letter telling [ ij that its debt indicator plan was inadequate. |Jjjjjffstated that she
would not have signed the letter if she had not believed in the analysis done by the |||l
- personnel. said that their conclusion did not surprise her because, again, the OCC
had determined that could not continue RAL lending in a safe and sound manner so how
could [JJli] do so? However, as described above, ||| [ 2o [ did not
conclude that the bank could not continue to offer tax refund-related loan products in a safe and
sound manner, yet [ so states in her letter.

In light of the nature and timing of the above events, it appears that [JJfj and the WO were

shaping the opinion that [Jj provided and that%j directed that a letter be sent to

rejecting its RALs underwriting plan before had provided his memorandum.

On January 25, 2011, CEO ] wrote to i}

This e-mail is to confirm my request of last night for additional time to respond to your letter...
which invites i - to submit additional information supporting our underwriting model
for refund anticipation loans (‘RALs’) by January 31, 2011. Five business days to prepare a
complete and thorough response is insufficient, and we therefore request additional time to
respond. We note that we are in the middle of the tax season, and in a few weeks, we will have
sufficient funding data to demonstrate that our underwriting model is indeed safe and sound...

We would also like to discuss further the analysis of the retail credit experts you mentioned
that led to the conclusion in your January 21 letter regarding the Bank’s underwriting
standards. We request that you provide specific information regarding their analysis so that
we may specifically address their concerns in our response.

I responded to [ on January 28, 2011, denying his request for an extension of
time to submit additional information supporting [ ij s underwriting model. Despite CEO
I s request, il did not provide additional information or support regarding the FDIC’s

% During [Jij interview with our office, she mistakenly thought the review was headed by but was
provided documentation which refreshed her recollection that the review was headed by
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review of [l s underwriting plan. She stated, “that clarifying data [that |JJjj mioht
submit] is far less important given the settlement discussions we’re undertaking at this point.”

was referencing a proposed written agreement between the FDIC and the bank that she
and CEO [ had been negotiating. The negotiation process is discussed later at Section
XVILI.

Nevertheless, [JJij submitted additional information with respect to its RAL program, on
January 31, 2011, without the benefit of the FDIC providing it any information as to what its
experts found lacking in its original plan. |Jfj. again, authored a memorandum to |l
dated February 2, 2011, after review of the supplemental information provided by ||l n
this memorandum he concluded that “[g]iven the uncertainty of the 2011 financial projections, it
is not possible to determine if the Bank can absorb higher RAL loss ratios and if the RAL
product is viable.”

Absence of an effective underwriting plan from - was ultimately the primary basis for
the FDIC’s NOC against the bank. See Section XXI. Finally, when |Ji|f’s model for the DI
was reviewed by FDIC’s Quantitative Risk Analysis Section, sometime around September 2011,
they found that the absence of the DI and the use of the bank’s “underwriting model” did not
expose the bank to an abnormal risk of loss. In fact, the bank’s default rate proved better than
predicted at approximately- percent versu' percent. See Section XXX.

B. The FDIC's Intention to Reject -’s and _’s Underwriting Plans

Conversations about how to reply to || lf’s p'an were taking place between the || il}
RO and WO as well as in WO Legal. On January 21, 2011, a discussion about how the DI letters

for || anc that would be similar to the one sent to [JJjij that day,
occurred among Lowe, , and - The FDIC prepared a form letter
of rejection for the RAL plans. On January 28, 2011, [JJj wrote
to “[h]ere is
the draft letter for the other two banks . It will need to be
somewhat conformed to each bank based on what they gave us.” , and -

, all suggested getting details from the RO before sending
out the letters. - wanted to ensure that the plans submitted by the banks had actually been

reviewed.

C. I s underwriting Plan
On November 1, 2010, [ sent the letter to [l reauesting that || provide a

plan to strengthen its underwriting process for RALSs in the absence of the DI. He alerted the
bank that the FDIC had concluded the bank’s May 15, 2009 Compliance Examination and that
the results would lead to a Consent Order because:
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...the Board has failed to exercise an appropriate level of oversight over the institution’s
nontraditional products that is commensurate with the heightened compliance, legal, financial
and reputation risks associated with the bank’s third-party relationships through which these
products are offered. Furthermore, you have not established effective monitoring and auditing
reviews that are sufficiently robust to assess the elevated risks associated with the nontraditional
products. The Board has also failed to provide the necessary resources and expertise to manage
and oversee the significant risks posed by the nontraditional products and the bank’s reliance on
third-party vendors. The Board’s lack of oversight and weak procedures have potentially led to
apparent significant violations... related to unfair and deceptive acts and practices...”

On November 15, 2010, [ li] attorney responded to the FDIC’s November 1, 2010 letter,
addressing a number of issues, including the loss of the DI. He stated:

Throughout ||l 20-p'us years of offering RALS, the DI periodically has been
unavailable for various reasons. During these periods, ||| has effectively
minimized the risk of non-payment even without access to the DI. For several reasons, -
I aticipates that, going forward, it will be able to continue to offer RALs in a safe and
sound manner. || is currently in the process of finalizing its revisions to the RAL
underwriting process for the upcoming tax season. However, the bank has already identified
several significant changes that will strengthen the RAL underwriting process. |G
intends to offer a reduced dollar amount RAL at a reduced cost of $20 or less. Moreover, the
bank will lend only to customers with a credit score of 650 or greater...

In fact, the RAL product that |||l intends to offer complies with the FDIC’s recently
developed small-dollar loan template, which FDIC devised to be a ‘best practice illustration of a
model for safe, affordable, and feasible small-dollar lending.’ ...[Including] a loan amount
under $2500, an APR of 36% or less, a term of 90 or more days, low fees, and the lender’s use of
the applicant’s credit report to determine loan amount and repayment ability...

I :ttorey went on to explain the benefit of the bank’s RAL program for unbanked
customers who “do not have checking accounts and therefore are unable to receive their tax
refunds electronically from the IRS within 14 days.” He stated,

...many unbanked customers who wait 6-8 weeks to receive a refund check in the mail may then
incur check-cashing charges in excess of the cost of the RAL in order to have access to their
refund. RALSs provide these customers not only with immediate access to necessary funds, but
also with access to professional tax preparers with no upfront fees or charges.

He concluded by requesting a meeting with the FDIC to discuss the bank’s RALSs underwriting

plan. The FDIC did not formally respond to letter but, as described later in this
report, the FDIC did continue its efforts to get to exit RALSs.
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D. I vnderwriting Plan

On November 3, 2010, Lowe sent a letter to || ilf s Board asking them for a plan to
strengthen the bank’s underwriting of RALSs in light of the loss of the DI. On November 17,

2010, e [ <" owe (e

bank’s plan to strengthen its RAL underwriting process in the absence of the DI and stated:

Some in the media, and many consumer groups, believe that the DI service provided by the IRS
in 2010 was the exclusive criteria used in the underwriting of RALs. In a recent letter to the
FDIC and the OCC, a consortium of consumer groups noted that 8.8% of the general population
show a ‘pending tax offset.” These groups go on to note in their joint letter that the absence of
the DI would result in loan losses of 8% or worse, given the 8.8% level of pending tax offsets.
The consumer groups worry that the RAL programs in the absence of a DI would be risky and
destructive given a presumed high level of charged off loans.

These consumer groups appear to lack experience in RAL underwriting and may believe that the
IRS’s DI service was the sole tool in underwriting RALs. The DI service is not essential to the
successful underwriting of RALs. In fact, tax year 2011 will not be the first time that RALs will
be offered without the IRS’s DI service. Most recently, the IRS removed this service from the
period 1995 through 1999.

He further stated that, “it has not been the practice of ||| to rety sotely on the
IRS’s DI service. In fact, the RAL criteria employed in the 2010 filing season consisted of over
120 different criteria, each of which had to be met in order for a RAL applicant to receive a
RAL.”

I - /<o cited a past product that the bank underwrote, prior to receiving the DI
information, that had a charge-off rate of less than- percent. With that product, the bank
looked to “attributes of the tax return, the taxpayer prior year tax return history, and data from
third-party services to determine the existence of government debt.”

The bank also performed an analysis to prepare for the 2011 tax season, reviewing applications
received in the 2010 filing season. It used this data to determine what the charge-off rate would
have been in 2010 without the DI. Without any additional credit-worthiness metrics or the DI in
place, the bank estimated its loss rate would have been low, at percent, on its 2010 RALSs.
The bank felt it could further decrease its loss rate to a range OL percent by
implementing risk mitigating measures including, but not limited to, lowering the maximum loan
amount from $7,000 to $1,800 and utilizing third-party services. A third party service that-
- proposed using was a CSC/Equifax tool originally developed and specifically marketed to
RAL lenders in the mid-1990s as a tool to provide debt offset information the last time the IRS
discontinued the DI. [l stated that this proven tool would be further supplemented
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with a “credit decisioning product” available from LexisNexis called “RiskView DI,” a product
also designed to be a predictive tool indicating the likelihood of an IRS debt offset.

By comparison, a credit card program, in banks of similar peer group size,” had much higher net
charge-off ratios than |l s RAL lending product. The table below presents comparison
of the net charge-off rates of peer group credit card programs versus the charge-off rates of the

RAL program supplied by ||| G~

| Peer Group 3 Credit Card

RAL Charge-Offs Net Charge-Offs

EC -
E -
EC -
o | —

Source: Uniform Bank Performance Report, for The

Years 2007-2010, Pg. 9, ey’s RAL charge-offs were
provided in analysis in a letter sent to the FDIC on November 17,
2010.

reviewed the letter submitted by [
, outlining bank management’s plan to mitigate increased risk due to the loss of the debt

indicator. Among the risks a loan product poses to a financial institution, | ij anatysis
highlighted underwriting risk, concentration risk, legal/reputational risk, and regulatory risk.
- identified the bank’s concentration of RALSs as a point of concern. He noted RAL loans
made up JJ]] percent of the bank’s total loans and [JJfj percent of its Tier 1 Capital as of
September 30, 2010, and that a concentration of nearly- percent is not reasonable. While an
unsecured loan portfolio of- percent represents a high concentration of the bank’s capital, this
concentration was subject to wide fluctuation. The bank’s outstanding RAL portfolio balance
would vary greatly due to the short-term nature of the lending product and the concentrations
would, of course, peak at the height of the tax season. - noted that poor underwriting
controls could lead to sizeable losses. He also concluded that the loss of the DI would likely
increase the default risk.*

¥ Ppeer averages are used in this report to provide the reader with context. Peer averages are not used to support

conclusions about CAMELS ratings, they simply provide the reader with a basis for comparison to other
financial institutions of similar asset size.

We acknowledge that open-ended loan products like credit cards are dissimilar from RALs, however, the FDIC
itself used retail credit card experts to determine the validity of the bank’s plan to substitute other indicators to
offset the lack of the DI and this analysis was offered by the bank.

Notably, several lines in the final paragraph of- memorandum were the same or similar to some of the

u i um.
language in memorandum
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As described above, to mitigate the loss of the DI, management planned to lower the loan limit
which would likely lower the concentration, or total asset size, of this portfolio. The bank would
have needed to greatly increase its production volume of these loans to achieve the preceding
years’ loan levels with the lower loan limits. The bank did not state it had plans to aggressively
market the product. The letter to the FDIC also indicated that the bank anticipated higher loss
ratios and would fund the allowance for loan and lease loss account accordingly. This proactive
measure required management to budget for higher losses from the lending program directly
impacting the bank’s income statement.

The letter from | ilj indicated that the bank used 120 different criteria to evaluate the
viability of each RAL. We did not identify subsequent requests by the FDIC for additional
information to determine what these criteria were. It is not clear from | anatysis
whether he considered these criteria.

- did not suggest that the bank would be unable to minimize losses through its plan
provided to the FDIC. He merely outlined the facts and stated that, ultimately, the bank and the
FDIC were unable to know if the measures the bank planned to implement would mitigate the
increased risk due to the loss of the DI.*°

When we spoke with [JJJij as a part of this Inquiry, he told us that while |||l s p1an
projected higher losses, controls were in place. He stated that he did not conclude that the bank’s
program was unacceptable nor that its RAL program constituted an undue risk to the bank. He
went on to say that he in no way concluded that || if could not offer RALs in a safe
and sound manner. To the contrary, he stated that he believed what || ilij proposed in
its November 17, 2010 letter appeared to be reasonable.

On February 3, 2011, Lowe sent correspondence to | i stating that the bank needed to
terminate its RAL program. Excerpts from the letter are outlined below.

...you have not established a sound basis for underwriting such products consistent with safe
and sound banking practices. Other defined weaknesses, relative to RAL lending, include:

= An absence of a formally approved written policy for this line of business;
= Insufficient monitoring or oversight of training for third party vendors; and,

= A limited scope audit review.

" per the FDIC Risk Management Manual of Examination Policies, “a forward-looking supervisory approach that

identifies and seeks to correct objectionable conditions requires serious thought and a balanced response by
examiners. Critical comments must be well supported and based on facts, logic, and prudent supervisory
standards. Although examiners cannot predict future events, they should consider the likelihood that identified
weaknesses will cause material problems in the future, and consider the severity of damage to an institution if
conditions deteriorate.”
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If you believe there is a basis upon which we should reconsider this conclusion, you should
submit information in that regard by February 9, 2011.

As discussed above, we have concluded that the- cannot continue to offer tax-refund
related loan products in a safe and sound manner. Therefore, please submit to us, by February
11, 2011, a plan for discontinuing this product which will provide for a prompt exit from the
program. Failure to do so could result in the pursuit of supervisory and enforcement actions
against the j including enforcement actions under various subsections of 12 U.S.C. 1818.

The outcome was of interest to the FDIC’s top executives and the Chairman’s office. On
February 7, 2011, emailed Lowe copying [JJij and ]l asking for “...status of
| Bl , including the dates that docs were sent to them. Need it asap for
discussions at Chmn’s Policy [meeting].” Lowe provided the information.

On February 9, 2011, with the continued pressure on banks offering RALs, |||l wrote to
Lowe stating that the bank would discontinue offering RAL products “after the 2011 tax season,
which ends April 21, 2011.” ||l stated that he hoped this letter would “further
evidence” the bank’s responsiveness to each and every request made by the FDIC. Following
this correspondence, |l exited the RAL business as promised.

XIV. The Chairman Raises Questions about RALs and -

On August 4, 2010, the day before the IRS announced the end to the DI, there was a
” scheduled by the Chairman’s office. Required attendees included Bair,

had sent a letter, on July 2, 2010, to the FDIC’s Office of the
Ombudsman complaining about the delay by the FDIC in issuing ’s 2009 Compliance
ROE. A copy of his letter was sent to Bair. Following the meeting, circulated to

I ¢ o, copying Bair e

Chairman’s questions and requests from the meeting. They were as follows:

1. “What is our strategy regarding RALs — eliminate RAL or get the cost down?”

2. “What are the total fees and APR for the bank’s RALs? Would like a break down.”
3. “How much of their revenue comes from RAL?”
4

. “What’s the OCC doing? Do they have any banks that offer RALs? Copy of the policy
on RAL”

“Does the Fed have any banks that offer RALs?”

6. “What happened at the 2009 exam? Why did it take so long? Status of the bidder list
issue.”

o
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7. “Need detailed, point-by-point response letter to [Jjj s letter.”

Taking number seven above first, || emaited Lowe, copying || G
I fo!lowing the meeting with the Chairman. She stated:

We had the briefing with the Chairman today. She suggests that we prepare a point by point
response to [} s letter to set the record straight. |G T 2!
had a discussion on how to best to do that. One idea was since you were copied on the letter
perhaps you should send your response to OO [Office of the Ombudsman] as well; however, |
think we will need to run it by the Chairman’s office prior to sending it. Please prepare your
response.

By August 10, 2010, Lowe had drafted a memorandum to ||| providing a point-by-point
response to CEO [JJJf s letter to the Ombudsman.

On August 11, 2010, Legal sent draft responses to questions and requests posed by the
Chairman about RALs, which were reviewed by i} and . o =

There were a number of points of contention between Legal and DSC with respect to how to
answer these questions and requests. Most of the disagreement centered around numbers one
and two avove. | ' o I T
understand that in response to item #1 (RAL strategy), DSC intends to indicate that its overall
strategy is to end RAL programs at our banks. We wanted to confirm that this is different from
our agreed upon strategy for || ilij. 's it your understanding that for || i|§. both DSC and
Legal agreed that we should take a global settlement approach that limits and caps-’s
RAL program, but does not require them to exit the business?” [ had written earlier that
day to- and others, “Thanks for the feedback. | understand your edits to #1; however,
DSC senior management’s goal would be to get them out of the business. | will have to get
approval up the line before I submit.” Legal and DSC also disagreed about how to express the
total APR and fees charged by the bank as well as the total number of transactions.

On August 16, 2010, - provided Legal’s response to the Chairman’s items numbered two and
four above. It was determined that- appeared to be in compliance with all but one of the
factors, reviewed by examiners, listed in the February 2010 OCC Guidance on RALs. Legal also
compared APR and fees charged by i to FDIC’s FIL on Affordable Small-Dollar Loan
Products, FIL-50-2007. ‘| fif s 2010 RAL program has an APR of approximately 24
percent. The FIL does not set specific caps on interest rates but does encourage small dollar
credit with APRs of less than 36 percent and low fees.” |JJij's fee was $30.00. This
analysis was forwarded to Bair on September 22, 2010.

On September 3, 2010, | lisent [l responses to the Chairman’s questions and requests
but did not directly answer question one. On September 14, 2010, [JJJilj emailed |

B B :d others, copying [ that “[w]e have sent all the information the Chairman
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requested to [l This response, along with a point-by-point response to CEO
I s letter to the Ombudsman, was forwarded to Bair by [JfJj on September 22, 2010.

XV. Downward Adjustments to Supervisory Ratings

The FDIC is the primary federal supervisor for all state non-member banks. For these
institutions, the FDIC performs risk management (safety and soundness or S&S), Trust, Bank
Secrecy Act, Anti-Money Laundering, Information Technology, Compliance, and Community
Reinvestment Act (CRA) examinations in cooperation with state banking regulators. Most state
banking agencies participate in an examination program where State and FDIC examiners
perform examinations (depending on asset size and risk) on an alternating basis. Larger banks
are usually evaluated during a joint examination by State and FDIC examiners.

The outcomes of the FDIC’s S&S examinations are expressed in both component and composite
ratings. The component ratings are known as “CAMELS.” CAMELS stands for Capital
adequacy, Asset quality, Management practices, Earnings performance, Liquidity position, and
Sensitivity to market risk. Each component, and an overall composite rating, is assigned a rating
of I through “g”, with I representing the least regulatory concern and I representing the
greatest concern. These ratings have consequences for the subject financial institutions. Some
of the applicable consequences for the lower composite and CRA ratings received by-
and [l as discussed in depth below, included, higher assessments of insurance premiums
paid by the banks to the FDIC; litigation costs associated with ratings appeals, consent order
negotiations, and notice of charges; civil money penalties; loss of ability to expand by opening
new branches or purchasing failed institutions; and, ultimately, the loss of revenue generated
from the product that they were forced to abandon in order to receive ratings upgrades. Given the
severity of some of these consequences, the transparency of the ratings process is key.

To that end, and prior and unrelated to this Inquiry, the OIG conducted an audit entitled FDIC’s
Controls Over the CAMELS Rating Review Process, issued August 2008 (AUD-08-014). The
OIG recommended that the DSC revise the Case Manager Procedures Manual to require that
changes made to EIC-proposed CAMELS ratings in any draft ROE be centrally managed by
DSC, including tracking, monitoring, and maintaining the documented justification and approval
for changes.

DSC generally agreed with the OIG’s findings, but offered alternative corrective actions,
including formalizing the guidance to staff on the required method for documenting unresolved
differences related to final CAMELS ratings and developing a method to track those instances.
Depending on the ultimate content of the DSC guidance, the OIG agreed that DSC’s actions
could substantially meet the intent of our recommendation to help ensure process integrity and
transparency. Additionally, the OIG believed that there was value in maintaining a record when
there were changes to an EIC-proposed rating, even when the EIC did not ultimately contest that
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change. The OIG also suggested that DSC consider requiring a record of differences in
CAMELS ratings between EICs and management during the course of formalizing its guidance
in this area.

DSC issued a memorandum entitled “Documentation of CAMELS Rating Changes During the
Report Review Process for Risk Management Reports of Examination,” on July 22, 2009. DSC
developed a feature within its system of record for examinations, known as ViSION, to address
the recommendation. ViSION’s Supervisory Tracking and Reporting module captures any
CAMELS rating change occurring during the review process where the EIC did not concur. For
any such change, the reviewer will answer the “Ratings Difference with EIC” question with a
“Yes,” which triggers a new “Ratings Comment” tab to become available for input. The
reviewer then provides a succinct factual justification in this tab to include the following:

= The specific preliminary rating(s) changed;
= Reason(s) for the change;
= Date the change(s) were discussed with the EIC; and

= Acknowledgement of EIC disagreement.

The Regional Director, or designee, is responsible for ensuring the accuracy of the data input
into these data fields. The guidance also stated that staff should discontinue the prior practice of
documenting rating changes in the ROE and its Confidential Supervisory Section. Upon issuing
the new guidance, no updates or changes were made to the “Case Manager Procedures Manual.”
Section 3.1-1 of that manual still reads:

If a CAMELS component or composite rating change is considered, concurrence of the EIC
should be sought. If the EIC concurs with the change, the new rating should be reflected
throughout the report as well as on the Summary Analysis of Examination Report (SAER). If the
EIC does not agree to change the originally assigned rating, Case Managers (with approval of
the Regional Director or designee) will draft a memorandum to the file to support the rating
change, with copies to the EIC and Field Supervisor. The new rating should then be reflected
throughout the report and on the SAER. Bank management should be informed of the change
prior to transmitting the ROE to the bank.

As a part of this Inquiry, and since the inception of this guidance, we identified two instances
where the CAMELS composite ratings were changed from the EIC’s proposed rating. We
reviewed the 2010 S&S ROEs for [ij (August 30, 2010) and I (October 25,

2010).* Both of these institutions were supervised by the FDIC’s RO, led by Regional
Director Lowe. As part of this Inquiry, we interviewed the EICs for the and ||
s&S examinations, ||| GGG 2 . csoectively. Each told

41

Dates of ROEs reflect the date the examination began.
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us that their original ratings were lowered by management and that they disagreed with the lower
ratings. We found ViSION reflected that ||| | . I cid not agree with the
CAMELS ratings changes, although ViSION did not contain all required information prescribed
by the aforementioned memorandum on documentation of ratings changes. For

however, there was no documentation noting ’s disagreement with the CAMELS
changes. Equally, neither the [l nor ROEs reflected the changes nor did we
uncover memoranda supporting the ratings changes as required by the Case Manager Procedures
Manual.

For the August 30, 2010 5&S ROE, | s disagreement was noted in ViSION

by now-retired . OnJanuary 25, 2011, wrote to

I , and explained that
if an examiner disagrees with the ultimate rating for a bank examination, as the EIC did with
I 2 comment, so stating, must be included in ViSION. i offered proposed
language reflecting the EIC’s disagreement with -’s ratings and asked “[i]s this
innocuous enough?” The Ratings Comment section reads as follows:

The EIC originally submitted a proposed rating of 112112/2, and after considering the impact of
the RAL program, and the serious, material, and continuing concerns identified in the recent
Compliance exam, the bank’s earnings and liquidity components were lowered to a 2, and the
composite was lowered to a 3.%

As noted above, the guidance also requires the date the changes were discussed with the EIC,
and that the acknowledgement of the EIC of his or her disagreement be entered into the system.
did not include those points of information within the Ratings Comments tab in ViSION
for the August 30, 2010 S&S ROE. During an interview with OIG staff, |||}
stated that he agreed with ’s original ratings but made changes as directed by
: -n stated he rarely made changes to examinations and the direction from
was also atypical.

For the October 25, 2010 ||l s&S ROE. |l had originally proposed a ‘§”
composite rating with which his compliance examiner counterparts agreed.** When interviewed

as a part of this Inquiry, his acknowledged that he had

authorized to report the “§” rating to the bank, which did. However, after comparing
the pendingL S&S ROE with the recent 2010 s&S ROE, i} determined
that a “fJ” rating was likely more appropriate. Then, ‘directed I to change the
composite rating to a “@” due to the issues identified in ’s May 15, 2009 Compliance

42

As discussed below, the State gave |Jj @ composite " at this S&S examination. On January 18, 2011,
- wrote to [JJ]] that the findings by the State were “substantially similar to our S&S Report except for the
rating.”

2 Email from- to-- and- December 7, 2010.
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ROE (completed on December 29, 2010),* and the potential risks with RALs.* This was also
implied in a January 20, 2011 email from || to [ and [ where he stated, “we
will need a major rewrite on [ i)~ 1t is important to note that at the time that examiners
and first-line management proposed a composite “2” rating, they had full access to
information from the ongoing | l)j Compliance Examination, had conferred with
examiners on the Compliance Examination, and were aware, as discussed below, of Lowe’s
instruction to staff to fully consider the finding therein.

told [ that Lowe had made the decision to lower the rating to a ‘| but
felt that these changes were also influenced at a higher level within the FDIC. also
directed to identify additional risks and include language in the ROE to support the lower
rating. .made the adjustments but, in hindsight, the composite ' was in ’s
words, “hard to swallow” and it appeared to him that the ROE was used to get. out of
RALs.

The Examiner “Ratings Difference with EIC” question read “No” within ViSION for the
October 25, 2010 |l S&S ROE. This response indicates that the examiner agreed with
the final CAMELS ratings issued to the bank. However, when interviewed by our office, the
EIC for the examination, [JJj. and his Case Manager, - both stated that the EIC
disagreed with the final CAI\/IELS ratings issued to made his disagreement
known to both [Jjij and . Despite the requirements in
the Case Manager Procedures Manual, did not document ’s disagreement but
believed the EIC’s verbal disagreement constituted [JJJjJJj s “contesting”*® the rating. Ultimately,
I -cknowledged the difference of opinion but did not document it in ViSION.

For both | anc . our review of the 2010 S&S ROEs found that changes to the
EICs” work were not limited to the ratings. Changes, made by Case Managers, included
additional commentary about the findings from the most recent Compliance ROEs for each
respective bank, as well as altered verbiage to support the lower CAMELS ratings. For example,
where an EIC described liquidity as “strong,” it was changed to “acceptable.”*" In the interviews
with examiners and supervisory staff, all described the changes as necessary to comply with
-’s direction that the composite CAMELS ratings be lower for the two banks. However,
every one of these individuals believed this direction was driven by someone in a more senior

“ I oxvlained that it was typical for him to talk about S&S examination findings with his counterpart in

Compliance, who was ,in the case of [Jij- He recalled that
I hac been comfortable with the " composite submitted by-

See Appendix 6 for additional detail regarding this Compliance ROE.
The August 2008 OIG report recommended DSC maintain a record when there were changes to an EIC-
proposed rating, even when the EIC does not ultimately contest that change. The guidance DSC issued does not
address what constitutes an EIC “contesting a change.” This should be clarified or management should simply
document any change, whether contested or not.
7 . . .

For a more comprehensive list of changes, see Appendix 4.
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position and potentially in the WO. None of these interviewees knew the identity of the source,
and [} dectined to be interviewed by our office.

As discussed in more depth below, their instincts were correct. The WO was influencing the
downgrades.*® The details of the examinations follow.

A. The FDIC's Downgrade of i in the August 30, 2010, &S ROE - Completed
October 1, 2010

The August 30, 2010, [JJli] S&S ROE cited many of the violations previously identified in
the bank’s October 19, 2009 Compliance ROE.*® The S&S ROE identified the continued
presence of a deficient consumer compliance program as a serious regulatory concern. The S&S
ROE noted -’s Board also needed to develop a comprehensive strategy to minimize the
risks associated with the bank’s Tax Refund Solutions (TRS) program. On the other hand, the
S&S ROE documented significant capital improvements within the bank and strong asset quality
(despite an increase in the volume of adverse classifications), and noted that earnings were
strong and benefited from the favorable performance of the tax refund division. Additionally,
the S&S ROE stated earnings from traditional bank activities declined, but || jill’s
performance remained at a satisfactory level. The S&S ROE noted liquidity was acceptable, and
sensitivity to market risk was moderate, but suitably managed.

After the overview of the bank’s condition, the S&S ROE discussed the results from the most
recent Compliance ROE. The report discussed the ‘I Compliance ROE rating and the “Needs
to Improve” CRA rating. Given these findings, the S&S ROE addressed the proposed Cease and
Desist Order that would be issued pursuant to Section 8(b) of the Federal Deposit Insurance Act.
The FDIC presented the proposed Consent Order to the Board on November 18, 2010.%° The
proposed Consent Order contained provisions addressing the bank’s RAL product, strengthening
of the bank’s CMS, and restricting the expansion of third-party relationships.

The S&S ROE stated that the continued presence of an unsatisfactory CMS, and the lack of a
comprehensive strategy to minimize risks associated with the TRS program, were significant
supervisory concerns. Further, substantive violations of a repeat nature reflected negatively on
the abilities of management to comply with consumer protection regulations and guidelines.
These compliance issues resulted in the S&S ROE Management component rating of- We
asked Lowe if [ ] deserved a ‘§” management rating. Lowe said “no,” though the bank
was on the borderline, he could have made a case for a ‘g’ in management.

*® When we interviewed Chairman Gruenberg, as a part of this Inquiry, we asked if he had ever heard that the

2010 S&S examinations for- and were downgraded based on input from the WO. He stated
that he did not recall. When we asked a similar a question, he stated that he does not know
what happened and cannot recall today.

See Appendix 5 for additional detail of [ fl|f's supervisory history related to RALs.

When a bank agrees to stipulate to the provisions of a Cease and Desist Order it is often referred to as a
Consent Order.

49
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The S&S ROE included a section dedicated to discussing the loss of the DI, outlining the
increased risk this posed to the bank, and encouraging management to carefully assess these
risks. As discussed above at Section XII1I, bank management was attempting to develop a plan
that would address the loss of the DI in the underwriting process. This plan included offering
smaller loans, minimizing concentrations in these products to mitigate the risk identified by
examiners, and using alternative tools like LexisNexis.

The S&S ROE described |JJif’s earnings performance as “currently favorable,” qualifying
that the bank may not be able to sustain this positive trend should the bank’s TRS business
decline, or management fail to develop an acceptable DI model. - experienced a
significant increase in earnings from the June 30, 2009, Return on Average Assets (ROAA) of
- percent to June 30, 2010, where ROAA Was- percent due to increased earnings
produced by the TRS operation. The S&S ROE noted, “[e]xcluding TRS net income and
average assets, the bank-only ROAA is calculated at- percent for June 30, 2010” which was
above the peer average of- percent.”

I had strong financials, out-performing its peers in many categories. The table below
compares [l to its peer group as of December 31, 2010 (when ] was a composite
[l -rated bank).

Kev Ratio | Peer Group
y 12/31/2010 12/31/2010

Return on Average Assets

Net Interest Margin
Tier One Capital
Net Loss to Avg. Total Loans

Net Loss for Loans to Individuals

Net Loan Growth
Source: Uniform Bank Performance Report for-

The FDIC and the State of | (State) jointly conducted the August 30, 2010 S&S
Examination. However, the FDIC and the State issued separate ROEs because they could not

agree on an overall composite rating , rated
a composite I while the FDIC rated the bank a composite ‘Q.” told us that

such divergence in ratings between the FDIC and the State is unusual.
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B. Relevant FDIC Internal Communications Regarding the [Jij Avgust 30, 2010
S&S ROE Downgrade

On October 1, 2010, wrote to i regarding the August 30, 2010 S&S ROE.
“We’ve about beat this report to death as it’s been censored, reviewed by the State EIC, and
reviewed by the FOS [Field Office Supervisor]. I’m not quite sure if it still says what |
originally intended...”

That same day,

emaite Lowe, I =i, NN

and others complaining about the recent Compliance Examination. Bair
what the status was and “[a]re there problems beyond RAL accounts?”

confirmed that the issues || i raised “emanate from the RALs” and that the next step
would be either a Consent Order or Cease and Desist Order. Later in the month, on October 12,
2010, a “Refund Anticipation Loans Bank Follow-Up Briefing” was scheduled by the

Chairman’s office. The required attendees included: Bair, ||| | GcNGGGEG
I - I
I took notes at the October 12, 2010, meeting and listed the attendees as Bair,
and [l According to [’ notes
Bair asked, “[d]oes it make sense to force them out of this business? Regardless of product
cost? Are we still helping consumers if we kill this product?” [JJjjj noted that replied,
“yes, IRS is going to get refunds [to taxpayers] in 5 days...” (ellipse original) also wrote
that Bair stated, “[w]ill support if you want to drive them out with an impossible standard. I’ll
support. [But this isn’t a product | want killed at this price.]” (brackets original)

On October 19, 2010, there were field-level discussions about the fact that the State and the
FDIC would be issuing concurrent ROEs on [ rather than a joint ROE due to
disagreements on ratings. Those discussions continued with the WO the next day. Lowe
emailed i}, copying | and [ (and uttimately forwarded to ||
explaining there was a discrepancy between the State of || i)j and the FDIC’s proposed
CAMELS ratings. “In discussions thus far, the state has indicated they are leaning towards a
‘I’ on the management component, and a I composite. We continue pressing that the
ongoing compliance related issues must be considered, and warrant a I on management, and
a |’ composite.” | responded by questioning a “§|” composite rating. “JJ. 1’ve
been thinking about this all day today and am worried about the thought process. The CP
[Compliance] rating Wasl, right? And we’re about to finally issue an order and likely litigate.
Thelhas to be somehow reliant on financial results of a major business line that we know is
a threat to the bank.” Lowe then explained the basis for the I composite rating as follows,
“[t]he overall composite of I for risk management is based on several factors, including the low
level of classifications, above average capital posture, and favorable liquidity and funding
position. The bank’s earnings are far above peer, and as expected, approximately ||l are
derived from ERO related activities.”
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Between October 29, 2010, and November 1, 2010, ||| | | I 2n¢ Lowe exchanged
emails. [l wrote. “1 am concerned that our safety and soundness exam is once again
being sabotaged at a higher level... This has happened to us too many times, most recently with
the Compliance and CRA Exam.” Lowe responded that the “examination team is considering
facets of the findings from the Compliance Exam in their conclusions,” and the impact of
elimination of the DI on || lf RAL underwriting.

Despite examiner objections, [l was uttimately given a ‘| composite for its August 30,
2010 S&S ROE. When interviewed by our auditors as a part of the Audit, Lowe told us that
I s composite rating probably should have been a ‘" in that ROE. Moreover, and as
referenced later, the fact that the final composite rating for the August 30, 2010 S&S ROE was
not what the EIC had initially proposed was known in the WO. [JJJj wrote in notes dated
January 14, 2011, “[a] review of ROE(s) would show the findings are considerably less favorable
to the bank than what [the] EIC proposed.”

about these notes and he stated that he wrote the
notes in anticipation of briefing r. He said that the notes were an expression of his
concerns about the litigation with . [ to1d us that he felt he needed to make
I a2 of the changes to the exams because, if the case made it to a hearing and an
examiner was put on the stand, the examiner would be asked what the original rating was and
why the exam rating was changed, and the examiner would have to answer. [JJJJjjjjjj stated to us
that he was certain that he had been told that the exams were going to be seriously downgraded,
but he did not recall exactly why. [JJij further stated that the meeting with ||| was
to inform him that FDIC Board members — Bair, Gruenberg, and- — were involved in the
case against : - explained to us that typical case issues did not usually go beyond
he and and he wanted to make sure | i knew that this case had the interest of
other Board members. - told us that most enforcement actions before the CRC only occur
at staff level and to have more than |||l involved was unusual.

As a part of this Inquiry, we asked

Also on January 14, 2011, in an email discussing draft briefing bullets for the Chairman, -
wrote to [l and [ copyino . “[a11so. is there any way we can get in the point

that discovery may well allow prior and contradictory exam reports in the case which could

prove to be potentially embarrassing given the bank’s supervisory history?” Equally, ’
notes from a February 7, 2011 meeting with ,and
others reflect that [ told this group that “[i]n the review process, the rating was changed.”

C. Review of Revenues, Volume, and Charge-Offs

The WO continued to try to develop other potential issues with the RAL programs at [ as
well as those at | 2o [l On Friday. October 22, 2010, and Monday, October

25, 2010, the RO and Field Offices, through Lowe, provided information, on short
notice, about what ’s financials would look like without ERO revenues, to [
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and [Jil]. Based on the ROAA for as compared to its peers, | toid
it “certainly supports a ‘1’ [rating].” later wrote to [JJj «-..it certainly shoots

down the claim that income from traditional bank operations doesn’t compare favorably to peer.”

On October 26, 2010, Lowe instructed - to have his staff prepare an analysis on the
volume of RAL loans for the three RAL banks for the previous three years, including the amount
of charge-offs incurred and the funding mechanisms for the loans. On that same day,

wrote to [JJij “Big trouble in || l] - with a capital T that rhymes with DC that stands
for.......... ” (ellipse original). The work was completed on October 29, 2010.

provided Lowe with a summary outlining the funding strategy for the RAL products offered by
the three banks. - attached data on the volume and charge-off percentages from the
banks’ RAL portfolios (see chart below):

I— T E— —
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Essentially, all three banks’ gross charge-offs as a percentage of loans were very low. Neither
nor charged-off over one percent of their RAL portfolio from 2007 through
2010 and stayed under one-and-a-half percent during the same timeframe.

D. Il Consent Order Addressing Both Compliance and Safety and Soundness
Concerns

Language for the proposed - Consent Order (the Consent Order), that addressed the
bank’s purported S&S and compliance issues, was revised over time and reviewed and edited at
the highest levels of the FDIC. On September 14, 2010, [jjjjfjemailed ,
I and others, copying [, and asked, “what are the next steps for moving toa
resolution... E.g., do we need to go back to the Chairman for something?... Do we need to talk

to || or the CRC? Other?” | reptied to all:

The RO is meeting with the bank this morning to discuss what is in the report... After the
meeting today, we will get together and come up with a timeline for next steps.

We have sent all the information the Chairman requested to || l]. ' have a meeting
with him a[t] 1:00 and will determine if we need to meet with the Chairman again.
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| do believe we need to discuss a global settlement with ||| l]; however, we didn’t have
time at the last meeting...

On October 19, 2010, the same day that the OCC issued its supervisory letter to- regarding

RALs, |l Wrotew stating, ‘| vvou1d like another meeting on RALSs as

soon as possible.” replied that he would like to include- in the meeting and copied
her. | responded just to . <1 think || ' I - the
[ Consent] Order wasn’t as strong as he thought.” The meeting with the then-Vice
Chairman was scheduled for the next day. That day, on October 20, 2010, [Jjjjj emailed
B conying and others stating, “Marty [Gruenberg] has requested to
meet with me and . They’d like to be briefed on our proposed corrective Order on

B also stated that they wanted to be briefed on [}

On October 25, 2010, || G - - met regarding the

Consent Order and other RALs issues. According to ’ notes from the meeting,
mported that he and [JJij had met with JJijj and Gruenberg and that Gruenberg
“thought the [draft] order [as written] would provide a pathway to stay in RALs,” and - told
- “that we expect the set of events to cause them to get out of the RALS business — e.g.
since ‘Debt Indicator’ will no longer be available from IRS.”

On October 26, 2010, | emaited I and [ cooying ] With respect to the

- proposed order, he opined, “I continue to have trouble seeing a legal basis for the FDIC
to tell banks, and tax preparers, how much they can charge in fees — which are disclosed, and
which are avoidable if customers go through other providers. To me, that counsels against a FIL,
as well as raising serious issues about any order provision that tries to do this.”

I :ppeared to share [l concerns and relayed them to the Chairman on November
10-11, 2010. “[There has been] a big change from the proposed [[Jij consent] order that
was presented to you at briefing last month.” He went on, “I’m not sure what the legal basis is
for these provisions. The only significant weakness identified at the last compliance
examination (which started in June 2009 and was closed in October 2010) was inadequate
oversight of third parties.”! He highlighted the particular changes that had been made:

The proposed consent order now contains a provision requiring the bank to submit a “risk
management plan’ for managing risks associated with the bank’s RAL program to the [}
Regional Director. The consent order prohibits the bank from making any RALs ‘unless or until’

51

It is significant that prior to becoming a ,- had been with the FDIC in
various capacities since 1989 and is well-qualified to opine on supervisory topics. He served as

He moved to
. While on detail, he met Chairman Bair, who asked him

headquarters when asked to come for a detail by
to join her staff.
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the risk management plan has been approved by the ||| G ' adition, the

proposed order stipulates that the bank’s pricing for RALSs ‘is appropriate,” as deemed by the
Regional Director.’

The next morning Bair responded via email, “if we are making an issue out of pricing, it needs
to be tightly connected to their inability to access info from Treasury about whether there are any
liens on the refund. 1 do not want an order which in anyway suggests that we are imposing rate
regulation. I also do not understand why we are imposing a hard stop in November. They told
me months ago, they were going to let them phase it out. Why the shift?”

- replied to Bair, in part, “I’m puzzled by the shift and the extreme sense of urgency now.
After all, this exam has been in process for 1 %2 years. Legal and DSC staff have told me that

and || 2ve been pushing for [a] more stringent order, and now
that is no longer offering RALS, they want all three of our banks out of the RAL
business ASAP., told me yesterday that DSC wants to have a hard stop as
soon as possible before the next tax season starts.”

Pearce also recalled, during our interview with him, a discussion on November 11, 2010, about
RALSs during which told him that- and Gruenberg wanted the FDIC banks to stop
offering RALs.> l(plained that he believed their rationale was that banks offering RALs
were declining in number, and the last national bank engaged in the RAL business, was
told to stop offering the product by the OCC. That left the FDIC with the only remaining banks
still in the RAL business.

It is noteworthy that [Jflj sent Bair a copy of the drat [Jj Consent Order and included a
portion of the text in an email for her to review specifically. The text was as follows:

Unless and until the Bank has implemented a Risk Management Plan acceptable to the Regional
Director, effective immediately, the Bank:

a. is prohibited from making or issuing any new RALS;

b. shall reduce the number of Electronic Refund Originators (EROs) in its Tax Refund
Services (TRS) program to the number of EROs under contract for the 2010 tax
season, which covers the 2009 calendar year; and

c. shall not add any new or replace any existing, Electronic Refund Originators, tax
service companies, or any tax service providers.

> - told us that then-Chairman Bair made it known in a meeting that she did not like RALs, but that she
was not telling DSC what to do. ] said that Bair told staff to do what they needed to do. | a'so told
us that then-Vice Chairman Gruenberg did not like the RALs product.- stated that DSC was under the
impression that FDIC Board members wanted the banks out of RALs. He further stated that neither Gruenberg
nor- directly voiced to him that they wanted the banks out of RALS; rather, it was more of a feeling he got
from them.
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Bair took up the discussion of the wording of the [ Consent Order, on November 11,
2010, with [JJlj- She wrote:

I’m confused about the order. If we are making an issue of pricing, it should be tied to their
inability to get the relevant info from treasury to price. | don’t want any suggestion we are
imposing a ‘rate’ regulation. Also, I’m not sure I’m comfortable with the hard stop on all
RALs. The original plan was to do a phase out. Why the shift? The financial impact will be
huge. And we are late in doing this.

- responded, in part, copying- “The order stops them from making RALSs until they
have a comprehensive plan dealing with all aspects of the program, which includes underwriting,

funding and compliance.” Bair replied to [ and [l

...I am comfortable with a safety and soundness order tied to insufficient third party
management and inability to price because of lack of all needed info from Treasury.> You
bring in the small dollar loan guidance, it muddies the waters and makes us vulnerable to
charges of rate regulation which we don’t have legal authority to pursue. The guidance relates
to when a bank can get CRA credit. Banks can make higher rate small dollar loans and do. We
don’t have the [legal] authority to stop them based merely on rate.

- responded that the draft order “doesn’t expressly limit fees... Rate and fee issues
ultimately need to be addressed if we are discussing an exit plan/settlement with the bank for
2011 after the initial Stip is presented to them.” Bair responded by citing a section of the draft
order that read “establish policies and procedures to ensure that the Bank’s pricing schedule for
its Tax Refund Solution (TRS) products, which include RALSs, together with other document and
processing costs connected to the Bank’s tax refund services is appropriate, as deemed by the
Regional Director.” - stated he was willing to remove the word “appropriate” from that
section “as long as there is a common understanding that any exit plan for 2011 would limit fees
to 2010 levels.”

Bair then forwarded the chain to [ asking him to “[p]lease advise.” [ responded,

I recommended omitting this provision from the order. | don’t think we’re in a legally defensible
position when we start dictating what is an appropriate price or rate. ||| raises
concerns about potential UDAP>* issues. Examiners did not identify any UDAP violations at
the most recent exam or any previous exams. Also, while the revised order is focused on safety
and soundness, the most recent safety & soundness exam resulted in a composite 2 rating and

> As discussed in section XIII A, a NOC based primarily on perceived safety and soundness concerns due to the

lack of the DI was ultimately issued to [Jj on February 9, 2011.
“UDAP” is an acronym for Unfair, Deceptive or Abusive Acts and Practices that are violations of Section 5 of the
Federal Trade Commission Act. 15 U.S.C. § 45.
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the safety & soundness examiner-in-charge reportedly informed || ij board members
that the bank’s condition had improved or stayed the same as the previous examination.>

Again, at this time, - was the Chairman of the CRC. Legal and DSC had sent a
“Recommendation to Pursue a Consent Order and Order to Pay a Civil Money Penalty”
memorandum regarding [ to the CRC on November 5, 2010. Legal and DSC then
presented the Consent Order to the CRC on November 15, 2010, just a few days after
e and‘ were crafting its language. The CRC “by a unanimous vote, expressed no
objection to DSC pursuing the Stipulated Consent Order and Civil Money Penalty [against
I s reouested.” As with i involvement in the rejection of [ l| RALs
underwriting plan described above at Section XIII, involvement in drafting the ||l
Consent Order would seem to call the independenc& as Chairman of the CRC and the
CRC process, in this instance, into question.

On November 12, 2010, - wrote to Bair, “FY1 - The revised order is much better than the
previous version. Thanks!” He forwarded the revised Consent Order and memorandum on
I 2nd noted revisions made. Lowe sent the Proposed Consent Order to

Board on November 18, 2010. The language on pricing that Bair was concerned about had
been removed. However, the call for immediate exit remained.

On November 3, 2010, just two days before staff submitted their memorandum to the CRC in
favor of issuance of || i first Consent Order and a CMP of $50,000, |l issued a
Regional Directors Memorandum changing the matrix used to calculate CMPs.”® The CMP
matrix is found in Chapter 10 of the FDIC’s Formal and Informal Action Procedures Manual and
uses weighted factors to assist supervisory staff in deriving a dollar amount range for a CMP.
I cic not update the manual, however, on November 3, 2010. Instead she sent a
Regional Director Memorandum entitled, “Instructions and Matrix for Civil Money Penalties
Against Institutions” to the field. In the Regional Director Memorandum, || i increased
the weights of certain factors in the matrix that would lead to higher CMP amounts where those
factors were present. She also added other factors including, “weaknesses in the bank’s third-
party oversight that cause harm to consumers or the institution” and *“a violation or practice that
subjects the insured depository institution to substantial reputational risk or causes substantial
harm to the public confidence of the institution.” Using this harsher guidance, staff calculated a
range for |} CMP of $15,000 to $25,000. However, according to the memorandum to

- was correct that a “2” composite rating for the August 30, 2010 S&S ROE was originally reported to the
bank. However, as discussed above, this was later changed to a ’I" composite.
This change went through the CRC process. The agenda from the June 23, 2010 CRC meeting shows that

was to present to the CRC on revising the civil money penalties matrix. Later on October 14, 2010,

recommended the adoption of a “revised Civil Money Penalty Matrix Against Institutions (Matrix)

for the calculation of a civil money penalty (CMP) against an institution or institution-affiliated party (IAP) that
is a corporate entity.” The contacts for this recommendation were listed as [ ij anc [ For
complete list of the changes, see Appendix 7.
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the CRC on November 5, 2010, regarding the [Jj Consent Order and CMP, “given the
extent of the violations, and the fact that the Bank has over $3 billion in assets and should have
had a strong compliance management system, a higher CMP is justified in this case. For these
reasons, a CMP in the amount of $50,000 is recommended.” The CRC approved the $50,000
CMP — double the highest amount generated by the matrix.

WO staff were leading the messaging to, and negotiations with,
Order and RALs. On November 21, 2010, [JJjjij wrote to
talking with ||l is 1ong past.” He instructed them to tell
contact the bank’s Board about the Consent Order and if he would not, then
contacting another director. |JJij forwarded the email to the

I ' stating “1 would like to discuss this case with you tomorrow. ..”
On November 29, 2010, [ rotified [l and [ that ] would be meeting with

on December 1, 2010, to present the Consent Order for stipulation.

all reviewed Q&A talking points submitted by the RO for the meeting.

sent the talking points to and for their input. The next day,
on the Q&A talking points for to- and others in the RO, copying

I B B cvv1y-hired Supervisory Counsel, Enforcement, [}

and others. She wrote “[w]e have vetted your questions here in DC.”

After ] RO personnel met with [Jli] on December 1, 2010, [

and

regarding the Consent
and Lowe that “the time for
that he needed to
suggested

and

also
sent feedback

others met, on December 3, 2010, to discuss how the meeting with
took notes at the meeting. According to [JJij notes. stated that “safety
and soundness ROEs don’t show concern.” Lowe told the group that the S&S “ROE is about
ready for issuance.” - added, “[w]e don’t see compliance issue now with RALS.”

On December 6, 2010, - reviewed the- issue and emailed- anc. that

he wanted to discuss it with them. “I see little chance that we can directly force out of
the RAL business for 2011, so an agreement regarding 2012 without the need for litigation
seems like a good compromise.” - responded that he agreed and had discussed the issue

ot
By December 10, 2010, was looking for a more definitive response from [|ij He

emailed Lowe, and “We need a yes or no — will
I N

I 2oree to exit the business after this year? If the answer is yes, then | think there is room
to negotiate the rest. If not, | see no reason to negotiate further.” He asked Lowe to contact

>’ October 12, 2010 Press Release that |l was appointed by FDIC and was to begin work in early
November.
® November 8, 2010 Announcement by [} that ] Il was icining FDIC's Enforcement Section.

SENSITIVE INFORMATION — FOR OFFICIAL USE ONLY
46



Office of Inspector General Report of Inquiry - O1G-16-001

I for clarification. On December 15, 2010, [ wrote to [ that | I

would not commit to exit the RALSs business after the tax season. She added, “I will go forward

with our call with tomorrow.” (See Section XV for more detail on |||l
interaction with

E. The FDIC’s Double-Downgrade of- in its October 25, 2010 S&S
Examination — Completed January 19, 2011

The FDIC double-downgraded [ i in its October 25, 2010 &S ROE to a[Jffj composite
from the. it had received at its March 23, 2009 S&S Examination. The October 25, 2010
S&S ROE’s “Matters Requiring Board Attention” section related solely to concerns identified in
the then-pending May 15, 2009 Compliance Examination. *° Equally, the primary topic of the
S&S ROE, more generally, included concerns identified in the then-pending May 15, 2009
Compliance Examination regarding | llf RAL and non-traditional lending programs.
Within the “Examination Conclusions and Comments” section of the S&S ROE, the first page
and a half described only Compliance Examination concerns. Further, the “Management”
portion of that section that explained the rationale for the. Management component rating,
exclusively discusses compliance-related concerns. Notably, the then-pending May 15, 2009
Compliance Examination violations were primarily due to the bank’s adjustable-rate mortgage
(ARM) re-pricing practices. The S&S ROE component and composite ratings were as follows:

Component Rating

Capital

Asset Quality
Management

Earnings

Liquidity

Sensitivity to Market Risk

Composite

The S&S ROE noted that the bank’s reviews of its RAL program were inadequate; however, the
prior year’s S&S ROE did not note any concerns or inadequacies with the review completed by
Jefferson Wells, Inc., who assessed ERO compliance with | if’s bank policy and
procedures.

The discussion of earnings included a comment on the negative impact to earnings that would
result if the tax business line was terminated. RALs income made up [JJjJj percent of the bank’s
2010 income. Termination of this program impacted the bank’s net interest margin which

*° For additional supervisory history, related to RALs, for |l See Appendix 5.
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compares the bank’s interest earning assets (i.e., loans to customers, investments, etc.) to
liabilities (i.e., deposits, notes payable, etc.). A weakened net interest margin puts earnings
pressure on the bank to support its operations.

Financially, the bank experienced improvements in 2010 over 2009. Examiners noted
improvement within the asset quality component of the bank. Return on Average Assets went
from- percent in 2009 to- percent in 2010. Delinquent loans declined from - percent
in 2009, to -percent in 2010. Tier 1 leverage capital increased from - percent in 2009 to
- percent in 2010. Finally, the bank’s net interest margin (net interest income as a percent of
average earning assets) improved from [Jfjpercent in 2009 to [ percent in 2010. The table
below compares ’s financial ratios to those of peer banks. In every metric below,
except its net loss for loans to lndIVIduaIs outperforms the peer group.

S
12/31/2010 12/31/2010
- e
e
eromcita | B
et Tortors |
et s or ot | [
CECTI .

Source: 2010 Uniform Bank Performance Report for-

The FDIC’s recommendations to the bank resulting from the S&S ROE included improving the
quality of the methodology of the allowance for loan and lease losses, the profit plan, and the
audit function.

F. Relevant FDIC Internal Communications Regarding the [JJij October 25, 2010
S&S ROE Double-Downgrade

While the October 25, 2010 S&S ROE was the culmination of the FDIC’s work on the ||
[l examination, one can ascertain the process utilized to reach || i} s final rating by
evaluating communications between examiners in the field, - RO staff, and management
in the RO and WO.

On October 21, 2010, prior to the opening date of the October 25, 2010 S&S Examination, one
day after [JJj expressed concern to him about the proposed “2” S&S rating for || Jjjjjijj and
in light of weaknesses identified in the then pending May 15, 2009 Compliance ROE, Lowe sent
a draft letter addressed to [ ij to his staff. The draft letter told the bank that the FDIC was
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proposing a Consent Order “directed at facilitating your exit from RAL lending and other such
programs” and alerted it of the fact that it would be downgraded to a-composite in the bank’s
S&S examination. Lowe instructed- “once the letter is sent, please ensure the RM
[risk management] items are downgraded.” That same day, Lowe sent the same draft letter to
I oo [l for their feedback and assured them that they would also see the
draft order before it went to the bank. [ replied to Lowe, copying and
I (tihanks for planning to send the | [sic] Order to ld me.
I want to make sure that we won’t conflict with any provisions that we intend to include in on
[sic] Also since [l is going to || at the cRC, 1 want ||}

to be in a position to tell him about it ahead of time in case there would be some
reason to think ahead on the order presentation to the banks.”

Between October 21 — 25, 2010, the chain of emails between Lowe and copying

, and [ continued. ] wrote, “The must be crazy to
proceed without the debt indicator??” Later, he added, “The RO has a responsibility to make
sure that the bank is not taking a damaging risk. Is that your plan? The tax season must be
starting about now. It’s a huge red flag, if my understand[ing] is correct, that- is willing
to suffer through litigation in order to protect itself.” Lowe replied simply, “[t]hat is the plan.”

As described previously, by November 18, 2010, field staff were aware of Lowe’s instruction to
to “...make sure our examination team at || ilif is closely considering the bank’s
business plan, and potential changes and impacts relative to RAL lending, and that the

compliance findings are fully considered in the management and composite [S&S] ratings.”®

As of December 6, 2010, the S&S ROE was still in process; however, internal correspondence
from Lowe confirms the plan was to issue a proposed Cease and Desist or Consent Order against

for lax oversight of its third-party programs, including RALS, which mirrored the
language used for the- Consent Order. The Order required improved oversight of third-
party products and noted preliminary findings from the ongoing examination, in particular:
nominal oversight of nontraditional activities and reliance on third-party vendors to administer
consumer compliance for each product, including marketing materials and training, and the need
for improvement in ERO monitoring, due diligence, and documentation.

Ratings discussions for || ij occurred on December 7, 2010. There was a view that [
Il s rating should be consistent with [Jlif’s- That, in and of itself, is not necessarily
problematic because one of DSC’s (now RMS’s) tasks is to ensure consistent treatment across

0 Email from Lowe to- no subject, November 2, 2010.
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the institutions it supervises.®* At this juncture a. composite rating was discussed, rather than
the. composite rating that the examiners and first-line management had initially wanted
because, according to them, “there are other factors at play here;” and “[c]onsidering what has
transpired with ||| (very political), I’d be surprised if we go with a ]} composite especially
since | i] has pretty strong controls and oversight of their programs, and |||l is
severely lacking. IS getting an overalll — based on risk management findings alone it
would be a composite §;” and “there may be other agendas or politics in play at the RO senior
management level...” On December 8, 2010, ] wrote to ||l and [ that
“[aliving ] 2 composite || seemed like an enormous stretch based on the overall exam
findings. | don’t think it will be a big stretch to make |||l 2}~

On December 27, 2010, an examination exit meeting was held with the bank’s management
regarding || ilif s Compliance ROE. told the bank it
would face an enforcement action that would require the bank to exit both tax and social security
products. It is noteworthy that, at the time, || if’s tax products accounted for 66 percent of
the bank’s income as of June 30, 2010. As of December 30, 2010, ’s ROAA was 1.32
percent. Income generated from the RALs and the ||| mace up about 70
percent of the total ROAA. The May 15, 2009 Compliance ROE was completed and mailed to
I o~ December 30, 2010. However, UDAP matters remained pending and were under
review by the WO, with placeholders left in the report. The- was scheduled to be part of a
nationwide horizontal review of its ERO providers planned by the WO. The Consent Order
remained in process and included requirements to address CMS weaknesses and to exit the tax
division business (which included RAL products).

On January 5, 2011, | ij emaited Lowe, copying || Il 2nc others, and noted

that examiners had found no major concerns during the S&S Examination for ||| lij- By
this point, the EIC had conceded to the ratings |Ji|j; however, the email noted the
Management component could be decreased once they saw the final Compliance ROE to ensure
it accurately reflected compliance concerns.

Financially, according to | ij email. it appears the bank maintained a strong balance
sheet. The Bank’s Tierl leverage capital was approximately. percent, and classifications
approximated. percent, a decrease from the previous S&S Examination. The bank’s liquidity
was strong, with moderate sensitivity that examiners felt management was adequately

' The Uniform Financial Institutions Rating System (UFIRS) was adopted by the Federal Financial Institutions

Examination Council (FFIEC) on November 13, 1979, and updated in December 1996. “Over the years, the
UFIRS proved to be an effective supervisory tool for evaluating financial institutions on a uniform basis and for
identifying institutions requiring special attention... Under this system, the supervisory agencies endeavor to
ensure all financial institutions are evaluated in a comprehensive and uniform manner, and that supervisory
attention is appropriately focused on institutions exhibiting financial and operational weaknesses or adverse
trends.”

(BASIC EXAMINATION CONCEPTS AND GUIDELINES, Section 1.1)
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monitoring. [l s Bank Secrecy Act and information technology examinations did not
reveal any material concerns. | indicated to Lowe, | [ and others that “if
not for the bank’s material Compliance problems, and third-party risks — this would likely have
been a compositel bank.” Correspondence identified coordination between DCP and RMS in
the WO because the S&S findings were clearly predicated on the Compliance results.

On January 19, 2011, field staff told [Jffjff that *...Washington wants to review the draft [
-] report, so | wanted to get it into their hands ASAP.” When interviewed as a part of this
Inquiry, - told us it is unusual for draft examinations to be reviewed in the WO prior to
being finalized by the RO. - said she cannot say it never happens, but it is rare. In general,
for a draft report to come to the WO, she told us there has to be an “extraordinary issue.”

Ultimately, [l received a management component rating of [ [l to'd us it was
uncommon for a bank to have [JJj and ] component ratings across the board but have a [Jjjj
management rating. However, she said it was “not out of the realm of possibility.” Overall,
I rcceived a composite rating of [ for its October 25, 2010 S&S Examination, though
no component rating, other than management, was less than a-

XVI. Beginnings of the Idea to Pursue a Horizontal Review and Weaknesses in the
Case Against- that Spurred the Review Forward

on December 16, 2010, [Jij wrote to |l copying [l Pearce, and [ that
- had declined to stipulate to the proposed Consent Order. She further stated that, “[t]he
bank has also submitted a plan to compensate for the lost [sic] of the debt indicator. We would
have a stronger case if we spent some time...going back into some of the EROS to identify
control weaknesses and exposure to the bank. We would focus these reviews on areas we
think the bank’s oversight is most vulnerable.” Benefits listed included, “[w]e have [sic] will
have more support of poor third party oversight that will stand up in an Order.”; “[w]e can
expand the action to address all tax refund products, not just RALs”; and “Legal will more likely
support the Notice [of Charges] after we get more information.” - closed by saying,
“[w]e can discuss in more detail tomorrow.”

Pearce asked . and on December 22, 2010, to outline strengths and weaknesses of a
RAL case against including an assessment of the merits on both debt indicator and
third-party oversight issues and likelihood of success, both with and without additional
examination efforts. He also discussed the idea of a “random selection of EROS, [and then]
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visits without notice to the institution.”®® This process is known as a horizontal review. Pearce

then told [ and | that:

Based on our conversation with earlier this week and conversations I’ve had
with Marty [Gruenberg] and Sheila [Bair] I think we will be best served having a document to
describe the strategy of dealing with - and the options for moving forward (e.g. file the
action now with the evidence we have vs. expending additional resources to assess other areas
in the upcoming tax season through a horizontal review of RAL banks). There is some
skepticism that we will be in a different position in six months, and before we shift gears, |
want to have some meaningful conversations with Board members. In particular, am sensitive
to || view that now may be the best time to move forward. I don't want to pull
the plug without having a fulsome conversation on strategy... | want to get Board members
on the same page on this case and having a staff assessment might be helpful in getting to that
end.

On December 28, 2010, - asked Pearce whether the OCC’s actions against- changed
Pearce’s “recommendation to defer bringing a Notice against- until a special
examination concludes in 1Q 2011.” Pearce replied, “[a]fter talking with you, Marty
[Gruenberg], and Sheila [Bair] about this over the past week, | have asked staff to prepare a
memorandum to summarize the strengths/weaknesses of our case and our options. | doubt my
recommendation will change, but want to make sure we are giving you a full picture of the case
and the pros/cons of possible next steps.”

When interviewed by our office, Pearce stated that he was responsible for the horizontal review,
a strategy he advocated for any bank with a RAL business.*® He put i) in charge of the
review. According to Pearce, the “RAL strategy” was to understand third-party oversight by the
banks, and he believed the best way to do that was during tax season. The horizontal review was
the mechanism he decided would be useful for all three institutions, but “certainly- was
the focus.”

On December 29, 2010, Pearce reached out to the- RO to ask about

’s
examination exit meeting. |Jij reptied via email to Pearce, copying Lovm and

I "t 2 Consent Order mirroring | if’s was prepared, but “as discussed during our

62 According to the Report of Visitation that was written following horizontal review, the decision not to provide

advanced notice of the horizontal review was made “due to reports by examiners, who conducted the on-site
FDIC ERO visits in March 2010, that ERO representatives appeared to have been ‘coached’” by No
similar accusations had been made about the other two RALs banks that were slated to be subjects of the
national horizontal review.

Bair told us ’- was handled by Mark Pearce. | was kept informed, and if | authorized anything, it was
upon his recommendation. (I do remember this being discussed during our policy meetings and challenging
staff about whether we should pursue an institution-specific supervisory and enforcement strategy without
first defining our overall policy toward RALs.) As you know, enforcement cases were not processed through
the Chairman's office, but rather went through a special case review committee chaired by an FDIC director.”

63
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teleconference,” the examination report was sufficient to request |l s exit of “several
third party business lines” with the goal being to get the bank out of RALSs after the then current
tax season. [ a'so noted that the [l RO planned to conduct visitations of EROs in
February. [l then wrote to Pearce, Lowe, and ||l copying to clarify. He
stated that RO Legal would consult with the WO to revise the proposed Consent
Order to include RAL and third-party activity in anticipation of presenting the Consent Order at
the bank’s February Board meeting. He added, “[i]t has been stated previously that the WO
(Sylvia) is developing a plan for conducting onsite visitations of the EROs for || jij and
other RAL lenders.” Therefore, the- RO would hold off on conducting its own visits so
they would not conflict with WO initiatives. Pearce replied “[t]hanks for clarifying. This all
sounds great.”

The horizontal review initiative became important enough to be considered for addition to the
FDIC’s 2011 Corporate Performance Goals. Ultimately, it became a Division-Level Goal for
2011 to conduct a collaborative RMS-DCP horizontal review of banks engaged in RAL
programs to assess the safety and soundness of program management and compliance with
applicable law, including guidance on unfair and deceptive acts or practices.

The specifics began to take shape in January 2011. On January 2, 2011, Pearce wrote to
I cooving [l (el need to move quickly on our RAL strategy... 1’d envision a
multi-Region team of examiners doing sweeps of tax preparers in a ‘blitz’ (e.g. one week
period). We need to develop a specific checklist of things to look for, based on our prior
conversations... I’ll want to see the list prior to finalization. We need to run this from
Washington, since it is a horizontal review with a national scope.” - agreed. On January
3, 2011, | then notified Lowe, || N > o [ that “[als previously
discussed we have decided to conduct a horizontal review of EROs... | will lead the initiative
from the WO” and that the national initiative would replace any planned RO reviews.

On January 6, 2011, a “Draft Litigation Risk Assessment Memorandum for | was sent
by [ o[ I B 2o anc the final was sent to
Pearce on January 7, 2011. wrote, “[o]ur conclusion is that, given both the-
supervisory history and currently known information, litigation risk is high.” Later he goes
further, “[t]he Legal Division believes the litigation risk in relying primarily on safety and
soundness arguments to eliminate the RAL product line is extremely high...”

I <xplained that while, at the time, [ ij was operating under a Cease and Desist Order
issued on February 27, 2009, the “Order does not restrict the [JfJ|j ability to offer TRs
products generally,” and that the recently issued Compliance ROE reflected that “deficiencies
previously criticized in the RAL have been corrected...” and “contains very little, if any, direct
criticism of the Bank’s RAL lending and no criticism of the- other TRS products.” He
continued:
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Section 8(b) of the Federal Deposit Insurance Act, 12 U.S.C. §1818(b), sets forth the FDIC’s
authority with regard to issuance of a Cease and Desist Order... Generally speaking, while
section 8(b) allows for imposition of an order requiring corrective action or affirmative relief,
the remedy sought by the FDIC must have a reasonable nexus to the complained of violations or
practices.

I concluded, “[t]here is a very limited nexus between these concerns and the [ RAL
and TRS program.” He also stated, “[w]e are not aware of any examination staff, at this time,
in a position to opine as an expert witness that some deficiency in the TRS or RAL program,
observed to date, rises to an unsafe or unsound practice, or that the Bank is faced with
abnormal risk of loss from the program.

further concluded, “[b]ecause of the substantial litigation risks from proceeding with a
Notice of Charges against [Jij on the TRS and RAL lines of business at this time, we
recommend the FDIC hold any enforcement action in abeyance pending the proposed
horizontal visitations of the EROs.”

On January 8, 2011, ] wrote to the , Pearce,
I =< I and went further than did in the memorandum. *

supervisory history will ensure we lose given the examiners’ earlier conclusions -- unless the
debt indicator somehow changes the whole equation, which I don’t think it does in our case, at
least not yet, because we are a day late and dollar short for this tax season. In my judgment,
we have a very low--1"d say barely 50%--chance of success.”

I a'so explained, on January 7, 2011, that the FDIC’s position with respect to ||l
differed from the OCC’s with |JJJj “occ told ] to get out of the RAL business unless
they could come up with an acceptable underwriting plan — in the absence of the Debt Indicator
from the IRS. [ submitted at least two plans that were deemed ‘unacceptable’” and
ultimately agreed to exit the business at the OCC’s request. pointed out that the FDIC
had not yet analyzed the plan submitted by [JJjjij and tha‘ was not willing to
voluntarily exit the business.

On January 7, 2011, Pearce wrote to ||| [ Gz T =< I corvins ] and

I e should all get together next week to discuss options and strategy” for the three
RAL institutions. On January 9, 2011, Pearce wanted information to brief the Chairman and
-about “our strategy around tax refund products” the following week. The draft agenda
for that meeting included the following topics: RALs vs RACs (Refund Anticipation Checks), a
discussion of the three banks in RALs, OCC and- the horizontal review, and strategic
options, including goals.

On January 10, 2011, emailed Pearce, following up on their December 28, 2010
exchange, about when could expect the i options memorandum. Pearce replied

SENSITIVE INFORMATION — FOR OFFICIAL USE ONLY
54



Office of Inspector General Report of Inquiry - O1G-16-001

via email to- that day and attached the January 7, 2011 Litigation Risk Assessment
Memorandum. Pearce also stated in the email that he wanted to meet with - briefly that
day or the next day, that he would arrange a full briefing for- and Bair later that week, and
that “I think there are different staff perspectives on strategy and it will be helpful for you
|- and Sheila [Bair] to hear different views and provide feedback.” - replied that he
could meet with Pearce on January 11, 2011.

On January 14, 2011, [Jjj sent I B B ¢ Pearce a list of “pros

and cons” regarding asking to exit RALSs or filing a NOC against them based on the
bank’s RAL program. “Pros” included exhibiting consistency with other regulators, “clearly
express[ing] the FDIC’s concern that RALSs are an unnecessary and unacceptable small dollar
loan product,” showing the FDIC’s commitment to protecting consumers, decreasing |||l
reputational risk, and providing an expedient exit from RAL lending. “Cons,” included but were
not limited to, the fact that no formal examination had occurred while the new underwriting
standards proposed by- were in place, that the new underwriting standard was untested
and therefore hard to prove unsafe and unsound, that the bank’s underwriting plan appeared to ,
“involve at least as much underwriting as the FDIC appears to think adequate,” in its Small-
Dollar Loan Pilot, and that the bank’s RAL program had a historically low default rate. WO
Legal concluded, “[t]here would be a very high litigation risk if the FDIC were to issue a
Notice and try this case. We estimate that our chances of success are significantly less than
50%.” When interviewed as a part of this Inquiry, [JJij said that the FDIC almost never
brings cases forward where there is a belief that it has less than a fifty percent chance of winning.

In handwritten notes that [JJ|j took on the same day, he wrote under the heading “Cons™:

We cannot legally order or otherwise direct them [l to stop RAL loans — absent ||l
consent — except through [a] Notice [of Charges] + [and] hearing.

[There is a] [h]igh risk that we would lose a hearing badly — with a court concluding, e.g., that
I . nderwriting is at least as good as what we endorse for [the] Small-Dollar Loan
Pilot (or have accepted elsewhere).

A Congressional reaction is certainly possible.

A review of ROE(s) would show the findings are considerably less favorable to the bank than
what [the] EIC proposed.

I had also conveyed some of these concerns, the previous day, by email, to [JJjjjjj and
I cooying [ and Il 1 am concerned about the litigation risk (and related FDIC
reputational risk) of going forward with a Notice of Charges based on this analysis [of FDIC’s

review of [ ij underwriting plan].”
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told us that she was aware of the legal “pros and cons” of bringing an enforcement action
against [ ij because she was working with H on the issue at the time. [JJJj agreed that
there were many more cons to taking action against and stated that she agreed with all
of- cons. When asked why they continued to press regardless of all the cons, she said that
was what her supervisor, ] wanted and again cited the rhetorical question regarding [}
— if that size bank cannot manage RALs, how could ||l>*

replied to the group above on - email with additional “pros” for them to consider.
. believed that action was supported by, among other things, “a specific finding from FDIC
examiners who are credible retail credit experts,”®® the FDIC’s supervisory approach of
mitigating “identified substantive risk before there is damage,” the deterrent effect it could have
on other banks, and the reduced supervisory resources required if- agreed to settle and

exit the RAL business.

Then on January 16, 2011, discussions turned to what would be said at the |JJJj Board
meeting, scheduled for January 19, 2011, to cover both the Compliance and S&S ROEs. [}

stated to [ i and Pearce, copying || that [l would “express disappointment

that there was no agreement to exit RALs and say we are considering other options.”

On January 17, 2011, ||| wrote to that he would support DSC with respect to the
actions they wished to take against -E‘the risk management case on RALSs is not that
strong, so | would like to go after them on consumer issues.” He asked about the least cost
method of getting them to consent. “If we have to, then let’s do the horizontal, but that’s
ultimately your and Mark’s [Pearce] call.” shared view. On
January 20, 2011, e

, and Pearce were included on an
email chain about the draft letter to asking them to exit RALs. When the discussion
turned to next steps should the bank refuse to exit, - agreed that the *“Legal Division
would be prepared to go forward with a Notice [of Charges] if that was the strategy DSC wants
to follow” but it “would involve high litigation risks.” Despite the burden of proof®® resting
with the FDIC to show that || RAL program was problematic, [l wrote to

pearce, ||| T B - that_ “will not cease his RAL

program” and it “is up to him to demonstrate that this is not unsafe or unsound.”

* The FDIC appears to have based its strategy for eliminating RALs from its institutions based, in part, on a

theoretical argument rather than hard evidence which, once collected, generally demonstrated that-

was able to adequately manage the risks of its RAL programs.

The retail credit experts were not, however, in- words or their own, RAL experts. See Section XIlII.

6 According to the RMS Manual of Examination Policies, “...mere suspicion is not sufficient grounds to institute
this enforcement proceeding. Any such action must rationally be based on facts and evidence, as the FDIC has

the burden of proving formal charges set out in a Notice of Charges.”
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Gruenberg was briefed on RALs by Pearce and others on January 20, 2011. When interviewed,
as a part of this Inquiry, he said he did not specifically remember the “pros and cons”
memorandum. He also stated that, as Vice Chairman, he had no formal role in reviewing this
type of memoranda. - told us that Legal presented the litigation risk to the CRC and,
though a factor, it was not determinative as to whether to go forward against ||l

XVILI. - Attempt to Negotiate- Exit from RALs

In late January 2011, [Jfj began working to get to consent to exit RALs through a
Written Agreement rather than a Consent Order. As explained during his interview for this

Inquiry, if- refused to sign the Written Agreement, the next step would be a NOC that
would have to go through the Administrative Law process. The terms of the NOC would have to
hold up in front of the Administrative Law Judge. A Written Agreement, on the other hand,
would allow the parties more leeway to simply negotiate and agree to terms.

On January 26, 2011, [Jij wrote to and copying [Jij and |l

(- forwarded the email to Pearce, and that:

- and 1 catted | to ascertain whether he was willing to work toward a
settlement where the bank would exit the RAL business for the 2011 tax season, which from the

bank’s perspective begins in March. [ scemed very receptive to the idea... He expressed
interest in being approved for the supplemental bid list, and | told him that this could be
something that was on the table.

As described in detail later at Section XXXI, the FDIC’s bidders list is a list of banks that are
qualified by the FDIC, based on their ratings and financial conditions, among other factors, to
purchase failing institutions. [JJJJlf CRA “Needs to Improve” rating based on the spousal
signature violation (that even Bair questioned®’) and composite. S&S rating would typically
be too low to qualify it for the FDIC’s bidders list.

I then emailed [ copying Lowe and ] and stated that they could discuss
“conditions under which the bank would be allowed to bid on failing banks once this Written

Agreement or a similar document is executed and an acceptable plan to exit the RAL business
is filed. This can be handled through our normal business plan change process.” She
forwarded the email to I 2d Pearce, copying
I and added that “... is amenable to pursing a settlement whereby
exits the RAL business. He has several conditions on his wish list, most of which we can
accommodate without much problem.”

However, on January 31, 2011, [ stated that she and ] had spoken with || that
day, and on January 28, 2011, and that [|jffoer was amenable to exiting the RAL business

and

% see Section V supra.
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if his conditions were simultaneously met which *“is simply not workable.” - reported
that, “I have stated in no uncertain terms that signing the Written Agreement is a pre-requisite
for beginning the bid list access process, which needs to occur in the context of a business
plan change.”

When interviewed, [JJij told us that ||l oer. in their very first conversation, told her he
wanted to be on the bid list for failed banks. She believed she had told

that to do so, would first need to exit the RAL business. She told him she believed if
the bank did that, it would eliminate both compliance and S&S concerns and would certainly
pave a path to getting on the bid list. She did not think this was unreasonable. However,
according to I vanted it in writing that if exited, it would get on the
bid list. ﬂ that she could not make such a promise.'believed the bank’s RAL
business was the primary issue causing problems for the bank and that if- was to “get rid
of the offending issue” it would be fine, as it was an otherwise well-run instituti“ said

she did not promise a ratings upgrade, but she said that it stood to follow that if exited,
“everything else would be good.”

XVIII. - Appeal of the August 30, 2010 S&S Examination

On January 24, 2011, sent a letter to |l acknowledging that the bank had
received the August 30, 2010 S&S ROE on December 2, 2010. [l by that time, had also
received a proposed Consent Order, on November 18, 2010, relating to its TRS business. In his
letter, addressed, among other issues, the disparity in rating between the FDIC’s
composite [ffrating and the State of || lij composite [ rating for the bank. He also
noted that the had recommended a composite. rating and had told the
bank’s Board at a meeting, on September 15, 2010, that “they [the examiners] look at the tax
business from a risk assessment standpoint and the audit function looked very strong. He also
stated that the financial performance at TRS was extremely strong and so far, he has noted that
no safety and soundness issues exist that are related to the tax business.”

On January 28, 2011, sent a letter to || copyino [ 2'erting them that
I »'anned to appeal the Jfjcomposite rating. He also requested additional time (until

March 15, 2011) to do so, given settlement negotiations between the bank and FDIC were

ongoing. || oranted | reauest for an extension to file its appeal on January 28,
2011. She provided a new deadline for appeal of March 30, 2011.

If an institution receives an ROE or other written communication that contains disputed material
supervisory determinations, the institution may submit a written request for review to the
Director of DCP (for compliance issues) or the Director of RMS (for safety and soundness
issues) within 60 days following the receipt of the ROE or written communication. Then, the
DCP or RMS Director will issue a written determination within 45 days of receipt of the bank’s
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written request. An institution that does not agree with the written determination by DCP or
RMS may file an appeal with the FDIC’s Supervision Appeals Review Committee (SARC)
within 30 days from the date of the written determination. The SARC is comprised of three
voting members, drawn from the most senior management levels at the FDIC, and the FDIC’s
General Counsel, who is a non-voting member of the committee. The SARC will notify the
institution, in writing, of its decision concerning the disputed material supervisory
determination(s) within 45 days from the date the SARC meets to consider the appeal. The
meeting will be held within 90 days from the date the appeal is filed.®

sent its appeal of the August 30, 2010 S&S ROE to ||l on February 4, 2011.
sent a letter, dated February 10, 2011, denying the appeal. The primary reasons
offered for the denial were that the bank had been notified of a proposed formal enforcement
action on November 18, 2010, and that a Notice of Charges was issued against the bank on
February 9, 2011. The enforcement process supersedes and terminates a bank’s right to appeal.®®

On February 16, 2011, and as discussed in more detail below, || ilij emailed Lowe,

copying Bair, |||} I I 2nd Gruenberg, “[ilt is baffling why the FDIC, on

January 28", would encourage and grant us an extension to file the appeal until March 30™ if our
right to appeal had already terminated.” As discussed below at Section XXIII, no clear
explanation was provided to ||l by the FDIC that addressed why an appeal extension
was granted if no appeal right existed at the time.

XIX. Planning for, and Approval of, the Horizontal Review

On January 27, 2011, | and Pearce met with Bair about a potential horizontal review of the

banks offering RALSs and their EROs. discussed the loss of the DI and Pearce covered the
horizontal review. notified of the meeting. That same day, Pearce wrote to
Bair, copying and

I :-nroach on the debt indicator is showing promise. However, in the event it
is unsuccessful, we are preparing for a horizontal review of third parties (tax preparers)
offering bank products in early February. As I mentioned at the policy meeting,
unannounced visits to tax preparers is likely to generate complaints from the banks and tax
preparers. If it becomes public, I’m sure there would be press interest. Given all this and the
resources required to do this well, - and I would like to brief you on this as soon as you
have time available — 15 minutes should be enough. If you have concerns on our approach,
it’d be good to flesh them out before examiners and legal ramp up the final planning.

8 https://www.fdic.gov/regulations/laws/sarc/sarc.pdf; The FDIC’s Guidelines for Appeals of Material
Supervisory Determinations (Published at 77 Federal Register 17055, (March 23, 2012);
http://www.fdic.gov/requlations/laws/sarc/sarcquidelines.html.
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On January 28, 2011, Pearce briefed [[Jij and JJJlj on his meeting with Bair. “We have
the green light for horizontal review if banks are unwilling to voluntarily exit due to debt
indicator. Think the Chairman (and everyone else) would hope we can resolve this without
the need to allocation [sic] of this level of resources.” [ replied that the review would be
pushed back until after the | ij Board meeting, scheduled for February 14, 2011.

On February 3, 2011, i urdated Pearce on the status of actions with respect to the three
RAL banks. Then, on February 4, 2011, |Jij sent details on the upcoming horizontal
review, including the checklist of questions that would be asked at the EROs, to all the Regional

Directors, copying || Pearce. GG 2 others.

XX. Continued Efforts Toward a Written Agreement with -

At the end of January and into February 2011, - continued her efforts to settle with
- as the horizontal review was being planned in parallel. This effort included continued
consideration of a written agreement. On January 31, 2011, - wrote to “we should
separate the debt indicator piece from the rest of the exam and try to execute something like a
written agreement to exit. Among the things that | don’t know is whether the program is so bad
that they should have to stop now to avert consumer harm.” On February 1, 2011, ||l
informed [Jij “! have looked at the outstanding order and we would be agreeable to
terminating the Order with Written Agreement from the bank to exit the RAL business.”

also made clear in an email to [JJjj Lowe i Pearce. and |l copying

and others that they had all agreed that “we are not planning to go after any of

other tax related products if they agree to exit the RAL business.”

I ccsire to be placed on the FDIC’s bidders list of banks allowed to acquire failing
institutions, as a part of any agreement to settle, remained an issue on the minds of FDIC
personnel. [Jj wrote to ||l Pearce. | 2o [ cooyino I Lowe. and
others that “...1 would like to make sure everyone is on the same page with regard to the
prerequisites for getting on the bid list. 1 think they should be explicitly spelled out. Lowe
responded, “[a]gree with [JJfj - with this bank | ii] 'et’s be as transparent as possible
on bid list qualifications. | would anticipate that immediately after executing the agreement,
they will contact us as soon as the same day on accessing intralinks [the bidding system].”
I took steps to that end on February 5, 2011. She revised a draft letter to

regarding RALSs to deemphasize the link between - signing the Written Agreement to
exit the RAL business and the bank being added to the FDIC’s bidders list. Specifically, she told
I Loy, and others, via email, that “1°ve also fuzzied up
the specifics regarding the bid list discussion...” She removed language that read, “[i]n addition,
the FDIC committed to review the Bank’s request to be added to the FDIC’s bidder’s list, subject
to satisfaction of due diligence concerns, after the Bank had entered into the Written Agreement
and exited the RAL business.”
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With the date of the horizontal review fast approaching, on February 7, 2011, told

, respectively,
that the “ultimatum letter [was] sent to this morning.” She also stated that if there was
no resolution with “then we can issue the Notice as early as Wednesday.”
replied, “[t]hanks for the heads up " [ retayed to colleagues thL
letter to ] “threatens that if the WA [Written Agreement] is not signed by
tomorrow, that we plan to issue the NOC.”

XXI. The- Notice of Charges

According to meeting notes taken by he met with |||l G

and others, on February 7, 2011, to discuss and the other banks in RALS.
reflected in his notes that | reported that there would be a meeting with at 4:00
p.m. that day. [JJJij a'so alerted the group that i) had filed a SARC appeal of its
August 30, 2010 S&S ROE. According to i notes. JJJij then stated that the “Debt
Indicator is mentioned in the ROE, but may not be a major focus” and “[i]n the review process,
the [S&S examination] rating was changed.”

- in his capacity as Chairman of the CRC, was briefed, later that day, by Legal and DSC
on the proposed NOC against and, following that meeting, Legal was authorized to file
the NOC. According to notes from that meeting, attendees included, - -
e Then, at 5:40 p.m., |l emailed the CRC members,

Lowe, [

, stating:

Please be advised that following an oral briefing of [CRC] ||| today by
representatives of the Legal Division and The Division of Supervision and Consumer
Protection, the Legal Division has been authorized to file a Notice of Charges against
- by Wednesday February 9, 2011 for unsafe and unsound banking practices in
connection with the underwriting of Refund Anticipation Loans (RALs). Although a full
briefing of the case will take place at the CRC meeting scheduled for February 17, 2011,

I -« 'l be glad to brief you individually in advance of filing should

you so desire.
I forvarded the email, later that evening, to Bair, copying Eberley.

According to the CRC’s charter, the CRC is supposed to vote, under certain circumstances, in
order to express its concurrence that a NOC go forward and be issued.”® When we spoke to
I 2s 2 part of this Inquiry, he explained that the [l NOC did not need CRC
approval because it did not include a CMP, removal action, or restitution. However,

° EDIC Board Resolution Seal No. 061427 as amended; FDIC Board Resolution Seal No. 074120 as amended.
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enforcement actions that can be issued under delegated authority by management can be brought
to the CRC.

FDIC Board Resolution Seal No. 07227, Section B “Functions and Duties The Case Review
Committee Shall -” part (2) reads:

review in advance and approve the initiation under delegated authority of certain enforcement
actions within the scope of the adopted Guidelines for Enforcement Actions Against
Individuals (i) based upon a determination by the Director, Division of Supervision and
Consumer Protection, or his designee, after consultation with the Legal Division, that a
proposed enforcement action may affect Corporation policy, attract unusual attention or
publicity, or involve an issue of first impression, and the Chairperson of the Committee
determines that review and approval by the Committee would be desirable, or (ii) based upon a
discretionary determination by the Chairperson of the Committee that such prior review and
approval is desirable.

Given that the minutes of the February 17, 2011 CRC meeting reflect that
discussed but no vote was taken to approve the NOC, it appears that ,as CRC
Chairman, did not formally refer the matter to the full CRC for a vote. told our office
that, in this instance, the reality was that the NOC would not have gone forward if the
Chairman of the CRC was not in favor of the NOC. told us that the WO was clearly
invested in the decision and even though the authority was delegated to the field.

was

Therefore, as discussed above at Section XV, - was a part of drafting the- Consent
Order, that was ultimately voted on by the CRC which he chaired. Additionally, as discussed at
Section XIII, he prompted staff to issue letters rejecting the RAL underwriting plan for-
before the FDIC had completed its analysis of the plan. While- did not recall seeing or
reviewing the analysis of || i p'an nor directing anyone to find the plan inadequate, when
asked if he understood that the deficiency of the plan was a basis for going forward with the
NOC, he replied that it was a critical factor, as the plan was a key part of underwriting. It
appears- was then presented the NOC by management for his concurrence.

- told us he is “only a board member and does not dictate supervision tactics.”

stated that he never directed supervisory or examination activity and if anyone felt he was giving
direction, no one worked for him; that falls under the FDIC Chairman. - said he could not
speculate on what anyone would do based on discussions he had with them. He stated that
“telling people what to do is not my style.”
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XXIl.  The Final Push to Get |JJij out of RALs

At the end of 2010 and beginning of 2011, the FDIC was also working to get |||l to
abandon its RAL business. This effort was executed by the same FDIC personnel that had

spurred the push against |||l

A. A consent Order Versus Written Agreement

On November 18, 2010, [l sent Lowe and ||} 2 draft [l Consent Order and
provided a list of findings regarding the bank’s lack of third-party oversight. Like the draft
I Consent Order, the draft Consent Order for [l instructed the bank to exit RALs
and gave management 30 days to provide a Risk Management Plan for their RAL program that
would be reviewed by Lowe for a determination about whether the bank could re-enter the
business. As with the draft [JJJj Consent Order, the draft Consent Order was
vetted in the WO. On the same day Lowe received the draft from he sent it to ||
for her review and approval of next steps. A more formal memorandum followed, on December
10, 2010, from to [ lij which requested consultation and concurrence on the
proposed Consent Order. A revised draft Consent Order was sent to and
I o January 5, 2011, for their review. [JJij then sent the draft to and Pearce,
copying and others on January 31, 2011. That same day, sent additional edits to
the draft Consent Order to- and others that “incorporated
suggestions.” forwarded it to Pearce and told him “I will get
and send to region in a.m.” Then on February 2, 2011, [JJij sent a copy of the
Consent Order to [Jij and ] with a note that stated that they were “directing them to
submit a plan to exit the RAL business.” [ reptied to [}  Thanks.”

approval

On February 3, 2011, the FDIC delivered the proposed Consent Order to || ij Board that
would have (among other things) required the institution to stop offering RALs. The proposed
Consent Order was based on apparent significant weaknesses in the institution’s oversight,
control, and monitoring of third-party risk, particularly with respect to nontraditional products,
and apparent violations of laws and/or regulations detailed in the May 15, 2009 Compliance
ROE.

Though |Jij reported, on February 10, 2011, that *
Consent Order,” a Written Agreement was also drafted for
copying [l Pearce. | N
Written Agreement that day. “Is this something and/or the Chairman’s Office
need to know about before it is finalized?” responded to the group, “As to our board
members, | would be happy to keep them informed, or someone else can. Just let me know. 1
believe that they were knowledgeable of the WA as a concept for and thus would not
be surprised by one for |||~ then responded to all that “I concur with [
I comments and will ensure that is informed.”

said he prefers to have a

. wrote to
about the
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B. The Release of Non-Public Information and Abusive Tactics as Leverage Toward
Settlement

On February 9, 2011, hired as its counsel.
Beginning that day, Supervisory Counsel in the Enforcement Section of WO Legal, -

, began interfacing with about an exit from RALs by ||l That day. ||
wrote to- and that he told “we need a signed binding exit document by
Monday.” He also relayed to [JJjij what I Pearce, and Lowe had all agreed
upon — that they were willing to go forward with a one provision Consent Order on RALs and
continue with other provisions later. This is significant because, as described above, -
I tax business accounted for [ percent of its income. Therefore, [ ij miont be
persuaded to give up a portion of its income from RALS in order to preserve the rest of its tax
business.

On February 10, 2011, [ totd [l via email, that if the bank executed a Written
Agreement “we can call off the dogs (for now).” He forwarded the email to e

. Pearce, ] 1l 1 | EdEs lponded to
c

opying the next day; “[y]ou get a Platinum star i[f] you can pull this off!!!”

wrote separately to [JJj on February 10, 2011, to let him know that [JjjJjj had been

hired by . replied to and “I’ve spoken to
I I I I -

him already. They know what is expected or “else.’”

1. The Events of Friday February 11, 2011

February 11, 2011 was important in two ways; it was the Friday before the Monday meeting the
FDIC had scheduled with | ij Board on the combined S&S and Compliance Consent
Order and also the Friday before the Horizontal Review of any remaining RALSs institutions that
was slated for the upcoming Tuesday and Wednesday, February 15-16, 2011. It is clear that
those from the FDIC who were involved in the effort to eradicate the bank’s RAL programs felt
a heightened urgency to get | i to settle, given the impending deadlines.

903 o [ e T
that ‘{JJJflj wants more muscle at the Board] meeting on Monday... | think one of

you should consider going. She also wants me to go.” agreed to attend. - reported
at 11:36 a.m. that was aware of the Notice of Charges that had become
public the previous day and that he told via email, “something worse of an
unspecified nature would be happening to them (|1~

suggested, in an email, that [ attend the Board meeting
if no stipulation was achieved that day. agreed. “I think it would

All times are provided in Eastern Standard Time.

At 9:42 a.m.

with [ and
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help to have some very strong moral suasion.” His second-line supervisor, agreed to
send i to the meeting. When interviewed as a part of this Inquiry, told us that she

thought sending [Jf)j was the FDIC’s last chance to push for a stipulation to avoid a NOC and
limit horizontal review efforts.

At 10:26 a.m. |Jij wrote to i} (and 1ater forwarded to ] and ||l at 3:02 p.m.)

that:

[the] [o]ther bank [ has settled. Non-public as of yet. 1 am telling you to
facilitate settlement, as I think it is material to your client’s position. Yours will be the last one
left. As we discussed, we think they are the outlier and weak one to begin with —and we plan
to hit it with all its worth if we do not get a settlement immediately. 1 am not prepared to say
what we are going to do, but it will be a substantial action from the part of the FDIC, and one
that will require the weekend. This is why I am pushing for resolution today...

At 1:30 p.m. ] wrote to ||} Lowe. | and [ that ... Andy is fully aware that

unspecified action will result if no answer. He... also asked about || ij ! did not
provide non-public information, other than by stating that his client was now the last man
standing, and that made his client a very attractive target, a target we were intending to take
on immediately without agreement.”

At 4:20 p.m. || fi'ed 2 Form 8-K with the SEC announcing its exit from

RALs. “For the 2010 tax season, RAL fees totaled $655,000. Thus, the Bank’s termination of
this product will negatively affect our results of operations.” This was |||l first pubtic
announcement that the bank would be exiting the RALS business.

At 8:13 p.m. - wrote to “Andy, per our prior discussions, now public” with a
link to an article reflecting tkL was ceasing its RAL business line (the article was
first published online at 5:54 p.m. EST). He continued, “[y]our client is the last remaining state
nonmember. We intend to see the bank immediately indicate its willingness to exit, or we will

be forced to move forward.” - forwarded his email to- - - and Pearce

saying “I told- his client was the last man standing. And we were not going to allow that to
continue.” He sent a similar email to [ and others. |JJij forwarded the chain to Pearce at

8:32 p.m. and wrote “I hope doesn’t get fired over this. 1 think he is so excited he is not
seeking approval from above and is very concerned.” "

I statement in his 1:30 p.m. email, that he had not provided [fjff|j with non-public
information, is false, as his 10:26 a.m. and 8:13 p.m. emails reflect. He had provided, in his own

72 . .
When interviewed, stated that eventually everyone became concerned over [JJij conduct,

including [ij because was saying things to ] attorney that “we would not say to a bank.”
He was “fired up.” She stated that she discussed her concerns with [JJj before [JJJj went to the |
Board meeting on February 14, 2011.
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words, non-public information, to a competitor bank, through the bank’s attorney, about
, an institution whose Banc Corp’s stock was publicly traded on the NASDAQ.
and should have known this was a lie at 3:02 p.m. when JJJjj forwarded his 10:26

a.m. email to them.” Pearce, and [Jjjjj all received |} 8:13 p.m. email to.
and

reflecting that a discussion of non-public matters must have occurred earlier between

wrote to
and others (and later forwarded to
and others) a synopsis of the exit meeting with
management regarding the October 25, 2010 S&S ROE. “There was no hint of an intention to
leave the RAL business.” She also stated, said they knew
the FDIC’s actions are politically motivated because some people find RALSs distasteful.” She
further pointed out:

While these events were taking place,

For this tax season, which is at its peak this week, they’ve had very limited loss. With

$3.3 million loaned out, they only have $90,000 that are delinquent receipts. We may want to
consider rephrasing some of the comments in the ROE related to the debt indicator. We were
aware of this fact, but Mr. Monarch also repeated the point that the bank underwrote RALS in
previous tax years without the debt indicator and incurred minimal losses.

a. Part 309 Violation’*

Part 309 of the FDIC Rules and Regulations (12 C.F.R. 309) contains the FDIC’s policies and
procedures to ensure disclosure of information is in compliance with the Freedom of Information
Act (FOIA) 5 U.S.C. 552 and the Right to Financial Privacy Act 12 U.S.C. 3401 et seq.” The
general rule underlying FOIA is that government records should be publicly available. However,
through nine statutory exemptions, FOIA recognizes that certain records may or should remain
confidential and the FDIC has adopted these same nine exemptions in Section 309.5(g)(1-9).

Exemptions of particular relevance here are:

= Trade secrets and commercial or financial information obtained from a person that is
privileged or confidential. § 309.5(g)(4); and

= Examination Related Records which are defined in Part 309 as “[a]ny. . .record contained
in or related to the examination, operating or condition reports prepared by, on behalf of

> When asked during this Inquiry, [JJi] stated that it did not “register” with her at the time that [JJjjj was
providing [l with non-publicinformation.
http://fdic01.prod.fdic.gov/division/legal/supervision/Monographs/part309/introduction.html

The Right to Financial Privacy Act protects customer financial information from being transferred from one
federal authority to another.
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or for the use of the FDIC or any agency responsible for the regulation or supervision of
financial institutions” are exempt from disclosure. § 309.5(g)(8).

The term “record” is defined in Section 309.2(e) to include records, files, documents, reports,
correspondence, books, and accounts, or any portion thereof, in any form the FDIC regularly
maintains them. Equally, Section 309.2(d) and (f) define “examination” and “report of
examination” to include: examiner work papers, notes and knowledge as well as information
regarding follow-up to examinations or cease and desist orders.

Disclosure of exempt records is prohibited (except under specific circumstances) and typically,
according to Section 309.6:

No person shall disclose or permit the disclosure of any exempt records, or information
contained therein, to any persons other than those officers, directors, employees, or agents of the
Corporation who have a need for such records in the performance of their official duties. In any
instance in which any person has possession, custody or control of FDIC exempt records or
information contained therein, all copies of such records shall remain the property of the
Corporation and under no circumstances shall any person, entity or agency disclose or make
public in any manner the exempt records or information without written authorization from the
Director of the Corporation’s Division having primary authority over the records or information
as provided in this section.

Based on the facts described above, [JJjj appears to have violated Part 309, and |||}
e Pearce, and [} should have been aware of his actions. We did not find any
evidence that was counseled or disciplined for his disclosure of non-public information.

b. Potential Securities Law Violations

The nation’s securities laws prohibit trading on insider, or non-public, information. Because
non-public information was shared outside the FDIC about an insured institution whose holding
company’s stock was publicly traded, the OIG has referred this matter to the SEC and alerted the
Department of Justice of this referral.

c. Potential State Bar Association Referrals

In light of | ij actions, as described above, the OIG has reached out to the State Bar
Associations in the states where [ is licensed. The OIG is seeking to determine whether
formal ethics referrals to these Bar Associations, regarding i conduct, are appropriate.

2. February 14, 2011 i Board Meeting Regarding the May 15, 2009
Compliance Examination and Proposed Consent Order

On the morning of February 14, 20121, ||| GGG <2 [ to et him

know that the bank’s Board met the day before, on a Sunday, but did not make a decision about
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exiting RALS, so that day’s scheduled meeting between the bank and the FDIC would need to
proceed. | reptied to [l tlo prepare your clients, nothing less than a definitive
agreement with them today will be needed to avoid further action.” Despite- conduct on
February 10-11, 2011, he continued acting as a representative of the FDIC with ||jJij and
was sent, in that capacity, to the FDIC’s meeting with the bank’s Board on February 14, 2011, as
discussed in detail below.

| E %cussed next steps if [ ij decided not to stipulate to the Consent Order

at the meeting. wanted a NOC issued “...tonight or tomorrow, and amend later if
necessary... consistent with [JJij and the strategy...” |JJj wanted to wait for the resuits
of the horizontal review before issuing the NOC. She wrote to Lowe, copying ||| [l
] E to convey [ view. ] still wants to go ahead
ASAP with the Notice on if they don’t stip.” replied just to ||| ‘TN
your job is to get a certain person ] on board with this.
The rest of us are all in agreement.” She replied, “[u]nderstood completely. Will work on it.”
He replied, “[t]hank you. We will “gitter done.”” - told us that even though the Legal
opinion from [ at the time, was that the FDIC did not have enough to file a NOC against
I DCP had a “keen belief” that the horizontal review would provide the ammunition
necessary, and the thought was that it was worth a try on |||l [ said that “if you
want to say we were bluffing, yes.”

The FDIC met with || l] Board and some of its executives that afternoon to discuss the
May 15, 2009 Compliance Examination results and the proposed Consent Order. The bank’s
counsel, was also in attendance. FDIC representatives from RMS, DCP,”® and Legal
included

represented the at the meeting.
created a summary of the meeting, which was loaded into RADD.

Once the results of the Compliance Examination were presented, - wrote that:

- then began by stating that management at the FDIC in Washington would bring the
full force of the Corporation to bear against the bank if the Board of Directors did not
immediately agree to cease offering RALSs at the end of the 2011 tax season. He said there
would be immediate consequences, beginning the next day, unless the Board agreed to stop
offering RALs. When asked, FDIC attorney- did not answer why the immediate decision
was necessary although the FDIC was aware that the bank had been offering RALs since 1988
with no detrimental effect on the bank or any customer. FDIC attorney- said that "nothing

® DSC was split into two divisions, effective February 13, 2011, — the Risk Management and Supervision Division

(RMS) and Division of Depositor and Consumer Protection (DCP). The latter would be headed by Mark Pearce.
was named as . This appears to indicate that the Chairman and the
Board were satisfied with the performance of Pearce and ||}
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is off the table" pertaining to actions the management of the FDIC would take. When asked by
bank attorney [JfJ|j FD!C attorney ] declined to state the actions FDIC management
would take if the Board did not get out of the RAL business.

FDIC attorney Jij said FDIC Washington Management wants the bank out of the RAL
business by the end of the tax year. If the Board agrees, the rest of the provisions delineated
in the Compliance Report of Examination can be negotiated.

This is especially alarming because violations cited in the 2009 Compliance ROE were not
limited to RALs, and included unfair re-pricing of adjustable rate mortgages and inaccurate good
faith estimates. Potentially “negotiating” these away seems inconsistent with the stated goal of
the FDIC with respect to limiting or eliminating RALs — consumer protection.

According to- the Board members left for about 20 minutes to discuss the situation with

their attorneys. At 6:25 p.m. |l emaited Lowe and || ‘T board is

currently in Executive session discussing whether to sign Written Agreement.” (The email was

forwardec to [N eorc- I - I

[l to!d us that, while the Board conferred, he made separate telephone calls to both.

and Lowe. Afterwards, there was a conference call between - - -

Lowe, and Pearce to discuss whether to pursue a Written Agreement or a Consent Order. Lowe
was willing to take the deal, a Written Agreement, but [ was reluctant. Pearce ultimately
decided the Written Agreement was acceptable. [ told us he felt that [ presence
helped convince [ because she knew “her guy” was there.

I to!d us she received a call on her cell phone from ] during the ||

meeting. He asked her “how hard we wanted to push to get the bank to sign the agreement”
because he thought [fJ|j was pushing too hard. |l told her that he had never seen an
attorney address a bank’s Board the way had and was curious if was authorized or
instructed to act the way that he did. stated that she told Jet control of the
meeting and that he was the primary representative for the FDIC. She stated that she told him
not to force the bank to sign the agreement. - later told her that when he returned to the
meeting, it had gone further downhill while he was gone.

When the Board returned, || i reported:

Attorney i saic ‘Threats aside...” the bank ‘will get out of the RAL business.” The meeting
lasted about another two hours while and the FDIC
attorneys consulted with in Washington, regarding
the language in the resolution the bank Board would sign and the press release that the bank
would place on its web page the following morning.
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At the conclusion of the meeting, mentioned that ||| G
had said he was “evil.’ Jwasonly following orders from FDIC
Washington management in his confrontational approach. ||| G saic that
although bank attorney- may have been operating under strict orders, the ‘conduct was

shameful’ and ‘no bank should be treated like that by their regulator.’

During the two hours when FDIC personnel at the meeting were conferring with the WO, a
number of emails and calls took place. At 7:24 p.m. |JJijj emailed Pearce, [} and |
copying Lowe and stated that | ij was offering to exit the RAL business and would
continue to work on addressing issues with its other tax products. [JJJJj wrote, “1 think we are
missing any opportunity to do the horizontal review and get the support we may need to do the
order later.”

Lowe proposed a conference call with || i Pearce, “;md I for 7:50 p.m.
because “I just talked with our folks at the bank, including , and the[y] strongly
recommend pursuing an agreement along the lines of what is proposed by the bank.” Both
I :nd Pearce responded that they would call in.

At 7:48 p.m. ] wrote to Pearce “Anthony [Lowe] and || ca'led me separately.
My recommendation was to require an order. Nothing less.” A few minutes Iater- wrote,
“[t]hat said, | defer to you.” The next day he wrote to |JfJj and told her to “[d]elete this,”
referring to the email chain.

Then at 8:38 p.m., [ emailed all the Regional Directors, copying ] Pearce,
I B 2 others, subject line: “JJ i - Cancelled.” She wrote, “[t]he bank will
issue a Press Release tomorrow morning stating that it will [e]xit the RAL business, so we will
not do Horizontal Reviews. Please re-deploy your teams to i 1ocations only.” ||}
forwarded the message to “I’ll tell you how this went tomorrow.” At 8:50 p.m.
. emailed a group, im and [} subiect line: “Stand Down on [}

she wrote that, ‘| if has agreed to a Board Resolution and a Press Release

announcing that they will exit the RAL business after the 2011 tax season. As such, we do not
need to do the visit or horizontal reviews at |||~

Finally, at 9:24 p.m., ] emaited || R ¢ others that
would exit RALs at the end of the tax season. He added that the horizontal review of

had been called off but that it would proceed against |||l ‘TGN
Mark [Pearce] and |||l aoreed with this approach.”

As part of this Inquiry, we interviewed a number of people that attended the February 14, 2011
meeting with | i to get their views on what transpired. [ said the meeting was far

worse than what was summarized in - memorandum. She said it was a “terrible, terrible
meeting.” She was shocked at how strong the message from the WO was to force the bank out
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of RALs. While was not surprised at the WQO’s dislike of RALS, she was not prepared for
the manner in Wh& expressed it. She believed that telling a bank to get out of a
legitimate line of business was appalling and inappropriate. - said that she considered
pulling out the guidance for whistleblowers after the meeting, but she knew the WO wanted the
bank out of RALSs, so she did not believe a complaint would go anywhere. She added that it was
the only time she has ever asked herself if she wanted to continue working for the FDIC. She
said that she has never been so ashamed in all her life to work for the FDIC. She believes the
FDIC is a great organization, but this was shameful.

Others who attended the meeting echoed [Jjjfj comments. recalled [JJij using words
like “bombs will drop” if | if cid not agree to exit RALs. recalled the comment, but
believed - had said there were “bombers in the air.” said “went way over
the top,” so much so that she was embarrassed. subsequently said“ got on his soap
box and threatened the bank.” He said that made it very clear that if the bank exited
RALs, everything else was negotiable. said he had never been to a meeting where

someone from the FDIC acted Iike- did. - told us- from - commented

that [Jij behavior was “the most abusive thing she had ever seen.”

C. Praise for- Contribution

On February 15, 2011, the day after conduct at the Board meeting, he
received praise for his performance. I second level

supervisor, wrote simply “Excellent!””” upon learning the news that [ Jij was exiting the
RAL business. A number of his Legal colleagues also congratulated him on the settlement and

called it a “Good result!” The clients were also satisfied. [JJJfJj wrote to ||| I anc
I conying Lowe, [ and il stating “I hope you all got a good night’s rest after a
very long and grueling session with the bank. Thanks for all your work on this.” His supervisor,

I 2'so emailed i about his performance, on February 15, 2011, with respect to the
horizontal review (discussed in more detail below), “you have really done a wonderful job for
the FDIC, and that’s what i[s] really important.”

When interviewed during this Inquiry, [JJJJ stated that he counseled JJjjjff on his behavior at the
I Bo:rd meeting. ] called it “no ordinary counseling” and said that before providing
the counseling he talked to a wide range of people who were at the Board meeting. He also

stated that he spoke with |||} and FDIC Human Resources personnel.
I to!d us that he had discussed behavior with [ [ said that
counseled [Jij but he did not remember if it was a formal or informal counseling. said

77

When interviewed as a part of this Inquiry, told us he was aware that [JJj “misbehaved” at the
February 14, 2011 exit meeting at but he stated that he clearly did not hear about [JJJj behavior

prior to him sending an e-mail saying that actions to get to an agreement to exit RALs was
”Excellent!”- believed that he did, however, hear of behavior within a short timeframe.
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that he made it clear to- that any repeat of such behavior would result in formal
disciplinary action. He stated that- promised not to conduct himself in that fashion in the
future. The OIG was not able to uncover any written record of this counseling, a reprimand, or
other negative feedback, with respect to [JJJjj conduct at the Board meeting.
However, we were able to find a Mission Achievement Award gh by- and
I in December 2011 because “{Jlj had done a good job supervising his team this
first year. He has done very good work on Consumer matters including his investigation plan
for an extremely large matter involving a horizontal review of affiliates. In addition to this

has exhibited remarkable technical proficiency in banking and consumer law.”
The award included a monetary component of $1,350."

D. _ Announcement of its Exit from RALs

On February 15, 2011, wrote to Lowe, ||l anc [ copying [ anc

expressing frustration that had not yet issued a press release announcing its exit from
RALs. “This is unacceptable and a breach of last night’s agreement.” She stated that if the bank
did not issue the release by 9:00 a.m. the next day and alert its EROs, “we should issue the
Notice ASAP.” i} forwarded the email to ] on February 16, 2011 and wrote “[i]f you
don’t know what happened here, we can discuss today.” - replied “[I] got a flavor for it from
» and he stated he would come and speak with [JJij and i} in her office.
On February 16, 2011, || l] comptied with the FDIC’s demand and issued a press release
entitled ‘il Bank Exits Refund Anticipation Loan Business.” |JJJij stated that it
had decided to exit the RAL business at the conclusion of the 2011 tax season following
extensive conversations with its primary regulator, the FDIC, regarding its concerns about RALSs.

XXIll. The Horizontal Review and the FDIC’s Contemporaneous Interactions with

On February 15-16, 2011, DCP and RMS commenced an unannounced visitation of || to
review and analyze its RAL program and compliance with the outstanding February 2009 Cease
and Desist Order. DCP and RMS also deployed approximately 400 examiners to conduct a 2-
day horizontal review of 250 of ERO providers in 36 states. At the time of the
horizontal review, ||l and had agreed to exit RALS at the end of the
upcoming tax season. Despite the two banks’ exits not being immediate, the FDIC decided to
abandon planned horizontal reviews of those institutions and their EROs and only went forward
against [ lj who had not agreed to exit the RAL business.

The stated purpose of the horizontal review was to determine whether the EROs were complying
with federal and state laws and regulations pertaining to the origination of RALs. RMS and DCP

% We looked to see if [ ij received a year-end performance appraisal. He did not, due to his short tenure at

the FDIC.
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officials informed us that the number of EROs reviewed was large because a statistically valid
sample was needed to support any supervisory actions that may have been warranted based on
the outcome of the review. What is certain, is this was an unprecedented use of resources on a
horizontal review, affecting a single bank, during the aftermath of the financial crisis, in a year
where 92 other banks failed.

As described throughout this report, then-Chairman Bair, then-Vice Chairman Gruenberg, and

were all kept informed about progress toward effectuating the exit from the
business line of the remaining institutions with RAL programs. This was as true during the lead
up to the planned horizontal review, as it was at other junctures.” On February 9, 2011, |||}
informed [Jij Gruenberg, || I Pearce. and that the [ i) Noc
would be posted on the FDIC’s Website in late March; had agreed to exit the RAL
business; and |l was considering exiting. also sent this information to Eberley so
she could notify Bair. Eberley had questions for on February 10, 2011, about the status
of the three RAL banks so she could “give the Chairman a heads up.” He summarized the
status of each and stated that “[a]ny bank that exits will no longer [be] subject to the horizontal
review.”

When interviewed by our office, - agreed that the effort taken to get these three banks out
of the RALSs business was enormous and more than was typical because of the interest in the
business line “all the way up the food chain.” [ believed the heightened interest was due
to the perception by staff that people at the highest levels wanted the banks out of RALS.

said it was obvious to him that [ thought that was what he was supposed to do and
- did not believe getting the banks to exit RALs was || idea. [l said that those
“running the show” were not after these particular banks, but the RAL product itself.

On February 15, 2011, |GGG v ote to [ copying Bair and ||

and accused the FDIC of using the horizontal review as a form of retaliation for the bank’s
choice to enter the administrative law process rather than settle. Pearce emailed - and
I and instructed [ to draft a short response rebutting the allegation of retaliation. He
wrote, “[o]ur review of multiple banks offering tax products led us to develop the horizontal
review of all banks engaging in the RAL business, and it only feels like retaliation b/c the other
banks decided to exit the business based on concerns regarding the debt indicator.”

responded to || ll. copying Pearce to “strongly disagree” with

characterization of the FDIC’s examination oversight. ||| JJlij responded, “[o]bviously, you
and the FDIC weren’t too concerned about the safety and soundness of our RAL product this
year since the FDIC sought our agreement to exit the business next year. Just today.

7 When interviewed as a part of this Inquiry,- told us he was briefed, as a , on a periodic basis by

FDIC Division Directors. In particular, he noted he met on a regular basis with and [ on RALs.
Gruenberg told us that he has received bi-weekly briefings from both risk management and compliance

personnel from the time he was || ij throueh to the present.
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I (sic] advised our counsel that this would go away if we signed the agreed order to exit
the RAL business next year.” [JJij emaited || G i is
unbelievable. 1 will probably be sued before it’s over. Please do not distribute further.”

I s referencing a phone call that took place between and || counse!
on February 15, 2011, in the presence of [JJj and [ in office. On February 186,
2011, | sent a letter to ] and copied the FDIC Board, about ] conduct
on the phone with |l counsel, the bank’s appeal of the August 30, 2010 S&S
examination, and the horizontal review.

First, with respect to the conversation between [l counse! and

reported that- had said that “the surprise visitation would end if the Bank immediately
entered into a Written Agreement to exit the RAL business. He also stated that the situation
would “get a lot worse before it gets better.””

I vrote to N copying Il on February 16, 2011. I took | out of the

[horizontal review] war room but explained attys sometimes have to let examiners do their thing,
and that you were both. [sic] [h]appy with his remarkable work. Please do not mention to-
1. replied to all, ‘JJfffj has written a letter to all the
FDIC board members naming and [sic] inappropriately talking to the bank’s
attorney and threatening them. We will need a statement from - about what he said. | think
will have to know because this has moved too high up the chain. Please advise if you want

to tell [ or you wan

t and I to do it.” [JJffjj responded to all,” 1 would
suggest that you get to before he hears about it from someone else.”

On February 16, 2011, ] drafted a response to the allegations in |||l 'etter and

sent it to [ and || R and i both reviewed the summary that day to which [}

made edits. In pertinent part wrote:

she [l attorney] then asked if the ‘FDIC would go away” if

just signed the written agreement offered to || 1ast week bm

| said probably not, since the horizontal examination had already begun and was in process, and
that based on anecdotal results so far I suspected that ‘things were going to get worse before

they get better,” because we were finding substantial compliance violations of law and
regulation.

% When interviewed by our office, Gruenberg stated he did not recall receiving the letter from

told us that he may have heard about ] conduct after the fact. [ stated that although he was copled
on the letter the bank sent to the FDIC Board members, the FDIC is “Chairman centric” and all letters go to the
Chairman’s office for response. ] further stated that [} had a supervisor who would be responsible for
any disciplinary action taken.
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I aovised [ I <tter says (based on second hand information) you said we

would stop the visitation if they agreed to exit. You are saying you said ‘probably not.” I think
- recalls you initially saying that you thought it would, but then essentially correcting yourself
and saying it was not clear that it would.” did not change the language and sent his final
summary of the events to [JJJjj and on the morning of February 17, 2011. He wrote,
“[w]ell, now you have it. The witness who sat to my right during the call ||| has also
reviewed it and concurs that this was the conversation that we had. Unfortunately for the
bank (and bank counsel), there were half a dozen folks in the room, and all heard what I said
(and did not say).”

Pearce sent a memorandum to Bair, copying ||l and about letter
on February 17, 2011. “I am troubled by the allegations made by that our examiners
and legal counsel made threats against the bank. We are looking into these allegations, but
have no reason to believe FDIC staff made threatening statements. | have also been advised
by Legal that the letter misrepresents | ij conversation...”

When interviewed as part of this Inquiry, Pearce stated he first heard about- conduct at
the [ li] Board meeting several months later when filed its appeal of its
examination ratings with the SARC, through its attorney,. He stated he did not know
about [l conduct when he replied to Bair on February 17, 2011, regarding |||l
allegations of mistreatment by ] in a telephone conversation. Pearce said that he spoke
with [l and‘nd they both said that the letter from || JJJl] was not accurate with
respect to what said to attorney. After initially hearing about

behavior the night of the Board meeting from | (as described above),
said that she heard more fully about- behavior, and the language he used, from
within about a week. She recalled that she spoke with both Pearce and . about what
told her, but could not recall specifically when she spoke with them.

I a'so recalled that [ was in her office on his cellphone with attorney on
February 15, 2011, during the horizontal review. She heard [ talking and noticed that he
got loud. [JJj who was present, asked |Jj who he was talking to and he replied that it was

1attorney. I stated that she was not part of the discussion and does not recall
what

said.

- told us that he did not remember the content of‘conversation With-

attorney but he did not believe it was good strategy for to be in a screaming match with
bank counsel. He added that there should be some flavor in the response that- was also
loud mouthed. He added that if did not include some of that flavor then he should
have. Neither the submission by. edited by- about the phone call nor the memo
from Pearce to Bair made any reference to [Jfj raising his voice with ||| attorney.
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I a'so told us that she, and Legal composed the February 17, 2011, memorandum
from Pearce to the Chairman. agreed with Pearce’s approach and she thought it was an

appropriate response. She stated that “you do not let a bank accuse you of retaliation.” It seems
implausible given that |ij (1) reported to Pearce; (2) was aware of conduct at the
I Bo:rd meeting; (3) was present when ] “got loud” on the phone with
attorney; and (4) assisted Pearce with drafting the memorandum to the Chairman about

phone call with i) among other issues, that would not have relayed the nature of
I bchavior to Pearce. Equally, at the time, Pearce, had all received
emails, on February 10-11, 2011, in which - said things to attorney that “we
[the FDIC] would not say to a bank” and used non-public information in an attempt to leverage a
settlement with [ ilj et none of this information was included in the memorandum to
Bair.

In addition to [l conduct, the other issues raised in February 15, 2011 letter
and February 16, 2011 email to Lowe, copying Bair, L and Gruenberg
included ||l appeal of the ] composite rating of the bank’s August 30, 2010, S&S
examination and the horizontal review. In the February 16, 2011, email, | |l explained
that | ij had not received the FDIC’s letter, dated February 10, 2011, denying its appeal

until Lowe attached it in an email that day. ||Jlj wrote. in part:

The letter we haven’t received summarily denying our appeal concludes that ‘the Bank’s right to
appeal was terminated when the FDIC provided written notice to the Bank indicating it’s [sic]
intention to pursue formal enforcement against the Bank.” It is baffling why the FDIC, on
January 28" would encourage and grant us an extension to file the appeal until March 30™ if
our right to appeal had already terminated.

I would note that two other banks have recently succumbed to FDIC pressure to exit the RAL
business in 2012 but will continue the business for the remainder of this tax season so the
concern with regard to the safety and soundness of this product for this tax season seems
tempered. We remain one of the best capitalized, highest performing and most community
minded banks in the country so it is hard to imagine the lengths the FDIC will go to legislate
against this product.

Bair forwarded_ email to- and Pearce and wrote, “I don’t understand???”

B renlied,

seems to be complaining that the bank has not yet received our response to his
appeal. We heard the same from him today, and in response Anthony Lowe called him and
provided the letter. Apparently the time interval was because the letter is in the mail. The
substance of the matter is that we told the bank that it cannot appeal a matter that is the subject
of a written notice of proposed enforcement action.
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This response did not address why [ had been granted an extension by ||l to
lodge its appeal if its appeal right had already been extinguished by the notice of the proposed

enforcement action. In fact, |Jf|j had written to [} on January 28, 2011, “[w]ith respect to
your appeal, if you will forward a written request for extension of time to file the appeal to

and to me, | will ensure that your extension request is processed by COB
today. We’re drafting the extension for 60 days, and you can request a second extension if
necessary.” During this Inquiry, the FDIC represented to us that it granted the extension because
it cannot be known with certainty whether an issue is truly appealable until the bank submits the
appeal.

xxiv. [ sues the FoIC
On March 1, 2011, - sued the FDIC, Bair, Lowe, and- 81_ sent a

news article about the suit to Bair that day. [ brouaht the action:

...pursuant to the Administrative Procedure Act (“APA”), 5 U.S.C. 88 701 et seq., to require that
Defendant Federal Deposit Insurance Corporation and the individual defendants in their official
capacities (collectively, “FDIC”) play by the rules. As set forth below, FDIC has apparently
decided to force all lenders out of the business of making Refund Anticipation Loans (“RALs”), a
lawful product that permits taxpayers to borrow against their future tax refunds. This suit seeks
to require that any rule against RALSs be created only through formal regulatory procedures, out
in the open and subject to public comments, scrutiny and criticism, rather than through
examinations and enforcement actions. Separately, this lawsuit seeks to require that FDIC not
attempt to circumvent the rules governing a pending adjudicative proceeding involving

RAL lending by use of its power of “examination” to conduct one-sided discovery for
that proceeding, in derogation of APA requirements and [l rionts.

After filing the lawsuit, was in the news. On March 7, 2011, - emailed Bair,
copying ||l and attaching a news article on I vote, “FYI - The
following article on was published by this afternoon. | claims
that [ 10ss rate on RALs is ] percent, which is considerably lower than thelji]

. percent charge-off rate on mortgage loans and credit card loans.” The article also indicated
that [ i shares had dropped by JJj percent, to date, in 2011.

XXV. The Amended Notice of Charges Against- and Its Inaccuracies and
Weaknesses

On April 20, 2011, an FDIC staff attorney sent

I =nd I copying

81 , case number_, U.S. District Court
for the ).
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Amended Notice of Charges (Amended Notice) and recommendation for a $2,000,000 CMP for
I % on April 27, 2011, i sent Bair, copying ||} the draft Amended Notice.
The FDIC issued the Amended Notice for an Order to Cease and Desist; Notice of Assessment of
Civil Money Penalties, Findings of Fact and Conclusions of Law; Order to Pay; and Notice of
Hearing to [J i on May 3, 2011. The Amended Notice alleged that the bank was engaging
in an unsafe or unsound banking practice with respect to its RAL program and added Truth in
Lending Violations (TILA), additional third-party risk control problems, failure to safeguard
consumer personally identifiable information, cash and cash equivalents, violation of the Equal
Credit Opportunity Act (ECOA) (spousal signature issue), UDAP with respect to marketing
materials, providing of Frequently Asked Questions to their EROs to prepare them for examiner
questions, and issues with their Currency Connection Program. The Amended Notice “...seek[s]
to require the Bank to withdraw from participation in non-traditional lending and depository
transactions including but not limited to RALSs involving third-party providers processed through
the TRS division.”

On May 5, 2011, alerted Bair to a [ press release which he attached to his email.
“FYI —Just issued the following press release today claiming that the RAL
default rate for the current tax season is only-percent and the bank’s RAL underwriting
model has performed as designed for the 16" consecutive year, and with a much lower default
rate than many other forms of traditional consumer credit.” Pearce also wrote to Bair, copying
I ith talking points and the Amended Notice for [JJij Then on May 9, 2011,
Pearce emailed Bair “FYI, consumer groups (CFA [Consumer Federation of America] and
NCLC [National Consumer Law Center]) picked up on- action and issued press
release.” Bair responded, “[t]hat’s great. Glad to see your hard work being recognized.”

Meanwhile, following the issuance of the Amended Notice, - sent a memorandum to
I ovising him “of weaknesses CRO [JJij Regional Office] believes exist in the
Amended Notice. A small number of allegations may need to be abandoned altogether while
others remain vulnerable to a Motion for Summary Disposition.” In particular he noted:

Facts arising since the filing of the Amended Notice, including interviews with examiners and
preliminary reviews of RAL underwriting model reveal that the underwriting model
actually aIIeviatesﬂ of loss... During the Visitation [Horizontal Review],
examiners reviewed the model which had been prepared by an outside consultant. Examiners
voiced opinions that the underwriting model addresses the deficiency caused by the elimination

of the debt indicator, i.e. it predicts whether a taxpayer is or is not going to get a tax refund. The
modeling documentation was also provided to The [FDIC’s] Division of Insurance and Research

8 As with the CMP recommendation to the CRC with [ lf Consent Order (see Section XV above), staff

basically doubled the amount generated through the use of the matrix. In this instance, the derived amount
was $1,057,208. However, staff recommended, and the CRC approved, $2,000,000.
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(‘DIR’). DIR’s preliminary conclusion is that || f|j mode! appropriately measures risk
based upon the likelihood that the taxpayer/borrower would receive a refund.

Furthermore, the effectiveness of the underwriting model has been confirmed in practice as

default rate on RALs during the 2011 tax season was well within its projections. At
the end of the 2011 tax season, | ij default rate was approximately 1.41%. The Bank
had budgeted for a default rate of 2.50%...

These statements contradict the conclusion previously drawn by the FDIC, conveyed to the bank,
and discussed above at Section X111, about || lj RAL underwriting model.

- went on to explain that the FDIC’s “TILA claim regarding record retention should be
withdrawn” because the FDIC had alleged in the Amended Notice that [JJjjijj faited to meeta
requirement that was not in fact required under TILA. He cited vulnerabilities to the FDIC’s
ECOA and Regulation B claims. Finally, he stated that allegations that [ jjij was in
violation of its 2009 Cease and Desist Order with the FDIC were inaccurate.

In the afternoon on October 6, 2011, |Jfj sent an email, subject: “CRO bullet memo from
yesterday” to five attorneys, assigning them the task of rebutting each point raised by [Jjjjjj by
the next morning. An initial response was circulated to the group by

. that cvening and he sent a slightly longer version to [Jjfjj and
on October 11, 2011.

As described below at Section XXX, FDIC settled the case with - based on the Amended
Notice which had not been changed to reflect [ advice.

XXVI. Additional Congressional Interest

On March 16, 2011, Bair sent a letter to Congressman Ben Chandler in response to his letter
regarding i) and its RAL program. She explained, “...the FDIC has not made any
policy decisions to prohibit RAL programs or issued supervisory policies that address RAL
programs specifically...”” She also continued, “[y]ou mention in your letter that the Bank’s RAL
program will be profitable in 2011 and ask whether such profitability proves the Bank’s
underwriting process is appropriate. While we cannot comment on the specifics related to our
supervision or review of the Bank’s underwriting of RALS, there are examples, some recent, that
indicate that point-in-time profits are not a good indicator of sound underwriting. A case in point
are subprime mortgage lenders that initially reported profits only to subsequently collapse when
their poor underwriting resulted in heavy losses.”

Following Bair’s departure from the FDIC on July 8, 2011, [JJj emailed the then-Acting
Chairman Gruenberg and his ||| | ] B on Avoust 31, 2011, attaching “Sheila’s
response on [ l] The question came in after her final hearing on June 30 and the responses
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were signed by me on July 29.” Senator Shelby had asked, *...the American Banker,
published an article that detailed allegations that the FDIC improperly used its administrative
powers when it conducted an unscheduled examination in retaliation for the bank’s refusal to
comply with an FDIC enforcement order...Were you aware of the decision to initiate the
enforcement action detailed in the American Banker article and if so, did you authorize the
enforcement action?” The FDIC’s response did not address the question citing “confidential
supervisory and law enforcement information concerning an individual depository institution,
which institution is currently the subject of a pending administrative enforcement action...” As
explained earlier in this report, Bair was aware of the plans for the horizontal review and,
according to Pearce, had ‘green lighted’ it. - had also forwarded an email he received from
Pearce to then-Acting Chairman Gruenberg and [Jfjj on August 29, 2011, subject ‘| il}
timeline.” The email read, in part, “[o]ur horizontal review of RAL providers (including a
visitation to ) occurred on 2/15/11. It was reported in an American Banker article
on [l after filed a lawsuit in district court [against the FDIC]. We amended our
Notice of Charges on 5/3/11, reflecting the results of the visitation.”

XXVII. The- Consent Order

Though |l had agreed to exit RALSs, the FDIC was still interested in getting the bank out
of its other tax products. On February 17, 2011, || ij wrote to i} anc [l copying
, and Lowe, “3 weeks and 4 days [un]til | get my Order with all tax
products.” Then on March 5, 2011, | Jij wrote to ] that she had told Lowe she wanted
to present a || ij Consent Order at the March 17, 2011 CRC meeting, but Lowe had given
the bank until March 18, 2011 to provide a response to the issues. “I can’t think of anything that
would change my mind so why wait. | may have gone crazy on this one but don’t tell me until
it’s done.” | was still pushing to make the March CRC meeting on March 10, 2011.

told her, that day, that it was not possible because of competing commitments, including
work regarding the i 1awsuit against the Chairman, Lowe, and |||jjl] Il to'

that they could have a Consent Order ready for the April 13, 2011, CRC meeting.

- replied, “We will distribute this case on Monday with or without an order.”
On March 13, 2011,

sent copying , a Draft CRC
Memorandum on : relayed to hat the draft had gone to Pearce and told

him to provide changes, if he had any. “This memorandum requests authorization to accept a
stipulated Consent Order, as well as pursue an Order of Restitution and an Order to Pay a Civil
Money Penalty... in the range of $145,000 to $160,000... Further, it specifically prohibits the
Bank’s participation in transactions with third-party providers of non-traditional products and
requires the cessation of RAL or other non-traditional lending by April 15, 2011.”

The Consent Order for | ij was presented at the March CRC meeting. On April 1, 2011,
I Bair’s representative on the CRC wrote to her, copying |||l
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I s tc case from the last Case Review Committee that | mentioned to you about
two weeks ago. This bank also has a RAL program. The last compliance exam, which started on
May 15, 2009, identified some UDAP and TILA issues and insufficient third party oversight. As
a result, the bank’s compliance rating was downgraded to I and the CRA rating was
downgraded to ‘Needs to Improve.” While I have concerns about the protracted time frame for
completion of the compliance & CRA exams (nearly two years), my biggest concern involves the
CAMELS ratings assigned at the last safety & soundness examination: .
According to the* Regional office, thel rating for the management component as well as
the overall composite j§ rating for Safety & Soundness ‘is based on the bank’s poor compliance
posture and the various risks associated with non-traditional bank products.” While I recognize
the management component should factor in the bank’s compliance rating, | have yet to see a
double-downgrade of the bank’s composite safety & soundness rating. | asked |||}
@) : the CRC meeting if they could provide other examples of similar downgrades
and they could not think of any. Apparently, they have not been able to find any similar
scenarios in the two weeks that have transpired since the last CRC meeting. The overall double
downgrade for safety & soundness is highly unusual and inconsistent with our policy and past
practice. | think the safety & soundness rating is overly harsh and indefensible, particularly

considering the bank’s assigned capital and asset quality ratings of § and @8 respectively, and
also considering the bank’s previous (2009) CAMELS rating of

Bair responded to [Jfj “No. That doesn’t sound right.” [ replied, “[o]f course, the ]
rating for S&S means much higher deposit insurance assessment for the bank.”

provided Bair with additional specifics on April 5, 2011, “...the overall downgrade from
mal rating for safety & soundness results in a four-fold increase in the bank’s
assessment — from [ per quarter to [ per quarter.” Bair forwarded her discussion
with - to Pearce. “This is a pretty big wallop with no precedent. May well be justified.
Your call. Just make sure everyone has thought it through.” Pearce responded that since it
was a S&S question, he had talked to- who would respond to Bair. We searched for, but
did not find, an additional written response from either- or Pearce to Bair on this issue.

When we interviewed he recalled being in the CRC meeting, sometime prior to April 1,
2011, when the case was presented. At the meeting, he asked [JJJj about the

composite rating being downgraded from al to al and recalled that she was “livid” that he was
questioning the double downgrade in the composite rating based on compliance. In his mind, it
was indefensible and highly unusual. He asked- if she could provide examples of any
similar situations and she could not provide any. After that meeting, they rarely spoke. -
opined that the double downgrade seemed “petty, vindictive, and unprecedented.”

SENSITIVE INFORMATION — FOR OFFICIAL USE ONLY
81



Office of Inspector General Report of Inquiry - O1G-16-001

XXVIII. _ Appeals of Its May 15, 2009, Compliance and October 25,
2010, S&S Examinations

on April 11, 2011, |} Board met with the FDIC. The official account of the meeting
in the FDIC’s RADD system reflects that “[t]he Board disagree[d] with the findings of the May
15, 2009, Compliance examination and those findings were the major reasons management was
rated a ‘4’ and the composite rating for the bank was a. in the Safety and Soundness Report of
Examination...” Later the memorandum states, “[t]he Board also noted that there appeared to be
‘ulterior motives’ behind the severity of the Compliance findings...”

on April 25, 2011, ||l requested a review of material supervisory determinations relating
to the Compliance Examination dated May 15, 2009. This was the bank’s first line appeal to the

Through their attorneys, including [JJjij they addressed a
number of issues, including the meeting that took place on February 14, 2011, in its written
appeal including:

The FDIC directed the Board to hold a meeting with the FDIC on February 14, 2011. In the

days leading up to this meeting, became directly involved in
communications with the Bank and its counsel. - repeatedly threatened in calls with
counsel for the Bank that there would be ‘serious consequences’ if the Bank did not agree to exit
the RAL business in advance of the meeting. [JJJJiij further made clear to the Bank’s
counsel that the Bank’s decision to exit RAL lending or proceed with its RAL business would
substantially impact the FDIC’s decision whether to pursue formal enforcement proceedings
related to the alleged violations enumerated in the Report. The Bank’s counsel repeatedly
informed [ liJ that the Board wished to hear the presentation of FDIC personnel at the

February 14 meeting before making specific commitments.

At the outset of the February 14 meeting, |Jij indicated to the Board that it was
‘extremely rare’ for Washington counsel to attend such a meeting. He advised that he was
present because the Bank’s RAL business had attracted attention and antipathy at the highest
level of the FDIC...

I cpeatedly threatened the Bank with aggressive language, asserting that the FDIC
was on the verge of ‘going to war’ with the Bank. He stated that unless the Bank agreed
immediately to exit the RAL business, ‘bombers’ would be deployed, the Bank would face
unprecedented and aggressive regulatory action as early as the next morning, and the Bank
would be ‘change[d] forever.” Counsel for the Bank several times asked [ i to explain
what he meant, and indicated that it was not possible adequately to advise the Bank’s Board
without an understanding of what the references to ‘bombers in the air’ and the threat of
‘unprecedented” action meant. || ij refused to provide any details and stated that he was
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forbidden to elaborate.* Instead, | ij asserted that regulatory action would be “entirely
unexpected by you and your counsel’ and would be ‘imaginative and extremely aggressive.’ .
- also stated that the FDIC would not be concerned if a “piss ant, $200 million bank
failed.” He also noted that his ‘boss,’ the Senior Deputy Director for Compliance and CRA
Examinations, was displeased with him because he was not being tough enough. The conduct
of [l at the meeting was shockingly unprofessional in a way never before experienced
by the Board, its counsel, or the | fij Department of Financial Institutions representative
present at the meeting. Ultimately the meeting ended without the Board signing an Order, but
instead issuing a resolution that the Bank would exit the RAL business at the conclusion of the
tax season.

Additionally, on May 27, 2011, the bank offered a “Submission to the Federal Deposit Insurance

Corporation on Behalf of contesting the October 25, 2010 Safety and Soundness
Report of Examination.” denied || reauest on June 10,
2011,

On June 6, 2011, ||l Avpeal regarding the May 15, 2009 Compliance Examination was
denied at the Division level. Therefore, on June 17, 2011, || ij exercised its option to
appeal the Division-level decision to the SARC.

Pursuant to the FDIC’s appeal process, material determinations of examination findings cannot
be appealed once “A formal enforcement-related action or decision commences, and... when the
FDIC initiates a formal investigation under 12 U.S.C. 1820(c) or provides written notice to the
bank indicating its intention to pursue available formal enforcement remedies...”®* Equally,
Subpart R of the FDIC’s Guidelines for Appeals of Material Supervisory Determinations reads:
“Effect on Supervisory or Enforcement Actions — The use of the procedures set forth in these
guidelines by any institution will not affect, delay, or impede any formal or informal supervisory
or enforcement action in progress or affect the FDIC’s authority to take any supervisory or
enforcement action against that institution.”®®

on July 13, 2011, [ emailed and ] copying Pearce with an attached
proposed Notice of Charges against and alerted them that “[w]e are preparing [the]
letter now to deny the bank’s request for a SARC Appeal.” The filing of the NOC would
terminate appeal rights.

On July 26, 2011, emailed
copying [}

83

“In light of || ) Il February 28, 2011 federal complaint against the FDIC, it is apparent that

was referring to the deployment of the Agency’s examination and subpoena powers.” (footnote original to
I o)

https://www.fdic.gov/regulations/laws/sarc/sarc.pdf
https://www.fdic.gov/regulations/laws/sarc/sarcguidelines.html
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others, attaching letters from DCP and RMS denying |||l SARC appeals. He also
attached DCP and RMS appeals that he stated were previously circulated on June
20, 2011'0rwarded the email to Pearce on July 30, 2011, saying the “[A]cting
Chairman had not yet signed these letters,” though the letters were drafted for signature by the
Executive Secretary. Regardless, this reflects that, the then-Acting Chairman’s office had the
information put forth by |l in its appeals, including information about conduct.
When we interviewed Chairman Gruenberg, he stated that he did not recall rem
appeal, never met and had never heard of him prior to this Inquiry. The FDIC further
represented to our office that- did not acknowledge the July 26, 2011 email, print or read its
contents, or forward it to Gruenberg.

Pearce also told us that, in August 2011, he traveled to | Jjjiij to meet with

executives and some of its Board members regarding the way they were treatecm at the
February Board meeting. He did not want the bankers to feel that the FDIC deemed their
treatment acceptable. He told us he expects bankers to be treated professionally and the FDIC
did not meet that standard with ||l

- left the FDIC, of his own accord, in December 2011 to take the Assistant Inspector
General of Investigations position at the SEC’s OIG. He began work there on January 4, 2012.
As described above, some at the FDIC knew of [JJiij conduct toward

contemporaneously with his interactions with the bank, some found out soon afterward, and no
later than July 2011, five months before- left the FDIC, the highest levels of leadership
should have known of his behavior yet no documented action was taken in response to his
conduct and as discussed above, he received an award for his performance.

Between September 2011 and November 2011, the FDIC changed its position on

. As described previously, the |G e 2 direct-
deposit product marketed to money service businesses such as check cashers and pawn shops.
These businesses market the product to target individuals that do not participate in the banking
system. The program provides check issuance and a debit card. On September 13-14, 2011, an
email conversation occurred between Lowe, and Pearce. Initially, Lowe wrote to

I conying Pearce, “[d]uring the call with on [sic] yesterday,
we advised of no change in our position relative to the , and that the bank

should make plans to exit... ||| (I attorney] then advised, during the

discussion of the CMP, that the bank would be willing to pay a fine of up to $100 thousand if

allowed to remain in the ||| GG However. Il indicated he would likely

advise the bank to refrain from agreeing to a fine absent continuation of the program...” The
next day Pearce replied, “I don’t think the CMP and || li] are connected in anyway.”
Lowe responded, “[a]gree — no connection at all.”
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On September 22, 2011, Lowe sent Pearce and [|Jilij copying [ the revised |

Consent Order that included “a definitive provision on refraining from RAL lending and... a
provision addressing Dollars Direct (including policies, procedures, and audit coverage), and
requiring a specific plan to exit if directed by RD [Regional Director].” - approved of the
proposed Consent Order and a civil money penalty of $145,000 or greater.

On October 17, 2011, |l stipulated to the Consent Order, order for restitution, and order
to pay CMPs. Among other things, the Consent Order stated that the institution had exited the
RAL business and would not resume that type of lending. Notably the Order did allow [
[l to continue its Dollars Direct program.® | i paid a $145,000 civil money penalty.
Then, on November 17, 2011, the FDIC issued the Consent Order, signed by ||l

XXX. Pearce’s Settlement Negotiations, and Ultimate Settlement, with -

In September 2011, Pearce took over settlement negotiations with [ from i in an
attempt to get the bank to exit its RAL business. When interviewed by our office, Pearce
explained that he negotiated directly with CEO- because communications between
I 2nd the FDIC had become adversarial by this point and he thought he was in the best
position to reach a resolution with - Pearce thought he had a better chance of reaching a
settlement because of his title and the fact that he had no history with the bank, giving the bank
higher confidence that it could reach a resolution with him. Pearce felt he was “well-positioned
to reach a positive outcome.” He told us he did not involve Legal in the negotiations because, by
this time, he would not have used- and he felt he was responsible as the “supervisory
person.” ** Pearce stated that during the negotiations with || lij. he focused on the issues
at hand: the report on the horizontal review, issues with the RAL business, positive ratings, and
resolved supervisory issues relative to being on the FDIC’s bidders list. He recognized that
- had an interest in expanding and the bank was now willing to be more proactive in
addressing examination concerns. - was unable to be on the FDIC’s bidders list to
acquire failing banks because of its “Needs Improvement” CRA rating, composite S&S
rating, . Compliance rating, and outstanding Consent Order from 2009.%

On September 9, 2011, || Pearce and | met about [ At the

time, [JJl)j was about to undergo another round of S&S and Compliance examinations.

¥ We did not uncover an explanation for the FDIC’s change in position with respect to [l 0o''ars Direct

Program.
¥ Itis noteworthy that Pearce was handling settlement discussions directly with . The Legal Division is
typically involved in the settlement negotiation process. When we interviewed she stated that she

knew Pearce and | l] had met and agreed that they could work out the settlement without involving

Legal and that this is not the way it was normally done.. agreed that it was Pearce who was negotiating with
stated, Pearce “pretty much negotiated that [settlement] himself.”

FDIC Directive Circular 6371.1 “Bidders List Preparation and Clearance Process” (December 20, 2004). For more

on the bidders list, see Section XXXI.
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SENSITIVE INFORMATION — FOR OFFICIAL USE ONLY
85



Office of Inspector General Report of Inquiry - O1G-16-001

According to notes from the meeting, Pearce reported the he had met with in
I - that “is looking forward to ‘good’[examination] reports.” ﬁwonded
that “[e]xaminer ‘quants’ [FDIC’s Quantitative Risk Analysis Section] can criticize [the] model
but there are not large [RAL] losses.” In fact, according to a type-written document attached to

notes from that day, the FDIC’s economists in its Quantitative Risk Analysis Section
had determined that ||l underwriting model:

did not address an individual’s ability to repay a RAL based on the applicant’s credit history.
Nonetheless, taking the limited information received at face value, the economists determined
that the Bank’s ‘underwriting model” adequately replaces the DI for determining whether tax
refunds will be sufficient to repay RALs. Consequently, the absence of the DI and the use of
the Bank’s current ‘underwriting model’ do not expose the Bank to an abnormal risk of loss.
This conclusion is borne out by the Bank’s successful RAL season, in which it predicted a
default rate of before the tax season and, in fact, their default rate has been
approximately.

- notes from the September 9, 2011 meeting also document comments from Pearce as
follows: “Horizontal review demonstrates that they [-] did not do a good (enough) job of
training EROs. Not terribly confident [that the] ALJ [Administrative Law Judge that hears FDIC
enforcement cases] would recommend [JJil] exiting [the] tax business... Not allow
[ to bid [on failed institutions] until after out of RALs.”

On September 30, 2011, Pearce wrote to

I | sooke with r this morning regarding opportunities
to resolve the outstanding issues related to the notice of charges and believe there is a meaningful
prospect for resolution.” Pearce explained that and he had planned a meeting to be
held in DC. He continued, “I think the going-forward applications/bidder list issue will be a
key point...”

On October 6, 2011, Pearce organized a conference call with |||z Love Il

I 2ot a strategy for Topics included “RAL program” and

“Bidder List” among others. According to notes taken by at the meeting, ||

and [l a'so attended. The notes reflect that stated she “[w]ould not be
‘outraged’ if [the] Debt Indicator [issue was] dropped out of the case.” . stated that “[s]taff
has been excluded. So cannot give you the best view re the case. ‘Object to the idea [that] the
case is without merit.”” ] responded, “[w]hat do you win? Do we get an order saying ‘no
more RALs*?” Pearce then discussed the terms of the settlement and [ stated that they
“Iw]ill brief CRC on this next week.” Lowe stated that, “[o]n RMS side exam is looking pretty
clean.” |Jij added, “[s]eeing some compliance issues, not tied to RALs. Still looking at it.”

Lowe replied, “[I]et thrift (|| o bid list. now, even if || bank is

not on yet?”
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Then on October 16, 2011, ] emailed Pearce, ||| and Lowe, copying [ and

I <0laining and attaching a draft settlement term sheet for [ for their review.
Notably with respect to mergers, acquisitions and bidding. proposed the following language:

After April 20, 2012, the FDIC will permit || i to join the bidders list for failed banks and
will consider | ij avptications for acquisitions or mergers, provided that: a)

has fully complied with the terms of the Consent Order; b) [JJij has fully complied with
the terms of the Plan; and c) [ ij meets the statutory and regulatory requirements needed
for approval of bids and acquisitions as well as mergers.

Pearce provided edits to the term sheet and asked the group for feedback that day (a Monday)
because he wanted to send terms to | lij by mid-week.

That same day, Lowe emailed- and provided an overview of the ongoing examinations at
I 2nd the EICs’ preliminary findings., “...[T]he CM [Compliance] and RM [Risk
Management/ S&S] exams, conducted by two of our most seasoned examiners, are concluding
that appropriate efforts have been taken by the bank to address previously identified weakness,
and upgrades in ratings are in order (Risk to [Jfj, Compliance TBD - between [Jfjand JJj}).
Absent conducting another horizontal review of EROs during the tax season, it will [be]
difficult to make the case that the bank remains high risk, relative to its compliance program
and third party oversight. So should we try to simplify our negotiations/agreement with the
bank to the larger issues: exit RAL, pay a sizeable CMP, direct additional resources for
ongoing oversight of third party?” |l reptied that her “initial thoughts on the term sheet
were consistent with [Lowe’s].” She also forwarded the chain to Pearce. Therefore, as Pearce
was negotiating a Consent Order with ||l he was aware that the underlying
concerns supporting a Consent Order had been resolved. In particular, and as described
above, he knew that the bank’s RAL underwriting model had proven effective in 2011 for the
2010 tax season.

One of the “seasoned examiners” referenced by Lowe was |JJ)j the same examiner who had
reviewed underwriting plan, as described above in Section XI11. [JJjij totd us
that he was brought in as the EIC for the |Jij 2010 S&S Examination as a “clean set of
eyes” and that tried to “shield him from Washington” during the examination.
instructed to tell him if anyone from the WO interfered. Despite this,
.reported that reached out to him during the |Jfjc 2011 S&S Examination.
I called to tell him that the “quants” had found problems with ||l RAL
underwriting model. [ to'd us he found this unusual because he had been specifically told
at the outset of the examination that, under no circumstances were he and the other examiners to
examine the model or ask questions about the model, so this line of inquiry was outside the scope
of the examination. However, - recalled calling a female in the “quants” section and she
informed him that they had no issues with the model and that it worked quite well. [JJJjjjjjj to'd
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us that, at this point, he believed [JjjJj was not telling him the truth. [ also received a
comment that [l had made on the text of the 2011 S&S Examination. The original text
read:

The IRS ceased providing its ‘Debt Indicator’ (DI) tool for the 2011 tax season. This tool was
one of the principal factors used by TRS to determine the likelihood of the IRS funding the refund
request. The division experienced modest loss rates of [Jfj anc i of the RAL population
in 2009 and 2010, respectively. Management anticipated losses to be higher in the 2011 season
and budgeted for a loss rate of ] Actual results through September are running better than
anticipated (although higher than past years) at-. This loss rate has not had a materially
adverse effect on the division’s, or the whole bank’s, earnings performance. The division
compensated for higher losses via a combination of a shift in refund products favoring ERCs and
ERDs, as well as via processing a higher volume of tax returns.

- commented “This may need to be re-worded so it doesn’t give the impression that we
had no reason for concern about ‘ability to repay.’” - told us that he thought it was odd
that someone from the compliance side was providing direction on a S&S examination. He
stated, as Lowe reflected above, that the examination “came out clean at the end of the day” and

that [ ij was properly running its RAL program.

On October 18, 2011, and Lowe both provided comments on the term sheet.
Specifically, Jmorated concepts suggested by |l anc ] [l 2dded a
provision “in regard to bidding/mergers, addressing our agreement to promptly respond to
request from other agencies involving transactions being facilitated through the HC [holding

company], or the affiliate in [l

On October 19, 2011, Pearce wrote to
- that he had “[s]ent the attached term sheet to today and walked him through
it on the phone.” Pearce pointed to two questions asked by , one on the length of
time the provisions would remain in place and the other was “[w]hat level of scrutiny will FDIC
[have] going forward on ERQO’s providing ERCs [Electronic Refund Checks] and ERDs
[Electronic Refund Deposits]? | told him we expected our supervision (and his audit program) to
be commensurate with the risks of this activity, noting (as we have in the past) that the
elimination of the RAL product reduces the regulatory, compliance, and reputational risks.”
Pearce updated the same group on October 24, 2011, stating that he had spoken with || N N
that day and had discussed a number of outstanding issues. Pearce said that he and ||| N
were “shooting to make significant progress by Nov 16™ board meeting...” He also noted that
‘S suogested [a] $100k CMP, which | told him was the same as offering $0.”

copying [ and

On November 9, 2011, Pearce sent a memorandum entitled “Consumer Protection Update —
Week of November 7, 2011” to the then-Acting Chairman Gruenberg. Included was an update
on [ that read, “[t]here is a fair chance of resolving [Jij matter in the next 30-60
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days... Possible settlement outcome involves agreement to exit RAL business (though not until
after the 2011 tax return season) and improve third-party oversight for other tax-related
products.”

On November 11, 2011, || li] wrote to Pearce as a part of their continuing settlement
negotiations. He stated, “[w]ith regard to the Civil Money Penalty, we would be receptive to an
amount greater than $500,000 in the event we are able to come to a conclusion and resolution
on all matters resulting in our immediate ability to resume expansionary activities including
acquisition of failed institutions with FDIC assistance. | understand that any such resolution
would be subject to the conclusion of all pending exams with satisfactory or better ratings
prior to execution of the Consent Order.”

Then on November 18, 2011, Pearce sent another Consumer Protection Update memorandum to
Gruenberg that included a reference to |l as follows, ‘{Jii negotiations nearing
completion — should know outcome within the next two weeks.”

I 2 Pearce continued to exchange emails and draft language relating to the
settlement on November 19, 20, and 23, 2011. Then on November 25, 2011, |||
emailed Pearce, attaching further edits to the Consent Order and Consent Agreement drafts. He
wrote, “[w]e are only a few words away on these so I’m confident that if you would agree to the
most recent drafts of the ERO Oversight Plan we will come to terms on the Consent Order and
Stipulation.”

On November 26, 2011, Lowe sent Pearce the draft Compliance and S&S Examinations, both

of which raised || ratings to “2.”
On November 27, 2011, Pearce emailed ||l copyino Il anc I forwarding

I \ovember 25, 2011 email and adding his own message:

I and | are working on the final pieces of the resolution for [l close to the lines you
and | discussed a week or so ago:

. [ il agree to exit RAL business, after next tax season

. [ has submitted a plan for improved oversight of tax preparers...

1

2

3. | wi! pay a $900,000 CMP

4. FDIC agrees that- can file applications after Consent Order executed and we
will consider them in accordance with our normal procedures.

The draft RM and Compliance exams indicate a ‘2’ rating for both... Let me know if you have
any concerns before | let the horse out of the barn.
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On November 28, 2011, Pearce sent the draft Compliance and S&S (also referred to as Risk
Management) Examinations to- for her to review and stated, “I am a bit concerned at
description of tax products and mgmt oversight in both RM and Compliance sections, given
the outstanding notice of charges...” (ellipse original)

- subsequently added the following language to the Compliance ROE. ““As noted above,
the findings and recommendations from the February 2011 [Horizontal Review] Visitation
were not reviewed as a part of this examination. The assessment of the Bank’s efforts to
address deficiencies noted is being handled under separate cover.” [ then sent the
revision to Pearce. also sent suggested changes to- for the S&S ROE on
November 29, 2011. concurred and forwarded the change and comments to Lowe and
I Perce also sent changes to the Compliance ROE to Lowe.

On November 30, 2011, Pearce sent || li] the draft examination reports.

As we have discussed, these reports generally do not consider issues identified in the February
2011 [Horizontal Review] Visitation; however, they do presume that the issues identified in
that Visitation and in the subsequent Amended Notice of Charges will be addressed and
resolved satisfactorily. The Region will finalize and issue these reports immediately after the
Board has taken final action to address those issues.

This appears to tie the bank’s ratings directly to the settlement.

I <nlicd. in part, “I understand from our phone conversation that the signed
Consent Order and Stipulation as well as the ERO Oversight Plan resolve the issues related to
the Report of Visitation [Horizontal Review]. It would be helpful to have some reference to
the settlement’s resolution of the ROV [Report of Visitation] in the exam.” Pearce forwarded
the chain to [N 2o [ coryino I 2o I 2nd asked them to
review the documents to ensure they matched the previous draft. He also alerted them that “I
have briefed ||| N 2 [ i!! notify CRC members later today,” that
the settlement will be signed the following week by || ij Board and FDIC management.
Pearce also sent the final draft Stipulation, Order and ERO Oversight Plan documents to

I - I oryino I - Love

When interviewed as a part of this Inquiry, - said that in light of the fact that the September
12, 2011 Compliance Examination did not review actions the bank took to address concerns
found during the horizontal review, she thought it was a “strong arm tactic.” She said that the
horizontal review was DCP-driven by a strong belief that they would find “a raft” of violations.
- said that the reviews did find some violations, but at the end of the day, they were not as
serious as they thought and it “did not pan out.”

Also on November 30, 2011, | emailed copying [JJij and Pearce the “Briefing
Update for CRC Members” regarding provided a memorandum to be
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circulated to the CRC. She explained the terms of the settlement. “The Bank will exit the RAL
business on or before April 30, 2012 and not resume it thereafter. The Bank will pay a CMP of
$900,000. The FDIC will terminate the Cease & Desist Order issued on February 27, 2009.”
She also stated that the settlement included the bank submitting an acceptable ERO Oversight
Plan, which they had done, and dismissing their lawsuit against the FDIC.

Pearce emailed Gruenberg and [ that day at 3:13 p.m. as well, alerting them of the
settlement with He emailed them again at 4:53 p.m. attaching the Consent Order and
Stipulation for .and highlighting “[t]he operative language from the Stipulation
regarding applications is pasted below. It has been approved by Legal and RMS.” The
language pasted from the Order into Pearce’s email is as follows:

Provided that the Bank has complied with the terms of this CONSENT AGREEMENT, the FDIC
agrees that it will consider any merger applications filed with the FDIC by the Bank and any
requests by the Bank for clearance to bid on the assets and deposits of failing institutions. In
considering such merger applications or requests for clearance to bid that may be submitted by
the Bank, the FDIC will apply the same requirements, standards, and policies that the FDIC
typically applies with respect to any other insured depository institution. The Bank may file such
merger applications or requests for clearance to bid immediately upon acceptance of this
CONSENT AGREEMENT by the FDIC.

We asked Gruenberg if | ij abitity to get on the FDIC’s bidders list or the provision
above was a focus of his attention at the time. He stated that he could not remember.

On December 2, 2011, | l] Board met to discuss the settlement. |||l rerorted to
Pearce, on December 3, 2011, that “[e]verything went well at the Board Meeting yesterday and |
expect to have everything signed and finalized early next week.” They continued to correspond
to finalize logistics of signatures and timing.

On December 5, 2011,
same day,

provided a check for $900,000 in civil money penalties. That

, Subject: “Request for Consultation — Double
to Composite *2" for ||| N

Upgrade on Compliance Rating Composite
explained:

The scope of the current examination also included a limited follow-up review and discussion
with bank management regarding concerns identified in the February 2011 FDIC Visitation
Report. The February 2011 Visitation was a targeted review of the bank’s non-traditional tax
refund business that is conducted through Tax Refund Solutions (TRS), a division of the bank.
However, due to the timing of this examination, and the fact that the 2011 tax season had
already concluded, the scope of the current examination did not test the effectiveness of
actions taken by the bank to address the concerns noted during the February 2011 Visitation.
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Put simply, the horizontal review results that involved approximately 400 examiners visiting
some 250 institutions were not considered when the FDIC decided to double-upgrade |||l
composite rating. Equally, the optics of the ratings upgrade being issued on the same day that

provided a check for CMPs is concerning. When interviewed as a part of this Inquiry,
.agreed the appearance was “not good.”

On December 7, 2011, - emailed for

I conying Pearce, and others, settlement talking

points. Among other question and answer pairs:

Question: Has the FDIC finally driven banks out of the RAL business? Are there
any other banks involved in this line?

Response: The FDIC’s actions regarding RAL business were to ensure that banks
handle all their operations consistent with safe, sound, and prudent banking
practices, and with the primary objective of conserving capital. We do not discuss
open operation banks with anyone other than the banks and their Boards of
Directors.

That same day, a meeting regarding the FDIC’s press release on the settlement was also
organized by the then-Acting Chairman’s office to include himself, Pearce, h and [l
Finally, on December 8, 2011, the FDIC formally issued the Consent Order and an order to pay a
$900,000 civil money penalty. [JJJij 2oreed to exit the RAL business on or before April 30,
2012 and never resume thereafter. Such a provision is unusual in FDIC Consent Orders, as the
FDIC typically allows an institution to re-enter lending activity after consulting with, or
obtaining a non-objection from, the FDIC. When interviewed by our office, admitted it
is rare to ask a bank to exit a line of business. [JJjJjj also told us it was atyh also
agreed to voluntarily dismiss the lawsuit it had filed against the FDIC on March 11, 2011, and
the FDIC terminated the Consent Order from 2009 to which [ had previously been
subject. With the upgrade to a composite. rating in place and the issues associated with the
previous Consent Order and horizontal review behind them, [JJi|j was eligible for addition to

the FDIC’s bidders list of banks who could purchase failing institutions, the outcome that [
I hc always been clear that he wanted.

On December 9, 2011, Pearce’s secretary emailed [i|j and him with a draft || press
release. That same day, discussions occurred between Pearce, - and others about
an internal message to all DCP staff, and potentially others, regarding the settlement
and thanking them for their work on the horizontal review. Lowe noted, “[m]y only concern — if
the email becomes public — is the potential public or industry perception that the entire agency
was engaged in an action against an individual bank.”
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XXXI. Qualified Bidders List and [l Purchase o

According to the FDIC’s Franchise Marketing Website:

The FDIC invites approved and qualified bidders to participate in acquisition opportunities by
means of a bid list. Bid lists are created for each acquisition opportunity based on potential
acquirer’s qualifications and interests and characteristics of the failing bank such as capital
ratios, regulatory ratings, assets and core deposits as reported on the most recent Call Report
and geographic location of the bank. Each bid list is developed using several criteria sets to
identify approved potential bidders for an acquisition opportunity, while considering factors that
match likely approved bidders to an acquisition opportunity. In order for an institution or
organizing group to be included on a bid list, they must be an insured financial institution or
have a shelf charter approved. Banks qualified for a bid list will be notified of the applicable
acquisition opportunity by email and granted initial access to the FDIC’s virtual data room.®°

Directive Circular 6371.1 “Bidders List Preparation and Clearance Process” (December 20,
2004) explains that “DSC [now split into RMS and DCP] is responsible for pre-approving
potential bidders for failing institutions and for assessing the risk to the deposit insurance fund(s)
posed by potential resolution transactions.” The more recent Franchise Marketing Job Aid 1.B
“Create A Bid List,” dated June 2015, points to RMS as the Division to assist with determining
an institution’s qualifications for inclusion on a bid list, using the criteria in Circular 6371.1.
That criteria includes: geography, overall financial condition (“[a]s a general rule, potential
bidder institutions must evidence satisfactory financial condition ... composite ratings of ‘1’ or
‘2.””), asset size, management (“tantamount to a CAMELS management component rating of ‘2’
or better”), anti-money laundering record, and minority ownership.

According to the Job Aid, the person compiling the bid list should “[s]end the Regional Manager
the bid list criteria memorandum. The RM contacts RMS Regional Manager and Case Managers
to discuss criteria.” The Job Aid also counsels, “[a]lways make sure that any individual
institutions not meeting the normal supervisory criteria are cleared by the RMS Case Manager
before adding them to the list.”

At the time, for SN e I - t

entered the finalized change in the bank’s ratings in ViSION on
date the report was mailed to the bank. We conferred with

F and
as a part of this Inquiry. said that it takes about two days for the information

in VISION to update into the Franchise Marketing system.

, the same

On December 8, 2011, the same day the Consent Order was issued,

E—— o R

89

https://www.fdic.gov/buying/FranchiseMarketing/bid lists.html (As of November 29, 2015).
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and [ 2bout I status. “They are excluded from the resolution process. Do you
want that hold to continue?” Lowe responded, “[f]lor now — yes. Expect restrictions to change,
though, within the next week or so.” [ reptied, on December 12, 2011, “[w]e have
received a call in Dallas from... wanting to get on the bidders list. Please let me know
when the hold should be taken off.” Lowe responded, on December 13, 2011, that the “[h]old is
off now” and [} was added that day to the qualified bidders list and to the bid list for

— (as well as two other banks that [ i did not end up being
interested in purchasing). was then able to access the secure site to review the
marketed bank’s information. In other words, three business days after the Consent Order was
issued and five business days after wrote its $900,000 CMP check and was upgraded,
the bank was on the bidders list. acquired* on January
27,2012, and ultimately purchased a total of three banks in 2012. had not agreed to
exit RALs until April 2012 and was therefore still in the business at the time it purchased
|

- told us that then-Acting Chairman Gruenberg was surprised at how quickly

was able to purchase a bank. Gruenberg was also alerted to another potential
purchase. On March 22, 2012, Lowe wrote to a group that

was interested in bidding on
F that would be failing April 13, 2012. forwarded the message
to w

ho forwarded it to Gruenberg.

XXXIl. Conclusion

The facts developed by this review strongly reinforce the concerns and issues raised in the OIG’s
earlier Audit. In our view, the FDIC must candidly consider its leadership practices, its process
and procedures, and the conduct of multiple individuals who made and implemented the decision
to require banks to exit RALs. While we acknowledge that the events described in our report
surrounding RALSs involved only three of the FDIC’s many supervised institutions, the severity
of the events warrants such consideration. The FDIC needs to ask how the actions described in
our report could unfold as they did, in light of the FDIC’s stated core values of integrity,
accountability, and fairness. Further, the Corporation must address how it can avoid similar
occurrences in the future.

In December 2015, in response to concerns raised in the Audit, the FDIC removed the term
“moral suasion” from its guidance. We appreciate the central importance of informal discussions
and persuasion to the supervisory process; however, we believe more needs to be done to subject
the use of moral suasion, and its equivalents, to meaningful scrutiny and oversight, and to create
equitable remedies for institutions should they be subject to abusive treatment.

Because our work is in the nature of a review, and not an audit conducted in accordance with
government auditing standards, we are not making formal recommendations. However, we
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request that the FDIC report to us, 60 days from the date of our final report, on the steps it will
take to address the matters raised for its consideration.
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Mark Pearce Director, Division of Depositor and Consumer Protection (DCP), Washington, DC
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Examination Dates and Ratings

Safety and Soundness

Examiner 10/01/2010 (FDIC);

07/16/2008  09/03/2009 11/01/2011
Completion Date 116/ 103/ 10/06/2010 (State) /01/
caveisraros || B e
Compliance

3/31/2008 | 10/19/2009 9/12/2011
Examiner
Completion Date 12/04/2008 07/22/2010 12/02/2011

comptanceroins | IS TR

Safety and Soundness

2/11/2008 3/23/2009 10/25/2010 12/22/2011
Examiner
05/09/2008 05/14/2009 01/19/2011 02/15/2012

S I I

Compliance

7/17/2006 5/15/2009 12/21/2011

Examiner
Completion Date 3/02/2007 12/29/2010 3/06/2012
Compliance Rating [ | | |

SENSITIVE INFORMATION — FOR OFFICIAL USE ONLY
103



Appendix 2
Examination Dates and Ratings

Safety and Soundness

11/26/2007 | 1/12/2009 | 2/16/2010 | 2/22/2011
Examiner
01/04/2008 02/11/2009 05/27/2010 05/11/2011

wesrars | B M M

Compliance

S - —
Examiner
o008 11/ ogoon

comptonceroirs | Y T

SENSITIVE INFORMATION — FOR OFFICIAL USE ONLY
104



Appendix 3
FDIC Enforcement Actions and Orders

Informal Actions

Informal actions are voluntary commitments made by the Board of Directors/trustees
of a financial institution. They are designed to correct identified deficiencies and
ensure compliance with federal and state banking laws and regulations. Informal
actions are neither publicly disclosed nor legally enforceable.

Board Resolution | Informal commitments developed and adopted by a financial
institution’s Board of Directors/trustees, often at the request of an FDIC
Regional Director, directing the institution’s personnel to take corrective
action regarding specific noted deficiencies. The FDIC is not a party to
the resolution, but approves and accepts the resolution as a means to
initiate corrective action

Memorandum of | An MOU provides a structured way to correct problems at institutions
Understanding that have moderate weaknesses, but have not deteriorated to a point
(MOU) requiring formal corrective actions. An MOU may be appropriate if
examiners (after discussing examination findings with field and regional
office personnel and the bank), determine that the board of directors
and management are committed to, and capable of, implementing
effective corrective measures.

Formal Enforcement Actions

Formal enforcement actions are those taken pursuant to the powers granted to the
FDIC’s Board of Directors under Section 8 of the Federal Deposit Insurance Act (FDI Act)
12 U.S.C § 1818. Each situation and circumstance determines the most appropriate
action(s) to be taken. Formal enforcement actions are publicly available records.

Written A formal written agreement is entered between a insured depository
Agreement institution and its appropriate Federal banking regulator. The written
agreement may require that specific activities be prohibited and/or certain
actions be taken. It has the same effect as an order to cease and desist and
is issued pursuant to FDI Act Section 8(a) or 8(b).
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Formal Enforcement Actions

Cease and
Desist Order
(Consent
Order)

Under Section 8(b)(6), the FDIC attempts to obtain consent from a bank to
a Cease and Desist Order in an effort to eliminate the need for time-
consuming administrative hearings. The Consent Cease and Desist
procedure is premised upon agreement to a stipulation between the
representatives of the FDIC and the bank's board of directors whereby the
bank agrees to the issuance of a Cease and Desist Order without admitting
or denying that any unsafe or unsound practices and/or violations of law or
regulation have occurred. The effect of this procedure is to reduce the
time period between initial review of the case and the date on which an
enforceable and binding Cease and Desist Order is issued. Concurrence of
the State supervisor is sought; however, failure to obtain such concurrence
would not be a reason to discontinue the pursuit of Section 8(b) action.
The responsibility for negotiating a stipulation with the bank’s board of
directors is generally that of the FDIC Regional Counsel and other Regional
Office representatives. If an institution voluntarily agrees to the entry of a
Cease and Desist Order, the order is entitled a “Consent Order.”

Notice of
Charges

Section 8(b) provides that the FDIC may issue and serve a Notice of Charges
upon a State nonmember insured depository institution in the following
instances:

1. The bankis engaging, or has engaged, in unsafe or unsound
practices;

2. The bank is violating, or has violated, a law, rule, or regulation, or
any condition imposed in writing by the FDIC with regard to the
approval of a request or application, or a written agreement
entered into with the FDIC; or

3. There is reasonable cause to believe the bank is about to do either
of the above.

The Notice contains a statement of facts relating to the practices or
violations and fixes a time and place for a hearing to determine
whether a Cease and Desist Order shall be issued.

Civil Money
Penalty

Insured depository institutions and institution-affiliated parties may be
assessed monetary penalties for engaging in unsafe or unsound banking
practices or violations of law or failure to comply with an order issued by
the appropriate Federal banking regulator (Section 8(i)(2)).

Sources: Federal Deposit Insurance Act, Section 8; 12 CFR §308 (Rules of Procedure; multiple
subparts); Interagency Policy Regarding the Assessment of Civil Money Penalties by the Federal
Financial Institutions Regulatory Agencies; Interagency Notification and Coordination of
Enforcement Actions by the Federal Banking Regulatory Agencies; FDIC Compliance Examination
Manual- September 2015; and RMS Manual of Examination Policies.

SENSITIVE INFORMATION — FOR OFFICIAL USE ONLY
106



Appendix 4

Changes to ROEs

- Changes

As a part of this Inquiry, ||| for | GG

October 25, 2010 S&S ROE, provided OIG

investigators with a copy of the ROE, as he had submitted it, on October 7, 2015. His-

I adc changes to [ version of the ROE at

direction. These

changes included a change in the composite CAMELS rating from a ‘| toa ‘" The
management component was also changed from a I toa ‘I Additional language was added
to the “Summary” section of the report. The report now identified concerns with risk
management of the bank’s Tax Division’s loan products and adverse compliance findings in the
area. Management oversight of the Tax Division was called “ineffective,” while management
oversight was not discussed in the prior version. The edited version concluded that ineffective
management increased reputational and third-party risks. The chart below shows examples of

changes in specific language:

Original After Regional Office Editing

Capital and liquidity are strong.

Capital, asset quality, earnings, and liquidity are
satisfactory, but can be impacted by risks
associated with the Tax Division’s loan products

an I

Excluding the multiple violations of Section 5 of
the Federal Trade Commission Act, that prohibit
unfair or deceptive practices, the bank meets the
standards for satisfactory CRA performance.

Multiple violations of Section 5 of the Federal
Trade Commission Act, regarding the prohibition
of unfair or deceptive practices, are the main
cause of the “Needs to Improve” rating.

Management and the board of Directors have the
appropriate experience and expertise to
adequately oversee the traditional operations of
the bank; however, the unsatisfactory
compliance management system and the lack of
adequate supervision of outside individuals
involved with the tax-related products and

regulatory concern.

Management and the Board of Directors need to
improve risk oversight, particularly as it pertains to
non-traditional products.

Earnings are adequate to support operations and
adequately fund the allowance for loan and lease
losses.

Earnings are adequate to support operations and
adequately fund the allowance for loan and lease
losses, although earnings performance excluding

income generated from the RAL and_
- is only moderately sufficient to augment
capital.
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Original After Regional Office Editing

The budget for the year 2010 projects net income
of $3,166M, resulting in ROAA of 1.21 percent.
The earnings performance is on track to meet

budgeted income. Profit plan committee minutes
indicate that the budget is reviewed quarterly;

Profit plan committee minutes indicate that the
budget is reviewed quarterly; however, no written
Profit Plan has been created for 2010.

however, no written Profit Plan has been created
for 2010.

Significant Omissions

In addition, the following statements written by the EIC were omitted from the ROE:

1. “The traditional aspects of bank operations are generally satisfactory.”
2. “Asset quality pertaining to the loan portfolio has improved and earnings are adequate.”

3. “Management and the Board are experienced and administer traditional bank operations
in a generally satisfactory manner.”

4. “The review of the Tax Division took place immediately after the onsite portion of the
S&S examination notes that modification of the RAL program resulting from the
withdrawal of the IRS debt indicator will result in a substantial decrease in the number
and dollar volume of RALs in 2011. While RAL losses have been low in relation to
loan volume, the product’s risk profile increases significantly without the debt
indicator.”

Significant Additions

The [Jl] RO completely changed a paragraph discussing “Compliance with Enforcement
Actions and Board Resolutions.” The EIC originally noted management’s adherence to four of
the five provisions of the April 29, 2009 S&S Board Resolution. The original report noted the
bank needed to enhance its audit program for the RAL and ||| G- After the
RO review, the report primarily discussed the inadequacies of the RAL and -
h. Instead of saying the bank complied with four out of five of the
provisions, the report was changed to, “Although management has complied with some of the
provisions of the Resolution, enhancements are needed to improve the quality of the

methodology of the allowance for loan and lease losses, the Profit Plan, and the audit function.
Refer to the Compliance with Enforcement Action page for additional details.”
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The Management section of the report was changed to include an additional paragraph
discussing the effect of the consumer compliance violations in the management rating.
Additionally, a paragraph discussing the IRS debt indicator was added to the report.

Finally, within the earnings section of the report, the [l RO added comments describing
the impact of RALSs on earnings.

_ and Trust Changes

We obtained the original version of August 30, 2010 S&S ROE that
submitted to the RO. After submission, the [ RO made changes to
report. These changes included a change in the composite CAMELS rating from a *
Other components changed include the bank’s Earnings component from a I toa“
liquidity component from a ‘| to a“|.” The chart below shows examples of changes to specific
language:

Original After Regional Office Editing

The financial condition of the institution is strong;
however, the continued presence of a deficient
consumer compliance program is a regulatory
concern.

The continued presence of a deficient consumer
compliance program is a regulatory concern.

Liquidity is strong; sensitivity to market is
moderate but suitably managed.

Liquidity is acceptable, and sensitivity to market is
moderate, but suitably managed.

While the strong financial condition of the
institution reflects favorably on the capabilities of
management, the continued presence of an
unsatisfactory compliance management program
is a significant supervisory concern.

The continued presence of an unsatisfactory
compliance management program, and the lack of
a comprehensive strategy to minimize risks
associated with the TRS program, are significant
supervisory concerns.

Asset quality remains strong.

Asset quality remains satisfactory.

Earnings are strong.

Earnings performance is currently favorable, but
may not prove to be sustainable should the bank’s
TRS business decline or if an acceptable debt
indicator model cannot be developed.

Liquidity is strong and funds management
practices are well developed.

Liquidity is acceptable and funds management
practices are well developed.

Significant Omissions

In addition, the following statements written by the EIC were omitted from the ROE:
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1. “Risk management practices are appropriate for the bank’s risk profile.”

2. “Management has enhanced its oversight of the TRS division since the last examination.”

Significant Additions

A short paragraph was added to the Compliance/CRA section of the ROE. This basically stated
that the FDIC would propose a Consent Order based on the findings from the Compliance
Examination.

“The Board will need to improve its ability to assess and monitor its third-party risk.”

Additionally, within the “Sensitivity to Market Risk” section, the [Jj RO added the
following:

“However, the current strong level of earnings is unlikely to continue in future periods due to
change that will likely be needed pertaining to the TRS program.”

SENSITIVE INFORMATION — FOR OFFICIAL USE ONLY
110



Appendix 5

Additional Detail on _Supervisory History
with Respect to RALs

had assets of just over | ij during the 2009-2012 time frame. |} is 2 state
non-member bank, and the FDIC and the state of [ generally work together to conduct
joint examinations issuing the bank a single report.

In prior years, examinations of [ oenerally resulted in a S&S rating of |.” Most of these
examinations were joint examinations with the State of |||l

In 2008, examiners noted the overall condition of- as “satisfactory.” However,
examiners also noted apparent violations of FDIC Rules and Section 103.22(b)(1) of the
Treasury Department’s financial recordkeeping regulations. Specifically, they identified Bank
Secrecy Act and anti-money laundering process deficiencies. Examiners also identified concerns
during a visit where examiners reviewed the TRS area. The ROE cited the bank for an apparent
violation of | ij Revised Statutes for preservation of bank records. The bank was also in
non-compliance with Appendix B of Part 364, Interagency Guidelines Establishing Information
Security Standards. While asset quality was strong, examiners identified a contravention of
FDIC Rules and Regulations Part 365 - Real Estate Lending Standards Appendix A. Examiners
found [l sensitivity to market risk “moderately high, but well-managed.” The ROE
noted capital, earnings, and liquidity were “satisfactory.” They gave the bank a satisfactory
rating for its information technology and trust operations management. The ROE noted the
bank’s Compliance and CRA examination were ongoing, and findings were not included within
their report.

The ROE also discussed RALs. Specifically, the ROE described the program and its growth
since the prior year. The ROE stated the RAL program has existed for over ten years. -
significantly expanded its operation in the 2008 tax year by providing RALSs through its
agreement with over 1,600 ||l corporate-owned stores and increasing its
independent tax preparer business. “Active electronic refund originators (EROs) for the 2008 tax
season exceeded - RAL volume increased -percent as of March 31, 2008, and total
transactions, including electronic refund checks and deposits increased. percent and exceed

- transactions.”

The 2008 S&S ROE stated that “[m]anagerial, regulatory compliance, operational, reputation,
and legal risks associated with this business line are elevated.” The ROE noted that “[r]eview of
the tax refund loan program identified inadequate controls over third-party tax preparers.” The
identified weaknesses resulted in the apparent violation of consumer protection regulations, non-
compliance with the safeguarding of customer information contained in Appendix A of Part 364
of the FDIC Rules and Regulations, and an apparent violation of the State of |||l
recordkeeping regulations. The ROE also identified concerns with management’s slow charge-
off of non-performing RALs. Finally, a security breach on the bank’s Website resulted in the
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exposure of confidential customer information. The ROE noted that ||l stated that
“[t]he RAL program weaknesses and violations of law are unacceptable, and that management
was committed to investing the needed manpower and financial resources to ensure the program
IS operated in a satisfactory manner.” Management developed a framework for 2009 program
improvements during the examination.

In [ May 27, 2008 Compliance Examination, the bank was downgraded from a ‘" to a
‘I and its CRA rating was downgraded from “Satisfactory” to “Needs to Improve.” Comments
regarding this examination include: findings from a Joint Examination Team approach that began
on March 3, 2008. The visit to | i focused on the RAL program, and examiners
incorporated the findings into the ROE. Examiners identified critical weaknesses within the
RAL program that led to substantive discrimination violations of 12 C.F.R. Part 202 Equal
Credit Opportunity Regulation B (REG B). These violations were referred to the Department of
Justice. Other violations involving the RAL program included Privacy, Truth in Lending, and
Regulation E (12 C.F.R. Part 205 Electronic Fund Transfers Regulation E). Weaknesses were
also identified in the bank’s methods for obtaining signatures on legal documents. Compliance
examiners felt the CMS for managing the risks associated with the RAL program and “extensive
third-party relationships” was inadequate. The Compliance Examination noted, “[t]he audit
function did not focus on the ECOA or fair lending issues.”

The Compliance Examination noted the REG B violations had a “significant impact on
I CRA program.” “The widespread substantive violations of Regulation B, which
implements the Equal Credit Opportunity Act, lowered the overall rating to Needs to Improve.
The 2008 Compliance ROE SAER Information Sheet noted, “CRA is significantly impacted by
the REG B violations, otherwise, would be rated Satisfactory.”

I stioulated and consented to a Cease and Desist Order in February 2009 arising from
deficiencies in the institution’s CMS with regard to RALSs and the institution’s inability to
adequately assess, measure, monitor, and control third-party risk.

In 2009, the State and the FDIC conducted a joint examination of [ lij The July 20, 2009
examination found “[t]he condition of the institution satisfactory; however, Board and
management oversight must improve.” Again, examiners did not identify issues with the bank’s
management of its capital, liquidity, or sensitivity to market risk. While the volume of adversely
classified assets increased, asset quality remained strong. The ROE reported improved earnings

that supported | ij cavital growth.

Examiners downgraded the Management component at this examination from a I toa I
Examiners justified the downgrade by noting that management, “[h]ad not complied with
consumer compliance regulations, nor fully corrected deficiencies in the TRS business segment,
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which were also identified at the prior safety and soundness examination, primarily in the
management of third party risk.”

The 2009 ROE acknowledged Management’s institution of several program improvements in its
oversight of the tax-related business lines. The ROE also noted program weaknesses identified
during the 2009 tax season, some of which were consumer compliance related. In addition, the
results of internal audit’s mystery shopping program indicated that additional ERO training
efforts were necessary to improve product delivery, disclosure, and ultimately customer product
understanding.

Subsequent to the 2009 S&S Examination, compliance examiners conducted a Compliance
examination of [ ij as of October 19, 2009. Compliance examiners followed up on
I cfforts to administer an effective CMS to ensure compliance with applicable
consumer protection and fair lending laws and regulations. Finally, examiners evaluated
I -crformance under the CRA and determined the rating should remain as “Needs
Improvement.”

Again, the Compliance Examination rating of |Ji)j was aq|.” The Compliance ROE states
the bank’s compliance management made “some improvement;” however, examiners noted
management was largely reactive to supervisory findings and did not exert sufficient oversight.
The Compliance ROE specifically identifies management’s insufficient oversight with respect to
its “high-risk, non-traditional product lines.” Further || ij “Iploticies, procedures,
monitoring, and training should be improved to identify and correct deficiencies.” Compliance
examiners stated, “[i]nternal procedures and controls have not proven effective to detect
violations of Regulation B, as the institution had established a history of substantive violations in
this area over the last several examinations.”

Examiners credited management for improvements made in response to the last examination’s
findings; however, they noted oversight of third-party risk was “lacking.” Examiners noted that
“[s]ince the previous examination, several events have occurred that raise concerns with regard
to the Board and senior management’s ability to oversee the Bank’s third-party risk and fair
lending program.” The report continued by identifying the lack of documented minutes for the
Board and Compliance committee, prior to expanding the bank’s RAL program, as evidence that
leadership was out of touch with actions taken by bank management. The other concern
identified was the bank’s expanded number of ERO partners since the last examination. This
increased the bank’s third-party risk.

“During the 2009 tax season, : [a federally chartered thrift
institution and subsidiary of ], originated RALSs, which were

subsequently purchased by || M- The Compliance Examination stated “[g]iven
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the outstanding Order, it was disconcerting that the Board did not notify the FDIC of this
significant business decision.”

The Compliance Examination notes that- “[I]argely corrected the illegal discrimination
violation within the non-traditional bank products identified at the prior compliance
examination.” Examiners identified a significant REG B violation within the traditional bank
product area during the 2009 examination. The violation represented “[t]he third examination,
within the last four in which a substantive Equal Credit Opportunity violation is cited related to
discrimination on a prohibited basis.” The Compliance Examination notes the exact
circumstances were different at each examination, but “[t]he continued presence of material
findings in this area is indicative of weaknesses in management’s oversight mechanisms.”

The Compliance Examination describes [ ij compliance policies and procedures as “weak
within certain areas.” Compliance monitoring is also described as “weak.” consumer
complaint response procedures and audit function were described as “adequate.”

on May 11, 2010, ||l emaited i} and others, copying i about findings of the
October 19, 2009 Compliance Examination. He wrote:

With regard to the rating | understand the low rating is driven by the ECOA violations which
occurred with the Bank’s Commercial Loan Department. When there is a substantive ECOA
violation involving discrimination as appears to be the case here the Bank’s Compliance rating
can be no better than a *3’. The RAL program remains clean, and but for the ECOA violations
the Bank would have a satisfactory rating.
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The February 11, 2008 S&S examination rated ||| || | | S The 2008 ROE

identified key concerns including asset quality issues such as management of collections and the
asset quality function. The examination discussed the Tax Refund Anticipation Loan (TRAL)
Program. Examiners noted inherent risk due to the type of loans the TRAL program generated.
Discussion was limited to identification of concerns within the bank’s audit program and ERO
due diligence process. Examiners recommend annual reviews of the program (in line with
expectations of higher risk programs) and they recommended additional “[d]ue diligence
procedures regarding the acceptance of EROs into the program.” The bank had pending
litigation involving the non-payment of 35 official checks totaling-. The bank’s loan
losses were higher than the peer group. The bulk of their loan losses came from their consumer
portfolio.

The March 23, 2009 S&S examination did not cite the TRALS as a weakness within the credit
risk area. The ROE notes the bank engaged Jefferson Wells, Inc. to “[a]ssess ERO compliance
with bank policy and procedures.” The review identified incomplete product applications (a
similar finding was identified in the 2006 Compliance Examination); however, they noted in
most instances there was “supporting documentation that mitigated the technical deficiency.”
The 2009 S&S Examination noted that “[t]he Board promised correction of all apparent
violations and deficiencies, and correspondence with the FDIC after the 2008 examination
suggests progress has been made in addressing regulatory concerns.”

The May 15, 2009 Compliance Examination took over 18 months to complete. While the
examination remained open, on October 5, 2009, |l attorey wrote to the FDIC’s
Ombudsman complaining that they had been unable to get an answer about a branch relocation
from the FDIC because no answer would be provided until the completion of the Compliance
Examination.

When the May 15, 2009 Compliance Examination was finally completed on December 29, 2010
it stated that “[a]lthough the Board made some efforts to provide the necessary framework to
administer an effective compliance program... these efforts have not proven effective in
preventing further deterioration in the bank’s compliance posture.” Focus was placed on
nontraditional areas including the RAL program and issues raised by the Social Security
Administration potentially involving the bank’s ||| . However. one might
conclude that the larger issue was the repeat violations regarding Truth in Lending disclosures;
related to the bank’s ARM products which had a negative financial impact on consumers. The
ROE notes:

As mentioned previously throughout this Report, numerous substantive violations were identified
involving unfair and deceptive acts and practices under Section 5 of the FTC Act. These
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violations are related to multiple practices in the bank's ARM product line that have a very
direct and adverse impact on consumers, including tangible financial harm that will require the
bank to reimburse customers.

Specifically, ARM adjustment pricing was not consistent or objective, increasing the risk for
pricing disparities on a prohibited basis. Examiners took special note of:

= Inadequate monitoring of third parties without properly requiring periodic due diligence
reviews during the course of the relationships;

= Inadequate contractual agreements between the third-party and the bank, specifically no
requirements regarding safekeeping of loan documentation and other forms of personally
identifiable information provided to the vendors;

= Inadequate policies/procedures governing the tax division;
= Inadequate audit of nontraditional products; and

= Lack of monitoring the marketing materials their third parties used to promote the bank’s
lending products.

The ROE discussed the third-party risks pertaining to the RALs program and some underwriting
weaknesses, among other concerns.

A July 30, 2009, RAL (also known as “TRAL”) Summary Memorandum provided an analysis of
the Bank’s RAL program as of the February 11, 2008 S&S Examination. The memorandum
noted that the review of non-traditional products in the previous examination identified
numerous instances of incomplete product applications; however, in most instances, supporting
documentation mitigating the technical deficiency existed. The error rate was low, ranging
betweer- percent. The memorandum noted implementation of expanded audit procedures
during the tax season and specified that the focus of the expanded procedures was to ensure the
EROs were in compliance with bank policy.

By March 31, 2010, examiners completed the review of ||| T and RALs
products, including visits to ERO and Electronic Fund Initiator providers. The ||l Il
program was a direct-deposit product marketed to money service businesses such as check
cashers and pawn shops. These businesses market the product to target individuals that do not
participate in the banking system. The program provides check issuance and a debit card.

Examiners consulted with the WO regarding || lij YDAP violations for the ||l
Il program and ECOA violations for RALs. Additionally, there was a consultation on the
rating reduction and anticipated formal action. The consultation regarding the potential “4”
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rating was initiated with the RO on September 13, 2010. Supporting documentation included
identification of significant violations, two of which related to RALs or ||| | Gz
Attachments included:

A note to file (July 15, 2010) that detailed two third-party related issues—UDAP ([l
) and ECOA—spousal signature (RALS);

A note to file (July 27, 2010) on the internal consultation discussion for ECOA and that
re-pricing issues did not identify any harm to consumers or complaints; and

A note to file (July 27, 2010) that RO consultation for UDAP issues did not identify
consensus on unfair practices or deceptive practices on overdraft fees, though it was
identified as a harmful practice.

On September 22, 2010, an additional consultation was held with the [JJJj RO that
determined the “product type” box being checked incorrectly for individual RALS, secured by
joint tax refunds, was not a violation of ECOA. The September 22, 2010 [Jij RO
consultation also reviewed UDAP issues identified during the examination; these were
forwarded to the WO for concurrence. Fair lending issues related to RALSs were not found to be
a violation, and the ECOA concerns with respect to ARM re-pricing needed additional analysis.
The WO scheduled a visit for February 2011 to examine EROs during tax season.

During the consultation process, internal emails on October 21, 2010,% indicated the
examination findings related to RALs were compliance risks associated with the third-party
relationship management, specifically:

Due diligence (both initial and ongoing) not commensurate with potential compliance;

Legal, and reputation risks associated with the bank’s third-party relationships conducted
through the bank’s Tax Division;

Inadequate monitoring of both the Refund Anticipation Loan (RAL) and ||| N
Failure to oversee the practices of the third-party service providers;

Failure to implement recommendations made in external and internal audits; and

Failure to adapt the bank’s CMS to effectively address third-party relationships.

% October 21, 2010 email from Lowe to [ corvirs | I I 2¢ others, subject: ||
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The inadequate monitoring of the third-party relationships resulted in potential illegal
discrimination on a prohibited basis and unfair practices under Section 5 of the Federal Trade
Commission Act. The correspondence also stated that the RAL ECOA violations “were not as
significant as the EIC may believe based on legal’s review of the documents.”®* The
communication concluded that the need to receive additional information to resolve “the myriad
of”% open consultation questions was keeping the final mailing of the ROE in abatement.
Internal correspondence from Lowe, also on October 21, 2010, noted the examination identified
numerous weaknesses relative to third-party oversight, audit, training, and other facets of the
RAL program, and reiterated the RO’s pursuit of a formal action to force the bank’s exit from
RALs. Additional correspondence on October 27, 2010, continued to identify many open
discussion items relative to WO Legal consultations for various potential UDAP and Fair
Lending violations.

' October 21, 2010 email from i to Lowe, copying |l 2nd [ subiect: “Other” RAL Banks.
92
Id.
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Additions

(The FDIC must consider the following guidelines when recommending an assessment of a
CMP against an institution...)

“A violation or practice that subjects the insured depository institution to substantial reputational risk or
causes substantial harm to the public confidence of the institution.” ***

“Weaknesses in the bank’s third-party oversight that cause harm to consumers or the institution.” ***

“Intentionally or repeatedly misreporting or failing to report government monitoring information relied
upon by government agencies, or, where required by law, failing to implement systems to ensure the
reporting or accuracy of this data.” *

“The gravity of the violations, practices, or breaches,” should be considered. It describes this as, “[a]
violation, practice, or breach of fiduciary duty was particularly egregious should result in a larger
recommended penalty...”

“Ability to Pay and Restitution,” “The Matrix for CMPs Against Institutions should be used to calculate
the and Restitution CMP amount before any adjustments are made for mitigating factors, such as the
amount of financial resources of the institution.” **

Creates new ranges of violation points and new asset categories based on the total asset size of the
institution (i.e., up to $500 million, $500 million to $1 billion, and over $1 billion);**

Establishes a formula for calculating the CMP for institutions with total assets over $1 billion; **
Deletes references to considering informal actions, referrals, and supervisory letters; and
Establishes significantly higher possible penalty amounts. ***

Deletions

“In determining the appropriate amount of a CMP, the above assessment factors must be balanced
against the mitigating factors contained in Section 8(i)(2)(G) of the FDI Act.” Factor number two was
removed:

“Good Faith;

If the respondent cooperates throughout the proceedings, provides an explanation for his/her behavior
that does not show malice or intentional disregard, voluntarily makes restitution to the intuition, and/or
helps the regulatory agency or law enforcement in their investigations, then consideration may be given
relative to the amount of the CMP. If an insured depository institution suffered a loss due to a violation,
practice or breach of fiduciary duty, the violator’s willingness and promptness in making restitution
should also affect the amount of penalty assessed.” ***

Items noted with an * would directly impact , ** would directly impact ||| and items
noted with *** would directly impact both and |G
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November 3, 2010 Regional Director Memo included the following changes to the Matrix
used to determine the CMP from the 2005 Formal and Informal Action Procedures (FIAP) Manual:

. 2005 FIAP 2010 Change to FIAP Matrix | 2010 Change to
2005 FIAP Matrix Factor Weight Factor Factor Weight Factor

Loss or Harm to Securities Consumer harm and/or harm to
Holders or Consumers 5 public confidence; Unsafe or 10
(Securities or Consumer Laws unsound (U/U) banking practice;
Only Violation
Intent 5 Intent 8
1) Pecuniary Gain or Other
Benefit to institution-affiliated 4 Gain or other benefit to the
party or Related Interest institution; and/or loss or risk of 6
2) Loss or Risk of Loss to . loss to the institution
Institution
1) History of previous 8
. supervisory actions
History 2
2) History of previous violations 4
or previous deficiencies
Number of Instances of 5 Frequency of misconduct prior 4
Misconduct at Issue to notification or discovery
Duration of Misconduct Prior ) Duration of misconduct prior to 4
to Notification or Discovery notification or discovery (2)
Continuation after Notification 3 Continuation after Notification
Concealment 6 Concealment
Impact Other than Loss 6
Effectiveness of internal controls
N/A N/A (IC) and compliance programs 4
(CP) (11)
Items Reducing CMP
L Restitution or other corrective
Restitution <2> . <5>
action
Faith (Pri
Goo.d. al.t (Prior to <3> N/A, TAKEN OUT N/A, TAKEN OUT
Notification)
Full C tion (Aft . .
. . .oopera fon (After <2> Cooperation and disclosure <2>
Notification)

Source: December 21, 2005 FIAP Manual and November 3, 2010 Attachment to Division and Supervision and
Consumer Protection Memorandum System, Transmittal No. 2010-035. *Items surrounded by “<>” indicate a
reduction in the total risk weight factor.
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Previous CMP Assessment Chart:

Points Suggested Action

0-30 Consider not making referral

31-40 Consider sending supervisory letter

41-50 Consider assessing from $1,000 to $5,000

51-60 Consider assessing more than $5,000 (up to $10,000)

61-80 Consider assessing more than $10,000 (up to $25,000)

81-100 Consider assessing more than $25,000 (up to $75,000)
101-120 Consider assessing more than $75,000 (up to $125,000)
Over 120 Consider assessing more than $125,000

Updated CMP Assessment Chart:

Points from Matrix Total Assets up to Total Assets $500 Total Assets Over
$500 Million Million to $1 Billion $1 Billion
0- 60 None None None

61-70 $5,000 - $10,000 $10,000 - $20,000 Total Assets / 1 billion x
penalty

71-80 $10,000 - $20,000 $20,000 - $40,000 Total Assets / 1 billion x
penalty

81-90 $20,000 - $40,000 $40,000 - $70,000 Total Assets / 1 billion x
penalty

91 -100 $40,000 - $70,000 $70,000 - $110,000 Total Assets / 1 billion x
penalty

101 - 110 $70,000 - $110,000 $110,000 - $160,000 Total Assets / 1 billion x
penalty

111-120 $110,000 - $160,000 $160,000 - $220,000 Total Assets / 1 billion x
penalty

121 + $160,000 + $220,000 + Total Assets / 1 billion x
penalty
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Abbreviations and Acronyms

AD
AGC
APA
ARM
BSA

Assistant Director

Associate General Counsel
Administrative Procedure Act
adjustable-rate mortgage
Bank Secrecy Act

CAMELS Capital adequacy, Asset quality,

CEO
CFA
CFR
CM

CMP
CMS
CRA
CRC

CSBS
DCP

Dl
DIR
DRD
DRR

DSC

ECOA
EIC
ERO
FDIC
FIAP

FIL
FOIA
IRS
JET

Management practices, Earnings
performance, Liquidity position,
and Sensitivity to market risk

Chief Executive Officer

Consumer Federation of America
Code of Federal Regulations
Compliance Management

Civil Money Penalty

Compliance Management System
Community Reinvestment Act

Case Review Committee
I

Conference of State Bank Supervisors

Division of Depositor and Consumer
Protection

Debt Indicator
Division of Insurance and Research
Deputy Regional Director

Division of Resolutions and
Receiverships

Division of Supervision and Consumer
Protection

Equal Credit Opportunity Act
Examiner in Charge

Electronic Refund Originator

Federal Deposit Insurance Corporation

Formal and Informal Action
Procedures

Financial Institution Letter
Freedom of Information Act
Internal Revenue Service
Joint Examination Team

-F

MOU
NCLC
NOC

00 O
% 9§

RAC
RADD

Py
>
=

REG B

S&S
TILA
TRAL

UDAP

us.C
ViSION

WO

Memorandum of Understanding
National Consumer Law Center
Notice of Charges

Office of the Comptroller of the
Currency

Office of Inspector General
Office of Ombudsman

Refund Anticipation Check

Regional Automated Document
Distribution

Refund Anticipation Loan

Equal Credit Opportunity
Regulation B

risk management

Division of Risk Management
Supervision

Regional Office

Return on Average Assets
Report of Examination
Report of Visitation

Summary Analysis of Examination
Report

Supervision Appeals Review
Committee

Safety and Soundness
Truth in Lending Act
Tax Refund Anticipation Loan
Tax Refund Solutions

Unfair and Deceptive Acts and
Practices

United States Code

Virtual Supervisory Information
On the Net

Washington Office
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Federal Deposit Insurance Cerporation Division t!f Risk Management Snacresion
550 17th Straet NW, Washington, 0.0, 20428-0590 Legal Division

DATE: February 17, 2016

MEMORANDUM TO:

FROM:

SUBJECT: Response to the Draft Report of Inguiry into the FDIC™s

Superyisory Approach 1o Relund Anticipation T.oans and (he
Tnvelvement of FDTC Teadership und Persomel

Thank you for the opportunity to review and respond to the Draft Report of Inquiry
{Draft Report) inte The 1°DfC s Supervisory Approach to Refund Anticipation Loans and the
Involvement of #DIC Leadership and Personned, prepared by the FDIC s Office of Inspeclor
Cieneral (OIG). We believe that the superyision and enlorcement aclivities discnssed in the Draft
Report were supporied by the supervisory record and handled in aceordance with FDIC policy.
These aclivities occurred more than five years ago with respect to the threc banks that offered
refund anticipation loans (RALs).

EXECUTIVE STUMMARY

I August 2015, the FDIC Oflice of Tnspector General {OIG) determined to conduct a
review of the role of FDIC staff with respect to the FDIC’ s supervisory approach to three
institutions that offered refund anticipation loans, or RALs. The findings were presented to
I'DIC in a Draft Report on Jamuary 21, 2016 (Draft Report). The Drall Reporl presented the
OL7s view of the FDIC s handiing of ils supervisory responsibilities with respect Lo these three
fmaneial institwtions that olTered RATs belween live and eight years ago.

We believe that the supervision and enforcement activitics identificd by the OIG were
supported by the supervisory record and handled in accordance with FDIC Policy.

Summary of FDIC Response
® RALs, as described in a GAG report’, are short-term, high-interest bank loans that are

advertised and brokered by both national chain and local tax preparation companics.
RALs carry a heightened [evel of credit, fraud, third-party, and complianee risk because

' United States Government Accountability Offce Report, GAO-08-800R Refund Anticipation Loans
(June 5, 2008 (stating “the annual percentage rate an RALs can be aver 300 porcent™).

1

SENSITIVE INFORMATION — FOR OFFICIAL USE ONLY
123



Corporation Comments

Appendix 9

February 17, 2016

they are not offcred by bank loan officers, but by scveral hundred to several thousand
storelront tax preparers (also relkrred 1o as electronic velimd originators (FROs)).

I'DIC must provide strong oversight to ensure that the financial institotions it supervises
arc offcring the product in a safc and sound manncr and in compliance with applicablc
guidanee and laws.

I'DIC issued relevant guidance for banks making RALs. In response to an OIG audit,
TFDIC issued a Supervisory Policy on Predatory Lending. Further, to describe its
expectations for banks making [oans through third-parties, ['DIC issued Guidance on
Managing ‘Third-Party Risks.

Supervisory issues were identified by field compliance examiners as early as 2004,
including substantive violations of the Equal Credit Opporlunity Act, weak FRO tuining,
and a lack of RAL program audit coverage.

Ome community bank grew its RAL program rapidly, nearly donbling the number of
EROs through which it originated (ux products between 2001 and 2004 1o more than
5,600, and then nearly doubling that number agaim by 2011 to more than 11,000, By
comparison, one of the three Iargest banks in the country at that time originated tax
products through 13,000 CROs.

Supervisory concerns inereased through 2008 and 2009, as the management of two banks
did not [Lllow regulalory recommendations and directions, Including provisions of’
enforcement actions.

One of the three RAL banks moved its origination business to an affiliate without prior
notice to the FDIC, cffectively romoving the RAL origination activity from FDIC
supervision.

‘I'he cxit of large national banks and a thrift from the RAT business raised additional
coneermns, because similar prior exits had led to the business moving to the much smaller
FDIC-supervised community banks,

All three RAT, bunks congeded that the Joss of the Internal Revenue Service (TRS) Debt
Indicator would result in increased credit risk {o the bunk, The Debl Indicalor was a key
underwriting tool, supplied by the IRS, and used by the banks to predict the likelihood
that a valid tax refund would be offsct by other debt. Two of the three banks were unable
to Tully mitigate the risk crcated by the loss of the Debt Indicator, and neither substituted
credit underwriting based on borrower ability to repay. The third bank may have had an
acceplable underwriling substitute, bul had such deficient controls and oversight that ils
RAL program was otherwise not safe and sound.

The combination of risks outlined above caused the FIC to ask the banks to cxit the
RAL busincss. All three banks declined.

When poor practices of bank managements were not {ully Cactorved inle examination
ratings for two banks, Washington senior munagement provided direction to regional
management, consistent with policy.

Two bunks were properly downgraded in the 2010 examination cycle based on well-
delined weaknesses,

The banks continued to decline to exit the poorly managed RAT, programs,
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o Senior FDIC management recommended enforcement actions based on the supervisory
records of the institutions,

e Senior FDIC management appropriately briefed the FDIC Chainnan and other Board
members on the supervisory actions being taken.

»  Whilc some members of the Legal Division raised concerns about litigation risk, the
supcrvisory records supported approval of (he enforcement cascs, and supervision and
legal officials nltimately approved them.

o The reconmmendations [or enforcement action were reviewed by the FDICs Case Review
Committee (CRC), consisient with the FDIC Bylaws and the CRC governing documents.

e One of the final enforcement actions described violations of law by one ol the RAL
banks because of its efforts to impede examination activities,

e Scttlement of the approved enforcement actions addressed the supervisory issues and was
handled consistently with FDIC palicy. TLis not unusual for institutions that cannot
cngage in cxpansionary activities because of their condition to take steps to remedy
regulatory concerns in order to regain the abilily to expand.

We ook lorward (o reviewing the details of the final report and will provide actions lo be
taken in response within the 60-day timelrame speeificd by the OIG.

Introduction

We reviewed the materials relicd upon by the OIG, which included select email
communicutions between FDIC employees, one former employee’s personal notes, drafl reports
of examination, and infonmation from interviews that O1G staff conducted with select past and
current EDIC personnel. TTaving reviewed relevant materials, we belicve that the supervision
and enforcement activitics that occurred with respect 1o the (hvee banks discussed in the Draft
Reporl were supported by the supervisory record and handled in accordance with FDIC policy.
Nomeiheless, the Drali Report did identify arcas where better commumication, both internally and
externally, could have improved understanding of the ageney”’s supervisory expectations and
bascs for action. Additionally, the Drall Report describes at least onc instance in which a former
cmployce — new to the FDIC at the time® — communicated with external partics in an overly
aggressive manner. The FDIC does not condone such conduet, thal type of conduct is not
consistent with FDIC policy, and steps were taken to address the conduct al the Gme.

Risks af Refund Anticipation Loans

RALSs arc short-term, high-interest bank louns that are advertised and brokered by both
national chain and local tax preparation conpanies, By (heir very natute, RALS carry a
heightened Jevel of ercdit, fraud, third-party, and complisnee risk. Financial institations must
execute strong oversight o the storefront tax preparers (also referred 1o as elecironic refund
originators {EROs)} that originale RALs because banks are responsible for the actions of their
third-party agents. Similarly, supervisory authoritics must provide strong oversight to ensure

? The employee lell the ageocy later that same year.
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that financial instititions are offering the product in a safe and sound manncr and in compliance
with applicable guidance and taws. Fewer than 10 financial institwtions have ever offered RALs.

FDIC Took an Incremental Approach to Supervising Banks that Offered RALs

The Draft Report suggests that actions taken by the FIMC represented a sharp and rapid
escalation n oversight of the mstitutions with RAL programs. The supervisory record, however,
indicates that concemns were raised about risk management aversight of the RAL programs at the
institutions for a number of years.

The I'DIC first developed supervisory concerns with the risk management practices and
aversight provided by the board and senior management of two institutions in 2004, 1'DIC had
concerns with another RAT, lender at (he thme that was not reviewed by the O1G. That lender
exited the business in 2006 when ils Lax preparation pariner wanted to oller 2 produet the bank
deemed too risky.

Between 2004 and 2009, the two institutions were subjeet fo annual risk management
examinations and two compliance examinations. 'The examinations identified repeated
weaknesses in risk management practices.  Both banks’ RAL programs experieneed heavicr than
normal losses in 2007, Examinations i 2008 showed continuing weaknesses in risk
management practices and board and senior management oversight, and both mstitutiony®
compliance ratings were downgraded to less-than-satisfactory levels. Examinations in 2009
showed continued weaknesses in risk management practices and oversight, and both institutions
were downgraded 1o an unsatisfactory level for complianee and “Needs to Improve” for CRA.

By December 2009, FDIC continued Lo have a variely ol concerns with the RATL
programs of both institutions. One of the institutions had moved the RAT business 10 an alfiliate
for the 2009 tax scason and was not in complinnce with a February 200% Cease and Desist Crder
requiring cnhancement of its program oversight. Later, that institution entered info contracts to
expand its FRO lender hase without the required prior notice to the DIC,

Another institution was operating under 4 Memorandum of Understanding (MOL)
requiring it to improve its oversight, audit, and internal controls over its RAT, business. The
bank’s management was not in compliance with those provisions of the MOU,

Given identilied risk management weaknesses and eoncerns about onc institution’s
continued expunsion, in December 2009, FDIC directed the institution to deliver a plan to cxit
the RAL business. Based on similar concerns wilh another bank s visk-management weaknesses,
and reports that the Internal Revenue Service was contemplating discontimumee of'ils Tebl
Indicator, a key underwriting tool for RAL lending, FDIC sent similar letters to two other banks
in Fehruary 2010, requesting that they develop and subinit plans to exit the RAL business.

The leiters sent to all three of the banks expressed concemn about the utility of the product
to the consumer given high fees. This concern was comsistent wilh the FENC's Supervisory

4
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Policy on Predatory Lending, which stated that signs of predatory Jending included, among
- others, the lack of a fair cxchange of value. All three institutions declined the request that they
develop a plan to exit the busincss,

FDIC had Operative Guidance for Banks Engaged in RALy

‘The Draft Report sugpests that the FDIC did not have guidance (hal was applicable to
RAlLs. In faet, the ¥DIC has well-cstablished guidance for the supervision of banks that o(Ter
RALs, stemming [rom longstanding guidance poverning predatory lending as well as guidince
for banks engaged in third-parly lending arrangements,

In June 2006, the OIG's Audits and Evaluations stall issued OTCG Report (6-011,
Challenges and VDIC Ffforis Related to Predatory Lending. The Report recommended that
FDIC issuc a policy on predatory lending, and IDIC complied. The Policy, which was issued in
Junuary 2007, stales, *|sligns of predatory lending include the lack of a fair exchange of value or
loan pricing thai reaches beyond the risk that a borrower represents or other customary
standards.”™ Further, FDIC issued FIL-44-2008, Guidunce for Managing Thivd-Party Risk, in
June 2008. Both pieces of guidance were relevant 1o the banks engaged in the RAL busincss.

Headguarters Manuagement Properly Oversuw Regional Offices

The Druit Report suggested that decisions by FDIC officials to change draft ratings
assigned by examiners were improper and unfounded. However, such oversight is appropriate
and the review of the examination documents suggests ihe changes had a strong supervisory
basis.

In 2010, FDIC headquarters instrueted thc- Repional Office to consider bank
practices, not just their cwrent linancial conditions, in assigning ratings to two banks with
identified weaknesses in their RAL programs. This instruction was eonsistent with interageney
rating guidelines. 'I'he instrucrion was also consistent with the concepl of forward-looking
supervision that the FDIC had cmphasized in response to OIG recoommendaiions following
Material Toss Reviews of failed banks.

Forward-looking supervision encourages examiners to consider the fact that cven
financially stronp institutions cun experience siress in cases in which risks arc not properly
memnitored, measured, and managed. Further. examiners are encouraged (o take proactive and
progressive action to encourage banks to adopt preemptive measures (o uddress risks belore their
profitabilily und viability is impacted.

* Qe hitps:www [dic zovnews/news/ financial 20074107006 htnl, FDIC Tinancial nstitution 1 .etter 62007,
IDIC’s Supervisory Policy on Predatory Lending, Tanuary 22, 2007
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The ratings for the two banks were fully supported by the weaknesses identified in both
banks’ risk management practices and hoard and senior management oversipht of their RAL
businesses.

Supervisory Practicey were Appropricte and Risk-1Iocused, Consistent with Longstanding
Policy

During 2010, FIIC’s concerns about the salety and soundness of RAL programs grow.
OCC and OTS had each directed a lurge institution o exit the RAT. business, and an additional
large financial institution exited the RAL lending busivess on its own. The FDIC wag concerned
that the activitics would migrate to the three TDIC supervised community banks, two of which
had documented wealinesses in the oversight of their existing RAL programs. Further, the IRS
umnounced in August il would discontinue the Debt Indicator (D1 before the 2011 tax season;
the DT had proven to be a key ool for reducing credit risk in RALs. In November 2010, the
institutions were asked to outline their plans lor mitigating the resulting incrcase in credit risk
following the loss of the tool. All three institutions conceded that (he loss ol the DI would resolt
in increased risk to their banks. Despite these concerns, all three institutions coniinued to decline
(o exil the business. Finally, in December 2010, OCC directed the final national bank making
RAT s 10 exil the business belore the 2011 tax scason.

In response to these concerns, as well as the ongoing compliance issues that were being
identificd by 2010 risk-management examinations, the FDIC planned {o conduet unannounced
hotizontal revicws of EROs during the 2011 tax season. These types of reviews were not anovel
supervisary tool for the FDIC; in fact third-party agents of one of the institutions had previously
been the subject of a horizontal review in 2004 that covered two additional 1'DIC-supervised
institutions.

The 2011 horizontal review ultimately only covered EROs of one of the banks, The
review confirmed that the institution had violated law by interfering with the FDIC s review of
the FROs during the 2009 compliance examination and during the 2011 horizontal review by
coaching ERO statl and providing seripted answers. The review identified a mumber of
additional viclations of consumer laws and unsafe and unsound practices, violations of a Consent
Order, and violations of Treasury regulations lor allowing third-parly vendors to transler up to
4,300 bank accounts for Social Security recipients without the customers’ knowledge or comsent,

FDIC’s Enforcement Acfions Were Legaily Supporied

Contrary to what the Drall Report suggests, the prosence of litigation risk docs not mean
an enforcement action has no legal basis. While some 1n the Legal Division - in particalar the
Deputy General Counsel, Supervision Branch (NGC) — believed thal enlovcement aeiion against
ane institution presented litigation risk, the General Counsel and the DGC both approved (he
enforeement actions taken by the FDIC. Their own actions demonstrated their belief that the
enforcement action was legally supportable.
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“The decision to pursue an cnforecment action against the bank despite the presence off
liligation risk 18 consistent with guidance offered by the OIG. In a 2014 report on enforcement
actions, the OIG noted that Tegal ollicials need to ensure that their risk appetite aligns with that
of the agency head and should clearly communicale the legal risks of pursuing a particular
enfarcement action, but the agency head or senior ¢iliciul with delegaied anthority should sct the
level of Htigation risk that the agency is willing to assume.

Moreover it is important Lo note that experienced enforecement counsel and subject matter
experts in the Legal Division reviewed and responded to the concerns raised by the ||
Regional Counsel in a series of memoranda,

Communications Between FDIC Board Members aind Staff Were Appropriate

The Drafl Report suggests that discussions between staff and 1DIC Board members on
the RAL programs were unusual and tnappropriate. However, as discussed below, such
discussions are expected and appropriate. No member ol the FDIC Board dirceted FDIC staff to
order any banks to discontinue offering RAL products or (o take any action that was not
supported by supervisory findings.

The FDIC bylaws set liurth the organivational structure of the FDIC and the foundation
for communications and exercise of authority o both the FDIC Board and its Officers. The
FDIC Board has overall responsibility for mumaging the FDIC, while day-to-day responsibility
for managing the VDIC and supervising its Officers is delegated (o the FDIC Chairman. FDIC
OfMicers have a duty to keep the Chairman informed of their actions as well as other Board
members as appropriale, and they meet this duty through regplar briefings of the Chairman and
updates to other Board members aboul the ongoing activities in their organizations.

Cayve Review Cormunittee Acted Consistently With Existing Guidelines

Conlrary to the suggestion in the Draft Report, the Case Review Commitlee (CRC) acted
consistently with existing guidelines in connection with the issuance of the Notice of Charges
against an institution in February 2011, The CRC is a standing committee of the TDIC Board of
Dircetors that is responsible for overseeing enlorcement matters. Its voting members consist of
one internal 1DIC Board member who serves as the CRC Chairman and one speeial assistant or
deputy to cach of the other four ¥DIC Board members.

First, the Notice ol Charges sought a Ceasc & Desist Order (C&D) which does not
require CRC approval under governing documents. Authority to issuc C&D Orders was
delepated to staff and therefore the CRC was not required to vote on the Cél) Order.

Sceond, CRC governing documents provide for staff to consult with the CRC Chairtnan
il'a proposed enforcement action may affect FDIC policy, attract unusual atlention or pubheity,
or involye an issue ol lirstimpression. Under such circumstances, the CRC Chairman may, in
his or her discrelion, delermine whether review and approval by the CRC would be desirable, in
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which casc the matter would be heurd by the CRC. Thuy, the Notice of Charges did not require a
CRC yote.

Finally, CRC governing docummnents provide that the CRC Chairman is expecled 1o take
an active role in the enforcement process and to meet regularly with senior supervision ind legal
enforcement personnel to review enforcement activities and matters. As such, it was wholly
permissible and appropriate for the CRC Chairman (o engage with siaff in active debate over a
malier allecting the FDIC,

Setilement Discussions Were Hanwdled Properly

The VDIC acted consistently with oulstmding ageney policy when conducting settlement
discussions. In the case referenced by the OIG, the bank was prevented from participating in
fifled bank acquisitions by two issucs: an outstanding enforcement action and complianee and
risk-munagement problems stemming from its RAL program. Once (he bank seliled its
enforcement action and agreed to exit the RALS business, there was no reason (o prevent ihe
bank from qualifying for the “fuiled bank hid list.® “l'o do otherwisc could have been arbitrury
and unduly punitive.

Conclusion

The FDIC hud Jongstanding supervisory historics with respect to RALs. To dilfering
degrees, the instinstions enguged in the RAT, business had a record of supervisory deficiencies
identificd by examination staff in both risk management and compliance stemming from their
RATL progtams. These issues formed the basis for the examinaiion and enforcement actions
described in the report. Nonetheless, the Draft Report did identify areas where better
communication, both internally and externally, could have improved understanding of the
agency’s supervisory expectations and bases for action. Additionally, the Draft Reporl describes
at least onc instance in which a former employee — new to the FDIC at the time* — communicated
with external partics in an overly aggressive manner. The FDIC docs not condone such conduct,
that Lype ol conduact is not consistent with TDIC policy, und sleps were iaken to addrcss the
conduct al the time.

‘We look forward to reviewing (he details of the final report and will provide nclions to he
taken in responsce within the 60-day limelrame specilied by the OIG.

'lhe employee left the agency luter thal sume yuear.
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FDIC RESPONSE TO THE DRA¥T REPORT OF TNQUHIV INTO THE FRIC’S
SUPERVISORY APPROACH T0O REFUND ANTICIPATION LOANS AND THE
INVOLVEMENT OF FDIC LEADERSHIP AND PERSONNEL

introduction

‘The Draft Report presented the OIG”s view ol the FDIC™s handling of its supervisory
responsibilitics with respect to three financial institutions that olfered RAT.s hetween five and
eight years ago. We reviewed the materials relied upon by the OIG, which included select email
communications hetween FDIC employees, one former employee’s personal notes, draft and
final reports of examination, and mlmalion from intervicws that QIG staff conducted with
select past and current FDIC personmel.  Afler reviewing relevant matcrials, we believe that the
supervision and enforcement activities that ocourred with respect to the three banks diseussed in
(he Draft Report were supported by the supervisory record and handled in secordance with FDIC
policy. Nonetheless, the Draft Beport did identify areas in which better communication, both
internally and extemnally, could have improved understanding of the agency’s supervisory
expectations and bases [or action. Additionally, the Draft Report describes at least one instance
in which a former employee —new Lo the FIVIC at the time” . communicated with external
partics [n an overly aggressive manner. The FDIC does not condone such conduet, that type of
conduet is not consistent with FDIC policy, and steps were taken 1o address the conduet at the
time, We loole forward to revicwing the defails of the final report and will provide actions to be
taken in response within the 60-day timeframe specified by the OIG.

Refund Anticipation Loans

RALg arc short-term, high-interest bank Ioans that are advertised snd hrokered by both
national chain and local tax preparation companies.” In a RAL, the taxpayer’s anticipated
income tax refund serves as boil collateral and the expeeted source of re|:;ayrr:1311t,"r The tuxpayer
borrows against all or pur of the expected relund and is responsible for paying the loan in full,
no matter how much of the anticipated refund is ultimately approved and released by the Infernal
Revenue Scrvice (IR‘.-S).ﬂ Financial institutions (bunks) issue RALs, bul commmereial tax
preparation busincsses facilitate or broker the products.” This arrangement, where a third party
acts as intermediary between the bank and the borrewer, is an important distinction hetween
RALs and more conventional Joan products. By their very nature, third-party lending
arranpements give rise (o certain risks (which this responsc describes in further detail) that are
not present in other types of loans.

® The emplayee left the agency Juter thal same year.

f United States Governmuenl Accountability Office Report, GAO-08-800R Refund Anticipation Laans {Junc 5, 2008}
{stating “the annual percentage rate (APR} om RALs can be over 500 pereent’™).

? The National Taxpayer Adyocate’s 2007 Objectives Report to Congress, Volume 11, The Role of the 1RS in the
Refund Anticipation {.oan Mdusivy.

" 1d.

“1d,
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Before transferring any RAL proceeds to the taxpaycer, the bank first deducts fees for the
preparation and [iling of the hortowers income tax return, as welf as finance charges and
processing fees for the loan itselll The laxpayer receives the halance of the refund by check,
direct deposit, debit card, or as a down payment for goods or services, Once Lhe TRS processes
the rcmrlllugcncraﬂug the refund, the IRS transfers the refund amount directly to the bank to repay
the loan.

Significant und Tong-standing concerns have been taised regarding RALg. In Junc 2006,
the I'DIC OIG*s Audits and Evaluations stufl issued OTG Report 06-01 1, Chalfenyes and FDIC
Lfforts Relared to Predatory Lending. That report cited research fhat fiund, “borrowers lose
more than $25 billion annually duc to predatory mortgages, payday loans, and lending abuses
myvolving overdraft Joans, oxcessive eredit card debt, and fax refund foans (emphasis added).”
The Natiomal Taxpayer Advocate, which is the government ombudsman for taxpayers, has
reported that RAT.s are costly and have a disproporiionate impact an taxpayers 1'cccivin% the
Carned Income Tax Credit, a benefit for working people with low to moderate income.™ The
National Taxpayer Advocate also expressed concerns about whether borrowers were being made
fully awarc of the costs involved in RALs and their tax filing alternatives. In Januvary 2008, to
address the concerns raised by the National Taxpayer Advocate, the [RS and the Department of
the Treasury issued a Federal Register nolice advising thart they were considering mles to
prohibit tax preparers (rom marketing RATLs based on information gathered during the tax
preparation process.

Rivis Associaied with RALs

By their very nature, RALs carry a heighlened level of eredit, frand, third-party, and
compliance risk. Each of these risks musl be properly identilied and managed by the banks that
choose to engage in these lending arrangements. To mitigate fraud, money laundering sk, and
third-party risk, banks must cxecute strong oversight of the storefront tux preparers (also referred
1o a8 electronic refund originators (EROs)} that oripinatc RALs. Similarly, the risks associated
with the oflering ol the product require strong eversight by the supervisery authority to cnsurc
that the bank is offering the product in a sale and sound manner and in compliance with
applicable guidance and laws, Banks can be liahle for violations ol Taw by their third parl
agents. l'ewer than 10 financial institutions have ever offered RAT 5.

Credit Risk
Credit visk for RAT s stems in part from the [act that the loans are not underwritten with respeet

to any ather source of repayinent aside Irom the borrower’s anticipaled Lax refund from the IRS.
1f all or part of the borrower’s refund is encumbered by a tax lien or other offsel, sush as child

@
1.
*jd at 3 and 4 and National Center for Consumer Law, Appendix A, RAT s, Tax Fraud, and Fringe Preparers
* See Report repared by the Uthn Ingtitute for the Department of the Treasury, Characteristics of Users of Refind
Antivipation Loany and Refund Anticipation Checks (2010},

i
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support payments, or il (he horrower’s tax return is not accurately filed, the bank will be exposed
to these losses.

Tn the early 1990s the [RS provided the industry with a tool, which subsequently came to be
known as the TRS Debt Indicator, which alerted lenders of potential offsels againsi tux reli unds.’*
This enabled Jenders 1o identily and manage some of the credit risk associated with RATs, The
IRS ceased offering the tool for a period ol time in ﬂm mid-1990s because of concerns about
fraud in clectronically filed tax returns with RATs. ™ As aresult, RAL volume dropped, and
RAL lees increased, demonstrating the substantial role that the Debt Indicator had in managing
risk in RATS." In 2000, the 1RS reinstated the tool, and the number md volume of RALS
originated grew substantially in the carly 2000s.

Irraud Risk

In addition to credit risk, frand has been identified as a risk associated with RALs. The
Finaneial Crimes Enforcement Network (TinCEN), a division of the Treasury Department whese
niission in part is to saleguard the financial system from illicit use and to combul money
lauudermg, ontlined known fraudulent schemes related to RALs in a report more than a decade
aco."" Tor example, FInCEN Jound schemes in which people created fake tax return documents
and then posed as individuals or business owners al tax preparers and obfained a RAL. In other
schemes, cmployees at tax return preparers themselves (fled (raudalent returns and caollected the
RAT.

FinCEN provided guidance Tor banls that included warning signs of fraud related to
RALs, and reminded banks of legal requirements to file Suspicious Activity Reports.

Third-Party and Compliance Risk

Runks that make RALs also face significant third-party risk because the loans are not
originated directly by the bank. Inatcad the loans arc originated by hundreds or thousands of
storcfront tax preparation businesses throughont the country. In almeost no instances are these
loans made by trained loan officers. Nonetheless, as agents ol the bank, crrors made by these
stovelvont tax preparers can subject the bank to violations of lederal consumer protection laws
governing privacy, matleting, and disclosure, some of which have disgorgement provisions that
would require the repayment of improperly disclosed fees.

RALs that are origimated by lederally regutated financial institutions are subject to
several federal consumer protection and anti-money Jaundering Taws: the LTruth in Lending Act,
which requircs lenders to disclose terms and conditions ol loans, meluding the cost of a loan as

L Qu. hiips:fwwe [incen govinews roomap/files/sar thi 07 pdt, Fimaneial Crimes Enlorcement Network, “Refund
Anticipation Loan Fraud.” SAR Aetivity Review: Trends, Tips & Irsues, issue 7, pp 15-20 {August 2004).
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an anmal pereentage rate; the Fqual Credit Opportunity Act, which prohibits discrimination in
the offering of credit on the basis of race, color, sex, age, religion, national origin or marital
slatus, among others and requires lenders to provide a clear basis i the denial of credit to the
applicant; the Fair Credit Reporting Act, which promotes the accuracy, fairmess and privacy of
information in the (iles ol consumer reporting apencies; the Fair Debt Collection Practices Act,
which provides guidelines and limitutions on the conduct of third-party debt collectors and
creditors in the collection of consumer debts; the Privacy Act, which requires the lender to secure
the {axpayer’s writtcn consent to provide tax information to the lender; the Bank Scercey Act,
which requires instilutions to comply with anti-money laundering, customer identification and
record-keeping requitements; and Scction 3 of the Federal Trade Commission Acl, which
prohibits the use of unliir or deceplive acts or practices in cornection with auy consumer
financial product or service,

Bank-issued RALs are also governed by the interagency guidelines cstablishing standards
fur saleguarding customer information'” issued by the banking agencies pursuant to the Gramm-
Leach-Bliley Act and the interageney guidelines establishing standards [or salely and
soundness' issued by the hanking agencics pursnant to the Federal Deposit Insurance
Carparation Improvement Act us amended by the Ricgle-Neal Act. Finally, certain RATs are
subject to the Military Lending Act, which restricts ihe interest and other terms that can be
oflered to active duty military personnel and fheir spouses and dependents; and the
Servicemembers Civil Relicf Act, which limits interest rutes [or active duty military personnel.

FDIC’s Supervisory Process

As primary federal supervisor for most community banks in the United States and as
insurer for all insured depositories, the FDIC seels 1o maintain a vigilant, but balanced posture
wilh regard io both safety and soundness and consumer compliance supervision. Such an
approach is in keeping with the longstanding principle that consumer protection and safc-and-
sound banking are both impuortant to the regulatory vicw of a bank’s condition. This principle i3
also refleeted in the Unitorm Financial nstitution Rating System (UUIRS) implemented by ihe
Federal I'inancial [nstitutions Examination Counctl (FFIEC) in 1979 and updated in 1997, The
TIFIRS sets a standard for the I'TIEC members to assign component ratings (commonly known
as CAMETLS] und compaosite ratings. 'Lhis interagency hank rvaling system requires the agencics
to consider an inslilution’s consumer compliance, among other factors, in assigning component
and composite ratings in salety and soundness examinations, also referred to as risk-munagement
cxaminations. The most imporiant glement of prudential bank supervision is on-site examination
activity.

Y See hittps:/fwww.[dic gov/news/news/ financial/200 /101 22.himl, CGuidetines Fstablishing Standards for
Safeprarding Customer aformation, February 1, 2001

M See hitps:www, fdic sovinews/news/ (inancia /1995819349 htinl, Guidelines and Compliance Procedures [ssued;
Request for Additional Conmrewts Soughi, July 31, 1995 and

Dttys:www filic govinewsmews/ (inancial’ 1 996/f19679 htwl, Interagency Cuidelines Estahlivhing Stendards for
Safery and Somndness tn Include Final Asset Quedily and Earning Stondards, Octoher 4, 1996,
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The FDICs Division of Risk Management Supervision (RMS) takes many steps to
ensurc that its on-site examination activity is carried out consistently and {hat the findings of
cxaminations are presented in a manner that is consistent with FDIC rules and regulations,
policies, and procedures. For example, cach report of examination goes through at least one
level of review by a case manager, who is trained to conduet those reviews and cnsure that
reports of examination are consistent with FTAC policy. In the case of mote complex or troubled
institutions, a report of examination goes through additional levels ol review by an agsistunl
regional director, deputy regional director or regional director. In the case of problem banks
(thoso rated CAMELS 4 or 5) an additional review is completed by RMS staff in Washington.
Fach region’s adherence to FDIC policy is reviewed on a tri-annual basis by a team of subject
malter experls in Washington, The FDIC additionally uses management information tools to
identify potential inconsistencies in its programs and emerging trends. These include menitoring
the time between when an examination is started and when examination findings are delivered 1o
a bank’s board, monitoring trends in CAMIELS ratings for the industry over time, and monitoring
differences in cxamination ratings across disciplines. These processes are critical to ensuring
consistent and eflective supervision acrass the more than 6,000 institutions that the I'DIC
imsures,

Guidance Issued in Response fo industry fnnovation, OIG Recommendations, and Changing
Conditions

The Drafl Report suggests that the FDIC did not have guidance that was applicable to
RALs. In fact, the FDIC has well-established guidance for the supervision of banks that offer
RALs, stemming from long standing guidines goveming predatory lending as well as guidance
for banks engaged in third-party lending arrapgements. The FDIC’s supervisory Jocus on the
risks posed by financial institutions originating [oans through third parties is consistent with the
longstanding principle illustrated in the UFIRS that safety and soundness and consumer
protection are both important to the regulatory view of the condition of a given institution. The
rapid growth of subprime consumer lending activily in the late 1990s led to the development by
the FDIC and the other banking agencies of subprime lending guidance. Additionally,
legislation called for the agencies to issue guidelines establishing standacds for saleguarding
customer information.” ''his interagency guidance articulated safety and soundness and
consumet protection concerns and were relevant to RAL lending,

As discussed earlier, in 2006, the FDIC OIG7s Audits and Bvaluations staff refereneed
tax refund loans in its OIG Reporl 06-011, Challenges and FDI Efforts Reluied to Predatory
Lending. The report cited challenges associated with identilying, assessing. and addressing the
risles posed to institutions and consumers by predatory lending. Specifically, (1) sach loan

Vee hrips: Awww. fdic govinewsnows/ fnencial/ 1997119744 hom, Risks Associsted wilth Subprime Lending, Macy
2, 1997; https:www dicgovinewsmews Tinancial! 199%FI11.9920a.him |, fnferagency (fuideliney ur Subprime

Fending, Murch 1, 1999; and hilps:/www. [dic gov/nows/news/(inancial/ 20010 10Y.Mm, Sxpanded Guidance fir
Swhprime Lending Programs, Junuary 31, 2001,

M Gew hitps: ! www, dic govinews/news/ financial 200 U011 22.himl, Guidedines Extabiishing Standards for
Safeguarding Customer Information, February 1, 2001,
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transaction must be viewed in its totality to detenmine whether it may be predatory; (2} I'DIC-
supervised jnstitutions can have direct or indirect involvement in predatory lending; and (3)
nontrilitional morigages and other loan produets are now available that conlain terms that may
be viewed as appropriste lor some borrowers but predatory for others.

1n its 2006 report, The OIG acknowledged that FDIC had taken ciforts to address the
challenges by providing puidance in various forms to examiners, FDIC-supervised institutions,
and consumers. However, the QLG noted that the guidance did not finmally articulate the
agency’s overall supervisery approach for addressing predatory lending. Instead, the FDIC's
approach was comprised of mulliple policies, procedures, and memoranda and the guidance wus
not issucd for the explicit purpose of addressing predatory lending. As a result, OIG expressed
concern that predatory lending may not recelve sullicient aftention, which increased the risk that
such practices could oceur, may not be detected, and may harm instilutions and borrowers.

The QTG recommended that the FDIC’s Division of Supervision and Consumer
Protection (DSC — the predecessor 1o RMS and the Division of Depositor and Consumer
Proteetion (IDCPY), describe the FDIC™s overall supervisory approach to predatory lending and
review cxisting examiner, financial institution, and consumer guidance and determine whether
additional guidance was nceded to address the risks associated wilh predatory lending.

In response 1o the OIG s recommendation, on January 22, 2007, DSC issued Financial
Institution Letter (FIL) 6-2007, FDIC Supervisory Policy on Predatory Lending, to describe
certain characteristics of predatory lemding, and vealifivm (hat such activitics arc inconsistent with
sale and sound [ending and undermine individual, family and community ceonemic well-being.
The policy deseribes the FDIC’s supervizory response to predatory lending, inclading a list of
policies and procedures that relate to consumer lending standards. Finally the Policy sets forth
IDIC’s expectation that the inslitutions it supervises treat consumers fairly, adhere (o all
applicable legal requirements, and underwrite loan products appropriately.

‘The policy states, “[s]ipns of predatory lending include the Jack of a fair exchange of
value or loan pricing that roaches beyond the risk that a borrower represents or nther customary
standards, Furthermore, as outlined in the intcragency Expanded Fxamination Cruidance for
Subprime Lending Programs, ‘predatory lending involves at least one, and perhaps 1l three, of
the following elements:

» Making unaffordable loans based on the assets of the borrower rather than on the
borrower's ability to repay an obligation;

e Inducing a borrower to relinance 4 loan repeatedly in order to charge high poinis and lees
each time the loan is relimanced (“loan flipping™); or

s FEngaging in fraud or deception to conceal the frue nalure of the loan obligation, or
ancillary products, from an unsuspecting or unsophisticaled borrower.™

On January 23, 2007, DSC issued Regional Dircetor Memorandum (RTY Memao) 2007-01,
Supervisory Policy on Predatory Lending, to deseribe the principal characteristios of predalory
[ending and the FDIC’s muli-promged approach (o addressing the problem by taking supervisory
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action, by encouragmy and ussisting banks to serve all sectors of their community, :md by
providing consumers with information o help malc informed financial decisions. The RID
Memeo states, “[plredatory loans, whether small dollar unsecured eredit or residential mortgapes,
are nconsistent with safe and sound lending and undermine individual, Tamily and community
economic well-being.”

IFDIC and DSC took a number of additional steps consistent with the principles oullined
in the guidance and in response to engoing concerns regarding the risks of predatory lean
products being offered to consumers through third parties. For example, DSC sought to
strengthen supervisory oversight of third-party consumer lending arrangements.  On Junc 6,
2008, the FDIC issued FIL-44-2008, Guidance for Managing Third-Party Risk. This guidance
sought 10 ensure (hat [inancial nstitutions were aware of the potential risks arising from
arrangements with third parties, including those in which the institetion funded certain products
originated by a third party. The guidance ouwtlined visk-management principles that may be
tailored to suit the complexity and risk potential of a inaneial institution’s significant third-party
relationships.

DSC also sought (o bridge the gap berween the compliance and risk management
cxamination functions o ensure that there was consistent communication and follow-up about
potential concerns across the two supervisory disciplines. The division established criteria for
joinl exams between the two disciplines, known as Juint Examination Team, or ') L1 In late
2007 or early 2005, NS N S S i
selected for a JET review to cnsurc a full understanding from both a risk management and
consumer protection slandpoint of the banlc’s use of third parties to conduct significant lending
activities. The FDIC’s supexvision of | <!l be discussed in more detail later.

FDIC’s Supervision of RALs Banks and use of an fncremental Approach

The Diralt Report suggests that actions taken by the FDIC represenied a sharp and rapid
cscalation in oversighi of the instilotions with RAL proprams. The supervisory record, however,
indicatcs that concerns were raised about tisk-management oversight of the RAL programs af the
institutions for a number of years, The oversight of the inglitutions and their RAL programs is
dexctibed below. For a more complete history, please see Appendix A,

Prior to 2003, the FDIC supervised two institutions with RAT. programs: || N
which in 2003 had s and

e T | B
I it time, [ portnered with approximately 900 independent tax

preparers that were acting as EROs to markel the bank’s products exclusively.
parinered with approximately 5,600 EROs through a bank subsidiary. The FDIC™s cxpericnce

with banles oilering RALs expanded in 2003. [ NGNS

e JIT was discussed in DSC’s Supervisory Insighl jourtial in the Swnmer of 2007 and subsequently in the
FDIC?s 2007 and 2008 Annual Reports.
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B bich bed Y B - o cseblished RAL business and
converted to a state nonmember charter, thus coming under FDIC supervision. FRI purinered
wilh 342 EROs at the time of its conversion to F'DIC supervision.

Further in 2003 had just undertaken a rapid expansion of its program, growing
the number of EROs by I percent in 2001 andjiff percent in 2002, In 2004, FDIC cxaminers
identificd weaknesses in program oversight at Republic and FRI, and violations of the Foual
Credit Opportunity Act (LCOA) at || | NN T movogement disagreed with the FCOA
vinlations and appealed the findings of the examination to the Acting Division Director. The
Director upheld the examiner findings and rating,

FBD ultimately exited the RATL business in July 2006, because the third-party through
which it originated RALs, || NG dcsived to issue paystub loans, a loan based on an
cstimate of a fax refund based on the borrower’s vear-end pay stub. FBID determined this loan
product was too risky, and || NGz caoceled its contract with FBD.
business was subsequently acquired by ||| | | D NEEEEEE. +~bich was supervised by the
Office of the Comptroller of the Currency (OCC). || N 2 continucd to offer
RALs. Over the course of the next six years, risk-management and compliance deficiencics were
not fully addressed, and regulatory viclations at both banks conlinued, culminating in both banks
cxiting the RAL business in 2012

Supervisory History of Republic

Between 2004 and 2009, I w25 subject o wmual rigk-management cxaminations
and two compliance examinations. The RAL program expanded rapidly during this period, with
the nhumber of EROs nearly doubling to over 10,000, This growth was not preceded by expanded
contrals and oversight, resulting in supervisory coneerns being expressed in both the 2008 and
2009 risk-management and compliance cxaminations. Through its written disagreements with
cited violations, [ marazement demonsirated a lack of understanding of its
responsibility for the actions of the FROs through which it was ongimating credit.

I i1 ocment made unsuceessful efforts to change its tederal supervisor
through amerger of the banle with its affiliated theift, and was reported to have made inquiries to
the Federal Reserve aboul converting to a state member charter. ‘Lhe effect of cither of these
transactions, if consummaled, would have been to remove [ from FDIC supervision.
I aneocment was also suspected of seeking to address training deficiencies by coaching
LROs to give satisfactory answers to examiners rather than by training the EROs 10 originate
loans in compliance with law and gouidance. These suspicions were conficmed ina 2017
horizontal review of the institution. The 2009 risk-management composite rating was ]
unchanged from the prior exam, with a management component rating offf, a downgrade from a
lin the prior exam. The 2009 compliznee examination composite rating was|, a downgrade
from alj, with CRA rated ‘| . 2 dovneede rom R v the prioe

cxam
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Supervisory Histary of River Cily

Between 2004 and 2000, | »2 subject to annuoal risk-management examinations
and two compliance cxaminations and one compliance visilalion. The cxaminations identified a
poor control environment with no audit of the RAL program, limited due diligence of EROs and
poor board and senior management oversight of the program. Txaminers cited contraventions of
policy for the lack of an audit program al four conseeutive cxaminations during {his period.
Management was characterized us nonresponsive and over-reliant on the honesty of the ERO,
As such, the RAL program was especially susceplible to (raud. The bank experieneed two ERO
frauds and was the subject of two lawsuits regarding the program. The 2009 risk-management
composile rating was [ an upgrade from alj in the prior examination as a result of improved
performance in unvelated hank activitics, and the management component raiing was unchanged
at ). The 2009 complisnce examination composite rating was[] a downgrade from alf], with

CRA rated -I- also a downgrade rom || | | NGN

RAL program was first examined by the FIIC a1 the 2010 compliance
examination and (he 207 | risk-management cxamination. The compliance examination cited
deficiencies in board and senior management oversight of the RAL program and assigned a
rating offf. Lhe risk management examination noted the bank had agreed to exit the RAT.
business. ‘I'he bank was rated af] for other assel quality delictencics.

tssuance of Letters to NS o SN

In July 2009, EDIC discovered tha | bad moved the RAT origination husiness (o
its sister thrift for the first quarter 2009 lax season, yet was still retaining the credit risk by
simultancously purchasing the loans and providing other services. This could have had the effect
of making the RAL origination activity not subject to FTHC supervision ot the requircments of
the Cease and Desist Ovder, cven though Republic was expesed (o the risk ol the RAL business.
I vliimaicly sharved origination documentation with FDIC, which resolved questions
about how [ ov)4 demonstrate compliance with the outstanding Cease and Desist
Order. Subsequently, [ o5 divected to advise the || | G -
malerial changes in business plan. ITowever, Republic did not [ollow that instruction when it
executed contracts to expand the business with || NNz o0d :nother tax preparation
business, Tiberly. Rather, -noliﬁcd 1'DIC of its asswnption of this business after-the-
fact on December 29, 2009, Given the bank’s record of risk management and compliznee
prohlems and the fact thal the bank was sill operating under the C&D), the
I Ci:ccicd the bank, in writing, to submit a plan within 15 days to exit the RATs business
within 60 davs. A sccond letter was issued the next day (o require that a mecting be scheduled
within 60 days to discuss the future viability of the program.

In February of 2010, against the backdrop of the growing supervisory concerns, the
removal by the IRS of the Debt Indicaior that was used to underwrite RATs, and (he concern that

17

SENSITIVE INFORMATION — FOR OFFICIAL USE ONLY
139



Corporation Comments

Appendix 9

Lichmary 17, 2016

RAL activitics that were being cxited by larpe instifitions would migrate to the FINC-supervised
community banks, te || st lctcrs to and

regarding their RAL programs. The February 3, 200(), lettor SCﬂWﬁ
concerns that the Region had with RAT.s and referenced a Tanuary 19, 2010, discussion in which
those concerns were brought to the bank’s attention. The February 3, 2010, letler to -
outlined similar concerns and referenced a January 11, 2010, discussion with the bank in which
those concerns were cxpressed. Lhe letters stated that the Region found RALs were costly and
offered limited wiility lor consmners as compared to traditional loan products. The letter further
observed that RAT s carried a high degree ol visk 1o the institutions, including third party,
reputational, compliance, und legal risk, which exposed the banks 1o individoal and class actions
by borrowers and local regulatory authorities. As a result, the Region asked the hanks to develop
plans to exit the business and submit plans te do so within 15 days.

Tn addition to a rellection of specific supervisory concerns, the concerns with the RAL
product expressed in the letlers also were consigtent with the FDIC's Supervisory Policy on
Predatory Lending. The policy states that “[s])igns of predatory lending inchude the lack of a fair
exchange of value or loan pricing that reaches beyond the visk that a borrower represents ot other
customary standards.”

Downgrades of Certain Rafings in 2000 Examinations Were Appropriate

The Draft Report suggested that decisions by FDIC ailicials to change draft ratings
assigned by cxaminers were improper and unfounded. Tlowever, such oversight is appropriate
and a revicew of the examination documents indicates the changes had a stong supervisory basis,
Please see Appendix B.

As noted earlier, in the seclion, FDIC s Supervisory Process, the FD1C’s Division of
Risk Management Supervision takes numy sieps to ensure thal ils on-sile examination activity is
appropriately carried out and that the findings of examinations are presented in a mammer that 1s
cangistent with FDIC rules and repulations, policy and procedures. Amony those steps is a
review ol each report of examination by a professionally trained case manager. The FIXC’s
processes anticipate that findings or report commentary may on cccasion require editing and
change. For this reason, the FIC Rivk Munagement Munual of Kxamination Folicies statcs:
“[2]enerally, the examiner-in-charge (EIC) should discuss the recommended component and
composite ratings with (the bank’s) senior management and, when appropriate. the (hank's)
board of dircetors, near the conclusion of the examination. Txaminers should clearly explain that
Lheir ralings are tentative”™ and subject to the review and final approval by the regional director
or designee,”

‘When changes are made o ralings or substantive changes to report commentary are made
during the review process, such changes should be fully communicated Lo the examiner-in-

* Sea FDIC Risk Monagenent Mameal of Examination Policies, Buyic Examination Concepts and Guidelines
section, page 1.1-3,
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charge. To the extent the exuminer-in-charge disagrees wiil the changes, processes exist to
document those disagreements. Tn 2010, when changes were made 1o the ratings at [ and
cxaminer disagreements were not properly documen(ed. Notwithsianding this
oversight, (he report changes were appropriate, supported by the examination record, and
consistent with the UFIRS,

I /) 11gr ade

The tentative ratings assigned by the examiner at the August 30, 2010 risk management
examinalion of] fwere 112112/2, During the repional office review process, the raling
was downgraded Lo 113222/3, The final Management, Larnings and Liquidity component and
the composite ratings assigned at the August 30, 2010, risk management examination of

were accurate, supported by the examination record, and consistent with the definitions
in UFIRS.

Rank management’s abilities arc measured not only by financial performance, but also by
its ability w0 operate within governing regulations, its responsiveness to recommendations lrom
auditors and supervisory auihorities, and 1o properly oversce all business line risks. The final
report of examination properly concluded that management and board performanece needed to
improve their oversight of the bank’s activities. Pronounced shorleomings relating 1o
compliance with laws and regulations existed. In addition, management’s expansion of aclivities
that were not appropriately identificd, measured, monitored, and controlled raised supervisory
concemms, Accordingly, management and beard performance were more accurately characterized
as needing improvement, supporiing a Management compenent rating of ]

Larnings strength is measured not only by the quantity and trend ol earmings but also by
lactors affceting the sustainability er quality of those eanings. The income siream derived [rom
the bank’s Tax Relunds Solution (I'RS} program, which included RALs and was significant, was
expected Lo be impacted by events that were beyond Management’s control. Due to reliance on
the TRS income, any depletion would alTect the Bank’s operations. Lhe bank’s reported
carnings did not account for the unrecognived costs o conlinm its business practices to laws and
regulations. In view of these facts, the stability and qualily of eamings ave more accurately
churacterized as satisfactory rather than strong, supperting an Eamnings component rating of ]

Tn evalualing a financial institution’s liguidity, consideration should be given to the
current level and prospective sources of liguidity compared to funding needs, as well as to the
adequacy of fands management practices relalive W the institution’s sive, complexity, and risk
profile. Iunds management practices should ensure that lignidity is nol maintained through
undus reliance on funding sources that may not be available in times of financial stress or
adverse changes w matrket conditions. 1n view of the Institution’s reliance on brokered lunding
for funding some of its growing activitics, which may not be available in a time of financial
stress ar adverse changes in marketl conditions, the liquidity rating oﬂ was appropriate.

19

SENSITIVE INFORMATION — FOR OFFICIAL USE ONLY
141



Corporation Comments

Appendix 9

[ebruary 17, 2016

Composile ralings are hased on a careful evaluation of an mstitution's managerial,
operational, financial, and complisnce performance. The composite rating generally bears a.
close relationship to the component ratings assigned. Tlowever, the composite rating is not
derived by computing an arithmetic average of the component ratings. lach component rating is
based on a gualitative analysis of the factors comprising that component and its interrelationship
wilh the other components. When assigning a composite rating, some components may be given
more weight than others depending on the situation at the instilution. Tn general, assignment of a
composite rating may incorporate any factor that bears significantly on the overall condition and
soundness of the financial institution. In light of the noncompliance with a key provision in the
oulstanding ccase and desist order related to inadequate board participation in the activitics of the
bank, the bank was determined to need more than normal supervision, in the form of an amended
cease and desist order, supporting the [ raling assigned.

- Downgrade

The tentative ratings assigned by the examincr-in-charge of the October 23, 2010 risk
management examination of [ty were I During the regional oftice review
process, the case manager downgraded (he rating Lo The examiner-in-charge agreed
with these changes. The final rating assigned was which more clearly reflected the
many management deficiencies and elevated risk profile o The final Management
component and the composite ratings assigned at the October 25, 2010 risk manasement
oxamination of | ~crc accurate, were supported by the examination record, and were
consistent with the delinitions in UFIRS.

Management’s abilities are measured not only by financial performance, but also by its
ability to operate within governing regulations, its responsiveness to recominendations from
auditors and supervisory authoritics, and to propetly oversec all business line risks. Lhe final
report of examination properly coneluded that management and board performanee needed to
improve risk oversight as it pertained lo non-traditional products. Management oversight of
RATLs und (he bank’s Dollars Divecl program was described as inellectlive, and management’s
lack of adequate hternal controls and audit reviews were cited as a concem, both of which
cxposed the bank to heightened third-party risks. Capital, asset quality, earnings and liquidity
wore deseribed as satisfactory, but subjoct to potential impact from risks associated with the non-
iraditional banking products. Accordingly, management and board performance and risk
management praclices were more accurately characlerized as delicient than needing
improvement, supporling a Managemen( component raling o [.

Composite ratings are based on a careful evaluation of an institution's managerial,
operational, financial, and compliance performance. The composite rating gencrally bears a
close relationship to the component ratings assigned. However, the composite rating is not
derived by computing an arithmetic average of the component ratings. Fach component rating 1s
based on a gualitative analysis ol the faclors comprising that component and ity interrelationship
with the other components. When assigning a composite rating, some components may be given
more weipht than others depending on the situation at the institution. In general, assignment of a
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composite rating may incorporate any factor that beurs significantly on the overall condition and
soundness of the financial institution. 'The unsarisfactory board and management oversight of
and Jack ol controls around the most significant business product for the bank, in lerms ol its net
income and potential fraud exposure, were aceuratcly characterized as scrious deficiencies,
supporting the composite rating uf.

FDIC’s Senior Managemeni Properly Oversaw Policy fmplementafion

As the 2010 examinations of || N 2d I v<:< concluding, DSC
management discussed the region’s findings, including the examination ratings, with the |
Regional Director (RD). The DSC Senior Neputly Divector (SDD) specifically instrueted the RD
to cnsurc staff considered the banks® practices, not just their current [inancial conditions, in
assigning vatings.

This instruction was comsistent with the UIIRS, which requires consideration ol
management’s ability to idenlily, measure, monitor, and coutrol the risks of its operations when
assigning cach compenent rating. The UFIRS recognizes that appropriate management practices
vary considerably among financial institutions, depending on their sixe, complexity, and risk
prolile. For less complex institutions engaged solely in traditional banling activilies, relatively
basic management systems and controls may be adequate. At more complex institutions, on the
other hand, detsiled and tormal management systems and controls are needed.

Consistent with the UFIRs, the risk munagement expectations for banks lending through
hundreds or thousands of IROs would clearly be higher (han (he expectations Tor community
banks engaged in traditional lending activities. This expectation was additiomally the subject of
the FDIC’s Guidance on Munuging Third-Party Risk.

The instructions of the SDI were also consistent with the principle behind the concept of
forward-looking supervision that the Division had emphuasized in responsc to OIG findings from
Material Loss Reviews of failed banks,

Foyward-Tooking Supervision

In response to recommendations by the OIG” and employing lessons from the finaneial
crisis, the FDIC had taken a series of steps aimed al emphasizing the importance of having
elfeetive risk-management practices in place to mitigale the elfects of economic and marketplace
chanyes not within a bank’s control.** The process encourages examiners to comsider the faet
that even [inancially strong thstitalions can expericnce stress in cases where risks ave nol

2 Gee Memorandum from Inspector General Jon 'T. Rymier 1o the FDIC Andit Committee, Material Loss Review
Ubservations Relared to Major Causes, Trends, and Common Characierislics, May 1, 2004,

# geg FDIC 2009 Annual Reporl, Appendix €, Ofice of Inspector General's Assessment of the Management and
Performance Challenges I'acing the FDIC, which states, “The Corporation has developed a comprehensive
"forward-looking supervision" training program for ils cxaminers designed 1o build on lessons learned over the past
year or so and will need to put that trainimy inlo praclice going forwaed ™
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properly maormitored, measured, and managed. Further, exuminers are encowaged Lo lake
proactive supervisory action and progressive action (o encourage banks to lake preemplive
measures to address risks before their profitability and viability is impacted. Another important
[csson from the crisis, as noted in an O1G cvaluation, was that bank management’s
regponsivencss to supervisory concerns was a key differentiating factor between banks that failed
and those thal survived the financial crisis.

Consistent with the UFIRS and the principles of forward-locking supervision, the RD
instructed staff to lower the examiner-assigned ratings of the two institutions based on his
conversations with the SDD. [t docs not appear that the RD explained the rationalc for the
downgrades to ficld stafT, dircetly or indircetly through his regional managers. 1This may have
contributed o the confusion identiiied in the OT(s Dyvalt Report and the resulling
misperceplions of (he FIMCs supervisory approach to institutions that offer RATLs,

Sapervisory Practices Were Appropriate and Consistent with Past Practices

During 2010, DSC management’s concerns about the safety and soundness of RAL
programs grew, hased in parl on the (et that the 1RS amounced in August it would discontinue
the Debt Indicator (D), which bad proven to be a key ool for redueing credit rsk in RATs, in
the 2011 tax seasoi. In November 2010, the three institutions were asked e outline their plans
for mitipating the resulting increasc in credit risk following the loss of the tool. All three
institutions conceded that the loss of the DI would result in increased risk to the bank.

R :olicd tha it was in the process ol [inalizing its vevisions 1o the RATL
underwriting process for the upcoming tax season and had identified several significant changes
that would strengthen RAL underwriting [l ivtended to offer a reduced dollar RAL ata
cost of $20 or less and lend only to consumers with a credit score of 650 or greater. While it
appears that this underwriting would have complied with the interageney safety and soundness
standards for eredit underwriting, as previously deseribed, [ had long standing
deficiencies in its RAT, program, and examiners had made repeated recommendations over [ive
examinations regarding needed audit and miemal conirol impmvemems.zs Utimately, N
- agreed to exit its RAL program after the 2011 tax season during a meeting held with its
board of dircctors on I'chrzary 14, 2011, to discuss the findings of the FIDIC?s October 23, 2010,
tisk management cxamination.

N e (hal since greater losses wete anticipated absent the tool, loan
antounts would be substantially cut by some 75 percent so that a profit could still be made. |

also planned to use a commercial product that predicted the existence of government liens
or debts. ‘The institution acknowledged that the commereial product did not fully mitigate the
tigk ereated by loss of the DI Additionally, the revised RAL model, which substantially reduced
the amaount ol credit offered, scived to emphasize the importanes of the DI in RAL underwnling.

Fgee hilps:Hwww [dic goviregalstionsSaw s rales 2000-8630, hitm E ic2 000ap pendixatopurt 364, Appendix A
Puart 364 of the FDIC Rules and Regulations, Inleragency Guidelines Listablishing Standards for Safety and
Soundness.
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I - o d of directors indicated its intent (o exil the RAT, program in carly I'cbruary
2011,

R ioilay replied thal since greater losses wore anticipated absent the tool, loan,
amounts would be substantially cut by some 75 percent, and fecs increased so that a profit could
still be made | R 2lso planned to use a commercial product (LexisNexis) that predicted the
exisience of government licns or debts. The institution acknowledged that the commcreial
product did not Cully mitigate the risk created by loss of the DI Additionally, the revised RAL
model, which substantially redoced the amount of ercdit offered, served to underscore the
importance of the DI in RAT, underwniting. The model did not take into account the bormower’s
ability to repay, as required by interagency eredit underwriting standards, and the new
commcreial product did not fully mitigate the loss of the DI, by the bank's own
acknowledgement,

DSC Executives Properly Considered the Impacts of tndustry Trends

IDIC institutions offering RALs were nol (he only banks affceted by the loss of the DI
The Office of the Comptroller of the Currency (OCC) had similar communications with one of
the banks it supervised, HSBBC, about how it would underwrite RATs in a safe and sound manner
sbsent the DI, [ respended that it would no longer offer its RAT. product that relied on the
DI Instead, 10 would only offer ils Instant RAL produet, which provided a smaller advance
against the anticipated tax relund, elTectively adopting the same approach suggested by the three
1'DIC supervised institutions by significantly decreasing the foan size, The OCC concluded that
the Instant RAL was underwritten without consideration ol the customers” ability to repay and
was, thercfore, not consistent with safe and sound banking praciices, The OCC (urther noted that
simply charging borrowers more foes for this type of loan was not a solution [ the lundamental
underwriting defeel that would be present in the bank’s remaining RAL business, On December
23, 2010, OCC accepted [+ plan 1o exit the RAL busincss on Uebruary 28, 2011.

Additionally, in 2010, other large bamks exiled the RAT business. | NGTNGBG
exiled the RAL business in April 2010, citing increased regulutory scrutiny.
parinered with some 13,000 independent tax preparation partners.”® Further, in Ociober 2010,
the Office of Thrill Supervision informed that OTS was not
prepared to allow [ 1 enter into any now third-party relationships concerning any credit
product, deposit product, or ATM pursuant o OTS supervisory directives.”” [ tad
contracted with | | N N to originate & portion ol its RAT, business for the upcoming tax
season. The divectives essentially prohibited [ from making RALs.

¥ See hitp:/iwww.woodstockinsturg/blog2010/consumer-advocates-cheer-chase-gxits-refund-anticipation-loan-

business, Woodstock Institute, Consumer advocates cheer as Chave exits refund antivipation loan business, Rand

(20103

* Sea http:/fwww mutalinancialoroup.com/Cache/ 10229683 pdTID=1027856& FID=10220685& ()-3&0S[D-9,
R (o, &k, Ociober 18, 2010,
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The exil of these three large financial institutions from the RAL origination business, and
the possible migralion of the huginess to the saller, FDIC-supervised banks, ralsed concermns
with FDIC senior management. Combined with the loss of the DI, the oversight weaknesses
identificd in examinations, and, in the cose of [ suspicions--that were later confirmed--
that bank management had coached EROs to provide proper smswers lo examiner questions as to
a heightening of supervisory coneerns,

Borizontal Review Identifies Numerous Vielations and Republic Management Attempts to
Impede the Examination

The GIG in the Draft Report raises concerns that the FDIC used whal it deemed was an
abnormally large amount of resources in the supervision of RAL programs, suggesling
unfairness in (he oversight ol the institutions with RAL programs. However, the practices
employed by the FDIC were consistent wath past work and commensurate with the scale of the
banks® activity. '

In response to the loss of the DI, as well as the ongoing compliance issues thal were
being identilied by the 2010 risk-management cxaminations at | R =< . <
EDIC planned to conduct unannounced horizontal reviews of the three RAT banks’ EROs during
the 2011 tax season. The [ - alveady in the process of planning unannounced
revicws of LROs of all three mstitutions under 1ts supervision. Since these simultancous reviews
would allow the Region to compare practices across the three institutions EROs, they were
horizontal reviews. Horizontal revicws were not a novel or new supervisory ool for the FDIC;
in faet third-purty agents of [l had previously been the subject of a horizontul review in
2004 that covered three FDIC-supervised institutions, involved 40 third-party lenders, and
required 120 exmminer resources. The scale of the planned 2011 review was proportional to the
large number of locations at which the RAT.s activities were taking place.

Owing to the widesprcad issucs being identified, however, senior examination stall’
believed the program should be run on a national basis. The expanded review was necessury for
two reasons. Firsl, the banks under review engaged thousands of storcfront IR Os across the
country. - alone made loans though more than 10,000 EROs, more officcs making loans
than Wells liargo has branches.”® As a result, in order to provide a valid statistical analysis
whose results could be extrapolated to the universe of EROs for each bank, an expanded review
would need Lo encompass a statistically valid number of TROs. This would enable supervision
stafl o gain an understanding of the compliance and safety and soundness practices of euch bank
as awhole. Second, there were outsteanding concerns, expressed by cxaminers, that in prior
reviews GROs were improper]y coached by the hanks.

The horizontal review was conducted on || | | | N - D B - <
ultimately only covered [N :=Os. 2 I o BRI 2ol © exit their

2 Qee FDIC Summary of Deposits data. hittps:/fwwiv3 fdic sovisod/sod Ingl Branch asp?barlem—1

24

SENSITIVE INFORMATION — FOR OFFICIAL USE ONLY
146



Appendix 9
Corporation Comments

Fchruary 17, 2016

RAL programs afler the end of the tax scason. LThe horizontal review confirmed thut |
interfered with the FDICs review of the BROs during the 2009 compliance examination and
during the ongoing horizontal review by coaching and providing seripted answers. Lhe review
also identified a number of additional violations of consimer laws, unsale and unsound
practices, and violations of the 2009 Consent Order.

Legal Issues were Carefully Considered, and Enforcement Proceedings against|JJJ vcre
Fully Supported

The Draft Report sugpests a number of legal concerns were raised ahout litigation risk in
the supervision of [} that werc ignored by FDIC officials. In fact, each issue was weighed
and considered, and the decision to move forward with an cnforcement action was widely
approved by the appropriate supervision and legal officials, including by an individual cited
frequently by the OIG.

On February 9, 2011, the FDIC issued a Notice of Charges (Notice) against [
Bark alleging safety and soundness violations as a result of inadequate underwriting for the
Bank’s RAT program. This action was not taken lightly. In the weeks and months leading up 1o
the issuance of the Nolice, stadl engaged in vigorous and healthy debate as to whether there was
sufficicnt legal support for the enlorcement action Lo proceed.

On onie hand, DSC officials were aware that] hud sell~certified (hat RAL
underwriting was not as strong without the DI and that said that it would need Lo olTer
significantly lower loan halances and charge higher fecs to offset anticipated incrensed credit
losses. This presented a new landscape — for the first time, the RAL product would not be
profitable based on interest income minus charge ofls. 1L was only the higher fees that would
make the RAL product profitable. DSC staff viewed | 1lan to address the loss of the
DI by reducing avaifable credit and inereasing fees us inherently unsale and unsound. That view
was coupled with concerns about assct-based lending and | -<fvsel o consider an
individual’s ubility (o repay when issuing the loan, another unsafe and unsound ]:l-rauti::e.29
Instead of adequately assessing a horrower®s ability to repay, [ focvsed on its ability to
obtain a contingent asset — the tax refimd. DSC stall” was aware too that the OCC used this same
analysis when it directed [ISBC, one of its regulated banks, 1o exit the RAL business. Staff also
questioned (he relative utility of RALs in light of technological advances — by that poini, direct
deposit of elecirome relunds usually eccurred in a matter of days.

* Federal “stundards for safely and sonndness” requive banks to follow loan decumentation practices thal “ussess
the ubility ol ihe boreower to repay the indebfedness in a timely mamer,” and underwriting practices that *[plrovide
fir conslderailon, peior to credit comuminment, of the borrower's overall finuncial condilion und resources™ as well as
“th financial responsibility of any guarantor” aud “the nature and yaluc of uny underlying collateral” Inleragency
CGuidefines Listablishing Standards for Safety and Soundness, 12 C.F.R. Part 364, App. A. Numcrons courts have
recagnized that failure to assess ability to repay constitutes an msufe and unsound hanking practive. See Gulf fed
Ser. & Loar Asy! s, PIEBE, 651 B.23 259, 264 (5th Cir, 1981} (legislalive hislory of section 1818(e) indivales that
“disregarding a borrower's ability to repuy” is un unxale and unsound practice); #ivss Stade Bunk of Wayne County v.
O, TTOF 24 81, 82 (6th Cir. 1985) (“extending sceurcd eredit without oblaining complete supporting
documentarion” constittes unsate and imsoimd practice).

25

SENSITIVE INFORMATION — FOR OFFICIAL USE ONLY
147



Appendix 9
Corporation Comments

February 17, 2016

Cn the other hand, certain FDIC Enforcement attorneys, including the

expressed coneern over reliance on elimination of the DT as
the basis for safety and soundness violations and the lack of a readily ideniifiable witness on the
igsue who could testify to that effect should the matter come to [itieation. To address these
concerns, DSC officials, among other things, tasked 1'DIC retall eredit experts in
with reviewing whether [ p'an to vse the LexisNesxds database as a substitute for the DI
was i adequale underwriling inol. Aller reviewing this issue™, (he credit experts determined
that the TexisNexis database did not sufficient]y mitigate the underwriting risks posed by the loss
of the DI.

The DGC also raised the issuc of whether the underwriting procedures utilized by

wore similar to the standards sct forth in the FRIC’s Small-Dollar Loan Pilot program.
The DGC by his ewn admission did not fully analye [ onderwriting or the padicalars
of'the Small-Dollar Ioan Pilot program in ruising an issue thal needed such analysis, Contrary
to| I vndervriting procedures, the Small-Dollar Loan Pilot program recommended
APRs no greater tlmn. percent, noted the benefits of community based lending, and did not
cndorse a product whose profitability was basced on fees. ‘The APR fcu‘- RALs far
exceeded [ pereent —when its higher fees were treated as “finance charges™ under TILA, as
case law suggests they should be.” [ operated its RAT, program through a network of
more than 10,000 temporary tax ofices spread throughout the country. Tt had no historical
relationship with the vast majority of its customers. Nor did it operate in their communities,
except through the EROs,

While the DGC eontinued to express concern as to whether the FDIC would prevail at
trial based on safely and soundness charges, neither he -- nor any ol the other FDIC ofTicials who
reviswed the proposed chearges sud recommended the issvance of the Notice — indicated a belief
that the DI-based claims were not legally supportable. FDIC lawyers clearly communicated the
litipation risk of geing forward with the Notice. 1'ully apprised of the pros and cons, supervision
and legal division officials nltimately determined to move forward with the enforeement
proceeding, which is consistent with guidance offered by the O1G.* The Notice was filed on

** Materials referenced in the Draft Report indicats that the credit risk examiners initfally misunderstood the nature
and scope of the assignment; after they received clarification, they produced the review on the topic requested.

M S Pauplev. JEH Fax, Ine, 212 Cal, App.4™ 1219 (Cal, C1. App. 2013); United Statasv. IS Financial, LLL,
2013 WL 5947222 (8.1, Ohio Nov. 6, 2013}, aff d in pari on vifer grounds, rev'd in part on ather gronndy, S92 F.
Appx 387, 391 {6ih Cir. 2014).

*2 The practices Tollowed here are consistent with the guidance of(ered n the O1Gs Repord from 2014 glted
“Enforcement Aclions and Professional Lisbility Claims Against Institution-A (TiHated Partics and Individuals
Associated wilth Failed Inslititions:™
We understand that 1€ i roportuol (o onsure hal individual cases are sulTiciently sirong to aveid
selling precedents und joopardizing lulure casvs. However, legal ofTicials need o snsure that their
risk appetite aligns with thatl of the ageney head. Ullimately, legal officlals should elearly
conununicate the legal risks of pursuing a particular LA, but the agency head or senior ofTicial
with delegated authority should set the level of litigation risk that the ageney is willing to assame,
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Februzary 9, 2011 with the concurrence of the then-(ieneral Counscl and the DGC himself.
Clearly, (he then-General Counscl and the DGC by their own actions demonstrated their belief
that the Notice was legally supportable.

On May 3, 2011, the FDIC issued an Amended Notice of Charges that sought a CMP
based on a varicty of violations identified in the horizontal review conducted on February 15 and
16, 2011, The Amended Natice included a CMP assessment based on compliance and safety and
soundness violations, including obstructing an IDIC examination, Alier the Amendcd Notice
was issued, luwyers in the Chicage Regional Office addressed in a memorandum to the then-
General Counsel concerns that they had about the compliance charges in the Amended Notice.
The Draft Report suggests that these concerns were never addressed. In fact, enforcement
lawyers (and subject matter experts) of the Legal Thyision reviewed and addressed point-by-
poini —in a sevies of memoranda — the concerns raised by the aliormeys in-!;\3
Meanwhile, ailomeys in both headquarters and [l continued to move toward trial as they
cngaged in active discovery in the enforccment litigation.™ Throughout the fall of 2011 and
until the case settled in December, the FDIC lawyers — attorneys from both [ aod

— continued to operate as a leam, meeting regularly to discuss strategy (and the
allendimt strengths and weaknesses of the case) as (hey prepared for what everyone believed
would be 4 contentious trial.

The TILA claim ligured prominently in the case because [ made approximately
800,000 RAL loans in 2010 alone and failed o disclose its tax refund administration fee (TRAF)
as part of its APR on any loan. Because (he average TRAF foc was thirty dollars, [ »2
facing polential disgorgement of at least $24 million on the TILA claims alone. In October,

moved (or summary disposition on the TILA claims. [t is notable, in light of the
litigation Tisk concerns expressed by some in the Legal Division aboul the safcty and soundness
claim predicated on the loss ol the DI, that | did not seek summury disposition on the DI
claim or any other claim besides the TIT.A claim.

While the FDIC was preparing its opposition o the motion for summary disposition, the
parties enlered into gettlement negotiations, The DCT Director ted the negotiations for the TDIC
while the bank’s CFO led the negotiations for [ ] By this point, the relationship between
B - ihe FDIC bud become strained. As a result, the [ - ho was relatively
new to the I'DMIC and had, up to that poing, himited involvement with [T v in « betier
position to conduct meaningfil settlement negotiations. Contrary 1o the suggestion in the Trafl
Report hal lawyers were not involved, however, Legal Division lawyers advised the DCT
Director throughout the negotiations. Attorneys provided input and analysis, drafted the
settlement agreement, und engaged in numerous back and forth inleractions with the DCP

See 2014 QTG Reporl ul 24.

3 The memeranda were dated October 3, Octobey, 7 and October 17, 2011 (refuting polnt by point coneerms ruiscd
by th D R < cinc O !!uccd violations of 11LA, TCOA, UDAD, and GIBA, ux
wull ag audlr deflclencies and inadequate underwriling)..

* Euch side had produced approximately 20,000 pages of documents at the time of seftlement.
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Dircctor over strategy and terms. At the tume, Legal Division stall was also heavily involved in
discovery, responding to motions and preparing a case for trial. The Tegal Division team wus
also dralling a Second Amended Notice based on findings during discovery that the bank had
interfered with an earlier, pre-announced visitation.

‘The Second Amended Notice was not filed because the parties reached a settlcment in
eatly Docomber. ‘Lhe scttlement, the terms of which were emsbodied in = Consent Order and
CMP Assessment issued on December 8, 2011, included - s agreement to exit the RAT.
program at the end of the tax scason and to pay a CMP i the amount of $900,000 to resolve all
the violations.

Communications Between FDIC Board Members and Staff Were Appropriate

The Drali Report suggests that discussions between staff and FDIC Board members on
the RAT programs were unusual and inappropriate. Howewver, as discussed below, such
discussions are expecied and appropriate. No member of the FDIC Board directed I'DIC staff to
order any banks to discontinue offering RAT. products or (o take any action that was not
supported by supervisory findings.

The FDIC bylaws sct forth the organizational structure of the FDIC and the foundaiion
for communications and exercise of authority of both the KDIC Board of Directors {Board) and
its Officers. The FDIC Roard has overall responsibility for managing the 'DIC, while day-to-
day responsibility for managing the FDIC and supervising its Oflicers and other senior staff is
delegated to the FDIC Chairman. The bylaws provide the division divectors and General
Counnsel with broad authoritics to supervise the programs under their direction, The Bourd
additionally grants specific delepations of anthority for applications, notices, enforcement actions
and other mudlers.

‘The Board reserves to itself, notwithslanding any other delegations of anthority,
consideration of matters *“which would establish or change existing Corporation policy, could
altract unosual attention or publicity, or would involve an issue of first impression. The Board
expects each Division and Office Director, through his or her imimediate supervisor (if any), to
be responsible and aceountable for ensuring that any such matters arc brought to the attention of
the 1'DIC Chairman to determine whether such maiters should be considered by the Board, 'This
reservation of authority is referred to within FDIC as the “major mailers resolution.”

Consigtent with this broad delcgation of the Board’s vested management authority,
officers ol the Corporation have a duty to keep the FDIC Chairman informed of their actions, as
well as other Board members as appropriate. The Dircetors of RMS and DCP meer this duty
through regular brietings of the Chaimman and updates 1o other Board members about the
ongoing activities in their organizations. Tn addition, they provide writien reports to the FDIC
Board of actions taken under their delegated authority, such as actions on applications, nolices,
enlircement matiers and the conduct of special insurance examinations (also known as backup
examinations). Similarly, consistent with thelr joint responsibility for overall management of the
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I'DIC, the FDIC Chairman and other Board members clearly have the authority and
responsibility to discuss the affairs of the FDIC and the actions being undertaken by its officers
and semior stalT,

The Role of the Case Review Committee

‘The Bylaws of the 1'DIC also provide for the cstablishment of standing or special
commmiliees 1o perlorm such dutics and exereise such powers as may be directed or delegated by
the Board from (ime to time. The Case Review Commiliee (CRC) i a Standing Committee of
the FDIC Board that is responsible (or overseeing enforcement matlers, The CRC 15 composed
of five voting members, ene of whom is an internal FDIC Roard member who also serves us
Chairman of the CRC. The other four CRC menibers consist of one special assistant or deputy to
cach of the other four FDIC Board members. 'The General Counsel serves on the CRC as a non-
voling member.”

Om November 5, 2010, EDIC s(all provided CRC members with o Recommendation to
Pursue a Consent Order and civil money penally (CMP) against [l The proposed
Conscnt Order addressed significant risk management concerns regarding the bank’s ability to
operate its RAL program in a safe and sound manner without the (formerly available) IRS I, as
well ax ongoing complianee management issues from its inability to effectively monitor its over
10,000 thivd-party relationships with tax preparation offices. That case woald be considered at
the November 15, 2010 CRC meeting. As is standard practice, (he submission included the
proposed Consent Order itself. Prior to the CRC meeting, stall provided in-person brielings to
the CRC members that requested briefings—as is common practice.

Also in advance of the CRC bricfing, the FDIC Chairman’s designated CRC member
advised the FDIC Chairman of comeerns ahout the wording of two provisions in the proposed
Consent Order. The FDIC Chairman discussed these coneens with the CRC Chaimman,
resulting in modifications to the Consent Order, which was then presented to the CRC. The CRC
Chairman, on behalf of the FDIC Board, was {and is) responsible for overseeing the enforcement
process and, to a large cxtoent, sorves as a de facio gatckecper as to the initiation of proceedings
o the resolution of proposed maticrs. In that role, the CRC Chairman met regularly with senior
DSC and Tegal Division enlorcement personuel 1o review enlovcement activities and matters.
‘While the Board members™ depulies ot special assistanis served on the CRC, il was equally
appropriate — and not vnusual ~- for the CRC Chairman to advise and consult with the FDIC

* Prior 1o 2004, the CRC was eomprised of seven members, one of whom was an FDIC Division Director,
Resolation No, 74120 reduced CRC voting membership from sevei to five individuals, placed one of the FDIC's
internal Board members on the CRC as its Chairperson, delegated additional authority to staff and the Chaimperson,
and removed the Division Director voting member in order to the ensure that the CRC, 4 Standing Committee of the
Board, was independent from staff. Since that time, CRC voting membership has been comprised solely of the
Corporation’s Bioard members or thebr representatives.

* The CMP was pronesed bused on indings of vielations ol ‘Freasury Department rogulations governing the ase of
the ACII payments system for processing geverment benefit payments throogh [ N

had wllowed thivd-purly vendors Lo ransfer up e 4,300 hank accounls (or Social f\’cuuriLy
recipients without the customers” knowledge or consent
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Chairman or other Board members on malters brought to the CRC, particularly those invelving

averall supervisory approach or these thal may be unusual. Along the same lines, it was wholly
petmissible and appropriate for the FDC ¢hairoun and the CRC chairman to ongage with staff
in active dehate over a matter affecting the Comorationé?

Om November 15, 2010, stalf reccived a unanimous non-objection from the CRC to
pursue & Consent Order and Civil Money Penally (CMP) against |l Bccavse staff was
sccking a CMP against| the case was presented to the Tull CRC.

declined to stipulate to the Cansent Order or the CMP and stall moved toward
congideration of’ (iling a Notice of Charges (Notiee). On Iebruary 9, 2011, the FDIC filed its
first Notice of Charges against [ for wsafc or unsound underwriting practices with
respect to its RAL program,™ The Notice alleged that [ filuec to consider a
customer’s ability to repay did not mitigate (he shsence ol'the DI and failed to consider data
needed to assess risk in an unsecured consumer loan portfolio. Accordingly, the Notice sought
an Onder to ceasc and desist under section 8(b) of the FD Act. Because il was a stand-alone
cease and desist proceeding and did not involve a CMP, the applicable FDIC Board delegations
vested authority to issue the Notice of Charges with the DSC Division Director or her delegate,
with the concurrence of the Iegal Division. Consistent with the delegations, the DSC Deputy
Regional Dircetor, with the concurrence of the then-General Counsel and the Deputy General
Counscl {despite concerns he raised in handwritten notes cited by the Dirall Report), approved
the Notice.

Because DSC determined that the case against Il w2 a significant matter, staff
consulted with the CRC Chairman prier 4 liling the Notice. After consultation, the CRC
Chairman advised staff that he did not object to the proposed Notice and took care to advise the
other CRC members of staff's intent to file a Notice. Staff advised board members and their
deputies thal they were available for a bricfing, but none was requested.

In April 2011, aller receiving the Repott of Visitation from the Horizontal Review, staff
wert before the CRC to request authority 1o 1ssue an Amended Notice of Charges (Amended
Notice) under scetion 8(b) and a $2 million CMP under section 8(1). The CRC, by a unanimeous
vole, expressed no objection. The Amended Notice was filed om May 3, 2011,

Settterent Negotintions were Hundled Properly
The settlement negotiations thal ceeurred belween two separate FDIC officials and

I :0:ocment were consistent with FIC policy. The Drafl Report expresses coneetn
that [ was allowed to qualify for the “failed bank bid list™ soon aller its agreement Lo exit

The Board js churged wilh managing Lhe Corporation. See 12 U.S.C. § 18(2(a)(1) {*The management of the
Corporation shall be vested in a Bowrd of Diccetors "),

# The Notice did not scek w CMP on the Treasuey Regulation violations at this time hecause that was considered a
compliance issye and stu (T wanted to see the results of the upcoming horizontal review. The Treasury Regulation
vindation claim was one of the claims in the Amended Notice of Charpes filed m May of 201 1.
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the RALS business. Buanks routinely take actions 10 remedy rogulatory deficiencies in order to
qualify for new or expunded business activities that require regulatory permission. For example,
a hank that is prevented from opening a new branch or acquiring another institution because of
an unsatisfactory CRA record will tike steps to improve its CRA record in order to engage in
expansionary aclivitics.

B ook sieps (o improve its oversight of EROs and documented those steps in an
ERO Oversight Plan that was presented to the [l B2 for review and appraval, The
requirement for the RO Oversight Plan was also documented in the Stipulation to the December
8, 2011, Consent Order signed by | tboard of directors. Examivers reviewed the ERO
oversight plan during the Scptember 26, 2011, risk-management examination and the concurrent
September 12, 2011, compliance cxamination. [Jij managcment had implemented a
number of measures 1o enhince RAL underwriting, broaden audit oversight and raiming
initiatives at the FROs, and (o help ensurc that consumers understoad their refund oplions, as
well ag the natare of a RAL transaction. These enhanced measures were ready for
implementation for the 2012 tax season, which would be the final season that- offered
RALs,

The risk-management examination was mailed (o[ Il oo December 7, 2011, and
upgraded the management rating (rom 3 to 2 and the composile rating from 3 to 2. The
compliance cxamination was mailed (o on December 5, 2011, and upgraded the
compliance examination from 4 to 2 and the CRA rating from “Needs to Improve™ to
“Satisfactory.” [l now met the qualifications to be added to the “firiled bank bid list” and
it was added.

Not allowing [ (o quatify for the “failed bank bid lisC” after exiting the RATs
business and thercby climinating the primary source of supervisory comcerns could have been
seen as retalialory.

Actionies tor be Taken in Responye to the Draft Report

The FDIC believes that the supervision and enforcement activitics that occurred with
respect 1o the three banks discussed in the Dratt Report were supported by the supervisory record
and handled in accordance with FDIC policy. Nonctheless, the Draft Report did identify arcas
where better commmunication, both internally and extemally, could have improved understanding
of the agency’s supervisory expectations and bases fin action. Additionally, the Drafl Report
describes at least one instance in which a former employee —new to the 1'DIC at the time —
communicated with external parties in an overly aggressive marmer. The FDIC does not
condome such conduet, that type of conduet is not consistent with FDIC policy. and steps were
taken to address the conduct at the time.

We look forward Lo revicwing the details of the linal report and will provide actions to be
taken in response within (he 60-day timeframe specified by the (G,
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Conclusion

The FDIC®s mission is to promoele public conlidence in the financial system. The
dedicuted stalT of the FDIC caries oul this mission on a daily basis, by examining banks lo
ensure that institutions are offering safe and sound products in compliance with consumer
protection laws and by taking corrective action when they are not. The IDIC’s Board is
responsible for the overall management of the FDIC, with the day-to~-day management, and
additional broad authority delegated to the officers of the FDIC to carry oul the FRICs mission.
Communication hetween ollicers and Bourd members and belween Board members 13 necessary
and appropriate for the Board members 1o ensure they are meeting their obligations. The
supervisory and enforcenient activities described in the Draft Report were appropriate, legally
supperted, and carricd out consistently with the expeetations laid owt in the I'DIC’s Bylaws,
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Appendix A — Expanded Supervisory History for || IR <+ R
Supervision History of | R

Risk management reports of cxamination for 2004 through 2006 contained limited
discussion of the RAT. program, and the 2006 complianee examination indicated that practices
that [ed to the ECOA violations in 2004 had been corrected. The 2007 risk management report
of examination contained a number of comments, The examiner observed that RALs volume
had reportedly incrcased . percent in 2007. Notwithstanding this increase in volume, net profil
wds ﬁpcrccm lower than at the same period in 2006 because of the unusually high loss rate,
The examiner additionally noted that the sceuritization of RALs had mitigated liquidity risk
during the peak Tunding season and helped to assure that the capital position would not be
compromised. The examiner described the bank as heavily dependent on noncore liabilitics,
including brokered deposits.

To ensare close coordination between the risk and compliance disciplines in the

supervision ol consumer products offered through third partics, the
was preceded by ajoint review of the RALs program by risk management, consumer

compliance and information technelogy examiners, The May 16, 2008 joint review
memorandum identified numerous wenknesses in program adminisiration and oversight and
congumer protection. ‘The number of EROs had neatly doubled since the prior examination,
increasing [rom 4,408 in 2007 to 8,205 in 2008 as bank managcment had initiated a contract with
Jackson Hewilt in September 2007 and had added a number of independent tax preparers after a
large commerxcial bank active in the RAL business reduced 11s exposure to those EROs. The
examiners conducted views at ten locations. The examiners also expressed concern that lending
practiccs may be predatory, as data snggested that the bank had targeted the louns in
predominantly minority census tracts. The findings of the joint review were to be rolled into the
May 2008 compliance and risk management reports of examiration,

The compliance examination conlained a comprehensive discussion of the JET findings.
Board and management oversight of the program was described as weak, with a demonstrated
inability to cffectively supervise, on a preactive basis, the breadth of RAT. activities. The
examiners cited significant violations of LCOA, VILA, Privacy of Consumer Financial
Infommation and Flectronic Signatures in Global and National Commeree. ‘The examination
resulted in a compliance rating of'4 and a Convmunity Reinvestment Act (CRA) rating of “Needs
to Improve,” and the compliance examiner recommended cotrective action in the form of a
Ceasc and Desist Order. The bank’s board of direclors stipulated to (he Cease and Degist Ovder
(C&D) on Viebmary 20, 2009, The C&D was dated February 27, 2009 and became ellective
March 9, 2009.

The 2008 risk management examination concluded four months carlier than the
compliance examination, so it anly included preliminary compliance examination findings.

Lixaminer review of the RAT program ideniilied inadequate eomlrols over thivd party tax
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preparcrs, resulting in apparent violations of consumer protection regulations, noncompliunce
with the fnferagency Gruidelines Establishing fnformation Security Standards for failure of EROs
io secure confidential customer information, and an apparent violation of - State Law
for failure to maintain RAL applications. The examiner [urther noted that a sccurty breach on
the bank’s website resulted in the exposure of confidential customer inlirmation, Relative o the
management of third-party risk, the examiner pointed out that EIRR(O agreements were weak as
they did not inchude standards required for the safeguarding of customer information and prior
extemal audits had identified weaknesses in safopuarding customer loan files. However,
management had not faken aclion W enhance requirements or re-cvaluate EROs with identificd
lax safeguards. The examiner made a number of reconmendations o improve FRO contracts,
expand [RO audits, develop procedures for follow-up on ERC noncomplisnce, clarily the loan
application/agrcement, cnhance training, and document how bank documents would be relrieved
Trom an ERO with which the bank determined 1o no longer do business. Three pages of the
report were dedicated to documenting management’s commitmoents regarding nceessary program
improvements for 2009, The risk management examiner assigned a Management component
and composite rating of 2,

‘The 2008 risk management report of examination was transmitted to the Bank's board of
divectors on August 8, 2008. On August 13, 2008, the Bank’s holding company, possibly
seeking to avoid (urlher FDIC supervigion of its RAL business, filed an application with the
Office of Thrift Supervision (o merge (he Bank into s alliliate
. hich was regulated by the Office of Thrifl Supervision (OTS),

{n August 26, 2008, DSC notificd the bank in writing that, during the ongoing 2008
compliance examination, cxaminers had identified Regulation 13 violations, which demonstrated
overl diserimination and a pallern or practice of discouraging or denying applicants for RALs in
violation of ECOA. The leller also ollered hank management the opportunity to provide any
clarifying or additional infermation prior to the required referral to the Department of Justice
{DOJ). Management disagreed with the examination findings, stating that it did not believe (hat
the FDIC had “a basis for making a D) referral, taking any enforcement action or seeking any
remedial measures.” Management alse demonstrated a lack of understanding of its
responsibilifies and obligalions in the third-party relationship through its assertion that,
“[c]entrary to the assertion in your lelter, an FRO does nol acl “on behall of the Bank,” even
thouph the BROs were acting as de facro loan officers and extending millions ol dollars of credit
on behalf of the bank.

In March 2004, the bank’s holding company withdrew its application with O'1'S, to merge
the Bank inlo ils atliliale ’

Just before the start date of the 2009 risk managemenl examination, FDIC and OTS
discovered t.hat- had moved the RAL business to its sister thrifl for fhe 2009 tax season.
Neither FDIC nor 018 were awarc of this action until offsite monitoring programs flagged the
sister thrifi as having doubled its asscts. [ +as still retaining the credit risk by
simultaneously purchasing the Toans and providing other services. 'This could have had the effeet
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of making the RAL origination activity not subjoet to FDIC sapervision or the requirements of
the Cease and Desist Order, even though [ w2+ exposed to the tigk of the RAIL business.
OTS ordered the (irifl o cease the business, and the RAT, program was retumed to the bank in
preparation for the 2010 tax season. Subsequently, in September 2009, FDIC directed | NG

in writing, to provide prior notice of any material business plan changcs.

The July 2009 rigl management examination included a comprehensive evaluation and
discussion ol the RAT program,  The examiner noled continned weaknesses in ERO traming, as
reflected by the bank’s mystery shopper results and concluded additional efforts were necessary
to improve product delivery, disclosure, and vltimately customer product understanding. The
cxaminer also identified liquidity and capital pressures duting the tax scason as the bank relied
on brokered deposits to hold RALS on balance shect as seeuritization activitics proved cost
prohibitive: and recurring problems in program administration related to ECOA compliance and
inlprmation security ol customer data, The examiner observed (hal while management took
action to correct these problems in & imely manner, similar problems were criticized during the
2008 RAL program review. The examiner opined that both issues demonstrated the complexity
of managing third party risk associated with this program and noted that the issues would be
addressed in the 2009 FDIC Compliance Examination. The examiner concluded that
management had not acted 1n accordance with consumer compliance regulations nor fully
comected deficiencies in the Tax Relund Solutions business segment, which were also identilied
at the prior safety and soundness examination, primarily in the management of third party risk.
He advised that management's abilities were measured not only by financial performance, but
also by its ability to operate within governing regulations and to properly eversce all busincss
line rigks. The oxaminer lowered the Management component rating to 3 and maintained the
compasile raling ol 2,

The October 2009 compliance examination resulted in a continuation of the compliance
rating of 4 and CRA rating of “Needs to Improve.” Although the examiner noted some
imprevement in the Bank’s complianee management system sinec the May 27, 2008
examination, the examiner observed that management had been largely reactive to supervisory
[ndings and had not exerted sullicient oversight (particularly with respect (o ity high-risk, non-
traditional product lines) to achieve u gatistactory compliance posture, Viclations of ECOA were
cited and referred to the DY, and the examiner noted that the institution had established a
history of substantive violations of LCOA over the last several examinations, although the
violations at this cxamination were in the commereial loan portfolio. The examiner deseribed
berard and genior management oversight of third-party risk as “still lacking™ and cited scveral
events that had ocewrred since the prior examination thal raised concerns with the ability ol the
board and senior management o oversee the bank's third party risks. Tncluded were two
instances of significant changes being made to the RAL program without comprehensive and
formal deliberation at the board level, as required by the outstanding can®

* Section 2(z) of the C&D dated February 27, 2009, required the board of directors to increase its participation in
the affairz of the banl in order to assume respensibility for the supervision of all of its consumer compliance
activities, including the bank’s Tax Refund Solutions program.
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‘The examination included the results of on-sile interviews with EROs thal noted apparent
improvements in HRO training compared to the findings of the 2009 risk mavagement
exammation and mystery shopper results. However, the examiner-in~charge reported that the
exuminers conducting the reviews believed the EROs had been coached to provide the right
answer, and suggested surprise visits during the next lax season in 2011,

The October 2009 compliance examination was lengthy, taking a little over a year Lo
complete. Complications included the fact that | had moved the business to its sister
thrifl for (he lirst guarler 2009 tax scason. Additionally, without providing the advanced notice
requived by written direction from the FDIC - exceuted contracts to expand the business

with [ 2nd avother tax prepuration husiness, - with w}uchmal]y

contracted that fall. This action took place within nine duys of OCC directing

. iich funded acarly half of [ I o:icinations and Jf percent of Tiberiy’s

otiginations, to exit the RAL business, and just three days before the start of the 2010 tax season.

Tn its Tetter o | | . (CC noted that there were significant legal,

compliance, vendor management and repulation risky inherent in the bank's RAL business
activitics. Consequently, OCC considered any RAT activily thal placed additional strain on the
capital and opcrations of the bank unsafe or unsound. had acquired this
business when FBD declined to offer ||| I vaystob loans in 2006, In 2007, N
N o charge ol $62.7 million in RAL losses duc largely to high incidences of tax
fraud that ran primarily through a series ol (ranchises,”

B -oiificd 1'DIC of its assumption of this business after-the-Iact on December 29,
2009. Given the bank’s record of risk management and compliance problems and the fuct that
the hank was still operating under a C&1, IDIC directed the bank, in writing, to submit a plan
within 15 days lo exil (he RATs business within 60 days. A sccond letter was issued the next
day to instead require that a meeting be scheduled within 60 diys o discuss the future viability
of the program. These events were clearly laid out in {he 2009 compliance reporl of
examination.

On March 10, 2010, while the compliance cxamination was ongoing, the [
B i the bunk’s Board by letier that preliminary examination findings had
identified significant ongoing concerns regarding the bank s abilily 1o appropriately asscas,
tneasure, monitor and control third-party risk. More specifically, the
stated that the concern centered on the bank’s continued expansion of third-party relationships
relative to ils non-traditional business lines while operating under an outstanding C&D, which
expressly requires controlling such third-party risk. The observed
that although material weaknesses had been identificd micrnally by the bank’s audit programs,
the Board and management muade u business decigion {o continue 1o expand the RAL program.
Continued growth, during a period when the bank was operating under a C&T and ongoing

¥ Katie Kuehner-Heherl, fr Brief: — Cites Tux Loan Probiems, American Banker, Apr. 25, 2007 (33%
increase in charge-offs). April 25, 2007,

L)
o

SENSITIVE INFORMATION — FOR OFFICIAL USE ONLY
158




Appendix 9
Corporation Comments

February 17, 2016

audils were 1dentilying malerial weaknesses was imprudent and reflected unfaverably on
management and the Board, Because of the weaknesses, the

proposed a Consent Order limiting expansion of the RAT program and requiring the bank lo
cease making RALs through any LRO added by the December 27, 2009 and December 29, 2009
amendments to the bank’s ERO contracts.

Supervision Relative o[ R

As with FBD and [ the 2004 compliance examination of | <ited
violations of the ECOA. The examincr algo noted that the RAL program was not audited. The
examiner recommended that management betier direct the limited resources of the audit
department (o other high-risk areas. A compliance raling of 2 was assigned.

The 2004 and 2005 TFDIC risk management examinations meluded limited discussion of
the RAL program. The 2004 report observed that a reserve for loan losses was established at the
beginning of cach year for $35 per loan and the 2005 report cited a contravention of the
Interagency Policy Statement on External Audiiing Programs of Banks and Savings Associations
for the board’s failure 1o review extemal audils and ensure audit coverage of Dollar$$$Dircet (n
direct deposit produst with elements of payday lending) and the bank’s tax division. The payday
[ending program was also described a8 not being in complisnce with the FDICs Guidelines for
Payday Lending. Atthe 2004 cxamination, the Management composite was rated 2 and the
composite was rated 13 following the 2005 examination, those respeetive ratings were 3 and 2,

A complianee visitation was conducted concurrently with the 2005 risk examination (o
focus on the RAL program and Dollar$$$ Direct. The visitution document states, . targeled
review of the bank’s T'ax Refund Anticipation Loan (RAL) program was conducted to determine
the bank’s uniform lending practices under this propram. ‘This review was undertaken as a
national review of RAL lenders and their corresponding program is being conducted and has
resulled in the identification ol z unilorm lending practice of obligating all the owners of the tax
refund on the note, a practice which violates Regulation B, which implements the Equal Credil
Opportunity Act (CCOA).” The violation was referred to the Department of Juslice in
accordance with the FDIC’s stamtory obligations under 15 U.S.C. 1691, Several other violations
were noted in the Dollar$$8$ Dircct program.

The July 2006 compliance examination cited repeat violations of ECOA for using
nonspecific reasons for demal and several vihers related (o other business lines ol the bank. The
examiner conclided the bank’s Compliance Management System was weak, downgraded the
bank’s compliancc rating to 3, and requested that the bank enter into & Memorandum of
Understanding. ‘The examiner also explained the remedial action necessary to correct the CCOA
violation identified at the 2003 visitation. Bank manapement was provided a sample
advertisement ol rights letler (o be muiled 10 alTecled consumers. Management responded by
expressing concern that some RAT, consumers may sue the hank.
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The FDIC was not alone in its nssessment of s RAL program. The Janvary
2007 State of I tisk management cxamination downgraded the Management component
and composite to 3, beeause of significant detetioration in assct quality and significant
weaknesses in board oversight. The examiners noted that the bank continued 1o lack audit
coverage [or the RATL program [or the second examination in avow, Further, examiners found
that the bank’s asset liakility management model was unable to adjust earnings to reflect the
actual impact of RALs. The examiner noted that the net intcrest margin had been partially
impacted by a significant reduction in the volume of RALs due to increased competition. The
state and the FDIC entered into a Memorandum of Understanding (MO with the institution to
address the identified weaknesses, Two provisions ol the MOU related (o the RAT, program.
One provision required the bank (o implement and enforce an effective system of internal and
external awdit and internal controls consistent with the comments in the report of examination.
The other relevant provision required the bank to eorrcet all vielations of law and contraventions
of policy. Lhe MOU became cffective on April 9, 2007,

Despile these 1ssues, the February 2008 joint risk management examinalion maintained
lhe'Munugemem component rating and upgraded the composite rating to ] For the third
exumination in a row, examiners cited repeat contraventions of policy regarding the lack of audit
coverage for the RAL program. l'or the sccond cxamination in a row, cxamincrs noted improper
consideration of RAL income in the assct [iability management maodel. Examiners further noted
that an internal andit had not been conducted since 2005, and concluded that an armual audii ol
the RAT, program was necessary, a5 (he activity was eonoplex and high visk, Examiners also
noted that due diligence procedures regarding the acceptance of EROs into the program needed
to be expanded to include a criminal backpround check. The bank was listed as a defendant ina
lawsuit filed by a 'Lexas bank for non-payment of 35 official cheeks issued by- fo RAL
enstomers as loan proceeds,  The examiner noted that the RAL program continued to scrve aga
major source of both interest and non-interest income, despiie o i percent decrease in nel
meome [rom ihe program between 2006 and 2007 due to compelition and declining product
demand. The examiner recommended that management enhance pranularity within the budget
by providing additional detail on major carnings factors, such as the RAL program. ‘Lhe bank
was not in compliance with the twa MOU provisiens related to the RAL program, one requiring
an eflective system of internal and external audit, and another requiring correction of all
contraventions ol palicy. The examiner recommended exlernal audit coverage ol the RAT,
program. Munagemenl velused io make such a commitment.

A separate memo from the 2008 FDIC examiner-in-charge to the _
I <o April 14, 2008 contained additional details about the RAL program. Based on a
RAL program income statement that had been provided by the banl, (he examiner deternined
thal RAT. losses {charge-olls) were 48,6 percent ol RAT. related income up w that point in 2008
emd- percent 2007, respectively, The examiner additionally reviewed losses us a percentage
of gross revenue, describing that ratio as the best indicator of the impact of charge offs on
carnings and noting that the calculation for 2007 was[] percent. Liigh losses in 2007 related to
a fraud in Vlorida involving a long-term LRO partner of the bank. Similar activity by an BRO in
I o iclentified in 2008. The examiner concluded, “|1]he internal eontrol structure is
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minimal, at best, and there is an over-reliance on the honesty of the ERO. As such, the RAL
program appears cspecially susceptible to fraud. ... The program is higher risk than morc
traditional consumer lending and does increase the visk profile of the banle,”

The March 2009 joint risk management examination ebserved that the prior examination
noted serious deficiencics in the RAL audit program and TRO due diligence process. The bank
had retained a consulting firm to review the completeness of RAL documents and determine
whether required disclosures had been provided, but had not yet conducted an independent awdit
ol the program. This resulted in the cilution of a contravention ol policy [or the [ourth
examination ip a row. Examiners stuted, “Management should incorporale an anmual
independent review of this function as part of its 1isk mitigation process due to the heightened
lzgal, reputational, and opcerational risk of this product.” In response, the board agreed to
conduct annual third-party audits. “The bank was a defendant in two lawsuits stemming from its
RATL program.

The asset liability management model issued had been resolved, but the bank was still not
in compliance with two provisions of the MOU, one requiring an effective systemn of internal and
external audit, and another requiring correction of all contraventions of policy. Nonetheless, the
cxaminers upgraded the Management component to 2 and contimred the composite rating of 2.
They also requested that the Board adopt a Resolution to commil to implement and enforce an
effective system of internad and external audit and internal controls and implement sn annwal
review of the RAL program by a qualified third party, beginning at the conclusion of the 2008
tax scason. The enpagement letter for the third-party review was to be forwarded to the Regional
Dircetor and the Commissioncr.

The May 2009 compliunce examination was lengthy, taking more (han eighteen menths
to complete, A letter to the bank’s board dated November 1, 2000 advised he board of
preliminary findings. The letter stated, “[t]o date, our findings have identified numerous material
weaknesscs, particularly as it relates to the institution’s ability to measure, monitor, and control
third party risks associated with the products offcred through the bank’s Tax Division {including,
bul not hmited to the Relund Anticipation Loan (RAL} program) and the
program...” The bourd was crilicized for [ailing Lo exercise appropriate oversight ol the
institutions nontraditional products at v level commensurate with the heightened compliance,
[cpal and reputation risks associated with the bank’s third-party relationships through which the
products were offered. Additionally, the bank had fafled to establish effective monitoring and
audiling reviews to assess the clevated risks associated with the nontraditional products. ‘Lhe
bank had also lailed to provide the necessary resources and expertise to manage and oversee the
significant risks posed by the nontraditional products and the bank’s reliunce on third-party
vendors., The letter advised e bank's board thal a Consent Oader would be sought. Fisally, the
[etter advised the board that the concerns relative to the oversight of third party risk would be
considered in determining component and composite ratings for the ongoing risk management
examination and requested the banlk’s plan for underwriting RALs absent the Debt Indicator.
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The May 2009 report of examination was transmitted to the bank on December 30, 2010,
In addition to the (indings shared with the bank’s board in November, the report of cxamination
outlined that the bank had not fully complied with the MOTI. The examiner noled that
deficiencies identified in both internal and external audits during 2008 had not been addressed,
Vinally, the third-party monitoring propram did not meet the puidelines of the FDIC's Guidance
on Managing Third-Parly Risk. 'Ihe cxaminer assigned a compliance rating of Jand a CRA
raling ol Needs to Tmprove. With respect to the downgrade of the compliancce rating, the
examiner staled, “[(Jhis deterioration is primarily attributed 1o the Board and senior
managenent’s failure to properly oversee its high-risk banking aclivities,” The bank was
offering RALs through 487 LROs, and examiners visited eleven. The examiner wrote n the
confidential scetion of the report, “[i]n order to cnsure that the bank is not inappropriately
preparing its vendors for onsite examination visits, bank rcprescnfatives should not be notified
well in advance ol the time when vendors will be visited.”

Supervision Relative to || N

B ccred into the RAL business in 2007. During 2007, the State of fJjJjjj conducted a
risk management examination and the FDIC conducted a compliance examination, and in
Tanuary 2009, FDIC conducted a risk management examination. None of these examinations
appeured to cover the RAL program. The February 2010 State of [ risk inanagement
examination described the operations of the RAL program. Tn addilion to (he bank ofYering
RALs through a third party (Iirst Knox ['inancial — a tax preparation company), the bank’s
affiliate Loan Central Inc., provided tax preparation for local customers and offered RALs. State
examiner commenis noted that year-end Hquidity ratios were overstated as the bank had raised
brokered deposils o [ind RATs during the income tax season. The operations and
management’s oversight of the RAL program were [ivsl examined [or comphance by (he FDIC
on September 13, 2010 and for risk management by the FDIC on February 22, 2011, The
compliance cxamination cited deficiencies in board and senior management oversight and
program manapement and assigned a rating of[J. 'Lhe risk management cxamination noted the
bank would no longer participate in the RAL program after this year. The bank was rated al] for
other asset quality deliciencies.
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Appendix B — Expanded Discussion of Rating Downgrades for || ="

As noted earlier, n the scetion, FOFC s Supervisory Process, the 'DIC's Division of
Risk Management Supervision tikes many steps to ensure that its on-site examination activity is
carried out on a consistent basis and that the findings of examinations are presented in a manner
that is consist with I'DIC rules and regulations, pelicy and procedures. Amung those sleps is a
review of cach report of cxamination by a trained case manager. The FDICs processes
anlicipate that [indings or report commentary may nieed to be changed from time to time. For
(his reason, the FDIC Rixk Management Mamal of Fxamination Policies states, “[glenerally, the
examiner-in-charge (EIC) should discuss the recommended component and composite ratings
with senior management and, when appropriate, the board of diveclory, near the conclusion of the
cxamination. Lixaminers should clearly explain that their ratings are tentative®™ and subject to the
review and final approval by the regional dircetor or designee.™

When changes are made lo ratings and substantive changes are made to report
comunentary, those changes are o be [ully communicaled to the examiner-in-charge. Lo the
cxtent the examiner-in-charge disagrees with the changes, processes exist o doeument those
disagreements.  In 2010, when changes were made to the ratings at || Nz < G-
examiner disagrecments were not properly documented. Nonetheless, the changes were
nppropriate, suppurted by the examination record, and eonsistent with the CFIRS,

I o7grade

The tentative ratings assigned by the examiner at the August 30, 2010 risk management
examination of || I »c< I During the repional office review process, the rating
was downgraded (o [l The final Management, Earnings and Liquidity component and
the composite ratings ussigned at the August 30, 2010 rigk management cxamination o
wore accurate, were supported by the examination record, and were consistent with the
definitions in ULFIRS. The key elements of the UFIRS definitions supporting the [inal ratings
assigned versus the original examiner ratings are shown below.

Management Component Raling o -v ersus
‘The UFIRS defines the Management component ratings o and ] as follows:

A Munagement roting af'x'ﬂdicafes satisfactory management and board performance
und risk management practices velotive to the institution's size, complexity, and risk
prafile. Minor weaknesses may exist, bt are aoi material to the safety and soundness of
the institution and are being addressed. In general, significant visks and problems are
effoctively identificd, measured, monitered, and controlled ™

" See FDIC Risk Munagement Manual of Examination Pofivies, Basic Examination Concepts and Guidelines
section, page 1.1-3.
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“d rating qf.r’ndfcares meanagement and bodard performance that need improvement or
risk management practices that are less than satisfactory given the nature of the
institution's activities. The capabilities of management or the board of directors meay be
insufficient for the type, size, or condition of the institution. Problems and significant
rivky may be madeguately identified, measiwed, monitored, or confrolled "

Management’s abilities are measured not only by financial performance. but also by its
ability to operate within governing regulations, its responsiveness to recommendations from
anditors and supervisory authorities, and to properly oversee all business line risks. The final
report of examination properly concluded thal management and board performance needed o
improve their oversight of the bank’s high-risk third-party activities, Accordingly, management
and board performance were more accurately characterized as needing improvement than
satisfactory, supporting a Management component rating off].

e The lindings ol the October 2009 Compliance examination, including the March 140, 2010
FDIC letler sharing preliminary examination lindings, were properly considered in the
Management component raling and support the assignment of the ] Management
component rating.

¢ The Sommary comment on page | of the Examination Conclusions and Comments in the
final veport states, “The continued presence of a deficient consumer compliance program
1% a serious regulatory concern, The Bowd also needs 1o develop a comprebensive
strategy to mininize the risks associsted with the unk’s Tax Relimd Solulions (TRS)
program. Board and management oversight of these facets of bank operations must be
improved.”

e The needed bourd ind management oversighl improvements were identified in the
Oclober 2009 compliance report of examination and through a March 10, 2010 FDIC
letter to the bank’s board of divectors sharing that preliminary examination findings had
identificd significant ongoing coneerns regarding the bank’s ability to appropriately
asscss, measure, monitor and control third-party risk, Vindings included that the board
and management had not cxerted sufficient oversight to achicve a satisfactory compliance
posture as evidenced by repeated ECOA violatons, noting that the violations occurred in
the commercial loan porlfolio al the current examination and in the RAL portinlio gl two
of the three prior examinations and that continued growth, during a period when the bank.
was operating under a C&D and onpoing audits were identifying material weaknesses
was decmed imprudent and reflected unfavorably on bank management. Lhe compliance
exarmner algo identified coneerns regarding management’s compliance with provision
2y of the C&D requiring wncteased patticipation by the board of directors in the allairs
of the bank, including the Tack of documented board approval of the (ransfer of the RAT,
business to the thrift and the expansion of the Jackson ITewitt and Liberty contracts as
well as poor oversight of the Currency Connection program and fair lending risks.

e  Bank munagement’s conlention thal the bank had not expanded its RAL bosiness by
expanding the mmber ol EROs through which it made Joans wasg inacourate. The bank
did not orginate loans through any EROs in 2009 because iL had transfered the
origination business to its sister thrift. Therefore, the comparison of the number of EROs
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in 2008 and the number post the amendments of the banlc®s contracts with | | | | NEGcNNENG
and [ was accuvate,

The August 30, 2010 risk management examination report identified two risks to the
bank’s TRS program that needed to be considered by bank manapement as part of a
comprehensive sirategy to minimize the risks assoctated with the 'IRS program. A
comprehensive strategy was important because it aceomited [or [} percent of the bank s
first half net income, as was noted in the

commentary under the Carnings component. The first risk was that the IRS would not be
providing the Debt Indicator to RAL originators in the 2011 tax season, increasing credit
tisk in this type of lending. Further, the IRS had also announced it would develep the
capabilily to net Lax preparation (ees Trom a reflund and remit the proceeds to the
appropriale party, which was the equivalent ol [he elecironic refund check and elecironic
refund deposit programs offered by the bank; the potential impact on the bank s (ax
division could be significant and the board was cauvtioned to assess the impact on
carnings, capital acerction and loan quality.

Famings Component Rating of || versus |

The UFIRS defines the Earnings component ratings of JJ and [ as tollows:

“A rating of § indicates carnings that are strong. Eornings are more than sufficient fo
support operatioms and maintain adeguaie capital and allowance levels after
conyideration is given lo asset quality, growth, and other factors affecting the guality,
quantity, and trend of earmings.”

“A rating of |} indicates earnings thar are satisfactory. Earnings are sufficient to support
operations and maintain adequate capital and alfowance levels after consideration is
given (o assel qualily, growth, and other faclors affecting the quality, guantity, and irend
of earnings. Farningy that are velatively stafic, ov even experiencing a slight decline, may
receive a 2 rating provided the imstitution's level of carmingy iy adegueate in view of the
assessment factors listed above, "

Farnings strengih is measured not only hy the quantity and trend of carnings but also by
laetors allecting the sustainability or quality of those earnings. The income stroam detived from
the bank’s Tax Refunds Solution (TRS) program, which was significant, was expected (o be
impacted by events that were beyond Management’s conirol, Due to reliance on the TRS
income, any depletion would affect the Bank’s operations. In view of these facts, the stability
and quality of carnings arc morc accurately characterized as satisfactory rather than strong,
supporting an Farnings component rating o).

L 3

The examination report noted the IRS would not be providing the Debt Tndicator to RALL
originators in the 20171 tax senson, mereasing credit risk in this type of lending.
Management indicated it was trving to develop a model that would serve as a substitute
for the Debt Indicator, but expected the absence of the Debt Indicator would result in
smalicr loans and less loan volume.
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Further, the examination report noted that the IRS had also announced it would develop
the capubility to net tax preparation fees from a refund and remit the proceeds to the
appropriate party, which was the cquivalent of the clectronic refund check and clectronic
refund deposit programs offered by the bank; the potential impact on the bank’s tax
divigion was unknown al the time, but could be significant,

Liguidity Component Rating Dfl VErsus l

The UVIRS defincs the Liquidity component ratings offf and [ as follows:

“d rating of indicates strong iguidity levels and well-developed funds management
praciices. The institution has reliable access to sufficient sources of funds on faverable
rerms to meet present and anticipated liguidity needs.”

“A rating of |} indicates satisfactory liquidity fevels and funds management praciices. The
instindion huy access to sufficient sources of fimdy on acceplable terms to meet present
and anticipaied liquidity needs, Modest weaknesses may be evident in fimds management
praclices”

In evaluating the adequacy of a financial institution's liguidity position, consideration

should be given to the current lovel and prospective sources of Hquidity compared lo funding
needs, as well as to (he adequacy ol funds management praclices relalive Lo the institulion's sive,
complexily, und risk profile.

Funds meinagement practices should ensure that liquidity is not maintained through undue
reliance on funding sources that may not be available in times of financial stress or adverse
changes in market conditions. 1n view of the institution’s reliance on brokered fanding, which
may not be available in a ime of financial stress or adverse changes in markel conditiony, the
liguidity position is more accuralely described as satislaclory than as strong, supporting t}};-:l
rafing assigned,

‘The report of examination deseribed reliance on noncore funding as clevated ag
cvidenced by the net noncore dependency ratio nf- pereent as of June 30, 2010,
Comments indicated that management used hrokered deposits 1o lund the RAT. program
during the 2009 and 2010 tax seasons, as such the volume of brokered deposits increases
dramatically at the end of the year.

Management gathered $921 million in brokered certificates of deposil at the end ol 2009,
with a weighted average life of three months, and $542 million in brokered certilicates ol
dopaosit at the end of 2010, with a weighted average life of 55 days.

Management was terminating a $61 million brokered deposit relationship with Merrill
Lynch, stating the funds were more costly than other sources.
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Composite Rating of 3 versus 2
The UFIRS defines the Composite ratings o and ] as follows:

“Financial institutions in this group N o< fimdanentally sound For a
[financial institution fo reeeive this rating, generally no component rating should be more
severe than l Only moderate weaknesses are present and are well within the boord of
direetors” and management’s capahilities cnd willingress to correet. Theye financial
inslitutions are xtahle and ave capable of withstanding husinesy fluctuations. These
Jinaneial institutions ave in substantial complionee with Iews and regulations. Overall
risk management practices are safisfactory relative to the institution’s size, complexity,
and risk profile, There are no material supervisory concerns and. as a result, the
supervisory response is informal and limited "

“Financial institutions in this group R <75 some degree of supervisory
concern in one or more of the component aveas. These financial institutions exhibit a
combination of wealmesses that may range from moderaie fo severe, however, the
magnitude of the deficiencies generally will nof cause a componeni to be rafed more
severely than | Management may lack the ability or wiilingness to effectively address
Weahnesses within appropriate Hme frames. Finunciad instifufions in this sroup generally
are les capable of withstanding business fluctuations and are more vilnerable to outside
influences than those institutions rated ¢ ||| o B Addisionally, these financial
instititions may be in significant noncomplionce with laws and regulations. Risk
management practices may be less than satisfoctory relative fo the institution's size,
comprexity, and risk profite. These finoncial institutions requive more than normal
supervision, witich may include formal ov informal enforcement actions. Failure appears
unlikely, however, given the overall strength and finemeial capacity of these institutions, ™

{Composite ratings are based on a carcful evaluation of an institution's managerial,
operational, financial, and compliance performanee. 'The composite rating generally bears a
close relationship to the component ratings assigned. However, the composite tating is not
derived by computing an arithmetic average of the componen( ratings, Fach component rating is
based on a qualitative analysis of the factors comprising that component and its interrelationship
with the other components. When assigning a composite rating, some components may be given
morc weight than others depending on the situation at the institution. In gencral, assigmnent of a
composite rating may incorporate any factor that bears significantly on the everall condition and
soundness ol the [inancial ingtitution. In light of the noncompliance with & key provision in the
oulstanding C&D related o hoard participation in the activilies of the bank, the bank was
determined to need more than normal supervision, in the form of an amended C&D, supporting
the ] rating assigned.

» [ <xibited a degree of supervisory concem in the Management component area

as evidenced by the] Management component tating continued from the prior
examinaiion,
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o 4 not complied with provision 2(u) of the C&D requiring increased
participation by the board of directors in the affairs of the bank, including the lack of
documented board approval of the transfer of the RAT business to the thrift and the
expansion of the and [l contacts as well as poor oversight of the
Currency Connection program and fair lending risks.

s A new C&ID was issued to the bank in March 2010 to limit the bank’s expansion of the
RAL program and to cause it to cease originating loans through the newly added EROs.

I o erade

The {entalive ratings assigned by the examiner-in-charge of the October 25, 2010 risk
management examination of [ [l were . During the regional office review
process, the case manager dovmngraded the rating to . The examiner-in-charge agreed
with these changes. ‘I'he final rating assigned was ‘The Management component and
the composite ratings assigned at the October 25, 2010 risk management examination of i
Il v cre sceurute, were supporied by the examination record, and were consistent with the
definitions in UFIRS. The key elements of the UFTRS defimitions supporling (he [inal ralings
assigned versus the changed (and agreed upen) exaniiner ratings are shown below.

Management Component Rating ofl Vc.rsusl

The UFTRS defines the Management component ratings of [ and [ as follows:

“A rating ojl indicates management and board performance that need improvement or
risk management practices that are less than satisfactory given the nature of the
institution's activities. The capabilities of management or the board of directors may be
invufficient for the type, size, or condilivm of the institution. Problems and significant
risks may be inadeguately identificd, measured monitored, or controfled

“A rating 0jl indicates deficient management and board performance ov Fisk
management practices that are inadequate considering the nature of an institution’s
activiiies. The level of proffems and risk exposure is excessive. Problems and yignificant
risks are inadequately identified, measired, monitored, or controlled and require
immediate action by the board and management fo preserve the soundness of the
institution. Replacing or strengthening management or the board may be necessary.”

®  Management’s abililies are measured notl only by linancial performance, but alse by its
ability Lo operate wilthin governing regulations, ils responsiveness (o recommendations
from auditors and supervisory anthorities, and to properly oversee all business line tisks.
The final report of examination properly concluded that management and board
performance needed to improve risk oversight as it pertained to non-traditional products.
Management oversight of RALs and the ||| ) I 2 dcscribed as
incllective, and management’s lack of adequate internal controls and audit reviews were
cited ax a concern, both ol which exposed the hank (o heighled third-parly and
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reputational risks. Capital, asset quality, earnings and liquidity were described as
satisfactory, but subjcct to potential impact from risks associated with the non-traditional
banking products. Accordingly, management and board porformance and risk
management practices were more accurately characterized ag deficient than necding
improvemend, supporling a Managementi component rating nl.

The bank’s board of dircetors had adopted a Board Resolution on April 28, 2009 to
address continning concerns eited in the March 23, 2009 risk management report of
cxamination. The bank had been operating under an MO, but given the compliance
with all provisions except the two covering the RAL program, the MOL was lerminated
in lavor ol a narmow Board Reselution covering the remaining issues. One provision
required anual andit reviews of the RAL program; although management had oblained
an annual review of the RAL program, the review was limited in scope, insufficient for
the risk profile of the RAL progeam, and characterized as inadequate. A contravention of
the Interageney Policy Statement on the Infernal Audit Function and lts Outsourcing was
cited during the examination, This was the [th exammnation in a row that an aodii-
reluted contravention had been ciled relative to 1he RAT. program. The examiner-in-
charge of the 2008 examination, when the audit policy contravention was cited for the
third examination in a row, had described the significance of this concern in the memo
documenting the RAL program review: the examiner concluded, “[tlhe internal control
stenemure is minimal, at best, and there is an over-reliance on the honesty of the ERO. As
such, the RAT. program appears especially suscepiible Lo frand. ., The program is higher
risk than more traditional consumer lending and does increase the risk profile of the
bank.”

The bank, in fact, had twice been the victim of (tauds, once by EROs in [JJjjznd
another time in [l

The findings of the May 15, 2009 compliance examination were also properly
incorporated into the Management component rating. A Consent Order and Civil Money
Penaltics were being pursued as a result of the adverse findings at that cxamination,
Compliance had been rated | and CRA had been rated Needs to Improve. The CRA
raling downgrade was primarily due {o multiple violations of Section 5 of the Federal
Trade Commission Act regarding (he prohibition of unlinr and deceplive acls or
practives. These vielations related to the bank’s adjustable rate mortgage portfolio.
Other violations included '1TLA, the Real Ustate Settlement Procedures Act, the Truth in
Savings Act, and the Llectronie lunds Lransfer Act. ‘The compliance cxamination
deseribed hoard and senior management oversight as weak, especially concerning the
nion-traditional products olleted by the bank throwgh 16 Tax Division and the

I oz, Tax customer information security procedures regarding FRO retention
of customer files was alse cited.

Management needed to develop an effeetive, bank-wide, third-party risk management
program to include the guidance provided in the FDIC s Guidance on Managing Third-
Pariy Risk.
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Composite Rating of || versus]]

The UFIRS defines the Composite ratings uf' amdl us follows:

“Financial institutions in this grovp R <<#ibit some degree of supervisory
concera in one or move of the component aveas. Theve financial invtitnationy exhibit g
cumhination of weaknesyes that may range from moderate {0 severe, however, the
magmiiude of the deficiencies generally will not cause a component fo be rated more
severely rhanl Management may lack the ability or willingness to effectively address
weaknesses within appropricie time frames, Iinancial institutions in this group generally
are less capabie of withstanding business fluctuations and are more vidnevable o outside
influences than those institutions rated a composite [Jor | Additionaily, these financial
trstituftons may he in significant nomcomplicnce with laws and regularions, Risk
management praciices may be less than satisfactory relative to the institition's size,
complexity, and risk profile. These financial institutions require more than normal
supervision, which may include formal or informal enforcement actions. Failwre appears
unlikely, however, given the overall sirength and finuncial capacity of thexe institutions.”

“Finameial institutions in (his group generally exhibit unsafe and wnsound practices or
condifions. There are serions financial or monagerial deficiencies that resulr in
unsatisfactory performance. 1he problems range from severe to critically deficient. The
weaksesses and problems ave not being satisfaciorily addressed or resolved by the board
of directors and management. Financial institutiony in this group generally are nol
cupable of withstanding business fluctuaiions. There may be significont noncompliance
with lews and regulations. Rivk management practices are generally unaccepiable
relative to the institution's size, complexity, and risk projile. Close supervisory aftention
is required, which means, in most cases, formal enforcement action is necessary to
address the problems. Institutions in this group pose d risk {o the deposit insurance fund.
Failure is a distinct possihility if the problems ond wealnesses ure not satisfactorily
addressed und resolved.”

Composite ratings are based on a carcful evaluation of an instinttion's managerial,
operational, financial, and compliance performance. ‘The composite rating generally boars a
closc relationship to the component ralings assigned. However, the composile raling is not
derived by compuling an arithmetic average ol the component ralings. Fach component rating {s
based on a gualilalive analysis of the factors comprising that component and its interrelationship
with the other components. When assigning a composite rating, some compencnts may be given
more weight than others depending on the situation at the institution. [n gencral, agsignment of a
composite rating may incorporate any factor that bears sipnificantly on the overall condition and
soundness of the financial institution. The ansatisfactory board and management oversight of’
and lack of controls around the most signilicant business product [or the bank, in levms of its net
income wnd potential fraud exposure, were aceurately characterized as serious deficiencies,
supporling the composite rating uf. '
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The factors eited under the Management component refleet serious management
deficiencies.

‘The weaknessces in the bank’s audit program over its most significant line of business, in
terms of its impact on net income, had been criticized and left uncorrected over five
examinations, clearly demonstrating that the deficicncies were not being satisfactorily
addressed ot resolved by the board of dircctors and management.

I'ormal enforcement action was deemed necessary to correct the bunk’s compliance
program deficiencies.

The lack ol controly around the high-rigk RAL program made the bank vulnerable to
fraud, and the volume of activily in which the bank engaged, made the possibility of
failure from a fraud a distinct possibility if the problems and weaknesses were not
corrected,

The examiner noted that although the bank had recently committed to exiting the RAL
lending program, not actions had been taken to asscss the potential impact of the
elimination of the debt indicaior on loan underwtiting and/or earnings and capital.
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