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To: John F
FROM: Gwendolyn
DATE: 2 April 1987

RE: meeting this afterncon with Senators Cranston, Glenn, and
DeConcini

I have attached them memo you tequested for your meeting this
_afternoon., It discusses the valuation preblem and has an
appendix that goas further into the issue as a whole.

You have agreed to discuss only the issue of the sppraisals,
and only that in the vein of: Please, let's get a third party
appraisal or something in the spirit of achieving a satisfactory
and speedy resolution to this dispute.

You and Senator DeConcini have also agreed not to bring up
the issue of capital regulations (discussed in the Appendixz, FYI)
because that will be resolved in the court cases I have related
below. Senator DeConcini is also going to plead that, until the
issue is resolved, the two parties quite sniping at each other,

Beyond this, the two parties will have to settle their
ditterences.

SPECIAL COUNSEL

X.
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APPRAISAL OF ASgeTs 1ssue

The appraisal issue has t3 30 with lard appralsals. Retoce :
explain, let me first ooint out that the overappraisal sf lard
values by private examirers on behalf o€ thrifts has heer
jomewhat of a scarndal of late.

Ir. any event, the accountant verifies Lincoln's claim that
some of the land it is daveloping has been underappraised bdy
FHLBB appraisers. The accountant has recounted to me this
sceracio:

In ordering the appraisals, the PHLBB hired appralsers from
California ~- and hence, inexperienced in the AZ and Ceorgia real
estate markets -~ to evaluate AZ and Georgia properties. In
addition, the apptaisecrs may have been pretty inexpecienced in
evaluating the kinds of propecrty under consideration. This is
because, as he points out, many of the apprajisecs ace more
versed In evaluating residential real estate holdings than the
commercial ones in question, The appraisers undezvalued the teal
estate they examined, and as a result, the Bank Board required
Lircoln to add substantially to its capital reserves. (This is
standard procedure, as 1 understand it, {f a thrift has
overvalued assets, thich is what the appraisers deternired.)

when Lincola teceived the appraisal reports, it hived AZ and
Georgis appraisers to redo the work, and discrepancies energed
between the two reports. Some of these were nathematical, others
were due to other problems. Consequently, Lincola spproached the
Board, requesting that it reconsider the {ssue. The Board agreed
to do so, dut requited that Lincoln add the zequited amount to
its capital requirements before it would do so.

One specific example that both the accountant and Lincoln

have referzed to is the developaent known as the Phoenician, &
resort wvhich has not yet been completed.

fa4211



604

APRENDIX

Explanation of capltal regulazions

Before 1986, thrifts were required to have reserves equal =2
3% of federally insured deposits., In August of 1986, the FHLBB
promulgated regulations regquiring institutions to increase theic
minimum capital requitements to 6% of insured deposits. Under a
complicated grandfather rule, institutions have a transition
period of several years to bring their institutions into
compliance with this aew regulation. This rule applies to all
thrifts, regardless of the sort of acdtivities in which they are

involved.

The capital zegulations also have a special provision
regardiag direct investments, which by definition only applies to
tnstitutions that make so-called direct investaents, The .
definition of this activity includes real estate investment,
equity securities, and involvement in the ilnstituticn's service
corporation (S&Ls are allowed to set up service corporations
which are a subsidiary of the parent and are allowved to engage in
all sorts of activities coveted by banks, included securities and
ceal estate brokecrage).

The direct investment provision {n the capital regulations
requizes S&Ls with direct investments in excess of a specified
amount (discussed below) to add 108 of that excess to theiz net

worth cequircemsents.

tincoln has $600 million in disputed direct investments, and
this regulation would requize the institution to add resecves
equal to 10% of this amount -- $60 million. This {s one of the
issues which you veze requestmad to bring up at the meeting, but
we have all agreed you should not. Dennis DeConcini will not

either.

History of the direct investment debacle

© In 1982, the Garn-StGersmain Act allewe! institutioas to
broaden their activities. It also allowed the states to broaden
their lawe with zespect to direct investment (defined above).
The overziding reasson for this expansion was to allow 8ils to
engage {table activities in order to offset the losses
{a the wake of high interest rates and the

tern states were especislly aggressive in
expsndiogthese laws. Texas and California are notable in this
regard. 1Io 1903 and 1904, purported abuses by the Tezas Sils led
to changes in these rules, not by Congress, but by the FHLES. &4
Gray vas particulacly instrumental in the effort to narcow the
powers available to Sals. -
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In 1984, the Bank Board promulgated vegulations to timie
direct investment, both by federal and state charteted
institucions, Effective 12/10/84, =he Bank 30ard limited diract
investment to L0V of an institution's assets, Or twice its ne:
“orth.

A grandfather provision allowed institutions that were more
heavily involved to continue with those projects, but as those
projects concluded, the Sils were darred from starting new ones
until they were in compliance with the new regqulations.

In order for a project to qualify under the grandfather
provision, the FHLBD required that "definitive plans” had to be
in place prior to the effective date. The Bank Board claims that
it intended that there be a coamitment to a third party, but
third party involvement is not spelled out in the regulations.
tincoln, in anticipation of the new regulations, submitted its
plans for projects to the FHLAS with respect to lands it already
owned as well as plans to put new funds into its service
corporation. These plans, however, did not have a thicrd party
commitment, and there in lies the dispute over the $600 million
in tincoln's direct investments.

tincoln has sued the FHLBB over this issue, Its suit
addcresses to issues: Pirst, can regulators take awvay what
Congress has granted? and, second, if so, has Lincoln complied
with the regulations with respect to the purchase its subaission
of direct investment plans prior to the effective date?

In addition, Lincoln has filed a petition with the PHLES
asking for the recusal of 8d Gray in any sstters involving
Lincoln Savings. This petition asks that if Gzay refuses to
tecuse himself, that the other Board members disqualify him.
railing that, Lincola is asking for discovery and conduct of an
evidentiary heazing on an expedited basis for the purpose of
exploring the extent of Gray's bias and prejudgement tovard

Lincoln,

The Henkel story

Lee Henkel, who has removed himself as a nominee for the
Board of Dizectors of the Bank Board, got himself iato hot water
when he P a clarification of the grandfather tule during
his iz {ng with the Board. The cule would dicectly have
benefit 18, but it is not clear that it would have
benefi theifts, 1t did not help that Nenkel has equity
in L{ s furthermore, had & $2%0,000 lcan from the SiL.
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