UNITED STATES DISTRICT COURT SOUTHERN DISTRICT OF TEXAS
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Delendants.

Opinion on Sanctions

I. Introduction.

This is a cautionary tale where the emperor has new clothes — a bandit’s mask.
The Federal Deposit Insurance Corporation sought to hold Charles Hurwitz individually
responsible for all losses at United Savings, even though he had no obligation to the thrift

or the government. Unable to focus its claims and unwilling to disclose its records in this

suit — one that it brought — the FDIC surreptitiously paid another agency to bring a_

parallel administrative claim against Hurwitz, several companies, and other people. Later
- much later — the FDIC dismissed its claims here. Hurwitz and two companies have
asked that they recover their costs of defending the suit. They will recover their costs
because the record reveals corrupt individuals within a corrupt agency with corrupt

influences on it, bringing this litigation.

2. Background.

This is the final stage in a suit that should have never happened. Ten years ago,
the Federal Deposit Insurance Corporation sued Charles Hurwitz, a Texas businessman.
In essence, it blamed him for the failure of a Texas thrift — United Savings Association of
Texas. The case occurred on two fronts. The FDIC sued Hurwitz in this court. The
Office of Thrift Supervision brought an administrative action. Together, the agencies

claimed over one billion dollars from Hurwitz. Recovery in either action would go to the



FDIC because the FDIC had procured the Thrift Office’s proceeding against Hurwitz,

paying it to bring that action.

A Companies.

The FDIC sued Hurwitz because of his involvement in two companies that owned
stock in the thrift’s holding company. They owned no stock in the thrift. In the 198os,
Hurwitz was chairman and chief executive officer of Maxxam, Inc., a publicly held
corporation with subsidiaries in aluminum, timber, and land. He was also chairman and
chief executive officer of Federated Development Company, a New York business trust
with a portfolio of real estate and mortgages. Until February 1988 — ten months before
the United Savings failed — Hurwitz had been chairman of United Financial Group, its
holding company.

Hurwitz owned about 52% of Federated, and Federated owned 63% of Maxxam.
In 1988, Federated and Maxxam jointly owned less than one-quarter of United Financial.
United Financial owned 100% of United Savings of Texas.! United Savings was a thrift;
that is a bank that operated under a set of regulations slightly distinct from ordinary
commercial banks. Thrifts are the current incarnation of the savings part of the old
federal system of full-service banks and savings-and-loans. Along with credit unions —
banks and thrifts are depository institutions. What each is permitted by the several

regulatory agencies varies slightly.

B. Climate.

Despite the expensive and pervasive regulation by governmental agencies, in the
decade 1986-1995, approximately 1,043 thrifts failed, leading to the insolvency of the
agency that insured their deposits and supervised them — Federal Savings and Loan
Insurance Corporation.? FSLIC’s responsibilities were eventually passed to the FDIC,

which is how it became interested in United Savings and Hurwitz. During 1980-1994,

'See Appendix A for a simplified corporate organization and Appendix B for a
schedule of this case’s dramatis personae.

*Timothy Curry and Lynn Shibut, The Cost of the Savings and Loan Crisis: Truth and
Consequences, 13 FDIC BANK. REV. 26 (2000).
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the FDIC itself lost 1,617 banks under its responsibility.” In 1997 dollars, the direct cost
of the thrifts to the public treasury was about $200 billion.

The FDIC may manage failures by simply honoring its insurance commitmentand
paying the depositors to the policy limits. 1t can also arrange for another bank or
investor to buy the failed bank and assume its obligation to the depositors. Its third
technique is to run the insolvent bank itself, supplying capital and management, until it
can be sold or returned to independence. This is called a bridge bank. The FDIC prefers
to sell with an assumption because it relieves it of having to collect the assets of the bank
— the funds due it on loans mostly — and of having to pay the full depositor claims
directly. Of 169 banks that failed in 19go, 20 were insurance payments, one was a bridge

bank, and 148 were sales to other banks.

C. United Savings.

A thrift, Houston First American Savings Association, was insolventin 1983, when
it was owned by people wholly unrelated to Hurwitz and Maxxam. The FDIC allowed
United Financial to take First American off its hands. After extensive negotiations,
United Financial bought First American and merged it into its thrift, United Savings of
Texas. The FDIC sought a personal guaranty from Hurwitz as part of the deal, but he
declined. Tt asked for guaranties from Maxxam and Federated, but they declined. The
final arrangement was simply that United Financial acquired the failed thrift and
reconstituted it with its thrift as United Savings of Texas. United Financial committed
the capital that it had agreed to invest.

Unfortunately, United Savings did not succeed. In 1989, the FDIC declared it
insolvent. United Financial's investment was eroded completely. The FDIC met its
insurance obligation by selling United Savings to Ranieri/Hyperion — a joint venture.

The cause of United’s failure was indistinct from what caused most of the other
insolvencies. The original plan for thrifts was that (a) they could pay slightly higher rates
on savings accounts than banks, (b) their lending was essentially limited to home

mortgages, and (c) deposit insurance was at a low level, reflecting the safety-net role it

JRicki Helfer, Speech at the FDIC Symposium, History of the Eighties: Lessons for the
Future (Jan. 16, 1097).
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played. Prolonged, government-induced inflation eroded the assets of the whole system.
The government’s response was to release the interest rate restrictions, expand the
lending authority to nearly everything, and raise the insurance coverage from $20,000 to
$100,000. This allowed the industry as a whole to attempt to earn its way out of its
general insolvency — an insolvency that was not publicly acknowledged.

The collapse of oil and real-estate prices in the middle 1980s made many of the
high-rate, business loans unrecoverable. Other forces affected thrifts, like the rise of
money market funds and corporate — non-deposit based — lending. Although actively
dishonest people were in charge of some thrifts that failed, the bureaucratic response to
the mess was generally to accuse officers and directors of malfeasance when misfeasance

was the worst that the facts would support.

D. FDIC.

Soon after the collapse of United Savings in 1988, the FDIC approached Hurwitz
about his contributing to paying its losses. Hurwitz agreed to extensions of the time limit
for the FDIC to sue him. Having found no focus of their claims against him by 1995,
Hurwitz declined to extend the deadline again, but the actual directors and officers of the
thrift continued to sign tolling agreements. The FDIC sued Hurwitz right before the last
extension expired.

After an adverse ruling or two from this court, the FDIC illegally paid the Office
of Thrift Supervision to bring an administrative action. The Thrift Office sued Hurwitz,
Barry Munitz, Jenard Gross, Arthur Berner, Ronald Huebsch, Michael Crow, Federated,
and Maxxam. Munitz, Gross, Berner, Huebsch, and Crow were former directors and
officers of United Financial and United Savings. While the claims by the Thrift Office
had a technical regulatory basis, they were the same as the FDIC's contention that

somehow the accused were responsible for the thrift’s failure — responsible legally.

E. Hurwitz Responds.
The FDIC abandoned its claims here in November 2002. Hurwitz, however, had
counterclaimed in this court that the suit was a ruse — political extortion. Its true

purpose, he said, had nothing to do with the management of thrifts and everything to do
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with the politics of trees.

In the late 1980s, Maxxam had acquired Pacific Lumber, a timber company.
Pacific Lumber owned 44,000 acres of redwoods in Northern California, including the
Headwaters Forest, a 4,400-acre tract of ancient redwoods.

Environmentalist activists accused Hurwitz of plans to raze the forest. They
lobbied the Clinton Administration, California officials, and members of Congress,
urging the government to gain control of the forest. The Forest Service studied the
redwoods, but it decided that acquiring them would require an appropriation that was
not politically practical.

In the early 199os, one environmental group proposed that the government make
claims against Maxxam-related companies and people and then trade those claims for the
trees — the “debt-for-nature” swap. The group insisted that the FDIC sue Hurwitz for so
much money — creating the “debt” — that he would be compelled to settle by surrendering
the redwoods — the “nature.”

Hurwitz says that the FDIC joined the effort to appease the green lobby,
congressional pressure, and Administration political preferences. Despite a learned
opinion from its private counsel that it had no viable claim against Hurwitz and the
others, the FDIC sued here and later illegally hired the Office of Thrift Supervision to

bring identical, baseless claims.

F. FDIC Posture & Harsh Reality.

The FDIC swears that it gave no “serious consideration” to the exhortations of
green groups or legislators; that it spent no time evaluating the written or oral proposals
of outsiders; that it never discussed a debt-for-nature swap; and that no employee of the
agency ever analyzed a proposed swap.* The FDIC maintains that it had a solid case; that
itexercised only its independent regulatory judgment; that it did not participate in extra-
agency proposals or deals; and that it was promptly and thoroughly candid in this and
the regulatory action.

The facts are otherwise. An extensive record — produced at substantial expense

and by repeated court compulsion — reveals a regulatory scheme that slipped into self-

*Depo. of Jeft Williams, Ex. 211 at 307-08.
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absorbed, extra-legal, politically motivated trampling of citizens and the law.

The record includes (a) memoranda sent to as well as received from
environmental groups; (b) notes of telephone calls between the FDIC and these groups;
(¢} minutes of conferences among FDIC staff, its counsel, and greens; (d) e-mails
discussing a debt-for-nature swap, including adjustments to the dollar amount of the
United Savings’s claims to reflect the value of the timber; (e) letters from Congress; (f)
minutes of regular meetings of green groups, congressional staff, and other executive-
branch staff; (g) recalcitrance in disclosure; (h) its squelching its inspector-general
investigation; and (i) behavior at depositions that ranged from manipulative evasiveness
to plain perjury.

The record reveals that the FDIC attacked Hurwitz in a perverse combination of
personal and political hostility. The personal part was political, too, since it was derived
from the bureaucrats’ and their like-thinking co-conspirators’ appreciation of a successful
entrepreneur as the personification of what they opposed in America. Asindividuals they
are free to think and act as they wish, but as agents of the government they are
constrained by their particular bureau's statutory mandate and the Constitution’s
restriction on personal, partial, and irregular government.

When the government invokes the authority of the judiciary, it is obliged to
follow the rules. This is called equal justice under law.

The FDIC's documents contradict its protestations of independence, the merit of
its suit, and the legality of the arrangement with OTS. The FDIC was refractory about
disclosing its internal documents because they demonstrate, beyond question, that it
became a tool in a political guerrilla war at the behest of interest groups and the
administration. These outsiders, in fact, shaped this case, including the damage
“calculation.” The FDIC knew that it had no authority to pay the OTS for the other
action. Despite these realities, the FDIC persisted in its expensive, abusive litigation for
a decade.

The public, through this court, has devoted substantial resources to this case. On
sanctions alone, the court held a two-day hearing and has scrutinized the pleadings and
exhibits totaling approximately 10,000 pages. It has also reviewed the rest of the record.

The court concludes that the FDIC has lied to Charles Hurwitz, the public, and this

court. Over the past ten years, the suit - here and in Washington — has cost the taxpayers
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in whose name these people acted tens of millions of dollars. Naturally, the agencies cost
the defendants millions, too. Hurwitz is not content with the torture stopping. He has

sought compensation.

3. Chronology: 1980-84.

United Savings Association of Texas was a thrift: it held savings accounts and lent
or otherwise invested them.? Itacquired deposits by agreeing to pay interest and to repay
the principal in the short term. Like other institutions that borrow on a short term and
lend onalonger term, United Savings’s long-term receivables like home mortgages would
drop in value when interest rates rose. Rates on the loan would remain where they were
fixed when the money was lent, but the rates that United Savings paid for its deposits
would rise with the market. Basically, as long as the average return on loans and other
investments equaled or exceeded its deposit expense — its cost of capital — the thrift
would be solvent. After a brief respite from the high rates of the late 1970s, rates rose
steeply in the early 1980s. United Savings was paying more for deposits than it was
recovering from loans and other investments. The thrift and its holding company were
losing millions.® In 1982, for example, United Financial suffered almost $19 million in
losses. Its return on capital was a negative thirty-four percent.” The government would
later remark that United Savings was “hopelessly insolvent.”®

In 1982, Federated Reinsurance — a company of which Hurwitz was the chief
executive officer and president — began investing in United Financial Group, the thrift's
holding company.” Federated Reinsurance was a wholly owned subsidiary of Federated
Development Company. Both Federateds are related to Maxxam only by Federated
Development’s owning a majority of Maxxam.

In 1983, Federated and Maxxam bought just under 25% of United Financial's

Ex. 1 at 27.
°Id.; Ex. 2 at 26.
"Ex. 2 at 17.

8Ex. 121 at 14.

°Ex. g; ex. 10.




stock.!® This enabled United Financial to buy First American Financial of Texas, a
holding company of a Houston savings and loan. United Financial then merged United
Savings with Houston First American Savings Association, forming United Savings
Association of Texas. Despite First American’s precarious financial condition at the time,
regulators approved the merger on the condition that United Financial maintain the
regulatory net worth of United Savings; that means that it was committing its capital to
support the thrift's solvency. United Financial agreed."! Although the FDIC asked for
guaranties from Hurwitz, Maxxam, and Federated, they all refused.

After the merger, banks and thrifts across the nation began failing at an average
of one each day.'* QOver the next fifteen years, nearly 3,000 depository institutions —
banks and thrifts - failed. The savings-and-loan crisis hit Texas especially hard: its thrifts
lost $19 billion."” Approximately one-third of the banks and thrifts that failed in the

nation were in Texas."

4. Late 1985.

In December 1985, Maxxam and Drexel Burnham Lambert, Inc., agreed that,
between July 1 and 30, 1988, Maxxam would have the option to buy 300,000 shares of
United Financial stock from Drexel for $2,577,000 —a call. If Maxxam did not exercise
it, Drexel could sell the shares to Maxxam for $2,577,000 from August 1 to 31,1988 -a
put. Since Maxxam was a “controlling shareholder” of United Financial, under securities
and banking law, United Financial disclosed the agreement as the law required.”

Banking regulators were also told about the deal.'®

YEx. 12 at 6-7.
YEx. 13.

ZEx. 1071 at 4.
PEx. 7.

“Ex. 4.

PEx. 14.

%Ex. 15.



Regulators confirmed that, so long as neither company exercised the option,
Drexel owned the shares and had sole right to them.'” This is important because, at the
time, Maxxam and Federated owned just under 25% of United Financial. 1f Maxxam
were deemed to own the 300,000 shares, then it and Federated might have owned at least
twenty-five percent of the holding company, obliging it to maintain United Savings’s
regulatory net worth. Since Drexel owned the shares, Maxxam had no net-worth
obligation.

In the 1980s, Drexel Burnham was highly successful in using bonds to finance
companies that had historically been unable to borrow in that market. It became
notorious when its star trader, Michael Milken, was convicted in 1989 for stock
manipulation. Milken became a political symbol for dishonest greed on Wall Street.
“Junk bonds” was used to denigrate transactions without an understanding of corporate
finance generally or credit markets particularly. It was an opaque slogan rather than a
analytical tool.'®

The government would later imagine that (a) Hurwitz’s companies invested in
Drexel bonds in exchange for Drexel’s financing his takeover activities and (b) he
concealed this arrangement. The FDIC, after a decade of litigiousness, has offered
nothing — nothing - to support this charge. This is an illustration of the FDIC’s trial by
press release. Keép mentioning Hurwitz and related companies in connection with
Drexel Burnham and impugn them in the eyes of the court, public, other regulators, and

credit. That is slander as legal leverage.” That is wrong.

5. 1986.
In mid-1986, Federated and Maxxam asked to modify the Federal Home Loan

Bank Board’s conditional approval of their acquiring control of United Financial, the

Id.; Ex. 14 at OFD264o0.

'8See GLENN YAGO, JUNK BONDS: HOW HIGH YIELD SECURITIES RESTRUCTURED
CORPORATE AMERICA, 3-13 (Oxford 1991).

YSee, e.g., 333 at 23; ex. 129 at 1-2.
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holding company.z‘l’ Regulators defined control as owning more than 25% of the holding
company’s stock; Federated and Maxxam wanted to increase their aggregate ownership
of United Financial to 35%.” In December 1984, the Bank Board had approved their
application so long as the companies maintained United Savings’s net worth — guaranteed
its solvency. 1f they owned more than 25% but less than 50% of the holding company,
they would have to contribute funds in proportion to their ownership to maintain the
thrift's net worth. If they owned more than 50% of United Financial, they would each
be 100 % liable for maintaining United Saving’s net worth.

Federated and Maxxam proposed a modified condition. They offered no guaranty
so long as they owned less than 50% of United Financial’s stock. If they acquired more
than 50%, they wanted a cap on how much they would have to contribute. In exchange
for this concession, they proposed to raise $40 million for United Savings within eighteen
months after they acquired control. As part of the deal, United Savings also asked that
it be allowed to count proceeds from bond sales in its net worth. The thrift had fallen
below its net-worth requirement and was trying to stay solvent.

One of Federated and Maxxam'’s concerns was that, even if they acquired less than
50% of the holding company, they would be the only companies who would have to
infuse capital into the thrift. This was a serious obligation, especially since they did not
have “control of the operations of [United Financial] or [United Savings’s] as minority
stockholders.”** In addition, investment banks and rating agencies would not be able to
evaluate their own financial condition easily based on an open-ended net-worth
agreement for United Savings. This would impair their stock prices and credit ratings.”
Last, Federated’s and Maxxam's businesses — oil and gas, timber, real estate — frequently

required them to raise capital. They were reluctant to enter agreements that would limit

YEX, 16.
YEx. 15; Ex. 16 at 2.

PEx, 16 at 4.

PId. at 5.




their ability to enter capital markets.**

Regulators said that, “in light of the depressed economy in Texas,” United
Savings’s situation was “not surprising.”” Still, the thrift was “one of the stronger
financial institutions” in their district.’® United Savings consistently maintained a higher
net worth than other Texas thrifts. Unlike other thrifts whose problems were caused by
high-risk, commercial real-estate loans, United Savings still lent money primarily for
residential mortgages.

The regulators praised the thrift’s efforts to minimize the effects of the crisis.
United Savings was diversifying from home loans to mortgage-backed securities and high-
yield bonds. It was generating equal or greater profits than it had been making from
mortgages.”’ The proposed bond issuance would also give the thrift “an additional capital
buffer” that would shift risk away from the FSLIC.?®

They cited the thrift's many strengths, including its strong capital base,
diversification, profitability, and access to capital markets. They also noted that troubled
banks regularly asked United Savings's managers for help and that United Savings’s and
United Financial’s managers were also the managers of Federated and Maxxam. That
Federated and Maxxam were controlling shareholders of United Financial would offer
“a source of strength” to the thrift.?® The regional regulators recommended approval of

the Federated-Maxxam proposal and the thrift's request about the bond proceeds.

6. 1986-198;.
In early 1986, Maxxam bought Pacific Lumber. It owned 44,000 acres of

redwoods. Dissident shareholders said that because Maxxam had no cash for the deal,

Bd.
BId. at 8.
*1d. at 7.

7Ex. 17 at US-3 002201.

BEx. 16 at 8.

®Id. at 9.







