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I. a. Memorandum from Permanent Subcommittee on Investigations Chairman Carl Levin and 
Ranking Minority Member Tom Cohurn to the Members of the Subcommittee. 

h. Washington Mutual Practices ThaI Created A Mortgage Time Bomb, chart prepared by the 
Permanent Subcommittee on Investigations. 

c. Securitizations 0/ Washington Mutual Suhprime Home Loans, chart prepared by the 
Permanent Subcommittee on Investigations. 

d. Washington Mutual's Subprime Lender: Long Beach Mortgage Corporation ("LBMe'') 
Lending and Securitizalion Deficiencies, chart prepared by the Permanent Subcommittee 
on Investigations. 

e. Washington Mutual's Prime Home Loan Lending and Securitization Deficiencies, chart 
prepared by the Permanent Subcommittee on Investigations. 

f. Washington Mutual Compensation and Incentives, chart prepared by the Permanent 
Subcommittee on Investigations. 

g. Select Delinquency and Loss Datafor Washington Mutual Securitizations, as of February 
2010, chart prepared by the Permanent Subcommittee on Investigations. 

h. Washington Mutual CEO Kerry Killinger: SIOO Million In Compensation, 2003-2008, 
chart prepared by the Permanent Subcommittee on Investigations. 

1. WaMu Product Originations and Purchases By Percentage - 2003-2007, chart prepared 
by the Permanent Subcommittee on Investigations. 

J. Estimation of Housing Bubble: Comparison of Recent Appreciation vs. Historical Trends, 
chart prepared by Paulson & Co, Inc. 

k. Washington Mutual Organizational Chart, prepared by Washington Mutual, taken from 
Home Loans 2007 Plan, Kick Off, Seattle, Aug 4, 2006. 

Documents Related to Hieher Risk Lendine Stratein': 

2. a. Washington Mutual, Higher Risk Lending Strategy, "Asset Allocation initiative, " Board 
of Directors, Finance Committee Discussion, January 2005. 

b. Washington Mutual, Asset Allocation initiative: Higher Risk Lending Strategy and 
increased Credit Risk Management, Board of Director Discussion, December 2 i, 2004. 

c. Washington Mutual, Higher Risk Lending Strategy, And Increased Credit Risk 
Management, Board of Director Discussion, January 2005. 
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3. Washington Mutual, Home Loan Discussion Board of Directors Meeting, April 18, 2006
(excerpts).

4. WaMu Presentation, Way2Go, Be Bold!, prepared by David Schneider, Home Loans President
(We are all in sales.).

5. Washington Mutual, Subprime Mortgage Program, January 2007 (excerpts).

6. a. Washington Mutual Chairman and CEO Kerry Killinger Memorandum to the Board of
Directors, dated June 2007, re: WaMu Strategic Direction.  

b. Washington Mutual Home Loans - 2007 Strategy Team Goals, Updated 11/1/2007.

7. Management Presentation, WaMu Home Loans (excerpts).

Documents Related to Long Beach:

8. a. OTS internal email, dated April 2005, re: Fitch - LBMC Review ([Securitizations] prior to
2003 have horrible performance.  LBMC finished in the top 12 worst annualized [net
credit losses] in 1997 and 1999 thru 2003.  …  At 2/05, LMBC was #1 with a 12%
delinquency rate.  Industry was around 8.25%.). 

b. FDIC/Washington State Joint Visitation Report of Washington Mutual Bank, dated
January 13, 2004 (It concluded that 40% (109 of 271) of loans reviewed were considered
unacceptable due to one or more critical errors.  This raised concerns over LBMC’s ability
to meet the representations and warranty’s made to facilitate sales of loan securitizations,
and management halted securitization activity.).  

9. Washington Mutual, LBMC Post Mortem - Early Findings Read Out, November 1, 2005 (First
Payment Defaults (FPD’s) are preventable and/or detectable in nearly all cases (~99%) ...
High incident rate of potential fraud among FPD cases.). 

10. Washington Mutual Memorandum to the Washington Mutual, Inc. and WaMu Board of
Directors’ Audit Committees, dated April 17, 2006, re: Long Beach Mortgage Company -
Repurchase Reserve Root Cause Analysis (LBMC experienced a dramatic increase in EPDs
during the third quarter of 2005. … [R]elaxed credit guidelines, breakdowns in manual
underwriting processes, and inexperienced subprime personnel … coupled with a push to
increase loan volume and the lack of an automated fraud monitoring tool, exacerbated the
deterioration in loan quality.).

11. WaMu internal email, dated April 2006, re: Jax ([D]elinquencies are up 140% and
foreclosures close to 70%. …  It is ugly.). 

12. WaMu internal email, dated September 2006, re: nat city mid-quarter update (LBMC is
terrible .…  [W]e are cleaning up a mess.  Repurchases, EPDs, manual underwriting, very
weak servicing/collections practices and a weak staff.). 
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13. a. WaMu internal email, dated December 2006, re: SubPrime Analysis (Short story is this is
not good.  …  [L]arge potential risk from what appears to be a recent increase in
repurchase requests.  …  We are all rapidly losing credibility as a management team.). 

b. FDIC Memorandum, dated June 2, 2007, re: WaMu - Long Beach Mortgage Company
Repurchases.  

14. WaMu, Home Loans - SubPrime, Quarterly Credit Risk Review, December 2006 (excerpts).

15. WaMu internal email, dated December 2006, re: It’s suprime day at WSJ (attaching Wall Street
 Journal articles on subprime)(...our Long Beach securities have much higher delinquency
rates early in their life than the 2003 and 2005 vintages.).  

 
16. WaMu internal email, dated January 2007, re: Confidential (Long Beach represents a real

problem for WaMu.)

17. WaMu internal email, dated February 2007, re: Long Beach 2  Lien Disposition (In 2006nd

Beck’s team started sprinkling in deals as they could.). 

18. WaMu HL Risk Management, Quarterly Credit Risk Review, Subprime, 1  Quarter, 2007 (Thest

root cause of over 70% of FPDs involved operational issues such as missed fraud flags,
underwriting errors, and condition clearing errors.)(excerpts).

19. WaMu Audit Report, Long Beach Mortgage Loan Origination & Underwriting, August 20,
2007 ([T]he overall system of risk management and internal controls has deficiencies related
to multiple critical origination and underwriting processes. … These deficiencies require
immediate effective corrective action to limit continued exposure to losses.).

20. WaMu internal email, dated August 2007, re: Long Beach Mortgage Loan Origination &
Underwriting (Requires Improvement)(This seems to me to be the ultimate in bayonetting the
wounded, if not the dead.). 

21. WaMu Corporate Credit Review, Home Loans, Wholesale Specialty Lending-FPD, September
2007 Targeted Review (132 of the 187 (71%) files were reviewed [and] … confirmed fraud on
115 [and 17 were] … “highly suspect”.  ...  80 of the 112 (71%) stated income loans were
identified for lack of reasonableness of income[.]  133 (71%) had credit evaluation or loan
decision errors ….  58 (31%) had appraisal discrepancies or issues that raised concerns.).

Documents Related to WaMu Retail Channel: 

22. a. WaMu internal memorandum, dated November 17, 2005, re: So. CA Emerging Markets
Targeted Loan Review Results (Of the 129 detailed loan reviewed that have been
conducted to date, 42% of the loans reviewed contained suspect activity or fraud, virtually
all of it attributable to some sort of employee malfeasance or failure to execute company
policy.

b. WaMu Retail Fraud Risk Overview, Prepared by Risk Mitigation, November 16, 2005. 
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23. a. WaMu internal email chain, dated November 2005: re: Retail Fraud Risk Overview (I had
a very quick meeting with David Schneider, Tony Meola and Steve Stein today to review
the deck and the memo regarding the retail fraud risk review.  The good news is that
people are taking this very seriously.).

b. WaMu internal email chain, dated August 2005, re: [names redacted] - Risk Mit Loan
review data “Confidential” (...he “did not want to give axes to the murderers.”).  

24. WaMu Privileged and Confidential Memorandum, dated April 2008, re: Memorandum of
Results: AIG/UG and OTS Allegation of Loan Frauds Originated by [name redacted] . 

25. Office of Thrift Supervision Memorandum, dated June 19, 2008, re: Loan Fraud Investigation.

26. WaMu OTS Exam Summary As of July 22, 2008 (OTS AQ #22 Loan Fraud Investigation.)
(excerpts). 

27. WaMu internal email chain, dated August 2006, re: Hudson 3010598427 Purchase (Sales has
NOT hit oiur [sic] funding goals.). 

28. WaMu Market Risk Committee (MRC), Minutes of the December 12, 2006 Meeting (The
primary factors contributing to increased delinquency appear to be caused by process issues
include the sale and securitization of delinquent loans, loans not underwritten to standards,
lower credit quality loans and seller servicers reporting false delinquent payment status.). 

29. WaMu internal Memorandum, dated September 2007, re: Westlake HLC Investigation Update.

30. WaMu Significant Incident Notification (SIN), Date Incident Reported - 04/01/2008, Loss Type
- Mortgage Loan (One Sales Associate admitted that during that crunch time some of the
Associates would “manufacture” assets statements from previous loan docs and submit them
to the LFC.  She said the pressure was tremendous from the LFC to get them the docs since
the loan had already funded and pressure from the Loan Consultants to get the loans funded.).

31. WaMu Internal Investigative Report, dated May 2008, re: Westlake Home Loan Center
(..tremendous pressure from Loan Consultants and from the LFC Team Manager to get the
asset documents to the LFC because the loan was already funded.).

32. a. WaMu internal email chain, dated December 2007, re: Employee HELOC Fraud (...75
suspect HELOC loans have been identified (approved & in pipeline) ... with a current
outstanding balance of $3,318,101.).  

b. WaMu Significant Incident Notification (SIN), Date Incident Reported - 05/01/2008, Loss
Type - HELOC Fraud (Risk Mitigation reviewed 25 HELOC loans ... with a total exposure
of $8,538,600.00.), Exposure - $8,538,600.).

33. Radian Guaranty Inc. Review of Washington Mutual Bank, August-September 2007 (This
results in an overall “Unacceptable” rating with a score of 68.)(excerpts). 
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34. WaMu Corporate Credit Review, 2008 Home Loans, Risk Mitigation and Mortgage Fraud,
September 2008 Targeted Review (excerpts).  

Documents Related to Option Arms: 

35. Washington Mutual, Option ARM Focus Groups - Phase II, WaMu Option ARM Customers,
September 17, 2003. 

36. Washington Mutual, Option ARM Focus Groups - Phase I, WaMu Loan Consultants and
Mortgage Brokers, August 14, 2003 (excerpts). 

37. Washington Mutual, Option ARM Credit Risk, August 2006. 

38. Washington Mutual, Option ARM, Board of Directors Meeting, October 17, 2006. 

39. WaMu internal email, dated April 2007, re: Option ARM (I think we better be well prepared
to defend the option ARM portfolio.).

40. a. WaMu internal email, dated September 2006, re: Tom Casey visit (...equity investors are
totally freaking about housing now.).  

b. WaMu internal email, dated February 2007, re: Option ARM MTA and Option ARM MTA
Delinquency (We are contemplating selling a larger portion of our Option ARM than we
have in the recent past.  Gain on sale is attractive and this could be a way to address
California concentration, rising delinquencies, falling house prices in California with a
favorable arbitrage given that the market seems not to be yet discounting a lot for those
factors.). 

41. WaMu internal email, dated, February 2007, re: Some thoughts on targeted population for
potential Option ARM MTA loan sale (I thought it might be helpful insight to see the
information Bob Shaw provides below about the components of the portfolio that have been
the largest contributors to delinquency in recent times.).

42. a. WaMu internal email, dated February 2007, re: HFI selection criteria changes (Effective
March 7, 2007, modify the portfolio opion ARM and COFI ARM retention criteria ... to
include only following loans for the portfolio HFI. . . . As a result of this change, we
expected to securitize and settle about $2 billion more option/COFI ARMs in Q1-07....
Also included in the attachment, is a pool of $1.3 billion option/COFI ARMs funded to
portfolio between January 1  and February 22  that will be re-classified as HFS basedst nd

on the above recommendations.).  
b. WaMu internal email, dated February 2007, re: HFI Option Arms redirected to HFS (...that

amounts to roughly 3B option arms available for sale.  I would like to get these loans into
HFS immediately so that I can sell as many as possible in Q1.).  
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43. WaMu Market Risk Committee (MRC), Minutes of March 9, 2007 Meeting (...approval to
transfer up to $3.0 billion of saleable Option ARM and COFI ARM loans originated since
January 1, 2007 from HFI to Held for Sale (HFS).).

44. WaMu Market Risk Committee Minutes, July 11, 2008 (NPA HFI HELOC Loan Sales. ...it
is in our best interest to let some one else assume the risk of these loans.)(excerpts).

Documents Related to Securitization:

45. WaMu Wholesale Speciality Lending, Securitization Performance Summary, June 2008 ($77
billion in subprime securitizations listed). 

46. Washington Mutual Mortgage Securities Corp., Securitization Performance Summary, June
2008 Distribution. ($196 billion in prime securitizations listed)  

47. a. Two diagrams of a Long Beach mortgage backed security, attached to a FDIC
Memorandum, dated May 15, 2006, re: WaMu Mortgage Securitizations.

b. List of WaMu-Goldman Loans Sales and Securitizations.
c. WaMu PowerPoint presentation by David Beck, Executive Vice President, WaMu Capital

Markets, June 11, 2007 (excerpts).  

48. WaMu Wholesale Specialty Lending, Bond Rating Changes, As of June 2008 Distribution
(excerpts).

49. WaMu internal email, dated August 2004, re: Interesting Friedman Billings piece re:
Mortgage Brokers (Which Product Should Capital Markets Being Pushing?).  

50. WaMu internal email, dated November 2006, re: Goldman Sachs New Issues Home Eq
Commentary (External) (LBMC paper is among the worst performing paper in the mkt in
2006.). 

51. WaMu internal email, dated February 2008, re: Screen shot (Attaching copy of Evidence of
“Walking Away” In WaMu Mortgage Pool, February 23, 2008, Misch’s Global Economic
Trend Analysis. 

52. WaMu internal email, dated March 2007, re: our discussion yesterday and what the street
perception will be (WaMu subprime ABS delinquencies top ABX components). 

53. WaMu Leads in Risky Type of Lending; Analysis Shows Thrift Makes Frequent Loans for
Investment Homes, April 17, 2007, Wall Street Journal. 

54. a./b./c.: WaMu/Goldman Sachs email chains, dated March, May, and July  2007, regarding
repurchase issues.



-7-

55. WaMu internal email, dated August 2007, re: Scenarios (From today’s meeting, I understand
that we don’t have the courage to evaluate this scenario.).

56. WaMu internal email, dated Mary 2008, re: WSJ on repurchases - likely will lead to some IR
questions although we are not mentioned (7 Step process). 

57. WaMu internal email, dated June 2008, re: Repurchase Recommendations W/E 6/20/08 (The
actual loans we do buy back are real stinkers.). 

58. Worst Ten in the Worst Ten, document prepared by the Office of the Comptroller of the
Currency (OCC), 11/13/08 (the table below sets for th the ten metropolitan areas experiencing
the highest rates of foreclosure as report by Realty Trac (the “Worst Ten” MSAs) . . . Long
Beach Mortgage Corp . . . 11,736.).

Documents Related to Compensation:

59. a./b.:   Documents regarding Long Beach compensation, 2004 (excerpts) and 2007. 

60. a. WaMu Home Loans, 2007 Product Strategy, Strategy and Business Initiatives Update
(Retail Loan Consultant 2007 Incentive Plan Focus on High Margin Products)(excerpts).

b. Washington Mutual, Home Loan Credit Risk F2F, December 6, 2006 (Internal
Forces...Overages; Internal Forces...Overage Proposal). (excerpts)

c. Excerpt from Washington Mutual Lender’s Closing Instructions, September 2007 (showing
inclusion of Yield Spread Premium in compensation of third part mortgage broker). 

61. Long Beach processing center internal email, dated September 2004, re: Daily Productivity -
Dublin (...it’s time for the mad dash to the finish line!).

62. WaMu Home Loans flyer, dated November 2006, President’s Club - Take the Lead!.

63. a. Washington Mutual, Home Loans Group, President’s Club 2005 - Maui, Awards Night
Show Script (excerpts).  

b. Washington Mutual, Home Loans Group, President’s Club 2006, Funeral Skit related to
Countrywide. 

c. WaMu, Home Loans Groups, President’s Club 2006, “I Like Big Bucks” Skit.   

64. Cheryl Feltgen 2007 Performance Review (Growth 35%). 

65. WaMu internal email, dated January 2008, re: comp (But we have to convince our folks that
they will all make a lot of money by being with WaMu.). 

66. WaMu internal email, dated July 2008, re: comp (We would like to have the HR committee
approve excluding the exec com from the 2008 bonus and to approve the cash retention grants
to the non NEOs.  This would allow me to respond to questions next week regarding the bonus
plan on the analyst call.  And it would help calm down some of the EC members.).  
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67. WaMu internal email, dated March 2008, re: WaMu Board Shields Executives’ Bonuses - WSJ
Article (March 5, 2008). 

68. WaMu creditors could challenge payments to Killinger, others, The Seattle Times, October 1,
2008.  

Documents Related to Various Issues: 

69. a. WaMu internal email, dated October 2007, re: Can you take a look at this before Monday
and  give your blessing? (I don’t trust Goldy on this.  They are smart, but this is swimming
with the sharks.  They were shorting mortgages big time while they were giving CfC
advice.).

b. WaMu/Goldman email chain, dated February 2007, re: Request to talk (...Goldman and
Long Beach/WaMu have had a long standing and successful relationship for years.).

70. WaMu internal email, dated May 2005, re: Strategic Planning Meeting (The avalanche of
publicity on interest only, home equity, neg am and sub-prime expansion that has occurred in
just the last three or four weeks is amazing.). 

71. WaMu internal email, dated March 2006, re: Organizational Changes in Enterprise Risk
Management.

72. Washington Mutual Internal Memorandum, dated October 2006, re: State of ERM:
Effectiveness and Resource Adequacy Overview. 

73. WaMu internal email, dated January 2007, re: Year-End 2006 Message for the Home Loans
Risk Management Team (Recognize that “we are all in sales” passionately focused on
delivering great products and service to our customers.). 

74. WaMu internal email, dated February 2008, re: Credit Cost Forecast (Un)reliability (...I would
add poor underwriting quality which in some cases causes our origination data to be
suspect....). 

75. WaMu internal email, dated February 2008, re: 4pm 10K Audit Committee Meeting (I would
suggest using the word “majority” and deleting the word “significantly”....). 

76. WaMu internal email, dated March 2007, re: Draft Subprime Mortgage Guidance - Draft
WaMu Position (Based on today’s conversation, I don’t see a need to do anything now.).

77. WaMu internal email, dated March 2007, re: Follow-up information to last evening’s call
regarding subprime interagency guidance, etc. (If we implement the NTM changes to all loans,
then we’ll see additional drop of 33% of volume.). 
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78. WaMu internal email chain, dated March 2005, re: Updates (I have never seen such a high risk
housing market as market after market thinks they are unique and for whatever reason are not
likely to experience price declines.  This typically signifies a bubble.).

79. WaMu internal email, dated August 2007, re: Looking back (Your fingers must be smoking.).

80. WaMu July 2008 Home Loans Story, External & Internal Views. 

81. WaMu internal email, dated February 2007, re: Long Beach 2  Lien Disposition (...how bestnd

to dispose of 433MM of performing 2  lien loans in the Long Beach warehouse.).  nd

82. Long Beach Mortgage Loan Coordinator Convicted of Lying to Grand Jury In Connection
With Mortgage Fraud Investigation, Department of Justice News Release, December 17, 2007

83. Subprime Lending: A Net Drain on Homeownership, Center for Responsible Lending Issue
Paper No. 14, March 27, 2007. 

84. Long Beach Mortgage Loan Purchase Agreement, January 2006.

85. Washington Mutual Bank Mortgage Loan Purchase and Sale Agreement, October 2005.

86. WaMu Prospectus Supplements (excerpts): 
a. WaMu 2007-OA3.
b. WMALT 2007-OA3.
c. WaMu 2007-OA4.
d. WMALT 2007-OA4.

h   h   h



MEMORANDUM 

To: Members of the Pennanent Subcommittee on Investigations 

From: Senator Carl Levin, Subcommittee Chairman 
Senator Tom Cohurn, Ranking Member 

Date: April 13,2010 

Re: Wall Street and the Financial Crisis: The Role of High Risk LoaDs 

On Tuesday. April 13, 2010, beginning at 9:30 a.m., the Permanent Subcommittee on 
Investigations will hold its fIrst in a series of hearings examining some of the causes and 
consequences of the recent financial crisis. This hearing will focus on the role of high risk loans, 
using a case stu~y involving Washington Mutual Bank. 

The Financial Crisis. In July 2007, two Bear Stearns offshore hedge funds specializing 
in mortgage related securities collapsed; the credit rating agencies suddenly downgraded 
hundreds of subprime residential mortgage backed securities; and the formerly active market for 
buying and selling subprime residential mortgage backed securities went cold. Banks, mortgage 
brokers, securities firms, hedge funds, and others were left holding suddenly unmarketable 
mortgage backed securities whose value began plummeting. 

Banks and mortgage brokers began closing their doors. In January 2008, Countrywide 
Financial Corporation, a $100 billion thrift specializing in home loans, was sold to Bank of 
America. That same month, one of the credit rating agencies downgraded nearly 7,000 mortgage 
backed securities, an unprecedented mass downgrade. In March 2008, as the financial crisis 
worsened, the Federal Reserve facilitated the sale of Bear Steams to JPMorgan Chase. In 
September 200S, in rapid succession, Lehman Brothers declared bankruptcy; AIG required a $S5 
billion taxpayer bailout; and Goldman Sachs and Morgan Stanley converted to bank holding 
companies to gain access to Federal Reserve lending programs. 

In this context, Washington Mutual Bank, the sixth largest depository institution in the 
country with $307 billion in assets, $188 billion in deposits, and 43,000 employees, found itself 
losing billions of dollars in deposits as customers left the bank, its stock price tumbled, and its 
liquidity worsened. On September 25, 2008, after a century in the lending business, Washington 
Mutual Bank. was closed by its primary regulator, the Office of1brift Supervision (UOTS"). On 
the same day, the Federal Deposit Insurance Corporation ("FDIC"), having been appointed 
receiver, facilitated sale of the bank to JPMorgan Chase. It was the largest bank failure in the 
history of the United States. 

The sudden financial losses and forced sales of multiple financial institutions put the U.S. 
economy into a tailspin. The stock market fell; business loans dried up; and unemployment 
exploded. Hidden liabilities associated with financial firms' proprietary positions in mortgage 
backed securities, credit default swaps, collateralized debt obligations ("COOs"), structured 
investment vehicles, and other complex financial instruments created concerns about the stability 
of m'!ior financial institutions. The contagion spread worldwide as financial institutions holding 
similar financial instruments lost value and curtailed transactions with other firms. In October 
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2008, Congress enacted the $700 billion Troubled Asset Relief Plan ("T ARP") to stop the U.S. 
economy from falling off a cliff and taking the rest of the world economy with it. The United 
States and other countries are still recovering today. 

Sub£ommittee Investigation. In November 2008, the Permanent Subcommittee on 
Investigations initiated a bipartisan investigation into some of the causes and consequences of 
the financial crisis. Since then, the Subcommittee has engaged in a wide-ranging inquiry, issuing 
subpoenas, conducting over 100 interviews and depositions, and consulting with dozens of 
government, academic, and private sector experts. The Subcommittee has also accumulated and 
initiated review of over -50 million pages of docwnents, including court pleadings, filings with 
the Securities and Exchange Commission, trustee reports, prospectuses for securities and private 
offerings, corporate board and committee minutes, mortgage transactions and analyses, 
memoranda, marketing materials, correspondence, and email. The Subcommittee has also 
reviewed documents prepared by or sent to or from banking and securities regulators, including 
bank examination reports, reviews of securities finns, enforcement actions, analyses, 
memoranda, correspondence, and email. 

To provide the public with the results of its investigation, the Subcommittee plans to hold 
a series of hearings addressing aspects of the financial crisis, including the role of high risk home 
loans, regulators, credit rating agencies, and Wall Street. These hearings will examine issues 
related to mortgage backed securities, CDOs, credit default swaps, and other complex financial 
instruments. After the hearings, a report summarizing the investigation will be released. 

Washington Mutual Case History. This initial hearing in the series examines 
Washington Mutual Bank as a case study in the role of high risk loans in the u.S. fi nancial crisis. 
Headquartered in Seattle, with offices across the country and over 100 years of experience in the 
home loan business. Washington Mutual Bank had grown to become the nation's largest thrift. 
Each year. it originated or acquired billions of dollars of home loans through multiple channels, 
including loans originated by its own loan officers, loans brought to the bank by third party 
mortgage brokers, and loans purchased in bulk from other lenders or firms. In addition, its 
affil iate, Long Beach Mortgage Company ("Long Beach"), originated billions of dollars in home 
loans brought to it by third party mortgage brokers specializing in subprime lending. 

Washington Mutual kept a portion of these home loans for its own investment portfolio, 
and sold the rest either to Wall Street investors, usually after securitizing them, or to the Federal 
National Mortgage Association (Fannie Mae) or the Federal Home Loan Mortgage Corporation 
(Freddie Mac). 

At first, Washington Mutual worked with Wall Street firms to securitize its home loans, 
but later built up its own securitization arm, Washington Mutual Capital Corporation, which 
gradually took over the securitization of Washington Mutual and Long Beach loans. In addition, 
from 2001 to 2007, Washington Mutual sold about $430 billion in loans to Fannie Mae and 
Freddie Mac, representing nearly a quarter of its loan production during those years. 

Higb Risk Home Loans. Over a five-year period from 2003 to 2008, Washington 
Mutual Bank made a strategic decision to shift its focus from traditional 30-year fixed and 
government-backed loans to higher risk home loans. This shift included originating more home 
loans for higher risk borrowers, with increased loan activity at Long Beach, which was 
exclusively a subprime lender. Washington Mutual also financed subprime loans brought to the 
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bank by third party mortgage brokers through its "Specialty Mortgage Finance" and "Wholesale" 
channels, purchased subprime loans through its "Correspondent" channel, and purchased 
subprimc loans in bulk through its ('Conduit" channel. 

Washington Mutual decided to shift to higher risk loans, because it had calculated those 
loans were more profitable. Higher risk loans typically charged borrowers a higher rate of 
interest and higher fees. Once securitized, a large percentage of the mortgage hacked securities 
received AAA ratings, yet offered investors a higher rate of return than other AAA investments, 
due to the higher risk involved. As a result, mortgaged backed securities relying on higher risk 
loans typically fetched a bener price on Wall Street than those relying on lower risk loans. 

Washington Mutual's most common subprime loans were hybrid adjustable rate 
mortgages, known as "2/28," "3/27," or "5/25" loans. These 30-year mortgages typically had a 
low fixed "teaser" rate, which then reset to a higher floating rate after two years for thc 2/28, 
three years for the 3/27, or five years for the 5/25. The initial payment was typically calculated 
to pay down the principal and interest at the initial low, fixed interest rate. In some cases, the 
payments covered only the interest due on the loan and not any principal. After the fixed period 
expired, the monthly payment was typically recalculated to cover both principal and interest at 
the higher floating rate. The suddenly increased monthly payments sometimes caused borrowers 
to experience "payment shock" and to default on their loans, adding to the risk. 

In addition to subprime loans, Washington Mutual made a variety of high risk loans to 
"prime" borrowers, including its flagship product, the Option Adjustable Rate Mortgage 
("Option ARM"). Washington Mutual's Option ARMs typically allowed borrowers to pay an 
initial teaser rate, sometimes as low as 1 % for the first month, and then imposed a much higher 
floating interest rate linked to an index, but gave borrowers the choice each month of paying a 
higher or lower amount. These loans were called "Option" ARMs, because borrowers were 
typically given four options: (I) paying the fully amortizing amount needed to pay off the loan 
in 30 years; (2) paying an even higher amount to payoff the loan in 15 years; (3) paying only the 
interest owed that month and no principal; or (4) making a "minimum" payment that covered 
only a portion of the interest owed and none of the principal. If the minimum payment option 
were selected, unpaid interest would be added to the loan principal. If the borrower repeatedly 
selected the minimum payment, the loan principal would increase rather than decrease over time, 
creating a negatively amortizing loan. 

After five years or when the loan principal reached 110% (sometimes 115% or 125%) of 
the original loan amount, the Option ARM would "recast." The borrower would then be 
required to make the fully amortizing payment needed to payoff the loan within the remaining 
loan period. The new monthly payment amount was typically much greater, causing payment 
shock and increasing loan defaults. For example, a borrower taking out a $400,000 loan, with a 
teaser rate of 1.5% and subsequent interest rate of 6%, could have a minimum payment of 
$1,333. If the borrower then made only the minimum payments until the loan recast, the new 
payment using the 6% rate would be $2,786, an increase of more than 100%. What began as a 
30-year loan for $400,000 became a 25-year loan for $432,000. To avoid having the loan recast, 
Option ARM borrowers typically refinanced their loans. A significant portion of Washington 
Mutual's Option ARM business consisted of refinancing existing loans. Borrowers unable to 
refinance were at greater risk of default. 
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Washington Mutual and Long Beach sold or securitized most of the subprime home loans 
they acquired. Initially. Washington Mutual kept most of its Option ARMs in its proprietary 
investment portfolio, but eventually began selling or securitizing those loans as well. From 2000 
to 2007, Washington Mutual and Long Beach securitized at least $77 billion in subprime home 
loans. Washington Mutual sold or securitized at least $115 billion of Option ARM loans, as well 
as billions more of other types of high risk loans, including hybrid adjustable rate mortgages, Alt 
A. and home equity loans. According to its internal documents, by 2006, Washington Mutual 
was the second largest Option ARM originator and the eleventh largest subprime loan originator 
in the country. 

Lending and Securitization Deficiencies. Over the years, both Long Beach and 
Washington Mutual were the subject of repeated criticisms by the bank's internal auditors and 
reviewers, as well as its regulators, OTS and the FDIC, for deficient lending and securitization 
practices. Long Beach loans repeatedly suffered from early payment defaults, poor under· 
writing, fraud, and high delinquency rates. Its mortgage backed securities were among the worst 
performing in the marketplace. In 2003, for example, Washington Mutual stopped Long Beach' s 
securitizations and sent a legal team for three months to address problems and ensure its 
securitizations and whole loan sales were meeting the representations and warranties in Long 
Beach's sales agreements. 

In 2005, Long Beach had to repurchase over $875 million of nonperforming loans from 
investors, suffered a $107 million loss, and had to increase its repurchase reserve by nearly $75 
million. As a result, Long Beach's senior management was removed, and Long Beach's 
subprime lending operations were made subject to oversight by Washington Mutual 's Home 
Loans Division. Despite those changes, early payment defaults and delinquencies surged again 
in 2006, and several 2007 reviews identified multiple lending, credit, and appraisal problems. 
By mid·2007, Washington Mutual shut down Long Beach as a separate entity and took over its 
subprime lending operations. At the end of the year, a Long Beach employee was indicted for 
having taken kickbacks to process fraudulent or substandard loans. 

In addition to problems with its subprime lending, Washington Mutual suffered from 
lending and securitization deficiencies related to its own mortgage activities. It received, for 
example, repeated criticisms for unsatisfactory underwriting procedures, loans that did not meet 
credit requirements, and loans subject to fraud, appraisal problems, and errors. For example, a 
2005 internal investigation found that loans originated from two top Joan producing offices in 
southern Cal ifornia contained an extensive level of fraud caused primarily by employees 
circumventing bank policies. Despite fraud rates in excess of 58% and 83% at those two offices, 
no steps were taken to address the problems, and no investors who purchased loans originated by 
those offices were notified in 2005 of the fraud problem. In 2006, securitizations with elevated 
delinquency rates were found to contain lower quality loans that did not meet the bank 's credit 
standards. In 2007, fraud problems resurfaced at the southern California offices, and another 
internal review of one of the offices found a fraud rate of 62%. In 2008, the bank uncovered 
evidence that employees at still another top producing loan office were " manufacturing" false 
documentation to support loan applications. A September 2008 internal review found that loans 
marked as containing fraudulent infonnation had nevertheless been securitized and sold to 
investors, identifying ineffective controls that had "existed for some time." 

Compensation. The Long Beach and Washington Mutual compensation systems 
contributed to these problems by creating misplaced incentives that encouraged high volumes of 
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risky loans but little or no incentives to ensure high quality loans that complied with the bank's 
credit requirements. Long Beach and Washington Mutual loan officers, for example, received 
more money per loan for originating higher risk loans and for exceeding established loan targets. 
Loan processing personnel were compensated according to the speed and number of the loans 
they processed. Loan officers and their sales associates received still more compensation if they 
charged borrowers higher interest rates or points than required in bank rate sheets specifying loan 
prices, or included prepayment penalties in the loan agreements. That added compensation 
created incentives to increase loan profitability, but not loan quality. 

A second problem related to compensation was the millions of dollars paid to 
Washington Mutual senior executives even as their higher risk lending strategy began to lose 
money and increase the risk in the bank' s own investment portfolio. Washington Mutual's chief 
executive officer, Kerry Killinger, for example, received each year a base salary of $1 million, 
cash bonuses, stock options, and multiple stock awards. He also received benefits from four 
pension plans, a deferred bonus plan, and a separate deferred compensation plan. In 2008 alone, 
the year he was asked to leave the bank, he received $21 million, including a $15 million 
severance payment Altogether, from 2003 to 2008, Washington Mutual paid Mr. Killinger 
nearly $100 million, on top of multi-million-dollar corporate retirement benefits. 

Failure of Was bing ton Mutual. In July 2007, after the Bear Stearns hedge funds 
collapsed and the rating agencies downgraded hundreds of mortgaged backed securities, 
including over 40 Long Beach securities, the secondary market for subprime loans dried up. By 
September 2007, Washington Mutual had discontinued its subprime lending. It also became 
increasingly difficult for Washington Mutual to sell its high risk loans and related mortgage 
backed securities, including its Option ARMs. By the end of the year, Washington Mutual began 
to incur significant losses, reporting a $1 billion loss in the fourth quarter of2007, and another 
$1 billion loss in the first quarter 0[2008. 

In February 2008, based upon increasing deterioration in the bank' s asset quality, 
earnings, and liquidity, OTS lowered the bank' s safety and soundness rating to a 3 on a scale of 1 
to 5, signaling that it was a troubled institution. In April, the bank: closed multiple offices, firing 
thousands of employees. That same month, Washington Mutual's parent holding company 
raised $7 billion in new capital, providing $3 billion of those funds to the bank. 

In July 2008, a $30 billion mortgage lender, IndyMac, failed and was placed into 
receivership by the goverrunent. In response, depositors became concerned about Washington 
Mutual and withdrew over $9 billion in deposits, putting pressure on the bank's liquidity. After 
the bank disclosed a $3.2 billion loss for the second quarter, its stock price continued to drop, 
and more deposits left. 

On September 15,2008, Lehman Brothers declared bankruptcy. Three days later, on 
September 18, OTS and the FDIC lowered Washington Mutual's rating to a "4," indicating that a 
bank failure was a distinct possibility. The credit rating agencies also downgraded the bank's 
credit ratings. Over the span of eight days starti.ng on September 15th, nearly $17 billion in 
deposits left the bank. At that time, the federal Deposit Insurance Fund contained about $45 
billion, an amount which could have been exhausted by the failure of a $300 billion institution 
like Washington Mutual. As the financial crisis worsened each day, regulatory concerns about 
the bank' s liquidity and viability intensified. 




