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INTRODUCTION

This statem ent is in response to the Subcom m ittee 's request 

fo r  a current status rep ort o f the re ce iv ersh ip  o f the United States 

National Bank, San D iego, C aliforn ia  ("USNB") and supplem ents the 

initial rep ort I gave the Subcom m ittee a year ago. The re ce iv ersh ip  

is , o f  co u rse , still in p rog ress  and the bottom  line o f FD IC 's co llection  

e ffo rts  w ill not be known fo r  many y ea rs . Even with that caveat, how 

e v e r , it appears likely  that this one failure w ill resu lt in a final net 

lo ss  to the fed era l deposit insurance fund substantially greater than

the aggregate o f  a ll lo sse s  resulting from  the failure o f a ll other FDIC-
* /

insured banks since 1933.

USNB was declared  insolvent by the C om ptroller o f the C urrency 

on O ctober 18, 1973, and the F ed era l D eposit Insurance C orporation  

was im m ediately  appointed R ece iv er  th ereo f pursuant to law. Under 

the term s o f the P urchase and A ssum ption  A greem ent entered into on 

the same date (the "A greem en t") between FDIC, as R e ce iv e r , and 

C rock er National Bank, San F ra n c isco , C aliforn ia  ("C r o ck e r " ) , C rock er

!|| F rom  January 1, 1934, to date, 506 F D IC -insured  banks have 
c lo se d , including USNB and Franklin National Bank, New Y ork . This 
statem ent assum es a final net lo ss  to the fed era l deposit-insurance 
fund o f  approxim ately  $75 m illion  fo r  the 5 01 bank fa ilu res p r io r  to 
USNB and a significantly  sm a ller figure fo r  the 4 bank fa ilu res that 
have o ccu rred  so far in 1974.
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was requ ired  to assum e v irtua lly  a ll o f USNB's deposits and other non- 

subordinated balance sheet lia b ilities  (other than a secu red  $30 m illion  

"w indow " loan from  the F ed era l R eserve  Bank o f San F ra n cisco  to 

USNB which the R ece iv er  paid in full p r io r  to consum m ation o f the 

A greem ent) and to purchase in exchange offsetting assets le ss  the 

$89. 5 m illion  p rice  it bid fo r  the ov era ll transaction . Excluded from  

the transaction , how ever, for the reasons stated in m y testim ony last 

y ea r , w ere a ll a s se ts , deposits and other liab ilities  related  to USNB's 

con tro l sh areh older, M r. C. Arnholt Smith, his business a ssocia tes  

and their various affiliated  in terests (re fe rred  to in the A greem ent as 

the "D esignated G roup"). The FDIC as R ece iv er  in turn retained 

resp on sib ility  for  w orking out such S m ith -related  assets and lia b ilit ie s , 

and since this arrangem ent produced a substantial shortfa ll in the USNB 

assets which C rock er could acqu ire to o ffse t the USNB liab ilities  it 

assum ed , FDIC as R ece iv e r  agreed  to make up any such shortfa ll in 

cash. The A greem ent a lso  provided that C rock er could return to FDIC 

as R ece iv er  up to $15 m illion  in n on -S m ith -rela ted  loans for  any reason  

and re ce ive  cash  th ere for  in a correspon d in g  amount.

Under this A greem en t, with a ll figures re flectin g  p ost-c lo s in g  

adjustm ents made to date, C rock er assum ed the liab ility  to pay a p p rox i

m ately  $924 m illion  in USNB deposits and approxim ately  $201 m illion
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in other USNB non subordinated balance sheet lia b ilit ie s , including 

standby letters o f cred it issued  by USNB aggregating $47. 7 m illion  

in principal amount which FDIC as R ece iv er  determ ined in June o f 

this year represented  d irect interbank loans or  deposits betw een the 

orig in a l holder o f the letter and USNB. C rock er has rece ived  o f f 

setting assets o f approxim ately  $1, 036, 000,000 consisting  of: USNB 

cash  and due from  banks o f approxim ately  $121 m illion , non-Sm ith- 

related  loans o f approxim ately  $265 m illion , secu rities  worth $331 

m illion , bank p rem ises and equipm ent appraised  at approxim ately  

$20 m illion , other USNB assets  o f approxim ately  $18 m illion  and 

balancing cash from  the R ece iv er  o f  approxim ately  $281 m illion .

Under the FD IC 's invitation to bid on the A greem ent, C rock er 

o r  its parent holding com pany was a lso  given an option to place a fiv e - 

year $50 m illion  note with FDIC in its corp orate  capacity , at 7 1 /2  

percent per annum. This option , which was prom ptly e x e rc is e d , was 

designed to enable the su ccessfu l b idder to in crea se  its capital account 

im m ediately  upon consum m ation o f the A greem ent so as to support the 

v e ry  large expansion in its deposit lia b ilities  which would o ccu r by 

virtue o f the purchase and assum ption transaction . The note issued 

by  C ro ck e r 's  parent is to be retired  whenever C rock er finds m arket 

conditions favorable for  ra isin g  m ore  perm anent capital, but in no

event la ter than O ctober 22, 1978.
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F or  conven ience, the balance o f  this statem ent is divided into 

five section s :

I. FD IC 's Cash A dvances to date and the Sources o f  Repaym ent

II. Current Status o f  Certain USNB Standby L etters o f C redit

III. An O verview  o f FD IC 's C ollection  E fforts

IV. A S p ecific  E xam ple: W estgate-C aliforn ia  C orporation

V. L itigation  By and Against the R ece iversh ip  Estate

I. FD IC 's Cash A dvances to date and the Sources o f Repaym ent 

The FDIC B oard o f D irectors  to date has authorized cash 

advances from  the fed era l deposit insurance fund o f approxim ately  

$372 m illion  in connection  with the USNB fa ilu re . F ifty  m illion  d ollars 

o f  this total amount rep resen ts a d irect  obligation  o f C rock er National 

C orporation  on account o f  the 7 1 /2  percent f iv e -y e a r  note it issued  to 

FDIC last O ctober in o rd er  to in crea se  C ro ck e r 's  capital accounts by 

a like amount. FDIC expects repaym ent in full o f this amount not later 

than O ctober 22, 1978. The rem aining $322 m illion  has been advanced 

to the re ce iv ersh ip  estate to prov ide : the $281 m illion  in cash needed 

by  C rock er to balance the liab ilities  it assum ed , the $30 m illion  

n e ce ssa ry  to pay o ff the window loan which the F ed era l R eserve  Bank 

o f San F ra n c isco  had extended to USNB as o f the tim e o f c los in g , 

approx im ately  $9 m illion  subsequent to USNB's c los in g  to protect
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re ce iv ersh ip  a ssets  and the balance for a variety  o f  m iscellan eou s 

settlem ent adjustm ents requ ired  by the A greem ent and for  certa in  

liquidation expen ses. As o f last F riday , D ecem ber 6, 1974, the 

R ece iv er  had co lle cted  about $28 m illion  on re ce iv ersh ip  assets and 

had repaid about $19 m illion  to the insurance fund. Thus, the balance 

owing from  the rece iversh ip  estate to the federa l deposit insurance 

fund now stands at slightly m ore than $300 m illion .

To repay this $300 m illion , the R ece iv er  currently  holds USNB 

a ssets  having an approxim ate book value, net o f rea lized  lo s s e s , o f 

$438 m illion . In addition, there are unbooked cla im s on which the 

R ece iv er  m ay be able to rea lize  significant amounts, such as its cla im s 

for  fidelity  lo sses  under USNB's blanket bond and its litigation  against 

fo rm e r  USNB d ire c to rs .

The book value figure o f  $438 m illion  in rece iversh ip  assets is 

m islead in g , how ever, since it re fle cts  USNB's least attractive and 

least co lle ctib le  a sse ts . About $345 m illion  o f this total represents 

indebtedness in one fo rm  or another o f Sm ith-related  b o r ro w e rs , while 

the balance includes such item s as undesirable non-S m ith -re la ted  loans 

returned by C rock er , loans charged o ff o r  a ssets not booked by  USNB 

p r io r  to its c los in g , m unicipal secu rities  for which there* is no ready

and demand deposits which have been o ffsetm arket, fore ign  tim e
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against unpaid le tters  o f cred it , prepaid USNB expenses o f  little value 

to the R e ce iv e r , and lon g -te rm  purchase obligations held in connection 

with the sale o f  b o r ro w e rs ' a sse ts . While m any o f these re ce iv ersh ip  

a sse ts  have som e value, we cu rren tly  estim ate aggregate r e co v e r ie s  

far below  not only the book value o f these a sse ts , but far below  the 

rem aining $300 m illion  in FDIC advances to the re ce iv e rsh ip  estate .

L ast January, based  on developm ents in the re ce iv e rsh ip  through 

yea r-en d  1973 and our v e ry  p re lim in ary  appra isa ls  o f the a ssets  then 

held , the FDIC B oard o f D ire cto rs  established  a re se rv e  for lo ss  on 

account o f  the USNB re ce iv e rsh ip  o f $48. 3 m illion . Subsequent events, 

including the payment o f  $47. 7 m illion  in disputed le tter o f  cred it c la im s 

and the return  by  C rock er  o f  approxim ately  $35 m illion  in Designated 

Group loans not p rev iou sly  identified as such, with the resu lting rece ip t 

o f  a ssets  in exchange which added little in value to the R e ce iv e r 's  

anticipated r e c o v e r ie s , indicate that a substantial addition to this 

re se rv e  w ill be requ ired  at the end o f January 1975 based on d eve lop 

m ents in the re ce iv e rsh ip  through this com ing y ea r-en d . While it is 

prem ature to estim ate the addition to last y e a r 's  re se rv e  which the 

FDIC B oard o f D ire cto rs  w ill con s id er appropriate under a ll the c i r 

cu m stan ces , it is lik e ly  to fa ll betw een $50 m illion  and $100 m illion . 

W hatever the total re se rv e  estab lish ed , it w ill be sub ject to further
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adjustm ents in the years ahead as m ore  accurate  appraisals becom e 

p ossib le  on both the a sset and liab ility  side o f  the re ce iv e rsh ip 's  book s.

As the ex istence o f any FDIC re se rv e  fo r  lo ss  would im ply, I see little 

chance o f r e co v e ry  even in part fo r  USNB shareholders or  debenture 

holders unless they succeed  in overturning their subordinated status 

o r  in making re co v e r ie s  from  fo rm er USNB o ff ic e r s  and d ire cto rs  through 

litigation .

II. Current Status o f Certain USNB Standby L etters o f C redit

In m y testim ony b e fore  this Subcom m ittee last N ovem ber, I 

review ed  for  you FD IC 's position  and the actions taken by FDIC up to 

that tim e with regard  to certa in  standby letters o f cred it issued  by USNB. 

In b r ie f , p r io r  to its clos in g  last O ctob er, USNB had outstanding letters 

o f  cred it in the principal amount o f approxim ately  $91. 3 m illion  which 

w ere ca rr ied  on its books as standby le tters  o f cred it issued  to guarantee 

the obligations o f  account parties affiliated  with or c lo s e ly  related  to 

C. Arnholt Smith, the so -ca lle d  "D esignated G rou p ."  B ecause these 

le tters  o f  cred it , and the related obligation  o f the account party, appeared 

to be am ong USNB's S m ith -related  assets and lia b ilit ie s , they w ere 

retained in the re ce iv ersh ip . Shortly a fter USNB was c lo sed , a num ber 

o f the 39 holders o f these retained le tters  o f cred it advised FDIC that, 

in their opinion, the obligations evidenced thereby w ere not USNB
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guarantees o f  cu stom er loan s, but rather USNB d irect  obligations for 

deposits in or  loans to USNB by the holder* FDIC thereupon asked each 

o f  the holders o f  these standby letters o f cred it to file  a p roo f o f  cla im  

outlining its v ers ion  o f the transaction , and by January 1974 v irtually  

a ll o f  them  had filed  detailed c la im s. I a lso  advised  you that FDIC itse lf 

was in the p ro ce ss  o f conducting an extensive investigation into the facts 

underlying the issuance o f  these standby letters o f ctodit«

Betw een January when all known re co rd s  w ere gathered and 

June 1974, the FDIC staff review ed each  cla im  to determ ine whether 

the letter o f  cred it issued  by USNB represented  USNB's guarantee o f 

an obligation  due from  the account party to the b en e fic ia ry , as FDIC 

at fir s t  be lieved  and as USNB's re co rd s  indicated, or whether it 

evidenced  a d irect  deposit or  loan transaction  between USNB and the 

b en e fic ia ry  as m any o f the holders cla im ed . To m ake this determ in a

tion , the FDIC staff re lied  on inform ation  obtained from  interview s with 

b ro k e rs , fo rm e r  USNB o ff ic e r s  and account party o f f ic e r s , as w ell as 

a ll o f  the docum entation surrounding the tran saction s , including the files 

o f  USNB, the file s  kept in C. A rnholt Sm ith 's private o ffice s  (which f r e 

quently contained inform ation  d ifferent from  that found in USNB's f ile s ) , 

and corresp on d en ce  am ong USNB, the b e n e fic ia r ie s , the account parties 

and the b ro k e rs . W here availab le , re co rd s  o f the account parties w ere 

a lso  rev iew ed . Many o f the le tters  o f cred it which w ere outstanding at
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the tim e USNB closed  appeared to evidence transactions which w ere 

ro llo v e rs  o f  p rior  transactions betw een USNB and the b en e fic ia r ie s .

In ord er  to determ ine the initial intention o f the parties at the tim e 

transactions between them  w ere f ir s t  begun, it was n ecessa ry  to review  

not only the inform ation  contained in open files  but a lso  the inform ation  

contained in files  pertaining to p r ior  transactions.

A ll to ld , in form ation  was review ed regarding 59 standby letters 

o f  cred it issued  by  USNB and still outstanding at the tim e it c losed . In 

a num ber o f ca se s , it was n e ce ssa ry  to request further in form ation  from  

the holders o f le tters  o f cred it regarding apparent in con sisten cies between 

docum entation in FD IC 's p ossess ion  and inform ation  provided by the 

cla im ants.

It is im p ossib le  to generalize about these letter o f cred it c la im s , 

as v irtu a lly  each  transaction  was d ifferent. H ow ever, the b a s ic  purpose 

o f  the review  w as, as indicated, to attempt to determ ine whether the 

transactions w ere two party deposit or loan transactions involving only 

USNB and the b en e fic ia r ies  (and thus the type o f obligations assum able 

by  C rock er under the A greem ent) or  whether they w ere guarantee or 

typ ica l standby letter o f cred it transactions involving three p arties , one 

o f  whom  was a m em ber o f the Designated Group. As a resu lt o f this 

rev iew , it appeared that in 37 o f the 59 letter o f cred it transactions

principal am ount, the holders o f  the lettersaggregating $47. 7 m illion  in
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o f cred it had no priv ity  o f  con tract, and no contact, o r  at m ost mminpal 

contact, with the account p arties ; fu rther, the account p a r tie s1 re co rd s  

re flected  loans from  USNB rather than USNB-guaranteed loans from  the 

b e n e fic ia r ie s . C orrespondence with the b rok ers  involved in som e o f 

these transactions v erified  that the b en e fic ia ry  had been asked t o , and 

in fact intended to , make a deposit with or loan m oney d ire ctly  to USNB. 

USNB, on the other hand, had indicated in its re co rd s  and on its books 

that a loan had been  made not by the b en e fic ia ry  to USNB but by  the 

b en e fic ia ry  to the account party, and that USNB had issued  its letter o f 

cred it to guarantee the loan. In other w ord s , while USNB's re co rd s  

re fle cted  a th ree -p a rty  tran saction , the re co rd s  o f  the b en e fic ia r ies  

and b rok ers  re flected  a tw o-p arty  transaction  betw een the b en e fic ia r ies  

and USNB. At the sam e tim e, the re co rd s  o f  the account parties 

re fle cted  another tw o-p arty  transaction  betw een the account party and 

USNB. A pparently what USNB had done in these 37 transactions was 

to b orrow  m oney from  the b en e fic ia ry  and issue a s o -ca lle d  "c lea n " 

letter o f cred it to evidence the loan. USNB then used the loan proceed s 

to m ake a loan to the account party named in the letter o f  cred it. Having 

issued  a "le tter  o f c re d it"  to ev idence its p rim ary  obligation , USNB 

booked the letter o f cred it as a contingent liab ility  or guarantee rather 

than as a p rim ary  obligation  and did not book the offsetting loan to the
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account party at a ll, thus avoiding statutory lending and borrow ing
* /

lim its , re se rv e  requirem ents and a d irect balance sheet liab ility .

At the tim e USNB c lo se d , o f co u rse , FDIC had available to it only that 

in form ation  contained on USNB's books and in the C om p tro lle r 's  R eports 

o f  E xam ination. Only a fter review ing a ll o f the re co rd s  and files  a v a il

able did we learn the true nature o f these tran saction s. Jxt view  o f these 

findings, FD IC 's B oard o f D ire cto rs  determ ined that, had the true facts 

o f  these 37 transactions been known at the tim e USNB c lo sed , USNB's 

liab ility  to the b en e fic ia r ies  on the letters o f cred it would have been 

assum ed by C rock er under the term s o f the A greem ent. In June 1974, 

FDIC arranged for  this assum ption to take place under reim bursem ent 

by  FDIC.

As a resu lt o f this rev iew , FDIC a lso  determ ined that 22 o f the 

le tters  o f cred it in question (aggregating approxim ately  $42 .4  m illion  in 

prin cipa l amount) w ere , in its opinion, p rop erly  booked by USNB as th ree - 

party guarantee tran saction s. That is ,  the letters o f cred it th em selves, 

view ed together with the correspon den ce  and other evidence surrounding 

the tran saction s, indicated that the b en e fic ia ry  o f  the letter o f cred it 

intended to and did make a loan to a Designated Group m em b er, with

* /  Rulings adopted by the C om p troller o f the C urren cy  August 9, 1974 
in resp ect o f standby letters o f cred it would tend to frustrate a sim ila r 
resu lt today.
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the letter o f  cred it it re ce ived  being USNB's guarantee o f  that loan.

The holders o f the letters o f cred it not tran sferred  to C rock er for pay

m ent w ere advised o f this d ecis ion  and that, to the extent allow able by 

law , they had cla im s against the re ce iv e rsh ip . They w ere further 

advised  that FDIC was w illing to cooperate  with them  in their attempt 

to co lle c t  from  the account party, the party p rim arily  liable on the o b li

gation. The actions taken by FDIC are review ed  in grea ter detail in two 

p ress  re lea ses  issued  on June 19 and July 2, 1974, cop ies o f which have 

been  subm itted to the Subcom m ittee for  its conven ience.

Subsequent to these determ in ation s, the FDIC staff has been 

w orking with a num ber o f  the b en e fic ia r ies  o f  these le tters  o f cred it to 

a ss is t  them  in co llectin g  the amounts due them  from  the various account 

p arties . In each  case the account party a lso  owes substantial sums o f 

m oney to the FDIC as R ece iv er  o f  USNB. A greem ents are  being negotiated 

betw een FDIC and som e o f the b en e fic ia r ie s  regarding such m atters as the 

p r io r ity  o f future cla im s against these account parties and the m axim iza 

tion o f the re co v e ry  o f the R ece iv er  and the b e n e fic ia r ie s .

A num ber o f the holders o f  le tters  o f cred it which w ere not tra n s

fe rre d  to C rock er have advised FDIC that they d isagree  with FD IC 's 

findings and have filed  with us additional in form ation  regarding their 

transactions with USNB. The FDIC staff and one or m ore  m em bers of 

the FDIC B oard o f D ire cto rs  have m et with these claim ants regarding
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their requests for  recon sid era tion . Each o f these claim ants w ill be 

advised in due cou rse  o f the d isposition  o f its particu lar request for 

recon sid eration  and o f  the status o f its particu lar cla im .

In addition, a num ber o f persons holding letters o f  cred it which 

C rock er paid have cla im ed that they are owed additional sums for in te r 

est from  the date o f  the m aturity o f the letter o f  cred it until the date o f  

actual paym ent. With regard  to these c la im s , FDIC has taken the 

position  that payment o f  such post-m atu rity  in terest would be im proper 

at this tim e and under the circu m stan ces present in these ca se s .

C oncurrently  with the rev iew  o f the letter o f cred it cla im s filed  

by the various h o ld ers , two court actions have been filed  a lleg ing , in 

substance, that FDIC in both its capacity  as R ece iv er  o f  USNB and in 

its corp orate  capacity  acted im p rop erly  with resp ect to their c la im s.

The firs t  o f these su its, a c la ss  action , was filed  on N ovem ber E l, 1973, 

on beh alf o f International W estm inster Bank and others whose cla im s 

w ere not assum ed by C rock er (this suit was re fe rre d  to in m y testim ony 

b e fore  this Subcom m ittee last N ovem ber). This suit sought to have the 

A greem ent d eclared  illega l on the theory  that it violated  the prov ision s 

o f  12 U. S. C. § 194 which ca lls  for  the payment o f ratable dividends to 

a ll cred itors  o f an insolvent national bank whose cla im s have been 

proved to the satisfaction  o f the R ece iv er  or adjudicated in a court o f
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com petent ju r isd iction . Subsequent to m y p rior  testim ony, the D istr ict 

Court fo r  the Southern D istr ict o f  C aliforn ia  d ism issed  the suit holding 

that it was filed  prem aturely  and that it fa iled  to state a cause o f action  

upon which r e lie f  could be granted. An appeal from  that d ism issa l is 

p resen tly  pending b e fore  the United States Court o f Appeals fpr the Ninth 

C ircu it. As o f this date, no d ecis ion  has been handed down by that Court,

A  second suit was filed  in the D is tr ict  Court fo r  the D istr ict o f 

Colum bia by Banque F rancais du C om m erce  E xterieu r and four other 

le tter o f cred it h o ld ers . It sought a declaration  that both the FDXC and 

the C om p troller o f  the C urren cy  acted illeg a lly  with resp ect to fhe USNB 

transaction . This suit is substantively s im ila r  to the International 

W estm inster com plaint although it seeks a som ewhat d ifferent form  o f  

r e lie f . The D istr ict Court ruled that venue in the D istr ict o f Colum bia 

was im p rop er and ord ered  the case tran sferred  to the United States 

D is tr ict  Court for the Southern D istr ict  o f  C aliforn ia . That d ecis ion  

was a ffirm ed  by the United States Court o f A ppeals for  the D istr ict o f 

Colum bia and the case has now been tran sferred  to C aliforn ia . The 

cou rse  it w ill take w ill probably  depend upon the ultim ate d ecis ion  o f 

the Court o f  A ppeals fo r  the Ninth C ircu it in the case presently  b e fore  it.

An ea rly  resolu tion  o f these law suits is unlikely, • and further 

litigation  m ay be expected  from  holders o f  letters o f  cred it.
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HI. An O verview  o f FD IC 's C ollection  E fforts

About 30 FDIC em ployees are cu rren tly  engaged full tim e in 

San D iego in the co lle ction  activ ities o f  the USNB rece iv ersh ip . They 

are aided by severa l W est Coast law firm s retained as sp ecia l counsel 

for  various aspects o f this re ce iv e rsh ip , and the total operation  is 

supervised  and coordinated  by m em bers o f  the FDIC liquidation staff 

in W ashington and by  the FDIC B oard o f D ire c to rs . O ver the next ten 

y e a rs , which we anticipate to be the m inim um  life  o f this com plex  

re ce iv e rsh ip , we expect our personnel requirem ents and d irect liqu ida

tion costs  to decline gradually. To date, our d irect  sa lary , operating 

and lega l expense has approxim ated $2 m illion .

The re ce iv ersh ip  contains approxim ately  4 ,4 0 0  assets not 

counting unbooked causes o f action , but 3, 600 o f these are re la tive ly  

sm all c la im s , aggregating only $24. 9 m illion  in book value. As I have 

p rev iou sly  indicated, the bulk o f the re ce iv ersh ip  assets (approxim ately 

$345 m illion ) rep resen ts  indebtedness in one form  or another o f Sm ith- 

related  b o rro w e rs . Our Liquidation O ffice  be lieves  that this indebtedness 

m ay be broken  down as fo llow s , although particu lar borrow in g  groups 

m ay a lleg e , for reasons to which I w ill r e fe r  shortly , that som e other 

group is resp on sib le  for  at least part o f the indebtedness-attributed to

them .
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BCIC and related  com panies

H ollis R oberts and related 
com panies

W estgate-C a liforn ia  C orporation  and 
related  com panies

— /
San Luis R ey D evelopm ent P ro je c t

M. J. Coen and related  com panies 
other than BCIC

J. A . Smith and related  com panies

M iscellaneous loans related  to the above

Total

$126. 7 m illion  

79. 2 m illion

44. 2 m illion

47. 3 m illion

19. 9 m illion

7. 9 m illion

20. 5 m illion  

$345. 7 m illion

In each  o f the six  m a jor  lines fir s t  lis ted , there appears to have 

been  a c lo se  relationsh ip  betw een C. A rnholt Smith and one or m ore o f 

the principa ls involved , although at the present tim e we do not know the 

fu ll extent o f  that relationsh ip . There a lso  appears to have been significant 

and re cu rr in g  relationsh ips betw een the d ifferent groups, in addition to

* /  The San Luis R ey line does not rep resen t loans to a group ca lled  San 
Luis R ey, but rather loans secured  by  property  in a portion  o f C aliforn ia  
ca lled  San Luis R ey. This is approxim ately  60 m iles  north o f San D iego 
and includes approxim ately  2 ,45  7 a cre s  under various deeds o f  trust now 
held by the re ce iv e rsh ip . These deeds o f  trust relate to land owned by 
22 d ifferent com pan ies. The p roperty  appears to be p a r t 'o f a speculative 
venture on the part o f those who b orrow ed  m oney from  USNB to invest in 
this a rea . Many b orro w e rs  included in other groups are a lso  b o rrow ers  
in this line.
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their separate relationsh ips with USNB. Suffice it to say, how ever, 

that this re ce iv ersh ip  is unusual from  the standpoint o f  the con cen tra 

tion o f v e ry  large loan lines in the hands o f  only a few individuals, o r  

in the hands o f com panies they once con tro lled , a ll o f whom seem  to have 

had a c lo se  w orking relationsh ip  with C. Arnholt Smith.

While the number o f controlling  individuals orig in a lly  involved 

in these six  lines m ay be sm a ll, the number o f corp orate  entities 

encom passed  within each line is substantial. O rganizationally, BCIC, 

for exam ple, can be grouped into five m a jor headings totalling 26 co m 

panies: boat com pan ies, operating com pan ies, rea l estate holding 

com panies, shell com pan ies, and m iscellan eou s other com panies. Each 

o f the boat com pan ies, o f  which there are eight, owns or has owned in 

the past a tuna fishing boat. Two o f the operating com panies own shopping 

centers and one operates an a irlin e term inal and serv ice  fa cility . The 

five rea l estate holding com panies either own rea l estate in the San Luis 

Rey area or in the K ern County a rea , and one o f them  owns nothing but 

shares o f W estgate-C aliforn ia  com m on stock . There appear to be four 

com panies which w ere sim ply shell com panies and w ere used fo r  m anipu

lation o f a ssets by the con tro l group, only one o f which has any assets 

at the present tim e. The m iscellan eou s other com panies' rem aining in 

the BCIC group own furniture and fix tu res, four sm all a irp lan es, rea l
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estate in Chino, C aliforn ia , and O ntario, stock  in W estgate-C aliforn ia  

C orporation  and a com m ercia l p roperty  in B ever ly  H ills . Even where 

these corp oration s own a sse ts , their net w orth is frequently so sm all and 

their operations so m inim al that there is little likelihood  that su fficient 

funds can be generated to repay their obligations in fu ll. The same

pattern is present in the other five m a jor  lin es .

The co lle ction  e fforts  o f  the USNB rece iversh ip  are com pounded 

by the n ecess ity  o f  follow ing num erous sp e c ific  tran sfers  o f a sse ts , 

lia b ilit ie s , ow nership righ ts , debt, and secu rity  in terests am ong and 

betw een this large num ber o f com pan ies. Loans which on the books o f 

USNB at clos in g  m ight appear to be the resp on sib ility  o f Company X turn 

out to b e , in rea lity , the resp on sib ility  o f Company Y or Individual A 

a fter the re ce iv ersh ip  has traced  the passage o f loan p roceed s from  

com pany to com pany or individual to individual. While we fee l that we 

have unraveled som e o f this com p lex ity  and have begun litigation  to a ssert  

cla im s we have u n covered , we are not yet sure that we know a ll the facts 

about the m ultiple m anipulations that have o ccu rre d . Some persons who 

could shed light on this a rea , such as C. Arnholt Smith h im self, have 

refused  to answ er our questions, pleading their constitutional right 

against se lf-in crim in a tion . These are m atters that w ill be sorted  out, 

i f  at a ll, only over tim e as our tracings are com pleted , new inform ation  

is  d is co v e re d , or litigation  p ro g re sse s .
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It would be too tim e-con su m in g  at this point to go into great 

detail on the co lle ction  strategy that the R ece iv er  is adopting with 

resp ect to each  o f these six  m a jor lin es . L ik ew ise , to revea l that 

strategy or  to revea l our estim ates o f sp e c ific  anticipated re co v e r ie s  

m ight in som e ca ses com p rom ise  negotiations currently  under way 

with som e o f the d ebtors . To give the Subcom m ittee som e idea o f  the 

nature o f the problem s being encountered , how ever, we have included 

in the next section  o f this rep ort a rather full d escrip tion  o f our c o l le c 

tion e ffo rts  with resp ect to one o f the six  m a jor lin es , i. e . , We stgate - 

C aliforn ia  C orporation  and its related com panies.

IV. A S p ecific  E xam ple: W estgate-C aliforn ia  C orporation

W estgate-C aliforn ia  C orporation  is a large conglom erate whose 

affilia tes and su bsid iaries can be grouped into eight groups: seafood , 

surface transportation , a ir  transportation , rea l estate, h o te l/r e s o r t , 

p roduce, leasin g , and insurance. At the tim e o f USNB's fa ilu re , these 

eight groups included eleven  separate com panies. F ive o f the com panies 

are involved in the tuna b u sin ess , owning three can n eries , four tuna 

boats , and a leased  term inal with docking fa cilities  and w arehouse. Two 

o f the com panies own con trol o f taxi cab com panies and operate com m uter 

a irlin e routes. They a lso  lease and own three com m ercia l je ts . Several

com panies own rea l estate.
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W estgate-C aliforn ia  C orporation  and its subsid iaries (co lle c tiv e ly  

re fe rre d  to herein  as "W estga te -C a liforn ia ") now has debt o f  a p p rox i

m ately  $44 m illion  on the books o f  the re ce iv e rsh ip , a reduction  o f $24 .4
* /

m illion  since USNB failed .

Shortly a fter USNB fa iled , We stga te -C a liforn ia , represented  by 

a president and board  o f d ire cto rs  appointed by the Court a few months 

e a r lie r  follow ing com p rom ise  and settlem ent o f  litigation  brought by the 

SEC, requested  from  the FDIC a $500, 000 cash advance to m eet payrolls 

due in W estgate-C aliforn ia  and to pay prem ium s on d ire c to rs ' liab ility  

insurance p o lic ie s . W estgate-C aliforn ia  told the R ece iv er  that advances 

w ere needed because USNB had been We stg a te -C a lifo rn ia 's  bank, that it 

was not able to acquire quickly other bank lin es , and that if  the advances 

w ere not forthcom ing the m em bers o f We stg a te -C a liforn ia 's  board  o f 

d ire c to rs  would resign  and the com pany would be placed in voluntary 

bankruptcy. W estgate-C a liforn ia  a lso  requested  an additional $6 m illion  

on a sh ort-te rm  basis  for  w orking capital to perm it its seafood  com panies 

to purchase tuna during the fir s t  two or  three months o f calendar 1974.

In ord er  to perm it the re ce iv ersh ip  tim e to analyze the operations 

o f  We stga te -C a liforn ia , and to perm it other banks and insurance com panies

* /  This reduction  resu lted  from  the application  o f $7. 2 m illion  m  cash 
paym ents, $200,000 in o ffsets  made with USNB d ep osits , and the tran sfer 
o f approxim ately  $17 m illion  to purchasers o f a ssets who assum ed 
W estga te -C a liforn ia 's  related  debt to USNB or  substituted their own 
ob ligations for  such debt.
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which had been financing the operations o f that conglom erate on both 

a short and lon g -te rm  basis  tim e to make their review  o f  the situation, 

the C orporation  advanced $500,000 on N ovem ber 29» 1973. That 

$500, 000 advance was subsequently repaid on May 6, 1974.

A few w eeks la ter, the FDIC B oard o f D irectors  re jected  

W estga te -C a liforn ia 's  request for an additional $6 m illion  advance 

follow ing extensive analysis and m eetin gs, both in Washington and in 

San D iego, on the grounds that it could not satisfy  itse lf  that any advance 

beyond the $500,000 p rev iou sly  tra n sferred  would serve to protect the 

total a ssets in the re ce iv ersh ip  estate attributable to We stgate-C a liforn ia . 

This judgm ent was supported by the d ecis ion  o f the banks and insurance 

com panies which had been lon g -term  cred itors  o f We stgate-C aliforn ia  

not to make further loans to the con g lom erate , and by  the fact that c o m 

m e rc ia l banks which had been financing We stga te -C a liforn ia 's  seafood 

operations had either withdrawn the lines outstanding or had lim ited  the 

size o f  the lines then on their books.

Notwithstanding the R e ce iv e r 's  denial o f the $ 6 ,0 0 0 ,00 0  request, 

We stgate-C a liforn ia  did not go into bankruptcy at that tim e. R ather, in 

an attem pt to ra ise  the needed w orking capital, We stgate-C aliforn ia  

made a corp ora te  d ecis ion  to se ll the 1 ,823 ,566  shares o f com m on 

stock o f Golconda C orporation  which it held and form a lly  applied to 

the Court which was oversee in g  its a ffa irs  for  the requisite p erm ission .
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Since the R ece iv er  held substantial amounts o f the G olconda stock  as 

secu rity  for  a loan o f $ 4 ,5 0 0 ,0 0 0  to W escal P ro p e r t ie s , Inc. (a wholly 

owned subsid iary  o f  W estgate-C a liforn ia  C orporation ), and since the 

R ece iv e r  cla im ed an in terest in any additional p roceed s that m ight be 

rea lized  from  the sale o f  the stock  on a constructive  trust th eory , 

negotiations between We stga te -C a liforn ia  and the R ece iv er  w ere under

taken to see whether som e am icable agreem ent for  the d istribution  o f 

the p roceed s o f  the sale o f  the Golconda stock  could be reached .

We stgate -C a liforn ia  c la im ed , am ong other things, that there 

was substantial question whether W escal P ro p e r t ie s , Inc. had ev er  

rece ived  the benefits o f the $4, 500, 000 debt shown on the books o f  the 

R e ce iv e r , and, th ere fo re , whether it in fact owed $ 4 ,5 0 0 ,00 0  to the 

USNB re ce iv e rsh ip . It further argued that any additional c la im  in the 

p roceed s  beyond $4 ,500 , 000 was totally  without foundation. It claim ed 

in fact that there was substantial doubt that We stgate-C a liforn ia  had 

obtained the benefits o f a large portion  o f the other loans due from  its 

su bsid ia ries  on the books o f  the re ce iv e rsh ip , and suggested that it was 

prepared  to litigate ex ten sive ly , in bankruptcy if  n e ce ssa ry , to prove 

the point. F inally , it cla im ed that the entire p roceed s o f  the sale o f the 

Golconda stock w ere needed to provide w orking capital fo r  We stgate - 

C a liforn ia , and that without it, We stga te -C a liforn ia  would co llap se  and
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the co lle ction  o f the entire debt owed by W estgate-C aliforn ia  to the 

re ce iv ersh ip  would be jeop ard ized . The situation was com plicated  by 

a lien  which the Internal Revenue S erv ice  had obtained on a ll a ssets o f 

W estgate-C a lifo rn ia , including the Golconda stock , fo r  the purpose o f 

insuring payment by W estgate-C a liforn ia  o f a tax cla im  for  $4, 200, 000 

a lleged ly  owed the United States by W estgate-C a liforn ia .

F ollow ing extensive negotiations, W estgate-C aliforn ia  made a 

form a l request to the R ece iv er  on F ebruary  13, 1974 that the R ece iv er : 

(1) d e fer a ll principal paym ents on the debt owed by W estgate-C aliforn ia  

to som e un specified  date, (2) can cel any in terest now due or to a ccru e  on 

that debt, (3) waive the R e ce iv e r 's  secu rity  in terest in the stock  o f 

Golconda C orporation , and (4) waive the R e ce iv e r 's  rights to any proceeds 

o f  the contem plated sale o f Golconda stock . As consideration , W estgate- 

C aliforn ia  o ffered  to con firm  and not contest a ll debt owed by W estgate- 

C aliforn ia  to the R ece iv er  (in amounts to which the two parties m ight 

agree based on inform ation  then known) and a ll co lla tera l purportedly 

held by  the R ece iv er  as secu rity  th ere for . As a further inducem ent, 

W estgate-C a liforn ia  a lso  subm itted financial p ro jection s which it cla im ed 

showed that, upon agreem ent by the R ece iv er  to its o ffe r , W estgate- 

C aliforn ia  would be able to pay the principal amount o f  thé debt to the 

R ece iv er  at som e unspecified  tim e in the future.
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In due co u rse , the R ece iv er  re je cted  that p roposa l s in ce , upon 

a n a lysis , it was c le a r  that acceptan ce o f the p roposa l would not have 

led  to a greater r e co v e ry  fo r  the re ce iv e rsh ip  estate and, in fact, m ight 

have led to a le s s e r  r e co v e ry  fo r  the estate . N egotiations continued 

with We stga te -C a liforn ia , but no agreem ent was reached  until the parent 

We stga te -C a liforn ia  C orporation  and its subsid iary  We seal P ro p e rt ie s ,

Inc. voluntarily  went into a Chapter X p roceed in g  on F ebru ary  26, 1974.

The R ece iv er  was unable to reach  an accom m odation  with 

We stgate-C a liforn ia  p r io r  to its bankruptcy petition, since in a ll cases  

the o ffe rs  m ade by We stga te -C a liforn ia  contem plated the seriou s weakening 

o f  the R e c e iv e r 's  position  v is -a -v is  other c re d ito rs , actual or p rosp ective , 

and o ffered  as con sideration  only the p rosp ects  o f lo n g -te rm  partial 

repaym ent that was speculative at best. We stgate-C a liforn ia  seem ed 

to fee l that the re ce iv e rsh ip  had a continuing in terest, as a su cce sso r  

bank, to fund its op era tion s, and that We stg a te -C a lifo rn ia 's  repaym ent 

o f  debt a lready  in default was secon dary  to protecting the equity in terests 

o f  We stg a te -C a lifo rn ia 's  capital noteholders and sh areh olders. Its 

argum ents w ere supported only by unaudited fig u res , and these seem ed 

to change sign ificantly  with each  request. Upon a n a lysis , none o f  the 

figu res showed that the re ce iv e rsh ip  would benefit from  the requests

being m ade.
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The prevailing  attitude o f W estgate-C aliforn ia  had been , until 

the appointm ent o f  a T rustee in Bankruptcy, that the conglom erate 

should be run as if  it was an untroubled and bankable bu sin ess , and 

that no part o f the conglom erate should be liquidated (with the possib le  

exception  o f certa in  rea l estate it owned in downtown San D iego). The 

R e ce iv e r ’ s analysis was that none o f this was p ossib le  unless the R ece iv er  

surrendered  substantial rights and in terests it held, a surrender which 

showed no prom ise  o f  ultim ate repaym ent. In d irect contrast to this 

approach, the new T ru stee , M r. Curvin T ron e , suggested to the Board 

o f D ire cto rs  o f the FDIC in a m eeting held in W ashington, D. C. , on 

M arch 15, 1974, that there should be an o rd e r ly  liquidation o f som e 

parts o f  the We stgate-C a liforn ia  operation . He a lso  suggested that the 

FDIC, as w ell as other c re d ito rs , had som e repaym ent due them  and 

consideration  should be given to them  as w ell as to em p loyees , s to ck 

h o ld ers , and debenture holders o f  We stgate-C a liforn ia .

The T rustee had filed  a petition under Chapter X cla im ing that 

it could reorgan ize  We stgate-C a liforn ia  su ccessfu lly . Even though 

the R ece iv er  form a lly  ob jected  to that petition, claim ing that any 

reorgan ization  would be u n su ccessfu l, the R ece iv er  felt that with the 

changed attitude re flected  by the new T rustee it could p rop erly  begin 

negotiations to see if  there was som e way to reach  an accom m odation
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w hich would perm it the p roceed s  from  the sale o f  the Golconda stock to be 

distributed to the benefit o f  the Internal Revenue S erv ice , the R e ce iv e r , 

and the T ru stee , and perm it him  a period  o f tim e to apply his sk ills and 

busin ess exp erien ce  to W estg a te -C a liforn ia 's  p ervasive  p rob lem s.

The R ece iv er  con sidered  it essen tia l to insure that its position  

v is -a -v is  the T ru stee , other cred ito rs  o f W est ga te -C a liforn ia , and 

equity holders o f  W estgate-C aliforn ia  would not be dim inished by any 

agreem ent reached  with the T ru stee , and that the We stgate-C a liforn ia  

a ssets  did not dim inish  in value. L ik ew ise , IRS found its e lf  hard p ressed  

to a ccep t anything but full cash payment for  the $ 4 ,2 0 0 ,00 0  a lleged ly  

owed it by We stga te -C a liforn ia . We stga te -C a liforn ia , on the other hand, 

needed a significant part o f  the p roceed s o f  the sale o f Golconda stock 

fo r  w orking capital or  it was m eaningless for  it to enter into any a g re e 

m ent. Since the p roceed s  o f  the sale o f  the Golconda stock amounted to 

only $9, 752 ,985 . 50, it was c lea r  that a ll parties could not be satisfied  

com p lete ly . In due co u rse , a com p rom ise  agreem ent for  the d istribution  

o f the p roceed s o f this sale was entered into on A pril 9, 1974.

The agreem ent is lengthy and detailed , but from  the standpoint 

o f  the R e ce iv e r , it seem ed desirab le  since (1) the R ece iv er  im m ediately  

rece ived  $3 ,5 0 0 , 000 from  the sale o f the Golconda stock without lit ig a 

tion, (2) the T rustee agreed  system atica lly  to use his b est e fforts  to
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liquidate in an o rd e r ly  fashion com panies in W estgate-C aliforn ia  other 

than those in the seafood  d iv is ion , within the follow ing two y ea rs , (3) 

paym ent was com m itted  to the R ece iv er  o f amounts obtained from  the 

sale o f  certa in  su bsid iary  com panies even though no loan outstanding to 

such com panies then appeared on the R e ce iv e r 's  book s , (4) the Trustee 

agreed  to a schedule o f  debt repaym ent which would allow  repaym ents 

made to be applied at the d iscre tion  o f the R ece iv er  (which m eant such 

repaym ents could be applied firs t  to unsecured  o r  p oorly  secu red  loans 

thereby keeping the R e ce iv e r 's  good secu rity  intact), and (5) the T rustee 

gave the R ece iv er  secu rity  fo r  loans or  bankers acceptan ces that w ere 

unsecured at the tim e. M ost im portantly, the agreem ent re flected  that 

one o f  the purposes o f the T rustee in reorgan ization  was to pay cred itors  

o f We stga te -C a liforn ia .

F rom  the standpoint o f We stga te -C a liforn ia , and in d irectly  from  

the standpoint o f  the re ce iv e rsh ip , the agreem ent provided a m eans 

w hereby We stgate-C a liforn ia  could continue norm al operations while 

attem pting to se ll certa in  assets  and com pan ies. Schedules which 

We stgate-C a liforn ia  furnished at that tim e showed pro jection s o f incom e 

and cash flow  which indicated that it could and would pay the re ce iv ersh ip  

approxim ately  $4. 5 m illion  by the end o f 1974, som e o f it from  the p r o 

ceeds o f  liquidation and som e from  current earnings.
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Since A p ril 9» there has been som e d eteriora tion  in the cash 

flow  and incom e resu lts  o f W estga te -C a liforn ia 1 s operations v is -a -v is  

the foreca sted  resu lts , but there has a lso  been substantial reduction  

o f debt. While it appears at this tim e that W estgate-C a liforn ia  w ill 

not be able to pay d ire ct ly  any part o f the $4, 500, 000 p ro jected  fo r  

1974, and that the T rustee has failed  to m eet som e o f the target dates 

established  for  selling certa in  o f the a ssets  in the con g lom era te , the 

R e ce iv e r  n everth eless b e lieves  that there have been  substantial benefits 

a ccru in g  to the re ce iv ersh ip  from  the A p ril agreem ent. We stgate - 

C aliforn ia  has been  able to operate in a norm al m anner and has not 

been  fo rced  to liquidate assets  at d is tressed  p r ice s . These conditions 

m ade it p ossib le  to reach  a favorable  sale o f the downtown San Diego 

b lock  containing the We stgate P laza Hotel in the sum m er o f 1974. 

S im ila rly , an additional $2, 070,280 was paid to the R ece iv er  from  the 

p roceed s  o f the Golconda sale when the IRS re lea sed  som e o f its cla im s 

e a r lie r  this sum m er, bringing to $5 .5  m illion  the total amount rea lized  

b y  the R ece iv er  in this transaction  without litigation . We further 

b e lieve  that the A p ril com p rom ise  has probably  in creased  our lik ely  

net r e co v e ry  in the whole We stgate -C a liforn ia  line.

At the present tim e, the R ece iv e r  is con siderin g  a request by 

We stg a te -C a lifo rn ia 's  T rustee to restru ctu re  the debt from  We stgate- 

C aliforn ia  to the R ece iv er  on a lon g -te rm  basis  and to provide an
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additional $5 m illion  o f w orking capital on a sh ort-te rm  b a s is . We 

are in the m idst o f  analyzing that request at the present tim e and have 

not yet reached any conclusion s with resp ect to it.

V. L itigation  By and A gainst the R ece iversh ip  Estate

E very  re ce iv ersh ip  involves the FDIC in litigation , and there 

is obv iou sly  m ore  o f it when the re ce iv ersh ip  is as large and as com plex  

as the USNB rece iv ersh ip . The principa l litigation  e fforts  in which we 

are currently  engaged include the follow ing:

Attacks on the P urchase and Assum ption A greem ent with C ro ck e r . 

In addition to the two lawsuits filed  by holders o f  USNB standby letters o f 

cred it to which I have p rev iou sly  re fe rred  in Part II o f this statem ent, a 

m ore recen t case has been filed  which a lso  attacks certa in  p rov ision s o f 

the A greem ent between FDIC as R ece iv er  and C rock er. This ca se ,

340 Spring St. Co. v, FDIC, represen ts a c r o s s -c la im  against FDIC by 

the owner o f a building which USNB leased  as a branch  o ffice . The 

building was occu pied  tem p ora rily  by C rock er , but the lease  has since 

been term inated by the R e ce iv e r . The plaintiffs seek dam ages for 

alleged default on the lease and a declaration  that the purchase and 

assum ption transaction  with C rock er was illega l to the extent it did not 

require full perform an ce o f  USNB's lease ob ligations. This action  was 

com m enced just recen tly , and no answ er has yet been filed  by FDIC.
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Bond C laim s and D ir e c to r 's  L iab ility  M atters. FDIC personnel 

have been conducting a thorough exam ination o f USNB's re co rd s  since 

O ctober 1973 with a view  to developing and presenting substantial cla im s 

under USNB’ s bankers blanket bond. To date cla im s totalling $153 m illion  

have been filed  with the bonding com pany w hich w rote USNB's p o licy , 

although re co v e ry  would be lim ited  to no m ore  than $10 m illion  for  each 

USNB o ff ic e r  shown to have com m itted  independent v iolations it its term s 

w hich m ay as a p ra ctica l m atter lim it total r e co v e ry  to $10 m illion .

The FDIC is a lso  attem pting to prosecute  cla im s against fo rm er 

d ire c to rs  o f USNB. These e ffo rts  have been com plicated  by reason  o f 

two actions filed  against such d ire c to rs  by m inority  shareholders o f 

USNB shortly  a fter the bank c losed . These com plain ts, H arm sen v. 

Sm ith, et a l. and Hansen v. Smith, et a l. (which have since been co n 

solidated) sought re co v e ry  against certa in  d ire cto rs  o f USNB fo r  alleged 

v iolations o f  the Secu rities Exchange A ct o f 1934, for  v iolations o f the 

National Bank A ct, and for  b reach es o f their fidu ciary  duties. The 

FDIC b e lieves  that these actions are essen tia lly  derivative in nature 

and th ere fore  has sought and re ce ived  p erm iss ion  to intervene as USNB's 

R e ce iv e r . H ow ever, the FDIC has been denied the exclu sive  right to 

p rosecu te  this c la im  and is in the p ro ce ss  o f m aking an in terlocu tory  

appeal o f that ruling to the United States Court o f  A ppeals fo r  the Ninth
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C ircuit. As p laintiff in intervention , the FDIC has filed  its own 

com plaint against the d ire cto rs  which seeks re co v e ry , am ong other 

things, fo r  a lleged violations o f  the National Bank A ct and o f the 

d ire cto rs ' com m on law duties o f care  and loyalty.

Franklin  National Bank v . USNB. Shortly a fter USNB was 

declared insolvent, Franklin National Bank filed  a suit requesting 

resc iss ion  and dam ages in connection  with $5 m illion  in capital deben

tures it had purchased from  USNB. The suit a lleges violations o f the 

federal secu rities  laws and com m on law fraud. A s o f O ctober 8, 1974, 

the date o f  Franklin National B ank's own fa ilu re , the action  was involved 

in ponderous d is co v e ry  e ffo rts  and had not yet proceeded  to tr ia l. How

ever, in the wake o f Franklin National B ank's c los in g  and the appointm ent 

of FDIC as it£  R ece iv er  as w ell, the case has been stayed. The FDIC 

is currently  developing plans to deal e ffe ctiv e ly  and fa ir ly  with its 

statutorily im posed  resp on sib ility  fo r  handling re ce iv ersh ip  estates 

with c le a r ly  d ivergent in terests .

W estgate-C aliforn ia  P ro ce e d in g s . In addition to taking the p r o 

tective lega l steps in We stg a te -C a lifo rn ia 's  Chapter X reorganization  

proceedings which led to the com p rom ise  agreem ent o f  A p ril 9, 1974, 

the FDIC as R ece iv er  instituted a suit in the United State’s D istr ict 

Court fo r  the Southern D istr ict  o f  C alifornia  against four com panies o f
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the W estgate-C a liforn ia  con g lom erate . This suit, against W estgate 

L ife  Insurance Co. , South P la za , Inc. , W estgate C aribe , Inc. , and 

We stga te -C a liforn ia  F ood s, seeks re co v e ry  o f $3 .99  m illion . The 

com plaint is based on the apparent p ractice  o f  shifting the loan ob lig a 

tions o f  m a jor  W estgate su bsid iaries to other entities with the resu lt 

that the loans are still outstanding. The R ece iv er  is cu rren tly  p rep a r

ing an am ended com plaint in this m atter.

A dditionally , the R ece iv e r  has filed  substantial cla im s in 

W estga te -C a liforn ia 's  Chapter X reorgan ization  p roceed in gs. These 

c la im s seek re co v e ry  o f $48 m illion  based on continuing guarantees by  

the parent corp ora tion  o f su bsid iary  debts and further seeks re co v e ry  

o f  $110 m illion  on the theory  that the parent is  indebted to USNB by 

reason  of:

(a) M oneys obtained from  USNB on loans made under 

fa lse  pretenses and by m isrep resen tation  as to the 

identities o f  the b orro w e rs  or u sers  o f  such m on eys, 

the uses o f  such m oneys and the sou rces  o f repaym ent 

o f  such m on eys, a ll o f  w hich m oneys w ere in fact 

re ce ived  and used by and fo r  the benefit o f  the parent; 

and

(b) The parent's a ss is tin g , agreein g , aiding and abetting 

C. Arnholt Smith, a d ire c to r , o ff ic e r  and controlling

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



-  33 -

shareholder o f  USNB, in violating his fid u ciary  

duties and duties o f  care  to USNB by obtaining 

m oneys in said amount from  USNB fo r  the use 

and benefit o f  W estgate-C a liforn ia , without 

approval o f the board  o f  d ire cto rs  o r  stockholders 

o f  USNB, in v iolation  o f  12 U. S. C. § 84, without 

regard  to sound banking and cred it p ractices  and 

fo r  the purpose o f benefiting We stgate-C aliforn ia  

at the expense o f USNB.

To date, We stgate -C a liforn ia  C orp oration 's  T rustee has not acted on 

these cla im s o r  any o f  the other cla im s filed  against it by others which 

together aggregate approxim ately  $ 1 .5  b illion .

Other L itigation . There a re , o f  co u rse , m any m ore  cases  both 

by  and against the FDIC as R ece iv er  o f USNB. H ow ever, m ost o f  these 

ca ses  w ere pending p r io r  to the bank's c los in g  and are routine in sofar as 

they present lega l questions not unlike those a ssocia ted  with norm al 

banking operation s. These ca ses  involve such questions as violations o f 

m argin requ irem ents by  USNB, breach es o f con tract, general tort c la im s , 

e tc . While there are approxim ately  two hundred cases o f  a ll types pend

ing in the USNB re ce iv e rsh ip , the m atters d iscu ssed  above relate to legal 

issu es  o f  sp ecia l sign ificance in the conduct o f the re ce iv ersh ip .
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