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Case #1 – Old dog, new trick.
The Financial Institutions Reform, Recovery and Enforcement Act of 1989 (FIRREA) lets Regulators pursue civil and criminal penalties against parties that do financial harm to insured institutions. The example below shows how FIRREA was commonly used in the 1990s. 
· First State Bank was unprofitable and poorly capitalized. However, the lack of profit didn’t stop the board from paying quarterly dividends. 


· The bank’s largest shareholder was also its president and chairman. He needed the dividend payments to maintain his lifestyle.


· The Regulators issued a C&D and stopped the payment of dividends. 


· The president renegotiated the banks IT service agreement. The new agreement established a fixed-price structure that would save the bank money if it grew 40% or more. However, little or no growth would result in much higher costs. The growth never happened; the bank failed.


· Concurrent with the new agreement, the president became a paid consultant for the IT company. The payments he received were substantial and required little work. The consulting agreement ended when the bank failed.
FIRREA gives regulators the authority to void deals like this. It also lets them pursue civil and criminal penalties against those who enter them. Regulatory actions pursuant to FIRREA were common in the 1990s, but rarely seen in the past ten years—but that’s changing. In April of this year, the Department of Justice (DOJ) used a unique interpretation of FIRREA to sue a New York bank. 
· DOJ concluded the bank’s marketing materials for certain commercial customers were intentionally misleading—and the intent to deceive could result in future litigation costs and other financial liabilities. 


· No such costs or liabilities existed at the time the suit was filed—but that doesn’t matter. DOJ contends that FIRREA allows for civil proceedings when management’s actions create an excessive risk of loss. (Note: this case is a first; FIRREA has not been used like this before.)


· The bank asserts that since no loss has occurred, the case is meritless; the presiding judge disagrees and the case is moving forward.


Please understand that DOJ is pursuing civil action. A criminal action would require DOJ to convince twelve jurors that management intentionally behaved recklessly, to the detriment of the bank. A civil action only requires DOJ to establish a preponderance of guilt (that is, more likely than not)—and in most cases that’s not hard to do.
The NY bank is not alone—FIRREA civil suits are pending against several banks. A case against a Delaware bank that settled in July is outlined below.
· The bank had a customer that handled check processing for several small businesses. The checks were converted to ACH transactions and sent to the bank for collection. 


· The customer is being prosecuted for fraud, after it submitted the same transactions multiple times. The amount stolen was $500,000. 


· In its civil FIRREA suit, DOJ asserted the bank should have required proof from the originator that all transactions were authorized, or, had suitable procedures to detect ongoing fraud.

· The bank settled the suit by agreeing to reimburse anyone who was a victim of this crime. It also paid a $15 million civil penalty (which is 30-times the amount of the loss). 
As is always the case, state attorney general (AG) offices emulate the Feds when there are monies to be collected. The story outlined below may be a harbinger of things to come.
· A state bank in the mid part of the country was a victim of ACH corporate account takeover (CAT) fraud earlier this year. The bank lost $203,000. 

· The regulators ordered the bank to create procedures for combating ACH fraud; management complied with the order.


· However, the procedures were ineffective. In August the bank suffered a second CAT loss (this one for $99,000). 


· In September, the state’s AG notified the bank of its intent to use FIRREA to pursue civil litigation and ask for penalties of $1.5 million. The AG also intends to recover the cost of litigation. If the case goes to court and the AG wins, the bank’s 2013 earnings will be reduced 38%.


“The AG’s proposed suit contends that management was negligent and hurt shareholder value,” said the bank’s CEO. “This is armchair quarterbacking at its worst. And if the suit is successful, the bank and shareholders are hurt even more. This action by the AG is horribly wrong … it makes no sense.” 
“We’re purchasing the Barnett anti-fraud system and trying to negotiate a more reasonable penalty,” said the CEO. “At this point, it’s all we can do.” 

Wayne Barnett Software (www.barnettsoftware.com) has products that help with BSA/AML compliance, fraud detection (with special emphasis on ACH & IATs) and Wire Transfer Ops. Please contact us at 877-945-4344 or at wbarnett@barnettsoftware.com. [image: image1.png]
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