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EXAMINING THE STATE OF THE
BANKING INDUSTRY

WEDNESDAY, OCTOBER 14, 2009

U.S. SENATE,
SUBCOMMITTEE ON FINANCIAL INSTITUTIONS,
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS,
Washington, DC.

The Subcommittee met in room SD-538, Dirksen Senate Office
Building, Senator Tim Johnson, Chairman of the Subcommittee,
presiding.

OPENING STATEMENT OF SENATOR TIM JOHNSON

Senator JOHNSON. As Congress and this Committee continue its
work to stabilize financial institutions and promote our Nation’s
economic recovery, I have called this hearing today for regulators
to give us an update on the current conditions of the financial insti-
tutions in our country. It is vital that we know what continuing
challenges and concerns our Nation’s institutions face. Specifically,
I continue to be concerned about the lending environment for small
businesses, the capital needs of institutions, and the impact of com-
mercial real estate and other loan portfolios on balance sheets. In
addition, while many of the large banks in our country have sta-
bilized, the FDIC’s list of troubled banks, many of them small com-
munity banks, is growing.

While restructuring our Nation’s regulatory system is this Com-
mittee’s top priority, I do not think we can do that without a clear
understanding of what is happening within the sector. Concerns
and problems within individual financial institutions will still exist
even with a new regulatory structure. Continuing to ensure the
safety and soundness of viable institutions and the overall financial
stability of our Nation’s economy is vital to protecting all Ameri-
cans’ pocketbooks, savings, and retirement.

I want to thank the witnesses for being here today, and I look
forward to hearing from each of you regarding any developing
trends or concerns within the banking industry or throughout the
economy, and to hear of the regulatory or supervisory steps your
agencies are taking to respond to these challenges.

I will now turn to Senator Crapo for his opening statement.

STATEMENT OF SENATOR MIKE CRAPO

Senator CRAPO. Thank you very much, Mr. Chairman, for hold-
ing this hearing to examine the current status of the banking and
credit union industry. Failures of small banks continue to grow,
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and the key trouble spots are looming, such as commercial real es-
tate loans.

According to a recent New York Times article, about $870 billion,
or roughly half of the industry’s $1.8 trillion of commercial real es-
tate loans, now sit on the balance sheet of small and medium-sized
banks. I am interested in learning to what extent the TALF, or
Term Asset-backed Securities Loan Facility, encouraged capital to
enter the commercial real estate market and what other steps reg-
ulators can and should take to address this problem.

Many community banks and credit unions have tried to fill the
lending gap created by the credit crisis. Even with these efforts, it
is apparent that many consumers and small businesses are not re-
ceiving the lending they need to refinance their home loan, to ex-
tend or keep their current business line of credit, or to receive cap-
ital for new business opportunities.

Regulators need to be mindful that they strike the appropriate
balance to bolster capital and meet the credit needs of our econ-
omy, and FASB’s new rules on off-balance sheets will create chal-
lenges on this point.

As we begin to explore options to modernize our financial regu-
latory structure, it is important that our new structure allows fi-
nancial institutions to play an essential role in the U.S. economy
by providing a means for consumers and businesses to save for the
future, protect and hedge against risk, and promote lending oppor-
tunities.

Again, Mr. Chairman, I thank you for holding this hearing. I look
forward to working with you and others on these issues.

Senator JOHNSON. Senator Merkley. And I encourage members to
bekbl(‘iief since there are seven panelists and many questions to be
asked.

STATEMENT OF SENATOR JEFF MERKLEY

Senator MERKLEY. Thank you very much, Mr. Chair, for holding
this hearing on the state of the banking industry. I want to be very
clear that I am concerned about the effect of this crisis on our com-
munity banks. Our national economic crisis was sparked by the
preemption of State predatory lending laws, the sale of mortgages,
and certainly the securitization of these mortgages by Wall Street.

But it is our community banks who have been hit with repeated
FDIC assessments, who have seen asset values fall, and who have
seen their regulators tighten the noose. Unlike institutions that
were deemed “too big to fail,” our community banks apparently are
deemed “small enough to fail.”

Despite the fact that community banks had little to do with caus-
ing our crisis, our community banks have been unable to lend.
They are stuck with a Catch-22 situation where private sector in-
vestors are unwilling to deploy money unless the banks have TARP
money in them, and TARP will not go into small banks out of con-
cern for capitalization. Instead, the small banks are told to raise
more money.

I was very skeptical of TARP when first authorized because I felt
it was focused too much on our Nation’s largest banks. Now, given
the crisis we are facing in Oregon and across the Nation, it is ap-
parent that we need to speed credit access to the economy, and I
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believe that we need to support the recapitalization of our commu-
nity banks as one of the best ways to get capital flowing to Main
Street and get job growth started in our economy.

Mr. Chair, over the next days and weeks, I will look forward to
working with you and members of the Subcommittee and full Com-
mittee to figure out ways to break this gridlock and get capital
flowing back to our community banks.

Senator JOHNSON. Senator Bunning.

STATEMENT OF SENATOR JIM BUNNING

Senator BUNNING. I have no opening statement. I want to get to
questions. Thank you.

Senator JOHNSON. Thank you.

Senator Warner.

STATEMENT OF SENATOR MARK WARNER

Senator WARNER. I know we have got a lot of panelists. I will
wait for my questions as well.
Senator JOHNSON. Senator Brown.

STATEMENT OF SENATOR SHERROD BROWN

Senator BROWN. Thank you, Mr. Chairman, and I will be brief.

Yesterday, I had a roundtable of 15, 16, 17 small manufacturers
in my boyhood home town of Mansfield, Ohio, a community of
50,000 that has lost a lot of manufacturing jobs, as much of the
Midwest and much of the country have. Over and over, the discus-
sion turned to they cannot get credit. You know that. Small busi-
ness generally cannot get credit. Manufacturers have even more
trouble getting credit than other small businesses, and auto chain
manufacturers, auto supply chain manufacturers have even more
trouble getting credit than other manufacturers.

They typically went around the table and blamed—they did not
blame the banks. They mostly blamed regulators, of course. I hope
that we learn in this hearing what we can do as policymakers to
increase the flow of credit, especially to manufacturers. It sort of
goes without saying that pulling us out of this recession—at least
in historical terms, what pulls us out of recessions are housing and
manufacturing, especially auto manufacturing, understanding more
in my State than some others. But it is particularly important that
manufacturing get the credit it needs. They have people to sell to
more and more. They have people that are working 30 hours that
want to work 40, and then they want to hire more people. But they
cannot do any of that. They have got skilled workers, obviously, but
they cannot do any of that unless credit is more liquid to them.

So I ask your assistance in that. I said they blame the regu-
lators. I do not necessarily. I think banks are fearful and cautious,
for good reasons sometimes, and sometimes not so good reasons.
But we are counting on you.

Thanks.

Senator JOHNSON. Senator Tester.

[No response.]

Senator JOHNSON. I would like to welcome our witnesses. I ap-
preciate your taking the time out of your busy schedules to be here
today.
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Today our panel of witnesses includes: Sheila Bair, Chairman of
the Federal Deposit Insurance Corporation; John Dugan, Comp-
troller of the Office of the Comptroller of the Currency; and Gov-
ernor Dan Tarullo, member of the Board of Governors of the Fed-
eral Reserve System. We are also welcoming Debbie Matz, Chair-
man of the National Credit Union Administration, to the panel for
the first time since her confirmation over the summer.

I would also like to welcome Timothy Ward, Deputy Director of
Examinations, Supervision, and Consumer Protection at the Office
of Thrift Supervision; Joseph Smith, the North Carolina Commis-
sioner of Banks, on behalf of the Conference of State Bank Super-
visors; and Thomas Candon, Deputy Commissioner of the Vermont
Department of Banking, Insurance, Securities, and Health Care
Administration, and Chairman of the National Association of State
Credit Union Supervisors.

While many of you have already been before the Committee
many times this year on various topics, today we are continuing
the important conversation of the state of the banking sector. I will
ask that the witnesses please limit their testimony to 5 minutes.
Your full statements and any additional materials you may have
will be entered into the record.

Chairman Bair, please begin.

STATEMENT OF SHEILA C. BAIR, CHAIRMAN, FEDERAL
DEPOSIT INSURANCE CORPORATION

Ms. BAIR. Thank you. Chairman dJohnson, Ranking Member
Crapo, and members of the Committee, I appreciate the oppor-
tunity to testify on behalf of the FDIC regarding the condition of
the banking industry and the measures being taken by the FDIC
to address the challenges facing us in the current environment. We
meet today just 1 year after the historic liquidity crisis in global
financial markets that prompted an unprecedented response on the
part of governments around the world.

The financial landscape today is more stable than a year ago.
Conditions appear to be moderating, and the liquidity of financial
markets has improved. Even as we seek to end the extraordinary
programs that were effective in addressing the liquidity crisis, we
recognize that much more work needs to be done to meet the credit
needs of households and small businesses.

There is evidence that the U.S. economy is growing once again,
but bank performance typically lags behind economic recovery, and
this cycle is no exception. High levels of distressed assets have led
to weak financial performance at many FDIC-insured institutions.
These have been concentrated in three main areas: residential
mortgage loans, construction loans, and credit cards. Continued
high unemployment threatens to keep loss rates elevated for an ex-
tended period. As the economy improves, however, loss rates should
moderate.

Looking forward, the most prominent risk during the next sev-
eral quarters is commercial real estate. Property cash-flows are
falling due to declining rents and rising vacancies. Also, falling
property prices will make it difficult for some borrowers to renew
their financing.
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Given the substantial challenges faced by financial institutions,
the FDIC maintains a balanced supervisory approach that focuses
on strong oversight but remains sensitive to economic and real es-
tate market conditions. We support banks’ efforts to lend to credit-
worthy borrowers and to work constructively with existing bor-
rowers to restructure loans where appropriate.

I have heard reports that examiners are requiring banks to write
down sound performing loans. I can assure you that that is not the
policy of the FDIC. The Federal banking agencies are finalizing
guidance on commercial real estate loan workouts that will make
that clear.

The FDIC has expressed support for making loans to credit-
worthy borrowers in numerous industry forums and in last Novem-
ber’s interagency statement. In particular, banks should continue
to provide credit to small businesses, an engine of growth that cre-
ates jobs.

Poor credit quality and weak earnings have led to a surge in
bank and thrift failures. So far this year, we have had 98 failures.
While we do not expect failures at the levels experienced in the late
1980s and early 1990s, our loss rates have been significant.

To address adverse market conditions, the FDIC has employed
additional resolution strategies that proved successful in the 1990s:
loss-sharing agreements and structured transactions. These ar-
rangements allow the FDIC to quickly return assets to the private
sector, obtain better pricing, and minimize disruption to borrowers
and communities from a bank failure. They save money for the de-
posit insurance fund and streamline our resolution workload.

As a result of increased bank failures, the deposit insurance fund
is projected to need a new infusion of cash next year. To meet the
fund’s liquidity needs, we are seeking public comment on a pro-
posal to collect $45 billion through a prepayment of deposit insur-
ance assessments instead of a special assessment.

In addition, we are implementing a restoration plan that should
return the fund to a positive balance in 2012 and the reserve ratio
to the minimum of 1.15 percent within the statutory 8-year time-
frame.

The FDIC will continue protecting insured depositors as we have
for over 75 years. No depositor has ever lost a penny of insured de-
posits and never will.

In closing, I would urge Congress to consider the impact of any
new legislative initiatives on the structure of the banking industry
as we emerge from this crisis. If reform measures perpetuate too
big to fail, there will be a further trend toward consolidation into
large and more complex institutions at the expense of smaller and
more transparent competitors.

I urge Congress to implement policies that will assure continu-
ation of a robust community banking sector, and when institutions
do fail, as some inevitably will, we need a strong resolution author-
ity that will assure market discipline on all institutions, large and
small.

Thank you very much.

Senator JOHNSON. Thank you.

Mr. Dugan.
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STATEMENT OF JOHN C. DUGAN, COMPTROLLER OF THE CUR-
RENCY, OFFICE OF THE COMPTROLLER OF THE CURRENCY

Mr. DUGAN. Thank you, Chairman Johnson, Senator Crapo, and
members of the Subcommittee. I am pleased to testify on the cur-
rent condition of the national banking system, including trends in
bank lending, asset quality, and problem banks. The OCC super-
vises over 1,600 national banks and Federal branches, which con-
stitute approximately 18 percent of all federally insured banks and
thrifts, holding just over 61 percent of all bank and thrift assets.
As described in my written statement, the OCC has separate su-
pervisory programs for large, mid-sized, and community banks that
are tailored to the unique challenges faced by each.

Today I would like to focus on three key points.

First, despite early signs of the recession ending, credit quality
is continuing to worsen across almost every class of asset in banks
of almost every size. The strains on borrowers that first appeared
in the housing sector have spread to other retail and commercial
borrowers. For some credit portfolio segments, the rate of nonper-
forming loans is at or near historical highs. In many cases, this de-
clining asset quality reflects risks that have been built up over
time.

While we are seeing some initial signs of improvement in some
asset classes, as the economy begins to recover, it will take time
for problem credits to work their way through the banking system
because credit losses often lag behind the return to economic
growth.

Second, it is very important to keep in mind that the vast major-
ity of national banks are strong and have the financial capacity to
withstand declining asset quality. As I noted in testimony before
the full Committee last year, we anticipated that credit quality
would worsen and that banks would need to further strengthen
their capital and loan loss reserves. Net capital levels in national
banks have increased by more than $186 billion over the last 2
%eﬁtrs, and net increases to loan loss reserves have exceeded $92

111101.

While these increases have considerably strengthened national
banks, we anticipate additional capital and reserves will be needed
to absorb additional potential losses in banks’ portfolios. In some
cases, that may not be possible, however, and as a result, there will
continue to be a number of smaller institutions that are not likely
to survive their mounting credit problems.

In these cases, we are working closely with the FDIC to ensure
timely resolutions in a manner that is least disruptive to local com-
munities.

Third, during this stressful period, we are extremely mindful of
the need to maintain a balanced approach in our supervision of na-
tional banks. We strive continually to ensure that our examiners
are doing just that. We are encouraging banks to work construc-
tively with borrowers who may be facing difficulties and to make
new loans to creditworthy borrowers, although it is true that in to-
day’s weaker economic environment, credit demand among busi-
nesses and consumers has significantly declined. And we have re-
peatedly and strongly emphasized that examiners should not dic-
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tate loan terms or require banks to charge off loans simply due to
declines in collateral values.

Balanced supervision, however, does not mean turning a blind
eye to credit and market conditions or simply allowing banks to
forestall recognizing problems on the hope that markets or bor-
rowers may turn around. As we have learned in our dealings with
problem banks, a key factor in restoring a bank to health is ensur-
ing that bank management realistically recognizes and addresses
problems as they emerge, even as they work with struggling bor-
rowers.

One area where national banks are stepping up efforts to work
with distressed borrowers is in foreclosure prevention. Our most re-
cent quarterly report on mortgage metrics shows that actions by
national bank servicers to keep Americans in their homes rose by
almost 22 percent in the second quarter. Notably, the percentage
of modifications that reduced monthly principal and interest pay-
ments increased to more than 78 percent of all new modifications,
up from about 54 percent the previous quarter. We view this as a
positive development since modifications that result in lower
monthly payments are less likely to redefault.

While many challenges lie ahead, especially with regard to the
significant decline in credit quality, I firmly believe that the collec-
tive measures that Government officials, bank regulators, and
many bankers have taken in recent months have put our financial
system on a much more sound footing. The OCC is firmly com-
mitted to a balanced approach that encourages bankers to lend and
to work with borrowers in a safe and sound manner while recog-
nizing and addressing problems on a timely basis.

Thank you.

Senator JOHNSON. Thank you, Mr. Dugan.

Mr. Tarullo.

STATEMENT OF DANIEL K. TARULLO, MEMBER, BOARD OF
GOVERNORS OF THE FEDERAL RESERVE SYSTEM

Mr. TARULLO. Thank you, Mr. Chairman, Senator Crapo, mem-
bers of the Subcommittee. Let me begin by echoing a few points
that my colleagues made in either their written or oral statements.

First, compared to the situation of 8 to 12 months ago, the finan-
cial system has been significantly stabilized. The largest banking
institutions, each of whose financial conditions was evaluated in
our stress tests and then announced to markets and the public,
have raised $60 billion in capital since last spring. We continue to
see a narrowing of spreads in some parts of the market, such as
corporate bonds, and in short-term funding markets.

Second, however, important segments of our credit system are
still not functioning effectively. Many securitization markets have
had trouble restarting without Government involvement. Lending
by commercial banks has declined through much of 2009. This de-
cline reflects both weaker demand and tighter supply conditions,
with particularly severe consequences for small and medium-sized
businesses, which are much more dependent on banks than on the
public capital markets that can be accessed by larger corporations.

Banks will continue to suffer significant losses in coming quar-
ters as residential mortgage markets continue to adjust. Losses on
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CRE loans, which represent a disproportionate share of the assets
of some small and medium-sized banks, are likely to climb. The
strains on these banks, when added to the more cautious under-
writing typical of recessions, compound the problems of small busi-
nesses that rely on community banks for their borrowing.

Third, it is important that bank supervisors take an even-handed
approach in examining banks during these stressful times. We cer-
tainly do not want examiners to exacerbate the problems of declin-
ing CRE prices and restricted availability of credit by reflexively
criticizing loans solely because, for example, the underlying collat-
eral has declined in value. At the same time, we do not want super-
visory forbearance that will put off inevitable losses, which may
well increase over time, with attendant implications for the Federal
Deposit Insurance Fund.

So it is relatively easy to summarize the situation and state the
problem. The question on everyone’s mind is when and how it can
be ameliorated. There are no easy answers, but let me offer a few
observations.

We as banking regulators should certainly redouble our efforts to
ensure that the even-handed guidance we are issuing in Wash-
ington will be implemented faithfully by our examiners throughout
the country. But we should not fool ourselves that even the best
implementation of this policy will come close to solving the prob-
lems caused by significantly reduced demand for commercial prop-
erties that were in many cases highly leveraged on the assumption
of rising asset prices.

The problems lie deeper. In a weak economy that has, in turn,
weakened many of our banks, supervisory guidance is neither ap-
propriate for, nor effective as, an economic stimulus measure. At
the most basic level, the strengthening of CRE markets and a re-
turn to a fully healthy banking system depend on growth in the
economy as a whole, and particularly on a reduction in unemploy-
ment.

I believe that the most important Federal Reserve action to pro-
mote CRE recovery is through our monetary policy. Our actions to
date have helped return the Nation to growth sooner than many
have expected. Nonetheless, because economic performance re-
mains relatively weak, the Federal Open Market Committee indi-
cated after our last meeting that conditions are likely to warrant
excep(‘icionally low levels of the Federal funds rate for an extended
period.

The Federal Reserve has also taken a series of steps to increase
liquidity for financing capital of interest to consumers and small
businesses, including the TALF program, which we recently ex-
tended through March, with a longer extension for commercial
mortgage-backed securities.

I suspect, though, that more direct efforts may be needed to
make credit available to some creditworthy small businesses. Con-
gress and the Administration may wish to consider temporary tar-
geted programs while conditions in the banking industry nor-
malize.

Thank you very much, Mr. Chairman.

Senator JOHNSON. Thank you.

Ms. Matz.
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STATEMENT OF DEBORAH MATZ, CHAIRMAN, NATIONAL
CREDIT UNION ADMINISTRATION

Ms. MATz. Thank you, Chairman Johnson, Senator Crapo, and
members of the Subcommittee. I am pleased to provide NCUA’s
views on the state of the industry.

As you have heard from my counterparts, the stress on the entire
financial sector has translated into a challenging time for financial
institutions, including credit unions. Nonetheless, I am confident
that credit unions can and will weather the storm.

Corporate credit unions pose the most serious challenges to the
credit union industry. Corporate credit unions are wholesale credit
unions created by retail credit unions to provide investment serv-
ices, liquidity, and payment systems. For four decades, this system
worked well. However, in 2008, corporate exposure to mortgage-
backed securities created tangible liquidity difficulties. In response
to a growing crisis, NCUA asked Congress to increase the bor-
rowing ceiling on our back-up liquidity source—the Central Liquid-
ity Facility. Congress granted NCUA’s request, and it is clear to me
that if you had not acted in such a swift and decisive manner, the
entire credit union system, not just the corporate network, would
have been in serious jeopardy.

Despite this successful intervention, problems continued. In
March, the two largest corporates were placed into conservatorship
by NCUA due to the deterioration in their portfolios. Losses flowed
through the system and resulted in writedowns of capital not only
by other corporates but by retail credit unions that invested in
these institutions. Given the tenuous real estate market, NCUA ex-
pects additional losses to materialize.

These conservatorships permit the corporate system to continue
to function and to serve retail credit unions and, most importantly,
their 90 million members. Again, a mechanism was developed, the
Corporate Credit Union Stabilization Fund, which permitted re-
plenishment by the industry over a 7-year period. This spreading
out of costs was critical as credit union earnings were already expe-
riencing pressures. The Corporate Stabilization Fund has per-
mitted NCUA to maintain its mandated equity ratio in the Share
Insurance Fund. At no point during this crisis has the equity ratio
fallen below the 1.2 percent established by Congress, and today it
stands at 1.3 percent, assuring consumers that their insured depos-
its are safe.

Retail credit unions have their own challenges independent of
the corporates. The good news is that, despite the troubled econ-
omy, credit union lending has increased by almost 8 percent since
2007. However, delinquencies and loan losses have also increased,
particularly in real estate lending. In 2007, about 0.3 percent of
such loans were delinquent. The figure now stands at 1.62 percent.

Industry-wide capital, while still strong, has declined from 11.8
percent in 2007 to 10 percent. On the one hand, I am encouraged
by the fact that 98 percent of the 7,700 federally insured credit
unions are at least adequately capitalized. On the other hand, 21
credit unions have failed so far this year compared to 18 in all of
2008. That number could well rise in 2010. Most troubling is the
increase in credit unions which have been downgraded to CAMEL
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4 and 5. Between December 2008 and August 2009, the assets of
credit unions in these categories have almost doubled.

Clearly, credit unions have not been spared from the harsh ef-
fects of the economic downturn. In tandem with the assessment of
corporate losses described above, this presents a difficult road for
credit unions to travel in 2010 and beyond.

NCUA has been proactive in our efforts to mitigate the situation.
NCUA examiners work with credit unions to avoid the riskiest
types of mortgage lending, and this oversight was complemented by
the fact that, as member-owned cooperatives, credit unions try to
put their members into lending products they can afford. As a re-
sult, the industry largely steers clear of exotic mortgage lending.
Only 2.3 percent of all credit union mortgage loans are exotic.

Additionally, NCUA has enhanced our supervision. We shortened
our examination cycle. We added 50 examiners in 2009 and antici-
pate adding 57 more in 2010, and we upgraded our risk manage-
ment system to identify and resolve problems more quickly.

NCUA has an obligation to consumers. As a safety and sound-
ness regulator, we will be successful if we preserve strong credit
unions capable of meeting the financial needs of their members.
Credit union members rightfully expect a reliable and well-capital-
ized deposit insurance regime. While the year ahead will be chal-
lenging, I am confident that we and the credit union industry we
regulate will be stronger in the end.

I welcome the opportunity to answer your questions.

Senator JOHNSON. Thank you, Ms. Matz.

Mr. Ward.

STATEMENT OF TIMOTHY T. WARD, DEPUTY DIRECTOR, EX-
AMINATIONS, SUPERVISION, AND CONSUMER PROTECTION,
OFFICE OF THRIFT SUPERVISION

Mr. WARD. Good afternoon, Chairman Johnson, Ranking Member
Crapo, and members of the Subcommittee. Thank you for the op-
portunity to testify today on the financial condition and perform-
ance of the thrift industry.

As of June 30, 2009, OTS regulated 794 thrift institutions with
combined assets of $1.1 trillion. We also regulated 459 savings and
loan holding companies with aggregated consolidated assets of ap-
proximately $5.5 trillion. Most OTS regulated thrifts are smaller,
community-based institutions. At the end of the second quarter, 86
percent of the thrifts had assets less than $1 billion. Three percent,
or 25 thrifts, had assets greater than $10 billion, and those 25
large thrifts held 66 percent of total industry assets.

Thrifts in general are weathering the recession fairly well. Cap-
ital overall is strong. The industry’s second quarter earnings im-
proved to break even. And loan loss reserves have been substan-
tially bolstered to near record levels. Because additions to loan loss
reserves are direct charges to income, the industry’s earnings re-
main weak by historical standards. Loss provisioning is expected to
continue at elevated levels until inventories of unsold homes de-
cline, home prices stabilize, and the employment picture brightens.

Problem assets are continuing to increase, rising to 3.52 percent
of total assets in the second quarter, up from 2.68 percent 1 year



11

earlier. This compares unfavorably to an average level of 0.78 per-
cent from 2000 to 2007.

These stresses have caused an increase in problem thrifts and a
general decline in safety and soundness ratings across the indus-
try. As of September 30, 2009, there were 42 problem thrifts rep-
resenting 5.4 percent of all OTS-regulated thrifts. A year ago, there
were 16 problem thrifts, or 2 percent of the total. Twelve thrifts
have failed this year, compared with five last year. The OTS is
working closely with problem institutions to prevent failures, but
more thrifts are expected to fail before the economy fully recovers.

Foreclosures continue to be a concern. Although sustainable loan
modifications and payment plans to avoid foreclosures are increas-
ing, the number of seriously delinquent mortgages and foreclosures
in process are continuing to rise. Progress is being made on this
front, but when so many American families are losing their homes,
the progress certainly does not seem to be fast enough.

In summary, Mr. Chairman, it is too early for us to say we have
hit bottom and the worst is over. We believe significant challenges
lie ahead as unemployment continues to rise and the housing mar-
ket continues to work its way through a significant down cycle. De-
spite these challenges, the overall condition of the thrift industry
is sound, with strong capital and substantially bolstered loss re-
serves. Recent earnings have shown signs of improvement, reflect-
ing what we hope are indications that the nation’s economy is be-
ginning to turn around.

Thank you again for having me here today. I look forward to re-
sponding to your questions.

Senator JOHNSON. Thank you, Mr. Ward.

Mr. Smith.

STATEMENT OF JOSEPH A. SMITH, JR., NORTH CAROLINA
COMMISSIONER OF BANKS, ON BEHALF OF THE CON-
FERENCE OF STATE BANK SUPERVISORS

Mr. SMmITH. Chairman Johnson and Ranking Member Crapo,
members of the Subcommittee, I am Joseph A. Smith, Jr. I am
North Carolina Commissioner of Banks and Chairman of the Con-
ference of State Bank Supervisors, on whose behalf I am testifying.
Thank you very much, as always, for the opportunity.

The members of CSBS and our Federal partners, the FDIC and
the Federal Reserve, supervise 73 percent of the banks in the
United States, accounting for approximately 30 percent of total
banking assets. Our banks are not, as a rule, systemically signifi-
cant. However, they are locally significant in the markets they
serve, which includes virtually all of the United States. State char-
tered banks provide healthy competition in urban markets and are
often the only banks in rural and exurban markets.

While there are pockets of strength in some parts of the country,
the majority of my colleagues have characterized banking condi-
tions in their States as, and I quote, “gradually declining.” This
should be no surprise, given that traditional banks are a reflection
of the overall health of the economy.

What cannot be ignored is that the return to health of our larg-
est banks is the direct result of unprecedented, extraordinary ef-
forts by Congress and Federal regulators to ensure their success.
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The majority of banks, however, have not been the beneficiaries of
this assistance and are experiencing a harshly, harshly procyclical
regulatory environment, as required by Federal law. This explains
the tale of two industries you are likely hearing from banks in your
State versus the news you hear from Wall Street.

What can or should be done about this? My colleagues and I sub-
mit that the place to start is with a vision of what we, the industry,
policymakers, regulators, and other stakeholders, want the U.S.
banking market to look like after the current troubles have sub-
sided. In our view, the desirable outcome is a banking industry
that continues to be competitive, with thousands of banks, rather
than hundreds or tens, diverse, of banks of various sizes, operating
strategies, and customer focuses, and strong, with capital, liquidity,
and risk management sufficient to meet the challenges of the mar-
ketplace.

This is not an argument for the status quo. In fact, my colleagues
and I are in general agreement with our Federal colleagues that
our banks have been too concentrated in commercial real estate
and too dependent on non-core deposits. Where we sometimes dis-
agree with them is on the severity with which we judge banks in
a down market, the result of which is, in our view, to make bad
situations worse. I would hasten to add that our disagreements are
of degree, not kind. We generally agree with the diagnosis. The
treatment is sometimes debatable.

To address the current stress of our banks, CSBS respectfully
suggests, one, that on-the-ground supervisors be given greater lati-
tude to assess the condition of banks based on reasonable economic
assumptions rather than assumptions of the end of the world.

Two, that clear rules of the road be established for private equity
investments and that supervisory applications by strategic inves-
tors be expedited once clearly established thresholds have been
met.

Three, that the acquisition of distressed banks by healthy banks
be expedited and at least considered for capital purchase invest-
ments under the TARP program.

Fourth, that troubled banks be allowed to reduce their depend-
ence on brokered deposits in a gradual and orderly way.

And fifth, that Congress seriously consider revisions to the
Prompt Corrective Action and Least Cost Resolution provisions of
FDICIA, which have limited regulatory discretion in the handling
of distressed institutions.

While we don’t think that our suggestions will solve all the prob-
lems of the banking industry, we do think they can reduce the
number of failures and the attendant cost to the Deposit Insurance
Fund, which is, let it be remembered, funded by healthy banks. We
believe our approach can reduce at least the pace of decline in the
commercial real estate market with potential positive effects on the
economy and the recovery. Importantly, it can help preserve the di-
versity of our financial system that is critical to the future health
and even viability of our State and local economies.

Once again, thank you for this opportunity to appear before you.
I would be happy to answer any questions you may have. Thank
you, sir.

Senator JOHNSON. Thank you, Mr. Smith.
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Mr. Candon.

STATEMENT OF THOMAS J. CANDON, DEPUTY COMMISSIONER,
VERMONT DEPARTMENT OF BANKING, INSURANCE, SECURI-
TIES, AND HEALTH CARE ADMINISTRATION, ON BEHALF OF
THE NATIONAL ASSOCIATION OF STATE CREDIT UNION SU-
PERVISORS

Mr. CANDON. Honorable Chairman Johnson, Ranking Member
Crapo, and members of the Subcommittee, thank you for the oppor-
tunity to testify. I am the Deputy Commissioner of Banking and
Securities for the Vermont Department of Banking, Insurance, Se-
curities, and Health Care Administration. I appear on behalf of the
State Credit Union Regulators as Chairman of NASCUS. Today, I
will share information on the conditions of State credit unions and
areas for reform.

Like all financial institutions, State credit unions have been ad-
versely affected by the current economy. However, at this point,
State natural person credit unions remain generally healthy and
continue to serve the needs of their members and their commu-
nities. For the most part, natural person credit unions did not en-
gage in many of the practices that precipitated the current market
downturn. However, we have several issues to bring to your atten-
tion about the impact of the economy and the need for capital op-
tions for credit unions.

State regulators remain concerned about unemployment and its
effects on credit union members’ ability to meet their obligations.
We also see increases in delinquencies and charge-offs as well as
pressure on earnings, especially in smaller State credit unions. Al-
though loan delinquency and net charge-offs have increased, State
regulators indicate that the levels remain manageable.

In response to this trend, regulators are increasing their over-
sight of consumer credit products, including auto loans, credit
cards, real estate and home equity loans. State regulators are also
closely monitoring member business lending in credit unions. Some
States, including my home State of Vermont, have not experienced
the fallout from commercial real estate or subprime lending be-
cause State credit unions do not engage in those activities. State
regulators continue to encourage credit unions to exercise sound
underwriting practices, proper risk management, and due dili-
gence, as these are the practices that have kept credit unions
healthier through the economic downturn.

In anticipation of prolonged economic problems, State regulators
will closely monitor both lending and investment activities. State
regulators also emphasize strong governance standards at the cred-
it union board level. We will continue close supervision through off-
site monitoring and onsite examinations and visitations. The grow-
ing trend toward consolidation is on the minds of State regulators
as credit union mergers continue to occur, both voluntarily and for
regulatory purposes. As economic pressures continue, finding suit-
able merger partners may become more difficult.

In response to your question about capital needs, access to cap-
ital for credit unions is critical. Unlike other financial institutions,
credit union access to capital is limited to reserves and retained
earnings. State regulators recommend capital raising options for all
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credit unions. Access to supplemental capital will enable credit
unions to respond proactively to changing market conditions, there-
by strengthening safety and soundness and providing a buffer for
the Credit Union’s Share Insurance Fund.

It is NASCUS’s studied belief that a change to the Federal law
could provide this valuable tool to credit unions without altering
their nonprofit and cooperative structure. Supplemental capital will
not be appropriate for every credit union nor would every credit
union need access to supplemental capital. However, the option
should be available.

State regulators are also concerned about the impact of corporate
credit union losses on natural person credit unions. Given the se-
verity of the losses, it is clear that enhanced regulatory standards
for capital, governance, and risk management are necessary. State
regulators are working with the NCUA to ensure the safety and
soundness of corporate credit unions and to mitigate future risk.

Last, I would like to emphasize the value of the dual regulatory
system. State regulators have demonstrated the importance of local
supervision of State-chartered institutions and the value of the
dual regulatory system. State regulators have always emphasized
consumer protection along with safety and soundness as an impor-
tant part of their mission and accountability to Governors and
State legislatures. Further, State regulators have the expertise to
identify areas of risk and take enforcement actions where nec-
essary. As regulatory modernization efforts are considered by the
Senate Banking Committee, we encourage you to retain State su-
pervision and reaffirm State authority.

NASCUS and State regulators appreciate the opportunity to tes-
tify today. I will be pleased to respond to any questions that you
have. Thank you, Mr. Chairman.

Senator JOHNSON. Thank you, Mr. Candon.

Let us put 7 minutes on the clock for each member to ask ques-
tions of our witnesses.

Ms. Bair, so far, 98 institutions have failed this year and the
FDIC’s watch list has grown to 416 institutions. How many more
of the troubled institutions do you anticipate will fail? Is the FDIC
staffed up to deal with an increase in failures?

Ms. BAIR. Mr. Chairman, thank you for asking that question.
There will be more failures. We do not make our failure projections
public, but failures will continue at a pretty good pace this year
and next. We think we will have about $100 billion in losses over
a b-year period starting at the beginning of 2009. Twenty-five bil-
lion of that has already been realized from failures this year, and
we have already reserved for another $32 billion as of the end of
the second quarter.

We are ready for this, though. We have been prepared for some
time. We started staffing up in 2007, especially in our receivership
and resolution staff, but also beefing up our examination staff. We
have 6,300 staff on board now. That number will likely go to 7,000.
We also have a significant roster of consultants that we use to help
with bank closings as well as asset valuations, asset management,
and asset marketing. The FDIC really is designed for this type of
activity. We can expand very quickly and then contract very quick-
ly. A lot of our hires are temporary 2-year hires.
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Overall, we have got a very good track record. These closings
have been seamless. Through using loss share, we have been able
to, more often than not, do a whole bank transaction. So another
bank that serves that same community acquires both the deposits
and the assets, which is good for bank customers. Frequently, the
depositors are also the borrowers at the bank.

Overall, it has been handled well. I think the staff have made
a tremendous effort. We are well staffed and very much prepared
for this.

Senator JOHNSON. Governor Tarullo, there has been much con-
cern raised that commercial real estate is the next problem area for
financial institutions. What are the differences between the con-
cerns over commercial real estate and the problems we experienced
last year with mortgages?

Mr. TARULLO. Senator, other than the fact that each presents a
significant and troubled portfolio of assets for financial institutions,
I think there are some salient differences.

First, and I think of particular interest to many Members of this
Committee, the places in which the mortgages are relatively con-
centrated do vary. As I noted in my opening statement, although
large financial institutions certainly do have CRA exposures on
their books, proportionately speaking the exposures are to a much
more significant extent on the books of smaller and regional insti-
tutions, and oftentimes—not always, but oftentimes, those expo-
sures are geographically concentrated. You have a small bank that
tends to lend in a fairly small area. If the commercial real estate
market there goes bad, then there is a problem. So, that is number
one.

Number two, in commercial real estate, generally speaking you
don’t have a 30-year fixed mortgage, as you do with residential
mortgages. Instead, you have loans that need to be rolled over as
a project proceeds or as a completed project is paid down, and that
means you have a refinancing problem. So this year and next, we
have got about $500 billion each year that is going to need to be
refinanced and that creates a set of challenges that are perhaps no
more serious than, but different from, the case with residential
mortgages.

Third, I would say that while there is some similarity, there are
some different ways in which the situation plays out. We had
subprime mortgages. We had Alt-A mortgages, we had prime mort-
gages, which as you know, Senator, presented ultimately the same
set of problems, but at different times. In the commercial real es-
tate arena, we have got very different kinds of lending, and there
is an important distinction between construction and development
loans, where essentially the builder is just starting to put some-
thing on the property, on the one hand, and so-called income-pro-
ducing properties, a completed hotel or a multi-unit residential
structure, where there is an income stream.

The most serious problems are going to be in the former cat-
egory, with the construction and development loans, which have no
income stream. You are going to have problems in the second cat-
egory, but that is something you can at least try to work with in
some cases.



16

Senator JOHNSON. Ms. Matz, I know that the NCUA is currently
in the process of finalizing new rules for its corporate credit unions.
Are you considering changes regarding the concentration of risks
that corporate credit unions can have?

Ms. MATZ. Thank you for asking that question. As I think you
are aware, when I was on the NCUA Board in 2002, I was the lone
member who voted against the corporate rule at that time because
I felt it didn’t provide adequate parameters on investment author-
ity and concentration of risk. So, we won’t make that mistake
again.

At our Board meeting in November, we will take up the proposed
corporate rule and we will address the riskiest area, which we con-
sider the investment authority. We will set limits on the types of
securities and the concentration of securities that corporates can
invest in. We will address capital. We will have stringent require-
ments for capital retention that will be comparable to Basel I. We
will set requirements for asset liability management so that asset
cash-flow and liability cash-flows match. And we will have new
governance rules, which are not included in the current regulation.
So, I believe we will address the issues that led to the problems
we are having today.

Senator JOHNSON. Ms. Bair, do you have any concerns about
smaller institutions having risk concentrated in one product area
or one geographic area?

Ms. BAIR. Getting back to some of the regulatory reform issues
that this Committee will be looking at, I think the community
banking sector is very important to our economy and very impor-
tant to our country. I do worry that because of competitive pres-
sures and uneven playing fields, that they have become highly con-
centrated in commercial real estate loans and small business lend-
ing. Those are their niche areas where they have been able to hold
ground against the larger banks as well as the shadow sector. I
would like to see them be able to diversify their balance sheet, es-
pecially in consumer retail, and get back into providing those finan-
cial services. So, I do think that this is important.

But in the near term, clearly, there is a lot of commercial real
estate on the books of smaller banks. For the most part, they have
managed those exposures well. Some, though, are more distressed
than others, and clearly, commercial real estate will be a bigger
driver of bank failures going forward.

Senator JOHNSON. Senator Crapo.

Senator CRAPO. Thank you very much, Mr. Chairman.

There are a lot of issues that I would like to explore with this
panel, but in my first round, at least here, I want to focus on one,
and that is, as I think everybody knows, amidst all the issues that
we are dealing with here in Congress, one of them, one of the big
ones that I expect we will be dealing with more aggressively soon
is the overall financial regulatory restructuring that is being pro-
posed.

I would like to get the opinion of the members of the panel with
regard to their thoughts on one aspect of that, and that is the pro-
posal that we consolidate all of the banking regulators into one sin-
gle Federal banking regulatory agency. I don’t know that in my 7
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minutes I can get through the whole panel, but let us start with
you, Ms. Bair.

Ms. BAIR. Thank you, Senator. My position is out there already.
We have not liked this idea. The proposal was pushed in 2006 as
an FSA-type model, although I know some of the ideas kicked
around were a little different from FSA. We fear regulatory consoli-
dation regardless of where it might be located. Clearly there may
be some room for streamlining of bank regulation, but concen-
trating all the power with a single entity is a tremendous bet. If
they do the right thing, then maybe we are OK. But if they do the
wrong thing, we are really in the soup.

In particular, taking the FDIC out of the supervisory process and
the process of setting the capital standards and the underwriting
standards, et cetera, would go in a different direction from where
this Committee would like to go. We are not perfect by any means,
but we are a conservative voice. Since we have a tremendous expo-
sure as deposit insurer, our record shows that we are conservative
when it comes to supervisory measures.

Being an examiner also gives us a constant stream of informa-
tion about banking trends, which helps us a lot in setting insur-
ance premiums as well as helping our examiners prepare for work-
ing with the State regulators or the Federal chartering regulators
when banks get into trouble and have to be wound down and put
into resolution.

So, we are very concerned about it. We fear it would weaken the
FDIC. It could overall weaken banking regulation.

Senator CRAPO. Thank you.

Mr. Dugan, do you have an opinion on this?

Mr. DucaN. I do. As we testified here on this very subject about
a month ago, I can’t sit here and defend four separate Federal
banking regulators and a separate holding company regulator. We
don’t have four food and drug agencies and the like. But I do think,
on the other hand, if you moved all the way to one single regulator,
you get some benefits in efficiency, but you also get some tradeoffs
of the kind that Chairman Bair just described, that if you take cer-
tain regulators out of their current supervision, they don’t keep
their hand in it to the extent that they otherwise would.

And so if you asked me, do I think that we can have more con-
solidation in the industry, I would say yes. But I would say to be
careful. Each step along way, the trade-offs become more pro-
nounced.

Senator CRAPO. Thank you.

Mr. Tarullo, I want to hold off on you yet, because I want to get
the perspective of the State Bank Supervisors from Mr. Smith be-
fore my time runs out, and then we will come back if we can.

Mr. SMmITH. We oppose it from the tops of our heads to the bot-
toms of our feet
[Laughter.]

Mr. SMITH.——for the reasons that Chairman Bair has stated,
and we believe honestly and truly that a single regulator would
weaken or destroy the dual banking system and think that would
be a bad thing for America.

Senator CRAPO. All right. Thank you.

Mr. Tarullo.
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Mr. TARULLO. Thank you, Senator. So, let me echo the approach
that Comptroller Dugan took, which is to say in any proposal, you
are going to have some benefits and you are going to have some
costs. I think on this one, I would just add two points, or reiterate
one point and make an additional point. The reiteration is the
point that Chairman Bair made, which is you lose something, and
part of what you lose here is the insight that the Federal Deposit
insurer or the monetary policy authority gets into the functioning
of the banking system by being an examiner, and that is something
that does require experience. It does require actually being in-
volved in the guts of examination and supervision.

Second, in terms of priorities, again, it is certainly debatable
what model you want to have, and a lot of countries around the
world have debated it, but I don’t think that the existence of mul-
tiple banking regulators at the Federal level played a particularly
important role in the genesis of this crisis. There are a lot of prob-
lems. There was a lot of blame to go around for a lot of reasons.
But I don’t think it was the coexistence of the FDIC and the Comp-
troller that was a particular problem here.

Senator CRAPO. Thank you.

Ms. Matz.

Ms. MATZz. The Administration proposal kept NCUA as an inde-
pendent regulator, and we support that.

Senator CRAPO. So you are willing to stick with that?

Ms. MATzZ. Yes.

Senator CRAPO. All right.

Mr. Ward.

Mr. WARD. We think multiple viewpoints among the regulators
fosters better decisionmaking and is a very healthy thing. We have
a tremendous working relationship with the FDIC. We don’t always
see eye-to-eye on our institutions, but that is a very healthy pres-
sure among our examiners.

Senator CRAPO. All right.

Mr. Candon.

Mr. CANDON. Thank you, Senator. I would second what Chair-
man Matz responded to your question. The President had rec-
ommended the NCUA be left out of the consolidation. Thank you.

Senator CRAPO. All right. Thank you.

Let me go back to you, Mr. Smith. As you indicated, you are very
opposed to the consolidation. Mr. Dugan indicated that although
one single regulator wouldn’t necessarily be the way you—if I am
correctly representing you—would go, that we don’t really need
four or five. What are your thoughts about that? Is there room for
some consolidation?

Mr. SmiTH. Well, far be it from we poor State regulators to tell
the Federal folks what to do with your territory. I think there could
be consolidation, I guess, among the Federal agencies, but I will
say we believe, and I agree with Governor Tarullo and Chairman
Bair, that our relationships that we have with the Fed and the
FDIC work very well, and we also agree with the Obama adminis-
tration’s proposal to leave that alone and unimpaired.

Senator CRAPO. All right. Thank you.

I am going to shift gears and come back to you, Ms. Bair, and
this really is a question on the resolution authority and the process
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of resolution when a bank is seized or declared a failed bank. I re-
cently have had a couple of those experiences in Idaho and I have
had those who have been borrowers from the bank contact me to
indicate that they really are not happy with the resolution author-
ity.

Just to give you an example, there are some who have contacted
me who have indicated that they were in a position to repay much
more than their particular loan ended up being auctioned for by
the FDIC and that in that process, what happened was they were
put in a bad situation because the loan was auctioned. The person
or entity that purchased the loan immediately called it due. They
were then put in a bind. The FDIC got 30 or 40 cents on the dollar.
The one who really gained was the person who bought it at auc-
tion. The taxpayer didn’t win. The FDIC didn’t win. The borrower
didn’t win. And the bank didn’t win.

What is your reaction to that kind of an inquiry?

Ms. BAIR. I do hear this a lot and I look into it when I hear it.
I don’t know what the specific situation is you referred to, but I
have found that, frequently, what has happened is a borrower may
be wanting to get a bit of a deal. We are subject to least cost reso-
lution, and although some reasonable price could perhaps be con-
sidered that would be better than what we would get if we auc-
tioned the pool of loans off, other times, we have been approached
by borrowers who just want a really low price for themselves—50
or 60 cents on the dollar or lower. That is not something that we
can justify under least cost.

Also, sometimes they will say they want to buy their loan out,
but they don’t have the cash resources to do it. So, when we ask
for verification of their financial resources or who their new lender
will be, they are not able to provide that. Sometimes the truth here
is a bit more difficult than it may appear initially.

Our policy is to offer borrowers the ability to buy back their loan
if they offer a reasonable price and have the financial capability to
do that. At my request, our ombudsman put together a Borrower
Bill of Rights, which is on our website, and I would be happy to
share with you and your staff, so that borrowers understand our
process and what they can do.

If the prices go too low, there is a question about least cost to
our Fund, also. It is very difficult, given the volume that we have
to do, to individually sell each of these loans, and at some point,
you just have to market them in bulk. But, if a borrower is offering
a reasonable price, has the financial capability and can show they
can buy the loan back, we will sit down and accommodate them.

Senator CRAPO. Thank you very much.

Senator JOHNSON. Senator Merkley.

Senator MERKLEY. Thank you very much, Mr. Chair.

Chairman Bair, I wanted to go back to your testimony. You men-
tioned that you do not share your forecasts on the number of banks
that might fail, and I can certainly understand that. Are you able
to give us an order of magnitude? For example, in 2008 we had 25
banks failing; in 2009, it is up to just shy of 100. Do we expect the
next year to look more like 2008 or more like 20097

Ms. BAIR. It will look more like 2009.

Senator MERKLEY. More like 2009. Thank you.



20

Chairman, community banks hold 11 percent of the industry as-
sets, but 38 percent of small business and small farm loans. Since
small business is a key driver of the economic recovery, would it
be fair to say that recapitalizing community banks would be a
smart way to get lending flowing back to Main Street?

Ms. BAIR. We have been in discussions with Treasury for some
time about making the TARP program work better for community
banks. The 25 largest domestic institutions that qualified 100 per-
cent participation in the TARP program. For the smaller institu-
tions, it is about 9 percent. So, clearly, we think the program could
be working better for the smaller institutions.

In preparation for this testimony, I went back to look at small
loan balances of larger and smaller institutions. Even though year
over year, as of June 30th, small loan balances were down 1.9 per-
cent overall, for the community banks, those less than $1 billion in
assets, loan balances were up slightly over 2 percent. So commu-
nity banks look like they are still in there trying to make these
loans, but some additional capital support would be really helpful.

Senator MERKLEY. Could you give us some sense of what that
might look like?

Ms. BAIR. While this is Treasury’s program, an idea that has
been discussed is a dollar-for-dollar matching program. Right now
the viability standard puts a lot of pressure on our examiners to
try to identify the institutions that are, without the additional
money, viable. Frankly, the ones that are clearly viable without the
money do not want it. It is really the institutions where the deci-
sion is less clear that will come to us. But many times they are
worthy, we think, and can raise significant private capital. So we
have suggested a dollar-for-dollar matching program. This would
provide an additional validation of viability from the market. The
market may be willing to put additional capital in, help provide
some additional protection to Treasury, and perhaps make the
terms a little less onerous. This could perhaps be tied to increasing
small business loans.

So I think there are—and I know Senator Warner has had some
thoughts on this—ways to approach this that would make the pro-
gram work better for the smaller banks.

Senator MERKLEY. Thank you. And would this have—did I see a
hand raised there? Oh, no. Just scratching. OK.

[Laughter.]

Senator MERKLEY. At hearings and auctions, you have to be very
careful how you are moving.

In terms of the impact upon our commercial real estate, what are
things that we can do to assist our community banks and, there-
fore, our small commercial real estate markets as we face a lot of
balloon loans that will be coming due in the couple years ahead?

Ms. BaIr. I think it is a problem. We are encouraging banks to
work to restructure these loans. If they have a creditworthy bor-
rower, a restructured loan with a lower payment, can make that
a performing loan. We want them to do that. That preserves value,
just the way it does with home mortgages. It is the same principle
with commercial real estate. And we are in the process of finalizing
guidance right now that makes that very clear and provides exam-
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ples to our examiners of what we consider prudent workouts. This
should be encouraged, not criticized.

In the near term that is the best we can do. Of course, bringing
back the securitization market for commercial mortgages is going
to be much more difficult. I know the Federal Reserve Board has
been working on that, as has Treasury. But that is going to be a
longer haul.

Senator MERKLEY. One of the things I keep hearing back home
in Oregon is from owners who have fully performed on their loans,
but as their loans come up to be rolled over, the estimate of the
value of their property has dropped enough that the bank is very
nervous about reissuing it.

Is there any form of guarantee that the Federal Government
could do for, if you will, the difference in the drop in equity on
loans that have been performing for the entire period to enable
those banks to be able to meet the regulators’ requirements and at
the same time be able to reissue those loans so we do not freeze
up or seize up in those commercial markets?

Ms. BAIR. I am unaware of any current programs that would do
that. That is a new idea. I would just like to think about it. Others
might want to have a comment.

Senator MERKLEY. All right. Thank you very much.

Senator JOHNSON. Senator Bunning.

Senator BUNNING. Thank you, Mr. Chairman.

This is for the primary regulators, though others may want to
answer this question also. Do you have enough power to restrict
the activities and risk taking of banks and holding companies? Do
not be bashful.

[Laughter.]

Senator BUNNING. Usually you are not.

Ms. BaIr. Well, for holding companies, no. I would defer to the
holding company regulators down the aisle here. We have no au-
thority over holding companies.

Senator BUNNING. Well, you do have a lot of banks, though.

Ms. BAIR. That we do.

Mr. DUGAN. For the banks themselves, I think we do have ade-
quate powers to restrict activities that we think are unsafe and un-
sound, but not the holding companies. Just the bank and the direct
subsidiaries of the banks.

Senator BUNNING. Fed?

Mr. TARULLO. Senator, with respect to banks, I think on an ongo-
ing basis, the answer is yes, although when it comes to closing an
institution, we do not have the breadth of authority that the OCC
or the FDIC has for the banks for which they are the primary Fed-
eral regulators.

With respect to holding companies, there is, as you know, some
lingering ambiguity from the Gramm-Leach-Bliley Act as to the
reach of Federal Reserve authority over regulated subsidiaries.

Senator BUNNING. On in the Fed’s mind.

Mr. TARULLO. Well, Senator, I think it is in a number of people’s
minds, and as we have said before, we would welcome clarification
of that in any legislation that

Senator BUNNING. We clarified that in 1994, but that has not
been interpreted by the Fed.
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Mr. TARULLO. If you look at the statute and the legislative his-
tory, there was some sense that there was supposed to be deference
to functional regulators of subsidiaries.

Senator BUNNING. Correct. And you were powered to write the
regs and did not.

Mr. TARULLO. Well, Senator, as you know, I cannot

Senator BUNNING. I am not going to get into that dispute with
you.

Mr. TARULLO. OK. So let me just leave it there, though, with—
I think with respect to the bank:

Senator BUNNING. Ms. Bair, would you like to comment about
lylour?ability to regulate the banks with the power that you now

ave?

Ms. BAIR. There may be certain detailed areas, for instance,
back-up authority, where through our good working relationships,
we are able to effectively use it. Although, if we ever needed to
bring an enforcement action with back-up authority, it is a fairly
protracted process.

Going forward as part of reform, we would like to see greater
consistency in standards, particularly capital standards, between
bank holding companies and banks. We think bank holding compa-
nies should be a source of strength for banks and should at least
have as strong a capital level and quality of capital as the banks.
There are a few areas where we would like to see some improve-
ments, and that is not a secret. My fellow regulators know of our
views on that.

But, overall, I think the powers for both banks and bank holding
companies have been pretty adequate, and perhaps there are areas
where we could have used them better. Again, in terms of reform,
looking at the disparities between the bank and the non-bank sec-
tor cannot be emphasized enough. As we try to improve the robust
nature and quality of bank and bank holding company regulation,
if there is still a giant shadow sector out there that is basically be-
yond the reach of meaningful prudential oversight, you are going
to have the same problem that drove this crisis. Higher-risk activ-
ity will go into that shadow sector.

Senator BUNNING. That is basically what I am asking. In other
words, if there is a bank either that you are in charge of or the
OCC or the holding companies, and they are doing things that you
know that get them in trouble, can you stop it?

Ms. BAIR. Yes.

Mr. DUGAN. Yes.

Senator BUNNING. You have enough power to stop it.

Mr. DUGAN. Yes.

Ms. BAIR. Yes.

Senator BUNNING. The Fed also.

Mr. TARULLO. Ultimately, yes.

Senator BUNNING. Ultimately. OK.

Why should firms that are supported by taxpayers’ guarantees
and insured deposits and access to Fed windows be allowed to
make huge profits on their own trading? What restrictions have
you put on these activities?

Mr. TARULLO. Well, Senator, the restrictions that would apply to
the activities of subsidiaries of financial holding companies or bank




23

holding companies would be the capital liquidity and risk manage-
ment restraints that would apply to any holding company, which
is to say there is substantially less leverage permitted for such a
company today than may have been the case before it became a
bank holding company. And so that puts non-trivial constraints on
what they can do.

But under the structure of Gramm-Leach-Bliley, they are per-
mitted to have subsidiaries that do engage in these trading activi-
ties so long as they conform to the capital and liquidity require-
ments.

Senator BUNNING. If I have heard it once, I have heard it ten
times, from not only the Secretary of the Treasury but the head of
the Federal Reserve, that there are institutions in this country that
are too big to fail. Too big to fail.

Now, it is up to the people sitting at this desk or these all gath-
ered here to stop that. I need suggestions.

Mr. TARULLO. Well, I think Chairman Bair alluded earlier to
something with which I certainly agree, that we need to have cap-
ital and other requirements that take full account of the additional
risk that may be created by very large institutions.

Senator BUNNING. The AIGs of the world.

Mr. TARULLO. The AIGs of the world for certain, Senator.

Senator BUNNING. OK.

Ms. BAIR. Well, and as we have said before, we do think

Senator BUNNING. I wanted to ask you one more question before
you get away since I only have 25 seconds. Right now the FDIC
is considering forcing banks to prepay their assessments for the
next 3 years. I have two questions about this.

First, earlier this year you asked Congress for a higher credit
line at Treasury, and we gave it to you. Why didn’t you use that
credit line? Is it really because Treasury has no room under the
debt ceiling?

Ms. BAIR. No, that is not the reason. We view the credit line as
being there for emergencies for unexpected loss. Particularly, ear-
lier this year, we thought it was very urgent to make sure we had
plenty of breathing room there.

But what we are talking about with the prepaid assessments for
losses is different.

Senator BUNNING. There is only one problem with that. The
banks that have not put you in the problem are the very banks
that are going to get assessed.

Ms. BAIR. Well, the prepaid assessment is different from the spe-
cial assessment.

Senator BUNNING. I understand that, but they are the same
banks.

Ms. BAIR. They are the same banks, and at the end of the day,
that is how insurance works. The lower risk banks end up gen-
erally to some level subsidizing the higher risk banks.

Senator BUNNING. Let me finish this. Second, will that prepaid
payment be enough to cover all the losses? Or will you have to
raise more money again in the future?

Ms. BAIR. Based on our current projections, that will be more
than ample. But, again, a lot of this depends on the economy. So
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if the economy has unforeseen troubles, that could be different. But
based on current projections this year, yes.

Senator BUNNING. I am only an economist, so I would tell you
you've got a problem.

Ms. Bair. OK.

Senator JOHNSON. Senator Tester.

Senator TESTER. Thank you, Mr. Chairman.

I want to step back a little bit, Chairwoman Bair, to what Sen-
ator Crapo was—just very quickly. You said that when it came to
buying back loans per se, the borrowers were often given a chance
to buy those loans back. How is the value of those determined?

Ms. BAIR. It is difficult. Certainly if they just want to buy their
loan back at what they owe——

Senator TESTER. At 100 percent

Ms. Bair. Right. Then that would be great. We would welcome
that. Again, they need to demonstrate they actually have the abil-
ity to do that.

If they want to have a discount, a couple of issues arise. If they
have the capability to keep paying on the loans, if the loan is per-
forming, the question becomes whether we should negotiate a deal
for a borrower that is otherwise fully capable of making repayment
on the loan.

Even then, we do provide some flexibility, but we are required
to pursue least-cost resolution, which means we need to get the
best price for all the loans that we inherit in a receivership. Fre-
quently just trying to do them one by one is not administratively
practical and would get generally lower prices than if you market
them all in bulk.

Senator TESTER. Right. So seldom do you peel one loan out and
sell it.

Ms. BAIR. I can get you numbers of how often it happens. But,
again, if they want to pay it off completely, we welcome that. Even
below that, we will work with them. But frequently they are not
able to. They say they want to, but they are not able to.

Senator TESTER. OK. The deposit insurance fund, we have about
what you are going to do in the short term. The Senator from Ken-
tucky talked a little bit about the long term. Do you plan on perma-
nently raising the rates on the long term, over the long term, to
handle solvency in that fund?

Ms. BaAIR. Right. Well, we would bump up the rates by three
basis points beginning in 2011. That would bring the base rate up
to 15 to 19 basis points for most banks. That is still well below the
23 basis points that was assessed on the industry during the S&L
days. So as the economy recovers, as the banking sector heals, as
our losses go down, we will constantly reassess that. We will stay
within the range that Congress has prescribed, though I think per-
haps Congress may want to think about giving us additional flexi-
bility to build the fund up in good times. It is something that will
be continuously monitored, but as of our projections now, we be-
lieve with the three-basis-point bump-up in 2011, we will be able
to reestablish the fund and get it back to 1.15 within 8 years,
which is what Congress has asked us to do.

Senator TESTER. OK. Is there a point in time in which you per-
manently raise their rates?
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Ms. BAIR. No, I do not think so. When the FDIC Board sets risk-
based assessments, consideration is given to the risks in the bank-
ing system and the needs of the DIF to cover projected losses.

Senator TESTER. This can be for Mr. Tarullo or Mr. Dugan. Actu-
ally, you can answer it, too, Ms. Bair. But there has been a lot of
discussion about the make-up of systemic risk regulators and the
powers entrusted to that body. I guess the question is—and, Mr.
Smith, you may want to jump in on this, too. Do you believe there
is a value in allowing representatives from State regulators to par-
ticipate in the systemic risk regulator?

Mr. TARULLO. Senator, I think it depends, as it often does, on
how one conceives of what a systemic risk regulator is doing. I
think there have been discrete functions which sometimes get
lumped under that umbrella.

What we have thought of in terms of the Federal Reserve’s role
is consolidated supervision of systemically important institutions,
and so it is very much a supervisory function, making sure that
you are covering everybody who could pose a risk to the system.
And in that context, of course, if there is a State bank, the State
banking supervisor absolutely should be participating.

A second context is thinking in terms of collective efforts to iden-
tify emerging risks and figure out what can be done, and there I
think it is profitable to have people who see things from different
parts of the financial system participating.

Senator TESTER. OK. If there is a council of regulators, should
the State regulators be represented?

Mr. TARULLO. It depends, I think, Senator, on the functions of
that council. If it is a matter of analysis and scrutiny and trying
to coordinate, then I think there is a good case to be made for it.
If it is a matter of actually making some binding Federal law deci-
sions, then it probably is not.

Senator TESTER. OK. Sheila, I have heard from banks that the
FDIC is becoming more and more concerned about AG loans. Is
that true? And I guess the question is why, even though the mar-
kets are in the tank. That probably answers it.

Ms. BAIR. Not that I am aware of, Senator. We have been moni-
toring it for some time, but this is the second time in a week that
somebody has asked for that so maybe I will probe a little more.

[Laughter.]

th. BAIR. But not that I am aware of, no. We are monitoring
this.

Senator TESTER. I appreciate that.

Ms. BAIR. Senator, could I just go back to the borrower question?

Senator TESTER. Go ahead. Sure.

Ms. BAIR. One of the reasons we do whole bank transactions with
loss share is if we can sell the whole bank, we do not run into this
problem. A new bank gets those loans, services those loans, and it
preserves the relationship with the borrower. It is only where we
i:annot do the whole bank transaction that we get into this prob-
em.

Senator TESTER. OK. Well, I understand. You are kind of be-
tween a rock and a hard place, quite honestly, because it does not
seem quite fair to let somebody else make a bunch of dough on it
when you could cut that—anyway, I do not want to go there.
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Mr. Tarullo, there was a front-page story in the Wall Street Jour-
nal—we are going down a little different avenue here now—that
talked about workers at the top 23 investment banks, hedge funds,
asset managers, stock and commodity exchanges can expect to earn
even more this year than they did in 2007, which was the peak
year. I guess the question is, getting right to it: Are we returning
to the attitude of greed that really occurred before the economic
downturn—and that is being kind—in 2008?

Mr. TARULLO. I do not know, Senator, that I can comment on
what everybody else out there is thinking. I guess here is what I
would say:

First, I do have concerns sometimes in a variety of contexts that
people in general, including in financial institutions, have not come
to grips with the fact that things have changed. Things have
changed in a basic way, and I think the presence of many of us at
this table today promises that things are going to change more.
That means business models. That means the way of assessing
risk. That means how you run your institution.

Second, with respect to the story itself, I do think that is a bit
speculative, it is a bit projecting what is about to happen, and I
think we should watch and see what, in fact, does happen and
what, in fact, these firms are doing with their capital standards,
which is ultimately of great importance to us.

Senator TESTER. OK. If I might, Mr. Chairman, you know what
the unemployment numbers.

Mr. TArRULLO. I do.

Senator TESTER. And there are folks in many of these companies
that are up here right now lobbying to make sure t there is no or
very, very little regulation on a lot of the incidences that created
the economic collapse.

Do you find that some—because they are making a ton of dough.
Do you find that somewhat ironic, troublesome?

Mr. TARULLO. What I hope is that this Committee and the Con-
gress as a whole will pass a strong set of reforms, no matter what
other people out there are saying.

Senator TESTER. OK. Thank you very much.

Thank you, Mr. Chairman.

Senator JOHNSON. Senator Gregg.

Senator GREGG. Thank you, Mr. Chairman, and I want to thank
the panel for their excellent testimony. It has been most inter-
esting.

First off, I want to congratulate the FDIC for deciding to for-
ward-fund the fees. I think that is the right approach. You do a lot
of things right. You have done a lot of things right during this
problem.

You did a lot of things right when I was Governor in 1989 in
New Hampshire and five of our seven largest banks closed. Mr.
Seidman came in and basically was our white knight.

But you did say something that really concerns me, and that is,
how you interpret the TARP, this idea that the TARP should be
now used as a capital source for a lot of smaller banks that are
having problems raising capital. I think all of you basically in your
testimony have said we are past the massive systemic risk of a fi-
nancial meltdown that would have caused a cataclysmic event.
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TARP came about because of that massive potential cataclysmic
event, and its purpose was to basically stabilize the financial mar-
kets and be used in that manner in order to accomplish that. As
one of the authors, along with Senator Dodd—we sat through the
negotiations of that—I think I am fairly familiar with that purpose.
That was the goal. It should not now be used as a piggy bank for
housing. It should not be used as a piggy bank for whatever the
interest of the day is that can be somehow—it should not have
been used for the automobile industry, and it really should not be
used in order to have a continuum of capital available to smaller
banks who have problems, in my opinion, because then you are just
going to set up a new national program which will essentially un-
dermine the forces of the market, and that would be a mistake.

I did hear you say, Madam Chairman, that you expect $100 bil-
lion in losses. Is that a net number? Or do you expect to recoup
some percentage of that?

Ms. BaIR. No, that is what we project our losses to be over the
next 5 years.

Senator GREGG. So that is a net number after recoupment?

Ms. BAIR. Yes.

Senator GREGG. Well, is it—do you expect of that $100 billion in
bad loans to be getting back 30 percent of——

Ms. BAIR. The $100 billion would be our losses. So let us say we
had a 25-percent loss rate on our bank failures so far, so you would
be talking about $400 billion in failed bank assets.

Senator GREGG. Well, OK, so it

Ms. BAIR. That is since the beginning of 2009, though. And,
again, a lot of that has already been realized and reserved for.

Senator GREGG. And you have got $64 billion, you said, or some-
t}ll)ing, that has been realized and reserved against, so you have got
about——

Ms. BAIR. That is right, yes.

Senator GREGG. $36 billion to go. OK.

I have got a philosophical question here. If we look at this prob-
lem—granted, commercial real estate is now the problem, but com-
mercial real estate, as I understand it from your testimony, is
not—it is a serious problem. It is just not a systemic event. It is
not going to cause a meltdown of our industries—of our financial
industry. It may impact rather significantly especially the middle-
sized regional banks and some of the smaller banks, but it is not
systemic.

The systemic event was caused in large part in the banking in-
dustry by the primary residence lending activity—subprime, Alt-A,
and regular loans. And all I heard about as the proposals for get-
ting at this is regulatory upon regulatory layers to try to figure out
a way to basically protect ourselves from having that type of excess
in this arena occur again.

But when you get down to it, it is all about underwriting. I
mean, the bottom line is this is about underwriting. It is about
somebody lent to somebody who either did not have the where-
withal to pay it back or who had an asset which was not worth
what they lent on that asset. And probably the person who lent it
did not really care because they were just getting the fee and they
were going to sell it into the securitized market anyway.
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So if you really want to get at this issue, wouldn’t it be more log-
ical and simpler and—it is not the whole solution. Clearly, there
has to be regulatory reform. But shouldn’t we look at the issue of
having different underwriting standards, both of which the OCC
and the FDIC have the authority over, in the area of what percent-
age to asset can you lend? You know, do you have to have 90 per-
cent, 80 percent? Shouldn’t we have an underwriting standard that
says you either get—that there is recourse? Shouldn’t we have un-
derwriting standards that gives you the opportunity to either have
an 80-percent or 90-percent choice or a covered loan, something
like that? Isn’t that really a simpler way from a standpoint of not
having—granted, it would chill the ability to get a house because
people who could not afford to buy the house and could not afford
to pay the loan back probably would not be able to get the loan.
But isn’t that where we should really start this exercise, with re-
course and 80 percent or 90 percent equity—10, 20 percent equity
value and/or, alternatively, covered funds? I would ask everybody
who actually is on the front lines of lending today.

Ms. BAIR. Certainly underwriting is key, but poor underwriting
is not necessarily the driver of future losses now. We are seeing
loans go bad now that were good when they were made. But be-
cause of the economy—because people are losing their jobs, or re-
tailers are having to close, or hotels cannot fill up—those loans are
going bad.

The economic dynamic is kicking in in terms of the credit dis-
tress that we are increasingly seeing on bank balance sheets.

You are right, the subprime mortgage mess got started with very
weak underwriting. It started in the non-bank sector. It spilled
back into the banking sector. I think all of us wish we had acted
sooner, but we did move to tighten underwriting standards, and
strongly encouraged the Federal Reserve Board to impose rules
across the board for both banks and non-banks. This, again, is the
reason why you need to make sure that the stronger underwriting
standards going forward apply to both banks and non-banks.

Senator GREGG. Well, what should those underwriting standards
be?

Ms. BAIR. You should have to document income. You should do
teaser-rate underwriting. The Federal Reserve Board has put a lot
of these in effect now under the HOEPA rules. You have to docu-
ment income. You cannot do payment shock loans. You have got to
make sure the borrower can repay the loan if it is an adjustable
rate mortgage that resets. These are just common-sense under-
writing principles that have applied to banks for a long time.

Senator GREGG. Or should there be recourse?

Ms. BaIr. That has been a prerogative of the States. Some mort-
zgage lending is recourse, some is non-recourse, depending on the

tate.

Senator GREGG. Should there be a requirement that you cannot
lend to 100 percent of value?

Ms. BAIR. I think there is a strong correlation with loan-to-value
ratios (LTVs). We actually recognize that in our capital standards
that we are working on now. We would require a much higher risk
weighting of loans which have high LTVs. So through capital
charges, we are recognizing and trying to incent lower LTVs.
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Senator GREGG. I am running out of time unfortunately.

Mr. DUGAN. Senator, I think that you are onto a very important
point that I do not think has gotten the same kind of attention that
it deserved and what got us here in the mortgage market, not just
in subprime. I think we lost our way as a country in terms of some
of our basic underwriting standards on loan-to-value and on stated
income, and I think it is worth exploring having a more common
set of minimum underwriting standards that apply across the
board with more specificity than what we have today, which I
think is what you are suggesting.

Mr. TARULLO. Senator, I think leverage on the expectation of ris-
ing asset prices was at the heart of the subprime problem, and in-
deed, it is at the heart of some of the other problems that we see,
to some degree, in commercial real estate, as well. So, I would try
to reinforce any instinct you have to push people toward better un-
derwriting standards, and we, as the Chairman noted, are trying
to do that ourselves.

Mr. SMITH. I would only add, Senator, that in the most successful
period I know of in home lending in the United States, there were
mainly two, maybe three varieties of loans generally in the under-
writing standards world, as you say. There was a requirement of
a downpayment, for standard documentation, and the people that
made the loans kept them. And on the basis of that lending experi-
ence, we projected—the magicians on Wall Street did projections
about the loans that weren’t like that.

So, I think there is—as you point out, the issue there is the issue
of access to housing, and that is what it is. There is no free lunch
and no easy answer.

Senator GREGG. Thank you. Thank you very much for your testi-
mony.

Senator JOHNSON. Senator Bennet.

Senator BENNET. Thank you, Mr. Chairman, and I would also
like to thank the panel for your excellent testimony.

Every weekend when I go home to Colorado, what I hear from
small businesses is they have no access to capital, no access to
credit, and we are in this, as the panel has talked about, in this
remarkably difficult period where, on the one hand, the securitized
market that blew up or imploded is now gone and has not been re-
placed, which is probably a good thing from a leverage point of
view, but it hasn’t been replaced.

On the other hand, we have got this looming commercial real es-
tate issue that is still out there. And sort of caught in between all
that are our small businesses who need access to capital in order
to grow and in order to deal with the unemployment rate that Sen-
ator Tester talked about and sort of this folding back on top of
itself.

And I wondered, Mr. Tarullo, you mentioned in your testimony
at the beginning your view that maybe some more direct efforts—
I think you described it as temporary targeted programs—might be
necessary to get our small businesses access to the credit that they
need, and I wonder if you could elaborate a little bit more on that,
because I suspect you are right. And in addition to that, I would
ask to what extent we think the current accounting regimes are
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ones that are either helping banks extend credit to small busi-
nesses or are intruding on their ability to do that.

Mr. TARULLO. So, Senator, I don’t want to step on the preroga-
tives of the Congress, the Administration, various agencies that
may have——

Senator BENNET. You can step on my prerogatives. I

Mr. TARULLO.——but here is what I think. So what did we as a
government, as a country, try to do with residential mortgages—
not yet as successfully as I think many people would have wanted?
We tried to do something about people losing their homes and to
provide some mechanisms, some special mechanisms that would
address those issues specifically, even as we all tried to put a foun-
dation under the economy and get it growing again.

And my thought was that something similar probably needs to
be done in the small business arena, because I don’t think I hear
as many of the stories as you do, but I hear enough of them, be-
cause I do try to get out and talk to borrowers as well as lenders.
So, whether that is trying to streamline SBA lending and make the
direct lending possibilities more real, or whether it is a new pro-
gram which tries to provide guarantees, I don’t have a strong view
on that and the Federal Reserve certainly has no view on it. But
I do think that something targeted is going to be an important
complement to the macro, bank regulatory, and TALF efforts that
we have.

Senator BENNET. Does anyone else have a view on that? Mr.
Smith?

Mr. SMITH. I would say in the absence of the type of a program
of the type Governor Tarullo is talking about, it seems to me what
clearly is needed is for small and medium-sized banks to clear up
their balance sheet problems they have right now. I mean, the
problems small businesses have in part are based on the fact that
balance sheets have impaired real estate on them that has to be
dealt with some way and that they have insufficient capital to
make additional loans until that is cleared up. So until we work
through—I mean, with all due respect to Senator Gregg, until the
real estate, the follow-on problem of the commercial real estate
problem for many of our banks is that it clogs up the balance
sheets or impairs them in a way they can’t make loans.

Senator BENNET. I guess I would ask, Chairman Bair, maybe you
or Mr. Smith, to what extent—I mean, I am told that in the early
1980s when we ran into trouble on agriculture, we did some things
like stretch out the period of time that assets had to be marked
down. And I don’t want to tread into this too much, but I wonder
whether, given how serious the commercial real estate problem is,
whether we are in a position to unclog the assets in a way that
puts banks again in a position to be able to lend to small busi-
nesses.

Ms. BAIR. You need to be careful, obviously. You want to provide
flexibility to try to restructure the loans and accommodate bor-
rowers in a way that preserves value but is fully disclosed. You
don’t want to defer losses. If the losses are there, they need to be
realized. There is this difficult balance. You would not want to go
over to the regulatory forbearance situation, which I think did get
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us in trouble during the S&L days. So, like anything, it is an im-
portant balance.

I wish Senator Gregg was still here, because regarding the cap-
ital support for the smaller banks, the smaller banks are dispropor-
tionately a source of lending, particularly for small business. That
is what they do. They do small business lending. They do commer-
cial real estate. I am not normally an advocate for government sup-
port programs, but I do think the tremendous disparities in TARP
between the 25 largest banks, with 100 percent participation, and
for the smaller banks, less than 9 percent participation has created
competitive disparities between large and small institutions—Dbe-
tween the too-big-to-fail institutions where funding costs are going
down, and the smaller institutions where funding costs are going
up.
Again, with a matching program that provides market validation
that an institution is viable, markets are more willing to put more
capital in. Additional capital could help balance-sheet capacity to
enable more of this type of lending by the smaller banks.

Ms. MATZ. Senator, I just wanted to make the point that credit
unions make loans to small businesses, or club member business
lending, and the average loan is only about $170,000. So they real-
ly are targeted to small businesses. In the current year, the lending
is up almost $2 billion. Last year, it was up $5 billion. So, more
and more, credit unions are making more and more loans to small
businesses.

Senator BENNET. Thank you, Mr. Chairman.

Senator JOHNSON. Senator Corker.

Senator CORKER. Mr. Chairman, thank you, and as always, I
thank each of you for your testimony. I always learn something
when you are here.

I also wish Senator Gregg was here. I think we share some of
the same intuitions and concerns, and while you know I respect the
FDIC and your leadership very much, I tend to hear regulators
talking about them wanting assistance to the banks that they have
liabilities to. I know Chairman Dugan, who I also respect greatly,
very much appreciated the TARP assistance to the banks that he
regulated so they wouldn’t fail, and now you very much would like
TARP assistance to the banks that you have depositor worries
with. I just hate to hear us move into that mode, and again, I re-
spect you both very, very much and have worked with you on lots
of legislation. I do hate hearing that kind of thing.

Chairman Bair, I know you mentioned the underwriting wasn’t
really the issue because loans were underwritten well in the past
today are problems. But again, I think that was driven by the fact
that we had poor underwriting in the beginning and it created a
financial system issue that has really put us into this situation. So,
I do think those are very much tied together.

I will have to say that as we have looked at the regulatory re-
forms, it seems like we are just sort of rearranging the deck chairs.
I mean, the issue has been always real estate in modern times. As
we have had financial crises, it has always been real estate. I
haven’t heard anything in the regulatory reform—I know we talk
about capital requirements, but the kinds of losses we have had,
we would have blown through those capital requirements you all
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are talking about very, very quickly. We still would have needed
a systemic bailout or some kind of mechanism. So, to me, that is
not it.

I know that we talked a little bit gratuitously about maybe we
ought to put that in regulation—I mean, in laws. I can’t imagine
us writing laws up here that talk about what the equity ought to
be in homes and those kind of things. You all don’t really want us
to do that, do you?

So, it seems to me that actually the Fed is supposed to put out
that type of guidance, is that correct?

Mr. TARULLO. That is correct, Senator, and we have now, yes.

Senator CORKER. So you are sending out guidance

Mr. TARULLO. Well, there is

Senator CORKER.——that says that loans, you have to have 20
percent down payment——

Mr. TARULLO. This is on the consumer protection side. One of the
needs to underwrite is to make sure that you are going to make
an assessment based on the ability of the borrower to pay, not just
on the rising value of the real estate, for example.

Mr. DUGAN. But, Senator, more generally, it is not just the Fed.
All of us——

Mr. TARULLO. Right. When it comes to safety and soundness,
every regulator:

Senator CORKER. I mean, I think it would be wonderful. Let us
face it. In the desire for policymakers to make sure people at every
income level led the life of middle-class citizens, we promoted loan
making that helped destroy our system. That wasn’t the whole pic-
ture, but that certainly was a part of it. Are each of you as regu-
lators saying that you are going to put out strong standards that
really counter policymakers’ desire to make sure that everybody in
America has a home and a ham in their pot? Is that basically what
you are saying you are going to do, because I think that is the only
way, by the way, we are going to keep this from happening again,
is it not?

Mr. TARULLO. I think, as Chairman Bair said a little while ago—
she didn’t say it quite in these words, but what I heard her say
was, we have got to worry about problems in the future as well as
problems in the past. I do think that the problems with under-
writing played a very central, though not the only role, in the fi-
nancial crisis. I do think we need underwriting standards for resi-
dential mortgages and in other areas——

Se}?nator CORKER. And each of you can write those, is that cor-
rect?

Mr. DUGAN. Yes.

Senator CORKER. And are each of you going to write standards
that are dramatically different from those that got us into the situ-
ation? I mean, each of you agreed with Senator Gregg’s questions,
but I wonder if we are actually going to take action to make that
occur.

Ms. BaIr. First of all, I want to clarify, there is plenty of bad un-
derwriting. I want to emphasize that, the kinds of new credit prob-
lems we are seeing now are more economically driven. There was
plenty of bad underwriting in both mortgage lending as well as
commercial real estate.
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We have tightened the standards tremendously. I think we are
being criticized in other quarters. Please note that we issued com-
mercial real estate guidance in 2006.

Senator CORKER. Well, [——

Ms. BAIR. The Federal Reserve Board has issued rules that apply
to both banks and non-banks for mortgage lending that signifi-
cantly tighten the standards. That already has taken place. Also,
we are working on capital rules that will require greater capital
charges against higher-risk loans, such as those with high LTVs.
The bank regulators are doing all that, and have for some time.

You still have a fairly significant non-bank sector, one that can
come back as the capital markets heal. That is why I hope that,
going forward, in terms of whatever reforms you come up with,
that those reforms will reflect the fact that there are two different
sectors, two different providers of credit in this country. We can
keep tamping down on the banks as we have been. But if the non-
bank sector is left, by and large, unregulated, that is not going to
fix the problem.

Mr. DUGAN. And Senator, if I could just add, if you look at the
experience of Canada where they are our neighbors and have a
much more conservative standard for underwriting, where they
verify income and have loan-to-value ratios that are higher, you
can’t get a 30-year fixed-rate mortgage, but they have very high
levels of home ownership and they didn’t have any of these prob-
lems. So, they have more of a system that has a basic minimum
that cuts across the board. It may not be the right ones for us, but
I definitely think it is worth exploring.

Senator CORKER. And I would really like—I know that I am
going to run out of time here and we are not going to be able to—
but we talk often, I know, all of us—I would really like to see what
it is we need to do on our end. I don’t think we as a country have
the political will to do the things we need to do to make sure that
this doesn’t happen again. I absolutely do not see it. I mean, this
regulatory reform, again, is just moving chairs around. It is not
changing anything about the way that we go about doing this busi-
ness. And I hope that as we move along, you all will help with that.

Mr. Tarullo, again, I thank you for your testimony, also, as al-
ways. I am wondering, on 13(3), as we move into regulation, should
we—I mean, in essence, we are going to be talking about TARP
and resolution and all of those kind of things down the road, but
on the 13(3) issue, exigent circumstances, should we move to nar-
row the Fed’s ability to use 13(3) for specific institutions, move
away from that so that your assistance is at the system level, but
where you are not specifically—I mean, in essence, you can get
around—I know that some people here support the Administra-
tion’s proposal to sort of codify TARP. I don’t. I think we should
end TARP at the end of the year. But it seems to me that under
13(8), the way you now have it, you all can work around that at
the Fed and, in essence, do the same thing at specific institutions,
and I am wondering if you feel we ought to limit that.

Mr. TARULLO. So, I would say, Senator, that I think most people
at the Federal Reserve would be happy if they were not in the posi-
tion where people came to us when there was a need for resolving
or dealing with a specific financial institution, but I do think one
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needs to have a mechanism, a mechanism in law by which some
part of the government can deal with the large financial institution
that may be in distress.

And that is why I think all three of us, certainly, have supported
moving forward with a resolution mechanism that would cover the
large financial institutions. I do think within the context of that,
you have to address the question of potential funding streams for
short-term liabilities or the sort. So, I think it needs to be ad-
dressed somewhere. It doesn’t need to be in 13(3).

Senator CORKER. If I am hearing you properly, if we had a reso-
lution mechanism in place, which we did not have for complex bank
holding companies and others, like AIG, which is not one of those—
if we had a resolution mechanism that was defined and we had the
ability to fund the short term, while you are resolving that, hope-
fully not in conservatorship but in receivership, where you are put-
ting them out of business, in essence, we could narrow the abilities
of the Fed and also not support the Administration’s proposal for
Treasury to hold unto itself the ability to put taxpayer money into
various entities they feel might pose systemic risk. We could do
away with that if we had an appropriate resolution mechanism.

Mr. TARULLO. Well, I think you do need a mechanism that can
provide, in appropriate circumstances, for the sort of assistance
that might be needed, and if you have that, it doesn’t need to be
done through 13(3), and as I said, I think the Federal Reserve
would prefer that it not be done through 13(3).

Senator CORKER. And you are perfectly satisfied we are resolving
them out of existence? You are not talking about that assistance
to conserve an institution?

Mr. TARULLO. Well, I think—so, Senator, that is probably one of
the open questions, and exactly what do we mean, I think there
is—I think what is important is that there be real prospects of
losses for shareholders and creditors when their large institution
gets in that circumstance.

Senator CORKER. Mr. Chairman, I thank you, and I am sorry we
didn’t get to each of you. I do hope that what we are doing with
the smaller banks, that some assistance was being sought through
TARP here earlier, I hope that we are encouraging them, while
they can, those who can, to raise capital. I have seen this taking
place now and shareholders are being deluded and we are going
ahead and raising the capital necessary to weather this storm.

I thank each of you and I look forward to seeing you again soon.

Senator JOHNSON. Senator Schumer.

Senator SCHUMER. Thank you, Mr. Chairman. I want to thank
you for holding this hearing. I thank the witnesses.

I would like to talk a little bit about fees and consumer protec-
tion, Consumer Protection Agency. Many of the banks we know
have reacted to lost profits from their mortgage problems by rais-
ing fees on consumers, one of which is overdraft fees. There is no
transparency. They don’t give consumers a real chance to decide if
they want—even want this kind of protection.

Banks raked in about $24 billion in overdraft fees last year. That
was up 35 percent from the year before. That ought to stick out.
Even accounting for higher debit card use, a worsening credit envi-
ronment due to the economy, that is a massive increase. It indi-
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cates to me that consumers are bearing a disproportionate burden
in maintaining the health of many banks’ balance sheets.

They are also raising ATM fees, as you know. Bank of America
recent raised its fee for other bank customers to $3. That would
have been unheard of a few years ago. Maybe one of these fly by-
night machines would have done that, but not a major bank. And
the average cost of an ATM transaction is also now over $3.

Even if you withdraw $100, that is a high fee in percentage
terms, and, of course, the overdraft fees, you buy a $2 cup of coffee
and they charge you $35 without even telling you. It makes your
blood boil.

So, my question is this. This is to really to Comptroller Dugan,
Mr. Ward. As regulators, you are responsible for not only safety
and soundness, but consumer protections. Maybe Mr. Tarullo also
has a role here. What are you doing to ensure that consumers don’t
bear the brunt of banks’ efforts to repair balance sheets, particu-
larly in these two instances?

Mr. DUGAN. On the area of overdraft fees, we actually don’t have
the rulemaking authority in that area. The Federal Reserve has
that authority. They currently have a proposal that is out. We also
don’t have authority to write rules for unfair and deceptive prac-
tices. We have done, as regulators——

Senator SCHUMER. Don’t you have general authority on con-
sumer-type issues? Not at all?

Mr. DUGAN. Not on general fee regulation. Either it is mostly dis-
closure-based that is set by rules promulgated by others, or if it
gets to a point where it is unfair and deceptive, yes. And in an-
swer

Senator SCHUMER. Don’t you think these are unfair and decep-
tive—

Mr. DuGAN. I think that it is absolutely the case that consumers
should be given the right to opt in—to have a choice about whether
to participate in these programs or not.

Senator SCHUMER. But, Mr. Dugan, if you decided that these
were unfair and deceptive, which I think average people hearing
about these, they are deceptive because you don’t know, they are
unfair because they are so high, you could do something.

Mr. DUGAN. And I think that the proposal that the Federal Re-
serve has put out that has not yet been adopted does address the
question of consent to these programs, which is critically impor-
tant.

Senator SCHUMER. OK, the Fed, tell us what you are doing.

Mr. TARULLO. That is correct, Senator. We have a proposal that
we are working on right now which would go right to the heart of
the issue of opt in/opt out. And although I can’t obviously prejudge
what the Board will do, I expect that within the next month, that
is going to come up for consideration——

Senator SCHUMER. Has that been made public, that proposal?

Mr. TARULLO. Yes. That has been made public.

Senator SCHUMER. OK. And what does it do, specifically?

Mr. TARULLO. This would provide for the ability of a consumer
to know that he or she was opting into a program like this and to
understand the terms under which:
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Senator SCHUMER. It would let the consumer know at the
time——

Mr. TARULLO. Yes.

Senator SCHUMER. that they are in overdraft status and

Mr. TARULLO. That is actually more difficult technically, and that
is some of what is out for comment right now.

Senator SCHUMER. Well, they used to do that all the time.

Mr. TARULLO. But that is——

Senator SCHUMER. It would not honor the request because you
didn’t have the money.

Mr. TARULLO. Right, and with the advent of technologies like
debit cards, for example, it becomes more complicated than it was
before. But that is one of the things that is out for comment and
consideration right now, is how this might be done.

Se{‘l?ator ScHUMER. OK. When did you start working on this pro-
posal’

Mr. TARULLO. Let me see. I actually don't——

Senator SCHUMER. Not only you, but

Mr. TARULLO. I don’t know when the staff started working on it,
Senator, and I will have to get back to you on that. I first became
aware of it a couple of months ago.

Senator SCHUMER. Right. OK. And what about on the other issue
that I mentioned?

Mr. TARULLO. On the fees issue?

Senator SCHUMER. Yes.

Mr. TARULLO. So, I don’t think we have a current rulemaking on
ATM fees. That has been an issue in the past, so I would have
to

Senator SCHUMER. Do you think $3 is excessive?

Mr. TARULLO. Well, I think—again, there

Senator SCHUMER. Well, let me ask you another question. Has
the cost from 2 years ago to now gone up so that it would merit
a large increase in the fee?

Mr. TARULLO. Well, I doubt that the cost has gone up very much,
and so the question, as with all fees, becomes the degree to which
an institution ought to be able to make that judgment if it is fully
disclosed or not.

Senator SCHUMER. OK. As you know, I think the Fed does a good
job in many areas, but in consumer protection, I don’t think the
regulatory agencies have done a good job, and here is—I mean,
maybe this is a little rhetorical. It is to me, but I am going to let
you guys answer it. I mean, isn’t what we have just heard a good
reason that we need a strong, independent agency to protect the in-
terests of consumers, separate and apart from safety and sound-
ness regulators?

Mr. TARULLO. Umm

Senator SCHUMER. I mean, I have found that in the consumer
area, the Fed and the OCC doesn’t do much, although I think they
have the power to do some things. It is slow. Still in the back of
their mind is the idea of safety and soundness and bank balance
sheets. And the consumer doesn’t get all the protection he or she
deserves. It is one of the reasons I believe the agency that Senator
Dodd is proposing, and original Senator Durbin and I proposed, a
Consumer Financial-Consumer Product Safety Commission, is so
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needed. Also, they are able to deal with new issues as they come
up. They don’t—I suppose Mr. Dugan would have to go into rule-
making and say what is unfair, what is deceptive, and they would
figure out a way around that.

Why wouldn’t it be better to have these myriad of issues—and
our financial institutions are getting better and better at coming up
with new ways to make fees—why isn’t it better to have an agency
exclusively devoted to that doing the job as opposed to a regulator
which has many other important jobs to do to deal with? I would
ask both Mr. Tarullo and Mr. Dugan, and then anyone else who
would want to comment.

Mr. DUGAN. Sure.

Mr. TARULLO. Senator, as I think you know, the Federal Reserve,
as a Board, has no position one way or the other on creation of the
CFPA, but I would make the following observations. First, I think
there are undoubted merits to having a single Consumer Protection
Agency whose sole focus is on that function.

Second, though, you will lose something if you do it. You will lose
some of the combination of understanding of safety and soundness
and consumer protection. I think there is a risk. This has not nec-
essarily happened, but there is a risk that sometimes the impact
on credit availability won’t be fully understood. These are things
that can be addressed, but I think that there would be costs.

A third point is, as you probably also know, prior to my joining
the Federal Reserve Board in January, I was quite critical of the
failure of the bank regulatory agencies generally to engage in
enough consumer protection on subprime, on credit cards, and
many other things. I will say, though, that I think in the last few
years, Chairman Bernanke has set a tone at the Fed which has
been one of looking for vigorous consumer protection and that the
rules on credit cards and the rules on home mortgages are evidence
of that. It may not be everything you think that needs to be done,
but I think it has been done.

Senator SCHUMER. Chairman Dugan?

Mr. DUGAN. Senator, I think there are two very powerful—

Senator SCHUMER. Comptroller Dugan.

Mr. DucaN. Comptroller. That is OK. There are two very good
and powerful ideas connected with the CFPA. One is to have com-
mon rules that apply to everybody, whether you are a bank or a
non-bank, and to have strong authority to do that. So I think that
is important.

Second, I think the part of the system that had the least atten-
tion paid to it were the non-banks in terms of how rules are imple-
mented. You don’t have the comprehensive regime today. So that
part, I think, can be a very good and powerful idea.

The part that I have had concerns about is implementing those
rules on banks and carrying them out through supervision, exam-
ination, and enforcement. I think that should stay with the bank
regulators. I think that you do get a benefit from things that are
interwoven together between consumer protection and safety and
soundness, like underwriting standards in subprime mortgages,
which are related to consumer protection issues. We see examples
of it all the time, which I provided to the Committee in our last
testimony. That is the part I would worry about.
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And then, second, the notion that the new agency should focus
its implementation responsibilities on the non-banks, again, very
powerful idea.

Senator SCHUMER. Would you just—I know my time has expired,
Mr. Chairman—in retrospect, do you think the regulatory agencies,
not yours in particular, but including yours—have done as vigorous
a job on consumer protection as they should have?

Mr. DuGaN. I

Senator SCHUMER. In the areas that you have jurisdiction over,
not the non-banks.

Mr. Ducan. Well, again, you have to sort of go area by area, but
in some places, no. Other places, yes, which I think are not recog-
nized. And I do think there has been the systemic problem that we
only have a part of the pie and there is a big chunk of it that no
one is looking at.

Senator SCHUMER. No, that is true. That is one argument for it.

Do you agree? Mr. Tarullo, how about you? Do you think your
agency and all of the agencies have done as good a job as they
should have on consumer protection?

Mr. TARULLO. Senator, I am on record saying it, so I will say it
again. I don’t think the agencies, including the Federal Reserve,
did a good enough job.

Senator SCHUMER. Thank you. Thanks, Mr. Chairman.

Senator JOHNSON. I want to thank the witnesses once again for
being here today. I look forward to working with the members of
the Banking Committee as we continue to consider measures to
stabilize the banking sector and our economy as a whole.

This hearing is adjourned.

[Whereupon, at 4:29 p.m., the hearing was adjourned.]

[Prepared statements and responses to written questions follow:]
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PREPARED STATEMENT OF SENATOR TIM JOHNSON

As Congress and this Committee continue its work to stabilize financial institu-
tions and promote our nation’s economic recovery, I have called this hearing today
for regulators to give us an update on the current conditions of the financial institu-
tions in our country. It is vital that we know what continuing challenges and con-
cerns our nation’s institutions face. Specifically, I continue to be concerned about the
lending environment, particularly for small businesses, the capital needs of institu-
tions, and the impact of commercial real estate and other loan portfolios on institu-
tions’ balance sheets. In addition, while many of the large banks in our country
have stabilized, the FDIC’s list of troubled banks, many of them small community
banks, is growing.

While restructuring our nation’s regulatory system is this Committee’s top pri-
ority, I don’t think we can do that without a clear understanding of what is hap-
pening within the sector. Concerns and problems within individual financial institu-
tions will still exist even with a new regulatory structure unless they are addressed
as well. Continuing to ensure the safety and soundness of viable institutions and
the overall financial stability of our nation’s economy is vital to protecting all Ameri-
cans’ pocketbooks, savings and retirement.

I want to thank the witnesses for being here today, and I look forward to hearing
from each of you regarding any developing trends or concerns within the banking
industry or throughout the economy, and to hear of the regulatory or supervisory
steps your agencies are taking to respond to these challenges.

PREPARED STATEMENT OF SENATOR MIKE CRAPO

Thank you, Mr. Chairman, for holding this hearing to examine the state of the
banking and credit union industry.

Failures of small banks continue to grow and key trouble spots are looming, such
as commercial real estate loans. According to a recent New York Times article,
about $870 billion, or roughly half of the industry’s $1.8 trillion of commercial real
estate loans, now sit on the balance sheet of small and medium sized banks. I am
interested in learning to what extent has the Term Asset-Backed Securities Loan
Facility (TALF) encouraged capital to enter the commercial real estate market and
what other steps should regulators take to address this problem.

Many community banks and credit unions have tried to fill the lending gap
caused by the credit crisis. Even with these efforts, it is apparent that many con-
sumers and small businesses are not receiving the lending they need to refinance
their home loan, extend their business line of credit, or receive capital for new busi-
ness opportunities. Regulators need to be mindful that they strike the appropriate
balance to bolster capital and meet the credit needs of our economy. FASB’s new
rules on off-balance sheets will create challenges on this point.

As we began to explore options to modernize our financial regulatory structure,
it is important that our new structure allows financial institutions to play an essen-
tial role in the U.S. economy by providing a means for consumers and businesses
to save for the future, to protect and hedge against risk, and promote lending oppor-
tunities.

Again, I thank the Chairman for holding this hearing and I look forward to work-
ing with him and other Senators on these and other issues.

PREPARED STATEMENT OF SHEILA C. BAIR
CHAIRMAN, FEDERAL DEPOSIT INSURANCE CORPORATION

OCTOBER 14, 2009

Chairman Johnson, Ranking Member Crapo and members of the Subcommittee,
I appreciate the opportunity to testify on behalf of the Federal Deposit Insurance
Corporation (FDIC) regarding the condition of FDIC-insured institutions and the de-
posit insurance fund (DIF). While challenges remain, evidence is building that fi-
nancial markets are stabilizing and the American economy is starting to grow again.
As promising as these developments are, the fact is that bank performance typically
lags behind economic recovery and this cycle is no exception. Regardless of whatever
challenges still lie ahead, the FDIC will continue protecting insured depositors as
we have for over 75 years.

The FDIC released its comprehensive summary of second quarter 2009 financial
results for all FDIC-insured institutions on August 27. The FDIC’s Quarterly Bank-
ing Profile provided evidence that the difficult and necessary process of recognizing
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loan losses and cleaning up balance sheets continues to be reflected in the industry’s
bottom line. As a result, the number of problem institutions increased significantly
during the quarter. We expect the numbers of problem institutions to increase and
bank failures to remain high for the next several quarters.

My testimony today will review the financial performance of FDIC-insured insti-
tutions and highlight some of the most significant risks that the industry faces. In
addition, I will discuss the steps that we are taking through supervisory and resolu-
tions processes to address risks and to reduce costs from failures. Finally, I will
summarize the condition of the DIF and the recent steps that we have taken to
strengthen the FDIC’s cash position.

Economy

In the wake of the financial crisis of last Fall and the longest and deepest reces-
sion since the 1930s, the U.S. economy appears to be growing once again. Through
August, the index of leading economic indicators had risen for five consecutive
months. Consensus forecasts call for the economy to grow at a rate of 2.4 percent
or higher in both the third and fourth quarters. While this relative improvement
in economic conditions appears to represent a turning point in the business cycle,
the road to full recovery will be a long one that poses additional challenges for
FDIC-insured institutions.

While we are encouraged by recent indications of the beginnings of an economic
recovery, growth may still lag behind historical norms. There are several reasons
why the recovery may be less robust than was the case in the past. Most important
are the dislocations that have occurred in the balance sheets of the household sector
and the financial sector, which will take time to repair.

Households have experienced a net loss of over $12 trillion in net worth during
the past 7 quarters, which amounts to almost 19 percent of their net worth at the
beginning of the period. Not only is the size of this wealth loss unprecedented in
our modern history, but it also has been spread widely among households to the ex-
tent that it involves declines in home values. By some measures, the average price
of a U.S. home has declined by more than 30 percent since mid-2006. Home price
declines have left an estimated 16 million mortgage borrowers “underwater” and
have contributed to an historic rise in the number of foreclosures, which reached
almost 1.5 million in just the first half of 2009.1

Household financial distress has been exacerbated by high unemployment. Em-
ployers have cut some 7.2 million jobs since the start of the recession, leaving over
15 million people unemployed and pushing even more people out of the official labor
force. The unemployment rate now stands at a 26-year high of 9.8 percent, and may
go higher, even in an expanding economy, while discouraged workers re-enter the
labor force.

In response to these disruptions to wealth and income, U.S. households have
begun to save more out of current income. The personal savings rate, which had
dipped to as low as 1.2 percent in the third quarter of 2005, rose to 4.9 percent as
of second quarter 2009 and could go even higher over the next few years as house-
holds continue to repair their balance sheets. Other things being equal, this trend
is likely to restrain growth in consumer spending, which currently makes up more
than 70 percent of net GDP.

Financial sector balance sheets also have undergone historic distress in the recent
financial crisis and recession. Most notably, we have seen extraordinary government
interventions necessary to stabilize several large financial institutions, and now as
the credit crisis takes its toll on the real economy, a marked increase in the failure
rate of smaller FDIC-insured institutions. Following a 5-year period during which
only ten FDIC-insured institutions failed, there were 25 failures in 2008 and an-
other 98 failures so far in 2009.

In all, FDIC-insured institutions have set aside just over $338 billion in provisions
for loan losses during the past six quarters, an amount that is about four times larg-
er than their provisions during the prior six quarter period. While banks and thrifts
are now well along in the process of loss recognition and balance sheet repair, the
Fé%cﬁss will continue well into next year, especially for commercial real estate

).

Recent evidence points toward a gradual normalization of credit market conditions
amid still-elevated levels of problem loans. We meet today just 1 year after the his-
toric liquidity crisis in global financial markets that prompted an unprecedented re-
sponse on the part of governments around the world. In part as a result of the

1Sources: Moody’s Economy.com (borrowers “underwater”) and FDIC estimate based upon
Mortgage Bankers Association, National Delinquency Survey, second quarter 2009 (number of
foreclosures).
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Treasury’s Troubled Asset Relief Program (TARP), the Federal Reserve’s extensive
lending programs, and the FDIC’s Temporary Liquidity Guarantee Program (TLGP),
financial market interest rate spreads have retreated from highs established at the
height of the crisis last Fall and activity in interbank lending and corporate bond
markets has increased.

However, while these programs have played an important role in mitigating the
liquidity crisis that emerged at that time, it is important that they be rolled back
in a timely manner once financial market activity returns to normal. The FDIC
Board recently proposed a plan to phaseout the debt guarantee component of the
Temporary Liquidity Guarantee Program (TLGP) on October 31st. This will rep-
resent an important step toward putting our financial markets and institutions back
on a self-sustaining basis. And even while we seek to end the various programs that
were effective in addressing the liquidity crisis, we also recognize that we may need
to redirect our efforts to help meet the credit needs of household and small business
borrowers.

For now, securitization markets for government-guaranteed debt are functioning
normally, but private securitization markets remain largely shut down. During the
first 7 months of 2009, $1.2 trillion in agency mortgage-backed securities were
issued in comparison to just $9 billion in private mortgage-backed securities.
Issuance of other types of private asset-backed securities (ABS) also remains weak.
ABS issuance totaled only §1 18 billion during the first 9 months of 2009 in compari-
son to $136 billion during the first 9 months of 2008 and peak annual issuance of
$754 billion in 2006.

Significant credit distress persists in the wake of the recession, and has now
spread well beyond nonprime mortgages. U.S. mortgage delinquency and foreclosure
rates also reached new historic highs in second quarter of 2009 when almost 8 per-
cent of all mortgages were seriously delinquent. In addition, during the same period,
foreclosure actions were started on over 1 percent of loans outstanding.2 Consumer
loan defaults continue to rise, both in number and as a percent of outstanding loans,
although the number of new delinquencies now appears to be tapering off. Commer-
cial loan portfolios are also experiencing elevated levels of problem loans which in-
dustry analysts suggest will peak in late 2009 or early 2010.

Recent Financial Performance of FDIC-Insured Institutions

The high level of distressed assets is reflected in the weak financial performance
of FDIC-insured institutions. FDIC-insured institutions reported an aggregate net
loss of $3.7 billion in second quarter 2009. The loss was primarily due to increased
expenses for bad loans, higher noninterest expenses and a one-time loss related to
revaluation of assets that were previously reported off-balance sheet. Commercial
banks and savings institutions added $67 billion to their reserves against loan
losses during the quarter. As the industry has taken loss provisions at a rapid pace,
the industry’s allowance for loan and lease losses has risen to 2.77 percent of total
loans and leases, the highest level for this ratio since at least 1984. However, non-
current loans have been growing at a faster rate than loan loss reserves, and the
industry’s coverage ratio (the allowance for loan and lease losses divided by total
noncurrent loans) has fallen to its lowest level since the third quarter of 1991.3

Insured institutions saw some improvement in net interest margins in the quar-
ter. Funding costs fell more rapidly than asset yields in the current low interest rate
environment, and margins improved in the quarter for all size groups. Nevertheless,
second quarter interest income was 2.3 percent lower than in the first quarter and
15.9 percent lower than a year ago, as the volume of earning assets fell for the sec-
ond consecutive quarter. Industry noninterest income fell by 1.8 percent compared
to the first quarter.

Credit quality worsened in the second quarter by almost all measures. The share
of loans and leases that were noncurrent rose to 4.35 percent, the highest it has
been since the data were first reported. Increases in noncurrent loans were led by
1-to-4 family residential mortgages, real estate construction and development loans,
and loans secured by nonfarm nonresidential real estate loans. However, the rate
of increase in noncurrent loans may be slowing, as the second-quarter increase in
noncurrent loans was about one-third smaller than the volume of noncurrent loans
added in first quarter. The amount of loans past-due 30-89 days was also smaller
at the end of the second quarter than in the first quarter. Net charge-off rates rose
to record highs in the second quarter, as FDIC-insured institutions continued to rec-
ognize losses in the loan portfolios. Other real estate owned (ORE) increased 79.7
percent from a year ago.

2Source: Mortgage Bankers Association, National Delinquency Survey, Second Quarter 2009.
3 Noncurrent loans are loans 90 or more days past due or in nonaccrual status.
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Many insured institutions have responded to stresses in the economy by raising
and conserving capital, some as a result of regulatory reviews. Equity capital in-
creased by $32.5 billion (2.4 percent) in the quarter. Treasury invested a total of
$4.4 billion in 117 independent banks and bank and thrift holding companies during
the second quarter, and nearly all of these were community banks. This compares
to a total of more than $200 billion invested since the program began. Average regu-
latory capital ratios increased in the quarter as well. The leverage capital ratio in-
creased to 8.25 percent, while the average total risk-based capital ratio rose to 13.76
percent. However, while the average ratios increased, fewer than half of all institu-
tions reported increases in their regulatory capital ratios.

The nation’s nearly 7,500 community banks—those with less than $1 billion in
total assets—hold approximately 11 percent of total industry assets. They posted an
average return on assets of negative 0.06 percent, which was slightly better than
the industry as a whole. As larger banks often have more diverse sources of non-
interest income, community banks typically get a much greater share of their oper-
ating income from net interest income. In general, community banks have higher
capital ratios than their larger competitors and are much more reliant on deposits
as a source of funding.

Average ratios of noncurrent loans and charge-offs are lower for community banks
than the industry averages. In part, this illustrates the differing loan mix between
the two groups. The larger banks’ loan performance reflects record high loss rates
on credit card loans and record delinquencies on mortgage loans. Community banks
are important sources of credit for the nation’s small businesses and small farmers.
As of June 30, community banks held 38 percent of the industry’s small business
and small farm loans.* However, the greatest exposures faced by community banks
may relate to construction loans and other CRE loans. These loans made up over
43 percent of community bank portfolios, and the average ratio of CRE loans to total
capital was above 280 percent.

As insured institutions work through their troubled assets, the list of “problem
institutions”—those rated CAMELS 4 or 5—will grow. Over a hundred institutions
were added to the FDIC’s “problem list” in the second quarter. The combined assets
of the 416 banks and thrifts on the problem list now total almost $300 billion. How-
ever, the number of problem institutions is still well below the more than 1,400
identified in 1991, during the last banking crisis on both a nominal and a percent-
age basis. Institutions on the problem list are monitored closely, and most do not
fail. Still, the rising number of problem institutions and the high number of failures
reflect the challenges that FDIC-insured institutions continue to face.

Risks to FDIC-Insured Institutions

Troubled loans at FDIC-insured institutions have been concentrated thus far in
three main areas—residential mortgage loans, construction loans, and credit cards.
The credit quality problems in 1-to-4 family mortgage loans and the coincident de-
clines in U.S. home prices are well known to this Committee. Net chargeoffs of 1-
to 4-famly mortgages and home equity lines of credit by FDIC-insured institutions
over the past 2 years have totaled more than $65 billion. Declining home prices
have also impacted construction loan portfolios, on which many small and mid-sized
banks heavily depend. There has been a tenfold increase in the ratio of noncurrent
construction loans since mid-year 2007, and this ratio now stands at a near-record
13.5 percent. Net charge-offs for construction loans over the past 2 years have to-
taled about $32 billion, and almost 40 percent of these were for one-to-four family
construction.

With the longest and deepest recession since the 1930s has come a new round of
credit problems in consumer and commercial loans. The net charge-off rate for credit
card loans on bank portfolios rose to record-high 9.95 percent in the second quarter.
While stronger underwriting standards and deleveraging by households should
eventually help bring loss rates down, ongoing labor market distress threatens to
keep loss rates elevated for an extended period. By contrast, loans to businesses,
i.e., commercial and industrial (C&I) loans, have performed reasonably well given
the severity of the recession in part because corporate balance sheets were compara-
tively strong coming into the recession. The noncurrent loan ratio of 2.79 percent
for C&I loans stands more than four times higher than the record low seen in 2007,
but remains still well below the record high of 5.14 percent in 1987.

The most prominent area of risk for rising credit losses at FDIC-insured institu-
tions during the next several quarters is in CRE lending. While financing vehicles
such as commercial mortgage-backed securities (CMBS) have emerged as significant

4Defined as commercial and industrial loans or commercial real estate loans under $1 million
or farm loans less than $500,000.
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CRE funding sources in recent years, FDIC-insured institutions still hold the largest
share of commercial mortgage debt outstanding, and their exposure to CRE loans
stands at an historic high. As of June, CRE loans backed by nonfarm, nonresidential
properties totaled almost $1.1 trillion, or 14.2 percent of total loans and leases.

The deep recession, in combination with ongoing credit market disruptions for
market-based CRE financing, has made this a particularly challenging environment
for commercial real estate. The loss of more than 7 million jobs since the onset of
the recession has reduced demand for office space and other CRE property types,
leading to deterioration in fundamental factors such as rental rates and vacancy
rates. Amid weak fundamentals, investors have been re-evaluating their required
rate of return on commercial properties, leading to a sharp rise in “cap rates” and
lower market valuations for commercial properties. Finally, the virtual shutdown of
CMBS issuance in the wake of last year’s financial crisis has made financing harder
to obtain. Large volumes of CRE loans are scheduled to roll over in coming quarters,
and falling property prices will make it more difficult for some borrowers to renew
their financing.

Outside of construction portfolios, losses on loans backed by CRE properties have
been modest to this point. Net charge-offs on loans backed by nonfarm, nonresiden-
tial properties have been just $6.2 billion over the past 2 years. Over this period,
however, the noncurrent loan ratio in this category has quadrupled, and we expect
it to rise further as more CRE loans come due over the next few years. The ultimate
scale of losses in the CRE loan portfolio will very much depend on the pace of recov-
ery in the U.S. economy and financial markets during that time.

FDIC Response to Industry Risks and Challenges

Supervisory Response to Problems in Banking Industry

The FDIC has maintained a balanced supervisory approach that focuses on vigi-
lant oversight but remains sensitive to the economic and real estate market condi-
tions. Deteriorating credit quality has caused a reduction in earnings and capital
at a number of institutions we supervise which has resulted in a rise in problem
banks and the increased issuance of corrective programs. We have been strongly ad-
vocating increased capital and loan loss allowance levels to cushion the impact of
rising non-performing assets. Appropriate allowance levels are a fundamental tenet
of sound banking, and we expect that banks will add to their loss reserves as credit
conlditions warrant—and in accordance with generally accepted accounting prin-
ciples.

We have also been emphasizing the importance of a strong workout infrastructure
in the current environment. Given the rising level of non-performing assets, and dif-
ficulties in refinancing loans coming due because of decreased collateral values and
lack of a securitization market, banks need to have the right resources in place to
restructure weakened credit relationships and dispose of other real estate holdings
in a timely, orderly fashion.

We have been using a combination of offsite monitoring and onsite examination
work to keep abreast of emerging issues at FDIC-supervised institutions and are ac-
celerating full-scope examinations when necessary. Bankers understand that FDIC
examiners will perform a thorough, yet balanced asset review during our examina-
tions, with a particular focus on concentrations of credit risk. Over the past several
years, we have emphasized the risks in real estate lending through examination and
industry guidance, training, and targeted analysis and supervisory activities. Our
efforts have focused on underwriting, loan administration, concentrations, portfolio
management and stress testing, proper accounting, and the use of interest reserves.

CRE loans and construction and development loans are a significant examination
focus right now and have been for some time. Our examiners in the field have been
sampling banks’ CRE loan exposures during regular exams as well as special visita-
tions and ensuring that credit grading systems, loan policies, and risk management
processes have kept pace with market conditions. We have been scrutinizing for
some time construction and development lending relationships that are supported
by interest reserves to ensure that they are prudently administrated and accurately
portray the borrower’s repayment capacity. In 2008, we issued guidance and pro-
duced a journal article on the use of interest reserves,> as well as internal review
procedures for examiners.

We strive to learn from those instances where the bank’s failure led to a material
loss to the DIF, and we have made revisions to our examination procedures when
warranted. This self-assessment process is intended to make our procedures more

5FDIC, Supervisory Insights, hétp:/ /www.fdic.gov /regulations/examinations [ supervisory /in-
sights/sisum08/article01 Primer.html.
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forward-looking, timely and risk-focused. In addition, due to increased demands on
examination staff, we have been working diligently to hire additional examiners
since 2007. During 2009, we hired 440 mid career employees with financial services
skills as examiners and almost another 200 examiner trainees. We are also con-
ducting training to reinforce important skills that are relevant in today’s rapidly
changing environment. The FDIC continues to have a well-trained and capable su-
pervisory workforce that provides vigilant oversight of state nonmember institu-
tions.

Measures to Ensure Examination Programs Don’t Interfere with Credit Availability

Large and small businesses are contending with extremely challenging economic
conditions which have been exacerbated by turmoil in the credit markets over the
past 18 months. These conditions, coupled with a more risk-averse posture by lend-
ers, have diminished the availability of credit.

We have heard concerns expressed by Members of Congress and industry rep-
resentatives that banking regulators are somehow instructing banks to curtail lend-
ing, making it more difficult for consumers and businesses to obtain credit or roll
over otherwise performing loans. This is not the case. The FDIC provides banks
with considerable flexibility in dealing with customer relationships and managing
loan portfolios. I can assure you that we do not instruct banks to curtail prudently
managed lending activities, restrict lines of credit to strong borrowers, or require
appraisals on performing loans unless an advance of new funds is being con-
templated.

It has also been suggested that regulators are expecting banks to shut off lines
of credit or not roll-over maturing loans because of depreciating collateral values.
To be clear, the FDIC focuses on borrowers’ repayment sources, particularly their
cash-flow, as a means of paying off loans. Collateral is a secondary source of repay-
ment and should not be the primary determinant in extending or refinancing loans.
Accordingly, we have not encouraged banks to close down credit lines or deny a refi-
nance request solely because of weakened collateral value.

The FDIC has been vocal in its support of bank lending to small businesses in
a variety of industry forums and in the interagency statement on making loans to
creditworthy borrowers that was issued last November. I would like to emphasize
that the FDIC wants banks to make prudent small business loans as they are an
engine of growth in our economy and can help to create jobs at this critical juncture.

In addition, the Federal banking agencies will soon issue guidance on CRE loan
workouts. The agencies recognize that lenders and borrowers face challenging credit
conditions due to the economic downturn, and are frequently dealing with dimin-
ished cash-flows and depreciating collateral values. Prudent loan workouts are often
in the best interest of financial institutions and borrowers, particularly during dif-
ficult economic circumstances and constrained credit availability. This guidance re-
flects that reality, and supports prudent and pragmatic credit and business decision-
making within the framework of financial accuracy, transparency, and timely loss
recognition.

Innovative resolution structures

The FDIC has made several changes to its resolution strategies in response to this
crisis, and we will continue to re-evaluate our methods going forward. The most im-
portant change is an increased emphasis on partnership arrangements. The FDIC
and RTC used partnership arrangements in the past—specifically loss sharing and
structured transactions. In the early 1990s, the FDIC introduced and used loss shar-
ing. During the same time period, the RTC introduced and used structured trans-
actions as a significant part of their asset sales strategy. As in the past, the FDIC
has begun using these types of structures in order to lower resolution costs and sim-
plify the FDIC’s resolution workload. Also, the loss share agreements reduce the
FDIC’s liquidity needs, further enhancing the FDIC’s ability to meet the statutory
least cost test requirement.

The loss share agreements enable banks to acquire an entire failed bank franchise
without taking on too much risk, while the structured transactions allow the FDIC
to market and sell assets to both banks and non-banks without undertaking the
tasks and responsibilities of managing those assets. Both types of agreements are
partnerships where the private sector partner manages the assets and the FDIC
monitors the partner. An important characteristic of these agreements is the align-
ment of interests: both parties benefit financially when the value of the assets is
maximized.

For the most part, after the end of the savings and loan and banking crisis of the
late 1980s and early 1990s, the FDIC shifted away from these types of agreements
to more traditional methods since the affected asset markets became stronger and
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more liquid. The main reason why we now are returning to these methods is that
in the past several months investor interest has been low and asset values have
been uncertain. If we tried to sell the assets of failed banks into today’s markets,
the prices would likely be well below their intrinsic value—that is, their value if
they were held and actively managed until markets recover. The partnerships allow
the FDIC to sell the assets today but still benefit from future market improvements.
During 2009, the FDIC has used loss share for 58 out of 98 resolutions. We estimate
that the cost savings have been substantial: the estimated loss rate for loss share
failures averaged 25 percent; for all other transactions, it was 38 percent. Through
September 30, 2009, the FDIC has entered into seven structured transactions, with
about $8 billion in assets.

To address the unique nature of today’s crisis, we have made several changes to
the earlier agreements. The earlier loss share agreements covered only commercial
assets. We have updated the agreements to include single family assets and to re-
quire the application of a systematic loan modification program for troubled mort-
gage loans. We strongly encourage our loss share partners to adopt the Administra-
tion’s Home Affordable Modification Program (HAMP) for managing single family
assets. If they do not adopt the HAMP, we require them to use the FDIC loan mod:i-
fication program which was the model for the HAMP modification protocol. Both are
designed to ensure that acquirers offer sustainable and affordable loan modifications
to troubled homeowners whenever it is cost-effective. This serves to lower costs and
minimize foreclosures. We have also encouraged our loss share partners to deploy
forbearance programs when homeowners struggle with mortgage payments due to
life events (unemployment, illness, divorce, etc.). We also invite our loss share part-
ners to propose other innovative strategies that will help keep homeowners in their
homes and reduce the FDIC’s costs.

In addition, the FDIC has explored funding changes to our structured trans-
actions to make them more appealing in today’s environment. To attract more bid-
ders and hopefully higher pricing, the FDIC has offered various forms of leverage.
In recent transactions where the leverage was provided to the investors, the highest
bids with the leverage option substantially improved the overall economics of the
transactions. The overall feedback on the structure from both investors and market
participants was very positive.

The Condition of the Deposit Insurance Fund

Current Conditions and Projections

As of June 30, 2009, the balance (or net worth) of the DIF (the fund) was approxi-
mately $10 billion. The fund reserve ratio—the fund balance divided by estimated
insured deposits in the banking system—was 0.22 percent. In contrast, on December
31, 2007, the fund balance was almost $52 billion and the reserve ratio was 1.22
percent. Losses from institution failures have caused much of the decline in the fund
balance, but increases in the contingent loss reserve—the amount set aside for
losses expected during the next 12 months—has contributed significantly to the de-
cline. The contingent loss reserve on June 30 was approximately $32 billion.

The FDIC estimates that as of September 30, 2009, both the fund balance and
the reserve ratio were negative after reserving for projected losses over the next 12
months, though our cash position remained positive. This is not the first time that
a fund balance has been negative. The FDIC reported a negative fund balance dur-
ing the last banking crisis in the late 1980s and early 1990s.6 Because the FDIC
has many potential sources of cash, a negative fund balance does not affect the
FDIC’s ability to protect insured depositors or promptly resolve failed institutions.

The negative fund balance reflects, in part, an increase in provisioning for antici-
pated failures. The FDIC projects that, over the period 2009 through 2013, the fund
could incur approximately $100 billion in failure costs. The FDIC projects that most
of these costs will occur in 2009 and 2010. In fact, well over half of this amount
will already be reflected in the September 2009 fund balance. Assessment revenue
is projected to be about $63 billion over this 5-year period, which exceeds the re-
maining loss amount. The problem we are facing is one of timing. Losses are occur-
ring in the near term and revenue is spread out into future years.

At present, cash and marketable securities available to resolve failed institutions
remain positive, although they have also declined. At the beginning of the current
banking crisis, in June 2008, total assets held by the fund were approximately $55
billion, and consisted almost entirely of cash and marketable securities (i.e., liquid

6 The FDIC reported a negative fund balance as of December 31, 1991 of approximately —$7.0
billion due to setting aside a large ($16.3 billion) reserve for future failures. The fund remained
negative for five quarters, until March 31, 1993, when the fund balance was approximately $1.2
billion.
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assets). As the crisis has unfolded, the liquid assets of the fund have been expended
to protect depositors of failed institutions and have been exchanged for less liquid
claims against the assets of failed institutions. As of June 30, 2009, while total as-
sets of the fund had increased to almost $65 billion, cash and marketable securities
had fallen to about $22 billion. The pace of resolutions continues to put downward
pressure on cash balances. While the less liquid assets in the fund have value that
will eventually be converted to cash when sold, the FDIC’s immediate need is for
more liquid assets to fund near-term failures.

If the FDIC took no action under its existing authority to increase its liquidity,
the FDIC projects that its liquidity needs would exceed its liquid assets next year.

The FDIC’s Response

The FDIC has taken several steps to ensure that the fund reserve ratio returns
to its statutorily mandated minimum level of 1.15 percent within the time pre-
scribed by Congress and that it has sufficient cash to promptly resolve failing insti-
tutions.

For the first quarter of 2009, the FDIC raised rates by 7 basis points. The FDIC
also imposed a special assessment as of June 30, 2009 of 5 basis points of each insti-
tution’s assets minus Tier 1 capital, with a cap of 10 basis points of an institution’s
regular assessment base. On September 22, the FDIC again took action to increase
assessment rates—the board decided that effective January 1, 2011, rates will uni-
formly increase by 3 basis points. The FDIC projects that bank and thrift failures
will peak in 2009 and 2010 and that industry earnings will have recovered suffi-
ciently by 2011 to absorb a 3 basis point increase in deposit insurance assessments.
We project that these steps should return the fund to a positive balance in 2012
and the reserve ratio to 1.15 percent by the first quarter of 2017.

While the final rule imposing the special assessment in June permitted the FDIC
to impose additional special assessments of the same size this year without further
notice and comment rulemaking, the FDIC decided not to impose any additional
special assessments this year. Any additional special assessment would impose a
burden on an industry that is struggling to achieve positive earnings overall. In gen-
eral, an assessment system that charges institutions less when credit is restricted
and more when it is not is more conducive to economic stability and sustained
growth than a system that does the opposite.

To meet the FDIC’s liquidity needs, on September 29 the FDIC authorized publi-
cation of a Notice of Proposed Rulemaking (NPR) to require insured depository insti-
tutions to prepay about 3 years of their estimated risk-based assessments. The
FDIC estimates that prepayment would bring in approximately $45 billion in cash.

Unlike a special assessment, prepaid assessments would not immediately affect
the DIF balance or depository institutions’ earnings. An institution would record the
entire amount of its prepaid assessment as a prepaid expense (asset) as of December
30, 2009. As of December 31, 2009, and each quarter thereafter, the institution
would record an expense (charge to earnings) for its regular quarterly assessment
for the quarter and an offsetting credit to the prepaid assessment until the asset
is exhausted. Once the asset is exhausted, the institution would record an expense
and an accrued expense payable each quarter for its regular assessment, which
would be paid in arrears to the FDIC at the end of the following quarter. On the
FDIC side, prepaid assessments would have no effect on the DIF balance, but would
provide us with the cash needed for future resolutions.

The proposed rule would allow the FDIC to exercise its discretion as supervisor
and insurer to exempt an institution from the prepayment requirement if the FDIC
determines that the prepayment would adversely affect the safety and soundness of
the institution.

The FDIC believes that using prepaid assessments as a means of collecting
enough cash to meet upcoming liquidity needs to fund future resolutions has signifi-
cant advantages compared to imposing additional or higher special assessments. Ad-
ditional or higher special assessments could severely reduce industry earnings and
capital at a time when the industry is under stress. Prepayment would not materi-
ally impair the capital or earnings of insured institutions. In addition, the FDIC be-
lieves that most of the prepaid assessment would be drawn from available cash and
excess reserves, which should not significantly affect depository institutions’ current
lending activities. As of June 30, FDIC-insured institutions held more than $1.3 tril-
lion in liquid balances, or 22 percent more than they did a year ago.”

In the FDIC’s view, requiring that institutions prepay assessments is also pref-
erable to borrowing from the U.S. Treasury. Prepayment of assessments ensures

7Liquid balances include balances due from Federal Reserve Banks, depository institutions
and others, Federal funds sold, and securities purchased under agreements to resell.
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that the deposit insurance system remains directly industry-funded and it preserves
Treasury borrowing for emergency situations. Additionally, the FDIC believes that,
unlike borrowing from the Treasury or the FFB, requiring prepaid assessments
would not count toward the public debt limit. Finally, collecting prepaid assess-
ments would be the least costly option to the fund for raising liquidity as there
would be no interest cost. However, the FDIC is seeking comment on these and
other options in the NPR.

The FDIC’s proposal requiring prepayment of assessments is really about how and
when the industry fulfills its obligation to the insurance fund. It is not about wheth-
er insured deposits are safe or whether the FDIC will be able to promptly resolve
failing institutions. Deposits remain safe; the FDIC has ample resources available
to promptly resolve failing institutions. We thank the Congress for raising our bor-
rowing limit, which was important from a public confidence standpoint and essential
to assure that the FDIC is prepared for all contingencies in these difficult times.

Conclusion

FDIC-insured banks and thrifts continue to face many challenges. However, there
is no question that the FDIC will continue to ensure the safety and soundness of
FDIC-insured financial institutions, and, when necessary, resolve failed financial in-
stitutions. Regarding the state of the DIF and the FDIC Board’s recent proposal to
have banks pay a prepaid assessment, the most important thing for everyone to re-
member is that the outcome of this proposal is a non-event for insured depositors.
Their deposits are safe no matter what the Board decides to do in this matter. Ev-
eryone knows that the FDIC has immediate access to a $100 billion credit line at
Treasury that can be expanded to $500 billion with the concurrence of the Federal
Reserve and the Treasury. We also have authority to borrow additional working cap-
ital up to 90 percent of the value of assets we own. The FDIC’s commitment to de-
positors is absolute, and we have more than enough resources at our disposal to
make good on that commitment.

I would be pleased to answer any questions from the members of the Sub-
committee.

PREPARED STATEMENT OF JOHN C. DUGAN *
COMPTROLLER OF THE CURRENCY
OFFICE OF THE COMPTROLLER OF THE CURRENCY

OCTOBER 14, 2009

I. Introduction

Chairman Johnson, Senator Crapo, and members of the Subcommittee, I am
pleased to testify on the current condition of the national banking system, including
trends in bank ending, asset quality, and problem banks. The OCC supervises over
1,600 national banks and Federal branches, which constitute approximately 18 per-
cent of all federally insured banks and thrifts, holding just over 61 percent of all
bank and thrift assets. These nationally chartered institutions include 15 of the very
largest U.S. banks, with assets generally exceeding $100 billion; 23 mid-sized banks,
with assets generally ranging between $10 billion and $100 billion; and over 1,500
community banks and trust banks, with assets between $1.5 million and $10 billion.
The OCC has dedicated supervisory programs for these three groups of institutions
that are tailored to the unique challenges faced by each.

My testimony today makes three key points. First, credit quality is continuing to
deteriorate across almost all classes of banking assets in nearly all sizes of banks.
As the economy has weakened, the strains on borrowers that first appeared in the
housing sector have spread to other retail and commercial borrowers. For some cred-
it portfolio segments, the rate of nonperforming loans is at or near historical highs.
In many cases, this declining asset quality reflects risks that built up over time, and
while we may be seeing some initial signs of improvement in some asset classes as
the economy begins to recover, it will generally take time for problem credits to
work their way through the banking system.

Second, the vast majority of national banks are strong and have the financial ca-
pacity to withstand the declining asset quality. As I noted in my testimony last year
before the full Committee, we anticipated that credit quality would worsen and that

*Statement Required by 12 U.S.C. § 250: The views expressed herein are those of the Office
of the Comptroller of the Currency and do not necessarily represent the views of the President.
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banks would need to further strengthen their capital and loan loss reserves.! Net
capital levels in national banks have increased by over $186 billion over the last
2 years, and net increases to loan loss reserves have exceeded $92 billion. While
these increases have considerably strengthened national banks, we anticipate addi-
tional capital and reserves will be needed to absorb the additional potential losses
in banks’ portfolios. In some cases that may not be feasible, however, and as a re-
sult, there will continue to be a number of smaller institutions that are not likely
to survive their mounting credit problems. In these cases we are working closely
with the FDIC to ensure timely resolutions in a manner that is least disruptive to
local communities.

Third, during this stressful period we are extremely mindful of the need to take
a balanced approach in our supervision of national banks, and we strive continually
to ensure that our examiners are doing just that. We are encouraging banks to work
constructively with borrowers who may be facing difficulties and to make new loans
to creditworthy borrowers. And we have repeatedly and strongly emphasized that
examiners should not dictate loan terms or require banks to charge off loans simply
due to declines in collateral values.

Balanced supervision, however, does not mean turning a blind eye to credit and
market conditions, or simply allowing banks to forestall recognizing problems on the
hope that markets or borrowers may turn around. As we have learned in our deal-
ings with problem banks, a key factor in restoring a bank to health is ensuring that
bank management realistically recognizes and addresses problems as they emerge,
even as they work with struggling borrowers.

II. Condition of the National Banking System: Credit Quality Has Replaced
Liquidity as Major Concern

Beginning in the fall of 2007 and extending through the first quarter of this year,
bank regulators and the industry were confronted with unprecedented disruptions
in the global financial markets. In the wake of severe problems with subprime mort-
gages, the value of various securitized assets and structured investment products
declined precipitously. Key funding and short term credit markets froze, sparking
a severe contraction in the liquidity that sustains much of our economy and banking
system, including uninsured deposit funding. The combination of these events led
to failures, government assistance, and government takeover of several major finan-
cial institutions. Through the collective efforts and programs resulting from actions
taken by Congress, the Treasury Department, the Federal Reserve Board, the Fed-
eral Deposit Insurance Corporation, and governments around the world, there has
been significant stabilization in credit and funding markets for all financial institu-
tions, including banks of all sizes.

As reflected in both the TED and Libor-OIS spreads,? each of which has fallen
to less than 20 basis points after peaking at well over 300 basis points during the
crisis, the interbank funding market has vastly improved, with banks once again
willing to extend credit to counterparties. There has also been a slight rebound in
certain securitization markets. For example, non-mortgage asset-backed securities
issuance for 2Q:2009 totaled $49 billion, up 121 percent from 1Q:2009. Similarly,
syndicated market loan issuances increased to $156 billion in 2Q:2009, up 37 per-
cent from 1Q:2009.

The drag on national banks’ balance sheets and earnings from the overhang of
various structured securities products has been very significantly reduced due to the
substantial write-downs that banks took on these assets in 4Q:2008 and 1Q:2009
and the overall recovery in credit markets. Losses sustained at our 10 largest bank-
ing companies for these securities reached $44 billion in 2008, but dropped to $8
billion in 1Q:2009 and $1 billion in 2Q:2009. There are some banks that still face
strains in their investment portfolios, largely due to their holding of certain private
label mortgage-backed and trust preferred securities. While most banks will be able
to absorb the losses that may arise from these holdings, there is a small population
of banks that have significant concentrations in these products that we are closely
monitoring. We expect these banks will continue to take incremental credit impair-
ments through earnings until mortgage metrics improve.

In my financial condition testimony before the full Committee last year, I ob-
served that, as market conditions began to stabilize, the focus of supervisors and

1Testimony of John C. Dugan before the Committee on Banking, Housing, and Urban Affairs,
United States Senate, June 5, 2008, page 2.

2The TED spread reflects the difference between the interest rates on interbank loans in the
Eurodollar market and short-term U.S. Government Treasury bills. The OIS is the overnight
indexed swap rate. Both spreads are a measure of how markets are viewing the risks of finan-
cial counterparties.
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bankers would increasingly turn to the more traditional challenges of identifying
and managing problem credits.3 That has indeed proven to be the case, as declining
asset quality has become the central challenge facing banks and supervisors today.
While there recently have been some signs of economic recovery, data through the
second quarter of this year demonstrate that asset quality across the national bank
population significantly deteriorated over the preceding twelve months, as both re-
tail and commercial borrowers remained under stress from job losses and the overall
contraction in the economy. The percentage of noncurrent loans (loans that are 90
days or more past due or on nonaccrual) increased dramatically and reached the
highest level in at least twenty 5 years (see Chart 1).

Chart 1

Noncurrent loan rate highest in at least 25 years
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Information System (CCC) year-end. Data series begins in 1984.

In addition, the rate at which banks are charging off loans has also accelerated
and, for some portfolio segments, now exceeds previous peaks experienced during
the last credit cycle. Continued concerns about the economy are also affecting loan
growth and demand as businesses, consumers, and bankers themselves retrench on
the amount of leverage and borrowing they want to assume. As a result, loan
growth through 2Q:2009 has slowed across the national bank population and in var-
ious portfolio segments. (See charts 2 and 3)

3 Testimony of John C. Dugan before the Committee on Banking, Housing, and Urban Affairs,
United States Senate, June 5, 2008, page 9.
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Chart 2
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excludes downsized BNY Mellon.
A number of factors are evident for this decline in credit, including the following:

e Reduction in loan demand, as reductions in consumer spending have caused
businesses to cut back on inventory and other investments;
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e Reduction in the demand for credit from borrowers who may have been able to
afford or repay a loan when the economy was expanding, but now face con-
strained income or cash-flow and debt service capacity;

e Reductions in loan demand as households work to rebuild their net worth, as
reflected in the increased U.S. savings rate;

e Actions taken by bankers to scale back their risk exposures due to weaknesses
in various market and economic sectors, and to strengthen underwriting stand-
ards and loan terms that had become, in retrospect, too relaxed. In addition,
many banks have increasingly shifted their focus and resources to loan collec-
tions, workouts, and resolutions, and some troubled banks have curtailed lend-
ing due to funding and capital constraints; and

e Continued uncertainty on the part of borrowers and lenders about the strength
and speed of the economic recovery in many regions of the country.

As demonstrated in chart 4 below, businesses have significantly reduced their in-
vestments and inventories and, in an effort to strengthen their own balance sheets,
many larger businesses have replaced short-term borrowing with longer-term cor-
porate bond issues. Similarly, chart 5 shows that consumers are repairing their per-
sonal balance sheets with significant increases in their personal savings rates.

Chart 4
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Chart 4
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This interplay of factors and their effects on lending are consistent with our re-
cent annual underwriting survey and the Federal Reserve Board’s most recent Sen-
ior Loan Officer Survey. OCC examiners report that the financial market disruption
continues to affect bankers’ appetite for risk and has resulted in a renewed focus
on fundamental credit principles by bank lenders. Our survey indicates that pri-
mary factors contributing to stronger underwriting standards are bankers’ concerns
about unfavorable external conditions and product performance.* In its July Senior
Loan Officer Survey, the Federal Reserve reported that “demand for loans continued
to weaken across all major categories except for prime residential mortgages.”>

Some have also suggested that unnecessary supervisory actions may have signifi-
cantly contributed to the decline in credit availability. While I do not believe the
evidence supports this suggestion, I do believe, as addressed in more detail at the
end of this testimony, that it is critical for supervisors to stay focused on the type
of balanced supervision that is required in the stressful credit conditions prevalent
today.

Finally, the combination of deteriorating credit quality, lower yields on earning
assets, and slower loan growth is the primary factor currently affecting national
banks’ earnings. As shown in Chart 6, there has been a marked deterioration in the
return on equity across the national banking population as modest increases in
banks’ net interest margins due to more favorable costs of funds have failed to offset
credit quality problems and the continued need for banks to build loan loss reserves.

40CC Survey of Underwriting Practices 2009, page 3.
5Board of Governors of the Federal Reserve System, “The July 2009 Senior Loan Officer Sur-
vey on Bank Lending Practices,” page 1.
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Chart 6

National banking system profitability remains low
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II1. Trends in Key Credit Portfolios and Capital and Reserve Positions

Against this backdrop, let me now describe trends in major credit segments and
in capital and loan loss reserve levels.

A. Retail Credit

Although retail loans—mortgages, home equity, credit cards, and other consumer
loans—account for just over half of total loans in the national banking system, they
currently account for two-thirds of total losses, delinquencies, and nonperforming
credits. To a large extent, however, these problems are confined to the largest 15
national banks, which hold almost 91 percent of retail loans in the national banking
system.

1. First and Second Mortgages

The residential mortgage sector was the epicenter of the financial turmoil and
continues to figure prominently in the current condition of the banking industry. As
the economy has worsened, problems that started in the subprime market have
spread to the so-called “Alt A” market, and increasingly, to the prime market. While
over-leverage and falling housing prices were the initial drivers of delinquencies and
loan losses, borrower strains resulting from rising unemployment and underemploy-
ment are an increasingly important factor. In the first mortgage market, the June
30, 2009 Mortgage Bankers Association’s National Delinquency Survey shows con-
tinued growth in foreclosure inventory, but a relatively flat rate of new foreclosure
starts overall between the first and second quarter of this year. The rate of prime
foreclosures, however, continues to increase, with starts at about 1 percent of the
surveyed population as of the end of the second quarter. Although this percentage
is still relatively small, the impact is significant given the much larger size of the
prime market segment compared to the markets for subprime and Alt-A loans.
While it is true that many first mortgages were sold to third party investors via
the securitization market, and the loan quality of such mortgages retained by banks
is generally higher than those sold to third parties, it nevertheless remains the case
that a number of larger banks have significant on-balance sheet exposure to first
mortgage losses from portfolios that continue to deteriorate.

The same is true of second mortgages—home equity loans and lines of credit—
except that the overwhelming majority of these loans reside on bank balance sheets.
There were some positive signs in the second quarter showing home equity loan de-
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linquency rates falling, and the pace of increase in second lien charge-off rates slow-
ing. But the hard fact is that losses on these loans through the first half of this
year nearly equaled total losses for all of 2008, and loss rates are expected to con-
tinue to climb—though at a slower rate—through at least the middle of 2010.

In short, deterioration in the first and second residential mortgage markets con-
tinue to dominate the credit quality performance in national banks’ retail portfolios,
as it has since the second half of 2008. Total delinquent and nonperforming residen-
tial real estate loans (mortgage and home equity) in national banks now hover
around 9.4 percent, with a loss rate of just over 2.5 percent—the highest level since
we have been collecting this data.

There have been some positive indicators in the housing market in recent months
that could slow the pace of losses in residential mortgages, including increased home
sales in June and July, and slight increases in the Case-Shiller composite index for
certain metropolitan areas. While these signs are encouraging, it is too early to de-
termine whether they signal a true turning point in this sector. For example, the
increase in home sales this summer is consistent with seasonal trends and may not
be sustainable. In addition, sales may be enjoying a temporary boost from the First-
Time Homebuyer Tax Credit program which, unless extended, will end in Novem-
ber. Much will depend, of course, on the extent to which economic recovery takes
hold and truly stabilizes the housing market.

In terms of mortgage modifications, all of the major national bank mortgage
servicers are actively participating in the Administration’s Making Home Affordable
Program. Servicers have been significantly expanding their staff levels in the loss
mitigation/collection areas—doubling and tripling customer contact personnel, and
requiring night and weekend overtime work. Servicers have also been ramping up
their training efforts, customer service scripts, and automated qualification and un-
derwriting systems to improve the processing of loan modification requests. The
OCC is closely monitoring these and other home modification efforts through onsite
examinations and other ongoing supervisory initiatives, as well as through our
Mortgage Metrics quarterly reporting program. And examiners continue to monitor
modification programs for compliance with all applicable fair lending and consumer
compliance laws.

Our latest Mortgage Metrics report shows that actions to keep Americans in their
homes grew by almost 22 percent during 2Q:2009.6 Notably, the percentage of modi-
fications that reduced borrowers’ monthly principal and interest payments continued
to increase to more than 78 percent of all new modifications, up from about 54 per-
cent in the previous quarter. We view this as a positive development, as modifica-
tions that reduce borrowers’ monthly payments generally produce lower levels of re-
defaults and longer term sustainability than modifications that either increase pay-
ments or leave them unchanged.

2. Credit Cards

Credit card performance began to deteriorate sharply in the latter part of 2008
and has continued to weaken further this year, with record levels of losses and de-
linquencies. As with second lien mortgages, there have been some encouraging signs
recently in the form of declining early stage delinquency rates, but loss rates con-
tinue to climb. As of June 30, the overall loss rate was 10.3 percent for national
banks, and more recent data shows continued deterioration-with industry analysts
predicting even higher loss rates into 2010.

In response to these trends and the overall deterioration in the economy, many
credit card issuers are adjusting their account management policies to reflect and
respond to the increased risk in these accounts. In some cases these actions have
resulted in credit lines being reduced or curtailed. In other cases, they have led to
increased interest rates, effectively increasing the minimum payment to cover the
higher finance charges. In still other cases they have resulted in an increase in min-
imum payments to extinguish the outstanding debt more quickly. Many credit card
issuers are also re-evaluating certain credit card product features, such as “no an-
nual fees” or various reward programs, and are offering cards with simpler terms
and conditions, in part due to the recently enacted Credit CARD Act.

We are monitoring these changes in credit card account terms to ensure that they
comply with all applicable limit and notice requirements, including those mandated
by the Credit CARD Act. For example, in July we notified national banks that, effec-
tive August 22, 2010, they must conduct periodic reviews of accounts whose interest
rates have been increased since January 1, 2009, based on factors including market
conditions and borrower credit risk. More recently, we issued a bulletin advising na-
tional banks abut the interim final rules issued by the Federal Reserve under the

6See OCC News Release 2009-118, September 30, 2009.
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Credit CARD Act that became effective on August 20, 2009. The Federal Reserve’s
rules require lenders to notify customers 45 days in advance of any rate increase
or significant changes in credit card account terms and to disclose that consumers
can have the right to reject these changes. Under the rules, the new rates or terms
can be applied to any transaction that occurs more than 14 days after the notice
is provided—even if the customer ultimately rejects those terms. To address the risk
of consumer confusion, the OCC directed national banks to include an additional
disclosure not required by the rules to alert consumers, if applicable, to the imposi-
tion of the new terms on transactions that occur more than 14 days after thenotice
is provided, regardless of whether the consumer rejects the change and cancels the
account.

As with residential mortgages, we are encouraging national banks to work with
consumers who may be facing temporary difficulties and hardships, and more banks
are reaching out to assist customers before they become delinquent. Banks have a
number of viable default management options to assist in this endeavor, although
it is important that, as they do so, they continue to appropriately account for losses
as they occur.

Card issuers are also reevaluating the size of unused credit lines in response to
current credit conditions, recent regulatory changes, and recent adoption by the Fi-
nancial Accounting Standards Board (FASB) of two new accounting standards,
Statement No. 166, Accounting for Transfers of Financial Assets—an amendment of
FASB Statement No. 140 (FAS 166) and Statement No. 167, Amendments to FASB
Interpretation No. 46(R) (FAS 167). These standards become effective for an entity’s
first fiscal year beginning after November 15, 2009, and will have a significant im-
pact on many banking institutions. In particular, many securitization transactions,
including credit card securitizations, will likely lose sales accounting treatment,
prompting the return of the securitized assets to banks’ balance sheets. Although
we are still evaluating the impact of these changes, we anticipate that they will
have a material effect on how banks structure transactions, manage risk, and deter-
mine the levels of loan loss reserves and regulatory capital they hold for certain as-
sets, including credit cards. The net effect of these changes is that banks will most
likely face increased funding and capital costs for these products.

The combination of all these factors has resulted in a decline in overall credit card
debt outstanding and—especially—overall unfunded credit card commitments, re-
flecting pullbacks by both consumers and lenders. For national banks, managed
card outstandings (i.e., funded loans both on and off banks’ balance sheets) declined
by 4 percent thus far this year, or roughly $27 billion. Unfunded credit card commit-
ments (lines available to customers) have declined more precipitously, by 14.8 per-
cent or $448 billion. These trends are consistent with overall industry data.

In summary, retail credit quality issues continue to be an area of concern, espe-
cially for the larger national banks. Although there are some early signs of delin-
quency rates declining, with some bankers telling us they are beginning to see ad-
verse trends leveling off, sustained improvements in this sector will largely depend
on the length and depth of the recession and levels of unemployment.

B. Commercial and Industrial Loans

The fallout from the housing and consumer sectors to other segments of the econ-
omy is evident in the performance of national banks’ commercial and industrial
(C&I) loan portfolios. Adverse trends in key performance measures, including 30-day
or morepast due delinquencies, non-performing rates, and net loss rates, sharply ac-
celerated in the latter part of last year and have continued to trend upward in 2009.
For example, the percentage of C&I loans that are delinquent or nonperforming has
risen from a recent historical low of 1.02 percent in 2Q:2007 to 3.90 percent in
2Q:2009. Although this is the highest rate since the ratio peaked at 4.15 percent
in 2Q:2002 during the last recession, it is still well below the 1991 recession peak
of 6.5 percent.

In contrast to retail loans, which primarily affect the larger national banks, the
effect of adverse trends in C&I loans is fairly uniform across the national bank pop-
ulation. This segment of loans represents approximately 20 percent of total loans
in the national banking system, with levels somewhat more concentrated at larger
institutions than at community banks, where C&I loans account for approximately
16 percent of total loans. While credit quality indicators are marginally worse at the
larger national banks, the trend rate and direction are fairly consistent across all
sizes of national banks.

One measure of C&I loan quality comes from the Federal banking agencies’
Shared National Credit (SNC) program, which provides an annual review of large
credit commitments that cut across the financial system. These large loans to large
borrowers are originated by large banks, then syndicated to other banks and many
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types of nonbank financial institutions such as securitization pools, hedge funds, in-
surance companies, and pension funds.” This year’s review, which was just recently
completed, also found sharp declines in credit quality. The review, which covered
8,955 credits totaling $2.9 trillion extended to approximately 5,900 borrowers, found
a record level of $642 billion in criticized assets—meaning loans or commitments
that had credit weaknesses—representing approximately 22 percent of the total
SNC portfolio. Total loss of $53 billion identified in the 2009 review exceeded the
combined loss of the previous eight SNC reviews and nearly tripled the previous
high in 2002. Examiners attributed the declining credit quality to weak economic
conditions and the weak underwriting standards leading up to 2008.8

C. Commercial Real Estate Loans

The greatest challenge facing many banks and their supervisors is the continued
deterioration in commercial real estate loans (CRE). There are really two stories
here, with one related to the other.

The first involves residential construction and development (C&D) lending, espe-
cially with respect to single family homes. Not surprisingly, given the terrible
strains in the housing sector over the last 2 years, delinquency rates have already
climbed tohigh levels, with significant losses already realized and more losses con-
tinuing to work their way through the banking system. For national banks as of
June 30, total delinquent and nonperforming rates were at just over 34 percent in
the largest national banks; 23.4 percent in mid-size banks; and 17.5 percent in com-
munity banks. The relative size of these loss rates is somewhat misleading, how-
ever, because many community banks and some mid-size banks have much greater
concentrations in residential C&D loans than the largest banks. As a result, the
concentrated losses in these smaller institutions has had a much more pronounced
effect on viability, with concentrated residential C&D lending constituting by far the
single largest factor in commercial bank failures in the last two years. At this point
in the credit cycle, we believe the bulk of residential C&D problems have been iden-
tified and are being addressed, although a number will continue to produce losses
that result in more bank failures.

The second story involves all other types of commercial real estate loans, includ-
ing loans secured by income producing properties. Credit deterioration has spread
to these assets as well, and trend lines are definitely worsening, but thus far the
banking system has not experienced anywhere near the level of delinquency and
loss as it has in C&D lending.

Still, the signs are troubling. Declining real estate values caused by rising va-
cancy rates, increasing investor return requirements, falling rental rates, and weak
sales are affecting all CRE segments. For example, Property and Portfolio Research
reports that apartment vacancy rates have hit a 25-plus year high at 8.4 percent
nationally, and there are similar patterns for retail, office, and warehouse space as
demand falls across all segments. But unlike the CRE markets in 1991, much of
the current fallout is driven more by a decrease in demand than from an oversupply
of properties.

The outlook for these markets over the near term, especially for the income pro-
ducing property sector, is not favorable. In general, deterioration in performance for
these CRE loans lags the economy as borrowers’ cash-flows may be sufficient during
the early stages of a downturn, but become increasingly strained over time. There
are alsogrowing concerns about the refinancing risk within the commercial mort-
gage-backed securities market (CMBS) where there is a currently moderate-but-
growing pipeline of loans scheduled to mature. Permanent or rollover refinancing of
these loans may be difficult due to the declines in commercial property values cou-
pled with the return to more prudent underwriting standards by both lenders and
investors. While this is an area that we are monitoring, the largest proportion and
more problematic of these mortgages will not mature until 2011 and 2012.

As with C&I loans, trends in total delinquent and nonperforming CRE rates (in-
cluding C&D loans) have been fairly consistent across all segments of the national
bank population, climbing to roughly 8.3 percent in 2Q:2009. While C&D losses will
continue to be most problematic for the banks that have the largest concentrations
in these assets, theextent to which other types of CRE loan losses will continue to
climb will depend very much on the overall performance of the economy.

71In fact, nonbanks hold a disproportionate share of classified assets compared with their total
share of the SNC portfolio, owning 47 percent of classified assets and 52 percent of nonaccrual
loans, whereas FDICinsured institutions hold only 24.2 percent of classified assets and 22.7 per-
cent of nonaccrual loans.

8See OCC News Release 2009-11, September 24, 2009.
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D. Capital and Reserve Levels

Perhaps the most critical tools for dealing with and absorbing credit losses are
substantial levels of capital and reserves. As a result, in anticipation of rising credit
losses over the last 2 years, the OCC has directed banks to build loan loss reserves
and strengthen capital. In aggregate, the net amount of capital in national banks
(i.e., the net increase after items such as losses and dividends and including capital
as a result of acquisitions and net TARP inflows) has risen by over $186 billion over
the last 2 years, and the net build to loan loss reserves (i.e., loan loss provisions
less net credit losses) has been over $92 billion. These increases in loss-absorbing
resources are critical contributors to the overall health of the national banking sys-
tem.

As illustrated by the dotted line in the chart below, the level of reserves to total
loans in the national banking system has increased dramatically to a ratio of 3.3
percent, the highest in over 25 years. While such high reserves are imperative for
dealing with the high level of noncurrent loans, the solid line in the chart below
shows that more provisions may be needed, because the ratio of reserves to noncur-
rent loans has continued to decline, to under 100 percent—reflecting the fact that
the substantial growth in reserves is not keeping pace with the even greater growth
in noncurrents.

Chart 7

Ratio of reserves to noncurrents at lowest in 20
years despite elevated provisioning
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Substantially building reserves at the same time as credit conditions weaken is
often described as unduly “pro-cyclical,” because bank earnings decline sharply from
provisioning well before charge-offs actually occur. That is certainly an accurate
characterization under the current accounting system for loan loss reserving, al-
though there will always be a need to build reserves to some extent as credit losses
rise. The issue is really about how much; that is, if reserve levels are high going
into a credit downturn, then the need to build reserves is far lower than it is when
the going-in levels are low. Unfortunately, our current accounting standards tend
to produce very low levels of reserves just before the credit cycle turns downward,
especially after prolonged periods of benign credit conditions as we had in the first
part of this decade. In such periods, the backward-looking focus of the current ac-
counting model creates undue pressure to decrease reserve levels even where lend-
ers believe the cycle is turning and credit losses will clearly increase. I strongly be-
lieve that a more forward looking accounting model based on expected losses would
both more accurately account for credit costs and be less pro-cyclical. This is an
issue that I have been working on as co-chair of the Financial Stability Board’s
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(FSB) Working Group on Provisioning, and I continue to be hopeful that accounting
standard setters will embrace this type of change as they consider adjustments to
loan loss provisioning standards.

IV. Most National Banks Have Capacity to Weather This Storm

The credit conditions I have just described are stark and will require considerable
skills by bankers and regulators to work through. Despite these challenges, I believe
the vast majority of national banks are and will continue to be sound, and that they
have the wherewithal to manage through this credit cycle. Notwithstanding the neg-
ative trends and earnings pressures that banks are facing, we should not lose sight
that, as of June 30, 2009,97 percent of all national banks satisfied the required min-
imum capital standards to be considered well capitalized, and 76 percent reported
positive earnings.

As previously described, the OCC has separate supervisory programs for Large
Banks (assets generally exceeding $100 billion); Mid-Sized Banks (assets from $10
billion to $100 billion); and Community Banks (assets below $10 billion). Let me
summarize our general assessment of the condition of each group.

A. Large Banks

In some respects, large banks faced the earliest challenges, with the disruptions
in wholesale funding markets, the significant losses they sustained on various struc-
tured securities. and the pronounced losses that emerged earlier in their retail cred-
it portfolios. As I mentioned, there are some preliminary indicators that the rate of
increased problems in the retail sector may have begun to slow, but as with credit
conditions in general, much of this will depend on the timing and strength of the
economy, and in particular, on unemployment rates. C&I and CRE loan exposures
remain a concern for these banks, but they have more diversified portfolios and ex-
posures than many smaller banks and thus may be in a better position to absorb
these problems. Collectively, the fifteen banks in our Large Bank program raised
$132 billion in capital (excluding TARP funding) in 2008 and, over the past twenty
4 months, their net build to loan loss reserves totaled approximately $85 billion.

Earlier this year we and the other Federal regulators conducted a detailed stress
test of the largest U.S. banks as part of the Supervisory Capital Assessment Pro-
gram (SCAP) to examine their ability to withstand even further deterioration in
market and credit conditions. I believe that was an extremely valuable exercise for
four reasons. First, the one-time public assessment of individual institution super-
visory results—which was only made possible by the U.S. Government backstop
made available by TARP funding—alleviated a great deal of uncertainty about the
depth of credit problems on bank balance sheets, which a number of analysts had
assumed to be in far worse condition. Second, the reduction of uncertainty allowed
institutions to access private capital markets to increase their capital buffer for pos-
sibly severe future losses, instead of requiring more government capital. Third, the
additional capital required to be raised or otherwise generated now—over $45 billion
in common stock alone has already been issued by the nine SCAPinstitutions with
national bank subsidiaries—provides these banks with a strong buffer to absorb the
severe losses and sharply reduced revenue associated with the adverse stress sce-
nario imposed under SCAP for the 2-year period of 2009 and 2010, should that sce-
nario come to pass. Fourth, as we track banks’ actual credit performance against
the SCAP adverse stress scenario to ensure that capital levels remain adequate, we
have found that, through the first half of 2009—which constitutes 25 percent of the
overall 2-year SCAP stress period—actual aggregate loan losses were well below 25
percent of the aggregate losses projected for the full SCAP period, and actual aggre-
gate revenues were well above 25 percent of the aggregate projected SCAP revenues.
While those trends could change as the stress period continues, the early results are
promising.

B. Mid-Size Banks

Although mid-size national banks engage in retail lending, the scope and size of
their exposures are not as significant as those of the largest national banks. Mid-
size banks also did not have the significant losses that larger banks did from var-
ious structured investment products. Nevertheless, loan growth at these banks
turned negative in 2Q:2009, and although they experienced modest improvements
in net interest margins in the second quarter, they still face downward earnings
pressures, primarily due to increasing loan loss provisions. Given their exposures
to the C&I and CRE markets, we expect these pressures will persist, notwith-
standing the $3.5 billion in net reserve builds over the last twenty four months.
These banks have also had success in attracting new capital, raising close to $5 bil-
lion thus far this year.
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C. Community Banks

Nearly all national community banks entered this environment with strong cap-
ital bases that exceeded regulatory minimums. As a group, they have been less ex-
posed to problems in the retail credit sector that have confronted large and mid-
size banks, and the vast majority of these banks remain in sound financial condi-
tion. As noted earlier, there is a small number of community banks that have con-
centrations in trust preferred and private label mortgage-backed securities that we
are closely monitoring.

Of more significance are the exposures that many community banks have to com-
mercial real estate loans. As I noted in my June 2008 testimony, we have been con-
cerned for some time about the sizable concentrations of CRE loans found at many
smaller national banks. While national banks of all sizes have significant CRE expo-
sures, as shown in Chart 8, CRE concentrations are most pronounced at community
and mid-size banks.

Chart 8

National Banks’ CRE Concentration History
Dec-1991 to Jun-2009
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Because of this, the OCC began conducting horizontal reviews of banks with sig-
nificant concentrations about 5 years ago. As credit conditions worsened, our efforts
intensified in banks that we believed were at high risk from downturns in real es-
tate markets. Our goal has been to work with bankers to get potential CRE prob-
lems identified at an early stage so that bank management can take effective reme-
dial action. In most but not all cases, bank management teams are successfully
working through their problems and have adequate capital and stable funding bases
to weather additional loan losses and earnings pressures.

V. Resolution of Problem Banks

Given the strains in the economy and banking system, it is not surprising that
the number of problem banks has increased from the recent historical lows. In the
early 1990s, the number of problem national banks—those with a CAMELS com-
posite rating of 3, 4 or 5—reached a high of 28 percent of all national banks. There-
after, the number of problem national banks relative to all national banks dropped
dramatically and then fluctuated in a range of three to 6 percent until 2007. Since
then, however, the number of problem banks has risen steadily, and it is now ap-
proximately 17 percent of national banks.

As would be expected, this upward trend in problem banks also has resulted in
an increased number of bank failures. In January, 2008, we had the first national
bank failure in almost 4 years, the longest period without a failure in the 146-year
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history of theOCC. That began the current period of significantly increased failures.
In total, since January 1 of 2008, there have been 123 failures of insured banks and
thrifts. Of these, 19 have been national banks, accounting for 11 percent of the total
projected loss to thedeposit insurance fund from all banks that failed during this
period. All of the 19 failed national banks have been community banks, although
the total obviously does not include the two large bank holding companies with lead
national banks that were the subject of systemic risk determinations and received
extraordinary TARP assistance on an open-institution basis.

While the vast majority of national banks have the financial capacity and man-
agement skills to weather the current environment, some will not. Given the real
estate concentrations in community banks, the number of problem banks, the severe
problems in housing markets, and increasing concern with CRE, we expect more
bank failures in the months ahead. Some troubled banks will be able to find strong
buyers—in some instances with our assistance—that will enable them to avoid fail-
ure and resolution by the FDIC. But that will not always be possible. When it is
not, our goal, consistent with the provisions of the Federal Deposit Insurance Cor-
poration Improvement Act, is to effect early and least cost resolution of the bank
with a minimum of disruption to the community.

VI. OCC Will Continue to Take a Balanced Approach in Our Supervision of
National Banks

Finally, I want to underscore the OCC’s commitment to provide a balanced and
fair approach in our supervision of national banks as bankers work through the
challenges that are facing them and their borrowers. We recognize the important
roles that credit availability and prudent lending play in our nation’s economy, and
we are particularly aware of the vital role that many smaller banks play in meeting
the credit needs of small businesses in their local communities. Our goal is to en-
sure that national banks can continue to meet these needs in a safe and sound man-
ner.

I have heard some reports that bankers are receiving mixed messages from regu-
lators: on one hand being urged to make loans to creditworthy customers, while at
the same time being subjected to what some have characterized as “overzealous”
regulatory examinations. In this context, let me emphasize that our messages to
bankers have and continue to be straight-forward:

e Bankers should continue to make loans to creditworthy borrowers;

. f1‘3111111; th? should not make loans that they believe are unlikely to be repaid in
ull; an

e They should continue to work constructively with troubled borrowers—but rec-
ognize repayment problems in loans when they see them, because delay and de-
nial only makes things worse.

Let me also underscore what OCC examiners will and will not do. Examiners will
not tell bankers to call or renegotiate a loan; dictate loan structures or pricing; or
prescribe limits (beyond regulatory limits) on types or amounts of loans that a bank
may make if the bank has adequate capital and systems to support and manage its
risks. Examiners will look to see that bankers have made loans on prudent terms,
based on sound analysis of financial and collateral information; that banks have suf-
ficient risk management systems inplace to identify and control risks; that they set
aside sufficient reserves and capital to buffer and absorb actual and potential losses;
and that they accurately reflect the condition of their loan portfolios in their finan-
cial statements.

Nevertheless, balanced supervision does not mean that examiners will allow bank-
ers to ignore or mask credit problems. Early recognition and action by management
are critical factors in successfully rehabilitating a problem bank. Conversely, the
merepassage of time and hope for improved market conditions are not successful
resolution strategies.

We have taken a number of steps to ensure that our examiners are applying these
principles in a balanced and consistent manner. For example, we hold both regular
meetings and periodic national teleconferences with our field examiners to convey
key supervisory messages and objectives. In our April 2008 nationwide call, we re-
viewed and discussed key supervisory principles for evaluating commercial real es-
tate lending. In April of this year we issued guidance to our examiners on elements
of an effective workout/restructure program for problem real estate loans. We noted
that effective workouts can take a number of forms, including simple renewal or ex-
tension of the loan terms, extension of additional credit; formal restructuring of the
loan terms; and, in some cases, foreclosure on underlying collateral. We further reit-
erated these key principles in a nationwide call with our mid-size and community
bank examiners earlier this month.
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Through the FFIEC, we are also working with the other Federal and state bank-
ing agencies to update and reinforce our existing guidance on working with CRE
borrowers and to help ensure consistent application of these principles across all
banks. This guidance will reaffirm that prudent workouts are often in the best in-
terests of both the bank and borrower and that examiners should take a balanced
approach in evaluating workouts. In particular, examiners should not criticize banks
that implement effective workouts afterperforming a comprehensive review of the
borrower’s condition, even if the restructured loans have weaknesses that result in
adverse credit classification. Nor should they criticize renewed or restructured loans
to borrowers with a demonstrated ability to repay, merelybecause of a decline in col-
lateral values. Consistent with current policies, loans that are adequately protected
by the current sound worth and debt service capacity of the borrower, guarantor,
or the underlying collateral generally will not be classified. However, deferring
issues for another day does not help the CRE sector or banking industry recover.
It is important that bankers acknowledge changing risk and repayment sources that
may no longer be adequate.

VII. Conclusion

I firmly believe that the collective measures that government officials, bank regu-
lators, and many bankers have taken in recent months have put our financial sys-
tem on a much more sound footing. These steps are also crucial to ensuring that
banks will be ableto continue their role as lenders and financial intermediaries.
Nonetheless, it is equally clear that there are still many challenges ahead, especially
with regard to the significant deterioration in credit that both supervisors and bank-
ers must work through. There are no quick fixes to this problem, and there is the
real potential that, for a large number of banks, credit quality will get worse in the
months ahead. Notwithstanding the significant loan loss provisions that banks have
taken over the past 2 years, more may be needed as provisions and resulting loan
loss reserves have not kept pace with the rapid increase in nonperforming assets.

The OCC is firmly committed to taking a balanced approach as bankers work
through these issues. We will continue to encourage bankers to lend and to work
with borrowers. However, we will also ensure that they do so in a safe and sound
manner and that they recognize and address their problems on a timely basis.

PREPARED STATEMENT OF DANIEL K. TARULLO
MEMBER, BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM

OCTOBER 14, 2009

Chairman Johnson, Ranking Member Crapo, and members of the Subcommittee,
thank you for your invitation to discuss the condition of the U.S. banking industry.
First, I will review the current conditions in financial markets and the overall econ-
omy and then turn to the performance of the banking system, highlighting par-
ticular challenges in commercial real estate (CRE) and other loan portfolios. Finally,
I will address the Federal Reserve’s regulatory and supervisory responses to these
challenges.

Conditions in Financial Markets and the Economy

Conditions and sentiment in financial markets have continued to improve in re-
cent months. Pressures in short-term funding markets have eased considerably,
broad stock price indexes have increased, risk spreads on corporate bonds have nar-
rowed, and credit default swap spreads for many large bank holding companies, a
measure of perceived riskiness, have declined. Despite improvements, stresses re-
main in financial markets. For example, corporate bond spreads remain quite high
by historical standards, as both expected losses and risk premiums remain elevated.

Economic growth appears to have moved back into positive territory last quarter,
in part reflecting a pickup in consumer spending and a slight increase in residential
investment—two components of aggregate demand that had dropped to very low lev-
els earlier in the year. However, the unemployment rate has continued to rise,
reaching 9.8 percent in September, and is unlikely to improve materially for some
time.

Against this backdrop, borrowing by households and businesses has been weak.
According to the Federal Reserve’s Flow of Funds accounts, household and non-
financial business debt contracted in the first half of the year and appears to have
decreased again in the third quarter. For households, residential mortgage debt and
consumer credit fell sharply in the first half; the decline in consumer credit contin-
ued in July and August. Nonfinancial business debt also decreased modestly in the
first half of the year and appears to have contracted further in the third quarter
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as net decreases in commercial paper, commercial mortgages, and bank loans more
than offset a solid pace of corporate bond issuance.

At depository institutions, loans outstanding fell in the second quarter of 2009.
In addition, the Federal Reserve’s weekly bank credit data suggests that bank loans
to households and to nonfinancial businesses contracted sharply in the third quar-
ter. These declines reflect the fact that weak economic growth can both damp de-
mand for credit and lead to tighter credit supply conditions.

The results from the Federal Reserve’s Senior Loan Officer Opinion Survey on
Bank Lending Practices indicate that both the availability and demand for bank
loans are well below pre-crisis levels. In July, more banks reported tightening their
lending standards on consumer and business loans than reported easing, although
the degree of net tightening was well below levels reported last year. Almost all of
the banks that tightened standards indicated concerns about a weaker or more un-
certain economic outlook, and about one-third of banks surveyed cited concerns
about deterioration in their own current or future capital positions. The survey also
indicates that demand for consumer and business loans has remained weak. Indeed,
decreased loan demand from creditworthy borrowers was the most common expla-
nation given by respondents for the contraction of business loans this year.

Taking a longer view of cycles since World War II, changes in debt flows have
tended to lag behind changes in economic activity. Thus, it would be unusual to see
a return to a robust and sustainable expansion of credit until after the overall econ-
omy begins to recover.

Credit losses at banking organizations continued to rise through the second quar-
ter of this year, and banks face risks of sizable additional credit losses given the
outlook for production and employment. In addition, while the decline in housing
prices slowed in the second quarter, continued adjustments in the housing market
suggest that foreclosures and mortgage loan loss severities are likely to remain ele-
vated. Moreover, prices for both existing commercial properties and for land, which
collateralize commercial and residential development loans, have declined sharply
in the first half of this year, suggesting that banks are vulnerable to significant fur-
ther deterioration in their CRE loans. In sum, banking organizations continue to
face significant challenges, and credit markets are far from fully healed.

Performance of the Banking System

Despite these challenges, the stability of the banking system has improved since
last year. Many financial institutions have been able to raise significant amounts
of capital and have achieved greater access to funding. Moreover, through the rig-
orous Supervisory Capital Assessment Program (SCAP) stress test conducted by the
banking agencies earlier this year, some institutions demonstrated that they have
the capacity to withstand more-adverse macroeconomic conditions than are expected
to develop and have repaid the government’s Troubled Asset Relief Program (TARP)
investments.! Depositors’ concerns about the safety of their funds during the imme-
diate crisis last year have also largely abated. As a result, financial institutions
have seen their access to core deposit funding improve.

However, the banking system remains fragile. Nearly 2 years into a substantial
recession, loan quality is poor across many asset classes and, as noted earlier, con-
tinues to deteriorate as lingering weakness in housing markets affects the perform-
ance of residential mortgages and construction loans. Higher loan losses are deplet-
ing loan loss reserves at many banking organizations, necessitating large new provi-
sions that are producing net losses or low earnings. In addition, although capital
ratios are considerably higher than they were at the start of the crisis for many
banking organizations, poor loan quality, subpar earnings, and uncertainty about fu-
ture conditions raise questions about capital adequacy for some institutions. Dimin-
ished loan demand, more-conservative underwriting standards in the wake of the
crisis, recessionary economic conditions, and a focus on working out problem loans
have also limited the degree to which banks have added high quality loans to their
portfolios, an essential step to expanding profitable assets and thus restoring earn-
ings performance.

These developments have raised the number of problem banks to the highest level
since the early 1990s, and the rate of bank and thrift failures has accelerated
throughout the year. Moreover, the estimated loss rates for the deposit insurance
fund on bank failures have been very high, generally hovering near 30 percent of
assets. This high loss level reflects the rapidity with which loan quality has deterio-

1For more information about the SCAP, see Ben S. Bernanke (2009), “The Supervisory Cap-
ital Assessment Program,” speech delivered at the Federal Reserve Bank of Atlanta 2009 Finan-
cial Markets Conference, held in Jekyll Island, Ga., May 11, www.Federalreserve.gov/
newsevents [ speech [ bernanke20090511a.htm.
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rated during the crisis and suggests that banking organizations may need to con-
tinue their high level of loan loss provisioning for some time. Moreover, some of
these institutions, including those with capital above minimum requirements, may
need to raise more capital and restrain their dividend payouts for the foreseeable
future. Indeed, the buildup in capital ratios at large banking organizations has been
essential to reassuring the market of their improving condition. However, we must
recognize that capital ratios can be an imperfect indicator of a bank’s overall
strength, particularly in periods in which credit quality is deteriorating rapidly and
loan loss rates are moving higher.

Comparative Performance of Banking Institutions by Asset Size

Although the broad trends detailed above have affected all financial institutions,
there are some differences in how the crisis is affecting large financial institutions
and more locally focused community and regional banks. Consider, for example, the
50 largest U.S. bank holding companies, which hold more than three-quarters of
bank holding company assets and now include the major investment banks in the
United States. While these institutions do engage in traditional lending activities,
originating loans and holding them on their balance sheets like their community
bank competitors, they also generate considerable revenue from trading and other
fee-based activities that are sensitive to conditions in capital markets. These firms
reported modest profits during each of the first two quarters of 2009. Second-quarter
net income for these companies at $1.6 billion was weaker than that of the first
quarter, but was still a great improvement over the $19.8 billion loss reported for
the second quarter of last year. Net income was depressed by the payment of a sig-
nificant share of the Federal Deposit Insurance Corporation’s (FDIC) special deposit
insurance assessment and a continued high level of loan loss provisioning. Contrib-
uting significantly to better performance was the improvement of capital markets
activities and increases in related fees and revenues.

Community and small regional banks have also benefited from the increased sta-
bility in financial markets. However, because they depend largely on revenues from
traditional lending activities, as a group they have yet to report any notable im-
provement in earnings or condition since the crisis took hold. These banks—with as-
sets of $10 billion or less representing almost 7,000 banks and 20 percent of com-
mercial bank assets—reported a $2.7 billion loss in the second quarter. Earnings re-
mained weak at these banks due to a historically narrow net interest margin and
high loan loss provisions. More than one in four of these banks reported a net loss.
Earnings at these banks were also substantially affected by the FDIC special assess-
ment during the second quarter.

Loan quality deteriorated significantly for both large and small institutions dur-
ing the second quarter. At the largest 50 bank holding companies, nonperforming
assets climbed more than 20 percent, raising the ratio of nonperforming assets to
4.3 percent of loans and other real estate owned. Most of the deterioration was con-
centrated in residential mortgage and construction loans, but commercial, CRE, and
credit card loans also experienced rising delinquency rates. Results of the banking
agencies’ Shared National Credit review, released in September, also document sig-
nificant deterioration in large syndicated loans, signaling likely further deterioration
in commercial loans.2 At community and small regional banks, nonperforming as-
sets increased to 4.4 percent of loans at the end of the second quarter, more than
six times the level for this ratio at year-end 2006, before the crisis started. Home
mortgages and CRE loans accounted for most of the increase, but commercial loans
have also shown marked deterioration during recent quarters. Importantly, aggre-
gate equity capital for the top 50 bank holding companies, and thereby for the bank-
ing industry, increased for the third consecutive quarter and reached 8.8 percent of
consolidated assets as of June 30, 2009. This level was almost 1 percentage point
above the year-end 2008 level and exceeded the pre-crisis level of midyear 2007 by
more than 2 percentage points. Risk-based capital ratios for the top 50 bank holding
companies also remained relatively high: Tier 1 capital ratios were at 10.75 percent,
and total risk-based capital ratios were at 14.09 percent. Signaling the recent im-
provement in financial markets since the crisis began, capital increases during the
first half of this year largely reflected common stock issuance, supported also by re-
ductions in dividend payments. However, asset contraction also accounts for part of
the improvement in capital ratios. Additionally, of course, the Treasury Capital Pur-

2See Board of Governors of the Federal Reserve System, FDIC, Office of the Comptroller of
the Currency, and Office of Thrift Supervision (2009), “Credit Quality Declines in Annual
Shared National Credits Review,” joint press release, September 24, www.Federalreserve.gov/
newsevents / press [ bereg [ 20090924a.htm.
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chase Pé'ogram also contributed to the increase in capital in the time since the crisis
emerged.

Despite TARP capital investments in some banks and the ability of others to raise
equity capital, weak earnings led to modest declines in the average capital ratios
of smaller banks over the past year—from 10.7 percent to 10.4 percent of assets as
of June 30 of this year. However, risk-based capital ratios remained relatively high
for most of these banks, with 96 percent maintaining risk-based capital ratios con-
sisécent with a “well capitalized” designation under prompt corrective action stand-
ards.

Funding for the top 50 bank holding companies has improved markedly over the
past year. In addition to benefiting from improvement in interbank markets, these
companies increased core deposits from 24 percent of total assets at year-end 2008
to 27 percent as of June 30, 2009. The funding profile for community and small re-
gional banks also improved, as core deposit funding rose to 62 percent of assets and
reliance on brokered deposits and Federal Home Loan Bank advances edged down
from historically high levels.

As already noted, substantial financial challenges remain for both large and small
banking institutions. In particular, some large regional and community banking
firms that have built up unprecedented concentrations in CRE loans will be particu-
larly affected by emerging conditions in real estate markets. I will now discuss the
economic conditions and financial market dislocations affecting CRE markets and
the implications for banking organizations.

Current Conditions in Commercial Real Estate Markets

Prices of existing commercial properties are estimated to have declined 35 to 40
percent since their peak in 2007, and market participants expect further declines.
Demand for commercial property has declined as job losses have accelerated, and
vacancy rates have increased. The higher vacancy levels and significant decline in
the value of existing properties have placed particularly heavy pressure on construc-
tion and development projects that generate no income until completion. Developers
typically depend on the sales of completed projects to repay their outstanding loans,
and with the volume of property sales at especially low levels and with prices de-
pre;ss(eld, the ability to service existing construction loans has been severely im-
paired.

The negative fundamentals in the CRE property markets have caused a sharp de-
terioration in the credit performance of loans in banks’ portfolios and loans in com-
mercial mortgage-backed securities (CMBS). At the end of the second quarter of
2009, approximately $3.5 trillion of outstanding debt was associated with CRE, in-
cluding loans for multifamily housing developments. Of this, $1.7 trillion was held
on the books of banks and thrifts, and an additional $900 billion represented collat-
eral for CMBS, with other investors holding the remaining balance of $900 billion.
Also at the end of the second quarter, about 9 percent of CRE loans on banks’ books
were considered delinquent, almost double the level of a year earlier.3 Loan perform-
ance problems were the most striking for construction and development loans, espe-
cially for those that finance residential development. More than 16 percent of all
construction and development loans were considered delinquent at the end of the
second quarter.

Almost $500 billion of CRE loans will mature each year over the next few years.
In addition to losses caused by declining property cash-flows and deteriorating con-
ditions for construction loans, losses will also be boosted by the depreciating collat-
eral value underlying those maturing loans. These losses will place continued pres-
sure on banks’ earnings, especially those of smaller regional and community banks
that have high concentrations of CRE loans.

The current fundamental weakness in CRE markets is exacerbated by the fact
that the CMBS market, which had financed about 30 percent of originations and
completed construction projects, has remained virtually inoperative since the start
of the crisis. Essentially no CMBS have been issued since mid-2008. New CMBS
issuance came to a halt as risk spreads widened to prohibitively high levels in re-
sponse to the increase in CRE-specific risk and the general lack of liquidity in struc-
tured debt markets. Increases in credit risk have significantly softened demand in
the secondary trading markets for all but the most highly rated tranches of these
securities. Delinquencies of mortgages backing CMBS have increased markedly in
recent months. Market participants anticipate these rates will climb higher by the
end of this year, driven not only by negative fundamentals but also by borrowers’
difficulty in rolling over maturing debt. In addition, the decline in CMBS prices has

3The CRE loans considered delinquent on banks’ books were non-owner occupied CRE loans
that were 30 days or more past due.
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generated significant stresses on the balance sheets of financial institutions that
must mark these securities to market, further limiting their appetite for taking on
new CRE exposure.

Federal Reserve Activities to Help Revitalize Credit Markets

The Federal Reserve, along with other government agencies, has taken a number
of actions to strengthen the financial sector and to promote the availability of credit
to businesses and households. In addition to aggressively easing monetary policy,
the Federal Reserve has established a number of facilities to improve liquidity in
financial markets. One such program is the Term Asset-Backed Securities Loan Fa-
cility (TALF), begun in November 2008 to facilitate the extension of credit to house-
holds and small businesses.

Before the crisis, securitization markets were an important conduit of credit to the
household and business sectors; some have referred to these markets as the “shadow
banking system.” Securitization markets (other than those for mortgages guaran-
teed by the government) have virtually shut down since the onset of the crisis,
eliminating an important source of credit. Under the TALF, eligible investors may
borrow to finance purchases of the AAA-rated tranches of certain classes of asset-
backed securities. The program originally focused on credit for households and small
businesses, including auto loans, credit card loans, student loans, and loans guaran-
teed by the Small Business Administration. More recently, CMBS were added to the
program, with the goal of mitigating a severe refinancing problem in that sector.

The TALF has had some success. Rate spreads for asset-backed securities have
declined substantially, and there is some new issuance that does not use the facility.
By improving credit market functioning and adding liquidity to the system, the
TALF and other programs have provided critical support to the financial system and
the economy.

Availability of Credit

The Federal Reserve has long-standing policies in place to support sound bank
lending and the credit intermediation process. Guidance issued during the CRE
downturn in 1991 instructs examiners to ensure that regulatory policies and actions
do not inadvertently curtail the availability of credit to sound borrowers.# This guid-
ance also states that examiners should ensure loans are being reviewed in a con-
sistent, prudent, and balanced fashion to prevent inappropriate downgrades of cred-
its. It is consistent with guidance issued in early 2007 addressing risk management
of CRE concentrations, which states that institutions that have experienced losses,
hold less capital, and are operating in a more risk-sensitive environment are ex-
pected to employ appropriate risk-management practices to ensure their viability.5

We are currently in the final stages of developing interagency guidance on CRE
loan restructurings and workouts. This guidance supports balanced and prudent de-
cisionmaking with respect to loan restructuring, accurate and timely recognition of
losses and appropriate loan classification. The guidance will reiterate that classifica-
tion of a loan should not be based solely on a decline in collateral value, in the ab-
sence of other adverse factors, and that loan restructurings are often in the best in-
terest of both the financial institution and the borrower. The expectation is that
banks should restructure CRE loans in a prudent manner, recognizing the associ-
ated credit risk, and not simply renew a loan in an effort to delay loss recognition.

On one hand, banks have raised concerns that our examiners are not always tak-
ing a balanced approach to the assessment of CRE loan restructurings. On the other
hand, our examiners have observed incidents where banks have been slow to ac-
knowledge declines in CRE project cash-flows and collateral values in their assess-
ment of the potential loan repayment. This new guidance, which should be finalized
shortly, is intended to promote prudent CRE loan workouts as banks work with
their creditworthy borrowers and to ensure a balanced and consistent supervisory
review of banking organizations.

4See Board of Governors of the Federal Reserve System, Division of Banking Supervision and
Regulation (1991), “Interagency Examination Guidance on Commercial Real Estate Loans,” Su-
pervision and Regulation Letter SR 91-24 (November 7), www.Federalreserve.gov /| BoardDocs |
SRLetters/1991/SR9124.htm; and Office of the Comptroller of the Currency, Federal Deposit In-
surance Corporation, Federal Reserve Board, and Office of Thrift Supervision (1991), “Inter-
agency Policy Statement on the Review and Classification of Commercial Real Estate Loans,”
joint policy statement, November 7, www.Federalreserve.gov/BoardDocs/SRLetters/1991/
SR9124a1.pdf.

5See Board of Governors of the Federal Reserve System, Division of Banking Supervision and
Regulation (2007), “Interagency Guidance on Concentrations in Commercial Real Estate,” Super-
vision and Regulation Letter SR 07 1 (January 4), www.Federalreserve.gov | boarddocs | srletters
2007/SR0701.htm.
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Guidance issued in November 2008 by the Federal Reserve and the other Federal
banking agencies encouraged banks to meet the needs of creditworthy borrowers, in
a manner consistent with safety and soundness, and to take a balanced approach
in assessing borrowers’ ability to repay and making realistic assessments of collat-
eral valuations.® In addition, the Federal Reserve has directed examiners to be
mindful of the effects of excessive credit tightening in the broader economy and we
have implemented training for examiners and outreach to the banking industry to
underscore these intentions. We are aware that bankers may become overly conserv-
ative in an attempt to ameliorate past weaknesses in lending practices, and are
working to emphasize that it is in all parties’ best interests to continue making
loans to creditworthy borrowers.

Strengthening the Supervisory Process

The recently completed SCAP of the 19 largest U.S. bank holding companies dem-
onstrates the effectiveness of forward-looking horizontal reviews and marked an im-
portant evolutionary step in the ability of such reviews to enhance supervision.
Clearly, horizontal reviews—reviews of risks, risk-management practices and other
issues across multiple financial firms—are very effective vehicles for identifying
both common trends and institution-specific weaknesses. The SCAP expanded the
scope of horizontal reviews and included the use of a uniform set of stress param-
eters to apply consistently across firms.

An outgrowth of the SCAP was a renewed focus by supervisors on institutions’
own ability to assess their capital adequacy—specifically their ability to estimate
capital needs and determine available capital resources during very stressful peri-
ods. A number of firms have learned hard, but valuable, lessons from the current
crisis that they are applying to their internal processes to assess capital adequacy.
These lessons include the linkages between liquidity risk and capital adequacy, the
dangers of latent risk concentrations, the value of rigorous stress testing, the impor-
tance of strong governance over their processes, and the importance of strong funda-
mental risk identification and risk measurement to the assessment of capital ade-
quacy. Perhaps one of the most important conclusions to be drawn is that all assess-
ments of capital adequacy have elements of uncertainty because of their inherent
assumptions, limitations, and shortcomings. Addressing this uncertainty is one
among several reasons that firms should retain substantial capital cushions.

Currently, we are conducting a horizontal assessment of internal processes that
evaluate capital adequacy at the largest U.S. banking organizations, focusing in par-
ticular on how shortcomings in fundamental risk management and governance for
these processes could impair firms’ abilities to estimate capital needs. Using find-
ings from these reviews, we will work with firms over the next year to bring their
processes into conformance with supervisory expectations. Supervisors will use the
information provided by firms about their processes as a factor—but by no means
the only factor—in the supervisory assessment of the firms’ overall capital levels.
For instance, if a firm cannot demonstrate a strong ability to estimate capital needs,
then supervisors will place less credence on the firm’s own internal capital results
and demand higher capital cushions, among other things. Moreover, we have al-
ready required some firms to raise capital given their higher risk profiles. In gen-
eral, we believe that if firms develop more-rigorous internal processes for assessing
capital adequacy that capture all the risks facing those firms—including under
stress scenarios—and maintain adequate capital based on those processes, they will
be in a better position to weather financial and economic shocks and thereby per-
form their role in the credit intermediation process.

We also are expanding our quantitative surveillance program for large, complex
financial organizations to include supervisory information, firm-specific data anal-
ysis, and market-based indicators to identify developing strains and imbalances that
may affect multiple institutions, as well as emerging risks to specific firms. Periodic
scenario analyses across large firms will enhance our understanding of the potential
impact of adverse changes in the operating environment on individual firms and on
the system as a whole. This work will be performed by a multidisciplinary group
composed of our economic and market researchers, supervisors, market operations
specialists, and accounting and legal experts. This program will be distinct from the
activities of onsite examination teams so as to provide an independent supervisory
perspective, as well as to complement the work of those teams. As we adapt our in-
ternal organization of supervisory activities to build on lessons learned from the cur-

6See Board of Governors of the Federal Reserve System, FDIC, Office of the Comptroller of
the Currency, and Office of Thrift Supervision (2008), “Interagency Statement on Meeting the
Needs of Creditworthy Borrowers,” joint press release, November 12, www.Federalreserve.gov/
newsevents [ press/bcreg/20081112a.htm.
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rent crisis, we are using all of the information and insight that the analytic abilities
the Federal Reserve can bring to bear in financial supervision.

Conclusion

A year ago, the world financial system was profoundly shaken by the failures and
other serious problems at large financial institutions here and abroad. Significant
credit and liquidity problems that had been building since early 2007 turned into
a full-blown panic with adverse consequences for the real economy. The deteriora-
tion in production and employment, in turn, exacerbated problems for the financial
sector.

It will take time for the banking industry to work through these challenges and
to fully recover and serve as a source of strength for the real economy. While there
have been some positive signals of late, the financial system remains fragile and key
trouble spots remain, such as CRE. We are working with financial institutions to
ensure that they improve their risk management and capital planning practices,
and we are also improving our own supervisory processes in light of key lessons
learned. Of course, we are also committed to working with the other banking agen-
cies and the Congress to ensure a strong and stable financial system.
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1. Introduction

The National Credit Union Administration (NCUA) appreciates the opportunity to provide
views on "Examining the State of the Banking Industry." Federally-insured credit unions
comprise a relatively small but important part of the financial institution community.
However, some 90 million members belong to credit unions so the asset size of the

industry is not proportional to its importance to consumers.'

NCUA's primary mission is to ensure the safety and soundness of federally-insured
credit unions. [t performs this important public function by examining all federal credit
unions, participating in the supervision of federaily-insured state chartered credit unions
in coordination with state regulators, and insuring federaily-insured credit union
members’ accounts. In its statutory role as the administrator for the National Credit
Union Share insurance Fund (NCUSIF), NCUA provides oversight and supervision to
7,691 federally-insured credit unions, representing 98 percent of all credit unions and

approximately 90 million members.?

While credit unions were not active participants in the non-traditional and subprime

mortgage lending activities which facilitated much of the financial crisis over the last 18

¥ June 30, 2009 total assets for credit unions equaled $870.13 billion, while total assets for fedarally-
insured banks squaled $11.9 trillion. Based on June 30, 2009 Call Report (NCUA Form 5300) data and
on information available at the FDIC website: htip//www2.fdic.govw/SD!.

2 Approximately 156 state-chartered credit unions are privately insured and are not subject to NCUA
oversight. The term “credit union” is used throughout this statement to refer to federally insured credit
unions.
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months, they have nonetheless been adversely impacted by the ripple effects of these
market dislocations. Although the majority of credit unions heeded NCUA's repeated
warnings about the risks of certain lending programs, some corporate credit unions,
including the two largest, invested in pools of securitized subprime, Alt-A, and other
non-traditional mortgage lfoans. The current projected credit losses on the underlying
mortgages are far beyond those expected at the time of investment, resulting in
significant losses to these corporate credit unions. This has had far reaching effects,

impeding liquidity and capital throughout the credit union industry.

Il. Status of Corporate Credit Unions

The downturn in the residential mortgage-backed securities market had a devastating
impact on the twenty-eight corporate credit unions.? As stated earlier, a number of
corporate credit unions invested in mortgage-backed products. While the majority of the
investments were AAA or AA rated, even highly rated securities were not immune to the
market contagion. In 2005 and 2008, significant levels of non-agency residential
mortgage-backed positions in the ALT-A sector, with mezzanine ALT-A tranches, were
added to the portfolios of the two largest corporate credit unions — Western Corporate
Federa! Credit Union (WesCorp} and U.S. Central Federal Credit Union {U.S. Central).

The subsequent market downturn which began in 2007 forced both WesCorp and U.S.

3 Corporate credit unions operate primarily for the purpose of serving credit unions. There are currently
twenty-seven retail corporate credit unions that primarily serve natural person credit unions. Additionally,
there is one wholesale corporate credit union {U.S. Central Federal Credit Union) that is a corporate
credit union serving the retait corporates. As of August 31, 2009, total corporate credit union network
assets were $93.7 billion and total shares and deposits of $94.8 biltion.
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Central to reflect significant losses when performing a valuation of their investment

portfolios in accordance with Generally Accepted Accounting Principles.

The immediate impact of the market downturn was a critical global liquidity crisis and
credit unions were also affected. Traditionally, credit unions relied heavily on corporate
credit unions for liquidity needs. However, corporate credit unions were not able to
liquidate the mortgage-backed securities in their investment portfolios without
recognizing significant losses. NCUA took decisive action to utilize its resources to
ensure adequate liquidity in the credit union system. The NCUSIF and the Central
Liguidity Facility (CLF)," in its role of improving general financial stability by meeting the
liquidity needs of credit unions, served as major catalysts to the NCUA’s liquidity

stabilization efforts in developing numerous programs. Some of the key actions include:

1. The Temporary Corporate Credit Union Liquidity Guarantee Program was
introduced in October 2008.% Under this program, the NCUSIF guarantees the
timely payment of principal and interest on certain unsecured debt of participating

corporate credit unions,

2. The Credit Union Homeowners Affordability Relief Program (CU HARP) was

adopted in December 2008.5 Under the program credit unions were able to help

* The Central Liquidity Facility was created by Congress in 1979 to improve the general financial stability
of the credit union industry by meeting the liquidity needs of individual credit unions.

® Information on the Temporary Corporate Credit Union Liquidity Guarantee Program can be found at
http:/fwww.ncua.gov/Resources/CLF/Index.aspx.

® Information on the Credit Union Homeowners Affordability Relief Program (CU HARP) can be found at
http://www.ncua.gov/Resources/CLF/Index.aspx.
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eligible members hold onto their homes while also maintaining liquidity in the
credit union system. Credit unions receiving a CU HARP advance through the
CLF were required to invest the proceeds in a CU HARP Note, whichis a
NCUSIF guaranteed senior debt of a corporate credit union, The participating
credit unions receive the benefit of passing on a rate break to their members in
the form of a 1 percent bonus coupon to assist in making their mortgage loan

more affordable.

3. The Credit Union System investment Program (CU SIP) was also adopted in
December 2008.” Credit unions receiving a CU SIP advance through the CLF
were required to invest the proceeds in a CU SIP Note, which is a NCUSIF
guaranteed senior debt of a corporate credit union. CU SIP funds provided a

source of liquidity to corporate credit unions within the credit union system.

4. The Temporary Corporate Credit Union Share Guarantee Program was adopted
in January 2009. Under this program, the NCUSIF was utilized to guarantee all
shares (excluding paid-in capital and membership capital accounts) in corporate

credit unions.?

7 Information on the Credit Union System investment Program (CU SIP) can be found at
hitp:/iwww.ncua.gov/Resources/CLF/index.aspx.

8 Information on the Temporary Corporate Credit Union Share Guarantee Program can be found at
hitp://www.ncua.gov/Resources/CLF/Index.aspx.

9 Paid-in capital accounts are perpetual, non-cumulative dividend accounts; are available to cover losses
that exceed retained earnings; are not insured by the NCUSIF or other share or deposit insurers; and
cannot be pledged against borrowings. Membership capital accounts are funds contributed by members
that are adjustable balance with a minimum withdrawal notice of 3 years or are term certificates with a
minimum term of 3 years; are available to cover losses that exceed retained earnings and paid-in capital;
are not insured by the NCUSIF or other share or deposit insurers; and cannot be pledged against
borrowings.
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These efforts were critical in stabilizing the liquidity situation throughout the credit union
system. Combined, credit union participation in CU HARP and CU SIP provided
approximately $8.4 billion in funding to the corporate credit union system. The
Temporary Corporate Credit Union Share Guarantee Program reduced an outflow of
credit union funds from corporate credit unions and allowed corporate credit unions to
maintain a presence in the marketplace. Without these efforts, it is highly likely that a
liquidity crisis would have devastated the credit union system, and would have forced
some corporate credit unions to liquidate their mortgage-backed securities at depressed

market prices and incur significant losses.

NCUA contracted for an independent third-party valuation beginning in January 2009 to
evaluate the credit risk in morigage-backed securities held by the corporate credit
unions. It was imperative that NCUA have an independent means of testing the veracity
of the corporate credit union modeling results before committing the NCUSIF as a
means of resolving the issues. The corporate credit unions maintained internal
processes for pricing investment portfolios, and also obtained independent third-party
credit analyses. As the condition of the portfolios of WesCorp and U.S. Central
continued to deteriorate, NCUA determined it was necessary to take action to protect
the members of those corporates and to safeguard the NCUSIF. On March 20, 2009,

WesCorp and U.S. Central were placed into conservatorship.
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The impact of the losses at U.S. Ceniral reverberated through the rest of the corporate
credit unions. Twenty-six of the twenty-seven retail corporates are members of U.S.
Central. As the losses at U.S. Central exceeded retained earnings, the paid-in capital
and membership capital accounts held by the retail corporates were depleted to absorb
the losses. Retail corporate credif unions’ paid-in capital at U.S. Central was depleted
by 100 percent and retail corporate credit unions’ membership capital was depleted by
63.7 percent. The losses flowed through to natural person credit unions. Where losses
exceeded retained earnings at the retail corporate credit union, than the paid-in capital
and membership capital accounts invested by natural person credit unions were

depieted.

Over the past year, each quarterly modeling performed by the corporate credit unions
on their investment portfolios reflected increasingly negative economic information
which resulted in additional losses in the portfolios. Although, the rate of change in the
amount of losses is slowing, as conditions continue {o deteriorate in the real estate

markets, there may be additional investment losses.

NCUA is in the process of drafting significant revisions to its corporate credit union rule,
Part 704. NCUA issued an Advanced Notice of Proposed Rulemaking (ANPR) in
January 2009 to solicit comments on reforming the corporate credit union system. Over
400 comment letters on the ANPR were received and NCUA is currently developing a
proposed rule for public comment. To supplement the comments received on the

ANPR, NCUA has also been hosting a series of town hall meetings across the nation to
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foster face-to-face dialogue about the proposed rule. In addition to looking at those
issues that may have directly led to the current problems facing corporate credit unions,
NCUA is conducting a comprehensive review of the entire corporate regulatory

framework. The key areas under review are:

» Capital and Prompt Corrective Action requirements;
> Investment concentration and sector fimits;
> Asset-Liability Management requirements; and,

> Corporate Governance.

It is NCUA's goal to issue the proposed rule for comment in November 2009 and have
in place a new regulatory framework for the corporate credit union system by mid-2010.
As the industry moves through the regulatory fransition period, continued support by the
NCUSIF and the CLF will be critical to natural person credit unions’ ability o meet the

financial needs of the 90 million credit union members.

WesCorp and U.S. Central are preparing to utiiize external sources of funding through
offering issuances guaranteed by the NCUSIF for terms of two to three years. This
action will provide liquidity within the credit union system during the regulatory transition
period, and enable NCUA to consider alternatives in the disposition of the distressed

assets on the corporate credit union balance sheets.
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NCUA has taken very concrete action to protect the credit union system by stabilizing
the corporate credit unions and providing options for a resolution that would be the least
costly to the NCUSIF. It should be noted that regardless of the final regulatory
framework established, corporate credit unions will only be viable if their natural person

credit union members are willing to recapitalize them.

fil. NCUA's Actions to Stabilize the Credit Union Industry

Since the summer of 2008, NCUA implemented actions in addition to those already
discussed to help stabilize the credit union industry in the wake of the mortgage and
housing crisis. One crucial step taken was to pursue Congressional action to lift the
appropriated lending limit for the CLF from $1.5 billion to its full statutory fimit of $41.5
billion. NCUA appreciates the support provided by Congressional leaders in granting
this request, as it has played a key role in maintaining sufficient fiquidity within the credit

union system.

Following the passage of the Emergency Economic Stabilization Act, NCUA intensified
its share insurance pubiic awareness campaign, through television, radio, and print
advertisements, to highlight the increased insurance amount of $250,000 as well as the
overall strength of federal insurance. An electronic Consumer Share Insurance Tool Kit
was developed and posted to NCUA’s website. The Tool Kit contains useful consumer

brochures, a share insurance estimator, and other insurance-related publications."

* Available at http:/www.ncua.gov/Resources/ShareinsuranceToolkit.aspx.

9
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NCUA also petitioned the Department of Treasury and the Board of Governors of the
Federal Reserve System to allow the agency to expand the lending authority of the CLF
for other than liquidity purposes. With their concurrence, NCUA was able to move

forward with the CU SIP and CU HARP iniliatives addressed above.

On May 20, 2009, the Helping Families Save Their Homes Act was signed into law.
Among other things, this crucial piece of legislation established the Temporary
Corporate Credit Union Stabilization Fund (TCCUSF) to mitigate near-term stabilization
costs by allowing costs 1o be spread over a 7-year period instead of being assessed in a
lump sum. Within a month of the legislation, NCUA acted decisively to establish the
necessary corporate governance structure of this separate stabilization fund. On June
18, 2009, the Board approved actions to legally obligate the TCCUSF for the costs of

stabilizing the corporate system.

IV. Status of Natural Person Credit Unions

The credit union industry has been challenged over the last 18 months. Unprecedented
high rates have been recorded for many key financial ratios, including real estate
delinquency, aggregate delinquency, and net fosses. During this same timeframe,
however, credit unions also received large amounts of member deposits and continued
lending when many other financial institutions were scaling back lending efforts. The

following discussion highlights some key operating trends.
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Credit Unions Provide Members with a Full Range of Loan Products

As often happens during economic downturns, a savings flight to quality drove an
annualized increase in member deposits of nearly 16 percent through the first six
months of 2009. This provided funds for credit unions to continue to lend during the
economic downturn. Loans continue to be the largest credit union balance sheet item,
representing an industry-wide commitment to meeting the lending needs of members
with a full range of lending products and services. At the mid-point of 2009, net loans
represented 65 percent of aggregate credit union assets. Loans increased $4 billion in
the first half of 2009 and increased $37 billion during 2008. Consistent with the last few
years, real estate loans accounted for the majority of all loan growth through the first
half of 2009, and represent 54 percent of total loans. During this same timeframe, fixed
rate first mortgages increased $6.95 billion, or 5.66 percent, and adjustable rate first

mortgages increased $650 million, or 2.10 percent.

Delinquency and Net Loan Losses Have Increased in the Current Environment

The credit union industry is not immune fo the macro economic impact of increasing
credit risk exposure created by the current housing market. Since the end of 20086, the
aggregate delinquent loan ratio has been steadily increasing, from 0.68 percentto a
high of 1.58 percent of total loans as of June 2009. The aggregate net charge-off ratio
for all loans also increased during the first half of 2009, from 0.85 percent to 1.15

percent of average loans.

11
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Another key indicator of credit risk is the combined delinquency and net charge-off ratio.
This ratio highlights an adverse cycle of delinquency despite aggressive charge-offs.
The combined delinquency and net charge-off ratio has been increasing each guarter
over the last 24 months 1o a high of 2.74 percent of average loans as of June 2009,

compared to 1.14 percent in June 2007.

Higher Provision for Loan and Lease Losses and NCUA Corporate Stabilization Efforts
Impacted Earnings

Aggregate credit union earnings through the first half of 2009 reflect actions taken by
NCUA, through the NCUSIF, to stabilize the corporate credit union system and prevent
interruption of services to natural person credit unions and their members. Through the
first half of 2009, credit unions reported an annualized retum on average assets of 0.28

percent.

Notwithstanding the NCUSIF stabilization efforts, credit union income levels were
largely impacted by high levels of provision for loan and lease loss expense needed to
fund reserves allocated for credit deteriorations in loan portfolios. The level of
provisioning for loan losses may continue as the industry works through the current

economic environment.

Credit Unions Still Have Strong Net Worth
Aggregate net worth increased $1.11 billion, or 1.29 percent through the first six months

of 2009, to $87.34 billion, representing the highest dollar level in credit union history.
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Although asset growth outpaced net worth growth during this same time period, thereby
diluting the industry net worth ratio to 10.03 percent of total assets, the overwhelming
majority of credit unions remain well capitalized. As of June 30, 2009, 98.35 percent of
all credit unions were at least “adequately capitalized” or better, with 96.09 percent of all
credit unions “well capitalized.”" it is important to note, however, the influx of member
shares coupled with declining net interest margins and high provision for loan and lease

losses has slightly eroded the industry's net worth ratio to 2002 levels.

Emerging Trends

As mentioned earlier, the majority of credit unions have demonstrated sufficient restraint
in avoiding the types of mortgage products which helped facilitate this financial
downfurn. As this downturn grew into an economic recession, even the most
conservative credit unions faced unparalleled challenges resuiting from declining home
values and rising unemployment. NCUA will continue to monitor adverse trends
stemming from this crisis. NCUA will be focusing on the following potential areas of

concern:

1} Interest Rate Risk

Given the refinancing activity that typically occurs during a period of low interest
rates, NCUA has observed an increasing level of fixed rate real estate loans,
presenily 64 percent of all mortgage loans. While NCUA recognizes the benefit

to consumers of refinancing higher rate real estate loans into lower fixed rate

" See 12 C.F.R. Part 702
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loans, NCUA is concerned with the increasing interest rate risk associated with a

high level of fixed rate, long-term assets should rates rise rapidly.

2} Member Business Lending

Subject to established regulations and a statutory lending limit, credit unions are
permitted to maintain a member business loan portfolio.'? NCUA supports a
proper balance of serving members’ business lending needs with a prudent
regulatory framework to protect the NCUSIF. NCUA has been monitoring the
increasing level of member business loans within the credit union community,
presently at $27.1 billion. While this figure represents only 3.11 percent of total
credit union industry assets, NCUA is concerned with the increasing levels of
delinquent member business loans, as well as an increasing concentration of
large credit unions with supervisory concerns which are holding member
business loans. As an example, a review of 71 credit unions with identified
supervisory concerns was conducted as of June 30, 2009. These credit unions
averaged $1.1 billion in assets and 62 of them reported member business loans.
By way of contrast, in 2005, only 50 of these same credit unions held member
business loans. These credit unions hold higher levels of member business
loans than the industry as a whole, both in 2005 and today. For these credit
unions, the past due and charged off member business loans were lower than
the credit union industry in 2005, but in the current environment the level

increased to several multiples of the credit union industry aggregate levels.

2 See 12 C.F.R. Part 723.

14
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For this group, delinquent member business loans increased from 0.17 percent
to 8.34 percent in the last 42-month period, compared to the credit union trend of
0.47 percent to 3.19 percent during this same timeframe. A similar trend during
this period was noted in net charge-offs, as the percent for this group increased
from 0.04 percent to 0.33 percent compared to the credit union trend of 0.07
percent to 0.40 percent. Although member business iending was not identified
as the primary area of concern in all of the large credit unions in this group,
NCUA is concemed with the additional risks to operations member business
loans can pose when coupled with other operational concerns. NCUA wili be
proactively monitoring member business loan exposure and plans to issue

additional guidance in the near future.

3) Increasing Number of Troubled Credit Unions

NCUA has been adjusting our supervision programs and staffing given the
increasing number of troubled credit unions as the industry moves through this
stage of the economic cycle.” There are currently 326 troubled credit unions
holding $42.2 billion in assets, representing 4.2 percent of all credit unions and
4.9 percent of all credit union assets. While the number of troubled credit unions
increased in the current year, the pace of that growth was slightly lower than in
2008. Troubled credit unions with over $100 million in assets have grown at a

faster rate than those with assets under $100 mitlion.

* NCUA defines a troubled credit union as rated either a CAMEL Code 4 or 5.

15
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As of September 30, 2009, 66 credit unions with assets over $100 million were
considered troubled credit unions, compared to 12 in 2007. NCUA anticipates
the overall number of troubled credit unions is likely to increase through the end
of 2010 and into 2011. Itis also likely that the rate of growth in the number and
assets of troubled credit unions will decelerate as the economy recovers.
Regardiess, NCUA has enhanced the examination program and dedicated
additional resources to help manage the risks with troubled credit unions. These
measures also include allocating appropriate on-site examination and

supervision time at state chartered credit unions given their risk profile.

The NCUSIF has experienced increased losses during the past two years. In
2008 there were 18 credit union failures at a cost of $233 miliion. Through

September 30, 2009 there have been 21 failures at a cost of $95 million.

Stress Testing the NCUSIF
The NCUSIF was created by Public Law 91-468 (Title Il of the Federal Credit Union

Act), which was amended in 1984 by Public Law 98-369. The Fund was established as

a revolving fund in the United States Treasury under the NCUA Board for the purpose of

insuring member share deposits in all federal credit unions and in qualifying state credit

unions that request insurance. The NCUSIF is comprised of the 1 percent insured

share deposit that credit unions contribute to the NCUSIF and the retained earnings of

the fund. The NCUA Board is required to maintain the fund’s equity ratio between 1.20

18
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percent and 1.50 percent of insured shares. The Normal Operating Leve! has been

maintained at 1.30 percent since December 1999.

As of December 31, 2008, the NCUSIF's equity ratio was 1.27 percent. However, the
increased limit on share insurance, high levels of share growth, and increased levels of
real and potential losses resulted in a reduction in the NCUSIF’s equity ratio during
2009. in September, the NCUA took action to assess a 10 basis point premium on ail

credit unions’ insured shares to restore the equity ratio to 1.30 percent.

To measure the robustness of the NCUSIF, NCUA performed a series of stress tests.
The tests included analyzing the impact of further declines in real estate conditions, the
impact of potential exposure to losses in the corporate credit union system, and the
impact of the layering of these two stress events. NCUA also performed stress tests
using the economic scenarios and the related loss rates utilized by the Department of
Treasury in the Supervisory Capital Assessment Program. The result of these stress
tosts disclosed a wide range of losses. The amount of losses at baseline stress levels
are well within the ability of the NCUSIF to absorb, but the number of credit unions that
would be subject to additional supervision would create resource challenges. Should
economic conditions significantly deteriorate, it is possible that losses could be greater
than the level of the NCUSIF’s current retained earnings, resulting in the need for credit
unions having to expense and fund part of the 1 percent contributed capital deposit.
NCUA will continue to assess the robustness of the fund as economic conditions

change and take appropriate actions based on the resuits.

17
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V. LARGE AND SMALL CREDIT UNION CONSIDERATIONS

When comparing the size and complexity of credit unions to banks, even the largest
credit unions are small in comparison to most banks. As shown in the graph below,

small credit unions make up the majority of the institutions which the NCUA insures.

Percentage of Credit Unions by Count in Asset
Category
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Eighty-two percent of credit unions have less than $100 million in assets as opposed to
thirty-eight percent of the institutions that the Federal Deposit Insurance Corporation
(FDIC) insures with the same asset size.' Total assels in the entire credit union

industry are less than the individual total assets of some of the nation’s largest banks.

As of June 30, 2009, the credit union industry is well capitalized at 10.03 percent;
however, small credit unions (less than $10 million in assets) tend to be better

capitalized than the larger credit unions. As of June 2008, small credit unions had an

' Based on information available at the FDIC website: http.//www2.fdic.gov/SDI.
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average net worth of 17 percent as compared to an average net worth of larger credit

unions (more than $10 million in assets) of 9.95 percent.

As of June 2009, there were 3,089 small credit unions as compared to 4,602 larger
credit unions. These small credit unions represent 40 percent of total credit unions
serving approximately 3 million members, or 3 percent of the 89 million members

served by credit unions,

The impact of current economic conditions appears to weigh more heavily on small
credit unions than larger credit unions. During the first six months of this year, small
credit unions’ net worth declined $196 million while larger credit unions’ net worth
increased by $1.3 billion. Also during this period, small credit unions reported a

negative net income while large credit unions reported positive net income.

The highest share and loan growth was reported in larger credit unions; however, the
larger credit unions are reporting the highest charge-offs and provision for loan and
lease losses. The larger credit unions have the ability to provide a wider array of
member services, including, but not limited to, electronic banking, real estate loans, and

member business loans.

NCUA's Office of Small Credit Union initiatives

In 1993, NCUA created the Office of Community Development Credit Unions dedicated

to ensuring the long-term viability of small and low-income designated credit unions.
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Today this activity is handled by the Office of Small Credit Union Initiatives (OSCUI),
which has expanded from a staff of six and a budget of $756,000 in 2004, to 27 staff

and a $4.7 million budget in 20089.

OSCUI conducts regional and national training workshops on a variety of topics to help
small and low-income designated credit unions succeed. For example, in 2008, OSCUI
conducted 20 national workshops, 10 roundtables, and 22 clinics offering topics that will
assist credit unions in product development, planning, and operational and compliance
issues. In attendance at OSCUI's 2008 training events were 2,494 credit union
representatives representing 1,490 credit unions. NCUA scheduled another 20
workshops in 2009. Topics for these events included regulatory hot topics, collections
and workout plans, and allowance for loan and lease loss funding. The 2009
workshops also included an outreach panel of representatives from various community
organizations and federal agencies to discuss financial and fraudulent matters facing

consumers,

OSCUl's 15 economic development specialists (specialists) provide one-on-one direct
assistance and training to officials of small and low-income designated credit unions
around the country. The specialists assist with areas such as strategic planning, adding
new products and services, board and supervisory committee training, policy

development, and grant writing.
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In addition, NCUA has administered the CDRLF since 1987. This program, which is
available only to low-income designated credit unions, provides Technical Assistance
Grants {TAGs) and low-cost loans to those low-income designated credit unions
interested in enhancing service to their membership. Since inception, the CDRLF has
revolved its loan fund 4 times. With 13.4 million appropriated for loans, the CDRLF has
made loans totaling $52 million to more than 300 credit unions. Lending and relending
CDRLF monies have effectively quadruped the impact of the $13.4 million in

appropriation

in 2008, NCUA approved $1.15 million in grants to 240 credit unions. These low-
income designated credit unions used the grant and ioan funds to touch the lives of the

members of their communities by:

Overcoming the language barrier with translated financial service materials;
Offering free income tax return services;
Opening offices to better serve their members;

Providing financial education opportunities; and

AN N R NN

Providing loans to develop alternative loan programs to combat predatory

lending.

Specialized Supervision

NCUA's mission includes serving and maintaining a safe, sound credit union

community. To accomplish this, NCUA has developed specialized programs including
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the National Examination Team to supervise credit unions showing a higher risk to the
NCUSIF; Subject Matter Examiners to address specific areas of risk; and Economic

Development Specialists to provide hands-on assistance to small credit unions.

Last fall, NCUA modified its examination program to shorten the examination cycle from
18 to 12 months, to better identify and assess emerging trends. In conjunction, NCUA
also increased examination staff to address rising levels of risk within the credit union
industry. In 2009 NCUA added 50 examiners to our field staff, and plans to add another
57 in 2010. Additionally, risk monitoring systems have been enhanced to facilitate more

relevant and timely management reports.

In an effort to resolve problems before they become insoluble, NCUA is proactively
monitoring adverse trends associated with CAMEL 3 rated credit unions,' particularly
those with assets in excess of $100 million. NCUA is concerned that the number and
size of CAMEL 3 credit unions is increasing. The number of CAMEL 3 credit unions
with assets greater than $100 million represented only 7.30 percent of total credit
unions as of year-end 2007; however, this ratio increased to 13.48 percent as of
September 30, 2009. Similarly, total assets for this group of credit unions increased to
10.43 percent of aggregate industry assets as of September 30, 2009, up from only

3.97 percent in 2007. While credit unions rated a CAMEL 3 have not quite reached the

'S A CAMEL 3 credit union exhibits some degree of supervisory concern. These credit unions exhibit a
combination of weaknesses that may range from moderate to severe. Credit unions in this group
generally are less capable of withstanding business fluctuations and are more vuinerabie to outside
influences. These credit unions require more than normal supervision.
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threshold of a troubled credit union, discussed earlier, they require enhanced and timely

supervision o ensure corrective measures are implemented.

Vi Mortgage Lending In the Credit Union Industry

Current State of Credit Union Mortgage Lending
Through the first half of 2009, the Mortgage Bankers Association estimated first

mortgage loan originations in the marketplace of over $1.05 trillion, of which credit
unions originated only 2.53 percent or $55 billion in first mortgage loans.'® First
mortgage loans in credit unions represent less than 8 percent of first mortgage loans

outstanding in all FDIC-insured depository institutions."”

in considering trends related to all mortgage loans, 69 percent of credit unions offer
mortgage loans to their members. Those not offering morigage loans are generally
smaller credit unions that cannot afford the expertise or infrastructure to grant
mortgages or manage mortgage portfolios. Additionally, smailer federai credit unions
have difficulty implementing a wide range of mortgage products since loans to a single
member are statutorily limited to 10 percent of a federal credit union’s total unimpaired
capital and surplus.'® Consequently, the majority of credit union morigage lending

occurs in larger credit unions, as the following chart illustrates:

'® Based on information available at the Mortgage Bankers Association website for 2007 Purchase and
Reflnance Originations httpy//www.mbaa. org/fites/Bulletin/internalResource/70290 _pdf.

" NCUA data and FDIC- Statistics on Depository Institutions Report, 1-4 Family Residential Net Loans
and Leases for all depository insured institutions as of 6/30/2009. Federal Deposit Insurance
Corporation. <http//www2.fdic.gov/SDI/SOB>.

812 C.F.R. 701.24(c){5). Unimpaired capital and surplus equals shares plus post-closing, undivided
earnings.
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" Greater than $1 billion ) 301,4
$500 million-$1 billion 117,440

$50 million-$500 million 227,790
$10 million-$50 million 34,976
Less than $10 million 2,556

Demand for mortgage loans in credit unions has tapered somewhat, but remains high
for certain mortgage categories. As mentioned earlier, mortgage loans led all foan
types in growth; this trend dates to 2002. In the first six months of 2009 alone, total
mortgage loans increased $3.7 billion, 90 percent of all loan growth, to a new high of 54

percent of total loans.

As the following chart demonstrates, the majority of mortgage loans in credit unions are
fixed rate, with almost all of the remainder being standard adjustable rate morigages.
Nontraditional mortgages are offered by less than 6 percent of credit unions and

represent 2.3 percent of mortgage loans outstanding.
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Fixed Rate $197.0 64.0%
Adjustable Rate $111.1 36.0%
interest Only or Payment Option 1% $7.2 2.3%
Mortgage'

Fixed rate mortgage loans accounted for 78.5 percent of the increase in mortgage loans
during the first half of 2009. The growth of fixed rate mortgages in credit unions siowed
during the first half of 2009 to an annualized rate of just under 3 percent. Adjustable
rate mortgage loans accounted for 21.5 percent of the increase in mortgage loans
during this same period, and grew at an annualized rate of 1.42 percent. This indicates
a clear preference by credit union members for fixed rate mortgage loans in the current
economic environment, likely including a significant degree of refinancing of adjustabie

rate mortgages, and could impact credit unions’ liquidity if interest rates rise rapidly.

Nontraditional Mortgage Lending in Credit Unions

Recognizing the increase in nontraditional mortgage products in the broader market
(also referred to as “exotic,” or “alternative” mortgage products), NCUA amended the
5300 Call Report in 2007 to collect data on certain nontraditional first morigage loans.

Call Report data indicates that these mortgage products {specifically “Interest-Only” or

'® NCUA does not capture information relating to the type (fixed or adjustable} of “interest-only” or
“payment-option” foans, just the dollar amount outstanding for these loan products. This amount is
reflected in the totals for both fixed and adjustable rate mortgage loans outstanding.

2 NCUA's 5300 Calt Report is the data collection tool used to collect required financial statement reports
from credit unions on a quarterly basis.
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“Payment Option” mortgages) are only offered in a small number of credit unions and

comprise a very small portion of the industry’s total mortgage portfoiio.

There are several reasons why these riskier mortgage loans are not prevalent in credit
unions. As addressed earlier, many credit unions are smaller institutions that lack the
sophistication or resources to underwrite these types of loans. Also, as member-owned
not-for-profit cooperatives, credit unions’ lending motivation is designed to be member-
oriented, appropriately concerned with the suitability and impact on the member. In
addition, the Federal Credit Union Act prohibits prepayment penalties and establishes a
statutory limit for interest rates.”’ Because of these statutory provisions, the regulatory
environment for federal credit unions is not conducive to some of the features that make
the cost of underwriting these loans more tenable to other types of institutions. NCUA
was also proactively issuing guidance on the increasing risks in real estate lending as
early as 2005,% and since then has consistently issued guidance on this issue (see
Appendix A) followed-up with numerous warnings leading up to the current econormic

downturn.

2 The Federal Credit Union Act establishes a limit of 15 per annum inclusive of all service charges, with
authority for the NCUA Board to establish a higher ceiling when certain economic conditions are met.
The ceiling is currently set at 18 per annum. 12 U.8.C. §§1757(5)(A)(vii) and 1757(S){A){vii).

# See NCUA Letter to Credit Unions 05-CU-15, Increasing Risks in Mortgage Lending, October 2005;
NCUA Letter to Credit Unions 08-CU-186, Interagency Guidance on Nontraditional Mortgage Product Risk,
October 2006; and NCUA Letter to Credit Unions 07-CU-08, Subprime Mortgage Lending, Juiy 2007.
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Mortgage Loan Performance

Over the last decade, and certainly prior to the start of the present housing crisis,

aggregate mortgage delinquency as been very low, averaging only 0.38 percent;

mortgage loan losses have been equally low at 0.04 percent.

As the following table illustrates, however, real estate delinquency has been increasing

as the economic crisis has unfolded:

Quarter End: | Jun-08 | Sep-08 | Dec-08 | Mar-09 | Jun-09
1st Mortgage Fixed/Total 1st
Mortgage Fixed Loans 0.48% | 0.59% | 0.75% | 0.90% | 1.06%
1st Mortgage Adjustable Rate/Total
1st Morigage Adjustable Rate Loans 1.14% | 1.54% | 1.92% | 2.19% | 2.57%
Interest Only & Payment Option First
Mortgage/Total interest Only and Pmt | 2.02% | 2.46% | 3.72% | 4.86% | 5.73%
Opt First Mortgage Loans
Aggregate Del RE Loans / Tolal RE 0.78% | 0.96% | 1.20% | 1.38% | 1.60%
Loans ; : : . :
RE Loan Net Charge-Ofis 0.22% | 0.24% | 0.28% | 0.42% | 0.47%

Going back even further, credit union real estate definquency more than quadrupled

from early 2007 through mid-year 2009; increasing from 0.34 percent to 1.62 percent of

total loans. These mortgage delinquency rates are unprecedented in the iast 13 years,

and present a challenge for credit unions weathering this economic storm.
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The most significant concern with real estate loans is the 32.5 percent dollar increase in
2009 in delinquent first mortgage adjustable rate loans, making up 31.5 percent of the
total increase in real estate loan delinquency for this same time period. NCUA noted an
increase in real estate net charge-offs over this same time period from 0.29 percent to

0.47 percent of average loans.

To facilitate better risk identification and monitoring, NCUA began collecting data on
foreclosed real estate in June 2006. Call Report data shows foreclosure trends have
been increasing each quarter to a high of $330 million as of mid-year 2009. Foreclosed

real estate has exhibited double-digit growth each quarer, as demonstrated in the

following table.

Quartér Ending: Dec-08 | Mar-09 | Jun-09
Amount (in Millions) $471.4 | $549.4 | $684.5 | $826.3 | $928.7
Percentage Increase 16.6% | 16.5% | 24.6% | 20.7% | 12.4%
Percentage of Tt_)ta! Real Estate 0.16% | 0.18% | 0.22% | 0.27% | 0.30%
Loans Quistanding

Although there has been a significant percentage increase in total real estate
foreclosures during this time period, the actual dolflar amount of $930 million represents
only a small fraction, 0.30 percent, of the $308 billion in total real estate loans
outstanding in credit unions. While this amount does not presently represent a threat to
the safety and soundness of the credit union industry, NCUA will continue to monitor

and respond to this adverse trend.

28




96

NCUA recognizes that prudent workout arrangements and loan modifications with
mortgage borrowers experiencing financial difficulties may be in the best interest of
credit unions and their members. NCUA began coliecting data on real estate loan
modifications in September 2008. Credit unions modified a total of $3.6 billion in real
estate loans at mid-year 2009, up 52 percent from the previous quarter. Modified loans
reported as delinquent represent 19.78 percent of all modified loans. While the dollar
value of delinquent loan modifications has been increasing each quarter, NCUA has
also observed a noteworthy trend regarding delinquent loan modifications. Since
peaking at a high of 21.63 percent at the end of 2008, the delinguency rate of modified
loans has declined, albeit slightly, each of the last two quarters. However, over this
same time period, NCUA observed a corresponding increase in losses of modified
loans. NCUA will continue to review and assess delinquent modified real estate loans
to ensure credit unions are not taking undue risk in meeting the financial hardship needs
of members. Last month, a supervisory guidance paper on evaluating loan modification
programs was issued to NCUA's examiner staff and was also provided to all credit

unions.?®

NCUA’s Longstanding History of Mortgage Lending Guidance

In the late 1970s, legislation expanded services {o credit union members, to include
mortgage lending. This added another option for consumers who found it difficult to
obtain real estate loans from commercial banks and savings institutions. For more than
thirty years, mortgage lending in credit unions has been considered a relatively safe

product, subject more to interest raie risk exposure than the credit risk typically

2 Available at hitp//www.ncua.gov/Resources/RegulationsOpinionsLaws/OpinionLetters/2009/09-CU-
19_ench.pdf.
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associated with lending products. As emerging risks have been identified, NCUA has
provided written guidance to credit unions, in the form of Letters to Credit Unions. In
recognition of the potential safety and soundness concerns stemming from poor
mortgage lending controls, NCUA provided credit unions detailed real estate lending
guidance, dating back as far as 1991. A table containing the title, summary, and date
the relevant guidance was issued to the industry is provided in Appendix A of this

testimony.
VIi. Conclusion

Credit unions have been adversely impacted by the financial downturn of the last 18
months. Fortunately, the disciplines and member-centric focus instifled by the industry
over the years have built a strong net worth position to help credit unions continue
working through this crisis. Credit unions are not-for-profit, member-owned
cooperatives that exist to provide their members with the best possible rates and
service. Credit unic;ns are chartered to serve a field of membership that shares a
common bond such as the empioyees of a company, members of an association, or a
local community. Therefore, credit unions may not serve the general public like other
financial institutions and the credit unions’ activities are largely limited to domestic
activities, which has minimized the impact of globalization on the credit union industry.
However, the severity and length of the economic downturn is being felt throughout the

credit union industry. Itis anticipated that the effects of the downturn will result in
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increased losses to the NCUSIF in 2010 and into 2011. NCUA believes the NCUSIF is

poised to withstand the chalienges it will face in the next several years.
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APPENDIX A - SUMMARY OF RELEVANT GUIDANCE ISSUED BY NCUA

The following tabie details specific mortgage lending guidance issued by NCUA to the

credit union industry:

June 1991

Letter to Credit Unions
#124, "Real Estate
Secured Credit by
Credit Union Members”

Provides guidelines for developing and
maintaining an effective real estate lending
portfolio, and addressing both interest rate
and credit risk associated with real estate
lending.

August 1985

Letter to Credit Unions
#174, "Risk-Based
Loans”

Discusses potential advaniages and
disadvantages to credit unions of rigk-
based lending™ programs or programs
where subprime credit could be offered.
The letter also included a whitepaper
discussing the importance of consumer
compliance issues related to risk-based
lending and the credit unions’ obligations
under the Equal Credit Opportunity Act,
Fair Housing Act, and the Fair Credit
Reporting Act.

June 1989

Letter to Credit Unions
99-CU-05, “Risk-Based
Lending”

Restates that soundly managed risk-based
lending programs are a way to reach out to
all members. Explained a credit union’s
capital adequacy would be evaluated
considering the volume and type of risk-
based lending pursued and the adequacy
of the credit union’s risk management
program.

August 1999

Letter to Credit Unions
99-CU-12, "Real
Estate Lending and
Balance Sheet
Management”

Stresses the importance of proper balance
sheet risk management for real estate loan
products and formally introduced such tools
as GAP analysis, income simulation
models, Net Economic Value, and other
Asset Liability Management concepts.

24 Risk-based lending involves setting a tiered pricing structure that assigns loan rates based upon an
individual's credit risk. A tiered pricing structure enables credit unions to make more loans to
disadvantaged, lower income, or credit-chalienged individuals,
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September 2003

Letter 1o Credit Unions
03-CU-15, “Real
Estate Concentrations
and interast Rate Risk
Management for Credit
Unions with Large
Positions in Fixed-Rate
Mortgage Portfolios”

Reemphasizes the importance of properly
monitoring and managing an increasing
portfolio of fixed-rate mortgage products.

September 2004

Letter to Credit Unions
04-CU-13, “Specialized
Lending Activities”

Refocuses the industry’s attention to proper
credit risk management of lending,
including real estate lending, in the wake of
alternative lending arrangements to
increase lending opportunities. Outlines
the NCUA’s underwriting expectations for
credit unions engaged in subprime lending,
noting the need to focus on borrowers’
ability to repay loans as structured.

May 2005 Letter to Credit Unions | Focuses industry attention to an increasing
05-CU-07, "Risks concentration of Home Equity Lines of
Associated with Home | Credit (HELOCs) and closed-end home
Equity Lending” equity loans. This guidance was issued
jointly with the other banking agencies,
October 2005 Letter to Credit Unions | Addresses the use of alternative or exotic

05-CU-15, "Increasing
Risks in Morigage
Lending”

mortgage products to afford housing in
areas of high housing value appreciation,
as well as an apparent transition 1o more
liberal mortgage credit standards in
general. The NCUA developed guidance
for staff focusing on the evolution of
products in the mortgage market, the
unusual volume of originations of variable
rate mortgage products in a low interest
rate environment, and the market trend
toward liberalization of underwriting
standards was included as an attachment.
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] Qctober 2006 Letter to Cradit Unions | Addresses risks associated with the

06-CU-18, growing use of mortgage products that
“Interagency Guidance | allow borrowers to defer payment of

on Nontraditional principal and, sometimes, interest. While
Mortgage Product nontraditional and subprime mortgage
Risk” lending were not major components of

credit union lending portfolios, the letter
cautions credit unions on the potential
“ripple effect” to their asset quality if some
of their members have these types of loans
at other financial institutions. Also,
discusses prudent underwriting and risk
management practices for nontraditional
mortgage loans. issued jointly with the
Federal Financial institutions Examination
Council (FFIEC).*

April 2007 Letter to Credit Unions | Encourages financial institutions to work
07-CU-08, “Working constructively with residential mortgage
with Residential borrowers who may be unable to meet their

Mortgage Borrowers” | contractual payment obligations. Explains
that prudent workout arrangements
consistent with safe and sound lending
practices are generally in the long-term
best interest of both the financial institution
and the borrower. Issued jointly with the

FFIEC.
July 2007 Letter to Credit Unions | Addresses emerging risks and lending
07-CU-09, “Subprime | practices associated with certain subprime
Mortgage Lending” adjustable rate morigage products that can

cause payment shock to consumers. While
these types of loans did not appear
prevalent in the credit union industry, the
letter again cautions credit unions on the
potential “ripple effect” to their asset quality.
issued jointly with the FFIEC.

% The FFIEC includes the Board of Governors of the Federal Reserve (FRB), the Federal Deposit
insurance Corporation (FDIC), the National Credit Union Administration, the Office of the Comptroller of
the Currency {OCC), the Office of Thrift Supervision (OTS), and the State Liaison Committee (SLC).
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March 2008 Letter to Credit Unions | Encourages credit unions servicing
08-CU-05, “Statement | securitized subprime adjustable rate
on Reporting Loss residential morigages to utilize the HOPE
Mitigation Efforts of NOW? alliance’s loan modification
Securitized Subprime | standards to report foreclosure prevention
Residential Mortgages” | efforts,

June 2008 Letter to Credit Unions | Provides all credit unions with the final
08-CU-14, “Consumer | Interagency lilusirations of Consumer
information for Hybrid | information for Hybrid Adjustable Rate
Adjustable Rate Mortgage Products, particularly those
Mortgage Products” products that offer a low introductory

“teaser” rate that could lead to payment
shock when associated interest rafes reset.
Issued jointly with the FFIEC.

August 2008 Letter to Credit Unions | Re-emphasizes the importance of proper
08-CU-19, "Third — due diligence over third-party relationships,
Party Reiationships: specifically as they relate fo the use of
Mortgage Brokers and | mortgage brokers and correspondents.
Correspondents”

August 2008 Letter to Credit Unions | Shares guidance with credit unions that
08-CU-20, “Evaluating | was released to the NCUA examiners.
Current Risks to Credit | Guidance discusses several of the current
Unions” risks facing the credit union industry,

provides guidance for assessing mortgage
portfolio risk management, and
recommends best practices for conducting
risk focused supervision and monitoring,

November 2008 | NCUA Letter to Credit | Documents due diligence considerations for
Unions 08-CU-26, credit union officials to evaluate before
“Evaluating Loan entering a loan parlicipation arrangement
Participation with another credit union.

Programs”

December 2008 | Letter to Credit Unions | Provides guidance related to holding

08-CU-25 foreclosed properties as Foreclosed and
Repossessed Assets and encourages
credit unions to work constructively with
residential mortgage borrowers who may
be unable to meet their contractual
payment obligations.

* HOPE NOW is an alliance between counselors, servicers, investors, and others formed under the
direction of the Department of Treasury and the Department of Housing and Urban Affairs in 2007, which
serves to maximize outreach efforts to homeowners in distress to help them stay in their homes.
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March 2009 Letter to Credit Unions’ | Announces availability of the U.S.
09-CU-04, “Making Department of Treasury’s Making Home
Home Affordable: A Affordable program designed to mitigate
Program for Mortgage | foreclosures 1o the extent possible through
Loan Refinancing and | refinancings or loan modifications.
Modifications”
September 2009 | Letter to Credit Unions | Provides credit union officials with guidance
09-CU-19, “Evaluating | NCUA provided to the field staff to
Residential Real encourage working constructively with
Estate Morigage Loan | residential morigage borrowers who may
Modification Programs” | be unable to meet their contractual
payment obligations.

NCUA's Guidance Regarding Corporate Stabilization Efforts
Since the onset of the economic events challenging the stability of the corporate credit
union system, NCUA has provided timely guidance to the potentially affected

stakeholders. The table below summarizes the key guidance NCUA issued throughout

2009.

Ne s
January 2009 Informational Letter to. | Template letter designed to assist credit
Credit Union Members § unions in discussing cost impact of

Corporate Stabilization Program in general E
1 terms with their members. Letter reinforces i
| continuance of federal share insurance ]
i coverage and provides key NCUA contact

information for members desiring additional &

information, |
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January 2009

Letter to Credit Unions,
“Corporate Credit
Union System
Strategy”

Provided credit union officials with an
overview of key economic factors affecting
corporate credit unions, including weak
liquidity and unrealized losses on
investments. Letter discusses NCUA’s
efforts to support corporate system’s
immediate liquidity needs, advocates
continued support from natural person
credit unions, and announces a new
guarantee program to supplement existing
NCUSIF coverage. Letter also provides an
initial assessment of costs and encourages
active stakeholder participation in
commenting on proposed changes to
NCUA’s corporate credit union regulation.

January 2009

Advance Notice of
Proposed Rulemaking

Request for comments from interested
parties relative to changes the NCUA Board
is considering to Part 704 of the NCUA
Rules and Regulations. NCUA requests
general comments regarding the structure
corporate credit unions should have and
specific comments about capital .
requirements, permissible investments, risk
management, membership requirements,
and corporafe governance.

February 2009

Supervisory Letter 09-
01, "Supervision
Considerations for
Natural Person Credit
Unions and the
Announced Corporate
Stabilization Efforts”

Letter to NCUA field staff reinforcing
importance of considering economic events
when assessing supervisory ratings. Letter
also advises the field staff to take the
objectives of the Corporate Stabilization
Program into consideration during contacts
at individual natural person credit unions.

February 2009

Accounting Bulletin 09-
1

Guidance to credit unions not subject to
Generally Accepted Accounting Principles
on regulatory reporting matters related to
the Corporate Stabilization Program.
Provides accounting entries appropriate to
reflect NCUAs initial assessment of the
impairment to the NCUSIF deposits heid by
credit unfons,
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Accounting Bulletin 09- | Guidance o credit unions not subject to

2 Generally Accepted Accounting Principles
on regulatory reporting matters related to
the Corporate Stabilization Program.
Bulletin incorporates actions NCUA Board
initiated during the first quarter of 2009 into
the accounting guidance.

May 2009 Letter to Credit informs sharsholders of U.S. Central Federal
Unions 09-CU-10, Credit Union and Western Corporate Federal
“Matters Related to Credit Union of the exhaustion of member

‘Paid-in Capital’ and capital shares. Also informs shareholders of
‘Membership Capital’ | the 23 percent and 100 percent depletion of
of Corporate Credit the paid in capital of US Central Federal

Unions” Credit Union and Western Corporate Federal
Credit Union, respectively.
May 2009 Lelter Addressed fo Provides general information about the
Corporate Credit Temporary Gorporate Credit Union Share
Unions Guarantee Program, a program in which

NCUA provides coverage of certain
unsecured debf obligations issued by
corporate credit unions participating in the

program,

June 2008 NGCUA Letter to Credit | Discussion of new legislation enabling
Unions 09-CU-14, NCUSIF to defer costs associated with
“Corporate corporate stabilization over a seven year
Stabilization Fund period. New law also extends the
implementation” temporary increase in NCUSIF coverage to

$250,000 until the end of 2013 and
provides NCUA additional emergency
borrowing authority.

In addition to formal guidance issued, NCUA has also used other methods of
communication to provide timely information fo stakeholders. For example, NCUA
issued numerous timely updates in the form of Media Advisories during the period
between March 27, 2009 and August 7, 2009. The updates explained NCUA’s rationale
for initiating the corporate credit union conservatorships, provided resources for

additional information, and encouraged credit union input during the development of a
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long-term corporate credit union strategy. In addition, NCUA also hosted five webcasts
1o discuss the progress of the Corporate Stabilization Program, developed Fact Sheets
and Frequently Asked Questions documents for related topics, and established a
dedicated location on the Internet to provide information about the program in one

location.
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October 14, 2009, at 2:30 p.m.

Statement of

Timothy T. Ward
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United States Senate

October 14, 2009
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"~ 1700 G Street, N.W.
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Statement required by 12 U.S.C. 250: The views expressed herein are those of the
Office of Thrift Supervision and do not necessarily represent those of the President.
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Testimony on
Examining the State of the Banking Industry
Before the Subcommittee on Financial Institutions,
Committee on Banking, Housing, and Urban Affairs
United States Senate
October 14, 2009
Statement of Timothy T. Ward

Deputy Director, Examinations, Supervision, and Consumer Protection
Office of Thrift Supervision

I.  Introduction

Good afternoon, Chairman Johnson, Ranking Member Crapo and members of the
Subcommittee. Thank you for the opportunity to testify on the financial condition and

performance of the thrift industry.

Thrift institutions continue to face significant challenges because of our nation’s
current economic problems. Although significant challenges lie ahead, institutions are

making progress to ensure that they are positioned for a positive future.

In my testimony today, I will first discuss conditions in the housing market and
broader economy. Against this backdrop, I discuss the state of the thrift industry,
including industry data from our earnings release for the second quarter of 2009. The
next part of my statement will focus on the challenges facing thrift lenders, including a
discussion of several issues that the Subcommittee asked us to address, such as the current
lending environment, the capital needs of thrifts institutions, concerns regarding

commercial real estate lending and concerns specific to smaller and larger thrifts. T will
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conclude my statement with a discussion of developing trends throughout the thrift

industry and the economy.

H.  State of the Thrift Industry
A. Conditions in the Housing Market and Broader Economy
The U.S. economy continues to suffer from the impact of a severe recession.
Some have called the current recession the “Great Recession™ because, through
September 2009, it has been the longest recession ~ at 21 months ~ of the 11 recessions
after World War I1.! Further, the increase in the nation’s unemployment rate from the
beginning of the recession in December 2007 (unemployment rate of 4.9 percent) through
September 2009 (9.8 percent) has been the greatest of any of the other recessions.
Moreovér, the nation’s “underemployment” rate — a broader measure of the health of the
nation’s job markets that includes workers who are unemployed, working part-time due to
economic reasons and not actively looking for work but would like to work — increased to
17 percent in September 2009, the highest level on record since this statistic was first

calculated in January 19992

To date, the brunt of this recession has been focused on the housing sector. Home
prices have dropped considerably in most markets throughout the nation. From the
beginning of the recession through July 2009, home prices in major markets have
declined an average of 23 percent.® In some markets, the declines have been more severe,

for example Las Vegas (46 percent), Phoenix (44 percent), Miami (36 percent), San

! Sources: National Bureau of Economic Research, Bureau of Economic Analysis, Bureau of Labor
Statistics '

? Unemployment and underemployment rates from the Bureau of Labor Statistics

¥ Measured as the 20-City Composite Index from S&P/Case-Shiller
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Francisco (33 percent) and Detroit (32 percent).’ Home sale declines have also resulted
in an oversupply of unsold homes on the market. At current rates of home sales, there is a
supply of approximately 8.5 months of existing homes on the market — about double the

normal rate.’

Preliminary results of ongoing research indicate that disruption of houschold
income through job loss, divorce, or medical emergency continue to be the primary
reason for Joan defaults.® However, research also suggests that declining home values are
a growing reason for borrower defaults. Indeed, continued declines in home values are
prompting some credit-worthy bérrowers to voluntarily default. These actions contribute

to continuing residential mortgage loan problems caused by job market weakness.

Rate resets of adjustable rate mortgages (ARMs) have not been a significant cause
of recent loan defaults. Nonetheless, the OTS is closely monitoring the impact of the
large number of ARM resets that will occur in 2010 and 2011. An estimated 75 percent

of all option ARMs will reset during those two years.’

The shift in the composition of thrift troubled assets (loans more than 89 days
delinquent, in nonaccrual status, and repossessed properties) from the last severe
economic downturn in the early 1990s also underscores that the current recession, to date,
has focused on residential mortgage markets. As of June 30, 2009, 68 percent of all thrift
industry troubled assets were 1-4 family permanent loans, 22 percent in commercial real

estate and 10 percent in non-mortgage consumer loans. In contrast, 1-4 permanent loans

* 8&P/Case-Shiller.Index for respective markets

* U.S. Census Bureau, National Association of Realtors

¢ Research by First American Core Logic, Moody’s Economy.com
” Moody’s Economy.com
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constituted just 23 percent of thrift industry troubled assets in December 1990. During
1990, commercial real estate loans represented 68 percent of troubled assets and the

remainder (9 percent) were non-mortgage consumer loans.

However, there is growing evidence that economic weakness is spreading to
commercial real estate and business sectors. Delinquent commercial real estate loans
have increased sharply over the past year, reflecting rising vacancy rates, increases in
business bankruptcies and declining profitability of many firms. For example, the
vacancy rate for apartment complexes reached a 23-year high in September 2009;
vacancies at retail shopping centers reached a 17-year high; and office vacancies
increased in 72 of the 79 metro areas tracked by a leading real estate research firm.®
Further, U.S. business bankruptcies increased 64 percent for the first half of 2009
compared with the first half of 2008; that is the highest rate of increase in the past 16

years.®

The thrift industry will not be immune to business sector weakness. Although
consumer loans, residential mortgages and related securities are the dominant thrift
industry assets, nonresidential mortgages, multifamily mortgages and small business
loans constitute about 15 percent of thrift total assets. This is especially true for smaller
thrifts, which generally hold relatively higher percentages of their assets in nonresidential
and multifamily mortgages than larger thrifts do. And although smaller thrifts generally
hold relatively higher amounts of capital than do larger institutions, problems in

commercial-related loans can quickly translate into capital issues since such loans are

* Reis, Inc.
* American Bankruptcy Institute
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typically much larger than consumer loans. Hence, a problem with a small number of

commercial-related loans have the potential of causing capital issues.

B. Thrift Industry Data

1. Overview of the Thrift industry

The thajority of Office of Thrift Supervision (OTS)-regulated thrifts are full-
service, community-based financial institutions serving consumers and small- to medium-
sized businesses in cities and towns across the nation. As of June 30, 2009, there were
794 thrift institutions with combined assets of $1.1 trillion. Of these institutions, 38
percent are held in the mutual form of ownership, the historical form of thrift ownership,
and 62 percent are stock-held depositories. Virtually all stock-held institutions operate

within some form of a holding company structure.

Although the majority of thrift institutions specialize in retail mortgage and
consumer lending activities, some institutions have a more narrowly focused business
strategy. These other operating strategies typically involve a market niche or more
narrowly focused business mode! such as a trust-only charter, a credit card lending focus,

or mortgage banking operations.

As of June 30, 2009, the OTS also supervised 459 savings and loan holding
company (SLHC) structures - including 94 mutual holding company structures — with
aggregate consolidated assets of approximately $3.5 trillion. While 80 percent of thrift

holding companies are “shells”'® holding few assets outside the thrift, there are a few

1% A shell thrift holding company structure is defined as having less than 5 percent of its consolidated assets
in investments outside the thrift institution.
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SLHCs that conduct operations in numerous non-financial activities, including some
manufacturing, industrial and retail operations. Among the larger and more complex
companies owning thrifts are investment banking firms, insurance companies and

diversified financial services firms.
2. Industry Performance in the First Half of 2009

The continued weakness in the housing markets, together with high
unemployment rates, has taken a toll on the profitability of lenders, such as thrift
institutions, that focus on home mortgages and consumer lending. The OTS-regulated
thrift industry posted a loss of $1.6 billion for the first half of 2009, for an annualized
return on average assets of negative 0.28 percent. ‘The industry posted a record loss of

$15.8 billion in 2008 and the return on average assets was negative 1.17 percent.

There are some signs of thrift earnings stabilization. The industry achieved break-
even results in the second guarter of 2009, even after the estimated after-tax expense of
$325 million for the special assessment by the Federal Deposit Insurance Corporation.
Nevertheless, industry earnings remain weak by historical standards and generally depend

on the direction of the U.S. economy, particularly employment.

The economic conditions have tended to dampen consumer demand for mortgages
to purchase homes. However, prevailing low interest rates for long-term, fixed-rate
mortgages has resulted in strong demand for refinancing loans. Thrift industry mortgage
originations (including single-family and multifamily lending) were $150 billion for the

first half of 2009 and about 55 percent of those originations were for refinancing an
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existing mortgage. Total industry mortgage originations were $341 billion in 2008;

approximately 43 percent were for refinancing.

A large portion of thrifts’ recent single-family mortgage origination volume was
sold into the secondary market ~ primarily to government-sponsored enterprises. Thrifts
sold 74 percent of single-family originations and purchases in the first half of 2009, up
from 65 percent in 2008. Strong sales activity reflects thrift managers’ interest rate risk
management and their reluctance to keep on their books relatively low-rate, long-term,

fixed rate loans. Low asset growth also results from strong sales activity.

Thrifts currently hold approximately 60 percent of their assets in mortgages and
mortgage related instruments. As of June 30, 2009, one-to-four family mortgage loans
constituted 39.9 percent of industry assets (including 4.9 percent of assets in home equity
lines of credit); 3.2 percent of industry assets were in multifamily loans; and 13.0 percent
of industry assets were in other mortgage-refated instruments. Of total outstanding one-
to-four family mortgages and mortgage-related instruments held by the industry,

approximately 48.9 percent were ARMs.

Thrifts also hold commercial and business-related loans and the industry is not
immune to the growing weaknesses in this sector. Nonresidential mortgage loans
represented 6.5 percent of industry second quarter assets; commercial/small business
loans another 3.5 percent. Loans on multifamily properties were 3.2 percent of assets.
Construction loans represented 3.3 percent of thrift assets, Loans to construct single-

family residences represented 37 percent of all construction loans, multifamily
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constructions loans represented 22 percent of the total, and loans for the construction of

nonresidential properties represent the remainder of 41 percent.
3. Capital, Provisioning and Loan Loss Reserves

Reflecting the economic climate and housing market weakness, thrift managers
have significantly bolstered loan loss reserves. Since additions to loan loss reserves are
direct charges against current income, increases in loan loss reserves have dampened
recent industry earnings. Nevertheless, stronger levels of loss reserves make the industry

better positioned to absorb potential loan losses.

The industry’s loan loss provision expense for all of 2008 was a record $39.3
billion (2.92 percent of average assets). This large provision expense resulted in the
industry’s $15.8 billion loss for the year. Loan loss provisions eased somewhat in 2009,
but remain very high by historical standards. Loan loss provision expense was $10.5
billion in the first half of 2009 (1.82 percent). The provision expense for the first and
second quarters of 2009 were the fifth and sixth highest on record, respectively, behind

only the 2008 provisions.

Despite these earnings difficulties, it is important 1o note that thrift capital levels
remain strong. The industry’s equity-to-assets ratio ~ a measure of capital according to
generally accepted accounting principles (GAAP) — was 10.37 percent at June 30, 2009.
Thrift regulatory capital measures also remain strong. As of the end of the second
quarter, 96.2 percent of all thrifts — holding 95.9 percent of industry assets ~ exceeded the

“well-capitalized” regulatory standards. Moreover, some analysts are increasingly
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reviewing tangible common equity capital ratios along with regulatory capital measures
as indicators of financial strength. Tangible common equity ratios are typically expressed
as a percent of tangible assets and also as a percent of risk-weighted assets. For thrifts,
these ratios were also strong, measuring 8.73 percent and 13.90 percent, respectively, at

the end of the second quarter of 2009,

Taken together, loan loss reserves and capital provide a cushion against total loan
losses. One measure of this cushion is the “loss coverage ratio,” defined as the ratio of
capital and loan reserves 1o total loans and leases. Reflecting strong provisioning for loan
losses and strong capital, the industry loss coverage ratio was a record 18.06 percent at
the end of the second quarter of 2009. This combination of strong capital and bolstered
loan loss reserves should help the industry withstand continued weakness in the housing

and labor markets.

4. Liguidity and Thrift Industry Access to Funding
a. Liquidity
As can be expected in this uncertain operating environment, thrifts have increased
their liquidity. Cash, deposits and government securities rose to 9.1 percent of assets at

the end of June 2009 from 8.5 percent at the end of 2008.

b. Capital Markets

Capital markets are currently very selective regarding investments in insured
depositories. However, some thrifts have had recent success in raising capital from the

capital markets, from existing sharcholders, and from private placements. These capital
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raising efforts added approximately $5.8 billion in new capital during the first half of
2009 for thrifts.""
¢. Deposits
Deposits as a funding source generally rose in 2008 from 2007 levels, and that
trend has continued through the first half of 2009. Deposits as a percentage of assets
increased to 65.7 percent at June 30, 2009, compared to 61.2 percent at the end of 2008.
All types of deposits have increased and about 60 percent of thrifts have experienced an
increase in their deposit-to-asset ratio. These increases are the result of reduced consumer
spending, increased savings and continued uncertainty surrounding the equities markets.
d.- Federal Home Loan Bank Advances
Strong deposit inflows have offset declines in borrowings, including Federal
Home Loan Bank (FHLB) advances. Nonetheless, such advances remain an important
source of funds for thrifts, As a percent of assets, FHLB advances represented 12.8
percent of thrift assets at the end of the second quarter of 2609, down from 17.5 percent at
the end of 2008. The decline was focused on short-term advances. Thrifts’ use of longer-
term advances increased as thrift managers utilized advances to increase the duration of
their liabilities, thereby reducing interest rate risk. The weighted average maturity of all
advances rose to 30 months during the second quarter, from 28 months at the end of 2008,

and 26 months one year ago.

1 Excludes capital infusions of $7.0 billion from the U.S. Treasury Capital Purchase Program.
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C. Troubled Institutions

While the current economic challenges have resulted in an increase in problem
thrifis, the level of prob!cm thrift institutions is consistent with the level of problem
financial institutions reported by the other federal bank regulatory agencies. OTS uses
the interagency ratings definitions to rate thrifts on a scale of one to five and defines
“problem thrift” as an institution with a composite examination rating of “4” or “5.” As
of September 30, 2009, there were 42 problem thrifts, representing 5.4 percent of OTS-
regulated thrifts. This is a notable increase from September 30, 2008, when there were 16
problem thrifts, or 2.0 percent of OTS-regulated thrifts. The growth in problem financial
institutions has stemmed from the challenging economic environment, including the
housing downturn, rise in unemployment, and growing weaknesses in commercial

lending.

In the first three quarters of 2009, 12 thrifts failed, compared with five failures in
2008. OTS is working closely with problem institutions to prevent additional
deterioration, but it is likely there will be additional failures during this economic cycle.
In addition to focusing on problem thrifts, OTS is closely monitoring “3” rated thrifts,
which have significantly increased in the past year. These financial institutions require
more than normal supervision, which may include formal or informal enforcement
actions. Failure appears unlikely, however, given the overall strength and financial
capacity of these institutions. There were 107 thrifts with “3” composite ratings
representing 13.7 percent of all OTS-regulated thrifts at September 30, 2009. In the same

quarter of 2008, there were 57 thrifts, or 7 percent of all thrifts.
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i, Challenges Facing Thrifts

A. Current Lending Environment

One of the biggest challenges facing thrifts is the current lending environment.
As loan performance and property values have deteriorated across the country, banks and
thrifts have tightened lending standards. The rise in the national unemployment rate has
also affected borrowers’ repayment ability and has contributed to a decline in demand for
new loans. Declining consumer confidence has resulted in businesses and households
restricting spending, which has resulted in less demand for credit. Declines are apparent
in lending categories for real estate mortgages, construction, consumer and commercial.

Such declines vary substantially by geographic region.

To ensure that banks and thrifts are making loans to creditworthy borrowers, the
OTS and the other federal banking agencies (FBAs) issued an interagency statement in
November 2008 urging regulated institutions to make credit more available to such
borrowers. The statement emphasized that the FBAs expect banks and thrifts to fulfill
their fundamental role in the economy by providing credit to consumers, businesses and
other creditworthy borrowers. “Problems in financial markets were causing the economy
to become increasingly reliant on banking organizations to provide credit that purchasers
of securities formerly provided or facilitated,” the statément said. The statement
reminded banks and thrifts to follow prudent lending practices but warned that excessive
tightening in underwriting standards could make market conditions worse, leading to
slower growth, potential damage to the economy, and harm to the long-term interests and

profitability of banks and thrifts.
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There are early indicators that real estate values are stabilizing in many
geographic locations, which is a necessary first step for recovery. Despite the national
trends, there are also geographic areas with improvement in credit availability and
borrower demand. The low interest rate environment is positive for qualified and willing
borrowers. Improved underwriting standards will also have a beneficial long-term affect
once the industry recovers from this economic cycle.

The OTS examination staff continues to review lending activity for compliance
with safe and sound underwriting guidelines, and the OTS is committed to encouraging
lending to qualified borrowers. While there are significant challenges ahead, the thrift

industry is positioning itself for a positive future.
B. Capital Needs of Thrifts

As indicated earlier, despite the turmoil that the industry has faced, capital
measures for thrifts, as a whole, continue to be relatively strong and generally well in
excess of regulatory minimum requirements. At the end of the second quarter of 2009,
equity capital was 10.37 percent of assets, up from 8.65 percent of assets one year ago.
At the end of the second quarter of 2009, more than 96 percent of the industry exceeded
well-capitalized standards and only 15 thrifts were less than adequately capitalized. As
mentioned earlier, the industry also continues to bolster its provisions for loan losses,
which are now at or near record levels. These reserves provide an additional buffer

against future loans losses.
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Notwithstanding the relatively positive capital position of the industry, there are a
number of stresses within the system that will continue to affect capital, both industry-

wide, and particularly for some thrift institutions.

The first category of stress comes from the adverse economic conditions that
continue to dampen earnings and asset quality. and thus capital. Problem assets continue
to increase as a result of the ongoing housing market downturn and rising unemployment.
Troubled assets (noncurrent loans and repossessed assets) rose to 3.52 percent of total
assets in the second quarter of this year, up from 3.35 percent in the prior quarter, and
2.68 percent one year earlier. This compares to an average level of 0.78 percent from

2000 to 2007.

A second stress on capital is the impact of downgraded securities. Many savings
associations hold investments in structured credit products, such as asset-backed and
mortgage-backed securities, collateralized loan obligations and collateralized debt
obligations. The underlying collateral of certain structured credit products has performed
poorly. As aresult of the deterioration in the performance of the underlying collateral,
the level of credit support for senior and mezzanine tranches has diminished and the
volume and severity of credit rating downgrades have increased. Many securities that
were once rated AA or AAA have now been downgraded to below investment grade. As
a result, they are much less liquid, their prices are no longer readily determinable and
price volatility has increased. Consequently, an increasing number of financial
institutions are recognizing other-than-temporary impairment (OTTI) charges and

substantial fair value markdowns. Asset classifications are increasing as securities fall
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below investment grade or are otherwise impaired. As securities are downgraded, the

risk-based capital requirements have increased.

A third source of stress on capital will be the impact of recent accounting changes,
namely changes to FAS 167 and FAS 168. These changes, which are being proposed for
regulatory capital purposes by the federal banking agencies (with adoption as early as
year-end), will bring onto the balance sheet certain assets that had been considered “off-
balance sheet assets™ under generally accepted accounting principles. This change in
accounting will, among other things, increase the balance sheet assets of certain
institutions. The capital requirements for these institutions would thus rise commensurate

with the new on-balance sheet treatment.

The best response to the capital stresses faced by the entire banking industry
would be for asset quality and earnings performance to improve. Although we anticipate
continued stress in 2010, signs of economic recovery bode well for the longer-term
carnings and capital positions of the banking system. In the shorter term, institutions may
strengthen their capital position by shrinking their balance sheets through the sale of
assets and by acquiring new outside capital. In the current economic environment,
however, both of these alternatives pose challenges. Many assets, particularly those that
institutions would most like to remove from their books, are not readily marketable, Also
symptomatic of an inhospitable marketplace, access to outside capital, especially high

quality capital, has been very limited for quite a while.
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Although the OTS actively encourages private equity investments, there is to
date, too little interest from investors in the type of high quality capital that regulators
seek—~in the form of common stock and non-cumulative perpetual preferred shares.
Instead, we are analyzing somewhat novel proposals from thrifts and outside investors
for capital in the form of hybrid capital instruments, or minority interests in consolidated
subsidiaries, which might be eligible for inclusion in regulatory capital. Within the past
few months, there have been positive signs of market improvement, in that a few well-
managed institutions have been able to raise common stock. We hope this trend

continues,

To ensure that well-capitalized but stressed institutions remain well-capitalized,
and to address capital deficiencies in those that are not, we are taking the following

actions:

1. Continuing to work with institutions to address asset quality problems
through improved risk management, asset restructuring and loan modifications, and the
sale or disposition of problem assets.

2. Assessing capital adequacy beyond the minimum regulatory capital
requirements to ensure that capital is, in fact, adequate for the risks posed by the
insfitution, both now and under further stressed market conditions.

3. Acting to help in the conservation of capital through, for example,
limitations on dividend distributions, especially for troubled institutions.

4. Encouraging institutions to increase reserves—We want to ensure that the

thrift industry continues to build up buffers, particularly when it has the earnings capacity
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to do 50, to use those buffers in times of stress. This helps ensure that the banking sector
does not act in a pro-cyclical way to amplify economic and financial cycles.

5. Working aggressively with our most troubled institutions to require the
development of comprehensive, near-term and long-term strategies for improving asset
quality and earnings, addressing liquidity needs to withstand any anticipated or
extraordinary demands against their funding bases, assessing capital adequacy and capital

needs, and enhancing capital.

C. Commercial Real Estate Lending

Another challenge facing thrifts is in the area of commercial real estate (CRE)
loans.'> As noted previously, CRE loans represent about 15 percent of total thrift assets.
The CRE loan category comprises multifamily, nonresidential, and construction and land
foans. As a result of the current economic environment, many of these loans are now

delinquent or under significant stress.

In December of 2006, OTS issued guidance on concentrations in commercial real
estate. We had observed that some institutions had high and increasing concentrations of
CRE loans on their balance sheets and were concerned that these concentrations might
cause some savings associations to be more vulnerable to cyclical CRE markets. The

current recession has indeed confirmed our concerns. In the past, concentrations in CRE

"? Section 5(c) of the Home Owners Loan Act limits the amount of a Federal savings association’s business
and commercial real estate lending. The aggregate amount of a Federal savings association’s loans secured
by nonresidential real property may not exceed 400 percent of the association’s capital. 12 U.S.C.
1464(c¥(2)(B). Further, loans for commercial, corporate business or agricultural purposes are limited to 20
percent of the total assets of a Federal savings association and amounts that exceed 10 percent of such total
assets may only be used for small business loans. 12 US.C. 1464(c)Y2)(A).
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lending, coupled with weak loan underwriting and depressed CRE markets, contributed to

significant credit losses in the banking system.

Although CRE borrowers have in this current economic environment experienced
deterioration in their financial condition, many continue to be creditworthy customers
who have the willingness and capacity to repay their debts. The OTS and other FBAs
realize that financial institutions face significant challenges when working with
commercial real estate borrowers that are experiencing diminished operating cash flows,
depreciated collateral values, or prolonged sales and rental absorption periods. The FBAs
are working together to provide additional guidance on prudent workout programs,
recognizing that such programs are often in the best interest of both the lender and the
borrower. The guidance we are working on is intended to promote supervisory
consistency, enhance the trangparency of CRE workout transactions, and ensure that
regulatory policies and actions do not inadvertently curtail the availability of credit to

sound borrowers.

As a result of the financial stress facing institutions, OTS examiners are taking a
balanced approach in assessing the adequacy of an institution's risk management
practices for loan workout activity. In general, institutions that implement prudent CRE
loan workout arrangements after performing a comprehensive review of a borrower’s
financial condition are not subject to criticism, even if the restructured loans have
weaknesses that result in adverse credit classification. In addition, we expect that
renewed or restructured loans to borrowers who have the ability to repay their debts

according to reasonable modified terms will not be subject to adverse classification solely
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because the value of the underlying collateral has declined to an amount that is less than

the loan balance.
D. Asset Quality
1. In General

As the economy continues to face challenging times, many parts of the country are
experiencing further reductions in home prices and real estate values. Institutions are
showing increases in inventories of unsold homes, delinquencies, non-performing assets
and real estate owned. In addition, job losses continue throughout most of the nation.

These factors all contribute to rising levels of problem assets.

Thrifts’ ratio of troubled assets to total assets continued to increase in the first half
of 2009, rising to 3.52 percent at the end of the second quarter from 2.54 percent at the
end of 2008. Driving the increase in troubled assets has been increases in noncurrent
loans — specifically increased noncurrent loan rates for residential mortgage loans and
construction loans. This is especially true for residential mortgages, which represent 40

percent of thrift assets. Construction and land loans constitute 3.3 percent of thrift assets.

In the second quarter, noncurrent single-family mortgages rose to a record 5.51
percent of all single-family mortgages, up from 3.69 percent at the end of 2008.
Noncurrent construction-and-land loans also rose to a record 12.54 percent in the second

quarter, up from 8.26 percent at the end of 2008.
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Other types of noncurrent loans also rose in the second quarter from the end of
2008. The noncurrent loan rates for the second quarter 2009 and the end of 2008,
respectively, were: for nonresidential mortgages 2.53 percent and 1.45 percent; for
commercial/small business loans 2.82 percent and 1.83 percent; for multifamily loans
1.97 percent and 1.20 percent; and for nonmortgage consumer loans 1.72 percent and 1.40

percent.

Assessing asset quality is an integral part of every OTS examination. Ensuring
that thrift managers perform ongoing loan monitoring and stress testing is also key. As
credit risks increase in the loan portfolio and economic conditions decline, appropriate
additions are required to loan loss provisions. Also, for securities, thrift managers should
conduct investment monitoring and ensure necessary charges are made for other than
temporary impairments. These additional provisions and charges reduce earnings, but
better position the institution for the future. In some cases, additional loan loss
provisioning and charges will cause net losses and declines in capital that may lead to the

need to raise additional capital.
2. Mortgage Metrics Report and Loan Modifications

The OTS continues to work with the Office of the Comptroller of the Currency
{OCC) in collecting performance data on first lien residential mortgages serviced by
national banks and federally regulated thrifts. This information is compiled in a joint
report issued by both agencies referred to as the Mortgage Metrics Report. The report
covers all types of first lien mortgages serviced by most of the industry’s largest mortgage

servicers, whose loans make up approximately 64 percent of all mortgages outstanding in
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the United States. The report covers nearly 34 million loans totaling approximately $6
trillion in principal balances. Our most recent report, issued on September 30, 2009,
provides information on the performance of these residential mortgages through the end

of the second quarter of 2009. This report is also provided directly to Congress.

The mortgage data reported for the second quarter of 2009 continued to reflect
negative trends influenced by weakness in economic conditions. As a result, the number
of seriously delinquent mortgages and foreclosures in process continued to increase.
Against the backdrop of economic weakness and rising mortgage delinquencies, home
retention actions—Iloan modifications and payment plans-—rose 21.7 percent over the first
quarter, to 439,574, nearly 75 percent more than were implemented a year earlier.
Driving the increase were actions taken under the “Making Home Affordable” program to

assist troubled homeowners.

The report also showed that home retention actions continued to increase more
quickly than new foreclosures. Subprime mortgages had almost twice as many new home
retention actions as new foreclosures during the qﬁarter. By contrast, there were more
foreclosures than home retention actions in prime mortgages during the quarter, but the

gap shrank to its lowest level in the last year.

Loan modifications that reduced borrowers’ monthly principal and interest
payments continued to increase in the second quarter, to more than 78 percent of all new
modifications, up from less than 54 percent in the previous quarter. Also noteworthy, the
number of modifications that reduced principal more than doubled, with 10 percent of

modifications made in the second quarter reducing principal, compared with 3.1 percent
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in the first quarter of 2009. This tren.d represented a significant shift from earlier
practices in which the vast majority of loan modifications either did not change monthly
payments or increased them. As noted in earlier reports, modifications that reduce the
borrowers’ monthly payments continue to show lower levels of re-defaults and longer

term sustainability than modifications that increased payments or left them unchanged.

The OTS has had a long-standing commitment to affordable and sustainable
mortgage modification efforts and has repeatedly encouraged its institutions to work
constructively with troubled borrowers. For example, in April 2007, OTS and the other
FBAs issued a statement that encouraged financial institutions to work with homeowners
who were unable to make mortgage payments. “Prudent workout arrangements
consistent with safe and sound lending practices are generally in the long-term best
interest of both the financial institution and the borrower,” the statement said. Institutions
were assured that they would not face regulatory penalties if they pursued reasonable

workout arrangements with borrowers.

Borrowers unable to make their mortgage payments should contact their lender or
servicer as soon as possible to discuss available options, according to the statement.
Examples of constructive workout arrangements included modifying loan terms and
moving borrowers from variable-rate loans to fixed-rate loans. The statement also
explained that bank and thrift programs that transition low- or moderate-income
homeowners from higher-cost loans to lower-cost loans may also receive favorable
consideration under the Community Reinvestment Act (CRA), if the loans are made in a

safe and sound manner. In January 2009, the OTS and other agencies that evaluate CRA
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performance expanded this guidance to more broadly provide positive CRA consideration
for foreclosure prevention programs for low- or moderate-income homeowners that have
the objective of providing affordable, sustainable, long-term loan modifications and

restructurings. >

In September 2007, the OTS joined the other FBAs and the Conference of State
Bank Supervisors in issuing a statement “encouraging federally regulated financial
institutions and state-supervised entities that service securitized residential mortgages to
review to determine the full extent of their authority under pooling and servicing
agreements to identify borrowers at risk of default and pursue appropriate loss mitigation

strategies designed to preserve homeownership.”

The statement noted that many subprime and other morigage loans had been
transferred into securitization trusts governed by pooling and servicing agreements. The
agreements could allow servicers to contact borrowers at risk of default, assess whether
default was reasonably foreseeable and, if so, apply loss mitigation strategies to achieve
sustainable morigage obligations. Servicers could have the flexibility to contact

borrowers in advance of loan resets.

As the statement said, “appropriate loss mitigation strategies could include loan
modifications, conversion of an adjustable rate mortgage into a fixed rate, deferral of
payments, or extending amortization.” In addition, institutions were asked to consider
referring appropriate borrowers to qualified homeownership counseling services to work

with all parties to avoid unnecessary foreclosures.

> 74 FR 498 (January 6, 2009).
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Our experiences with servicers, our data collection efforts, industry analyses,

academic research, and internal analyses suggest the following:

+ Loan modifications are costly for the servicer. We believe that providing
additional incentives to servicers for loan modifications will likely result in more

modifications.

e Providing incentives to servicers and borrowers to make successful modifications,
as opposed to any modification, as measured by prompt payments over time,

serves a useful purpose to properly align behavior.

o The significant difference in performance between bank-owned modified loans
and those serviced for others suggests certain legal and accounting impediments

exist in securitization structures that inhibit successful loan modifications.

¢ Analyses by market participants suggest that three major factors affect the

performance of loan modifications:

1. A decrease in the monthly payment. Larger decreases are associated with

lower post-modification delinquencies.

2. The extent to which the borrower is underwater (owes more than the home is
worth) after the Joan modification. Borrowers who are still underwater afier a

{oan modification are more prone to delinguencies.

3. The length of time the borrower has been in the home. In general, the longer
the borrower has been in the home, the more likely the modified mortgage will

perform.
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Successful modification plans avoid unnecessary foreclosures by making changes
that address affordability issues within the framework of aligning appropriate incentives.
To achieve these goals, the OTS continues to collect data to report on the performance of
first lien mortgages and any modification efforts undertaken by servicers. Additionally,
the OTS, in conjunction with the other FBAs, worked with the Administration to develop

the “Making Home Affordable” program.

The second quarter Mortgage Metric Report showed that newly initiated
foreclosures decreased as servicers worked to implement the “Making Home Affordable”
program. Emphasis on taking actions under the “Making Home Affordable” program
contributed to a dramatic shift in the composition of home retention actions toward
payment plans. There was a 73.9 percent increase in payment plans reported for the
quarter, alongside a 25.2 percent drop in loan modifications. The 114,538 trial period
payment plans reported in the second quarter more than offset a 47,995 decrease in loan
modifications as servicers reallocated resources to the “Making Home Affordable”

program.

The OTS continues to support all prudent home retention efforts through its
monitoring of first lien data and its continued cooperation in the development and
refinement of all aspects of the “Making Home Affordable™ program. Additionally, we
continue to encourage our institutions and servicers to work with borrowers to achieve

affordable and sustainable home mortgage payments.
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E. Specific Concemns of Smaller and Larger Institutions

Most of the 794 OTS-regulated thrifts are smaller, community-based institutions.
As of June 30, 2009, 679 thrifts (86 percent of all thrifts) had assets of less than $1
billion, And of these, 596 (75 percent of all thrifis) had assets less than $500 million. As
of the same date, there were 90 thrifts (11 percent) with assets of $1 billion to $10 billion.

And 25 thrifts (3 percent) had assets greater than $10 billion.

Though representing a small percentage of the number of thrifts, larger thrifts held
the majority of industry’s $1.1 trillion in aggregate assets. As of the second quarter 2009,
thrifis with assets greater than $10 billion held $721 billion in assets (66 percent of total
industry assets). Thrifts with assets between $1 billion and $10 billion held combined
assets of $224 billion (20 percent). Smaller institutions — those with assets less than $1
billion -- held assets of $153 billion (14 percent). And of those institutions, thrifts with

assets less than $500 million held combined assets of $93 billion (8 percent).

QTS tailors its examination and supervisory approach to meet the unique
challenges presented from thrifts of different asset sizes and operating complexities. Asa
general statement, it is expected that an institution’s operating policies, procedures,
controls, and risk management practices reflect the complexity of its operations.
However, OTS on-site examination activities and supervisory approaches are also flexible
and modified based on an institution’s unique circumstances. These circumstances can
change based on off-site monitoring of an institution’s financial condition and
performance, as well as other changes that could potentially impact the operations and

condition of the thrift. These changes could be internal to the thrift — such as a change in
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management; local ~ such as changes in the institution’s local labor markets; or global -
such as a significant change in accounting rules that impact capital or sudden changes in

liquidity and capital markets.

1. Larger Institutions

During the past decade, both large banks and thrifts and their mortgage banking
affiliates took advantage of the rapid growth of securitization markets to fund a varjety of
retail products to service the explosive growth in the residential housing market, growth
that was fueled by steadily increasing home prices. These firms became increasingly
dependent on the wholesale funding provided by securitizations. Because of extremely
favorable market conditions, some of the largest institutions focused their businesses on a

single mortgage-related product line, which created concentration risk.

This dependence also made these institutions unknowingly vulnerable to
additional sources of risk. The sudden seizure in the asset securities markets stopped the
mortgage funding pipeline in its tracks and led to enormous market uncertainty about the
values of the assets supported by the loans, as well as the worth of the loans held by these
institutions. A funding pipeline can often have a larger dollar volume than the net worth
of the firm. As the pipeline seized up, firms had to hold on their books the loans already
in the pipeline. Liquidity-strapped institutions made increasingly distressed asset sales,
further pressuring security and loan prices. This market dynamic threatened the solvency
or forced the insolvency of many of these firms that employed an “originate-to-sell”

strategy.
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The capital markets also created a plethora of structured financial securities, from
credit default swaps to collateralized debt obligations, whose relationships to the
performance of the underlying assets can be difficult to discern. The uncertainty
concerning the risk and the valuation of these structured securities can make an

assessment of the current financial condition of financial institutions a challenging task.

In an effort to ensure that loans are adequately underwritten, in September 2008
the OTS issued guidance to the industry reiterating OTS policy that for all loans
originated for sale or held in portfolio, savings associations must use prudent
underwriting and documentation standards. The guidance emphasized that the OTS
expects loans originated for sale to be underwritten to comply with the institution’s
approved loan policy, as well as all existing regulations and supervisory guidance
governing the documentation and underwriting of residential mortgages. Once loans
intended for sale had to be kept in the institutions' portfolios, it reinforced the supervisory
concern that concentrations and liquidity of assets, whether geographically or by loan

type, can pose major risks.

In addition, both smaller and larger thrifts should take greater account of the risks
faced, and created, by both their funding practices and their securities holdings. The
focus of risk management has shifted from the “silo” approach of assessing the risk of
individual asset and liabilities to an enterprise-level risk management expectation. Such
an approach encompasses an assessment of not only concentration risk in its various

forms but also of the effect on the firm of interaction of their assets and liabilities under
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stressful conditions. For some institutions, this represents a significant change in

orientation, but one important for their survival.

2. Smaller - Communily-Based Thrifts

Although the financial crisis did not originate in smaller thrifts, they have not
escaped damage from the crisis and from the serious recession that ensued. Small thrifis
are by their nature geographically concentrated and many are located in communities that
have experienced significant declines. Not surprisingly, these thrifts have keenly felt the
impact. Even within a single geographic area, however, thrifts that offered products they
understood and maintained traditional underwriting standards have tended to withstand

the stresses.

Smaller thrifts meet the financial services and credit needs of their local
communities with a wide range of loan and deposit products. These thrifts are often one
of few sources of small business and commercial real estate lending in their immediate
market area.' As such, smaller thrifts typically hold higher relative amounts of business-
related loans in portfolio than larger thrifts. With mounting weakness in the business
sector, as evidenced by such trends as increasing vacancy rates and rising business
bankruptcies, we are concerned that some small thrifts in particularly hard-hit areas may
need additional capital to weather the potential downturn. Even though smaller thrifts
typically maintain higher capital ratios than larger institutions, commercial real estate and
business-related loans are generally larger than consumer-related loans. Hence, problems

in even a few commercial real estate and business loans have the potential to impact
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capital levels. For these reasons, we continue to closely monitor commercial real estate
and business trends, with a special focus on those local market areas in which thrifts are

exposed.

Community banks and thrifts survive, in a large part, because their local presence
and personal interactions give them an advantage in meeting the financial needs of
families and small businesses. Their local knowledge often allows them to make better
judgments about the creditworthiness of local borrowers. This ability to employ their
local knowledge across a spectrum of lending products is the source of their strength and

a key to their ultimate survival.

IV. Developing Trends
A. Interest Rate Risk

Currently short-term interest rates are considerably lower than long-term interest
tates. In light of this factor and the continuing constriction within the credit markets,
OTS is concerned that some institutions may be tempted to take on unsafe and unsound
levels of interest rate risk in an attempt to bolster earnings. Historically, the thrift
industry has had greater exposure to interest rate risk because of its heavy concentration
of long-term, fixed-rate residential mortgages. As aresult, OTS developed an off-site
supervisory model in 1991 to measure and monitor interest rate risk exposure in the thrift
industry and has issued advisory letters reminding institutions of our supervisory
expectations regarding sound practices for managing interest rate risk. Reports from the
OTS model are shared with both bank officials and OTS examiners on a quarterly basis.

This supervisory approach is unique among the FBAs.
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Our model suggests that the level of interest rate risk in the industry is still at
manageable levels. However, we recognize that the economic environment could change
quickly and, under certain scenarios, some: institutions could experience severe downward
pressure on both earnings and capital. To that end, OTS will continue to identify those
institutions in an effort to ensure they take appropriate action to reduce their interest rate

risk.

The OTS recognizes that banking institutions are in the business of taking and
managing risk and the current environment offers attractive opportunities. Given this, our
goal is to discourage unsafe and unsound practices without curtailing investment in

residential mortgages.

B. Continuing High Levels of Unemployment

As mentioned earlier, the increase in the nation’s unemployment rate from the
beginning of the recession in December 2007 (unemployment rate of 4.9 percent) through
September 2009 (9.8 percent) has been the greatest of any of the other ten recessions
since 1945. Moreover, the nation’s “underemployment” rate — a broader measure of the
health of the nation’s job markets that includes those unemployed, working part-time due
to economic reasons, and not actively looking for work but would like to work — has
increased to 17 percent in September 2009, the highest level on record since this statistic

has been calculated (January 1999).

One small positive trend is that the rate of job loss appears to be slowing.

According the Bureau of Labor Statistics, total nonfarm payroll employment declined by
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263,000 in September 2009. From May through September, job losses averaged 307,000
per month, compared with losses averaging 645,000 per month from November 2008 to
April. Since the start of the recession in December 2007, payroll employment has fallen

by 7.2 million.

These job losses have and will continue to put enormous financial pressure on
struggling borrowers and will likely result in further economic challenges to those
holding loan-related assets, as well as those attempting to operate in this sector of the
economy.

C. Liguidity

As indicated earlier, thrifts have increased their liquidity. Cash, deposits and
government securities rose to 9.1 percent of assets at the end of June 2009 from 8.5
percent at the end of 2008. Despite these encouraging trends, recent events illustrate that
liquidity risk management at many banks needs improvement. Deficiencies include
insufficient holdings of liquid assets, funding risky or illiquid asset portfolios with
potentially volatile short-term liabilities, and a lack of meaningful cash flow projections

and liquidity contingency plans.

As a result of these concerns, the OTS along with the other FBAs and the
Conference of State Bank Supervisors, drafted guidance that reiterates the principles
contained in existing guidance and, where appropriate, conforms these principles to the
guidance issued by the Basel Committee on Banking Supervision in September 2008.
More specifically, the guidance re-emphasizes the importance of cash flow projections,
diversified funding sources, stress testing, a cushion of liquid assets and a formal well-

developed contingency funding plan as primary tools for measuring and managing
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liquidity risk. The guidance also puts the industry on notice that we expect all financial
institutions (and affiliated holding companies) to manage liquidity risk in a manner
consistent with their size, complexity and risk profile, and that failure to maintain an

adequate liquidity risk management process is considered an unsafe and unsound practice.

The proposed guidance went out for comment on July 6, 2009. The 60-day
comment period closed on September 4, 2009. In general, the industry feedback was
supportive, but we received several suggestions for improving the document. The FBAs
are currently weighing the merits of those suggestions. We expect to issue final guidance

before year-end.

D. Regulatory Restructuring

Regarding concemns on the horizon for the thrift industry, the proposed
consolidation of bank and thrift regulators certainly fits into that category. The
Administration proposal to merge the OTS and the OCC, as well as the proposed
consolidation of all federal bank regulatory functions under a single new super-regulator,
would impose major costs and disruption for the thrift industry. The prospect of such
consolidation has caused unease and uncertainty that has a chilling effect on new charter

applications and institutions’ planning for the future.

The OTS currently conducts consolidated supervision of thrifts and their holding
companies. Although the OTS is not the proper regulator for systemically important

conglomerates, the agency is well-suited to continue to supervise thrift holding



141

Page 35 of 41

companies, particularly for the many local consumer and community lenders across
America who should not be asked to bear the cost and inefficiency of separate holding
company regulation. The overwhelming majority of thrifts are small, conservative
lenders that offer home mortgages, car loans and other day-to-day financial services to
consumers. Quite a few are community-based mutual institutions that have been integral
parts of their communities for decades. The health of the financial services industry is
improving, but by no means robust. The transition costs of thrifts converting to a
different supervisor and a separate holding company regulator would be an unnecessary

burden at a difficult time.

Another potential point of cost and disruption are the guarterly financial reports
that banks and thrifts submit to their regulators. Thrifts report their financial status to the
OTS through Thrift Financial Reports, while banks file Call Reports. Under
consolidation proposals, either thrifts would need to overhaul their financial reporting
systems, or the consolidated agency would need to operate and maintain two different

reporting systems.

For smaller, community-based institutions, the specter of consolidation also brings
unease because their operations are so different from the operations of large banks,
particularly the trillion-dollar mega-banks. Under a single super-regulator, the needs of
the community-oriented majority could be too often overlooked because of the need to
focus attention and resources on institutions posing the greatest risk to the financial

system. Consumer-and-community institutions would no longer have a regulator focused
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on their traditional business model of knowing their customers and meeting the everyday

financial needs of families and smal businesses.

Consolidating agencies would take years, cost the industry millions of dollars and
generate upheaval in the day-to-day supervision of financial institutions. All of this
would be done with no efficiencies or other benefits for taxpayers, consumers or the

industry.

E. Overdraft Protection

A number of measures indicate that while credit card usage is dropping, the use of
debit cards is increasing. One of the reasons for increased debit card use may be that -
given the current economic downturn - consumers are attempting to manage their
finances more carefully by spending what they have, rather than borrowing to pay for

purchases.

However, with the advent of fee-based overdraft protection, consumers who
overdraw their debit accounts may face significant fees relative to the size of the
overdrafts they incur. In fact, recent research indicates that because debit transactions are
generally small — around $20.00 — the typical $27 overdraft fee often exceeds the value of

the transaction.'’

The OTS shares the concerns about overdraft programs that have been expressed

by members of Congress. As a result, we are in the process of supplementing our existing

** See FDIC Study of Bank Overdraft Programs at p 79 (Nov. 2008) (FDIC Overdraft Study), available at:
hetp:iwww fdic gov/bank/analvtical/overdrafyFDIC 138 Report Final TOC pdf,
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overdraft guidance'® for thrift institutions and examiners to clarify our supervisory
expectations with respect to these programs Our goal in doing so is to ensure that OTS

supervised institutions are managing overdrafi protection programs in a responsible way.

Beyond compliance with applicable rules, we plan to emphasize that failure to
implement the best practices already advocated in OTS supervisory guidance can lead to
violations of law. For example, existing OTS overdraft guidance warns against
manipulating transaction clearing order to inflate fees.'’ Such an approach may violate the

Federal Trade Commission (FTC) Act prohibition against unfair practices.

OTS also supports consumer choice in this area. Specifically, OTS supports
requiring that a consumer affirmatively consent, or “opt-in,” before an institution may
charge a fee for paying an overdraft, particularly for electronic transactions. Consistent
with the increased use of debit cards noted above, recent research suggests that debit
transactions account for the largest share of overdraft transactions-41 percent.'®
However, institutions often automatically enroll their customers in overdraft protection
programs. Studies have shown that this strategy may lead to increased consumer
participation in overdraft protection programs due to the power of inertia and lack of

attention on the part of consumers.'® Yet, consumer testing indicates that many people

' See 70 FR 8428 (February 18, 2005).

' See 70 FR at 8431,

*® See FDIC Overdraft Smdy at p.78.

i Madrian, Brigitte C., and Shea, Dennis F., The Power of Suggestion: Inertia in 401(K) Participation and
Savings Behavior, Working Paper 7682, National Bureau of Economic Research, Cambridge, MA, May

2000 (available at: hitp://www.nber.org/papers’'w7682).
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would consider removing overdraft protection from their electronic transactions if they

had the opportunity to do 50.%° These consumers should be given that choice up front.

F. Reverse Mortgages

Reverse mortgages present another set of emerging issues. Reverse mortgages are
loans that convert home equity into payments from a lender. Available to homeowners
age 62 and older, reverse mortgages typically do not require any payments from
borrowers as long as they continue to live in their homes. Many of these loans are made
under the Home Equity Conversion Mortgage program administered by the Department
of Housing and Urban Development®', but institutions also offer reverse mortgages

through their own proprietary programs.

Reverse mortgages present safety and soundness challenges because they rely
primarily on the sale of the collateral property for repayment, and they have not been
tested through the credit life cycle.22 Although reverse mortgages are growing in
popularity, they are complicated products for consumers. This, combined with the fact
that they are offered to seniors who may be vulnerable to misleading marketing
techniques, prompted the OTS to join other members of the Federal Financial Institutions
Examination Council to develop reverse mortgage guidance for lenders. We expect to

propose the guidance for comment soon.

» See Review and Testing of Overdrafi Notices, Macro International, December 8, 2008, available at:
hup//www federdlreserve gov/newsevents/press/beres/bereg200812 1826 pdf

*'See 12 U.S.C. 17152-20; 24 CFR 206.

2 The OTS has already issued guidance on risk management issues presented by reverse mortgages. See
OTS Examination Handbook, to One-to-Four Family Residential Real Estate Lending section, Appendix B
available at: hitp://files.ots.treas.gov/42204 1. pdf .
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G. Other Consumer Protection Issues

The OTS is also taking a number of other steps to ensure that institutions under
our supervision conduct business in a manner that is compliant with consumer protection
laws, including the FTC Act prdhibition against unfair and deceptive acts and practices.
For example, we recently published rules prohibiting a range of unfair credit card
practices, including increasing interest rates on existing balances when consumers are
paying on time and charging credit card account opening fees that are so high that they
erode most of the credit issued. While OTS recognized that credit card issuers may have
to commit significant resources to comply with the new rules, we strongly encouraged
OTS supervised institutions to do so as soon as possibla24 OTS also organized a
conference call for financial institutions and other interested parties to ask implementation
questions to help them prepare for the new rules as quickly and efficiently as possible.

This effort to spur compliance reached more than 700 callers.

As you know, the Credit Card Accountability Responsibility and Disclosure Act
of 2009 (Credit CARD Act) expands the prohibition against practices that the OTS found
to be unfair and restricts additional practices. OTS shares the concerns that prompted
Congress to enact the Credit CARD Act and we have taken prompt steps to ensure that
institutions under OTS jurisdiction are aware of their new responsibilities under this
lcgislation25 In particular, we have highlighted the requirement that institutions review

accounts in which consumers’ interest rates have been increased since January 1, 2009

% See Unfair or Deceptive Acts or Practices (UDAP) Rule, 74 FR 5498, 5502-5504 (January 29, 2009),
** See Letter to Thrift Chief Executive Officers dated December 18, 2008, available at:

http:/files ots.treas.gov/25287 pdf

 See Letter to Thrift Chief Executive Officers dated June 25, 2009, available at;

huip://files.ots.areas gov/25308.pdf
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and develop a process for determining whether the rates applicable to such accounts
should be reduced when the circumstances that warranted the rate increase are no longer
prf:sent.26 We are committed to enforcing this requirement. Moreover, we have
encouraged OTS supervised institutions to go further than required under the
implementing rules to ensure that consumers understand the effect of exercising the right

10 reject rate increases provided by the Credit CARD Act”’

The OTS also exercised its authority under the FTC Act earlier this year by taking
formal enforcement actions that required two thrifts to cease engaging in unfair and
deceptive acts and practices related to credit card and overdraft protection programs.

Through these actions, the OTS required the thrifts to reimburse consumers more than

$1.5 million and pay civil money penalties of $250,000.

V. Conclusion
Thank you again, Mr. Chairman, Ranking Member Crapo and members of the
Subcommittee, for the opportunity to testify on behalf of the OTS on the current condition
of the thrift industry. In summary, the OTS-regulated thrift industry is continuing to face
imposing challenges from the financial crises. However, the industry is poised to return
to thriving status once the housing market recovers and the economy again swings

upward.

% Seg Letter to Thrift Chief Executive Officers dated July 13, 2009, available at:

htp://files.ots. treas.govi/25312.pdf

a See Letter to Thrift Chief Executive Officers dated September 29, 2009, available at:

hitp://files.ots treas.gov/25322.pdf

# See In re Bank of Greene County (July 22, 2009), available at:

http://files.ots treas.gov/enforcement/971 $9.pdf and In re: American Express Bank, F.S.B, (June 29, 2009)

available at hop:/files.ots reas.gov/enforcement/97146 pdf and
http://files.ots treas. gov/enforcement/97147 pdf .
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INTRODUCTION

Good afternoon, Chairman Johnson, Ranking Member Crapo, and distinguished
members of the Subcommittee. My name is Joseph A. Smith, Jr. I am the North
Carolina Commissioner of Banks and the Chairman of the Conference of State Bank
Supervisors (CSBS).

Thank you for the opportunity to testify today on the condition of the banking in-
dustry. In the midst of a great deal of discussion about reform and recovery, it is
very important to pause to assess the health of the industry and the factors affect-
ing it, for good and ill.

My testimony today will present the views of state bank supervisors on the health
of the banking industry generally and the banks we oversee in particular—the over-
whelming majority of which are independent community banks. The states charter
and regulate 73 percent of the nation’s banks (Exhibit A). These banks not only
compete with the nation’s largest banks in the metropolitan areas, but many are
the sole providers of credit to less populated and rural areas (Exhibit B). We must
remember 91 percent of this country’s banks have less than $1 billion in assets but
share most of the same regulatory burdens and economic challenges of the largest
banks which receive the greatest amount of attention from the Federal Government.
Community and regional banks are a critical part of our economic fabric, providing
an important channel for credit for consumers, farmers, and small businesses.

I will address: the key challenges that state-chartered banks face, regulatory poli-
cies that we are pursuing to improve supervision and the health of the industry,
and recommendations to improve the regulation of our banks and ultimately the
health of the industry.

CONDITION OF THE BANKING INDUSTRY

While the economy has begun to show signs of improvement, there are still many
areas of concern. Consumer confidence and spending remains low, deficit spending
has soared, and unemployment rates continue to slowly tick upward. The capital
markets crisis, distress in the residential and commercial real estate markets, and
the ensuing recession have greatly weakened our nation’s banking industry. And de-
spite recent positive developments, the banking industry continues to operate under
very difficult conditions. While there are pockets of strength in parts of the state
bank system, the majority of my fellow state regulators have categorized general
banking conditions in their states as “gradually declining.” Not surprisingly, the
health of banks is directly affected by the economic conditions in which they oper-
ate. Times of economic growth will usually be fueled by a banking industry with
sufficient levels of capital, a robust and increasing volume of performing loans,
ample liquidity, and a number of new market entrants, in the form of de novo insti-
tutions. Conversely, this recession is characterized by a banking industry marred by
evaporating capital levels, deteriorating and increasingly delinquent loans, liquidity
crunches, and a steady stream of bank failures.

The Federal Deposit Insurance Corporation (FDIC) reports in its most recent
Quarterly Banking Profile that the banking industry suffered an aggregate net loss
of $3.7 billion in the second quarter of 2009. These losses were largely caused by
the increased contributions institutions made to their loan-loss provisions to counter
the rising number of non-performing loans in their portfolios and realized losses.
Further, additional writedowns in the asset-backed commercial paper portfolios and
higher deposit insurance assessments impacted banks’ earnings significantly.!

Across the country, my colleagues are experiencing deteriorating credit quality in
their banks, which is straining earnings and putting extreme pressure on capital.
Deterioration in credit quality is requiring greater examination resources as regu-
lators evaluate a higher volume of loans. Concentrations in commercial real estate
(CRE) loans in general, and acquisition, development, and construction (ADC) loans
in particular, are posing the greatest challenge for a significant portion of the indus-
try. This is an important line of business for community and regional banks. Banks
with less than $10 billion in assets comprise 23 percent of total bank assets, but
originate and hold 52 percent of CRE loans and 49 percent of ADC loans by volume.
Reducing the concentrations that many of our institutions have in CRE lending is

1FDIC Quarterly Banking Profile, Second Quarter 2009: hitp:/ /www2.fdic.gov /qbp /2009jun /
qbp.pdf.
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an important factor in restoring them to health; however, it is our view that this
reduction needs to be done in a way that does not remove so much credit from the
real estate market that it inhibits economic recovery. Striking an appropriate bal-
ance should be our goal.

Deteriorating credit quality has a direct and destructive effect on bank capital.
Reduction in capital, in turn, has a direct and destructive effect on a bank’s liquid-
ity, drying up its sources of funding from secondary sources, including capital mar-
kets, brokered deposits, home loan and bankers’ banks and the Federal Reserve.
This drying up of liquidity has been a significant challenge for a substantial number
of the failures.

CAPITAL IS KING

As we entered the financial crisis, we touted the overall strong capital base of the
industry, especially compared to previous periods of economic stress. While this was
true, banks are highly leveraged operations, and when losses materialize, capital
erodes quickly. While this is true for all institutions, it is more pronounced in our
largest banks. According to the FDIC, as of December 31, 2007, banks over $10 bil-
lion in assets had an average leverage capital ratio of 7.41 percent. This was 200
basis points (b.p.) less than banks with assets between $1 billion and $10 billion;
256 b.p. less than banks with assets between $100 million and $1 billion; and an
astonishing 610 b.p. less than banks with assets less than $100 million. As the fi-
nancial crisis was unfolding and the serious economic recession began, these num-
bers show our largest institutions were poorly positioned, leading to the extraor-
dinary assistance by the Federal Government to protect the financial system. Even
with this assistance, this differential continues today with the largest institutions
holding considerably less capital than the overwhelming majority of the industry.

Last year, the Federal Government took unprecedented steps to protect the finan-
cial system by providing capital investments and liquidity facilities to our largest
institutions. Financial holding company status was conferred on a number of major
investment banks and other financial concerns with an alacrity that was jaw-drop-
ping. We trust the officials responsible took the action they believed necessary at
that critical time. However, Federal policy has not treated the rest of the industry
with the same expediency, creativity, or fundamental fairness. Over the last year,
we have seen nearly 300 community banks fail or be merged out of existence, while
our largest institutions, largely considered too big to fail, have only gotten bigger.
State officials expect this trend to continue, with an estimated 125 additional unas-
sisted, privately negotiated mergers due to poor banking conditions.

Additional capital, both public and private, must be the building block for success
for community and regional banks. While TARP has provided a source of capital for
some of these institutions, the process has been cumbersome and expensive for the
community and regional banks, whether they actually received the investment of
funds or not. There has been a lack of transparency associated with denial of a
TARP application, which comes in the form of an institution being asked to with-
draw. This should of deep concern to Congress. If TARP is to be an effective tool
to strengthen community and regional banks, the Treasury must change the viabil-
ity standard. We should provide capital to institutions which are viable after the
TARP investment. Expanded and appropriate access to TARP capital will go a long
way to saving the FDIC and the rest of the banking industry a lot of money. To
date, this has been a lost opportunity for the Federal Government to support com-
munity and regional banks and provide economic stimulus.

There are positive signs private capital may be flowing into the system. For the
6 months ending June 30, 2009, over 2,200 banks have injected $96 billion in cap-
ital. While capital injections were achieved for all sizes of institutions, banks with
assets under 51 billion in assets had the smallest percentage of banks raising cap-
ital at 25 percent.

There has been and, to our knowledge, there still is a concern among our Federal
colleagues with regard to strategic investments in and acquisitions of banks, both
through the FDIC resolution process and in negotiated transactions. While these
concerns are understandable, we believe they must be measured against the con-
sequence of denying our banks this source of capital. It is our view that Federal pol-
icy should not unnecessarily discourage private capital from coming off the sidelines
to support this industry and in turn, the broader economy.

SUPERVISION DURING THE CRISIS

There are very serious challenges facing the industry and us as financial regu-
lators. State regulators have increased their outreach with the industry to develop
a common understanding of these challenges. Banks are a core financial inter-
mediary, providing a safe haven for depositors’ money while providing the necessary
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fuel for economic growth and opportunity. While some banks will create-and have
created-their own problems by miscalculating their risks, it is no surprise that there
are widespread problems in banks when the national economy goes through a seri-
ous economic recession.

We will never be able, nor should we desire, to eliminate all problems in banks;
that is, to have risk-free banking. While they are regulated and hold the public
trust, financial firms are largely private enterprises. As such, they should be al-
lowed to take risks, generate a return for shareholders, and suffer the consequences
when they miscalculate. Over the last year, we have watched a steady stream of
bank failures. While unfortunate and expensive, this does provide a dose of reality
to the market and should increase the industry’s self-discipline and the regulators’
focus on key risk issues. In contrast to institutions deemed too big to fail, market
discipline and enhanced supervisory oversight can result in community and regional
banks that are restructured and strengthened.

Recognizing the Challenges

The current environment, while providing terrific challenges with credit quality
and capital adequacy, has also brought an opportunity for us to reassess the finan-
cial regulatory process to best benefit our local and national economies. To achieve
this objective, it is vital to step back and make an honest assessment of our regu-
lated institutions, their lines of business, management ability, and capacity to deal
with economic challenges. This assessment provides the basis for focusing resources
to address the many challenges we face.

With regard to financial institutions, as regulators we must do a horizontal review
and engage in a process of “triage” that divides our supervised entities into three
categories:

e I. Strong
o II. Tarnished
o III. Weak

Strong institutions have the balance sheets and management capacity to survive,
and even thrive, through the current crisis. These institutions will maintain sta-
bility and provide continued access to credit for consumers. Further, these institu-
tions will be well-positioned to purchase failing institutions, which is an outcome
that is better for all stakeholders than outright bank failure. We need to ensure
these institutions maintain their positions of strength.

Tarnished institutions are under stress, but are capable of surviving the current
crisis. These institutions are where our efforts as regulators can make the biggest
difference. Accordingly, these institutions will require the lion’s share of regulatory
resources. A regulator’s primary objective with these institutions should be to fully
and accurately identify their risks, require generous reserves for losses, and develop
the management capacity to work through their problems. We have found that
strong and early intervention by regulators, coupled with strong action by manage-
ment, has resulted in the strengthening of our banks and the prevention of further
decline or failure. By coordinating their efforts, state and Federal regulators can
give these banks a good chance to survive by setting appropriate standards of per-
formance and avoiding our understandable tendencies to over-regulate during a cri-
sis.

Weak institutions are likely headed for failure or sale. While this outcome may
not be imminent, our experience has shown that the sooner we identify these insti-
tutions, the more options we will have to seek a resolution which does not involve
closing the bank. It simply is not in our collective best interest to allow an institu-
tion to exhaust its capital and to be resolved through an FDIC receivership, if such
an action can be avoided. Institutions we believe are headed toward almost certain
failure deserve our immediate attention. This is not the same as bailing out, or
propping up failing institutions with government subsidies. Instead, as regulators
our goal is an early sale of the bank, or at least a “soft landing” with minimal eco-
nomic disruption to the local communities they serve and minimal loss to the De-
posit Insurance Fund.

AREAS REQUIRING ATTENTION

This is the time for us to be looking forward, not backwards. We need to be work-
ing to proactively resolve the problems in the banking industry. To do this, we need
to ensure our supervisory approach is fair and balanced and gives those banks
which deserve it the chance to improve their financial positions and results of oper-
ations. The industry and regulators must work together to fully identify the scope
of the problems. However, I believe we need to consider the response which follows
the identification. We should be tough and demanding, but the response does not
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need to send so many banks toward receivership. A responsive, yet reasonable ap-
proach, will take a great deal of time and effort, but it will result in less cost to
the Deposit Insurance Fund and benefit communities and the broader economy in
the long-run. I would like to highlight a few areas where I have concerns.

Increase Access to Capital

First, as discussed earlier, we need to allow capital to flow into the system. There
is a significant amount of capital which is seeking opportunities in this market. We
need to encourage this inflow through direct investments in existing institutions
and the formation of new banks. To the extent that private investors do not them-
selves have bank operating experience or intend to dismantle institutions without
consideration of the social and economic consequences, such shortcomings can and
should be addressed by denial of holding company or bank applications or through
operating restrictions in charters or regulatory orders. Where private equity groups
have employed seasoned management teams and proposed acceptable business
plans, such groups should be granted the necessary regulatory approvals to invest
or acquire. While we cannot directly fix the capital problem, we should ensure the
regulatory environment does not discourage private capital.

Expedite Mergers

Second, we need to allow for banks to merge, especially if it allows us to resolve
a problem institution. Unfortunately, we have experienced too many roadblocks in
the approval process. We need more transparency and certainty from the Federal
Reserve on the process and parameters for approving mergers. To be clear, I am not
talking about a merger of two failing institutions. Facilitating the timely merger of
a weak institution with a stronger one is good for the system, good for local commu-
nities, and is absolutely the least cost resolution for the FDIC.

Brokered Deposits

Third, over the last several years the industry has explored more diversified fund-
ing, including the use of brokered deposits. Following the last banking crisis, there
are restrictions for banks using brokered deposits when they fall below “well capital-
ized.” I appreciate the efforts of FDIC Chairman Bair in working to provide more
consistency and clarity in the application of this rule. However, I am afraid the cur-
rent approach is unnecessarily leading banks to fail. We allowed these banks to in-
crease their reliance on this funding in the first place, and I believe we have a re-
sponsibility to assist them in gradually unwinding their dependency as they work
to clean up their balance sheet. My colleagues have numerous institutions that
could have benefited from a brokered deposit waiver granted by the FDIC. As noted
above, many of the recent failures of community and regional banks have been the
result of a sudden and precipitous loss of liquidity.

Open Bank Assistance

Fourth, the FDIC is seriously constrained in providing any institution with open
bank assistance. We are concerned that this may be being too strictly interpreted.
We believe there are opportunities to provide this assistance which do not benefit
the existing shareholders and allows for the removal of bank management. This is
a much less disruptive approach and I believe will prove to be much less costly for
the FDIC. The approach we suggest was essentially provided to Citibank and Bank
of America through loan guarantees without removing management or eliminating
the stockholders. As discussed previously, we believe that the Capital Purchase Pro-
gram under TARP can be a source of capital for transactions that restructure banks
or assist in mergers to the same effect. We are not suggesting that such support
be without conditions necessary to cause the banks to return to health.

Prompt Corrective Action

Finally, Congress should also investigate the effectiveness of the Prompt Correc-
tive Action (PCA) provisions of the Federal Deposit Insurance Corporation Improve-
ment Act in dealing with problem banks. We believe there is sufficient evidence that
the requirements of PCA have caused unnecessary failures and more costly resolu-
tions and that allowing regulators some discretion in dealing with problem banks
can assist an orderly restructuring of the industry.

LOOKING FORWARD

There will be numerous legacy items which will emerge from this crisis designed
to address both real and perceived risks to the financial system. They deserve our
deliberate thought to ensure a balanced and reasoned approach which provides a
solid foundation for economic growth and stability.
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The discussions around regulatory reform are well underway. We would do well
to remember the instability of certain firms a year ago which put the U.S. financial
system and economy at the cliff's edge. We must not let the bank failures we are
seeing today cloud the real and substantial risk facing our financial system—firms
which are too big to fail, requiring extraordinary government assistance when they
miscalculate their risk.

We need to consider the optimal economic model for community banks, one that
embraces their proximity to communities and their ability to engage in high-touch
lending. However, we must ensure lower concentrations, better risk diversification,
and improved risk management. We need to find a way to ensure banks are viable
competitors for consumer finance and ensure they are positioned to lead in estab-
lishing high standards for consumer protection and financial literacy.

We must develop better tools for offsite monitoring. The banking industry has a
well established and robust system of quarterly data reporting through the Federal
Financial Institutions Examination Council’s Report of Condition and Income (Call
Report). This provides excellent data for use by all regulators and the public. We
need to explore greater standardization and enhanced technology to improve the
timeliness of the data, especially during times of economic stress.

Over the last several years, the industry has attracted more diversified sources
of funding. This diversification has improved interest rate risk and liquidity man-
agement. Unfortunately, secured borrowings and brokered deposits increase the cost
of resolution to the FDIC and create significant conflicts as an institution reaches
a troubled condition. We need to encourage diversified sources of funding, but en-
sure it is compatible with a deposit insurance regime.

We need to consider how the Deposit Insurance Fund can help to provide a coun-
tercyclical approach to supervision. We believe Congress should authorize the FDIC
to assess premiums based on an institution’s total assets, which is a more accurate
measure of the total risk to the system. Congress should revisit the cap on the Fund
and require the FDIC to build the Fund during strong economic times and reduce
assessments during period of economic stress. This type of structure will help the
entire industry when it is most needed.

CONCLUSION

The banking industry continues to face tremendous challenges caused by the poor
economic conditions in the United States. To move through this crisis and achieve
economic stability and growth, Members of Congress, state and Federal regulators,
and members of the industry must coordinate efforts to maintain effective super-
vision, while exercising the flexibility and ingenuity necessary to guide our industry
to recovery.

Thank you for the opportunity to testify today, and I look forward to any ques-
tions you may have.
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Exhibit A

Charters By Type

As of 6/3012009

Numbers of Charters by Authority

STATE  OCC  OTS TOTALS
61302009 5968 1508 728 8204
123172008 6034 1540 740 8314
12/3172006 6216 1728 768 8707
1213172000 6,607 2,231 915 9783
1213111995 7676 2858 1471 11,706
131/

3
3
12/3111992 8388 3593 1386 13367
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PREPARED STATEMENT OF THOMAS J. CANDON
DEPUTY COMMISSIONER, VERMONT DEPARTMENT OF BANKING, INSURANCE,
SECURITIES, AND HEALTH CARE ADMINISTRATION
ON BEHALF OF THE NATIONAL ASSOCIATION OF STATE CREDIT UNION SUPERVISORS

OCTOBER 14, 2009

Introduction

Honorable Chairman Johnson, Ranking Member Crapo and the distinguished
members of the Financial Institutions Subcommittee of the Senate Banking, Hous-
ing and Urban Affairs Committee, thank you for the opportunity to testify before
this Subcommittee on the State of the Banking Industry. I am Thomas J. Candon,
Deputy Commissioner of Banking and Securities for the Vermont Department of
Banking, Insurance, Securities and Health Care Administration. I am pleased to be
here on behalf of state credit union regulators as Chairman of the National Associa-
tion of State Credit Union Supervisors! (NASCUS). In this prepared testimony, I
will share state credit union regulators’ perspectives on the condition of state-char-
tered credit unions and areas for reform.

NASCUS has been committed to enhancing state credit union supervision and ad-
vocating for a safe and sound state credit union system since its inception in 1965.
NASCUS is the sole organization dedicated exclusively to the promotion of the dual
chartering system and advancing the autonomy and expertise of state credit union
regulatory agencies.

The state credit union system is 100 years old. Today, there are 3,065 state-char-
tered credit unions with a combined $404 billion in assets.2 State-chartered credit
unions represent 40 percent of the nation’s nearly 7,700 credit unions.

At this hearing, the Subcommittee is assessing the state of financial institutions,
areas of concern as well as capital and lending needs. In this testimony, I will detail
information from state regulators on the following:

Condition of state-chartered credit unions

Corporate credit union impact

Credit union capital needs

Regulatory considerations for member business lending
Trends and regulatory response

L]
L]
L]
o
L]
e Value and strength of state supervision

Condition of state-chartered credit unions

Like all financial institutions, state credit unions have been adversely affected by
the economic downturn. However, at this point, state natural person credit unions
remain generally healthy and continue to serve the needs of their members and
their communities. For the most part, natural person credit unions did not engage
in many of the practices that have precipitated the current market downturn.

Nationally, the average credit union net worth is down to 10.03 percent, with 96
percent of all federally insured credit unions having more than 7 percent in capital
as of June 30, 2009. Further, the percentage of delinquent loans is 1.58 percent for
all credit union loans.

State-chartered credit unions in my state of Vermont have the capability to lend
due to an increase in deposits that we attribute to a flight to safety. Consumer loans
are available to members although underwriting continues to be based on a mem-
ber’s ability to repay. At this time, Vermont credit unions do not make many mem-
ber business loans and have nominal commercial real estate loans on their balance
sheets. Our regulatory focus is on the amount of capital held by some of our credit
unions and the impact of the growing unemployment picture on delinquencies.

The capital of Vermont credit unions is affected by the growth of deposits which
were up 24.73 percent in Vermont as of June 30, 2009, and the impact of the cor-
porate credit union losses (which I will discuss later). Income is also being reduced
as margins are squeezed and credit union members are struggling to make loan
payments.

In Vermont, our small credit unions like many around the country are not only
affected by a downturn in the economy but also by increasing regulatory burden.
We continue to see mergers as long-time managers retire and volunteer boards can-
not keep up with the increased demands. As state regulators we monitor our credit

1NASCUS is the professional association of the 48 state credit union regulatory and territorial
agencies that charter and supervise the nation’s 3,100 state-chartered credit unions.
2 As of June 30, 2009.
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unions closely. If there is any sign of distress, we have an examiner communicating
with the credit union to make sure we understand what needs to be done to correct
the problems.

As the Subcommittee knows, the effect of the economy on financial institutions
varies from region to region. Some regions are weathering significant impacts from
the destabilized real estate market, while others are addressing more localized eco-
nomic issues. In many cases, state regulators are concerned about unemployment
and its impact on members’ ability to meet their obligations. State regulators are
also concerned about the growing number of delinquencies, charge-offs and pres-
sures on earnings, especially in smaller state-chartered credit unions. While loan de-
linquency and net charge-offs have generally increased for state-chartered credit
unions, state regulators indicate that the levels remain manageable.

State regulators also report increased scrutiny on consumer credit products, in-
cluding auto loans, credit cards and other consumer credit portfolios given the na-
tion’s economic condition. State credit union regulators are cognizant of credit
unions’ future financial performance as commercial credit problems begin to affect
consumer credits. The weak economy creates a tightening of commercial credit, an
issue being closely monitored by state regulators.

Some states, including my home state of Vermont, have not experienced the fall-
out from commercial or subprime lending as our state-chartered credit unions did
not engage in those activities. State regulators continue to encourage their credit
unions to exercise sound underwriting, proper risk management and due diligence,
the elements that have kept credit unions in a better position throughout this eco-
nomic downturn. Further, state regulators are monitoring red flags closely, fully uti-
lizing offsite monitoring and using early warning systems to detect risk.

The growing trend toward consolidation is also on the minds of state regulators
as credit union mergers continue to occur, both voluntarily and for regulatory pur-
poses. As economic pressures persist, finding suitable merger partners may become
more difficult. State regulators recognize this dilemma and see merger issues as an
ongoing concern in 2010.

In addition, growth is an issue state regulators are paying close attention to in
today’s environment. The National Credit Union Administration (NCUA) reported
in its Financial Trends in federally Insured Credit Unions for January—June 2009
an annualized asset growth rate of 14.53 percent. This growth gives rise to concerns
about interest rate risk and the need to ensure quality asset/liability and balance
sheet management among credit unions.

Corporate Credit Union Impact

As I noted earlier, one of the issues affecting both state and Federal credit unions
is the impact of problems in the corporate credit union network. Allow me to elabo-
rate. In addition to direct economic pressures, credit unions are addressing indirect
economic pressures by way of the impact of losses from corporate credit unions. The
deterioration of asset-backed securities held by two Federal corporate credit unions
(U.S. Central Corporate Federal Credit Union and Western Corporate Federal Cred-
it Union) and their consequent conservatorship by the NCUA have resulted in con-
siderable balance sheet impact on natural person credit unions.

For the first time in nearly 20 years, the NCUA Board approved a credit union
premium in September 2009 with the assessment of 0.15 percent of insured shares.
The premium will both restore the National Credit Union Share Insurance Fund
(NCUSIF) equity to 1.30 percent and begin to repay a portion of the Temporary Cor-
porate Credit Union Stabilization Fund borrowings from the U.S. Treasury.

State regulators, in consultation with Federal regulators, are working to address
the impact of corporate losses and to make regulatory improvements to mitigate re-
currence. As the NCUA develops its proposed rule for regulation of corporate credit
unions, state regulators continue to stress the following principles:

e Enhance supervision and tighten regulatory standards
e Properly assess risk problems

e Preserve equal opportunity for all corporates to compete as long as they remain
safe and sound and retain the support of their members

e Guard against preemption of state authority and homogenization of the cor-
porate system

State regulators have also cautioned the NCUA against regulation that would un-
necessarily or adversely impact safe and sound corporate credit unions that have
properly managed their investments and remain fully supported by their members.

NCUA has been working cooperatively with state regulators to institute revisions
to the agency’s Part 704 corporate credit union regulations to strengthen the safety
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and soundness of the corporate system. Regulators should continue to focus on en-
suring any credit union, natural person or corporate, has robust risk management
and mitigation policies in place to balance its investment portfolios. Such policies
should include adequate reserves, requisite expertise, meaningful shock testing and
valuation mechanisms as well as concentration limits. NASCUS believes there is no
question that after recent events corporate credit unions must retain higher capital
reserves. NCUA should work with NASCUS and state regulators to develop more
comprehensive capital requirements, including risk-based capital.

The regulatory capital program for corporate credit unions should consider an in-
stitution’s status as a wholesale or retail corporate, its mix of products and services
(investment, payment systems, pass through, etc.) and establish parameters of ac-
tions for state and Federal regulators if capital falls below defined thresholds.

Capital is important to both the corporate credit union system and the natural
person credit unions that support the corporate credit unions. During the corporate
stabilization process, supplemental capital may have mitigated some of the unin-
tended consequences to net worth categories at natural person credit unions. Fur-
ther, access to a risk-based capital system would foster safety and soundness for the
entire credit union system.

Credit Union Capital Needs

The majority of credit unions are weathering conditions today; however, as stated
previously, credit unions’ earnings are suffering and credit unions are losing money.
We need to act now to ensure credit unions remain as safe and sound as possible.
NASCUS has long supported comprehensive capital reform for credit unions and be-
lieves that given the current economic climate, reform in this area is critical and
timely. Credit unions need more ways to raise capital, notably access to supple-
mental capital. NASCUS continues to encourage the Senate Banking Committee to
consider credit union capital reform as part of its financial reform efforts.

Unlike other financial institutions, credit union access to capital is limited to re-
serves and retained earnings from net income. Since net income is not easily in-
creased in a fast-changing environment, state regulators recommend additional cap-
ital-raising capabilities for credit unions. Access to supplemental capital will enable
credit unions to respond proactively to changing market conditions, enhancing their
future viability and strengthening their safety and soundness. Supplemental capital
would serve as an extra layer of protection for the credit union deposit insurance
fund as well.

Allowing credit unions access to supplemental capital with regulatory approval
and robust oversight will improve their ability to react to market conditions, grow
safely into the future and serve their members in this challenged economy. It would
also provide a tool for credit unions to use if they face declining net worth or liquid-
ity needs. We feel strongly that now is the time to permit this important change.

NASCUS follows several guiding principles in our quest for supplemental capital
for credit unions. First, a capital instrument must preserve the not-for-profit, mu-
tual, member-owned and cooperative structure of credit unions. Next, it must pro-
vide for full disclosures, investor protection and robust safeguards. Prudential safety
and soundness requirements must be maintained for these investments and supple-
mental capital must preserve credit unions’ tax-exempt status. Finally, regulatory
approval would be required before a credit union could access supplemental capital.

It is NASCUS’ studied belief that a change to the Federal Credit Union Act could
provide this valuable tool to the credit union system without altering the not-for-
profit, mutual, cooperative structure of credit unions as tax exempt member owned
financial institutions. We realize that supplemental capital will not be appropriate
for every credit union, nor would every credit union need access to supplemental
capital. This is why NASCUS supports regulator approval as a pre-condition for
credit unions issuing supplemental capital.

A task force of NASCUS state regulators is currently studying supplemental cap-
ital for credit unions with the NCUA. This regulatory group is researching the ap-
propriate regulatory parameters for supplemental capital for credit unions.

As this Subcommittee addresses regulatory reform and other legislation this fall,
NASCUS encourages favorable consideration of access to supplemental capital for
credit unions.

Regulatory Considerations for Member Business Lending

Credit union member business lending, when conducted within proper regulatory
controls, has proved beneficial for credit unions, their members, and their commu-
nities. However, while some credit unions are actively engaged in member business
lending, many are not. As Congress considers changes to credit unions’ member
business lending capabilities, state regulators will work with the NCUA in its capac-
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ity as the insurer to build regulatory parameters for proper oversight through the
examination and supervision process. Further, credit unions must have a thorough
understanding of member business lending and be diligent in their written policies,
underwriting and controls for the practice to be conducted in a safe and sound man-
ner. From a prudential regulator view, an arbitrary cap on member business lending
{s less important than proper underwriting and thorough reporting of all business
oans.

Trends and Regulatory Response

I would like to respond to the Subcommittee’s request for information regarding
developing trends, concerns and state regulatory responses to today’s challenges.
Rising unemployment continues to be a concern and we expect that it will continue
to negatively impact state credit unions well into 2010 as delinquencies and bank-
ruptcies continue to increase.

Some state regulators have seen a marked increase in loan delinquencies and net
charge-offs at June 2009; however, the levels remain manageable. Earnings pres-
sures continue so credit unions are seeking ways to reduce overhead expenses. Loan
demand has slowed somewhat in the mid-to smaller credit unions; a contrast to the
increased indirect lending activities experienced in the larger credit unions. State
regulators are closely monitoring both lending and investment activities within their
credit unions and continue to stress the importance of sound underwriting and due
diligence at the board level. State regulators also continue to supervise their institu-
tions closely through offsite monitoring and onsite examinations and visitations.
Credit unions need to understand their portfolio makeup and the impact that an
increasing rate environment will have on their institutions.

Another economic stressor affecting small credit unions is the uncertainty of los-
ing their core field of membership if comprised of select employee groups. Because
some small credit unions still rely on one or two employers for their members, if
those businesses do not survive, the credit union will not survive either.

Value and Strength of State Supervision

In this challenged economic environment, state regulators have demonstrated the
importance of local supervision of state-chartered institutions and the value of a
dual regulatory regime. State regulators are properly tuned into both their institu-
tions and the specific needs of local consumers. Further, state regulators have the
expertise to identify risk areas and take enforcement actions where necessary. With
respect to consumer protection, state regulators are directly accountable to Gov-
ernors and state legislatures, who in turn are directly accountable to their consumer
citizens. It is for this reason that many states have always emphasized consumer
protection along with safety and soundness in financial services oversight. As regu-
latory modernization efforts are considered by the Senate Banking Committee, we
encourage you to retain state supervision and uphold state authority. Further, we
ask you to recognize the essential value of dual chartering to financial institution’s
ability to innovate.

Finally, as we talk about dual chartering, I wanted to note our regulatory part-
ners, the National Credit Union Administration. In my state of Vermont, all of my
credit unions are federally insured, and therefore subject to share insurance over-
sight from NCUA in addition to state safety and soundness and compliance regula-
tion and supervision. We work extremely well with NCUA, and I believe our strong
cooperative relationship has contributed substantially to the stability of the credit
union system in my region. Indeed, this cooperative relationship between state regu-
lators and the NCUA exists throughout the Nation as well.

NASCUS would be pleased to provide any additional information you deem appro-
priate as you work through these matters. While the current economic climate has
an unquestionable adverse impact on the state credit union system, I remain con-
fident that the generally sound management of credit unions combined with ongoing
vigilant state regulatory oversight has enabled the credit union system to prudently
meet their members’ needs. Thank you for your attention.
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR CRAPO
FROM SHEILA C. BAIR

Q.1. According to a recent New York Times article, about $870 bil-
lion, or roughly half of the industry’s $1.8 trillion of commercial
real estate loans, now sit on the balance sheet of small and me-
dium sized banks. To what extent has TALF encouraged capital to
enter the commercial real estate market and what other step
should regulators be taking to address this problem?

A.l. Small and medium-sized financial institutions hold a signifi-
cant dollar amount of commercial real estate loans on their balance
sheets. Many of these smaller institutions were not active in the
commercial real estate mortgage securitization market because of
the comparatively small dollar amount of the loans and the nature
of customer-focused relationships in community banking. There-
fore, we do not believe the TALF has had a significant effect on the
availability of credit for smaller commercial real estate loans.

In terms of encouraging commercial real estate lending, the Fed-
eral banking agencies issued a policy statement on October 30,
2009, titled Prudent Commercial Real Estate Loan Workouts. The
Statement encourages banks to continue making good loans to com-
mercial real estateborrowers and work with borrowers experiencing
difficulties in their repayment capacity because of the economic
downturn.

The TALF was designed to increase credit availability for busi-
nesses and consumers by facilitating renewed issuance of securities
backed by loans to consumers and businesses at more normal inter-
est rate spreads. Based on recent TALF transactions involving com-
mercial real estate mortgage loans, the program appears to have
encouraged capital to enter the securitization market. As the Fed-
eral Reserve Bank of New York is facilitating the TALF program,
the Senator may want to consult with the Reserve Bank on the
program’s performance and success in encouraging capital to return
to the commercial real estate market.

Q.2. How will FASB’s new rules on off-balance sheet accounting
impact financial institution’s ability to lend and how do you intend
to implement the changes?

A.2, Following publication of the Notice of Proposed Rulemaking on
September 15, 2009, the bank regulatory agencies received 41 com-
ments from banks, bank holding companies, banking industry asso-
ciations, mortgage companies, investment and asset management
firms, and individuals. A number of commenters indicated that im-
plementation of FAS 166 and FAS 167 without changes to the
Agencies’ risk-based capital rules would negatively impact financial
markets and curtail lending due to higher regulatory capital re-
quirements resulting from the consolidation of significant amounts
of assets onto banking organizations’ balance sheets. Commenters
also argued that such implementation would inappropriately align
capital requirements with GAAP’s control-based approach to con-
solidation, in contrast to the credit risk focus of the Agencies’ risk-
based capital rules. The commenters overwhelmingly supported a
delay or phase-in of the regulatory capital requirements resulting
from the implementation of FAS 166 and FAS 167.
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In response the FDIC, working with the other Federal bank reg-
ulatory agencies, developed a final rule to better align regulatory
capital requirements with the actual risks of certain exposures.
Banks affected by the new accounting standards generally will be
subject to higher minimum regulatory capital requirements. The
final rule provides an optional delay and phase-in for a maximum
of 1 year for the effect on risk-based capital and the allowance for
loan and lease losses related to the assets that must be consoli-
dated as a result of the accounting change. The final rule also
eliminates the risk-based capital exemption for asset-backed com-
mercial paper assets. The transitional relief does not apply to the
leverage ratio or to assets in conduits to which a bank provides or
has provided implicit support.

The Final Rule was passed by the FDIC Board of Directors on
December 15, 2009. The rule provides temporary relief from risk-
based measures in order to avoid abrupt adjustments that could
undermine or complicate government actions to support the provi-
sion of credit to U.S. households and businesses in the current eco-
nomic environment. Banks will be required to rebuild capital and
repair balance sheets to accommodate the new accounting stand-
ards by the beginning of 2011. The optional delay and phase-in pro-
vides capital relief to ease the impact of the accounting change on
bank’s regulatory capital requirements, and enable banks to main-
tain consumer lending and credit availability as they adjust their
business practices to the new accounting rules.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR CRAPO
FROM JOHN DUGAN

Q.1. According to a recent New York Times article, about $870 bil-
lion, or roughly half of the industry’s $1.8 trillion of commercial
real estate loans, now sit on the balance sheet of small and me-
dium sized banks. To what extent has TALF encouraged capital to
enter the commercial real estate market and what other steps
should regulators be taking to address this problem?

A.l. The Federal Reserve’s Term Asset-Backed Securities Loan Fa-
cility (TALF) is intended to help make credit available to con-
sumers and businesses by facilitating the issuance of asset-backed
securities (ABS) and by improving the conditions for ABS more
generally. Until recently, most of the financing conducted with
TALF facilities has been concentrated in automobile and credit
card ABS securities. The use of TALF to help restart the commer-
cial mortgage-backed securities (CMBS) markets has lagged due to
the complexity and level of due diligence required for these types
of transactions.

The use of the TALF program to assist the CMBS market took
a positive step forward on November 16, 2009, when U.S. mall
owner Developers Diversified Realty Corp sold $400 million of secu-
rities with the help of TALF financing. The $323 million TALF eli-
gible AAA-rated portion was priced at under 4 percent, a much bet-
ter rate than originally anticipated. This issuance is indicative of
a key potential benefit of CMBS TALF: it provides a reasonable
cost for senior debt, allowing liquidity to flow back into the market.
However, it does not by itself solve the problem of overleveraged
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borrowers. Since TALF financing is only available for AAA-rated
debt, it would likely not directly benefit many of the problem bor-
rowers sitting on the books of the banks today. However, there is
an indirect benefit in that it provides market liquidity. Investors
will likely use this initial deal as a benchmark, which could encour-
age other capital into the commercial real estate market. Because
of this potential benefit, many market participants would like to
see the current deadlines for the TALF program extended beyond
the current deadlines of June 30, 2010, for newly issued CMBS and
March 31, 2010, for legacy CMBS (i.e., deals issued before 1/1/09).

Although there has been some modest improvement in liquidity
within the CMBS market, the underlying fundamentals for many
commercial real estate segments are still weak with delinquency,
nonaccrual, and loss levels still increasing. Ultimately, the credit
fundamentals of the industry need to stabilize in order for inves-
tors, bankers, and borrowers to fully understand pricing of com-
mercial real estate assets.

Banking regulators have a limited ability to directly encourage
capital investment into the commercial real estate industry. We are
mindful, however, that our actions must not put up unreasonable
barriers to take flow of capital. At the OCC, we are encouraging
bankers to work with their borrowers, and we continue to stress to
examiners the need to take a measured, balanced approach when
evaluating loan and borrower performance in this economic envi-
ronment. We have stressed that we expect and encourage bankers
to work with borrowers who may be facing financial difficulty, and
to extend new credit to creditworthy borrowers when these actions
are done in a prudent and safe and sound manner. In an effort to
promote clarity and consistency in the industry, the OCC, in con-
junction with the other Federal banking agencies and the FFIEC’s
State Liaison Committee, recently issued a Policy Statement on
Prudent Commercial Real Estate (CRE) Loan Workouts. The policy
statement reiterates the agencies’ view that prudent CRE loan
workouts are often in the best interest of the financial institution
and the borrower, and establishes clear regulatory expectations for
the industry when working with borrowers. The statement notes
that examiners should not criticize banks for engaging in an effec-
tive workout program even if the restructured loan has a weakness
that results in an adverse credit classification. The statement also
reiterates our policy that loans should not be classified simply be-
cause the underlying values have declined to amounts that are less
than the current loan balance. Instead, classifications must be
based on an analysis of the borrower’s ability and capacity to
repay. To help promote greater consistency both within and across
the agencies in making such determinations, the policy statement
provides real world examples that our examiners are seeing, and
provides guidance on when classification and write-downs are and
are not warranted.

Q.2. How will FASB’s new rules on off-balance sheet accounting
impact financial institution’s ability to lend, and how do you intend
to implement the changes?

A.2. Upon implementing FAS 166 and FAS 167, banking organiza-
tions will be required to consolidate certain assets and liabilities
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that are currently held in variable interest entities (VIEs)! that
these organizations do not consolidate under current generally ac-
cepted accounting principles (GAAP) standards. Certain banking
organizations have reported that the consolidation of variable inter-
est entities will result in a significant increase in assets reported
on-balance sheet at the time the new accounting standards become
effective, which will be January 1, 2010, for banking organizations
with a calendar year end. Moreover, except for VIEs that a banking
organization consolidates at fair value, consolidation will require
the banking organization to recognize an allowance for loan and
lease losses for loans held in consolidated VIEs.

On September 16, 2009, the Federal banking agencies (Agencies)
published in the Federal Register a notice of proposed rulemaking
(NPR) regarding the effect of the accounting changes under FAS
166 and FAS 167 would have on capital requirements under the
regulatory capital rules. The NPR noted that banking organizations
had provided non-contractual support to VIEs that they sponsored
in order to prevent senior securities in the structure from being
downgraded, thereby mitigating reputational risk and the associ-
ated alienation of investors, and preserving access to cost-effective
funding. In light of these actions taken by banking organizations,
the NPR stated that the Agencies believe that the broader account-
ing consolidation requirements of FAS 166 and FAS 167 will result
in a regulatory capital treatment that more appropriately reflects
the risks to which banking organizations are exposed. For these
and other reasons, the NPR did not propose changing the regu-
latory capital rules to mitigate the effect of FAS 166 and FAS 167
on banking organizations’ minimum regulatory capital require-
ments.2

Before issuing the NPR, the Agencies carefully considered the
probable effect on banking organizations’ financial regulatory cap-
ital ratios and financial condition that will result from imple-
menting FAS 166 and FAS 167. Among other sources, the Agencies
considered information obtained through the Supervisory Capital
Assessment Program (SCAP)—the recent stress test of the nineteen
largest U.S. banking organizations. The SCAP directly considered
the likely on-boarding of assets resulting from changes in account-
ing standards in the assessment of risk-weighted assets and the as-
sociated ALLL needs of the stress-tested banks. Moreover, the NPR
sought information and comments on a number of questions, in-
cluding the effect of the accounting changes on banking organiza-
tions’ financial position and lending, as well as the effect on finan-

1A VIE is a business structure that allows an investor to hold a controlling interest in the
entity, without that interest translating into possessing enough voting privileges to result in a
majority. VIEs generally are thinly capitalized entities and include many “special purpose enti-
ties”, or “SPEs.”

2The NPR proposed the following three changes to the agencies regulatory capital rules: (1)
eliminate provisions in the agencies’ risk-based capital rules that allow banking organizations
to exclude consolidated asset-backed commercial paper (ABCP) program assets from risk-weight-
ed assets and instead assess a risk-based capital requirement against contractual exposures of
the organization to such ABCP programs (ABCP exclusion); (2) eliminate a provision in the risk-
based capital rules that excludes from tier 1 capital the minority interest in a consolidated
ABCP programs subject to the ABCP exclusion; and (3) add a new reservation of authority for
the agencies’ risk-based capital rules to permit a banking organization’s primary Federal super-
visor to treat entities not consolidated under GAAP as if they were consolidated for risk-based
capital purposes, commensurate with the risk relationship of the banking organization to the
entity.
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cial markets. The NPR also solicited comments on whether there
are significant costs or burdens associated with implementing FAS
166 and FAS 167, and whether the Agencies should consider a
phase-in of the capital requirements that would result from the
GAAP changes.

Based on an analysis of available information, including com-
ments received on the NPR, the Agencies have finalized work on
this rulemaking and expect to publish a final rule in the Federal
Register shortly. The Agencies have long maintained that banking
organizations should hold capital commensurate with the level and
nature of the risks to which they are exposed. The Agencies use
risk-based capital rules, supplemented by a leverage capital rule
(collectively, regulatory capital rules) to evaluate capital adequacy
of banking organizations. In the regulatory capital rules, the Agen-
cies use GAAP as the initial basis for determining whether an ex-
posure is treated as an on- or off-balance sheet asset. In the final
rule, the Agencies continue to make use of GAAP concepts within
the regulatory capital regime by recognizing VIEs consolidated
under FAS 167, and the risks associated with those assets, in their
risk-based capital ratios. However, in order to avoid abrupt adjust-
ments that could undermine or complicate government actions to
support the provision of credit to U.S. households and businesses
in the current economic environment, the Agencies are providing
banking organizations with an optional two-quarter implementa-
tion delay followed by an optional two-quarter partial implementa-
tion of the effect of FAS 167 on risk-weighted assets and ALLL in-
cludable in tier 2 capital.

During this rulemaking process, the Agencies have determined
that while regulatory capital ratios at banking organizations most
effected by implementation of FAS 166 and FAS 167 would decline,
those ratios would remain significantly above regulatory minimums
subsequent to the implementation of FAS 166 and FAS 167. In ad-
dition, the Agencies continue to believe that the new GAAP consoli-
dation standards of FAS 167 more closely align the risk banking
organizations face with respect to VIEs with which they are in-
volved than current GAAP standards.® The Agencies are aware,
however, that several government programs supporting the
securitization market are scheduled to terminate in the first quar-
ter of 2010. In addition, Congress and the regulatory agencies are
considering a number of legislative and regulatory changes that
would affect the securitization activities. Given that the Agencies
cannot precisely assess the combined effect of these changes on the
securitization market, and because securitization activities remain
an important source of funding for banking organizations, the
Agencies are providing banking organizations a delay or phase-in
period in the final rule.

Q.3. What is the impact of the proposed action by the Office of the
Comptroller of the Currency and the Office of Thrift Supervision to

3 Determining whether a company is required to consolidate a VIE under FAS 167 depends
on a qualitative analysis of whether the company has a “controlling financial interest” in the
VIE. A company has a controlling financial interest if it has (1) the ability to direct matters
that most significantly impact the activities of a VIE and (2) either the obligation to absorb
losses of the VIE that could be significant to the VIE, or the right to receive benefits from the
VIE that potentially could be significant to the VIE, or both.
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end “no payment” deferred interest financing promotions on con-
sumers and businesses? I understand the impact to be very large
and I would appreciate the agencies working to clarify that “no
payment” deferred interest financing promotions can be used in the
future albeit perhaps with revised disclosures and marketing.

A.3. In January 2003, the OCC, the Office of Thrift Supervision,
the Board of Governors of the Federal Reserve System, and the
Federal Deposit Insurance Corporation (the Agencies), issued the
Credit Card Account Management and Loss Allowance Guidance
(AMG). This guidance addressed regulatory concerns with the eas-
ing of minimum payment requirements as well as concerns with
other account management practices. The AMG states, in part, that
the Agencies expect lenders to require minimum payments that
will amortize the current balance of the account over a reasonable
period. The guidance does not differentiate between general pur-
pose and private label card programs.

The receipt of regular monthly payments is important in con-
sumer lending for several reasons. For borrowers, well designed
payment structures promote a fundamental understanding of their
debt burden in terms of monthly cash-flow and total income. Reg-
ular, budgeted payments help avoid the potential pitfalls associated
with payment shock when payments begin or significantly increase
under the loan amortization schedule. Regular payments also allow
borrowers to demonstrate to existing and prospective lenders the
willingness and capacity to repay their debts while systematically
reducing those debts.

For lenders, regular payments are an efficient way to monitor
borrowers’ willingness and ability to repay without the operational
expense associated with requiring ongoing payment capacity infor-
mation. Regular payment streams also allow the identification of
early warning measurements such as delinquencies, roll rates, pay-
ment rates, and credit scores to be effective. Furthermore, they
help lenders manage Portfolio risk by providing important inputs
into the determination of adequate capital and reserve levels.

On June 18, 2009, the OCC issued a Supervisory Memorandum
to remind our examiners that the increased use of “No Payment”
programs being offered by banks, and their retail partners, are not
consistent with the AMG. We asked our examiners to ensure that
national banks cease any “No Payment” programs by February 22,
2010. This gives national banks, and their retail partners, time to
make necessary changes and coincides with the implementation
date for other changes dictated by the Credit CARD Act.

As a matter of clarification, the OCC does not object to “No Inter-
est” programs. These promotions are very attractive to consumers
and often provide real, tangible benefits. However, the OCC be-
lieves that any benefits associated with “No Payment” programs
are outweighed by the negative impacts, including the loss of dis-
cipline associated with a regular payment stream, potential pay-
ment shock, a prolonged repayment schedule, and bank safety and
soundness concerns.
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR CRAPO
FROM DANIEL K. TARULLO

Q.1. According to a recent New York Times article, about $870 bil-
lion, or roughly half of the industry’s $1.8 trillion of commercial
real estate loans, now sit on the balance sheet of small and me-
dium sized banks. To what extent has TALF encouraged capital to
enter the commercial real estate market and what other step
should regulators be taking to address this problem?

Q.2. How will FASB’s new rules on off-balance sheet accounting
impact financial institution’s ability to lend and how do you intend
to implement the changes?

Al.-A.2. At the end of the second quarter of 2009, approximately
$3.5 trillion of outstanding debt was associated with commercial
real estate (CRE), including loans for multifamily housing develop-
ments. Of this amount, $1.7 trillion was held on the books of banks
and thrifts, and an additional $900 billion represented collateral for
commercial mortgage-backed securities (CMBS), with other inves-
tors holding the remaining balance of $900 billion.

Before the crisis, securitization markets were an important con-
duit of credit to the household and business sectors. Securitization
markets (other than those for mortgages guaranteed by the govern-
ment) closed in mid-2008, and the TALF was developed to promote
renewed issuance. Under the TALF, eligible investors may borrow
to finance purchases of the AAA-rated tranches of various classes
of asset-backed securities (ABS). The program originally focused on
credit for households and small businesses, including auto loans,
credit card loans, student loans, and loans guaranteed by the Small
Business Administration. Investors may also use the TALF to pur-
chase both existing and newly issued CMBS, which were included
to help mitigate the refinancing problem in that sector.

The TALF has been successful in helping restart securitization
markets. Issuance has resumed and rate spreads for asset-backed
securities have declined substantially. The TALF program has
helped finance 2.5 million auto loans, 750,000 student loans, more
than 100 million credit card accounts, 480,000 loans to small busi-
nesses, and 100,000 loans to larger businesses. Included among
those business loans are 4,700 loans to auto dealers to help finance
their inventories. Perhaps even more encouraging, a substantial
fraction of ABS is now being purchased by investors that do not
seek TALF financing, and ABS-issuers have begun to bring non-
TALF-eligible deals to market.

The TALF program provided financing to investors in the first
new CMBS deal, totaling $400 million, since June 2008 on Novem-
ber 16. Significant investor demand drove down the spread on the
AAA-rated TALF-eligible portion, with demand for the non-TALF
eligible AA and A-rated tranches also higher than anticipated. The
strong demand from cash investors and resulting low yield discour-
aged some TALF investors, resulting in the request for only $72.2
million in TALF loans for the purchase of $85.0 million of the
$323.4 million AAA-rated TALF-eligible portion of the deal. How-
ever, without the availability of TALF financing, it is unlikely that
the deal would have come to market. Since then, we have seen an-
other CMBS deal come to market, totaling $460 million, which did
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not apply for TALF support. There are reports of a third deal,
which would also not apply for TALF financing, totaling $600 mil-
lion, due to be priced in December. We believe that the demonstra-
tion of investor demand for the DDR deal has encourage other
lenders to bring similar conservatively underwritten single-bor-
rower deals to market irrespective of the availability of TALF fi-
nancing. Both non-TALF deals reportedly declined TALF financing
in order to structure the securities with terms that are longer than
the TALF loans.

The Federal Reserve continues to inject liquidity into the com-
mercial real estate market through the TALF program, and is
working with market participants to increase transparency and in-
vestor protections in this market. We have issued guidance to
banks to encourage modifications of maturing CRE loans on prop-
erties with sufficient rental income to continue to service the debt
payments, but due to the continuing credit crunch are unable to ob-
tain refinancing. And we continue to support broad economic
growth that would improve the fundamentals of commercial real
estate.

As part of the lessons learned process, the President’s Working
Group on Financial Markets and the Securities and Exchange
Commission encouraged the FASB to re-assess its accounting
standards for off-balance sheet vehicles. In response, and following
a period of public comment on the proposal, FASB recently modi-
fied FAS 166 and 167.

Under these modifications, an enterprise (e.g., company, indi-
vidual, or group of bond holders) is required to consolidate certain
special purpose entities (SPEs) whenever it has a “controlling fi-
nancial interest” in the SPE, that is, the enterprise has the power
to direct the SPE’s most significant activities and the right to re-
ceive benefits from, or obligation to bear losses of, the SPE. The ac-
counting standards also require disclosure of the enterprise’s in-
volvement with such SPEs and any significant changes in risk ex-
posure that result.

Whether an enterprise will be required to consolidate an SPE
will depend on the specific facts and circumstances of each trans-
action. Beginning in 2010, many banking organizations that spon-
sor securitizations will be required to consolidate the associated
SPEs. Certain asset-backed commercial paper conduits, revolving
securitizations structured as master trusts (such as credit card
securitizations), mortgage loan securitizations not guaranteed by
the U.S. Government or a U.S. Government-sponsored agency, and
term loan securitizations (such as auto and student loan
securitizations), are among the types of securitization SPEs that
will likely require consolidation by their sponsoring banking orga-
nization. In almost all cases, the SPE consolidation requirements
will not apply to investors in the asset-backed securities, because
such investors generally do not have power to direct the SPE’s
most significant activities.
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR VITTER
FROM DANIEL K. TARULLO

Q.l. Mr. Tarullo, I am concerned about the Federal Reserve over-
stepping the authority Congress has granted. News reports about
the Federal Reserve giving itself the authority to veto pay packages
is beyond the pale.

e Can you please submit for the record, where in the Federal Re-
serve Act the Fed [is] given the authority to regulate com-
pensation agreements?

e Why should the Federal Reserve be allowed to veto pay agree-
ments that are approved by a company’s board of directors?

e How involved has Chairman Bernanke been in drafting this il-
legal rulemaking?

e Which Federal Reserve Governor has been pushing the Federal
Reserve’s policy on this issue?

A.l. The Federal Reserve’s proposed supervisory guidance and re-
lated supervisory initiatives regarding incentive compensation
practices derive from our statutory mandate to protect the safety
and soundness of the banking organizations we supervise. The pro-
posed guidance was developed in consultation with all Board mem-
bers and all Board members voted in favor of issuing the proposed
guidance for public comment.

Recent events have highlighted that improper compensation
practices can contribute to safety and soundness problems at finan-
cial institutions and to financial instability. Compensation practices
were not the sole cause of the crisis, but they certainly were a con-
tributing cause—a fact recognized by 98 percent of the respondents
to a 2009 survey conducted by the Institute of International Fi-
nance of banking organizations engaged in wholesale banking ac-
tivities.! The Federal Reserve and the other Federal banking agen-
cies regularly issue supervisory guidance to identify practices that
the agencies believe would ordinarily constitute an unsafe or un-
sound practice, or to identify risk management systems, controls,
or other practices that the agencies believe would ordinarily assist
banking organizations in ensuring that they operate in a safe and
sound manner.

The proposed supervisory guidance, which currently is out for
public comment,2 is based on three key principles: (1) incentive
compensation arrangements at a banking organization should not
provide employees incentives to take risks that are beyond the or-
ganization’s ability to effectively identify and manage; (2) they
should be compatible with effective controls and risk management;
and (3) they should be supported by strong corporate governance,
including active and effective oversight by the organization’s board
of directors. Consistent with these principles, the Federal Reserve’s
efforts are focused on ensuring that the way in which banking or-
ganizations structure their incentive compensation arrangements
do not—intentionally or unintentionally encourage excessive risk-
taking, and that banking organization’s have the types of policies,

1See The Institute of International Finance, Inc. (2009), Compensation in Financial Services:
Industry Progress and the Agenda for Change (Washington: IIF, March).

2Board of Governors of the Federal Reserve System (2009), “Federal Reserve Issues Proposed
Guidance on Incentive Compensation,” press release, October 22, 2009.
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procedures, internal controls, and corporate governance structures
to promote and maintain sound incentive compensation arrange-
ments.

Importantly, the proposed guidance does not mandate that bank-
ing organizations follow any particular method for achieving appro-
priately risk-sensitive incentive compensation arrangements. In
fact, the guidance expressly recognizes that the methods used to
achieve risk-sensitive compensation arrangements likely will differ
across and within firms, and that use of a single, formulaic ap-
proach is unlikely to consistently promote safety and soundness.

Q.2. Is it the Federal Reserve’s official position that executive com-
pensation is a cause of systemic risk?
e If so, can you please provide this Committee with documenta-
tion to support this position?

A.2, Pay practices for risk-taking employees at many levels in
banking organizations, not just top executive pay practices, were
one among many contributors to the crisis. The role of compensa-
tion practices in the crisis has been widely recognized by both in-
dustry and supervisors, both here and overseas. For example, in
their responses to a survey conducted by the Institute of Inter-
national Finance, a global association of major financial institu-
tions, 36 of 37 large banking organizations engaged in wholesale
activities agreed that compensation practices were a factor under-
lying the crisis.3 The Senior Supervisors Group, which is composed
of senior financial supervisors from seven major industrialized
countries (the United States, Canada, France, Germany, Japan,
Switzerland, and the United Kingdom), also reported that many
firms and their supervisors had determined that failures of incen-
tives and controls throughout the industry, including those related
to compensation, contributed to systemic vulnerability during the
crisis.* Moreover, the Financial Stability Board, a group composed
of senior representatives of national financial authorities, inter-
national financial institutions, standard setting bodies, and com-
mittees of central bank experts, has identified compensation prac-
tices as a factor contributing to the crisis.5

Q.3. What comments has the Federal Reserve received on this pro-
posal from the banks it regulates?

A.3. The comment period closed on November 27, 2009. The Board
has received 29 comments on the proposed guidance, four of which
were submitted on behalf of individual banking organizations, five
of which were submitted on behalf of groups representing multiple
banking organizations, and two of which were submitted on behalf
of groups representing both banking and nonbanking organizations.
Public comments on the proposal are made available on the Board’s
website at htip:/ /www.federafreserve.gov/generalinfo/foia /index.
cfin?doc  id=OPpercent2D1374&doc  ver=l.

Q.4. Mr. Tarullo, regarding the specifics of the proposal:

3See The Institute of International Finance, Inc. (2009), Compensation in Financial Services:
Industry Progress and the Agenda for Change (Washington: IFF, March).

4See Senior Supervisors Group (2009), Risk Management Lessons from the Global Banking
Crisis of 2008.

5See Financial Stability Board (2009), Principles for Sound Incentive Compensation Practices.
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e Would the Federal Reserve require companies to “clawback”
money that’s already been paid to employees?

o Is there a threshold a bank must meet to qualify for a review
of executive compensation arrangements?

A.4. The proposed guidance provides that incentive compensation
arrangements should not encourage excessive risk-taking, and de-
scribes several methods that are currently used by banking organi-
zations to make compensation more sensitive to risk. These meth-
ods can be broadly described as risk adjustment of awards, deferral
of payment, longer performance periods, and reduced sensitivity to
short-term risk. As noted in the proposed guidance, the deferral of
payment method is sometimes referred to in the industry as a
“clawback.” The term “clawback” also may refer specifically to an
arrangement under which an employee must return incentive com-
pensation payments previously received by the employee (and not
just deferred) if certain risk outcomes occur.

Importantly, the proposed guidance does not require a banking
organization to use any particular method, including those de-
scribed in the guidance, to ensure that its incentive compensation
arrangements do not encourage employees to take excessive risks.
In fact, the proposed guidance expressly recognizes that the meth-
ods discussed in the guidance have their own advantages and dis-
advantages, and that banking organizations will need flexibility in
determining how best to achieve balanced incentive compensation
arrangements in light of the particular activities, structure, and
other characteristics of the organization.

The proposed supervisory guidance would apply to all banking
organizations that are supervised by the Federal Reserve. These or-
ganizations are primarily responsible for ensuring that their incen-
tive compensation arrangements do not encourage excessive risk-
taking or pose a threat to the safety and soundness of the organiza-
tion. To help promote and monitor the development of safe and
sound incentive compensation arrangements, the Federal Reserve
also has announced two, separate supervisory initiatives. These
two separate programs are designed to reflect the differences
among the universe of banking organizations supervised by the
Federal Reserve. The first initiative involves a special, horizontal
review of incentive compensation practices at large, complex bank-
ing organizations (LCBOs). LCBOs warrant special supervisory at-
tention because they are significant users of incentive compensa-
tion arrangements and because flawed practices at these institu-
tions are more likely to have adverse effects on the broader finan-
cial system.

A separate program will apply to the thousands of other organi-
zations supervised by the Federal Reserve, including community
and regional banking organizations. Supervisory staff will review
incentive compensation arrangements at these organizations as
part of the regular risk-focused examination process. These re-
views, as well as our supervisory expectations for these organiza-
tions, will be tailored to reflect the more limited scope and com-
plexity of these organizations’ activities—a fact also recognized in
various aspects of our guidance.
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR CRAPO
FROM DEBORAH K. MATZ

Q.1. According to a recent New York Times article, about $870 bil-
lion, or roughly half of the industry’s $1.8 trillion of commercial
real estate loans, now sit on the balance sheet of small and me-
dium sized banks. To what extent has TALF encouraged capital to
enter the commercial real estate market and what other step
should regulators be taking to address this problem?

A.2. For the most part, credit unions have not participated in
TALF. As cooperatives, many credit unions maintain a whole mem-
bership philosophy and seek to retain all of their members’ finan-
cial business in-house. While federally insured credit unions hold
less than 1.5 percent of all commercial real estate loans, the credit
union industry’s involvement in commercial lending has increased.
Loans to members for business purposes have more than quin-
tupled from December 2002 to June 2009, rising from $6.7 billion
to $33.7 billion. Of the $33.7 billion member business loan port-
folio, 76 percent are secured by real estate.

The credit union industry has continued to grant member busi-
ness loans even when most other financial service providers are
contracting. For the first half of 2009, member business loans expe-
rienced 11.9 percent growth.

NCUA is encouraging the flow of credit in these difficult eco-
nomic times. Below are some examples of recent actions taken to
promote balancing safety and soundness issues with the credit
unions’ desire to meet their members’ financial needs. This month,
NCUA hosted a webcast for credit unions and examiners entitled
“Member Business Lending: Regulators’ Perspective,” which pro-
vided guidance, best practices, and insight into the underwriting
and examination of member business lending. This webcast pro-
vided a balanced view of the needs of the industry with safety and
soundness considerations.

Additionally, NCUA recently released a joint policy statement
with the Federal Financial Institutions Examination Council
(FFIEC) supporting prudent commercial real estate (CRE) loan
workouts. This statement provides guidance for examiners and fi-
nancial institutions that are working with CRE borrowers who are
experiencing diminished operating cash-flows, depreciated collat-
eral values, or prolonged delays in selling or renting commercial
properties. This guidance discusses another component of the cur-
§ent lending environment that the financial industry is currently

acing.

In order to further encourage credit union involvement in com-
mercial lending, Congress could consider raising or removing the
current statutory limitation on member business lending. The Fed-
eral Credit Union Act currently limits federally insured credit
unions to 1.75 times the actual net worth of the credit union or
1.75 times the minimum net worth required for the credit union to
be considered well capitalized. Raising or eliminating this limita-
tion on member business loans will increase credit unions’ ability
to generate and hold more loans to small businesses served by
those credit unions, while providing NCUA with the ability and ob-
ligation to set standards and benchmarks for this activity based on
the needs of the industry. NCUA understands an increase or elimi-
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nation of this limitation without prudent regulatory oversight could
pose significant risk to individual credit unions, and is prepared to
provide the necessary oversight.

NCUA is also aware of the importance of increasing lending in
the commercial real estate market in order to stimulate the econ-
omy, while ensuring the safety and soundness of the institutions
the NCUA regulates and insures. There is a fine balance between
these two objectives that the NCUA is encouraging the credit union
industry to find. In fact, a Letter to Credit Unions that promotes
best practices of member business lending is currently in process.
NCUA will continue to issue guidance to examiners and the credit
union industry to address issues related to the current financial
and economical environment.

Q.2. How will FASB’s new rules on off-balance sheet accounting
impact financial institution’s ability to lend and how do you intend
to implement the changes?

A.2. The FASB’s new rules will make it more difficult for credit
unions to sell loans or portions of loans and gain the benefit of re-
moving those assets from their books through sales treatment. For
a small number of credit unions who engage in securitization trans-
actions, the new rules will make it difficult to avoid consolidation
accounting with the securitization trust. In either case, the net
worth ratio will be diluted by the “transferred” financial assets that
must remain on the credit unions’ books even though “sold”. In the
former case, NCUA anticipates that credit unions will restructure
legal transfer agreements to conform loans sales and partial loan
sales to the “participating interest” rules of the new standard and
proceed with business as usual. In the latter case, the small num-
ber of credit unions that engage in securitization structures will
most likely cease and desist from this activity.

The larger and more onerous impact of the new accounting rules
will fall on the NCUA Board and the Funds it oversees. The NCUA
Board oversees the National Credit Union Share Insurance Fund
(“NCUSIF”), the Corporate Credit Union Stabilization Fund (“Sta-
bilization Fund”), the Central Liquidity Facility (“CLF”), the NCUA
Operating Fund, and the Community Development Revolving Loan
Fund. NCUA prepares its financial statement under U.S. generally
accepted accounting principles (“GAAP”) for commercial enter-
prises.

As the NCUA Board acts under its statutory authorities to
“workout” troubled credit unions with the least cost to the NCUSIF
and the Stabilization Fund, the new accounting rules will most
likely require NCUSIF to consolidate with the Stabilization Fund
as well as conserved, troubled credit unions under the NCUA
Board oversight. Financial statement consolidation of the NCUSIF,
the Stabilization Fund, and troubled, conserved credit unions solely
due to the NCUA Board exercising its statutory powers as it acts
within its mission under moral obligation to protect credit union
and taxpayer resources is not a plausible outcome of applying ac-
counting rules. The new rules assume a “profit making” incentive
behind NCUA’s actions when, in fact, its actions are statutory in
nature—supervision and Federal deposit insurance.
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The primary readers of the NCUSIF financial statements—credit
union members, the public, and the U.S. Treasury Department—
are not better served by the consolidated presentation of govern-
mental with non-governmental entities. A scope exception for gov-
ernment entities from consolidating with the entities it supervises
and insures would be the optimal outcome. The FASB has not been
receptive to such a scope exception primarily because it would not
have wide applicability and there is an existing scope exception
within the standard for non-profit entities.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR CRAPO
FROM TIMOTHY WARD

Q.1. According to a recent New York Times article, about $870 bil-
lion, or roughly half of the industry’s $1.8 trillion of commercial
real estate loans, now sit on the balance sheet of small- and me-
dium-sized banks. To what extent has TALF encouraged capital to
enter the commercial real estate market and what other step
should regulators be taking to address this problem?

A.1. The Term Asset-Backed Securities Loan Facility (TALF) pro-
gram was primarily created to help restore liquidity in the asset-
backed securities markets. Since the Federal Reserve Board (the
FRB) announced an expansion of the TALF to include commercial
mortgage-backed securities (CMBS), the Federal Reserve Bank of
New York (FRBNY) has received loan requests totaling $6.5 billion
to help fund the purchase of legacy CMBS (those created prior to
January 1, 2009).

Improvements in CMBS market liquidity and confidence have oc-
curred since the severe dislocations in these markets during late
summer/early fall of 2008. Most notably, the yield spreads between
CMBS and 10-year Treasury securities have narrowed significantly
from over 10 percent in late summer/early fall 2008 to about 4.5
percent in November 2009. Though still wider than typical spreads
of about 1.5 percent, the narrowing of spreads is evidence of nor-
malization of the CMBS markets. And it is likely the TALF pro-
gram contributed to these improvements.

It is important to note that only a small percentage of commer-
cial real estate loans are in CMBS. According to estimates from the
Commercial Mortgage Securities Association, only about 25 percent
of total commercial real estate loans are held in CMBS. This may
point to the need to expand TALF, or similar programs, beyond the
CMBS markets to help address rising problems in commercial real
estate. And this is especially true for small- and medium-sized
banks and thrifts.

Q.2. How will FASB’s new rules on off-balance sheet accounting
impact financial institution’s ability to lend and how do you intend
to implement the changes?

A.2, As a result of the FASB accounting changes, generally effec-
tive the Dbeginning of 2010 for most institutions, many
securitizations previously off-balance sheet will come on-balance
sheet and many new securitizations will stay on-balance sheet.
Consequently, higher regulatory capital requirements will result
from the larger balance sheets and some institutions may need to
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raise additional capital or shrink their balance sheet size, which
could result in a downward pressure on lending activity and in-
crease the costs of borrowing.

The Federal banking agencies require that regulatory reports
comply with Generally Accepted Accounting Principles (GAAP). By
law, reports filed with the Federal banking agencies must be uni-
form and consistent with and no less stringent than GAAP (as re-
quired by Section 37 of the FDI Act). Consequently, securitization
accounting must be reported by financial institutions in accordance
with GAAP. GAAP serves as the starting point for regulatory cap-
ital treatment.

Due to these GAAP accounting changes, an Interagency Notice of
Proposed Rulemaking (NPR) for the regulatory capital treatment of
securitizations was issued. The comment period for the NPR closed
on October 15, 2009. The NPR proposed to follow the new GAAP
treatment for regulatory capital purposes as, unless determined
otherwise based upon information provided through the comment
process, the agencies believe the new GAAP more appropriately re-
flects the securitization risks to which financial institutions are ex-
posed. The comments are currently being evaluated by the banking
agencies with the expectation of issuing a final rule before the reg-
ulatory reporting of these accounting changes.

Q.3. What is the impact of the proposed action by the Office of the
Comptroller of the Currency and the Office of Thrift Supervision to
end “no payment” deferred interest financing promotions on con-
sumers and businesses? I understand the impact to be very large
and I would appreciate the agencies working to clarify that “no
payment” deferred interest financing promotions can be used in the
future albeit perhaps with revised disclosures and marketing.

A.3. Over the past year, OTS and OCC have worked closely to de-
velop their respective policy statements, which are substantially
identical. On September 24, 2009, OTS issued CEO Letter 321—
“No Interest, No Payment” Credit Card Programs to remind sav-
ings associations of certain requirements contained in the 2003
interagency “Account Management and Loss Allowance Guidance
for Credit Card Lending.” That guidance articulated sound account
management, risk management, and loss allowance practices for all
institutions engaged in credit card lending.

CEO Letter 321 reminds savings associations of OTS’s long-
standing position that minimum monthly payments are a key tenet
of safe and sound retail lending and should be required on credit
card accounts. It states that regular monthly payments add struc-
ture and discipline to the lending arrangement, provide regular
and ongoing contact with the borrower, and allow the borrower to
demonstrate and the bank to assess continued willingness and abil-
ity to repay the obligation over time. Conversely, the absence of a
regular payment stream may result in protracted repayment and
mask true portfolio performance and quality. Further, in accord-
ance with the OTS Examination Handbook, it indicates that the
minimum monthly payment should cover at least a 1-percent prin-
cipal reduction plus all assessed monthly interest and finance
charges. CEO Letter 321 neither prohibits nor discourages the
practice of “no interest” credit card promotions.
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Finally, the CEO Letter states that savings associations will be
given a reasonable time to implement any changes to their existing
programs as a result of the policy clarification. All savings associa-
tions are expected to be in full compliance for all new credit card
transactions no later than February 22, 2010.

OTS has no precise data on the expected impact of the OTS and
OCC ending the no payment programs offered by banks and sav-
ings associations. Because of the increased delinquencies associated
with certain customers of no-pay accounts, we expect a decline in
loan delinquencies and chargeoffs. While there may be a curtail-
ment in the number of purchases that these programs facilitate,
OTS believes that the primary affect will be for borrowers who can-
not afford the purchases.

In arriving at the decision to issue a letter on these programs,
OTS considered, among other things, that recent examinations of
OTS-supervised savings associations that offer “no interest, no pay-
ment” credit card programs revealed increasing past due and losses
related to these accounts. OTS examination staff noted that:

No payment promotions present substantially higher credit risk (unex-
pected loss) to banks than regular revolving accounts. This is not nec-
essarily because the accounts/customers themselves are riskier; but because
the structure of the promotion results in an inability to adequately monitor
and assess risk. These promotions also present problems for customers who

are less adept at managing their finances. The best way to address these
problems is to require some level of minimum monthly payments.

No payment promotions are most prevalent on big ticket pur-
chases such as furniture, or big screen televisions. These types of
purchases often result in balances of $5,000 or more. Many view
promotional programs that offer no payments until next year as
being designed to entice customers into making a large purchase
that they may not otherwise have considered or thought they
couldn’t afford. It allows customers to acquire these items without
worrying about paying for them for a long period of time. For those
customers who are not as adept at managing their finances, it may
be very difficult to make a $5,000 payment at the end of the pro-
motion—at which time they will incur high financing costs, in some
cases (back-billing) all of the costs they thought they were avoiding.
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& Office of Thrift Supervision T
q‘] Department of the Treasury Deputy Director, Examinations, Sapervision, and Consumer Protection

1700 G Street, N.W., Washington, DC 20332« (202) 906-3666

September 24, 2009

MEMORANDUM FOR: CHIEFEXECUTIVE OFFICERS /

FROM: Timothy T. Ward 4" e
Deputy Director ( A}M‘(
Examinations, Supervision,arjd Consumer Protection
SUBJECT: “NoTnterest, No Payirient” Credit Card Programs

On January 8, 2003, the Office of Thrift Supervision, the Office of the Comptroller of the
Currency, the Board of Governors of the Federal Reserve System, and the Federal Deposit
Insurance Corporation jointly issued the “Account Management and Loss Allowance Guidance
for Credit Card Lending (*AMG"). That guidance articulated sound account management, risk
management, and loss allowance practices for all institutions engaged in credit card lending.
This memorandum reminds savings associations of some of the specific requirements of that
guidance.

One key tenet of safe and sound retail lending is the monthly minimum payment requirement.
Regular monthly payments add structure and discipline to the lending arrangement, provide
regular and ongoing contact with the borrower, and allow the borrower to demonstrate and the
bank to assess continued willingness and ability to repay the obligation over time. Conversely,
the absence of a regular payment stream may result in protracted repayment and mask true
portfolio performance and quality.

Recent examinations have identified increasing use of “no interest, no payment” programs that
allow borrowers to defer making payments for extended periods. These deferral periods often
range from three- to twelve-months or longer, and ar¢ most commonly associated with private
label marketing agreements for retailers such as electronics and furniture companies,

The AMG states that OTS expects lenders to require minimum payments that will amortize the
current balance over a reasonable period of time consistent with the unsecured, consumer-
oriented nature of the underlying debt and the borrower's documented creditworthiness. As
indicated in the OTS Examination Handbook Scction 218, as revised in May 2006, the minimum
monthly payment should cover at least a one percent principal balance reduction plus all
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assessed monthly interest and finance charges. Savings associations are thus reminded they
should require & minimunm payment from the borrower cach month for alf credit card programs,
including private label arrangements with retailers. While savings associations (or their retail
partners) may offer “no interest” promotions, they should have a policy of a minimum monthly
payment even during the promotional period. The minimum payment should be consistent with
the issuer's standard principal reduction for the product or program, but in no event less than one
percent of the principal balance owed.

In recognition of the time needed to revise marketing campaigns and materials, savings
associations will be allowed a reasonable amount of time to comply with the minimum payment
expectations described in this memorandum for all new credit transactions. Nonetheless, full
compliance should be no later than February 22, 2010, which is also the implementation deadline
for most of the new requirements contained in the Credit Card Act of 2009. (See OTS CEQ
Memorandum #308, issued June 23, 2009, “Credit Card Act of 2009: Effective Dates.”)

For further information, contact William Magrini, Senior Project Manager, Credit Policy, at
(202) 906-5744,
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR CRAPO
FROM JOSEPH A. SMITH

Q.1. According to a recent New York Times article, about $870 bil-
lion, or roughly half of the industry’s $1.8 trillion of commercial
real estate loans, now sit on the balance sheet of small and me-
dium sized banks. To what extent has TALF encouraged capital to
enter the commercial real estate market and what other step
should regulators be taking to address this problem?

A.1. Did not respond by printing deadline.
Q.2. How will FASB’s new rules on off-balance sheet accounting

impact financial institution’s ability to lend and how do you intend
to implement the changes?

A.2. Did not respond by printing deadline.

RESPONSES TO WRITTEN QUESTIONS OF SENATOR CRAPO
FROM THOMAS J. CANDON

Q.1. According to a recent New York Times article, about $870 bil-
lion, or roughly half of the industry’s $1.8 trillion of commercial
real estate loans, now sit on the balance sheet of small and me-
dium sized banks. To what extent has TALF encouraged capital to
enter the commercial real estate market and what other step
should regulators be taking to address this problem?

A.1. The financial institutions supervised by NASCUS members—
state-chartered credit unions—do not have access to TALF.

Q.2. How will FASB’s new rules on off-balance sheet accounting
impact financial institution’s ability to lend and how do you intend
to implement the changes?

A.2. State-chartered credit unions have not made substantive use
of the new FASB provisions related to off-balance sheet accounting
and accordingly, it is not anticipated that these changes by FASB
will have a material impact on the ability of credit unions to lend
to their members. Credit unions will be minimally impacted, if at
all. The two areas of primary structural constraint regarding credit
union lending continue to be field of membership restrictions and
the limitations imposed by Federal restrictions on member busi-
ness lending. FASB’s new rules regarding off-balance sheet ac-
counting are likely to have a more substantial impact on large com-
mercial banks which may have utilized off-balance sheet structures
to mitigate on-balance sheet risk.
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