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the status of DFA regulation-writing
e One law firm has identified 400 rules which
regulators must write to implement DFA

= Most rules targeted for adoption by year-end 2012

= As of July 22, deadlines had already been missed
for 130 rulemakings

= More deadlines will be missed as the rulemaking
continues well beyond 2012

e DFA also mandated 87 studies

e Future changes in DFA will further
complicate the rulemaking process
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Attempts In Congress to fix DFA

Repealing DFA In Its entirety — this Is a non-starter

Attempts to moderate the impact of the Durbin interchange
amendment failed

= The community-bank $10 billion carve-out still appears to be
unworkable

Restructuring the CFPB may occur
= A commission to run the CFPB instead of a director
= Subjecting CFPB to the appropriations process

Reinstituting the ban on paying interest on business
checking accounts will not happen

e Rethinking how “systemically

Important financial institutions™
(SIFIs) are dealt with



Cleaning up the mortgage mess



The scale of the housing-finance mess today

e Nationally, the home-price decline has
taken the air out of the underlying land
bubble
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Market value of the land on which owner-occupied housing sits as (1) a

percentage of GDP and (2) the estimated market value of that housing
(Derived from Federal Reserve Flow of Funds data; 1952Q1 to 2011Q1)
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Replacement-cost value of owner-occupied homes as a percent of GDP and

the market value of the land on which those homes sit as a percent of GDP
(Derived from Federal Reserve Flow of Funds data; 1952Q1 to 2011Q1)
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« Nationally, the home-price decline has taken the air out of
the underlying land bubble

= A double-dip in the house-price decline appears to have emerged —
house prices nationally down almost 1/3 from a 2007 peak

= That price deflation has left approximately one-third of
homeowners with mortgages “upside down” or “underwater”

= An increasing number of these folks are doing “strategic defaults”

* Mortgage defaults and foreclosures continue to run at very
high levels

= Tremendous servicing complexities, mortgage modifications, and
foreclosure delays are the result

* A housing overhang in many markets further depresses
home prices, delaying price recovery

* Increased federalization of home-
mortgage credit risk
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Working through the default/foreclosure mess
Defederalizing mortgage credit risk

Preserving the 30-year fixed-rate mortgage (FRM)
= 30-year FRMs not a big credit risk if the initial LTV % low enough

= The real issue in funding FRMs is minimizing maturing mismatch — who holds
the rate-risk hot potato in funding a 30-year FRM?

Adjusting to the new consumer-protection environment

= Are we facing an overcorrection in consumer protections?

= Qualified Residential Mortgage (QRM) and Qualified Mortgage (QM) rules
could greatly impair residential mortgage lending

What should the present system evolve into?
= Barney Frank: You can’t replace something with nothing

= Striking an appropriate balance between portfolio lending — the lender keeps the
mortgage — and securitization

* Preventing future housing-finance
CrISes
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o GSE reform focuses primarily on Fannie and Freddie (F&F) — a
$4.9 trillion credit-risk challenge

= Downsize their investment portfolios — now $1 trillion

= Steadily lower the conforming loan limit
 Dropping from $729,750 to $625,500 on October 1

e Bottom line — can F&F ever be fully liquidated?

= Where do F&F fit into the housing-finance picture ten years from
now, If at all?

e The FHLBs - rein them in?
= Limit FHLB funding for large banks?
= Shrink or expand the scope of eligible FHLB collateral?
= Longer term, privatize the FHLBs?

e \What should be the future role for
FHA In housing finance?



Other housing-finance reforms

e Covered bonds (CBs) — well-tested In
Europe



Balance sheet of a covered-bond issuer with
FDIC-insured deposits

Assets = Liabilities + Capital
Cover pool assets Covered bonds
(1xx% of covered outstanding (secured by
Bonds outstanding) assets In the cover pool)
- T T T T === 777 " Othersecured
Assets securing borrowings — FHLB
other borrowings, with advances, repos, etc.

overcollateralization | __--1
"""""""""""""" N Domestic deposits
(insured + uninsured)

Loans, other with a liquidation preference é
types of assets over other unsecured liabilities | 2
not securing Other unsecured S
any liabilittes liabilities g

Equity capital
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Other housing-finance reforms

Covered bonds (CBs) — well-tested in Europe
= To what extent can CBs replace F&F?
= Will investors in F&F paper (debt and MBS) buy CB bonds and pass-thrus

Explicit government backing of MBS funding “conventional”
mortgages

National mortgage-servicing standards increasingly being discussed
Consumer protections — the role of the CFPB

e Reviving securitization

= Risk-retention rules — what will qualify as
a QRM?

= “Premium capture” — a securitization
Killer?
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The future role of community
banks Iin housing finance

* All must recognize that DFA Is a major threat to community
banks, due to compliance burdens

= Risk-retention rules (QRM) when selling mortgages could be
problematic for community banks

= Forthcoming CFPB mortgage rules may discourage community
banks from mortgage origination

= Effect of a premium-capture rule on selling mortgages?
= National servicing standards could hurt small servicers

« Absent CB financing or FHLB advances, community banks
cannot safely hold 30-year FRMs

« ARMSs and short-term FRMs may be
the key to community banks staying in
housing finance
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Current conditions in the banking
Industry

« Banking industry earnings have increased for seven consecutive
quarters, year over year

= Q1 2011 earnings the best since Q2 2007
= 56% of banks reported higher earnings in the first quarter
= Lower loan-loss provision key to higher earnings
* \Weaker revenues at many banks due to
= Lower net interest margin
= Lower fee income

e Bank profitability will continue to
benefit from declining loss provisions
but will be hobbled by weak revenue
growth
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FDIC Outlook

« 388 banks and thrifts have failed during the current bank-
failure cycle, which began in 2007

= 64 failures so far this year versus 110 this time last year

e At March 31, 2011, 888 problem institutions with total
assets of $397 billion, 3.0% of industry assets

* FDIC has suffered $83 billion of losses in this cycle
= FDIC estimates $110 billion of losses for 2008-2014
= At December 31, the FDIC had a $18 billion loss reserve

 FDIC premiums will continue at a high
level over the next three to five years as
the DIF balance rebuilds to a minimum
of 1.35% of Insured deposits
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Credit unions have their problems, too

« Credit unions are suffering from failures, too, causing large share-insurance
premiums

= CUs face heavy share-insurance premium assessments over the next few years due to
huge securities losses in the corporate CUs

= The NCUA may be burying weak and failing CUs in stronger CUs, thereby weakening
the surviving CUs

e CUs will continue to push for increased business-lending limits as a way to survive
and prosper

» Longer term, CUs suffer from an inability, as cooperatives, to raise equity capital
= Critically important to open the door to CU conversions to banks

e A presidential commission has
suggested taxing CUs, which would go
a long way towards ending the CUSs’

unfalr competitive advantage over
banks
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Dealing with the challenges

facing community banks today

e Complying with new and revised regulations a huge
challenge for the next few years

= Dealing with delayed rulemaking an additional challenge
= Adapting to new regulations a big challenge for examiners, too

* Revenue growth a challenge given
= Continued low interest environment
= Threats to fee income

A stronger economy positive for community banks
= But bankers must resist easing lending standards too fast

e Continuing consolidation within
banking
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The 2012 election outlook

It will not be a slam-dunk for the Rs to retain control of the
House In the 2012 elections

The Ds face a huge challenge in keeping control of the
Senate given the number of D vacancies

The obvious R challenger to Obama has yet to emerge

Continuing weak house prices, a slowing economy create
re-election problems for all incumbents

e Financial services issues potentially

factoring into the 2012 elections —
Interchange fees, mortgage problems,
fallout from the S&P downgrade



Thank you

| welcome your
comments and gquestions
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