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CONDITION OF SMALL BUSINESS AND
COMMERCIAL REAL ESTATE LENDING
IN LOCAL MARKETS

Friday, February 26, 2010

U.S. HOUSE OF REPRESENTATIVES,
COMMITTEE ON FINANCIAL SERVICES,
AND COMMITTEE ON SMALL BUSINESS,
Washington, D.C.

The committees met, pursuant to notice, at 9:01 a.m., in room
2128, Rayburn House Office Building, Hon. Barney Frank [chair-
man of the Committee on Financial Services] presiding.

Members present from the Committee on Financial Services:
Chairman Frank, and Representatives Kanjorski, Waters, Gutier-
rez, Velazquez, Watt, Sherman, Meeks, Moore of Kansas, Baca,
Miller of North Carolina, Scott, Green, Cleaver, Bean, Klein, Perl-
mutter, Donnelly, Foster, Carson, Minnick, Adler, Driehaus, Kos-
mas, Himes, Peters, Maffei; Bachus, Royce, Manzullo, Biggert,
Hensarling, Garrett, Neugebauer, McCotter, Posey, Jenkins, Lee,
Paulsen, and Lance.

Members present from the Committee on Small Business: Chair-
woman Velazquez, and Representatives Dahlkemper, Schrader,
Nye, Clarke, Halvorson; Graves, Bartlett, Luetkemeyer, and Coff-
man.

The CHAIRMAN. This hearing will come to order. This is a joint
hearing of the Committee on Financial Services and the Committee
on Small Business. It is an unusual hearing because we are dealing
with a subject of unusual importance. As we look at our economy
today, no subject is more important and very few are as important
as promoting the flow of lending to businesses, particularly small
businesses. It is an essential element in unsticking the job situa-
tion. We are going to move fairly quickly. Let me just outline the
rules here. First of all, we have three panels. And unusually by
standards of the Congress, the regulator panel representing the
public officials will not be testifying first; they are on the second
panel. We didn’t want them to state their case and then leave. We
wanted people who have questions that we need them to address
to speak first and then others who will speak after.

So we have borrowers first, then regulators, and then the lend-
ers. Because there are a large number of members and it is a tough
day, we had originally planned to have this hearing on February
11th. The Chair of the Small Business Committee correctly argued
for having it on a day when there would be no time pressures on
the members. We would be here all day. Unfortunately, we got
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snowed out. And given the calendars and coordinating two commit-
tees, this is the best we can do.

So we are going to move. We have agreed that there will be 2
hours for each panel and we will keep the opening statements very,
very short. You have just heard mine. And with that, I will now
call on the gentleman from Missouri, who is the ranking member
of the Small Business Committee, and then go to Ms. Velazquez,
and then Mr. Bachus when he gets here, if that is okay. So we will
do Democrat, Republican, Democrat, Republican. We will go to the
gentleman from Missouri, and then we will go to the gentleman
from New York.

Mr. GrRAVES. Thank you, Mr. Chairman. I would like to thank
you and Chairwoman Velazquez for holding this important hearing
on the ability of small businesses to obtain needed capital through
the commercial and Small Business Administration lending mar-
kets. Given the continued economic difficulties, America will be re-
lying on the innovation, agility, and resourcefulness of this coun-
try’s entrepreneurs to produce goods and services that are going to
create jobs and lead to long-term stable economic growth. To ac-
complish that goal, America’s small business owners need capital,
whether it is to purchase inventory, fund the purchase of land and
buildings or obtain the latest manufacturing equipment. While an
Army might march on its stomach, the American economy is going
to march on capital. There is no doubt that the current environ-
ment for raising capital is difficult even for the largest businesses
with AAA credit ratings when they have to compete against the vo-
racious appetite of the most creditworthy borrower in the world
and that is the United States Government.

So I can imagine how difficult it is for small businesses to find
capital. The Committee on Small Business has held a number of
hearings in which entrepreneurs testified about their inability to
obtain needed debt capital. Some talked about longstanding credit
lines with banks that were reduced or even severed completely
with no explanation. Others mentioned that they simply couldn’t
find any capital at all.

At those same hearings, bankers testified that they had credit
available and were willing to lend. They may have been willing to
lend, but apparently they were so concerned about the regulators,
that they are still keeping their capital. In these situations, the
SBA programs are supposed to kick in and help small businesses
obtain needed capital. However, even SBA capital access programs
have shown significantly reduced lending activity.

Further evidence to inject capital into the credit markets is going
to increase the debt ceiling and Federal borrowing just as we have
already seen. So making capital available will be of little use if the
cost of such capital is so high that prudent small business owners
will not take the risk. I am very interested in hearing from all the
witnesses today about their ideas for making affordable capital
available to America’s entrepreneurs. In addition, I would like to
hear what regulatory actions are needed that will allow greater
capital to small businesses without unduly raising the risks that
created the current situation. Again, I would like to thank you and
Chairwoman Velazquez for having this hearing.
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The CHAIRMAN. Now, we will hear from the gentlewoman from
New York, the Chair of the Small Business Committee, who more
than anybody else is the motivating force behind our efforts to deal
with this bubble.

Chairwoman VELAZQUEZ. Thank you. And thank you, Mr. Frank,
for agreeing to hold this joint hearing. Earlier this week, the FDIC
reported that last year saw the largest annual decline in lending
since the 1940’s. Since that crisis hit, Congress and the Adminis-
tration have taken a series of steps aimed at restarting the small
business credit market: the TARP program was passed to shore up
banks; TALF was implemented to clear out the secondary market
for small business lending; and the Recovery Act raised the guar-
antee and cut fees for SBA-backed loans. While these steps have
helped to spur the rebound, the flow of credit is nowhere near
where we need it to be. A recent Federal Reserve survey found that
10.8 percent of banks have cut small business credit lines over the
last quarter and SBA-backed lending is still down 30 percent from
2007. Part of the reason that firms continue to struggle to find
credit has been that most efforts today focus on getting banks to
lend. If we are truly going to open up financing options for small
businesses, we need a more balanced approach. That does not
mean doing more for financial institutions and expecting the bene-
fits to trickle through to small firms.

Taking $30 billion and simply handing it to banks in the hopes
that they will make loans is not sound policy. And allowing lenders
to make fewer loans that are bigger is an equally questionable
strategy. Until entrepreneurs can go out and find affordable
sources of financing, we are not going to see the type of job growth
our economy needs. Small businesses are our best job creators, pro-
ducing 60 percent of new jobs. During economic recoveries, this job-
creating potential is even more important. Following the recession
of the early 1990’s, small businesses created 3.8 million jobs. That
outpaced big business job growth by half-a-million jobs. In today’s
economy, access to capital is nothing less than the opportunity to
create jobs and put Americans back to work. For these reasons, as
we pursue policies to get credit flowing again, we must get it right.

Our very economic recovery depends on it. It is my hope that to-
day’s hearing will take a hard look at proposals that have been
floated and help us make wise decisions as we move forward.
Thank you, Mr. Frank.

The CHAIRMAN. I thank the chairwoman. And I would urge the
Administration—let me just say the jurisdiction over what the Ad-
ministration is proposing is shared. Some of it goes to the Small
Business Committee, and some to the Financial Services Com-
mittee. But is my view that it has to be done together. So I urge
the Administration to work closely with the Chair of the Small
Business Committee in the interest of our being able to get a pack-
age together that can go forward. Now, the ranking member of the
Financial Services Committee, the gentleman from Alabama.

Mr. BACHUS. Mr. Chairman, I don’t have a statement.

The CHAIRMAN. We will then begin with the panel. And I will ask
the gentleman from Idaho to introduce our first witness.

Mr. MINNICK. It is my pleasure to introduce one of the largest
and most efficient of the real estate developers of residential real
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estate in Idaho, Mr. David Turnbull, who is going to talk about the
difficulties of obtaining financing in the current market. Mr.
Turnbull?

The CHAIRMAN. Please begin, Mr. Turnbull.

STATEMENT OF DAVID W. TURNBULL, BRIGHTON
CORPORATION, BOISE, IDAHO

Mr. TURNBULL. Thank you, Chairman Frank, Chairwoman
Velazquez, and members of the committees. I appreciate the invita-
tion and the opportunity to testify before you today. I am the presi-
dent and owner of a diversified real estate development firm
headquartered in Boise, Idaho. In addition to our activities in
Idaho, we have projects in Wisconsin, Minnesota, Colorado, and
Utah. Our real estate development activities span both residential
and commercial real estate development, which makes us a little
bit unique. Given the nature of our business, I have been a ground
zero witness to a series of economic events that have brought the
economy of the United States and the world to its knees. I watched
the formation of a residential real estate bubble that was inflated
by cheap credit, loose and sometimes fraudulent underwriting prac-
tices, and certainly inadequate regulation. Much of it was not sup-
ported by underlying economic fundamentals and the correction
was inevitable. What was avoidable, however, was the depth of the
correction and the associated collateral damage. I watched as
prominent government officials and economists opined that the res-
idential real estate calamity was contained and would not spill over
into the general economy. I shook my head and wondered.

Everything I saw around me was deeply impacted by the housing
market. Housing starts in our market have fallen 80 to 85 percent.
It is not a recession for us. This is a depression. Unlike housing,
we did not witness the formation of a bubble in the commercial real
estate markets. The first office lease I did in 1990 was at a rate
of $13.50 a square foot; 18 years later, at the peak of the market,
we were doing office leases in superior buildings for $18.50 a
square foot at the compounded annual increase of just 1.77 percent.
Those are not the kind of numbers that suggest a bubble in the
commercial real estate market, at least in our markets. As another
example, I sold an office building in 2002 for $2.7 million. The re-
placement cost on that building, even in today’s depressed con-
struction markets, would be $2.2 million. That same building went
into foreclosure last month and failed to sell at a credit auction, a
foreclosure auction for $1 million, the minimum creditors bid.

That is indicative of what can happen in our commercial real es-
tate markets when it becomes an all-cash market where credit isn’t
available. The values can fall to below replacement cost by 30 to
50 percent. Those are not fundamental business issues.
Securitization, in my view, is the most critical component of the
secondary or term loan market. It provides for the democratization
of credit. Properly structured securitization should reduce risk and
thus provide credit at the most reasonable costs possible. While the
TALF program has been effective for reconstituting the AVS mar-
ket for credit card, auto, and other consumer loans, in my view it
is ill-suited and ill-structured to resurrect the secondary credit
markets for commercial retail.
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The TALF requirements are so complex that it is realistically
available only to the most sophisticated and elite borrowers. A re-
constituted commercial mortgage-backed securities market must
have at least four characteristics that were not required under the
now defunct system: One, bond issuers, those that are responsible
for underwriting and issuing the debt, must retain a significant
level of risk to ensure proper underwriting procedures; two, rating
agencies must be accountable for the ratings they issue and they
should be compensated by the purchaser, not the issuer of the secu-
rities; three, servicers must be authorized and given the tools to ef-
fectively deal with troubled assets within the security pool; and
four, initially, Federal guarantees will be required to stimulate the
formation of a functional CNBS market.

Those guarantees can be phased out over time as the private sec-
tor gains confidence in the system, the system that was destroyed
recently, and replaces the need for Federal participation. I would
like you to consider this. Without the existence of Fannie Mae,
Freddie Mac, and the FHA, we wouldn’t have a housing market
today and we wouldn’t be in a full blown depression. The only
equivalent we have today for these conduits in the commercial real
estate market is TALF, which I submit is the equivalent of the Fed
creating not just a jumbo, but a super jumbo market for commer-
cial real estate. If we did that in the residential market, we would
be leaving the entry level to medium-priced home buyers dangling
with no viable options.

TALF, as it is currently structured, will not solve the problem.
Too much time has passed without adequate action to resolve this
problem. The President, Congress, and regulatory agencies should
move expeditiously to pass the necessary legislation and/or regula-
tion needed to reconstitute the commercial mortgage-backed securi-
ties markets. Failure to do so will result in further unnecessary de-
valuation of commercial real estate assets and the associated dam-
age to our economy. I thank the committee for its time and I wel-
come any questions you might have.

[The prepared statement of Mr. Turnbull can be found on page
307 of the appendix.]

The CHAIRMAN. Thank you, Mr. Turnbull.

Next, we are going to hear from Ms. Margot Dorfman, who is the
chief executive officer of the U.S. Women’s Chamber of Commerce.

STATEMENT OF MARGOT DORFMAN, CHIEF EXECUTIVE
OFFICER, U.S. WOMEN’S CHAMBER OF COMMERCE

Ms. DORFMAN. Chairwoman Velazquez, Chairman Frank, Rank-
ing Members Graves and Bachus, and members of the committees,
I thank you for this opportunity to be here today. I am rep-
resenting today the 500,000 members of the U.S. Women’s Cham-
ber of Commerce. Simply stated, the status of the small business
lending is so devastatingly poor that many business owners have
given up even trying to secure capital and credit for their busi-
nesses. Our members tell us regardless of their personal credit
scores, proven business and financial track records, and contracts
in hand, their access to capital and credit has become severely lim-
ited and the fees and interest rates on their existing loans have
risen to loan shark levels.
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The consequences of this sudden and now extended contraction
in access to capital and credit have had a devastating effect on
small businesses. Over the last 2 years, small business losses ac-
counted for 40 percent of the 4.7 million positions cut by firms. The
results of a recent survey of our members have provided us with
a clear picture of the small business lending marketplace.

The smallest businesses have either been wiped out or are strug-

ling every day to stay in business. Businesses in the $250,000 to
%500,000 range have weathered the storm so far and are seeking
access to capital to fuel growth. Firms in this range tell us they
could grow now and add jobs if they could only access the capital
and credit they needed. Many of the businesses in the $500,000 to
$1 million dollar range have significant overhead, equipment and
raw materials that make growth right now very challenging. And
with little or no access to capital, they have no way to leverage
their assets to fuel growth.

And firms with over $1 million in revenues have a more diversi-
fied set of capital and credit providers, but they tell us they have
very little appetite for growth due to the exorbitant fees, interest
rates, and uncertainty. Nearly all businesses tell us that consumer
confidence is extremely poor and that increased consumer con-
fidence would fuel their business growth.

They also tell us it is important to complete the reform of our
health care system and financial market regulations and create a
strong consumer financial protection agency so that they will have
a clear picture of the future and can plan with confidence. U.S.
banks report the sharpest decline in lending since 1942, and an-
other troubling trend is the extreme contraction in SBA-backed
lending to women- and minority-owned firms.

Between 2008 and 2009, the percentage of SBA-backed loans
going to women-owned firms dropped from 23 percent to 20 percent
and the total dollars lent dropped from 18 percent to 6 percent.
During the same period of time, the percentage of SBA-backed
loans going to minority-owned firms dropped from 33 percent to 22
percent. And the total dollars lent dropped from 32 percent to only
4 percent. The job creation legislation recently passed in the Senate
falls woefully short in addressing the size and scope of our prob-
lems. The recent FDIC comments on meeting the credit needs of
creditworthy small businesses do nothing to change the basic prob-
lem. And the President’s proposal to distribute $30 billion of TARP
funds to local and community banks is simply more of the same.

Clearly, this action would once again benefit the banks with no
guarantees of assistance to small business owners. Treasury Sec-
retary Geithner has said these funds should be removed from the
TARP program. He says TARP has outlived its basic usefulness be-
cause banks are worried about the stigma of coming to TARP and
they are frankly worried about the conditions.

Additionally, he said 600 small banks withdrew their applica-
tions for TARP money because they did not want to face the re-
strictions or the perception that they needed the bailout money.
Specifically, we recommend: increasing SBA lending guarantees to
90 percent; focusing on 2 sectors with the greatest urgent need,
loans under $200,000 and loans in the $200,000 to $500,000 range;
and establishing a direct lending program through the SBA allow-
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ing the sale back of loans to private sector investors and lenders
after a period of time. We strongly encourage Congress to respond
with larger-scale solutions to improve the opportunity of businesses
to secure capital and credit, to help stabilize costs, to convert ex-
pensive debt into fixed-term loans and to assess their current fi-
nancial condition to make good choices for the future.

Strength, transparency, access to capital, and protection from
abuse are vitally important so that our economy may be revitalized,
our small businesses brought back to life, and jobs created. Thank
you.

[The prepared statement of Ms. Dorfman can be found on page
156 of the appendix.]

The CHAIRMAN. Thank you. Next, Mr. Steve Gordon, who is
president of Instant Off, Incorporated.

STATEMENT OF STEVE GORDON, PRESIDENT, INSTANT-OFF,
INC.

Mr. GORDON. Madam Chairwoman, Mr. Chairman, and distin-
guished members of the committees, thank you for inviting me to
Washington to testify this morning. My name is Steve Gordon, and
I am from Clearwater, Florida. I am honored to be here and to de-
liver this testimony before the people’s Congress. I am here as the
voice of regular small business owners who have historically been
the largest creator of jobs in our country. We are frustrated with
the inability to obtain financing to create critically needed jobs.
Jobs can only be created with capital. And the bailed-out banks are
not helping the situation.

In spite of the taxpayers’ generosity, 2009 saw the sharpest de-
cline in lending since 1942. Further compounding the problem,
banks are taking away existing credit lines. While this may be a
prudent act of self-preservation, credit reductions lower your credit
score, giving the banks a convenient reason to increase your rates.
Consider my story. I am the owner of a small business called IN-
STANT-OFF. We manufacture water saving devices that fit on any
faucet and save up to 10,000 gallons of water a year. Instant-Off
costs less than $10 and we have sold over 800,000 units. Our U.S.
market potential is 50 million units and globally around 200 mil-
lion units. We can create 25 jobs right now and 75 more over the
next 3 years.

As we grow, 25 percent of our employers will be people with dis-
abilities. And we challenge other companies to match this commit-
ment. In addition, we will create jobs for suppliers and distributors.
We are ready to move forward and implement our marketing plan,
but none of this will happen without the necessary capital. Amer-
ican innovation is what made this country an economic leader. Peo-
ple with innovative ideas grow them at a huge personal expense in
pursuit of the American dream. Yet when the time is right to grow
beyond their individual means, this creative endeavor is often not
judged for its business plan or proven success, not on its manage-
ment team or what it can do for the country, not on what it can
do for the environment, not for the jobs it will create, and for the
potential increase in export sales.

It all comes down to your credit score. The current lending model
does not work in today’s post-crash economy. If we depend on
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banks to make business loan decisions, we are in for a long, painful
recession. Banks can’t even figure out how to solve their foreclosure
problem. At this point, we must change our strategy. The govern-
ment must take responsibility and solve the capital crisis.

Congress lent directly to the banks, directly to the auto makers,
and directly to AIG. It is time for a similar program for small busi-
nesses. I propose that Congress pass legislation to make the SBA
a direct lender to small businesses. Any money approved for small
business loans should be kept in a separate account. The American
people do not want to give any more money to the banks. The real
estate crash, the recession and the banks have lowered credit
scores on most Americans. In order to create the amount of jobs we
need, credit scores cannot be used as the sole factor in obtaining
business loans.

I am proposing a 15-point lending criteria to serve as a guide in
evaluating and determining small business loan approval. Some of
the key determining criteria are: How many new jobs will the loan
create; how many jobs will be created for disabled Americans; will
this business help protect the environment or conserve natural re-
sources; will the product or service be produced in the United
States and can it be exported; and has the applicant’s credit score
been damaged by the recent economic downturn?

Again, I urge Congress to pass legislation to make the SBA a di-
rect lender. Capital is the tool that drives American business and
we need your help. Please move quickly to resolve this critical
issue. And now a brief message from the American people. Con-
gress needs to put an end to its partisan behavior. It is time to
drop the “I win, you lose” mentality and find compromises. In the
business world, we get things approved with a majority vote. As a
reminder, there is no “R” or “D” or “I” in “team.” The Americans
have been so proud of the Olympic team, Team U.S.A.

The American people request that “team Congress” pick up the
pace and immediately take action to solve the job crisis. And,
please, pass health care reform for the 45 million Americans who
do not have health insurance. Thank you for giving me the oppor-
tunity to be heard on these very important issues.

[The prepared statement of Mr. Gordon can be found on page 203
of the appendix.]

The CHAIRMAN. Next, Mr. Todd Zywicki, foundation professor of
law, George Mason University.

STATEMENT OF TODD J. ZYWICKI, FOUNDATION PROFESSOR
OF LAW, GEORGE MASON UNIVERSITY

Mr. Zywicki. Thank you, Mr. Chairman. It is my pleasure to tes-
tify today on the subject of the “Condition of Small Business and
Commercial Real Estate Lending in Local Markets.” As noted in a
recent study by former Federal Reserve economist Thomas Durkin,
and as he reminds us, many independent entrepreneurial busi-
nesses rely on what is conventionally known as consumer credit in
starting to build their businesses, things like credit cards, home eq-
uity loans, and even auto title loans. These sources of credit are es-
pecially important for women and minorities who tend to be ex-
cluded from traditional small business lending markets. As a re-
sult, a lot of regulations that seem to be ostensibly aimed at con-
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sumer lending will also tend to disrupt effectively small business
lending as well. Prudent, well-designed government regulation of
consumer and small business lending can certainly promote com-
petition, expand consumer choice, and lead to lower choices and
overall productive lending. For instance, the original Truth in
Lending Act, as it was originally conceived before it got larded up
with a lot of regulation and litigation, provides a good example.

But well-intentioned lending regulations may also have a large
number of unintended consequences as well. And most relevant to
this hearing, one of those unintended consequences is the curtail-
ment of lending, especially to consumers and small entrepreneurial
businesses. Unintended consequences are most likely and most se-
vere when legislation and regulation goes beyond the modest goals
of improving the market process but instead supplants individual
choice and competition through the substantive regulation of par-
ticular terms of credit contracts.

It is basic economics that in order to make an economically pru-
dent loan, a bank has two considerations: First, it must be able to
estimate the risk of the loan and price the loan accordingly. Regu-
lations that either increase the risk of lending or make it more dif-
ficult to accurately price risk will make this task more difficult and
expensive.

Second, if the bank is unable to accurately price the loan, it will
have to reduce its risk exposure. It can do this either by limiting
the number of loans it makes, limiting those to whom it will lend,
lending for instance to only lower-risk borrowers or by reducing the
amount it lends such as by reducing the size of loans made or cred-
it lines on credit cards. Provisions in recent legislation that has
been enacted, such as the Credit CARD Act, have made it more dif-
ficult for credit card issuers to price risk efficiently. The con-
sequences of something like the Credit CARD Act have been pre-
dictable; in fact, I predicted them.

Credit card issuers have tried to adjust other terms of credit card
agreements in order to try pricing risk efficiently and to the extent
they have been unable to do so, they have acted to reduce their risk
exposure by offering fewer loans, lending to fewer people and re-
ducing borrowers’ credit lines. If enacted, proposed legislation such
as the proposal for a national interest rate ceiling on credit cards
of 6 percent, the proposed consumer financial protection agencies,
and the proposal to permit cram down of home mortgages would
further exacerbate this credit crunch by further increasing the risk
of lending, and make it more difficult to price risk, resulting in a
greater curtailment of lending.

Let us talk about the Credit CARD Act for a moment. The Credit
CARD Act had some modestly decent proposals in it that may have
helped consumers a little bit. On the other hand, there are other
provisions of the law that interfered with accurate risk-based pric-
ing, such as new limitations on interest rate adjustments, default
provisions and that sort of thing. The market response to the
CARD Act illustrates how regulation can disrupt lending markets
by interfering with efficient risk-based pricing. Consider just a few
of the terms of the credit card. Interest rates, penalty interest
rates, annual fees, length of grace payments, the amount of cir-
cumstances under which behavior-based fees will be assessed, the
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degree of acceptance by merchants—I could go on, but I only have
5 minutes.

I would guesstimate, what, 60, 70, 80 terms have potential for
a credit card. The CARD Act placed political limitations on the
ability of lenders and borrowers to establish these terms through
free-market processes. In order to try to price risk accurately and
offset declining revenues from newly regulated credit card terms,
credit card issuers have repriced other terms of credit card agree-
ments. As a result, borrowers have seen newer increased annual
fees, fixed-rate interest cards have been converted to variable rate
cards, frequent flyer and other rewards cards have become stingier,
and other fees such as cash advance fees have risen. Most notably,
some provisions of the CARD Act make it more difficult for card
issuers to raise rates on consumers based on risk and changes in
economic circumstances.

Again, the market response has been entirely predictable. Credit
card issuers have had to raise interest rates on all cardholders in
order to guard against the risk they might need to raise risks later
but might be unable to do so as a result of regulation. Most rel-
evant for this hearing, there have been widespread reports that as
a result of the CARD Act, credit card issuers have slashed credit
lines and cancelled credit lines. Although this reflects many dif-
ferent factors, in part, it reflects the effect of the CARD Act. Thank
you.

[The prepared statement of Professor Zywicki can be found on
page 322 of the appendix.]

The CHAIRMAN. And I now recognize the gentleman from Michi-
gan, Mr. Peters, to introduce the last witness.

Mr. PETERS. Thank you, Mr. Chairman. We are joined today by
a gentleman from Michigan, Mr. Wes Smith, who is representing
small manufacturers. As members of both committees know, many
small businesses have been impacted by this credit crunch, but it
has been particularly acute for our small manufacturers. As a re-
sult of this credit crisis, we are continuing to see that happen. Mr.
Smith is the owner of E&E Manufacturing Company. He is also a
member of the board of a community bank. He brings a unique per-
spective. He has a company that employs 250 employees and is lo-
cated both in Michigan and in Tennessee. Thank you, Mr. Smith.

The CHAIRMAN. Mr. Smith?

STATEMENT OF WES SMITH, PRESIDENT, E&E MANUFAC-
TURING, PLYMOUTH, MICHIGAN, ON BEHALF OF THE
MOTOR & EQUIPMENT MANUFACTURERS ASSOCIATION
(MEMA)

Mr. SMITH. Thank you. Again, my name is Wes Smith, and I am
the president and owner of E&E Manufacturing. I also serve on the
board of a small community bank, so I can bring a unique perspec-
tive from both the borrower and the lender. First and foremost,
though, I have been a manufacturer for 45 years and appreciate
the opportunity to discuss the challenges that small manufacturers
in the motor vehicle industry face. My company, E&E Manufac-
turing, is one of those suppliers located in Plymouth, Michigan, and
Athens, Tennessee. My father began the business in 1962. It has
since grown its footprint from a small 5,000 square foot job shop
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to an over 400,000 square foot world class, full service supplier of
highly engineered stamped metal solutions. We were the first
metal stamping facility in the Nation to be awarded the star award
from OSHA for our outstanding safety program and are determined
to continue to provide safe and meaningful employment to our now
over 250 employees.

While our current sales projection for 2010 is up over 20 percent
of what we achieved last year, it remains only 55 percent of what
we enjoyed in 2007. And I can tell you no one was happier to close
the book on 2009 than me. Although we were able to turn things
around the last half of the year, E&E took a pounding in the first
7 months and we will record a loss for the first time in 40 years.
We project that our sales next year could allow us to rehire almost
200 people.

However, access to capital to fund these sales projections could
stunt our growth. Just recently, our lender reduced our line of cred-
it to an insufficient amount and changed our loan covenants. Many
banks are clearly avoiding manufacturers, especially in the auto-
motive industry, as they aim to reduce their exposure to tempo-
rarily impaired companies in a struggling industry. Most small
manufacturers enjoy a long history with their lenders, in many
cases having successfully worked together for decades. My personal
opinion of that and many in our industry is that lenders are under
such intense pressure from Federal regulators that they went from
one extreme, flooding the market with too many substandard loans,
to almost completely closing the faucet. I urge Washington policy-
makers to work with lenders and borrowers to reach a delicate bal-
ance needed to help restore manufacturing in America and stimu-
late job growth. I don’t believe the regulators should ease their
standards and oversight of lenders.

I do, however, believe that Congress and the agencies can de-
velop a unique set of guidelines to govern loans to small businesses
in a pooler program. This will allow banks to feel comfortable lend-
ing to manufacturers while establishing set compliance rules. I ap-
plaud the committees on Capitol Hill for holding these hearings
and the various proposals from the White House and leaders in
Congress are encouraging. It is up to Washington to help create an
environment whereby small manufacturers like ourselves can ac-
cess adequate and timely credit and the lenders can conduct sound
transactions without fear of government reprisal. Injecting capital
into the market is only one part of the equation.

Banks and borrowers need guidance from Washington to
strengthen oversight without stifling economic growth. According to
the indication administration, small companies comprise over 98
percent of manufacturing firms in the United States, yet we are
often an overlooked segment of our industry. For example, the auto
industry is one of the most intricate industrial complexes and one
side is the vehicle manufacturer, a dozen or so major original
equipment manufacturers that dominate world production, have
sales measuring from the tens to hundreds of billions of dollars. On
the other side is a dozen or so major material suppliers, the steel,
aluminum, and plastic providers that too have sales measured in
the tens of billions. Caught in between are some 3,000 suppliers
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that produce the over 10,000 parts necessary to make up every pas-
senger car and truck.

Because of drastically reduced volumes and nonfunctional capital
markets, financial assistance to suppliers has not provided small
manufacturers with the capital and resources to survive. Banks,
most with diminished capital positions, are generally not in a posi-
tion to increase their loan portfolios regardless of the enhanced col-
lateral positions. However, this committee has before it two inter-
esting proposals that collectively will go a long way in addressing
the challenges faced by small manufacturers.

H.R. 4629, the Manufacturing Modernization and Diversification
Act, and the proposed small business lending fund, taken together
are significant and essential steps forward. We will be pleased to
work with committee members on the initiatives and legislation
laid out in my written statement and I would like to thank you for
your time and efforts for making the millions of American manu-
facturing voices heard. I only hope my message is understood and
acted upon before it is too late. Thank you.

[The prepared statement of Mr. Smith can be found on page 271
of the appendix.]

The CHAIRMAN. At this point, I want to ask unanimous consent
to introduce into the record a package of materials that were sub-
mitted to members, to Mr. Bachus, to Mr. Childers and myself, Mr.
Hinojosa, Mr. Kanjorski, Mr. Klein, Mrs. Maloney, Mr. Miller of
North Carolina, Mr. Neugebauer, Mr. Perlmutter, Mr. Peters, and
Mr. McCarthy of California. These have been looked at by all sides.
Is there any objection? If not, they will be put in the record. If
there are other documents that members would like to submit—
does the gentlewoman from Illinois have a document that she
wants in the record? That will be included as well.

Next, as we go to the questioning, we have a large number of
members of the panel. What I plan to do on the Democratic side
on the Financial Services Committee, of which I can only speak for
that, is to give members the choice of which panel they want to
talk to. As we get to the member, if you would prefer to defer and
ask your questions of a later panel, that would be acceptable. So
I am going to do that myself. I am going to save my questions for
the regulators and I will, therefore, not be asking questions of this
panel. And so I will now—the gentleman from Alabama—and I
would say the Democratic members on the Financial Services Com-
mittee, if you want to ask this panel, fine. If you would rather
defer, you can defer. There is no guarantee we will get to everybody
anyway.

Mr. BacHUS. Mr. Chairman, let me get a point of clarification.
Can we ask this panel a question and the next panel a question?

The CHAIRMAN. In terms of recognizing Republican members, you
can do pretty much what you want.

Mr. BACHUS. I think we will just let everybody—

The CHAIRMAN. Yes, go ahead.

Mr. BAcHUS. Ms. Dorfman, your testimony is similar to Mr. Gor-
don’s, and I think part of that testimony is that the SBA should
just lend money directly; in other words, bypass the banks. Is that
what I am hearing, Ms. Dorfman?
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Ms. DORFMAN. Yes. What we find is the banks have not been
lending and the best way to get the money into small businesses
would be to provide a direct lending program through the SBA so
that the small businesses actually access those funds.

Mr. BACHUS. Mr. Gordon, is that—

Mr. GORDON. What I propose—and this is the problem in bank-
ing today. You go in for a loan, you deal with a bank officer, he
has no idea what you do as a manufacturer. At the SBA, there are
so many smart people there. If you just set up a task force for jobs
in the SBA and you had 3-member panel, one from a hired—a score
member and, two, from an SBA person, they could review and call
in and in 30 minutes they could decide if it is a good loan or not.

Mr. BAacHUS. What I am saying is, you want the SBA to sort of—

Mr. GORDON. I want the business to be back in business loans.
That is the whole point.

Mr. BAcHUS. I understand your goal is to create jobs and get
lending going. But what I am saying, I think essentially, you want
the SBA to come in and loan additional amounts of money because
the banks aren’t doing it, is that—

Mr. GORDON. Because they are not doing it, because they don’t
understand business. It is a big problem. Banks do not understand
business.

Mr. BAcHUS. I understand that.

er. GORDON. But that is true. I want the SBA to work on it di-
rectly.

Mr. BacHUS. I understand what you are saying. Do you believe
that the SBA is as qualified as the banks to make decisions on
lending and creditworthiness?

Mr. GORDON. No, I don’t. I think they are more qualified. Much
more qualified.

Mr. BAacHUS. Ms. Dorfman, do you believe that the SBA would
make much better decisions as to lending?

Mr. GORDON. I think that if you—first of all, we have such a
huge problem out there, we would have to—

Mr. BAcHUS. I understand there is a huge problem. I just want
to focus on which one is better qualified.

Mr. GORDON. I think we need expanded criteria and the SBA is
more qualified to deal with business loans.

Mr. BacHUS. How about it, Ms. Dorfman?

Ms. DoOrRFMAN. I would say what we have seen not just from the
economic turndown, but from years prior, is that the banks typi-
cally go cherry-picking. They will take the best looking loans. It
costs them the same to do a loan for $75,000 as it does $10 million.
So in order to move forward, if we take the money and put it to
the SBA to allow them to lend—and would we have to put in the
program that would help them determine, yes. I think they can do
it.

Mr. BAcHUS. I understand. So you want the SBA to basically
play the role that the banks have, as you say, “not played by not
lending?”

Ms. DORFMAN. I would like the SBA to have a direct lending pro-
gram to small business.

Mr. BAcHUS. How big would the two of you visualize that pro-
gram being to do any good?
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Ms. DORFMAN. Well, if we can take the funds that the President
was going to give the banks and just turn them over to the SBA—

Mr. BAacHus. All right.

Ms. DORFMAN. —that is a drop in the bucket really.

Mr. BacHUS. $30 billion?

Ms. DORFMAN. Yes.

Mr. BAacHUS. Mr. Gordon?

Mr. GORDON. To put it in perspective, $30 billion is 3 percent of
the original money for the first stimulus package. So the goal here
is to take 3 percent of the money and create 75 percent of the jobs
that we need. And it is just not enough; $30 billion is not enough.
We would like to start there, but it is just not enough.

Mr. BACHUS. Let me ask you this: If the loans aren’t paid back,
who is ultimately responsible, from your understanding? Is it the
taxpayer?

Ms. DORFMAN. Well, at this rate, there are few default—when
you take a look overall of what the SBA lending has done, there
is a relatively low default system. What we have seen with the
banks—

Mr. BACHUS. No. I understand. But if the loan is not paid back,
who—

Ms. DORFMAN. It would be absorbed, of course, by the SBA be-
cause we have—

Mr. BACHUS. And where does the SBA get its—

Ms. DORFMAN. We understand that it is taxpayers, but this is an
investment in the U.S. economy. It is small business—

Mr. BAcHUS. I understand. I am not arguing with you. But it is
the taxpayer who ultimately is on the hook if it is not paid back?

Ms. DoOrFMAN. Correct.

Mr. BACHUS. Mr. Gordon, is that your understanding?

Mr. GORDON. That is exactly right. Right now, the SBA guaran-
tees 90 percent of the loan anyway. So they are guaranteeing 90
percent of something that is not getting done. The other alternative
is to continue paying unemployment compensation. There is a 100
percent chance—it needs to be looked at because—

Mr. BACHUS. Let me ask you one other question if I can. Are you
all aware we are spending so much we are going to double the na-
tional debt in 5 years and triple it in 10 years? Does that bother
you? Is that a concern?

Mr. GORDON. Okay. What we are doing here is we are investing
in businesses to create jobs for people.

Mr. BACHUS. I understand. I am not asking you that.

Mr. GORDON. It is a very important issue because if you don’t un-
derstand why we need to make loans, and that is what the banks
don’t understand, the banks would move quicker if they were pay-
ing the weekly check for unemployment. But since they have no ex-
pense and the weekly check, they don'’t.

The CHAIRMAN. The gentleman’s time has expired.

Chairwoman VELAZQUEZ. Yes. Ms. Dorfman, as has been dis-
cussed, the Administration has proposed the liquidation of the $30
billion fund. And if this proposal moves forward, do you believe
there should be penalties for lenders who receive money but do not
make loans to small businesses?
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Ms. DorRFMAN. I absolutely do and I would also like to see some
sort of penalty for the banks who are now “providing SBA loans”
that are not. What we have seen is that a small business will go
in, ask to get a business loan or an SBA loan. They are told they
are not to giving them, but what they can do, they are pointed to
the higher interest rate credits.

Chairwoman VELAZQUEZ. So your opinion is clear that if this
money is supposed to help small business access affordable credit,
the banks that take this money should use it to lend to small busi-
nesses. Do you believe that there should be a penalty for lenders
who use the funds solely to increase profit margins on loans that
they would have made anyway?

Ms. DORFMAN. Absolutely, yes.

Chairwoman VELAZQUEZ. And, Mr. Gordon, in the last year, we
have seen the government bail out AIG, give lines of credit to GM
and Chrysler, and provide capital infusions to our Nation’s largest
banks, including Goldman Sachs. Now, the Administration is pro-
posing to cut another $30 billion check for banks under the premise
that it will trickle down to firms like your own. Do you believe that
any of this $30 billion will reach businesses like yours?

Mr. GORDON. Absolutely not. And this is what really bothers
Americans. I don’t understand, and neither do millions of Ameri-
cans. Why can’t Congress just cut through all of this stuff and work
direct? Why in the world would you want to give money to the
banks and hope they can do something? Why not just take that $30
billion and put it in an account and have it under government
management so that 100 percent of those funds are used for loans?

Why would you give money to banks and hope that they are
going to do something when they have proven we don’t need more
branch signs, we don’t need more branches, we don’t need more
chairs. We want loans and we want—if you are only giving us $30
billion, then we want 100 percent of that money to go to loans. We
want that money in a separate account.

Chairwoman VELAZQUEZ. [presiding] Thank you. Mr. Bartlett?

Mr. BARTLETT. Thank you very much. I am pleased to be here.
I have a couple of questions. In a former life, I was in small busi-
ness, and for 12 years, my wife and I every Wednesday met a pay-
roll for a land development and home construction company. So I
have been there. I know that the way banks make money is to loan
money, and I would think that banks would be anxious to loan
money.

I am having some trouble understanding if there are creditable
small businesses out there that want to borrow money, why banks
aren’t loaning money to them. I know they are gun shy, but they
have been in this business for a very long time. I am surprised that
they aren’t devising means of determining whether or not the ap-
plicant is creditable so that he is a good risk for a loan.

And T am wondering why they haven’t done this. I am very sus-
picious that the government does not a better job than banks in
making these assessments. A second question I have of Ms.
Dorfman is, you mentioned that for existing businesses, fees and
interest on present loans have risen to loan shark levels. I don’t go
to Las Vegas and I don’t play Russian roulette and I don’t under-
stand why a business would have opened themselves up to a vari-



16

able rate interest loan. Apparently, that is what happened. That is
really a gamble if you are a business, to open yourself up to all of
the potential problems of a variable interest rate loan. What per-
cent of the loans of our small business community are these vari-
able rate interest loans so that the fees and interest rate can go
up?

Ms. DORFMAN. I don’t have an exact rate, but what I do know
is that we have heard from our members that what has happened
is they have gone to apply for a loan because they need to grow
their business, but what they are provided with is an alternative
lending instrument with high interest fees and they are forced to
take it because the economy has had a downturn and that is their
only opportunity to either make ends meet or get to the next level.

Mr. BARTLETT. So these aren’t really interests and fees on exist-
ing loans, that if they want to increase their existing loans, they
have to pay higher fees and interest. Is that what you are saying?

Ms. DORFMAN. It really depends on the instrument. There are
some loans obviously that are fixed rates and then there are others
that are not. And those are the ones that have grown.

Mr. BARTLETT. Thank you very much, Mr. Chairman, I yield
back.

The CHAIRMAN. The gentleman from Georgia, who is on both
committees, but still only gets 5 minutes.

Mr. ScorT. Thank you, Mr. Chairman. I appreciate it. I cannot
think of a more important hearing if we want to do something
about the jobless rate and the high unemployment because small
business is an incubator of our jobs. It creates more jobs than any
other level of industry. That is where the jobs come from. But I
want to deal with each of you and see if we can’t get to the bottom
of this. We have a problem here with the core of our financial sys-
tem and that is—that has been the history of this for the last cou-
ple of years. We have been grappling with this financial problem.
And that is the failure of the banking system to do its job. That
is heart of our financial system. That is the heart pump that
pumps the blood out, that pumps it all out. So I want to ask of you,
why is it, in your opinion, that the banks don’t want to lend
money?

Even in the very beginning, one of the reasons we had a problem
with the automobile industry was the fact that the poor dealers
couldn’t get loans. They have been here before you with the same
problem. Now we have $30 billion that is set aside here and I
would like to get each of your understandings of how this works
and particularly, is it your understanding that even if the banks,
these small banks that we are going to set this money up for, even
come and get some of this money, there is no definitive require-
ment that they even lend it. The only incentive, it seems to me, for
them to lend it is they will get some kind of benefit on a sliding
scale.

So, Ms. Dorfman, let me start with you, because I think your tes-
timony and Mr. Gordon’s testimony really hit this issue. What is
stopping the banks from lending the money and what is wrong
with the program of the $30 billion that we have set up there?
Your fear that that it will not be lent out?
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Ms. DORFMAN. I see two different challenges, sir. The pre-eco-
nomic challenge where the banks were only doing the cherry-pick-
ing in lending—if you want $10 million, we will consider you; if you
want $75,000, forget it, it costs too much. The second thing that
I see is that once the economic downturn happened, then the banks
claimed they have trouble, they need our money. But what they did
was balance their books and then also paid the executives the bo-
nuses, but they were not lending.

So the money is still not there. What we are hoping with the di-
rect lending program is that instead of having to deal with whether
a bank will or won’t lend through the SBA, that we will get the
loans out there. Once the administrative costs will be picked up
from the SBA side, once they are out there and in a good payment
cycle, then perhaps we can sell them off to the banks and then con-
tinue to work with the other new lenders.

Mr. Scotrt. Let me ask you this, Ms. Dorfman. Do you know that
if we were to raise the level for credit unions from their present
12.5 percent and raise that cap to 25 percent, that might be help-
ful, that might give some competition to these banks, that might
get them to act straight more and that would access more capital
to small businesses if we allowed—would credit unions be a help
on that?

Ms. DORFMAN. They could be, but once again, do we know that
the money is going to truly be lent? And I think what we are con-
cerned about is, are we going to repeat the past, giving money to
banks and seeing it not getting out to small businesses? And I also
have to say that we have heard a lot from this Administration
about the small businesses being the answer to the growth of our
economy. We need now to have the money where the mouth is. Put
the money at the SBA. Get the money into the pockets of small
businesses so we can grow those business, we can create jobs, and
we can turn the economy around.

Mr. SCOTT. So you are saying, rather than take this $30 billion
and getting it to the banks as an administration of what we are
proposing, that we should instead get it in through the SBA?

Ms. DORFMAN. Correct, as a direct lending program.

Mr. ScotT. I see. Is that your assessment, too, Mr. Gordon?

Mr. GORDON. I think to understand where the problem is, you
need to understand where the banks came from. Before the crash,
they were totally focused—they weren’t doing a lot of business
loans anyway. So before the crash, they were focused on mortgage
loans. It is really easy to send an appraiser out to a property, find
out what the value is, and make a loan decision. It is much more
difficult to have the time and the resources to evaluate someone’s
product potential. If I came to a bank and showed them my busi-
ness plan, they would say, who is going to review that? They don’t
have the people qualified to review business plans. They are not set
up to do it. You are asking banks to do something they don’t feel
comfortable with. And that is the problem.

The CHAIRMAN. Thank you. Time has expired. Let me invite the
people standing to take these seats. Somebody put things on there
that say don’t sit here, but I say ignore them. So, please. What
happens is, the first row is set aside for people who staff the Fed-
eral regulators, none of whom are not allowed to go out without



18

three people to make sure they don’t say what they are not sup-
posed to say. But the current people don’t need that. So please feel
free—if there is an empty seat, sit in it. I don’t like people to have
to stand up. With that, I guess—who is—we go to the small busi-
ness—we did? I apologize. Mr. Neugebauer?

Mr. NEUGEBAUER. Thank you, Mr. Chairman. I want to thank
you, witnesses, for sharing your perspectives. There are many fac-
tors impacting lending, but I think one of the biggest issues is the
uncertainty created by the government. Small businesses are un-
certain about the cost Congress may add on to them and the taxes
that they will have to pay and the lenders are uncertain about the
changing regulatory environment. I just spent 2 weeks in my con-
gressional district, and over the last 2 months, I have been talking
to lenders and have been talking to small businesses and touring
a number of those businesses and asking them what they feel like
the state of play is. And quite honestly, I hear more about what
Congress is doing than what the banks are or are not doing and
what the SBA is doing or not doing. I was in a business last week,
and they said, “Congressman, we don’t know what to do. We are
concerned that the government is about to put these new burdens
for health insurance, they are going to raise our taxes, the cap and
trade or cap and tax bill that may increase our cost of energy in
this particular business that uses a tremendous amount of energy,
that the huge deficits that are being incurred and how we are
going to begin to pay that back and what will be in the environ-
ment, the inflationary potential of the Fed monetizing debt.”

The list went on and on and on. And when I sat down and talked
to bankers, I said, “Tell me why you are not lending.” They said,
“Randy, we would love to make some loans right now. But quite
honestly, our good customers are not coming and asking us for
loans right now because of overall uncertainty, and when they do
come, the amount of paperwork and regulatory environment is ter-
rible.”

Several banks in my district said that they were having problems
making home loans and real estate loans to the people in their
small communities because of some of the new regulations that are
out there, particularly for example, requiring escrow accounts
where these little community banks have been making these home
loans in their communities for hundreds of years or many years
and now have these new requirements.

I want to read you some of the comments that I entered in the
record here as the chairman said. This is from a community bank
in Abilene: “The increased regulation proposed by Congress and
various Federal agencies will continue to make our jobs more chal-
lenging and costly. Our hope is that Congress will stop much of
this pending regulatory legislation and realize that community
banks have not caused today’s economic problems and already are
overregulated.”

From a small business in Abilene, Texas, “With Congress and the
Executive Branch planning so many changes that add both uncer-
tainty and decisions and certainty in higher taxes to pay for every-
thing, small business have no choice but the wait-and-see approach
to any future growth.”
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From a community bank in Hereford, Texas, “Those asking why
we are having a trouble making loans should get a mirror and un-
derstand that it is not that we are not making loans, but we are
being driven out of making loans by those who are asking us to
make loans.”

From a mortgage lender in Abilene, “Is the answer more regula-
tion, more government involvement, more oversight? I tell you it is
not. We are here today because our government started manipu-
lating the industry, and the industry quite honestly does not un-
derstand. I suggest that free enterprise be allowed to work to bring
us out of this financial mess.”

And finally, a community bank in Plainview, Texas, “Community
banks want to lend. That is how we serve our communities. In-
crease our capital for growth is what we do. Given the present un-
certainty in the economic and political climate, banks are under-
standably anxious regarding extensions of new credit.”

And so I think one of the things that I have been saying is that
the best thing that we can do for the economy, the best thing we
can do for the American people, the best thing we can do to get this
economy going again is quite honestly for the government just to
stop all of this nonsense that we have been about. We are creating
a huge amount of uncertainty. I am a former businessman. I am
a former land developer. And when I look at the environment today
of the uncertainty that is created out there, I am not sure I would
be out looking for new deals right now.

So I think I am listening to the people in the 19th Congressional
District and I think they speak for quite honestly people all across
America as they just wish the government would stop it, they wish
the Congress would quit trying to micromanage our financial mar-
kets and quit this silly stimulus program that we are doing where
we are trying to borrow and spend our way into prosperity.

Quite honestly, how we got here was borrowing and spending
and a lot of people borrowed and spent too much money and now
they are having to pay it back. Some can’t pay it back and that has
certainly created a great deal of uncertainty in our marketplace.

The CHAIRMAN. The gentleman’s time has expired. The gen-
tleman from Michigan.

Mr. PETERS. Thank you, Mr. Chairman. I want to talk to you a
little bit about manufacturing here and also build on the previous
comments. We have a situation, Mr. Smith, in the manufacturing
sector of auto suppliers where we are seeing increasing orders com-
ing in and yet the working capital is not available to ramp up the
production necessary in order to meet those orders. So it is a situa-
tion where there really is a dysfunctional capital market system
here when you have orders coming in, you can hire people, move
forward, but the capital isn’t there. Perhaps—I know you talked
about that in your written testimony. If you could elaborate a little
bit more about the challenges of manufacturing, where you are
right now, why credit is going to limit your ability to create jobs
even though these orders are coming in right now.

And also you talk about the collateral support program and why
that is a way to have direct help to you through the banking indus-
try. I know you referenced the Manufacturing Modernization and
Diversification Act, which I appreciate, which Mr. Dingell, Mr.
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Levin, and members of this committee—Mr. Frank, Dennis Moore,
Mr. Kanjorski, and others—have endorsed. If you could kind of
flesh some of that out for us, I would appreciate it.

Mr. SMITH. Sure, absolutely. I would have to disagree with what
has been said before about the President’s plan on injecting $30 bil-
lion of capital into the banking industry. I think it is absolutely
what is necessary. You know, when I sit on a board of a community
bank, I think our situation in manufacturing is really simple. We
have a top line situation; we need more sales. I don’t know what
the banks are going to do. And again what has been said is that
the small community banks did not create this issue.

In our particular area, I ran a pure bank report for banks under
$5 billion in assets, and this is Genesee, Kent, Livingston, Oak-
land, Ottawa, Wayne, Macomb, and Washington Counties. And of
these, the total capital ratio, the aggregate average capital ratio is
7.7 percent. Well, the FDIC says in its public cease-and-desist
order that you require a minimum capital ratio of 8 percent. So
what has to happen is that these banks need to raise $45 million
in capital before they can make one loan. The real issue is that the
banks can’t make loans because the regulators have their foot on
their necks. They cannot function. I mean the only way that in
order to make your capital ratios where they need to be is either
you need more capital, and if you don’t have access to capital
through a program such as what is being proposed, is to shrink the
size of your bank. And how you shrink the size of your bank is you
just simply don’t make loans. That is clearly on the community
bank that I am on the board with, that is what we do. We abso-
lutely just don’t make loans. We have to shrink the size of our bal-
ance sheet.

So if you are a manufacturer or a small businessman, where do
you go? So it is a really a twofold process. Number one is the banks
have to have the ability to make loans, and this $30 billion, and
if you use a typical 10 to 1 ratio for banks, is that $30 billion then
becomes 300—you know, 10 times that, which is going to be avail-
able for loans that could be created throughout our entire eco-
nomic—you know, the portfolio that we have, particularly in manu-
facturing.

The other situation we have is that as companies ourselves, we
need to take a look at our deteriorated balance sheets, and that is
because banks are under pressure from the regulators, and every-
thing has to be reappraised. So I can tell you that many of my
peers have had regulators come in, take a look at their balance
sheet, and reappraise all their assets. And all of a sudden, they
find that they are taking a third hit to their balance sheet and they
don’t have the ability to make the loan.

So having a program where your collateral is guaranteed by the
government, such as the bill that is being proposed, is absolutely
the other part of the step. It is really a two-step process: the banks
have to be able to make money; and they have to have their capital
ratios restored. The $30 billion is an excellent program. I can tell
you for the community bank, it can’t come fast enough. And the
rules and how this gets disbursed if it is to be disbursed aren’t
really clear.
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In terms of manufacturers, we need to have our collateral posi-
tions guaranteed because we have taken such a hit.

Chairwoman VELAZQUEZ. [presiding] Mr. Graves?

Mr. PETERS. Also, I have been hearing from our other suppliers
that they have had lines of credit pulled or new loans denied, not
because of underwriting concerns, or necessarily risky investments
but just because the bank is overexposed to the auto sector.

Has your board position on the Equipment Manufacturers Asso-
ciation, can you tell us a little bit about that?

Mr. SMITH. Absolutely. You know you are almost better off being
a really lousy customer to the banks because they can’t get rid of
you, but if you are marketable, if you are bankable, you are really
in jeopardy. So it is almost really worse if you are in better finan-
cial shape than worse financial shape.

Chairwoman VELAZQUEZ. Five minutes has expired. Mr. Graves?

Mr. GRAVES. Thank you, Madam Chairwoman. Really quick and
then I am going to yield back. Mr. Gordon, you said that if you put
together a business plan and take it to a bank, there is nobody
there who is qualified to look at it?

Mr. GORDON. There are people there, but what Congress needs
to understand is we are in a crisis. We haven’t had business loans
and liquidity for 3 years. This isn’t like a future problem that we
are talking about. We are talking about how to solve this problem.
Right now, there are businesses going out of business.

Mr. GrRAVES. If you put the Federal Government in charge of di-
rect lending, do you think there is going to be anybody in the Fed-
eral Government qualified to look at a business plan and make a
decision? Just yes or no.

Mr. GorDON. Okay, every single SBA office I go into, there are
extremely qualified people there. Some of the smartest people
around work for the SBA.

Mr. GRAVES. I am going to yield to Mr. Luetkemeyer.

Mr. GORDON. They are really, really qualified.

Mr. LUETKEMEYER. Thank you, Mr. Graves.

Quick question, I have a number of questions here. Mr. Smith,
you have made some great points, and as a former bank regulator,
you are right on. I am telling you, you are right on with what is
happening right now in our economy with the banking industry
and lending dollars.

With your experience with your manufacturing group, have you
seen a tightening of credit to everybody across-the-board or is it
just good actors, bad actors?

Mr. SMITH. Absolutely it is across-the-board.

Mr. LUETKEMEYER. Ms. Dorfman, I have heard you testify a cou-
ple of times in different committees and you keep talking about di-
rect lending. I know Mr. Graves made the comment a minute ago
as well. As a regulator, and yes, I am old enough to remember the
mid-1970’s when I was a regulator, the FHA was in the business
of direct lending to farmers. That experience was a disaster, an ab-
solute disaster for agriculture. We wound up getting people in busi-
ness who had no business being in business, at least the agricul-
tural business, and wound up causing inflation in our real estate
prices, our farmland, over production. Once we got them out of
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that, and got the government back to guaranteeing loans instead
of direct lending, we solved a lot of our problems.

What data or what information do you have to believe that the
SBA can be a better direct lender than banks?

Ms. DORFMAN. What we are looking for is making sure that the
small businesses are accessing the capital they need. Currently, the
banks are not lending. The SBA with the direct lending, and there
was a question about are they qualified. Yes, they are qualified to
oversee the process. There are numbers of employees who have
been let go from banks, who used to do the lending, and could be
hired into a program to provide this program.

Mr. LUETKEMEYER. One of the problems that you have with di-
rect lending though is, who is at risk? It is not the SBA; it is the
American taxpayer. When the banks are on the hook, it is their
stockholders; it is the bank itself that is on the hook. And that is
a really big difference between suddenly when you have the gov-
ernment involved and the people lending money they don’t care. All
you can do is qualify for the loan. If you qualify, you get the money.
It is not about whether this is a viable entity that is going to be
able to survive down the road and make a good customer and be
able to be a good part of the community. If you qualify, you get the
money. That is exactly the way it worked back with the FHA pro-
gram and that is exactly what will happen with the SBA. I have
a real problem with this direct lending. I don’t see how you can
make it work and make it viable for what we need with regards
to small businesses.

Ms. DORFMAN. Well, and I would say with the concerns that were
talked about the banks being overregulated, it is another answer
to removing those regulations from the banks. The banks don’t
have to be involved. We are putting a program together that would
make sure that we followed the 5 Cs of credit, made sure that the
businesses were just as viable as if they were the bank. I think it
can be done.

Chairwoman VELAZQUEZ. Would the gentleman yield?

Mr. LUETKEMEYER. Sure.

Chairwoman VELAZQUEZ. Let me remind the gentleman that we
passed direct lending in the House. It passed with 389 votes. You,
sir, voted for it. It is a temporary fix where it treats this economic
crisis as a disaster. It will not compete with the private market.
It will make the loans like the SBA has done every time there is
a natural disaster in this country. The SBA makes all the disaster
loans to homeowners and small businesses. This will be a tem-
porary fix, 6 months of performing loans will be again sold in the
private market. So it is a temporary fix.

Once we get out of the recession, when unemployment rates go
down, the program will cease. Let me remind the gentleman again
that you voted for it. Thank you for yielding.

Mr. LUETKEMEYER. Thank you for your comments, but I think
my comments are apropos as well. It is a temporary fix; it is not
a solution to the problem. And Ms. Dorfman, in my mind, is talking
about a permanent fix from her previous testimony at many of the
other committee hearings that I have heard her. And I want to
make a point that it is a temporary fix as long as it doesn’t—but
there are problems with that temporary fix and we have to be very
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cognizant of those problems. I am trying to point those out this
morning that we have to be careful that this is not the road we are
going to go down.

You pointed to something as well, Ms. Dorfman, about regula-
tion, and Mr. Smith made the point here that one of the problems
that we have with the banking institutions right now is the regu-
lators. He has the exact words, they have their foot on their necks.
And you have to remember that most banks are small businesses
as vlv;ell. They have to make a profit and they have to make things
work.

I am very concerned, and I appreciate the comments of Mr.
Smith. Thank you, Madam Chairwoman.

Chairwoman VELAZQUEZ. Mr. Minnick?

Mr. MINNICK. I must say I agree totally with the comments of
Congressman Luetkemeyer, and I would like to add the thought
that the suggestion that the Small Business Administration or
frankly any government agency could do a better job of commercial
lending than banks and credit unions is, I think, naive and totally
ill-informed. We must recognize that the reason why our banks are
not lending is not that they don’t want to, it is a combination, as
Mr. Smith and Mr. Turnbull have testified, of pro-cyclical regula-
tions by our regulators who are insisting that banks have greater
reserves than are required by their own regulation. It is a combina-
tion of that with illiquidity in their loan portfolios, triggered by the
fact that there is no secondary market, particularly for commercial
loans, and inadequate reserves triggered by distressed sale valu-
ations of the collateral that backs up their loan portfolios.

I would like to ask Mr. Turnbull with respect to the last issue
if he agrees or tell us why he agrees that a loan guarantee is a key
to unlocking these illiquid portfolios?

Mr. TURNBULL. Mr. Minnick, some comments have been made
about the status of the community banking system, whether or not
they were the cause of this problem that we are in right now. I
would submit that in our market area, we have good community
banks and we have bad community banks. We have some bad com-
munity banks that were probably part of the problem. But now all
of the community banks are kind of in the same soup because of
this illiquidity. A large percentage of their loan portfolios are in
real estate and they have no place to take those. And so because
of that illiquid position, they are capital constrained. They couldn’t
make a loan if they wanted to. And I know that there has been
some guidance issued by the regulators, by the FDIC about how
banks should be able to—or regulators should treat these banks,
but it is not being uniformly administered.

That is the key to the issue right now, these community banks
have to be able to offload their commercial real estate assets to be
ale to make lending available again.

Mr. MINNICK. Now, Mr. Turnbull, if we were to institute either
through TALF or some GSE a commercial loan guarantee program,
would it be feasible to direct regulators to put in guarantees based
on some percentage of current replacement market value with that
value discounted to probable time of sale as a benchmark to deal
with the issue of valuations coming in at 10 or 20 or 30 percent
of current replacement value?
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Mr. TURNBULL. Absolutely, that is the issue.

Mr. MINNICK. And you think in your opinion that would be the
key to getting this market unfrozen so that commercial banks could
start lending again and particularly small community banks?

Mr. TURNBULL. Yes, I think there are several things that have
to be done, but I think that is the first thing that has to be done.
That is the only way we are going to get community banks lending
again. I have several—I am a shareholder of a community bank,
I have several close friends who are CEOs of community banks and
they all tell me the same thing.

Mr. MINNICK. Mr. Smith, would you agree with that statement?

Mr. SmiTH. Yes, I would. I think that in the community bank
that I am on the board of, it is that issue that we have the revalu-
ation of all the commercial loans that has really dragged the ability
to make any loans. And again, when you are shrinking your bal-
ance sheet, you are not making loans. I think it is really a two-step
process. Banks have to be in the position—again, when the original
TARP program came out the government picked winners and los-
ers, and unfortunately, the small community banks which support
most of the small businessmen were just left in the dark and they
need help. They didn’t create the mess; they are just being sub-
jugated to it. So it is a two-step process. The banks have to be
healthy to be able to make loans, either that or they have to
change the regulation and change the ratios that they are allowed
to operate on. One or the other has to happen.

The second thing is we need to improve the collateral position of
the lenders. We need to be able to temporarily get that help so that
when we are asking for loans and it is collateral-based, there is
that guarantee out there.

Mr. MINNICK. Thank you, gentleman. My time has expired. We
appreciate your expertise.

Chairwoman VELAZQUEZ. Mr. McCotter?

Mr. McCoOTTER. Thank you. Wes, you and I have known each
other a long time. We have faced significant challenges at home in
the district throughout Michigan. I think I am the last speaker on
our side. What I would really like to do is yield you the balance
of my time so that you can tell this committee what you think is
important to keeping manufacturing in our district, in Michigan,
and in America.

Mr. SMITH. Thank you, Congressman. I think what is really im-
portant is, obviously, we are having a heart attack right now, we
have to get that solved, and that means we have to be able to have
access to cash. So that is number one. And the programs again that
are being proposed can’t come fast enough, but I think some of the
real issues in manufacturing really have to do from my standpoint
is, for instance, our trade policies and lack of enforcement. We are
just seeing in Michigan, since the recession, 400,000 jobs leave,
what I call the recession in 2000, which is really when the reces-
sion of manufacturing started. There have been almost 6 million
jobs vacated, and again manufacturing jobs are the backbone of
this Nation. It has the highest job creation factor. For every Tier
1 automotive job that was in Michigan, it also employed an addi-
tional anywhere from 4 to 7 other jobs. They are absolutely key
jobs that we need to keep going and particularly in our State. They
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are good jobs, high- paying jobs, and they have great benefits pro-
grams.

I think manufacturing has been overlooked and particularly not
appreciated, not necessarily in the Midwest, certainly as I would
say in Michigan is that all of our Congressional Members in Michi-
gan sing from the same hymnal; they just sit in different churches.

The reality is that we understand what is important, what is im-
portant for our State to work. Clearly, we have to address our
trade policies. We have to address the fact that our trading part-
ners do not behave properly whereas we just kind of open up the
doors and say, come on in. And unfortunately, it has put us at a
very distinct disadvantage.

One of the reasons banks don’t like to make loans to manufac-
turing is because they understand it, they see that. They clearly
understand that you know what, with the pressures we are seeing
from low cost countries and the way that they are being coddled
and handled by their governments they just suck jobs away from
the United States. They know that, they see that, and they clearly
understand if Congress won’t do anything about it, if the govern-
ment won’t do anything about it, then they are just going to find
somewhere else to park their money and that is clearly what we
have seen. We have to address this policy. I believe that in my
heart, I can just see it. You can see it since—since, you know, 2000.
And I can tell you from my standpoint that in 2000 in my industry
I have had to deal with 32 customer bankruptcies. Prior to 2000,
in the history of our company, we dealt with one. It is absolutely
catastrophic and we need manufacturing in the United States, and
it is just not being appreciated.

Mr. McCoOTTER. Reclaiming the balance of my time, I think that
the point you make is absolutely necessary for Congress here.
While we support trade on a fair and equitable basis, and I would
add with free nations, what we continue to see is what Natan
Sharansky told us a long time ago: How a nation treats its own
people is how it will treat other nations. When you look at some
of the practices engaged in the domestic policies of nations that are
our trading partners that the average American would find repug-
nant, the average American would find it antithetical to the con-
cept of human liberty coming from a creator rather than a central
government. I think you can understand why the United States has
employers like Wes Smith and others in this country who try to
provide a humane and decent job for their workers so they can pur-
sue their happiness. Why we are at a distinct disadvantage because
we are a good and decent country when competing or trading with
other nations that have no regard for the rights of their people ex-
cept as pawns to be used in the political game, or to be used in a
mercantile strategy to deindustrialize the United States.

Thank you for coming. Wes, I will see you after.

Chairwoman VELAZQUEZ. Time has expired. And let me take this
opportunity to thank all the witnesses on this panel. The com-
mittee will stand in recess until we—how many votes? So we have
seven votes, and we will reconvene right after the votes.

Mr. BAcHUS. Madam Chairwoman, let me say one thing, several
of you said that the banks want to lend money, but the regulators
and the examiners are saying, raise more capital. And I tell you,
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I have heard that every day. I talk to bankers from Florida, from
different places. They don’t know each other, but they say if the ex-
aminers would get out of their banks, they would start lending the
money.

Chairwoman VELAZQUEZ. If the gentleman will suspend, we are
going to have a panel with the regulators, so I guess that you will
be making those statements to the regulators.

You are all excused. Thank you.

[recess]

The CHAIRMAN. The hearing will come to order again. I apologize
obviously for this delay, but it has been very important.

We have a panel now of regulators who are the second panel,
which isn’t always the case, but we think it was very important.
Let me begin by asking all of you, one of the most frustrating ques-
tions we get is—frustrating in that we can’t get it answered, to
what extent are accounting standards over and above everything
else an obstacle here? That is part of our problem. We will not leg-
islate accounting standards, but we have talked to the Accounting
}Sltan‘glards Board. Are accounting issues any part of the problem

ere?

Let’s start with Mr. Allison. Oh, I apologize. You didn’t give your
opening statements. Well, we will have your opening statements
first. Mr. Allison, go ahead.

Mr. ALLISON. Would you like me to begin, Chairman Frank?

The CHAIRMAN. Yes, with your opening statement. Ignore me
from time to time. The hearing will go better. So just give your
statement.

STATEMENT OF THE HONORABLE HERBERT M. ALLISON, JR.,
ASSISTANT SECRETARY FOR FINANCIAL STABILITY AND
COUNSELOR TO THE SECRETARY, U.S. DEPARTMENT OF THE
TREASURY

Mr. ALLISON. Thank you, Chairman Frank, Ranking Member
Bachus, and members of the House Financial Services Committee,
as well as Chairwoman Velazquez, Ranking Member Graves, and
members of the House Small Business Committee. Thank you for
the opportunity to testify today.

The Administration strongly believes that small businesses are
critical to our economic recovery. We have listened to small busi-
ness owners across the country, and we understand that they are
facing real challenges in accessing credit. This week, the FDIC re-
ported that lending by the banking industry fell by $587 billion last
year, the largest annual decline since the 1940’s. While the pace of
contraction has slowed, the Fed’s Senior Loan Officer Survey has
shown tightening credit standards for small business borrowers for
13 straight quarters.

We must improve credit conditions for small businesses. That is
why the President proposed authorizing $30 billion for a new Small
Business Lending Fund, or SBLF. The program would provide a
strong incentive for strong- and mid-sized banks to accelerate small
business lending. For example, if a bank used this new capital to
increase its small business lending by 10 percent, its cost for this
capital would fall to just 1 percent per annum. Additionally, banks
could leverage Treasury’s investment to increase by more than the
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$30 billion dedicated to the facility. It is important to note that the
$30 billion is not a cost to taxpayers. It is an investment. We ex-
pect that almost all of that investment will be returned to Treasury
over time. As you know, Treasury’s previous investments in banks
are already producing a profit to taxpayers.

The SBLF would be created through legislation to make it sepa-
rate and distinct from the TARP. While Treasury has the authority
to create a small business lending fund under TARP, we are con-
vinced that if we did so, very few banks would participate. Various
restrictions under TARP have had unanticipated consequences for
small- and mid-sized banks. For example, a small community bank
may not be permitted to make severance payments to a bank teller
due to the golden parachute prohibition that applies to senior ex-
ecutives and the next five highest paid employees. As evidence of
banks’ reluctance to participate in TARP programs, when we re-
opened the Capital Purchase Program for small banks with less
than $500 million of assets, 7,000 banks were eligible to partici-
pate. Only one new bank took funding during the next 6 months
that the program was open.

But simply removing TARP restrictions will not be enough to en-
sure participation. Many banks believe there is a stigma attached
to accepting TARP capital. They fear that competitors will question
the soundness of their bank if they take TARP capital, even though
all banks receiving TARP funds have had a viability determination
from their primary Federal regulator. For these reasons, the Ad-
ministration strongly believes that an SBLF outside of TARP and
under appropriate oversight would draw far greater participation
by small financial institutions and thus have the greatest chance
of increasing lending.

Small businesses are asking for our help. The Small Business
Lending Fund can substantially expand credit for small businesses
across our Nation. Treasury looks forward to working with you on
this proposal to help small businesses create jobs and contribute to
a full economic recovery. Thank you.

[The prepared statement of Assistant Secretary Allison can be
found on page 93 of the appendix.]

Chairwoman VELAZQUEZ. [presiding] Our next witness is the
Honorable Karen Mills, Administrator of the SBA.

STATEMENT OF THE HONORABLE KAREN G. MILLS,
ADMINISTRATOR, U.S. SMALL BUSINESS ADMINISTRATION

Ms. MiLLs. Thank you very much, Chairwoman Velazquez,
Chairman Frank, and members of both committees.

Small businesses continue having problems getting access to cap-
ital. This is a situation that must be fixed. Small businesses cre-
ated 65 percent of the net new jobs over the past 15 years, so we
need a robust small business jobs plan that addresses these credit
gaps. We have already taken an important step forward. I want to
thank Congress for passing the Recovery Act and for the extension
of the 90 percent guarantee and reduced fee provisions.

Over the past year, we have been able to leverage $500 million
in taxpayer dollars into more than $20 billion in the hands of small
businesses. We have also brought more than 1,000 lenders who
hadn’t made an SBA loan since 2007 back to SBA lending. Com-
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pared to the weeks before the Recovery Act, this is a weekly vol-
ume increase of more than 90 percent—and we have a slide up
there to illustrate this—but we need to do more.

For our small business jobs plan, we have analyzed the gaps in
the current small business lending market and we have con-
structed proposals that address the most critical problems. We are
guided by three principles: build on what works; maximize limited
taxpayer dollars; and make targeted changes as quickly as possible.
Our plan has five key components:

First, for community banks that don’t have capital to lend, we
need the Small Business Lending Fund that you have just heard
described.

Second, for banks that have capital but are still having trouble
taking the risk, we have asked Congress for an extension of the 90
percent guarantee and the reduced fees through September. Those
funds ran out at the beginning of this week. Already there are 370
loans for more than $140 million in our queue.

Third, for small businesses that need bigger SBA loans to create
jobs—franchisees, manufacturers and exporters—we want to in-
crease our top loan limits from $2 million to $5 million, and there
is a slide on that.

Fourth, for businesses that can’t find access to working capital,
they have had their credit lines pulled, we need to temporarily
raise SBA express loan limits to $1 million. There is a slide on that
as well, and these are in your packages.

And fifth, for owner-occupied real estate of small businesses
whose commercial real estate mortgages need to be refinanced, we
need to open up our 504 program.

Finally, we know that the chairwoman and others have asked us
to look at direct lending. We spent a lot of time working on this,
and we have found several important concerns and unintended con-
sequences. We currently have 75,000 branches making SBA loans.
Duplicating their reach would require significant new SBA staff,
and training and hiring this workforce would take too long. The ap-
proach is costly and would increase the subsidy cost from 1 cent
to 15 cents per dollar of lending, and we would be competing with
and even replacing the private lenders who have now ramped up
our SBA lending, including the 1,100 banks we have gotten back.

The problem we are trying to solve is not that small businesses
need direct loans. It is that they need direct access to banks that
are making loans with our 90 percent guarantee and direct access
to counselors that can help them get creditworthy. We today are
providing everyone here with some information that should help in
that manner. These are going to be the names and numbers of SBA
lenders in your State or area and our counselors in your area so
that you can help refer those who come to you and give them direct
access to these programs that are working.

Again, the principles of these proposals are to build on what
works, to maximize limited taxpayer dollars, and to make the tar-
geted changes as quickly as possible. We are confident that with
these actions, we can move to fill the credit gaps and meet the
needs of America’s small businesses. Thank you.

[The prepared statement of Administrator Mills can be found on
page 252 of the appendix.]
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The CHAIRMAN. Next, Governor Elizabeth Duke of the Board of
Governors of the Federal Reserve.

STATEMENT OF THE HONORABLE ELIZABETH A. DUKE, GOV-
ERNOR, BOARD OF GOVERNORS OF THE FEDERAL RESERVE
SYSTEM

Ms. DUKE. Chairman Frank, Chairwoman Velazquez, Ranking
Member Bachus, Ranking Member Graves, and committee mem-
bers, thank you for the opportunity to join today’s joint committee
hearing to discuss the availability of credit to small businesses.

The timeliness of this hearing is highlighted by findings released
just this week in a study by the National Federation of Inde-
pendent Business. They have found that of small employers who
attempted to borrow in 2009, nearly one-half received all the credit
they wanted, but almost a quarter received no credit at all. This
compares to a similar study in 2005 when nearly 90 percent had
most or all of their credit needs met and only 8 percent obtained
no credit.

These statistics are concerning to me in my role as a policymaker
and a bank supervisor, but they are also distressing to the part of
me that spent 30 years as a community banker and a small busi-
ness lender. I know all too well the anguish of businesses strug-
gling for survival and the bankers trying to meet the needs of their
customers in the face of mounting credit losses. While conditions in
financial markets continue to improve, access to credit remains dif-
ficult for many smaller businesses that largely depend on banks for
credit. Risk spreads on small business loans at banks have contin-
ued to rise, and the decline in loans outstanding has been stark.
A number of factors are contributing to the reduction in bank
loans. For instance, in response to rising levels of delinquent and
nonperforming loans, banks have reduced existing lines of credit
sharply and have tightened their standards and terms for new
credit. In addition, banks with capital positions that have been
eroded by losses or those with limited access to capital markets
may be reducing risky assets to improve their capital positions, es-
pecially amid continued uncertainty about the economic outlook
and possible future loan losses.

The reduction in the availability of credit, however, is not the
whole story. There is also less demand for credit. As businesses re-
duced inventory levels and capital spending, they tend to pay down
debt and build cash positions. And while some potential borrowers
seek less credit, others are ineligible to borrow. Weakened balance
sheets, reduced income, falling real estate collateral values, and in
some cases a recent history of payment problems, have made it dif-
ficult for some businesses and consumers to qualify for loans, espe-
cially under current stricter standards.

A significant fraction of small businesses rely upon personal as-
sets and consumer credit to fund their operations, thus small busi-
nesses are impacted by tight conditions for consumer credit in addi-
tion to those for business credit.

And finally, small business lending is often based on relation-
ships that are solidified over time, and when those existing rela-
tionships are broken, small businesses find it quite difficult to es-
tablish similar arrangements with a new bank.
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Improvement in a number of the conditions that depressed lend-
ing in 2009, however, lead me to be optimistic that we may begin
to see an increase in bank loans later this year. Economic condi-
tions, the most important determinant in the demand for and avail-
ability of small business lending, have improved considerably since
the early and middle part of last year. In response, bank attitudes
toward lending, including small business lending, may be shifting.

In the January Senior Loan Officer Opinion Survey, the number
of banks that reported the tightening of credit standards for small
business lending no longer outnumbered the banks that reported
an easing of lending standards.

The Federal Reserve has been working with banks to foster im-
proved access to credit and prudent underwriting of new loans, and
we will continue to do so. I believe that the considerable support
we gave to bank lending through accommodative monetary policy
and borrowing facilities has been critically important. In addition,
to ensure that supervisory policy does not inhibit lending, the Fed-
eral Reserve joined with the other banking agencies and super-
visory guidance that emphasized the need for banks to continue to
meet the credit needs of creditworthy borrowers while maintaining
appropriate prudence in lending decisions.

Recent guidance covering commercial real estate lending also en-
courages banks to work with borrowers to restructure troubled
commercial real estate loans in a prudent manner and reminds ex-
aminers that absent other adverse factors, a loan should not be
classified as impaired based solely on a decline in collateral value.

The Federal Reserve has supplemented and reinforced this guid-
ance through outreach to banks and training for bank examiners
in a variety of forums. The reserve banks are also conducting a se-
ries of regional and topical meetings on small business access to
credit. Some, such as the ones held this week on minority entrepre-
neurship and SBA lending, will focus on specific topics. Others will
focus on identifying regional differences in credit availability. Meet-
ings will be followed by a capstone event at the Board of Gov-
ernors.

In summary, the Federal Reserve is committed to using all avail-
able tools to maintain the flow of credit to the economy, especially
the critically important small business market.

We thank you for holding this important hearing, and I look for-
ward to your questions.

[The prepared statement of Governor Duke can be found on page
188 of the appendix.]

The CHAIRMAN. Next, we have John Dugan, the Comptroller of
the Currency.

STATEMENT OF THE HONORABLE JOHN C. DUGAN, COMP-
TROLLER, OFFICE OF THE COMPTROLLER OF THE CUR-
RENCY

Mr. DuGAN. Chairman Frank, Chairwoman Velazquez, Ranking
Member Bachus, Ranking Member Graves, and members of the
committees, I appreciate this opportunity to discuss the lending ac-
tivities of national banks and the OCC’s actions to maintain a su-
pervisory climate that facilitates sound lending to consumers and
businesses.
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Access to credit is critical to the health of our Nation’s economy,
and national banks play a vital role in meeting this need. The OCC
has always encouraged national banks to lend to creditworthy bor-
rowers. In fact, banks cannot be healthy and profitable if they do
not continue to focus on making sound loans to businesses and con-
sumers. While there are signs that the economy is beginning to re-
cover, significant stresses continue to restrain both the demand for
credit and its supply. The result has been a sharp reduction in the
outstanding loans of commercial banks of all sizes and across near-
ly all loan categories.

In terms of demand, businesses have sharply curtailed capital ex-
penditures and reduced inventories, the typical drivers for commer-
cial bank loans. Indeed, the recent cutbacks in fixed investment in-
ventories and accounts receivable by U.S. nonfinancial companies
is unprecedented in the past 55 years for which we have historical
data. Consumers, likewise, have cut back on spending and are sav-
ing a larger share of their income.

The resulting reduction in loan demand has been pronounced, in-
cluding for small businesses. Reports issued by the National Fed-
eration of Independent Business over the past 2 years have consist-
ently shown that underlying business conditions rather than access
to credit is the primary issue facing many small business owners.
Still, the decline in loans also reflects the reduced supply of credit.
As the deteriorating economy has taken a toll on consumers and
businesses, bankers have also become more cautious. Loan under-
writing standards generally have tightened across the industry, re-
flecting in part a return to more prudent practices and in part be-
coming more conservative. These changes have resulted in higher
downpayments, additional collateral, and other requirements that
have clearly affected the ability of some borrowers to obtain credit.

We recognize that this environment presents particular chal-
lenges to the OCC and the other banking regulators. It is impera-
tive that we take a balanced and consistent supervisory approach
to ensure that our actions do not discourage banks from making
loans to creditworthy borrowers. Many have questioned whether
the regulatory pendulum has swung too far to the point where reg-
ulators and examiners are impeding banks’ ability to make even
prudent loans. This is a matter we take very seriously, and we
have taken numerous steps and are continuing to take such steps
throughout this credit cycle to ensure that examiners are taking a
balanced, fair, and consistent approach across the country. These
actions have included interagency statements on commercial real
estate loan workouts and small business lending, both of which
clarify our expectations and underscore that examiners will not
criticize banks for prudent lending activities.

We have reinforced these messages through regular and repeated
communications with our examination staff. For example, we have
consistently instructed examiners not to tell bankers which loans
to approve and which to deny and not to criticize loans based sim-
ply on collateral values or a borrower’s association with a par-
ticular industry or geographic location. Instead, we continue to
stress that national banks should do the following: make sound
loans to creditworthy borrowers; work with borrowers who are fac-
ing difficulties; and recognize and address problem credits by main-
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taining appropriate reserves and taking charge-offs when repay-
ment is unlikely.

We also continue to work with Congress, the Administration, and
the industry on programs that can provide additional assistance to
the hardest-hit sectors. We support a number of small business
lending initiatives, and we have worked hard to help bankers un-
cslergtand and more fully use the various programs offered by the

BA.

Finally, let me offer one cautionary note. While we should be
very careful not to encourage the banks we supervise to become ex-
cessively conservative, we simply cannot turn a blind eye to in-
creasing losses and mounting credit problems—185 banks have
failed since the start of the crisis, including 33 national banks. Es-
timated losses to the FDIC exceed $57 billion already, and we are
likely to have even more failures in 2010 than the 140 that we had
last year. In this environment, we need to avoid the kind of for-
bearance that put off problems and caused such huge losses in the
savings and loan crisis, an experience that led Congress to enact
the prompt corrective action regulatory regime in 1991. That re-
gime reinforced to supervisors how important it is for institutions
to realistically recognize losses and deal with them both to avoid
further problems, and even more important, to put themselves in
a better position going forward to make loans to creditworthy bor-
rowers.

Thank you.

[The prepared statement of Comptroller Dugan can be found on
page 159 of the appendix.]

The CHAIRMAN. Next, Martin Gruenberg, who is the Vice Chair
of the Board of Directors of the FDIC.

STATEMENT OF THE HONORABLE MARTIN J. GRUENBERG,
VICE CHAIRMAN, FEDERAL DEPOSIT INSURANCE CORPORA-
TION

Mr. GRUENBERG. Thank you, Chairman Frank, Chairwoman
Velazquez, Ranking Member Bachus, Ranking Member Graves,
and members of the committees. I appreciate the opportunity to
testify on behalf of the FDIC on the state of lending and credit
availability for small business and commercial real estate.

Adverse credit conditions and stressed balance sheets have cre-
ated a difficult environment for borrowers and lenders. Large
banks have significantly cut back on lines of credit to consumers
and to small business. In addition, small- and mid-sized institu-
tions who tend to make business loans secured by residential and
commercial real estate are dealing with the effects of large declines
in real estate values which tend to reduce the collateral coverage
of existing loans and make it more difficult for household and small
business borrowers to qualify for new credit.

In response to these challenging economic circumstances, banks
are clearly taking more care in evaluating applications for credit.
While this more conservative approach to underwriting may mean
that some borrowers who received credit in past years will have
more difficulty receiving credit going forward, it should not mean
the creditworthy borrowers are denied loans. As bank supervisors,
we have a responsibility to encourage institutions regularly and
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clearly to continue to make soundly structured and underwritten
loans.

Acknowledging this responsibility, the FDIC and the other bank
regulators supplemented prior guidance and issued the interagency
statement on meeting the credit needs of creditworthy small busi-
ness borrowers earlier this month to emphasize that examiners fol-
low a balanced approach in assessing small business lending. The
statement recognizes that many small businesses are experiencing
difficulty in obtaining and renewing credit to support their oper-
ations. It is clear that for a number of reasons the small business
credit availability has tightened.

The FDIC and the other bank regulators believe that continued
sound lending to creditworthy borrowers is critical to the long-term
success and health of the small business sector and their lenders.
This statement indicates that financial institutions should under-
stand the long-term viability of a borrower’s business and focus on
the strength of a borrower’s business plan to manage risk rather
than using portfolio management models that rely primarily on
general inputs, such as borrower’s geographic location or industry.
This new guidance states examiners will not adversely classify
loans solely on the basis of a decline in the collateral value below
the loan balance or the borrower’s association with a particularly
stressed industry or geographic region.

I would note that the FDIC has also reached out to the industry
to help us frame policies and supervisory procedures that will help
lenders navigate through this credit cycle and become more com-
fortable extending and renewing loans. One of the first steps in
this process was to establish the FDIC’s Advisory Committee on
Community Banking in mid-2009 to better enable our board and
senior management to have a dialogue with the industry on how
we can improve our supervisory programs and foster improved
availability of credit. The advisory committee met most recently on
January 28th, where we discussed many of the issues we are dis-
cussing today in this testimony, including credit availability and
access to capital markets. The advisory committee will continue to
meet regularly and provide direct input from community bankers
on the many critical issues they face.

Over the past year, through guidance, the examination process,
and other methods, the FDIC has sought to encourage banks to
maintain the availability of credit while striving to balance these
considerations with prudential safety and soundness requirements.
Striking the appropriate balance remains our greatest challenge.

Thank you very much.

[The prepared statement of Vice Chairman Gruenberg can be
found on page 219 of the appendix.]

The CHAIRMAN. And finally, John Bowman, Acting Director of
the Office of Thrift Supervision.

STATEMENT OF JOHN E. BOWMAN, ACTING DIRECTOR,
OFFICE OF THRIFT SUPERVISION

Mr. BOwMAN. Good afternoon, Chairman Frank, Chairwoman
Velazquez, Ranking Member Bachus, Ranking Member Graves,
and distinguished members of the committees. Thank you for the
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opportunity to testify today on behalf of the Office of Thrift Super-
vision.

I think we all recognize that banks and thrifts remain under tre-
mendous stress due to the continued declines in home prices, high
unemployment rates, pressures on commercial real estate, and the
improving but still hobbled secondary market for mortgages. We
need look no further than high levels of delinquent loans in home
foreclosures and the increasing number of financial institutions
that are troubled or failing under this strain.

As a counterweight to the stress, financial institutions are build-
ing capital levels and loan loss reserves, thereby making fewer dol-
lars available to lend to consumers and businesses. No one wants
to return to the days before the recession when too many loans
were made using underwriting criteria based not on the borrower’s
ability to repay but on the value of the collateral, value that we
now know was fleeting. But we also recognize the economy will not
recover fully until financial institutions resume lending at levels
that can help sustain a thriving economy.

Many sources of credit before the recession, such as highly lever-
aged and underregulated nonbank businesses that often main-
tained loose underwriting standards, have gone out of business.
Their departure from the marketplace leaves borrowers more de-
pendent than ever on regulated banks and thrifts, and as a result,
lending by these institutions is more essential.

The question before us today is whether banks and thrifts are
tightening credit to an unreasonable level beyond what is prudent
for safety and soundness and what regulators can do to ensure that
the financial institutions that they regulate strike the right balance
between lending and safety and soundness. I have seen some ex-
ecutives at banking institutions quoted as saying that they want to
lend more but that their regulators won’t let them. In some cases,
that is certainly true. An institution with soaring levels of bad
loans and insufficient capital faces the all too real prospect of fail-
ure if capital and loan loss reserves do not increase.

And to state the obvious, a closed institution doesn’t make any
more loans. The regulator might be painted as the culprit in re-
stricting lending, but on the other hand, the regulator might also
succeed in helping the institution return to a healthy condition so
it can resume meeting the financial services needs of families and
businesses in its community.

For healthy institutions, let me make clear that the OTS is en-
couraging all types of loans allowed under the thrift charter as long
as thrifts follow prudent underwriting standards to ensure each
borrower’s ability to repay. The OTS and other regulators have
made this position very clear to regulated institutions twice in re-
cent guidance, and at the OTS we have taken several steps out-
lined in my written testimony to make sure our regional offices and
examiners in the field are in lockstep with Washington on this
issue.

I also note in my written testimony that small business lending
is fully consistent with the mission of the thrift industry to serve
America’s consumers and communities. However, thrifts are lim-
ited by law in the amount of small business lending they can do.
This restriction makes less credit available to small businesses,
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and although the House Financial Services Committee has voted 3
times to remove the cap on small business lending, and the full
House has passed it twice, this provision has never been enacted
into law.

Thank you again for having me here today, and I am happy to
answer your questions.

[The prepared statement of Acting Director Bowman can be
found on page 114 of the appendix.]

The CHAIRMAN. We have 1 hour and 35 minutes with this panel,
and I am going to forgo my own questions in the interest of accom-
modating other members.

Next for the Financial Services Committee, we have Mr. Foster
of Illinois.

Mr. FosTER. Thank you all for appearing today. I will start off
by saying that I am a big fan of loan incentives. I am for viable
business in the existing conditions. I think that is something we
just have to do. And I concur with Administrator Mills’ conclusion
that we must work with existing institutions, that there simply is
no time to bootstrap a new direct loan program because of the staff
issues.

So my first question is, do you think that the programs that are
being talked about are dealing adequately with a moral hazard
that particularly when you start getting into issues like refi-
nancing, really the 504 program and so on, that banks may have
an incentive to push off their problem loans onto SBA refinancing?
And do you think that moral hazard is being adequately addressed?

Ms. MiLLs. Thank you for your question. We have proposed a se-
ries of activities that are built on what has been successful so far.
So in the past year, we raised our loan guarantees to 90 percent,
and we took very seriously this issue, would we experience this
moral hazard that you described? Instead, we have found that
there is great demand because banks want to make good loans but
for various reasons can’t take those risks. And as their credit box
moved up, ours moved up under them, and in fact, the credit scores
on the loans that we did—this $20 billion over this last year—are
actually higher than the credit scores from 2007-2008.

In the case of the 504 proposal, we are looking at refinancing
owner-occupied real estate, not commercial real estate that has
been speculative, but a dentist who owns his dentist office, a manu-
facturer who might own the warehouse, and that those loans be in
good standing. We know there is a significant amount of them that
were done in 2005, 2006, and 2007 with 5-year bullet refinancing
provisions that will come due in 2010, 2011, and 2012, and this
proposal is constructed to meet the needs of those which have been
owner-occupied and not been in default, but for various reasons
their banks won’t be able to take on the refinancing.

Mr. FosTER. Okay. Thank you. Do any of the other panelists
have comments on the moral hazard problem?

I guess the second general question I had concerns the right
sizing of these programs. It is obvious that in an efficiently de-
signed program, the larger the program, the deeper you are going
to have to reach into less creditworthy borrowers, and at some
point that will increase the risk of the government running these
programs at a lost. However, strictly from the point of view of the
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greedy taxpayer who wants to minimize the national debt when
this all plays out, it may make sense for the government to operate
these at a loss, particularly because in the case of refinancing, for
example, the hole in the economy that exists when a company fails
puts people onto unemployment, onto food stamps and so on and
so forth. So that when you do the overall optimization, it may make
sense for the government to run these at a modest loss.

Has anyone done that sort of analysis to determine the optimal
size of these programs?

Mr. ALLISON. Perhaps I could respond to your question, Con-
gressman. From the standpoint of the Treasury and our advocacy
of the Small Business Lending Fund, we have sized that program
at $30 billion. If you look at the total amount of small- and mid-
sized bank lending on their books today, it is about $550 billion.
If this program were funded by Congress, we could increase lend-
ing, we think, by at least 10 percent. We think that is a reasonable
amount. It is prudent. We think the costs of this program—Iet me
stress, this would be an investment in banks. We expect to get al-
most all of that money back. The cost to the taxpayer we think will
be quite low.

Mr. FOSTER. In which case it is too small, put by the line of logic
that I just went through.

Mr. ALLISON. Let me say though that we would be investing in
viable banks deemed by the regulators to be viable, and that is the
vast majority of these banks today. We already have experience
with investing in banks. We have invested through the TARP in
700 banks, and to date the taxpayer has obtained a profit, even
though that was a very large amount of—

Mr. FOSTER. Would it be possible for you to get back with some
sort of estimate of, you know, the other part of that equation that
I went through?

Mr. ALLISON. Certainly.

Mr. FOSTER. It would be very valuable in understanding what
the rights are.

I guess the third point I would like to raise—

The CHAIRMAN. Your time has expired.

Mr. FOSTER. I yield back.

The CHAIRMAN. The gentlewoman from Illinois, Mrs. Biggert. In
fairness to Members, I can see the clock. I didn’t realize nobody
else could.

Mrs. BIGGERT. Thank you, Mr. Chairman. And I thank all of you
for being here today. I appreciate your testimony, but it seems to
me—it is unfortunate that what you are saying in Washington is
very different from what is happening with your examiners and re-
gional supervisors on the ground and from what I hear from them.
Let me just give you a couple of examples.

One of my constituents has said, “Overzealous regulators have
swung the pendulum too far toward regulatory overkill,
compounding lack of available credit that otherwise would be avail-
able to the public. The bank regulators are forcing arbitrary write-
downs on performing loans, excessively high loan loss reserve, cap-
ital and liquidity requirements. All of these actions reduce the
amount of available credit that might otherwise might be available.
Every day, bankers are being told by their regulators to not make
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loans and in fact reduce their existing loan portfolios. The only via-
ble and practical way to increase bank lending activities is to get
the regulators back to a commonsense and realistic approach in
their examinations.”

And secondly, another bank, “We have encountered an issue dur-
ing our last exam regarding an unsecured loan that has always
been and continues to remain current on its payments. Due to lack
of collateral and the borrower’s tight cash flow, we had fully re-
served for the loan. Thanks to our being so prudent, the examiners
made us charge the loan off as a complete loss because it was fully
reserved. So why not? Keep in mind we are receiving timely pay-
ments but we can’t return the reserves to capital. As payments are
r?‘f(‘:eived for the loan, we have to wait until the full loan is paid
O .”

And I have heard multiple times about this. Particularly the con-
cern that they have is where they are asked to devalue a loan
where they are receiving full payment on the loan and continuing,
and the regulator will say, “Well, it is going to go down maybe next
year. So you need to devalue it now.” And then put that on top of
the increase for the FDC in the assessments. We are seeing so
many banks that then their ratings are lowered.

So if you could just briefly comment on that. Maybe Ms. Duke
or Mr. Dugan?

Ms. DUKE. Thank you, Congresswoman. I hear the same stories
over and over and over again, and we are incredibly focused on try-
ing to run down specific instances to make sure that we are com-
municating with the examiner in the field to make sure that the
examiner in the field knows what to do. That was one of the rea-
sons there were so many examples in the commercial real estate
guidance. And in fact, I sat down with examination staff and
played the part of the banker, and we argued each one of those
loans as if it were a loan in my bank.

I think we have to communicate with it. To the extent that you
hear that from people in your district and you can identify who the
regulator is, we would very much like to know the specific in-
stances so that we can follow them up.

Mrs. BIGGERT. Good. When will we receive the results of the
guidelines and the work that you have done recently? I mean, these
are not old but they are not yesterday. Will we see a change?

Ms. DUKE. It is very difficult to measure, and we are working on
ways that we might be able to measure it. But we do have one sort
of preliminary thing, and that is troubled debt restructurings,
which are loans that have been restructured, shown on the balance
sheets of the banks, increased 32 percent in the fourth quarter of
2009, and this guidance came out in October. So that is one very
srlnall encouraging sign that at least some workouts are taking
place.

Mrs. BIGGERT. And there was one case too that I have where the
field operator okayed everything that they did and then the super-
visor came in and changed it, taking away the capital that they
had. So I am concerned about that.

Can anybody really define “creditworthy?” Is there a standard
definition? You all mention it. But is there? Okay. Well, I won’t
waste time then.
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Mr. Dugan, could you respond, and maybe Mr. Gruenberg, to the
question that we have been discussing?

Mr. DuGaAN. Yes, to the more general question, not the definition
of creditworthy. I agree with Governor Duke’s remarks. We have
spent an awful lot of time trying to walk through the individual ex-
amples with our examiners. And let me say, we have been spend-
ing an awful lot of time not just now but coming into the crisis,
on dealing with, anticipating, and then working with our exam-
iners to work through the problems. I can’t emphasize enough,
however, that individual circumstances really do matter.

Remember, we have a ton of banks failing now, and the number
on the problem bank list of the FDIC is now up over 700 banks.
So you really do have to look hard at the individual circumstances
to figure out which are places where there might be some undue
stress on the examiner, or where the bankers are not realistically
recognizing the problems that they are confronting.

The CHAIRMAN. I am going to ask unanimous consent for 1
minute. The ranking member and I just had a conversation. Mr.
Bowman, you jogged our memory. You are right. This committee 3
times—twice under a Republican Majority and once under a Demo-
cratic Majority—voted to give an additional 10 percent lending
under the qualified thrift lender if it was just small business, the
additional 10 percent. We have passed it twice through the com-
mittee. It went through the House. We neglected to get to it. I have
just spoken to the ranking member and we are going to give that
very favorable consideration.

Mr. BOWMAN. Mr. Chairman, I would suggest the bill that passed
providing for unlimited small business lending. There would be no
cap on it.

The CHAIRMAN. Right. That may be more than we can do, but we
will certainly increase—I think there is an agreement that we will,
as we have done 3 times before—in fact, the ranking member was
chairman of the subcommittee when it was done in the committee
in one case. So an increase in the small business lending cap for
thrifts will be given very serious consideration.

I thank you for calling this to our attention. The chairmanship
has just moved.

Chairwoman VELAZQUEZ. Thank you. Comptroller Dugan, I am
curious about Administrator Mills’ response to Congressman Foster
from Illinois when she emphasized that the Administration’s CRE
refinancing proposal would only be for performing loans. Thus, a
loan’s past performance fully indicates a borrower’s ability to
repay, particularly on CRE loans.

Mr. DuGAN. Okay. I am sorry. And the question is whether—

Chairwoman VELAZQUEZ. If past performance by itself will indi-
cate a borrower’s ability to repay, so that they could use the 504
to refinance?

Mr. DuGaN. I don’t know the particulars of the 504 standards.
But at least the way we look at loans, it is certainly very relevant
what the past performance has been, but it is not the only thing.
It has to do with what is the current projection of the cash flows
to support repayment on the project, which is critical to under-
standing whether it is a—

Chairwoman VELAZQUEZ. Ms. Duke?
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Ms. DUKE. I would agree. The standards for the 504 program are
very different from the way we look at it. But there are some provi-
sions in the CRE guidance to take a loan—say you had a loan for
$1 million. The cash flow would support $800,000, to refinance that
loan into a performing piece, the A piece, and then the less per-
forming piece, the B piece, and treat those two pieces separately.

Chairwoman VELAZQUEZ. Well, in addition, I will remind the Ad-
ministration that the 504 loans cannot be used for the refinancing
of maturing debt.

Mr. Allison, we are here because the banks are saying that you,
the regulators, are responsible for the lack of financing provided to
small businesses by financial institutions. Under the Administra-
tion’s $30 billion proposal for small business lending, should we all
expect that this is going to trickle down and that it will incentivize
institutions to lend to small businesses?

Given that in the past when we discussed the TARP money, we
didn’t see the results of that money trickling down to small busi-
nesses, what would keep lenders from hoarding this money or
using it to cover potential losses from commercial real estate?

And I guess that you were all looking and listening to Chairman
Bernanke when he talked about the next wave of defaults in the
real estate area.

Mr. ALLISON. Yes. Chairwoman Velazquez, thank you very much
for that very important question, your first question being, why
will banks lend more under this new Small Business Loan Fund
than they did under the TARP capital programs?

One very important difference is that TARP was intended to pro-
vide capital for banks to assure their viability going forward under
stressful conditions. This program has been designed to provide a
powerful incentive for banks to lend because, as you know, the divi-
dend rate on this new capital can drop dramatically if and only if
the banks lend incrementally beyond where they are today.

A couple of other points, the small banks we are talking about
have done a pretty good job of maintaining lending balances during
this very difficult recession. We think many of them are eager to
lend, and by providing them with more capital—in this case, cap-
ital that could increase their Tier 1 capital by 30 to 50 percent—
they should be more confident about being able to support their ex-
isting assets and increase their lending at the same time.

Chairwoman VELAZQUEZ. You know, it just brings back memories
of when Chairman Paulson was sitting right there, telling us, don’t
worry, don’t put any restrictions on any of these funds, because I
can guarantee that lending from financial institutions will happen
for small businesses. And today, a year later, we are seeing the
consequences.

Let me ask you, what will be plan B if the $30 billion doesn’t
produce what you are expecting?

Mr. ALLISON. Chairwoman Velazquez, we have designed this pro-
gram after consultations with many banks around the country and
with banking associations, and we have been assured by them that
they would view this plan as quite different. Now what is very im-
portant is that this lending fund be authorized outside of TARP be-
cause, as I mentioned in my testimony, many banks are extremely
reluctant to take part in any TARP program because of what is
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called a TARP stigma. I am the person who is responsible for the
TARP. I can tell you that a TARP program would not be nearly as
effective to achieve your goal of stimulating lending as a program
would be outside of TARP. So I would urge respectfully the Con-
gress to enact new legislation so the banks would be willing to take
the money.

Mr. BAcHUS. Mr. Chairman, could I just ask for a clarification?

The CHAIRMAN. Sure.

Mr. BACHUS. You were talking about being responsible for the
TARP. Are you talking about the Capital Purchase Plan? Are you
talking about the whole TARP?

Mr. ALLISON. Sir, I manage the Office of Financial Stability with-
in the Treasury which oversees all of the TARP programs.

Mr. BACHUS. Okay.

The CHAIRMAN. The Republican side on Small Business.

Mr. GRAVES. Mr. Coffman?

Mr. CorrMAN. Thank you, Mr. Graves. My question is—well, let
me express a concern first. I think some of you have stated that
we have to achieve a regulatory balance, and that is very difficult
to do. But it seems as if we have shifted in a way where we are
trying to establish a risk-free environment, and I am not sure in
a free-market system if you can do that. And I think that, you
know, when I hear from some of you about the range of options
available, that when the underlying asset has gone down in value,
but the loans are performing loan, that you don’t need to write
down that loan. But a lot of the regulators from my under-
standing—at least in my congressional district—are.

Congressman Perlmutter and I did a kind of joint roundtable
with a lot of our community bankers, and they certainly expressed
concerns for the regulatory environment in terms of their ability to
loan in particular to small business. I would like to defer the bal-
ance of my time to Congressman Perlmutter to talk about what we
are working on here.

Mr. PERLMUTTER. Thank you. Mr. Dugan, you hit right on it,
about forbearance. We have one bill that would allow—if somebody
has continued to pay on time and hasn’t missed anything but their
collateral has been written down—that they still continue to—that
there be forbearance against the banks so the bank can forbear
with its customers so they can get to the light at the end of the
tunnel. I will just say to you, if we were operating under the same
standards in the 1980’s, which you mentioned, in Colorado that we
are today, we wouldn’t have any banks in Colorado. They would
have all been gone. There was a forbearance opportunity. We ended
up with half of our banks. We lost half our banks. We kept half
our banks.

So I think Congressman Coffman and I, based on our roundtable
and what we have experienced here, is that we think that there
ought to be some kind of forbearance. So I am going to let you re-
spond because I know you don’t agree, but let the committee know
why you don’t agree.

Mr. DUGAN. Okay. I am happy to do that. I guess I disagree with
the conclusion that you wouldn’t have had any banks. I think the
conclusion that most of us took who lived through that time in the
1980’s was that the forbearance caused problems to be delayed and
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not resolved on time. And as a result, the costs escalated dramati-
cally to over $200 billion.

Mr. PERLMUTTER. But I would respond and say that virtually
every bank that stayed alive was operating under a memorandum
of understanding. So there was forbearance. Then you had your
RTC costs, but we have already put $700 billion through the TARP
program to try to keep things alive so that we can get to the light
at the end of the tunnel.

Mr. Coffman and I had a little company called Big Papa’s. They
had two restaurants, and they were going for a third restaurant.
They went to 40 banks to just get a $250,000 line of credit, and
they couldn’t get it because of tightened regulations. And I would
turn to Ms. Mills, even under the SBA, for whatever reason, they
couldn’t get it. Eventually, because of the work that we did, they
got it. We got 50 new jobs. This isn’t just a credit cycle issue. This
is a demand cycle jobs issue, and we have to get our people back
to work. And I know you and I have had this debate probably over
the last year now, the balance between prudence and lending. But
there is a whole another thing that the Congress has to consider,
and that is getting people back to work.

So Ms. Mills, have your SBA guidelines tightened up over the
last year-and-a-half? Or have they eased up at all?

Ms. MiLLs. Our job at the SBA is actually to provide credit else-
where. So we come in when a bank can’t make the loan without
a little bit of help. We have continued to do that and, as you can
see from our charts, expanded to really fill a large part of the gap
as banks have pulled back on their credit.

The second thing, I would just say in answer to your issue, is
that we share your concern that banks at the ground level need to
fully know these communications that we are hearing here because
we hear the same issues and confusions. But we stand ready to
help them mitigate the risk because with a 90 percent guarantee,
that portion is not considered to be risk capital on the bank’s
books, and therefore with an SBA guarantee, they can take a lot
of that risk out. We just need to be able to—with the increased
loan size—do something, for instance, for a third restaurant. That
is usually a loan size issue for us.

The CHAIRMAN. Does the gentleman want another 15 seconds?

Mr. PERLMUTTER. I will yield back to my friend from Colorado.

The CHAIRMAN. You yielded him back nothing.

Mr. PERLMUTTER. When it comes back to my time, then I will
yield to him.

The CHAIRMAN. I will now recognize the gentlewoman from Illi-
nois. But I just have to say two things. First of all, I know people
are coached from time to time to say, oh, thank you for that ques-
tion. If all the witnesses would stop saying, thank you for the ques-
tion, we would get another 20 minutes. Because we don’t believe
you anyway that you are really that grateful, and you shouldn’t be.

But more importantly, I tell you this is my frustration, when we
raise anyone’s question, you are there running your agencies. We
are listening to people. You can make a very good defense of every
single thing you did. But if all we are getting is a defense of every
single thing you have ever done, there is no change in the status
quo, and we have a problem. So I urge you not to be totally defen-
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sive. It is entirely possible that you have done very good things in
a very difficult situation, but we still need to do a little extra. And
the frustration is, when we get it, as I said, issue by issue, decision
by decision, a perfectly plausible defense of what has happened.
But then people go away saying, I guess there is no change.

The gentlewoman from Illinois?

Ms. BEAN. Thank you, Mr. Chairman. Thank you all for sharing
your expertise and your experience with us today on such an im-
portant topic. I particularly want to acknowledge the great work
and efforts that you have done at the SBA to Karen Mills, and your
staff does a really good job in Chicago and in Illinois. When we
have done—even in the suburban district that I represent—forums,
which I regularly do with our area businesses, we have invited the
SBA to participate. They educate people on the loan programs that
are available. They direct them to the increasing number of banks
that are now participating in the SBA loans. I have been advo-
cating for a new and improved SBA since I came to Congress. I
think you are really delivering against that, and I am glad you are
asking for additional resources.

What was most disconcerting about your testimony was when
you talked about the $90 million that has already been approved
in the queue but you are running out of funds. So we need to con-
tinue to provide that support so those loans can continue.

Now in your testimony, you talked about your principles for sup-
porting job growth and economic growth, build on what works,
maximize effectiveness, protect taxpayer dollars, and make tar-
geted changes quickly. Given that my understanding is that to
build the type of infrastructure that you would need to support the
direct loan program that some are advocating for would not only
take longer—in other words, to establish the necessary organiza-
tion—but that it would cost 15 times more. Am I correct on that?
How does that align with what we are all trying to do in getting—
as you have already gotten $20 billion of loans since the stimulus—
out to small business? Does this align with those goals?

Ms. MILLS. As you mentioned, our principles are to try to build
on what works. And what has been working is the Recovery Act,
90 percent guarantee, and the fee reductions. But there is still a
gap. And that is why we have taken each piece of the gap and tried
to fill it with a program that addresses what we have heard as we
have gone around the country and gotten the problems from the
banks.

So there are still gaps out there, and we have an array of things
that we want to get at. We have a pretty good track record so far
in going through our 75,000 banks. We have 1,000 of them that
stepped back up. That is why we are saying, we can get out faster
using the tools we have.

Our issue is not really direct lending. A borrower doesn’t care
where the money comes from. They care that they are not getting
it right now. So we want to really push the throttle forward on this
direct access issue, which is we need to get those borrowers con-
nected to the bank networks that are lending in the communities.
That is why the capital helps us. That is why the increased guar-
antees help us. That is why the increased loan sizes help us. And
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if we do that and we still have somebody who is not bankable, we
want to get them into our network of counseling.

We found in North Carolina that 60 percent of the people we got
into our Small Business Development Centers who were rejected
from the banks, we could actually get them bankable by helping
them with their package. They might not have done their business
plan so correctly, and maybe 2 years ago you didn’t need a business
plan to get a loan. Well, now you need that.

So we are going to accelerate those efforts.

Ms. BEAN. I have one other question for you, and then I would
like to go to Comptroller Dugan. My other question for you is, it
is estimated SBA-backed loans account for about 10 percent of the
small business lending marketplace. How would you categorize re-
cent changes with your plan of what overall share of lending in the
small business marketplace has been in the past year and moving
forward?

Ms. MiLLs. Well, as Chairman Frank has suggested—and I take
this opportunity to identify something that we would like to have
that we don’t have today, which is more data. We actually have
very little data to size the small business lending market. That
said, we estimate that we used to be about 10 percent. We think
we are a much greater share at this moment. And with these pro-
grams as—it is hard to differentiate what is demand-driven and
what is supply-driven. But we estimate that with these programs,
we should be able to close those gaps and be a larger share of the
market.

Ms. BEAN. Thank you.

For Comptroller Dugan, the Administration has proposed tempo-
rarily opening up the SBA 504 program to commercial mortgage re-
financing. Given the growing concerns over what is happening with
the commercial real estate market, and the number of maturing
loans on the books about to come due, many of which have fallen
in value and may continue to fall, is there more that we should be
doing to address that?

Mr. DuGAN. Congresswoman, I do think there is more. The bank-
ers that we talk to think that increased SBA lending limits, on the
504 program in particular, would be something that would cause
them to do more lending than they otherwise would. We have got-
ten our bankers together to sit down with Treasury as they have
tried to suggest what are real-world practical issues with the cur-
rent SBA program that could be addressed. I think that was a
helpful set of discussions that I think led to some productive, pro-
posed changes.

Ms. BEAN. I appreciate it. I yield back.

The CHAIRMAN. The gentleman from California, Mr. Royce.

Mr. RoYCE. Mr. Chairman, I was going to ask Mr. Gruenberg a
question. I have heard from several banks out in California that
they are concerned with the treatment of commercial real estate
loans, and I think we are talking about roughly $3 trillion in com-
mercial real estate loans right now that are either on the books of
the banks’ balance sheets or securitized through MBS. And if the
figures are right, I think roughly $1.4 trillion across the country is
scheduled to roll over between now and 2013?

Mr. GRUENBERG. I don’t know that number, Congressman.
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Mr. RoYCE. Maybe Mr. Dugan would know.

But what I have heard from local banks is that once the term
of a loan rolls over, let’s say typically 5 years, the lender is re-
quired to do a new appraisal of the property’s value. And some of
the banks have conveyed to me that, while they would like to roll
the loan over, because the revenue coming from the property re-
mains strong, they are being discouraged from doing so by the ex-
aminers because, frankly, the appraisal value obviously of the prop-
erty is not coming in at what it was. And I would like to get your
assessment of this potential dilemma here.

If a property has dropped in value but the revenue stream com-
ing from the property is consistent, how should the loan be treated?
I understand these loans need to be treated on a case-by-case basis,
but, in general, I would like to ask Mr. Dugan and Mr. Gruenberg
of the FDIC, should the bank make that assessment? Or is that a
question for the bank’s judgment? Or do we suggest instead that,
because of the current appraisal, that we basically have the regu-
lators lean in and send the message to the bank that—

Let me just ask you forthrightly, how do you think that should
be resolved, if you have that judgment question?

Mr. GRUENBERG. Well, in the first instance, on an individual loan
we would defer to the judgment of the bank. It is really the bank’s
responsibility to make an assessment on the quality and credit-
worthiness of the loan and a judgment as to how to proceed if the
term is expiring.

As a general matter, and this is really one of the key issues in
the guidance that we have issued, we have tried to send a clear
message to examiners that if there is a drop in the collateral value,
but the borrower is otherwise in a position to carry the loan, the
guidance is very clear that the collateral alone should not be the
basis for evaluating the borrower’s position. That is a message we
have gone to great lengths to communicate to our examiners across
the country. There may be individual cases where that is not being
followed. But the final impression is that examiners are trying
hard to work with bankers on that issue.

Mr. ROYCE. There are certainly some individual cases, or at least
as represented to me there were. And I don’t know exactly—I
wasn’t there to hear how it was communicated, but maybe there
was just an insistence that things be better capitalized in there.
But the representation I heard was that there was this message.

I would ask Mr. Dugan for his thoughts on this, too.

Mr. DUGAN. I agree with what Mr. Gruenberg said. I think the
issue that we will always look at and we expect the banks to look
at in the first instance is, is the cash flow adequate, accompanied
by the secondary sources if there are guarantors to repay the loan.
That is the key issue.

Mr. ROYCE. But let me give you an example. Because in talking
to one banker he said the theory was that the cash flow was cur-
rently adequate, but in that particular market the presumption
was that in the future it might not be adequate. And the question
to me was this: Does the banker get to make that decision, or is
that suggestion being made to the regulator?

Yes, currently—currently, indeed, you have a performing asset—
or whatever terminology is used. You have the income flow. But we
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anticipate that with the implosion, let’s say, in the Inland Empire
in California, that come next year you may not. And, therefore—
this is what I am trying to discern. Because we all hear anecdotal
information about this, and getting to the root of it is interesting.

Mr. DUGAN. And we hear that anecdotal information as well, as
you might imagine.

There certainly is no policy to say that because of a speculative
future drop in income that the examiner says that that is the cause
of why you have to write this down. But we also do expect our
banks to stress their portfolios and make sure they are taking into
account potential real-world issues that are going on currently in
the marketplace. It is hard to respond without having the par-
ticular instance in front of us, but I would say we welcome that dis-
cussion. And if it is not happening at the field level, we welcome
them taking it up the chain, both informally and also, if necessary,
to our ombudsman.

I hear the same issues, and I am constantly talking to our super-
visors and examiners: Are we getting this right? And we constantly
then will go back and ask questions. This recent guidance did try
to get at a number of these specific issues with real-world examples
that I hope would be good ones.

If I could just say one other thing. I think we have a hard time
getting across the message that even if a loan is criticized, it
doesn’t mean you still don’t continue to work with the borrower.
We expect criticism of loans—that is a technical term—to go up
during tough times. But it doesn’t mean that we expect bankers
and borrowers not to work through those loans.

Mr. Royck. Thank you.

The CHAIRMAN. Thank you. And I thought we would let that one
go because it is at the heart of it.

I just want to report—I double checked. Mr. Bowman, you were
correct in your recollection. In the 109th Congress, under Repub-
lican Majority with a bill of Mr. Hensarling’s, we took the cap off
small business lending entirely. It was a 10 percent business cap
but none for small business, and that passed the House in the
109th Congress when the Republicans were in the Majority.

And then in the previous Congress, with the Democrats in the
majority, Mr. Kanjorski was the sponsor of it, and it also passed
the House.

So the House has twice now sent to the Senate legislation to re-
move that cap, and maybe the third time will be the charm. I think
we might get bipartisan efforts to do that. As Members know,
charm is not my special area, but we will see if it works.

I believe we are now up to Mrs. Dahlkemper.

Chairwoman VELAZQUEZ. Mrs. Dahlkemper?

Mrs. DAHLKEMPER. Thank you, Madam Chairwoman.

Thank you to the witnesses for being here today.

Certainly this is an issue of great importance to my district in
Pennsylvania and to small business access to capital across this
country. During these difficult times, I think it is paramount to the
American economy to help our small businesses access capital.

Ms. Mills, as you are aware, I, along with Congresswoman Bean,
recently introduced legislation aimed at increasing access to capital
through the Small Business Administration’s 7(a) Express Loan
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program, and I want to ask you a couple of questions regarding
that program.

First of all, what is the SBA’s view on increasing the loan size
for the 7(a) Express Loan program and how do you see this as fit-
ting into the larger picture of the SBA lending programs?

Ms. MiLLS. The SBA Express Loan program is designed for busi-
nesses to give them working capital; and, as you know and as in
the bill you introduced, one of the most severe problems right now
is that small businesses have had their lines of credit withdrawn
or cut back. And now, as they begin to see that next order come,
they don’t have the inventory and they don’t have the cash flow to
expand and take that on without working capital lines.

The SBA Express program is very popular because it actually al-
lows the bank to use its own paperwork. There is no incremental
paperwork, and that allows a much faster result for the borrower.
So we see that as a very good vehicle that is up and ready today.
It is currently about 55 percent used by community banks, and we
see community banks as a very important conduit to these small
businesses who are growing. We asked for an increase in size to $1
million. The current cap is $350,000.

I want to point out that the default rates on the SBA Express
are higher than usual in the small amounts, and they are actually
lower than usual in the larger loans up to the $350,000. So the
modeling and expectation is that these actually will have lower de-
fault rates than our 7(a) program.

Mrs. DAHLKEMPER. Where is the cutoff that you are seeing the
difference in terms of the default rate?

Ms. MiLLs. There is a chart in your materials, and I think we
had it up on the screen earlier. And I think, if we look at that, we
can see it is about in the middle. So it is below—we have data up
to the $350,000. But this is the chart, and the sort of line going
down is the—and it is about—it looks like it is about at the
$100,000 level.

Mrs. DAHLKEMPER. So moving up from the $350,000 up to the $1
million, which is what our legislation has, would be actually—you
would see a lower default rate, according to your research?

Ms. MiLLs. That is what the data indicates.

Mrs. DAHLKEMPER. One other question on that. Is there anything
that would keep our community banks or credit unions from fully
participating in the 7(a) Express loan, should they choose?

Ms. MiLLs. No. They participate very robustly now. And particu-
larly in 2009, as we have brought these thousand community banks
back to lending, they participated in this as well.

Mrs. DAHLKEMPER. And is there a need, an outcry for the larger
amounts?

Ms. MILLS. Absolutely. There is a real gap in the credit market
right now for working lines of credit and there is demand there. We
are seeing it both in our SBA Express increase in volumes and in
our 7(a) increase in volumes.

Mrs. DAHLKEMPER. I have one final question, for whoever would
like to answer this, but it is about credit unions. And I have cer-
tainly talked to the credit unions in my area who are very well cap-
italized, and they would like to see their ability to lend go from
12.5 to 25. Would somebody like to address that in terms of what
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you think that could do in terms of getting credit out to our small
businesses throughout our communities?

Mr. ALLISON. Speaking for Treasury, we are in a dialogue with
the credit unions right now to understand their needs better, and
we are going to continue that dialogue in the days to come, and
then we can get back to you about that.

Mrs. DAHLKEMPER. Well, my credit unions tell me that they have
billions of dollars that they are ready to lend to businesses today,
if allowed to.

So thank you. I yield back the remainder of my time.

The CHAIRMAN. Mr. Luetkemeyer is next.

Mr. LUETKEMEYER. Thank you, Mr. Chairman.

I appreciate the opportunity to discuss with you this afternoon
something that I think is very important with regards to our small
business folks being able to have access to capital. As a former reg-
ulator myself, a bank examiner—I saw heads turn when I said
that; that is interesting—I understand what you are talking about,
I think, and I have some concerns from the standpoint that it is
nice to see that you finally acknowledged that we have a huge dis-
connect between what is going on here in D.C., and what has actu-
ally been going on in the field. Because I brought this matter to
the attention of all three regulators last spring and asked for a
meeting with all three—Comptroller, Fed, and FDIC—and FDIC
was the only one who accepted my invitation to come to our office
and discuss this matter with our entire banking organization and
the Bankers Association.

I thank you, Mr. Gruenberg, for showing up. The other ones
didn’t take advantage of that.

I am very disappointed from the standpoint that Congressman
Royce made a very good point a while ago and was pretty articu-
late about explaining the problem that we have which is going on
still today, which is that the examiners are coming in with little
or no forbearance and taking a look at the thing we are talking
about today, which is commercial real estate lending, and just blan-
ket classifying everything there. And you guys know that if you are
on a watchlist—you know what a watchlist is—automatically you
are going to have to include more capital, which means it takes
money out of the profits, has to be stuck away in loan loss reserves
or in additional capital itself to be able to keep the bank afloat.
This is devastating to the small businesses, which banks are, as
well as small businesses to lend to.

I think that it is very concerning to me. And, Mr. Gruenberg, if
you would answer, please, how are we addressing this right now?

Mr. GRUENBERG. Congressman, there is nothing we spend more
time on than trying to work with and communicate with our exam-
iners in the field. It is not a perfect process because we have a cou-
ple thousand examiners to deal with.

The FDIC has 85 field offices around the country. Last week, we
brought the supervisor of each of those offices to Washington for
a week. We spent time working through with them all the direc-
tives and guidance that we have issued to our examiners, particu-
larly in regard to CRE and commercial loans. We directed them to
exercise flexibility and judgment and, as best they can, assist in
the workouts of these loans.
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Now, you can’t always get the results for the institution and the
borrower that you would like. But this issue about the disconnect
between Washington and the field, that is something we always
hear. And I guess I have been on the FDIC Board now for almost
4 years. To a certain extent, it is in the water. This is always a
sort of part of the nature of having a large national operation.

But I can tell you we have really made every effort to commu-
nicate and work on a regular basis to make clear to our examiners
what they are supposed to be doing.

Mr. LUETKEMEYER. I am sure you are aware that, as an exam-
iner myself, I know you are very responsive to supervisors over you
all the way up the line from the standpoint that if you don’t do a
good job of examining this institution this time and you miss a lot
of stuff, it is a reflection on your ability to do your job.

Right now, with the economy the way it is, going in the wrong
direction, it is pretty easy to go in there and see what you antici-
pate happening rather than what is actually happening right now.
And I think that is one of the problems, is we are doing a lot of
anticipating, which is very concerning to me from the standpoint
that you have—anecdotally, there has been a lot of this already dis-
cussed with regards to folks who are already doing a good job with
regards to their business. They are hanging on. Lifetime depositors
or borrowers of the bank and no problems in the past. Now, all of
a sudden, they are in trouble because of collateral values.

And, to me, without a little forbearance and a little discretion on
the part of the examiners, you exacerbate the problem from the
standpoint that, by going in and restricting the ability of these
folks to lend, you cause less lending to happen which causes less
demand for the real estate which lowers the price, which suddenly
now the collateral value of everything goes down, and you have a
spiral going the wrong direction and, quite frankly, you guys are
a part of the problem.

And it is very concerning to me that if we don’t have some sort
of effort to try and work out a program—I hope that you guys are
doing this. I am concerned because I keep following up on local in-
stitutions at home, and the examiners have still not really gotten
to the point where they are actually working with the banks in
what in my judgment is in the best interest of not just the banks
but the community and the whole economy as a whole here. So I
am very concerned.

Ms. Mills, one of the statements you made a minute ago was
with regards to the SBA’s job is to make credit available elsewhere.
One of the earlier witnesses—

The CHAIRMAN. The gentleman’s time has expired. So if we can
get a quick response.

Mr. LUETKEMEYER. My question just simply was one of the wit-
nesses a while ago made a comment that they liked direct lending
from the SBA. And, obviously, from your comment, you would rath-
er be guaranteeing the loans versus direct lending. Your response?

Ms. MiLLs. Yes. Our job is to make loans and loan guarantees
when the market is not providing it. So, therefore, there are a
number of market gaps that are out there today.

As I said earlier, we did assess direct lending. It ended up with
a cost 15 times as much, and we would have to train a new force.
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It has been suggested we use our disaster force, but our disaster
force is actually not trained for business loans and is busy doing
disasters. So we have looked at that option fairly closely but believe
that we have a very strong infrastructure in our network of banks.
And if we can increase our ability to do credit elsewhere, we can
meet the gap.

Mr. LUETKEMEYER. Thank you, Mr. Chairman, for your forbear-
ance.

The CHAIRMAN. The gentlewoman from Florida. Well, at least
you got forbearance somewhere.

Ms. KosMmAs. Thank you, Mr. Chairman. Thank you to the pre-
senters today.

I, too, am concerned about the issues raised about forbearance
and particularly the impending $1.4 trillion of commercial lending
that much of which is performing and compliant and is stuck in the
gap that has been earlier discussed. So I certainly hope that—

I know, Mr. Dugan, you said avoid forbearance. The economists
we talked to yesterday said forbearance is necessary. Somewhere
along the way, we have to find the right balance.

But I have a specific question for you, Mr. Dugan.

In October 2008, you advised the National Bank Examiners
along the following lines—and this is a quote from you: “I think it
is just wrong to say that any bank that fails and costs the deposit
insurance fund money could have been closed sooner at less cost.
While the assertion could be true with respect to a particular bank,
it is just as possible and, frankly, more likely that the latter option
of letting a bank remain open sometimes produces a positive result
that avoids failure and loss altogether.”

I just want to suggest to you that I have been hearing reports
in my community and throughout the State, frankly, that, in prac-
tice, the OCC has not been exercising discretion not to close banks
whenever they fall into the gray area of capital deficiency. With the
escalation of the number of banks on the FDIC trouble list now to-
taling 702 and with many of them, if not most of them, community
banks and with the recognition that community banks are the
main source of small business lending, how can we be sure that
those who actually make the life-or-death decision for a bank are
following your advice to weigh both options?

Mr. DUGAN. We have spent an awful lot of time on this. We have
had 183 banks fail; 33 of them have been national banks.

The quote that you referred to was a notion that there is judg-
ment at times because there are circumstances in which even a
very troubled bank may have potential buyers. We try to find a cir-
cumstance in which we can control the risk of that institution
when they are in strained circumstances. One lesson we did learn
from the S&L crisis was when institutions have little capital and
not much downside risk from taking risk, that is when you have
to be most careful with those institutions.

Sometimes buyers can come in and will help the bank turn
around. But if they are not available, it is the policy of the agency
to close the institution. It is a judgment call. We have a lot of expe-
rience in this. We work very closely with the FDIC and their Divi-
sion of Resolutions when we do this. We try very hard to call them
as we see them.
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Ms. Kosmas. I guess, as a follow-up either to you or Mr.
Gruenberg, when you find a bank in this situation and they are re-
quired to raise capital within certain timeframes, how much flexi-
bility do you actually use in determining other factors for their po-
tential to succeed rather than to be bought out or to be closed out?
Because there are many who feel that their operations are good.
They might have a quarter during which their capital drops below
some standard, which also is a problem, because sometimes it
seems arbitrary and hard to determine what is the factor that you
use to determine the capital requirement.

And so I guess the question is two-part: What is the criteria that
you use in order to determine that capital requirement, and why
is it different in some places for some institutions than for others?
And how much discretion do you use really in analyzing other oper-
ating procedures and income streams and assets that would, given
a little bit of time, allow these banks to continue to operate, to be
profitable, and to succeed?

Mr. DuGAN. I will start, and then I will be be happy to turn it
over to Director Gruenberg.

When in 1991 Congress passed FDICIA, the Federal Deposit In-
surance Corporation Improvement Act, they put together and put
in place a statutory regime to force regulators to take action when
capital drops below certain levels called the Prompt Corrective Ac-
tion.

1 Ms(,i.QKOSMAS. Is this something you think maybe should be up-
ated?

Mr. DuGaN. We have people criticizing us for not going fast
enough. As for going too quickly, all the way from inspectors gen-
eral to others. So we do try to call this.

But in answer to your question, we look at all different ways
with the FDIC at viable plans to see if there is some way to get
the institutions to survive without FDI assistance and potentially
other kinds of government assistance. We exhaust all of those rem-
edies on a routine basis and work very hard and closely with the
FDIC to do so.

The CHAIRMAN. Time is up.

Mr. Gruenberg, we probably would like to have you comment on
this as well.

Mr. GRUENBERG. As John points out, there are statutory require-
ments relating to when a bank falls to a critically undercapitalized
position. We don’t have a lot of discretion in that scenario.

I will tell you that closure of the bank is the last recourse as far
as the FDIC is concerned, because an open-bank solution will avoid
a loss to the Deposit Insurance Fund. We go to exceptional lengths
in working with the institution to see if there are investors avail-
able on an open-bank basis to raise the capital to keep the institu-
tion functioning. If the institution is not in a position to raise the
capital, if it has really reached a critically undercapitalized posi-
tion, then the law is clear and there is a public interest in moving
directly to address this situation.

The CHAIRMAN. The gentleman from Alabama.

Mr. BAcHUS. Thank you.

Let me ask the regulators this. You heard a statement I made
a little earlier that we are hearing from the banks that their job
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is being complicated by examiners. And I know you are folding
your arms, Mr. Gruenberg, but we hear this every day. And, as
ranking member, our members refer bankers to me or small busi-
nessmen, and they actually—

The CHAIRMAN. One of the most of fun parts of the job.

Mr. BacHus. Right. You know, I had three yesterday, one from
Mr. Mica’s office, one from an Iowa Congressman, and they men-
tioned various things. Like, for instance, one banker—and I have
heard this twice in the last week—said that the examiner said you
have too many owner-occupied loans. Another one: You have too
much commercial real estate. Different things of that nature. But,
generally, if they have it, they have it.

And the other thing that I have noticed is that you actually say
they are not healthy so you restrict their lending. But I am just
wondering, if they are not healthy—and I guess by “not healthy”—
I don’t know what CAMEL rating you are assigning them, whether
that would mean whether that is a four or five. But, generally,
there are areas of the country where there are a tremendous
amount of banks. I would say in Florida there are not that many
one or two rated banks, are there?

But my question, I guess, is, you all are now saying—and a lot
of the things you said today will be very helpful where you said we
ask that they not—if the appraisal is dropped on the property, that
we won’t call that loan or whatever. But how are you commu-
nicating that to the examiners to show some leniency? Because I
think it is very, very, very important.

Mr. DuGAN. Well, I will start, Mr. Bachus.

We get on nationwide conference calls on a frequent basis with
our examiners to go over very significant nuts-and-bolts issues
about exactly the kinds of questions that you are getting. Because,
just as you get all these questions, I get them, too, and I do my
own set of banker outreaches to banks of all sizes and get a num-
ber of these questions. So we try to structure the calls to reflect the
kinds of questions we are getting, to give the advice, to commu-
nicate the message of balance as best we can.

And, as I said before, it is not something new that we have been
doing. We have really been concerned about the build-up of com-
mercial real estate and the risk that would happen if we started
to have a real estate recession like we are having now. So we start-
ed down the path several years ago to try to get banks to be aware
that they are going to need to do more things to get ready for what
was coming.

As the problems have hit and as we get issues, we have a very
quick system for getting it back up the chain, collecting information
about what are problems, and then having a call to talk about the
issues. I don’t know any other way than the hard blocking and
tackling of just keeping at it, hearing the things, going back to
them and trying to get—

Mr. BAcHUS. But I am talking about with your own examiners.

Mr. DuGAN. Correct. This is with our own examiners.

Mr. BACHUS. With your own examiners.

Mr. DuGAN. With our own examiners.



52

Mr. BACHUS. And are you getting feedback from some of the
banks? Are they able to call you and say, look, I am talking with
this examiner. I don’t want you to tell him—

Mr. DUGAN. I welcome that.

And, as I said, I just went to a meeting with 20 bankers in Den-
ver a few weeks ago from our western district where we had a very
good, candid discussion with them about some of the problems. It
was a mixture, frankly, of stronger and less strong banks, and we
had quite a robust discussion. I always get things out of those
meetings that I try to bring back to the supervisors and incorporate
into what we tell our examiners.

Mr. BAcHUS. Let me ask one other thing. The small business
lending fund, Mr. Allison, again, there are regions of the country
where many of the banks are fours and fives, and those are prob-
ably the regions where the small businesses are hurting the worst.
I would imagine there is probably some correlation there. What
banks will be eligible for these funds?

Mr. ALLISON. Congressman Bachus, all the banks are eligible to
apply. They have to apply through their regulator, and the regu-
lator makes a determination as to whether that bank is viable and
can be then referred to Treasury for funding.

Mr. BAcHUS. With some of the largest institutions, we injected
money into them or loaned them money because they were failing.
Some of the smaller institutions, they didn’t get money because
they had problems. I think there is a feeling out there that there
was a double standard, and I wish you all would look very carefully
at it if you are going to do that. Some of the banks that need the
most help are those that are not healthy.

Chairwoman VELAZQUEZ. Ms. Clarke?

Mr. ALLISON. May I just quickly respond to the Congressman?
Very quickly. Actually, the overwhelming majority of the banks
that did receive funding are small banks and mid-sized banks.

Mr. BACHUS. I am just talking about percentage-wise.

Chairwoman VELAZQUEZ. Ms. Clarke?

Ms. CLARKE. Thank you very much, Madam Chairwoman, Mr.
Chairman, ranking members, and thanks to each of the witnesses
on the panel for being here today. This topic is clearly a very cru-
cial topic and crucial to a solid and healthy economic recovery, and
I appreciate the spirit of cooperation between the Administration
and the Congress in finding solutions to this lending freeze. I look
forward to working with each of you as well as my colleagues in
Congress to pursue policies that will improve the lending environ-
ment for American small businesses.

My first question is, of course, to Administrator Mills. I want to
thank you for being here. In your testimony, you expressed your
central principles related to improving access to capital. You said
that we should: one, build on what works; two, maximize limited
talc))(l dollars; and three, make targeted changes as quickly as pos-
sible.

As we have discussed previously, I am a great proponent of
CDFIs. The CDFI fund, which was established in 1994, has been
instrumental in supporting institutions that operate in under-
served areas, and I would argue that it has been working well de-
spite limited funding. It has maximized limited taxpayer dollars by
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leveraging 15 to 19 for each dollar of taxpayer capital. And there
is also pent-up demand for CDFI fund assistance, and more re-
sources could quickly be deployed to where it is sorely needed.

So I am saying all of this to ask—and we have spoken about this
before—has the SBA begun the process of exploring partnerships
with CDFIs for its lending programs and teaming with the CDFI
fund at Treasury to explore ways that we can work together better
to serve small businesses in underserved areas?

Ms. MiLLs. The SBA is actively engaged right now with about 30
percent of the CDFIs. We find those relationships very beneficial,
and we are looking to expand. We are currently in discussions with
CDFIs in Treasury about how to increase the overlap. We believe
one of—well, one of our missions is to serve underserved commu-
nities. Our network into underserved communities is in part
through the CDFIs, and we think they are very strong and poten-
tially good partners to increase.

Ms. CLARKE. And then this question is for whomever on the
panel. I am just wondering, going forward, how we can better serve
the CDFI fund together? What can Congress do to increase more
lending to minority- and women-owned businesses in underserved
areas through CDFIs? And what is being done in the Administra-
tion ‘g)o better serve CDFIs and promote lending in underserved
areas?

Mr. ALLISON. Let me address your question, Congresswoman.

The Treasury, of course, has worked very closely with Ms. Donna
Gambrell in the CDFI Fund. We have recently established a facil-
ity exclusively for CDFIs to provide them with capital at very low
rates. In fact, the dividend rate is only 2 percent.

The response from the CDFI community has been tremendous
across the country. We are anticipating very high participation,
and I think this is going to go a long way to assuring that the
CDFIs during this very difficult time are able to survive and serve
their communities.

Ms. DUKE. If I could, the focus of the Federal Reserve is on a
very wide basis, and so we brought together the researchers that
are in the Fed as well as our community affairs people who have
the relationships with the CDFIs. And the series of meetings that
we are doing are actually going to very specific communities to find
out what very specific needs on underserved areas, working with
CDFIs, working with borrowers, working with lenders, and trying
to get pictures of all the different ways, and then blue sky that into
whatever thoughts we can come up with on ways to solve it.

Ms. CLARKE. I want to thank all of you for your efforts in this
regard. This is music to my ears. I serve a district where these in-
stitutions have been really just sort of lifesavers for many of our
small mom-and-pop businesses, many who are actually poised for
growth if they can access the type of capital that CDFIs afford
them. So thank you all very much.

Madam Chairwoman, I yield back the balance of my time.

Chairwoman VELAZQUEZ. Mr. Bartlett?

Mr. BARTLETT. Thank you. Several years ago, before his retire-
ment, I was talking with my friend Nevin Baker, president of a
small community bank, who had been in that banking business for
more than half a century, and he was lamenting what he saw as
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the stifling presence of the bank examiners and the regulators. And
he told me about banking in bygone days, when he would meet Joe
on the street corner in Frederick, Maryland. Joe would say, “Nevin,
I need some more money and this is how much and this is what
it is for.” And Nevin would say, “Joe, I will put that money in your
checking account. When you have a chance, come by the bank and
sign the papers.”

Now, Nevin could do that because he knew Joe and he knew
Joe’s business and he knew Joe’s father who had started the busi-
ness, and he knew that if Joe dropped dead of a heart attack, that
Joe’s wife would come by the bank and sign the papers. I think
that kind of personal knowledge and judgment may be more mean-
ingful in deciding who is a good credit risk today than your regu-
latory checklists. And I guess my question is, there is really not
much of a role for that kind of knowledge and judgment in today’s
world, is there?

You don’t need to answer the question, because I think the an-
swer is very obvious. So let me yield the rest of my time to my good
friend, Don Manzullo.

Mr. MANZULLO. Thank you, Roscoe.

We have three different panels representing three different inter-
ests. The guys who need the money testified. They are gone, or
some are back there. You are the ones who do the regulations. You
will testify, and you will be gone. And the guys with the commu-
nity banks will come in and testify. And the problem is that the
three groups need to get together. Let me give you an example.

Here’s the guidance interagency statement. It says: “Banks are
becoming overly cautious with respect to small business lending.
Financial institutions that engage in prudent small business lend-
ing after performing a comprehensive review of that borrower’s fi-
nancial condition would not be subject to criticisms for loans made
on that basis.”

And the next panel of community bankers will testify, “While
Washington policymakers exhort community banks to lend to busi-
nesses or consumers, banking regulators, particularly field exam-
iners, place restrictions on banks well beyond what is required to
protect bank safety and soundness. The banking agencies have
moved the regulatory pendulum too far in the direction of overregu-
lation at the expense of the lending.”

And then you have the little guys out there, Steve Gordon who
testified from INSTANT-OFF. He says, “I can create 25 green jobs
right now and 25 percent of those would be for people with disabil-
ities, etc., etc., but nobody will lend to me.”

You know, this is not a situation where you have good guys and
bad guys. You have three groups of totally honest people who are
working very diligently, who returned calls of Members of Congress
very diligently, and everybody has a great desire to get involved.

But here is the problem. The choke-point for recovery in this Na-
tion is this: The Institute for Supply Management now says it is
above 50 and climbing for the 7th month in a row. This is the nat-
ural recovery of manufacturing.

And I know of firms back home, a food processing—there is a
company back home, Ibsen. They make the world’s only portable
vacuum heat processing machine. If you want it high end, it is
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lined with libidon. If you want it low end, it is lined with carbide.
It sells for less than $250,000. People are itching to get it. It is al-
ready programmed in a hundred languages. People are itching to
get their hands on it. And the manufacturers go to the banks, and
the banks say, you know, it is the regulators.

But let me tell you what one bank told a constituent of mine who
has about 8 to 1 of equity to debt. He said, “We can’t lend to you
because your sub-S is not showing a profit.” Now, I want you to
think about how stupid that statement is. But the bank that had
been with this family for 30 years said the regulator told them that
the sub-S is not showing a profit; therefore, I am going to classify
the loan.

Sub-S companies are not supposed to show profits. They are all
pass-throughs. And the two brothers who ran the business said,
“Congressman, what is going to happen to our family business?”

I would like to see this panel—and I know you have been here
a long time. When the guys come up, I would like to see you sit
behind them and listen to what is going on. Because you sat and
listened to the first group.

And now, here we are. We are on the brink of recovery. We are
right at the edge of recovery. Orders for manufacturing are coming
in. I have probably 2,000 manufacturers in my district. I am prob-
ably the only Member of Congress who has ever gone to
warehousing school to learn supply chain management. We are
right there. We are at the recovery. We don’t need more govern-
ment programs to create jobs. These guys want to go back to work.
Solinething has to be done, and I don’t know what it is going to
take.

And, John, you called me back immediately. Sheila Bair called
me back. And Chairman Bernanke here this week said we will
meet with your people. But you have to have some plan, and I don’t
hear it. And it is not because of lack of—bad faith. It is just—it
is not getting done.

Thank you, Mr. Chairman.

The CHAIRMAN. I extended. I think the gentleman from Illinois
was speaking for a very large number of Members of Congress in
that and not pointing fingers negatively but expressing the anguish
people feel. And let me say, I do appreciate it. We structured this
hearing precisely so that the regulators would be the sandwich.

I apologize that because of prior commitments, I am going to
have to leave shortly. I just want to announce that at 2:00, the
bank panelists will come in. So other members here or other mem-
bers 1Who are listening, we will have time to have that additional
panel.

We will finish up with more questions here. But I think the gen-
tleman from Illinois has done a pretty good summary of what is the
prevailing sentiment that I hear in the Congress.

The gentleman from Texas.

Mr. GREEN. Thank you, Mr. Chairman.

I would to associate myself with the comments from the gen-
tleman from Illinois as well. I have had similar circumstances, and
I fully understand.

Quickly, if we assume that the question is which is best suited
to use this $30 billion to increase lending to small businesses,
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banks or the SBA, I want to get some clarity to make sure we all
understand where we are.

Mr. Allison, would you say banks or the SBA?

Mr. ALLISON. I would like to turn to my colleague, Administrator
Mills, for her answer first. And I will be happy to—

Mr. GREEN. Because time is of the essence, I am going to have
to ask that you answer, please.

Mr. ALLISON. I believe, for a program of this scale, it can best
be administered through this—

Mr. GREEN. Sir, I hate to press you, but I have many questions.
Banks or SBA? That is what the public wants to know. Banks or
SBA?

Mr. ALLISON. For a program of this scale, I think the banks are
best to get the money to businesses quickly and—

Mr. GREEN. I understand. The rationale is great. I just need to
know whether you are saying banks or SBA. I take it you are say-
ing banks?

Mr. ALLISON. I am saying banks.

Mr. GREEN. All right. Ms. Mills?

Ms. MiLLs. Both banks and the SBA loan guarantee programs
are needed. There are two reasons.

Mr. GREEN. For this $30 billion—because we need some clarity
from you as to where you are—are you saying banks or the SBA
for the $30 billion?

Ms. MILLS. There are two problems we are trying to solve.

Mr. GREEN. I understand the problems. Can you give me—what
I want is your position on whether the banks—this is what we are
trying to come to some conclusion about. Banks or SBA? If you give
me nebulous notions, when you leave I won’t know exactly where
you are. So would you kindly tell me, banks or SBA?

Ms. MiLLs. We support $30 billion from Treasury to banks—

Mr. GREEN. I am going to take it that I cannot get a direct an-
swer. Let’s go on to Ms. Duke, please.

Ms. DUKE. I believe that the biggest problem is the credit risk
the banks aren’t willing to take. And, therefore, I will say SBA.

Mr. GREEN. SBA.

Ms. DUKE. SBA, and particularly the 504 program—

Mr. GREEN. That is fine. You are an SBA person.

Mr. Dugan?

Mr. DUGAN. SBA.

Mr. GREEN. Mr. Gruenberg?

Mr. GRUENBERG. I don’t think I am in a position to make a judg-
ment on that.

Mr. GREEN. No position.

Mr. Bowman?

Mr. BowmMmaN. Banks and thrifts.

Mr. GREEN. Banks and thrifts. All right. Thank you very much.

Now, let me come back to you, Ms. Mills, for something else. And
I am not badgering you. I have learned that if I don’t ask questions
that give me a yes or no answer, I sometimes assume people mean
yes when they actually have been trying to communicate no in a
very nice way.

So now, with this said, you mentioned a 90 percent loan guar-
antee. Is it important to indicate and let the public know that this



57

is not a 90 percent guarantee of the loan but rather 90 percent of
the loss? Because if there are assets to cover losses that may make
the loan totally covered with the assets, the losses, then the gov-
ernment doesn’t lose any money, the taxpayers don’t lose any
money. Is that correct?

Ms. MILLS. It is 90 percent of the loan.

Mr. GREEN. Of the loan. Not of the loss.

Ms. MiLLs. Correct.

Mr. GREEN. So if the loan defaults and the borrower has assets
that are going to be used to satisfy some portion of the loss, don’t
you subtract that from the loss itself?

Ms. MiLLs. It is pari passu for the whole loan. So we take 90 per-
cent and the bank takes 10 percent.

Mr. GREEN. I understand. But I am talking about how it actually
works. Won’t the assets that are available be taxed as well as a
part of the loss?

Ms. MiLLs. Yes. And—

Mr. GREEN. As an offset?

Ms. MiILLS. As an offset for 90 percent going to the SBA, guaran-
teed 10 percent to the bank.

Mr. GREEN. So what I am trying to communicate is that there
are assets that will be used to offset some of these losses as well.

Ms. MiLLs. Correct.

Mr. GREEN. That is important. Because it can come across as
though we are talking about 100 percent of the 90 percent being
used and that there will be no offsets with assets. That is what I
am trying to get into the record. All right. Thank you very much.

Now, Mr. Allison, you mentioned that Tier 1 capital would be
used—some of this $30 billion could be used for Tier 1 capital. Is
it true that Tier 1 capital is not capital that you lend but rather
capital that you maintain to be fully capitalized?

Mr. ALLISON. Tier 1 capital refers to the amount, the base of
the—

Mr. GREEN. Do you lend Tier 1 capital?

Mr. ALLISON. You can lend Tier 1 capital. But Tier 1 capital can
be leveraged to support a great deal more lending.

Mr. GREEN. I understand. When we capitalized the big banks,
they took that money and they did not use it for lending. They used
it to?become fully capitalized to help prevent runs on banks. Is this
true?

Mr. ALLISON. In some cases, yes.

Mr. GREEN. Okay. Is this money that, the $30 billion, will the
banks be able to lend it, or will they be able to—will they use it
to become fully capitalized or will they use it for both?

Mr. ALLISON. We have talked to many of the banks. We are con-
fident that if they receive this capital, given the incentives in this
program where the dividend rate drops dramatically if they use the
money for lending, we are confident that they are going to use this
money and help to lend to small businesses. We expect a signifi-
cant increase in their lending, because this amount of capital can
increase their total capital by 30 to 50 percent.

Mr. GREEN. My time is up, and I don’t want to encroach. Thank
you, Mr. Chairman and Madam Chairwoman.

Chairwoman VELAZQUEZ. Mr. Manzullo?
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Mr. MaNzULLO. Thank you.

The National Association of Manufacturers commissioned the
Milken Institute to do a report on the impact of manufacturing and
the recovery. It is nothing less than staggering. We can’t buy our
way out of this recession. We have to manufacture our way out of
it. We have to restart the supply chain. We have to get people back
to work to the jobs they had before, in many cases.

I know of situations where manufacturers have gone to banks
with an order from a manufacturer offering to let the bank factor
to pay for their own materials, to pay the subcontractors, and then
to receive the check from the final manufacturer and make dis-
tributions, taking out, of course, the proceeds of the loan. But even
then, the examiners balk.

I guess you have to visit—and I know many of you have—the fac-
tory floors that I have to see the total frustration of people who
have been in manufacturing for years, see orders coming in, and—
listen to this very clearly—because they can’t get operating capital,
those orders are going to China. And jobs are being lost as a reduc-
tion of our manufacturing defense base because the capital simply
cannot come.

I know in the guidance it says examiners will not classify loans
solely due to the borrower’s association with a particular industry
or geographic location that is experiencing financial difficulties.
This is the last sentence in the November 12th guidance. But that
is not what is taking place out in the field. And, you can bring in
all the people you want from around the country for a week of
training in Washington, but unless they understand the sweet
smell of machine oil, you will never be able to get these manufac-
turers going.

The question is, it is a fact, is it not—and the examiners can an-
swer the question—that decisions are being made that a bank may
have too many commercial real estate loans, too many manufac-
turing loans, too many agricultural loans; and then the examiners
will say, well, you have to balance this because we know that man-
ufacturing is sliding, those jobs are going, and this loan may not
perform.

Would that be correct? Does anybody want to touch that?

Mr. GRUENBERG. It is fair to say that if a bank is concentrated
in a single line of lending, concentrations in a particular loan cat-
egory can pose a risk.

Mr. MANZULLO. But at what point are manufacturing loans a
risk? Is it 25 percent? Is it 50 percent?

Mr. GRUENBERG. I think the concentration would require the ex-
aminer to review the book of loans and make a judgment.

Mr. MANZULLO. But, see, that is the problem. The problem is
this. You read manufacturing is on the demise—because people
don’t understand. They don’t know what the Institute for Supply
Management—and probably neither do the examiners. They can’t
read trends. They can’t take a look at an order from somebody like
Ford Motor Company, for example, that pays its bills. And here you
have a supplier begging, just begging to get the money, offering to
factor it, and the examiners are saying no. That can’t continue.

Mr. GRUENBERG. I will make this point, Congressman, in regard
to the guidance. One of the things the guidance points out is that
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90 percent of the reduction in lending in the fourth quarter of last
year was from institutions with assets over $100 billion. Many of
those large institutions utilize, in effect, models to make judgments
about how they provide credit to certain communities. So rather
than examining the actual creditworthiness of the borrowers, you
have models making judgments about credit availability. And one
of the things the guidance specifically addresses is that—and you
pointed it out—that should not be the basis on which lending deci-
sions are made.

Chairwoman VELAZQUEZ. The gentleman’s time has expired.

Mrs. Halvorson?

Mrs. HALVORSON. Thank you, Madam Chairwoman.

I am going to try to make a complicated issue as uncomplicated
as I can. And I doubt if that is possible.

First of all, I would like to make an observation, Mr. Dugan and
Mr. Gruenberg. At one point during our panel—because I have
been here the entire time—I saw you folding your arms. Now I
know that you are not sending any body language issues or any-
thing. You are probably just making yourselves comfortable, right?

I want to tell you a story of somebody in my district, the nicest
man in the world, a banker. He was there with an examiner, sit-
ting there, just folding his arms because he was comfortable. The
examiner sitting there across from him demanded that he stop
being on the defensive and unfold his arms. Now, come on. They
just demanded that he unfold his arms. Well, that is not something
I think is their job to say, and that is just kind of what is hap-
pening.

I also heard during this that you have absolutely no discretion,
that you are pretty much—your hands are tied. But yet I am also
hearing that everything that your examiners and your regulators
are doing is all subjective. It is not objective.

Everybody wants to blame somebody else, and we are here be-
cause we have to stop blaming other people because we want to
come out of this.

The stories I hear as I cover my eight counties in my district are
all the same. I don’t care if it is the rural, the urban, or the ex-
urban. The bankers want to help our small businesses. The small
businesses have never missed a payment. They are doing every-
thing they can. They are good people in their communities. But
their lines of credits are being pulled, and they are having to go
find credit somewhere else, and they can’t. And these are people
who want to invest in their companies. Most of them have made
a profit, and now they are going to have to shut their doors because
they can’t even find a way to completely pay their bills or their em-
ployees.

So we are sending these double messages that we want our com-
panies to invest, we want our local banks to lend, and, no, we are
not doing anything.

So then we want to talk about the fact that we are helping our
SBA, Small Business Administration, loan more. Well, our banks
don’t want to work with the Small Business Administration be-
cause of the paperwork. So we say that we are fixing the paper-
work.
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But then my bankers say that takes 4, 5, 6 months to get a loan
and who wants to wait that long for a loan. Now, it doesn’t matter
if any of this stuff is true. If it is perception, it becomes reality. So
what I am looking for here is flexibility. Again, I hear there is no
flexibility. Everybody’s hands are tied. So, okay, you don’t have
flexibility.

Tell us, what can we do? This is ridiculous. If we are American
and we want to invest in our company, we want to recover, we are
right there, tell us, help us how we can recover, how we can pro-
vide our banks, our small businesses with some flexibility that is
not tied up in all this bureaucracy. I may be new. I am in my first
term, but I am more commonsense. I just want to do it. I want to
tell my small businesses you can invest, that we are going to help
you with your loans and I want to tell my banker, you weren’t the
problem, you didn’t cause this problem.

And I want to tell all of you, please help us through this because
we are the ones who are on the ballot. We are the ones who are
out there listening to our constituents, morning, noon, and night,
and yet we are having to deal with this bureaucracy everywhere
we go. So the only thing I want to do is maybe—I don’t know if
it is Ms. Duke, Mr. Gruenberg, but who can help us, where can we
find the flexibility, and where can the three of you groups work to-
gether so that we can make this all work? Otherwise, you are going
to put businesses out of business; there are going to be more people
out there looking for health care because they are not going to have
a job and they are going to be strapped to the rolls of government.

So we have to do something and, please, if there is anybody there
who can help me with a little of this commonsense that we need?
Who wants to start?

Mr. ALLISON. May I please start?

Ms. HALVORSON. Yes, please.

Mr. ALLISON. Let us assume that the businesses want to borrow,
the banks want to lend, and the regulators want to make sure that
the banks are lending responsibly and have adequate capital to
support their lending. We can solve all three if the Congress will
approve and increase this new capital fund so that we can provide
this capital to banks so that they can increase their capital base
dramatically. I think without being presumptive of my colleagues,
who are the regulators at this table, that should make regulators
more comfortable about the strength of the banks and they will be
able to lend more.

I think we have to act quickly and I think that it is important
that leaders in Washington and the governors offices and the may-
ors make the point to the banks that they should look carefully at
taking this capital and fulfilling their responsibilities to their com-
munities by lending.

Chairwoman VELAZQUEZ. Time has expired. Let me take this op-
portunity also to remind Mr. Allison that back in 2008, there was
an interagency memo that Mr. Manzullo made reference to and ap-
parently the banks and examiners didn’t get the memo because
here we are—3 weeks ago, another interagency memo was sent,
and that is my concern. If we are going to put all the eggs in one
basket and give all this money to the banks without any strings
attached to it, that will require for the banks, if you take the
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money that is supposed to be used for lending for small businesses,
it has to go for that. But we are providing—what we are doing is
giving a blank check again. Mr. Posey?

Mr. Posey. Thank you, Madam Chairwoman. You and your
agents probably, to a greater degree than that of the banks them-
selves, will determine how many more survive and how many more
fail. Following up on the comments of my colleague previously,
most of the bankers that I talk to—and we have had numerous fi-
nancial roundtables in the counties I represent and surrounding
counties—would actually prefer a little dose of commonsense to the
infusion of more money, believe it or not.

They mostly swear to me that if they are allowed to work
through some issues without some monolithic bureaucrat beating
them over the doggone head, they can work out of this thing. They
are very confident about it. And they are very confident there are
going to be massive failures if they are not allowed to do that and
let me add that you are giving quite a few mixed signals here
today. You are all against forbearance, but you are in favor of
using common sense. I don’t know where you draw the line there.
I really don’t. At every roundtable they have also mentioned, and
it has just about been unanimous, that they heard the rumor that
the Fed wants to dramatically reduce the number of small banks
in this country so there would be a more manageable number, easi-
er to regulate and probably to manipulate.

So I would like each one of you who has heard anything like that
to raise your hand right now. And let the record show that none
of you have heard that and none of your raised your hands. Just
to make sure that I have this on record perfectly, if you have not
heard that, please raise your hand, you have not heard anything
like that ever one time signal. And two of you are absolutely stone
deaf. You have not heard and you haven’t not heard. That is, I
think, what Mr. Green was getting to a little while ago. That is
very unfortunate. In your interagency statement, you all said for
most small business loans, the primary source of repayment is
often the cash flow of business.

Let me drop down to examination reviews. Examiners will not
discourage prudent small business lending by financial institutions,
nor will they criticize institutions for working in a prudent and
constructive manner with small business borrowers. That really
sounds great. And again, that would appear to invoke common or
uncommon sense as the case may be. But on the ground, the reality
is clearly different.

I think we have heard that, every member of this committee has
heard that, I am sure. A question that I would like to ask each of
you, and if time runs out on me as it probably will, I would like
to ask each of you to please respond directly if the Chair has no
objection.

To the Chair, I am going to copy the members. We certainly want
to avoid more after-the-fact hearings about community banks
which could have or should have been saved if only additional time
had been provided for some of these problems to resolve themselves
to full financial stability. And so I want to know what your plans
are specifically, not generally, we are going to be helpful. I want
to know what your specific plans are for helping institutions other
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than closing them or forcing them to be purchased by larger insti-
tutions, which, in many cases have received TARP funds and are
now being given FDIC assistance in the form of loss coverage on
the acquired assets of those transactions.

I want to know what policies you have in place to make sure ex-
aminers take into account the short-term and long-term impact on
the communities, the businesses, and the households served by
these locally oriented institutions and ultimately to the taxpayers
of this great country. How do you make sure these policies are
being effectively implemented as well? Anybody can jump in there.
I see you are all anxious.

Ms. DUKE. First of all, I would like to say categorically that the
Federal Reserve does not have a plan to reduce the number of
banks in the country. We are working not only with the guidance
but also looking at gathering data within the institutions to find
out what troubled debt restructurings are working, what workout
practices are working, looking for statistical ways to measure the
impact of guidance and to look for call report changes that we can
do. The most important thing to do is to improve the economy.

Mr. PosEy. How are you doing that? How are you going about
it? Are there bureaucrats out there who are tasked in the next cou-
ple of years to figure this out? What is an action item? How do they
really get rolling? How does the real world tell you what they need
and then you accept that this is realistic where it is a common-
sense approach? For example, they tell me, almost every banker,
they have a loan, it has never not been current. But if the father-
in-law makes a payment or another company owned by the same
principal makes a payment, it is off the books.

So that is collateral that they can’t make money on. They have
to make a higher interest more loans there and it is money now
that cannot go into the community and help another business. So
it is a cycle that just perpetuates the downfall of our economy. How
would you suggest we address an issue like that?

Ms. DUKE. Again, by making our expectations clear, by commu-
nicating those to the frontline level of the examiners by talking to
bankers, by talking to borrowers, by talking to examiners, by gath-
ering information on what things are working and looking at the
overall impact because the idea is not necessarily forbearance, but
to get the businesses and the banks to the point where the econ-
omy has improved.

Mr. Posey. Thank you. Madam Chairwoman, I look forward to
the written response of all of them.

Chairwoman VELAZQUEZ. Without objection. Mr. Miller?

Mr. MILLER OF NORTH CAROLINA. Thank you, Madam Chair-
woman. I was very skeptical a year ago that this stress test for the
19 biggest financial institutions would be seen as credible as a rig-
orous test of their soundness and when some of those institutions
were told that they had to raise more capital after the stress test,
I thought good luck with that. But I was very surprised at how eas-
ily and quickly they did raise the additional capital. We have heard
that regulators are telling a lot of the smaller banks, the regional
banks and communicate banks to raise more capital and it appears
not to be happening. What is the difference? Are they trying? Are
there questions about what is really on their books? Chairman
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Bernanke said yesterday that part of it is their commercial real es-
tate exposure, but the 19 big institutions obviously have some prob-
lems with their assets too. Why are they not raising capital? How
important is that to dealing with the supply side problem with
credit? Anyone who wants to answer that.

Ms. DUKE. I think, first of all, the smaller the bank, the less ac-
cess they have to capital markets. There is another piece where
there is in some cases concern about putting capitals into the
banks and the banks fail and the capital gets lost. Or in cases
where banks are trying to really just sell themselves, there is a
concern that perhaps if they wait long enough depending on the
?trless of the bank, they may be able to buy the bank cheaper after
ailure.

Mr. MILLER OF NORTH CAROLINA. Is that because they are small
enough to fail? Is that one difference between the 19, is they were
seen as “too-big-to-fail” and the others are small enough to fail?

Ms. DUKE. I am not certain that all of the 19 were considered
to be “too-big-to-fail,” but they were certainly large enough to have
access to a wider spectrum of investors to put capital into them.

Mr. MILLER OF NORTH CAROLINA. Governor Duke, I should note
for the record that despite your unfortunate name, you are a grad-
uate of the University of North Carolina.

Ms. DUKE. Yes, I am.

Mr. MIiLLER OF NORTH CAROLINA. The 19 banks, the biggest
banks that were subject to the stress test, they represent some-
thing like 80 percent of the banking system’s assets and they ap-
pear not to be—they say they are lending, they say the problem is
all on the demand side with respect to them and not on the supply
side. That seems to be a questionable claim. What is the problem
there? Why are they not lending and some of them took the TARP
funds, which is a capital infusion and used it for paying cash bo-
nuses, paying dividends, even buying back their own stock, which
is going 180 degrees in the wrong direction. Why are they not lend-
ing? Or are they lending?

Ms. DUKE. The decrease in the loans outstanding has been more
pronounced in the large banks than it is in the small banks. But
it is not clear with the larger banks who have larger customers,
how much of that is due to the fact that their customers also have
access to the debt markets and have, in some cases, issued debt
and paid down on the loans that they have with the banks. We
don’t have good data on the breakout between loans to smaller
businesses and loans to larger businesses. We only have data on
small loans, not necessarily loans to small businesses, and histori-
cally, we only have that once a year. We are now putting into place
a process where we will get that information on quarterly basis.

Mr. MILLER OF NORTH CAROLINA. Mr. Dugan?

Mr. DUGAN. Yes, if I could add to that. That is right. As you said,
they have the biggest chunk of the assets in the banking system,
also have the biggest chunk of the decline and disproportionately
it is somewhat larger for larger institutions than smaller. What the
larger institutions tell us is what you said: number one, demand
has significantly weakened; and number two, they have tightened
their underwriting standards because they believe in this climate
of recession.
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Mr. MILLER OF NORTH CAROLINA. They want to get paid back. I
want them to get paid back.

Mr. DUGAN. What we don’t tend to hear from the larger institu-
tions is that there is a regulatory component.

Mr. MILLER OF NORTH CAROLINA. Is there anything we can do to
help the smaller banks attract more capital? Not just the $30 bil-
lion in the Treasury’s proposal, but attract private capital. I have
heard from investors that there is money out there and they don’t
feel the confidence to invest it in community and regional banks.

Mr. DUGAN. One thing I think that the regulators have looked
at—and this is a controversial area—is that they have relaxed the
rules to let private equity come in and purchase institutions. There
are issues associated with that, both at the holding company level,
whether it is the Federal Reserve or the OTS or if it is an assisted
transaction from the FDIC. But there has been absolutely an explo-
ration in trying to widen the circle of potential capital investors
with some success so far.

Mr. MILLER OF NORTH CAROLINA. No one else? I will yield back.

Chairwoman VELAZQUEZ. Time has expired. Mr. Lance?

Mr. LANCE. Thank you, Madam Chairwoman. Good afternoon to
you all. I have no questions. I just wish to associate myself with
the comments of Mr. Manzullo and with Chairman Frank. And I
think, Governor Duke, you have hit the nail on the head in your
testimony on page 5 where you state, “Some banks may be overly
conservative in their small business lending because of concerns
that they will be subject to criticism from their examiners. While
prudence is warranted in all bank lending, especially in an uncer-
tain economic environment, some potentially profitable loans to
creditworthy small businesses may have been lost because of these
concerns, particularly on the part of small banks. Indeed there may
be instances in which individual examiners have criticized small
bank loans in an overly reflexive fashion.”

This is certainly true in the district I represent as it is true I be-
lieve of almost every member of this committee I have had in my
office in New Jersey small businessmen and women who are on the
verge of tears because they cannot receive appropriate amounts of
loans. And I commend all of you for your fine work and we have
to work together out of this crisis particularly for the small busi-
ness community which I believe is the engine of the creation of jobs
in a revitalized America. I yield back the balance of my time.

Chairwoman VELAZQUEZ. Thank you. That concludes this panel.
And I want to thank all of you for your insight and for the great
exchange that we have been able to have today. With that, we ex-
cuse the witnesses, and we will ask the third panel of witnesses to
please come forward.

Mr. DUGAN. I promise I won’t fold my arms again, Madam Chair-
woman.

Mr. MINNICK. [presiding] Gentlemen, please take your seats. The
committee is still in session. We appreciate all of you being here
and apologize for the congressional schedule deferring your appear-
ance. I appreciate you staying here.

And we will begin our testimony of this, the third panel, with
Mr. Andrews.
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STATEMENT OF STEPHEN G. ANDREWS, PRESIDENT AND
CHIEF EXECUTIVE OFFICER, BANK OF ALAMEDA, ON BE-
HALF OF THE INDEPENDENT COMMUNITY BANKERS OF
AMERICA (ICBA)

Mr. ANDREWS. Mr. Minnick, thank you very much for the oppor-
tunity to come here today. I am Steve Andrews, president and CEO
of Bank of Alameda. It is a bank in the San Francisco Bay area
of Oakland. I am a State-chartered bank operating in the State of
California with roughly $250 million in assets. I am pleased to be
here today to address the panels as well as the committees with
respect to the state of small business and real estate lending in
local markets. I am also very pleased to represent 5,000 community
bank members and the Independent Community Bankers of Amer-
ica. Bank of Alameda is like most small banks. We specialize in
small business lending, we specialize in real estate lending, we spe-
cialize in relationship lending. Community banks across the Na-
tion, some 8,000 community banks stand ready and prepared to
continue to lend into their communities and support those busi-
nesses that require stimulus and recovery. My bank faces serious
challenges. We just heard from a series of regulators up here about
their work trying to mitigate some of those challenges. But the fact
remains that community banks are operating in the toughest eco-
nomic climate and the most severe regulatory climate we have seen
in over 2 decades.

We have heard about the pendulum, if a puny bank’s perspective,
that pendulum has moved too far into the category of overregula-
tion alter the expense of lending. And we see the result of that with
many of your constituents coming into your offices and worrying
about the allocation of credit. The regulators are questioning real
estate values. They are making subjective calls on the street and
in community banks. And that is creating an atmosphere where
many banks are reticent to make viable commercial small business
loans.

While the economy has suffered, and certainly some of those
CRE borrowers you see out there are having trouble financing and
making their payments, regulatory burden has added another cat-
egory of stress to the situation. We also have fairly healthy econo-
mies that exist in the United States, but even in those areas, com-
munity banks are suffering because regulatory constraints are ask-
ing them to reduce overexposure in the CRE area. The regulatory
environment is tough. Some of our best clients in the Bay Area
come into us and cite it is not only that, it is that we are concerned
to invest today.

So yes, there is an element of our borrowers who are concerned
to invest and take out additional credit because they are not sure
as all of us here today are when this recovery will take effect. I
want to concentrate the balance of my remarks mostly with the
regulatory environment. I do see, and believe me I represent 130
bankers in California, I represent the CIB, California Community
Bankers, Independent Community Bankers and the ICBA that
banking regulators are making tough decisions in the field. This
guidance is relatively new out in November, but anecdotally, I am
seeing that the regulators do have their feet on bankers’ throats in
some cases, as we heard from the first panel.
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In my specific example, regulators came into the bank, they
raised our leverage ratio from the 5 percent statutory minimum to
10 percent. In that case, what happens is you have to adhere to
those agreements and it inhibits our ability to lend. Our bank has
had to reduce its balance sheet, loans outstanding at the end of
2007 were roughly $248 million, today they sit at $200 million.
That is not a way to make the economy recovery.

Although my bank meets the higher 10 percent thresholds, it
does come at a heavy toll. Field examiners, when they come out
today, are getting mixed messages. They are hearing from Con-
gress, they are exhorting the banks to lend. I think sometimes they
are also hearing that they need to remain tough and make sure
that they have a tough regulatory environment so we get through
this rough patch. It is not an easy job and I felt a little sorry when
the regulators were in the room, but the reality is that they are
making it very tough on community banks to lend.

And banks are reticent, especially when they have these high
capitals imposed on us and also when we are asked to bring our
loan loss reserves to exceedingly high thresholds, that impairs our
ability to allocate capital into lending.

In closing, I would like to say that the Independent Community
of Bankers fully endorses the $30 billion fund we have chatted
about. We think that is a very prudent idea. At the same time we
also want to make sure that some of the stigmas attached to the
TARP financing is not placed with this. I think Herb Allison when
he spoke, spoke correctly that there is reticence upon bankers to
jump into a fund like that if there is going to be a lot of looks into
that. Bankers do not want to see the deal change after it is out.
Thank you for your time.

[The prepared statement of Mr. Andrews can be found on page
99 of the appendix.]

Mr. MINNICK. Thank you, Mr. Andrews.

Mr. Bridgeman?

STATEMENT OF DAVID BRIDGEMAN, CHAIRMAN AND CEO,
PINNACLE BANK, ORANGE CITY, FLORIDA

Mr. BRIDGEMAN. Thank you. Chairman Frank, Chairwoman
Velazquez, Ranking Member Bachus, Ranking Member Graves,
and members of the committees, it is an honor to be here today.
I am sort of the poster child of SBA lending of community banking,
and I am also a receiver of TARP funds. So I am a rarity in com-
munity banking. Ladies and gentlemen, I have never been to Wall
Street, but I have lived and I work on Main Street. I have never
made a subprime loan. I can barely say derivatives, let alone put
it on my books. We do not compete with loans at the local level
with our “too-big-to-fail” banks. We do not. They do not come into
our communities and ask for loans, but they do come into our com-
munities and they ask for deposits. Currently, community banks
make up 11 percent of the total financial network.

We at community banks make 38 percent of the small business
loans that fuel our economy. It is the small business loans and the
small businesses that put 60 percent of the new jobs together for
this country. You have asked the question as to why we are not
lending to small businesses. There are two primary factors.
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First, small businesses have taken a pounding in the last 2
years. Their financial statements are in chaos and they do have a
tough time qualifying for credit under prudent policies and prac-
tices. Additionally, the businesses that do qualify are very con-
cerned about their future and whether they should be lending—
whether they should be going out and seeking credit or not. Small
businesses are currently concerned about the economy, what is
happening with health care and taxes. The other side of the prob-
lem is the regulatory burden as has been mentioned here today
several times. Regulators are taking a myopic view of every bank
they look at. When they look at a bank, they are looking at it as
if it is an independent institution without regards to what is going
on in the larger picture of the country and the economy. I would
point out that the letter written by Congressman Frank, chairman
of this committee, and also Congressman Minnick, that I have here
spells it out very, very clearly what your problems are.

And I would tell you that every banker who read this letter stood
up and applauded because it is dead on as to what the problems
are from the regulatory point of view. There are two primary hin-
drances that are affecting what banks can do in lending. One is the
higher capital ratios. They have arbitrarily and unofficially raised
the capital ratios in this country in community banks to 12 per-
cent; it used to be 8 percent and a 10 percent minimum. With these
excessive ratios, we are not able to lend. It hampers the ability of
us to loan.

Second, they have decided that reserves need to be raised to ex-
cessive levels, ratios that are therefore taking capital out of the
ability to lend. They are also asking us to write off credit, they are
making us take impairments that are excessive and basically re-
ducing portfolios is a real result of that. I have had to shrink my
bank, even though I am well capitalized. I have shrunk my bank
on the loan side. And we are working diligently to get our capital
ratios which are very well capitalized by all regulatory standards.
We are well reserved by all standards and we are taking those up.
Some comments that I have had in my recent examination from
the examiners are TARP funds are used for the purposes of in-
creasing capital and increasing loan loss reserve.

That is not the reason that TARP funds were ever created. They
were there for lending. And we did loan. We created almost $20
million in new credit. And we were criticized by the regulators for
growing our institution. We were criticized for having a concentra-
tion of owner-occupied credit, commercial credit. We were criticized
for that. We were also criticized for having troubled debt restruc-
tured loans. Those loans, TDRs as they are referred to, are how we
are helping our customers continue to operate and keep people em-
ployed.

Some of the concerns I have are that lending has ceased and that
no jobs are going to be created right now. Our economy is strug-
gling and I will tell you my community is struggling as well. My
concerns are also that if we continue to run again into the commer-
cial real estate problems, we are going to have a second dip in the
economy. I will tell you that the regulators have a lot of control at
this point with community banks in determining where the econ-
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omy will go. In conclusion, I am a community contractor. I build
communities and that helps build our country.

[The prepared statement of Mr. Bridgeman can be found on page
129 of the appendix.]

Mr. MiINNICK. Thank you very much.

Mr. Bartlett, do you want to introduce the next witness?

Mr. BARTLETT. It is my honor and privilege to introduce our third
witness, Mr. William B. Grant. He is from Garrett County, Mary-
land. If you rolled the mountains flat in Garrett County, it would
be the biggest county I have the honor of representing and it has
the smallest population. So you know that Garrett County is a
rural county, and Mr. Grant really understands community banks.
We are glad you made it here, sir. Your county has had 20 feet of
snow. The snow in his yard is above his waist and he is pretty tall.
And they are currently in the midst of another 2-foot snowstorm.
We are glad you made it out. Thank you for coming.

STATEMENT OF WILLIAM B. GRANT, CHAIRMAN, CEO, AND
PRESIDENT, FIRST UNITED BANK & TRUST, ON BEHALF OF
THE AMERICAN BANKERS ASSOCIATION (ABA)

Mr. GRANT. Thank you very much, Congressman Bartlett. It is
a real pleasure to be here. Congressman Minnick, Chairman
Frank, Chairwoman Velazquez, Ranking Members Bachus and
Graves, and members of the committees, as Congressman Bartlett
noted, my name is Bill Grant, and I am chairman and CEO of First
United Bank & Trust. My bank is a 109-year-old community bank
located in the Appalachian Mountains serving 8 counties in Mary-
land and 4 counties in West Virginia.

This recession is one of the worst we have ever faced. While the
statisticians will say that the recession has ended, that is of little
comfort to our region and elsewhere in the United States, which
still suffers from high levels of unemployment and business fail-
ures. The impact of the downturn is being felt by all businesses,
banks included. The cumulative impact of 8 straight quarters of job
losses over 8 million jobs nationwide since the recession began is
placing an enormous financial stress on many individuals and
many businesses. This has caused business confidence to drop and
loan demand to fall. Many businesses either do not want to take
on additional debt or are not in a position to do so, given the falloff
of customer business

There are, however, some positive signs. We have heard from
bankers that small businesses are now returning to test the market
for loans. It will, of course, take time for this interest to be trans-
lated into new loans. Previous recessions have shown it takes gen-
erally 13 months for credit to return to prerecession levels. Banks
have many pressures to face in the meantime.

The commercial real estate market will pose a particularly dif-
ficult problem for the banking industry this year. The CRE market
has suffered after the collapse of the secondary market for commer-
cial mortgage-backed securities, and because of the economic slow-
down, that has caused office and retail vacancies to rise dramati-
cally. This has made CRE takeout financing very scarce and leaves
banks with loans that are stressed. Regulators will continue to be



69

nervous about the trends in CRE lending and will continue to be
highly critical of back CRE portfolios.

We have heard anecdotes from our members about examiners
who take inappropriately conservative approaches in their analysis
of asset quality and who are consistently requiring downgrades of
loans whenever there is any doubt about the loan’s condition. This
is especially true of CRE loans. Examiners need to understand that
not all concentrations in CRE loans are equal and that setting arbi-
trary limits on CRE concentrations has the effect of cutting off
credit to creditworthy borrowers exactly at the time this Congress
is trying to open up more credit.

The American Bankers Association appreciates the initiative of
President Obama, which he outlined in his State of the Union ad-
dress, which would provide additional capital to small banks who
volunteer to use it to increase small business lending. A key factor
to this proposal is removing it from the rules and regulations of the
TARP stigma that we have talked about. As this program is devel-
oped, ABA recommends that Congress and the Administration cre-
ate criteria that will allow all viable community banks to partici-
pate. Further, we propose that Treasury offer assistance to those
banks that did not qualify for the Capital Purchase Program fund,
but that can demand the ability to operate safely and soundly and
survive if given a chance with this necessary capital. The focus
should be on whether the bank is viable in an investment basis,
otherwise Congress will miss the opportunity to help the customers
and communities of many banks across this country.

We also appreciate the work this Congress has done to increase
the guarantee of the SBA’s 7(a) loan program. Subsequently, the
SBA expanded eligibility to small businesses by applying the
broader standards used currently in the 504 program. These very
positive changes mean that an additional 70,000 businesses will be
eligible to participate in the 7(a) program. The success of small
businesses in local economies depends in large part on the success
of the community banks. We must work together to get through
these difficult times. And I would be happy to answer any ques-
tions you might have. Thank you very much.

[The prepared statement of Mr. Grant can be found on page 206
of the appendix.]

Mr. MINNICK. Thank you very much, Mr. Grant.

Mr. Covey?

STATEMENT OF RONALD COVEY, PRESIDENT AND CHIEF EX-
ECUTIVE OFFICER, ST. MARYS BANK CREDIT UNION, MAN-
CHESTER, NEW HAMPSHIRE, ON BEHALF OF THE CREDIT
UNION NATIONAL ASSOCIATION (CUNA)

Mr. CovEy. Mr. Chairman, members of the committees, thank
you. My name is Ronald Covey, and I am president and CEO of St.
Mary’s Bank Credit Union in Manchester, New Hampshire. I am
testifying on behalf of CUNA. St. Mary’s Bank Credit Union is a
member-owned, not-for-profit financial cooperative and was the
first credit union established in the United States. We are very,
very proud of our heritage. For just over a century, we have been
helping New Hampshire residents with a full range of affordable
financial services. The idea behind the credit unions is very simple:
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People pool their savings and make loans to neighbors and co-work-
ers in order to help each other achieve a better standard of living.
That is why we help out small business owners.

Our credit union involvement in small business lending dates
back to the first days of our movement. It is in the credit union’s
DNA. St. Mary’s has a track record of granting member business
loans that dates back to our early years. We provide business loans
for working capital, inventory, accounts receivable, equipment
loans, seasonal loans, commercial real estate loans, and energy
loans. We are an approved SBA lender and active in all their pro-
grams. We also use several State programs through the business
finance authority in the State of New Hampshire. The average
business loan size at our credit union is under $200,000. We have
960 business loans totaling $75 million and 2,200 business mem-
bers.

Our potential to make more small business loans is much, much
greater. Business loan demand does exist, but credit unions are
subject to a statutory cap on business lending. Our cap at St.
Mary’s is $85 million. Currently, we have a business pipeline and
a new business loan request of about $15 million that if approved
we would exceed our cap by $5 million. Let me emphasize that. I
do not see a scarcity of creditworthy borrowers. I have the funds
to lend and nearly $5 million of loan requests that may go unfilled
because of an arbitrary cap enacted 12 years ago without any eco-
nomic or safety and soundness rationale. Given the demand we see,
it is difficult to understand why we should not be able to put more
money back into the community into the hands of hard working
business owners so they can employ more people and create more
opportunities.

There are several hundred letters here that I have from small
businesses across the country who have received loans from credit
unions, many after having been rejected by banks, big banks and
community banks. These members have experienced firsthand the
value in credit unions providing business loans. Restricting our
business lending does a great disservice to business owners every-
where and stymies job growth.

Some have suggested that an increase in credit union business
lending could increase the risk of the National Credit Union Share
Insurance Fund. However, the facts are otherwise. First, our busi-
ness loan loss rate is just one-fifth that of loss rates at banks and
lower even still than our own losses in residential mortgages and
consumer loans. Second, increase in the business lending cap gives
well capitalized credit unions a way to further diversify their port-
folio, ultimately lowering the overall risk.

Third, the NCUA has full authority to supervise credit union
business lending as the NCUA chairman recently emphasized in a
letter to the Treasury Secretary. And from my own experience, the
NCUA and State examiners thoroughly review my business loan
portfolio annually. For us, increased business lending would be a
very, very low risk. The President has proposed giving community
banks access to $30 billion in TARP funds to encourage additional
lending to small businesses. Credit unions have not sought inclu-
sion in this program. That is because the chief impediment to cred-
it unions increasing availability of small business credit is not the
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lack of capital. The chief impediment is a statutory cap on business
lending. There is no economic or safety and soundness rationale for
the cap when it was enacted and there is none that exists today.

The small businesses need credit unions today. Banks that have
been serving them in some cases for years are pulling back access
to credit. This is leaving many creditworthy business owners high
and dry, unable to get funds they need to operate and expand. Rep-
resentatives Kanjorski and Royce have introduced legislation that
would increase the credit union member business lending cap from
12.25 percent to 25 percent of assets. This legislation would add an
additional $100 million of business lending capacity to my credit
union. Nationally, we estimate that credit unions could lend an ad-
ditional $10 billion to small businesses in the first year of enact-
ment and help them create over 100,000 new jobs. H.R. 3380 is a
smart bill that will help small businesses and support communities
and I encourage Congress to enact this legislation as soon as pos-
sible. Mr. Chairman, I thank you for being here and I look forward
to questions.

[The prepared statement of Mr. Covey can be found on page 137
of the appendix.]

Mr. MINNICK. Thank you, Mr. Covey.

Mr. Wieczorek?

STATEMENT OF RICK WIECZOREK, PRESIDENT AND CHIEF EX-
ECUTIVE OFFICER, MID-ATLANTIC FEDERAL CREDIT UNION,
ON BEHALF OF THE NATIONAL ASSOCIATION OF FEDERAL
CREDIT UNIONS (NAFCU)

Mr. WIECZOREK. Good afternoon, Chairwoman Velazquez, Chair-
man Frank, Ranking Members Graves and Bachus, and members
of the committees. My name is Rick Wieczorek, and I am testifying
today on behalf of the National Association of Federal Credit
Unions. I serve as the president and CEO of Mid-Atlantic Federal
Credit Union headquartered in Germantown, Maryland. NAFCU
and the entire credit union community appreciate the opportunity
to participate in this discussion regarding the condition of small
business and commercial real estate lending in local markets. At
Mid-Atlantic, we are proud of our track record in helping our mem-
bers and their small businesses. We have been an SBA-approved
lender since 2004 and just last year became an SBA express lender.

We currently have closed or have pending 12 SBA loans that
total approximately $8 million. Mid-Atlantic has just over $28 mil-
lion in member business loans, putting us at or very near the credit
union member business lending cap. We believe that the success of
our member business lending program is because of the expertise
we have on staff at our credit union. Our top business lending per-
sonnel have over 85 years of combined SBA business and commer-
cial loan experience, including receiving awards from the SBA.
Credit unions believe that we can play an important role in the
economic recovery. Credit unions have fared well in the current
economic environment and as a result many have capital available.
A number of small businesses who have lost lines of credit from
other lenders are turning to credit unions for the capital that they
need. With this in mind, NAFCU strongly supports the passage of
H.R. 3380, the Promoting Lending to America’s Small Businesses
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Act of 2009. This bill would raise the member business lending cap
to 25 percent of assets while also allowing credit unions to supply
the much needed capital to underserved areas. The legislation
would also change the definition of a member business loan from
$50,000 to $250,000. This is a significant step for as this panel
knows, one of the biggest declines in lending has been for loans
gndeér $250,000. Credit unions have been making business loans for
ecades.

However, the Credit Union Membership Access Act established a
statutory cap for the first time in 1998. The same bill also directed
the Treasury Department to study the need for such a cap and in
2001, the Treasury Department released its study in which it in-
cluded credit unions business lending currently has no effect on the
viability and profitability of other insured depository institutions.
The National Credit Union Administration has a strong track
record for overseeing credit union business lending. Just 2 days
ago, NCUA chairman Debbie Matz wrote Treasury Secretary
Geithner to assure him that if the arbitrary cap was modified,
NCUA would promptly revise their regulations to ensure that addi-
tional capacity in the credit union system would not result in unin-
tended safety and soundness concerns.

Finally, while some have falsely tried to tie the arbitrary mem-
ber business lending cap to the credit union exemption, I would
point out that credit unions were tax exempt for nearly 80 years
before any cap was put in place. So there is no correlation. Addi-
tionally, we also support the continuation of a 90 percent guarantee
in fee waiver on SBA loans through at least the end of 2010. While
some have proposed raising the maximum SBA 7(a) loan amount
from $2 million to $5 million, we do not believe that this is a good
idea. Maintaining the $2 million limit allows the SBA to guarantee
a greater number of loans, thereby helping more lenders, small
businesses, and communities. As this panel is aware, earlier this
month, the President proposed creating a new $30 billion with
money remaining from the TARP to make capital infusions in the
community banks to encourage loans to small businesses. As a pro-
gram is currently proposed, most credit unions would be eligible
and statutorily unable to participate in it due to how capital is de-
fined in a Federal Credit Union Act.

We applaud the Administration for its focus on increasing job
growth and small business lending and we believe that the Admin-
istration should also find ways to include credit union business
lending in its efforts. Raising the arbitrary credit union member
business lending cap would make it easier for small businesses to
have access to loans. Furthermore, this could be done without cost-
ing the American taxpayer a time. Many credit unions such as
mine are approaching the cap and have the funds available. In con-
clusion, the current economic crisis is having an impact on Amer-
ica’s credit union, but they continue—and we continue to provide
superior products and services to their members. Credit unions
stand ready to help our Nation’s small businesses recover from the
current economic downturn. Legislation before Congress such as
H.R. 3380 and the proposals to extend the fee waiver and 90 per-
cent SBA loan guarantee would aid credit unions in their efforts to
help our Nation’s small businesses.
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Additionally, as new programs are proposed, we hope they are
designed to include credit unions. I thank you for the opportunity
to appear before you today on behalf of NAFCU, and I welcome any
questions that you may have.

[The prepared statement of Mr. Wieczorek can be found on page
312 of the appendix.]

Mr. MINNICK. We thank you, Mr. Wieczorek.

Ms. Nash?

STATEMENT OF CATHLEEN H. NASH, PRESIDENT AND CHIEF
EXECUTIVE OFFICER, CITIZENS REPUBLIC BANCORP,
MICHIGAN, ON BEHALF OF THE CONSUMER BANKERS ASSO-
CIATION (CBA)

Ms. NASH. Good afternoon, members of the committees. My name
is Cathy Nash and I am president and CEO of Citizens Republic
Bancorp. We are are a $12 billion institution headquartered in
Michigan and serving the upper Midwest. In 2009, we approved
$2.9 billion of loans, and we are very proud to have been named
the number one SBA lender in Michigan for 2 years in a row. I am
also a member of the board of directors of the Consumer Bankers
Association, and this association, for more than 90 years, has been
the recognized voice on retail banking issues in our industry, in-
cluding small business lending.

Our members collectively hold two-thirds of the industry’s total
assets. I am pleased to have the opportunity to appear before you
today to discuss the issues surrounding small business and com-
mercial real estate lending. As we seek to continue to move our
economy and indeed our country back on the path of stability and
prudent growth. It is important to seek input and engage in vig-
orous debate with focus on those who are most able to influence
that path.

In my positions with Citizens Republic, as well as with the CBA,
I see the challenges we face in serving our clients, protecting our
depositors and navigating through the current economic climate.
Those problems have been magnified. As a bank, we ask how much
capital is enough. Some would say in view of the crisis we have ex-
perienced that a bank can never have too much capital. With an
uncertain view of the near future, regulators must focus on pro-
tecting banks’ depositors. The best way to do that is to require
banks to hold more capital. Every dollar of capital a bank requires
to cover a potential bad loan is a dollar that cannot be lent to a
business owner. It is a dollar that cannot help a community recover
and grow jobs. It is exactly the holding of more capital that adds
to this cycle’s length and severity.

By holding capital and therefore making fewer loans or actively
shrinking a bank’s balance sheet to preserve even more capital,
businesses cannot grow and hire because their capital access has
been restricted. As banks have navigated through this cycle, it is
clear that some of the practices of the last decade must be curtailed
and this impacts those businesses seeking to borrow today. In the
past, banks competed vigorously for new loan clients. While most
banks have strong credit criteria and policies, too often those were
overridden to win a deal.
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In today’s environment, we have not loosened nor tightened our
standards. We are holding every loan opportunity against those
standards. This may feel to a borrower as if a bank is getting more
restrictive when in fact we are following long-established policies.
In our markets, we saw some banks close credit lines via letters
that clients brought into our branches. We have seen competitors
exit industry segments and geographies.

For business clients, we look at each borrower discreetly. Based
on their plans and forecasts, we have tried to size our lines of cred-
its based on their business needs. For example, for a long standing
client with a $2 million line of credit that they have never used,
we might work with that client to reduce that line of credit to a
more reasonable level based on their business plans and forecasts.
To some clients this feels like a significant reduction, but our goal
continues to be that we meet our clients’ needs and manage our
capital requirements.

Commercial real estate lending is driven by lower occupancy and
lower rents paid by tenants. Or on the building side, slower sales
that result in lower prices. These factors in turn drive the ap-
praisal of the properties and our ability to lend to the level that
we originally thought we could. For example, we have a client who
wants to build an office building and it is a $10 million project.
Presales did not come through and those that did were at lower
rent rates. Our clients believe the market will come back but as yet
are unwilling to put in additional money to maintain the loan-to-
value that we look for in our credit policy.

And this is a typical example for us. Recent changes in proposal
have been made—should have a positive impact and we support
the SBA proposals both in the express loans, the 504 program and
the 7(a) loans because we believe they will help our industry. The
ARC loan program was well intended, but it may not be enough to
get bankers to use it, because it essentially asks bankers to certify
that borrowers are in financial hardship at the same time they
need to certify that they are able to pay back the debt and most
bankers won’t be willing to do that.

In your invitation, you asked how banks can, as a practical mat-
ter, best fulfill their fundamental role as intermediaries in the
credit market consistent with prudent lending standards and
strong capital requirements. In a period of extreme financial eco-
nomic stress, this is indeed the key question, good borrowers who
have the willingness and capacity to repay will always find a loan.
Those borrowers with weaker financials will find it more difficult
in this environment to obtain financing. The fundamental capacity
and willingness to repay must be established once again as a hall-
mark of lending activity. This will happen, one borrower at a time,
by bankers who know and understand them. We thank you as you
continue to look for ways to improve small business and commer-
cial real estate lending and the CBA is committed to working with
members of both committees to meet that goal.

[The prepared statement of Ms. Nash can be found on page 256
of the appendix.]

Mr. MiNNICK. Thank you very much.

Mr. Hoyt?
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STATEMENT OF DAVID HOYT, HEAD OF WHOLESALE BANKING,
WELLS FARGO & COMPANY

Mr. HoyT. Madam Chairwoman, Mr. Chairman, Ranking Repub-
lican Members, and members of the committees, I am David Hoyt,
head of wholesale banking at Wells Fargo & Company. Thank you
for the opportunity to be here today to discuss lending and credit,
topics that are critical to business owners, or business at Wells
Fargo and economic recovery. Wells Fargo is the number one small
business, middle market, and commercial real estate lender in
America serving more than 2 million small businesses, and 15,000
middle market basis nationwide. We bank approximately 1 out of
every 10 small businesses and 1 out of every 3 middle market basis
in this country.

In many cases, we have had banking relationships with cus-
tomers that have spanned multiple economic cycles. We proactively
work with borrowers who may be experiencing difficulties and en-
courage them to have conversations with us as early as possible so
that we are able to explore alternatives.

Many business owners in America are hurting. At Wells Fargo,
we are doing our part to get businesses back on their feet. In 2009,
we extended over $40 billion of new credit to our business bor-
rowers. We continue to read media stories and hear directly from
business customers who are concerned about being able to obtain
the credit they need to run their businesses. We also see that the
demand for business credit has remained soft through the fourth
quarter of 2009.

In our opinion, the reality of weaker loan demand as well as the
perception of a lack of availability of credit is rooted in several fac-
tors: First, the economy has taken its toll on the credit and finan-
cial capacity of many businesses reducing the cash flow and the ca-
pacity to repay debt. Second, asset values have declined from much
higher levels which existed at the top of the economic cycle; busi-
nesses that relied on the value of these assets to borrow can’t bor-
row as much against them today. Third, given the uncertainty of
the economic environment, we see our borrowers being more con-
servative, stocking less inventory, and making few capital invest-
ments, which reduces the need to borrow.

And finally, loan structures and terms are more conservative
now than at the peak of the economic cycle, and we believe right-
fully so. The increasingly aggressive extensions of businesses credit
were partially responsible for the current financial crisis. Bor-
rowers that access credit on those terms find the terms of credit
extended today to be more restrictive.

Turning to the commercial real estate market, asset values have
decreased significantly, leaving many borrowers and lenders in a
position where the loans exceed the value of the property securing
them. During the last decade, commercial real estate saw a sub-
stantial amount of liquidity enter the market, reaching an all-time
high in 2007. As a result, valuations increased. As the economy
slowed, returns reverted to normal levels. Adding to the problem,
weaker tenant demand and tenant failures are resulting in declines
in cash flow generated by individual properties. The combination of
these issues has resulted in declining property values, in many
cases 40 to 45 percent. Our recent experience is that there is sub-
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stantial liquidity available in the market to deal with these issues
on a macro level, although these resolutions are often economically
painful to individual owners and lenders.

In our opinion, this is not a short-term problem and our expecta-
tion is it will take some time for the problem of the overvaluation
of commercial real estate to work its way through the system. We
want to be part of the solution, so we are hiring bankers, providing
educational tools to customers, doing outreach to women and di-
verse business owners, and extending SBA loans.

When lending to small businesses, we are taking the time to re-
evaluate the loans we declined. We take a second look at declined
loans because we want to make every good loan we can. There are
positive signs in the market. While loan demand is soft, it has im-
proved over the last several months. Businesses applying for credit
are stronger, competition for well underwritten loan opportunities
is increased, and liquidities in the market have also improved.

As we all travel along the road to economic recovery, Wells Fargo
maintains our commitment to help businesses owners, large and
small alike, succeed financially. Madam Chairwoman, Mr. Chair-
man, and members of the committee, thank you, and I will be
happy to answer any questions.

[The prepared statement of Mr. Hoyt can be found on page 238
of the appendix.]

Mr. MiINNICK. Thank you, Mr. Hoyt.

We will now hear from Mr. McCusker.

STATEMENT OF CHARLES McCUSKER, CO-MANAGING
PARTNER, PATRIOT CAPITAL, L.P., ON BEHALF OF NASBIC

Mr. McCUSKER. Chairwoman Velazquez, Chairman Frank, Rank-
ing Member Graves, Ranking Member Bachus, and members of the
Small Business and Financial Services Committees, thank you for
the opportunity to testify today on behalf of the National Associa-
tion of Small Business Investment Companies regarding the state
of small business lending.

My name is Charles McCusker, and I am a founder and man-
aging partner of the Patriot Capital family of investment funds. Pa-
triot Capital holds three small business investment company li-
censes. Non-bank lenders such as small business investment com-
panies, or SBICs are an important and often overlooked part of the
small business equation. Patriot Capital, for example, has provided
investment capital, long-term investment capital to 64 businesses,
small businesses. And the Patriot Capital portfolio companies em-
ploy over 10,000 people in 23 States. Seventeen of these invest-
ments have been made since mid-2008. Six thousand of the 10,000
people we employ were—jobs were created as a direct result of our
investments.

SBIC is a very small, highly regulated, private investment fund
that invests exclusively in domestic small businesses primarily
through long-term capital investments. Under the program SBIC
funds raised private capital from institution and individual inves-
tors, and upon licensure from SBA can access low-cost leverage to
multiply the amount of capital available for small business invest-
ment. The program is getting capital to the market.
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When the Treasury and the Small Business Administration held
a summit on small business financing in November, the only small
business participant at the small business forum who said he had
adequate access to capital was a small business investment com-
pany backed company.

At Patriot Capital, for example, we have a recycling company in
the Midwest that has struggled, but survived the economic down-
turn, met every expectation laid out to the bank, and yet the bank
continues to reduce the amount of credit available to this company.
And while debt capital would be available if the company were a
larger scale, small businesses like this recycler are having serious
problems accessing capital. Patriot Capital provided capital when
the bank would not.

SBICs can and do fill the capital void in the marketplace, func-
tion in the symbiotic relationship with the banks. Banks are not
competitors but are major investors in our funds and are sources
of daily credit for the businesses in which we invest. SBICs fill an
important and unique role in providing capital to small businesses.
SBICs generally provide long-term non collateralized investment
capital in the 500,000 to $5 million range, a range in which banks
gfteﬂ are not comfortable lending particularly smaller community

anks.

SBICs also invests in small businesses which, despite being solid
companies, have collateral considered too risky for banks to con-
sider worthy of credit.

In addition, in Fiscal Year 2009, SBICs made over 20 percent of
their investments in low- and moderate-income areas, and over 90
percent of investments held by SBICs were in smaller enterprises.
Furthermore, related banks, banks are often more comfortable
lending to small businesses with SBIC’s as long-term capital inves-
tors.

Patriot Capital has businesses in multiple industries and very
few are immune to the current lack of liquidity in the marketplace.
Several very solid, well-managed companies in our portfolio from
the Midwest paper recycler I mentioned to a southeastern trucking
company, to a woman-owned and managed East Coast telecom
manufacturer, to a rural provider of natural gas would have been
put out of business and liquidated, put out of business and lig-
uidated by their banks if not for the banks and the FDIC program
and the capital to support these businesses.

In approximate numbers, these four companies alone represent
over $100 million in revenue and 600 American jobs. These may
not seem like large numbers, but they are huge numbers to their
employees and their hometowns. Also when you consider that these
four companies represent only 4 percent of our port and Patriot
Capital while collectively one of the largest SBICs is only 2 percent
of program, you have to multiply those numbers by a thousand to
understand the impact. 600,000 American jobs.

Stories like this can be told by every one of the SBICs in the
marketplace. It is definitely a fact that it is faster and easier to
save and create jobs in a solid small business than to create them
from scratch. Recent actions by—and proposed actions by banking
regulators and the Administration are cutting off capital to SBICs
and small businesses.
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The day after the President proposed the Volcker Rule, many
banks suspended investments in SBIC formation, even before
Gramm-Leach-Bliley banks were allowed to invest in SBICs. A
clear message needed to be sent to banks that they are not only
allowed but encouraged to invest in SBICs. Also, recently
inexplicably banking regulators, particularly the OCC have inad-
vertently cut off new investments in SBICs by removing certainty
that the banks will receive CRA credits for investing in small busi-
ness investment companies. There has been no legal or regulatory
change, but the actions of a few examiners are cutting off capital
to small businesses. CRA credit for SBIC investments needs to be
explicitly memorialized.

On the incentive side, the $30 million of TARP capital if just 3
percent of that were allocated to community banks to invest di-
rectly in SBICs that capital can be leveraged by the SBA and, in
turn, invested in companies for providing long-term investment
capital.

Finally we do encourage—

Mr. MINNICK. The gentleman’s time has expired.

Mr. McCUSKER. Thank you for the opportunity to testify today,
and I welcome any questions.

[The prepared statement of Mr. McCusker can be found on page
246 of the appendix.]

Mr. MINNICK. Ms. Robertson?

STATEMENT OF SALLY ROBERTSON, PRESIDENT & CEO, BUSI-
NESS FINANCE GROUP INC., FAIRFAX COUNTY, VIRGINIA, ON
BEHALF OF THE NATIONAL ASSOCIATION OF DEVELOP-
MENT COMPANIES (NADCO)

Ms. ROBERTSON. Good afternoon. My name is Sally Robertson,
and I am a board member of the National Association of Develop-
ment Companies. Additionally, I am the president of Business Fi-
nance Group, it is a Virginia-based, nonprofit provider of SBA 504
loans—504 is a public private partnership that leverages 40 per-
cent Federal loan guarantees to induce commercial lenders to pro-
vide 50 percent financing for long-term commercial real estate
projects. Those projects are job creators and are done at no cost to
the Federal Government.

I am pleased to provide comments this afternoon on the state of
commercial real estate lending and the need to improve access to
capital for small businesses. NADCO applauds both committees for
examining CRA issues before the pending crisis overtakes us.

Independent studies by Deutsche Bank, Credit Suisse, and the
Congressional Oversight Panel reveal that at least 1.4 trillion
NCRE will mature in the next 5 years. Of this, about 750 billion
is held by small and medium community banks, representing as
much as 300 percent of their main capital and reserves.

The recession and pressures from bank regulators have forced
smaller banks to focus on rebuilding capital rather than on making
small business loans. The loss of the CMBS market for the sale of
CRE loans has added to the liquidity issues for those banks. If
steps are not taken soon, the rate of bank failures is predicted to
increase as the crisis worsens. Without capital even successful
businesses cannot grow. Without new sources of long-term capital,
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businesses that cannot refinance their commercial homes will risk
shutting their doors, adding their employees to the ranks of the un-
employed.

One of the larger loans we have done is for a second generation
commercial laundry facility. The project financed equipment while
the borrower financed the building through a conduit as the equip-
ment loan maxed out their SBA eligibility. The conduit will mature
shortly, and if a renewal is not available conventionally, our busi-
ness may fail since the equipment cannot be readily moved causing
the loss of 131 jobs.

Through two rounds of stimulus, Congress and the Administra-
tion have worked hard to put more fixed asset financing and work-
ing capital into the hands of small businesses. A 50 percent in-
crease in 504 volume through January 31st of this fiscal year over
last fiscal year speaks to its success, but the current stimulus pack-
age is ending. An extension of the stimulus provisions is critical to
access to capital for small business and has been supported by AD
organizations in a letter to Congress, but we must all do more to
expand capital sources and induce community banks to get back in
the lending business.

We believe that many small businesses either need access to
larger guaranteed amounts or have already used up their allocated
maximum for 504 under current law. The Credit Suisse study cited
above indicates that the majority of CMBS loans coming due are
between $2 million and $5 million, demonstrating a dispropor-
tionate impact on small business. And the current loan size limits
are frequently too low to assist many successful small businesses
that can expend and create the most new jobs.

We recognize the House Small Business Committee for passing
H.R. 3854 and the SBA Programs Reauthorization bill with numer-
ous beneficial program changes. Foremost among these changes is
the proposal to increase the maximum 504 loan size from $1.5 mil-
lion to 53 million and the limit for critical public policy loan would
increase from $2 million to $4 million. However, the expanding
CRE financial crisis has increased the demands for capital beyond
the House passed new 504 loan limits.

As President Obama has advocated, and small business and
lending associations have endorsed, we support the urgent need to
provide even greater levels of capital access to healthy growing
small businesses.

As stated in H.R. 4302, we urge support for a total credit limit
tomorrow a single borrower $5 million for regular 504 projects and
public policy projects at a $5.5 million limit for manufacturers and
energy efficient projects. Our industry also strongly recommends
that the committee support H.R. 4302 for the proposed temporary
expansion of 504 refinancing provisions.

There are three distinct needs each of which affects of jobs out-
look. Maturing debt, small businesses even those who can make
their payments may be unable to renew their loans for their busi-
ness real estate which could lead to foreclosure. Losing 504 to at-
tract a commercial lender to the refinancing project could save
those jobs.

High cost debt. Many small businesses have older loans done
when rates were high. By refinancing these loans at today’s lower
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interest rates, the savings on debt cost can be used to expand in-
ventories and hire more workers.

Access locked up real estate equity. In spite of the decline in real
estate values, many small firms have significant equity in their
business real estate. Refinancing those existing mortgages while
providing them with more operating cash will enable them to rein-
vest it in business operations, expand and create jobs for their com-
munities. Again, thank you for the opportunity, and I look forward
to your questions.

[The prepared statement of Ms. Robertson can be found on page
264 of the appendix.]

Mr. MINNICK. Thank you, Ms. Robertson.

I would like to thank all of you on the panel for your thoughtful
comments. The favor we have done all of you by asking you to come
late Friday afternoon is that our questions will be mercifully brief.
I would like to start by turning the committee over to the ranking
member, Mr. Bachus, for 5 minutes.

Mr. BAcHUS. Thank you. Let me ask, I guess particularly the
bankers on the panel, have the recent policy statements and the
guidelines that have been issued jointly by the Federal regulators
provided you any clarity or maneuverability in making loans?

Mr. ANDREWS. I will address that, Mr. Bachus. I believe there is
some clarity in those guidelines. But at the same time, I do have
a lot of peers that I speak with and that clarity is not fully dissemi-
nated yet to the field examiners. And so within those guidelines,
there also remains a fair amount of examiner discretion and so
that is a problem from time to time that we have not seen the
problem mitigated and we still see a severe regulatory environ-
ment. There is some clarity in there in the spirit of that, but the
implementation is still lacking a little bit.

Mr. BRIDGEMAN. Congressman Bachus, I would say that having
recently experienced an examination in the month of December,
there is a disconnect between what is being put out from Wash-
ington in the form of the guidances and what is actually being de-
livered to the community bankers at the grassroots level. There is
clearly some subjectivity that seems to be going to the excessive
overzealous side.

Mr. BAcHUS. Mr. Grant?

Mr. GRANT. I would just like to echo what Mr. Bridgeman and
Mr. Andrews said. There still is that message out in the field that
hasn’t gotten through yet. We heard some comments about the ex-
aminers today that certain things that just don’t generally apply in
practice once you get out in the field. So I would just echo what
has just been said.

Mr. BAcHUS. Mr. Hoyt?

Mr. HoyT. Yes, we would view that as being—the guidance as
being a reiteration of some long-standing guidance that the OCC
has had. And I would take a bit of different of a different view, I
think our examinations have been consistent with the guidance
that has been provided.

Mr. BAcHUS. There does seem sort of a disconnect between your
experiences, that the lending needs of small businesses are being
meet, is that what I heard you say?
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Mr. HOYT. I can’t speak for the needs of all small businesses, but
I can certainly tell you that it is something that we are trying very
hard to meet. We are hiring more bankers, we are making more
loans and we are clear in the fact we want to do every good loan
we possibly can.

Mr. BacHUS. Do you think there is an unmet need among credit
or the small businesses for loans or for refinancing or among devel-
opers, say, for refinancing? Do you think—I mean, you have heard
what some of your fellow panelists have said?

Mr. HovyT. We have seen, I would say, an increased competition
for lending particularly over the last few months. And in most
cases, we are seeing competition between multiple financial serv-
ices providers competing for individual loan opportunities.

Mr. BACHUS. As opposed to—are the loans available or are they
just at a higher rate than small businesses want to pay?

Mr. HoYT. I would say that the loan availability harkens back to
a number of the issues that I mentioned in my testimony which re-
lates to the fact that I think small businesses are under more
stress. I think that in many cases, borrowers, or most cases, bor-
rowers aren’t able to access credit on the same terms that they
were able to access credit on 2006, 2007 creating the perception of
a change. So I believe the credit is available.

Again, we are trying very hard to find all the opportunities and
who want to do more in the small business area, but there clearly
is an availability issue relating I believe to the creditworthiness in
some cases, and rates and terms available to small businesses own-
ers. And many small business owners are under a lot of economic
stress.

Mr. BAcHUS. Let me ask you this, and I am particularly inter-
ested in, say, a bank the size of Wells, and this is anecdotal evi-
dence, but from time to time we do hear small businesses, and
when I say “small,” I am talking about those employing maybe 100
employees, saying that some of the banks, the larger national
banks are not that interested in making small loans. Would maybe
any of the panelists like to comment on—Mr. Hoyt, is that—

Mr. HoYT. I don’t think anything could be further from the truth
for our institution. As I mentioned, we now bank about 1 out of
every 10 small businesses in the United States. Last year, we hired
an additional 1,500 bankers to fund small business loans, and we
intend to hire at least another 700 this year. As I mentioned be-
fore, we made $40 billion in new loans to our business customers
last year.

Mr. BACHUS. Are those small businesses?

Mr. HoyT. Small business, about $13 billion.

Mr. MINNICK. Thank you, Mr. Hoyt. The gentleman’s time has
expired. I call on Chairwoman Velazquez for 5 minutes.

Chairwoman VELAZQUEZ. Thank you, Mr. Minnick. I would like
to ask Mr. Andrews, Mr. Bridgeman, and Mr. Grant the following
questions and I would like yes or no answers.

If the Treasury’s proposed $30 billion small business lending
fund were enacted today, would you apply for funding?

Mr. ANDREWS. Yes.

Mr. BRIDGEMAN. Yes.

Mr. GRANT. Yes.
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Chairwoman VELAZQUEZ. I would like to ask you whether you
will commit to using the money you receive solely for the purpose
of small business lending, Mr. Andrews?

Mr. ANDREWS. Yes.

Mr. BRIDGEMAN. Yes.

Mr. GRANT. Yes, we will.

Chairwoman VELAZQUEZ. Will you also be supportive of fees or
other penalties for banks who take the money and do not use it to
make small business loans? Mr. Andrews?

Mr. ANDREWS. I would be supportive of how Herb Allison out-
lined it in his testimony.

Chairwoman VELAZQUEZ. I am sorry.

Mr. ANDREWS. I would be supportive of how Herb Allison out-
lined his testimony with the incentives.

Chairwoman VELAZQUEZ. Is that a “no?”

Mr. ANDREWS. Would you rephrase the question for me?

Mr. BRIDGEMAN. That would be a no.

Mr. GRANT. No.

Chairwoman VELAZQUEZ. Mr. Wieczorek, there currently are
some, but let me ask you, you want to do more small business lend-
ing, both of you, Mr. Covey and Mr. Wieczorek, right?

Mr. WIECZOREK. That is correct.

Chairwoman VELAZQUEZ. What would be your answer if you are
allowed to receive money from the $30 billion, will you take it?

Mr. WIECZOREK. Well, we can’t, this is all.

Chairwoman VELAZQUEZ. I know, I know, but let’s say you can.

Mr. BACHUS. Some of these are sort of theoretical questions.

Mr. WIECZOREK. Yes.

Mr. CovEY. No, we would not.

Chairwoman VELAZQUEZ. Mr. Wieczorek, there are currently
some who are proposing that we increase the maximum size on 7(a)
loans as much as 2% times the size to $5 million. Have you seen
any real demand for loans this large from small businesses, or is
this something that is more likely to benefit large banks?

Mr. WIECZOREK. I have not seen that demand, but I agree that
it would be more in tune with larger institutions.

Chairwoman VELAZQUEZ. Mr. McCusker, equity capital can be a
vitally important part of the small business capital structure. Do
you think that the Administration has missed an important part of
the solution by focusing only on lending programs?

Mr. McCUSKER. Thank you for the question. I believe that both
equity and long-term investment capital, whether it is in the form
of equity or long-term debt, is a vital solution to the growth of the
American economy, absolutely.

Chairwoman VELAZQUEZ. Let me ask you, Mr. McCusker, have
you seen a demand for loan sizes as much as $5 million?

Mr. McCUSKER. We invest in the areas of $500,000 to $5 million,
so we do see a demand for loans in those areas. Mostly in longer
term investment categories though, either equity or unsecured
debt. Not so much in terms of short-term capital.

Chairwoman VELAZQUEZ. Do you think the proposal to increase
the 7(a) loans to $5 million is duplicative of what the SBICs al-
ready do?
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Mr. McCUSKER. Well, I am not exactly an expert on what that
SBA loan program is. But I do know it takes the same amount of
time and effort to do a $5 million loan as it does a $50,000 loan.
So I am afraid the result may be more money but less loans to less
small businesses. As I understand it, I am not as supportive of it.

Chairwoman VELAZQUEZ. Okay, thank you.

Mr. MINNICK. Mr. Bartlett?

Mr. BARTLETT. Thank you. Increasingly, small businesses will be
coming to the traditional lenders, the community banks and credit
unions. If this recession is like past recessions, the companies that
will lead us out of the recession will be small companies. Maybe for
the last recession, I think said more than 90 percent of all the new
jobs were created in the companies of 1 to 4 employees, those are
really small companies. They will be coming to the community
banks and credit unions. Community banks and credit unions, as
far as I know, have made few or no subprime loans, they are finan-
cially sound. You are different than the banks that have made this
plethora of subprime loans that are in financial difficulty. And yet
you are burdened by what may be excessive response to this crisis
with the regulatory changes.

You are different, why shouldn’t you be treated differently? If
you aren’t, I am afraid that this recovery is going to be stifled be-
cause you will not be able to make the loans that you know would
be good loans to the people that you know could repay them that
would create jobs and that would bring us out of this recession. If
you are different, why shouldn’t you be treated differently?

Mr. ANDREWS. I think we should be treated differently. I think
that there should be a 2-tier system of sorts that favors community
banks. I think community banks did not create the problems of
Wall Street and we would be in favor of regulatory relief. And we
would be in favor of a change in the attitude as far as capital ratios
are concerned too.

Earlier in the panel, we heard a situation where how come com-
munity banks can’t attract capital, it is because the 19th largest
banks in the world were backstopped by the U.S. Government and
there is a disparity of “too-big-to-fail” out there, you create an
unlevel playing field and I think that needs to be addressed.

Mr. GRANT. I would like to respond also, and say that I think in
our economy, we need banks of all sizes. In reality, an awful lot
of the misery that was caused by the recession was really from
nonregulated financial institutions. And to a great extent, regu-
lated financial institutions, regardless of their size, really do not
contribute significantly to the downturn. Having said that, we cer-
tainly applaud appropriate financial regulations. I don’t think that
the current regulated institutions—be they large banks, small
banks or credit unions—in my opinion, there is more than ade-
quate regulatory supervision of those institutions. We would apply
some sort of regulatory scheme that is placed on the nonregulated
financial institutions that really brought about this problem.

Mr. BRIDGEMAN. I would say that the number one thing that I
would like to see is consistency in the regulations because with the
current environment right now we are getting mixed signals on
capital ratios, reserves, they are inconsistent. There is differences
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in capital ratios even between States what are being considered the
new thresholds, so to speak, even though they are unofficial.

So there needs to be consistency and there also needs to be an
understanding that a lot of examining body at this point has never
been through this kind of downturn. A lot of the bank examiners
are very young.

As a matter of fact, I have been a banker in many cases longer
than some of the bank examiners have been alive. So when you
take that into consideration there needs to be some common sense
applied, some reason. I not saying that we have to be regulated dif-
ferently, just fairly.

Mr. Covey. Congressman, credit unions are being treated dif-
ferently now because we have an artificial cap on how many loans
we can do as a percentage of our assets. And as we approach that
cap, we have capital and resources but the cap is preventing us
from doing more business lending.

Mr. WIECZOREK. I agree that I think we should—we are being
treated differently and one of the things that I wanted to clarify
about, a hypothetical question about—

Mr. BARTLETT. To the detriment of the borrower, are you not?

Mr. WIECZOREK. I feel it is benefiting the borrower. We are out
there lending.

Mr. BARTLETT. I said there were caps you were up against that
prohibited you from making loans you would like to loan.

Mr. WIECZOREK. That is correct, let me say one thing really
quickly about the hypothetical, though, question about the TARP
funds, and I just wanted to make sure that my intention there was
that because we can’t raise capital, it would be nice if we could get
that capital injection. And I think that is how we getting treated,
that is also preventing us from growing and going out and doing
what we need to be doing.

Mr. MINNICK. The gentleman’s time has expired.

Mr. BARTLETT. Thank you, Mr. Chairman.

Mr. MINNICK. Mr. Luetkemeyer?

Mr. LUETKEMEYER. Thank you, Mr. Chairman. I think all the
regulators have left, which is disappointing to me from the stand-
point that all of you sat through their testimony. I think it would
be important of them to listen to you. It reminds me of a headline
I saw in The Washington Times today with regards to the health
care summit, so I will paraphrase. They were listening, but they
were only listening to themselves. So along that line, I am just
kind of curious the bank folks I know that you have been ham-
mered with an FDIC insurance premium. How impactful has that
been to your ability to lend?

Mr. BRIDGEMAN. Well, I will tell you that any time you lose earn-
ings, you lose the potential to lend. My FDIC insurance premium
from 2006 to 2009 at the same level of ratings that we had went
up 1,205 percent. It went from $36,000 annually to $444,000 annu-
ally, and that is a significant impact. It impacted me in my ability
to lend into my community. So that is how it affects us.

Ms. NasH. Yes, from our point of view, we had to cut expenses
to pay that FDIC premium. It hasn’t really impacted our lending
ability or our willingness to lend, we simply had to cut expenses
to pay the premium.
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Mr. Andrews?

Mr. ANDREWS. We have been able to absorb that, but at the same
time the industry stands behind the insurance fund and it was
probably necessary.

Mr. LUETKEMEYER. Mr. Grant?

Mr. GRANT. I would echo similar remarks. I do think the FDIC
took pains to make sure the impact was spread over a number of
years. To emphasize what Mr. Andrews said, the FDIC fund has
always been funded by banks; it has not cost the taxpayer any
money at all. And so this is the same as property and casualty:
when the losses go up, the premiums go up. It certainly was a
tough nut for us, and like Ms. Nash, we have had to cut expenses.
We just sent a $10 million check off to the FDIC at the end of last
year. And that hurts your earnings a little bit but you carry on
from there.

Mr. LUETKEMEYER. Just a little? Okay.

Mr. Andrews, in reading through your testimony, I notice that
you had a couple of ideas there about net operating loss, carry back
and sub-tip duress, income tax cap at 35 percent. Would you like
to elaborate on that just a little bit of how important you think
that is to the viability of community banks and how it impacts
lending?

Mr. ANDREWS. Well, I think you find a lot of community banks
right now in a lost position. So earlier in panel one, we actually
had a question regarding accounting. And we had net loss oper-
ating carry backs. If I think we were to extend that, it would be
very beneficial. Another thing that has come up to bite banks has
been deferred tax assets where you have a difference between ac-
crual accounting on your annual statement plus your tax returns.
And a lot of those tax deferred assets that had built up over the
years were being wiped out and that is a direct hit to capital.

But in my written statement yes, we are in favor of extending
the net loss carry backs, I think that would be very beneficial.
S?Mr. LUETKEMEYER. Can you explain the income rate cap on sub

Mr. ANDREWS. On sub S, sure. On sub S, I think that there are
a lot of small community banks that are out there that will orga-
nize themselves as sub S. And you obviously have Tax Code issues
with the corporations that you heard earlier where you had a bor-
rower that was in a loss position. And so we think we are to pro-
vide relief for these small businesses in the form of sub S account-
ing and tax breaks that that would help stimulate and make the
franchise more valuable and also lend in the community. So we are
in favor of some relief on the tax side.

Mr. LUETKEMEYER. Okay, the examiners who were here a while
ago made comments to the effect they were concerned about or I
think a discussion held anyway with regards to their—the way that
they were being advised to do things and I think that one of you,
a number of you made the comment about the disconnect. I was cu-
rious about regards to the examiners that you are experienced with
have experiences with, are they looking—whenever they review
your loan portfolio, are they looking at what is going on now, trying
to guess what is going to happen in the future or are they looking
at your loan portfolio now, and what the environment is today, and
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how you need to be looking at that and trying to succeed in that
environment?

Mr. GRANT. I think it is a combination of both.

Mr. LUETKEMEYER. You don’t have a crystal ball, is that what
you are saying?

Mr. GRANT. And there is an awful lot of that they utilized the
world, while we want you to stress current situations. So, as I
think was indicated earlier, you get a situation where things may
be okay now, but as you go through various stress tests, then all
of a sudden they deteriorate. And then they take the position, well,
because of that prospect of deterioration we want you to go ahead
and classify the asset and possibly take charges or allowance for
it.

Mr. MINNICK. Thank you, Mr. Grant. The gentleman’s time has
expired.

Mr. LUETKEMEYER. Thank you, Mr. Chairman.

Mr. MINNICK. I would like to ask the community bankers here
a question, and I will start with Mr. Andrews. We had testimony
in the first panel from at least two of your customers, collective
customers that the inability of their lenders to make loans was not
just a function of lack of demand, but was very importantly influ-
enced by a combination of procyclical regulation by the regulators
wanting more than minimum capital requirements and reducing
their lending based on experience that in many cases they had
caused, combined with illiquidity portfolios, asset portfolios, com-
bined with inadequate capital that was caused importantly by ap-
praisals based on distressed sale values that had caused loans to
be classified and reserves to be created that were not necessary
based upon any intelligent valuation of the assets used as collat-
eral.

I would like to ask you to what extent is—are those three factors
influencing your and your members ability to function in this dif-
ficult environment?

Mr. ANDREWS. Well, included in my written and oral testimony,
I touched on those areas. I do think that we are in a tough regu-
latory environment as I mentioned the roughest we have had in
over 2 decades. You are seeing loan loss reserves increase with dra-
matic rates. Many of my peers will consider them to be excessive
levels. You also are seeing capital ratios being raised by the exam-
iners in the field.

In my oral testimony, you heard my leverage ratio went from 5
percent to 10 percent. That limits our ability to lend, it forces us
to look at our balance sheet and possibly shrink that. You heard
in my oral testimony loans of $248 million which shrunk to $200
million.

Mr. MINNICK. And what is happening to you is typical of what
is happening to all your members and the community bankers?

Mr. ANDREWS. I think that it is typical of what happens in var-
ious regions of the country, the west coast, Oregon, Washington,
Florida. Certainly, there are States that are suffering more than
others. All my peers have certainly happening with that they are
crying the blues, it is difficult.

Mr. BRIDGEMAN. I would mirror Mr. Andrews in a lot of his com-
ments. I would tell you that the regulatory environment is signifi-
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cantly impacting our ability to lend. And I think that some of the
write downs that are being placed on banks for because of the ap-
praisals dropping, the real estate is going down significantly. And
because of that we are taking more money into reserves. We have
very, very strong reserve at our bank along with very good capital
ratios, but to keep those and maintain those and work through the
problem credit is going to impactability of us to borrow—excuse me,
to lend to qualified borrowers.

Mr. MINNICK. So if the bank examiners were to value assets at
approximating fully functioning market values and were not to in-
sist on excess capital over and above the regulatory requirements
you would be making more loans?

Mr. BRIDGEMAN. I would be able to make more loans, yes, sir.

Mr. MINNICK. Thank you. I would like to ask you the same ques-
tion, Mr. Grant.

Mr. GRANT. Yes, I would respond in total agreement with Mr.
Andrews and Mr. Bridgeman and add a few other things. The
illiquidity—we have circumstances, the regulators come in and say
here are the classified loans. They are impairing your ability to
lend, but yet there is really no avenue for off placing those loans.
You have to work through them, and indeed, I think the tenor of
the entire day has been an attitude of working with the small cus-
tomers.

The other thing I would also add is the concentration levels. The
regulators now require a significant amount of slicing and dicing,
if you will, of the loan portfolio and will suggest that you must not
lend any more of this type of loan or that type of loan. And some-
times based on the markets you serve that certainly could impede
it. Some of the criterion that they use with the levels of capital
they indicate are guidelines, but by the time it comes into the field,
they are pretty much requirements.

Mr. MiNNICK. Thank you. Ms. Nash, I only have another 40 sec-
onds.

Ms. NasH. I will be quick. We have a little bit of different experi-
ence. Our regulators have been quite complimentary of us in terms
of building our loan loss reserves and the way we take and analyze
our risk. I think what we do see though is we understand we are
in Michigan which has experienced probably the worst part of re-
cession of any State in the country. I will give maybe a little bit
to California on the other end of table there. But the fact is what
we see is there is a future uncertainty risk and I think Mr. Grant
mentioned in his comments as well that we do see a little more em-
phasis on that. We have quite frankly a lot of support about our
credit analytics and our approach around our credit to date.

Mr. MINNICK. My time has expired. Others can respond in writ-
ing, if you wish. I ask Mr. Bachus for a concluding comment.

Mr. BAcHUS. I appreciate that. One of the things we were talking
about is the gaps and the regulations and the fact that many of the
banks did not engage in subprime lending. One thing that we
were—I won’t say misled by, but we did talk to several large banks
and they said we are not doing subprime lending, but their unregu-
lated affiliates were. So I think it is one of the things important
about any bank reform is that we do close those gaps and regula-
tion. And if they regulate it, an institution is going to have to buy
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an unregulated affiliate which can engage in all sorts of risky be-
havior. I don’t mind risky behavior unless you are going to bail
folks out. But that obviously is problematic. So I think we—and I
think had we passed in 2005 which some of us proposed that we
license and register all mortgage brokers we would at least solve
some of the later problems that we see because there was a lot of
fraud.

My second comment, Mr. Hoyt, I want to convey my appreciation
to Wells Fargo for your purchase of Wachovia which included
SouthTrust Bank in Birmingham, Alabama, one of the largest
banks. You did so at 3 times the purchase price that the Federal
regulators had engineered and agreed to by city. And you did so
without any Federal loan guarantees and that is something that
has never really been looked into. It would be an interesting hear-
ing for this committee, that the Federal regulators actually came
to an agreement to sell a bank for basically a third as they were
liquidating a third of what Wells came in and offered. And then
you did so without any Federal guarantees and that I commend
you, but boy that really is troubling, that whole deal.

And then I think Wells was threatened with a lawsuit for “inter-
fering with that federally insured purchase.” So I do appreciate
that. A lot of people in Alabama ended up with three times as
much money in their pockets as they would have. They still took
a tremendous loss with that. I thank you for that.

And I thank all the members of the panel for their attendance
today. We are—obviously the country is in a difficult economic at-
mosphere. And the only thing we had not mentioned is that as we
move forward, I do think that in many cases, attempts by this Con-
gress and even the regulators to micromanage the economy and in-
stitutions has been counterproductive because banks are going to
make decisions that they think are best for themselves and their
customers, and are only going to lend money when they think there
is a promise of being repaid which good for the banks and lenders.

I think we are going to see some unintended consequences of
these—not only have we seen it from the TARP thing where we put
all sorts of restrictions on it and made it pretty unbearable, but we
are seeing it maybe from the credit card legislation. And depending
on what we pass—what the Senate sends back to the House and
was passed on financial regulation, I think you are going to see
some that the Congress may do more harm than good, which is
often the case. But I do appreciate your attendance and wish you
well because of the viability and strength of the financial industry
is essential for properly functioning economy. So thank you.

Mr. MINNICK. I would like to echo the ranking member’s com-
ments and to thank all of you for being here. We are sorry we
didn’t have a fuller panel, maybe there aren’t many people here
asking you questions, but we very much appreciate you being here,
and your thoughtful comments. I ask unanimous consent that all
members have 30 legislative days to submit statements and other
extraneous material for the record. With that, I thank you all
again. The hearing is adjourned.

[Whereupon, at 3:31 p.m., the hearing was adjourned.]
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Full Committee and the Committee on Small Business Joint Hearing

Condition of Small Business and Commercial Real Estate Lending in Local
Markets

Congressman Adler’s Opening Statement:

Financial Services Full Committee and the Committee on Small Business Joint Hearing:

I want to thank Chairman Frank, Chairwoman Velazquez, Ranking Member Bachus and
Ranking Member Sam Graves for holding this incredibly important hearing. Additionally, 1
want to thank all the witnesses for taking time out of their busy schedules to testify here today.

Over the past year, | have hosted dozens of public events, including town halls and
small business summits to hear from consumers, small business owners and local officials about
the status of New Jersey’s economy. I hear about the condition of the credit markets and
difficulty small businesses are having accessing capital. Loans to small businesses are especially
vital to our economy, as they employ nearly 40 percent of the private sector workforce. Today,
we must iron out the communication lapses between the federal regulators in Washington,

examiners on the ground, banks and small businesses.

The health of our capitalistic economy depends on the ability of consumers and
businesses to access credit. I understand that due to the financial downturn many bankers have
become more conservative in how they evaluate potential borrowers and distribute their
financial products. However, local small businesses in my district cannot access loans and
oftentimes banks are cutting off their existing lines of credit which force them to lay off
employees and threaten their ability to keep operating. This development is especially
problematic for small businesses, given that they typically lack access to public capital markets.
Banks counter that they are under pressure from regulatory examiners who are preventing
them from making loans they would normally make. Solving these problems require no
government spending and will significantly add to the ability of small businesses to expand and
create jobs.

Additionally, I hope our panelists suggest what legislative, regulatory or other solutions
can be changed to increase the availability of small business credit. New Jersey residents want
to go back to work, add to the productivity of our economy and see Washington workona
bipartisan basis to solve the problems impacting their communities. We must help Americans
tap into their entrepreneurial spirit our country is known for.
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Again, I want to thank all our witnesses for testifying today and look forward to tackling
1ese issues as a member of the House Financial Services Committee.
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CONDITION OF SMALL BUSINESS AND COMMERCIAL REAL ESTATE
LENDING IN LOCAL MARKETS

Friday, February 26, 2010

House of Representatives, Committee on Financial Services, Joint with Committee on
Small Business.

Washington, D.C.

Statement of Congresswoman McMorris Rodgers

I would like to thank our panel of witnesses testifying before the Committee today. It is
critical to have the three major stakeholders — borrowers, lenders, and regulators —
involved in the discussion. Much of what we have heard today is not entirely surprising.
The comments mirror those from the small business owners back in Eastern Washington.
Existing business owners who are finding it hard to access credit and those entrepreneurs
who would like to start a business but are finding it near impossible to obtain a loan.

Two weeks ago, | spent time with Eastern Washington’s small business community. The
resounding theme was that everyone wanted to expand, create jobs, and boost the local
economy. But, they can’t. The regulatory burdens associated with extending credit are
overly restrictive. Others told me that they would be willing to expand if they had more
certainty from Washington. Certainty as to what future policies they could expect —
policies that would help them expand or would force them to cut back.

This is not only concerning to me but frustrating to the small businesses in Eastern
Washington. Most importantly, it’s devastating our economy. We have the ability to
economically recover, build our communities, and encourage entrepreneurship. Yet, we
have hindered this growth opportunity by enacting policies that spend money we don’t
have. Moreover, the problem has been compounded by spending that has focused on
government expansion — not on supporting the private sector. We need to focus on ways
to stimulate job creation, which can be accomplished through less government spending,
lower taxes, and working to lower the deficit.

Thank you again to our panel for testifying on this important issue.
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Assistant Secretary for Financial Stability
Herbert M. Allison, Jr.
Written Testimony before the House Financial Services Committee and
House Small Business Committee
“Condition of Small Business and Commercial Real Estate Lending in Local Markets”
February 26, 2010

Chairman Frank, Ranking Member Bachus, Members of the House Financial
Services Committee, Chairwoman Velazquez, Ranking Member Graves, and Members of

the House Small Business Committee, thank you for the opportunity to testify today.

The challenges facing small financial institutions, commercial real estate, and
small businesses throughout the country are critically important and I appreciate your
commitment to working with the Administration in seeking methods to alleviate the

strain felt by these institutions.

The Administration believes strongly that small businesses and the community
banks that finance those businesses are critical to our economic recovery. Over the past
15 years, small businesses have created roughly 65 percent of the new private sector jobs
in America. Small businesses are an important part of our local communiticé and have a

meaningful impact on job growth and productivity.

The Administration has adopted a wide range of measures to stimulate ecopomic
growth and promote liquidity in the credit markets. Treasury has strived to protect the
health of smaller financial institutions throughout the implementation of the TARP. The

very first, and largest, program implemented under TARP, the Capital Purchase Program



94

(CPP), was designed to provide capital to financial institutions of all sizes.

Treasury has invested in over 650 small and medium-sized financial institutions
through the Capital Purchase Program (CPP). By providing capital, Treasury has helped
these institutions absorb losses from bad assets and continue to provide financial services
to businesses and individuals. Most small banks extend the majority of their business
loans to small businesses and provide these loans in a higher proportion of overall
business lending than larger financial institutions. Moreover, because most smatl
businesses cannot directly access the capital markets, many have few other options for
financing outside of bank loans, making community banks that much more critical to the
future of these businesses. These capital programs have been effective and our financial

system s more stable because of them.

Treasury also took steps to improve the health of securitization markets, which
provide key avenues of credit for small businesses, by facilitating the purchase of SBA-
backed securities under the Term Asset-Backed Securities Loan Facility (TALF). TALF
has helped spreads on asset-backed securities (ABS) come down by 75% on average.

ABS is an important component to providing consumer and business financing.

Additionally, the American Recovery & Reinvestment Act is driving expansion of
economic activity and has provided targeted efforts to support small businesses. The
legislation cut taxes for small businesses, allowing them to write off more of their

expenses and to earn an instant refund on their taxes by “carrying back’ their losses five
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years instead of two. The Recovery Act also temporarily raised the SBA maximum

guarantee and eliminated certain fees on eligible SBA loans.

Though we have seen signs of improvement in the credit market, there is also a
need for further steps to make credit more available. Small businesses continue to face
challenges accessing credit and the data show there has been a broad-based decline in
lending. On February 23, 2010, the FDIC reported that lending by the banking industry
fell by $587 billion in 2009, the largest annual decline since the 1940s. While the latest
data indicate that the pace of tightening has slowed, the Fed Senior Loan Officer Survey

has shown net tightening for small business borrowers for 13 straight quarters.

During periods of extreme economic stress, market uncertainty rises, driving
institutions to review their lending practices, tighten underwriting standards, and review
their capacity to meet demand. Small banks, in particular, are facing uncertainty over
their commercial real estate assets that may prevent them from lending more to their

small business customers.

The effects of the real estate market downturn have also hit small businesses
particularly hard. Approximately 95% of small employers own at least one of the
following three types of real estate: (i) a primary residence, (ii) their business premises,
or (iii) investment real estate. Approximately 76% of small businesses occupy
commercial real estate, either as owners or renters, the value of which has declined by

50% or more in some cases. Depressed values have damaged balance sheets and hurt
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their access to collateralized credit, even if their businesscs arc otherwise strong.

The federal banking regulators recently issued guidance on small business lending
that should yield greater consistency among the agencies and help banks provide prudent

small business lending.

Ultimately, it is critical to recovery that we ensure adequate credit availability for
small businesses. For this reason, the President recently proposed a new $30 billion Small
Business Lending Fund (SBLF). Under our core proposal, the SBLF would support
lending among community and smaller banks with assets under $10 billion. Banks with
less than $1 billion in assets would be eligible to receive capital investments up to 5% of
their risk-weighted assets. Banks between $1 billion and $10 billion in assets would be

eligible to receive capital investments up to 3% of their risk-weighted assets.

The proposed design of this new program would provide a clear economic
incentive for smaller banks to increase small business lending — as their lending
increases, the dividend rate payable to Treasury gets reduced, to as low as 1% for banks
that increase lending by 10% from a baseline set in 2009. Additionally, our investment
could be leveraged to increase lending by considerably more than the $30 billion we

dedicate to the facility.

The Administration’s proposal would, through legislation, create a new facility to

support small business lending. To encourage participation, the SBLF would be separate
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and distinct from TARP and participating banks would not be subject to TARP
conditions. Indeed, while Treasury has the existing authority and funding today to create
a small business lending facility under TARP, we are convinced that if we did so, the
number of small and medium-sized banks willing to participate would decline

dramatically.

Previous TARP programs may have scen reduced participation as a result of
several factors, including certain statutory restrictions. Smaller institutions, in particular,
have struggled with the executive compensation restrictions that are the same for all
institutions, regardless of size. While the imposition of restrictions by Congress on
institutions receiving assistance under EESA was entircly appropriate, the fact that the
statute requires uniform application of such restrictions has presented challenges for
program implementation. This creates a situation where, for example, a small community
bank may not be permitted to make severance payments to a bank teller or secretary due
to the “golden parachute” prohibition that applics to senior executives and the next five

highest-paid employees. Banks with few employees wind up disproportionately affected.

Moreover, after conducting extensive consultation, our view is that even if we
removed some of the restrictions described above, many lenders would decline to
participate due to a belief that a “stigma” is associated with the TARP program. This
belief — as well as fear that by virtue of being a TARP recipient, an institution could be

subject to retroactive disadvantages, such as exclusion from future Congressional tax
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rclicf available to non-TARP recipients — would likely have the impact of discouraging

participation in the program even if the lender might otherwise have taken part.

We have alrcady seen the impact this stigma can have on participation among
smaller banks, as many banks cited fear of association with TARP as a reason for
withdrawing their applications from the Capital Purchase Program. In some cases, we
have even heard reports of certain financial institutions attempting to call a competitor’s
soundness into question by featuring the “TARP recipient” label in negative advertising ~
cven though institutions receiving an investment through the Capital Purchase Program,
for example, have been required to receive a viability determination from their primary

federal regulator to participate.

For these reasons, the Administration strongly believes that a small business
lending plan outside of the existing TARP, accompanied by strong oversight, would draw
the greatest participation by small financial institutions and thus have the greatest chance

of success.

Small businesses are asking for our help. The Small Business Lending Fund
would be a significant step toward addressing their concerns. Treasury looks forward to
working with Congress on this proposal to help small businesses generate jobs and

support a full economic recovery.
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Chairman Frank, Chairwoman Velazquez, Ranking Member Bachus, Ranking Member
Graves and Members of the Committees, I am Stephen Andrews, President and CEO of
the Bank of Alameda, Alameda, California. The Bank of Alameda is a state chartered
bank operating in California with approximately $248 million in assets. I am pleased to
address the Committees on the “State of Small Business and Commercial Real Estate
Lending in Local Markets.” I am also privileged to represent the Independent
Community Bankers of America and its 5,000 community bank members at this
important hearing,.

The Bank of Alameda, like almost all community banks, specializes in small business,
relationship lending. Community banks serve a vital role in small business lending and
local economic activity not supported by Wall Street. Even during these challenging
times, our nation's ncarly 8,000 community banks remain committed to serving their
local small business and commercial real estate customers, who are pivotal to our
country's economic reccovery.

But, my bank and all community banks face serious challenges that can hinder our ability
to make new small business and commercial real estate (CRE) loans and to refinance
existing loans. First, community banks confront the toughest regulatory environment in
more than two decades. While Washington policymakers exhort community banks to
lend to businesses and consumers, banking regulators, particularly ficld examiners, place
restrictions on banks well beyond what is required to protect bank safety and soundness.
The banking agencies have moved the regulatory pendulum too far in the direction of
overregulation at the expense of lending. We need to return to a more balanced approach
that promotes lending and economic recovery in addition to bank safety and soundness.

While the tough regulatory environment is inhibiting new loans in many instances,
community banks have also witnessed a decrease in demand for loans from qualified
borrowers. Many of our best small business and real estate customers cite their
uncertainty about the recovery as their key reason for not seeking additional credit.

Commercial real estate lending presents special challenges for the community banking
sector. Many community banks rely on CRE loans as the “bread and butter” of their
local banking market. Community bank CRE portfolios are under stress. The downturn
in the economy affects the ability of CRE borrowers to service their loans. Regulatory
overreaction adds further stress to community bank CRE portfolios. For example, field
examiners continue to requirc community banks to classify and reserve for performing
CRE loans solely because collateral is impaired, despite guidance from Washington to
look beyond collateral values. Community banks all over the country, even those located
in areas that have relatively healthy economies, are under regulatory pressure to decrease
CRE concentrations.

Community banks are the key to economic recovery. It is vitally important that
policymakers create an environment that promotes community bank lending to smaltl
businesses, rather than inhibiting lending. We have several recommendations to improve
the commercial lending environment and address problems related to CRE.
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Our country needs a balanced regulatory environment that encourages lending. In
a balanced environment, regulators do not exacerbate credit availability through
pro-cyclical increases in bank capital requirements. And, bank examiners
consider the total circumstances of loans and borrowers, and not just collateral
values, when determining the value of loans in banks.

The Term Asset Liquidity Facility (TALF) should be expanded to cover
purchases of a wider range of Commercial Mortgage Backed Securities (CMBS)
Extending TALF for a five-year period would help the debt refinancing of CRE,
and help stabilize the CRE market;

The American Recovery and Reinvestment Act (ARRA) contained several tax
relief and SBA reform measures to help boost small businesses. Congress should
adopt the Small Business Committee legislation to extend these beneficial
measures.

The entire amount of the allowance for loan and lease losses (ALLL) should be
included as part of risk-based capital. The risk-based capital rules should take
into consideration the entire amount of ALLL and not just the amount up to
1.25% of a bank’s risk-weighted assets. This would encourage banks to reserve
more and recognize the loss-absorbing abilities of the entire amount of the ALLL.
The FDIC Transaction Account Guaranty (TAG) Program has been an important
tool for protecting and promoting the interests of small businesses by
guaranteeing payroll accounts and providing community banks additional
liquidity to make loans to creditworthy borrowers. It should be extended another
12 months beyond its June 30™ termination date.

SBA reforms should be enacted to meet the needs of community bank SBA
lenders. For example, the SBA “low-doc” program should be revived to help
smaller banks that do not have a dedicated SBA lending staff.

As policymakers decide the status of Fannie Mae and Freddie Mac going forward,
a reasonable value should be given to community banks for the preferred shares,
which were rendered worthless by the government’s takeover of the GSEs.
Additionally, dividend payments should be resumed for preferred shares.

ICBA applauds the recent expansion of the net operating loss (NOL) five-year carryback
for 2008 or 2009, ICBA recommends extending this beneficial NOL reform through
2010. This would allow many more small businesses to preserve their cash flow and ride
out this difficult business environment as the economy rccovers.

The law governing Subchapter S banks should be amended to permit IRA
investments in Subchapter S banks without regard to timing and to permit
Subchapter S banks'to issue preferred shares. These reforms would give
Subchapter S banks new sources of capital at this critical time.

Congress should preserve the top marginal tax rate for Subchapter S income at 35
percent and maintain parity between corporate and individual tax rates to prevent
costly shifts in business forms for Subchapter S businesses, including Subchapter
S banks.
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Administration’s Small Business Lending Fund

In addition to these ideas, ICBA is strongly supportive of the proposal announced by the
President and Treasury to further stimulate lending to the small business sector through
community banks. ICBA believes the program could be successful, if structured
properly. ICBA has made several recommendations for a successful program, including
allowing community banks to participate in the new program without the restrictions
associated with the TARP Capital Purchase Program (CPP). This would encourage broad
participation. All of ICBA’s recommendations for the new small business program are
discussed more fully below.

Small Business and Community Banks Key to Recovery

America’s small businesses are the key to supporting our economic recovery. Small
businesses represcnt 99% of all employer firms and employ half of the private sector
workers. The more than 26 million small businesscs in the U.S. have created the bulk of
new jobs over the past decade. With many of the largest firms stumbling and the U.S.
unemployment rate at ncarly 10 percent, the viability of the small business sector is more
important than ever.

Community banks serve a vital role in small business lending and local economic activity
not supported by Wall Street. For their size, community banks are prolific smalil business
lenders. While community banks represent about 12 percent of all bank assets, they
make 40 percent of the dollar amount of all smali business loans less than $1 million
made by banks. Notably, nearly half of all small business loans under $100,000 are made
by community banks. In contrast, banks with more than $100 billion in assets -- the
nation’s largest financial firms — make only 22 percent of small business loans.

Community-based banks have played a vital role in the stability and growth of each of
the fifty states by providing a decentralized source of capital and lending. This wide
dispersion of our nation's assets and investments helps preserve the safety, soundness,
fairness, and stability of our entire financial system.

With that said, the positive attributes of our nation’s community banking sector are
currently at risk. While the overwhelming majority of community banks are well
capitalized, well managed and well positioned to lead our nations” economic recovery,
there are certain hurdles in place that are hindering our efforts.

Examination Environment Hinders Lending

Indecd, the mixed signals that appear to be coming out of the banking agencies have
dampened the lending environment in many communities. On the one hand, a November
12, 2008, Interagency Statement on Meeting the Needs of Creditworthy Borrowers
established a national policy for banks to extend credit to creditworthy borrowers as a
means to help our nation get back on its economic feet. It stated that, “The agencies
expect all banking organizations to fulfill their fundamental role in the economy as
intermediaries of credit to businesses, consumers, and other creditworthy borrowers.”
Again, in November 2009, the banking agencies issued the Guidance on Prudent
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Commercial Real Estate Loan Workouts, which was intended to ensure that examiners
look at factors other than just collateral values when evaluating commercial credits and to
ensure that supervisory policies do not inadvertently curtail credit to sound borrowers.
Two weeks ago the regulators repeated some of these same messages in the context of
small business lending generally in another interagency statement.

Field Examiners Second Guessing Washington

However, these messages scem to be lost on examiners, particularly in parts of the nation
most severcly affected by the recession. In California, the tough regulatory environment
is forcing my bank and most other banks to avoid making good loans that we would have
made in the past. As a result of capital standards above those requircd by regulations,
questionable loan valuation and loan loss reserve policies, and overly strict
implementation of CRE concentration guidance, my bank has reduced the amount of its
loans from $248 million at the end of 2007 to about $200 million today.

But California banks are not the only banks to fecl these regulatory pressures. In a recent
informal survey conducted by ICBA, 52 percent of respondents said they have curtailed
commercial and small business lending as a result of their recent safety and soundness
examinations. Also, 82.5 percent of respondents answered that the Federal banking
agencies’ guidance on CRE loan workouts has not improved the examination
cnvironment for CRE loans.

Higher Regulatory Capital Standards

Bank cxaminers are raising required capital levels well above the capital standards
established by statutes and regulations. As a result, community banks with sufficient
capital to be considered “well-capitalized” are being classified as only “adequately
capitalized.” Examiners have increased the leverage ratio requirement that my bank must
meet In order to be considered “well-capitalized.” Instead of the five percent leverage
ratio called for by statute, the bank examiners have increased our leverage benchmark to
ten percent. Although my bank meets the higher ten percent standard imposed by the
examiners, it has done so at the cost of reducing lending.

Being downgraded to “adequately-capitalized” impacts a bank’s liquidity, and its ability
to make loans and raise new capital from investors. *“Adequately capitalized” institutions
may not accept brokered deposits or pay above market interest rates on deposits without a
waiver from the FDIC. The FDIC is being very tough on granting brokered deposit
waivers causing further liquidity problems for banks. The interest rate restrictions limit
many banks’ ability to attract good local deposits. These deposits will likely migrate out
of the community to other financial firms not subject to this restriction. In addition, to
meet the higher capital standards, banks decrease the number of loans on their books and
arc forced to turn away quality borrowers. As noted above, lending at our bank has
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decreased by 20 percent over two years. The higher examiner-imposed capital standard
is a major reason for the decrease.

The examiner-imposed capital standards may force my bank to seek additional outside
capital. Raising unnecessary capital dilutes the interest of existing shareholders, which
erodes wealth that could be deployed by the shareholders to support other economic
activities in the local economy. Furthermore, the prospect that regulators might increase
capital requirements in the future makes raising capital difficult as potential new
investors consider whether their investment in the bank might be diluted in the future.

Aggressive Writedowns of Loans; High Loan Loss Reserves

While the banking regulators in Washington have been very willing to discuss their
safcty and soundness examination policies with the ICBA and have reassured us that they
are taking measures to cnsure their examiners are being reasonable and consistent with
recent guidance, ICBA continues to hear from community bankers that their
examinations are unreasonably tough.

For example, despite the guidance on CRE loan workouts, community banks continue to
report that they are forced to write down performing CRE loans based solely on
appraisals and absorption rates (lots sold). In those cascs, examiners are ignoring the
borrower’s ability to repay its loan, the borrower’s history of repaying other loans with
the lender, favorable loan-to-value ratios and guarantors. When a recent appraisal is
unavailable, examiners often substitute their own judgment to determine collateral value.

Further, commercial credits that show adequate cash flow to support loan payments are
being downgraded because of collateral values, or because the examiner believes the cash
flow will diminish in the future. Other bankers complain that otherwise solid loans are
being downgraded simply because they are located in a state with a high mortgage
foreclosure rate. This form of stereotyping is tantamount to statewide redlining that
ignores any differences among markets within a state.

Many community banks report that examiners are not only requiring an aggressive write
down of commercial assets, they are also requiring banks to establish reserves at
historically high levels. Banks, which were rated CAMELS 1 or 2 on prior examinations
and had loan loss reserves of 1 to 1.5 percent of total loans, report that they are being
required to more than double their loan loss reserves. Aggressive write-downs of
commercial assets and large loan loss reserves have a serious negative impact on bank
earnings and capital and the ability of community banks to meet the credit needs of small
businesses.

Banks May Avoid Good Loans to Satisfy Regulators
Examiner practices not only undermine the fundamental goal of the interagency policies,

they are costing community banks money, leading to a contraction of credit, and forcing
many of them to rethink their credit policies. Under this climate, community bankers
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may avoid making good loans for fear of examiner criticism, write-downs, and the
resulting loss of income and capital. In my bank’s case, we have been forced to turn
away developers, to whom we would have provided financing in the past, for both new
projects and refinancing of existing projects.

Moreover, the examination environment is driving down the amount banks are willing to
lend on a project, when they do decide to provide financing. Two years ago, a bank such
as mine would have been willing to finance 75 to 80 percent of the cost of a project, but
under today’s circumstances, my bank could only finance 65 perceat of a project, at most,
out of concern about future downgrades of the loan.

Demand for Credit Down

Community banks are willing to lend, that’s how banks generate a return and survive.
The tough regulatory environment is inhibiting community banks from making new small
business loans in many instances. But, community banks have also witnessed a decreasc
in demand for loans from qualified borrowers. It is a fact that the demand for credit
overall is down as businesses suffered lower sales, reduced their inventories, cut capital
spending, shed workers and cut debt. Small business loan demand is down as well. Ina
recent National Federation of Independent Business (NFIB) survey, respondents
identified weak sales as the biggest problem they face. Only eight percent of respondents
said access to credit was a hurdie. In a recent ICBA survey, 37 percent of banks
responding said lack of loan demand was constraining small business lending. The FDIC
Quarterly Banking Profile showed a $129 billion decline in outstanding loan balances in
the fourth quarter 2009 after a record $210.4 billion quarterly decline the previous
quarter. Net loans and leases declined across all asset size groups on a quarterly basis in
the second half of 2009.

All community banks want to lend more. Less lending hurts profits and income. Many
community bank business customers cite the key reason for not secking credit is their
uncertainty about the economic climate and cost of doing business going forward. Until
their confidence in the economic outlook improves, businesses will be unlikely to seek
more loans.

Commercial Real Estate

One issue of increasing concem in the community banking sector is that of commercial
real estate and the potential for overexposure. Many community banks rely on
commercial real estate (CRE) as the “bread and butter” of their local markets.

The degree of borrowers” ability to service their CRE loans is closely tied to the
performance of the overall economy, employment and income. Notably, retail sales
declined 0.3% in the important December 2009 figure and unemployment remains near a
26-year high. So the sales at stores and businesses occupying commercial space is under
stress and rents are suffering, putting increased pressure on paying loan and lease
commitments. Until individual spending (which makes up 70% of GDP) and
employment numbers improve, CRE loans set for renewal are likely to see continuing
rising defaults.
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This adds stress to the community banking sector as they rely on commercial real estate
ag a significant portion of their overall portfolio. However, bank regulators have much
more aggressively examined community banks for CRE concentration dating back to
2006. For example, an institution whose total amount of reported construction, land
development, and other land loans represents, approaches, or exceeds 100% or more of
the institution's total capital will be subject to greater regulatory pressurc and oversight.
An institution whose total CRE loans represent, approach, or exceed 300% or more of the
institution's total capital and whose outstanding balance of CRE loans has increased by
50% or more during the prior 36 months will also come under even greater regulatory
serutiny.

It is not uncommon to have community banks exceed the 100% of regulatory capital
threshold, but few have seen very rapid growth in CRE exceeding 50% in the past 3
years. Many community banks survived the CRE stress in the 1980s and 1990s, and have
much better controls over their CRE concentration. Community bankers report today’s
CRE troubles are nowhere near the magnitude of the late 1980s and 1990s.

CRE credit in the economy has already shrunk by about $45 billion from its 2007 peak.
However, CRE exposure will be a significant reason banks will remain under stress in
2010 and is a key reason 702 banks are on the FDIC problem bank list.

That said, community banks report they underwrite and manage these commercial real
estate loans in a conservative manner, requiring higher down payments or other steps that
offset credit risks and concentrations. Community banks believe they do a better job
monitoring CRE loans than do large nationwide lenders because they are more likely to
work one-on-one with the customer, and they have a better understanding of the
economic conditions in their communities. The vast majority of community banks have
the capital to ride out the depressed CRE market. However, community banks all over
the country, even those located in areas with relatively healthy economies, are under
regulatory pressure to decrease CRE concentrations.

Should real estate prices stabilize with economic growth, the CRE concerns will abate.
Many community banks report that CRE loan payments are regularly being made (so the
loans are performing) but their underlying collateral value has declined. Therefore, as
CRE loans are due for renewal, borrowers as well as banks are often forced to put up
increased capital to be able to refinance and prevent defaulit.

ICBA’s Recommendations

Community banks are the key to economic recovery. Despite a 4th Quarter 2009 decline
of net loans and leases at an 8.2% compared to the previous year among all banks,
community banks with less than $1 billion in assets showed only a narrow year-over-year
decline in net loans and leases of 1.4% after being the only group to post increases in
each of the previous three quarters. Our nation’s biggest banks cut back on lending the
most. Institutions with more than $100 billion in assets showed an 8.3% decrease while
$10-100 billion-asset-banks had net loans and leases decline at 11.4% compared to the
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previous year. Policymakers need to create an environment that promotes community
bank lending to small businesses, rather than inhibiting lending. We have several
recommendations to improve the commercial lending environment and address problems
related to CRE.

Regulatory Relief is Top Priority

Community bankers’ top concern is that bank regulators have swung the pendulum too
far toward regulatory overkill, inhibiting new small business lending and making the
small business and CRE problems worse rather than helping resolve the problem. The
bank regulators are forcing write-downs on performing commercial loans and treating all
loans in many hard hit states the same regardless of a loan’s performance. Also the FDIC
practice of dumping properties at “fire sale” prices onto a market can trigger a
counterproductive downward spiral in real estate values and further bank write-downs.
Banking regulatory staff in the field are ignoring the policies established in Washington
put in place to promote lending. Field examiners are imposing arbitrary capital standards
on community banks, requiring those banks to shrink their assets rather than increase
lending.

If community banks are to increase small business lending, the regulatory environment
needs to change. Our country needs a balanced regulatory environment that encourages
lending and economic recovery, in addition to bank safety and soundness. In a balanced
environment, regulators do not exacerbate credit availability through pro-cyclical
increases in bank capital requirements. And, bank examiners consider the total
circumstances of loans and borrowers, and not just collateral values, when determining
the value of loans in banks.

Extend and Expand TALF Program

The TALF program was designed to keep the secondary markets open and vibrant for a varicty
of loan and investment products. Secondary markets for commercial debt must be robust so
CRE debt refinancing can take place at reasonable borrowing rates. Like residential real estate,
commercial real estate loans were bundled into securities, pooled and sold. Specifically, the
market for CMBS has not fully recovered. Expanding the TALF to cover purchase of a wider
range of CMBS and extending TALF for a five-year period would help the debt refinancing of
CRE, and help stabilize the CRE market. Notably, community banks can sell very few of their
whole CRE loans; more likely they are engaged in loan participations, so policies should focus
on stabilization of CRE valuations.

Extend Small Business Changes in the ARRA

The severe economic recession justified a sizable cconomic stimulus, including tax relief
measures for individuals and small businesses. ICBA was pleased the American
Recovery and Reinvestment Act (ARRA) enacted last February contained several tax
relief and SBA reform measures to help boost small businesses. Specifically, the major
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SBA loan program enhancements enacted are all helping many small businesses ride out
this deep recession. We also support the extension of the key incentives for SBA 7(a)
and 504 lending programs.

ICBA also applauds the Small Business Committee’s legislation to extend the beneficial
SBA enhancements included in ARRA. Specifically:

+ Extending the SBA fee reductions through fiscal year 2011;
« Extending the higher guarantee levels through fiscal year 2011;
e Making permanent the SBA secondary market facility authority.

If enacted, these measures would all help community banks expand their SBA lending to
small businesses and would stimulate much-needed economic activity and job creation.

SBA Reforms

ICBA supports additional measures to enhance SBA lending. The key to meeting small
business capital needs is to have diversity in SBA lending options. The SBA should be
able to meet the needs of both large and small SBA loan program users. This was our
objection to the SBA’s elimination of the successful “LowDoc” program. It was used
most often by banks that did a small number of loans and did not have the dedicated SBA
loan staff.

Because there are more than 8,000 community banks nationwide they can support a large
number of SBA loans if community banks are more easily able to use the SBA. In other
words, we do not want an SBA with a one-size-fits all cookie cutter approach that only
the biggest-volume SBA lenders can fully use. Before this financial crisis hit, nearly
60% of all SBA loans were concentrated in just ten banks. If we are concerned with
supplying small businesses with a steady source of capital, the SBA needs to do a better
job of embracing the more than 8,000 community banks nationwide so all lenders can
easily participate.

Enhancements to Community Bank Capital

Of course community banks and small businesses rely on raising capital in this difficult capital
market. Therefore, we would like to recommend several reforms that can help community banks
and small businesses preserve and raise capital.

Restore Reasonable Value to Fannie Mae and Freddie Mac Preferred Stock

Community banks were encouraged by their bank regulators to hold Fannie Mae and Freddie
Mac preferred stock as part of their Tier 1 capital and were severely injured when the U.S.
Treasury placed these entities into conservatorship in September 2008. Some $36 billion in
Fannie Mac and Freddie Mac capital held in banks, including many community banks, was
largely destroyed by Treasury’s action. As policymakers decide the status of Fannie Mae and
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Freddie Mac going forward, at a minimum, a reasonable value should be given to the preferred
shares. Dividend payments should be resumed for these preferred shares. Importantly, this will
help restore capital needed for additional small business lending. For each dollar of value
restored some eight to ten dollars in new lending can occur.

Extend the 5-Year NOL Carryback Through 2010

ICBA applauds the recent expansion of the NOL five-year carryback for 2008 or 2009 that
President Obama signed into law on November 6", The FDIC reports that 30 percent of banks
had a net loss for 2009. ICBA recommends extending this beneficial NOL reform through 2010.
This would allow many more small businesses to preserve their cash flow and ride out this
difficult business environment as the economy recovers.

Specifically, ICBA recommends allowing community banks and small businesses with $10
billion in assets or less to spread out their current losses with a five-year carryback allowed
through tax year 2010, including TARP- CPP programs participants to increase small business
lending. It makes little sense for Congress to encourage community banks to lend more to small
businesses by participating in the TARP program and then to punish them by not allowing the
potential use of the NOL five-year carryback tax reform. Allowing all interested small
businesses with $10 billion or less in assets to use an expanded NOL through 2010 will help free
up small business resources now to help support investment and employment at a time when
capital is needed most. Expanding the NOL five-year carryback to include tax year 2010 and
allowing TARP participant banks with $10 billion in assets or less simply allows these
businesses to accelerate the use of allowable NOL deductions that can be claimed in future years
under current law. However, by accelerating the use of NOLs it will free up much needed cash
flow now when businesses need it most.

A recent report by the Congressional Research Service helps support the net operating
loss tax relief. The May 27 CRS report notes most economists agree that U.S. companies
would benefit from a longer net operating loss carryback than the current two years
period. The CRS report says the carryback period should last through the typical business
cycle (six years) to help smooth the peaks and valleys in income.

The Entire Amount of the ALLL Should be Included as Part of Risk-Based Capital

Under the current risk-based capital rules, a bank is allowed to include in Tier 2 capital
its allowance for loan and lease losses (ALLL) up to 1.25% of risk-weighted assets (net
of certain deductions). Consequently, some community banks are now being
downgraded based on capital inadequacy even though they have excess amounts of
ALLL. The risk-based capital rules should take into consideration the entire amount of
ALLL and not just the amount up to 1.25% of a bank’s risk-weighted assets. This would
encourage banks to reserve more and recognize the loss-absorbing abilities of the entire
amount of the ALLL.
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Extending the FDIC TAG Program One Additional Year

The FDIC Transaction Account Guaranty (TAG) Program, which guarantees noninterest
bearing transaction accounts, certain NOW accounts and IOLTA accounts, has been an
important tool for protecting and promoting the interests of small businesses by
guaranteeing payroll accounts and providing community banks additional liquidity to
make loans to creditworthy borrowers. Banks pay a separate fee to the FDIC for this
additional coverage. Accounts guaranteed under the TAG are not considered in
determining the deficit in the FDIC’s Deposit Insurance Fund, so continuing the TAG
would not increase the deficit in the DIF or affect the FDIC’s regular insurance
premiums. We are concerned that an expiration date of June 30, 2010, would not provide
enough time to restore and maintain liquidity and customer confidence in the banking
system. Particularly in those areas of the country like Georgia, Florida, California and
the Southwest, it is very important that this program continue an additional 12 months to
allow additional time for those areas to stabilize. The TAG program ensures that
community banks are not at a competitive disadvantage in this fragile economy. The
safety of transaction accounts continues to be one of the most important concerns for
customers. The public perceives that too-big-to-fail institutions can provide unlimited
protection because these banks will ultimately be bailed out if they become financially
unstable. Community banks should be afforded the same opportunity to guarantee their
customers' transaction accounts.

Allow New IRAs as Eligible § Corporation Shareholders

The challenging economic and credit markets make it difficult for many community
banks to raise additional capital to support small business lending. Unfortunately,
Subchapter S community banks are disadvantaged in raising additional capital by onerous
shareholder restrictions. Current law restricts the types of individuals or entities that may
own S corporation stock.! S corporation community banks seeking to raise capital may
not allow new IRA sharcholders. Traditional and Roth IRA stockholders are permitted
only to the extent that that IRA stock was held on or before October 22, 2004. Therefore,
Subchapter S community banks are put at a disadvantage relative to other less restrictive
business forms in their ability to attract capital due to the rigid IRA shareholder
restriction.

ICBA recommends that new IRA investments in a Subchapter S bank be allowed
regardless of timing. We believe this reform will grant more community banks the
needed flexibility in attracting IRA shareholder capital, especially from existing
shareholders.

Allow Community Bank S Corporations to Issue Certain Preferred Stock
Another obstacle preventing S Corp. banks from raising capital is the restriction on the
type of stock they can offer. Current law only allows S corporations to have one class of

stock outstanding.” C corporations that want to make the S corporation election must
eliminate any second class of stock prior to the effective date of the S corporation

i1
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election. Likewise, issuing a second stock class by an S corporation terminates its S
corporation status. Community banks must maintain certain minimum capital ratios to be
considered a well-capitalized institution for regulatory purposes. As a community bank
grows in size, its earnings alone may not provide sufficient capital to fund its growth.
Banks needing more capital can raise additional capital by issuing common stock,
preferred stock, or, in some cases, trust-preferred securities.

Many community banks avoid issuing additional common stock to fund growth so that they can
protect their status as an independent community bank and serve their local community lending
needs. Instead, they frequently use preferred stock to fund growth and retain control. However,
S corporation banks are not allowed to issue commonly used preferred stock because preferred
stock is considered a second class of stock. This prevents small community banks from having
access to an important source of capital vital to the economic health and stability of the bank and
the community it serves.

ICBA recommends exempting convertible or "plain vanilla" preferred stock from the
"second class of stock” definition used for S corporation purposes. This would help more
community banks become eligiblc to make the S corporation election as well as help
those that currently are S corporations seeking to raise additional capital. Allowing
community bank S corporations to issue preferred stock would allow them to reduce the
burden of double taxation like other pass-through entities and, at the same time, fund
future growth.

Preserve 35% Top Marginal Tax Rate on Subchapter S Income

Small businesses are facing difficult economic times. A troubled credit market combined
with a slowdown in U.S. economic growth, high energy prices, and sharp inflationary
costs across-the-board for inputs are crimping small business profits and viability.
Maintaining cash flow is vital to the ongoing survival of any small business and taxes are
typically the second highest expense for a business after labor costs. As pass-through tax
entities, Subchapter S taxes are paid at the individual income tax level. Marginal income
tax rates do play a critical role in a small business’ viability, entrepreneurial activity, and
choice of business form. Today more than half of all business income eared in the
United States is earned by pass-through entities such as S corporations and limited
liability corporations.

The top corporate income tax rate and individual income tax rate are currently set at 35%. Much
discussion has been given to addressing the corporate tax rate for international competitiveness
concerns and raising the individual income tax rate. Significant shifts in the existing marginal
tax rates and parity between corporate and individual tax rate can trigger unwanted and costly
shifts in business forms. It is important to consider maintaining parity between the top corporate
and individual income tax rates in the Code. Additionally, during this difficult economic period,
at a minimum, the current top tax rate of 35% should be preserved on both small business
Subchapter S income and C corporation income, not increased.
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Administration’s Small Business Lending Fund

ICBA is strongly supportive of the proposal announced by the President and Treasury to
further stimulate lending to the small business sector through community banks. ICBA
believes the program could be successful, if structured properly. ICBA has made several
recommendations to the Administration for a successful program:

¢ The new program should impose no TARP-like restrictions on community banks
that participate in the program. For example, the program should not require
stock warrants, restrict compensation or bank dividends, or limit access to tax
benefits like the NOL carryback.

e The government should not have the right to change the contract to impose
unilaterally new conditions and requirements.

* Bank dividend payments to the government should be suspended for one year
until the small business loans can be underwritten and put in place.

» Community banks should be able to repay the government’s investment without
penalty and should be able to retain the government’s investment for at least five
years or more to support long term small business loans.

¢ The broadest number of community banks should be eligible to participate. We
recommend that CAMELS-rated 3 banks be automatically cligible and that 4-
rated banks be allowed to participate on a case-by-case basis. When considering
applications to participate in the program, a bank’s post investment capital
position should be used to determine cligibility.

» Special consideration should be given to minority banks given their role
promoting the economic viability of minority communities.

e Treasury should have the ability to make the final capital injection decision after
consultation with the banking regulators.

+ The eligibility criteria and approval process must be well defined and transparent
5o bank access to the program will be fair and transparent.

¢ All forms of banks, including Subchapter S and mutual banks and mutual bank
holding companies, should be included in the program.

» Existing TARP CPP participants should be able to transfer to the new program
and be relieved of the TARP restrictions.

e All participants should be allowed to treat the investment as Tier 1 capital.

o Agricultural loans should be included within the program.

e Reporting of small business lending should be made simple.

e Finally, credit unions should not be allowed to participate in the programs
because credit unions commercial lending is restricted, in the first place, and
secondly, because credit union lending is already subsidized through a broad tax
exemption.

Conclusion

Community banks serve a vital role in small business lending and local economic activity not
supported by Wall Street. Community banks form the building blocks of our communities and
support small businesses around the country. The community banking industry is poised to serve
as an cconomic catalyst to lead our nation’s economic recovery. They are ready, willing and

13
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able to meet the credit needs of small businesses and the communities that they represent. But,
we need to move away from an overly restrictive, pro-cyclical regulatory environment to one
that actually promotes small business and CRE lending in community banks. In addition, we
believe that our other recommendations, if adopted, would go a long way to strengthen the
community banking sector and increase small business lending. We look forward to working
with Congress and the Administration on these and other initiatives to support small business and
CRE lending by community banks.

i”lmemal Revenue Code §1361(b)(1).
" Internal Revenue Code §1361(b)(1)}(D).
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i. Introduction

Good moring Chairman Frank, Chairwoman Velazquez, Ranking Member
Bachus, Ranking Member Graves and distinguished Members of the Committees. Thank
you for the opportunity to testify on behalf of the Office of Thrift Supervision (OTS) on

the issue of credit availability for consumers and businesses in the United States.

As we are all aware, credit is the lifeblood of the economy. The imperative to
serve the credit needs of consumers, small businesses and neighborhoods lies at the heart
of the U.S. thrift industry. The thrift charter was created to support consumers and
communities and to ensure that credit would be available for American homeownership
in good times and bad. It is the long-held position of the OTS that thrifts should never

turn away good customers.
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It is clear that the recession has driven lending down across the financial services
industry from its peak before the crisis. This constriction is due in part to the current
proliferation of loan defaults and losses in consumer, small business and commercial
loans, which necessitate a heightened sensitivity to the risk that each institution is able to
bear. However, the OTS and other regulators must be vigilant to ensure that the
pendulum does not swing too far by denying credit to creditworthy borrowers and

slowing the economic recovery.

The severe harm done to communities and financial institutions by the economic
crisis reinforces the importance of achieving equilibrium between providing adequate
credit and ensuring the safety and soundness of financial institutions and the entire
financial system. This should be of utmost concern to banks, thri fts, regulators,

legislators and anyone else involved in the effort to resolve this crisis.

In addition to supporting homeownership, OTS-regulated institutions are
committed to making loans for small businesses. Small business lending is fully
consistent with the purpose of the thrift charter and is a cornerstone of lending in
communities. Loans are underwritten based on the borrower’s personal ability to repay.
For large commercial loans, such as those secured by high-rise office buildings and strip
malls, sophisticated systems use criteria such as occupancy rates and income streams as

underwriting considerations.
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In our testimony today, we will present some of the factors we believe may be
contributing to tightened credit, before discussing possible solutions. We will also

address the Committee’s questions regarding private equity investors.

Il. Factors that impede Extension of Credit for Consumers and Small
Businesses

The condition of the economy is a major cause of the constriction in credit. The
fallout from the economic deterioration has had an impact on credit availability ina

variety of ways.

For example, fewer businesses are offering credit than before the recession.
Many highly leveraged, under-regulated nonbank businesses that engaged in consumer,
business and commercial lending — often with loose underwriting standards — have
gone out of business. As a result, small business borrowers are more dependent on bank

and thrift funding,

Unemployment, stock market declines and the downturn of the housing market
have also had major impacts. Americans who do not have jobs have a hard time paying
their mortgages and other bills. Declining home values have decreased consumers’ net
worth by cutting into home equity. Some would-be borrowers cannot afford down

payments for home loans, while others are unable to qualify for loans.
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The weak economy has driven consumer confidence lower and many consumers
are trying to shore up their finances by spending less and saving more. Many consumers
are reluctant to borrow for homes, cars or other major purchases; they are hesitant to

spend money on anything beyond daily necessities.

The decline in consumer spending has, in turn, created weaknesses in the small
business and commercial sectors. Evidence of weakness in these sectors can be seen in
rising business bankruptcies, a slowdown in business expansion, increasing vacancy rates

in commercial real estate and mounting commercial loan delinquencies.

U.S. financial institutions are feeling the effects of the stress among consumers
and businesses in the form of rising levels of delinquent loans. Continuing decreases in
asset quality, and increases in delinquencies and charge-offs for mortgages, credit cards
and other types of consumer and business lending, require institutions to build their loan
loss reserves and augment capital to preserve safety-and-soundness. Although these
needs may place a strain on institutions’ ability to lend, strengthening capital and reserves

provides a critical foundation for maintaining institutions’ stability and continued health.

Financial institutions have also learned a hard lesson about the merits of returning
to the basics of sound Joan underwriting. Lapses in loan underwriting can have severe,
negative impacts on financial institutions, consumers and the economy. In the mid
2000s, the lending trend swung in the direction of easily available credit, sometimes to

borrowers who could not demonstrate an ability to repay their loans, especially in an
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environment of declining real estate values. Given this history, some tightening in credit
is expected and needed. At the same time, we must ensure that the trend does not move
too far and restrict credit availability to creditworthy borrowers. It is very much in the
self-interest of lenders to welcome qualified small business borrowers with good credit

and solid cash flows.

Credit availability is enhanced when financial institutions making loans for
mortgages, consumer credit, small businesses and other types of credit transfer these
loans off their own balance sheets by securitizing and selling them to third-party
investors. The result is increased liquidity in the market and a transfer of some of the risk
from the financial institutions. Before the current crisis, a large percentage of all types of
loans in America were securitized. Without a vibrant securitization market, lenders and
borrowers have had to find other sources of funds. Except for government-sponsored
enterprises, such as Fannie Mae and Freddie Mac, the secondary market has not yet
returned as a viable source for funding new credit. It will take some time for a fully
functioning credit market, augmented by a strong secondary market, to reemerge. In the
meantime, financial institutions must keep more of their loans in portfolio, creating the
need to maintain higher capital levels to cushion against potential losses. This need for

higher capital constricts lending.

The challenges that financial institutions face in the current financial environment
have resulted in a marked increase in formal enforcement orders by the OTS related to

safety-and-soundness. Under such actions, institutions are often required to maintain



120

capital levels above the well-capitalized standard. The OTS imposes these requirements
on an institution-by-institution basis as necessary to provide a counterbalance to the
elevated risks confronting these institutions. Although these types of cases are

increasing, they remain relatively few in number.

There are also some operational issues that may also contribute to the difficulty
for some consumers to get loans in a timely fashion. In reaction to the fallout from the
current crisis, some financial institutions may have diverted resources from loan
origination duties to loan servicing activities to handle defaults, foreclosures and
foreclosure prevention initiatives, such as loan workouts and modifications. As resources

are redirected back to lending operations, we would expect credit availability to improve.

Finally, uncertainties about the direction of public policy reforms may be having

an impact on financial institutions’ lending policies.

The Committee asked whether supervisors are specifically discouraging
depository institutions from particular kinds of lending. To the contrary, the OTS is
encouraging thrift institutions to make all types of loans allowed by statute, provided they

are prudently underwritten to creditworthy borrowers.

Banks will increase credit supply when the economy improves, markets stabilize

and banks are adequately capitalized to operate in their current economic environment.
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However, there are actions that [ believe can improve credit availability in the short term

without sacrificing practices that promote safe and sound lending.

Ill. Recommendations and Actions to Expand Lending

As the regulator of an industry of savings associations dedicated to meeting the
needs of the communities they serve, the OTS recognizes the critical role thrifts play in
providing credit to small businesses and encourages them to continue to serve this
important sector of the economy. Small manufacturers, retailers and service companies
drive employment. Taxes paid by the businesses and employees support infrastructure,

schools, social services and other activities in communities.

The OTS and other federal banking agencies issued guidance twice in recent
months to prevent any possible overreaction by financial institutions that would make
credit less available at a time when borrowers most need loans for small businesses and
commercial real estate (CRE). To send a clear message to financial institutions and
examiners, the agencies issued the "Policy Statement on Prudent Commercial Real Estate
Loan Workouts" on October 29, 2009, and the "Interagency Statement on Meeting the

Credit Needs of Creditworthy Small Business Borrowers" on February 5, 2010.

The interagency Statement on Prudent Commercial Real Estate Loan Workouts is
intended to promote supervisory consistency, enhance the transparency of CRE workout

transactions, and ensure that supervisory policies and actions do not inadvertently curtail
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the availability of credit to sound borrowers. It also states that examiners will take a
balanced approach when reviewing an institution’s CRE loans and workouts. The

guidance states:

The regulators have found that prudent CRE loan workouts are often in the best
interest of the financial institution and the borrower. Examiners are expected to take
a balanced approach in assessing the adequacy of an institution’s risk management
practices for loan workout activity. Financial institutions that implement prudent
CRE loan workout arrangements after performing a comprehensive review of a
borrower’s financial condition will not be subject to criticism for engaging in these
efforts even if the restructured loans have weaknesses that result in adverse credit
classification. In addition, renewed oy restructured loans to borrowers who have the
ability to repay their debits according to reasonable modified terms will not be subject
to adverse classification solely because the value of the underlying collateval has

declined to an amount that is less than the loan balance.

The OTS believes this statement sends a clear message to financial institutions
that they will not be criticized for making prudent CRE loans or for working with
existing CRE borrowers who need to refinance or restructure their loans as long as they

do it in a prudent manner.

We have limited data on how effective the guidance has been thus far; however,

we are confident that it will have a positive effect over time.
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The OTS, other federal financial regulatory agencies and state bank supervisors
issued a second statement in February to encourage credit for creditworthy small business
borrowers. The “Interagency Statement on Meeting the Credit Needs of Creditworthy
Small Business Borrowers” underscores the responsibility of a regulated institution to
understand the long-term viability of the borrower’s business and to focus on the strength
of a borrower’s business plan, including its plan for the use and repayment of borrowed
funds. This includes an understanding of the competition and local market conditions
affecting the borrower’s business and not just national market trends, especially when
local conditions may be more favorable. Further, while the regulators expect every
institution to effectively monitor and manage credit concentrations, an institution should
not automatically refuse credit to a sound small business borrower solely on the basis of

the borrower’s particular industry or geographic location.

We believe the interagency statement will support and encourage institutions in
their individual assessments of each small business borrower’s creditworthiness, and thus

promote the prudent extension of credit to this sector of the economy.

The OTS ensures nationwide consistency in its guidance to the industry, taking
steps to make certain that its regional offices do not discourage OTS-regulated
institutions from lending by imposing on them stricter underwriting and examination
practices than those prescribed by OTS policies. The OTS ensures that its regional
offices implement national guidance consistently through several mechanisms. The

agency holds monthly Regional Manager Group meetings where the Regional Directors

10
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discuss supervisory and examination issues with senior management from Washington,
D.C. The agency also holds bi-weekly conference calls with its Regional Deputy
Directors to discuss problem bank cases, emerging issues, and to reinforce and discuss

new guidance.

For example, OTS issued an internal staff bulletin on October 30, 2009 regarding
CRE lending and CRE loan workouts. The bulletin announced the interagency policy
statement on CRE loan workouts, provided a synopsis of how examiners should
implement the guidance and also notified examination staff of an agency-wide policy
conference call to discuss the guidance. OTS held the staff conference call for all
examination and supervisory staff on November 19, 2009. The agency also published the
presentation on its internal website for future staff reference. In addition to the internal
communications, OTS released a Chief Executive Officer Memo (CEO Letter #325) to
announce the new guidance to all OTS-regulated financial institutions. Through the
combination of internal staff bulletins, external CEQ memoranda, and internal staff
briefings, the agency takes proactive steps to ensure consistency across the OTS regions

in implementing guidance.

It is important to recognize that thrift institutions, as community-oriented lenders
dedicated to serving the credit needs of the communities in which they lend, should be
primary sources of credit to small businesses. OTS-regulated institutions make diligent

efforts to serve the needs of these businesses and have been successful to a certain

11
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degree. However, statutory caps on thrifts” small business lending sometimes make it

difficult for them to fulfill these needs.

The Home Owners” Loan Act currently caps the aggregate amount of credit that
thrifts can lend for commercial purposes at 20 percent of a savings institution’s assets.
Any commercial loans in excess of 10 percent must be small business loans.! Due to
these limits, some thrifts are discouraged from entering this line of business altogether

because they believe they will be unable to achieve sufficient economies of scale.

A legislative proposal that OTS supports would remove the cap entirely on small
business lending and increase the cap 6n other commercial lending from 10 percent to 20
percent. This change would be completely consistent with the focus of the thrift charter
on consumer and community lending. The existing ceiling on small business lending
limits the pool of credit available to small businesses and limits thrifts’ ability to provide

credit that would help them serve the important needs of their communities.

A statutory change included in previous legislation and supported by OTS, which
passed the House Financial Services Committee in the 108", 109™ and 110™ Congresses
and passed the full House of Representatives twice, would have increased credit for
small-to medium-sized businesses by lifting these limitations on small business lending.
We appreciate Chairman Frank’s leadership in this effort and hope that this change can

be included in future legislation.

112 USC 1464(c)(2)(A).
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The Committee has asked for the views of the OTS on the pledge that President
Obama made in his State of the Union address and again at a recent town hall forum in
New Hampshire to provide an additional $30 billion to community banks for lending to
small businesses. The OTS fully supports the Administration’s goal to stimulate small
business lending to the extent that this can be done in a safe and sound manner with

prudent underwriting.

IV. Private Equity Investors

Finally, the Committee asked for the agency’s views on possible impediments and
barriers private equity investors encounter in attempting to invest in failed and failing
banks. An entity seeking to acquire control of an OTS-regulated savings association is
subject to a variety of laws? and regulations®. OTS’s enforcement of these laws and
regulations ensures that the entities seeking control of an insured institution possess the
necessary managerial and financial resources, both currently and prospectively, and that
the controlling parties will operate the insured institution in a safe and sound manner that
does not pose an insurance risk to the Deposit Insurance Fund. These laws also prevent
new affiliations between entities that control savings associations and commercial firms,
as required by Section 401(a) of the Gramm-Leach-Bliley Act. Further, OTS regulations
set forth a process for entities seeking to rebut a determination of control that requires
support of their contention that no controlling relationship will result from their

ownership of the insured institution.

2 Sections 10(c) and (e) of the Home Owners’ Loan Act.
12 C.F.R. Parts 574, 583, and 584.
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In the OTS’s opinion, the greatest impediment private capital investors face is a
general misconception that these investors engage in risky activities that are inherently
unsafe and unsound, and therefore incompatible with the fundamental principles of
banking. The OTS does not accept, nor has it ever accepted, this blanket
mischaracterization. The OTS continues to support the infusion of private equity capital

into the financial system in appropriate circumstances.

On August 26, 2009, the Board of Directors of the Federal Deposit Insurance
Corporation (FDIC) adopted and issued the “Statement of Policy on Qualifications for
Failed Bank Acquisitions.” The statement sets forth the terms and conditions that the
FDIC deems necessary for private capital investors to be eligible to bid on a proposed
acquisition structure through the FDIC’s resolution process. These criteria include,
among others, requirements on capital commitments, continuity of ownership and
business structure. Prior to the issuance of this statement, both the OTS and the Federal
Reserve Board approved transactions involving private equity. Our recent experiences
indicate that private equity applicants remain interested in investing in and acquiring
control of insured institutions. These investors have expressed some concern, however,
about the impact of the statement on their opportunity to provide good capital to a

financial system that continues to require support.

14
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Applications by private equity investors will continue to receive stringent scrutiny
by the OTS to ensure compliance with applicable laws and regulations, and to ensure that

control by such entities is consistent with safe and sound banking practices.

V. Conclusion

[ have tried to put the current broad credit issues in some perspective and to make
suggestions to hasten the return of adequate credit to the markets. However, while the
economy is starting to show some positive signs and pockets of stability, it will take more

time for a full recovery.

Again, we appreciate this opportunity to testify today on behalf of the OTS and

look forward to working with you on these important issues in the future.
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Chairman Frank, Chairwoman Velazquez, Ranking Member Bachus, Ranking
Member Graves and Members of the Committees, my name is David Bridgeman, and I
am the CEO and President of Pinnacle Bank in Orange City, Florida. I have risen
through the ranks in community banking, starting out as a teller 28 years ago. [ have
been with Pinnacle Bank since it opened for business in 1999, and became the CEO in
2003. I care deeply about the success of the Bank, small-business customers, and my
community.

I am honored to have this opportunity to share my experiences and give you a
current capsulized assessment of community banking, and the challenges impacting small
business and commercial real estate credit availability. Community banks are the life
blood for small business in America. It is the community banker that makes the $10,000
loan for equipment, inventory, or working capital--not the TBTF (too big to fail) banks. 1
do not compete against the TBTF institutions for the small owner-occupied real estate
loan or small business loan; however, 1 compete every day for the deposits that those

institutions are taking out of my community.

Although community banks hold only around 11% of total industry assets,
community banks originate 38% of all small business and farm loans. According to the
Federal Deposit Insurance Corporation (“FDIC”), banks with less than $1 billion in assets
make more than half their loans to small businesses. In such a precarious point in our
economic cycle, cutting lending to small businesses and farms could exaccrbate existing

pressures on the economy, leading to an increased probability of a double-dip recession.



131

Community banks understand the economic problems facing their respective
communities. We know our customers by name. For example, recently a man sat across
from me and wept because his business was struggling to the point that he had to lay off
several long-term employees. We see first-hand what is happening to the small
businesses in our communities. Community banks across my state and around the nation
are sceing the same crisis as their business customers. It is the small business person who
creates 60% of the jobs in this country and, therefore, it is through the efforts of the
community banks that local economies, and ultimately our national economy, will be
revitalized.

Pinnacle Bank

Pinnacle Bank is a state non-member bank regulated by the FDIC and the Florida
Office of Financial Regulation, with $220 million in total assets. Pinnacle did not make
the subprime or exotic risky mortgages nor did we invest in complex derivative securities
that led to the current economic crisis. Pinnacle Bank ranks well in asset quality among
its Florida peers. Pinnacle Bank has always been an active business oriented institution,
providing credit to small businesses, the creators of most jobs in communities. The focus
of our lending has been toward owner-occupied commercial real estate and C&I loans,
with the loan portfolio mainly consisting of loans to local businesses. Pinnacle Bank is
also one of the most active SBA lenders in Florida.

In spite of the economic turmoil of the last two years, we have continued to lend,
In November and December of last year, Pinnacle Bank was the second largest SBA
lender in North Florida. Our modest loan growth, however, was criticized as being too

aggressive by the FDIC field examiners during our most recent examination.
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In April 2008, Pinnacle Bank chose to participate in the TARP Capital Purchase
Program to infuse $4.4 million into capital. We did not need a bailout. To qualify for the
TARP-CPP, unlike the TBTF banks, a community bank had to be in a strong position in
terms of capital, composite ratings and other factors that regulators use to determine a
bank’s condition. We saw the capital as a way to continue lending--as traditional sources
of capital ceased to exist. During our recent examination exit meeting, however, the
FDIC Examiner in Charge advised our Board of Directors that “TARP-CPP funds should
specifically be used for increasing capital ratios and loan loss reserves.” We understand
that Congress’ intent for TARP was to ensure access to credit for business customers.
There exists a glaring disconnect between Congress and the field examiners’ message to
community banks.

We ended 2009 in a strong capital position. Pinnacle Bank is a “Well-
Capitalized” institution by all regulatory measures. For year-end 2009, the Bank had a
Total Risk-Based Capital to Assets Ratio of 11.61%, a Tier 1 Leverage Ratio of 8.14%
and a Tier 1 Risk-Based Capital Ratio of 10.34%. To be considered well capitalized
under regulations, a bank should have a total risk-based capital ratio of 10%, a Tier |
leverage ratio of 5% and Tier 1 risk-based ratio of 6%. Despite the Bank’s strong capital
position following its field examination, the FDIC field examination staff is
recommending that our capital status be downgraded to “Adequately Capitalized.” Why,
because we are a Florida bank, with Florida real estate as collateral. We believe this
arbitrary capital downgrade will impede lending and place Pinnacle Bank under
unnecessary stress. This example of heavy handedness from the regulators is ultimately

obstructing the economic recovery.



133

Challenges

There are several challenges for community banks to continue to lend to small
businesses. First, there is a shortage of small businesses that can qualify for loans. Small
businesses throughout the country have suffered significantly during this recession and
their financial statements are in shambles. Viable businesses with good credit histories
and reasonable equity cannot obtain loans because their income and liquidity to support
debt repayment are not sufficient for banks to make a loan using prudent underwriting
standards. We believe attempts by community banks to lend to these viable businesses
are being met with significant criticism from the regulators.

A second challenge to community banks is the current regulatory environment. 1
would like to refer to the letter written by Congressmen Bamey Frank and Walt Minnick
dated October 29, 2009. Their letter very accurately describes what I and many of my
CEO peers have experienced, that the ficld examiners have become “overzealous.” My
bank was examined in November / December 2009.—The FDIC field examiners, in my
opinion and the opinion of external auditors, were unduly harsh in their examination.
They used PCA (Prompt Corrective Action) as a tool to require subjectively higher
capital ratios, as well as much higher unjustifiable loan loss reserves.

Additionally, the FDIC examiners are downgrading other components of a bank’s
CAMELS ratings, based solely on deteriorating asset quality without recognizing the
significant economic down-turn that has negatively impacted our entire nation. The
examination manuals require that examiners take into account the current economic
environment that a bank is operating under, but from our recent experience, this does not

appear to be happening. Instead examiners raie the bank without considering the effect
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of the economy and then express concern about the bank’s condition and future in light of
the economy, applying a double cffect of the economic environment to the bank. These
actions have forced community banks to stop lending in an effort to meet these new
higher ratios in an attempt to correct regulatory criticisms.

After the toughest examination in my 28 years in banking, Pinnacle Bank, which
is well-capitalized and well reserved by all measures provided in the regulations, is about
to find itself in the position of having to suspend lending to satisfy unwritten capital and
reserve requirements imposed by FDIC examiners. If we are to get our economy
growing, we need to support community bank lending to small businesses, not impose
arbitrary regulatory barriers to lending and unreasonable criticism for working with our
customers.

Policies set in Washington and the policies that are enforced in the field by the
federal examiners should be one and the same. Congress, the Administration and the
heads of the banking agencies have designed programs and instituted regulatory policies
to encourage community banks to lend to small businesses and to work with existing
borrowers. As an example, the FFIEC policy statement entitled Prudent Commercial
Real Estate Loan Workouts dated, October 30, 2009, encourages banks to work with our
borrowers in an effort to keep businesses open and people employed. The FDIC
examiners during my examination, however, were critical of work out arrangements
(Troubled Debt Restructures — “TDR’s™) with customers even though our customers were
paying as agreed, keeping businesses open and people employed. We were told these

businesses were highly likely to fail and, therefore, have a negative impact on the Bank.
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Another problematic regulatory issue for small business lending is the Community Real
Estate (“CRE”) Guidance. The CRE Guidance is for measuring risk in loan portfolios and
developing policies and procedurcs to monitor and mitigate those risks. Currently,
regulators are taking categories of concentrations within loan portfolios and criticizing
banks for having too much concentration in areas that they deem to be risky, even if the
risk has been mitigated and proper monitoring put in place. Federal regulators are taking
the CRE Guidance and applying it as though it were a regulation. Federal regulators are
using CRE concentrations as a yardstick for risks inherent in the portfolio, even if the
portfolio is geographically diversified. Federal regulators are also recommending that
community banks reduce CRE lending and cven sell some existing CRE loans that have
been rated ”Substandard” or worse. Of course, any loan sales in the current real estate
environment yield only a fraction of the value of the loan and cause community banks to
take additional losses. This action, combined with arbitrarily higher capital requirements
and higher reserve requirements, is again forcing banks to cease funding on lines of
credit, demanding that lines be paid and withdrawing funding from new or existing

commercial real estate projects.

Summary
The current regulatory environment is having a debilitative affect on local
lending. Regulators must take a more positive approach to the examination process and
understand that their actions are having a profoundly negative effect on the economy,
communities, and job creation. It is imperative that the goals of Congress, the
Administration and the federal banking regulatory agencies be the same— regrettably

today they are not. Community banks want to lend to our small businesses and be a
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catalyst to economic recovery, but the federal rcgulators need to change their
Supervisory Policy toward community banks to allow viable community banks to work
through their issues and these difficult economic times.

Thank you for the opportunity to allow me to express my views on some of the

more pressing challenges facing community banks.

David L. Bridgeman
Chief Executive Officer
Pinnacle Bank

Orange City, Florida
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Chairman Frank, Chairwoman Velazquez, Ranking Member ‘Bachus, Ranking
Member Graves, Members of the Financial Services Committee and Small Business
Committee:  Thank you very much for the opportunity to testify today regarding the
condition of small business and commercial real estate lending in local markets. My
name is Ronald Covey, and I am President and Chief Executive Officer of St. Mary’s
Bank Credit Union' in Manchester, New Hampshire. 1 am testifying on behalf of the

Credit Union National Association (CUNAY.

St. Mary’s Bank Credit Union — a member-owned, not-for-profit financial

cooperative — was the first credit union established in the United States. We are proud of

' S1. Mary’s Bank Credit Union was founded in 1908 as La Caisse Populaire Ste. Marie, to serve the
Franco-American population living in Manchester, NH. The French name loosely transiates to The People's
Bank. In 1925, the credit union’s charter was amended to use both the French and English versions of the
pame. In recent years, the credit union has only used St. Mary's Bank. St. Mary’s Bank Credit Union
serves 75,000 members; its total assets were $660 million as of September 2009.

2 CUNA is the nation’s largest credit union advocacy organization representing nearly 90% of America’s
7,800 state and federally chartered credit unions and their 92 million members.

Credit Union Nationa Association, Ine.
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our heritage. For just over a century, we've been helping New Hampshire residents with a
wide range of affordable products and services, including checking accounts, personal

loans, real estate loans, business financial services, and savvy financial planning.

My testimony today focuses on the history of credit union business lending at St.
Mary’s Bank Credit Union and nationally, the safety and soundness of credit union
business lending relative to similar loans made by banks, the demand for small business
lending that we are seeing in New Hampshire and nationally, and our reaction to the
President’s proposal to create a $30 billion Small Business Lending Fund. Additionally,
I will discuss our support for legislation, H.R. 3380, which would permit credit unions to
inject as much as $10 billion into small businesses this year, helping them create over

100,000 jobs, at zero cost to the taxpayer and without increasing the size of government.

Business Lending is a Part of the Core Credit Union Mission and St. Mary’s Bank

Credit Union Has Been Fulfilling That Mission For Over a Century

The idea behind credit unions is very simple: people pool their savings together
and make loans to neighbors and coworkers in order to help each other achieve a better
standard of living. Following this basic principle of “people helping people,” we
improve communities and generate opportunities for those most in need. We have
always considcred supporting local business as one of the key factors in creating healthy
communities. That is why we have always taken, and continue to take, the initiative in

helping business owners.

Credit Union National Association, Inc.
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Credit union involvement in business lending dates back to the first days of the
credit union movement. The carliest credit unions were founded so that people could

borrow money to buy goods at lower cost and sell them for a profit.

The founders of the American credit union movement very specifically noted the
important role credit unions should play in providing access to credit for small
businesses. As Alphonse Desjardin said in 1908, as he encouraged the founding fathers
of St. Mary’s Bank Credit Union to organize the United States’ first credit union:

“There are not only the manual laborers, whether of industry or of the land, who
need credit and who, very often, are forced to suffer the extortions of the Shylocks
of usury: There is also a very interesting class of small merchants, of humble
industrialists, of modest entrepreneurs whose financial status does not permit
them fo have access to the large banks where their well enough known fellow
businessmen go to stock up in order to enjoy the benefit of a checking account. To
all of them as well, the coopcrative offers financial assistance that is most
precious.™

Business lending is part of the credit union DNA. St. Mary’s Bank Credit Union
has a track record of granting member business loans that dates back to our early years.
St. Mary Bank Credit Union even provided vital loans during the Great Depression, when
economic conditions forced many other financial institutions to close. According to the
minutes of our Credit Commitices during this time, St. Mary’s Bank Credit Union
granted business loans for apartment buildings, commercial real estate, working capital,

time notes, and equipment loans. The businesses ranged from lumber yards, convenience

stores, and heating oil companies to hardware stores and retail outlets.

Member business lending has continued at St. Mary’s Bank Credit Union through

our current recession. We still provide business loans for working capital (lines of credit)

* L' dvenir National (Manchester, N.H.), Vol. XX1, No. 67, 28 November 1908, p. 4-5,

Credit Unian Narional Association, Ine.
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inventory, accounts receivable, equipment loans, seasonal loans, commercial real estate
loans, and energy loans. St. Mary’s Bank Credit Union is an approved Small Business
Administration lender and participates in the Business Express program, SBA 7(a) Loan
Program, and SBA 504 Program. We also utilize several New Hampshire state programs

through the Business Finance Authority of New Hampshire.

St. Mary’s Bank Credit Union member business loans today provide:

o Critical financing for multi-family residential housing, much of

which is in low-income areas;

o Working capital and equipment loans for small manufacturing companics
and sub-contractors that provide jobs and economic stability in our

market;

o Commercial real estate loans and rehab loans for business growth and

expansion; and

o Working capital and equipment loans for entreprencurs, small service, and

professional organizations.

St. Mary’s Bank Credit Union’s average business loan size is under $200,000.
We have 959 business loans, totaling approximately $75 million and 2,201 business

members. Our potential is much greater!

Business Lending Demand Exists

Credit Union Nationul Association, Inc.
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St. Mary’s Bank Credit Union’s aggregate limit for net member business loans is
$85.3 million based on the 12.25 percent of total assets cap in the Federal Credit Union
Act. At the current time, we have a new business pipeline of $7.6 million and an
additional $7.5 million in business loan requests that, if approved, would exceed our
aggregate limit by $4.8 million. We will attempt to place the additional requests that
exceed our cap at other financial institutions; failing that, business members will have to
wait until other business loans are paid down. Either way, these business members will
likely experience a delay in receiving funds that could drastically affect their business
activitics, their financial wellbeing, and their employees - a delay that we are hoping to

prevent by being here today.

Let me emphasize this point: 1 do not see a scarcity of creditworthy business
borrowers. I have the funds to lend, and ﬁearly $5 million of loan requests that may go
unfilled because of a statutory cap that was enacted twelve years ago without any
economic or safety and soundness rationale. Given the demand we see, it is difficult to
understand why we should not be able to put money back into the community, into the
hands of hard working business owners, so they can employ more people and create more

opportunities. That would simply be following through on the credit union mission.

On a national level, we know there is demand for business loans because credit
union business lending actually grew in 2009 while bank business lending contracted. If
there was a scarcity of demand for business loans, all lenders would have seen

coniraction, not growth, in business lending.

Credit Union Nationat Adxsociation, Inc.
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Business Loan Growth
12 Months Ending September 2009
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We also know that there is dernand for business fending because our members tell
us there is. 1 have with me scveral hundred letters from business owners from across the
country who have received loans from credit unions, some after having been rejected by
banks — big banks and community banks. These individuals have experienced first-hand

the value in credit unions providing business loans; they see it as part of our mission.

We arc simply asking for the opportunity to fulfill our potential as a business
lender to our members. We have the resources to continue promoting business growth in
our communities. We want to serve their needs. It would be disheartening to have to tell
a qualificd borrower that we cannot make a loan becausc of an agenda put forth by banks
Tike the one that closed his line of credit or declined her origiﬁal application. Limiting
our cap to 12.25% of total assets does a great disservice to business owners everywhere,
and stymies the kind of economic stimulation and job growth this country truly needs

right now.

Credit Unions Stand Apart from Other Financial Institutions

jonn National Association, Inc.
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Mr. Chairman, it is important to note that we would not be here talking about this
issue if all financial institutions had behaved like credit unions. Credit unions did not

contribute to the sub-prime meltdown or the subsequent credit market crisis.

Credit unions truly are Main Street financial institutions — small, local, and
community-focused. The average credit union has roughly $110 million in total assets
whereas the average banking institution is fifieen times larger with $1.7 BILLION in total
assets. (The median size credit union has just $15 million in total assets and the median

size bank is about ten times larger with $150 million in total assets).

Credit unions are careful lenders. And, as not-for-profit membership cooperatives
the overriding operating objective at credit unions is to maximize member service.
Incentives at credit unions are aligned in a way that ensures little or no harm is done to
the member-owners, As we have scen, the incentives outside of the credit union sector
are aligned in a way that can (and often does) cause harm to consumers,  In the case of
toxic mortgages such as sub-prime mortgages, entities operating outside of the
cooperative sector focused on maximizing loan originations (specifically fee income from
those originations) even though many of the loans originated were not in the borrower’s

best interest.

Credit Unions Lend to Their Business-Owning Members Safely and Soundly

Some have suggested that an increase in credit union business lending could
increase the exposure to the National Credit Union Share Insurance Fund (NCUSIF).

However, the facts suggest that concern is misplaced.

tion National Assaciation, Ine.
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First, as described below, our business loan loss rate is lower than that of banks,
and lower even than our own losses on mortgages and consumer loans. Second,
increasing the business lending cap gives well-capitalized credit unions a way to further
diversify their portfolios, ultimately lowering overall risk. Third, the NCUA has full
authority to supervise business lending by credit unions, and current rules severely limit
business lending by credit unions which are not adequately capitalized. In fact, just this
week, the Chairman of the NCUA Board wrote Treasury Secretary Geithner reiterating
the agency’s commitment to strong regulation of member business loans.* Increased
business lending by credit unions would not be risk free, but it would certainly be very

low risk.

Like most other credit unions, St. Mary’s Bank Credit Union has a strong track
record for sound business loan underwriting and performance. Qur average business loan
delinquency rate over the last 24 months was around 0.5%. Our net business loan

charge-offs rate over the same 24-month time period has averaged about 0.32%

Credit unions, in general, have lower charge-off rates and lower delinquency rates

on business loans than banks.

* A copy of this letter is attached to this testimony.

Credit Union Nutional Association, Inc.
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Safety & Soundness Concerns?
Annuatized Loan Charge-Offs as of 9/69
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Considering all loans, in the first threc quarters of 2009 the credit union loan loss
rate was about half that of banks (1.18% vs. 2.38%%). For business loans in particular, the
credit union loan loss rate was only one fifth of the same rate at banks (0.44% vs. 2.28%).
Among the three major categories of credit union lending (residential mortgage,

consumer, and business), business lending has the lowest loss rate.

The President’s Proposal to Create a $30 Billion Small Business Lending Fund Does

Not Address the Chief Impediment Facing Credit Union Member Business Lending

During his State of the Union Address, the President proposed giving community
banks access to $30 billion in TARP funds with the intention that those funds, which
would count as capital for the banks, would be used to encourage additional lending to
small businesses. Credit unions have not sought to be included in this program; however,
even if credit unions were envisioned to be eligible to participate, current statutory
restrictions related to credit union capital would prohibit using these funds and counting

them as capital.

Credit Union National Association. Inc.
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However, while we strongly support Congress considering capital reform for
credit unions, the chief impediment to credit unions increasing the availability of small
business credit is NOT a lack of capital. The chief impediment is the statutory cap on
credit union business lending in the Federal Credit Union Act. This cap, which is
essentially 12.25% of the total assets of a credit upion, was enacted in 1998 as part of the
Credit Union Membership Access Act (CUMAA). CUMAA was designed to permit
multiple common bond credit unions to continue to serve their members in the wake of a
ruling by the Supreme Court in a case, brought by the American Bankers Association,
which overturned an NCUA interpretation of the Federal Credit Union Act. 1Tt is
important to note that for the 90 years credit unions were in existence prior to the
enactment of the cap, there was no statutory limit on the amount of business lending
credit unions could do, and the business lending market share held by credit unions at the

time of the cap was cxtraordinarily small.

There was ro cconomic or safety and soundness rationale for the cap when it was
enacted, and none exists today. At the time of CUMAA’s enactment, the rationale for the
cap, as stated by the Senate Banking Committce, was “to cnsure that credit unions
continue to fulfill their specified mission of meeting the credit and savings needs of
consumers... through an emphasis on consumer loans rather than business loans.”™® Of
course, credit unions have been and continue to be clearly focused on meeting the lending
needs of consumers. Raising the cap would have a negligible effect on credit union
lending to consumers. Any increase in business lending would for the most part replace

investments rather than consumer loans. The average credit union has a total loan to

* Senate Report 105-193. p. 9

Credir Union National Association, Inc.
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assct ratio of about 65%. Excluding the 5% held in fixed and other assets, that leaves
about 30% of assets in cash and investments. If all of the additional business lending
capacity were used, that would still leave about 18% of assets in cash and investments
without any reduction in consumer lending. Even for the minority of credit unions with
much higher loan to asset ratios, raising the cap would very likely not decrease consumer
lending, or at least not by much. Just because a credit union could make more business
loans does not mean it would forsake existing consumer loan demands to meet new

business loan demand.

Small businesses need credit unions today because banks that have been serving
them, in some cases for years, are pulling back access to credit. The Congressional
Oversight Panel’s February 2010 oversight report concludes that as many as 3,000 banks
could be forced to curtail business Jending. These actions leave many creditworthy
business owners high and dry, unable to get the funds they need to operate and expand. It
is frustrating to both the credit unions as well as the small business owners that additional
resources would be available at credit unions but for a statutory cap on business lending
which was enacted twelve years ago as a concession to the bank lobby on a bill designed

to permit credit unions to continue to serve their members.

Representatives Kanjorski and Royce have introduced legislation (H.R. 3380)
which, if enacted, would increase the credit union member business lending cap from the
current level of 12.25% of total assets to 25% of total assets. It would also increase the
de minimus amount of a credit union business loan from $50,000 to $250,000. This

fegislation would add an addition $100 million of business lending capacity to my credit

1 Union National dssociation, Inc.
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union. We could fill our outstanding loan requests and be there to help our community

even more.

CUNA estimates that if LR, 3380 were enacted into law, credit unions could lend
an additional $10 billion to small businesses in the first year, helping small businesses
create as many as 108,000 new jobs.® H.R. 3380 is a job creation bill that would not

cost the taxpayers a dime and would not increase the size of government.

Some have suggested that increasing the credit union business lending cap is
politically controversial. However, voters disagree. According to a recent survey by
Voter Consumer Research’, 62% of consumers identify jobs and the cconomy as the most

important issues facing our country. When respondents were presented with a proposal

% CUNA conservatively estimates that credit unions would increase member business loans (MBLs) by
about $10 billion in the first year following expansion of MBL authority.

The estimated $10 billion, first year increase in lending is derived using three key assumptions:

1. We assume that “grandfathered” credit unions (i.e., the approximately 150 credit unions that
are currently above the 12.25% cap) do not increase their lending when the cap is raised.

2. We assume that credit unions that are not currently engaged in MBL activity would enter the
market in an amoumt, on average, equal to 1% of total assets under the new authority. Our
conservative estimate assumes that 40% of the increased level of activity would occur in the
first year.

3. We assume that all other MBL credit unions lend in an amount equal to their current “use”
rate.  Our conservative estimate assumes that 40% of the increased level of activity would
occeur in the first year.

We assume that the new loans would largely be loans that would not otherwise be made by banks. We
further assume that the $10 billion increase in lending would be a "new normal” - that the {st year-addition
would represent a permanent addition to loan volume in credit union portfolios. In this regard, the increase
in lending can be viewed as American Recovery and Reinvestment Act (ARRA)-like stimulus similar to
direct spending. Thus, we assume that the additional lending would produce jobs at a rate that is similar to
the estimates published by the Council of Economic Advisors (CEA) in its May 2009 estimates of job

o

creation. See: http//www. whitehouse.gov/ i ion/eop/cea/Estil of-Job-Creation/

Using these assumptions and rounding, each $92,000 in additional MBL lending on the part of the nation's
credit unions will create one additional job. Therefore, expanded credit union MBL authority will result
in an estimated first-year increase of 108,000 new jobs nationally.

7 The survey of 1,000 registered voters, 42% of whom identified themselves as credit union members, was
conducted by Voter Consumer Research from January 24-28, 2010,

tssociation. Inc.




150

14

that would let credit unions pump $10 billion into small businesses and create over
100,000 jobs as well as leading banking arguments that the cap should not be removed
because credit unions do not pay taxes and it would give them an unfair advantage, 63%
of those surveyed responded favorably to the credit union proposal, while only 27%
opposed. When respondents arc reminded that bankers—after receiving taxpayer bailout
money-—are paying themselves bonuses and not making small business loans, ncarly

70% side with credit unions and only 20% side with banks.

A growing list of small business associations and think tanks support lifting the
cap on credit union business lending, including the following®:

Americans for Tax Reform

Competitive Enterprise Institute

Ford Motor Minority Dealer Association

League of United Latin American Citizens
Manufactured Housing Institute

National Association of Mortgage Brokers

National Cooperative Business Association

National Cooperative Grocers Association

National Association of Realtors

National Farmers Union

National Small Business Association

NCB Capital Impact

National Association of Professional Insurance Agents
National Association of the Self-Employed

National Association of Manufacturers

National Council of Textile Organizations

Council of Insurance Agents and Brokers

Center on Risk, Regulation, & Markets at the Heartland Institute

H.R. 3380 is a common sense bill that will help small businesses and support

communities, and I cncourage Congress to enact this legislation as soon as possible.

® A copy of an open-letter that these group have sent to Congress is attached to this testimony.

Credit Union National Axsocigtion, Inc.
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Before concluding, I do want to make a comment regarding the concerns raised
by some that credit unions should not have additional business lending authority because
they are tax-exempt organizations. This concern ignores both the history of credit unions
having and using unlimited statutory business lending authority for the first 90 ycars of
their existence at the same time they have had a tax exemption. As Congress has
reaffirmed several times over the last seventy years, most recently in 1998, the tax status
is a function of the structure of credit unions as not-for-profit, democratically-controlled,
member-owned, financial cooperatives. The tax status has nothing to do with the powers

of credit unions, and everything to do with how credit unions are organized.

The credit union structure is unchanged over the past 100 years and we continue
to fulfill our mission of serving especially those of modest means. For example,
according to Home Mortgage Disclosure Act data, minorities and lower income
Americans are much more likely to have their home mortgage loan applications approved

at credit unions than at other lenders.®

In the business lending arena, the Treasury's 2001 comprehensive analysis of
credit union business lending showed that 25 percent of member business loans were
made to members with household income of less than $30,000 -- and that these loans
totaled 13 percent of the outstanding member business lending balances. Another 20
percent of the loans (with 15 percent of the outstanding loan balance) went to houscholds

with incomes reported to be between $30,000 and $50,000.

¢ Since 2005, credit unions have approved an average of 68% of applications from low/mod income
borrowers, whereas other lenders approved an average of only 51% of these applications. Moreover, since
2005, an average of 26% of total credit union mortgage originations were to low/meod income borrowers
while low/mod income originations represented only 23% of total originations at other lenders.

Credit Union Nativnal Association, Inc.
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The irony is that bankers have repeatedly criticized credit unions for not doing
more to serve the underserved, while at the same time repeatedly used the courts and
persuading Congress to keep credit unions from being able to do more. The time is now
to set aside the banker rhetoric. We urge Congress to permit credit unions to do what
they were established to do — serve their members, including those who own small
businesses. We have the willingness to help. We have the capacity to help. But, we need

Congress to act.

Mr. Chairman, thank you very much for the opportunity to testify today. 1 am

happy to answer any questions the members of the Committee may have.

Union National Association, e
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National Credit Union Administration

Office of the Chairman

February 24, 2010

The Honorable Timothy F. Geithner, Secretary
United States Department of the Treasury
1500 Pennsyivania Avenue, NW

Washington, DC 20220

Dear Secretary Geithner:

| am writing as a follow-up to the recent discussions our agencies have had about credit
union member business loan limitations.

The Federal Credit Union Act limits the amount of member business loans (MBLs) the
great majority of credit unions can grant to the lesser of 1.75 percent of net worth or
12.25 percent of assets. Congress presently contemplates legislation that would raise
or eliminate that statutory limitation by enabling credit unions to grant more MBLs.
Should the legislative process result in an increase to or elimination of the current MBL
limitations, | assure you NCUA would remain vigilant in carrying out our supervisory
responsibilities.

NCUA has long exercised caution in monitoring MBLs from the standpoint of safety and
soundness. We routinely issue guidance to ensure the credit union community and
agency staff understand the risks associated with MBLs. For example, last month, the
agency released NCUA Letter to Credit Unions 10-CU-02 (“Current Risks in Business
Lending and Sound Risk Management Practices”). This guidance reminds credit union
officials of the importance of ensuring that risk management practices must continue to
evolve as the size and complexity of MBL portfolios increase. NCUA also plans to
provide extensive MBL training to our field staff in the coming months.

NCUA recognizes that successful MBL programs depend upon credit unions limiting
products to only those consistent with the capabilities of their respective lending staffs
and the principles of sound risk management. In consideration of these precepts,
NCUA already has efforts underway to strengthen the regulatory qualifications that
credit union officials must have to serve as business lenders.

Let me assure you: If legislative changes increase or eliminate the current
aggregate MBL cap, NCUA would promptly revise our regulation to ensure that
additional capacity in the credit union system would not resuit in unintended
safety and soundness concerns.

1775 Duke Street - Alexandria, VA 22314-3428 - 703-518-6300 ~ 703-518-6319-Fax
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Treasury Secretary Geithner
February 24, 2010
Page Two

As one of the most important changes, NCUA would only permit credit unions to
increase their MBL capacities on a gradual basis by adopting a tiered approval process.
In addition to other regulatory changes, the agency would develop procedures to fully
monitor MBL growth.

Earlier this month, NCUA joined the other Federal Financial Institution Examination
Council members in advocating prudent lending to creditworthy smali businesses. We
recognize the importance of small businesses in leading our nation’s recovery efforts.
As such, we support efforts to allow credit unions to provide businesses additional
avenues of credit when appropriate under a comprehensive regulatory framework.

Sincerely,

/

Debbie Matz
Chairman

CC: Michael Barr
Assistant Secretary for Financial Institutions
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Dear Mr. President, Senators and Members of Congress:

As vou focus on overcoming the challenges of owr nation’s economy, it is important to
assemble and use all the tools at your disposal. To date, the primary focus has been
both a taxpayer financed rescue and economic stimulus package.

Despite these measures, credit continues to be & problem for businesses of all sizes -
businesses which create jobs. We would like to suggest another step that could inject
up to $10 billion into the economy according to those associated with credit unions.

We urge you to allow credit unions to expand lending fo their busi 1
» Credit unions continue to lend even when banks have cut back;

= Credit unions play 2 vital role in providing capital to underserved
© ities and small busi ; and,

« Credit Unions understand the special needs of their business members and
can make loans that banks will not.

Easing business lending limits on credit unions will cost
taxpayers nothing, and will provide much needed credit into
our economy. We urge you to support lifting the lending cap.

Americans for Tax Reform National Farmers Union
C itive Euterprise Insti National Small B

NOCB Capital Impact

Associatiol

Ford Motor Minority Dealer Association

League of United Latin American Citizens dional Association of

{(ULAG
Manufactured Housing Institute
National Association of Mortgage Brokers

Professional Tasurance Agents

National Association for
the Self-Employed

Nath Cooperative Bush A

National A fation of Manufactarers

1 Council of Textile Ovganizations

National Cooperative Grocers A

Council of Insurance Agents and Brokers®

Heartland fustitute *

it

e i uhona Askocion
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U.S. Women's Chamber
of Commerce

Testimony
of
Margot Dorfman
Chief Executive Officer
U.S. Women’s Chamber of Commerce

Before the House Small Business Committee
and the House Financial Services Committee

“Condition of Small Business and
Commercial Real Estate Lending in Local Markets”
9:00 a.m., February 26, 2010, 2128
Rayburn House Office Building

Chairwoman Veldzquez and Chairman Frank, Ranking Members Graves and Bachus, Members
of the Committees, I am here today representing the 500,000 members of the U.S. Women’s
Chamber of Commerce. Over three-quarters of our members are small business owners.

Thank you for this opportunity to update your committees on the condition of small business
lending in local markets. Simply stated, the status of small business lending 1s so devastatingly
poor that many business owners have given up even trying to secure capital and credit for their
businesses. Our members tell us, regardless of their personal credit scores, proven business and
financial track record, and contracts in hand — their access to capital and credit has become
severcly limited, and the fees and interest rates on their existing loans have risen to loan shark
levels.

The consequences of this extended contraction in access to capital and credit have had a
devastating effect on small businesses. Over the last two years, small business losses accounted
for 40 percent of the 4.7 million positions cut by firms in total.' The results of a recent survey of
our members have provided us with a very clear picture of the small business lending
marketplace:

¢ The smallest businesses have either been wiped out or are struggling every day to stay in
business.

! ADP National Employment Report, February 3, 2010.
<http://www.adpemploymentreport.com/pdffFINAL_Release_January_10.pdf>

1200 G Street NW, Suite 800, Washington, D.C. 20005
888-41-USWCC toll free | 206-495-0819 fax
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e Businesses in the $250 — 500K range have weathered the storm so far — and are seeking
access to capital to fuel growth. Firms in this range tell us they could grow now — and
add jobs — if they could only access capital and credit.

¢ Many of the businesses in the $500K — 1M range have significant overhead (equipment,
raw materials) that make growth right now very challenging. And with little or no access
to capital they have no way leverage their assets to fuel growth.

¢ Firms with over $1M in revenues have a more diversified set of capital and credit
providers — but tell us they have very little appetite for growth due to the exorbitant fees,
interest rates and uncertainty.

Nearly all businesses tell us that consumer confidence is extremely poor and that increased
consumer confidence would help fuel their business growth. They also tell us it is important to
complete the reform of our healthcare system and financial market regulations, and create a
strong consumer financial protection agency so that they will have a clear picture of the future
and can plan with confidence.

While U.S. banks report the sharpest decline in lending since 19427, another troubling trend is
the extreme contraction in U.S. Small Business Administration (SBA) backed lending to women-
and minority-owned firms. Between FY2008 and FY 2009, the percentage of SBA backed loans
going to women-owned firms dropped from 23 percent to 20 percent and the total dollars lent
dropped from 18 percent to 6 percent. During the same time period, the percentage of SBA
backed loans going to minority-owned firms drop?ed from 33 percent to 22 percent and the total
dollars lent dropped from 32 percent to 4 percent.’

We strongly encourage Congress to improve the opportunity for businesses to secure capital and
credit, reduce the cost of credit, help small businesses to convert high interest debt into fixed
term loans with reasonable intercst charges, and help small business owners to assess their
current financial condition and make good choices for the future.

We ask you to come up with solutions that match the scale of the challenge and address the real
problems. The problems in the small business lending marketplace have been growing over the
last decade. The resulting damage imperils not just small business owners — but every single
American alive today and for generations to come. We cannot afford to send more of our
taxpayer money into the hands of banks hoping they will do the right thing.

The job creation legislation recently passed in the Senate falls wocefully short in addressing the
size and scope of our problems. The recent FDIC comments on meeting the credit needs of

2 Michael R. Crittenden and Marshall Eckblad, "Lending Falls at Epic Pace,” Wall Street Journal, February 24,
2010.

* National Association of Government Guaranteed Lenders,
http://www.naggl.org/am/Template.cfm?Section=SBA_Statistics

1200 G Street NW, Suite 800, Washington, D.C. 20005
888-41-USWCC toll free | 206-495-0819 fax
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creditworthy small businesses do nothing to change the fundamental problems.® And the
President’s proposal to distribute $30 billion of Troubled Asset Relief Program (TARP) funds to
local and community banks in an effort to re-energize lending to small businesses is simply more
of the same. Clearly this action would once again benefit the banks — with no guarantees of
assistance to small business owners.

Treasury Secretary Geithner has said these funds should be removed from the TARP program
first to assure bankers they will not face the disclosure and compensation restrictions that
financial institutions faced when they accepted the bailout funds. He says, "TARP has outlived
its basic usefulness because banks are worried about the stigma of coming to TARP, and they're
frankly worried about the conditions.” Additionally, he said 600 small banks withdrew their
applications for TARP money because they did not want to face the restrictions or the perception
that they needed a bailout.’

It is time to stop worrying about the banks and start worrying about the people. It is time for the
SBA to support small busincsses and job creation through a direct lending program. Very solid
strategies have been established that would enable the SBA to loan directly to small businesses
allowing for the sale back of loans to private scctor investors and lenders after a period of time.

The arguments made that the SBA as a direct lender would be competing with private sector
lenders are hollow — as one cannot compete with lenders that are not even seeking to compete
and whose objectives are at odds with the needs of our country. The arguments that the SBA
would have to hire and train people are true — a small price to pay for our economic future.
Hundreds of qualified individuals have been laid off from lenders. We are confident these
individuals would welcome the opportunity to step up and help save the future of our country.

Specifically, we recommend:

I. Increase SBA lending guarantees to 90 percent.

2. Focus on two sectors with the greatest urgent need ~ loans under $200K and loans in the
$200 — 500K range.

3. Establish a direct lending program through the SBA allowing for the sale back of loans to
private sector investors and lenders after a period of time.

Our problems are big and will affect the economic wellbeing of our great country for generations
to come. We ask you to really see what is happening in America and respond to the scale and
scope of these problems. New models are needed to lift us from our current recession and return
us to a vibrant financial future. Strength, transparency, and affordable access to capital are
vitally important so that our economy may be revitalized, our small businesses brought back to
life, and jobs created.

¢ Federal Deposit Insurance Corporation, "Interagency Statement on Meeting the Credit Needs of Creditworthy .
Small Business Borrowers,” February 5, 2010. <http//www fdic.gov/news/news/press/2010/pr10029a.pdf>.

3 Jim Kuhnhenn, Business Week, February 24, 2010

<http:/fwww businessweek. com/ap/financialnews/DIE2LE6O0 htm>

1200 G Street NW, Suite 800, Washington, D.C. 20005
888-41-USWCC toil free | 206-495-0819 fax
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I Introduction

Chairman Frank, Ranking Member Bachus, Chairwoman Veldzquez, Ranking
Member Graves, and members of the Financial Services and Small Business Committces, 1
appreciate this opportunity to discuss national banks’ lending activities and the OCC’s actions
to provide a supervisory climate that facilitates sound loans to businesses and consumers. The
OCC supervises 1,462 insured national banks, which comprise about 18 percent of the 8,012
insured depository institutions (IDIs) in the United States, holding approximatcly 63 percent
of all IDI assets. In terms of size, national banks constitute 12 of the 19 banks with assets
over $100 billion, including the six largest banks in the United States; 35 percent of mid-size
banks, with asscts ranging from $5 billion to $100 billion; and 18 percent of community
banks, with assets less than $5 billion.!

Access to credit is critical to the health of our nation’s economy, and national banks
play a vital role in meeting this nced. While there are signs of a recovering economy, there
continue to be significant strains that are affecting both the demand for credit and its supply.
Many businesses and consumers have become morc cautious, reducing their demand for and
use of credit. Likewise, many bankers have become more conservative in how they cvaluate
potential borrowers and structure loan products. Despite these factors, lending remains a core
business of national banks, and from my discussions with bankers, I believe they remain
committed to meeting the credit needs of their customers.

The first part of my testimony addresscs patterns and trends in bank lending, where
there has becn a general reduction in the total amount of loans by banks of all sizes. The
second part discusses the demand and supply factors contributing to this result, that is, the

reduced demand for credit by creditworthy borrowers resulting from the recession, and the

! Figures are based on 12/31/2009 data and include all FDIC-insured institutions, but do not include federaily
insured credit unions.
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reduced supply of credit resulting from tightened underwriting standards. The final part
addresses the role that regulators are playing and should play in facilitating credit availability,
specifically including credit to small businesses.
Ensuring that national banks meet the credit needs of their communities and customers
in a safe and sound manner is central to the mission of the OCC. It requires us to take a
balanced and consistent supervisory approach, especially in this environment, to ensure that
our actions do not discourage national banks from making loans to creditworthy borrowers.
Many have questioned whether the regulatory pendulum has swung too far, to the point where
regulators and examiners are impeding banks’ ability to make even prudent loans. We take
this matter very seriously, and as a result, have taken and continue to take a number of steps
to ensure that OCC cxaminers are applying supervisory policies in a balanced and consistent
manner across the country. We also have worked with the other banking regulators to
reinforce our policies and expectations to both the industry and examiners regarding sound
lending.
Our messages to bankers have been, and continue to be, the following:
= Make new loans to creditworthy borrowers, using prudent underwriting standards;
»  Work constructively with borrowers who are facing difficulties; and
= Realistically recognize and address problem credits by maintaining appropriate
reserves and taking appropriate charge-offs when repayment is unlikely. Recognizing
and classifying a problem credit does not mean that a banker can no longer work with,
or extend credit to, the borrower. We expect bankers to work with troubled borrowers.
Our direction to examiners and the policies they apply has remained consistent. We
instruct our examiners not to dictate loan terms, and not to instruct bankers to call or

renegotiate loans. Rather, the examiner’s role is to determine that banks:

» Make loans on prudent terms, based on sound analysis of a borrower’s financial and
collateral information and ability to repay;



162

* Recognize weaknesses in existing credits and work with those borrowers to develop
reasonable workout plans wherever possible;

= Have adequate risk management systems to identify and control risk taking;

= Maintain sufficient reserves and capital to buffer and absorb actual and potential
losses; and

= Accurately reflect the condition of their loan portfolios in their financial statements.

We focus greatest attention on sectors that have been particularly hard hit by the
economic crisis. Given the concerns expressed about how examiners were assessing troubled
commercial real estate loans, we and the other banking regulators issued guidance last
October to provide greater clarity and certainty to the industry and examiners on our policies
and expectations for commercial real estate (CRE) loan workouts.” We believe this guidance,
with the real world examples it contains, has been useful in providing greater consistency in
how examiners apply key supervisory principles.

More recently, on February 5, we and the other agencies issued a statement on lending
to creditworthy small businesses. This statement addresses the important role of small
businesses in the economy, their dependence on banks for credit, and the recent difficulty
experienced by some small businesses in obtaining new credit or renewing existing credit.”
As with our recent CRE guidance, this statement is intended to facilitate small business
lending and provide bankers with more regulatory certainty by outlining our expectations for
prudent underwriting practices. In both statements we reiterate our policies that examiners
should take a balanced approach in assessing banks’ underwriting and risk-management

practices and should not criticize banks that follow sound lending practices.

% See; “Policy Statement on Commercial Real Estate Loan Workouts,” at:
http://www.occ.treas.gov/fip/release/2009-128a.pdf.

? See: “Interagency Statement on Meeting the Credit Needs of Creditworthy Small Business Borrowers™ at
http://www.occ.treas.gov/fip/release/2010-14a.pdf.
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Finally, we continue to work with the Administration, Congress, and the industry on
programs that can provide additional assistance to the hardest hit sectors. We support the
Administration’s various small business lending initiatives. We have a number of resources
for bankers to help them understand and more fully use the various programs offered by the
Small Business Administration (SBA). We continue to be actively involved with the
Administration’s mortgage modification programs to assist troubled homeowners, and the
information we collect through our Mortgage Metrics program helps asscss the success of
these efforts and determine where further adjustments may be nceded.

As we discuss credit availability and the critical need for a balanced supervisory
approach, I think it is very important to keep in mind the limits on what banking regulators
can and should do. While we should be very careful not to encourage the banks we supervisc
to become excessively conservative, we simply cannot turn a blind eye to increasing losscs
and mounting credit problems. Last year, 140 banks failed, 25 of which were national banks,
the most since the record numbers of failures in the late 1980s and early 1990s. Thus far in
2010, 20 banks have failed, three of which were national banks. Estimated losses to the
deposit insurance fund since the start of the crisis two years ago are over $57 billion and
growing, with nearly $7.5 billion coming from failed national banks. The FDIC’s problem
bank list has swelled to 706 as of December 31, 2009, and we are likely to have even more
failures in 2010 than we did last year.

In this environment, some have talked about the need for regulatory “forbearance,”
where supervisors allow troubled banks to ignore credit problems in the hope they will go
away over time. Unfortunately, we know from the painful experience of the savings and loan
crisis of the 1980s that regulatory forbearance can and has made problems far worse, causing

the deposit insurance fund and the taxpayer to sustain tens of billions of dollars more in losses
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than would have resulted from prompt regulatory action. That experience causcd Congress to
enact the Prompt Corrective Action regulatory regime in the Federal Deposit Insurance
Corporation Improvement Act of 1991, or “FDICIA.” This statutory regime expressly
rejected regulatory forbearance, and reinforced to supervisors how important it is for
institutions to realistically recognize losses and take the necessary steps to repair themselves
to avoid further problems — and ultimately be in a better position to make loans to
creditworthy borrowers.

In short, the right supervisory approach to promote sound credit availability is, by all
means, to avoid excessive conservatism. But it is also to avoid the kind of forbearance and
tolerance for loss deferral that can lead to bigger future losses, more severely troubled banks,
even more constrained lending, and increased bank failures.
1L Trends in National Bank Lending

After two years of extreme economic stress and financial disruption, there has been a
notable decline in the level of loans outstanding within the commercial banking sector. This
decline has occurred at banks of all sizes, both for national and state-chartered banks. While
such declines are common in recessions, this recession has been much more severe than the
typical downturn. The resulting slowdown in bank lending has been especially pronounced,
including for national banks, as measured by the annual percentage change in loans
outstanding shown in Chart 1. This decline is particulérly striking because it followed a
decade of sustained credit expansion ~ including the largest increase in 25 years during 2007
- an expansion that financed economic growth, but also reflected increasing use of leverage

by businesses and consumers.
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Chart1

National Banks: Total loans on balance sheet
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Drilling down to specific loan categories reveals some variety in the timing and scale
of reductions in outstanding loans by category (sec Table 1). In 2008, the decline was led by
areduction in residential mortgage loans, concentrated in the largest banks, which were the
predominant on-balance sheet lenders for such loans (although the overwhelming majority of
first mortgage loans are held by third parties as the result of securitizations by both
government-sponsored enterprises and private financial institutions). This decline continued
at a substantial, if somewhat slower pace, during 2009. Construction loan balances at national
banks also fell during 2008, by $6.3 billion, and the decline accelerated to $45 billion in 2009.
Other major loan categories, including commercial and industrial (C&1) loans, commercial
mortgages, and consumer loans — home equity, auto, and credit cards — increased in 2007 and
2008 before declining in 2009, with a particularly notable $223 billion decline in C&I

lending. Commercial mortgage loans (including loans for multifamily housing) actually
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continued expanding on a year-over-year basis through September 2009, but then fell off

sharply in the final quarter of the year.!

Table 1

National Banks ;
Yr-Yr Change in Loans Held on Balance Sheet, S Billions

2007 2008 2009
Commercial and industrial 1715 5.9 -223.0
Commercial mortgage* 29.5 121 -7.3
Construction 24.4 -6.3 -45.3
Residential mortgage 91.2 -183.7 -100.8
Consumer 74.5 22.8 -48.9
All other loans 65.9 -47.0 -32.9
TOTAL 457.0 -196.1 -458.4

*includes multifamily and nonresidential property

Data are for FDIC-insured national banks. Historical data for growth calculations include
non-national bank loan balances acquired by national banks via mergers.

National banks are significant providers of small business credit, but discerning trends
in small business lending is more difficult due to the variety of lending facilities that small
business owners use for financing. One proxy for a portion of small business lending is the
data collected every June — soon to be collected every quarter — on commercial loans of less
than $1 million, which tend to be to smaller businesses. The June 2009 data showed national
banks providing $292 billion dollars of credit in this form, including C&T loans, agriculture
loans, and commercial mortgages (see Table 2). Agricultural loans were only three percent of
this total, with the remainder about evenly split between commercial mortgages and C&I

loans. Larger national banks, those with assets over $1 billion, accounted for eight out of

* These loan growth figures and those in Table 1 reflect the following methodology: Loan balances that were
originally on the balance sheets of non-national banks (thrifts, state banks, investment banks, etc.) that
converted, merged, or were acquired by national banks, are added to historically reported national bank loan
balances to achieve a true measure of loan growth without the confounding influences of charter changes. This
merger-adjustment process does not adjust for the transfer of loan balances that occur outside of charter
acquisitions or conversions.



167

cvery ten dollars of small commercial loan volume provided by national banks. Based on the
most recent data, smaller national banks showed a modest year-to-year increase in total smatl
depomination commercial loans, whereas these loans declined about five percent at the larger
banks. The modest gain at smaller national banks was entirely due to growth in commercial
mortgages. Small C&I loans declined at both small and large national banks — a trend that

mirrored commercial banks as a whole.

Table 2

National Banks
Small Denomination Commercial Loans

June 2009, $ billions Yr/Yr change
Commercial C&l TOTAL* Commercial C&l TOTAL*
Mortgage Mortgage

Banks with assets 28.7 18.4 52.8 3.2% -4.0% 0.2%
under $1 billion

Banks with assets 285 28.5 58.4 -0.2% -10.3% -5.5%
$1 to $50 billion

Banks with assets 79.2 98.9 180.4 -3.7% -5.8% -4.7%
over $50 billion

TOTAL 136.4 145.8 291.7 -1.6% -6.5% -4.0%
* Total includes agriculture loans under $500k C&! = commercial and industrial loans

Source: June Call Reports, Sched. RC-C. Data are merger-adjusted and for banks in continuous operation from
June 2008 to June 2009.

Of course, the category of “commercial loans of less than $1 million” reflects only a
portion of the overall small business credit provided by banks, as many small business owners
have relied on credit cards and their personal home equity lines of credit as primary sources of
credit financing. The use of such loans for small business lending is not currently captured by
the Call Report, but as shown in Table I, there has been a reduction in consumer loans in the

aggregate. More granular data that we obtain through our on-site supervisory activities
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suggests some of this decline in consumer loans is attributable to a decline in small business
credit use.’

Several important qualifications apply to using a decline in outstanding loan balances
at banks as the direct equivalent of a decline in the amount of credit made available by those
banks. First, because this is a point in time measure, changes in outstanding balances do not
fully reflect the volume of loans being originated, since some loans are being paid down
through normal reductions in loan principal.®

Second, part of the decline in reported outstanding loan balances results from the
amount of troubled loans that banks charge off. Such actions, which are necessary when
repayment becomes unlikely, have nothing do with the amount of new credit being made
available to creditworthy borrowers. As shown in Chart 2, net charge-off rates have exceeded
recent peak levels for nearly all major loan categories at national banks, and the total net
charge-off rate for commercial banks is on track to be the third highest annual rate on record.

When banks charge off loans, the loans are no longer reported on their balance sheets,
even though the loans have not been extinguished. During 2009, national banks charged off
$126 billion in loans, an amount equivalent to 27 percent of the total decline in outstanding
loans for the year. For certain types of credit, the impact has likely been greater; for example,
the $49 billion decline in non-mortgage consumer loans during 2009 includes the impact of
$45 billion in charge-offs. We believe that charge-offs to address asset quality problems are a

painful, but critical, step in restoring the health of banks’ balance sheets and their capacity to

* The largest TARP recipients are required to submit monthly data to the U.S. Treasury on their lending activity.
The February 2010 report for the 11 large institutions that as of June 2009 had not repaid their TARP funds
showed that the total loan balances for small business loans declined by $9 billion from July to December 2009
(from $178 billion to $169 billion). See: “Monthly Lending and Intermediation Snapshot,” February 16, 2010.

¢ For example, although the monthly TARP data reported to Treasury show a decline in small business loan
balances of $9 billion from July to December 2009, the data also show $34 billion in small business loan
originations during that period at those same firms. See: “Monthly Lending and Intermediation Snapshot,”
February 16, 2010.
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lend — but they do not result in an actual decline in borrowers’ credit obligations to banks,
even though they are reported that way, and they are not really relevant to whether banks are

extending new loans to creditworthy borrowers.

Chart 2

Charge-off Rates Continue to Set New Highs
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Finally, the level of outstanding loans on banks’ balance sheets understates the amount
of credit that banks have made available to borrowers as it does not capture the amount of
unused credit lines. These credit lines reflect commitments of credit that banks have extended
to customers, allowing them to decide exactly when and how much to borrow by drawing
down the line. While it is true that many banks have reduced unused credit lines, the level of
unused credit lines at national banks remains substantial, totaling $4.4 trillion at year-end
2009. The level of untapped lines of credit means that many retail and commercial borrowers
have access to additional credit beyond the reported amount of loans outstanding. Unused

credit card lines and home equity lines of credit at national banks totaled $2.5 trillion and
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$376 billion, respectively, at the end of 2009. Likewise, national banks had $1.5 trillion in
unusced commitments for loans other than credit cards and home equity lines, an amount that
far exceeds the $781 billion in total C&I loans outstanding.
HI. Demand and Supply Factors Affecting Bank Lending

As previously mentioned, credit availability is affected by both demand factors — the
extent to which borrowers seek new credit — and supply factors — the extent to which lenders
are willing and able to supply that credit. As discussed below, the recent decline in bank
lending reflects a significant decline in both credit demand and credit supply.
4. Demand Factors

A variety of measures and reports indicate that, as a result of the sharp decline in
underlying economic conditions, the demand for credit by both businesses and consumers has
correspondingly declined. While it is difficult to apportion with certainty the extent to which
a particular factor has caused a decline in credit availability, most bankers point to slack
demand as the single most important factor. For example, although respondents in the
Federal Reserve’s most recent Senior Loan Officer Survey reported some improvement in
loan demand, many of the demand mcasures remain very weak. For commercial loans, 34
percent of the banks reported weaker loan demand, while only nine percent reported stronger
demand. On the consumer side, weakness was even more pronounced; for example, nearly
half of the banks reported weaker demand for home equity lines of credit, with only seven
percent reporting stronger HELOC demand from consumers.’

Many businesses have cut back on activities that are typically funded by bank loans,
such as inventory investment and capital expenditures on plant and equipment, and have less

need to fund accounts reccivable due to the weak pace of sales. As shown in Chart 3, the

7 See: The Federal Reserve Board, “The January 2010 Senior Loan Officer Opinion Survey on Bank Lending
Practices,” at: http://www.federalreserve. gov/boarddocs/snloansurvey/201002/fullreport.pdf.
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recent reductions in fixed investment and inventories is unprecedented over the past 55 years
of historical data, while the declinc in accounts receivable by U.S. nonfinancial companies

also has been quite pronounced.

Chart 3

Business Pullback in C&I Funded Activities is
Unprecedented in Past 55 Years
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These three activities are the predominant drivers of commercial loan demand, and
help to explain the abrupt decline in C&I lending by national banks during 2009, In addition,
many larger companies have taken steps to strengthen their own balance sheets and lock in
low funding costs by replacing short-term bank borrowings with longer-term corporate bonds,
thereby tending to further reduce the overall demand for traditional bank loans.

Similar factors are evident in commercial real estate lending, as major segments of the
income producing commercial real estate sector have experienced rising vacancy rates, falling
rental rates, and weak sales. Likewise, demand for residential construction loans has

weakened substantially due to the considerable overhang of housing supply.
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Weak sales and uncertainty about the economy are also factors affecting small
business lending. Reports issued by the National Federation of Independent Business
Research Foundation (NFIB) over the past two years have consistently indicated that
underlying business conditions, rather than access to credit, is the primary problem facing
many small business owners. For example, the percentage of respondents that have reported
“finance” as their number one busincss problem has held remarkably steady over the past two
years, at only two to six percent.8 In its most recent report, released this week, the NFIB
reported that only five percent of small business owners reported financing as their top
business problem, whereas 31 percent cited poor sales. This is in contrast to pre-1983 when
as many as 37 percent cited financing and interest rates as their top problem. The report
further states “[H]istorically weak plans to make capital expenditures, to add to inventory and
expand operations also make it clear that many potentially good borrowers are simply on the
sidelines,” and that while 11 percent of owners reported that their borrowing needs were not
satisfied (up three percent from December), the remaining 89 percent “cither obtained the
credit they wanted or were not interested in borrowing.”

Similarly, more cautious consumers are contributing both to the lack of loan demand
by commercial borrowers and to the slowdown in overall consumer loans. Houscholds arc
saving more and spending less (see Chart 4), and many have taken steps to reduce their use of
debt. High unemployment and the general uncertainty about the economy have also taken a
toll, as reduced spending has led to lower levels of revolving credit use (see Chart 5), both for
borrowers who pay off their balances in full every month, as well as for those who regularly

carry a balance.

8 See for example, NFIB Small Business Economic Trends Monthly Report, February 2010, pages 2 and 18.
¥ NFIB Small Business Economic Trends, Monthly Report, February 2010, page 2.
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All of these indicators of loan demand gibe with what we hear consistently from
bankers: demand from creditworthy borrowers continues to be weak. As previously noted,
these reports mirror the findings of the Federal Reserve Board's latest Senior Loan Officer
Survey. Indeed, in response to a survey question about the number of inquiries from potential
business borrowers for new credit or increases in existing credit lines, only 12.7 percent of the
banks reported seeing any increase, with roughly twice that many reporting a moderate or

substantial decline in the number of inquiries from potential borrowers. "

Chart 4

Consumers’ Increased Saving Means Less
Spending and Use of Consumer Debt
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! See: The Federal Reserve Board, “The January 2010 Senior Loan Officer Opinion Survey.”
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Chart 5

Weak Labor Market Weighing on Personal
Spending and Revolving Credit Use
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B. Supply Factors

Reduced loan demand has not been the only contributor to reduced bank lending,
however. Banks have also reduced the supply of credit through tightened underwriting
standards.

In response to deteriorating credit and economic conditions, many bankers have
become more risk averse and selective in their lending. Many borrowers that may have been
able to make debt payments when the economy was expanding now face constrained income,
cash flow, and debt service capacity that limits their ability to take on additional debt and, in
some cases, to meet existing debt obligations (see Chart 2). Faced with a riskier pool of
current and potential borrowers, some bankers have elected to reduce their risk exposures.
They have also taken steps to reduce excessive concentrations that built up during boom

conditions, particularly with respect to commercial real estate. As reflected in the OCC’s
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annual underwriting surveys of national bank examiners and the Federal Reserve Board’s
quarterly senior loan officer surveys, both national banks and commercial banks more
generally have tightened their underwriting standards over the past two years.' " Our2010
survey is underway, but we expect that we will see similar trends to those found in the Federal
Reserve’s most recent Senior Loan Officer Survey, i.e., that for many, but not all, types of
loans, much of the adjustment in underwriting standards has becn made.

As would be expected, evidence shows that the more stringent underwriting standards
are having an adverse effect on small businesses’ ability to access bank credit. For example,
the previousty mentioned NFIB surveys indicate that some regular borrowers (those accessing
capital markets at least once a quarter) continue fo report difficulties in arranging credit, with
a net 14 percent (down one point from December) reporting that loans are harder to get than
in their last attempt.'> The NFIB reports that while this is the highest frequency since 1983,
“this is not nearly as severe as the financial distress reported in the pre-1983 period.”"> Part
of this difficulty may stem from the increased risk in some small business credits. According
to the Federal Reserve’s most recent Senior Loan Officer Survey, nearly 65 percent of
surveyed domestic banks indicated that at the end of the fourth quarter of 2009, the
delinquency rate on their outstanding loans to small firms was higher than the rate on
outstanding loans to large and middle market firms."

With the significant increase in non-performing and delinquent loans, many bankers
have shifted substantial resources from loan generation to working with troubled borrowers.

In addition, banks struggling with serious asset quality issues are less likely to have the

' See for example, OCC’s Survey of Credit Underwriting Practices, 2007 and 2008, available at:
http://www.occ.gov/cusurvey/2008UnderwritingSurvey.pdf and
http:/fwww.occ.gov/cusurvey/2009UnderwritingSurvey.pdf.

2 NFIB, February, 2010, page 2.

3 NFIB, January 2010, page 2.

' Federal Reserve Board, January 2010 Senior Loan Officer Opinion Survey, page 9.
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capacity to be strong lenders. In fact, among national banks with less than $10 billion in
assets, those with a lower percentage of noncurrent loans'® — specifically, the 937 with a
noncurrent loan ratio below three percent of total loans at the end of 2009 — actually expanded
their lending as a group during the year. In contrast, total loans at the 406 national banks with
higher noncurrent loans ratios fell by 10 percent during 2009.'

In general, we believe banks’ stronger underwriting standards reflect a return to more
prudent practices. But these changes have affected the ability of some borrowers to obtain
credit. In many cases, riskier borrowers will be required to have higher down payments for
home mortgages, have more cash equity in a project, provide additional collateral, or face
additional loan covenants. Rather than cut off credit to commercial borrowers who are facing
strains, some national banks are expanding their asset-backed lending programs. These
programs allow companies to use their inventories and accounts receivable as collateral to
obtain credit, although at higher rates of interest. Because this type of lending entails more
risk, it tends to be very resource intensive and requires strong internal controls and frequent
contact with borrowers.

While much of the tightened underwriting that banks have engaged in to respond to
recent market developments and asset quality problems is appropriate and to be expected, it is
also very possible that in some cases they have overreacted. With the uncertainties banks
have faced in the severe downturn and stressed financial markets, some may have become too
conservative and denied credit fo truly creditworthy borrowers. And some may also have
tightened too much in response to supervisory actions that they perceive to be inappropriate —

a serious concern addressed in the next section of the testimony.

'3 Noncurrent loans are loans that are 90 days or more due or are on nonaccrual.

' These figures are based on a set of national banks with assets under $10 billion, excluding trust and credit card
banks, that is “held-constant™ to adjust for the effects of entry, exit, and mergers and excludes banks in operation
less than three years.
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The natural counterweight to excessive conservatism is that bankers have a strong
self-interest in making loans, because lending is the core of the commercial banking business
and the main source of income for most banks. Over the past 25 years, loan income has
accounted for about 60 percent of gross revenue at national banks; this share is even higher
for smaller banks that do not gencrate significant non-interest income.'” If banks don’t make
loans, they forego their primary source of profitability. And indeed, most national banks are
extending credit and making new loans, just not at the pace or level that preceded the
economic downturn.'®

Bankers also recognize an obligation to meet the credit needs of their communities and
customers. In this regard, a number of the largest national banks have recently made public
commitments to increase their lending to small- and medium-size businesses. This includes a
pledge to increase lending by $5 billion by Bank of America, and by up to $4 billion by
JPMorgan Chase. Similarly, Wells Fargo has indicated that it will increase its new loan
originations to small business by 25 percent.

In summary, we have been in a phase of the credit cycle where many businesses,
consumers, and lenders took steps to repair tﬁeir balance sheets, reduce their leverage, and
rein in excesses that built up during the last credit cycle. Restoration of bank lending to more
normal levels will require adjustments to a variety of supply and demand factors and
ultimately hinges on improvements to the underlying economy and renewed confidence by

businesses, consumers, and bankers. In some sectors, most notably C&I lending, such a

'" Although capital markets activities are an important source of revenue for a few of the very largest national
banks, trading and investment banking fees have accounted for less than five percent of gross revenue for the
national banking system since 2000.

"% For example, the February 2010 Monthly Lending and Intermediation Snapshot report for the 11 largest TARP
recipients indicates that total monthly loan originations by these institutions was 17 percent higher in December
2009 than had been the case one year carlier. During this twelve-month period, loan originations and loan
renewals by the largest national banking organizations included in the report (Bank of America, Citigroup, PNC
Financial Services Group, Key Corp, and Wells Fargo) totaled $1.9 trillion. This data is not merger adjusted.
See: “Monthly Lending and Intermediation Snapshot,” February 16, 2010.
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rebound could occur relatively quickly as firms start to replenish their inventories. For other
sectors, most notably construction and commercial real estate, the recovery will likely be
more prolonged, and may not occur until lease rates and cash flows stabilize.

IV.  Role of Regulators in Fostering Credit Availability

One of our primary goals as a bank supervisor is to ensure that national banks will
have the balance sheet capacity and financial strength to meet renewed increases in loan
demand. Over the past two years, we have directed national banks to strengthen their capital
and loan loss reserves, to recognize and deal with their asset quality problems at an early
stage, and to address risk management and underwriting weaknesses. A key objective of our
directives is to provide a strong foundation within the national banking system to support
rencwed economic growth. Net capital levels in the national banking system have increased
by roughly $141 billion over the last two years, and net increases to loan loss reserves have
exceeded $97 billion. While additional reserves may still be needed by some banks as they
work through their asset quality problems, we believe the increases in capital and reserves that
have occurred have greatly strengthened the capacity of the national banking system.

Some have questioned whether our actions have become a further impediment to
banks’ ab‘ility or willingness to lend. We are acutely aware that our actions ~ both on the
policy side in Washington and in the field through our on-site examinations — can and do
influence banks’ behavior and their appetite for taking risk. We also have heard complaints
that overzealous regulators and examiners are exacerbating the contraction of credit. Given
these concerns, I want to more fully explain our approach to supervision; steps we have taken
to cnsure we maintain a fair and balanced approach; and mechanisms we have in place when a

banker may disagree with our examination findings. Ithen will explain in some detail the role
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of examiners in evaluating credit and, finally, actions that we are taking to facilitate and
cncourage small business lending.
A. OCC’s Approach to Balanced Supervision

One of the lessons we leamed from the early 1990s was the detrimental effect of
waiting too long to warmn the industry about excesses building up in the system, resulting in
bankers and examiners slamming on the brakes too hard when the economy experienced
problems. We also learned that it is critical that our expectations for bankers be clear and
consistent, that the “rules of the game” under which banks operate not be changed abruptly,
and that changes in regulatory policies are made in an open and transparent manner that
provide bankers with reasonable timeframes to make necessary adjustments.

Throughout this credit cycle, we have strived to take a balanced and measured
approach in our supervision, alerting banks as early as September 2003 when we started to see
signs of increasing risk embedded in their loan portfolios. These alerts were followed by
more specific and targeted supervisory guidance and on-site examinations. We conducted
numerous outreach sessions with bankers and bank directors to discuss our concerns and
outline our expectations. Our goal in taking these actions was to ensure that bankers
recognized potential problems at an early stage so that they could take steps to mitigate
potential risks that were building up in banks” portfolios.

Equally important are the steps we take with examiners to ensure that they understand
and apply our policies in a consistent manner across the country. While our examination
force maintains a local presence in the communities national banks serve, our examination
policies and emphasis are established and coordinated on a national level. Our examiners are
alerted to new policy issuances via weekly updates. When warranted, we supplement these

issuances with targeted supervisory memos that provide additional direction on how
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examiners should implement those policies or guidelines on a consistent basis across the
country. The messages are reinforced and clarificd through periodic national teleconferences
that our senior management team in Washington holds with our field staff. In addition, we
have national commercial and retail credit committecs that bring together field examiners and
policy staff to exchange information, discuss emerging issues, and promote consistency in the
application of examination policics.

We also have various mechanisms in place to help ensure consistency in our
examination findings and any attendant supervisory actions. For example, each report of
cxamination is reviewed and signed off by the applicable deputy comptroller or assistant
deputy comptroller before it is finalized. Supervisory enforcement actions are reviewed by
district and, for certain cases, headquartcrs superviséry review committees. We have quality
assurance processes that assess the effectiveness of our supervision and compliance with OCC
policies and procedures. These reviews are augmented by independent oversight conducted
by the OCC’s Enterprise Governance unit.

Because bank examination requires judgment, there will be instances when reasonable
minds may differ on certain conclusions drawn from examination activities, or where there
are additional facts and circumstances that a banker believes were not given full
consideration. I and my management team have stressed a policy of open communication
with bankers. I encourage any banker that has concerns about a particular cxamination
finding to raise those concerns with his or her examination team and with the district
management team that oversees the bank. Our assistant deputy comptrollers and deputy
comptrollers expect and encourage such inquiries. Should a banker not want to pursue those
chains of communication, we bave an independent Ombudsman’s office that bankers may use

to appeal a supervisory action or decision. In addition to receiving formal complaints or
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appeals, the Ombudsman’s office provides bankers with an impartial ear to hear complaints,
and a mechanism to facilitate the resolution of disputes with our supervisory staff.
B. OCC'’s Examination Messages and Actions

As we work through this stage of the credit cycle, our messages to examiners continue
to be these: Take a balanced approach; communicate concerns and expectations clearly and
consistently; provide bankers reasonable time to document and correct credit risk
management weaknesses; and encourage bankers to work with troubled borrowers in a
prudent manner and to extend new credit to creditworthy borrowers. This does not mean that
examiners are giving bankers a “frec pass” to ignore or delay recognition of their credit
problems. If a banker docs not or cannot identify and take appropriate action to manage the
risks in the bank’s credit portfolio, examiners will direct bank management to take corrective
action. At some institutions where bank management has not sufficiently identified or
addressed their loan problems, our reviews may result in a bank needing to make additional
loan loss provisions; to charge off loans that are deemed loss; or to place loans on nonaccrual
where full collection of principal and interest is in doubt. Similarly, some banks may be
directed to strengthen their credit underwriting or risk identification and management
practices.

With this background, let me address some of the specific concerns and allegations I
have heard about examiners’ actions.
=  Examiners are barring loans to certain borrowers or industries, or are criticizing loans

simply because they are located in a state with a high mortgage foreclosure rate or to an
industry experiencing problems.
Deciding which borrowers or businesses a bank should lend money to is not part of

our examination process, provided the business is Jawful and the bank is meeting the credit
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nceds of its communities. We do expect banks to have robust credit underwriting and risk
management processes, which among other things, monitor and control the bank’s overall
exposure to a particular borrower and industry segment. We also expect bankers to assess
how borrowers and industries may perform in stressed economic environments to ensure that
they will continue to have the capacity to perform under the terms of their loan obligations.
However, examiners do not criticize loans simply becausc a borrower is located in a certain
geographic region or operates in a certain industry. Each loan must be evaluated based on its
own structure, terms, and the borrower’s willingness and ability to repay the loan under
reasonable terms. Market conditions, however, can influence a borrower’s repayment
prospects and the cash flow poténtial of the business operations or underlying collateral, and
these are factors that we expect bank management to consider when evaluating a loan.

When bankers say that the examiners are telling them not to extend credit to certain
borrowers or businesses, what they often mean is that the examiners are “classifying” certain
loans. When a borrower’s ability to repay its loan deteriorates or becomes impaired, we
expect the bank to “classify” the loan to recognize the increased risk. This means that they
move the borrower from a “pass” designation into one of four other categories, ranging from a
potential problem to a more serious actual one. Loans falling into one of these categories
generally require more rigorous loan review and administration. Although some bankers may
infer that they are no longer allowed to extend credit to those borrowers, this is simply not the
OCC’s position. We expect and, in fact, encourage bankers to continue working with
“classified” borrowers who are viable. An increase in classified loans does not automatically
trigger supervisory action — we expect banks to have higher classified loan ratios during

economic downturns — provided that bank management is being realistic in its assessments,
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has reasonable workout plans, and is maintaining adequatc loan loss reserves and capital

ratios.

s Examiners are classifying loans to borrowers that are current and can meet their debt
obligation — what has sometimes been referred to as “performing non-performing” loans.

The OCC does not direct banks to classify borrowers that have the demonstrated
ability to service their debts under reasonable payment schedules, There are instances,
however, where liberal underwriting structures can mask credit weaknesses that jeopardize
repayment of the loan. A common example in today’s environment is bank-funded interest
reserves on CRE projects where expected leases or sales have not occurred as projected and
property values have declined. In these cases, cxaminers will not just accept that the loan is
good quality because it is current; instead, they will also evaluate the borrower’s ability to
make future payments required by the terms of the loan. The agencies’ October 2009 policy
statement on CRE loan workouts addresses these situations and provides examples of when
classification would and would not be appropriate.

»  Examiners are criticizing loans or borrowers simply because the curvent market value of
their collateral has declined and are forcing bankers to write down loans to current
distressed market values.

Examiners will not classify or write down loans solely because the value of the
underlying collateral has declined to an amount that is less than the loan balance — a point that
we reiterated in the October 2009 CRE policy statcment and the recent statement on small
business lending. For many CRE projects, however, the value of the collateral and the
repayment of the loan are both dependent on the cash flows that the underlying project is

expected to gencrate. Because of this linkage, current collateral values can be an important
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indicator of the project’s viability and can signal adverse changes that will adversely affect
the cash flow available to service or repay the loan.

In making loan classification or write-down decisions, examiners first focus on the
adequacy of cash flow available to scrvice the debt, including cash flow from the operation of
the collateral, support from financially responsiblc guarantors, or other bona fide repayment
sources. However, if these sources do not exist, and the only likely repayment source is sale
of the collateral, then, consistent with gencrally accepted accounting principles (GAAP),
examiners will direct the bank to write down the loan balances to the value of the collateral,
less costs to sell. In applying the concepts of market value (a valuation concept with a
foundation in appraisals) and fair valuc (an accounting valuation concept), we follow the
standards set forth in GAAP and appraisal regulations. These standards direct that these
values should reflect the probable price expected to be received if the property were to be
exposed to sale in the current market for a time to allow for typical marketing efforts. Thus,
these valuations are expected to reflect the overall state of current market conditions and not
simply ignore them or assume them away.

*  Examiners are unduly overreaching and are second guessing bankers and professional
independent appraisers.

One of the areas of greatest controversy during the last significant real estate downturn
was the practice of examiners making adjustments to real estate appraisals. We have taken
steps to minimize the need for such adjustments during the current cycle. In 2008, ina
nationwide teleconference and supervisory memo, we reiterated to examiners that it is
management’s responsibility to have updated borrower information and current real cstate
appraisals. We also noted that a new appraisal may not be necessary in instances where an

internal evaluation by the bank appropriately updates the original appraisal assumptions to
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reflect current market conditions and provides an cstimate of the collateral’s fair value for

impairment analysis. As noted in the October 2009 CRE policy statement, appropriately

supported assumptions are to be given a reasonable degree of defercnce by examiners.

Provided that the appraisal is reasonable, our examiners will not make adjustments or apply

an additional haircut to the collateral.

= Examiners are arbitrarily applying de facto higher regulatory capital requirements,
constraining banks’ ability to lend,

In anticipation of rising credit losses, over the last two ycars the OCC has urged banks
to build loan loss reserves and strengthen capital. It is our longstanding policy that the
regulatory capital levels are minimums, and that some banks may need to hold higher capital
levels to adjust for risks such as significant credit concentrations. Indecd, if a bank simply
maintained its capital at the minimum level defined by regulation and then incurred
unexpected losses, the resulting decline in its capital ratios would immediately trigger the
provisions of Prompt Corrective Action that would constrain the bank’s activities. Thus, there
are instances where we have directed, and will direct, bank management to maintain higher
capital buffers if they choose to have significant risk concentrations. Such decisions,
however, are not made unilaterally by a field examiner. Any such directive is reviewed and
approved by our district supervision management teams.

C. Facilitating Small Business Lending

The OCC recognizes the vital role that small and medium size businesses play in our
nation’s economty and the need for these businesses to have access to credit. We have
therefore taken a number of steps to encourage lending to these businesses. For example, as
previously noted, on February 5, 2010, we and the other financial regulators issued a

statement reinforcing the importance of small business lending to the economy. In addition,
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the number and dollar volume of loans to small businesses, particularly those with annual
revenues of less than $1 million, are considerations in our evaluations of a national bank’s
performance under the Community Reinvestment Act (CRA). And through our Community
Development Investment newsletter and Community Development Insights reports, we have
highlighted opportunities for national banks to provide credit to small businesscs; for
example, our Fall 2008 edition of the Community Development Investment letter illustrated
various ways multi-bank community development corporations have collaborated to provide

financing to small businesses.'®

We actively encourage national banks to participate in various government programs
that are designed to support small business lending. The SBA loan guarantee program is one
of the best known of these programs. Last fall we convened a meeting with bankers who are
active small business lenders and representatives from Treasury to discuss ways that SBA
programs could be enhanced. A number of the recommendations that bankers made for
enhancing these programs were addressed in the American Recovery and Reinvestment Act
of 2009. These included eliminating and reducing fees for borrowers on 7(a) loans and
lenders on 504 loans, and raising the guarantee on 7(a) loans. Late last year we sponsored a
national telephone seminar in partnership with the SBA to promote bank participation in these
two flagship programs and to alert bankers to these important program changes. Based on

feedback we have heard from examiners and bankers, these changes have been well received.

To enhance our ability to monitor credit conditions facing small businesses, effective
March 31, 2010, the OCC and other federal banking agencies will be requiring banks to report
small business loan data on a quarterly, rather than an annual, basis in the Call Reports that

each bank must file. In addition, the agencies will begin collecting data on unused credit card

1 A copy of this report can be accessed at http:/occ.gov/cdd/resource htm.
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lines in two separate components: unused consumer credit card lines and other unused credit
card lines that include businesses and other entities. This information will allow us to better
monitor credit flows in this important sector.
V. Conclusion

The OCC is acutely aware of the pivotal role that bank credit plays in the health of our
nation’s economy, and we are encouraging bankers to make loans to creditworthy borrowers.
As I have described, there are a variety of forces that have made businesses, consumers, and
bankers more cautious and that have contributed to a slowdown in lending. While many of
these are beyond the direct control or influence of bank supervisors, it is incumbent upon us to
ensure that supervisory policies and actions do not inadvertently curtail the availability of
credit to sound borrowers. We are committed to do just that. We have and will continue to

take steps to ensure that our policies are clear, and our supervision balanced and fair.
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Chairman Frank, Chairwoman Velazquez, Ranking Member Bachus, Ranking Member
Graves, committee members, thank you for the invitation to today’s joint committee hearing to
discuss the availability of credit to small businesses as well as the steps being taken to help
ensure that the credit needs of creditworthy borrowers are met. As you are well aware, the
Federal Reserve has taken significant steps to improve financial market conditions, and has
worked with the Treasury and bank and thrift supervisors to strengthen U.S. banking
organizations. We remain attentive to the need for banks to remain in sound financial condition
and to continue to lend prudently to creditworthy borrowers. Loans to small businesses are
especially vital to our economy, as they employ nearly 40 percent of the private sector
workforce.

First, T will discuss the overall state of small business lending and address the causes of
reduced lending to small businesses. I will then discuss the improving prospects for small
business lending in 2010, key preconditions of which include a sustainable economic recovery,
financial stability, and the overall safety and soundness of the banking system. Finally, I will
discuss measures taken by the Federal Reserve, including recent guidance issued in cooperation
with other bank regulators, to ensure that supervisory policies do not impede credit availability
for creditworthy borrowers.

The State of Small Business Lending

While conditions in financial markets continue to improve, access to credit remains
difficult for many small businesses that largely depend on banks for credit. Lending by
commercial banks dropped precipitously in 2009. With the exception of consumer lending in the
early part of the year, lending of all types declined. Between June 30, 2008, and June 30, 2009,

outstanding small loans to businesses and farms declined by more than $14 billion, a reduction of
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nearly 2 percent. Commercial and industrial (C&I) loans, including loans to small businesses,

fell particularly rapidly, declining by double-digit percentages during 2009." Commercial real

estate (CRE) and credit card lending, categories that include loans to small businesses, also fell
throughout the year.

Notably, the contraction in lending has been less severe at smaller banks, which tend to
cater to small businesses. For example, banks with less than $10 billion in total assets reduced
their business loans (including C&1I and CRE loans) at about a 12.8 percent annual rate in the
fourth quarter of 2009, while at larger banks business loans dropped at a pace of more than 20
percent. Although the pattern of reduccd lending differed across banks, in aggregate, banks of
all sizes have reduced their business loan portfolios. This development is especially problematic
for small businesses, given that they typically lack access to public capital markets.

The terms of the small business loans that are being made also have tightened
considerably since the beginning of the recession. Responses to the Federal Reserve’s Senior
Loan Officer Opinion Survey on Bank Lending Practices (SLOOS) indicate that banks, on net,
have significantly tightened credit standards on C&1 loans to small firms over the past few years.
In addition, the pricing of C&I loans to small businesses became more stringent last year. Data
from the Federal Reserve’s Survey of Terms of Business Lending show that interest rate spreads
on loans between $100,000 and $1,000,000 increased by about 100 basis points during 2009,
reaching their highest levels in more than a decade. However, pricing for large loans has
tightened as well, with spreads on loans from $10 million to $25 million also increasing about

100 basis points in 2009,

! The most recent data from the Federal Reserve’s Flow of Funds report indicate that, for example, C&I lending by
commercial banks declined by about 24 percent. Declines for other categories of lending in the same period were
about 9 percent for commercial real estate and residential real estate, and 5 percent for consumer lending.



191

-3

The Causes of Reduced Lending to Small Businesses

Numerous factors have contributed to the reduced lending to small businesses. For
instance, for most commercial banks, the quality of existing loan portfolios continues to
deteriorate even as levels of delinquent and nonperforming loans remain on the rise. Throughout
2009, loan quality deteriorated significantly for both large and small banks, and the latest data
from the fourth quarter indicate continuing elevated loss rates across all loan categories.
Anccdotal information suggests that, while consumer delinquencies may be close to peaking,
other types of lending such as CRE and small business lending are likely to see delinquencies
and charge-offs continuc to rise for some time to come. In response to a special question in the
January SLOOS, a large net fraction of banks reported that the credit quality of their existing
C&T loans to small firms was worse than that for their loans to larger firms in the fourth quarter.
In addition, respondents did not, on net, anticipate an improvement in the performance of their
small loan portfolio over the next year. Accordingly, banks have reduced existing lines of credit
sharply and tightened their standards and terms for new credit. While some businesses are being
denied credit due to a recent history of payment problems, even businesses with excellent
payment records may find credit restricted or unavailable due to weakened balance sheets,
reduced revenues or falling real estate collateral values. Further, businesses that qualified for
credit under more accommodative conditions may not meet new tighter standards. Credit
conditions may be particularly tight for small businesses because their finances are, in many
instances, very closely intertwined with the personal finances of their owners. Data from the
Federal Reserve’s 2007 Survey of Consumer Finances showed that approximately

11 percent of households own and actively manage a small business.? Of these households,

? “Changes in U.S. Family Finances from 2004 to 2007: Evidence from the Survey of Consumer Finances,” Federal
Reserve Bulletin, Febrary 2009, page A3S.
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about 18 percent used personal asscts to guarantee or collateralize loans for their businesses and
a similar fraction made at least one loan to the business. Thus, the condition of household net
worth is often relevant to the ability of some small businesses to obtain credit. With declines in
house prices since 2006 and consequent weakened houschold balance shects, the ability of many
small business owners to borrow has likely been impaired.

Despite general improvements in financial market conditions and in bank stock prices
and carnings during the sccond half of 2009, lending is likely inhibited by various problems
afflicting many banks, both large and small. Banks with capital positions that have been croded
by losses or those with limited access to capital markets may be reducing risky assets to improve
their capital positions, especially amid continued uncertainty about the economic outlook and
possible future loan losses. Indeed, with the number of problem banks having risen to 702
institutions with $402.8 billion in assets, many firms are capital constrained and may be unable
to increasc lending. And, even though deposits are now plentiful, some banks have funding
concerns. Bank funding markets were badly impaired for a time, and some banks have
accordingly decided to hold larger buffers of liquid assets than before. A number of other factors
are also likely in play. Higher deposit insurance assessments increase funding costs. Some
securitization markets remain impaired, reducing an important source of funding for bank loans.
Finally, changes to accounting rules, beginning in 2010, will require many banks to move a large
volume of securitized assets back onto their balance sheets, perhaps putting further pressure on
bank capital.

During the financial crisis, a number of lending relationships have been severed as
individual banks sought to reduce loan portfolios, or concentrations within those portfolios, or as

banks failed or merged. Established banking relationships are particularly important to small
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businesses, who generally do not have access to the broader capital markets and for whom credit
extension is often based on private information acquired through repeated interactions over time.
When existing lending relationships are broken, time may be required for other banks to
establish and build such relationships, allowing lending to resume.

Some banks may be overly conservative in their small business lending because of
concerns that they will be subject to criticism from their examiners. While prudence is
warranted in all bank lending, especially in an uncertain economic environment, some potentially
profitable loans to creditworthy small businesses may have been lost because of these concerns,
particularly on the part of small banks. Indeed, there may be instances in which individual
examiners have criticized small business loans in an overly reflexive fashion. As I will discuss
later in my testimony, the Federal Reserve has worked with other bank and thrift supervisors to
ensure that supervisory policy does not unnccessarily constrain credit to creditworthy borrowers.

The reduction in the availability of credit, however, is not the whole story. There is also
less demand for credit. The most severe economic downturn since the Depression, resulting in
high levels of unemployment and following significant increases in personal debt levels during
the past decade, has suppressed demand for goods and services produced by all businesses,
including smaller firms. Many businesses are, in turn, reluctant to make new investments until
they are confident that consumer demand will continue to strengthen. Business inventories, a
key component of gross domestic product over the business cycle, unexpectedly declined 0.2
percent in December after rising by a revised 0.5 percent in November. It is notable that banks
report utilization rates of existing lines of credit to be at historic lows, despite the fact that, in

many cases, this credit is already approved and generally priced attractively.
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According to recent surveys conducted by the National Federation of Independent
Businesses (NFIB), financing conditions continued to be ranked as the top business concern by
only a modest fraction (less than 5 percent) of small businesses; in contrast, about one-third of
respondents cited poor sales as their most important problem. Commercial bank responses to the
SLOOS continue to indicate reduced demand for loans from small businesses. Similarly, a poll
conducted by the Independent Community Bankers of America on January 8 revealed that a lack
of loan demand was the factor most frequently cited by member institutions as constraining small
business lending.

Improving Prospects for Small Business Lending in 2010

Improvement in a number of the conditions that depressed lending in 2009, however, lead
me to be somewhat optimistic that we may begin to see an increase in bank loans later this year.
First, economic conditions, the most important determinant in the demand for, and availability
of, small business lending, have improved considerably since the carly and middle part of last
year, In particular, spending by businesses and houscholds appears to have gained some
momentum. However, unemployment remains high, and concerns about the pace of job creation
this year may restrain the consumer spending that is essential to overall business confidence.
Encouragingly, financial market conditions have become more supportive of economic growth,
with notable declines in many risk spreads, some resumption of securitization activity, and a
rebound of equity prices since their market low in early 2009.

While financing conditions certainly remain tight for many small businesses, conditions
would be considerably worse were it not for the action taken by the Federal Reserve and other
government agencies in response to the financial crisis. Beginning in September 2007, the

Federal Reserve sharply reduced its target for the federal funds rate, which influences interest
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rates throughout the economy, and since December 2008, the target has been near zero. To
improve mortgage market functioning and support housing markets and economic activity more
broadly, the Federal Reserve has purchased large amounts of debt and mortgage-backed
securities issued by Fannie Mae, Freddie Mac, and Ginnic Mac in addition to purchasing long-
term Treasury securities to help improve conditions in private credit markets.

In the context of the enormous stress in many markets that characterized the financial
crisis, the Federal Reserve also established new lending facilities and cxpanded existing facilities
to respond to the unusual absence of liquidity in important markets and thereby enhanced the
flow of credit to businesses and houscholds. In particular, the Federal Rescrve has provided
support to securitization markets, which had been an important source of funding for loans to
houscholds and businesses. Securitization markets (other than thosc for mortgages guaranteed
by the government or government-sponsored enterprises) essentially shut down in mid-2008. In
response, the Federal Reserve, with the support of the Treasury Department, developed the Term
Asset-Backed Securities Loan Facility (TALF). The TALF promotes the issuance of securities
backed by loans to households and small businesses, including auto loans, credit card loans,
student loans, and loans guaranteed by the Small Business Administration (SBA). In 2009, the
program was broadened to allow investors to use the TALF to finance both existing and newly
issued commercial mortgage-backed sceurities (CMBS).

The TALF helped restart securitization markets and increase the availability of credit to
simall businesses and consumers. To date, the TALF program has helped finance 480,000 loans
to small businesses, 2.6 million auto loans, 876,000 student loans, more than 100 million credit
card accounts, and 100,000 loans to larger businesses. Included among those business loans are

4,900 loans to auto dealers to help finance their inventories. About half of the SBA securities
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issued in recent months--corresponding to roughly $250 million in loans a month--were sold to
investors that financed the acquisitions in part with TALF loans. In an encouraging sign, rate
spreads for asset-backed securities (ABS) have declined significantly, and a substantial amount
of ABS are now being brought to market and purchased by investors without TALF financing.
Thus, the TALF and other Federal Reserve programs provided critical liquidity support to the
economy until the financial system stabilized. With the extraordinary stress on liquidity in many
markets having abated, many of these programs either have been or are scheduled to be wound
down.

A second reason to expect some improvement in credit conditions for small businesses is
that bank attitudes toward lending, including small business lending, may be shifting. The
January SLOOS showed that bank tightening of credit standards for small business C&I lending
appeared to be nearing an end with similar numbers of banks reporting tightening and casing of
their lending standards.

There is also some tentative, anccdotal evidence that many bankers may be devoting
considerably more energy toward extending new loans in 2010, as contrasted with their
overwhelming preoccupation in 2009 with collecting on or writing down loans already on their
books. With respect to small business lending in particular, some banks have instituted so-called
“second look” programs that--as the name implies--involve a reconsideration of loan applications
that would not be pursued based on a credit scoring model alone. Some banks are also
increasing lending through the use of SBA guarantees. Finally, the more noticeable
improvement that has already taken placc in credit conditions for larger companies should, to
some degree, pass through in the form of trade credit to the smaller suppliers or distributors for

the larger firms.
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Still, as with improvement in macroeconomic conditions, the impact of the turnaround in
bank attitudes and strategies will likely be gradual. As noted earlier, the January SLOOS also
revealed that the credit quality of loans to small firms in the fourth quarter of 2009 was worse
than for loans to larger firms, so many banks may move cautiously in making new loans.
Additional Steps to Meet the Needs of Creditworthy Small Business Borrowers

Despite these prospects for improvement, credit conditions for many small businesses arc
likely to remain challenging this year. That is why the Federal Reserve has been placing
particular emphasis on ensuring that its supervision and examination policies do not
inadvertently impede sound smail business lending. If financial institutions retreat from sound
lending opportunities because of concerns about criticism from their examiners, their long-term
interests and those of small businesses and the economy in general could be negatively affected,
as businesses are unable to maintain or expand payrolls or to make otherwise profitable and
productive investments.

On February 3, the banking agencies issued guidance to examiners that reinforced a
simple message--institutions should strive to meet the credit needs of creditworthy small
business borrowers, and the supervisory agencies will not hinder those efforts.” For the reasons
noted earlier, we recognize that the ongoing financial and economic stress has resulted in a
decrease in credit availability, including loans to small businesses, and has prompted institutions
to review their lending practices. Although current loss rates would indicate that a measure of
tightening was appropriate and necessary, some institutions may have become overly cautious in

their lending practices. Thus, while prudence must remain the watchword for both banks and

* Interagency Statement on Meeting the Credit Needs of Creditworthy Small Business Borrowers (February 2010);
hitp://www federalreserve.gov/newsevents/press/bereg/20100205a.htm
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their supervisors, we do not want our examiners to take an overly mechanistic approach to
evaluating small business lending.

The Federal Reserve has directed examiners to be mindful of the effects of excessive
credit tightening on the broader economy. As a general matter, we do not expect examiners to
adversely classify loans based solely on a decline in collateral value where, for example, the
borrower has stable revenue streams and thus the ability to repay the loan. We have
tmplemented training for examiners and outreach to the banking industry to underscore this
expectation. We are aware that bankers, as well as examiners, may become overly conservative
in an attempt to ameliorate past weaknesses in lending practices, and are working to cmphasize
that it is in all parties’ best interests to continue making loans to creditworthy borrowers.

The most recent guidance is the latest in a series of actions taken by the Federal Reserve
and the other banking agencies to support sound bank lending and the credit intermediation
process. In an effort to encourage prudent CRE loan workouts, the Federal Reserve led the
development of interagency guidance issued in October 2009 regarding CRE loan restructurings
and workouts.* That policy statement provides guidance for examiners and for financial
institutions who are working with CRE borrowers experiencing diminished operating cash flows,
depreciated collateral values, or prolonged delays in selling or renting commercial properties,
particularly as the loans on those properties mature and need to be refinanced. The statement is
especially relevant to small businesses because owner-occupied CRE often serves as collateral
for small business loans.

Prudent loan workouts are in the best interest of both financial institutions and borrowers,

particularly during difficult economic conditions. Accordingly, the CRE policy statement details

* Interagency Policy Statement on CRE Loan Restructurings and Workouts (November 2000);
hitp://www federalreserve. gov/mewsevents/press/bereg/20091030a htm
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risk-management practices for loan workouts that support prudent and pragmatic credit and
business decision making within the framework of financial accuracy, transparency, and timely
loss recognition. We hope that the detailed examples in that guidance will be of particular use to
examiners, who themselves face the difficult task of assessing bank credit practices in this
uncertain environment.

Immediately after the release of the CRE guidance, the Federal Reserve conducted a
System wide teleconference with examiners to underscore the importance of this new guidance
and promote its consistent application in all regions. In conjunction with the other federal and
state banking agencies, Federal Reserve staff has participated in a number of teleconferences
with various industry groups to discuss the guidance, which have reached several thousand
bankers to date. Examiner training and industry outreach will continue, and specific activities
related to the guidance issued in early February targeting small businesses will augment existing
examiner training.

In January, the Federal Reserve launched a comprehensive Systemwide training initiative
to further underscore our expectations regarding CRE. These initiatives themselves build off of
guidance that the Federal Reserve and other federal banking agencies issued in November 2008
to encourage 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” abilities to repay
and to make realistic assessments of collateral valuations.® Achieving this balance will not
always be easy. We certainly do not want to lay the seeds for future bank problems by

encouraging or permitting imprudent lending today. That is why we have emphasized to both

$ See Board of Governors of the Federal Reserve System, Federal Deposit Insurance Corporation, 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/bereg/20081112a.htm.
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bankers and our examiners the importance of careful analysis of the circumstances of individual
borrowers.

While aggregate figures are useful to policymakers in assessing overall trends in the
financial system, they do not tell the whole story. Determining whether supervisory policics and
practices are appropriately balanced also requires a close examination of specific circumstances--
for example, through evaluating particular loans that banks were discouraged from making.
Ongoing outreach will thus be essential as the regulatory agencies and the industry continue to
work through the many difficult issues brought about by the financial crisis. Members of the
Board and senior supervisory staff have met with bankers, including community bankers, to
elicit examples of supervisory policies or actions that bankers believe may have inhibited
prudent lending and to discuss in detail some examples of the supervisory agencies’ responses to
specific lending situations. It is important that we identify cases in which examiners may be too
cautious and to further clarify our general guidance. It is equally important that we reinforce
those cautious instincts where the circumstances of an application for credit indicate excessive
risk.

In addition to our outreach to banks and bank examiners, the Federal Reserve has
conducted several forums in recent months to better understand the difficulties faced by small
businesses. In mid-November, the Board and the Federal Reserve Bank of San Francisco, in
conjunction with the SBA, held small business forums in San Francisco and Los Angeles. We
are now conducting a scries of meetings on small business access to credit hosted by the Reserve
Banks. The meetings will be followed by a capstone event at the Board of Governors. These
forums examine the evolving difficulties faced by small businesses and will inform additional

efforts to help this important sector. Meetings this week focused on minority entrepreneurship
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and SBA lending. Some of these meetings will focus on a specific aspect of small business
lending such as credit gaps with respect to small business credit products, types of financial
institutions, or demographic groups (inclading minority borrowers). Others will employ a
standard agenda in different parts of the country to ascertain regional differences in small
business access to credit and support services.

Finally, in your invitation letter you asked that we discuss actions taken by the
Administration to assist small business owners. As you know, the Administration has
undertaken a number of actions aimed at improving small businesses’ access to credit. Since the
signing of the American Reinvestment and Recovery Act in February 2009, SBA 7(a) and 504
loan volumes have increased quite substantially relative to the period immediately preceding the
bill’s passage. Most recently, the Administration announced a small business lending initiative
to provide low-cost capital to community banks that submit a plan to increase their smatll
business lending and to Community Development Financial Institutions that serve the hardest-hit
communities. A number of these small business lending initiatives are new, and their effects on
small business lending cannot yet be measured. Nonetheless, a number of programs have been
established to assist small businesses and the regulatory agencies recently issued guidance that
strongly encourages banks to meet the needs of creditworthy borrowers. We will closely
monitor credit conditions to consider whether additional measures may be needed to insure that

the funding needs of qualified small businesses are met in the coming months.
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Conclusion

While financial market conditions have improved in the United States, the overall lending
environment remains strained, and significant concerns have been raised about the availability of
credit to small businesses. The Federal Reserve, in collaboration with the other banking
agencies, has worked to ensure that the banking system remains safe and sound and is able to
meet the credit needs of our cconomy. We also have aggressively pursued monetary policy
actions and have provided liquidity to help restore stability to the financial system and support
the flow of credit to houscholds and businesses.

1t will take time for the banking industry to fully recover and to serve as a source of
strength for the real economy. The Federal Reserve is committed to working with the other
banking agencics and the Congress to promote the concurrent goals of fostering credit
availability for creditworthy borrowers and ensuring a safe and sound banking system.

Thank you again for your invitation to discuss these important issues at today’s hearing,

I would be happy to answer any questions that you may have.
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Thank you for inviting me to Washington to testify this moming.

My name is Steve Gordon and it's an honor to deliver this testimony before the people’s Congress. |
speak for millions of SMALL business owners who through the years have been the largest creator of
jobs in our Country. We are all struggling to stay afloat and create jobs in this difficult recession.

| also represent those small businesses who are frustrated because we can create JOBS
immediately but are unable to get the financing we need.

Wall Street was lent money direct from the Federal government, AlG was lent money direct, the
automobile companies were lent money direct and so were the banks. Small businesses needs
the same opportunity as the big guys. We want Congress to create a level playing field.

Most Jobs are created by new start-up companies or existing small businesses that want to expand
their operations. Start-ups and growth can only occur with capital. American companies have been
going out of business or laying workers off because we have been operating in a capital vacuum for the
past three years.

I's time to start thinking of small business in America as an endangered species. The reason is credit.
Not only is it impossible to obtain new credit, but the banks are compounding the problem by taking
away existing credit. They are implementing blanket credit reductions, without regard to the effect it is
having on our economy and jobs.

Low Credit scores are preventing a huge number of companies from obtaining the necessary working
capital to stabilize their company, prevent additional layoffs and create jobs

All across America, the same banks and credit card companies that were bailed out, are reducing the
credit lines of prime borrowers. My close friend with an excellent credit score recently had his business
line of credit cut by American Express without cause. That one credit reduction led to a drop in his
credit score. With a lowered credit score, the other banks followed suit and reduced their credit lines,
further impacting his credit rating. Without operating capital, he has been unable to buy equipment,
and had to lay off employees. The banks simply do not care about the real world consequences of
their predatory practices.

We are now in the middle of the worst job crisis since the great depression. Millions of Americans
struggle every day just to pay their expenses, put gas in their cars and feed their kids.

This jobs crisis cannot and will not be solved by the banks. The Banks can’t even solve the foreclosure
problem. The job crisis can only be solved by American businesses either starting up or expanding
that's what creates jobs which can only occur when there is capital available through business loans.



204

If we depend on the Banks to make business loans then we are in for a long recession. Millions of
Americans will remain unemployed or underemployed.

The banking system is NOT working for small business. We need immediate action to end the
suffering of millions of Americans.

Any money approved for small business loans should be kept in a separate account managed by the
SBA. NO more money should be given directly to the banks. Congress should remember how the
banks used the TARP money and avoid repeating the same mistake. We don't have any more money
for the banks to open new branches, buy new signs or to give out more bonuses.

it is our government's responsibility to solve the jobs crisis NOT the banks. | am requesting the
Congress to pass legislation to make the SBA a direct lender to small business. It will be much more
effective to direct government employees to take on a new, extremely important mission than to plead
with the banks and hope that they listen.

Most businessmen would much rather work with the professional staff of the SBA than with a bank
officer who just views you as another credit score.

To move ahead and create the most jobs possible there must be a move away from using the FICO
score as the sole determining factor in obtaining business loans.

I am the owner of INSTANT-OFF, We make water saving devices for faucets. INSTANT-OFF replaces
the aerator on any faucet and each unit can save up to 10,000 galions a year. Our market potential in
the US is estimated at 50 million units and globally between 100 and 200 million units.

We can create 25 green jobs right now and 25 per cent of those jobs will be for people with disabilities.
By 2015 we estimate that we will have as many as 150 employees and will have created approximately
200 more jobs through our suppliers and distributors. None of these jobs will be created without capital.
YET | CAN'T GET A LOAN.

For these reasons it is important to expand the lending criteria so that every company who can create
jobs has a fair opportunity to receive a loan.

{ propose a 15 point system for the SBA fo review in granting a direct small business loan:

. s the business plan well thought out and viable?

. What product or service does the company provide or want to provide?

How many years has the company been in business?

. What is the market potential for this product or service?

. Does the management team have the experience to be successful?

. Is there a good potential that the company will be successful?

. How many jobs can be created with the loan?

. Will any jobs be created for disabled Americans?

. Is this a product or service that helps protect the environment or conserve natural resources?
10. What percentage of the business operation is made, assembled or packaged in the U.8.?
11. Is this a product or service that can be exported to other countries?

12. Is the company a start-up or an existing business?

13. Is there sufficient profit margin fo pay the loan back in seven years?

14. What is the credit rating of the individual applying for the loan ?

15. Was this person’s credit rating affected by the real estate crash or the current recession?

DN D WN -
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As a small business owner, we want close to the same DEAL that Wall Street got. Remember those 2
per cent loans? Small Businesses should not be charged more than 3% interest.

Again, | urge Congress to pass legislation to make SBA a direct lender so that any company who wants
to can apply directly to the SBA for a loan. I'm not suggesting that ali banks are bad or that banks
should be prevented from making SBA loans. | am proposing that loans approved by the SBA would be
closed and serviced by the community bank chosen by the borrower.

Please move faster to solve this critical issue. Capital is the tool that drives American businesses ~ and
Small Business has been the backbone of new job creation in America.
DO NOT let America’s future be stuck in a bank loan committee!!!

Thank you for allowing me the opportunity to be heard on this very important issue.
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Chaitman Frank, Chairwoman Veldzquez, Ranking Members Bachus and Graves, and
members of the Committees, my name is William B. Grant, Chairman CEO, and President of Fisst
United Bank & Trust. My bank is a 109-year old community bank, headquartered in Oakland, .
Maryland — 2 rural town in Appalachia with a population of about 2,000. We have assets of $1.7

billion, and sexve four countes in Maryland and four counties in West Vitginia.

Tam pleased to be here today on behalf of ABA. The American Bankers Association brings
together banks of all sizes and charters into one association. ABA works to enhance the
competitiveness of the nation's banking industry and strengthen Ametica’s economy and
communities. Its membets ~ the majority of which are banks with less than $125 million in assets ~
represent over 95 percent of the industry’s §13.3 tillion in assets and employ over two million men

and women.

We are pleased to shate the banking industty’s perspective on the condition of small
business and commercial real estate lending in local matkets. As President Obama recognized in his
recent State of the Union address, it is imperative to find ways to ensuze that small businesses get
the credit they need. Small businesses of all kinds - including banks — are suffering from the severe
economic tecession. While some might think the banking industry is composed of only large global
banks, the vast majority of banks in our country are community banks - small businesses in theit

own right, In fact, over 3,000 banks (41 petcent) have fewer than 30 employees.

This is not the first recession faced by banks. Most banks have been in their communities
for decades and intend to be there for many decades to come. First United Bank & Trust has
survived many economic ups and downs for mote than a centuty, We ate not alone, There are

2,556 banks — 31 percent of the banking industry — that have been in business for more than a

AMERICAN BANKERS ASSOCIATION
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century; 62 percent (5,090) of banks have been in existence for more than half a century. These
numbers tell a dramatic story about the staying power of banks and theitr commitment to the
cormumunities they serve. My bank's focus, and those of my fellow bankers throughout the country,
is on developing and maintaining long-term relationships with customers, many of which are small
businesses. We cannot be successful without such a Jong-tetm philosophy and without treating out

customers fairly.

This recession is certainly one of the wotst we have ever faced. While the statisticians will
say the recession has ended, that is little comfort to areas in our country that suffer from very high
levels of unemployment and business failutes. The impact of the downtutn is being felt by all
businesses, banks included. As the economy has deteriorated, it has become incteasingly difficult
for consumers and businesses to meet their financial obligations. The cumulative impact of eight
straight quarters of job losses — mote than 8 million since the recession began — is placing enormous
financial stress on some individuals. With jobs lost and work hours cut, it does not take long for the
financial pressure to become overwhelming. This, in tuen, has increased delinquencies at banks and

resulted in losses and reduced the capital of banks.

In this severe economie envitonment, it is only natural for businesses and individuals to be

more cautious. Businesses are reevaluating their
. Business Loan Demand Down
credit needs and, as a result, Joan demand has Net Parcentoge of Banks Raporing Hights Demmand
. . . L d Medlum Fii - Smal Fit
fallen dramatically since the recession began. 0 roes e e

Banks, too, are being prudent in undetwriting, and

our regulators demand it. With the economic o
downtutn, credit quality has suffered and losses i
. . 40
have increased for banks, Fortunately, community "
banks like mine entered this recession with strong a0 =
. R 1992 1994 1906 1958 2000 2002 2004 2006 2008
capital levels. As these committees are aware, Souce: Federal Raserva

however, it is extremely difficult to raise new capital in this financial climate.

The difficult recession, falling loan demand, and loan losses have meant that loan volumes
for small businesses have declined somewhat this yeat. Let me be very clear hete: even ina weak
economy there are vety strong borrowers. Every bank in this country is working hard to ensute that
out customers — particularly the small businesses that are our neighbots and the life blood of our

communities — get the credit they deserve. The Small Business Administration (SBA), in partnership
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with America’s banks, can play an even larger role

in helping small b meet the challenges of

this cconomic downturn by expanding theit
guarantee program and by reducing some of the

xestrictions curtently built into the system.

The success of many local economies ~
and, by extension, the success of the broader
national cconomy ~ depends in latge part on the

success of community banks. We believe thete

Lending to Small Businesses
Outstanding Loans
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are actions the government can take to assist viable community banks to weather the cutrent

downtutn, Comparatively small steps taken by the government now can make a huge difference to

banks, theit customers, and their communities ~ keeping capital and resoutces focused where they

are needed most.

In my statement, I would like to focus on the following points:

> Lenders and botrowers are exercising a prudent approach to credit.

> Small business capital investments for community banks will facilitate the economic

recovery.

»  Changes that enhance bank patticipation in SBA programs have made strides in

creating opportunities for small businesses, yet mote needs to be done.

> Changes in the regulatory environment will improve the situation for small business

lending.

I will address each of these points in tarn.
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L Lenders and Borrowers are Exercising a Prudent Approach to Credit

In every community, banks are actively looking for lending opportunities. Business
confidence is down, of course, and many businesses cither do not want to take on additional debt or
are not in a position to do so given the falloff of their customer base. Thus, Joan demand has fallen
dramatically since the start of the recession. This continues even today, although with some signs
that the economy is stabilizing, the fall off of loan demand is moderating, The National Federation
of Independent Business (NFIB) explains in its November survey that: “Overall, loan demand
remains weak due to widespread postponement of investment in inventoties and recotd low plans

2 i

for capital spending.

There are some positive signs beginning to appear. We have heard from bankers that small
businesses are returning to test the market for loans, even though they may not wish to borrow at
the moment. It will take time for this renewed interest to be translated into new loans made,
however. Previous recessions have shown that it typically takes 13 months after the recession for
business confidence to return and credit to return to
pre-tecession levels.

Future increased Credit Risk

Both banks and their regulators are - oo W o2os W R zsonns

understandably more cantious in today’s

g
B

envitonment. Bankers are asking more questions of

their botrowets, and regulatots ate asking more

% of Respondents
s 2
® s

questions of the banks they examine. Given the

3
#

o
®

economic conditions, it is clear that the risk of

Smalj Business Creoit Card Gonsumer Loans
lending is much greatet today than several yeats ago “Inczsased sk vough March 31, 2009,
Survey of s

when the economy was much stronget.

This means that the credit terms ate different today, with higher downpayments requited,

and smaller loans consi with diminished coll 1 values. Banks are looking at the tisk of 2 loan

and te-evaluating the proper pricing of that risk. This is a prudent business practice and one
expected by our bank regulators. But it means that some projects that might have been funded
when the economy was stronget may not find funding today. The NFIB recognized this, stating,

“[Tlbe continued poor eatnings and sales performance has weakened the credit wotthiness of many

! NFIB Swmail Basiness Economic Trends, November 2009, National Federation of Ind pendent B
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potential bostowers. This has resulted in tougher terms and higher Joan rejection rates {even with

no change in lending standards).”

Moteover, access to credit is not a driving concern of most businesses. In a recent sutvey of
750 businesses by Discover, only 5 percent said the main issue facing their business was access to
capital” NFIB’s survey confirmed this finding: “Although credit is harder to get, financing’ is cited
as the ‘most important problem’ by only four percent of NFIB’s hundreds of thousands of member
firms.” NFIB notes that this is extremely low compared to other recessions. For example, in 1983
— just after the last big recession - 37 percent of business owners said that financing and interest

rates were their top problem.

We recognize that there ate some consumers and businesses in the cutrent situation that
believe they desetve credit that is not being made available. We do not turn down loan applications
because we do not want to lend — Jending is what banks do. In some cases, however, it makes no
sense for the borrower to take on more debt. Sornetimes, the best answer is to tell the customer no,
50 that the borrower does not end up assuming an additional obligation that would be difficult if not
impossible to repay.

To help manage the sk of loss, lenders Business Lines

Tidthag 1 Uaused Commitraents .. Ultlaxtion Rite

have lowered credit lines for businesses and s o
individoals, However, even with the cutbacks in 22 0%
lines of credit, there is still §6 tillion in unused L] 0%
commitments made available by FDIC-insured 510 2%
banks to businesses and consumets. The o3 %
utilization rates have declined for business o "
lending, particularly, reflecting the decreased - m":n::;;cm” s

demand.

The commercial real estate (CRE) market will pose a particularly difficult problem for the
banking industry this year. The CRE matket has been the victim of a neat total collapse of the
secondaty matket for commercial mortgage backed securities and of the economic slowdown that

has caused office and retail vacancies to rise dtamatically. These stresses will affect many small

2 -
Op at
3 Discover Small Business Watreh, October 2009, Discover Financial Services.
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banks, 2s CRE lending has been an impottant part of the portfolio for community banks fot many

years.

Typically, a commercial real estate project in the construction and Jand development phase
receives bank financing with an loan maturity between three to seven years. After the project is
completed, it is common for take-out financing to come from insurance companies ot through the
Commercial Mortgage Backed Secutities (CMBS) matket. This take-out financing focuses on

income-producing properties and, thus, usually occurs once thete are stable and sufficient cash flows

for full debt servicing,
i CMBS Issuance
This highlights the cutrent dilemma: as $Eions wore
. . . $326t8
market conditions have detetiorated, vacancies w0
have incteased, valuations have plummeted, and =
- 0
rent renewals have slowed. This in turn has made
%
take-out financing increasingly scarce, leaving . el
banks with loans that ate stressed and facing ®
. R . X Y ST W
refinancing. With transaction ptices down T It W9 B0 MW M6
Source: \Walls Fargo. Bloomb g

dramatically, appraisal values have also fallen,
making refinancing of loans much mote difficult without significant additional equity contributions
from borrowers — which, of course, are difficult if not impossible for many bottowers to put

forward in this economic climate,

As Iwill discuss in the last section of this testimony, regulators will continue to be netvous
about the trends in CRE lending as the economy struggles to regain its footing and will be critical of
banks” CRE portfolios. The 2009 guidance frotn the regulators signals a prudent but flexible
approach. However, we continue to hear that the translation of the guidance to the field examiners
has been missing. However, we remain hopeful that this guidance could help banks work with

borrowets to find solutions.

As the economy begins to improve, we expect loan demand to increase, and with it, credit
volumes as well. ABA’s Economic Advisory Committee (EAC) forecasts that non-residential fixed
investment will increase 3.8 percent in 2010, and businesses will begin to expand and grow
inventories. The EAC believes this will coincide with an increase in business lending, which it
expects to increase modestly this year at a 2.3 percent rate. The group also expects consumer credit

to gtow at a tate of 3.2 percent. As the economy grows and loan demand incteases, the ability
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ofbanks to meet these needs will be stunted if adequate capital is not available to back

increased lending. This is the subject to which 1 will now turn.

II.  Small Business Capital Investments for Community Banks Will

Facilitate the Economic Recovery

Capital is absolutely critical to any bank, as it is the financial underpinning of any loan that is
made. While conditions have improved over the past yeat in the economy overall, many community
banks are seeing clevated levels of loan delinquencies and loan losses as a result of the lagging
impacts of job losses, business failutes, and declines in property values. The result has been stresses
on bank capital. Given the sevetity of the downtum, particulatly in certain parts of this country
hardest hit by the recession, it is very difficult if not impossible for community banks to find new

soutces of capital.

ABA appreciates the initiative President Obamna outlined in his State of the Union address
that would help to resolve this issue by providing additional capital to small banks who volunteer to
use it to increase small business lending. A key factor to this proposal is removing it from the rules
and restrictions of TARP. Hundreds of banks that had never made a subprime Joan or had anything
to do with Wall Street took TARP capital with their regulator’s encouragement, even though they
did not need it, so they could bolster their lending and financial position. Then within weeks, they
were demonized and subject to after-the-fact restrictions. Community banks will be disinclined to

patticipate if thete is any possibility of TARP-zelated stigma being attached to it.

As this program is developed, ABA recommends that Congress and the Administration
cteate ctitetia that allow viable community banks to participate. First United has benefitted from this
program, and ABA believes that many more banks could benefit from it. We propose that Treasuty
offer assistance to those banks that did not qualify for Capital Purchase Progtam (CPP) funds but
that nevertheless can demonstrate the ability to operate safely and soundly and survive if given the
chance to obtain necessary capital. The focus should be on whether a bank is viable on a post-
investment basis. Otherwise, Congress will miss an opportunity to heip the customers and

communities of many banks across the country.

Community banks, like mine, ate the backbone of our economy and ate ctitical to the

overall improvement of our economy. Fot 2 nominal investment by Ttreasuty, viable community
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banks can be presetved, which in turn would provide more resources for lending and would help

create jobs in our cornmunitics.

1. Changes that Enhance Bank Participation in SBA Programs Have Created
Opportunities for Small businesses, Yet More Needs to Be Done

The SBA program has struggled over the last several years. SBA’s flagship 7(a) loan guarantee
program reported a 41 percent decline in volume from its 2008 to 2009 fiscal year, after reporting 2 30
petcent decline from 2007 to 2008, The dollar

amount outstanding declined 28 percent from its SBA7{A} Loans
$8itons
2008 to 2009 fiscal year, following an 11 percent ol B gt axis 120000
'
reduction over the previous year. The changes 316 ton0em
made have helped to stem the reductions and sz B
show promise for mote should the program, as sok00
E ]
we recommend, be extended. In particular, the 4000
changes have helped to facilitate 12,374 loans » 20000
made totaling $3.8 billion in its first fiscal quatter e - o
W4 2005 2006 2007 2008 2009
of 2010, ’ Source: Smatl Businsss Administation

In order to show further improvements, the SBA needs go beyond an increase in the amount of
the guatantee; it needs to offer an improved value proposition. Cuttent resttictions involving cost,
collateral, refinancing, and prepayment penalties, among others, should be addressed.

Although many improvements are needed, much has already been done. This Congress has
consistently worked to maintain the integtity of the 7(a) program and we applaud your efforts on the
Recovery Act to enact the small business provisions.

The act tempotarily increased the guatantees to up to 90 percent on SBA’s 7(a) loan program,
which have been helpful as banks wotk to extend credit during the recession. It also temporarily cut
fees for borrowers on 7{a) loans and reduced fees for both borrowers and lenders on 504 Certified
Development Company loans. SBA Administrator Karen Mills noted that average weekly loan volome
has increased both in the 7(a) progtam and the 504 program following passage of the Act, and that
patticipation among banks had likewise incteased.

Purther, the SBA expanded eligibility to small businesses in the 7(a) program by applying the

broader standard used currently in the 504 program. Now, businesses will be able to qualify with a net
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worth that does not exceed $8.5 million and an average net income under $3 million (after federal
income taxes) for the preceding two fiscal years. These very positive changes mean that an additional

70,000 among the largest of our small businesses will be eligible to participate in the 7(a) program.

Other provisions from the Act include provisions that raised the maximum contract that can
qualify for an SBA Sutety Bond guarantee from §2 million to $5 million, and additional funding to
micsoloan intermediaties, as well as funding for the techuical assistance needed to accompany these
loans.

All of these initiatives help small businesses during this recession, and should be funded and
continued past theit cutrent authosization petiods in order to reach even more small businesses.
Moreovet, there are a number of imptovements that would provide additional incentives to small

businesses and banks that would enable even broader patticipation:

% Extend the Provisions of the Stimulus Package

As part of the economic stabilization package, Congress increased the loan guarantee level in
the 7(a) program to 90 percent and also decreased the fees for both the borrowers and the
lenders. Both actions have provided 2 much needed boost for lender participation in the
program. Funding for the guarantee and fee relief will be exhausted at the end of the month.
We believe these provisions that expand both the guarantee and fee telief should be funded
and extended for an additional two years beyond the 2010 expiration date. While we are all
hopeful that the economy will regain its footing over the next 12 months, we ate also
realistic in understanding that the tecovery may be vety slow. The more that we are able to
supply additional capital to out countty’s small businesses, the better chance we have at
keeping businesses alive, which in turn will prevent further layoffs. Additional capital
through lending will create an environment whete small businesses will begin to rehire or
add new jobs. Maintaining the 90 percent guarantee, with lower fee levels, through fiscal

year 2012 will assist in that effort.

> Eliminate or Reduce the Restriction on Refinancing
The SBA allows no refinancing of existing debt by the bank that cutrently holds the debt.
This restriction often prohibits the bortower from obtaining new financing critical to
continued success. In many circumstances banks would like to make new and consolidated

advances, but if the bank already has a deal on the books, that loan cannot become part of
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the new deal. This testriction often causes the bank to write new loans without the help of

the SBA, or ask the bortower to seek help from another lender.

Improve the Quality of the Guarantee

The SBA guarantee is only valid if certain conditions are strictly adhered to. The collateral
assets, and often the business, must be liquidated prior to payment on the guarantee by the
SBA. This process can be delayed by bankeuptey, by difficult repossession issues, and other
factors. The SBA also sends the claim to their legal department whete lawyets seem to seck
ways to find the bank in violation of the guarantee agreement. This disincentive to

patticipate can be removed by strengthening the quality of the SBA guartantee.

Improve the SBA Guarantee Approval Process

Generating the information and documentation required by the SBA is not easy. Many small
banks have found it necessary to seek the help of third patty “packagers” who help with
gathering the data necessaty to gain approval. This only creates additional time and expense

for the borrower. This process could be significantly streamlined.

Enhance the Human Resources Capacity of the SBA

There is a very practical barrier to the success of these programs: having the staff necessary
to implement, promote, market, and manage the many initiatives of the SBA. We request
that the Committees investigate the human resource needs of the SBA. Over the last eight
yeats, the SBA staff has been reduced by nearly 1,000, roughly one-third of its employees.
This has been done through consolidation, retirements and attrition. Since January 2009, the
SBA has taken on many new loan programs and seen a sizeable increase in their budget
allocation to implement and catry out these programs. Yet, the number of staff assigned to
catry out the old and new programs has not been increased and, in fact, the program
responsibilities of these employees have increased. SBA has thousands of partnets and
many roote that desire to establish or reestablish a relationship with the agency. Without
adequate levels of personnel to meet the needs of these partners, the small businesses that

they serve will suffer,
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The initiatives and new programs faunched by the Administration and by Congtess have
great potential to help thousands of small businesses. Thesc programs should be improved further
and given the time to work. In addition, the SBA must be given the human resources to implement
these initiatives, many of which ate new to the SBA. ABA is prepared to work with Congtess to
find ways to improve the SBA program, with the goal of enhancing credit availability to small

businesses throughout our nation.

IV. Changes in the Regulatory Environment Will Improve the Situation for

Small Business Lending

As I noted above, banks ate not immune from the economic downturn; job losses and business
failures have resulted in greater problem loans and much higher loan losses. Nonetheless, banks are
working every day to tmake ctedit available. Those efforts, howevet; ate made mote difficult by
regulatoty pressures and accounting treatments that exacetbate, rather than help to mitigate, the
problems. The ABA has raised the issue of overzealous regulators in hearings last year and through
letters to the agencies. We aze pleased that on February 5, 2010, the federal financial regulatory agencies
and the Conference of State Bank Supervisoxs issued 2 joint statement emphasizing that financial
institutions that engage in pruodent small business lending after petforming a comprehensive review of a
borrower's financial condition will not be subject to supetvisory criticism for small business loans made
on that basis. This joint statement, along with eatlier statements concerning lending and loan workouts,

can give bankers a powerful tool to help them in their exams.

ABA will work to make sure that this announcement is meaningful in the field, 2s we have
secn numerous examples of the similar ageney policies emanating from Washington not being
cagried out during field exams. The challenge should not be underestimated, as the reaction of
regulators in the cutrent economic environment has been to intensify the scrutiny of community
banks’ lending practices. For example, we have heatd anecdotes from our members of examinets
who continue to take an inappropriately conservative approach in their analysis of asset quality and
who are consistently requiring downgrades of loans whenever these is any doubt about the loan’s

condition.
“This inapproptiately conservative approach is nowhete mose visible than in the supervision

of cominercial real estate (CRE) loans. We ate heating from our bankers that the 100 percent and

300 percent thresholds are being applied by examiners as caps. ABA foresaw this problem
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when the guidance on CRE concentrations was released in 2006, and we were assuted that the
thresholds would be applied judiciously. Examiners need to understand that not all concentrations
ate equal, and that setting arbritrary limits on CRE concentrations has the effect of cutting off credit

to creditworthy botrowers, exacty at a time when Congress is trying to open up mote credit.

Just as too much risk is undesitable, 4 regulatory policy that discourages banks from making
good loans to creditworthy borrowers also has setious economic consequences. Wringing out the risk
from bank loan portfolios means that fewer loans will be made, and that only the very best credits will

he funded.

Worsening conditions in many markets have strained the ability of some borrowers to
petform, which often leads examiners to insist that a bank make a capital call on the borrower,
impose an onerous amortization schedule, or obtain additional collateral. These steps can set in
motion a “death spiral,” whete the botrower has to sell assets at fire-sale prices to raise cash, which
then drops the comparable sales figures the appraisers pick up, which then lowess the “market
values” of other assets, which then increases the write-downs the lenders have to take, and so on.
Thus, well-intentioned efforts to address problems can have the unintended consequence of making

things wotse.

What the regulators want for the industry is what the industry wants for itself: a strong and
safe banking system. To achieve that goal, we need to remember the vital role played by good
lending in restoting economic growth and not allow a credit crunch to stifle economic recovery. We
must work together to get through these difficult times. Providing a regulatory environment that
renews lines of credit to small businesses is vital to our economic recovery. We ate hopeful that the
joint statement from the state and fedetal bank repulatots will establish the framewotk for 2 more

positive regulatory approach to bank lending in these difficult times,
Conclusion

I want to thank the Comnittees for the opportunity to present the views of ABA on the
challenges ahead for the banks and the communities they sexve. These ate difficult times and the
challenges ate significant. We stand ready to work with Congress and the Administration on finding

ways to facilitate credit availability in our communities.

I am happy to answer any questions the Committees tmay have.
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Chairman Frank, Chairman Velazquez, Ranking Member Bachus, Ranking
Member Graves and members of the Committees, I appreciate the opportunity to testify
on behalf of the Federal Deposit Insurance Corporation (FDIC) on the state of lending

and credit availability for small business and commercial real cstate.

The events surrounding the financial crisis of late 2008 have taken a heavy toll on
real economic activity across our nation. The extraordinary policy responses to that crisis
were highly effective in stabilizing global financial markets and laying the foundation for
economic recovery. However, the large dislocations that have taken place in real estate
and credit markets continue to inhibit the pace of that economic recovery, contributing to
persistent high unemployment and slow growth in consumer and business spending.
Resolving these credit market dislocations will take time. Still, the pace of the economic
recovery can be enhanced by policies that promote the prompt and orderly workout of
existing problem loans and that enhance the ability of lenders to make new credit

available to qualified houscholds and businesses.

Adverse credit conditions and stressed balance sheets have created a difficult
environment for both borrowers and lenders. The weakened cconomy has contributed to
an overall decline in both the demand for and the supply of small business credit. Large
banks have significantly cut back on lines of credit to consumers and small businesses.
In addition, small and mid-sized institutions, who tend to make business loans secured by
residential and commercial real cstate properties, are dealing with the effects of large

declines in real estate values, which tend to reduce the collateral coverage of existing
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loans and make it more difficult for household and small business borrowers to qualify
for new credit. This dynamic is contributing to persistent weakness in local economic
conditions that is placing further stress on credit performance at small and mid-sized

banks that serve those communitics.

In response to these challenging economic circumstances, banks are clearly taking
more care in evaluating applications for credit. While this more conservative approach to
underwriting may mean that some borrowers who received credit in past years will have
more difficulty receiving credit going forward, it should not mean that creditworthy
borrowers are denied loans. Unfortunately, in such a difficult environment, there is a risk

that some lenders will become overly risk averse.

As bank supervisors, we have a responsibility to encourage institutions, regularly
and clearly, to continue to make soundly structured and underwritten loans.
Acknowledging this responsibility, the FDIC and the other federal banking regulators
supplemented prior guidance and issued the Interagency Statement on Meeting the Credit
Needs of Creditworthy Small Business Borrowers earlier this month to emphasize that
examiners will follow a balanced approach in assessing small-business lending. The
Statement recognizes that many small businesses are experiencing difficulty in obtaining
and renewing credit to support their operations. It is clear that for a number of reasons
small business credit availability has tightened, particularly at the largest institutions.

The FDIC and the other banking regulators believe that continued sound lending to

-
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creditworthy borrowers is critical to the long-term success and health of the small

business sector -- and their lenders.

The Statement indicates that financial institutions should understand the long-
term viability of a borrower’s business, and focus on the strength of a borrowers’
business plan to manage risk rather than using portfolio management models that rely
primarily on general inputs, such as a borrower’s geographic location or industry. This
new guidance states that examiners will not adversely classify loans solely on the basis of
a decline in the collateral value below the Joan balance, or the borrower’s association

with a particularly stressed industry or geographic location.

In my testimony, I will briefly describe credit quality at FDIC-insured institutions,
trends in the availability of credit, and conditions currently creating obstacles to credit
availability. Ialso will address concerns that banks are receiving mixed messages from
their supervisors. Finally, I will discuss the efforts the FDIC is making to encourage

prudent lending by the institutions we supervise.

Credit Quality and Lending Activity at FDIC-Insured Institutions

Expenses for troubled loans continue to weigh heavily on the industry. The

industry earned less than $1 billion in the fourth quarter, essentially just breaking even.

During the quarter, insured institutions added $61.1 billion in provisions for loan and

lease losses to their reserves, although this was $10.0 billion less (-14.1 percent) than

3.
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they set aside in the fourth quarter of 2008. Net charge-offs of loans and leases totaled
$53.0 billion, an increase of $14.4 billion (37.2 percent) compared to a year earlier. The
annualized net charge-off rate in the quarter was 2.89 percent, which is the highest rate in
any quarter in the 26 years for which quarterly charge-off data are available. The amount
of loans and leases remaining on banks’ balance sheets that were noncurrent rose by
$24.3 billion (6.6 percent) during the quarter.' At the end of December, 5.37 percent of
all loans and leases were noncurrent. This also represents a 26-year high. However,
fourth quarter 2009 was the third consecutive quarter that the rate of increasc in the

volume of noncurrent loans slowed.

Major loan categories exhibited high levels of charge-offs and noncurrent loans.
The highest net charge-off rates in the fourth quarter were for credit cards (9.16 percent
annualized) and real estate construction and development loans (7.77 percent). The net
charge-off rate for real estate construction and development loans represented a record
high and the net charge-off rate for credit card loans is near the record high set last
quarter. Construction and development loans also had the highest noncurrent rate at the
end of December (15.95 percent), followed by 1-4 family residential mortgage loans

(9.31 percent), both record high levels.

Larger institutions had higher charge-off and noncurrent rates than smaller
institutions. The average net charge-off rate on all loans and leases for community banks
(institutions with less than $1 billion in assets) was 1.70 percent in the quarter, compared

to an average of 3.09 percent at larger institutions. The ratio of noncurrent loans and

! Noncurrent loans are those that are 90 days or more past due or on nonaccrual status.
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leases to total loans and leases for community banks as of December 31 was 3.43 percent,
versus 5.68 percent for larger institutions. Some of the difference in credit quality
performance reflects differences in the composition of loan portfolios at large and small
banks. Large institutions have higher proportions of retail loans (residential mortgages
and consumer loans) while community banks have larger relative shares of loans to
commercial borrowers. Consequently, the impact of falling housing prices and rising
unemployment and bankruptcies has been greater in the loan portfolios of large banks.
Further deterioration in commercial real estate (CRE) markets would have a greater

proportional impact on the performance of small and medium-sized institutions.

Tighter underwriting standards, deleveraging by institutions seeking to improve
their capital ratios, and slack loan demand have all contributed to declines in loan
balances at many institutions. Total loan and lease balances at FDIC-insured institutions
declined by $128.8 billion (1.7 percent) during the fourth quarter. This is the sixth
consecutive quarter that aggregate loan balances have fallen. In 2009, loan balances
declined by $587.3 billion, or 7.5 percent, which was the largest percentage decline since

1942.

Much of the decline in loan balances occurred at larger institutions. Institutions
with total assets greater than $100 billion as of December 31* reported an aggregate net
decline in total loans and leases of $116.8 billion in the quarter, or over 90 percent of the
total industry decline. On a merger-adjusted basis, at community banks that filed reports

as of December 31%, total loan and lease balances decreased $4.3 billion during the
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quarter. A majority of institutions (53.2 percent) reported declines in their total loan

balances during the quarter.

Table 1. Loan Growth by Asset Size Groups, Fourth Quarter 2009
(Dollar amounts in billions)

Asset Size Number of Number Not Number Aggregate Net Percent
Institutions Reporting Reporting Change in Change
Increase in Increase Loans
Loans in Loans ($ Billions)
> $100 Billion* 48 40 8 (116.8) -2.82%
$10 - $100 Bill. 77 55 22 9.6 0.74%
$1 - $10 Billion 554 372 182 (16.9) -1.78%
< $1 Billion 7,333 3,794 3,539 “4.3) -0.41%
All Insured
Institutions 8,012 4,261 3,751 (128.4) -1.73%

Note: Reflects changes in loan balances for institutions categorized by size group as of December 31,
2009. Changes in these groups are adjusted for mergers and acquisitions. The difference between the
net decline on this table ($128.4 Billion) and the industry aggregate net decline ($128.8 Billion)
reflects institutions that closed during the quarter but were not acquired by another institution.

Source: Call and Thrift Financial Reports.

*The > $100 billion asset size category includes insured depository institution affiliates that would
otherwise fall in smaller size groups.

Factors Affecting Small Business Lending

Weak economic conditions have created an extremely challenging business
environment, which particularly affects small businesses. After real GDP posted four
consecutive quarters of decline during the second half of 2008 and first half of 2009,
economic activity is now showing some signs of recovery. Consumer spending rose in

both the third and fourth quarters of 2009 after declining in three of the prior four
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quarters. Even the housing sector showed some signs of stabilization in sales and prices
during the second half of 2009. However, the unemployment rate remains high -- 9.7
percent as of January 2010 -- and persistent labor market weakness poses ongoing risks to
the business outlook. Small business optimism remained near record low levels in
December, according to a survey by the National Federation of Independent Business

(NFIB).?

This weakness in business conditions has had significant effects on both credit
demand and supply. The demand for business credit tends to vary over the business cycle
with the level of spending on new capital equipment and inventories. Small businesses
reported that capital spending levels remained near record low levels in December 2009,
as did the demand for credit to finance such projects.® Similarly, in the Federal Reserve’s
most recent Senior Loan Officer Opinion Survey, banks again noted weaker loan demand
from business borrowers, especially from small businesses. At the same time, access to
credit remains difficult, as lenders raise credit standards in responsc to higher loan losses.
Banks continued to report net tightening of their lending standards on business loans in

January 2010, although the pace of that tightening has slowed.*

Surveys of small businesses suggest that while small business loans have clearly
become harder to obtain, deteriorating business conditions appear to represent an even

larger problem. In the NFIB’s December 2009 survey, the percent of respondents who

* “NFIB Small Business Economic Trends,” January 2010.

* “NFIB Small Business Economic Trends,” January 2010.

4 Federal Reserve Board, Senior Loan Officer Opinion Survey on Bank Lending Practices, January 2010,
http://www.federalreserve. gov/boarddocs/SnloanSurvey/

-7-
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said that loans were “harder” to get in the last three months outnumbered those who said
loans were “easter” to get by 15 percentage points, near the record high in 1980. In
addition, the percent of respondents citing “finance and interest rates” as their single most
important business problem stood at just 4 percent, compared to 3 percent one year ago.
By comparison, a 34 percent plurality of respondents cited “poor sales” as their biggest
business problem, up from 27 percent a year ago. The percentage of respondents who
said that sales were “lower” in the last three months outnumbered those who said sales

were “higher” by 25 percentage points.’

Ensuring that creditworthy small business borrowers have access to credit remains
critical to sustaining the economic recovery. FDIC-insured institutions are a major
source of financing for small businesses, supplying over 60 percent of the credit used by
small businesses to run and grow their businesses. Community banks have a particularly
important role in lending to small businesses. As of June 30, 2009 (the most recent data
available), community banks accounted for 38 percent of small business and farm loans,

even though these institutions represented only 11 percent of industry assets.

Recent initiatives and proposals to support small business financing will help to
sustain local communities and community banks. For example, the American Recovery
and Reinvestment Act (ARRA), signed into law last February, temporarily raised the
guarantee levels on Small Business Administration (SBA) 7(a) loans and eliminated
upfront borrowing fees on SBA loans in the 7(a) and 504 programs. ARRA also

provided a range of tax cuts and tax incentives for small businesses, helping them to cope

5 “NFIB Small Business Economic Trends,” January 2010.
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with the unusually harsh economic environment. In addition, the Federal Reserve’s Term
Asset-Backed Securities Loan Facility (TALF) was authorized to provide financing for
SBA-backed loans. After these measurces were implemented in early 2009, both the
volume of SBA loan originations and the volume traded in the secondary market have
risen above pre-crisis levels.® Further efforts to support small business financing will

also provide important benefits to the overall cconomy.

Commercial Real Estate

The deep recession, in combination w‘ith 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 8 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. Against a
backdrop of 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, CRE financing has been harder to obtain
since last year’s financial crisis. There were no commercial mortgage-backed securities
(CMBS) issued between July 2008 and May 2009 and only $5.1 billion has been issued
since then. Commercial mortgage lenders are also reassessing their underwriting
standards. According to the Federal Reserve’s Senior Loan Officers Survey, a majority of

lenders surveyed reported tightening underwriting standards during the financial crisis in

©U.S. Department of Treasury, “Treasury, SBA Host Small Business Financing Foram,” November 18,
2009, http://www. treas.gov/press/releases/tg411.htm
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late 2008 and into 2009. Even according to the most recent survey in January 2010, more
than one-fourth of lenders surveyed continued to report tightening underwriting

standards, while none reported easing underwriting standards.’

Nationally, prices for CRE properties as measured by the Moody’s/REAL
Commercial Property Price Index are more than 40 percent below their October 2007
peak. As of fourth quarter 2009, quarterly rent growth has been negative across all major
CRE property types nationally for at least the past year. Asking rents for all major CRE

property types nationally were lower on a year-over-year basis.®

The most prominent area of risk for rising credit losses at FDIC-insured
institutions during the next several quarters continues to be in CRE lending. While
financing vehicles such as CMBS had emerged as significant CRE funding sources in
recent years, FDIC-insured institutions still hold the largest share of commercial
mortgage debt outstanding, and their dollar volume exposure to CRE loans stands at a
historic high. As of December 31, 2009, CRE loans totaled almost $1.8 trillion, or 24.9
percent of total loans and leases. In terms of concentrations of credit, CRE at FDIC-
insured institutions represented 133 percent of total risk-based capital, lower than the 151
percent seen one year earlier, but still significantly higher than levels at the beginning of

the decade.

7 Federal Reserve Board, Senior Loan Officer Opinion Survey on Bank Lending Practices, January 2010,
http://www federalreserve.gov/boarddocs/Snl.oanSurvey/
# Property and Portfolio Research

-10-
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The large and widespread decline in the value of residential and commercial real
estate over the past two to three years represents a major dislocation to certain lending
markets. Small firms tend to borrow on a secured basis because it helps them obtain
more credit on more advantageous terms than would be the case for an unsecured loan.
As of September 2009, just over half of the total liabilities of nonfarm noncorporate

businesses (many of which are small businesses) took the form of mortgage loans.

1t is clear that the decline in the value of collateral impacts the ability of business
borrowers to obtain new credit or rcnew existing lines. In many instances, this can result
in fewer new loans being granted, less additional credit being made available under
existing lines, and demands for additional collateral. Declines in real estate values have
reduced the collateral coverage for many secured loans, raising their effective loan-to-

value ratio.

The widespread problem of eroding collateral positions represents a serious
dislocation in small business loan markets at present. It is also a problem that the federal
banking agencies have directly addressed through the October 2009 Policy Statement on
Prudent Commercial Real Estate Workouts. While these efforts to help banks and
borrowers work together can help to reduce unnecessary foreclosures and preserve credit
relationships in many cases, they can do little to correct the underlying problem of lower
asset values. This is a problem that can only be resolved over time, as problem loans are

dealt with and market conditions return to normal.

-1t-
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Losses in CRE portfolios thus far have been most prominent in construction and
development (C&D) loans. As noted previously, noncurrent and net charge-off rates for
C&D loans are both at record high levels. Outside of construction portfolios, losses on
loans backed by CRE propertics have been modest to this point. Net charge-offs on loans
backed by nonfarm, nonresidential properties have been just $11.3 billion over the past
cight quarters. Over this period, however, the noncurrent loan ratio in this category has
nearly quadrupled to 3.82 percent, and we believe it will rise further. It is likely that
increased vacancy rates and lower rental income will translate into more borrowers
unable to cover their debt service. The ultimate scale of losses in the CRE loan portfolio
will very much depend on the pace of recovery in the U.S. economy and financial

markets during the next few years.

The Role of Bank Supervision

As federal supervisor for nearly 5,000 community banks in the U.S., the FDIC
and its examiners uniquely understand that bank lending is the lifeblood of our local and
national economies. We share Congress’ and the public’s belief in making credit

available on Main Street and working with borrowers that are experiencing difficulties.

The FDIC’s bank examiners work out of duty stations located in 85 communities
across the country, and are both knowledgeable of local conditions and very experienced
in their profession. Many have seen more than one previous economic down cycle and

recognize the critical role that banks play in credit availability. We believe that our

-12-
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examiners do their jobs with a keen understanding of the economic environment and real

estate conditions where banks operate.

Concerns have been expressed by small businesses, trade groups, and members of
Congress that the bank supervisors may be contributing to the lack of credit availability,
and that examiners are discouraging banks from extending small business and
commercial real estate mortgage loans. There arc assertions that examiners are
instructing banks to curtail loan originations and rencwals, and are criticizing sound
performing loans where collateral values have declined. We also have heard criticisms
that regulators are requiring widespread re-appraisals on performing commercial real
estate mortgage loans, which then precipitate write-downs or a curtailment of credit

commitments based on a downward revision to collateral values.

We recognize that the supervisory process mirrors the underlying economic,
financial, and managerial challenges that many banks are facing. Even at the most
troubled institutions, our primary goal is to help the institution return to financial health

and sound operation.

1 would like to emphasize that FDIC examiners are not directly involved in bank
credit decisions. Accordingly, the FDIC provides banks with considerable flexibility in
dealing with customer relationships and managing loan portfolios. We do not instruct
banks to curtail prudently managed lending activities, restrict lines of credit to strong

borrowers, or deny a refinance request solely because of weakened collateral value. In

-13-
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addition, we encourage banks to be knowledgeable of local market conditions and closely
review collateral valuations when a borrower’s financial condition has materially
deteriorated and a sale of the collateral may be necessary. We would not require a re-
appraisal for a healthy performing loan. We leavc the business of lending to those who
know it best -~ the community bankers who provide credit to small businesses and
consumers on Main Street. The FDIC belicves that bank supervision should avoid

interfering with banks’ day-to-day credit operations.

To reiterate the importance of bank lending at this critical stage in the economic
cycle, we have an on-going dialogue with our regional directors about credit availability.
It has been re-emphasized that examiners should encourage banks to originate and renew
prudently underwritten commercial loans and work cooperatively with borrowers facing
financial difficulties. Examiners will not criticize financial institutions for making good
loans or entering into prudently structured workout arrangements. These expectations are
consistent with the FDIC’s bank examination process and policy guidance that has been

issued to the institutions we supervise.

The crux of many of the complaints about refinancing commercial loans seems to
center on what is a performing loan. We hear that loans are considered to be in
performing status by many borrowers because they are current on the interest payments.
However, in some cases, the interest payments are coming from the loan proceeds --
often because the borrower is in a deteriorating financial condition. It is difficuit for the

bank, and the examiner, to not consider this sitnation a potential problem. In other cases,
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borrowers complain that examiners are telling banks that more equity is needed when the
collateral goes down in value. To be clear, FDIC examiners focus on borrower cash flow
as the primary source of repayment during our credit reviews -- not on collateral support
which serves a secondary or tertiary source of repayment. When reviewing loans during
our examinations, we look at collateral documentation, but also closely focus on the
borrower’s financial strength, as well as other critical elements of credit support such as
guarantor support, business cash flow and prospects. The borrower’s willingness and
ability to keep payments current, especially when economic conditions are stressed, is

always the primary evaluative criterion for our loan reviews.

We have also reached out to the industry to help us frame policies and supervisory
procedures that will help lenders navigate through this credit cycle and become more
comfortable extending and renewing loans. One of the first steps in this process was to
establish the FDIC’s Advisory Committee on Community Banking in mid-2009 to better
enable our Board and senior management to have a dialogue with the industry on how we
can improve our supervisory programs and foster improved availability of credit. The
Advisory Committee met most recently on January 28" where we discussed many of the
issues we are discussing today in this testimony -- issues facing the community bankers
including credit availability and access to the capital markets. We also discussed interest
rate risk exposure, funding issues and other topics of interest to community bankers in
this current financial environment. The Advisory Committee will continue to meet
regularly and provide direct input from community bankers on the many critical issues

they currently face. Our expectation is that, together, we can come up with creative
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solutions to address some of the difficult challenges facing the industry. Community
banks are the lifeblood of their communities, making loans to countless individuals, small
businesses, not-for-profit organizations and other community-based organizations, so we

must ensure the continued viability of well-run community banks.

From a banking policy perspective, the FDIC has issued several statements that
encourage financial institutions to continue making prudent CRE loans and working with
borrowers that are experiencing difficulty. We have been providing this encouragement
since the onset of the current crisis. In March 2008, we issued a Financial Institutions
Letter on Managing CRE Concentrations in a Challenging Environment which reiterated
supervisory guidelines for managing CRE portfolios, while encouraging banks to keep
prudent CRE credit available in their markets. At the time, we recognized that credit for
small business and commercial real estate had become relatively scarce, and our goal was

to support banks’ efforts to continue lending despite difficult market conditions.

In November 2008, the FDIC joined the other federal banking agencies in issuing
the Interagency Statement on Meeting the Needs of Creditworthy Borrowers to encourage
banks to continue making loans available to creditworthy borrowers and work with
mortgage borrowers that are having trouble making payments. The banking agencies
remain committed to this Statement as it promotes lending to creditworthy customers,
working with mortgage borrowers that need relief, and implementation of appropriately

structured compensation programs.

-16-
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More recently, in October 2009, we joined the other financial regulators in issuing
the Policy Statement on Prudent Commercial Real Esta(e Workouts. This Policy
Statement encourages banks to restructure commercial real estate loans, applying
appropriate and long-standing supervisory principles in a manner that recognizcs
pragmatic actions by lenders and borrowers are necessary to weather this difficult

economic period.

As I mentioned earlier, the regulators have also issued the Interagency Statement
on Meeting the Credit Needs of Creditworthy Small Business Borrowers on February 5%
to encourage prudent lending and empbasize that examiners will apply a balanced
approach in evaluating small business loans. We believe this statement will help banks
become more comfortable extending soundly underwritten and structured small business

loans.

We will continue our dialogue on credit availability with the banking industry,
members of Congress, and the public in 2010. As I stated earlier, bank lending is an
essential aspect of economic growth and will be vital to facilitating a recovery. Our
efforts to communicate supervisory expectations to the industry should help banks
become more comfortable extending and restructuring loans, and in turn strengthen

business conditions and hasten a much-awaited recovery.
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Conclusion

FDIC-insured banks are uniquely equipped to meet the credit needs of their local
markets, and have a proven tradition of doing so, through good times and bad. However,
in the wake of the longest and deepest recession since the 1930s, large dislocations in real
estate and credit markets are contributing to an economic recovery that is characterized
by weak private demand and persistent high unemployment. While it will clearly take
time to fully resolve these credit market dislocations, there is a clear need for policies that
promote the prompt and orderly workout of existing problem loans and that enhance the
ability of lenders to make new credit available to qualified household and business

borrowers.

In concert with other agencies and departments of the federal government, the
FDIC continues to employ a range of strategies designed to ensure that credit continues to
flow on sound terms to creditworthy borrowers. Banks are being encouraged to work
with borrowers that are experiencing difficulties during this difficult period whenever
possible. While many challenges remain before us, | am confident that the banking
industry as a whole is moving in the right direction -- toward sounder lending practices,
stronger balance sheets, and a greater capacity to meet the credit needs of their

communities.

-18- -
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Chairwoman Velazquez, Chairman Frank, Ranking Member Bachus, Ranking
Member Graves, and Members of the Committee, I'm David Hoyt, Head of

Wholesale Banking at Wells Fargo & Company.

Thank you for the opportunity to be here today to discuss lending and credit
— topics that are critical to business owners, our business at Wells Fargo,

and the economic recovery.

For 158 years, Wells Fargo has focused on working with customers and
building long-term relationships in the communities where we do business.
As the number one small business, middle market, and commercial real
estate lender in America, we have tens of thousands of people in our

company dedicated to serving the needs of these business owners.

At Wells Fargo, we have small business lenders throughout the United
States located in our 6,600 stores in 39 states. We also have 95 offices
nationwide solely dedicated to serving the needs of middie market

companies.
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Wells Fargo serves more than two million small businesses and has
relationships with over 15,000 middle market businesses nationwide. We
bank approximately one out of every ten small businesses and one out of
every three middle market businesses in the country. When businesses need

credit, we are prepared and eager to lend fo them.

In many cases we have banking relationships with customers that have
spanned muitiple economic cycles. We proactively work with borrowers that
may be experiencing difficulties and encourage them to have conversations

with us as early as possible so that we are able to explore alternatives.

Many business owners in America are hurting. Our recent Wells
Fargo/Gallup Small Business Index surveyed in January showed us that
business owners’ current financial situation — which in our survey, is .
comprised of business owners’ perceptions on cash flow, revenues, capital

spending, credit availability and job hiring - is at a seven-year low.

At Wells Fargo we are doing our part to get consumers and businesses back
on their feet by making credit available to credit-worthy borrowers in the
communities where we do business. in 2009, we extended over $40 billion of

new credit to our business borrowers.
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While credit availability has improved since early 2009, we continue to read
media stories and hear directly from business owners who are concerned
about being able to obtain the credit they need to run their businesses.

We also see that demand for business credit has remained soft through the

fourth quarter of 2009.

In our opinion, the reality of weaker loan demand as well as the perception of

the lack of availability of credit is rooted in several factors.

First, the economy has taken a toll on the credit and financial capacity of
many businesses, reducing their cash flow and capacity to repay debt. At
Wells Fargo, we rely on the fundamentals of sound credit underwriting and,
as a responsible lender, only extend credit to borrowers that demonstrate

the ability to repay it.

Second, asset values have declined from much higher levels which existed
at the top of the economic cycle. In particular, the commercial real estate
market has seen significant declines — which | will discuss later. Businesses
that relied on the value of these assets to borrow can’t borrow as much

against them today.

Third, given the uncertainty of the current economic environment, we see

our borrowers being more conservative — stocking less inventory and
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making fewer capital investments — which reduces their need to borrow. On
average, utilization rates of our middle market customers’ lines of credit

have dropped from normal rates in the 40s to 35 percent.

This behavior is consistent with prior economic cycles and we would expect
both line usage and demand for credit to normalize as the economy

improves.

Finally — loan structures and terms are more conservative now than at the
peak of the economic cycle - and we believe appropriately so. The
increasingly aggressive extensions of business credit were partially
responsible for the current financial crisis. Borrowers that accessed credit
on those terms find the terms of credit extended today more restrictive. We
believe that a return to more prudent lending standards is important to a

sound financial system.

Turning to the commercial real estate market, we hear a lot of concern about
the availability of credit. The commercial real estate industry has been
particularly impacted as asset values have decreased significantly leaving
many borrowers and lenders in a position where loans exceed the value of

the property securing them.
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During the last decade, the commercial real estate market saw substantial
amounts of liquidity entering the market which reached an all time high in
2007. As a result, valuations increased as investors were willing to accept a
lower return on a given stream of cash flow. Returns to investors — which
generally had been in the eight to nine percent range historically~ dropped to
six percent or less — a level which, in our experience, was unsustainable. As
the economy slowed, returns reverted to normal levels. Adding to the
problem, weaker tenant demand and tenant failures are resulting in a decline
of cash flow generated by individual properties. The combination of these
issues has resulted in declining property values, in many cases 40 to 45
percent. Lenders and property owners alike are now faced with the difficuit

reality of significantly lower asset values.

Our recent experience is that there is substantial liquidity available in the
market to deal with these issues on a macro level - although these
resolutions are often economically painful to individual owners and lenders.
In our opinion, this is not a short-term problem and our expectation is that it
will take some time for the problem of overvaluation of commercial real

estate to work its way through the system.

Being Part of the Solution

There is work to be done and we want to be a part of the solution for

individual business owners and the economy in general.
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More than ever, our bankers are staying close to their customers to
understand and help them with their current circumstances as well as their

future borrowing needs.

Over the last year, Wells Fargo hired 1,500 store bankers to service the

needs of our customers. We expect to add at least 700 more this year.

When lending to small businesses, we are taking time to re-evaluate the
loans we have declined. We take a second look at declined loans because we

want to make every good loan we can.

We are also educating small business owners so they can make better
financial and credit decisions. Through the education section of our
dedicated small business website we offer a comprehensive library of online
advice tools including videos covering important business topics such as
credit, financing, retirement planning, expense control and revenue growth,
Additionally, through Wells Fargo’s Diverse Business Services programs, we
are providing outreach and education to the fast-growing women and diverse

business owner segments.

We also support provisions in the America’s Recovery and Reinvestment Act

of 2009 intended to incentivize small business lending. Specifically, we have
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found that the fee waivers on the SBA 7(a) and 504 programs, as well as the
90 percent guarantee, have proven to be successful and effective in helping
small businesses owners access the credit they need. We encourage
Congress to extend the reauthorization and funding of these provisions

when they expire at the end of the month.

Moving Forward

There are some positive signs in the market. While loan demand is still soft,
it has improved over the last several months.

« Businesses that are applying for credit are generally stronger than a
year ago.

« Competition for well-underwritten loan opportunities has increased
over the last few months — leading to healthy and strong competition
between financial services providers.

+ Liquidity in the markets has also improved — particularly in the
commercial real estate industry.

+ Business owners reported in our last Small Business Index that they
are more optimistic about the future and expect future revenues,

capital spending and cash flow to improve over the next 12 months.
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As we all travel along the road to economic recovery, Wells Fargo maintains
our commitment to helping businesses owners - large and small alike -

succeed financially.

Madame Chairman, Mr. Chairman and Members of the Committee, thank you

and | would be happy to answer questions.

###
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Chairwoman Velazquez, Chairman Frank, Ranking Member Graves, Ranking Member Bachus, and
Members of the Small Business and Financial Services Committees, thank you for the opportunity to testify
today on behalf of the National Association of Small Business Investment Companies (NASBIC) regarding
the state of small business lending. Clearly banks are critical to small business lending, but non-bank lenders,
such as Small Business Investment Companies (SBIC) are an important and often overlooked part of the
equation. When the Treasury and the Small Business Administration held a summit on small business
financing Jast November, the only small business participant at the small business forum who said he had

adequate access to capital was backed by an SBIC. Small businesses need more SBICs.

My name is Charles McCusker. I am a founder and a managing partner of the Patriot Capital family of
investment funds. Patriot Capital holds three Small Business Investment Company (“SBIC”) licenses and in
conjunction with its predecessor funds, has been investing in small businesses for two decades. Under its
three licenses, Patriot Capital has provided investment capital to 64 small businesses and the Patriot Capital
portfolio of companies employs over 10,000 people. 6,000 of these jobs were created as a direct result of our

in investments.

SBICs are very small, highly regulated private investment funds that invest capital exclusively in domestic
small businesses, primarily through long-term debt investments. The SBIC program has been operating with
bipartisan support since 1958. Under this program, funds raise private capital from institutional and

individual investors and, upon licensure by SBA, can access low cost leverage to multiply the amount of



247

capital available for small business investment. Through fees and interest payments, the SBIC Debenture
program operates at a zero subsidy rate and does not require or receive annual appropriations from Congress
to provide leverage. One of the keys to the success of this program is the fact that all taxpayer dollars are
repaid to SBA before investors begin to receive any return of their investment capital. Unlike some other
types of private equity, SBICs generally provide growth capital and expertise to support small business
owners and managers. SBICs have provided some of the early capital for such well-known companies as
Federal Express, Intel, Outback Steakhouse, Staples, Quiznos, and hundreds of companies that are listed on
the NASDAQ.

In the autumn of 2008 small business lending dramatically tightened following the financial meltdown.
Credit lines for many companies were reduced or pulled entirely and many small businesses were
immediately limited in how their businesses could operate. Across most industries, the result was decreased
production, increased unemployment, and a substantially reduced taxpayer base. Access to senior debt,
usually provided by banks, largely disappeared and many small business transactions froze. Almost eighteen
painful months later, the capital access problem for small businesses remains. It has thawed to a degree
senior debt may be available but it is very restrictive. For example, we have a recycling company in the
Midwest that has struggled but survived the economic downturn, met every expectation that they laid out to
the bank and yet the bank continues to reduce the amount of credit available to this company. And while
debt capital would be available if the company were on a larger scale, small businesses like this paper
recycler are having serious problems accessing capital. While there have been some recent signs of bank
credit availability for small businesses increasing, there are still reasons for concern as small businesses still

have limited access to long-term capital.

This is where SBICs fill the capital void in the marketplace. SBICs function in a symbiotic relationship with
banks. Banks are not competitors, but are major investors in our funds and are sources of daily credit for the
businesses in which we invest. SBICs fill an important and unique role in providing capital to small
businesses. SBICs generally provide long-term capital in the $500,000 to $5,000,000 range, a range in
which banks are often not comfortable lending, particularly smaller community banks. SBICs also invest in
small businesses which, despite being solid companies, are considered too risky for banks to consider worthy
of credit. For example, in FY 2009 SBICs made over 20% of their investments in Low and Moderate Income

areas and well over 90% of investments held by SBICs were in smaller enterprises. In addition, banks are
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often more comfortable lending to small businesses with SBICs as long-term capital investors. The country
needs more SBICs in total and more SBICs in underserved markets. For example, some very large states

only have two active SBICs and some smaller states have none.

Over the last decade, our three Patriot Capital funds collectively have invested over $200 million in 64
domestic small businesses in 23 states (AZ, CO, CT, FL, GA, IL, KY, LA, MD, NC, NJ, NV, NY, OH, OK,
OR, PA, SC, TN, TX, UT, VA) and these businesses employ over 10,000 people. Over 6,000 of these jobs
were created as a direct result of our investment. We have businesses in multiple industries and very few are
immune to the current lack of liquidity in the market place. Several very solid, well-managed companies in
our portfolio, from the Midwest paper recycler to a Southeastern trucking company to an East Coast

telecommunications manufacturer to a rural provider of natural gas equipment, would have been put out of

business and liquidated by their banks if not for the SBIC program and the capital we can bring to support
these small businesses. In approximate numbers, these four companies represent over $100 million in
revenue and over 600 American jobs. These may not seem like large numbers, but they are huge numbers to
their employees and their hometowns. Also, consider that these four companies represent only 4% of our
portfolio and Patriot Capital, while collectively one of the largest SBIC licensees, still represents less than
2% of the SBIC program. Stories like this can be told by every one of the SBICs in the marketplace. Itisa
fact that it is faster and easier to save and create jobs in a solid small business than it is to create them from

scratch.

Thanks to the leadership of Chairwoman Velazquez and the Small Business Committee, last year Congress
passed a number of SBIC improvements that were signed into law via the Recovery Act. Last fall, the Small
Business Committee passed a bipartisan reform of the SBIC program that is still pending in the Senate. With
these Congressional actions and the Administration’s appointment of quality officials at SBA, the SBIC
program is experiencing a renewal that should release billions of dollars to small businesses without any
additional cost to the taxpayer. In 2008 only six SBIC licenses were issued. Only a few months into FY
2010, SBA has already issued eight new licenses. Further, there are approximately 50 more funds currently
in the application pipeline. If most of these funds are licensed it is reasonable to expect that billions of
dollars will soon be flowing to small businesses, again at no cost to the taxpayer. If the House passed SBIC

improvement legislation is enacted, that number could increase by another couple of billion dollars.
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However, without private sector investment these SBICs in formation cannot get their licenses and cannot

get capital flowing.

Despite the laudatory efforts of the Administration and Congress to fully utilize the SBIC program to
facilitate capital flowing to small businesses, there are a number of issues which are currently chilling
institutional investment in SBICs and therefore denying small business access to credit. The key to the 52-
year success of the SBIC Debenture program is the fact that private capital leads and SBA leverage follows.
No taxpayer money is at risk until the private money is lost (a very rare occurrence). Policymakers should

remove barriers and create incentives for private investment in SBICs.

Bank Investment in SBICs

The day afer the President announced his proposal to ban all bank investment in private equity, a number of
banks immediately suspended their investment commitments to SBICs in formation. Banks do not want to
invest in SBICs and a few months later find out that they may have to divest their positions. Some SBIC
funds have 100% of their capital coming from banks. While 100% is no the nomm, 40-50% is common. If
bank capital is banned from SBICs, then the wave of SBICs currently in formation will have a much harder
time raising the required private capital — many will not get licensed. The result will be fewer SBICs and the
loss of over $2 billion of capital to small businesses. As an important matter of legislative history, prior to
Gramm-Leach-Bliley, when banks were severely limited in their ability to take equity stakes in companies,
bank investments in SBICs were explicitly allowed and encouraged. Bank involvement in highly regulated
SBICs is completely unrelated to hedge funds or other unregulated financial investment funds and offer no

systemic risk.

CRA Credit for Investment

The Community Reinvestment Act has been an effective incentive for banks to invest in SBICs and needs to
be strengthened significantly. To oversimplify a bit, about 25% of a banking institution’s CRA score is
derived by the bank examiners’ review of bank investments. Given the nature of the SBIC and their
limitations to exclusively invest in small business, banks have received dollar for dollar credit for investing
in SBICs. In the past nine months that has changed — although there has been no change in regulations or
statute. Suddenly a few banks are being told by their regulators that the amount of CRA investment credit

they will receive is far from certain. The net effect of this unexplained change in direction by a handful of
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regulators is that some banks have stopped investing in SBICs. One major bank has stopped investing
entirely and another major bank is actively considering ceasing investing in SBICs. This change is cutting off
capital to small businesses. This policy change is particularly damaging to underserved areas because many
states do not have any SBICs or have too few for their size. Causing confusion on CRA credit limits the
creation of new funds and therefore limits increases in the diversity of new SBIC licenses. As mentioned
before, if SBICs do not have access to this institutional investor group, this important small business

program will be in jeopardy. Regulators should reaffirm that bank investments in SBICs will receive full

credit for the investment portion of their CRA score.

Community Bank Capital - TARP

In addition to the above mentioned reasons for reductions in bank investment in SBICs and despite the
excellent returns on invested capital, there is another reason for reductions in bank investment and lending —
they simply don’t have or don’t want to put more money to woik while their regulators are aggressively
scouring their books. Banks are being asked to lend more while be required to reserve more. It is this very
reason, that the Obama Administration recently proposed providing $30 billion in unused TARP funds to
community banks expressly for small business investment. This promising proposal should help community
banks lend more and is a welcomed development. However, this proposal also presents an opportunity to
use the billions in dormant SBIC leverage that could help thousands of small businesses and result in job
creation. If community banks were provided legislative incentive to invest only three (3%) percent of this
money in CRA-eligible SBICS then the SBIC mechanism would quickly release nearly an additional two
billion dollars in capital for growing small businesses without any additional cost to the taxpayer. Ata
minimum, the Administration or Congress should issue public guidance to banks that they are allowed to use
these new funds to invest in SBICS. Setting aside a fraction of this capital for community banks to invest in

SBICs would be even more beneficial to small businesses.

Capital Gains

Although your two committees do not have direct jurisdiction over tax policy, it is important to discuss the
President’s proposal for zero capital gains for qualified small business investments. This proposal is a
healthy incentive to provide private capital to small businesses. However, this proposal could have a much

bigger impact if it were to specifically include SBICs. Because of the money multiplying nature of the SBIC
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program, applying this tax incentive to SBICs would triple the benefit to small businesses. We would

encourage that SBICs be explicitly included in this tax provision.

Thank you for the opportunity to testify at this joint hearing. I would welcome the chance to share my first

hand small business knowledge and answer any questions you may have.
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Thank you, Chairwoman Velazquez, Chairman Frank, and Members of both Committees.

Many small businesses continue to have problems getting access to capital. We know
this is a situation that must be fixed. Small businesses have created about 65 percent of
the net new private jobs over the past 15 years, so we know we need a robust small
business jobs plan that addresses these credit gaps

With your help, we’ve already taken an important step forward. 1 want to thank Congress
for passing the Recovery Act and the subsequent extension of SBA’s 90 percent guaranty
and reduced fee provisions. Over the past year, this helped us leverage $500 million in
taxpayer dollars into more than $20 billion for small businesses. This also helped bring
back more than 1,100 lenders who hadn’t participated in SBA lending since at least 2007.
Compared to the depths of the recession in the weeks before the Recovery Act ~ when
lending was at rock bottom — that reflects a weekly volume increase of more than 90
percent.

These provisions have helped, but we know gaps still exist. Small businesses and their
lenders are asking SBA to step up in even more ways. We analyzed the issues in today’s
credit market, and we have constructed a targeted series of proposals that fill the most
critical gaps that exist.

The resulting Jobs Plan is guided by three key principles: build on what works, maximize
limited taxpayer dollars, and make targeted changes as quickly as possible. The plan has
five key components.

Page |
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The first problem is that some community banks which make the most loans to small
businesses don’t have the capital to lend. That’s why the President proposed a $30-
billion Small Business Lending Fund to provide community banks low-cost capital with
incentives to increase their small business loans beyond 2009 levels.

The second problem is that many banks are still having trouble taking risk even with
creditworthy small businesses. That's why the Administration and small businesses have
spoken out in support for extending the 90 percent guaranty and reduced fees through this
fiscal year. These funds ran out this week and we are working with Congress to secure
additional funding for an extension through September. Since Monday, there are about
250 loans totaling more than $90 million in our queue awaiting this possibility.

Quarterly Gross 7(a) and 504 Loan Approvals
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The third problem is that many small businesses need bigger SBA loans, including
franchisees, manufacturers, exporters, and others. By increasing our top loans from §2
million to $5 million, we can help them create jobs quickly.

Percentage of SBA Loans Over $1.5 Million

(FY 2005 - FY 2009)
7(a) Program 504 Program
100% ‘ 100% -
B0% N - 3% -
b * Taloans under BO% T TN soa lpans

515M B e S under$iSM |
B gy Bl T T

1504 foans over
S50

F7aluans over
5158

05 W06 w007 ki

ity 2008 w67 2008 308

The fourth problem is that small businesses can’t find access to working capital. Many
small finms are seeing an uptick in sales and need to make hires or restock shelves
quickly. By temporarily raising SBA Express loans from $350,000 to $1 million, we can
help them regain traction and growth.

Comparison of SBA Express and Overall 7(a) Loan Program
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The fifth problem is commercial real estate mortgages are set to mature in the next few
years for many owner-occupied small businesses. It’s important that we prevent
creditworthy firms from facing unnecessary foreclosure and lost jobs. That’s why the
President proposed temporarily opening up SBA’s 504 program for refinancing. This
will allow small businesses that are current on existing debt to lock-in stable, long-term
financing in the face of declining real estate values, while freeing up banks to make even
more small business loans.

We know that a critical part of our job at SBA is to facilitate the connections from
entrepreneurs and small business owners to private lenders — we call this approach Direct
Access. We need to make sure that creditworthy small businesses can find their way to
banks that are lending. For example, we are working to get all of you the names and
contact information for SBA lenders in your areas — and to make this information more
readily available to your constituents online, in our offices, and through our resource
partners.

And when an entrepreneur or small business owner is not creditworthy, we are committed
to providing free counseling services through our extensive network of volunteer and
affiliated counselors. Each year, they help thousands of small business owners refine
their business plans and strategies not only to become more creditworthy, but also to be
more successful and create more jobs in the long run.

Again, our principles are these: build on what works, maximize limited taxpayer dollars,
and make targeted changes as quickly as possible. We know that problems in the credit
market still exist, but we are confident that — with this plan, and hard work and outreach
from our SBA infrastructure and throughout the Administration ~ we can fill those gaps
and meet the needs of small businesses.

I look forward to your comments and questions about the Jobs Plan and SBA’s efforts to
help ensure that small businesses can continue to lead America to full economic recovery.

HHH
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“CONDITION OF SMALL BUSINESS AND COMMERCIAL REAL
ESTATE LENDING IN LOCAL MARKETS”

Good afternoon Chairman Frank, Chairwoman Veldzquez, ranking
member Bachus, ranking member Graves and members of the Committees,
my name is Cathy Nash and I am the President and CEO of Citizens Republic
Bancorp (a $12 billion bank headquartered in Michigan and serving the upper
Midwest). I am also a member of the Board of Directors of the Consumer
Bankers Association {CBA). For more than 90 years, CBA has been the
recognized voice on retail banking issues in the nation’s capital. Member
institutions are the leaders in all areas of consumer financial services,
including small business lending. CBA members include most of the nation’s
regional and super community banks, as well as the largest bank holding

companies that collectively hold two-thirds of the industry’s total assets.
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I am pleased to have this opportunity to appear before you today to
discuss the issues surrounding small business and commercial real estate
lending. As we seek to continue to move our economy, indeed our country,
back on the path of stability and prudent growth, it is important to seek input

and engage in vigorous debate with those most able to influence that path.

In my positions with Citizens Republic and CBA, I see that the
challenges we face in serving our clients, protecting our depositors and
navigating through the current economic climate have been magnified. Asa
bank we ask, how much capital is enough? Some would now say, in the view
of the crisis we experienced, that a bank can never have too much capital.
With an uncertain view of the near future, regulators must focus on protecting
the bank’s depositors. The best way to do that is require banks to hold more
capital. However, every dollar of capital a bank carries to cover a potential
bad loan is a dollar that cannot be lent to a business owner. It is a dollar that

cannot help a community recover and grow by adding jobs.

It is exactly the holding of more capital that adds to the cycle’s length
and severity. By holding capital and therefore making fewer loans, or

actively shrinking the bank’s balance sheet to preserve even more capital,
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businesses cannot grow and hire because their capital access has been

restricted.

As banks have navigated through this cycle, it is clear that some of the
practices of the last decade must be curtailed and this impacts those businesses
seeking to borrow today. In the past, banks competed vigorously for new
loan clients. While most banks had strong credit criteria and policies, too
often those were overridden to “win” a deal. In today’s environment, we
have not loosened nor tightened our standards. We are holding every loan
opportunity up against those policies. This may feel to a borrower as if the
bank is getting more restrictive when, in fact, we are following long-

established policies.

In our markets, we saw some banks close credit lines via letters that
clients brought into our branches. We have seen competitors exit industry
segments and geographies. For business clients, we look at each borrower
discretely. Based on their plans and forecasts, we have tried to size our lines
of credit based on their business need. For example, a long standing client
with a $2 million line of credit that has never been drawn down causes the

bank to hold capital against that line, although never used. So we might work
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with that client to reduce the line to better match their business needs and
forecasts. To some clients, this may feel like a significant reduction. Our
goal continues to be to ensure we meet our clients’ needs and manage our

capital requirements.

Commercial real estate lending is driven by lower occupancy and/or
lower rents paid by tenants or on the building side, slower sales that result in
lower prices. These factors in turn drive the appraisal of the properties and
our ability to lend to the level that we originally thought we could. For
example: we have a client who wants to build an office building -- a $10
million project. Presales did not come through and those that did were at
lower rent rates. Our client believes the market will “come back™ but is
unwilling to put in additional money to maintain the loan-to-value that we look

for per our credit policy.

Recent changes and proposals have been made that should have a
positive impact. Last fall, the FFIEC’s policy statement on Commercial Real
Estate Loan workouts was issued. I do not believe this was issued with the
intention to increase commercial real estate lending, but rather to provide

guidance on how to manage those commercial real estate clients you have that
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are faced with devalued property. Simply put, we don’t have to move a
project that has cash flow into non-performing simply because the appraisal of
the property is lower. We were encouraged to complete the analysis of our
portfolio by our regulators. As to whether the regulators supervision has been
consistent — we are just entering our loan review exam with our regulators, so

that remains to be seen.

Finally, the president’s recent proposal and HR 3854, with proposed
changes to SBA loans, are also positive steps. Providing revolving working
capital — this primary use of SBA express loans is more critical today than
ever — by increasing the limit to $1 million on those loans, allows us to work
with an even greater pool of borrowers to properly position them to
successfully navigate the next few years in this cycle.

The president’s second proposal, to allow for refinancing of owner
occupied commercial real estate loans under the SBA 504 program, is also a
very positive move. Today, those loans cannot be used to refinance maturing
debt. This change opens the door for borrowers to access long term fixed
rates (20 year fixed for 40% of the loan need), something very important in an

uncertain time and a view of rates eventually rising.
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Without going into a review of each HR 3854’s provisions, generally
the increase in 7(a) loans from $2 to $3 million is good, but could have a
much greater impact, since it is allowable for debt refinance, if it was
expanded to $5 million. The 90% guarantee on the 7(a) loans as well as
simplifying the process will get more banks participating in the program, so

that is also a positive.

The ARC Loan program is well intended but may not be enough to get
bankers to use it, as it essentially asks the bank to certify that the borrower is
in financial hardship and at the same time certify that the borrower will be

able to pay the debt back to qualify for the loan.

In your invitation, you asked how banks can, as a practical matter, best
fulfill their fundamental role as intermediaries in the credit markets consistent
with prudent lending standards and strong capital requirements in a period of
extreme financial and economic stress. That is indeed the key question.

Good borrowers, who have the willingness and capacity to repay, will always
find a loan. Those borrowers with weaker financials will find it more difficult
to meet the credit requirements of their bank. The fundamentals of capacity

and willingness to repay must be established once again as a hallmark of
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lending activity. This will happen, one borrower at a time, by bankers who
know and understand them. We thank you for continuing to look for ways to
improve small business and commercial real estate lending. The CBA is
committed to working with the members of both committees to achieve this

goal.
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The National Association of Development Companies (NADCO) is pleased to testify before the
House of Representatives Committce on Small Business and Committee on Financial Services
about the condition of commercial real estate lending and the related need to improve access to
capital by small businesses.

NADCO is a membership organization representing the Certified Development Companies
(CDCs) responsible for the delivery of the SBA 504 program. We represent more than 260 CDCs
and more than 250 affiliate members, who provided more than 95% of all SBA 504 financing to
small businesses during 2009, as well as many other small business programs and services in
their communities. CDCs are for the most part not-for-profit intermediaries with a statutory
mission to provide community and economic development through the delivery of the SBA 504
loan program and other economic development programs and services customized to the needs
of their respective communities.

NADCO would like to thank Chairman Bamey Frank, Ranking Member Spencer Bachus,
Chairperson Nydia Velazquez, Ranking Member Sam Graves, and the two Committees, for
continued support of small business and small business lending in America, and for your focus
on the critical need for access to capital in order to restore growth to our economy. We would
like to especially thank Chairperson Velazquez for her leadership in gaining passage in the
House of H. R. 3854, the Small Business Financing and Investment Act of 2009, late last year.
This bill contains many program enhancements our industry has long advocated, and we have
urged the Senate to carefully consider passage of many of these program changes.

NADCO’s member CDCs work closely with SBA and our lending partners (generally banks and
federal credit unions) to deliver what is certainly the largest and most successful federal
economic development finance program in history (since 1986, over two million jobs have been
created via the authorization of $50 billion in 504 loans that leveraged over $90 billion in private
investment).

How the Small Business Commercial Real Estate Sector is Different

Commercial real estate financing is different from residential financing in several key ways.
First, commercial real estate financing for smatll business is part of a much larger market of
overall commercial real estate, which includes investor-owned hotels, office buildings and even
multi unit residential properties. For small businesses that own their own properties, these
commercial properties are the “homes for their businesses”, so the fate of the financing on these
properties has serious ramifications, not only on the businesses that own them, but also on the
lenders that loan on them, and on the employces whose jobs are provided by these companics.

Second, unlike SBA loans, conventional loans to small businesses for commercial real estate, are
structured very differently from residential financing. While the typical residential home loan is a
30 year loan, these loans typically have long amortizations, but drastically shorter due dates—
essentially balloon note financing. Whether fixed or variable rate, these loans are generally
written with 5, 7 or 10 year terms, at which time a balloon payment comes due. The historic
assumption is that at loan maturity, a lender will renew or re-write the loan for another 5 or 10
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years. However, this will not be the case for many small businesses seeking to renew their
conventional commercial real estate loans over the next several years.

What the Experts Say

Experts have been raising significant concern about the condition of the commercial real cstate
market in this country for over a year now.

» In April of 2009 Deutsche Bank issued a study titled “The Potential Refinancing Crisis
in Commercial Real Estate”. In this report Deutsche Bank identified that over the next 4 years,
there would be approximately $1.2 Trillion of commercial real estate financing coming due from
commercial mortgage backed securities (“CMBS”), insurance companies and banks. They point
out that many of these loans, whether performing on payments or not, may not be renewed. The
report indicates that...”To date, most market participants have dismissed the seriousness of the
future refinance issuc claiming that lenders will simply extend maturities for loans that fail to
qualify. Such an approach might prove fruitful where non-qualifying loans were a small portion
of the total. However, our analysis suggests that the percentage (of non-qualifying) loans is likely
to be 60 to 70% or more [of those loans coming up for renewal].”

» In October of 2009 at the request of our industry, Credit Suisse conducted a study
titled “What About Small Loans?” In order to estimate the effect of the crisis predicted by the
Deutsche Bank study on small business commercial real estate loans, the Credit Suisse study
looked at commercial loans made prior to 2008 using commercial mortgage backed securities or
“CMBS”. Their analysis concludes that “... Almost 10,000 CMBS loans will mature prior to
2014.” This study did not include the number of or amount of other conventional commercial
real estate loans to small businesses that would be added to that total.

» Also in October of 2009, Mark Zandi, Chief Economist at Moody’s Economy.com
testified before the Joint Economic Committee on the state of the economy, one aspect of which
he referred to as the “commercial real estate bust”. In his testimony on this issue he indicated
that...”More disconcerting is that even commercial property owners with substantial equity,
solid tenants and positive cash flow are unable to refinance mortgages as they come
due....Unfortunately, the CMBS market remains closed and traditional portfolio lenders such as
banks, insurance companies and pension funds are not offering to refinance...”

The Effects of the Economy on Small Business Real Estate Lending:

504 financing traditionally provides long term fixed rate financing to companies that are
established and ready to implement a program of substantial growth. A CDC’s 504 loan clients
are those small firms that are successfully growing their companies, expanding their businesses,
locations and plants, and hiring new workers. These firms have historically created an average of
one new job for every $65,000 in 504 loan amount (historical job creation average exceeds this
requirement).

Although a record number of 504 borrowers have been adversely affected by the recession, it is
not 504 or SBA borrowers that are at risk from losing their performing loans because of a

3



267

balloon payment or a commercial property valuation. The companies that will be most effected
by this commercial real estate financing crisis are those with conventional loans—loans with
balloon payments coming due over the next several years. In addition to the challenges
summarized above, these companies, and as a result their lenders are faced with a “perfect
storm” which includes the following.

For business financing in general a combination of the recession (resulting in lower sales) and
the credit crisis (resulting in a near-collapse of credit availability) have severely restricted access
to capital for small businesses for all types of uses, including commercial real estate. The
downturn in sales and business revenues has resulted in declining net income and weaker
financial statements making it harder for companies in every business sector to qualify for the
financing they need.

The credit crisis and what is deemed by regulators to be a significant concentration of
commercial real estate lending has forced banks to focus on rebuilding of their capital, rather
than lending it out. This is particularly true for small and regional community banks that tend to
traditionally hold a larger share of commercial real estate on their books compared to large
money center banks. Additionally the credit crisis has effectively destroyed the secondary market
for conventional bank loans. This is a market that many large and virtually all community banks
have relied on for decades for a source of funds and liquidity through sales of their loans.

As a reaction to the above, it is no surprise that lenders of all types have become far more
cautious in granting loans to static, or even shrinking, small businesses. Historically it is a natural
response to an economic downturn for lenders to become more conservative. However in this
combination of a severe recession and major capital markets crisis, CDCs are experiencing banks
of all types tightening their credit boxes to unprecedented levels.

Solutions for Providing More Small Business Loans:

To get America out of this recession, we must help small business stabilize and then get small
businesses growing again and creating new jobs. It is well recognized that it is small business
that is the perennial job creating segment of our business infrastructure. Yet, the focus of so
many federal stimulus efforts has been on large businesses that often create few, if any, new jobs
for our economy. This approach is not optimal policy and leaves America’s most dynamic
sector, small business, out in the cold.

The “grease” that gets the small business jobs engine going is capital: both short term and long
term funding to pay for business plant and store expansions and for inventory, raw materials, and
labor costs. Without funding, businesses cannot grow. With funding, businesses can finance their
growth and hire new workers. The fact that the unemployment and under-employment rates are
so high is an indicator that many small businesses are not yet growing again,

SBA has existing loan guarantee programs that meet the needs of small business with both short
and long term capital. The 504 program provides long term funds to businesses to finance fixed
assets by accessing the low cost funds provided by investors through the public markets. This
program is delivered by a low cost industry of non-profit Certified Development Companies,

4
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which has historically delivered billions in long term capital to thousands of growing small
businesses each year.

Today, that CDC industry is providing loans to businesses in every state, but due to lack of
demand during this very severe recession, the industry is working at less than its capacity. In
both the Senate and the House, bills have been introduced that would enable our CDC industry to
provide capital to more small businesses and to meet their long term financing needs.

Reach Out to More Small Businesses With New Capital:

Congress and the Obama administration have worked hard to put more fixed asset and working
capital funding in the hands of small businesses hard pressed by this recession. Our industry
thanks both the Congressional Small Business Committees for taking a leadership role by adding
key programs to the stimulus bill earlier this year that are beginning to impact capital access and
job creation.

We also recognize the House Small Business Committee for passing H. R. 3854, an SBA
programs reauthorization bill with numerous beneficial program changes. Foremost among these
changes is the proposal to increase the maximum 504 loan size from $1.5 million to $3 million,
and the limit for critical public policy loans would increase from $2.0 million to $4.0 million.

However, as the Deutsche Bank and Credit Suisse studies show, the on-going financial crisis has
increased the demands for capital beyond the House-passed new 504 program loan limits. As
President Obama has advocated, and many banking and industry groups have endorsed, we now
support the urgent need to provide even greater levels of capital access to healthy, growing small
businesses. As stated in H. R. 4302, we urge support for a total credit limit to a single borrower
of $5 million for regular 504 projects and public policy projects, and $5.5 million for small
manufacturers and cnergy-efficient projects.

While such limits would not often be used for a single 504 project, they would be most
applicable to the provision of added capital to those successful small businesses that are alrcady
“maxed out” on their 504/ 7(a) eligibility at the current loan levels. History demonstrates that
successful small businesses that can expand further are those that will create the most new jobs
in new locations, while minimizing risk of default and potential losses for the 504 program.

Refinance Conventional Maturing & High Cost Debt:

Our industry strongly recommends that the Committees support the H. R. 4302 proposals to
assist small businesses by including a temporary expansion of refinancing provisions. There are
three distinct needs for this program enhancement:

1. Maturing debt: Studies have shown that substantial small business real estate debt now
held by commercial banks, or in the public markets through CMBS pools, will mature in
the next several years. With pressure from regulators, and deteriorating loan portfolios,
many banks have either tightened their credit standards, or completely withdrawn from
small business financing. Small businesses, especially those in rural areas, may have no

5



269

sources of funding to roll over their loans for their business real estate, which can lead to
lender foreclosures. This occurs for even good firms that can pay their debt costs, but just
cannot locate sources of funds.

2. High cost debt: Many small businesses have owned their real cstate for years. These
loans were done when rates were very high, compared to the record low interest rates
available today. These firms need to conserve cash for working capital and job creation,
rather than paying high debt costs. By enabling access to today’s lower interest rates, debt
costs can be decreased and firms can use the savings to pay salaries, expand inventory,
and hire more workers, rather than pay interest costs.

3. Access locked up real estate equity: In spite of the declinc in real estate values, many
small firms still have significant equity in their business real estate. They simply have no
way to access it if they cannot refinance their existing mortgage debt. Enabling these
companies to both refinance their real estate while providing them with more operating
cash is a double win for these companies and our economy and will enable them to re-
invest it in their business operations, expand, and increase job creation and retention for
their communities.

We believe that through the benefits offered by H. R. 4302, SBA, the banking industry, and our
own industry can work together to craft means to assist in these situations and provide fresh
capital to these small businesses, while retaining sufficient real estate collateral to protect both
the banks and the taxpayer. We urge Congress to pass legislation to make regulations more
flexible, especially during this recession in which businesses are collapsing due to lack of
working capital, even as they sit on substantial real estate equity that they cannot access due to a
crisis in the nation’s capital markets.

We also believe that the downside of not taking this action is too great. The Congressional
Oversight Panel in their February report, Commercial Real Estate Losses and the Risk to
Financial Stability, “...expresses concern that a wave of commercial real estate loan Josses over
the next four years could jeopardize the stability of many banks, particularly community banks.”
And that “...a significant wave of commercial mortgage defaults would trigger economic
damage that could touch the lives of nearly every American. Because community banks play a
critical role in financing the small businesses that could help the American economy create new
jobs, their widespread failure could disrupt local communities, undermine the recovery and
extend the already painful recession.”

CONCLUSIONS:

For many years, 504 has been an extremely cost effective capital access program for thousands
of growing small businesses that are the core job creators of the American economy. The
program was in such demand that for several years its growth rate exceeded 20% each year. As
the country slid into this deep recession, many small business owners decided they could not take
a risk of continued growth of their firms, so they stopped borrowing all but the necessary
working capital to maintain their existing operations.
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It is the sensc of both SBA and NADCO that many small businesses are beginning to experience
an cconomic turnaround. We can sce it in the calls that CDCs are getting about 504, Our
“pipeline” of loan projects is coming back. Certainly the stimulus enacted by this Congress is
working, beginning a slow but steady upturn of the American business cycle and the economy is
beginning to move forward.

The proposcd program changes we have discussed will dramatically improve 504 as a more
flexible and cffective source of capital at just the right time for our economy, as small businesscs
begin to ask for long term fixed asset and plant expansion funding. With rapid implementation
by SBA, 504 will be the right program at just the critical time for small businesses. We ask
Congress to pass H. R. 4302 to provide immediate access to capital for small businesses, and
work with the Senate to finalize a comprehensive small business bill to help restore the
American dream of having a job and establishing and owning your own business.

Thank you for your support of this legislation, and of small businesses across America.
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The Motor & Equipment Manufacturers Association (MEMA) represents nearly 700
companies that manufacture motor vehicle parts for use in the light vehicle and heavy-duty
original cquipment and aftermarket industries. MEMA represents its members through three
affiliate associations: Automotive Aftermarket Suppliers Association (AASA), Heavy Duty
Manufactarers Association (IHDMA), and Original Equipment Suppliers Association (OESA).

Motor vehicle parts suppliers are the nation’s largest manufacturing sector, directly
employing over 685,000 U.S. workers and contributing to over 3.2 million jobs across the
country. Every supplier job creates another 4.8 jobs in local and state economies. Automotive
suppliers are the largest manufacturing employer in eight states: Indiana; Kentucky; Michigan;
Missouri; Ohio; Oklahoma; South Carolina; and, Tennessce. Furthermore, suppliers are
responsible for two-thirds of the value of today’s vehicles, nearly 30 percent of the total $16.6
billion automotive research and development investment, and are providing much of the

intellectual capital required for the design, testing, and engineering of new parts and systems.

Over the past year, significant and unprecedented government and industry actions have
prevented a collapse of the automotive industry, the largest manufacturing sector in the United
States. But without specific attention to the future of the supply base, we will lose important
manufacturing jobs and capabilities. Over the past three years, MEMA estimates that the country
has lost over 100,000 supplier jobs; while the Burcau of Labor Statistics estimates that automotive
suppliers alone will lose an additional 100,000 jobs over the next decade. Forecasters generally
estimate that 2010 North American vehicle production will increase by at least two million units or
25 percent (about 10.5 to 11 million units), but a recovery will not be sustainable without a stable
supply base. The future expansion, employment, economic contributions and structural viability of
the supply base are dependent on continued access to credit. Only through continued coordinated
action by the motor vehicle industry, the financial community, and the government will the

industry be able to ramp-up and retooling costs be minimized.

Access to credit continues to be a pervasive issue for parts manufacturers — particularly small
suppliers. Even with the improving economy and, specifically, vehicle production schedules,

25 percent of OESA members report that bank lending terms have actually tightened over the
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past three months. (See Attachment 1). Without an increase in lending activity, the fragile

economic recovery is at risk, along with employment growth.

Despite the recent Federal Rescrve Senior Loan Officer Opinion Survey on Bank Lending
Practices that showed a decrease in demand for small business loans, a pilot loan enhancement
program in Michigan clearly shows there is pent up demand for borrowing by automotive
suppliers and general manufacturers that is being underserved by commercial banks. The fact is,
for months, automotive suppliers in great nced for capital have not been scrved by traditional
lenders. Eventually, these borrowers give up on commercial banks, causing a perceived slack in
demand. However, the necd has not gone away. Suppliers are forced to turn to alternative
private equity or other financial sources that may come with undesirable terms or management

control provisions.

There remain three fundamental sources of systemic risk in the automotive industry:
production volumes, asset valuations and supply base consolidation. The State of Michigan has
a program that addresses these three critical impediments for the suppliers and the bankers:

o Cash Flow — Even though production will increase in 2010, production will remain at
least 500,000 to 1 million units below 2004-2005 levels for the next five years. These
volume levels will constrain revenues and cash flow. This public/private program
addresses these shortfalls by purchasing a portion of 2 commercial credit facility and
offering preferred terms for up to 36 months to borrowers.

o Collateral Value — While auto physical assct valuations and real estate prices have
recovered slightly from the first half of 2009, valuations remain too low to support
automotive asset backed lending. This issue is addressed by supplementing the collateral
value on loan requests and depositing cash pledged to the bank.

« Transitional Risk — Consolidation of the supply basc continues and often a decision criteria
to de-source a supplier is pot known by an individual bank. By creating a mezzanine (bank
of banks) model, the risk of a supplier being consolidated out of business can be spread

among several lenders and offer both debt and equity investment opportunities.

Michigan started its program in June of 2009 and was flooded with applications. The first

program appropriation ($12 million) was fully committed within the first five months and was
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oversubscribed by nearly 300 percent. A second round began in January 2010 and it too became
inundated with applications. The program has becn successful in generating new loans by
improving the health of the borrower from an underwriting perspective. In order to induce new
loans in this environment, even healthy banks have to get comfortable with the borrower’s cash
flow and collateral coverage — the two biggest obstacles to loan approval today. The Michigan

program is extremely effective in improving this calculus.

The Manufacturing Modemization and Diversification Act, H.R. 4629, creates a Michigan-
type program on a national scale. We appreciate the Chairman’s support and co-sponsorship of
H.R. 4629 and we would like to thank Representatives Peters, Kanjorski and Dennis Moore for
co-sponsoring the legislation. Slight changes may be necessary to make this legislation work for
motor vchicle suppliers, but the goals and intents of the bill are important. In addition, MEMA
supports the Administration’s efforts to unlock credit for small businesses and to improve the

effectiveness of the Small Business Administration.

The Administration’s Small Business Lending Fund proposal is a good first step to opening
_up credit for small manufacturers. MEMA supports the efforts led by Representatives Peters,
Levin and Dingell to combine these two legislative proposals and urges Congress to pass both

pieces of legislation quickly.

Additionally, MEMA supports other efforts of Congress and the Administration. MEMA
believes that the proposed increase in 7(a) loan limits, which is called for by S. 1817, will be
particularly useful. We greatly appreciate the leadership of Congressman Peters in the passage
of H.R. 3246, the Advanced Vehicle Technology Act, which was supported by many members of
the Committees here today when it passed the House with bipartisan support. Finally, we
support S. 1617 and H.R. 3083, the IMPACT Act, co-sponsored by Congresswoman Kilroy.

These bills will provide greater access to near- and long-term funding for the supply base.

The Current Situation

Throughout 2009, MEMA, OESA, and other industry analysts warned about an impending

implosion of the supply base. The risk was real. Because of this, the industry, the government,
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and the financial communities all contributed to prevent this implosion. The following events

were critical in preventing such an implosion:

>

The U.S. Government provided debtor-in-position (DIP) funding for GM and Chrysler
bankruptcies preventing these companies from liquidating;

The U.S. Treasury Auto Supplier Support Program assisted several hundred suppliers;
Virtually all GM and Chrysler production suppliers were granted essential supplier status
in bankruptcy and were paid 100 percent of their curc amounts; k

GM paid its June 2 payables on May 28, supporting the cash flow of many suppliers;
Industry production volume ramp-up was delayed until the Car Allowance Rebate
System (“Cash for Clunkers”) took effect in July and August; and,

Major suppliers filing for Chapter 11 obtained DIP financing from traditional and non-

traditional sources preventing liquidation of major component suppliers.

Even with these noteworthy actions, over 50 U.S. suppliers filed for bankruptcy in 2009 and

up to 200 suppliers may have liquidated (see Attachment 2). Significantly more bankruptcies did

not occur because:

Many suppliers liquidated without filing for bankruptcy protection;

OEMs announced plans to source only 50 to 75 percent of their current supply base on
future programs, yet these shifts have not fully occurred; and,

Many other companies are undergoing out-of-court restructurings with drastic cost-

cutting measures.

To survive through this period, suppliers have dramatically reduced their cost structures.

Surveys of our member companies indicate that over the course of 2009 suppliers reduced their

estimated North American production break-even point (the level of industry production where

profitability begins) by 1 million units or almost 10 percent. Such dramatic reductions in a short

time period are significant. In fact, a recent Towers Watson survey shows that automotive

suppliers took significantly more radical actions to control human resource costs than the

broader, national industries. A few of the Tower Watson findings include:

Salary Reductions — 71 percent of OESA member companies implemented versus

16 percent of the national sample;
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e Increased Health Care Premiums — 43 percent of OESA member companies
implemented versus 25 percent of the national sample;

* Reduced employer 401(k) match — 57 percent of OESA member companies
implemented versus 22 percent of the national samplc;

s Mandatory Shutdowns — 69 percent of OESA member companies implemented versus
18 percent of the national sample; and

¢ Reduced Workweek — 74 percent of OESA member companies implemented versus

19 percent of the national sample

This means that even with a modest increase in production, suppliers, on average, should be
above their breakeven point in 2010. However, currently there is significant pressurc on the
entire system to access adequate working capital as production levels increase. There is no
existing excess cash or inventories in the companies and the supplier industry must look to

financial institutions to provide this capital.

Overall, lending continues to be constrained because, in part, there is significant industry risk
from on-going supplier rationalization actions, volatile production schedules and historically low
collateral asset valuation levels. All analysts expect an increase in light vehicle production in
2010 and there must be increased access to capital through the entire supply chain — from the
largest Tier 1 supplier to the smallest family-owned firm — in order to:

e Rehire workers and purchase raw materials for production increases;
* Retool for new programs; and,

e Restructure internal operations and consolidate external capacities.

On a case-by-case basis, the lending situation is improving. Still, the pace at which lending is
improving may not be fast enough to support the industry. As one OESA member stated, “I pay my
employees weekly, my leases every four weeks, my vendors every six weeks, and my customers pay

me every eight weeks.” Access to capital is the cushion that keeps our supply base liquid.

Longer-term capital needs for restructuring, for new model launches, and for technology
development projects is of particular concern. It is very typical for a $100 million supplier to

have $5 to $10 million in customer tooling costs on their own balance sheet. There should be
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exploration of a national industrial bank to provide stable manufacturing funding in the future for

tremendous re-tooling needs of the suppliers as well as all manufacturers.

While there has not been a widespread failure of the system as suppliers have restructured or
liquidated, issues regarding access to capital are showing up and an inordinate amount of attention is
required to keep the supply base running. Thesc are just a few examples from our membership:

e A minority-owned supplier, which just was announced as an addition to an OEM joint
research development program, can only obtain a one-year line of credit;
« A supplier looking for tooling capital for a strong performing OEM was turned down by
traditional lenders and nearly 100 alternative sources of funds;
* A number of purchasing executives remain worried about smaller manufacturers in their
supply base as banks are considering eliminating available credit;
* A smaller metal fabricating business could not get a loan to purchase equipment for a
new line to deepen his capital base and keep his Midwest workforce competitive; and,
¢ A small metal fabricator could not raise additional capital to invest in his Michigan
operations and lost the business to Mexico.
These are not examples of supplier capacity in necd of rationalization. These are examples of
suppliers that are looking to invest in the U.S., to compete against global competition, and to

support a profitable, productive domestic auto industry.

Given that the parts supplier sector is operating just above 50 percent capacity utilization, we
believe that there will be a continued stream of bankruptcies and closures through 2010. MEMA
expects ongoing closures as the industry continues to operate at low ~ albeit increasing —
production volumes. Although much of this is to be cxpected in an industry in transition,
adequate capital is necessary to consolidate the industry in a rational, effective manner. A
majority of OESA members surveyed in January of this year did not report confidence that
sufficient credit existed for merger and acquisition opportunities. Production disruptions and
failure of companies with critical capabilities may ensue and the restructuring of the supplier

industry will cause needless job losses and economic upheaval in communities already hard hit.
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Focus on Smaller Suppliers

Given the industry’s significant capital requirements and the general mismatch of funding, a
steady access to lines of credit and asset-backed loans is essential for the survival of the supply
base. For example, many small suppliers invest $2 to $4 million for the design, engineering and
tooling for a component on a new vehicle program. However, typically suppliers receive payment
for this investment after the launch of production through the piece price of the component. The
supplier might not begin receiving any cash flow on their investment for 12 to 24 months and will
not completely be reimbursed until the product ends production in another 36 to 60 months. Again,
these needs may be served through a national industrial bank arrangement that could blend private
and public sources of capital to effectively address the needs of this capital intensive industry

and its inherent risk profile.

Most analysts project that Tier 2 and 3 suppliers will require additional assistance with capital
in 2010. A January survey of OESA members indicates that 9 percent of companies with revenue
under $150 million (compared to 5 percent of all respondents) anticipate being out of compliance
with commercial loan covenants during the first six months of 2010. Although Tier 1 suppliers
and some vehicle manufacturers may continue to support working capital needs of suppliers in
their supply base, this is hardly a long term solution. This practice continues to weaken an industry

that is already under considerable stress.

Fitch Rating has forecasted a modest recovery for the U.S. automotive supplier industry in 2010
based primarily on higher projected light vehicle production. However, Fitch goes on to report:

“ ... Another credit concern for the suppliers is focused on
working capital requirements. With vehicle production expected to
rise, suppliers will need liquidity to fund working capital needs.
Most suppliers should have ample liquidity but some Tier 2 and
Tier 3 suppliers may continue to face liquidity challenges for
greater working capital.

Without a healthy parts manufacturing industry, the United States will lose a significant
portion of this country’s manufacturing innovation and employment base. The financial health
of families and communities nationwide and the promise of a domestic 21% century motor

vehicle industry depend on a strong supplier sector. MEMA strongly believes a program
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specifically aimed at the capital needs of small manufacturers must be the first step taken to

address these challenges.

Conclusion

Manufacturing is essential to this nation’s economy. The jobs and technology in the
manufacturing sector provides for stable communities throughout this country. At this juncture,
parts manufacturers need the support of our financial system to sustain a viable future. This

support will require Congressional action.

MEMA understands and supports the need to consolidate the industry. However, we believe
that without sufficient capital to provide a stable environment in which to restructure, the industry
and its employees will witness unnccessary disruptions. Without assistance, this country will
ncedlessly lose manufacturing capacity, technology development, and jobs. In addition to the
legislation currently before Congress, MEMA would urge this Committee to consider the

formation of an industrial bank to provide for stable manufacturing funding in the future.

In conclusion, parts manufacturers remain in a period of significant industry-wide
transformation. Smaller firms at the foundation of the supply chain pyramid are continuing to
have difficulty accessing capital. Given the supply base’s significance to the economy and
innovation, it is imperative that the government, the industry, and financial communities work
together to provide access to credit at reasonable terms. In parallel, given the number of
technology options the industry needs to develop and commercialize, all parties must work
together to clarify these technology paths and reduce the investment risk for the development and

manufacture of these advanced technologies so as to encourage capital back into the industry.

HH#
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Testimony of David W. Turnbull
to the
Committee on Financial Services
&

Committee on Small Business
U.S. House of Representatives
‘Washington, D.C.
February 26, 2010

Mr. Chairman and Members of the Committee:
1 appreciate the invitation and opportunity to testify before you today.

1 am the president and owner of a diversified real estate development and investment firm
headquartered in Boise, Idaho. In addition to our business activities in Idaho we have
projects in Colorado, Minnesota, Wisconsin and Utah. Our real estate development
activities span residential land development, home building, and commercial
development including retail, office and industrial properties.

1 have been asked to address a number of topics, but first I would like to make a couple of
observations. Given the nature of my business, 1 have been a ground-zero witness to a
series of economic events that has brought the economy of the United States and the
world to its knees. I watched as a residential real estate bubble inflated seemingly
overnight by cheap credit, loose and in some cases fraudulent underwriting practices,
and certainly inadequate regulation. Much of it was not supported by the underlying
economic fundamentals and a correction was inevitable. What was avoidable, with
proper policy response, was the depth of the correction and the associated collateral
damage.

I watched as prominent governument officials and economists opined that the residential
real estate calamity was “contained” and would not likely spill over into the general
economy. I shook my head in wonder. Perhaps I was too immersed, too close to the
residential real estate market and gave undue weight to its significance to the overall
economy. But everything I saw in our local economy was deeply impacted by the health
of housing.

Few could have forecast the scope of the housing crash we’ve experienced over the last 4
years. In spite of my cautious outlook at the time, my worst case scenario for our market
was a 50-60 percent correction in housing starts, a forecast met with skepticism by many
of my colleagues. But I was too optimistic. Housing starts in our markets have fallen 80
~ 85 percent. To us, this is not a recession; it’s a depression.

It is now widely acknowledged that the economic impact of the housing market downturn
was not “contained” and that it is the primary cause of the current recession — the worst
recession in most of our lifetimes.
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Although one of the topics of today’s hearing is the state of commercial real estate
lending in local markets, I think it’s important to draw attention to the fact that this all
started with the residential markets. Even though there are some parallels between the
residential and commercial real estate markets, our experience is that commercial real
estate lending markets were not out of line with underlying fundamentals. I can assure
you that each of our loans was meticulously and conservatively underwritten, but I am
sure there are other loans, particularly in the larger metropolitan areas, that were
underwritten with less conservative criteria, such as pro-forma rents instead of actual
rents.

'l refer to a few data points to illustrate my assertion. The first office lease I did in 1990
was at $13.50 per sq. ft. 1990 was not a particularly good year for commercial real
estate. In 2008 — 18 years later and at the height of the market - I was leasing office
space in superior buildings for $18.50 per sq. ft., a compounded annual rate of increase of
just 1.77%. These are not the kind of numbers that suggest a bubble in commercial real
estate in our market, yet we are still being devastated by the global lack of credit for
commercial real estate, which I’'ll illustrate with another personal example. An office
building that I sold in 2002 for $2,700,000 recently failed to sell in a foreclosure auction
for the creditor’s minimum bid price of $1,000,000. The replacement cost of the
building, even with today’s lower construction costs, is in excess of $2,200,000. This is
not an isolated example and it is indicative of what can happen to the value of
commercial real estate when it becomes a cash market. Values can drop 30 to 50 percent
below replacement cost. The markets have clearly ceased to function and normality
won’t be restored until we have reconstituted credit markets, primarily in the form of the
securitization model. :

Now [ would like to address some of the questions put to me in the invitation to testify
before you today.

The President has announced a new proposal to provide capital to small banks
designed to increase small business lending. Please discuss your views on this
proposal, including the effect you expect it would have on the financial condition of
small banks and how it will be helpful in increasing lending to small businesses.

We have several prospective businesses that would like to further invest in their
companies, including purchase buildings from us, but they are having difficulty obtaining
the credit to do so, even in the SBA loan program. Since small business is the primary
source of new jobs in our economy I think it is very important to provide the credit and
liquidity to them to make it all possible. The perception on Main Street is that nearly
everything done to-date has benefitted Wall Street and the big companies and very little
of that has directly benefitted small business. 1believe that perception has some merit.

What general challenges do small and mid-sized businesses face in obtaining
commercial real estate credit? In your view, are depository institutions conéributing
or in a position to help turn around the local economy? Why or why not?
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It is my observation that the liberal monetary policy available to depository institutions
via the Fed and the Treasury has alleviated the most severe credit dislocations, including
the markets for credit cards, auto and other consumer loans, but the benefits are not fully
filtering down to the end users of credit. Many banks have instituted interest rate floors
and other provisions that were not prevalent a few years ago, thus increasing their net
interest margin and making credit to borrowers more expensive. Major financial
institutions are said to be engaged in the mother of all carry trades, wherein they obtain
funds through the discount window or from deposits at near zero interest rates and invest
the funds in safe and secure Treasury instruments for a generous yield. This carry trade,
financed by the Fed and the US Treasury, is not exactly what the taxpayer or perhaps
Congress had in mind when it approved the TARP and TALF programs. The incentive
for banks to take risk is exceedingly low and thus, while the most credit-worthy
customers can still obtain financing, albeit at a greater cost, most businesses are being
shut out of the credit markets.

Of course, many depository institutions are in a position to provide additional credit to
small and mid-sized businesses, both for commercial real estate credit and for ordinary
operations. But there are many banks that are not. The expeditious consolidation of
banks that have severely compromised capital positions is important. We do not want to
repeat the Japanese experience. At the same time, I know of well capitalized banks that
are under extraordinary regulatory pressure to curtail lending and reclassify loans
seemingly in contradiction to stated policy guidance and representations from agency
directors.

Discuss your views about the liguidity being provided by the secondary commercial
real estate markets, particularly the commercial mortgage-backed securities
(CMBS) markets. Please also discuss your views about whether the Term Asset-
Backed Securities Loan Facility, administered by the Federal Reserve, is providing
support to the commercial mortgage-backed securities markets?

The disintegration of the CMBS market is one of the two most serious issues facing
commercial real estate markets, the other being the general economic environment.
While the TALF program has been effective for reconstituting the ABS market for credit
card, auto and other consumer loans, in my view it is ill-suited to resurrect the secondary
credit markets for commercial real estate. The TALF requirements are so complex that it
is realistically available only to the very sophisticated and elite borrowers.

Securitization, in my view, is the most critical component of the secondary or term loan
market. ]t provides for the democratization of credit. Properly structured, securitization
should reduce risk and thus provide credit at the most reasonable cost possible. A
reconstituted CMBS market must have at least four characteristics that were not required
under the now defunct system:

1. Bond issuers, those that are responsible for the underwriting and issue the debt,
must retain a significant level of risk to ensure proper underwriting procedures.



310

While an up front fee may be appropriate, the issuer’s compensation should be
based on performance of the asset over time.

2. Rating agencies must be accountable for the ratings they issue and should be
compensated by the purchaser, not the issuer of the security.

3. Servicers must be authorized and given the tools to effectively deal with troubled
assets within the security pool.

4. Initially, federal guarantees will be required to stimulate the formation of a
functional CMBS markets. Those guarantees can be phased out over time as the
private sector gains confidence in the system and replaces the need for federal
participation.

Too much time has passed without adequate action to resolve this problem. The
President, Congress, and regulatory agencies should move expeditiously to pass the
necessary legislation and/ot regulation needed to reconstitute the CMBS markets. Failure
to do so will result in further unnecessary devaluation of commercial real estate assets
and the associated damage to the economy.

What legislative, regulatory or other impediments are hindering the ability of banks
to increase the availability of small business and commercial real estate credit?
What more can be done on either a regulatory or legislative basis to help increase
credit availability for commercial real estate generally?

The primary obstacle to banks providing needed credit to legitimate borrowers is the
legacy assets that encumber their balance sheets with no good conduit to dispose of them.
The best solution, in my estimation, is for the government to provide a securitization
model to move new originations off the balance sheet, with the following provisions:

1. The government could use existing GSE’s by expanding their charter to include

commercial real estate. For example, Fannie Mae already underwrites

commercial real estate in the form of multifamily housing. It has the structure in

place to expand that program to include office, industrial and retail properties.

The GSE would set forth underwriting standards and loan criteria.

The banks would be allowed to eam a reasonable origination fee up front.

The interest spread would be earned over time based on the performance of the

asset, thus instituting a pay-for-performance model with the proper incentives.

5. Existing loans that meet the criteria could also qualify within the standards
established.

eI

Consider this: Without the existence of FNMA (Fannie Mae), FHLMC (Freddie Mac),
and FHA, we wouldn’t have a housing market today and we would be in a full-blown
depression. The only equivalent we have today for these conduits in the CRE market is
TALF - the equivalent of the Fed creating a super-jumbo market for residential real
estate while leaving the entry level to median priced home buyers dangling with no viable
options. It will not solve the problem.
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Is there a scarcity of demand for small business or commercial real estate
borrowers? If so, is that because credit standards have become more stringent,
potential borrowers are more financially constrained, or some combination of both.

In my opinion, loan demand has decreased due to the state of the economy and the
general need of businesses to deleverage. However, there is not a scarcity of demand for
credit and the demand that does exist is too often going unfulfilled because of tighter
credit standards and the general state of the ecopomy placing severe pressure on the
balance sheets of even the best businesses.

The financial regulators of the Federal Financial Institutions Examination Council
issued a policy statement entitled Prudent Commercial Real Estate Loan Workouts on
October 30, 2009. Does this statement and other statements of the FFIEC relating
to commercial lending provide sufficient guidance regarding the need to increase
credit availability while maintaining prudent lending standards? Has such
guidance been helpful? Has bank supervision been consistent with the guidance?

I believe that the October 30, 2009 policy statement has provided excellent guidance to
banks and regulators in dealing with a variety of complex and sometimes difficult loan
scenarios. In my discussion with several bank CEO’s about this matter, it seems that the
policy is not being uniformly implemented by the regulators. Some banks’ experiences
have been satisfactory and some have not.

There is considerable anecdetal evidence, particularly in the commercial real estate
and small business sectors, and in other businesses generally, that long standing
customers of banks with existing lines of credit are having that credit pulled
altogether, or significantly reduced on roll-over, even for projects or businesses in
which substantial capital investments have been made. Please discuss.

My experience is that banks have generally acted responsibly in dealing with their
customers but I'm sure there are plenty of anecdotes that would suggest otherwise,
sometimes fairly and sometimes not. We are in a deleveraging process and it is not
always pretty, not always fair, and oftentimes painful.

I thank the committee for its consideration.
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Introduction
Good afternoon, Chair Velazquez, Chairman Frank, Ranking Members Graves and Bachus and
members of the committees. My name is Rick Wieczorek and T am testifying today on behalf of the
National Association of Federal Credit Unions (NAFCU). 1 serve as the President/CEO of Mid-

Atlantic Federal Credit Union (MAFCU), headquartered in Germantown, Maryland.

Mid-Atlantic Federal Credit Union was founded in 1968 by a group of IBM employees. As the
company down-sized in the 1990s, Mid-Atlantic converted to a community charter and currently
serves all of Montgomery County, Maryland. I have been involved in the credit union community
for over 26 years, and have been with Mid-Atlantic for the last six years, first as CFO, and then, for

the last two, as President/CEQ.

NAFCU is the only national organization exclusively representing the interests of the nation’s
federally-chartered credit unions. NAFCU-member credit unions collectively account for
approximately 64 percent of the assets of all federally chartered credit unions. NAFCU and the
entire credit union community appreciate the opportunity to participate in this discussion regarding

the “Condition of Small Business and Commercial Real Estate Lending in Local Markets.”

Historically, credit unions have long served a unique function in the delivery of necessary financial
services to Americans including those operating small businesses. Established by an act of
Congress in 1934, the federal credit union system was created, and has been recognized, as a way to
promote thrift and to make financial services available to those who would otherwise have limited

access to financial services. Congress established credit unions as an alternative to banks and to
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meet a precise public need—a niche credit unions fill today for nearly 93 million Americans. Every
credit union is a cooperative institution organized “for the purpose of promoting thrift among its
members and creating a source of credit for provident or productive purposes.” (12 § USC 1752(1)).
While over 75 years have passed since the Federal Credit Union Act (FCUA) was signed into law,
two fundamental principles regarding the operation of credit unions remain every bit as important

today:

* credit unions remain totally committed to providing their members with efficient, low-cost,
personal financial service; and
o credit unions continue to emphasize traditional cooperative values such as democracy and

volunteerism.

Credit unions are not banks. The nation’s approximately 7,600 federally insured credit unions serve
a different purpose and have a fundamentally different structure than banks. Credit unions cxist
solely for the purpose of providing financial services to their members, while banks aim to make a
profit for a limited number of shareholders. As owners of cooperative financial institutions united
by a common bond, all credit union members have an equal say in the operation of their credit
union—*‘one member, one vote”—regardless of the dollar amount they have on account. These
singular rights extend all the way from making basic operating decisions to electing the board of
directors—something unheard of among for-profit, stock-owned banks. Unlike their counterparts at
banks and thrifts, federal credit union directors generally serve without remuncration—a fact

epitomizing the true “volunteer spirit” permeating the credit union community.
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Credit unions have grown steadily in membership and assets, but in relative terms, they makc up a
small portion of the financial services marketplace. Federally-insured credit unions have
approximately $874 billion in assets as of September 2009. By contrast, Federal Deposit Insurance
Corporation (FDIC) insured institutions held $13.2 trillion in assets. The average size of a
federally-insured credit union is $114.4 million, compared with $1.636 billion for banks. Over
3,000 credit unions have less than $10 million in assets. The credit union share of total household

financial assets is also relatively small, at just 2 percent as of December 2008.

Size has no bearing on a credit union’s structure or adherence to the credit union philosophy of
service to members and the community, While credit unions may have grown, their relative size is
still small compared with banks. Even the world’s largest credit union, with $40.1 billion in assets,

is dwarfed by the nation’s biggest banks with trillions of dolars in assets.

America’s credit unions have always remained true to their original mission of “promoting thrift”

and providing “a source of credit for provident or productive purposes.”

Credit unions continue to play a very important role in the lives of millions of Americans from all
walks of life. As consolidation of the commercial banking sector has progressed, with the resulting
depersonalization in the delivery of financial services by banks, the emphasis in consumers’ minds
has begun to shift not only to services provided, but also—more importantly—to quality and cost.
Credit unions arc second-to-none in providing their members with quality personal (inancial

services at the lowest possible cost.
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Mid-Adlantic FCU and Business Lending

At Mid-Atlantic, we are proud of our track record in helping our members and their small
businesses. Our website has a Small Business Services section where we provide a range of
important information to current and potential small business owners rcgarding steps they should

take, from developing marketing plans to planning for cash flows.

We have been an SBA-approved lender since 2004, and became an SBA express lender just last
year. We currently have 12 SBA loans closed or pending, the majority of which have been done in

the last year, for a total of nearly $8 million.

Mid-Atlantic currently has just over $28 million in member business loans, putting us very near the
arbitrary credit union member business lending cap of 12.25%. We believe that the success of our
member business lending program is atiributable to the expertise we have on staff at our credit
union and our credit union service organization, Mid-Atlantic Financial Partners, which works with
us in the business lending process. Our top business lending personnel have over 85 years of SBA,
business and commercial loan experience, and have been recognized by the SBA for their

commitment to excellence.

Credit Unions in the Current Economic Environment

It is widely recognized by leaders in both parties on Capitol Hill and in the Administration that
credit unions did not cause the current economic downturn. We can however be an important part
of the solution. Credit unions have fared well in the current environment and, as a result, have

capital available. Surveys of NAFCU-member credit unions have shown that many are seeing
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increased demand for mortgage loans and auto loans as other lenders leave the market. A number
of small businesses who have lost important lines of credit from other lenders are now turning to
credit unions for the capital that they need. While credit unions are meeting these demands to the

best of their ability, more can still be done.

One action that would allow more to be done is the increase of the arbitrary cap on credit union
member business lending. Despite the fact that credit unions have long been engaged in member
business lending, in 1998 the Credit Union Membership Access Act (CUMAA) for the first time
established an statutory cap on credit union member business lending of 12.25% of assets.
CUMAA also directed the Treasury Department to study the need for such a cap. In 2001, the
Treasury Department released its study, entitled “Credit Union Member Business Lending,” in
which it concluded that “credit unions’ business lending currently has no effect on the viability and
profitability of other insured depository institutions.” The same study also found that over 50
percent of credit union loans were made to businesses with assets under $100,000, and 45 percent of

credit union business loans go to individuals with household incomes of less than $50,000.

The current economic crisis has demonstrated the need for capital availability to help our nation’s
small businesses. Many credit unions have the capital to provide small businesses with low-cost
sources of funds that other lenders are not positioned to in this current environment, but are
hamstrung by this arbitrary limitation. As noted previously, at Mid-Atlantic, we are approaching
the arbitrary MBL cap. This means that despite the fact that we have the capital and expertise
needed to make loans to small businesses to hire workers and create jobs in Montgomery County,

we may soon face a situation where our efforts are curtailed arbitrarily.
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It is with this in mind that NAFCU strongly supports the passage of HR. 3380, the Promoting
Lending to America’s Small Business Act of 2009. Introduced by Representatives Kanjorski and
Royce, this important piece of legislation would raise the member business lending cap to 25%
while also allowing credit unions to supply much needed capital to underserved areas, which have
been among the hardest hit during the current economic downturn. The legislation would also raise
the definition of what constitutes a member business loan, from $50,000 to $250,000. This is a
significant step, for as this panel knows, one of the biggest declines in lending has been for loans
under $250,000. This change will make it casier for all credit unions to provide loans and lines of
credit up to $250,000 to America’s small businesses, even if they are not approaching the arbitrary

cap.

It should be noted that the banking industry’s claims for imposing and maintaining the arbitrary cap
were refuted as far back as 2001, when the Treasury Department released the aforementioned study
and found that “...credit union’s business lending currently has no effect on the viability and
profitability of other insured depository institutions.” (p. 41). Additionally, when examining the
issue of whether modifying the arbitrary cap would help increase loans to businesses, the study
found that “...relaxation of membership restrictions in the Act should serve to further increase
member business lending...” (p. 41). Furthermore, while the banking industry—in their shameless
opposition to this bill—mistakenly claims that credit union business loans are more risky, the
Treasury study concluded just the opposite: “We found that member business loans are generally

less risky than commercial loans made by banks and thrifts...” (p. 41). The National Credit Union

Administration (NCUA) has a strong track record of overseeing credit union business lending, and
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for the banking trades to suggest that raising the cap or adjusting an artificial limitation on the
definition of a member business loan (that has not been adjusted for inflation since the last century)
will lead to a potential taxpayer bailout of credit unions is simply absurd. Just two days ago, NCUA
Chairman Debbie Matz wrote Treasury Secretary Timothy Geithner to assure him that if the
arbitrary cap was modified, NCUA would “promptly revise our regulation to ensure that additional

capacity in the credit union system would not result in unintended safety and soundness concerns.”

NAFCU also strongly supports the reintroduction of the Credit Union Small Business Lending Act,
which was first introduced by Chair Velazquez in the 110™ Congress. This bill would have
exempted credit union participation in Small Business Administration (SBA) lending programs
from the MBL limits currently in place. These particular programs arc invaluable tools, helping

many Americans to successfully start and run their own businesses.

By exempting credit union participation in these programs, small businesses throughout the nation
will have greater access to capital at a time when it is needed most. While we believe SBA loans
should permanently be exempted from counting against a credit union’s MBL cap, we also support
a continuation of the 90% guarantee and fee waiver on SBA loans through at least the end of 2010.
We view these changes, which allow credit unions to do more to help our pation’s small businesses,

as an important step to help our nation recover from the current economic downtumn.

Additionally, while some have proposed raising the maximum SBA 7(a) loan amount from $2
million to $5 million, we do not believe that this is a good idea. We believe that a better approach

would be to maintain the $2 million amount, which would allow the SBA to guarantee a greater



320

number of loans, thereby helping more lenders, more small businesses, and more communities.

Credit unions have not seen a demand for higher guaranteed loans.

The President’s Small Business Lending Initiatives
As the panel is aware, earlier this month the President proposed creating a new $30 billion fund.
The fund would be created with monies remaining in the Troubled Asset Recovery Program
(TARP) to make capital infusions into community banks. In turn, community banks would use that
money to make loans to small businesses, in exchange for lower dividend payments. As the
program is currently proposed, most credit unions would be ineligible and statutorily unable to

participate in it, based on how credit union capital is defined in the Federal Credit Union Act.

While we applaud the Administration for its focus on increasing job growth and small business
lending, we belicve that the Administration should also find ways to include credit union business
lending in its efforts. Raising the arbitrary credit union member business lending cap would make it
casicr for small businesses to have access to loans, all without any cost to the American taxpayer.
Many credit unions, such as mine, are approaching the cap but have funds available to make more

small business loans.

If Congress were to move ahead with the President’s proposal for community banks, we believe it
should be coupled and moved in tandem with relief from the arbitrary MBL cap for credit unions.
If Congress opts to craft a new program to help spur lending to small businesses, we urge that it be

one that includes credit unions as well.
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Since credit union member business loans guaranteed by a government agency are exempt from the
arbitrary cap up to the level of the guarantee, another approach Congress should consider is to use
any new fund to establish a 100% guarantce on all credit union and community bank business loans
that meet certain standards for a period of time. In order to have maximum impact, it would be
important for such a program to be set up to include as many institutions as possible (i.e. not just

SBA lenders) and not to create high regulatory hurdies that would only limit participation.

Conclusion
In conclusion, the current economic crisis is having an impact on America’s credit unions, but they
continue to provide excellent services to their members. Credit unions stand ready to help our
nation and our nation’s small businesses recover from the current economic downturn. Legislation
before Congress, such as H.R. 3380, thec Promoting Lending to America’s Small Businesses Act,
and the proposals to extend the fee watver and 90% SBA loan guarantee, would aid credit unions in
their efforts to help our nation’s small businesses. Additionally, as new programs are proposed, we

urge that they be designed to include credit unions.

1 thank you for the opportunity to appear before you today on behalf of NAFCU and would

welcome any questions that you may have.
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It is my pleasure to testify today on the subject of the “Condition of Small
Business and Commercial Real Estate Lending in Local Markets.” Other members of
this panel will address this question with respect to the economic and financial
practicalities of lending at the local level. I will address my remarks to the negative
impact of recently-enacted and contemplated future legislation in interfering with a well-
functioning lending market and in creating an environment of uncertainty that
discourages lending.

It is well-known that many independent entrepreneurial businesses rely on
consumer credit in starting and building their businesses, such as credit cards, home
equity loans, and even auto title loans. As a result, regulations ostensibly aimed at
consumer lending will also tend to disrupt small business lending as well. Thus, in my
testimony, while I will usually refer to consumer lending, it should be understood that my
remarks apply to many small businesses as well.

Prudent and well-designed governmental regulation of consumer and small
business lending can in some instances promote competition, consumer choice, and
overall productive lending. For example, a statute like the original Truth-in-Lending
Act—at least as it was originally conceived and designed and before it became encrusted
with mounds of regulation and litigation—can expand consumer choice and improve the
operation of the lending market by standardizing and simplifying disclosures so that
borrowers can compare among competing offers.’

But lending regulations may have a large number of unintended consequences as

well—and most relevant to this hearing, one of those unintended consequences is the

! See Thomas A. Durkin & Gregory Elliehausen, Truth in Lending: Theary, History and a
Way Forward (Forthcoming 2010, Oxford University Press).
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curtailment of lending, especially to small, entrepreneurial businesses. Unintended
consequences are most likely and most severe when of legislation and regulation goes
beyond the modest goals of improving thc market process but instead supplants
individual choice through the substantive regulation of particular terms of credit
contracts.

In order to make an economically prudent loan, a bank has two considerations.
First, it must be able to estimate the risk of the loan and price the loan effectively.
Regulations that either increase the risk of lending or make it more difficult to accurately
pricc risk will make this more difficult and expensive. Second, if it is unable to
accurately price the loan accurately, it will have to reduce its risk exposure, either by
limiting those to whom it will lend (to only the lowest risk borrowers) or by reducing the
amount it lends (by reducing the size of the loans made or the credit lines on credit
cards).

Provisions in recent legislation, such as the Credit CARD Act, has made it more
difficult for credit card issuers to price risk efficiently. The consequences have been
predictable: credit card issuers have tried to adjust other terms of credit card agreements
in order to try to continue pricing risk cfﬁcicnt]y and to the extent that they have been
unable to do so they have acted to reduce their risk exposure by offering fewer loans and
reducing borrowers’ credit lines. If enacted, proposed legislation such as a proposed
national interest rate ceiling on credit cards, the proposed Consumer Financial Protection
Agency, and the proposal to permit cramdown of home mortgages, would further

exacerbate this credit crunch by further increasing the risk of lending.
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The Credit CARD Act

Last summer Congress enacted the Credit Card Accountability Responsibility and
Disclosure Act of 2009 (the “Credit CARD Act”). Some of the terms of the legislation
were relatively minor (such as rules governing the timing of the receipt of bill payments)
or imposed relatively minor costs with modest potential offsetting benefits. On the other
hand, other provisions of the law interfered with accurate risk-based pricing, such as new
limitations on interest rate adjustments and default provisions.

The market response to the CARD Act illustrates how regulation can disrupt
lending markets by interfering with efficient risk-based pricing. Credit cards have
muttiple terms including (as a small sample) interest rates, penalty interest rates, annual
fees, length of grace periods, the amount and circumstances under which behavior-based
fees will be assessed, degree of acceptance by merchants, fixed versus annual interest
rates, customer support responsiveness, rewards, cash-back, frequent flyer miles, affinity
terms, additional benefits like car rental and purchase price protection, international
transaction fees, fraud protection, effective liability for theft, cash-advance fees,
telephone payment fees, and probably many others.

The CARD Act placed political limitations on the ability of lenders and borrowers
to cstablish these terms through frec market processes. In order to try to price risk
accurately and offset declining revenues from newly-regulated card terms, card issuers
have re-priced other terms of credit card agreements. As a result, borrowers have seen
new or increased annual fees, fixed-interest rate cards have been converted to variable-
rate cards, frequent flyer and other rewards cards have become stingier, and other fees

(such as cash-advance fees) have risen.
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Most notably, some provisions of the Credit CARD Act make it more difficult for
card issuers to raise rates on consumers as economic circumstances change except in
connection with the cxpiration of an introductory period. Again, the market response has
been entirely predictable: Credit card issuers have raised interest rates on a/l cardholders
in order to guard against the risk that they might need to raisc rates later but might be
unable to do so as the result of regulation. In some instances, card issuers have
responded by increasing their use of cards with low introductory rates but higher
permanent rates. It is not clear why this particular mix of terms should be encouraged by
regulators rather than lower interest rates for all.

More relevant for the subject of this hearing, there have been widespread reports
that as a result of the CARD Act credit card issuers have slashed credit linc and canceled
credit cards. Although this reflects several different factors, in part this reflects the
negative effect of the CARD Act, which has interfered with the ability of card issuers to
price risk effectively. Where it becomes more difficult to price risk accurately, lenders
will respond by reducing their risk exposure—which, in this case means reducing credit
lines and the number of pcople who can obtain cards. Many of those who have seen their
credit lines reduced or cards canceled have reportedly been forced to tum to payday

lenders or pawnshops to make up the difference.

National Usury Ceiling on Credit Cards
Several news reports have highlighted a new subprime credit card with a 79%
APR.> According to news stories, the card issuer says that the card used to have higher

up-front fees but a much lower APR of 9.9%, an arrangement that was prohibited by the

? Mandatory Usury in One Lesson, WALL ST. 1. p. A10 (Jan. 2, 2010).
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Credit CARD Act. It is not obvious that consumers have been made better off by the
switch—and if they preferred the card with a 79 percent interest rate and lower up-front
fees, presumably a card issuer would have been happy to offer it to them.

Perhaps partially in response to the announcement of this card, there are reports
that certain members of Congress have proposed legislation that would institute a
national interest rate ceiling of sixtcen percent on credit cards. Such a move would
almost certainly generate a return of high annual fees, higher behavior-based fees, more
pressure to sell ancillary products (such as credit insurance), and a decline in card quality
(such as fraud protection and card benefits). It is little wonder that for centuries usury
regulations have received the near-universal condemnation of economists.

The most thoroughly studied recent episode was that of the disruptive impact of
state usury regulations during the high-interest rate period of the 1970s and early 1980s
that limited consumer interest rates below the rate that would prevail in a free market.’

Banks responded by altering other terms of the cardholder agreement or bundling
lending with other services. Banks in states with strict usury regulations restricted their
hours of operation, reduced customer service, tied their lending operations to other
products and services not restricted in price (such as requiring checking or savings
accounts), or imposing higher service charges on demand deposit accounts or checking

account overdrafts.* Most importantly, to evade usury regulations credit card issuers

* Todd J. Zywicki, The Economics of Credit Cards, 3 CHAPMAN L. REV. 79, 151-55 (2000).

4 A. CHARLENE SULLIVAN, EVIDENCE OF THE EFFECT OF RESTRICTIVE LOAN RATE CEILINGS ON PRICES OF
FINANCIAL SERVICES (Credit Research Center Working Paper No 36, 1980); see also RICHARD PETERSON
& GREGORY A. FALLS, IMPACT OF A TEN PERCENT USURY CEILING: EMPIRICAL EVIDENCE 33 (Credit
Research Center Working Paper No. 40, 1981).
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imposed annual fees on credit cards, usually ranging from $30-$50.° Credit card issuers
adjusted other terms of the credit contract to compensate for the inability to charge a
market ratc of interest, including adjusting grace periods and using altemmatc methods for
calculating interest charges.® Credit card issuers also rationed credit card privileges to
only the most credit worthy consumers.” Economists have noted that the welfare effect
of term re-pricing is almost invariably negative, because if the borrower and lender had
preferred the new mix of terms to the old mix, in a competitive market they would likely
have done so already.8

But there was a still more important type of term re-pricing at work that affected
most consumers. For consumers, bank-type credit cards are generally superior to credit
cards offered by particular department stores because unlike a store card a bank card
unhooks the consumer’s choice of payment from the seller of the goods or services,
thereby encouraging heightened competition and consumer choice in both realms

Thus, during this period of strict intcrest rate regulation store cards remained the
predominant form of consumer credit, not because they were superior in quality to bank
cards but rather because department stores were able to engage in term re-pricing more
efficaciously than bank cards.” While banks tried to offset losses on inferest rates by

imposing annual fees and the like, credit-issuing department stores had an even more

5 See Zywicki, Economics of Credit Cards, supra note 3, at 152. Because this fee was assessed on
revolvers and transactors alike, it effectively resulted in transactors subsidizing lower interest rates for
revolvers.

© DAVID EVANS & RICHARD SCHMALENSEE, PAYING WITH PLASTIC: THE DIGITAL REVOLUTION IN BUYING
AND BORROWING 28 (1% ed. 2000); MARTHA L. OLNEY, BUuy Now, PAY LATER: ADVERTISING, CREDIT,
AND CONSUMER DURABLES IN THE 1920s at 132 (1991) (“State usury laws were ineffective; lenders
managed to increase effective rates of interest through various fees, penalties, required insurance, and so
on.”).

7 Glenn B, Canner & James T. Fergus, The Economic Effects of Proposed Ceilings on Credit Card Interest
Rares, 73 FED. RES. BULL. 1, 2 (1987).

8 Christopher C. DeMuth, The Case Against Credit Card Interest Rate Regulation, 3 YALE J.ON REG. 201,
238 (1986).

® PETERSON & FALLS, supra note 4.
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effective way of evading usury restrictions—they could simply hide the credit losses by
charging a higher price for the goods they offered.'® For instance, in those states with the
strictest usury restrictions, consumers also paid significantly higher prices for major
appliances, almost all of which then (as now) were purchased with installment retail
credit.'’ Retailers in states with strict usury regulations also reduced their services to
consumers, such as charging for delivery and gift wrapping or offering fewer choices in
their stores.”> This ability to cross-subsidize between credit and goods transactions
provided large retailers with a substantial comparative advantage over smaller retailers
who could not afford to establish and maintain their own credit operations. "

Finally, to the extent that it becomes too difficult to price the terms of the loan
accurately to make the loan feasible, lenders will curtail their issuance of credit cards.
For cxample, if the presence of a regulation makes in impossible for a borrower to gain
access to credit card credit, in many situations the borrower will turn instead fo a less-
preferred type of credit, such as payday lending, rent-to-own, or pawn shops. Again,
empirical evidence supports this finding. During the 1970s, states with lower interest rate

ceilings (thus foreclosing more consumers from credit cards and other preferred types of

10 See SIDNEY HOMER & RICHARD SYLLA, A HISTORY OF INTEREST RATES 428 (3d ed. 1991); see also
LENDOL CALDER, FINANCING THE AMERICAN DREAM: A CULTURAL HISTORY OF CONSUMER CREDIT 177
(1999) (noting practice of door-to-door peddlers in early-twentieth century America who catered to
immigrant families and marked up the price of the goods sold to cover implied high interest rates).
Similarly, pawn shops can simply adjust the discount price of the goods that are pawned as collateral.

" Canner & Fergus, supranote 7,at 11,

12 peterson & Falls, supra note 4, at 35 n.5.

13 Christopher C. DeMuth, The Case Against Credit Card Interest Rate Regulation, 3 YALE J. ON REG, 201,
238 (1986).
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lending) had more pawn shops than in states with less-binding constraints.'  Some
borrowers may even be forced to resort to illegal loan sharks "

Recent experience with the turmoil in credit markets—even prior to the
imposition of new regulations that would shrink lending still further—has provided a
timely reminder of how restricting access to preferred types of consumer credit can lead
to product substitution. According to news reports, reduction in the availability of credit
card credit has led consumers and small businesses to increase their use of inferior and
archaic types of credit such as payday lenders, pawn shops, and layaway. Further
regulations that would make more highly-preferred credit (such as credit cards) still more
uneconomical will likely prompt still further greater use of these alternative types of

credit.

CFPA

The proposal for a Consumer Financial Protection Agency is probably the most
dangerous of the various proposals being contemplated in terms of its likely disruptive
effect on lending markets. This is becanse of its vast reach potentially touching almost
every consumer credit transaction, its vaguely defined mission and charter, and its
disconnect of consumer protection from issues of safety and soundness. With a massive
new, virtually unconstrained and unaccountable burcaucracy like the CFPA, it would
become extremely difficult for lenders to predict the associated with a loan, especially to

small entrepreneurial businesses and less-proven borrowers. It would also potentially

¥ RICHARD L. PETERSON & GREGORY A. FALLS, IMPACT OF A TEN PERCENT USURY CEILING: EMPIRICAL
EVIDENCE (Credit Research Ctr. Working Paper No. 40, 1981).

'* See PoLicts, THE EFFECT OF INTEREST RATE CONTROLS IN OTHER COUNTRIES (2004); POLICIS,
ECONOMIC AND SOCIAL RiSKS OF CONSUMER CREDIT MARKET REGULATION (2006).
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increase the costs of lending operations by increasing the red tape and administrative
costs of lending. Finally, by disconnecting consumer protection from safety and
soundness regulation it would interfere with the ability of lenders to price risk efficiently
and thereby lead them to further curtail lending operations.

First, the CFPA would impose the potential for major new liability on lenders.
While the details remain up in the air, it appears that it is being contemplated to empower
such an agency to impose new fines and penaltics. Moreover, in addition to prohibiting
lenders from engaging in fraud and deception in lending, the CFPA would have the
power to prohibit and punish “abusive” lending—a wholly novel and undefined term.
Presumably this term could apply to any loan with higher than average costs or any other
term that the regulator might subsequently deem to be “abusive” in some subjective
sense. This would cast a cloud of uncertainty over all but the most generic loans made to
the safest of borrowers, a certain recipe for further constriction of lending.

Second, the CFPA holds the potential for increased administrative and red tape
costs for lenders. Again, it is not exactly clear how such an agency would work. But it is
doubtful that any such agency would reduce the administrative costs of lending. Again,
to the extent that the agency requires a higher degree of paperwork or other hurdles for all
but generic loans, this will likely deter lending. Some commentators in the media, for
example, have contended that the CFPA would have the power to ban or regulate certain
fees on credit cards not covered by the Credit CARD Act or would be able to place limits
on the power of lenders to cancel credit cards or reduce credit lines.

Finally, by disconnecting consumer protection from safety and soundness, the

CFPA could make it more difficult to price risk accurately, thereby leading to a further
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constriction of credit. Consider just two areas identified by the White House as possible
areas of action by the CFPA: a proposal to ban (or strongly discourage) prepayment
penalties and banning “yield spread premiums” in mortgage products. Both of these
actions would likely prove counterproductive and harmful to consumers.

Prepayment penalties are a common term in many subprime mortgages, although
they remain uncommon in most prime mortgages in the United States. Prepayment
penalties are also included in most commercial loans and are present in virtually all
European mortgages. Yet the White Paper contemplates banning prepayment penalties in
mortgages. This reasoning is based on faulty economic logic and fails to recognize the
overwhelming economic evidence supporting the efficiency of prepayment penalties.

The traditional American right to prepay and refinance a mortgage is rclatively
unique in the world. Available empirical evidence indicates that American consumers
pay a substantial premium for this unlimited prepayment right. Borrowers pay a
premium for the unlimited right to prepay of approximately 20 to 50 basis points (2 t0 .5
percentage points) with subprime borrowers generally paying a higher premium for the
right to prepay than prime borrowers because of the increased risk of subprime borrower
prepayment.'6 Borrowers pay this premium to compensate lenders for the risk of having
to reinvest funds at lower market interest rates when interest rate falls. Where prepayment

penalties are banned lenders also take other precautions to guard against the risk of

1 See Todd J. Zywicki and Joseph Adamson, The Law and Economics of Subprime Lending, 86 U. CoL0.
L. Rev. 1, 18-20 (2009} (summarizing studies); Gregory Ellichausen, Michael E. Staten & Jevgenijs
Steinbuks, The Effect of Prepayment Penalties on the Pricing of Subprime Mortgages, 60 J. ECON. &
BUS. 33, 34 (2008) (reviewing studies); Chris Mayer, Tomasz Piskorski & Alexei Tchistyi, The
Inefficiency of Refinancing: Why Prepayment Penalties Are Good for Risky Borrowers (Apr. 28, 2008).
Term sheets offered to mortgage brokers similarly quoted interest-rate increases of approximately 50 basis
points in those states that prohibited prepayment penalties.
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prepayment, such as charging increased points or upfront fees at the time of the loan,
which raise the initial cost of the loan.

Nor is there any evidence that prepayment penalties are excessively risky for
consumers. Empirical evidence indicates that prepayment penaltics do not increase the
risk of borrower default. In fact, subprime loans that contain prepayment penalty clauses
are less likely to default than those without such clauses, perhaps because of the lower
interest rate on loans with prepayment penalties or perhaps because the acceptance of a
prepayment penalty provides a valuable and accurate signal of the borrower’s
intentions.!” Acceptance by a borrower of a prepayment penalty may also provide a
credible signal by the borrower of his intent not to prepay the loan, thus overcoming an
adverse selection in the marketplace and permitting a reduction in intercst rates.
Borrowers obviously have greater knowledge than lenders about the relative likelihood
that the borrower will prepay the mortgage, especially in the subprime market where
prepayment tends to be highly idiosyncratic and borrower-specific.'

Finally, the ability of American consumers to freely prepay and refinance their
mortgages may have exacerbated the current mortgage crisis—and banning prepayment
penalties might thus exacerbate a similar situation in the future. When home prices were
rising, many consumers refinanced their mortgages to withdraw equity from their homes.
These “cash-out” refinancings became increasingly common during the duration of the

housing boom—from 2003 to 2006 the percentage of refinances that involved cash-out

' Christopher Mayer, Tomasz Piskorski, and Alexei Tchistyi, The Inefficiency of Refinancing: Why
Prepayment Penalties are Good for Risky Borrowers, Working Paper (Apr. 28, 2008); Sherlund also finds
that the presence of prepayment penalties does not raise the propensity for default. Sherlund, The Pasr,
Present, and Future.

18 See Zywicki & Adamson, supra.
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rose doubled from under 40 percent to over 80 percent'® and among subprime refinanced
loans in the 2006-2007 period around 90 percent involved some cash out”. In fact, even
though there was a documented rise in LTV ratios between 2003-2007, even that may
underestimate the true increase in the LTV ratio if appraisals for refinance purposes were
inflated (either intentionally or unintentionally), as appraisals are a less-accurate measure
of value than actual sales.?’ The ability to freely prepay and refinance one’s mortgage
may help to cxplain the higher propensity for American consumers to default than in
comparably-situated countries where prepayment is more difficult and thus cash-out
refinancings are not as common.

This suggests that a ban or limitation on contractual agreements for prepayment
penalties would encourage even more refinancing activity and further equity depletion
that would otherwise be the case—thereby having the unintended consequence of
increasing the number of foreclosures.

New restrictions on mortgage brokers would also likely be counterproductive for
consumers. First, it should be noted that the fixation on the “yield-spread premium” for
mortgage brokers is obviously misplaced: this is nothing more than the difference
between the wholesale and retail cost of funds. Every loan from a depository lender also
has an implicit yield-spread premium embedded in it.

More fundamentally, the White Paper’s apparent hostility to mortgage brokers

fundamentally misunderstands the nature of competition and consumer choice in this

' Luci Ellis, The Housing Meltdown: Why Did it Happen in the United States, BANK FOR INTERNATIONAL
SETTLEMENTS BIS WORKING PAPER 259 at 22 and Fig. 9 (Sept. 2008), available in
http:/iwww .bis.org/publ/work259 pdf.

0 C J Mayer & Karen Pence, Subprime Mortgages: What, Where, and To Whom, NBER Working Paper
no. 14083.

2 Eliis, The Housing Meltdown, at 22; Chris Mayer, Karen Pence, and Shane M. Sherlund, The Rise in
Mortgage Defaults at 6.
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market. New regulations that might result in a reduction in the number of mortgage
brokers, and thus an attenuation of competition, will likely result in harm to consumers.
Both economic theory and empirical cvidence in this area strongly suggest that greater
competition among mortgage brokers results in better loan terms for consumers.

Mortgage brokers are confronted with two distinct incentives. First, mortgage
brokers have an incentive to maximize the “spread” between the rate at which they can
acquire funds to lend to consumers (essentially the wholesale rate) and the rate at which
they can lend to borrowers (the retail price). But second, mortgage brokers face
competition from other brokers trying to get a borrower to borrow from them. The net
result of these two factors—one pushing toward higher rates and one pushing toward
lower rates—is ambiguous as an a priori matter.

Early studies have found various different results, some finding that brokers offer
better terms on average than depository lenders and others finding that brokers charge
higher prices on at least some elements of the transaction.”> The explanation for these
differing results appears to result from differences in the number of mortgage brokers
competing in a given market.”®  Where mortgage brokers are numerous and thus
competition and consumer choice is greater, consumers generally receive lower interest
rates from brokers (the competition effect predominates); but where there are a smaller

number of brokers and less competition, consumers typically pay higher interest rates

2 Compare Amany El Anshasy, Gregory Elliehausen & Yoshiaki Shimazaki, The Pricing of Subprime
Mortgages by Mortgage Brokers and Lenders (July 2005) (working paper, available at
http:/~www.chicagofed.org/cedric/files/2005).

conf_paper_session!_elliehausen.pdf); see also Gregory Ellichausen, The Pricing of Subprime Mortgages
at Mortgage Brokers and Lenders (Feb. 2008) (working paper) (updated results confirming the initial
findings) with.- WOODWARD, supra note 143, at ix (concluding that loans made by mortgage brokers have
higher costs of $300 to $425).

¥ M. Cary Colins & Keith D. Harvey, Morigage Brokers and Mortgage Rate Spreads: Their Pricing
Influence Depends on Neighborhood Type, ). REAL ESTATE FIN. & ECON. (Forthcoming 2009).
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(the broker interest effect predominates). Empirical studies indicate that overly-
restrictive broker regulations may also lead to a higher number of foreclosures overall.?
The lesson seems to be clear—regulators should be wary of adopting overly-stringent
regulations that will substantially reduce the number of mortgage brokers in a given
market. Similar findings characterize many industries where overly-stringent regulations

result in higher prices and other welfare losses for consumers.

Cramdown of Home Mortgages

Another proposal that would increase the risk of lending and lead to further
constriction of credit would be the proposal to allow cramdown of home mortgages in
bankruptcy. That this would increase the risk of home mortgage lending is obvious.
Less obvious, but no less important, is that this would increase the risk of other types of
lending such as credit cards and auto loans.

Cramdown in bankruptcy differs from mortgage modification outside bankruptcy
in that if a consumer files bankruptcy in order to cram down his mortgage, the impact is
not limited merely to the mortgage debt. Bankruptcy sweeps in all other types of debt as
well, including credit cards, auto loans, and personal finance loans. By permitting
mortgages to be modified in bankruptcy instead of foreclosure, permitting cramdown of
mortgages in bankruptcy would certainly lead to an increase in the number of people
filing bankruptcy. This would, of course, increase the amount of other types of consumer
debt pulled into—and eventually discharged—in bankruptcy. More generally, any

proposal that led to an overall increase in the number of bankruptcy filings inevitably

** Morris M. Kleiner & Richard M. Todd, Morrgage Broker Regulations That Matter: Analyzing Earnings,
Employment, and Outcomes for Consumers (working paper Nov. 2008).
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would lead to an increase in the amount of consumer debt discharged in bankruptcy and

an increase in risk,

17
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Danicl Cardone
Executive Vice President

February 5, 2010

The Honorable Robert P. Casey, Jr.
United States Senate

393 Russell Senate Office Building
Washington, D.C. 20510-3804

The Honorable Kirsten Gillibrand
United States Senate

478 Russell Senate Office Building
‘Washington, D.C. 20510-3203

The Honorable Frank R. Lautenberg
United States Senate

324 Hart Senate Office Building
Washington, D.C. 20510-3003

The Honorable Barney Frank, Chairman
House Committee on Financial Services
United States House of Representatives
2252 Rayburn House Office Building
Washington, D.C. 20515-2104

The Honorable Charles B. Rangel
United States House of Representatives
2354 Rayburn House Office Building
Washington, D.C. 20515-3215

Dear Congressional Leader,
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2024 Center Avenuc

Fort Lec NJ 07024

(201) 592-7474

Email: daniclcardone@bnbbauk.con

The Honorable Robert Menendez
United States Senate

528 Hart Sepate Office Building
Washington, D.C. 20510-3002

The Honorable Charles E. Schumer
United States Senate

313 Hart Senate Office Building
Washington, D.C. 20510-3201

The Honorable Arlen Specter
United States Senate

711 Hart Senate Office Building
Washington, D.C. 20510-3802

The Honorable Chris Dodd, Chairman

Senate Committee on Banking, Housing and Urban Affairs
United States Senate

448 Russell Senate Office Building

Washington, D.C. 20510-0702

The Honorable Richard Shelby, Ranking Member

Senate Committee on Banking, Housing and Urban Affairs
United States Senate

304 Russell Senate Office Building

Washington, D.C. 20510-0103

The intent of his letter is to bring to your attention certain unintended consequences of the current bank
regulatory environment, which hinder the country's economic recovery. This atmosphere could com-
pletely frustrate economic recovery efforts and may well promote the failure of many more banking insti-
tutions.

BNB Bank is a very unique community institution founded in 1986. We are a small bank, with just under
$400 miliion in assets, maintaining offices in New Jersey, New York and Pennsylvania. Qur mission, for
the past seventeen-years, has been to provide financing to small businesses in our region, in partership
with the U.S. Small Business Administration. As a minority institution, we embraced the SBA program in
the early 19905 and acquired the requisite skills in this area, which were then used for the benefit of the
communities and people we serve. As our expertise in SBA lending grew, so too did our outreach to
small business.
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We are extremely proud of our accomplishments, which include numerous awards from both the New Jer-
sey and New York districts of the Small Business Administration and recognition by those SBA districts
over many years as the #1 small bank lender in our region, which encompasses New Jersey, New York
City and the Philadelphia area. As you are well aware, 2009 was a year when banks, in general, did not
make credit available to this sector. One of the major factors contributing to our success as an SBA
lender in 2009 was the recognized reluctance of larger institutions to lend to small business.

We take particular pride in our SBA lending performance in 2009, a year in which we were the:

o # ] SBA Lender in the New York District

o it 2 SB4 Lender in the New Jersey District

o & 28BA Lender in the Philadelphia District

o & ] 8BA Lender multi-state lender in New York, New Jersey & Philadelphia
& it 1] SBA Lender in the couniry

We were fortunate to have been permitted to participate in the U.S. Treasury's Capital Purchase Program
(TARP) and that indeed helped us to continue serving our markets, as it was intended to do. Not only did
BNB Bank step-up for small business, but we actually increased our SBA lending performance, as com-
pared to prior years.

There is, however, an unfortunate negative aspect to small business lending. The toll that the economic
situation has taken on small businesses in the past few years is well known. We have worked diligently to
assist our borrowers in getting through this crisis, but many are barely hanging on and several of them
have been unable to survive. BNB Bank, as a partner to many of these businesses, has also not been
spared from these economic problems.

Due to the high percentage of typically weaker SBA loans in our portfolio and the recent economic down-
turn, our asset quality and earnings have suffered. Nonetheless, we are making every effort to strengthen
the bank and are working through a number of remedial actions in full cooperation with our primary regu-
lator, the Office of the Comptroller of the Currency. One of those remedial actions, which places BNB
Bank “in harms way” is the imposition of higher minimum capital requirements by the OCC. The effect
of that action is the automatic classification of BNB Bank as less than well capitalized; despite the fact
that our capital ratios would ordinarily categorize us as well capitalized. This classification, by its very
definition, triggers additional consequences, as follows:

1. Access to funding becomes very restricted. Since a less than well capitalized institution is
automatically ineligible for non-traditional funding sources (such as brokered CDs), a
community bank, such as BNB, must rely solely on its ability to attract local deposits for which it
must compete with other institutions in its immediate market. This, as you might imagine, places
great emphasis on a given bank’s ability to generate deposits through the offering of interest rates
competitive in its market place, and ours, the Northern New Jersey/New York City area, is a
fiercely competitive market place.

2. The mandating of these higher minimum capital requirements by the OCC causes the automatic
imposition of statutory restrictions on deposit interest rates, under the new provisions of Section
337.6 of the FDIC Rules and Regulations, effective January 1, 2010. These new interest rate
limitations restrict the rates we can offer to the public for deposits, unless the Bank operates
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within a “high rate area.” Despite the fact that we operate in one of the most competitive of the
world, we are informed by the FDIC that we are not operating in a “high rate area.” This causes
the Bank to be limited to the “national rate cap” in setting deposit rates.

As President Obama pointed out, following his recent meeting with community bank representatives,
community banks are particularly vulnerable to over regulation by bank regulators. The imposition of
higher minimum capital ratios creates a chain reaction of events, which, if not remediated, will severely
impact bank liquidity and may cause the failure of many community banks, such as BNB. Because of
these restrictions:

1. We will be forced to pay nearly one-half percent less, on most of our deposit products, than the average
rate paid by owr local competitors, who are not similarly classified as Less Than Well Capitalized. At this
Juncture, with bank deposit rates already very low, a .30% variance is extremely significant to most
depositors.

Qur ability to attract new deposits to our institution will be greaily impaired.

Our ability to retain maturing/existing deposits will be dangerously hindered.

Our viability as a bank may be threatened, due to a liquidity crisis resulting from these limitations.

A potential bank-failure will be created by the automatic application of rules intended to strengthen, and
not harm, the banking system.

At the very least, without local sources of funding, we will be unable to continue our mission to serve small
business and to make credit available to that sector.

oA W

>

We are not suggesting that regulators lower the capital requirements for community banks without justifi-
cation. We are suggesting that the unintended ramifications of the automatic interaction of certain regula-
tions, which were likely intended, in good faith, to implement the will of the Congress, be revisited and
reconsidered. This technical change may remedy a result that could seriously impair the banking system
of the nation and cause catastrophic numbers of community banks to fail. It is doubtful that these regula-
tions were intended to have such a negative impact on so many.

We have brought this matter, in summary form, to the attention of President Obama. This is an extremely
urgent situation that necessitates prompt investigation by you, the Congress and bank regulators to avoid
this calamitous result of these automatic triggers, which we believe to be the unintended consequence of a
good faith attempt to regulate banks safely. On behalf of our senior management and board of directors,
now urge you to review the facts I have presented and to verify the points that have been made. Your in-
terest in this matter could very well prevent further harm to our already fragile economy and to this coun-
try’s community banks. ‘

With deep appregiation for your valuable time, I am,

ce: Sheila C, Bair, Director, Federal Deposit Insurance Corporation; John C. Dugan, Comptroller of the
Currenicy; Camden R. Fine, President and CEO, Independent Community Bankers of America
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SBA Performance 2009
New York
Rank |Bank Amount Item
1 BNB BANK, NATIONAL ASSOCIATION 35,799,760 75
2 TD BANK, NATIONAL ASSOCIATION 19,786,300 43
3 NEWBANK 19,015,000 49
4 JPMORGAN CHASE BANK, NATIONAL ASSOCIATION 17,979,200 195
H NEW YORK BUSINESS DEVELOPMENT CORPORATION 15,054,900 48
3 BANKASIANA 11,150,000 24
7 NARA BANK 9,685,000 19
[} PNC BANK, NATIONAL ASSOCIATION 17,756,300 12
9 COMMUNITY NATIONAL BANK 6,750,000 12
10 MANUFACTURERS AND TRADERS TRUST COMPANY 6,516,600 61
New Jersey
Rank _ |Bank Amount Item
i TD BANK, NATIONAL ASSOCIATION s 60,725,000 168
2 BNB BANK, NATIONAL ASSOCIATION $ 51,684,000 109
3 NEW JERSEY BUSINESS FINANCE CORP $ 33,323,000 48
4 CENTRAL JERSEY BANK $ 17,690,000 41
5 TRENTON BUSINESS ASSISTANCE CORP $ 15,287,000 22
6 PNC BANK $ 13,188,600 30
1 BANKASIANA $ 9,355,000 27
8 THE PROVIDANCT BANK $ 9,283,100 260
9 UNITY BANK $ 7,261,700 19
10 LIVE OAK BANKING COMPANY $ 7,000,000 4
Pennsylvania (Philadelphia District)
Rank |Bank Amount Item
1 Continental Bank 20,807,500/ 28
2 |SUSQUEHANNA BANK 19,863,300 42
3 |BNB BANK, N.A. 18,149,000 24
4 |TD BANK, N.A. 15,185,700 30
5 Manufactures & Traders Trust Co. 11,461,200 136
[3 National Penn bank 10,331,900 41
7 PNC BANK, N.A. 7,920,700 26
8 CIT SMALL BUSINESS LENDING CORP. 8,517,000 7
9 Metro Bank 5,515,300/ 35
10 |Penn Liberty Bank 5,113,000 16




343

Coleman Report --- October 26, 2009

2009 Top 100 7(a) Lenders

2009 2008 2007 #  Gross Loan Average
Rank Rank Rank Loans Volume Loan Size
1 2 2 |WELLS FARGO BANK MNNEAPOLIS | MN | 2347 $827,151,900] 352,429
2 3 4 [US. BANK MINNEAPOLIS | MN 1,886 $261,602,582| $137.976)
3 18 36 [COMPASS BANK BIRMINGHAM AL 815 $171,617,500] $276,053
4 30 LIVE OAK BANK WENMINGTON NC M8 $159,217,500] $1,068,574]
5 7 15 ITD COMMERCE BANK PORTLAND NE 380;  $145,353,100] $382,508]
] 12 | 22 [EXCEL NATIONAL BANK BEVERLY HLLG CA 136 $141,454,700; $1,040,108;
7 15 20 [HUNTINGTON NATIONAL BANK (THE) [COLUMBUS OH 987 $141,398 400 $142,533;
3 14 10 [PNC BANK PTTSBURGH PA 4601 $138,884,500] $301,923
9 5 3 |JPMORGAN CHASE BANK [NEW Y ORI NY 1250, $136,576,000] $109,261
11 1 12 [ZIONS BANK SALT LAKECIT} U 1310, $128,213,000| $97,873
1] 23 | 0 |enBeAm - NEWYORK | Ny | 219 stioios)7e0 502,568
12 13 | 11 |essvmaNK WNSTON-SALE NG | 539 $108.881,500]  $202,006)
13 1 1 {CIT SMALL BUSINESS LENDING LIVINGSTON N 142]  $304,502 200] $738,748;
14 | 64 86 [FIRST FINANCIAL BANK EL DORADC AR 294 $100,879.900| $343,129;
312 27 |KEY BANK ICLEVELAND oH 478 $87,283,000) $183,775¢
16 | 22 32 IMANUFACTURERS & TRADERS TRUSTIBUFFALO NY 778 $87,235,275] 3111,984)
17 1 3 17 [UNITED CENTRAL BANK ICARLAND §23 1764 $79,881,100] $454,438
18 & $ [BANCO POPULAR [SAN JUAN R 3684 $79,768,000] $220,984
18 386 |[FIRST CITIZENS BANK & TRUST CO  |RALEIGH NG 81 $79,029,000] $975,667
20 | 41 38 |FIFTH THIRD BANK TOLEDO oA 292 $60,345,500] $206,663;
21 44 §1 IMAINSTREET LENOER ICHEVY CHASE| MO 67 $59,294,000! $884,985]
22 | 19 | 29 ISMALL BUSINESS LOAN SOURCE HOUSTON ™ 125 $56,343,900] 447,157}
23 | 18 | 19 [INNOVATIVEBANK [OAKLAND CA | 1018  $56,011,700 $55,130]
24 | 48 . 82 |CELTIC BANK [SALTLAKECH} UT 87 $54,570,100; $562,578]
25 | 27 | 18 LSHIRESTATE BANK LOS ANGELES | CA 1685 553,941,500 $326,918
2 | 45 42 {RDGESTONE BANK " _|BRODKFELD W 83 $53,571,877 $645,444
2@ | 20 23 [COMMUNTY SOUTH BANK ADAMSVLLE ™ 7% $49,082.800, $703,983]
28 | 89 | 108 IFIRST CHATHAM BANK SAVANNAH GA 43 $46,623,200 $1,137,15%
28 | S0 43 ASSOCIATED BANK IGREEN BAY W 4884 $45,514,300] $93,267]
30 | 48 | 130 |DORREGO SPRINGS BANK BORREGO SPR|  CA 578 $44,410,800; $76 835
31 | 10 | 16 |UPS CAPITAL BUSINESS CREDIT HARTFORD cr 49 $43,121,200; $880,024,
32 | 39 | 26 JCITIZENS FINANCIAL GROUP PROVIDENCE R 709 $40,384,500f 366,974
33 | 67 71 {NEW YORK DEVELOPRENT {NEW Y ORK NY 103 $39,370.776] $382.241
34 | 114 | 143 [COMMUNITY BANK OF } [BRANDON M 47 $39,016,222) $265.418]
38 | 57 54 ICITIZENS BANK FLINT Ll 184 $38,674,900] $210,190}
8|79 74 {GLACIER BANK KALISPELL T 2546 $38,402,767] $150,011
37 | 54 81 REGIONS BANK BRMINGHAM Al 187 $38,376,500, $205,222|
38§ 66 78 ISUNTRUST BANK ATLANTA GA 377 $37,750,800] $100,138
33 | 40 57 |CAPITOL BANCORP LANSING M 127, 337,497,200, $295,254
40 17 88 JIBERTY BANK SPRNGFIELD MO 145} $35,010.980 $241,454]
41 | 81 PEOPLES BANK IBRDGEPORT | CT 181)  $34,454,400) $190,355,
[ERIDGE BANK, CALIFORNIA GENERAL
BANK, PLAZA BANK, BANKOF

42 INANHATTAN RVINE CA 33 $33,868,600! $868,426]
43 | 43 | 44 [COMMUNITY WEST BANK (GOLETA CA 73 $33,592,200 $480,167}
44 | 453 PLAINS STATE BANK HUMBLE ™ 29 $32,845,000 $1,132,5864
a5 FIRST COLORADO NATIONAL BANK {PACINIR oo 44 $32,689,100] $742,934
46 | 58 | 43 IM&i BANK MLWAUKEE w 211 $32,518,500; $154,121
47 | 63 | 65 |EREMERBANK ST. PAUL My 99 $31,813,239) $321,346
48 | 73 | 150 JUNITED WESTERN BANK CENVER - <0 51 $30.318,500 $594.480;
49 | 74 B9 |STERLING SAVINGS BANK [SPOKANE WA 55 $29,908 900, $543,798;
50 | 53 55 ISUSQUEHANNA BANK LTz PA 69 $28,717,400] $418,194]

© 2009 Al Rights Reserved by Bob Coleman (818) 790-4591
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Comptroller of the Currency fin
Administrator of National Banks Phﬂu’\‘ 4 904

Washington, DC 20219

March 5, 2010

The Honorable Barney Frank
Chairman

Committee on Financial Services
Washington, DC 20515

Dear My, Chairman:

I realized after the hearing that there may have been some confusion caused by my answer to a
question by Congressman Green regarding the Administration’s proposal to create a Small
Business Lending Fund (SBLF). I wanted to clarify that, although I would support an expansion
of guaranteed SBA lending activities by commercial banks, that in no way diminishes my
support for the proposed SBLF. Access to credit by small businesses is an important factor in
our economic recovery and in lowering the unemployment rate, and the SBLF would help
provide credit to this important sector of the economy.

As proposed, the SBLF would support lending by viable community banks with assets under $10
billion. Banks with less than $1 billion in assets would be eligible for investments up to five
percent of risk weighted assets, while banks with between $1 billion and $10 billion in assets
could receive investments up to three percent of risk weighted assets. As lending to small
businesses increased, the dividend rate payable to Treasury would decline. As long as it remains
clear that the new loans are intended to be made to creditworthy borrowers, as Treasury has
made clear, ] think this is a sensible proposal that would create a strong incentive to make new
loans to small businesses.

Sincerely,

ohn C. Dugi?//
Comptroller ¢f the Currency

24/

g
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Questions for The Honorable Elizabeth Duke, Governor, Board of Governors of the
Federal Reserve System, from Chairman Frank:

Many feel that the crisis was caused by financial institutions that became too big and too
complex. Now that the crisis is ending the four largest banks are 50% bigger and much
more complex than before the crisis. Are you happy with this outcome? If not, what are
you prepared to do to reduce their size and complexity?

The recent financial crisis demonstrated the problems posed by financial institutions that are
perceived to be “too big to fail.” As supervisors we are pursuing a number of initiatives in this
area.

First, we are vigorously addressing the weaknesses at major financial institutions with regard to
capital adequacy, liquidity management, and risk management. Firms whose failure would pose
a systemic risk should receive especially close supervisory oversight and be held to the highest
prudential standards. Aside from its direct benefits for the safety and soundness of these large
‘institutions, this approach also should help offset financial firms’ incentive to grow until they are
perceived to be “too big to fail.”

Second, we are paying close attention to compensation practices that can create mismatches
between the rewards and risks bome by institutions or their managers. As the Federal Reserve
and other banking agencies have noted, poorly designed compensation policies can create
perverse incentives that can ultimately jeopardize the health of the banking organization.
Management compensation policies should be aligned with the long-term prudential interests of
the institution, be tied to the risks being borne by the organization, provide appropriate incentives
for safe and sound behavior, and avoid short-term payments for transactions with long-term
horizons.

In addition, we and our supervisory colleagues around the world are exploring requiring banking
firms to identify obstacles to the sale or liquidation of parts of the firm, areas of unnecessary
complexity, and obstacles to an orderly resolution, and to show they can quickly produce the
information needed for the supervisor to orchestrate an orderly resolution should the need arise
(so called “living wills”). A living will of this type could remove some of the uncertainty around
a possible resolution. As part of their ongoing oversight, supervisors could target the areas
where a firm’s planning falls short of best practices. Focusing on the legal, contractual, and
business relationships among the firm's subsidiaries could yield significant benefits for
prudential supervision in normal, as well as stressed, times. The various elements of the
regulatory system could thus be better integrated by identifying mechanisms and connections for
the transmission of risk and liability between affiliates and by identifying relationships that may
present an obstacle to the ready sales of businesses, the proceeds from which might allow the
firm to avoid failure.

"For the two banks that are above the 10 percent cap on deposits, would you approve a new
deposit taking branch? Are you intent on flouting the express desire of congress?
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You have said that the Bank of America’s former thrift deposits don’t count toward the
market cap. Would you tell the committee how those former thrift customers are treated
differently by the bank? Can they use B of A ATM machines? Go to B of A branches?
Apply for consumer loans?

The terms of the deposit cap, and the authority of the Federal Reserve to apply that cap, are set
by statute and do not cover all manners in which an insured depository institution may expand.
Specifically, the deposit cap provision in Section 3(d) of the Bank Holding Company Act

(BHC Act) applies only to interstate acquisitions of a bank. See 12 USC 1842(d). By its terms,
this limitation does not apply to in-state acquisitions, acquisitions of savings associations, branch
openings, or organic growth. If a bank holding company such as B of A proposed to acquire a
bank in an interstate transaction, however, the deposits of its subsidiary thrifts and banks alike,
together with the deposits of the bank to be acquired, would be included in the bank holding
company’s amount of total deposits for purposes of evaluating compliance with the 10 percent
deposit limit in Section 3(d).

If pending legislative proposals are enacted, the depdsit cap limitation would be broadened to
include acquisitions of savings associations. )
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International Council
of Shopping Centers

February 26, 2010

Chairman Barney Frank

Committee on Financial Services
United States House of Representatives
Washington, DC 20515

Chairwoman Nydia Velazquez
Commitice on Small Business

United States House of Representatives
Washington, DC 20515
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Congressman Spencer Bachus
Committee on Financial Services
United States House of Representatives
Washington, DC 20515

Congressman Sam Graves

Committee on Small Business

United States House of Representatives
Washington, DC 2051$

Dear Chairman/woman and Members of the House Financial Services Committee and House Small Business
Comnittee:

Thank you for conducting today’s joint hearing on the Condition of Small Business and Commercial Real
Estate Lending in Local Markets. Over the last year, the International Council of Shopping Centers (ICSC)
has worked to highlight our significant concerns about the lack of access to capital and credit impacting
commercial real estate and retail businesses. ICSC has developed a legislative concept that would create
significant investor incentives and help to rebalance the debt/cquity equation plaguing the regional and
community banking system.

ICSC is the premicer global trade association of the shopping center industry. Its nearly 60,000 members
include shopping center owners, developers, managers, investors, retailers and brokers, as well as academics
and public officials. With this broad reach across the retail real estate industry, we believe that we have a
unique perspective into how the current credit crunch is impacting Main Streets across the country.

As we look at the economic indicators on the horizon, we believe that the lack of access to capital or credit
for the retail real estate industry will worsen in the coming year. According to the February 11, 2010 report
by the Congressional Oversight Panel on the Troubled Asset Relief Program, between 2010 and 2014, about
$1.4 trillion in short-term commercial real estate (CRE) loans will expire. Meanwhile, the FDIC is reporting
that lending in 2009 by the banking industry fell by $587 billion, or 7.5 percent. Additionally, the secondary
market for commercial real estate, the Commercial Mortgage Backed Security market, remains almost
entirely frozen.

As we are beginning to see, the credit troubles facing commercial real estate translate into potentially
systemic problems for the regional and community bank system. At the end of 2009, the FDIC considered
702 banks to be in danger of failing, and nearly 3,000 banks have excessive concentrations of debt in CRE
loans. Furthermore, nearly half of the maturing CRE debt coming due are on properties that are
“underwater,” meaning that the borrower owes more than the property is currently worth. This poses a
significant dilemma for borrowers, lender and regulators.
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In response to this growing threat, ICSC has been developing a legislative concept designed to provide
temporary tax incentives to attract new cquity for existing commercial real estate assets. This new equity
would be used to deleverage or pay-down bank held CRE debt and to provide capital investment in the
property to create jobs.

If enacted, this proposal would largely be targeted to assist small and medium private developers that own
and operate commercial propertics, the largest sector of commercial real estate owners and developers, as
well as community and regional banks. Moreover, this is not a “bail-out” for the commercial real estate
sector because everyone has to give a little to get a Jittle. There is no direct federal spending, no federal
guarantees, and private capital is picking the “winners” and *“losers.” Ultimately, taxpayers and consumers
will benefit by reducing bank failures and limiting losses to the FDIC insurance fund, while creating new
jobs.

Our incremental plan to rebalance outstanding CRE loans with an infusion of new equity will bring Loan-to-
Value ratios (LTV) and debt service coverage back in fine with appropriate underwriting standards. Once
these under-capitalized loans are rebalanced, ICSC believes that the banking industry will be in a better
position to deal with truly toxic commercial real estate assets and generate better terms for lending across all
assct classes.

Something needs to be done to rebalance the debt/equity equation for commercial real estate and the banking
industry and to allow for greater lending for Main Street businesses across the country. We believe that we
have developed a thoughtful concept that merits immediate consideration by your respective committees.

Thank you again for your attention to this matter and please do not hesitate to contact the ICSC Global
Public Policy staff at 202-626-1400 for additional information.

Sincerely,

WWFW

Betsy Laird

Senior Vice President, Global Public Policy
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ICSC Accelerated Depreciation Proposal for Commercial Real Estate

The Problem

There is growing consensus that declining property values in the commercial real estate sector pose
the next great economic crisis for the nation. Commerciat real estate values are down 30% to 40%
{more than even residential real estate) and tens of thousands of commercial properties across the
country are “underwater,” with the borrower owing more than the property is worth. According to the
Congressional Oversight Panel of the Troubled Asset Relief Program, banks hold approximately $1.5
frillion of commercial real estate debt that will come due in the next three years. And the greatest
exposure in relation to capital is not with large money center banks but with regional and community
banks, which are the primary sources of credit to small business.

Last year, the FDIC shut down 140 commercial banks and hundreds more are expected to fail during
the next four years as a result of losses from commercial real estate loans - at a cost of $100 biltion to
the FDIC. Greater losses in the banking sector ahead will further suppress bank lending, strain the
financial system, threaten the ability of the economy to recover and hurt job creation.

As property values fall, and lenders adopt more restrictive lending standards with lower debt ratios,
the commercial real estate industry needs to find vast new sources of equity capital to remain afloat.
This proposal is designed to attract new equity capital to commercial real estate, with the requirement
that the new funds be used to pay down commercial bank loans, reducing the excessive debt ratios
that threaten both the commercial real estate and banking sectors, as well as the broader economy.

The Solution

ICSC's concept is designed to provide temporary tax incentives that can produce new equity for
existing real estate projects. The incentives are simple: enhanced depreciation on the new
investment equity and deduction of losses that are not subject to passive loss limits. A key condition
of the proposal is that at least 80% of the invested capital would be directed to reducing the
outstanding balance of the commercial mortgage debt with the remainder going to energy efficiency or
tenant improvements. The new equity investors would receive a disproportionate share of the
depreciation and would be able to take a one-time 50% bonus depreciation the first year or depreciate
their share of the investment over 15 years instead of 39 years. The immediate infusion of equity
capital earmarked to paying down debt would lower loan-to-value ratios on existing loans and improve
debt coverage ratios, easing debt market concerns and favorably impacting the broader econormy.

The Success

This proposal would bring new equity to commercial real estate and enable banks to convert troubled
loans into performing loans. The number of bank failures would be reduced (at a savings to the FDIC
deposit insurance fund), and banks would be in a better position to extend new credit to support the
economy. While the new deductions would impose revenue costs on the Federal government, those
costs would eventually be reclaimed as future depreciation benefits are reduced and gain is triggered
upon taxable sales.

At ICSC, we believe that our plan is the only one aimed at helping the largest sector of commercial
real estate owners and developers — small to medium private businesses that own and operate
commercial properties. This is not a “bail-out” of the commercial real estate sector by the federal
government. Washington does not have to invest or guarantee anything. Ultimately, taxpayers
benefit by reducing bank failures, limiting revenue losses from failed banks, shopping centers, and
other retail businesses, and avoiding the related loss of jobs.
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‘The National Association of REALTORS® (NAR) is pleased to offer our views on the “Condition of Small
Business and Commercial Real Estate Lending in Local Markets”. The National Association of
REALTORS® represents more than 1.2 million REALTORS® who are involved in commercial and residential
real estate as brokers, sales people, property managers, appraisers, counselors, and others engaged in all
aspects of the real estate industry.

Having a sound and well-functioning commercial and multifamily real estate sector is critical to our country’s
economic growth and development, and to millions of U.S. businesses of all sizes that provide local
communities with jobs and services. It is estimated that the commercial real estate sector supports more than
9 million jobs and generates billions of dollars in federal, state and local tax revenue. Nonetheless, the overall
economic downturn and crisis in the broader financial markets is directly impacting not only the
fundamentals of commercial real estate finance, but also the outlook for recovery. And while the commercial
and multifamily real estate markets play a vital role in the economy, these markets are now experiencing the
worst liquidity challenge since the early 1990s.

Many in the $6.5 trillion commetcial real estate industry have been warning for some time that the liquidity
crisis facing our industry has the potential to wreak havoc on the broader economy. In fact, an apt
description for the situation is that commercial real estate is the “next shoe to drop”. The collapse of the
nation’s housing market had and continues to have a huge impact on the entire global financial system.
Likewise, it is important to recognize the economic ramifications of a widespread collapse in the commercial
real estate markets.

Just this month, Moody’s proposed that “fJosses on commercial real estate loans could top $150 billion by
the end of 2011.” In fact, last month more than 6% of commercial mortgages in the U.S. were delinquent
and the number continues to tise at an alarming rate, according to the Wall Street Journal. By year end,
delinquency rates on Joans for commercial properties could rise to between 9% and 14%, according to
Jefferies & Co., as consumer spending and confidence continue to be low. Furthermore, commercial
property values have fallen 43% across the board from their peak in 2007, according to Moody’s. Moody’s
also estimates that commercial property values could fall between 44% and 55% from 2007 piices. Billions
of dollars in U.S. mortgages are now underwater, meaning the loan balance is higher than the value of the
underlying asset. Falling real estate values have forced many banks to reduce their commercial real estate loan
volumes, which are down 86.5% from 2007.!

A crisis is looming in the commercial real estate market due to a confluence of issues that include: (1)
economic conditions, especially high unemployment; (2) weakening commercial property fundamentals; (3)
declining commercial property sales volume and price; (4) slowing commercial property lending; and (5)
increasing commercial loan delinquencies. These circumstances, paired with $1.4 trillion of anticipated
commercial mortgages’ maturities through 2014, create a challenging commercial real estate finance
environment.

1 Wei, Lingling. “Another CMBS Bright Spot - J.P. Morgan Expected to Sell $500 Million in Inland Western Debt.”
Wall Strees Journal 2 Dec. 2009: C8.
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Combating the Crisis

NAR believes that a number of solutions will be needed to lessen this crisis. Since all properties are different,
different approaches will be necessary. We see commerdial properties as falling into one of three categories:
properties that are simply not sustainable; properties that are performing, current, and can support their debt,
but may have difficultly refinancing because their values are lower than their debt; and propertes that are
viable long-tesm but need immediate help with loan modifications or refinancing assistance. There are 2
number of solutions that we believe can start to solve the problems in two of these three categories. In the
first category are properties that are not viable and cannot be saved. But properties that fall within the other
two are viable long-term and can be saved with a variety of tools. Itis critical that steps are taken now to
prevent a total collapse of commercial markets and a corresponding downturn in our economy.

NAR presents six proposals to improve commercial real estate markets. While none of these can solve the
crisis alone, together they can all contribute to a recovery. We urge the Committee to give these proposals
strong consideration. The proposals are: incentives for increasing investment in properties; increasing the cap
on credit union business lending; a mortgage insurance program for petforming cornmercial loans; additional
Federal Reserve and banking agency guidance especially relating to term extensions; an extension of TALF;
and improve lending access for small businesses.

Incentives for Increasing Investment Property - Accelerated Depreciation

Improved cash flow for investors/owners of commercial real estate would help to fend off some of the
challenges the market faces. The most effective means of improving the cash flow on real property is to
provide mote generous depreciation allowances. We believe that some combination of.accelerated
depreciation (or shorter recovery periods) and passive loss relief would be significant investor incentives.
Proposals related to depreciation would have the most immediate and beneficial impact on ivestment
incentives and carry great potential for improved cash flow. Improved cash flow can soften some of the
coming commercial liquidity crisis, particularly as it affects performing loans that are underwater.

Increasing the Cap on Credit Union Business Lending

The biggest problem in commercial real estate and small business markets is a lack of liquidity, Commercial
banks account for $1.5 trillion, or 45 %, of outstanding commercial real estate debt2 Due to the slumping
economy and falling commercial real estate values, many commercial banks have tightened their credit
standards and reduced their loan volumes. For example, lending was down 7.82% among the ten largest U.S.
banks in 2009. While large banks, with assets over $10 billion, hold over half of commercial banks’ total
commercial real estate whole loans, their actual exposure (total commercial real estate loans/total Tier 1

2 Congressional Oversight Panel, February Ouersight Report: Commercial Real Estate Lusses and the Risk to Financial Stability,
(February 10, 2010) (online at http: te.gov. ul s/ cop- 5 (hereinafter “Oversight
Panel).
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capital) is relatively low when compared with small and mid-sized financial institutions.? Tier 1 capital is the
amount of money banks have on hand to cover any loan losses.

According to the Congressional Oversight Panel (Oversight Panel) report issued this month, banks with
assets of $1 billion to $10 billion have the highest commercial real estate exposure, followed by those with
assets of $100 million to §1 billion. These two asset groups have an average commercial real estate exposure
of 347% and 345% more than their available Tier 1 capital reserves, respectively. Unlike large banking
institutions, small and mid-size banks are more vulnerable to commercial real estate trends because they do
not have credit card services or investment banking operations to offset significant commercial real estate
losses.

The Oversight Panel report also identified smaller regional and community banks with “substantial”
commercial real estate exposure account for almost half of the small business loans issued across the country.
Of the 8,100 U.S. banks, 2,988 small institutions have “problematic” exposure to commercial real estate
loans, according to the Wall Street Journal. In other words, their level of commercial real estate loans is at
least 300% of total capital or their construction and land loans exceed 100% of total capital. This exposure
amongst small regional and community banks has caused a significant decrease in credit available to the small
business community, which has slowed down the national economic recovery. This decrease in small
business loans also has the potential to elevate problems within the commercial real estate industry by further
reducing cash flows and raising vacancy rates. Additionally, we are concerned that lending will be further
constrained as more banks continue to fail, are seized, or taken over by regulators. The Wall Street Journal
reports “Since January 2008, 181 banks and savings institutions have been seized by regulators, including 16
so far this year.”

During previous crises consumers and businesses have relied on credit unions to fill in the gaps where banks
could not serve them. Credit unions have been providing business loans for more than 100 years. Today,
however, credit unions are hampered by a business lending cap of 12.25% of total assets. Many commercial
REALTORS® have reported having strong, long-lasting relationships with credit unions, which could help
them refinance and sustain their properties but find the lending cap presents an obstacle. Mote than half of
the outstanding business loans held by credit unions have been extended by those approaching or at, the cap.
That means that credit unions with experience in handling commercial loans are unable to continue to help
get us out of this crisis. We are pleased to support H.R. 3380, introduced by Rep. Kanjorski (D-PA) and Rep.
Royce (R-CA), that will increase the cap on credit union lending to 25% of total assets.

Mortgage Insurance Program for Performing Commercial Real Estate Loans

Commercial real estate loans are generally short-term - sometimes even less than five years. The problem
commercial properties are having is that when they go to refinance an existing loan, there can be a significant
difference between the current appraised value of the property and the debt currently serving the property.
Even on performing properties, lenders will not refinance at the existing debt level and are instead demanding
a new infusion of capital into the project—capital which simply isn’t available.

3 Oversight Panel
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One proposal is to develop a mortgage insurance program for commercial debt. This would not insure the
entire value of the loan, but instead would offer insurance on the difference between the current value and
the debt service. Such a proposal or even a government guarantee program could bolster commercial
markets during this difficult time. The program could be structured to limit eligibility to performing
properties that have been evaluated and are income producing, and expected to be viable in the long-term.
Banks would pay a guarantee or insurance fee that would help fund the program. The insurance could be
short-term and designed to cover the equity gap uatil the market rebounds.

Additional Guidance Relating to Term Extensions

Another proposal for helping performing properties overcome the equity gap is term extensions. For
properties that can support their current debt, a simple loan extension makes perfect sense. As most
commercial loans are short term, these loans refinance frequently. If instead of requiring a refinance at the
end of a loan term (and having to deal with the equity gap), lenders could be encouraged to extend the term
of the current loan.

Currently lenders are not offering extensions because they are wary of oversight and regulatory concerns.
Federal guidance encouraging these types of extensions for appropriate properties could be a helpful tool.

Extension of TALF

The commercial mortgage backed securities (CMBS) market, which supports commercial and investment real
estate lending, continues to remain tightly constrained. In 2007, the CMBS market provided approximately
$240 billion in financing. In contrast, the CMBS market provided less than $13 billion in issuance in 2008,
despite strong credit performance and huge demand from borrowers.

With an average of $300 billion in commercial real estate loans maturing each year for the next decade and an
extremely limited capacity to refinance, the result could very well be widespread systemic damage. Deutsche
Bank’s Parkus estimates that more than 65% of loans packaged into CMBS won’t qualify for refinancing
when they come due. This lack of capacity threatens our economic recovery. This threat is exacerbated by
the hundreds of billion in commercial mortgage loans coming due in the next several years. In fact, the
inability to secure financing will result in increased loan defaults and foreclosures, and the forced sale of many
properties at greatly depressed prices, creating a ripple effect of financial losses and more job layoffs. CMBS
delinquencies climbed to about 6.5% this month, an all-time high according to Trepp. Fitch Ratings
estimates this number could reach 12% in 2012. Last November, the first CMBS in over 18 months was sold
with assistance from TALF. Additional loans are now in the program’s pipeline. At the end of 2009, the
Federal Reserve reported it had made $7 billion in TALF CMBS loans. The initial success of TALF helped
drive ewo other CMBS refinancing deals that were completed in the fourth quarter of 2009, without help
from the program. Nonetheless, these deals were conservative in nature, featuring exteemely strict
underwriting standards and greater safeguards to investors.

This year, up to $20 billion of commercial mortgage bond issuance is expected, according to Barclays Capital.
However, due to the long-term nature and complexity of putting together CMBS deals ~ often taking
between six months and two years to complete ~ potential investors will be excluded from participation in the
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program as a result of the March 31, 2010, and June 30, 2010, sunset dates for legacy and newly issued
CMBS, respectively. The Oversight Panel cautions “[t}he withdrawal of Federal Reserve liquidity programs
such as TALF (a pardally TARP funded program) may result in wider spreads, less readily available capital for
commercial real estate, and more difficulty refinancing loans at maturity.” Given additional time, we expect
TALF to continue to jumpstart the private commercial mortgage markets by restoring investor confidence.

The extension of the TALF program through at least the end of 2010 is the most effective way to
immediately address the crisis in the commercial credit market with the least exposure to the taxpayer. TALF
should be extended as soon as possible in order to continue to help restote capacity and address the
enormous credit shortfall facing commercial real estate.

Improve Lending Access for Small Businesses

In addition to addressing the issues facing the commercial real estate market, improving access to capital for
small businesses—widely acknowledged as a critical part of growing the American economy-—is also greatly
needed. According to recent reports, banks reduced the amount of money extended to small businesses by
$15.7 billion between September 2008 and September 2009.4 As banks continue to pare back small business
lending, we believe that the Small Business Administration (SBA) can be a useful tool for facilitating access to
the loans small businesses need.

Unfortunately, however, it seems many small businesses are having trouble getting SBA loans to grow and
improve their operations. Applications for SBA loans can be as much as 100 pages long; documentation is
requited that most small businesses don't keep; some lenders are uninformed on who is eligible for the loans;
and even after these obstacles are surmounted, SBA lenders are often still reluctant to make the loans.

Like any small business, many real estate brokers and agents struggle to find capital for day-to-day operating
expenses, debt service, capital expenditures, and funding for expansion. Unfortunately, our members report
that SBA lenders continue to turn them away under the mistaken belief that real estate agents are ineligible
for SBA loans despite the SBA’s recent clarification that independent contractor sales agents are, in fact,
eligible. NAR appreciates the SBA’s willingness to provide that clarification and is hopefut that SBA lenders
will soon “get the message.”

Recently, the President proposed increasing the limits of SBA loans. While we welcome the proposed
increases, we are concerned that this will not get at the core issues of an arduous application processes and
reticent lenders. NAR has made recommendations to SBA to improve the current situation. In particular, we
have suggested in comment letters that the SBA should seek authority to eliminate SBA’s 1/4 point guaranty
fee for loans with maturities of 12 months or less where the total loan amount is no more than $150,000. A
quarter percent on a $150,000 loan is $375 and, to the extent that a $375 fee might affect the SBA’s decision
to make a loan, the fee should be eliminated.

+ Appelbaum, Binyamin and Ylan Mui. “Lack of Customers, Assets Stunting Growth of Small Business.” The
Washington Post 23 February 2010: A12.
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NAR has also proposed waiving lender fees, 25 petmitted under the American Recovery and Reinvestment
Act (ARRA). This would eliminate fees that impede loan applications and ultimately the loans themselves.
Among the SBA's stated reasons for excluding this measure from recent efforts to stimulate lending are the
prioritization of borrower relief and 2 need for appropriations to fund the measures. NAR believes that if the
Administration wishes to increase small business lending, it should not matter on which side of a transaction
fees occur if the fees continue to prevent loans from being made. We would also urge Congress to provide
appropriations for these measures that will match small business demand.

The availability of credit to small businesses has a strong impact on commercial properties. According to the
Oversight Panel, large banks with the highest exposure to commercial real estate loans also account for nearly
40% of all small business loans. As small business credit becomes even less available, commercial markets
will continue to suffer. Many small businesses take out short term loans to cover inventory or payroll
expenses until sales or other revenue is generated. However, many of these borrowers have found
themselves unable to obtain credit in the last year. According to the National Federation of Independent
Businesses, the percentage of small business owners holding a business loan or credit line each fell almost
20% in the Jast year, This makes it harder for them to pay rent on their leased space, or causes them to
abandon their business, creating high vacancy rates in commercial space, which can decrease the value of the
propetties, adding to the crisis.

Conclusion

Having a sound and well-functioning commercial and multifamily real estate sector is critical to millions of
U.S. businesses of all sizes that provide local communities with jobs and services and, consequently, to our
country’s overall economic growth and stability.

NAR believes it is critical for Congress to act now. During the previous commercial market collapse in the
1980s, the Oversight Panel states that “roughly 2,300 lending institutions failed and the government was
forced to expend $157.5 billion (approximately $280 billion in 2009 dollars) protecting depositors’ funds and
facilitating the closure or restructuring of these organizations.” Given that the same report states projects
that losses at banks could range as high as $200-300 billion between now and 2011, something MUST be
done.

We thank the Committees for this chance to provide input on the important issues surrounding the
commercial real estate crisis. The National Association of REALTORS® looks forward to additional
opportunities to work with the Committees and find solutions to recreate healthy markets, communities and
out economy.

7| Page , - 'National Association of REALTORS®
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February 25, 2010

The Honorable Bamey Frank
Chairman

The Honorable Spencer Bachus
Ranking Member

House Financial Services Committee
2129 Rayburn House Office Building
Washington, DC 20515

RE: Challenges Facing Community Banks

Dear Representative Frank and Representative Bachus:

I have represented community banks on federal and state regulatory matters for
over thirty years. I can honestly say that the past two years have been the most trying
times the financial industry has ever experienced. Too often the investment banks are
being mischaracterized by the media as part of the commercial banking industry; and, due
to this mischaracterization, members of the public are led to believe that all banks, in
some fashion or form, are paying excessive executive compensation, when in reality most
true community banks pay executive salaries that are based on market norms.

The Troubled Asset Relief Program, “TARP,” as originally planned, would have
allowed banks to sell their loans to the federal government. Unfortunately, the large
banks (e.g. Bank of America, J.P. Morgan Chase, CitiGroup, etc.) could not avail the
benefit of that program due to the securitization of loans, which would have required
security-holders to agree to the discounted values of those loans. Instead, TARP was
changed to provide capital to banks. Consequently, the availability of capital that was set
aside for the banking industry became a very subjective process and resulted in only a
“handful of small community banks receiving TARP funding. For the banks who did
receive TARP funds, it was clear that the funds were to be used for lending.

Now, federal banking regulators e.g. the Federal Reserve Board, Federal Deposit
Insurance Corporation, Office of Thrift Supervision, and the Office of the Comptroller of
the Currency (collectively the “Regulators”) believe the funds should be used differently
then originally intended. The Regulators are viewing the TARP funds as funds that
should be used for enhancing reserves and the capital positions of banks and not for
lending. The Regulators are requiring banks to substantially use the TARP funding to
increase reserves and meet newly created capital requirements, instead of lending money
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to the communities which they serve. In fact, in a recent Safety and Soundness
Examination of one of our clients, the FDIC Examiner in Charge advised the Board of
Directors that the purpose of TARP was for enhancement of loan loss reserves and
heightened capital requirements for the banks

What we are seeing today is a self fulfilling prophecy. Regulators are using spot
visitations prior to full Safety and Soundness Examinations as a first step in downgrading
community banks individual CAMELS ratings and thus, the overall ratings of the bank’s
themselves. Once highly rated community banks, with Composite ratings of 1’s and 2’s,
are being downgraded in these visitations, only to find their CAMELS and Composite
Ratings being subsequently downgraded again during the follow up Safety and
Soundness Examination. This results in increased deposit insurance premiums, a
decrease in available sources of funding, restrictions on deposit sources, and further
scrutiny on deposit rates paid to customers. All in all, the result is increased expense, and
decreased earnings for the community banks, which further exacerbates their problems.

As Congressmen Barney Frank and Walt Minnick succinctly stated in their letter
of October 29, 2009, to the five federal bank regulators, examinations have become
driven by “Asset Quality”. When Asset Quality is given a low rating, regulators seize
upon the opportunity to reduce other CAMELS ratings. For example, the Asset Quality
of virtually all community banks in Florida has suffered from the unprecedented
devaluation in real estate values, a condition which was outside of the control the
respective management of most community banks. However, where in prior
examinations, Management had received a *“1” or “2” Management Rating, with
examiners” comments lauding the effectiveness and oversight of Management, current
examinations are now very critical of that same Management based upon loans that had
been approved several years earlier, but have become “Classified” or are
“Nonperforming”. Mark to market valuations are also having an adverse impact on real
estate markets, as recovery is hampered by the valuations of Bank-Owned properties in
surrounding areas. Had the TARP Program as initially proposed been put into effect,
community banks would have been able to sell their troubled loans to the federal
government and would not have been required to mark those assets to-market. The
government could have worked with borrowers whose homes or commercial real estate
projects, which are now instead being foreclosed on, and continue to clog markets and
stymie real estate price recovery. As Congressmen Franks and Minnick pointed out,
banks are being forced to “Fire Sale” loans, which they would have normally been able to
hold until the markets stabilized. This creates yet another regulatory imposed loss for
which Management will be blamed in the examination by the Regulators.

Community banks are the backbones of our communities. Community banks are
the banks that are lending to the small businesses and play a vital role in stimulating the
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U.S. economy. The big banks are not even lending to small businesses or to community
banks with regards to lines of credit that would help them for liquidity purposes.

Furthermore, capital, which is an important component for every financial
institution, on the community bank side, is becoming very difficult to come by, due to the
“moral hazard” created by the FDIC (i.e., investors are reluctant to invest in banks pre-
receivership, when a government guarantee exists after a bank has been taken from the
FDIC post-receivership). While the 15 largest banks have relatively few problems raising
capital, due in part to their large market caps, access to sophisticated capital markets and
discounted share values, the opposite is true at the community bank level. In fact, in
today’s market it has been very difficult for community banks to raise even $3 million or
$4 million in new capital. Part of this problem is that private equity firms are now
circling to take advantage of the loss sharing transactions promoted through the FDIC
resolution bid process, as opposed to investing in community banks that are being
mandated by the Regulators to have super high Tier 1 Leverage and Total Risk Based
Capital Ratios. The minimum capital requirements under Part 325 of the Federal
Regulations provide that to be “Well Capitalized” a bank must have at least 5% for Tier 1
Leverage Capital and 10% for Total Risk Based Capital. In Florida, community banks
are being required to have 8% to 9% Tier 1 Leverage Capital requirements and between
12% and 14% Total Risk Based Capital Requirements. Again, these are all unofficial and
totally subjective standards imposed by the Regulators. The capital standards between
states are also different. In at least one case, an industrial bank in California is being
required to maintain 10% Tier | Leverage Capital, while Georgia banks are being
required to have 8% Tier Leverage Capital and 10% Total Risk Based Capital. When
asked at a recent bankers association forum about the discrepancies in capital
requirements, Chairman Sheila Bair stated she was not aware that there were enhanced
capital requirements.

Mandating unofficial higher capital ratios takes away the leverage capabilities and
the 20% to 25% types of returns on equity numbers that private equity investors or
institutional investors seek. The only way they can see those types of investment returns
materialize is to be the winning bidder on FDIC assisted transactions, where the FDIC
picks up a shared loan loss of anywhere between 80% to 85%. Private equity investors
naturally want to be part of that resolution because the government is picking up the
majority of the risk and there is a high return on their investment.

While private equity investors deserve to be able to profit from their investments,
they should be required to do so through the front door by first having to invest in
community banks needing capital, as opposed to the back door investment where private
equity essentially has no risk. In other words, private equity should have to acquire an
existing stressed bank before being able to benefit from purchase accounting and other
accretive benefits that are achieved from the FDIC resolution process.
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As far as Safety and Soundness Examinations, there is no consistency. Senior
examiners provide some balance, but there are a lot of young examiners who do not have
the necessary backgrounds or experience to properly assess risk. Former FDIC Director
of Supervision and Resolution, Paul G. Fritts, recently stated that most of the FDIC
examination staff today does not have the expertise necessary to properly analyze credit
risk. What examiners are now doing, especially federal examiners, is simply requiring
the banks to increase their loan loss reserves to mirror the bank’s percentage of
nonperforming assets. In essence the examiners are simply trying to do a dollar for dollar
reserve, as if the banks are going to have a 100% loss on those assets. This is neither
proper risk assessment, nor is it realistic.

Concentrations in commercial real estate have also been a significant area of
concern for the banking regulators. The Financial Institution Letter (“FIL”) 105-2006 and
the related Concentrations in Commercial Real Estate (“CRE”™) Lending, Sound Risk
Management Practices (the “Guidance™), were issued by all of the banking regulators, in
some form, in late 2006. It was initially feared by many of those who commented on the
Guidance, as well as some members of the House Subcommittee on Financial Institutions
and Consumer Credit, that examiners might interpret the Guidance as requiring banks to
adopt all of the risk management measures referenced in the Guidance, or use the
Guidance to set numerical thresholds for CRE concentrations.'

After an extensive comment period, the Guidance itself stated that it did “not
establish specific CRE lending limits, rather promoted sound risk management practices
and appropriate levels of capital that will enable institutions to continue to pursue CRE
lending in a safe and sound manner.” Guidance, 71 Fed. Reg. at 74,585. The Guidance
also indicated that the FDIC was not going to use the levels as a standard, but rather as a
preliminary step to assess risk. Finally, the Guidance suggested that portfolio stress
testing and other risk management processes were to be appropriate to the “size and
nature of the portfolio, as well as the level and nature of concentrations and the associated
risk to the institution.”

Today, however, Regulators are using CRE concentrations as a yardstick for risks
inherent in the portfolio, even if the portfolio is geographically diversified. Federal
regulators are also recommending that community banks reduce CRE lending and even
sell some existing CRE loans that have been rated “Substandard” or worse. Of course,
any loan sales in the current real estate environment yield only a fraction of the value of
the loan, causing community banks to take additional losses.

! Letter from Paul Smith, Senior Counsel, Am. Banker’s Association, to Robert E. Feldman, Executive
Secretary, FDIC, Jennifer J. Johnson, Secretary Board of Governors of the Federal Reserve System, Officer
of the Comptroller of the Currency and Office of Thrift Supervision 3 (Mar. 30, 2006).
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Problematically, although community banks hold only around 11% of total
industry assets, community banks originate 38% of all small business and farm loans.
According to the FDIC, banks with less than $1 billion in assets make more than half
their loans to small businesses. In such a precarious point in our economic cycle, cutting
lending to small businesses and farms could exacerbate existing pressures on the
economy, leading to an increased probability of a double-dip recession.

As a result of the current regulatory climate, the number of institutions in Florida
whose Composite Rating is “1” has declined dramatically. There are less than six such
“highly rated” institutions in Florida now. Banks that have failed in the state have been
purchased by much larger, out-of-state banks, which further erodes the purpose and
necessity of community banks in their respective communities.

Of the remaining 292 Florida banks, less than six banks have a Composite “1”
rating, with about eighteen banks having Composite Ratings of “2” or “3”. The
remaining banks have either a “4” or “5” Composite Rating. The Florida Office of
Financial Regulation (“OFR”) has also expressed frustration with what the FDIC is
doing. OFR representatives have advised some of our bankers that they believe these
examinations by the FDIC are too harsh. As OFR representatives view 2010, they see
that banks need to maintain an “Adequately” capitalized status in order to be able to
survive until 2011 and beyond. Notwithstanding this assessment, Regulators continue to
push artificially high capital requirements coupled with exiremely high reserve
requirements, applying a forward-working supervisory approach. Traditionally banks’
loan loss reserves were required to be 1% to 1.5%, but are now required to maintain 3%
to 4.5% reserves. When asked at a recent bankers meeting, FDIC Chairman Bair
indicated that she was not aware that the Atlanta Regional Office was mandating higher
capital levels.

From an ethics perspective, another issue needs to be addressed. One could
reasonably argue that the FDIC has a conflict of interest regarding its ability to use the
CAMELS ratings of community banks as a means to replenish the FDIC’s Deposit
Insurance Fund. Although this issue has been litigated previously to some extent, there is
no denying that a lower CAMELS rating for a bank will increase the amount the bank is
assessed by the FDIC each year, as base assessment rates are calculated using a
combination of financial ratios and CAMELS component ratings. With the FDIC
desperately is in need of funds, and having masterfully eliminated the Ombudsman
appeal process by issuing formal enforcement orders simultaneously with examination
results, the FDIC can effectively ensure higher rates without public comment or formal
rulemaking.
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Chairman
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I recognize that I have covered a number of topics in this overview, but would ask
you to consider this information in discussions that you and members of the House
Banking Committee will have on what needs to be done to resume lending in the banking
industry. Additional or more stringent regulations for community banks is not the
answer. There are over 4,500 pages of federal banking regulations today. As Congress
looks to regulating the big banks from a risk factor standpoint, they need to look at ways
to help the community banks by alleviating some of the regulatory burdens that they are
being placed under and getting the Regulators to work with the community banks who
are trying to work with their customers through troubled debt restructuring and
modifications. FDIC Chairman Bair recently stated that if banks were having problems
with their examiners as far as their being treated unprofessionally or in their examination
ratings, they should utilize the Ombudsman appeal process. Having utilized that process
on various occasions, we find that the FDIC, by downgrading banks to a “4” Composite
Rating, has eliminated most banks from being able to challenge their examinations.
Instead of being able to use the Supervisory Appeal Review Committee or the
Ombudsman process, community banks are being precluded from that process because of
their Composite Ratings, leaving only the more expensive administrative hearing process.

Sincerely,
IGLER & DOUGHERTY, PA
/sl A. George Igler

A. George Igler
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Thank you for convening the Joint Hearing on “The Condition of Small Business and
Commercial Real Estate Lending in Local Markets.” The continued difficulty in accessing
capital makes this topic critically important and timely. Nonprofit organizations - like
small businesses and the commercial real estate market - have been significantly
impacted by the financial crisis and have encountered great difficulties in obtaining the
capital investments and short-term funding needed to sustain and expand their services
in response to the growing needs of communities throughout the nation. Because of
the severe budget shortfalls facing a large number of state and local governments, their
nonprofit partners are experiencing significant delays in receiving reimbursement
payments for contracted services. These nonprofits have already made significant cost
reductions and many have exhausted available financial reserves and lines of credit.
Without access to short-term funding, these nonprofits, whose work is critical to
meeting the needs of the communities they serve, will be forced in the coming months
to lay off more staff and close essential facilities, and some may shut down altogether.
The Independent Sector appreciates the opportunity to submit a statement for the
record on this important issue.

Independent Sector is the nation’s leading coalition of charities, foundations, and
corporate giving programs. Qur approximately 550 member organizations represent a
broad cross-section of our nation’s nonprofit community, which exists to meet society's
needs in diverse areas such as education, human services, community development,
health, and more.

The Economic Impact of Nonprofit Organizations

Nonprofit organizations are a significant portion of our nation’s economy. There are
approximately 1.5 million nonprofit organizations,' including hospitals, museums, private
schools, religious congregations, orchestras, public television and radio stations, soup
kitchens, and foundations, that benefit the broad public interest. In 2008, these
organizations were responsible for generating 5.2 percent of our nation’s GDP.?

Nonprofit organizations are also a considerable source of employment. In 2005, the
year for which the most recent statistics are available, nonprofits employed 12.9 million
people, nearly 10 percent of America’s workforce’, accounting for 8 percent of wages
and salaries paid in the United States.' Similar to businesses, most nonprofits are small —
52 percent have fewer than ten employees and 65 percent have fewer than 25
employees.’

! CONGRESSIONAL RESEARCH SERVICE, AN OVERVIEW OF THE NONPROFIT AND CHARITABLE SECTOR,
R40919 (2009).

2rd.

3 KENNARD WING, THOMAS H. POLLAK, & AMY BLACKWOOD, THE NONPROFIT ALMANAC 2008 (The Urban
Institute Press 2008).

‘rd

3 CONGRESSIONAL RESEARCH SERVICE, supra note 1.
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Investing in job creation by nonprofit organizations provides a double benefit to our
communities because it will not only provide important jobs for Americans, the work
those employees carry out improve the quality of life for many others. Nonprofit
organizations engaged in delivering human services deliver a range of assistance to over
98.0 million Americans,® including 37.3 million individuals at or below the poverty level”
These organizations operate most of our nation’s homeless shelters and food banks,
provide services to people that are elderly and have disabilities, and offer support to
families and youth that are at-risk. Their services are integral to the economic health
and vitality of communities, particularly during these difficult economic times. These
critical functions include providing job skills and training, as well as child care, financial
counseling, and other support services many Americans need to find and maintain
employment.

Credit Experience of Nonprofits

Nonprofit organizations partner with states and localities by contracting with
government to deliver essential services. These organizations increase the impact of
government investments by supplementing those dollars with private contributions of
financial support, in-kind goods, and volunteer services. Nonprofit organizations whose
primary purpose is the delivery of human services rely on this funding for approximately
66 percent of their total support — nearly $85.3 biflion annually.® The organizations are
typically required to provide the services before they are reimbursed and must shoulder
those costs until government processes the receipts.

However, because of the severe budget shortfalls facing a large number of state and
local governments, nonprofit service partners are now experiencing additional long
delays in receiving reimbursements for expenses they have already incurred.’ It is
estimated that at least $15 billion — [8 percent of all government funding to nonprofit
human service providers — is currently being held in delayed reimbursements or will be
delayed if the problem is not addressed.'® Moreover, the problem is expected to
become more acute in the coming year as American Recovery and Reinvestment Act
funding for state and local governments comes to an end. A recent news article
reported that much of lilinois’ $3.8 billion in unpaid bills is owed to nonprofit groups
providing critical services to the state’s citizens.' Newark, New Jersey cut a $1 million

S WING ET AL., supra note 3.

"U.S. Census Bureau, Income, Poverty, and Health Insurance Coverage in the United States: 2007 (2007),
http://'www.census.gov/hhes/www/poverty/poverty html.

¢ WING ET AL., supra note 3.

% See VARINA WINDER, ALLIANCE FOR CHILDREN AND FAMILIES AND UNITED NEIGHBORHOOD CENTERS OF
AMERICA, SOME STATES ARE DELAYING PAYMENTS TO NONPROFITS {Apr. 30, 2009).

' Conservative estimate based on anecdotal evidence and preliminary data from the Michigan Nonprofits
Association indicating that 50 percent of organizations receiving government funding are experiencing
delays in payments.

' John Keilman, Nonprofit Groups Hang by a Thread Waiting for State Funds, CHICAGO TRIBUNE (Feb,
18, 2010), http://www.chicagotribune.com/news/local/northnorthwest/ct-met-broke-agencies-0218-
20100218,0,3897492 full story.
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contract to a nonprofit for job training and other assistance to 400 mentally ill welfare
recipients, forcing it to shut down the program and lay off about a dozen people.”?

In more stable economic times, nonprofits cover the lag between incurring expenses
and receiving reimbursements through a combination of lines of credit and private
donations. Now, many nonprofits have reported that they have utilized the maximum
amounts available under their ongoing lines of credit, banks have shrunk the size of the
credit lines available to them, and the cost to access credit lines has become
prohibitive.” Moreover, the private contributions nonprofit organizations frequently
count on to weather long delays are also dwindling."! Individual giving has declined, and
private foundations that have watched their endowments plummet now have fewer
dollars available for new grant funding."”

For example, one nonprofit reported that last year, a financial institution dropped the
line of credit it has used for a number of years to cover monthly expenses that are
incurred and later reimbursed under a government contract. The nonprofit helps
developmentally disabled adults find and keep jobs. It has typically borrowed $35,000 -
$40,000 a month against expected reimbursements of $40,000-$45,000. When the
nonprofit tried to get another line of credit from local banks, they were told they would
have to have an individual co-sign the loan. Their board and staff members are not able
to take on this level of individual risk. The prospect of laying off employees and cutting
services has become more imminent as the nonprofit draws down its savings.'® Another
organization, owed $1.5 million by lllinois, has paid $50,000 in bank borrowing
expenses, lost interest income which was used for its budget, and been forced to cut
paychecks to its 200 employees.”

Adding further pressure on nonprofits is the staggering increase in demand for services.
Nonprofit organizations are experiencing an unprecedented increase in the number of
individuals and families asking for basic services and financial assistance to survive the
nation’s current economic crisis. For example:

Y Jacqueline Salmon, Government Cutbacks Leave Faith-Based Services Hurting, W ASHINGTON POST, at
A0l (Feb. 20, 2009).

13 See WINDER, supra note 9.

" See, e.g., Catholic Charities USA, Snapshot Survey: Crisis Exceeds Financial Woes,
http://www.catholiccharitiesinfo.org/NetCommunity/Page.aspx?pid=1075.

'3 See e.g., Kristi Heim, Gates Foundation Endowment Drops $2 Billion, THE SEATTLE TIMES (June 9,
2009),
http://seattletimes.nwsource.com/html/thebusinessofgiving/2009319668_gates_foundation_endowment_dr
o.html.

' Individual Report to Independent Sector.

1" Marshall Eckblad, When States Can't Pay, Small Employers Face Cash Drought, WALL STREET
JOURNAL (Feb. 9, 2010),
http://online.wsj.com/article/SB10001424052748704820904575055622253997154.html.
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o The State of Arizona reported an increase of more than 100 percent in the
number of people who sought social services in 2008, and economic
conditions have declined significantly in the following year.

¢ United Way saw a 68 percent increase in the number of calls for basic needs
such as securing food, shelter, and warm clothing in 2008, and is receiving
10,000 to 15,000 more calls every month compared to the previous year."”
Nationally, more than 5,000 requests for services went unmet due to lack of
resources. More than 50% of these requests were for some form of housing
(either emergency shelter or transitional housing).”’

¢ Catholic Charities USA’s 2009 Fourth Quarter Snapshot Survey revealed a
dramatic increase nationwide in requests for life-sustaining emergency
services across the country. Of the 47 agencies responding to the survey,
83% reported an increase in the working poor seeking assistance, 70%
reported an increase in families seeking assistance, 57% reported an increase
in the homeless seeking assistance, and 51% reported an increase in the
middle class seeking assistance. These clients include unemployed parents;
two-income families struggling to make ends meet; pregnant women and
teens, homeless with nowhere to turn; former donors to Catholic Charities
organizations now in need of help; and repeat clients with deeper needs and
greater barriers to self-sufficiency.”

While nonprofits are working feverishly to meet the increased demand, they are facing
severe financial constraints that are threatening their capacity to continue, much less
expand, services to accommodate the exponential growth of need.

Organizations are moving as quickly as possible to develop new ways of doing business
and collaborating with each other to address this crisis. Some are merging operations
with other nonprofits, while others are restructuring their operations — combining
service centers, postponing new projects, and developing shared back-office service
arrangements with other nonprofits. Many are also looking to inventive new fundraising
approaches. However, these measures are very costly and time-consuming and mostly
increase the financial burdens of the organizations in the short-term.

Without access to affordable credit and capital investments, nonprofits that provide
critical services to meet the needs of their communities that have already been forced
to lay off staff and close essential facilities, altogether will need to make further cuts in
jobs and services and some may shut down altogether. An estimated 300,000 jobs at
nonprofit human services providers — nine percent of the nonprofit workforce — are at
risk,” endangering services to at least 7.8 million Americans.®

'® Craig Anderson, Demand  for Assistance Sours as Foreclosures, Layoffs Take Toll, THE ARIZONA
REPUBLIC (Jan. 5, 2009),

http://www azcentral.com/arizonarepublic/business/articles/2008/12/27/20081227biz-nonprofits1227.html.
' THE UNITED WAY, REPORT FOR HOUSING AND URBAN DEVELOPMENT ON TRENDS IN HOUSING-RELATED
CALLS (2008).

20 United Way of America, hup:/ /www.anedv. org/ census/ DVCountsZOO()/ DVCounts06 Appendxces pdf P 3.
2t Catholic Charities USA, htep: C

2 U.S. Census Bureau, supra note 7.
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The Need for Assistance

The current financial crisis has produced a confluence of circumstances that pose a
significant threat to nonprofit organizations and the critical services they provide to our
nation’s citizens. As the House Financial Services Committee and the House Small
Business Committee consider programs to assist small businesses and the commercial
real estate market, Independent Sector strongly urges you to consider the credit issues
that nonprofits are experiencing and that you work with the nonprofit community to
develop solutions that will benefit the sector and the economy.

One possibility is to permit the banks that received TARP funds to fulfill their
obligations under the TARP program by making bridge loans to nonprofit organizations.
Such an initiative could encourage banks and community development financial
institutions (CDFls) to treat government receivables as collateral for loans. Eligible
nonprofits would include those organizations that have clearly documented contracts or
grant commitments from government bodies that will be fulfilled within a specified time
period. Loans would be repaid when state and local governments are able to resume
their normal reimbursement procedures and schedules and, therefore, there would be
little or no risk to taxpayers.

Nonprofit organizations, similar to small businesses, are suffering the consequences of
lack of access to capital — the real possibility of having to cut jobs, shut down facilities,
and curtail services. In order to avoid this outcome, we are requesting that existing
programs aimed at capital access incentivize banks to provide short-term bridge loan
funding to otherwise healthy, creditworthy nonprofits with quality government
receivables so that they are able to survive these difficult times and continue serving
those in need. Such an initiative would assist families on Main Street by encouraging
banks to provide low-cost loans to the nonprofits that provide vital services to our
nation’s citizens.

 See CATHOLIC CHARITIES USA, 2007 ANNUAL SURVEY. Estimate of individuals served by 300,000
human services employees at a rate of 25.9 per employee.
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February 25, 2010

RE: LOAN #62-5029571
HIGHWAY 751 PARTNERS, LLC

Chairman Frank and Members of the House Committee on Financial Services,

I am seeking some immediate relief for a perhaps unintended but egregious action. A couple of years
ago, ! obtained a $27mm acquisition development loan to acquire the land and build 300 multifamily
units on Mallard Creek Road in Charlotte, NC {Exhibit A}

With the sale of Washington Mutual to JP Morgan Chase (“Chase”) in September 2008, we were
informed that this loan was no longer possible and we needed to immediately pay off the $2.8mm loan
balance used to acquire the loan. (Exhibit B} We spent approximately $2mm of additional equity in
anticipation of this development. We made several attempts to resolve the issue with Chase, who is
represented by Mr. Gordon Kovacs in Houston, a recent ex-Washington Mutual employee. We informed
Mr. Kovacs that we would obtain a new loan through HUD utilizing the 221-D4 program which we have
diligently pursued. We have expended a year and several hundred thousand more dollars in processing
the HUD loan. {Exhibit C)

We were informed that through “due process”, Chase has obtained our loan at less than $19,000.00!
Many attempts by Mr, Kovacs and the law firm of Carruthers & Roth have been made to thwart our
progress to obtain resolution including the making of false statements to the court that we were not
diligently pursuing financing. We have furnished substantial proof of our attempts to the contrary.
{Exhibit D} The turmoil of the market has also not helped and we have even had to deal with our
original HUD loan underwriter, Capmark’s, failure (Exhibit E). In spite of these obstacles and the
constant barrage of legal assaults by Chase’s attorneys, we have continued forward. Chase’s efforts
continue to hamper as they bleed precious resources and distract in their suits against me personally
and undermine our efforts with HUD. It seems patently inequitable that a $3mm loan procured for one
percent of its face value, with the help of me as a taxpayer through the FDIC, is contributing to my own
destruction even as | attempt to reward Chase with a sixteen thousand percent {16,000%) return on the
note (Exhibit F).

We have offered to bring in a note buyer to purchase the note, restructure the loan and a host of other
viable options, all refused in the steady march of Chase’s foreclosure and liquidation of this loan. Chase
has already started down the path of getting a judgment against my personal guaranty as a result of
deficiency before the foreclosure is complete. No reasonable option has been accepted by Chase and
we are quickly arriving at the end of solutions. This project adds several hundred much needed jobs to
the economy and preserves this firm and its existing employee base. As one who has been appointed by
the Speaker of the House and the Governor of the state of Florida, to address the economic challenges
of our state (Exhibit G), | find this a perfect example of narrow decision making chipping away at the
very timber of our economic recovery efforts. A foreclosure sale was held on Monday, February 22,
2010, whereby Chase bid in at $2,330,316.00.

As | write this letter, | have been informed that in a valiant effart to help, the Greensboro HUD field
office has agreed to finance the project! (Exhibit H) | have been told by numerous Chase officials that
since it is in litigation, they cannot address the matter while it is they who sued me for foreclosure. |
have attempted to personally contact the Chairman of Chase, Jamie Dimon, through letters and the
attached video, to no avail.



370

To what purpose have | and the citizens of this country rushed to assist major financial institutions in
this country? To not make the development loan is bad enough. But to use their might and power to
crush those that can provide resolution is beyond belief. This is a tragic commentary on our good
intentions.

Respectfully submitted

Donald E. Phillips
(and 300 hungry, anxious Americans)
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February 9, 2007
Donaid E. Phillips

Brad Minsley

Phillips Development & Reaity
2080 Brentmoor Road
Raleigh, NC 27604

Re: Construction financing for a planned 328-unit multi-family apartment project to be built on 30.2 acres on
Maliard Creek Church Road in Charlotte, NC.

Dear Donald and Brad:

On behalf of Washington Mutual Bank (“WaMu™), we are pleased to provide the following term sheet for your
consideration for the proposed construction loan to provide financing for the above referenced property. This ferm
sheet is not a commitment, rather an expression of WaMu’s interest to facilitate financing.

Borrower:

Loan Amount:

Pricing:

Personal
Guaranty:

Term:

Extension
Option:

Repayment:

A to-be-identified single asset entity that owns the subject fand, controlied by Donald Phitlips.

The lesser of [i] $28,390,000, [ii] 80% of loan-to-cost based upon approved project budget, or
[iii} 75% loan-to-value based upon the “as-stabilized” value from a WaMu ordered and reviewed
MAL third-party appraisal. The stabilized NOI, as indicated by the appraiser, must be sufficient
to cover debt service on the loan amount at Jeast 1.15x using assumed 6.5%/30-year amortization
{constant = .0758).

1-month LIBOR + 165 bps, floating. There wiil be an origination fee of 62.5 bps paid at closing.

Donald E. Phillips will provide & 100% guaranty of completion, principal, interest and fees. The
repayment guaranty will reduce to 50% of the principal amount upon completion (issuance of
final certificate of occupancy for all buildings). The repayment guaranty will reduce further to
25% of the commitment amount once the property generates an NOI capable of covering
hypothetical debt service 1.15x. To determine NOI, three consecutive months of rental revenue
in place will be annualized and decreased by the greater of [I] actual operating expenses for the
previous twelve months decreased by adequate replacement reserves or [2] proforma operating
expenses. Hypothetical debt service will be based upon an interest rate at the greater of fa]
contract pay rate, [b] 6.5%, or [¢} 10-year Treasury + 150 bps, with an amortization of 30 years.

36 months.

A single 12-month extension option contingent upon [i] no existing uncured defaults, [ii]
property NOI covering hypothet:cal debt service 1.15x. To determine NOI, three consecutive
months of rental revenue in place previous to the maturity date will be annualized and decreased
by the greater of [I] actual operating expenses for the previous twelve months decreased by
adequate replacement reserves or [2] proforma operating expenses. Hypothetical debt service
will be based upon an interest rate at the greater of [a] contract pay rate, [b] 6.5%, or {c} 10-year
Treasury + 150 bps, with an amortization of 30 years, and {iii] payment of a 20 bp extension fee.

Interest-only during initial term of foan. If extension option is requested and granted, loan will
amortize on a 30-year schedule during extension option term.
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Security: ‘WaMu will be secured by a first lien montgage/deed of trust on the borrower’s fee simple interest
in the subject 30.2 acre parcel of land to be improved with 328 rental multi-family units totaling
approximatcly 328,924 square feet, located at Mallard Creck Church Road and Westbend Drive
in Charlotte, NC. WaMu will require the assignment of all leases, rents, plans and specs, as well
as all conmads associated with the project, including, but not limited to, the construction

hitect’s contract, engineer’s confract, and management contract.

Contractor: Bank will require a fixed price Gross Maximum Price Contract (GMP) from an acceptable
general contractor, and will require the g I e to be bonded

Developer Fee:  The developer fee of $1,774,369, due to Phillips Development & Realty, will be funded as
follows: [i] $1,064,621 (60% of the total development fee) will be funded on a percentage of
completion basis as certified by Bank Construction Consultant, and [ii] the remaining $709,748
(40% of total development fee) will be funded once the property generates an NOI capable of
covering hypothetical debt service 1.15x. NOI and hypothetical debt service definition will be
consistent with that identified in the Personal Guaranty section above.

Financing Fee:  The financing fee of $354,874, due to Phillips Development & Realty, will be held back from

funding until the p an NOI capable of covering hypothetical debt service 1.15x.
NOI and hypotheucal debt service definition will be comsistent with that identified in the
Personal Guaranty section above.

Deposits: WaMu will require that the Borrower keep its operating account for the project with WaMu
while joan funds are outstanding.

Loan The Borrower will be responsible for all ble costs of closing, including legal, title,

D i appraisal, envil I, survey, al, and any other report or information required by
WaMu,

Covenants: WaMu will require Donald Phitlips to maintain at all times a minimum of at least $2,000,000 of
unrestricted liquidity and a minimum net worth of at least $30,000,000 while loan funds are
outstanding.

Closing: Loan closing must occur on or before June 30, 2007.

Confidentiality:  The subject term sheet is provided to you on a confidential basis. This term sheey, in whole or its
individual terms within, are not to be shared with any person or entity outside of the direct parties
to the subject transaction.

Washington Mutual is pleased to offer these terms for your consideration. Please call me to discuss this Term Sheet at
678.366.4544 at your carliest convenience. 1 look forward to hearing from you.

Sincerely,
Kurt E. Schwarz
Director

Accepted (n&uﬂudepodtofﬂiwﬂ):

m\m«, Z/ 12/ 0‘7

Name "V Dawe |
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- Washington Motual

Coommerer a9 RS S sare Lamion

Ctuntotie, Noeth Carollns Units
JLoan Amourt: 28,300, IR £ [ Sources.
Ty, P s | PaUW | TewCeE | Fundadty Lo Upeiort Equly | Dererved Exuiy |
Tond 118 (X 3,740,000 3745000
Site iengrovements. 00
Subtotal Lard 1 11,402 3,740,000 3,749,000
FCanac Ao fockices $08 worky o 70308 | 2061142 | 19703754 | 3351368
Comwnunity House .
Garages
Furréture, Fodares and Equipment
SeweriWater Taps .
Sublotsl improvecents .44 78,308 23,081,942 18,705,784 3,367,888
ArGWEc & Engreors Foes 1% 1,788 000 579,000
SurveysiWetiands Delinistion 05 4 16,000 16,000
Legal FeesfTied endes inspaction Foas. o2 836 225,000 226,000
Construciion Managerment .3 305 100,000 100,000
Insurance: Qwner Genecal Listilty 2 122 40,000 40,000
Reut Extate: Taes Ouring Construction 3 305 100,000 100,000
] o 70 23,000 23,000
Performance Bond Premium k-1 852 279.582 209,582
Buiding PermiteConnocion Foss .38 63 119,084 119,084
Other (Preiim Site DesigvOther Financing/Preconsinsction Costs} 128 1250 410,000 410,000
Subtoca! Sot Cosin 575 579 1891,648 1,491,646
Lown Fee .
Flaancing Fee (not hird-party-wi be fndad winerformance} 1.08 1082 354874 354,874
Wl Loan Fee 57 678 221,706 21,706
Consiruction Loan Irierest (2) 801 8,008 2,634,835 2,634,908
Lease Goncessions .
Sulsota .78 LX) 3,211,608 3,211,809
| Conbrgency (1) — "“"‘%ﬁ L o) 324 064,622 7,064 823
Developer's Fee 5% 53¢ 5410 1774368 1774300
Overnead .
Lease Commissions .
Marketng 228 2268 744,000 744,000
MisciOther {cornitting, tosting, ef.)
Subtotal Misceltaneous 1089 10,924 582,991 3,522,991
0% 0% %
TOTAL 10288 198,493 35,487,383 28,390,000 7,097,388
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February 9, 2007

Donald E. Phillips

Brad Minsley

Phillips Development & Realty
2080 Brentmoor Road
Raleigh, NC 27604

Re: Refinance of land loan secured by 30.2 acres on Mallard Creek Church Road in Charlotte, NC.,

Dear Donald and Brad:

Attached under separate cover, please find a non-binding term sheet to provide construction financing for the above
referenced project. Below are terms to refinance an existing land loan from Paragon Commercial Bank secured by
the above referenced land, The two loan proposals are joined. WaMu does not wxsh to seek approval for the subject
land loan without acceptance of terms by the borrower for the g of the proposed project. On
behaif of Washington Mutual Bank (“WaMu™), we are pleased to provide the followmg term sheet for your
cousideration for the proposed land loan to provide financing for the above referenced property. This term sheet is
not a commitment, rather an expression of WaMu’s interest to facilitate financing,

Borrower: A to-be-identified single asset entity that owns the subject land, controlled by Donald Philtips.

Loan Amount:  The lesser of [i} $3,040,000, [ii] 80% loan-to-cost based upon purchase price, or [iii} 80% loan-
to-value based upon the “as-is” value from 3 WaMu reviewed MAI third-party appraisal. An
appraisal report prepared by Fred H. Beck & Associates, LLC, dated August 19, 2006 is
currently being reviewed to determine if it complies with bank standards. 1f this appraisal is not
acceptable, a new appraisal for the full construction loan, to include both an “As-is™ value of the
land, as well as “As-Complete™ and “As-Stabilized” values of the proposed 328-unit multi-
family project, will be ordered by WaMu at the borrower’s cost.

Pricing: i-month LIBOR + 225 bps, floating. There will be an origination fee of 50 bps of the
commitment amount paid at closing. Interest-payments during term, full repayment at maturity.

Guaranty: Donald E. Phillips will provide a 100% guaranty of principal, interest and fees.

Term: 6 months.

Interest Interest on the loan will be paid from an interest reserve in the amount of $125,000 that will be

Reserve: held back from initial funding, and funded over time by WaMu as interest is billed.

Exit Fee: If the borrower accepts the subject land loan, and wtilizes construction financing from a financial
institution other than WaMu, the borrower will pay to WaMu and exit fee for the subject land
loan of $100,000.

Secarity: WaMu will be secured by a first lien mortgage/deed of trust on the borrower’s fee simple interest

in the subject 30.2 acre parcel of land located at Mallard Creek Church Road and Westbend
Drive in Charlotte, NC,

Sincerely,
<J

Kurt E. Schwarz
Director

Accept terms for land loan by executing on page 2 of construction loan term sheet attached.
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Gordon Kovacs
Direct Line 713/354/6821
Facsimile 713/354/6830

3800 Buffalo Speedway #200
Houston, Texas 77098

W Washington Mutual

October 23, 2008

Highway 751 Partners LLC
1510 West Cleveland Street/,./
Tampa, Fiorida 33606 '

VIA CERTIFIED MAIL 7160 3901 9846 2678 1462

: RETURN RECEIPT REQUESTED
e AND U.S. MAIL

Re:  LOANNO. 62-5029571 to Highway 751 Partners, LLC (“Subject Loan™)

Dear Borrower:

JPMorgan Chase, through its ownership of a loan made by Washington Mutual Bank, FA, (the
“Bank™) is the owner and holder of the note, commercial security agreement and all other documents
evidencing, securing, governing or pertaining to the indebtedness evidenced by the note,

The Bank has previously informed you that he Subject Loan matured on October 1, 2008. This is an
Event of Default. To avoid collection action being commenced by the Bank, demand is hereby made for
payment of the entire debt of $2,864,999.85, plus accrued interest and late charges or before November 6.
2008. If payment is not received in full by said date, the Bank will proceed with moving the debt to the
Default Rate defined in the Promissory Note, and exercise afl of its legal rights and remedies availabie
under the loan documents and applicable law, all of which such rights and remedies are reserved hereby.
Such remedies may include but are not limited to, foreclosure of the collateral pledged under the
commercial security agreement and all other security instruments.

If made by regular mail:
Washington Mutual Bank
P. O. Box 650528
Dallas, Texas 75265-0528

If made by overnight delivery:
Washington Mutual Bank
1100 E. Arbrook Boulevard
Arlington, Texas 76014

HAGORDONDemandLetters\Highway 73 I Demand. doc



376

October 23, 2008
Page -2-

The Bank reserves its rights to utilize any and all remedies available against all parties obligated under the
Subject Loan, if all amounts owing are not received by said date.

Any costs incurred by Bank in relation to your default are your responsibility to the extent provided in
your loan documents and/or by applicable faw.

Should you have any questions, please contact the writer at 713-354-6821.
Sincerely,
WASHINGTON MUTUAL BANK

a division of JPMorgan Chase Bank,
National Association

P s
i [~
By: r-\jf/‘“ lzz h//jm.fm*“"“_’

Name: Gordon Kovacs
Title: First Vice President
GAK:LLF

c Highway 751 Partners, LLC
P. O. Box 458
Tampa, Florida 33601

Mr. Donald E. Phillips

823 Seddon Cove
Tampa, Florida 33602

TGORDONWemand! cttersit ighway 73 Domand.doc
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HIGHWAY 761 PARTNERS, LLC

Fabruary 24, 2009
VIA EMAJL: Gordon kevacs@warnu.net

Mr. Gordon Kovacs
Washington Mutua| Bank
3800 Buffelo Speedway #200
Houston, TX 77088

Re: $3,040,000.00 Loan From Washington Mutual Bank, F.A. ("Lender”) to Highway 751
Partners, LLC ({"Bomower™ Dated March 15, 2007 {the “Loan™ Secured by
Approximately 30 acres, Maltasd Creek Church Road, Charfotte, Nerth Carolina (the
*Proparty’™); FOR SETTLEMENT NEGOTIATION PURPOSES ONLY

Dear Mr. Kavacs;

The purpose of this letler is to set forth the Borrawer's proposal to exiend and/or purchase
the Loan. This lefter is for settlement negotiation pusposes only and may not be construed as an
admission of default of liability by elther the Borewesr or the Guarantor,

The Loan is evidenced by, among other things, (i) ihat cerlain Loan Agreement befween
Borrower and Lender dated March 15, 2007 (the “Loan Aarsement’), {ii} thet cartain Pramissory
Note in the principal amount of $3,040,000.00 from Borrower payable to Lender dsted March 15,
2007 (the "Naote™, (iil) that certain Guaranty from Guaranfor to Lender deted March 15, 2007 {the
"Guaranty"}, and (iv} that certain Deed of Trust, Security Agreement, Assignment of Leases and
Rents and Fidurs Fillng from Berrower to Metro Title Company, LLC, Trusiee for the benefit of
Lender dated March 15, 2007 {the “Deed of Trust”. The Loan Agreement, Note, Guaranfy, Deed of
Trust and all other decuments evidencing and securing the Loan shall be referred o collectively
herein as the *Loan Documents™. Cerlain defined {enms used herein that are not otlemwise defined
shall have the meanings ascribed {o them in the Loan Documents.

1. Status of Loan. As of the date of this letter, the principal balance due under the Loan is
approximatsly $2,866,000.00, plus aconued interest and late charges. The Loan matured on
October 1, 2008 (the “Maturity Data™).



378

Mr. Gordon Kovacs
February 24, 2008
Page 2

efinance Application: Short Term Laan Extension. The Borrower has made appfication
to HUD for 5 loan to be secured by the Property which will provide for the rapayment of the Loan
{the "HUD Application™). The Borrower proposes t6 extend the Loan unti May 31, 2009 {ihe "New
Maturity Date’} for purposes of completing the HUD Application process and review and
determining whether the HUD Application will be accepled, In consideration of Lender's agreement
to extend the Loan as provided herein, Borrower shall make interest payments to Lender in the
amount of $5,000.00 on each of March 31, 2009, Aprll 30, 2008 and May 31, 2009. Lender shall
waive any and all ate charges, penalties, collection costs and additional Interest aceruing and due
under the Loan between the Matwity Date and the New Maturity Gate, Thase temns and conditions
tand the other terms of this letter) will be evidericed by a formal Loan Modliication Agreernent to be
executed by the parties on or before March 6, 2008,

3. Acceptance of HUD Application. In the event the HUD Application Is accepted by the
New Maturity Date, the Loan will be further extended for a perlod of up to six (8) months to allow for
the closing of the HUD loan. During this period, Borower shall continue to make interest payments
to Lender in the amount of 35,000.00 on the last business day of each manth, which will be
accepted by Lender as payment in full of all Interest accruing and due during such perlod.

4. Rejection of HUD Analication. In the event the HUD Application is not atcepted by the
Mew Maturity Date, Lender will agre to sell the Note io Borrower or any affiliate of Borrower or
Guarantor for the sum of $1,500,000.00 (the "Note Sals"}. The Note Sale shall ocour within sixty
{80} days following the New Maturity Date (the “Hold Period”). During the Hold Peried, the Lender
shall take no action to enforce its rights under any of the Loan Datuments and will not sell or
assign the Note or enter info any agreemants to sell or assign the Note. Upon campletion of the
Note Sale, Lender shall not provide any negative iformation regarding Bormower or Guarantor to
any of the credit reporting agencies, snd shall not issue an IRS Form $089 to either Borrawer or
Guarantor reflecting any “income” from the Note Sale.

5. Confidentlality. The tenms of this lefter and any subsequent setllement betwaen the
parties shall nemain confidential among the parties and their counsel.

We appreciate your consideration of this proposal and believe that it is in the best intarests
of all parties fo move forward in @ non-confrontational manner. Owr clients are prepared to
memoriakze {he terms of this letfer in a mutually agresable Loan Modification Agreement as soon
as possible following the Lender's acceptance thereof Please fesl free fo contact me with any

questions reganding this matter.
Yaurs trully,
. T ————

Donald &, Phillips

Enclosure
¢ William H. Weatharspoon
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Donalid Phillips

From: Kovacs, Gordon A, [gordon kovacs@wamu.ned]
Sent; Wednesday, February 25, 2008 12:14 PM

To: . Donald Phillips

Ce: . Brad Minstay

Subject: RE. WAMU loan to Righway 751

Dear Don: This proposal is not even ¢lose fo being remotely acceptable. My first reaction was *this is ludicrous™. You are
behind welf over $100,000 in payments. | am planning to contact my NC attorneys today, A foreclosure in NC takes
enough time for you to have answer from HUD, if you wish to continue along that route. If you wish to get serious about
negotiatfons, my phone number is 713 216-1345.

Yours lruly,
Gordon

From: Cathy Miller - Donald Phillips’ Executive Assistant [mailto:Cathy@pdrilc.com]
Sent: Tuesday, February 24, 2009 4:55 PM

To: Kovacs, Gordon A

€z Brad Minsley; Donald Phillips

Subject: WAML loan to Highway 751

#r, Kovacs ~ Per our previous conversation, attached is letter dated today from Mr. Phiflips.

CATHY MILLER
Executive Assistant to Donald Phillips

PHILLIPS DEVELOPMENT & REALTY
142 W. Platt Street

Tampa, Florida 33608

(813) 868-3100 x113

(813) 868-3102 (fax}

% PHILLIPS

DEVELOPMENT & REALTY

HOTICE: This fnchutling s for the sake e of thy 7 ¥ contaly on. Any
ute, Is profubted. if vouw ere put th o Pl Hcoples of the

origlas mesange.
5% Please consider the environacnt before printing this email
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cAPMARK

December 11, 2008
Mr. Brad Minsley, Principal
Phillips Development & Realty
142 W. Platt Strest
Tampa, FL 33606
Subject Project Name: Willow Run
Location: 628 West Mallard Creek Church Rd,
Charlotte, NC
Number of Units 328

Loan Amount Requested:  $28,768,700
Dear Brad:

Upon your execution and refum in accordance with ifs terms, this Engagement Lelter Agreement
and all its aitachments ("Agreement”) shall constitufe the loan application of PDRH, LLC
(“Applicant”} for 2 Commitment from Capmark Finance Inc. ("Capmark®) to make a mortgage loan
("Loan”) for the above referenced Project ("Project”). The Loan will be insured by the Dapartment
of Housing and Urban Development {"HUD") under the provisions of Seclion 221d4 pursuant to
the National Housing Act as amended and the Regutations now in effect (finsured Loan”),

By signing this Agreement,” Applicant agrees to the provisions as defined in Exhibit A, {General
Terms and Conditions) attached and incorporated hereln, which shall apply 1o the proposed Loan
and agrees {o pay to Capmark the fees and charges itemized in this Agreement.

The services Capmark will provide, pursuant to this Agreement, with respect to the HUD
submission, shall include but are not limited to the following:

+ Complete an initlal underwriting and analysis of the Project and provide recommendations
regarding the proposal to be.submitted to HUD.

« Prepare and submif the necessary forms, exhibits and application(s} ("Application™) for a
Commitiment for Mortgage Insurance for the above captioned project.

« Interact with alf Principals and third party professionals regarding any requirements that
are necessary for morigage underwriting refative to the submission of the Application.

+ Monitor your Application during the processing and underwriting period.

« Determine the most appropriate method of processing the Application either under
Muttifamily Accelerated Processing (MAP”) or traditionat processing (“TAP”).

» Serve as your advocate with HUD during all phases of the Application processing.

» Provide advice, guldance and assistance regarding the terms and conditions of the HUD
Firm Commitment, and strategy fo appeal any unacceptable underwriting or closing
requirements.

« Facilitate in the placement of the construction and/or permartent funding of the insured
Loan with an investor whose terms and conditions are acceptable to the Applicant.

05.16.05 Page 1 of 11
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s Assist in the preparation and submission of the Insured Loan's initial/final endorsement
{"Closing®) documents.
» Close and sefvice your loan.

The Loan will be funded by Capmark through the sale and delivery of Govemnment National
Mortgage Assoclation ("GNMA™) Mortgage Backed Securilies or loan participation to an
institutional investor (“Investor’). Any discount, placement fees or additional escrow deposits
required for the placement of the loan at the underwritten rate will be determined after the
issuance by HUD of the Firm Commitment for morigage insurance,

Upon your execution and retum of this Agreement in actordance with its terms, Capmark shall
begin processing the Application and initiale the registration with the appropriate HUD office,
Applicant agrees to cooperate and provide Capmark with all the necassary information for loan
underwriting on a timely basis, as required by Capmark and HUD. Applicant agrees to provide to
Capmark the sources and uses for any equity financing fo be provided for this transaction prior to
the submission of the initial application (*Application”) to HUD. By accepling this Agreement,
Applicant grants permission for any Capmark or HUD employee or their agents, to visit and
inspect the property and the permission to disclose alf information provided to them regarding the
proposal, the management of the property, the Borrower and its Principals.

In consideration of the tivie and resources Capmark will devote on behalf of the Applicant, the
Applicant grants Capmark the exclusive right to financially represent and be the Lender to
negotiate with HUD. Appiicant represents and warrants that upan execution of this Agreament, it
will not execute another application to finance the project with any other lender or lender's agent
until the termination of this Agreement with Capmark. Further, the Applicant hersby grants to
Capmark the exclusive right to arrange for placement of the Insured Loan, which placement shalf
be subject fo the terms and conditions of a separaie Financing Commitment batween the parties.

Both Capmark and the App!‘mnt warrant and represent that this Agreement is the entire
Agresment with respect o the payment of fees and ekpenses, and no other representation,
written or oral, or prior wiitten agreement is in any manner binding. No amendment of
modification of this Agreement shall be valid unless in writing and signed by all parfies.

The following Loan Terms are Capmark's initial estimates based on the prefiminary analysis of
the Project data, attached hereto as Exhibit *C”, and are based oh the information given Capmark
by the Applicant. These terms are subject to adjustment and are not to be constiued as a
Commifiment to make-a loan.

Projected Loan Amourd - . $28,758,700
Loan Term/Amortization 40
Estimated Interest Rate 6.75% determined at time of rafe lock.
Capmark Processing Fee Walved
Third Parly Reporis
$ 8,200 Appraisals (Limited & Finaf)
$ 8,000 Markot Study
$ 2,700 Environmentat Report & 4128
$ 7500 Architectural & Costs Reviews
% inspection & Reserve Analysic
$ Any special reports or raviews

05.15.06 Page 2 of 11
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HUD Application Fee $86,278 {0.30% of the Loan Amount)
Financing Fee $287,587 {1.00% of the Loan Amount)
Placement Fee $ NA (0.00% of the Loan Amount)

if these terms are acceptable {v you, please sign and retum one original copy of this Agreement
{inchuding all Exhibits), together with a check in the amount of $25400 representing the
Processing Fee ($walved) and Third. Party Report Deposit ($25400). This Agreement wil
become effective only upon acceptance by the Applicant and receipt by Capmark within fen (10)
business days following the date hereof.

We appreciate the opportunity 1o provide you with your financing needs and look forward o
working with you on this transaction.

Yours truly,

By: 2
Capmark Finance Inc.
Steve R. Brady,
Vice President

auTHoRizED AND AccerTED THis | oAy o ngﬂ,{, 2008:

Brad Minsley, Principal

" (S

Name: DﬁﬁﬁjJ Ffr\;”;P$
Tille: Maﬂoﬁfnr\ Diteckoc

Aftachments:
Exhibit A — General Terms and Gonditions

Exhibit B - Partial List of Required Exhibits
Exhibit C — Preliminary Loan Analysis

05.16.08 . Page 3 of 11
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EXHIBIT A
GENERAL TERMS AND CONDITIONS
The following General Terms and Conditions supplement the information in the Agreement Letfer:

1. Under this Agreemant, the definition of the Applicant shall include the legal single purpose
entity which is intended to be the borrowing entity, if or when formed. The Principals or
Sponsors of such entity shall include ali the General Partners, all Limited Partners with
25% or more interest, the operating officers, ail directors, and alf shareholders with mare
than 10% interest; all Managing Members and Members with 10% or more interest, and
any agents or assigns thereof. By signing this Agreemert, the Applicant s indicating that
it is the Owner.of the Project, or the Owner's agent, or confractually in control of the
Project by ‘way of a valid, existing contract, and is duly authorized fo execute this
Agreement for the purpose of obtaining finanding for the ownership entity identified hereln.

2. Applicant hereby certifies that there is no financial or family refationship between any
officer, director, stockholder, partner, or affiliate of Capmark, its principal. staff or contract
employees working on this fransaction and any officer, director, stockholder, pariner,
affiliate or subsidiary of the Applicant, Borrowing Entity, 's Principals or Sponsors, the
General Contractor, or the selier of the land or property. Applicant acknowledges that the
MAP Program pmmbsts any identity of interest as described in this paragraph, and that
traditional processing (TAP) requires prior written approval of any such identity of interest.
Accordingly, Applicant agrees to notify Capmark immediately should any such identity'of
interest become known it.

3. The Processing Fee shall be used fo offset Capmark’s costs of travel, credit reports, and
other reasonable: expenses of Capmark In connection with the processing of the
Application, fo bring about the issuance of a Firm Commitment  The Processing Fee isin
addition fo any other fees or deposits. collected for third party reports or HUD's Application
Fee. If so desired, Applicant shall notify Capmark in writing that Applicant requests the
option of aumonzmg any travel expenses prior fo travel ocourring. If expenses incurred by
Capmark exceed the amount deposited by the Applicant, then the Applicant shall promptly
reimburse such expenses upon demand by Capmark. The Applicant shall reimburse
Capmark for expenses regardless of whether or not a Firm Commitment Is issued or
Closing is achieved.

Applicant hereby agrees that if at any time during processing of the Application, the
Agpplicant slects to cancel, withdraw or otherwise not to proceed with the Application, or
intentionally fails to furnish Capmark with that which is necessary to complete processing
of the Application, any funds continuing to be held by Capmark, after payment of all cosis
and expenses Incured to dafe by Capmark, shall be retumed to Applicant. Applicant
agrees to pay all costs, fees, and expenses incurred in connection with the preparation,
processing, review, and submission of the Application, These charges Includa but are not
limited to: the HUD Application Fee (0.30% of the Inswred Loan Amount), costs of
preparation and review of all exhibits to the Application (incuding any third party reports
and technical reviews), surveys, title reporls, attorney fess, and any other .expenses
necessary for the processing of the Application through the issuance of the Fim
Commitment. ’

08.15.05 Page4 of 11
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4. Applicant will pay to Capmark a Financing Fee of one percent {(1.00%) of the Insured Loan
amount stated in the. Firm_ Commitment for processing the Application and obtaining a
Firm Commitment ffom HUD. Upon issuance of the Finm Commitment, substantially in
conformity with the material terms of the Application, or such other form and amount as
shail be reasonably acceptable to the Applicant or its Principal (s} or Sponsor (s), the
Financing Fee shail be considered eamed, due and payable. Payment of the Financing
Fee shall occur at the earlier of the Closing of the Insured Loan or the expiration of the
Firm Commitment,

Applicant agrees that there is no individual or group that has provided consulfant services
to Capmark or is due a fee from Capmark in connection with this transaction, Applicant
agrees that Capmark has no responsibility for payment of any consultant fess relating to
this fransaction. Applicant agrees fo Indemnily Capmark from any and all claims,
demands and liability for consulfant commissions, assignment fees, finders or other
compensation arising from the issuance of this Agreement by Capmark or the making of
this Insured Loan.

§. Applicant will also pay to Capmark a Pennanent Placement fee of N/A of the Insured Loan
amount. The Permanent Placement Fee represents compensation for avanging the
financing for the Insured Loan (including construction financing, if appticable). The
Permanent Placement Fee will be considered earmed, due and payable at the time of the
insured Loan is placed with an inveslor upon ferms and conditions acceptable to the
Applicant. The Permanent Placement Fee shall also be paid not iater than Closing of the
nsured Loan. .

The Financing Fee and Permanent Placement Fee outlined above are exclusive of any
Insured Loan discounts, extension fees, bond issuance costs, and any HUD fees, or any
other fees due any other parties not identified herein, all of which are to be paid by
Applicant. I the event the insured Loan will provida funds for construction or substantiat
rehabifitation, Principals or other acceptable guaranfors will be called upon to guarantes
payment of extension fees which may result from defays in achieving final loan closing.

6. Applicant acknowledges that: (2) Capmark's due diligence investigation and analysis of
Appiicant, its Prircipals or Sponsoss, the Project and ite operations, including all
appraisals, market studies, engineering reports and other investigations shall be done or
have been done for the sole benefit of Capmark In its preparation of the Application; (b)
such analysss may not be relied upon for any ether purpose whatsoever by the Applicant
or any other party other than Capmark and HUD; and, (c) the analyses, appralsals, market
studies, engineering reporis and other investigations and repoits are the property of
Capmark solely for the use and benefit of Capmark, its affiliales and thelr respective
assignees, and will be held in confidence and not released to others without the prior
wiitten consent of Capmark. Upon Applicant’s request and execution of 2 Report Release
Agreement. acceptable to Capmark, Capmark may provide a copy of any appraisal,
market study andfor enginéering report to Applicant for informational purposes oniy.
Applicant agrees to pemit access to the Project for suich investigations and provide all
necessary credit search authorizations. No due diligence consulfant engaged by
Capmark is or shall be deemed an agent of Capmark or its affiliates,

05.15.05 Page 5 of 14
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7. Applicant acknowledges that, while Capmark will attempt to negotiate and obtain the Firm
Commitment in general conformity with the terms In this Agreement and the Application,
Capmark has made no representations or promises that HUD will issue such a Firm
Commitment, and Capmark will not be responsible or liable fo Applicant if such a Firm
Commitment is not issued, or s issued on terms and conditions other than those
contemplated by this application, or should the Insured Loan not reach Closing In a
manner or within the time desired. Further, appropriation of credit subsidy, if applicable,
for the Firm Commitment shall be the' sole responsibility of HUD, and Capmark will not be
held llable for lack thereof.

8. Neither this agreement nor any statements contained herein or in the Application shall be
deemed to obligats Capmark directly or indirectly to make a Loan to the Applicant, er to
otherwise render services to the Applicant in connection with the making of a Loan. Any
such commitment to make a Loan shall be only upon terms and conditions agreed to by
the parties in their sole discretion, and set forth in wiiting in a separate agreement
between the parties. This separate agreement shall stipulate the financing terms and
conditions for which the loan will be funded and shall not be enforeeable against Capmark
unless and uniil HUD has provided sufficient amounts of credit subsidy for this Insured
Loan (if applicable), which shall be evidenced by wiitlen confimnation from HUD.
Capmark may elect to fund the loan through its affiliaie Capmark Bank, in which case
Applicant agrees that all of Capmark’s rights under the Firm Commitment will be assigned
to Capmark Bank.

To help the government fight the funding of terrorism and money laundering activities,
Federal law requires that financial Institutions implement a customer identification program
for the purpose of oblaining, verifying and recording information regarding the identity of
their customers. When you apply for a loan with Capmark that may be funded by
Capmark Bank, you will be asked to provide the name, tax identification number,
residence or principal place of business, organizationatl documents and other information
that may ba required fo confim the identity of the Applicant, the Morigagor and each
Principal or Sponsor of the Mortgagor as we deem necessary.

9. Applicant also acknowledges that Capmark is relying upon data and information provided
by the Applicant in preparing the Application presentations and submissions. Applicant
agrees to defend, indemnify and hold Capmark and its employees and agents forever
harmiess of and for all losses, ‘costs or damages (including the costs and legal fees of
attorneys selected by Capmark) incurred by Capmark as the result of any disputes
between Applicant, HUD and other related parties in the transaction over the accuracy of
the data, representations or information provided by the Applicant.

10. This Agreement may not be assigned by the Applicant or assumed by any other person or
entity without the prior wiitten consent of Capmark.

11. The scope of Capmark’s services herstinder is wholly and expressly limited to comply with
conditions, ' requirements or procedures imposed by HUD in connection with the
Application and the issuance of the Firm Commitment. Capmark shall not be obligated to
engage in any activity which would be consldered to be “lobbying™ pursuant fo 24 CFR
Part 86 or 87.

12, Capmark has the right to publicize the financing of this Insured Loan after Closing at its
OWn expense.

05.15.06 Page 6 of 11
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H,»“"s"”“,o US. DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT

v % Greensboro Field Office

Pl 5 Office of Multifamily Housing

“% & 1500 Pinecroft Road, Suite 401, Asheville Building

et Greensboro, North Carolina 27407-3838
336-547-4000
www.hud.gov & espanolhud.gov
THOV 19 2009

Phillips Mallard Creek, LLC
ATTN: Donald E. Phillips
142 West Platt Street

Tampa, FL 33606
Dear M. Phillips:

SUBJECT: Mallard Creek Apartments
Charlotte, North Carolina

This letter is to advise you that we have received the subject SAMA (Site
Appraisal/Market Analysis) application proposing new construction of 300 units to be Jocated on
Mallard Creek Church Road in Charlotte, North Carolina.

If you have any questions, please contact Brenda Ward, Project Manager, at (336)
547-4000, extension 2125,

Sincerely,
\

VS A

Daniel A, McCanless, Jr.
Director
Greensboro Multifamily Hub

cc: Mr. Brad Minsley
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Capmark Files for Bankruptcy With $21 Billion in Debt (Update3)
Share iEmail | Print |[AAA

By Dawn McCarty

Oct. 26 {Bloomberg) -~ Capmark Financial Group Inc., the lender owned by companies including
Goldman Sachs Group Inc. and KKR & Co., filed for bankruptcy protection after posting a second-
quarter loss of about $1.6 billion.

The company listed consolidated debt of $21 biilion and consolidated assets of $20.1 billion as of June
30, according to Chapter 11 documents filed yesterday in U.S. Bankruptcy Court in Wilmington,
Detaware. Forty-three affiliates also sought protection.

Capmark, based in Horsham, Pennsylvania, is one of the largest U.5. commercial real estate finance
companies, with more than $10 billion in originations, according to Moody’s Investors Service. The
company, formerly known as GMAC Commercial Holding Corp., services more than $360 billion of debt.
It has struggled as the default rate on commercial mortgages held by U.S. banks more than doubfed to
the highest since 1994.

“The Capmark bankruptcy reinforces that, in the case of institutions with large concentrations in
commercial real estate, current disruptions to the market have the potential to impact their viability,”
said Sam Chandan, president and chief economist of Real Estate Econometrics LLC, a commercial real
estate consulting firm in Manhattan.

Capmark asked a bankruptcy judge to approve the sale of its loan-servicing and mortgage business to
Warren Buffett’'s Berkshire Hathaway Inc. and Leucadia National Corp. for as much as $490 million.
Higher bids would be sought at an auction. The deal was announced Sept. 2, the same day Capmark
said it might file for bankruptcy.

‘Saved or Sold’

“All the businesses will be saved and continue with Capmark or will be sold as going concerns for full
value,” attorney Martin Bienenstock, a partner at Dewey & LeBoeuf LLC in New York, which is
handling the bankruptcy case, said in an e- mail.

Capmark provides mortgage financing and portfolic management services for investors in apartment
buildings, offices, industrial property, shopping centers and malls. Unlike real estate investment trusts,
Capmark’s core business isn‘t holding property, according to its Web site.

Capmark and its units owe $7.1 billion to the 30 largest creditors without coliateral backing their claims,
according to court documents.

The three biggest are Citibank NA, as administrative agent under the $5.5 billion credit agreement, with
a claim of $4.6 billion; Deutsche Bank Trust Co. Americas, as trustee for the 5.875 percent senior notes
and the fioating senior notes due 2010, with claims of $1.2 billion and $637.5 militon, respectively; and
Wilmington Trust FSB, as successor trustee for the 6.3 percent senior notes due 2017, with a claim of
$500 million, according to court papers.

Late Payments

http://www.bloomberg.com/apps/news?pid=20670001 &sid=ajhrPSwAwpMU 2/15/2010
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Capmark filed for bankruptcy following a drop in revenue from loan origination, servicing and its
portfolio, said Chandan, who is also an adjunct professor at the Wharton School at the University of
Pennsylvania in Philadelphia.

As of June 30, $4 billion in loans were late by 60 days or more, out of a total portfolio of $24.1 biltion in
securitized or owned mortgages, according to Capmark’s most recent quarterly report. That was up from
jate payments on $1.52 billion in loans out of a $26.9 billion portfolio as of Dec. 31.

Commercial property vatues in the U.S. have plunged since 2007 as employers cut jobs and the
recession reduced demand for offices, retail space and rental apartments. The Moody’s/REAL
Commnercial Property Price Indices fell 3 percent in August from July, bringing the decline to almost 41
percent since October 2007, Moody’s Investors Service said Oct. 19.

Unleased Space

U.S. office vacancies are at a five-year high, apartment vacancies are at a 23-year record, and retaif
centers are showing the greatest share of empty stare-fronts since 1992, according to real estate
research firm Reis Inc. All that unleased space makes it harder for landlords to pay their mortgages to
tenders such as Capmark.

Property investors including New York developer Harry Macklowe, whose trophies included
Manhattan's General Motors Building, and Tishman Speyer Properties LP, which controls the Chrysier
Building and Rockefeller Center, are being affected by plunging values and a dearth of credit.

Losses from commercial real-estate lending pose the biggest threat to U.S. banks as the loans
deteriorate, teaders of Federal Deposit Insurance Corp., the Office of the Comptroller of the Currency
and Office of Thrift Supervision told the Senate Banking Committee eartier this month,

Capmark had its senior unsecured ratings lowered to C from Caal by Moody’s Investors Service Inc.
after the announcement of the potential sale, release of the operating results and restructuring efforts,
according to a Sept. 9 credit opinion published by Moody's.

‘Substantial Losses”

“Unsecured lenders and bondholders, either in a default or restructuring scenario, would experience
substantial losses,” Moody's said.

KKR, the New York-based private-equity company run by Henry Kravis and George Roberts, wrote
the investment in Capmark down to zero as of March 31 of this year, according to data provided by
KKR’s publicly traded investment vehicle,

Andrea Raphael, a spokeswoman for Goldman Sachs, declined to comment on the status of her firm’s
investment in Capmark.

The case is In re Capmark Financial Group Inc., 09-13684, U.S. Bankruptcy Court, District of Delaware
{Witmington).

To contact the reporter on this story: Dawn McCarty in Wilmington, Delaware, at
dmccarty@bloomberg.net.

Last Updated: October 26, 2009 17:39 EDT

310 BLOOMBERES L.P. ALL RIGHTS RESERVED, of Service | P

htip://www.bloomberg.com/apps/news?pid=20670001&sid=ajhrPSwAwpMU 2/15/2010
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NORTH CAROLINA IN THE GENERAL COURT OF JUSTICE
SUPERIOR COURT DIVISION
WAKE COUNTY 09 CVS 0566
JPMORGAN CHASE BANK,N.A. )
}
Plaintiff, )
)
V. }
) AFFIDAVIT
)
HIGHWAY 751 PARTNERS, 3
And DONALD E. PHRILLIPS )
)
Defendants. )

My name is Brenda Mulder. 1 am 2 citizen and resident of Hillsborough County, Florida.

Being duly sworn, I state:

1. [ am an economist employed by the firm Mulder and Eastridge, Economists. !
have been doing private consulting work for over twenty-six years. [have worked on
several thousand legal cases in my career,

2. 1 have a Bachelor's degree in Education which I obtained in 1972 from the
University of Florida. In addition, T have a Master’s degree in Bugsiness Administration
witly a concentration in the area of finance and economics. My Master’s degree was
earned from the University of South Florida in 1985,

3. In addition to my educational background and studies, much of my professional
time has been in the arca of economics and financial rescarch and analysis. 1 do
consulting work for businesses, most of which is litigation related. I've been employed
by the Center for Economic and Management Research at the University of Florida, I've
done work for the United Staie Justice Departraent and I bave worked with the Equal
Employment Opportunity Commission determining economic losses. [’ve travel to South
America to do research on economic conditions in Gayana, I've worked as a consultant
doing studies to determine the ecanomic impact of the phosphate industry in
Hillsborough County. And I have taught classcs at Hillsborough Community College as
an adjunct instructor in Macroeconomics.

4, 1 have been qualified as an economic expert and oifered testimony in both state
and federal court hundreds of times.
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5. My professional resume is attached as Exhibit A. T have been retained by
Dcfendents and hereby offer the following calculations regarding this case.

6. Through information publically available, I became aware that on September 25,
2008, the United States Office of Thrift Supervision (OTS) seized Washington Mutual
Bank from Washington Mutual, Jnc. and placed it into the receivership of the Federal
Deposit Insurance Corporation (FDIC). According to the OTS Fact Sheet, 9/25/08,
Washington Mutual Bank had total assets as of June 20, 2008 of over $307 billion
($307,020,000,000.00), See Exhibit B (9/25/08 Press Release, OTS 08-046 —
“Washington Mutoal Acquired by JP Morgan Chase™); See Exhibit C (9/25/08 Press
Release, FDIC ~ “TPMorgan Chase Acquires Banking Operations of Washington
Mutual”).

8. In September 26, 2008, JP Morgan Chase & Co., acquired Washington Mutual’s
banking operations from the FDIC for $1.9 billion dolfars ($1,900,000,000.00). See
Exhibit D (The Wall Strect Journal, 9/26/08, “WaMu is Seized, Sold Off to J.P, Morgan,
In Largest Failure in U.8. Banking History™).

9. Applying the above numbers obtained from public records, JP Morgan Chase &
Co., acquired the assets from Washington Mutual Bank at 0,006 of their face value (0.6%
ot 6/10th of a cent on the dollar).

10.  The face velue of the loan between Highway 751 Partners and Washington
Mutual is over 3 million doilars ($3,040,060.00).

11, Thus IP Morgan Chase & Co. would have paid slightly over 18 thousand doflars
(318,240.00) to acquirc the Highway 751 Partners 3 million dollar loan from Washingion
Mutual.

12 If JP Morgan were able to collect the face value of this loan, it would result ina
3,021,760.00 increase above and beyond what they would have paid for this joan.

13, Inmy opinion, this would result in a 16,567% gross profit on this transaction as it
refates to these parties.

| 2
Brérfda Mulder

Mulder and Eastridge, Economists
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STATE OF FLORIDA
COUNTY OF HILLSBOROUGH

I L A Notary Public in and for said County and State,

do hereby certify that Brenda Mulder personally appeared before me this day and
acknowledged the due execution of the foregoing instrument,

WITNESS my hand and official stamp or seal this o 52 day of July. 2009.

Notary Public H NORWA L. Rhy 754 H
S . ) Comm® DEO734024 =
Commission Expires: _//, o/ ‘_g' Expires 111102041 H

¢ reraiorten e 1

Fitifa Nrtosy Agan,, ine ¥
e Rt



392



393

PROFESSIONAL RESUME

NAME : BRENDA B. MULDER

ADDRESS : 4613 W. North A Street, Tampa, FL 33609
TELEPHONE : (B13) 286-1997

DEGREES : B.A., University of South Florida (Education), 1972

M.B.A., University of South Florida (Finance & Economics), 1985

QUALIFIED AS AN ECONOMIC EXPERT WITNESS IN THE FOLLOWING
JURISDICTIONS:

. United States District Court, Middle District of Florida, Tampa Division

. Uhnited Staics District Cowrt, Middle District of Florida, Ocala Divisioa

+ United States District Court, Middle District of Florida, Admiralty Division

. United States District Couxt. Middle District of Florida, Fort Myers Division

. United States Distriet Court, Northern District of Florida, Gainesville Division
. United States District Court, Northem District of Florida, Tallghassee Division
. United States District Court, Southern District of Florida, Key West Division

. United States District Court, Southern District of Florida, Miamt Division

- United States District Court, Southem District of Florida, Fr. Lauderdale Division

. Circuit Court of the Second Judicial Circuil of the State of Florida, in and for Leon

County

. Circuit Court of the Fourth Judicial Cirenit in and for Duval County, Florida, Civil
Division

. Circuit Court of the Fifth Judicial Circuit in and for Marion County, Florida, Civil

Division and Family Division
. Circuit Court of the Fifth Judicial Circuit in and for Citrus County, Florida

. Circuit Court of the Fifth Judieial Circuil in and for Hernando County, Florida
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QUALIFIED AS AN ECONOMIC EXPERT WITNESS IN THE FOLLOWING
JURISDICTIONS CONTINUED:

Circuit Court of the Sixth Judicia! Circuit in and for Pinelias County, Florida, Civil Division
Circuit Court of the Sixth Tndicial Circuit in and for Pasco County, Florida, Civil Division
Circuit Court of the Eighth Judicial Cirenit in and for Alachua County, Civil Division

Circuit Court of the Eighth Judicial Circuit in and for Bradford County, Civil Division

Circuit Court of the Ninth Judicial Circuit in and for Orsnge County, Florida, Civil Division
Circuit Cowrt of the Ninth Judicial Circuit in and for Osceola County, Florida, Civil Division
Cireuit Court of the Tenth Judicial Circuit in and for Highlands County, Florida, Civil Division
Cireunit Court of the Tenth Judicial Circuit in and for Folk County, Florida, Civil Division

Cireuit Court of the Eleventh Judiciat Cireuit in and for Miami-Dade County, Florida,
General Tarisdietion

Circuit Court of the Twelith Judicial Circuit in and for Sarasota County, Florida, Civil Division
Cireuit Court of the Twelfth Judicial Cireuit in and for Manatee County, Florida

Circuit Court of the Thirteenth Judicial Circuit in and for Hillsborough County, Florida, Civil
Division and Family Division

Cireuit Cowrt of the Fourteenth Judicial Cirenit in and for Ray County, Florida

Circuit Court of the Fourteenth Judicial Circuit in and for Gulf County, Florida

Cireuit Court of the Sixteenth Judicial Circuit in and for Monroe County, Florida

Cirenit Court of the Eighteenth Judicial Circuit in and for Brevard County, Florida

Cirenit Court of the Twentieth Judicial Circuit in and for Lee County, Florida, Civil Division
Circuit Court of the Twentieth Judicial Circuit in and for Charlottc County, Florida, Civil Division
Circuit Court of the Twentieth Judicial Circuit in and for Collier County

Circait Court of the Twenticth Judicial Circuit in and for Hendry County, Florida, Civil Division
Proceeding Before the National Association of Securities Dealers

American Arbitration Association
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CURRENT POSITION
MULDER & EASTRIDGE, ECONOMISTS, INC.

Appraisal of cconomie and financial losses associated with persons’ loss of life and/or
reduced capacity.

Business valuation lo assist in the following: distribution of marital assets, value of
Teasehold interest, allocation of debt and equity positions, and appraisal of lost business
profit/opportunity.

Evaluation of present value of benefits obmined in Workers' Compensation actions for
purposes of attormey fee determination and claimants’ sctilement efforts.

Evaluvation of cmployee wage and fringe benefit compensation packages.

Interpretation of regional, pational, and international economic data for purposes of
cvalualing conditions effecting business, marketing and financial decisions.

Hillsborongh Community College Adjunct Instructor of Economics [997-Present,

Paradox Learning Systems, Inc.- serve on Board of Directors.

ACADEMIC EXPERIENCE
University of South Florida, Colfege of Business Adminisiration

Center for Economic and Management Research
Graduate Agsistant, 1982-1983: Researched, obtained fimding, published and marketed The
dustrial Park and Site Guide

for Dade County, Broward County, and Palm Beach County

Avburn University, College of Business of Administration
Graduate Assistant; Profcssional Development, 19811982

PREVIOUS PROFESSIONAL EXPERTENCE

Mellish, Mulder and Eastridge, Economists (1983 1o 1992) Consulting in arcas related to
curvent position.

Cobb County Board of Education, Educator (1972-1979) Marictta, Georgia.

Brendn B Mukder Prge ]
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HONORS AND AWARDS

Graduate Regpistration Fellowship 1982 (University of South Florida)
Dean's List of Scholar's

PROFESSIONAL PRESENTATIONS

"Economic Damages in Age Discrimination”, presented at the Equal Employment Opportunity
Practice 1987 conference, February 1987.

"1994 Advanced Current Labor Topics” The Florida Bar Continuing Legal Education Committee
and The Labor & Emplayment Law Section, April 1994,

University of South Florida, Gus A. Stavres Center for Frec Enterprise & Economic Education and
the National Center for Middle School Education
Tampa, Florida, 1995.

Econ UJSA+ "Scarcity", Presentation for Educational Television Programing, University of South
Florida, Gus A. Stavros Center for Free Enterprise Education.

“Economic Damages in Employment Cases™ presented by Lorimar Productions for continning
legal education credits for Florida lawyers, Tanuary 1997.

Allgood-Altman American Inn of Court, Pasco County.
Panel Presentation. November 1998,

Trial Practice Section of the St. Petersburg Bar Association- Guest Speaker, April 2002.
Trial Practice Section of the St. Petersburg Bar Association- Guest Speaker, Economic Damages in
Medical Malpractice, February 20, 2003,
PROFESSIONAL MEMBERSHIPS
Financial Management Associstion
National Association of Forensic Economics

Midwest Finance Association
Thitteenth Circuit Unticenced Practice of Law Cominittee of the Floridz Bar (formerly)

Brends B, Mulder Paged
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FINC: Press Releascs - 'R-85-2008 9/25/2008 Page 1 of2

Hame > News 3 Evenls > Press Releasos

Press Releases

JPMorgan Chase Acquires Banking Operations of Washington Mutual
FDIC Facilitates Transaction that Protects All Depositors and Comes at No Cost to the Deposit
insurance Fand

Madla Condact:
FOR IMMEDIATE RELEASE Andrew Gray {202} §98-7152
September 25, 2008 angray@idic.gov

JPMorgan Chase acquired the banking operations of Washington Matual Bank in a transaction
facilitaled by the Federal Deposit Insurance Corporation. All depositors are fully protected and there will
be no cost to the Deposit Insurance Fupd.

“For afl depositors and other customers of Washington Mutual Bank, this is simply a combination of two
banks," said FDIC Chairman Shefla C. Bair. "For bank customers, it will be a seamless transition. There
will be no interruption in sesvices and bank customers should expect business a8 usual come Friday
moming.*

JPMorgan Chase acquired the assets, assumed the qualified financial contracts and made & payment of
$1.9 billion. Claims by equity, subordinated and senior debt holders ware not acquired.

"WaMu's balance sheet and the payment paid by JPMorgan Chase allowed a transaction in which
nelther the uninsured depositors nor the Insurance fund absorbed any losses,” Balr said,

Washington Mutual Bank also has a subsidlary, Washington Mutual FSB, Park City, Utah. They have
combined assets of $307 billion and total deposits of $188 billion.

Thursday evening, Washington Mutual was closed by the Office of Thrift Supervigion and the FDIC
named roceiver. WaMu customers with questions should call their normal banking representative,
service center, 1-800-788-7000 or visit www. WaMU.com. The FDIC's consumer holiine is 1-877-ASK-
FOIC {1-877-275-3342) or visit www. dic. gov.

Additionsai Notices

« JP Morgan Acquires All Qualified Financial Contracts as Part of Washington Mutuat Acquisition
« Washington Mutual Bank tnvestors - Additional information
» Continuation of Contracts Transforred From Washington Mutual Bank

#34

Gongress created the Federal Daposit Insurance Corporation in 1933 to restore public confidence in the
nation's banking system. The FDIC insures deposits at the nation's 8,451 banks and savings
associations and it promotes the safety and soundness of these institutions by identifying, monitoring
and addressing risks to which they are exposed. The FDIC receives no faderal tax dollars - insured
financial institulions fund its operations,

FDIG press releases and other information are available on the Internet at wiww.tdic.gov, by subscription
elactronically (go to www.fdic.goviabout/subscriptions/index.himi) and may also be obtained through the
FDIC's Public Information Center (877-275-3342 or 703-562-2200). PR-85-2008

hitp:rerww.fdic. govinewsimewsipress/2008/pr08085. htm! 7/18/2009
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FDIC: Press Releases - PR-85-2008 9/25/2008 Page2of 2

l.ast Upslated 9/26/2008 conmmunichions@iic.gov

Home Contactls Search Help SiteMap Forms
Ereedom of infarmation Act (EQOIA) Servica Center  Website Policies  USA.gov

hip/iwww fdic.govinews/news/press/2008/pr08085, html 7/18/2009
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Office of Thrift Supcrvision -* | s Releases L Page1of3
Press Releages
September 25, 2008
OTS 08-D46 - Washington Mutual Acquired by JPMorgan Chase Recent Upd
FOR RELEASE: ’ CONTACT: Willlam Ruberry-
Thussday, Sept. 25, 2008 T (202) 906-5677 Press Relea

. * Cell ~ (202} 368-7727
Events

Washington, DC ~ Washington Mutusi Bank, the $307 billion thrift institution Speeches
.headquartered in Seattle, was acquired tday by JPMorgan Chase, the Office of
Thrift Supervision (OTS) announced. Testimony
The change' wiil have no impact on the B3nk’s dopositars or other customars, :
Business will proceed uninterrupted and bank branches il epen on Friday morning Wabsits S
as usual, T ———

‘Washington Mutual, or WaMuy, specializad In praviding home mortaages, cradit
cards and other retall lending products and services, WaMiy became an OTS-
reguiated institution on Dacember 27, 1988 and grew through acquisitions between’
1996 and 2002 to become the largest savings sssotlation supervised by the
sgency. As of June 30, 2008, WaMu had more than 43,000 employees, more than
2,200 branch cffices in 15 stabes and $188.3 billion in deposits.

“The housing mrarket downturn had a significant Impact on the performanca of
WaMu's mortgage portfolio ard led to three straight quarters of losses totallng £6.1
billion," noted OTS Director John Reich,

Pressum on WeMa Intensified in the last three months as market conditions
wersened. An outflow of deposits began on September 15, 2008, totaling $16.7
billicn. With Insufficient ligquidity to meet its obligations, WaMu was In an unsafe
and unsound condition to transact business. The OTS closed the Institition end
pppolinted the Federaj Deposit Insurance Corporstion (FDIC) as receiver. The FDIC
held the bidding process that resulted in the acquisition by JPMorgan Chase.

Customer questions regarting the institution, including questions about federal
deposit insurance coverage, should be directed to the FDIC at 1-877-ASK-FDIC.
Waku costomers with questions can also call the hank’s service center at 1-800-
¥88-7000.

hup:fwww ots.gov/index.cfm?p=PressReloasesé ContentRecord_id=9c306c81-1e0b-8562...  3/19/2000



Office of Thrift Supervision
ACT SHEET

1700 G Sheet, NW., Washington, D.C. 20852 » Telsphone (202) 906-6677 - wuw.ofs treas qoy

FOR RELEASE: CONTACT:
Thursday, September 25, 2008, Willtam Ruberry
OTS 03-046A (202) 906-6677

Cell - (202) 368-7727

OTS Fact Sheet on Washington Mutual Bank

Institution Yrofile

K

Total assets as of June 30, 2008: $307.02 billion

Pritnary executive and busincss segment headguarters are located in Seaitle,
Washington.

Branches: 2,239 retail branch offices operating in 15 states

4,932 owned and branded ATMs

Employees: 43,198 at June 30, 2008

Recent Deposit Flows

Beeause of ndverse events in the financial markets, material outflows began on
September 15, 2008, Coupled with further rating agancy downgrades of Washington
Mutual Inc: (WM, the top-tier holding company) and Washington Mutual Bank
(WMB or the Bank), the Bank experienced a net deposit loss of $16.7 billion through
Sepiember 24, 2008,

Other Finaociat Detalls (as of Jane 30, 2008)

Total deposits: $188.3 billion

Brokered deposhts: $34.04 billion )

Total borrowings: $22.9 billion primarily comprising Federal Home Loan Bank
advances of $58.4 billion and $7.8 bitlion of suhordinated debt

Loans held: $118.9 billion in single-family loang held for investment - this includes
$52.9 billion in payment option ARMs and $16.05 billion in subprime mortgage
loans

Home Equity Lines of Credit (HELOCs); $53.4 billion

Credit Card Receivables: $10.6 billion :
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Total loan servicing: $689.7 billion total foans serviced, including $442.7 billion in
Joans serviced for others and $26.3 bitlion of subprime mortgage foans
Non-performing assets: $11.6 billion, including $3.23 billion payment option ARMs
and $3.0 billion subprime morigage loans

Tnstitution History

WML is the top-tier sovings and loan holding company and own$ two banking
subsidiarics, WMB and Washington Mutual Bank, fab (WMB{3sb), as well as nonbank
subsidiaries.

Since the early 1950s, WMI expanded its retai! banking and lending operations
organically and through a series of key acquisitions of retai] banks and mortgage
companies. The majority of growth resulted from acquisitions between 1996 and
2092, On October 1, 2005, tho Bank entered the credit catd lending business by

- sequiring Providian Financia) Corporation. These acquigitions enabled WMB to

cxpand across the tountry, build its cugtomer bese, and become the largest savings
and foan assaciation in the country,

The Bank had four business segments: the Retail Banking Group, the Card Services
Group, the Commercial Group and the Home Loans Group. WMB is a leading
originator and servicer of both single- and multi-family mortgages and a major issner
of credit cards.

Recent Events

"

Changes in Business Strategy - Beginiiing in late 2006 through today, WMB was
proactively changing its business strategy to respond to declining housing snd
market conditions. Changds included tightening credit standards, eliminating
purchasing and originating subprime mortgage loans, and discontinuing anderwriting

- option ARM and stated income loans. Management reduced loans originated for sale

and ransferved held for sale loans to the held for investment portfolio, WMB was
focarsing on shrinking its balance sheet and developing a retail strategy theough its -
branch operations.

Reduction of Overhead Expenses - Tn December 2007, WMB announced the
resizing of its Home Loans business including the elimination of approximatcly
2,600 employee posmons, closure of appmxtmatcly 190 homs loan centers and sales
offices, and closure of nine loan processing end call centers,

Maintalning Capital - In late 2006 and 20067, WMB began to build its capital level
through assct shrinkage and the sale of lower-yielding assets, In April 2008, WMI
received $7.0 billion of vew capital from the issnance of common stock, Since
December 2007, WMI infused $6.5 billion ipto WMB. WMB met the well.
capitalized standards through the date of receivership.
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Operaring Losses - WMB recorded 2 net loss 0f $6.) billion for the three quarters
ended June 30, 2008, In the second quarter of 2008, WMB management disclosed
that the-Bank’s eredit quality had deteriorated snd it mightincur up to $19 billion-in
logses on its single-family residential roortgage portfolio. WMB increased its loan
loss provisioning in responss {0 the deteriorating housing market. Loan loss
provisions increased from $1.6 billion in the fourth quarter of 2007, ta $3.6 billion in
the first quarter of 2008 and $6.0 billion in the sccond quarier 0f 2008.

Deposir Outflows - Since Jufy 2008, the pressure on WMB ipereased as markat
conditions continued 1o worsen. Significant deposit outflows began on Septeraber
15, 2008. Puring the next eight business days, WMB deposit outflows totaled $16.7
billion, shortening the time availablc to augment cepital, improve liquidity, or find an
cquity partner. Given the Bank’s limited sources of funds and significant deposit
outflows, it was highly Tikcly to be unable te pay its abligations and meet its
operating fiquidity needs. '

Receivership - With insufficiont liquidity to meet i obligations, WMB was in an
unsafe arid unsound condition to tvansact business. OTS placed WMB into
receivership on September 25, 2008, WMB was acquired today by JPMorgan Chase.
The change will bave no impact cn the bank’s depositors or other customers.
Business will proceed mninterrupted and bank branches will open on Friday morning
as usual.

OTS Enforcement Actions

October 17, 2007 — Issued a Cease and Desist Order related to deficiencies in Bank
Secrecy Act/Anti-Money Lavndering (BSA/AMLY) programs

October 17, 2007 — Assessed Civil Money Penalties (CMPs) related to violation of
fload insurance regulations

November 14, 2007 — Initiated a formal examination of the appraisal process to
assess the validity of 2 complaint filed by the New York Attorney General’s
(NYAG) Office ' '

February 27, 2008 — Issued overall composite ratings downgrade and received a
Board resolution in responsc to the supervisory action

June 30, 2008 - Initiated discussions about Memorandoms of Understanding with
WMI and WMB . . .
September 7, 2008 - Issued Meniorandiums 6f Understanding to WMI and WMB
September 18, 2008 — Issued overall composite tatings downgrade
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OTS Profile

Estabtished - 1989

Thrilt institutions supesvised as of Tune 30, 2008 - 829

Thrift industry assets supervised as of June 30, 2008 - $1.51 triflion

OTS employees - 1,055

Washington Mutual Bank asscssmont revenve — 12.2 percent of 2008 OTS budget
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WaMu Is Scized, Sald Off to 1.P. Morgan, In Largest Failure in U.S. Banking Hislory - ... Page ] of 5
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DAILY STALK ALERT
Ineroducing a stock newslerter with long-term gains in mind.
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Wieon
BEPTEMBLR 26, 2008
WaMu Is Seized, Sold Off to J.P. Morgan, In Largest Failure in
U.S. Banking History

3y ROBIN S10EL, DAVID ENRICH and DAN FITZPATRICK

n what is by far the argest bank failure in U.5. history, federal regulators seized Washington Mutual Ine. and struck a
Jealto seli the bulk of its operstions to F.P. Morgan Chase & Co, *

The collapse of the Seattle thrift, which was triggered by a wave of deposit withdrawals, marks a now ow point in the
wuntry's financial erisis. But the deal, as constructed by the Federal Deposit Tnsurance Corp., could hold some
glimmers of hope for the beleag d banking system b it averts any hit to the bank-insurance fund.

‘nstead, J.P. Morgan agreed to pay $1.9 billion to the government for WaMu's banldng operations and will assume the
oan portfolio of the thrift, which has $307 billion in assets, The full cost to J.P. Morgan will he much higher, because it
slans to write down about S3t hillion of the bad loans and raise 58 billion in new capital. AD WaMu depositors will
ive aceess to their cash, but halders of more than $30 billien in debt and preferred stock will likely see Jittlo ifany
Beovery.

Fhe deal will vault J.P. Morgan into first place in nationwide deposits and greatly cxpand its franchige,

The seizuro was another hed cvent in a frenetic period for the U.S. banking system, and came whils members of
Zengress wrangled over the Bush administration’s proposed $700 biltion bailout package. The tally of U.8. financial
sionts that have either heen scizcd by the government or sold themselves off to stronger firma in recent weeks ineludes
nortgage titang Fennie Mac and Freddie Mac, inswrer Ameriean Tnternational Graup Inc., and Wall Street firms
~etiman Brothers Holdings Inc, and Mertf]l Lynch & Co.

Fhe failure of WaMu eclipsed what had long been Amorica's largest bagk bust on recard, the 1984 collapse of
Zontinental Iinots, which had $40 billion in assets.

The fact that no bank was willing to buy WaMu until it failed shows how badly eanfidence has eroded in a banking
system awash with recotd profits just a few years ago. Faced with decpening foases an mortgages, credit cards and
sther loans, big and small banks across the country are struggling with what many bank cxecutives say is a crisis far
leeper than the savings-and-loan debasle,

The seizure of Washington Mutual is likely to send tramors through the thrift industry. Many of WaMu's smaller
sretheen are also struggling with & wave of bad loans and same bave already been ordered by regulaters to raise capital
wnd stop prowing. Many community and regional financial institutions are alse slashing dividends, selling branch

wnd reining in lending in order to preserve capital,

hitp://online.wsj.com/articlc/SB 12223841 5586576687 html 771872009
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WalMu s Scized, Sold OiT 10 LP. Morgan, In Largest Failure in U.8. Banking History -...  Page2of §

WaMu has suffered huge losses but still boasts a strong deposit base and » network of 2,239 branchea that bigger
banks would have paid dearly for when times were good. In March, with the eredit crisis in full bloom, J.P. Morgen
offered to acquire WaMu but was spurned in favor of a $7 hillion infusion led by the private-equity firm TPG,
considered onc of the savviest buyout firms, TPG, led by investor David Bondermarn, said it will lose $1.35 billion,
wiping out its investment.

This is the second time that J.P. Morgan, the second-largest U.5. bank in stock-market vaiue, has becn a buyer of last
resort. In March, the New York eompsny sgreed to purchase Bear Stearns Cos., getting a $2g billion backstop from the
federal government,

FDIC Chairmian Sheila Bair said that WaMu's downward spital "could have posed significant challenges without a
ready buyer.” Referring to J.P, Morgan's willingness to buy WaMu and ahsorb its shaky loans amid continuing debate
aver the $700 billion bailout package, she added: "Some are coming to Washington for help, others ate coming to
Washington to help.”

Whilc WaMu has been struggling since last year, its demise occurred with breathtaking speed.

Starting Sept. 15, the day that Lehman filed for banlauptey protection, WaMu's customers began heading for the exits.
Over the next 10 days, thay yanked a total of $16.7 billion in depesits, according 1o the Office of Thrift Supervision.
That was about 9% of the thrift's deposits as of Junc 30. WaMu declined to comment.,

Melndy Williams, 50 years old, said in the past 30 days she has moved about $25,000 out of Washington Mutual,

preading it ta ather fi | institutions she thought were stronger, including Wells Fargo & Co. Ms. Williams, the
eontroller for an architecture firm, said she thought that Washingten Mutual had gotten "too big for their britches”
with too many deals over the years,

Accelerated Shutdown

Regulators also hustled to shut doswwn WaMu faster than they have with other failing banks this year. Normally, when
the FDIC and another regulatory agency are prepating to take over a bank, the FDIC will solicit bids for the bank on
Tuesday or Wednesday and then seize it on Friday evening, after the bank's branches have closed for the weekend.
Sometimes the FDIC will cven wait another week to step in. Every hank to fail this year has heen shut downon a
Friday. The FDIC steps in o Pridays to ensure a smeoth transition sa that customers hardly notice the handover,

In WaMu's ense, the FDIC set a Wednesday evening deadline for interested parties to submit their offars for various
parts of WaMu. Twenty-four hours later, they wore already preparing to seize the bank. Earlier this month, Tressury
Secretary Henty Paulson made it clear to WanMu that the company should have accepted the takeaver deal J.P. Morgan
hnd offered earlier this year, sceording to a person close to WaMu.

As pregsure mounted on WaMu over the past two and 2 half weeks, regulators sparred over how to handle the
situntion, according to people familiar with the matter. Last weck WaMtt met in Washington, D.C., with the ¥DIC and
OTS, WaMu's chief regulator. WaMu, according to a person familiar with the situation, asked for the meeting because
it had reccived conflicting information from the two agencies. The tengion between the two groups wes palpable, thig
person said. The FDIC, this person said, was more aggressive in describing the information it wanted from the theift,

Federal regulators said the exodus of deposits left WaMu "with insufficient liquidity to meet its obligations.” As a
result, WaMil was in "an unsafe and vnsound eondition to transact business,” according to the OTS.

The OTS closed WaMu on Thursday and appointed the FDIC as receiver, The FDIC ran the bidding process that
vesuited in the decision to sell WaMu's banking operations (o J.P. Morgan.

The change, according to OTS, "will have no impact on the bank's depositers or other " WaMu's benk

hitp:/fouline. wsj.com/article/SB122238415586576687.htm! 711872009
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branches will open on Priday morning as usual and business will "proceed unintercapted.”

As of June 30, WaMu had more than 43,000 employzes, more than 2,200 branch offices in 15 states and $188.3 billion
in deposits, according to the OTS,

"The housing tarket downturn had a significant impact on the performance of WaMu's mortgage portfolio,” said OTS
divector John Reich.

With mortgage losses mounting and its stock price plunging, WaMu has been scrambling over the past month to finda
solution. Last week, it put itself on the auction block, A number of banks -- including Citigroup Inc., Wells Fargo and
Banco Sentander 84 -- pored over WaMu's books, but the bank didn't receive any offers. This week, WaMu's outside
bankers approached a group of private-equity funds to gauge their interest in a deal. Thosc tallis were viewed as a Iast-
ditch cffort,

Also this week, the PDIC taok the atep of reaching out to benks, asking them to expuess interest in taking over ssme or
all of WaMu, according to people famfliar with the matter. Those bids were duc at 6 p.m. Wednesday.

J.P. Morgan's takeaver of WaMu's deposits represents a huge blow for private-equity firm TPG, which led a deal to
inject $7 billion into the thrift this spring.

"Ohviously, we are dissatisfied with the loss to ovr pariners from our investment in Washingten Mutual,” said 8 TPG
spokesman. "The unprecedented turmodl n global financial markets and resulting thiacrs crisis of confidence has
radieally changed the dynamics for sll financial institutions, and led to widespread losses among investors thronghout
the seetor.” TPG said its losses arc about $1.35 billion, wiping out its investment.

Before the desl, I.P. Morgan ranked as the fourth-largest hank as mensured by branches, ranking below Bank of
America Corp., Wachovia Corp. and Wells Fargo. Its network of more than 3,100 branches stretehes actass 17 states
with deep penetration in New York, Illineis, Texas, Michigan and Ohio.

Instant Presence

The deal will expand J.P. Morgan's faotprint westward and inte the South. Most importantly, it will give J.P. Morgan
an instant presence in two states where it is now virtually non-existent: California and Florida, Although both states
have been battered by the housing mardket collapse, they still offer significant potential for J,P, Morgan, which can
pitch a slew of financial serviees that weren't big business for WaMu, such as wealth management and cotamercial
banking. WaMu has nearly 700 branches in California and operates more than 250 branches in Florida,

James Dimon, J.P. Morgan's chairman and chief executive, has long coveted Florida - as have his customers.
Although WaMu is dominated in Florida by Bank of America and Wachovia, J.P. Morgan is hkely to boost WaMu's 3%
market share in the state by tapping into its base of New York customers who apend the winter montha in Florida.

Lagt year, one of those New York customers expressed frusiration st.F.P, Morgan's annual meeting, tolling Mr. Dimon
“it galls me” that the bank didn't have a presenco there.

“It p- me off too,” Mr, Timon said, drawing lsughter from the audience. "Believe me, we would love to be much bigger
in Florida and well find some way to do it. You will sec us there.*

The job of integrating WaMu's branches into J.P. Morgan's vast network will fafl to Charles Schard, a longtime ally of
Mr. Dimon sho followed him from Citigroup to Bank One Corp. in 2000. Mr. Scharf, 43, now runs J.P. Morgan's retail
operations, which include branch-banking, mortgages and home-cquity loans.

Over the past fow ycara, Mr. Scharf has overseen the overhaul of J.P. Morgan's hodgepodge of retail branches that had

Tiip:ffonkine wsj.com/article/SB 12223841 5586576687 html T/1872009
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fallen into disrepair after a sless of big mergers, J.P. Morgan has poured millions of dollars into its tired branches that
sometimes featured outdated logos and chipped wood paneling,

Taking a cuc, in part, from the fresh looks flaunted by rivals like WaMu, Commerce Bancorp., and Bank of America,
J.P, Morgan added brighter lights and carpeting. The bank also hired Lands End to design outfits for brench
employees so they had an easily recognizable and uniform appearance.

Along with the new laoks, J.P. Morgan launched a technology overhau! of its branch network so that customers who
open an account in Texas could make deposits from a branch in New York, That type of integration has been missing
from many banks that went through big mergers aver the past decade.

J.P. Morgan's branch strategy got another push in 2006, when the bank solidified its hold on New York by acquiring
300 branches from Bank of New York Corp.

The deal is a bold move for Mr. Dimon, 52, who has emerged as one of the banking industry’s most powerful exceutives
during the current credit crisis. Just six months agn, J.P. Morgan swept in to acquire Bear Stearns as the brokerage
firm was collapsing and heading for bankruptey, Although J.F. Morgan has also been hust by the eredit crisis, it has
one of the strongest balance sheots in the industry despite exposure to many of the banking businesses that are feeling
pain,

Sinee taldng the reing of P, Morgan nearly three years ago, Mr, Dimaon has transformed the bank. Much of those
efforts came during a period of prosperity for the banking industry, giving him time to upend the bank’s culture and
computer systeme. Along the way, he has emphasized fhe need to create a “fortress balance sheet” that can withstand a
weak econamy.

S§till, J.P. Morgan isn't immune to the troubles afflicting thousands of other banks. Its investment-bank unit is
expeeted to take a big hit in the third quarter duc to the widespread turmoil in capital markets. The bank has been hit
hadly by home-equity losses and its massive eredit-card business is being hurt by rising delinquenci defaul

A former protégé of Citigroup’s Sanford Weill, Mr. Dimon was once viewed as his heir-apparent at Gitigroup, But the
two had a failing out in 1998 that Jed to Mr. Dimon's onster. In a move that startled the New York banking industry,
Mr. Dimon headed west ta take the tap job at Bank One, a regional Chicago bank that had stumbled after a string of
acquisitions.

Mr, Dimon's return to New York came in 2004, when J.P. Morgan acquired Bank One for $58 billion. That deal put
Mr. Dimon into the upper ranks of J.. Morgan’s management and paved the way for him to take over as chairman
and chief executive officer.

String of Mergers

WaMu, founded in 1889, became a national mortgage- and consurner-lending giant via a string of mergers in the
15905 ted by Chief Executive Officer Rerry Killinger. But Mr. Killinger made scveral missteps. He pursued an
aggressive retail cxpansion marred hy poor locations in too many markets, He steered WaMu into subprime
mortgages, only to discover too late that the thrift was lending to many ungualificd borrowers.

This year the eompany lid off cmployees, clesed raartgoge centers and cut its dividend.

But it still posted & $3.3 billion second-guarter loss and said it expected to lose $15 billion on its mortgage porticlio
over the next two and g half years. WeMu's biggest predicament was that it held large amounts of mortgages made in
U.8, vegions where housing prices have fallen sharply, such as California. WaMu has $53 billion in option adfustable-
rate mortgages, a type of loan particularly vulnerable to default, as well as $16.2 billion in loans made to subprime
horrowers,

http:/online.wsj.com/article/SB 12223841 5586576687 himl 741872009
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The board, responding to investor discontent, stripped Mr. Killinger of his chairman’a title and then ousted him Sept.
7, installing Brooklyn banker Alan Fishman in his place, Messrs, Killinger and Fishman couldnt be reached for
comment Thursday night.

Short Tenure

Upon taking WaMu's helm, Mr. Fishman, who had run Independence Community Bank in Brooldym, N.Y,, before
selling it to Sovereign Baneotp Tne. in 2005, dzclared his intention to keep WaMu independent. As rumors switled
about the company's fi ial troubles, he tried to investors snd depositors by releasing more details abont
the company's financial health.

But Mr., Fishman seemed to realize that WaMir's problems were intractable. Last week, he asked Goldroan Sachs
Group Ine. investment bankers, hired by WaMu earlier in the year ag it songht additiona] capitsl, to put the thrift up
for sale.

In a year in which a number of financial-services CEOs have had remarkably short tenures -~ notably Merrill Lynch's
John Thain and AIG's Robert Willumstad - Mr. Fishman stands out. While it's not clear what role, if any, he will play
following the J.P, Morgan transaction, he has been on the job for 2 mere 16 days.

‘WaMu's deal team, including Mr. Fishman, left New York on Thursday night and canght s plane back to Sesttle, not
knowing that the company waa about to be taken over by the OTS and sold f0 1.P. Morgan.

~~{amian Paletta and Peter Lattman contributed (o Ihis srticie.

Writc to Robin Sidel at mbin.sidel@wsj.com, David Eatich at david.cnrich@wsi.com and Dan Fitzpatrick at
dan.fitzpatrick@wsj.com
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PHILLIPS

DEVELOPMENT & REALTY

Donald E. Phillips
Managing Director

Donald Phillips, managing director of Phillips Development & Realty, LLC
(PDRY), has been in the real estate industry since the early age of 19. As one
who considers family a huge driving force in his life, it is only fitting that
Phillips began his career conducting his first real estate transaction with none other than his mother. With
the property he purchased, costing only $18,000, he made a 40 percent return in just seven months.

This initial achievement — along with the inspiration he obtained while observing his father’s successes in
the business so many years prior — confirmed for Phillips his desire to work in real estate and
development also. Following in the footsteps of his father, who died in an airplane crash when Phillips
was 14, he entered into the business in 1986 and received his North Carolina broker’s license two years
later. In 1990, he joined Hock Development, Inc. where he structured development programs for medical
office buildings throughout the Southeast. The company’s position in the marketplace increased
remarkably with his leadership.

1t was at Hock Development, Inc., under the tutelage of his mentor and the principal, Gary Hock, that he
learned the inner workings of corporate real estate structure. Following his departure from Hock
Development, Inc. in 1994, his first transaction was the Triangle SportsPlex, an 82,000 square foot
facility combining an Olympic-size aquatic center, hockey rink and public concession area. The
transaction, which occurred in North Carolina, was an IRS 63-20 bond (a nonprofit, single purpose entity
issuing a non-rated, tax exempt bond through private placement) offering for $10.6 million.

Phillips began his move from operator to operation with the formation of PDR in 1999. He formally
organized PDR as an entity which focused exclusively on the multi-family rental business. While he
remains committed to this centralized multi-family niche, his broad real estate portfolio spans work in
office, institutional, recreational, and industrial applications.

Phillips has been the driving force behind the upscale residential and mixed-use developments of PDR.
Most recently, he has been recognized for work done with the Phillips University Center in Charlotte,
N.C., Phillips International in Tampa, Fla., Phillips at McKinney Ranch in Texas and the one-million-
square foot mixed-use project in Houston known as Mosaic.

In 2003, Phillips relocated the PDR headquarters from Raleigh to Tampa, Fla. Since then, he has
continued to build a legacy representing quality and integrity in the industry, and his work has captured
the attention of leaders throughout the state. To date, Phillips has received three gubernatorial
appointments and serves on multiple influential legislative policy committees. He was appointed twice by
Governor Crist to the Tampa-Hillsborough County Expressway Authority (THEA) board, and currently
serves as the Vice Chairman. His experience and familiarity with the surrounding communities made him
the best choice for the $40-million-a-year THEA, which owns and operates the Selmon Crosstown
Expressway.
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Additionally, Phillips was appointed board member to Enterprise Florida (e-Florida) by Speaker of the
Florida House of Representatives, Larry Cretul. In June 2009, he was reappointed to the board by
Governor Crist and asked to serve on the Legislative Policy Commission, a liaison group which
collaborates with the state legislature and cabinets to review and promote initiatives fostering both
competitiveness and effectiveness. He works closely with this board in the continued pursuit of
international trade, visiting regularly with his counterparts in Costa Rica and Panama, among others, to
source and promote opportunities for the small businesses of the State of Florida.

Most recently, he was appointed one of five board members for the Transportation and Expressway
Authority Membership of Florida (TEAMFL), an association representing the five expressway authorities
of Florida. At this post, he will continue to share innovative ideas for toll road operations, including
acquisition, financing, and marketing.

With more than 25 years of industry experience, Phillips has developed over 3,000 multi-family
residential units, office/retail spaces, medical and municipal facilities - totaling more than $500 million.
Today, he remains committed to selecting promising locations and projects in the best interests of
communities, investors, and the environment. Phillips leads the industry with new business practices and
environmentally-conscious initiatives which are models for the real estate industry.

Personally, he is an avid sportsman, conservationist, adventurer, and traveler, combining his appreciation
for the scenic wonders of South America, Africa, and Europe with his passion for angling, wing shooting,
and big game hunting. Phillips’ enjoyment of aviation started as a boy, flying frequently with his father,
and continues as he now shares this joy with his sons in their Mooney Ovation. His beloved family
consists of his wife Erin and their children Brenden (7 years), Collin (5 years), Cooper (4 years) and
Kodee (16 months).

Contact Info:

Email Don@pdrllc.com
Office (813) 868-3100
Cell  (813) 846-2669
Fax  (813)868-3102

Phillips Development & Realty, LLC
142 W. Platt Street

Tampa, Florida 33606

www. PHILLIPSDEVELOPMENT.COM
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COMMERCIAL RERL ESTATE SERVICES

CBR

CHARD BLLIS

Monica Newman

. Ar N 1225 17th Street
First Vice Py t

irst Vice Presiden Suite 2950

Denver, CO 80202

CBRE HMF, inc.
FHA / HUD 303 628 1703 Tel
303 628 1751 Fox
303 881 3246 Cell
Capital Markets monico.newman@cbre.com

Sales * Finance * Investment Banking www.cbre.com/capitalmarkets

February 25, 2010

Phillips Development & Reolty
142 W. Platt Street
Tampa, FL 33606
Atin Kevin Johnston

Re: Phillip Mollord Creek
Charlotie, North Caroling

Dear Mr. lohnston,

CBRE HMF, inc. is pleased to announce that the TAP Site Analysis Market Appraisal (SAMA) application
submitted to the HUD North Carolina Field Office {“HUD"} has been accepted by HUD as of Tuesday,
Februory 23, 2010. HUD indicated that this project is located in one of the most viable markeis in
Charlotte and based on this analysis they will be issuing a SAMA approval in the near future.

Additionally, during our conversaiions we discussed converting this opplication from o TAP SAMA to o
MAP application as well os tronsferring the opplication fee paid with the SAMA fo the MAP application.
This request has been provisionally approved, subject to a written request from CBRE HMF, Inc. following
receipt of the SAMA approval lefier.

We also discussed the credit issues surrounding the bankruptcy with this project. HUD is currently
reviewing the process they wish to employ ond will outline the same to us shortly. it will be the same
process currently io be used with the other under HUD's review known as Phillips Mallord Swift. We
recognize you are in the midst of completing this process with that application and it will be a relatively
easy task of duplicating the effort and applying it specifically 1o this project.

We look forward to moving forward with the final underwriting of this project loan with o loon closing
following thereofter. HUD advised that the closing may occur as guickly os we ond the borrower are
able to complete the due diligence packoge ond submit to them so that they moy complete their review.
Please call me with any questions.

Sinceraly,

Monica L. Newman



415

February 24, 2010

Via Email @ migirchildhunter@grosli.com
ATTN: Matthew F. Hunter

Dear Mr, Hunter,

Siz, | am the Chief Operating Officer for our company. | am also a retired Colonel from the United States
Air Force. ! am a career leader and program manager...in short { am a problem solver and | get resuits. |
manage all of our company’s efforts assoclated with execution of five multi-family projects utilizing the
Department of Housing & Urban Development {HUD) Section 221{d}{4) FHA financing program. One of
these five projects is our Mallard Creek Project in Chariotte, NC which will consist of 300 units at the,
Gates of the University of Morth Caroling, Charlotte. This program will provide funds for the land pavoft
owed to JP Morgan and construction of 300 Class A apartments.

As you know, the 221{d}4} program is structured Into two steps, Step 1is pre-application and step 2 is
firra commitment which leads to loan closing. n a perfect world on average this entire process is 12-14
manths o get to loan closlng. We have been diligently working the Mallard Creek project since Dec
2008 and we are nearing the goal line to close,

We have ovarcome many unconirollable variables along the way including the financial faflure of our
initial FHA lender CAPMARK Finance Inc. This set back alone cost us months and required us to re-assign
the loan (o CBRE {see attached] which Is why we are In month 14, Nevertheless, our team has pulled
through and we are on the 2 yard line as we expect a Firm Commitmant from HUD any dav now {see
attached emall from CBRE). We are poisad to submit our Firm Commitment package now which wiil
tzad us to closing in the next 4 months. Qur near term schedule Is outlined below:

&lan 10

ek, Transition to Ma

Ray fuff 1o be used same

P in pro oa of L3 from HUD

£5 vou can see we are swiftly proceeding to closing. What is not shown on the above schedule is the 12
months of work we have zccomplished to get to this point. We are persistent and have a highly capable
team. We have all confidence this project will close in the next several months.
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Matthew F. Hunter
February 24, 2010
Page 2

i cen be reached on 813-868-3100 x 136 or kg

Wery Rg;pectffsily, )
P A

e

,‘ k4 .
Johnny K, iohnston, Chief Oparating Office
lohinny K, Ibhn Chief Operating Officer

o IS BN

PARKSIOE AT (OME BAYSHORE » 142 PLATT STREET » TAMPA. FL 33506 » (8i3)368-3100 FAX (513)868-3102



417

CHARLIE CRIST
GOVERNOR

November 12, 2008

To Whom it May Concern:

We are fortunate to have business and civic leaders like Donald
Phillips in the great State of Florida.

Since moving his company, Phillips Development & Realty LLC,
to the Sunshine State over 5 years ago, Donald continues to be
influential in the real estate industry, building upscale multi-family and
mixed use developments throughout the southern United States.
Over the years, Donald has built more than 2,000 multi-family units in
addition to municipal and commercial projects. During his time in
Florida Donald has actively serving his local community by supporting
the Ryan Neece Foundation, the Florida Sheriffs Association, and
Voices for Children. In 2007, | appointed Donald to the Tampa-
Hillsborough County Expressway Authority, a position | reappointed
him to earlier this year.

| appreciate Donald’s commitment and service to the great
State of Florida!

Sincerely,
( 3

ati&Crist

THE CAPITOL
TauAHassee, FLORIDA 32399 « {850) 4882272 + Fax (850) 922.4292
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SENATOR VICTOR D. CRIST

August 28, 2009

Den Phillips

Phillips Development & Realty LLC
Parkside of One Bayshore

142 West Platt Street

Tampa, FL 33606

Dear Don:

Thank you for meeting with me on Wednesday and your willingness to give me
your time. I really enjoyed our conversation. I look forward to meeting with you
again to see your good work and to explore opportunities for community
improvement.

Please remember that my door is always open. If there is ever an issue that my
staff or I can assist you with, please feel free to call on me.

Senator Victor D. Crist

POST OFFICE BOX 47058 ¢ TAMPA, FL 33646
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ARGHITECTURE THE PRESTON PARTNERSHIP LLC
ENGINEERING NORTHPARK TOWNCENTER, BUILDING 400
INTERIOR DESIGN 1000 ABERNATHY ROAD. SUITE 550

ATLANTA. GEORGIA 30328

PLANNING 770 396 7248 TEL
LANDSCAPE ARCHITECTURE 770 396 2945 FAX
URBAN DESIGN www theprestonpartnership.com

August 21, 2009

Mr. Donald E. Phillips

Managing Director

Phillips Development & Realty, LLC
142 West Platt Strest

Tampa, FL 33608

Re: Mr. Donald Phillips, Phillips Development & Realty

To Whom It May Concern:

| am pleased to offer this letter of recommendation for Don Phillips, as well as for his company,
Phillips Development and Realty {PDR). We began our relationship with PDR back in 2003 and
have had the privilege of providing architectural services on no fewer than 18 of their projects
these past six years. During that time, Don put together an expert team and provided the
ieadership that now ranks PDR as one of our most reputable and successfui clients. Their
considerable depth in talent is coupled with an ability to execute on projects that makes them the
envy of many of their peers.

| have also enjoyed a personal friendship with Don, which has flourished these past six years. |
have come to know him as a man of honesty, integrity and fairness. He has a strong
entrepreneurial spirit about him which gives energy to just about anything he does. Additionally, |
think he has a great strength in being positive, humorous and enthusiastic, especially at times
which are often most demanding of him.

We hope to continue doing business with Don and PDR as long as they will aliow us to service

their architectural needs. | can unequivocally recommend both of them and | hope you will not
hesitate to call me should greater insight be needed.

Sincerely,

Robert N. Preston, AlA
Managing Principal
The Preston Partnership, LLC

XA1Preston18ob\Correspondence\LET_PDR_Rec_09_08 19.doc



420

JOHN McCAIN

UNITED STATES SENATOR

March 6, 2009

Mr. Don Phillips

Phillps Development & Realty
PO Box 458

Tampa, FL 33601

Dear Don,

Cindy and | cannot begin to express our sincere appreciation and gratitude for your friendship.
Our campaign for the presidency was and will remain the great honor of my life.

Through it all, your tireless dedication, generosity and support never wavered. And for that,
Cindy and | will always be grateful.

The journey we have been through together was a long one, and recently Cindy and I have had
time to reflect on what our campaign accomplished. It was an historic campaign inspiring millions of

Americans across the political spectrum and we hope you stand proud of all that we accomplished.

Our campaign was about building the foundations for a stable and enduring peace, setting new
standards for accountability and transparency in Washington by changing the way government does
business, and getting our nation back on the road to prosperity.

As 1 have done for over fifty years, T will continue to serve and stand up for what I believe.
These are difficult times for our nation and the world, and our cause remains. T will continue on this

journey fighting for what is right for our country.

[ remain a humbled servant to a country that | love and hold dear. | will always be appreciative
of your confidence in me and for your friendship throughout our journey.

Tt has been, and continues to be, a privilege and an honor.

Sincerely,

John McCain

[ Paid for by the McCain-Palin Compliance Fund |
1235 South Clark Street, Suite 1206, Arlington, Virginia 22202
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The Florida House of Representatives
Office of the Speaker

Larry Cretul
Speaker

March 4, 2009

Mr. Donald Phillips

Phillips Development and Realty
142 West Platt Street

Tampa, FL 33606

Dear Mr. Phillips:

It is my pleasure to appoint you to Enterprise Florida, Inc. Board of Directors to complete
the remainder of the term vacated by the resignation of Mr. James Holton. Your term is
effective immediately and will end on August 12, 2009.

By copy of this letter, | am notifying John Adams, President and Chief Executive Officer of
Enterprise Florida, of your appointment. Any questions you may have may be directed to
Mr. Adams at 407-956-5600.

Thank you for giving of your time to serve.

Sincerely,

\L:g 7 i[? fjf
‘ \k -
Larry Cretul
Speaker

ce: The Honorable Charlie Crist, Governor
The Honorable [eff Atwater, Senate President
Mr. John Adams, Enterprise Florida

420 The Capitol. 402 South Monroe Street. Tallahassee. Flarida 32399-1300
(830} 488-1450
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a
FowLEr &

M el WHITE BOGGS

August 3, 2009

SUBJECT:  Mr. Donald Phillips
Managing Director
Phillips Development & Realty, LLC
Parkside at One Bayshore
142 Platt Street
Tampa, Florida 33606

To Whom It May Concern:

It is my pleasure to transmit this letter of recommendation for Donald Phillips. Donisa
capable and committed businessman who has made it his mission to support the communities of
Tampa Bay and to make a significant difference for those who live here. With over 20 years in
the real estate industry, he founded Phillips Development & Realty, LLC in 2001. He has
successtully led the company to achieve significant notoriety for his upscale residential and
mixed-use developments.

As aresult of Don’s success in the business community as well as his wealth of
experience and knowledge, he was appointed by Govemor Charlie Crist to serve on the Tampa-
Hillsborough County Expressway Authority (THEA) — a user-financed public agency tasked
with developing and owning toll highways. Don’s contribution on the THEA Board has led to
new and exciting proposals to meet the significant transportation needs of the community.

Finally, Don has put his considerable eapacity to good use in helping to mentor others in
successful business initiatives. [ have the deepest respect for Don and am happy to provide this
recommendation for your consideration.

Sincerely yaurs

/
\\ "-:’ ;’/X‘f i ’\’ !m

RherF Law
CEO and Chair of the Board

RFL:cdf

FOWLER WHITE BoGGs PA.
Tasmra « FORT MVERS » TALLAMHASSEE o JACKSONVILLE ¢ FORT LAVDERDALE

SO1 EAST KENNEDY BLVD., SUITE 1700 » Tasea, FLORIDY 33602 « P.O. BoX 1438 « Tanmpea, FL 33601
Treernont (8137 228-Tatl o FaX {813} 229-8313 » wwwitowlerwhitecom
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Florida House of Representatives
Representative Darryl E. Rouson

Dareyl Rousondmyfloridahouse.gov
District 535

District Office: Tallahassee Office:

1198 62™ Avenue South 210House Office Building
St Petersburg, FL 33705 420 South Monroe Strect
{727)352-1370 Tallahassee, F

{727y 352-1372 (fax) (830 488-(

November 3, 2008
To Whom It May Concein,

Donald Phillips is a model for community leadership in the Tampa Bay area. Not only does Don
provide quality building product and design, but he is constantly improving the commuaity in
which he does business, Don’s success and reputation is directly atributed to his community
activism and benvolent giving.

The Tampa community is grateful for Don’s involvement in many non-profit organizations
including the H. Lee Moffit Cancer Center, Children's Dream Fund, American Cancer Society.
Ryan Nece Foundation, Project Uplift, and One Breath at a Time, Inc.

It is truly a gift to have Don Phillips working within our community.

Regarc

Representative Darryl E. Rouson
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CONBTRICTY N

July 23, 2009

Donald Phillips
Phillips Development
142 West Platt Street
Tampa, FL 33606

Dear Donald,

In response to your request for a letter of reference, I am very pleased to have the
opportunity to state the following:

I have worked closely with Don Phillips over a recent four-year period. At the
time, I was serving as Chairman/CEQ of JE Dunn South Central and our firm was
engaged as the Builder for the construction of two, 400-unit, 23-story residential
towers.

During that pericd of time I was very involved in both the preconstruction and
construction phases of the project and interfaced with Don on a frequent basis. I
found Don Phillips to be a person of high intellect, high integrity and a person
who was always good for his word.

I have worked with many Owners/Developers over my 4S-year career in the
building industry and would place Don Phillips at the top of my list of
Owner/Developers with whom T would want to have a repeat relationship.

Regards,

AL
W HEEN i
i Dauk

Peter G. Doyle, FALA, LEED AP

901 5. Mapne Expressway, Suile 200, Austin, TX 78746 [ TEL » $12.320.9613 | FAX » 512.206.1265 | WWW.JEDUNN.COM
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Pam forie, Mayor

November 17,2008

RE: Donald Phillips
Managing Director
Phillips Development & Realty, LLC
Parkside at One Bayshore
142 Platt Street
Tampa, FL 33606

To Whom It May Concern:

Tt is a pleasure to send this letter of recormmendation on behalf of Deanald Phillips,
a person I have come to know well over the last several years, Don is a very

uceessful busi an in owr community. He has a positive can-do attitude that
has contributed greatly to our county,

His ex itment o owr © ity is well-known and is particularly evident in
both his professional life and in the many political, civic and philanthropic causes
he is devoted to. Our city is successful in large part because of citizens such ag
Don and his efforts have been instrumental in improving the quality of life for
Tampa's citizens.

It is always good to see someone who is sincers in their desire to help make b
better for others. Don has a very positive reputation in our community is
respected. immensely.  Please feel free to contact me if 1 can provide further
information,

Sinecerely
7
7

ff”‘ - ,;‘/ \Z;’?/;Q

Pam lorio
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Compass Ba

713-489-3825
Fax F1B-499-8675

Genayga ¥, Bokiwand
Senin Executive Vice Prasident

October 17, 2008

RE: Donald E. Phillips, Phillips Development & Realty, LLC
To Whom This May Concern:

On behalf of Compass Bank, I am happy to recommend Donald E. Phillips and Phillips
Development & Realty, LLC as a prospective client to you.

Beginning in 2001, Compass Bank began its relatdonship with Phillips Development and
Don Phillips by serving as the lead bank on the 396-unit Mosaic Phase [ high-tise apartment
rower built i Houston, Texas. Mosaic Phase I is now complete and has successfully
converted into a condominium tower with over 200 units under contract or sold.

Since the inception of this relationship, Compass Bank has financed an additional four multi-
family projects with total commitments exceeding $72,000,000. These projects are located in
three different states, Texas (commitment of $17.4 million), North Carolina {commitments
of §5.9 million and $30.3 million), and Florida (commitnent of $15.5 million). Compass has
also extended a personal line of credit to Mr. Phillips in the amount of $4 million for
working capital purposes.

in addition, Mr. Phillips has a wealth management account with Compass and utilizes
Compass’ financial tisk management products and insurance products. Over the last several
years and throughout the process of closing, constructing, and completing these projects,
Phillips Development & Realty and Don Phillips have performed as agreed. M. Phillips’
team of exccutives and staff have been extremely involved, highly motivated, and very
respousive throughout each step.

Compass Bank is pleased to consider Mt. Phillips and Phillips Development & Realty one of

our top Commercial Real Estate clients.

Swmcerely,

GMB/tyb
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CLINTON GROUP

October 1, 2008
David M.”Tanker” Snyder
Clinton Group
3507 Bayshore Blvd, Suite 1501
Tarmpa, FL 33629
(813)412-8131 Direct

In reference to:

Donald Phillips

Managing Director

Phillips Development & Realty, LLC
Parkside at One Bayshore

142 Platt Street

Tampa, FL 33606

Dear Business and Civic Leader:

1t is with great pleasure that I recommend Donald Phillips. Since arriving over five years ago in
Tampa, when I was serving as the MacDill Air Force Base instaliation commander, Don has
become a highly admired business and community leader. [ was fortunate to get to know Don
through mutual civic activities. When I retired from the Air Force {o join the Clinton Group, a
New York based hedge fund, Don was a mentor who assisted me with several business ventures.

Not only does Don have outstanding business insights, but he has always displayed a high degree
of integrity, honesty, and civic responsibility. Although Don is based here in Tampa, he isa
posttive force in multiple communities throughout the southeast all the way from Towa to Texas.
His impact on the Tampa Bay community has been immense. Don has built a first-rate company
developing quality projects, but more importantly, he invests his time and leadership giving back
to the community on important political issues, civic events, and philanthropic causes.

Don Phillips’ business acumen is what has earned him such an outstanding reputation, but it is
his dependability and team play which make him an outstanding leader. Don Phillips is a friend
and colleague whom I respect immensely. I am proud to give him my wholehearted
endorsement.

Sincerely,

Bt W o ot

David M. “Tanker” Snyder
Brigadier General, USAF, Retired
Senior Managing Director, Clinton Group

9 YWEST 577TH STREET, NEw YORK, NY 10019 » TeL: 212.825.0400 « Fax: 212.825.0085
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LINDELL

To Whoem it May Concern:

Don Phillips has been a great friend not only to me but a great citizen to the City of Tampa. He's also
one of the most profitsble and highly regarded developers in sur region.  Don and § both serve the
community in many ways.

The governor has appointed Don to serve on the Tampa Expressway Authority while | serve as a Port
Director. Don has been active politically and charitably in almost every event | have attended. He sees

the big picture and is a man with solutions to problems—not just complainis {as we too often hear). He

would be a great man to have on any team.

Sincerely

7

Cart Lindell Jr.

Commercial & Office ® Industrial = Single & Multi Family & lnvestments & Devclopment
One Urban Centre & 4830 W. Kennedy Bivd. Ste 250 » Tampa, Florida 33609

3) 286-3800 = FAX: {813) 286-3820

www lindellproperties.com
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KeyBani

Feal Estale Capitz
%

4200 W, Cypiess Strest, Suite 490
Tampa, FL 33607
Phone: 813-313-5508
For B813-313-5356
Email: lsa_resnick@keybank.com

Fdarch 12, 2007

Iy, Denald Phillips
Phillips Developmend

1510 West Cleveland Sireet
Tamps, TL 23808

Diear Do

Ti's been a pleasure to work with you and your team over the last fow years. Al projects liave been

handled in a professional and timely manmer, and have worked out well from toth a lender and borrowsr
It 5

prospective. Owr loans have included the following:

L

s

$38,630,000 apartment construction loan for Tuscanc at Sunccasi Crossing, repaid in March 2006
via sale of ihe property.

$9,926,000 tand acauisition loan for 2 48 acre site in Hovston, to be repaid in April 2007 via sale
of the property.

39,200,000 land zcquisition loan for a 41 acra sie in Chadotte. We hope to provide funding for
ths proposed apartinenis gt this site later in 2007,

1 look forward (o worldng on may Foluwe deals togziher!

i1

Sinceyely,

Lisa Resnick
Vice Prasideis
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OFFICE OF THE MAYOR

TowN Of CARY
PO Box 8005

316 North Academsy Serect
Cary, NC 27512-8005

el 9194694013

fox $19-460-4910

wewtowasfoarnony

October 20%, 2003

To Whom It May Concern:

1 have worked closely with Donald Phillips for the last year. I have found Mr.
Phillips to be a man of integrity whose word is his bond. ! have observed other qualities
in Mr. Phillips as well of which I now write.

Mz, Phillips has an ability to grasp complex business issues. He takes the time to
understand the all sides of and issue before formulating a strategy. He then creates “win-
win™ scenarios to the greatest extent possible for all involved.

Mr. Phillips and I do differ with regard to political philosophy and policies
surrounding development in some cases, but he has helped me to gain understanding of
the affect on development of our policies. [ have found his opinions informed and
insightful and he has a willingness to strike a balance point on most issues that [ find
refreshing in comparison to many in his industry. T have encountered many folks who
have worked with Mr. Phillips and have yet to have any person tell me he has been unfair
or dishonest in any of their dealings with him.

I unequivocally give my highest recommendation to Mr. Phillips with regard to
his integrity, his honesty and his commitment 1o faimess. Please feel free 1o contact me t
discuss.

Sincerely,

2 02emy”

Mayor of Cary
919-291-7936
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LINOIE BANKERS ASSOCIATION

Learing the way

Examples of Exam Issues Due to Regulatory Accounting interpretations

*«  “We were required to reserve 3% on alf of our FULLY PERFORMING construction loans,
land loans, and fand development loans. This has significantly impaired our capital
ratios, resulting in our becoming just barely “adequalely capitalized.” In turn, this resulted
in our being fold to withdraw our application for TARP funds. Had we received TARP
funds, we would now be "well capitalized” and not in danger of becoming
undercapitalized, with afl of the ramifications that entails.”

*  “We encountered an issue during our last exam regarding an unsecured foan that had
always been and continues to remain current on its payments. Due to the lack of
collateral and the borrower's tight cash flow, we had fully reserved for the loan. Thanks
to our being so prudent, the examiners made us charge the loan off as a complete loss,
‘because it was fully reserved, so why not?’ Keep in mind — we are still receiving timely
paymenis. But now we can't return the reserves fo capital as payments are received for
the ioan; we have to wait until the full loan is paid off.”

*  “QOur examiners have made us charge off percentages of principal on loans that are
current and that have always been performing simply because the loan collaterat is real
estate. In some cases, the appraisals are coming in at "fire sale” values (50-60%
discounted). In other cases, particularly with respect to vacant properties, the appraisers
are telling us that there are no comparables and no curreni market (thus 100%
discounted). Obviously, appraised values are going to be depressed in the current
economic environment, but we are talking about properties where the borrowers have
absolutely no intention to sell until the market comes back, and meanwhile, they are
completely current on their loan repayments. This is creating huge write-downs for our
bank and putting major siress on our capital fevels.”

» “We have a large loan secured by farmiand that requires the borrower to prepay interest
3 months in advance into an escrow account. We are collecting this interest in advance
and have had no problems with this loan, and yet the examiners have forced us to put
this Joan on a nonaccrual basls. Why? How are we expected to make more farm loans
under these conditions?” ’

« “In our recent exam, we had a sampling of 40 small commercial loans that were looked at
(all had some reserves set aside), and we had to defend each and every one of them
from being classified as substandard. Some battles were won and some were lost. As a
result, however, we now have little appetite to extend credit to small businesses out of a
fear that the loan will be classified as substandard in our next examination. When
examiners are focusing on bank-classified assets and punishing those who reserve
prudently, why should we take chances making small business loans when the likelihood
of an examiner-imposed substandard classification is so high?”

*  "We have commercial development loans that are current according to their loan terms,
that have well-documented positive cash flow, and that are solidly collaterafized based on
current appraisals, which the examiners have nonetheless classified as substandard
because they were not fully amortized over a 5 to 7 year period. How can one
reasonably expect borrowers in the building trade to amortize all of their debt overa 5 to
7 year period in this environment? What do you think this is going to do fo credit
availability for the building trade in our community?*
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* . "Our third-party, independent loan review had just determined that our loan loss reserves
were adequate and had agreed with our methodologies when we entered our latest
safety and soundness exam. In our exam, the Examiner in Charge informed us that our
reserves were not equal to our peer group and consequently that we had to increase our
reserves to an amount that made us equal to our peer group. To justify this increase, we
were told to put ALL of our classified credits into the FAS 114 reserve bucket, EVEN IF
THEY WERE CURRENT. We were then instructed to backdate the reserve adjustment
and refile our call report. My question is this: If the regulators want the industry to be at a
certain reserve percentage, irrespective of the facts pertaining to specific loans, why not
just tell us that and save everyone the fight?”

= “We recently went through an exam. We had two participation loans with another bank,
both of which had recent appraisals that still justified our loan-to-value positions, We
were not told to charge either loan down. Having said that, while our lead field examiner
recommended a top rating for us, she was overruled by her supervisor because of these
two loans. We had no charge-offs and no write-downs at all in this exam. We had
comparable capital, better liquidity, better risk management and befter income ratios than
our peers. We were criticized for having increased commercial loans over the past FIVE
years {mainly due to these two loans), but even accepting this 20-20 hindsight, WE ARE
STILL WAY BELOW OUR PEER GROUP. Nonetheless, our composite CAMELS rating
was dropped due to these two loans, the only result being that now we have to pay more
in FDIC assessment fees. It is the belief of our entire organization that the exam result
was manipulated by a supervisor who had an apparent agenda. It is inexplicable to us.”

«  "Qur examiners told us that we could riot assist our commercial customers by offering
them to provide additional “interest reserves” supported by additional collateral, which
would have afforded them a greater chance to survive in the present economy. (An
“interest reserve account” is a separate account created to ensure payment of interest
costs accrued from a long-term debt obligation.) Instead, the examiners insisted that we
ask for a secondary source of repayment other than collateral. What business customer
has an alternative source of repayment when their business is suffering, other than
additional collateral? As a result, a number of entire loan relationships were downgraded
to "substandard,” despite being current on payments and having low loan-to-value
financings (even when based on new appraisals). Additionally, we were warned that it
would be imprudent for us to ever do what we had proposed, or else our management
rating would be downgraded. The threat was very real and very disturbing.”

* “We just experienced a situation where the FDIC, as receiver, sold the servicing rights to
a loan participation that we are in to a non-bank and non-loan participant. This firm is
charging about 5§ to 10 times than what they should be for servicing this loan.
Furthermore, the sale of the servicing rights to a non-participant is in direct contradiction
to the participation agreement. We were not given the opportunity to bid on the servicing
rights, or even given the names of the bidders for these rights so that a new servicer
could be elected by the loan participants. Why are we, the loan participants, being given
so little consideration by the FDIC?”

» Please Note: We understand the following example is too long for use in the Committee
hearing, but we think it is an excellent illustration of the current examination climate and
are hopeful that you will have the time to read it

"t would need several hours to compose an e-mail that addresses all of the problems we have
experienced with our examiners during the past several years. However, | would like to express
some initial thoughts.
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Our bank is regulated by the Office of the Comptroller of the Currency. | worked for the OCC for
10 years, and since then, | have had 20 years of experience as President & CEQ of this bank.
When | leff the OCC to take my current position, | was a seasoned fleld examiner who was
involved with the oversight of many problem banks during the 1980's.

In addition to my oversight of problem financial institutions, | was involved with many special
assignments to help provide oversight and direction of bank supervision. | also served as a
training team leader for several groups of young or new examiners hired by the agency. | also
was involved in the development of loans used in the test for commissioned national bank
examiners. During my tenure with the OCC, | was considered by many personnel in our field and
district offices as a major resource person with expertise in the fields of funds management and
interest rate risk, investments, loan portfolio management, and taxes. | truly believe that my skills
in these areas have been enhanced while serving in my present capacity as President/CEQO of
the bank.

1 bring your attention to my background so that you may have some insight into my insights. My
point is that in all my years of working in the banking industry, | have never felt more insulted,
belittied and ridiculed by any one examiner or group of examiners, all with much less experience
than me. Realistically, | have given up on having any form of meaningful discussions with the
examiners on various banking-refated issues that pertain to our bank. My background and
experience means very little to them and even possibly threatens them. We have held what |
considered civil discussions, exit meetings, etc. when meeting "face to face,” only to receive a
written report of examination or letter that criticized me personally for lack of objectivity and
challenged my integrity. Overall, { am "old school” when it comes fo criticism and can handle it
well. However, in this  environment, it  has become  more  personal.

To give you a specific example, | will discuss the issue of Other Than Temporary Impairment
(OTTH) as it pertains to the bank’s investment portfolio. Last fall, | spent countless hours studying
the matter and consulted with various experts in the field. At the time, we owned a large volume
of whole lvan CMOs, so this was critical to the bank. Cur initial due diligence and supporting
documentation that went into the purchase of each of these investments was significant and
initially provided critical support for our investment decisions. All of our bank’s purchases were of
high-end franches. However, credit quality in some of the issues had deteriorated, therefore
requiring an OTT! analysis.

The examiners and | held several discussions on how each OTT! analysis should be performed
for each security impacted. During our conversations, the examiners specifically stated that they
had a lack of direction from their superiors on this matter. In the meantime, | was working on my
OTTi analysis of each bond that potentially could be impacted.- | want to specifically mention that
an OTTI analysis is an estimate of potential loss at some future date based on the facts and
circumstances available at the time. Itis a tool used to predict a potential loss. It does not mean
the loss will actually occur, but that it could occur based on the current information available -
combined with present expectations. This leaves a lot of room for subjectivity. if an OTTI
analysis is performed only once, it would require significantly more accuracy. However, the
estimate is performed quarterly as . new facts present themselves.

| believe the OCC examiners wanted us to be 100% accurate “out of the box” on the first OTTI
analysis, yet neither they nor we (nor the industry) had any guidance or experience on how to do
s0. On the other hand, my approach was to analyze each bond with respect to its overall
performance and develop 3 scenarios for éach: best case, worse case, and most likely.
Basically, CMOs can be analyzed based on 3 performance criteria: prepayment speeds (e.g.
CPR), loss rates (COR), and loss severity (dollar percentage of loss when the asset or property is
sold).

The factors that pertain to each of these criteria as applied to each security, and their impact on
each security, will be unique for a mullitude of reasons. They cannot and should not be
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standardized. However, that is exactly what the examiners wanted us to use — one single,
homogenous standard. They had no interest in the most likely or best case scenarios, despite
any meaningful rationale that we discussed. Their interest was only in the worse case scenario
for each bond. In addition, if the worse case scenaric did not produce the results they wanted to
. see — in other words, a loss - the examiners wanted us {0 run even more severe rates untl! a loss
was produced. The worse case scenarios that we were required to run in our models included the
lowest CPR rates experienced in the prior 3 to 6 months, combined with the highest CDR and
loss severity rates in the prior 3 to 6 months. | fried to explain to the examiners how this would not
realisticatly be possible. High CDR and loss severity rates will produce high CPR rates as well.
However, they did not understand and expressed no interest in this rationale. (Hence their
criticism for our lack of objectivity.)

It is important to note that we have taken a little over $400,000 in OTT! charges in 2009,
HOWEVER, WE HAVE YET TO EXPERIENCE ANY ACTUAL LOSSES. We began 2008 with
$38.3 million (gross invested value) in our investment portfolio, As of September 30, 2009, our
gross invested value will be roughly $18.3 million, representing a net reduction of $20 million, or
52%. This reduction has occurred through a combination of payments received on CMOs, calls,
maturities or sales. Overall, we have not experienced any loss from this activity. In fact, we have
recognized roughly $140,000 more in income through $90,000 in security gains and $50,000 in
additional accretion income. In addition, our current payment stream on the bonds has not been
disrupted. Still, we are being required to run exclusively worse case scenarios on our remaining
investment porifolio and to take OTT! losses when these forced scenarios necessarily exhibit
them. :

This is just one of many frustrating examples that we are currently experiencing in this
environment. However, it may be the most compelling. Thank you for your time.”

September 23, 2009
Hilinois Bankers Association
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~ Desert Hills Capital’Corp

VIA E-MAIL Nicole.austin@mailhouse,pov

February 3, 2010

Congresswoman Judy Biggert
Committee on Financial Services and
Small Business Committee

U.S. House of Representatives

Re:  Condition of Small Business and Comumercial Real Estate
Lending in Local Markets

Dear Congresswoman Biggert:

In response to the above-referenced matter, the initial cause for the reduction in lending
started with the misguided and mishandled utilization of TARP. The Federal Government
decided to pick “losers and winners” based on some misguided “systemic risk” fallacy.
The very backbone, of lending to Small Business (Community banks} were “redlined”
from the process by the Banking Regulators, thru some secret process. These very large
banks that were deemed to big to fail are the very institutions that caused the problems,
not the Community banks, yet today it is thé Community banks that are being subjected
to punitive actions by the Banking Regulators..

The end result (of TARP) is that these banks that are now considered too big, and present
too great a risk to our economy are even bigger and they have not ever utilized TARP
proceeds to increase lending activities. Since then, overzealous Regulators have swung
the pendulum too far toward Regulatory overkill, compounding the lack of available
credit that otherwise would be available to the public. The Bank Regulators are forcing
arbitrary write downs on performing loans, excessively high Loan Loss Reserve, Capital
and Liquidity requirernents. All of these actions reduce the amount of available credit that
otherwise might be available. Everyday Bankers are being told (by their Regulators) to
NOT make loans and in fact reduce their existing loan portfolios. The only viable and
practical way to increase Bank lending activities is to get the Regulators back to a
common sense and realistic approach in their examinations and treatment of banks,

Sincerely,

Robert K. Buhrke,
Chairman Emeritus

Office: 602-324-6707 + Fax: 602-218-7175 * 3001 Bast Camelback Road * Phoenix, Arizona 85016
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Joint Hearing: Committee on Financial Services and Small Business Committee, U.S. House of
Representatives

Date: Thursday, February 11, 2010

Title: “Condition of Small Business and Commercial Real Estate Lending in Local Markets”

Response:

There are a number of factors that have led banks, particularly smaller community banks, to reduce
lending to small businesses resulting in fewer jobs as well as having additional economic consequences.

1.

One of the primary inhibitors is the disconnect between the President’s message and the actions of
regulatory agencies. President Obama challenges bahks to begin lending again with his plan to
recycle $30 billion of the remaining TARP funds into a new government lending program offering
low-priced capital to community banks that boost their small business lending this year. The hope is
that this increase in small business lending could help to restart some segments of the economy.

Helping small businesses grow and expand can help to create new jobs, and many small businesses
(those with under $10 million in sales) prefer to bank with small banks {(under $1 billion in size).
Over half of the loans under $100,000 made to small businesses are done by these smaller banks.
Small banks are designed to lend money as their business models are not structured to borrow
maney from the Fed and buy treasuries. Instead, the focus is on offering streamlined products to
raise deposits and make loans. Comparatively, larger banks are not incentivized to lend to small
businesses as they make more profit through trade.

However, constricted regulatory requirements for reporting have made banking and lending more
difficult as banks try to overcome even more red tape. While both large and small institutions
recognize that they are in a regulated business with inherent risks, small banks have different
challenges than larger ones. Small banks are, in effect, small businesses with limited staff and a lot
to accomplish. If they have to spend an abundance of time dealing with regulatory constraints, they
are left with inadequate time and resources to bring in new business.

The challenge is finding a balance, and the message must be consistent and achievable. For
community banks to lend more, the regulatory agencies need to find a way to lean on banks less
without allowing them to expose themselves to risks and losses which they can’t absorb. The
agencies should recognize, as President Obama has, that community bankers typically did not
engage in much of the risky activities that helped precipitate the financial crisis in the first place. In
turn, small banks must be required to know their communities and customers before taking
calculated risks. With the right risk management and internal controls in place, banks should be
able to operate as for-profit institutions that can do as the President has asked and begin to lend
money once again without fear of regulatory consequences.
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2. Another inconsistency is between the regulatory definition of well-capitalized ratios and actual
practice. Although the regulators have published official numbers (5% for well-capitalized), they
now informally encourage much higher standards (8-9%}.

To address this, small banks have needed to develop new capital plans to manage the increased
scrutiny. The vast majority of institutions strive to be well capitalized, and many greatly exceed the
minimum requirements for a well-capitalized institution. Even slipping to adequately capitalized is
sgmething that institutions try very hard to avoid.

These discrepancies create confusion about what capital standards banks are supposed to be
operating under. An unintended side-effect is that bank credit becomes more expensive for small
businesses. The new suggested standards have caused banks to raise floors and pricing, adversely
affecting potential borrowers.

Regulators should either stick to existing capital standards or set new ones. if the goal is for banks
to lend more, there needs to be clarification as to the rules they should be operating under.

3. The media has also contributed to a negative sentiment towards banks in general, including small
community banks. Damaging news coverage has unfairly lumped small banks in with larger ones,
and the banking industry as a whole has been blamed for the financial crisis. This is despite the fact
that community banks are still healthy and were not involved in most of the risky activities and
subprime lending.

Unfortunately, the word “bank” appears in the names of both small and large banks, and news
coverage has not distinguished among them or mentioned the non-bank lenders that played a
significant role in the crisis. This causes smal] businesses and communities to remain fearful of
banks in general causing them to resist seeking credit for expansion.

4. Another issue affecting small business lending is the gridlock in Washington. 1t is difficult to get a
timely decision out of any of the regulating agencies {OCC, FDIC, OTS) as situations are passed along
from local {o regional and finally to Washington. Because there is not a clear picture of what the
resulting regulatory environment will lock like, the consequence is inaction by both the regulating
agency and then by the bank.

Thank you for the opportunity to submit these comments anonymously.
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Chairman Warren and distinguished Members of the Oversight Panel, | am David Stockert, the
President and Chief Executive Officer of Post Properties. With a total market capitalization of
roughly two billion dollars, Post Properties operates as a real estate investment trust whose
primary business is developing and managing apartment communities.

We were founded nearly 40 years ago, and we are one of the largest developers and operators
of multifamily communities in the United States. Post Properties is headquartered in Atlanta,
Georgia and has operations in nine markets across the country. We currently own and operate
approximately 20,000 apartment units in 55 communities.

| am a witness today on behalf of the National Multi Housing Council (NMHC) and the National
Apartment Association (NAA).

NMHC and NAA represent the nation’s leading firms participating in the muitifamily rental hous-
ing industry. Our combined memberships are engaged in all aspects of the apartment industry,
including ownership, development, management and finance. The National Multi Housing
Council represents the principal officers of the apartment industry’s largest and most prominent
firms. The National Apartment Association is the largest nationa! federation of state and local
apartment associations. NAA is a federation of 170 state and local affiliates comprised of more
than 50,000 multifamily housing companies representing more than 5.9 million apartment
homes. One-third of Americans rent their housing, and over 14 percent of all U.S. households
live in a rental apartment.

Your interest in the current economic circumstances and liquidity issues affecting the commer-
cial real estate industry is prudent and appropriate. As a developer and owner of income prop-
erties, | can share with you our experience and offer you suggestions regarding strengthening
the financia!l system and improving the business climate for commercial real estate.

Post Properties and the entire membership of NMHC/NAA feel acutely the stress on the muiti-
family housing sector resulting from our nation's economic situation. We fully support federal
efforts to help preserve the nation's supply of safe, decent and affordable housing and to pro-
vide liquidity to the apartment sector. While there is a perception that the apartment sector has
not suffered to the same degree as the single-family sector, we are nonetheless collaterally im-
pacted by the bursting of the housing bubbtle and the ensuing economic and financial meltdown.

Because of the nearly complete freeze in the capital markets, much of the new development
activity in our sector has come 1o a standstill. The real estate value of our communities has
been substantially diminished. Net operating income has declined. in addition, our industry
faces an estimated $50-60 billion in loans that are maturing in 2010-2011 and will need to be
refinanced.

Because of the frozen capitai markets, sales of apartment properties have plummeted. Con-
struction financing has all but disappeared, and with it, much of our sector's capacity to develop
new apartments once market conditions improve. This comes at a time when the single-family
foreclosure crisis has increased the demand for affordable rental housing. Without a fully func-
tioning capital market to support the development of new rental housing, the nation will face a
shortage of apartments beginning as early as 2011.
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We are optimistic that, by the end of 2010, much of the decline will be behind us, but recognize
that we are likely facing a slow return to a stabilized or growth environment.

The State of the Multifamily Industry

Job growth is one of the most important drivers of demand for apartments. Due to the dramatic
loss of jobs in the U.S., 2009 was one of the most challenging years in memory for the apart-
ment industry. U.S. apartment vacancy hit eight percent in the fourth quarter, an almost 30-year
high. There are more than 4.5 million vacant rental units; as much as 1.5 million more than in a
normal market, 2009's 2.3% drop in rents nationally was the largest in at least 30 years.

Without a fully functioning credit market, transaction volume plummeted; falling from $100 billion
to around $14 billion in just two years.

Many in our industry believe that 2010 will likely mark the bottom in terms of declining occupan-
cies and net operating income in most markets. While there may be some sub-markets that will
continue to weaken, overall the industry expects it will begin to see a modest recovery com-
mence by the end of 2010.

Despite this generally more optimistic consensus, the headwinds are still very strong. Most of
2010 is expected to be a challenging year for the apartment sector. Even though GDP is ex-
pected to recover in 2010, there won't be significant job growth untit 2011. Employment growth
is essential for apartment demand, and the loss of over eight million jobs during the recession is
a severe blow to our industry.

In addition, a “flight to quality” will create a greater separation between different markets and
different classes of properties. Class A properties in primary markets will benefit, while older
properties with weaker sponsorship and secondary markets will continue to find it difficult to ac-
cess capital, even as investors return to the market.

Post Properties is known for the quality of our communities and a high level of customer service.
Although we focus on “luxury” apartments, the truth is that we provide affordable housing alter-
natives for residents who wish to live near major employment centers but could not afford simi-
larly located single-family housing. While fewer of our customers leave to buy houses or con-
dominiums today, many more are moving in with friends, roommates or family as a result of job
loss.

Rents today at many of our communities are less than they were ten years ago; expenses,
however, continued to escalate over that time period at roughly the rate of inflation.

A. Multifamily Vacancy

The U.S. Census Bureau vacancy rate for all rental apartments (in buildings with 5 or
more units) rose 1o 13.1 percent, the highest figure since the inception of the series in
1968. The MPF Research national vacancy rate for investment-grade apartments de-
clined slightly to 7.9 percent from last quarter but is still 1.7 percent higher than a year
ago. The vacancy rate remained the same in the Midwest (7.8 percent) and the South
(a record high of 9.2 percent), but edged down 10 bps in the Northeast (to 5.9 percent).
The vacancy rate fell 50 bps in the West, to 7.1 percent.
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Table 1
U.S. Multifamily Vacancy Rate Information
Multifamily 3Q 2Q Change 3Q Change
% Vacant 09 09 LastQir 08 YrAgo
U.S. - Census 13.1 121 1.0 10.7 24
U.S. - MPF 7.9 8.1 -0.2 6.2 1.7

B. Muitifamily Construction Activity
According to NMHC analysis, multifamily permits and starts continued their steep down-
turn; completions also declined this quarter.

Permits {5+ units in structure) decreased sharply to a seasonally adjusted annual rate
(SAAR) of 94,700, down 8.4 percent from last quarter and a large 65.6 percent drop
from a year earlier. This is the lowest level on record (since 1959).

Starts dropped even more precipitously to a SAAR of 84,000, down 19.7 percent from
last quarter and 67 percent from a year ago. This is also the lowest level on record.

Completions decreased to a SAAR of 247,000, down 15.6 percent from the previous
quarter and 10 percent from a year ago. The declines in starts and permits will mean
larger drops in completions in the coming quarters.

Table 2
New Construction Permit Activity
. Change
Permits
. . 3Q 2Q Change 3Q Year
(2+ units, unadjusted) 09 09 Last Qtr 08 Ago
Northeast 4,600 4,700 -100 9,100 -4,500
Midwest 6,500 4,500 2,000 13,900 -7,400
South 12,500 16,600 -4,100 42,700 -30,200
West 6,500 6,000 500 17,500 -11,000
u.s. 30,100 31,800 -1,700 83,200 -53,100

C. Rents and Transaction Activity

Apartment rents measured by public and private data sources diverged. Same store
rents for professionally managed apartments tracked by MPF Research declined 4.6
percent this quarter, surpassing last quarter's record decline of 3.4 percent. Rents con-
tinued to decline in all four regions for a fourth straight quarter. The West had the larg-
est decline at -7.7 percent, while the Northeast (-2.6 percent), the Midwest {(-2.8 percent)
and the South (-3.3 percent) experienced smaller declines. Regional rent growth de-
clines set records, except in the Northeast.

By contrast, the CP} rent index, which covers all rental housing, rose 2.0 percent, still
positive but the fowest rate of annual growth since 1968. With overall inflation negative,
real rent grew by a larger amount, namely 3.6 percent.
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Table 3
Same Store Rent Change

MPF “same store” rent 3Q 2Q 1Q 4Q 3Q
{annual change %) 09 09 09 08 08
Northeast -26 2.1 -1.3 -54 23
Midwest -2.8 -1.8 -0.7 18 2.4
South -3.3 2.0 06 -0.7 1.6
West -7.7 -6.5 -3.8 1.7 1.3
U.s. -4.6 -34 1.7 17 17

L.ooking at apartment transactions, volume rose slightly in the third quarter to $3.6 billion,
up 12.1 percent from the prior quarter but still down an exceptional 64.2 percent from
last year's level, and still far below mid-decade levels. Apartment prices fell further. The
average price for properties sold in the third quarter of 2009 was $78,709 per unit, down
9.7 percent from the previous quarter and down more than 30 percent from 2008. This
was the fifth straight quarter of decline and the lowest average price since the second
quarter of 2004. The market value of investment-grade apartments in the National
Council of Real Estate investment Fiduciaries' (NCREIF) database also continued to de-
cline in the third quarter, falling 4.3 percent from the previous quarter and 27.0 percent
from last year. The capitalization rate increased to 7.1 percent.

D. New Apartment Absorption

Absorption rates for newly completed apartments have dropped to the lowest levels
since data started being coilected in 1989. Census Bureau data show that looking at the
trailing 12-month average, using not seasonally adjusted data, only 50 percent of
2009Q1 new apartments were leased, the same as the previous quarter and a record
low. The historical average for the series is a 67 percent lease-up rate.

Similarly, the 6-month absorption rate (also on a trailing 12-month average basis) was
68 percent, also a record low and well below the series average of 84 percent. After
fairly steady absorption rates in the 1990s, lease-up rates have fallen for most of the
decade, interrupted only by a partial rebound from 2003-05.

Debt Financing and Liquidity

The commercial real estate markets have had great difficulty accessing capital since 2007's col-
lapse of the commercial mortgage-backed securities (CMBS) markets. Institutional investors
such as pension funds, insurance and other equity sources exited the commercial and multifam-
ily real estate markets and did not participate in the private real estate markets in 2009.

Historically, muitifamily has typically enjoyed good access to debt for decades, even during diffi-
cult economic periods and weak market conditions. When one supplier of credit to apartment
properties or multifamily developers was under stress, another would step in to take its place.

For example, when the savings and loans crisis occurred in the late 1980s, commercial banks
expanded their market shares. When the FHA temporarily exited the market in the wake of the
failure of the co-insurance program, the GSEs, banks, and others helped to ensure a flow of
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credit. When Freddie Mac's portfolio of multifamily mortgages was under stress in the late
1980s from loans written in distressed markets, Fannie Mae and other lenders gained share.

In this economic crisis, the GSEs have stepped in to fill the gap, and the FHA multifamily mort-
gage insurance program has served as a partial replacement for construction financing. These
two capital sources—the GSEs’ multifamily loan purchase programs and the FHA/Ginnie Mae
multifamily insurance program-—accounted for 90-95 percent of all the multifamily debt issued in
2009.

Table 4
Outstanding Mortgage Debt by Source
2000 Second Qtr. 2008 Fourth Qtr. Change '00-'08
Institution Billions | Percent Billions | Percent Billions | Percent
Commercial Banks $78 19% $217 24% $139 179%
Savings Institutions $61 15% $64 7% $3 5%
Life insurance Companies $34 8% $50 6% $16 49%
Farmers Home $12 3% $11 1% -$1 6%
FHA/GNMA $21 5% $45 5% $24 113%
Fannie Mae & Freddie Mac $72 18% $318 35% $246 343%
Conduits $47 12% $110 12% $63 135%
individuals/Others* $79 20% $96 1% $17 22%
Total $404 100% $911 100% $507 126%

Table Notes:

* The Individuals/Others category includes REITSs, insured pension funds, non-insured pension funds, mortgage
companies, state and local credit agencies, state and local pension funds, credit companies and finance com-
panies.

s Source: Federal Reserve Board Statistical Supplement, Report 1.54 - Outstanding Mortgage Debt, 2001 and
2008 fourth quarter reports.

» Data includes outstanding balance on issued and insured mortgage securities.

But it has not been all good news for the multifamily sector of commercial real estate. As fun-
damentals weakened, debt providers significantly tightened their underwriting requirements.
This has meant that apartment firms had to provide additional equity to finance a purchase
transaction, refinance a maturing loan or renovate or develop new rental housing. FHA has also
indicated that it will tighten its underwriting and loan requirements. With most equity sources on
the sidelines, this has meant a capital crisis for the apartment sector even with the backstop
provided by the GSEs and FHA. In other words, the GSEs are necessary, but not sufficient to
meet the industry's capital needs.

Multifamily Loan Performance

There has been widespread media coverage of a March 3, 2009 report by Deutsche Bank de-
claring that multifamily CMBS are experiencing the worst deterioration of all the CMBS thus far,
and that the deterioration is worsening. While the multifamity CMBS market is indeed suffering,
it is important to keep this in perspective. Many observers have misundersiood the Deutsche
Bank report to mean that ALL multifamily mortgages are experiencing high default rates.

This is untrue. The CMBS multifamily rates, while high, are only a portion of the debt out-
standing. CMBS represents just 12 percent of the more than $900 billion of multifamily loans
-5
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outstanding. The vast majority of multifamily mortgages are held by commercial banks (24%)
and the GSEs Fannie Mae and Freddie Mac {35%). Banks and Thrifts account for just under a
third of multifamily mortgage debt outstanding (31%), life insurance companies (6%) and
FHA/Ginnie Mae (5%).

When loans held by those entities are examined, it is clear that multifamily default rates remain,
in fact, quite low and much lower than in the single-family sector. Delinquencies for loans issued
by insurance companies and the GSEs remain well below one percent, and the GSEs are un-
derwriting new multifamily loans with good coverage ratios and relatively moderate loan-to-value
leveis.

Nonetheless, the agencies are anticipating increased loan defaults both in their portfolios of
multifamily mortgage loans and guaranteed mortgage securities. Reports indicate that Fannie
Mae will increase its loan loss reserve capital by $1 billion; Freddie Mac is also expected to in-
crease its capital reserves to compensate for potential losses in its multifamily mortgages.

Secondary Market Concerns and Future

As you know, Congress is beginning to develop plans to restructure Fannie Mae and Freddie
Mac. What that new structure will look like and how we transition to it will be debated for
months, and maybe years, to come.

In the short term, the industry is reassured by the December 24 announcement by the Treasury
Department confirming its untimited support for Fannie Mae and Freddie Mac through 2012 and
easing the portfolio limits on the mortgage giants. Before the announcement, the retained port-
folio of each firm was capped at $800 billion and each was required to reduce their portfolios by
10 percent a year beginning in 2010. Now, the portfolio reduction requirement applies to the
portfotio caps ($900 billion) and not the actual size of the portfolio at the end of 2009 ($771.5
billion for Fannie Mae and $761.8 billion for Freddie Mac).

This means the companies will not have to take immediate steps to reduce their portfolios and
could even expand them. In addition, Treasury announced that it was committed to providing
the GSEs with unlimited financial support through 2012, removing a prior limit of $200 billion per
company.

The announcement makes it clear that the federal government intends to back the GSEs in
whatever capacity is necessary to maintain their housing finance activities.

In the long term, however, the multifamily industry is greatly concerned about the future of the
GSEs, given their critical role as a liquidity backstop. As the Administration and Congress begin
the process of establishing a new secondary mortgage market system and regulatory oversight
for the GSEs, lawmakers should understand the unique needs of the multifamily sector and take
steps to ensure that they do not restrict the supply of multifamily capital as they reform the sin-
gle-family financing process.

Among other things, the GSEs must:
« Continue to serve the entire multifamily market to provide liquidity. This will allow banks
and other construction capital sources to have a steady and reliable source for perma-
_5-
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nent debt. It also provides for needed loan diversity to support loans for affordable and
workforce housing that have greater credit risk profiles due to the need for higher loan
proceeds and limited income stream to support debt coverage.

« Continue to be available to the market regardless of market conditions. Fannie Mae and
Freddie Mac serve not only as a mortgage capital source, but serve as a standard in
multifamily lending in all markets, both large and small, and in urban and rural areas.

« Continue to create and support opportunities for mixed-income and mixed-use develop-
ment that improves economic development and accessibility to jobs.

Commercial Mortgage-Backed Securities (CMBS)

Reestablishing a viable commercial mortgage-backed securities market is also critical fo meet
the variety of financing needs. Reforming the regulatory oversight of Wall Street and improving
transparency and rating agency performance are important to bringing back the CMBS market.
Reform measures and efforts by the Federal Reserve and Treasury through the Term Asset-
Backed Loan Facility (TALF) program are important. As such, the government should not ter-
minate its efforts, and should continue to extend the TALF program, at a minimum through
2010. This is important to build additional confidence among investors. With greater invest-
ment anticipated during 2010, programs such as TALF are important to stimulate the markets.

Troubled Asset Relief Program (TARP)

| have been asked to address the use of TARP funds to support our sector. Last year, legisla-
tion was introduced that would have recycled TARP funds to support distressed muitifamily
properties. While we are not actively seeking such funds, should they be made available, we
would recommend that they not be used to transfer properties to new owners, but rather that
they support existing owners and lenders.

We would support two key uses of TARP funds:

1. Provide insurance to lenders who extend current loans for periods of 24-36 months.
2. Provide gap financing on newly refinanced loans through subordinated debt, cash-flow
mortgages or, when appropriate, grants.

Any TARP program should not create uncertainty in the capital markets about potential future
government intervention in the contractual and legal chain of ownership, and should carefully
define when such funds are used.

National Policy Change to Meet Our Housing Needs

For decades, the federal government has pursued a "homeownership at any cost" housing pol-
icy, ignoring the growing disconnect between the country's housing needs and its housing pol-
icy. In the process, many people were enticed into houses they could not afford, which in turn
heiped fuel a housing bubble that uitimately burst, catalyzing a global economic crisis.

The nation is now paying the price for that misguided policy and learing firsthand that there is
such a thing as too much homeownership; that aggressively pushing homeownership was not
only disastrous for the hardworking families lured into unsustainable homeownership, but also
for our local communities and our national economy.

-7-
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If there is a silver lining in this situation, it is the opportunity we now have to learn from our mis-
takes and rethink our housing policy. Housing our diverse nation means having a vibrant rental
market along with a functioning ownership market. if's time we adopt a balanced housing policy
that doesn't measure success solely by the level of homeownership.

For many of America's most pressing challenges, from suburban spraw! to affordable housing,
apartments are the preferred solution. Apartments help create stronger and healthier communi-
ties by offering enough well-located housing for the workers that businesses need, by reducing
the cost of providing public services like water, sewer and roads, leveraging existing infrastruc-
ture, and by creating vibrant live/work/play neighborhoods.

Apartments offer a flexible and convenient lifestyle and will help us house our booming popula-
tion without giving up all our green space and adding to pollution and traffic congestion. And
they will help us reduce our greenhouse gas emissions by creating more compact communities
that enable us to spend less time in our cars.

Elements of a Balanced Housing Policy

NMHC and NAA have joined together to advocate for a more balanced housing policy, one that
respects the rights of individuals to choose housing that best meets their financial and lifestyle
needs. We urge policymakers at all levels of government to work with the apartment industry to
craft a smarter housing policy that:

* Assures that everyone has access to decent and affordable housing, regardless of his or
her housing choice;

* Respects the rights of individuals to choose the housing that best meets their financial
and lifestyle needs without disadvantaging, financially or otherwise, those who choose
apartment living;

*«  Promotes healthy and livable communities by encouraging responsible land use and
promoting the production of all types of housing;

* Recognizes that all decent housing, including apartments, and all cilizens, including
renters, make positive economic, political and social contributions to their communities;
and

« Balances the expected benefits of regulations with their costs to minimize the impact on
housing affordability.

Attachments:

NMHC Research Notes Series 2009
NMHC Market Trends Series 2009
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Research

NMHC NOTES

October 30, 2009

1S A SUPPLY SHORTAGE LOOMING?

The apartment industry is facing arguably the most difficult operating environment in the postwar era. Renter
vacancy rates are at record levels whether measured across all apartments (5+ units) or only investment-grade,
and whether the data comes from government sources or private data providers. Yet there is a broad consensus
that as early as 2011 today's insufficient demand will be replaced by a supply shortage. Construction of market-rate
apartments has all but shut down because of scarce construction financing and the current oversupply. Once job
growth returns, demographic and household formation trends will kick in. Butis the existing oversupply too large for
demographic demand to work off quickly? This issue of Research Notes looks at current supply conditions to help
gauge whether we might see a shortage in the coming years.

New Construction Trends

The data on apartment construction underscore the decline in new supply; starts have dropped dramatically.
Although multifamily completions (5+) have thus far remained close to the 1990s levels, they typically lag the starts
data by about nine months and are expected to drop in the near future.

Multifamily Construction
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Saurce: Census Bureau; NMHC.

For the most recent month, starts have fallen to a seasonally adjusted annual rate of only 84,000. (Note: This is
measured as a 3-month moving average to offset the fact that multifamily construction varies greatly from month to
month for reasons that may have nothing to do with underlying trends.)

We need to net condos out of these figures, however. The condo share of construction has decreased
considerably—from a high of 47 percent at the height of the boom in mid-2005 to around 15 percentin the first half
of 2009. Taking account of condos and a small number of other non-apartment units, we're currently on an annual
pace to produce fewer than 90,000 apartments, including tax credit/subsidized units. Unfortunately, there are no
current data on the share of subsidized construction, but anecdotal reports suggest it might be a bit higher than in
the last year or so—perhaps one-third. That takes market-rate construction o an annual rate of about 60,000.

Thatis a little less than replacement need. Applying an estimated annual loss rate of 0.7 percent {the average for
the last 10 years) to a conservatively estimated 10 million (likely more) market-rate apartments shows annuat
losses to the stock of 70,000. So at current production levels, the number of market-rate apartments inthe U.S. is
actually declining.
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The Current Oversupply

As a result of the steepest drop in employment of the postwar era plus the spillover of bubble-induced excess
construction in the for-sale market, the Census Bureau reported that the number of for-rent vacant residences of alt
types reached a record 4.4 million in the second quarter. Of these, 1.4 million were vacant single-family units for
rent. We estimate 800,000 were in buildings with 2-4 units, and 2.2 million were in 5+ multifamily buildings.

Of course, some vacancies are normal and necessary; only the number of units over and above the normal level
should be considered excess inventory. Using the 1980s average vacancy rate of 7.7 percent as the norm
suggests that the rental oversupply (of all types of units) is currently 1.3 million units overali, also a record. (Note
that if we used a lower vacancy rate as the norm, the estimated oversupply would be larger.)

Gauging how many excess vacant units are apartments rather than single-family or small multifamily is somewhat
more difficult. In particular, it is hard to know what the normal vacancy rate shouid be for the single-family rental
sector. For 25 years, the single-family vacancy rate was far more stable than the multifamily (measured as either
the 2+ or 5+ sector) rate, and about half as large. But beginning in 1994, there has been a steady rise in the former
rate until it essentially converged with the multifamily vacancy rates in the middle of the current decade.

Rental Vacancy Rates
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Source: Census Bureau.

So is the former 3-5 percent single-family vacancy range the norm or is the current 9-10 percent range? For
present purposes, we'll assume the recent range is the more likely one. If we assume that in the future the vacancy
rate on rental units should be the same regardless of structure, then the excess supply would shake out as shown
in the table below.

Excess For-Rent inventory

Total Vacant | Excess Vacant
Singte-family 1,428,000 410,000
2-4 units 8010,000 230,000
5+ units 2,179,000 856,000
Total 4,407,000 1,266,000

Source: Census Bureau; NMHC.

This estimate is sensitive to a number of assumptions. In particular, if the normal vacancy rate for single-family
rentals is actually more like its 1990s average of around 5 percent, then the number of normal vacancies in the
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single-family sector would be smaller. In turn, this implies that a higher share, and number, of the single-family
vacant units represent excess inventory. Since the estimate for the total excess for-rent inventory is fixed, that
would mean that the number (and share) of apartment units that represent excess inventory is actually smaller.

Working in the other direction, some vacant upits in the rental universe have been excluded, such as units that
have been rented but not yet occupied and units that are being held off the market for various reasons. It is not
clear whether or not these categories should be included. In any case, the Census Bureau does not provide any
information on how many such units should be part of the for-rent, vs. for-sale, housing stock, so there is no
practical way to include them.

How Fast Can the Excess Inventory Be Used Up?

The past may not offer much insight into how rapidly this excess can be worked off. In four decades of data, the
steepest one-year decline in vacant, for-rent units was only 320,000, and that was for the entire rental stock,
including single-family and small multifamily bulldings. However, production of new, for-rent residences over the
same time frame has never been as low as it is today.

By contrast, the greatest one-year net absorption {net increase in the number of renters overall) was 1.5 million_ if
repeated over the next 12 months, that might eliminate the entire excess rental stock. (This assumes that the rental
units in the categories mentioned above, for which we don't have enough information to include, such as units held
off the market, do not flood back into the market.) Aithough this record occurred recently (2007), throughout the
1970s and 1980s, the two-year increase in renters averaged 1.1 million and was frequently above 2.0 million.
it is encouraging that the demographics now are similar in many ways to the era when the baby boomers moved
into the housing market. Unfortunately, the Census data do not break down the change in renters by type of rental
unit, so we can’'t examine the impact on apartments separate from other rental units.

It seems likely that the excess inventory could be worked off quickly: economic recovery, demographic trends and
the lack of new supply will combine to reverse the current supply-demand imbalance. But the timing is hard to
gauge. If the recovery is slow and halting, it is likely to postpone—but not cancel—the positive demographics, A
subpar recovery is not likely to cause a supply surge, however, so demand is still likely to outstrip supply at some
point in the next few years.

Questions or comments on Research Notes should be directed to Mark Obrinsky, NMHC’s Vice President
of Research and Chief Economist, at mobrinsky@nmhc.org or 202/974-2329.
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WHO’S MOVING INTO APARTMENTS?

The U.S. has always been a country on the move. On
average, one in six households lived somewhere else
a year ago. While the economic downturn has post-
ponad many planned relocations, they are likely to re-
bound when the economy begins to improve.

It is well known that renters move more often than
homeowners. Less well known is the fact that there is
considerable fenure switching—from owner-to-renter
or renter-to-owner. Even less well known is that more
tenure-switching movers are owners becoming renters
than vice versa.

This issue of Research Notes examines which house-
holds are most iikely to move from owners to renters
and which households are most likely to move into
apartments specifically. # finds that younger house-
holds have a high net switch rate into apartments, But
there is one age group that is even more likely to
switch to apartments: seniors.

Among househoid types, singles are the most likely to
switch into apartments; single parents also have a de-
cided net switch rate to apartments.

Households on the Move

In 2007 {the latest year for which we have data), 16
percent of households had moved within the previous
12 months. There has been little variation in this figure
since 1997—the high was 17.8 percent during the
peak of the housing boom in 2005, while the fow was
15.8 percent in the recession year 2001,

Of those households who moved, 52 percent had been
and remained renters—virtually the same as the aver-
age of 51 percent since 1997. Another 18 percent had
been and remained homeowners. That means 30 per-
cent of movers switched tenure.

In 2007, more owners became renters (17 percent)
than renters became owners (13 percent). To a smaller
degree, this has been true over the last decade as
well. The 10-year average shows 16 percent of movers

switched from owner to renter, and 15 percent made
the renter-to-owner switch.

Note the data source, the American Housing Survey
(AHS), only has the prior tenure information for 93 per-
cent of households who moved. The other 7 percent
either split off from previously existing households
(e.g., children leaving their parents’ homes or a room-
mate leaving to get married), were recent immigrants
to the U.S,, or did not answer the question. So, al-
though more movers switched from owner to renter
than from renter to owner, the homeownership rate
didn't necessarily decline.

Even so, the fact that a large number of owners be-
come renters every year is not widely known, so it mer-
its some investigation. To do this, we need to analyze
the data in the “recent mover” file.

Recent Movers

Recent movers are defined as households who have
moved within the prior two years (rather than just last
year). The AHS captures key demographic, housing,
and income data about them. Below are tenure data
about recent movers by age group.

Tenure of Recent Movers by Age Group

Used to rent Currently rent
All movers 61% 63%
Under 30 T1% 76%
30-44 63% 58%
45-64 50% 53%
65 and over 36% 52%

Source: NMHC tabulations of the American Housing
Survey recent movers, 2007,

Among all households who moved in the previous two
years, 61 percent had been renters, but 63 percent are
now renters. Not surprisingly, youngest households
were the most likely to be renters-—both before (71
percent), and after (76 percent), the move. Households
in the 30-44 year age group were the only group less
likely to rent after the move than before——many proba-
bly became first-time homeowners.
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What may be a surprise is that the age group that in-
creased its rentership the most is the oldest age group.
Fully 52 percent of recent movers who are 65 or more
years old are now renters, though only 36 percent had
been renters before moving—a net increase of 16 per-
centage points. The economic recovery might lower
this figure somewhat, although it will tikely remain high.
While seniors move the least, they are nonetheless
expected to be the fastest-growing age group over the
next 15 years, making this potentially a very important
market for the apartment industry.

The types of households most likely to rent--singles,
single parents, and “others” (i.e., not a married cou-
ple,but also neither a single-person nor single-parent
household)—are also the households that increase
their rentership the most when moving. Among single-
person household movers, 61 percent rented before
moving, while 73 percent rent after moving. Among
single-parent households, rentership increases from 69
percent before the move to 76 percent after. “Other”
households changed less—from 70 percent renters
before moving to 74 percent after.

By contrast, married couples were considerably less
likely to rent after moving than before; among those
without children, 49 percent were renters before mov-
ing but only 40 percent after; for those with children
rentership fell from 54 percent to 42 percent.

There is a similar story when we look at whether mov-
ers live in single-family or multifamily (rental or for sale)
housing. (Note that due to data limitations, the term
“muitifamily” in these analyses means units in buildings
with at least two—not five—units in them.)

Housing Type of Recent Movers by Age Group
Formerly Currently
Mutitifamily Multifamily
All movers 36% 43%
Under 30 43% 56%
30-44 37% 37%
45-64 29% 35%
65 and over 23% 42%
Source: NMHC tabulations of the American Housing
Survey recent movers, 2007.

Recent movers are more likely to live in multifamily
housing (whether for-sale or rental) after moving than
they were before. Interestingly, this is true of all age
groups {except among 30-44 year-olds, who are
equally likely to be in multifamily housing after the

move as before). But younger (under 30) and older (65
and over) households are the most likely to switch into
multifamily housing.

Singles were also the household type most likely to
switch into muitifamily housing. Before moving, 39 per-
cent of single-person households lived in muitifamity
residences; after moving, the figure was 61 percent.
Single parents also chose multifamily more often after
moving (47 percent) than before (38 percent). Among
“other” households, 41 percent lived in multifamily
buildings before moving, but 48 percent did after mov-
ing. Only 20 percent of married couples with children
live in multifamily properties after moving, the smallest
figure for any type of household.

We can combine these analyses and examine which
households are most likely {o switch into apartments.

Recent Movers Switching to Apartments

Former Apt Current Apt

Resident Resident
Alt movers 35% 40%
Under 30 43% 53%
30-44 35% 34%
(4564 28% 32%
65 and over 2% 37%
Singles 37% 57%
Single parents 37% 46%
Married with kids 31% 25%
Married, no kids 27% 19%
Other 40% 45%

Source: NMHC tabulations of the American Housing

Survey recent movers, 2007.

Care must be taken here, as the cross tabulations run
into the limits of the sample size. Still, a number of
points stand out. Among households who move, sen-
iors and singles show the biggest increase in apart-
ment residence among all households. Younger {under
30) households and single parents aiso substantially
increase their likelihood of renting an apartment when
they move. Even households headed by a 45-64 year-
old mover increase their likelihood of living in an apart-
ment. That means only 30-44 year-olds—along with
married couples—as less likely to be in an apartment.

Questions or comments on Research Notes should
be directed to Mark Obrinsky, NMHC's Vice Presi-
dent of Research and Chief Economist, at

mobrinsky@nmhc.org or 202/974-2329.
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MORE COMPETITION FROM HOMEQWNERSHIP?

The sharp drop in house prices over the last two to
three years has helped cause a surge in popular
measures of homeownership affordability. The implica-
tions of that increase are unclear however. Will buyers
start to return to the single-family and condo markets?
Will this mean increased competition from the for-sale
market, with apartment renters moving out in greater
numbers again? While this trend bears watching, the
view here is that the housing downturn still has a way
to go. And that the economy is still a far greater prob-
lem for apartment owners than homeownership.

Measuring Affordability

The most widely cited measure of affordability is the
National Association of Realtors' Housing Affordability
Index (HA). Itis calculated as the ratio of median fam-
ily income to the principal and interest (P&1) payment
on a median-priced house—with a downpayment of 20
percent and a maximum of 25 percent of income de-
voted to the P&} payment.

Housing Affordability Indexes

m= All Buyers - )
-|o= Firsttime Buyers

1985 2000 2005

197¢ 1975 1980 1985 1990

Source: NAR.

In the first two months of this year, the HAI for all buy-
ers reached an all-time high of 173. Clearly, by this
measure, affordability has improved greatly, But it is
not at all clear what, if anything, that implies for apart-
ment owners. After all, the big run-up in homeowner-
ship rates took place from 1995-2005. Yet over that

period, the HAl—for both first-time buyers and for all
buyers—was flat or falling. The limitations of the HAI
are that it leaves the mortgage market out of the pic-
ture; it assumes no change in would-be buyers' ability
to make a downpayment; and it ignores the cost of the
other tenure choice, namely renting.

Buy vs. Rent Premium
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Source: M/PF Yieidstar; Federal Reserve; NAR; NMHC.

The latter drawback can be remedied simply enough.
The buy vs. rent prermium is the amount by which the
monthly payment on a median-priced house nationally
(including property taxes and insurance) exceeds the
median national rent for professionally managed apart-
ments.

The trend in this chart is somewhat similar to the first:
the sharp run-up of recent years has been largely un-
wound, with the premium now down to the 2001 level.
Nevertheless, it still cost, on average, $313 more to
buy than rent in the fourth quarter of 2008, well above
the $271 average for 1995-2000 when the for-rent and
for-sale markets were doing well.

{t is more difficult to determine how changes in mort-
gage underwriting are affecting the for-sale market.
Looser credit requirements had a lot to do with the
housing boom, and the return to more traditional un-
derwriting should reduce mortgage borrowing (for a
given affordability level or buy-rent premium). We also
know that downpayment requirements were greatly
loosened during the housing bubble, but that they are
back. To gauge how much that affects home buyer
demand we need to know a great deal about the over-
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all wealth (both assets and liabilities) of potential buy-
ers. While there is no time series with such data, the
Census Bureau produces periodic analyses estimating
overall affordability that takes into account the buyer’s
ability to make a downpayment.

The conclusion of the most recent report (covering
2002) is that the ability to make the monthly payments
plays a very small part in affordability. Only 19 percent
of those who could not afford a median-priced house
had sufficient funds for downpayment, but not enough
income for the monthly payments.

By contrast, 23 percent could afford the monthly pay-
ments, but either lacked a downpayment or had too
much debt. The majority (58 percent) of would-be buy-
ers priced out of the market had more than one prob-
lem—that is, they could not afford the monthly pay-
ment and had either too much debt or insufficient cash
for a downpayment.

The figures are even starker for renters: only two per-
cent were unable to afford to buy solely because they
could not afford the monthly payments. in other words,
measures of home buying affordability that only look at
the monthly payments are missing the main problem,
and consequently provide only limited information.

The House Price Effect

House prices also affect the cost of owning, mainly
through future appreciation. If house prices are rising,
the cost of owning is lower; if they are falling, the cost
of owning goes up. Since we don't know actual appre-
ciation in advance we must estimate it, for example, by
using either the most recent year's appreciation rate or
the long-run average {(around four percent).

Total Cost of Homeownership
o Thousands

~10
1980 1985 1990 1995 2000 2005
Source: FHFA, Federal Reserve, NAR, NMHC.

really, land) price appreciation and tax savings.
(Economists refer to this as the “user cost” of owner-
ship. For more on this concept, see the March 14,
2003 Research Notes.) Using the assumption that this
year's appreciation will equal last year’s, the user cost
clearly fell below the bottom of its usual range and was
actually negative in 2004 and 2005. That surely helps
explain the continued surge in demand despite the in-
creasing cost, at least as shown by some affordability
measures.

This also helps explain the stunning drop in current
homeownership demand: although prospective
monthly payments have fallen, as has the premium
over renting, the user cost has shot up to unheard-of
levels because of negative appreciation. indeed, the
2008 figure of $36,976 is almost four times as high as
the pre-2005 peak ($9,628).

House Price to Rent Ratios

(1992 = 100}
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Source: FHFA, BLS, S&P/Case Shiller, NMHC.

If would-be home buyers continue to expect the near
future o resemble the recent past, the user cost of
homeaownership may remain elevated for a while. The
house price-to-rent ratio is a simple gauge of how pric-
es compare fo rents. Both measures shown above—
based on the more volatile Case Shiller, and the more
stable FHFA (formerly OFHEO) home price indexes—
suggest that prices are still too high relative to rents, by
anywhere from 10-27 percent. But prices could fall
more than that. Not only is it possible they will "over-
shoot,” but also with rents falling, the equilibrium price
is a (downward-) moving target.

Put differently, as long as prospective home buyers
expect house prices to continue fo fall—or even remain
flat—they will rightly see the homeownership cost as
historically high, and probably further delay buying.

The chart above offers a comprehensive measure that
includes the cost of debt and equity, as well as prop-
erty taxes, maintenance and depreciation, house {or,

Questions or comments on Research Notes should
be directed to Mark Obrinsky, NMHC’s Vice Presi-
dent of Research and Chief Economist, at
mobrinsky@nmbe,org or 202/974-2329.
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THE GSEs’ ROLE IN MULTIFAMILY FINANCE

The credit crisis that began in August 2007 and the ensu-
ing financial sector collapse have affected virtually all in-
dustries. For the apartment sector, it has meant a near
halt in construction lending and more expensive and
meore restrictive acquisition finance. But our industry has
one big advantage over the other commercial real estate
sectors: Fannie Mae and Freddie Mac. Barred by charter
from the commercial morigage market, the firms have
served as a critical liquidity backstop for the apartment
market.

itis unclear, however, whether they will be able to supply
the same degree of liquidity next year because of regula-
tory mandates that they begin fo reduce the size of thelr
portfolios in 2010. This issue of Research Notes looks
back at the role they have played in multifamily finance.

Background

Fannie Mae was established as a federal agency in 1938
and then privatized in 1868 to become a government-
sponsored enterprise (GSE) with private sharsholders but
a-public purpose and responsibiliies. Freddie Mac was
chartered fwo years later. Although conventional wisdom
holds that the GSEs were created to make homeowner-
-ship more affordable, that is not actually listed in their
charters. Their primary purpose has always been to pro-
vide iquidity 1o the morigage markets—in fact, three of
- the four purposes listed in their charters concern liquidity.

Both firms began buying multifamily mortgages essen-
Hially since the beginning, but in contrast to their single-
family mortgages, which were largely securitized, both
tended to hold the majority of their multifamily mortgages
in their retained portfolios.

For Fannie Mae, the multifamily share of their portfolio
has risen and fallen In long cycles, never going below 5
percent, and reaching a high of 28 percent in the third
quarter of 2008 (latest data- available). Freddie Mac's
multifamily portfolio has also cycled higher and lower over
the years. Currently, more than two-thirds of Fraddie’s
mortgage porifolio is in multifamily.

Both companies do securitize some of their multifamily
mortgages; however, the multifamily share of thelr mort-

gage-backed securities (MBS) is much smaller than the
multifamily share of their portfolios. Currently, only 4 per-
cent of Fannie's MBS outstanding are multifamily, while
for Freddie the share is less than one percent.

Thus, for Fannie Mae, 53 percent of their muitifamily totat
is held in their portfolio; for Freddie Mac, 86 percent of
their multifamily total is retained mortgages.

Combined, 62 percent of the GSEs' multifamily business
is retained in their portfolic (vs. 38 percent securitized).
By contrast, only 7 percent of single-family loans are in
portfolic {93 percent are securitized).

GSE Multifamily Mortgage Purchases
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The chart above shows annual combined multifamily
mortgage purchases by Freddie Mac and Fannie Mae
through 2007, Clearly, GSE activily slowed in the middie
of the current decade, even as transaction activity
reached new highs and the CMBS market boomed. Ar-
guably, that is just what policymakers would want: the
firms step up when needed, but step back when not.

The GSEs and Liguidity

it is worth iooking closer fo see whether the GSEs have
provided liquidity when it was needed most. Unfortu-
nately, there is no reliable data series on multifamily loan
originations, so it is not possible to measure lender
shares against the GSE share. The Federal Reserve
data on mortgage debf outstanding (MDO) doss, how-
ever, fill the gap and it confirms the important liquidity role
of Fannie and Freddie. .
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There are a number of examples that illustrate this point,
but two will suffice for present purposes. The first exam-
ple is the “credit crunch” of two decades ago, brought on
by a combination of overbuilding, revised fax laws, the
resolution of the savings and loan crisis, tightened regula-
tion of banks and a moderate recession.

Over the five years from 1889 through 1993, net multi-
family mortgage debt actually declined by $10 billion. As
the chart below shows, this was mainly due to the net
disinvestment from thrifts (-343 billion). Some of those
ioans went into the portfolios of banks who took over
S&Ls and some were packaged into securities by the
Resolution Trust Corporation (RTC).

In order to dispose of the assets of failed S&Ls, the RTC
packaged commercial morigages into mortgage-backed
securities, thus becoming an important pioneer in the
CMBS market and accounting for the $7.4 billion figure
for CMBS shown below. Ginnie Mae MBS volume was
essentially flat, while life insurance companies added
about $3 billion (flumped info the “Other” category below).

Fannie Mae and Freddie Mac, meanwhile, provided a net
multifamily investment of $9 billion, making them essen-
tial players in this market. in other words, when the multi-
family mortgage market was under great stress, the
GSEs increased their muliifamily activily just as they were
designed to do.

Muitifamily Mortgage Debt
Net Change, 1989-83 (§ billions)

Total Banks S&Ls GSEs Ginnle CMBS  Other
Sourpe: Federal Reserve; NMHC,

The second example of how the GSEs provided cruciat
fiquidity to the apartment industry is the current one. This
fime the implosion of the single-family mortgage market-—
brought on by the combination of a bursting housing bub-
ble and lax {at best) underwriting—combined with a highly
leveraged giobal economy has brought the financial sys-
tem to a state of near-collapse.

For the multifamily mortgage market, this has meant the
drying up of almost all sources of debt finance, with the
exception of Fannie and Freddie. In this respect, the
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apartment industry has a big advantage over the other
commercial real estate assel types, as participants in
these markets will readily admit.

Mutltifamily Mortgage Debt
Net Change, 200744 - 200843 {$ billions)
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Source: Federal Raserve; NMHC.

The chart above makes the point rather starkly. In the 12
months from October 2007 through September 2008,
multifamily morigage debt outstanding grew by $83 bil-
fion, Of that amount, a staggering $88 bitlion (82 percent)
was provided by the GSEs.

Ginnie Mae provided less than $1 billion, the life insur-
ance companies less than $4 bition (again included in
“Other”), and the CMBS market went into reverse, as
multifamily CMBS outstanding fell by $8 billion. Clearly,
without Fannie and Freddie, the apartment industry would
have been virtually unable to obtain acguisition financing
or to refinance existing debt.

Unfortunately, the Fed data do not break out construction
finanging from permanent financing. As a result, the
GSEs' role may be even greater than shown in the chart.
Depositery institutions provided just under $16 billion in
funding over this time frame, but this is widely believed to
be primarily construction finance. if it were entirely con-
struction lending, it would mean the GSEs were respon-
sible for all permanent financing. if only half of depository
lending consisted of construction loans, the GSEs’ share
of permanent lending would be 91 percent.

This is exactly what the market needed, and exactly what
Fannie and Freddie were created to do: provide a fiquidity
backstop when the private market either cannol or will
not. While there may well be other ways to accomplish
this, surely the starting point for any rethinking of the
GSEs’ role ought fo be: first, do no harm.

Questions or comments on Research Nofes should
be directed to Mark Obrinsky, NMHC's Vice Presi-
dent of Research and Chief Economist, at
mobrinsky@nmhc.org or 202/874-2329,
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Apartment vacancy rates diverged this third quarter. The
U.S. Census Bureau vacancy rate for all rental apartments {in
buildings with 5 or more units) rose to 13.1 percent, the highest
figure since the inception of the series in 1968. The MPF Re-
search nafional vacancy rate for investment-grade apartments
declined slightly to 7.9 percent from last quarter but is stilt 1.7
percent higher than a year ago. The vacancy rate remained
the same in the Midwest (7.8 percent} and South {a record
high of 8.2 percent), but edged down 10 bps in the Northeast
{to 5.9 percent). The vacancy rate fell 50 bps in the West, to
7.1 percent, a considerabie deciine from the recent high of 8.1
percent in 2008Q4.

Muitifami 3Q 2Q Change 3G Change
% Vacant 09 09 LastQitr 08  ¥rAgo
U.8. - Census 131 121 10 107 24
U.S. - MPF 73 8.1 -0.2 6.2 1.7

Multifamily permits and starts continued their steep down-
turn; completions also declined this quarter. Permits (5+
units in structure) decreased sharply to a seasonally adjusted
annual rate (SAAR) of 94,700, down 8.4 percent from last
quarter and a large 65.6 percent drop from a year eartier. This
is the lowest level on record (since 1959). Starts dropped
even more precipitously to a SAAR of 84,000, down 18.7 per-
cent from last quarter and 67.0 percent from a year ago. This
is also the lowest level on record. And completions de-
creased fo a SAAR of 247,000, down 15.6 percent from the
previous quarter and 10 percent from a year ago. The declines
in starts and permits will likely mean larger drops in comple-
tions in the coming quarters.

Novemnber 2009

U.S. Rental Apartment Vacancy Rate
{5+ Units)

Census Bureau

3% - o
MPF Research

0%
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U.S. Multifamily Permit Issuance,
Starts and Completions

Permits

0k T !
1999 2001 2003 2005 2007 2009
Source: Census Bureau.

Permits Change
(2+ units, 3Q 2Q Change 3Q Year
unadj.} 09 09 LastQir 08 Age
Northeast 4,600 4,700 -100 $9.100 ~4,500
Midwest 6,500 4,500 2,000 13,900 -7.400
South 12,500 16,600 -4,100 42700  -30,200
West 6,500 8,000 500 17500  -11,000
u.s. 30,100 31,800 -1,700 83,200  -53,100

Multifamily net absorptions of investment-grade apartments
tracked by Reis were 10,397 units, up 14,767 from the previ-
ous quarter, but down 6,054 from a year ago. This is the first
positive level of absorptions in four quarters. Still, the four-
quarter trailing net absorptions figure of -52,257 is at its lowest
level since the second quarter of 2002,

Multifamily completions in the investment-grade market also
declined to 21,122 units, down 5887 from last quarter and
5984 from a year ago. For now, completions remain much
higher than absorptions, which is reflected in higher vacancy
rates.

Net Absorption
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Apartment rents measured by public and private data .
sources diverged. Same store rents for professionally man- U.5. Rent Infiation
aged apartments tracked by MPF Research declined 4.8 per- annual rate

cent this quarter, surpassing last quarter's record dectine of 3.4
percent. Rents continued to decline in all four regions for a
fourth straight quarter. The West had the largest decline at -7
percent, while the Northeast {-2.8 percent), the Midwest (2.8
percent) and the South (-3.3 percent) experienced smaller de-
clines. Regional rent growth declines set records except in the
Northeast. By contrast, the CP! rent index, which covers all

rental housing, rose 2.0 percent, still positive but the lowest %
rate of annual growth since 1968, With overall inflation nega- WMPF Research
tive, real rent grew by a larger amount, namely 3.6 percent. 3% e
MPF “samestore” | 30 20 1Q 44 3Q 5%
rent {ann. chg., %) | 68 g 08 08 08 1895 2001 2003 2005 2007 2009
Northeast a8 -2t 13 B4 23
Midwest -2.8 18 07 18 24
South -33 20 08 07 18
West w7 65 88 AT 18 Apartment Transaction Volume
u.s. 4.6 34 7 17 17

$ Biftions
40 ¢

{3 Winitiighrise |- -
i%jierésn

in the apartment ransaction market, volume rose slightly in
the third quarter to $3.6 biflion, up 12.1 percent from the prior
guarter but still down 84.2 percent from last year's level, and k1S
stil far below mid-decade lovels. Apartment prices fell fur-
ther. The average price for properties sold in the third quarier
of 2009 {tracked by Real Capital Analytics) was $78,709 per
unit, down 9.7 percent from the previous quarter and a striking
30.5 percent drop from last year, This was the fifth straight
quarter of decline and the lowest average price since the sec-
ond quarter of 2004, The market value of investment-grade
apartments in-the National Council of Real Estate investment

el ’ {NCREIF) ¢ also continued to decline in
the third quarter, falfing 4.3 percent from the previous quarter Source: Reat Capital Analytics.
ard 270 percent from last year. The cap rate increased to 7.1
pergent.

New Apartment Absorptions
Absorption vates for newly completed aparimenis have N
dropped to the lowest levels since data started being collected Absorption 83‘95 for New Apartments
in 1988, Census Bureau data show that in the first quarter of y00% Trailing 12 Month Average
2009 (latest data available), only 52 percent of newly com-
pleted apartments were leased up. Although this was an im-
provement from the 45 percent figure of the previous quarter,
the series is generally too volatile to read much into quartes-to-

0%

quarter changes, B0%

For that reason, it's helpful to ook at the trafing 12-month av- 7%

erage (using not seasonally adjusted data). By that measwre, -

50 percent of 2009Q1 new apartments were Jeased, the same 8% monthe L Seed Y - e
as the previous quarter and a record low. The historical aver- == In & months |

age for the series is a 67 percent lease-up rate. Similarly, the 50% T - S

&-month absorption rate {also on a trailing 12-month average

basis) was 68 percent, also a record low and well below the 40% v v > v T v
series average of 84 percent. The Absorption chart shows just 1985 1991 1393 1995 1987 190 2001 2003 2008 2007
how challenging the current decade has been for new apari- - Sourow: U.S. Consus Bureau.

ment fease-ups. After fairly steady absorption rates in the
1990s, lease-up rates have fallen for most of the decade, inter-
rupted only by a partial rebound from 2003-05.

Questions or comments on Market Trends should be directed to Dr. Mark Obrinsky, NMMC's Vice President of Research and Chief
Economist, at mobrinsky@nmhe.org. Web sites of organizations providing data used in this issue are: www.mpfresearch.com (MPF
Research); www.reis.com (Reis); global.rcanalytics.com (Real Capital Analvics), www.norelf.org (NCREIF), www.census.gov {U.S,
Census Bureau), and www.bls.gov (U.S. Bureau of Labor Statistics). Some data providers revise prior figures on an ongoing basis; as
such, figures and percentage change ported may be inconsistent across r A
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Apartment vacancy rates were at record levels in the sec-
ond quarter. The U.S. Census Bureau vacancy rate for alf
rental apartments {in buildings with 5 or more units) rose to
12.2 percent, the highest on record {going back to 1968). The
M/PF Research national vacancy rate for investment-grade
apariments was 8.1 percent, the same as the revised first
quarter figure and also an ali-time high {though this series only
goes back to 1893). The vacancy rose slightly in the South to
9.2 percent, remained steady in the West at 7.7 percent, and
dectined slightly in the Northeast to 6.0 percent and in the
Midwest to 7.8 percent. The figure for the South was a record;
it was also the 10th straight quarter in which the highest re-
gionat vacancy rate was in the South.

Muitifamily 20 1Q Change 2Q Change
% Vacant 08 08 LastQtr 08  YrAgo
U.S. - Census 122 115 07 17 0.5
U.8. - M/PF 8.1 8.1 0.0 6.0 2.1

Muitifamily permits and starts continued their steep decline
while completions increased this quarter. Permits (5+ units
in structure) decreased sharply to a seasonally adjusted an-
nual rate (SAAR) of 101,700, down by 32.1 percent from last
quarter and by 72.1 percent from a year earlier. Having
dropped for nine consecutive quarters, this is the lowest level
of permitting on record {since 1959). Starts declined nearly as
dramatically to a SAAR of 108,000, down by 28.2 percent from
last quarter and by 67.1 percent from a year ago. This was the
second lowest figure on record. In contrast, completions in-
creased to a SAAR of 283,000, up by 16.0 percent from the
previous quarter and 24 percent from a year ago. Completions
have yet to reflect the downturn in permits and starts.

August 2009

U.S. Rental Apartment Vacancy Rate
(5+ Units)
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_ Census Bureau

| M/PF Research
e
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Source: Census Bureau.

Permits Change
{2+ units, 2Q 1Q Change 2Q Year
unadj.) 09 09 LastQtr 08 Ago
Northeast 4,700 4,500 200 35600  -30,900
Midwest 4,500 5,100 -600 12,100 -7,600
South 16,400 18,700 -2,300 37,500 -21,100
West 5,600 9,800 -4,000 24500 -18900
u.s. 31,200 37,900 -6,700 109,700  -78,500

Multifamily net absorptions of investment-grade apartments
tracked by Reis were 888, up 40,786 from the previous quar-
ter, but down by 9,959 from a year ago. Since the bulk of new
leasing activity occurs during the second and third quarters,
such a slim net absorption is a sign of real weakness in apart-
ment demand. The four-quarter trailing net absorptions figure
of 41,118 is at its Jowest level since the 3rd quarter of 2002.
Muttifamily completions in the investment-grade market also
dectined slightly to 22,696, down 1,873 from last quarter and
5,858 from a year ago. However, completions have not de-
clined nearly as rapidly as net absorptions.

Net Absorptions

(investment-grade, market-rate apartments)
120k

90k~ -~
60k}~ -
30k
Ok
-30K-~-
60K - L3 Current Quarter
-g0k; - ™ Trailing 4-Quarter Sum |

OO .

20604 2005 2606 2007 2008 2009
Source: Reis.
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Apartment rents measured by public and private data -
seurces continusd to diverge widely. Same store rents for U.S. Rent Inflation
professionally managed apariments tracked by M/PF Research annual rate

declined by 3.4 percent, the biggest decline on record. Rents
continued to dedling in all four regions for a second straight
quarter. (Note that since overall inflation was negative in the
quarter, the “real” rent decline was smaller at -2.2 percent}
The West had by far the largest decline at -8.5 percent, while
smaller declines were posted in the Northeast {(-2.1 percent),
the Midwest (-1.8 percent}, and the South {-2.0 percent). in

confrast, the CPI rent index, which covers all rental housing,
not just apariments, rose by 2.9 percent in the second quarter. o,
This was the lowest such increase in over four years. Coupled 0%, Weo™ud M/PF Resgarch ||
with the negative inflation of the guarter, however, “real” rent @Y e S .-
actually rose by a startling 4.1 percent, the highest in 55 years. 4%,
S 1988 2001 2003 2005 2007 2009
W/PF “same
store” rent {ann. 20 1@ 4@ 3 20
chg., %) 08 08 08 08 08
Northeast -21 13 64 23 23
Midwest A8 07 16 24 24 Apartment Transaction Volume
South 28 08 07 18 2.1
West 65 38 47 13 27 4o 5 Bfions
Us. a4 17 A7 17 23 !

in the apartment market, transaction velume rose slightly in
the second quarter to $2.8 billion, up by 42.5 percent from the
prior quarter but stiff down 71.9 percent from a year ago and
near the record low. Apartment prices fell further. The av-
erage price for properties sold in the second guarter of 2008
(tracked by Real Capital Analytics) was $85,407 per apart-
ment unit, down by 3.1 percent from the previous quarter and N &
by 8.2 percent from last year. This was the fifth straight quar- 2002 2003 2004 2005 2006 2007 2008 2009
ter of decline and the lowest average price since the 2nd quar-
tet of 2004. The market value of investment-grade apartments
in the National Councll of Real Estate Investment Fiduciaries’
{NCREIF) database continued 1o decline in the second quarter,
falling by 6.4 percent from the previous quarter and by 24.8
percent from last year, The cap rate remained at 6.8 percent.

Source: Real Capital Analytics.

Net Change in Muitifamily MDO
Muitifamily Mortgage Debt {$ bitlions, 2007g4 - 2008q1)

Multifamily morigage debt grew by only $6.1 bitlion in the first
quavter of 2009, a drop of almost 60 percent from the year-
earlier level and the lowest such figure in more than 11 years,
Over the most recent four quarters, morigage credit increased
by $48.4 billion, a moderation after the run-up fo an alltime
record of $98.9 billion just five quarters ago. While the decline
mainly reflects- the sharp drop In transactions activity, the
changed landscape of morigage lending has also played a
role. in particular, the CMBS market remains dormant, and
portfolio tenders are generally providing limited credit, As a
result, Fannle Mae and Freddie Mac—which have continued to
lend—-have become the key pillars in multifamily morigage
credit. From the fourth quarter of 2007 through the first quarter
of this year (latest data available), the GSEs were responsible
for 92 percent of the net increase in mortgage credit to the
apariment industry. {Note: On the accompanying chart,
“banks” refers to thrifts as well as commercial banks.}

Banks Life Cos. GSEs CMBS  Ginnie Other
Sourse; Fedsrst Roserve Board; NG,

Questions or comments on Markef Trends should be directed to Dr. Mark Obrinsky, NMHC's Vice President of Research and Griel
Economist, at mobrinsky@nmhe.org. Web sites of organizations providing data used in this issue are: www.mpfresearch.com (M/PF
Research), www.reis.com {Reis); giobalrcanalytics.com (Real Capital Anafylics), www.nereiforg (INCREIF), www.census.goy (U.S.
Census Bureau); and www bls.gov {U.8. Bureau of Labor Statistics). Some data providers revise prior figures on an ongaing basis; as
such, figures and percentage changes reported may be inconsistent across newsletiers.
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In the first quarter of 2009, apartment vacancy rates did not
trend consistently. The U.S. Census Bureau vacancy rate for
all rental apartments {in buildings with 5 or more units) rose to
11.5 percent, the highest vacancy rate since the 4th quarter of
2004. The M/PF YieldStar national vacancy rate for invest-
ment-grade apariments decreased slightly this quarter to 7.6
percent. While the vacancy rates rose in the South to 8.1 per-
cent, the highest in nearly a decade, and in the West to 7.7
percent, these increases were more than offset by declines in
the Midwest (to 7.9 percent) and the Northeast (fo 5.0 percent).

Multifamily 1Q 4Q Change 1Q Change
% Vacant 09 08 LastQtr 08 YrAgo
U.8. - Census 115 108 ¢y 110 05
U.S. - M/PF 76 78 -0.2 5.8 1.8

Multifamily permits, starts, and completions ait declined this
quarter, Permits (5+ units in structure) decreased to a sea-
sonally adjusted annual rate {SAAR} of 153,700, down by 20.1
percent from fast quarter and by 48.9 percent from last year.
This is the lowest tevel since the second quarter of 1993, and
reflects declining activity in all regions of the country. Starts
declined for a third straight quarter to a SAAR of 145,700,
down by 21.5 percent from last quarter and by an even larger
51.7 percent from a year ago. Completions declined to a
SAAR of 241,700, down 20.4 percent from the previous quarter
and 17.1 percent from a year ago. Since completions iag
starts by several quarters, they have not yet shown the steep
drop seen in permits and starts, but surely will do so soon.

May 2008
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Permits Change
{2+ units, 1Q 4Q Change 1Q Year
unadj.} 09 08 LastQtr 08 Ago
Northeast 4,500 8,200 -1,700 10,100 -5,600
Midwest 5,100 8.300 -3,200 8,200 -4,100
South 18,700 23100 -4400 39,600  -20,900
West 9,600 14200 -4600 19,200 9,600
u.s. 37,900 51,800 -13,900 78,100  -40.200

Muitifamily net absorptions of investment-grade apartments
tracked by Rels were -32,085 in the first quarter, a further ero-
sion of 19,558 from the previous quarter, and a drop of 28,700
from a year ago. This is the lowest level of net absorptions in
three years. The trailing four-quarter sum showed net absorp-
tions of -18,270, the lowest figure since the third quarter of
2002, Multifamily completions in the investment-grade mar-
ket also declined to 22,833, down 7,938 from last quarter but
just 122 lower than a year ago. The trailing four-quarter sum
was essentially unchanged from last quarter and does not yet
reflect the siowdown in new construction permits and starts.

Net Absorption

P

T Y | R |
g0k |0 Current Quarter .
o0k, [ Trolling 4 Quarter sum | ..

2004 2005 2006 2067 2008 2609
Source: Reis.
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Apartment rents measured by public and private data .
sources diverged widely. Same store rents for professionally U.S. Rent inflation
managed apartmenis tracked by M/PF YieldStar declined by annual rate

2.8 percent, the biggest decline in at least 15 years. For the
first time since the third quarter of 2003, rents declined in all
four regions. The Northeast and West had the largest declines
{-6.1 percent and -3.8 percent, respectively), while declines in
the Midwest and South were more modest (-0.7 percent and
-0.6 percent, respectively). In contrast, the CPI rent index,
which covers all rental housing, not just apariments, increased
in the fourth quarter by 3.3 percent, the lowest in three years.

BT YT P e a— 0%

M/PF “same N s

store” rent (ann. iQ 4Q 3 20 1Q 2% o M/PEYleIdStar\

chg., %} 09 08 08 08 08 4%

Northeast 6.1 01 23 23 441 1999 2001 2003 2005 2007 2009

Midwest 07 t1 24 21 33

South -06 02 16 21 25

West -38 -17 13 27 44

us. 28 03 17 23 34 Apartment Transaction Volume
In the apartment market, jon volume inued to $ Billions

plummet in the first quarter to an anemic $1.8 biffion, down 61
percent from the prior quarter and 86 percent from a year ago.
This is the lowest level of transaction volume since at least 30
2001. Apartment prices rose slightly but remain below last
year's levels. The average price for properties sold in the first
quarter 2009 (tracked by Real Capital Analytics} was $89,250 20
per apartment unit, up 2.1 percent from the previous quarter
but down 8.9 percent from a year ago. The market value of 10 .-
investment-grade apartments in the National Council of Real W

Estate Investment Fiduciaries’ (NCREIF) database continued 2 i i

to decline in the first quarter, falling 9.9 percent from the previ- 2002 2003 2004 200
ous quarter and 11.4 percent from last year. These were each
record-setting declines. The cap rate remained at 6.8 percent.

T
5 2006 2007 2008 2003

Source: Real Capitai Analytics.

Condo Construction

In 2008, multifamily (2+) condo starts and completions both Condominium Starts By Region
continued their decline. Nationwide, starts were down 43 per- Thousands

cent from 2007 and 57 percent from their peak in 2006. The 70

West, Midwest and South all recorded more than 50 percent

drops. The Northeast led the regions with 28,000 units started; 60|

the Midwest recorded the fowest level at 8,000 units. 5 P A
Completions, on the other hand, were down just 13 percent 40

from 2007 totals, but at 101,000 units they were not notably

lower than their five-year average of 103,000 units. Having 30

recorded a high level of starts earlier in the decade, the South 20 e,
led the other regions in 2008 annual completions at 36.000. .

However, that was a 38 percent drop from its 2006 peak. The 10 Midwest. .
West overtook the Northeast in condo completions for the sec-

ond year in a row, while completions in the Midwest remained 0 i
slightly above their five-year average at 17,000 units. 2002 2003 2004 2005 2006 2007 2008

Source: Census Bureau.

Questions or comments on Market Trends should be directed to Dr. Mark Obrinsky, NMHC's Vice President of Research and Chief
Economist, at mobrinsky@nmhc.org. Web sites of organizations providing data used in this issue are: www.yieldstar realpage.com
{M/PF YieldStar); www.reis.com {Reis); global.rcanalytics.com {Real Capital Analytics), www.ncreif.org (NCREIF); www.census.gov
(U.S. Census Bureau); and www.bls.gov (U.S. Bureau of Labor Statistics). Some data providers revise prior figures on an ongoing ba-
sis; as such, figures and percentage changes reported may be inconsistent across newsletters,
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in the fourth quarter of 2008, apartment vacancy rates
increased. The U.S. Census Bureau vacancy rate for all rental
apartments (in buildings with 5 or more units) rose to 10.8
percent. This is also the average vacancy rate for the year and
the highest average vacancy rate since 2004, The M/PF
YieldStar national vacancy rate for investment-grade
apartments increased sharply to 7.8 percent, the second
highest vacancy rate since 19383. Mirroring the national
vacancy rate, the M/PF YieldStar regional vacancy rates rose
too. The highest vacancy rate was in the South (8.5 percent},
followed by the Midwest (8.0 percent), the West (7.3 percent),
and the Northeast (6.2 percent).

Multifamily 4Q 3G  Change 4Q  Change
% Vacant 08 08 LastQtr 07  YrAgo
U.8. - Census 168 107 0.1 101 0.7
U.s. ~ M/PF 7.8 6.2 16 48 3.0

Continuing the previous quarter’s trend, multifamily permits
and starts decreased whil