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Topics for TodayTopics for Today

•• Observations on the crisis Observations on the crisis –– How did we How did we 
get in this mess?get in this mess?

•• Impact on CA banksImpact on CA banks
•• Economic and financial outlookEconomic and financial outlook
•• Assessing the policy response (macro and Assessing the policy response (macro and 

proposed regulatory)proposed regulatory)
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Observations on the financial crisis and its Observations on the financial crisis and its 
impact on the economyimpact on the economy

•• Recap the causes…Recap the causes…
–– Easy money fueled a boom in home prices Easy money fueled a boom in home prices 
–– Households stopped saving and got Households stopped saving and got 

overextended on mortgages and other forms overextended on mortgages and other forms 
of consumer creditof consumer credit

–– Corporate governance and risk management Corporate governance and risk management 
failed at too many failed at too many FIsFIs, notably the largest, notably the largest

–– Regulators missed the buildRegulators missed the build--up of leverage & up of leverage & 
the concentration in mortgage finance in the the concentration in mortgage finance in the 
systemsystem
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Governance and Regulatory FailuresGovernance and Regulatory Failures

–– Governance and regulatory failures at large, Governance and regulatory failures at large, 
supposedly sophisticated financial institutions supposedly sophisticated financial institutions 
((FIsFIs) ) 
•• Concentrations in mortgage productsConcentrations in mortgage products
•• Staggering use of leverageStaggering use of leverage

•• “Shadow banking system” grew up without much “Shadow banking system” grew up without much 
regulatory scrutinyregulatory scrutiny

•• Supervision of large Supervision of large FIsFIs (bank and nonbank) (bank and nonbank) 
was inadequatewas inadequate

•• Failure to act on buildFailure to act on build--up of risk in the system as up of risk in the system as 
a wholea whole
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BIS Report: “Bank Failures in Mature Economies”BIS Report: “Bank Failures in Mature Economies”

•• ““The widespread banking crises that involved The widespread banking crises that involved 
credit risk were remarkably similar.  A period of credit risk were remarkably similar.  A period of 
financial deregulation resulted in rapid growth in financial deregulation resulted in rapid growth in 
lending, particularly in real estate lending.  lending, particularly in real estate lending.  
Rapidly rising real estate prices encouraged Rapidly rising real estate prices encouraged 
more lending, abetted by lax regulatory systems more lending, abetted by lax regulatory systems 
in many cases.  When economic recessions in many cases.  When economic recessions 
occurred, inflated real estate prices collapsed, occurred, inflated real estate prices collapsed, 
leading directly to the failures.”leading directly to the failures.”

Published in 2004Published in 2004
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CaliforniaCalifornia--Headquartered BanksHeadquartered Banks
Assessing the Impact Assessing the Impact 
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Return on Assets

6.  Bar or line graph - ROE same as #1
Return On Assets

-1.00

-0.50

0.00

0.50

1.00

1.50

2.00

12-03 12-04 12-05 12-06 12-07 12-08 06-09

State Banks National Banks All California Banks All U.S. Banks



13

State Chartered Commercial and Industrial Banks

Over 3 years of operation < 3 yrs ops.
Less than $100 to $500MM to $2 Billion All asset

Asset Size $100MM $500MM    $2 Billion and More          sizes Total
Number of Banks 21 100 39 21 43 224

First Quintile 0.6 1.2 0.8 1.0 -0.4 0.9
Second Quintile 0.1 0.4 0.3 0.6 -1.6 0.3

Third Quintile -0.9 -0.1 0.1 0.0 -2.8 -0.3
Fourth Quintile -1.7 -0.6 -0.8 -1.2 -4.4 -1.4

Fifth Quintile -5.1 -4.1 -1.8 -4.9 -6.5 -4.9
Total -1.1 -0.5 -0.4 -0.8 -2.5 -0.8

Annualized year-to-date through As of June 30, 2009

*  Quintiles of equal sizes are created by dropping off first the highest then the lowest ratio  in each group until the number of institutions is divisible by 5.

Return on Assets by Quintile*
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Capital Adequacy

Capital-Asset Ratio 1991 - YTD 2009
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Noncurrent Loans and Leases to Total 
Loans and Leases

Noncurrent Loans to Total Loans
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Loan Loss Reserves vs. Noncurrent Loans 
and Leases

11.  Bar or line graph - noncurrent loan 
breakdown by type (residential, const., 
CRE, etc) last six quarters.

Noncurrent Loans Outpace Reserve Growth - All 
California Banks
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Commercial Real Estate Loans to Total 
Equity Capital

Commercial Real Estate Loans 
to Total Equity Capital
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Noncurrent Loans by Type – All California 
Banks

Noncurrent Loans by Type - All  California Banks
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Increase in Problem BanksIncrease in Problem Banks

-  Banks -
P ercentage of  Banks with Composite Ratings of  3, 4, or 5
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How are we responding?How are we responding?

•• Risk Based Exam SchedulingRisk Based Exam Scheduling
•• Longer Exam Duration When Needed Longer Exam Duration When Needed 
•• More Enforcement ActionsMore Enforcement Actions
•• Liquidity Issues Loom Large As Troubles MountLiquidity Issues Loom Large As Troubles Mount
•• More Failures  More Failures  ---- When Failures Occur, “Whole When Failures Occur, “Whole 

Bank with Loss Share” Is a DFI GoalBank with Loss Share” Is a DFI Goal
•• Thinking About Lessons LearnedThinking About Lessons Learned
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Economic/Financial OutlookEconomic/Financial Outlook

•• CA unemployment rate in July ’09 was 11.9% CA unemployment rate in July ’09 was 11.9% ---- up up 
from 7.1% a year ago. from 7.1% a year ago. 

•• House prices may have bottomed out in worst House prices may have bottomed out in worst 
markets.  Outlook is darker for other areas.  markets.  Outlook is darker for other areas.  

•• Deleveraging is going on everywhere except in Deleveraging is going on everywhere except in 
government sector.government sector.

•• Credit losses, especially on commercial real estate, Credit losses, especially on commercial real estate, 
will continuewill continue

•• History shows that economies behave far worse in History shows that economies behave far worse in 
the aftermath of a financial crisis the aftermath of a financial crisis –– a protracted a protracted 
workout (i.e., slow recovery) is likely.workout (i.e., slow recovery) is likely.

•• “Hope for the best.  Plan for the worst.”“Hope for the best.  Plan for the worst.”
23
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Policy ResponsesPolicy Responses

•• Massive monetary stimulus is being applied to Massive monetary stimulus is being applied to 
counteract private sector deleveraging and the counteract private sector deleveraging and the 
freezefreeze--up of ABS market up of ABS market 

•• Fiscal stimulus package slow to get going, but Fiscal stimulus package slow to get going, but 
deficit will still reach record peace time levels as deficit will still reach record peace time levels as 
a share of GDPa share of GDP

•• Bailouts and assisted mergers of large Bailouts and assisted mergers of large FIsFIs
helped avert a financial meltdown, but helped avert a financial meltdown, but 
exacerbated the TBTF problemexacerbated the TBTF problem

•• Mortgage market is on government life supportMortgage market is on government life support
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Short Run vs. Long Run IssuesShort Run vs. Long Run Issues

•• Unwinding monetary & fiscal stimulus without Unwinding monetary & fiscal stimulus without 
crateringcratering the economy or reigniting inflation will be the economy or reigniting inflation will be 
a challengea challenge

•• Future of housing finance is, so far TBDFuture of housing finance is, so far TBD
•• Getting regulatory reform right will be a challengeGetting regulatory reform right will be a challenge
•• What will Congress do about TBTF?  The Obama What will Congress do about TBTF?  The Obama 

plan doesn’t fix this problem.plan doesn’t fix this problem.
•• Future of the dual chartering system and state vs. Future of the dual chartering system and state vs. 

federal balance of regulation is unclearfederal balance of regulation is unclear
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