@ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DC 20429

SHEILA C. BAIR _
CHAIRMAN October 1, 2008

Honorable Ron Wyden
United States Senate
Washington, D.C. 20510

Dear Senator Wyden:

Thank you for sharing your views about Federal Deposit Insurance Corporation
supervisory policies and their potential impact on the homebuilding industry in Oregon.
Y ou raise valid concerns about the weak housing market, which combined with the other
financial stressors you mention, can significantly depress the public’s confidence in the
health of the economy.

The FDIC, ss part of its safety and soundness examination process, recommends
that lenders take prudent steps to monitor and maintain current data for their real estate
portfolios, particularly given present economic circumstances. I can assure you that the
FDIC is not prescriptive with respect to loan modifications or other actions. In addition,
we strongly encourage banks to work with borrowers to develop mutually advantageous
repayment arrangements.

We recognize that a borrower’s willingness and ability to repay a loan are
fundamental to prudent lending and are more important than ever in a market where real
estate values are declining. We encourage the institutions to look to the borrower and his
repayment capacity rather than just the value of the underlying collateral.

If you have further questions or comments, please do not hesitate to contact me at
(202) 898-6974 or Eric Spitler, Director of Legislative Affairs, at (202) 898-3837.

Sincerely,

Sheila C. Bair
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Ms. Sheila C. Bair FDIC

Chairman of the Board of Directors - .

Federal Deposit Insurance Corporation SEP 1’6 2008

550 17™ St, NW, Room 6076

Washington, DC 20429

OFFICE OF LEGISLATIVE AFFAIRS

Dear Chatrman Bair:

I write today to bring to your attention the potential consequences certain Federal Deposit
Insurance Corporation (FDIC) policies are poised to inflict upon Oregon’s home building
industry and small financial institutions and to ask you to consider alternative approaches that
may lessen these impacts.

As you know, the national housing market is experiencing a dramatic downturn in new home
sales, resulting in a number of negative developments including, but not limited to, a decrease in
the availability of credit and increases in unemployment in the homebuilding and wood products
industries. Collectively, these events, among others, have had the effect of diminishing
Americans’ confidence in the ability of our economy to recover from the current slump.

To its credit the FDIC has recently taken a number of steps to restore that confidence. While
many of these measures have been thoroughly thought through, some of them may benefit from
more in-depth review.

For instance, in an effort to minimize the potential number of defaults, many banks have
extended the terms of building loans as long as the borrower continues to make payments. This
has allowed borrowers who are holding larger inventories of new housing stock to maintain and
market the properties beyond the closing date specified by the initial loan.

However, FDIC appears to be ordering member banks to cease this practice, in effect forcing
borrowers to sell their inventory at lower prices to pay off the construction loans. According to
Portland area real estate experts, this is depressing appraisal values and having a deflationary
effect on housing stock in Oregon—something our state has mostly avoided to date.

At the same time, the recent FDIC directive to member institutions to reassess the valuations of
collateral underlying outstanding commercial homebuilding debt may actually be forcing
financially stable borrowers into default. It is my understanding that borrowers whose newly
asséssed construction loans fail to meet the original 35% loan-to-valuation (L.TV) ratio, are being
forced to pay the financial institutions an amount necessary to bring the loans into compliance
with the original LTV ratios. Due in part to the aforementioned sales downturn, many borrowers
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may be unable to meet these new financial requirements and may be forced into insolvency. In
that event, the lending banks will then be forced to assume ownership of the collateral housing

inventory.

Increasing the banks’ Real Estate Owned (REO) assets may destabilize not just the real estate
market, but also the liquidity of the participating banks. Imposing this kind of liquidity crunch
on these banks seems counter to the FDIC’s mission of maintaining stability and public
confidence in the nation’s financial system.

For these reasons, and to avoid a further downward spiral in credit and housing markets, the
public and the treasury might be better served by allowing banks to at least temporarily continue
to extend the terms of development and construction loans as Jong as the borrower isn’t
otherwise in default. If the borrowers can plan out their finances for a prescribed period of
time—perhaps 12 months—then they may be willing to designate other, not yet at risk assets,
toward thc markcting and sale of the subject properties.

As the homebuilding industry is a major contributor to the economic vibrancy of Oregon and the
entire country, I ask you to carefully consider whether FDIC policies may be increasing the risk
of default by borrowers and whether alternative policies, such as allowing banks to continue to
extend development and construction loans as long as the borrower isn’t otherwise in default,
may reduce this risk as you carry out your monitoring and regulatory duties. Americans require
and appreciate a vigorous FDIC, and will benefit from your careful exercise of your regulatory

discretion.

If I can be of help to you in this matter, please do not hesitate to contact me or my staff. I have
asked Jay Ward, Director of Business Outreach to act as my liaison in this matter. He can be
reached in my Portland, Oregon office at (503) 326-7525 or at Jay Ward@wyden.senate.gov.

Thank you for your attention to this matter.

Sincerely,

on wyden
U.S. Senator



@ FEDERAL DEPOSIT INSURANCE CORPORATION, washington, DC 20429

SHEILA C. BAIR
CHAIRMAN

October 16, 2008

Honorable Hillary Rodham Clinton
United States Senate
Washington, D.C. 20510

Dear Senator Clinton:

Thank you for your letter regarding proposals to acquire Wachovia Corporation,
Charlotte, North Carolina.

As you know, since the close of our bidding process, Wells Fargo & Company
came forth with a new offer that does not require Federal Deposit Insurance Corporation
assistance. On October 12, the Federal Reserve Board approved the application of Wells

Fargo & Company to acquire Wachovia Corporation.

If you have further questions or comments, please do not hesitate to contact me at
898-6974 or Eric Spitler, Director of Legislative Affairs, at 898-3837.

Sheila C. Bair
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@ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DC 20429

SHEILA C. BAIR
CHAIRMAN

October 16, 2008

Honorable Charles E. Schumer
United States Senate
Washington, D.C. 20510

Dear Senator Schumer:

Thank you for your letter regarding proposals to acquire Wachovia Corporation,
Charlotte, North Carolina.

As you know, since the close of our bidding process, Wells Fargo & Company
came forth with a new offer that does not require Federal Deposit Insurance Corporation
‘assistance. On October 12, the Federal Reserve Board approved the application of Wells
Fargo & Company to acquire Wachovia Corporation.

If you have further questions or comments, please do not hesitate to contact me at
898-6974 or Eric Spitler, Director of Legislative Affairs, at 898-3837.

Sincerely,

Sheila C. Bair
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FDIE

Federal Deposit Insurance Corpooration . ,
550 17th Street NW, Washingion, DC 20429 . Office of Legistative Affairs

October 16, 2008

Honorable Thad Cochran
United States Senate
Washington, D.C. 20510

Dear Senator Cochran:

Chairman Bair asked me to respond to your letter regarding proposals to acquire Wachovia
Corporation.

As you know, since the closing of our bidding process, Wells Fargo & Company came forth with
an offer that does not require Federal Deposit Insurance Corporation assistance. The acquisition
was subsequently approved on October 12, 2008, by the Federal Reserve Board under its
expedited procedures. The primary federal regulators of the banks and savings associations
involved in the acquisition imposed no objections.

1t is important to emphasize that the Wells Fargo acquisition fully protects all creditors including
depositors, insured and uninsured. All banking customers of the merged institutions will be fully
covered with no disruption in service. The quick resolution of Wachovia should provide

assurance to depositors at a time when public confidence in the safety of their money is critically

important. : -

Your interest in this matter is appreciated. If you have further questions, the Office of
Legislative Affairs can be reached at (202) 898-7055.

Sincerely,

Eric J. Spitler
Director
Office of Legislative Affairs
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THAD COCHRAN COMMITTEE ON
MISSISSIPY APPROFRIATIONS
ANKING MEMES

Hnited States Senate e

WASHINGTON, DC 20510-2402 COMMITTEE ON

October 9, 2008

Ms. Sheila C. Bair

Chairman of the Board

Federal Deposit Insurance Corporation.
550 17th Street, NW

Washington, D.C. 20429

Dear Ms. Bair:

I want to thank you for all of your recent tireless efforts on behalf of the American
people. I write t&g'ou today to share concerns that bave been communicated to me by a
group of interested Mississippians. :

It is my understanding that the dispute between Citigroup and Wells Fargo
regarding the acquisition of Wachovia is extremely complex and is constantly changing
status. Because of the FDIC's involvement in this important matter, I am bringing to your
attention the thoughts of my concerned constituents who have contacted my office on this
topic.

d 1 would appreciate if yon would take the time to review the concerns enumerated
in the attached letter and would keep their thoughts, and the thoughts of other individual
shareholders, in mind as this process moves fo _

Again, ] thank you for all of your immeasurable and vital work. Please feel free to
contact my office with any questions regarding this matter.

Si

THAD COCHRAN
United States Senator

TC/pw
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The Honorable Thad Cochran
United States Senate

Dear Senator Cachran:

| am contacting you as an individual as to an urgent emergency request for your assistance in a critical
matter of great importance to re-building confidence In the U.S. economy and of grave importance to
many of your Mississipp! constituents. =

For eighteen years | was Chairman of the Board and Chief Executive officer of The Jefferson Bank, Biloxi,
MS. Jefferson was held by First Jefferson Corp., a one bank Helding Company. Jefferson was a small
locally owned full servica commercial bank. Jefferson was very strong in capital and assets. In 1984 First
Jefferson merged with SouthTrust Bank. During my time as Chairman of the Board & C.E.Q. of the then
SouthTrust Bank of South Mississippi we merged in Citizens National Bank, Pascagoula, MS., ancther
very strong locally owned Mississippi bank. in 2004 SouthTrust Corp. merged with Wachovia.

[ know | need not review for you the recent events in the financiai sectors. However, the events of last

. week-end relative to Wachovia and the forced sale by F.D.I.C. to Cifibank are unimaginable. Wachovia

" was dealing in good faith with Wells Fargs who was offering, at that time, $20 bilion on a typical stock for
stock merger. | am told, and as confirmed in this week's Wall Street Journal, that when Wells Fargo said
over this past week-end that they needed a bit more time to finafize their due diligence on the Wachovia
loan portiofio that the regulators called in Citibank and between 2:00 AM. on Monday moming and 6:30
A.M. an Monday moming, Wachovia's Board was forced to agree fo selling off the bank asse!s for $2.1
Billion with government assistance to some billions of dollars, the exacl amount of which | am unsure.

This was in exchange for the bank not being taken over by the ragulators. Tha news reports say that “this
was not a bank failure®. Thus, the regulators wera not the acquiring party and shareholder appraval
surely would have been required to sell roughly $700 billion in assets out of the bank corporation. Today
Wells Fargo's Board has approved the purchase of Wachaovia, not just @s assets, but the entire bank
Holding Company for §15 billion with no govemment assistance. The Citibank deal left the 562,000
sharehalders hoiding 2.1 billion shares of Wachovia in a terrible position. Wells Fargo's offer surely does
not make the sharsholders whole, but does represent today a value of approximately $7.00 per share vs
the $1.00 per share from Citibank. The Wells Fargo deal places the Wachovia shareholder in the only
AAA rated bank in the U.S. and the opportunity, over time, (o regain some of the kst value from the
Wachovia high at the beginning of this year at $§52.00 per share.

Reports today on CNN, Fox, efe. are saying that Citibank, supported by F.D.L.C., are trying io block Wells
Fargo s offer lo the shareholders of Wachovia. The sharehoiders of Wa:hovxa have not approved the
"cram down” to Citibank.

The shareholders of Wachovia believed in the core value of Wachovia, sioed firm awaiting stability in the
markel My personal opinion is that when on last Friday the Congress of the United States of American
turned down the "bail-oul” bill that Wachovia became the sacrificial lamb to prove to the Congress how
criical the “bail out” bill was and what better way than when the markets opened on Monday moming the
“forced sale” of Wachovia.. Word was running wild of the week-end events between the parties
nterested in acquiring Wachovia and yes, of the "forced sale”. Thus when the market opened, the value
of Wachavia “ran out the door”. YWhat else would one expect...

Assistance Is requested in your guldance of what should be done to save the many Mississippi and U.S.
shareholders who are at peril. Those few Gulf Coast residents who are frantically calling ma today hoid
approximately 431,805 shares of Wachovia, This is awful.

Thanking you, | am

ED‘Auby H. SchleQ
Chairman of the Board

Community Bank of Mississippi



@ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DC 20429

SHEILA C. BAIR
CHAIRMAN

October 16, 2008

Honorable Carolyn B. Maloney

Chairman

Subcommittee on Financial Institutions
and Consumer Credit

Committee on Financial Scrvices

House of Representatives

Washington, D.C. 20515

Dear Madam Chair: .

Thank you for your letter regarding proposals to acquire Wachovia Corporation,
Charlotte, North Carolina.

As you know, since the close of our bidding process, Wells Fargo & Company
came forth with a new offer that does not require Federal Deposit Insurance Corporation
assistance. On October 12, the Federal Reserve Board approved the application of Wells
Fargo & Company to acquire Wachovia Corporation.

If you have further questions or comments, please do not hesitate to contact me at
898-6974 or Eric Spitler, Director of Legislative Affairs, at 898-3837.

Sincerely,

Sheila C. Bair
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FDIC
The Honorable Sheila Bair ]
Chairman ' , OCT -8 2008
Federal Deposit Insurance Company ) ’
550 17th Street, NW
Washington, DC 20429 _ OFFICE OF LEGISLATIVE AFFAIRS
Dear Chairman Bair:

During these difficult econoinic times, whers we have seen immense pressures in
our capital markets and on our financial institutions, Congress and federal regulators have
been called upon to work quickly to best deal with 2 rapidly changing sitpation. One
sitnation that has been receiving sigrificant attention for the way it has been handled in
the last few weeks is the fate of Wachovia Corporation. '

1t is my understanding that there are a variety of options now under consideration
_ regarding the outcome of Wachovia Corporation. It is my hope that any decision that is
made regarding this sitnation is done as guickly as possible and in a way that is fair to all
the parties and that most benefits the broader economic system.

I stand ready to work with you on this and on other matters as we move forward.
I thank you for you attention in getting this situation resolved as quickly and as
beneficially as possible to all parties. Pledse do not hesitate to contact me with any
. questions you may have. .

PRINTED ON ASCYCLED PAPIR




@ FEDERAL DEPOSIT INSURANCE, CORPORATION, Washington, DC 20429

SHEILA C. BAIR
CHAIRMAN

October 16, 2008

Honorable Robin Hayes
House of Representatives
Washington, D.C. 20515

Dear Congressman Hayes:

Thank you for your letter regarding proposals to acquire Wachovia Corporation,
Charlotte, North Carolina.

Since the close of our bidding process, Wells Fargo & Company came forth with
a new offer that does not require Federal Deposit Insurance Corporation assistance. On
October 12, the Federal Reserve Board approved the application of Wells Fargo &
Company to acquire Wachovia Corporation.

If you have further questions or comments, please do not hesitate to.contact me at
898-6974 or Eric Spitler, Director of Legislative Affairs, at 898-3837.

Sincerely,

Sheila C. Bair
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COMMITTEE O TRARSPORTATION .
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' Waghington, BE 20515-3308
October 3, 2008
Sheila Bair
Chsaionan, Federal Deposit Insorance Corpomhon
550 17 Street, NW
‘Washington DC 20429
Dear Chairman Bair:

I am writing you with sincere concem over FDIC's atmounced opposition to the merger -
between Wachovia and Wells Fargo. -

I certainty understand why the other party is opposed — as evidenced by the terms of this
latest merger, they got a preat deal and they want to keep it.

But for the life of me, I cannot understand why the FDIC wonld stand in the way of
Wachovia entering into en agreement that seems better for their employees, sharéholders,
customers and the commumity around them. And since FDIC is not part of this merger, it

wonld seem that it’s better for the taxpayer as well.

me all acoounts, the mearger arnounced Monday was anything but a negotiated dcal
with two willing parties. It was a forced arrangement with FDIC in the middle.

I don't understand why FDIC has taken the posmon th:y have, but I would like to know.
I eagealy await your response.

Robin Hayes,
Member of Congress




FDIC

_ Federal Deposit Insurance Cornoration
550 17th Street NW, Washington, DC 20423 Office of Legisiative Afiairs

October 16, 2008

Honorable Mike Hewitt
Senate Republican Leader
Washington State Senate
314 Legislative Building
Olympia, Washington 98504

Dear Senator Hewitt:

Chairman Bair asked me to respond to your letter regarding the failure of Washington Mutual
Bank.

On September 25, 2008, the Office of Thrift Supervision declared Washington Mutual Bank
insolvent and the Federal Deposit Insurance Corporation was appointed receiver. The FDIC has
facilitated a transfer of all the assets and most of the liabilities of Washington Mutual Bank to
JPMorgan Chase. JPMorgan Chase paid a premium of $1.88 billion to acquire those assets and
liabilities.

JPMorgan Chase purchased assets with a book value of $298.7 billion. Additionally, they
acquired liabilities totaling $258.5 billion. The actual market value of those assets is yet to be
determined. However, according to media reports issued by JPMorgan Chase, th:y immediately
wrote down the book value of the assets by $30 billion.

Alan Fishman, Chief Executive Officer of Washington Mutual Bank, did in fact have a golden
parachute agreement which could have paid him $11.6 million for what in effect was three weeks
work. That agreement was between Mr. Fishman and the bank holding company, Washington
Mutual, Inc. Since the FDIC does not regulate bank holding companies, the FDIC did not
approve that agreement. Additionally, the FDIC is unable to stop the holding company from
paying that bonus. However, the holding company has now declared bankruptcy, so it is highly
unlikely that the bonus could be paid even if Mr. Fishman were to file a claim in the bankruptcy

court.

Your interest in this matter is appreciated. If you have further questions, the Office of
Leglslanvc Affairs can be reached at (202) 898-7055.

Sincerely,

Eric J. Spitler
Director
Office of Legislative A ffairs
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Washington State Senate

Senator Mike Hewitt Phone: (360) 786-7630

3 I;g ) 4012;12&5' . . .Senate Republican Leader FAX: (360) 786-1266
Olyropia, WA 58504-0416 - o 16th chis{aﬁve District e-mail: hewitt mike@leg.wa.gov
. \{ia’ facsimile 202-898-3500
" FDIC

September 26, 2008

Sheila Bair, Chairman - _ N SEP 23 2008
'Federal Deposit Insurance Corporahon )

3501 N. Fairfax Dr. . . '
Arfington, VA 22226 S | OFFICE OF LEGISLATIVE AFFAIRS

Dear Chairman Bair,

On September 25, 2008, the operations of Washington Mutual Bank were seized by federal
regulators. Washington Mutual was then sold in a iransaction facilitated by the Office of Thrift
Supervision {OTS) and the Federal Deposit Insurance Corporation (FDIC). According to news
reports, the FDIC allowed Washmgton Mutual's $134.7 billion in assets to be sold to JPMorgan
Chase for $1.9 billion. On June 30™ of this year, Washington Mutual's assets were valued at
over $188 bilfion. .

Thank{ully. the customers of Washington Mutual will be protected. Shareholders and
bondholders, however, will reportedly be wiped out. The Washington State Investment Board is
reporting that its fund will lose $47 mllﬂon reducing the amount of retirement funds available to
Washington state workers, .

The New York. Times Is.now report!ng an analysis by James F. Reda and Associates shows that
" Alan H. Fishman, Washington Mutual's chief executive, will be eligible for $11.6 million in cash
severance and will get to keep hts §7.5 milllion signing bonus. Mr. Fishman began working for
Washington Mutual September 9. So, this multimillion dollar golden parachute is in exchange
for two and a half weeks service. This in unconscionable. If shareholders and bondholders are
- left unprotected the head of the bank should not be profiting at this leve!l of compensation.

Mr F:shman s compensahon comes. on top of Kerry Killinger — long time Washington Mutual
chief executive - recewmg an evghbﬁguce severance package earher this month valued at more
than $22 milljon.

The FDIC, of course, did not approve Killinger's golden barachute. Did you give approval to the
reporied severance porhon of Mr. Fishman s parachute? S ,

Earher this month vt was reported that thie chlef of exacufive of Fannie Mae — Daniel Mudd —

and the chief of exécutive of Freddie Mac = Richard Syron ~ were in fine for mutfl-million dollar
severance packages. In Mr. Mudd's case, it was reported the package could be worth as much
as ‘58 4 mi!hon in Mr. Syron's case,.it was reported ha was in line for as mych as $15.5 milfion.
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When the outrage over these packages grew, James.Lockart, director of the Federal Housing
Finance Agency banned both men from receiving the golden parachute portions of their
packages.

{ understand the anger of the many Washington Mutual shareholders in Washington state. |-
strongly object fo outrageously large executive compensation for a chief executive with a 2 %4
week tenure when Washington Mutual's sharehoiders get nothing. .

For decency sake, | implore you to consider these shareholders — especially lower and middle
income people whose refirement safety nels have just been wiped out. Please do the right
thing.

The Federal Housing Finance Agency acted on a golden parachute situation very similar io this
one in the case of Freddie Mac and Fannie Mae. If you failed fo act on this matter wheri you had
control of Washington Mutual and now betlieve you cannot press for this action, | would fike an
explanation of your reasomng for failing {o do so.

r Mike Hewitt, Leader
Washington State Senate Republican Caucus

'CC
Senator Christopher Bodd, Chalr Banking, Hous:ng and Urban Affairs Committes, U.S. Senats
Senator Richard Shelby, Ranking, Banking, Housing and Urban Affairs Committee, U.S. Senate
Representalive Barhey Franks, Chair, Financial Services Committee, U.S. House of Representatives
Representative Spericer Bachus, Rankmg. Financial Services Committee, U.S. House of RepresentahVes
Senator Patty Murray, U.S. Senate .

Senalor Maria Cantwell, U.S. Senats

_Representahve Jay Inslee, U.S. Housa of Representatives

Representative Rick Larsen, U.S. House of Representatives

Representative Brian Baird, U.S. House of Representatives

Reprasentative "Doc” Hastings, U.S. House of Representatives

Representative Cathy McMorris Rodgers, U.S. House of Representatives

Representative Norm Dicks, U.S. House of Representatives

_Represeniauva Dave Reichert, U.S. House of Represantatives -

Representahve Adam Smith, U.S. House of Representatives

Mr. John Reich, Director, Office of Thﬁft Supervision

Scotf Jarvis Dlrectnr. Washington State Department of Financial Institutions .

Senator Jean Berkey, | Chair, Financig! Institutions and Insurance Committes, Washington Stats Senate
Senator Don Benton, Ranking, Financial Institutions and Insurance Committee, Washington State Senate
Representative Steve Kirby, Chair, Insurance, Financial Services and ConsUmer Protection Committee,
Washihglon State Housa of Representntrves

Representativeé Dan Roach, Ranking, Insurance, Financial Services and Consumer Protection
Committee, Washington State House of Representatives’

Rob McKenna, Washingtén State Attorney General '

o
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Federal Deposit Insurance Corporation
550 17t Streel NW, Washingion, DC 20429 ‘ Office of Legislative Affairs

October 16, 2008

Honorable Virginia Foxx
House of Representatives
Washington, D.C. 20515

Dear Congresswoman Foxx:

Chairman Bair asked me to respond to your letter regarding proposals to acquire Wachovia
Corporation. ’

As you know, since the closing of our bidding process, Wells Fargo & Company came forth with
an offer that does not require Federal Deposit Insurance Corporation assistance. The acquisition
was subsequently approved on October 12, 2008, by the Federal Reserve Board under its
expedited procedures. The primary federal regulators of the banks and savings assdciations
involved in the acquisition imposed no objections.

1t is important to emphasize that the Wells Fargo acquisition fully protects all creditors including
depositors, insured and uninsured. All banking customers of the merged institutions will be fully
covered with no disruption in service. The quick resolution of Wachovia should provide
assurance to depositors at a time when public confidence in the safety of their money is critically
important, <

Your interest in this matter is appreciated. If you have further questions, the Office of
Legislative Affairs can be reached at (202) 898-705S5.

Sincerely, -

Eric J. Spitler
Director
Office of Legislative Affairs
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- o /
Eric Spitler ;

Director, Office of Legislative Affairs
Federal Deposit Insurance Corporation
550 Seventeenth Street, NW, Room 6076
Washington, DC 20429

Dear Eric; .

During these uncertain economic times, all of us are distressed to learn of the failure of such a
fine institution as Wachovia Bank that has served North Carolinians so well for so many years.
It is my hope that the shareholders, customers and taxpayers will receive the best possible
result from the negotiations over the future of the company. It is also very important to keep the
public informed of any developments as this process moves forward. | request that you share
with me any information regarding the FDIC’s involvement or intervention i in the proposed
merger between Wachovia and Wens-Fargo Best wishes.

Sincerely,

Virgi!a Foxx

Member of Congress

PRINTED ON AECYCLED PAPER



@ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DG 20429

SHEILA C. BAIR
CHAIRMAN

October 16, 2008

Honorable Sheldon Whitehouse
United States Senate
Washington, D.C. 20510

Dear Senator Whitehouse:

Thank you for your letter dated October 2, which I received on October 15,
sharing your comments on the recent turmoil in the nation’s economy.

The core mission of the Federal Deposit Insurance Corporation is to maintain
stability and public confidénce in the nation’s financial system by insuring deposits,
supervising financial institutions, and resolving the failure of insured institotions. In
these uncertain economic times, the FDIC's mission is more important than ever in
ensuring that the insured deposits of consumers and small businesses are protected in the
event of a bank failure. In the 75 year history of the FDIC, no depositor has ever lost a
penny of insured funds.

The FDIC remains committed to our mission as we address the issues faced by
insured banks and their customers. Again, thark you for your thoughts on these
important issues.

Sincerely,

Sheila C. Bair
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SHELDON WHITEHOUSE Rpcihtehouse. seneta.cov
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INTELLIGENCE
JUDICIARY
October 2, 2008

The Honorable Sheila C. Bair
Chairman

Federal Deposit Insurance Corporation
550 17th Street, NW

Room 6076

Washington, DC 20429

Dear Chairman Bair,

My friends Chris Dodd and Jack Reed speak very highly of you, so I take the
liberty to write. I would urge you to please consider this letter as you implement the
extraordinary authority and discretion Congress has given you.

People across the country are hurting. In the Bush economy, average wages for a
household under 55 are down $2,000, and expenses are up $4,600 (not counting child
care, another $1,500 increase), for a combined loss of $6,600 in spending power. For
someone making $30-40,000 a year, that is a really big deal.

Feoplc acro:.s the country have been humng this way for a wh:le and nobody in
authority has gwcn a red hot damn about thcm, and they know it. Gas compamcs made
re¢ord profits While prices at the pump broke their budgts; credit ¢ard companies found
new and more devious ways to jack effecfivé interest rates over 30% and beyohd.-

Thcy ve lost homes Tbey ve lost Jobs They ve lost hcalth msurance It 1s not pretty. -

And all thc while, they were subjected to a grotesque spcctacle of lavish
compcnsanon ‘and Gilded' ‘Age excess, oﬁen taxed at raIes bclow thclr own meager
incomes. v

Now that rich and connected people are in trouble, it seems to them, suddenly
Washington is interested, and expecting them to pay for it. Skeptical eyes from
struggling families, whose Phght is very real but has bccn wxdcly 1gnored., now are
watching what You wxff do. " -

; Y] ..‘ . ."

It would be easy for you to implement your new authority in ways that
comfo:tably accomodate the financial world. Since it is your world; yoii tnay even think
Yyou are alIev1atmg pain overall if you go tliat road. The banks and CEOX and investment
groups ‘and Hedge funds’ you will be ‘workinig with will be pushing hard for yo to
accommoda‘tc their mtcrests and you will be ‘surrounded by them, and may yield to an’
understandable inclination to make them happy. Many of them dré'your friends. :

PRNTED OK RECYCLED PAPER



But you risk, in the lawful exercise of your discretion, so disillusioning and
infuriating the long-suffering people, who missed the party but now have to pay for the
clean-up, that lasting damage is done to our unity as a nation. You are in a position now
to tear the very fabric of this country. And I am afraid you will if you are not VERY
attentive to this concern.

When I spoke last week with Secretary Paulson and Chairman Bernanke, I got the
impression they saw this as a larger financial problem that contained the smaller political
problem of dealing with Congress. 1 think it is the other way around. We have a smaller
financial problem within a larger political problem.

That larger political problem is to maintain sufficient national unity, and sufficient
confidence in democratic institutions, to be able to address the massive problems bearing
down on us that require action in the near future. These include:

The over $7 trillion of debt that George W. Bush has run up as President;

Our $34 trillion Medicare liability — which is just one symptom of our bloated and
unsustainable health care system;

The $740 billion annual trade deficit the United States of America is running;

The 1.2 billion American credit cards carrying one trillion dollars in debt at often
abusive and totally uncontrolled interest rates;

An energy policy that hemorrhages $600 billion a year to oil-producing countries
and puts us on the losing end of the biggest wealth transfer in the history of
humankind; and

The tons of carbon and greenhouse gases we are pumpmg into our thin and
delicate aimosphere

These are even more serious problems than our present credit panic, and it will
take a unified country to address them through our democratic institutions in a timely and
responsible way. Thus my warning: the edsy and painless way through this for you may
sow the seeds of disaster for our coumtry as these larger problems bear down on us.

Sheldon Whitehouse
United States Senate



As discussed in my answer to Question #2, 1 have suggested a number of other steps for
Congress to consider that would provide additional protections to consumers.
Opportunities exist to improve and expand the ability of the federal banking agencies to
. protect consumers. The FDIC stands willing to assist Congress and to join with our
fellow regulators to explore ways to ensure a financial industry that is profitable for the
institutions and fair to its customers.



Q2. Do consumers have adequate protections against predatory lending practices,
e.g., subprime credit cards?

A2. While I support the operation of market forces, regulators need to set rules for
market participation. Moreover, price competition does not work if consumers do not
understand the true cost of financial products. Through appropriate rulemaking,
regulators can establish strong protections for consumers that consistently guard against
abuse across industry and supervisory lines. Meaningful enforcement aathority and
sufficient resources should be devoted to that authority.

With regard to credit cards, the Federal Reserve Board recently proposed arnendments to
Regulation Z, which implements the Truth in Lending Act. The notice of proposed
rulemaking on Regulation Z contains significant advances in credit card disclosures. The
proposed amendments would require important changes to the format, timing, and
content requirements in documents provided to consumers throughout the life of a credit
card account, including changes in solicitations, applications, account opening
documents, change-in-term notices, and periodic billing statements. These proposed
amendments will assist consumers in better understanding key terms of their credit card
agreements such as fees, effective interest rates, and the reasons penalty rates might be
applied, such as for paying late.

My written testimony describes additiona_!vproposals for improving consumer protections
regarding credit cards and mortgage lending. I suggest that Congress consider the
following reforms:

Create national standards for subprime mortgage lending by all lenders through either
legislation or rulemaking under the Home Ownership and Equity Protection Act of 1994
(HOEPA). A statutory approach could draw from the 36 state anti-predatory mortgage
laws currently in effect. At its core, however, a statutory framework should address two
important areas: (1) the ability of the borrower to repay the loan; and (2) misleading
marketing and disclosures that make it unnecessarily difficult for borrowers to fully
understand the terms of loan products.

Expand rulemaking authority under Section 5 of the Federal Trade Commission (FTC)
Act to all federal barking regulators to address unfair and deceptive practices. Under
the FTC Act, the Federal Reserve Board, Office of Thrift Supervision, and the National
Credit Union Administration have authority to issue rules regarding unfair or deceptive
acts or practices for the institutions under their supervision. But the FTC Act does not
give the FDIC authority to write rules that apply to the 5200 state non member banks that
it supervises -- nor does it grant that authority to the OCC for its 1700 national banks.
Although our examinations indicate that most FDIC-supervised banks are not engaging in
predatory practices, the FDIC could more effectively address unfair and deceptive
practices if we had rulemaking authority in this area. To effectively address predatory



'i'hankyouinidvanceforyomassistanccinthismatta‘.

Melvin L. Watt, Chairman’
Subcommittee on Oversight & Investigations
. House Financial Services Committee




ot

LA0 3-51

Hnited Stavss Senatr

COMMITFES ON BANKING, HOUSING, AND

URGAN AFFARS
WASKHINGTEN; BC 20510-6075
Odriler 21, 2008
o FDIC

.‘;S‘Im‘ .man
“Federal Deposit-Tosurance Chrporation OCT 22 2008
-550 17th Stredf W o
Washinglon, DL 204299850 OFFICE OF LEGISLATIVE AFRAIRS
Dear Glisiinan Bidx:

onbemmfmsmaenmmmqngmmg, Moising, and Urban AT, Tam
wiiting toscorstinm that yisn-will estify fefore the Ciimitittee at dm"hearmg on “Tutmeil in
the U.S. Credit Markats! MMW Regulatory Reiponses.” The hearing is schednled
-for*rhursd:y é:tohm: 339 5£10:00 a.m, i7he Basking Gonmnittee’s liearing rswm Jocated
in the Dirksen Smmﬁwﬂﬁ%&msﬁi

The Conmities-would frdit hu!gﬁﬂfsr youbtestimony 16 discussretent actions taken
by the FDIC 1 adiress i financial erigs, ingludingshe decision fo increase deposit
insimrsies s guirfintée seoior bupk debt: Ass bsied Ikinber of the HOPE for
Homeownet spmgmmmuasabddwdmoﬂgagmmd miotigage-becked securitios as 8
result of recefit market interventibhs; 3w are. mcuhdymmd in the FDIC's actibns to
assfst Amesicatic in avoiding fortclasora, ind #iny recommrendations for how we'can betier

'help Familics aviid Rareclosure,

memposesufﬂ;aCmnm Record and’pnnxing,.yuut writien statcment must be

aﬁmmadmctecmwfombyemmlw B kinp senste.pov and
: : 2 pov, on 608 CORW mWozdPaM(oroﬁ:ercqmpmnblc

pmgnm}ﬁmnat gna,tmeddoublcspaced. Also, tsyo ORIGINAL copies of the statement
rnst be inttuided foi Ve printeny; wlong with 73 coplev oy the wse-of Comnittee metmbers and
staff. “‘Your statemnent should be sont no-Jgter than 24 hours prior{o the bearing. You should
expect to hve apgroximately’s minites to give Yiur testimony ot the heating. Your full
statement will be ade pevt of the hesring recard. ,

H you hive-sny qitestions regardingtlils hearing, please coitdct Amy Friénd at
202-24-1391.

Thank you for your cooperation,




2428 RayrurnN HousE Ormice BUILIING
WastovcTon, DC 20515
TeL: () 225-8045
Faxs (A12) 2259073

333 F STReET, SUTTE A
CHUIA VISTA, CALIFORNIA 91910
Tz (619) £22-5963

BOB FILNER -
S1st DIsTRICT, CALIFORNIA

VETERANS' AFFAIRS COMMITTEE
CHAIKMAN

TRANSFORTATION AND IFRASTRUCTURE CONGRESS OF THE UNITED STATES Fax: (619) 422-7290
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Sheila Bair ‘
Chairwoman FDIC
Federal Deposit Insurance Corporation
550 17th StNW NOV 5 2008
Room 5046 s
Washington, DC 20429 DFFICE OF LEGISLATIVE AFFAIRS
Dear Sheila:

I write to 1nv1te you to address a group of mortgage lenders and commumty leaders
in my district about the FDIC foreclosure prevention plan.

As you know, the foreclosure issue and available responses to the situation are a
major topic of speculation and discussion across the country. In addition to bank
failures; there:are bank mergers, bank buyouts, the purchiase of securities by
government agencies and the ongoing failure of small and large investment firms.
Much of the discussion about these Circuristahces’ occurs, as it should, in:
Washington D.C. However, there is'a strorrg “néed to know” i in local communities
undergoing the impacts. i

The San Diego region, a large portion of which I represent, has been dramatically
impacted by foreclosures. In the Jast fiscal quarter alone there were over 13,000
notices of default filed and over 5000 foreclosures. This rate has been repeated
over the previous two years.

We have many agencies assisting homeowners to rewrite their loans. Their biggest
problemns are access and the lack of any clear pohcy by the banks on'workouts. It is
my understanding that the FDIC has, in their oversight of Indy Mac, developed a
cousistent and pragmatic set of guidelines for other lenders. We know as well that
Fannie Mae and Freddie Mac and how Treasury are in’ ovchIght of large numbers
of bad loans and n need of a workout plan

PRINTED ON RECYCLED PAPER



Sheila Bair
October 27, 2008
Page 2

We are deeply concerned about the opportunity of our residents to access fair
treatment in their financial duress. We want to support your efforts to standardize

these practices.

Accordingly, I, in conjunction with the City Club of San Diego, the Chamber of
Commerce and the City/County Reinvestment Task Force, chaired by Councilman
Tony Young and County Supervisor Ron Roberts, would like to invite you to come
to San Diego and present your plan. We can also discuss with local partners a
strategy to support your efforts. The dates for this event are flexible. T urge you to
contact my scheduler Nora May, at (619)-422-5963 and Mr. Jim Bliesner, Director
of the City/County Reinvestment Task Force at (858)-694-8771 to find a date that
works on everyone’s calendar.

BOB FILNER
Member of Congress

Cc: Mr. George Mitrovich, CEO, The San Diego City Club
Mr. Anthony Young, Councilman 4™ District, San chgo City Council
San Diego Chamber of Commerce

BF/ek
2499149



@ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DC 20429

SHEILA C. BAIR
CHAIRMAN
November 4, 2008

Honorable Brad Sherman
House of Representatives
Washington, D.C. 20515

Dear Congressman Sherman:

Thank you for your letter regarding the Federal Deposit Insurance Corporation’s
need for office space in Southemn California. We are in the process of acquiring leased
space for a West Coast Temporary Satellite Office (WCTSO). This office will serve as a
temporary satellite operation for our resolution and receivership function that is based in

our Dallas Regional Office.

The WCTSO will handle the management and liquidation of receivership assets
from failed banks and will be staffed by approximately 300-600 non-permanent
employees and contractors. The FDIC requires approximately 200,000 square feet of
space for a léase term of three to five years. This temporary office will be closed when

work is completed.

The FDIC is conducting a lease competition in accordance with our leasing policy
and we are nearing completion of the competitive process. Several landlords in the Los
Angeles and Orange County areas identified by our national broker have submitted
proposals. An evaluation team will recommend the offer that is determined to be the best
value for the FDIC, considering mission objectives, price, and other qualitative factors.

Subsequent to completion of the competition, a business case will be presented to
the FDIC Board of Directors for site selection approval. After Board approval, the FDIC
will announce the selection decision.

I appreciate your interest in this matter. If you have further questions or concerns,
please contact me at (202) 898-6794 or Eric Spitler, Director of the Office of Legislative
Affairs, at (202) 898-3837.

Sincerely,

SheilaC. Bair
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BRrAD SEERMAN PH: (202) 225-5911
UNITED STATES CONGRESS October 17, 2008 FAx: (202) 2255579

VIA FACSIMILE

The Honorahle Sheila C. Bair
Chairwoman

Federal Deposit Insurance Corporation
550 17 Street, NW, MB-6020
Washinpton, DC 20429

Re: FDIC Los Angeles Arca Office: In Support of Woodland Hills Site
Dcar Chairwomsn Bair:

1 am writing with regard to the Federal Deposit Insurance Corporation’s (*FDIC™)
propasal 1o locate an office in the Los Angeles area. T urge yon to establish an office in the
Woodland Hills area of the San Fernando Valley, home to a number of important fmancial and
insurance institutions, as well as the U.S. Bankruptcy Court. { understand that you are kioking
for a site with 200,000 square feet capable of bousing approximately 600 employees, and arc
considering a site in the Woodland Hills area of the City af Los Anpeles.

The San Fernando Valley is home to nearly two million residents. According to the most
recent report prepared by the U.S. Census Buresu on the San Fernando Valley, 30 percent of the
population age 25 und over have received a bachelor’s degree or higher. California State
University, Northridge, located in the heart of the San Fernando Valley, has onc of the region’s
largest and most respected progrums in accounting, finance, and business.

The Wamer Center area of Woodland Hills is easily accessible via lreeway and public
transit through the Metro Orange Line and Mctro Rapid Bus service. The Wamer Center Trapsit
1lub, which connects local and regiomal mass transit systems (including the Metro Orange Linc),
is within walking distance ol'the Woodland Hills sitc the I'DIC is currently evaluating.

The City of Los Angeles, reyresentied by Mayor Antonio R. Villaraigoss and local City
Councilmember Denyys P. Zime, strungly supparls the location of an FDIC office in Woodland
Hills. The City can meet the FDIC’s requirements iricloding occupancy of a site in Woodland
Hills by the end of the year, and will be providing yov with other imporiant informatijon about
(he benefits of locating an officc in the San Fernando Valley. ‘In paxticular, Mayor Villaraigosa's
letter to you of October 16, 2008 (copy allached) says in part:

RAECYC.ED PANEN
o a4
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FDIC Los Angeles Area Office
Octlober 17, 2008
Page 2

“As Mayor. I am also able to fast track our permitting procesy to mect your deadlines ~
and to offer economic incentives such as water and power discounts...I would request
that the City have an opportimity to present its best case 1o you before any decision is
reached.”

1 am particularly interested in brioging the resources of the Federal government closer to
our constituents and businesses. Should the FDIC establish an office in Woodland Hills, you

wil) find a well-educated, highly-motivated workforce in the San ernando Valley cager to
support the FDIC’g core mission, vision, and values.

Thank you for your consideration. 1 look forward to the FDDIC’s site selection decision.

Sincerely,

BRAD SHERMAN
Member of Congress

Attachment

cc: Mayor Antonio R. Villaraigosa
Los Angeles City Council
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ANTONIO R. VILLARAIGODSA
MavYor

October 16, 2008

The Honorable Shella C. Bair

Chalrwoman and Members of the Board of Dirsciors
Federal Deposit insurance Corporalion

550 - 17th St., NW, Room MB-8020

Washington, DC 20429

Daar Chairwoman Bair and Members of the Board of Directors:

) am writing fo request your support for a decislon o locate a nev regional office of the Federal
Deposit Insurance Corporation (FDIC) m the LNR property located In Wocodland Hills, California.

Itis my understanding you are looking for a site that has 200,000 square faet and is capable of
housing approximately 600 employees. You aiso need tg fast track the permiiting requirement
in order to occupy the space by the end of this year.

The LNR site is perfectly suited for the FDIC, i has the required space; is sasily accessile
both by freeway and by public transportation; is In the heart of the San Fernando Valley, with
one of Southern Califomia’s most educated workforces; is in close proximity to several financial
and insurancs institufions lnduding within feet of the U.S. Bankruptcy Court.

As Mayor, | am also able to fast track our permitting pracess to meet your deadlines and to offer
economic Incentives such as water and power discounts.

Unfortunately, | have anly now been made aware of your pending decision, | would request that
the City have an opporiunity to present its best case to you befors any decision is reached.

Thank you for your consideration.

Mayor

ARV:jbg
Cc: Members of the Los Angeles Congrassianal Delegation
200 NORTH SPRING STREET » L DS ANGELES, CALIFORNIA 90012

== . Prone: (213) 978-0600 « Fax: (213; $78.0750 A
Evatl: MavorguaciTy.ore



@ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DG 20429

SHEILA C. BAIR .
CHAIRMAN November 4, 2008

Honorable Jerry Moran

Ranking Minority Member
Subcommittee on General Farm Commodmcs and Risk Management

Committee on Agriculture
House of Representatives
Vashington, D.C. 20515

Liear Congressman Moran:

Thank you for your letter inquiring about bilateral over-the-counter (OTC) interest
rate swaps and cleared futures contracts.

. The Federal Deposit Insurance Corporation’s risk-based capital requirements for the
counterparty credit risk associated with OTC interest rate swaps and cleared futures contracts
are consistent with the treatment of the Basel Committee on Banking Supervision’s
“International Convergence of Capital Measurement and Capital Standards” (Basel I) and
“Basel II: International Convergence of Capital Measurement and Capital Standards: A
Revised Framework” (Basel IT). In conjunction with interagency rulemakings with the other
federal banking agencies, the FDIC’s implementation of Basel I and the Basel II advanced
approaches for risk-based capital rules are codified at 12 C.F.R. Part 325, Appendices A and
D, respectively. The FDIC also is involved in an interagency rulemaking that would
implement the Basel II Standardized Approach.

Enclosed are copies of the FDIC’s Financial Institution Letter (FIL) No. 59-95,
announcing the implementation of Basel I for derivatives contracts and FIL No. 107-2007,
apnouncing the implementation of the Basel II advanced approaches risk-based capital rule
for derivatives contracts.

1 also am enclosing data prepared by our Capital Markets staff regarding the positions
in interest rate derivatives at FDIC-supervised institutions and an overview of the capital
treatments for interest rate swaps and cleared futures contracts under both the Basel I-based

and advanced approaches regulatory capital frameworks.

I hope this information is helpful. To set up a meeting with our agency subject matter
experts or if you have additional questions, please contact Eric Spitler, Director of Legislative
Affairs, at (202) 898-3837.

Sincerely,

Sheila C. Baiy

Enclosure



DATA REGARDING OUTSTANDING INTEREST RATE DERIVATIVES
CONTRACTS AND RISK-BASED CAPITAL REQUIREMENTS FOR BILATERAL
OTC INTEREST RATE SWAPS AND CLEARED FUTURES CONTRACTS

I. Notional amount and maturity profile of interest rate derivatives at FDIC-supervised
institutions

Information on the outstanding notional amounts of interest rate derivatives for individunal
institutions can be found on Schedunles RC-L and RC-R of the quarterly, publicly available
Consolidated Reports of Condition and Incomc (Call Report) filed by all insured U.S.
commercial banks and trust companies.’

In total as of June 30, 2008, institutions supervised by the FDIC reported interest rate swaps with
notional amounts of $184.4 billion. The Call Report does not provide a maturity break down for
interest rate swaps. However, it does provide maturity information for all types of interest rate
derivatives contracts excluding futures contracts. These institutions also reported interest rate
derivatives contracts with a notional amount of $84.4 billion with maturity less than one year,
$73.4 billion with a matunty between one and five years, and $54.4 billion with a maturity

greater than five years.”

II. Capital Requirements
Basel 1
Bilateral OTC interest rate swaps:

Capital requirements for bilateral OTC interest rate swaps are calculated by multiplying a credit
equivalent amount of the swap contract by the counterparty’s risk weight. The first step in this
process is to determine the credit equivalent amount which is the sum of current exposure (CE)

and potential future exposure (PFE).

To calculate the CE, a bank must first calculate the mark-to-market value of the underlying
contract. The CE is the mark-to-market value if the value is positive (i.e. the bank is in-the-
money); otherwise the CE is zero. ) .

The PFE is calcu]atcd by multiplying the notional amount of the contract by a credit conversion
factor (CCF).> The CCFs for interest rate contracts are based on maturity as follows:

! Call Reports are available at https://cdr.ffiec.gov/public/SearchFacsimiles.aspx.
? These numbers include swaps, forwards, and purchased options on interest rate confracts, but do not include
notional amounts for single currency interest rate swaps in w!uch payments are made based on two floating rate

indices.
3 No PFE is calculated for single currency interest rate swaps in which payments are made based on two floating rate
indices (so called floating/floating or basis swaps); the credit exposure on these contracts is evaluated solely on the

basis of their mark-to-market values.




Remaining
maturity CCF
Oneyearorless | 0.0%
More than one year 0.5%
to five years
Greater than five 1.5%
years

Once the credit equivalent amount is detenmined, that amount is then risk weighted based on the
counterparty. The risk weights applied to various types of counterparties are listed in Table II of
Appendix A to Part 325. For example, the risk weight for a depository institution in the United
States is 20 percent. Risk weights applied to credit equivalent amounts for derivatives contracts
are capped at 50 percent. The final capital requirement is eight percent times the risk-weighted
credit equivalent amount.

If a bank has multiple interest rate derivatives contracts with the same counterparty, the bank
may be allowed to net these exposures and calculate capital requirements on the netting set” as
opposed to calculating capital requirements separately for each position with the same
counterparty. Netting allows a bank to offset in-the-money positions with out-of-the-money

positions with the same counterparty.

Netting is incorporated by altering the calculation of the credit equivalent amount. In the case of
netting, the CE is the sum of all positive and negative mark-to-market values of all contracts in
the netting set (again, if this final number is negative, then the CE is zero). The PFE is the sum
of the PFE calculations for all contracts in the netting set adjusted by a formula which gives

partial recognition of offsetting contracts.

Cleared futures contracts:

Banks are not required to hold risk-based capital undzr Basel 1 for cleared futures contracts
traded on an exchange. Specifically, the rule states: “Exchange rate contracts with an original
maturity of 14 calendar days or less and derivatives contracts traded on exchanges that require
daily receipt.and payment of cash variation margin may be excluded from the risk-based ratio

calculation.”
Basel I

Bilateral OTC interest rate swaps:

* A petting set is the set of contracts ¢ligible for netting. A netting set is defined by a Master Netting Agreement.
5 The formulz determines an adjusted add-on amount, or net PFE, (A,.). The formula is:

Aper(0.4% A g 0. 6(NGR*A 1)

NGR is the ratio of net conrent exposure to gross current exposure. A, is the sum of the PFE calculations.



The Basel II advanced approaches rule allow banks to choose between two approaches for
calculating capital requirements for bilateral OTC interest rate swaps. These approaches will
calculate an exposure at default (EAD) for an OTC interest rate swap or a group of derivatives
contracts in a netting set.

The first approach is similar to the method described above for Basel I Instead of applying a
risk weight to that amount, the bank uses its own estimate of the probability of default (PD) and ..
loss given default (LGD) of its counterparty for the interest rate swap to calculate a risk weight.
The 50 percent risk weight cap does not apply under the Basel I advanced approaches rule.

The second approach allows a bank to develop its own internal models, after obtaining
supervisory approval, to calculate required capital. Under this intemal models methodology, a
bank uses an internal model to estimate the expected exposure for a derivative or netting set,
based on a bank’s forecast of future interest rate paths. The average positive exposure resulting
from these paths is then used to calculate EAD based on a supervisory formula which includes a
scalar of 1.4, which could possibly be lowered based on approval from a bank’s supervisor.

We expect that the risk-based capital requirement could fall significantly for exposures to which
the internal models method is applied. This reduction in risk-based capital requirements under
the intermal models methodology is a result of: 1) the use of the average positive exposure — as
opposed to some more conservative value; 2} the incorporation of risk mitigation practices, e.g.
collateral posting requirements, into the bank’s internal model; and 3) a full recognition of
netting. The internal models methodology in the Basel II advanced approaches rule provides an
expanded recognition of netting, including cross-product netting, i.e. netting of all types of OTC
derivatives with repo-style transactions and eligible margin loans. However, it should be noted
that the Basel II advanced approaches rule has not yet been applied.

Cleared futures contracts:

Banks are not required to hold risk-based capital under the Basel II advanced approaches rule for
cleared futures contracts traded on an exchange. Specifically, the rule states: *“A bank may
attribute an EAD of zero to . . . derivatives contracts that are publicly traded on an exchange that
requires the daily receipt and payment of cash-variation margin.”
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Key Aspects of the Final Rule on Risk-Based Capital Standards: Advanced Capital
Adequacy Framework — Basel I

1. Introduction

The final rule is generally consistent with the advanced approaches outlined in the
Basel Committee on Banking Supervision document Jnternational Convergence of
Capital Measurement and Capital Standards: A Revised Framework, Comprehensive '
Version, published in June 2006 (Basel II framnework, or framework). The final rule
requires certain banks (core banks), and permits other banks (opt-in banks), to use the
advanced internal ratings-based approach (AIRB) to calculate regulatory credit risk
capital requirements and the advanced measurement approach (AMA) to calculate
regulatory operational risk capital requirements. Both core and opt-in banks will remain

subject to the present agency rules for Prompt Corrective Action and the leverage ratio.

Specifically, the final rule sets forth the U.S. banking and thrift regulatory
agencies' (Agencies) requirements for the U.S. implcmcntaﬁon'of the AIRB for assessing
credit risk capital charges and the AMA. for assessing operational risk capital charges.
The use of the AIRB and AMA (collectively, the Advanced Approaches) will be required
for a core group of large and intemationally active U.S. banking organizations (core
banks) and allowed for other banking organizations that, on an opt-in basis, are able to
qualify for the framework (opt-in banks). Core banks are banking organizations with
consolidated total assets (excluding assets held by an insurance underwriting subsidiary
of a bank holding company) of $250 billion or more, or with consolidated total on-
balance sheet foreign exposure of $10 billion or more. A bank must also apply the
Advanced Approaches ifit is a subsidiary of another bank or bank holding company that
uses the Advanced Approaches, unless it is exempted by its primary federal supervisor
from being required 1o use the Advanced Approaches.

Under the final rule, a bank’s on- and off-balance sheet exposures will be divided
into four categories: wholesale, retail, securitization and equity. A bank must calculate
for each wholesale and retail credit exposure or pool of credit exposures certain key risk



inputs, which are described later in this document. These inputs, in conjunction with

supervisory formulas described in the rule, determine the risk-based capital requirement.

The final rule also contains a regulatory capital charge for operational risk.
Operational risk is the risk of loss resulting from inadequate or failed internal processes,
people, and systems or from external events.

The Basel II framework allows three options for calculating capital requirements,
which includes the AIRB that is adopted in the attached final -m]c, a Foundation
Approach, and a Standardized Approach. The Agencies are currently dcvéloping a
Notice of Proposed Rulemaking (NPR) that would provide banks that are not subject to
the Advanced Approaches framework with the option of adopting the Standardized
Approach of the Basel II framework (Basel II Standardized NPR). The Basel II
Standardized NPR will replace the Basel 1A notice of proposed rulemaking that was
issued on December 26, 2006." The Agencies will pose a question in the Basel II
Standardized NPR whether core banking organizations should be allowed to adopt the
Standardized Approach as ad alternative. .

1. Basel II Final Rule

A comprehensive description of the final rule, or all the changes made in response
to comments on the Agencies’ 2006 Advanced Approaches NPR, is beyond the scope of
this document.? The interested reader is referred to the Federal Register notice. The

remainder of this document provides only a few highlights of the final rule.

Pillar 1: Minimum Risk-Based Capital Requirements

U.S. banks and banking organizations are subject to a dual framework of capital

regulation. A set of leverage requirements specifies the minimurm amount of tier 1

' 71 FR 77446 (December 26, 2006).
271 FR 55830 (September 25, 2006).
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capital that banks and banking organizations must hold as a percentage of balance sheet
assets. For insured banks, the leverage requirements are an integral component of the
statutory framework of Prompt Corrective Action (PCA) mandated in the Federal Deposit
Insurance Corporation Improvement Act of 1991 (FDICIA).® The leverage and PCA
requirements are unaffected by this final rule.

Risk-based capital requirements complement the leverage requirements by
requiring capital for risks that are either not reflected on the balance sheet, or that pose
materially more risk than the leverage requirements were designed to address. Current
risk-based capital rules involve converting the notional amounts of off-balance sheet risks
to on-balance sheet equivalents using defined conversion factors, and then requiring
capital for the resulting on-balance sheet equivalents, and for all other balance-sheet
items, using predefined risk buckets. Current rules also presciibe separate capital

requirements for market risk, which apply to a small number of U.S. banks.

Other risks facing banks, such as interest rate risk on exposures held outsidc the
trading account, liquidity risk, strategic or business risk, and reputational risk associated
with off-balance sheet activities (for example, with certain asset-backed commercial
paper conduits) are not explicitly addressed either by the Advanced Approaches or by the
current risk-based capital requirements. These risks will be addressed under the second
pillar of the Basel IT framework,.supervisory review (Pillar 2), which is described later in

this document.

Credit Risk. The final rule requires core banks to nse the AIRB approach for
determining risk-based capital requirements for credit risks. The AIRB approach requires
banks to estimate certain key risk parameters for each credit exposure or pool of
exposures. Banks must then feed these risk parameters into predefined formulas
(supervisory formulas). The supervisory formulas identify the amount of risk-weighted
assets that are required for each exposure or pool of exposures. The amount of risk-
weighted assets is a function of the nsk parameters input by the bank into the supervisory

? Statutory PCA requirements apply only to isured depository institutions, not their corporate owners.



formulas. The minimum capital requirement is then, by definition, eight percent of the
risk-weighted asset amount (an adjustment to the capital requirement based upon the

level of the institution’s loan loss reserves is described later).

The AIRB framework is broadly similar to the credit value-at-risk (VaR)
approaches used by some banks as the basis for their internal assessment of the economic
capital necessary to cover credit risk. It is common for a bank’s internal credit risk
models to consider a one-year loss horizon, and to focus on a high loss threshold
confidence level. As with the internal credit VaR models used by banks, the output of the
nisk-based capital formulas in the AIRB framework is an estimate of the amount of credit
losses over a one-year horizon that would only be exceeded a small percentage of the
time. The Apencies’ use of a one-year loss horizon is intended to balance the fact that
banking book positions likely could not be easily or rapidly exited, with the possibility
that a bank could attempt to cover credit losses by raising additional capital should the
underlying credit problems manifest themselves gradually. The nominal confidence level
of the AIRB risk-based capital formulas (99.9 percent) means that if all the assumptions
in the AIRB supervisory model for credit risk were correct for a bank, there would be less
than a 0.1 percent probability that credit losses at the bank in any year would exceed the

AIRB risk-based capital requirement.‘

Exposure at default (EAD). To calculate capital requirements for credit risk
using the supervisory formulas, banks must estimate certain key risk inputs for each
credit exposure or pool of exposures. The first key risk paraméter banks must estimate is
the exposure at default, or EAD. This is a dollar amount, and it is important becanse it is
the amount against which capital will be held. The EAD of a credit exposure must at
least equal the amount of the exposure that is carried on the balance sheet. For portions
of an exposure that reside off balance sheet, the EAD is the bank’s own estimate of the
amount of the exposure that would likely be owed the bank if there were a defanit. This

* Banks’ interna! economic capital models typically focus on measures of equity capital, whereas the total
regulatory capital measure underlying this proposal includes not only equity capital, but also cartain debt
and hybrid instruments, such as subordinated debt. Thus, the 99.9 percent nominal confidence level
embodied in the IRB framework is not directly comparable to the nominal solvency standards underpinning
banks’ economic capital models.
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contrasts with current rules: Instead of converting off-balance sheet amounts using
predefined regulatory conversion factors, these amounts are converted based on each

bank’s own estimate of the appropriate conversion factor.

Probability of default (PD). The second key risk parameter determining the
capital requirement for a credit exposure is the probability of default, or PD. The PD is
the bank’s estimate of the probability the borrower will default over the next 12 months.
It is intended to be a conservatively estimated “through the cycle” average of default rates
the credit exposure would be likely to experience dﬁn’ng both expansionary and
recessionary periods of economic activity. The rule gives banks significant flexibility as
to how they will estimate their PDs, but these estimates are expected to be supported by
historical data including default data from recession periods.

Capital requirements under the rule will depend importantly on banks® PDs.
These PDs, in turn, will depend on the way defaults are defined in the banks® databases.
Thus, the definition of default is of fundamental importance to the operation of the rule.
In the final rule, the Agencies have changed the definition of default for wholesale credit

exposures from that proposed in the NPR.

'The Agencies have adopted a definition of default for wholesale exposures in the
final rule that is consistent with the Basel I framework. In particular, the final rule has
deleted the NPR's requirement that default is triggered by a bauk incurring a credit-
related loss of 5 percent or more of the exposure’s initial carrying value in connection
with the sale of the exposure or the transfer of th-e exposure to the held-for-sale,
available-for-sale, trading account, or other reporting category. Under the final rule, a
bank’s wholesale obligor is in default if:

» The bank determines that the obligor is unlikely to pay its credit
obligations to the bank in full, without recourse by the bank to actions
such as realizing collateral (if held); or

¢ The obligor is past due more than 90 days on any material credit
obligation(s) to the bank. |



In the preamble to the final rule, the Agencies provide a discussion of what may
constitute an indication of an obligor’s unlikeliness to pay its credit obligations in full.

For retail exposures, the final rule retains the proposed definition of default,
which is consistent with the Basel II framework. However, the Agencies clarified that,
subject to certain considerations, a foreign subsidiary of a U.S. bank may, i its
consolidated risk-based capital calculations, use the applicable host jurisdiction defmition
of defanlt for retail exposures of the foreign subsidiary in that jurisdiction.

Loss given default (LGD). The third determinant of the capital requirement is the
loss given default or LGD. LGD is the bank’s estimate of the credit loss as a percentage
of exposure in the cvent the borrower defaults. LGD is especially important because the
capital requirement is a straight line multiple of the LGD. For example, required capital
for an exposure whose LGD is 20 percent will be exactly one half the amount that would
be required if the LGD were 40 percent. Similarly, required capital would be zero if the
LGD were zero. The LGD 15 expected to include all material credit related losses
including indirect expenses and an appropriate risk-adjusted discount rate for defaulted
assets held in a workout-mode. It is also expected to reflect the loss experience likely to

be realized during economic downturn conditions.

Maturity (M). A bank must also calculate a maturity adjustment, or M, for each
wholesale exposure. For wholesale exposures, other than repo-style transactions, eligibie
margin loans, and ¢ertain aver the counter {OTC) derivative contracts, M is the weighted-
average remaining maturity of the expected contractual cash flows from the exposure,
using undiscounted cash flows as weights. For repo-style transactions, eligible margin
loans and certain OTC dcﬁvativc contracts, M is the weighted-average remaining
maturity of the individual transactions subject o a qualifying master netting agreement,
with the trans.action weight based on the transaction’s notional amount. For most
exposures, M may be no greater than five years and no less than one year; however, for

certain transactions with an original maturity of less than one year, M may be set as low

as one day.



Expected loss (EL). A final determinant of required capital for a credit exposure
or pool of exposures is the expected loss, or EL, defined as the product of EAD, Pﬁ and
LGD. For example, consider a pool of subprime credit card loans with an EAD of $100.
The PD is 10 percent — in other words, $10 of cards per year are expected to default, on
average. The LGD is 90 percent, so that the loss on the $10 of defanlts is expected to be
$9. The EL is then $100 multiplied by 0.10 multiplied by 0.90, that is, $3. EL canbe
interpreted as the amount of credit losses the lender expects to experience in the normal
course of business, year in and year out. If the total EL for the bank, on all its exposures,
is less than its allowance for loan and lease losses (ALLL), the excess ALLL is included
in the bank’s tier 2 capital (this credit is capped at 0.6 percent of credit risk-weighted
assets). Conversely, if the total EL exceeds the ALLL, the excess EL is deducted from
capital, half from tier 1 and half from tier 2. In this example, the EL that would be
compared to the ALLL was a very substantial 9 percent of the exposure. The example is
intended to illustrate that for subprime lenders or other lenders involved in high charge-
off, high margin businesses, the EL capital adjustment may be significant.

Definition of Securitization Exposures and Hedge Funds. Under the final rule,
a traditional securitization is a transaction in which: _

¢ All or a portion of the credit risk of one or more underlying exposures is
transferred to one or more third parties other than through the use of credit
dezivatives or guarantees; '

» The credit risk associated with the underlying exposures has been
separated into at least two tranches reflecting different levels of seniority;

» Performance of the securitization exposures depends upon the
performance of the underlying exposures;

» All or substantially all of the underlying exposures are financial exposures
(such as loans, commitments, credit derivatives, guarantees, receivables,
asset-backed securities, mortgage-backed securities, other debt securities,
or equity securities);

» The underlying exposures are not owned by an operating company;



o The underlying exposures are not owned by a small business investment
company; and
e The underlying exposures are not owned by a firm an investment in which

qualifies as a community development investment.

The final rule also provides the primary federal supervisor of a bank with
discretion to exclude from the definition of a traditional securitization those investment
firms that exercise éubstantially unfettered control over the size and composition of their
assets, liabilities, and off-balance sheet transactions. The Agencies will considera
number of factors in the exercise of this discretion, including the assessment of the
investment firm’s leverage, nisk profile, and economic substance. This supervisory
exclusion is intended to provide discretion to the primary federal supervisor to distinguish
structured finance tmnsacﬁbns, to which the securitization framework was designed to
apply, from more flexible investment firms such as many hedge funds and private equity
funds. If the primary federal supervisor excludes an investment that has greater than
immaterial leverage, the exposure will be risk weighted at 600 percent.

Securitization Exposures. Securitization exposures are instruments in which
there is a tranching of credit risk. Securitization exposures may include mortgage-backed
securities, collateralized debt obligations, asset-backed commercial paper, certain types
of loan participations, structured investment vehicles and hedge fund exposures.

The final rule provides a hierarchy of approaches that must be used to determine
the risk-based capital requirement for a securitization exposure: the ratings-based
approach (RBA), the internal assessment approach (IAA), and the supervisory formula
approach (SFA). Under the RBA, banks determine risk weights for securitization
exposures based on the external ratings assigned to each exposure by a nationally
recognized statistical rating organization (NRSRO). The final rule provides a matrix that
assigns a risk weight to each external rating depending upon the exposures’ seniority and
the amount of granularity in the securitization’s underlying asset pool. For the IAA, the
bank will calculate its risk-based capital requirement for a securitization exposure to an
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asset-backed commercial paper program by mapping the bank’s interal credit
assessment of the asset-backed commercial paper securitization exposure to an equivalent

NRSRO credit rating. Under the SFA, the bank will apply a formula specified in the final

rule for securitization exposures.

Equity Exposures. Equity exposures include publicly traded and non-publicly
traded stock as well as instruments (other than securitization exposures) in which the
return on the instrument is based on the performance of an instrument representing a

direct or direct ownership interest in a company.

The final rule provides two approaches to calculate rislébased capital for equity
exposures: the simple risk-weight approach (SRWA) and the intemal models approach
(IMA). The SRWA generally applies a 300 percent risk weight to publicly traded equity
exposures and a 400 percent risk weight to non-publicly traded equity exposures. The
final rule also provides for risk weights between zero percent and 100 percent for certain
equity exposures, such as equity exposures to a Federal Reserve Bank, Federal Home
Loan Bank, or community development corporations. In addition, the SRWA allows a
portion of “non-material” equity exposures, up to 10 percent of tier | capital plus tier 2
capital, to receive a 100 p:rccﬁt risk weight.

The IMA allows a bank to develop an internal model to produce an estimate of
potential loss that is not less than an estimate produced by a Value at Risk methodology
using specified parameters. However, a bank generally may not assign a risk weight of
less than 200 percent to publicly traded equity exposures and 300 percent to non-publicly
traded equity exposures. In addition, if the bank uses the IMA, it is not eligible to assign
a preferential risk weight to any “non-material” portion of its equity exposure. A bank
- may not apply the IMA to equity exposures that receive a zcrb, 20, or 100 percent risk

~ weight under the SRWA.

Operational Risk. The final rule also provides for the use of the AMA for
determining risk-based capital requirements for operational risk. Operational risk is
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defined as the risk of loss resulting from inadequate or failed internal processes, people,
and systems or from external events. This definition also includes .lcgal nsk —which is
the risk of loss (including litigation costs, settlements, and regulatory fines) resulting
from the failure of the bank to comply with laws, regulations, prudent ethical standards,
and contractual obligations in any aspect of the bank’s business — but excludes strategic
and reputational risks.

Under the AMA, a bank will use its internal operational risk management systems
and processes to assess its exposure to operational risk. Given the complexities involved
in measuring operational risk, the AMA provides banks with substantial flexibility and,
therefore, does not require a bank to use specific methodologies or distribution
assumptions. Nevertheless, a bank using the AMA must demonstrate to the satisfaction
of its primary federal supervisor that its systems for managing and measuring operational
risk meet established standards, including producing an estimate of operational risk
exposure that meets a one-year, 99.9" percentile confidence interval. A bank’s estimate
of operational risk exposure includes both expected operational loss (EOL) and
unexpected operational loss (UOL) and forms the basis of the bank’s risk-based capital

requirement for operational risk.

The AMA allows a bank to base its risk-based capital requirement for operational
risk on UOL alone if the bank can demonstrate to the satisfaction of its primary federal
supervisor tnat the bank has elié'ble operational risk offsets, such as certain operational
risk reserves, that equal or exceed the bank’s EOL. To the extent that eligible operational
risk offsets are less than the EOL, the bank’s risk-based capital requirement for
operational risk must incorporate the shor@].

Market Risk. The Agencies are finalizing the rulemaking that would change
certain aspects of the Agencies’ market risk capital rules. The proposal will improve risk
sensitivity and enhance the disclosure of qualitative and quantitative factors.
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Total Capital Requirement. The total capital requirement for a bank subject to
this final rule includes the amount of capital determined by the application of the AIRB
framework and the amount determined for operational risk under the AMA formulas
(and, for banks subject to the market risk capital standards, a market risk capital charge).

The formulas derive an actual dollar amount for a capital requirement.
Accordingly, in order to calculate capital ratios for regulatory purposes, the Advanced
Approaches transform this direct capital requirement into a risk-weighted assets
cquivalént. This is done by multiplying the dollar amount of the calculated capital charge
by a 12.5 conversion factor — the reciproeal of the 8 percent minimum capital

© requirement.

Pillar 2: Supervision

The second pillar of the Basel II framework, supervisory review, outlines several
principles highlighting the need for banks to assess their capital adequacy positions
relative to risk, and the need for supervisors to review and take appropriate actions in
response to those assessments, such as requiring additional buffer capital given the risk
profile of the institution. While the final rule primarily focuses on the first pillar,

. minimum capital requirements, there are signiﬁcant provisions within the rule that

pEY

require Supervisory review.

The Agencies intend that banks adopting the Advanced Approaches possess the
highest level and quality of internal risk measurement and management systems. Not
only must these banks develop and maintain qualifying loss and default data for
portfolios subject to the AIRB framework, but those measurement systems must be
subject to strict internal control processes, stress testing and validation programs,
independent review and oversight, and other qualitative standards.
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| Similar standards are required for the measurement and management of
operational risk. Clearly, a capital standard is not the sole or complete solution to address
operational risks. As described in the final rule, the AMA for determining a capital
charge for operational risk will depend heavily upon supervisory judgment. Active
federal supervision, independent auditors, effective internal controls and strong bank

management are obvious key components.

In February 2007, the Agencies issued proposed guidance for a bank’s internal
capital adequacy assessment process (ICAAP) and the process for a comprehensive
supervisory assessment of capital adequacy.’ A bank’s primary federal supervisor will
assess the bank’s overall capital adequacy and will take into account a bank’s ICAAP, its
compliance with the minimum capital requirements set forth in this rule, and all other
relevant information. The primary federal supervisor will require a bank under its
jurisdiction to increase its capital levels if the supervisor determines that current levels
are deficient or some clcmcni of the bank's business practices suggests the need for more
capital. In addition, a primary federal supervisor may, under its enforcement authority,
require a bank to modify or enhance risk management and internal control authority, or
reduce risk exposures, or take any other action as deemed necessary to address identified

supervisory concems.

Pillar 3: Disclosures

Market discipline is a key component of the Basel II framework. Under the third
pillar, disclosure requirements are established to allow market participants to assess key
information about an institution’s risk profile and its associated level of capital, provide
for comparability of risk elements, and at the same time allow bank management
adequate flexibility. Increased disclosures, especially regarding a bank’s use of the AIRB

. approach for credit risk and the AMA for operational risk, are intended to allow an
institution’s private sector stakeholders to more fully evaluate the mstitution’s financial

572 FR 9189, February 28, 2007.
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condition, including its capital adequacy. This greater transparency is critical in order to

- foster the development of a significant amount of market discipline.

The final rule requires the top-tier legal entity at the global, consolidated level —
cither the top-tier banking holding company or depository institution, if not under a
holding company structure — to make certain mandatory disclosures on a quarterly basis.
The final rule also requires one or more senior officers of the bank to attest that the

disclosures meet the Agencies' requirements.

In addition to disclosing risk-based capital ratios and their components, the
reporting entity must also report other information that is designed to enable market
_participants to better evaluate the bank’s capital structure, risk exposure, risk
management performance, and capital adequacy. To further enhance transparency, the
reporting entity is encouraged to place all disclosures made over the last three yearsina
single location on the bank’s public Web site.

The final rule requires each reporting entity to have a formal disclosure policy
that is approved by the board of directors. This policy must provide for effective internal
controls and disclosure controls and procedures to ensure that appropriate verification of

the disclosure takes place.

-

Separately from this final rule, the Agencies will require insured depository
institutions (IDIs) and holding companies to report certain supporting details of their risk-
based capital calculations. on their quarterly reports of financial condition and income
filed with the federal banking agencies. Finally, separately from this final rule, the
Agencies will collect on a confidential basis from each IDI and holding company
adopting the new framework, more detailed data supporting the capital calculations for
ecach type of exposure. Such information will be shared among the Agencies and used for
purposes of benchmarking, analyzing trends and promoting consistency in the
implementation of these proposals.
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A bank’s material noncompliance with the qualification requirements is an
important factor in market participants’ assessments of a bank’s risk profile. Under the
final rule, a primary federal supervisor may require public disclosure of material
noncompliance with the qualification requirements.

Domestic Implementation and Timeline

Bath core and opt-in banks will be required to comply with all qualification
standards concerning the internal ratings systems used to measure credit and operational
risk exposures and will be subject to supervisory requirements for risk management
before being able to apply the final rule for regulatory capital calculation purposes.

Also, under the final rule, 2]l U.S. institutions will continue to calcplatc the numerator of
the regulatory risk-based capital ratios in 2 manmer substantially similar to the way it is
currently calculated. Except for the adjustment based on the difference between EL and
ALLL described above, and a few new capital deductions required for advanced banks,
the elements of capital will be unchanged under the final rule.

In addition, notwithstanding the presumptive requirement that all ID] subsidiaries
adopt the Advanced Approaches if their holding company is adopting the Advanced
Approaches, an ID] may request an exemption from its primary federal supervisor from
the requirement to adopt the Basel II framework. The primary federal sﬁpervisor may
grant such a request based on faéfbrs such as the size, complexity or risk profile of the
IDI. Any such requests would be carefully considered to ensure that banking
organizations are not “cherry picking” the framework by requesting exemptions for the
purpose of selectively applying capital regimes across IDIs in order to minimize
regulatory capital requirements.

As indicated earlier, all insured banks will continue to comply with the existing
leverage ratio requirements under existing PCA legislation and implementing regulations.
Specifically, to be considered well-capitalized under PCA, a bank must have at least a 10
percent total risk-based capital ratio, a 6 percent tier 1 risk-based capital ratio, and a 5
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percent leverage ratio. The leverage ratio is the ratio of Tier 1 capital to average total
assets. These and other PCA categories will not change.

Und.er the final rule, all banks will need to submit an implementation plan for
approval to their primary supervisors and successfully complete a parallel run of at least
four consecutive quarters before they will be allowed to apply the final rule for purposes
of determining minimum regulatory capital requirements. During the parallel run, the
bank will remain subject to the general risk-based capital rules, including ratios required
for PCA, but will also be required to calculate its capital ratios using the advanced
approaches included in the final rule.

The bank’s primary federal supervisor will have responsibility for determining the
bank’s readiness to apply an Advanced Approach and is ultimately responsible, after
consultation with other relevant supervisors, for determining whether the institution
satisfies the qualifying criteria for the AIRB and AMA. The Agencies recognize that
interagency consistency in implementing the Advanced Approaches will be important to
the ultimate success of any final standards to be implemented and they are developing a
uniform set of validation standards and procedures that will ensure .consistcncy'.

The bank’s primary federal supervisor will notify the bank of the date that it may
begin using the Advanced Approaches for determining risk-based capital requirements.
However, the final rule imposes three transitional floor periods that limit the amount by
which capital may decline under the Advanced Approaches of the final rule relative to the
general risk-based capital rules. The bank’s primary federal supervisor will inform the
bank when it may move from one transitional floor period to the next, and, provided the -
Agencies release an interagency study finding no material deficiencies with the
framework.that cannot be addressed with then-existing tools, when it may exit the final
transitional floor period.

During the initial transitional floor period for a core or opt-in bank, the bank will
be required to calculate its risk-weighted assets under the general risk-based capital rules
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and multiply by the appropriate transitional floor percentage provided in Table 1. The
resulting “floor-adjusted” risk-weighted assets will then be used as the denominator for
purposes of determining risk-based capital ratios using the general risk-based capital
rules. The resulting capital ratios will be compared against the capital ratios determined
under the final rule, with the lower of the ratios binding for risk-based capital and PCA
purposes. Banks that do not opt-in to the final rule at the earliest possible date may use
the general risk-based capital rules or the Standardized Approach for their transitional

floor calculations.
Tablel
Transitional Floor Period “Transitional Floor Percentage
First Floor Period 95 Percent
Second Floor Period 90 Percent
Third Floor Period _ 85 Percent

For core banks, and banks that opt in to the final rule at the earliest possible date,
the transitional floors will be determined using the general risk-based capital rules
without consideration of any changes to the risk-based capital rules that may be enacted
by the Standardized Approach. .

Interagency Study

The Apencies have implemented an important safeguard in the final rule. Under
the final rule, the Agencies will jbinﬂy cvaluate the effectiveness of the new capital
framework. The Agencies will issue a series of annual reports during the transition
period that will provide timely and relevant information on the implementation of the
Advanced Approaches. In addition, after the end of the second transition year (after
2010), the Agencies will publish a study (interagency study) that will evaluate the
Advanced Approaches to determine if there are any material deficiencies. For é.ny
primary federal supervisor to authorize any bank to exit the third transitional floor period,
the interagency study must determine that there are no such material deficiencies that
cannot be addressed by then-existing tools, or, if such deficiencies are found, they must
be first remedied by changes to regulation. Notwithstanding the preceding sentence, a
primnary federal supervisor that disagrees with the finding of material deficiency may not
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authorize a bank under its jurisdiction to exit the third transitional floor period unless it
first provides a public report explaining its reasoning.
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Financial Institution Letters

Risk-Based Capital

FIL-58-95
September 8, 1995

TO:- CHIEF EXECUTIVE OFFICER
SUBJECT:  Calculation of the Potential Future Exposure of Derivatives

The FDIC, the Federal Reserve Board and the Office of the Comptroller of the Currency have jointly
amended the risk-based capital calculations used to determine the potential future exposure of
derivative contracts. The amendment: (1) incorporates a broader range of off-balance-sheet contracts
into the calculation; (2) reflects the higher risk exposura of certain types of derivative transactions and
contracts with relatively iong maturities; and (3) further encourages the use Of bilateral netting
agreements, which reduca credit risk. Attached is a copy of the final rule, which is substantially the
same as a proposal issued for public comment last year.

Under the final rule, the "conversion factors™ used in calculating potential future exposure wiil be
changed to refiect the higher risks of “long-dated” interest rate and exchange rate contracts (i.e., those
with remalning maturities of five years or more). Conversion factors for derivative contracts related to
equities, precious metals and other commodities will be revised to better reflect the volatility of the
underlying indices or prices. Institutions also will be permitted to recognize a reduction in potential future
credit exposure for this wider array of transactions now eligible for inclusion in qualifying bilateral netting

arrangements.
The final rule will become effective October 1, 1995, for use starting with the Call Report {Report of

Condition and Income) for the fourth quarter of the year. For more information, please contact one of
the FDIC officials listed on Page 46170 of the attached Federal Register notice.

Nicholas J. Ketcha Jr.
Acting Director

Attachment: PDF Format (193 kb, PDF help or hard copy), HTML Format

Distribution: FDIC-Supervised Banks (Commercial and Savings)

Last Updated 07/16/1999
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JERRY MORAN
FIRST DISTRICT
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Ms. Shelia C. Bair
Chairman

Federal Deposit Insurance Corporation
550 17th Street, NW
Washington, D.C. 20429

Dear Ms. Bair:

Congress of the United States
{Bouse of Repregentatives
Wiashington, DE

September 19, 2008

LAD%-433

2202 RAYBURN HOUSE OFFICE BUILDING
WASHINGTON, DC 20515-1501
(202} 225-2715
FAX {202) 225-5124

DISTMCT OFFICES:
1200 MAIN STREET
SUITE &2
P.0. BOX 249

ONE NORTH MAIN
SUITE 525
P.0O. BOX 1128
HUTCHINSON, KS 8§7504-1128
(520) 885-8138
FAX (620} 865-5380

119 WEST IRON
SUNE 60

FDIC

P.0. BOX 768

SEP 23 2008

OFFICE OF LEGISLATIVE AFFAIRS

'

I am writing to inquire about the requirements under the Federal Deposit Insurance
Corporation capital rules for bilateral over-the-counter (OTC) interest rate swaps versus a cleared

futures contract.

The recent financial market turmoil related to the credit crisis has severely affected US
financial institutions and their capital levels. Bilateral credit risk related to OTC swaps held by
US financial institutions has also been an issue of increased concern. If available, please provide
an estimate of the notional amount and maturity profile of bilateral OTC interest swaps held by
the financial institutions subject to your jurisdiction as of the most recent reporting period. It
would be helpful to know how your agency collects this information and whether such
information is readily available to the public.

Your Agency has capital rules.the financial institutions subject to your jurisdiction must
follow. It is my understanding that under Basel I and II capital rules a bilateral OTC interest rate
swap held by a financial institution is considered to be higher risk than a cleared futures contract.
As such, financial institutions subject to Basel | and I capital rules are required to hold more
capital against their bilateral OTC interest swaps than the institutions would be required to hold
if their position were a futures contract which was cleared by a clearinghouse.

I would like to know whether your Agency’s capital rules are consistent with the Basel |
and 1l capital rules on the treatment of bilateral OTC interest rate swaps versus cleared futures
contracts. Please describc how your Agency’s capital rules address the counterparty credit risk
for bilateral OTC interest rate swaps versus cleared futures contracts as well as how your capital
rules distinguish between OTC swaps of different maturity profiles. In your response, please
identify the specific regulation(s) that address this issue.

PIINTED OM RECYCLED PAPER



In addition, please identify and attach to your response and official or informal guidance
your Agency has issued addressing the capital treatment of bilateral OTC interest rate swaps and
cleared futures contracts. Please discuss in your response what steps your Agency has taken, or
is in the process of taking, to make financial institutions aware of this capital treatment. Finally,

I would like you to identify Agency staff members(s) who are subject matter experts for this area
and their respective contact information.

Very Truly Yours,

Jerry Moran

JM:int



@ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DC 20429

SHEILA C. BAIR .
CHAIRMAN
November 4, 2008

Honorable Henry A. Waxman
House of Representatives
Washington, D.C. 20515

Dear Congressman Waxman:

Thank you for your letter regarding the Federal Deposit Insurance Corporation’s
need for office space in Southern California. We are in the process of acquiring leased
space for a West Coast Temporary Satellite Office (WCTSO). This office will serve as a
temporary satellite operation for our resolution and receivership function that is based in

our Dallas Regional Office.

The WCTSO will handle the management and liquidation of receivership assets
from failed banks and will be staffed by approximately 300-600 non-permanent
employees and contractors. The FDIC requires approximately 200,000 square feet of
space for a lease term of three to five years. This temporary office will be closed when

work is completed.

The FDIC is conducting a lease competition in accordance with our leasing policy
and we are nearing completion of the competitive process. Several landlords in the Los
Angeles and Orange County areas identified by our national broker have submitted
proposals. An evaluation team will recommend the offer that is determined to be the best
valie for the FDIC, considering mission objectives, price, and other qualitative factors.

Subsequent to completion of the competition, a business case will be presented to
the FDIC Board of Directors for site selection approval. After Board approval, the FDIC
will announce the selection decision.

I appreciate your interest in this matter. If you have further questions or concerns,
please contact me at (202) 898-6794 or Eric Spitler, Director of the Office of Legislative

Affairs, at (202) 898-3837.

Sincerely,

Sheila C. Bair
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Getober 17,2008

Mr. Tiric Spitjer

Dircctor, Olfice of Legislative Affairs
Federal Deposit Insurance Curporation
550 Seventeenth Street. NW, Room 6076
Washingten, D.C. 20429-0002

Dcar Mr. Spider:

1 am writing un behalf of Los Anpeles Mayor, Antonio Villaraigosa amd City
Councilmember Dennis Zinc. Both elected officials contacied my office reganding their strong
support for an FDIC prexenee of approximsiely 600 employcca in the Wamer (‘cnttr Park n
Woodland Hills, California. [ have enclased their correspondence for vour review.

1 would appreciaie the FDIC giving Mayor Villataigosa and Councilmensber 7ine’s
carrcspondence full uxul fair consideration consistent with applicable laws, rules, and rcgu]atzans

Thank you [tn ynur time and assistance in this matter. Please feel free 0 comact my
Distnict Director, Liss Pinto at (323) 651-1040 with eny questions or concerns

‘With kind nepayds, [ am
Siacerely,
HENRY A. WAXMAN
Member of Cangress
TIAW:me

Tnclosures
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ANTONIO R. VILLARAIGOSA
' MavDK

Oclobwer 16, 2008

T!ws Honorable Shaila C. Rair

Chairwoman and Mesnbers of the Hoard of Ditertars
Faderal Daposit Insurance Corporastion

550 - 17th 5L, NW, Room MB-G020

Washington, DC 2D425

Dear Chairwoman Ban #nd Membere of the Boart of Directors:

| am writing 1o request your support for a dacision to ibcate a new regional office of Ihe Faderal
Deapesit Insurance Corporafion (FDIC) in the | NR property located In Woudiand Hills, Catifornia.

Iris my underetanding yuti are looking for a site thal has 200,000 square feat und is capsbic of
houging appruximatsly 500 smployeas. You also need to tast rack the permiliing raquirement
in arther f0 occupy tne space Ly the and of this year.

~ Tha LNR silu js perfectly suitad for the FDIC, Il has the required spacs; Is zeaily accessibly
hnith by frezway and by public transpartation; I in the hast of the San Femnando Valley, with
one of Southem Culifnmia’s most educated workfarces: is in dose proximily to savera] financlal
and Insurance institutions incduding within feet of the U.S. Banknuptcy Court.

A< Mayor, ( am also able 1o tast rack our pamitting procses to meat your deadlines and to offer
econmnic mcentives such as wubar and power discounts.

Unfortunately, | have only now been made aware ot your pendiny decision. | would request it
the City have an opportunily fo present s baet case L you before any dacision Is reached.

Thaik you for your consideratinn,

ARV jhe
Ceo: Meanhers of the Loz Angeles Congiessional Delegation
200 Noxrts SPRING STREEY * Lus ANCELES, CatiFoRryIa 80012

>3 PRUNe (213) 278 040D v Fax: {213) 9780750 5.
Ruart: MavORQULACIIY. 25
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Havy A Waooman, M.C.
Qctobar 8, 2008 Disbiict Ol
Congrecsman Henry Waxman
2204 Roybum H.O.B.

Washmgton, DC 20515 4

Dear Congressinan Wa

1 am writing to sysport the FIIC estzblishing 2 presence with 600 jubs in Wamcr Center Park i
ille] California. This Jocation is 1n both of our diswicts an? will benctit the economy
and quahty of lifz for both of uur constitucnts.

LNR Property Corporarion, 5700 Canoga Avenue in Woodland Hills hy the 200.000 square feet
of officc spaocs availgble 1o urcrunmndate the FDIC and it is freeway vlose with an abundance of
housing available in the area. INR has proposcd to effer 2 generous rent and TI packnge.

I will diligently work with your slafT'to keep this imponant economic: interest in our district

rather than see it slip 2way to Ommge County or Burbonk. Please contact Mr. Ken O’Neii of

I.NR Troperty Corporadon ar (818) 206-3013. Tor any assistance from my uffice pleasc contnct

my Chicef of Staff, Cliff Ruff at (213) 473-7003. -

t for both of our constiluents.
L9 ;

: Pz
Conneilman, 3" Distri

NP7 .cima

*x TOTAL PAGE.04 2k



@ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DC 20429

SHEILA C. BAIR
CHAIRMAN November 6, 2008

Honorable Joe Baca
House of Representatives
Washington, D.C. 20515

Dear Congressman Baca:

Thank you for your letter regarding the Federal Deposit Insurance Corporation’s
need for office space in Southemn California. We are in the process of acquiring leased
space for a West Coast Temporary Satellite Office (WCTSO). This office will serve as a
temporary satellite operation for our resolution and receivership function that is based in
our Dallas Regional Office.

The WCTSO will handle the management and liquidation of receivership assets
from failed banks and will be staffed by approximately 300-600 non-permanent
employees and contractors. The FDIC requires approximately 200,000 square feet of
space for a lease term of three to five years. This temporary office will be closed when
work is completed.

The FDIC is conducting a lease competition in accordance with our leasing policy
and we are nearing completion of the competitive process. Several landlords in the Los
Angeles and Orange County areas identified by our national broker have submitted
proposals. An evaluation team will recommend the offer that is determined to be the best
value for the FDIC, considering mission objectives, price, and other qualitative factors.

Subsequent to completion of the competition, a business case will be presented to
the FDIC Board of Directors for site selection approval. After Board approval, the FDIC
will announce the selection decision.

I appreciate your interest in this matter. If you have further questions or concerns,
please contact me at (202) 898-6794 or Eric Spitler, Director of the Office of Legislative
Affairs, at (202) 898-3837.

Sincerely,

Sheila C. Bair
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Ms. Sheila Bair
_Chair, Board of Directors

Trederal Depesit Insurance Corporation
£50 17" Strest, NW. Room 6028
Washington, DC 20429

Ms. Bair:

[write in regards to the FDIC s recent decision to place a pew officz in Irvine. California,
responsible for the liguidation of troubled bank and thrift assets,

As you know. the Inland Enspire, and in panticular San Bernardino County. which ]
represent in Congress, has becn one of the hardest hit areas in the nation during \he
current foreclosure crisis. This past Scplember. one out of every 10] homes ir San
Bemardino County was facing forcelosure. In neighboring Riversice County, one out of
every 90 homes faced foreclosure. Currently thest counties rank (ifth in the nation in
overall rates of foreclusure. Given the devastating impact these foreclozures have had an
the cconamic well being of Infand families snd communisics. | urpe you 1o reverse the
FDIC's recent decision to place a new office in Irvine. and instead consider San
Bernardine Ceunty as an alternate location,

As the transpartation hub of California, T an confident you will find the Inland Empire
has the airport and freeway eapability necessary to meet your needs. The availabulity of
skilled labor and afforduble office space should also make San Bernardine County an
attractive lucale for any rew FDIC officz. But most imporiantly, 2s one of the arcas of
the nation most devastated by the current fereclosure crisis, the Inland region is in
desperate need of this dirscl assistsnce in purchasing and managing illiquid ussets.

Thank you for your attention o thiz request. Please contact Mike Tryjillo at my San
Bemardino office at 909-885-2222 with any further questions or concerns vou may have,

Sincerely,

FDIC

JOE BACA, Congressman '
43" Congressional District OCT 29 208

(OFFICE OF LEGISLATIVE AFFAIRS

Piriee €A Thsecint fppr
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@ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DC 20429

SHEILA C. BAIR
CHAIRMAN November 6, 2008

Honorable Ken Calvert
House of Representatives
Washington, D.C. 20515

Dear Congressman Calvert:

Thank you for your letter regarding the Federal Deposit Insurance Corporation’s
need for office space in Southern California. We are in the process of acquiring leased
space for a West Coast Temporary Satellife Office (WCTSO). This office will serve as a
temporary satellite operation for our resolution and receivership function that is based in
our Dallas Regional Office.

The WCTSO will handle the management and liquidation of receivership assets
from failed banks and will be staffed by approximately 300-600 non-permanent
employees and contractors. The FDIC requires approximately 200,000 square feet of
space for a lease term of three to five years. This temporary office will be closed when
work is completed.

The FDIC is conducting a lease competition in accordance with our leasing policy
and we are nearing completion of the competitive process. Several landlords in the Los
Angeles and Orange County areas identified by our national broker have submitted
proposals. An evaluation team will recommend the offer that is determined to be the best
value for the FDIC, considering mission objectives, price, and other qualitative factors.

Subsequent to completion of the competition, a business case will be presented to
the FDIC Board of Directors for site selection approval. After Board approval, the FDIC
will announce the selection decision.

I appreciate your interest in this matter. If you have further questions or concerns,
please contact me at (202) 898-6794 or Eric Spitler, Director of the Office of Legislative
Affairs, at (202) 898-3837.

Sincerely,

Sheila C. Bair
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The Honorable Sheila Bair '

Chajrman NOV 4 207
Federal Deposit Insurance Corporation ) .

550 17* Street, N.W. Room MB-6028

Washington, D.C. 20429 . © " |OFFICE OF LEGISLATIVE AFFAIE

Dear Chairman Bair:

1t has been brought to our attention that the Federal Deposit Insurance Corparation (FDIC) is
proceeding with a site selection plan for a southern California office which will liquidate the
assets of troubled banks and thrifts in the western United States. As you may know, the Injand
Pmpire in California is widely known to be at the epicenter of the mortgage crisis and is & logical
locstion that should be considered as the sitz selection process continues.

A.ﬁer a sustained period of unprecedented growth in home sales, new home canstruction and
average home prices, housing markets across the United States have experienced their most
serious downturn of the past 60 years. Asa result, there have been huge costs to not only
borrowers and lenders, but also to eative communities. The high number of foreclosures have
resulted in vacant homes that, in turn, may invite crime and create an appearance of market

- distress, diminishing the market value of other nearby properties.

As the FDIC continues through the selection process, we want to point out that the Inland Empire
has average asking rates for office space that are significantly less than in surrounding arcas.
Additionally, it has higher market vacancy rate, lower lease rates, and has over one million square
feet of new office space under construction. Within this region, there are currently five buildmgs,
four of which are on the doorstep of Ontario International Airport (ONT), that meet the FDIC's
size and amenity needs. In sddition to the availability and affordability of office space, the In]and
Empire is geographically relative to the housing crisis at hand.

We support your mission to implement programs that result in mortgage loans that can be
sustained over time and to avoid unnecessary foreclosures that harm individual borrowers and the
economy. To that end, we encourage the FDIC to consider the Inland Empire a3 a viable
alternative, as past of the selection process, and to ensure the location that is chosen best serves
our nation during this housing crisis and difficult time.

KEN CALVERT
Member of Congress

JOEBACA MARY BONO-MACK
Member of Congress Member of Congress

PRINTED ON AECYCLED PATER




@ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DC 20429

SHEILA C. BAIR
CHAIRMAN ) . Navember 7, 2008

Honorable Sheldon Whitehouse
- United States Senate
Washington, D.C. 20510

Dear Senator Whitzhouse:

Thank you for your letter discussing proposals for a loan modification program.
Your interest in this vital issue is appreciated.

Mortgage credit distress and falling home prices are at the heart of the uncertainty
plaguing our financial markets. Two factors are driving down these prices. One is an
“overhang” of excess vacant homes that is estimated to be approximately 1.1 to 1.3
million units. The other factor is distress sales of foreclosed properties, which are
occurring in the hundreds of thousands per year. Loan modification on a large scale
appears to be the most effective way to deal with these findamental problems.

Unfortunately, even though foreclosures are costly to lenders, borrowers, and
communities, the pace of loan modifications continues to be extremely slow. In order to
counteract this trend, we believe it is imperative to provide incentives to achieve a
sufficient scale in loan modifications to stem the rise in foreclosures that is helping to
drive home prices downward.

The FDIC’s proposal is to offer mortgage servicers who modify past due loans a
credit guarantee of up to one half the losses they incur if the loan eventually redefaults.
The modification process itself would work very much like the program the FDIC has
already initiated at IndyMac Federal Bank to reduce first lien mortgage payments to as
low as 31 percent of monthly income. Modifications are based on interest rate
reductions, extension of term, and principal forbearance. We believe that modifying
loans according to this standard will dramatically reduce their incidence of redefanlt and
foreclosure. Moreover, offering mortgage servicers a well-structured loss share
guarantee will provide a decisive financial incentive for them to modify loans on a large
scale, thereby limiting the supply of new foreclosed properties put on the market.
Modifying loans in place can help to achieve these goals without purchasing the assets
outright and placing them under government management.

As you outline in your letter, another approach to modifying past due loans would
be to amend the Bankruptcy Code to authorize bankruptcy judges to modify defauited
mortgages on principal residences. While the FDIC has not taken a formal position
regarding changes to the Bankruptcy Code, we continue to actively explore approaches to



loan modifications that would not result in the negative 1mpact on a borrower’s credit
history caused by a bankruptcy filing.

In summary, we bclievc that a loan modification program that provides incentives
and/or loss sharing with loan servicers will result in urgently needed relief in the financial
markets. In so doing, this program would benefit taxpayers, all of whom are adversely
affected, directly or indirectly, by current instability in these markets. _

If you have forther questions or comments, please do not hesitate to contact me at
(202) 898-6974 or Eric Spitler, Director of Legislative Affairs, at (202) 898-3837.

Shccml_

Sheila C. Bair
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Washingtan, DC 20429

Dear Chairman Bair,

: The Wall Street Journal (WSJ) reported last week that the Bush Adminigtration is
considering a number of proposals ta help stem the foreclosure wave, This is a pasitive,
necessary, and overduc development. The financial recovery plan passed by Congress
and signed into law on October 3, while critical to address the stabﬂity of our fipancia)
markets, was clearly oply a beginning. What must be done now i3 to restore our
underlying economy. Citizens who were trapped by the hou:mg bubble in aver-priced
homes and mortgages need to believe that our government is not only concemned with
assiyting the big banks, bot is also dedicated 1o helping homeowners. The
Administretion’s initia] plan to have the mortgage industry vohumrarily rework mortgages
to prop up the housing market has clcarly not worked - and won’t. 1 2m glad that you

_ now agree that government action is necessary and appropriate, for the saks of the
housing market and economy in general

1 am deeply concemed, however, ebout some of the propasals under
consideration, including the idea of giving banks, in the WS)'s words, a “financjal
incentive to turn troubled l>ans inw more-affordable mortgages.” The price tag to
taxpayers for creating this financial incentive, accarding to the WSJ article, could be in
the $40 billion range. The taxpayers have already paid to share up our banking system.
Must every way to addrass the foreclosure problem involve prying the banks with
taxpayer dollars?

There is a more straightforward way to do this, in the form of proposed legislation
that would give bankruprey counts the power to modify mortgage tarms on principal
residences —~ in the same manner that they can modify most other kind of contracts,
including mortgages on second and third homes. It strikes me as absurd thara
banirupicy judge can modify the terms of & mortgage on a sld chalet or beach bungalow,

. butnot on a principal residence, and outrageous that banks and lending institutions whose
own borrowings can be thus modified are objecting to the same rights for their customers.
Legisiation to fix thiz anomaly in the Banlauptey Code, introduced by Ssnator Dick
Dubin as S. 2136, is viewed by many leading economists as the s.\mplcst, most
stmghtforward way to stem the foreclosure tide, giving lenders the incentive on a czse by

PRIKTIR Q¢ ASCYOLID PAPER
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tase basis to modify mortgage terms, even before the initiation of bankruptcy
proceedings. The bill would cost the taxpayer nothing according to the Congressional
Budget Office, and would keep an estimated 638,000 Americans in their homes.,

This legislation has been vigorously opposed by the lending industry, and way
blocked from consideration in the Senate lest spring by the Republisan minerity, Now
the Administration has acknowledged the need to address the foreclosure wave, Let's do
it the best way, at no taxpayer expense, using familiar institutions and powers, to provide
needed relief to Americans suffering in this crisis.

cldon 1tehouse
United States Senats

CC: Henry M. Paulson, Jr., Secretary, Department of the Treasury
Ben S. Bernanke, Chairman, Federal Reserve Board '

TOTAL P.04
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.WASHINGTON, DC 20510-6075
October 30, 2008

President George W. Bush
1600 Pennsylvania Avenue, NW
Washington, DC 20500

Dear President Bush:

On October 23, the Senate Committes on Banking, Housing, and Urban Affairs held an
oversight hearing to review the Administration’s progress in implementing the Economic
Emergency Stabilization Act of 2008, (EESA). EESA provided the Treasury Department
with broad and imprecedented authority and with $700 billion to address the key
challenges facing our economy.

While members of the Committee raised many issues at the hearing, of paramount
concern was the dire need to ensure that all the tools made available by EESA are
brought to bear to help families keep their homes by modifying morigages in order to
prevent foreclosures.

In our view, and in the view of many economists and experts from across the political
spectrum, the key to the recovery of the economy is recovery of the housing market, and
the key to the recovery of the housing market is to reduce foreclosures. As economist
Mark Zandi noted i Mirch of this year:

Only if more homeowners are able to remain in their homes will the negative
cycle of foreclosures begetting house price declines begetting more foreclosures
be short-circuited. This, in turn, is necessary to ending the downdraft in the
'housing market that is weighing so heavily on the economy and financial system.

We are aware of recent news reports that progress is being made within your
Administration to adopt a program to reduce foreclosures. While we certainly hope that
these reports are true, they have been circulating for over a week without confirmation.
The fact remains that the Administration has not dedicated the time, attention or
resources needed to address the cause of the crisis - the historic levels of foreclosure.
Rather, it has focused.almost exclusively on the symptoms of the crisis ~ financial
arteries clogged with bad mortgage-backed debt and bommg—rclatcd losses undmnmmg
the capital positians of our financial institutions. While we support the goals of restoring
liquidity and bolstering bank capital, these efforts, by themselves, will not end the current
turmoil. For this reason, and to address the current policy imbalance, the Treasury
Department must use its authority under EESA to act decisively, aggressively, and
swiftly to reduce foreclosures.
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Section 109 of EESA authorizes the Secretary of the Treasury to “use loan guarantees
and credit enhancements to facilitate loan modifications to prevent avoidable
foreclosures.™ We nrge you to immediately direct the Treasury to create a program using
this suthority to comprehensively address the exploding foreclosure crisis. Such a
Program must encourage systematic modifications designed to create long-term
sustainable homeownership, based on transparent criteria.

Further, we ask that you direct the Treasury Depdrtment to cantract with the Federal
Deposit Insurance Corporation (FDIC) to design and implement such a program. As you
know, the FDIC has already developed such a program with loans it now owns or
services s a result of its takeover of IndyMac Bank. FDIC Chairman Sheila Bair
testified at our hearing that the FDIC was willing to take on this responsibility. Fuxther,
given the FDIC's demonstrated commitment to the goal of foreclosure prevention, and its
proven track record in achieving results, the FDIC is ¢learly the federal agency best
suited to implementing this program quickly and efficiently.

Mr. President, time is short. Every day we delay, thousands more families face the
specter of losing their homes. We cannot afford further delay. We ask that you move as
quickly on this initiative, and that you continue to explore other options for add:ssmg
this very serious problem.

Thank you for oonsid:r'mg these views.

barles E. Schumer
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SHEILA C. BAIR November 7, 2008
CHAIRMAN .

Honorable Charles Grassley
Ranking Member
Committee on Finance
United States Senate
Washington, D.C. 20510

Dear Senator Gx;assley.

Thank you for your letter regarding discussions between the Department of the
Treasury and the Federal Deposit Insurance Corporation on a plan to assist distressed
homeowners. In your letter, you ask that the Treasury and the FDIC ensure that no
taxpayer dollars are used to assist homeowners who obtained their mortgages improperly.

[ strongly agree that any plan to assist distressed homeowners needs to focus on
helping legitimate borrowers stay in their homes. As you are aware, mortgage credit
distress and falling home prices are at the heart of the uncertainty plaguing our financial
markets. Two factors are driving down U.S. home prices: 1) an “overhang” of excess
vacant homes estimated at between 1.1 million and 1.3 million units, and 2) distress sales
of foreclosed properties, which are taking place at a rate of hundreds of thousands per
year. There is no doubt the mortgage crisis is continuing to get bigger and costlier. Thus,
the FDIC believes an essential public policy goal is to promote loan modifications to
prevent foreclosures.

The FDIC has been advocating loan modifications for more than a year.
Meanwhile, foreclosures in the first half of this year were 77 percent above the pace of 2
year ago. Problem loans 60 days or more past due are rising at a rate of more than

700,000 per quarter, net of any existing problem loans that return to performing status. A
program that encourages mortgage lenders and servicers to modify loans on a sustainable
basis, and that does so efficiently on a large scale basis, will help us get ahead of this
fundamental problem. If we can provide lenders and servicers with appropriate
incentives to systematically modify their growing inventory of problem loans, there is
hope that we will finally stop falling behind this problem and begin to stabilize our
housing markets and our financial system.

You have asked some important questions related to how a loan modification
process might be implemented under a federal program. The questions deal with whether
the original loan documents will be reviewed, which criteria will be used to determine
eligibility, whether fraudulent loans can be detected and excluded, and how covered loans
would be managed. As the Treasury and the FDIC have not finalized the design of a Joan



modification proposal, I will describe the FDIC’s actions to modify loans at IndyMac
Federal Bank to attempt to address your concems.

As you are aware, the FDIC has initiated a systematic loan modification program
at IndyMac Federal Bank, where it is conservator. This program identifies loans with
high monthly payments relative to income and makes offers to borrowers, who are living
in their homes, fo reduce the monthly payment to as low as 31 percent of monthly
income. Modifications are undertaken according to a standard protocol based on interest
rate reductions, extensions of term, and principal forbearance. Like any mortgage
servicer, the FDIC must undertake a net present value (NPV) test for every modified loan
to ensure that this strategy will maximize the value of that loan. One of the advantages of
this approach is the ability to modify loans that have been securitized, leaving them in
place under private management. The FDIC also requires confirmation of the occupancy
status and verification of the current income of the borrower.

Based on this experience, the FDIC has been working with the Treasury to
develop a credit guaranty program, as authorized under the Emergency Economic
Stabilization Act (EESA), which would provide financial incentives for a wide range of
mortgage lenders and servicers to modify high-cost mortgage loans using streamlined
protocols similar to those we are applying at IndyMac. The purpose of the proposed
credit guaranty program would be to focus the NPV calculation away from immediate
foreclosure and toward an analysis of whether a loan modification is a less costly
alternative. The credit guaranty would protect mortgage lenders and servicers for up to
half of the downside risk of a redefault, a risk made less likely due to the requirement that
mortgage payments under modified loans be affordable under a clear, objective standard.
As at IndyMac, the FDIC has proposed that loans modified under this process would be
subject to verification of borrower income and occupancy status, and the modification
would be available only for loans on owner-occupied properties.

While we believe the controls in place at IndyMac are essential to ensure that
program costs are contained and that homeowners are qualified to receive assistance,
there are no plans to carry out an in-depth analysis of the underwriting that took place at
origination. Our goal is to deal with the current crisis by reducing the number of '
unnecessary foreclosures and maximizing the value of these troubled loans. While such a
program can verify that the current homeowner is not a speculator, the program is not
designed to sort out the culpability of parties such as the broker and/or appraiser in
originating the loan. However, where fraud or other irregularities appear to be issues, the
matter would be referred to the appropriate state and federal authorities.

Finally, with regard to the possible purchase or management of problem loans by
the federal government, the FDIC’s experience has been that problem loans are generally
best managed by the private sector as long as the lender or servicer retains the proper
financial incentives. Accordingly, we believe that any proposal to systematically
facilitate affordable and sustainable Joan modifications need not involve government
purchases of the underlying mortgage assets. Avoiding foreclosure through cost
effective, fair, and sustainable loan modifications should be the goal of any proposal.



Therefore, any new program should provide incentives for current mortgage lenders and
servicers to modify loans under their management if this strategy can be shown to
maximize the value of the loans.

I hope this information is helpful. We would be bappy to brief you on this matter
at your convenience. Please contact me at (202) 898-6974, or Eric Spitler, Director of

Legislative Affairs, at (202) 898-3837.
s
Sincerely, )SD [
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The Honorable Henry M. Paulson, Jr. Sheila C. Bair OFFICE OF LEGISLATIVE AFFAIRS
Secretary Chairman of the Board '
U.S. Department of the Treasury Federal Deposit Insurance Corporation
1500 Pennsylvania Avenue, NW 550 17th Street, NW
‘Washingfon, DC 20220 Washington, DC 20429

Dear Secretary Paulson and Chairman Bair:

This moming, I read with great interest the many articles noting that the
Department of the Treasury (Treasury) and the Federal Deposit Insurance Corporation
(FDIC) are giving serious consideration to covering as many as three million
homeowners in danger of foreclosure at a cost of almost $50 billion. While details on the
plan are still being worked out, I am writing to strongly suggest that your agencies find a
way to ensure that those who improperly and perhaps even fraudulently obtained
mortgages are not rescued with taxpayer dollars.

I am troubled by the fact that I have yet to see any informatian addressing the
underlying reason for the losses; namely the loans themselves. We cannot and should not
rescue everyone for the sake of it; we need to understand the underlying loans and
determine which are viable customers and which are fraudulent or "straw” buyers. There
are far too many Americans legitimately struggling to stay in their homes for the Federal
Govemment to ignore those who “gamed” the system with knowledge and intent. In
light of this concem, I would appreciate a written response to the following questions by
no later than November 5, 2008 as well as a briefing shortly thereafter: .

1) Will the Treasury/FDIC conduct a review of the original loan documents to
confirm the legitimacy of the mortgage and the basis upon which it was
approved? Ifnot, why not?

2) What processes will Treasury/FDIC implement to review the mortgages and
what criteria will Treasury/FDIC employ to determine which mortgages are
worthy of being guaranteed? Please respond in detail.

3) If managed by the government, how will the Treasury/FDIC determine, for
exarnple, who are the genuine credit customers; culpability of collusive
customers; and outright fraud losses through broker/appraisal collusion?




4) Are the assets underlying each mortgage going to be purchased by the
govemment, managed by the government or managed through identified
banks? Please respond in detail.

In cooperating with the Committee’s review, no documents, records, data, or
other information related to these matters, either directly or indirectly, shall be destroyed,
modified, removed, or otherwise made inaccessible to the Commitice.

All documents responsive to this request shozﬂd be sent electronically, in

searchable PDF format to Brian_Downey@finance-rep.senate.gov. If you have any
questions, please do not hesitate to contact Emilia DiSanto or Jason Foster at (202) 224~

4515.

Sincerely,

Charles E. Grassley
Ranking Member
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@ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DC 20429

SHEILA C. BAIR November 7, 2008

CHAIRMAN

Honorable Bamey Frank
Chainnan

Commiittee on Financial Services
House of Representatives
Washington, D.C. 20515

Dear Mr. Chairman: -

Thank you for your letter concerning the use and acceptance of demand drafts.

The Federal Deposit Insurance Corporation recognizes that while most payment
processors cffect transactions that are legitimate payments for a variety of reputable
merchants, telemarketing and online merchants, in the aggregate, have displayed a higher
incidence of unauthorized charges and associated returns or charge backs, which is often
indicative of fraudulent activity. To address this emerging risk, the FDIC recently issued
guidance regarding payment processors to the institutions we supervised to ensure that
they take steps to protect customers in these transactions. The enclosed Guidance on
Payment Processor Relationships reminds institutions that to mitigate the risks, they must
assume responsibility for implementing and maintaining an effective system of intemal
controls and ongoing account monitoring of demand drafts.

In this Guidance, we require financial institutions to be alert to consurner
complaints that suggest a payment processor’s merchant clients are inappropriately
obtaining personal account information. Further, the guidance directs institutions to act
promptly when they believe fraudulent or improper activities have occurred related to
activiti=s of a payment processor. Appropriate actions may include, but are not limited to
filing a Suspicious Activity Report, requiring the payment processor to cease processing’
for that specific merchant, or terminating the financial institution’s relationship with the
paymerit processor.

We also recognize that payment processors pose greater money laundering and
fraud risk if they do not have an effective means of verifying their merchant clients’
identitics and business practices. In these cases, the Guidance requires financial
institutions to perform enhanced due diligence and heightened account monitoring.

Proper controls help detect fraudulent activity and mitigate losses to consumers
and financial institutions. The FDIC works with financial institutions through the
supervisory process to ensure the effectiveness of anti-fraud practices and procedures and
seeks to educate consumers about the risks of fraud and their rights should they fall
victim to fraud. The FDIC also continues to monitor developments in these payment



mechanisms and will take appropriate actions to ensure consumers’ rights are adequately
protected.

The FDIC investigates consumer complaints about specific financial institutions.
Although we are aware of complaints against certain telemarketers, the FDIC has not
received complaints of frand associated with the use of demand drafts. However, the
FDIC recognizes that some consumers may be encountering problems. Accordingly, we
have developed programs to educate consumers about the warning signs of scams and, as”
part of these programs, we emphasize that consumers not disclose sensitive account or
personal information to unfamiliar parties making unsolicited requests. We publish this
information in a variety of venues, including on our website, in press releases, and in the

FDIC Consumer News.

To more effectively address the risks of fraud associated with demand drafts, the
Federal Reserve Board amended Regulation CC in 2006 to place greater liability on
financial institutions accepting those drafts for deposit. The amendments shifted liability
for an unauthorized demand draft from the customer’s bank to the institution that first
received the draft for deposit (the depository financial institution). I[n addition, the
interagency Identity Theft Red Flag (Red Flag) rule is another tool that will help banks
identify the risk of fraud in certain types of accounts, and compliance with this rule is
mandatory by November 1, 2008. The rule requires financial institutions to develop a
written plan to detect, prevent, and mitigate identity theft that is appropriate to the size
and complexity of the institution and the nature and scope of its activities. For example,
the FDIC expects a bank that has a customer who issues demand drafts, either on behalf
of the bank or its customers (e.g., telemarketers), to ensure that fraud detection and
monitoring processes, such as those included in the Red Flag rule’s written identity theft

prevention program, are in place.

If you have further questions or concermns, please contact me at (202) 898-6794 or
Eric Spitler, Director of the Office of Legislative Affairs, at (202) 898-3837.

Sincerely,

Sheila C. Bair

Enclosure
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Financial Institution Letter

FIL-127-2008
Federal Deposit Insurance Corporation November 7, 2008
550 171h Street NW, Washingion, D.C. 20429-9930
GUIDANCE ON PAYMENT PROCESSOR RELATIONSHIPS .

Summary: The FDIC is issuing the attached guidance that describes potential risks
associated with relationships with entities that process paymenits for telemarketers and other
merchant clients. These types of relationships pose a higher risk and require additional due
diligence and close monitoring. This guidance outfines risk management principles for this type

of higher-risk activity.

Distribution:
FDIC-supervised Institufions

Suggested Routing:
Chief Executive Officer
Executive Officars

BSA Complance Officer

Related Topics:

Risk Management

FDIC Guidance for Managing Third-Party Risk
(FIL 44-2008, Juna 2008)

FFIEC Handbook on Retall Payment Systems
(March 2004)

FFIEC Handbook on Outsourcing Technology
Services {June 2004) :

FFIEC Bank Secrecy Act/Anti-Money Laundering
(BSA/AML) Examination Manual

Attachment:
Guidancs on Payment Processor Relationships

Contact:

Michael Benardo, Chief, Cyber Fraud and Financlal
Crmes Seclion, at mbenardo@fdic.gov or (202)
898-7319

Note:
FDIC financial insfiution letters {Fil.s) may be
accessed from the FDIC's Web sile at

www.fdic_govinews/news/finandal/2008/ndex. him.

To receive FlLs olsdronlcally plaase visit
http:/, fabout/s fions/i.h

Paper copies of FDIC finandal Institufion letters
"may be obtained through the FDIC's Public
informabion Center, 3501 Fairfax Drive, E-1002,
Ariington, VA 22226 (1-877-275-3342 or 703-562-
2200).

Highlights:

e Account relationships with entities that process
payments for telemarketers and other merchant
clients could expose financial institutions fo
increased strategic, credit, compliance,
transaction, and reputation risks.

s Account relationships with these higher-risk
entities require careful due diligence and
monitoring as well as prudent and effective
underwriting.

» Payment processors pose greater money
laundering and fraud risk if they do not have an
effective means of verifying their merchant
clients’ identities and business practices.

» A financial institution should assess its risk .
tolerance for this type of activity as part of its risk
management program and develop policies and
procedures that address due diligence,
underwriting, and ongoing monitoring of high-risk
payment processor relationships for suspicious
activity.

» Financial institutions should be alert to consumer
complaints that suggest a payment processor's
merchant clients are inappropriately obtaining
personal account information.

» Financial institutions should act promptly when
they believe fraudulent or improper activities
have occurred related to a payrnent processor.




GUIDANCE ON PAYMENT PROCESSOR RELATIONSHIPS

The FDIC has seen an increase in the number of relationships between financial
institutions and payment processors in which the payment processor is a deposit customer
of the financial institution and uses its customer relationship to process payments for
merchant clients. Most payment processors effect transactions that are legitimate
payments for a variety of reputable merchants. However, telemarketing and online
merchants, in the aggregate, have displayed a higher incidence of unauthorized charges ~
and associated retumns or charge backs, which is often indicative of fraudulent activity.
Payment processors pose greater money laundering and fraud risk if they do not have an
effective means of verifying their merchant clients” identities and business practices. In
these cases, financial institutions should perform enhanced due diligence and heightened

account monitoring.

Payment processors typically process payments by creating and depositing remotely
created checks (RCCs)—often referred to as “Demand Drafts”—or by originating
Automated Clearing House (ACH) debits on behalf of their merchant customers. The
payment processor may use its own deposit account to process such transactions, or it
may establish deposit accounts for its merchant clients to process transactions. Although
all the core elements of managing third-party risk are present in payment processor
relationships (e.g., risk assessment, due diligence, and oversight), managing this risk

. where there may not be a direct customer relationship with the merchant can present
challenges for financial institutions. Risks associated with this type of activity are
heightened when neither the payment processor nor the financial institution performs
adequate due diligence on the merchants for which payments are originated.

Potential ARisks Arising from Payment Processor Relationships

Deposit relationships with payment processors expose financial institutions to risks that
may not be present in relationships with other commercial customers, including increased
strategic, credit, compliance, and transaction risks. In addition, financial institutions also
should consider the potential for legal, reputation, and other risks presented by
relationships with payment processors, including those associated with customer
complaints, returned items, and potential unfair or deceptive practices. Financial
institutions that do not adequately manage these relationships may be viewed as
facilitating fraudulent or unlawful activity by a payment processor or merchant client.
Therefore, it is imperative that financial institutions recognize and understand the
businesses with which they are involved.

Financial institutions should be alert for payment processors that use more than one
financial institution to process merchant client payments. Processors may use multiple
financial institutions because they recognize that one or more of the relationships may be
terminated as a result of suspicious activity.



Financial institutions also should be alert to consumer complaints that suggest a payment
processor’s merchant clients are inappropriately obtaining personal account information
and using it to create unanthorized RCCs or ACH debits.

Financial institutions should act promptly when they believe fraudulent or improper
activities have occurred related to activitics of a payment processor. Appropriate actions
may include, but are not limited to, filing a Suspicious Activity Report, requiring the
payment processor to cease processing for that specific merchant, or terminating the -
financial institution’s relationship with the payment processor.

Risk Management Controls

Financial institutions should establish clear lines of responsibility for controlling risks
associated with payment processor relationships. These include effective due diligence
and underwriting, as well as ongoing monitoring of high-risk accounts for an increase in
unauthorized returns and suspicious activity. Implementing appropriate controls over
payment processors and their merchant clients will help identify those payment
processors that process items for fraudulent telemarketers or other unscrupulous
merchants and help ensure that the financial institution does not facilitate these
transactions. Due diligence, underwriting, and account monitoring are especially
important for financial institutions in which processors deposit RCCs and through which
processors initiate ACH transactions for their merchant clients.

Due Diligence and Underwriting

Due diligence and effective underwriting are critical for an effective risk management
program. Financial institutions should implement policies and procedures to reduce the
likelihood of establishing or maintaining an inappropriate relationship with a payment
processor through which unscrupulous merchants can access customers’ deposit

. accounts.

Financial institutions that initiate transactions for payment processors should develop a
processor approval program that extends beyond credit risk management. This program
should include a due diligence and underwriting policy that, among other things, requires
a background check of the payment processor and its merchant clients. This will help
validate the activities, creditworthiness, and business practices of the payment processor.
At a minimum, the policy should authenticate the processor’s business operations and
assess the entity’s risk level. An assessment of the processor should include:

» Reviewing the processor’s promotional materials, including its Web site, to
determine the target clientele.!

! Businesses with elevated risk may include offshare companies, on-line gambling-related operations, and
on-linc payday lenders. For example, a processor whose customers are primarily offshore would be
inherently riskier than a processor whose customers are primarily restaurants.



»  Determining if the processor re-sells its services to a third party who may be
referred to as an “agent or provider of Indcpcndcnt Sales Organization
oppartunities” or “gateway” arrangements™.

= Reviewing the processor’s policies, procedures, and processes to determine
the adequacy of due diligence standards for new merchants.

= Identifying the major lines of business and volume for the processor’s -
custormners.

= Reviewing corporate documentation, including independent reporting services
and, if applicable, documentation on principal owners.

= Visiting the processor’s business operations center.

Financial institutions should require the payment processor to provide information on its
merchant clients, such as the merchant’s name, principal business activity, geographic
location, and sales techniques. Financial institutions should verify directly, or through
the payment processor, that the originator of the payment (i.c., the merchant) is operating
a legitimate business. Such verification could include comparing the identifying ,
information with public record and fraud databases and a trusted third party, such as a
credit report from a consumer reporting agency or the state Better Business Bureay, or
checking references from other financial institutions.

Ongoing Monitoring

Financial institutions that initiate transactions for payment processors should implement
systems to monitor for higher rates of returns or charge backs, which often are evidence
of fraudulent activity. High levels of RCCs or ACH debits returned as unauthorized or

due to insufficient funds can be an indication of fraud.

Financial institutions are required to have a Bank Secrecy Act/Anti-Money Laundering
(BSA/AML) compliance program and appropriate policies, procedures, and processes in
place for monitoring, detecting, and reporting suspicious activity. Non-bank payment
processors generally are not subject to BSAJAML regulatory requirements, and therefore
some payment processors may be vulnerable to money laundering, identity theft, fraud
schemes, and illicit transactions. The FFIEC BSA/AML Examination Manual urges
financial institutions to effectively assess and manage risk with respect to third-party
payment processors and, as a result, a financial institution’s risk management program
should include procedures for monitoring payment processor information, such as
merchant data, transaction volume, and charge-back history.

? An Independent Sales Organization is an outside company contracted to procure new merchant
relationships. Gateway arrangements are similar to Internet service providers that sell excess computer
storage capacity to third parties, who in turn distribute computer services to other individuals unknown to
the provider. The third party would nake decisions about who would be receiving the service, although the

provider would be responsible for the ulrimate storage capacity.



Evolving Legal Framework for Remotely Created Checks

The laws and regulations governing the acceptance of RCCs are continually evolving in
response to new fraud techniques, technological advancements, increased use of image-
based processing, and other factors. As such, financial institutions should ensure that
payment processors and their merchants are aware of and comply with the
‘legal/regulatory framework governing these payments and have in place a process to
remain informed of changes to applicable laws and regulations, such as: -

= Changes to Federal Reserve Bank Operating Circular 3 that clarify
electronically created images (including RCC items) that were not originally
captured from paper are not eligible to be processed as Check 21 items
(effective July 15, 2008).}

* Changes to Regulation CC that establish transfer and presentment warranties
for RCC items that effectively return the responsibility for ensuring a check is
authorized by the account holder to the bank of first deposit (effective July 1,

2006).*
= Rules and regulations goveming the applicable ACH payment transactions.’

= Rules governing the use of telemarketing that require verifiable iuthorization
of payment for services.®

Conclusion

The FDIC supports financial institutions’ participation in payment systems to serve the
needs of legitimate payment processors and their merchant clients. However, to limit
potential risks, financial institutions should implement risk management policies and
procedures that include appropriate oversight and controls commensurate with the risk
and complexity of the activities. At a minimum, risk management programs should
assess the financial institution’s risk tolerance for this type of activity, verify the
legitimacy of the payment processor’s business operations, and monitor payment
processor relationships for suspicious activity. Financial institutions should act promptly
if they believe fraudulent or improper activities have occurred related to activities of a

payment processor.

3 Federal Reserve Banks Operating Circular No. 3 - Collection of Cash ltemrs and Retumed Checks,
www.frbservices.org/files/regulavions/pd ffoperating_circular_3.pdf.

4 Effective July 1, 2006 [70 Fed. Reg. 71218-71226 (November 28, 2005)].

3 NACHA [www.nacha.orgfACH_Rules/ach_rules.htm].

¢ Federal Trade Commission Tclemarketing Sales Rule [16 CFR 310).
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The Honorable Shefla C. Bair OFFICE OF LEGISLATIVE AFFAIRS
Chairman =
Federal Deposit Insurance Corporation
550 Seventeenth Street, NW
Washington, DC 20429

Dear Chairman Bair:

In June 2007, Representatives Frank and Markey wrote to the Federal Reserve, FDIC, OCC,
OTS, and NCUA with several questions regarding the use of and problems associated with
demand drafts. While your responses stated that demand drafts can be a convenient and
efficient payment method, you and your fellow federal banking regulators acknowledged their
vulnerahility to abuse despite regulatory efforts to provide financial institutions with guidance
and enhance consumer protections. Moreover, the OCC noted that imposing warranfy liability
on the depository bank in accordance with existing regulations may not be sufficient to achieve
appropriate levels of due diligence regarding merchants and third-party processors. As we have
seen in the Wachovia cass, it is these intermediarics thaf are most likely to perpetrate demand
draft-related abuses that victimize elderly, low-income, and mentally disabled individuals.

In light of the recent settlement in the Wachovia case, and continued calls from state attorneys
general to limit acceptance of demand drafts due to the high potential for frand, it has become
clear that we need stricter consumer protections in place. With the widespread availability of
ofher direct payment options that are less susceptible to abuse, it is increasingly difficult to
Justify the continued use and acceptance of these instruments.

Please provide us with the specific plans your agency currently has for the promnlgation of new
rules or the institntion of other new safeguards relating to demand draft use and scceptance.
‘We look forward fo your reply by September 1, 2008.

E SESTAK
ember of Congress

EDWARD J.
Member of Congress

Member‘of Congress

PRINTED ON RECYCLEQ PAPER
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SHENLA C. BAIR November 7, 2008
CHAIRMAN p

Honorable Charles Grassley
Ranking Member
Committee on Finance
United States Senate
Washington, D.C. 20510

Dear Senator Gaulm

“Thank you for your letter regarding discussions between the Department of the
Treasury and the Federal Deposit Insurance Corporation on a plan to assist distressed
homeowners. In your letter, you ask that the Treasury and the FDIC ensure that no
taxpayer dollars are used to assist homeowners who obtained their mortgages improperly.

I strongly agree that any plan to assist distressed homeowners needs to focus on
helping legitimate borrowers stay in their homes. As you are aware, mortgage credit
distress and falling home prices are at the heart of the uncertainty plaguing our financial
markets. Two factors are driving down U.S, home prices: 1) an “overhang” of excess
vacant homes estimated at between 1.1 million and 1.3 million units, and 2) distress sales
of foreclosed properties, which are taking place at a rate’of hundreds of thousands per
year. There is no doubt the mortgage crisis is continuing to get bigger and costlier. Thus,
the FDIC believes an essential public policy goal is to promote loan modifications to
prevent foreclosures.

The FDIC has been advocating loan modifications for more than a year.
Meanwhile, foreclosures in the first half of this year were 77 percent above the pace of a
year ago. Problem loans 60 days or more past due are rising at a rate of more than
700,000 per quarter, net of any existing problem loans that return to performing status. A

'program that encourages mortgage lenders and servicers to modify loans on a sustainable
basis, and that does so efficiently on a large scale basis, will help us get ahead of this
fundamental problem. If we can provide lenders and servicers with appropriate
incentives to systematically modify their growing inventory of problem loans, there is
hope that we will finally stop falling behind this problem and begin to stabilize our
housing markets and our financial system.

You have asked some important questions related to how a loan modification
process might be implemented under a federal program. The questions deal with whether
the original loan documents will be reviewed, which criteria will be used to determine
eligibility, whether fraudulent loans can be detected and excluded, and how covered loans
would be managed. As the Treasury and the FDIC have rot finalized the désign of a Joan



modification proposal, I will describe the FDIC’s actions to modify loans at IndyMac
Federal Bank to attempt to address your coucerns.

As you are aware, the FDIC has initiated a systematic loan modification program
at IndyMac Federal Bank, where it is conservator. This program identifies loans with
high monthly payments relative to income and makes offers to borrowers, who are living
in their homes, fo rednce the monthly payment to as low as 31 percent of monthly _
income. Modifications are undertaken according to a standard protocol based on interest
rate reductions, extensions of term, and principal forbearance. Like any mortgage
servicer, the FDIC must undertake a net present value (NPV) test for every modified loan
to ensure that this strategy will maximize the value of that loan. One of the advantages of
this approach is the ability to modify loans that have been securitized, leaving them in
place under private management. The FDIC also requires confirmation of the occupancy
status and verification of the current income of the borrower.

Based op this experience, the FDIC has beea working with the Treasury to
develop a credit guaranty program, as authorized under the Emergency Economic
Stabilization Act (EESA), which would provide financial incentives for a wide range of
mortgage lenders and servicers to modify high-cost mortgage loans using streamlined
protocols similar to those we are applying at IndyMac. The purpose of the proposed
credit guaranty program would be to focus the NPV calculation away from immediate
foreclosure and toward an enalysis of whether a loan modification is a less costly
alternative. The credit guaranty would protect mortgage lenders and servicers for up to
half of the downside risk of a redefanlt, a risk made less likely due to the requirement that
mortgage payments under modified loans be affordable under a clear, objective standard.
As at IndyMac, the FDIC bas proposed that loans modified under this process would be
subject to verification of borrower income and occupancy status, and the modification
would be available only for loans on owner-occupied properties.

While we believe the controls in place at IndyMac are essential to ensure that
program costs are contained and that homeowners are qualified to receive assistance,
there are no plans to carry out an in-depth analysis of the underwriting that took place at
origination. Our poal is to deal with the current crisis by reducing the number of
unnecessary foreclosures and maximizing the value of these troubled loans. While such a
program can verify that the current homeowner is not a speculator, the program is not
designed to sort out the culpability of parties such as the broker and/or appraiser in
originating the loan. However, where fraud or other irregularities appear to be issues, the
matter would be referred to the appropriate state and federal authorities.

Finally, with regard to the possible purchase or management of problem Joans by
the federal government, the FDIC's experience has been that problem loans are generally
best managed by the private sector as long as the lender or servicer retains the proper
financial incentives. Accordingly, we believe that any proposal to systematically
facilitate affordable and sustainable loan modifications need not involve government
purchases of the underlying mortgage assets. Avoiding foreclosure through cost
effective, fair, and sustainable loan modifications should be the goal of any proposal.



Therefore, any new program should provide incentives for current mortgage lenders and
servicers to modify loans nnder their managmcnt if this strategy can be shown to
maximize the valne of the loans.

I hope this information is helpful. We would be happy to brief you on this matter
at your convenience. Please contact me at (202) 898-6974, or Eric Spitler, Director of

Legislative Affairs, at (202) 898-3837.
/' e
Sincerely, )SD -
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HAnitel States Smmate

- COMERTTEE G PRu3CE
: o fDIC
October 30, 2008
OCT 30 2008
Via Electronic Transmission

The Honorable Henry M. Paulson, Jr. Sheila C. Bair OFFICE OF LEGISLATIVE AFFAIRS
Secretary Chairman of the Board
U.S. Department of the Treasiny Federal Deposit Insurance Corporation
1500 Pennsylvania Avenus, NW 550 17th Street, NW
Washingfon, DC 20220 Washington, DC 20429

Dear Secretary Paulson and Chairman Bair:

This morning, I read with great interest the many articles noting that the
Department of the Treasury (Treasury) and the Federal Deposit Insurance Corporation
(FDIC) are giving serious consideration to covering as many as three million
homeowners in danger of foreclosure at a cost of almost $50 billion. While detsils on the
plan are still being worked out, I am writing fo strongly suggest that your agencies find a
way to ensurs that those who improperly and perhaps even frandulently obtained
mortgages are not rescned with taxpayer dollars.

I em troubled by the fact that I have yet to see any information addressing the
underlying reason for the losses; namely the loans themselves. We cammot and should not
rescue everyone for the sake of if; we need to understand the vnderlying loans and
determins which are viable customers and which are fraudulent or "straw” buyers. There
are far too manyAmeﬁums legitimately strugpling to stay in their homes for the Federal
Govemment fo ignore those who “gamed”™ the system with knowledge and intent. In
light of this concemn, I would appreciate a writien response to the following questions by
no later than November 5, 2008 as well as a briefing shortly thereafter: .

1) Will the Treasury/FDIC conduct a review of the original loan documents to
confinm the legitimacy of the mortgage and the basis upon which it was
approved? If not, why not?

2) What processes will Treasury/FDIC implement to review the mortgages and
what criteria will Treasury/FDIC employ 10 determine which mortgages are
worﬂ:y of being guaranteed? Please respond in detail.

3) If managed by the government, how will the Treasury/FDIC determine, for
example, who are the genuine credit customers; culpability of coflusive
customers; and outright fraud losses through broker/appraisal collusion?




4) Are the assets underlying each mortgage going to be purchased by the
govemment, managed by the government or managed through identified

banks? Please respond in detail
In cooperating with the Committee’s review, no documents, records, data, or

other information related to these matters, either directly or indirectly, shall be destroyed,
modified, removed, or otherwise made inaccessible to the Committee.

All docurnents responsive to this request s.hou'ld be sent electronically, in

searchable PDF format to Brian_Downey(@finance-rep.senate.gov. If you have any
questions, please do not hesitate to contact Emilia DiSanto or Jason Foster at (202) 224-

4515.

Sincerely,

Charles E. Grassley
Ranking Member



(570) 424-7288

MONROE COUNTY BAR ASSOCIATION

913 MAIN STREET
P.O. Box 786
STROUDSBURG, PENNSYLVANIA 18360

A N |

MONROEBAR.ORG

FAX: (570) 424-8234

November 11, 2008

The Honorable Paul E. Kanjorski
United States House of Representatives
2188 Rayburn House Office Building
Washington, DC 20515

Dear Congressman Kanjorski:

| am writing to you on behalf of the Monroe County Bar Association. Supporters of funding for civil
legal services for the poor in Pennsylvania and the United States require your support and assistance
on an urgent matter. The Temporary Liquidity Guarantee Program, as it is currently structured by the
FDIC regulators, does not cover IOLTA accounts. As a result, a vital source of funding for civil legal
aid for the poor could be dramatically reduced. Although this was not intended by the regulators, it
may be an unfortunate consequence of the TLGP as currently designed.

I request your immediate action to assure that full coverage, regardless of doflar amouﬁt. is provided
for these unique and critically important interest-bearing deposit transaction accounts that provide
critical funding for civil legal aid. To provide further background, | am enclosing a copy of a letter on
this subject that was sent by the Governmental Affairs Office of the American Bar Association to the
Chair of the FDIC on October 22, 2008. Comments have been requested by the FDIC for receipt by
Novemnber 13, 2008 and should be sent fo:

Robert E. Feldman

Executive Secretary

Federal Deposit and Insurance Corporation
550 17™ Street NW

Washington, DC 20423

Attention: Comments RIN #3064-AD37

Thank you for your assistance and support in this important matter.

Very truly yours,

Gerard J. Geiger, !nesldent l . N

Monroe County Bar Association

cc: Susan Kenny, Executive Director



FDIC

Federal Deposit Insurance Corporation .
S50 171h Street NW, Washington, DC 20429 Office of Legislative Affairs -

December 17, 2008

Honorable Paul E. Kanjorski
House of Representatives
Woashington, D.C. 20515

Dear Congressman Kanjorski:

Thank you for your letter to Chairman Bair on behalf of Gerard Geiger, President of the Monroe
County Bar Association, concerning the impact of providing unlimited insurance coverage to
noninterest-bearing transaction accounts under the Federal Deposit Insurance Corporation’s
Temporary Liquidity Guarantee Program (TLGP). The FDIC received a number of similar
comments during the rulemaking process.

The Final Rule governing the TLGP, issued on November 20, 2008, provides that, assuming the
other requirements of the Transaction Account Guarantee Program are met by a participating
entity and irrespective of the standard maximum déposit insurance amount defined in the FDIC’s
regulations (presently $250,000), IOLTAs will be guaranteed by the FDIC in full as noninterest-
bearing transaction accounts.

Your interest in this matter is appreciated. If you have further questions, the Office of
Legislative Affairs can be reached at (202) 898-7055.

Sincerely,

Eric J. Spitler
Director
Office of Legislative Affairs




PAUL E. KANJORSKI
11T DisTCT, PENNSTLVANIA

COMMITTEE ON
FINANCIAL SERVICES

[
SUBCOMMITTEE ON DAPTTAL MARKCETS, INSLMANLE,
AND GDVERNMENT SPONSORED ENTERPRISES

COMBMITTEE ON OVERSIGHT AND
GOVERNMENT REFORM

WASHINGTON OFFIGE:

2188 Raveu House Ornce Buaivg
WastenaTon, DC 20515-3811
{202) 2256511

Website: hripzlkanjorskihause.gov
E-mauit paulianjorski @mallhouss.gov

Congress of the Anited States
"~ APashington, BC 20515-38)1

November 26, 2008

The Honorable Sheila C. Bair

Chairman

Federal Deposit Insurance Corporation
550 17th St., NW, MB-6028
Washington, DC 20429

Dear Chairman Bair:
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. Enclosed please find a letter from Gerard Geiger, a constituent of mine who is President of
the Monroe County Bar Association.

I share Mr. Geiger’s concern regarding a potential reduction in funding for civil legal
services for the indigent.

Please direct your staff to promptly look into this matter. Thank you for your consideration.

Sincerely,

au anjo

Member of Congress

Enclosure

THIS STATIONERY PRINTED ON PAPER MADE WITH RECYCLED FIBERS



FDIE

Federal Deposit Insurance Corporation .
550 17th Streed NW, Washingioa, DC 20429 Office of Legistafive Affairs

November 13, 2008

Honorable Nick Lampson
House of Representatives -
Washington, D.C. 20515

Dear Congressman Lampson:

Thank you for your letter to the Federal Deposit Insurance Corporation’s Executive Secretary
concerning the impact of providing unlimited insurance coverage to non-interest bearing
transaction accounts under the FDIC's Temporary Liquidity Guarantee Program (TLGP). We
are looking at the concerns you and others have raised with respect to IOLTA accounts. )

We have heard from many parties on this issue. I assure you that all views will be carefully
considered as we work to finalize the TLGP.

Sincerely,

Eric J. Spitler
Director
Office of Legislative Affairs
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(!tnngrzﬁa of the United States

NICK {AMPSON £ Df ‘ TSP Wes A COMMITTEE ON
220 Daracr Tous Washingtom, BE 205154322 AGRICULTURE
' COMMITTEE ON SCIENCE
CHAIRMAN
SUBCOMMITTEE DN ENERGY
AND ENVIRONMENT
November 12, 2008 COMMITTEE ON
TRANSPORTATION AND
INFRASTRUCTURE
Mr. Ro.bctt E. Feldn CO-CHAIRMAN AND FOUNDER,
Executive Secretary CONGRESSIONAL CAUCUS ON
Federal Deposit Insurance Corporation SN e oRen o
550 17th Street, N.W.
Washington, DC 20429

ATTN: Comments RIN #3064-AD37

Dear Mr. Feldman:

[ am writing to provide comments on the October 23 Interim Rule establishing the
Temporary Liquidity Guarantee Program (TLGP). !urge you to use your powers to
ensure that the Transaction Account Guarantee Program (TAGP) also covers Interest on
Lawyer Trust Accounts (IOLTAs).

IOLTA accounts are essentially the same as covered transactions accounts, and act as
clearing accounts for pooled funds from clients. Client funds in an IOLTA account are
either in a very small amount or are held for too short a period to eam interest. These
funds are typically are for routine actions like as court filing fees, settlements and
retainers.

Nearly thirty years ago, the FDIC and Federal Reserve implemented exceptions to permit
banks to pay interest on IOLTA accounts, which encouraged the establishment of these
accounts, now in all 50 states. IOLTAs provide an indispensable public good without
any cost 10 taxpayers. The remainder of the interest generated by IOLTA accounts is
distributed through local grant processes to worthy not-for-profit organizations in each
state, including funding legal aid services for foreclosure victims, the poor, legal
education programs and victims of domestic violence. According to the American Bar
Association. IOLTA grants totaled $240 million last year.

However, because IOLTAs do pay interest, the TLGP Interim Rule issued on October 23
does not fully cover IOLTA accounts. Thus, it is a very real concern that if the interim
rule is not be modified, lawyers would abandon IOLTAs and place their client funds
exceeding $250,000 in non-interest bearing deposit transaction accounts in order to
secure FDIC insurance, and the vital public service activities funded by IOLTA-
generated interest would suffer immensely.

Wasncron Orrice: 438 Camvon House Ornct Bunpo, Wasiingron, B.C. 20515 {202) 225-5951
Svarrord Orece: 10707 Comrorate Da., Surte 118 Stasrorn, TX 77477 (281) 240-3700
Houston Ornce: 1020 Bav Axea Buvo., Sute 224 Houston, TX 77058 {281) 481-6300

Fax: (202) 225-5241 (Waswcron] | (281) 240-2959 (STarrom)  (281] 461-6303 {Houzton)
: www.lampsan.houss.gov
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would significantly impair the institution’s liquidity or would otherwise create significant
hardship. The FDIC would consider exemption requests on a case-by-case basis.

The FDIC recognizes that we have access to a $100 billion credit line at Treasury,
which, temporarily, can be expanded to $500 billion, as a result of the action taken by
Congress in May 2009. But we believe that it is important for the industry to maintain
public confidence by demonstrating that it will not reflexively fall back on the public
safety net in a period of distress. Prepayment of assessments ensures that the deposit
insurance system remains directly industry-funded and preserves Treasury or Federal
Financing Bank borrowing for emergency situations. Nonetheless, the mechanics are
already in place to implement this option quickly if that should become necessary.

While the FDIC believes that our proposed solution is a reasoned approach to
meeting the challenges we will soon face, we have requested comment on all aspects of
the proposal and will seriously consider public comments before making a final decision.

If you have further questions or comments, please do not hesitate to contact me at
(202) 898-6974 or Paul Nash, Deputy for External Affairs, at (202) 898-6962.

Sincerely,

Sheila C. Bair
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At this time of economic crisis and rising national foreclosures, it is clear that programs
funded by IOLTA-generated income provide an indispensable public benefit to the poor.
To preserve these benefits, I strongly urge you to provide an exception in the Final Rule
specifying that JOLTA accounts are guaranteed unlimited deposit insurance through -

TLGP.
Thank you for your consideration.

Sincerely.

NICK SON
Member of Congress

TOTAL P.@3



FDIC

Federal Deposit Insurance Corporation
550 17th Street NW, Washington, DC 20429 Office of Legistative Aftairs

November 13, 2008

Honorable Dave Loebsack
House of Representatives
Washington, D.C. 20515

Dear Congressman Loebsack:

Thank you for your letter to the Federal Deposit Insurance Corporation’s Executive Secretary
conceming the impact of providing unlimited insurance coverage to non-interest bearing
transaction accounts under the FDIC’s Temporary Liquidity Guarantee Program (TLGP). We
are looking at the concerns you and others have raised with respect to IOLTA accounts.

We have heard from many parties on this issue. I assure you that all views will be carefully
considered as we wark to finalize the TLGP.

Sincerely,

Eric J. Spitler
Director
Office of Legislative Affairs
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November 12, 2008

Mr. Robert E. Feldman

Executive Secretary

Federal Deposit Insurance Corporation
ATTN: Comments RIN #3064-AD37
550 17th Street, N.W.

Washington, DC 20429

Dear Mr. Feldman:

I am writing to urge you to ensure that the Temporary Liquidity Guarantee Program (TLGP), as
established by the October 23, 2008 Interim Rule, includes Interest on Lawyer Trust Accounts
(IOLTAs) in the Transaction Account Guarantee Program.

IOLTA programs provide an essential public service, strengthen our judicial system, and are
operated at no cost to taxpayers. They exist in all fifty states, the District of Columbia, and the
Virgin Islands, and are mandated in 37 states. Through this program, client funds that are too
small in amount or held for too brief a period to eamn interest for the client are placed in a pooled
interest-bearing trust account. Bank fees are paid from the interest earned on these pooled
‘accounts, and the remainder of the interest generated by IOLTA accounts is distributed through
local grant processes to not-for-profit organizations to fund critical legal aid services for victims
of domestic violence; families facing foreclosure; those affected by consumer fraud; arnd to fund
legal education programs. According to the American Bar Association, IOLTA grants totaled
$240 million in 2007. ‘

Currently, the TLGP Interim Rule would not extend unlimited FDIC insurance to IOLTA’s
because they pay interest. [ am concerned that lawyers, working in the best interest of their
clients, will choose to place their client funds exceeding $250,000 in non-interest bearing deposit
transaction accounts in order to secure FDIC insurance. The resulting loss of funding would
have a severe impact on the much-needed public service activities funded by IOLTA -generated

interest,

To preserve the benefits of the IOLTA program, and because the interest they pay is dedicated
only to third-party non-profit IOLTA programs, rather than to attorney account holders or their
clients, | urge you to provide an exception in the Final Rule specifying that IOLTA accounts are

guaranteed unlimited deposit insurance through TLGP.

PRINTED ON RECYCLED PAFER
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Thank you for your consideration of this matter.

Sincerely,

Dave Locbsack
Member of Congress

CC: Eric Spitler, Director, Office of Legislative Affairs

;202422640757
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BARNEY FRANK, MA, CHAIRMAN Apited 5[3!15 #1ouse of 'Rtprmmmtium SPENCER BACHUS, AL, RANKING MEMBER

Committee an Financiol Serovices
2120 Rapburn Pouge S1fite Builbing

Vashington, D 10515

November 13, 2008

Tha Honorable Sheila C. Bair
Chsirman :

Foderal Deposit Insurance Corporation
550 Seventesnth Strest, NW
Washington, DC 20429

Dear Chairman Bair;

The Commitiee on Financial Services will hold a hearing on *“Oversight of
Implementation of the Emergency Economic Stabilization Act of 2008 and of Government
Lending and Insurance Facilities: Impact on Economy and Credit Availability” on Tuesday,
November 18, 2008, in roam 2128 Rayburn Houss Office Building. I am writing to confirm
your invitation to testify at this hearing.

Your testimony should address the following specific issues or questions:

o With respect to the programs you havs established under EESA or other pre-
existing authority to address the problems in the credit and financial markets, what
impact are these measures having on the availability of credit and on the ecunomy
gensrally?

-»° How are decisions being made about the use of TARP funds? What input from
industry or other expsrts are you getfing in melking these decisions? What
conditions ars yon imposing or reports are you requiring fo assure that institutions
are using the money in a way that is congistent with the objectivea of the program?
What other mechanisms do you have to help you evaluate the impact or measurs the
success of the steps that have been taken?

» Has the anthority been used for the right purposes? Wha.t additional measures or
authority is needed? '

o What have been the unintended consequences of ths facilities established to date
and how are those consequences being addiessed?

Please read the following material carefully. It is intended as a guids to your rights and
obligations as a witness under the rules of the Committes on Financial Services.

The Form of your Testimony. Under rule 3(d)(2) of the Rules of the Committae on
Financial Services, each witness -who is to testify befors the Committee or its
subcommittees must file with the Clerk of the Commities a written statement of proposed
testimony of any reasonable length. This must be filed at lsast two business days before



Hoporabls Sheila C. Bair
Page 2

your appearanca. Please noto that changes to the written statement will not be permitted
after the hearing begins. Faihme to comply with this requirement may result in the
exclusion of your written testimony from the hearing record. Your oral tastimony should not
exceed five minutes and should summarize your written remarks. The Chair reserves the
right to excluds from the printed hearing record emy supplemental materials submitted
with a written statement dus Lo space limitations or printing expsnse, )

Submission of your Testimony, Please submit at least 100 copies of your propased
written statement to the Clerk of the Committee not less than fwo business days in
advance of your appearance. These copies should be delivered to: Clerk, Committes on
Financial Services, 2129 Rayburn Houss Office Building, Washington, D.C, 20615.

Dus to beightened security restrictions, many common forms of delivery experience
significant delays in delivery to the Committee. This includes packages sent via the U.S,
Postal Service, Fedsral Expresa, UPS, and other similar carriers, which typically arrive 3 to
'6 days later than normal. The United Statss Capitol Police have specifically requested that
the Committss refuge deliveriss by courier, The best method for delivery of your testimony
iz to have an employes from your organization deliver your testimony in an unsealed
package to the address above. If you arc unable to comply with this procedure, please
contact the Committee to discuss alternative methods for dalivery of your testimony.

TheRules ofths Commlttaareqmre totbe exbantprachcable ﬂntyoualso subzmt
: of it

: via
elsctmmc copy of your testimony may be in a:ny major ﬁla furmzt, mcludmg WordPerfsct
Microgoft Word, or ASCH text for eithar Windows or Macintosh, Your electronic mail.
message should specify the dats and which committss or subconmittee you are scheduled
to testify before. You may also submit testimony in electronic form on a disk or CD-ROM at
the time of delivery of the copies of your written festimony. Submission of testimony in
electronic form facilitates the production of the printed hearing record and posting of your
testimony on the Com::mtbea s Internst sita.

Your Rights as a Witness. Under clause 2(k) of rule XI of the Rulss of the House,
witnessea af hearings may bs accompanied by their cwn counsel to advise them concerning
their consatitutional rights. I reserve the right to place any witness under oath. Finally, a
witness may obtain a transeript copy of his testimony given in open, public session, or in a
closed seszion only when authorized by the Committes or subcommittee. However, by
appearing before the Committee or its subcommittees, you authorize the Cammittee to
raake technical, grammatical, and typographical corrections to the transcript in accordance
with the rules of the Committes and the House.

The Rules of the Committes on Financial Services, and the applicable rules of the

-House, are availabls on the Committee’s websits at httg.//ﬁnancxalsgm‘ces.house.m.
Copies can algo be sent fo you upon request. -

The Committes on Financial Services endeavors to make its facilities accessible to
persons with disakdlities. If you are in need of special accommodations, or have any
guestions regarding specinl accommodations generally, please contact thoa Committee in
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advanca of the achednled event (4 business days notice iz requested) at (202) 225-4247;
TTY: 202-226-1691; or writs to the Committee at the address abqve.

Pleaso note that space in the Committes’s hearing room is extremely limited.
Therefora, tha Committes will only ressrve 1 reat for staff accompanying you during your
appearancs. (a total of 2 seats). In order to maintain our obligation under the Rules of tha

House to ensure that Committes hearings are open to the public, we cannot deviate
this policy. ‘ :

Should you or your staff have any questions or need additional information, please
contact Debaorah Silberman at (202) 225-4247.

" Sincerely,

Barnsy Frank
Chairman

BF/da
Enclosure

cc: The Honorable Spencer Bachus
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Federal Deposit Insuranca Corporation .
550 17th Street NW, Washington, DC 20429 Office of Legistafive Aftairs

November 14, 2008

Honorable Benjamin L. Cardin
United States Senate
. Washington, D.C. 20510

Dear Senator Cardin:

Thank you for your letter to the Federal Deposit Insurance Corporation’s Executive Secretary
concerning the impact of providing unlimited insurance coverage to non-interest bearing
transaction accounts under the FDIC’s Temporary Liquidity Guarantee Program (TLGP). We
are looking at the concerns you and others have raised with respect to IOLTA accounts.

We have heard from many parties on this issue. I assure you that all views will be carefully
considered as we work to finalize the TLGP. '

Sincerely,

Eric J. Spitler
Director
Office of Legislative Affairs
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Mr. Robert E. Feldman : [ e
Executive Secretary
Federal Deposit Insurance Corporation
Felenl Depasit s NOV 13 2008
Washington, DC 20429
OFFICE OF LEGISLATIVE AFFAIRS

ATTN: Comments RIN #3064-AD37

Dear Mr. Feldman:

We are writing to provide comments on the October 23 Interim Rule establishing
the Tempoarary Liquidity Guarantee Program (TLGP). Specifically, we urge you to
ensure that the Transaction Account Guarantes Program, through which the FDIC will
guarentee certain noninterest-bearing accounts, also covers Interest on Lawyer Trust
Accounts (JOLTAs).

Created by various state supreme courts and state legisiatures, and made possible
by changes in federal banking and IRS laws, IOLTA programs provide an essential
public good at no cost to taxpayers. These programs cumrently operate in all fifty states
and in the District of Columbia and the Virgin Islands, and they are mandated in 37
states. Client funds that are too small in amount or held for too brief a period to ecamn
interest for the client, net of bank charges or administrative fees, are placed in a pooled
interest-bearing trust account, termed an JOLTA.

Bank fees are paid from the interest carned on these pocled accounts, and the
remainder of the interest generated by IOLTA accounts is distributed through local grant
processes to not-for-profit organizations in each state, fanding invaluable legal eid
services for victims of domestic violence, families facing foreclosure, those affected by
consumer fraud, and others, as well as legal education programs. According to the
Armerican Bar Association, IOLTA grants totaled $240 million in 2007.

However, because IOLTAs do pay interest, the TLGP Interim Rule as issued on
October 23 would not extend unlimited FDIC insurance to these accounts. We believe
however, that the public benefit generated by IOLTAs, and the fact that the interest they
pay is dedicated only to third-party non-profit IOLTA programs, rather than to attarney
account holders or their clients, merits an exception in the final rule.

We are concerned that should the interim final rule not be modified to guarantee
IOLTAs under TLGP, lewyers would instead place their client funds exceeding $250,000
in non-interest bearing deposit transaction accounts in order to secure FDIC insurance,
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and that the much-needed public service activities funded by IOLTA—geﬁe:a:.ed intérest
would suffer. ]
To preserve the benefits of the IOLTA pmgram, we strongly urge you to provide
an exception in the Final Rule specifying that IOLTA accounts are guaranteed unhzmtcd
" deposit insurance through TLGP.

Thank you for your consideration of this matter,

Sii:ca‘ely,

Benjamin L. Cardin Arlen Specter
United States Senator United States Senator

hn F. Kemry
nited States S

anders
United States Senator

Tom Harkin
United States Senator

s¢ph L Li#berman
nited States Senator

Clan® McCaskill Patty Murray he -

United States Senator United States Senator

Robert P. Casey, Jr. I .

Debbie ) 0
United States Senator United States Senator
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Federal Deposit Insurance Corporation -

550 17th Streat NW, Washington, DC 20429 Office of Legisiative Affairs
November 14, 2008 -

Honorable John Conyers, Jr.
Chairman

Committee on the Judiciary
House of Representatives
Washington, D.C. 20515

Dear Mr. Chairman:

Thank you for your letter to the Federal Dcposit Insurance Corporation’s Executive Secretary
concerning the impact of providing unlimited insurance coverage to non-interest bearing
transaction accounts under the FDIC's Temporary Liquidity Guarantee Program (TLGP). We
are looking at the concerns you and others have raised with respect to IOLTA accounts.

We have heard from many parties on this issue. I assure you that all views will be can:ﬁﬂly
considered as we work to finalize the TLGP.

Sincerely,

-

Eric J. Spitler
Director
Office of Legislative A ffairs
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Mr. Roben E. Feldman
Executive Secretary
Federal Deposit Insurance Corporation . NOV 13 2008

550 17th Street, N.W. :
Washington, DC 20429 OFFICE OF LEGISLATIVE AFFAIRS

ATTN: Comments RIN #3064-AD37

Dear Mr. Feldman:

We write to comment on the October 23 Interim Rule establishing the Temporary
Liquidity Guarantee Program (TLGP). Specifically, we urge you to ensure that the TLGP,
through which the FDIC will fully guarantee certain non-intercst bearing transaction accounts,
also covers Intcrest un Lawyer Trust Accounts (JOLTAs).

Among its most critical responsibilities, the Judiciary Committec oversees matters
involving the administration of justice and access to the legal system, such as the Lagal Services
Corporation. While JOLTA programs are created by state law or supreme court rule and not
lederal Jegislation, we strongly support the unique and important role they serve in providing
resources to allow the poor to resolve or prevent legal problems. IOLTA programs exist in all 50
states and the District of Columbia. In fact, 37 states reyuire lawyers to deposil client funds that
cannot earn net interest for the client in IOLTAs. Interest generated from IOLTAs is paid to
IOLTA programs that issue grants for the provision of civil legal aid to the poor, the
administration of justicc, and law-rclated education - programs that are vital Lo our decmucratic
system's guarantee of cqual access to justice for all.

IOLTAs act as clearing accounts for pooled client funds. From the perspectives of both
the account holder and the beneficial owner of the funds, JOLTAs effectively ure the same as
insured accounts. As a general matter, client funds pooled in an JOLTA are either nominal, or a
significant amount held only long enough for a check to clear or for the attomey to disperse the
funds. Funds placed in an TOLTA might includc court filing fees, real cstate escrows, settlements
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and retainers. The real estate escrows are both most at risk without full coverage, and of the
greatest importance far [OLTA programs because these short-term large funds generate a
significant amount of IOLTA revenue.

These IOLTAs generate intercst to the third-party non-profit IOLTA programs under an
exceplion granted by the Federal Reserve and the FDIC. However, because IOLTAs do generate
interest, the TLGP Interim Rule as issued on October 23 would not extend unlimited FDIC ~ ~
insurance to thesc accounts. Lawyers holding client funds in excess of $250,000 must now
consider whethcr to move their client funds from IOLTAS to a fully insured, non-interest bearing
deposit transaction account. Under another option, lawyers in the 37 mandatory IOLTA states
might move the substantial sums in their trust accounts from community banks to larper
mstitutions viewed as less likely o fail. That eption would be contrary to the FDIC’s goal in
creating the TLGP, which was to ensure stability in the bapking system.

If lawyers move their IOLTA-cligible fimds to non-interest bearing uccounts, the interest
income received by IOLTA programs in all of our states would be greatly reduced. IOLTA
programs nationwide provided more than $212 million dollars in 2007 for the provision of civil
legal services to the poor, making it the second largest source of such funding in the country.
Without IOLTA [unds, many low-incomne families who are being hit particularly hard by the
current econormic situation will not be able to receive help with legal problems such as
foreclosures, consumer problems, domestic violence, child support and other critical needs. We
believe that the public benefits generated by [OLTAs, and the fact that the intcrest they pay is
dedicated only to third-party non-profit IOLTA programs, rather than to attomey account holders
or their clients, merit inclusion of IOLT'As in the unlimited insurance in the final rule.

For rcasons consistent with the FDIC’s goals and for the public good, it is critical that the
FDIC extend the unlimited insurance coverage of the TLGP to IOLTAs. We request that the
FDIC include TOUTAs in the full insurance available under the new TLGP.

We thank you for your consideration.

Sincerely,

Linda T. Sdnchez
Chair, Subcommittee on Commercial and
Administrative Law

John Conyer® J3)
n, House Judiciary Committee
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Rick Boucher
Member, Committee on the Judiciary

Luis V#/Gutierrez
Member, Committee on the

William D. Delshunt
Mcmber, Commitlee on the Judiciary

Dcbbie Wasserman Schul?
Member, Committee on the Judiciary

Betty Sutton
Member, Committee on the Judiciary
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Jerrold Nadler

, Subcommittee on the
Constitution, Civil Rights, and Civil

Howard L. Berman
Chairmnan
Subcommittee on Courts, the Internet, and
Intellectual Property :

Melvin L. Walt
Member, Committee on the Judiciary

Steve Cohen
Member, Committee on the Judiciary

Brad Sherman '
Member, Committee on the Judiciary

Keith M. Ellison
Mcmber, Committee on the Judiciary

Henry C. Yohnson, Jr.
Member, Committee on the Judiciary
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@ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DC 20429

SHEILA C. BAR November 19, 2008

CHAIRMAN

Honorable Henry Cuellar
House of Representatives
Washington, D.C. 20515

Dear Congressman Cuellar:

) Thank you for writing to express your concerns regarding proposed changes to
risk-based premiums, recent temporary changes to Federal Deposit Insurance Corporation
insurance coverage limits, and other initiatives to shore up liquidity in the financial
system The FDIC believes that these actions will strengthen the deposit insurance fund
and help to maintain stability and public confidence in the U.S. financial system. Your
letter raised several issues, which this response discusses below.

Higher deposit insurance premiums: As explained below, the temporary changes
in the insurance coverage limits are not responsible for the need to increase FDIC
premium rates. Rather, recent bank failures have significantly increased the insurance
fund’s losses, resulting in a decline in the reserve ratio (the fund balance as a percent of
total estimated insured deposits). As of June 30, 2008, the reserve ratio stood at 1.01
percent, down from 1.19 percent at March 31. When the reserve ratio falls below 1.15
percent, the FDIC is required by law to establish and implement a restoration plan in
order to return the reserve ratio to at least 1.15 percent within five years. On October 7,
2008, the FDIC established a restoration plan and published a notice of proposed
rulemaking that would raise assessment rates and make other changes to the risk-based
assessment system. These changes are primarily to ensure that riskier institutions will
bear a greater share of the proposed increase in assessments.

Changes to risk-based premiums for secured liabilities: The FDIC proposes to
increase assessment rates of institutions with secured liabilities (including Federal Home
Loan Bank advances and repurchase agreements, among other liabilities) exceeding 15
percent of domestic deposits. Under the current rules, substituting secured liabilities for

- unsecured liabilities (including subordinated debt) generally raises the FDIC’s loss in the
event of failure without providing increased assesstnent revenue. An institution funded
with secured liabilities, compared to an institution funded with deposits, pays a smaller
deposit insurance assessment, even if both institutions pose the same risk of failure and
would cause the same losses to the FDIC in the event of failure. Substituting secured
liabilities for deposits can also lower an institution’s franchise value in the event of
failure, which increases the FDIC’s losses, all else being equal.

Temporary increase of deposit insurance limit to §250,000: The Emergency
Economic Stabilization Act of 2008 temporarily increased the coverage on deposit



With an increasing number of insolvent banks, I believe, and in fact evidence
demonstrates, that the public markets will not be an adequate source for the fevel of new capital
that will be needed to shore up bank balance sheets and provide money for new lending.
Although several large banks have recently raised capital in the public markets, 1 doubt that the
capacity exists to find the capital needs of the hundreds of small and mid-tier banks that will .
suffer losses. The Wall Street Journal recently concluded that losses from commercial real g
estate loans alone could generate losses of $100 billion by the end of next year at more than 900
small and midsize banks. If the public markets are not sufficient, the Treasury Department may
choose to use additional TARP funds—this is not an appraling option, and one that I would
strongly oppose given that there is a significant amount of existing and willing private capital on
the sidelines.

Among other private sources of capital, private equity firms have the resources and
expertise to facilitate the recapitalization of many small and mid-tier banks. Iam told private
equity has over $450 billion in available capital to invest, and a number of firms have raised new
funds to be dedicated exclusively to financial services. Private equity firms also have proven
their ability to attract experienced CEOs, effectively manage risk and improve the efficicncy and
profitability of the companies in which they invest. They are exactly the kind of investors that
should be encouraged to invest in the banking sector. '

I am concemed that the banking regulators are not taking appropriate action to facilitate
the flow of private investment into the banking system. In fact, it scems that the regulators are
actually taking steps to reduce the role of some sources of private capital—a position that I find
very troubling and contradictory to the administration’s broader efforts through programs like
TALF and the public-private investment partnerships.. For example, the FDIC recently proposed
guidelines to govein privale investments in failed banks that are under FDIC receivership. These
guidelines would apply exceptional rules to private investors, such as a “super capital”
requirement, a broad “source of strength” requirement, and a *“cross-guarantee” rule. ‘Each of
these requirements would pose a substantial deterrent to private investors. Although I recognize
that the FDIC is attempting to provide clarity for future acquisitions and that the agency does
have justifiable concerns regarding the purchase of a failed bank, the measures as currently
proposed would significantly impede private investment. According to the Congressional
Budget Office, the FDIC is responsible for over $100 billion in losses during the next few years.
With this looming liability, I think it is in the interest of the FDIC and the taxpayers to attract
additional sources of private capital to reduce these Josses. I do not think that the federal
government should bear these casts when private investors are willing to step in and take the
risk.

- [ urge all of the federal regulators to adjust their current statutory interpretations where
there is flexibility to allow additional private investment in banks and thrifts. I understand that
many of the current investment limitations are rooted in concerns about the appropriate
separation of banking and commerce. As you know, I have my own opinions about this debate
and the record of commercial and banking affiliations. [ believe that these changes can be
accomplished without re-opening this historical debate.



insurance to $250,000 for all accounts in order to enhance depositor confidence and
prevent bank runs that could threaten failure of otherwise healthy institutions. The
temporary increase expires on December 31, 2009. The legislation directs FDIC not to
consider the temporary coverage increase to $250,000 in setting assessments. Therefore,
the FDIC will not include the additional insured deposits in calculating the insurance
fund reserve ratio, which guides our assessment planning.

The Temporary Liquidity Guarantee Program (TLGP): Under the TLGP, banks
and thrifts may elect for a fee to have the FDIC guarantee the full balance of their non-
inferest bearing transaction accounts through December 31, 2009. This part of the
program is intended to help individuals and provide confidence to businesses that
maintain large transaction account balances for payroll and other ongoing business
expenses. We anticipate that the great majority of institutions will participate in this part
of the TLGP because of the benefits it will provide. In order to instill confidence in
credit markets during this period of financial turmoil, banks, thrifts, and most holding
companies may also choose for a fee to have the FDIC temporarily guarantee certain
newly issued senior unsecured debt. :

Money market funds: The U.S Treasury Department’s Money Market Guarantee
Program, announced in September 2008, is intended to provide additional support and
stability to the financial markets. The FDIC is not involved in this program. This
program’s guarantee will only apply to shares of eligible money market funds held as of
September 19, 2008. Eligible funds must have had a policy of maintaining a stable net
asset value or share price that is equal to or greater than $1.00 and must have had such a
policy on September 19, 2008. Funds that successfully applied by October 10, 2008 and
have been accepted into the program will be covered. This program will be in effect for
an initial three month term, after which the Secretary of the Treasury has the option to
extend the program up to the close of business on September 18, 2009. Since this
government guarantee will only apply to a limited number of funds for a limited time
period, this program will not serve as a long term attractive alternative to insured bank

deposits.

1 hope that you find this information useful in responding to the concemns of some
of the community banks in your District. We believe that all financial institutions, large
and small, as well as their customers, will benefit from these efforts to stabilize financial
markets, increase liquidity in the financial system, and maintain a strong deposit
insurance fund that instills public confidence and protects taxpayers.

If you have further questions or comments, please do not hesitate to contact me at
(202) 898-6974 or Eric Spitler, Director of Legislative Affairs, at (202) 898-3837.

Sheila C. Bair
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The Honorabie Shelia C. Bair
Chairwomsan

Federal Deposit Insurance Corporation
550 Seventeenth Street, NW, Room 6076
Washington, DC 20429

Dear Chairwoman Bair:

I write to request your assistance in addressing the concemns of some of the

community banks in my Congressional District. A provision in the recently enacted
economic rescuc packagc allows for the Federal Deposit Insurance Corporation (FDIC)
to temporarily raise the insurance limits on deposits from $100,000 to $250,000. While
CBO estimates that this provision would boost insured deposits by 15%, community
banks in my District have voiced the following concerns:

FDIC insurance premium increases will create disincentives to protect customers'
funds with safe CD programs
FDIC premium increases will decrease the amount of funds that the bank has to

lend to its customers in two ways: first, these funds would typically be leveraged -

at least six times, the belief exists that this cost would result in lost local loans;
second, community banks allege that the adverse impact on FHLB advances could
mean that it would be harder, and more costly, to fund loans in a responsible way.
The expanded insurance facility will create hugc pressurc on all banks to offer
this feature to large commercial dcpos:tom thus increasing the cost of funds and
affecting liquidity for banks

Insurance of Money Market Funds will make this product an attractive alternative
to bank deposits.

I would like to respond to these concerns in the most adequate way possible, and I would
appreciate any counsel or suggestions that you may have regarding the aforementioned

issues.

If my staff or I may be of any more assistance, please do not hesitate to contact us

at (202)225-1640.

us. Congmssman
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@ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DC 20429

SHEILA C. BAIR
CHAIRMAN

November 19, 2008

Honorable Bamey Frank
Chairman '
Committee on Financial Services
House of Representatives
Washington, D.C. 20515

Dear Mr. Chairman:

Thank you for your letter conceming the impact of providing unlimited
insurance coverage to non-interest bearing transaction accounts under the Federal
Deposit Insurance Corporation’s Temporary Liquidity Guarantee Program (TLGF).
We are looking at the concerns you and others have raised with respect to IOLTA

accounts. ..

We have heard from many parties on this issue. I assure you that all views
will be carefully considered as we work to finalize the TLGP.

Sincerely,

Sheila C. Bair
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IDaskingwn, BE 2095
November 13, 2008

VIA FACSIMILE

The Honarable Sheila C. Bair

Chair, Federal Deposit Insurance Corporation
550 17 Street, NW |
Raom 6028 .

Washington, D.C. 20429

Comuments RIN #3064-AD37
Dear Chairwoman Ban'

We are writing to provide comments on the FDIC's Interim Rule published oo October 23
establishing the Temporary Liquidity Guarantee Program (TLGP). We believe that the FDIC's fina) rule
should clarify that the Corporation will fully guarantee, in addition to noninterest-bearing accounts,
Intereat on Lawyer Trust Accounts (IOLTAs).

The IOLTA program represents a significant source of financal support to civil legal aid
programs for the poor. These programs operate in all 50 atates, the District of Columbia and the Virgin
Islands, and in 37 states, they are mandatory. IOLTAs contain client funds held by a lawyer for a short
period of time. Interest generated from these accounts is paid to charitable organizations, not the lawyer
or the cient. When state legislatures and state supreme courts created IOLTA, the FDIC carved out an
exception to Regulation D that ajlowed the payment of interest on these demand accounts.

Because IOLTAs pay interest, the TLGP Interim Rule would seemingly not cover them, thereby
excluding IOLTAs from unlimited FDIC insurance coverage. If so, then attorneya in the 37 states with
IOLTA mandates, acting in accordance with their fiduciary duties to maintain the security of client
funds, might transfer IOLTA sccounts from local banks to larger “safer” institutions; and attorneys in
other juriadictions might transfer funds from IOLTA accounts to non-interest bearing accounts to qualify
for unlimited FDIC coverage. If the final FDIC rules encourage lawyers to disadvantage community
banks or reduce or eliminate the interest income generated on JOLTAs, this critical source of civil legal

aid will unnecessarily and inappropriately shrink.

It is our view that because of the public good provided by IOLTA programs — and because the
interest on these actounts exclusively benefits third parties — the FDIC should ensure that IOLTAs are
eligible for unlimited deposit insurance coverage through TLGP.

Thank you for your consideration of our views.

Sincerely,

Spencer Bachusg
. Ranking Member
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The Hpnorable Sheila Bait

Chairman of the Board

Federal Deposit Insurance Corporation
550 17th Street, NW

Washington, DC 20429

Dear Chaitman Baii

[ =m writing to invite you or your designee to testify before the Senatt Appiopriations
Subcommittes on Financial Services and General Government regarding the Dapaxfmcnt ofthe
Treasury's implementation of the Emergency Economic Stabilization Act. In particufer, the
heating will facus on the Department’s efforts 1o mitigate mortgage foreclostres through the
authorizations provided vader that Act. The Subcommities looks forward to hearing how your
experience with mortgage foreclosures, especially your experience with IndyfMac, can contribufe
to the prompt resolution of this nationwide erisis.

The hearing is.schednled for Thursday, Dacember 4, 2008, at. 10:00 aim. in the James
Benton Parsons Memorial Courtrooth, Courtroom 2525, EM, Dirksen Pnited States Courthouse,
219 South Dearborn Street, Chicago, Hllinpis. Please subiit your testimony slectronically, no
later than 5 p.mi. on Monday, December 1, 2008, to riichael bam@appm.senaic gov. All
statements and accompanying matérials that you wish to hiave printed in the fneannﬂ record
should be typed single-spaced on one side of the paper and in Word format.

The Subcommittes would like ta devots as much time as possible to discuss your views,
We ask tnat your oral festiimoriy be limited fo Bo mote than five minutes to aliow ample tithe for
dialogue. Your written testimony may contain additional details and will be included in the

~ hearing record in its entirety.

1f you have any questions regarding the hearing, please contact Melissa Petersen at (202)
224-9722, We look forwerd to your participation in this hearing.

Sincerely,

Richard . Durbin

Chaimman

Subcommiittee on Financial Services and
General Gavernment

RID: meb
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Secretary Henry Panlson
U.S. Department of thie Treasury
. 1500 Peonsylvania Avenne, NW, Room 3134

Washington, DC 20220

Dear Secretary Peulson,

With the collapse of IndyMac Bank, h:adqunxtzmd in Pasadena, Cahfomxa, and the
median price of Southem California homes down almostthxrtypcrcmt since last year, my
constitnents are being hard hit by the current housing and financial crisis.

For the first time since the slump began, repossessed properties accoumted for more than
balf of residences sold in Los Angeles County last month. For many months [ have
pushndforstmngmhonto ster the tide of foreclosures and prevent firther decline in the
housing market. Ibelicve we can confront the epidemic of foreclosures by helpmg
homeowners restrachure ﬂmr mortgeges over longer or different terms.

I commend the cﬂinfs of the FDIC as the conscrvator of IndyMac Federal Bank in
reaching out to delinquent mortgagors and instituting a comprehensive system to convert
distressed loans into sustainable, performing loans. Focusing on practical measures such
as interest rate reductions, extending amortization and dcfcr;'ing portions of the principal
have provea to be an effective way to ensure loans remain affordable for many struggling
families. Iam pleased that thé FDIC has taken such initiative and is aggressively aiding
families that Hive in my district, and strongly believe we must cxtend these benefits to

homeowners thronghout the country.

I believe Chairwoman Sheila Bair's proposal to build on the model at IndyMac Federal
and treate a nationwide program to help homeowners avoid foreclosure is a step in the .
right direction and descrves sefious consideration. While her proposal is still in its
nascent stages, it has the promise of providing a real solution and real relief to struggling
morigage bolders across the country while improving the value of loans for banks and
investors and preventing firther degradation of ths housing market. With & systematic
approsch using practical methods of reducing monthly payments, ths FDIC will be able
to help many morigagors quickly and effectively. As the government would share in
losses from modifications under the program, I believe more financial instituticms would

mmmmmrmmumm



find it in their interest to wopmmﬂ:fthDICandhomwwnustoﬁndsohﬁousthat
work for sll parties. .

This approach — starhngmthﬂmlwalcommumtyandworhngup,mﬂ:uﬂ:mhclpmg
the financial institntions and working down — far more directly addresses the underlying
ills and puts far fewer taxpayer dollars at risk. I belicve it would be every bit as
reassuring to the markety as helping banks, and dp more to deal with the root problem. If
more homeowners stay ont of foreclosure and have more realistic monthly payments,
there will be more monsy in their pockets to help stimulate the rest of the sconomy. It
would also save counfless billions of taxpayer dollars on the front end, so we have the
rsourcswencedmdcalmﬂltheaddmomlpmblunsﬂmimmostcmamlyhmdmg

our way. -
I hope that any program to hclp prevent foreclosure makes every effort to ensure people
do not take advantage of the system by intentionally defanlting or scamming the system.
I slso encourage you to look into proposals that wounld provide a retom investment to the
Treasury Department perhaps byrequmngmdmduals sghere increased equity with the
govemment af fime of sale.

Congress clearly provided the suthority to the Trcasm-y Department to help hameowners
prevent foreclosure whén it passed the Emergency Ecopomic Stabilization Act and 1
believe you have the dniytotnkeacﬁcntohdpAmuicanfan’xﬂiwasyouhavetbe
financial industry. I'ask that you implement more pgpressive foreclosure mitigation .
efforts as qmcklyaswssi’olcnndwuﬂcmﬂadmuwomaanonﬁmhzmgmdﬁmdmg
her proposal. Families strugpling to pay their mortgages canmot weit.

Sincerely,

~ADAM B. SCHIFF
Member of Congress.

Ce: Chairwoman Sheila Bair, FDIC



@ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DC 20429

SHEILA C. BAIR
CHAIRMAN

November 25, 2008

Honorable Carolyn McCarthy
Committee on Financial Services
House of Representatives
Washington, D.C. 20515

Dear Congresswoman McCarthy:

Thank you for the opportunity to respond to the questions you submitted
subsequent to my testimony at the hearing on “The Implementation of the HOPE for
Homeowners Program and A Review of Foreclosure Mitigation Efforts” before the
Financial Services Committee on September 17, 2008.

Enclosed is my response. If you have further questions or comments, please do
not hesitatc to contact me at (202) 898-6974 or Eric Spitler, Director of Legislative.
Affairs, at (202) 898-3837.

Sincerely,

Sheila C. Bair

Enclosure



Response to questions from the Honorable Carolyn McCarthy
from Sheila C. Bair, Chairman,
Federal Deposit Insurance Corporation

Q1: In the case of delinquent mortgages for multi-unit dwellings held by IndyMac
that cannot be modified, how does the FDIC deal with tenants? How much time do
they have to vacate property once foreclosure proceedings have begun? Are they
notified that they must vacate the property? When is notification given?

Al: For loans that IndyMac services, IndyMac adheres to the critenia specified in the
servicing agreement and provides the tenant with a 30-day eviction notice or the
timeframe specified by state law if it differs.

' For loans that IndyMac owns, IndyMac recently revised its processes for working with
tenants, regardless of whether the property is a single unit or a multi-unit dwelling, as
follows:

¢ IndyMac does not initiate the eviction process until after it receives legal
control of a property.

s Afler the foreclosure sale is finalized, IndyMac sends tenants an informational
letter informing them that the property has been foreclosed. The letter advises
that IndyMac is providing the tenants with a 60-day holding period to arrange
their relocation prior to initiating the eviction process, and IndyMac may be
able to financially assist the tenants with their move,

e Upon expiration of the 60-day holding period, IndyMac sends the tenants a
second notice informing them that the eviction process will be initiated.
Depending on where the property is located, the eviction process typically
takes between 30 to 60 days.

Q2. Is it time to increase the amount insured by the FDIC on individual and
retirement accounts?

A2. The Emergency Economic Stabilization Act (EESA) of 2008 has already
temporarily raised the general coverage limit from $100,000 to $250,000, which is also
the existing coverage limit for retirement accounts. The increase will last until the end of
2009. The EESA directs us not to consider the temporary coverage increase to $250,000
in setting assessments. Therefore, we do not include the additional insured deposits in
calculating the fund reserve ratio, which guides our assessment planning. If Congress
were to decide to leave the $250,000 coverage level in place indefinitely, however, it
would be necessary to account for the increase in insurcd deposits to determine the
appropriate level of the fund.



Q3. Of the 20,000 of IndyMac loans in delinquency that are not owned by IndyMac
or with servicing agreements with[out] sufficient flexibility for modification, how do -
you expect to obtain approval to apply new modification programs to these loans?

A3. Since the streamlined loan modification program was launched on August 20",
IndyMac has been modifying securitized loans according to the servicing agreements”
terms. In general, modifications are permitted by the servicing agreements so long as the
borrower is delinquent and the modification provides better value than foreclosure.

Some of the loans that IndyMac scrvices are not securitized, but owned as ‘whole’ loans
by investors. The servicing agreements for these ‘whole’ loans do require consent before
modifications can be implemented. IndyMac has obtained approval from the investors
for the majority of the ‘whole’ loans and is implementing the modification approach for

those loans.

Q4. How many of the 60,000 delinquent IndyMac mortgages do you expect you will
not be able to modify?

Ad4. Of the more than 60,000 first lien mortgage loans that were dclinquent when the
FDIC became the conservator for IndyMac in July 2008, not all are eligible for
modification. The total delinquent loans includes loans to borrowers who are less than 60
days past due, in bankruptcy, whose foreclosure sale is imminent, or where there are
various legal issues that preclude application of our modification approach. This total
also includes borrowers who have a modification in process or recently completed a
maodification, but who IndyMac has to reflect as delinquent until the borrowers pay
according to the modified terms for six months. Excluding these loans rcduces the
potential number of loans eligible for modification by about a third.

The remaining pool of approximately 40,000 loans must then be reviewed under the
criteria for the loan modification program to determine if an affordable payment can be
achieved for the borrower. IndyMac also must determine that the proposed modification
will achieve a better value than foreclosure. Once these criteria are applied, a substantial
proportion (about 40 percent ) cannot be modified under the streamlined approach.
However, even if a loan cannot be modified under the streamlined approach, IndyMac
will still review the loan to determine if some altcrnative to foreclosure is possible. To
date, IndyMac has mailed more than 23,000 modification offers to borrowers. In the
coming weeks, wc anticipate mailing out thousands more modification offers. To date,
more than 5,000 borrowers have completed all income verification requirements and
thousands more are in process. While we cannot yet determine how many of the
borrowers will accept the proposed modifications, we hope that many thousands of
borrowers will avoid foreclosure while the FDIC maximizes its recoveries on the
IndyMac loans and servicing rights.



Q5. .Beyond calls and mailers, what other outreach methods are used by the FDIC?
Is the FDIC using in-person outreach methods?

AS. IndyMac and the FDIC have proactively enlisted the help of community newspapers
to reach borrowers in their local area. In addition to maintaining its relationship with the
HOPE Now Alliance, IndyMac also partnered with local HUD-approved counseling
agencies that are affiliated with NeighborWorks. These agencies were spccifically
chosen to obtain their assistance to contact borrowers in states (California, Florida, New -
York, and New Jersey) that have a majority of the past due loans. Southern California,
and Los Angeles County in particular, represent the highest concentration of delinquent
borrowers. As a result, the FDIC is partnering with Los Angeles Mayor Villaraigosa's
office and certain local non-profit organizations to sponsor the IndyMac Loan
Modification Day on November 22™. A similar event is planned for the Inland Empire
(Riverside and San Bernardino Counties). IndyMac plans to use “in-person” outreach
methods at these functions, as our representatives will directly work with borrowers on

loan modifications.



Congresswoman McCarthy:
Questions Submitted for the Record

9.17.08 FSC Hearing: A Review of Mortgage Servicing Practices and Foreclosure

Mitigation

PANEL ONE -

1.

Chairwoman Bair: In the case of delinquent mortgages for multi-unit dwellings
held by IndyMac that cannot be modified, how does the FDIC deal with tenants?
How much time do they have to vacate property once foreclosure proceedings
have begun? Are they notified that they must vacate the property? When is
notification given?

Chairwoman Bair: Is it time to increase the amount insured by the FDIC on
individual and retirement accounts?

Chairwoman Bair: Of the 20,000 of IndyMac loans in delinquency that are not
owned by IndyMac or with servicing agreements with sufficient flexibility for
modification, how do you expect to obtain approval to apply new modification
programs to these loans? .

Chairwoman Bair: How many of the 60,000 delinquent IndyMac mortgages do
you expect you will not be able to modify?

Chairwoman Bair: Beyond calls and mailers, what other outreach methods are

- used by the FDIC? Is the FDIC using in-person outreach methods?
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The Honorable Sheila C. Bair
Chairman
Federal Deposit Insurance Corporation

550 17t Street, NW ~
Washington, DC 20429 OFFICE OF LEGISLATIVE AFFAIRS

Dear Chairman Bair:

Thank you for testifying at the September 17, 2008, Committee on Financial
Services hearing entitled, “The Implementation of the HOPE for Homeowners Program and
a Review of Foreclosure Mitigation Efforts.”

A copy of your transcript has been provided should you wish to make any
corrections. Please indicate these corrections directly on the transcript. Due to the
disruption of mail service to the House of Representatives we ask that you fax the
transcript in lieu of mailing if. Please fax only the pages on which you have made
corrections, within (15) business days upon receipt to:

Committee on Financial Services
ATTN: Terrie Alliscn
Fax (202) 225-4254

Rule XI, clause 2(e)(1XA) of the Rules of the House and Rule 8(a)(1) of the Rules of
the Committee state that the transcript of any meeting or hearing shall be “a substantially
verbatim account of the remarks actually made during the proceedings, subject only to
technical, gramnmatical, and typographical corrections authorized by the person making the
remarks involved.” We therefore ask that you keep your corrections to a minimum.

Also included are questions submitted by Representative McCérthy. We ask that
you respond to these questions in writing for the hearing record. Your responses may be
faxed to the above number, along with your transcript corrections.

Please contact Terrie Allison at (202) 225-4548 if there are no corrections to your
transcript.

If during the hearing you: (1) offered to submit additional material; or (2) were
requested to submit additional material; please submit this material via electronic mail by
sending it to fsctestimony@mail.house.gov. If you are unable to submit the material
electronically, please contact the Committee staff to arrange for submission.
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Thank you for your cooperation, and again for your testimony.

Yours truly,

Thomas G. Duncan '
General Counsel

TGD/ta

Enclosure



@ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DC 20429

SHEILA C. BAIR
CHAIRMAN November 26, 2008

Honorable Hillary Rodham Clinton
United States Senate
Washington, D.C. 20510

Dear Senator Clinton:

Thank you for your kind words commending the Federal Deposit Insurance
Corporation for our efforts to stabilize housing markets and for your interest in this
shared goal through your support of the HOME initiative and other actions to prevent
foreclosures.

As part of our continuing work to address ongoing mortgage-related issues
including foreclosure prevention, we have researched many potential solutions, including
the Home Owners’ Loan Corporation (HOLC) model, for ways to deal effectively with
unaffordable loans and unnecessary foreclosures. Like you, we want to place responsible
yet at-risk homeowners in sustainable mortgages that are based on affordability. To that
end, we recently proposed a loan modification program with a loss sharing component
that establishes a consistent affordability standard for homeowners as well as incentives
for banks and other lenders to participate in the program. Ihave enclosed a summary of
our proposal for your information. In addition, the FDIC recently issued a loan
modification guide wc are calling *“Mod in a Box” to provide information that enables
others to duplicate the FDIC’s program at IndyMac Federal Bank. A copy of this guide
also is cnclosed. We share your goal of creating a uniform, systematic approach to reach
a broad pool of at-risk homeowners.

Thank you again for sharing your counsel on these important issues. Ilook
forward to continuing to work with Congress to provide effective relief for homeowners,

stabilize our communities, revitalize our financial markets, and improve our economy. | Yo~/
-
(=9
Sincerely r= rt
’ ~ Lo
A wl
,_7 0
Of\ k‘ or-
Sheila C. Bair pe ~

Enclosures
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FDIC Loss Sharing Proposal to Promote Affordable Loan Modifications

Background

Basl ture and Sc ro a
i
impact of the Program

Loan Modification Program Guide ~ “"Mod in a Box”

Background

Although foreclosures are costly to lenders, borrowers and communities, the pace of loan modifications
continues to be extremely slow (around 4 percent of seriously delinquent loans each month). It is
imperative to provide incentives to achieve a sufficient scale in loan modifications to stem the reductions
in housing prices and rising foreclosures.

Modifications shouid be provided using a systematic and sustainable process. The FDIC has initiated a
systematic loan modification program at IndyMac Federal Bank to reduce first lien mortgage payments
to as low as 31% of monthly income. Modifications are based on interest rate reductions, extension of
term, and principal forbearance. A loss share guarantee on redefaults of modified morigages can
provide the necessary incentive to modify mortgages on a sufficient scale, while leveraging available
govemment funds to affect more mortgages than outright purchases or specific incentives for every
modification. The FDIC would be prepared to serve as contractor for Treasury and already has
extensive experience in the IndyMac modification process.

Basic Structure and Scope of Proposal
This proposal is designed to promote wider adoption of such a systematic joan modification program:

1. by paying servicers $1,000 to cover expenses for each loan modified according to the required

standards; and
2. sharing up to 50% of losses incurred if a modified loan should subsequently re-defauit

We envision that the program can be applied fo the estimated 1.4 million non-GSE mortgage loans that
were 60 days or more past due as of June 2008, plus an additional 3 million non-GSE loans that are
projected to become delinquent by year-end 2009. Of this total of approximately 4.4 million problem
loans, we expect that about half can be modified, resulting in some 2.2 million loan modifications under

the plan.
Details on Program Design
¢ Eligible Borrowers: The program will be mited to loans secured by owner-occupied properties.

» Exclusion for Early Payment Default: To promote sustainable mortgages, govermnment loss
sharing would be available only after the borrower has made six payments on the modified
mortgage.

» Standard NPV Test: In order to promote consistency and simplicity in implementation and audit,
a standard test comparing the expected net present value (NPV) of modifying past due loans
compared to the strategy of foreclosing on them will be applied. Under this NPV test, standard
assumptions will be used to ensure that a consistent standard for affordability is provided based
on a 31% borrower mortgage debt-fo-income ratio.

e Systematic Loan Review by Participating Servicers: Participating servicers would be required
fo undertake a systematic review of all of the loans under their management, to subject each loan
to a standard NPV test to determine whether it is a suitable candidate for modification, and to

http://iwww.fdic.gov/consumers/loans/loanmod/index.html ' 11/26/2008
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modify all loans that pass this test. The penalty for faiting to undertake such a systematic review
and to carry out modifications where they are justified would be disqualification from further
participation in the program until such a systematic program was introduced.

s Reduced Loss Share Percentage for "Underwater Loans™: For LTVs above 100%, the
government loss share will be progressively reduced from 50% to 20% as the current LTV rises.1
If the LTV for the first lien exceeds 150%, no loss sharing would be provided.

« Simplified Loss Share Calculation: In order to ensure the administrative efficiency of this
program, the calculation of loss share basis would be as simple as possible. In general terms, the
calculation would be based on the difference between the net present value of the modified loan
and the amount of recoveries obtained in a disposition by refinancing, short sale or REQO sale, net
of disposal costs as estimated according to industry standards. Interim medifications would be
allowed.

o De minimis Test: To lower administrative costs, a de minimis test excludes from loss sharing
any modification that did not lower the monthly payment at least 10 percent.

« Eight-year Limit on Loss Sharing Payments: The loss sharing guarantee ends eight years of
the modification. .

impact of the Program
The table below outlines some of the basic assumptions behind the scale of the plan and its expected

costs.? To summarize, we expect that about half of the projected 4.4 million problem loans between now
and year-end 2009 can be modified. Assuming a redefault rate of 33 percent, this pian could reduce the
number of foreclosures during this period by some 1.5 million at a projected program cost of $24.4
billion. '

Projected Number and Cost of Loan Modifications Under FDIC Loss

Sharing Proposal
1.6 million total loans 60+90+ past due now

GSE loans make up about 13% of problem loans at present
Net: 1.4 milion non-GSE problem loans at present
3.8 million new total loans 60+/90+ pastdue byy.e. 2009
Assume: GSE loans make up 20% of new prob. loans through y.e. 2009
Net 3.04 million new non-GSE problem loans through y.e. 2009
Total non-GSE problem loans throughy.e. 2009: 4.44 million
Modify 1/2, or 222 million loans
Avg. loan size $200,000
Total book value of loans modified = $444 billion
Avg. program cost (FDIC assumptions) = 5.5%
Esl total program cost = $§24.4 billion
Assuming redefault mte of 33%, almost 1.5 million foreclosures avoided

1 Current LTV can be demonstrated by a Broker Price opinion, or BPO.

2 Noté: These figures have been updated from previous summaries to reflect a narrower application of
the program to non-GSE loans that become delinquent through year-end 2009.

http://www fdic.gov/consumers/loans/loanmod/index.html 11/26/2008
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A message from FDIC Chairman Sheila Bair

| have long supported a systematic and streamlined approach
{o loan modifications that puts borrowers into affordable, long-
term mortgages while achieving an improved retum for
bankers and investors compared to foreclosure. Using this
type of approach, we can help stabilize the U.S. financial
markets by minimizing foreclosures on the 6.4 million loans
that are currently past due or are projected fo become
delinquent by mid-2010. Avoiding foreclosure, whenitis
financially prudent to do so, reduces the downward pressure
on the price of nearby homes and heips communities to
maintain the services they provide to neighborhoods. -
Unnecessary foreclosures perpetuate the cycle of financial
distress and risk aversion, which potentially could cause ;
housing prices to overcorrect and create even {arger losses for Chairman Sheila C. Bair

both borrowers and the financial industry. Federal Depasit Insurance Corporation

At IndyMac Federal Bank, the FDIC initiated a systematic and streamiined loan modification
program for delinquent borrowers who occupy their home. These distressed mortgages are being
rehabilitated into performing loans while avoiding unnecessary and costly foreclosures. By
achieving mortgage payments for borrowers that are both affordable and sustainable, we expect
to reduce future defaults, improve the value of the underlying mortgages, and cut servicing costs.
This approach makes good business sense and creates a ‘win-win' solution for everyone. |
strongly encourage bankers, servicers, and investors to implement systematic and streamlined
loan modifications that resuit in monthly morigage payments that borrowers can afford over the
long term.

To assist bankers, servicers, and investors in this process, this quide provides an overview of the
FDIC’s loan modification program. it outiines our program terms at IndyMac Federal Bank, offers
insight into the specific portfolio characteristics that drive modification modeling at that bank, and
provides a framework for developing and implementing a simitar program at your institution.
While the final program each of you implements will be based on the characteristics specific to
your respective portfolios, | am confident that the value of such a program will benefit both your
institution and your investors while helping many troubled borrowers remain in their homes. Your
support in this industry-wide eflort will help avoid unnecessary foreclosures and bring stability to
the housing and morigage markets during this time of unprecedented economic turmoil.

Sincerely,

Sheila Bair

FDIC Loan Modification Program | Page 2



ILLoan Modification

FDIC

As indicated in the summary table below, the FDIC’s Loan Modification Program is primarify based on

two principals:

1) Deiermining a payment the borrower can afford by multiplying the borrower’s gross monthly

income times the appropriate housing-to-income (HTT) ratio, less taxes and insurance to achieve a
minimum payment reduction of 10 percent, and

2) Protecting investors’ interests by requiring that the cost of the modification is less than the
estimated cost of foreclosure (the Net Present Value (NPV) fioor).

FDIC Loan Modification Program

Strategy

Process

= Offer proactive
workout solutions
designed to address
borrowers who have
the willingness but
limited capacity fo
pay.

= Return the loan to a current status.

s Capitalize delinquent interest and escrow.

» Modify the loan terms based on waterfalls, starting at a
front-end 38 percent HT1 ratio down to a 31 percent
HT! ratio, subject to a formal NPV floor.

» Reduce interest rate to as low as 3 percent.

= Extend, if necessary, the amortization and/or term of
the loan to 40 years.

Borrower = Forbear principal if necessary.
Affordability
Determination | = Provide borrowers = Require the bormower to make one payment at the time
the opportunity to of the modification.
stay in their home = Cap the interest rate at the Freddie Mac Weekly
while making an Survey rate effective at the time of the modification.
affordable payment = L ower the interest rate as required to meet the target
for the life of the HTl ratio, fixing the adjusted rate and monthly payment
loan. amount for 5 years.
= Step up the initial interest rate gradually starting in year
6 by increasing it one percentage point each year until
—— reaching the Freddie Mac Weekly Survey rate cap.

» Use a financial = Input borrower specific income information into the
mode!l with NPV Tool, which provides a real-time workout solution.
supportable = Perform automated loan level underwriting across

investor assumptions to large segments of the portfolio to support pre-approved
Protection ensure investor bulk mailings.
¥ Via inferests are = Verify income information the borrower provided via
NPV Tool protected. check stubs, tax returns, and/or bank statements.

= Compare the cost of the modified concessions to the
estimated cost of foreclosure to mitigate losses.

= Mandate that the cost of the modification must be less
than the estimated foreclosure loss.

FDIC Loan Modification Program | Page 3




Overview

FDIE

Modification improves the value of distressed morigages by achieving long-term sustainable

I. Philosophy

cash flows for lenders and investors that exceed the value achievable through foreclosure.
Modification provides an affordable payment and eliminates payment shock for the life of the
loan.

Modification minimizes loss to the invastor.

. Program
Affordable payment is achieved through interest rate reduction, amortization ferm extension,
and/or principal forbearance.

Net present value (NPV) test confirms modification minimizes loss to the investor.

Ill. Process
Program uses a scalable process which can be applied across a broad range of investors.

Streamlined process provides custom modification offers and minimal borrower paperwork.

V. Promotion
Inclusion of customized modified payment amounts in bulk mailings significantly increases
customer response and completed modifications. For bulk modification offer mailings, the initial
lefter includes a pre-approved modification offer with the modified payment amount.
The program uses a combination of existing origination/sales marketing to contact borrowers via
direct mail and innovative point of sale approach via the call center, Call center staff have the

capability to gather financial information and make a modification offer during the initial call.

This document provides a framework for establishing and implementing these standards.

FDIC Loan Modification Program | Page 4



Philosophy

FDIC

I. Philosophy
Key objectives
-« Keep borrowers in their homes when the borrower is willing and has the capacity to make an
affordable morigage payment.
* Provide borrowers with immediate payment refief and stable long term mortgage payments.
- Modification must always result in a positive NPV outcome for the investor, i.e., the cost of the

modification must be less than the estimated cost of foreclosure.

Determine what type of modification is most appropriate

The FDIC Loan Modification Program targets distressed borrowers who are currently having
financial difficulty with the scheduled mortgage payment, but have the capacity to make a loan
payment. it uses a streamlined approach to identify modification candidates and to provide a
customized modification offer when the modification minimizes loss. If a borrower does not
qualify for a streamlined modification, an individual loan review may result in a personalized

modification that still maximizes value.

This approach is just one of many loss mitigation strategies that a prudent servicer must consider
when dealing with a distressed borrower. Refinance is an alternative as well as traditional loss
mitigation practices such as repayment plans. However, many borrowers are unable o refinance
their loans in the current economic environment and repayment plans typically do not provide
fong- term solutions to borrowers’ financial probiems. In cases where the borrower cannot afford
the lowest payment aflowed by the NPV Tool, a short sale or deed-in-lieu of foreclosure with

— “cash for keys” assistance are preferred methods to avoid foreclosure.

Immediate relief and long term stability

.oan modification will result in a "life of loan" solution by capping interest rates at current market
rates, requiring immediate principal amortization, and setting an initial interest rate subsidy to
provide immediate relief. A predictable payment schedule after the fifth year will step the initial
interest rate up to the market rate. Modification replaces adjustable-rate and interest-only

mortgages with stable rate loans, and eliminates the possibifity of future negative amortization.

FDIC Loan Modification Program | Page §



Philosophy

Minimizes Losses on Distressed Mortgages

Once the borrower-specific modification is determined, the servicer must perform a valuation test
between the cost of modification and the estimated cost of foreclosure to ensure modification
results in a lower cost to the investor. By providing a transparent valuation comparing the cost of
the modification and the estimated cost of foreclosure, the servicer fulfills the terms of most

servicing agreements.

FDIC Loan Modification Program | Page 6



Program

e FDIE

Key objectives
« Systematic determination of borrower specific modification terms using a standardized NPV test

to minimize losses on distressed mortgages.

« Target distressed borrowers. Modifications may be available for ioans that are at least 60 days
delinquent or where default is reasonably foreseeable.?

« Implement modification program that can be used across a broad range of investors.

Step 1: Determine Eligibility

Servicers typically manage loans for other investors, including Government Sponsored Enterprises
(GSEs), private investors owning securities collateralized by the mortgages, and whole loan
investors. Each investor type has different standards for approving loan modification. The GSEs
have authorized Joss mitigation programs for sericusly delinquent loans, however some loans
owned by the GSEs may be modified based on eligibility standards similar to those used for
private investors. The GSEs recently announced the adoption of more streamlined modification
plans that apply many of the features of the FDIC Loan Modification Program model.

Loans serviced for private investors are govemed by servicing contracts which often contain a

standard clause aliowing the servicer {o modify seriously delinquent or defaulted mortgages, or

mortgages where default is “reasonably foreseeable”.2 This even holds true for complex private

label securitizations with many tranches and investors.

Loans subject to these contracts are typically eligible for modification given:

« The loan is at least 60 days delinquent where the loan is considered one day delinguent on the

¢ay following the next payment due date. i

+ Foreclosure sale is not imminent and the borrower is currently not in bankruptcy, or has not been

om— discharged from Chapter 7 bankruptcy since the loan was originated.

« The loan was not orig}nated as a second home or an investment property.

Loans sold whole to individual investors ofien require a case-by-case approach. Thessa loans are
subject to both servicing and securitization contracts. The Appendix contains guidelines on how to

evaluate whole loan servicing agreements.

' Due to contractual restrictions in IndyMac's pocling and servicing agreements, indyMac Federal Bank has not
modified securitized loans where default is reasonably foreseeable. Most other agreements do allow modification
of such loans.

2geethe A

._Q.JQE&MQM_& lssued Dec 6, 2007 and rewsed July 8 2008
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Program (continued)

Step 2: Calculate an “Affordable” Payment

in order to calculate an affordable payment, recent financial income information must be available for
the borrower. Efforts to contact the borrower via special mailings, calling campaigns, email, and other

outreach methods are used.

The FDIC Loan Modification Program calculates the modified principal, interest, taxes, and insurance
{PITl) payment per a borrower specific HT} ratio of no more than 38 percent. Housing expenses on a
PITI basis may include:

« The modified principal and interest payment for the subject loan, as applicable,

- Real estate taxes,

+ Property hazard, flood, and mortgage insurance premiums,

» Leasehold estate payments, and

- Homeowners' association (HOA) dues.

Industry standards set forth by certain FHA lending programs indicate a morigage payment based on
a 31 percent to 38 percent HT1 ratio is affordable. The FDIC Loan Modification Program follows these
origination standards as ilustrated below.,

Example of HT? ratio calculation

Monthly Gross Income

$3,618 - Borrower 1

$2,756 - Borrower 2

$6,374 - Total Monthly Gross Income

PiTi Payment Determination
$6,374 x 38% = $2,422

Monthly Housing Expense

$2,422 - Maximum Total Monthly Housing Expense

$ - 364 - Taxes, hazard, flood, and mortgage insurance, etc.
$ - B5-HOAdues

$1,973 - Maximum modified principal and interest payment

Total HT1 Ratio
$2,422 /36,374 = 38%

FDIC Loan Modification Program | Page 8



Program (continued)

FDIE

If the initial modification calculation at 38 percent does not decrease the borrower's payment by 10
percent or more, the HT1 ratio is lowered to 35 percent and then iowered to 31 percent to achieve the 10
percent savings. In cases where a 10 percent reduction can not be achieved, the 31 percent HT! ratio is

used for affordability.

Step 3: Determine the “Total Debt” by capitalizing certain costs in the unpaid principal balance
. Delinduent interest, taxes, and insurance escrows and
< Third party fees such as foreclosure attorney or trustee fees and property preservation costs.

Step 4: Solve for “Affordable Payment” through a three step waterfall process

1) Interest Rate Reduction: Cap the life-of-loan interest rate at the Freddie Mac Weekly Survey rate
as of the week of the modification offer, then reduce the interest rate incrementally to as low as 3
percent to achieve the “affordable” payment per the adjusted unpaid principal balance (UPB) and
remaining amortization term. An interest rate floor of 3 percent will enable the borrower to maintain
approximately a 38 percent HT1 ratio throughout the Iife of the loan, assuming modest borrower
eamings growth commensurate with the inflation rate. The reduced rate remains in effect for 5 years.
After this period, the interest rate increases by not more than one percent annually until the Freddie
Mac Weekly Survey rate is achieved. if the “affordable” modified PITI payment amount has not been

achieved, proceed to the next step.

2) Extend Amortization Term: For loans with an original term of 30 years, re-amortize the adjusted
UPB at the reduced interest rate (3 percent fioor) over an extended amortization term of 40 years
from the original first payment date. For securitized loans, the amortization will be extended to 40
" years from the original first payment date, but the maturity date will not change, resulting in a balloon
S—— payment. For loans with an original term of less than 30 years, extend the amortization period for

only 10 years. If the modified PITI payment amount has not been achieved, proceed to the next step.

3) Partial Principal Forbearance: Reduce the adjusted UPB for amortization purposes and amortize
over a 40 year period at the reduced interest rate (3 percent fioor). This process splits the debt into
an interest-bearing, amortizing portion and a zero percent, zero payment portion of the loan. The
repayment of the “postponed” principal will be due when the loan is paid in full. For loans within
securitizations, this principal forbearance should be passed as a write-off of principal to the trust, with

any future collections at time of pay-off submitted to the trust as a recovery.
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Program (continued)

Step 5: Apply the NPV Tool

Run the modified loans through the NPV Tool in order to ensure that the modified payment creates a

positive economic scenario for the investor.

Step 6: Market via systematic “bulk” approach

A bulk modification model processes large segments of definquent loans with recent borrower financial
information on file. The model performs automated loan-level underwriting based on the existing loan
terms and recent financial information obtained from the customer, which is verified prior to completing
the modification. The buik modification process establishes modification eligibility and mc;diﬁcation terms
as detailed in the previous steps, then uses a traditional marketing approach to provide the borrower
with an easy to follow, pre-populated modification offer. The marketing materials also instruct the
borrower to either contact the servicer with questions or just send in the signed documents and the first
payment to complete the modification offer. The modification offer explicitly states the amount of the

borrower's new monthly principal and inferest payment as follows:

Reduce your monthly payment of principal and
interest to $x,0cxx and bring your loan current!

While some borrowers may appear to have the capacity to pay, their ability to do so may be inhibited by
other debt obligations. Bankers and servicers should consider establishing relationships with community
groups willing to contact and provide credit counseling to these borrowers. Entering into compensation
agreements with local non-profit organizations with HUD-approved counselors also may assist in
contacting borrowers, obtaining the requisite financial information, and completing the modification.
Compensation should be based on a borrower contact and modification completion. For example,
IndyMac Federal Bank pays participating community groups $150 for borrower contact and counseling
services, and an additional $350 once the loan modification is completed. A copy of a counseling

compensation agreement is provided in the Appendix.
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NPV Test

NPV Test

FDIE

Once the modification terms are established, the impact of the modification concessions to the investor are

compared to the estimated loss given foreclosure. If the modification is less costly than foreclosure, it is

approved. This test ensurcs that modifications mitigate the loss for investors. This diagram illustrates the NPV

test:

Compare joss estimate for Mod vs. Standard Foraclosure

- Mogification:;
RECO/NPV NPV Mod
orrower psys off or defaults— Borrower can handfe mod pay tx or re-defauit
' !
4
| Payort Cure Rata xPar | Detautt Succonsful Mod: Regstau
(1-Cure Rate) x (1 - Redetauit Rate) x NPV Redefault Rate x Expected
Expacied REO of Discounted Payments REO Disposition Vaiue
Disposifion Value {including Forbearance, if (including additiona! interest
appiicable) advances)
———
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NPV Test

FDIC

> The formula used to estimate the cost of foreclosure is:

Loan Value = Cure Rate * Par +
(1 — Cure Rate) * Expected REO Disposition Value

Descripﬂon of the formula terms:
Cure rate is based on recent industry or servicer data. It is based on a combination of

delinguency status, combined loan-to-value (LTV), FICO and original income documentation. A
12 month cure period is used.

» Expected REO Disposition Value:

Liquidation value - Interest Adv/Accrual — Corporate Advances — Escrow
Advances — Future Cost to Collect + Mi Recovery

> Liquidation Value:

Forecasted Liquidation Value of property at REQ =

Current Property Value * (1 - Forecasted Depreciation - “REO Stigrma” Discount -
Selling Costs)

A5

Forecasted Depreciation is based on an industry standard such as Moody's
Economy.com metropolitan statistical area (MSA) leve!l data. Depreciation timeline is
one year in the future or case-specific.
Current Property Value is determined by an interior appraisal, Broker Price Opinion
(BPO), Automated Valuation Model (AVM), or original appraisal value adjusted by
MSA level home price change to date. This value is then adjusted by forecasted MSA
level home price changes.
REQ Stigma Discount reflects differences in experienced liquidation values versus
estimated property values.
> Selling Costs include 10 percent for broker commission, potential repairs and

- maintenance costs.
~ Interest Advances/Accruals inciudes delinquent interest advanced (securitized/soid

loans) or accrued (owned loans).

~ Corporate Advances include non-escrow advances already made on the borrowers
behalf.
Escrow Advances already made on the borrowers behaif.
Future Cost to Collect is an estimate of future interest accruals, T&! payments, and FC
expenses.
Mi Recovery (if applicable) is estimated based on Ml coverage percentage adjusted for
possible Mi claim denial.

A b

v

Vv

v
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NPV Te St (Continued)

FDIE

Loan Value = (1 — Redefault Rate} x NPV of Discounted Payments + Redefault Rate x (REO
Disposition Value + Additional Accrued Costs)

> The formula used to estimate the cost of modification is:

Description of the formula terms:

» Re-default rate is estimated per historical re-default experience for other modification programs and

a program specific projection.

~ NPV of discounted payments is the net present value of the adjusted UPB (cash outflow) and the
modified payment stream (cash inflow) discounted at the Freddie Mac Weekly Survey rate as of the
week of the modification offer. An NPV example is provided in the Appendix.

» REO disposition value (see above).

~ Additional costs include 9 additional months of accrued interest, taxes, and insurance payments

plus additional forecasted home price depreciation, as applicable.?

3 Currently, the Case-Shiller forecast provided by Moody's Economy.com projects that home prices
will reach their trough in about one year from today, which also is equivalent to the base case
timetable for REO disposition in the NPV Tool. This means that delaying foreclosure will not lead to
further home price declines at REO disposition for most geographical areas.
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NPV Test (continued

FDIC

In Addition to Updated Liquidation Value, a Servicer must Formally Backtest Servicer and/or
Portfolio Specific Assumptions and Regularly Update Assumptions Based on Industry
Standards

1. Forecasted Depreciation (industry standard)
« Updated monthiy fo incorporate latest home price data.
2. Cure Rates (servicer and/ors porifolio specific)
» Updated quarterly and based on 12 month history (fo adjust for current credit environment).
Suggested cure factors include the current delinquency status of the loan, combined LTV,
borrower FICO, and original income documentation.

3. REO Stigma (servicer and/or portfolio specific)

+ Updated mohthly {o incorporate latest experience by region.

4. Re-default Rate (servicer and/or portfolio specific)

« Based on past re-default experience for other modification programs and a program specific
projection. The servicer should carefully monitor and incorporate the prograni’s actual
re-default rate. _

5. Discount Rate (both industry standard and servicer and/or portfolio specific)

« Freddie Mac Weekly Survey rate as of the week of the modification offer is used to discount the
modified payment cashfiow. A required retumn methodology is used to discount the estimated
foreclosure value.

6. Prepayment rate (servicer and/or portfolio specific)

= The model'assumes a voluntary prepayment rate of zero.
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Process
+DIEC

fll. Process
Key Objectives
» | everage large scale modification offer/delivery process.
« Give collections and loss mitigation staff the ability to offer tailored solutions based on borrower
need, willingness and ability to pay, balanced with investor guidefines and a format NPV test.
» Streamline paperwork and income verification process.

= Establish a protocal for community group referrals.

Once eligibility is established, the loan modification offer is based on the borrowers income
information. For borrowers with recent income information on file, a firm offer may be extended,
contingent on income verification. However, verified income may be different from that on file and
tolerance for some variation shouid be established. For borrowers with no recent income information
on file, a conditional offer may be extended, contingent on income verification. This type of offer
should use a more rigorous verification process requiring both tax returns and recent pay stub

information.

For both firm and conditional modification offers, the key to program success is a scalable offer
delivery process, which immediately provides the borrower with modification terms and instructions.
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. P IFOCCSS (Continued) FD'@

Offer/Delivery process — Two-Tiered Approach:

1. Bulk Approach: Loans processed through the butk modification process are sent a pre-approved
offer with pre-populated modification documents, income verification forms and informational
materal. This modification package provides the bormwér with a custom modification offer and
instructions to complete the modification with a quick one-touch close. Modification paperwork is
handied via an automated process. The modification agreement is pre-populated and the loans are
pre-qualified; as a result, the operations process is simplified to collecting the modification
agreements, verifying income documentation, and completing system updates to ensure the

borrower receives modified terms on the next statément

2,  Point of Sale Approach: Use of traditional inbound and outbound customer service and collection
staff should allow borrowers to obtain fast and customized solutions. Loss mitigation staff require
access to a modification tool which allows the coliector to discuss all viable workout options before
proceeding with an offer. For example, a delinquent borrower calls collections and is unable to
afford the current mortgage payment. The collector enters the borrower's information into a desktop
tool which immediately provides the collector with possible workout solutions such as modification,
short sale, and cash for keys programs. If the modification is NPV positive, the cotlector informs the
borrower of modification eligibility, collects the first modified payment, updates the system, and
either generates the modification documents from the system, or inciudes borrower in the next bulk

mailing.

One of the Benefits: Saying “Yes" to the borrower and providing the reduced modified payment
N— amount motivates the borrower to finish submitting the final dbcumentaiion needed to complete the
" modification. Once the borrower verbally accepts the modified payment, the collector initiates a 60-
day payment plan at the new amount and takes the paperwork off the foreclosure path. When the
documents are received and income is verified, modification changes are processed permanently in

the syslem.

Community group referrals should be prioritized through a dedicated hotline and email address.
Groups with a relationship with the servicer should be trained on the specific information required to

complete the modification. This provides another venue to streamline the paperwork processing.
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P TFOCCECSS (Continued) ' *DI @

Income Verification
Income verification minimizes re-default and ensures the affordability standard is uniformly implemented.

The gross monthly income for all borrowers who have signed the mortgage note must be supported by
either last years tax returns or recent pay stubs. A dedicated underwriting group reconciies verbal

financial information on file to documented income.
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Promotion
- FDIE

IV. Promotion
Key objectives
o Stimulate response and acceptance rates for all borrowers, including those who have not made
recent contact with the servicing group.
o Leverage community group resources fo confact unresponsive borrowers and to provide financial
counseling.

» Establish reporting procedures to track program effectiveness.

The modification offer is sent to borrowers using either priority or overnight mail to stimulate open
rates for ail borrowers, particularly those who have not made recent contact with the servicing group.
The offer is designed to have the look and feel of a traditional origination/sales marketing letter with
the additional aspect of a pre-approved modification offer and a simple pre-populated agreement.
This allows the borrower to complete the agreement without having to call the servicing group. See

the Appendix for examples of marketing materials and the simplified loan modification documents.

Inbound and outbound call efforts are designed around a sales approach, not a traditional collections
approach, to ease borrowers’ concerns about foreclosure. The servicer should promote a *No
borrower left behind” mentality, which gives even no contact customers an offer that can be
completed without needing to call. Campaigns are supported by a dedicated “direct to consumer”

marketing team.

Community groups are a valuable resource and the servicer should integrate national and local
groups into the modification process. These groups can be contracted for outbound calling to '
unresponsive modification candidates and financial counseling for distressed borrowers. The
modification offer may also offer an incentive for borrowers to seek financial counseling through these

groups. A sample contract and compensation structure is included in the Appendix.
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Promotion (continued _FDIE

Modification Reporting

Accurate and up to date data on the loan modification program requires an integrated servicing

platform and business unit. Internal and external reporting needs include:

Internai

+ Responsiveness to modification campaigns: establish specific phone lines for each modification
campaign, track inbound and outbound calling and contact rates.

» Process effectiveness: create one servicing template for all modifications which requires the loss
mitigation staff to track all contact made with the borrower. The servicer should analyze timelines
for mailing to borrower contact, contact to document retumn, and document return to modification
completion.

« Delinquency and re-default rate: success is measured by performance following modification.
These metrics are also important to the NPV Tool model. '

External
 » [nvestors require detailed modification tracking. This enhances program credibility and proves
that modification is the least cost strategy. A sample investor reporting template is found in the
Appendix.
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HILLARY RODHAM CLINTON Cgr:ﬂ'l’EES
NEW YONK ENVIRONMENT AND PLUIELIC WORKS
SENATDR HEALTH, EDUCATION, LARDR, AND PENSIONS
SPECIAL COMMITTEE ON AGING

o — Mnited States Senate

WASHINGTON, DC 20510-3204

November 6, 2008

Ms, Sheila Bair

Chairman ) - b AR AN
Federal Deposit Insurance Corporation Aot Ut e
550 17th St.,, NW

Washington, D.C. 20429
Dear Chairman Bair:

T would like to commend you for your efforts at addressing what I believe to be the
underlying challenge in this current market and economic turmoil, the foreclosure crisis and its
dramatic impact on the value of residential homes. You have been a consistent and prescient
voice in sounding the alarm over the consequences of inaction and have led the way for other
federal agencies in responding to this crisis.

As your testimony to my colleagues in the Senate Banking Commitiee outlined, we have
been behind the curve for too long in addressing this mortgage crisis, the progress made thus far
has not been enough, and time is of the essence if we are going to prevent a new wave of
mortgage defaults and foreclosures from deepening our current economic troubles even further.
I am encouraged by your efforts thus far and I urge you to remain vigilant in putting forth a
responsible and effective plan that will meet the scale of the mortgage and housing market
challenges ahead of us.

For nearly two years, I have been sounding the alarm bell about the housing crisis and the
need to tackle the problem immediately. Urgent action was and is needed given the dire
consequences that waves of foreclosures would bave not only on our markets and our economy
but also on the families who would be displaced from their homes while having their most
valuable asset wiped out. As one of the first to support a temporary foreclosure moratorium to
stabilize the housing market, I appreciate your commitment to this issue. Additionally, I
proposed allowing mortgage workouts to take hold and introduced legislation two years ago to
promote the role of the Federal Housing Administration in offering alternatives to subprime
mortgages. Ihave also voiced my skepticism about the effectiveness of the Administration’s
response to crisis. I agree with you that at this stage our response to the current crisis needs to be
“dramatic” or at least proportional to the significant risks that a further depression in housing

. prices and waves of new defaults and foreclosures would pose to the economy.

We both see the benefit of creating a uniform standard for safe, fair and stable mortgages.
I recently unveiled my support for a new federal initiative called the Home Owners’ Mortgage
Enterprise (HOME) with a mandate similar to that of the Home Owners® Loan Corporation
created by President Roosevelt during the Great Depression. It would identify the non-
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performing mortgages within mortgage pools and purchase them directly with bonds, direct cash
or insure them at a level that would provide a greater return for banks and investors than
foreclosure. A HOLC could rewrite the terms of the mortgage and provide at-risk homeowners a
fixed monthly payment not subject to change based on their ability to pay. Additionally, my
proposal would provide flexibility to account for any unforeseen event, such as job loss ora
health emergency by enabling the extension of the loan terms which would in effect ensure that
the mortgage is self-amortizing. Ultimately, a program like the one I am proposing would
provide the homeowner with the certainty of knowing precisely how much their monthly liability
- is. T urge you to look at the mode] of the HOLC as a way to ensure that our foreclosure
prevention efforts are effective.

As you finalize your plans, I hope that you will to continue to push for a fair plan that
offers effective relief to homeowners and places accountability on banks and other lenders
participating in the program. Restoring value to distressed mortgage assets and non-performing
mortgage through the workout and modification of unreasonable terms will prove to be a
significant incentive for them to work with you and the FDIC. You and the FDIC have
demonstrated your ability to create a framework for mortgage modifications as evidenced by
your efforts to rework the mortgages held by IndyMac, and I hope that you will continue to be
successful as you move towards this larger challenge. Indeed, preventing the next foreclosure
crisis is one of the most critical components of addressing this current economic turmoil.

Thank you for your attention to my concemns, and please do not hesitate to contact me if I
can be helpful to the FDIC’s ongoing efforts.

Sincerel

Hillary Rodham Clinton



@ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DC 20429

SHEILA C. BAIR November 26, 2008
CHAIRMAN

Honorable Dianne Feinstein
Urted States Senate
Washington, D.C. 20510

Dear Senator Feinstein:

Thank you for your letter expressing support for the Federal Deposit Insurance
Corporation’s efforts to promote a more systematic approach to modifying problem mortgage
loans. _

As you point out in your letter, foreclosure represents an increasingly self-defeating
response to the problem of delinquent mortgage loans. In the present environment, this approach
only adds to an overhang of excess vacant homes that has been estimated to exceed one million
units nationally. To help us get ahead of this problem, we need a program that encourages
mortgage lenders and servicers to modify loans on a sustainable basis, and that does so
efficiently on a large scale.

As you are aware, the FDIC has initiated a systematic loan modification program at
IndyMac Federal Bank, where it is conservator. This program identifies loans with high monthly
payments relative to income and makes offers to borrowers to reduce the monthly payment to as
low as 31 percent of monthly income. Modifications are undertaken according to a standard
protocol based on interest rate reductions, extensions of term, and principal forbearance. Like
any mortgage servicer, the FDIC must undertake a net prescnt value, or NPV, test for every
modified loan to ensure that this strategy will maximize the returns for the Deposit Insurance
Fund or the investors that own the troubled mortgages. The FDIC also takes steps to verify the
occupancy status and current income of the borrower.

Based on this experience, the FDIC discussed with the Treasury Department
implemcntation of a partial loss guaranty program, as authorized under the Emergency Economic
Stabilization Act (EESA), that would provide financial incentives for a wide range of mortgage
servicers to modify high-cost mortgage loans according to the IndyMac standard. One of the
advantages of this approach is the ability to modify loans that have been securitized, leaving
them in place under private management. While those discussions have not led to adoption of
the program by Treasury under the authority provided by the EESA, we believe that the rapid
implementation of such a guaranty program would be the best way to achieve a significant
impact on the distressed housing market.

I believe that this approach offers a way forward to improve the affordability of mortgage
loans for distressed households, reducing the number of unnecessary foreclosures, and helping to
stabilize U.S. housing markets. But given the immense scale of the challenge before us, our



approach can make a dent in the problem only if it is implemented in a comprehensive manner.
It will not be without costs. But we feel that to the extent that declining home prices and
mortgage credit distress are at the heart of the present crisis, this program will more directly
address it. Under this proposal, there is hope that we will finally stop falling behind this problem
and begin to stabilize our housing markets and our financial system.

I appreciate your interest in this issue and support of our efforts to address it. If you have
further questions or comments, please do not hesitate to contact me at (202) 898-6974 or Eric
Spitler, Director of Legislative Affairs, at (202) 898-3837.

L)
Sincerely, ,‘/ Aer k
ohr -
Sheila C. Bair c h~s
?f"‘ Y\( ! Y
H ,‘p X AC
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SHEILA C. BAIR
CHAIRMAN November 26, 2008

Honorable Hillary Rodham-Clinton
United States Senate .
Washington, D.C. 20510

Dear Senator Clinton:

Thank you for your kind words commending the Federal Deposit Insurance
Corporation for our efforts to stabilize housing markets and for your interest in this
shared goal through your support of the HOME initiative and other actions to prevent

foreclosures.

As part of our continuing work to address ongoing mortgage-related issues
including foreclosure prevention, we have researched many potential solutions, including
the Home Owners' Loan Corporation (HOLC) model, for ways to deal effectively with
unaffordable loans and unnecessary foreclosures. Like you, we want to place responsible
yet at-risk homeowners in sustainable mortgages that are based on affordability. To that
end, we recently proposed a loan modification program with a loss sharing component
that establishes a consistent affordability standard for homeowners as well as incentives
for banks and other lenders to participate in the program. Ihave enclosed a summary of
our proposal for your information. In addition, the FDIC recently issued a loan
modification guide we are calling *“Mod in a Box™ to provide information that enables
others to duplicate the FDIC's program at IndyMac Federal Bank. A copy of this guide
also is cnclosed. We share your goal of creating a uniform, systematic approach to reach
a broad poo! of at-risk homeowners.

Thank you again for sharing your counsel on these important issues. I look

forward to continuing to work with Congress to provide cffective relief for homeowners,
stabilize our cormmunities, revitalize our financial markets, and improve our economy. | I
-

Sincerely, | CD ~5 /‘/" MF L

Sheila C. Bair n oM "~

Enclosures
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FDIC Loss Sharing Proposal to Promote Affordable Loan Modifications

Background

Basic d Scope of a
]

Impact of the Program

Loan Modification Program Guide —~ "Mod in a Box™

Background
Although foreclosures are costly to lenders, borrowers and communities, the pace of loan modifications

continues fo be exiremely slow (around 4 percent of seriously delinquent loans each month). It is
imperative to provide incentives to achieve a sufficient scale in loan modificafions to stem the reductions
in housing prices and rising foreclosures.

Modifications should be provided using a systematic and sustainable process. The FDIC has inftiated a
systematic loan modification program at IndyMac Federal Bank to reduce first lien mortgage payments
fo as low as 31% of monthly income. Modifications are based on interest rate reductions, extension of
term, and principal forbearance. A loss share guarantee on radefaulis of modified mortgages can
provide the necessary incentive to modify morigages on a sufficient scale, while leveraging available
govemnment funds to affect more morigages than oulright purchases or specific incentives for every
modification. The FDIC would be prepared to serve as confractor for Treasury and already has
extensive experience in the IndyMac modification process.

Basle Structure and Scope of Proposal :
This proposal is designed to promote wider adopfion of such a systematic loan modification program:

1 by paying servicers $1,000 to cover expenses for each loan modified according to the required

standards; and
2. sharing up fo 50% of losses incurred if a modified loan should subsequently re-default

We envision that the program can be applied io the estimated 1.4 milfion non-GSE mortgage loans that
were 60 days or more past due as of June 2008, plus an additional 3 million non-GSE loans that are
projected to become delinquent by year-end 2009. Of this total of approximately 4.4 million problem
Ipans, we expect that about half can be modified, resulting in soma 2.2 million loan modifications under

the plan.
Details on Program Design
« Eligible Borrowers: The program will be fimited to loans secured by owner-occupied properties.

» Exclusion for Early Payment Default: To promote sustainable mortgages, govemment loss
sharing wouid be available only after the borrower has made six payments on the modified
mortgage.

» Standard NPV Test: In order to promote consistency and simplicity in implementation and audit,
a standard test comparing the expected net present value (NPV) of modifying past due loans
compared to the strategy of foreclosing on them will be applied. Under this NPV test, standard
assumptions will be used fo ensure that a consistent standard for affordability is provided based
on a 31% borrower morigage debt-to-income ratio.

o Systematic Loan Review by Participating Servicers: Participating servicers would be required
to undertake a systematic review of all of the loans under their management, to subject each loan
to a standard NPV test to determine whether it is a suitable candidate for modification, and to

- —r—er</inans/loanmod/index html : 11/26/200
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modify all loans that pass this test The penally for failing fo undertake such a systematic review
and to carry out modifications where they are justified wouid be disqualification from further
participation in the program until such a systematic program was infroduced.

s Reduced Loss Share Percentage for "Underwater Loans™: For LTVs above 100%, the
government loss share will be progressively reduced from 50% to 20% as the current LTV rises.1
If the LTV for the first fien exceeds 150%, no loss sharing would be provided.

« Simplified Loss Share Calculation: In order to ensure the administrative efficiency of this
program, the calculation of loss share basls would ba as simple as possible. In general terms, the
calculation would be based on the difference between the net present value of the modified loan
and the amount of recoveries obtained in a disposifion by refinancing, short sale or REQ sale, net
of disposal costs as estimated according fo industry standards. Interim modifications would be

allowed,

o De minimis Test: To lower administrative costs, a de minimis test excludes from loss sharing
any modification that did not lower the monthly paymant at least 10 percent.

o Eight-year Limit on Loss Sharing Payments: The loss sharing guarantee ends eight years of
the modification.

Impact of the Program
The tabie bellow outlines some of the basic assumptions behind the scale of the plan and its expected

costs.? To summarize, we expect that about half of the projected 4.4 million problem loans befween now
and year-end 2003 can be modified. Assuming a redefault rate of 33 percent, this plan could reduce the
number of foreclosures during this period by some 1.5 milhon at a projected program cost of $24.4
billion.

Projected Number and Cost of Loan Modifications Under FDIC Loss

Sharing Proposal
1.6 million total loans 60+90+ past due now
GSE loans make up about 13% of problem loans at present
Net: 1.4 milion non-GSE problem loans at present
3.8 million new total loans 60+/90+ pastdue byy.e. 2009
Assume: GSE loans make up 20% of new pmb. loans through y.e. 2009
Net: 3. Net: 3.04 milion new non-GSE problem loans through y.e. 2009
Total non-GSE pmblem loans through y.e. 2009: 4.44 million
Modify 1/2, or 222 million loans
Avg. loan size $200,000
Total book value of loans modified = $444 billion
Avg. program cost (FDIC assumptions) = 5.5%
Est total program cost = $24.4 billion
Assuming redefault ate of 33%, almost 1.5 million foreclosures avoided

1 Current LTV can be demonstrated by a Broker Price opinion, or BPO.

2 Note: These figures have been updated from previous summaries to reflect a narrower application of
the program to non-GSE loans that become delinquent through year-end 2009,

- £~ anviconsumers/loans/loanmod/index. html 11/26/2008
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A message from FDIC Chairman Sheilla Bair

I have long supporied a systematic and streamlined approach
fo loan modifications that puts borrowers into affordable, long-
term mortgages while achieving an improved retum for
bankers and investors compared o foreclosure. Using this
type of approach, we can help stabifize the U.S. financial
markets by minimizing foreclosures on the 8.4 million loans
that are currently past due or are projected fo become
delinquent by mid-2010. Avoiding foreclosure, whenitis
financially prudent 1o do so, reduces the downward pressure
on the price of nearby homes and helps communities to
maintain the services they provide to neighborhoods,
Unnecessary foreclosures perpetuate the cycle of financial
distress and risk aversion, which potentially could cause
housing prices fo overcorrect and create even larger losses for Chairman Sheila C. Boir

both borrowers and the financial industry. Federal Depostt Inswronce Corportion

At IndyMac Federal Bank, the FDIC inftiated a systematic and streamlined loan modification
program for delinquent bormowers who occupy their home. These distressed mortgages are being
rehabifitated into performing loans while avoiding unnecessary and costly foreclosures. By
achieving mortgage payments for borrowers that are both affordable and sustainable, we expect
fo reduce future defaults, improve the value of the underlying mortgages, and cut servicing costs.
This approach makes good business sense and creates a ‘win-win' solution for everyone. |
strongly encourage bankers, servicers, and investors to implement systematic and streamlined
loan modifications that result in monthly mortigage payments that borrowers can afford over the
long term.

To assist bankers, servicers, and investors in this process, this guide provides an overview of the
FDIC's lban modification program. It outlines our program terms at IndyMac Federal Bank, offers
insight into the specific portfolio characteristics that drive modification modeling at that bank, and
provides a framework for developing and implementing a similar program at your institution.
While the final program each of you implements will be based on the characteristics specific to
your respective portiolios, | am confident that the value of such a program will benefit both your
institufion and your investors while helping many troubled borrowers remain in their homes. Your
suppoxt in this industry-wide effort will help avoid unnecessary foreclosures and bring stability to
the housing and mortgage markets during this time of unprecedented economic tumoil.

Sincerely,

Sheila Bair
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Loan Modification

FDIC

As indicated in the summary table below, the FDIC's Loan Modification Program is primarily based on

two principals:

1) Determining a payment the borrower can afford by multiplying the borrower's gross monthly
income times the appropriate housing-to-income (HT]) ratio, Izss taxes and insurance to achieve a
minimum payment reduction of 10 percent, and

2) Protecting investors' interests by requiring that the cost of the modification is less than the

estimaled cost of foraciosure {the Net Present Value (NPV) fioor).

FDIC Loan Modification Program

Strategy Process
= Offer proactive = Retumn the loan to a cument status.
workout solutions = Capltalize definquent interest and escrow.
designed io address | = Modify the loan terms based on waterfalls, starting at a
borrowers who have frord-end 38 parcent HT1 ratio down to a 31 percent
the wilingness but HTi ratio, subject to a formal NPV floor.
limited capactity to = Reduce inferest rate to as low as 3 percent.
pay. = Extend, if necessary, the amortization and/or term of
the loan to 40 years.
Borrower = Forbear principal if necessary.
Affordability
Determination | * Provide borrowers = Require the borrower to make one payment at the time
the opporfunity to of the modification.
stay in their home = Cap the interest rate at the Freddie Mac Weekly
while making an Survey rate effective at the time of the modification.
affordable payment = Lower the inlerest rate as required {o meet the target
for the iife of the HT1 ratio, fixing the adjusted rate and monthly payment
loan. amount for 5 years.
= Siep up the initial interest rate gradually starting in year
6 by increasing it one percentage point each year until
w— reaching the Freddis Mac Weekly Survey rate cap.
= Use a financial = [nput borrower specific income information into the
model with NPV Tool, which provides a real-time workout solution.
supportable = Perform automated loan level underwriting across
Investor assumptions to large segments of the portfolio 1o support pre-approved
Protection ensure investor bulk mailings.
- Via inlerests are = Verify income information the borrower provided via
NPV Too! protected. check stubs, tax retums, and/or bank statements.

= Compare the cost of the modified concessions 1o the
estimated cost of foreclosure to mitigate losses.

= Mandate that the cost of the modification must be less
than the estimated foreclosure loss.
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Overview
- DI

. Philosophy
Modification improves the value of distressed morigages by achieving long-term sustainable
cash flows for lenders and invesiors that exceed the value achievable through foreclosure.
Modification provides an affordable payment and eliminates payment shock for the: fife of the
loan.

Modification minimizes loss to the investor.

il. Program

Affordable payment is achleved through interest rate reduction, amortization term extension,

and/or principal forbearance.

Net present value (NPV) test confirms modification minimizes loss to the invesior.

I, Process

Program uses a scalabie process which can be applied across a broad range of investors.

Streamiined process provides custom modification offers and minimal borrower paperwork.

V. Promotion
Inclusion of customized modified payment amounts in bulk mailings significantly increasés
— customer response and completed rmodfications. For bulk modification offer mailings, the initial
letter incl.udes a pre-approved modification offer with the modified payment amount.
The program uses a combination of existing origination/sajes marketing to contac! borrowers via
direct mail and innovative point of sale approach via the call center. Call center staff have the

capability to gather financial information and make a modffication offer during the initial call.

This document provides a framework for establishing and implementing these standards.
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Philosophy

FDIE

I. Phliosophy
Key objectives
- Keep borrowers in their homes when the borrower is willing and has the capacity to make an
affordable mortgage payment.
+ Provide borrowers with immediate payment relief and stable long term mortgage payments.
- Modification must always result in a positive NPV outcome for the investor, i.a., the cost of the
modification must be less than the estimated cost of foreclosure.

Determine what type of modification is most appropriate

The FDIC Loan Modification Program targets distressed borrowers who are cumrently having
financial difficulty with the scheduled montigage payment, but have the capacity fo make a loan
payment. it uses a streamined approach to identify modification candidates and to provide a
customized modificafion offer when the modification minimizes oss. If a borrower does not
qualify for a streamlined modification, an individual loan review may result in a personafized
modification that still maximizes value.

This approach is just one of many loss mitigation strategies that a prudent servicer must consider
when dealing with a distressed borrower. Refinance is an alternative as well as tradifional loss
mitigation practices such as repayment plans. However, mariy borrowers are unable {o refinance
their loans in the current economic environment and repayment plans typically do not provide
long- term solutions {o borrowers' financial problems. In cases where the borrower cannot afford
the lowest payment allowed by the NPV Tool, a short sale or deed-in-lieu of foreclosure with
“cash for keys" assistance are preferred methods to avoid foreclosure.

Immediate relief and long term stability

Loan modification will result in a "life of oan” solution by capping interest rates at curreni markat
rates, requiring immediate principal amortization, and setting an initial interest rate subsidy to
provide immediate refief, A predictable payment schedule afer the fifth year will step the initial
interest rate up to the market rate. Modification replaces adjustable-rate and interest-only
morigages with stable »tate loans, and efiminates the possibility of future negative amortization.
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Philosophy

Minimizes Losses on Distressed Mortgages

Once the bormower-specific modification is detemlﬁned, the servicer must perform a valuation test
between the cost of modification and the estimated cost of foreclosure to ensure modification
results in a lower cost to the investor. By providing a transparent valuation coimparing the cost of
the modification and the esfimated cost of foreclosure, the servicer fuffills the terms of most

servicing agreements.
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Program

= FDIE

Key objeéﬁvs
+ Systematic determination of borrower specific modification terrns using a standardized NPV test

fo minimize losses on distressed morigages.

» Target distressed borrowers. Modifications may be available for loans that are at least 50 days
definquent or where default is reasonably foreseeable.?

+ Implement modification program that can be used across a broad range of investors.

Step 1: Determine Eligibility

Servicers typically manage loans for other investors, including Govemment Sponsored Enterprises
(GSEs), private investors owning securities collateralized by the mortgages, and whole loan
investors. Each investor type has different standards for approving joan modification. The GSEs
have authorized loss mitigation programs for seriously delinquent loans, however some loans
owned by the GSEs may be modified based on efigibiiity standards similar to those used for
private investors. The GSEs recently announced tha adoption of more streamiined modification
plans that apply many of the features of the FDIC Loan Medification Program model.

Loans serviced for private investors are govemed by servicing contracts which often contain 5

standard clause allowing the servicer fo modify seriously definquent or defaulted moﬂgage# or

morigages where default is “reasonably foreseeable™.2 This even holds true for complex privata

label securitizations with many tranches and investors.

Loans subject to these contracts are typically eligible for modification given:

» The loan is at least 60 days definquent where the loan is considered one day delinquent on the

cay following the next payment due date. .

+ Foreclosure sale is not imminent and the borrower is currently not in bankrupicy, or has not been
msssssuny discharged from Chapter 7 bankruplicy since the loan was briginated.

« The loan was not originated as a second home or an investment property.

Loans sold whole to individual investors often requite a case-by-case approach. These loans are
subject to both servicing and securitization contracts. The Appendix contains guidelines on how fo
evaluate whole loan servicing agreements.

' Due to contractual restrictions in IndyMac's pooling and servicing agreements, IndyMag Federal Bank has not
modified securitized loans where default is reasonably foreseeable. Most other agreements do allow modification

of such loans.
2 Sea the American Securilization Fon Sirea precios:

W Issued Dec. 6, 2007 and n:v;sed Jufya 2008
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Program (continued)

Step 2: Calculate an “Affordable™ Payment

In order 1o calculate an affordable payment, recent financial income information must be avéilable for
the borrower. Efforis {o contact the bormower via special mailings, calling campaigns, email, and other

outreach methods are used.

The FDIC Loan Modification Program calculates the modified principal, interest, taxes, and insurance
{PITly payment per a borrower specific HT] ratio of na more than 38 percent. Housing expenses on a
PITI basis may include:

» The modified principal and interest payment for the subject loan, as applicable,

» Real estate taxes,

« Property hazard, flood, and mortgage insurance premiums,

- Leasehold estate payments, and

- Homeowners' association (HOA) dues.

Industry standards set forth by certain FHA lending programs indicate a morigage payment based on
a 31 percent to 38 percent HT1 ratio is affordable. The FDIC Loan Modification Program foflows these
origination standards as illustrated below.,

Example of HT1 ratio calculation

Monthly Gross Income

$3,618 - Borrower 1

$2.756 - Borrower 2

$6,374 - Total Monthly Gross Income

PIT1 Payment Determination
$6,374 x 38% = $2,422

Monthly Housing Expense
$2,422 - Maximum Total Monthly Housing Expense

$ - 364 - Taxes, hazard, fiood, and morigage insurance, efc.
$ - B5-HOAdues

$1.973 - Maximum modified principal and interest payment

Total HT} Ratio
$2,422 1 $6,374 = 38%
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PI‘ Ogl‘am (Continued)
- —FDIE

If the initial modification calculafion at 3B percent does nol decrease the borrower's payment by 10
percent or more, the HTI ratio Is lowered to 35 percent and then lowered to 31 percent io achieve the 10
percent savings. In cases where a 10 percent reduction can not be achieved, the 31 percent HTl ratio is

used for affordability.

Step 3: Determine the “Total Debt” by capitalizing certain costs in the unpald principal balance
. Delim'zuént interest, taxes, and msurance escrows and
+ Third party fees such as foreclosure attorney or trustee fees and property preservation costs.

Step 4: Solve for “Affordable Payment” through a three ﬁtep waterfall process

1) Interest Rate Reduction: Cap the life-of-loan interest rate at the Freddie Mac Weekly Survey rate
as of the week of the modification offer, then reduce the inferest rate incrementally o as low as 3
percent to achieve the “afiordable” payment per the adjusted unpaid principal balance (UPB) and
remaining amortization term. An interest rate fioor of 3 percent will enable the borrower to maintain
approximately a 3B percent HT1 ratio throughout the life of the lsan, assuming modest borrower
eamings growth commensurate with the inflation rate. The reduced rate remains in effect for § years.
After this period, the interest rate increases by not more than one percent annualy until the Freddie
Mac Weekly Survey rate is achieved. if the “affordable” modified PITI payment amount has not been
achieved, proceed to the next step. ’

2) Extend Amortization Term: For loans with an original ferm of 30 years, re-amortize the adjusted
UPB at the reduced i'ntere#t rate (3 percent floor) over an extended amortization term of 40 years
from the original first payment date. For securitized loans, the amortization will be extended to 40

" years from the original first payment date, but the maturity date will not change, resulting in a balioon
payment. For loans with an original term of less than 30 years, extend the amortization period for
only 10 years. if the modified PITI payment amount has not been achieved, proceed to the next step.

3) Partial Principal Forbearance: Reduce the adjusted UPB for amortization purposes and amortize
over a 40 year period at the reduced inferest rate (3 percent floor). This process splits the debt into
an interest-bearing, amortizing portion and a zero percent, zero payment portion of the loan. The
repayment of the "postponed” principal will be due when the loan is paid in full. For loans within
securitizations, this principal forbearance should be passed as a write-off of principal to the trust, with
any future collections at time of pay-off submitted to the trust as a recovery.
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P rogram (Conﬁnued)

Step 5: Apply the NPV Tool

Run the modified Inans through the NPV Tool in order {o ensure that the modified payment creates a

positive economic scenario for the investor.

Step 6: Market via systematic “bulk”™ approach
A bulk modification modei processes large segments of definquent loans with recent borrower financial

information on file. The model performs automated loan-level underwriting based on the existing loan
terms and recent financial information obtained from the customer, which is verified prior to completing
the modification. The bulk modification process establishes modification ebgibility and mo'diﬁcaﬁon terms
as detailed in the previous steps, then uses a traditional marketing approach to provide the borrower
with an easy to follow, pre-populated modification offer. The marketing materials also instruct the
borrower to either contact the servicer with questions or just send m the signed documents and the first
payment to complete the modification offer. The modification offer explicitly states the amount of the
borrowes’s new monthly principal and interest payment as follows:

Reduce your monthly payment of principal and
interest to $x,30cxx and bring your loan current!

While some borrowers may appear fo have the capacily to pay, their ability to do so may be inhibited by
other debt obligations. Bankers and servicers should consider establishing relationships with community
groups willing to contact and provide credit counseling to these borrowers. Entering into compensation
agreements with local non-profit organizationsi with HUD-approved counselors also may assist in
contacting borrowers, obtaining the requisite financial information, and completing the modification.
Compensation should be based on a borower contact and modification complation. For example,
IndyMac Federal Bank pays participating community groups $150 for borrower contact and counsefing
services, and an additional $350 once the loan modification is completed. A copy of a counseling

. compensation agreement is provided in the Appendix.
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NPV Test |

FDIE

NPV Test
Once the modification terms are established, the impact of the modification concessions to the iﬁvcstor are
compared to the estimated loss given foreclosure. If the modification is less costly than foreclosure, it is
approved. This test ensurcs that modifications mitigate the loss for investors. This diagrﬁn illustrates the NPV

test:

Compars loss axtimate for Mod vs. Standard Forsclosure

y y
Standand FC:
REOINPV NPV Mod
arrowst pays off or defautts— Bomower can handls mod payments or re-dafaults
3

[ eavors cure Rete xur | Defavit Suscorstd Hod: Redefaui:
{1-Curs Rate) x (1 ~ Rodetaudt Rate} x NPV Redefault Rate x Expected
Expecied REQ of Discountsd Payments RED Disposition V.
Disposifon Vadua (ncluding Forbearance, i (induding sddiional interest

applicable) _ advances)

—
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NPV Test

FDIE

> ' The formula used to estimate the cost of foreclosure is:

Loan Valae = Cure Rate * Par +
(1 — Cure Rate) * Expected REO Disposition Value

Descriptlon of the formula terms:
Cure rate is based on recent induslry or servicer data. it is based on a combination of

delinquency status, combined loan-to-value (LTV), FICO and eriginal incoma documentation. A
12 month cure period is used.

Expected REO Disposition Value:

v

Liquidation value - interest Adv/Accrual — Corporate Advances — Escrow
Advances — Futura Cost to Collect + Ml Recovery

» Ligquldation Value:

Forecasted Liquidation Value of property at REO =

Current Property Value * (1 - Forecastaed Depreciation - “REO Stigma” Discount -
Selfing Costs})

Forecasted Depreciation is based on an industry standard such as Moody's
" Economy.com metropolitan statistical area (MSA) leve! data. Depreciation timeline is

one year in the future. or case-specific.
Current Property Value is determined by an interior appraisal, Broker Price Opinion

(BPO), Automated Valuation Model (AVM), or original appraisal value adjusted by
MSA level home price change to date. This value is then adjusted by forecasted MSA
level home price changes.
REO Stigma Discount reflects differences in experienced liquidation values versus
estimaied property values.
Selling Costs include 10 percent for broker commission, potential repairs and
- maintenance costs.
~ Interest Advances/Accruals includes delinquent interest advanced (securitized/sold
loans) or accrued (owned loans).
Corporate Advances include non-escrow advances already made on the borrowers
behalf.
Escrow Advances already mads on the borrowers behalf,
Future Cost fo Collect is an estimate of future interest accruals, T&l payments, and FC
expenses.
Mi Recovery (if applicable) is estimated based on M coverage percentage adjusted for
possible Mi claim denial.

Y

v

v
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Y

N

Y

v
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NPV TCSt (Continued)

FDIE

Loan Value = (1 — Redefault Rate) x NPV of Discounted Payments + Redefaulit Rate x (REO
Disposition Valuae + Additional Accrued Costs)

> The formula used to estimate the cost of modification is:

Description of the formula terms:

~ Re-default rate is estimated per historical re-default experience for other modification programs and
a program specific projection.

> NPV of discounted payments is the net present value of the adjusied UPB (cash outflow) and the

modified payment stream (cash inflow) discounted at the Freddie Mac Weekly Survey rate as of the
week of the modification offer. An NPV example is provided in the Appendix.

» REQ disposition value (see above).

» Additional costs include 9 additional months of accrued interest, taxes, and insurance payments
plus additional forecasted home price depreciation, as applicable.?

3 Currently, the Case-Shiller forecast provided by Moody's Economy.com projects that home prices
will reach their trough in about one year from today, which also is equivalent to the base case
fimetable for REO disposition in the NPV Tool. This means that delaying foreclosure will not lead to
further home price declines at REO disposition for most geographical areas.
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NPV Test (continued)

FDIC

In Addition to Updated Liquidation Value, a Servicer must Formally Backtest Servicer and/or
Portfolio Specific Assumptions and Regularly Update Assumptions Based on Industry
Standards '

1. Forecasted Depreciation (industry standard)

« Updated monthly {o incorporate latest home price data.

2. Cure Rates (servicer and/or porifolio specific)

« Updated quarterly and based on 12 month history ({to adjust for current credit environment).
Suggested cure factors include the current delinquency status of the loan, combined LTV,
borrower FICO, and original income documentation.

3. REO Stigma (servicer and/or portfolio specific)
» Updated monthly to incorporate latest experience by region.
4. Re-default Rate (servicer and/or portfolio specific)

» Based on past re-default experience for other modification programs and a program specific
projection. The servicer should carefully monttor and incorporate the prograrr'r's actual
re~default rate. )

5. Discount Rate (both industry standard and servicer and/or portfolio specific)

« Freddie Mac Weekly Survey rate as of the week of the modification offer is used to discouni the
modified payment cashfiow. A required retum methodology is used to discount the estimated
foreclosure value.

6. Prepayment rate (servicer and/or portfofio specific)

» The model assumes a voluntary prepayment rate of zero.
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Process
FDIC

. Process
Key Objectives
» Leverage large scale modification offer/delivery process.
» Give collections and joss mitigation staff the ability to offer tailored solutions based on bon'cmér
need, willingness and ability to pay, balanced with investor guidelines and a formal NPV test.
+ Streamline paperwork and income verificatioh process.
« Establish a protocaol for community group referrals.

Once efigibility is established, the loan modification offer is based on the borrowers income

' information. For borrowers with recent income information on file, a firm offer may ba exiended.
contingent on income verification. However, verified income may be different from that on file and
tolerance for some variation should be established. For borrowers with no recant income information
on file, a conditional offer may be extended, contingent on income verification. This type of offer
should use a more rigorous verification process requiring both tax retums and recent pay stub

information.

For both firn and conditional modification offers, the key to program success is a scalable offer
delivery process, which immediately provides the borrower with modification terms and instructions.
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Process (Continued) | | FDI@

Offer/Delivery process — Two-Tiered Approach:

1. Bulk Approach: Loans processed through the bulk modification process are seni a pre-approved
offer with pre-populated modification documents, income verification forms and informationatl
material. This modification package pmvidés the borrower with a custom modification offer and
instructions to complete the modification with a quick one-touch close. Modification paperwork is
handied via an automated process. The modification agreament Is pre-populated and the loans are
pre-qualified; as a result, the operations process is simplified to collecting the modification
agreemenis, verifying income documentation, and completing system updates to ensure the

borrower receives modified terms on the next statément.

2. Point of Sals Approach: Use of traditional inbound and outbound customer service and collection
staff should allow borrowers to obtain fast and customized solutions. Loss mitigation staff require
access to a modification tool which allows the collector to discuss all viable workout options before
proceeding with an offer. For example, a delinquent borrower calls collections and is unable fo
afford the current morigage payment. The collector enters the borrower's information into a desktop
tool which immediately provides the collector with possible workout solutions such as modification,
shott sale, and cash for keys programs. If the modification is NPV positive, the collector informs the
borrower of modification eligibility, collects the first modified payment, updates the systern, and
either generates the modification documents from the system, or includes borrower in the next bulk

mailing.

One of the Benefits: Saying “Yes" to the borrower and providing the reduced modified payment
amount motivates the borrower to finish submitting the final d‘ocumentaﬁon needed to complete the
" modification. Once the borrower verbally accepts the modified payment, the collector initiates a 60-
day payment plan at the new armount and takes the paperwork off the foreclosure path. When the
documents are received and income is verified, modiﬁcaﬁon changes are processed permanently in

the system.

Community group referrals should be prioritized through a dedicated hotfine and email address.
Groups with a relationship with the servicer should be trained on the specific information required to
complete the modification. This provides another venue to streamline the paperwork processing.
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P TOCCSS (Continued) ' FDI @

Income Verification
Income verification minimizes re-default and ensures the affordability standard is uniformly implemented.

The gross monthly income for all borrowers who have signed the mortgage note must be supborted by
either iast years tax returns or recent pay stubs. A dedicated underwriting group reconciles verbal

financial information on file to documented income.

K
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Promotion | |
' _ FDIE

V. Promotion
Key objectives
» Stimulate response and acceptance rates for alf borrowers, including those who have not made
recent contact with the servicing group.
« Leverage community group resources o contact unresponsive borrowers and to provide financial
counsefing.
« Establish reporting procedures 1o track program effectiveness.

The modification offer is sent o borrowers using either priority or overnight mail to stimulate open
rates for all borrowers, pasticutarly those who have not rnade recent contact with the servicing group.
The offer is designed fo have the look and feel of a traditional origination/sales markating letter with
the additional aspect of a pre-approved modification offer and a simple pre-populated agreement.
This allows the borrower to complete the agreement without having to call the servicing group. See
the Appendix for examples of marketing matesials and the simplified loan modification documents.

Inbound and outbound call efforts are designed around a sales approach, not a traditional coflections
approach, fo ease borrowers’ concerns about foreclosure. The servicer should promote a “No
borrower left behind™ mentaliity, which gives even no contact customers an offer that can be
completed without needing to call. Campaigns are supported by a dedicated “direct fo consumer”

marketing {eam.

Community groups are a valuable resource and the servicer should integrate national and local
groups into the modification process. These groups can be contracted for outbound calling to .
unresponsive modification candidates and financial counseling for distressed borrowers. The
modification offer may also offer an incentive for borrowers to seek financial counseling through these

groups. A sample contract and compensation structure is included in the Appendix.
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Modification Reporting

Accurate and up fo date data on the loan modification program requires an integrated servicing
platform and business unit. Internal and external reporting needs include:

internal

» Responsiveness to modification campaigns: establish specific phone fines for each modification
campaign, track inbound and outbound calling and contact rates.

« Process effectiveness: create one servicing template for all modifications which requires the loss
mitigation staff to track all contact made with the borrower. The servicer should analyze timefines
for mailing to borrower contact, contact fo document retum, and document return to modification
completion. '

» Definquency and re-defaulf rate: success is measured by performance foflowing modification.
These metrics are also important fo the NPV Tool model. '

External
« Investors require detailed modification tracking. This enhances program credibility and proves
that modification is the least cost strategy. A sample investor reporting template is found in the

Appendix.
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HILLARY RODRAM CLINTON
SENATDR
SPECUAL COMMITTEE ON AGING

Ceeii— Bnited States Senate

20-T24-4a59
WASHINGTON, DC 20510-3204

November 6, 2008

Ms, Sheila Bair

Chaiman

Federal Deposit Insurance Corporation
550 17th St., NW

Washington, D.C. 20429

OFFISE OF THE CE

Dear Chairman Bair:

1 would like to commend you for your efforts at addressing what I believe to be the
underlying challenge in this current market and economic turmoil, the foreclosure crisis and its
dramatic impact on the value of residential homes. You bave been a consistent and prescient
voice in sounding the alarm over the consequences of inaction and have led the way for other

federal agencies in responding to this crisis.

As your testimony to my colleagues in the Senate Banking Committee outlined, we have
been behind the curve for too long in addressing this mortgage crisis, the progress made thus far
has not been enough, and time is of the essence if we are going to prevent a new wave of
mortgage defanlts and foreclosures from decpening our current economic troubles even further.
1 am encouraged by your efforts thus fiar and I urge you to remain vigilant in putting forth a
responsible and effective plan that will meet the scale of the mortgage and housing market
challenges ahead of us.

For nearly two years, 1 have been sounding the alarm bell about the housing crisis and the
need to tackle the problem immediately. Urgent action was and is needed given the dire
consequénces that waves of foreclosures would have not only on our markets asid our economy
but also on the families who would be displaced from their homes while having their most
valuable asset wiped out. As one of the first to support a temporary foreclosure moratorium to
stabilize the housing market, I appreciate your commitment fo this issue. Additionally, I
proposed allowing mortgage workouts to take hold and introduced legislation two years ago to
promote the role of the Federal Housing Administration in offering alternatives to subprime
mortgages. I have also voiced my skepticism about the effectiveness of the Administration’s
response fo crisis. I agree with you that at this stage our response to the current crisis peeds to be
“dramatic” or at least proportional to the significant risks that a further depression in housing

. prices and waves of new defaults and foreclosures would pose to the economy.

We both sec the benefit of creating a umfurm standard for safe, fair and stable mortgages.
I recently unveiled my support for a new federal initiative called the Home Owners’ Mortgage
Enterprise (HOME) with a mandate similar to that of the Home Owners! Loan Carporation
created by President Rooscvelt during the Great Depression. It would identify the non-
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performing mortgages within morigage pools and purchase them directly with bonds, direct cash
or insure them at a level that would provide a greater refum for banks and investors than
foreclosure. A HOLC could rewrite the terms of the mortgage and provide at-risk homeowners a
fixed monthly payment not subject to change based on their ability to pay. Additionally, my
proposal would provide flexibility to account for any unforeseen event, such as job loss ora
health emergency by enabling the extension of the loan terms which would in effect ensure that
the mortgage is sclf-amortizing. Ultimately, a program like the one I am proposing would
- provide the hbomeowner with the certainty of knowing precisely how much their monthly liability
- is. Turge you to look at the mode} of the HOLC as a way to ensure that our foreclosure
prevention efforts are effective.

As you finalize your plans, I hope that you will io continue to push for a fair plan that
offers effective relief to homeowners and places aceountability on banks and other lenders
participating in the program. Restoring value to distressed mortgage assets and non-performing
mortgage through the workout and modification of unreasonable terms will prove to be a
significant incentive for them to work with you and the FDIC. You and the FDIC have
demonstrated your ability to create a framework for mortgage modifications as evidenced by
your efforts to rework the mortgages held by IndyMac, and I hope that you will continue to be
successful as you move towards this larger challenge. Indeed, preventing the next foreclosure
crisis is one of the most critical components of addressing this current economic turmoil.

Thank you for your aftention to my concerns, and please do not hcslta:tc to contact me if |
can be hclpful to the FDIC’s ongoing efforts.

Sincerely,

Hillary Rodham Clinton



@ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DC 20429

SHEILA GC. BAIR
AIRMAN
CHAIR December 1, 2008

Honorable John Conyers
Chairman

Committee on the Judiciary
House of Representatives
Washington, D.C. 20515

Dear Chairman Conyers:

Thank you for your letter regarding the Federal Dcposit Insurance Corporation’s
role in the Emergency Economic Stabilization Act of 2008 (EESA) and the Troubled
Asset Relief Program's (TARP) Capital Purchase Program (CPP). The FDIC agrees with
you that funds received from the CPP primarily should be used to augment capital at
insured dcpository institutions with a result of making credit available throughout the
country. On this point, we joined the other federal banking agencies in issuing the
Interagency Statement on Meeting the Needs of Creditworthy Borrowers on
November 12 (copy enclosed). This Statement encourages banks to support the needs of
creditworthy borrowers, strengthen capital, and engage in foreclosure prevention
programs in view of the financial assistance provided under recent federal initiatives to
promote financial stability which include the EESA and the CPP.

As you know, the U.S. Department of the Treasury (Treasury) instructed
institutions to file CPP applications with their primary fedcral regulator. The primary
federal regulator conducts a viability assessment and then forwards the application to
Treasury with a recommendation for approval or denial. The FDIC, in its role as primary
federal regulator for state non-member institutions, has implemented a comprehensive
rreview process for CPP applications that results in a reccommendation to Treasury.
‘I'rcasury, which manages and funds the CPP; makes the program’s final approval and
denial decisions. As of November 18, 2008, the FDIC has received 1,214 CPP
application requests. We expected to have a much greater number of applications by this
time. However, Treasury has not yet finalized a feasible CPP subscription framework for
the vast majority of community banks supervised by the FDIC.

I understand from your letter that you are particularly concerned about the PNC
Financial Services, Inc.-National City Corporation merger transaction and a related CPP
capital injection from Treasury. The FDIC is not the primary fedcral regulator for either
of these companies. Thercfore, the FDIC did not make a recommendation to Trecasury on
this CPP transaction.



Our responses to the specific questions presented in your letter are enclosed along
with copies of rclevant documents. I hope this information is helpful. If you have
additional questions, pleasc contact Eric Spitler, Director of Legislative Affairs, at (202)
898-3837.

Sheila C. Bair

Enclosure



Report prepared for the Honorable John Conyers
by the Federal Deposit Insurance Corporation’s Division of Supervision
and Consumer Protection and Legal Division

Q1: Please detail what conditions have or will be imposed upon the use of the
federal funds provided to PNC Financial Services Group or any other financial
entity through the Emergency Economic Stabilization Act. Describe and explain
any factors taken into account when federal tax dollars are being used to help fund
an acquisition of another firm. Please provide a copy of all documents...from
September 2008 onward relating to any aspect of the foregoing.

Al: The U.S. Department of Treasury (Treasury) issued the CPP Terms Sheet (attached)
on October 14, 2008, which establishes the conditions imposed on institutions recciving
federal funds. We do not believe that Treasury has mandated restrictions on the use of
CPP funds (other than the executive compensation limitations in the EESA), however, the
FDIC has an expectation that insured depository institutions and their holding companics
will prudently use these funds to augment capital and make loans. Since Treasury is
entering into a stock offering with participating institutions and imposing its own
conditions to protect the taxpayers’ interests, the FDIC will not be issuing separate
rcstrictions on CPP subscriptions. In the normal coursc of supervisory activity, the FDIC
will review cach statc nonmember institution’s use of CPP funds, lending activitics, and
compliance with the executive compensation/golden parachute limitations mandated by
the EESA. It should be noted that on November 12, the FDIC joined the other federal
banking agencies in issuing the Interagency Statement on Meeting the Needs of
Creditworthy Borrowers (copy attached). This Statement encourages banks to support
the needs of creditworthy borrowers, strengthen capital, and engage in foreclosure
prevention programs in view of the financial assistance provided under recent federal
initiatives o promote financial stability which include the EESA and thc CPP.

The FDIC does not have expcrience using federal tax dollars to facilitate private sector
mergers. However, we suggest that such transactions should be predicated on reasonable
assurances that the post-merger cntity would: 1) be adequately capitalized and viable
over the long term; 2) have positive future earnings and business prospects; 3) operate
with satisfactory board and management oversight; 4) present an appropriatc plan for
making credit and banking scrvices available in its community; and 5) recapture the
taxpayers’ investment and provide a suitable retum.

Q2: Please detail the methodology and criteria that were considered in connection
with the possible transfer of federal funds through the Emergency Economic
Stabilization Act to National City Corporation as compared to the other regional
banks for which you recently approved funding. Also, please describe the extent to
which any impact on National City Corp.’s customers and employees as well as the
relevant local economy was iaken Into consideration with regard to approval or
denial of funds to National City and the proposed acquisitica of National City by



PNC. Please provide a copy of all documents...from September 2008 onward
relating to any aspect of the forcgoing.

A2: As mentioned above, the FDIC is not the primary federal regulator for PNC
Financial or National City Corp. While the FDIC docs not comment publicly on the
condition of specific open and operating institutions, the FDIC believes that, under

certain circumstances, it is appropriatc to rcquire institutions to raise additional private
capital or seek a strategic partner in order to receive funds through the CPP program.

This can hclp strengthen weaker institutions and ensure that they can continue providing
financial services to their communitics. With respect to the merger of these two firms,
the FDIC does not have specific knowledge of the methodology and criteria used in the
CPP transaction.

Q3: As noted above, the press has recently reported that the banking industry “has
na intention of using the {bailout] money to make new loans;™ the Treasury has
acknowledged that one of their principal motives in allocating the funds is to “drive
consolidation;” and a JP Morgan official acknowledged that the bailout funds would
allow them to be “more active on the acquisition side.” Please detail any knowledge
by your departments or agencies of these matters, as well as any discussions or
understandings you may have regarding the use of the funds the government is
providing and their possible use with regard to mergers and consolidations. Please
provide a copy of all documents...from September 2008 onward relating to any
aspect of the foregoing.

A3: In the FDIC’s discussions with state non-member institutions interested in
participating in the TARP CPP, we find that many applicants are planning to use awarded
monies prospectively to support-their lending business. The FDIC strongly advocates the
use of CPP funds for capital augmentation and prudent lending as envisioned by the
EESA. We articulated this position in our October 20, 2008, Financial Institution Letter
titled “Applicutions to the Troubled Asset Relief Program's Capital Purchase Program™
(sce attachment).

The FDIC believes, in certain circumstances, that CPP injections can be used effectively
by applicants to provide additional funding for acquisitions, particularly if the applicant
acquires a weakened institution. Importantly, such acquisitions may reduce the potential
for markct disruption, including reduced lending avenues and bank failures. Particularly
for communily banks, their inability to obtain capital, or their demise can have a

- devastating efTect on their local communities. In many smaller communities, banking
services and credit availability are heavily dependent on the financial health of their local
bank. Over the long term, acquisitions pursued by CPP awardees could savc taxpayer
dollars and restore capital and lending capacitics at banking institutions. As indicated in
the Financial Institution Letter referenced above, the FDIC bclieves that participation in
thc CPP can bolster an institution’s financial strength or potentially support acquisitions,
both of which allow for prudent lending that currently may be constrained by capital
levels.

hY



Q4: Please detail the manner in which antitrust considerations generally have been
and are being taken into account in recent consolidations, particularly in the
proposed acquisition of National City Corp. by PNC Financial Services Group.
Please detail how the antitrust review is impacted by the fact that the Treasury or -
Federal Reserve, their employees and/or representatives may have participated in
discussion involving the possible acquisition of one financial entity by another
financial eatity. Please provide a copy of all documents...relating to any aspect of
the foregoing.

A4: Anti-trust considerations arc a significant aspect of merger transactions involving
FDIC-supervised state non-member institutions. All merger transactions require a
rcgulatory application process which includes analysis of potential anti-trust issucs.
Section 18(c)(S5) of the Federal Deposit Insurance Act prohibits the FDIC from approving
any merger which would result in a monopoly or whose effect in any part of the country
may substantially lessen competition. QOur overall process for considering merger
applications is guided by the FDIC's Statement of Policy on Bank Merger Transactions
(sec attachment).

In our analysis of the competitive effects of a proposed merger transaction, the FDIC
focuscs on the type and extent of compctition that exists within the relevant geographic
market(s) and the dcgree 1o which that competition will be eliminated, reduced, or
enhanced by the proposed merger. We rely heavily on conclusions from the Department
of Justice’s review of the proposed merger, including its Competitive E{Tects Report. We
also focus on thc respective sharcs of total deposits held by the merging institutions and
the various other participants in the relevant markets.

As the FDIC did not have a supervisory role in the PNC Financial Scrvices Group, Inc.-
National City Corporation.transaction, we do not have information to provide relative to
the regulatory antitrust analysis.

Attachments



Issuer:

Initial Holder:

Size:

Security:

Ranking:

TARP Capital Purchase Program

Senior Preferred Stock and Warrants

Summary of Senior Preferved Terms

Qualifying Financial Institution (“*QFI') means (i) any U.S. bank or U.S.
savings associalion not controlled by a Bank Holding Company (*"BHC™)
or Savings and Loan Holding Company ("SLHC™); (i) any U.S. BHC, or
any U.S. SLHC which engages only in activities permitted for financial
boldings companies under Section 4(k) of thc Bank Holding Company

_ Act, and any U.S. bank or U.S. savings association controlled by such a

qualifying U.S. BHC or U.S. SLHC; and (iii) any U.S. BHC or US.

SLHC whose U.S. depository institution subsidiaries are the subject of an
application under Section 4(c)(8) of the Bank Holding Company Act;
except that QF! shall not mean any BHC, SLHC, bank or savings
association that is controlled by a foreign bank or company. For purposes
of this program, “U.S. bank”, “U.S. savings association™, “U.S. BHC” and
“U.S. SLHC” means a bank, savings association, BHC or SLHC organized
under the laws of the United Sates or any State of the United States, the
District of Columbia, any territory or possession of the United States,
Puerto Rico, Northern Mariana Islands, Guam, American Samoa, or the
Virgin Islands. The United States Department of the Treasury will
determine eligibility and allocation for QFls after consultation with
the appropriate Federal banking agency.

United Statgs Department of the Treasury (the “UST™).

QFls may sell preferred to the UST subjcct to the limits and terms
described below.

Each QF1 may issuc an amount of Senior Preferred equal to not less than
1% of its risk-weighted asscts and not more than the lesser of (i) $25
billion and (ii) 3% of its risk-weighted assets.

Senior Preferred, liquidation preference $1,000 per share. (Depending
upon the QFI’s available authorized preferred shares, the UST may agree
to purchase Senior Preferred with a higher liquidation preference per
share, in which case the UST may require the QFI to appoint a depositary
to hold the Senior Preferrcd and issuc depositary receipts.)

Senior to common stock and pari passu with existing preferred shares

other than preferred shares which by their terms rank junior to any existing

preferred shares.

.



Regulatory
Capital
Status:
Term:

Dividend:

Redemption:

Tier 1.
Perpetual life,

The Senior Preferred will pay cumulative dividends at a rate of 5% per
annum until the fifth anniversary of the date of this investment and
thereafter at a rate of 9% per annum. For Senior Preferred issued by banks
which are not subsidiaries of holding companies, the Senior Preferred will
pay non-curmulative dividends at a rate of 5% per annum until the fifth
anniversary of the date of this investment and thereafter at a rate of 9% per
annum. Dividends will be payable quarterly in arrears on February 15,
May 15, August 15 and November 15 of each year.

Senior Preferred may not be redeemed for a period of three years from the
date of this investment, except with the proceeds from a Qualified Equity
Offering {as defined below) which results in aggregate gross proceeds to
the QFl1 of not less than 23% of the issue price of the Senior Preferred.

‘After the third anniversary of the date of this investment, the Senior

Preferred may be redeemed, in whole or in part, at any time and from time
1o time, at the option of the QFL. All redemptions of the Senior Preferred

* shall be at 100% of its issue price, plus (i) in the case of cumulative Senior

Preferred, any accrued and unpaid dividends and (i1) in the case of non-
cumulative Senior Preferred, accrued and unpaid dividends for the then
current dividend period (regardless of whether any dividends are actually
declared for such dividend period), and shall be subject to the appraoval of
the QFI’s primary federal bank regulator.

“Qualified Equity Offering" shall mean the sale by the QFI after the date
of this investment of Tier | quahfymg perpetual preferred stock or

-common stock for cash.

Following the redemption in whole of the Senior Preferred held by the
UST, the QFI shall have the right to repurchase any other equxty security
of the QFI held by the UST at fair market value,



Restrictions
on Dividends:

For as long as any Senior Preferred is outstanding, no dividends may be
declared or paid on junior preferred shares, preferred shares ranking pan
passu with the Senior Preferred, or common shares (other than in the case
of pari passu preferred shares, dividends on a pro rata basis with the
Senior Preferred), nor may the QF! repurchase or redeem any junior
preferred shares, preferred shares ranking pari passu with the Senior
Preferred or comman shares, unless (i) in the case of cumulative Senior
Preferred all accrued and unpaid dividends for all past dividend periods on
the Senior Preferred are fully paid or (ii) in the case of non-cumulative
Scnior Preferred the full dividend for the latest completed dividend period
has been declared and paid in full.

Common dividends: The UST’s consent shall be required for any increase in common

Repurchases:

Voting rights:

dividends per share until the third anniversary of the date of this
investment unless prior to such third anniversary the Senior Preferred is
redeemed in whole or the UST has transferred all of the Senior Preferred
to third parties.

The UST's consent shall be required for any share repurchases (other than
(i) repurchases of the Senior Preferred and (ii) repurchases of junior
preferred shares or common shares in connection with any benefit plan in
the ordinary course of business consistent with past practice) until the
third anniversary of the date of this investment unless prior to such third
anniversary the Senior Preferred is redeemed in whole or the UST has
transferred all of the Senior Preferred to third parties. In addition, there
shall be no share repurchases of junior preferred shares, preferred shares
ranking pari passu with the Senior Preferred, or common shares if
prohibited as described above under “Restrictions on Dividends™.

The Senior Preferred shall be non-voting, other than class voting rights on
(i) any authorization or issuance of shares ranking senior to the Senior
Preferred, (ii) any amendment to the rights of Senior Preferred, or (iif) any
merger, exchange or similar transaction which would adverscly affect the
rights of the Senior Preferred.

If dividends on the Scnior Preferred are not paid in full for six dividend
periods, whether or not consecutive, the Senior Preferred will have the
right to elect 2 directors. The right to elect directors will end when full
dividends bave been paid for four consecutive dividend periods.



Transferability: The Senior Preferred will not be subject to any contractual restrictions on
transfer. The QFI will file a shelf régistration statement covering the
Senior Preferred as promptly as practicable after the date of this
investment and, if necessary, shall take all action required to cause such
shelf registration statement to be declared effective as soon as possible.
The QFI will also grant to the UST piggyback registration rights for the
Senior Preferred and will take such other steps as may be recasonably
requested to facilitate the transfer of the Senior Preferred including, if
requested by the UST, using reasonable efforts to list the Senior Preferred
on a national sccurities exchange. If requested by the UST, the QF] will
appoint a depositary to hold the Senior Preferred and issue depositary
receipts.

Executive .

Compeansation: As a condition to the closing of this investment, the QF1 and its scnior
executive officers covered by the EESA shall modify or terminate all
benefit plans, arrangements and agreements (including golden parachute
agreements) to the extent necessary to be in compliance with, and
following the closing and for so long as UST holds any equity or debt
securities of the QFI, the QFI shall agree to be bound by, the executive
compensation and corporate governance requirements of Section 111 of
the EESA and any guidance or regulations issucd by the Secretary of the
Treasury on or prior to the date of this investment to carry out the
provisions of such subsection. As an additional condition to closing, the
QF1 and its scnior cxccutive officers covered by the EESA shall grant to
the UST a waiver releasing the UST from any claims that the QFI and
such senior executive officers may otherwise have as a result of the
issuance of any regulations which modify the terms of benefits plans,
arrangements and agreements to climinate any provisions that would not
be in compliance with the executive compensation and corporate
governance requirements of Section 111 of the EESA and any guidance or
regulations issued by the Secretary of the Treasury on or prior to the date
of this investment to carry out the provisions of such subscction,



Warrant:

Term:

Exercisability:

Transferability:

Voting:

Summary of Warrant Terms

The UST will receive warrants to purchase a number of shares of cornmon
stock of the QFI having an aggregate market price equal to 15% of the
Senior Preferred amount on the date of investment, subject to reduction as -
set forth below under “Reduction™. The initial exercise price for the
warrants, and the market price for determining the number of shares of
common stock subject to the warrants, shall be the market price for the
common stock on the date of the Senior Preferred investment (calculated
on a 20-trading day trailing average), subject to customary anti-dilution
adjustments. The exercise price shall be reduced by 15% of the original
exercise price on each six-month anniversary of the issue date of the
warrants if the consent of the QF1 stockholders described below has not
been received, subject to a maximum reduction of 45% of the original
cxercise price.

10 years

Immediately cxercisable, in wholc or in part

The warrants will not be subject to any contractual restrictions on transfer;
provided that the UST may only transfer or exercise an aggregate of one-
half of the warrants prior to the earlier of (i) the date on which the QFI has
received aggregate gross proceeds of not less than 100% of the issue price
of the Scnior Preferred from one or more Qualified Equity Offerings and
(ii) December 31, 2009. The QF1 will file a shelf registration statement
covering the warrants and the common stock underlying the warrants as
promptly as practicable after the date of this investment and, if necessary,
shall take'all action required to cause such shelf registration staternent to
be declared effeclive as soon as possible. The QFI will also grant to the
UST piggyback registration rights for the warrants and the common stock
underlying the warrants and will take such other steps as may be
reasonably requested to facilitate the transfer of the warrants and the
common stock underlying the warrants. The QF1 will apply for the listing
on the national exchange on which the QFI’s common stock is traded of
the common stock underlying the warrants and will take such other steps
as may bc reasonably requested to facilitate the transfer of the warrants or
the common stock.

The UST will agree not to cxercise voting power with respect to any
shares of common stock of the QFI issued to it upan exercise of the
warrants.



Reduction:

Consent:

Substitution:

In the event that the QF1 has received aggregate gross proceeds of not less
than 100% of the issue price of the Senior Preferred from one or more
Qualified Equity Offerings on or prior to December 31, 2009, the number
of shares of common stock underlying the warrants then held by the UST
shall be reduced by a number of shares equal to the product of (i) the

" number of shares originally underlying the warrants (taking into account

all adjustments) and (ii) 0.5.

In the event that the QFI does not have sufficient available authorized
sharcs of common stock to reserve for issuance upon exercise of the
warrants and/or stockholder approval is required for such issuance under
applicable stack exchange rules, the QFI will call a meeting of its

-stockholders as soon as practicable after the date of this investment to

increase the number of authorized sharcs of cornmon stock and/or comply
with such exchange rules, and to take any other measures deemed by the
UST to be necessary to allow the exercise of warrants into common stock.

In the event the QFI is no longer listed or traded on a national securities
exchange or securities association, or the consent of the QF1 stockholders
described-above has not been received within 18 months after the issuance
date of the warrants, the warrants will be exchangeable, at the option of
the UST, for senior term debt or another economic instrument or security
of the QFI such that the UST is appropriately compensated for the value of
the warrant, as determined by the UST.



FDIE

Federal Deposit Insurance Corporation

§50 17th Street NW, Washinglon, D.C. 20429-33%0

Financial Institution Letter
FiL-109-2008
October 20, 2008

APPLICATIONS TO THE TROUBLED ASSET RELIEF
PROGRAM'S CAPITAL PURCHASE PROGRAM

Summary: State nonmember inslitutions are encouraged to participate in the Troubled Asset Relief
Program's (TARP) Capital Purchase Program (CPP) o strengthen their capital positions and ability to
prudently make credit available in their lending markats. All financial institutions are elfigitie 1o apply for a
capital injection from the U.S. Department of Treasury. Applications should be filed with the FDIC according to
the instructions in this letter and on the FDIC's Web site at www.fdic.qov.

Distribution:
All FDIC-Supervisad Institutions

Sugyested Routing:
Chief Exacufive Officer
Chief Financial Officer

Attachment:

“Instructions for Applying la the Troubled
Assst Refief Program’s Capital Purchase
Program for Stalo Nonmember
Institutions™

Contact:

Institution's conlact person (Case Manager
of Flaid Supervisor) at applicable FDlQ
Ragional Office

Note:

FOIC financial institution letters {FiLs) may
be accassed from the FDIC's Wab sita at
www.fdic. govinawsinews/fingnoiaV2008/in
gox.him.

To recoive Fils alactronically, please visit
hitp:/hwaw fdic. goviabouVsubscriptions/il,
hni.

Papar copies of FOIC financial institutions
intters may be abtained trgugh the
FDIC's Public Information Center, 3501
Fairfax Orive, E-1002, Adinglon, VA
22228, .

Highlights:

The FDIC strongly encourages state nonmember institutions to consider
applying for infusions of capital under the CPP. The foliowing
summarizes the application process:

Interested state nonmember institutions should contact their
appropriate FDIC Regional Office to express interest in the
program and file an application with that office using the
instructions at www.fdic.gov. The deadline for applying is 5:00
p.m. EST, November 14, 2008.

The FDIC will review all state nonmember institution applications
and make a recommendation to the U.S. Department of Treasury
{which will apprave or deny program participation).

Participation in this low-cost capital program can bolster financial
strength, or potentially support acquisitions, both of which
ultimately allow for prudent lending that may currently be
constrained by capital levels.

For those institutions controlled by a holding company, Treasury
will make capital injactions at the holding company level.
Apglications should be submitted to the Federal Reserve and the
FDIC if the company’s largest institution is 3 state nonmember
charter.

institutions with less than $1 billion in assels that serve low- 1o
moderate-incams populations and underserved communities and
that have been impacted by Fannie Mae or Fraddie Mac stock
depraciation may apply {(under certain conditions) for
consideration under the CPP.

Minarity Depository Institutions requiring technical assistance
should contact their appropriate FDIC Regional Office.




Instructions for Applying to the Troubled Asset Relief Program’s
Capital Purchase Program for State Nonmember Institutions

On October 14, 2008, the U.S. Treasury Department announced a Capital Purchase Program;
(CPP) under the Troubled Asset Relief Program mandated by the Emerpency Economic
Stabilization Act of 2008. The CPP is designed to encourage U.S. financial institutions to
build capital to increase the flow of financirnig to U.S. businesses and consumers and support
the U.S. economy. Under this program, the Treasury will purchase up to $250 billion of
senior preferred shares in financial institutions on standardized terms as described in the
program’s term sheet available at hitp://www.treas gov/press/relcases/hp1207.htm. The
Treasury's investment agreement and associated documents will be posted on the Treasury
Wreb site soon. ‘

How to Apply

Any state nonmermber institution may apply to the FDIC for a CPP capital infusion using the
application materials and frequently asked questions posted on the Internet at
http://wwnv.treas.gov/initiatives/eesa/docs/application-guidelines. pdf,

htip://www.treas. gov/initiati ves/eesa/dacs/fa .pdf, and www fdic.zov. Although the
U.S. Treasury ultimately will make decisions regarding capital injections, applications should
be submitted through an institution’s primary federal regulator. Applications must be
received by the FDIC by 5:00 p.m. EST on November 14, 2008, to receive consideration.

Interested institutions should submit their applications to the appropriate FDIC Regional
Office via e-mail or U.S, mail. If interested in electronic submission, applying institutions
should contact their FDIC Regional Office. Once applications arc considcred compiete, they
will be formally accepted for processing by the FDIC Regional Office, and applicants will be
advised in writing. Applications will then be forwarded to the FDIC’s Washington Office for
final considcration and submitted to the Treasury for action. Atany time during this proccss,
an applicant may withdraw its request to participate m the CPP.

Prospective applicants are encouraged to begin a dialogue immediately with their FDIC
Regional Office to express interest in participating in the program and discuss any corporate
structure obstacles or other challenges. The FDIC Regional Office staff is available to
answer questions and provide consultation on program requirements.

State Nonmember Institutions Within a Bank Holding Company Structure

Treasury will be making CPP injections at the bank holding company level for institutions
controlled by a bank holding company. Therefore, state nonmember institutions controlied
by a bank holding company will apply to the Federal Reserve for a CPP injection. The
holding company should provide a copy of the application to the appropriate FDIC Regional
Office. “The Federal Reserve will make a recommendation on the application to Treasury in
consultation with the FDIC.



Institutions with a Non-Public, Subchapier S, or Mutual Corporate Structure

Treasury is aware of potential legal and tax obstacles in these corporate structures in relation
to the terms of the CPP senior perpetual preferred shares and warrants. Accordingly,
Treasury is investigating possible altemnatives. Statc nonmember institutions with these non-
public structures that are interested in applying should submit their CPP application to their
FDIC Regional Office by November 14, 2008, and describe any structural conditions that
may not comply with the Treasury’s guidelines.

Participation

. The FDIC encourages all state nonmember institutions to seriously consider applying for
CPP injections. Participation in this low-cost capital program can bolster financial strength,
or potentially support acquisitions, both of which ultimately allow for prudent lending that
may currently bé constrained by capital levels. Any questions on the application process
should be directed to the institution’s FDIC Regional Office.

Institutions Serving Low- to Moderate-Income or Underserved Communities

Institutions with less than 31 billion in assets that scrve low- to moderate-income populations
and other underserved communities that were well or adequately capitalized as of June 30,
2008, and will drop one or more regulatory capital levels because of depreciation in Fannie
Mac or Freddie Mac cquity sccurities, are identified for specified consideration for a CPP
injection under Section 103 of the Emergency Economic Stabilization Act of 2008. The
FDIC encourages such institutions to apply for a CPP capital injection; these institutions -
should notc their status under Section 103 in application materials.

Minority Depository Institutions

If state nonmcmber minority'—i:Wned or -operated depository institutions require technical
assistance in completing CPP applications, they should contact their FDIC Regional Office.

-

Notification of Treasury's Determinations

Institutions will be advised in writing by the U.S. Trca'sury of their decisions by ycar-cnd
2008.



FDIC Statement of Policy on Bank Merger Transactions
1. Introduction
Section 18(c) of the Federal Deposit Insurance Act (12 U.S.C. 1828(c}), popularly known as the

"Bank Merger Act,” requires the prior written approval of the FDIC before any insured
depository institution may:

(1) Merge or consolidate with, purchase or otherwise acquire the assets of, or assume any deposit -
liabilities of, another insured depository institution if the resulting institution is to be a state
nonmember bank, or ’

(2) Merge or consolidate with, assume liability to pay any deposits or similar liabilities of, or
transfer asscts and deposits to, a noninsured bank or institution.

Institutions undertaking one of the above described "merger transactions” must file an
application with the FDIC. Transactions that do not involve a transfer of deposit liabilities
typically do not require prior FDIC approval under the Bank Merger Act, unless the transaction
involves the acquisition of all or substantially all of an institution's assets.

The Bank Merger Act prohibits the FDIC from approving any proposed merger transaction that
would result in 2 monopoly, or would further 2 combination or conspiracy to monopolize or to
atternpt to monopolize the business of banking in any part of the United States. Similarly, the
Bank Merger Act prohibits the FDIC from approving a proposed merger transaction whose effect
in any section of the country may be substantially to lessen competition, or to tend to create a
monopoly, or which in any other manner would be in restraint of trade. An exception may be
made in the case of a merger transaction whose effect would be to substantially lessen
competition, tend to create a monopoly, or otherwise restrain trade, if the FDIC finds that the
anticompetitive effects of the proposcd transaction are clearly outweighed in the public interest
by the probable effect of the transaction in meeting the convenience and nceds of the community
to be served. For example, the FDIC may approve a merger transaction to prevent the probable
failure of onc of the institutions involved. '

In every proposed merger transaction, thc FDIC must also constder the financial and managerial
resources and future prospects of the existing and proposed institutions, the convenience and
nceds of the community to be served, and the effectiveness of each insured depository institution
involved in the proposed merger transaction in combating money-laundering activities, including
in overseas branches. .

11. Application Procedures

1. Application filing. yApplication forms and instructions may be obtained from the appropriate
FDIC officc. Completed applications and any other pertinent materials should be filed with the
appropriatc FDIC office. The application and related materials will be reviewed by the FDIC for
compliance with applicablc laws and FDIC rules and regulations. When all necessary
information has been received, the application will be processed and a decision rendered by th
FDIC. :



2. Expedited processing. Scction 303.64 of the FDIC rules and regulations (12 CFR 303.64)
provides for expedited processing, which the FDIC will grant to eligible applicants. In addition
to the eligible institution criteria provided for in § 303.2 (12 CFR 303.2), § 303.64 provides
expedited processing criteria specifically applicable to proposed merger transactions.

3. Publication of notice. The FDIC will not take final action on a merger application until notice
of the proposed merger transaction is published in a newspaper or newspapers of general
circulation in accordance with the requirements of section 18(c)(3) of the Federal Deposit
Insurance Act. See § 303.65 of the FDIC rules and regulations (12 CFR 303.65). The applicant
must furnish evidence of publication of the notice to the appropriate FDIC office following
compliance with the publication requirement. See § 303.7(b) of the FDIC rules and regulations

(12 CFR 303.7(b)).

4. Reports on competitive factors. As required by law, the FDIC will request reports on the
competitive factors involved in a proposed merger transaction from the Attorney General, the
Comptroller of the Currcney, the Board of Gavernors of the Federal Reserve System, and the
Director of the Office of Thrift Supervision. These reports must ordinarily be furnished within 30
days, and the applicant upon request will be given an opportunity to submit comments to the
FDIC on the contents of the competitive factors reports.

5. Notification of the Attorney General. Aftcr the FDIC approves any merger transaction, the
FDIC will immediately notify the Attomey General. Generally, unless jt involves a probable
failure or an emergency exists requiring expeditious action, a merger transaction may not be
consummated until 30 calendar days after the date of the FDIC's

{{2-28-03 p.5146} }approval. However, the FDIC may prescribe a 15-day period, provided the
Attorncy General concurs with the shorter period.

6. Merger decisions available. Applicants for consent to engage in a merger transaction may
find additional guidance in the reporied bases for FDIC approval or denial in prior merger
transaction cases compiled in the FDIC's annual “*Merger Decisions” report. Reports may be
obtained from the FDIC Public Information Center, 3501 North Fairfax Drive, Room E-1002,
Arlington, VA 22226. Reports may also be viewed at htip://www.fdic.gov.

111 Evaluation of Merger Applications

The FDIC's intent and purposc is to foster and maintain a safe, efficient, and competitive banking
system that meets the needs of the communities served. With these broad goals in mind, the
FDIC will apply the specific standards outlined in this Statcment of Policy when evaluating and
acting on proposcd merger transactions.

Competitive Factors

In deciding the competitive effects of a proposed merger transaction, the FDIC will consider the
extent of existing competition between and among the merging institutions, other depository
institutions, and other providers of similar or equivalent services in the relevant product
market(s) within the relevant geographic market(s).



1. Relevant geographic market. The relevant geographic market(s) includes the areas in which
the offices to be acquired are located and the areas from which those offices derive the
predominant portion of their loans, deposits, or other business. The relevant geographic market
also includes the areas where existing and potcntial customers impacted by the proposed merger
transaction may practically tum for altemative sources of banking services. In delineating the
relevant geographic market, the FDIC will also consider the location of the acquiring institution's
offices in relation to the offices to be acquired.

2. Relevant product market. The relevant product market(s) includes the banking services
currently offered by the merging institutions and to be offered by the resulting institution. In
addition, the product market may also include the functional equivalent of such services offered
by other types of competitors, including other depository institutions, securities firms, or finance
companies. For cxample, share draft accounts offered by credit unions may be the functional
equivalent of demand deposit accounts. Similarly, captive finance companies of automobile
manufacturers may compete directly with depository institutions for automobile loans, and
mortgage bankers may complete dircetly with depository institutions for real estate loans.

3. Analysis of competitive effects. In its anlaysis of the competitive effects of a proposed merger
transaction, the FDIC will focus particularly on the typc and extent of competition that exists and
that will be eliminated, reduced, or enhanced by the proposed merger transaction. The FDIC will
also consider the competitive impact of providers located outside a relevant geographic market
where it is shown that such providers individually or collectively influence materially thc nature,
pricing, or quality of services offered by the providers currently operating within the geographic
market.

The FDIC's analysis will focus primarily on those services that constitute the largest part of the
businesses of the merging institutions. In its analysis, the FDIC will use whatever analytical
proxies are available that reasonably reflect the dynamics of the market, including deposit and
loan totals, the number and volume of transactions, contributions to net income, or other
measures. Initially, the FDIC will focus on the respective shares of total deposits * held by the
merging institutions and the various other participants with offices in the relevant geographic
market(s), unless the other participanty’ loan, deposit, or other business varies markedly from that
of the merging institutions. Where it is clear, based on market share considerations alone, that the
proposed merger transaction would not significantly increase concentration in an unconcentrated
market, a favorable finding will be made on the competitive factor.

{{2-28-03 p.5147}}

Where the market shares of the merging institutions are not clearly insignificant, the FDIC will
also consider the degree of concentration within the relevant geographic market(s) using the
Herfindahl-Hirschman Index (HH[) as a primary measure of market concentration. For
purposes of this test, a reasonable approximation for the relevant geographic market(s) consisting
of onc or more predefined areas may be used. Examples of such predefined arcas include
counties, the Burcau of the Census Metropolitan-Statistical Arcas (MSAs), or Rand-McNally
Ranally Metro Areas (RMAS).

The FDIC normally will not deny a proposed merger transaction on antitrust grounds (absent
objcction from the Department of Justice) where the post-merger HHI in the relevant geographic



market(s) is 1,800 points or lcss or, if it is more than 1,800, it reflects an increase of less than 200
points from the pre-merger HHI. Where a proposed merger transaction fails this initial

" concentration test, the FDIC will consider more closely the various competitive dynamics at

work in the market, taking into account a variety of factors that may be especially relcvant and

irnportant in a particular proposal, including:

+ The number, size, financial strength, quality of management, and apgressiveness of the various -

participants in the market;

« The likelihood of new participants entering the market based on its attractiveness in terms of
population, income levels, economic growth, and other features;

» Any legal impediments to entry or expansion; and
- = Definite entry plans by specifically identified entities.

In addition, the FDIC will consider the likelihood that new entrants might enter the market by
less dircct means; for example, electronic banking with local advertisement of the availability of
such services. This consideration will be particularly important where there is evidence that the
mere possibility of such entry tends to encourage competitive pricing and to maintain the quality
of services offered by the existing compctitors in the market.

The FDIC will also consider the extent to which the proposed merger transaction likely would
create a stronger, more efficient institution able to compete more vigorously in the relevant
geographic markets.

4. Consideration of the public interest. The FDIC will deny any proposed merger transaction
whose overall effect likely would be to reduce existing competition substantially by limiting the
service and price options available to the public in the relevant geographic market(s), unless the
anticompetitive effects of the proposed merger transaction are clearly outweighed in the public
interest by the probable effect of the transaction in meeting the convenience and needs of the
community to be served. For this purpdse, the applicant must show by clear and convincing
evidence that any claimed public benefits would be both substantial and incremental and
generally available to seekers of banking services in the relevant geographic market(s) and that
the expceted benefits cannot reasonably be achieved through other, less anticompetitive means.

Where a proposed merger transaction is the least costly alternative to the probable failure of an
insured depository institution, the FDIC may approve the merger transaction even if it is
anticompetitive.

Prudential Factors

The FDIC does not wish to create larger weak institutions or to debilitate existing institutions
whose overall condition, including capital, management, and eamings, is generally satisfactory.
Conscquently, apart from competitive considcrations, the FDIC normally will not approve a
proposed merger transaction where the resulting institution would fail to meet existing capital
standards, continuc with weak or unsatisfactory management, or whose eamings prospects, both



in terms of quantity and quality, are weak, suspect, or doubtful. In assessing capital adequacy

and earnings prospects, particular attention will be paid to the adequacy of the allowance for loan
and lease losses. In {{2-28-03 p.5148} } evaluating management, the FDIC will rely to a great
extent on the supervisory histories of the institutions involved and of the executive officers and
directors that are proposed for the resultant institution. In addition, the FDIC may review the }
adequacy of management's disclosure to sharcholders of the material aspects of the merger -
transaction to ensure that management has properly fulfilled its fiduciary duties.

Convenience and Needs Factor

In assessing the convenience and needs of the community to be served, the FDIC will consider
such elements as the extent to which the proposed merger transaction is likely to benefit the
general public through higher lending limits, new or expanded services, reduced prices,
increased convenierice in utilizing the services and facilities of the resulting institution, or other
means. The FDIC, as required by the Community Reinvestment Act, will also note and consider
each institution’s Community Reinvestment Act performance evaluation record. An
unsatisfactory record may form the basis for denial or conditional approval of an application.

Anti-Money Laundering Record

In every case, the FDIC will take into consideration the effectiveness of cach insured depository
institution involved in the proposed merger transaction in combating money-laundering
activities, including in overseas branches. In this regard, the FDIC will consider the adequacy of
each institution's programs, policies, and procedures relating to anti-money laundering activities;
the rclevant supervisory history of each participating institution, including their compliance with
anti-money laundering laws and regulations; and the effectiveness of any corrective program
outstanding. The FDIC's assessment may also incorporate information made available to the
FDIC by the Department of the Treasury, other Federal or State authoritics, and/or foreign
governments. Adverse findings may warrant correction of identified problems before consent is
granted, or the imposition of conditions. Significantly advcrsc findings in this area may form the
basis for denial of the application.

Spccnal Information requirement if apphcant is affiliated with or will be affiliated with an
insurance company. :

If the institution that is the subject of the application is, or will be, affiliated with a company
engaged in insurance activities that is subject to supervision by a state insurance regulator, the
applicant must submit the following information as part of its application: (1) The namec of
insurance company; (2) a description of the insurance activities that the company is engaged in
and has plans to conduct; and (3) a list of each statc and thc lines of business in that state which
the company holds, or will hold, an insurance license. Applicant must also indicate the statc
where the company holds a rcsident license or charter, as applicable.

1V. Related Considerations

1. Interstate bank merger transactions. Where a proposed transaction is an interstate merger
transaction between insured banks, the FDIC will consider the additional factors provided for in



section 44 of the Federal Deposit Insurance Act, 12 U.S.C. 1831u.

2. Interim merger transactions. An interim institution is a state- or federally-chartered institution
that does not operate independently, but exists, normally for a very short period of time, solely as
a vehicle to accomplish a2 merger transaction. In cases where the establishment of a new or 3
interim institution is contemplated in connection with a proposed merger transaction, the d
applicant should contact the FDIC to discuss any relevant deposit insurance requirements. In
general, a merger transaction (other than a purchase and assumption) involving an insured
depository institution and a federal interim depository institution will not require an application
for deposit insurance, even if the federal interim depository institution will be the surviving
institution. .

3. Optional conversion. Scction 5(d)(3) of the Federal Deposit Insurance Act, 12 U.S.C.
1815(d)(3), provides for "optional conversions" (commonly known as Oakar transactions) which,
in general, are merger transactions that involve a member of the Bank Insurance Fund and a
member of the Savings Association Insurance Fund. Thesc transactions are subject to specific
rules regarding deposit insurance coverage and premiums. Applicants may find additional
guidance in § 327.31 of the FDIC rules and regulations (12 CFR 327.31).

{{2-28-03 p.5149}}

4. Branch closings. Where banking offices are to be closed in conncction with the proposed
merger transaction, the FDIC will review the merging institutions' conformance to any applicable
requirements of section 42 of the FDI Act concerning notice of branch closings as reflected in

the Interagency Policy Statement Concerning Branch Closing Notices and Policics. See 2 FDIC
Law, Regulations, Related Acts 5391.

5. Legal fees and other expenses. The commitment to pay or payment of unreasonable or
excessive fees and other expenscs incident to an application reflects adversely upon the
management of the applicant institution. The FDIC will closely review expenses for professional
or other scrvices rendered by present or prospective board members, major shareholders, or other
insiders for any indication of self-dealing to the detriment of the institution. As a matter of
practice, the FDIC expects full disclosure to all directors and shareholders of any arrangement
with an insider. In no case will the FDIC approve an application where the payment of a fee, in

~ whole or in part, is contingent upon any act or forbearance by the FDIC or by any other federal
or statc agency or official.

6. Trade names. Where an acquired bank or branch is to be operated under 2 different trade
name than the acquiring bank, the FDIC will review the adequacy of the steps taken to minimize
the potential for customer confusion about deposit insurance coverage. Applicants may refer to
the Interagency Statement on Branch Names for additional guldnnce See FDIC, Financial
Institution Letter, 46--98 (May 1, 1998).

By Order of the Board of Directors, December 19, 2007.

[Source: 63 Fed Reg. 44762, August 20, 1998, clfective Octoher I, 1998; amended at 67 Fed.
Reg. 48178, July 23, 2002; 67 Fed. Reg. 79278, December 27, 2002.; 73 FR 8870, February 13,

2008]
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Interagency Statement on Meeting the Needs of Creditworthy Borrowers

The Depariment of the Treasury, the Federal Deposit insurance Corporation, and the Federal Reserve
have recently put into place several programs designed to promote financial stability and to mitigate
procydiical effects of the current market conditions. These programs make new capital widely available
to U.S. financial institutions, broaden and increase the guarantees on bank deposit accounts and certain
liabilities, and provide backup liquidity to U.S. banking organizations. These efforts are designed to
strengthen the capital foundation of our financial system and improve the overall functioning of credit
markets.

The ongoing financial and economic siress has highlighted the crucial role that prudent bank lending
practices piay in promoting the nation's economic welfare. The recerit policy actions are designed to
help support respansible lending activities of banking organizations, enhance their ability to fund such
lending, and enable banking organizations o better meet the credit needs of households and business.
Al this critical time, it is imperative that all banking organizations and their regulators work together to
ensure that the needs of creditworthy borrowers are met. As discussed below, to support this objective,
consistent with safety and soundness principles and existing supervisory standards, each individual
banking organization needs to ensure the adequacy of its capital base, engaga in appropriate loss
mitigation sirategies and foreclosure prevent:on and reassess the incentive implications of its
compensation policies. :
Lending to creditworthy borrowers
The agencies expect all banking organizations to fulfill their indamental role in the economy as
intermediaries of credit {o businesses, consumers, and other creditworthy borrowers. Moreaver, as a
rasuit of problems in financial markets, the economy will likely become increasingly reliant on banking
organizations to provide credit formerly provided or facilitated by purchasers of securities. Lending to
creditworthy borrowers provides sustainable retumns for the lending organization and is constructive for
the economy as a whole,

it is essential that banking organizations provide credit in a manner consistent with prudent lending
practices and continue to ensure that they consider new lending opportunities on the basis of realistic
asset valuations and a balanced assessment of borrowers’ repayment capacities. However, if
underwriting standards tighten excessively or banking organizations retreat from making sound credit
decisions, the current market conditions may be exacerbated, leading to slower growth and potential
damage to the economy as well as the long-term interests and profitability of individual banking
organizations. Banking organizations should strive to maintain healthy credit relationships with
businesses, consumers, and other creditworthy borrowers to enhance their own financial well-being as
well as lo promote a sound economy. The agencies have directed Supervisory stafts to be mindful of the
procydlical effects of an excessive tightaning of credit availability and to encourage banking :

- organizations to practice economicaily viable and appropriate lending activities.

Strengthening capitat
Maintaining a strong capital position complements and facilitates a banking organization’s capacity and
willingness !0 lend and bolsters its ability to withstand uncerlain market conditions. Banking
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organizations should focus on effective and efficient capital planning and longer-term capitai
maintenance. An effective capital planning process requires a banking organization to assess both the
risks to which it is exposed and the risk management processes in place to manage and mitigate those
risks; evaiuate its capital adequacy relative to its risks; and consider the potential impact on earnings
and capital from economic downtums, Further, an effective capital planning process requires a banking
organization to recognize losses on bank assets and activities in a timely manner; maintain adequate
loan loss provisions; and adhere to prudent dividend policies.

In particutar, in setting dividend levels, a banking organization should consider its ongoing eamings
capacity, the adequacy of its loan loss allowance, and the overal effec! that a dividend payout would
have on its cost of funding, its capital position, and, consequently, its ability to serve the expected needs
of creditworthy borrowers,. Banking organizations shouid not maintain a level of cash dividends that is
inconsistent with the organization's capital pasition, that could weaken the. organization's overalt
financial heaith, or that could impair its ability to meet the naeds of creditwarthy borrowers. Supervisors
will continue to review the dividend palicies of individual banking organizations and will take action when
dividend policies are found to be inconsistent with sound capital and lending palicies.

Working with mortgage borrowers

The agencies expect banking organizations to work with existing borrowers to avoid preventable
foreclosures, which can be costly to both the organizations and to the communities they serve, and to
mitigate other potential mortgage-related losses. To this end, banking organizations need to ensure that
their mortgage servicing operations are sufficiently funded and staffed to work with borrowers while
implementing effective risk-mitigation measures.

Given escalating mortgage foreclosures, the agencies urge all ienders and servicers to adopt
systematic, proactive, and streamlined mortgage joan modification protocols and to review troubled
loans using these protocols. Lenders and servicers should first determine whether a loan modification
would enhance the net present value of the loan before proceeding to foreclosure, and they should
ensure that loans currently in foreclosure have been subject to such analysis. Such practices are not
only consistent with sound risk management but are also in the long-term interests of lenders and
servicers, as well as borrowers.

Systematic efforts to address delinquent mortgages should seek to achieve modifications that result in
mortgages that borrowers will be able to sustain over the remaining maturity of their loan. Supervisors
will fully support banking organizations as they work to implement effective and sound loan modification
programs. Banking organizations that experience challenges In implementing loss mitigation efiorts on
their mortgage portfolios or in making new loans to borrowers should work with their primary supervisors
to address specific siluations. :

.

Structuring compensation

Poorly-designed management compensation policies can create perverse incentives that can ultimately
jeopardize the heaith of the banking organization. Management compensalion policies should be
aligned with the long-term prudential interests of the institution, should pravide appropriate incentives for
safe and sound behavior, and should structure compensation o prevent short-term payments for
transactions with long-term horizons. Management compensation practices should balance the engoing
earnings capacity and financial resources of the banking organization, such as capital levels and
reserves, with the need to retain and provide proper incentives for strang management. Further, it is
important for banking organizations to have independent risk management and control functions.

The agencies expect banking organizations to regularly review their management compensation policies
to ensure they are consistent with the longer-run objectives of the organization and sound lending and
risk management praclices.

The agencies will continue to take steps to promote programs that foster financial stability and mitigate
procyclical effects of the current market conditions. However, regardless of their participation in
particular programs, all banking organizations are expected to adhere to the principles in this statement.

‘We will work with banking organizations to facilitate their active participation in those programs,
consistent with safe and sound banking practices, and thus to support their central role in providing
credit to support the heaith of the U.S. economy.

o~ hemue/nress/2008/pr08115. himl 11/24/2008
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@ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DC 20429

SHEILA C. BAIR

CHAIRMAN December 1, 2008 P

Honorable Betty Sutton

Housc of Representatives
Washingion, D.C. 20515

Dear Congresswoman Sutton:

Thank you for your leticr regarding the Federal Deposit Insurance Corporation's
role in the Emergency Economic Stabilization Act of 2008 (EESA) and the Troubled
Asset Relief Program’s (TARP) Capital Purchase Program (CPP). The FDIC agrees with
you that funds received from the CPP primarily should be used to augment capital at
insured depository institutions with a result of making credit available throughout the
country. On this point, we joined the other federal banking agencies in issuing the
Interagency Statement on Meeting the Needs of Creditworthy Borrawers on
November 12 (copy cnclosed). This Statement encourages banks to support the needs of
creditworthy borrowers, strengthen capital, and engage in foreclosure prevention
programs in vicw of the financial assistance provided under recent federal initiatives to
promote financial stability which include the EESA and the CPP.

As you know, the U.S. Department of the Treasury (Treasury) instructed
institutions to file CPP applications with their primary federal regulator. The primary
federal regulator conducts a viability assessment and then forwards the application to
Treasury with a recommendation for approval or denial. The FDIC, in its role as primary
federal regulator for state non-member institutions, has implemented a comprehensive
revicw process for CPP applications that results in a rccommendation to Treasury.
Treasury, which manages and funds the CPP, makes the program’s final approval and
denial decisions. As of November 18, 2008, the FDIC has received 1,214 CPP
application requests. We expected to have a much greater number of applications by this
time. However, Treasury has not yet finalized a feasible CPP subscription framework for
the vast majority of community banks supervised by the FDIC.

I understand from your letter that you are particularly concerned about the PNC
Financial Services, Inc.-National City Corporation merger transaction and a related CPP
capital injection from Treasury. The FDIC is not the primary federal regulator for either
of these companics. Therefore, the FDIC did not make a recommendation to Treasury on
this CPP transaction.



Our responses to the specific questions presented in your letter are enclosed along
with copies of relevant documents. [ hope this information is helpful. If you have
additional qucstions, please contact Eric Spitler, Director of Legislative AfTairs, at (202)
898-3837.

Sincerely,

Sheila C. Bair

Enclosure



Report prepared for the Honorable Betty Sutton S
by the Federal Deposit Insurance Corporation’s Division of Supervision
and Consumer Protection and Legal Division

Q1: Please detail what conditions have or will be imposed upon the use of the
federal funds provided to PNC Financial Services Group or any other financial
entity through the Emergency Economic Stabilization Act. Describe and explain
any factors taken into account when federal tax dollars are being used to help fund
an acquisition of another firm. Please provide a copy of all documents...from
September 2008 onward relating to any aspect of the foregoing.

Al: The U.S. Department of Treasury (Treasury) issued the CPP Terms Sheet (attached)
on October 14, 2008, which establishes the conditions imposed on institutions receiving
federal funds. Wec do not believe that Treasury has mandated restrictions on the use of
CPP funds (other than the exccutive compensation limitations in thc EESA), however, the
FDIC has an expectation that insured depository institutions and their holding companies
will prudently use these funds to augment capital and make loans. Since Treasury is
entering into a stock offering with participating institutions and imposing its own
conditions to protcct the taxpayers’ interests, the FDIC will not be issuing separate
restrictions on CPP subscriptions. In the normal coursc of supervisory activity, the FDIC
will review each state nonmember institution's use of CPP funds, lending activities, and
compliance with the executive compensation/golden parachute limitations mandated by
the EESA. It should be noted that on November 12, the FDIC joined the other federal
banking agencics in issuing the /nteragency Statement on Mecting the Needs of
Creditworthy Borrowers (copy atlached). This Statement encourages banks to support
the needs of creditworthy borrowers, strengthen capital, and engage in foreclosure
prevention programs in view of the‘financial assistance provided under recent federal
initiatives to promote financial stability which include thc EESA and the CPP.

The FDIC does not have expericnce using federal tax dollars to facilitate private sector
mergers. However, we suggest that such transactions should be predicated on reasonable
assurances that the post-merger entity would: 1) be adequately capitalized and viablc
over the long term; 2) have positive future eamnings and business prospects; 3) operate
with satisfactory board and management oversight; 4) prescnt an appropriate plan for
making credit and banking services available in its community; and 5) recapturc the
laxpayers' investment and provide a suitable rotumn.

. Q2: Please detail the methodology and criteria that were considered in connection
with the possiblc transfer of federal funds through the Emergency Economic
Stabilization Act to National City Corporation as compared to the other regional
banks for which you recently approved funding. Also, please describe the extent to

" which any impact on National City Corp.’s customers and employees as well as the
relevant local economy was taken into consideration with regard to approval or
denial of funds to National City and the proposed acquisition of National City by



PNC. Please provide a copy of all documents...from September 2008 onward
relating to any aspect of the foregoing. '

A2: As mentioned above, the FDIC is not the primary federal regulator for PNC
Financial or National City Corp. While the FDIC does not comment publicly on the
condition of specific open and opcrating institutions, the FDIC believes that, under
certain circumstances, it is appropriate to require institutions 1o raise additional private
capital or scek a strategic partner in order to receive funds through the CPP program.
This can help strengthen weaker inistitutions and ensurc that they can continue providing
financial services to their communities. With respect to the merger of these two firms,
the FDIC does not have specific knowlcdge of the methodology and criteria used in the
CPP transaction.

Q3: As noted above, the press has recently reported that the banking industry “has
no intention of using the [bailout] money to make new loans;” the Treasury has
acknowledged that one of their principal motives in allocating the funds is to “drive
consolidation;™ and a JP Morgan official acknowledged that the bailout funds would
allow them to be “more active on the acquisition side.” Please detail any knowledge
by your departments or agencies of these matters, as well as any discussions or
understandings you may have regarding the use of the funds the government is
providing and their possible use with regard to mergers and consolidations. Please
provide a copy of all documents...from September 2008 onward relating to any
aspect of the foregoing.

A3: Inthe FDIC’s discussions with state non-member institutions intcrested in
participating in the TARP CPP, we ﬁnd that many applicants are planning to use awarded
monies prospectively to support thejr lending business. The FDIC strongly advocates the
use of CPP funds for capital augmentation and prudent lending as envisioned by the
EESA. We articulated this position in our October 20, 2008, Financial Institution Letter
titled “Applications to the Troubled Asset Relief Program s Capital Purchase Program™
(see attachment).

The FDIC belicves, in certain circumstances, that CPP injections can be used effectively
by applicants to provide additional funding for acquisitions, particularly if the applicant
acquires a weakened institution. Importantly, such acquisitions may reduce the potential
for market disruption, including reduced lcnding avenues and bank failures. Particularly
for community banks, their inability to obtain capital, or their demise can have a
devastating effect on their local communities. In many smallcr communities, bankinyg
services and credit availability are heavily depcndent on the financial health of their local
bank. Over the long term, acquisitions pursued by CPP awardees could save taxpayer
dollars and restore capital and lending capacitics at banking institutions. As indicated in
the Financial Institution Letter refercnced above, the FDIC belicves that participation in
the CPP can bolster an institution’s financial strength or potentially support acquisitians,
both of which allow for prudent lending that currently may be constrained by capital
levels.



Q4: Please detail the manner in which antitrust considerations generally have been
and are being taken inte account in recent consolidations, particularly in the
proposcd acquisition of National City Corp. by PNC Financial Services Group.
Please detail how the antitrust review is impacted by the fact that the Treasury or
Federal Reserve, their employees and/or representatives may have participated in
discussion involving the possible acquisition of one financial entity by another
financial entity. Please provide a copy of all documents...relating to any aspect of
the foregoing.

Ad: Anti-trust considerations are a significant aspect of merger transactions involving
FDIC-supervised state non-membecr institutions. All merger transactions require a
regulatory application process which includes analysis of potential anti-trust issucs.
Section 18(c)(5) of thc Federal Deposit Insurance Act prohibits the FDIC fram approving
any merger which would result in a monopoly or whose effect in any part of the country
may substantially lessen competition. Qur overall process for considering merger
applications is guided by the FDIC’s Statcment of Policy on Bank Merger Transactions
(sce attachment).

In our analysis of the compelitive effects of a proposed merger transaction, the FDIC
focuses on the type and extent of competition that exists within the relevant geographic
market(s) and the degree to which that competition will be climinated, reduced, or
cnhanccd by the proposed merger. We rely heavily on conclusions from the Department
of Justice’s revicw of the proposed merger, including its Competitive Effects Report. We
also focus on the respective shares of total deposits held by the merging institutions and
the various othcr participants in the relevant markets.

As the FDIC did not have a supervisory role in the PNC Financial Services Group, Inc.-
National City Corporation transaction, we do not have information to provide relative to
the rcgulatory antitrust analysis. '

.

Attachments
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October 29, 2008

OFFICE OF LEGISLATIVE AFFAIRS

Secretary Henry Paulson, Ir.
Department of the Treasury
1500 Pennsylvania Avenue, NW

Washington, DC 20530

Chairman Benjamin S. Bernanke
Board of Governors of the Federal

Reserve System
20% and C Streets, NW

Washington, DC 20551

Mr. Thomas O. Barnett

Assistant Attarney General for Antitrust
Department of Justice, Antitrust Division
850 Pennsylvania Avenue, NW

Washington, DC 20530

Chairwoman Sheila C. Blair
Federal Deposit Insurance Corporation

550 17* Sweet, NW
Washington, DC 20429

Comptroller John C. Dugan
Office of the Comptroller of the Currency
Administrator of National Banks

250 E Street, SW
Washingron, DC 20219

Director John M. Reich
Office of Thrift Supervi
1700 G Street, NW

Washington, DC 20552

sion

Dear Messrs. Paulson, Bernanke, Barnett, Dugan, Reich, and Chairwoman Blair:

-

We are writing regarding recent disclosures that funds approved by Congress pursuant to
the Emergency Economic Stabilization Act of 2008 are not being used ncqmn troubled 253018
or facilitate lending in these troubled titnes, but largely to facilitate acquisitions by preferred
banks of other, smaller banks. While we certainly understand and appreciate the fact that
difficult financial times may lead to some industry-wide consolidation, it is unusual, if not
unprecedented, for the federal government not only to arbitrate the consolidations, but to
affirmati vely take sides by funding specific acquisitions. Furthermore, we are concerned that the
antitrust laws may be igniored in the rush to consolidate and that antitrust enforcement may be
prejudiced by the gavemnment's actions.

Under the Troubled Asset Relief Program, Congress authorized $700 billion for the
Treasury to buy troubled assets to prevent disruption in the economy.’ A liitle over one week

k2008).

'Emergency Economic Stubilization Act of 2008, Pub, L. No. 110-343, 122 Stat. 2765
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after the Act was passed, the Administration-decided that it would use some of these funds to Pl
recapitalize some banks by buying shares in‘the Nation's leading banks. As stated by President

Bush, “This new capital will help healthy banks continue making loans to businesses and

consumers. And this new capital will help struggling banks fill the hole created by losses during

the ﬁnan;:ial crisis, so they can resume lending and help spur job creation and economic

growth." .

Despite this stated intention, it has been reported that the banking industry “has no
intention of using the money to make new loans™ and that one of the principal purposes of
providing funds under the bailout legislation was to drive consolidation. Having obtained access
to a conference call among JP Morgan employees and executives on Qctober 17, New York
Times reported that a JP Morgan executive said the cash infusion would “help us ... be a little bit
more active on the acquisition side or opportunistic side for some banks who [sic] are still
struggling ... I think there are going to be some great opportunities for us to grow in this
environment, and I think we have an opportunity to use that $25 billion in that way and obviously
depending on whether recession turns into depression or what happens in the future, you know,
we have that as a2 backstop.™ Anonymous sources in the Treasury confirmed that “[o]ne purpose
of this plan is to drive consolidation,™ while yesterday's Wall Streer Journal reparted that banks
had acknowledged that "“only a small chunk of {bailout} money would be funneled into loans.™

In particular, it appears that the Federal government may be picking which banks will
survive and which will either fail or be primed for 2 buyout by a larger bank. Last Friday, PNC
Financial Services Group Inc. announced that it would purchase National City Corp and is using
$7.7 billion of the bailout fund to help make the acquisition. Media accounts have revealed that
“same of that $7.7 billion would hive gone to NatCity if the govemment had deemed it worth
saving.”’ National City Corp. reportedly agreed to the deal because it feared “it could not survive

*President George W. Bush, Address at the Rose Garden Regarding the Economy,
(Oct.14, 2008).

oe Nocera, So When Will Banks Give Loans?. N.Y. TIMES, Oct. 25, 2008, at BL.
Yd.

Mark Landler, U.S. Is Said 1o Be Urging New Mergers in Banking, N.Y. TIMES, Oct. 21,
2008, at Bl

*David Enrich, er al., Much Bank Aid May Not Go ro Loans, WaLL ST. J., Oct. 28, 2008,
at Cl.

*Joe Nocera, So When Will Banks Give Loans?, N.Y. TIMES, Oct. 25, 2008, ut BI.
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the stigma of the government's rejection.” The Mayor of Cleveland, Frank G. Jackson, statcd ped
that "if the govemment had agreed to invest in National City, ‘we would not be having this
conversation.’™?

This acquisition could prove economically problematic far Ohio. In northeastem Ohio,
where National City Corp. has 8,000 employees, thousands of jobs may be cut.¥ Cleveland
Mayor Jackson likened the departure of Nationa] City to "the loss of  steel mill or other major
employer, as well as a stalwart corporate citizen that has been engaged in almost every
philanthropic endeavor in the city.™"

Of particular concern to the Judiciary Committee is the potential anticompetitive
cansequences of these matters ~ namely, that Jarge national banks could use taxpayer money to
entrench their dominant positions while eliminating competition and reducing cansumer choice.
Under the Bank Merger Acts of 1960 and 1966 and the Bank Holding Company Act,” banks
sceking to merge require preliminary appraval from the federal entity (Office of the Compiroller
of the Currency, the Board of Governors of the Federal Reserve, the FDIC, or the Office of Thrift
Supervision) overseeing that category of banks. The federal entity is instructed to take into
account Section 7 of the Clayton Act (prohibiting mergers and acquisitions that tend to lessen
competition). Each regulatory agency is required to obtain a report from the Department of
Justice before approving a commercial bank merger and the Federal Reserve obtains similar
reports when reviewing banking holding company mergers. Afier preliminary approval has been
granted, the Attomey General typically has thirty days in which to file an injunction to block the
merger: if no injunction is filed, the merger is immunized from further antitrust suit. These laws
werc passed assuming that the banks were operating under free market conditions. They did not
anticipate that the federal government would be providing billions of dollars in spending money

e

"Michael A. Fletcher, Takeover by PNC Heralds Fall of a Cleveland Insritution, WASH.
POST., Oct. 25, 2008, at ADI. '

’d.

°Chris Knape, PNC Financial purchase of National City banks expected 1o have minimal
impact in Michigan, GRAND RAPIDS PRESS, Oct. 24, 2008. ‘

“d.

?Bank Merger Act, Pub. L. No. 86-463. 74 Stat. 129 (1960), amended by Act of Feb. 21,
1966, Pub. L. No. 85-356, 80 Stat. 7 {1966) (codified as amended at 12. U.S.C. § 1828).

'*Bank Holding Company Act of 1956, Pub. L. No. 109-41, 70 Stat. 133 (codified as
amended at 12 U.S.C. §§ 1971-78, 1841-1850).
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to the larpest market players at the expense of smaller competitors, and potentially to the
detriment of bank customers.
Because of the concemns detajled above, we request the following information from you:

jons for the Federal Rese artment of Treasu ice of the Comptroller of
the Currency, Federal Deposit Insurance Corporation, and Office of Thrift Supervision

1. Please detail what conditions have or will be imposed upan the use of the fedzral
funds provided to PNC Financial Services Group or any other financial entity through the
Emergency Economic Stabilization Act. Describe and explain any factors taken into account
when federal tax dollars are being used to help fund an acquisition of another firm. Please
provide a copy of all documents (including, but not limited to, records, memoranda,
correspondence, recorded messages, charts, graphs, notes, studies, reports, other writings, and
electronic media such as emails, instant messages, and texts) from September 2008 onward
relating 10 any aspect of tie foregoing. '

2. Please detail the methodology and criteria that were considered in connection with the
possible transfer of federal funds through the Emergency Economic Stabilization Act to National
City Corporation as compared to the other regional banks for which you recently approved
funding. Also, please describe the extent to which any impact or National City Corp.’s
customers and employees as well as the relevant local economy was taken into consideration
with regard to approval or denial of funds to National City and the proposed acquisition of
National City by PNC. Please provide a copy of all documents (including, but not limited to,
records, memoranda, correspondence, recorded messages, charts, graphs, notes, studies, reports,
ather writings, and electronic media such as emails, instant messages, and texts) from September
2008 onward relating to any aspect of the foregoing.

3. As noted above, the press hastecently reported that the banking industry “has no
intention of using the [bailout] money to make new loans”; the Treasury has acknowledged that
one of their principal motives in allocating the funds is to “drive consolidation™; and 2 JP
Morgan official acknowledged that the bailout funds would allow them to be “more active on the
acquisition side.™ Please detail any knowledge by your departments or agencies of these matters,
as well as any discussions or understandings you may have regarding the use of the funds the
government is providing and their possible use with regard to mergers and consolidations.
Please provide a copy of all documents (including, but not limited to, records, memoranda,
correspondence, recorded messages, chans, graphs. notes, studies, reports, other writings, and
elecuronic media such as emails, instant messages, and texts) from September 2008 onward
relating to any aspect of the foregoing.

P.@5./85
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estion for Department of Justice the Federal Reserve, Office of the Complroller of the
Currency, Federal Deposit Insurance Corporation. and Office of Thrift Supervision

4. Please detail the manner in which antitrust considerations generally have been and arc
being taken into account in recent consolidations, and particularly in the proposed acquisition of
National City Corp. by PNC Financial Services Group. Please detail how the antitrust review is
impacted by the fact that the Treasury or Federal Reserve, their employess and/or represantatives
may have participated in discussions involving the possible acquisition of one financial entity by
another financial entity. Please provide a copy of all documents (including, but not limited to,
records, memaranda, correspondence, recarded messages, charts, graphs, notes, studies, reports,
other writings, and electronic media such as emails, instant messages. and texus) relating 1o any
aspect of the foregoing.

We ask that you provide the requested documentary materials and other information to us
by Monday, November 10, 2008. Responses and any questions should be directed to the
Judiciary Committee office, 2138 Rayburmn House Office Building, Washington, DC 20515 (tel:
202-225-3951; fax: 202-225-7680). Thank you for your cooperation in this mauer.

incerely,

y Sutton
r of Congress

cc: The Honorable Lamar S . Smith
The Honorable Barney Frank
The Honorable Spencer Bachus

TOTAL P.



@ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DC 20423

SHEILA C. BAIR
CHAIRMAN
. Dccember 1, 2008

Honorable Betty Sutton
House of Representatives
Washington, D.C. 20515

Dear Congresswoman Sutton:

Thank you for your letter regarding the Federal Deposit Insurance Corporation’s
role in the Emergency Economic Stabilization Act of 2008 (EESA) and the Troubled
Asset Relief Program’s (TARP) Capital Purchase Program (CPP). The FDIC agrees with
you that funds received from the CPP primarily should be used to augment capital at
insured depository institutions with a result of making credit available throughout the
country. On this point, we joined the other federal banking agencies in issuing the
Interagency Statement on Meeting the Needs of Creditworthy Borrowers on
November 12 (copy enclosed). This Statement encourages banks to support the needs of
creditworthy borrowers, strengthen capital, and engage in foreclosure prevention
programs in vicw of the financial assistance provided under recent federal initiatives to
nromote financial stability which include the EESA and the CPP.

As you know, the U.S. Department of the Treasury (Treasury) instructed

institutions to file CPP applications with their primary federal regulator. The primary

" federal regulator conducts a viability assessment and then forwards the application to
‘Treasury with a recommendation for approval or denial. The FDIC, in its role as primary
redcral regulator for state non-member institutions, has implemented a comprehensive
review process for CPP applications that results in a recommendation to Treasury.
‘[reasury, which manages and funds the CPP, makes the program’s final approval and
denial decisions. As of November 18, 2008, the FDIC has received 1,214 CPP
application requests. We expected to have a much greater number of applications by this
time. However, Treasury has not yet finalized a feasible CPP subscription framework for
the vast majority of community banks supervised by the FDIC.

I understand from your letter that you are particularly concemed about the PNC
Financial Services, Inc.-National City Corporation merger transaction and a related CPP
capital injection from Treasury. The FDIC is not the primary federal regulator for either
of these companies. Therefore, the FDIC did not make a recommendation to Treasury on.

this CPP transaction.



Our responses to the specific questions presented in your letter are enclosed along
with copies of relevant documents. I hope this information is helpful. If you have
additional questions, please contact Eric Spitler, Director of Legislative Affairs, at (202)
898-3837.

Sincerely,

Sheila C. Bair

Enclosure



Report prepared for the Honorable Betty Sutton
by the Federal Deposit Insurance Corporation’s Division of Supervision
and Consumer Protection and Legal Division

Q1: Please detail what conditions have or will be imposed upon the use of the
federal funds provided to PNC Financizal Services Group or any other financial
entity through the Emergency Economic Stabilization Act. Describe and explain
any factors taken into account when federal tax dollars are being used to help fund
an acquisition of another firm. Please provide a copy of all documents...from
September 2008 onward relating to any aspect of the foregoing.

Al: The U.S. Department of Treasury (Treasury) issued the CPP Terms Sheet (attached)
on October 14, 2008, which establishes the conditions imposed on institutions receiving
federal funds. Wc do not believe that Treasury has mandated restrictions on the use of
CPP funds (other than the executive compensation limitations in thc EESA), however, the
FDIC has an expectation that insured depository institutions and their holding companies
will prudently use these funds to augment capital and make loans. Since Treasury is
entering into a stock offering with participating institutions and imposing its own
conditions to protect the taxpayers’ interests, the FDIC will not be issning separate
restrictions on CPP subscriptions. In the normal course of supervisory activity, the FDIC
will review each state nonmember institution’s use of CPP funds, lending activities, and
compliance with the executive compensation/golden parachute limitations mandated by
the EESA. It should be noted that on November 12, the FDIC joined the other federal
banking agencices in issuing the Interagency Statement on Meeting the Needs of
Creditworthy Borrowers (copy attached). This Statement encourages banks to support
the needs of creditworthy borrowers, strengthen capital, and engage in foreclosure
prevention programs in view of the financial assistance provided undcr recent federal
initiatives to promote financial stability which include the EESA and the CPP.

The FIIIC does not have experience using federal tax dollars to facilitate private sector
mergers. However, we suggest that such transactions should be predicated on reasonable
assurances that the post-merger entity would: 1) be adequately capitalized and viable
over the long term; 2) have positive future earnings and business prospects; 3) operate
with satisfactory board and management oversight; 4) present an appropriate plan for
making credit and banking services available in its community; and 5) recapture the
taxpayers’ investment and provide a suitable return.

Q2: Please detail the methodology and criteria that were considered in connection
with the possible transfer of federal funds through the Emergency Economic
Stabilization Act to National City Corporation as compared to the other regional
banks for which you recently approved funding. Also, please describe the extent to
which any impact on National City Corp.’s customers and employees as well as the
relevant local economy was taken into consideration with regard to approval or
-denial of funds to National City and the proposed acquisition of National City by



PNC. Please provide a copy of all documents...from September 2008 onward
relating to any aspect of the foregoing.

A2: As mentioned above, the FDIC is not the primary federal regulator for PNC
Financial or National City Corp. While the FDIC does not comment publicly on the
condition of specific open and operating institutions, the FDIC believes that, under
certain circumstances, it is appropriate to require institutions to raise additional private
capital or scek a strategic partner in order to receive funds through the CPP program.
This can help strengthen weaker institutions and ensure that they can continue providing
financial services to their communities. With respect to the merger of these two firms,
the FDIC does not have specific knowledge of the methodology and criteria used in the

CPP transaction.

Q3: As noted above, the press has recently reported that the banking industry “has
no intention of using the [bailout] money fo make new loans;” the Treasury has
acknowledged that one of their principal motives in allocating the funds is to “drive
consolidation;” and a JP Morgan official acknowledged that the bailout fands would
ajJlow them to be “more active on the acquisition side.” Please detail any knowledge
by your departments or agencies of these matters, as well as any discussions or
‘understandings you may have regarding the use of the funds the government is
providing and their possible use with regard to mergers and consolidations. Please
provide a copy of all documents...from September 2008 onward relating to any
aspect of the foregoing.

A3: In the FDIC’s discussions with state non-member institutions interested in
participating in the TARP CPP, we find that many applicants are planning to use awarded
monies prospectively to support their lending business. The FDIC strongly advocates the
use of CPP funds for capital augmentation and prudent lending as envisioned by the
EESA. We articulated this position in our October 20, 2008, Financial Institution Letter
titled “Applications to the Troubled Asset Relief Program’s Capital Purchase Program™
(see attachment).

The FDIC belicves, in certain circumstances, that CPP injections can be used effectively
. by applicants to provide additional funding for acquisitions, particularly if the applicant
acquires a weakened institution. Importantly, such acquisitions may reduce the potential
for market disruption, including reduced Icnding avenues and bank failures. Particularly
for community banks, their inability to obtain capital, or their demise can have a
devastating effect on their local communities. In many smaller communities, banking
services and credit availability are heavily dependent on the financial health of their local
bank. Over the long term, acquisitions pursued by CPP awardees could save taxpayer
dollars and restore capital and lending capacitics at banking institutions. As indicated in
the Financial Institution Letter referenced above, the FDIC believes that participation in
the CPP can bolster an institution’s financial strength or potentially support acquisitions,
both of which allow for prudent lending that currently may be constrained by capital

levels.



Q4: Please detail the manner in which antitrust considerations generally have been
and are being taken into account in recent consolidations, particularly in the
proposed acquisition of National City Corp. by PNC Financial Services Group.
Please detail how the antifrust review is impacted by the fact that the Treasury or
Federal Reserve, their employees and/or representatives may have participated in
discussion invelving the possible acquisition of one financial entity by another
financial entity. Please provide a copy of all documents...relating to any aspect of

the foregoing.

A4: Anti-trust considerations are a significant aspect of merger transactions involving
FDIC-supervised state non-member institutions. All merger transactions require a
regulatory application process which includes analysis of potential anti-trust issues.
Section 18(c)(S) of the Federal Deposit Insurance Act prohibits the FDIC from approving
any merger which would result in a monopoly or whose effect in any part of the country
may substantially lessen competition. Our overall process for considering merger
applications is guided by the FDIC’s Statement of Policy on Bank Merger Transactions

(see attachment).

In our analysis of the competitive effects of a proposed merger transaction, the FDIC
focuses on the type and extent of competition that exists within the relevant geographic
market(s) and the degree to which that competition will be eliminated, reduced, or
enhanced by the proposed merger. We rely heavily on conclusions from the Department
of Justice’s review of the proposed merger, including its Competitive Effects Report. We
also focus on the respective shares of total deposits held by the merging institutions and
the various other participants in the relevant markets.

As the FDIC did not have a supervisory role in the PNC Financial Services Group, Inc.-
National City Corporation transaction, we do not have information to provide relative to

the regulatory antitrust analysis.

.-

Attachments



Issuer:

Initial Holder:

Size:

Security:

Ranking:

TARP Capital Purchase Program

Senior Preferred Stock and Warrants

Summary of Senior Preferred Terms

Qualifying Financial Institution (“QFI") means (i) any U.S. bank or U.S.
savings association not controlled by a Bank Holding Company (“BHC™)
or Savings and Loan Holding Company (“SLHC™); (ii) any U.S. BHC, or
any U.S. SLEC which engages only in activities permitted for financial
holdings companies under Section 4(k) of the Bank Holding Company
Act, and any U.S. bank or U.S. savings association controlled by such a
qualifying U.S. BHC or U.S. SLHC; and (iii) any U.S. BHC or U.S.
SLHC whose U.S. depository institution subsidiaries are the subject of an
application under Section 4(c)(8) of the Bank Holding Company Act;
except that QFI shall not mean any BHC, SLHC, bank or savings -
association that is controlled by a foreign bank or company. For purposes
of this program, “U.S. bank”, “U.S. savings association”, *U.S. BHC” and
*U.S. SLHC” means a bank, savings association, BHC or SLHC organized
under the laws of the United Sates or any State of the United States, the
District of Columbia, any territory or possession of the United States,
Puerto Rico, Northern Mariana Islands, Guam, American Samoa, or the
Virgin Islands. The United States Department of the Treasury will
determine eligibility and allocation for QFIs after consultation with
the appropriate Federal banking agency.

United States Department of the Treasury (the “UST™).

QFIs may sell preferred to the UST subject to the limits and terms
described below.

Each QFI may issue an amount of Senior Preferred equal to not less than
1% of its risk-weighted assets and not more than the lesser of (i) $25
billion and (i) 3% of its risk-weighted assets.

Senior Preferred, liquidation preference $1,000 per share. (Depending
upon the QFI’s available authorized preferred shares, the UST may agree
to purchase Senior Preferred with a higher liquidation preference per
share, in which case the UST may require the QFI to appoint a depositary
to hold the Senior Preferred and issue depositary receipts.)

Senior to common stock and pari passu with existing preferred shares
other than preferred shares which by their terms rank junior to any existing
preferred shares.



Regulatory
Capital
Status:
Term:

Dividend:

Redemption: -

Tier 1.
Perpetual life.

The Senior Preferred will pay cumulative dividends at a rate of 5% per
annum until the fifth anniversary of the date of this investment and
thereafter at a rate of 9% per annum. For Senior Preferred issued by banks
which are not subsidiaries of bolding companies, the Senior Preferred will
pay non-cumulative dividends at a rate of 5% per annum umtil the fifth
anmiversary of the date of this investment and thercafter at a rate of 9% per
annum. Dividends will be payable quarterly in arrears on February 15,
May 15, August 15 and November 15 of each year.

Senior Preferred may not be redeemed for a period of three years from the
date of this investment, except with the proceeds from a Qualified Equity
Offering (as defined below) which results in aggregate gross proceeds to
the QFI of not less than 25% of the issue price of the Senior Preferred.
After the third anniversary of the date of this investment, the Senior
Preferred may be redeemed, in whole or in part, at any time and from time
to time, at the option of the QFI. All redemptions of the Senior Preferred
shall be at 100% of its issue price, plus (i) in the case of cumulative Senior
Preferred, any accrued and unpaid dividends and (ii) in the case of non-
curnulative Senior Preferred, accrued and unpaid dividends for the then
current dividend period (regardless of whether any dividends are actually
declared for such dividend period), and shall be subject to the approval of
the QFI's primary federal bank regulator.

“Qualified Equity Offering™ shall mean the sale by the QFI after the date
of this mvestment of Tier 1 qualifying perpetuz!] preferred stock or
common stock for cash. ’

Following the redemption in whole of the Senior Preferred held by the
UST, the QFI shall have the right to repurchase any other equity security
of the QFI held by the UST at fair market value.



Restrictions
on Dividends:

Commeon dividends:

Repurchases:

Voting rights:

For as Jong as any Senior Preferred is outstanding, no dividends may be
declared or paid on junior preferred shares, preferred shares ranking pari
passu with the Senior Preferred, or common shares (other than in the case
of pari passu preferred shares, dividends on a pro rata basis with the
Senior Preferred), nor may the QFI repurchase or redeem any junior
preferred shares, preferred shares ranking pari passu with the Sepior P
Preferred or commeon shares, unless (i) in the case of cumulative Senior
Preferred all accrued and unpaid dividends for all past dividend periods on
the Senior Preferred are fully paid or (ii) in the case of non-cumulative
Senior Preferred the full dividend for the latest completed dividend period
has been declared and paid in full.

The UST’s consent shall be required for any increase in common
dividends per share until the third anmiversary of the date of this
investment unless prior to such third anniversary the Senior Preferred is
redeemed in whole or the UST has transferred all of the Senior Preferred
to third parties.

The UST’s consent shall be required for any share repurchases (other than
(i) repurchases of the Senior Preferred and (ii) repurchases of junior
preferred shares or common shares in connection with any benefit plan in
the ordinary course of business consistent with past practice) until the
third anniversary of the date of this investment unless prior to such third
anniversary the Semior Preferred is redeemed in whole or the UST has
transferred all of the Senior Preferred to third parties. In addition, there
shall be no share repurchases of junior preferred shares, preferred shares
ranking pari passu with the Senior Preferred, or common shares if
prohibited as described above under “Restrictions on Dividends™.

The Senior Preferred shall be non-voting, other than class voting rights on
(i) any  authorization or issuance of shares ranking senior to the Senior
Preferred, (ii) any amendment to the rights of Senior Preferred, or (iii) any
merger, exchange or similar transaction which would adversely affect the
rights of the Senior Preferred.

If dividends on the Senjor Preferred are not paid in full for six dividend
periods, whether or not consecutive, the Senior Preferred will have the
right to elect 2 directors. The right to elect directors will end when full
dividends have been paid for four consecutive dividend periods.



Transferability: The Senior Preferred will not be subject to any contractual restrictions on
transfer. The QFI will file a shelf registration statement covering the
Senior Preferred as promptly as practicable after the date of this
investment and, if necessary, shall take all action required to cause snch
shelf registration statement to be declared effective as soon as possible.
The QF1 will also grant to the UST piggyback registration rights for the
Senior Preferred and will take such other steps as may be reasonably
requested to facilitate the transfer of the Senior Preferred including, if
requested by the UST, using reasonable efforts to list the Senior Preferred
on a national securities exchange. If requested by the UST, the QFI will
appoint a depositary to hold the Senior Preferred and issue depositary
receipts.

Executive
Compensation: As a condition to the closing of this investment, the QFI and its senior

exccutive officers covered by the EESA shall modify or terminate all
benefit plans, arrangements and agreements (including golden parachute
agreements) to the extent necessary to be in compliance with, and
following the closing and for so long as UST holds any equity or debt
securities of the QFI, the QFI shall agree to be bound by, the executive
compensaticn and corporate governance requirements of Section 111 of
the EESA and any guidance or regulations issued by the Secretary of the
Treasury on or prior to the date of this investment to carry out the
provisions of such subsection. As an additional condition to closing, the
QFI and its senior executive officers covered by the EESA shall grant to
the UST a waiver releasing the UST from any claims that the QFI and
such senior executive officers may otherwise have as a result of the
issuance of any regulations which modify the terms of benefits plans,
arrangements and agreements to climinate any provisions that would not
be in compliance with the executive compensation and corporate
governance requirements of Section 111 of the EESA and any guidance or
regulations issued by the Secretary of the Treasury on or prior to the date
of this investment to carry out the provisions of such subsection.



" Warrant:

Term:

Exercisability:

Transferability:

Voting:

Summary of Warrant Terms

The UST will receive warrants to purchase a number of shares of common
stock of the QFI having an aggregate market price equal to 15% of the
Senior Preferred amount on the date of investment, subject to reduction as
set forth below under “Reduction”. The initial exercise price for the
warrants, and the market price for determining the number of shares of
common stock subject to the warrants, shall be the market price for the
common stock on the date of the Senior Preferred investment (calculated
on a 20-trading day trailing average), subject to customary anti-dilution
adjustments. The exercise price shall be reduced by 15% of the original
exercise price on each six-month ammiversary of the issue date of the
warrants if the consent of the QFI stockholders described below has not
been received, subject to a maximum reduction of 45% of the original
exercise price.

10 years

Immediately exercisable, in whole or in part

The warrants will not be subject to any contractual restrictions on transfer;
provided that the UST may only transfer or exercise an aggregate of one-
half of the warrants prior to the earlier of (i) the date on which the QFI has
received aggregaie gross proceeds of not less than 100% of the issue price
of the Senior Preferred from one or more Qualified Equity Offerings and
(ii) December 31, 2009. The QFI will file a shelf registration statement
covering the warrants and the common stock underlying the warrants as
promptly as practicable after the date of this investment and, if necessary,
shall take all action required to canse such shelf registration statement to
be declared effective as soon as possible. The QFI will also grant to the
UST piggyback registration rights for the warrants and the common stock
underlying the warrants and will take such other steps as may be
reasonably requested to facilitate the transfer of the warrants and the
common stock underlying the warrants. The QFI will apply for the listing
on the national exchange on which the QFI’s common stock is traded of
the common stock underlying the warrants and will take such other steps
as may be reasonably requested to facilitate the transfer of the warrants or
the common stock.

The UST will agree not to exercise voting power with respect to any
shares of common stock of the QFI issued to it upon exercise of the
warrants. '



Reduction:

Consent:

Substitution:

In the event that the QFI has received aggregate gross proceeds of not less
than 100% of the issue price of the Senior Preferred from one or more
Qualified Equity Offerings on or prior to December 31, 2009, the number
of shares of common stock underlying the warrants then held by the UST
shall be reduced by a number of shares equal to the product of (i) the
number of shares originally underlying the warrants (taking into account -
all adjustments) and (ii) 0.5. .

In the event that the QFI does not have sufficient available authorized
shares of common stock to reserve for issuance upon exercise of the
warrants and/or stockholder approval is required for such issuance under
applicable stock exchange rules, the QFI will call a meeting of its
stockholders as soon as practicable after the date of this investment to
increase the number of authorized shares of common stock and/or comply
with such exchange rules, and to take any other measures deemed by the
UST to be necessary to allow the exercise of warrants into common stock.

In the event the QFI is no longer listed or traded on a national securities
exchange or securities association, or the consent of the QFI stockholders
described above has not been received within 18 months after the issuance
date of the warrants, the warrants will be exchangeable, at the option of
the UST, for senior term debt or another economic instrument or security
of the QFI such. that the UST is appropriately compensated for the value of
the warrant, as determined by the UST.
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Financial Institution Letter
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Federal Deposit Insurance Corporation . October 20, 2008

550 17th Street NW, Washingion, D.C. 20423-3990

APPLICATIONS TO THE TROUBLED ASSET RELIEF .
PROGRAM’S CAPITAL PURCHASE PROGRAM

Summary: State nonmember institutions are encouraged to participate in the Troubled Asset Rellef
Program’s (TARP) Capital Purchase Program (CPP) o strengthen their capital positions and ability to
prudently make credit available in their lending markets. Al financial institutions are eligible o apply for a
capital injection from the U.S. Department of Treasury. Applications should be filed with the FDIC according to
the instructions in this letter and on the FDIC's Web site at www.fdic.gov. .

Distribution:
Af FDIC-Supervised instiutions

Suggested Routing:
Chief Executive Officar -
Chief Financial Officer

Attachment:

“Insiructions for Applying to the Troubled
Asset Relisf Program’s Capital Purchass
Program for Stata Nonmember
instituions”

Contact:

Insfitufion’s contact parson {(Case Manager
or Flald Supervisor) at applicable FDIC
Reglonal Offics

Note:

FDIC finandal institution letters (FiLs) may
ba accessed from the FDIC's Web site at
wew fdic goviewsinews/Tinanciali200B8n
dax,himi.

To racaive FiLs elacironically, please visit
v fi

himl.

Paper copies of FDIC finandial instiution
fetiars may be obtalnad through the
FDIC's Public Information Canter, 3501
Faicfax Drive, E-1002, Arfinglon, VA
22228, .
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Highlights:

The FDIC strongly encourages state nonmember institutions to consider
applying for infusions of capital under the CPP. The following
summarizes the application process:

« - Interested stats nonmember institutions should contact their
appropriate FDIC Regional Office to express interest in the
program and file an application with that office using the
instructions at www.fdic.gov. The deadfine for applying is 5:00
p.m EST, November 14, 2008.-

s Tha FDIC will review all state nonmember institution applications
and make a recommendation to the U.S, Department of Treasury
{which will approve or deny program participation).

» Participation in this low-cost capital program can bolster financial
strangth, or polentially support acquisitions, both of which
- ultimately allow for prudent lending that may currently be
constrained by capital levels.

= For those institufions confrofled by a holding company, Treasury
will make capital injections at the holding company level.
Applications should ba submitted to the Federal Reserva and the
FDIC if the company's largest institution is a state nonmember
charter.

» Institutions with less than $1 billion in assets that serve low-to
moderate-income populations and underserved communities and
that have been impacted by Fannie Mae or Freddie Mac stock
depreciation may apply (under certain condmons) for
consideration under the CPP.

« Minority Depository Instituions requiring technical assistance
" should contact their appropriate FDIC Regional Office.




Instructions for Applying to the Troubled Asset Relief Program’s
Capital Purchase Program for State Nonmember Institutions:

On October 14, 2008, the U.S. Treasury Department announced a Capital Purchase Program
(CPP) under the Troubled Asset Relief Program mandated by the Emergency Economic
Stabilization Act of 2008. The CPP is designed to encourage U_S. financial institutions to
build capital to increase the flow of financing to U.S. businesses and consumers and support
the U.S. economy. Under this program, the Treasury will purchase up to $250 billion of
senior prcfcm:d shares in financial institutions on standardized terms as described in the
program’s term sheet available at http://www.treas gov/press/releases/hp1 207 htm. The
Treasury's mvcsnncnt agrecment and associated documents will be posted on the Treasury

Web site soon.

How to Apply

Any state nonmember institution may apply to the FDIC for a CPP capital infusion using the
apphmnon materials and frequcntly asked queshons posted on the Internet at

http:/fwww. D‘BMV/‘ nitatives/essa/docs/fag-cpp.pdf, and www. fd:c gov. Although the
U.S. Treasury ultimately will make decisions regarding capital injections, applications should
be submitted through an institution’s primary federal regulator. Applications must be
received by the FDIC by 5:00 p.an. EST on November 14, 2008, to receive consideration.

Interested institutions should submit their applications to the appropriate FDIC Regional
Office via e-mail or U.S. mail. If interested in electronic submission, applying institations
should contact their FDIC Regional Office. Once applications are considered complete, they
will be formally accepted for processing by the FDIC Regional Office, and applicants will be
advised in writing. Applications will then be forwarded to the FDIC’s Washington Office for
final consideration and submitted to the Treasury for action. At any time during this process,
an applicant may withdraw its request to participate in the CPP.

Prospective applicants are encouraged to begin a dialogue immediately with their FDIC
Regional Office to express interest in participating in the program and discuss any corporate
structure obstacles or other challenges. The FDIC Regional Office staff is available ta
answer questions and provide consultation on program requirements.

State Nonmember Institutions Within a Bank Holding Company Structure

Treasury will be making CPP injections at the bank holding company level for institutions
controlled by a bank holding company. Therefore, state nonmember institutions controlled
by a bank holding company will apply to the Federal Reserve for a CPP injection. The
holding company should provide a copy of the application to the appropriate FDIC Regional
Office. The Federal Reserve will make a recommendation on the application to Treasury in
consultation with the FDIC.



Institutions with a Non-Public, Subchapter S, or Mutual Corporate Structure

Treasury is aware of potential legal and tax obstacles in these corporate structures in relation
to the terms of the CPP senior perpetual preferred shares and warrants. Accordingly,
Treasury is investigating possible alternatives. State nonmember institutions with these non-
public structures that are interested in applying should submit their CPP application to their
FDIC Regional Office by November 14, 2008, and describe any structural conditions that
may not comply with the Treasury’s guidelines.

Participation

The FDIC encourages all state nonmember institutions to seriously consider applying for
CPP injections. Participation in this low-cost capital program can bolster financial strength,
or potentially support acquisitions, both of which ultimately allow for prudent lending that
may currently be constrained by capital levels. Any questions on the application proccss
should be directed to the institution’s FDIC Regional Office.

Institutions Serving Low- to Moderate-Income or Underserved Communities

Institutions with less than $1 billion in assets that serve low- to moderate-income populations
and other underserved communities that were well or adequately capitalized as of June 30,
2008, and will drop one or more regulatory capital levels because of depreciation in Fannie
Mace or Freddie Mac equity securities, are identified for specified consideration for a CPP
injection under Section 103 of the Emergency Economic Stabilization Act of 2008. The:
FDIC encourages such institutions to apply for a CPP capital injection; these institutions
should note their status under Section 103 in application materials.

Minority Depository Institutions

If sﬁte nonmember minority-owned or -operated depository institutions require technical
assistance in completing CPP applications, they should contact their FDIC Regional Office.

Notification of Treasury’s Determinations

Institutions will be advised in writing by the U.S. Treasury of their decisions by year-end
2008.



FDIC Statement of Policy on Bank Merger Transactions

I Introduction

Section. 18(c) of the Federal Deposit Insurance Act (12 U.S.C. 1828(c)), popularly known as the
"Bank Merger Act," requires the prior written approval of the FDIC before any insured

depository institution may:

(1) Merge or consolidate with, purchase or otherwise acquire the assets of, or assume any deposit

liabilities of, another insured depository institution if the resulting institution is to be a state

nonmember bank, or

(2) Merge or consolidate with, assume liability to pay any deposits or similar labilities of, or
transfer assets and deposits to, 2 noninsured bank or institution.

Institutions undertaking one of the above described "merger transactions" must file an
application with the FDIC. Transactions that do not involve a transfer of deposit liabilities
typically do not require prior FDIC approval under the Bank Merger Act, unless the transaction
involves the acquisition of all or substantially all of an institution's assets.

The Bank Merger Act prohibits the FDIC from approving any proposed merger transaction that
would result in a monopoly, or would further a combination or conspiracy to monopolize or to
attemnpt to monopolize the business of banking in any part of the United States. Similarly, the
Bank Merger Act prohibits the FDIC from approving a proposed merger transaction whose effect
in any section of the country may be substantially to lessen competition, or to tend to create a
monopoly, or which in any other manner would be in restraint of trade. An exception may be
made in the case of a merger transaction whose effect wonld be to substantially lessen
competition, tend to create a monopoly, or otherwise restrain trads, if the FDIC finds that the
anticompetitive effects of the proposed transaction are clearly outweighed in the public interest
by the probable effect of the transaction in meeting the convenience and needs of the community
to be served. Far example, the FDIC may approve a merger transaction to prevent the probable
failure of one of the institutions involved.

In every proposed merger transaction, the FDIC must also consider the financial and managerial
resources and future prospects of the existing and proposed institutions, the convenience and
needs of the community to be served, and the effectiveness of each insured depository institution
involved in the proposed merger transaction in combating money-laundering activities, including
in overseas branches. .

II. Application Procedures

1. Application filing. yApplication forms and instructions may be obtained from the appropriate
- EDIC office. Completed applications and any other pertinent materials should be filed with the
appropriate FDIC office. The application and related materials will be reviewed by the FDIC for
compliance with applicable laws and FDIC rules and regulations. When all necessary
information has been received, the application will be processed and a decision rendered by the

.FDIC.



2. Expedited processing. Section 303.64 of the FDIC rules and regulations (12 CFR 303.64)
provides for expedited processing, which the FDIC will grant to eligible applicants. In addition
to the eligible institution criteria provided for in § 303.2 (12 CFR 303.2), § 303.64 provides
expedited processing criteria specifically applicable to proposed merger transactions.

3. Publication of notice. The FDIC will not take final action on a merger application until notice
of the proposed merger transaction is published in a newspaper or newspapers of general
circulation in accordance with the requirements of section 18(c)(3) of the Federal Deposit

. Insurance Act. See § 303.65 of the FDIC rules and regulations (12 CFR 303.65). The applicant
must furnish evidence of publication of the notice to the appropriate FDIC office following
compliance with the publication requirement. See § 303.7(b) of the FDIC rules and regulations

(12.CFR 303.7(b)).

4. Reports on competitive factors. As required by law, the FDIC will request reports on the
competitive factors involved in a proposed merger transaction from the Attorney General, the
Comptroller of the Currency, the Board of Governors of the Federal Reserve System, and the
Director of the Office of Thrift Supervision. These reports must ordinarily be furnished within 30
days, and the applicant upon request will be given an opportunity to submit comments to the
FDIC on the contents of the competitive factors reports.

5. Notification of the Attorney General After the FDIC approves any merger transaction, the
FDIC will immediately notify the Attomey General. Generally, unless it involves a probable
failure or an emergency exists requiring expeditious action, a merger transaction may not bc
consummated until 30 calendar days after the date of the FDIC's

{{2-28-03 p.5146} }approval. However, the FDIC may prescribe a 15-day period, provided the
Attorney General concurs with the shorter period.

6. Merger decisions available. Applicants for consent to engage in a merger transaction may
find additional guidance in the reported bases for FDIC approval or denial in prior merger
transaction cases compiled in the FDIC's anmual *“Merger Decisions" report. Reports may be
obtained from the FDIC Public Information Center, 3501 North Fairfax Drive, Room E-1002,
Arlington, VA 22226. Reports may also be viewed at kstp://www.fdic.gov.

II1. Evaluation of Merger Applications

The FDIC's intent and purpose is to foster and maintain a safe, efficient, and competitive banking
system that meets the needs of the communities served. With these broad goals in mind, the
FDIC will apply the specific standards outlined in this Statement of Policy when evaliating and
acting on proposed merger transactions.’ :

Competitive Factors

In deciding the competitive effects of a proposed merger transaction, the FDIC will consider the
extent of existing competition between and among the merging institutions, other depository
institutions, and other providers of similar or equivalent services in the relevant product
market(s) within the relevant geographic market(s).



1. Relevant geographic market. The relevant geographic market(s) includes the areas in which
the offices to be acquired are located and the areas from which those offices derive the
predominant portion of their loans, deposits, or other business. The relevant geographic market
also includes the areas where existing and potential customers impacted by the proposed merger
transaction may practically turn for alternative sources of banking services. In delineating the
relevant geographic market, the FDIC will also consider the location of the acquiring institution's
offices in relation to the offices to be acquired. _

2. Relevant product market. The relevant product market(s) includes the banking services
currently offered by the merging institutions and to be offered by the resulting institution. In
addition, the product market may also include the functional equivalent of such services offered
by other types of competitors, including other depository institutions, securities firms, or finance
companies. For example, share draft accounts offered by credit unions may be the finctional
equivalent of demand deposit accounts. Similarly, captive finance companies of autornobile
manufacturers may compete directly with depository institutions for automobile loans, and
mortgage bankers may complete directly with depository institutions for real estate loans.

- 3. Analysis of competitive effects. In its anlaysis of the competitive effects of a proposed merger
transaction, the FDIC will focus particularly on the type and extent of competition that exists and
that will be eliminated, reduced, or enhanced by the proposed merger transaction. The FDIC will
also consider the competitive impact of providers located outside a relevant geographic market
where it is shown that such providers individually or collectively influence materially the nature,
pricing, or quality of services offered by the providers currently operating within the geographic
market. :

The FDIC's analysis will focus primarily on those services that constitute the largest part of the
businesses of the merging institutions. In its analysis, the FDIC will use whatever analytical
proxies are available that reasonably reflect the dynamics of the market, including deposit and
loan totals, the number and volume of transactions, contributions to net income, or other
measures. Initially, the FDIC will focus onthe respective shares of total deposits 1 held by the
merging institutions and the various other participants with offices in the relevant geographic
market(s), unless the other participants' loan, deposit, or other business varies markedly from that
of the merging institutions. Where it is clear, based on market share considerations alone, that the
proposed merger transaction would not significantly increase concentration in an unconcentrated
market, a favorable finding will be made on the competitive factor.

{{2-28-03 p.5147}}

Where the market shares of the merging institutions are not clearly insignificant, the FDIC will
also consider the degree of concentration within the relevant geographic market(s) using the
Herfindah!-Hirschman Index (HHI) # as a primary measure of market concentration. For
purposes of this test, a reasonable approximation for the relevant geographic market(s) consisting
of one or more predefined areas may be used. Examples of such predefined aréas include
counties, the Bureau of the Census Metropolitan-Statistical Areas (MSAs), or Rand-McNally

Ranally Metro Areas (RMAs).

The FDIC normally will not deny a proposed merger transaction on antitrust grounds (absent
objection from the Department of Justice) where the post-merger HHI in the relevant geographic



market(s) is 1,800 points or less or, if it is more than 1,800, it reflects an increase of less than 200
points from the pre-merger HHI. Where a proposed merger transaction fails this initial
concentration test, the FDIC will consider more closely the various competitive dynamics at
work in the market, taking into account a variety of factors that may be especially relevant and
important in a particular proposal, including:

» The number, size, financial strength, quality of management, and aggressiveness of the various
participants in the market; -

» The likelihood of new parhcrpants entering the market based on its attractiveness in terms of
population, income levels, cconomm growth, and other fcaturcs

» Any legal impediments to entry or expansion; and
* Definite .cmry plans by specifically identified entities.

In addition, the FDIC will consider the likelihood that new entrants might enter the market by
less direct means; for example, electronic banking with local advertisement of the availability of
such services. This consideration will be particularly important where there is evidence that the
mere poss:blhty of such entry tends to encourage competitive pricing and to mamtam the quality
of services offered by the mstmg competitors in the market.

The FDIC will also consxdcr the extent to which the proposed merger transaction likely would
create a stronger, more efficient institution able to compete more vigorously in the relevant

geographic markets.

4. Consideration of the public interest. The FDIC will deny any proposed merger transaction
whose overall effect likely would be to reduce existing competition substantially by limiting the
service and price options available to the public in the relevant geographic market(s), unless the
anticompetitive effects of the proposed merger transaction are clearly outweighed in the public
interest by the probable effect of the transaction in meeting the convenience and needs of the
community to be served. For this purpose, the applicant must show by clear and convincing
evidence that any claimed public benefits would be both substantial and incremental and
generally available to seekers of banking services in the relevant geographic market(s) and that
the expected benefits cannot reasonably be achieved through other, less anticompetitive means.

Where a proposed merger transaction is the least costly alternative to the probable failure of an
insured depository institution, the FDIC may approve the merger transaction even if it is
anticompetitive.

Prudential Factors

The FDIC does not wish to create larger weak institutions or to debilitate existing institutions
whose overall condition, including capital, management, and eamings, is generally satisfactory.
Consequently, apart from competitive considerations, the FDIC normally will not approve a
proposed merger transaction where the resulting institution would fail to meet existing capital
standards, continue with weak or unsatisfactory management, or whose earnings prospects, both



in terms of quantity and quality, are weak, suspect, or doubtful. In assessing capital adequacy
and eamings prospects, particular attention will be paid to the adequacy of the allowance for loan
and lease losses. In {{2-28-03 p.5148} }evaluating management, the FDIC will rely to a great
extent on the supervisory histories of the institutions involved and of the executive officers and
directors that are proposed for the resuitant institution. In addition, the FDIC may review the
adequacy of management's disclosure to sharcholders of the material aspects of the merger
transaction to epsure that management has properly fulfilled its fiduciary duties.

Convenience and Needs Factor

In assessing the convenience and needs of the community to be served, the FDIC will consider
such elements as the extent to which the proposed merger transaction is likely to benefit the
general public through higher lending limits, new or expanded services, reduced prices,
increased convenience in ntilizing the services and facilities of the resulting institution, or other
means. The FDIC, as required by the Community Reinvestment Act, will also note and consider
each institution's Community Reinvestment Act performance evaluation record. An
unsatisfactory record may form the basis for denial or conditional approval of an application.

Anti-Money Laundering Record

In every case, the FDIC will take into consideration the effectiveness of each insured depository
institution involved in the proposed merger transaction in combating money-laundering
activitics, including in overseas branches. In this regard, the FDIC will consider the adequacy of
each institution's programs, policies, and procedures relating to anti-money laundering activities;
the relevant supervisary history of each participating institution, including their compliance with
anti-money laundering laws and regnlations; and the effectiveness of any corrective program
outstanding. The FDIC's assessment may also incorporate information made available to the
FDIC by the Department of the Treasury, other Federal or State authorities, and/or foreign
governments. Adverse findings may warrant correction of identified problems before consent is
granted, or the imposition of conditions. Slgmﬁcantly adverse findings in this area may form the
basis for denial of the application.

Special Information requirement if applicant is affiliated with or will be affiliated with an
insurance company.

If the institution that is the subject of the application is, or will be, affiliated with a company
engaged in insurance activities that is subject to supervision by a state insurance regulator, the
applicant must submit the following information as part of its application: (1) The name of
insurance company; (2) a description of the insurance activities that the company is engaged in
and has plans to conduct; and (3) a list of each state and the lines of business in that state which
the company holds, or will hold, an insurance License. Applicant must also indicate the state
where the company holds a resident license or charter, as applicable.

IV. Related Considerations

1. Interstate bank merger transactions. Where a proposed transaction is an interstate merger
transaction between insured banks, the FDIC will consider the additional factors provided for in



section 44 of the Federal Deposit Insurance Act, 12 U.S.C. 1831u.

2. Interim merger transactions. An interim institution is a state- or federally-chartered institution
that does not operate independently, but exists, normally for a very short period of time, solely as
a vehicle to accomplish a merger transaction. In cases where the establishment of a new or
interim institution is contemnplated in connection with a proposed merger transaction, the
applicant should contact the FDIC to discuss any relevant deposit insurance requirements. In
general, a merger transaction (other than a purchase and assumption) involving an insured .
depository institution and a federal interim depository institution will not require an application
for deposit insurance, even if the fcdcral interim depository institution will be the surviving
institution.

3. Optional conversion. Section 5(d)(3) of the Federal Deposit Insurance Act, 12 U.S.C.
1815(d)(3), provides for "optional conversions” (commonly known as Qakar transactions) which,
in general, are merger transactions that involve a member of the Bank Insurance Fund and a
member of the Savings Association Insurance Fund. These transactions are subject to specific
rules regarding deposit insurance coverage and premiums. Applicants may find additional
guidance in § 327.31 of the FDIC rules and regulations (12 CFR 327.31).

{{2-28-03 p.5149}}

4. Branch closings. Where banking offices are to be closed in connection with the proposed
merger transaction, the FDIC will review the merging institutions' conformance to any applicable
requirements of section 42 of the FDI Act concerning notice of branch closings as reflected in

the Interagency Policy Statement Concerning Branch C'losmg Notices and Policies. See 2 FDIC
Law, Regulations, Related Acts 5391.

5. Legal fees and other expenses. The commitment to pay or payment of unreasonable or
excessive fees and other expenses incident to an application reflects adversely upon the
management of the applicant instinition. The FDIC will closely review expenses for professional
or other services rendered by present or prospective board members, major shareholders, or other
insiders for any indication of self-dealing to the detriment of the institution. As a matter of
practice, the FDIC expects full disclosure to all diréctors and shareholders of any arrangement
with an insider. In no case will the FDIC approve an application where the payment of a fee, in
whole or in part, is contingent upon any act or forbearance by the FDIC or by any other federal

or state agency or official.

6. Trade names. Where an acquired bank or branch is to be operated under a different trade
name than the acquiring bank, the FDIC will review the adequacy of the steps taken to minimize
the potential for customer confusion about deposit insurance coverage. Applicants may refer to .
the Interagency Statement on Branch Names for additional guidance. See FDIC, Financial

Institution Letter, 46--98 (May 1, 1998).
By Order of the Board of Directors, December 19, 2007.

[Source: 63 Fed Reg. 44762, August 20, 1998, effective October 1, 1998; amended at 67 Fed.
Reg. 48178, July 23, 2002; 67 Fed. Reg. 79278, December 27, 2002.; 73 FR 8870, February 15,

2008
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. For Immediate Release . November 12, 2008

Interagency Statement on Meeting the Needs of Creditworthy Borrowers

The Department of the Treasury, the Federal Deposit Insurance Corporation, and the Federal Reserve
have recently put into place several programs designed to promote financial stability and to mitigate
procydlical effects of the cutrent market conditions. These programs make new capital widely available
to U.S. financial institutions, broaden and increase the guarantees on bank deposit accounts and certain
liabilities, and provide backup liquidity to U.S. banking organizations. Thess efforts are designed to
strengthen the capital foundation of our financial system and improve the overall functioning of credit

markels. .

The ongoing financial and economic stress has highlighted the cruclal role that prudent bank lending
praciices play in promoting the nation's economic welfare. The recent policy actions are designed to
help support responsible lending activities of banking organizations, enhance their ability to fund such
lending, and enable banking organizations to better meet the credit needs of households and business.
At this critical time, it is imperative that all banking organizations and thelr regulators work together to
ensurs that the needs of creditworthy borrowers are met. As discussed below, to support this objective,
consistent with safety and soundness principles and existing supervisory standards, each individual
banking organization needs ta ensure the adequacy of its capital base, engage in appropriate loss
mitigation strategies and foreclosure prevention, and raassess the incentive implications of its
compensation policies.

Lending to creditworthy borrowers ‘

The agencies expect all banking organizations to fulfill their fundamental role in the economy as
intermediaries of credit to businesses, cansumers, and other creditworthy borrowers. Moreover, as 2
result of problems in financial markets, the economy will likely become increasingly reliant on banking
organizations to provide credit formerly provided or facilitated by purchasers of securities. Lending to
creditworthy borrowers provides sustainabis retums for the lending organization and is constructive for

the economy as a whole.

It is essential that banking organizations provide credit in a manner consistent with prudent lending
practices and continue to ensure that they consider new lending opportunities on the basis of realistic
asset valuations and a balanced assessment of borrowers' repayment capacities. However, if
underwriting standards tighten excessively or banking organizations retreat from making sound credit
decisions, the cument market conditions may be exacerbated, leading to slower growth and potential
damage to the economy as well as the long-term interests and profitability of individual banking
organizations. Banking organizations should strive to maintain healthy credif relationships with
businesses, consumers, and other creditworthy boitowers to enhance their own financial well-being as
well as to promote a sound economy. The agencies have directed supervisory staffs to be mindful of the
procyclical effects of an excessive tightening of credit availability and to encourage banking
organizations to practice economically viable and appropriate lending activities.

Strengthening capital
Maintaining a strong capital position complements and facllitates a banking organization's capacity and
willingness to lend and bolsters its ability to withstand uncertain market conditions. Banking

http:/fwww_fdic.gov/news/news/press/2008/pr08115.html 11/24/2008
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organizations should focus on effective and efficient capital planning and longer-term capital
maintenance. An effective capital planning process requires a banking organization to assess both the
risks to which it is exposed and the risk management processes in place to manage and mitigate those
risks; evaluate its capital adequacy relative 1o its risks; and consider the potential impact on eamings
and capital from economic downtums. Further, an effective capital planning process requires a banking
organization {o recognize losses on bank assets and activities in a timely manner; rmaintain adequate

" loan loss provisions; and adhere to prudent dividend policies.

In particular, in setting dividend levels, a banking organization should consider its ongoing eamings
capacity, the adequacy of its loan loss allowance, and the overall effect that a dividend payout would
have on its cost of funding, its capital position, and, consequently, its ability io serve the expected needs -
of creditworthy borrowers,. Banking organizations should not maintain a level of cash dividends that is
inconsistent with the organization’s capital position, that could weaken the organization’s overall

financial health, or that could impair its ability to meet the needs of creditworthy borrowers. Supervisors
will continue to review the dividend policies of individual banking organizations and will take action when
dividend policies are found {o be inconsistent with sound capital and lending policies.

Working with morlgage borrowers

The agencies expect banking organizations to work with existing borrowers o avoid preventable
foreclosures, which can be coslly to both the organizations and to the'.communities they serve, and to
mitigate other potennal mortgage-related losses. To this end, banking organizations need fo ensure that
their morigage servicing operations are sufficiently funded and staffed to work with borrowers while
implementing effective risk-mitigation measures.

Given escalating mortgage foreclosures, the agencies urge all lenders and servicers to adopt
systemat)c proactive, and streamlined mortgage loan medification protocols and to review troubled
loans using these protocols. Lenders and servicers should first determine whether a loan modification
would enhance the net present valus of the loan before proceeding to foreclosure, and they should
ensure that loans currently in foreclosure have been subject to such analysis. Such practices are not
only consistent with sound risk management but are also in the long—tenn interests of lenders and
servicers, as well as borrowers. .

Systematic efforts to address delinquent mortgages should seek to achieve modifications that result in
mortgages thal borrowers will be able to sustain over the remaining maturity of their loan. Supervisors
will fully support banking organizations as they work to implement effective and sound loan modification
programs. Banking organizations that experience challenges in implementing loss mmgahon efforts on
their mortgage portfolios or in making new loans to borrowers should work with their primary supervisors

to address specific situations.

-

Structuring compensation
Poorly-designed management compensation policies can create perverse incentives that can ulhmately

jeopardize the health of the banking organization. Management eompensation policies should be
aligned with the iong-term prudential interests of the institution, should provide appropriate incentives for
safe and sound behavior, and should structure compensation o prevent short-term payments for
transactions with iong-term horizons. Management compensation practices should balance the ongoing
eamings capacity and financial resources of the banking organization, such as capital levels and
reserves, with the need to retain and provide proper incentives for strong management. Further, it is
important for banking organizations to have independent risk management and control functions.

The agencies expect banking organizations to regularly review their management compensation policies
to ensure they are consistent with the longer-run objectives of the organtzation and sound lending and

risk management practices.

The agencies will continue 1o take steps to promote programs that foster financial stability and mitigate
procydical effects of the current market conditions, However, regardless of their parficipation in
particular programs, all banking organizations are expected io adhere to the principles in this statement.
We will work with banking organizations to facilitate their active participation in those programs,
consistent with safe and sound banking practices, and thus to support their central role in providing
credit to support the health of tha U.S. econotty.

http:/fwww.fdic.gov/mews/news/press/2008/pr08115.html 11/24/2008
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@ _ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DC 20429

SHEILA C. BAIR
CHAIRMAN December 2, 2008

Honorable Mcl Martinez
United States Senate
- Washington, D.C. 20510

Dear Senator Martinez:

It was a pleasure meeting with you recently to discuss the important issues facing the
banking industry and its credit customers during these challenging economic times. 1assure you
the Federal Deposit Insurance Corporation is sensitivc to the critical role that credit availability
plays in the Florida and national economies, and we are balancing those considerations with
prudential safety and soundness requiremcnts.

The FDIC and our counterparts at the other federal banking agencies are concerned about
the availability of credit because of the rapid slowdown in the nation's real estate sector and
serious disruptions in the credit market. Through published guidance and in discussions with the
industry, we have encouraged banks to continue extending credit. On November 12, 2008, the
federal banking agencies issued the lnteragency Statement on Meeting the Needs of Creditworthy
Borrowers (copy enclosed) that encourages depository institutions to continue making loans to
creditworthy borrowers. Furthermore, the FDIC is actively engaged with the Department of the
Treasury and the other federal banking agencies in considering capital subscriptions under the
Temporary Asset Relief Program’s Capital Purchase Program. There is a significant expectation
from the FDIC that banks will use these federal monies to provide credit to individuals and
businesses. In our transmittal of the November 12 Statement to state non-member institutions,
we articulated this expectation and advised banks that our examiners will be reviewing their
performance in this regard. We are encouraged that over 1,200 state nonmember institutions
have already applied to participate in the Capital Purchase Program.

FDIC examiners have considerable flexibility in conducting field examinations where
they assess overall risk and evaluate compliance with applicable laws and regulations. Qur’
examiners serve solely in a federal oversight role and do not instruct banks to make business
decisions on individual credit relationships. Our policies recognize that a customer can have a
problem and the bank can work with them to return the loan to performing status. For example,
on consumer loans, if a bank “re-ages” a delinquent loan and it subsequently performs
adequatcly for 120 days, we do not subject it to criticism. In other words, the FDIC understands
that consumer and businesses run into financial obstaclcs in slowdowns and we give banks
flexibility to work with these customers.

In the normal course of examinations, FDIC examiners may offer reccommendations
relative to assct or business line diversification, or the write-down/provisioning for weakened



assets. However, we do not tell institutions what loans to make, how to deploy their capital or
how to manage their operations. In addition, we do not direct institutions to take specific actions
regarding customer relationships. In practice, bank management has great latitude in dealing
with its loan customers. We leave the business of banking to bankers, who are in the best
position to know their customers and communities. However, it is important to recognize that
regardless of how banks deal with individual borrowers, the banks’ financial statements must
accurately reflect their financial condition.

‘ As federal supervisor for more than 5,000 institutions, most of which are community
banks, the FDIC uniquely understands the vital role of bank lending on Main Street. The banks
we supervise are often the lifeblood of credit in their communities, and these institutions have a
tradition of working with local customers when times get tough. The FDIC recognizes the
importance of financial institutions to the economy, and our practices as a bank supervisor reflect
those priorities. '

Again, | enjoyed meeting with you and please contact me if you have additional
queslions.

Sincerely,

Sheila C. Bair

Enclosurc
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Joint Release Office of the Comptroller of the Currency
Office of Thrift Supervision

For immediate Release November 12, 2008
Interagency Statement on Meeting the Needs of Creditworthy Borrowers

The Department of the Treasury, the Federal Deposit insurance Corporation, and the Federal Reserve
have recently put into place several programs designed to promote financial stability and to mitigate
procyclical effects of the current market conditions. These programs make new capital widely available
to U.S. financial institutions, broaden and increase the guarantees on bank deposit accounis and certain
liabilities, and provide backup liquidity to U.S. banking organizations. These efforis are designed to
strengthen the capital foundation of our financial system and improve the overall functioning of credit
markets.

The ongoing financial and economic stress has highlighted the crucial role that prudent bank lending
practices play in promoting the nation's economic welfare. The recent policy aclions ars designed to
help support responsible lending aclivities of banking organizations, enhance their ability to fund such
lending, and enable banking organizations to better meet the credit needs of hauseholds and business.
At this critical time, it is imperative that all banking organizations and their regulators work together to
ensure that the needs of creditworthy borrowers are met. As discussed below, to support this objective,
consistent with safety and soundness principles and existing supervisory standards, each individual
banking organization needs to ensure the adequacy of its capital base, engage in appropriate loss
mitigation strategies and foreciosure prevention, and reassess the incentive implications of its
compensation policies. :

Lending to creditworthy borrowers

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. Moreaver, as a
result of problems in financial markets, tha economy will likely become increasingly reliant on banking
organizations to provide credit formerly provided or facilitated by purchasers of securities. Lending to
creditworthy borrowers provides sustainable retums for the lending organization and is constructive for
the economy as a whole.

It Is essential that banking organizations provide credit in a manner consistent with prudent lending
practices and continue to ensure that they consider new lending opportunities on the basis of realistic
asset valuations and a balanced assessment of borrowers’ repayment capacities. However, if
underwriting standards tighten excessively or banking organizations retreat frorm making sound credit
decisions, the current market conditions may be exacerbated, leading to slower growth and potential
damage to the economy as well as the long-term inlerests and profitability of individual banking
organizations. Banking organizations shouid strive to maintain healthy credit relationships with
businesses, consumers, and other creditworthy borrowers to enhance their own financial well-being as
waell as to prormote a sound economy. The agencies have directed supervisory staffs to be mindful of the
procydiical effacts of an excessive lightening of credit availability and to encourage banking
organizations to praclice economically viable and appropriate lending activities.

Strengthening capital
Maintaining a strong capital position complements and facilitates a banking organization's capacity and
willingness to lend and bolsters its ability to withstand uncertain market conditions. Banking

' ~e/news/press/2008/pr08115.html 1172172008
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organizations should focus on effective and efficient capital planning and longer-term capital
maintenance. An effective capital planning process requires a banking organization to assess both the
risks to which it is exposed and the risk management procasses in place to manage and mitigate those
risks; evaluate its capital adequacy relative to its risks; and consider the potential impact on eamings
and capital from economic downturns. Further, an effective capital pianning process requires a banking
organization lo recognize losses on bank assets and activities in a timely manner; maintain adequate
loan loss provisions; and adhere {o prudent dividend policies.

In particular, in setting dividend levels, a banking organization should consider its ongoing earnings
capacity, the adequacy of its loan loss aliowance, and the overall effect that a dividend payout would
have on its cost of funding, its capital position, and, consequently, its ability to serve the expected needs
of creditworthy borrowers,. Banking arganizations should not maintain a level of cash dividends that is
inconsistent with the organization’s capital positian, that could weaken the organization's overall
financial health, or that could impair its ability to meet the needs of creditworthy borrowers. Supervisors
will continue 1o review the dividend policies of individual banking organizations and will take action when
dividend policies are found to be inconsistent with sound capital and lending palicies.

Working with morigage borrowers

The agencies expect banking arganizations to work with existing borrowers to avoid preventable
foreciosures, which can be costly to both the organizations and to the communities they serve, and to
mitigate other potential mortgage-related losses. To this end, banking arganizations need to ensure that
their mortgage servicing operations are sufficiently funded and staffed to work with borrowers while
implementing effective risk-mitigation measures.

Given escalating morigage foreclosures, the agencies urge all lenders and servicers to adopt
systematic. proaclive, and sireamlined mortgage loan modification protocols and to review troubled
loans using these protocols. Lenders and servicers should first determine whether a loan modification
would enhance the net present value of the locan before proceeding to foreclosure, and they should
ensure that loans currently in foreclosure have been subject to such analysis. Such practices are not
only consistent with sound risk management but are also in the long-term interests of lenders and-
servicers, as well as borrowers.

Systematic efforts to address delinquent mortgages should seek to achiave modifications that result in
mortgages that-borrowers will be able to sustain over the remaining maturity of their loan. Supervisors
will fully support banking organizations as they work to implement effective and sound ioan modification
programs. Banking organizations that experience chalienges in implementing loss mitigation efforts on
their mortgage portfolios or in making new loans to borrowers should work with their primary supervisors
1o address specific situations.

.-

Structuring compensation
Poorly-designed management compensation policies can create perverse incentives that can ultimately
jeopardize the heaith of the banking organization. Management compensation policies shouid be
aligned with the long-term prudential interests of the institution, should pravide appropriate incentives for
safe and sound behavior, and should structure compensation to prevent short-term payments far
fransactions with long-term horizons. Management compensation practicas should balance the ongoing
earnings capacity and financial resources of the banking organization, such as capital levels and
reserves, with the need to retain and provide proper incentives for strong management. Further, it is
important for banking organizations to have independent risk management and control functions.

The agencies expec! banking organizations to regularly review their management compensation policies
to ensure they are consistent with the longer-run abjectives of the arganization and sound lending and
risk management practices.

The agencies will continue to take steps to promote programs that foster financial stability and mitigate
procyclical effects of the current market conditions. However, regardless of their participation in
particular programs, all banking organizations are expacted to adhere to the principles in this statement.
We will work with banking organizations to facilitate their active pariicipation in those programs,
consistant with safe and sound banking practices, and thus to support their central role in providing
credit to support the health of the U.S. economy.

Lon-Thwww fdic.gov/news/ncws/press/2008/prO8115.himi 11/21/2008
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Federal Deposit Insurance Corporation

550 17th Sireet NW, Washiagton, DC 20429

December 4, 2008
Honorable Michael R. McNulty
Representative, U.S. Congress
827 O’Brien Federal Building
Albany, New York 12207 '0
Dear Congressman McNulty: L\’).D

Thank you for your lctter on behalf of Mr. -, Vice President of Informed Marketing
Services, Incorporated.

Mr.-s_cnt a letter to our procurcment staff on October 17, 2008, providing information on
his company and its capabilities, which was used to add his firm to our Contractor Resource List
{CRL). He was advised on October 24, 2008, that his corporation had been added to the CRL.
There arc a large number of firms that aré now aggressively marketing to do business with the
FDIC. We cannot guarantec that Informed Marketing Services, Inc. or any other potential
contractor that submits a corporate capabilities statement will be included on future source lists.
However, since Mr. JJJJJjJJfirm bas been added to the CRL, his information is available for
consideration.

When the FDIC begins the procurement process for goods and/or services, we usc market
research data to identify potential contractors that can provide the needed goods or services. A
repository for this market information is our CRL. This system organizes and maintains
corporate capability statcments submitted by firms seeking business with the FDIC, and our
program managers and contracting officers use this system to identify sources for solicitation.

Your interest in this matter is appreciated. 1f you have further questions, the Office of
Legislative Affairs can be reached at (202) 898-7055.

Sincerely,

Eric J. Spitler
Director
OfTice of Legislative Affairs

Office of Legisiative Affairs
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Ms. Alice C. Goodman

Director, Office of Legislative Affairs
FDIC

550-17th Street, NW, Room 6076

Washington, D.C. 20428 ’ﬂsl;)

Dear Ms. Goodman:

The attached correspondence from #Mr. —is sent for vecur
review.

I would appreciate it if you would investigate the enclosed
statements and forward me the necessary information for reply.

Please send your reply to my Albany office, Leo O’Brien Federal
Building, Albany, New York 12207.

Thank you for your consideration in this matter.

Member of Congress

MRM/mjs
Enclosure

FDIC
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CoMMIITEE ON APPROPRIATIONS WASHINGTON, D.C. OFFICE
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. B . Washington, DC 20515-3509
Subqomn:ﬁc on ’Ihnspom:‘mx, HUD, (202) 2254146
Related Agenci - Fax: (202) 225-T711
Sobcommiittee on Agriculnye, v
Rural Development, HIO OFFICE
FDA and Related Agencies One Marimme Plaza
- 6th Floor
Commrrrex ON THE BUDGET Toledo, OH 43604-1853
DemocraTic STEERING AND PoLIcY {419) 259-7500
(300) 964-4699
Fax: (419) 255-9623
hitp//kaptuchoose.gov

December 5, 2008

l? o]
The Honorable Sheila Bair . PSS

Chairwoman ) .

Federal Deposit Insurance Corporation L. . :

550 17® Street, NW. - ;

W DC 20429-8990 s e
ashington, !m:n{\,.,n,. e e

Dear Chairwoman Bair:

Thank you for all you are doing to secure our nation’s financial system during this
time of economic crisis. In particular, your focus on restracturing mortgages for
strugpling homeowners is one of few effective efforts addressing the root of this crisis. It
is my hope that more of our policies will follow the direction you have taken at the FDIC.
Unfortunately, the Washington-focus of the TARP to date is making the situation in our
region worse. To this end, I would like to offer our region of Toledo and northern Obio,
which has been particularly hard hit by the rise in foreclosures, as a test bed against
which to measure how well, or how poorly, the federal government’s efforts to deal with
this crisis are working.

In Lucas County, OH, the most populous county I represent, an estimated 4,100
" foreclosures will occur in 2008 &lone. If nothing changes, another 600 families will lose
their homes in the Toledo area in the next 60 days. Based on recent foreclosure rates, this
translates into 10% of our housing stock over the past 2.5 years ~ an astounding figure.
Thus, our urgency is apparent. On the eastern side of our district, Lorain County has
experienced 2,089 foreclosures this year to date. The pace of foreclosurts continues
- unabated and is projected to rise next year.

What is most troubling is that despite several bills passing Congress and being
signed by the Bush Administration, the mortgage situation at the local level grows worse.
Though foreclosures are increasing, workouts ere the exception rather than the rule. Wall
Street banks that hold or sold these mortgages often do not manage their propeity
holdings while they are frequently stripped of copper, clectrical wiring, etc. Wall Street
banks arrange for anction of properties before local communities are aware this will be
occurring. Thus, they are largely unprepared to bid on their own behalf. The HUD funds
thet were to be available for such bidding have not arrived. Homes are anctioned for as
little as $4,500. For that amount, we could have put the original occupants back in.

" PRINTED ON RECYCLED PAPER o>y



" Chairwoman Sheila Bair . December 5, 2008
Page Two A

Something is very wrong with the manner in which the U.S. goverament is
allowing equity to be bled from local communities. With declining property values, local
banks find their books out of balance, and the downward spiral continues. Your authority
at the FDIC as well as that of the SEC’s is not being exercised as in former times to
resolve inter-bank credit confidence and achieve mortgage workouts.

I am working with the Treasury Department to set up a tele-video conference
between key Washington based agency officials responsible for TARP, FDIC, SEC,
HUD, and any other appropriate parties. Your participation in such a conference would
be most beneficial. By convening government leaders and our-local Ohio experts, our
region will serve as an important source of experience regarding the impact of this
continuing equity hemorrhage on oor economy. Our goal is to inform and impact more
positively those responsible for alleviating this growing housing and credit crisis.

With the team we assemble, and those local experts who come to the table, we
wish to answer the question: "What is it that the U.S. Government could be doing better
to make a difference in the ]musmg foreclosure crisis?” We stand ready to conduct this
discussion at your carliest convenience.

Attached is the 2008 foreclosure listing for the counties in our district. I valne’
your nme and attention to this critical matter.

Sincerel

MARCY
~  Member of Congress

MK:ja-

Attachment: 2007 and 2008 Lucas, Lorzin, Erie, and Ottawa Counties foreclosure listings
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Federal Deposit Insurance Corporation
550 17th Street NW, Washington, DC 20429 Office of Legislative Affairs

December 8, 2008

Honorable Christopher J. Dodd

Chairman

Committee on Banking, Housing, and
Urban A ffairs

United States Senate

Washington, D.C. 20510

Dear Mr. Chairman:

Thank you for your letter to Chairman Bair concerning the impact of providing unlimited
insurance coverage to noninterest-bearing transaction accounts under the Federal Deposit
Insurance Corporation’s Temporary Liquidity Guarantee Program (TLGP). The FDIC received
a number of similar comments during the rulemaking process.

The Final Rule governing the TLGP, issued on November 20, 2008, provides that, assuming the
other requiremcnts of the Transaction Account Guarantee Program are met by a participating
entity and irrespective of the standard maximum deposit insurance amount defined in the FDIC’s
regulations (presently $250,000), IOLTAs will be guaranteed by the FDIC in full as noninterest-

bearing transaction accounts.

Your interest in this matter is appreciated. If you have further questions, the Office of
Legislative Affairs can be reached at (202) 898-7055.

Sincerely,

Eric J. Spitler
Director .
Office of Legislative Affairs
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Committee on Financial Services

2129 Rapbnrn Bouse Office Building
Washington, BE 20515

November 21, 2008
The Honorable Henry M. Paulson, jr. . The Honorable Steve Preston
Secretary Secretary
Department of the Treasury Department of Housirig and Urban Development
1500 Pennsylvania Ave. NW 451 7" St. SW
Washington, DC 20220 Washington, DC 20410
The Honorable Ben S. Bernanke The Honorable Sheila C. Bair
Chairman Chairman
Board of Governors of the Federal Reserve  Federal Deposit Insurance Corporation
20™ Street and Constitution Ave. NW 550 17 Street, NW
Washington DC 20551 Washington, DC 20429

Dear Directors of the Board of the Hope for Homeowners Program:

I am writing to express my appreciation for the changes that were just announced to the FHA
“Hope for Homeowners” program, and to suggest some additional modifications which I believe
could further enhance the program and make it more user-friendly.

Since the passage of Hope for Homeowners in July, we have leamed some things about the
program and about the challenges the program was designed to address. This week’s announced
changes represent improvements to the program as originally established.

In particular, the Board’s increase in the maximum loan to value (LTV) to 96.5% for borrowers
with no more than a 31% mortgage debt to income (DTI) ratio and no more than a 43% total DTI
ratio should be helpful in incentivizing greater program participation. I believe this goal could
be enhanced by further action by the Board to raise the maximum LTV above 90% to some
extent for those borrowers who are above these DTI levels but below the maximum DTI program
ceilings of 38% and 50% respectively.

The announcement that the trial modification requireraent will be eliminated for this latter class
of borrowers is also a good change, which should expedite loan closings. 1 also believe the
Board should act to provide some flexibility to exceed DTI ceilings on a case by case basis based
on compensating factors, consistent with general FHA practice.

I also commend the Board for utilizing authority granted under the TARP bill to authorize
immediate payments to subordinate lien holders, to induce such holders to extinguish these liens,
as the program requires. And, the extension of the maximum loan term to 40 years is a helpful
step in making program loans more financially viable.



The effectiveness of these changes could be enhanced by other administrative changes which I
believe the Board should make to make the program more user-friendly:

First Payment Default Liability. Hope for Homeowners establishes full lisbility for loan
originators for loan losses to any borrower that misses their first payment. The Board’s .
implementation of this provision seemns unnecessarily harsh, as it denies insurance in the case of
a borrower who makes the first payment, but subsequently has a rolling 30 day delinquency for
subsequent months. If such delinquent loan has not yet been endorsed and remains 30 days
delinquent by the fourth month, the loan can never be insured. This is contrary to existing FHA
endorsement policy which allows a loan to be eligible for endorsement once the loan becomes
current even if this takes 2 years. In contrast, the Board has shortened this period to four months.
There seems to be some confusion over the statutory requirement concerning first payment
defaults and subsequent defaults which are not covered by the statute. As a result, the Board’s
policy provides an unnecessary disincentive for potential loan originators to participate. 1
believe the intent of the statutory provision could be maintained while making its
implementation more consistent with current FHA policy for endorsements.

HOEPA and TILA Compliance. The equity and appreciation sharing transactions under Hope
for Homeowners loans raise unresolved questions about the applicability of HOEPA, TILA, and
other consumer lending laws that may place unnecessary legal risk on loan originators. I believe
it would be helpful for the Federal Reserve to provide guidance regarding compliance with such
laws in the execution of the federal government’s equity and appreciation notes and mortgages.
In this respect, it may be necessary or appropriate to make clear that such equity and appreciation
share components are a separate transaction from the underlying first mortgage. Of course, there
should be clear disclosures to the borrower about the equity and appreciation sharing
requircments of these loans.

HUD has issued instruments for use by lenders in executing Hope for Homeowners loans.
However, these instruments require originators to warrant that HUD-created instruments comply
with state law. This shifs the research cost and legal burden of the sufficiency of HUD®s own
instruments to the lenders, which may be inhibiting the origination of loans. I suggest that the
HUD remove this warranty requirement.

2- to 4-unit Properties. Hope for Homeowners made qualifying single family properties
eligible for these FHA loans. FHA single family loans by definition include 2-, 3-, and 4-unit
properties. Unfortunately, the Board limited eligibility to 1-unit properties. Not only does the
statutory legislation not restrict eligibility in such fashion, the section on the maximum loan
amount refers to “a property of the applicable size” — with the clear implication that 2- to 4-unit
properties should be eligible to participate in the program. I suggest the Board change the
implementing regulations to make such properties eligible.

Thank you for consideration of these recommendations.




THE BOARD OF DIRECTORS OF THE
HOPE FOR HOMEOWNERS PROGRAM
451 7th Street, SW. Suite 9100
Washington. DC 20410-8000

DEC 2 4 2006

The Honorable Bamey Frank
Chainnan. Committee on Financial Scrvices

U. S. House of Representatives
Washington, DC 20515-6052

Deur-Mr. Chairman:

On behalf of the Board of Diréctors (Board) of the HOPE for Homeowners Program
(Program), thank you for your November 21, 2008, letter in which you expressed support for
recently announced Program changes and suggested additional changes for the Board's

consideration.

The Board is committed o implementing the Program and achieving its objectives,
consistent with the language and intent of the authorizing legislation, Title 1V of the Housing and
Economic Recovery.Act of 2008 (HERA). This statute, while authorizing the Board to “establish
requirements and standards for the Program.™ is very specific on many aspects of implementation,
including requircments for appreciation- and equity-sharing and the fact that participation in the
Program is voluntary for both homeowners and cxisting loan holders. As you note in your letter,
the Board recently approved several changes to the Program, such as increasing the maximum
loan-to-value (LTV) ratio for certain borrowers. These flexibilities were made possible by
passage of the Emergency Economic Stabilization Act of 2008, and will likely qualify additional
borrowers for the Program. Further, thcy may provide the necessary incentive for lenders to
participate in the Program. [ think we can all agree that our joint goals are to promote sustainable
homeownership and avoid the social and economic costs of foreclosure for as many familics as

possible.

‘The Board will certainly take your suggestions for the Program under consideration. The
Board also has received comments and recommendations from lenders, servicers, counsclors and
homcowners through the outreach activities conducted for the Program. 1 am pleased to note that
at its most recent meeting on December 17. 2008, the Board approved the following changes to

the Program:

2-4 Unit Properties. The types of propertics cligible for the Program have been
expunded to include 2- to 3-unit vwner-occupied propertivs. That change should allow
more horrowers to participate in the Program. especially in certain geographic arcas
like the Northeast, where 2-4 unit propertics are more common.

Endorsement Timeframe. The timetrume for lenders to obtain endorsement for-
Program loans has been expanded so that it is consistent with other FHA programs. To
ensure that lenders comply with the first puyment default provision established in the
law. the Board will continue to require the lender to include in the file. cvidence that
the borrower has made the first payment within 120 days of loan closing.



Equity Sharing. The cquity sharing requircments of the Progrum have been modified
to eliminate the potential for a borrower to be required to share any existing equity the
borrower may already have in the home with HUD through the Program.

The Board has directed staff to make the appropriate changes to the Program regulations
and guidance and forward them to the Oftice of Management and Budget for review and
clearance. As soon as that process is complete, the Board will vote on publishing the regulations
in the Federal Register and issuing the finalized guidance documents. We will let you know as

» so0n as that has occurred.

. In your lettcr, you also suggested that it would be helpful for the Board of Govemors ot the
Federal Rescrve System (FRB) to provide guidance on the treatment of the statutory equity and
appreciation sharing provisions of the Program under the Truth in Lending Act (TILA), the Home
Owners Equity Protection Act (HOEPA). and other consumer laws administered by the FRB. The
FRB’s Division of Consumer and Community Aftairs, which is responsible for issuing interpretive
guidance under TILA and HOEPA, has informed the Board that it plans tv provide interpretive
zuidance on these issues shortly. This guidance will be posted on the Program’s website.

You also raised concems about how the model Program instruments reflect compliance
with state law. The Board notes that those instrumcn!s; mercly advise lenders of their
responsibility to modity the documents as may be necessary for compliance with state law. In
addition, we understand that well-cstablished document preparation services have modified, or are
in the process of modifying, the FHA model instruments for the Program to the extent necessary to
ensure compliance with state law. FHA lenders have long uscd these services. The Board is
monitoring the development and availability of state-compliant Program documentation and will
take appropriate steps if such documentation is not reasonably available to lenders.

You further recommended that the Board consider: (i) raising the maximum loan-to-value
{LTV) ratio above 90 percent for borrowers with debt-to-income (DTI) ratios above 31 percent for
mortgage-related debt and 43 percent for total debt: and (ii) allowing the DT} ratios to be exceeded
on a case-by-case basis based on compensating factors, consistent with other FHA single family
loan programs. As noted above, the Board recently amended the Program’s LTV and DTI
thresholds after carefully considering both the desire to make the Program available to borrowers
and the need to ensure that the new loans are sustainable. The Board will monitor the number and
performance of Program loans and may adjust Program requirements as appropriate based on this
monitoring. The Board will update you on any future Program changes.

The Board appreciates your recommendations und shares your goal of making the Progrum
an attractive refinancing option for both lenders and borrowers, one that will help avoid
loreclosures and provide for sustainable homeownership.

Brian D. Montgomery
Chairman



@ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DC 20429

SHEILA C. BAIR December 9, 2008

CHAIRMAN

Honorable Richard J. Durbin
United States Senate .
Washington, D.C. 20510

Dear Senator Durbin:

‘ Thank you for your letter and your concemn for the thousands of homeowners and
families at risk of losing their home through foreclosure.

~ As you know, I have been a strong advocate for systematic approaches that enable
owners and scrvicers of mortgage loans to provide affordable and sustainable modifications
to the largest possible number of homeowners in distress. Beginning in April 2007, the
Federal Deposit Insurance Corporation hosted a series of forums to address the growing
problem of mortgage defaults and foreclosures. These forums were attended by a broad
spectrum of participants from the mortgage finance and securitization industry as well as
financial regulators and senior representatives from the Federal Reserve and Treasury
Department. Following these forums, the FDIC urged lenders and servicers to implement
systematic approaches to modify mortgages for homeowners at risk of default and
foreclosure. While many have been helped, I have been disappointed that too little has been
achieved. As we have all seen, the rapid rise in foreclosoures has had a dramatic effect on
mortgage finance, credit availability, and our economy.

During 2008, I have advocated stronger steps to achieve the needed help for
homeowners. The FDIC was designated by Congress as member of the Oversight Board for
the FHA’s Hope for Homeowners program. We strongly support this approach to helping
homeowners, but recognize that it-alone will not be sufficient to address the problems in our
housing markets. Other tools are needed.

That is why the FDIC, after appointment as conservator of IndyMac Bank in July
2008, implemcnted a loan modification program designed to help as many IndyMac
delinquent borrowers as quickly as possible. The program is designed to achieve affordable
and sustainable mortgage payments for borrowers and increase the value of distressed
mortgages by rehabilitating them into performing loans. This in turn will maximize value for
the FDIC as well as improve returns to the creditors of the forrner IndyMac Bank and to
investors in those mortgages.

Under the IndyMac program, modifications are designed to achieve sustainable
payments for the first mortgage at no greater than a 38 percent housing debt-to-income ratio
(DTI), including monthly principal, interest, taxes, and insurance and as low as a 31 percent



debt-to-income ratio. If a borrower’s existing monthly payments are unaffordable, IndyMac
will propose a modification of the loan using the following three tools:

1. A mortgage interest rate reduction. The modified mortgage will be permanently
capped at the Freddic Mac Weekly Primary Mortgage Market Survey Rate (Freddie
Mac Rate) for conforming mortgages in effect when the modification is proposed.
Interest rate reductions below the current Freddie Mac Rate may be made for a period
of five years. The mortgage interest rate will remain at this lower rate for five years.
After five years, the interest rate will increase by no more than 1 percent per year until
it reaches the Freddie Mac Rate where it will remain for the balance of the loan term.

2. If an interest rate reduction is insufficient to achieve an affordable payment, IndyMac
may offer to extend the term for amortization of the mortgage to a maximum of 40
years from the original date of the mortgage.

3. If an affordable payment is not achievable through interest rate reduction or an
extension of the amortization term, then payments on a portion of the principal
amount can be deferred. Payments are calculated on the balance of the mortgage that

_ is not deferred to achicve an affordable mortgage payment. The repayment of the
deferred principal will be due only upon payoff of thc loan. No interest will accrue on

the deferred principal amount.

As of the end of November, IndyMac Bank had completed over 5,554 modifications
with many more in process.

Based on this cxperience, the FDIC has discussed with the Treasury the
implementation of a credit guaranty program, as authorized under the Emergency Economic
Stabilization Act (EESA), which would provide financial incentives for a wide range of
mortgage lenders and servicers to modify high-cost mortgage loans using streamlined
protocols similar to those we are applying at IndyMac. The purpose of the proposed credit
guaranty program would be to focus the net present value calculation away from immediate
foreclosure and toward an analysis of whether a loan modification is a less costly alternative.
The credit guaranty would protect mortgage lenders and servicers for up to half of the
downside risk of a redefault, a risk made less likely due to the requirement that mortgage
payments under modified loans be affordable under a clear, objective standard. As at
IndyMac, the FDIC has proposed that loans modified under this process would be subject to
verification of borrower income and occupancy status, and the modification would be
available only for loans on owncr-occupied properties.

The FDIC also has incorporated loan modification concepts into several actions
involving troubled banks. In its sale of loans from banks placed into receivership, the FDIC
has long used loss sharing agreements to improve its return on the sale and has rcquired that
acquirers of failed banks engagc in loss mitigation activities to reduce the loss exposure.
Because Joan modifications reduce losses by converting troubled loans into affordable,
sustainable loans, the FDIC is now requiring that purchasers of residential mortgages under
loss sharing agreements engage in loan modifications consistent with the FDIC protocols



developed at IndyMac Federal Bank. The FDIC also recently required that Citigroup apply
the FDIC Loan Modification Program for mortgages subject to the eligible asset guarantee
provided to Citigroup. The FDIC intends to continue to include loan modifications as an

integral part of future loss sharing agreements.

We appreciate your continued interest in this matter. If you have further questions,
please contact me at 898-6974 or Eric Spitler, Director of our Office of Legislative Affairs, at

898-3837.

Sincerely,

Sheila C. Bair
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Dear Chairperson Bair:

I am writing to urge you to take all necessary steps to systemically address the most immediate
cause of our current economic crisis: the huge number of home mortgage foreclosures that
continue to put hard-working families and their surrounding neighborhoods at risk. I am sending
a similar letter to Chairman Bernanke, Secretary Paulson, and Director Lockhart.

Because of recent events involving Bear Steamns, IndyMac, Fannie Mae, Freddie Mac, and other
institutions, the federal government now owns or has a controlling interest in a large percentage
of the outstanding mortgages in America. After the President signs into law the Emergency
Economic Stabilization Act, which was passed by the Congress today, an even larger share of the
U.S. mortgage market will be controlled directly or indirectly by you and your colleagues.

With that control and influence comes responsibility. You are responsible for handling your
portion of those mortgages in a manner that assists homeowners, protects taxpayers, and
promotes the public good.

Foreclosures generally benefit no one: not the family that is uprooted; not the mortgage owners
who lose expected income and take a loss when the property is sold; and certainly not the
surrounding community whose nearby properties lose market value. You are in a position to
reverse the rapid increase in foreclosures that is devastating local housing markets and countless
local communities. By facilitating a systemic restructuring of the hundreds of thousands of
mortgages that currently cannot be paid — replacing them with modified mortgages that reflect
the underlying value of the home and that are affordable to the homeowners — you can bring
greater stability to the housing markets, the affected families, and the surrounding communities.

The new stabilization bill requires you, as well as each of your colleagues, to “implement a plan
that secks to maximize assistance for homeowners.” The bill encourages you to make
modifications that include “(A) reduction in interest rates; (B) reduction of loan principal; and
(C) other similar modifications.” You are required within 60 days of the bill’s enactment to
“report to Congress specific information on the number and types of loan modifications made
and the number of actual foreclosures occurring during the reporting period.” I strongly
encourage you to use this authority aggressively and quickly, so that as many families as possible
can stay in their homes and return to making timely payments to their lenders.



I look forward to your eventual reports to Congress regarding the number of loans you have
modified, but more immediately I would like to know what policies you will put in place, or are
considering putting in place, to maximize assistance for homeowners through mortgage
modifications, which in turn will benefit taxpayers and the public good. I would appreciate your

timely response.

Sincerely,

Richard J. Durbin _
United States Senator
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The [unorable Sheila U, Bair
Chairman

Federal Deposit Insurance Corporation enn=~
330 17th Street, N.W. DEC 17 =%
Washington, DC 20429

OFFICE OF LEGISLATIVE AFFAIR

Re:  FDIC Notiee of Proposed Rulemaking RIN 3064-ADIS
Deur Chairman Bair:

Thank vou for the upportunity 1o provide commenis 10 the Federal Deposit Insurincee
Corporation’s (FDIC) specific request on the appropriateness of treating reciprocal deposits
placed through a nework differemly than raditional “brokered™ depuosits.

I have heard from numerous community hanks in our districts, our states. and nationally that
FRICs proposed rulenwaking would muke it materially more difficult fur conumunity banks 1o
attract needed funding for local Joans fromocal soerces. | understand that you have received
ahout 3000 comments from hankers and banking organizations who mise serious concerns about
the proposil. which would impose a higher insurance assessment on deposits that are currenty
included in the definition of ~“brokered duposits.”™ even though these deposits are not invested by
a tradditional deposit broker, but mither are exchanged among banks on a reciprociil hasis. The
bankers argue that reciprocal deposits placed through a banking network comprehensively differ
from traditivnal brokered deposits in signilicant and meaningful ways and should-nut be subject
w special premiums placed on votutile brakered deposits. In light of those coneerns, this
propusal shauld be weighed carclully,

As you muy know, aetworks. like the Promontory Interfinancial Network. provide such
reciprocal placement through the Centifivate o Deposit Account Registry Service (CDARS).
We are intormed that nincty-nine (49) pereent of the Network™s 2,700 members are community
banks. delined us hanks with Jess than $3 billior in assets,

[ am supportive of the role that community baks play Tocally and inthe ceonomy zenerully.
Community banks make needed loans 1o houscholds, snull businesses, and other lacal borrowers
that are the engines of cconomic growth in eur communities. To make these loans, community
hanks need 1o be able to atiriet stable Targe-dollar depusits available locally .

Consumer uncertainty and [ear is a major {actor o weigh in these troubled times. We need 10 do
all that we v to build consumer confidence. The CDARS program provides a safe method o
appropriately extend deposit insuruice coverage i broader range of deposit institution
custoners.  Fhis confidence wtrinstates into higher levels of liguidity a panicipaing lnancial
institutions. The CDARS program is no different than a long established banking practice of
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Chairman Bair [euer

Puge 2

granting broader deposit insurance coverage where bank hulding companies have multiple
charters and leverage cach of those charters to multiply the deposit insurance coverage for their

customers.,

‘Thank you for vour congideration.

Tim Johnso
U.S. Scnator



FDIC

Federal Deposit Insurance Corporation
550 17th Street NW, Washington, DC 20429 Office of Legislative Affairs

December 17, 2008

Honorable Carolyn Maloncy

Chairman
Subcommittee on Financial Institutions and Consumer Credit

Committee on Financial Services
Housc of Representatives
Washington, D.C. 20515

Dear Madam Chairman:

Thank you for your comments concerning the Federal Deposit Insurance Corporation’s
Proposed Rule on Risk-Based Assessments. I can assure you we will carefully consider your
concerns and those of the other commenters.

We appreciate for your interest in this important issue. If you have further questions, the
Office of Legislative Affairs can be reached at (202) 898-7055.

Sincerely,

Eric J. Spitler
Dircctor
Office of Legislative A ffairs
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The Honorable Sheila C. Bair

Chairman

Federal Deposit Insurance Corporation

550 17th Street, N.W.

Washington, DC 20429 : .

Re:  FDIC Notice of Proposed Rulemaking RIN 3064-AD35
Dear Chairman Bair:

We welcome the opportunity to provide this letter in response to the Federal Deposit Insurance
Corporation’s (FDIC) specific request for comments on the appropriateness of treating reciprocal
deposits placed through a network differently than traditional “brokered” deposits.

We have heard from numerous community banks in our districts, our states, and nationally that
FDIC’s proposed rulemaking could make it materially more difficult for community banks to
attract needed funding for local loans from local sources. We understand that you have received
about 3,000 comments from bankers and banking organizations who raise serious concerns about
the proposal, which could impose a higher insurarice assessment on deposits that are currently -
included in the definition of “brokered depaosits,” even though these deposits are not invested by
a traditiona] deposit broker, but rather are exchanged among banks on a reciprocal basis. The
bankers argue that reciprocal deposits placed through a banking network comprehensively differ
from traditional brokered deposits in significant and meaningful ways and should not be subject
to special premiums placed on volatile brokered deposits. In light of those concemns, this
proposal should be weighed carefully.

We are deeply supportive of the role that community banks play locally and in the economy
generally. Community banks make nceded loans to houscholds, to the small businesses that are
the engines of economic growth, to houses of worship and to other local borrowers. To make
these loans, community banks need to be able to attract stable large-dollar deposits available
locally. Reciprocal deposit placement services that enable them to do so should not be treated or

stigmatized as “hot money.”

The bankers’ concerns should be taken seriously when the FDIC Board of Directors weighs the
proposal.

Sincerely,

Carolyn Mgloney

Chair

Subcommittee on Financial Institutions Subcommittee on Financial Institutions
and Consumer Credit and Consumer Credit

Committee on Financial Services Committee on Financial Services

U.S. House of Representatives U.S. House of Representatives
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FDIE

Federal Depasit Insurance Corporation
550 17th Streel NW, Washington, DC 20429 ' Office of Legisiative Affairs

December 17, 2008

Honorable Tim Johnson
United States Senate
Washington, D.C. 20510

Dear Senalor Johnson:

Thank you for your comments concerning the Federal Deposit Insurance Corporation’s
Proposed Rule on Risk-Based Assessments. I can assure you we will carefully consider your
concerns and those of thc other commenters.

We appreciate for your interest in this important issue. If you have further questions, the
Office of Legislative Affairs can be reached at (202) 898-7055.

Sincerely,

Eric J. Spitler
Director
Office of Legislative AfTairs



@ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DC 20429

SHEILA C. BAIR ' December 17, 2008
CHAIRMAN

Honorable Mike Thompson
. House of Representatives
Washington, D.C. 20515

Dear Congressman Thompson:

‘ Thank you for your letter regarding the Federal Deposit Insurance Corporation’s
Temporary Liquidity Guarantee Program (TL.GP). Since the announcement of the TLGP on
October 13, 2008, the FDIC has refined the program to address industry concerns and has
implemented a Final Rule as well as internal policies and procedures.

The Final Rule regarding the TLGP became cffective on November 21, 2008. The
Preamble addresses the over 700 comments that the FDIC received regarding the TLGP Interim
Rule and Amended Interim Rule. The FDIC made numerons changes to the Final Rule to
address the greatest concerns and problems identified with the TLGP &s first proposed.

The Final Rule provides that the FDIC will publish a list on its website of the eligible
banks, thrifts, and holding companies that opt-out of the TLGP. A number of bankers who
commented on the Amended Interim Rule expressed the view that the FDIC’s website
publication of institutions that are not participating in the TLGP will ‘“cast a shadow’” on such
institntions as not having full FDIC insurance and will result in a marketing disadvantage for
those institutions. One of the bankers noted that this result would be unfair to institutions that
had no liquidity issues.

The FDIC continues to believe, however, that it is important that both lenders and
depositors be able to ascertain, from one central source (the FDIC's website), whether entities
eligible to participate in the TLGP are participating in either or both components of the Program.
The FDIC firther believes that any customer confusion that might otherwise disadvantage some
institutions could be addressed in customer disclosures provided by the institutions. Thus, the
Final Rule concluded that the public interest is best served by publication of such a list.

Additionally, you expressed concern regarding the November 12, 2008 deadline for
eligible entitles to decide whether to participate in the TLGP. The FDIC addressed these
concems in the Amended Interim Rule that was published on November 7, 2008. The Amended
Interim Rule extended the deadline to opt-out of the TLGP until December 5, 2008. The FDIC
believes that this new deadline provides eligible entities sufficient time to evaluate the Final Rule
that was published on November 21, 2008, and make an educated decision regarding the TLGP.

Under the Interim Rule, if an entity decided to opt out by November 12, 2008, it would
not be charged an assessment for participation in the TLGP during this initial period. Under the



Amended Interim Rule, an eligible entify that chooses to opt out of the TLGP by the new
deadline of December 5, 2008, would not be assessed for its participation in the program.
However, if an eligible entity chooses to remain in the program after December 5, 2008, the
entity will be subject to certain assessments retroactive to November 13, 2008. This is
unchanged in the Final Rule.

You also noted that some bankers expressed concern about the fee for gnaranteeing
federal funds under the TLGP. In response to many comments, the FDIC excluded all debt with
a maturity of 30 days or less (including overnight fed funds) from the debt gnarantee program
effective December 6, 2008. We realized that the 75 basis point gnarantee fee was probably too
high for short-term money market instruments such as overnight federal funds or Eurodollars in
relation to prevailing ovemnight interest rates. Furthermore, recent market data has suggested less
significant disruption in short-term money markets, particularly as the Federal Reserve Board
lowers short-term interest rates and actively provides liquidity.

The FDIC recognizes that the TLGP can only succeéd if it is implemented properly and is
understood by the industry. Since the announcement of the TLGP, the FDIC has taken a number
of actions to educate all necessary parties about its operation. The FDIC has created a dedicated
webpage at www.fdic.gov/regulations/resources/TLGP/ to house all the TLGP information
including a “Frequently Asked Questions” page that is updated routinely. These questions
include updates from the many emails and phone calls that FDIC has answered since the
program’s inception. In addition, the FDIC has held industry,wide question and answer phone
calls to educate the industry as to the parameters of the TLGP. The FDIC will continue these
education efforts to assure that participafing entities understand the FDIC's expectations for
participants under the program and to continue to monitor the safety and soundness of the
institutions utilizing the program.

I appreciate your sharing the concerns of community banks regarding the initial details

' published in the Interim Rule. Ibelieve that the Final Rule resolves many of the industry’s

concerns and presents a more complete program to encourage liquidity in the markets. If you
have additional questions, please confict me at (202) 898-6974 or Eric Spitler, Director of
Legislative Affairs, at (202) 898-3837.

Sincerely,

Sheila C. Bair
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The Honorable Ben S. Bemanke The Honorable Sheila C. Bair
Chairman Chairman
Federal Reserve Federal Deposit Insurance Carporation
Twenticth and Constitution Avenue, NW 550 Seventeenth Street, NW, Room 6076
‘Washington, DC 20551 Washington, DC 20429

Dear Chairman Bemanke and Chairwoman Bair:

Community banks and bankers’ banks in my district have expressed concern that some recent
actions by the Federal Reserve and the Federal Deposit Insurance Corporation (FDIC) may
actually restrict liquidity in their sector of the banking industry. It is critical that as the federal
government examines ways to put the bankmg scctor back on ﬁrm footing that you consider thc
nccds of community banks ; .

Fxrst, they have questlons rcgardmg the reportmg rcqum:mcnts for the Interim Final Rulc to
Federal Reserve Regulation D that was issued on October 9th. They support allowing pass-
through interest to be paid on excess reserves by correspondent banks, but are unclear how this
must be reported. What steps are you going to, take tp clarify this and bow quickly will.a:
solution be in place so that commumty banks can be fully informed prior to taking advantage of
this provision?

Second, the community banks and bazkers’ banks in my. district have expressed concern that the
FDIC Temporary Liquidity Guarantee Program publicly lists banks that opt out of the program
on the FDIC website. There are a number of strong community banks that have maintained more
than adequate capital levels and therefore may wish to opt out of this program. Concem has
been expressed among these institutions that opting out of the program may be interpreted
negatively by depositors and local investors, This could lead to an outflow of otherwise stable
deposits. Have you considered the impact that publicly listing banks that opt out of the program
may have on those financial institutions and what steps will you take to mitigate any ncgatlve
unpact"

Thud, the commumty banks strongly sapport the FDIC guafamcc of overmght Eedaal Funds in
the event of failure through November 12. However, they believe that the changestothe ¢ .
guarantee program and the requirements for banks that opt-inafter November-12 are overly
complex. These banks are rapidly approaching the November. 12" deadline but ase urable to
make a decision on future participation due to the complexity of the program as well as the high
fee (which is currently barely below the current Target Fed Funds rate.) Can you please explain
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why the guarantee program is scheduled to change after November 12 instead of contlnmng
under the same parameters in place today? Additionally, what steps are you taking to ensure
community banks have all of the information they need to properly evaluate this program?

Thank you for your attention to these issues and I look forward to your response.

MIKE THO N
. Member of Congress

cc: Rep. Barney Frank
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Federal Deposit Insurance Corporation
550 17th Street NW, Washingion, DC 20428 Office of Legistative Affairs

December 17, 2008

Honorable Spencer Bachus
Ranking Member
Committee on Financial Services

House of Representatives
Washington, D.C. 20515

Dear Congressman Bachus:

Thank you for your comments conceming the Fedcral Deposit Insurance Corporation’s
Proposed Rule on Risk-Based Assessments. I can assure you we will carefully consider your
concerns and those of the other commenters.

We appreciate for your interest in this important issue. If you have further questions, the
Officc of Legislative Affairs can be reached at (202) 898-7055.

Sincerely,

Eric J. Spitler
Director
Office of Legislative Affairs
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UARNEY FRANK. LA, CHAIRMAN H.S. House of Representatives

Committee on Financial Serbices
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December 17, 2008
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SPENCER BACHUS, AL RANKING MEMBER

VIA FACSIMILE FDIC
Mr. Robert E. Feldman ’

Executive Secretary : DEC 17 .3
Federal Deposit Insurance Corporation

550 Seventeenth Street, N.W.

Washington, D.C. 29429 OFFICE OF LEGISLAT!VE AFFAIRS

Re: RIN No. 3064-AD35 Deposit Insurance Assessments

Dear Mr. Feldman:

In 2006, Congress passed and the President signed into law deposit insurance reform

Jegislation thar, together with other recent statutory changes, underpins the FDIC's proposed rule

to update its deposit premium assessment system. [ am writing to express my concemn that part
of the FDIC's proposal may adversely affect Federal Home Loan Bank (FHLBank) member

institutions and customers.

Among other things, the FDIC's praposed rule would impose higher assessments on
institutions that hold certain Jevels of FHLBank advances. This aspect of the proposal was not

specifically authorized by the deposit insurance reform legislation and, in fact, was the subject of

Congressional concern. During congressional debate on the House version of deposit insurance
reform legislation, which I authored, I voiced my concern that the FDIC's “development and

implementation of & new risk-based assessment system not negatively impact the cost of

homeownership or community credit by charging higher premiums to prudently managed and
sufficiently capitalized institutions simply because they fund mortgages and other types of
lending through advances from Fedefal Home Loan Banks.” Cong, Record, Dec. 19, 2005, p.

E2624.

The FDIC proposal would ci:arge progressively higher premiums to institutions with
FHLB advances that equal or exceed 15% of their domestic deposits. Such a system assumes

that the more advances an institution may hold, the higher the risk it poses to the Deposit

Insurance Fund. Advances are authorized under a 1932 law, the Federal Home Loan Bank Act,

to provide funding for housing and related credit. The Gramm-Leach-Bliley Act of 1999

affirmed that mandate with regard to smaller community institutions by expanding their access to

advances.

The idea that asset growth through advances is risky and, therefore, should be the subject

of increased assessments seems questionable. Some banks may not need advances but others,

especially community banks, rely on advances to fund their appropriate lending activities
because they simply do not have access to sufficient deposits.
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In the current economuc crisis, the legitimate use of advances should not be unnecessarily
discouraged or penalized. Reasonably priced advances with short-, medium- and long-term
maturities are stable sources of liabilities for FHLBank members. In many cases institutions arg-
better able to match loan maturities to advances than they are to deposits.

For all of these reasons, | would urge you to reconsider the wisdom of imposing higher
deposit insurance premiums on institutions based upon their reliance on FHLB advances.

Thank you for considering my views in this matter.

Sincerel

pencer Bachus
Ranking Member
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Federal Debposit Insurance Corporation
550 17th Street NW, Washingion, DC 20429 Ofiice of Legislative Affairs

December 17, 2008

Honorable Charles A. Gonzalez
House of Representatives
Washington, D.C. 20515

Dear Congressman Gonzalez:

Thank you for your letter to Chairman Bair concerning the impact of providing unlimited
insurance coverage to noninterest-bearing transaction accounts under the Federal Deposit
Insurance Corporation's Temporary Liquidity Guarantee Program (TLGP). The FDIC received a
number of similar comments during the rulemaking process.

The Final Rule governing the TLGP, issued on November 20, 2008, provides that, assuming the
other requirements of the Transaction Account Guarantee Program are met by a participating
entity and irrespective of the standard maximum deposit insurance amount defined in the FDIC's
regulations (presently $250,000), IOLTAs will be guaranteed by the FDIC in full as noninterest-

bearing transaction accounts.

Your interest in this matter is appreciated. If you have further questions, the Office of
Legislative Affairs can be reached at (202) 898-7055.

Sincerely,

Eric J. Spitler
Director
Oflice of Legislative Affairs
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November 12, 2008

Sheila C. Bair

Chair

Federal Deposit Insurance Corporation
550 Seventeenth St, NW

Washington, D.C. 20429

Dear Chairman Bair: .

We are writing to respectfully request you review the Temporary Liquidity Guarantee
Program’s (TLGP) inclusion and coverage for Interest on Lawyer Trust Accounts JOLTA).

Created by various state supreme courts and state legislatures, and made possible by
cha ves in federal banking and IRS laws, IOLTA programs provide an essential public good at
no c. 'to taxpayers. These programs currently operate in all fifty states and in the District of
Columuoia and the Virgin Islands, and they are mandated in 37 states. Client funds that are too
small in amount or held for too brief a period to earn interest for the client, net of bank charges
or administrative fees, are placed in a pooled interest-bearing trust account, termed an IOLTA.

Bank fees are paid from the interest earned on these pooled accounts, and the remainder
of the interest generated by IOLTA accounts is distributed through local grant processes to not-
for-profit organizations in each state, funding invaluable legal aid services for victims of
domestic violence, families facing foreclosure, those affected by consumer fraud, and others, as
well as legal education programs. According to the American Bar Association, IOLTA grants
totaled $240 million in 2007.

However, because IOLTAs do pay interest, the TLGP Interim Rule as issued on October
23 would not extend unlimited FDIC insurance to these accounts. We believe however, that the
public benefit generated by IOLTAs, and the fact that the interest they pay is dedicated only to
third-party non-profit IOLTA programs, rather than to attorney account holders or their clients,
merits an exception in the final rule.

We are concerned that should the interim final rule not be modified to guarantee IOLTAs
under TLGP, lawyers would instead place their client funds exceeding $250,000 in non-interest
bearing deposit transaction accounts in order to secure FDIC insurance, and that the much-
needed public service activities funded by IOLTA-generated interest would suffer.
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To preserve the benefits of the IOLTA program, we strongly urge you to provide an
exceptlon in the Final Rule specifying that IOLTA accounts are guaranteed unlimited deposit
insurance through TLGP.

Thank you for your consideration of this matter.

Sincerely,

eter Welch

Charles A. Gonzalez _
Member of Congress Member of Congress
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FDIC

Federal Deposit Insurance Corporation
550 17th Streel NW, Washington, DC 20429 Office of Legislafive Affairs

December 18, 2008

Honorable Luis V. Gutierrez

Chairman
Subcommittee on Domestic and Intemational

Monetary Policy, Trade and Technology
Committee on Financial Services
House of Representatives
Washington, D.C. 20515

Dear Mr. Chairman:

Thank you for your comments concerning the Federal Deposit Insurance Corporation’s
Proposed Rule on Risk-Based Assessments. I can assure you we will carefully consider your
concerns and those of the other commenters.

We appreciate for your interest in this important issue. If you have further questions, the
Office of Legislative Affdirs can be reached at (202) 898-7055.

Sincerely,
Eric J. Spitler

Director
Office of Legsslative Affairs
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FDIc

The Honoreble Sheila C. Bair

Chairman _ ‘
Federal Deposit Insurance Corporation DEC 17 2008

550 17th Street, N.W.
Washington, DC 20429 _ ' OFFICE OF LEGISLATIVE AFFAIRS

Re: FDIC Notice of Proposcd Rulcmaking RIN 3064-AD35

Dear Chairman Bair:

I am writing to express my concemns about art FDIC proposal to impose a higher insurance
"assessment on deposits currently includcd in the definition of “brokered deposits.™ As currently
written, the proposal has the potential to undermine the efforts of community development banks
to improve the quality of life for people in credit-starved neighborhoods throughout the countxy

One type of deposit being currently defined as a “brokered deposit™ is a deposit reccived
through a network of banks on a reciprocal basis. This type of reciprocal deposit has proven to
be essential in providing funds needed by community development banks to make loans in
underserved communities. In no functional way is this type of reciprocal deposit similar to
brokered deposits, which can be deseribed as volatile “hot moncy™ chasing the highest interest
rales in a national market.

As written, the FDIC's proposal could make it significantly more difficult for community
development banks to attract needed funding. It is my understanding that the Community
Development Bankers Association (CDBA) has already conveyed its concerns to the FDIC.
Three of the association’s 25 members are banks in lllinois, including ShoreBank in Chicago, the
country's oldest and largest community development- banh ShoreBank has also written the
FDIC individually to cxpress its specific concerns.

‘The Promontory Interfinancial Network provides reciprocal depasit placement through the
Centificate of Deposit Account Registry Service, (CDARS). The Network has 2,725 member
banks across the nation. Almost all of its members are community banks, and nearly all the
members of the CDBA are members of the Promontory Network as well.

The CDBA letter noted that community development banks *make a difference — perhaps the
difference ~ in the lives of tens of thousands of people in the communities we serve. Our
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members are often the only source of credit and financial services in these communities. We
make Joans to build and renovate housing so that people have a decent place to live. Our

- housing lending, in turn, sparks revitalization of othcr housing in our neighborhoods. We make
Ioans to small businesses so that people will have jobs.”

The CDBA letter also explained that, to fund themselves, community development banks roust
frequently raise deposits from civic-minded and sociaily-motivated individuals and institytions
and that these investors invest much larger deposits when they are assured the deposits arc
secured. The CDBA stressed the following: “CDARS provides that assurance... Without CDARS
as a magnet for attracting socially motivated investors, we will not be able to originate loans at a
scale sufficient to have a positive social impact.”

ShoreBank wrote of its experience: “Defining CDARS Reciprocal deposits as brokered deposils
is illogical. Traditional brokered deposits, in contrast to our CDARS Reciprocal funds, originate
from third parties whose customers are seeking to place funds at the highest rates available.
Brokered deposits are a national market and banks must “pay up” to play. In contrast, no one is
standing between us and our customers that choose to use CDAKS. In addition, our CDARS
deposits are priced at ot below market rates of interest....Since CDARS deposits act like core
deposits, they should be treated as core deposits, not brokered deposits.™

In nsking whether a deposit received through a network of banks on a reciprocal basis should be
excluded from the definition of “brokered deposit™ for the purposes of the proposed rule, the
proposal pointed out that call reports do not distinguish between CDARS Reciprocal deposits
and brokered deposits. To that point, ShoreBank noted: “It would be a simple matter for our
bank to separately report its CDARS holdings if this would facilitate an exemption of CDARS
Reciprocal deposits from the brokered deposit definition.”

[ strongly urge you to exempt CDARS Reciprocal deposits from the definition of “brokered
deposits” in this rule. .If the FDIC is able to exclude CDARS Reciprocal depasits from the
definition of brokered deposits, CDARS can continu€ o play its significant role in providing
credit to neighborhoods that are starved for 1t, across the couatry and in my distnict, and
community development banks could continuce to serve as engines of economic inclusion.

Thank you for your attcntion je this matter.

LUIS V.
Chairman

Financial Services Subcommittee on
Domestic and International Monctary Policy,
Trade and Technology



FDIC

Federal Denosit Insurance Corporation .
550 17th Street NW, Washington, DC 20429 Office of Legisiative Affairs

December 18, 2008 ~

Honorable Dennis Moore
House of Representatives
Washington, D.C. 20515

Dear Congressman Moore:

Thank you for your comments concerning the Federal Deposit Insurance Corporation’s
Proposed Rule on Risk-Based Assessments. I can assure you we will carefully consider your
concerns and those of the other commenters.

We appreciate for your interest in this important issue. If you have further questions, the
- Office of Legislative Affairs can be reached at (202) 898-7055.

Sincerely,

"Eric J. Spitler
Director
Office of Legislative Affairs
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CHARRMAN

FEDERAL DEPOSIT INSIURANCE CORPORATION
550 17TH STREET. NW

WASHINGTON, DC 20429-0002

Re: FDIC Notice of Proposed Rulemaking RIN 3064-AD35
Dear Chairman Bair:

As you know, the Federal Deposit Insurance Corporation (FDIC) has proposed imposing a higher insurance
assessment on deposits that are currently included in the definition of brokered deposits. Some of these deposits are not
placed by a raditional deposit broker, but rather are cxchanged among banks in a nctwork on a fully reciprocal basis.

Deposits reciprocally exchanged among a network would be considered brokered deposits for the purposes of the

FD!C proposal, which would create a new system of deposit insurance premjums. The ncw system would bnpose a
premium surcharge on banks using brokered deposits in certain circumstances. The Promontory Interfinancial Network

,  provides reciprocal placement of deposits through the Centificate of Deposit Account Registry Service. More than 80
Kansas banks are mcinbers of the Promontory Network. 1 understand that the FDIC has reeeived thousands of letters,
including letters from more thap 30 Kansas bankers, on the proposal urging the agency to exclude Centificate of Deposit
Account Registry Service (CDARS) Reciprocal deposits from the brokered deposit definition. ln addition, the Kansas
Bankers Association wrote a letter that expressed jts support for excluding CDARS from the definition.

If imposed, the proposal could make it significantly more difficult for banks, and particularly for local community
banks, to obtain much-needed funding for local loans. And jt would make it more difficult for depositors ~ including
municipal depositors ~ to keep money in their local communities, The proposal, as written, does not distinguish CDARS
Reciprocal deposits from standard brokered funds, cven though they bebave nothing like standard brokered deposits.
CDARS dcposits come from local, not national, depositors. o fact, 30 percent of all CDARS placements are made by
customers within 25 mil:s of their bank’s Jocation. Also, the cost to bank for CDARS Reciprocal deposits is substantially
less than standard brokced funding. CDARS dcposits bave a high reinvestment rate — ~ more than 83 percent across the
Promontory Network — unlike a standard brokered deposit.

Finally, 1 hope the FDIC also will take into account today's extraordinary economic circumstances whea finalizing
its rule on deposit assexsments, As you are well aware, several of our nation’s largest financial institutions have failed or
have almost failed. Depositors are fearful and are sceking secure options like CDARS Reciprocal in a difficult time. !
would encourage the FDIC to recansider this pro and exclude reciprocal deposit services such as CDARS from the
definition of brokered deposits.

Member of Congress
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FDIE

Federal Deposit Insurance Cornoration
550 17th Street NW, Washington, DC 20423 Office of Legislative Affairs

December 19, 2008

Honorable Mel Martinez
United States Senate
Washington, D.C. 20510

Dear Senator Martinez:

Thank you for your letter to Chairman Bair regarding an application for deposit insurance filed
on behalrof N

As you know, the FDIC is required to assess each application for deposit insurance relative to the
seven statutory factors enumerated in section 6 of the Federal Deposit Insurance Act. Although
this assessment must consider the unique riature and complexity of each proposal, please be
assured the FDIC strives to process applications within a reasonable time, given the facts and
circumstances of the application.

Your interest in this matter is appreciated. If you have further questions, the Office of
Legislative Affairs can be reached at (202) 898-7055.

Sincerely,

-~

Eric J. Spitler
Director
Office of Legislative Affairs
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November 24, 2008
The Honorable Shelia Bair
Chairman
Federal Deposit Insurance Corporation
550 17" Street, NW
Washington, DC 20429
Dear Chairman Bair:

I am writing in regards to an application submitted to the FDIC by
filed a charter for a State of Florida chartered comfiiimity bank on March
conditional approval. [ is currently awaiting approval by
the FDIC and has informed by a case manager that the earliest that approval may come is
December 31, 200 Offering Circular expires on January 31, 2009. Given the
statutory requirement to provide ten days notice prior to a shareholder’'s meeting, the latest the
bank could receive approval without ninning the risk of their Offering failing would be January

19, 2009. '

4, 2007, was

I would appreciate any information you could provide on the status o
application. ] understand the extraordinary circumstances the FDIC is cunrently operating under,
and I know we share the common goal of ensuring a safe and sound banking system. I look
forward to your update.

Sincerely,

Mel Martinez
United States Senator



@ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DC 20429

SHEILA C. BAIR :
CHAIRMAN Dccember 30, 2008

Honorable Vernen 1. Ehlers
Housc of Representatives

Washington, D.C. 20515
| 1@@
Ehlers:
Dear Congressman Ehlers L\,\J\T)./

Thank you for contacting me abom—apphcanon to the Troubled
Asscl Relief Program’s (TARP) Capital Purchase Program. As you may know, the Federal Dcposit
Insurance Corporation is actively engaged with the U.S. Department of Treasury (Trcasury) and the other
federal banking agencies in considering TARP applications filed by banking institutions. In our role as
primary {ederal supervisor for state nonmember institutions, the FDIC makes a recommendation on each
TARRP application it receives to the Treasury which ultimately determines if an institution may participate
in the Program. —7 -

The FDIC has reccived a TARP application from—w}uch is being LV —3\,
processed by our Chicago Regional Office. Our Chicago stafT is evaluating the application and has been L\T
in communication with Bank management. However, we have not completed our review or arrived at a
rccommendation to forward to Treasury. When our Chicago staff complctes its analysis of the Bank's
application, the results of this analysis will be considered by the FDIC's Washington Office which makes
a recommecndation to the Treasury. Once a determination has been rcached, the Bank will be notified of
the disposition of its application.

[ agree with you that TARP program capital subscriptions are necessary during this challenging
time to keep credit availablc for consumers and businesses in Michigan and across the nation. The FDIC
expects banks will use these funds to augment capital and responsibly makc loans in their communities as
a means of stimulating economic growth.

The FDIC’s executive coordinator of our TARP project, Steven Fritts, met with the Michigan
Bankers on December 5, 2008 in Dearborn, Michigan. [ understand that Mr. Fritts had a good dialogue
with your constitucnt banks and provided uscful information about this program.

If you have additional questions, pleasc contact me at (202) 898-6974 or Eric Spitler, Director of
Legislative Affairs, at (202) 898-3837.

Sincerely,

Sheila C. Bair
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Dear Secretary Panison and Chairman Bair, DL )

@m IR Ci:iroan and Chief Executive Officer of % C \\;)L
located in NSNS fiicd a» application with the Federal Deposit ce

Corporation (FDIC) for assistance from the Capital Purchase Plan (CPP) under the Troubled
" Asset Recovery Plan (TARP). The application was denied. 1 write to respectfully request this

application be reconsidered.
PP 6;“1 -'
The FDIC provided a verbal response to Mr. bout the denial of his application. I q
understand one of the reasons for enial is concem about the Michigan L

economy. I certainly understand the FDIC concerns, because the Michigan economy is indeed in (_\}D
dirc straights. However, if institations are denied the credit they need to operate in Michigan, L@
there will be unintended consequences. In fact, one of the stated purposes of TARP is to provide
stability to and prevent disruption in the economy and financial system.

is primarily & commercial lending institution and, as such, a number of :_D
small businesscs in West Michigan rely upon for their lines of credit and ~L7N
business loans. Many banks in Michigan have already 1n lines of credit and loans for small L\" @ -
businesses. _nma.ms the final life line for many small businesses. The fajlure of
more small businesses will not improve Michigan's economic situation. I urge you to consider

this argument in revicwing hpplicnﬁou.

13

&

2182 Raysunn Houst Orpce Buroma, Wasienaton, DC 20518 = 202-225-0831 < Faxe 202-225-5144 - www.houss.gowshisrs B
Suence ano Tecnaroay CoOnTTES TRANSFONTATION AND InFrasTRUCTURE COMMITTES House ADsnisTRATION CommTre:
EQUCATION AND LARDR COMMITTES




12-04-0a:03:27FM;

Henry M. Paulson, Jr.
* December 4, 2008

Page 2

Smaller, locally focused banks are in dm: peed of assistance from the TARP program. [ kG @

hope we can work together to provide the necessary liquidity to—and the
businesses it services to prevent further disruption in the Michigan economy.

I look forward to your reply.

Member ;Jf Congress

VIE:jd



@ FEDERAL DEPOSIT INSURANCE CORPORATION, washington, DC 20423

SHEILA C. BAIR
CHAIRMAN December 30, 2008

Honorable Vemon J. Ehlers
House of Representatives
Washington, D.C. 20515

Dear Congressman Ehlers:

Thank you for contacting me aboutHof Michigan's application to the Troubled
Asset Relief Program's (TARP) Capital Purchase Program. As you may know, the Federal Deposit
Insurance Corporation is actively engaged with the U.S. Department of Treasury (Treasury) and the other
federal banking agencies in considering TARP applications filed by banking institutions. In our role as
primary federal supervisor for state nonmember institutions, the FDIC makes a recommendation on each
TARP application it receives to the Treasury which ultimately determines if an institution may participate

in the Program.

The FDIC has received a TARP application from? f Michigan which is being
processed by our Chicago Regional Office. Our Chicagostaff is evaluating the application and has been
in communication with Bank management. However, we have not completed our review or arrived at a
recommendation to forward to Treasury. When our Chicago staff completes its analysis of the Bank’s
application, the results of this analysis will be considered by the FDIC’s Washington Office which makes
a recommendation to the Treasury. Once a determination has been reached, the Bank will be notified of

the disposition of its application.

I agree with you that TARP program capital subscriptions are necessary during this challenging
time to keep credit available for consumers and businesses in Michigan and across the nation. The FDIC
expects banks will use these funds to augment capital and responsibly make loans in their communities as
a rneans of stimulating economic growth.

The FDIC’s executive coordinator of our TARP project, Steven Fritts, met with the Michigan
Bankers on December 5, 2008 in Dearborn, Michigan. Iunderstand that Mr. Fritts had a good dialoguc
with your constituent banks and provided useful information about this program.

If you havc additional questions, please contact me at (202) 898-6974 or Eric Spitler, Director of
Lepgislative Affairs, at (202) 898-3837.

Sincerely,

Sheila C. Bair
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Henry M. Paulson, Jr. Sheila C. Bair

Secretary of the Treasury Chairman -

Department of the Treasury Federal Deposit Insurance Corporation
1500 Pennsylvania Avenne NW 550 17 Street, NW, MB-6028
Washington, D.C. 20220-0002 Washington, D.C. 20429

VI4A FACSIMILIE VIA FACSIMILIE

Dear Secretary Panlson and Chairman Bair,

Chairman and Chief Executive Officer

located 1 Michigan, filed an application with the Federal Deposit Insurance

Corporation (FDIC) for assistance from the Capital Purchase Plan (CPP) under the Troubled

" Asset Recovery Plan (TARP). The application was denied. I write to respectfully request this
application be reconsidered. .

The FDIC provided a verbal response )bout the denial of his application. 1
understand one of the reasons demal is concern about the Michigan
economy. I certainly understand'the FDIC concerns, because the Michigan economy is indeed in

dire straights. However, if institntions are denied the credit they need to operate in Michigan,
there will be unintended conseguences. In fact, one of the stated purposes of TARP is to provide
stability to and prevent disruption in the economy and financial system.

L‘-Sdis primarily a commercial lending institution and, as sm:h1 anumberof
small Businesses in West Michigan rely upo: for their lines of credit and

business loans. Many banks in Michigan have already called 1n lines of credit and loans for small
remains the final life line for many small businesses, The failure of
more small businesses will Aot improve Michigan®s economic situation. ] urge you to consider
this argument in reviewing application.

|

" The FDIC also mentioned three other reasons for the denial o
application. These include a concern about high level of brokered deposits. It is my
bas been consistently positive. .

quality. Wmm‘cmly has
ing 2.25%. Please claborate on the criferia used to

lies to the decision FDIC has made in this instance. The
rofitabili indicated he expects a profit for

Further, the FDIC was concerned wi
non-performing assets approximately
determine asset quality and how it
final matter con
the third and fourth quarters of this year.
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Smaller, locally focused banks are in dire need of assistapce from the TARP program. I
hope we can work together to provide the necessary hqmdxt{%nd the
economy. :

businesses it services to prevent further disroption in the Michi

I'look forward to your reply.

Member of Congress

VIE:jd
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@ FEDERAL DEPOSIT INSURANCE CORPORATION, Washington, DC 20429

SHEILA C. BAIR
CHAIRMAN

December 31, 2008

Honorable Randy Neugebauer
.House of Representatives
Washington, D.C. 20515

Dear Congressman Neugebauer:

Thank you for your letter regarding the potential taxpayer exposure arising from
- the federal government’s recent efforts to stabilize the financial system. I appreciate your
concern about the very serious problems facing the economy and financial markets and
about the need for the government to fully and clearly account for actual and potential
costs to taxpayers.

Your letter asked for information on seven items. Four of the seven requests
concerned issues that would be most appropriately answered by the Treasury Department
or Federal Reserve (items 1, 2, 3, and 6). This letter provides information on the
remaining items in your letter.

Q4. Exposure to the FDIC for the increase in the deposit insurance limit in the
EESA, as well as exposure from the Temporary Liquidity Guarantee Program as it
is implemented.

A4: The FDIC roughly estimates that the Emergency Economic Stabilization Act
(EESA) provision raising the general coverage limit to $250,000 through the end of 2009
will temporarily increase insured deposits by about 15 percent (or about $680 billion,
based on September 30, 2008 data). As you know, EESA, also prohibits the FDIC from
considering this temporary increase in deposit insurance when setting risk-based
assessments for the Deposit Insurance Fund (DIF).

With regard to the FDIC’s Temporary Liquidity Guarantee Program (TLGP), the
program has two key features. The first feature is a guarantee for new, senior umsecured
debt issued by banks, thrifts, bank holding companies, and most thrift holding companies
that will help institutions fund their operations. Eligible entities include: 1) FDIC-
insured depository institutions; 2) U.S. bank holding companies; and 3) U.S. savings and
loan holding companies that cither engage only in activities that are permissible for
financial holding companies under section 4(k) of the Bank Holding Company Act
(BHCA) or have an insured depository institution subsidiary that is the subject of an
application under section 4(c}(8) of the BHCA regarding activities closely related to
banking. Bank and savings and loan holding companies must own at least one insured
and operating depository institution. The FDIC may allow other affiliates of an insured
depository institution to be cligible on a case-by-case basis, after written request and
positive recommendation by the appropriate federal banking agency.



The guarantee applies to all senior unsecured debt issued by participating entities
on or after October 14, 2008, through and including June 30, 2009. Short-term debt
issued for one month or less, including overnight federal funds, will not be eligible for
. the program. Issuers will be limited in the amount of guaranteed debt they raise, which
generally may not exceed 125 percent of senior unsecured debt that was outstanding as of
September 30, 2008, and scheduled to mature before June 30, 2009. For cligible debt '
issued on or before June 30, 2009, coverage is only provided until the earlier of the date
of maturity of the debt or June 30, 2012.

The second feature of the new program provides insurance coverage for all
deposits in non-interest-bearing transaction accounts, as well as NOW accounts that pay
minimal interest, at insured depository institutions unless they choose to opt out. These
accounts are mainly payment processing accounts such as payroll accounts used by
businesses. Frequently, such accounts exceed the current maximum insurance limit of
$250,000. Many smaller, healthy banks had expressed concemns about deposit outflows
based on market conditions.

Our current estimate of the temporary increase in deposits covered by the TLGP's
guarantee of non-interest bearing transaction deposits is $400 billion to $500 billion. Our
current estimate of senior unsecured debt that could be covered under the TLGP is $500
billion to $700 billion. The current estimate is based on the amount of senior unsecured
debt outstanding as of September 30, 2008, as reported by entities that have opted into
the debt guarantee program and the information the FDIC has gathered through
discussions with participating entities.

It is important to note that FDIC-insured institutions, not taxpayers, bear the costs
of bank failures through the premiums that they pay to the DIF. Furthermore, the TLGP
does not rely either on taxpayer funding or on the DIF. Instead, program costs will be
paid for by direct user fees and, if necessary, systemic risk assessments on the industry.

Premiums for the debt guarantee are charged on a sliding scale depending on the
length of the debt maturity. The range will be 50 basis points on debt of 180 days or less,
and a maximum of 100 basis points for debt with maturities of one year or longer, on an
annualized basis.

With regard to the temporary increase in coverage for deposits in non-interest
bearing accounts, a 10 basis point surcharge will be applied to deposits in non-interest
bearing transaction deposit accounts not otherwise covered by the existing deposit
insurance limit of $250,000. This surcharge will be added to the participating banks’
existing risk-based deposit insurance premium paid on those deposits.

Q5. Costs to the FDIC for resolving failed institutions this year.

AS. As of December 15, 25 institutions have failed this year. These institutions had
asscts just prior to their failure totaling $372 billion. Their estimated cost to the DIF is

approximately $16 billion.



Q7. Are there any further initiatives planned by [the Treasury, the Fed, and) the
FDIC? - :

A7: The FDIC believes that the credit guarantee provisions of EESA can and should be
used to create a2 program to promote systematic loan modifications, along the lines of
those the FDIC is currently undertaking at IndyMac Federal Bank.

The FDIC has proposed a loss sharing guarantee program whereby the
government will share up to 50 percent of the losses with lenders or investors if a
mortgage—modified under the sustainable guidelines used at IndyMac Federal--later
redefaults. With the government sharing the risk of future redefanlts, we propose to
reduce this risk even further by modifying the mortgages to an even more affordable 31
percent ratio of first mortgage debt to gross income. We are open to discussion of other
approaches to implementation with a loss sharing guarantee program, but believe that
strong incentives are now necessary to achieve the level of modifications needed to stem
the growth in unnecessary foreclosures.

Over the next two years, an estimated 4 to 5 million mortgage loans will enter
foreclosure if nothing is done. We believe that this program has the potential to reduce
the number of foreclosures by up to 1.5 million, thereby helping to reduce the overhang
of excess vacant homes that is driving down U.S. home prices. In addition, this approach
keeps modified mortgages within existing securitization transactions, does not require
approval by second lienholders, ensures that lenders and investors retain some risk of
loss, and protects servicers from the putative risks of litigation by providing a clear
benefit from the modifications.

We estimate that the cost of this program would be just under $25 billion.
However, if this program can keep home prices from falling by just three percentage
points less than would otherwise be the case, over half a trillion dollars would remain in
homeowners’ pockets. Even a conservative estimate of the “wealth effect” this could
have on consumer spending would exceed $40 billion, resulting in a significant stimulus
for the economy and nearly double the investment in the program.

We appreciate your concern regarding these important efforts. If you have
additional questions, please contact me at (202) 898-6974 or Eric Spitler, Director of
Legislative Affairs, at (202) 898-3837.

Sincerely,

Sheila C. Bair
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The Honorable Henry Paulson The Honorable Ben Bemanke
Secretary of the Treasury Chairman, Federal Reserve Board of Govemnors -
Washington, DC 20220 Washington, DC 20551
The Honorable Shelia Bair

Chairman, Federal Deposit Insurance Corporation
Washington, DC 20429

Dear Secretary Paulson, Chairmnan Bernanke and Chainnan Bair:

As I prepare for the Honse Financial Services Committee hearing next week regarding oversight
of the Emergency Economic Stabilization Act (EESA), 1 ask for your assistance in accounting
for the total exposure taxpayers now face due to the federal government’s interventions in our
nation’s financial markets during the past year, '

Taxpayers I represent are extremely concemed about the level of debt their government has
taken on and financial commitments their government has made, which go far beyond the $700
billion authorized in the EESA. With debate in Congress regarding further spending “stinmlus,”
costs could increase further. We owe it to taxpayers to present a thorough accounting of the
cxposure they face due to federal actions in an easily accessible and understandable format.

Certainly our financial markets and gur economy are facing troubling times, and our markets are
not functioning ncrmally. However, our government’s interventions in the marketplace have
created a situation in which future generations will pay a significant price and a situation in
which a large portion of our country’s economic activity is now backstopped by the federal
govemment.

I ask for your assistance in compiling a full accounting of the actual costs and taipayer exposure
created by the increased federal involvement in our economy, including:

1) Average daily amount outstanding through the Federal Reserve'’s lending facilities,
including the Discount Window, Term Auction Facility, Term Securities Lending
Facility, Primary Dealer Credit Facility, Commmercial Paper Funding Facility, Money
Market Investor Funding Facility, actions related to the former Bear Stearns and lending
to American International Group;

2) Projected amonnt outstanding by the end of calendar yeat 2008 through the Federal
Reserve’s lending facilities listed above;
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3) Costs and potential liabilities to the Treasury Department related to Fannie Mae and
Freddie Mac with regard to purchases of their mortgage backed securities, purchase of
senjor preferred stock, and the credit facility;

4) Exposure to the FDIC for the increase in the deposit insurance limit in the EESA, as well
as exposure from the Temporary Liquidity Guarantee Program as it is implemented;

5) Costs to the FDIC for resolving failed financial institutions this year;

6) Treasury’s plans for using the uncommitted $410 billion from the EESA; and

7) Any further initiatives planned by Treasury, the Fed and the FDIC.
‘While we may have different views on the best policies to support our financial markets and
economy, I think we can agree America’s taxpayers must have all the information about the
current costs and future liabilities these policies have created. Moving forward, we must all
work together on an effective strategy to extricate the federal government from these
. commitments and empower the marketplace to again function without a government backstop.

Thank you for you assistance in providing a full accounting of the costs of our actions.

Randy Neugebauer
Member of Congress
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ARNEY FRANX, MA, CHAIRMAN Wnited States Fonse of Representatines SPENCER BACHUS, AL, RANKING MEMBER

Committee on Financisl Seroices
2129 Rapburn Houge Sflice Building
ADoskington, BE 20515

December 31, 2008

The Honarabla Sheila C. Bair
Chairman

Faderal Deposit Insurance Corporation
550 17% Strest, NW

Washington, DC 20429

Dear Chairman Bair:

. The Committee on Financial Services will hold a mesting to discuss “Priorities for
the Next Administration: Use of TARP Funds under EESA” at 10 a.m. on Wednesday,
January 7, 2009, in room 2128 Rayburn House Office Building, I umn writing to confirm your
invitation to participate at this public proceeding.

*  'The mesting will examine the leasons lsarnod from the Bush Administration’s use of
TARP funds, and how those lessons can inform decisions on TARP deployment by the
incoming Administration. Thes meeting will focus on the neod to use TARP funds to
prevent mortgege foreclosures; the need to focns TARP recipients on naing federal funds to
increase lending activity to boost the economy; proposals to provide greater accountahility
in the vse of TARP funding; and the need for additional taxpayer protactions. guch as more
comprchensive executive compensation rostrictions.

Please address the following in your testimony, as approgpriate:

1. What additional measures should ba taksn, through administrative action or
legislatively if need be, to ensure that TARP funds facilitate economic recovery?

2. Plsase provide specifics regarding how the next Adminiatration might most
effectively ume TARP funding to mitigate foreclosures and help struggling
homeownaors. .

3. Which additional accountahility measures should be employod to ensure that TARP
recipiants ars using federal funds for the purposes intsnded by Congress? ‘

4. What additional conditions (guch aa more comprehensive restrictions on oxecutive
compensation and other corporate activitiea) should be placed on TARP funding to
ensure that the interests of taxpayers are adequataly protected?

Please read tho following material carefully. It is intended as a guids to your rights
and obligations as a witness under the rules of the Cormmittee on Financial Services.

The Form of your Testimony. Under the Rules of the Committes on Financial
Services, each witness who is to testify before the Committee or its subcommittees must Gle
with the Clerk of the Committoe a written atatemont of proposed testimony of any
reasonable length. Please also include with the testimony a current resume summarizing
education, experience and affiliations pertinant to the subject matter of the hearing. This
must be filed at least two business days befors your appearance. Pledae note that changes
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to the written stutement will not be parmitted after the meeting begins, Failure to comply
with this requirement may result in the exclusion of your written teatimony from ths
record. Your oral testimony should not exceed fiva minutes and should sommarize your
written remarks. The Chair reserves the right to exclude from ths printed record any
supplemental materials submitted with a written statement dde {a space limitations or

printing expensa.

Submission of your Testimony. Please submit at least 100 copies of your proposed
writtan statement to ths Clork of the Committes not less than two busincss days in
advance of your appearanca. These copies shounld be delivered to: Clerk, Commitiea on
Financial Servicos, 2129 Rayburn Houss Office Building, Washington, D.C, 20516.

Due to heightened security restrictions, many common forms of delivery experience
gignificant delays in delivery fo the Comunittee. This includes packages sent via the U.S.
Postal Scrvice, Faderal Express, UPS, and other similar carriers, which typically arrive 3 to
5 days luter than normal, The United States Capitol Police have specifically réquested that
the Committee refuse delivéries by courior. Tha best mathod for delivery of your testimony
is to have an employee from your organization deliver your testimony in an unsecaled
package to the address above. If you arc unable to comply with this procedure, please
contact the Cormmittee to discuss alternative methods for delivery of your testimony.

The Rules of the Committee require, to the extent practicable, that you also submit
your writtsn testimony in electronic form. fm m;g.j'gmg method of submission of taahmonx
oic form is o send it via el fectestimon ail house,
electmmc copy of your testimony may be in any major file format, including Word.PerfecL,
Microsoft Word, or ASCII toxt for sither Windows or Macintosh. Your electronic mail
messaga should spscify in tho subject lina the data and the Committes or snbcommittee
before which you are scheduled to testify. You may also submit testimony in electronic form
on a disk or CD-ROM at the time of delivery of the copies of your written testimony.
Submission of testimony in elsctronic form facilitates the production of the printed hearing

record and posting of your testimany on the Committas's Internet site.

Your Rights as a Witness. Under the Rules of tha House, witnessos may be
accompanied by their own counsel to advise them concerning their constitutional rights. 1
rosarve tho right to place any witnesa under oath. Finally, a witnoss may obtain a
transeript copy of his testimony given in open, puhlic session, or in a closed session only
when authorized by tho Committee or subcommittee. However, by appearing befors the
Committco or its subcommittees, you authorize the Committes to make technical,
grammatical, and typographical corrections to the trans:npt in accordance with the rules of
the Committee and the House.

The Rules of the Committoe on Financial Sexrvices, and the applicabls rulea of the
House, are available on tho Committes’s website at tth[ﬁg_@chsemces house.goy,
Copies can also be sent to you upen request.

Tha Committes on Financial Services endesvors to make ita facilities accessible to
persons with disabilities. If you are in need of special mecommodations, or have any



Tho Honorable Sheila C. Bair
Page 3

questions regarding spacial accommodations gemerally, please contact the Committee in
advance of tho scheduled event (4 business duys notice is requested) at (202) 225-4247;
TTY: 202-226-1691; or write to the Committee at the addreas above.

Ploass nota that space in the Committeo’s hoaring room is extremely lLimited. -
Therefore, the Committee will only reserve 1 seat for staff accompanying you during your
appearance (a tutul of 2 soats). In order to maintain our obligation under the Rules of the
House to onsure that Committes hearings are opon to the pubhc, we cannot deviate from
this policy.

Should you or your staff have amy questions or need addxhunal information, please
contact Michael Beresik at (202) 226-4247.

Sincerely,

BF/mb

cc: The Honorable Spencor Bachus
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Federal Deposit Insurance Corporation )
550 17th Street NW, Washington, DC 20428 . Office of Legislafive Affairs

December 31, 2008

Honorable Carl Levin
United States Senate
Washington, D.C. 20510

Dear Senator Levin:

Thank you for your letter to Chairman Bair rcgardin@applicaﬁon to the
Troubled Asset Relief Program’s (TARP) Capital Purchase Program. As you know, the Federal
Deposit Insurance Corporation is actively cngaged with the U.S. Department of Treasury
(Treasury) and the other federal banking agencies in considering TARP applications filed by
banking institutions. "

H headquartered in Troy, Michigan, is a federally chartered savings bank,
which is regulated By the Office of Thrift Supervision. As the OTS will process this TARP

application, we have taken the liberty of forwarding your inquiry to the OTS.

Sincerely,

Eric J. Spitler
Director
Office of Legislative Affairs

cc: Congressional Affairs
Office of Thrift Supervision
1700 G Strect, N.W.
Washington, D.C. 20552
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CARL LEVIN
MICKGAN
Mnited States Senate
WASHINGTON, DC 20510-2202
December 4, 2008
The Honorable Sheila Bair
Chairwoman . -
Federal Deposit Insurance Corporation %@Iﬁ]
550 17th St NW :

Washington, DC 20429-9990

Pacsimile (202-898-3745)
Dear Chairwoman RBair:
I understand that the FDIC will be evaluating the application submitted by

Inc re ing participation in the Treasury's Capital Purchase
gram (“CPP™). Founded %u headquartered i
Michigan. Atatime when gan’s economy 1S in dire need of inveltment and access

to capital, it is critical that financiel institotions that serve our state receive support from
the CPP.

Community banks such as~ play a critical role in Michigan's
economy by supporting small busibess venturss and individual enrepreneurs who are key
to our economic rebound. The CPP should treat all financial institutions equitably,
regardless of their size or geographic location. For the program to be a suceess, it should
provide stability and liquidity to a large number of smaller financial institutions, pot just
to the larger banks. That also means prompt action should be given 1o their requests and

they not be put at the end of the line behind the bigger banks. I urge you to give
*appliczﬁon all dve and prompt consideration.

PRINTED OW RECYCLED PAFER
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Federal Deposit Insurance Corporation i
55C 17th Street NW, Washington, DC 20429 Office of L egislafive Altairs

December 31, 2008

Honorable Carl Levin
United States Senate j

Washington, D.C. 20510 ’ A ~
Drecar Scnator Levin: w CL
. W

Thank you for your letier 1o Chairman Bair regarding _application to the

Troublcd Asset Relief Program’s (TARP) Capital Purchasc Program. As you know, the Federal

Dcposit Insurance Corporation is actively cngaged with the U.S. Department of Treasury

(Treasury) and the other federal banking agencies in considering TARP apphcahons filed by

banking institutions. \x

W, is a federally chartcred savings bank, L\’w\fé
which is rcgulated by the Office of Thrift Supervision. As the OTS will process this TARP L\r

application, we have taken the liberty of forwarding your inquiry to the OTS.

Sincerely,

ij

Enc J. Spitler
Director
Office of Legislative AfTairs

cc: Congressional Affairs
OfTice of Thrift Supervision
1700 G Street, NNW.
Washington, D.C. 20552



DEC. 9.2008 5:39PM - H0. 0032 2. ]
can o | LA OF - 7u7

WBnited States Senate

WASHINGTON. DC 20510-2202
‘December 9, 2008

The Honorable Sheila Bair

Chairwoman

Fedaral Deposit Insurance Corporation

550 17th SLNW '

Washington, DC 20429-9990

VIA Facsimile (202-898-3745)
Dear Chairwoman Bair:

I understand that tbc FDIC may be involved in reviewing an application submitted j
by articipation in the Treasury Capital Parchase Program LD L

Community banks such as lay a critical role in Michigan's economy.
The CPP should treat all financia) insttutions equitably, regardless of their size or

geographic location. For the program to be a success, it should provide stability and
* liquidity to a large number of smaller financial instimations, not just to the larger banks. é)—)

That also means prompt action should be given 1o their requests and that they not be put '\'p L
at the end of the line behind the bigger banks. Iurge you to nge application ;)
all due and prompt consideration. . v

Sincerely,

Carl Levin

PAINTED ON RECYCLED PAPER
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November 26. 2008

The Honorable Sheiia C. Bair
Chairman

Federal Deposil Insurance Corporation
S50 17% Street. NW, . T
Washington, DC 20429 @FFR U

Dear Ms. Bair:

Thanrk vou for testifying before the Commitiee on Banking. {lousing. ar:d Urban Affairs
on October 23, 2008, In order to complete the hearing record, we would appreciate your answers
10 the enclosed questions as soon as possible.

Please repeat the yuestion. then your answer, single spacing both question and answer.
Piease do not use ail capitals.

Send vour reply 10 Ms. Dawn L. Ratlitl, the comminee’s Chiel Clerk. She wall iransmit
copies 1o the appropriate oflices. including the committee’s publications office. Due 10 currem
procedures reearding Senate mail, it is recommended that you send replies via e-mail in a MS
Word, WordPerleet or .pdf attachment to Dawn_Ratlittibanking.senate.pos.

I vou have any questions about this letter. please contact Ms. Ratliff a1 /202)224-3(43.

T CHRISTOPHER 1. DODD
Chairman

CJDAdr



Quecstions for the Hearing on “Turmoil in the U.S. Credit Markets: Examining

Recent Reguiatory Responses”
October 23, 2008

Ouestions for The Honorable Sheila C. Bair, Chairman, Federal Deposit Insurance

Corporation, from Senator Enzi:

19

I wus happy to note in your testimony that you. discussed the need to stop unnecessary
forcclosures. You mentioned the FDIC™s work as conservator of IndyMac and your
participation in the Hope for Hlomeownership program as recent examples of your effort.
Docs the FDIC plan to develop a new prograin Lo extend loun modifications to a broader
pool of mortgages than those held by IndyMac? How would such a program work and
what would its impact be on mortgage investors? Where would the FDIC derive
zuthority for such a program?

Has the FDIC piven any further consideration to the FDIC™s own Home Ownership
Preservation Loan program? | helieve this program is a good way to avoid foreclosurcs
and severe mortgage modifications at the same time. If this program is no longer being
considered. why?



Questions for the Hearing on “Turmoil in the U.S. Credit Markets: Examining

Recent Regulatory Responses”
October 23, 2008

Ouestions for The Honorable Sheila C. Bair. Chairman, Federal Deposit Insurance

Corporation. from Senator Dodd:

[0

‘wd

Please provide the legal justification for cstablishing the Temporary Liquidity Guaranice
Program under the systemic risk exception in the Federal Deposit Insurance Act.

According 1o press reports. the emergency actions taken by the FDIC to guaraniee
unsccured senior debt issued by FDIC-insured depository institutions hzs had the
unintended consequence of driving up the costs of borrowing for Fannic Mae. Freddie
Mac and the Federal Home Loan Banks (FHI.B3s). Was this taken into account as a
poss:ble conscquence as you formulated this course of action?

The FFIEC has proposed 2 rule that would lower the capital risk weighting that banks
assign 1o I'annic Mae and Freddic Mac debt from 20 to 10 percent, but does not change
the wreatment for FHLB debt. Has any consideration been given 1o giving the same
treatiment to FHIL.B debt? Will FDIC-guaruntced unsecured bank debt have 4 comparable
rish weight?

[ commend you for aggressively pursuing loan modifications of the IndyMac loans thal
the TDIC now services. Please claborate on the following three points that vou make in
your testimony that | want to explore further:

s You statc that you have established 4 program to systematically modify troubled
loans that IndyMac scerviced. Please give us more details about this approach and
how it differs from modifying loans on a case-by-case basis. Is there really such a
thing as a systematic approach to loan modification, or do vou have to wouch
every loan as you would on a case-by-case basis?

o Your testimony says that modifications are only otfered where they arce profitable
to IndyMac or investors in sceuritized or whole loans. Are you finding that most
modifications are profitable. and if so. please explain how you determine that they
are more protitable than loreclosures? |

¢ You state that securitization agreements typically provide servicers with sufficient
(lexibility 10 apply the modification approach yvou are tzking for the IndyMac
loans. Given this flexibility. why are so few loan modifications being made?

19



Quecstions for the Hearing on “Turmoil in the U.S. Credit Markets: Examining

Recent Regulatory Responses™
October 23, 2008

3. Lach agency represented at the hearing has aggressively used the tools at their disposal in
dealing with the crisis. However, sometimes the use of those tools has {ed 10 unintended
consequences. For instance, when the Treasury Department guaranteed money market
funds. it led 10 a concern on deposit insurance and bank accounts. When the FDIC
suaranteed bank debt, it had an eftect on GSE borrowing costs, which in tumn directly
affects morlgage rates.

Acknowledging that there is often a nced to act quickly in these circumstances, please
explain what steps and processes vou have employed to inform other agancies about
significant actions you undertake 10 ensure that there are not serious adverse unintended
consequences and that your actions arc working in concert with theirs.

'
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