Results from the FDIC’s Credit IENEGEE

and Consumer Products/Services Survey:

Focus on Lending Trends

n late 2009, FDIC examiners

were asked to begin completing

the Credit and Consumer Prod-
ucts/Services Survey (Survey) at the
conclusion of risk management exami-
nations. Replacing a previous under-
writing survey, the revised Survey
solicits examiner assessments on the
level of risk and quality of underwrit-
ing related to nine credit products as
well as information on new or evolving
banking products and activities, local
commercial real estate (CRE) market
conditions, and funding practices.

Initial results from the Survey were
presented in the Winter 2010 issue of
Supervisory Insights' with a discus-
sion of bank responses to ongoing
economic and competitive challenges,
including general underwriting trends
and out-of-territory lending. The FDIC
continues to gather and analyze the
Survey data and this article summa-
rizes recent results and provides
insights on lending trends and the
changing risk profiles of insured
institutions.

Approximately 1,200 to 1,400
Surveys are generated by FDIC exam-
iners every six months at insured
institutions of varying sizes and types
across the country. During 2011, more
than 2,700 Surveys were completed.
Between October 2009 and year-
end 2011, 90 percent of the roughly
4,600 institutions directly supervised
by FDIC have been captured by a
completed Survey, representing more
than half of all insured institutions.

In addition to being communi-
cated through Supervisory Insights,
Survey results are made available to
FDIC supervisory staff. Survey data
are combined with other financial,
economic, and examination data so
that supervisory staff can better evalu-
ate financial and operational trends,
conduct enhanced forward-looking
analyses, and make informed deci-
sions regarding supervisory policies,
examination scheduling, and examina-
tion risk scoping.

1 ——
Improvements in Credit Risk

Profiles

The Survey asks examiners to provide
an overall assessment of the credit
risk embedded in a bank’s loan port-
folio. This risk is reflective of current
and past loan underwriting practices,
local economic conditions, and other
factors. While stresses persist in some
loan portfolios exposed to weak real
estate markets, the 2011 Survey results
indicate that examiners are seeing
improving trends in overall credit
risk profiles and underwriting prac-
tices. These trends reflect the gradual
improvement in asset quality at many
institutions as they work to recover
from the financial downturn.

During 2011, the percentage of
respondents designating one or more
portfolios as “high” risk declined.? In
addition, the percentage of respondents
labeling underwriting as “generally

! Jeffrey A. Forbes, David P. Lafleur, Paul S. Vigil, and Kenneth A. Weber “Insights from the FDIC's Credit and
Consumer Products/Services Survey,” Supervisory Insights, Winter 2010. https://www.fdic.gov/regulations/

examinations/supervisory/insights/siwin10/siwinter10-article2.pdf.

2The Survey asks examiners to describe the risk in nine loan portfolios as “low,” “moderate,” or “high.” The nine

portfolios are commercial and industrial, construction, permanent commercial real estate, residential mortgage,

home equity, reverse mortgage, agricultural, consumer, and credit card.
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liberal” declined, while there was an
increase in the percentage of institu-
tions considered to have “generally

conservative” underwriting practices.

Examiners noted overall improve-
ment in credit risk profiles across three
major loan types. As shown in Chart
1, FDIC examiners characterized risk
in the other CRE? portfolio as “high”
in 23 percent of Surveys completed in
2011, down from 26 percent in 2010.
The percentage of acquisition, develop-
ment, and construction (ADC) port-
folios assessed as “high” risk dropped
from 29 percent in 2010 to 22 percent
in 2011, and the percentage of “high”
risk commercial and industrial (C&I)
portfolios declined from 21 percent to

16 percent. The percentage of “high”
risk designations in 2011 among the
other six loan types remained low and
relatively unchanged from 2010.

Examiners also are citing fewer
instances of liberal lending.* During
2011, C&I had the highest percent-
age of respondents characterizing
underwriting practices as “generally
liberal” with 11 percent, down from
13 percent in 2010. The percentage
for CRE dropped from 12 percent in
2010 to 10 percent in 2011, and ADC
declined from 14 percent to 9 percent.
Similar to 2010, less than 35 percent
of the Surveys identified “generally
liberal” underwriting practices in the
other six loan types.

Chart 1: Percentage of Portfolios Considered High Risk is Declining
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Home Equity
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Percent of Surveys Reporting Portfolio as High Risk
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Source: FDIC Surveys completed in 2010 and 2011. *Excludes credit card.
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8 Permanent CRE loans, which includes all CRE loans except for acquisition, development, and construction

(ADC) loans.

*The Survey asks examiners to characterize current underwriting practices in the nine loan portfolios as
“generally conservative,” “about average,” or “generally liberal.”
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Table 1: Higher-Risk Practices are Most Common in ADC Lending

Higher-Risk Acquisition, Development, and Construction Practices

2010 2011
Funding projects on a speculative basis (i.e. without meaningful pre- 31% 22%
sale, pre-lease, or take-out commitments)
Funding loans without consideration of repayment sources other 30% 24%
than sale of the collateral
Failing to verify the quality of alternative repayment sources 34% 28%
Use of unrealistic appraisal values relative to the current economic 27% 22%
conditions and/or the performance observed in similar credits

The Survey also includes questions
addressing lending practices that may
present elevated risk to an insured
institution. Although less common
in 2011 than 2010, such practices
continue to occur most frequently in
ADC lending. Respondents identified
four higher-risk practices associated
with construction lending that were
being conducted frequently enough
to warrant notice or as a standard
practice by more than 20 percent of
surveyed institutions (see Table 1). A
common characteristic among these
practices is an over-reliance on sale
of collateral for repayment. During
periods of expansion when market
conditions are strong, projects are
completed and loans paid as agreed.
However, as was evidenced during the
recent economic downturn, many ADC
loans became nonperforming as devel-
opers could not generate sales and
alternative repayment sources were
often limited or nonexistent.

1
Loan Underwriting Mostly

Unchanged or Tighter in 2011

Another purpose of the Survey is to
elicit examiners’ views on whether
the institution has tightened or loos-
ened its underwriting standards since
the last examination. This insight
supplements assessments of the over-
all risk profile by identifying areas
where credit risk may be increasing
or decreasing. These results reinforce
the results in the previous section
that both the level and direction of
credit risk industry-wide are generally
decreasing (again, noting continued
stress in some loan portfolios that are
exposed to weak real estate markets).

For the examinations captured in
the Survey during 2011, roughly 65
percent of respondents indicate there
has been no material change in loan
underwriting practices since the last
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examination. However, when examin-
ers did report a change in underwrit-
ing practices, a greater percentage of
institutions were viewed as tightening
rather than loosening their underwrit-
ing standards (see Chart 2 for data
about changes in underwriting for the
nine loan types). As reflected in Chart
3, the percentage of institutions that
are tightening standards is higher for
institutions assigned a less than satis-
factory composite rating of “3,” “4,”
“5” under the Uniform Financial Insti-
tutions Rating System (UFIRS).> Simi-
lar to Survey findings in 2010, Surveys
completed in 2011 indicate that more
institutions tightened rather than
loosened loan underwriting standards,
most notably in the commercial-related
portfolios (C&I, ADC, and other CRE).
As of Spring 2012, informal observa-
tions from examiners and industry
participants suggest that the ongoing
trend toward tighter underwriting
observed in 2010 and 2011 may be
nearing an end. We will continue to
monitor these trends.

The primary factors influencing
changes in underwriting practices are
economic conditions, the financial
condition of individual banks, and
responses to regulatory observations.
An institution that is financially
stressed or operating in a market
that is suffering economically often
responds by tightening credit stan-
dards. A similar response occurs
when a bank faces unfavorable regu-

Chart 2: Most Portfolios Reflect No Material Change in Underwriting

m Substantially Looser Moderately Looser No Material Change

m Moderately Tighter m Substantially Tighter
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Source: FDIC Surveys as of December 31, 2011. *Excludes credit card.
Note: Percentage share of those banks that offer each loan product only.
Chart 3: Underwriting Being Tightened More Often at Institutions Rated
Less Than Satisfactory
H Substantially Looser Moderately Looser No Material Change
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Source: FDIC Surveys as of December 31, 2011. *Excludes credit card.

Note: Percentage share of those banks that offer each loan product only.

5 Under the UFIRS, each institution is assigned a composite CAMELS rating based on an evaluation and rating of
the following component factors: adequacy of Capital, quality of Assets, capability of Management, quality and
level of Earnings, adequacy of Liquidity, and Sensitivity to market risk.
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Chart 4: Restructured Loan Volumes Continue to Climh latory findings, ratings, or enforce-
ment actions.
Troubled Debt Restructurings
$ in Billions Loan Workouts on the Rise
. $200
$200 1 Delinquent Restructured Loans Increased use of loan workouts by
W Performing Restructured Loans insured depository institutions shows
$160 1 $136 that lenders are actively working with
borrowers who have been adversely
$120 1 affected by weak economic and real
estate market conditions. Interagency
$80 1 supervisory guidance® encourages
lenders to work with borrowers having
s40 1529 difficulty making payments but who
have the willingness and capacity
$0 - to repay their debts. As reflected in
2008 4008 2009 4009 2010 4010 201 401 Chart 4, greater use of workouts has
Source: Call and Thrift Financial Reports reSUIted in an increase in the Volume
of troubled debt restructurings (as

required by financial reporting stan-
dards), including past-due troubled

Chart 5: Banks Rated Less Than Satisfactory Tend to Renew More Term Loans debt restructurings, since the start of
without Material Reductions in Principal the economic downturn.
% of Respondents Renewal of Term Loans Without Principal Reduction Similar to Survey findings in 2010,
100% - Surveys completed in 2011 found that
M Rated Satisfactory when examiners had concerns with
M Rated Less Than Satisfactory loan workouts, their concerns often
80% 7 focused on situations where loans

were renewed without a material
reduction in principal. For example,

o 4
o nearly half of the Survey respondents
noted that lenders are renewing term
40% 7 loans without requiring a material
principal reduction. For institutions
20% 1 with a less than satisfactory” UFIRS

composite rating, the percentage is
closer to 60 percent (see Chart 5).

0% -

1st Half 2010 2nd Half 2010 1st Half 2011 2nd Half 2011

When working with a troubled
borrower, renewal of a term loan can
in some instances be the best way

Source: FDIC Surveys

8 FIL-61-2009, Policy Statement on Prudent Commercial Real Estate Loan Workouts, October 30, 2009. http://www.
fdic.gov/news/news/financial/2009/fil09061.html.

7 Less than satisfactory refers to a CAMELS composite rating of “3,” “4,” or “5.”
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to obtain recoveries for the lender.
Interagency guidance states that the
workout should be part of an overall
repayment program. As discussed

in the Policy Statement on Prudent
Commercial Real Estate Loan Work-
outs® (Policy Statement), workouts
including loan renewals are appropri-
ate when used to improve the lender’s
prospects for repayment of principal
and interest and are consistent with
sound banking, supervisory, and
accounting practices. The Policy State-
ment also emphasizes that in loan
workout situations, the lender should
develop a workout plan after analyzing
the borrower’s repayment capacity,
evaluating the support provided by
guarantors, and assessing the collateral
pledged before granting a renewal.

1
Modest Recovery in Loan

Growth

Aggregate loan balances for all
insured institutions displayed a
“boom-bust” pattern during the past
decade. Outstanding loans grew
steadily from 2001 to a peak in
mid-2008, and then began to fall as
a result of the financial crisis (see
Chart 6).° Fueled by rapid expansion
of the housing market, ADC loans
along with residential mortgage loans
were largely responsible for the rapid
growth in loan balances from 2005
to 2008. Overall strength in the U.S.
economy also led to expanded C&I
loan balances during this period. The
trend quickly reversed from late 2008
through 2010 as the collapse of the
credit and housing markets halted
residential mortgage originations and

ADC lending. In particular, ADC loan
balances have declined approximately
60 percent from the peak in first
quarter 2008 due to a lack of new
construction activity combined with
write-downs and transfer of problem
ADC loans to other real estate (ORE).

Banking industry data indicate a
gradual turnaround in lending activ-
ity during the past several quarters.!’
Although a majority of insured deposi-
tory institutions continued to report
shrinking loan balances in their Call
and Thrift Financial Reports during
2011, more than 40 percent expanded
their loan portfolios. In contrast,
during the three-year pre-crisis period
of 2004 to 2006, approximately 80
percent of institutions were growing
their loan portfolios.

Chart 6: Modest Recovery in Outstanding Loan Balances
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¢ See footnote 6.

® FASB Statements 166 and 167 resulted in the consolidation of large amounts of securitized loan balances
back onto banks’ balance sheets in the first quarter of 2010. Although the total amount consolidated cannot be
precisely quantified, the industry would have reported a decline in loan balances for the quarter absent this

change in accounting standards.

' FDIC. Quarterly Banking Profile, Fourth Quarter 2011, https://www.fdic.gov/analysis/quarterly-banking-

profile/fdic-quarterly/.
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As reflected in the FDIC’s fourth
quarter 2011 Quarterly Banking
Profile, C&I lending is largely respon-
sible for recent aggregate loan growth.
During 2011, C&I loans grew $161
billion, or nearly 14 percent, followed
by growth in Other Loans of 855
billion or 21 percent. For some types
of lending, growth did not occur until
the second half of 2011. For example,
although 1-4 family residential mort-
gage balances declined nearly $22
billion in 2011, they grew $49 billion
or 2.7 percent during the last six
months of the year. Consumer loans
also expanded during the same period,
up $18 billion or 1.4 percent.

Map 1: Percentage of Banks with Loan Growth in 2011 Varies hy State

Again, based on Call and Thrift
Financial Report data, loan growth
has a pronounced geographic compo-
nent. Some sections of the country
appear to be having more success
with loan growth than other areas.
During 2011, more than half the
institutions in several energy-produc-
ing states, along with those in the
Great Plains and Northeast, reported
loan growth while the remaining
states had less than 50 percent of
their institutions expanding loan
balances during the year (see Map 1).

Source: FDIC; Merger-adjusted loan growth data.

Share of Banks with Positive
Total Loan Growth (4010 to 4011)
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I 25-50%
. Over 50%
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Overall Survey findings indicate that
most institutions materially grow-
ing their portfolios are doing so in
a prudent manner. Specifically, for
banks generating loan growth of at
least 10 percent during 2011, the
associated risk was characterized by
Survey respondents as “high” at only
5 percent of the institutions. Examin-
ers characterized the risk as “low” in
approximately one-third of the Surveys
and “medium” in more than 40
percent of the Surveys. The remaining
institutions had not made significant
changes in lending activity since the
previous examination.

Factors Affecting Lending
Activity

As noted earlier in this article,
economic conditions tend to have the
greatest impact on lending activity,
both for commercial- and consumer-
related lending. We have witnessed
the effect of the recent economic
crisis on loan portfolios, particularly
ADC portfolios, as they declined
substantially at many banks from
2008 to 2010. As the Survey results
from 2010 and 2011 indicate, when
underwriting practices for C&I, CRE,

Map 2: Some Banks Are Increasing Lending in Markets with High Unemployment

County Unemp. Rate, %
D Less than 6

. 6-8
M s-10
. Over 10
Institutions Increasing Loan

Balances and based in High
Unemployment Areas

Source: Bureau of Labor Statistics, FDIC. Unemployment data are non-seasonally adjusted data as of December 2011. Merger-adjusted loan growth data.
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and ADC lending were adjusted, the
changes were made in response to
economic conditions at approximately
one-third of the institutions, while
about one-fifth of the institutions
modified their residential mortgage
and consumer lending practices.

As expected, loan growth is most
commonly found at institutions oper-
ating in markets that are growing
economically. However, one possible
indicator of a broader recovery in
lending is that some banks currently
operating in markets experiencing
weak economic conditions are also
expanding their loan portfolios. For
example, there are banks reporting
loan growth in areas that have high
levels of unemployment. Specifically,
more than one-third of banks head-
quartered in counties with a Decem-
ber 2011 unemployment rate of at
least 10 percent grew loan balances
during 2011. As illustrated in Map 2
on page 23, these institutions have
been generating loan growth in many
distressed markets, including states
such as Florida, Georgia, Michigan,
and California. For the most part,
these banks have been growing their
CRE, C&lI, and/or residential mort-
gage portfolios using various methods
including in-market originations,
bank/branch acquisitions, and hiring
established lenders who bring loan
relationships with them. Survey

results indicate that few of these insti-
tutions are using out-of-area lending
to generate loan growth.

A weakened financial condition char-
acterized by shrinking capital, poor
earnings, tight liquidity, and elevated
level of problem assets also is a signifi-
cant obstacle to some financial insti-
tutions’ efforts to lend. Approximately
16 percent of Surveys completed
during 2010 and 2011 reported that as
a result of a change in financial condi-
tion, lending activity was modified
through C&I, CRE, and ADC under-
writing changes.

And finally, examination findings,
UFIRS ratings, and enforcement
actions also may prompt changes in
an institution’s underwriting prac-
tices, although such situations tend
to be closely associated with institu-
tions whose financial condition is
deteriorating. For those banks with
a less than satisfactory CAMELS
composite rating of “3,” “4,” or “5,”
approximately 29 percent of Surveys
completed in 2011 indicate that lend-
ing activity was modified through
changes to C&I, CRE, and ADC
underwriting practices in response to
bank regulatory findings/actions. This
percentage is closer to 13 percent for
banks satisfactorily rated “1” or “2.”
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Conclusion

Survey results from 2010 and 2011
indicate that insured institutions were
generally reducing their credit risk
profiles, especially in their ADC, C&l,
and CRE portfolios, and that a greater
number of institutions were tighten-
ing rather than loosening underwriting
practices. However, recent informal
observations from examiners and
industry participants suggest that the
trend toward tighter loan underwrit-
ing may be nearing an end. We will
continue to review and analyze Survey
results to see if the trend in 2010
and 2011 has begun to shift toward a
greater number of institutions easing
their credit standards.

Lenders also are addressing credit
risk through increased use of loan
workouts for distressed borrowers.
Supervisory guidance encourages
prudent workouts as a way for lend-
ers to work with borrowers. In some
instances, however, examiners have
had a concern with banks that are
addressing problem term loans through
renewals without material principal
reduction or a plan for repayment.

Against a backdrop of generally more
prudent loan underwriting, overall
lending activity increased slightly
during 2011. Although more than half
the insured institutions reported a
decline in loan balances for the year,
a substantial number grew their loan
portfolios. Led by an increase in C&I
lending, there is evidence of loan

growth in many markets across the
country, including some areas hard-
est hit by the financial downturn. The
same factors - economic conditions,
financial health of the institution, and
responses to regulatory observations -
appear to have influenced changes in
underwriting as well as overall lending
activity at most institutions captured
in the Survey during 2011.

Analysis of results from the Credit
and Consumer Products/Services
Survey, in tandem with other financial
and economic data, will enable the
FDIC to continue effective monitor-
ing of the overall financial condition of
insured financial institutions, particu-
larly changes in their lending activity
and credit risk profiles.
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