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The Perfect Storm

Financial Regulation Basics




The Regulators - 1

& TREASURY: U.S. Treasury Department, headed by Treasury Secretary Timothy

Geithner.

FEDERAL RESERVE: Board of Governors of Federal Reserve System and 12 District

Federal Reserve Banks.

= OCC: Office of the Comptroller of the Currency, which regulates national banking

associations (national banks) under the National Bank Act of 1863. The current
Fed Chairman is Benjamin Bernanke.

£ OTS: Office of Thrift Supervision, which is eliminated under the Dodd-Frank Act
(and will merge into OCC) and which regulated federal savings associations, federal
savings banks and thrift holding companies pursuant to Home Owners Loan Act of
1933.

B rpIC: Federal Deposit Insurance Corporation, which insures the deposits of all
banks and thrifts and also supervises safety and soundness and consumer
protection compliance of state insured banks.

‘ NCUA: National Credit Union Administration, which regulates federal credit
unions, conducts some joint oversight of state credit unions with state credit union
regulators, and insures the deposits of both federal and state credit unions.
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The Regulators - 2

FTC: Federal Trade Commission, which exercises some authority over state credit

union consumer protection compliance.

FSOC: Financial Stability Oversight Council, an inter-agency body chaired by the

Treasury Secretary and created by the Dodd-Frank Act to deal with systemic risk to

the financial system.

. CFPB: Consumer Financial Protection Bureau, an autonomous agency under the
umbrella of the Federal Reserve Board, which was created by the Dodd-Frank Act
to assume all rulemaking authority over federal consumer protection compliance
and conduct examinations of large non-depositary consumer financial services
companies.

J : In Washington State, the Division of Banks of the

& STATE BANKING REGULATOR: In Wash N he Di f Banks of th:
Department of Financial Institutions.

& STATE CREDIT UNION REGULATOR: In Washington State, the Division of Credit

Unions of the Department of Financial Institutions.

&
&

Regulated Entities - 1

. ional Bank Holding C: Regulated by the Federal Reserve. The 5 largest
are:
— Bank of America Corporation
— J.P. Morgan Chase & Co.
— Citigroup Inc.
— Wells Fargo & Company
— The Goldman Sachs Group, Inc.
* National Bank: Regulated by the OCC. The 6 largest are:
— Bank of America
— J.P. Morgan Chase Bank
— Wachovia Bank (now owned by Wells Fargo & Company)
— Wells Fargo Bank
— Citibank
— U.S.Bank
* Federal Thrift Holding Company: Prior to Dodd-Frank Act, regulated by OTS. After
Dodd-Frank Act, regulated by the Federal Reserve. The largest federal thrift
holding company headquartered in Washington State is Washington Federal Inc.,
the parent company of Washington Federal Savings.




Regulated Entities - 2

Federal Savings Association or Federal Savings Bank: Prior to Dodd-Frank Act,
regulated by OTS. After Dodd-Frank Act, regulated by the Federal Reserve. Since
the demise of Washington Mutual, the largest federal thrift charter headquartered
in Washington State is Washington Federal Savings.

State Thrift Holding Company: The holding company of a state-chartered savings
bank or state-chartered savings association.

State Savings Bank: In Washington State, there are presently 7 state-chartered
savings banks regulated by the Division of Banks.

State Bank Holding Company: The holding company of a state-chartered
commercial bank.

State Commercial Bank: In Washington State, there are presently 59 state-
chartered commercial banks regulated by the Division of Banks.

Federal Credit Union: A credit union chartered and regulated by the NCUA. The
largest federal credit union headquartered in Washington State is Fibre Federal
Credit Union based in Longview.

State Credit Union: A credit Union chartered and regulated by the Division of
Credit Unions. The largest state credit union headquartered in Washington State is
BECU, formerly Boeing Employees Credit Union, which is also one of the largest
credit unions in the nation.
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The Dual Banking System

Government & Market Conditions
Prior to Financial Reform




No Regulation of Hedge Funds

* No regulation of hedge
funds and private fund
management

— Pre-crisis, $2 Trillion under
management

S— bl

1 know noshing about the subject,
Eut ™ hapgy 10 Givin you my expen opinicn”
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No Regulation of Derivatives Markets

¢ No regulation of OTC
derivatives markets
(including credit default
swaps)
— $300 Trillion

— 20 times the size of the U.S.
Economy

A Non-Transparent Mortgage Lending Market

A a
. . . a PRIMARY INVESTORS
@ a 5 g 3 g
aad — @GN <
“a Investment Bankers Hedge
INSTITUTIONAL e | Funders (was s . A A a
snnkmomsks P .‘, o9 “ae
~ -y a
> @ ae
) <A - +¥
APPRAISERS  CREDIT A hae a
BUREAUS “ SECONDARY
et INVESTORS
3 : Q % Q
shoas  Aaws | BoeR OTHER ORIGINATORS & SECONDARY MARKET RATING

'UNDERWRITERS AGENCIES

H Q:a;a A
Y -~ ﬂﬂ o : I
H - -~
aonew 0 i - el ... 458
[T 1] 1] Qi SpecALPuRposE TIES
HOMEOWNERS T e SO

MORTGAGE SERVICERS




A Tangled Web of Banking Regulation

LAWS - REGS
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No Coordinated Federal Regulation
of Mortgage Lending

occ A0 Ve Mae
Freddie
ors ) FHFA P e
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Financial Reform

What’s Changed?




Home Equity Relief Act of 2008 (HERA)

¢ FHA Reform

¢ VA Loan Limits

¢ S.A.F.E. Mortgage Licensing Act

¢ GSE Reform & Stabilization

Freddie Mac

Loan Banks

Creation of Federal Housing Finance
Administration (FHFA)

FHFA Conservatorship of Fannie Mae and

Transfer of Regulation of Federal Home

y

i
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Emergency Economic Stabilization Act (EESA)

¢ Created Troubled Asset Relief
Program (TARP)

« $700 billion total authorization

« Raised debt ceiling from $10 trillion
to $11.3 trillion

* Temporary Increase in Deposit and
Share Insurance Coverage

Preferred Warrants from
Participating Financial Institutions

Dual Financial Services Regulation in 2008

FEDERAL BANKING FEDERAL SECURITIES & STATE FINANCIAL
REGULATORS COMMODITIES REGULATORS REGULATORS

» Federal Reserve Board

L= Comptroller of the
Currency (0OCC)

"" Office of Thrift
Supervision (OTS)

ﬁ Federal Deposit
Insurance Corporation
(FDIC)

* National Credit Union
Administration
(NCUA)

ﬂ Securities & Exchange
Commission (SEC)

w Commodity Futures
Trading Commission
(CFTC)

s
" office of Insurance
Commissioner (OIC)

Department of Financial
Institutions

B Division of Banks

& Division of Credit
Unions

& Division of Consumer
Services

B Division of Securities




April 2008 “Paulson Plan”

FEDERAL BANKING FEDERAL FEDERAL STATE FINANCIAL
REGULATORS SECURITIES & INSURANCE REGULATORS
E COMMODITIES REGULATOR é}
Market Stability REGULATOR “& State Insurance

Regulator Commissioner
aPrudential Financial "-? State Consumer
Regulatory Agency Services

Administrator

QConduct of Business P
Regulatory Agency % State Securities

Administrator

* Under the Paulson Plan, you could not have obtained federal deposit insurance
without being a federally chartered bank or thrift, effectively undermining the state
charter.

* Also, because of the way former Treasury Secretary Paulson perceived the role of a
federal Conduct of Business Regulatory Agency, there would be some question as to

the inuing jurisdiction of State Ci Services Admini S.
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2009 - Five Goals of White House-Treasury Plan

* Supervision and regulation of
i firms with an is on
firms that pose “significant risk.”

* Establish comprehensive supervision
and regulation of financial markets.

* Enhance consumer protection.

* Improve tools to manage financial
crises.

* Raise international regulatory
standards and improve international
cooperation.

The Dodd-Frank Act: An Overview

Sen. Christopher Dodd Rep. Barney Frank




Banking Regulation Before Dodd-Frank Act - 1
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Banking Regulation Before Dodd-Frank Act - 2
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Banking Regulation Before Dodd-Frank Act - 4

FEDERAL RESERVE
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Banking Regulation Before Dodd-Frank Act - 5
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Banking Regulation Before Dodd-Frank Act - 6
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Banking Regulation Before Dodd-Frank Act - 7
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Banking Regulation Before Dodd-Frank Act - 8
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Banking Regulation After Dodd-Frank Act - 1
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Banking Regulation After Dodd-Frank Act - 2

Banking Regulation After Dodd-Frank Act - 3
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Banking Regulation After Dodd-Frank Act - 4
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Banking Regulation After Dodd-Frank Act - 5
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Banking Regulation After Dodd-Frank Act - 6
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Banking Regulation After Dodd-Frank Act - 7
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Banking Regulation After Dodd-Frank Act - 8
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Banking Regulation After Dodd-Frank Act - 10
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Visitation Authority over
Non-Depositaries Before Dodd-Frank Act - 1

ederal S&L & FS|

Subsi

Bank Holding Co.
Subsidiary

Independent
Consumer Loan Co.

Independent
Mortgage Broker,
Payday Lender, Etc.

Visitation Authority over
Non-Depositaries Before Dodd-Frank Act - 2

Independent
Consumer Loan Co.

Independent
Mortgage Broker,
Payday Lender, Etc.
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Visitation Authority over
Non-Depositaries Before Dodd-Frank Act - 3

Independent
Consumer Loan Co.

Independent
Mortgage Broker,
Payday Lender, Etc.

11/18/2010

Visitation Authority over
Non-Depositaries Before Dodd-Frank Act - 4
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Visitation Authority over
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Visitation Authority over
Non-Depositaries Before Dodd-Frank Act - 6
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Visitation Authority over
Non-Depositaries After Dodd-Frank Act - 1

National Bank

Bank Holding Co.
Subsidiary

Independent
Consumer Loan Co.

Independent
Mortgage Broker,
Payday Lender, Etc.

Visitation Authority over
Non-Depositaries After Dodd-Frank Act - 2

National Bank

Independent
Consumer Loan Co.

Independent
Mortgage Broker,
Payday Lender, Etc.
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Visitation Authority over
Non-Depositaries After Dodd-Frank Act - 3

Independent
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Independent
Mortgage Broker,
Payday Lender, Etc.
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Visitation Authority over
Non-Depositaries After Dodd-Frank Act - 4
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Visitation Authority over
Non-Depositaries After Dodd-Frank Act - 6
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The Dodd-Frank Act

Dealing with Significant Risks to
Financial Stability

Financial Stability Oversight Council - 1

* Identify risks to the financial stability of
U.S. caused by material financial distress
or failure, or ongoing activities, of large,
inter bank holding
or nonbank financial companies, or that
could arise outside the financial services
marketplace.

*  Promote market discipline, by
eliminating expectations on the part of
shareholders, creditors, and
counterparties of such companies that
the Government will shield them from
losses in the event of failure.

* Respond to emerging threats to the
stability of the United States financial
system.

18



Financial Stability Oversight Council - 2

* VOTING MEMBERS
— Treasury Secretary (Chair)
Fed Chair
Comptroller of the Currency
Director of the CFPB
SEC Chair
FDIC Chair
CFTC Chair
FHFA Director
Chair, NCUA Board
Independent Member appointed by the
President having insurance expertise.
+ NONVOTING MEMBERS
~ Director of the Office of Financial Research
~ Director of the Federal Insurance Office
~ State Insurance Commissioner (determined by
NAIC members)
— State Banking Supervisor (designated by CSBS
members)

— State Securities Commissioner, designated by
NASAA members)
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FSOC & Federal Reserve Enhanced Authority

¢ Authority to impose
“prudential standards” on
large non-bank financial
companies that pose
“systemic risk” to financial
stability of U.S.

¢ Must be “predominantly
engaged” in financial
services.

* Federal Reserve Board
examination and
enforcement authority over
such companies.

FSOC’s Office of Financial Research

¢ Collecting data for FSOC
and its members

¢ Standardize data reported
and collected

* Develop tools for risk
measurement and
monitoring

¢ Making data and studies
available to financial
regulatory agencies

¢ Conduct studies authorized
by Congress
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The Dodd-Frank Act

Regulation of Financial Markets
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Regulation of Hedge Funds —
Private Investment Advisors - 1

Office of Investor Advocate
(Ombudsman)

Study to create fiduciary
standards for broker-
dealers and advisors
Beefed up whistleblower
awards

Disqualifying “bad actors”
from private placement
offerings

Loss coverage increases for
customers

SEC enforcement

O TERRCRISTE HERE -

HDSE FUND MAAGERE.

Regulation of Hedge Funds —
Private Investment Advisors - 2

]

—— - s

*1 know nothing about the subject,
but I'm hapgy o Give you my expart opinion”

.

Private adviser exemption
eliminated

Study on family adviser and
venture capital fund
exemption

Currently investment
advisors must register with
SEC or state regulators
based on Assets Under
Management (AUM)
1996-2011 - AUM
threshold = $25 MM

2011 forward - AUM
threshold = $100 MM
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Improving Credit Rating Agencies

« Office of Credit Ratings
Established

* Ratings performance
disclosure required

¢ Ratings methodology
disclosure required

¢ Third party due diligence
reports

* Must have 50%
independent directors

* Annual examinations

Asset Backed Securities Improvements

¢ Credit risk retention: 5%
* Hedging prohibited

* Rule-making to require
securitizers to retain a part
of the credit risk for any
asset they sell

* Issuer disclosure and
reporting

* Repeal of mortgage notes
exemption from
“securities” definition

Executive Compensation

¢ Advisory shareholder vote
on executive compensation
* Independent compensation
committees
— Majority of members must
be independent
— Compensation consultants
must be independent
¢ Disclosure of “pay vs.
performance”
— Executive compensation vs.
financial performance

— CEO pay vs. median pay of all
other employees
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Regulation of Derivatives

* CFTC can prosecute manipulation
* Joint CFTC and SEC jurisdiction
¢ Clearing and Exchange trading
required where possible
* Margin required for uncleared trades
* Clearing required in most cases
« Improved record-keeping/reporting
¢ Manufacturers exempt
* “Federal Assistance” (deposit
insurance or discount window access
)prohibited
* Banks must divest the activities that
carry greatest risk.
* Publication of transaction/price data
¢ Asclose to “real time” as possible
* Derivatives dealers can treat daily
trades as long-term capital gain
— Not applicable to credit default,
interest rate, and currency swaps
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Regulation of Clearinghouses

* Strengthen the oversight of
payment, clearing and
settlement.

* Confidence in financial markets
and participants depends of the
expeditious clearing and
settlement of transactions

* Provide consistency

* Promote strong risk
management and safety and
soundness

* Reduce systemic risks

* Support the stability of the
financial system

. ination and enfor
authority

Creation of Federal Insurance Office

¢ Industry monitoring

¢ Study and report whether
there should be a federal
insurance charter

* No jurisdiction over health,
long-term disability, and
crop insurance

* Determine preemption of
state insurance measures

¢ Some regulation of non-
admitted insurers and of
reinsurers

* State anti-trust laws
supersede
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The Dodd-Frank Act

Enhanced Consumer Protection
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Consumer Financial Protection Bureau

The Consumer Financial
Protection Bureau (“Bureau”) is
established within the Federal
Reserve System.

Rulemaking, enforcement, and
supervisory powers over many
consumer financial products
and services and the entities
that sell them.

Primary rulemaking and
enforcement authority over
many federal consumer
protection laws — Truth in
Lending Act and the Real Estate
Settlement Procedures Act.

The Goal of the Bureau

The goal of the Bureau is to

implement and enforce Federal

consumer financial law to

ensure that all consumers have

access to financial products

and services and that financial
products and services are fair,

transparent, and competitive.

Dodd-Frank Act, § 1021

69

23



Enforcement Powers

« Investigate

« Order Discovery

« Conduct Hearings

. Litigate

« Assess Civil Penalties

« Make Criminal Referrals
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Specific Consumer Protection Reforms

Mortgage Loan Origination
Standards

— Ability to repay

— High cost mortgage restrictions
Office Housing Counseling
Mortgage servicing
standards

— Required escrow accounts

— Prompt response

— No force-placed insurance
Beefed up appraisal
standards

The Dodd-Frank Act

Management of Financial Crises
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Enhanced FDIC Resolution Authority

¢ Upon the determination of
Treasury Secretary in
consultation with the FSOC,
the FDIC has the ability to
extraordinary power to
step in and seize a non-
depositary financial
services company that
poses a “significant risk” to
the financial stability of the
nation.

¢ This requires special U.S.
Bankruptcy Court panel
oversight.
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Financial Reform

What Hasn’t Changed?

The Mortgage Mess

Nationally, the mortgage
crisis continues unabated.
There has been mass
hardship for borrowers.
There remains major
uncertainty for secondary
market investors.

Congress has not tackled
the Fannie Mae and
Freddie Mac problem.
There are major legal issues
involving the enforceability
of mortgages.
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Total Past Due as of 6/30/2010

Washington State Rank: 36" Washington State: 86,715  United States: 4,183,802
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Total Past Due - 6/30/2007 — 6/30/2010

BWA - All Loans B US - All Loans

30 Days Past Due as of 6/30/2010

Washington State Rank: 46" Washington State: 27,792  United States: 1,517,741
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30 Days Past Due - 6/30/2007 - 6/30/2010
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In Foreclosure as of 6/30/2010

Washington State Rank: 35™" Washington State: 30,774 United States: 2,034,040
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In Foreclosure at QTR End — 6/30/2007 — 6/30/2010
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Foreclosure Starts during 2" QTR 2010

Washington State Rank: 29" Washington State: 10,139 United States: 494,045

o
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Foreclosures Started — 2" QTR 2007 — 2"4 QTR 2010

BWA- All Loans B US - All Loans

Seriously Delinquent* as of 6/30/2010

Washington State Rank: 25" Washington State: 77,292  United States: 4,054,727
* 90+ Days Past Due or in Foreclosure
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Seriously Delinquent* — 6/30/2007 — 6/30/2010

* 90+ Days Past Due or in Foreclosure

BWA - All Loans BUS - All Loans
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Washington-National Comparison of Seriously Delinquent*
Loans by Loan Type as of 6/30/2010

* 90+ Days Past Due or in Foreclosure
** Prime ARM includes Option ARM

BWashington B United States

Historic Trend in Seriously Delinquent* Loans by Loan Type
2002-2010

* 90+ Days Past
*++ Prime ARM ing
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Trend in CRE Loan Delinquencies

Seattle-Everett-Bellevue MSA

2" QTR 2007 - 2" QTR 2010
Source: Foresight Analytics
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Comparative Trend in
Construction/Land Loan Delinquencies

27 QTR 2007 - 2" QTR 2010
Source: Foresight Analytics

EUnited States B Tacoma B Seattle-Bellevue-Everett
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Comparative Trend in
Multifamily Mortgage Delinquencies

27 QTR 2007 - 2" QTR 2010

Source: Foresight Analytics

B United States B Tacoma & Seatle-Bellevue-Everett

Continuation of Bank Closures
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Bank Failures: Washington vs. U.S.

¢ 2009: 3 (Compare: 140 U.S.)
—  Venture Bank, Lacey - Acquired by First Citizens Bank & Trust Company, Raleigh, NC
—  Westsound Bank, Bremerton — Acquired by Kitsap Bank, Port Orchard, Washington
—  Bank of Clark County, Vancouver — Acquired by Umpqua Bank, Roseburg, Oregon

¢ 2010: 10 (Compare: 146 U.S. to date)

Pierce Commercial Bank, Tacoma — Acquired by Heritage Bank, Olympia, WA
Shoreline Bank, Shoreline — Acquired by GBC International Bank, Los Angeles, CA

—  The Cowlitz Bank, Longview - Acquired by Heritage Bank, Olympia, WA

—  Washington First International Bank, Seattle — Acquired by East West Bank, Pasadena, CA
~ Frontier Bank, Everett - Acquired by Union Bank, National Association, San Francisco, CA
— ity Bank, Lynnwood — Acquired by Whidbey Island Bank, Coupeville, WA

~  Rainier Pacific Bank, Tacoma - Acquired by Umpqua Bank, Roseburg, OR

—  American Marine Bank, Bainbridge Island - Acquired by Columbia State Bank, Tacoma, WA
— Evergreen Bank, Seattle — Acquired by Umpqua Bank, Roseburg, OR

~ Horizon Bank, Bellingham — Acquired by Washington Federal Savings, Seattle, WA

11/18/2010

Concentration Risk of U.S. Deposits

¢ J.P. Morgan Chase Bank
* Citibank

* Bank of America
¢ Wachovia Bank (now
% owned by Wells Fargo &

Company)

q v + Wells Fargo Bank

Residential Mortgage Lending Concentration

Source: Mortgage Servicing News

Wells Fargo & Company $ 77,090
Bank of America $ 71,530
Chase $ 32,763
Ally Bank/Residential Capital, LLC (GMAC) $ 12,968
CitiMortgage, Inc. $ 11,064
U.S. Bank Home Mortgage $ 8,980
PHH Mortgage $ 7,825
SunTrust Bank $ 5,646
Provident Funding Associates $ 5,327
Branch Banking & Trust Company $ 5,155
Subtotal (Top 10) $ 238,348
All Others $ 84,203
Total Market Size: $ 322,551
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11/18/2010

Residential Mortgage Servicing Concentration
Source: Mortgage Servicing News

Bank of America $ 2,151,451
Wells Fargo & Company $ 1,797,759
Chase $ 1,376,310
CitiMortgage, Inc. $ 699,782
Ally Bank/Residential Capital, LLC (GMAC) $ 406,902
U.S. Bank Home Mortgage $ 191,846
SunTrust Bank $ 176,108
PNC Mortgage/National City $ 154,099
PHH Mortgage $ 153,060
OneWest Bank/IndyMac $ 115,000
Subtotal (Top 10) $ 7,222,317
All Others $ 1,459,688
Total Market Size: $ 8,682,005

Bank of America Example

* Bank of America claims
50% of all consumer
household depositors as its
customer base.

Bankof America <55

Financial Reform

What'’s Uncertain?
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The Economy — The Elephant in the Room

¢ Another round of
“quantitative easing” on
the way: creating money
($600B) and using its to buy
assets from banks.

* This is calculated to
increase bank reserves so
that banks can lend more.

¢ The goal is to stimulate
economy and ease
deflationary pressures at
the risk of temporary
inflation.

¢ Will it work?

11/18/2010

Tidings?

Q&A
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