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News and Views for Eighth District Bankers

By Michelle Neely

Eighth District banks and their national peers 
continue to face pressure on earnings amid ris-
ing asset quality problems and weakness in the 
regional and national economies.  First-quarter 
results illustrate these pressures, yet indicate 
that banks in the District have been remarkably 
resilient thus far.

Return on average assets (ROA) increased 
slightly in the first quarter at District banks.  They 

posted an average ROA of 0.96 percent compared 
with 0.94 percent at year-end 2007.  The District’s 
first-quarter performance substantially exceeded 
that of U.S. peer banks (banks with average 
assets of less than $15 billion), which, as a group, 
recorded an average ROA of 0.81 percent.  ROA 
for both sets of banks is down markedly from 
year-ago levels, though the drop at peer banks is 
more substantial at 36 basis points.

District Banks:  Profits Steady, But Problem Loans Mount
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New President Bullard Bullish on Economics

continued on Page 4

Too often, says new St. Louis Fed President 
Jim Bullard, economics is regarded as a 
mere college subject. 

“Many people think economics is too com-
plicated.  Not everyone goes to college; so,  
not everyone gets it—even though they live  
with the consequences of supply and demand 
every day,” Bullard says.  “We live in a market 
system, and people need to understand how that 
system works.”

Bullard, who succeeded Bill Poole as presi - 
dent April 1, is an advocate of the power of eco-
nomic ideas and financial literacy.  He pursued 
those ideals through 18 years of study in the  
St. Louis Fed’s Research division, as well as 
through professional associations and speaking 
engagements.  Since joining the Fed, Bullard  
has already spread this message to many groups  
in the Eighth District.  

He’s also well-versed on monetary policy, hav-
ing worked closely with Poole on briefings before 
each Federal Open Market Committee meeting.  
Bullard’s expertise in monetary policy and famil-
iarity with FOMC procedures are among the 
many reasons why he was tapped for the job.  

“I’ve seen many of the events of the recent years 
from the inside out, including the Asian cur-
rency crisis, the bursting of the tech bubble and 
the S&L predicament.  By intimately knowing 
monetary policy, I’m not coming in cold during 
a time when the situation is very tense,” he says.  
“It’s actually the most tense it’s been since 1980.” 

The key thing for commercial bankers to keep 
in mind, Bullard says, is that the U.S. economy is 
resilient and has weathered many shocks over the 
years.  “We’ll get through this one as well.  The 
economy continues to surprise at how it adapts 
and comes back,” he says. 

Bullard, 47, was 
appointed president 
by the St. Louis Fed’s 
Board of Directors after 
an extensive search and 
was approved by the 
Fed’s Board of Gov-
ernors.  To read Bul-
lard’s full biography, see 
www.stlouisfed.org/
news/press_room/ 
bios.html#bullard. n



 What We’re Learning from  
the Subprime Mortgage Crisis
By Bob Schenk, senior vice president, Public and Community Affairs

Few public policy issues have burst onto the 
American scene so rapidly and with such 
intensity as the subprime mortgage crisis.  

Over the past several months, we have seen an ever 
expanding quagmire of those caught up by such 
causal factors as poor underwriting standards, inac-
curate financial information, over-speculation in a 
very hot real estate market or simply people assum-
ing new financial obligations for which they were 
not adequately prepared.

In addition to the widespread media coverage, 
there has been an unprecedented response by a wide 
variety of federal, state and local agencies, as well as 
innumerable social service and nonprofit organiza-
tions.  Yet, we continue to hear and see advertising 
and marketing campaigns striving to lure prospec-
tive homeowners with teaser rates, promises of 100 
percent financing or pledges to overlook poor credit.  

While the dream of homeownership is one of the 
strongest threads in the fabric of American society, 
the latest tear reflects a crisis beyond the current 
issues in the mortgage and credit markets. What is 
apparent is the continuing lack of financial educa-
tion at all levels of society and of efforts to address 
issues related to household finances and personal 
financial literacy.  

However, the Federal Reserve System is helping 
homeowners, prospective buyers, bankers, com-
munity groups and related organizations get a better 

handle on understanding the myriad issues of sub-
prime and foreclosure. 

In the Eighth District, we’re providing more 
information and knowledge about these issues to 
bankers, lenders and consumers through a variety  
of  briefings, speeches and Bank publications.  In  
St. Louis, we partnered with a local agency to 
convene nearly 60 different organizations working 
together to share resources and knowledge.  We 
have dozens of additional public forums scheduled 
in the coming months to address mortgage issues.  

We also have a Foreclosure Resources web site 
(www.stlouisfed.org/financial/foreclosure_fin.html), 
which includes a section dedicated to financial 
institutions and lenders.  It contains some of our lat-
est mortgage and foreclosure research; several years’ 
worth of articles from our publications, including 
Central Banker; news on pending regulations, forums 
and tools; as well as links for consumers and com-
munity groups.  Zone-specific information is also 
available for Louisville and Little Rock. (Memphis 
will be added soon.)

Over the coming months and years, the St. Louis 
Fed will continue to muster resources to provide 
leadership on subprime and foreclosure issues (as 
well as on a wide variety of other District and 
national issues) and to foster financial literacy and 
economic education as the underpinnings of our 
community outreach. n
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Fed itorial

Check volumes are continuing to decline at a 
significant rate as people are increasingly switch-
ing to electronic forms of payment.  A recent 
review by the Federal Reserve’s Retail Payments 
Office determined that the scheduled consolida-
tions of St. Louis Fed Check operations with 
those at other Feds needs to happen sooner.  

St. Louis office:  Previously, St. Louis Check 
operations were going to be consolidated with 
the Atlanta Fed in the first quarter of 2011.  This 
will now take place in the fourth quarter of 2009.  
Treasury check and postal money orders will 

continue to be processed in St. Louis after 2009. 
Memphis office:  After the city fine-sort 

deposit deadline on Friday, July 18, 2008, 
Memphis will no longer accept paper checks for 
processing.  Instead, they will be delivered to the 
Atlanta office.  Memphis and Little Rock cus-
tomers should drop off their work at their respec-
tive transit points for transportation to Atlanta.  

If you have questions or concerns regard-
ing the consolidation, call Sales Support at 
513-455-4242. n

St. Louis Fed’s Check Restructuring Speeds Up
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By William R. Emmons

The U.S. mortgage market evolved through 
several distinct phases to reach its cur-
rent status as the largest, most innovative 

and most complex home-financing market in the 
world.  Broadly, there were five major eras during 
the last century.  How the mortgage market evolves 
during the next few years depends in large part on 
whether the private-label mortgage-backed securi-
ties (MBS) market recovers and on the extent and 
nature of any potential federal government inter-
ventions into housing and mortgage markets.

The pregovernment era.  Before the Great 
Depression, the mortgage market was strictly a pri-
vate affair.  There was no federal deposit insurance 
or federal regulation of mortgage lending.  The 
homeownership rate was below 50 percent.  Mort-
gage down-payment requirements of 50 percent 
were typical.  Most mortgage loans were short-
term, sometimes as short as five years, and were set 
up as balloon mortgages.  Homeownership was not 
a viable option for most households.

The era of the Great Depression.  The Great 
Depression damaged the entire financial system, 
especially the mortgage sector.  By 1934, the 
mortgage-delinquency rate was about 50 percent 
nationwide, as banks, thrifts and mortgage lend-
ers failed.  The federal government responded 

by creating a host of regulations and institutions.  
Included were greater federal supervision of mort-
gage lending and depository institutions; federal 
deposit insurance; the Federal Housing Admin-
istration (FHA); the Federal Home Loan Bank 
System (FHLBS); the now-defunct Home Owners’ 
Loan Corp. (HOLC); the Reconstruction Finance 
Corp. (RFC); and the Federal National Mortgage 
Association (Fannie Mae).  

The era of federally insured depository insti-
tutions.  Increased federal supervision and the 
introduction of federal deposit insurance greatly 
strengthened banks and thrifts.  These depository 
institutions came to dominate mortgage lending 
after World War II, achieving a combined mort-
gage-market share of 75 percent by 1973.  The 
predominant loan type became the long-term, 
self-amortizing, fixed-rate mortgage that was cre-
ated by the FHLBS.  The Veterans Administration 
and FHA guaranteed mortgages for a large number 
of households, contributing to a rising homeown-
ership rate, which reached 64 percent by 1970.

The era of the GSEs and secondary markets.  
The key vulnerabilities of depository institutions 
were exposure to high default rates in local markets 
and an interest-rate mismatch between short-term 
deposits and long-term fixed-rate mortgages.  An 
important policy response to these weaknesses was 
the creation of two government-sponsored 

The Past, Present and Future of the U.S.  Mortgage Market

SOurce: Author’s calculations and forecast (for 2008 and 2009)

Mortgage Originations by Product Type
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Challenging Environment 
continued from Page 1

District banks’ average net interest margin 
(NIM) declined in the first quarter, but this drop 
was offset by a decline in net noninterest expense.  
U.S. peer banks’ average NIM declined, but net 
noninterest expense rose.  A substantial increase 
in loan loss provisions also hurt profits at U.S. peer 
banks; loan loss provisions as a percent of average 
assets (LLP ratio) rose from 0.34 percent in the 
fourth quarter to 0.56 in the first quarter.  This 
ratio has almost tripled at U.S. peer banks over the 
last year, reflecting rising asset quality problems at 
banks nationwide.  The District LLP ratio has also 
risen, but at a lower level and rate of increase.

Asset quality is a continuing concern at both 
sets of banks.  The ratio of nonperforming loans 
in the District to total loans increased 17 basis 
points to 1.72 percent in the first quarter and has 
doubled over the past year.  The pattern is echoed 
at U.S. peers.  

Most of the weakness remains concentrated  
in real estate loan portfolios.  Slightly more than 
2 percent of the District’s outstanding real estate 
loans are nonperforming, as are 1.92 percent at 
U.S. peer banks.  More than 5 percent of District 
construction and land development loans were 
nonperforming at the end of March.

On average, District banks remain well-capital-
ized.  At the end of the first quarter, all District 
banks but one (which subsequently failed) met or 
exceeded the three regulatory capital ratios. n

Michelle Neely is an economist at the Federal Reserve 
Bank of St. Louis.  

Tougher Times for District Earnings and Loan Quality1

1st Q 2007 4th Q 2007 1st Q 2008
RETURN ON avERagE aSSETS2 

District Banks 1.03% 0.94% 0.96%

Peer Banks 1.17 1.05 0.81

NET iNTEREST MaRgiN

District Banks 3.85 3.90 3.79

Peer Banks 3.92 3.99 3.85

LOaN LOSS PROviSiON RaTiO

District Banks 0.18 0.36 0.38

Peer Banks 0.20 0.34 0.56

NONPERFORMiNg LOaNS RaTiO3 

District Banks 0.86 1.55 1.72

Peer Banks 0.73 1.24 1.63

SOurce: reports of condition and Income for Insured commercial Banks

1 Banks with assets of more than $15 billion have been excluded from the analysis.
2 All earnings ratios are annualized and use year-to-date average assets (or earning assets) in 

the denominator.
3 Nonperforming loans are those 90 days or more past due or in nonaccrual status.

enterprises (GSE)—Fannie Mae in 1968 and 
Freddie Mac (Federal Home Loan Mortgage 
Corp.) in 1970—while retaining Ginnie Mae 
(Government National Mortgage Association) 
as a government agency; together, these insti-
tutions created a secondary market for mort-
gages.  The GSEs did not originate mortgages, 
but bought them from originators with the 
proceeds of bond issues made in national and 
international capital markets.  The GSEs held 
some mortgages themselves and packaged and 
sold other mortgages in the form of “agency” 
MBS.  By 2000, the GSEs funded or guaran-
teed more than half of all mortgages.

The era of private-label MBS and the 
“originate-to-distribute” business model.  
Despite the improvements in risk management 
represented by the GSEs, the homeownership 
rate remained unchanged, on balance, between 
1970 and 1995.  In part to encourage greater 
mortgage lending to nontraditional or under-
served borrowers, and in part as a response to 
the rapid innovations in financial markets, a 
new business model emerged—private-label 
MBS.  This so-called originate-to-distribute 
business model allowed different firms to 
specialize in the various parts of the mortgage-
lending process, such as origination, securitiza-
tion, guaranteeing, funding and servicing.  By 
last year, more than 20 percent of the mortgage 
market was funded by private-label MBS.  

The collapse of the subprime-mortgage 
market in 2007 triggered a broader credit-
market crisis of confidence, which has per-
sisted into 2008.  The private-label MBS 
model has all but disappeared, buckling under 
the weight of misaligned incentives, signifi-
cant doses of fraud and unrealistic expecta-
tions on the part of many of its participants.

There is no realistic prospect that the 
private-label MBS model will return to life in 
the near future.  The most likely future for the 
U.S. mortgage market is a return to its past—
namely, the bulk of mortgage funds will be 
provided by insured depository institutions and 
the GSEs.  What is still unclear is whether, and 
to what extent, the federal government will 
intervene to create entirely new regulations 
and institutions that could usher in another era 
in the evolution of the mortgage market. n

William R. Emmons is an officer and economist  
at the Federal Reserve Bank of St. Louis.

The Past, Present and Future of the U.S.  Mortgage Market



residential investment since mid-2005 is very small despite 
the large negative growth of residential investment.  Very 
large changes in the growth of residential investment have a 
modest effect on economic growth.

Since residential investment peaked in the fourth quarter 
of 2005, its decline has reduced growth of real GDP by an 
average of about 0.88 percentage points.  This decline has 
largely been offset by nonresidential investment, which has 
continued to grow at a brisk pace.

If the troubles in the housing industry are to cause a reces-
sion, it will have to be because of the effect of housing on 
consumer spending.  Consumers base their spending deci-
sions not only on their current income, but also on their 
wealth.  An increase in wealth, with other things the same, 
should induce consumers to spend more of their current 
income.  Hence, a decline in wealth could generate a decline 
in consumer spending.  For many people, the net worth of 
their home is the single most important source of wealth.  
Consequently, a decline in home prices makes people less 
wealthy and may cause them to consume less.  Because 
consumption accounts for about 70 percent of GDP, even 
relatively small changes in consumer spending can have a 
relatively large effect on output growth.

Wealth effects are difficult to identify and measure.   
Consequently, how large a wealth effect housing has on  
output growth due to consumption is difficult to say.   
The wealth effect associated with changes in equity values 
appears to be weak.  Evidence of a wealth effect associated 
with housing wealth is stronger, however.  This suggests  
that the recent and continuing turmoil in the housing  
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Housing and the “R” Word
By Daniel L. Thornton

Daniel L. Thornton is a vice president of Research 
at the Federal Reserve Bank of St. Louis. 

There has been considerable 
discussion of the possibil-
ity that the economy could 

be heading toward recession—a 
sustained period (typically, two 
quarters or longer) of negative 
growth in real GDP (gross domes-
tic product)—because of ongoing 
troubles in the housing market.  
The decline in housing alone is 
unlikely to cause a recession.  Any 
recessionary effect of housing on 
the economy will be a conse-
quence of the indirect effects that 
housing has on aggregate spend-
ing, primarily consumer spending.

Real GDP is a measure of the 
economy’s current production.  
Sales of existing houses have no 
impact on current production 
because these houses were pro-
duced sometime in the past.  The 
direct effect of housing on current 
economic growth comes through 
the residential investment com-
ponent of GDP, such as current 
construction of single- and multi-
family housing, for example.  

Residential investment accounts 
for only about 5 percent of GDP, 
however.  Consequently, the 
effect of residential investment 
on economic growth is relatively 
modest.  This is illustrated in the 
adjoining figure, which shows 
quarterly GDP growth with and 
without residential investment 
(left-hand scale) and the quarterly 
growth rate of residential invest-
ment (right-hand scale) over the 
period 1970Q1 through 2007Q4.  
The figure shows that the direct 
effect of changes in residential 
investment on economic growth 
is small.  For example, the differ-
ence in growth of real economic 
activity including or excluding 

continued on Page 6

Effect of Residential Investment on GDP
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Changes in the growth rate of housing (positive or negative) don’t have a large direct effect on GDP.  Even 
though housing has had large negative growth since 2005, there is not much difference between GDP with and 
without residential investment.

SOURCE:  Author’s calculations
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Central Banker Coverage  
is Expanding Online

Central Banker is breaking through its borders.  
Beginning with the current issue, new, exclusive 
content will be offered online in addition to what’s 
in the printed publication.  You’ll see more eco-
nomic views, regulatory updates and other informa-
tion that the Fed hopes you’ll find useful. 

Go to www.stlouisfed.org/publications/cb/
default.html for these and other online articles:

•	 Fed	Research	looks	at	the	defining	factor	of	
Bill Poole’s presidency of the St. Louis Fed. 

•	 Bankers	have	probably	heard	of	the	Federal	
Reserve’s Beige Book.  Now the St. Louis Fed’s 
Research division has introduced the quarterly 
Burgundy Books, a closer look at the economies 
of the four zones within the Eighth District. 

•	 The	St.	Louis	Fed’s	accounting	department	
would like to receive customer feedback from 
banks using Fed services in the Eighth District.  

•	 Fed	economist	and	research	officer	Mike	
Pakko examines whether smoking bans make 
economic sense. 

•	 A	new	Fed	brochure	outlines	the	Tennessee	
Home Loan Protection Act and the dangers of 
predatory lending. 

•	 A	new	Fed	pricing	policy	for	carrier	docu-
ments takes effect Aug. 1. n

Subscribe to Central Banker
Central Banker is the St. Louis Federal reserve’s quarterly 
overview of Fed policies, initiatives and news affecting 
financial institutions in the eighth District.  Subscriptions  
are free. 

consider adding subscriptions for all offices in your organization 
and all executives and officers.  Go to www.stlouisfed.org/ 
publications and click Subscribe.  Feel free to subscribe to any 
of the Fed publications listed there.

industry may adversely affect economic 
growth.1  Growth of real consumption 
expenditures slowed somewhat in 2007 from 
its average pace of more than 3 percent over 
the period 2003-2006.  The extent to which 
this represents a wealth effect of housing on 
consumer spending is unclear. n

ENDNOTES
1 See “Comparing Wealth Effects: The Stock Market vs. 

the Housing Market,” Karl E. Case, John M. Quigley, and 
Robert X. Shiller, Advances in Macroeconomics, 2005, 5(1), 
pp. 1-34.

Housing 
continued from Page 5


