SUMMER 2011

Riiiker

FEATURED IN THIS ISSUE: Real Estate Loans Remain a Critical Part of Bank Portfolios | The View from Memphis

Most Community Banks Will Pay Lower
Premiums under FDIC Assessment Rules

By Andy Meyer and Jim Fuchs

efore the passage of the Dodd-

Frank Act, FDIC insurance pre-
miums were assessed as a percentage
of insured deposits in each banking
institution. Under Section 331 of the
act, the assessment base is now defined
as average total assets minus tangible
equity. Thus, the new base contains
liabilities that did not previously enter
into the calculation. Although the new
base is larger, the lower assessment
rates are more than enough to offset
this effect for more than 99 percent
of community banks with less than
$10 billion in total assets.

FDIC assessments will be lower for
banks under $10 billion in all seven
states in the Eighth District. Commu-
nity banks will experience a 4.5-basis-
point average decrease in assessment
fees, which totals approximately $237
million: an $18 million decrease in
Arkansas, $76 million in Illinois, $26
million in Indiana, $22 million in Ken-
tucky, $20 million in Mississippi, $46
million in Missouri and $29 million in
Tennessee.

Nationally, community banks will
experience a more than $1 billion
decrease in assessment fees with the
FDIC’s new assessment methodology.
In general, the smallest community
banks, those with less than $100 million
in total assets, will experience the
biggest decline (a 5.1-basis-point
decrease on average). The largest

TABLE 1
Determination of Risk Category

Supervisory Group

Capital Category A B C

Well-Capitalized | Il I

Adequately Capitalized Il I}

Undercapitalized Il v

SOURCE: Federal Register, Vol. 74, No. 41 / Wednesday, March 4, 2009

community banks, those with between
$1 billion and $10 billion in total assets,
will experience, on average, a 4-basis-
point decline.

Assessment rates before and after
passage of the Dodd-Frank Act depend
on exam ratings and other risk mea-
sures. Table 1 shows how banks are
assigned to one of four risk categories
(, I, M or IV). The four categories are
based on two criteria: capital adequacy
and supervisory ratings. The three
capital groups are 1) well-capitalized,
2) adequately capitalized and 3) under-
capitalized, consistent with prompt
corrective action (PCA) designations.
The three supervisory groups (A, B
and C) are based primarily on CAM-
ELS ratings, although the FDIC has
the ability to consider other factors as
well. In general, banks with CAMELS
ratings of 1 or 2 are assigned to the A
category, banks with a CAMELS rating
of 3 are assigned to the B category, and
banks with a CAMELS rating of 4 or 5

continued on Page 6




CENTRAL

Banker

News and Views for Eighth District Bankers
Vol. 21 | No.2
www.stlouisfed.org/cb

EDITOR
Scott Kelly

314-444-8593
scott.b.kelly@stls.frb.org

Central Banker is published quarterly by the
Public Affairs department of the Federal
Reserve Bank of St. Louis. Views expressed
are not necessarily official opinions of the
Federal Reserve System or the Federal
Reserve Bank of St. Louis.

Sign up for Central Banker e-mail notices
at www.stlouisfed.org/cb/. Follow the Fed
on Facebook, Twitter and more at
wwwi.stlouisfed.org/followthefed.

To subscribe for free to Central Banker or

any St. Louis Fed publication, go online to
www.stlouisfed.org/subscribe. To subscribe by
mail, send your name, address, city, state and
ZIP code to: Central Banker, P.O. Box 442,

St. Louis, MO 63166-0442.

The Eighth Federal Reserve District includes
all of Arkansas, eastern Missouri, southern
Illinois and Indiana, western Kentucky and
Tennessee, and northern Mississippi. The
Eighth District offices are in Little Rock,
Louisville, Memphis and St. Louis.

vz
| A

Useful St. Louis Fed Sites

Dodd-Frank Regulatory Reform Rules
www.stlouisfed.org/rrr

FOMC Speak
www.stlouisfed.org/fomcspeak

FRED (Federal Reserve Economic Data)
www.research.stlouisfed.org/fred2
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Recent Monetary Policy
and Inflation Expectations

By James Bullard

In terms of monetary policy, attention
often focuses on inflation and infla-
tion expectations. Although both have
been increasing in the U.S. in recent
months, the opposite was true a year
ago. Throughout the first half of 2010,
various inflation measures experienced
a disinflationary trend, meaning that
the rate of inflation was decreasing but
was still positive.

Amid concerns about inflation pos-
sibly falling below zero and with the
federal funds target rate already near
zero, Fed Chairman Ben Bernanke
first discussed the possibility of addi-
tional quantitative easing in an August 2010 speech in
Jackson Hole, Wyo. The formal decision came in November
2010, when the Federal Open Market Committee (FOMC)
announced it would purchase about $75 billion per month in
Treasury securities through the second quarter of 2011.

Given their forward-looking nature, financial markets
had largely priced in the policy action following Bernanke’s
August speech and before the November FOMC meet-
ing. Consequently, during that period, real interest rates
declined, inflation expectations rose, the dollar depreciated
and equity prices increased. These financial markets effects
of quantitative easing looked the same as if the FOMC had
reduced the policy rate substantially in ordinary times,
which shows that monetary policy can still be eased aggres-
sively even when the policy rate is near zero.

Financial conditions have continued to ease since the
November decision. In particular, the policy rate has
remained near zero while expected inflation has continued
to increase, meaning that real interest rates have continued
to decline. To the extent that expected inflation continues to
rise, financial conditions continue to ease.

After the current quantitative easing program ends, it
would be natural for the FOMC to put policy on hold. This
would mean keeping the policy rate near zero, leaving the
“extended period” language in the FOMC statement and
maintaining the Fed’s balance sheet at the same level it is
at when the decision is made. Going on hold would give the
FOMC more time to assess the strength of the economy while
continuing to monitor inflation and inflation expectations.

James Bullard

is president and
CEO of the Federal
Reserve Bank

of St. Louis.

>>MORE ONLINE

Headline vs. Core Inflation
www.stlouisfed.org/cb/inflation



District Banks’ Profits Are Up,

Asset Quality Is Not

By Michelle Neely

Bank earnings rose dramatically
at District and U.S. peer insti-
tutions in the first quarter of 2011,
primarily because of a sharp drop in
funds set aside to cover future loan
losses. Return on average assets
(ROA) jumped 30 basis points at
District banks to 0.81 percent and is
up 24 basis points from its year-ago
level. The improvement at U.S. peer
banks—those with average assets of
less than $15 billion—was even more
pronounced, with ROA increasing
40 basis points to 0.65 percent and up
44 basis points from a year ago.

In the District, the improvement
in profitability came from all three
primary components of earnings:
net interest income, net noninterest
expense and loan loss provisions. The
net interest margin (NIM) increased
11 basis points to 3.97 percent, the net
noninterest expense ratio dropped
4 basis points to 1.85 percent and loan
loss provisions as a percent of average
assets fell 30 basis points to 0.58 per-
cent. For U.S. peer banks, virtually all
the boost in ROA came from a 49-basis-
point drop in loan loss provisions as a
percent of average assets.

The brighter profit picture con-
trasts with still stubborn asset quality
problems in the District and across the
nation. The ratio of nonperforming
loans to total loans remains well above
the regulatory benchmark of 2 percent;
for District banks, 3.27 percent of loans
were nonperforming at the end of the
first quarter, compared with 3.23 per-
cent at year-end 2010 and 3.09 percent
at the same time one year ago. Real
estate loans—especially those related to
commercial properties—continue to be
the primary source of problem assets.
Nonperforming rates in the consumer,
and commercial and industrial portfo-
lios are also up from a year ago, albeit
at much lower levels than in real estate.

The nonperforming loan ratio declined
3 basis points at U.S. peer banks in the
first quarter to 3.87 percent. Though the

First Quarter a Mixed Bag'

2010: 1Q 2010: 4Q 2011: 1Q

RETURN ON AVERAGE ASSETS?

District Banks 0.57% 0.51% 0.81%

U.S. Peer Banks 0.21 0.25 0.65
NET INTEREST MARGIN

District Banks 3.77 3.86 3.97

U.S. Peer Banks 3.77 3.90 3.88
LOAN LOSS PROVISION RATIO

District Banks 0.77 0.88 0.58

U.S. Peer Banks 1.15 1.08 0.59
NONPERFORMING LOAN RATIO?

District Banks 3.09 3.23 3.27

U.S. Peer Banks 4.25 3.90 3.87

SOURCE: Reports of Condition and Income for Insured Commercial Banks

NOTES: ! Because all District banks but one have assets of less than $15 billion, banks larger
than $15 billion have been excluded from the analysis.

2 All earnings ratios are annualized and use year-to-date average assets or average
earning assets in the denominator.

% Nonperforming loans are those 90 days or more past due or in nonaccrual status.

peer ratio is still substantially above the
District’s average, the gap between the
two ratios has narrowed over the past
year as they’ve gone in opposite direc-
tions. Within the three major portfolios
(real estate, consumer, and commercial
and industrial), nonperforming loan
rates remain higher at U.S. peers than at
their District counterparts.

The average loan loss coverage ratio
increased slightly at both sets of banks
in the first quarter. District banks
now have about 63 cents reserved for
every dollar of nonperforming loans,
while peer banks have about 58 cents.
Banking regulators like to see coverage
ratios at 80 cents or above.

Capital ratios have risen along with
earnings over the past year. The aver-
age tier 1 leverage ratio was 9.11 percent
at District banks at the end of the first
quarter and 9.64 percent at U.S. peers.

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

lot has changed at Eighth District

banks during the last three years,
but some things remain the same.
One thing that endures is the critical
importance of real estate loans in
bank portfolios.

There were 719 commercial banks
headquartered in the District on Dec.
31, 2007, but only 681 three years later.
Annualized return on average total
assets averaged 0.98 percent during
the fourth quarter of 2007 but only
0.53 percent during the fourth quarter
of 2010. Loans secured by real estate
declined from $135 billion to $126 bil-
lion, falling from 53 percent of total
assets to 49 percent.

Yet some numbers for banks varied
little from the end of 2007 to the end
of 2010. Total assets at District banks
remain almost the same, increas-
ing from $252 billion to $256 billion.
Perhaps most surprising, the median
Eighth District bank’s concentration
of total real estate loans relative to
risk-based capital was almost identi-
cal at year-end 2010 to what it was
three years ago. (The median bank
has a concentration ratio precisely in
the middle of the ranking of all banks
headquartered in the Eighth District.)

Specifically, the total real estate loan
concentration relative to risk-based
capital at the median bank was 460
percent on Dec. 31, 2010. The median
bank had a total real estate loan con-
centration level of 458 percent on Dec.
31, 2007. Thus, the median, or typical,
real estate loan concentration among
Eighth District banks is about what it
was before the recession.

This apparent constancy of the over-
all real estate loan exposure obscures
some notable shifts within banks’ real
estate portfolios. The median bank’s
CRE-2 concentration ratio—that is,
commercial real estate loans excluding
those that are owner-occupied rela-
tive to risk-based capital—fell from 115
percent to 102 percent. The median
bank’s total construction and land
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Real Estate Loans Remain a Critical Part
of Eighth District Bank Portfolios

development concentration ratio fell
from 43 percent to 30 percent. Ratios
at many banks that were more highly
concentrated in commercial real estate
loans in 2007 also fell notably by the
end of 2010.

On the other hand, concentration
ratios increased across the board
in multihousing loans, residential
real estate loans and loans secured
by farmland, with the exception of
those banks that already were highly
concentrated in residential loans in
2007. For example, the median Eighth
District bank’s concentration ratios
increased from 4 to 6 percent of risk-
based capital for multihousing loans,
from 31 to 33 percent for farmland-
secured loans and from 172 to 190 per-
cent for residential real estate loans.
Increases in concentration levels in
these three categories from year-end
2007 to year-end 2010 generally were
even larger for more concentrated
banks (with the exception noted above
for residential real estate).

In summary, loans secured by real
estate remained a critical part of
Eighth District banks’ portfolios at the
end of 2010. Commercial real estate
exposures have come down at many
banks, but these largely have been
replaced by increased exposure to
residential, farmland and, to a lesser
extent, multihousing loans. Eighth
District bank performance will con-
tinue to depend on conditions in local
real estate markets, which, in turn,
depend on the strength of the eco-
nomic recovery.

Note: A table that provides
more detail on the distribution of
Eighth District banks’ real estate
concentrations is available online
at www.stlouisfed.org/cb.

Bill Emmons is an economist and assistant
vice president at the Federal Reserve Bank
of St. Louis.



The View from Memphis: Bankers,
Business Leaders Cautiously Optimistic

By Martha Perine Beard

Between January and April, we held
revealing discussions with bank-
ing and business leaders at events and
one-on-one meetings throughout the
District’s Memphis Zone. Before the
Mississippi River flooding, leaders told
us that they were cautiously optimistic
about the economy for the rest of 2011
and that local business conditions and
profits were better than they were a
year ago.

Banking Conditions

Business leaders and bankers
expect loan demand in urban areas
to increase, but the number of strong,
creditworthy applicants is not large,
and many bankers say they are chas-
ing the same few good applicants.
Several bankers report that past dues
remained level through the first quar-
ter of 2011 and that losses on other real
estate owned (OREOs) are improving.
In more rural areas, leaders inform us
that loan demand is softer because of
competition from farm credit services
that can offer more competitive rates.
Meanwhile, accounts are that rural
land values are rising and farm equip-
ment sales are at an all-time high.

Bankers tell us that they continue to
face challenges related to their invest-
ments. They say that with the fed
funds rate at an all-time low and little
loan demand, achieving a decent earn-
ings level is a challenge.

Bankers indicate that a key strength
today is enhanced deposit growth:

After years of negative savings growth,

they are seeing significant increases
as consumers learn the importance

of saving. Business leaders report
that some consumers are being more
imaginative on how to improve their
financial positions: Because of low CD
rates, some consumers with extra cash
are choosing to pay down debt when
the interest rate exceeds what they
would earn on a CD.

Housing Market Conditions

Business leaders and bankers say
that the housing sector has yet to
rebound from the recession, and most
categorize the state of the housing
sector as “fair” at best. Reports are
that new building permits are a frac-
tion of their peak during the housing
boom. They say that many builders
are no longer in business; home values
have declined to less than the amount
owed for some homeowners; mortgage
underwriting has tightened consider-
ably; and the inventory of homes for
sale remains high.

Bankers vary on their approach for
handling foreclosed homes. Some are
implementing lease-to-own arrange-
ments as a means of earning some
revenue, while others have expressed
concerns about this approach.

The current unemployment rate
in the Memphis Zone does not bode
well for a large increase in home
sales. East Arkansas is performing
more positively than other parts of the
zone. Sales in the first quarter of 2011
exceeded those in the first quarter
of 2010. Although there are buyers,
business leaders say that obtaining
long-term financing is difficult. Many
bankers suggest that they are backing
away from residential loans because
of more stringent regulatory require-
ments. Additionally, bankers report
that appraisers have become much
more conservative on their evaluations.

Employment and Job Growth

Memphis: The greater Memphis area
began 2011 with a high level of employ-
ment contraction. Both Memphis and
Jackson, Miss., registered unemploy-
ment rates that were higher than the
9.4 percent rate for the United States.
However, bankers and business lead-
ers see the projected job growth in
Memphis as very positive. Since the
beginning of 2011, several compa-
nies, including Electrolux, Mitsubishi
and City Brewing, have announced

continued on Page 6
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The View from Memphis

continued from Page 5

plans to relocate or bring more jobs to
Memphis. Many bankers and business
leaders say that ongoing cooperation
between city and county governments
to simplify the solicitation of economic
development incentives has contrib-
uted to the positive announcements.

Rural Western Tennessee: This area
reportedly has not fared as well. The
unemployment rate is already above
10 percent, and about 1,900 jobs will be
lost in Union City at the end of the year
with the planned closing of a Goodyear
tire plant.

Northern Mississippi: Beginning in 2011,
the unemployment rate in several rural
areas was in double digits. The overall
rate for northeast Mississippi was 11.8
percent, more than the state average of
10.4 percent. In northwest Mississippi,
which relies heavily on economic growth
related to casinos, business leaders
say that gaming revenue continues to
decline, primarily because of less con-
sumer discretionary income and legal-
ized gaming in neighboring states.

Eastern Arkansas: Unemployment
remains a strong concern for eastern
Arkansas. While most of the coun-

FDIC Assessment Rules
continued from Page 1

are assigned to the C category.

Table 2 (see Page 7) shows the initial
and total base assessment rates once
banks are assigned to the appropri-
ate risk category under the old system.
For example, a bank in Risk Category
| would be assigned an initial base
assessment rate between 12 and 16
basis points. A bank could be at the
high or low end of this range, depend-
ing on the values of various financial
ratios from its income statement and
balance sheet. The weights on these
financial ratios were determined
using a statistical model of bank risk.
Once the initial base rate is set, it can
be adjusted upward or downward,
depending on the amount of unse-
cured debt, secured liabilities and
brokered deposits, as shown in the
next three rows of the table. (The
brokered deposit adjustment would
be applied only to a limited number of
Risk Category | institutions with very
high asset growth funded by a large
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ties in the area showed little or no
improvement in the unemployment
rate, leaders think that may change in
the remaining months of 2011 because
of several announcements concern-
ing plant expansions and increases in
employment.

Business leaders and bankers think
that for the remainder of 2011, employ-
ment will remain at the status quo or
improve because most companies have
already cut the maximum number of
positions possible. They expect capital
spending to increase in several areas
because companies have deferred pur-
chases as long as they can, and there is
now a need to purchase new or replace
outdated equipment for expansion
plans. Overall, banking and business
leaders appear to be more optimistic
in 2011 than they were a year ago, but
some areas will fare better than others
will over the next six to 12 months.

Martha Perine Beard is the senior branch
executive of the Memphis Branch of the
Federal Reserve Bank of St. Louis.

percentage of brokered deposits.)

The final row of Table 2 shows the
basis point range for banks in each
given risk category. For all banks and
thrifts, the assessment rate varied
from 7 to 77.5 basis points (as a percent
of total insured deposits).

Table 3 shows the corresponding
information for initial and total assess-
ment rates under the new system. In
the final row of Table 3, we see that
assessment rates vary from 2.5 to 45
basis points. Although the assess-
ment rates are considerably lower, they
are calculated on a larger base (assets
minus tangible capital as opposed
to deposits). Thus, whether an indi-
vidual bank pays a higher or lower
total assessment depends on its risk
and liability mix. In general, the more
a bank relies on core deposits to fund
its operations, the more it will benefit
from the new system.

Table 4 shows some total assessment
information aggregated by size class
for community banks with less than
$10 billion in total assets. Banks with
more than $10 billion in assets are



TABLE 2
Initial and Total Base Assessment Rates—OId System

Risk Category | Risk Category Il Risk Category Ill  Risk Category IV
Initial Base Assessment Rate 12-16 22 32 45
Unsecured Debt Adjustment (5-0 (5)-0 (5)-0 (5)-0
Secured Liability Adjustment 0-8 0-11 0-16 0-22.5
Brokered Deposit Adjustment 0-10 0-10 0-10
TOTAL BASE ASSESSMENT RATE 7-24.0 17-43 27-58 40-77.5

SOURCE: Federal Register, Vol. 74, No. 41 / Wednesday, March 4, 2009

NOTES: All amounts for all risk categories are in basis points annually. Total base rates that are not the minimum or maximum
rate will vary between these rates.

TABLE 3
Initial and Total Base Assessment Rates—New System

Large and Highly
Risk Risk Risk Risk Complex
Category|  Category |l Category lll  Category IV Institutions
Initial Base Assessment Rate 5-9 14 23 35 5-35
Unsecured Debt Adjustment (4.5)-0 (5)-0 (5)-0 (5)-0 (5)-0
Brokered Deposit Adjustment 0-10 0-10 0-10 0-10

TOTAL BASE ASSESSMENT RATE 2.5-9 9-24 18-33 30-45 2.5-45

SOURCE: Federal Register, Vol. 76, No. 38 / Friday, Feb. 25, 2011

NOTES: Total base assessment rates do not include the depository institution debt adjustment. The unsecured debt adjustment
cannot exceed the lesser of 5 basis points or 50 percent of an insured depository institution’s initial base assessment rate;
thus, for example, an insured depository institution with an initial base assessment rate of 5 basis points will have a maximum
unsecured debt adjustment of 2.5 basis points and cannot have a total base assessment rate lower than 2.5 basis points.

TABLE 4
Change in Total Assessments for Community Banks

Size Class 0Old Assess New Assess Change ($) Change (bps)
<$100M $182.7M $116.1M -$66.6 M -5.1
$100 M - $500 M $1.1B $704.3 M -$342.6 M -5
$500 M - $1 B $568.1 M $400.8 M -$167.4 M -1.6
$1B-$10B $158 $1.1B -$429.6 M -4
TOTAL $3.3B $2.3B -$18 -44

SOURCE: FDIC and authors’ calculations based on the Reports of Condition and Income for U.S. Commercial Banks

subject to a different, more complex
calculation and are not considered in
this analysis.

For example, the 2,302 community
banks with less than $100 million in
assets hold aggregate total assets of
$131.6 billion. Given their current
CAMELS ratings, PCA designations
and other risk characteristics, their
total assessments will decrease from
$182.7 million to $116.1 million, a sav-
ings of $66.6 million for the group.

As shown in the last row of Table 4,
community banks will save approxi-
mately $1 billion in FDIC assess-
ments for 2011. To put this amount
in perspective, it represents 4.4 basis

points of total community bank assets
nationwide. The benefit measured in
basis points is fairly consistent across
size classes, ranging from 4 to 5.1, as
highlighted in Table 4.

The Dodd-Frank Act could introduce
new costs to banks as supporting regu-
lations are implemented. In the case
of the FDIC assessment base, however,
community banks will benefit.

Andy Meyer is a senior economist and Jim
Fuchs is a senior manager in Supervisory
Policy and Risk Analysis at the Federal
Reserve Bank of St. Louis.
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